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All material in this
publication may be
reprinted freely. A
citation to Your Federal
Income Tax (1995)
would be appropriate.

The explanations and examples in this publication re- This publication covers some subjects on which a
flect the interpretation by the Internal Revenue Service court may have made a decision more favorable to tax-
(IRS) of: payers than the interpretation by the IRS. Until these

differing interpretations are resolved by higher court● Tax laws enacted by Congress,
decisions or in some other way, this publication will

● Treasury regulations, and continue to present the interpretation by the IRS.
All taxpayers have appeal rights within the IRS and● Court decisions.

may appeal to the courts when they do not agree with
the interpretation of the IRS. Appeal procedures areHowever, the information given does not cover every
described in The Examination and Appeals Process insituation and is not intended to replace the law or

change its meaning. the back of this publication.



Introduction

This publication can help you pre- rules for the earned income ● List of phone numbers for call- If you have access to a per-
credit and the advance earned in- ing the IRS.pare your own tax return by tak- sonal computer and a modem,
come credit.ing you through each part of the you can also get many forms and

Throughout the publicationreturn. It supplements the infor- publications electronically. SeeIf you operate your own busi-
are examples showing how themation in your tax form instruc- How To Get Forms and Publica-ness or have other self-employ-
tax law applies in typical situa-tion booklet. It explains the tax tions in the back of this publica-ment income, such as babysitting
tions. Sample forms and sched-law and will help you understand tion for more details.or selling crafts, see these other
ules show you how to fill out youryour taxes so that you pay only as We welcome your sugges-pub l i ca t ions  fo r  more
return. Also throughout the publi- information:much tax as you owe and no tions for future editions of this
cation are flowcharts and tablesmore. publication. Please send your

● Publication 334, Tax Guide forthat present tax information in anThe publication begins with ideas to:
Small Business,easy-to-understand manner.the rules for filing a tax return. It

The index in the back of the
explains who must file a return, ● Publication 533, Self-Employ-publication will help you find the
which tax form to use, when the ment Tax, Internal Revenue Serviceinformation you need.
return is due, and other general Technical PublicationsSome material that you may ● Publication 535, Business Ex-information. It will help you iden- Branch (T:FP:P)find helpful is not included in this penses, and
tify which filing status you qualify 1111 Constitution Ave., NWpublication but can be found in
for, whether you can claim any ● Publication 587, Business Use Washington, DC 20224your tax form instruction booklet.
dependents, and whether the in- of Your Home.It includes the following:
come you are receiving is taxa-

● Lists of where to report certainble. The publication goes on to You can get free IRS publica-
We respond to many letters byitems listed on informationexplain the standard deduction, tions and forms. Call 1–800–
telephone. Therefore, it would bedocuments,the kinds of expenses you may TAX–FORM (1–800–829–3676)
helpful if you would include yourbe able to deduct (like medical or use the order form in the back● List of mailing addresses for area code and daytime phoneexpenses, donations to charities, of this publication. Many public li-where to file returns, number along with your returnetc.), and the various kinds of braries also have reference sets
address. ðcredits you may be able to take to ● List of recorded tax information of these publications that you can

reduce your tax. This includes the topics (Tele-Tax), and use.

IRS Customer Service Standards

For 1996, we have set the follow- business day. (Telephone num- with one contact. To reach that Simpler forms.  We made some
bers are in your tax form instruc- changes to the tax forms and in-ing Customer Service Standards. goal, we will make improvements
tion booklet.) structions this year to make themyearly.

easier to use, but we want your
ideas for improvements. PleaseEasier filing.  To make it easier Accuracy.  Our goal is to answer call or write to us. You can callfor you to meet your tax obliga- Canceling penalties.  If you pro-your questions and process your the IRS with your forms ideas attions, we have expanded your vide sufficient and accurate in-tax returns accurately. To reach 1–800–829–9043 and leave a re-opportunities for simplified return formation to our tax assisters butthat goal, we will continue to corded message 24 hours a day,filing and payment of your taxes are given and reasonably rely onmake improvements yearly. 7 days a week. Or, you can write

through our electronic filing, joint an incorrect answer, we will can- to:
Federal-state filing, TeleFile, and cel related penalties.

Prompt refunds.  If you file aelectronic payment programs. Tax Forms Committee
complete and accurate tax re- Western Area Distribution
turn and you are due a refund, CenterResolving problems.  If you
your refund will be issued within Rancho Cordova, CA 95743–Access to information.  You have a problem that has not
40 days if you file a paper return. 0001will have convenient access to been resolved through normal
If you file electronically, it will be ðtax law and account information. processes, you may contact our
issued within 21 days. (Your re-

Our pre-recorded tax information Problem Resolution Office. A
fund may be delayed if your re-

will continue to be available 24 caseworker will contact youturn is selected for further
hours a day, 7 days a week, and within 1 week and will work withreview.)
access to refund status informa- you to resolve the issue. (The
tion will be available 16 hours a IRS number for your area is in
day. Live telephone assistance your  tax  fo rm ins t ruc t ionOne-stop service.  Our goal is
will be available 10 hours each booklet.)to resolve your account inquiries
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Important Changes for 1995

This section summarizes impor- receive part of the credit in each Standard mileage rate.  For these taxes with your income tax
tant tax changes that took effect paycheck. See Chapter 35. 1995, the standard mileage rate return, but wages paid to stu-
in 1995. These changes are dis- dents under 18 are exempt. As afor the cost of operating your car
cussed in more detail throughout household employer, you willis 30 cents a mile for all businessSocia l  secur i ty  numbers
this publication. need an employer identificationmiles. See Chapter 28.needed for all dependents.

Changes are also discussed number (EIN) for the Forms W–2For 1995, you must provide thein Publication 553, Highlights of and Schedule H that you mustsocial security number (SSN) of Self-employed health insur-1995 Tax Changes. file. For more information, seeeach dependent you claim on ance.  If you were self-employed Publication 926, Household Em-your tax return and for each qual- and had a net profit for 1995, you ployer’s Tax Guide.Caution.  As this publication was ifying child listed on Schedule may be able to deduct a portionbeing prepared for print, Con- EIC, unless the person was born of the amount you paid for healthgress was considering tax law after October 1995. See Chapter insurance. This deduction, which Lump-sum distributions.  Be-changes that could affect your 3 for dependents and Chapter 35 had expired December 31, 1993, ginning in 1995, you may be able1995 tax return and 1996 esti- for the earned income credit. has been retroactively extended to figure the tax on a lump-summated taxes. These changes
and made permanent. Beginning distribution under the 5–year taxinclude:

More persons can file Form in 1995, the deduction was in- option even if the plan partici-
● Capital gains and losses [The 1040EZ.  For 1995, you can re- creased from 25% to 30%. pant was born after 1935. For

line numbers on Schedule D port unemployment compensa- If you were entitled to claim more information, see Chapter
(Form 1040) could change for tion on Form 1040EZ (as well as this deduction in 1994 but did not 11.
1995.], on Forms 1040A and 1040). To do so, file an amended return for

find out if you can file the simpler 1994.
● Sale of your home, and Investment income of childForm 1040EZ, see Which Form For more information, see

under age 14.  In 1995, theShould I Use? in Chapter 1. Chapter 23.● A parent’s election to report a
amount of investment income achild’s unearned income on
child under age 14 can havethe parent’s return. Who must file.  Generally, the Employer-provided educa- without having to file Form 8615amount of income you can have tional assistance.  The exclu- has increased to $1,300. Seebefore you must file a return hasSee Publication 553, Highlights sion of employer-provided edu- Chapter 32.been increased. See Chapter 1.of 1995 Tax Changes, for further cational assistance from wages

developments. Information on expired for tax years beginning
these changes will also be avail- Higher exemption amount. Payment Voucher. To modern-after December 31, 1994. How-
able electronically through our For 1995, you are allowed a ize our payment system, we areever, this exclusion may be ex-
bulletin board or via the Internet. $2,500 deduction for each ex- sending Form 1040–V, Paymenttended. See Publication 553,
See How To Get Forms and Pub- emption to which you are enti- Voucher, to more taxpayers thisHighlights of 1995 Tax Changes.l ications in the back of this tled. However, your exemption year. Over the next few years,
publication. amount could be phased out if we will expand the use of this

Self-employment tax.  Theyou have high income. See preprinted payment voucher to
maximum net earnings subject toEarned income credi t Chapter 3. all taxpayers to help us process
the social security tax portion ofamounts increased.  The maxi- payments more accurately and
self-employment tax (12.4%)mum amount of earned income efficiently.Standard deduction.  For most has increased to $61,200. All netcredit you can receive has in- If you have a balance due onpeople, the standard deduction earn ings  o f  a t  l eas t  $400creased, and the maximum your return and you receive Formhas increased. Because of this ($108.28 for church employees)amount of income you can earn 1040–V, use it to send us yourincrease, it may benefit you to are subject to the Medicare taxand still get the earned income payment. Follow the instructionstake the standard deduction forcredit has increased. For details, portion (2.9%). See Publication that come with the form.1995 even though you itemizedsee Chapter 35. 533, Self-Employment Tax.

deductions in past years. See
Chapter 21.

Direct deposit of refund.  In-Who can claim the earned in- Social security and Medicare
stead of getting a paper check,come credit.  Beginning in 1995, taxes.  The maximum wagesLimit on itemized deductions. you may be able to have your re-more military personnel may be subject to social security taxSome of your itemized deduc- fund deposited directly into youreligible to claim the earned in- (6 .2%)  has  inc reased  totions may be limited if your ad- account at a bank or other finan-come credit, but certain nonresi- $61,200. All wages are subject tojusted gross income is more thandent aliens cannot claim it. Be- cial institution. See Chapter 1.Medicare tax (1.45%).$114,700 ($57,350 if you areginning in 1996, persons with

married filing separately). Seeinvestment income of more than
Chapter 22. Deferred 1993 taxes due April$2,350 cannot claim the earned Social  securi ty taxes for

15, 1996.  If you filed Form 8841income credit. For details, see household employees.  If you
so you could pay part of yourChapter 35. pay a domestic employee (suchReceipts for business ex-
1993 tax in installments, the thirdas a nurse, babysitter or house-penses.  Beginning October 1,
installment is due on April 15,keeper) cash wages of $1,000 or1995, you must have receipts forEarned income credit with
1996. You can apply part or all ofmore to work in your home, youamounts that are $75 (ratheryour pay.  If you expect to qual-
your 1995 refund to this install-generally will have to pay socialthan $25) or more for certainify for the earned income credit
ment. See Chapter 1. ðsecurity and Medicare taxes. Forbusiness expenses. See Chapterin 1996 and a qualifying child

28. wages paid in 1995, you paylives with you, you may be able to
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Important Reminders
Listed below are important re- (including initiation fees) for option from a computer store; it days. If you do not have the ad-
minders and other items that dress, you can get it by callingis not available from the IRS.membership in any club organ-
may help you file your 1995 tax the IRS number for your areaized for business, pleasure, rec- For more details on these
return. Many of these items are that is listed in your tax form in-reation, or other social purpose. fast filing methods, see Chapter
explained in more detail later in struction booklet.See Chapter 30. 1.
this publication.

Walk-in help.  Assisters areTravel expenses paid for File one federal tax return.  File
More of your social security available in most IRS officesothers.  You generally cannot only one federal tax return re-
benefits may be taxable.  If you throughout the country to helpdeduct travel expenses you pay gardless of the number of jobs
received social  secur i ty or you prepare your own return. Anor incur for a spouse, dependent, you had, Forms W–2 you re-
equivalent tier 1 railroad retire- assister will explain or ‘‘walkor other individual who accom- ceived, or states you lived in dur-
ment benefits, you may have to through’’ a Form 1040EZ, Formpanies you (or your employee) ing the year.
include up to 85% of that amount 1040A,  or  Form 1040 wi thon business travel. See Chapter
in your taxable income. See Schedules A and B with you and28. Free tax help.  The IRS provides
Chapter 12. a number of other taxpayers in afree tax information and services

group setting. At many of theseForms W–2 and 1099.  You throughout the year, and there
offices, you can file your tax re-Moving expenses.  For moving should receive your 1995 Form are approximately 100 publica-
turn electronically. (See Chapterexpenses incurred after 1993, W–2, Wage and Tax Statement, tions available. Publication 910,
1 for information on electronic fil-certain items are no longer de- and your Forms 1099 by January Guide to Free Tax Services, de-
ing.) To find the location of theductible, the distance require- 31, 1996. If you have not re- scribes the publications and the
IRS office nearest you, look inment is increased, and the de- ceived them by January 31, ask free tax information services you
the phone book under ‘‘Unitedduc t ion  i s  a l lowed as  an your employer or payor for them. can receive.
States Government, Internaladjustment to gross income on If you still do not receive them by If you have access to a per-
Revenue Service.’’page 1 of Form 1040. See Chap- February 15, call the IRS number sonal computer and a modem,

If you want help with your taxter 19. for your area listed in your tax you can also get many forms and
return, you should bring in yourform instruction booklet. publications electronically. See
tax package, Forms W–2 andPoints paid by seller.  If you Even if you do not receive How To Get Forms and Publica-
1099, and any other informationbought a main home after 1990 these income statements, you tions in the back of this book for
(such as a copy of last year’s re-and the seller paid points for your must still report your earnings. If details.
turn) that will help the assister tomortgage, you may be able to you lose your copy of Form W–2
help you.deduct them as an interest ex- or 1099, or if it is incorrect, ask Tele-Tax.  This telephone ser- At most IRS offices you canpense on Schedule A. See your employer or payor for a new vice provides recorded tax infor- also get tax forms, publications,Chapter 25. one. mation on about 140 topics. and help with questions about

Tele-Tax can also tell you the IRS notices or bills.Charitable contributions.  If
Faster ways to file your return. status of your refund. See Whatyou make a contribution of $250
The IRS offers fast, accurate Is Tele-Tax? in your tax form in- Videotaped instructions.  Vide-or more, you generally must
ways to f i le your tax return struction booklet. otaped instructions for complet-have a written acknowledgment
information. ing your tax return are availablefrom the organization in order to

Electronic filing. You can Telephone help.  IRS represent- in either English or Spanish atdeduct the contribution. If you
have your return filed electroni- atives are available to answer many libraries.make a payment that is more
cally instead of mailing it to the your tax questions by telephone.than $75 and it is partly a contri-
IRS. You can have your refund If, after reading the tax form in-bution and partly for goods or Braille tax materials.  Braille tax
deposited directly into your structions and IRS tax publica-services, the organization must materials are available for review
checking or savings account, tions, you are not sure how to fillgive you a written statement tell- from any of 142 Regional Librar-
and in most states, you can file out your return, or you have aing you that you can deduct only ies for the Visually Impaired in
your federal and state tax returns question about an IRS notice,the amount that is more than the conjunction with the National Li-
electronically at the same time. you can call the IRS number forvalue of the goods or services. brary Service for the Blind and

your area. These numbers areOn-line filing. If you have aThe statement will also give you Physically Handicapped. To lo-
listed in your tax form instructioncomputer, a modem and thea good faith estimate of the value cate your nearest library, write to
booklet, which also gives thenecessary software, you can fileof those goods or services. See the National Library Service for
hours of operation. You will notyour tax return from home usingChapter 26. the Blind and Physically Handi-
be charged for the call unlessan IRS-accepted on-line service capped, Library of Congress,
your phone company chargescompany or transmitter.Passive activity rules for 1291 Taylor St., NW, Washing-
you for local calls.TeleFile. If you have a touch-rental activities.  Rental activi- ton, DC 20542.

tone phone and are single filingties in which you materially par- Braille materials currently
Form 1040EZ, you may be able Telephone service for hear-ticipate are not passive activities available for review include this
to file your tax return over the ing-impaired persons.  If youif you meet certain requirements. publication, Publication 334, Tax
phone. You must receive a are hearing-impaired and haveLosses from these activities are Guide for Small Business, and
TeleFile package in the mail and access to TDD equipment, younot limited by the passive activity Forms 1040 ,  1040A,  and

can call 1–800–829–4059 withmeet the requirements explainedrules. See Chapter 10. 1040EZ and their instructions.
your tax questions or to orderin it.
forms and publications. See your1040PC returns. You canBusiness meals and entertain- Volunteer Income Tax Assis-
tax form instruction booklet foruse a personal computer to pre-ment.  Generally, you can de- tance (VITA) and Tax Counsel-
the hours of operation.pare a 1040PC return. The returnduct only 50% of your business ing for the Elderly (TCE).  Free

has fewer pages because themeals and entertainment ex- help from volunteers is available
Written tax questions.  You cancomputer only prints lines onpenses. See Chapter 28. in most communities. After com-
send your written tax questionswhich you make an entry. You pleting IRS training, these volun-
to your IRS District Director. Youcan get tax preparation softwareClub dues.  Generally, you are teers help prepare basic tax re-
should get an answer in about 30that includes the 1040PC printnot allowed a deduction for dues turns for taxpayers with special
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needs, including persons with so that you can produce them if your federal tax return pack- reduce the public debt. To do so,
disabilities, the elderly, non-En- the amounts you claim on your age and not the one that came make a check payable to Bureau
glish-speaking people, and low- return are ever questioned. with your state tax return. Us- of the Public Debt. You can send
income people. At many of these You generally should keep ing the label helps us identify it to:
offices, you can file your tax re- records that support items of in- your account, saves process-

Bureau of the Public Debtturn electronically. (See Chapter come or deductions on a return ing time, and speeds refunds.
Department G1 for information on electronic fil- for 3 years from the date the re-

● If you are married filing a joint
Washington, DC 20239–ing.) Call the IRS telephone num- turn was filed or two years from return and did not get a label,
0601ber for your area for the location the date the tax was paid, which- or you are married filing a sep-

of the volunteer assistance site ever is later. arate return, enter your
near you. You should keep records that Or, you can enclose the checkspouse’s social security num-

relate to the cost of property as with your 1995 income tax returnber in the space provided on
long as they are important in fig- when you file. See Chapter 1.Tax return preparers.  Choose your tax form.
uring its basis. See Chapter 1.your preparer carefully. If you

● Attach all Forms W–2 to thepay someone to prepare your re- Where to file.  If an addressed
left margin of the front page ofPersian Gulf area combatturn, the preparer is required, envelope came with your 1995
your return.zone.  Tax benefits are availableunder the law, to sign the return return, please use it. If you do not

to those who served in the Per-and fill in the other blanks in the ● Attach all forms and schedules have one, or if you moved during
sian Gulf area combat zone. ForPaid Preparer’s area of your re- in attachment sequence num- the year, mail your return to the
information, see Publication 945,turn. Remember, however, that ber order. See Chapter 1. address listed for your area
Tax Information for Those Af-you are still responsible for the under Where Do I File? in your● Enclose your check or moneyfected by Operation Desertaccuracy of every item entered tax form instruction booklet.order for the full amount youStorm.on your return. If there is any un-

owe. Write your social securityderpayment, you are responsible File on time — even if you can-number, address, daytimeFiling reminders.  Before youfor paying it, plus any interest not pay.  If you do not have thetelephone number, form num-file your return, be sure you do alland penalty that may be due. money to pay the amount youber, and tax year on yourof the following.Therefore, you should be careful owe on your return, you shouldcheck or money order. Do notto choose someone who under- ● Make sure the information on file your return on time and payattach it to your return.stands tax matters and will pre- all Forms W–2 you receive is what you can. The IRS will bill
● If an addressed envelopepare a complete and accurate correct. you for the balance due, plus in-

came with your return, use ittax return. terest if the balance is not paid● Put all income, deductions, (unless you moved during the by the due date. You may alsocredits, and tax items on the year) and be sure to useCheck the name and social se- have to pay a failure-to-paycorrect lines. enough postage. If you moved,curity number (SSN) on your penalty.
see Where to file, later.● Check your social securitytax form.  If either the name or If you do not file your return

numbers (SSNs). Incorrect orSSN on your tax form does not by the due date, you will have to
missing SSNs for you, your Note. If you pay the first in-agree with your social security pay interest on the amount you
spouse, or your dependents stallment of your 1996 estimatedcard ,  your  re fund  may  be owe, and you may have to pay amay delay your refund. tax at the same time you file yourdelayed or you may not receive failure-to-pay penalty plus inter-

1995 return, do not send it withcredit for your social security ● If you received capital gain dis- est on the penalty. You may also
your return. Use a separateearnings. If your Form W–2, tributions but you do not need have to pay a failure-to-file pen-
check or money order and mail itForm 1099, or other tax docu- to file Schedule D (Form alty, plus interest. See Chapter 1.
in a separate envelope to the ad-ment shows an incorrect SSN or 1040), enter those distribu-
dress for your area given in thename, notify your employer or tions on line 13 of Form 1040 Installment agreement.  If youinstructions for Form 1040–ES,the form-issuing agent. If the and write ‘‘CGD’’ on the dotted cannot pay the full amount dueEstimated Tax for Individuals.name or number on your social line next to line 13. with your return, you may ask tosecurity card is incorrect, call the

● Use the correct chart or work- make monthly installment pay-Social Security Administration at Death of taxpayer.  If a tax-
sheet if you take the standard ments. See Chapter 1.1–800–772–1213. payer died before filing a re-
deduction. quired return, the taxpayer’s per-

Amended return.  If you find● Use the correct column in the sonal representative must fileRounding off.  It is easier to
changes in your income, deduc-Tax Table or the appropriate and sign a return for that person.complete your tax return if you
tions, or credits after you mailTax Rate Schedule. A personal representative canround off all money amounts.
your return, file Form 1040X,be an executor, administrator, orTh is  means tha t  you drop ● Fill out Schedule SE (Form
Amended U.S. Individual Incomeanyone who is in charge of theamounts under 50 cents. For ex- 1040) if you had net earnings
Tax Return, to change the returntaxpayer’s property. If a joint re-ample, $25.32 becomes $25.00. from self-employment of $400
you already filed. See Chapter 1.turn is filed, the surviving spouseYou increase amounts that are or more (or Form W–2 wages

must also sign it. If no personal50 cents or more to the next dol- of $108.28 or more from an
Penalties.  Certain ‘‘accuracy’’representative has been ap-lar so that, for example, $25.50 electing church or church-con-
penalties can be imposed, in-pointed, see Chapter 4.becomes $26.00. trolled organization).
cluding the penalties for negli-If you do round off, do so for

● Check your math carefully. gence and for substantial under-all amounts on your return. How- Copy of return.  Keep a copy of
● Sign and date your return and statement of income tax. Thereever, if you have to add two or your tax return. It may be helpful

enter your occupation. On a are also penalties for failing tomore amounts to figure the total in amending a filed return or pre-
joint return both husband and provide a social security numberto enter on a line, include cents paring future returns. You can
wife must sign. and for fraud. See Chapter 1.when adding the amounts and ask the IRS for a copy of a prior

round off only the total. year tax return or a transcript of● If you received a tax return
Address change.  If you move,tax account information. Seepackage with a peel-off label
be sure to notify the IRS usingChapter 1.Records and receipts.  Do not showing your address, transfer
Form 8822, Change of Address.send in records, receipts, or can- the label to your return and
Mail it to the Service Centerceled checks with your tax re- make any necessary correc- Gift to reduce the public debt.
where you filed your last return.turn. Keep your records available tions to it. Use the label from You can make a voluntary gift to
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Addresses for the Service Cen- claimed, do not cash the check Estimated tax.  Tax changes for equipment may call 1–800–829–
ters are on the back of the form. 4059 to ask for help from Prob-until you receive a notice ex- 1996 may affect whether you

If you move after you file your lem Resolution.plaining the difference. must make estimated tax pay-
return and you are expecting a This office cannot changeIf your refund check is for ments and the amount of your
refund, also notify the post office the tax law or technical deci-less than you claimed, it should payments. Generally, you must
serving your old address. This sions. But it can help you clearbe accompanied by a notice ex- make estimated tax payments if
will help to forward your check to up problems that resulted fromplaining the difference. Cashing you expect to owe at least $500
your new address. previous contacts.the check does not stop you and you expect your withholding

For more information aboutfrom claiming an addit ional and credits to be less than the
Refund information.  You can the Problem Resolution Pro-amount of refund. smaller of (1) 90% of the tax
use Tele-Tax to find out the sta- gram, get Publication 1546, HowIf you did not receive a notice shown on your 1996 return or (2)tus of your refund by telephone. to use the Problem Resolutionand you have any questions 100% of the tax shown on your(However, electronically filed re- Program of the IRS.about the amount of your refund, 1995 return. However, certainturn refund information may not you should wait two weeks. If you taxpayers may not be able to usebe on your area’s Tele-Tax sys- Privacy Act and paperwork re-still have not received a notice, 100% of their 1995 tax to figuretem.) For details on how to use duction information.  The Pri-call the IRS number for your their 1996 estimated tax pay-this service, see What is Tele- vacy  Ac t  o f  1974 and thearea. ments. See Chapter 5.Tax? in your tax form instruction Paperwork Reduction Act of
booklet. 1980 say that when we ask you

Do you want more or less tax for information we must first tellCorresponding with IRS.  Be
withheld in 1996?  If your 1995Refund checks.  Be sure to you what our legal right is to asksure to include your social secur-
refund is large and you want tocash your refund check soon af- for the information, why we areity number in any correspon-
have less tax withheld from yourter you receive it. Checks not asking for it, how it will be used,dence with IRS.
pay, you should get Form W–4,cashed within 12 months of the what could happen if we do not
Employee’s Withholding Allow-date of the check will be can- receive it, and whether your re-Unresolved tax problems.  Theance Certificate, from your em-celed. See Chapter 1. sponse is voluntary, required toProblem Resolution Program isployer. Complete Form W–4 obtain a benefit, or mandatory

for taxpayers who have been un-c la iming any addi t ional  a l -Refund more or less than ex- under the law. A complete state-
able to resolve their problemslowances you are entitled to, andpected.  If you receive a check ment on this subject can be
with the IRS. If you have a taxreturn the form to your employer.for a refund you are not entitled found in your tax form instruction
problem you cannot clear upIf you owe tax this year, you mayto, or for an overpayment that booklet. ð
through normal channels, writeneed to give your employer ashould have been credited to es-
to your local IRS District Directorcompleted Form W–4 claimingtimated tax, do not cash the
or call your local IRS office andfewer allowances or asking forcheck. Call the IRS number for
ask for Problem Resolution as-an additional amount to be with-your area.
sistance. Hearing-impaired tax-held from each paycheck. SeeIf you receive a check for

more  than  the  re fund you Chapter 5. payers who have access to TDD
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Part One.

The five chapters in this part provide basic information on the tax system.The Income They take you through the first steps of filling out a tax return—such as
deciding what your filing status is, how many exemptions you can take, andTax Return which form to file. They also discuss recordkeeping requirements,
electronic filing, certain penalties, and the two methods used to pay tax
during the year: withholding and estimated tax. 

Installment agreement.  If you cannot pay
the full amount due with your return, you may Do I Have To
ask to make monthly installment payments.1. File a Return? See Installment Agreement, later, under
Amount You Owe. If you are a citizen or resident of the UnitedFiling

States or a resident of Puerto Rico and you
Combat zone service.  You are allowed ad- meet the filing requirements for any of theInformation ditional time to take care of tax matters if you following categories that apply to you, you
are a member of the Armed Forces who must file a federal income tax return:
served in the Persian Gulf Area combat

● Individuals—In Generalzone, or if you are not a member of the
Armed Forces but served in the combat Surviving Spouses, Executors, Ad-Important Changes zone in support of the Armed Forces. You ministrators, or Legal
are allowed additional time for filing your tax Representativesfor 1995 
returns, paying your taxes, and filing claims

U.S. Citizens Living Outside the U.S.for refund. See Individuals Serving in Com-Who must file.  Generally, the amount of in-
Residents of Puerto Ricobat Zone, later, under When Do I Have Tocome you can receive before you must file a

File?return has been increased. Individuals With Income From U.S.
Possessions

Change of address.  If you change your ad-Who can use Form 1040EZ.  For 1995, you
● Dependentsdress for any reason, you should use Formcan report unemployment compensation on

8822, Change of Address, to notify the IRS. ● Children Under Age 14Form 1040EZ (or on Form 1040A or Form
See Change of Address, later, under What1040). To find out if you can use Form ● Self-Employed Persons
Happens After I File?1040EZ, see Which Form Should I Use?

● Alienslater.
Electronic filing.  You may want to take ad-

The filing requirements apply even if youvantage of filing your return electronically in-Direct deposit of refund.  Instead of getting do not owe tax.stead of on a paper form. Electronic filinga paper check, you may be able to have your
can shorten the time for processing returns Note.  Even if you do not have to file a re-refund deposited directly into your account
to within 3 weeks. See Electronic Filing, turn, it may be to your advantage to do so.at a bank or other financial institution. See
later, under Does My Return Have To Be On See Who Should File, later.Direct deposit under Refunds, later.
Paper?

One return.  File only one federal incomeSocial security number for dependent. Computerized returns.  You may want to tax return regardless of how many jobs youYou must provide the social security number prepare your return on a personal computer. had, how many Forms W–2 you received, or(SSN) of each dependent you claim, regard- This return, called a 1040PC return, can be how many states you lived in during the year.less of the dependent’s age. But you do not processed faster and more accurately than
need to provide an SSN for a child born in the regular tax return. Whenever this chapter
November or December of 1995. For more Individuals—In General refers to Form 1040, it generally also in-
information, see Social Security Number, cludes a 1040PC return. See Computerized If you are a U.S. citizen or resident, whether
under How Do I Prepare My Return? later. Returns, later, under Does My Return Have you must file depends on three factors:

To Be On Paper? for more information. 1) Your gross income,TeleFile.  If you receive a TeleFile tax pack-
age, you may be able to file your tax return 2) Your filing status, and
over the phone. See TeleFile under Does My 3) Your age.IntroductionReturn Have To Be On Paper?

This chapter discusses: To find out whether you must file, see Ta-
ble 1–1, Table 1–2, and Table 1–3. Even if no● Whether you have to file a return,
table shows that you must file, you may needImportant Reminders ● Which form to use, to file to get money back (see Who Should

● When, how, and where to file your return, File, later).Deferred 1993 taxes due April 15, 1996.  If
you filed Form 8841, Deferral of Additional ● What happens if you pay too little or too
1993 Taxes, so you could pay part of your Gross income. This includes all income youmuch tax,
1993 tax in installments, an installment is receive in the form of money, goods, prop-

● What records you should keep and howdue April 15, 1996. See Paying Deferred erty, and services that is not exempt from
long you should keep them, and1993 Taxes, later, for more information. tax. Common types of income are discussed

You cannot defer paying any part of your ● How you can change a return that you in  the chapters  in  Par t  Two of  th is
1995 tax, except as described next. have already filed. publication.
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Community property.  If you are mar- Table 1-1. 1995 Filing Requirements for Most Taxpayers
ried and have your permanent home in a
community property state, half of any in- To use this table, first find your marital status at the end of 1995. Then, read across to find
come described by state law as community your filing status and age at the end of 1995. You must file a return if your gross income was
income may be considered yours. This af- at least the amount shown in the last column.
fects your federal taxes, including whether Gross income means all income you received in the form of money, goods, property,
you must file, if you do not file a joint return and services that is not exempt from tax, including any gain on the sale of your main home
with your spouse. See Publication 555, Fed- (even if you may exclude or postpone part or all of the gain). When using this table, do not
eral Tax Information on Community Prop- count social security benefits as gross income unless you are married filing a separate
erty, for more information. return and lived with your spouse at any time in 1995. (If you must count the benefits, see

Married filing separately and living with spouse under Are Any of Your Benefits Taxable? inSelf-employed individuals.  If you are
Chapter 12 for the amount of social security benefits to count.)self-employed, your gross income includes

Also, see Table 1-2 and Table 1-3 for other situations when you must file.the amount on line 7 of Schedule C (Form
1040), Profit or Loss From Business, or line 1

Marital Status Filing Status Age* Gross Incomeof Schedule C–EZ (Form 1040), Net Profit
From Business. See Self-Employed Per-

under 65 $6,400sons, later, for more information about your
Single (including divorced Single 65 or older $7,350filing requirements.
and legally separated)

Head of under 65 $8,250
Filing status.  Your filing status depends on household 65 or older $9,200
whether you are single or married and on
your family situation. Your filing status is de- Married with a child and
termined on the last day of your tax year, living apart from your
which is December 31 for most taxpayers. spouse during the last 6 Head of under 65 $8,250
See Chapter 2 for an explanation of each fil- months of 1995 household 65 or older $9,200
ing status.

under 65
(both spouses) $11,550Age. If you are 65 or older at the end of the

Married and living with Married, joint 65 or olderyear, you generally can have a higher
your spouse at end of return (one spouse) $12,300amount of gross income than other taxpay-
1995 (or on the date your 65 or olderers before you must file. See Table 1–1. You
spouse died) (both spouses) $13,050are considered 65 on the day before your

65th birthday. For example, if your 65th birth- Married, separate
day was on January 1, 1996, you are consid- return any age $2,500
ered 65 for 1995.

Married, not living with
your spouse at the end of Married, joint orSurviving Spouses,
1995 (or on the date your separate return any age $2,500Executors, Administrators,
spouse died)

or Legal Representatives
You must file a final return for a decedent (a under 65 $6,400
person who died) if: Single 65 or older $7,350
● You are the surviving spouse, executor, Head of under 65 $8,250

administrator, or legal representative, and Widowed before 1995 and household 65 or older $9,200
not remarried in 1995● The decedent met the filing requirements

Qualifyingat the date of death.
widow(er) with under 65 $9,050
dependent child 65 or older $9,800

For more information on rules for dece-
dents, see Chapter 4. * If you were age 65 on January 1, 1996, you are considered to be age 65 at the end of 1995.

U.S. Citizens
income from sources within Puerto Rico, ex- apply in determining whether you must file aLiving Outside the U.S. 
cept for amounts received as an employee U.S. federal income tax return. In addition,If you are a U.S. citizen living outside the
of the United States or a United States you may have to file a return with the individ-United States, you must file a return if you
agency. If you receive income from Puerto ual island government. See Publication 570meet the filing requirements. For more infor-
Rican sources that is not subject to U.S. tax, for more information.mation on special tax rules that may apply to
you must reduce your standard deduction.you, get Publication 54, Tax Guide for U.S.
As a result, the income level for your require-Citizens and Resident Aliens Abroad. It is Dependents ment to file a U.S. income tax return is loweravailable at most U.S. embassies and con-
than the applicable amount in Table 1–1 or If you are a dependent (one who meets thesulates, or you can order it using the order
Table 1–2. See U.S. taxation and its discus- dependency tests in Chapter 3), see Tableblank at the end of this publication.
sion, Standard deduction, under The Com- 1–2 to find whether you must file. You also
monwealth of Puerto Rico in Publication 570, must file if your situation is one of those de-Residents of Puerto Rico 
Tax Guide for Individuals With Income From scribed in Table 1–3.Generally, if you are a U.S. citizen and a resi- U.S. Possessions, for further information.

dent of Puerto Rico, you must file a U.S. in-
Responsibility of parent. If a dependentcome tax return if you meet the filing require-

Individuals With Income child with taxable income cannot file an in-ments. This is in addition to any legal
From U.S. Possessions come tax return, a parent, guardian, or otherrequirement you may have to file an income

legally responsible person must file it for thetax return for Puerto Rico. If you had income from Guam, the Northern
child. If the child cannot sign the return, theIf you are a resident of Puerto Rico for the Mariana Islands, American Samoa, the Vir-
filer must sign the child’s name followed byentire year, gross income does not include gin Islands, or Puerto Rico, special rules may
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Gross income.  For purposes of the filing re-Table 1-2. 1995 Filing Requirements for Dependents
quirements, your gross income includes allSee Chapter 3 to find out if someone can claim you as a dependent.
income you receive in the form of money,

If your parent (or someone else) can claim you as a dependent, and any of the situa- goods, property, and services that is not ex-
tions below applies to you, you must file a return. (See Table 1–3 for other situations empt from tax. This includes the gross in-
when you must file.) come amount on line 7 of Schedule C (FormIn this table, earned income means salaries, wages, tips, and professional fees. It

1040), Profit or Loss From Business, or line 1also includes taxable scholarship and fellowship grants (see Scholarship and Fellow-
of Schedule C–EZ (Form 1040), Net Profitship Grants in Chapter 13).
From Business.Unearned income is investment-type income such as interest, dividends, and

capital gains. It also includes unemployment compensation, taxable social security
Net earnings of $400 or more.  You mustbenefits, pensions, annuities, and distributions of unearned income from a trust.
file a tax return if you had net earnings ofCaution: If your gross income was $2,500 or more, you generally cannot be

claimed as a dependent unless you were under age 19 or a full-time student $400 or more from self-employment. This
 under age 24. For details, see Gross Income Test in Chapter 3. applies regardless of your age.

Net earnings from self-employment areSingle dependents—Were you either age 65 or older or blind?
figured on line 4 of Schedule SE (Form□ No. You must file a return if any of the following apply.
1040), Section A or line 4c of Schedule SE

● Your unearned income was $1 or more, and the total of that income plus your
(Form 1040), Section B.earned income was more than $650.

Minimum amount.  You must have $400
● You had no unearned income, and your earned income was more than $3,900. or more of net earnings from self-employ-

□ Yes. You must file a return if any of the following apply. ment to be subject to self-employment tax. If
● Your earned income was more than $4,850 ($5,800 if 65 or older and blind), your net earnings are less than $400, you do
● Your unearned income was more than $1,600 ($2,550 if 65 or older and blind), not have to pay the tax, unless you had

church employee income of $108.28 or● Your gross income was more than:
more.1) The larger of $650 or your earned income (up to $3,900), plus

2) $950 ($1,900 if 65 or older and blind).
Self-employment tax. Self-employment taxMarried dependents—Were you either age 65 or older or blind?
is comparable to the social security and□ No. You must file a return if any of the following apply.
Medicare tax withheld from an employee’s

● Your gross income was at least $5 and your spouse files a separate return on wages.Form 1040 and itemizes deductions.
The combined self-employment tax rate

● You had no unearned income, and your earned income was more than $3,275, for 1995 is 15.3%. The 15.3% rate is a total
● Your unearned income was $1 or more, and the total of that income plus your of 12.4% for social security and 2.9% for

earned income was more than $650. Medicare. Use Schedule SE (Form 1040),
□ Yes. You must file a return if any of the following apply. Self-Employment Tax, to figure your tax. At-

● Your earned income was more than $4,025 ($4,775 if 65 or older and blind), tach it to Form 1040. A copy of this schedule
is shown in Chapter 39.● Your unearned income was more than $1,400 ($2,150 if 65 or older and blind),

Maximum amount.  No more than● Your gross income was more than:
$61,200 of your combined wages, tips, and1) The larger of $650 or your earned income (up to $3,275), plus
net earnings in 1995 is subject to any combi-2) $750 ($1,500 if 65 or older and blind).
nation of the 12.4% social security part of
self-employment tax, social security tax, or
railroad retirement (tier 1) tax.

the words ‘‘By (signature), parent (or guard- Self-Employed Persons However, all of your net earnings from
ian) for minor child.’’ self-employment in 1995 are subject to theYou are self-employed if you:A child is liable for his or her own tax. But 2.9% Medicare part of self-employment tax.
if a child’s income tax is not paid, the parent ● Carry on a trade or business as a sole Foreign governments or international
or guardian is liable for the tax on the child’s proprietor. organizations.  If you are a U.S. citizen who
salaries and wages, but not for any tax on works in the United States for an interna-● Are an independent contractor.any other income of the child. tional organization, a foreign government, or

● Are a member of a partnership. a wholly owned instrumentality of a foreign
government, and if your work is exempt from● Are in business for yourself in any other
social security and Medicare taxes, you mustway.Child’s income.  Amounts a child earns by
pay self-employment tax on earnings fromperforming services are his or her gross in-
services performed in the United States.come. This is true even if under local law the Self-employment can include work in ad-

Ministers. Income from services you per-child’s parents have the right to the earnings dition to your regular full-time business activ-
formed as a minister is subject to self-em-and may actually have received them. ities. It also includes certain part-time work
ployment tax unless you have requested andthat you do at home or in addition to your
received an exemption from the tax. Thisregular job.
also applies to Christian Science practition-You must file a return if your gross in-
ers and members of a religious order whoChildren Under Age 14 come is at least as much as the filing require-
have not taken a vow of poverty. For morement amount for your filing status and age
information, get Publication 517, Social Se-(shown in Table 1–1). Also, you must file
curity and Other Information for Members ofIf a child’s only income is interest and divi- Form 1040 and Schedule SE (Form 1040) if:
the Clergy and Religious Workers.dends (including Alaska Permanent Fund

1) Your net earnings from self-employ- Employees of churches.  You will havedividends) and certain other conditions are
ment (excluding church employee in- to pay self-employment tax if:met, a parent can elect to include the child’s
come) were $400 or more, orincome on the parent’s return. If this election 1) You work for a church or a qualified

is made, the child does not have to file a re- church-controlled organization that2) You had church employee income of
turn. See Parent’s Election To Report Child’s elected exemption from social security$108.28 or more (see Employees of
Unearned Income in Chapter 32. and Medicare taxes,churches, later, and Table 1–3).
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2) You receive $108.28 or more from the Table 1-3. Other Situations When You Must File a 1995 Return
church or organization as its employee
(other than as a minister or a member of If any of the four conditions listed below apply, you must file a return, even if
a religious order), and your income is less than the amount shown in Table 1–1 or Table 1–2.

3) You have not elected to be exempt from
1. You owe any special taxes, such as:social security taxes as a member of a

qualifying religious sect.
●  Social security or Medicare tax on tips you did not report to your

employer. (See Chapter 7.)
See Publication 533 for more information.

●  Uncollected social security, Medicare, or railroad retirement tax on
tips you reported to your employer. (See Chapter 7.)Aliens

●  Uncollected social security, Medicare, or railroad retirement tax onYour status as an alien—resident, nonresi-
your group-term life insurance. (See Chapter 31.)dent, or dual-status—determines whether

and how you must file an income tax return.
●  Alternative minimum tax. (See Chapter 31.)

The rules used to determine if you are a
resident or nonresident alien are discussed ●  Tax on a qualified retirement plan, including an individual retirement
in Publication 519, U.S. Tax Guide for Aliens. arrangement (IRA). (See Chapter 18.)

●  Tax from recapture of investment credit or a low-income housingResident aliens. If you are a resident alien
credit you claimed in a previous year. (See the instructions for Formfor the entire year, you must file a tax return 4255, Recapture of Investment Credit, or Form 8611, Recapture of

following the same rules that apply to U.S. Low-Income Housing Credit.)
citizens. Use the forms discussed in this
publication. ●  Recapture tax on the disposition of a home purchased with a

federally-subsidized mortgage. (See Chapter 16.)
Nonresident aliens. If you are a nonresi-

●  Recapture of the qualified electric vehicle credit. (See Chapter 36.)dent alien, the rules and tax forms that apply
to you may be different from those that apply 2. You received any advance earned income credit (EIC) payments from
to U.S. citizens. See Publication 519 to find your employer. This amount should be shown in box 9 of your Form W-2.
out if U.S. income tax laws apply to you and (See Chapter 35.)
which forms you should file.

3. You had net earnings from self-employment of at least $400. (See ‘‘Self-
Employed Persons.’’)Dual-status taxpayers.  If you were a resi-

dent alien for part of the tax year and a non- 4. You had wages of $108.28 or more from a church or qualified church-
resident alien for the rest of the year, you are controlled organization that is exempt from employer social security and
a dual-status taxpayer. Different rules apply Medicare taxes. (See Publication 533, Self-Employment Tax.)
for the part of the year you were a resident of
the United States and the part of the year
you were a nonresident. For information on

taxes other than the amount from the TaxForm 1040EZdual-status taxpayers, see Publication 519.
Table.

Form 1040EZ is the simplest form to use.
● If you claim the earned income credit, youJoint return.  If you are an alien and you

meet the tests to file Form 1040EZ de-were married to a person who was a U.S. citi- You can use Form 1040EZ if all of the fol-
scribed in Chapter 35.zen or resident on the last day of the tax lowing apply.

year, you may be able to file a joint return
● Your filing status is single or married filing You must meet all of these requirements towith your spouse. See Publication 519. jointly. use Form 1040EZ. If you do not meet all of

them, you must use Form 1040A or Form● You (and your spouse if married filing a
1040.Who Should File joint return) were not 65 or older or blind.

Even if you do not have to file, you should file ● You do not claim any dependents. Form 1040Aa federal income tax return to get money
● Your taxable income is less than $50,000.back if: If you do not qualify to use Form 1040EZ,
● Your income is only from wages, salaries, you may be able to use Form 1040A.1) You had income tax withheld from your

tips, unemployment compensation, taxa-
pay, or

ble scholarship and fellowship grants, and You can use Form 1040A if:
taxable interest of $400 or less.2) You qualify for the earned income ● Your income is only from wages, salaries,

credit. See Chapter 35 for more tips, IRA distributions, pensions and annu-● You did not receive any advance earned
information. ities, taxable social security and railroadincome credit (EIC) payments.

retirement benefits, taxable scholarship
● If you were a nonresident alien at any time

and fellowship grants, interest, dividendsin 1995, your filing status is married filing
(except for Alaska Permanent Fund divi-jointly.
dends), and unemploymentWhich Form ● If you are married filing jointly and either compensation.

you or your spouse worked for more than
● Your taxable income is less than $50,000.Should I Use? one employer, the total wages of that per-
● Your only adjustment to income is the de-son were not over $61,200.You must use one of three forms to file your

duction for contributions to an IRA.return—Form 1040EZ, Form 1040A, or Form ● You do not itemize deductions, claim any
● You do not itemize your deductions.1040. (But also see Does My Return Have adjustments to income or tax credits other

To Be On Paper? later.) than the earned income credit, or owe any ● Your only taxes are:
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a) The amount from the Tax Table. all of 1995, or if the account(s) Form 4563, Exclusion of Income for
was with a U.S. military banking Bona Fide Residents of Americanb) Alternative minimum tax (see Chapter
facility operated by a U.S. finan- Samoa31).
cial institution, you may be able to Form 4970, Tax on Accumulation Dis-c) Employment taxes on cash wages use Form 1040A or Form 1040EZ. tribution of Trustsyou paid to a household employee

● You had income that cannot be reported(see Publication 926, Household Em- Form 4972, Tax on Lump-Sum Distri-on Form 1040EZ or Form 1040A. This in-ployer’s Tax Guide). butions (See Chapter 11.)cludes gain from the sale of your home or
d) Advance earned income credit (EIC) Form 5329, Additional Taxes Attribu-other property, barter income, alimony in-

payments, if you received any (see table to Qualified Retirementcome, taxable refunds of state and local
Chapter 35). Plans (Including IRAs), Annuities,income taxes, and self-employment in-

and  Mod i f ied  Endowmentcome (including farm income).● Your only credits are:
Contractsa) The credit for child and dependent ● You sold or exchanged capital assets or
Note: If you are filing only be-care expenses (see Chapter 33). business property.
cause you owe tax on an IRA or a

b) The credit for the elderly or the dis- ● You claim adjustments to gross income for qualified retirement plan, you only
abled (see Chapter 34). moving expenses, the deduction for self- have to fi le Form 5329. (See

employment tax, payments for self-em-c) The earned income credit (see Chap- Chapters 11 and 18.)
ployed health insurance, payments to ater 35).

Form 8271, Investor Reporting of TaxKeogh or SEP plan, the penalty on early
Shelter Registration Numberwithdrawal of savings, alimony paid, cer-If you file Form 1040A, you can claim es-

tain required repayments of supplemental Form 8814, Parents’ Election To Re-timated tax payments for 1995 and the ex-
unemployment benefits, jury pay turned port Child’s Interest andclusion of interest from Series EE U.S. sav-
over to your employer, qualified perform- Dividendsings bonds issued after 1989.
ing artists’ expenses, or other allowableIf you do not meet all of the above re-
adjustments to income.quirements, you cannot use Form 1040A.

For example, you may want to claim itemized ● Your Form W–2 shows uncollected em-
deductions, which you cannot claim on Form ployee tax (social security and Medicare When Do I1040A. Check the list under Form 1040 to tax) on tips or group-term life insurance in
see if you must use Form 1040. box 13. See Chapter 7. Have To File?

● You received $20 or more in tips in any
April 15, 1996, is the due date for filing yourForm 1040 one month, and you did not report all of
1995 income tax return if you use a calendarthese tips to your employer. See ChapterIf you cannot use Form 1040EZ or Form
year. For a quick view of due dates for filing a7.1040A, you must use Form 1040. You can
return with or without an extension of time touse Form 1040 to report all types of income, ● You must pay tax on self-employment in- file (discussed later), see Table 1–4.deductions, and credits, including those you come. See Schedule SE (Form 1040), If you use a fiscal year (a year ending oncannot put on either Form 1040EZ or Form Self-Employment Tax. the last day of any month except December,1040A.

● You have to repay an investment credit, a or a 52–53 week year), your income tax re-You may have received Form 1040A or
low-income housing credit, a qualified turn is due by the 15th day of the 4th monthForm 1040EZ in the mail because of the re-
electric vehicle credit, or an Indian em- after the close of your fiscal year.turn you filed last year. If your situation has
ployment credit you claimed in a previous When the due date for doing any act forchanged this year, it may be to your advan-
year. tax purposes—filing a return, paying taxes,tage to file Form 1040 instead. You may pay

etc.—falls on a Saturday, Sunday, or legalless tax by filing Form 1040 because you can ● You have to recapture tax on the disposi-
holiday, you can do that act on the next busi-take itemized deductions, adjustments to in- tion of a home purchased with a federally-
ness day.come, and some credits that you cannot subsidized mortgage. See Chapter 16.

take on Form 1040A or Form 1040EZ.
● You have to pay tax on an excess golden Filing on time.  Your return is filed on time if

parachute payment.
it is properly addressed and is postmarkedYou must use Form 1040 if:

● You claim credits against your tax for any by the due date. The return must have suffi-
● Your taxable income is $50,000 or more.

of the following: cient postage. If you send a return by regis-
● You itemize your deductions. tered mail, the date of the registration is theMortgage interest credit

postmark date. The registration is evidence● You received or paid accrued interest on
Foreign tax credit that the return was delivered. If you send asecurities transferred between interest
Any general business creditpayment dates. return by certified mail and have your receipt

postmarked by a postal employee, the date● You received nontaxable dividends, capi- Credit for prior year minimum tax
on the receipt is the postmark date. Thetal gain distributions, or Alaska Permanent Credit for fuel from a nonconven- postmarked certified mail receipt is evidenceFund dividends. tional source that the return was delivered.

● You have to complete Part III of Schedule Credit for federal tax on fuels
B (Form 1040) because: Filing late.  If you do not file your return byQualified electric vehicle credit

You were a grantor of, or transferor the due date, you may have to pay a failure-
Regulated investment companyto, a foreign trust that existed dur- to-file penalty and interest. For more infor-

crediting 1995, or mation, see Penalties, later. Also see Inter-
est under Amount You Owe.● You file any of the following:At any time during the year you had

an interest in, or signature or other Form 2119, Sale of Your Home
Nonresident alien.  If you are a nonresidentauthority over, a bank, securities, (when filed in the year of sale)
alien and earn wages that are subject to U.S.or other financial account in a for-

Form 2555, Foreign Earned Income income tax withholding, your 1995 U.S. in-eign country. Note: If the com-
come tax return (Form 1040NR or Formbined value of the foreign ac- Form 2555–EZ, Foreign Earned In-

count(s) is $10,000 or less during come Exclusion 1040NR–EZ) is due by:
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● April 15, 1996, if you use a calendar year, file. If you are under a court order to file by or a request by letter will not be accepted un-
or til you have first used Form 4868 to get anthe regular due date, you also cannot use

automatic 4–month extension. Form 2688 orthe automatic extension of time to file.● The 15th day of the 4th month after the
your letter will not be considered if you file itWhen to file.  You must file Form 4868end of your fiscal year if you use a fiscal
after the extended due date.by April 15, 1996. If you are filing a fiscal yearyear.

To get an extension beyond the auto-return, file Form 4868 by the regular due
matic 4–month extension, you must give alldate for your return. You can file FormIf you do not earn wages that are subject
the following information:1040EZ, Form 1040A, or Form 1040 anyto U.S. income tax withholding, your return is

time before the 4–month extension perioddue by: ● The reason for requesting the extension.
ends.

● June 17, 1996, if you use a calendar year,
● The tax year to which the extensionor

applies.Time to pay not extended.  An extension of
● The 15th day of the 6th month after the time to file is not an extension of time to pay. ● The length of time needed for theend of your fiscal year, if you use a fiscal You must make an accurate estimate of your extension.year. tax for 1995 and send any necessary pay-

● Whether another extension of time to filement with your Form 4868. If you find you
Get Publication 519, U.S. Tax Guide for has already been requested for this taxcannot pay the full amount due with Form
Aliens, for more filing information. year.4868, you can still get the extension. You will

owe interest on the unpaid amount.Filing for a decedent.  If you must file a final
You may sign the request for this extension,You also may be charged a penalty forreturn as an executor, administrator, legal
or it may be signed by your attorney, CPA,paying the tax late unless you have reasona-representative, or surviving spouse of a tax-
enrolled agent, or a person with a power ofble cause for not paying your tax when due.payer who died during the year (a decedent),
attorney. If you are unable to sign the re-See Penalties, later.the income tax return is due by the 15th day
quest because of illness or for another goodInterest and penalties are assessedof the 4th month after the end of the de-
reason, a person in close personal or busi-(charged) from the original due date of theceased taxpayer’s normal tax year. In most
ness relationship to you can sign for you,return, which, for most taxpayers, is April 15,cases, for a 1995 return, this will be April 15,
stating why you could not sign the request.1996.1996. See Final Return for the Decedent in

Extension granted.  If your applicationChapter 4.
for this extension is approved, you will be no-When you file your return.  Enter any pay-
tified by the IRS. Attach the notice to your re-ment you made with Form 4868 on line 58,Extensions of Time To File turn when you file it.Form 1040. If you file Form 1040EZ or Form

You may be able to get an extension of time If an extension is granted and the IRS1040A, include any payment you made with
to file your return. Special rules apply if you later determines that the statements madeForm 4868 in your total payments on line 9 of
were: on your request for this extension are falseForm 1040EZ or line 29d of Form 1040A.

and misleading and an extension would not● Outside the United States, or Also write ‘‘Form 4868’’ and the amount paid
have been granted at the time based on thein the space to the left of line 9 or line 29d.● Serving in a combat zone.
true facts, the extension is null and void. You
will have to pay the failure-to-file penaltyThese rules are discussed separately. Extensions beyond 4 months.  If you qual-
(discussed later).ify for the 4–month extension and you laterForm 4868. If you are not able to file your

Extension not granted.  If your applica-find that you are not able to file within the 4–1995 return by the due date, you may be able
tion for this extension is not approved, youmonth extension period, you may be able toto get an automatic 4–month extension of
must file your return by the extended duetime to file. To get the automatic extension, get 2 more months to file, for a total of 6
date of the automatic extension. You may beyou must file Form 4868, Application for Au- months.
allowed to file within 10 days of the date oftomatic Extension of Time To File U.S. Indi- You can apply for an extension beyond
the notice you get from the IRS if the end ofvidual Income Tax Return. the 4–month extension either by a letter to
the 10–day period is later than the due date.the IRS or by filing Form 2688, ApplicationExample.  If your return is due on April The notice will tell you if the 10–day gracefor Additional Extension of Time To File U.S.15, 1996, you will have until August 15, 1996, period is granted.Individual Income Tax Return. You shouldto file.

request the extension early so that, if re-Caution: You may not be eligible.  If
No further extensions.  An extension offused, you still will be able to file on time. Ex-you want the IRS to figure your tax, you can-
more than 6 months will not be granted if youcept in cases of undue hardship, Form 2688not use the automatic extension of time to
are in the United States. However, if you are
outside the United States and meet certain
tests, you may be granted a longer exten-Table 1-4. When to File Your 1995 Return (For U.S. citizens and residents
sion. See When To File and Pay in Publica-who file returns on a calendar year)
tion 54 for more information.

Individuals Outside the U.S. For Most For Certain Taxpayers
Taxpayers Outside the U.S. You are allowed an automatic 2–month ex-

tension (until June 17, 1996, if you use a cal-
endar year) to file your 1995 return and payNo extension April 15, 1996 June 17, 1996
any federal income tax that is due if you are arequested
U.S. citizen or resident and on the regular
due date of your return (April 15, 1996, if youForm 4868 filed August 15, 1996 August 15, 1996
use a calendar year):(1st extension)
1) You are living outside of the United

Form 2688 filed October 15, 1996 October 15, 1996 States and Puerto Rico, and your main
after filing Form place of business or post of duty is
4868 (2nd outside the United States and Puertoextension)

Rico, or
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2) You are in military or naval service on zone on August 2, 1990. See Publication generally must give you a Form 1099–INT. If
duty outside the United States and Pu- 945, Tax Information for Those Affected by you have not received it by January 31, con-
erto Rico. Operation Desert Storm, for more informa- tact the payer. If you still do not get the form

tion on these and other benefits. by February 15, call the IRS for help.
However, if you pay the tax due after the

Substitute tax forms.  You cannot use yourregular due date, interest will be charged Extension period.  Your deadline for filing
own version of a tax form unless it meets thefrom the regular due date until the date the your return, paying any tax that is due, and
requirements explained in Publication 1167,tax is paid. for filing a claim for refund is extended for at
Substitute Printed, Computer-Prepared, andleast 180 days after the later of:See When To File and Pay in Publication
Computer-Generated Tax Forms and54 for more information. 1) The last day you are in a combat zone Schedules.If you served in a combat zone, see Indi- (or the last day the area qualifies as a

viduals Serving in Combat Zone, later, for combat zone), or Tax help on videotape.  A videotape of taxspecial rules that apply to you.
2) The last day of any continuous qualified return instructions is available in either En-

hospitalization for injury from service in glish or Spanish at participating libraries.Married taxpayers.  If you file a joint return,
the combat zone.only one spouse has to qualify for this auto-

matic extension to apply. If you and your
In addition to the 180 days, your deadlinespouse file separate returns, this automatic Table 1-5. 6 Steps for Preparingis also extended by the number of days youextension applies only to the spouse who Your Returnhad left to file when you entered the Persianqualifies.

Gulf Area combat zone. For example, you
have 31/2 months (January 1 – April 15, 1996) 1—Get all of your records together forHow to get the extension.  To use this spe-
to file your 1995 tax return. Any days of this income and expenses.cial automatic extension, you must attach a
31/2–month period that are left when you en-statement to your return explaining what sit- 2—Get all forms, schedules, and
tered the combat zone (or the entire 3 1/ 2uation (see the two listed earlier) qualified publications that you need.
months if you entered the combat zoneyou for the extension. 3—Fill in your return.before January 1, 1996) are added to the

4—Check your return to make sure it is180 days to find the end of your time exten-Extensions beyond 2 months.  If you are correct.sion for filing your 1995 return. unable to file your return within the automatic
5—Sign and date your return.2–month extension period, you may be able
6—Attach all required forms andto get an additional 2–month extension of

schedules.time to file your return, for a total of 4 How Do I
months. You must file Form 4868 by the end
of the automatic extension period (usually Prepare My Return? 
June 17, 1996) to get this additional 2–

This section explains how to get ready to fillmonth extension.
in your tax return, including when to reportThis additional 2–month extension of When Do I Report My
your income and expenses. It also explainstime to file is not an extension of time to pay. Income and Expenses? how to complete certain sections of theSee Time to pay not extended, earlier.

You must figure your taxable income onform. You may find Table 1–5 helpful when
the basis of a tax year. A ‘‘tax year’’ is anyou prepare your return.Extensions beyond 4 months.  If you are
annual accounting period used for keepingIn most cases, the IRS will mail you eitherstill unable to file your return within the 4–
your records and reporting your incomeForm 1040, Form 1040A, or Form 1040EZmonth extension, you may be able to get an
and expenses. You must account for yourwith related instructions, based on what youextension for 2 more months, for a total of 6
income and deductions in a way thatfiled last year. Before you fill in the form, lookmonths. See Extensions beyond 4 months,
clearly shows your taxable income. Theit over to see if you need additional forms orearlier.
way you do this is called an accountingschedules. You may also want to read Does
method. This section explains which ac-My Return Have To Be On Paper? later.

No further extensions.  An extension of counting periods and methods you canIf you have not received a tax return
more than 6 months will generally not be use.package in the mail, or if you need other
granted. However, if you are outside the forms, you can order them. You can get most
United States and meet certain tests, you forms and publications you need by using Accounting Periodsmay be granted a longer extension. See the order blank at the end of this publication Most individual tax returns cover a calen-When To File and Pay in Publication 54 for or by calling 1–800–TAX–FORM (1–800– dar year—the 12 months from January 1more information. 829–3676). through December 31. This is one ac-

counting period. If you do not use a calen-Individuals Serving Form W–2. If you are an employee, you dar year, your accounting period is a fiscal
in Combat Zone should receive Form W–2 from your em- year. A regular fiscal year is a 12–month

ployer. You will need the information fromIf you served in the Armed Forces in the Per- period that ends on the last day of any
this form before you prepare your return.sian Gulf Area combat zone, the deadline for month except December. A 52–53 week

If you do not receive Form W–2 by Janu-filing your tax return, paying any tax that you fiscal year varies from 52 to 53 weeks and
ary 31, contact your employer. If you still domay owe, and filing a claim for refund is auto- ends on a particular day of the week.
not get the form by February 15, the IRS canmatically extended. The deadline is also ex- You must choose your accounting pe-
help you by requesting the form from yourtended if you served in the combat zone in riod when you file your first income tax re-
employer. For more information, see Formsupport of the Armed Forces, even though turn. It cannot be longer than 12 months.
W–2 under Credit for Withholding and Esti-you were not a member of those forces. This
mated Tax in Chapter 5.category includes Red Cross personnel, ac- Changing your accounting period.  If

credited correspondents, and civilians under you want to change your accounting pe-
the direction of the Armed Forces in support Form 1099. If you received certain types of riod, you generally must get permission
of the Armed Forces. income, you may get a form in the Form from the IRS. Use Form 1128, Application

For purposes of the deadline extension, 1099 series. For example, if you received To Adopt, Change, or Retain a Tax Year.
the Persian Gulf Area became a combat taxable interest of $10 or more, the payer Form 1128 must be filed by the 15th day of
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the second calendar month of the re- your gross income for the year. See Can- Additional information.  For more infor-
celed debt in Chapter 13 if you need morequested accounting period. The new pe- mation on accounting methods, get Publi-
information.riod cannot be used until you receive ap- cation 538.

proval from IRS. A fee is charged to Payment to third party.  If a third party
request a change in your accounting is paid income from property you own, you Address Label

have constructively received the income. Itperiod.
After you have completed your return, peelis the same as if you had actually receivedExample.  Last year, you were an em- off the label for your address from the in-the income and paid it to the third party.ployee and filed your income tax return on side of your tax return package and place itPayment to an agent.  Income re-a calendar year basis. On July 1 this year in the address area of the Form 1040,ceived by an agent for you is income con-you quit your job and open your own repair Form 1040A, or Form 1040EZ you send tostructively received by you in the year theshop. For business reasons, you want to the IRS. If you have someone prepare youragent receives it. If you indicate in a con-file your income tax return on a fiscal year return, give that person your label to use.tract that your income is to be paid to an-basis from July 1 to June 30. To change If you file a 1040PC return, place the la-other person, you must include the amount

your accounting period, complete and sub- bel over the name and address area. If youin your gross income when the other per-
mit Form 1128 by August 15. file electronically, use your label on Formson receives it.

8453. (More information on electronic filingCheck received or available. A valid
Additional information.  For more infor- and the 1040PC return is found later in thischeck you received or that was made avail-
mation on accounting periods, see Publi- chapter.)able to you before the end of the tax year is
cation 538, Accounting Periods and The coding on the label is used by theconstructively received by you in that year,
Methods. IRS in processing your return. The labeleven if you do not cash the check or de-

helps to correctly identify your account. Itposit it in your account until the next year.
also saves processing costs and speedsNo constructive receipt.  There mayAccounting Methods
up processing so that refunds can be is-be facts to show that you did not construc-Your accounting method is the way you ac-
sued sooner.tively receive income.count for your income and deductions.

If you are due a refund, we will send it toExample.  Alice Johnson, a teacher,Most taxpayers use either the cash
the address shown on the return you fileagreed to her school board’s conditionmethod or an accrual method. You choose
(unless you choose direct deposit). We willthat, in her absence, she would receivea method when you first file a return.
also send any notices or other correspon-only the difference between her regular
dence to that address. So if you move,salary and the salary of a substituteCash method.  If you use this method, re- please let us know. See Change of Ad-teacher hired by the school board. There-port all items of income in the year in which dress, later, under What Happens After Ifore, Alice did not constructively receiveyou actually or constructively receive File?the amount by which her salary was re-them. Deduct all expenses in the year you

duced to pay the substitute teacher.pay them. This is the method most individ-
Correcting the label.  Make necessary

ual taxpayers use.
name and address changes on the label. IfAccrual method.  If you use an accrualConstructive receipt. You construc- you have an apartment number that is notmethod, you generally report income whentively receive income when it is credited to
shown on the label, please write it in. If youyou earn it, rather than when you receive it.your account, or is set apart in any way that
and your spouse file a joint return andYou generally deduct your expenses whenmakes it available to you. You do not need
maintain separate homes, choose one ad-you incur them, rather than when you payto have physical possession of it. For ex-
dress to enter on your return. If the label isthem.ample, interest credited to your bank ac-
for a joint return and the social securityIncome paid in advance. Prepaid in-count on December 31, 1995, is taxable in-
numbers are not listed in the same order ascome is generally included in gross incomecome to you in 1995 if you could have
the first names, change the numbers toin the year you receive it. Your method ofwithdrawn it in 1995 (even if the amount is
show the correct order. If your social secur-accounting does not matter as long as thenot entered in your passbook or withdrawn
ity number is not correct, or if you changedincome is available to you. Prepaid incomeuntil 1996).
your name, see the discussion under So-includes rents or interest you receive in ad-Garnisheed wages. If your employer cial Security Number, later.vance and compensation for services youuses your wages to pay your debts, or if

will perform later.your wages are attached or garnisheed,
No label.  If you did not receive a tax returnthe full amount is constructively received
package with a label, print or type yourChanging your accounting method.by you. You must include these wages in
name, address, and social security numberOnce you have chosen your accountingincome for the year you would have re-
in the spaces provided at the top of Formmethod, you ordinarily cannot change itceived them.
1040 or Form 1040A. If you are married fil-without the permission of the IRS. How-Brokerage and other accounts. Prof-
ing a separate return, do not enter yourever, you can choose a different methodits from a brokerage account, or similar ac-
spouse’s name in the space at the top. In-for each business you have when you re-count, are fully taxable in the year you earn
stead, enter his or her name in the spaceport income from it for the first time.them. This is true even if:
provided on line 3.Example.  You work for a salary and

1) You do not withdraw the earnings, If you file Form 1040EZ and you do notuse the cash method to report that income
have a label, print (do not type) this infor-on your tax return. You open a gift shop2) The credit balance in the account may
mation in the spaces provided.and continue to work for a salary. Evenbe reduced or eliminated by losses in

though you use the cash method for yourlater years, or
P.O. box.  If your post office does not de-salary, you can use an accrual method for

3) Current profits are used to reduce or liver mail to your street address and youreporting income from your gift shop.
eliminate a debit balance from previ- have a P.O. box, write your P.O. box num-How to change.  If you want to change
ous years. ber on the line for your present home ad-your accounting method, get Form 3115,

dress instead of your street address.Application for Change in Accounting
Debts paid for you. If another person Method. In general, Form 3115 must be

cancels or pays your debts (but not as a gift Foreign address.  If your address isfiled within 180 days after the beginning of
or loan), you have constructively received outside the United States or its posses-the year of change. A fee is charged to re-
the amount and generally must include it in sions or territories, enter the information onquest a change in your accounting method.
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the line for ‘‘City, town or post office, state, You can apply for an SSN with either the Form 1040A.  If you file Form 1040A, you
and ZIP code’’ in the following order: must complete and attach any of the fol-Social Security Administration or a U.S.

lowing schedules that apply.consulate or embassy. See Social Security1) City,
Number for Dependents in Chapter 3 for ● Schedule 1 to report your interest in-2) Province or state, more information. come or dividend income if either

3) Foreign postal code, and amount is more than $400 or if certain
Nonresident alien spouse.  If your conditions apply. Those conditions are4) Name of foreign country.
spouse is a nonresident alien and you file a listed under How To Report Interest In-
joint return, your spouse must get an SSN. come in Chapter 8.Do not abbreviate the name of the

If your spouse cannot get an SSN be-country. ● Schedule 2 to take the credit for child
cause he or she had no income from U.S. and dependent care expenses.
sources, enter ‘‘NRA’’ in the space for yourSocial Security Number ● Schedule 3 to take the credit for the eld-spouse’s number.

You must show your social security num- erly or the disabled.
ber (SSN) on your return. Be sure the SSN

Penalty for not providing social secur- ● Schedule EIC to take the earned incomeon your return is the same as the SSN on
ity number.  If you do not include your credit.your social security card. If the address la-
SSN or the SSN of your spouse or depen-bel in your tax return package shows the ● Schedule H to figure employment taxes
dent as required, you may have to pay awrong SSN, mark through it. Correct it on on cash wages you paid to a household
penalty. See the discussion on Penalties,the label. If you did not receive a tax return employee.
later, for more information.package with a label, enter your SSN in the

space provided on the return. Form 1040.  If you file Form 1040, attach
SSN on correspondence.  If you write toIf you are married and you did not re- the necessary schedules or forms, such
the IRS about your tax account, be sure toceive a tax return package with a label, as:
include your SSN in your correspondence.enter the SSNs for both you and your

● Schedule A to itemize your deductions.Because your SSN is used to identify yourspouse,  whether you f i le  jo int ly  or
account, this helps the IRS respond to yourseparately. ● Schedule B to report over $400 in inter-
correspondence promptly. est or dividends (including capital gain

and nontaxable distributions), to answerName change. If you changed your name
the foreign accounts and foreign trustsbecause of marriage, divorce, etc., make Presidential Election questions, or to report interest or divi-sure you immediately notify your Social Se-

Campaign Fund dend income (even if $400 or less) if cer-curity Administration (SSA) office so the
tain conditions apply. Those conditionsname on your tax return is the same as the This fund was set up to help pay for presi-
are listed under How To Report Interestone the SSA has on its records. This may dential election campaigns. You may have
Income in Chapter 8.prevent delays in issuing your refund and $3 of your tax liability go to this fund by

safeguard future social security benefits. checking the Yes box on Form 1040, Form ● Schedule C or Schedule C–EZ to report
1040A, or Form 1040EZ. If you are filing a profit or loss subject to self-employment

Dependent’s social security number. joint return, your spouse may also have $3 tax from a business you operated or a
You must provide the SSN of each depen- go to the fund. If you check Yes, it will not profession you practiced as a sole pro-
dent you claim, regardless of the depen- change the tax you pay or the refund you prietor, and to report wages and ex-
dent’s age. This requirement applies to all will receive. penses you had as a statutory
dependents (not just your children) employee.
claimed on your tax return.

● Schedule D to report capital gains andRounding Off DollarsException.  You do not need to provide
losses.an SSN for a child born in November or De- You may round off cents to whole dollars

cember of 1995. ● Schedule E to report income or loss fromon your return and schedules. If you do
rental real estate, royalties, partner-round to whole dollars, you must round all

No social security number.  If you or your ships, estates, trusts, S corporations,amounts. To round, drop amounts under
dependent does not have an SSN, file a and REMICs (residual interests).50 cents and increase amounts from 50 to
Form SS–5 with your local SSA office. It 99 cents to the next dollar. For example, ● Schedule EIC to claim the earned in-
usually takes about 2 weeks to get an SSN. $1.39 becomes $1 and $2.50 becomes $3. come credit.

If you are a U.S. citizen, you must show If you have to add two or more amounts
● Schedule F to report farm income andproof of age, identity, and citizenship with to figure the amount to enter on a line, in-

expenses.your Form SS–5. If you are 18 or older, you clude cents when adding the amounts and
must appear in person. round off only the total. ● Schedule H to figure employment taxes

Form SS–5 is available at any SSA of- on cash wages you paid to a householdExample.  You receive two W–2 forms:fice. If you have any questions about which employee.one showing wages of $5,000.55 and onedocuments you can use as proof of age,
● Schedule R to claim the credit for theshowing wages of $18,500.73. On Formidentity, or citizenship, contact your SSA

elderly or the disabled.1040, line 7, you would enter $23,501office.
($5,000.55 +  $18,500.73 =  $23,501.28)If your dependent does not have an ● Schedule SE to figure self-employment
instead of $23,502 ($5,001 +  $18,501).SSN by the time your return is due, you tax.

may want to ask for an extension of time to
file, as explained earlier under When Do I Foreign financial accounts and for-Additional Schedules 
Have To File? eign trusts.  You must complete Part III ofDepending on the form you file and theIf you don’t provide a required SSN or if Schedule B (Form 1040) if:items reported on your return, you mayyou provide an incorrect SSN, your refund

1) You received more than $400 in eitherhave to complete additional schedules andmay be delayed.
interest or dividends, orattach them to your return.

Nonresident alien dependents.  If you 2) You had a foreign account or were the
Form 1040EZ.  There are no additionalclaim dependents who are residents of grantor of, or transferor to, a foreign
schedules to file with Form 1040EZ.Mexico or Canada, they must have SSNs. trust.
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If you checked Yes to the question on  The preparer must give you a copy of choose to apply part or all of your overpay-
your return in addition to the copy filed with ment to the installment due on April 15,line 11a, Part III of Schedule B, you must
the IRS. 1996. See Paying Deferred 1993 Taxes,file Form TD F 90–22.1, Report of Foreign

If you have questions about whether a later.Bank and Financial Accounts, by June 30,
preparer must sign your return, please con- Follow the instructions in your tax forms1996, with the Department of the Treasury
tact any IRS office. package to complete the entries to claimat the address shown on the form. Form

your refund and/or to apply your overpay-TD F 90–22.1 is not a tax return, so do not
ment to your 1996 estimated tax.When someone can sign for you.  Youattach it to your Form 1040. Be sure to file

can appoint an agent to sign your return ifyour Form 1040 with the IRS. You can get
Note.  You cannot have your overpay-you are:Form TD F 90–22.1 by using the order

ment applied to your 1996 estimated tax ifblank at the end of this publication. 1) Unable to sign the return because of
you file Form 1040EZ.For more information, see the instruc- disease or injury,

tions for Part III of Schedule B (Form
2) Absent from the United States for a1040). Direct deposit.  Instead of getting a papercontinuous period of at least 60 days

check, you may be able to have your re-Assembling your return.  Attach all before the due date for filing your re-
fund deposited directly into your account atforms and schedules behind Form 1040 in turn, or
a bank or other financial institution. To re-order of the ‘‘Attachment Sequence Num-

3) Given permission to do so by the IRS quest direct deposit, use Form 8888, Di-ber’’ shown in the upper right corner of the
district director in your district. rect Deposit of Refund. Follow the instruc-form or schedule. Attach all other state-

tions on the form, and attach it to your taxments or attachments at the end of your re-
Power of attorney.  A return signed by return. (If you have other forms or sched-turn, even if they relate to another form or

an agent in any of these cases must have a ules to attach, be sure to attach Form 8888schedule.
power of attorney (POA) attached that au- first.) A copy of this form is shown in Chap-
thorizes the agent to sign for you. You can ter 39.Form W–2. Form W–2, Wage and Tax
use a POA that states that the agent isStatement, is a statement from your em-
granted authority to sign the return, or you Overpayment less than one dollar.  If

ployer of the wages and other compensa- can use Form 2848, Power of Attorney and your overpayment is less than one dollar,
tion paid to you and the taxes withheld Declaration of Representative. Part I of you will not get a refund unless you ask for
from your pay. You should have a Form W– Form 2848 must state that the agent is it in writing.
2 from each employer. Be sure to attach granted authority to sign the return.
the first copy or copy B of Form W–2 in the Unable to sign.  If the taxpayer is men- Cashing your refund check.  U.S. Gov-
place indicated in the left margin of the tally incompetent and cannot sign the re- ernment checks must be cashed within 12
front page of your return. Attach it only to turn, it must be signed by a court-appointed months of the date they are issued.
the front page of your return, not to any at- representat ive who can act for the Checks not cashed within 12 months will
tachments. For more information,‘ see taxpayer. be canceled and the proceeds returned to
Form W–2 in Chapter 5. If the taxpayer is mentally competent the IRS. Cash your tax refund check soon

but physically unable to sign the return or after you receive it.
POA, a valid ‘‘signature’’ is defined under If your check has been canceled, youSignatures 
state law. It can be anything that clearly in- can apply to the IRS to have it reissued.

You must sign and date your return. If you dicates the taxpayer’s intent to sign. For
file a joint return, both you and your spouse example, the taxpayer’s ‘‘X’’ with the sig- Amount You Owe must sign the return, even if only one of natures of two witnesses might be consid-

When you complete your return, you willyou had income. ered a valid signature under a state’s law.
determine if you have paid the full amountIf you are due a refund, it cannot be is-
of tax that you owe. If you owe additionalsued unless you have signed your return. Spouse unable to sign.  If your spouse is tax, you should pay it with your return. IfEnter your occupation in the space pro- unable to sign for any reason, see Signing you owe less than one dollar, you need notvided in the signature section. If you file a a joint return, in Chapter 2. pay it.joint return, enter both your occupation and

If the IRS figures your tax for you, youyour spouse’s occupation. Child’s return.  If a child has to file a tax re- will receive a bill for any tax that is due. You
If you prepare your own return, leave turn but cannot sign the return, the child’s should pay this bill within 30 days (or by the

the space under your signature blank. If an- parent, guardian, or another legally re- due date of your return, if later). See Tax
other person prepares your return and sponsible person must sign the child’s Figured by IRS in Chapter 31.
does not charge you, that person should name, followed by the words ‘‘By (signa- If you do not pay your tax when due,
not sign your return. ture), parent (or guardian) for minor child.’’ you may have to pay a failure-to-pay pen-

alty. See Penalties, later. For more infor-
Paid preparer.  Generally, anyone you pay mation about your balance due, see Publi-Refunds 
to prepare, assist in preparing, or review cation 594, Understanding the CollectionWhen you complete your return, you will
your tax return must sign it and fill in the Process.determine if you paid more income tax than
other blanks in the paid preparer’s area of you owed. If so, you can get a refund of the
your return. Signature stamps and labels Interestamount you overpaid or, if you file Form
are not acceptable. Paid preparers of Form You will have to pay interest on any tax you1040 or Form 1040A, you can choose to
1040EZ must sign the return and provide owe that is not paid by the due date of yourapply all or part of the overpayment to your
all other required information at the bottom return. Interest is charged even if you getnext year’s (1996) estimated tax.
of the form below the area for the taxpay- an extension of time for filing.If you choose to have a 1995 overpay-
er’s signature. ment applied to your 1996 estimated tax,

If the preparer is self-employed (that is, you cannot change your mind and have Note.  If you choose to have the IRS
not employed by any person or business to any of it refunded to you after the due date figure your tax for you, interest cannot start
prepare the return), he or she should check of your 1995 return. earlier than the 31st day after the IRS
the se l f -employed box in  the Paid If you filed Form 8841, Deferral of Addi- sends you a bill. For information on this
Preparer’s Use Only space on Form 1040 tional 1993 Taxes, so you could pay part of choice, see Tax Figured by IRS in Chapter
or Form 1040A. your 1993 tax in installments, you can 31.
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Interest on penalties.  Interest is charged first apply your overpayment to anyInstallment Agreement 
on the failure-to-file penalty, the accuracy- other tax you owe (including any otherIf you cannot pay the full amount due with
related penalty, and the fraud penalty from 1993 tax).your return, you may ask to make monthly
the due date of the return (including exten- installment payments. However, you will be
sions) to the date of payment. Interest on You do not have to pay interest on thischarged interest and may be charged a
other penalties starts on the date of notice deferred 1993 tax if you pay it on time. Iflate payment penalty on the tax not paid by
and demand, but is not charged on penal- you do not pay it on time, the entire unpaidApril 15, 1996, even if your request to pay
ties paid within 10 days from the date of the tax will be due immediately upon noticein installments is granted. If your request is
notice. and demand from the IRS.granted, you must also pay a fee. To limit

You cannot defer paying any part ofthe interest and penalty charges, pay as
Interest due to IRS error or delay.  All or your 1995 tax, except as described earliermuch of the tax as possible with your re-
part of any interest you were charged for a under Installment Agreement.turn. But before requesting an installment
deficiency or payment can be forgiven if agreement, you should consider other less
the interest is due to an error or delay by an costly alternatives, such as a bank loan. Gift To Reduceofficer or employee of the IRS in perform- To ask for an installment agreement, the Public Debting a ministerial act. This is a procedural or use Form 9465, Installment Agreement
mechanical act that occurs during the You can make a contribution (gift) to re-Request. You can get Form 9465 by calling
processing of a taxpayer’s case. duce the public debt. If you wish to do so,1–800–TAX–FORM (1–800–829–3676).

The interest can be forgiven only if you make a separate check payable to BureauYou should receive a response to your re-
are not responsible in any important way of the Public Debt. You can send it to thequest for installments within 30 days. But if
for the error or delay and the IRS has noti- Bureau of the Public Debt, Department G,you file your return after March 31, it may
fied you in writing of the deficiency or pay- Washington, DC 20239–0601. Or, you cantake longer for a reply.
ment. For more information, get Publica- enclose the check in the envelope with
tion 556, Examination of Returns, Appeal your income tax return. Please do not addPaying Deferred 1993 Taxes 
Rights, and Claims for Refund. this gift to any tax you owe. If you owe tax,If you filed Form 8841, Deferral of Addi-

include a separate check for the tax paya-tional 1993 Taxes, so you could pay part ofHow To Pay ble to Internal Revenue Service.your 1993 tax in installments, you must pay
You can deduct this gift as a charitableIf you pay by check or money order, make it the third installment by April 15, 1996. You

contribution on next year’s tax return if youout to Internal Revenue Service. Please should receive a reminder notice in March
itemize your deductions on Schedule Ashow your correct name, address, social 1996 showing the installment amount due.
(Form 1040). security number, daytime telephone num- You can pay it in either of two ways:

ber, and tax year and form number on the
1) Send the IRS a separate check orfront of your check or money order.

money order payable to the InternalFor example, if you file Form 1040 for
Revenue Service. Label your payment Where Do I File?1995 and you owe additional tax, show
‘‘1993 OBRA Installment’’ and writeyour name and address, social security After you complete your return, you mustyour social security number on it.number, daytime telephone number, and send it to the IRS. You can mail it or youIf you have the payment voucher1995 Form 1040 on the front of your check may be able to file it electronically. Seeand return envelope included in theor money order. If you file an amended re- Does My Return Have To Be On Paper?March 1996 reminder notice, mail yourturn (Form 1040X) for 1994 and you owe next.payment in that envelope with thetax, show your name and address, social
voucher. Do not send your paymentsecurity number, daytime telephone num- Mailing your return.  If an addressed en-with your tax return. If you don’t haveber, and 1994 Form 1040X on the front of velope came with your tax forms package,the payment voucher and envelope,your check or money order. you should mail your return using thatsend your payment by itself to the IRSEnclose your payment with your return, envelope.Service Center for the area where youbut do not attach it to the form. If you do not have an addressed envel-live. A list of Service Center addressesDo not mail cash with your return. If you ope or if you moved during the year, mailis in your tax forms package.pay cash at an IRS office, keep the receipt your return to the Internal Revenue ServiceIf you choose this way of paying,as part of your records. Center for the area where you now live.the IRS will apply your payment to your

The street address of the Service Center isdeferred 1993 taxes, even if you owePayment voucher.  If you have a balance not needed. A list of Service Center ad-other taxes.due on your return and you receive Form dresses is shown in your tax forms
1040–V, Payment Voucher, use it to send 2) Apply part or all of any overpay- package.
us your payment. This will help us process ment from your 1995 return. To do If you are making a payment, follow any
your payment more accurately and effi- this, write ‘‘1993 Inst.’’ and the dollar additional instructions in your tax forms
ciently. Follow the instructions that come amount you want applied on the package.
with the form. dotted line to the left of line 63 of Form

1040. Do not reduce the amount on
Estimated tax payments.  Do not include line 63 by the amount applied. The
any estimated tax payment in your check amount you apply cannot be more Does My Return Have
or money order that is payment for your than the total amount you paid for To Be On Paper? 1995 income tax return. Mail the estimated 1995 by April 15, 1996, by withholding,
tax payment separately to the address estimated tax payments, payments You may be able to file a paperless return,
shown in the Form 1040–ES instructions. with a request for an extension of time or a return with less paper. This section
The address for mailing estimated tax pay- to file, or payments with the return. explains:
ments is different from the address for If the amount you apply is less than

1) Electronic filing,sending your tax return. the installment due, you may send a
separate check for the balance, as ex- 2) On-line filing,

Payment not honored.  If your check or plained in (1). Do not include that
3) TeleFile (filing by telephone), andmoney order is not honored by your bank check with your return.

(or other financial institution) and IRS does Caution: If you choose to pay by 4) Computerized returns (the 1040PC re-
not receive the funds, you still owe the tax. applying an overpayment, the IRS will turn, which is prepared on a personal
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computer and generally has fewer Balance due.  If you have a balance due Delaware, Georgia, Idaho, Illinois, Indiana,
with your return, you must pay it by April 15, Iowa, Kansas, Kentucky, Louisiana, Mary-pages than a conventional return).
1996 to avoid penalties and interest. Mail land, Michigan, Mississippi, Missouri, Mon-
your payment with either: tana, Nebraska, New Jersey, New Mexico,

New York, North Carolina, Oklahoma, Ore-1) The Form 1040–V, Payment Voucher,Electronic Filing gon, Pennsylvania, Rhode Island, Southincluded in some tax forms packages
You may be able to have your return filed Carolina, Utah, Virginia, West Virginia, and(or provided by your preparer), or
electronically instead of on a paper form. Wisconsin.

2) The tear-off stub from the appropriate For more information, check with yourOver 11 million taxpayers filed electroni-
payment reminder notice. local IRS office, state tax agency, or taxcally last year. Most individuals can file

preparer.electronically, whether their return shows a
balance due or a refund.

Refunds.  If you file a complete and accu- Form 8453. Your preparer will ask you toTax returns can be electronically filed
rate return, your refund will be issued within sign Form 8453, U.S. Individual Incomethrough tax preparers, through a company 21 days. However, some refunds may be Tax Declaration for Electronic Filing. Boththat will transmit your return to the IRS, temporarily delayed as a result of compli- spouses must sign if a joint return is beingwith your personal computer using an IRS- ance checks. These checks make sure filed. Your preparer will file the form withaccepted on-line service company or that returns are filed accurately and that the IRS. Your signature on the form:transmitter, and through many IRS walk-in the refund is correctly determined.

● Certifies that the information on Formoffices offering taxpayer assistance. You can have a refund check mailed to
8453 is correct and corresponds to theCheck your telephone book for tax you, or you can elect to have your refund
information on your return,preparers and other companies offering deposited directly to your savings or

this service. If you plan to go to an IRS ● Authorizes your preparer to file your re-checking account.
walk-in office, call 1–800–829–1040 for the turn electronically,Direct deposit.  To choose direct de-
site nearest you. posit of your refund, complete Part II of ● Authorizes the IRS to tell your preparer it

For this discussion, ‘‘preparer’’ in- Form 8453 (discussed later) and check the has received your return, whether it has
cludes transmitters, on-line service provid- appropriate box in Part III. accepted or rejected your return for
ers, and any other electronic filers the IRS Errors in direct deposit information will processing, and the reason for rejection,

cause delays in processing your refund.accepted to file returns under the Elec- if applicable, and
Review the information carefully. Maketronic Filing Program.

● Authorizes the IRS, if you elect direct de-sure the ‘‘routing transit number’’ (RTN) ofFor more information on electronic fil-
posit, to deposit your refund directly intoyour financial institution contains 9 digits.ing, a recorded message is available on your checking or savings account.Your return will be rejected if there arethe Tele-Tax system. The Tele-Tax num-

fewer than 9 digits.ber for your area is listed in your tax forms Your preparer will give you the requiredOnce an electronic return has been ac-package. preparer-signed copy of your return, in-cepted by IRS, you cannot cancel the di-
cluding a copy of the completed Formrect deposit election nor can you changeBenefits. Table 1–6 lists the benefits of 8453. This material is for your records. Doyour RTN or bank account number.electronic filing. Electronic filing uses auto- not mail this copy to the IRS; if you do, yourOffset against debts.  As with a paper

mation to replace most of the manual refund may be delayed.return, you will not get all of your refund if
steps needed to process paper returns. As you owe federal tax, a student loan, child
a result, processing for electronic returns is Refund inquiries.  The IRS will notify yoursupport, or other debts to federal agencies.
faster and more accurate. However, errors preparer of the date your electronic returnInstead, part or all of your refund will be

was accepted for processing. If you do noton the return or problems with its transmis- used to pay the debt.
receive your refund within 3 weeks aftersion can delay processing.
the return was accepted by IRS, you canAs with a paper return, you are respon- Federal/State electronic filing.  In most
call Tele-Tax Automated Refund Informa-sible for making sure your return contains states, you can file an electronic state re-
tion. The Tele-Tax number for your area isaccurate information and is filed on time. turn simultaneously with your federal
listed in your tax forms package. BeforeElectronic filing does not affect your return.
you call Tele-Tax, please have the follow-chances of an IRS examination of your Federal/State electronic filing is of-
ing information from your return available:return. fered in Arkansas, Colorado, Connecticut,
1) The first social security number shown

on the return,
Table 1-6. Benefits of Filing Electronically 2) Your filing status, and

3) The exact amount of your refund.
Accuracy ●  Computer program quickly catches

mistakes before they become problems If the Tele-Tax recording tells you the
date your refund was issued, you should

Acknowledgement ●  IRS advises the preparer (or other receive the refund within a week of that
transmitter) who filed your return that it has date. If you do not receive the refund by thebeen accepted for processing

end of that week, contact your IRS office.
See the telephone numbers listed underFile Now, ●  File early and pay the balance due by April
Call the IRS With Your Tax Question inPay Later 15
your tax forms package.

If Tele-Tax has no information on yourRefunds ●  Normally issued within 3 weeks; electronic
filing allows you to choose the safety and return, contact your preparer for the date
convenience of direct deposit IRS accepted your return. If your return

was accepted more than 3 weeks ago,
Simultaneous ●  File both federal and state returns with the contact your local IRS office. Explain that
Federal/State IRS at the same time (see Federal/State you filed your return electronically and thatFiling electronic filing for a list of participating

Tele-Tax has no information on it. Also,states)
provide the first social security number
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shown on your return and the date the IRS the need for attaching an additional you own the property and, after you dis-
statement. pose of it, for the period of limitations thataccepted your return.

If you file a 1040PC return and are get- applies to you. See Chapter 14 for informa-
ting a refund, you can have the refund de- tion on basis.On-Line Filing 
posited directly to your checking or savingsIf you have a computer, a modem, and the
account. Copies of returns.  You should keep cop-necessary software, you can file your own

Tax preparation software that includes ies of tax returns you have filed and the taxreturn electronically from home. To do this,
the 1040PC print option is checked and ac- forms package as part of your records.you must use an IRS-accepted on-line ser- cepted by the IRS. It can be processed They may be helpful in amending filed re-vice company or transmitter. Contact one if faster and more accurately than the regu- turns or preparing future ones.you want more information about this way lar tax return. Software packages are avail- If you need a copy of a prior year tax re-of filing. They will charge you a small fee if able at many computer software stores. turn, you can obtain it from the IRS. Useyou use their services to file this way. They are not available from the IRS. For Form 4506. There is a $14 charge for aYou may also be able to use your com- more information, call the Tele-Tax num- copy of a return, which must be paid withputer and modem to download and print ber for your area listed in your tax forms Form 4506.tax forms, instructions, and publications. package. Transcript.  You can also use FormSee How To Get Forms and Publications in

4506 to request a transcript of your returnthe back of this publication for details.
filed this year or during the 2 preceding
years. It will show most lines from yourWhat HappensTeleFile, the File-By- original return, including accompanying
forms and schedules.After I File? Phone System 

Tax account information.  If you needIf you receive a TeleFile tax package, you After you send your return to IRS, you may a statement of your tax account showingmay be able to file your Form 1040EZ infor- have some questions. This section dis- any later changes that you or the IRS mademation over the phone. Your filing status cusses some concerns that you may have to the original return, you will need to re-must be single, you must have a touch- about recordkeeping, your refund, and quest tax account information.tone phone, and you must meet the other what to do if you move. Do not use Form 4506 for tax accountrequirements explained in the TeleFile
information. Instead, contact your localpackage. What Records IRS office. You should have your name, so-To use TeleFile, you must first fill in
cial security number or employer identifica-Should I Keep?lines A, B, and C on the TeleFile Work-
tion number (if applicable), tax period, andsheet. Then call the number listed in the You must keep records so that you can form number available. You will receive theTeleFile tax package. Use your touch-tone prepare a complete and accurate income following information free of charge:phone to enter the information requested. tax return. The law does not require any

TeleFile will then figure your tax and will tell ● Type of return filedspecial form of records. However, you
you the amount of your refund or the should keep all receipts, canceled checks ● Filing status
amount you owe. Before you hang up, the or other proof of payment, and documenta-

● Federal income tax withheldsystem will give you a confirmation number tion to support any deductions or credits
that assures you your return has been ac- you claim. ● Tax shown on return
cepted and filed. You will not have to mail If you file a claim for refund, you must

● Adjusted gross incomeany forms to the IRS. be able to prove by your records that you
The call takes about 10 minutes. If you have overpaid your tax. ● Taxable income

are due a refund, you should get it within 3
● Self-employment tax

weeks. How long to keep records.  You must
● Number of exemptionsYou can use TeleFile only if you receive keep your records for as long as they are

the special TeleFile tax package in the mail important for the federal tax law. ● Amount of refund
from the IRS. You cannot order it. If you are Keep records that support an item of in-

● Amount of earned income crediteligible to use TeleFile, IRS sends you the come or a deduction appearing on a return
package automatically. until the period of limitations for the return ● Whether you claimed a mortgage inter-

runs out. (A period of limitations is the lim- est deduction or real estate tax
ited period of time after which no legal ac- deduction.Computerized Returns 
tion can be brought.) Usually this is 3 years

Almost anyone who files a tax return (Form from the date you filed the return, or 2 For more information on recordkeep-
1040, 1040A, or 1040EZ) can now file a years from the date you paid the tax, ing, get Publication 552, Recordkeeping
1040PC return instead. You prepare a whichever is later. Returns filed before the for Individuals.
1040PC return on a personal computer. due date are treated as filed on the due

The computer prints the return in a date. Interest on Refundsthree-column ‘‘answer sheet’’ format. It If you did not report income that you
prints line numbers and dollar amounts If you are due a refund, you may also beshould have reported on your return, and it
(and/or supporting explanations if neces- entitled to receive interest on your over-is more than 25% of the income shown on
sary) only for lines on which you made an payment. The interest rates are adjustedthe return, the period of limitations does
entry. Supporting tax forms and schedules quarterly.not run out until 6 years after you filed the
are also printed in this format. As a result, If the refund is made within 45 days af-return. If a return is false or fraudulent with
an 11-page conventional return requiring ter the due date of your return, no interestintent to evade tax, or if no return is filed,
forms and schedules can be printed as a will be paid. If you file your return after thean action can generally be brought at any
two-page 1040PC return. For your records, due date (including extensions), no interesttime.
the computer will also print out a legend will be paid if the refund is made within 45You may need to keep records relating
paper with line item descriptions. days after the date you filed. If the refund isto the basis of property longer than the pe-

If you need to list more items than fit on not made within this 45–day period, inter-riod of limitations. Keep those records as
a regular tax return (nine dependents, for est will be paid from the due date of the re-long as they are important in figuring the
example), you can list them all on the turn or from the date you filed, whichever isbasis of the original or replacement prop-
1040PC and print them in order, without erty. Generally, this means for as long as later.
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Accepting a refund check does not penalty is the smaller of $100 or 100% ofChange of Address
change your right to claim an additional re- the unpaid tax.

If you move, always notify in writing the In-fund and interest. File your claim within the Exception.  You will not have to pay
ternal Revenue Service Center where youapplicable period of time. See Amended the penalty if you show that you failed to
filed your last return, or the Chief, TaxpayerReturns and Claims for Refund, later. If you file on time because of reasonable cause
Service Division, in your local IRS districtdo not accept a refund check, no more in- and not because of willful neglect.
office. You can use Form 8822, Change ofterest will be paid on the amount of the
Address, to notify us of your new address.overpayment included in the check. Paying tax late. You will have to pay a fail-If you move after filing your return and you

ure-to-pay penalty of 1/2 of 1% of your un-are expecting a refund, also notify the post
Interest on erroneous refund.  All or part paid taxes for each month, or part of aoffice servicing your old address. This will
of any interest you were charged on an er- month, after the due date that the tax is nothelp to forward your check to your new ad-roneous refund generally will be forgiven. paid. This penalty does not apply duringdress (unless you chose direct deposit ofAny interest charged for the period before the extension period available by filingyour refund).demand for repayment was made will be Form 4868, Application for Automatic Ex-Be sure to include your social securityforgiven unless: tension of Time To File U.S. Individual In-number (and the name and social security

come Tax Return, if you paid at least 90%1) You, or a person related to you, number of your spouse, if you filed a joint
of your actual tax liability before the originalcaused the erroneous refund in any return) in any correspondence with the
due date of your return through withholdingway, or IRS.
on wages, estimated tax payments, or a2) The refund is more than $50,000.
payment sent in with Form 4868.Past-Due Refund If a notice of intent to levy is issued, theFor example, if you claimed a refund of If you do not get your refund within 6 weeks rate will increase to 1% at the start of the$100 on your return, but the IRS made an after filing your return, call Tele-Tax. For first month beginning at least 10 days aftererror and sent you $1,000, you would not details on how to use this telephone ser- the day that the notice is issued. If a noticebe charged interest for the time you held vice, see What Is Tele-Tax? in your tax and demand for immediate payment is is-the $900 difference. You must, however, forms package. Please wait 6 weeks after sued, the rate will increase to 1% at therepay the $900 when requested by the filing your 1995 tax return before using this start of the first month beginning after theIRS. service. However, see Electronic Filing, day that the notice and demand is issued.

earlier, for information about refund inquir- This penalty cannot be more than 25%Offset Against Debts ies when you file an electronic return. of your unpaid tax. You will not have to pay
If you are due a refund but have not paid the penalty if you can show that you had a
certain obligations, all or part of your over- good reason for not paying your tax on
payment of tax may be used to pay all or time. This failure-to-pay penalty is added toWhat If I Made apart of the past-due amount. This includes interest charges on late payments.
past-due income tax, other federal debts Mistake? 
(such as student loans), and child and Combined penalties.  If both the failure-

If there is an error on your tax return, youspousal support payments. The IRS will to-file penalty and the failure-to-pay pen-may have to pay one or more penalties. Ifnotify you if the refund you claimed has alty (discussed earlier) apply in any month,you discover an error, you can file anbeen offset against your debts. the 5% (or 15%) failure-to-file penalty is re-amended return or claim for refund.
duced by the failure-to-pay penalty. How-

Joint return and injured spouse. When a ever, if you file your return more than 60
joint return is filed and only one spouse is Penalties days after the due date or extended due
obligated to pay past-due child and date, the minimum penalty is the smaller ofThe law provides penalties for failure to file
spousal support or a federal debt, the $100 or 100% of the unpaid tax.returns or pay taxes as required.spouse who is not obligated for the debt
can be considered an injured spouse. An

Accuracy-related penalty.  You mayCivil Penalties injured spouse can obtain a refund for his
have to pay an accuracy-related penalty if:or her share of the overpayment that would If you do not file your return and pay your

otherwise be used to pay the past-due tax by the due date, you may have to pay a 1) You underpay your tax because of ei-
amount. penalty. You may also have to pay a pen- ther ‘‘negligence’’ or ‘‘disregard’’ of

alty if you substantially understate your tax,To be considered an injured spouse, rules or regulations, or
file a frivolous return, or fail to supply youryou must:

2) You substantially understate your in-social security number. If you provide1) File a joint return, come tax.fraudulent information on your return, you
2) Have received income (such as may have to pay a civil fraud penalty.

wages, interest, etc.), The penalty is equal to 20% of the
underpayment.Filing late. If you do not file your return by3) Have made tax payments (such as

The penalty will not be figured on anythe due date (including extensions), youfederal income tax withheld from
part of an underpayment on which a fraudmay have to pay a failure-to-file penalty.wages or estimated tax payments),
penalty (discussed later) is charged.The penalty is based on the tax not paid by

4) Report the income and tax payments Negligence or disregard. The termthe due date (without regard to exten-
on the joint return, and ‘‘negligence’’ includes a failure to make asions). The penalty is usually 5% for each

5) Have an overpayment, all or part of reasonable attempt to comply with the taxmonth or part of a month that a return is
which may be applied against the law or to exercise ordinary and reasonablelate, but not more than 25%.
past-due amount. care in preparing a return. Negligence alsoFraud.  If your failure to file is due to

includes failure to keep adequate booksfraud, the penalty is 15% for each month or
If you are an injured spouse, you can and records. You will not have to pay apart of a month that your return is late, up

obtain your portion of the joint refund by negligence penalty if you have a reasona-to a maximum of 75%.
completing Form 8379, Injured Spouse ble basis for a position you took.Return over 60 days late.  If you file
Claim and Allocation. Follow the instruc- The term ‘‘disregard’’ includes anyyour return more than 60 days after the due
tions on the form. date or extended due date, the minimum careless, reckless, or intentional disregard.
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The penalty is based on the part of the The penalty must be paid in full upon 1) You did not report some income,
notice and demand from IRS even if youunderpayment due to negligence or disre- 2) You claimed deductions or credits you
protest the penalty.gard of rules or regulations, not on the en- should not have claimed,

tire underpayment on the return.
3) You did not claim deductions or cred-Fraud. If there is any underpayment of taxAdequate disclosure.  You can avoid

its you could have claimed, oron your return due to fraud, a penalty ofthe penalty for disregard of rules or regula-
75% of the underpayment due to fraud willtions if you adequately disclose on your re- 4) You should have claimed a different
be added to your tax.turn a position that has at least a reasona- filing status. (You cannot change your

Joint return.  The fraud penalty on able basis. See Disclosure statement, later. filing status from married filing jointly
joint return does not apply to a spouse un-Substantial understatement of in- to married filing separately after the
less some part of the underpayment is duecome tax.  You understate your tax if the due date of the original return. How-
to the fraud of that spouse.tax shown on your return is less than the ever, an executor may be able to

correct tax. The understatement is sub- make this change for a deceased
Failure to supply social security num-stantial if it is more than the larger of 10% spouse.)
ber.  If you do not include your social se-of the correct tax or $5,000. However, the
curity number (SSN) or the SSN of anotherpenalty is reduced to the extent that there If you need a copy of your return, see Cop-
person, including your dependent, whereis: ies of returns under What Records Should I
required on a return, statement, or other Keep?, earlier in this chapter.1) Substantial authority, or document, you will be subject to a penalty
of $50 for each failure. You will also be2) Adequate disclosure and a reasona- Form 1040X. Use Form 1040X, Amended
subject to the penalty of $50 if you do notble basis. U.S. Individual Income Tax Return, to cor-
give your SSN to another person when it is rect the Form 1040, Form 1040A, or Form
required on a return, statement, or otherSubstantial authority.  Whether there 1040EZ you have already filed.
document.is or was substantial authority for the tax Completing Form 1040X.  On Form

For example, if you have a bank ac-treatment of an item depends on the facts 1040X, write your income, deductions, and
count that earns interest, you must giveand circumstances. Consideration will be credits as you originally reported them on
your SSN to the bank. The number must begiven to court opinions, Treasury regula- your return, the changes you are making,shown on the Form 1099–INT or othertions, revenue rulings, revenue proce- and the corrected amounts. Then figurestatement the bank sends you. If you dodures, and notices and announcements is- the tax on the corrected amount of taxablenot give the bank your SSN, you will besued by the IRS and published in the income and the amount you owe or yoursubject to the $50 penalty. (You also mayInternal Revenue Bulletin that involve the refund.be subject to ‘‘backup’’ withholding of in-same or similar circumstances as yours. If you owe tax, pay the full amount withcome tax. See Chapter 5.)Disclosure statement.  The under- Form 1040X. The tax owed will not be sub-You will not have to pay the penalty ifstatement may also be reduced if you have tracted from any amount you had creditedyou are able to show that the failure wasadequately disclosed the relevant facts to your estimated tax.due to reasonable cause and not willfulabout your tax treatment of an item. To If you overpaid tax, you can have all orneglect.make this disclosure, use Form 8275, Dis- part of the overpayment refunded to you,

closure Statement. You must also have a or you can apply all or part of it to yourFailure to furnish tax shelter registra-reasonable basis for treating the item the 1996 estimated tax. If you choose to get ation number. A person who sells (or other-way you did. refund, it will be sent separately from anywise transfers) to you an interest in a taxIn cases of substantial understatement refund shown on your original return.shelter must give you the tax shelter regis-only, items that meet the requirements of Filing Form 1040X.  After you finishtration number or be subject to a $100 pen-Revenue Procedure 94-74 (or later update) your Form 1040X, check it to be sure that italty. If you claim any deduction, credit, orare considered adequately disclosed on is complete. Do not forget to show the yearother tax benefit because of the tax shel-your return without filing Form 8275. of your original return and explain allter, you must attach Form 8271, InvestorUse Form 8275–R, Regulation Disclo- changes you made. Be sure to attach anyReporting of Tax Shelter Registrationsure Statement, to disclose items or posi- forms or schedules needed to explain yourNumber, to your return to report this num-
tions contrary to regulations. changes. Mail your Form 1040X to the In-ber. You will have to pay a penalty of $250

Reasonable cause.  You will not have ternal Revenue Service Center serving thefor each failure to report a tax shelter regis-
to pay a penalty if you show a good reason area where you now live (as shown in thetration number on your return. The penalty
(reasonable cause) for the way you treated instructions to the form).can be excused if you have a reasonable
an item. You must also show that you ac- File a separate form for each tax yearcause for not reporting the number.
ted in good faith. involved.

Criminal Penalties Frivolous return. You may have to pay a Time for filing a claim for refund.  Gener-
You may be subject to criminal prosecutionpenalty of $500 if you file a frivolous return. ally, you must file your claim for a credit or
(brought to trial) for actions such as:A frivolous return is one that does not in- refund within 3 years from the date your

clude enough information to figure the cor- 1) Tax evasion, original return was filed or within 2 years
rect tax or that contains information clearly from the date the tax was paid, whichever2) Willful failure to file a return, supply in-
showing that the tax you reported is sub- is later. Returns filed before the due dateformation, or pay any tax due,
stantially incorrect. (without regard to extensions) are consid-

3) Fraud and false statements, orYou will have to pay the penalty if you ered to have been filed on the due date
(even if the due date was a Saturday, Sun-filed this kind of return because of a frivo- 4) Preparing and filing a fraudulent
day, or legal holiday).lous position on your part or a desire to de- return.

lay or interfere with the administration of If the last day for claiming a credit or re-
federal income tax laws. This includes al- fund is a Saturday, Sunday, or legal holi-
tering or striking out the preprinted lan- day, the claim is considered timely if it isAmended Returns andguage above the space provided for your filed on the next business day.

Claims for Refundsignature. If you do not file a claim within this pe-
riod, you may not be entitled to a credit or aThis penalty is added to any other pen- You should correct your return if, after you
refund.alty provided by law. have filed it, you find that:
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Note.  If you did not file an original re- pay an additional tax of $200. On May 3, issues considered in your previ-
turn when it was due, you generally can 1995, you file a claim for a refund of $300. ously examined returns, and
claim a refund by filing your return within 3 However, because you filed your claim

You want to take your case to court in-years from the time the tax was paid. See more than 3 years after you filed your re-
stead of appealing it within the IRS.Tax paid in the discussion that follows. turn, your refund will be limited to the $200

you paid during the 2 years immediately
before you filed your claim. When you file your claim with the IRS,Limit on amount of refund.  If you file

you get the fast method by requesting inyour claim within 3 years after the date you
Exceptions for special types of refunds. writing that your claim be immediately re-filed your return, the credit or refund can-
If you file a claim for one of the items listed jected. A notice of claim disallowance willnot be more than the part of the tax paid
below, the dates and limits discussed ear- then be promptly sent to you. You have 2within the 3-year (plus any extension of
lier (under Time for filing a claim for refundtime for filing your return) period immedi- years from the date of mailing of the notice
and Limit on amount of refund) may not ap-ately before you filed the claim. of disallowance to file a refund suit in the
ply. These items, and where to get more in-Tax paid.  Payments made before the United States District Court having jurisdic-
formation, are:due date (without regard to extensions) of tion or in the United States Court of Fed-

the original return are considered paid on ● A bad debt (see Nonbusiness Bad Debts eral Claims.
the due date. Examples include federal in- in Chapter 15).
come tax withheld from wages and esti-

● A worthless security (see Worthless se- Interest on refund. If you receive a refundmated income tax.
curities in Chapter 15). because of your amended return, interest

Example 1.  You made estimated tax
will be paid on it from the due date of your● Foreign tax paid or accrued (see Publi-payments of $500 and got an automatic
original return or the date you filed yourcation 514, Foreign Tax Credit forextension of time to August 17, 1992, to file
original return, whichever is later, to theIndividuals).your 1991 income tax return. When you
date you filed the amended return. How-filed your return on that date, you paid an ● Net operating loss carryback (see Publi- ever, if the refund is not made within 45additional $200 tax. On August 15, 1995, cation 536, Net Operating Losses). days after you file the amended return, in-you filed an amended return and claimed a
terest will be paid up to the date the refund● Carryback of certain business tax creditsrefund of $700. Because you filed your

(see Publication 334, Tax Guide for is paid.claim within 3 years after you filed your re-
Small Business).turn, you can get a refund of up to $700,

the tax paid within the 3 years plus the 4– Reduced refund. Your refund may be re-● A claim based on an agreement with the
month extension period immediately Service extending the period for assess- duced by an additional tax liability that has
before you filed the claim. ment of tax. been assessed against you.

Example 2.  The situation is the same Also, your refund may be reduced by● An injured spouse claim (see Offset
as in Example 1, except you filed your re- amounts you owe for past-due child sup-Against Debts, earlier).
turn on October 31, 1992, 21/2 months after port or debts to another federal agency.
the extension period ended. You paid an The IRS will notify you if this happens. TheProcessing claims for refund.  Claimsadditional $200 on that date. On October refund procedures discussed in this chap-are usually processed shortly after they are26, 1995, you filed an amended return and ter will not be available to you to get backfiled. Your claim may be accepted as filedclaimed a refund of $700. Although you the reduction. However, if you are theor may be subject to examination. If a claimfiled your claim within 3 years from the date spouse of a person who owes past-dueis examined, the procedures are the sameyou filed your original return, the refund amounts for these obligations and the re-as in the examination of a tax return.was limited to $200, the tax paid within the duced refund relates to an overpayment on
3 years plus the 4–month extension period a joint return, you may be able to get a re-Taking your claim to court.  You can sueimmediately before you filed the claim. The fund of your share of the overpaymentfor a refund in court, but first you must file aestimated tax of $500 paid before that pe-

before or after it is used to pay the past-timely claim with the IRS. If the IRS doesriod cannot be refunded or credited.
due amount. See Offset Against Debts,not act on your claim within 6 months afterIf you file a claim more than 3 years
earlier. you file it, you can then take your claim toafter you file your return,  the credit or re-

court.fund cannot be more than the tax you paid
Fast method.  The IRS provides a fastwithin the 2 years immediately before you Effect on state tax liability.  If your return

method (no 6-month waiting period) tofile the claim. is changed for any reason, it may affect
move your claim to court if: your state income tax liability. This includesExample.  You filed your 1991 tax re-

changes made as a result of an examina-turn on April 15, 1992. You paid taxes of You are filing a claim for a credit or re-
tion of your return by the IRS. Contact your$500. On November 4, 1993, after an ex- fund based solely on contested in-
state tax agency for more information.amination of your 1991 return, you had to come tax or on estate tax or gift tax
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Single taxpayers.  You are considered the next 2 years, you may be entitled to the
single for the whole year if, on the last day special benefits described later under
of your tax year, you are unmarried or sep- Qualifying Widow(er) With Dependent2.
arated from your spouse by a divorce or a Child.
separate maintenance decree. If you remarried before the end of theFiling Status tax year, you may file a joint return with

your new spouse. Your deceased spouse’sDivorced persons.  State law governs
filing status is married filing separately forwhether you are married, divorced, or le-
that year.gally separated under a decree of separate

Married persons living apart.  If youmaintenance. If you are divorced under aIntroduction live apart from your spouse and meet cer-final decree by the last day of the year, you
tain tests, you may be considered unmar-are considered unmarried for the wholeThis chapter discusses which filing status
ried. Therefore, you may file as head ofyear.you should use. There are five filing sta-
household even though you are not di-Exception.  If you obtain a divorce intuses to choose from:
vorced or legally separated. If you qualifyone year for the sole purpose of filing tax

● Single
to file as head of household instead of asreturns as unmarried individuals, and at the

● Married Filing Jointly married filing separately, your standard de-time of divorce you intended to and did re-
duction will be higher. Also, your tax maymarry each other in the next tax year, you● Married Filing Separately
be lower, and you may be able to claim theand your spouse must file as married

● Head of Household earned income credit. See Head of House-individuals.
hold, later.Annulled marriages.  If you obtain a● Qualifying Widow(er) With Dependent

court decree of annulment, which holdsChild
that no valid marriage ever existed, and
you do not remarry, you must file as singleIf more than one filing status applies to Single or head of household, whichever applies,you, choose the one that will give you the
for that tax year. You must also fi lelowest tax. Your filing status is single if you are unmar-
amended returns (Form 1040X, AmendedYour filing status is a category that ried or separated from your spouse by a di-
U.S. Individual Income Tax Return) claim-identifies you based on your marital and vorce or separate maintenance decree,
ing single or head of household status forfamily situation. State law governs whether and you do not qualify for another filing sta-
all tax years affected by the annulment thatyou are married, divorced, or legally sepa- tus. However, if you were considered mar-
are not closed by the statute of limitationsrated under a decree of divorce or sepa- ried for part of the year and lived in a com-
for filing a tax return. The statute of limita-rate maintenance. munity property state ( l isted under
tions generally does not expire until 3 yearsYour filing status is an important factor Separate Returns), special rules may apply
after your original return was filed.in determining whether you are required to in determining your income and expenses.

file (see Chapter 1), the amount of your See Publication 555 for more information.
Head of household or qualifying wid-standard deduction (see Chapter 21), and Your filing status may be single if you
ow(er) with dependent child.  If you areyour correct amount of tax (see Chapter were widowed before January 1, 1995, and
considered unmarried, you may be able to31). Your filing status is also important in did not remarry in 1995. However, you may
file as a head of household or as a qualify-determining whether you can take other be able to use another filing status that will
ing widow(er) with a dependent child. Seedeductions and credits. give you a lower tax. See Head of House-
Head of Household and Qualifying Wid-If you file Form 1040 or Form 1040A, in- hold and Qualifying Widow(er) With De-
ow(er) With Dependent Child to see if youdicate your filing status by checking the ap- pendent Child to see if you qualify.
qualify.propriate box on lines 1 through 5. You may file Form 1040EZ (if you have

There are different tax rates for differ- no dependents and are under 65 and not
Married taxpayers.  You and your spouseent filing statuses. To determine your cor- blind), Form 1040A, or Form 1040. If you
may be able to file a joint return, or you mayrect amount of tax, use the column in the file Form 1040A or Form 1040, show your
file separate returns. You are consideredTax Table or Tax Rate Schedule in your filing status as single by checking the box
married for the whole year if on the last dayforms package that applies to your filing on line 1. Use the Single column of the Tax
of your tax year you are either:status. Table, or Schedule X of the Tax Rate

Schedules, to figure your tax.1) Married and living together as hus-
Useful Items band and wife,
You may want to see: 2) Living together in a common law

marriage that is recognized in the Married Filing Jointly 
Publication state where you now live or in the

You may choose married filing jointly asstate where the common law marriage□ 501 Exemptions, Standard
your filing status if you are married andbegan,Deduction, and Filing Information
both you and your spouse agree to file a

3) Married and living apart, but not legally□ 519 U.S. Tax Guide for Aliens joint return. On a joint return, you report
separated under a decree of divorce your combined income and deduct your□ 555 Federal Tax Information on or separate maintenance, or combined allowable expenses.Community Property

4) Separated under an interlocutory (not If you and your spouse decide to file a
final) decree of divorce. For purposes joint return, your tax may be lower thanForm (and Instructions)
of filing a joint return you are not con- your combined tax for the other filing sta-

□ 1040X Amended U.S. Individual sidered divorced. tuses. Also, your standard deduction (if you
Income Tax Return do not itemize deductions) may be higher,

Spouse died during the year.  If your and you may qualify for tax benefits that do
spouse died during the year, you are con- not apply to other filing statuses. You may
sidered married for the whole year for filing file a joint return even if one of you had noMarital Status 
status purposes. income or deductions. If you and your

In general, your filing status depends on If you did not remarry before the end of spouse each have income, you may want
whether you are considered single or the tax year, you may file a joint return for to figure your tax both on a joint return and
married. yourself and your deceased spouse. For on separate returns (using the filing status
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of married filing separately). Choose the 1) 10% of your adjusted gross income your spouse is serving in the combat zone.
(AGI) for the preadjustment year, ifmethod that gives you the lower tax. When you file, write ‘‘Desert Storm’’ at the
your AGI was $20,000 or less, or top of your return and on the envelope inIf you file as married filing jointly, you

which you mail it. For more information onmay use Form 1040EZ (if you have no de- 2) 25% of your AGI for the preadjust-
special tax rules for persons who are serv-pendents and are under 65 and not blind), ment year, if your AGI was more than
ing in a combat zone, get Publication 3,Form 1040A, or Form 1040. If you file Form $20,000.
Tax Information for Military Personnel.1040A or Form 1040, show this filing status

by checking the box on line 2. Use the Mar- Your preadjustment year is your most re-
ried filing jointly column of the Tax Table, or Nonresident alien or dual-status alien. cent tax year ending before a deficiency
Schedule Y–1 of the Tax Rate Schedules, A joint return generally cannot be made ifnotice was mailed. If you were married to a
to figure your tax. either spouse is a nonresident alien at anydi f ferent  person at  the end of  the

time during the tax year. However, if at thepreadjustment year, your AGI includes
your new spouse’s income, whether or not end of the year one spouse was a nonresi-Spouse died during the year.  If your
you filed a joint return for that year. dent alien or dual-status alien married to aspouse died during the year, you are con-

For purposes of this exception, com- U.S. citizen or resident, both spouses maysidered married for the whole year for filing
munity property rules do not apply to items choose to file a joint return. If you do file astatus purposes.
of gross income (other than gross income joint return, you and your spouse are both
from property). taxed as U.S. citizens or residents for theDivorced persons. If you are divorced

Divorced taxpayer.  You may be held entire tax year. See Nonresident Spouseunder a final decree by the last day of the
jointly and individually responsible for any Treated as a Resident in Chapter 1 of Pub-year, you are considered unmarried for the
tax, interest, and penalties due on a joint lication 519.whole year.
return filed before your divorce. This re-
sponsibility applies even if your divorce de-
cree states that your former spouse will beFiling a Joint Return
responsible for any amounts due on previ- Married FilingBoth you and your spouse must include all
ously filed joint returns.of your income, exemptions, and deduc- Separately 

tions on your joint return.
Signing a joint return.  For a return to be You may choose married filing sepa-
considered a joint return, both husband rately as your filing status if you are mar-Accounting period.  Both of you must use and wife must sign the return. If your ried. This method may benefit you if youthe same accounting period, but you may spouse died before signing the return, see want to be responsible only for your ownuse different accounting methods. See Ac- Signing the return in Chapter 4. tax or if this method results in less tax thancounting Periods and Accounting Methods Spouse away from home.  If your a joint return. If you and your spouse do notin Chapter 1. spouse is away from home, you should agree to file a joint return, you may have to
prepare the return, sign it, and send it to use this filing status.

Joint responsibility.  Both of you may be your spouse to sign so that it can be filed If you live apart from your spouse and
held responsible, jointly and individually, on time. meet certain tests, you may be consid-
for the tax and any interest or penalty due Injury or disease prevents signing.  If ered unmarried and file as head of house-
on your joint return. One spouse may be your spouse cannot sign because of dis-

hold. This is true even though you are not
ease or injury and tells you to sign, you mayheld responsible for all the tax due even

divorced or legally separated. If you qualifysign your spouse’s name in the properthough all the income was earned by the
to file as head of household, instead of asspace on the return followed by the wordsother spouse. married filing separately, your tax may be‘‘By (your name), Husband (or Wife).’’ BeInnocent spouse exception.  Under lower, you may be able to claim the earnedsure to also sign in the space provided forcertain circumstances, you may not have income credit, and your standard deduc-your signature. Attach a dated statement,to pay the tax, interest, and penalties on a tion will be higher. The head of householdsigned by you, to the return. The statementjoint return. You must establish that you did filing status allows you to choose the stan-should include the form number of the re-not know, and had no reason to know, that dard deduction even if your spouseturn you are filing, the tax year, the reasonthere was a substantial understatement of chooses to itemize deductions. See Headyour spouse cannot sign, and that yourtax that resulted because your spouse: of Household, later, for more information.spouse has agreed to your signing for him

Unless you are required to file sepa-1) Omitted a gross income item, or or her.
rately, you may want to figure your tax bothSigning as guardian of spouse.  If you2) Claimed a deduction, credit, or prop- ways (on a joint return and on separate re-are the guardian of your spouse who iserty basis in an amount for which there turns). Do this to make sure you are usingmentally incompetent, you may sign the re-is no basis in fact or law. the method that results in the lower com-turn for your spouse as guardian.
bined tax. However, you will generally payOther reasons spouse cannot sign.

The facts and circumstances must also in- more combined tax on separate returnsIf your spouse cannot sign the joint return
dicate that it is unfair for you to pay the tax than you would on a joint return becausefor any other reason, you may sign for your
due. One consideration is whether you sig- the tax rate is higher for married personsspouse only if you are given a valid power
nificantly benefited from the substantial filing separately.of attorney (a legal document giving you
understatement of tax. Normal support re- If you file a separate return, you gener-permission to act for your spouse). Attach
ceived from your spouse is not a significant ally report only your own income, exemp-the power of attorney to your tax return.
benefit. Another consideration may be tions, credits, and deductions on your indi-You may use Form 2848, Power of Attor-
whether you were later divorced or de- vidual return. You may file a separateney and Declaration of Representative.
serted by your spouse. return and claim an exemption for yourSpouse in combat zone.  If your

This exception applies only if your spouse if your spouse had no gross in-spouse is unable to sign the return be-
spouse’s action resulted in an understate- come and was not a dependent of anothercause he or she is serving in a combat
ment of tax of more than $500. In addition, person. However, if your spouse had anyzone, such as the Persian Gulf Area, and
if the tax understatement resulted from gross income, or was the dependent ofyou do not have a power of attorney or
claiming a deduction, credit, or basis, the someone else, you may not claim an ex-other statement, you may sign your joint re-
exception applies only if the additional tax, emption for him or her on your separateturn if you attach your own signed written
interest, and penalties are more than: return.statement to your return that explains that
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If you file as married filing separately, at all times during the year are each al- 1) You file a separate return.
lowed a $12,500 maximum offset for pas-you may use Form 1040A or Form 1040. 2) You paid more than half the cost of
sive real estate activities. See Limits onSelect this filing status by checking the box keeping up your home for the tax year.
Rental Losses in Chapter 10.on line 3 of either form. You must also write

3) Your spouse did not live in your homeyour spouse’s social security number and
during the last 6 months of the taxfull name in the spaces provided. Use the Joint Return After
year. Your spouse is considered to liveMarried filing separately column of the Tax Separate Returns with you if he or she is temporarily ab-Table or Schedule Y–2 of the Tax Rate You may change your filing status by filing sent due to special circumstances.Schedules, to figure your tax. an amended return using Form 1040X, See Temporary absences, later.

Amended U.S. Individual Income Tax
4) Your home was, for more than half theReturn.Separate Returns

year, the main home of your child,If you or your spouse (or each of you)
Special rules apply if you file a separate stepchild, adopted child, or foster childfiles a separate return, you may change to
return. whom you can claim as a dependent.a joint return any time within 3 years from

(See Home of qualifying person, later.)the due date of the separate return or re-
Community property states. If you live in However, you can still meet this test ifturns. This does not include any exten-

you cannot claim your child as a de-Arizona, California, Idaho, Louisiana, Ne- sions. A separate return includes a return
pendent only because:vada, New Mexico, Texas, Washington, or filed by you or your spouse claiming mar-

Wisconsin and file separately, your income ried filing separately, single, or head of a) You state in writing to the noncus-
may be considered separate income or household filing status. If the amount paid todial parent that he or she may
community income for income tax pur- on your separate returns is less than the claim an exemption for the child, or
poses. See Publication 555. total tax shown on the joint return, you

b) The noncustodial parent provides atmust pay the additional tax due on the joint
least $600 support for the depen-return when you file it.If you file a separate return:
dent and claims an exemption for
the dependent under a pre-1985 di-1) Your spouse should itemize deduc- Separate Returns After vorce or separation agreement.tions if you itemize deductions, be-

Joint Return cause he or she cannot claim the
Once you file a joint return, you cannotstandard deduction. However, see The rules to claim an exemption for a
choose to file separate returns for that year dependent are explained in Chapter 3.Married persons living apart, earlier,
after the due date of the return.and Chapter 21.

Note.  If you were considered married2) You cannot take the credit for child Exception.  A personal representative for for part of the year and lived in a commu-and dependent care expenses in most a decedent may change from a joint return nity property state (listed earlier under Sep-
instances. elected by the surviving spouse to a sepa- arate Returns), special rules may apply in

rate return for the decedent. The personal determining your income and expenses.3) You cannot take the earned income
representative has one year from the due See Publication 555 for more information.credit.
date of the return to make the change. See

4) You cannot exclude any interest in- Chapter 4 for more information on filing a
Nonresident alien spouse. You are con-come from series EE U.S. Savings return for a decedent.
sidered unmarried for head of householdBonds that you used for higher educa-
purposes if your spouse was a nonresidenttion expenses.
alien at any time during the year and you do

5) You cannot take the credit for the eld- Head of Household not choose to treat your nonresident
erly or the disabled unless you lived spouse as a resident alien. Your spouse isYou may be able to file as head of house-apart from your spouse for all of 1995. not considered your relative. You musthold if you are unmarried or considered

have another qualifying relative and meet6) You may have to include in income unmarried on the last day of the year. In ad-
the other tests to be eligible to file as amore of your social security benefits dition, you must have paid more than half
head of household. However, you are con-(or equivalent railroad retirement ben- the cost of keeping up a home for you and
sidered married if you have chosen to treatefits) than you would on a joint return. a qualifying person for more than half the
your spouse as a resident alien. See Non-year.
resident Spouse Treated as a Resident inIndividual Retirement Arrangements If you qualify to file as head of house-
Chapter 1 of Publication 519.(IRAs).  If you make contributions to your hold, your tax rate will be lower than the

rates for single or married filing separately.Individual Retirement Account, your IRA
You will also receive a higher standard de-deduction may be subject to a phaseout Qualifying Person
duction than if you file as single or marriedrule. The phaseout rule applies if either you Each of the following individuals is consid-
filing separately. (You can claim the stan-or your spouse was covered by an em- ered a qualifying person.
dard deduction only if you do not itemizeployer retirement plan, you and your

1) Your child, grandchild, stepchild, ordeductions.)spouse file separate returns, and you lived
adopted child who is:If you file as head of household, youtogether during the year. See Deductible

may use either Form 1040A or Form 1040. a) Single. This child does not have toContributions in Chapter 18.
Indicate your choice of this filing status by be your dependent. However, a fos-
checking the box on line 4 of either form. ter child must be your dependent.Rental activity losses.  If your rental of
Use the Head of a household column of See Chapter 3 for more informationreal estate is a passive activity, you may
the Tax Table or Schedule Z of the Tax on dependents.generally offset a loss of up to $25,000
Rate Schedules, to figure your tax.against your nonpassive income if you ac- b) Married. This child must qualify as

tively participate in the activity. However, your dependent. However, if your
Considered Unmarriedmarried persons filing separate returns married child’s other parent claims

who lived together at any time during the him or her as a dependent under theYou are considered unmarried on the last
year may not claim this offset. Married per- special rules for a Noncustodial par-day of the tax year if you meet all of the fol-
sons filing separate returns who lived apart lowing tests. ent discussed in Chapter 3 under
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Support Test for Divorced or Sepa- you still may be able to claim that filing sta-
rated Parents, the child does not tus. You must have provided more than Cost of Maintaining a Household
have to be your dependent. half of the cost of keeping up a home that

If the qualifying person is a child but not was the individual’s main home for more Amount
your dependent, enter that child’s name in than half the year, or, if less, the period dur- You Total
the space provided on line 4 of Form 1040 ing which the individual lived. Paid Cost
or Form 1040A. Example.  You are unmarried. Your Property taxes $ $

mother lived in an apartment by herself.2) Any relative listed below whom you Mortgage interest
She died on September 2, 1995. The costclaim as a dependent. expense
of the upkeep of her apartment for the year

Rentuntil her death was $6,000. You paid
Parent Brother-in-law $4,000 and your brother paid $2,000. Your Utility charges
Grandparent Sister-in-law brother made no other payments towards Upkeep and repairs
Brother Son-in-law your mother’s support. Your mother had no

Property insuranceSister Daughter-in-law income. Since you paid more than half the
Stepbrother Food consumed cost of keeping up the apartment for your
Stepsister If related by blood: on the premisesmother from January 1, 1995, until her
Stepmother Uncle death, and she qualifies as your depen- Other household
Stepfather Aunt dent, you may file as a head of household. expenses
Half brother Nephew

Totals $ $
Half sister Niece Keeping Up a Home Minus total amount youMother-in-law

You are keeping up a home only if you pay paid ( )Father-in-law
more than half of the cost of its upkeep. Amount others paid $
You may determine whether you paid moreYou are related by blood to an uncle or
than half of the cost of keeping up a homeaunt if he or she is the brother or sister of If you paid more than half the total cost, you
by using the Cost of Maintaining a House-your mother or father. meet the requirement of maintaining a
hold worksheet, later.You are related by blood to a nephew household.

or niece if he or she is the child of your
Costs you include.  Include such costs asbrother or sister.
rent, mortgage interest, taxes, insurance
on the home, repairs, utilities, and foodNote.  A dependent can qualify only
eaten in the home.one taxpayer to use the head of household Qualifying Widow(er)filing status for any tax year.
Costs you do not include.  Do not include With Dependent Child
the cost of clothing, education, medical

Dependents.  If the person you support is treatment, vacations, life insurance, trans- If your spouse died in 1995, you may use
required to be your dependent, you do not portation, or the rental value of a home you married filing jointly as your filing status for
qualify as a head of household if you can own. Also, do not include the value of your 1995 if you would otherwise qualify. The
only claim the exemption under a multiple services or those of a member of your year of death is the last year for which you
support agreement. See Multiple Support household. can file jointly with your deceased spouse.
Agreement in Chapter 3. See Married Filing Jointly, earlier.

State AFDC (Aid to Families with De- You may be eligible to use qualifying
Home of qualifying person.  Generally, pendent Children). State AFDC pay- widow(er) with dependent child as your
the qualifying person must live with you for ments you use to keep up your home do filing status for 2 years following the year of
more than half the year. not count as amounts you paid. They are death of your spouse. For example, if your

Special rule for parent.  You may be amounts paid by others that you must ap- spouse died in 1994, and you have not re-
eligible to file as head of household even if ply against the total cost of keeping up your married, you may be able to use this filing
your dependent parent does not live with home to figure if you paid more than half. status for 1995 and 1996.
you. You must pay more than half the cost This filing status entitles you to use joint
of keeping up a home that was the main return tax rates and the highest standard
home for the entire year for your father or deduction amount (if you do not itemize de-
mother. You are keeping up a main home ductions). This status does not entitle you
for your dependent father or mother if you to file a joint return.
pay more than half the cost of keeping your If you file as qualifying widow(er) with
parent in a rest home or home for the dependent child, you may use either Form
elderly. 1040A or Form 1040. Indicate your filing

Temporary absences.  You are con- status by checking the box on line 5 of ei-
sidered to occupy the same household de- ther form. Write the year your spouse died
spite the temporary absence due to special in the space provided on line 5. Use the
circumstances of either yourself or the Married filing jointly column of the Tax Ta-
other person. Temporary absences due to ble or Schedule Y–1 of the Tax Rate
special circumstances include those due Schedules, to figure your tax.
to illness, education, business, vacation,
and military service. It must be reasonable

Eligibility rules.  You are eligible to file asto assume that you or the other person will
a qualifying widow(er) with dependent childreturn to the household after the temporary
if you meet all of the following tests.absence, and you must continue to main-
1) You were entitled to file a joint returntain a household in anticipation of the

with your spouse for the year yourreturn.
spouse died. (It does not matterDeath or birth.  If the individual who
whether you actually filed a jointqualifies you to use head of household fil-
return).ing status is born or dies during the year,
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2) You did not remarry before the end of Example.  John Reed’s wife died in
the tax year. 1993. John has not remarried. He has con- Death or birth.  If the dependent who

tinued during 1994 and 1995 to keep up a qualifies you to use qualifying widow(er)3) You have a child, stepchild, adopted
home for himself and his dependent child. with dependent child filing status is born orchild, or foster child who qualifies as
For 1993 he was entitled to file a joint re- dies during the year, you still may be ableyour dependent for the year.
turn for himself and his deceased wife. For to claim that filing status. You must have

4) You paid more than half the cost of 1994 and 1995 he may file as qualifying provided more than half of the cost of
keeping up a home that is the main widower with a dependent child. After 1995 keeping up a home that was the depen-
home for you and that child for the en- he can file as head of household if he dent’s main home during the entire part of
tire year, except for temporary ab- qualifies. the year he or she was alive.
sences. See Temporary absences
and Keeping Up a Home, discussed
earlier under Head of Household.

Note.  As mentioned earlier, this filing
status is only available for 2 years following
the year of death of your spouse.
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1040) by multiplying the total number of ex- Death of spouse. If your spouse died dur-
emptions shown in the box on line 6e by ing the year, you can generally claim your
$2,500. spouse’s exemption under the rules just3.

explained under Joint return and Separate
return.Caution.  If your adjusted gross incomePersonal If you remarried during the year, youis $86,025 or more, see Phaseout of Ex-
may not take an exemption for your de-emptions, later.Exemptions and ceased spouse.

If you are a surviving spouse withoutDependents Useful Items gross income and you remarry, you may
You may want to see: be claimed as an exemption on both the fi-

nal separate return of your deceased
Form (and Instructions) spouse and the separate return of your

new spouse whom you married in the same□ 2120 Multiple Support DeclarationImportant Changes
year. If you file a joint return with your new

□ 8332 Release of Claim to spouse, you may be claimed as an exemp-for 1995 
Exemption for Child of Divorced or tion only on that return.

Social security number for dependents. Separated Parents
You must provide the social security num- Final decree of divorce or separate
ber of any person you claim as a depen- maintenance during the year. If you ob-
dent regardless of the dependent’s age. tained a final decree of divorce or separate
However, a social security number is not Exemptions maintenance by the end of the year, you
required for 1995 for a child born during may not take your former spouse’s exemp-There are two types of exemptions: per-November or December of 1995. tion. This rule applies even if you providedsonal exemptions and dependency ex-

all of your former spouse’s support.emptions. While these are both worth theExemption amount.  The amount you can
same amount, different rules apply to eachdeduct as an exemption has increased
type. Exemptions forfrom $2,450 in 1994 to $2,500 in 1995.

Dependents 
Exemption phaseout.  You will lose all or Personal Exemptions You are allowed one exemption for each
part of the benefit of your exemptions if You are generally allowed one exemption person you can claim as a dependent. This
your adjusted gross income goes above a for yourself and, if you are married, one ex- is called a dependency exemption.
certain level. In 1995, the income level emption for your spouse. These are called A person is your dependent if all five of
ranges from $86,025 (for married filing personal exemptions. the dependency tests, discussed later, are
separately) to $172,050 (for married filing met. You may take an exemption for your
jointly) depending upon your filing status. dependent even if your dependent files aYour Own Exemption See Phaseout of Exemptions, later. return. But that dependent cannot claim hisYou may take one exemption for yourself

or her own personal exemption if you areunless you can be claimed as a dependent
entitled to do so. However, see Joint Re-by another taxpayer.
turn Test, later in this chapter.Introduction

Single persons.  If another taxpayer is en-This chapter discusses exemptions. The Child born alive.  If your child was born
titled to claim you as a dependent, you mayfollowing topics will be explained: alive during the year, and the dependency
not take an exemption for yourself. This is tests are met, you may take the full exemp-● Personal exemptions — You generally true even if the other taxpayer does not ac- tion. This is true even if the child lived onlycan take one for yourself and, if you are tually claim your exemption. for a moment. Whether your child was bornmarried, one for your spouse.

alive depends on state or local law. There
● Dependency exemptions — You must Married persons.  If you file a joint return, must be proof of a live birth shown by an of-

meet five dependency tests for each de- you may take your own exemption. If you ficial document, such as a birth certificate.
pendent you claim. If you are entitled to file a separate return, you may take your You may not claim an exemption for a still-
claim an exemption for a dependent, own exemption only if another taxpayer is born child.
that dependent cannot claim a personal not entitled to claim you as a dependent.
exemption on his or her own tax return. Death of dependent.  If your dependent

Your Spouse’s Exemption● Phaseout of exemptions — You get less died during the year and otherwise quali-
of a deduction when your taxable in- fied as your dependent, you can take his orYour spouse is never considered your de-
come goes above a certain amount. her exemption.pendent. You may be able to take one ex-

emption for your spouse only because you Example.  Your dependent mother● Social security number (SSN) require-
are married. See Separate return later. died on January 15. You can take a full ex-ment for dependents.

emption for her on your return.
Joint return. If your spouse had anyExemptions reduce your taxable in-
gross income, as defined in Chapter 1, Housekeepers, maids, or servants.  Ifcome. Generally, you can deduct $2,500
you may claim his or her exemption only if these people work for you, you cannotfor each exemption you claim in 1995. How
you file a joint return. claim them as dependents.you claim an exemption on your tax return

depends on which form you file.
Dependency tests.  The following fiveIf you file Form 1040EZ, the exemption Separate return. If you file a separate re-
tests must be met for you to claim a depen-amount is combined with the standard de- turn, you can claim the exemption for your
dency exemption for a person:duction amount and entered on line 5. spouse only if your spouse had no gross

If you file Form 1040A or Form 1040, income and was not the dependent of an- 1) Member of Household or Relationship
follow the instructions for the form. The to- other taxpayer. This is true even if the other Test
tal number of exemptions you can claim is taxpayer does not actually claim your

2) Citizenship Testthe total in the box on line 6e. Also com- spouse’s exemption. This is also true if
plete line 21 (Form 1040A) or line 36 (Form your spouse is a nonresident alien. 3) Joint Return Test
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4) Gross Income Test Adoption. Before legal adoption, a child is It does not matter if the child lives abroad
considered to be your child if he or she was with the nonresident alien parent.5) Support Test
placed with you for adoption by an author- If you are a U.S. citizen who has legally
ized agency. Also, the child must have adopted a child who is not a U.S. citizen or
been a member of your household. If the resident, and the other dependency tests

Member of Household child was not placed with you by such an are met, the child is your dependent and
agency, the child will meet this test only if you may take the exemption if your home isor Relationship Test 
he or she was a member of your household the child’s main home and the child is aTo meet this test, a person must live with
for your entire tax year. member of your household for your entireyou for the entire year as a member of your

tax year.household or be related to you. If at any
Foster individual. A foster child or adulttime during the year the person was your

Foreign students’ place of residence. must live with you as a member of yourspouse, you may not claim that person as a
Foreign students brought to this countryhousehold for the entire year to qualify asdependent. See Personal Exemptions,
under a qualified international educationyour dependent.earlier.
exchange program and placed in AmericanHowever, if a state, one of its political
homes for a temporary period generallysubdivisions, or a tax-exempt child-placingTemporary absences.  You are consid-
are not U.S. residents and do not meet theagency makes payments to you as a fosterered to occupy the same household de-
citizenship test. They may not be claimedparent, you may not take the child as yourspite the temporary absence due to special
as dependents. However, if you provided adependent. Your expenses are incurred oncircumstances of either yourself or the
home for a foreign student, you may bebehalf of the agency that made paymentsother person. Temporary absences due to
able to take a charitable contribution de-to you. Expenses you incur in excess ofspecial circumstances include those due
duction. See Expenses Paid for Studentnontaxable payments you receive are al-to illness, education, business, vacation,
Living With You in Chapter 26.lowed as charitable contributions. You mayand military service.

deduct these contributions on Schedule AIf the person is placed in a nursing
(Form 1040) if you itemize deductions. Ifhome for an indefinite period of time to re- Joint Return Test 
you receive taxable payments, your ex-ceive constant medical care, the absence Even if the other dependency tests arepenses may be deductible as business ex-is considered temporary. met, you are generally not allowed an ex-penses. See Foster-care providers under

emption for your dependent if he or sheIncome Not Taxed in Chapter 13 and Fos-Death or birth.  A person who died during files a joint return.ter parents in Chapter 26.the year, but was a member of your house-
Example.  You supported your daugh-hold until death, will meet the member of

ter for the entire year while her husbandCousin.  Your cousin will meet this testhousehold test. The same is true for a child
was in the Armed Forces. The couple filesonly if he or she lives with you as a memberwho was born during the year and was a
a joint return. Even though all the otherof your household for the entire year. Amember of your household for the rest of
tests are met, you may not take an exemp-cousin is a descendant of a brother or sis-the year. The test is also met if a child
tion for your daughter.ter of your father or mother and does notwould have been a member except for any

qualify under the relationship test.required hospital stay following birth.
Exception.  The joint return test does not
apply if a joint return is filed by the depen-Joint return.  If you file a joint return, youTest not met.  A person does not meet the
dent and his or her spouse merely as ado not need to show that a dependent ismember of household test if at any time
claim for refund and no tax liability wouldrelated to both you and your spouse. Youduring your tax year the relationship be-
exist for either spouse on the basis of sep-also do not need to show that a dependenttween you and that person violates local
arate returns.is related to the spouse who provideslaw.

support. Example.  Your son and his wife each
Relatives not living with you.  A person For example, your spouse’s uncle who had less than $2,000 of wages and no
related to you in any of the following ways receives more than half his support from unearned income. Neither is required to file
does not have to live with you for the entire you may be your dependent, even though a tax return. Taxes were withheld from their
year as a member of your household to he does not live with you. However, if you income, so they file a joint return to get a
meet this test. and your spouse file separate returns, refund. You are allowed exemptions for

your spouse’s uncle can be your depen- your son and daughter-in-law if the otherYour child, grandchild, great
dent only if he is a member of your house- dependency tests are met.grandchild, etc. (a legally adopted
hold and lives with you for your entire taxchild is considered your child)
year. Gross Income Test Your stepchild

Generally, you may not take an exemptionYour brother, sister, half brother, half Citizenship Test for a dependent if that person had gross in-sister, stepbrother, or stepsister
To meet the citizenship test, a person must come of $2,500 or more for the year. This

Your parent, grandparent, or other di- be a U.S. citizen or resident, or a resident test does not apply if the person is your
rect ancestor, but not foster parent of Canada or Mexico, for some part of the child and is either under age 19, or a stu-

calendar year in which your tax year dent under age 24, as discussed later.Your stepfather or stepmother
begins. If you file on a fiscal year basis, theA brother or sister of your father or

gross income test applies to the calendarmother
year in which your fiscal year begins.Children’s place of residence.  Children

A son or daughter of your brother or usually are citizens or residents of the
sister country of their parents. Gross income.  All income in the form of

Your father-in-law, mother-in-law, son- If you were a U.S. citizen when your money, property, and services that is not
in-law, daughter-in-law, brother-in- child was born, the child may be a U.S. citi- exempt from tax is gross income.
law, or sister-in-law zen although the other parent was a non- In a manufacturing, merchandising, or

resident alien and the child was born in a mining business, gross income is the total
Any of these relationships that were estab- foreign country. If so, and the other depen- net sales minus the cost of goods sold,
lished by marriage are not ended by death dency tests are met, the child is your de- plus any miscellaneous income from the
or divorce. pendent and you may take the exemption. business.
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Gross receipts from rental property are used for tuition, fees, supplies, books, and a permanently and totally disabled individ-
gross income. Do not deduct taxes, re- equipment required for particular courses ual at a sheltered workshop. The availabil-
pairs, etc., to determine the gross income are not included in gross income. For more ity of medical care must be the main rea-
from rental property. information, see Chapter 13. son the individual is at the workshop. Also,

Gross income includes a partner’s Tax-exempt income, such as certain the income must come solely from activi-
share of the gross, not a share of the net, social security payments, is not included in ties at the workshop that are incident to
partnership income. gross income. See Income Not Taxed in this medical care. A sheltered workshop is

Gross income also includes all unem- Chapter 13. a school operated by certain tax-exempt
ployment compensation and certain schol- For this gross income test, gross in- organizations, or by a state, a U.S. posses-
arship and fellowship grants. Scholarships come does not include income received by sion, a political subdivision of a state or
received by degree candidates that are
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possession, the United States, or the Dis- Night school.  Your child is not a full- the same way as dependency allotments in
trict of Columbia, that provides special in- time student while attending school only at figuring support. Both the allotment of pay
struction or training designed to alleviate night. However, full-time attendance at a and the tax-exempt basic allowance for
the disability of the individual. school may include some attendance at quarters are considered as provided by

night as part of a full-time course of study. you for support.
Child defined.  For purposes of the gross
income test, your child is your son, step- Tax-exempt income.  In figuring a per-Support Test 
son, daughter, stepdaughter, a legally son’s total support, include tax-exempt in-

You must provide more than half of a per-adopted child, or a child who was placed come, savings, and borrowed amounts
son’s total support during the calendarwith you by an authorized placement used to support that person. Tax-exempt
year to meet the support test. You figureagency for your legal adoption. A foster income includes certain social security
whether you have provided more than halfchild who was a member of your house- benefits, welfare benefits, nontaxable life
by comparing the amount you contributedhold for your entire tax year is also consid- insurance proceeds, Armed Forces family
to the person’s support with the entireered your child. See Foster individual, allotments, nontaxable pensions, and tax-
amount of support the person receivedearlier. exempt interest.
from all sources. This amount includes the

Example 1.  You provide $2,000 to-person’s own funds used for support. YouChild under 19.  If your child is under 19 at ward your mother’s support during themay not include in your contribution anythe end of the year, the gross income test year. She has taxable income of $600,part of your child’s support that is paid fordoes not apply. Your child may have any nontaxable social security benefit pay-by the child with the child’s own wages,amount of income and still be your depen- ments of $1,800, and tax-exempt interesteven if you pay the wages. See Total Sup-dent if the other dependency tests are met. of $200. She uses all these for her support.port, later. For exceptions to the support
Example.  Marie Grey, 18, earned You may not claim your mother as a de-test, see Multiple Support Agreement and

$2,700. Her father provided more than half pendent because the $2,000 you provide isSupport Test for Divorced or Separated
her support. He can claim her as a depen- not more than half of her total support ofParents, later.
dent because the gross income test does $4,600.A person’s own funds are not support
not apply and the other dependency tests unless they are actually spent for support. Example 2.  Your daughter takes out a
were met. student loan of $2,500 and uses it to payExample.  Your mother received

her college tuition. She is personally re-$2,400 in social security benefits and $300Student under age 24. If your child is a sponsible for the loan. You provide $2,000in interest. She paid $2,000 for lodging andstudent, the gross income test does not toward her total support. You may not$400 for recreation.apply if the child is under age 24 at the end claim your daughter as a dependent be-Even though your mother received a to-of the calendar year. The other depen- cause you provide less than half of hertal of $2,700, she spent only $2,400 for herdency tests must still be met. support.own support. If you spent more thanStudent defined.  To qualify as a stu- Social security benefit payments.  If$2,400 for her support and no other sup-dent your child must be, during some part a husband and wife each receive pay-port was received, you have provided moreof each of 5 calendar months during the ments that are paid by one check made outthan half of her support.ca lendar  year  (no t  necessar i l y to both of them, half of the total paid is con-
consecutive): sidered to be for the support of eachCost determines support.  The total cost,
1) A full-time student at a school that has spouse, unless they can show otherwise.not the period of time you provide the sup-

a regular teaching staff, course of If a child receives social security bene-port, determines whether you provide more
study, and regularly enrolled body of fits and uses them toward his or her ownthan half of the support.
students in attendance, or support, the payments are considered as

provided by the child.Year support is provided.  The year you2) A student taking a full-time, on-farm
Support provided by the stateprovide the support is the year you pay fortraining course given by a school de-

(AFDC, food stamps, housing, etc.).it, even if you do so with borrowed moneyscribed in (1) above or a state, county,
Benefits provided by the state to a needythat you repay in a later year.or local government.
person, such as AFDC (Aid to Families withIf you use a fiscal year to report your in-
Dependent Children) generally is consid-come, you must provide more than half ofFull-time student defined.  A full-time
ered to be used for support. However, pay-the dependent’s support for the calendarstudent is a person who is enrolled for the
ments based on the needs of the recipientyear in which your fiscal year begins.number of hours or courses the school
will not be considered as used entirely forconsiders to be full-time attendance.
that person’s support if it is shown that partArmed Forces dependency allotments. School defined.  The term ‘‘school’’ in-
of the payments were not used for thatBoth the part of the allotment contributedcludes elementary schools, junior and se-
purpose.by the government and the part withheldnior high schools, colleges, universities,

from your military pay are considered pro-and technical, trade, and mechanical
Home for the aged.  If you make a lump-vided by you in figuring whether you pro-schools. It does not include on-the-job
sum advance payment to a home for thevide more than half of the support. If yourtraining courses, correspondence schools,
aged to take care of your relative for lifeallotment is used to support persons otherand night schools.
and the payment is based on that person’sthan those you name, you may take the ex-Example.  James Clay, 22, attends col-
life expectancy, the amount of your sup-emptions for them if they otherwise qualifylege as a full-time student. During the sum-
port each year is the lump-sum payment di-as dependents.mer, James earned $2,700, which he spent
vided by the relative’s life expectancy.for his support. His parents provided more Example.  You are in the Armed
Your support also includes any otherthan $2,700 toward his support and the Forces. You authorize an allotment for
amounts that you provided during the year.other dependency tests were met. On their your widowed mother that she uses for the

return, they may take the exemption for support of herself and your sister. If it pro-
Total Support James as a dependent. vides more than half of their support, you

Vocational high school students. may take an exemption for each of them, To figure if you provided more than half of
People who work on ‘‘co-op’’ jobs in pri- even though you authorize the allotment the support of a person, you must first de-
vate industry as a part of the school’s pre- only for your mother. termine the total support provided for that
scribed course of classroom and practical Tax-exempt military quarters al- person. Total support includes amounts
training are considered full-time students. lowances.  These allowances are treated spent to provide food, lodging, clothing,
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education, medical and dental care, recre- you do not provide the total lodging, the to- trimmed. Because a lawn mower is ordina-
a t ion ,  t ranspor ta t ion ,  and  s im i la r tal fair rental value must be divided de- rily an item you buy for personal and family
necessities. pending on how much of the total lodging reasons that benefits all members of the

Generally, the amount of an item of you provide. If you provide only a part and household, you cannot include the cost of
support is the amount of the expense in- the person supplies the rest, the fair rental the lawn mower in the support of your
curred in providing that item. Expenses value must be divided between the two of child.
that are not directly related to any one you according to the amount each of you Example 2.  You buy a $150 televisionmember of a household, such as the cost provides. set as a birthday present for your 12-year-of food for the household, must be divided Example.  Your parents live rent free in old child. The television set is placed inamong the members of the household. If a house you own. It has a fair rental value your child’s bedroom. You include the costthe item is lodging, the amount of such of $5,400 a year furnished, which includes of the television set in the support of youritem is its fair rental value.

a fair rental value of $3,600 for the house child.
Example.  Your parents live with you, and $1,800 for the furniture. This does not

Example 3.  You pay $5,000 for a caryour spouse, and your two children in a include heat and utilities. The house is
and register it in your name. You and yourhouse you own. The fair rental value of completely furnished with furniture belong-
17-year-old daughter use the car equally.your parents’ share of lodging is $2,000 a ing to your parents. You pay $600 for their
Because you own the car and do not give ityear, which includes furnishings and utili- utility bills. Utilities are not usually included
to your daughter but merely let her use it,ties. Your father receives a nontaxable in rent for houses in the area where your
you cannot include the cost of the car inpension of $4,200, which he spends parents live. Therefore, you consider the
your daughter’s total support. However,equally between your mother and himself total fair rental value of the lodging to be
you can include in your daughter’s supportfor items of support such as clothing, trans- $6,000 ($3,600 fair rental value of the un-
your out-of-pocket expenses of operatingportation, and recreation. Your total food furnished house, $1,800 allowance for fur-
the car for her benefit.expense for the household is $6,000. Your nishings provided by your parents, and

heat and utility bills amount to $1,200. Your Example 4.  Your 17-year-old son, us-$600 cost of utilities) of which you are con-
mother has hospital and medical expenses ing personal funds, buys a car for $4,500.sidered to provide $4,200 ($3,600 +
of $600, which you pay during the year. You provide all the rest of your son’s sup-$600).
Figure your parents’ total support as port — $4,000. Since the car is bought andPerson living in his or her own home.
follows: owned by your son, the car’s fair marketThe total fair rental value of a person’s

value ($4,500) must be included in his sup-home that he or she owns is consideredSupport provided 
port. The $4,000 support you provide issupport contributed by that person.

Father Mother less than half of his total support of $8,500.If you help to keep up the home by pay-
Fair rental value of lodging . . . $1,000 $1,000 You canno t  c la im your  son  as  aing interest on the mortgage, real estate
Pension spent for their support dependent.taxes, fire insurance premiums, ordinary

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,100 2,100 repairs, or other items directly related to
Share of food (1/6 of $6,000) 1,000 1,000 the home, or give someone cash to pay Medical insurance premiums.  Medical
Medical expenses for those expenses, reduce the total fair rental insurance premiums you pay, including

mother . . . . . . . . . . . . . . . . . . . . . . 600 value of the home by those amounts in fig- premiums for supplementary Medicare
Parents’ total support $4,100 $4,700 uring that person’s own contribution. coverage, are included in the total support

you provide.Example.  You provide $6,000 cash for
You must figure the dependency status Medical insurance benefits.  Theseyour father’s support during the year. He

of each parent separately. You provide benefits, including basic and supplemen-lives in his own home, which has a fair
$2,000 ($1,000 lodging, $1,000 food) of tary Medicare benefits, are not part ofrental value of $6,600 a year. He uses
your father’s total support of $4,100 — less support.$800 of the money you give him to pay his
than half. You provide $2,600 to your real estate taxes. Your father’s contribu-
mother ($1,000 lodging, $1,000 food, $600 tion for his own lodging is $5,800 ($6,600 Tuition payments and allowances under
medical) — more than half of her total sup- –  $800 for taxes). the GI Bill.  Amounts veterans receive
port of $4,700. You may claim your mother Living with someone rent free.  If you under the GI Bill for tuition payments and
as a dependent, but not your father. Heat live with a person rent free in his or her allowances while they attend school are in-
and utility costs are included in the fair home, you must reduce the amount you cluded in total support.
rental value of the lodging, so these are not provide for support by the fair rental value Example.  During the year, your son re-considered separately. of lodging he or she provides you.

ceives $2,200 from the government under
the GI Bill. He uses this amount for his edu-Lodging defined.  Lodging is the fair Property.  Property provided as support is cation. You provide the rest of his supportrental value of the room, apartment, or measured by its fair market value. Fair mar- — $2,000. Because GI benefits are in-house in which the person lives. It includes ket value is the price that property would cluded in total support, your son is not youra reasonable allowance for the use of fur- sell for on the open market. It is the price dependent.niture and appliances, and for heat and that would be agreed upon between a will-

other utilities. ing buyer and a willing seller, with neither
Fair rental value defined. This is the Other support items.  Other items may bebeing required to act, and both having rea-

amount you could reasonably expect to re- considered as support depending on thesonable knowledge of the relevant facts.
ceive from a stranger for the same kind of facts in each case. For example, if you payCapital expenses.  Capital items, such
lodging. It is used in place of rent or taxes, someone to provide child care or disabledas furniture, appliances, and cars, that are
interest, depreciation, paint, insurance, dependent care, you may include thesebought for a person during the year may be
utilities, cost of furniture and appliances, payments as support, even if you claim aincluded in total support under certain
etc. In some cases, fair rental value may be credit for them. For information on thecircumstances.equal to the rent paid. credit, see Chapter 33.The following examples show when aIf you are considered to provide the to-

capital item is or is not support.tal lodging, determine the fair rental value Do Not Include in Total SupportExample 1.  You buy a $200 powerof the room the person uses, or a share of
The following items are not included in to-lawn mower for your 13-year-old child. Thethe fair rental value of the entire dwelling if
tal support:child is given the duty of keeping the lawnthe person has use of your entire home. If
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Table 3-1. Worksheet for Determining Support
Income

1) Did the person you supported receive any income, such as wages, interest, dividends, pensions, rents,
social security, or welfare? (If yes, complete lines 2, 3, 4, and 5) □  Yes □  No

2) Total income received $

3) Amount of income used for support $

4) Amount of income used for other purposes $

5) Amount of income saved $

(The total of lines 3, 4, and 5 should equal line 2)

Expenses for Entire Household (where the person you supported lived)

6) Lodging (Complete item a or b)

a) Rent paid $

b) If not rented, show fair rental value of home. If the person you supported owned the home, include this
amount in line 20. $

7) Food $

8) Utilities (heat, light, water, etc. not included in line 6a or 6b) $

9) Repairs (not included in line 6a or 6b) $

10) Other. Do not include expenses of maintaining home, such as mortgage interest, real estate taxes, and
insurance. $

11) Total household expenses (Add lines 6 through 10) $

12) Total number of persons who lived in household

Expenses for the Person You Supported

13) Each person’s part of household expenses (line 11 divided by line 12) $

14) Clothing $

15) Education $

16) Medical, dental $

17) Travel, recreation $

18) Other (specify)

$

19) Total cost of support for the year (Add lines 13 through 18) $

20) Amount the person provided for own support (line 3, plus line 6b if the person you supported
owned the home) $

21) Amount others provided for the person’s support. Include amounts provided by state, local, and other
welfare societies or agencies. Do not include any amounts included on line 2. $

22) Amount you provided for the person’s support (line 19 minus lines 20 and 21) $

23) 50% of line 19 $

If line 22 is more than line 23, you meet the support test for the person. If the person meets the other dependency tests, you may claim
an exemption for that person. If line 23 is more than line 22, you may still be able to claim an exemption for that person under a multiple
support agreement. See Multiple Support Agreement in this chapter.

1) Federal, state, and local income taxes support of the child who receives When this happens, you may agree that
paid by persons from their own them. any one of you who individually provides
income. more than 10% of the person’s support,

but only one, may claim an exemption for2) Social security and Medicare taxes
that person. Each of the others must sign apaid by persons from their own Multiple Support written statement agreeing not to claim theincome.
exemption for that year. The statementsAgreement3) Life insurance premiums. must be filed with the income tax return ofSometimes no one provides more than half4) Funeral expenses. the person who claims the exemption.of the support of a person. Instead, two or
Form 2120, Multiple Support Declaration,5) Scholarships received by your child if more persons, each of whom would be
is used for this purpose.your child is a full-time student. able to take the exemption but for the sup-

Example 1.  You, your sister, and yourport test, together provide more than half6) Survivors’ and Dependents’ Educa-
two brothers provide the entire support oftional Assistance payments used for the person’s support.
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your mother for the year. You provide 45%, Custody.  Custody is usually deter- are considered to have provided more than
your sister 35%, and your two brothers mined by the terms of the most recent de- half of the child’s support.
each provide 10%. Either you or your sister cree of divorce or separate maintenance, Written declaration. The custodial
may claim an exemption for your mother. or a later custody decree. If there is no de- parent should use Form 8332, Release of
The other must sign a Form 2120 or a writ- cree, use the written separation agree- Claim to Exemption for Child of Divorced or
ten statement agreeing not to take an ex- ment. If neither a decree nor agreement Separated Parents, or a similar statement,
emption for her. Because neither brother establishes custody, then the parent who to make the written declaration to release
provides more than 10% of the support, has the physical custody of the child for the the exemption to the noncustodial parent.
neither can take the exemption. They do greater part of the year is considered to The noncustodial parent must attach the
not have to sign a Form 2120 or the written have custody of the child. This also applies form or statement to his or her tax return.
statement. if the validity of a decree or agreement The exemption may be released for a

awarding custody is uncertain because of single year, for a number of specified yearsExample 2.  You and your brother each
legal proceedings pending on the last day (for example, alternate years), or for all fu-provide 20% of your mother’s support for
of the calendar year. ture years, as specified in the declaration.the year. The remaining 60% of her sup-

If the parents are divorced or separated If the exemption is released for more thanport is provided equally by two persons
one year, the original release must be at-during the year and had joint custody of thewho are not related to her. She does not
tached to the return of the noncustodialchild before the separation, the parent wholive with them. Because more than half of
parent for the first year of such release,has custody for the greater part of the resther support is provided by persons who
and a copy of the release must be attachedof the year is considered to have custodycannot claim her as a dependent, no one
to the return for each succeeding taxableof the child for the tax year.may take the exemption.
year for which the noncustodial parentExample 1.  Under the terms of your di-Example 3.  Your father lives with you
claims the exemption.vorce, you have custody of your child forand receives 25% of his support from so-

Children who didn’t live with you.  If10 months of the year. Your former spousecial security, 40% from you, 24% from his
you are claiming a child who didn’t live withhas custody for the other 2 months. Youbrother, and 11% from a friend. Either you
you under the rules for children of divorcedand your former spouse provide the child’sor your uncle may take the exemption for
or separated parents, enter the number oftotal support. You are considered to haveyour father. A Form 2120 or a written state-
children who did not live with you (or whoprovided more than half of the support ofment from the one not claiming the exemp-
lived with their other parent for the greaterthe child. However, see Noncustodial par-tion must be attached to the return of the
part of the year) on the line to the right ofent, below.one who takes the exemption.
line 6c of Form 1040 or Form 1040A la-

Example 2.  You and your former beled ‘‘No. of your children on 6c who
spouse provided your child’s total supportSupport Test didn’t live with you due to divorce or
for 1995. You had custody of your child separation.’’for Divorced or under your 1991 divorce decree, but on Then you must either:
August 31, 1995, a new custody decreeSeparated Parents

1) Check the box on line 6d of your Formgranted custody to your former spouse.The support test for a child of divorced or
1040 or Form 1040A if your divorceBecause you had custody for the greaterseparated parents is based on special
decree or written separation agree-part of the year, you are considered torules that apply only if:
ment was in effect before 1985 and ithave provided more than half of your

1) The parents are divorced or legally states that you can claim the child aschild’s support.
separated under a decree of divorce your dependent, or
or separate maintenance, or sepa- Noncustodial parent. The noncustodial 2) Attach Form 8332 or a similar state-rated under a written separation parent will be treated as providing more ment to your return. If your divorce de-agreement, or lived apart at all times than half of the child’s support if: cree or separation agreement wentduring the last 6 months of the calen-

into effect after 1984 and it uncondi-1) The custodial parent signs a writtendar year,
tionally states that you can claim thedeclaration that he or she will not

2) One or both parents provide more child as your dependent, you may at-claim the exemption for the child, and
than half of the child’s total support for tach a copy of the following pagesthe noncustodial parent attaches this
the calendar year, and from the decree or agreement instead:written declaration to his or her return,

3) One or both parents have custody of a) Cover page (write the other parent’s2) A decree or agreement went into ef-
the child for more than half of the cal- social security number on thisfect after 1984 and states the noncus-
endar year. page),todial parent can claim the child as a

dependent without regard to any con- b) The page that states you can claim
‘‘Child’’ is defined earlier under Gross dition, such as payment of support, or the child as your dependent, andIncome Test.

3) A decree or agreement executed c) Signature page with the other par-This discussion does not apply if the
before 1985 provides that the noncus- ent’s signature and the date of thesupport of the child is determined under a
todial parent is entitled to the exemp- agreement.multiple support agreement, discussed
tion, and he or she provides at leastearlier.
$600 for the child’s support during the Enter the total number of children who
year, unless the pre-1985 decree or did not live with you for reasons other thanCustodial parent. The parent who has
agreement is modified after 1984 to divorce or separation on the line labeledcustody of the child for the greater part of
specify that this provision will not ‘‘Dependents on 6c not entered above.’’the year (the custodial parent) is generally
apply. Include your dependent children who weretreated as the parent who provides more

not U.S. citizens and who lived in Canadathan half of the child’s support. It does not
or Mexico during 1995.Example.  Under the terms of yourmatter whether the custodial parent actu-

ally provided more than half of the support. 1982 divorce decree, your former spouse
The noncustodial parent is the parent who Child support. All child support paymentshas custody of your child. The decree spe-
has custody of the child for the shorter part actually received from the noncustodialcifically states that you are entitled to the
of the year or who does not have custody parent are considered used for the supportexemption. You provide at least $600 in
at all. of the child.child support during the calendar year. You
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Example.  The noncustodial parent to provide half of your child’s lodging. How- or December of 1995) in column (2) of line
provides $1,200 for the child’s support. ever, if the divorce decree gives only you 6c of your Form 1040 or Form 1040A. If
This amount is considered as support pro- the right to use and live in the home, you your dependent was born in November or
vided by the noncustodial parent even if are considered to provide your child’s en- December of 1995 and does not have an
the $1,200 was actually spent on things tire lodging. It does not matter if the legal ti- SSN, enter ‘‘11/95’’ or ‘‘12/95’’ in column
other than support. tle to the home remains in the names of (2). If you do not list the dependent’s SSN

Back child support.  Even if you owed both parents. when required or if you list an incorrect
child support for an earlier year, your pay- SSN, your refund will be delayed. Also, you
ments are considered support for the year may be subject to a $50 penalty. This pen-
paid, up to the amount of your required alty may be waived if you can show reason-Phaseout ofchild support for that year. If the support

able cause for not providing your depen-payments are more than the amount re-
dent’s SSN.Exemptionsquired for this year, any payment for an

earlier year is not support provided by the The amount you can claim as a deduction
noncustodial parent for either the earlier No social security number.  If a personfor exemptions is phased out once your ad-
year or for this year. It is reimbursement to whom you expect to claim as a dependentjusted gross income (AGI) goes above a
the custodial parent for amounts paid for certain level for your filing status. These on your return does not have an SSN, ei-
the support of the children in an earlier levels are as follows: ther you or that person should apply for an
year. SSN as soon as possible by filing Form

AGI Level Example.  Under your divorce decree, SS–5, Application for a Social Security
Which Reduces you must pay $400 a month to your former Card, with the Social Security Administra-

Filing Status Exemption Amount spouse for the support of your two chil- tion (SSA). Information about applying for
dren. Last year you paid $4,000 instead of Married filing an SSN and Form SS–5 is available at your
$4,800 ($400 ×  12 months) due for the separately $ 86,025 local SSA office.
year. This year, if you pay the full amount, Single 114,700 It usually takes about 2 weeks to get anthe entire $4,800 is considered support Head of household 143,350 SSN.that you provided. If you also pay any part Married filing jointly 172,050
of the $800 you owe from last year, that Qualifying widow(er) 172,050
amount is not included as support provided Dependents living in Mexico or Canada.
by you in either year. You must reduce the dollar amount of Taxpayers who claim dependents living in

Third-party support.  Support pro- your exemptions by 2% for each $2,500, or Mexico or Canada must have SSNs for
vided by a third party for a divorced or sep- part of $2,500 ($1,250 if you are married fil- these dependents.
arated parent is not included as support ing separately), that your AGI exceeds the To obtain SSNs for these dependents,
provided by that parent. However, see Re- amount shown above for your filing status. complete Form SS–5 and check the
married parent, below. If your AGI exceeds the amounts shown ‘‘Other’’ box for line 3, Citizenship. Attach a

Example.  You are divorced. During the above by more than $122,500 ($61,250 if statement to explain that the SSN is
whole year, you and your child live with married filing separately), the amount of needed for income tax purposes for a de-
your mother in a house she owns. The fair your deduction for exemptions is reduced pendent living in Mexico or Canada.
rental value of the lodging provided by your to zero. A dependent living in Mexico may ap-mother for your child is $1,000. The home If your AGI exceeds the level for your fil- ply for an SSN at the U.S. Embassy in Mex-provided by your mother is not included in ing status, use the Deduction for Exemp-

ico City or at any U.S. consulate in Mexico.the amount of support you provide. tions Worksheet in the instructions for
If you claim a dependent who lives in Mex-Remarried parent.  If you remarry, the Form 1040 to figure the amount of your de-
ico, enter ‘‘MX’’ instead of a number in col-support provided by your new spouse is duction for exemptions.
umn (4) of line 6c of your Form 1040 ortreated as provided by you.
Form 1040A.Example.  You have two children from

A dependent living in Canada may ap-a former marriage who live with you. You
ply for an SSN at the American Embassy inSocial Securityhave remarried and are living in a home
Ottawa or at a consulate. Those living nearowned by your present spouse. The fair Number for the U.S. border may also apply at an SSArental value of the home provided to the
office in a nearby American city. If youchildren by your present spouse is treated Dependents
claim a dependent who lives in Canada,as provided by you.
enter ‘‘CN’’ instead of a number in columnYou must list the social security numberHome jointly owned.  If you and your
(4) of line 6c of your Form 1040 or Form(SSN) of any person you claim as a depen-former spouse have the right to use and
1040A.dent (except a child born during Novemberlive in the home, each of you is considered
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same duties and have the same responsi- most people use, report only the items of
bilities. For simplicity, the term personal income that the decedent actually or con-
representative will be used throughout this structively received before death and de-4.
chapter to refer to these ‘‘appointed’’ duct only the expenses the decedent paid
representatives. before death. For an exception for certainDecedents The surviving spouse may or may not medical expenses not paid before death,
be the personal representative, depending see  Med ica l  cos ts ,  l a te r ,  under
on the terms of the decedent’s will or the Deductions.
court appointment. Accrual method.  If the decedent used

an accrual method of accounting, reportIntroduction
Duties.  The primary duties of a personal only those items of income that the dece-

This chapter discusses the tax responsibili- representative are to collect all of the de- dent accrued, or earned, before death. De-
ties of the person who is in charge of the cedent’s assets, pay the creditors, and dis- duct those expenses the decedent was lia-
property of a decedent (person who died). tribute the remaining assets to the heirs or ble for before death, regardless of whether
It also covers the following topics: other beneficiaries. the expenses were paid.

The personal representative must also:● Filing the decedent’s final return Additional information.  For more in-
1) Notify the IRS that he or she is acting formation on the cash and accrual meth-● Tax effects on survivors and

as the personal representative (as dis- ods, see Accounting Methods in Chapter 1.beneficiaries
cussed below),

Who must file the return?  The personalThis chapter does not discuss  the 2) File any income tax return that is due
representative of the decedent is responsi-requirements for filing an income tax return (see Final Return for the Decedent,
ble for filing any income tax returns andof an estate (Form 1041). For information next),
making sure that any income tax that is dueon Form 1041, see Income Tax Return of 3) Make sure that any income tax that is
is paid. This includes the final income taxan Estate–Form 1041 in Publication 559. due is paid, and
return of the decedent (for the year ofThis chapter also does not discuss the re-

4) Provide the payers of any interest and death) and any returns not filed for preced-quirements for filing an estate tax return
dividends the name(s) and identifica-(Form 706). For information on Form 706, ing years.
tion number(s) of the new owner(s)see Publication 448, Federal Estate and Example.  Roberta Russell died on(see Interest and Dividend IncomeGift Taxes. February 5, 1996, before filing her 1995 tax(Forms 1099) later).

return. Her personal representative must
Useful Items file her 1995 tax return as well as her finalFor more information on the duties andYou may want to see: tax return for 1996.responsibilities of the personal representa-

Exception.  Under certain circum-tive, see Duties under Personal Represent-Publication stances, a surviving spouse may be able toatives in Publication 559, and Executors
file a joint final return or joint returns for□ 559 Survivors, Executors, and and Administrators in Publication 448.
preceding years for which returns have notAdministrators
yet been filed. See Joint return, later.Notifying the IRS.  You can use Form 56

Form (and Instructions) to notify the District Director.
Filing the return.  When you file a return□ 56 Notice Concerning Fiduciary
for the decedent, either as the personalRelationship
representative or as the surviving spouse,

□ 1310 Statement of Person Claiming Final Return you should write ‘‘DECEASED,’’ the de-
Refund Due a Deceased Taxpayer cedent’s name, and the date of deathfor the Decedent 

□ 4810 Request for Prompt across the top of the tax return. This same
The same filing requirements that apply toAssessment Under Internal Revenue information should be included on any
individuals (income, age, and filing status)Code Section 6501(d) Form 1040X, Amended U.S. Individual In-
determine if a final income tax return must come Tax Return, that you file for the
be filed for the decedent and whether decedent.
Form 1040, Form 1040A, or Form 1040EZ If the decedent and surviving spousePersonal should be used. Filing requirements are are filing a joint return, you should write the
discussed in Chapter 1. name and address of the decedent and theRepresentatives 

surviving spouse in the name and address
A personal representative of an estate can Refunds.  If none of the filing requirements space. If a joint return is not being filed,
be an executor, an administrator, or any- are met, but the decedent had tax withheld write the decedent’s name in the name
one who is in charge of the decedent’s or paid estimated tax, a final return should space and the personal representative’s
property. be filed to get a refund. See Claiming a re- name and address in the remaining space.

fund, later. A final return should also be
Example 1.  John Stone died in earlyExecutor.  Generally, an executor (or ex- filed if the decedent was entitled to a re-

1995. He was survived by his wife Jane.ecutrix) is named in a decedent’s will to ad- fundable credit such as the earned income
His final joint return included the requiredminister the estate (property and debts left credit. See Chapters 35 and 36 for addi-
information as shown in the illustration ofby the decedent) and distribute properties tional information on refundable credits.
the top of Form 1040.as the decedent has directed.

Methods of accounting.  The method of
Signing the return.  If a personal repre-Administrator.  An administrator (or ad- accounting used by the decedent generally
sentative has been appointed, the per-ministratrix) is usually appointed by the determines what income you must include
sonal representative must sign the return.court if no will exists, if no executor was and what deductions you can take on the
If a joint return is filed, the surviving spousenamed in the will, or if the named executor final return. Generally, individuals use one
must also sign it.cannot or will not serve. of two methods of accounting: cash or

If no personal representative has beenaccrual.
appointed by the due date for filing the re-Personal representative.  In general, an Cash method.  If the decedent used
turn, the surviving spouse (on a joint return)executor and an administrator perform the the cash method of accounting, which
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should sign the return and write in the sig- Form 1040A, or Form 1040EZ for the de- on a Saturday, Sunday, or legal holiday,
cedent, you also do not have to file Formnature area ‘‘Filing as surviving spouse.’’ you can file on the next business day.
1310, but you must attach to the return aSee Joint return, later. You can mail the decedent’s final in-
copy of the court certificate showing yourIf no personal representative has been come tax return to the Internal Revenue
appointment.appointed and if there is no surviving Service Center for the area where you live.

spouse, the person in charge of the dece- Example.  Joe Brown died on January
dent’s property must file and sign the re- 14, 1996, before filing his 1995 tax return.

Request for prompt assessment of tax.turn as ‘‘personal representative.’’ On April 4, 1996, you are appointed the
As the personal representative for the de-personal representative for Joe’s estate,Example 2.  Assume in example 1 that cedent’s estate, you must see to it that anyand you file his Form 1040 for 1995 show-

Mrs. Stone is filing as a surviving spouse. additional taxes that the decedent maying a refund due. You do not need to attach
No personal representative has been ap- owe are paid. The IRS usually has 3 yearsForm 1310 to claim the refund, but you
pointed. She signs their final joint return as after the filing of a return to charge any ad-must attach to his return a copy of the court
shown in the illustration of the bottom of ditional tax that may be due. Returns filedcertificate to show that you are the ap-
Form 1040. before the due date are treated as filed onpointed personal representative of Joe’s

the due date.estate.
You can shorten the time that the IRSClaiming a refund. Generally, a person

has to charge the decedent’s estate anywho is filing a return for a decedent and When and where to file. The final return is
additional tax by requesting a prompt as-claiming a refund must file Form 1310, with due by the date the decedent’s return
sessment of the decedent’s income taxes.the return. However, if you are a surviving would have been due had death not oc-
This request reduces the time the IRS hasspouse filing a joint return with the dece- curred. The final return for a calendar year
to charge any additional tax from 3 yearsdent, you do not have to file Form 1310. If taxpayer is generally due by April 15 of the

you are a court appointed or certified per- from the date the return is filed to 18year following the year of death. However,
sonal representative filing Form 1040, when the due date for filing tax returns falls months from the date the IRS receives the
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request. This may permit a quicker settle- one year from the due date of the return to Business Income 
ment of the tax responsibilities of the es- file a separate return for the decedent. This section discusses some of the busi-
tate and earlier distribution of the dece- The joint return would then become the ness income which may have to be in-
dent ’s  assets,  such as money and separate return of the surviving spouse. cluded on the final return.
property, to the beneficiaries. The decedent’s items would be excluded,

You can make the request for any tax and the tax liability would be refigured on Partnership income.  If the decedent was
year still subject to additional tax charges, the separate return. a partner, his or her death generally does
even if the return was filed before the de-

not close the partnership’s tax year. Seecedent’s death.
Closing of tax year under Tax Year in Publi-How to Report cation 541, Tax Information on Partner-

Note.  Requesting this prompt assess- Certain Income ships, for how to treat partnership income if
ment will not shorten the time the IRS has

the partnership year does end with theThis section explains how to report certainto charge any additional tax if it can be
death of a partner.

types of income on the final return. Thecharged beyond the 3 years from the date
As the personal representative, youthe return was filed or due. For example, rules on income discussed in the other

must include on the final return the dece-additional tax can still be charged because chapters of this publication also apply to a dent’s share of partnership income for theof a substantial understatement of income decedent’s final return. See Chapters 6 partnership’s tax year that ends withinor if a fraudulent return was filed. through 17, if they apply. or with the decedent’s last tax year
How to request.  You can use Form (year ending on the date of death).

4810, Request for Prompt Assessment Do not include  on the final return theInterest and Dividend Income
Under Internal Revenue Code Section decedent’s share of partnership income(Forms 1099) 
6501(d), for making this request. If Form for a partnership’s tax year that ends af-
4810 is not used, you must clearly indicate Payers of interest and dividends report ter the date of death. In this case, part-
that you are requesting a prompt assess- amounts on Forms 1099 using the name nership income earned up to and including
ment under Section 6501(d) of the Internal and identification number of the person to the date of death is income in respect of
Revenue Code and specify the year(s) in- whom the account is payable. After a per- the decedent, which is discussed later in
volved. You must file the request sepa- this chapter. Income earned after the dateson’s death, the Forms 1099 must reflect
rately from any other document. Send it to of death to the end of the partnership’s taxthe new owner’s (the estate’s or benefici-
the IRS office where the decedent’s return year is income to the estate or successor inary’s) name and identification number. As
was filed. interest (beneficiary).the personal representative, you must fur-

nish this information to the payers. Example.  The XYZ Partnership and all
Joint return.  Generally, the personal rep- For example, if an interest-bearing ac- the partners use a calendar year as their
resentative and the surviving spouse can count becomes part of the estate, you tax year. One of the partners dies on June
file a joint return for the decedent and the 10. The decedent’s share of the partner-must provide the estate’s name and em-
surviving spouse. However, the surviving ship income from January 1 through Juneployer identification number (EIN) to the
spouse alone can file the joint return if: 10 is income in respect of a decedent. Thepayer so that the Form 1099–INT, Interest
1) The decedent did not file a return for share of partnership income after June 10Income, can reflect the correct payee infor-

that year, and is income to the estate or beneficiary.mation. If the interest-bearing account is
transferred to a surviving joint owner, you2) No personal representative is ap-

S corporation income.  If the decedentmust provide the survivor’s name and tax-pointed before the due date for filing
was a shareholder in an S corporation, youpayer identification number (TIN) to thethe return of the surviving spouse.
must include on the final return the dece-payer.
dent’s share of S corporation income forThis also applies to the return for the pre- You should receive Forms 1099 for the
the corporation’s tax year that ends withinceding year if the decedent died after the decedent that report amounts of interest
or with the decedent’s last tax year (yearclose of the preceding tax year and before and dividends earned prior to death. The
ending on the date of death). The final re-the due date for filing that return. The final estate or beneficiary should receive sepa-
turn must also include the decedent’s projoint return must show the decedent’s in- rate Forms 1099 that report the amounts
rata share of the S corporation’s incomecome before death and the surviving earned after death and that are payable to
for the period between the end of the cor-spouse’s income for the entire year. them.
poration’s last tax year and the date ofIf the surviving spouse remarried If you receive Forms 1099 that include
death.before the end of the year in which the de- both income earned before the date of

The income for the part of the S corpo-cedent died, a final joint return with the de- death (reportable on the decedent’s final
ration’s tax year after the shareholder’sceased spouse cannot be filed. The filing return) and income earned after the date of death is income to the estate or other per-status of the deceased spouse is then mar- death (reportable by the estate or other re- son who has acquired the stock in the Sried filing separately. cipient), then you will need to request new corporation.Change to joint return.  If a separate Forms 1099. You should contact the pay-

return was filed by or for the decedent, and
ers to ask them for corrected Forms 1099 Self-employment income.  You must in-the due date for filing that return has ex-
that properly identify the recipient of the in- clude on the final return the self-employ-pired, that return can be changed to a joint
come (by name and identification number) ment income that the decedent actually orreturn only by the personal representative
and the correct amounts. constructively received or accrued, de-on behalf of the decedent. The surviving

pending on the decedent’s accountingspouse must also agree to the change. A
method. For self-employment tax pur-surviving spouse cannot change a sepa- Capital Loss 
poses only, the decedent’s self-employ-rate return to a joint return if no personal

A capital loss sustained by a decedent dur- ment income will include the decedent’srepresentative has been appointed.
ing his or her last tax year can be deducted distributive share of a partnership’s incomeChange to separate return.  If the sur-
only on the final return filed for the dece- or loss through the end of the month inviving spouse files a joint return with the
dent. The capital loss limits discussed in which death occurred. For more informa-decedent and a personal representative is
Chapter 17 still apply in this situation. The tion on how to compute the decedent’slater appointed by the court, the personal
loss cannot be deducted by the estate or self-employment income, see Publicationrepresentative can change the joint return
carried over to following years. 533, Self-Employment Tax.election. The personal representative has
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event, you must also itemize deductions on Inherited property.  Property received asDeductions, Credits,
a gift, bequest, or inheritance is not in-the decedent’s final return.

and Exemptions cluded in your income. However, if theThe amount of the standard deduction
Generally, the rules for deductions, credits, property you receive in this manner laterfor a decedent’s final return is the same as

produces income, such as interest, divi-and exemptions that apply to individuals it would have been had the decedent con-
dends, or rentals, then that income is taxa-also apply to the decedent’s final income tinued to live. However, if the decedent
ble to you. If the gift, bequest, or inheri-tax return. On the final return, claim de- was not 65 or older at the time of death, the
tance you receive is the income fromductible items that were paid before the higher standard deduction for age cannot
property, that income is taxable to you.decedent’s death (or accrued, if the dece- be claimed.

If you inherited the right to receive in-dent reported deductions on an accrual If another taxpayer can claim the dece-
come in respect of the decedent, see In-method). dent as a dependent, the amount you can
come in Respect of the Decedent, later.claim for the decedent’s standard deduc-

tion may be limited. See Chapter 21 forDeductions 
Joint return by surviving spouse.  A sur-more information on how to determine theAll of the deductions that are discussed in viving spouse may be able to file a joint re-amount of the standard deduction.this publication also apply to the final re- turn with the decedent for the year of death

turn as long as the decedent was eligible as long as the survivor has not remarried
for the deduction at the time of death. Credits before the end of that year. See Joint re-

You can generally choose to claim turn, earlier.Any of the tax credits that are discussed in
itemized deductions or the standard de- If there is a dependent child, the surviv-this publication also apply to the final re-
duction on the final return. See Standard ing spouse may also be entitled to use theturn if the decedent was eligible for the
deduction, later, for instances when you standard deduction amount and the taxcredits at the time of death. These credits
cannot choose the standard deduction or rates that apply to joint returns for the 2 fol-are discussed in Chapters 33 through 36 of
when the amount of the standard deduc- lowing years. See Qualifying Widow(er)this publication.
tion may be limited. With Dependent Child in Chapter 2 for in-

If you have a choice, you should figure formation on how to qualify.Tax withheld and estimated payments.
the amount of the decedent’s itemized de- There may have been income tax withheld
ductions before you decide whether to The decedent as a dependent.  If the de-from the decedent’s pay, pensions, or an-
itemize or claim the standard deduction to cedent qualified as your dependent for thenuities before death, and the decedent
be sure that you are using the method that part of the year before death, you canmay have paid estimated income tax. To
gives you the lower tax. claim the full exemption amount for the de-get credit for these tax payments, you must

pendent on your tax return.claim them on the decedent’s final return.
Itemized deductions.  If the total of the For more information, see Credit for With-
decedent’s itemized deductions are more Income in Respectholding and Estimated Tax in Chapter 5.
than the decedent’s standard deduction, of the Decedentthe federal income tax will generally be

All gross income that the decedent had aExemptions less if you claim itemized deductions on
right to receive and that is not properly in-the final return. See Chapters 23 through You can claim the full amount of the per-
cludible on the decedent’s final return is30 for the types of expenses that are al- sonal exemption on the decedent’s final
called income in respect of the decedent.lowed as itemized deductions. return unless the decedent can be claimed
Instead of being reported on the final re-as a dependent by another taxpayer. In
turn of the decedent, the income is in-Note.  The amount you can deduct for that case, the decedent’s own exemption
cluded, for the tax year when received, inmost itemized deductions is limited if ad- amount on the final return is zero. See
the gross income of:justed gross income is more than $114,700 Chapter 3 for more information on this limit
1) The decedent’s estate, if the estate($57,350 if married filing separately). See and on other dependency exemptions that

acquires the right to receive the in-Chapter 22 for more information. may be allowed on the final return. 
come from the decedent,

Medical costs.  If you itemize deduc-
2) The person who acquires the right totions on the final return, you may be able to

the income directly from the decedentdeduct medical expenses of the decedent Tax Effect on Others without going through the estate, oreven though they were not paid before the
date of death. See Decedents in Chapter 3) Any person to whom the estate prop-This section contains information about

erly distributes the right to receive the23 for an explanation of how this election the effect of an individual’s death on the in-
income.can be made. come tax liability of others: the survivors

Unrecovered investment in pension. (including the widow or widower), the ben-
If the decedent was receiving a pension or eficiaries, and the estate. Any survivor or Example 1.  Thornton Jones owned
annuity and died without a surviving annui- and operated an orchard, and he used thebeneficiary should coordinate the filing of
tant, you can take a deduction on the dece- cash method of accounting. He sold andhis or her own tax return with the personal
dent’s final return for the amount of the de- delivered $2,000 worth of fruit to a cus-representative handling the decedent’s es-
cedent’s investment in the pension or tomer, but he did not receive paymenttate. The personal representative can co-
annuity contract that remained unrecov- before his death. When the estate was set-ordinate filing status, exemptions, income,
ered at death. The deduction is a miscella- tled, payment had still not been made, andand deductions so that the final return and
neous itemized deduction that is not sub- the estate gave the right to receive thethe income tax returns of the survivors,
ject to the 2% of adjusted gross income payment to his niece. When she collectsbeneficiaries, and estate are all filed
limit. See Chapter 30. the $2,000, she must include it in her in-correctly.

come. It is not reported on the final return
of the decedent nor on the estate’s incomeStandard deduction.  You can generally Survivors tax return.claim the full amount of the standard de-

duction on the decedent’s final return. If you are a survivor, you may qualify for Example 2.  If, in Example 1, Thornton
However, you cannot use the standard de- certain benefits when filing your own in- Jones had used the accrual method of ac-
duction if the surviving spouse files a sepa- come tax return. This section addresses counting, the income from the fruit sale
rate return and itemizes deductions. In that some issues that may apply to you. must be included on his final return.
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Neither his estate nor his niece will report and the date of death is interest income in taxes, for which the decedent was liable,
the income when the money is later paid. but which are not deductible on the dece-respect of the decedent. Interest income

dent’s final income tax return. When paid,earned on the account after the dece-Example 3.  Mary Smith was entitled to
these expenses may be deducted by:dent’s death that becomes payable ona large salary payment at the time of her

CDs after death is not income in respect ofdeath. It was to be paid in five yearly pay- 1) The estate, or
ments. Her estate, after collecting two pay- a decedent. Such interest is ordinary in- 2) If the estate is not liable for the ex-
ments, distributes the right to the remain- come that belongs to the respective recipi- penses, the person who, because of
ing payments to you, the beneficiary. None ents and must be included in their gross the decedent’s death, acquired the
of the payments would be included on the income. decedent’s property subject to that
decedent’s final return. The estate must in- liability.
clude in its gross income, as income in re-

Installment payments.  If the decedentspect of the decedent, the two payments it Federal estate tax deduction. Incomehad sold property using the installmentreceived. You must include in your gross that a decedent had a right to receive is in-method and you receive the right to collectincome each of the three remaining pay- cluded in the decedent’s gross estate andthe payments after the date of death, thements as you receive them. is subject to estate tax. This income in re-payments you collect are income in re-
spect of a decedent is also taxed when re-spect of the decedent. You will use theTransferring your right to income.  If you ceived by the estate or beneficiary. How-same gross profit percentage that the de-transfer your right to receive income in re- ever, an income tax deduction is allowed tocedent used to figure the part of each pay-spect of a decedent, you must include in the person (or estate) receiving the in-ment that represents profit. Include in youryour income the larger of: come. If you must include in your gross in-income the same profit the decedent

1) The amount you receive for the right, come an amount of income in respect of awould have included had death not oc-or decedent, then you can claim a deductioncurred. See Publication 537, Installment
for part of any estate tax paid. The deduc-2) The fair market value of the right at the Sales, for more information on the install-
tion must be claimed in the same tax yeartime of the transfer. Fair market value ment method.
that the income is included in your grossis defined in Chapter 14 under Other Sale or exchange.  If you sell or ex- income.Basis. change an installment obligation that you You can claim the deduction only as a

received from a decedent, the rules ex- miscellaneous itemized deduction onGiving your right to income as a gift. plained in Publication 537 for figuring the Schedule A (Form 1040). This deduction isIf you give your right to receive income in
gain or loss on the disposition will apply. not subject to the 2% limit on miscellane-respect of a decedent as a gift, you must
However, your basis in the obligation is the ous itemized deductions as discussed ininclude in your gross income the fair mar-
same as the decedent’s basis, adjusted for Chapter 30.ket value of the right at the time you make
all installment payments you received If the income is capital gain income,the gift.
before the sale or exchange. then in figuring the maximum capital gain

tax or any net capital loss limitation, theType of income.  The character, or type,
amount of the gain must be reduced, butof income that you receive in respect of a Other income.  For examples of other in-
not below zero, by the amount of any es-decedent is generally the same as it would come situations concerning decedents,
tate tax deduction attributable to such gain.have been had the decedent continued to see Specific Types of Income in Respect

For more information, see Estate Taxlive and had received it. For example, if the of a Decedent in Publication 559.
Deduction in Publication 559.income would have been a long-term capi-

tal gain to the decedent, it will be a long-
Deductions in Respectterm capital gain to you.

of the Decedent
Interest on certificates of deposit

Deductions in respect of the decedent are(CDs).  Interest on CDs that is not received
items, such as business expenses, in-by the date of death but that is earned be-
come-producing expenses, interest, andtween the date of the last interest payment
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Earned income credit.  The rules to deter- Single $117,950
Married filing jointly mine eligibility for the credit and the rules
  or qualifying widow(er) $176,9505. for computing the credit have changed.
Married filing separately $ 88,475See Chapter 35.
Head of household $147,450Tax Withholding

Taxability of social security and railroad
retirement benefits.  Certain taxpayers Standard deduction. Individuals who doand Estimated
must include 85% of benefits received in not itemize deductions have an increased

standard deduction for 1996. For more in-taxable income. For more information, seeTax
formation, see Publication 505, Tax With-Chapter 12.
holding and Estimated Tax.

Lump-sum distributions.  Beginning in
Reduction of itemized deductions. For1995, you may be able to figure the tax on
1996, certain itemized deductions are re-Tax Law Changes a lump-sum distribution under the 5-year duced by 3% of the amount of your ad-

1995.  There are several changes in the tax tax option even if the plan participant was justed gross income that is more than
law that might affect your 1995 return. You born after 1935. For more information, see $117,950 ($58,975 if you are married filing
must consider these changes in computing Publication 575, Pension and Annuity In- separately). The reduction cannot be more
your tax and any underpayment penalty for come (Including Simplified General Rule). than 80% of your affected deductions.
1995. You will also need to consider many Itemized deductions subject to the reduc-
of these items when you figure your esti- tion are those other than medical ex-Employment taxes on household em-
mated tax for 1996. These changes are penses, investment interest, casualty andployees.  New rules apply to the reporting
briefly discussed under Changes Effective theft losses, or gambling losses. This re-and payment of employment (social secur-in 1995. duction does not apply when computing al-ity, Medicare, and federal unemployment)Caution. As this publication was being ternative minimum tax, nor does it apply totaxes for household employees. Beginningprepared for print, Congress was consider- estates or trusts.in 1995, any employment taxes you oweing tax law changes that could affect your

will be included on your income tax return.1995 tax return and 1996 estimated taxes. Self-employment tax. For 1996, the so-If you are otherwise required to make esti-These changes include: cial security (old-age, survivor, and disabil-mated tax payments or are subject to tax
ity insurance) part of the tax is 12.4% of net● Capital gains and losses, and withholding, you have the option of includ- earnings up to a certain amount. The Medi-

● Sale of your home. ing any expected employment taxes when care (hospital insurance) part of the self-
figuring your estimated tax or tax withhold- employment tax is 2.9% of all net earnings.

See Publication 553, Highlights of 1995 ing. Beginning in 1998, you must include See Publication 505.
Tax Changes, for further developments. In- any expected employment taxes for
formation on these changes will also be household employees when figuring your Earned income credit.  Beginning in
available electronically through our bulletin estimated tax or withholding. 1996, the rules to determine eligibility for
board or via the Internet. See How To Get See Publication 926, Household Em- the credit will change if you have certain
Forms and Publications in the back of this ployer’s Tax Guide, for other new rules that types of investment income. See Publica-
publication. apply to these employment taxes. tion 553.

1996.  There are also several changes in
the tax law that will become effective in

Important Reminders 1996. You will need to consider these Changes Effective
changes when you figure your estimated Estimated tax payments — limit on the
tax for 1996. These changes are briefly dis- in 1996 use of prior year’s tax.  Certain taxpayers
cussed under Changes Effective in 1996. (other than farmers and fishermen) mayChanges to be considered.  You should

not be able to avoid an underpayment pen-consider the items in this section when you
alty by using 100% of their 1995 tax to fig-figure your income tax withholding or esti-
ure their 1996 required annual payment ofChanges Effective mated tax for 1996. Remember to also estimated tax. See Chapter 2 of Publica-

consider the i tems that apply from tion 505 if your 1995 adjusted gross in-in 1995 Changes Effective in 1995. For more infor- come was more than $150,000 (more than
mation on important tax changes, see Pub-Changes to be considered.  You should $75,000 i f  you were marr ied f i l ing

consider the items in this section when fig- l ication 553, Highlights of 1995 Tax separately).
uring your tax and any underpayment pen- Changes. Underpayment penalty. The same
alty for 1995. Unless an item applies only rule applies to the underpayment penalty
to 1995, you should also consider it when for 1995. See Chapter 4 of Publication 505.Personal exemption. For 1996, the per-
figuring your estimated tax for 1996. For sonal exemption amount for you, your
more informat ion on important  tax Claiming withholding and estimated taxspouse, and each dependent has in-
changes, see Publication 553, Highlights payments.  When you file a federal incomecreased to $2,550.of 1995 Tax Changes. tax return, be sure to take credit for all fed-

eral income tax and excess social security
Phaseout of personal exemptions.  YourExcess social security or railroad retire- or railroad retirement taxes withheld from
deduction for personal exemptions is re-ment tax withholding.  You will have ex- your salary, wages, pensions, etc., and any
duced by 2% for each $2,500 ($1,250 ifcess social security or tier 1 railroad retire- backup withholding shown on Forms 1099.
you are married filing separately), or part ofment tax withholding for 1995 only if your Also take credit for all estimated tax pay-
that amount, by which your adjusted grosswages from two or more employers ex- ments you made for that year. For exam-

ceeded $61,200. See Credit for Excess income is more than an amount based on ple, all estimated tax payments made for
Social Security Tax or Railroad Retirement your filing status. The amounts for 1996 1995 should be claimed on the tax return
Tax Withheld in Chapter 36. are: you file for the 1995 tax year. You should

Chapter 5 TAX WITHHOLDING AND ESTIMATED TAX Page 41



file a return and claim these credits even if □ W–4P Withholding Certificate for your salaries and wages. If you receive sick
you do not owe tax. See Credit for With- Pension or Annuity Payments pay from someone who is not acting as an
holding and Estimated Tax, later in this agent of your employer, such as an insur-□ W–4S Request for Federal Income
chapter. ance company, you can usually arrange toTax Withholding From Sick Pay

have income tax withheld from the sick
□ 1040–ES Estimated Tax for pay. A special rule covers sick pay paid to

Individuals you under certain union agreements.Introduction □ 2210 Underpayment of Estimated
Pensions and annuities.  Income tax isTax by Individuals, Estates, andThis chapter discusses how to pay your tax
generally withheld from your pension or an-Trustsas you earn or receive income during the
nuity. In certain cases, however, you canyear. In general, the federal income tax is a
choose not to have it withheld.pay-as-you-go tax. There are two ways to

pay as you go: Withholding Gambling winnings.  Income tax is with-
● Withholding. If you are an employee, held from certain gambling winnings at aIncome tax is withheld from the followingyour employer probably withholds in- flat 28% rate.kinds of income:come tax from your pay. Tax may also be

withheld from certain other income — in-
Salaries and wages.  Income tax is with- Withholding oncluding pensions, bonuses, commis-
held from the pay of most employees. Yoursions, and gambling winnings. In each Salaries and Wages 
pay includes bonuses, commissions, andcase, the amount withheld is paid to the The amount of income tax withheld fromvacation allowances, in addition to yourInternal Revenue Service (IRS) in your your regular pay depends on two things:regular pay. It also includes reimburse-name.

1) The amount you earn, andments and other expense allowances paid
● Estimated tax. If you do not pay your tax under a nonaccountable plan. See Supple- 2) The information you give your em-

through withholding, or do not pay mental Wages, later. ployer on Form W–4.
enough tax that way, you might have to Military retirees.  Military retirement
pay estimated tax. People who are in pay is treated in the same manner as regu- Form W–4 includes three types of infor-business for themselves generally will lar pay for income tax withholding pur- mation that your employer will use to figurehave to pay their tax this way. You may poses, even though it is treated as a pen- your withholding:have to pay estimated tax if you receive sion or annuity for other tax purposes.

1) Whether to withhold at the single rateincome such as dividends, interest, rent, Household workers.  If you are a
or at the lower married rate,royalties, and unemployment compensa- household worker, you can ask your em-

tion. Estimated tax is used to pay not ployer to withhold income tax from your 2) How many withholding allowances
only income tax, but self-employment pay. Tax is withheld only if you want it with- you claim (each allowance reduces
tax and alternative minimum tax as well. held and your employer agrees to withhold the amount withheld), and

it. If you do not have enough income tax 3) Whether you want an additional
This chapter explains both of these withheld, you may have to make estimated amount withheld.

methods. In addition, it explains: tax payments, as discussed later under Es-
timated Tax.● Credit for withholding and estimated If your income is low enough that you

Farmworkers.  Income tax is generallytax. When you file your 1995 income tax will not have to pay income tax for the year,
withheld from your cash wages for work onreturn, take credit for all the income tax you may be exempt from withholding. See
a farm unless your employer:withheld from your salary, wages, pen- Exemption From Withholding, later.

sions, etc., and for the estimated tax you 1) Pays you cash wages of less than
paid for 1995. $150 during the year, and Note.  You must specify a filing status

and a number of withholding allowances2) Has expenditures for agricultural labor● Underpayment penalty. If you did not
on Form W–4. You cannot specify only atotaling less than $2,500 during thepay enough tax in 1995 either through
dollar amount of withholding.year.withholding or by making estimated tax

payments, you will have an underpay-
ment of estimated tax, and you may If you receive either cash wages not New job.  When you start a new job, you
have to pay a penalty. The IRS usually subject to withholding or noncash wages, must fill out Form W–4 and give it to your
can compute this penalty for you. See you can ask your employer to withhold in- employer. Your employer should have cop-
Underpayment Penalty, near the end of come tax. If your employer does not agree ies of the form. If you later need to change
this chapter. to withhold tax, or if not enough is withheld, the information you gave, you must fill out a

you may have to make estimated tax pay- new form.
ments, as discussed later under Estimated If you work only part of the year (for ex-
Tax. ample, you start working after the begin-Useful Items

ning of the year), too much tax may beYou may want to see:
Tips.  The tips you receive and report to withheld. You may be able to avoid
your employer while working as an em- overwithholding if your employer agrees toPublication
ployee are counted in with your regular use the part-year method. See Part-year

□ 505 Tax Withholding and Estimated wages to figure the amount withheld. method in Chapter 1 of Publication 505 for
Tax more information.

Taxable fringe benefits.  Your employer□ 553 Highlights of 1995 Tax
will withhold income tax from most taxable Changing your withholding.  Events dur-Changes
fringe benefits paid to you either at a flat ing the year may change your marital sta-

□ 919 Is My Withholding Correct for 28% rate or at your regular rate of tus or the exemptions, adjustments, de-1996? withholding. ductions, or credits you expect to claim on
your return. When this happens, you may

Form (and Instructions) Sick pay.  Income tax is withheld from sick need to give your employer a new Form W–
□ W–4 Employee’s Withholding pay you receive from your employer or an 4 to change your withholding status or

Allowance Certificate agent of your employer, just as it is from number of allowances.
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You must give your employer a new resident. You can then file a joint re- of figuring the number of withholding al-
Form W–4 within 10 days after: turn and claim married status on your lowances. See Alternative method of figur-

Form W–4. See Nonresident Spouse ing withholding allowances under Complet-1) Your divorce, if you have been claim-
Treated as a Resident in Chapter 1 of ing Form W–4 and Worksheets in Chaptering married status, or
Publication 519, U.S. Tax Guide for 1 of Publication 505 for more information.

2) Any event that decreases the number Aliens, for more information. Withholding and estimated tax.
of withholding allowances you can Before you figure the number of your with-
claim. holding allowances, use your estimatedYou can claim married status if either

adjustments, deductions, and tax credits toof the following applies.Generally, you can submit a new Form reduce the amount of estimated tax you
W–4 at any time you wish to change the 1) You are married and neither you must pay. The Deductions and Adjust-
number of your withholding allowances for nor your spouse is a nonresident ments Worksheet on page 2 of Form W–4
any other reason. alien. You are considered married for does this for you. But if you use an alterna-

If events in 1996 will decrease the num- the whole year even if your spouse tive method of figuring the number of with-
ber of your withholding allowances for died during the year. holding allowances, take into account only
1997, you must give your employer a new the amount of these items remaining after2) You expect to be able to file yourForm W–4 by December 1, 1996. If the you have reduced the estimated tax youreturn as a qualifying widow or wid-event occurs in December 1996, submit a must pay to zero.ower. You usually can use this filingnew Form W–4 within 10 days.

Two jobs.  If you have income from twostatus if your spouse died within the
jobs at the same time, complete only oneprevious two years and you provide aCumulative wage method.  If you change
set of Form W–4 worksheets. Then splithome for your dependent child. How-the number of your withholding allowances
your allowances between the Forms W–4ever, you must file a new Form W–4during the year, too much or too little tax
for each job. You cannot claim the same al-showing your filing status as single bymay have been withheld for the period
lowances with more than one employer atDecember 1 of the last year you arebefore you made the change. You may be
the same time. You can claim all your al-eligible to file as qualifying widow orable to compensate for this if your em-

widower. See Qualifying Widow(er) lowances with one employer and none withployer agrees to use the cumulative wage
With Dependent Child in Chapter 2. the other, or divide them in any other waywithholding method for the rest of the year.

you wish.You must request in writing that your em-
If both you and your spouse are em-Some married people find that they doployer use this method.

ployed and you expect to file a joint return,not have enough tax withheld at the mar-To be eligible, you must have been paid
figure your withholding allowances usingried rate. This can happen, for example,for the same kind of payroll period (weekly,
your combined income, adjustments, de-when both spouses work. To avoid this,biweekly, etc.) since the beginning of the
ductions, exemptions, and credits. Useyou can choose to have tax withheld at theyear.
only one set of worksheets. You can dividehigher single rate (even if you qualify for
your total allowances in any way you wish,the married rate).Checking your withholding.  After you
but you cannot claim an allowance thathave given your employer a Form W–4, you
your spouse also claims.Withholding allowances (line 5).  Thecan check to see whether the amount of

If you and your spouse expect to filemore allowances you claim on Form W–4,tax withheld from your pay is too little or too
separate returns, figure your allowancesthe less income tax your employer will with-much. See Getting the Right Amount of
separately based on your own individual in-hold. You will have the most tax withheld ifTax Withheld, later. If too much or too little
come, adjustments, deductions, exemp-you claim ‘‘0’’ allowances. The number oftax is being withheld, you should give your
tions, and credits.allowances you can claim depends on:employer a new Form W–4 to change your

withholding. 1) How many exemptions you can take Personal Allowances Worksheet.  Use
on your tax return, the Personal Allowances Worksheet onNote.  You cannot give your employer a

page 1 of Form W–4 to figure your with-2) Whether you have income from morepayment for any retroactive withholding or
holding allowances for exemptions. Addthan one job,any estimated tax.
the special allowance for only one job, the

3) What deductions, adjustments to in- allowance for head of household status,
come, and credits you expect to haveCompleting Form W–4 and the allowance for the child and depen-
for the year, andThe following discussions explain how to dent care credit (if they apply) to your total

complete your Form W–4. allowances.4) Whether you will file as head of
Special allowance (worksheet linehousehold.

Marital status (line 3).  There is a lower B).  You can claim the special allowance if
withholding rate for married people who any of the following apply.If you are married, it also depends on
can use the tax rates for joint returns. Eve- whether your spouse also works and 1) You are single, and you have only oneryone else must have tax withheld at the claims any allowances on his or her own job at a time.higher single rate. Form W–4. If you both work, you should fig-

You must claim single status if either of 2) You are married, you have only oneure your combined allowances on one
the following applies. job at a time, and your spouse doesForm W–4 worksheet. You then should di-

not work.1) You are single. If you are divorced, or vide the allowances among the Forms W–4
separated from your spouse under a you each file with every employer. See Two 3) Your wages from a second job or your
court decree of separate mainte- jobs, later. spouse’s wages (or the total of both)
nance, you are considered single. are $1,000 or less.Form W–4 worksheets.  Form W–4

has worksheets to help you figure how2) You are married, but you are
many withholding allowances you can Head of household (worksheet lineneither a citizen nor a resident of
claim. The worksheets are for your own E).  You can claim one additional withhold-the United States, or your spouse is
records.  Do not  g ive them to your ing allowance if you expect to file as headneither a citizen nor a resident of the
employer. of household on your tax return. To find outUnited States. However, if one of you

You are not required to use the work- whether you qualify, see Head of House-is a citizen or a resident, you can
sheets if you use a more accurate method hold in Chapter 2.choose to have the other treated as a
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Child and dependent care credit 5) Your withholding is based on obsolete applies only to income tax, not to social se-
(worksheet line F).  You can claim one curity or Medicare tax.Form W–4 information for a substan-
additional withholding allowance if you ex- You can claim exemption from with-tial part of the year.
pect to have at least $1,500 of qualifying holding for 1996 only if both the following6) Your earnings are more than
child or dependent care expenses that you situations apply.$150,000 if you are single or $200,000
plan to claim a credit for on your tax return. 1) For 1995 you had a right to a refund ofif you are married.
For information on this credit, see Chapter all federal income tax withheld be-
33. cause you had no tax liability.To make sure you are getting the rightInstead of using line F, you can choose

amount of tax withheld, get Publication 2) For 1996 you expect a refund of allto figure allowances for the child and de-
919. It will help you compare the total tax to federal income tax withheld becausependent care credit (and other credits you
be withheld in 1996 with the tax you can you expect to have no tax liability.expect to claim on your return) as ex-
expect to figure on your return. It also willplained next.
help you determine how much, if any, addi- Use Figure 5–A in this chapter to help
tional withholding is needed each payday you decide whether you can claim exemp-Deductions and Adjustments Work-
to avoid owing tax when you file your re- tion. Do not use the chart if you are 65 orsheet.  To adjust the number of your with-
turn. If you do not have enough tax with- older or blind or if you will itemize deduc-holding allowances for deductions, adjust-
held, you may have to make estimated tax tions or claim dependents or tax credits onments to income, and tax credits, use the
payments, as explained under Estimated your 1996 return. These situations are dis-Deductions and Adjustments Worksheet
Tax, later. cussed later.on page 2 of Form W–4. Chapter 1 of Publi-

cation 505 explains this worksheet.
Student.  If you are a student, you are notRules Your EmployerNonwage income.  You may need to
automatically exempt. See Chapter 1 toreduce the number of withholding al- Must Follow 
see if you must file a return. If you work onlylowances you would otherwise claim if you The following are some of the withholding
part time or only during the summer, youexpect to receive taxable nonwage in- rules that can affect how you fill out your
may  qua l i f y  fo r  exempt ion  f romcome. This includes interest, dividends, Form W–4 and how you handle problems
withholding.net rental income, unemployment com- that may arise. For other rules, see Rules

pensation, alimony received, gambling Example 1.  You are a high school stu-Your Employer Must Follow in Chapter 1 of
winnings, prizes and awards, hobby in- dent and expect to earn $2,500 from aPublication 505.
come, capital gains, royalties, and partner- summer job. You do not expect to have any
ship income. other income during 1996, and your par-Putting a new Form W–4 into effect.

ents will be able to claim you as a depen-When you start a new job, your employer
Two-Earner/Two-Job Worksheet.  You dent on their tax return. You worked lastshould give you a Form W–4 to fill out. Your
may need to complete this worksheet if summer and had $375 federal income taxemployer will use the information you give
you have two jobs or a working spouse. withheld from your pay. The entire $375on the form to figure your withholding, be-
You should also use this worksheet to fig- was refunded when you filed your 1995 re-ginning with your first payday.
ure additional withholding if you expect to turn. Using Figure 5–A, you find that youIf you later fill out a new Form W–4, your
owe an amount other than income tax, can claim exemption from withholding.employer can put it into effect as soon as it
such as self-employment tax. Example 2.  The facts are the same asis practical to do so. The deadline for put-

in Example 1, except that you have a sav-ting it into effect is the start of the first pay-
For more information about Form W–4 ings account and expect to have $20 inter-roll period ending 30 or more days after
and a filled-in example, see Chapter 1 of est income in 1996. Using Figure 5–A, youyou turn it in.
Publication 505. find that you cannot claim exemption from

withholding because your unearned in-Withholding without a Form W–4.  If you
Getting the Right Amount come will be $1 or more and your total in-do not give your employer a completed

come will be more than $650.of Tax Withheld Form W–4, your employer must withhold at
In most situations, the tax withheld from the highest rate—as if you were single and

Age 65 or older or blind.  If you are 65 oryour pay will be close to the tax you figure claimed no allowances.
older or blind, use one of the worksheets inon your return if:
Chapter 1 of Publication 505, under Ex-Repaying withheld tax.  If you find you are1) You accurately complete all the Form
emption From Withholding, to help you de-having too much tax withheld because youW–4 worksheets that apply to you,
cide whether you can claim exemptiondid not claim all the withholding allowancesand
from withholding. Do not use either ofyou are entitled to, you should give your2) You give your employer a new Form those worksheets if you will itemize deduc-employer a new Form W–4. Your employerW–4 when changes occur. tions or claim dependents or tax credits oncannot repay you any of the tax withheld
your 1996 return—see the following dis-under your old Form W–4.But because the worksheets and withhold- cussion instead.However, if your employer has withhelding methods do not account for all possible

more than the correct amount of tax for thesituations, you may not be getting the right Itemizing deductions or claiming de-Form W–4 you have in effect, you do notamount withheld. This is most likely to hap- pendents or tax credits.  If you had no taxhave to fill out a new Form W–4 to havepen in the following situations. liability for 1995 and you will itemize youryour withholding lowered to the correct
deductions or claim dependents or tax1) You are married and both you and amount. Your employer can repay you the
credits on your 1996 return, use the 1996your spouse work. amount that was incorrectly withheld. If
Estimated Tax Worksheet in Form 1040–2) You have more than one job at a time. you are not repaid, you will receive credit
ES (or see Chapter 2 of Publication 505) toon your tax return for the full amount actu-3) You have nonwage income, such as figure your 1996 expected tax liability. Youally withheld.interest, dividends, alimony, unem- can claim exemption from withholding only

ployment compensation, or self-em- if your total expected tax liability (line 13c
ployment income. Exemption From Withholding of the worksheet) is zero.

If you claim exemption from withholding,4) You will owe additional amounts with
your employer will not withhold federal in-your return, such as self-employment Claiming exemption.  To claim exemp-
come tax from your wages. The exemptiontax. tion, you must give your employer a Form

Page 44 Chapter 5 TAX WITHHOLDING AND ESTIMATED TAX



W–4. Write in the word ‘‘EXEMPT’’ on line Form W–4 within 10 days after the change. Supplemental Wages 
7. If you claim exemption in 1996, but you ex-

Your employer must send the IRS a pect to owe income tax for 1997, you must
Supplemental wages include bonuses,copy of your Form W–4 if you claim exemp- file a new Form W–4 by December 1, 1996.
commissions, overtime pay, and certaintion from withholding and your pay is ex- An exemption is good for only one
sick pay. Your employer or other payer ofpected to usually be more than $200 a year.  You must give your employer a new
supplemental wages may withhold incomeweek. If it turns out that you do not qualify Form W–4 by February 15 each year to
tax from these wages at a flat rate of 28%.for exemption, the IRS will send both you continue your exemption.
The payer can also figure withholding us-and your employer a written notice.
ing the same method used for your regularIf you claim exemption, but later your
wages.situation changes so that you will have to

Also see Withholding on Sick Pay, later.pay income tax after all, you must file a new
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Expense allowances.  Reimbursements 1) By withholding at the regular rate on However, if you receive sick pay from a
the sum of your pay plus your reported third party who is not acting as an agent ofor other expense allowances paid by your
tips, or your employer, income tax will be withheldemployer under a nonaccountable plan are

only if you choose to have it withheld. Seetreated as supplemental wages. 2) By withholding at the regular rate on
Form W–4S, later.Reimbursements or other expense al- your pay plus an amount equal to 28%

If you receive payments under a plan inlowances paid under an accountable plan of your reported tips.
which your employer does not participatethat are more than your proven expenses
(such as an accident or health plan whereare treated as paid under a nonaccount- Not enough pay to cover taxes.  If your you paid all the premiums), the paymentsable plan. However, this does not apply if regular pay is too low for your employer to are not sick pay and usually are notyou return the excess payments within a withhold all the tax (including social secur- taxable.reasonable period of time. ity tax, Medicare tax, or railroad retirement

For more information about accounta- tax) due on your pay plus your tips, you
ble and nonaccountable expense allow- Union agreements.  If you receive sickmay give your employer money to cover
ance plans, see Reimbursements in Chap- pay under a collective bargaining agree-the shortage.
ter 28. ment between your union and your em-If you do not give your employer money

ployer, the agreement may determine theto cover the shortage, your employer will
amount of income tax withholding on sickPenalties first withhold as much social security tax,
pay. See your union representative or yourMedicare tax, or railroad retirement tax asYou may have to pay a penalty of $500 if: employer for more information.possible, up to the proper amount, and

1) You make statements or claim with- then withhold income tax up to the full
holding allowances on your Form W–4 Form W–4S. If you choose to have incomeamount of your pay. If not enough tax is
that reduce the amount of tax with- tax withheld from sick pay paid by a thirdwithheld, you may have to make estimated
held, and party, such as an insurance company, youtax payments. When you file your return,

must fill out Form W–4S, Request for Fed-you also may have to pay any social secur-2) You have no reasonable basis for
eral Income Tax Withholding From Sickity tax, Medicare tax, or railroad retirementsuch statements or allowances at the
Pay. Its instructions contain a worksheettax your employer could not withhold.time you prepare your Form W–4.
you can use to figure the amount you want
withheld. They also explain restrictionsAllocated tips.  Your employer should notThere is also a criminal penalty for will- that may apply.withhold income tax, social security tax,fully supplying false or fraudulent informa- Give the completed form to the payer ofMedicare tax, or railroad retirement tax ontion on your Form W–4 or for willfully failing your sick pay. The payer must withhold ac-any allocated tips. Withholding is basedto supply information that would increase cording to your directions on the form.only on your pay plus your reported tips.the amount withheld. The penalty upon If you do not request withholding onYour employer should refund to you any in-conviction can be either a fine of up to Form W–4S, or if you do not have enoughcorrectly withheld tax. See Tip Allocation in$1,000 or imprisonment for up to one year, tax withheld, you may have to make esti-Chapter 7 for more information. 

or both. mated tax payments. If you do not pay
These penalties will apply if you deliber- enough estimated tax or have enough in-Withholding onately and knowingly falsify your Form W–4 come tax withheld, you may have to pay a

in an attempt to reduce or eliminate the penalty. See Who Must Make EstimatedTaxable Fringe Benefits
proper withholding of taxes. A simple error Tax Payments and Underpayment Penalty,The value of certain noncash fringe bene-
— an honest mistake — will not result in later in this chapter. fits you receive from your employer is con-
one of these penalties. For example, a per- sidered part of your pay. Your employer
son who has tried to figure the number of generally must withhold income tax on Withholding onwithholding allowances correctly, but these benefits from your regular pay for the
claims seven when the proper number is Pensions and Annuities period the benefits are paid or considered
six, will not be charged a W–4 penalty. paid. Income tax usually will be withheld from

your pension or annuity distributions, un-For information on taxable fringe bene-
less you choose not to have it withheld.fits, see Fringe Benefits under EmployeeWithholding on Tips 
This rule applies to distributions from:Compensation in Chapter 6.The tips you receive while working on your

Your employer can choose not to with-job are considered part of your pay. You 1) An individual retirement arrangement
hold income tax on the value of your per-must include your tips on your tax return on (IRA),
sonal use of a car, truck, or other highwaythe same line as your regular pay. How-

2) A life insurance company under an en-motor vehicle provided by your employer.ever, tax is not withheld directly from tip in-
dowment, annuity, or life insuranceYour employer must notify you if thiscome, as it is from your regular pay. Never-
contract,choice is made.theless, your employer will take into

For more information on withholding onaccount the tips you report when figuring 3) A pension, annuity, or profit-sharing
taxable fringe benefits, see Chapter 1 ofhow much to withhold from your regular plan,
Publication 505.pay.

4) A stock bonus plan, andSee Chapter 7 for information on re-
porting your tips to your employer. For Withholding on Sick Pay 5) Any other plan that defers the time
more information on the withholding rules you receive compensation.‘‘Sick pay’’ is a payment to you to replace
for tip income, see Publication 531, Re- your regular wages while you are tempora-
porting Tip Income. rily absent from work due to sickness or You cannot choose to not have income tax

personal injury. To qualify as ‘‘sick pay,’’ it withheld from eligible rollover distributions.
Figuring the amount to withhold.  The must be paid under a plan to which your The amount withheld depends on
tips you report to your employer are employer is a party. whether you receive payments spread out
counted as part of your income for the If you receive sick pay from your em- over more than one year (periodic pay-
month you report them. Your employer can ployer or an agent of your employer, in- ments) or whether you receive all the pay-
figure your withholding in either of two come tax must be withheld just as it is from ments within one year (nonperiodic
ways: your regular pay. payments).
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More information.  For more information kinds of payments that are reported on 1) 90% of the tax to be shown on your
on distributions (including eligible rollover Form 1099. 1996 tax return, or
distributions) from and taxation of qualified Payments made to you are subject to 2) 100% of the tax shown on your 1995
retirement plans and annuities, see Chap- backup withholding at a flat 31% rate in the tax return. Your 1995 tax return must
ter 11. For information on IRAs, see Chap- following situations. cover all 12 months.
ter 18. For more information on withholding 1) You do not give the payer your TIN in
on pensions and annuities, including a dis- the required manner. Note.  If all your 1996 income will becussion of Form W–4P, Withholding Certif-

subject to income tax withholding, you2) The IRS notifies the payer that the TINicate for Pension or Annuity Payments, see
probably do not need to make estimatedyou gave is incorrect.Withholding on Pensions and Annuities in
tax payments.3) You are required, but fail, to certifyChapter 1 of Publication 505. 

that you are not subject to backup Exceptions.  There are exceptions to
withholding. the general rule if you are a farmer or fish-Withholding on

erman or your 1995 adjusted gross income4) The IRS notifies the payer to startGambling Winnings was more than $150,000 ($75,000 if youwithholding on interest or dividends
Income tax is withheld from certain kinds of were married filing separately). See Figurebecause you have underreported in-
gambling winnings. The amount withheld 5–B and Chapter 2 of Publication 505 forterest or dividends on your income tax
from proceeds (the amount of your win- more information.return. The IRS will do this only after it
nings minus the amount of your bet) paid is has mailed you four notices over at
28%. To whom the rules apply.  The estimatedleast a 120-day period.

Gambling winnings of more than tax rules apply to:
$5,000 from the following sources are sub- See Backup Withholding in Chapter 1 ● U.S. citizens and residents,ject to income tax withholding: of Publication 505 for more information.

● Residents of Puerto Rico, the Virgin Is-1) Any sweepstakes, wagering pool, or
lands, Guam, the Commonwealth of thelottery, and Penalties.  There are civil and criminal
Northern Mariana Islands, and Americanpenalties for giving false information to2) Any other wager, if the proceeds are Samoa, andavoid backup withholding. The civil penaltyat least 300 times the amount of the

is $500. The criminal penalty, upon convic- ● Nonresident aliens (use Form 1040–bet.
tion, is a fine of up to $1,000, or imprison- ES(NR)).
ment of up to one year, or both. It does not matter whether your winnings

Avoiding estimated tax.  If, in addition toare paid in cash, in property, or as an annu-
income not subject to withholding, you alsoity. Winnings not in money are taken into
receive salaries or wages, you can avoidaccount at their fair market value. Estimated Tax 
having to make estimated tax payments byGambling winnings from bingo, keno,

Estimated tax is the method used to pay asking your employer to take more tax outand slot machines are not subject to in-
tax on income that is not subject to with- of your earnings. To do this, file a newcome tax withholding. If you receive gam-
holding. This includes income from self- Form W–4 with your employer.bling winnings not subject to withholding,
employment, unemployment compensa-you may need to make estimated tax pay-
tion, interest, dividends, alimony, rent,ments. (See Estimated Tax, later.) No tax liability last year.  You do not have
gains from the sale of assets, prizes, andIf you do not pay enough tax through to pay estimated tax for 1996 if you meet
awards. You also may have to pay esti-withholding or estimated tax payments, all three of the following conditions:
mated tax if the amount of income tax be-you may be subject to a penalty. (See Un- 1) You had no tax liability for your 1995ing withheld from your salary, pension, orderpayment Penalty, later.) tax year,other income is not enough. To figure and
pay estimated tax, use Form 1040–ES, Es- 2) You were a U.S. citizen or resident forForm W–2G.  If a payer withholds income
timated Tax for Individuals. the whole year, andtax from your gambling winnings, you

Estimated tax is used to pay both in-should receive a Form W–2G, Certain 3) Your 1995 tax year covered a 12-come tax and self-employment tax, as wellGambling Winnings, showing the amount month period.as other taxes and amounts reported onyou won and the amount withheld. Report
Form 1040. If you do not pay enough taxyour winnings on line 21 of Form 1040 and You had no tax liability for 1995 if yourthrough withholding or by making esti-report the tax withheld on line 55 of Form total tax (defined later under Required an-mated tax payments, you may be charged1040. Gambling losses are deductible only nual payment) was zero or you did nota penalty. If you do not pay enough by theto the extent that they offset gambling win- have to file an income tax return.due date of each payment period (seenings. You must use Schedule A of Form
When To Pay Estimated Tax, later), you1040 to deduct your losses and to deduct Married taxpayers. To figure whether youmay be charged a penalty even if you arestate tax withholding. must make estimated tax payments fordue a refund when you file your tax return.

1996, apply the rules discussed here toFor information on when the penalty ap-Backup Withholding your 1996 separate estimated income. Ifplies, see Underpayment Penalty, later.
you can make joint estimated tax pay-Banks and other businesses that pay you
ments, you can apply these rules on a jointcertain kinds of income must file an infor- Who Must Make basis.mation return (Form 1099) with the IRS.

Estimated Tax Payments You and your spouse can make jointThe information return shows how much
payments of estimated tax even if you areyou were paid during the year. It also in- If you had a tax liability for 1995, you may
not living together.cludes your name and taxpayer identifica- have to pay estimated tax for 1996.

tion number (TIN). Your TIN is either a so- You and your spouse cannot make joint
cial security number or an employer General rule.  You must make estimated estimated tax payments if you are sepa-
identification number. tax payments for 1996 if you expect to owe rated under a decree of divorce or sepa-

These payments generally are not sub- at least $500 in tax for 1996 after sub- rate maintenance. Also, you cannot make
ject to withholding. However, ‘‘backup’’ tracting your withholding and credits, and joint estimated tax payments if either
withholding is required in certain situations. you expect your withholding and credits to spouse is a nonresident alien or if you have
And, backup withholding can apply to most be less than the smaller of: different tax years.
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Whether you and your spouse make several important changes in the law. These Form 1040A, include as ‘‘other tax’’ any ad-
joint estimated tax payments or separate vance earned income credit payments onchanges are discussed under Tax Law
payments will not affect your choice of fil- line 26.Changes at the beginning of this chapter.
ing a joint tax return or separate returns for Finally, subtract your expected earned in-Form 1040–ES includes a worksheet to
1996. come credit and fuel tax credit (from Formhelp you figure your estimated tax. Keep the

Change from 1995 separate returns 4136). The result is your expected total taxworksheet for your records.
to 1996 joint return.  If you plan to file a for 1996.For complete information and examples
joint return with your spouse for 1996, but on how to figure your estimated tax for 1996,
you filed separate returns for 1995, your Required annual payment.  You figure thesee Chapter 2 of Publication 505.
1995 tax is the total of the tax shown on total amount you must pay for 1996 through
your separate returns. You filed a separate withholding and estimated tax payments onExpected adjusted gross income.  Your
return for 1995 if you filed as single, head lines 14a through 14c of the 1996 Estimatedexpected adjusted gross income for 1996 is
of household, or married filing separately. Tax Worksheet. The result is your requiredyour expected total income minus your ex-

Change from 1995 joint return to annual payment. It is the smaller of:pected adjustments to income. Include all
1996 separate return.  If you plan to file a the income you expect to receive during the 1) 90% of your total expected tax for 1996,separate return for 1996, but you filed a year, even income that is subject to with- orjoint return with your spouse for 1995, your holding. However, do not include income

2) 100% of the total tax shown on your1995 tax is your share of the tax on the joint that is tax exempt. Be sure to subtract all the
1995 return. (Your 1995 tax return mustreturn. You file a separate return for 1996 if adjustments to income you expect to take on
cover all 12 months.)you file as single, head of household, or your 1996 tax return. These are the adjust-

married filing separately. To figure your ments shown on the 1995 Form 1040, that
share, first figure the tax both you and your Exceptions.  If you are a farmer or fisher-you included in the total on line 30. On the
spouse would have paid had you filed sep- man, or your 1995 adjusted gross income1995 Form 1040A, these are the adjust-
arate returns for 1995 using the same filing was more than $150,000 ($75,000 if your fil-ments included in the total on line 15c.
status as for 1996. Then multiply your joint ing status for 1996 is married filing a sepa-If you expect to receive social security
tax liability by the following fraction: rate return), your required annual paymentbenefits, you can use Worksheet 2.1 in

may be different. See Required Annual Pay-
Your separate tax liability Chapter 2 of Publication 505 to figure your

ment in Chapter 2 of Publication 505.Both spouses’ separate tax liabilities expected taxable benefits.
Total tax for 1995.  Your 1995 total tax

If you are self-employed, you can use on Form 1040 is the amount on line 54 re-Example.  Joe and Phyllis filed a joint re- Worksheet 2.2 in Chapter 2 of Publication duced by the total of the amounts on linesturn for 1995 showing taxable income of 505 to figure your deduction for one-half 50, 53, and 57, any credit from Form 4136 in-$48,000 and a tax of $8,377. Of the $48,000 your expected self-employment tax. cluded on line 60, any uncollected social se-taxable income, $40,000 was Joe’s and
curity, Medicare, or railroad retirement tax in-Phyllis was responsible for the rest. For Expected taxable income.  Reduce your cluded on line 54, any tax from Form 53291996, they plan to file married filing sepa- expected adjusted gross income by either (other than the tax on early distributions) in-rately. Joe figures his share of the tax on the your expected itemized deductions or your cluded on line 51, and any tax from Form1995 joint return as follows: standard deduction and by a $2,550 deduc- 8828 included on line 49. On Form 1040A, it

tion for each exemption. For information onTax on $40,000 based on a separate is line 28 reduced by the total of the amounts
the 1996 standard deduction amounts and areturn $  8,672 on lines 27 and 29c. On Form 1040EZ, it is
possible limit on your itemized deductions,Tax on $8,000 based on a separate line 10 reduced by line 8.
see Publication 505 or the instructions forreturn 1,204
Form 1040–ES. Total estimated tax payments.  Figure theTotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,876

total amount you must pay for 1996 throughJoe’s portion of total ($8,672 ÷  $9,876) 88%
Expected taxes and credits.  After you estimated tax payments on lines 15 and 16Joe’s share of joint return tax 
have figured your expected taxable income, of the 1996 Estimated Tax Worksheet. Sub-($8,377 ×  88%) . . . . . . . . . . . . . . . . . . . . . $  7,372
figure your expected income tax. Use the tract your expected withholding from your re-
1996 Tax Rate Schedules near the end of quired annual payment. You usually must
Publication 505 or in the Form 1040–ES in- pay this difference in four equal installments.Aliens.  Resident and nonresident aliens
structions. See Chapter 2 of Publication 505 (See When To Pay Estimated Tax and Howhave to make estimated tax payments. Resi-
for the special tax computation to use for a To Figure Each Payment, later.)dent aliens should follow the rules in this
child under age 14 who has more than If your total expected tax on line 13c, mi-chapter unless noted otherwise. Nonresi-
$1,300 of investment income. nus your expected withholding on line 15, isdent aliens should get Form 1040–ES(NR),

Add your expected additional taxes from less than $500, you do not need to make es-U.S. Estimated Tax for Nonresident Alien
Form 4970, Tax on Accumulation Distribu- timated tax payments.Individuals.
tion of Trusts, and Form 4972, Tax on Lump-
Sum Distributions. Subtract your expected Withholding.  Your expected withholding forHow To Figure credits. These are the credits shown on the 1996 includes the income tax you expect to
1995 Form 1040 that you included in the to-Estimated Tax be withheld from all sources (wages, pen-
tal on line 45. On the 1995 Form 1040A, sions and annuities, etc.). It also includes ex-To figure your estimated tax, you must figure
these are the total credits on line 24c. If your cess social security and railroad retirementyour expected adjusted gross income, taxa-
credits are more than your taxes, use ‘‘–0–’’ tax you expect to be withheld from yourble income, and taxes and credits for the
as the result. wages.year.

Add your expected self-employment tax For information on excess social securityWhen figuring your 1996 estimated tax, it
and other taxes (see Chapter 2 of Publica- or tier 1 railroad retirement tax withholdingmay be helpful to use your income, deduc-
tion 505). Other taxes are those shown on for 1996, see Publication 505.tions, and credits for 1995 as a starting point.
lines 48, 49 (other than from Form 8828),Use your 1995 federal tax return as a guide.
and 51 of the 1995 Form 1040, plus advanceYou will also need Form 1040–ES to figure When To Pay
earned income credit payments on line 52and pay your estimated tax. You must be

Estimated Taxand any write-in amounts on line 54. Do notcareful to make adjustments both for
include uncollected social security, Medi-changes in your own situation and for recent For estimated tax purposes, the year is di-
care, or railroad retirement tax. On the 1995changes in the tax law. For 1996, there are vided into four payment periods. Each period
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has a specific payment due date. If you do Fiscal year taxpayers. If your tax year does estimated tax by the due date for that period,
or you can pay it in installments by the duenot start on January 1, your payment duenot pay enough tax by the due date of each
date for that period and the due dates for thedates are:of the payment periods, you may be charged
remaining periods. The following charta penalty even if you are due a refund when The 15th day of the 4th month of your fis-
shows when to make installment payments:you file your income tax return. The following cal year,

chart gives the payment periods and due
If you firstThe 15th day of the 6th month of your fis-dates for estimated tax payments.
have incomecal year,
on which you

The 15th day of the 9th month of your fis-For the period: Due date: must pay Make a Make later
cal year, and estimated tax: payment by: installments by: Jan. 1* through Mar.

The 15th day of the 1st month after the31 April 15 Before 
end of your fiscal year.April 1 through May 31 June 15 April 1 April 15 June 15 

September 15 June 1 through Aug. 31 September 15
You do not have to make the last pay- January 15 Sept. 1 through Dec.

ment listed above if you file your income tax next year*31 January 15 next year**
return by the last day of the first month after

After March 31the end of your fiscal year and pay all the tax
and you owe with your return.*If your tax year does not begin on January 1,
before see Fiscal year taxpayers, later.
June 1 June 15 September 15

**See January payment, later. When To Start January 15 
You do not have to make estimated tax pay- next year*
ments until you have income on which you

After May 31will owe the tax. If you have income subjectSaturday, Sunday, holiday rule.  If the due
and beforeto estimated tax during the first payment pe-date for making an estimated tax payment
Sept. 1 September 15 January 15 riod, you must make your first payment byfalls on a Saturday, Sunday, or legal holiday,

next year*the due date for the first payment period.the payment will be on time if you make it on
You can pay all your estimated tax at thatthe next day that is not a Saturday, Sunday, After August
time, or you can pay it in four installments. Ifor legal holiday. For example, a payment due 31 January 15 
you choose to pay in installments, make yourSaturday, June 15, 1996, will be on time if next year* (None)
first payment by the due date for the firstyou make it by Monday, June 17, 1996.
payment period. Make your remaining in- *See January payment, and Saturday, Sunday,
stallments by the due dates for the later holiday rule under When To Pay Estimated Tax,

January payment.  If you file your 1996 re- periods. earlier.
turn by January 31, 1997, and pay the rest of If you first have income subject to esti-
the tax you owe, you do not need to make mated tax during a later payment period, you After making your first estimated tax pay-
your estimated tax payment that would be must make your first payment by the due ment, changes in your income, adjustments,
due on January 15, 1997. date for that period. You can pay your entire deductions, credits, or exemptions may
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make it necessary for you to refigure your es- 7. Each following required payment: least as much as your annualized income in-
If the payment on line 4 is due June stallment. Complete Form 2210 and Sched-timated tax. Pay the unpaid balance of your
17, 1996, enter one-half of the ule AI — Annualized Income Installmentamended estimated tax by the next payment
amount on line 6 here and on the Method, and attach the form and Scheduledue date after the change or in installments
payment-vouchers for your AI to your tax return. See Form 2210, later,by that date and the due dates for the re-
payments due September 16, 1996, under Underpayment Penalty, for moremaining payment periods.
and January 15, 1997. If the amount information.To determine how much you should pay
on line 4 is due September 16, 1996,by each payment due date, see How To Fig-
enter the full amount on line 6 hereure Each Payment, next. Annualized Incomeand on the payment-voucher for your

Installment Method payment due January 15, 1997 . . . . .
If you do not receive your income evenlyHow To Figure
throughout the year (for example, your in-

Example.  Early in 1996, you figure yourEach Payment come from a repair shop you operate is
estimated tax is $1,800. You make esti- much larger in the summer than it is during
mated tax payments on April 15 and June 17You should pay enough estimated tax by the the rest of the year), your required estimated
of $450 each ($1,800 ÷  4).due date of each payment period to avoid a tax payment for one or more periods may be

On July 10, you sell investment propertypenalty for that period. If you do not pay less than the amount figured using the regu-
enough each payment period, you may be at a gain. Your refigured estimated tax is lar installment method.
charged a penalty even if you are due a re- $3,600. Your required estimated tax pay- To see if you can pay less for any period,
fund when you file your tax return. See Un- ment for the third payment period is $1,800, complete the 1996 Annualized Estimated
derpayment Penalty, later in this chapter. figured as follows. Tax Worksheet (Worksheet 2.12) in Chapter

2 of Publication 505.
1. Amended total estimated tax

payments . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,600Regular Installment Method Note.  If you use the annualized income
installment method to figure your estimated2. Multiply line 1 by:

If you must pay estimated tax beginning with tax payments, you must attach to your tax.50 if next payment is due 
the payment due April 15, 1996, you can fig- return a completed Form 2210 and Schedule  June 17, 1996.
ure your required payment for each period by AI (Form 2210). See Form 2210 under Un-.75 if next payment is due 
dividing your total estimated tax payments derpayment Penalty, later.  September 16, 1996.
(line 16 of the 1996 Estimated Tax Work- 1.00 if next payment is due 
sheet) by 4. Use this method only if your re-   January 15, 1997. . . . . . . . . . . . . . . 2,700 Estimated Tax Paymentsquired annual payment stays the same

3. Estimated tax payments for all Not Required throughout the year. (Under certain circum-
previous periods . . . . . . . . . . . . . . . . . . . . 900stances, your required payment may be less. You do not have to make estimated tax pay-

ments if your withholding in each paymentSee Annualized Income Installment Method, 4. Next required payment: Subtract
period is at least one-fourth of your requiredline 3 from line 2 and enter the resultlater.)
annual payment or at least your required an-(but not less than zero) here and on
nualized income installment for that period.your payment-voucher for your next

Amended estimated tax.  If you refigure You also do not have to make estimated taxrequired payment . . . . . . . . . . . . . . . . . . . $1,800
your estimated tax during the year, or if your payments if you will pay enough through
first payment is due after April 15, 1996, fig- withholding to keep the amount you owe withIf the payment on line 4 is due January 15, 1997,
ure your required payment for each remain- your 1996 return under $500.stop here. Otherwise, go on to line 5.
ing payment period using the following
worksheet. 5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . . . 2,700 How To Pay Estimated Tax

6. Subtract line 5 from line 1 and enter There are two ways to make estimated tax
the result (but not less than zero) . . . 9001. Amended total estimated tax payments:

payments . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7. Each following required payment: 1) By crediting an overpayment on your
If the payment on line 4 is due June2. Multiply line 1 by: 1995 return to your 1996 estimated tax,
17, 1996, enter one-half of the.50 if next payment is due and
amount on line 6 here and on the  June 17, 1996. 2) By sending in your payment with a pay-payment-vouchers for your.75 if next payment is due ment-voucher from Form 1040–ES.payments due September 16, 1996,  September 16, 1996.
and January 15, 1997. If the amount1.00 if next payment is due 
on line 4 is due September 16, 1996,  January 15, 1997. . . . . . . . . . . . . . . Crediting an Overpaymententer the full amount on line 6 here

3. Estimated tax payments for all When you file your Form 1040 or Formand on the payment-voucher for your
previous periods . . . . . . . . . . . . . . . . . . . . 1040A for 1995 and you have an overpay-payment due January 15, 1997 . . . . . $900

ment of tax, you can apply part or all of it to4. Next required payment: Subtract
your estimated tax for 1996. On line 64 ofline 3 from line 2 and enter the result If your estimated tax does not change again,
Form 1040, or line 32 of Form 1040A, write(but not less than zero) here and on your required estimated tax payment for the
the amount you want credited to your esti-your payment-voucher for your next fourth payment period will be $900.
mated tax rather than refunded. The amountrequired payment . . . . . . . . . . . . . . . . . . .
you have credited should be taken into ac-

Note.  If your estimated tax payment for a count when figuring your estimated tax pay-
previous period is less than one-fourth of ments. You can use all the credited amountIf the payment on line 4 is due January 15, 1997,
your amended estimated tax, you may be toward your first payment, or you can spreadstop here. Otherwise, go on to line 5.
charged a penalty for underpayment of esti- it out in any way you choose among any or all
mated tax for that period when you file your of your payments.5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . . .
tax return. To avoid the penalty, you must If you ask that an overpayment be

6. Subtract line 5 from line 1 and enter show that the total of your withholding and credited to your estimated tax for the next
the result (but not less than zero) . . . estimated tax payment for the period was at year, the payment is considered to have
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been made on the due date of the first esti- Also, take credit for the estimated tax you Line 55 if you file Form 1040,
mated tax installment (April 15 for calendar paid for 1995. These credits are subtracted Line 29a if you file Form 1040A, or
year taxpayers). You cannot have any of that from your tax. You should file a return and

Line 7 if you file Form 1040EZ.amount refunded to you after that due date. claim these credits even if you do not owe
You also cannot use that overpayment in tax.

Form W–2 is also used to report any taxa-any other way after that date. If you had two or more employers and
ble sick pay you received and any incomewere paid wages of more than $61,200 dur-
tax withheld from your sick pay.ing 1995, too much social security or railroadUsing the Payment-Vouchers

retirement tax may have been withheld fromEach payment of estimated tax must be ac-
your wages. See Credit for Excess Social Form W–2G companied by a payment-voucher from
Security Tax or Railroad Retirement TaxForm 1040–ES. If you made estimated tax If you had gambling winnings, the payer may
Withheld in Chapter 36.payments last year, you should receive a have withheld 28% as income tax. If tax was

copy of the 1996 Form 1040–ES in the mail. withheld, the payer will give you a Form W–
It will have payment-vouchers preprinted 2G showing the amount you won and theWithholding
with your name, address, and social security amount of tax withheld. Report the amountsIf you had income tax withheld during 1995,
number. Using the preprinted vouchers will you won on line 21 of Form 1040. Take credityou should receive a statement by January
speed processing, reduce the chance of er- for the tax withheld on line 55 of Form 1040.31, 1996, showing your income and the tax
ror, and help save processing costs. If you had gambling winnings, you must usewithheld. Depending on the source of your

If you did not pay estimated tax last year, Form 1040; you cannot use Form 1040A orincome, you will receive:
you will have to get a copy of Form 1040–ES Form 1040EZ. See Deductions Not Subject

Form W–2, Wage and Tax Statement,from the IRS. Do so by calling 1–800–TAX– To the 2% Limit in Chapter 30 for information
FORM (1–800–829–3676). After you make on how to deduct gambling losses.Form W–2G, Certain Gambling Win-
your first payment, a Form 1040–ES pack- nings, or
age with the preprinted vouchers will be The 1099 Series A form in the 1099 series.mailed to you. Follow the instructions in the

Most forms in the 1099 series are not filedpackage to make sure you use the vouchers
with your return. You should receive theseForms W–2 and W–2G.  You file thesecorrectly.
forms by January 31, 1996. Keep theseforms with your income tax return. YouUse the addressed envelopes that came
forms for your records. There are several dif-should get at least two copies of each formwith your Form 1040–ES package. If you use
ferent forms in this series, including:you receive. Attach Copy B to the front ofyour own envelope, make sure you mail your

your federal income tax return. Copy C is forpayment-vouchers to the address shown in Form 1099–B, Proceeds From Broker
your records. You should also receive copiesthe Form 1040–ES instructions for the place and Barter Exchange Transactions,
to file with your state and local returns.where you live. Do not use the address Form 1099–DIV, Dividends and

shown in the Form 1040 or Form 1040A Distributions,
instructions. Form W–2 

Form 1099–G, Certain Government
Your employer should give you a Form W–2 Payments,Change of address. You must notify the for 1995 by January 31, 1996. You should re-

IRS if you are making estimated tax pay- Form 1099–INT, Interest Income,ceive a separate Form W–2 from each em-
ments and you changed your address during ployer you worked for. Form 1099–MISC, Miscellaneousthe year. You must send a clear and concise If you stop working before the end of the Income,written statement to the IRS Service Center

year, your employer can give you your Form
where you filed your last return and provide Form 1099–OID, Original Issue Discount,W–2 at any time after you leave your job.
all of the following:

Form 1099–R, Distributions From Pen-However, your employer must give it to you
1) Your full name (and your spouse’s full sions, Annuities, Retirement or Profit-by January 31 of the following year (or the

name), Sharing Plans, IRAs, Insurance Con-next day that is not a Saturday, Sunday, or
tracts, etc.,holiday if January 31 is a Saturday, Sunday,2) Your signature (and spouse’s

or holiday). If you ask for the form, your em-signature), Form SSA–1099, Social Security Benefit
ployer must give it to you within 30 days after Statement, and3) Your old address (and spouse’s old ad- receiving your written request or within 30

dress if different), Form RRB–1099, Payments by the Rail-days after your final wage payment, which-
road Retirement Board.4) Your new address, and ever is later.

If you have not received your Form W–25) Your social security number (and
For some types of income reported onby January 31, 1996, you should ask yourspouse’s social security number).

forms in the 1099 series, you may not beemployer for it. If you do not receive it by
able to use Form 1040A or Form 1040EZ.February 15, call the IRS toll-free telephoneYou can use Form 8822, Change of Ad-
See the instructions to these forms fornumber for your area. The number is listed indress, for this purpose.
details.the Form 1040, Form 1040A, and FormYou can continue to use your old pre-

1040EZ instructions. You will be asked toprinted payment-vouchers until the IRS
Form 1099–R.  Attach Form 1099–R to yourgive your employer’s name, address, andsends you new ones. However, DO NOT
return if box 4 shows federal income taxtelephone number, and, if known, your em-correct the address on the old voucher or
withholding. Include the amount withheld inployer’s identification number. You will alsothe address on the envelope. 
the total on line 55 of Form 1040 or line 29abe asked for your address, social security
of Form 1040A. Check the box next to thenumber, daytime telephone number, dates
total.of employment, and your best estimate of

your total wages and federal income taxCredit for Withholding
Backup withholding.  If you were subject towithheld.and Estimated Tax backup withholding on income you receivedForm W–2 shows your total pay and
during 1995, include the amount withheld, asother compensation and the income tax, so-When you file your 1995 income tax return,
shown on your Form 1099, in the total on linecial security tax, and Medicare tax that wastake credit for all the income tax and excess
55 of Form 1040, or line 29a of Form 1040A.withheld during the year. Take credit for thesocial security or railroad retirement tax with-
Check the box next to this total.federal income tax withheld on:held from your salary, wages, pensions, etc.
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pay a penalty for 1995 if any of the followingForm Not Correct Estimated Tax
situations apply to you.If you receive a form with incorrect informa- Take credit for all your estimated tax pay-

tion on it, you should ask for a corrected ● The total of your withholding and esti-ments for 1995 on line 56 of Form 1040 or
form. The corrected Form W–2G or Form mated tax payments was at least as muchline 29b of Form 1040A. Include any over-
1099 you receive will be marked ‘‘COR- as your 1994 tax, you are not subject topayment from 1994 that you had credited to
RECTED.’’ A special form, Form W–2c, the special rule limiting use of the prioryour 1995 estimated tax. You must use Form
Statement of Corrected Income and Tax year’s tax, and you paid all required esti-1040 or Form 1040A if you paid estimated
Amounts, is used to correct a Form W–2. mated tax payments on time.tax. You cannot use Form 1040EZ.

● The tax balance on your return (minus
Form Received After Filing household employment taxes) is no moreName changed. If you changed your name,
If you file your return and you later receive a than 10% of your total 1995 tax, and youand you made estimated tax payments using
form for income that you did not include on paid all required estimated tax paymentsyour old name, attach a brief statement to
your return, you should report the income on time.the front of your tax return indicating:
and take credit for any income tax withheld

● Your total 1995 tax (defined later) minus1) When you made the payments,by filing Form 1040X, Amended U.S. Individ- your withholding is less than $500.
2) The amount of each payment,ual Income Tax Return. See Amended Re-

● You did not owe tax for 1994.turns and Claims for Refund in Chapter 1. 3) Which IRS address you sent the pay-
● All of the tax balance on your return isments to, and

Separate Returns caused by employment taxes for house-
4) Your name when you made the pay- hold workers.If you are married but file a separate return,

ments and your social security number.you can take credit only for the tax withheld
Special rules apply if you are a farmer or fish-from your own income. Do not include any

The statement should cover payments you erman. See Farmers and Fishermen inamount withheld from your spouse’s income.
made jointly with your spouse as well as any Chapter 4 of Publication 505 for moreHowever, different rules may apply if you live
you made separately. information.in a community property state.

Separate Returns IRS can figure the penalty for you.  If youCommunity property states.  Arizona, Cali-
think you owe the penalty but you do notfornia, Idaho, Louisiana, Nevada, New Mex- If you and your spouse made separate esti-
want to figure it yourself when you file yourico, Texas, Washington, and Wisconsin are mated tax payments for 1995 and you file
tax return, you may not have to. Generally,community property states. If you live in a separate returns, you can take credit only for
the IRS will figure the penalty for you andcommunity property state and file a separate your own payments.
send you a bill. However, you must completereturn, you and your spouse must each re- If you made joint estimated tax pay-
Form 2210 and file it with your return if youport half of all community income in addition ments, you must decide how to divide the
check any of the boxes in Part I of the form.to your own separate income. Each of you payments between your returns. One of you
See Reasons for filing later in this section.takes credit for half of all taxes withheld on can claim all of the estimated tax paid and

the community income. If you were divorced the other none, or you can divide it in any
during the year, each of you generally must other way you agree on. If you cannot agree, General Rule 
report half the community income and can you must divide the payments in proportion In general, you may owe a penalty for 1995 if
take credit for half the withholding on that to each spouse’s individual tax as shown on the total of your withholding and estimated
community income for the period before the your separate returns for 1995. tax payments did not equal at least the
divorce. smaller of:

For more information on these rules, and Divorced Taxpayers 1) 90% of your 1995 tax, orsome exceptions, see Publication 555, Fed-
If you made joint estimated tax payments forera l  Tax In format ion on Communi ty 2) 100% of your 1994 tax. (Your 1994 tax
1995, and you were divorced during the year,Property. return must cover a 12-month period.)
either you or your former spouse can claim
all of the joint payments, or you each canFiscal Years Exceptions.  There are exceptions to theclaim part of them. If you cannot agree on

general rule for farmers and fishermen andIf you file your tax return on the basis of a fis- how to divide the payments, you must divide
for certain higher income taxpayers.cal year (a 12-month period ending on the them in proportion to each spouse’s individ-

Farmers and fishermen.  If at least two-last day of any month except December), ual tax as shown on your separate returns for
thirds of your gross income for 1994 or 1995you must follow special rules, described be- 1995.
is from farming or fishing, substitute 662/3%low, to determine your credit for federal in- If you claim any of the joint payments on for 90% in (1) above.come tax withholding. your tax return, enter your former spouse’s See Farmers and Fishermen in Chapter 4During your fiscal year, one calendar year social security number in the space provided of Publication 505 for more information.will end and another will begin. You can on the front of Form 1040 or Form 1040A. If Higher income taxpayers.  If less thanclaim credit on your tax return only for the tax you divorced and remarried in 1995, enter two-thirds of your gross income for 1994 orwithheld during the calendar year ending in your present spouse’s social security num- 1995 is from farming or fishing and your ad-your fiscal year. You cannot claim credit for ber in that space and write your former justed gross income (AGI) for 1994 wasany of the tax withheld during the calendar spouse’s social security number, followed by more than $150,000 ($75,000 if your filingyear beginning in your fiscal year. You will be ‘‘DIV,’’ to the left of line 56, Form 1040, or status is married filing a separate return inable to claim credit for that withholding on line 29b, Form 1040A. 1995), substitute 110% for 100% in (2)your return for next year.
above.However, if income tax has been with-

For 1994, AGI is the amount shown onheld from your income under the backup
Form 1040 – line 31; Form 1040A – line 16;withholding rule, take credit for it on your tax Underpayment Penalty
and Form 1040EZ – line 3.return for the fiscal year in which you re-

If you did not pay enough tax either throughceived the payment.
withholding or by making estimated tax pay-For a more detailed discussion of how to Penalty figured for each period.  Because
ments, you will have an underpayment of es-take credit for withholding on a fiscal year re- the penalty is figured separately for each
timated tax and you may have to pay a pen-turn, see Fiscal Years in Chapter 3 of Publi- payment period, you may owe a penalty for
alty. However, you will not generally have tocation 505. an earlier payment period even if you later
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paid enough to make up the underpayment. Example.  Lisa and Chris filed a joint re- more payment periods may be less than
If you did not pay enough tax by the due date turn for 1994 showing taxable income of one-fourth of your required annual payment.
of each of the payment periods, you may $48,000 and a tax of $8,507. Of the $48,000 To figure your underpayment using this
owe a penalty even if you are due a refund taxable income, $40,000 was Lisa’s and method, complete Schedule AI of Form
when you file your income tax return. Chris was responsible for the rest. For 1995, 2210. Also check the box on line 1b in Part I

they file married filing separately. Lisa of Form 2210. You must file the form andExample.  You did not make estimated
figures her share of the tax on the 1994 joint Schedule AI with your return. This method istax payments during 1995 because you
return as follows: explained in Chapter 4 of Publication 505.thought you had enough tax withheld from

Actual withholding method.  Instead ofyour wages. Early in January 1996, you
Tax on $40,000 based on a separate using one-fourth of your withholding to figuremade an estimate of your total 1995 tax. You

return $  8,737 your payments, you can choose to establishthen realized that your withholding was
Tax on $8,000 based on a separate how much was actually withheld on or before$2,000 less than the amount needed to

return 1,204 the due dates and use those amounts. Youavoid a penalty for underpayment of esti-
can make this choice separately for the taxTotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,941mated tax.
withheld from your wages and for all otherLisa’s portion of total ($8,737 ÷  $9,941) 88%On January 11, you made an estimated
withholding.Lisa’s share of 1994 joint return tax tax payment of $3,000, the difference be-

Using your actual withholding may result($8,507 ×  88%) . . . . . . . . . . . . . . . . . . . . . $  7,486tween your withholding and your estimate of
in a smaller penalty if most of your withhold-your total tax. Your final return shows your
ing occurred early in the year.total tax to be $50 less than you originally fig-

If you use your actual withholding, youured, so you are due a refund. Form 2210. In most cases, you do not need
must check the box on line 1c, Part I of theYou do not owe a penalty for your pay- to file Form 2210. The IRS will figure the pen-
Form 2210. Complete Form 2210 and file itment due January 15, 1996. However, you alty for you and send you a bill. If you want to
with your return.will owe a penalty through January 11 for figure your penalty, complete Part I, Part II,

Short method for figuring the penalty.your underpayments for the earlier payment and either Part III or Part IV of Form 2210. Do
You may be able to use the short method inperiods. not file Form 2210 unless you must file it, as
Part III of Form 2210 to figure your penaltyexplained later under Reasons for filing. If
for underpayment of estimated tax. If youMinimum required each period.  You will you use Form 2210, you cannot file Form
qualify to use this method, it will result in theowe a penalty for any 1995 payment period 1040EZ.
same penalty amount as the regular method,for which your estimated tax payment plus On Form 1040, enter the amount of your
but with fewer computations.your withholding for the period and overpay- penalty on line 66. If you owe tax on line 65,

You can use the short method only if youments for previous periods was less than the add the penalty to your tax due and show
meet one of the following requirements.smaller of: your total payment on line 65. If you are due

a refund, subtract the penalty from the over- 1) You made no estimated tax payments1) 22.5% of your 1995 tax, or
payment you show on line 62. for 1995. It does not matter whether you

2) 25% of your 1994 tax. (Your 1994 tax On Form 1040A, enter the amount of had income tax withholding.
return must cover a 12-month period.) your penalty on line 34. If you owe tax on line

2) You paid estimated tax on all four due33, add the penalty to your tax due and show
dates in equal installments. You mustNote.  If you are subject to the rule for your total payment on line 33. If you are due
have paid the same amount on each ofhigher income taxpayers, discussed earlier, a refund, subtract the penalty from the over-
the following dates:substitute 27.5% for 25% in (2) above. payment you show on line 30.

April 17, 1995,Reasons for filing.  You may be able toWhen penalty is charged.  If you miss a
lower or eliminate your penalty if you filepayment or you paid less than the minimum June 15, 1995,
Form 2210. You must file Form 2210 withrequired in a period, you may be charged an

September 15, 1995, andyour return if any of the following applies.underpayment penalty from the date the
January 16, 1996.amount was due to the date the payment is 1) You request a waiver. (See Waiver of

made. Penalty, later.)
If you do not meet either requirement, figure

2) You use the annualized income install- your penalty using the regular method in PartChange from 1994 separate returns to
ment method. IV, Form 2210.1995 joint return.  If you file a joint return

3) You use your actual withholding forwith your spouse for 1995, but you filed sep-
each payment period for estimated taxarate returns for 1994, your 1994 tax is the Note.  If you use the short method in Part
purposes.total of the tax shown on your separate re- III, you cannot use the annualized income in-

turns. You filed a separate return in 1994 if stallment method or the actual withholding4) You base any of your required install-
you filed as single, head of household, or method.ments on the tax shown on your 1994
married filing separately. return and you filed or are filing a joint

return for either 1994 or 1995 but not for Exceptions Change from 1994 joint return to 1995 both years.
separate return.  If you file a separate re- Generally, you do not have to pay an un-
turn for 1995, but you filed a joint return with derpayment penalty if either of the followingFor help in completing Form 2210, including
your spouse for 1994, your 1994 tax is your conditions apply:illustrated examples, see Chapter 4 of Publi-
share of the tax on the joint return. You filed cation 505. ● Your total tax due is less than $500, ora separate return in 1995 if you filed as sin- Annual ized income instal lment

● You had no tax liability last year.gle, head of household, or married filing sep- method.  If you did not receive your income
arately. To figure your share, first figure the evenly throughout the year (for example,
tax both you and your spouse would have your income from a repair shop you operated
paid had you filed separate returns for 1994, Less Than $500 Due was much larger in the summer than it was
using the same filing status as in 1995. Then during the rest of the year), you may be able You do not owe a penalty if the total tax
multiply your joint tax liability by the following to lower or eliminate your penalty by figuring shown on your return minus the amount you
fraction: your underpayment using the annualized in- paid through withholding (including excess

come installment method. Under this social security and railroad retirement taxYour separate tax liability
Both spouses’ separate tax liabilities method, your required installment for one or withholding) is less than $500.
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Total tax for 1995.  For 1995, your total tax You had no tax liability for 1994 if your to- 4) Any uncollected social security, Medi-
on Form 1040 is the amount on line 54 re- care, or railroad retirement tax includedtal tax was zero or you did not need to file an
duced by the total of the following amounts: on line 53,income tax return.

1) Any recapture of a federal mortgage 5) Any earned income credit on line 56,Example.  Ray, who is single and age 50,
subsidy from Form 8828 included on andwas unemployed for most of 1994. He
line 49, earned $2,700 in wages before he was laid 6) Any credit for federal tax on fuels from

off, and he received $2,500 in unemploy-2) Any social security or Medicare tax on Form 4136 included on line 59.
ment compensation afterwards. He had notips not reported to your employer on
other income. Even though he had gross in-line 50, Your total tax on Form 1040A for 1994 is
come of $5,200, he did not have to pay in-3) Any tax on an IRA or a qualified retire- the amount on line 27 minus the amount on
come tax because his gross income wasment plan from Form 5329 (other than line 28c. Your total tax on Form 1040EZ for
less than the filing requirement for a singlethe tax on early distributions) included 1994 is the amount on line 9 minus the
person under age 65 ($6,250 for 1994). Heon line 51, amount on line 7.
filed a return only to have his withheld in-

4) Any household employment taxes from come tax refunded to him.
Schedule H included on line 53, Waiver of Penalty In 1995, Ray began regular work as an in-

5) Any uncollected social security, Medi- dependent contractor. Ray made no esti- The IRS can waive the penalty for underpay-
care, or railroad retirement tax included mated tax payments in 1995. Even though ment if:
on line 54, he did owe tax at the end of the year, Ray 1) You did not make a payment because of

does not owe the underpayment penalty for6) Any earned income credit on line 57, a casualty, disaster, or other unusual
1995 because he had no tax liability in 1994.and circumstance, and it would be inequita-

ble to impose the penalty, or7) Any credit for federal tax on fuels from
Total tax for 1994.  For 1994, your total taxForm 4136 included on line 60. 2) You retired (after reaching age 62) oron Form 1040 is the amount on line 53 re-

became disabled during the tax year aduced by the total of the following amounts:Your total tax on Form 1040A for 1995 is payment was due or during the preced-
the amount on line 28 minus the amount on 1) Any recapture of a federal mortgage ing tax year, and both the following re-
lines 27 and 29c. Your total tax on Form subsidy from Form 8828 included on quirements are met:
1040EZ for 1995 is the amount on line 10 mi- line 49,

a) You had reasonable cause for notnus the amount on line 8.
2) Any social security or Medicare tax on making the payment, and

tips not reported to your employer onNo Tax Liability Last Year b) Your underpayment was not due to
line 50, willful neglect.You do not owe a penalty if you had no tax li-

3) Any tax on an IRA or a qualified retire-ability last year and you were a U.S. citizen or
ment plan from Form 5329 (other thanresident for the whole year. For this rule to To claim either of these waivers, follow
the tax on early distributions) includedapply, your tax year must have included all the procedures explained in the instructions
on line 51,12 months of the year. for Form 2210.
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Part Two.

The eight chapters in this part discuss many kinds of income. They explainIncome which income is and is not taxed. See Part Three for information on gains
and losses you report on Schedule D (Form 1040) and for information on
selling your home. 

Fringe Benefits, Disability Income, and Pen- Babysitting. The rules for child-care
providers also apply to anyone who periodi-sion and Annuity Contributions, which are
cally babysits for relatives or neighborhood6. explained in greater detail.
children.

If you are an employee, you should re-Advance commissions and other earn-Wages, Salaries, ceive a Form W–2 if your pay is subject to so-ings.  If you receive advance commissions
cial security and Medicare taxes or would beor other amounts for services to be per-and Other subject to the withholding of income tax ifformed in the future, and you are a cash
one exemption were claimed. Include yourmethod taxpayer, you must include theseEarnings pay on line 7 of Form 1040 or Form 1040A,amounts in your income in the year you re-
or on line 1 of Form 1040EZ, even if you doceive them.
not receive a Form W–2.If you repay unearned commissions or

If you are not an employee, you are prob-other amounts in the same year in which you
ably self-employed and must include theImportant Reminder received them, reduce the amount to include
payments you receive on Schedule C (Form

in your income by the repayment. However,Employer-provided transportation.  The 1040), Profit or Loss From Business, or
if you repay the unearned commissions orvalue of employer-provided transportation, Schedule C–EZ (Form 1040), Net Profit
other amounts in a later tax year, you can de-such as a vanpool, transit pass, or qualified From Business, if you qualify.

parking, can be excluded from an employ- duct the repayment as an itemized deduc-
ee’s gross income up to certain limits. See tion on your Schedule A (Form 1040), or you Government cost-of-living allowances. Fringe Benefits, later. may be able to take a credit for that year. These allowances are generally not included

See Repayments in Chapter 13. in the income of federal civilian employees,
including federal court employees stationed

Back pay awards.  Amounts you are in Alaska, Hawaii, or outside the 48 contigu-Introduction
awarded in a settlement or judgment for ous states or the District of Columbia.

This chapter discusses wages, salaries, back pay, including unpaid life insurance Allowances and differentials that in-
fringe benefits, and other compensation re- premiums and unpaid health insurance pre- crease your basic pay as an incentive for tak-ceived for services as an employee. The top- miums, are included in your gross income. ing a less desirable post of duty are part ofics include: They should be reported to you by your em- your compensation and must be included in
● Bonuses and awards ployer on Form W–2, Wage and Tax your income. For example, your compensa-

Statement. tion includes Foreign Post, Foreign Service,● Unemployment compensation
and Overseas Tropical salary differentials.

● Disability income
For more information, get Publication 516,Bonuses and awards. Amounts paid to you

● Special rules for certain employees Tax Information for U.S. Government Civilianfor outstanding work, such as bonuses or
Employees Stationed Abroad.● Military awards, are income shown on your Form W–

2. These include prizes such as vacation
The chapter also explains what income is Holiday gifts. If your employer gives you atrips for meeting sales goals. If a prize or

included in the employee’s gross income turkey, ham, or other item of nominal valueaward is in goods or services, you must in-
and what is not included. at Christmas or other holidays, the value ofclude the fair market value of the goods or

the gift is not income. However, if your em-services in your income. However, if your
ployer gives you cash, a gift certificate, or aUseful Items employer merely promises to pay you a bo-
similar item that you can easily exchange forYou may want to see: nus or award at some future time, it is not
cash, the value of the gift is extra salary or

taxable until you receive it or it is made avail-
wages regardless of the amount involved.Publication able to you. If you receive an award for

□ 503 Child and Dependent Care length of service or safety achievement, see
Interview expenses. If an employer asksExpenses Employee achievement awards in Chapter you to appear for an interview and either

13.□ 505 Tax Withholding and Estimated pays you an allowance or reimburses you for
Tax your transportation and other travel ex-

Child-care providers. If you provide child penses, you include in your income on line□ 525 Taxable and Nontaxable Income
care, either in the child’s home or in your 21, Form 1040, only the amount you receive□ 917 Business Use of a Car home or other place of business, the pay you that is more than your actual expenses.
receive must be included in your income. If
you provide the care in the child’s home, you Property purchased from employer.  If
may be an employee. If you provide the careEmployee your employer allows you to buy property be-
in your home or other place of business, you low its fair market value as compensation forCompensation may or may not be an employee. You are an your services, you must include in your in-
employee if you are subject to the will and come as wages the difference between theThis section explains many types of em-
control of your employer as to what you are property’s fair market value and the amountployee compensation. The subjects are ar-

you paid for it.to do and how you are to do it.ranged in alphabetical order followed by
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Property received for services. If you re- 3) A state sickness or disability fund. unemployment compensation law of the
ceive property for your services, you gener- United States or of a state. It includes:4) An association of employers or
ally must include its value in your gross in- 1) Benefits paid by a state or the District ofemployees.
come as wages. Property for services Columbia from the Federal Unemploy-

5) An insurance company, if your employerincludes shares of corporate stock you re- ment Trust Fund.
paid for the plan.ceive from your employer. You must include

2) Unemployment insurance benefits.the fair market value of this property in the
However, if you paid the premiums on an ac-year you receive it. However, you may not 3) Railroad unemployment compensation

have to include the value of the property in benefits.cident or health insurance policy, the bene-
your income in the year received, if the prop- fits you receive under the policy are not 4) Disability payments from a government
erty is both nontransferable and subject to a taxable. program paid as a substitute for unem-
substantial risk of forfeiture. For details, see Railroad sick pay.  If you receive sick ployment compensation (amounts re-
Restricted Property Received for Services in pay under the Railroad Unemployment In- ceived as workers’ compensation for in-
Publication 525. surance Act, these payments are taxable juries or illness are not unemployment

Dividends you receive on restricted stock and you must include them in your income. compensation).
are extra compensation to you. Restricted However, you do not include them in your in- 5) Trade readjustment allowances understock is stock you received from your em- come to the extent they are for an on-the-job the Trade Act of 1974.ployer and did not include in your income be- injury.

6) Benefits under the Airline Deregulationcause it was nontransferable and subject to If you received income because of a disa-
Act of 1978.forfeiture. Your employer should include bility, see Disability Income, later.

these payments on your Form W–2. 7) Unemployment assistance under the
Dividends you receive on stock you Disaster Relief Act Amendments ofSocial security and Medicare taxes paid

chose to include in your income in the year 1974.by employer. If you and your employer have
transferred are treated the same as any an agreement that your employer pays your
other dividends. Report them on line 9, Form Governmental program.  If you contrib-social security and Medicare taxes without
1040. For a discussion of dividends, see ute to a governmental unemployment com-deducting them from your gross wages, you
Chapter 9. pensation program, and your contributionsmust report the amount of tax paid for you as

Get Publication 525 for information on are not deductible, amounts you receivetaxable wages on your tax return. You must
how to treat dividends reported on both your under the program are not included as un-also treat the payments as wages for figuring
Form W–2 and Form 1099–DIV. employment compensation until you recoveryour social security and Medicare taxes and

your contributions.your social security and Medicare benefits.
Severance pay. Amounts you receive as Supplemental unemployment bene-However, these payments are not treated as
severance pay are taxable. A lump-sum pay- fits.  Benefits received from a company-fi-social security and Medicare wages if you
ment for cancellation of your employment nanced fund (to which the employees did notare a household worker or a farm worker.
contract is income in the tax year you receive contribute) are not unemployment compen-
it and must be reported with your other sala- sation. They are taxable as wages subject toStock appreciation rights. If your employer
ries and wages. income tax withholding but not subject to so-grants you a stock appreciation right, do not

Accrued leave payment.  If you are a cial security, Medicare, or federal unemploy-include it in your income until you exercise
federal employee and receive a lump-sum ment taxes. Report these payments on line 7(use) the right. When you use the right, you
payment for accrued annual leave when you of Form 1040 or Form 1040A.are entitled to a cash payment equal to the
retire or resign, this amount will be included You may have to repay some of your sup-fair market value of the corporation’s stock
on your Form W–2. plemental unemployment benefits to qualifyon the date of use minus the fair market

for trade readjustment allowances under theIf you resign from one agency and are value on the date the right was granted. You
Trade Act of 1974. If you repay supplementalreemployed by another agency, you may include the cash payment in your income in
unemployment benefits in the same year youhave to repay part of your lump-sum annual the year you use the right.
receive them, reduce the total benefits byleave payment to the second agency. You
the amount you repay. If you repay the bene-can reduce gross wages by the amount you

Stock options. You usually have taxable in- fits in a later year, you must include the fullrepaid in the same tax year in which you re-
come when you receive or exercise (use) a amount of the benefits received in your in-ceived it. You should attach to your tax re-
nonstatutory option to buy stock (or other come for the year you received them.turn a copy of the receipt or statement fur-
property) as payment for your services. How- Deduct the repayment in the later year asnished by the agency to which repayment is
ever, if your option is a statutory stock option an adjustment to gross income. Include themade to explain the difference between the
(an incentive stock option or an option repayment on line 30, Form 1040, and putwages on the return and the wages on your
granted under an employee stock purchase ‘‘Sub-pay TRA’’ and the amount on theForms W–2.
plan) special rules generally delay the tax dotted line next to line 30. If the amount youEmployer-provided outplacement ser-
until you sell or exchange your shares of repay in a later year is more than $3,000, youvices.  If you receive employer-provided out-
stock. For details, get Publication 525. may be able to take a credit against your taxplacement services, such as training in re-

for the later year instead of deducting thesumé writing and interview techniques, in
Unemployment compensation. You must amount repaid. For more information on this,lieu of higher severance pay, you must in-
include in your income all unemployment see the discussion on Repayments in Chap-clude the amount of the unreduced sever-
compensation you receive. You should re- ter 13.ance pay in income.
ceive a Form 1099–G showing the unem- Private unemployment fund.  Unem-
ployment compensation paid to you. Gener- ployment benefit payments from a privateSick pay. Amounts you receive from your
ally, you enter unemployment compensation fund to which you voluntarily contribute areemployer while you are sick or injured are
on line 3, Form 1040EZ; line 12, Form taxable only if the amounts you receive arepart of your salary or wages. Report the
1040A; or line 19, Form 1040. You may be li- more than your total payments into the fund.amount you receive on line 7, Form 1040;
able for estimated tax if you receive unem- Report the taxable amount on line 21, Formline 7, Form 1040A; or line 1, Form 1040EZ.
ployment compensation. For more informa- 1040.You must include in your income payments
tion on estimated tax, see Chapter 5. Payments by a union.  Benefits paid tomade by any of the following:

Types of unemployment compensa- you as an unemployed member of a union
1) Your employer. tion.  Unemployment compensation gener- out of regular union dues are included in your

ally includes any amount received under an2) A welfare fund. gross income on line 21, Form 1040.
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Guaranteed annual wage.  Payments include parking at or near the employee’sFringe Benefits 
residence.you receive from your employer during peri-

The value of fringe benefits you receive from
ods of unemployment, under a union agree-

your employer is taxable and must be in-
More information.  For more information onment that guarantees you full pay during the cluded in your income as compensation un-
fringe benefits, see Publication 535, Busi-year, are taxable as wages. less the benefits are specifically excluded by
ness Expenses.State employees.  Payments can be law or you pay fair market value for them.

made by a state to its employees who are Some of the benefits you must report in
not covered by the state’s unemployment Group Life Insurance Premiumsyour income include your personal use of an
compensation law. If the payments are simi- Generally, the cost of up to $50,000 ofemployer-provided car or aircraft or a mem-
lar to benefits under that state law, they are group-term life insurance coverage that isbership in a country club.
fully taxable. Report these payments on line provided to you by your employer is not in-Generally, your employer determines the
21, Form 1040. cluded in your income. However, you mustamount of your fringe benefits and includes

Fraud.  Fraudulently obtained unemploy- include in your income the cost of insurancethis amount on your Form W–2. For more in-
ment compensation is fully taxable and you that is more than the cost of $50,000 of in-formation on how an employer determines

surance, reduced by the amount you pay to-report it on line 21, Form 1040. taxable fringe benefits, see Publication 535,
wards the purchase of the insurance.Repayment of unemployment com- Business Expenses.

Form W–2.  The amount included in yourpensation benefits.  If you repaid in 1995
income is reported as part of your wages onunemployment compensation benefits you Transportation 
Form W–2 and is shown separately on thereceived in 1995, subtract the amount you If your employer provides you with a qualified form. See Your payment, later.repaid from the total amount you received transportation fringe, it can be excluded from Retired employees.  If you are retired,and enter the difference on line 19, Form your gross income, up to certain limits. A you generally will have to include in your in-1040; line 12, Form 1040A; or line 3, Form qualified transportation fringe is: come the cost of payments that are for more1040EZ. Also, enter ‘‘Repaid’’ and the

1) Transportation in a commuter highway than $50,000 of insurance coverage. Foramount you repaid on the dotted line next to
vehicle (such as a van) between your more information, get Publication 525.line 19 or next to line 12 or line 3. If, in 1995,
home and work place,you repaid unemployment compensation

Group-term life insurance.  This insurance2) A transit pass, orthat you included in gross income in an ear-
is term life insurance protection (insurancelier year, you may deduct the amount repaid 3) Qualified parking. for a fixed period of time) that:on Schedule A (Form 1040), line 22. See Re-
1) Provides a general death benefit that ispayments in Chapter 13. Cash reimbursement by your employer for

excluded from income,these expenses under a bona fide reim-
Union benefits and dues.  Amounts de- bursement arrangement is also excludable. 2) Is provided to a group of employees,
ducted from your pay for union dues, assess- However, cash reimbursement for a transit 3) Is provided under a policy carried by the
ments, contributions, or other payments to a pass is allowed only if a voucher or similar employer, and
union cannot be excluded from your gross item which may be exchanged only for a

4) Provides an amount of insurance fortransit pass is not readily available for directincome. You must include them in your in-
each employee based on a formula thatdistribution to you.come as wages.
prevents individual selection.You may be able to deduct some of these

Exclusion limit.  The exclusion for com-payments as a miscellaneous deduction
Your payment.  If you pay any part of themuter highway vehicle transportation andsubject to the 2% limit if they are related to

cost of the insurance, your entire paymenttransit pass fringe benefits cannot be moreyour job and if you itemize your deductions
reduces, dollar for dollar, the amount yourthan a total of $60 a month, regardless of theon Schedule A (Form 1040). You may be
employer would otherwise include in your in-total value of both benefits.able to deduct them whether you paid them
come. However, you cannot reduce theThe exclusion for the qualified parkingdirectly to the union or had them deducted
amount to include in your income by either:fringe benefit cannot be more than $160 afrom your pay. See Union Dues and Ex-

month, regardless of its value. 1) Payments for coverage in a different taxpenses in Chapter 30.
If the benefits have a value that is more year, orStrike and lockout benefits. Benefits

than these limits, the excess must be in-paid to you by a union from union dues as 2) Payments not taxed to you because ofcluded in your income.strike or lockout benefits, including both the exceptions discussed below.Commuter highway vehicle.  This is acash and the fair market value of other prop-
highway vehicle that seats at least six adultserty, are usually included in your income as Permanent benefits.  If your group-term(not including the driver). At least 80% of thewages. You can exclude these benefits from life insurance policy includes permanentvehicle’s mileage must reasonably be ex-your income only when the facts show that benefits, such as a paid-up or cash surren-pected to be for transporting employees be-the union intended them as gifts to you. der value, you must include in your income,tween their homes and work place and em-

as wages, the cost of the permanent bene-ployees must occupy at least half of the
fits minus the amount you pay for them. YourWithholding.  Amounts withheld from your vehicle’s adult seating capacity (not includ-
employer should be able to tell you thepay for income tax, social security tax, Medi- ing the driver).
amount to include in your income.care tax, or savings bonds are considered Transit pass.  This is any pass, token,

Accidental or other death benefits.  Ifreceived by you. They will be included in your farecard, voucher, or similar item entitling a
you receive accidental or other death bene-wages on Form W–2. The same generally is person to ride mass transit (whether public
fits from a policy that does not provide gen-true of amounts withheld for taxable fringe or private) free or at a reduced rate or to ride
eral death benefits (travel insurance, for ex-benefits, pensions, insurance, union dues, in a commuter highway vehicle operated by
ample), these benefits are not included asand other assessments. For more informa- a person in the business of transporting per-
group-term life insurance coverage.tion on income tax withholding, get Publica- sons for compensation.

tion 505. Qualified parking.  This is parking pro-
Exceptions.  You are not taxed on the costIf your employer uses your wages to pay vided to an employee at or near the employ-
of group-term life insurance if any of the fol-your debts, or if your wages are attached or er’s place of business. It also includes park-
lowing apply:garnisheed, the full amount is considered re- ing provided on or near a location from which

ceived by you. Also included in your wages the employee commutes to work in a com- 1) You are disabled and have ended your
are fines or penalties withheld from your pay. muter highway vehicle or carpool. It does not employment;
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2) Your employer is the beneficiary of the Example.  You are 51 years old and work any shorter period) as paid during the
for Employers A and B. Both employers pro-policy for the entire period the insurance following calendar year. For example,
vide group-term life insurance coverage foris in force during the tax year; or each year your employer includes the
you. Your coverage with Employer A is value of benefits provided the last 23) The only beneficiary is a qualified chari-
$35,000, and your coverage with Employer B months of the prior year and the first 10table organization (defined in Chapter
is $45,000. You pay premiums of $50 a year months of the current year.26) for the entire period the insurance is
under the Employer B group plan. You figure

in force during the tax year. You are not
the amount to include in your income as You must use the same accounting pe-entitled to a deduction for a charitable
follows: riod to claim an employee business deduc-contribution by naming a charitable or-

tion (for use of a car, for example) that youganization as the beneficiary of your Employer A coverage (in thousands) $ 35
use to report the benefit. Your employerpolicy. Employer B coverage (in thousands) 45
does not have to use the same accountingTotal coverage (in thousands) . . . . . . . . . $ 80
period for each fringe benefit, but must useEntire cost taxed.  You are taxed on the en- Minus: Exclusion (in thousands) . . . . . . . 50
the same period for all employees who re-tire cost of group-term life insurance protec- Excess amount (in thousands) . . . . . . . . . $ 30
ceive a particular benefit.tion provided by your employer through a Multiply by cost per $1,000 per month,

qualified employees’ trust, such as a pension age 51 (from table) . . . . . . . . . . . . . . . . . . . .48
trust or a qualified annuity plan. Form W–2.  Your employer reports your tax-

Cost of excess insurance for 1 month $ 14.40
able fringe benefits in box 1 (Wages, tips,You are also taxed on the entire cost of

Multiply by number of full months
the group-term life insurance coverage pro- other compensation) of Form W–2. The total

coverage at this cost . . . . . . . . . . . . . . . . . 12
vided by your employer if you are a key em- value of your fringe benefits should also be

Cost of excess insurance for tax year $172.80ployee and your employer’s plan discrimi- shown in box 12. The value of your fringe
Minus: Premiums you paid . . . . . . . . . . . . . 50.00nates in favor of key employees. benefits may be added to your other com-
Cost to include in your income as pensation on one Form W–2, or you may re-

wages $122.80 ceive a separate Form W–2 showing just theLife insurance agents.  Full-time life insur-
value of your fringe benefits in box 1 with aance agents who are considered employees

For information on employer payments notation in box 12. for social security and Medicare tax with-
for group-term life insurance, get Publicationholding purposes are treated as employees
535.in applying the provisions relating to group- Disability Incometerm life insurance under a policy carried by

Generally, if you retire on disability you mustHow To Report Fringe Benefits their employer.
report your pension or annuity as income.The amount of your taxable fringe benefits is
There is a tax credit for people who are per-shown on your Form W–2.One employer.  If you have only one em-
manently and totally disabled. For informa-ployer and you were insured at any time dur-
tion on this credit and the definition of per-Employer-provided car.  If your employering the tax year for more than $50,000 under
manent and total disability, see Chapter 34.provides a car (or other highway motor vehi-a group-term life insurance policy, your in-

cle) to you, your personal use of the car iscome from this source is shown as other
usually a taxable noncash fringe benefit.compensation on the Form W–2 you receive. Disability pensions.  Generally, you must

Your employer must determine the actual report as income any amount you receive for
value of this fringe benefit to include in your your disability through an accident or healthTwo or more employers.  If two or more
income. Your employer determines this insurance plan paid for by your employer. Ifemployers provide you group-term life insur-
value by either of the following methods: both you and your employer pay for the plan,ance coverage totaling more than $50,000,

only the amount you receive for your disabil-you must figure how much to include in your 1) The actual value of your personal use of
ity that is due to your employer’s payments isincome for the cost of all coverage that is the car, or
reported as income. However, certain pay-more than $50,000. You must include the 2) The actual value of the car as if you

cost of life insurance provided to you during ments may not be taxable. Your employerused it entirely for personal purposes
the tax year, regardless of when your em- should be able to give you specific details(100% income inclusion).
ployers paid the premiums. about your pension plan and tell you the

amount you paid for your disability pension.You figure the cost for each month of If your employer includes 100% of the
In addition to disability pensions and annui-coverage by multiplying the number of value in your income, you can deduct the

thousands of dollars of insurance coverage, ties, you may be receiving other paymentsvalue of your business use of the car if you
less $50,000 of insurance (both figured to for sickness and injury. See Other Sicknessitemize your deductions. You figure the value
the nearest tenth), by the cost from the fol- and Injury Benefits in Chapter 13.of this business use on Form 2106, Em-
lowing table. You must prorate the cost if ployee Business Expenses.
less than a full month of coverage is Certain employer-provided transporta- Cost paid by you.  If you pay the entire cost
involved. tion can be excluded from gross income. of a health or accident insurance plan, do

See the discussion on Transportation, not include any amounts you receive for your
earlier. disability as income on your tax return. If yourCOST PER $1,000 OF PROTECTION 

plan reimbursed you for medical expensesFOR ONE MONTH
Accounting period.  You must use the you deducted in an earlier year, you may

Age Cost same accounting period your employer uses have to include some, or all, of the reim-
Under 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 cents to report your taxable fringe benefits and to bursement in your income. See Reimburse-

claim any related deductions. Your employer30 through 34 . . . . . . . . . . . . . . . . . . . . . . . . . . . 9 cents ment in a later year in Chapter 23.
has the option to report taxable fringe bene-35 through 39 . . . . . . . . . . . . . . . . . . . . . . . . . . . 11 cents Cafeteria plans.  If you pay the premi-
fits by using either of the following rules:40 through 44 . . . . . . . . . . . . . . . . . . . . . . . . . . . 17 cents ums of a health or accident insurance plan

45 through 49 . . . . . . . . . . . . . . . . . . . . . . . . . . . 29 cents through a cafeteria plan, see Publication1) The general rule: value the benefit for a
50 through 54 . . . . . . . . . . . . . . . . . . . . . . . . . . . 48 cents 525.full calendar year (January 1–December

31), or55 through 59 . . . . . . . . . . . . . . . . . . . . . . . . . . . 75 cents
60 through 64 . . . . . . . . . . . . . . . . . . . . . . . . . . . $1.17 Accrued leave payment.  If you retire on2) The special accounting period rule: treat
65 through 69 . . . . . . . . . . . . . . . . . . . . . . . . . . . $2.10 disability, any lump-sum payment you re-the value of benefits provided during the
70 and older . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3.76 ceive for accrued annual leave is a salarylast two months of the calendar year (or
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payment. The payment is not a disability pay- year. Contributions to tax-sheltered annui- If you are a member of a religious organi-
ties are subject to a higher limit. Get Publica-ment. You must report it as wages in the tax zation and you give your outside earnings to
tion 571, Tax-Sheltered Annuity Programsyear you receive it. the organization, you still must include the
for Employees of Public Schools and Certain earnings in your income. However, you may
Tax-Exempt Organizat ions, for more be entitled to a charitable contribution de-Retirement and profit-sharing plans.  Any
information. duc t ion  fo r  the  amount  pa id  to  thepayments you receive from a retirement or

The cost of life insurance coverage in-profit-sharing plan that does not provide for organization.
cluded in an employer’s plan may be incomedisability retirement are not payments from
if the proceeds of the policy are payable di-an accident or health plan. Therefore, do not Rental value of a home.  You do not includerectly or indirectly to your beneficiary. Seereport them as disability income. The pay- in your income the rental value of a home (orGroup Life Insurance Premiums, earlier,ments are taxable and should be reported as utility expenses) provided to you as part ofunder Fringe Benefits.a pension or annuity. See Disability Income

your pay for your duties as an ordained, li-Amounts actually distributed or madein Chapter 11.
censed, or commissioned minister. How-available to you generally are taxable, unless

they are eligible for a tax-free rollover and ever, you must include the rental value of the
Military disability pensions.  Generally, are rolled over (within 60 days after receipt) home, and related allowances, as earnings
you must report these disability pensions as to another qualified plan or to an individual from self-employment on Schedule SE
income. But certain military and government retirement account or annuity. If you elect an (Form 1040) if you are subject to the self-em-
disability pensions are not taxable. For more eligible rollover distribution to be paid di- ployment tax.
information, see Military and Certain Govern- rectly to you (even if you plan to roll over the
ment Disability Pensions in Chapter 11. distribution), the payer must withhold part of

Housing allowance.  A housing allowancethe distribution for income tax. You can
paid to you as part of your salary is not in-How to report.  If you retired on disability, avoid withholding if you choose a direct
come to the extent you use it, in the year re-payments you receive are taxed as wages transfer to another qualified retirement plan.
ceived, to provide a home or to pay utilitiesuntil you reach minimum retirement age. Your employer may be able to tell you how
for a home with which you are provided. Thethe amount you received is taxed. See Chap-Minimum retirement age generally is the age
amount of the housing allowance that youters 11 and 18.at which you can first receive a pension or
can exclude from your income cannot beannuity if you are not disabled. You must re-
more than the reasonable compensation forEmployer’s contributions to nonqualifiedport your taxable disability payments on line

plan.  If your employer pays into a nonquali-7, Form 1040, or on line 7, Form 1040A, until your services as a minister. The church or or-
fied plan for you, you generally must includeyou reach minimum retirement age. ganization that employs you must officially
the contributions in your income as wagesBeginning on the day after you reach designate the payment as a housing allow-
for the tax year in which the contributions areminimum retirement age, payments you re- ance before the payment is made. A definite
made. Report this income on line 7 of Formceive are taxable as a pension. Report the amount must be designated; the amount of
1040 or Form 1040A, or on line 1 of Formpayments on lines 16a and 16b of Form the housing allowance cannot be deter-
1040EZ. However, if your interest is not1040, or on lines 11a and 11b of Form mined at a later date.
transferable and is subject to a substantial1040A. The rules for reporting pensions are If you are employed and paid by a local
risk of forfeiture (you have a good chance ofexplained in How to Report in Chapter 11. congregation, a resolution by a national
losing it), you do not have to include the

church agency of your denomination doesamount of your interest in your income when
not effectively designate a housing allow-Pension and you receive it. When your interest becomes
ance for you. The local congregation musttransferable or is no longer subject to a sub-Annuity Contributions officially designate the part of your salarystantial risk of forfeiture, you must include

Generally, you cannot exclude from income that is to be a housing allowance. However,the value in your income.
amounts you pay into a pension plan through a resolution of a national church agency can
payroll deductions. designate your housing allowance if you areRailroad retirement annuities.  If you re-

directly employed by the agency. If no partceived railroad retirement tier 1 benefits that
Contributions to Federal Thrift Savings has been officially designated, you must in-are more than the ‘‘social security equivalent
Fund.  Federal employees can choose to clude your total salary in your income.benefit,’’ or tier 2 or vested dual benefits,
make contributions from their salaries to the these payments are treated as pension or Expenses of providing a home include
Federal Thrift Savings Fund. Contributions annuity income and are taxable under the rent, house payments, furniture payments,
are not included in income. Your salary rules explained in Chapter 11. costs for a garage, and utilities. They do not
before the contributions are taken out is include the cost of food or servants.
used for purposes of figuring social security Homeowner.  If you own your home, or
and Medicare taxes and benefits. Payments are buying it, you can exclude your housingSpecial Rules forfrom the fund are taxable as a distribution allowance from your income if you spend it
from a qualified pension or annuity plan.

for the down payment on the home, for mort-Certain Employees 
gage payments, or for interest, taxes, utili-This section deals with special rules for peo-Employer’s contributions to qualified ties, repairs, etc. However, you cannot ex-ple in certain types of employment. It in-plan.  Generally, your employer’s contribu- clude more than the fair rental value of thecludes members of the clergy, people work-tions to a qualified pension plan for you are home plus the cost of utilities, even if a largering for foreign employers, military personnel,not included in income at the time contrib- amount is designated as a housing allow-veterans, ACTION and Peace Corps volun-uted. However, employer contributions that
ance. Fair rental value of a home includesteers, and statutory employees.are made out of funds that would otherwise
the fair rental value of furnishings in it.have been paid to you as salary, except that

you entered into a salary reduction agree- Clergy 
Interest and taxes on your home.  You canment with your employer (elective deferral), If you are a member of the clergy, you must
deduct the qualified mortgage interest andare excluded from income only up to a limit. include in your income offerings and fees
real estate taxes you pay on your home evenFor 1995, you cannot set aside more you receive for marriages, baptisms, funer-
if you use nontaxable housing allowancethan a total of $9,240 for all elective defer- als, masses, etc., in addition to your salary. If

rals. If you set aside more than $9,240, the funds to make the payments. See Chaptersthe offering is made to the religious institu-
excess is included in your gross income that 24 and 25.tion, it is not taxable to you.
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Teachers or administrators.  If you are a congregation may be gifts. If the payments became an employee of the school, and, at
minister employed as a teacher or adminis- are gifts, they are not taxable if they are his request, the school made the salary pay-
trator by a church school, college, or univer- based solely on your financial needs and the ments directly to the order.
sity, you are, for purposes of the housing ex- financial capacity of the congregation. If Because Mark is an employee of the
clusion, performing ministerial services. these payments are made under a legal school, he is performing services for the
However, if you perform services as the agreement, an established plan, or because school rather than as an agent of the order.
head of a religious department, or as a of past practice, they do not qualify as non- The wages Mark earns working for the
teacher or administrator on the faculty of a taxable gifts. school are included in his gross income.
nonchurch college, and if your specific du-
ties involve no religious functions, you can- Members of religious orders.  If you are a Foreign Employernot exclude from your income a housing al- member of a religious order who has taken a
lowance or the value of a home that is Special rules apply if you work for a foreignvow of poverty, the amounts you earn for
provided to you. employer.services you perform which you renounce

If you live in qualified campus housing as and turn over to the order may or may not be
an employee of an educational institution, do included in your income. U.S. citizen.  If you are a U.S. citizen who
not include the value of that housing in your Services performed for the order.  If works for a foreign government, an interna-
income if you pay rent equal to or greater you are performing the services as an agent tional organization, a foreign embassy, or
than the fair rental value of the housing. of the order in the exercise of duties required any foreign employer, you must include your

If you serve as a ‘‘minister of music’’ or by the order, you do not include in your in- salary in your income.
‘‘minister of education,’’ or serve in an ad- come the amounts you turn over to the Social security and Medicare taxes.
ministrative or other function of your relig- order. You are exempt from social security and
ious organization, but are not authorized to If your order directs you to perform ser- Medicare taxes if you are employed in the
perform all of the religious duties of an or- vices for another agency of the supervising United States by an international organiza-
dained minister in your church, even though church or an associated institution, you are tion or a foreign government. However, you
you are commissioned as a ‘‘minister of the considered to be performing the services as must pay self-employment tax on your earn-
gospel,’’ you cannot exclude from your in- an agent of the order. Any wages you earn ings from services performed in the United
come a housing allowance or the value of a as an agent of an order that you turn over to States, even though you are not self-em-
home provided to you. the order are not included in your gross ployed. This rule also applies if you are an

income. employee of a qualifying wholly-owned in-
Theological students. You cannot exclude strumentality of a foreign government.Example.  You are a member of a churcha housing allowance from your income if you

order and have taken a vow of poverty. Youare a theological student serving a required
Non-U.S. citizen.  If you are not a U.S. citi-renounce any claims to your earnings andinternship as an assistant pastor, unless you
zen, or if you are a U.S. citizen but also a citi-turn over to the order any salaries or wagesare ordained, commissioned, or licensed as
zen of the Philippines, and you work for anyou earn. You are a registered nurse, so youra minister.
international organization in the Unitedorder assigns you to work in a hospital that is
States, your salary from that source is ex-an associated institution of the church. How-Traveling evangelists.  You can exclude
empt from tax. If you work for a foreign gov-ever, you remain under the general directionamounts  rece ived f rom out -o f - town
ernment in the United States, your salaryand control of the order. You are consideredchurches for evangelistic services if you are
from that source is exempt from tax if yourto be an agent of the order and any wagesan ordained minister, if those amounts are
work is like the work done by an employee ofyou earn at the hospital that you turn over todesignated as a housing allowance, and you

your order are not included in your gross the United States in that foreign country andactually use them to maintain your perma-
income. if the foreign government gives an equal ex-nent home.

emption for the salary of the U.S. employee.Services performed outside the order.
If you are directed to work outside the order, Alien status.  If you are an alien and giveRetired members of the clergy.  The rental
the work will not constitute the exercise of up your right to this exemption (by filing avalue of a home provided rent free by your
duties required by the order unless the ser- waiver under section 247(b) of the Immigra-church for your past services is not income if
vices you perform meet both of the following tion and Nationality Act to keep your immi-you are a retired minister. In addition, a hous-
requirements: grant status), you are not entitled to the ex-ing allowance paid to you is not income to

emption from the date you give it up, unlessthe extent you spend it for utilities, mainte- 1) The services are the kind that are ordi-
you get the exemption from a treaty, consu-nance, repairs, and similar expenses that are narily the duties of members of the or-
lar agreement, or international agreement.directly related to providing a home. der, and

Pensions.  This exemption applies onlyThe general convention of a national re- 2) The services are part of the duties that to employees’ wages, salaries, and fees.ligious denomination can designate a hous- must be exercised for, or on behalf of, Pensions received by former employees liv-ing allowance for retired ministers, if the lo- the religious order as its agent. ing in this country do not qualify for thiscal congregations authorize the general
exemption.convention to establish and maintain a uni-

If the legal relationship of employer andfied pension system for all retired clergy
employee exists between you and a third Employment abroad. For information on in-members of the denomination for their past
party, the services you perform for the thirdservices to the local churches. come earned abroad, get Publication 54, Tax
party will not be considered directed or re-A surviving spouse of a retired minister Guide for U.S. Citizens and Resident Aliens
quired of you by the order. Amounts you re-cannot exclude a housing allowance from in- Abroad.
ceive for these services are included in yourcome. If these payments were reported to
gross income, even if you have taken a vowyou on Form 1099–R, include them on lines
of poverty. Military 16a and 16b of Form 1040, or on lines 11a

Example.  Mark Brown is a member of a Payments you receive as a member of a mili-and 11b of Form 1040A. Otherwise, include
religious order and has taken a vow of pov- tary service generally are taxable except forthem on line 21, Form 1040.
erty. He renounces all claims to his earnings certain allowances. Allowances generallyPension.  A pension or retirement pay for
and turns over his earnings to the order. are not taxed. For additional information ona member of the clergy is usually treated the

Mark is a school teacher. He was in- military pay, see Publication 3, Tax Informa-same as any other pension or annuity. (See
structed by the superiors of the order to get a tion for Military Personnel (Including Reserv-Chapter 11.) If you are not expected to per-
job with a private tax-exempt school. Markform any further services, payments from the ists Called to Active Duty).
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BAS (Basic Allowance for Note.  Personal use of a vehicle cannotTaxable Income 
Subsistence), be excluded from income as a qualified mili-Taxable income includes the following items

tary benefit.unless the pay is for service in a combat Housing and cost-of-living al-
zone declared by an Executive Order of the lowances abroad whether paid by
President. the U.S. Government or by a for- Combat zone exclusion. If you are a mem-

eign government, and ber of the U.S. Armed Forces who serves in● Basic pay for such items as:
a combat zone, you may exclude certain payVHA (Variable Housing Allowance).Active duty, from your income. For more information, get

● Family allowances for:Attendance at a designated service Publication 945, Tax Information for Those
school, Affected by Operation Desert Storm.Certain educational expenses for

dependents,Back wages,
VeteransEmergencies,Drills,
Veterans’ benefits under any law, regulation,Evacuation to a place of safety, andReserve training, and or administrative practice that was in effect

Separation.Training duty. on September 9, 1986, and administered by
the Department of Veterans Affairs (VA), are● Death allowances for:● Special pay for such items as:
not included in gross income. The following

Burial services,Aviation career incentives, amounts paid to veterans or their families
are not taxable:Death gratuity payments to eligibleDiving duty,

survivors (not more than $3,000), ● Education, training, or subsistenceForeign duty (for serving outside the
and allowances.48 contiguous states and the Dis-

trict of Columbia), Travel of dependents to burial site. ● Disability compensation and pension pay-
ments for disabilities.Hazardous duty, ● Moving allowances for:

● Grants for homes designed for wheelchairImminent danger, Dislocation,
living.Medical and dental officers, Moving household and personal

● Grants for motor vehicles for veteransitems,Nuclear-qualified officers, and
who lost their sight or the use of their

Moving trailers or mobile homes,Special duty assignment pay. limbs.
Storage, and● Bonuses for such items as: ● Veterans’ pensions paid either to the vet-
Temporary lodging. erans or to their families.Enlistment, and

● Travel allowances for: ● Veterans’ insurance proceeds and divi-Re-enlistment.
dends paid either to veterans or their ben-Annual round trip for dependent● Payments for such items as: eficiaries, including proceeds of a veter-students,

Accrued leave, an’s endowment policy paid before death.
Leave between consecutive over-

Mustering-out payments received af- ● Interest on insurance dividends you leaveseas tours,
ter November 4, 1990, on deposit with the VA.

Reassignment in a dependent-re-
Personal money allowances paid to stricted status, and Rehabilitative program payments.  VAhigh-ranking officers,

payments to hospital patients and residentTransportation for you or your depen-
Scholarships such as the Armed veterans for their services under the VA’sdents during ship overhaul or

Forces Health Professions Schol- therapeutic or rehabilitative programs are in-inactivation.
arship Program (AFHPSP), and cluded as income other than wages on line

● Other payments for:similar programs, granted after 21, Form 1040.
August 16, 1986, and Defense counseling,

Student loan repayment from pro- Disability, Volunteers
grams such as the General Edu-

The tax treatment of amounts you receive asGroup-term life insurance,cational Loan Repayment
a volunteer worker for the Peace Corps, AC-Program. Mustering-out payments received TION, or similar agency is covered in the fol-

before November 5, 1990, lowing discussions.
Military retirement pay. If this retirement Professional education,
pay is based on age or length of service, it is

Peace Corps ROTC educational and subsistencetaxable and must be included on lines 16a
allowances, If you are a Peace Corps volunteer or volun-and 16b of Form 1040, or on lines 11a and

teer leader, some amounts you receive may11b of Form 1040A. Survivor and retirement protection
be exempt from tax.plan premiums,

Nontaxable Income Uniform allowances paid to officers, Taxable allowances.  Any taxable al-The items in the following list are not in- and lowances you receive must be included included in taxable income. This applies
your income and reported as wages. TheseUniforms furnished to enlistedwhether the item is furnished in-kind or is a
include:personnel.reimbursement or allowance.
● Cash allowances received during training.● In-kind military benefits such as:● Living allowances for:
● Allowances paid to your spouse and minorLegal assistance,BAQ (Basic Allowance for Quarters).

children while you are training in theYou can deduct mortgage interest Space-available travel on govern- United States.and real estate taxes on your ment aircraft,
home even if you pay these ex- ● The part of living allowances designated

Medical/dental care,penses with money from your by the President, under the Peace Corps
BAQ, Commissary/exchange discounts. Act, as basic compensation.
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● Allowances for personal items such as do- University Year for Action program.  If you ● Service Corps of Retired Executives
mestic help, laundry and clothing mainte- (SCORE), andreceive a stipend as a full-time student for
nance, entertainment and recreation, service in the University Year for Action pro- ● Active Corps of Executives (ACE).
transportation, and other miscellaneous gram, you must include the stipend in your
expenses. income as wages. Volunteer tax counseling.  You do not in-

● Leave allowances. clude in your income any reimbursements
you receive for transportation, meals, and● Readjustment allowances or ‘‘termination

Older American programs.  Do not include other expenses you have in training for, orpayments.’’ These are considered re-
in your income amounts you receive for sup- actually providing, volunteer federal incomeceived by you when credited to your
portive services or reimbursements for out- tax counseling for the elderly (TCE).account.
of-pocket expenses from the following You can deduct as a charitable contribu-

tion your unreimbursed out-of-pocket ex-programs:Example.  Gary Carpenter, a Peace
penses in taking part in the volunteer incomeCorps volunteer, gets $175 a month during
tax assistance (VITA) program. 

● Retired Senior Volunteer Programhis period of service, to be paid to him in a
(RSVP),lump sum at the end of his tour of duty. Al-

Statutory Employeesthough the allowance is not available to him
until the end of his service, Gary must in- Statutory employees are considered self-● Foster Grandparent Program, and
clude it in his income on a monthly basis as it employed independent contractors for pur-
is credited to his account. poses of reporting income and expenses on

● Senior Companion Program. their tax returns. If you are a statutory em-
ployee, get Publication 525 for moreACTION
information.ACTION participants perform services in an-

tipoverty programs and Older American vol-
Other Volunteer Programs unteer programs. Some amounts these par-

ticipants receive are taxable and others are
If you receive amounts for supportive ser-exempt from tax.
vices or are reimbursed for out-of-pocket ex-
penses under either of the following volun-VISTA. If you are a VISTA volunteer, you
teer programs, you do not include thesemust include meals and lodging allowances

paid to you in your income as wages. amounts in your gross income:
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1–800–325–0778. When you get the state- 3) The amount of tips you paid out to other
ment from SSA, you should check it to be employees through tip splitting, etc.,
sure it includes all of your earnings. and7.

4) The names of the other employees to
Useful Items whom you paid tips.Tip Income
You may want to see:

Make the entries in your daily record on
Publication or near the date you receive the tip income.

Your records should also show the date□ 531 Reporting Tip Income
each entry is made.Introduction

□ 1244 Employee’s Daily Record of
Tips and Report to EmployerThis chapter discusses the tax rules for peo- Other documentation.  If you do not keep a

ple who receive tips, such as waiters, wait- daily record of tips, you must maintain other
resses, other food service employees, hair- Form (and Instructions) documentation of the tip income you re-
dressers, cab drivers, and casino dealers. It ceive. This other documentation must be as□ 4137 Social Security and Medicare
includes: credible and reliable as a daily record. TheTax on Unreported Tip Income

records must show:● What records of tips you should keep,

1) Tips added to checks by customers and● When and how to report tips to your
paid over to you, oremployer, Reporting Tips 

2) Amounts paid for food or beverages on● What taxes your employer must withhold You must report all tips as wages on Form which you generally would receive a tip.from your tips, 1040, Form 1040A, or Form 1040EZ. This in-
● How to treat tips you did not report to your cludes the value of tips not paid in cash, Examples of other documentary

employer, and such as passes, tickets, goods, or services. records are copies of:
If you received tips of $20 or more in a month

● Whether tip allocation affects you and how 1) Restaurant bills,and you did not report all of them to your em-to report your tips if your employer allo-
ployer, you must file Form 1040 and Form 2) Credit card charges, orcates tips.
4137. You cannot file Form 1040A or Form

3) Charges under any other arrangement
1040EZ. If you are a railroad employee andAll tips you receive are taxable income containing amounts added by custom-
you did not report tips of $20 or more, con-and are subject to federal income tax. You ers as tips.
tact your employer.must include in gross income tips you re-

ceive directly from customers, tips from Which form to use.  You can use FormService charges.  A club, hotel, or restau-charge customers that are paid to you by 4070A, Employee’s Daily Record of Tips, torant may require customers who use its din-your employer, and your share of any tips record your tips.ing or banquet rooms to pay a serviceyou  rece ive  under  a  t i p -sp l i t t i ng Form 4070A  can be found only in Publi-charge, which is given to the waiters or wait-arrangement. cation 1244, Employee’s Daily Record ofresses and other employees. Your share of
Tips and Report to Employer. You can getthis service charge is not a tip, but it is part ofWithholding tax on tips.  Cash tips of $20 Publication 1244 from the IRS or youryour wages paid by the employer. You

or more that you receive in a month while employer.should not include your share of the service
working for any one employer are subject to

charge in your report of tips to your em-
withholding of income tax, social security or Your personal records.  You should keepployer. Your employer should not include
railroad retirement tax, and Medicare tax. your daily tip record and a copy of the writtenyour share of the service charge in tips paid
Report the tips you receive to your employer reports you give your employer with your per-to you, but should include it in your wages.
so that the correct amount of these taxes sonal records.
can be determined. This is explained under

Tip splitting.  If you split tips with fellow em-Withholding on Tips by Employer, later in this When to Reportployees, include only your share of the tips inchapter.
your report to your employer. An example of Tips to Employer 
tip splitting is a waiter giving part of his tips to You must give your employer a written reportSocial security or railroad retirement busboys. ‘‘Tip splitting’’ may be referred to of your tips for each month by the 10th daybenefits.  Your tips and other pay are used also as ‘‘tip sharing’’ or ‘‘tip pooling.’’ of the next month. This report is required forto determine the amount of social security or

each month that you receive tips of $20 orrailroad retirement benefits you or your fam-
more while working for that employer.Daily Record of Tipsily may receive if you retire, become dis-

Saturday, Sunday, holiday rule.  If theabled, or die. Also, your tip income will be You must keep a daily record or other doc-
10th day of the month falls on a Saturday,considered in determining your eligibility for umentation to prove the amount of tip in-
Sunday, or legal holiday, you can give yourMedicare benefits at age 65 or if you be- come you report on your return.
employer the report on the next day that iscome disabled. You can get information
not a Saturday, Sunday, or legal holiday.about these benefits from Social Security of- Daily record.  Your daily record must show

fices or Railroad Retirement Board offices. Example.  You must report tips of $20 orthe following.
Noncash tips are not counted as wages for more you receive during January 1996 to1) Your name and address,
social security purposes. your employer by Monday, February 12,

2) Your employer’s name, andYour future benefits can be figured cor- 1996.
rectly only if the Social Security Administra- 3) The establishment’s name.
tion (SSA) has your correct information. To How to Report
make sure that you have received credit for Also show for each workday: Tips to Employer all your earnings, you should request a state-

1) The amount of cash tips you receive di- The following discussions refer only to tipsment of your earnings from SSA at least
rectly from customers or from other paid by cash, credit card, and check.every other year. You can get information on
employees,how to receive a statement of your earnings

by calling 1–800–SSA–1213, or for the hear- 2) Tips from credit card charge customers Less than $20 in tips in one month.  If you
ing impaired with access to TDD equipment, when paid to you by your employer, receive less than $20 in tips while working
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for one employer during a month, you do not ● The month (or shorter period) covered, wages taxes due on your reported tips. So-
have to report them to that employer. But cial security and Medicare tax on reported

● Your signature, and
you must include the tips in gross income on tips will be withheld before any income tax

● The date of the report.your income tax return. You do not have to will be withheld. Any taxes that remain un-
pay social security tax, Medicare tax, or rail- paid should be collected by the employer out
road retirement tax on these tips. of your next paycheck.

You may pay estimated tax instead of
$20 or more in tips in one month.  If you re- giving your employer extra money. SeeWithholding on Tipsceive tips of $20 or more in a month while Chapter 5 for information on estimated tax.
working for any one employer, you must re- Uncollected employee social securityby Employer
port the total amount of your tips to that and Medicare tax on tips.  Box 13 (code A)

Your employer must withhold income tax,employer. on your Form W–2 will show the amount of
social security or railroad retirement tax, and social security tax on tips that your employerExample 1.  You work for Watson’s Res-
Medicare tax on the tips you report. Your em- was unable to withhold and for which you didtaurant during the month and receive $75 in
ployer usually deducts the withholding due not give your employer extra money to paytips. Because your tips are more than $20 for
on tips from your regular wages. However, the tax.the month, you must report the $75 to your
you do not have to have income tax withheldemployer. Box 13 (code B) will show the amount of
if you can claim exemption from withholding. Medicare tax on tips that your employer wasExample 2.  You work for Watson’s Res- You can claim exemption only if you had no unable to withhold and for which you did nottaurant during the month and receive $17 in income tax liability last year and expect none give your employer extra money to pay thetips. In that same month you work for Park- this year. See Exemption From Withholding tax.view Restaurant and get $14 in tips. Even in Chapter 5 for more information. You must file Form 1040 to report thethough your tips total $31, you do not have to

amount of uncollected tax on tips from boxreport tips to either employer because you
Employer’s recordkeeping. Your employer 13 (codes A and B), Form W–2, and pay itdid not receive $20 or more in tips from ei-
may withhold an amount from your wages with your return, even if you do not otherwisether job. However, you should keep a record
based on an estimate of your tips. Your em- have to file a return. Include the amount ofof the $31 because you must report it as in-
ployer also may require your written tip re- uncollected tax in the total on line 54 of Formcome on your tax return.
ports more than once a month and deduct 1040. On the dotted line next to line 54, write
the taxes due on your reported tips even ‘‘UT’’ and show the amount.Termination of employment.  When you though they do not yet total $20. If this is

stop working for your employer, you should done, your employer must adjust the amount
Limit on social security and railroad re-report your tips of $20 or more to your em- of taxes withheld from time to time, based on
tirement tax.  There are limits on theployer at that time. If you do not report the the actual amount of tips you report.

tips when you stop working, you must give a amount of social security and railroad retire-
statement to your employer either before ment tax that your employer withholds from

Form W–2.  The Form W–2, Wage and Taxyour final payday or by the 10th day following your wages and reported tips. If you worked
Statement, which you get from your em-the month you receive the tips, whichever is for two or more employers in 1995, and you
ployer, includes your reported tips.earlier. earned more than $61,200 ($45,300 if you
● Box 1 includes your total wages, other are a railroad employee), you may have

compensation, and the tips you reported.Date tips are treated as paid.  Tips are overpaid one or more of these taxes. You
treated as paid to you when you make the may be eligible for a credit for excess social● Box 3 is your social security wages not in-
written report to your employer. However, if security tax or railroad retirement tax, dis-cluding tips.
you make no report to your employer, tips cussed in Chapter 36.

● Box 7 is your social security tips, the tipsare treated as paid to you when you receive All of your wages and reported tips are
you reported to your employer.them. subject to Medicare tax.

● Box 5 is your Medicare wages and tips,Example 1.  During December 1995, you
which for most persons will be the sum of No limit for withholding of income tax.received $300 in tips. On January 10, 1996,
boxes 3 and 7. Your Medicare wages and Unlike the social security and railroad retire-you reported the tips to your employer. Your
tips total will be higher if your wages and ment taxes, there is no dollar limit on the in-December 1995 tips will be treated as paid
tips are more than $61,200. come tax withheld on wages and tips. The in-to you in January 1996, the time you made

the report to your employer. You must report come tax withheld by your employer will
the $300 on your 1996 income tax return. either decrease what you owe at the end ofAny tips that are allocated to you (discussed

the year or increase your refund when youlater) are shown in box 8. Allocated tips areExample 2.  If during December 1995
file your return.not included in boxes 1, 5, and 7. Any errorsyour tips were only $18, you would not have

you find in these amounts should be broughtto make a report to your employer. In this
to your employer’s attention as soon as pos-case your tips are treated as paid in Decem-
sible so you can obtain a corrected form.ber 1995, the time you actually received Tips Not Reportedthem. You must report the $18 on your 1995
Giving your employer money for taxes.income tax return. to Employer 
Your regular pay may not be enough for your
employer to withhold all the tax due on your If you received tips of $20 or more in anyInformation you must report.  To report
regular pay plus reported tips. You can give month while working for one employer, buttips to your employer, you can use Form
your employer money to pay this withholding did not report all of them to your employer,4070, Employee’s Report of Tips to Em-
tax up to the close of the calendar year. you must figure your social security andployer. This form, available only in Publica-

Medicare tax on the tips not reported. YouIf your wages and any money you providetion 1244, tells you what information you
should use Form 4137 and attach it to Formare not enough to pay all of your withholdingmust report. If you do not use Form 4070,

taxes, the amounts will be applied in the fol- 1040. See Social Security and Medicare Taxyour report should include the following.
lowing order. Your employer will first with- on Unreported Tip Income (Form 4137),

● The amount of tips,
hold from your wages all taxes due on your later.

● Your employer’s name and address, regular wages. This includes withholding for
state and local income tax. Next, your em- Employees subject to the Railroad Re-● Your name, social security number, and
ployer will withhold from the balance of youraddress, tirement Act.  If you received tips of $20 or
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more in any month while working for a rail- made to you if you report tips at least equal to your employer, unreported tips, and allo-
road employer and did not report them to cated tips that you must report as income.to your share of 8% of the total sales.
your employer, do not use Form 4137. In- Report on line 2 the amount of tips you re-If the customers do not tip 8% on the av-
stead, see Employees subject to the Rail- ported to your employer and on line 4 theerage, either your employer or a majority of
road Retirement Act, in Publication 531. amount of tips you did not report becausethe directly-tipped employees may petition

the total was less than $20 in a calendarto have the allocation percentage reduced
Penalty for failure to report tips.  If you do month. These amounts are subtracted fromfrom 8%. However, it cannot be reduced be-
not report tips to your employer as required, the amount on line 1. The balances on lineslow 2%.
you may be subject to a penalty equal to 9 and 5 are the unreported tips subject to so-
50% of the employee social security or rail- cial security and Medicare tax figured on

Allocated tips on Form W-2.  Your em-road retirement tax and Medicare tax, in ad- Form 4137.
ployer will report the amount of tips allocateddition to the tax that you owe.
to you on your Form W–2 (in box 8), sepa-Reasonable cause.  You can avoid this Note:  Only include cash, check, and
rately from your wages and reported tips.penalty if you can show reasonable cause charge tips when completing Form 4137.
Your employer bases withholding only onfor not reporting these tips to your employer. The value of tips not paid in cash or by check
wages and reported tips. Your employerTo do so, attach a statement to your return or charge card are not counted as wages for
should not withhold income, social secur-explaining why you did not report them. social security and Medicare tax purposes.
ity, railroad retirement, or Medicare taxes Be sure to complete Schedule U on the
from the allocated amount. Any incorrectly bottom of Form 4137. Schedule U is used by
withheld taxes should be refunded to you by the Social Security Administration to creditTip Allocation your employer. your social security and Medicare accounts.

Large food or beverage establishments are Attach Form 4137 to Form 1040. Enter
required to report certain additional informa- the tax on line 50 of Form 1040. You may notAllocated tips you must report as income.
tion about tips to the IRS. use Form 1040EZ or Form 1040A. If you do not have adequate records for your

To make sure that employees are cor- actual tips, you must include the allocated
rectly reporting tips, employers must keep Note:  Do not include on line 50, Formtips shown on your Forms W–2 as additional
records to verify amounts reported by em- 1040, any amount of uncollected social se-tip income on your tax return. If you have
ployees. Certain employers must allocate curity tax and Medicare tax due on tips yourecords, do not include allocated tips on your
tips if the percentage of tips reported by em- did report to your employer. This amount, ifreturn. Include additional tip income only ifployees falls below a required minimum per- any, is shown in Box 13 on Form W–2. In-those records show you actually receivedcentage of gross sales. To ‘‘allocate tips’’ stead, see Uncollected employee social se-more tips than the amount you reported tomeans to assign an additional amount as curity and Medicare tax on tips under With-your employer.tips to each employee whose reported tips holding on Tips by Employer for the methodFor more information on these require-are below the required percentage. of paying these taxes.ments, see Tip Allocation in Publication 531.

How the rules work.  The rules apply only if
the total amount of tips reported by all tipped
employees to your employer is less than 8% Social Security and(or some lower acceptable percentage) of
the establishment’s total food or beverage Medicare Taxsales (with some adjustments).

If reported tips total less than 8% of total on Unreported Tip
sales, your employer must allocate the dif-
ference between 8% of total sales (or some Income (Form 4137) 
lower acceptable percentage) and the

Report on line 1 of Form 4137 all of the tipsamount of reported tips among all tipped em-
you received. This includes tips you reportedployees. However, no allocation will be
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give you a Form W–9, Request for Taxpayer
Identification Number and Certification, or aGeneral Information 8. similar form, to make this certification.

A few items of general interest are covered Backup withholding may also be required if
here. the Internal Revenue Service (IRS) has de-Interest Income

termined that you underreported your inter-
Passive activity income and losses. est or dividend income. For more informa-
There are tax rules which limit the amount of tion, see Backup Withholding in Chapter 5.
losses and tax credits from passive activities
that you can claim. Generally, you can use

Social security number.  You must givelosses from passive activities only to offset
your name and social security number to anyincome from passive activities. You gener-
person required by federal tax law to make aally cannot use passive activity losses to off-Introduction
return, statement, or other document that re-set your other income, such as your wages

This chapter discusses: lates to you. This includes payers of interest.or your portfolio income (that is, any gross
If you are married and the funds in a joint ac-income from interest, dividends, etc., that is● Different types of interest income,
count belong to you, you should give yournot derived in the ordinary course of a trade

● What interest is taxable and what interest social security number to the payer of the in-or business). For more information about de-
is nontaxable, terest. If the funds in the account belong totermining and reporting income and losses

● When to report interest income, and both you and your spouse, you can give ei-from passive activities, see Publication 925.
ther your number or your spouse’s number.● How to report interest income on your tax
But the number you provide must corre-Tax on investment income of a childreturn.

under age 14.  Part of a child’s investment spond with the name listed first on the ac-
income may be taxed at the parent’s tax count. You must give the payer the correctIn general, any interest that you receive
rate. This may happen if the child is under social security number if the number beingor that is credited to your account and can be
age 14, has more than $1,300 of investment used is wrong.withdrawn is taxable income. (It does not
income (such as taxable interest and divi- Penalty.  If you do not give your socialhave to be entered in your passbook.) Ex-
dends) and is required to file a tax return, and security number to the payer of interest, youceptions to this rule are discussed later in
either parent is alive at the end of the year. If may have to pay a penalty. See Failure tothis chapter.
these requirements are met, Form 8615,As an important part of your records, you supply social security number under Penal-
Tax for Children Under Age 14 Who Have In-should keep a list showing sources and ties in Chapter 1. Backup withholding also
vestment Income of More Than $1,300,amounts of interest received during the year. may apply. See Backup Withholding in
must be completed and attached to theYou may be able to deduct expenses you Chapter 5.
child’s tax return. If these requirements arehave in earning this income on Schedule A
not met, Form 8615 is not required and the(Form 1040) if you itemize your deductions. Joint accounts. In a joint account, two orchild’s income is taxed at his or her own taxSee Chapter 30. more persons, such as you and your spouse,rate.

hold property as joint tenants, tenants byHowever, the parent can choose to in-Useful Items the entirety, or tenants in common. Thatclude the child’s interest and dividends on
You may want to see: property can include a savings account orthe parent’s return if certain requirements

bond. Each person receives a share of anyare met. Use Form 8814, Parents’ Election
Publication interest from the property. Each person’sTo Report Child’s Interest and Dividends, for

share is determined by local law.this purpose.□ 525 Taxable and Nontaxable Income
For more information about the tax on in-

□ 537 Installment Sales
vestment income of children and the par- Income from property given to a child. 

□ 550 Investment Income and ents’ election, see Chapter 32. Property you give as a parent to your child
Expenses (Including Capital Gains under the Model Gifts of Securities to Minors
and Losses) Beneficiary of an estate or trust.  Interest, Act, the Uniform Gifts to Minors Act, or any

dividends, or other investment income you□ 925 Passive Activity and At-Risk similar law, is a true gift for federal gift tax
receive as a beneficiary of an estate or trustRules purposes.
is generally taxable income. You should re- Income from property transferred under□ 1212 List of Original Issue Discount ceive a Schedule K–1 (Form 1041), these laws is taxable to the child unless it isInstruments Beneficiary’s Share of Income, Deductions, used in any way to satisfy a legal obligation
Credits, etc., from the fiduciary. Your copy of of support of that child. The income is taxa-Form (and Instructions) Schedule K–1 and its instructions will tell you ble to the person having the legal obligation
where to report the items on your Form□ Schedule B (Form 1040) Interest to support the child (parent or guardian) to
1040.and Dividend Income the extent that it is used for the child’s

□ Schedule 1 (Form 1040A) Interest support.
Backup withholding. To ensure that in-and Dividend Income for Form 1040A Savings account with parent as trus-come tax is collected on interest and otherFilers tee.  Interest income derived from a savingstypes of income that generally are not sub-

account opened for a child who is a minor,□ 1099 Instructions for Forms 1099, ject to withholding, backup withholding will
but placed in the name and subject to the or-1098, 5498, and W–2G apply in certain circumstances.
der of the parents as trustees, is taxable toUnder backup withholding, when you□ 3115 Application for Change in
the child, if, under the law of the state inopen a new account you must certify underAccounting Method
which the child resides:penalties of perjury that your social security

□ 8815 Exclusion of Interest From number is correct and that you are not sub- 1) The savings account legally belongs toSeries EE U.S. Savings Bonds Issued ject to backup withholding. If you fail to make the child, andAfter 1989 this certification, backup withholding may
2) The parents are not legally permitted to□ 8818 Optional Form To Record begin immediately on your new account or

use any of the funds to support theRedemption of Series EE U.S. Savings investment, and 31% of the interest paid on
child.Bonds Issued After 1989 your account will be withheld. Your payer will
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Form 1099–INT. Interest income is gener- Note:  Exempt-interest dividends may be Dividends that are actually interest.  Cer-
treated as tax-exempt interest on specified tain distributions commonly referred to asally reported to you on Form 1099–INT, In-
private activity bonds, which is a ‘‘tax prefer- dividends are actually interest. You must re-terest Income, or a similar statement, by
ence item’’ that may be subject to the alter- port as interest so-called ‘‘dividends’’ on de-banks, savings and loans, and other payers
native minimum tax. See Alternative Mini- posits or on share accounts in:of interest. This form shows you the interest
mum Tax in Chapter 31 for more information.you received during the year. Keep this form Cooperative BanksPublication 550 contains a discussion on pri-for your records. You do not have to attach it
vate activity bonds, under State or Local Credit Unionsto your tax return.
Government Obligations.Report on your tax return the total Domestic Building and Loan

amount of interest income that is shown on Associations
any Form 1099–INT that you receive for the Interest income on frozen deposits.  A

Domestic Savings and Loantax year. You must also report all of your in- frozen deposit is an account from which you
Associationsterest income for which you do not receive a are unable to withdraw funds because:

Form 1099–INT. Federal Savings and Loan Associations1) The financial institution is bankrupt or in-Reporting backup withholding.  If
solvent, or Mutual Savings Banksbackup withholding is deducted from your in-

terest income, the payer must give you a 2) The state where the financial institution
Money market funds.  Generally, amountsForm 1099–INT that indicates the amount is located has placed limits on withdraw-
you receive from money market fundswithheld. The Form 1099–INT will show any als because other banks in the state are
should be reported as dividends, not asbackup withholding as ‘‘Federal income tax bankrupt or insolvent.
interest.withheld.’’

Nominees. Generally, if someone re- Exclude from your gross income interest
ceives interest as a nominee for you, that Money market certificates, savings certif-credited during 1995 on frozen deposits that
person will give you a Form 1099–INT show- icates, and other deferred interest ac-you could not withdraw by the end of 1995.

counts.  If you open any of these accounts,ing the interest they received on your behalf. Amount to exclude.  The amount of in-
and interest is paid at fixed intervals of oneIf you receive a Form 1099–INT that in- terest you must exclude from gross income
year or less during the term of the account,cludes amounts belonging to another per- in 1995 is the interest that was credited on
you must include this interest in your incomeson, see the discussion on nominee distribu- the frozen deposits minus the sum of:
when you actually receive it or are entitled totions, later, under How To Report Interest

1) The net amount you withdrew from receive it without paying a substantial pen-Income.
these deposits during 1995, and alty. The same is true for accounts that ma-Incorrect amount.  If you receive a Form

ture in one year or less and give a single pay-1099–INT that shows an incorrect amount 2) The amount you could withdraw as of
ment of interest at maturity. If interest isthe end of 1995 (not reduced by any(or other incorrect information), you should
deferred for more than one year, see Origi-penalty for premature withdrawals of aask the issuer for a corrected form. The new
nal Issue Discount (OID), later.time deposit).Form 1099–INT you receive will be marked

Money borrowed to invest in money‘‘CORRECTED.’’
market certificate.  The interest you pay onIf you receive a Form 1099–INT for interest
money borrowed from a bank or savings in-income on deposits that were frozen at theInterest on Form 1099–OID.  Reportable in- stitution to meet the minimum deposit re-end of 1995, see Frozen deposits later underterest income may also be shown on Form quired for a money market certificate fromHow To Report Interest Income, for informa-1099–OID, Original Issue Discount. For more the institution and the interest you earn ontion about reporting this interest income ex-information about amounts shown on this the certificate are two separate items. Youclusion on your 1995 tax return.form, see Original Issue Discount (OID), later must report the total interest you earn on theThe interest you excluded from your in-in this chapter. certificate in your income. You may deductcome in 1995 must be reported in the later
the interest you pay, as investment interesttax year when you can withdraw it from yourIndividual Retirement Arrangements subject to certain limits, only if you itemizeaccount.(IRAs).  Interest that you earn on an IRA is deductions. The limits are discussed in

Example.  $100 of interest was creditedtax-deferred. You generally do not include it Chapter 3 of Publication 550 under Limit on
on your frozen deposit during the year. Youin your income until you make withdrawals Investment Interest.
withdrew $80 but could not withdraw anyfrom the IRA. Nor is it included in the amount Example.  You deposit $5,000 with amore as of the end of the year. Your netto be reported as tax-exempt interest. See bank and borrow $5,000 from the bank toamount withdrawn was $80. You must ex-Chapter 18. make up the $10,000 minimum deposit re-clude $20. You must include $80 in your in-

quired to buy a 6–month money market cer-come for the year.Exempt-interest dividends  you receive tificate. The certificate earns $575 at matur-
from a regulated investment company (mu- ity in 1995, but you receive only $265, which

Interest on VA dividends.  Interest on in-tual fund) are not included in your taxable in- represents the $575 you earned minus $310
surance dividends that you leave on depositcome. (However, see Information reporting interest charged on your $5,000 loan. The
with the Department of Veterans Affairs (VA)requirement, next.) You will receive a notice bank gives you a Form 1099–INT for 1995
is not taxable. This includes interest paid onfrom the mutual fund telling you the amount showing the $575 interest you earned. The
dividends on converted United States Gov-of the tax-exempt interest dividends that you bank also gives you a statement showing
ernment Life Insurance and on National Ser-received. Exempt-interest dividends are not that you paid $310 interest for 1995. You
vice Life Insurance policies.shown on Form 1099–DIV or Form 1099– must include the $575 in your income. You

INT. can deduct up to $310 on Schedule A (Form
1040) if you itemize your deductions, subjectInformation reporting requirement.
to the investment interest expense limit.Although exempt-interest dividends are not Taxable Interest 

taxable, you must show them on your tax re-
turn if you are required to file. This is an infor- Taxable interest includes interest you re- Gift for opening account.  The fair market
mation reporting requirement and does not ceive from bank accounts, loans you make value of ‘‘gifts’’ or services you receive for
convert the exempt-interest dividend to taxa- to others, and interest from most other making long-term deposits or for opening ac-
ble income. See How To Report Interest In- sources. The following are some other counts in savings institutions is interest. Re-
come, later. sources of taxable interest. port it in income in the year you receive it.
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Example.  In 1995, you open a savings These unstated interest rules apply to cer- Series HH Bonds.  These bonds are issued
account at your local bank. The account at face value. Interest is paid twice a year bytain payments received on account of a
earns $20, which is credited as interest. You check or by direct deposit to your bank ac-seller-financed sale or exchange of prop-
also receive a $10 calculator. If no other in- count. If you are a cash-basis taxpayer, youerty. See Unstated Interest in Publication
terest is credited to your account during must report interest on these bonds as in-537, Installment Sales.
1995, the Form 1099–INT you receive would come in the year you receive it.
show $30 interest income for 1995. Series HH Bonds were first offered inInterest on annuity contract.  Accumu-

1980. Before 1980, Series H Bonds were is-lated interest on an annuity contract you sell
sued. Series H Bonds are treated the sameInterest on insurance dividends.  Interest before its maturity date is taxable.
as Series HH Bonds. If you are a cash-basison insurance dividends that you leave on de-
taxpayer, you must report the interest whenposit with an insurance company, that is Usurious interest.  Usurious interest is tax-
you receive it.credited annually, and that can be withdrawn able unless state law automatically changes

annually, is taxable to you when the interest it to a payment on the principal. Usurious in-
Series EE Bonds.  These bonds are issuedis credited to your account. However, if you terest is interest charged at an illegal rate.
at a discount. You pay less than the facecan only withdraw it on the anniversary date
value for the bonds. The face value is paya-of the policy (or other specified date), the in- Accrued interest on bonds.  If you sell
ble to you at maturity. The difference be-terest is taxable in the year in which that date bonds between interest payment dates, the tween the purchase price and the redemp-occurs.

accrued interest paid to you is taxable. See tion value is taxable interest.
Bonds Sold Between Interest Dates, later. Series EE Bonds were first offered inPrepaid insurance premiums.  Any in-

1980. Before 1980, Series E Bonds were is-crease in the value of prepaid insurance pre-
Bonds traded flat.  If you purchase bonds sued. If you own either Series EE or Series Emiums, advance premiums, or premium de-
when interest has been defaulted or when Bonds and use the cash method of reportingposit funds is interest if it is applied to the
the interest has accrued but has not been income, you can:payment of premiums due on insurance poli-
paid, that interest is not income and is notcies or made available for you to withdraw. 1) Postpone reporting the interest until thetaxable as interest if later paid. Such pay-Your insurance company must give you a earlier of the year you cash the bonds orments are returns of capital which reduceForm 1099–INT showing the interest you the year in which they finally maturethe remaining cost basis. Interest which ac-earned for the year if you had $10 or more of (method 1), orcrues after the date of purchase, however, isinterest income from that company.

2) Choose to report the increase in re-taxable interest income for the year in which
demption value as interest each yearreceived or accrued. See Bonds Sold Be-U.S. obligations. Interest on U.S. obliga-
(method 2).tween Interest Dates, later, for moretions, such as U.S. Treasury bills, notes, and

information.bonds, issued by any agency or instrumen-
Change from method 1.  If you want totality of the United States, is taxable for fed-

change your method of reporting the interestInterest on below-market loans.  A below-eral income tax purposes, but is exempt from
from method (1) to method (2), you can domarket loan is a loan on which no interest isall state and local income taxes.
so without permission from the IRS. How-charged or on which interest is charged at aTreasury bills are issued at a discount
ever, in the year of change you must reportrate below the applicable federal rate. Seeand generally have 13–week, 26–week, and
all interest accrued to date and not previ-Below-Market Loans in Publication 550 for52–week maturity periods. The difference
ously reported for all such bonds.more information.between the discounted price you pay for the

Once you choose to report the interestbills and the face value you receive at matur-
each year, you must continue to do so for allity is interest income. Report this interest in- U.S. Savings Bonds Series EE or Series E Bonds you own and forcome when the bill is paid at maturity.
any you get later, unless you request permis-You earn interest on U.S. Savings Bonds inTreasury notes range in maturity periods
sion to change, as discussed next.one of two ways. On some bonds, interest isfrom 1 to 10 years. Maturity periods for Trea-

Change from method 2.  To changepaid at stated intervals by interest checks orsury bonds are longer than 10 years. Both
from method (2) to method (1), completecoupons. Other bonds are issued at a dis-notes and bonds generally pay interest every
Form 3115, Application for Change in Ac-count and pay all interest at redemption or6 months. Report this interest for the year
counting Method, and attach it to your in-maturity. The interest on the latter is the dif-paid. For more information, see U.S. Trea-
come tax return for the year of change. Typeference between what you pay for the bondsury Bills, Notes, and Bonds in Publication
or print at the top of page 1 of the Form 3115and its redemption or maturity value.550.
‘‘Filed Under Rev. Proc. 89–46.’’ You mustThis section provides information on dif-For information on Series EE and Series
file your return by the due date (including ex-ferent types of U.S. Savings Bonds, how toHH Savings Bonds, see U.S. Savings Bonds,
tensions). You must identify the savingsreport the interest income on these bonds,later.
bonds for which you are requesting thisand how to treat transfers of these bonds.
change in accounting method.

Interest on tax refunds.  Interest you re- Permission for the change is automati-Cash-basis taxpayers.  If you use the cashceive on tax refunds is taxable income. cally granted if you attach to Form 3115 amethod of accounting, as most individual
statement that you agree:taxpayers do, you generally report the inter-Interest on condemnation award.  If the
1) To report all interest on the bonds ac-est on U.S. Savings Bonds when you receivecondemning authority pays you interest to

quired during the year of change and forit. The cash method of accounting is ex-compensate you for a delay in paying an
all subsequent tax years when the inter-plained in Chapter 1 under Accountingaward, the interest is taxable.
est is realized upon disposition, redemp-Methods.
tion, or final maturity, whichever is ear-Installment sale payments.  Certain de-
lier, andAccrual-basis taxpayers.  If you use an ac-ferred payments you receive under a con-

crual method of accounting, you must reporttract for the sale or exchange of property 2) To report all interest on the bonds ac-
interest on U.S. Savings Bonds each year asprovide for interest that is taxable. If little or quired before the year of change when
it accrues. You cannot postpone reportingno interest is provided for in certain con- the interest is realized upon disposition,
interest until you receive it or the bonds ma-tracts with payments due more than one redemption, or final maturity, whichever
ture. Accrual methods of accounting are ex-year after the date of sale, each payment is earlier, with the exception of any inter-
plained in Chapter 1 under Accountingdue more than 6 months after the date of est income previously reported in prior
Methods.sale will be treated as containing interest. tax years.
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Note.  If you plan to redeem Series EE Table 8-1. Who Pays Tax on U.S. Savings Bond Interest
bonds in the same year that you pay for

How Bond Is Purchased Who Must Pay Tax on Bond Interesthigher education expenses, you should use
method (1). See Education Savings Bond You use your funds to buy a bond in your name You
Program later for more information. and the name of another person as co-owners.

Bonds held beyond maturity.  If you You buy a bond in the name of another person, The person for whom you bought the
hold the bonds beyond the original maturity who is the sole owner of the bond. bond
period, and if you have chosen to report the

You and another person buy a bond as Each of you, in proportion to theinterest each year, you must continue to do
co-owners, each contributing part of the amount you and the other co-ownerso unless you get permission to change your
purchase price. each paidmethod of reporting. If you have chosen to

postpone reporting the interest, you need You and your spouse, who live in a community If you file separate returns, each of you
not include the interest in income for the property state, buy a bond that is community generally pays tax on one-half.
year of original maturity. Report it in the year property.
you redeem the bonds or the year in which
the extended maturity period ends, which-
ever is earlier. The original maturity period alone, you must include in your gross income $1,000 bond that is from the $500 bond is-
has been extended on all Series E Bonds. for the year of reissue all interest that you sued to your spouse.

The extended maturity period of Series E earned on such bonds and have not previ-
Bonds issued between May 1941 and No- ously reported. But, if the bonds were reis- Transfer to a trust.  If you own Series EE or
vember 1965 ends 40 years from their issue sued in your name alone, you do not have to Series E Bonds and transfer them to a trust,
dates. The Department of the Treasury has report the interest accrued at that time. This giving up all rights of ownership, you must in-
announced that no further extension will be same rule applies when bonds are trans- clude in your income for that year the inter-
given to these bonds. If you have postponed ferred between spouses incident to divorce. est earned to the date of transfer, if you have
reporting interest on Series E Bonds pur- Purchased jointly.  If you buy Series EE not already reported it. However, if you arechased in 1955, you must report the interest or Series E Bonds jointly with a co-owner considered the owner of the trust and if theon your 1995 return, unless you trade your

and have them reissued in the co-owner’s increase in value both before and after theSeries E Bonds for Series HH Bonds.
name alone, you must include in your gross transfer continues to be taxable to you, you
income for the year of reissue your share of can continue to postpone reporting the inter-

Co-owners.  If you buy a U.S. Savings Bond all the interest earned on the bonds that you est earned each year. You must include the
issued in your name and another person’s have not previously reported. At the time of total interest in your income when the bonds
name as co-owners, such as you and your reissue, the former co-owner does not have are cashed or finally mature, whichever is
child or you and your spouse, interest on the to include in gross income his or her share of earlier.
bond is generally taxable to the co-owner the interest earned that was not reported The same rules apply to previously unre-who bought the bond. If you used your funds before the transfer. This interest, however, ported interest on Series EE or Series Eto buy the bond, you must pay the tax on the as well as all interest earned after the reis- Bonds if the transfer to a trust consisted ofinterest. This is true even if you let the other

sue, is income to the former co-owner. Series HH or Series H Bonds you got in aco-owner redeem the bond and keep all the
This income reporting rule also applies trade for the Series EE or Series E Bonds.proceeds. Under these circumstances, since

when the bonds are reissued in the name of See Savings bonds traded, later.the other co-owner will receive a Form
your former co-owner and a new co-owner.1099–INT at the time of redemption, the
But the new co-owner will report only his or Decedents. The manner of reporting inter-other co-owner must provide you with an-
her share of the interest earned after the est income on Series EE or Series E Bonds,other Form 1099–INT showing the amount
transfer. after the death of the owner, depends on theof interest from the bond that is taxable to

If bonds that you and a co-owner bought accounting and income reporting methodyou. The co-owner who redeemed the bond
jointly are reissued to each of you sepa- previously used by the decedent. If theis a ‘‘nominee.’’ See Nominee distributions
rately in the same proportion as your contri- bonds transferred because of death wereand accrued interest (Form 1040), later,
bution to the purchase price, neither you nor owned by a person who used an accrualunder How To Report Interest Income, for
your co-owner has to report at that time the method, or who used the cash method andmore information about how a person who is
interest earned before the bonds were had chosen to report the interest each year,a nominee reports interest income belonging
reissued. the interest earned in the year of death up toto another person.

the date of death must be reported on thatExample 1.  You and your spouse eachIf you and the other co-owner each con-
person’s final return. The person who ac-spent an equal amount to buy a $1,000 Se-tribute part of the purchase price, interest on
quires the bonds includes in income only in-ries EE Savings Bond. The bond was issuedthe bond is generally taxable to each of you,
terest earned after the date of death.to you as co-owners. You both postpone re-in proportion to the amount each of you paid.

If the transferred bonds were owned by aporting interest on the bond. You later haveIf you and your spouse live in a commu-
decedent who used the cash method, whothe bond reissued as two $500 bonds, one innity property state and hold bonds as com-
had not chosen to report the interest eachyour name and one in your spouse’s name.munity property, one-half of the interest is
year, and who bought the bonds entirely withAt that time neither you nor your spouse hasconsidered received by each of you. If you
his or her own funds, all interest earnedto report the interest earned to the date offile separate returns, each of you must report
before death must be reported in one of thereissue.one-half the bond interest. For more infor-
following ways:mation about community property, see Publi- Example 2.  You bought a $1,000 Series

cation 555, Federal Tax Information on Com- EE Savings Bond entirely with your own 1) The surviving spouse or personal repre-
munity Property. funds. The bond was issued to you and your sentative (executor, administrator, etc.)

These rules are also contained in Table spouse as co-owners. You both postpone who files the final income tax return of
8–1. reporting interest on the bond. You later the decedent can choose to include on

have the bond reissued as two $500 bonds, that return all of the interest earned on
one in your name and one in your spouse’s the bonds before the decedent’s death.Ownership transferred.  If you bought Se-
name. You must report half the interest The person who acquires the bondsries EE or Series E Bonds entirely with
earned to the date of reissue. This is the pre- then includes in income only interestyour own funds and have them reissued in
viously postponed interest earned on the earned after the date of death, oryour co-owner’s name or beneficiary’s name
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2) If the choice in (1) is not made, the inter- 1099–INT will not be reduced by least 24 years old before the bond’s issue
amounts previously included in income. date.est earned up to the date of death is in-

come in respect of a decedent. It should The date a bond is issued may be earlier2) You received a bond from a decedent.
than the date the bond is purchased be-not be included in the decedent’s final The interest shown on your Form 1099–
cause bonds are issued as of the first day ofreturn. All of the interest earned both INT will not be reduced by any interest
the month in which they are purchased. Youbefore and after the decedent’s death is reported by the decedent before death,
can designate any individual (including aincome to the person who acquires the or on the decedent’s final return, or by
child) as a beneficiary of the bond (payablebonds. If that person uses the cash the estate on the estate’s income tax
on death).method and does not choose to report return.

Eligible expenses.  Qualified higher edu-the interest each year, he or she can
3) Ownership of a bond was transferred. cational expenses are tuition and fees re-postpone reporting any of it until the

The interest shown on your Form 1099– quired for you, your spouse, or your depen-bonds are cashed or finally mature,
INT will not be reduced by interest that dent (for whom you can claim an exemption)whichever is earlier. In the year that per-
accrued prior to the transfer. to attend an eligible educational institution.son reports the interest, he or she can

Eligible expenses do not include expensesclaim a deduction for any federal estate 4) You redeemed a bond on which you
for room and board or for courses involvingtax paid that was for the part of the inter- were named as a co-owner but for
sports, games, or hobbies that are not part ofest included in the decedent’s estate. which you did not use your funds to buy
a degree program.the bond. (See Co-owners, earlier in this

Eligible educational institutions.For more information on income in respect chapter, for more information about the
These institutions include most public andof a decedent, see Chapter 4. reporting requirements.)
nonprofit universities and colleges and cer-

5) You received a taxable distribution of tain vocational schools that are eligible forSavings bonds traded.  If you traded Series bonds from a retirement or profit-shar- federal assistance.E Bonds for Series H Bonds, or traded Se- ing plan. The interest shown on your Amount excludable.  If the total pro-ries EE or Series E Bonds for Series HH Form 1099–INT will not be reduced by ceeds (interest and principal) from the quali-Bonds, you did not realize taxable income the interest portion of amounts taxable fied U.S. Savings Bonds you redeem duringunless you received cash in the trade. Any as a distribution from a retirement or the year are not more than your qualifiedcash you received is income to the extent of profit-sharing plan and not taxable as in- higher educational expenses for the year,the interest earned on the bonds traded. terest. (These amounts are generally you can exclude all of the interest. If the pro-When your Series HH or Series H Bonds ma- shown on Form 1099–R, Distributions ceeds are more than the expenses, you willture, or if you dispose of them before matur- From Pensions, Annuities, Retirement be able to exclude only part of the interest.ity, you report as interest the difference be- or Profit-Sharing Plans, IRAs, Insurance
To determine the excludable amount,tween their redemption value and your cost. Contracts, etc.)

multiply the interest part of the proceeds by aYour cost is the sum of your cost of the
fraction. The numerator (top part) of the frac-traded Series EE or Series E Bonds plus any Interest income must be reported even if tion is the qualified higher educational ex-amount you had to pay at the time of the a Form 1099–INT is not received. penses you paid during the year. The de-trade. For information on including the correct nominator (bottom part) of the fraction is theExample.  You trade Series E Bonds with amount of interest on your return for (1), (2), total proceeds you received during the year.

a redemption value of $2,723 for Series HH (3), and (4) above, see How To Report Inter-
Example.  In April 1995, Mark and Joan,Bonds. You get $2,500 in Series HH Bonds est Income, later. Publication 550 includes

a married couple, cashed qualified Series EEand $223 in cash. You must report the $223 examples showing how to report these
U.S. Savings Bonds they bought in Novem-as taxable income in the year of the trade to amounts.
ber 1991. In 1995, they helped pay for theirthe extent that you did not report interest on If you received a taxable distribution of
daughter’s college tuition. They receivedthe Series E Bonds you traded. bonds from a retirement or profit-sharing
proceeds of $5,800, representing principal$500 minimum value.  Series EE or Se- plan ((5), above), see Interest from U.S. Sav-
of $5,000 and interest of $800. The qualifiedries E Bonds that you want to trade must ings Bonds under How to Report Interest In-
higher educational expenses they paid dur-have a current redemption value of $500 or come in Publication 550 for information on
ing 1995 totaled $4,000. They can excludemore. To figure the current redemption value how to report the interest.
$552 ($800 ×  ($4,000 ÷  $5,800)) of interestof the bonds to be traded, you must add the
in 1995.accrued interest to their original purchase Note.  U.S. Savings Bond interest is ex-

Exclusion reduced for certain bene-price. empt from state and local taxes. The Form
fits.  Before you figure your interest exclu-Choice to report interest in year of 1099–INT you receive will indicate the
sion, you must reduce your qualified highertrade.  You can choose to treat all of the ac- amount that is for U.S. Savings Bond interest
educational expenses by certain benefits thecrued interest on the Series EE or Series E in Box 3. Do not include this amount on your
student may have received. These benefitsBonds traded for Series HH Bonds as in- state or local income tax return.
include qualified scholarships that are ex-come in the year of the trade.
empt from tax and any other nontaxable pay-

Education Savings Bond Program.  You ments (other than gifts, bequests, or inheri-Form 1099–INT for U.S. Savings Bonds in- may be able to exclude from income all or tances) received for educational expenses,terest.  When you cash a bond, the bank or part of the interest you receive on the re- such as veterans’ educational assistanceother payer that redeems it must give you a demption of qualified U.S. Savings Bonds benefits. See Publication 520, ScholarshipsForm 1099–INT if the interest part of the pay- during the year if you pay qualified higher ed- and Fellowships, for more information onment you receive is $10 or more. Box 3 of ucational expenses during the same year. qualified scholarships.your Form 1099–INT should show the inter- This exclusion is known as the Education Modified adjusted gross income limit.est as the difference between the amount Savings Bond Program. The interest exclusion is phased out if youryou received and the amount paid for the Married taxpayers who file separate re- modified adjusted gross income (modifiedbond. However, your Form 1099–INT may turns do not qualify for this exclusion. AGI) is:show more interest than you have to include Qualified U.S. Savings Bonds.  A quali-
on your income tax return. For example, this ● $42,300 to $57,300 for taxpayers filing sin-fied U.S. Savings Bond is a Series EE U.S.
may happen if: gle, head of household, andSavings Bond issued after December 31,
1) You chose to report the increase in the 1989. The bond must be issued either in your ● $63,450 to $93,450 for married taxpayers

redemption value of the bond each name (sole owner) or in your and your filing jointly or qualifying widow(er) with de-
year. The interest shown on your Form spouse’s name (co-owners). You must be at pendent child.
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You do not qualify for the interest exclusion if If the bond is an original issue discount Example 1.  You bought a 10–year bond,
your modified AGI is equal to or more than (OID) debt instrument, see Original Issue with a stated redemption price at maturity of
the upper limit for your filing status. Discount (OID), later, to determine the OID $1,000, issued at $980 and having OID of

Modified AGI, for purposes of this exclu- you must include in income. Also, see Origi- $20. One-fourth of 1% of $1,000 (stated re-
sion, is adjusted gross income (line 16 of nal issue discount (OID), under How To Re- demption price) times 10 (number of full
Form 1040A or line 31 of Form 1040) figured port Interest Income, for information on how years from the date of original issue to ma-
before the interest exclusion, and modified to report OID on your income tax return. turity) equals $25. Because the $20 discount
by adding back any: is less than $25, you can disregard reportingIf the bond has market discount, see

the OID.Market discount bonds, later under Original1) Foreign earned income exclusion,
Issue Discount (OID), for information about Example 2.  Assume the same facts as in2) Foreign housing exclusion or deduction, the accrued market discount that must be Example 1, except that the bond was issued
recognized as interest income.3) Exclusion for income from certain U.S. at $950. The OID is $50. Because the $50

possessions, and discount is not less than the $25 figured in
Example 1, you must report the OID.Insurance 4) Exclusion for income from sources

If a subsequent holder buys a debt instru-within Puerto Rico. Life insurance proceeds paid to you as bene-
ment with de minimis OID at a premium, theficiary of the insured person are not taxable
OID is not includible in income. If a subse-If you do not have any of these items, unless the policy was turned over to you for a
quent holder buys a debt instrument with deyour modified AGI is your adjusted gross in- price. This is true even if the proceeds were
minimis OID at a discount, the discount is re-come before the interest exclusion. paid under an accident or health insurance
ported under the rules for Market DiscountIf you have investment interest expense policy or an endowment contract.
Bonds discussed in Chapter 1 of Publicationincurred to earn royalty income, see Educa- If you receive life insurance proceeds in
550.tion Savings Bond Program in Publication installments, you can exclude a part of each

550. installment from your income. If you die
Form 1099–OID. The issuer of the debt in-Form 8815. Use Form 8815, Exclusion of before you receive all of the installments, a
strument (or your broker, if you held the in-Interest From Series EE U.S. Savings Bonds second beneficiary can also exclude a part
strument through a broker) should give youIssued After 1989, to figure your exclusion of each installment.
Form 1099–OID, Original Issue Discount, orand to compute your modified AGI. For more information about insurance
a similar statement, if the total OID for theRecordkeeping.  If you claim the inter- proceeds received in installments, see Publi-
calendar year is $10 or more. Form 1099–est exclusion, you must keep a written re- cation 525.
OID shows the amount of OID for the periodcord of the Series EE U.S. Savings Bonds is-
in 1995 that you held the bond. It also willsued after 1989 that you redeem. Your Annuity.  If you buy an annuity with life insur-

written record must include the serial num- show the stated interest that you must in-ance proceeds, the annuity payments you
ber, issue date, face value, and redemption clude in your income. A copy of Form 1099–receive are taxed as pension and annuity in-
proceeds of each bond. You can use Form OID will be sent to the IRS. Do not file yourcome, not as interest income. See Publica-
8818, Optional Form To Record Redemption copy with your return. Keep it for yourtion 939, Pension General Rule (Nonsimpli-
of Series EE U.S. Savings Bonds Issued Af- records. See Recomputation of OID shownfied Method), for information on taxation of
ter 1989, to keep this information. on Form 1099–OID, later in this discussionpension and annuity income.

You should also keep bills, receipts, can- and also Original issue discount (OID), later
celed checks, or other documentation that under How To Report Interest Income, for

Original Issueshows you paid qualified higher educational more information.
expenses during the year. Nominee. If someone is the holder of re-Discount (OID) 

Verification by IRS.  Only Series EE cord (the registered owner) of an OID instru-Original issue discount (OID) is a form of in-
U.S. Savings Bonds issued after December ment that belongs to you and receives aterest. You report OID as it accrues, whether
31, 1989, qualify for this exclusion. If you Form 1099–OID on your behalf, that personor not you receive any payments from theclaim the exclusion, IRS will check it by using must give you a Form 1099–OID.bond issuer.bond redemption information from Depart-

A long-term debt instrument, such as ament of the Treasury records. Debt instrument bought at premium.  Ifbond, note, or other evidence of indebted-
you bought at a premium a debt instrumentness, generally has OID when the instrument
that was originally issued at a discount, youBonds Sold Between is issued for a price that is less than its stated
do not have to report any OID as ordinary in-redemption price at maturity (principalInterest Dates come. You buy a debt instrument at a pre-amount). The amount of OID is the differ-When bonds are sold between interest mium if its adjusted basis immediately afterence between the principal amount and thedates, part of the sales price represents in- purchase is greater than the total of allissue price of the instrument.terest accrued to the date of sale. The seller amounts payable on the instrument after theAll long-term debt instruments that paymust report this interest in gross income. purchase date, other than qualified stated in-no interest prior to maturity are presumed toThe purchaser must treat this amount as a terest (defined in Publication 1212 underbe issued at a discount. Zero-coupon bondscapital investment and deduct it from the Computation of reportable OID). When youare one example of such instruments.next interest payment as a return of capital. sell or redeem an instrument bought at a pre-The OID rules do not apply to short-termTo do this, the purchaser must: mium, the difference between the sale or re-obligations (those with a fixed maturity date
demption price and your purchase price is a1) Report the total interest payment as tax- of one year or less from date of issue). See
capital gain or loss.able interest on line 1 of Schedule B Discount on Short-Term Obligations in Publi-

Premium is not the same as ‘‘acquisition(Form 1040), and cation 550.
premium,’’ discussed later.2) Show the accrued interest separately

and subtract it from the total interest De minimis OID.  You can disregard the dis-
Exceptions to the OID rules.  The OIDreported. count and treat it as zero if it is less than one-
rules discussed in this chapter for publicly of-fourth of 1% (.0025) of the stated redemp-
fered, long-term instruments do not apply totion price at maturity, multiplied by the num-See Nominee distributions and accrued in-
the following debt instruments:ber of full years from the date of original is-terest (Form 1040), later under How To Re-

sue to maturity. This small discount is known 1) Tax-exempt obligations (however, seeport Interest Income, for information about
as ‘‘de minimis OID.’’ Stripped tax-exempt obligations undermaking this adjustment.
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Stripped Bonds and Coupons in Publi- increased by the amount of OID that you in- shows the amount of OID and interest, if any,
cation 550), clude in your gross income. The method for that accrued to you for the period you held

determining the reportable discount on any the regular interest. You will not need to2) U.S. Savings Bonds,
OID instrument issued after 1984 is gener- make any adjustments to the amounts re-

3) Short-term debt instruments (those ally based on an accrual period of 6 months. ported even if you held the regular interest
which have fixed maturity dates of not However, debt instruments issued after April for only a portion of the calendar year. The
more than one year from the date of 3, 1994 may have variable accrual periods. additional written statement should also
issue), For more information about determining re- contain enough information to enable you to

4) Obligations issued by an individual portable OID for these debt instruments, see figure your accrual of market discount or
before March 2, 1984, and Debt Instruments Issued After 1984, in Publi- amortizable bond premium. See REMICs in

cation 1212. Publication 550 for more information.5) Loans between individuals, if:

a) The lender is not in the business of If a Form 1099–OID is not received.  If youRecomputation of OID shown on Form
lending money, had OID for 1995 but did not receive a Form1099–OID.  You must recompute the OID

b) The amount of the loan, plus the 1099–OID, see Publication 1212 which listsshown in Box 1 of Form 1099–OID if any of
amount of any outstanding prior total OID on certain debt instruments. If yourthe following apply:
loans, is $10,000 or less, and debt instrument is not listed in Publication

1) You bought the debt instrument after its
1212, consult the issuer for informationc) Avoiding any federal tax is not one of original issue and paid a premium (as
about the OID that accrued for 1995.the principal purposes of the loan. explained earlier in this section) or an

acquisition premium (as explained
Recomputation of periodic interestDebt instruments issued after 1954 and under Acquisition premium, later),
shown on Form 1099–OID.  If you disposedbefore May 28, 1969 (or before July 2,

2) The debt instrument is a stripped bond of a corporate debt instrument or acquired it1982, if a government instrument).  For
or a stripped coupon (these include cer- from another holder during 1995, see Bondsthese instruments, you pay no tax on the OID
tain zero coupon instruments), or Sold Between Interest Dates, earlier, for in-until the year you sell, exchange, or redeem

formation about the treatment of periodic in-the instrument. If a gain results, and if the in- 3) You received the Form 1099–OID as a
terest that may be shown in Box 2 of Formstrument is a capital asset, the amount of the ‘‘nominee’’ recipient.
1099–OID for that instrument. See Nomineegain equal to the OID is taxed as ordinary in-
distributions and accrued interest (Formterest income. The balance of the gain is For each of these situations, see Publication
1040) under How To Report Interest Income,capital gain. If there is a loss on the sale of 1212 for detailed information and examples
later, for information about reporting the cor-the instrument, the entire loss is a capital on figuring the amount of OID to report on
rect amount of interest on Schedule B (Formloss and no reporting of OID is required. your income tax return. The rules for figuring
1040).OID are broken down in Publication 1212 to

Corporate debt instruments issued after reflect the specific computations that apply
Stripped bonds and stripped coupons.May 27, 1969, and before July 2, 1982.  If to corporate long-term OID debt instruments
Special rules apply to the sale and purchaseyou hold these debt instruments as capital issued before July 2, 1982, and to all long-
of stripped bonds and stripped coupons af-assets, you must include a part of the dis- term OID debt instruments issued after July
ter July 1, 1982. These rules also cover thecount in your gross income each year that 1, 1982.
treatment of zero coupon U.S. Treasury-you own the instruments. Your basis in the If you bought the debt instrument at a
backed securities. See Rules for Figuringinstrument is increased by the amount of market discount, see Market discount
OID on Stripped Bonds and Coupons in Pub-OID that you include in your gross income. bonds, later, for information about including
lication 1212 for more information.Include in your gross income the total market discount in income.

OID from Form 1099–OID. Box 1 shows the Reporting correct amount of OID.  If
Certificates of deposit (CDs) and similarOID on the debt instrument for the part of the you are reporting OID in an amount greater
deposit arrangements. If you purchase ayear you owned it. In certain cases, you can- or less than the amount shown on Form
CD or a similar deposit arrangement and thenot use the amount in Box 1. Instead, you 1099–OID, see Original issue discount (OID)
receipt of interest is postponed for moremust figure the correct OID to report. See at the end of this chapter, for information
than one year, you must include in incomeRecomputation of OID shown on Form about reporting the correct amount of OID
each year a part of the total interest due and1099–OID, later, for more information. on Schedule B (Form 1040).
report it in the same way as other original is-Acquisition premium.  You purchase a
sue discount (OID).Debt instruments issued after July 1, debt instrument at an acquisition premium if

Examples of such deposit arrangements1982, and before January 1, 1985.  If you i ts adjusted basis immediately af ter
with banks, building and loan associations,hold these debt instruments as capital as- purchase (including purchase at original is-
etc., include:sets, you must include a part of the discount sue) is:

in your gross income each year and increase Certificates of deposit1) Less than or equal to the total of allyour basis by the amount included. Time depositsamounts payable on the instrument af-Include in your gross income the OID
ter the purchase date, other than quali- Bonus plansfrom Box 1 of Form 1099–OID. In certain
fied stated interest, andcases, you cannot use the amount in Box 1. Savings certificates

2) Greater than its adjusted issue price.Instead, you must figure the correct OID to Deferred income certificates
report. See Recomputation of OID shown on

Bonus savings certificatesForm 1099–OID, later. Acquisition premium reduces the amount of
discount includible in your income. See Fig- Growth savings certificates

Debt instruments issued after December uring OID in Publication 1212 for information
31, 1984.  If you hold these debt instruments, about figuring this reduction including the Interest subject to penalty for early
the OID reporting rules, in general, are simi- definitions of qualified stated interest and withdrawal.  If you deposit money in one of
lar to those for debt instruments issued after adjusted issue price. the arrangements listed above that has a
July 1, 1982. However, you report the total REMIC regular interests. If you own a term of one year or less, and you lose part of
OID that applies (based on the number of regular interest in a real estate mortgage in- the interest because you withdraw funds
days in the accrual period) regardless of vestment conduit (REMIC), you will receive a before the end of the term, you must include
whether you hold that debt instrument as a Form 1099–OID and an additional written all the interest in income at the end of the
capital asset. Your basis in the instrument is statement from your broker. Form 1099–OID term. However, you can deduct the entire
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penalty, even if it exceeds your interest in- REMIC regular interests.  If you are the due on August 31, 1995. In 1995, you re-
ceived $2,480 ($2,000 principal and $480 in-come, on line 28 of Form 1040. holder of a regular interest in a real estate
terest). If you use the cash method, you mustmortgage investment conduit (REMIC), or anExample.  On October 1, 1994, you in-
include in income on your 1995 return theinterest in a collateralized debt obligationvested $10,000 in a savings certificate that
$480 interest you received in 1995.(CDO), that interest is considered to be awas to pay you $10,600 on April 1, 1995. Be-

Constructive receipt. You construc-debt instrument for income tax purposes,cause you withdrew part of the principal or
tively receive income when it is credited towhether or not it is in the form of a debt in-interest before April 1, the bank charged you
your account or made available to you. Youstrument. Accordingly, the OID, market dis-a penalty of $300. For 1995, you must report
do not need to have physical possession ofcount, and income-reporting rules that applyas income the entire $600 accrued interest.
it. For example, you are considered to re-to bonds and other debt instruments apply toHowever, you can deduct the $300 penalty
ceive interest, dividends, or other earningssuch interests with certain modifications. Foras an adjustment to gross income.
on any deposit or account in a bank, savingsmore information, see REMICs and OtherBearer certificates of deposit.  These and loan, or similar financial institution, or in-CDOs in Publication 550. are not issued in the depositor’s name and terest on life insurance policy dividends left

are transferable from one individual to an- to accumulate, when they are credited to
other. They are issued by banks for a certain State or Local your account and subject to your withdrawal.
period, usually a number of years. Interest is This is true even if they are not yet entered inGovernment Obligationsusually not paid until the certificates are re- your passbook.

Generally, interest on obligations of state ordeemed by the bank at the end of this You constructively receive income on the
local governments used to finance govern-period. deposit or account even if you must:
ment operations is tax exempt. This includesBanks must provide the IRS and the per-

1) Make withdrawals in multiples of evenobligations of a state or one of its politicalson redeeming the bearer certificate with a
amounts,subdivisions, the District of Columbia, a pos-Form 1099–INT.

session of the United States, or one of its po- 2) Give a notice to withdraw before makingCertificates of deposit issued after 1982
litical subdivisions, used to finance govern- the withdrawal,generally must be in registered form. For
mental operations. This includes interest onmore information about this requirement, 3) Withdraw all or part of the account to
certain obligations issued after 1982 by ansee Obligations issued in bearer form in withdraw the earnings, or
Indian tribal government treated as a state.Chapter 15. 4) Pay a penalty on early withdrawals, un-If you receive a Form 1099–INT for inter-For more information about interest in- less the interest you are to receive onest paid on a tax-exempt obligation, see Tax-come from certificates of deposit, see Origi- an early withdrawal or redemption isexempt interest income under How To Re-nal Issue Discount (OID) in Publication 550. substantially less than the interest paya-port Interest Income.

ble at maturity.Interest on arbitrage bonds issued byMarket discount bonds. A market discount
state or local governments after October 9,bond is any bond having market discount You constructively receive interest when
1969, and interest on private activity bondsexcept: it is credited to your account under a long-
generally is taxable.

term savings plan that does not let you with-1) Short-term obligations (those with fixed For more information on whether such in- draw interest until a specified date, if thematurity dates of up to one year from terest is taxable or tax exempt, see State or plan lets you freely withdraw your deposits ofthe date of issue), Local Government Obligations in Publication principal.
550.2) Tax-exempt obligations that you bought

before May 1, 1993, Accrual method.  If you use an accrual
Information reporting requirement.  If you method, you report your interest income3) U.S. Savings Bonds, and
received or accrued any tax-exempt interest when you earn it, whether or not you have re-4) Certain installment obligations. income (such as interest on certain state and ceived it.
municipal bonds), you must show that inter- Example.  If, in the previous example,Market discount arises when the value of a est on your tax return if you are required to you use an accrual method, you must in-debt obligation decreases after its issue file. This is an information reporting require- clude the interest in your income as you earndate, generally because of an increase in in- ment and does not convert tax-exempt inter- it. You would report the interest as follows:terest rates. If you buy a bond on the secon- est to taxable interest. See How To Report 1993, $80; 1994, $240; and 1995, $160.dary market, it may have market discount. Interest Income, later.

If you dispose of a market discount bond,
Coupon bonds. Interest on coupon bondsyou generally must recognize the gain as
is taxable in the year the coupon becomestaxable interest income up to the amount of
due and payable. It does not matter whenthe bond’s accrued market discount, if: When To Report you mail the coupon for payment.

1) The bond was issued after July 18, Interest Income 
1984, or

When you report your interest income de-2) You purchased the bond after April 30, How To Reportpends on whether you use the cash method1993.
or an accrual method of reporting income. Interest Income 

The rest of the gain is capital gain if the bond Generally, you report all of your taxable inter-Cash method.  If you use this method, youwas a capital asset. For more information est income on line 8a, Form 1040; line 8a,generally report your interest income in theabout the tax treatment of market discount, Form 1040A; or line 2, Form 1040EZ.year in which you actually or constructivelysee Market Discount Bonds in Publication You cannot use Form 1040EZ if any ofreceive it. Most individual taxpayers use this550. the following are true.method. However, there are special rules for
1) Your interest income is more than $400.OID and certain U.S. Savings Bonds. SeeDiscount on short-term obligations.  Cer-

U.S. Savings Bonds, and Original Issue Dis- 2) You are excluding interest under the Ed-tain holders of short-term obligations are re-
count (OID), earlier. ucation Savings Bond Program.quired to accrue and include the discount on

such obligations in current income. See Dis- Example.  On September 1, 1993, you 3) You received interest as a nominee
count on Short-Term Obligations in Publica- loaned $2,000 at 12% a year. The note (that is, in your name but the interest ac-
tion 550 for more information. stated that principal and interest would be tually belongs to someone else).
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4) You received a Form 1099–INT for U.S. U.S. Savings Bonds, Treasury bills, Treasury If you have qualified education expenses
notes, and Treasury bonds. Include theSavings Bond interest that includes (as discussed earlier under Education Sav-
amount shown in Box 3 in your total taxableamounts you reported before 1995. ings Bond Program), see Form 8815, later,
interest income, unless it includes an(See Interest from U.S. Savings Bonds, for information on your interest exclusion.
amount previously included in interest in-later, for how to report this interest.) You should show on line 1, Part I of
come. If you are redeeming U.S. Savings Schedule B (Form 1040), or on line 1, Part I
Bonds you bought after 1989 and you have of Schedule 1 (Form 1040A), all the interestInstead, you must complete the schedules
qualified educational expenses, see Form shown on your Form 1099–INT.for Form 1040A or Form 1040, as described
8815, later. If part of the amount shown inlater. In addition, you must use Form 1040 If Form 1099–INT includes interest you
Box 3 was previously included in interest in-under certain circumstances described later. previously reported, make the following ad-
come, see Interest from U.S. Savings Bonds, justment. On Schedule B, several lines
next. above line 2, enter a subtotal of all interestForm 1099–INT. Your taxable interest in-

Box 4 of Form 1099–INT (federal income listed on line 1. If you use Form 1040A, entercome, except for interest from U.S. Savings
tax withheld) will contain an amount if you this subtotal several lines above line 2, Part IBonds and Treasury obligations, is shown in
were subject to backup withholding. You of Schedule 1. Below the subtotal writeBox 1 of Form 1099–INT. Add this amount to
may be subject to backup withholding if, for ‘‘U.S. Savings Bond Interest Previously Re-any other taxable interest income you re-
example, you did not furnish your social se- ported,’’ and enter amounts previously re-ceived. You must report all of your taxable in- curity number to a payer. Report the amount ported or interest accrued prior to receivingterest income even if you do not receive a from Box 4 on Form 1040A, line 29a, or on the bond. (To figure the amount to enter forForm 1099–INT. Form 1040, line 55 (federal income tax with- interest reported or being reported as a taxa-If you had any tax-exempt interest in- held), and check the box on that line. ble distribution from a retirement or profit-come, or exempt-interest dividends from a If there are entries in Boxes 5 and 6 of

sharing plan, see Interest from U.S. Savingsmutual fund, you should report the total of Form 1099–INT, you must file Form 1040.
Bonds in Publication 550.) Subtract thesethis tax-exempt income on line 8b of Form Report the amount shown in Box 5 (foreign
amounts from the subtotal and enter the re-1040A or Form 1040. If you fi le Form tax paid) on Form 1116, Foreign Tax Credit,
sult on line 2 of Schedule B (Form 1040) or1040EZ, write ‘‘TEI’’ in the space to the right unless you deduct this amount on Schedule
on line 2, Part I of Schedule 1 (Form 1040A).of the words ‘‘Form 1040EZ’’ on line 2. After A of Form 1040 as ‘‘Other taxes.’’ For more

‘‘TEI,’’ show the amount of your tax-exempt information on the credit and deduction, see
Form 8815.  Use Form 8815, Exclusion ofinterest, but do not add tax-exempt interest Publication 514, Foreign Tax Credit for
Interest From Series EE U.S. Savings Bondsin the total on Form 1040EZ, line 2. Individuals.
Issued After 1989, to figure your interest ex-If you forfeited interest income because Interest from U.S. Savings Bonds.  If
clusion when you redeem bonds and payof the early withdrawal of a time deposit, the you received a Form 1099–INT for U.S. Sav-
qualified higher educational expenses duringdeductible amount will be shown on Form ings Bond interest, the form may show inter-
the same year.1099–INT in Box 2 (early withdrawal pen- est you are not required to report. See Form

alty). If an amount appears in Box 2, you For more information on the exclusion1099–INT for U.S. Savings Bonds interest,
should file Form 1040 and report this amount and qualified higher educational expenses,earlier, under U.S. Savings Bonds.
on line 28 (penalty on early withdrawal of see the earlier discussion under Education
savings). Savings Bond Program.

Box 3 of Form 1099–INT shows the You must show your total interest from
amount of interest income you received from Series EE Savings Bonds issued after 1989
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that you cashed during 1995 on line 6 of for the real owner, show that amount sepa- 3) You received interest from a seller-fi-
Form 8815 and on line 1 of either Schedule 1 nanced mortgage and the buyer usedrately below a subtotal of all interest income
(Form 1040A) or Schedule B (Form 1040). the property as a personal residence.listed. Identify the amount as ‘‘Nominee Dis-
After completing Form 8815, enter the result tribution,’’ and subtract it from the interest in- 4) You received a Form 1099–INT for tax-
from line 14 (Form 8815) on line 3 of Sched- come subtotal. Report the result on line 2, exempt interest.
ule 1 (Form 1040A) or line 3 of Schedule B Part I of Schedule 1.

5) You received, as a nominee, interest(Form 1040). For more information, see Nominee dis-
that actually belongs to someone else.tributions and accrued interest later under
(See Nominee distributions and accruedForm 1040.Form 1040A
interest (Form 1040), later, for how to

You must complete Part I of Schedule 1 report this interest.)
Tax-exempt interest income (Form(Form 1040A), if you file Form 1040A and:

6) You received a Form 1099–INT for inter-1040A).  If you received any tax-exempt in-1) Your taxable interest income totals est on a bond that you bought betweenterest, such as from state or local govern-more than $400, interest payment dates. (See Nomineemental obligations, do not include this in-
2) You are claiming the interest exclusion distributions and accrued interest (Formcome on line 8a. Instead, enter your tax-

under the Education Savings Bond 1040), later, for how to report thisexempt interest on line 8b. Also include on
Program, interest.)line 8b any exempt-interest dividends re-

ceived from a mutual fund or other regulated3) You received a Form 1099–INT for tax- 7) You are reporting OID in an amount
investment company. Remember that OID isexempt interest, more or less than the amount shown on
a form of interest. You report OID as it ac- Form 1099–OID. (See Original issue dis-4) You received interest from a seller-fi-
crues, whether or not you receive any pay- count (OID), later, for how to report yournanced mortgage and the buyer used
ments from the bond issuer. OID.)the property as a personal residence, or

Interest earned on an individual retire-
8) You choose to reduce your interest in-5) You received, as a nominee, interest ment arrangement (IRA) is tax deferred

come from a bond by the amount ofthat actually belongs to someone else. rather than tax exempt. Do not include such amortizable bond premium. (For more(See Nominee distributions (Form amount in tax-exempt interest. information about this choice, see Bond1040A), later, for how to report this You should not have received a Form Premium Amortization in Publicationinterest.)
1099–INT for tax-exempt interest. But if you 550.)
did, you must fi l l in Schedule 1 (Form

List each payer’s name and the amount of in-
1040A). See the Form 1040A Instructions for On Schedule B, list each payer’s name andterest income received from each payer. If
how to report this on Schedule 1. Be sure to the amount received from each.you received a Form 1099–INT or Form
show the tax-exempt interest on line 8b.1099–OID from a brokerage firm, list the bro- First, report on line 1, Part I of Schedule

If you redeemed Series EE U.S. Savingskerage firm as the payer. B, any interest income from seller-financed
Bonds and you have qualified educationalHowever, you must use Form 1040 in- mortgages. (For more information about re-
expenses, complete and attach Form 8815.stead of Form 1040A if: porting this income, see Reporting interest
Enter the result from line 14 of Form 8815 on on seller-financed mortgage, next.)● You are reporting OID in an amount more line 3 of Schedule 1. Subtract the amount on Next, report on line 1, Part I of Scheduleor less than the amount shown on Form line 3 from the amount on line 2. Enter the re- B (Form 1040), all other taxable interest you1099–OID, sult on line 4 of Schedule 1 and on line 8a of received. Include the total amount of interest

● You received or paid accrued interest on Form 1040A. See Education Savings Bond income that is shown in Box 1 and Box 3 of
securities transferred between interest Program and Form 8815 earlier for more any Form 1099–INT or in Box 1 and Box 2 of
payment dates, information. any Form 1099–OID that you receive for the

● You acquired taxable bonds after 1987 tax year, and other interest income received
and choose to reduce interest income Frozen deposits (Form 1040A).  Even if for which you did not receive a Form 1099.
from the bonds by any amortizable bond you receive a Form 1099–INT for interest on List each payer’s name and the amount of in-
premium (see Bond Premium Amortization deposits that you could not withdraw at the terest received from each. If you received a
in Publication 550), or end of 1995, you must exclude these Form 1099–INT or Form 1099–OID from a

brokerage firm, list the brokerage firm as theamounts from your gross income, as ex-● You forfeited interest income because of
payer. If you received more than $400 in tax-plained earlier under General Information.the early withdrawal of a time deposit.
able interest, you must also complete Part IIIDo not include this income on line 8a. If you
of Schedule B (Form 1040). See Foreign fi-are completing Part I of Schedule 1, includeReporting interest on seller-financed
nancial accounts and foreign trusts, dis-on line 1 the interest shown on Form 1099–mortgage.  If an individual buys his or her
cussed in Chapter 1.INT. Several lines above line 2, put a sub-home from you in a sale that you finance,

If you redeemed Series EE U.S. Savingstotal of all interest income. Below this sub-you must report the buyer’s name, address,
Bonds and you have qualified educationaltotal, write ‘‘Frozen Deposits,’’ and show theand social security number on line 1 of
expenses, complete and attach Form 8815.amount of interest that you are excluding.Schedule 1 (Form 1040A). If you do not, you
Enter the result from line 14 of Form 8815 onSubtract this amount from the subtotal andmay have to pay a $50 penalty. The buyer
line 3 of Schedule B. See Education Savingswrite the result on line 2 of Part I.may have to pay a $50 penalty if he or she
Bond Program and Form 8815 earlier fordoes not give you this information.
more information.The buyer must report your name, ad- Form 1040dress, and social security number (or em-

You must complete Part 1 of Schedule B Reporting interest on seller-financedployer identification number) on Schedule A
(Form 1040) if you file Form 1040 and any of mortgage.  If an individual buys his or her(Form 1040). You must give this information
the following apply: home from you in a sale that you finance,to the buyer. If you do not, you may have to

you must report the buyer’s name, address,pay a $50 penalty. 1) Your taxable interest income is more
and social security number on line 1 of

than $400. Schedule B (Form 1040). If you do not, youNominee distributions (Form 1040A).  If
may have to pay a $50 penalty. The buyer2) You are claiming the interest exclusionthe total interest income you list on line 1,
may have to pay a $50 penalty if he or sheunder the Education Savings BondPart I of Schedule 1 (Form 1040A), includes
does not give you this information.any amount that you received as a nominee Program.
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The buyer must report your name, ad- it from the interest income subtotal. Report name of the bank which paid this interest.
dress, and social security number (or em- the result on line 2, Part I of Schedule B. Show the amount belonging to your sister,
ployer identification number) on Schedule A Interest on a joint account.  If you re- $450, as a subtraction from the subtotal of
(Form 1040). You must give this information ceive a Form 1099–INT which shows your all interest on Schedule B and identify this
to the buyer. If you do not, you may have to taxpayer identification number and names subtraction as a ‘‘Nominee Distribution.’’
pay a $50 penalty. two or more recipients or includes amounts (Your sister will report the $450 of interest in-

belonging to another person, you must file a come on her own tax return, if she has to file
Tax-exempt interest income (Form 1040). Form 1099–INT with the IRS to show the a return, and identify you as the payer of that
 If you received any tax-exempt interest in- proper distributions of the amounts shown. amount.)
come (such as interest on certain state and Complete a Form 1099–INT and Form 1096,
municipal bonds), you must report the total

Annual Summary and Transmittal of U.S. In- Original issue discount (OID). If you are re-amount of that interest on line 8b of Form
formation Returns, and file both forms with porting OID in an amount greater or less than1040. Also report on line 8b any exempt-in-
your Internal Revenue Service Center. Give the amount shown on Form 1099–OID, orterest dividends that you received from a
the other person(s) Copy B of the Form other written statement (such as for amutual fund or other regulated investment
1099–INT which you filed as a nominee. On REMIC regular interest), include the fullcompany. Do not include this interest in your
Form 1099–INT and Form 1096, you should amount of OID shown on your Form 1099–taxable interest income on line 8a. Remem-
be listed as the ‘‘Payer.’’ Prepare one Form OID or other statement on line 1, Part I ofber that OID is a form of interest. You report
1099–INT for each other owner and show Schedule B (Form 1040). If the OID to be re-OID as it accrues, whether or not you receive
that person as the ‘‘Recipient.’’ You are not ported is less than the amount shown onany payments from the bond issuer.

You should not have received a Form required, however, to file Form 1099–INT to Form 1099–OID, follow the earlier reporting
1099–INT for tax-exempt interest. But if you show payments for your spouse. For more rules for nominee distributions or accrued in-
did, you must fill in Schedule B (Form 1040). information about the reporting require- terest, as applicable, so that you will report
See the Form 1040 Instructions for how to ments and the penalties for failure to file (or only the OID you have to report. Below the
report this on Schedule B. Be sure to also furnish) certain information returns, see the subtotal, write ‘‘OID Adjustment,’’ and show
show the tax-exempt interest on Form 1040, Instructions for Forms 1099, 1098, 5498, the OID you are not required to report. If the
line 8b. and W–2G. OID to be reported is greater than the

Interest earned on an individual retire- amount shown on Form 1099–OID, show theExample.  You receive a Form 1099–INTment arrangement (IRA) is tax deferred additional OID separately below a subtotal offor 1995 that shows a total of $1,500 of inter-rather than tax exempt. Do not include such all interest income listed. Identify the amountest income earned on a savings account thatamount in tax-exempt interest. as ‘‘OID Adjustment,’’ and add it to the inter-you hold jointly with your sister. You each
est income subtotal.have agreed to share the yearly interest in-Frozen deposits (Form 1040). Even if you

come in proportion to the amount that eachreceive a Form 1099–INT for interest on de-
Market discount. Report as interest anyof you has invested, even though your identi-posits that you could not withdraw at the end
gain on the sale (or other disposition) of cer-fication (social security) number was submit-of 1995, you must exclude these amounts
tain market discount bonds, to the extent offrom your gross income, as explained earlier ted to the bank for its recordkeeping pur-
the accrued market discount. See Marketunder General Information. Do not include poses. Your sister has deposited 30% of the
discount bonds, under Original Issue Dis-this income on line 8a. If you are completing amount invested in this account. As a result,
count (OID) earlier.Part I of Schedule B, include the full amount you received as a nominee the amount of in-

of interest shown on your Form 1099–INT on terest income belonging to your sister. For
line 1. Several lines above line 2, put a sub- Penalty on early withdrawal of savings.  If1995, this amount is $450, or 30% of the to-
total of all interest income. Below this sub- you withdraw funds from a time savings ac-tal interest of $1,500.
total, write ‘‘Frozen Deposits,’’ and show the count before maturity, you may be charged aYou must provide your sister with a Form
amount of interest that you are excluding. penalty. You must report the gross amount1099–INT by January 31, 1996, showing
Subtract this amount from the subtotal and of interest paid or credited to your account$450 of interest income that she earned for
write the result on line 2, Part I of Schedule during the year, without subtracting the pen-1995. You must also send a copy of the
B. alty. You deduct the penalty on line 28, Formnominee Form 1099–INT, along with Form

1040. Deduct the entire penalty even if it ex-1096, to the Internal Revenue ServiceNominee distributions and accrued inter- ceeds your interest income. The Form 1099–Center by February 28, 1996. Show yourest (Form 1040). If the total interest income
INT or similar statement given to you by theown name, address, and identification num-you list on line 1, Part I of Schedule B, in-
financial institution will show the grossber as the ‘‘Payer’’ on the Form 1099–INT.cludes any amount that you received as a
amount of interest and the penalty. Provide the same information for your sisternominee for the real owner or that reflects

in the blocks provided for identification of theaccrued interest paid on a bond that you
‘‘Recipient.’’ Sample returns.  The sample return inbought between interest payment dates,

Chapter 38 has an example of reporting in-When you prepare your own 1995 federalshow that amount separately below a sub-
terest income on Form 1040A. The sampleincome tax return, report the total amount oftotal of all interest income listed. Identify the
return in Chapter 39 has an example of re-interest income, $1,500, on line 1, Part I ofamount as ‘‘Nominee Distribution,’’ or ‘‘Ac-
porting interest income on Form 1040.Schedule B (Form 1040), and identify thecrued Interest,’’ as appropriate, and subtract
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□ Schedule 1 (Form 1040A) Interest penalties of perjury that your social security
and Dividend Income for Form 1040A number is correct and that you are not sub-
Filers ject to backup withholding. If you fail to make9.

this certification, backup withholding may□ 1099 Instructions for Forms 1099,
begin immediately on your new account or1098, 5498, and W–2GDividends and investment, and 31% of the amount paid on
your account or investment will be withheld.Other Corporate Your payer will give you a Form W–9, Re-
quest for Taxpayer Identification NumberGeneral Information Distributions and Certification, or a similar form, to make

This section discusses general rules on divi- this certification. Backup withholding may
dend income. also be required if the Internal Revenue Ser-

vice (IRS) has determined that you underre-
Passive activity income and losses. ported your interest or dividend income. ForImportant Reminder There are tax rules which limit the amount of more information, see Backup Withholding
losses and tax credits from passive activities in Chapter 5.Dividends received in January.  Any divi-
that you can claim. Generally, you can usedend declared by a regulated investment
losses from passive activities only to offset Form 1099–DIV. Most corporations usecompany (mutual fund) or real estate invest-
income from passive activities. You gener- Form 1099–DIV, Dividends and Distribu-ment trust (REIT) in October, November, or
ally cannot use passive activity losses to off- tions, to show you the distributions you re-December and payable to you in such a
set your other income, such as your wages ceived from them during the year. Keep thismonth, but actually paid during January of
or your portfolio income. Portfolio income form with your records. You do not have tothe following calendar year, is treated as
is any gross income from interest, dividends, attach it to your tax return. Even if you do notpaid to you in the earlier year.
etc., that is not derived in the ordinary course receive Form 1099–DIV, you must report all
of a trade or business. For more information of your taxable dividend income.
about determining and reporting income and

Reporting tax withheld.  If tax is with-losses from passive activities, see Publica-Introduction held from your dividend income, the payertion 925.
must give you a Form 1099–DIV that indi-This chapter discusses the tax treatment of:
cates the amount withheld.

Tax on investment income of a child● Dividend income, Nominees. If someone receives distribu-under age 14.  Part of a child’s investment
tions as a nominee for you, that person will● Capital gain distributions, income may be taxed at the parent’s tax
give you a Form 1099–DIV, which will show

● Nontaxable distributions, and rate. This may happen if the child is under
distributions they received on your behalf.age 14, has more than $1,300 of investment

● Other distributions you may receive from a If you receive a Form 1099–DIV that in-income (such as taxable interest and divi-corporation or a mutual fund. cludes amounts belonging to another per-dends) and has to file a tax return, and either
son, see Nominees, later under How To Re-parent is alive at the end of the year. If these

This chapter also explains how to report port Dividend Income, for more information.requirements are met, Form 8615, Tax for
dividend income on your tax return. Children Under Age 14 Who Have Invest-

Dividends are distributions of money, Form 1099–MISC. Certain substitute pay-ment Income of More Than $1,300, must be
stock, or other property paid to you by a cor- ments in lieu of dividends or tax-exempt in-completed and attached to the child’s tax re-
poration. You also may receive dividends terest that are received by a broker on yourturn. If these requirements are not met, Form
through a partnership, an estate, a trust, or behalf must be reported to you on Form8615 is not required and the child’s income
an association that is taxed as a corporation. 1099–MISC, Miscellaneous Income, or ais taxed at his or her own tax rate.
However, some amounts you receive that similar statement. See Reporting substituteHowever, parents can choose to include
are called dividends are actually interest in- payments under Short Sales in Publicationtheir child’s interest and dividends on their
come. See Dividends that are actually inter- 550 for more information about reportingreturn if certain requirements are met. Use
est under Taxable Interest in Chapter 8. such substitute payments.Form 8814, Parents’ Election To Report

Most distributions that you receive are Child’s Interest and Dividends, for this
paid in cash (or check). However, you may Incorrect amount.  If you receive a Formpurpose.
receive distributions such as additional 1099 that shows an incorrect amount (orFor more information about the tax on in-
stock, stock rights, other property, or ser- other incorrect information), you should askvestment income of children and the par-
vices. These distributions are also discussed the issuer for a corrected form. The cor-ents’ election, see Chapter 32.
in this chapter. rected Form 1099 you receive will be marked

‘‘CORRECTED.’’Beneficiary of an estate or trust.  Interest,
Useful Items dividends, or other investment income you
You may want to see: Social security number. You must givereceive as a beneficiary of an estate or trust

your name and social security number to anyis generally taxable income. You should re-
Publication person required by federal tax law to make aceive a Schedule K–1 (Form 1041),

return, statement, or other document that re-Beneficiary’s Share of Income, Deductions,□ 514 Foreign Tax Credit for Individuals
lates to you. This includes payers of divi-Credits, etc., from the fiduciary. Your copy of

□ 550 Investment Income and dends. If you are married and the funds in aSchedule K–1 and its instructions will tell you
Expenses (Including Capital Gains where to report the items on your Form joint account belong to you, you should give
and Losses) 1040. your social security number to the payer of

the dividends. If the funds in the account be-□ 564 Mutual Fund Distributions
long to both you and your spouse, you canBackup withholding. To ensure that in-

□ 925 Passive Activity and At-Risk give either your number or your spouse’scome tax is collected on dividends and other
Rules number. But the number you provide musttypes of income that generally are not sub-

correspond with the name listed first on theject to withholding, backup withholding will
Form (and Instructions) account. You must give the payer the correctapply in certain circumstances.

social security number if the number being□ Schedule B (Form 1040) Interest Under backup withholding, when you
used is wrong.and Dividend Income open a new account you must certify under
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Penalty.  If you do not give your social You also must report as income any ser- Capital Gains, showing the amount of the un-
security number to the payer of dividends, distributed long-term capital gain and the taxvice charge subtracted from your cash divi-
you may have to pay a penalty. See Failure that was paid. Take this credit by enteringdends before the dividends are used to buy
to supply social security number under Pen- the amount of tax paid and checking box athe additional stock. But you may be able to
alties in Chapter 1. Backup withholding also on line 60, Form 1040. Attach Copy B ofdeduct the service charge. See Chapter 30
may apply. See Backup Withholding in Form 2439 to your return.for more information about deducting ex-
Chapter 5. Basis adjustment.  Increase your basispenses of producing income.

in the stock by the difference between theIn some dividend reinvestment plans,
amount of undistributed capital gain that youDividends received in January.  If a regu- you can invest more cash to buy shares of
report and the amount of the tax paid for youlated investment company (mutual fund) or stock at a price less than fair market value. If
by the fund. Keep Copy C of Form 2439 asreal estate investment trust (REIT) declares you choose to do this, you must report as in-
part of your records to show increases in thea dividend (including any exempt-interest come the difference between the cash you
basis of your stock.dividend) in October, November, or Decem- invest and the fair market value of the stock

ber and that dividend is payable to you on a you buy. When figuring this amount, use the
specified date in such month, you are con- Note.  You must report any undistributedfair market value of the stock on the dividend
sidered to have received the dividend on De- gains shown on Form 2439 in addition to anypayment date.
cember 31 even though the company or trust capital gain distributions reported on Form
actually pays the dividend during January of 1099–DIV.Public utility stock reinvestment plans.  If
the following calendar year. You report the you own stock in a qualified domestic public
amount in the year of declaration. utility and chose to receive your dividends in Real estate investment trusts (REITs). 

common stock, rather than in cash, you must You will receive a Form 1099–DIV or similar
include in your income the total value of such statement from the REIT showing the capital
stock dividends. gain distributions you must include in your in-Ordinary Dividends Pre-1986 stock dividend exclusion.  If come. You report the capital gain distribu-
after 1981 and before 1986, you chose to re-Ordinary (taxable) dividends are the most tions as long-term capital gain regardless of
ceive your dividends from the public utilitycommon type of distribution from a corpora- how long you owned stock in the REIT. 
stock in the form of more stock, you couldtion. They are paid out of the earnings and
choose to exclude the value of the dividendprofits of a corporation and are ordinary in- Additional information.  For more informa-
from your income. You had to make thiscome to you. This means they are not capital tion on the treatment of distributions from
choice on your return for the year in whichgains. You can assume that any dividend mutual funds and regulated investment com-
you would have included the dividends inyou receive, whether on common or pre- panies, see Publication 564, Mutual Fund
income.ferred stock, is an ordinary dividend unless Distributions.

If you excluded the value of stock divi-the paying corporation tells you otherwise.
dends from income, your basis in that stock
is zero.Money market funds.  Report amounts you

receive from money market funds as divi- Nontaxable
dend income. These amounts generally are Distributionsnot interest income and should not be re- Capital Gainported as interest. You may receive a return of capital or a tax-

free distribution of more shares of stock orDistributions 
Dividends on capital stock.  Dividends on stock rights. These distributions are not

These distributions or dividends are paid bythe capital stock of organizations, such as treated the same as ordinary dividends or
regulated investment companies, mutualsavings and loan associations, are ordinary capital gain distributions.
funds, and real estate investment trusts.dividends. They are not interest. You should
A Form 1099–DIV or the mutual fund state-report them with your dividend income.

Return of Capital ment will tell you the amount you are to re-
port as a capital gain distribution. Report A return of capital is a distribution that is notStock certificate in two or more names.  If
capital gain distributions as long-term capital paid out of the earnings and profits of a cor-two or more persons, such as a husband and
gains on your tax return regardless of how poration. It is a return of your investment inwife, hold stock as joint tenants, tenants
long you have owned the stock in the mutual the stock of the company. You should re-by the entirety, or tenants in common,
fund. Those distributions that are not derived ceive a Form 1099–DIV or other statementeach person receives a share of any divi-
in the ordinary course of a trade or business from the corporation showing you what partdends from the stock. Each person’s share
are treated as portfolio income and are not of the distribution is a return of capital. If youis determined by local law.
considered as income from a passive activity do not receive such a statement, you report
(see Passive activity income and losses, the distribution as an ordinary dividend.Dividends used to buy more stock.  The
earlier).corporation in which you own stock may

Basis adjustment.  A return of capitalhave a dividend reinvestment plan. This
Undistributed capital gains.  In addition to reduces the basis of your stock. It is notplan lets you choose to use your dividends to
the amounts you receive, you must report as taxed until your basis in the stock is fully re-buy (through an agent) more shares of stock
long-term capital gains any amounts that the covered. If you buy stock in a corporation inin the corporation instead of receiving the
investment company or mutual fund crediteddividends in cash. If you are a member of this different lots at different times, and you can-
to you as capital gain distributions, eventype of plan and you use your dividends to not definitely identify the shares subject to
though you did not actually receive them.buy more stock at a price equal to its fair the return of capital, reduce the basis of your
(This income is not reported to you on Formmarket value, you must report the dividends earliest purchases first.
1099–DIV.)as income. When the basis of your stock has been

Form 2439.  You can take a credit onIf you are a member of a dividend rein- reduced to zero, report any additional return
your return for any tax that the investmentvestment plan that lets you buy more stock of capital that you receive as a capital gain.

at a price less than its fair market value, you company or mutual fund has paid for you on Whether you report it as a long-term or short-
must report as income the fair market value the undistributed capital gains. The company term capital gain depends on how long you
of the additional stock on the dividend pay- or fund will send you Form 2439, Notice to have held the stock. See Holding Period in
ment date. Shareholder of Undistributed Long-Term Chapter 15.
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Example.  You bought stock in 1986 for rights are not taxable to you, and you do not Example.  You own one share of com-
mon stock that you bought on January 3,$100. In 1988, you received a return of capi- report them on your return.
1990, for $100. The corporation declared atal of $80. You did not include this amount in
common stock dividend of 5% on June 30,your income, but you reduced the basis of Taxable stock dividends and stock rights.
1995. The fair market value of your stock atyour stock. Your stock now has an adjusted Distributions of stock dividends and stock
the time the stock dividend was declaredbasis of $20. You receive a return of capital rights are taxable to you if any of the follow-
was $200. You were paid $10 for the frac-of $30 in 1995. The first $20 of this amount ing apply:
tional-share stock dividend under a plan de-reduces your basis to zero. You report the 1) You or any other shareholder has the scribed in the above paragraph. You figureother $10 as a long-term capital gain for choice to receive cash or other property your gain or loss as follows:1995. You must report as a long-term capital instead of stock or stock rights,

gain any return of capital you receive on this
Fair market value of old stock . . . . . . . . . . $200.002) The distribution gives cash or otherstock in later years. Fair market value of stock dividendproperty to some shareholders and an

(cash received) . . . . . . . . . . . . . . . . . . . . . . . 10.00increase in the percentage interest inLiquidating distributions. Liquidating distri-
Fair market value of old stock and stockthe corporation’s assets or earningsbutions, sometimes called liquidating divi-

dividend . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $210.00and profits to other shareholders,dends, are distributions you receive during a
Basis (cost) of old stock after the stockpartial or complete liquidation of a corpora- 3) The distribution is in convertible pre-

dividend (($200 ÷  $210) ×  $100) . . . $ 95.24tion. These distributions are, at least in part, ferred stock and has the same result as
Basis (cost) of stock dividend one form of a return of capital. They may be in (2),

(($10 ÷  $210) ×  $100) . . . . . . . . . . . . . . 4.76paid in one or more installments. You will re-
4) The distribution gives preferred stock to

ceive a Form 1099–DIV from the corporation Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100.00
some common stock shareholders and

showing you the amount of the liquidating Cash received . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10.00gives common stock to other common
distribution. Basis (cost) of stock dividend . . . . . . . . . . 4.76stock shareholders, or

Any liquidating distribution you receive is
Gain $ 5.245) The distribution is on preferred stock.not taxable to you until you have recovered

(This requirement, however, does notthe basis of your stock. After the basis of
Because you had held the share of stockapply if the distribution is made on con-your stock has been reduced to zero, you

more than one year at the time the stock divi-vertible preferred stock solely to takemust report the liquidating distribution as a
dend was declared, your gain on the stockinto account a stock dividend, stockcapital gain (except in certain instances with
dividend is a long-term capital gain. split, or a similar event that would other-regard to collapsible corporations). Whether

wise result in reducing the conversionyou report the gain as a long-term or short-
right.)term capital gain depends on how long you

have held the stock. See Holding Period in Other Distributions 
In addition, any transaction having the ef-Chapter 15.

You may receive any of the following distri-fect of increasing your proportionate interestStock acquired at different times.  If
butions during the year.in the corporation’s assets or earnings andyou acquired stock in the same corporation

profits may be taxable to you, even thoughin more than one transaction, you own more
Exempt-interest dividends.  Exempt-inter-no stock or stock r ights are actual lythan one block of stock in the corporation. If
est dividends you receive from a regulateddistributed.you receive distributions from the corpora-
investment company (mutual fund) are notThe term ‘‘stock’’ includes rights to ac-tion in complete liquidation, you must divide included in your taxable income. (However,quire such stock, and the term ‘‘share-the distribution among the blocks of stock see Information reporting requirement,holder’’ includes a holder of rights or of con-you own in the following proportion: the num- next.) You will receive a notice from the mu-vertible securities.ber of shares in that block over the total tual fund telling you the amount of the ex-

number of shares you own. Divide distribu- empt-interest dividends you received. Ex-
Basis.  If you receive taxable stock dividendstions in partial liquidation among that part of empt-interest dividends are not shown on
or stock rights, include their fair market valuethe stock that is redeemed in the partial liqui- Form 1099–DIV or Form 1099–INT. See
at the time of the distribution in your income.dation. After the basis of a block of stock is Gains and Losses in Publication 564 for in-
This amount is your basis in the stock orreduced to zero, you must report the part of formation about the loss treatment of mutual
stock rights received. If you receive stockany later distribution for that block as a capi- fund stock on which you received exempt-in-
dividends or stock rights that are not taxabletal gain. terest dividends.
to you, see Stocks and Bonds under Basis ofDistributions less than basis.  If the to- Information reporting requirement.
Investment Property in Chapter 4 of Publica-tal liquidating distributions you receive are Although these dividends are not taxable,
tion 550 for information on how to figure theirless than the basis of your stock, you may you must show them on your tax return if you
basis.have a capital loss. You can report a capital have to file. This is an information-reporting

loss only after you have received the final requirement and does not convert exempt-
distribution in liquidation that results in the Fractional shares.  You may not own interest dividends to taxable income. See
redemption or cancellation of the stock. enough stock in a corporation to receive a How To Report Interest Income in Chapter 8.
Whether you report the loss as a long-term full share of stock if the corporation declares Also, exempt-interest dividends may be
or short-term capital loss depends on how a stock dividend. However, with the approval treated as tax-exempt interest from specified
long you held the stock. See Holding Period of the shareholders, the corporation may set private activity bonds, which is a ‘‘tax prefer-
in Chapter 15. up a plan in which no fractional shares are is- ence item’’ that may be subject to the alter-

sued, but are sold, and the cash proceeds native minimum tax. See Alternative Mini-
are given to the shareholders. Any cash you mum Tax in Chapter 31 for more information.Distributions of Stock
receive for fractional shares under such a

and Stock Rights plan is treated as an amount realized on the Dividends on insurance policies.  Divi-
sale of the fractional shares. You must deter-Distributions by a corporation of its own dends you receive on insurance policies are
mine your gain or loss and report it as a capi-stock are commonly known as stock divi- a partial return of the premiums you paid. Do
tal gain or loss on Schedule D (Form 1040).dends. Stock rights (also known as ‘‘stock not include them in your gross income until
Your gain or loss is the difference betweenoptions’’) are distributions by a corporation they are more than the total of all net premi-
the cash you receive and the basis of theof rights to subscribe to the corporation’s ums you paid for the contract. However, you
fractional shares sold.stock. Generally, stock dividends and stock must report as taxable income the interest

Chapter 9 DIVIDENDS AND OTHER CORPORATE DISTRIBUTIONS Page 79



paid or credited on dividends that are left 7, Form 1040,’’ and enter the amount of the
with an insurance company. See Chapter 8 dividends included in your wages on line 7,How To Report
for treatment of interest income. Form 1040. Subtract this amount from the

Dividend Income subtotal and enter the result on line 6, Part II
of Schedule B.Generally, you can use either Form 1040 orDividends on veterans’ insurance.  Divi- Election.  You can choose to include inForm 1040A to report your dividend income.dends you receive on veterans’ insurance gross income the value of restricted stock asHowever, you must use Form 1040 if you re-policies are not taxable. In addition, do not compensation for services. If you make thisceive capital gain distributions or return ofreport as taxable income interest on divi- choice, the dividends are treated as anycapital distributions. You cannot use Formdends left with the Department of Veterans other dividends.1040EZ if you receive any dividend income.Affairs. See Veterans in Chapter 6 for more If you receive both a Form 1099–DIV and

information about veterans’ benefits. a Form W–2 showing these dividends, do notForm 1099–DIV. If you owned stock on
include the dividends in your wages reportedwhich you received $10 or more in gross divi-
on line 7, Form 1040. List the dividends onPatronage dividends. Patronage dividends dends and other distributions, you should re-
line 5, Part II of Schedule B, along with youryou receive in money from a cooperative or- ceive a Form 1099–DIV. Even if you do not
other dividends (if the amount of dividendsganization are generally included in your receive Form 1099–DIV, you must report all
received from all sources is more thanincome. of your taxable dividend income.
$400). Attach a statement to your Form 1040Do not include in your income patronage See Form 1099–DIV for more information
explaining why the amount shown on line 7dividends you receive on: on how to report dividend income.
of your Form 1040 is different from the
amount shown on your Form W–2.1) Property bought for your personal use, Dividends received on restricted stock.

or Restricted stock is stock that you get from
Dividends on stock sold.  If stock is sold,your employer for services you perform and

2) Capital assets or depreciable property exchanged, or otherwise disposed of after athat is nontransferable and subject to a sub-
bought for use in your business. But you dividend is declared, but before it is paid, thestantial risk of forfeiture. You do not have to
must reduce the basis (cost) of the owner of record (usually the payee shown oninclude the value of the stock in your income
items bought. If the dividend is more the dividend check) must report the divi-when you receive it. However, if you get divi-
than the adjusted basis of the assets, dend. Even if the purchase price of the stockdends on the restricted stock, you must in-
you must report the excess as income. goes up because of the amount of the antici-clude them in your income as wages, not

pated dividend, the owner of record must re-dividends.
port such dividend.Your employer should include these divi-These rules are the same whether the

dends in the wages shown on your Form W–cooperative paying the dividend is a taxable
Stock sold short. If you borrow stock to2. If you also get a Form 1099–DIV for theseor tax-exempt cooperative.
make a short sale, you may have to pay thedividends, list them on line 5, Part II of
lender an amount to replace the dividendsSchedule B (Form 1040), with any other divi-

Alaska Permanent Fund Dividends.  Do distributed while you maintain your short po-dends you received. Enter a subtotal of all
not report these amounts as dividends. In- your dividend income several lines above sition. Your treatment of the payment de-

line 6. Below the subtotal, write ‘‘Dividendsstead, report these amounts on line 21 of pends on the kind of distribution for which
on restricted stock reported as wages on lineForm 1040. you are reimbursing the lender of the stock.
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If your payment is made for a liquidating Capital gain distributions. Report capital for each distribution you receive. If your se-
distribution or nontaxable stock distribution, gain distributions (box 1c of Form 1099–DIV) curities are held by a brokerage firm (in
or if you buy more shares equal to a stock on line 14, Part II of Schedule D (Form 1040). ‘‘street name’’), list the name of the broker-
distribution issued on the borrowed stock If you do not need Schedule D to report any age firm that is shown on Form 1099–DIV as
during your short position, you have a capital other capital gains or losses, enter your capi- the payer. If your stock is held by a nominee
expense. You must add the payment to the tal gain distributions on line 13, Form 1040. who is the owner of record, and the nominee
cost of the stock sold short. See Short Sales Write ‘‘CGD’’ on the dotted line next to line credits or pays you dividends on the stock,
in Publication 550 for more information 13. you should show the name of the nominee
about the tax treatment of short sales. and the dividends you received or for which

Note:  Use the Capital Gain Tax Work- you were credited. You should enter on line
sheet in the Form 1040 instructions to figureExpenses related to dividend income. 6 the total of the amounts listed on line 5.
your tax if your taxable income (Form 1040,You may deduct expenses related to divi- However, if you hold stock as a nominee,
line 37) is more than: $94,250 if married filingdend income only if you itemize your deduc- see Nominees (Form 1040), later.
jointly or qualifying widow(er); $56,550 if sin-tions on Schedule A (Form 1040). See Chap-
gle; $80,750 if head of household; orter 30 for general  information about Capital gain distributions. You enter on
$47,125 if married filing separately.deducting expenses of producing income. line 7, Part II of Schedule B, any amount

shown on line 5 that is a capital gain distribu-
tion. You also enter this amount on line 14,Form 1040A Caution.  As this publication was being
Part II of Schedule D (Form 1040). If you doprepared for print, Congress was consider-Report your total dividends on line 9, Form
not need to use Schedule D to report anying tax law changes that would affect capital1040A. You also must list each payer’s
other gains or losses, do not use it. Instead,gains and losses. See Publication 553, High-name and the amount of dividends received
show your capital gain distributions on linelights of 1995 Tax Changes, for further de-from each payer in Part II of Schedule 1
13, Form 1040. Write ‘‘CGD’’ on the dottedvelopments. Information on these changes(Form 1040A) and attach it to your Form
line next to line 13.will also be available electronically through1040A, if:

our bulletin board or via the Internet. See
1) The amount on line 9 is more than $400, How To Get Forms and Publications in the Note:  Use the Capital Gain Tax Work-

or back of this publication. sheet in the Form 1040 instructions to figure
2) You received, as a nominee, dividends your tax if your taxable income (Form 1040,

that actually belong to someone else. line 37) is more than: $94,250 if married filingNontaxable (return of capital) distribu-
(See Nominees (Form 1040A), next, for jointly or qualifying widow(er); $56,550 if sin-tions.  Some distributions are not taxable
how to report these dividends.) gle; $80,750 if head of household; orbecause they are a return of your cost. You

$47,125 if married filing separately.report return of capital distributions (box 1d
If you received a Form 1099–DIV from a bro- of Form 1099–DIV) only after your basis in
kerage firm, list the brokerage firm as the the stock has been reduced to zero. If the Caution.  As this publication was beingpayer. However, you must use Form 1040 in- basis of your stock is zero, report any return prepared for print, Congress was consider-stead of Form 1040A if you had capital gain of capital distributions you receive on line 1, ing tax law changes that would affect capitaldistributions or return of capital distributions. Part I of Schedule D, if you held the stock gains and losses. See Publication 553, High-Exempt-interest dividends, which are one year or less. Report them on line 9, Part lights of 1995 Tax Changes, for further de-treated as interest, should be reported on II of Schedule D, if you held the stock for velopments. Information on these changesline 8b. See How To Report Interest Income more than one year. Write ‘‘Dividend R.O.C. will also be available electronically throughin Chapter 8. Exceeding Basis’’ in column (a) of Schedule our bulletin board or via the Internet. See

D and the name of the company. Report your How To Get Forms and Publications in the
Nominees (Form 1040A).  If you received gain in column (g) of Schedule D. Your gain back of this publication.
dividends as a nominee (that is, the divi- is the amount of the distribution that is more
dends are in your name but actually belong than your basis in the stock.
to someone else), include them on line 5 of Nontaxable (return of capital) distribu-
Schedule 1. Several lines above line 6, put a tions.  You enter on line 8, Part II of Sched-Form 1040—Totalsubtotal of all dividend income listed on line ule B, any amount from line 5 that you re-
5. Below this subtotal, write ‘‘Nominee Distri- Dividends of ceived as a return of capital distribution.
bution’’ and show the amounts received as a However, after the basis of your stock hasMore Than $400
nominee. Subtract the total of your nominee been reduced to zero, you must also show

You must fill in Part II of Schedule B and at-distributions from the subtotal. Enter the re- this amount on line 1, Part I of Schedule D, iftach it to your return, if:sult on line 6 of Part II. you held the stock one year or less. Show it
1) Your total dividends, including capitalSee Nominees (Form 1040), later, for on line 9, Part II of Schedule D, if you held

gain and nontaxable distributions, aremore information. the stock for more than one year. Write ‘‘Div-
more than $400, or idend R.O.C. Exceeding Basis’’ in column (a)

of Schedule D and the name of the com-2) You received, as a nominee, dividendsForm 1040—Total
pany. Report your gain in column (g) ofthat actually belong to someone else.Dividends of Schedule D. Your gain is the amount of the(See Nominees (Form 1040), later, for
distribution that is more than your basis inhow to report these dividends.)$400 or Less
the stock.Report only the total of your ordinary divi-

If your total dividends are more than $400,dends from box 1b of Form 1099–DIV and
Completing Schedule B. Add the amountsyou must also complete Part III of Scheduleany investment expenses from box 1e of
shown on lines 7 and 8, and enter the totalB.Form 1099–DIV on line 9, Form 1040, if:
on line 9. Subtract the amount on line 9 fromYou must report all of your dividend in-

1) Your total dividends, including capital the amount on line 6. The difference, if any,come (box 1a of Form 1099–DIV) on line 5,
gain and nontaxable distributions, are is your taxable ordinary dividends. Enter thisPart II of Schedule B. You must include on
$400 or less, and amount on line 10, Part II of Schedule B, andthis line all the ordinary dividends, capital

on line 9, Form 1040. If you had over $400 of2) You did not receive, as a nominee, divi- gain distributions, and return of capital distri-
dividends, you must also complete Part III ofdends that actually belong to someone butions you receive. You should list the
Schedule B. See Foreign financial accountselse. name of the payer and the amount of income
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and foreign trusts under Additional Sched- shown, and two or more recipients are furnish) certain information returns, see In-
ules in Chapter 1 for more information. named, or amounts belonging to another structions for Forms 1099, 1098, 5498, and

person are included, you must file a Form W–2G.
Nominees (Form 1040). Include on line 5, 1099–DIV with the IRS to show the proper
Part II of Schedule B (Form 1040), all divi- distributions of the amounts shown. Com-

Liquidating distributions.  You will receivedends you received. This includes dividends plete a Form 1096, Annual Summary and
Form 1099–DIV from the corporation show-you received, as a nominee, that actually be- Transmittal of U.S. Information Returns, and
ing the amount of the liquidating distribution.long to another person (such as your child), file both forms with the Internal Revenue

even if you later distributed some or all of this Service Center. Give the other person Copy Generally, this is treated as the sale or ex-
income to others. Enter a subtotal of all your B of the Form 1099–DIV that you filed as a change of a capital asset and you should re-
dividend income listed on line 5 several lines nominee. On Form 1099–DIV and Form port it on Schedule D (Form 1040). 
above line 6. Below the subtotal, write 1096, you should be listed as the ‘‘Payer.’’
‘‘Nominee Distribution,’’ and show the On Form 1099–DIV, the other owner should

Sample returns.  The sample return inamounts received as a nominee. Subtract be listed as the ‘‘Recipient.’’ You are not re-
Chapter 38 has an example of reporting divi-these distributions from the subtotal, and quired, however, to file a Form 1099–DIV to
dend income on Form 1040A. The sampleenter the result on line 6. show payments for your spouse. For more
return in Chapter 39 has an example of re-If you receive a Form 1099–DIV on which information about the reporting require-
porting dividend income on Form 1040.your taxpayer identification number is ments and the penalties for failure to file (or
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□ 8582 Passive Activity Loss can deduct allowable interest, taxes, and
Limitations casualty and theft losses as itemized deduc-

tions on Schedule A of Form 1040. See Per-10. □ Schedule E (Form 1040)
sonal Use of Vacation Homes and OtherSupplemental Income and Loss
Dwelling Units, later.Rental Income
If you own a part interest in rental prop-and Expenses Rental Income erty,  you must report your part of the rental
income from the property.Rental income is any payment you receive

for the use or occupation of property.
You generally must include in your grossImportant Reminder income all amounts you receive as rent. Rental Expenses In addition to amounts you receive asPassive activity rules for rental activities.

normal rent payments, there are other This part discusses repairs and certain otherThere are passive loss limits and at-risk rules
amounts that may be rental income. expenses of renting property that you ordi-that may affect the amount of rental loss you

narily can deduct from your gross rental in-can claim on your return. However, rental ac-
Advance rent. Advance rent is any amount come. It includes information on the ex-tivities in which you materially participate are
you receive before the period that it covers. penses you can deduct if you rent part ofnot passive activities if you meet certain re-
Include advance rent in your rental income in your property, or if you change your propertyquirements. Losses from these activities are
the year you receive it regardless of the pe- to rental use. Depreciation, which you cannot limited by the passive activity rules. See
riod covered or the method of accounting also deduct from your gross rental income, isLimits on Rental Losses, later.
you use. discussed later.

Example.  You sign a 10–year lease to
rent your property. In the first year, you re- If you own a part interest in rental prop-Introduction ceive $5,000 for the first year’s rent and erty,  you can deduct your part of the ex-
$5,000 as rent for the last year of the lease. penses that you paid.This chapter discusses rental income and
You must include $10,000 in your income inexpenses. It covers the following topics:
the first year. When to deduct.  You generally deduct your● Rental income

rental expenses in the year you pay or incur
Security deposits. Do not include a security● Rental expenses them.
deposit in your income when you receive it if

● Vacation homes and other dwelling units
you plan to return it to your tenant at the end

Vacant rental property.  If you hold prop-● Depreciation of the lease. But, if during any year, you keep
erty for rental purposes, you may be able topart or all of the security deposit because● Limits on rental losses deduct your ordinary and necessary ex-your tenant does not live up to the terms of
penses for managing, conserving, or main-● How to report your rental income and the lease, include the amount you keep in
taining the property while the property is va-expenses your income for that year.
cant. However, you cannot deduct any lossIf an amount called a security deposit is
of rental income for the period the property isIf you sell or otherwise dispose of your to be used as a final payment of rent, it is ad-
vacant.rental property, see Publication 527, Resi- vance rent. Include it in your income when

Pre-rental expenses.  You can deductdential Rental Property. you receive it.
your ordinary and necessary expenses forIf you have a loss from damage to, or
managing, conserving, or maintaining rentalfrom theft of, rental property, see Chapter 25 Payment for canceling a lease.  If your ten-
property from the time you make it availableof Publication 334, Tax Guide for Small ant pays you to cancel a lease, the amount

Business. for rent.you receive is rent. Include the payment in
If you rent out a condominium or a coop- Expenses for rental property sold.  Ifyour income for the year you receive it re-

erative apartment, some special rules apply you sell property you held for rental pur-gardless of your method of accounting.
to you even though you receive the same tax poses, you can deduct the ordinary and nec-
treatment as other owners of rental property. essary expenses for managing, conserving,Expenses paid by tenant.  If your tenant
See Publication 527 for more information. or maintaining the property until it is sold.pays any of your expenses and these pay-

ments are in lieu of rent, then these pay-
Useful Items Personal use of rental property.  If youments are rental income. You must include
You may want to see: sometimes use your rental property for per-them in your income. You can deduct those

sonal purposes, you must divide your ex-expenses if they are deductible rental
Publication penses between rental and personal use.expenses.

Also, your rental expense deductions may□ 334 Tax Guide for Small Business
be limited. See Personal Use of VacationProperty or services.  If you receive prop-

□ 527 Residential Rental Property Homes and Other Dwelling Units, later.erty or services, instead of money, as rent,
include the fair market value of the property□ 534 Depreciating Property Placed in
or services in your rental income.Service Before 1987 Repairs and ImprovementsIf the services are provided at an agreed

□ 535 Business Expenses You can deduct the cost of repairs that youupon or specified price, that price is the fair
□ 544 Sales and Other Dispositions of make to your rental property. You cannot de-market value in the absence of evidence to

Assets duct the cost of improvements. You recoverthe contrary.
the costs of improvements by taking depre-□ 925 Passive Activity and At-Risk
ciation (explained later).Rental of property also used as a home. Rules

Separate the costs of repairs and im-If you rent property that you also use as your
□ 946 How To Depreciate Property provements, and keep accurate records.home and you rent it for less than 15 days

You will need to know the cost of improve-during the tax year, do not include the rent
Form (and Instructions) ments when you sell or depreciate youryou receive in your gross income. You can-

property.□ 4562 Depreciation and Amortization not deduct rental expenses. However, you
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Repairs.  A repair keeps your property in as the insurance is in effect. You cannot de- You can deduct a part of some ex-
good operating condition. It does not materi- penses, such as mortgage interest and prop-duct the total premium in the year you pay it.
ally add to the value of your property or sub- erty taxes, as a rental expense. You can de-
stantially prolong its life. Repainting property duct the other part, subject to certainLocal benefit taxes.  Generally, you cannot
inside or out, fixing gutters or floors, fixing limitations, only if you itemize your deduc-deduct charges for local benefits that in-
leaks, plastering, and replacing broken win- tions. You can also deduct as a rental ex-crease the value of your property, such as
dows are examples of repairs. pense a part of other expenses that normallyfor putting in streets, sidewalks, or water and

are nondeductible personal expenses, suchIf you make repairs as part of an exten- sewer systems. These charges are nonde-
as expenses for electricity, a second tele-sive remodeling or restoration of your prop- preciable capital expenditures. You must
phone line, or painting the outside of yourerty, the whole job is an improvement. add them to the basis of your property. You
house.can deduct local benefit taxes if they are for

You do not have to divide the expensesImprovements. An improvement adds to maintaining, repairing, or paying interest
that belong only to the rental part of yourthe value of your property, prolongs its useful charges for the benefits.
property. If you paint a room that you rent, orlife, or adapts it to new uses. Putting a recre-
if you pay premiums for liability insurance ination room in an unfinished basement, pan- Charges for services.  You can deduct
connection with renting a room in youreling a den, adding a bathroom or bedroom, charges you pay for services provided for
home, your entire cost is a rental expense.putting decorative grillwork on a balcony, your rental property, such as water, sewer,
You can deduct depreciation, discussedputting up a fence, putting in new plumbing and trash collection.
later, on the part of the property used foror wiring, putting in new cabinets, putting on
rental purposes as well as on the furniturea new roof, and paving a driveway are exam-

Travel expenses. You can deduct the ordi- and equipment you use for these purposes.ples of improvements.
nary and necessary costs of traveling awayIf you make an improvement to property
from home if the primary purpose of the tripbefore you begin renting it, add the cost of How To Divide Expenses 
was to collect rental income or to manage,the improvement to the basis of the property. If an expense is for both rental use and per-conserve, or maintain your rental property.Basis is explained later under Modified Ac- sonal use, such as mortgage interest or heatYou must properly allocate between rentalcelerated Cost Recovery System (MACRS). for the entire house, you must divide the ex-and nonrental activities. For information on

pense between the rental use and the per-travel expenses, see Chapter 28.
sonal use. You can use any reasonableOther Expenses To deduct travel expenses, you must
method for dividing the expense. The twoOther expenses you can deduct from your keep records that follow the rules in Chapter
most common methods are one based ongross rental income include advertising, 28.
the number of rooms in your home and onejanitor and maid service, utilities, fire and lia-
based on the square footage of your home.bility insurance, taxes, interest, commissions Local transportation expenses.  You can

for the collection of rent, ordinary and neces- deduct your ordinary and necessary local Allocating costs.  Dividing certain ex-sary travel and transportation, and other ex- transportation expenses if you incur them to penses by the number of people involvedpenses discussed below. collect rental income or to manage, con- may be the proper method to use. For exam-
serve, or maintain your rental property. ple, if you provide meals to tenants, the mostSalaries and wages. You can deduct rea- Generally, if you use your personal car, accurate method of dividing food costs be-sonable salaries and wages you pay to your pickup truck, or light van for rental activities, tween rental and personal expenses may beemployees. You can also deduct bonuses you can deduct local transportation ex- one based on the total number of peopleyou pay to your employees if, when added to penses using one of two methods: actual ex- eating the food. Or, if you rent an apartmenttheir regular salaries or wages, the total is penses or the standard mileage rate. The and your tenants have unrestricted use ofnot more than reasonable pay. standard mileage rate for 1995 is 30 cents a your second telephone line, dividing the

You can deduct reasonable wages you mile for all business miles. monthly charge for that line by the number of
pay to your dependent child if your child is To deduct car expenses under either people using it may be the best method to
your bona fide employee. However, you can- method, you must follow certain rules. These use.
not deduct the cost of meals and lodging for rules are discussed in Chapter 28.
the child.

In addition, you must complete Part V of Limits on Deductions
Form 4562 and attach it to your tax return. for Rental Expenses Rental payments for property.  You can

deduct the rent you pay for property that you If you rent out part of your property and you
Tax return preparation. You can deduct, asuse for rental purposes. If you buy a lease- also use that or another part of the same
a rental expense, the part of tax return prep-hold for rental purposes, you can deduct an property for personal purposes during the
aration fees you paid to prepare Part I ofequal part of the cost each year over the year, your deductions for rental expenses for
Schedule E. You can also deduct, as a rentalterm of the lease. the property may be limited. See Personal
expense, any expense you paid to resolve a Use of Vacation Homes and Other Dwelling
tax underpayment related to your rental ac- Units, later, for more information.Rental of equipment.  You can deduct the
tivities. On your 1995 Schedule E (Formrent you pay for equipment that you use for
1040), you can deduct fees paid in 1995 torental purposes. However, in some cases, Property Changedprepare Part I of your 1994 Schedule Elease contracts are actually purchase con-
(Form 1040). to Rental Usetracts. If so, you cannot deduct these pay-

ments. You can recover the cost of pur- If you change your home, apartment, or
chased equipment through depreciation. other property, or a part of it, to rental use atRenting Part of

any time other than at the beginning of yourYour Property tax year, you must divide yearly expenses,Insurance premiums. You can deduct in-
If you rent part of your property, you must di- such as depreciation, taxes, and insurance,surance premiums you pay for rental pur-
vide certain expenses between the part of between rental use and personal use.poses. If you pay the premiums for more
the property used for rental purposes andthan one year in advance, each year you can You can deduct as rental expenses only
the part of the property used for personaldeduct the part of the premium payment that the part of the expense that is for the part of

will apply to that year. You continue to de- purposes as though you actually had two the year the property was used or held for
duct your premium in this manner for as long rental purposes.separate pieces of property.
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You cannot deduct depreciation or insur- year, do not include any of the rent in your in- charged for other properties that are similar
ance for any property or part of property held come and do not deduct any of the rental ex- to your property.
for personal use. However, you can deduct penses. If you rent out the dwelling unit for Ask yourself the following questions
the allowable part of the interest and tax ex- 15 or more days, you must include the rent in when comparing another property with
penses for personal use as an itemized de- your income and, if you have a net loss, you yours.
duction on Schedule A (Form 1040). may not be able to deduct all of the rental ex- Is it used for the same purpose?

penses. See How To Figure Your IncomeExample.  You moved from your home in
Is it approximately the same size?and Deductions, later.May 1995 and started renting it out on June

1, 1995. You can deduct as rental expenses Is it in approximately the same
Dwelling unit.  The rules in this section ap-seven-twelfths of your yearly expenses, condition?
ply to vacation homes and other dwellingsuch as taxes and insurance.

Does it have similar furnishings?units. A dwelling unit includes a house, apart-You can deduct as rental expenses,
Is it in a similar location?ment, condominium, mobile home, boat, orstarting with June, the amounts you pay for

similar property. A dwelling unit has basic liv-items generally billed monthly, such as
utilities. ing accommodations, such as sleeping If any of the answers are no, the properties

space, a toilet, and cooking facilities. A probably are not similar.
dwelling unit does not include property usedInformation on depreciation.  See Per- Examples.  The following examples show
solely as a hotel, motel, inn, or similarsonal home changed to rental use, later, how to determine whether you used your
establishment.under Modified Accelerated Cost Recovery rental property as a home.

System (MACRS) for information about how Property is used solely as a hotel, motel,
Example 1.  You converted the base-to figure your deduction for depreciation. inn, or similar establishment if it is regularly

ment of your home into an apartment with aavailable for occupancy by paying custom-
bedroom, a bathroom, and a small kitchen.Other limits.  If you change property to ers and is not used by an owner as a home
You rent the apartment at a fair rental pricerental use and later use part or all of it for during the year.
to college students during the regular schoolpersonal purposes, there are other rules that Example.  You rent out a room in your year. You rent to them on a 9–month (273apply to how much of your rental expenses home that is always available for short-term days) lease.you can deduct. These rules are explained occupancy by paying customers. You do not During the summer, your brothers staylater under Personal Use of Vacation Homes use the room yourself, and you only allow with you for a month (30 days) and live in theand Other Dwelling Units. paying customers to use the room. The room apartment rent free.

is used solely as a hotel, motel, inn, or similar Your basement apartment is used as a
establishment and is not a dwelling unit.Not Rented For Profit home because you use it for personal pur-

If your rental of a property is an activity that poses for 30 days. That is more than the
you do not carry on to make a profit, you can greater of 14 days or 10% of the total days itDwelling Unit
deduct your rental expenses only up to the is rented.Used as Home amount of your rental income. You cannot Example 2.  You rent out the guest bed-You use a dwelling unit as a home during thecarry forward any of your rental expenses

room in your home at a fair rental price dur-tax year if you use it for personal purposesthat are more than your rental income. For
ing the local college’s homecoming, com-more than the greater of:more information about the rules for an activ-
mencement, and football weekends (a total

ity not engaged in for profit, see Chapter 1 of 1) 14 days, or of 27 days). Your sister-in-law stays in the
Publication 535.

room, rent free, for the last three weeks (212) 10% of the total days it is rented to
days) in July.others at a fair rental price.Where to report.  Report your rental income

The room is used as a home because youon line 21, Form 1040. Deduct your mort-
use it for personal use for 21 days. That isSee Figuring Days of Personal Use, later.gage interest, real estate taxes, and casualty
more than the greater of 14 days or 10% ofIf a dwelling unit is used for personal pur-losses on the appropriate lines of Schedule
the total days it is rented.poses on a day it is rented at a fair rentalA (Form 1040).

price, do not count that day as a day of rentalYou claim your other expenses, subject
in applying (2) above. Instead, count it as ato the rules explained in Chapter 1 of Publi- Figuring Days
day of personal use in applying both (1) andcation 535, as miscellaneous itemized de- of Personal Use (2) above.ductions on line 22 of Schedule A. You can

A day of personal use of a dwelling unit isdeduct these expenses only if they, together Example.  You own a cottage at the any day that it is used by:with certain other miscellaneous itemized shore. You rent it out at a fair rental price
deductions, total more than 2% of your ad- 1) You or any other person who has an in-from June 1 through August 31, a total of 92
justed gross income. For more information terest in it, unless you rent it to anotherdays. The tenant who rented the cottage for
about miscellaneous deductions, see Chap- owner as his or her main home under athe month of July was unable to use it from
ter 30. shared equity financing agreement (de-July 4 through July 8. The tenant allowed you

fined later),to use the cottage for those 5 days. The ten-
ant did not ask for a refund of or a reduction 2) A member of your family or a member of
in the rent. Your family used the cottage for 3 the family of any other person who hasPersonal Use of
of those days. an interest in it, unless the family mem-

To determine the number of days the cot-Vacation Homes and ber uses the dwelling unit as his or her
tage was rented at a fair rental price, do not main home and pays a fair rental price.Other Dwelling Units count those 3 days you used it for personal Family includes only brothers and sis-
purposes. The cottage was rented at a fair ters, half-brothers and half-sisters,If you have any personal use of a vacation
rental price for 89 days (92 –  3). spouses, ancestors (parents, grandpar-home or other dwelling unit that you rent out,

ents, etc.) and lineal descendants (chil-you must divide your expenses between the
Fair rental price.  A fair rental price for your dren, grandchildren, etc.),rental use and the personal use. See Figur-
property generally is an amount that a per-ing Days of Personal Use and How To Divide 3) Anyone under an arrangement that lets
son who is not related to you would be willingExpenses, later. you use some other dwelling unit, or
to pay. The rent you charge is not a fair rentalIf you use the dwelling unit as a home and

4) Anyone at less than a fair rental price.price if it is substantially less than the rentsyou rent it for fewer than 15 days during the
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Main home. If the other owner or member of use). You use 85/99 (86%) of these ex-Days Not Counted
the family in (1) or (2) above has more than penses as rental expenses.as Personal Use 
one home, his or her main home is the one

Some days you spend at the dwelling unitlived in most of the time. How To Figure Yourare not counted as days of personal use.
Income and Deductions Shared equity financing agreement.  This

Repairs and maintenance.  Any day that How you figure your rental income and de-is an agreement under which two or more
you spend working substantially full time re- ductions depends on how much personalpersons acquire undivided interests for more
pairing and maintaining your property is not use you made of the property and how manythan 50 years in an entire dwelling unit, in-
counted as a day of personal use. Do not days the property was rented.cluding the land, and one or more of the co-
count such a day as a day of personal useowners is entitled to occupy the unit as his or
even if family members use the property forher main home upon payment of rent to the General Rule 
recreational purposes on the same day.other co-owner or owners. If you do not use a dwelling unit as a home,

you divide your expenses between personal
Use as home before or after renting.Donation of use of property.  You use a use and rental use based on the number of
When determining if you used your propertydwelling unit for personal purposes if: days it was used for each purpose.
as a home, the following special rule applies.You donate the use of the unit to a chari- Your deductible rental expenses can be
Do not count as days of personal use thetable organization, more than your gross rental income. How-
days on which you used the property as your ever, see Limits on Rental Losses, later.The organization sells the use of the unit main home either before or after renting it or

at a fund-raising event, and of fe r ing  i t  fo r  ren t  in  the  fo l low ing Where to report.  Report the rental income
circumstances:The purchaser uses the unit. and all of the rental expenses on Schedule E
1) You rented or tried to rent the property (Form 1040), Supplemental Income and

for 12 or more consecutive months, or Loss.
Examples You can deduct allowable interest, taxes,2) You rented or tried to rent the propertyThe following examples show how to deter- and casualty losses for the personal use offor a period of less than 12 consecutivemine days of personal use. the property on Schedule A (Form 1040) ifmonths and the period ended because

you itemize deductions.Example 1.  You and your neighbor are you sold or exchanged the property.
co-owners of a condominium at the beach.
You rent the unit out to vacationers when- Income and Deductions forThis special rule does not apply when divid-ever possible. The unit is not used as a main Property Used as a Home ing expenses between rental and personalhome by anyone. Your neighbor uses the

If you use a dwelling unit as a home duringuse.unit for two weeks every year.
the year (as explained earlier), how you fig-

Because your neighbor has an interest in
ure your rental income and deductions de-

the unit, both of you are considered to have How To Divide Expenses pends on how many days the unit was
used the unit for personal purposes during If you use a dwelling unit for both rental and rented.
those two weeks. personal purposes, you must divide your ex-

Example 2.  You and your neighbors are penses between the rental use and the per- Rented fewer than 15 days.  If you use a
co-owners of a house under a shared equity sonal use. For purposes of dividing your dwelling unit as a home and you rent it for
financing agreement. Your neighbors live in expenses: fewer than 15 days during the year, you do
the house and pay you a fair rental price. not include in income any of the rental in-1) Any day that the unit is rented at a fair

Even though your neighbors have an in- come. Also, you cannot deduct any ex-rental price is a day of rental use even if
terest in the house, the days your neighbors penses as rental expenses.you have personally used the unit forlive there are not counted as days of per- However, you can deduct your allowablethat day, andsonal use by you. This is because your interest, taxes, and casualty and theft losses

2) A unit is not considered used for rentalneighbors rent the house as their main home on Schedule A (Form 1040) if you itemize
during the time that it is held out for rentunder a shared equity financing agreement. deductions.
but not actually rented.Example 3.  You own a rental property

that you rent to your son. Your son has no in- Rented 15 days or more.  If you use a
terest in this dwelling unit. He uses it as his Example.  You offer your beach cottage dwelling unit as a home and rent it for 15
main home. He pays you a fair rental price for rent from June 1 through August 31 (92 days or more during the year, you include all
for the property. days). Your family uses the cottage during your rental income in your gross income.

Your son’s use of the property is not per- the last 2 weeks in May (14 days). During You must divide your expenses between the
sonal use by you because your son is using it 1995, you were unable to find a renter for the personal use and the rental use based on
as his main home, he has no interest in the first week in August (7 days). The person the number of days used for each purpose. If
property, and he is paying you a fair rental who rented the cottage for July allowed you you had a net profit from the rental property
price. to use it over a weekend (2 days) without any for the year (that is, if your rental income is

reduction in or refund of rent. The cottage more than the total of your rental expenses,Example 4.  You rent your beach house
was not used at all before May 17 or after including depreciation), deduct all of yourto Marcia. Marcia rents her house in the
August 31. rental expenses. However, if you had a netmountains to you. You each pay a fair rental

loss, you may not be able to deduct all ofprice. The cottage was used for rental a total of
your rental expenses.You are using your house for personal 85 days (92 –  7). The days it was held out

Use Table 10–1 to figure your deductiblepurposes on the days that Marcia uses it be- for rent but not rented (7 days) are not days
expenses.cause your house is used by Marcia under an of rental use. For purposes of dividing ex-

arrangement that allows you to use her penses, the July weekend on which you
house. used it (2 days) is rental use because you re-

ceived a fair rental price for the weekend.Example 5.  You rent an apartment to Depreciation You used the cottage for personal pur-your mother at less than a fair rental price.
poses for 14 days (the last 2 weeks in May).You are using the apartment for personal When you use your property to produce in-

The total use of the cottage was 99 dayspurposes on the days that your mother rents come, such as rents, the law generally al-
it. (14 days personal use +  85 days rental lows you to recover (get back) some or all of
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Table 10-1. Worksheet for Figuring the Limit on Rental Deductions for a Dwelling Unit Used as a Home
Use this worksheet only if you answer ‘‘yes’’ to all of the following questions.

● Did you use the dwelling unit as a home this year? (See Dwelling Unit Used as a Home.)
● Did you rent the dwelling unit 15 days or more this year?
● Are the total of your rental expenses and depreciation more than your rental income?

1. Enter rents received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

2. a. Enter the rental portion of deductible home mortgage interest (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
b. Enter the rental portion of real estate taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Enter the rental portion of deductible casualty and theft losses (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
d. Enter indirect rental expenses (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
e. Fully deductible rental expenses. Add lines 2a–2d . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

3. Subtract line 2e from line 1. If zero or less, enter zero. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

4. a. Enter the rental portion of expenses directly related to operating or maintaining the dwelling unit (such
as repairs, insurance, and utilities) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

b. Enter the rental portion of excess mortgage interest (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Add lines 4a and 4b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
d. Allowable operating expenses. Enter the smaller of line 3 or line 4c. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

5. Subtract line 4d from line 3. If zero or less, enter zero. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

6. a. Enter the rental portion of excess casualty and theft losses (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
b. Enter the rental portion of depreciation of the dwelling unit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Add lines 6a and 6b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
d. Allowable excess casualty and theft losses and depreciation. Enter the smaller of line 5 or line 6c . . . . . . . . .

7. a. Operating expenses to be carried over to next year. Subtract line 4d from line 4c . . . . . . . . . . . . . . . . . . . . . . . . . . . .
b. Excess casualty and theft losses and depreciation to be carried over to next year. Subtract line

6d from line 6c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Enter the amounts on lines 2e, 4d, and 6d on the appropriate lines of Schedule E (Form 1040), Part I.

Worksheet Instructions
Follow these instructions for the worksheet Form 4684, enter 10% of your adjusted that did not benefit the dwelling unit (as
above. If you were unable to deduct all your gross income figured without your rental explained in the line 2a instructions).
expenses last year, including operating income and expenses from the dwelling unit.

Line 6a. To find the rental portion ofexpenses, casualty and theft losses, and Enter the rental portion of the result from line
excess casualty and theft losses you candepreciation, because of the rental income 18 of Form 4684 on line 2c of this worksheet.
deduct, follow these steps. Use the Formlimit, add these unused amounts to your Note: Do not file this Form 4684 or use it to
4684 you prepared for line 2c of thisexpenses for this year. figure your personal losses on Schedule A.
worksheet.Instead, figure the personal portion on a

Line 2a. Figure the mortgage interest on the separate Form 4684.
dwelling unit that you could deduct on A. Enter the amount from line 10
Schedule A (Form 1040) if you had not Line 2d. Enter the total of your rental of Form 4684 . . . . . . . . . . . . . . . . . . .
rented the unit. Do not include interest on a expenses that are not directly related to B. Enter the rental portion of (A)..
loan that did not benefit the dwelling unit. For operating or maintaining the dwelling unit. C. Enter the amount from line 2c
example, do not include interest on a home These include interest on loans used for of the worksheet . . . . . . . . . . . . . . .
equity loan used to pay off credit cards or rental activities other than to buy, build, or D. Subtract (C) from (B). Enter
other personal loans, buy a car, or pay improve the dwelling unit. Also include rental the result here and on line 6a
college tuition. Include interest on a loan agency fees, advertising, office supplies, of the worksheet . . . . . . . . . . . . . . .
used to buy, build, or improve the dwelling and depreciation on office equipment used
unit, or to refinance such a loan. Enter the in your rental activity.

Allocating the limited deduction. If yourental portion of this interest on line 2a of the
Line 4b.  On l ine 2a, you entered the cannot deduct all of the amount on line 4cworksheet.
mortgage interest you could deduct on or 6c this year, you can allocate the

Line 2c. Figure the casualty and theft losses Schedule A if you had not rented out the allowable deduction in any way you wish
related to the dwelling unit that you could dwelling unit. Enter on l ine 4b of this among the expenses included on line 4c or
deduct on Schedule A (Form 1040) if you worksheet the mortgage interest you could 6c. Enter the amount you allocate to each
had not rented the dwelling unit. To do this, not deduct on Schedule A because it is expense on the appropriate l ine of
complete Section A of Form 4684, treating more than the limit on home mortgage Schedule E, Part I.
the losses as personal losses. On line 17 of interest. Do not include interest on a loan

what you paid for the property through tax figuring gain or loss on a later sale or ex- You cannot deduct the unclaimed deprecia-
deductions. You do this by ‘‘depreciating’’ change. You may have to use Form 4562, tion in the current or any later tax year. How-
the property; that is, by deducting some of Depreciation and Amortization, to figure and ever, you may be able to claim the deprecia-
your cost on your tax return each year. report your depreciation. See How To Re- tion on an amended return (Form 1040X) for

Several factors determine how much de- port Rental Income and Expenses, later. the earlier year. See Amended Returns and
preciation you can deduct. The main factors You should claim the correct amount of Claims for Refund in Chapter 1 for more
are: (1) your basis in the property, and (2) the depreciation each tax year. If, in an earlier information.
recovery period for the property. year, you did not claim depreciation that you

You can deduct depreciation only on the were entitled to deduct, you must still reduce Land.  You can never depreciate land. This
part of your property used for rental pur- your basis in the property by the amount of generally includes the cost of clearing, grad-
poses. Depreciation reduces your basis for depreciation that you should have deducted. ing, planting, and landscaping because
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these expenses are all part of the cost of Excluded property.  You cannot use mobile home) for which 80% or more of
land. MACRS for certain personal property placed the gross rental income for the tax year

in service before 1987 (before August 1, is from dwelling units. A dwelling unit is
1986, if election made) that is transferred af- a house or an apartment used to pro-Depreciation Systems 
ter 1986 (after July 31, 1986, if election vide living accommodations in a building

There are three ways to figure depreciation. made). Generally, if you acquired the prop- or structure, but does not include a unit
The depreciation system you use depends erty from a related party, or if you or a related in a hotel, motel, inn, or other establish-
on the type of asset and when the asset was party used the property before 1987, you ment where more than half of the units
placed in service. For tangible property you cannot use MACRS. Property that does not are used on a transient basis. If you live
use: come under MACRS must be depreciated in any part of the building or structure,
1) MACRS if placed in service after 1986, under ACRS or one of the other methods of the gross rental income includes the fair

depreciation, such as straight line or declin- rental value of the part you live in. This2) ACRS if placed in service after 1980 but
ing balance. In addition, you may elect to ex- property is depreciated over 27.5 years.before 1987, or
clude certain property from the application of

3) Straight line or an accelerated method MACRS. See Publication 534 for more Additions or improvements to property.of depreciation, such as the declining information. Treat additions or improvements you makebalance method, if placed in service
to any property as separate property itemsbefore 1981. Personal home changed to rental use. for depreciation purposes. The recovery pe-

You must use MACRS to figure the deprecia- riod for an addition or improvement beginsTangible property is any property that tion on property you used as your home and on the later of:you can see and touch. This includes auto- changed to rental property in 1995.
1) The date the addition or improvement ismobiles, buildings, and equipment.

placed in service, orIf you placed property in service before Recovery Periods Under GDS 
1995, continue to use the same method of 2) The date the property to which the addi-Each item of property that can be depreci-figuring depreciation that you used in the tion or improvement was made isated is assigned to a property class. The re-past. If you are depreciating property placed placed in service.covery period of a piece of property dependsin service before 1987, see Publication 534.

on the class the property is in. The property
The class and recovery period of the ad-classes are:Section 179 election.  You cannot claim the dition or improvement is the one that would3–year property,section 179 deduction for property merely apply to the underlying property if it were

held for the production of income, including 5–year property, placed in service at the same time as the ad-
certain rental property. See Publication 946. dition or improvement.7–year property,

Example.  You own a residential rental10–year property,Cannot be more than basis.  The total of all
house that you have been renting out sinceyour yearly depreciation deductions cannot 15–year property,
1980 and are depreciating under ACRS. Ifbe more than your cost or other basis of the

20–year property, you put an addition onto the house, and youproperty. For this purpose, the total depreci-
place the improvement in service after 1986,Nonresidential real property, andation must include any depreciation that you
you use MACRS for the addition. Underwere allowed to claim, even if you did not Residential rental property.
MACRS, the addition would be depreciatedclaim it.
as residential rental property.

The class to which property is assigned is
Cooperative apartments. If you are a ten- determined by its class life. Class life is dis-

When to begin depreciation.  You can be-ant-stockholder in a cooperative housing cussed in Publication 946.
gin to depreciate property when you place itcorporation and you rent your cooperative Under GDS, tangible property that you
in service in your trade or business or for theapartment to others, you may deduct your placed in service during 1995 in your rental
production of income. Property is consideredshare of the corporation’s depreciation. See activities generally falls into one of the fol-
placed in service in a rental activity when it isCooperative apartments in Publication 527 lowing classes. Also see Table 10–2 in this
ready and available for a specific use in thatfor information on how to figure your depreci- chapter. The other recovery classes are dis-
activity.ation deduction. cussed in Publication 946.

1) 5–year property. This class includes Basis Modified Accelerated computers and peripheral equipment,
To deduct the proper amount of depreciationoffice machinery (typewriters, calcula-Cost Recovery each year, you must first determine your ba-tors, copiers, etc.), automobiles, andSystem (MACRS) sis in the property you intend to depreciate.light trucks.
The basis used for figuring depreciation isThe modified accelerated cost recovery sys- Depreciation on automobiles, cer-
your original basis in the property increasedtem (MACRS) applies to all tangible property tain computers, and cellular telephones
by any improvements made to the property.placed in service during 1995. is limited. See Chapter 4 of Publication
Your original basis is usually your cost. How-MACRS consists of two systems that de- 946.
ever, if you acquire the property in sometermine how you depreciate your property. 2) 7–year property. This class includes other way, such as by inheriting it, getting itThe main system is called the General De- office furniture and equipment (desks, as a gift, or building it yourself, you may havepreciation System (GDS). The second sys- files, etc.), and appliances, carpets, fur- to figure your original basis in another way.tem is called the Alternative Depreciation niture, etc. used in residential rental Other adjustments could also affect your ba-System (ADS). GDS is used to figure your property. This class also includes any sis. See Chapter 14.depreciation deduction for property used in property that does not have a class life

most rental activities, unless you elect ADS. and that has not been designated by
To figure your MACRS deduction, you Figuring MACRSlaw as being in any other class.

need to know the following information
3) 15–year property. This class includes Depreciation Under GDS about your property:

roads and shrubbery (if depreciable). You can figure your MACRS depreciation1) Its recovery period,
deduction under GDS in one of two ways.4) Residential rental property. This class

2) Its placed-in-service date, and The deduction is the same both ways. Youincludes any real property that is a
can either:3) Its depreciable basis. rental building or structure (including a

Page 88 Chapter 10 RENTAL INCOME AND EXPENSES



Declining Balance Method Table 10-2. MACRS Recovery Periods for Property Used in Rental
Activities To figure your MACRS deduction, first deter-

mine your declining balance rate from the ta-MACRS Recovery Period to use
ble later. However, if you elect to use the

General Alternative 150% declining balance method for 5– or 7–
Depreciation Depreciation year property, figure the declining balance

Type of property System System rate by dividing 1.5 (150%) by the ADS re-
covery period for the property.

Multiply the adjusted basis of the prop-
Computers and their peripheral erty by the declining balance rate, and apply
equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years the convention that applies to figure your de-
Office machinery, such as:

preciation for the first year. In later years, usetypewriters
the  fo l low ing  s teps  to  f i gu re  yourcalculators
depreciation.copiers . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 6 years

Automobiles. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years 1) Adjust your basis by subtracting the
Light trucks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years amount of depreciation allowable for

the earlier years.
Office furniture and equipment, such as:

2) Multiply your adjusted basis in (1) by thedesks
same rate used in the first year.files . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 10 years

Appliances, such as: Follow these steps each year that you use
stoves

the declining balance method. See Conven-refrigerators . . . . . . . . . . . . . . . . . . . . . 7 years 12 years
tions, later, for information on depreciation inCarpets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 12 years
the year you dispose of property.Furniture used in rental property. . . . . . . . . . 7 years 12 years

Any property that does not have a class
Declining balance rates.  The following ta-life and that has not been
ble shows the declining balance rate that ap-designated by law as being in any
plies for each class of property and the firstother class . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 12 years
year for which the straight line method will

Roads . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 years 20 years give an equal or greater deduction. (The
Shrubbery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 years 20 years rates for 5– and 7–year property are based

on the 200% declining balance method.)
Residential rental property (buildings or

structures) and structural Class Declining Balance Rate Year
components such as furnaces, 5 40.00% 4th
water pipes, venting, etc. . . . . . . . . . . . 27.5 years 40 years 7 28.57% 5th

15 10.00% 7th
Improvements and additions, such as a The recovery period of the property to

new roof . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . which the addition or improvement is
made, determined as if the property were Straight Line Method 
placed in service at the same time as the

To figure your MACRS deduction under theimprovement or addition.
straight line method, you must figure a new
depreciation rate for each tax year in the re-
covery period. For any tax year, figure the

1) Actually compute the deduction using periods. You make this election on Form straight line rate by dividing the number 1 by
4562. In Part II, column (f), enter ‘‘150 DB.’’the depreciation method and conven- the years remaining in the recovery period at

Change from either declining balancetion that apply over the recovery period the beginning of the tax year. Multiply the un-
method to the straight line method in the first recovered basis of the property by theof the property, or
tax year that the straight line method gives straight line rate. You must figure the depre-

2) Use the percentage from the optional you a larger deduction. ciation for the first year using the convention
MACRS tables. You can also choose to use the straight that applies. (See Conventions, later.) If the

line method with a half-year or mid-quarter remaining recovery period at the beginning
If you actually compute the deduction, convention for 5–, 7–, and 15–year property. of the tax year is less than 1 year, the straight

the depreciation method you use depends The choice to use the straight line method line rate for that tax year is 100%.
for one item in a class of property applies toon the class of the property. Example.  Using the straight line method
all property in that class that is placed in ser-

for property with a 5–year recovery period,
vice during the tax year of the election. You5–, 7–, or 15–year property.  For property in the straight line rate is 20% (1 ÷  5) for the
elect the straight line method on Form 4562.the 5– or 7–year class, you use the double first tax year. After applying the half-year
In Part II, column (f), enter ‘‘S/L.’’ Once you(200%) declining balance method over 5 or convention, the first year rate is 10% (20%
make this election, you cannot change to an-7 years and a half-year convention. Or use ÷  2).
other method.the mid-quarter convention if it applies. At the beginning of the second year, the

remaining recovery period is 41/2 years be-These conventions are explained later. For Residential rental property.  You must use
cause of the half-year convention. Theproperty in the 15–year class, you use the the straight line method and a mid-month
straight line rate for the second year is150% declining balance method over 15 convention (explained later) for residential
22.22% (1 ÷  4.5).years and a half-year convention. rental property.

To figure your depreciation deduction forYou can also choose to use the 150%
the second year:declining balance method for property in the

5–, 7–, or 15–year class over its ADS recov- 1) Subtract the depreciation taken in the
ery period. See Figuring MACRS Deprecia- first year from the basis of the property,
tion Under ADS, later, for the ADS recovery and
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2) Multiply the remaining basis in (1) by A refrigerator for $500, which he placed Example 2.  Assume the same facts in
22.22%. in service in October. Example 1, except you buy the refrigerator in

October 1995 instead of February. You must
use the mid-quarter convention to figure de-John uses the calendar year as his taxResidential rental property.  In the first
preciation on the stove and refrigerator. Theyear. The total basis of all property placed inyear you claim depreciation for residential
basis of the refrigerator ($500), placed inservice in 1995 is $1,000. The $500 basis ofrental property, you can only claim deprecia-
service in the last 3 months of the tax year, isthe refrigerator placed in service during thetion for the number of months the property is
more than 40% of the total basis of all prop-last 3 months of his tax year exceeds $400in use, and you must use the mid-month con-
erty ($800) placed in service during the year.(40% ×  $1,000). John must use the mid-vention (explained later). Also, for the first

quarter convention for all three items. The Because you placed the stove in serviceyear of depreciation under ADS, you must
dishwasher, refrigerator, and used furniture in February, you use the first quarter columnuse the mid-month convention (explained
are 7–year property under GDS. of Table B and find that the depreciation per-later) to figure your depreciation deduction.

centage for year 1 is 25%. Your 1995 depre-
ciation deduction on the stove is $75 ($300Mid-month convention.  Under a mid-Conventions 
×  .25).month convention, residential rental prop-In the year that you place property in service

Because you placed the refrigerator inerty placed in service, or disposed of, duringor in the year that you dispose of property,
service in October, you use the fourth quar-any month is treated as placed in service, oryou are allowed to claim depreciation for
ter column of Table B and find that the de-disposed of, in the middle of that month.only part of the year. The part of the year (or
preciation percentage for year 1 is 3.57%.convention) depends on the class of the
Your depreciation deduction on the refriger-property. Optional Tables 
ator is $18 ($500 ×  .0357).

A half-year convention is used to figure You can use Table 10–3 to compute annual
the deduction for property used in rental ac- depreciation under MACRS. The percent- Table D.  Use this table for residential rentaltivities other than residential rental property. ages in Tables A, B, and C make the change property. Find the row for the month that youHowever, under a special rule, a mid-quarter from declining balance to straight line in the placed the property in service. Use the per-convention may have to be used. For resi- year that straight line will yield a larger de- centages listed for that month for your de-dential rental property, use a mid-month duction. See Declining Balance Method, preciation deduction. The mid-month con-convention in all situations. earlier. vention is considered in the percentages

If you elect to use the straight line used in the tables.
Half-year convention.  The half-year con- method for 5–, 7–, or 15–year property, or

Example.  You purchased a single familyvention treats all property placed in service, the 150% declining balance method for 5–
rental house and placed it in service on Feb-or disposed of, during a tax year as placed in or 7–year property, use the tables in Appen-
ruary 1, 1995. Your basis in the house isservice, or disposed of, in the middle of that dix A of Publication 946.
$80,000. Using Table D, you find that thetax year.
percentage for property placed in service inA half year of depreciation is allowable How to use the tables.  The following sec-
February of year 1 is 3.182%. Your 1995 de-for the first year property is placed in service, tion explains how to use the optional tables.
preciation deduction is $2,546 ($80,000 ×regardless of when the property is placed in Figure the depreciation deduction by multi-
.03182).service during the tax year. For each of the plying your unadjusted basis in the property

remaining years of the recovery period, you by the percentage shown in the appropriate
will take a full year of depreciation. If you table. Your unadjusted basis is your depre- Figuring MACRS
hold the property for the entire recovery pe- ciable basis without reduction for deprecia- Depreciation Under ADS riod, a half year of depreciation is allowable tion previously claimed. The tables show the

If you choose, you can use the ADS methodfor the year following the end of the recovery percentages for the first 6 years.
for most property. Under ADS, you use theperiod. If you dispose of the property before
straight line method of depreciation.the end of the recovery period, a half year of Tables A, B, and C.  These tables take the

Table 10–2 shows the recovery periodsdepreciation is allowable for the year of half-year and mid-quarter conventions into
for property used in rental activities that youdisposition. consideration in figuring percentages. Use
depreciate under ADS. See Appendix B inTable A for 5–year property, Table B for 7–
Publication 946 for other property. If yourMid-quarter convention.  Under a mid- year property, and Table C for 15–year prop-
property is not listed, it is considered to havequarter convention, all property placed in erty. Use the percentage in the second col-
no class life.service, or disposed of, during any quarter of umn (half-year convention) unless you must

Use the mid-month convention for resi-a tax year is treated as placed in service, or use the mid-quarter convention (explained
dential rental property. For all other property,disposed of, in the middle of the quarter. earlier). If you must use the mid-quarter con-
use the half-year or mid-quarter convention.vention, use the column that corresponds toA mid-quarter convention must be used

the calendar year quarter in which youin certain circumstances for property used in
Election.  You choose to use ADS by enter-placed the property in service.rental activities, other than residential rental
ing the depreciation on line 16, Part II ofproperty. This convention applies if the total Example 1.  You purchased a stove and
Form 4562.basis of such property that is placed in ser- refrigerator and placed them in service on

vice in the last 3 months of a tax year is more The election of ADS for one item in aFebruary 1, 1995. Your basis in the stove is
than 40% of the total basis of all such prop- class of property generally applies to all$300, and your basis in the refrigerator is
erty you place in service during the year. property in that class that is placed in service$500. Both are 7–year property. Using the

during the tax year of the election. However,Do not include in the total basis any prop- half-year convention column in Table B, you
the election applies on a property-by-prop-erty placed in service and disposed of during find the depreciation percentage for year 1 is
erty basis for residential rental property.the same tax year. 14.29%. Your 1995 depreciation deduction

Once you choose to use ADS, you can-on the stove is $43 ($300 ×  .1429). YourExample.  During 1995, John Joyce pur-
not change your election.1995 depreciation deduction on the refriger-chased the following items to use in his

ator is $71 ($500 ×  .1429).rental property:
Using the half-year convention for year 2, Other Rules AboutA dishwasher for $400, which he placed you find your depreciation percentage is

in service in January; Depreciable Property 24.49%. Your 1996 depreciation deduction
In addition to the rules about what methodsUsed furniture for $100, which he placed will be $73 ($300 ×  .2449) for the stove and
you can use, there are other rules you shouldin service in September; and $122 ($500 ×  .2449) for the refrigerator.
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income from other passive activities. SeeTable 10-3. Optional MACRS TABLES
Passive Activity Limits, later.Table 10-3-A. MACRS 5-Year Property

Losses from passive activities are first
Half-year convention Mid-quarter convention subject to the at-risk rules. At-risk rules limit

the amount of deductible losses from hold-Year First Second Third Fourth
ing most real property placed in service afterquarter quarter quarter quarter
December 31, 1986.1 20.00% 35.00% 25.00% 15.00% 5.00%

2 32.00 26.00 30.00 34.00 38.00
Exception.  If your rental losses are less3 19.20 15.60 18.00 20.40 22.80
than $25,000 ($12,500 if married filing sepa-4 11.52 11.01 11.37 12.24 13.68
rately), the passive activity limits probably do5 11.52 11.01 11.37 11.30 10.94
not apply to you. See Losses From Rental6 5.76 1.38 4.26 7.06 9.58
Real Estate Activities, later.

Table 10-3-B. MACRS 7-Year Property
Property used as a home.  If you used the

Half-year convention Mid-quarter convention rental property as a home during the year,
the passive activity rules do not apply to thatYear First Second Third Fourth
home. Instead, you must follow the rules ex-quarter quarter quarter quarter
plained earlier under Personal Use of Vaca-1 14.29% 25.00% 17.85% 10.71% 3.57%
tion Homes and Other Dwelling Units.2 24.49 21.43 23.47 25.51 27.55

3 17.49 15.31 16.76 18.22 19.68
4 12.49 10.93 11.97 13.02 14.06 At-Risk Rules 
5 8.93 8.75 8.87 9.30 10.04 The at-risk rules place a limit on the amount
6 8.92 8.74 8.87 8.85 8.73 you can deduct as losses from activities

often described as tax shelters. Holding real
Table 10-3-C. MACRS 15-Year Property property (other than mineral property)

placed in service before 1987 is not subjectHalf-year convention Mid-quarter convention
to the at-risk rules.

Year First Second Third Fourth Generally, any loss from an activity sub-
quarter quarter quarter quarter ject to the at-risk rules is allowed only to the

1 5.00% 8.75% 6.25% 3.75% 1.25% extent of the total amount you have at risk in
2 9.50 9.13 9.38 9.63 9.88 the activity at the end of the tax year. You are
3 8.55 8.21 8.44 8.66 8.89 considered at risk in an activity to the extent
4 7.70 7.39 7.59 7.80 8.00 of cash and the adjusted basis of other prop-
5 6.93 6.65 6.83 7.02 7.20 erty you contributed to the activity and cer-
6 6.23 5.99 6.15 6.31 6.48 tain amounts borrowed for use in the activity.

See Publication 925, Passive Activity and At-
Table 10-3-D. Residential Rental Property (27.5-year) Risk Rules, for more information.

Use the row for the month of the taxable year placed in service.

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Passive Activity Limits
All rental activities (except those meetingJan. 3.485% 3.636% 3.636% 3.636% 3.636% 3.636%
the exception for taxpayers in real propertyFeb. 3.182 3.636 3.636 3.636 3.636 3.636
business, below) are passive activities.March 2.879 3.636 3.636 3.636 3.636 3.636
Losses from such activities are limited.Apr. 2.576 3.636 3.636 3.636 3.636 3.636

May 2.273 3.636 3.636 3.636 3.636 3.636
Passive activity rules.  You generally can-

June 1.970 3.636 3.636 3.636 3.636 3.636 not offset income, other than passive in-
July 1.667 3.636 3.636 3.636 3.636 3.636 come, with losses from passive activities.
Aug. 1.364 3.636 3.636 3.636 3.636 3.636 Nor can you offset taxes on income, other
Sept. 1.061 3.636 3.636 3.636 3.636 3.636 than passive income, with credits resulting
Oct. 0.758 3.636 3.636 3.636 3.636 3.636 from passive activities.

In general, any rental activity not meeting
Nov. 0.455 3.636 3.636 3.636 3.636 3.636 the exception below is a passive activity. ForDec. 0.152 3.636 3.636 3.636 3.636 3.636

this purpose, a rental activity is an activity
from which you receive income mainly for
the use of tangible property, rather than for

be aware of with respect to depreciable method that allows you to deduct more de- services.
property. preciation than you could deduct using a Use Form 8582, Passive Activity Loss

straight line method. Limitations to figure the amount of any pas-
sive activity loss for the current year for all

If you dispose of depreciable property at activities and the amount of the passive ac-
a profit,  you may have to report, as ordinary tivity loss allowed on your tax return.
income, all or part of the profit. See Chapter Limits on
2 of Publication 527. Exception for taxpayers in real propertyRental Losses business.  Rental activities in which you ma-

terially participate are not passive activities if
Additional tax on preference items.  If you Rental real estate activities are generally you meet the requirements below. Losses
use accelerated depreciation, you may have considered passive activit ies and the from these activities are not limited by the
to file Form 6251, Alternative Minimum Tax amount of loss you can deduct is limited. passive activity rules.
— Individuals. Accelerated depreciation in- Generally, you cannot deduct losses from Requirements.  The time you spend per-
cludes MACRS and ACRS and any other rental real estate activities unless you have forming services in real property trades or
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businesses in which you materially partici- of gains and losses realized on the disposi- other person. In the left margin of Schedule
E, next to line 13, write ‘‘See attached.’’pate must be: tion of a passive activity.

1) More than half of the time spent per-
forming all personal services during the Schedule E
year, and How To Report Use Part I of Schedule E (Form 1040) to re-

port your rental income and expenses. List2) More than 750 hours. Rental Income
your total income, expenses, and deprecia-

and Expenses tion for each rental property. Be sure to an-
A real property trade or business is one swer the question on line 2. On line 20 of

Report rental income on your return for thethat develops, redevelops, constructs, Schedule E (Form 1040), show the deprecia-
reconstructs, acquires, converts, rents, op- year you actually or constructively receive it tion you are claiming.
erates, manages, leases, or sells real (if you are a cash-basis taxpayer). You are You must complete and attach Form
property. considered to constructively receive income 4562 for rental activities only if you are

Services you performed as an employee claiming:when it is made available to you, for exam-
are not treated as performed in a real prop- ple, by being credited to your bank account.

● Depreciation on rental property placed inerty trade or business, unless you own more For more information about when you
service during 1995, orthan 5% of the stock (or more than 5% of constructively receive income, see Account-

the capital  or prof i ts interest) in the ing Methods in Chapter 1.
● Depreciation on any rental property that isemployer.

listed property (such as a car), regardlessOnce you meet the requirements, you
Expenses carried over.  If you could not de- of when it was placed in service, orcan determine whether you materially par-
duct all of your 1994 rental expenses be-ticipate in your rental activities on a property-

● Any automobile expenses (actual or thecause you used your property as a home,by-property basis or you can treat all inter-
standard mileage rate).treat the part you could not deduct in 1994ests in rental real estate as one activity.

as a 1995 rental expense. Deduct the ex-Married persons.  In the case of a joint
penses carried over to 1995 only up to thereturn, you meet the requirements only if ei- Otherwise, figure your depreciation on your
amount of your 1995 gross rental income,ther you or your spouse separately satisfies own worksheet. You do not have to attach
even if you did not use the property as yourthe requirements. However, you can count these computations to your return.

the time your spouse spends to determine home in 1995. If you have more than three rental or roy-
whether you materially participate. alty properties, complete and attach as

many Schedules E as are needed to list theWhere to report.  Where you report rental
properties. Complete lines 1 and 2 for eachincome and expenses, including deprecia-Losses From
property. However, fill in the ‘‘Totals’’ col-tion, depends on whether you provide cer-Rental Real Estate Activities umn on only one Schedule E. The figures intain services to your tenant.
the ‘‘Totals’’ column on that Schedule EIf you rent out  buildings, rooms, orYou can deduct up to $25,000 ($12,500 if
should be the combined totals of all Sched-apartments, and provide only heat and light,married filing separately and living apart from
ules E. If you need to use page 2 of Scheduleyour spouse the entire year; $0 if married fil- trash collection, etc., you normally report
E, use page 2 of the same Schedule E youing separately and not living apart from your your rental income and expenses in Part I of used to enter the combined totals in Part I.spouse the entire year) of losses from rental Schedule E (Form 1040), Supplemental In-

real estate activities in which you actively come and Loss. However, see Not Rented Example.   E i leen Green owns a
participated during the tax year. This allows For Profit, earlier. townhouse that she rents out. She receives
you to deduct up to $25,000 of otherwise If you provide significant services $1,100 a month rental income. Her rental ex-
unallowable losses from rental real estate that are primarily for your tenant’s conve- penses for 1995 are as follows:
activities against other income (nonpassive nience, such as regular cleaning, changing
income). The $25,000 ($12,500) figure is re- linen, or maid service, you report your rental Fire insurance (1–year policy) . . . . . . . . . . . . $ 200duced if your adjusted gross income is more income and expenses on Schedule C (Form Mortgage interest . . . . . . . . . . . . . . . . . . . . . . . . . 5,000than $100,000 ($50,000 if married filing sep-

1040), Profit or Loss From Business or Fee paid to real estate company forarately and living apart from your spouse the
Schedule C–EZ, Net Profit From Business. collecting monthly rent . . . . . . . . . . . . . . . . . 572entire year).
Significant services do not include the fur- General repairs . . . . . . . . . . . . . . . . . . . . . . . . . . . 175If you lived with your spouse at any time

Real estate taxes imposed and paid innishing of heat and light, cleaning of publicduring the year and are filing a separate re-
1995 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800areas, trash collection, etc. For information,turn, you cannot use this special offset to re-

see Publication 334. You also may have toduce your nonpassive income or tax on
pay self-employment tax on your rental in- Eileen bought the property and placed itnonpassive income.
come. See Publication 533, Self-Employ- in service on January 1, 1995. Her basis for

depreciation of the townhouse is $65,000.ment Tax.
Active participation.  You actively partici- She is using MACRS with a 27.5–year recov-
pate in a rental real estate activity if you own ery period. On April 1, 1995, Eileen bought aForm 1098. If you paid $600 or more of mort-at least 10% of the rental property and you new dishwasher for the rental property at agage interest on your rental property, youmake management decisions in a significant cost of $425. She uses the MACRS method

should receive a Form 1098, Mortgage Inter-and bona fide sense. Management deci- with a 7–year recovery period.
est Statement, or a similar statement show-sions include approving new tenants, decid- Eileen uses the percentage for ‘‘Janu-
ing the interest you paid for the year. If youing on rental terms, approving expenditures, ary’’ in Table 10–3–D to figure her deduction
and at least one other person (other thanand similar decisions. For these purposes, for the townhouse. She uses the percentage
your spouse if you file a joint return) were lia-you are considered to own any portion of the under ‘‘Half-year convention’’ in Table 10–3–
ble for, and paid interest on the mortgage,property owned by your spouse. B to figure her deduction for the dishwasher.
and the other person received the FormSee Publication 925 for more information She must report the depreciation on Form
1098, report your share of the interest on lineon the passive loss limits, including informa- 4562.
13 of Schedule E. Attach a statement to yourtion on the treatment of unused disallowed Eileen figures her net rental income or
return showing the name and address of thepassive losses and credits and the treatment loss for the townhouse as follows:
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Total rental income received
($1,100 ×  12) . . . . . . . . . . . . . . . . . . . . . . . . $13,200

Minus Expenses:
Fire insurance (1-year

policy) . . . . . . . . . . . . . . . . . . . . . $ 200
Mortgage interest . . . . . . . . . . . 5,000
Real estate fee . . . . . . . . . . . . . . 572
General repairs . . . . . . . . . . . . . . 175
Real estate taxes . . . . . . . . . . . 800

Total expenses . . . . . . . . . . . . . . . . . . . . . . . 6,747

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,453
Minus Depreciation:

On townhouse 
($65,000 ×  3.485%) . . . . . $2,265

On dishwasher 
($425 ×  14.29%) . . . . . . . . . 61

Total depreciation . . . . . . . . . . . . . . . . . . . . 2,326

Net rental income for townhouse $ 4,127
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If you paid part of the cost of your annu- See Eligible rollover distributions under Roll-
ity, you are not taxed on the part of the annu- overs, later. You make this choice by filing
ity you receive that represents a return of Form W–4P, Withholding Certificate for Pen-11.
your cost. The rest of the amount you re- sion or Annuity Payments.
ceive is taxable. You use either the General For payments other than eligible rolloverRetirement Rule or the Simplified General Rule to fig- distributions, you can tell the payer how to
ure the taxable and tax-free parts of your withhold by filing Form W–4P. If an eligiblePlans, Pensions, pension or annuity. rollover distribution is paid directly to you,

If your annuity starting date was before 20% will generally be withheld. There is noand Annuities July 2, 1986, and you recovered your cost withholding on a direct rollover of an eligible
under the Three-Year Rule, you cannot use rollover distribution. See Direct rollover op-
the General Rule or the Simplified General tion under Rollovers, later. If you choose not
Rule because your payments are fully to have tax withheld or you do not have
taxable. enough tax withheld, you may have to payIntroduction estimated tax.

For more information, see WithholdingChanging the method.  If your annuity start-This chapter discusses the tax treatment of
on Pensions and Annuities and Estimateding date is after July 1, 1986, you can changeamounts you receive from:
Tax in Chapter 5.the way you figure your pension cost recov-

● Employee pensions and annuities, ery exclusion. You can change from the
General Rule to the Simplified General Rule, Loans.  If you borrow money from an em-● Disability retirement, and
or the other way around. Make the change ployer’s qualified pension or annuity plan, a

● Purchased annuities. by filing amended returns for all your tax tax-sheltered annuity program, a govern-
years beginning with the year in which your ment plan, or from a contract purchased

If you are retired from the Federal Gov- annuity starting date occurred. You must use under any of these plans, you may have to
ernment (either regular or disability retire- the same method for all years. Generally, treat the loan as a distribution. This means
ment), get Publication 721, Tax Guide to U.S. you can make the change only within 3 years that you may have to include in income all or
Civil Service Retirement Benefits. Also, you from the due date of your return for the year part of the amount borrowed. Even if you do
should get Publication 721 if you are the sur- in which you received your first annuity not have to treat the loan as a distribution,
vivor or beneficiary of a federal employee or payment. You can make the change later if you might not be able to deduct the interest
retiree who died. the date of the change is within 2 years after on the loan in some situations. For details,

Information on amounts you receive from you paid the tax for that year. see Loans Treated as Distributions in Publi-
an individual retirement arrangement (IRA), If your annuity starting date was before cation 575. For information on the deductibil-
as well as general information on IRAs, is in July 2, 1986, you cannot choose the Simpli- ity of interest, see Chapter 25.
Chapter 18. fied General Rule at any time.

Elective deferrals. Some retirement plans
Useful Items More than one program.  If you receive allow you to choose (elect) to have part of
You may want to see: benefits from more than one program, such your pay contributed by your employer to a

as a pension plan and a profit-sharing plan, retirement fund, rather than have it paid to
you must figure the taxable part of each sep-Publications you. You do not pay tax on this money until
arately. Make separate computations even if you receive it in a distribution from the fund.□ 559 Survivors, Executors, and
the benefits from both are included in the Elective deferrals generally include elec-Administrators
same check. For example, benefits from one tive contributions to cash or deferred ar-

□ 575 Pension and Annuity Income of your programs could be fully taxable, rangements (known as section 401(k)
(Including Simplified General Rule) while the benefits from your other program plans), section 501(c)(18) plans, salary re-

could be taxable under the General Rule or duction simplified employee pension (SEP)□ 721 Tax Guide to U.S. Civil Service
the Simplified General Rule. Your former plans, and tax-sheltered annuities providedRetirement Benefits
employer or the plan administrator should be for employees of tax-exempt organizations

□ 939 Pension General Rule able to tell you if you have more than one and public schools.
(Nonsimplified Method) program. For information on the tax treatment of

elective deferrals, including their limits, see
Forms and Instructions Elective deferrals under Excess Contribu-Railroad retirement benefits.  Part of the

tions, Deferrals, and Annual Additions inrailroad retirement benefits you receive is□ W–4P Withholding Certificate for
Publication 575. For information about tax-treated like social security benefits, and partPension or Annuity Payments
sheltered annuities, see Publication 571,is treated like an employee pension. For in-

□ 4972 Tax on Lump-Sum Distributions Tax-Sheltered Annuity Programs for Em-formation about railroad retirement benefits
ployees of Public Schools and Certain Tax-treated as an employee pension, see Rail-□ 5329 Additional Taxes Attributable to
Exempt Organizations.road Retirement in Publication 575, PensionQualified Retirement Plans (Including

and Annuity Income (Including SimplifiedIRAs), Annuities, and Modified
General Rule).Endowment Contracts H.R. 10 (Keogh) plans. Keogh plans are re-

tirement plans that can only be set up by a
sole proprietor or a partnership (but not aCredit for the elderly or the disabled.  If
partner). They can cover self-employed per-you receive a pension or annuity, you may beEmployee Pensions sons, such as the sole proprietor or partners,able to take the credit for the elderly or the
as well as regular (common-law) employees.disabled. See Chapter 34.and Annuities Distributions from these plans are usually
fully taxable. If you have an investmentGenerally, if you did not pay any part of the Withholding and estimated tax. The payer
(cost) in the plan, however, your pension orcost of your employee pension or annuity of your pension, profit-sharing, stock bonus,
annuity payments are taxed under the Gen-and your employer did not withhold part of annuity, or deferred compensation plan will
eral Rule or the Simplified General Rule.the cost of the contract from your pay while withhold income tax on the taxable parts of

you worked, the amounts you receive each amounts paid to you. You can choose not to
year are fully taxable. You must report them have tax withheld except for amounts paid to Deferred compensation plans of state
on your income tax return. you that are eligible rollover distributions. and local governments and tax-exempt
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organizations.  If you participate in one of ● Your annuity starting date is after July 1, Age at annuity starting
these plans (known as section 457 plans), 3. date: Enter:1986,
you will not be taxed currently on your pay 55 and under 300

● The annuity payments are for either (a)that is deferred under the plan. You or your 56 – 60 260your life, or (b) your life and that of yourbeneficiary will be taxed on this deferred pay
61 – 65 240beneficiary,only when it is distributed or otherwise made
66 – 70 170available to either of you.

● The annuity payments are from a qualified 71 and over 120Distributions of deferred pay are not eligi-
employee plan, a qualified employee an- 4. Divide line 2 by line 3 . . . . . . . . . . . . . .ble for the 5– or 10–year tax option, rollover
nuity, or a tax-sheltered annuity, andtreatment, or the death benefit exclusion, all 5. Multiply line 4 by the number of

discussed later. Distributions are, however, months for which this year’s● At the time the payments began, either
subject to the tax for failure to make mini- payments were made . . . . . . . . . . . . .you were under age 75 or the payments
mum distributions, discussed later. were guaranteed for fewer than 5 years. NOTE: If your annuity starting dateFor information on these deferred com-

is before 1987, enter the amountpensation plans and their limits, see Section
from line 5 on line 8 below. SkipIf you are not sure whether your retirement457 plans—deferred compensation plans of
lines 6, 7, 10, and 11.plan is a qualified plan (that meets certain In-state and local governments and tax-exempt

6. Any amounts previously recoveredternal Revenue Code requirements), askorganizations under Excess Contributions,
tax free in years after 1986 . . . . . . . .your employer or plan administrator.Deferrals, and Annual Additions in Publica-

7. Subtract line 6 from line 2 . . . . . . . . .tion 575. Your annuity contract provides guaran-
teed payments if a minimum number of pay- 8. Enter the smaller of line 5 or line 7
ments or a minimum amount (for example,Cost 9. Taxable pension for year.
the amount of your investment) is payable Subtract line 8 from line 1. EnterBefore you can figure how much, if any, of
even if you and any survivor annuitant do not the result, but not less than zero.your pension or annuity benefits is taxable,
live to receive the minimum. If the minimum Also add this amount to the total foryou must determine your cost in the plan
amount is less than the total amount of the Form 1040, line 16b, or Form(your investment). Your total cost in the plan
payments you are to receive, barring death, 1040A, line 11b . . . . . . . . . . . . . . . . . . . . $includes everything that you paid. It also in-
during the first 5 years after payments begincludes amounts your employer paid that

NOTE: If your Form 1099–R shows a larger(figured by ignoring any payment increases),were taxable at the time paid. Cost does not
taxable amount, use the amount on line 9you are entitled to fewer than 5 years ofinclude any amounts you deducted or ex-
instead.guaranteed payments.cluded from income.

10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . .If you are the survivor of a deceased re-From this total cost paid or considered
11. Balance of cost to be recovered.tiree, you can use the Simplified Generalpaid by you, subtract any refunds of premi-

Subtract line 10 from line 2 . . . . . . . . $Rule if the retiree used it.ums, rebates, dividends, unrepaid loans, or
other tax-free amounts you received by the *Statement for death benefit exclusion
later of the annuity starting date or the date Amount of exclusion.  If your annuity start- Cost in plan (contract) . . . . . . . . . . . . . $
on which you received your first payment. If ing date is after 1986, the total you can ex- Death benefit exclusion . . . . . . . . . . .you use the General Rule to figure the tax clude from your taxable income over the
treatment of your payments, you must also Total (enter on line 2 above) . . . . . . $years is limited to your cost.
subtract from your cost the value of any re- If your annuity starting date was after July Signed:fund feature in your contract. 1, 1986, and before January 1, 1987, you Date:The annuity starting date is the later of can continue to take your monthly exclusion KEEP FOR YOUR RECORDSthe first day of the first period for which you

for as long as you receive your annuity.
receive a payment from the plan or the date

In both cases, any unrecovered cost aton which the plan’s obligation becomes
Example.  Bill Kirkland, age 65, beganyour, or the last annuitant’s, death is allowedfixed.

receiving retirement benefits under a jointas a miscellaneous itemized deduction onYour employer or the organization that
the final return of the decedent. This deduc- and survivor annuity to be paid for the jointpays you the benefits (plan administrator)
tion is not subject to the 2%-of-adjusted- lives of him and his wife, Kathy. He receivedshould show your cost in Box 5 of your Form
gross-income limit. his first annuity payment in January 1995. He1099–R.

had contributed $24,000 to the plan and had
received no distributions before the annuityForeign employment.  If you worked in a How to use it.  If you meet the conditions
starting date. Bill is to receive a retirementforeign country before 1963 and your em- and you choose the Simplified General Rule,
benefit of $1,000 a month, and Kathy is to re-ployer paid into your retirement plan, a part use the following worksheet to figure your
ceive a monthly survivor benefit of $500of those payments may be considered part taxable annuity. In completing this work-
upon Bill’s death.of your cost. For details, see Foreign em- sheet, use your age at the birthday preced-

Bill chooses to use the Simplified Gen-ployment under Investment in the Contract ing your annuity starting date. Be sure to
(Cost) in Publication 575. eral Rule computation. He fills in the work-keep a copy of the completed worksheet; it

sheet as follows:will help you figure your taxable pension in
later years.Simplified General Rule 

If you can use the Simplified General Rule to
Worksheet for Simplified General Rulefigure the taxability of your annuity, it will Worksheet for Simplified General Rule

probably be simpler and more beneficial
than the General Rule, discussed later. 1. Total pension received this year. 1. Total pension received this year.

Also add this amount to the total for Also add this amount to the total for
Who can use it.  You may be able to use the Form 1040, line 16a, or Form Form 1040, line 16a, or Form
Simplified General Rule if you are a retired 1040A, line 11a . . . . . . . . . . . . . . . . . . . . $ 1040A, line 11a . . . . . . . . . . . . . . . . . . . . $12,000
employee or if you are receiving a survivor

2. Your cost in the plan (contract) at 2. Your cost in the plan (contract) atannuity as the survivor of a deceased em-
annuity starting date, plus any annuity starting date, plus anyployee. You can use it to figure the taxability
death benefit exclusion* . . . . . . . . . . death benefit exclusion* . . . . . . . . . . 24,000of your annuity only if:
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Age at annuity starting payments reported on Form 1099–R. There- *Statement for death benefit exclusion
3. date: Enter: fore, the Form 1099–R taxable amount will Cost in plan (contract) . . . . . . . . . . . . . $25,000

be larger than the amount you will figure for55 and under 300 Death benefit exclusion . . . . . . . . . . . 5,000
yourself. Report on your return the smaller56 – 60 260

Total (enter on line 2 above) . . . . . . $30,000amount that you figure. You must attach a61 – 65 240
signed statement to your income tax return Signed:66 – 70 170
stating that you are entitled to the death ben-71 and over 120 240
efit exclusion in making the Simplified Gen-

4. Divide line 2 by line 3 . . . . . . . . . . . . . . 100
eral Rule computation. Or you may use the Date:  1-18-96

5. Multiply line 4 by the number of statement shown at the bottom of the work- KEEP FOR YOUR RECORDSmonths for which this year’s sheet. You must attach this statement to
payments were made . . . . . . . . . . . . . 1,200 your return every year until you fully recover In completing Form 1099–R, the payer of
NOTE: If your annuity starting date the cost in the pension or annuity plan. the annuity chooses to report the taxable
is before 1987, enter the amount part of the annuity payments using the Sim-Example.  Diane Greene, age 48, began
from line 5 on line 8 below. Skip plified General Rule. However, since thereceiving a $1,500 monthly annuity in 1995
lines 6, 7, 10, and 11. payer does not adjust the investment in theupon the death of her husband. She re-

6. Any amounts previously recovered contract by the death benefit exclusion, theceived 10 payments in 1995. Her husband
tax free in years after 1986 . . . . . . . . 0 payer figures the tax-free part of eachhad contributed $25,000 to his qualified em-

7. Subtract line 6 from line 2 . . . . . . . . . 24,000 monthly payment to be $83.33, as follows:ployee plan. Diane is entitled to a $5,000
8. Enter the smaller of line 5 or line 7 1,200 death benefit exclusion for the annuity pay- Total investment: $25,000 (Monthly return

=  $83.33
Expected payments: 300 of investment)ments. She adds that amount to her hus-9. Taxable pension for year.

band’s contributions to the plan, increasingSubtract line 8 from line 1. Enter
However, Diane figures a $100 monthlyher total cost in the plan to $30,000.the result, but not less than zero.

tax-free amount (see line 4 of the work-
Also add this amount to the total for Diane chooses to use the Simplified Gen-

sheet). Because of this difference in the
Form 1040, line 16b, or Form eral Rule. She fills out the worksheet as

computations, the Form 1099–R given by
1040A, line 11b . . . . . . . . . . . . . . . . . . . . $10,800 follows:

the payer shows a greater taxable amount
NOTE: If your Form 1099–R shows a larger than what she figures for herself. She re-
taxable amount, use the amount on line 9 Worksheet for Simplified General Rule ports on line 16b of Form 1040 only the
instead. smaller taxable amount based on her own

1. Total pension received this year.10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . . 1,200 computation. She attaches to her Form 1040
Also add this amount to the total for

11. Balance of cost to be recovered. a signed copy of the worksheet, which
Form 1040, line 16a, or Form

Subtract line 10 from line 2 . . . . . . . . $22,800 shows that she is entitled to the death bene-
1040A, line 11a . . . . . . . . . . . . . . . . . . . . $15,000 fit exclusion.*Statement for death benefit exclusion

2. Your cost in the plan (contract) at
Cost in plan (contract) . . . . . . . . . . . . . $

annuity starting date, plus any General RuleDeath benefit exclusion . . . . . . . . . . . death benefit exclusion* . . . . . . . . . . 30,000
You must use the General Rule to figure theTotal (enter on line 2 above) . . . . . . $ Age at annuity starting
taxability of your pension or annuity if your

3. date: Enter:Signed: annuity starting date is after July 1, 1986,
Date: 55 and under 300 and you do not qualify for, or you do not

KEEP FOR YOUR RECORDS 56 – 60 260 choose, the Simplified General Rule (ex-
61 – 65 240 plained earlier). You must also use the Gen-Bill’s tax-free monthly amount is $100
66 – 70 170 eral Rule if your annuity starting date was(see line 4 of the worksheet). If he lives to

before July 2, 1986, and you did not qualify71 and over 120 300collect more than 240 monthly payments, he
to use the Three-Year Rule. (The Three-will have to include the full amount of the ad- 4. Divide line 2 by line 3 . . . . . . . . . . . . . . 100
Year Rule was repealed.)ditional payments in his gross income. 5. Multiply line 4 by the number of Under the General Rule, you exclude aIf Bill dies before collecting 240 monthly months for which this year’s part of each payment from your income be-payments and Kathy begins receiving payments were made . . . . . . . . . . . . . 1,000 cause it is considered a return of your cost.monthly payments, she will also exclude

NOTE: If your annuity starting date The remainder of each payment (including$100 from each payment until her payments,
is before 1987, enter the amount the full amount of any later cost-of-living in-when added to his, total 240 payments. If
from line 5 on line 8 below. Skip creases) is taxable. Finding the tax-free partshe dies before 240 payments are made, a
lines 6, 7, 10, and 11. is very complex and requires you to use actu-miscellaneous itemized deduction will be al-

6. Any amounts previously recovered arial tables. For a full explanation and the ta-lowed for the unrecovered cost on her final
tax free in years after 1986 . . . . . . . . 0 bles you need, get Publication 939, Pensionincome tax return. This deduction is not sub-

General Rule (Nonsimplified Method).ject to the 2%-of-adjusted-gross-income 7. Subtract line 6 from line 2 . . . . . . . . . 30,000
The tax-free amount remains the samelimit. 8. Enter the smaller of line 5 or line 7 1,000 even if the total payment increases. If your

9. Taxable pension for year. annuity starting date was before 1987, youDeath benefit exclusion.  If you are a bene-
Subtract line 8 from line 1. Enter can continue to exclude the same part officiary of a deceased employee or former
the result, but not less than zero. each annuity payment from your income, foremployee, you may qualify for a death bene-
Also add this amount to the total for as long as you receive your annuity. If yourfit exclusion of up to $5,000. This exclusion
Form 1040, line 16b, or Form annuity starting date is after 1986, your totalis discussed later in this chapter. If you
1040A, line 11b . . . . . . . . . . . . . . . . . . . . $14,000 exclusion over the years cannot be morechoose the Simplified General Rule and you

than your cost of the contract reduced by thequalify for the death benefit exclusion, in- NOTE: If your Form 1099–R shows a larger
value of any refund feature.crease your cost in the pension or annuity taxable amount, use the amount on line 9

If the annuity starting date of the annui-plan by the allowable death benefit exclu- instead.
tant is after July 1, 1986, and the annuitantsion. Your cost is on line 2 of the worksheet. 10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . . 1,000
(or a survivor annuitant) dies before the totalThe payer of the annuity does not add

11. Balance of cost to be recovered. cost is recovered, a miscellaneous itemizedthe death benefit exclusion to the cost for
Subtract line 10 from line 2 . . . . . . . . $29,000 deduction is allowed for the unrecoveredfiguring the nontaxable and taxable part of
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cost on the final income tax return of the de- 11b, Form 1040A. If all the annuities you re- 3) Because the participant, if an employee,
cedent (or his or her survivor). The deduction ceive are fully taxable, enter the total of all of separates from service, or
is not subject to the 2%-of-adjusted-gross- them on line 16b, Form 1040, or line 11b, 4) After the participant, if a self-employed
income limit. Form 1040A. individual, becomes totally and perma-

nently disabled.
Joint return.  If you file a joint return and youSurvivors
and your spouse each receive one or more Tax treatment.  You can recover your costIf you receive a survivor annuity because of pensions or annuities, report the total of the in the lump sum tax free. Also, you may bethe death of a retiree who had reported the pensions and annuities on line 16a, Form entitled to special tax treatment for the re-annuity under the Three-Year Rule, include 1040, or line 11a, Form 1040A, and report maining part of the distribution.the total received in income. (The retiree’s the taxable part on line 16b, Form 1040, or In general, your cost consists of:cost has already been recovered tax free.) line 11b, Form 1040A.

If the retiree was reporting the annuity 1) The plan participant’s total nondeduct-
payments under the General Rule, apply the ible contributions to the plan,

Death Benefit Exclusionsame exclusion percentage the retiree used
2) The total of the plan participant’s taxa-

to your initial payment called for in the con- If you are the beneficiary of a deceased em- ble costs of any life insurance contract
tract. The resulting tax-free amount will then ployee or former employee, the pension or distributed,
remain fixed. Any increases in the survivor annuity you get because of that person’s

3) Any employer contributions that wereannuity are fully taxable. death may qualify for a death benefit exclu-
taxable to the plan participant, andIf the retiree was able to use the Simpli- sion. This exclusion cannot be more than

fied General Rule, the monthly tax-free $5,000. 4) Repayments of loans that were taxable
amount remains fixed. Continue to use the If you are eligible for the exclusion, add it to the plan participant.
same monthly tax-free amount for your survi- to the cost or unrecovered cost of the annu-
vor payments. See Simplified General Rule, ity when you figure your cost at the annuity You must reduce this cost by amounts previ-
earlier. starting date. ously distributed tax free.

In both cases, if the annuity starting date If you are the survivor under a joint and Capital gain treatment.  Only a plan par-
is after 1986, the total exclusion over the survivor annuity, the exclusion applies only ticipant, who attains age 50 before 1986
years cannot be more than the cost minus (if if: (was born before 1936), can elect to treat a
the General Rule is used) the value of any re- portion of the taxable part of a lump-sum dis-1) The decedent died before receiving, orfund feature. tribution as a capital gain that is taxable at abecoming entitled to receive, retirementIf you are the survivor of an employee, or 20% (.20) rate. This treatment applies to thepension or annuity payments, orformer employee who died before becoming portion you receive for the participation in
entitled to any annuity payments, you must 2) The decedent received disability in- the plan before 1974. You can elect this
figure the taxable and tax-free parts of your come payments that were not treated treatment only once for any plan participant.
annuity payments. You may qualify to add up as pension or annuity income (the dece- Use Form 4972, Tax on Lump-Sum Distribu-
to $5,000 to the decedent’s cost to be recov- dent had not reached minimum retire- tions, to make this choice.
ered tax free. This death benefit exclusion ment age). 5- or 10-year tax option.  If the plan par-
is treated as an addition to the cost of the an- ticipant reached age 50 before 1986 (was
nuity. See Death benefit exclusion, earlier, For more information, see Payments to born before 1936), you can elect to use the
under Simplified General Rule. beneficiaries of deceased employees (death 5– or 10–year option to compute the tax on

Estate tax. If your annuity was a joint and benefit exclusion) under Life Insurance Pro- the ordinary income portion of the distribu-
survivor annuity that was included in the de- ceeds in Chapter 13, and Death benefit ex- tion. (This also includes the capital gain por-
cedent’s estate, an estate tax may have clusion under Investment in the Contract tion of the distribution if you do not elect the
been paid on it. You can deduct, as a miscel- (Cost) in Publication 575. capital gain treatment for it.) To qualify, you
laneous itemized deduction, the part of the must elect to use the 5- or 10-year tax option
total estate tax that was based on the annu- for all lump-sum distributions received in theLump-Sum Distributions ity. This deduction is not subject to the 2%- tax year.

You may be able to elect optional methodsof-adjusted-gross-income limit. The de-
of figuring the tax on lump-sum distributionsceased annuitant must have died after the Note.  Beginning in 1995, you may be
you receive from a qualified retirement planannuity starting date. This amount cannot be able to figure the tax on a lump-sum distribu-
(an employer’s qualified pension, stock bo-deducted in one year. It must be deducted in tion under the 5-year tax option even if the
nus, or profit-sharing plan). A qualified plan isequal amounts over your remaining life plan participant was born after 1935. You
a plan that meets certain requirements of theexpectancy. can do this only if the distribution is made on
Internal Revenue Code. For information on a or after the date the participant reached age
distribution you receive that includes em- 591/2 and the distribution otherwise qualifies.How to Report ployer securities, see Distributions of em-

If you file Form 1040, report your total annu- To qualify for the 5- or 10-year option forployer securities under Lump-Sum Distribu-
ity on line 16a and the taxable part on line a distribution you receive for your own partic-tions in Publication 575.
16b. If your pension or annuity is fully taxa- ipation in the retirement plan, you must have
ble, enter it on line 16b; do not make an entry been a participant in the plan for at least 5Distributions that qualify.  A lump-sum dis-
on line 16a. full tax years. You can only make one lifetimetribution is paid within a single tax year. It is

If you file Form 1040A, report your total election to use this option for any planthe distribution or payment of a plan partici-
annuity on line 11a and the taxable part on participant.pant’s entire balance, from all of the em-
line 11b. If your pension or annuity is fully If you choose the 5-year tax option, youployer’s qualified pension plans, all of the
taxable, enter it on line 11b; do not make an figure your tax, using Form 4972, as thoughemployer’s qualified stock bonus plans, or all
entry on line 11a. the distribution were received over 5 years.of the employer’s qualified profit-sharing

However, if you choose the 10-year taxplans. (The participant’s entire balance does
More than one annuity.  If you receive more option, you can instead treat the distributionnot include deductible voluntary employee
than one annuity and at least one of them is as though it were received over 10 years us-contributions or certain forfeited amounts.)
not fully taxable, enter the total amount re- ing the special 1986 tax rates. Form 4972The distribution is paid:
ceived from all annuities on line 16a, Form shows how to make this computation. The

1) Because of the plan participant’s death,1040, or line 11a, Form 1040A, and enter the Form 4972 Instructions contain a special
taxable part on line 16b, Form 1040, or line 2) After the participant reaches age 591/2, 1986 tax rate schedule that you must use in

Chapter 11 RETIREMENT PLANS, PENSIONS, AND ANNUITIES Page 97



making the 10–year tax option computation. year distributed unless you roll it over to a If a retirement bond is distributed from a
Publication 575 illustrates how to complete bond purchase plan to you as an employeenew plan or IRA within 60 days. The plan ad-
Form 4972 to figure the separate tax. or beneficiary and you cash in the bond, youministrator must withhold income tax of 20%

are taxed on the amount received minusfrom the taxable distribution paid to you.
your cost (normally, any voluntary nonde-(See Withholding on Pensions and AnnuitiesForm 1099–R. If you receive a total distribu-
ductible employee payments used to buyin Chapter 5.) This means that, if you decidetion from a plan, you should receive a Form
that bond). However, you can defer the tax1099–R, Distributions From Pensions, Annu- to roll over an amount equal to the distribu-
on the amount received by rolling it over toities, Retirement or Profit-Sharing Plans, tion before withholding, your contribution to
an IRA as discussed under Rollovers inIRAs, Insurance Contracts, etc. If the distri- the new plan or IRA must include other
Chapter 18. You can also roll it over to abution qualifies as a lump-sum distribution, money (for example, from savings or
qualified employer plan (but later distribu-box 3 shows the capital gain, and box 2a mi- amounts borrowed) to replace the amount
tions of the rollover amount do not qualify fornus box 3 is the ordinary income. If you do withheld. The administrator should give you
the 5– or 10–year tax option or capital gainnot get a Form 1099–R, or if you have ques- a written explanation of your distribution op-
treatment covered earlier).t i ons  abou t  i t ,  con tac t  your  p lan tions within a reasonable period of time

administrator. be fo re  mak ing  an  e l ig ib le  ro l lover
distribution. Tax on Early Distributions

Life insurance proceeds.  An employee’s Distributions you receive from your qualified
life insurance proceeds paid in a lump sum Deductible voluntary employee contribu- retirement plan or deferred annuity con-
under an insurance contract on the death of tions.  If you receive an eligible rollover dis- tract before you reach age 59 1/ 2, and
an employee usually are not taxable. How- tribution from your employer’s qualified plan amounts you receive when you cash in re-
ever, any amount you received to the extent of part of the balance of your accumulated tirement bonds before you reach age 591/2,
larger than the face amount of the life insur- deductible voluntary employee contribu- are usually subject to an additional tax of
ance is taxable. Life insurance proceeds is tions, you can roll over tax free any part of 10%. The tax applies to the taxable part of
discussed in Chapter 13. this distribution. The rollover can be either to the distribution.

an IRA or to certain other qualified plans. For this purpose, a qualified retirement
plan means:Rollovers

Rollover by surviving spouse or otherGenerally, a rollover is a tax-free distribution 1) A qualified employee retirement plan,
beneficiary.  You may be entitled to roll overto you of cash or other assets from a quali-

2) A qualified annuity plan,into an IRA part or all of a retirement planfied retirement plan that you transfer to an
distribution you receive as the surviving 3) A tax-sheltered annuity plan for employ-eligible retirement plan. However, see Di-
spouse of a deceased employee. The roll- ees of public schools or tax-exempt or-rect rollover option, later.
over rules apply to you as if you were the em- ganizations, orAn eligible retirement plan is an IRA, a
ployee. However, you cannot roll it over toqualified employee retirement plan, or a 4) An individual retirement arrangement
another qualified retirement plan.qualified annuity plan. See Chapter 18 for in- (IRA).

A beneficiary other than the employee’sformation on rollovers from IRAs.
surv iv ing spouse cannot  ro l l  over  aIn general, the most you can roll over is Exceptions to tax.  The 10% tax does
distribution.the part that would be taxable if you did not not apply to distributions that are:

roll it over. You cannot roll over your contri-
1) Made to a beneficiary or to the estate ofbutions, other than your deductible em- Alternate payee under qualified domestic

the plan participant or annuity holder onployee contributions. You do not pay tax on relations order. You may be able to roll
or after his or her death,the amount that you roll over. This amount, over all or any part of a distribution from a

however, is generally taxable later when it is 2) Made because you are totally and per-qualified employer plan that you receive
paid to you or your survivor. manently disabled,under a qualified domestic relations order

You must complete the rollover by the (QDRO). If you receive the distribution as an 3) Made as part of a series of substantially
60th day following the day on which you re- employee’s spouse or former spouse under equal periodic (at least annual) pay-
ceive the distribution. (This 60–day period is a QDRO, the rollover rules apply to you (the ments over your life expectancy or the
extended for the period during which the dis- alternate payee) as if you were the em- joint life expectancy of you and your
tribution is in a frozen deposit in a financial ployee. You can rollover the distribution from beneficiary (if from a qualified employee
institution.) For all rollovers to an individual the plan into an IRA or to another eligible re- plan, payments must begin after separa-
retirement arrangement (IRA), you must ir- tirement plan. See Publication 575 for more tion from service),
revocably elect rollover treatment by written information on benefits received under a

4) Made to you after you separated fromnotice to the trustee or issuer of the IRA. QDRO.
service if the separation occurred during
or after the calendar year in which youEligible rollover distributions.  Generally, For more information  on the rules for roll- reached age 55,you can roll over any part of the taxable por- ing over distributions, see Publication 575.

tion of most nonperiodic distributions from a 5) Not more than your deductible medical
qualified retirement plan, unless it is a re- expense (the medical expense that ex-Bond Purchase Plansquired minimum distribution. ceeds 7.5% of your adjusted gross in-

The Department of the Treasury stopped is- come) whether or not you itemize de-
suing U.S. Retirement Plan Bonds after April ductions for the tax year,Direct rollover option.  You can choose to
30, 1982. They are a special series of inter-have the administrator of your old plan trans- 6) Paid to alternate payees under qualified
est-bearing bonds that retirement plansfer the distribution directly from your old plan domestic relations orders,
could buy.to the new plan (if permitted) or IRA. If you

7) Made to you if, as of March 1, 1986, youIf your plan bought retirement bonds, youdecide on a rollover, it is generally to your
separated from service and began re-can cash them at any time. A beneficiary canadvantage to choose this direct rollover op-
ceiving benefits from the qualified plancash them after the participant’s death. In-tion. Under this option, the plan administra-
under a written election designating aterest on the bonds stops 5 years after thetor would not withhold tax from your
specific schedule of benefit payments,distribution. owner of the bonds dies. They may be

cashed at any Federal Reserve Bank branch 8) Made to you to correct excess deferrals,
or at the office of the Treasurer of the UnitedWithholding tax.  If you choose to have the excess contributions, or excess aggre-
States.distribution paid to you, it is taxable in the gate contributions,
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9) Allocable to investment in a deferred to the payee (the distributions are in- January 1, 1995. Your required beginning
cluded in determining your spouse’s or date is April 1, 1996. If your 70th birthdayannuity contract before August 14,
former spouse’s excess distributions), was on June 30, 1994, you were age 701/2 on1982,

December 30, 1994, and your required be-3) Distributions based on the employee’s10) From an annuity contract under a quali- ginning date was April 1, 1995.investment in the contract,fied personal injury settlement,

4) Distributions to the extent rolled over,11) Made under an immediate annuity con- Exceptions.  The above rule does not apply
tract, or to governmental plans or church plans. Nor5) Retirement distributions of annuity con-

does it apply to any individual (unless a 5%tracts, the value of which is not taxable12) Made from a deferred annuity contract
owner) who reached age 701/2 before 1988.at the time of the distribution (other thanpurchased by your employer upon the

In these cases, distributions must begindistributions under, or proceeds fromtermination of a qualified employee re-
no later than April 1 of the calendar year fol-the sale or exchange of, suchtirement plan or qualified annuity that is
lowing the later of:contracts),held by your employer until you sepa-
1) The calendar year in which you reach6) Retirement distributions of excess de-rate from the service of the employer.

ferrals (and income allocable to them), age 701/2, or
andOnly exceptions (1) through (3) apply to 2) The calendar year in which you retire.

distributions from IRAs. Exceptions (4) 7) Retirement distributions of excess con-
through (8) apply only to distributions from tributions (and income allocable to 5% owners.  If you are a 5% (or more)
qualified employee plans. Exceptions (9) them) under section 401(k) plans or owner of the company maintaining the plan,
through (12) apply only to distributions from IRAs, or excess aggregate contributions distributions to you must begin by April 1 of
deferred annuity contracts not purchased by (and income on them) under qualified the calendar year after the year in which you
qualified employer plans. plans. (The aggregate contributions re- reach 701/2, regardless of when you retire.

late to highly compensated employees
and the plan will figure the excess.)Reporting tax or exception.  If distribution Minimum distributions.  These are regular

code 1 is shown in box 7 of Form 1099–R, periodic distributions that are large enough
Combining distributions.  If distribu-Distributions From Pensions, Annuities, Re- to use up the entire interest over your life ex-

tions for you are made to you and others, youtirement or Profit-Sharing Plans, IRAs, Insur- pectancy or over the joint life expectancies
must combine the distributions in figuring theance Contracts, etc., multiply the taxable of you and a designated surviving benefici-
amount of excess distributions for the year.part of the early distribution by 10% and ary (or over a shorter period).

Lump-sum distributions.  A differententer the result on line 51 of Form 1040 and
limit applies to a lump-sum distribution forwrite ‘‘No’’ on the dotted line. You do not Additional information.  For more informa-
which you elect to use the 5- or 10-year taxhave to file Form 5329, Additional Taxes At- tion on this rule, see Tax on Excess Accumu-
option or capital gain treatment. The thresh-tributable to Qualified Retirement Plans (In- lation in Publication 575.
old amount of $150,000 increases five timescluding IRAs), Annuities, and Modified En-
to $750,000 for lump-sum distributions. Youdowment Contracts. Tax on failure to distribute.  If you do not
must figure a separate tax on the lump-sumHowever, if you owe this tax and also receive these required minimum distribu-
distribution over $750,000.owe any other additional tax on a distribu- tions, you, as the payee, are subject to an

Special grandfather election.  If yoution, you must file Form 5329 to report the additional excise tax. The tax equals 50% of
made a special ‘‘grandfather election’’ ontaxes. the difference between the amount that
your 1987 or 1988 return, you can excludeYou do not have to file Form 5329 if you must be distributed and the amount that was
from the amount subject to the tax a pro-qualify for an exception to the 10% tax and distributed during the tax year. You can get
rated part of a distribution that is related todistribution code 2, 3, or 4 is shown in box 7 this excise tax excused if you establish that
your accrued benefits on August 1, 1986. Toof Form 1099–R. However, you must file the shortfall in distributions was due to rea-
have made this special choice, your accrued sonable error and that you are taking rea-Form 5329 if the code is not shown or the
benefit as of August 1, 1986, must have ex- sonable steps to remedy the shortfall.code shown is incorrect (e.g., code 1 is
ceeded $562,500. For more information, seeshown although you meet an exception). State insurer delinquency proceed-
the instructions for Part IV of Form 5329. ings.  You might not receive the minimum

distribution because of state insurer delin-Tax on Excess Form 5329.  You must file a Form 5329 if you quency proceedings for an insurance com-
receive excess distributions from a qualifiedDistributions pany. If your payments are reduced below
retirement plan, whether or not you owe the the minimum due to these proceedings, youIf you received retirement distributions in 15% tax. should contact your plan administrator.excess of $150,000 during the calendar

Under certain conditions, you will not have toyear, you are subject to an additional 15%
pay the excise tax.Tax for Failure to Makeexcise tax on the amount over $150,000.

The 15% tax is offset by any 10% early dis- Minimum Distribution 
Form 5329.  You must file a Form 5329 if youtribution tax that applies to the excess distri- Your qualified retirement plan must distribute owe a tax because you did not receive a min-bution. (See the preceding discussion.) to you your entire interest in the plan, or be- imum required distribution from your quali-Retirement distributions  means distri- gin to make minimum distributions to you, by fied retirement plan.butions from qualified employee retirement April 1 of the year following the calendar

plans, qualified annuity plans, tax-sheltered year in which you reach age 701/2. It does not
annuities, and individual retirement arrange- matter whether you have retired. This rule
ments (IRAs). applies to qualified employee retirement Disability Income 

Exceptions to tax.  The 15% tax on ex- plans, qualified annuity plans, deferred com-
cess distributions does not apply to the fol- Generally, if you retire on disability, you mustpensation plans under section 457, tax-shel-

report your pension or annuity as income.lowing distributions: tered annuity programs (for benefits accru-
If you were 65 or older at the end of theing after 1986), and IRAs.1) Distributions after death,

tax year, or if you were under 65, retired onYou reach age 701/2 on the date that is 6
2) Distributions paid to your spouse or for- permanent and total disability, and you re-calendar months after the date of your 70th

ceived taxable disability income, you may bemer spouse under a qualified domestic birthday. For example, if your 70th birthday
able to claim the credit for the elderly or therelations order (QDRO) that are taxable was on July 1, 1994, you were age 70 1/2 on
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disabled. See Chapter 34 for more informa- the day after you reach minimum retire- years of service, you generally must include
ment age.tion about the credit. it in your income. But do not include in in-

Generally, minimum retirement age is the come the part of your pension that you could
age at which you may first receive a pension have excluded under the rules explained

Taxable Disability or annuity if you are not disabled. above if the pension had been based on per-
centage of disability. You must include thePensions and Annuities 
rest of your pension in income.

Whether you must report your disability pen- Military and Certain
sion or annuity as income depends on your Government
plan’s financing method. Disability Pensions Terrorist attack.  You do not include disabil-Generally, you must report as income

ity payments in income if you receive themany amount you receive for your disability Generally, you must report disability pen- for injuries directly resulting from a violent at-through an accident or health insurance plan sions as income. But certain military and tack that occurred while you were a U.S.that is paid for by your employer. However, government disability pensions are not taxa- government employee performing officialcertain payments may not be taxable to you. ble. If your disability pension is taxable, you
duties outside the United States. For yourA discussion of these payments appears in may be able to take the credit for the elderly
disability payments to be tax exempt, theChapter 13 under Other Sickness and Injury or the disabled. For more information on the
Secretary of State must determine that theBenefits. tax treatment of certain military and govern-
attack was a terrorist attack.ment disability pensions, get Publication

525, Taxable and Nontaxable Income. SeeNo employee contributions.  If the plan
Chapter 34 for more information about thedoes not say that you must pay a specific
credit. VA disability benefits.  Disability benefitspart of the cost of the disability pension, your

you receive from the VA are tax free. If youemployer is considered to provide the disa-
are a military retiree and receive your disabil-bility pension. You must report on your return Members of government services.  Gen-
ity benefits from other than the VA, excludeall payments you receive. erally, you must report on your return any dis-
from income the amount of disability benefitsability payments you receive for personal in-
equal to the VA benefits to which you arejuries or sickness resulting from activeEmployee contributions.  If the plan says
entitled.service in the armed forces of any country orthat you must pay a specific part of the cost

If you retire from the armed servicesin the National Oceanic and Atmosphericof your disability pension, any amounts you
(based on years of service) and at a laterAdministration, the Public Health Service, orreceive that are due to your payments to the
date are given a retroactive service-con-the Foreign Service. However, do not in-disability pension are not taxed. You do not
nected disability rating by the VA, excludeclude payments in income if they are basedreport them on your return. They are treated

on percentage of disability, and: from income for the retroactive period theas benefits received under an accident or
part of your retirement pay you would havehealth insurance policy that you bought. You

1) You were entitled to receive a disability been entitled to receive from the VA duringgenerally must include in income the rest of
payment before September 25, 1975, or that period. However, you must include in in-the amounts you receive that are due to your

come any lump-sum readjustment paymentemployer’s payments.
2) You were a member of a government you received on release from active duty,

service or its reserve component, or even though you are later given a retroactive
Plan details.  Your employer should be able were under a binding written commit- disability rating by the VA.to give you specific details about your pen- ment to become a member, on Septem-
sion plan and to tell you the portion, if any, of ber 24, 1975, or
payments that are due to your contributions.

3) You receive disability payments for a
combat-related injury,  or

Accrued leave payment.  If you retired on Purchased Annuities 
disability, any lump-sum payment you re- 4) You would be entitled to receive disabil-
ceived for accrued annual leave is a salary ity compensation from the Department
payment, not a disability payment. You If you privately purchased an annuity con-of Veterans Affairs (VA) if you filed an
should report it as wages in the year you re- tract from a commercial organization, suchapplication for it.
ceived it. as an insurance company, you must use the

General Rule to figure the tax-free part of
A combat-related injury is a personal in- each annuity payment. For more informa-Worker’s compensation.  If part of your dis- jury or sickness that: tion, get Publication 939, Pension Generalability pension is worker’s compensation,

Rule (Nonsimplified Method).you do not pay tax on that part. If you die, 1) Directly results from armed conflict,
your survivor does not pay tax on the part of
a survivor’s benefit that represents a contin- 2) Takes place while you are engaged in
uation of the worker’s compensation. extra-hazardous service, Sale of annuity.  Gain on the sale of an an-

nuity contract before its maturity date is ordi-
3) Takes place under conditions simulating nary income to the extent that the gain is dueHow to report.  You must report all your tax-

war, including training exercises such as to interest accumulated on the contract. Youable disability income on line 7, Form 1040,
maneuvers, or do not recognize gain or loss on an ex-or line 7, Form 1040A, until you reach mini-

change of an annuity contract solely for an-mum retirement age.
4) Is caused by an instrumentality of war. other annuity contract. If you made contributions to your pension

or annuity plan, your payments are taxable See Transfers of Annuity Contracts in
under the General Rule or Simplified Gen- Publication 575 for more information aboutDisability based on years of service.  If
eral Rule (discussed earlier) beginning with you receive a disability pension based on exchanges of annuity contracts.
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How To Determine 
If the total of your income plus half of yourTaxation of Benefits 12. benefits are more than your base amount

In figuring if any of your benefits are taxable, (shown next), some of your benefits are tax-
use the amount shown in box 5 of the Form able. Include in your total income any tax-ex-Social Security SSA–1099 or Form RRB–1099 you received. empt interest income, excludable interest
If you received more than one form, add to- from U.S. savings bonds, and excludable in-and Equivalent gether the amount in box 5 of each form. come earned in a foreign country, U.S. pos-

session, or Puerto Rico.Railroad SSI payments.  If you received any Supple-
Base amount.  Your base amount is as fol-mental Security Income (SSI) payments dur-Retirement
lows depending on your filing status.ing the year, do not include these payments

in your social security benefits received. SSI ● $25,000 if you are single, head of house-Benefits
payments are made under title XVI of the So- hold, or qualifying widow(er),
cial Security Act. They are not taxable for

● $25,000 if you are married filing separately
federal income tax purposes. and lived apart from your spouse for all of

1995,
Form SSA–1099. If you received or repaid

● $32,000 if you are married filing jointly, orIntroduction social security benefits during 1995, you will
● $–0– if you are married filing separatelyreceive Form SSA–1099, Social SecurityThis chapter discusses the taxability of any and lived with your spouse at any timeBenefit Statement. An IRS Notice 703 will besocial security or equivalent tier 1 railroad re- during 1995.enclosed with your Form SSA–1099. Thistirement benefits you may have received. It

notice includes a worksheet you can use toalso explains:
Worksheet.  You can use the followingdetermine if any of your benefits may be tax-
worksheet to figure whether your incomeable. Keep this notice for your own records.● How to figure whether your benefits are
plus half your benefits is more than yourtaxable, Do not mail it to either the IRS or the SSA.
base amount.Every person who received social secur-

● How to use the social security benefits ity benefits will receive a Form SSA–1099,
worksheet, even if the benefit is combined with another A. Write in the amount from box 5 of

person’s in a single check. If you receive all your Forms SSA–1099 and● How to report your taxable benefits on
benefits on more than one social security re- RRB–1099. Include the fullForm 1040 and Form 1040A (with exam-
cord, you may get more than one Form SSA– amount of any lump-sum benefitples), and
1099. payments received in 1995, for

● How to treat repayments that are more 1995 and earlier years, if you
than the benefits you received during the choose to report the full amountForm RRB–1099. If you received or repaid
year. for the 1995 tax year. (If youthe social security equivalent portion of tier 1

received more than one form,railroad retirement benefits or special guar-
combine the amounts from box 5anty benefits during 1995, you will receiveNote.  This chapter does not discuss the
and write in the total.) . . . . . . . . . . . . A.Form RRB–1099, Payments by the Railroadtax rules that apply to railroad retirement

benefits that exceed the social security Retirement Board.
Note: If the amount on line A is zero or less, stopequivalent benefit portion of tier 1 benefits Each beneficiary will receive his or her
here; none of your benefits are taxable this year.(including special guaranty benefits). The tax own Form RRB–1099. If you receive benefits

rules that apply to the non-social security B. Enter one-half of the amount onon more than one railroad retirement record,
equivalent benefit portion of tier 1 benefits, line A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . B.you may get more than one Form RRB–
tier 2 benefits, vested dual benefits, and sup- 1099.

C. Add your taxable pensions,plemental annuity benefits, are discussed in
wages, interest, dividends, otherPublication 575, Pension and Annuity In- Who is taxed.  The person who has the le- taxable income and write in thecome (Including Simplified General Rule).

gal right to receive the benefits must deter- total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . C.The tax rules that apply to foreign social
mine if the benefits are taxable. For exam-

security benefits also are not discussed in
D. Write in any tax-exempt interestple, if you and your child receive benefits, butthis chapter. These benefits are taxable as a

income (such as interest onthe check for your child is made out in yourpension or annuity unless exempt from U.S.
municipal bonds) plus exclusionsname, you must use only your portion of thetax under a treaty.
from income (such as U.S.benefits in figuring if any part is taxable to
Savings Bond interest exclusion) D.you. The portion of the benefits that belongs

to your child must be added to your child’sUseful Items E. Add lines B, C, and D and write in
other income to see if any of those benefitsYou may want to see: the total . . . . . . . . . . . . . . . . . . . . . . . . . . E.
are taxable to your child.

Note. Compare the amount on line E to your basePublication
amount for your filing status. If the amount on lineAre Any of Your

□ 505 Tax Withholding and Estimated E is less than the base amount for your filingBenefits Taxable? Tax status, none of your benefits are taxable this year.
If the only income you received during 1995 If the amount on line E is more than your base

□ 575 Pension and Annuity Income was your social security or equivalent tier 1 amount, some of your benefits are taxable.
(Including Simplified General Rule) railroad retirement benefits, your benefits

generally are not taxable and you probably
□ 590 Individual Retirement

do not have to file a return. However, if you Joint return.  If you are married and file aArrangements (IRAs)
have income in addition to your benefits, you joint return for 1995, you and your spouse
may have to include part of your benefits in□ 915 Social Security and Equivalent must combine your incomes and your bene-

Railroad Retirement Benefits your taxable income. fits when figuring if any of your combined
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benefits are taxable. Even if your spouse did use the special worksheets in Appendix B ofHow Much Is Taxable? 
not receive any benefits, you must add your Publication 590 to figure your IRA deductionThe amount of your benefits you must in-
spouse’s income to yours when figuring if and taxable benefits to be reported on yourclude in your taxable income depends on the
any of your benefits are taxable. return.total of your income plus half of your bene-

Example.  You and your spouse are filing fits. The higher the total, the more of your
a joint return for 1995, and you both received Which worksheet to use.  To help you fig-benefits you must include in your taxable in-
social security benefits during the year. In ure your taxable benefits, use the worksheetcome. You may have to include up to 50% or
January 1996, you received a Form SSA– in the Form 1040 or Form 1040A instructionup to 85% of your benefits in your income.
1099 showing net benefits of $6,600 in box package, as long as you are not required toRead the discussions under 50% taxable
5. Your spouse received a Form SSA–1099 use the Publication 590 worksheets (seeand 85% taxable to see which applies to
showing net benefits of $2,400 in box 5. You you. To figure the actual amount that is taxa- Special worksheets for IRA deduction and
also received a taxable pension of $10,000 ble use the worksheets provided later. See taxable benefits ). Publication 915 also has
and interest income of $500 during 1995. Which worksheet to use, later. worksheets you can use. However, if you are
You did not have any tax-exempt interest in- not required to use the worksheets in Publi-
come in 1995. Your benefits are not taxable 50% taxable.  If your income plus half of cation 590 and you take the U.S. savings
for 1995 because your income, as figured in your benefits is more than the following base bond interest exclusion, the foreign earned
the following worksheet, is not more than amount for your filing status, up to 50% of income exclusion, the foreign housing exclu-
your base amount ($32,000). your benefits will have to be included in your sion or deduction, the exclusion of income

taxable income. from U.S. possessions, or the exclusion of
income from Puerto Rico by bona fide re-● $25,000 if you are single, head of house-A. Write in the amount from box 5 of
sidents of Puerto Rico, you must use thehold, or qualifying widow(er).all your Forms SSA–1099 and
worksheets in Publication 915.RRB–1099. Include the full ● $25,000 if you are married filing separately

amount of any lump-sum benefit and lived apart  from your spouse for all
Note.  The worksheets mentioned in thepayments received in 1995, for of 1995.

1995 and earlier years, if you preceding discussion and those in this chap-
● $32,000 if you are married filing jointly.

choose to report the full amount ter do not include a line to enter the adjusted
for the 1995 tax year. (If you base amount of $34,000 or $44,000. In-85% taxable.  If your income plus half your
received more than one form, stead, they include a special line to enterbenefits is more than the following adjusted
combine the amounts from box 5 $9,000 or $12,000, which is the differencebase amount for your filing status, up to
and write in the total.) . . . . . . . . . . . . A. $ 9,000 between the adjusted base amount and the85% of your benefits will have to be included

base amount ($25,000 or $32,000 enteredin your taxable income.
Note: If the amount on line A is zero or less, stop on a previous line). This special line reflects

● $34,000 if you are single, head of house-here; none of your benefits are taxable this year. the adjusted base amount in figuring your
hold, or qualifying widow(er).

taxable benefits and helps reduce the num-B. Enter one-half of the amount on
● $34,000 if you are married filing separately ber of steps in the worksheet computation.line A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . B. 4,500

and lived apart from your spouse for all of
Lump-sum payment.  If you received a1995.C. Add your taxable pensions,

lump-sum benefit payment in 1995 that in-wages, interest, dividends, and ● $44,000 if you are married filing jointly.
cludes benefits for one or more earlier yearsother taxable income and write in

● $–0– if you are married filing separately and choose to treat the payment as if it werethe total . . . . . . . . . . . . . . . . . . . . . . . . . . C. 10,500 and lived with your spouse at any time received in those years, you must use the
during 1995. worksheets in Publication 915. Otherwise,D. Write in any tax-exempt interest

income (such as interest on you should treat the amount as if it were fully
Married filing separately and living withmunicipal bonds) plus any attributable to 1995 and include it in your to-
spouse.  If you are married filing separatelyexclusions from income (such as tal benefits received during that year.
and you lived with your spouse at any timeU.S. Savings Bond interest
during 1995, up to 85% of your benefits willexclusion) . . . . . . . . . . . . . . . . . . . . . . . . D. –0– Lump-Sum Benefits.  If you received ahave to be included in your taxable income.

lump-sum payment of benefits in 1995 that
E. Add lines B, C, and D and write in

includes benefits you should have received
the total . . . . . . . . . . . . . . . . . . . . . . . . . . E. 15,000 How To Figure and Report before 1995, it will be included in box 3 of

After you figure your taxable benefits on one your Form SSA–1099 or Form RRB–1099.
Note. Compare the amount on line E to your base of the worksheets at the end of the chapter Benefits for earlier year.  Generally, a
amount for your filing status. If the amount on line or in Publication 915, report your taxable lump-sum (or retroactive) payment of bene-
E is less than the base amount for your filing benefits on Form 1040 or Form 1040A. You fits is included in your total benefits for thestatus, none of your benefits are taxable this year. cannot use Form 1040EZ. Report your net year in which you receive it. However, if youIf the amount on line E is more than your base benefits (the amount in box 5 of your Form receive a lump-sum payment of benefits inamount, some of your benefits are taxable. SSA–1099 or RRB–1099) on line 20a, Form

1995 that includes benefits for one or more1040, or line 13a, Form 1040A. Report the
earlier years, you can figure whether any parttaxable part (from the last line of the work-
of these earlier year benefits are taxableRepayments.  Any repayment of benefits sheet) on line 20b, Form 1040, or line 13b,
based on the earlier year’s income. If thatyou made during 1995 is automatically sub- Form 1040A. If none of your benefits are tax-
method gives you a lower taxable benefit,tracted from the gross benefits you received able, do not enter any amounts on lines 13a
you can make the election discussed next.in 1995. It does not matter if the repayment or 13b (Form 1040A) or lines 20a or 20b

Election to treat benefits as receivedyou made in 1995 was for a benefit you re- (Form 1040).
in earlier year.  If it will lower your taxableceived before 1995. Your gross benefits are
benefits, you can choose to treat the earliershown in box 3 of Form SSA–1099 or RRB– Special worksheets for IRA deduction
benefits as received in the earlier year. In1099 and your repayments are shown in box and taxable benefits.  If you made contribu-
that case, any part of the earlier year bene-4. The amount in box 5 shows your net bene- tions to an individual retirement arrangement
fits that is taxable is then added to your taxa-fits for 1995 (box 3 minus box 4). This is the (IRA) for 1995 and if your IRA deduction is
ble benefits for the current year and the totalamount you will use to figure if any of your limited because you or your spouse is cov-
is included in your current year’s income. Nobenefits are taxable. ered by a retirement plan at work, you must
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adjustment is made to the earlier year’s re- 4. Enter the amount of any exclusions total of $250 in interest income for 1995.
turn. You do not have to file an amended re- from: U.S. savings bonds interest, They complete the worksheet which follows
turn for the earlier year. foreign earned income, foreign for Form 1040A filers and find that none of

housing, income from U.S. Ray’s social security benefits are taxable.For more information on lump-sum bene-
possessions, or income from Puertofits and what worksheets to complete, see
Rico by bona fide residents of PuertoPublication 915.
Rico that you claimed . . . . . . . . . . . . . . . –0– Worksheet 1A – Form 1040A Filers 

Social Security and Equivalent RailroadEstimated tax.  Tax is not withheld on social 5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . 31,980
Retirement Benefits security benefits. This means that you may 6. Enter the total adjustments plus any

(Keep for your records)have to pay estimated tax during the year if write-in amounts from Form 1040,
these benefits are taxable and you do not line 30 (other than foreign housing

Check only one box.have enough taxes withheld from other in- deduction) . . . . . . . . . . . . . . . . . . . . . . . . . . . –0–
come. See Chapter 5 for more information

7. Subtract line 6 from line 5 . . . . . . . . . . . 31,980 □ A. Single, Head of household, or Qualifyingon estimated tax.
widow(er)8. Enter:

µ B. Married filing jointly
$25,000 if you checked □ C. Married filing separately and lived with

box A or D, or your spouse at any time during 1995Examples 
$32,000 if you checked □ D. Married filing separately and lived apart

box B, orFollowing are a few examples you can use from your spouse for all of 1995
–0– if you checked box C . . . . . . . 25,000as a guide to figure the taxable part of your

benefits. 9. Subtract line 8 from line 7. If zero or
1. Enter the total amount from box 5 ofless, enter –0– . . . . . . . . . . . . . . . . . . . . . . . 6,980Example 1.  George White is single and

ALL your Forms SSA–1099 andfiles Form 1040 for 1995. He received the Is line 9 more than zero?
RRB–1099 (if applicable) . . . . . . . . . . . 5,600following income in 1995: No. Stop here. None of your social

security benefits are taxable. Do not
Fully taxable pension . . . . . . . . . . . . . . . . . . . $18,600 Note. If line 1 is zero or less, stop here;enter any amounts on lines 20a or

none of your benefits are taxable.Wages from part-time job . . . . . . . . . . . . . . 9,400 20b. But if you are married filing
Otherwise, go to line 2.Interest income . . . . . . . . . . . . . . . . . . . . . . . . . 990 separately and you lived apart from

your spouse for all of 1995, enter –0–Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $28,990 2. Enter one-half of line 1 . . . . . . . . . . . . . . 2,800
on line 20b. Be sure you entered ‘‘D’’

3. Add the amounts on Form 1040A,
to the left of line 20a.George also received social security lines 7, 8a, 8b, 9, 10b, 11b, and 12.
Yes. Go to line 10.benefits during 1995. The Form SSA–1099 Do not include here any amounts

10. Enter $9,000 ($12,000 if marriedhe received in January 1996 shows $7,200 from box 5 of Forms SSA–1099 or
filing jointly; $0 if married filingin box 3; $1,220 in box 4; and $5,980 in box RRB–1099 (line 8b is tax-exempt
separately and you lived with your5. To figure his taxable benefits, George interest income) . . . . . . . . . . . . . . . . . . . . . 29,750
spouse at any time in 1995) . . . . . . . . . 9,000completes the worksheet shown here (for 4. Enter the amount of any U.S. savings

11. Subtract line 10 from line 9. If zero orForm 1040 filers). bond interest exclusion from
less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . –0–

Schedule 1, line 3, that you claimed –0–
12. Enter the smaller of line 9 or line 10. 6,980

5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . 32,550
Worksheet 1 – Form 1040 Filers 13. Enter one-half of line 12 . . . . . . . . . . . . . 3,490

6. Enter the amount from Form 1040A,Social Security and Equivalent Railroad 14. Enter the smaller of line 2 or 13 . . . . 2,990 line 15c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000Retirement Benefits 
15. Multiply line 11 by 85% (.85). If line 7. Subtract line 6 from line 5 . . . . . . . . . . . 31,550(Keep for your records)

11 is zero, enter –0–. . . . . . . . . . . . . . . . . . –0–
8. Enter:

16. Add lines 14 and 15 . . . . . . . . . . . . . . . . . 2,990Check only one box
$25,000 if you checked 17. Multiply line 1 by 85% (.85) . . . . . . . . . . 5,083

µ A. Single, Head of household, or Qualifying box A or D, or
18. Taxable benefits. Enter the smallerwidow(er) $32,000 if you checked 

of line 16 or line 17 . . . . . . . . . . . . . . . . . . 2,990
□ B. Married filing jointly box B, or

●  Enter on Form 1040, line 20a, the –0– if you checked box C . . . . . . . 32,000□ C. Married filing separately and lived with
amount from line 1your spouse at any time during 1995 9. Subtract line 8 from line 7. If zero or
●  Enter on Form 1040, line 20b, the□ D. Married filing separately and lived apart less, enter –0– . . . . . . . . . . . . . . . . . . . . . . . –0–
amount from line 18from your spouse for all of 1995 Is line 9 more than zero?

No. Stop here. None of your social
The amount on line 18 of George’s work-

security benefits are taxable. Do not
sheet shows that $2,990 of his social secur-1. Enter the total amount from box 5 of enter any amounts on lines 13a or
ity benefits is taxable. On line 20a of hisALL your Forms SSA–1099 and 13b. But if you are married filing
Form 1040, George enters his net benefits ofRRB–1099 (if applicable) . . . . . . . . . . . 5,980 separately and you lived apart from
$5,980. On line 20b, he enters his taxable

your spouse for all of 1995, enter –0–
part of $2,990.Note. If line 1 is zero or less, stop here; on line 13b. Be sure you entered ‘‘D’’

none of your benefits are taxable. Example 2.  Ray and Alice Hopkins file a to the left of line 13a.
Otherwise, go to line 2. joint return on Form 1040A for 1995. Ray is Yes. Go to line 10.

retired and receives a fully taxable pension 10. Enter $9,000 ($12,000 if married2. Enter one-half of line 1 . . . . . . . . . . . . . . 2,990
of $15,500. Ray also receives social security filing jointly; $0 if married filing

3. Add the amounts on Form 1040, benefits and his Form SSA–1099 for 1995 separately and you lived with your
lines 7, 8a, 8b, 9 through 14, 15b, shows net benefits of $5,600 in box 5. Alice spouse at any time in l995) . . . . . . . . . .
16b, 17 through 19, and line 21. Do worked during the year and had wages of 11. Subtract line 10 from line 9. If zero ornot include here any amounts from $14,000. She made a deductible payment to less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . .box 5 of Forms SSA–1099 or RRB– her IRA account of $1,000. Ray and Alice

12. Enter the smaller of line 9 or line 101099 (line 8b is tax-exempt interest have two savings accounts. The Forms
income) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,990 13. Enter one-half of line 12 . . . . . . . . . . . . .1099–INT they received showed they had a
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14. Enter the smaller of line 2 or line 13 5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . 45,500 RRB–1099 show that your repayments are
more than your gross benefits, but your15. Multiply line 11 by 85% (.85). If line 6. Enter the total adjustments plus any
spouse’s are not, subtract the amount in box11 is zero, enter –0–. . . . . . . . . . . . . . . . . . write-in amounts from Form 1040,
5 of your form from the amount in box 5 ofline 30 (other than foreign housing16. Add lines 14 and 15 . . . . . . . . . . . . . . . . .
your spouse’s form. You do this to get yourdeduction) . . . . . . . . . . . . . . . . . . . . . . . . . . . –0–

17. Multiply line 1 by 85% (.85) . . . . . . . . . . net benefits when figuring if your combined7. Subtract line 6 from line 5 . . . . . . . . . . . 45,500
benefits are taxable.18. Taxable benefits. Enter the smaller

8. Enter:of line 16 or line 17 . . . . . . . . . . . . . . . . . .
Example.  John and Mary file a joint re-$25,000 if you checked ●  Enter on Form 1040A, line 13a, the

turn for 1995. John received Form SSA–box A or D, oramount from line 1.
1099 showing $3,000 in box 5. Mary also re-$32,000 if you checked ●  Enter on Form 1040A, line 13b, the
ceived Form SSA–1099 and the amount inbox B, oramount from line 18 . . . . . . . . . . . . . . . . .
box 5 was ($500). John and Mary will use–0– if you checked box C . . . . . . . 32,000
$2,500 ($3,000 minus $500) as the amountExample 3.  Joe and Betty Johnson file a 9. Subtract line 8 from line 7. If zero or of their net benefits when figuring if any ofjoint return on Form 1040 for 1995. Joe is a less, enter –0– . . . . . . . . . . . . . . . . . . . . . . . 13,500
their combined benefits are taxable.retired railroad worker and in 1995 received Is line 9 more than zero?

the social security equivalent portion of tier 1 No. Stop here. None of your social
benefits. Joe’s Form RRB–1099 shows security benefits are taxable. Do not Repayment of benefits received in an
$10,000 in box 5. Betty is a retired govern- enter any amounts on lines 20a or earlier year.  If the sum of the amount
ment worker and receives a fully taxable 20b. But if you are married filing shown in box 5 of all of your Forms SSA–
pension of $38,000. The only other income separately and you lived apart from 1099 and RRB–1099 is a negative figure andJoe and Betty had in 1995 was $2,300 in in- your spouse for all of 1995, enter –0– all or part of this negative figure is for bene-terest income. They also received interest of on line 20b. Be sure you entered ‘‘D’’ fits you included in gross income in an earlier$200 on a Series EE U.S. savings bond that to the left of line 20a. year, you can take an itemized deduction onthey redeemed in 1995. Joe and Betty paid

Yes. Go to line 10. Schedule A, Form 1040, for the amount ofqualified higher educational expenses for
10. Enter $9,000 ($12,000 if married the negative figure that represents thosetheir dependent daughter and the interest

filing jointly; $0 if married filing benefits.qualified for the U.S. savings bond interest
separately and you lived with your This deduction, if $3,000 or less, is sub-exclusion. They figure their taxable benefits
spouse at any time in 1995) . . . . . . . . . 12,000 ject to the 2%-of-adjusted-gross-incomeby completing the worksheet shown next.

11. Subtract line 10 from line 9. If zero or limit that applies to certain miscellaneous
less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . 1,500 itemized deductions and is claimed on line

22, Schedule A (Form 1040).Worksheet 1 – Form 1040 Filers 12. Enter the smaller of line 9 or line 10. 12,000
If this deduction is more than $3,000,Social Security and Equivalent Railroad 13. Enter one-half of line 12 . . . . . . . . . . . . . 6,000

you should figure your tax two ways:Retirement Benefits 
14. Enter the smaller of line 2 or 13 . . . . 5,000(Keep for your records)
15. Multiply line 11 by 85% (.85). If line 1) Figure your tax for 1995 with the item-

11 is zero, enter –0–. . . . . . . . . . . . . . . . . . 1,275Check only one box: ized deduction. This more-than-$3,000
deduction is not subject to the 2%-of-16. Add lines 14 and 15 . . . . . . . . . . . . . . . . . 6,275□ A. Single, Head of household, or Qualifying
adjusted-gross-income limit that applieswidow(er) 17. Multiply line 1 by 85% (.85) . . . . . . . . . . 8,500
to certain miscellaneous itemized

µ B. Married filing jointly 18. Taxable benefits. Enter the smaller deductions.
□ C. Married filing separately and lived with of line 16 or line 17 . . . . . . . . . . . . . . . . . . 6,275

your spouse at any time during 1995
2) Figure your tax for 1995 without the de-●  Enter on Form 1040, line 20a, the□ D. Married filing separately and lived apart

amount from line 1 duction. If a portion of the negative fig-from your spouse for all of 1995
ure represents a repayment of 1984●  Enter on Form 1040, line 20b, the

amount from line 18 benefits, you must first recompute your
1984 tax, reducing your 1984 social se-1. Enter the total amount from box 5 of
curity benefits by that portion. Recom-ALL your Forms SSA–1099 and
pute your 1985, 1986, etc., tax in theRRB–1099 (if applicable) . . . . . . . . . . . 10,000
same manner, using any portion of theRepayments More negative figure that represents a repay-Note. If line 1 is zero or less, stop here;
ment of benefits for those years. Re-none of your benefits are taxable. Than Gross Benefits 
duce your 1995 tax, figured without theOtherwise, go to line 2.

In some situations, your Form SSA–1099 or deduction, by the total decrease in your
2. Enter one-half of line 1 . . . . . . . . . . . . . . 5,000 Form RRB–1099 will show that the total ben- 1984, 1985, 1986, etc., tax as
3. Add the amounts on Form 1040, efits you repaid (box 4) is more than the recomputed.

lines 7, 8a, 8b, 9 through 14, 15b, gross benefits (box 3) you received. If this
16b, 17 through 19, and line 21. Do occurred, your net benefits in box 5 will be a
not include here any amounts from Compare the tax figured in methods (1) andnegative figure and none of your benefits will
box 5 of Forms SSA–1099 or RRB– (2). Your tax for 1995 is the smaller of thebe taxable. If you receive more than one
1099 (line 8b is tax-exempt interest two amounts. If method (1) results in lessform, a negative figure in box 5 of one form is
income) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,300 tax, take the itemized deduction on line 27,used to offset a positive figure in box 5 of an-

Schedule A (Form 1040). If method (2) re-other form. If you have any questions about4. Enter the amount of any exclusions
sults in less tax, claim a credit for the appli-this negative figure, contact your local Socialfrom: U.S. savings bond interest,
cable amount on line 61 of Form 1040 andforeign earned income, foreign Security Administration office or your local
write ‘‘I.R.C. 1341’’ in the margin to the left ofhousing, income from U.S. U.S. Railroad Retirement Board field office.

possessions, or income from Puerto line 61. If both methods produce the same
Rico by bona fide residents of Puerto tax, deduct the repayment in full on line 27,Joint return.  If you and your spouse file a
Rico that you claimed . . . . . . . . . . . . . . . 200 Schedule A (Form 1040).joint return, and your Forms SSA–1099 or
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Table 12–1. Worksheet 1–For Form 1040 Filers. Social Security and Equivalent Railroad Retirement Benefits
(Keep for your records)

Check only one box:
□ A. Single, Head of household, or Qualifying widow(er)
□ B. Married filing jointly
□ C. Married filing separately and lived with your spouse at any time during 1995
□ D. Married filing separately and lived apart from your spouse for all of 1995

1. Enter the total amount from box 5 of ALL your Forms SSA–1099 and RRB–1099 (if applicable) . . . . . . . . . 1.
 Note: If line 1 is zero or less, stop here; none of your benefits are taxable. Otherwise, go to line 2.

2. Enter one half of line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.
3. Add the amounts on your 1995 Form 1040, lines 7, 8a, 8b, 9 through 14, and line 15b, 16b, 17 through

19, and line 21. Do not include any amounts from box 5 of Forms SSA–1099 or RRB–1099 here (line
8b is tax-exempt interest income) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.

4. Enter the amount of any exclusion from U.S. savings bond interest, foreign earned income, foreign
housing, income from U.S. possessions, or income from Puerto Rico by bona fide residents of Puerto
Rico that you claimed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.

5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.
6. Enter the total adjustments, plus any write-in amounts from Form 1040, line 30 (other than the foreign

housing deduction) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.
7. Subtract line 6 from line 5 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.
8. Enter:

$25,000 if you checked Box A or D, or
$32,000 if you checked Box B, or
–0– if you checked Box C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.

9. Subtract line 8 from line 7. If zero or less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.
 Is line 9 more than zero?
 No. Stop here. None of your benefits are taxable. Do not enter any amounts on lines 20a or 20b. But if
you are married filing separately and you lived apart from your spouse for all of 1995, enter –0–  on
line 20b. Be sure you entered ‘D’ to the left of line 20a.
 Yes. Go to line 10.

10. Enter $9,000 ($12,000 if married filing jointly; $0 if married filing separately and you lived with your
spouse at any time in 1995) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.

11. Subtract line 10 from line 9. If zero or less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.
12. Enter the smaller of line 9 or line 10 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.
13. Enter one half of line 12 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.
14. Enter the smaller of line 2 or line 13 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14.
15. Multiply line 11 by 85% (.85). If line 11 is zero, enter –0– . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.
16. Add lines 14 and 15 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.
17. Multiply line 1 by 85% (.85). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.
18. Taxable benefits. Enter the smaller of line 16 or line 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.

●  Enter on Form 1040, line 20a, the amount from line 1.
●  Enter on Form 1040, line 20b, the amount from line 18.

Note: Use this worksheet whether or not you received a lump-sum payment. If you received a lump-sum payment in this year that was
for an earlier year, see Lump-sum payment.
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Table 12–2. Worksheet 1A–For Form 1040A Filers. Social Security and Equivalent Railroad Retirement
Benefits
(Keep for your records)

Check only one box:
□ A. Single, Head of household, or Qualifying widow(er)
□ B. Married filing jointly
□ C. Married filing separately and lived with your spouse at any time during 1995
□ D. Married filing separately and lived apart from your spouse for all of 1995

1. Enter the total amount from box 5 of ALL your Forms SSA–1099 and RRB–1099 (if applicable) . . . . . . . . . 1.
 Note: If line 1 is zero or less, stop here;  none of your benefits are taxable. Otherwise, go to line 2.

2. Enter one half of line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.
3. Add the amounts on Form 1040A, lines 7, 8a, 8b, 9, 10b, 11b, and 12. Do not include here any

amounts from box 5 of Forms SSA–1099 or RRB–1099 (line 8b is tax-exempt interest income). . . . . . . . . . 3.
4. Enter the amount of any U.S. savings bond interest exclusion from Schedule 1, line 3, that you claimed 4.
5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.
6. Enter the amount from Form 1040A, line 15c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.
7. Subtract line 6 from line 5 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.
8. Enter:

$25,000 if you checked Box A or D, or
$32,000 if you checked Box B, or
–0– if you checked Box C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.

9. Subtract line 8 from line 7. If zero or less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.
 Is line 9 more than zero?
 No. Stop here. None of your benefits are taxable. Do not enter any amounts on lines 13a or 13b. But if
you are married filing separately and you lived apart from your spouse for all of 1995, enter –0– on line
13b. Be sure you entered ‘D’ to the left of line 13a.
 Yes. Go to line 10.

10. Enter $9,000 ($12,000 if married filing jointly; $0 if married filing separately and you lived with your
spouse at any time in 1995) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.

11. Subtract line 10 from line 9. If zero or less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.
12. Enter the smaller of line 9 or line 10 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.
13. Enter one half of line 12 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.
14. Enter the smaller of line 2 or line 13 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14.
15. Multiply line 11 by 85% (.85). If line 11 is zero, enter –0– . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.
16. Add lines 14 and 15 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.
17. Multiply line 1 by 85% (.85). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.
18. Taxable benefits. Enter the smaller of line 16 or line 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.

●  Enter on Form 1040A, line 13a, the amount from line 1.
●  Enter on Form 1040A, line 13b, the amount from line 18.

Note: Use this worksheet whether or not you received a lump-sum payment. If you received a lump-sum payment in this year that was
for an earlier year, see Lump-sum payment.
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this income on line 21 of Form 1040. Deduc- Cancellations of student loans under section
465 of the Higher Education Act of 1965 alsotions for expenses related to the activity are
are not income.limited. They cannot total more than the in-13.

come you report, and can be taken only if
Court awards and damages. To determineyou itemize deductions on Schedule A (FormOther Income if settlement amounts you receive by com-1040). See Not-for-Profit Activities in Publi-
promise or judgment must be included incation 535, Business Expenses, for informa-
your income, you must consider the item thattion on whether an activity is considered car-
the settlement replaces. Include the follow-ried on for a profit.
ing as ordinary income:Introduction
1) Interest on any award.Alaska oil royalties.  If you were a resident

This chapter discusses many kinds of in- of Alaska and qualified to receive a payment 2) Compensation for lost wages or lostcome and explains whether they are taxable
from Alaska’s mineral income fund (Alaska profits in most cases.or nontaxable.
Permanent Fund dividends), you must report

3) Punitive damages awarded in cases not● Income that is taxable must be reported this amount on line 21, Form 1040. The state
involving physical injury or sickness. Re-on your tax return and is subject to tax. of Alaska will send you a Form 1099–MISC
port this income on line 21, Form 1040.which shows this amount. The IRS will also● Income that is nontaxable may have to be

4) Amounts received in settlement of pen-receive a copy of this form.shown on your tax return but is not subject
sion rights (if you did not contribute toto tax.
the plan).Alimony.  Include in your income on line 11,

You must include on your return all in- 5) Damages for:Form 1040, any alimony payments you re-
come you receive in the form of money, ceive. Amounts you receive for child support a) Patent or copyright infringement,
property, and services unless the tax law are not income to you. Alimony and child

b) Breach of contract, orstates that you do not include them. Some support payments are discussed in Chapter
items, however, are only partly excluded c) Interference with business20.
from income. They are listed and discussed operations.
briefly in this chapter. Allowances and reimbursements.  If you 6) Any recovery under the Age Discrimina-

receive travel, transportation, or other busi- tion in Employment Act.
Useful Items ness expense allowances or reimburse-
You may want to see: ments from your employer, or you are reim- Do not include in your income compensatory

bursed for the business use of your car, see damages for the following:
Publication Chapter 28. If you are reimbursed for moving 1) Personal injury or sickness (whether re-

expenses, see Chapter 19.□ 501 Exemptions, Standard ceived in a lump sum or installments).
Deduction, and Filing Information 2) Damage to your character.

Canceled debt. A canceled debt is gener-□ 520 Scholarships and Fellowships 3) Alienation of affection.ally income to you and must be reported on
□ 525 Taxable and Nontaxable Income line 21, Form 1040. 4) Surrender of custody of a minor child.
□ 544 Sales and Other Dispositions of A discount offered by a financial institu-

Assets tion for the prepayment of a mortgage loan is Estate and trust income. An estate or trust,
income from the cancellation of a debt. You unlike a partnership, may have to pay federal□ 550 Investment Income and
have no income from the cancellation of a income tax. If you are a beneficiary of an es-Expenses
debt if the cancellation is intended as a gift to tate or trust, you are taxed on your share of
you. its income. However, there is never a double

tax. Estates and trusts file their returns onIf your debt is canceled in a bankruptcyMiscellaneous Taxable Form 1041, U.S. Income Tax Return for Es-case (title 11) or when you are insolvent, do
tates and Trusts, and report your share ofnot include the canceled debt in your grossIncome the income on Schedule K–1 of Form 1041.income. Get Publication 908, Tax Informa-

Current income required to be distrib-This section begins with brief discussions of tion on Bankruptcy.
uted.  If you are the beneficiary of a trust thatnumerous income items, arranged in alpha- Cancellation of student loan. You do
must distribute all of its current income, youbetical order. These discussions are fol- not have income if your student loan is can-
must report your share of the distributablelowed by discussions of other taxable in- celed because you agreed to certain condi-
net income whether or not you have actuallycome items which are discussed in greater tions to obtain the loan and then performed
received it.detail as follows: the services required. Under the terms of the

Current income not required to be dis-loan you must be required to work for a spec-Bartering
tributed.  If you are the beneficiary of an es-ified period of time in certain professions for

Recoveries (including state income tax tate or trust and the fiduciary has the choiceone of a broad class of employers. To qual-
refunds) of whether to distribute all or part of the cur-ify, the loan must have been made by:

rent income, you must report all income thatRepayments
1) The government—federal, state, or lo- is required to be distributed to you, whetherRoyalties cal, or an instrumentality, agency, or or not it is actually distributed, plus all other

subdivision thereof, amounts actually paid or credited to you, to
Note.  When you report miscellaneous the extent of your share of distributable net2) A tax-exempt public benefit corporationtaxable income on line 21 of Form 1040, income.that has assumed control of a state,write a brief description of the income on the How to report estate and trust in-county, or municipal hospital, anddotted line next to line 21. come.  Each item of income is treated thewhose employees are considered pub-

same for you as for the estate or trust. If it islic employees under state law, or
Activity not for profit. You must include on dividend income for the trust, it is the same

3) An educational organization under anyour return income from an activity not for for you.
agreement with an entity described inprofit. An example of this type of activity The fiduciary of the estate or trust must
(1) or (2) that provided the funds to thewould be a hobby or a farm you operate tell you the type of items making up your
institution to make the loan.mostly for recreation and pleasure. Enter share of the estate or trust income and any
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credits you are allowed on your individual in- Gambling winnings. You must include your among all their members. Most require all
come tax return. gambling winnings in income on line 21, members to vote for or against all invest-

Form 1040. ments ,  sa les ,  exchanges ,  o r  o therLosses.  Losses of estates and trusts
If you itemize your deductions on Sched- transactions.genera l ly  are not  deduct ib le  by the

ule A (Form 1040), you can deduct gamblingbeneficiaries. How the income from an investment club
losses you had during the year, but only up to is reported on your tax return depends onGrantor trust.  Income earned by a gran-
the amount of your winnings. See Publica-tor trust is taxable to the grantor, not the how the club operates. Most clubs operate
tion 529, Miscellaneous Deductions, for in-beneficiary. This rule applies if the property as partnerships and are treated as such for
formation on recordkeeping.put into the trust will revert (be returned) to federal tax purposes. Others operate as cor-

Lotteries and raffles. Winnings from lot-the grantor or the grantor’s spouse. Gener- porations, trusts, or associations taxed as
teries and raffles are gambling winnings. Inally, for transfers after March 1, 1986, a trust corporations.
addition to cash winnings, you must includeis a grantor trust if the grantor has a rever- For more information about investment
in your income bonds, cars, houses, andsionary interest valued (at the date of trans- clubs, get Publication 550.
other noncash prizes at their fair marketfer) at more than 5% of the value of the
value.transferred property. For transfers in trust Jury duty. Jury duty pay you receive must

made before March 2, 1986, a trust was a be included in your income on line 21, Form
Note.  If you win a state lottery prize pay-grantor trust if it was expected that the prop- 1040.

able in installments, you must include in yourerty would revert to the grantor within 10 If you must give the pay to your employer
gross income the annual payments and anyyears. because your employer continues to pay
amount you receive designated as ‘‘interest’’ your salary while you serve on the jury, you
on the unpaid installments.Fees.  Include all fees for your services in can deduct the amount turned over to your

your gross income. Examples of these fees employer as an adjustment to your income.Form W–2G.  You may have received a
are amounts you receive for services as: Include the amount you repay your employerForm W–2G showing the amount of your

on line 30, Form 1040, and write ‘‘Jury pay’’gambling winnings and any tax withheld. In-1) A corporate director,
and the amount on the dotted line next toclude the amount from box 1 on line 21 of2) An executor or administrator of an line 30.Form 1040. Be sure to include any amountestate,

from box 2 on line 55 of Form 1040.
3) A notary public, or Kickbacks. You must include in your income

on line 21, Form 1040, or on Schedule C orHobby losses. Losses from a hobby are not4) An election precinct official.
Schedule C–EZ (Form 1040), kickbacks,deductible from other income. A hobby is an
side commissions, push money, or similaractivity from which you do not expect toCorporate director.  If you received (or
payments you receive.make a profit. See Activity not for profit,should have received) a Form W–2 showing

earlier. Example.  You are a car salespersoncorporate director fees, report these fees on
and help arrange car insurance for buyers.line 7 of Form 1040 or Form 1040A, or on

Note.  If you collect stamps, coins, or Insurance brokers pay back part of theirline 1 of Form 1040EZ.
other items as a hobby for recreation and commissions to you for referring customersOtherwise, report these payments on
pleasure, and you sell any of the items, your to them. You must include the kickbacks inSchedule C (Form 1040) or Schedule C–EZ
gain is taxable as a capital gain. (See Chap- your income.(Form 1040) as self-employment income.
ter 17.) However, if you sell items from yourExecutor or administrator of an es-
collection at a loss, you cannot deduct a net Note received for services.  If your em-tate.  If these payments total $600 or more
loss. ployer gives you a note as payment for yourfor the year, the payer must report the fees

services, you must include the fair marketto the IRS on Form 1099–MISC. You will re-
value (usually the discount value) of the noteceive a copy of the Form 1099–MISC. Re- Illegal income.  Illegal income, such as sto-
in your income as wages for the year you re-port these payments on Schedule C (Form len or embezzled funds, must be included in
ceive it. When you later receive payments on1040) or Schedule C–EZ (Form 1040) as your gross income on line 21, Form 1040, or
the note, part of each payment is a recoveryself-employment income. Exception: If you on Schedule C or Schedule C–EZ (Form
of the fair market value that you previouslyare not in the trade or business of being an 1040) if from your self-employment activity.
included in your income. Do not include thatexecutor (for instance, you are the executor
part in your income again. Include the rest ofof a friend’s or relative’s estate), do not in- Indian fishing rights.  If you are a member
the payment in your income in the year ofclude these amounts on Schedule C or of a qualified Indian tribe that has fishing
payment.Schedule C–EZ. Report them on line 21 of rights secured by treaty, executive order, or

Form 1040. an Act of Congress as of March 17, 1988, do
Prizes and awards. If you win a prize in aNotary public.  Report payments for not include in your income amounts you re-
lucky number drawing, television or radiothese services on Schedule C (Form 1040) ceive from activities related to those fishing
quiz program, beauty contest, or other event,or Schedule C–EZ (Form 1040). These pay- rights. The income is not subject to income
you must include it in your income. For ex-ments are not subject to self-employment tax, self-employment tax, or employment
ample, if you win a $50 prize in a photogra-tax. taxes.
phy contest, you must report this income onElection precinct official.  You should
line 21, Form 1040.receive a Form W–2 showing payments for Investment clubs. An investment club is a

Employee cash awards or bonuses.services as an election precinct official. Re- group of friends, neighbors, business associ-
Cash awards or bonuses given to you byport these payments on line 7 of Form 1040 ates, or others who pool limited or stated
your employer for good work or suggestionsor Form 1040A, or on line 1 of Form 1040EZ. amounts of funds to invest in stock or other
generally must be included in your income.securities. The club may or may not have a
However, certain employee awards can beFree tour. A free tour you receive from a written agreement, charter, or by-laws. Usu-
excluded from your income. See Employeetravel agency for organizing a group of tour- ally the group operates informally with mem-
achievement awards, later.ists must be included in your income on line bers pledging a regular amount to be paid

Goods or services.  Prizes and awards21, Form 1040, or on Schedule C or Sched- into the club monthly. Some clubs have a
in goods or services must be included in in-ule C–EZ (Form 1040), at the fair market committee that gathers information on se-
come at their fair market value. If you refusevalue of the tour. You cannot deduct your ex- curities, selects the most promising, and rec-
to accept a prize, do not include its value inpenses in serving as the voluntary leader of ommends that the club invest in them. Other
your income.the group at the group’s request. clubs rotate the investigatory responsibilities
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Pulitzer, Nobel, and other prizes.  If you that the artist created in return for 6 months’ on Schedule A (Form 1040). Non-itemized
were awarded a Pulitzer, Nobel, or other rent-free use of an apartment. You must re- deduction recoveries include such items as
prize in recognition of past accomplishments port as rental income on Schedule E (Form payments you receive on previously de-
(in religious, charitable, scientific, artistic, ed- 1040) the fair market value of the art work, ducted bad debts and recoveries of items for
ucational, literary, or civic fields) you do not and the artist must report as income on which you previously claimed a tax credit.
include this prize in your income if you meet Schedule C or Schedule C–EZ (Form 1040)
all of the following requirements. the fair rental value of the apartment. Federal income tax refund.  Refunds of

federal income taxes are not included in your1) You were selected without any action
Barter exchange.  If you exchanged prop- income because they are never allowed as aon your part to enter the contest or
erty or services through a barter exchange, deduction from income.proceeding.
you should receive Form 1099–B or a similar

2) You are not required to perform sub- statement. You should receive the state- Interest.  Interest on any of the amounts youstantial future services as a condition to ment by January 31, 1996, and it will gener- recover must be reported as interest incomereceiving the prize or award. ally show the value of cash, property, ser- in the year received.
3) The prize or award is transferred directly vices, credits, or scrip you received from

to a governmental unit or tax-exempt exchanges during the year. The IRS will also Recovery and expense in same year.  If
charitable organization as designated get a copy of Form 1099–B. the refund or other recovery and the deducti-
by you. ble expense occur in the same year, the re-

fund or recovery reduces the deduction andPartnership Income 
Get Publication 525 for more information is not reported as income.A partnership is not a taxable entity. The in-about the conditions that apply to the

come, gains, losses, credits, and deductionstransfer. Recovery for 2 or more years.  If you re-of a partnership are ‘‘passed through’’ to the
ceive a refund or other recovery that is forpartners based on each partner’s distributiveSale of personal items. If you sell an item amounts you paid in 2 or more separateshare of these items.that you owned for personal use, such as a years, you must allocate, on a pro rata basis,The partnership must file a return oncar, refrigerator, furniture, stereo, jewelry, or the recovered amount between the years inForm 1065, U.S. Partnership Return of In-silverware, a gain is taxable as a capital gain which it was paid.come, and send Schedule K–1 to each part-reported on Schedule D (Form 1040). You This allocation is necessary to determinener. In addition, the partnership will sendcannot deduct a loss. the amount of recovery from any earliereach partner a copy of the Partner’s Instruc-However, if you sell an item that you held years and to determine the amount, if any, oftions for Schedule K–1 (Form 1065), to helpfor investment, such as gold or silver bullion, your allowable deduction for this item for theeach partner report his or her share of thecoins, or gems, a gain is taxable as a capital current year. For information on how to com-partnership’s income, credits, deductions,gain and a loss is deductible as a capital pute the allocation, see Recoveries in Publi-and tax preference items. Do not attachloss. cation 525.Schedule K–1 (Form 1065) to your Form

1040. Keep it for your records.Bartering Tax benefit rule.  If you did not derive a taxFor an example of how to report partner-
benefit from your prior year deduction, youBartering is an exchange of property or ser- ship items, see Chapter 39.
do not have to include the amount you re-vices. You must include in your income, at For more information on partnerships,
ceived this year in income. This could hap-the time received, the fair market value of get Publication 541, Tax Information on
pen if you were subject to the alternativeproperty or services you receive in bartering. Partnerships.
minimum tax or had credits that reducedIf you exchange services with another per-
your tax liability to zero. For more informa-son and you both have agreed ahead of time S Corporation Income tion, get Publication 525.as to the value of the services, that value will

In general, an S corporation does not pay taxbe accepted as fair market value unless the
on its income. Instead, the income and ex-value can be shown to be otherwise. Itemized Deduction Recoveries
penses of the corporation are ‘‘passedReport this income on Schedule C or If you recover any amount that you deducted
through’’ to the shareholders.Schedule C–EZ (Form 1040). in an earlier year on Schedule A (Form

An S corporation must file a return onExample 1.  You are a self-employed at- 1040), you must determine how much, if any,
Form 1120S, U.S. Income Tax Return for antorney and perform legal services for a cli- of the recovery to include in your income.
S Corporation, and send Schedule K–1ent, a small corporation. The corporation Due to changes in the tax law, different
(Form 1120S) to each shareholder. In addi-gives you shares of its stock as payment for computations are needed for the recovery of
tion, the S corporation will send each share-your services. You must include in income items deducted after 1986 or before 1987.
holder a copy of the Shareholder’s Instruc-the fair market value of the shares on Sched- The discussions in this section apply to re-tions for Schedule K–1 (Form 1120S) to helpule C or Schedule C–EZ (Form 1040) in the covery of items deducted after 1986. If you
each shareholder report his or her share ofyear that you receive them. recovered an item deducted before 1987,
the S corporation’s income, credits, and de-Example 2.  You are self-employed and contact your local IRS office for assistance,
ductions. Do not attach Schedule K–1 (Forma member of a barter club. The club uses or see a tax practitioner.
1120S) to your Form 1040. Keep it for your‘‘credit units’’ as a means of exchange. It
records.adds credit units to your account for goods Standard deduction.  To determine ifFor more information on S corporationsor services you provide to members, which amounts deducted on your 1994 return andand their shareholders, get Publication 589,you can use to purchase goods and services recovered in 1995 must be included in yourTax Information on S Corporations.offered by other members of the barter club. income, you must know the standard deduc-

The club subtracts credit units from your ac- tion for your filing status for 1994. Standard
count when you receive goods or services Recoveries deduction amounts for 1994 are in Publica-
from other members. You must include in in- tion 525.A recovery is a return of an amount you de-
come the value of credit units that are added ducted or took a credit for in an earlier year.
to your account, even though you may not Generally, you must include all or part of the Form 1099–G. If you received a state or lo-
actually receive goods or services from recovered amounts in your income in the cal income tax refund in 1995, you may re-
other members until a later tax year. year the recovery is received. The most ceive a statement, Form 1099–G, Certain

Example 3.  You own a small apartment common recoveries are refunds, reimburse- Government Payments, from the payer of
building and an artist gives you a work of art ments, and rebates of deductions itemized the refund (or credit or offset) by January 31,
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1996. The IRS will also receive a copy of the Because your total recoveries are less Repayments
Form 1099–G. than the amount by which your itemized de-

If you had to repay an amount that you hadReport any interest you received on state ductions exceeded the standard deduction
included in your income in an earlier year be-or local income tax refunds on line 8a of ($7,350 –  6,350 =  $1,000), you must in-
cause at that time you thought you had anForm 1040. clude your total recoveries in your income for unrestricted right to it, you can deduct the

1995. Report the state and local income tax amount repaid from your income in the year
No earlier year deduction.  If you did not refund of $400 on line 10, Form 1040, and in which you repay it.
itemize deductions in the year for which you the balance of your recoveries, $525, on line
received the recovery, do not include any of 21, Form 1040. Type of deduction.  The type of deductionthe recovery amount in your income.

you are allowed in the year of repayment de-
Total recoveries not included in income. pends on the type of income you included in

Recovery limited to deduction.  You do The total recovery that must be included in the earlier year. For instance, if you repay an
not include in your income any amount of your income is limited to the itemized deduc- amount that you previously reported as a
your recovery that is more than the amount capital gain, deduct the repayment as a capi-tion amount that reduced your tax for the
you deducted in the earlier year. The amount tal loss.earlier year. (See Tax benefit rule, earlier.)
you include in your income is limited to the

You are generally allowed to claim the
smaller of:

Repayment $3,000 or less.  If the amountstandard deduction if you do not itemize your
1) The amount deducted on Schedule A you repaid was $3,000 or less, deduct it fromdeductions. Only your itemized deductions

(Form 1040), or your income in the year you repaid it. If youthat are more than your standard deduction
reported it as wages, unemployment com-are subject to the recovery rule. If your total2) The amount recovered.
pensation, or other ordinary income, enter itdeductions on the earlier year return were
on line 22, Schedule A (Form 1040). If younot more than your income for that year, in-

Example.  During 1994 you paid $1,700 reported it as a capital gain, deduct it onclude in your income this year the smaller of:
for medical expenses. From this amount you Schedule D (Form 1040).
subtracted $1,500, which was 7.5% of your 1) Your recoveries, or
adjusted gross income. Your taxable income Repayment over $3,000.  If the amount you

2) The amount by which your itemized de-for 1994 was $13,500. Your actual medical repaid was more than $3,000, you can take a
ductions exceeded the standardexpense deduction was $200. In 1995, you deduction for the amount repaid, or you can
deduction.received a $500 reimbursement from your take a credit against your tax. Follow the

medical insurance for your 1994 expenses. steps below and compare the results. Use
The only amount of the $500 reimbursement the method (credit or deduction) that resultsExample.  You filed a joint return forthat must be included in your income in 1995 in less tax.1994 with taxable income of $25,000. Youris $200—the amount actually deducted.

itemized deductions were $7,350. The stan- 1) Figure your tax for 1995 claiming a de-
dard deduction that you could have claimed duction for the repaid amount.Total recoveries included in income.  The
was $6,350. In 1995 you recover $2,400 oftotal amount recovered in 1995 is included in 2) Figure your tax for 1995 without de-your 1994 itemized deductions. None of theyour income if certain requirements are met. ducting the amount you repaid. Then,recoveries were more than the actual deduc-Recoveries of amounts deducted after

a) Refigure your tax from the earlier yeartions for 1994. Include $1,000 of the recov-1986 will generally be included in your in-
without including in income theeries in your 1995 income. This is the smallercome if:
amount you repaid in 1995.of your recoveries ($2,400) or the amount by

1) The recoveries are not more than the which your itemized deductions were more b) Subtract the tax in (a) from the taxamount deducted, than the standard deduction ($7,350 – shown on your return for the earlier
6,350 =  $1,000).2) The recoveries are equal to or less than year.

the amount by which your itemized de-
c) Then subtract the answer in (b) from

ductions exceeded the standard deduc- Other recoveries.  See Recoveries in Publi- the tax for 1995 figured without the
tion for your filing status in the earlier cation 525 if: deduction.
year, and

1) Your total deductions exceeded your in-3) Your total deductions on the earlier year How you treat the repayment on yourcome in the prior year.return did not exceed your total income. 1995 return depends on which answer
above results in less tax.2) You have recoveries of items other than

Where to report.  Enter your state and itemized deductions. ● If the answer in Step (1) is less tax, deduct
local income tax refund on line 10, Form the amount repaid on the same form or

3) Your standard deduction was zero in the1040, and the total of all other recoveries as schedule on which you previously re-
other income on line 21, Form 1040. prior year for which you received the ported it. For example, if you reported it as

recovery.Example.  For 1994, you filed a joint re- self-employment income, deduct it on
turn. Your taxable income was $20,000. The Schedule C or Schedule C–EZ (Form4) You received a recovery for an item for
standard deduction for your filing status was 1040), or if you reported it as wages, de-which you claimed a tax credit (other
$6,350, and you had itemized deductions of duct it on line 27 of Schedule A (Formthan investment credit or foreign tax
$7,350. In 1995, you received the following 1040).credit) in a prior year.
recoveries for amounts deducted on your

● If the answer in Step (2) is less tax, claim a1994 return: 5) You were subject to the alternative mini- credit on line 60, Form 1040, and write
mum tax, or you had credits that re- ‘‘I.R.C. 1341’’ next to line 60.Medical expenses . . . . . . . . . . . . . . . . . . . . . . . . . . $200
duced your tax liability to zero, in the

State and local income tax refund . . . . . . . . . . 400
year the deduction was claimed. An example of this computation can beReal estate tax rebate . . . . . . . . . . . . . . . . . . . . . . 325

found in Publication 525.6) Your last payment of 1994 estimated
Total recoveries . . . . . . . . . . . . . . . . . . . . . . . . . . . $925 state income tax was made in 1995.

Repaid social security benefits.  If you re-
7) Your itemized deductions for 1994 were paid social security benefits, see Repay-None of the recoveries were more than the

ments in Chapter 12.limited as discussed in Chapter 22.deductions taken for 1994.
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payments as a return of capital. Any interest income on line 21, Form 1040, in the yearRoyalties 
factor received by the buyer will be treated transferred.

Royalties from copyrights, patents, and oil, as ordinary income not subject to the allow-
gas, and mineral properties are taxable as ance for depletion. Cash rebates.  A cash rebate you receiveordinary income. Retained interest.  If you retain a roy- from a dealer or manufacturer of an item youYou generally report royalties on Part I, alty, an overriding royalty, or a net profit in- buy is not income.Schedule E (Form 1040). However, if you terest in a mineral property for the life of the
hold an operating oil, gas, or mineral interest, Example.  You buy a new car for $9,000property, you have made a lease or a sub-
or are in business as a self-employed writer, cash and receive a $400 rebate check fromlease, and any cash you receive for the as-
inventor, artist, etc., report gross income and the manufacturer. The $400 is not income tosignment is ordinary income subject to a de-
expenses on Schedule C or Schedule C–EZ you. Your cost is $8,600. This is your basispletion allowance. 
(Form 1040). on which you figure gain or loss if you sell the

car, and depreciation if you use it for
Copyrights and patents. Royalties from business.Income Not Taxed copyrights on literary, musical, or artistic
works, and similar property, or from patents Employee achievement awards. You canYou generally should not report the following
on inventions, are amounts paid to you for exclude from income employee achieve-items on your return. Some of the items,
the right to use your work over a specified ment awards you receive only if your em-however, are only partly excluded from your
period of time. Royalties are generally based income. A discussion of other totally and ployer can deduct them. To be deducted by
on the number of units sold, such as the partly excluded items follows this list. your employer, and excluded by you, the
number of books, tickets to a performance, awards must  meet  a l l  the fo l lowingAccident and health insuranceor machines sold. requirements:proceeds

1) Be given for length of service or safety‘‘Black lung’’ benefitsOil, gas, and minerals. Royalty income from
achievement.oil, gas, and mineral properties is the amount Casualty insurance and other reim-

you receive when natural resources are ex- bursements (Chapter 27) 2) Be tangible personal property other
tracted from your property. The royalties are than cash, gift certificates, or equivalentChild support payments (Chapter 20)based on units, such as barrels, tons, etc., items.Damages awarded for physical injuryand are paid to you by a person or company

or sicknesswho leases the property from you. 3) Be given under conditions and circum-
stances that do not create a significantDepletion.  If you are the owner of an ec- Employment agency fees (Chapter 30)
likelihood of the payment of disguisedonomic interest in mineral deposits or oil and Federal Employees’ Compensation

gas wells, you can recover your investment compensation.Act payments
through the depletion allowance. For infor-

4) Be given as part of a meaningfulGovernment cost-of-living allowancesmation on this subject, see Chapter 13 of
presentation.for civilian employees stationedPublication 535, Business Expenses.

outside the continental U.S. (or inCoal and iron ore.  Under certain cir- 5) Be no more than the specified dollar
Alaska) (Chapter 6)cumstances, you can treat amounts you re- limits.

ceive from the disposal of coal and iron ore Interest on state or local government
as payments from the sale of a capital asset, obligations (Chapter 8) Dollar limits.  There are limits to the total
rather than as royalty income. For informa- awards you can exclude in one year. AwardsMeals and lodging
tion about gain or loss from the sale of coal from nonqualified plans are limited to $400,Members of the clergy housing allow-and iron ore, get Publication 544. and total awards, from both qualified andance (Chapter 6)Interest in the property sold.  If you sell nonqualified plans, are limited to $1,600.
your complete interest in the oil, gas, or min- Military allowances (Chapter 6) The cost to your employer is the determining
eral rights, the amount you receive is consid- factor for these limits. Amounts over the lim-Moving expense reimbursements
ered payment for the sale of your property, (Chapter 19) its cannot be deducted by your employer and
not royalty income. Under certain circum- must be included in your income.Scholarship and fellowship grantsstances, the sale is subject to capital gain or Qualified plan award.  A qualified plan

Social security benefits andloss treatment on Schedule D (Form 1040). award is one you are awarded as part of an
equivalent railroad retirement ben-For information on capital gain or loss, see established written plan by your employer
efits (Chapter 12)Chapter 15. that does not discriminate in favor of highly

Also, you can report the sale as an in- Supplemental Security Income (SSI) compensated employees. An award will not
stallment sale if you are to receive at least be considered a qualified plan award if theVeterans’ benefits (Chapter 6)one payment after the tax year in which the average cost of all employee achievementWelfare benefitssale took place. For more information, get

awards given by your employer during the
Publication 537, Installment Sales. Workers’ compensation tax year is more than $400. In determining

Part of future production sold.  If you average cost, awards of nominal value are
own mineral property but sell part of the fu- Campaign contributions. These contribu- not taken into account.
ture production, you generally treat the tions are not income to a candidate unless

Example.  Ben Green received three em-money you receive from the buyer at the they are diverted to his or her personal use.
ployee achievement awards during 1995: atime of the sale as a loan from the buyer. Do To be exempt from tax, the contributions
nonqualified plan award of a watch valued atnot include it in your income or take deple- must be spent for campaign purposes or
$250, and two qualified plan awards of ation based on it. kept in a fund for use in future campaigns.
stereo valued at $1,000 and a set of golfWhen production begins, you include all However, interest earned on bank deposits,
clubs valued at $500. Assuming that the re-the proceeds in your income, deduct all the dividends received on contributed securities,
quirements for qualified plan awards are oth-production expenses, and deduct depletion and net gains on sales of contributed securi-

from that amount to arrive at your taxable in- erwise satisfied, each award by itself wouldties are taxable and must be reported on
come from the property. be excluded from his income. However,Form 1120–POL, U.S. Income Tax Return

since the total value of the awards is moreYour payments to the buyer of the buy- for Certain Political Organizations. Excess
er’s share of the proceeds are treated as a than $1,600, Ben must include $150 ($1,750campaign funds transferred to an office ac-
loan repayment. The buyer will treat your count must be included in the officeholder’s –  $1,600) in his income.
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Energy conservation subsidies.  You can Gifts and inheritances. Generally, property under an insurance policy for additional liv-
exclude from gross income any subsidy pro- ing expenses you and your family had be-you receive as a gift, bequest, or inheritance
vided, either directly or indirectly, by public cause you lost the use of your home by fire,is not included in your income. However, if
utilities for the purchase or installation of an storm, or other casualty. The amount you ex-property you receive this way later produces
energy conservation measure with respect clude from income is limited to your extra liv-income such as interest, dividends, or rent-
to a dwelling unit. You can only exclude 40% ing expenses that are more than the normalals, that income is taxable to you. If property
of the subsidy if you purchased or installed expenses you would have had. Extra livingis given to a trust and the income from it is
the energy conservation measure with re- expenses, for this purpose, include onlypaid, credited, or distributed to you, that also
spect to nonresidential property. those to keep you and your family at theis income to you. If the gift, bequest, or inher-

Energy conservation measure.  This same standard of living you had before theitance is the income from the property, that
includes installations or modifications that loss.income is taxable to you.
are primarily designed to reduce consump- Items given to you as an incentive to
tion of electricity or natural gas, or improve Sale of home.  If you are 55 or older and sellenter into a business transaction are not
the management of energy demand. your main home, you may be able to excludegifts. For example, items such as small appli-

Dwelling unit.  This includes a house, from income all or part of any gain from theances or dinnerware given to you by a bank
apartment, condominium, mobile home, sale. See Chapter 16.as an incentive to make a deposit are inter-
boat, or similar property. If a building or struc- est income to you and must be reported at
ture contains both dwelling and other units, Transporting schoolchildren. Do not in-their fair market value.
any subsidy must be properly allocated. clude in your income a school board mileageFor more information, see Publication

allowance for taking children to and from525.
Foster-care providers. Payments you re- school if you are not in the business of takingInherited IRA.  If you inherited an individ-
ceive from a state, political subdivision, or children to school. You cannot deduct ex-ual retirement arrangement (IRA), special
tax-exempt child-placement agency for pro- penses for providing this transportation.rules apply. See Chapter 18.
viding foster care to qualified individuals in
your home are not included in your income. Utility rebates. If you are a customer of anInterest on frozen deposits.  In general,You cannot deduct the related expenses. electric utility company and you participate inyou must exclude from your income theHowever, you must include in your income the utility’s energy conservation program,amount of interest earned on a frozen de-payments received for the care of more than you may receive on your monthly electric billposit. A deposit is frozen if, at the end of the5 individuals age 19 or older. either:calendar year, you cannot withdraw any partA qualified foster individual is a person

of the deposit because: 1) A reduction in the purchase price ofwho:
electricity furnished to you (rate reduc-1) The financial institution is bankrupt or in-1) Is living in a foster family home, and tion), orsolvent, or

2) Was placed there by: 2) A nonrefundable credit against the2) The state where the institution is lo-
a) An agency of a state or one of its po- purchase price of the electricity.cated has placed limits on withdrawals

litical subdivisions, or
because other financial institutions in

The amount of the rate reduct ion orb) A tax-exempt child placement agency the state are bankrupt or insolvent.
nonrefundable credit is not included in yourlicensed by a state, if the individual is
income.under age 19. Excludable amount.  The amount of in-

terest you must exclude from gross income
Difficulty-of-care payments.  These for the year is the interest that was credited Life Insurance Proceeds

payments are not included in your income. on the frozen deposit for that tax year minus Life insurance proceeds paid to you because
These are additional payments made to fos- the sum of: of the death of the insured person are not
ter-care providers of physically, mentally, or taxable unless the policy was turned over to1) The net amount withdrawn from the de-emotionally handicapped individuals by a you for a price. This applies even if the pro-posit during that year, andstate, political subdivision, or tax-exempt ceeds were paid under an accident or health
child placement agency that are designated 2) The amount that could have been with- insurance policy or an endowment contract.
as difficulty-of-care payments. A state must drawn at the end of that tax year (not re-
determine that the additional compensation duced by any penalty for premature Proceeds not received in installments.  Ifis needed. You must include in your income withdrawals of a time deposit). death benefits are paid to you in a lump sumdifficulty-of-care payments received for

or other than at regular intervals, include inmore than: The excluded part of the interest is included your gross income only the benefits that are
in your gross income in the tax year it be-1) 10 children under age 19, and more than the amount payable to you at the
comes withdrawable. time of the insured person’s death. If the2) 5 individuals age 19 or older.

benefit payable at death is not specified, you
Interest on qualified savings bonds.  You include in your income the benefit paymentsMaintaining space in home.  If you are
may be able to exclude from your income the that are more than the present value of thepaid by a placement agency to maintain
interest from qualified U.S. savings bonds payments at the time of death.space in your home for foster-care individu-
you redeem if you pay qualified higher edu-als, or if you receive payments that you must
cational expenses in the same year. ‘‘Quali- Proceeds received in installments.  If youinclude in your income, you are in business
fied higher educational expenses’’ are those receive life insurance proceeds in install-as a foster-care provider and you are self-
you pay for tuition and required fees at an eli- ments, you can exclude part of each install-employed. You must include these pay-
gible educational institution for you, your ment from your income.ments in your income. You can deduct ex-
spouse, or your dependent. A ‘‘qualified U.S.penses related to these payments. To determine the excluded part, you
savings bond’’ is a Series EE savings bondReport the income and expenses on must divide the amount held by the insur-
issued after December 31, 1989, to an indi-Schedule C or Schedule C–EZ (Form 1040) ance company (generally the total lump sum
vidual 24 years of age or older. For more in-and net business income on Schedule SE payable at the death of the insured person)
formation on this exclusion, see Chapter 8.(Form 1040). See Home Office in Chapter by the number of installments to be paid. In-

30. clude anything over this excluded part in
Living expenses paid by insurance.  DoFor more information on foster care, get your income as interest. For more informa-
not include in income amounts you receivePublication 501. tion, get Publication 525.
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Surviving spouse.  If your spouse died be more than $5,000 regardless of the num- Welfare and Other Public
before October 23, 1986, and insurance pro- ber  o f  employers  or  the  number  o f Assistance Benefits ceeds are payable to you because of the beneficiaries.

Do not include in your income the benefitdeath of your spouse, and you receive them This exclusion also covers payments of
payments from a public welfare fund, suchin installments, you can exclude up to $1,000 the balance to the credit of a deceased em-
as payments due to blindness. Paymentsa year of the interest included in the install- ployee under a stock bonus, pension, or
from a state fund for the victims of crimements. This is in addition to the part of each profit-sharing plan, as long as they are re-
should not be included in the victims’ in-

installment that is excluded as a recovery of ceived during one tax year of the beneficiary. comes if they are in the nature of welfare
the lump sum payable at death. If you re- Example.  William Smith was an officer payments. Do not deduct medical expenses
marry,  you can cont inue to take the of a corporation at the time of his death last that are reimbursed by such a fund.
exclusion. year. The board of directors voted to pay Mr.

If your spouse died after October 22, Smith’s salary to his widow for the remainder Payments for age and residency.  Pay-
1986, you cannot exclude any interest pay- ments the state of Alaska makes to its citi-of the year for his past services. During the
ments included in the installment payments. zens who meet certain age and residencyyear the corporation made payments of

See Life Insurance Proceeds in Publica- tests that are not based on need are not wel-$18,000 to the widow. She can exclude from
tion 525. fare benefits. Include them in gross incomeher income the first $5,000 she received, but

on line 21, Form 1040.must include the remaining $13,000 on line
Interest option on insurance. If an insur- 21 of her Form 1040.

Employment Opportunities for Handi-ance company pays you only interest on pro- Self-employed individuals.  The death
capped Individuals Act.  Persons with disa-ceeds from life insurance left on deposit with benefit exclusion also applies to lump-sum
bilities who are employed in community ser-them, the interest you are paid is taxable. distributions paid on behalf of self-employed
vice activities under this Act do not include inIf your spouse died before October 23, individuals, if paid under a qualified pension,
income the allowances or reimbursements1986, and you chose to receive only the in- profit-sharing, or stock bonus plan. paid to them under the Act for training or re-terest from your insurance proceeds, the Payments not qualifying.  Any amount habilitation. Compensation received for ser-$1,000 interest exclusion for a surviving the deceased employee (or self-employed vices performed under this Act are includiblespouse does not apply. If you later decide to individual) had a guaranteed right to receive in gross income. For more information, see

receive the proceeds from the policy in in- had death not occurred cannot be excluded Publication 525.
stallments, you can take the interest exclu- as a tax-free death benefit. If the deceased
sion from the time you begin to receive the employee was receiving a retirement annu- Disaster Relief Act of 1974. Grants made
installments. ity, and the beneficiary continues to receive under this Act to help victims of natural di-

payments under a joint and survivor annuity sasters are not included in income. Do not
Surrender of policy for cash.  If you sur- option, these payments do not qualify for the deduct casualty losses or medical expenses
render a life insurance policy for cash, you that are specifically reimbursed by these dis-death benefit exclusion. However, if the de-
must include in income any proceeds that aster relief grants. Disaster unemploymentceased employee had retired on disability
are more than the amount of premiums that assistance payments under the Act are un-and at the time of death had not reached

employment benefits that are taxable. Seeyou paid. minimum retirement age, payments to the
Unemployment compensation in Chapter 6.Reporting.  If you received a Form beneficiary may qualify for the death benefit

1099–R, report these amounts on lines 16a exclusion. Minimum retirement age gener-
Mortgage assistance payments.  Pay-and 16b of Form 1040, or lines 11a and 11b ally is the age at which an individual can re-
ments made under section 235 of the Na-of Form 1040A. ceive a pension or annuity were that individ-
tional Housing Act for mortgage assistanceual not disabled.
are not included in the homeowner’s grossEndowment proceeds. Endowment pro- Paid in installments.  Death benefits
income.ceeds paid in a lump sum to you at maturity paid in installments over a period of years Interest paid for the homeowner underare taxable only if the proceeds are more are annuity payments. If you are the benefici- the mortgage assistance program cannot be

than the cost of the policy. Add any amounts ary of an employee who died while still em- deducted.
that you previously received under the con- ployed, the pension or annuity you receive
tract and excluded from your income to the may qualify for the death benefit exclusion. Payments to reduce cost of winter en-
lump-sum payment to find how much of the This exclusion is limited to $5,000 and gen- ergy.  Payments made by a state to qualified
total is a return of your cost and how much is erally applies to the amount by which the people to reduce their cost of winter energy
more than your cost. Include any amount present value of the annuity, figured as of the use are not taxable.
over your cost in your income. date of the employee’s death, is more than

Endowment proceeds that you choose to the larger of: Other Sickness andreceive in installments instead of a lump- 1) The employee’s contributions to the Injury Benefitssum payment at the maturity of the policy are plan, or In addition to welfare or insurance benefits,taxed as an annuity as explained in Publica-
2) The amount the employee had a guar- you may receive other payments for sick-tion 575, Pension and Annuity Income (In-

ness or injury. Table 13–1 gives a generalanteed right to receive.cluding Simplified General Rule). For this
overview of some of these payments.treatment to apply, you must choose to re-

If you are eligible for the exclusion, add it toceive the proceeds in installments before re-
Workers’ compensation. Amounts you re-the cost or unrecovered cost of the annuityceiving any part of the lump sum. This elec-
ceive as workers’ compensation for an occu-in figuring, at the annuity starting date, the in-tion must be made within 60 days after the
pational sickness or injury are fully exemptvestment in the contract.lump-sum payment first became payable to
from tax if they are paid under a workers’Treatment of annuity payments to benefi-you.
compensation act or a statute in the natureciaries of employees and the death benefit
of a workers’ compensation act. The exemp-exclusion are discussed in Chapter 11.Payments to beneficiaries of deceased tion also applies to your survivor(s) if the

employees (death benefit exclusion). The payments otherwise qualify as workers’
first $5,000 of payments made by or for an Deceased public safety officers.  If you compensation. The exemption from tax,
employer because of an employee’s death are a surviving dependent of a public safety however, does not apply to retirement bene-
can be excluded from the income of the ben- officer (law enforcement officer or firefighter) fits you receive based on your age, length of
eficiaries. The payments need not be made who died in the line of duty, do not include in service, or prior contributions to the plan,
as the result of a contract. The amount ex- your income the death benefit payable to even though you retired because of occupa-
cluded for any deceased employee cannot you by the Bureau of Justice Assistance. tional sickness or injury.
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● Compensation received for permanentTable 13-1. Are Your Sickness and Injury Benefits Taxable?
loss or loss of use of a part or function of
your body, or for your permanent disfigure-

This table is intended as a general overview. Additional rules may apply depending on ment. This compensation must be figured
your situation. For more information about your benefits, see the discussion, ‘‘Other only on the injury and not on the period of
Sickness and Injury Benefits,’’ in this chapter. your absence from work. These benefits

are exempt from tax even though your em-
Type of Benefit General Rule ployer pays for the accident and health

plan that provides these benefits.

Workers’ Compensation Not taxable if paid under a workers’
compensation act or a statute in the nature of a Reimbursement for medical care.  A reim-
workers’ compensation act and paid due to a bursement for medical care is generally not
work related sickness or injury. However, taxable. However, this reimbursement may
payments received after returning to work are reduce your medical expense deduction. For
taxable. more information, see Chapter 23.

Federal Employees’ Not taxable if paid because of personal injury or Scholarship and
Compensation Act (FECA) sickness. However, payments received as Fellowship Grants ‘‘continuation of pay’’ for up to 45 days while a

claim is being decided and pay received for sick If you receive a scholarship or fellowshipleave while a claim is being processed are grant, you may be able to exclude from in-taxable. come all or part of the amounts you receive.

Compensatory Damages Not taxable if received for injury or sickness. Qualified scholarships.  Only a candidate
for a degree can exclude amounts received
as a qualified scholarship. A qualified schol-Accident or Health Insurance Not taxable if you paid the insurance premiums.
arship is any amount you receive that is for:Benefits

1) Tuition and fees to enroll at or attend an
educational organization, orDisability Benefits Not taxable if received for loss of income or

earning capacity due to an injury covered by a
2) Fees, books, supplies, and equipment‘‘no-fault’’ automobile policy.

required for courses at the educational
institution.

Compensation for Permanent Not taxable if paid due to the injury. The
Loss or Loss of Use of a Part or payments must be figured without regard to any

Amounts used for room and board do notFunction of Your Body, or for period of absence from work.
qualify.Permanent Disfigurement

Payments for services.  All payments
you receive for services must be included in

Reimbursements for Medical Not taxable—but the reimbursement may reduce income, even if the services are a condition
Care your medical expense deduction. of receiving the grant and are required of all

candidates for the degree. This includes
amounts received for teaching and research.
Include these payments on line 7 of FormNote.  If part of your workers’ compensa- and must be included in your income as 1040 or Form 1040A, or on line 1 of Formt ion reduces your socia l  secur i ty  or wages. 1040EZ. Get Publication 520 for information

equivalent railroad retirement benefits re- You can deduct the amount you spend to on how to report the taxable portion of schol-
ceived, that part is considered social security ‘‘buy back’’ sick leave for an earlier year to arships and fellowship grants.
(or equivalent railroad retirement) benefits be eligible for nontaxable FECA benefits for VA payments.  Allowances paid by the
and may be taxable. For more information, that period. It is a miscellaneous deduction Department of Veterans Affairs are not in-
see Publication 915, Social Security Benefits subject to the 2% limit on Schedule A (Form cluded in your gross income. These al-
and Equivalent  Rai l road Ret i rement 1040). If you ‘‘buy back’’ sick leave in the lowances are not considered scholarship or
Benefits. same year you use it, the amount reduces fellowship grants.

your taxable sick leave pay. Do not deduct it Prizes.  Scholarship prizes won in a con-
Return to work.  If you return to work af- separately. test are not scholarships or fellowships if you

ter qualifying for workers’ compensation, do not have to use the prizes for educational
payments you continue to receive while as- purposes. You must include these amountsOther compensation.  Many other amountssigned to light duties are taxable. Report in your gross income on line 21, Form 1040,you receive as compensation for injury or ill-these payments as wages on line 7 of Form whether or not you use the amounts for edu-ness are not taxable. These include:1040 or Form 1040A, or on line 1 of Form cational purposes. 
1040EZ.

● Compensatory damages received for in-
jury or illness, Qualified tuition reductions.  These reduc-

Federal Employees’ Compensation Act tions are excluded from your income. A qual-
● Benefits received under an accident or(FECA).  Payments made under this Act for ified tuition reduction is the amount of reduc-

personal injury or sickness, including pay- health insurance policy on which either tion in tuition for education (below the
ments to beneficiaries in case of death, are you paid the premiums or your employer graduate level) furnished to an employee of
not taxable. However, amounts are taxable paid the premiums but you had to include an educational institution (or certain other
that are received under this Act as ‘‘continu- them in your gross income, persons) provided certain requirements are
ation of pay’’ for up to 45 days while a claim met. However, graduate students who en-

● Disability benefits received for loss of in-is being decided. Report this income on line gage in teaching or research activities for the
7 of Form 1040 or Form 1040A, or on line 1 come or earning capacity as a result of in- educational institution may qualify for this ex-
of Form 1040EZ. Also, pay for sick leave juries under a ‘‘no-fault’’ automobile pol- clusion. For more information, get Publica-
while a claim is being processed is taxable icy, and tion 520.
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Part Three.

The four chapters in this part discuss investment gains and losses,Gains and including how to figure your basis in property. A gain from selling or trading
stocks, bonds, or other investment property may be taxed or it may be taxLosses free, at least in part. A loss may or may not be deductible. These chapters
also discuss gains from selling property you personally use — including the
special rules for selling your home. Nonbusiness casualty and theft losses
are discussed in Chapter 27 in Part Five. 

□ 564 Mutual Fund Distributions fee is for buying property if you would have
had to pay it even if you bought the property□ 917 Business Use of a Car
for cash.)14.

Some of the settlement fees or closing
costs that you can include in the basis ofBasis of your property are:Cost Basis 
1) Abstract fees (sometimes called ab-The basis of property you buy is usually itsProperty

stract of title fees),cost. The cost is the amount you pay in cash,
debt obligations or in other property. Your 2) Charges for installing utility services,
cost also includes amounts you pay for:

3) Legal fees (including title search and
1) Sales tax charged on the purchase, preparing the sales contract and deed),Introduction
2) Freight charges to obtain the property,

4) Recording fees,This chapter discusses how to figure your 3) Installation and testing charges,
basis in property and covers the following 5) Surveys,

4) Excise taxes,topics: 6) Transfer taxes,
5) Legal and accounting fees (when they● Cost basis of property you purchase.

7) Owner’s title insurance, andmust be capitalized),
● Adjustments to basis after you acquire

8) Any amounts the seller owes that you6) Revenue stamps,property.
agree to pay, such as back taxes or in-7) Recording fees, and

● Property you acquire because of a casu- terest, recording or mortgage fees,
8) Real estate taxes (if assumed for thealty or condemnation. charges for improvements or repairs,

seller). and sales commissions.● Property you receive in exchange for your
services.

In addition, the cost basis of real estate and You must reasonably allocate these fees or
● Business or investment property you ac- business assets will include other items. costs between land and improvements, suchquire in an exchange or trade-in.

as buildings, to figure the basis for deprecia-
Loans with low or no interest.  If you buy● Property you receive as a gift. tion of the improvements. Allocate the fees
property on any time-payment plan that according to the fair market values of the● Property transferred to you because of a charges little or no interest, the basis of your land and improvements at the time ofdivorce. property is your stated purchase price, less purchase.

● Property you inherit. the amount considered to be unstated inter- Sett lement costs do not include
est. You generally have unstated interest if● Stocks, bonds, and mutual funds in which amounts placed in escrow for the future pay-
your interest rate is less than the applicableyou invest. ment of items such as taxes and insurance.
federal rate. Some settlement fees and closing costs

For more information, see Unstated In-Basis is a way of measuring your invest- you cannot include in the basis of the prop-
terest in Publication 537.ment in property for tax purposes. Use the erty are:

basis of property to figure the deductions for 1) Fire insurance premiums.
depreciation, amortization, depletion, and Real Property 

2) Rent for occupancy of the propertycasualty losses. Also use it to figure gain or If you buy real property, certain fees and
before closing.loss on the sale or other disposition of prop- other expenses you pay are part of your ba-

erty. You must keep accurate records of all sis in the property. Real property is land and 3) Charges for utilities or other services re-
items that affect the basis of property so you generally anything erected on, growing on, lating to occupancy of the property
can make these computations. or attached to land. For example, a building before closing.

is considered real property.
4) Charges connected with getting a loan,Useful Items such as:Assumption of a mortgage.  If you buyYou may want to see:

a) Points (discount points, loan origina-property and assume an existing mortgage
tion fees),on the property, your basis includes thePublication

amount you pay for the property plus the un- b) Mortgage insurance premiums,□ 448 Federal Estate and Gift Taxes paid mortgage you assume.
c) Loan assumption fees,□ 525 Taxable and Nontaxable Income

Settlement costs.  You can include in the d) Cost of a credit report, and□ 537 Installment Sales
basis of property you purchase the settle-

e) Fees for an appraisal required by a□ 550 Investment Income and ment fees and closing costs that are for buy-
lender.Expenses ing it. You cannot include the fees and costs

□ 551 Basis of Assets that are for getting a loan on the property. (A 5) Fees for refinancing a mortgage.
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Real estate taxes. If you buy real property Example.  If your city changes the street other reimbursement you receive and by any
in front of your store into an enclosed pedes- deductible loss not covered by insurance.and agree to pay taxes the seller owed on it,
trian mall, and assesses you and other af- However, increase your basis for amountstreat the taxes you pay as part of your basis.
fected landowners for the cost of the conver- you spend after a casualty to restore theYou cannot deduct them as taxes paid.
sion, add the assessment to your property’s damaged property. For more information,If you reimburse the seller for taxes the
basis. In this example, the amount of the as- see Chapter 27.seller paid for you, you can usually deduct
sessment is a depreciable asset.that amount. Do not include that amount in

the basis of the property. Easements. The amount you receive for
granting an easement is usually consideredDecreases to Basis 
to be from the sale of an interest in your realPoints.  If you pay points to obtain a loan (in- Some items that reduce the basis of your
property. It reduces the basis of the affectedcluding a mortgage, second mortgage, line property are:
part of the property. If the amount received isof credit, or a home equity loan), you gener- 1) The section 179 deduction,
more than the basis of the part of the prop-ally must capitalize and amortize them rata-

2) The deduction for clean-fuel vehicles erty affected by the easement, reduce yourbly over the term of the loan. Do not add the
and clean-fuel vehicle refueling basis to zero and treat the excess as a rec-cost to the basis of the related property.
property, ognized gain.Points on home mortgage.  Special

If the recognized gain is on a capital as-3) Nontaxable corporate distributions,rules may apply to amounts you and the
set, see Chapter 17 for more information onseller pay as points when you obtain a mort- 4) Deductions previously allowed (or al-
how to report it. If the recognized gain is ongage to purchase your main home. If these lowable) for amortization, depreciation,
property used in a trade or business, seeamounts meet certain requirements, you can and depletion,
Publication 544, Sales and Other Disposi-deduct them in full as points for the year in

5) Exclusion from income of subsidies for tions of Assets for more information on howwhich they are paid. If you deduct seller-paid
energy conservation measures (see En- to report this gain.points, reduce your basis by that amount.
ergy conservation subsidies, in Chapter

For more information, see Points in Publica-
13),

Residential energy credit.  The residentialt i on  936 ,  Home Mor tgage  In te res t
6) Credit for qualified electric vehicles, energy credit is no longer available. How-Deduction.

ever, if in the past you were allowed the7) Gain from the sale of your old home on
credit, decrease the basis of your home bywhich tax was postponed,
the credit if you added the cost of the energy

8) Casualty and theft losses,Adjusted Basis items to the basis of your home.
9) Certain canceled debt excluded from

Before figuring any gain or loss on a sale, ex- income, Section 179 deduction.  If you take the sec-change, or other disposition of property, or
10) Rebates received from the manufac- tion 179 deduction for all or part of the costfiguring allowable depreciation, depletion, or

turer or seller, of business property, decrease the basis ofamortization, you must usually make certain
the property by the deduction.11) Easements,adjustments (increases and decreases) to

For more information, see Publicationthe basis of the property. The result of these 12) Residential energy credit, 946, How To Depreciate Property.adjustments to the basis is the adjusted
13) Gas-guzzler tax, and

basis.
Depreciation.  Decrease the basis of your14) Tax credit or refund for buying a diesel-
property by the depreciation you could havepowered highway vehicle.Increases to Basis deducted on your tax returns under the
method of depreciation you selected. If youSome of these decreases to basis are dis-Increase the basis of any property by all

cussed next. deducted less depreciation than you coulditems properly added to a capital account.
have under the method you selected, de-Casualties and thefts.  If you have a casu-This includes the cost of any improvements
crease the basis by the amount you couldalty or theft loss, decrease the basis of yourhaving a useful life of more than 1 year and
have taken under that method.property by the amount of any insurance oramounts spent after a casualty to restore the

damaged property. Other items added to the
basis of property include the cost of ex-

Table 14-1. Examples of Adjustments To Basistending utility service lines to the property
and legal fees, such as the cost of defending

Increases to Basis Decreases to Basisand perfecting title.
Capital improvements: Exclusion from income of subsidies for
Putting an addition on your home energy conservation measuresImprovements. Add the cost of improve-
Replacing an entire roofments that increase the value of property,
Paving your driveway Casualty or theft loss deductions andlengthen its life, or adapt it to a different use
Installing central air conditioning insurance reimbursementsto your basis in the property. For example,
Rewiring your home

putting a recreation room in your unfinished Credit for qualified electric vehicles
basement, adding another bathroom or bed- Assessments for local improvements:
room, putting up a fence, putting in new Water connections Gain from the sale of your old home on
plumbing or wiring, installing a new roof, or Sidewalks which tax was postponed
paving your driveway are improvements. Roads

Assessments for local improvements. Section 179 deduction
Casualty Losses:Add assessments for improvements such as
Restoring damaged property Deduction for clean-fuel vehicles andstreets and sidewalks, which increase the

clean-fuel vehicle refueling propertyvalue of the property assessed, to the basis
Legal fees:of the property. Do not deduct them as
Such as the cost of defending and Depreciationtaxes. However, you can deduct as taxes as-
perfecting a titlesessments you pay for maintenance or re-

Nontaxable corporate distributionspair or meeting interest charges on the Zone costs
improvements.
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If you deducted more depreciation than property’s basis is the same as the old
you should have, decrease your basis as fol- property’s basis on the date of the exchangeOther Basis 
lows. Decrease it by an amount equal to the with the following adjustments:

There are many times when you cannot usedepreciation you should have deducted, as Decreased by—cost as a basis. In these cases, the fair mar-well as by the part of the excess depreciation
a) Any loss recognized on the ex-ket value or the adjusted basis of certainyou deducted that actually reduced your tax

change, andproperty may be used. Fair market value isliability for any year.
discussed next, adjusted basis is discussedFor more information on depreciation, b) Any money received that was not
earlier.see Publication 946. spent on similar property.

Increased by—Fair market value (FMV). FMV is the priceCredit for qualified electric vehicles.  If
at which the property would change hands a) Any gain recognized on the ex-you claim the credit for qualified electric ve-
between a buyer and a seller, neither having change, andhicles, you must reduce the basis of the
to buy or sell, and both having reasonableproperty on which you claimed the credit. b) Any cost of acquiring replacement
knowledge of all necessary facts. Sales ofFor more information on this credit, see property.
similar property, on or about the same date,Chapter 15 in Publication 535, Business
may be helpful in figuring the FMV of theExpenses. Not similar or related property.  If you re-
property. ceive money or other property that is not

Deduction for clean-fuel vehicle and similar or related in service or use to the old
Property received for services.  If you re-clean-fuel vehicle refueling property.  If property, and you buy new property that is
ceive property for your services, include theyou take the deduction for either clean-fuel similar or related in service or use to the old
property’s FMV in income. The amount youvehicles or clean-fuel vehicle refueling prop- property, the basis of the new property is the
include in income becomes your basis. If theerty, or both, you decrease the basis of the cost of the new property decreased by the
services were performed for a price agreedproperty by the amount of the deduction. For amount of gain that is not recognized on the
on beforehand, the price will be accepted asmore information on these deductions, see exchange.
the FMV of the property if there is no evi-Chapter 15 in Publication 535. Example.  The state condemned yourdence to the contrary.

property. The property had an adjusted basisRestricted property.  If you receiveExclusion from income of subsidies for of $26,000, and the state paid you $31,000property for your services and the property isenergy conservation measures.  If you re- for it. You realized a gain of $5,000 ($31,000subject to certain restrictions, your basis inceived a subsidy from a public utility com- –  $26,000). You bought new property that isthe property is its FMV when it becomes sub-pany for the purchase or installation of any similar in use to the old property for $29,000.stantially vested, unless you make an elec-energy conservation measure, you can ex- You recognize a gain of $2,000 ($31,000 –tion. Property becomes substantially vestedclude it from income. Reduce the basis of $29,000), the unspent part of the paymentwhen you can transfer it or when it is not sub-the property on which you received the sub- from the state. Your gain not recognized isject to a substantial risk of forfeiture. Forsidy by the excluded amount. For more infor- $3,000, the difference between the $5,000more information, see Restricted Propertymation on this subsidy, see Publication 525, realized gain and the $2,000 recognizedReceived for Services in Publication 525.Taxable and Nontaxable Income. gain. The basis of the new property is figuredBargain purchases. A bargain purchase
as follows:is a purchase of an item for less than its

Adjusted Basis Example FMV. If your employer lets you purchase Cost of new property . . . . . . . . . . . . . . . . . . . $29,000
You owned a duplex used as rental property goods or other property at less than FMV, in- Minus: Gain not recognized . . . . . . . . . . . . 3,000
that cost you $40,000. The $40,000 cost was clude the difference between the purchase

Basis of new property $26,000allocated $35,000 for the building and price and the property’s FMV in your income.
$5,000 for the land. You added an improve- Your basis in the property is its FMV, that is,
ment to the duplex that cost $10,000. On your purchase price plus the amount you in-

Allocating the basis.  If you buy more thanFebruary 1, 1994, the duplex was damaged clude in your income.
one piece of replacement property, allocateby fire. Up to that time you had been allowed If the difference between your purchase
your basis among the properties based ondepreciation of $23,000. You sold the sal- price and the FMV represents a qualified
their respective costs.vage for $1,300 and collected $19,700 from employee discount, do not include the differ-

Example.  If, in the previous example,your insurance company. You deducted a ence in income. However, your basis in the
the state had condemned unimproved realcasualty loss of $1,000 on your 1994 income property is still its FMV. See Qualified Em-
property and the new property you boughttax return. You spent $19,000 of the insur- ployee Discount in Chapter 4 of Publication
was improved real property with both landance proceeds for restoration of the duplex, 535.
and buildings, you would make an allocation.which was completed in 1995. The adjusted
Take the new property’s $26,000 basis andbasis of the duplex, after the restoration, is Taxable exchanges.  A taxable exchange is
allocate it between land and buildings basedfigured as follows: one in which the gain is taxable, or the loss is
on their costs.deductible. If you receive property in ex-

Original cost of duplex . . . . . . . . . . . . . . . . . . $35,000 change for other property in a taxable ex-
Addition to duplex . . . . . . . . . . . . . . . . . . . . . . 10,000 change, the basis of the property you re- Nontaxable Exchanges
Total cost of duplex . . . . . . . . . . . . . . . . . . . . . $45,000 ceive is usually its FMV at the time of the A nontaxable exchange is an exchange in
Minus: Depreciation . . . . . . . . . . . . . . . . . . 23,000 exchange. which any gain is not taxed and any loss can-
Adjusted basis before casualty . . . . . . . . . $22,000 not be deducted. If you receive property in a
Minus: Casualty loss . . . . . . $ 1,000 nontaxable exchange, its basis is usually theInvoluntary Exchanges 

Insurance same as the basis of the property you ex-If you acquire property as a result of an invol-
proceeds . . . . . . . . . . . 19,700 changed. See Nontaxable Trades in Chapteruntary exchange, such as a casualty, theft,
Salvage proceeds 1,300 22,000 15.or condemnation, you may figure the basis of

Adjusted basis after casualty . . . . . . . . . . . $ –0– the replacement property you acquire using Example.  You trade in an old truck,
Add: Cost of restoring duplex . . . . . . . . . . 19,000 the basis of the property exchanged. which has an adjusted basis of $1,700, for a
Adjusted basis after restoration $19,000 new one costing $6,800. The dealer allows

Similar or related property.  If you receive you $2,000 on the old truck, and you pay
Your basis in the land is its original cost of property that is similar or related in service or $4,800. This is a nontaxable exchange, and
$5,000. use to the property exchanged, the new the basis of the new truck is $6,500, that is,
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the adjusted basis of the old one, $1,700, in- FMV less than donor’s adjusted basis.  If Example 2.  If, in Example 1, the gift tax
creased by the additional cost, $4,800. If you paid had been $1,500, your basis would bethe FMV of the property was less than the
sell your old truck to a third party for $2,000 $21,000. This is the donor’s adjusted basisdonor’s adjusted basis, your basis for gain
and then buy the new one from the dealer, plus the gift tax paid, limited to the FMV ofon its sale or other disposition is the same as
you have a taxable gain on the sale, and the the house at the time you received the gift.the donor’s adjusted basis plus or minus any
basis of the new truck is the price you pay Gift received after 1976.  If you re-required adjustment to basis during the pe-
the dealer for it. ceived a gift after 1976, increase your basisriod you held the property (see Adjusted Ba-

in the gift by the part of the gift tax paid that issis, earlier). Your basis for loss on its sale or
due to the net increase in value of the gift.other disposition is its FMV at the time youPartially nontaxable exchange.  A partially
(Your basis in the gift is the donor’s adjustedreceived the gift plus or minus any requirednontaxable exchange is an exchange in
basis.) Figure the increase by multiplying thewhich you receive unlike property or money adjustment to basis during the period you
gift tax paid on the gift by a fraction. The nu-in addition to like property. held the property. See Adjusted Basis,
merator (top part) of the fraction is the net in-The basis of property you receive is usu- earlier.
crease in value of the gift and the denomina-ally the same as the basis of the property ex- Example.  You received an acre of land
tor (bottom part) is the amount of the gift.changed decreased by any money you re- as a gift. At the time of the gift, the acre had
The net increase in value of the gift is theceived and any loss recognized on the an FMV of $8,000. The donor’s adjusted ba-
FMV of the gift minus the donor’s adjustedexchange; and then increased by any addi- sis was $10,000. After you received the
basis.tional costs incurred and any gain recog- property, no events occur that would in-

nized on the exchange. Example.  In 1995 you received a gift ofcrease or decrease your basis in it. If you
Allocate the basis among the properties, property from your mother that had an FMVlater sell the property for $12,000, you will

other than money, you received in the ex- of $50,000. Her adjusted basis was $20,000.have a $2,000 gain because you must use
change. In making this allocation, the basis She paid a gift tax of $9,000 on the property.the donor’s adjusted basis ($10,000) at the
of the unlike property is its fair market value For figuring depreciation, depletion, amorti-time of the gift as your basis to report a gain.
on the date of exchange. The remainder is zation, and gain or loss, your basis isIf, however, you sell the property for $7,000,
the basis of the like property. $25,400, figured as follows:you have a $1,000 loss because you must

use the FMV ($8,000) at the time of the gift Fair market value . . . . . . . . . . . . . . . . . . . . . . . $50,000Trade-in or sale and purchase.  If a sale to report a loss. Minus: Adjusted basis . . . . . . . . . . . . . . . . . . 20,000and purchase are a single transaction, you If the sales price is between $8,000 and
Net increase in value . . . . . . . . . . . . . . . . . . . $30,000cannot increase the basis of property for de- $10,000, you have neither a gain nor a loss.

preciation by selling your old property out- Gift tax paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000For instance, if the sales price was $9,000
right to a dealer and then buying new prop- Multiplied by ($30,000 ÷  $50,000) . . . . . .60and you tried to figure a gain using the do-
erty from the same dealer. If the sale of your nor’s adjusted basis ($10,000), you would Gift tax due to net increase in value . . . . $ 5,400
old property to the dealer and the purchase get a loss of $1,000. If you then tried to figure Adjusted basis of property to your
of new property from that dealer are depen- a loss using the FMV ($8,000), you would get mother . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
dent on each other, you are considered to a gain of $1,000. Your basis in the property $25,400have traded in your old property. Treat the
transaction as an exchange no matter how it Business property.  If you hold the gift as
is carried out. You cannot avoid this trade-in business property, your basis for figuring any
rule by using a subsidiary in the transaction. Property Transferreddepreciation, depletion, or amortization de-

Example.  You are a salesperson and From a Spouse duction is the same as the donor’s adjusted
use one of your cars 100% for business. You basis plus or minus any required adjust- The basis of property transferred to you or
have used this car in your sales activities for ments to basis while you hold the property. transferred in trust for your benefit by your
2 years and have depreciated it. Your ad- spouse, or by your former spouse if the
justed basis in the car is $22,600, and its FMV equal to or greater than donor’s ad- transfer is incident to divorce, is the same as
FMV is $23,100. justed basis.  If the FMV of the property was the transferor’s adjusted basis. However,

You are interested in a new car with a equal to or greater than the donor’s adjusted adjust your basis for any gain recognized by
listed retail price of $28,695, which usually basis, your basis is the same as the donor’s the transferor on a property transferred in
sells for $28,000. If you trade your old car adjusted basis at the time you received the trust. This rule applies only to a property
and $4,900 for the new one, your basis for gift. Increase your basis by all or part of the transfer in trust in which the liabilities as-
depreciation for the new car would be gift tax paid, depending on the date of the sumed, plus the liabilities to which the prop-
$27,500 ($4,900 plus $22,600 basis of your gift. erty is subject, are more than the adjusted
old car). However, you want a higher basis basis of the property transferred.Also, for figuring gain or loss from a sale
for depreciating the new car, so you agree to If the property transferred is a Series E oror other disposition of the property or figuring
pay the dealer $28,000 for the new car if he EE United States savings bond, the trans-depreciation, depletion, or amortization de-
will pay you $23,100 for your old car. feror must include in income the interest ac-ductions on business property, you must in-

Since the sale and purchase are depen- crued to the date of transfer. The transfer-crease or decrease your basis (the donor’s
dent on each other, you are treated as if you ee’s basis in the bond immediately after theadjusted basis) for any required adjustments
had exchanged your old car for the new one. transfer is equal to the transferor’s adjustedto basis while you held the property. See Ad-
Your basis for depreciating the new car is basis increased by the interest income in-justed Basis, earlier.
$27,500, which is the same as it would be if cludible in the transferor’s income.Gift received before 1977.  If you re-
you had traded the old car. The transferor must supply you withceived a gift before 1977, increase your ba-

For information about the trade of a car records necessary to determine the adjustedsis in the gift by the gift tax paid on it. (Your
used partly for business, see Publication basis and holding period of the property asbasis in the gift is the donor’s adjusted ba-
917. of the date of the transfer. For more informa-sis.) However, do not increase your basis

tion regarding the transfer of property be-above the FMV of the gift when it was given
tween spouses, see Chapter 15.to you.Property Received as a Gift

Example 1.  You were given a house inTo figure the basis of property you receive as
Inherited Property 1976 with an FMV of $21,000. The donor’sa gift, you must know its adjusted basis to the

adjusted basis was $20,000. The donor paiddonor just before it was given to you, its FMV Your basis in property you inherit is usually
a gift tax of $500. Your basis is $20,500, theat the time it was given to you, and any gift its FMV at the date of the decedent’s death.
donor’s adjusted basis plus the gift tax paid.tax paid on it. If a federal estate tax return has to be filed,
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your basis in property you inherit can be its $160,500 ($178,000 +  $20,000 (land) – 1) Tell your broker the particular security to
FMV at the alternate valuation date if the es- $37,500). be sold or transferred at the time of the
tate qualifies and elects to use alternate val- Loss.  Figure the basis for loss using the sale or transfer, and
uation. If a federal estate tax return does not smaller of your adjusted basis or the FMV of 2) Receive a written confirmation of thishave to be filed, your basis in the property is the property at the time of the change.

from your broker or other agent within aits appraised value at the date of death for
Example.  Assume the same facts as in reasonable time.state inheritance or transmission taxes.

the previous example, except that after be-Your basis in inherited property may also
ing allowed depreciation deductions of If you bought securities in different lots at dif-be figured under the special farm or closely
$37,500, you sell the property at a loss. Your ferent times and you hold a single certificateheld business real property valuation
adjusted basis in this case would be the FMV for these securities, you make an adequatemethod, if chosen for estate tax purposes.
($180,000) because it is less than the ad- identification if you:See Publication 448 for information on valu-
justed basis ($198,000) on the date of theation methods for estate tax purposes. 1) Tell your broker the particular security toexchange. That amount ($180,000) is re-For more information about the basis of sell or transfer when you deliver the cer-duced by the depreciation deduction to ar-inherited property, such as property held by

tificate to your broker, andrive at a basis of $142,500 ($180,000 –a surviving tenant and qualified joint interest
$37,500).in property held by a husband and wife, see 2) Receive a written confirmation of this

Inherited Property in Publication 551. from your broker or other agent within a
reasonable time.

Property Changed to Stocks and Bonds 
Stock identified this way is the stock sold

Business or Rental Use or transferred even though stock certificatesThe basis of stocks or bonds you own gener-
ally is the purchase price plus the costs of from a different lot are delivered to the bro-When you hold property for personal use
purchase such as commissions and record- ker or other agent. If you sell part of theand change it to business use or use it to
ing or transfer fees. If you acquired stocks or stock represented by a single certificate di-produce rent, you must figure the basis for
bonds other than by purchase, your basis isdepreciation. An example of this would be rectly to the buyer instead of through a bro-

renting out your former main home. usually determined by FMV or the donor’s ker, you will make an adequate identification
adjusted basis, as previously discussed. if you keep a written record of the particular

The basis of stocks must be adjusted for stock that you intend to sell. This method ofBasis for depreciation.  The basis for de-
certain events that occur after purchase. For identification also applies to bonds sold orpreciation equals the lesser of:
example, if you receive additional stock from transferred.

1) The FMV (defined earlier under Other nontaxable stock dividends or stock splits,
Basis) of the property on the date of the reduce the basis of your original stock. Also Mutual fund shares.  You can choose to
change, or reduce your basis when you receive nontax- use the average basis of shares you own in a

able distributions because these are a return regulated investment company (mutual2) Your adjusted basis (defined earlier, see
of capital. fund) if you acquired the shares at variousAdjusted Basis) on the date of the

times and prices and if you left the shares onchange. Example.  In 1993, you bought 100
deposit in an account kept by a custodian orshares of XYZ stock for $1,000 or $10 a
agent for acquiring or redeeming suchshare. In 1994, you bought 100 shares ofExample.  Several years ago you paid
shares. You figure average basis by using ei-XYZ stock for $1,600 or $16 a share. In$160,000 to have your house built on a lot
ther the double-category method or the sin-1995, XYZ declared a 2-for-1 stock split. Youthat cost you $20,000. Before changing the
gle-category method. These methods andnow have 200 shares of stock with a basis ofproperty to rental use last year, you paid
other information on the basis of mutual fund$5 a share and 200 shares with a basis of $8$20,000 for permanent improvements to the
shares are explained in Publication 564.a share.house and claimed a $2,000 casualty loss

deduction to the house. Because land is not
Premiums on bonds. If you buy a taxabledepreciable, you can include only the cost of Other basis.  There are other ways to deter-

the house when figuring the basis for bond at a premium and choose to amortizemine the basis of stocks or bonds depending
depreciation. the premium paid, reduce the basis of theon how you acquired them. Some ways in

Your adjusted basis in the house when bond by the amount of the amortized pre-which you can acquire stock are by auto-
you change its use is $178,000 ($160,000 + mium deducted each year. See Bond Pre-matic investment services, dividend rein-
$20,000 – $2,000). On the date of the mium Amortization in Chapter 3 of Publica-vestment plans, and stock rights. For de-
change in use, your property has an FMV of tion 550 for more information. Although youtailed information, see Publication 550.
$180,000, of which $15,000 is for the land cannot take a deduction for the premium on
and $165,000 is for the house. The basis for tax-exempt bonds, each year you mustIdentifying shares.  If you buy and sell se-
depreciation on the house is the FMV at the amortize the premium and reduce your basiscurities at different times in varying quanti-
date of the change ($165,000) because it is in the bonds by the amortized amount.ties and you cannot definitely identify the se-less than your adjusted basis ($178,000).

curities you sell, the basis of those sold is
Original issue discount (OID) on debt in-figured under the first-in first-out method—

Sale of property.  If you later sell or dispose struments.  You must increase your basis inthat is, the first securities you acquired are
of the property, the basis of the property to an OID debt instrument by the amount ofthe first sold.
be used will depend on whether you are fig- OID that you included in income for that in-Identification.  You will make an ade-
uring gain or loss. strument. See Original Issue Discount inquate identification if you show that certifi-

Gain.  The basis for gain is your adjusted Chapter 8. cates representing shares of stock from a lot
basis when you sell the property. Tax-exempt bonds.  OID on tax-exemptthat you bought on a certain date or for a cer-

bonds is not taxable. However, there aretain price were delivered to your broker orExample.  Assume the same facts as in
special rules for determining basis on tax-ex-other agent.the previous example, except that after be-
empt OID bonds issued after September 3,ing allowed depreciation deductions of If you left the security certificates with
1982, and acquired after March 1, 1984. See$37,500 you sell the property at a gain. Your your broker or other agent, an adequate

adjusted basis in this case would be Chapter 1 of Publication 550.identification is made if you:
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sales, and wash sales. It also discusses in- Unstated interest and imputed principal
vestment-related expenses. rules for sales or exchanges. For informa-

Publication 925, Passive Activity and At- tion about the unstated interest rules that ap-15.
Risk Rules, discusses the rules that limit ply to certain payments received on account
losses and credits from passive activities as of a seller-financed sale or exchange ofSale of Property well as the rules that apply to the disposition property, and about the imputed principal
of an interest in a passive activity. rules that apply to any debt instrument is-

If you sell your home, different tax rules sued on account of such transactions, see
apply. These rules are discussed in Chapter Publication 537.
16.Important Change

What is a Sale or Trade? for 1995 A sale is generally a transfer of property forNote:  Beginning in 1998, you may have
money only or for a promise to pay money,Caution.  As this publication was being pre- to pay tax on only one-half of your gain from
such as a mortgage or note. A trade is apared for print, Congress was considering the sale or exchange of qualified small bus-
transfer of property in return for other prop-tax law changes that could affect your 1995 iness stock. This applies only to stock origi-
erty or services and may be taxed in thetax return and 1996 estimated taxes. These nally issued after August 10, 1993, and held
same way as a sale.changes include: by you for more than 5 years. You must have

acquired the stock at its original issue, di-● Capital gains and losses, and
Sale and purchase.  Ordinarily, a transac-rectly or through an underwriter, in one of the

● Sale of your home. tion is not a trade when you voluntarily sellfollowing ways:
property for cash and immediately buy simi-1) In exchange for money or other propertySee Publication 553, Highlights of 1995 Tax lar property to replace it. Such a sale and(not including stock), orChanges, for further developments. Informa- purchase are two separate transactions.

2) As compensation for services per-tion on these changes will also be available
formed (other than services performedelectronically through our bulletin board or Redemption of stock.  A redemption of
as an underwriter of the stock).via the Internet. See How To Get Forms and stock is treated as a sale or trade and is sub-

Publications in the back of this publication. ject to the capital gain or loss provisions un-
For more information, see Exclusion for Gain less the redemption is a dividend or other
From Small Business Stock in Chapter 4 of distribution on stock.
Publication 550. Dividend vs. sale or trade.  Whether aIntroduction

redemption is treated as a sale, trade, divi-
This chapter discusses the tax conse- dend, or other distribution depends on theUseful Items
quences of selling or trading investment circumstances in each case. Both direct andYou may want to see:
property. It explains: indirect ownership of stock will be consid-

ered. The redemption is treated as a sale orPublication● What is a sale or trade,
trade of stock if:

□ 504 Divorced or Separated● When you have a nontaxable trade,
1) The redemption is not essentiallyIndividuals

● What to do with a related party equivalent to a dividend (see Chapter
□ 550 Investment Income andtransaction, 9),Expenses (Including Capital Gains

● Whether the property you sell is a capital 2) There is a substantially disproportionateand Losses)
asset or a noncapital asset, redemption of stock,□ 564 Mutual Fund Distributions

● Whether you have a capital or ordinary 3) There is a complete redemption of all
gain or loss from the sale of property, the stock of the corporation owned byForm (and Instructions)

the shareholder, or● How to determine your holding period, and □ Schedule D (Form 1040) Capital
Gains and Losses 4) The redemption is a distribution in par-● When you can make a tax-free rollover of

tial liquidation of a corporation.a gain from selling certain securities. □ 8824 Like-Kind Exchanges

Redemption or retirement of bonds.  A re-Sales not discussed in this publication.
demption or retirement of bonds or notes atCertain sales or trades of property are dis- Sales and Trades their maturity is a sale or trade that you mustcussed in other IRS publications. They in-
report on Schedule D (Form 1040) whetherclude, for example, installment sales, cov- Sales and trades (or exchanges) of assets
or not you realize gain or loss on theered in Publication 537, Installment Sales, generally result in taxable gains or deducti-
transaction.and transfers of property at death, covered ble losses, although some trades of property

However, if the issuer has merely ex-in Publication 559, Survivors, Executors, and are nontaxable.
tended the maturity date of its notes, duringAdministrators.
which period some of the noteholders havePublication 544, Sales and Other Dispo- Form 1099–B. If you sold property such as
agreed not to redeem their notes until all thesitions of Assets, provides information about stocks, bonds, or certain commodities
other notes are retired or their retirement isvarious types of transactions involving busi- through a broker, you should receive Form
provided for, neither a trade nor a closed orness property, including dispositions of as- 1099–B, Proceeds From Broker and Barter
completed transaction has occurred. Undersets used in a trade or business or for the Exchange Transactions, or an equivalent
these circumstances, you do not figure gainproduction of income. statement from the broker. You should re-
or loss.Publication 550, Investment Income and ceive the statement by January 31, 1996,

Expenses (Including Capital Gains and showing the gross proceeds from sales dur-
Surrender of stock.  A surrender of stockLosses), provides more detailed discussion ing 1995. The Internal Revenue Service
by a dominant shareholder, who retains con-about sales and trades of investment prop- (IRS) will also get a copy of Form 1099–B
trol of the corporation, is treated as a contri-erty. Publication 550 includes information from the broker.
bution to capital rather than as an immediateabout the rules covering nonbusiness bad I f  you receive a Form 1099–B or
loss deductible from taxable income. Thedebts, straddles, section 1256 contracts, equivalent statement, you must complete
surrendering shareholder must reallocateputs and calls, commodity futures, short Schedule D of Form 1040.
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his or her basis in the surrendered shares to $28,000 ($20,000 +  $8,000). Your gain is for real estate and the exchange of per-
the shares he or she retains. $22,000 ($28,000 –  $6,000). sonal property for similar personal prop-

erty are exchanges of like-kind property.Example 2.  You trade A Company stock
The trade of an apartment house for awith an adjusted basis of $7,000 for B Com-How To Figure
store building, or a panel truck for apany stock with a fair market value ofa Gain or Loss pickup truck, are like-kind exchanges.$10,000, which is your amount realized. Your
The exchange of a piece of machineryYou figure gain or loss on a sale or trade of gain is $3,000 ($10,000 –  $7,000). If you
for a store building is not a like-kindproperty by comparing the amount you real- also receive a note for $6,000 that has a dis-
exchange.ize with the adjusted basis of the property. count value of $4,000, your gain is $7,000

($10,000 +  $4,000 –  $7,000). 4) The property must not be stocks,
Gain.  If the amount you realize from a sale bonds, notes, choses in action, certifi-
or trade is more than the adjusted basis of No gain or loss.  You may have to use a ba- cates of trust or beneficial interest, or
the property you transfer, the difference is a sis for figuring gain different from that used other securities or evidence of indebt-
gain. for figuring loss. In this case, you may have edness or interest, including partnership

neither a gain nor a loss. See Other Basis in interests. However, you can have a non-
Loss.  If the adjusted basis of the property Chapter 14. In these situations, if you use the taxable exchange of corporate stocks,
you transfer is more than the amount you re- basis for figuring a gain and the result is a as discussed later under Corporate
alize, the difference is a loss. loss, and then use the basis for figuring a stocks.

loss and the result is a gain, you will have 5) The property must meet the identifica-Adjusted basis.  The adjusted basis of prop- neither a gain nor a loss. tion requirement. The property to be re-erty is your original cost or other original ba- Example.  You receive a gift of invest- ceived must be identified by the day thatsis properly adjusted (increased or de- ment property having an adjusted basis of is 45 days after the date of transfer ofcreased) for certain items. See Chapter 14 $10,000 at the time of the gift. The fair mar- the property given up in the exchange.for more information about determining the ket value at the time of the gift is $9,000. You
6) The exchange must meet the completedadjusted basis of property. later sell the property for $9,500. You have

transaction requirement. The propertyneither gain nor loss. Your basis for figuring
must be received by the earlier of:Amount realized.  The amount you realize gain is $10,000, and $10,000 minus $9,500

from a sale or trade of property is everything a) The 180th day after the date on whichresults in a $500 loss. Your basis for figuring
you receive for the property. This includes you transfer the property given up inloss is $9,000, and $9,500 minus $9,000 re-
the money you receive plus the fair market the transfer, orsults in a $500 gain.
value of any property or services you

b) The due date, including extensions,receive.
for your tax return for the year inNontaxable Trades Fair market value. Fair market value is
which the transfer of the propertyCertain trades or exchanges are nontaxable.the price at which the property would change
given up occurs.This means that any gain from the exchangehands between a buyer and a seller, neither

is not taxed, and any loss cannot be de-being forced to buy or sell and both having
Partially nontaxable exchange.  If, in addi-ducted. In other words, even though you mayreasonable knowledge of all the relevant
tion to like-kind property, you receive cash orfacts. realize a gain or loss on the exchange, it will
nonlike-kind property, and the above condi-not be recognized for tax purposes. TheThe fair market value of notes or other
tions are met, you have a partially nontax-property you get generally has the same ba-evidence of indebtedness you receive as a
able trade. You are taxed on any gain you re-sis as the adjusted basis of the property youpart of the sale price is usually the best
alize, but only to the extent of the cash andgave up.amount you can get from selling them to, or
the fair market value of the nonlike-kinddiscounting them with, a bank or other buyer If you traded business property or depre-
property you receive. You cannot deduct aof such debt instruments. ciable investment property, see Publication
loss.544.Debt paid off.  An indebtedness against

Like-kind property and nonlike-kindthe property, or against you, that is paid off
property transferred.  If you give up non-as a part of the transaction, or that is as- Like-kind exchanges. If you traded busi-
like-kind property in addition to the like-kindsumed by the buyer, must be included in the ness or investment property for other busi-
property, you must recognize gain or lossamount realized. This is true even if neither ness or investment property of a like kind,
only on the nonlike-kind property you giveyou nor the buyer is personally liable for the you must postpone tax on the gain or post-
up. The gain or loss is the difference be-debt. For example, if you sell or trade prop- pone deducting the loss until you sell or dis-
tween the adjusted basis of the nonlike-kinderty that is subject to a nonrecourse loan, the pose of the property you receive. To be non-
property and its fair market value. See Chap-amount you realize includes the full amount taxable, a trade must meet all six of the
ter 1 of Publication 544 for more informationof the note assumed by the buyer even following conditions:
about partially nontaxable exchanges.though the amount of the note exceeds the

1) The property must be business or in-fair market value of the property.
vestment property. You must hold both

Like-kind property and money trans-Payment of cash.  If you trade property the property you trade and the property
for other property and in addition pay cash, ferred.  If conditions (1) – (6) are met, youyou receive for business or investment
the amount you realize is the fair market have a nontaxable trade even if you paypurposes. Neither property may be used
value of the property you receive. Determine money in addition to transferring property infor personal purposes, such as your
your gain or loss by subtracting your ad- exchange for like-kind property.home or family car.
justed basis (the cash you pay plus the ad-

2) The property must not be property heldjusted basis of the property you traded in) Basis.  To figure the basis of the property re-
for sale. The property you trade and thefrom the amount you realize. If the result is a ceived, see Nontaxable Exchanges, in
property you receive must not be prop-positive number, it is a gain. If the result is a Chapter 14.
erty you sell to customers, such as mer-negative number, it is a loss.
chandise. It must be property held for in- How to report.  You must report the ex-Example 1.  You sell stock that you had
vestment or property held for productive change of business or investment like-kindpledged as security for a bank loan of
use in your trade or business. property on Form 8824, Like-Kind Ex-$8,000. Your basis in the stock is $6,000.

3) There must be an exchange of like-kind changes. If you figure a recognized gain orThe buyer pays off your bank loan and pays
property. The exchange of real estate loss on Form 8824, report it on Schedule Dyou $20,000 in cash. The amount realized is
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of Form 1040 or on Form 4797, Sales of into common stock of the same corporation Bureau of the Public Debt
Business Property, whichever applies. according to a conversion privilege in the U.S. Department of Treasury

For exchanges you report on Schedule terms of the bond or the preferred stock cer- Capitol Area Servicing Center
D, enter any gain or loss from Form 8824 on tificate, except where gain is specifically re- 1300 C Street, S.W.
line 4 or line 12 of Schedule D. (See Chapter quired to be recognized. Washington, D.C. 20239–1500
17 to determine whether to use line 4 or line Property for stock of a controlled cor-
12.) poration.  If you transfer property to a corpo-

To compute any partial gains or losses ration solely in exchange for stock in that Related Party Transactionsand for more information on like-kind ex- corporation, and immediately after the trade
changes, see the instructions for Form 8824. Special rules apply to the sale or trade ofyou are in control of the corporation, you or-
For more information on how to report the property between related parties.dinarily will not recognize a gain or loss. This
sale of business property, see Publication rule applies both to individuals and to groups
544. Like-kind exchanges.  Generally, if youwho transfer property to a corporation. It

trade business or investment property fordoes not apply if the corporation is an invest-
Transfers of property between spouses other business or investment property of ament company.
or incident to divorce. Generally, no gain like kind, no gain or loss is recognized. SeeHowever, if you had a gain from the dis-
or loss is recognized on a transfer of prop- Like-kind exchanges discussed earlier underposition of depreciable property from this
erty from an individual to (or in trust for the Nontaxable Trades.

transaction, you may be taxed on part of the
benefit of) a spouse, or if incident to a di- This rule also applies to exchanges ofga in .  See Publ icat ion 544 for  morevorce, a former spouse. This nonrecognition property between related parties, defined

information.rule does not apply if the recipient-spouse or next under Loss on sale or trade of property.
For this purpose, to be in control of a cor-former spouse is a nonresident alien. The However, if either related party disposes of

poration, you or your group of transferorsrule also does not apply to a transfer in trust the like-kind property within 2 years after the
must own, immediately after the exchange,to the extent the adjusted basis of the prop- exchange, the gain or loss on the exchange
at least 80% of the total combined votingerty is less than the amount of the liabilities must be recognized. Each related person
power of all classes of stock entitled to vote,assumed plus any liabilities on the property. must report any gain or loss not recognized
and at least 80% of the outstanding sharesAny transfer of property to a spouse or on the original exchange on the tax return
of each class of nonvoting stock of theformer spouse on which gain or loss is not filed for the year in which the later disposition
corporation.recognized is treated by the recipient as a occurred.

If this provision applies to you, you mustgift and is not considered a sale or ex- These rules generally do not apply to:
attach to your return a complete statementchange. The recipient’s basis in the property

Dispositions due to the death of eitherof all facts pertinent to the exchange.will be the same as the adjusted basis of the
related person,giver immediately before the transfer. This Additional information.  For more infor-

Involuntary conversions (see Chapter 1carryover basis rule applies whether the ad- mation on trades of stock, see Nontaxable
of Publication 544), orjusted basis of the transferred property is Trades in Publication 550.

less than, equal to, or greater than its fair Exchanges or dispositions whose main
market value at the time of transfer. This rule Insurance policies and annuities. You will purpose is not the avoidance of fed-
applies for purposes of determining loss as not have a recognized gain or loss if you eral income tax.
well as gain. Any gain recognized on a trans- trade:
fer in trust increases the basis. The 2–year period does not include the1) A life insurance contract for another lifeA transfer of property is incident to a di- period during which the holder’s risk of lossinsurance contract or for an endowmentvorce if the transfer occurs within one year is substantially diminished by:or an annuity contract,after the date on which the marriage ends, or

The holding of a put on the property,if the transfer is related to the ending of the 2) An endowment contract for an annuity
marriage. The holding by another person of a rightcontract, or for another endowment

For more information, see Publication to acquire the property, orcontract that provides for regular pay-504.
ments beginning at a date not later than A short sale or any other transaction.
the beginning date under the old con-

Corporate stocks. The following trades of
tract, or Loss on sale or trade of property.  Youcorporate stocks generally do not result in a

cannot deduct a loss on the sale or trade oftaxable gain or a deductible loss. 3) An annuity contract for another annuity
property, other than a distribution in com-Stock for stock of the same corpora- contract.
plete liquidation of a corporation, if the trans-tion.  You can exchange common stock for
action is directly or indirectly between youcommon stock or preferred stock for pre- The insured or annuitant must stay the
and the following related parties:ferred stock in the same corporation without same as under the original contract. Ex-

having a recognized gain or loss. This is true 1) Members of your family — this includeschanges of contracts not included in this list,
for a trade between two persons as well as a only your brothers and sisters, half-such as an annuity contract for an endow-
t rade between a s tockholder  and a brothers and half-sisters, spouse, an-ment contract, or an annuity or endowment
corporation. cestors (parents, grandparents, etc.),contract for a life insurance contract, are

In some instances, you can trade com- and lineal descendants (children,taxable.
mon stock for preferred stock, preferred grandchildren, etc.),
stock for common stock, or stock in one cor-

2) A corporation in which you directly or in-U.S. Treasury notes or bonds.  You canporation for stock in another corporation
directly own more than 50% in value oftrade certain issues of U.S. Treasury obliga-without having a recognized gain or loss.
the outstanding stock. See Constructivetions for other issues, designated by theThese trades must be part of mergers, re-
ownership of stock, later, orSecretary of the Treasury, with no gain orcapitalizations, transfers to controlled corpo-

loss recognized on the trade. See U.S. Trea-rations, bankruptcies, corporate divisions, 3) A tax-exempt charitable or educational
sury Notes or Bonds under Nontaxablecorporate acquisitions, or other corporate organization that is directly or indirectly
Trades in Publication 550 for informationreorganizations. controlled, in any manner or by any
about the tax treatment of income fromConvertible stocks and bonds.  You method, by you or by a member of your
these investments. For other information onwill not have a recognized gain or loss if you family, whether or not this control is le-
Treasury notes or bonds, write to:convert bonds into stock or preferred stock gally enforceable.
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In addition, a loss on the sale or trade of owned by or for his or her family. Family in- If you have a taxable gain or a deductible
property is not deductible if the transaction is loss from a transaction, it may be either acludes only brothers and sisters, half-broth-
directly or indirectly between the following capital gain or loss or an ordinary gain orers and half-sisters, spouse, ancestors, and
related parties: loss, depending on the circumstances. Gen-lineal descendants.

erally, a sale or trade of a capital asset (de-Rule 3.  An individual owning, other than1) A grantor and fiduciary, or the fiduciary
fined later) results in a capital gain or loss. Aby applying rule 2, any stock in a corporationand beneficiary, of any trust,
sale or trade of a noncapital asset generallyis considered to own the stock that is directly

2) Fiduciaries of two different trusts, or the results in ordinary gain or loss. Dependingor indirectly owned by or for his or her
fiduciary and beneficiary of two different on the circumstances, a gain or loss on apartner.
trusts, if the same person is the grantor sale or trade of property used in a trade orRule 4.  When applying rule 1, 2, or 3,
of both trusts, business may be treated as either capital orstock constructively owned by a person

ordinary, as explained in Publication 544. In3) A trust fiduciary and a corporation of under rule 1 is treated as actually owned by
some situations, part of your gain or losswhich more than 50% in value of the that person. But stock constructively owned
may be a capital gain or loss and part may beoutstanding stock is directly or indirectly by an individual under rule 2 or 3 is not
an ordinary gain or loss.owned by or for the trust, or by or for the treated as owned by that individual for again

grantor of the trust, applying either rule 2 or 3 to make another
Character of gain or loss.  It is important forperson the constructive owner of the stock.4) A corporation and a partnership if the
you to properly distinguish or classify yoursame persons own more than 50% in
gains and losses as either ordinary or capitalProperty received from a related party.  Ifvalue of the outstanding stock of the
gains or losses. You also need to classifyyou sell or trade at a gain property that youcorporation and more than 50% of the
your capital gains and losses as either short-acquired from a related party, you recognizecapital interest, or the profits interest, in
term or long-term. The correct classificationthe gain only to the extent it is more than thethe partnership,
helps you figure the limit on capital lossesloss previously disallowed to the transferor.5) Two S corporations if the same persons and your proper tax if you can use the CapitalThis rule applies only if you are the originalown more than 50% in value of the out- Gain Tax Computation explained in Chaptertransferee and you acquired the property bystanding stock of each corporation, 17.purchase or exchange. This rule does not

For information about determining6) Two corporations, one of which is an S apply if the transferor’s loss was disallowed
whether your capital gain or loss was short-corporation, if the same persons own because of the wash sale rules, described in
term or long-term, see the discussion undermore than 50% in value of the outstand- Publication 550 under Wash Sales.
Holding Period, later in this chapter.ing stock of each corporation, Example 1.  Your brother sells you stock

7) Two corporations that are members of with a cost basis of $10,000 for $7,600. Your
Capital Assets andthe same controlled group (under cer- brother cannot deduct the loss of $2,400.

tain conditions, however, such losses Later, you sell the same stock to an unre- Noncapital Assets
are not disallowed but must be lated party for $10,500, realizing a gain of For the most part, everything you own anddeferred), $2,900. Your reportable gain is $500 — the use for personal purposes, pleasure, or in-

$2,900 gain minus the $2,400 loss not al-8) Two partnerships if the same persons vestment is a capital asset. Some examples
lowed to your brother.own, directly or indirectly, more than are:

50% of the capital interests or the prof- Example 2.  If, in Example 1, you sold the
● Stocks or bonds held in your personalits interests, or stock for $6,900 instead of $10,500, your account

recognized loss is only $700 ($7,600 basis9) A partnership and a person who owns,
● A house owned and used by you and yourminus $6,900). You cannot deduct the lossdirectly or indirectly, more than 50% of

familythat was not allowed to your brother.the capital interest, or the profits inter-
est, in the partnership. ● Household furnishings

Gain on sale or trade of depreciable prop-
● A car used for pleasure or commutingerty.  The capital gain provisions do not ap-If you sell or trade to a related party a
● Coin or stamp collectionsply and your gain is ordinary income, if:number of blocks of stock or pieces of prop-

erty in a lump sum, you must figure the gain ● Gems and jewelry1) You have a recognized gain on the sale
or loss separately for each block of stock or or trade of property, including a lease- ● Gold, silver, or any other metalpiece of property. The gain on each item hold or a patent application, that is de-
may be taxable. However, you cannot de- preciable property in the hands of the The following items are noncapitalduct the loss on any item. Also, you cannot party who receives it, and assets:reduce gains from the sales of any of these

2) The transaction is between you and aitems by losses on the sales of any of the 1) Property held mainly for sale to cus-
controlled entity, or you and a trust inother items. tomers or property that will physically
which you or your spouse is aIndirect transactions.  These include become a part of the merchandise that
beneficiary.sales through a stock exchange. You cannot is for sale to customers;

deduct your loss on the sale of stock through 2) Depreciable property used in yourSee Chapter 2 in Publication 544 for more in-your broker if, for example, under a prear- trade or business, even though fullyformation. ranged plan a related party or entity buys the depreciated;
same stock that you had owned.

3) Real property used in your trade orConstructive ownership of stock.  In
business;determining whether a person directly or in- Capital or Ordinarydirectly owns any of the outstanding stock 4) A copyright, a literary, musical, or ar-

of a corporation, the following rules apply. tistic composition, a letter or memo-Gain or Loss 
Rule 1.  Stock directly or indirectly owned randum, or similar property:

This section discusses the tax treatment ofby or for a corporation, partnership, estate,
a) That you created by your personaldifferent types of investment transactions.or trust is considered owned proportionately

efforts,For information about the tax treatment ofby or for its shareholders, partners, or
gains and losses on the sale or exchange ofbeneficiaries. b) That was prepared or produced for
property used in a trade or business, seeRule 2.  An individual is considered to you as a letter, memorandum, or simi-
Publication 544.own the stock that is directly or indirectly lar property, or
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c) That you acquired under circum- (Form 1040), whichever applies. In columns commitment that was binding on that date
stances (for example, by gift) entitling and thereafter.(c) and (d), write ‘‘Worthless.’’
you to the basis of a person who cre- See Original Issue Discount (OID) inFiling a claim for refund.  If you do not
ated the property or for whom it was Chapter 8 for information on OID.claim a loss for a worthless security on your
prepared or produced; Long-term corporate debt instru-original return for the year it becomes worth-

ments issued after May 27, 1969, and gov-less, you can file a claim for a credit or refund5) Accounts or notes receivable ac-
ernment instruments issued after July 1,due to the loss. Use Form 1040X, Amendedquired in the ordinary course of a trade
1982.  If you hold one of these debt instru-U.S. Individual Income Tax Return, to amendor business, or for services rendered as
ments, you must include a part of the OID inyour return for the year the security becamean employee, or from the sale of any of
your gross income each year that you ownworthless. You must file it within 7 years fromthe properties described in (1); and
the instrument. Your basis in the instrumentthe date your original return for that year had

6) U.S. Government publications that is increased by the amount of OID that youto be filed, or 2 years from the date you paid
you received from the government free have included in your gross income. Seethe tax, whichever is later. For more informa-
or for less than the normal sales price, Original Issue Discount (OID) in Chapter 8tion about filing a claim, see Amended Re-
or that you acquired under circum- for information about the OID that you mustturns and Claims for Refund in Chapter 1.
stances entitling you to the basis of report on your tax return.
someone who received the publications If you sell or exchange the debt instru-Discounted debt instruments. Treat yourfree or for less than the normal sales ment before maturity, your gain on the sale isgain or loss on the sale, redemption, or re-price. a capital gain, provided the debt instrumenttirement of a bond or other evidence of in-

was a capital asset. Any amount that you re-debtedness originally issued at a discount as
ceive on the retirement of a debt instrumentfollows.
is treated in the same way as if you had soldProperty Held for Personal Use Treat gains on short-term federal,
or exchanged that instrument.Property held for personal use is a capital as- state, or local government obligations as

However, if at the time the instrumentset. Gain from a sale or exchange of that ordinary income up to the ratable share of
was originally issued there was an intentionproperty is a capital gain. Loss from the sale the acquisition discount. This treatment ap-
to call it before its maturity, your gain on theor exchange of that property is not deducti- plies to obligations that have a fixed maturity
sale of the instrument generally is ordinaryble unless it results from a personal casualty date not more than one year from the date of
income to the extent of the entire OID re-loss, such as a loss caused by a fire or hurri- issue. However, this treatment does not ap-
duced by any amounts of OID previously in-cane as discussed in Chapter 27. ply for state or local government obligations cludible in your income. In this case, any bal-

with tax-exempt interest. Any gain that is ance of the gain is a capital gain.Investment Property more than the ratable share of the acquisi-
See Capital or Ordinary Gain or Loss in

tion discount is capital gain. Any loss is capi-Investment property is a capital asset. Any Publication 550 for more information about
tal loss. Acquisition discount is the statedgain or loss from its sale or exchange is gen- the tax treatment on the sale or redemption
redemption price at maturity minus your ba-erally a capital gain or loss. of discounted debt instruments.
sis in the obligation. Tax-exempt state and local govern-

However, do not treat such gains as in-Gold, silver, stamps, coins, gems, etc. ment bonds.  If these bonds were originally
come to the extent you previously includedThese are capital assets except when they issued at a discount before September 4,
the discount in income. This amount in-are held for sale by a dealer. Any gain or loss 1982, and you acquired them before March
creases your basis in the obligation. See Dis-you have from their sale or trade generally is 2, 1984, treat your part of the OID as tax-ex-
count on Short-Term Obligations in Chaptera capital gain or loss. empt interest. Do not include it in income.
1 of Publication 550 for more information. However, any gain from market discount

Treat gains on short-term nongovern-Stocks, stock rights, and bonds.  All of is taxable on disposition or redemption of
ment obligations (whether or not tax ex-these (including stock received as a divi- tax-exempt bonds. If you bought the bonds
empt) as ordinary income up to the ratabledend) are capital assets except when held before May 1, 1993, the gain from market
share of original issue discount (OID). Thisfor sale by a securities dealer. However, if discount is capital gain. If you bought the
treatment applies to obligations that are notyou own small business stock, see Losses bonds after April 30, 1993, the gain from
short-term government obligations and thaton Small Business Stock and Exclusion for market discount is ordinary income.
have a fixed maturity date of not more thanGain From Small Business Stock in Publica- You figure the market discount by sub-
one year from the date of issue.tion 550. tracting the price you paid for the bond from

However, to the extent you previously in- the sum of the original issue price of the
cluded the discount in income, you do notWorthless securities.  Stocks, stock rights, bond and the amount of accumulated OID
have to include it in income again. Thisand corporate or government bonds with in- from the date of issue that represented inter-
amount increases your basis. See Discountterest coupons or in registered form, which est to any earlier holders.
on Short-Term Obligations in Publicationbecame worthless during the tax year, are You must accrue OID on tax-exempt
550 for more information.treated as though they were capital assets state and local government bonds issued af-

sold on the last day of the tax year if they Long-term debt instruments issued ter September 3, 1982, and acquired after
were capital assets in your hands. To deter- after 1954, and before May 28, 1969 (or March 1, 1984. Your adjusted basis at the
mine whether they are long-term or short- before July 2, 1982, if a government is- time of disposition is figured by adding ac-
term capital assets, you are considered to sue).  If you sell, exchange, or redeem for a crued OID to your basis. You must accrue
have held the stocks or securities until the gain one of these debt instruments, the part OID on tax-exempt obligations under the
last day of the year in which they became of your gain that is not more than your rata- same method used for OID on corporate ob-
worthless. See Holding Period, later. ble share of the original issue discount (OID) ligations issued after July 1, 1982.

If you are a cash-basis taxpayer and at the time of the sale or redemption is ordi- A loss on the sale or other disposition of
make payments on a negotiable promissory nary income. The balance of the gain is capi- a tax-exempt state or local government bond
note that you issued for stock that became tal gain. If, however, there was an intention is deductible as a capital loss.
worthless, you can deduct these payments to call the debt instrument before maturity, Notes of individuals.  If the evidence of
as losses in the years you actually make the all of your gain that is not more than the en- indebtedness you bought at a discount was
payments. Do not deduct them in the year tire OID is treated as ordinary income at the issued by an individual, its retirement gener-
the stock became worthless. time of the sale. This treatment of taxable ally will not be given capital gain treatment.

How to report loss.  Report worthless gain also applies to corporate instruments is- But if you sell the discounted instrument to
securities on line 1 or line 9 of Schedule D sued after May 27, 1969, under a written someone other than the original borrower,
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any gain is a capital gain as long as it was not If you claim an ordinary loss, report it as a In Part I, line 1 of Schedule D, enter the
name of the debtor and ‘‘statement at-acquired in the ordinary course of your trade miscellaneous itemized deduction on line 22
tached,’’ in column (a), and the amount ofor business for services rendered or from the of Schedule A (Form 1040). The maximum
the bad debt in column (f). Use a separatesale of inventory. In figuring your adjusted amount you can claim is $20,000 ($10,000 if
line for each bad debt.basis in the note, do not reduce your original you are married filing separately) reduced by

basis by any interest payments or by the part For each bad debt, attach a statement toany expected state insurance proceeds.
your return that contains:of the principal payments you received that Your loss is subject to the 2% of adjusted

is taxable discount income. gross income limit. You cannot choose to 1) A description of the debt, including the
claim an ordinary loss if any part of the de-Example.  You bought a $10,000 note of amount, and the date it became due,
posit is federally insured.an individual for $6,000 on which no pay- 2) The name of the debtor, and any busi-You cannot choose either of these meth-ments had been made. You receive principal ness or family relationship between youods if:payments totaling $4,000. Then you sell the and the debtor,

note for $3,800. Only 60% ($6,000/$10,000) 1) You own at least 1% of the financial
3) The efforts you made to collect theof the $4,000 is a return of your investment. institution,

debt, andThe balance is discount income. You reduce
2) You are an officer of the institution, oryour cost by $2,400 ($4,000 ×  60%) to fig- 4) Why you decided the debt was worth-

ure your adjusted basis. Your capital gain is 3) You are related to such an owner or less. For example, you could show that
$200, figured as follows: officer. the borrower has declared bankruptcy,

or that legal action to collect would
Selling price of note . . . . . . . . . . . . . . . . . . . . . . $3,800 If the actual loss that is finally determined probably not result in payment of any
Minus adjusted basis of note: is more than the amount deducted as an es- part of the debt.

Cost of note . . . . . . . . . . . . . . . . . . $6,000 timated loss, you can claim the excess loss
Minus return on investment 2,400 3,600 as a bad debt. If the actual loss is less than Filing a claim for refund. If you do not

Capital gain $ 200 the amount deducted as an estimated loss, deduct a bad debt on your original return for
you must include in income (in the final de- the year it becomes worthless, you can file a
termination year) the excess loss claimed. claim for a credit or refund due to the badThe OID rules discussed in Chapter 8,

debt. Use Form 1040X, Amended U.S. Indi-under Original Issue Discount (OID), apply to
vidual Income Tax Return. You must file itSale of annuity.  The part of any gain on theobligations issued by individuals after March
within 7 years from the date your original re-sale of an annuity contract before its maturity1, 1984. The OID rules will not apply to loans
turn for that year had to be filed, or 2 yearsdate that is based on interest accumulatedbetween individuals in amounts of $10,000
from the date you paid the tax, whichever isor less (including the outstanding amounts of on the contract is ordinary income.
later. For more information about filing aprior loans) if the lender is not in the busi-
claim, see Amended Returns and Claims forness of lending money, except if a principal Nonbusiness Bad Debts 
Refund in Chapter 1.purpose of the loan is to avoid federal tax. If someone owes you money that you cannot

collect, you have a bad debt. You may be Additional information.  For more informa-Obligations issued in bearer form.  Gener- able to deduct the amount owed to you when tion, see Nonbusiness Bad Debts in Publica-ally, any loss on a registration-required obli- you figure your tax for the year the debt be- tion 550.gation held in bearer form is not deductible. comes worthless. For a bad debt to qualify For information on business bad debts,Any gain on the sale or other disposition of for the deduction, the debt must be genuine. see Chapter 14 of Publication 535.such obligation is ordinary income, unless A debt is genuine if it arises from a debtor-
the issuer was subject to a tax on the issu- creditor relationship based on a valid and en-
ance of the obligation. Losses on Small Business Stockforceable obligation to repay a fixed or deter-

A registration-required obligation is any You can deduct as an ordinary loss, ratherminable sum of money.
obligation except an obligation: than as a capital loss, your loss on the sale,Bad debts that you did not get in the

trade, or worthlessness of certain stock you1) That is issued by a natural person, course of operating your trade or business
own in a small business corporation or cer-are nonbusiness bad debts. To be deducti-2) That is not of a type offered to the tain stock in a small business investmentble, nonbusiness bad debts must be totallypublic, company. Gain on this stock is capital gainworthless. You cannot deduct a partially
and is reported on Schedule D (Form 1040) if3) That has a maturity at the date of issue worthless nonbusiness bad debt.
the stock is a capital asset in your hands.of not more than 1 year, or
See Losses on Small Business Stock andBasis in bad debt required.  To deduct a4) That was issued before 1983.
Losses on Small Business Investment Com-bad debt, you must have a basis in it — that
pany Stock in Publication 550.is, you must have already included theLoss on deposits in an insolvent or bank-

amount in your income or loaned out yourrupt financial institution.  If you can rea-
Holding Period cash. For example, you cannot claim a badsonably estimate your loss on a deposit be-

debt deduction for court-ordered child sup-cause of the bankruptcy or insolvency of a If you sold or traded investment property,
port not paid to you by your former spouse. Ifqualified financial institution, you can choose you must determine whether any capital gain
you are a cash-basis taxpayer (most individ-to treat the amount as either a casualty loss or loss is a short-term or long-term capital
uals are), you cannot take a bad debt deduc-or an ordinary loss in the current year. Either gain or loss by determining your holding
tion for expected income such as unpaid sal- period.way, you claim the loss as an itemized de-
aries, wages, rents, fees, interest, andduction. Otherwise, you can wait until the
dividends unless you have previously in-year of final determination of the actual loss Long term or short term.  If you hold in-
cluded the amount in your income.and treat the amount as a nonbusiness bad vestment property more than one year, any

debt (discussed later under Nonbusiness capital gain or loss is a long-term capital
How to report bad debts.  Deduct nonbusi-Bad Debts) in that year. gain or loss. If you hold the property one
ness bad debts as short-term capital losses year or less, any capital gain or loss is aIf you claim a casualty loss, attach Form
on Schedule D (Form 1040). There are limits short-term capital gain or loss.4684, Casualties and Thefts, to your return.
on how much of your capital losses may beEach loss must be reduced by $100. Your to- To figure how long you held the invest-
deducted. For a discussion of these limits,tal casualty losses for the year are reduced ment property, begin counting on the date
see Chapter 17.by 10% of your adjusted gross income. after the day you acquired the property. The

Chapter 15 SALE OF PROPERTY Page 125



same date of each following month is the be- your capital gain or loss on any later disposi- the same day as the holding period of the un-
tion of such property is treated as a long- derlying stock. The holding period for stockginning of a new month regardless of the
term capital gain or loss. You are considered acquired through the exercise of stock rightsnumber of days in the preceding month. The
to have held the property for more than one begins on the date the right was exercised.day you disposed of the property is part of
year even if you dispose of it within one yearyour holding period.
after the decedent’s death. See Inherited Rollover of Gain Example.  If you buy investment property Property in Publication 551, Basis of Assets.

on February 2, 1995, you start counting on This section discusses the tax-free rollover
February 3. The 3rd of each following month of certain gains from the sale of publiclyReal property bought.  To figure how long

traded securities. If you buy certain replace-is the beginning of a new month. If you sell you have held real property bought under an
ment property and make the choice de-the property on February 2, 1996, your hold- unconditional contract, begin counting on
scribed in this section, you postpone part oring period is not more than one year and you the earlier of the day after you received title
all of your gain. You postpone the gain by ad-will have a short-term capital gain or loss. If to it or the day after you took possession and
justing the basis of the replacement propertyyou sell it on February 3, 1996, your holding assumed the burdens and privileges of own-
as described in Basis of replacement prop-period is more than one year and you will ership. However, taking delivery or posses-
erty, later. This postpones your gain until thehave a long-term capital gain or loss. sion of real property under an option agree-
year you dispose of the replacement

ment is not enough to start the holding
property.Securities traded on established market. period. The holding period cannot start until

You qualify to make this choice if youFor securities traded on an established se- there is an actual contract of sale. The hold-
meet the following tests:curities market, your holding period begins ing period of the seller cannot end before
1) You sell publicly traded securities at athe day after the day you bought the securi- that time.

gain. Publicly traded securities are se-ties, and ends on the day you sold them. Ig-
curities traded on an established securi-nore the settlement date(s) for tax purposes. Mutual fund stock. If you received exempt-
ties market.interest dividends on mutual fund stock thatExample.  You are a cash-basis, calen-

you held 6 months or less and sold at a loss, 2) Your gain from the sale is a capital gain.dar-year taxpayer. You sold stock at a gain
you cannot claim the part of the loss that ison December 28, 1995. According to the 3) During the 60-day period beginning onequal to or less than the exempt-interest div-rules of the stock exchange, the sale was the date of the sale, you buy replace-idends. You must report the rest of the lossclosed by delivery of the stock 3 trading days ment property. This replacement prop-as a short-term capital loss.after the sale, on January 3, 1996. You re- erty must be either common stock or aSee Publication 564, Mutual Fund Distri-ceived payment of the sales price on that partnership interest in a specializedbutions, for more information on mutual fundsame day. Report your gain on your 1995 re- small business investment companydistributions.

turn, even though you received the payment (SSBIC) (any partnership or corporation
in 1996. The gain is long term or short term licensed by the Small Business Admin-

Real estate investment trust (REIT).  If istration under Section 301(d) of thedepending on whether you held the stock
you received a capital gain distribution on Small Business Investment Act of 1958,more than one year. Your holding period en-
REIT stock that you held 6 months or less as in effect on May 13, 1993).ded on December 28. If you had sold the and sold at a loss, you report as a long-term

stock at a loss, you would also report it on capital loss the part of the loss that is equal
your 1995 return. Amount of gain postponed.  If you maketo, or less than, the capital gain distribution.

the choice described in this section, youThis rule does not apply to dispositions of
must recognize gain only up to the followingNontaxable trades. If you acquire invest- stock under a periodic liquidation plan. See
amount:ment property in a trade for other investment Capital Gain Distributions in Chapter 9 for in-

property and your basis for the new property 1) The amount realized on the sale, minusformation on capital gain distributions.
is determined, in whole or in part, by your ba- 2) The cost of any common stock or part-
sis in the old property, your holding period of Automatic investment service and divi- nership interest in an SSBIC that you
the new property begins on the day following dend reinvestment plans.  If you take part bought during the 60-day period begin-
the date you acquired the old property. in a plan to buy stock through a bank or other ning on the date of sale (and did not pre-
Chapter 14 discusses basis. agent, the date the bank or other agent buys viously take into account).

the stock is your purchase date for figuring
the holding period of that stock. In determin-Property received as a gift. If you receive a If this amount is less than the amount of your
ing your holding period for shares bought bygift of property and your basis is determined gain, you can postpone the rest of your gain,
the bank or agent, full shares are consideredby the donor’s basis, your holding period is subject to the limit described next. If this
bought first and any partial shares are con-considered to have started on the same day amount is more than the amount of your
sidered bought last. If a full share or a partialthe donor’s holding period started. See gain, you must recognize the full amount of
share was bought over a period of more thanProperty Received as a Gift in Chapter 14. your gain.
one purchase date, your holding period forIf your basis is determined by the fair Limit on gain postponed.  The amount
that share is a split holding period. A part ofmarket value of the property, your holding of gain you can postpone each year is limited
the share is considered to have been boughtperiod starts on the day after the date of the to the smaller of:
on each date that stock was bought by thegift. 1) $50,000 ($25,000 if you are married andbank or other agent with the proceeds of

file a separate return), oravailable funds.Inherited property. If you inherit investment
2) $500,000 ($250,000 if you are marriedproperty and your basis for it is:

and file a separate return), minus theNontaxable stock dividend. The holding
1) Determined with reference to its fair amount of gain you postponed for allperiod for new stock you received as a non-

market value at the date of the dece- earlier years.taxable stock dividend begins on the same
dent’s death, day as the holding period of the old stock.

This rule also applies to stock acquired in a Basis of replacement property.  You must2) Determined with reference to its fair
‘‘spin-off,’’ which is a distribution of stock or subtract the amount of postponed gain frommarket value at the alternate valuation
securities in a controlled corporation. the basis of your replacement property.date, or

3) The decedent’s adjusted basis (for ap- Nontaxable stock rights. Your holding pe- How to report gain.  If you choose to post-
preciated property), riod for nontaxable stock rights begins on pone gain, report the entire gain realized
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from the sale on line 1 or line 9 of Schedule 2) The name of the SSBIC in which you You must make the choice to postpone
D (Form 1040), whichever is appropriate. Di- purchased common stock or a partner- gain by the due date (including extensions)
rectly below the line on which you report the ship interest, of the tax return on which you must report
gain, enter ‘‘SSBIC Rollover’’ in column (a) the gain. Your choice is revocable with the
and enter the amount of gain postponed in consent of the Commissioner of the IRS.3) The date of that purchase, and
column (f). 

Also attach a schedule showing: 4) Your new basis in that SSBIC stock or
1) How you figured the postponed gain, partnership interest.
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Home sold with undeducted points.  If you your own gain or loss according to your own-
have not deducted all the points you paid to ership interest in the home. Your ownership
secure a mortgage on your old home, you interest is determined by state law.16.
may be able to deduct the remaining points If you and a joint owner other than your
in the year of the sale. See Mortgage ending spouse sell your jointly owned home, each ofSelling Your early under Points in Chapter 25 of this you must figure and report your own gain or
publication. loss according to your ownership interest inHome the home. Each of you applies the rules dis-

cussed in this chapter on an individual basis.

Introduction
How To Figure

This chapter discusses the tax treatment ofImportant Change Gain or Loss the sale of your main home. It covers the fol-for 1995 Gain or loss on the sale of your old home islowing topics:
figured in Part I of Form 2119. To figure theCaution.  As this publication was being pre- ● How to postpone paying tax on all or part gain or loss, you must know the selling price,pared for print, Congress was considering of the gain from selling your main home, the amount realized, and the adjusted basis.tax law changes that could affect your 1995

● How you can exclude all or part of the gaintax return. These changes include the treat-
if you are age 55 or older, and Selling price.  The selling price (line 4 ofment of:

Form 2119) is the total amount you receive● How to report the sale on Form 2119, Sale● Capital gains and losses, and
for your home. It includes money, all notes,of Your Home.

● Sale of your home. mortgages, or other debts assumed by the
buyer as part of the sale, and the fair marketYou must report the sale of your mainSee Publication 553, Highlights of 1995 Tax value of any other property or any serviceshome using Form 2119. This is true whetherChanges, for any further developments. In- you receive.you sell the home at a gain or a loss andformation on these changes will also be If you received a Form 1099–S, Proceedswhether or not you buy another main home.available electronically through our bulletin From Real Estate Transactions, the totalIf you exchange your home for otherboard or via the Internet. See How To Get amount you received for your home (exceptproperty, the exchange is treated as the saleForms and Publications in the back of this for the fair market value of any other prop-of your home. The same rules for reporting apublication. erty or services you received or will receive)sale apply to reporting an exchange. (See
should be shown in box 2. If you received orTrading homes under Old Home, later.)
will receive any other property or any ser-
vices as part of the sale, the value of theseImportant Reminders Useful Items
items is not shown on Form 1099–S. How-You may want to see:Change of address.  If you change your ever, box 4 of that form should be checked.

mailing address, be sure to notify the IRS us- Employer reimbursement.  You mayPublicationing Form 8822, Change of Address. Mail it to have to sell your home because of a job
the Internal Revenue Service Center for your □ 523 Selling Your Home transfer. If your employer pays you for a loss
old address (addresses for the Service Cen- on the sale or for your selling expenses, do□ 530 Tax Information for First-Timeters are on the back of the form). not include the payment (reimbursement) asHomeowners

part of the selling price. Include it in your
Seller-financed mortgages.  If you sold gross income as wages on line 7 of FormForm (and Instructions)your home and hold a note, mortgage, or 1040. For more information, see How To Re-
other financial agreement, you may have to □ Schedule D (Form 1040) Capital port in Chapter 19.
report the buyer’s name, address, and social Gains and Losses Option to buy.  If you grant an option to
security number (SSN) when you report the buy your home and the option is exercised,□ 1040X Amended U.S. Individualinterest income. See Installment sale under add the amount you receive for the option toIncome Tax ReturnHow and When To Report, later.

the selling price of your home. If the option is
□ 2119 Sale of Your Home not exercised, you must report the amount

Combat zone service.  The replacement
□ 8822 Change of Address as ordinary income in the year the option ex-

period for postponing tax on any gain from
pires. Report this amount on line 21 of Form□ 8828 Recapture of Federal Mortgagethe sale of your home is suspended if you
1040.Subsidyserved in the Persian Gulf Area combat

zone. For this suspension, the area is con-
Selling expenses.  Selling expenses (line 5sidered a combat zone beginning August 2,
of Form 2119) include commissions, adver-1990. See Replacement Period under Post-
tising, and legal fees. Loan charges paid byGain or Lossponing Gain, later, for more information.
the seller, such as loan placement fees orOn the Sale ‘‘points,’’ are usually a selling expense.Form 1099–S. The law requires that trans-

If you sell your main home, you may have toactions involving the sale of most residential
Amount realized.  The amount realized (linepay tax on all or part of the gain from thereal estate property be reported to the IRS
6 of Form 2119) is the selling price minussale. But if you replace the home and meeton Form 1099–S, Proceeds From Real Es-
selling expenses.the conditions described later under Gain ontate Transactions. Real estate brokers are

Sale, you postpone paying the tax.prohibited from charging any customer sep-
Amount of gain or loss.  If the amount real-If you have a loss on the sale, you cannotarately for preparing Form 1099–S.
ized is more than the home’s adjusted basisdeduct it.
(line 7 of Form 2119), the difference is yourQualified mortgage bonds and mortgage
gain (line 8 of Form 2119). If the amount real-credit certificates.  If you sell your main More than one owner.  If you and your
ized is less than the adjusted basis, the dif-home that was purchased or improved with spouse sell your jointly owned home and file
ference is your loss.federally subsidized financing, you may have a joint return, you figure and report your gain

To figure the adjusted basis of your prop-to recapture part of the subsidy. See Recap- or loss as one taxpayer. If you file separate
erty, see Basis, later.ture of Federal Subsidy, later. returns, each of you must figure and report
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You can find more information on basis Adjusted Basis Gain on Sale 
and adjusted basis in Chapter 14 of this pub- Adjusted basis is your basis increased orYou will generally be subject to tax on all of
lication and in Publication 523. decreased by certain amounts.the gain if you do not buy a new home. How-

ever, if you are age 55 or older, you may
Settlement fees or closing costs.  If you Increases to basis.  These include any:qualify to exclude all or part of the gain as ex-
buy your home, you may have to pay settle-plained later under Exclusion of Gain. 1) Improvements.ment fees or closing costs in addition to theYou postpone the tax on all or part of the

2) Additions.contract price of the property. You can in-gain if you buy a new home and meet the
clude in your basis the settlement fees andcondit ions described in the fol lowing 3) Special assessments for local
closing costs that are for buying the home.paragraphs. improvements.
You cannot include in your basis the fees

4) Amounts spent after a casualty to re-and costs that are for getting a mortgagePurchase price at least as much as sales store damaged property.loan. A fee is for buying the home if youprice.  Your entire gain on the sale of your
would have had to pay it even if you paidhome is not taxed at the time of the sale if, Decreases to basis.  These include any:cash for the home.within 2 years before or 2 years after the

Settlement fees do not include amounts 1) Gain from the sale of your old home onsale, you buy and live in another home that
placed in escrow for the future payment of which tax was postponed.costs at least as much as the adjusted sales
items such as taxes and insurance.price (described later) of the old home. If you 2) Insurance reimbursements for casualty

Some of the settlement fees or closingare on active duty in the Armed Forces, if you losses.
costs that you can include in the basis ofserved in a combat zone, or if your tax home

3) Deductible casualty losses not coveredyour property are:is outside the U.S., the 2-year period after
by insurance.the sale may be suspended. See People 1) Abstract fees (sometimes called ab-

4) Payments received for granting anOutside the U.S. and Members of the Armed stract of title fees),
easement or right-of-way.Forces under Replacement Period, later.

2) Charges for installing utility services,
5) Depreciation allowed or allowable if you

Purchase price less than sales price.  If 3) Legal fees (including fees for the title used your home for business or rental
the purchase price of your new home is less search and preparing the sales contract purposes.
than the adjusted sales price of your old and deed),

6) Residential energy credit (generally al-home and you buy and live in the new home 4) Recording fees, lowed from 1977 through 1987) claimedwithin 2 years before or 2 years after the
for the cost of energy improvements5) Surveys,sale, the gain taxed in the year of the sale is
that you added to the basis of yourthe lesser of: 6) Transfer taxes, home.

1) The gain on the sale of the old home 7) Owner’s title insurance, and 7) Energy conservation subsidy excluded(reduced by any gain you exclude as ex-
from your gross income because you re-8) Any amounts the seller owes that youplained later under Exclusion of Gain),
ceived it (directly or indirectly) from aagree to pay, such as back taxes or in-or
public utility after December 31, 1992,terest, recording or mortgage fees,

2) The amount by which the adjusted sales for the purchase or installation of anycharges for improvements or repairs,
price of the old home is more than the energy conservation measure.and sales commissions.
purchase price of the new home.

Energy conservation measure.  ThisSome settlement fees and closing costs
Source of funds to buy home.  You need includes installations or modifications thatnot included in your basis are:
not use the same funds received from the are primarily designed either to reduce con-

1) Fire insurance premiums.sale of your old home to buy or build your sumption of electricity or natural gas or to im-
new home. For example, you can use less 2) Rent for occupancy of the house before prove the management of energy demand
cash than you received by increasing the closing. for a home.
amount of your mortgage loan and still post-

3) Charges for utilities or other services re-pone the tax on your gain. Improvements. These add to the value oflating to occupancy of the house before
your home, prolong its useful life, or adapt itclosing.Loss on Sale to new uses. You add the cost of improve-

4) Any item that you deducted as a moving ments to the basis of your property.You cannot deduct a loss on the sale of your
expense (settlement fees and closinghome. It is a personal loss. However, you Examples.  Putting a recreation room in
costs incurred after 1993 cannot be de-must report the sale on Form 2119. The loss your unfinished basement, adding another
ducted as moving expenses).has no effect on the basis of your new home. bathroom or bedroom, putting up a fence,

5) Charges connected with getting a mort- putting in new plumbing or wiring, putting on
gage loan, such as: a new roof, or paving your driveway areBasis 

improvements.a) Mortgage insurance premiums (in-You will need to know your basis in your
cluding VA funding fees),home as a starting point for determining any

Repairs.  These maintain your home in goodgain or loss when you sell it. b) Loan assumption fees, condition. They do not add to its value or pro-Your basis in your home is determined by
long its life, and you do not add their cost toc) Cost of a credit report, andhow you acquired it. Your basis is its cost if
the basis of your property.you bought it or built it. If you acquired it in d) Fee for an appraisal required by a

Examples.  Repainting your house insidesome other way, its basis is either its fair lender.
or outside, fixing your gutters or floors, re-market value when you received it or the ad-

6) Fees for refinancing a mortgage. pairing leaks or plastering, and replacingjusted basis of the person you received it
broken window panes are examples offrom.

See Settlement fees or closing costs repairs.While you owned your home, you may
under New Home, later, for informationhave made adjustments (increases or de-
about the fees and costs (real estate taxescreases) to the basis. This adjusted basis is Recordkeeping. You should keep records
and mortgage interest, including points) thatused to figure gain or loss on the sale of your of your home’s purchase price and purchase
you may be able to deduct.home. expenses. You should also save receipts
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and other records for all improvements, ad- under Old Home. Property used partly as Also, if you began building your new
ditions, and other items that affect the basis your home and partly for business or rental is home within the specified period, but for any
of your home. This includes any Form 2119 also discussed later under Old Home. reason were unable to live in it within 2 years,
that you filed to report postponement of gain no more time for occupancy is allowed. You
from the sale of a previous home. Land.  You may sell the land on which your must report your entire gain on an amended

Ordinarily, you must keep records for 3 main home is located, but not the house it- return for the year of the sale. See Amended
years after the due date for filing your return self. In this case, you cannot postpone tax Return, later.
for the tax year in which you sold, or other- on any gain you have from the sale of the
wise disposed of, your home. But if you use land. People Outside the U.S. 
the basis of your old home in figuring the ba- Example.  You sell the land on which The replacement period after the sale of
sis of your new one, such as when you sell your main home is located. Within the re- your old home is suspended while you have
your old home and postpone tax on any gain, placement period, you buy another piece of your tax home (the place where you live and
you should keep those records longer. Keep land and move your house to it. This sale is work) outside the U.S. This suspension ap-
those records as long as they are needed for not considered a sale of your main home, plies only if your stay abroad begins before
tax purposes. and you cannot postpone tax on any gain on the end of the 2-year replacement period.

the sale. The replacement period, plus the period of
suspension, is limited to 4 years after the

More than one home.  If you have more date of sale of your old home.Postponing Gain than one home, only the sale of your main For more information, see People
home qualifies for postponing the tax. If youGenerally, you must postpone tax on the Outside the U.S. in Publication 523. For a
have two homes and live in both of them,gain on the sale of your main home if you buy discussion of tax home, see Chapter 28.
your main home is the one you live in most ofand live in a new main home within the re-
the time.placement period and it costs at least as Combat zone service.  The running of the

much as the adjusted sales price of the old Example 1.  You own and live in a house replacement period (including the suspen-
home. However, if you are age 55 or older in town. You also own beach property, which sion if you live and work outside the U.S.) is
and meet certain qualifications, no tax ap- you use in the summer months. The town suspended for any period you served in the
plies to the extent you choose to exclude the property is your main home; the beach prop- Persian Gulf Area combat zone in support of
gain. See Exclusion of Gain, later. erty is not. the Armed Forces, plus 180 days, even

This section explains the time allowed for Example 2.  You own a house, but you though you were not a member of those
replacement and how to determine the taxa- live in another house that you rent. The forces. This includes Red Cross personnel,
ble gain, if any. rented home is your main home. accredited correspondents, and civilians

The tax on the gain is postponed, not under the direction of the Armed Forces in
forgiven. You subtract any gain that is not support of those forces.Replacement Period taxed in the year you sell your old home from The rules for suspending the running ofYour replacement period is the time periodthe cost of your new home. This gives you a the replacement period are the same as theduring which you must replace your oldlower basis in the new home. If you sell the suspension rules explained later underhome to postpone any of the gain from itsnew home in a later year and again replace Members of the Armed Forces and its dis-sale. It starts 2 years before and ends 2it, you may have to continue to postpone tax cussion, Combat zone service.years after the date of sale.on your gain.

Example.  On April 27, 1995, before youExample.  You sold your home in 1995 Members of the Armed Forces sell your old home, you buy and move into afor $90,000 and had a $5,000 gain. Within
The replacement period after the sale ofnew home that you use as your main home.the time allowed for replacement, you
your old home is suspended while you serveYou have until April 27, 1997, a period of 2bought another home for $103,000 and
on extended active duty in the Armedyears, to sell your old home and postponemoved into it. The $5,000 gain will not be
Forces. You are on extended active duty iftax on any gain.taxed in 1995 (the year of sale), but you must
you are serving under a call or order for moresubtract it from the $103,000. This makes
than 90 days or for an indefinite period. TheOccupancy test.  You must physically live inthe basis of your new home $98,000. If you
suspension applies only if your service be-the new home as your main home within thelater sell the new home for $110,000, and
gins before the end of the 2-year replace-required period. If you move furniture oryou do not buy and live in a new home within
ment period. The replacement period, plusother personal belongings into the newthe allowed time, you will be subject to tax on
any period of suspension, is limited to 4home but do not actually live in it, you havethe $12,000 gain ($110,000 –  $98,000) in
years after the date you sold your old home.not met the occupancy test.the year of that sale.
For more information, see Members of the
Armed Forces in Publication 523.No added time beyond the specified pe-

Main Home riod is allowed.  To postpone gain on the
Overseas assignment.  The suspension ofUsually, the home you live in most of the time sale of your home, you must replace the old
the replacement period after the sale of youris your main home. The home you sell and home and occupy the new home within the
old home is extended for up to an additionalthe one you buy to replace it must both qual- specified period. You are not allowed any
4 years while you are stationed outside theify as your main home. additional time, even if conditions beyond
U.S. This also applies while you are requiredYour main home can be a houseboat, a your control keep you from doing it. For ex-
to live in on-base quarters following your re-mobile home, a cooperative apartment, or a ample, destruction of the new home while it
turn from a tour of duty outside the U.S. Incondominium. was being built would not extend the re-
this case, you must be stationed at a remoteFixtures (permanent parts of the prop- placement period. However, there may be a
site where the Secretary of Defense has de-erty) generally are part of your main home. suspension of the replacement period, dis-
termined that adequate off-base housing isFurniture, appliances, and similar items that cussed later, for people outside the U.S. or
not available.are not fixtures generally are not part of your members of the Armed Forces.

main home. If you do not replace the home in time The suspension can continue for up to 1
If you change your home to a rental prop- and you had postponed gain in the year of year after the last day you are stationed

erty, it no longer qualifies as your main sale, you must file an amended return for the outside the U.S. or the last day you are re-
home. If you then sell it, you cannot post- year of sale. You must include in your in- quired to reside in government quarters on
pone tax on any gain from the sale. See come the entire gain on the sale of your old base. However, the replacement period,
Home changed to rental property , later home. plus any period of suspension, is limited to 8
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1) Write ‘‘Protective Claim,’’

2) Explain that you paid tax on the gain
from the sale of your old home,

3) State the amount of the gain you re-
ported on your original return,

4) State that you have an extended re-
placement period and why this ex-
tended period applies to your particular
situation, and

5) State that you are filing this protective
claim because during your extended re-
placement period you may buy (or build)
a new main home.

Old Home 
Gain or loss on the sale of your old home is
figured in Part I of Form 2119.

You use Part III of Form 2119 to figure
the adjusted sales price, the taxable gain,
and the postponed gain.

Fixing-up expenses.  Any fixing-up ex-
penses you have are used in figuring the ad-
justed sales price. Fixing-up expenses (line
16 of Form 2119) are decorating and repair
costs that you paid to sell the old home. For
example, the costs of painting the home,
planting flowers, and replacing broken win-
dows are fixing-up expenses. Fixing-up ex-
penses must meet all the following condi-
tions. The expenses must:years after the date of sale of your old 945, Tax Information for Those Affected by

home. Operation Desert Storm. 1) Be for work done during the 90-day pe-
If you qualify for the time suspension for riod ending on the day you sign the con-

members of the Armed Forces and have al- tract of sale with the buyer.
Amended Return ready filed an income tax return reporting 2) Be paid no later than 30 days after the

gain from the sale of a home that can be fur- date of sale.If you sell your old home and do not plan tother postponed, you can file Form 1040X to
replace it, you must include the gain in in- 3) Not be deductible in arriving at your tax-claim a refund. See Amended Return, later.
come for the year of sale. If you later change able income.
your mind, buy or build and live in another 4) Not be used in figuring the amountCombat zone service.  The running of the
home within the replacement period, and realized.replacement period (including any suspen-
meet the requirements to postpone gain, yousion) is suspended for any period you served 5) Not be capital expenditures orwill have to file an amended return (Formin the Persian Gulf Area combat zone. For improvements.1040X) for the year of sale to claim a refund.this suspension, the designation of the area
For information on the time allowed for filingas a combat zone is effective August 2, Note.  You deduct fixing-up expensesan amended return, see Chapter 1.1990. from the amount realized only in figuring the

If you performed military service in an part of the gain that you postpone. You can-
area outside the combat zone that was in di- Extended replacement period.  If you have not deduct them in figuring the actual gain
rect support of military operations in the on the sale of the old home. If the amount re-an extended replacement period because
combat zone and you received special pay alized does not exceed the cost of your newyou have your tax home outside the U.S. or
for duty subject to hostile fire or imminent home, you postpone your entire gain. In thisare a member of the Armed Forces, the re-
danger, you are treated as if you served in case, you do not need to figure your fixing-upplacement period may go beyond the last
the combat zone. expenses.date you can file an amended return claiming

This suspension ends 180 days after the a refund for the year of sale. If there is a pos-
later of: sibility you may change your mind and buy Adjusted sales price.  Use the adjusted
1) The last day you were in the combat (or build) and live in another home during the sales price of your old home (line 18 of Form

zone (or, if earlier, the last day the area extended replacement period, you should 2119) to figure the part of your gain that you
qualified as a combat zone), or file a protective claim for refund of the tax can postpone. The adjusted sales price is

you paid on the gain. File this claim on Form the amount realized minus any exclusion you2) The last day of any continuous hospitali-
1040X at the same time you file the return for claim (line 14 of Form 2119) and minus anyzation (limited to 5 years if hospitalized
the year of sale or anytime within the period fixing-up expenses you might have. Com-in the U.S.) for an injury sustained while
allowed for filing an amended return. pare the adjusted sales price with the cost ofserving in the combat zone.

your new home to find the amount of gainProtective claim.  To file a protective
that you can postpone.claim for refund, use Form 1040X and its in-For more information on extension of the

structions. However, you may leave lines 1replacement period, see Combat zone ser- Example.  Your old home had a basis of
through 23 blank on the front of the form ifvice in Publication 523. For more information $55,000. You signed a contract to sell it on
you do not know the amount of your post-on other tax benefits available to those who December 17, 1994. On January 7, 1995,
poned gain. In Part II of the form:served in a combat zone, get Publication you sold it for $71,400. Selling expenses
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were $5,000. During the 90-day period end- sales price of the old one, you must post- Condemned property. If your home is con-
ing December 17, 1994, you had the follow- pone the tax on the gain. The basis of your demned for public use and you have a gain,
ing work done. You paid for the work on Feb- new home is $71,000 ($80,000 cost – you can postpone the tax on the gain in one
ruary 4, 1995—within 30 days after the date $9,000 gain that is not currently taxed). of two ways. You can postpone the tax under
of sale. the rules explained in this chapter or underIf the dealer had allowed you $27,000

those discussed under Involuntary Conver-and assumed your unpaid mortgage of
Fixing-up expenses: sions in Chapter 1 of Publication 544, Sales$23,000 on your old home, $50,000 would

Inside and outside painting . . . . . . . . . . . . . . $800 and Other Dispositions of Assets.still be considered the sales price of the old
Improvements: home (the trade-in allowed plus the mort-

New venetian blinds and new water gage assumed). Transfer to spouse.  If you transfer your
heater . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $900 home to your spouse, or to your former

spouse incident to your divorce, you have noProperty used partly as your home andWithin the required time, you bought and
gain or loss. This is true even if you receivepartly for business or rental.  You may uselived in a new home that cost $64,600. The
cash or other consideration for the home.part of your property as your home and partamount of gain on which tax is postponed,
Therefore, the rules in this chapter do notof it for business or to produce income. Ex-the amount of gain on which tax is not post-
apply. You do not have to file Form 2119.amples are a working farm on which yourponed, and the basis of your new home, are

If you need more information, see Trans-house is located, an apartment building infigured as follows:
fer to spouse in Publication 523 and Propertywhich you live in one unit and rent out the
Settlements in Publication 504, Divorced orGain On Sale others, or a store building with an upstairs
Separated Individuals.apartment in which you live. If you sell thea) Selling price of old home $71,400

whole property, you postpone only the tax onb) Minus: Selling expenses 5,000
the part used as your home. This includes Foreclosure or repossession.  If yourc) Amount realized on sale $66,400
the land and outbuildings, such as a garage home was foreclosed on or repossessed,d) Basis of old home . . . . . . . . $55,000
for the home, but not those for the business you have a sale that you must report one) Add: Improvements
or the production of income. For more infor- Form 2119, Sale of Your Home. If the sale(blinds and heater) . . . . . . . 900
mation, see Property used partly as your resulted in a taxable gain, also report it on

f) Adjusted basis of old home and partly for business or rental in Schedule D (Form 1040).
home . . . . . . . . . . . . . . . . . . . . . 55,900 Publication 523. Form 1099–A and Form 1099–C.  Gen-

g) Gain on sale [(c) minus Business use of your home.  If, in the erally, you will receive Form 1099–A, Acqui-
(f)] . . . . . . . . . . . . . . . . . . . . . . . . $10,500 year of sale, you are entitled to deduct ex- sition or Abandonment of Secured Property,

penses for the business use of your home, from your lender. This form will have the in-
Gain Taxed in 1995 you cannot postpone the gain on the part of formation you need to determine the amount

the home used for business. For information of your gain or loss and whether you haveh) Amount realized on sale $66,400
on how to figure the business part, see Busi- any ordinary income from cancellation ofi) Minus: Fixing-up
ness Part of Home Expenses in Publication debt. If your debt is canceled, you may re-expenses (painting) . . . . . . 800
587, Business Use of Your Home. ceive Form 1099–C, Cancellation of Debt, in-j) Adjusted sales price . . . . . $65,600

If, in the year of sale, you are not entitled stead of Form 1099–A.k) Minus: Cost of new home 64,600
to deduct expenses for the business use of For more information, get Publication

l) Excess of adjusted sales your home, you may be able to postpone all 523.
price over cost of new your gain, even if you were entitled to deduct
home . . . . . . . . . . . . . . . . . . . . . $ 1,000 expenses for the business use of your home Abandonment.  If you abandon your home

m) Gain taxed in 1995 in earlier years. and it secures a debt that is canceled, you
[lesser of (g) or (l)] . . . . . . . $ 1,000 may have ordinary income. If the home is

Home changed to rental property.  You foreclosed on or repossessed, you may also
Gain Not Taxed in 1995 cannot postpone tax on the gain on rental have a gain or loss. See Foreclosure or re-
n) Gain on sale [line (g)] . . . . $10,500 property, even if you once used it as your possession, earlier. Get Publication 523 for
o) Minus: Gain taxed in 1995 home. The rules explained in this chapter more information.

[line (m)] . . . . . . . . . . . . . . . . . . 1,000 generally will not apply to its sale. Gains are
taxable and losses are deductible as ex- Gain on casualty.  The tax on a gain from ap) Gain not taxed in 1995 $ 9,500
plained in Publication 527, Residential fire, storm, or other casualty cannot be post-
Rental Property. The basis of the property is poned under the rules explained in this chap-Adjusted Basis of New Home
determined as explained under Property ter, but may be postponed under the rulesq) Cost of new home [line
Changed to Business or Rental Use in Chap- explained in Publication 547, Nonbusiness(k)] . . . . . . . . . . . . . . . . . . . . . . . $64,600
ter 14. Disasters, Casualties, and Thefts.r) Minus: Gain not taxed in

Temporary rental of home before1995 [line (p)] . . . . . . . . . . . . 9,500
sale.  You have not changed your home to New Home s) Adjusted basis of new rental property if you temporarily rented out

home . . . . . . . . . . . . . . . . . . . . . $55,100 Use the cost of your new home to figureyour old home before selling it, or your new
the gain taxed and the gain on which tax ishome before living in it, as a matter of conve-
postponed on the sale of your old home.nience or for another nonbusiness purpose.
This includes costs incurred within the re-Trading homes.  If you trade your old home You can postpone the tax on the gain from
placement period (beginning 2 years beforefor another home, treat the trade as a sale the sale if you meet the requirements ex-
and ending 2 years after the date of sale) forand a purchase. plained earlier. For information on how to
the following items:treat the rental income you receive, seeExample.  You owned and lived in a

Chapter 10.home that had a basis of $41,000. A real es- 1) Buying or building the home.
tate dealer accepted your old home as a Failed attempt to rent home.  If you

2) Rebuilding the home.trade-in and allowed you $50,000 toward a place your home with a real estate agent for
3) Capital improvements or additions.new house priced at $80,000. You are con- rent or sale and it is not rented, it is not con-

sidered to have sold your old home for sidered business property or property held
$50,000 and to have had a gain of $9,000 for the production of income. The rules ex- You cannot consider any costs incurred
($50,000 –  $41,000). Because you replaced plained in this chapter apply to the sale of before or after the replacement period. How-
it with a new home costing more than the the home. ever, if you are a person outside the U.S. or a
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member of the Armed Forces, you can in- more information, see Property taxes under funds and takes title individually. If you both
Old Home in Publication 523. sign the statement, you and your spouseclude any costs incurred during the suspen-

postpone the $12,000 gain from the sale ofsion period.
the old home. Your spouse will have an ad-

Retirement home.  You have not pur- justed basis of $88,000 ($100,000 cost –New home outside the U.S.  If your new chased a new home if you sell your home $12,000 postponed gain) in the new home.home is outside the U.S., you still may be re- and invest the proceeds in a retirement If you both do not sign the statement, youquired to postpone your gain from the sale of home project that gives you living quarters will be taxed on your share of the gain on theyour old home that is in the U.S. You must and personal care, but does not give you any old home, but your spouse will postpone taxbuy or build and live in the new home within legal interest in the property. Therefore, you on his or her share of the gain. This is be-the time allowed for replacement. must include in income any gain on the sale cause the cost of the new home was more
of your home. However, if you are 55 or than your spouse’s share of the adjustedDebts on new home.  The cost of a new older, see Exclusion of Gain, later in this sales price of the old home. Your spouse’shome includes the debts it is subject to when chapter. basis in the new home will be $94,000you buy it (purchase-money mortgage or

($100,000 cost –  $6,000 postponed gain).deed of trust) and the face amount of notes Dividing gain between you and spouse.
Example 3.  The facts are the same as inor other liabilities you give for it. You or your spouse may have owned the old

Example 1 except that you own the old homehome separately, but title to the new one is in
individually and your spouse owns the newTemporary housing.  If a builder gives you both your names as joint tenants. Or, you
home individually. If you both sign the state-temporary housing while your new home is and your spouse may have owned the old
ment, you postpone the $12,000 gain frombeing finished, you must reduce the contract home as joint tenants, and either you or your
the sale of the old home. Your spouse willprice to arrive at the cost of the new home. spouse owns the new home separately. In
have an adjusted basis in the new home ofTo figure the amount of the reduction, multi- both of these cases, you can postpone the
$88,000.ply the contract price by a fraction. The nu- gain from the sale of the old home.

If either of you does not sign the state-merator is the value of the temporary hous- You and your spouse can divide the post-
ment, your entire gain will be taxed and youring and the denominator is the sum of the poned gain, which reduces the basis of the
spouse’s basis in the new home will bevalue of the temporary housing plus the new home, if both of you meet the following
$100,000.value of the home. requirements:

1) You used the old home as your main Deceased spouse.  If your spouse dies afterSeller-paid points.  If you bought your new home and you use the new home as you sell your old home and before youhome after April 3, 1994, you must subtract your main home. purchase and occupy a new home, you canany seller-paid points from its cost in figuring
postpone the gain from the sale of the old2) You sign a statement that says: ‘‘Wehow much of the gain from selling your old
home if the basic requirements are met, and:agree to reduce the basis of the newhome is taxed. If you bought your new home

home by the gain from selling the old 1) You were married on the date yourafter 1990 but before April 4, 1994, you must
home.’’ spouse died, andreduce its cost by the seller-paid points only

if you chose to deduct them as home mort- 2) You use the new home as your main
Both of you must sign the statement. Yougage interest in the year paid. home.
can make the statement in the bottom mar-
gin of Form 2119 or on a sheet attached toSettlement fees or closing costs. The cost This applies whether title to the old home is
your tax return. If either of you does not signof your new home includes the settlement in one spouse’s name or held jointly.
the statement, you must report the gain infees and closing costs that you can include If you sold your home and did not post-
the regular way without allocation.in your basis. See Settlement fees or closing pone the entire gain on the sale because of

costs under Basis, earlier. Example 1.  You sell your home that is the death of your spouse (but otherwise
Deductible costs.  If you itemize your owned separately by you, but both you and qualified to do so under the rules explained

deductions in the year you buy the house, your spouse use it as your main home. The in this chapter), you can file an amended re-
you can deduct some of the costs you paid adjusted sales price is $98,000, the adjusted turn (Form 1040X) to postpone the entire
at closing, such as real estate taxes, mort- basis is $86,000, and the gain on the sale is gain. See Chapter 1 for the time allowed to

$12,000. Within 2 years you and your spousegage interest, and ‘‘points’’ that are deducti- file an amended return.
buy a new home for $100,000. You move inble as interest. You may also be able to de-
right away. The title is held jointly and, underduct points paid by the seller at closing. For Separate homes replaced by single
state law, you each have a one-half interest.more information, see Chapters 24 and 25. home.  If you and your spouse had two sepa-
If you both sign the statement to reduce theReal estate taxes.  If you agree to pay rate gains from the sales of homes that had
basis of the new home, you postpone thetaxes the seller owed on your new home been your separate main homes before your
gain on the sale as if you had owned both the(that is, taxes up to the date of sale), the marriage, you may have to postpone the tax
old and new homes jointly. You and yourtaxes you pay are treated as part of the cost. on both gains. This can happen if you jointly
spouse will each have an adjusted basis of purchase a new replacement home and one-You cannot deduct them as taxes paid. If the
$44,000 ($50,000 cost minus $6,000 post- half the amount of the cost of the new homeseller paid taxes for you (that is, taxes begin-
poned gain) in the new home. is at least as much as the adjusted sellingning with the date of sale), you can still de-

If either of you does not sign the state- price of each of your old homes.duct the taxes. If you do not reimburse the
ment, your entire gain of $12,000 will be cur- Each spouse must individually satisfy theseller for your part of the taxes, you must re-
rently taxed. This is because the adjusted requirements for postponing gain. Eachduce your basis in your new home by the
sales price of the old home ($98,000) is spouse’s share of the cost of the new homeamount of those taxes. For more informa-
greater than your part of the cost of the new is the portion equal to his or her interest intion, see Settlement or closing costs under
home ($50,000). You and your spouse will the home under state law (generally one-Basis in Publication 530.
each have a basis of $50,000 in the new half). This share of the cost must be equal to
home. or greater than the adjusted sales price ofNote:  The information reported (gener-

his or her old home.ally by the settlement agent) to the IRS and Example 2.  The facts are the same as in
seller of the home on Form 1099–S, Pro- Example 1 except that you and your spouse Example.  You sold your old home in
ceeds From Real Estate Transactions, must owned the old home jointly and each had a April 1995 for an adjusted sales price of
include the part of any real estate tax that is one-half interest under state law. Your $90,000. Your spouse sold her old home in
treated as tax imposed on the buyer. For spouse buys the new home with separate June 1995 for an adjusted sales price of
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$110,000. You each realized a gain of Example.  Your father died in March Example 1.  You sold your first home in
1995 and you inherited his home. Its basis to March 1994 for $120,000, and you had a$15,000 from your sale. Before the end of
you is $62,000. You spent $14,000 to mod- $10,000 gain on the sale. You postponed the1995, you jointly purchased a new home at a
ernize the home, resulting in an adjusted ba- $10,000 gain because you bought andcost of $200,000 and moved into it in Janu-
sis to you of $76,000. You moved into the moved into a second home in April 1994 forary 1996. Under state law, you each have a
home in July 1995. $135,000. Your basis in the second home,one-half interest in the new home.

as reported on the Form 2119 filed with yourWhen your father died, you owned aYou must postpone your gain since you
1994 return, was $125,000 ($135,000 costhome that you bought in 1991 for $60,000.are treated as purchasing a new home for
–  the $10,000 postponed gain).Within 2 years of inheriting your father’s$100,000 (1/2 of $200,000).

home, you sell your old home for $65,000, at In June 1995 you sold the second homeThere is tax on $10,000 of your spouse’s
a gain of $5,000. You have fixing-up ex- for $142,000 and you moved into an apart-gain at the time of the sale. This is the
penses of $200 on your old home. ment. You purchased and moved into a thirdamount by which the adjusted sales price of

home in January 1996 for $146,000.To find the gain taxed in the year of theher former home is more than her $100,000
sale, you compare the adjusted sales price Your replacement home for the firstshare of the cost of the new home.
of the old home, $64,800 ($65,000 –  $200), home you sold (in March 1994) is the lastReport the sales of the old homes on
with the $14,000 you invested in your new main home you bought in the following 2-separate Forms 2119.
home. The $5,000 gain is fully taxed be- year period. This is the third home you
cause the adjusted sales price of the old bought (in January 1996). Since its $146,000Title to new home not held by you or
home is more than the amount you paid to cost is more than the $120,000 sales price ofspouse.  You cannot postpone the tax on
remodel your new home, and the difference your first home, your $10,000 gain is stillthe gain from the sale of your old home if you
between the two amounts is more than postponed. Your basis in your third home isreinvest the proceeds from the sale in a new
$5,000. For this purpose, you do not include $136,000 ($146,000 cost –  the $10,000home in which neither you nor your spouse
the value of the inherited part of your prop- postponed gain). You must file a new Formholds any legal interest. For example, if
erty ($62,000) in the cost of your new home. 2119 for 1994 to show your replacementsomeone else (such as your child) holds the

home is the home you bought in Januarytitle to the new home, you cannot postpone
1996.Holding period.  If you postpone tax on anythe gain from the sale.

You cannot postpone the gain on thepart of the gain from the sale of your old
June 1995 sale of your second home. This ishome, you will be considered to have owned

Home replaced by two homes of spouses because it was within 2 years after the Marchyour new home for the combined period you
living apart.  If you and your spouse have 1994 sale of your first home on which youowned both the old and the new homes. See
agreed to live apart, and you each buy and postponed the gain. Since you no longerChapter 15 for more information on holding
live in separate new homes, the postpone- treat your second home as the replacementperiods.
ment provisions apply separately to your for your first home, the basis of your second
gain and to your spouse’s gain. home is its $135,000 cost. You must includeNew home later sold at gain.  If you bought

the gain on its sale in your 1995 income. TheExample.  You and your spouse bought a your present home and postponed tax on
gain is $7,000 ($142,000 sales price –  thehome in 1990. You owned the property gain from a prior sale under the postpone-
$135,000 basis). Report it on Schedule Djointly and used it as your main home. In ment-of-gain rules discussed earlier, you
(Form 1040), not Form 2119.1995, you agreed to live apart, and sold the continue to postpone the tax if you replace

home for $98,000. The gain on the sale was your present home under those rules. Example 2.  The facts are the same as in
$20,000. Under state law, each of you is enti- Example 1 except you purchased your thirdExample.  In 1985 you sold your home,
tled to one-half of the proceeds of the sale. home in September 1996 rather than in Jan-which you had owned since 1980, and
Therefore, each of you had a $10,000 gain uary. Your second home is the replacementbought and occupied a new one. The tax on
from the sale of your home. home for your first home (sold in Marchthe gain was postponed and the basis of the

Before the end of 1995, you and your 1994). This is because it was the only homehome you bought in 1985 was reduced by
spouse individually bought and lived in sepa- bought in the following 2-year period.the gain you postponed. This year you sold
rate homes. The cost of each new home, Although you bought another new mainthe home you bought in 1985 and bought
$71,000 and $75,000 respectively, was home within 2 years after selling your sec-and moved into a more expensive one. You
more than your respective shares of the ad- ond home, you cannot postpone the gain onmust postpone tax on the gain from selling
justed sales price of the old home. You and the June 1995 sale of your second home.the home you bought in 1985.
your spouse must postpone the tax on the This is because its sale was within 2 years of
$20,000 gain on the old home. the March 1994 sale of your first home. YouMore than one main home bought or sold

Your new home has an adjusted basis of must report the $17,000 gain on the Junein a 2-year period.  If you buy (or build) and
$61,000 ($71,000 – 1/2 of the $20,000 gain 1995 sale of your second home ($142,000live in more than one main home during the
postponed). Your spouse’s new home has sales price –  $125,000 basis) on your 1995replacement period, only the last one can be

tax return. Your basis in your third home (thatan adjusted basis of $65,000 ($75,000 – 1/2 treated as your new main home to deter-
you bought in September 1996) is its cost,of the $20,000 gain postponed). mine whether you must postpone the gain
$146,000.You report the sale of your home on two from the sale of the old home.

Exception.  The rules for more than oneForms 2119 as if two separate properties If you postponed the gain on the sale of
home bought or sold in a 2-year period dowere sold. You each report half of the sales your old home, then sell your new home
not apply if you sell your main home becauseprice. See Divorce after sale under How and within 2 years after the sale of your old
of a work-related move. A ‘‘work-relatedWhen To Report, later. home, you generally cannot postpone the
move’’ is one for which you are allowed a de-gain on the sale of the new home. Any gain
duction for moving expenses. To qualify forInheritance or gift. If you receive any part of on the sale of that new home is taxable; any
the deduction, the move must be closely re-your new home as a gift or an inheritance, loss is not deductible. Report the gain or loss
lated to the start of work, and you must meetyou cannot include the value of that part in on Schedule D (Form 1040), not Form 2119.
the time and distance requirements ex-the cost of the new home when figuring the If you sold the home at a loss, write ‘‘Per-
plained in Chapter 19.sonal Loss’’ across columns (f) and (g) ofgain taxed in the year of sale and the gain on

If the exception applies, treat each saleline 1 or 9 of Schedule D, whichever iswhich tax is postponed. However, you in-
as though the 2-year rule did not apply.appropriate.clude the basis of that part in your adjusted

basis to determine any gain when you sell The following examples illustrate these Example.  You sell two homes within 2
the new home. rules. years as shown below:
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January 1995 You sell your house in 1040), Capital Gains and Losses, with your the gain you must report. You will have to
Chicago at a gain. return. pay interest on any additional tax due on the

Maximum tax rate on capital gains. amended return. The interest is generally fig-February 1995 You buy and move into a more
Your net capital gain is taxed at a maximum ured from the due date of the return for theexpensive house in Memphis.
tax rate of 28%, even if you have ordinary in- year of sale.March 1996 You sell your house in
come that is taxed at a higher rate. If youMemphis due to a transfer
have a net taxable gain and part of your taxa-required by your employer. New home purchased after tax paid on
ble income is taxed at a rate higher than gain.  If you paid tax on the gain from theMarch 1996 You buy and move into a more
28%, figure your tax using the Capital Gain sale of your old home, and you buy or buildexpensive house in New York
Tax  Workshee t  in  the  Form 1040 and live in a new home within the replace-City. The move meets the
instructions. ment period, you must file an amended re-requirements for a moving

turn (Form 1040X) for the year of sale of yourexpense deduction.
old home. Complete a new Form 2119, andNew home purchased before return filed.

When you complete the 1995 Form 2119 include it with your amended return. ReportIf you buy and live in a new home before you
for the sale of your house in Chicago, com- on Schedule D (Form 1040) any gain onfile a return for the year of sale of your old
pare the cost of the home bought in Mem- which you cannot postpone the tax, andhome, complete Form 2119 and attach it to
phis with the adjusted sales price of the claim a refund of the rest of the tax.your return.
house in Chicago, even though you bought Reporting a gain.  If your new home
and lived in another new main home within 2 costs as much as or more than the adjusted No new home or no new home within re-
years (New York City in March 1996). sales price of your old home, you postpone placement period.  If you do not plan to re-

Your 1996 Form 2119 will compare the the tax on the entire gain. You do not need to place your old home, you must complete
adjusted sales price of the house in Mem- report the sale on Schedule D (Form 1040). Form 2119 and Schedule D (Form 1040) to
phis (sold March 1996) with the cost of the If the new home costs less than the ad- report any gain. Attach them to your tax re-
house in New York City. justed sales price of the old home, the gain is turn for the year of the sale. The entire gain is

taxed up to the amount of the difference. Re- taxable unless you are eligible to exclude all
port the taxable gain on Schedule D (Form or part of the gain. See Exclusion of Gain,
1040) for the year of the sale. later.How and When You may have postponed gain on the

sale of your old home because you plannedNew home not yet purchased.  If you planTo Report 
to replace it. If you do not replace it within theto replace your home but have not done so

If you sold your home during the year, report replacement period, you must file a secondby the time your return for the year of sale is
the details of the sale as explained in this Form 2119. Attach it to an amended returndue, you must still report the sale. Complete
section. Report the sale even if you have a (Form 1040X) for the year of the sale. In-Form 2119, Part I only, and attach it to your
loss, you postponed the tax on the entire clude a Schedule D (Form 1040) to reportreturn for the year of sale.
gain, or you have not purchased or moved your gain and any other appropriate sched-If you do not plan to replace your home
into a new home. ule. For example, you would have to includewithin the replacement period, you must

Form 6252 to report an installment sale. Youcomplete Form 2119 and attach it to your re-
Form 2119. Use Form 2119, Sale of Your will have to pay interest on the additional taxturn for the year of sale. If you have a gain on
Home, to report the sale of your old home due on your amended return. The interest isthe sale, you will also need to complete
and any purchase of a new one within the re- generally figured from the due date of the re-Schedule D (Form 1040) and attach it to your
placement period. File Form 2119 for the turn for the year of sale.return.
year you sold your old home. You may also
have to file a second Form 2119 when you Divorce after sale.  If you are divorced afterNew home purchased after return filed.  If
purchase your new home. See Chapter 39 filing a joint return on which you postponedyou postponed gain from the sale of your old
for an example of a filled-in Form 2119. tax on the gain on the sale of your home, buthome and you buy and live in a new home af-

Keep a copy of Form 2119 with your tax you do not use your share of the proceeds toter you file your return but within the replace-
records for the year. Form 2119 is also a buy or build a new home (and your formerment period, you should notify the IRS. File a
supporting document that shows how your spouse does), you must file an amendedsecond Form 2119 giving the date you first
new home’s basis is decreased by the joint return to report the tax on your share oflived in the new home and its cost.
amount of any postponed gain on the sale of the gain. If your former spouse refuses toIf you paid tax on the gain from the sale of
your old home. Therefore, you should also sign the amended joint return, attach a letteryour old home, but replaced it within the re-
keep a copy of Form 2119 with the records explaining why your former spouse’s signa-placement period, see New home pur-
for the basis of your new home. ture is missing.chased after tax paid on gain, later.

Reporting a loss.  You must report the New home costs at least as much as
sale of your main home even if you have a adjusted sales price.  If you postponed gain Installment sale.  Some sales are made
loss on the sale. Complete Part I of Form from the sale of your old home, and your new under arrangements that provide for part or
2119 for the year in which the sale occurred. home costs at least as much as the adjusted all of the selling price to be paid in a later
You cannot deduct the loss from your sales price of your old home, file a second year. These sales are called ‘‘installment
income. Form 2119 by itself. Your address, signature, sales.’’ If you finance the buyer’s purchase

If you report a loss on the sale, you do not and the date are required on this Form 2119. of your home yourself, instead of having the
have to file a second Form 2119 if you later If you filed a joint return for the year of sale, buyer get a loan or mortgage from a bank,
purchase a new home. The loss on the sale both you and your spouse must sign the you may have an installment sale. If the sale
has no effect on the basis of your new home. Form 2119. File it with the Internal Revenue qualifies, you can report the part of the gain

Reporting exclusion of gain.  If you Service Center where you would file your you cannot postpone on the installment
qualify for the one-time exclusion of gain next tax return. basis.
from selling your home, use Form 2119 to New home costs less.  If you postponed Seller-financed mortgage.  If you sell
claim the exclusion. See Exclusion of Gain, gain from the sale of your old home, and your your home and hold a note, mortgage, or
later. new home costs less than the adjusted sales other financial agreement, the payments you

price of the old home, you must file an receive generally consist of both interest and
Schedule D (Form 1040).  If you report tax- amended return (Form 1040X) for the year of principal. You must report the interest you
able gain on the sale of your main home, you the sale. Attach a second completed Form receive as part of each payment separately
will also have to file a Schedule D (Form 2119 and Schedule D (Form 1040) showing as interest income. If the buyer of your home
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uses the property as a personal residence, sale within certain time limits. See How To 2) Were based on mortgage credit
you must also report the name, address, and Make and Revoke a Choice To Exclude Gain certificates.
social security number of the buyer on line 1 in Publication 523.
of either Schedule B (Form 1040) or Sched- The recapture also applies to assumptions
ule 1 (Form 1040A). The buyer must give you of these loans.Age, Ownership, and Use 
his or her social security number and you If your mortgage loan is subject to this re-You can choose to exclude from incomemust give the buyer your social security num- capture rule, you should have received a no-$125,000 of gain on the sale of your mainber. Failure to meet these requirements may tice containing information that you need tohome ($62,500 if you are married on the dateresult in a $50 penalty for each failure. figure the recapture tax.of sale and file separate returns) if you meetMore information.  For more informa-

all the following tests.tion, see Publication 537, Installment Sales. When the recapture applies.  The recap-
1) You were 55 or older on the date of the ture of the federal mortgage subsidy applies

Statute of limitations. The 3-year limit for sale. only i f  you meet all  of the fol lowing
assessing tax on the gain from the sale of 2) During the 5-year period ending on the conditions.
your home begins when you give the IRS in- date of the sale, you:

1) You sell or otherwise dispose of yourformation that shows that:
● Owned your main home for at least 3 home at a gain,1) You replaced your old home, and how years, and

much the new home cost, 2) You dispose of your home during the
● Lived in your main home for at least 3 first 9 years after the date you closed2) You do not plan to buy and occupy a

years. your mortgage loan, andnew home within the replacement pe-
3) Neither you nor your spouse have everriod, or 3) Your income for the year of disposition

excluded gain on the sale of a home af-3) You did not buy and occupy a new exceeds that year’s adjusted qualifying
ter July 26, 1978.home within the replacement period. income for your family size for that year

(related to the income requirements a
For more information and examples, see Ex-This information may be on the Form 2119 person must meet to qualify for the fed-
clusion of Gain in Publication 523.attached to your tax return for the year of the erally subsidized program).

sale, or on a second Form 2119 filed later.
File the second Form 2119 with the Service When recapture does not apply.  The re-
Center where you will file your next tax re- capture does not apply if any of the followingRecapture of
turn. If needed, send an amended return for situations apply to you:
the year of the sale to include in income the Federal Subsidy 

● The mortgage was secured solely as again that you cannot postpone.
If you financed your home under a federally qualified home improvement loan of not
subsidized program (loans from tax-exempt more than $15,000,
qualified mortgage bonds or loans with mort-

● The home is disposed of as a result ofgage credit certificates), you may have to re-Exclusion of Gain 
your death,capture all or part of the benefit you receivedThis section discusses excluding from gross

from that program when you sell or other- ● You dispose of the home more than 9income all or part of the gain from the sale of
wise dispose of your home. You recapture years after the date you closed your mort-your main home if you meet certain age,
the benefit by increasing your federal in- gage loan,ownership, and use tests at the time of the
come tax for the year of the sale. The post-sale. This is a one-time exclusion of gain for ● You transfer the home to your spouse, orponement and exclusion of gain provisionssales after July 26, 1978. to your former spouse incident to a di-discussed earlier in this chapter do not applyThe decision of when to take the exclu- vorce, where no gain is included in yourto this recapture tax.sion depends on many factors. You will want income,The recapture tax is figured on Formto consider your personal tax and financial
8828. If your mortgage loan is subject to the ● You dispose of the home at a loss,situation before deciding when to take the
recapture rules, you must file Form 8828one-time exclusion. If you meet the require- ● Your home is destroyed by a casualty, andeven if you do not owe a recapture tax.ments discussed in this section and you you repair it or replace it on its original site

make the choice to exclude gain on the sale within 2 years after the destruction, orLoans subject to recapture rules.  The re-of your main home, the excluded gain is not
capture of the subsidy applies to loans pro- ● You refinance your mortgage loan (unlesstaxed.
vided after 1990 that: you later meet all of the conditions listedIf you change your mind after you file the

previously under When the recapturereturn for the year of sale, you may be able to 1) Came from the proceeds of qualified
applies).make or revoke the choice later. You would mortgage bonds issued after August 15,

have to file an amended return for the year of 1986, or
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□ 4797 Sales of Business Property person a Form 1099–S, Proceeds From Real
Estate Transactions, showing the gross pro-

□ 8582 Passive Activity Loss
ceeds from the sale.17. Limitations

‘‘Reportable real estate’’ is defined as
any present or future ownership interest inReporting Gains any of the following:

Schedule D 1) Improved or unimproved land, includingand Losses
air space,Report capital gains and losses on Schedule

D (Form 1040). You can use the Capital Loss 2) Inherently permanent structures, includ-
Carryover Worksheet in the Schedule D in- ing any residential, commercial, or in-
structions to figure your capital loss carry- dustrial building,Important Change over. Use the Capital Gain Tax Worksheet in

3) A condominium unit and its accessorythe Form 1040 instructions to figure your taxfor 1995 fixtures and common elements, includ-at the maximum capital gains rate of 28%.
ing land, andCaution.  As this publication was being pre-

pared for print, Congress was considering 4) Stock in a cooperative housing corpora-Passive activity gains and losses.  If you
tax law changes that could affect your 1995 tion (as defined in section 216 of the In-have gains or losses from a passive activity,
tax return and 1996 estimated taxes. These ternal Revenue Code).you may also have to report them on Form
changes include: 8582. In some cases, the loss may be limited
● Capital gains and losses, and A ‘‘real estate reporting person’’ could in-under the passive activity rules. Refer to

clude the buyer’s attorney, your attorney, theForm 8582 and its separate instructions for● Sale of your home.
title or escrow company, a mortgage lender,more information about reporting capital
your broker, the buyer’s broker, or the per-gains and losses from a passive activity.The line numbers on Schedule D (Form
son acquiring the biggest interest in the1040) could change for 1995. See Publica-
property.Form 1099–B transactions.  If you soldtion 553, Highlights of 1995 Tax Changes,

Your Form 1099–S will show the grossproperty, such as stocks, bonds, or certainfor further developments. Information on
proceeds from the sale or exchange in boxcommodities, through a broker, you shouldthese changes will also be available elec-
2. Follow the instructions for Schedule D toreceive Form 1099–B, Proceeds From Bro-tronically through our bulletin board or via
report these transactions and include themker and Barter Exchange Transactions, or anthe Internet. See How To Get Forms and
on lines 1 or 9 as appropriate.equivalent statement from the broker. UsePublications in the back of this publication.

Add these amounts reported to you forthe Form 1099–B or equivalent statement to
1995 on Forms 1099–S and 1099–B (or oncomplete Schedule D.
substitute statements):Report the gross proceeds shown in boxIntroduction 2 of Form 1099–B as the gross sales price 1) Proceeds from transactions involving

in column (d) of either line 1 or line 9 ofThis chapter discusses how to report capital stocks, bonds, and other securities, and
Schedule D, whichever applies. However, ifgains and losses from sales, exchanges,

2) Gross proceeds from real estate trans-the broker advises you, in box 2 of Formand other dispositions of investment prop-
actions not reported on another form or1099–B, that gross proceeds (gross saleserty on Schedule D of Form 1040. The dis-
schedule.price) less commissions and option premi-cussion includes:

ums were reported to the IRS, enter that net
● How to report short-term gains and losses, If this total is more than the total of lines 3sales price in column (d) of either line 1 or
● How to report long-term gains and losses, and 11 of Schedule D, attach a statement toline 9 of Schedule D, whichever applies. If

your return explaining the difference.the net amount is entered in column (d), do● How to figure capital loss carryovers,
It is unlawful for any real estate reportingnot include the commissions and option pre-

● How to figure your tax using the 28% max- person to separately charge you for comply-miums in column (e).imum tax rate on capital gains, if it applies, ing with the requirement to file Form 1099–S.Be sure to add all sales price entries inand
Sale of main home.  If the building soldcolumn (d) on lines 1 and 2 and lines 9 and

● An illustrated example of how to complete or exchanged was your main home, report10 and enter the totals on lines 3 and 11.
Schedule D. the sale on Form 2119. Follow the FormThen add these amounts reported to you for

2119 instructions to determine whether you1995 on Forms 1099–B and Forms 1099–S
If you sell or otherwise dispose of prop- report any gain on Schedule D.(or on substitute statements):

erty used in a trade or business or for the If you sell your main home that was pur-1) Proceeds from transactions involvingproduction of income, see Publication 544, chased or improved with federally-subsi-stocks, bonds, and other securities, andSales and Other Dispositions of Assets, dized financing from a mortgage credit certif-
before completing Schedule D. 2) Gross proceeds from real estate trans- icate issued by a state or local government,

actions not reported on another form or you may have to increase your tax for the
schedule.Useful Items year of sale by all or part of the tax benefit

You may want to see: you received in earlier years. For more infor-
If this total is more than the total of lines 3 mation, see Mortgage Interest Credit in

Publication and 11, attach a statement to your return ex- Chapter 36.
plaining the difference.□ 544 Sales and Other Dispositions of

If the Form 1099–B you receive includes Other transactions.  Enter all sales ofAssets
amounts derived from the sale or exchange stocks, bonds, real estate transactions

□ 550 Investment Income and
of section 1256 contracts or straddles, or (other than the sale of your main home), etc.,Expenses (Including Capital Gains
from hedging transactions, see Publication on line 1 or line 9 of Schedule D whicheverand Losses)
550 for more information about reporting applies, whether or not you actually received
these amounts. a Form 1099–B or Form 1099–S.Form (and Instructions)

If you had gains or losses from the dispo-
□ Schedule D (Form 1040) Capital Form 1099–S transactions. If you sold or sition of options, including puts and calls,

Gains and Losses exchanged reportable real estate, you see Options under Capital or Ordinary Gain
should receive from the real estate reporting□ 2119 Sale of Your Home or Loss in Publication 550.

Chapter 17 REPORTING GAINS AND LOSSES Page 137



Property bought at various times.  If you need Schedule D to report any other capital even if you incurred them after a long-term
sell a block of stock or other property that gains or losses and it would not benefit you loss. If you have not reached the limit on the
you bought at various times, report the short- to compute your tax using the maximum cap- capital loss deduction after using short-term
term gain or loss from the sale on one line in ital gains rate, enter your capital gain distri- losses, use the long-term losses until you
Part I of Schedule D and the long-term gain butions for 1995 on line 13 of Form 1040. reach the limit.
or loss on one line in Part II. Write ‘‘Various’’ Write ‘‘CGD’’ on the dotted line next to line Figuring your carryover.  The amount
in column (b) for the ‘‘Date acquired.’’ See 13. of your capital loss carryover is the amount
the Comprehensive Example later in this of your net capital loss that exceeds the
chapter for an example. Total net gain or loss.  To figure your total lesser of:

net gain or loss, combine your net short-term 1) Your allowable capital loss deductionSale expenses.  Add to your cost or basis capital gain or loss (line 8) with your net long- for the year, orany expense of sale such as brokers’ fees, term capital gain or loss (line 17). Enter the
2) Your taxable income increased by yourcommissions, state and local transfer taxes, result on line 18, Part III of Schedule D. If

allowable capital loss deduction for theand option premiums. Enter this adjusted your losses are more than your gains, see
year and your deduction for personalamount in column (e) of either Part I or Part II Capital Losses, next. If both lines 17 and 18
exemptions.of Schedule D, whichever applies, unless are gains, see Capital Gain Tax Computa-

you reported the net sales price amount in tion, later.
column (d). If your deductions exceed your gross in-

For more information about adjustments come for the tax year, use your negative tax-Capital Losses to basis, see Chapter 14. able income in computing the amount in item
(2).

Caution.  As this publication was beingShort-term gains and losses. A capital gain Complete the Capital Loss Carryover
prepared for print, Congress was consider-or loss on the sale or trade of investment Worksheet in the Schedule D (Form 1040)
ing tax law changes that would affect capitalproperty held one year or less is a short-term instructions to determine the part of your
gains and losses. See Publication 553, High-capital gain or loss. Report it in Part I of capital loss for 1995 that you can carry over
lights of 1995 Tax Changes, for further de-Schedule D. to 1996.
velopments. Information on these changesYou combine your share of short-term Example.  Bob and Gloria sold securitieswill also be available electronically throughcapital gains or losses from partnerships, S in 1995. The sales resulted in a capital lossour bulletin board or via the Internet. Seecorporations, and fiduciaries, and any short-

of $7,000. They had no other capital transac-How To Get Forms and Publications in theterm capital loss carryover, with your other
tions. On their joint 1995 return, they can de-back of this publication.short-term capital gains and losses to figure
duct $3,000. The unused part of the loss,your net short-term capital gain or loss on
$4,000 ($7,000 –  $3,000), can be carriedline 8 of Schedule D. Capital loss deduction.  If your capital over to 1996.Property held for personal use.  Gain losses are more than your capital gains, you If their capital loss had been $2,000, theiron the sale or exchange of property held for can claim a capital loss deduction. You must capital loss deduction would have beenpersonal use and held for one year or less is figure how much of the loss you can deduct $2,000. They would have no carryover toa short-term capital gain. Report it in Part I of in the year of the loss and how much of it you 1996.Schedule D. Losses on sales or exchanges carry over and use in future tax years. Joint and separate returns.  If you areof property held for personal use are not Yearly limit. Your allowable capital loss
married and filing a separate return, yourdeductible. deduction for any tax year, figured on Sched-
yearly capital loss deduction is limited to

ule D, is limited to the lesser of:
$1,500. Neither you nor your spouse can de-Long-term gains and losses. A capital gain

1) $3,000 ($1,500 if you are married and duct any part of the other’s loss.or loss on the sale or trade of investment
file a separate return), or If you and your spouse once filed sepa-property held more than one year is a long-

rate returns and are now filing a joint return,term capital gain or loss. Report it in Part II of 2) Your capital loss as shown on line 18 of
you must combine each of your capital lossSchedule D. Schedule D.
carryovers. However, if you and your spouseYou also report the following in Part II of
once filed a joint return and are now filingSchedule D: Capital loss carryover. If you have a capital
separately, any capital loss carryover can beloss on line 18 of Schedule D that is more1) All capital gain distributions from regu- deducted only on the return of the personthan the yearly limit on capital loss deduc-lated investment companies (mutual who actually had the loss.tions, you can carry over the unused part tofunds) and real estate investment trusts,

A decedent’s capital loss.  Capitallater years until it is completely used up.
2) Your share of long-term capital gains or losses cannot be carried over after a taxpay-When you carry over a loss, it remains long

losses from partnerships, S corpora- er’s death. They are deductible only on theterm or short term. A short-term capital loss
tions, and fiduciaries, and final income tax return filed for the decedent.that is carried over to the next tax year is

The capital loss limits discussed earlier still3) Long-term capital loss carryovers. added to short-term losses that occur in that
apply in this situation. This loss cannot beyear. A long-term capital loss that is carried
deducted by the decedent’s estate or carriedThe result from combining these items over to the next tax year is added to long-
over to following years.with your other long-term capital gains and term losses that occur in that year.

losses is your net long-term capital gain or You can carry over a capital loss that is
loss (line 17 of Schedule D). more than the amount of allowable loss to Capital Gain Tax

Property held for personal use.  Gain the next year and treat it as if you had in- Computation on the sale or exchange of property held for curred it in that year. When you figure the
personal use and held more than one year is amount of any capital loss carryover to a

Caution.  As this publication was beinga long-term capital gain. Report it in Part II of later tax year, you must take into account
prepared for print, Congress was consider-Schedule D. Loss on the sale or exchange of any deductions for capital losses allowed in
ing tax law changes that would affect capitalproperty held for personal use is not earlier years, whether or not you actually
gains and losses. See Publication 553, High-deductible. claimed it.
lights of 1995 Tax Changes, for further de-Capital gain distributions. You report Use short-term losses first.  When fig-
velopments. Information on these changescapital gain distributions on line 14, Part II of uring how much of your capital loss you can
will also be available electronically throughSchedule D, regardless of how long you carry over as short term and how much as
our bulletin board or via the Internet. Seehave held your investment. If you do not long term, use your short-term losses first,
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How To Get Forms and Publications in the stock for $2,000, for a loss of $500. She re-
ports these short-term transactions on Part Iback of this publication. Comprehensive
of Schedule D.

Example During the year, Emily also sold securi-
Maximum tax rate.  For 1995, your capital ties in two other corporations. In February,

Emily Jones is single and, in addition to hergains are taxed at a maximum tax rate of she sold 60 shares of Car Motor Co. for
regular employment, she has income from28% even if you have ordinary income that is $2,100. She had inherited the Car stock from
some stocks and other securities. For thetaxed at a higher rate. For 1995, the maxi- her father. Its fair market value at the time of
1995 tax year, she had the following capitalmum tax rate on ordinary income is 39.6%. his death was $700, which became her ba-
gains and losses, which she reports onTo qualify for the 28% maximum tax rate sis. Her gain on the sale was $1,400. Be-
Schedule D. All the Forms 1099 she re-on capital gains, you must: cause she had inherited the stock, she re-
ceived showed net sales prices. Her filled-in ports this as a long-term gain, regardless of1) Have a net long-term capital gain that is Schedule D and Capital Loss Carryover how long she and her father actually held themore than any net short-term capital Worksheet are shown in this chapter. stock.loss you may have (this difference is

On June 29, 1995, she sold 500 shares ofyour net capital gain), and
Capital gains and losses — Schedule D. Weeping Willow Furniture Co. nonconvert-

2) Have taxable income that is subject to a Emily sold stock in two different companies ible preferred stock for $4,100. She bought
tax rate higher than 28%. that she held for less than a year. In June, 100 of those shares on June 25, 1987, for

she sold 100 shares of Bates Trucking Co. $7,000. She bought 100 more shares on
common stock that she had purchased inIf both lines 17 and 18 of Schedule D are September 10, 1987, for $9,000, and an ad-
May. She had an adjusted basis of $650 in ditional 300 shares on January 30, 1991, fornet gains and your taxable income, as shown
the Bates stock and sold it for $900 for a gain $18,000. Her total basis in the stock ison line 37 of Form 1040, is subject to a tax
of $250. In June, she sold 25 shares of Alpha $34,000. She realized a $29,900 ($34,000 –rate higher than 28%, you can use the Capi-
Computing preferred stock that she bought $4,100) loss on this sale. She reports thesetal Gain Tax Worksheet in the Form 1040 in-
in March. She had an adjusted basis in the long-term transactions on Part II of Schedulestructions to figure your tax.
Alpha stock of $2,500 and she sold this D.First complete your Form 1040 through

line 37. Then complete the Capital Gain Tax
Worksheet. If you use the worksheet to fig-

Table 17-1. Filled-in Capital Gain Tax Worksheeture your tax, be sure to check box c on line
38 of Form 1040 when you enter your tax on Use this worksheet to figure your tax only if (a) you are filing Schedule D and both lines 17
that line. and 18 of Schedule D are gains, or (b) you reported capital gain distributions directly on

If you have net capital gains and your tax- Form 1040, line 13, and:
able income (line 37 of Form 1040) is over

Your filing Form 1040, line Your filing Form 1040, linethe amount shown for your filing status in the
status is: AND 37, is over: status is: AND 37, is over:following table, you should complete the

Capital Gain Tax Worksheet. Single $56,550 Married filing
separately $47,125

Filing Status Amount

Married filing jointly orSingle $56,550
qualifying widow(er) $94,250 Head of household $80,750Married filing jointly $94,250

Married filing separately $47,125
1. Enter the amount from Form 1040, line 37 . . . . . . . . . . . . . . . . . . . . . . . . 1. 60,000Head of household $80,750

Qualifying widow(er) $94,250 2. Net capital gain. If you are filing Sched-
ule D, enter the smaller of Schedule D,
line 17 or line 18; otherwise enter yourExample.  Aretha Johnson, a single tax-
capital gain distributions reported onpayer, had 1995 taxable income of $60,000,
Form 1040, line 13 . . . . . . . . . . . . . . . . . . . . . . . . 2. 15,000including a long-term capital gain of $15,000

on the sale of stock. She had no other capi- 3. If you are filing Form 4952, enter the
tal gains or losses. She enters her $15,000 amount from Form 4952, line 4e . . . . . . . . . 3. –0–
gain on line 9 of Schedule D, then enters the 4. Subtract line 3 from line 2. If zero or less, stop here; you cannot
same amount on lines 16, 17, and 18 of use this worksheet to figure your tax. Instead, use the Tax Ta-
Schedule D and line 13 of Form 1040. Since ble or Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . . . . 4. 15,000
Aretha’s taxable income is more than

5. Subtract line 4 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5. 45,000$56,550, her maximum tax rate will be higher
than 28%. To figure her 1995 tax, Aretha 6. Enter: $23,350 if single; $39,000 if married filing jointly or quali-
completes the Capital Gain Tax Worksheet. fying widow(er); $19,500 if married filing separately; or $31,250

if head of household . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6. 23,350Her filled-in worksheet is shown in Table 17–
1. 7. Enter the greater of line 5 or line 6 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7. 45,000

8. Subtract line 7 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8. 15,000Investment interest deducted.  If you
claim a deduction for investment interest, 9. Figure the tax on the amount on line 7. Use the Tax Table or
you may have to reduce the amount of your Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . . . . . . . . . . . 9. 9,572
net capital gain that is eligible for the 28% 10. Multiply line 8 by 28% (.28). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10. 4,200
maximum capital gains tax rate. Reduce it by

11. Add lines 9 and 10.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11. 13,772the amount of the net capital gain you
choose to include in investment income 12. Figure the tax on the amount on line 1. Use the Tax Table or
when figuring the limit on your investment in- Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . . . . . . . . . . . 12. 13,876
terest deduction. For more information about

13. Enter the smaller of line 11 or line 12 here and on Form 1040,deducting investment interest, see Chapter
line 38. Check the box for Capital Gain Tax Worksheet . . . . . . . . . . 13. 13,7723 of Publication 550.
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Capital loss carryover — Schedule D. refiguring it. She completes the Capital Loss lines 3 and 11 of Schedule D are not less
Emily has a capital loss carryover to 1995 of than the amounts shown on the FormsCarryover Worksheet to figure her carryover
$800, of which $300 is short-term capital 1099–B she received from her stockbroker.to 1996.
loss, and $500 is long-term capital loss. For 1995, the total of each is $9,100.

She kept a copy of her 1994 Schedule D,
Reconciliation of Forms 1099–B.  Emilyso that she could properly report her loss

carryover for the 1995 tax year without makes sure that the amounts reported on
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Part Four.

The three chapters in this part discuss three deductions that are used toAdjustments figure adjusted gross income. They are deductions for: 

● Payments to an individual retirement arrangement (IRA) — Chapter 18, to Income
● Moving expenses you pay — Chapter 19, and 
● Alimony you pay — Chapter 20. 

Other adjustments to income are discussed in other parts of this publication
or in other publications. They are deductions for: 

● Self-employment tax — Chapter 24, 
● Self-employment health insurance — Chapter 23, 
● Payments to a Keogh retirement plan or self-employed SEP —

Publication 560, Retirement Plans for the Self-Employed, and 
● Penalty on early withdrawal of savings — Chapter 8. 

You can also write in certain deductions in figuring adjusted gross income
on Form 1040. They are discussed in other parts of this publication or in
other publications and instructions. These write-in deductions include the
following: 

● Amortization of the costs of forestation or reforestation — Publication
535, Business Expenses,

● Contributions to Internal Revenue Code Section 501(c)(18) pension
plans — Instructions for Form 1040, line 30, 

● Expenses from the rental of personal property — Instructions for Form
1040, line 30, 

● Expenses of certain performing artists — Chapter 28, 
● Certain required repayments of supplemental unemployment benefits —

Chapter 6, 
● Foreign housing deduction — Publication 54, Tax Guide for U.S. Citizens

and Resident Aliens Abroad,
● Jury duty pay given to your employer — Chapter 13, and 
● Part of the cost of qualified clean-fuel vehicle property — Publication 535,

Business Expenses.

Penalty for failure to file Form 8606.  If you An individual retirement arrangement
make nondeductible IRA contributions and (IRA) is a personal savings plan that offers
you do not file Form 8606, Nondeductible you tax advantages to set aside money for18.
IRAs (Contributions, Distributions, and Ba- your retirement. That means that you may be
sis), with your tax return, you may have to able to deduct your contributions to your IRAIndividual pay a $50 penalty. in whole or in part, depending on your cir-

cumstances, and that, generally, amounts inRetirement your IRA, including earnings and gains, are
not taxed until they are distributed.Arrangements Introduction If you work for yourself, you may be able
to deduct contributions to a Simplified Em-This chapter discusses:(IRAs) ployee Pension (SEP), which involves the

● Who can set up an IRA, use of IRAs (SEP-IRAs). You may also be
able to deduct contributions to other retire-● When and how an IRA can be set up,
ment plans for the self-employed (some-

● How much you can contribute and deduct,
times called Keogh or HR–10 plans). OnlyImportant Reminders ● How retirement plan assets can be self-employed individuals can deduct such

transferred,Interest earned.  Although interest earned contributions. For details, get Publication
from your IRA(s) is generally not taxed in the 560,  Ret i rement  Plans for  the Sel f -● When IRA assets can be withdrawn,
year earned, it is not tax-exempt interest. Employed.

● What acts result in penalties, andDo not report this interest on your tax return
as tax-exempt interest. ● Simplified Employee Pensions (SEPs).
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Eligibility requirements.  To contribute Example 1.  Betty, who is single, earnsUseful Items
to a spousal IRA: $24,000 in 1995. Her IRA contributions forYou may want to see:

1995 are limited to $2,000.● You must be married at the end of the tax
Publication Example 2.  John, a college studentyear,

working part time, earns $1,500 in 1995. His□ 590 Individual Retirement ● Your spouse must not have reached age
IRA contributions for 1995 are limited toArrangements (IRAs) 701/2 by the end of the tax year,
$1,500, the amount of his compensation.

● You must file a joint return for the tax year,
Form (and Instructions)

● You must have taxable compensation for Spousal IRA.  The total combined contribu-
□ 5329 Additional Taxes Attributable to the tax year, and tions you can make each year to your IRA

Qualified Retirement Plans (Including and a spousal IRA (discussed earlier) is the● Your spouse must either have no compen-IRAs), Annuities, and Modified smaller of:sation or choose to be treated as havingEndowment Contracts
no compensation for the tax year. 1) Your taxable compensation for the year,

□ 8606 Nondeductible IRAs or
(Contributions, Distributions, and

2) $2,250.Basis)

You can divide your IRA contributions be-When and How Can
tween your IRA and the spousal IRA any wayan IRA Be Set Up? Who Can Set Up you choose, but you cannot contribute more
than $2,000 to either IRA. (See examples inYou can set up an IRA at any time during aan IRA? 
the next discussion.)year. However, the time for making contribu-

You can set up and make contributions to an Spouse has compensation during thetions for a year is limited. See When To Con-
IRA if you received taxable compensation year.  If your spouse also has taxable com-tribute, later.
during the year and have not reached age pensation during the year and each of you isYou can set up different kinds of IRAs
701/2 by the end of the year. under age 701/2 at the end of the year, youwith a variety of organizations. You can set

Compensation  includes wages, sala- each can have regular IRAs. You each canup an IRA at a bank or other financial institu-
ries, commissions, tips, professional fees, contribute up to the $2,000 limit, unless yourtion or with a mutual fund or life insurance
bonuses, and other amounts you receive for taxable compensation (or your spouse’s) iscompany. You can also set up an IRA
providing personal services. The IRS treats less than $2,000.through your stockbroker. Any plan must
as compensation any amount properly However, you or your spouse can choosemeet Internal Revenue Code requirements.
shown in box 1 of Form W-2, provided that to be treated as having no compensation for
amount is reduced by any amount properly the year and use the rules for spousal IRAs.Kinds of IRAs.  Your IRA can be an individ-
shown in box 11 (nonqualified plans). Com- Generally, if one spouse has compensationual retirement account or annuity. It can be
pensation also includes taxable alimony and of less than $250 for the year, a spousal IRAeither a part of a simplified employee pen-
separate maintenance payments. is more advantageous than a regular IRA.sion (SEP) or a part of an employer or em-

If you are self-employed  (a sole propri- ployee association trust account. Example 1.  Bill and Linda file a joint re-
etor or a partner), compensation is your net Inherited IRAs.  If you inherit an IRA, turn for 1995. He earned $27,000 and she
earnings from your trade or business (pro- that IRA becomes subject to special rules. earned $190. She chose to be treated as
vided your personal services are a material For example, if you are a surviving spouse, having no compensation. Bill set up a
income-producing factor), reduced by your you can elect to treat an IRA inherited from spousal IRA for her. Because he contributed
deduction for contributions on your behalf to your spouse as your own. For more informa- $1,800 to his IRA, the most he can contrib-
retirement plans and the deduction allowed tion, see the discussions of inherited IRAs ute to the spousal IRA is $450 ($2,250 minus
for one-half of your self-employment taxes. under Contribution Limits and Rollovers, $1,800).

Compensation includes earnings from later. Example 2.  Assume the same facts as inself-employment that are not subject to self-
Example 1 except that Bill’s contribution toemployment tax because of your religious
the spousal IRA is $2,000 (the limit for eitherbeliefs. See Publication 533, Self-Employ-
IRA). The most he can contribute to his ownHow Much Can Iment Tax, for more information.
IRA is $250 ($2,250 minus $2,000).Compensation does not include: Contribute and Spouse under age 701/ 2.  You cannot

● Earnings and profits from property, such make contributions to your IRA for the yearDeduct? as rental income, interest income, and div- in which you reach age 701/2 or any later year.
idend income, However, for any year you have compensa-Contributions to an IRA must be in the form

tion, you can continue to make contributions● Pension or annuity income, of money (cash, check, or money order).
of up to $2,000 to a spousal IRA. You canYou cannot contribute property.● Deferred compensation received (com-
contribute to a spousal IRA until the yearpensation payments postponed from a
your spouse reaches age 701/2.past year), Contribution Limits 

The most that you can contribute for any● Foreign earned income and housing cost Contributions not required.  You do not
year to your IRA is the smaller of the follow-amounts that are excluded from income, have to contribute to your IRA or a spousal
ing amounts:or IRA for every tax year, even if you can.
1) Your compensation (defined earlier)● Any other amounts that are excluded from

that you must include in income for theincome. If you and your spouse each contribute
year, or to an IRA,  the contribution limit for each of

you is figured separately.2) $2,000.IRA for your spouse. You may be eligible to
set up and contribute to an IRA for your
spouse, whether or not he or she received This is the most you can contribute regard- IRA contributions under community
compensation. This is called a spousal IRA less of whether your contributions are to one property laws.  Contributions cannot be
and is generally set up for a nonworking or more IRAs or whether all or part of your made to your IRA based on the earnings of
spouse. (See How Much Can I Contribute contributions are nondeductible. (See Non- your spouse (unless your IRA is a spousal
and Deduct? later.) deductible Contributions, later.) IRA). The contributions must be based on
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Table 18-1. Can You Take An IRA Deduction?
This chart sums up whether you can take a full deduction, a partial deduction, or no deduction as discussed in this chapter.

If Your If You Are If You Are Not
Modified AGI1 Covered by a Retirement Plan at Work Covered by a Retirement Plan at Work

is: and Your Filing Status is: and Your Filing Status is:
●Single ● Married Filing Married Filing Married Filing ● Single ● Married Married Filing
●Head of Jointly (even Separately2 Jointly (and ● Head of Filing Separately
Household if your spouse your spouse is Household Jointly or (even if your

is not covered covered by a Separately spouse is
by a plan at plan at work) (and your covered by a
work) spouse is not plan at work)3

● Qualifying covered by a
Widow(er) plan at work)

● Qualifying
Widow(er)

At But
Least Less

Than You Can Take You Can Take You Can Take You Can Take You Can Take You Can Take You Can Take

$0.01 $10,000.00 Full deduction Full deduction Partial deduction Full deduction

$10,000.00 $25,000.01 Full deduction Full deduction No deduction Full deduction
Full Full Full

$25,000.01 $35,000.00 Partial deduction Full deduction No deduction Full deduction
Deduction Deduction Deduction

$35,000.00 $40,000.01 No deduction Full deduction No deduction Full deduction

$40,000.01 $50,000.00 No deduction Partial deduction No deduction Partial deduction

$50,000.00 or over No deduction No deduction No deduction No deduction

1Modified AGI (adjusted gross income) is: (1) for Form 1040A—the 2If you did not live with your spouse at any time during the year,
amount on line 14 increased by any excluded series EE bond interest your filing status is considered, for this purpose, as Single
shown on Form 8815, Exclusion of Interest from Series EE U.S. Savings (therefore your IRA deduction is determined under the ‘‘Single’’
Bonds Issued after 1989, or (2) for Form 1040—the amount on line 31, column).
figured without taking into account any IRA deduction or any foreign 3You are entitled to the full deduction only if you did not live with
earned income exclusion and foreign housing exclusion (deduction), or your spouse at any time during the year. If you did live with your
any series EE bond interest exclusion from Form 8815. spouse during the year, you are, for this purpose, treated as

though you are covered by a retirement plan at work (therefore,
your IRA deduction is determined under the ‘‘Married Filing
Separately’’ column in the ‘‘If You Are Covered by a Retirement
Plan...’’ section of the chart).

your own compensation, even in community that the contribution is for 1996, the year the the year. The form should have a mark in the
‘‘Pension Plan’’ box if you are covered.property states. sponsor received it.

You are also covered by a plan if you are
self-employed and participate in a qualifiedInherited IRAs.  If you inherit an IRA from Filing before making your contribution.
retirement plan (such as a Keogh plan) or ayour spouse, you can choose to treat it as You can file your return claiming an IRA con-
simplified employee pension (SEP) plan.your own by making contributions to that tribution before you actually make the contri-

If you are not certain whether you areIRA. bution. You must, however, make the contri-
covered by your employer’s retirement plan,If you inherit an IRA from someone who bution by the due date of your return, not
you should ask your employer.died after December 31, 1983, and you are including extensions.

not the decedent’s spouse, you cannot con-
Employer plans.  An employer retirementtribute to that IRA because you cannot treat Deductible Contributions plan is one that an employer sets up for theit as your own.
benefit of the employees. For purposes ofGenerally, you can take a deduction for the
the IRA deduction rules, an employer retire-contributions that you are allowed to make toWhen To Contribute ment plan is any of the following:your IRA. However, if you or your spouse is

You can make contributions to your IRA (or covered by an employer retirement plan at ● A qualified (meets Internal Revenue Code
to a spousal IRA) for a year at any time dur- any time during the year, your allowable IRA requirements) pension, profit-sharing,
ing the year or by the due date of your return deduction may be less than your contribu- stock bonus, money purchase, etc., plan
for that year, not including extensions. For tion. Your deduction may be reduced or elim- (including Keogh plans),
most people, this means that contributions inated, depending on your filing status and

● A 401(k) plan (generally a profit-sharing orfor 1995 must be made by April 15, 1996. the amount of your income, as discussed
stock bonus plan to which contributionslater under Deduction Limits.
can be made under an arrangement al-Designating year for which contribution
lowing you to choose to take your incomeis made.  If you contribute an amount to your Who Is Covered by an Employer in cash or have your employer pay it intoIRA between January 1, 1996, and April 15,

Plan? the plan),1996, tell the sponsor (the trustee or issuer)
The Form W-2, Wage and Tax Statement,to which year (1995 or 1996) the contribution ● A union plan (a qualified stock bonus, pen-
you receive from your employer includes aapplies. If you do not tell the sponsor, the sion, or profit-sharing plan created by a
box to indicate whether you are covered forsponsor can assume, for reporting to IRS, collective bargaining agreement between
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employee representatives and one or Reduced or no deduction.  If either you orWhen Are You Not Covered? 
your spouse is covered by an employer re-more employers), You are not covered by an employer plan if
tirement plan, your deduction may be re-

neither you nor your spouse is covered for● A qualified annuity plan, duced or eliminated, depending on your in-
any part of the year. You are also not cov- come and your filing status. The deduction

● A plan established for employees by a fed- ered for this purpose in the following begins to decrease (phase out) when your
eral, state, or local government, or any of situations. income rises above a certain amount, and is
their political subdivisions, agencies, or in- eliminated altogether when it reaches a
strumentalities (other than an eligible state If you are married filing a separate return higher amount. The amounts vary depending
deferred compensation plan (section 457 and you are not covered by an employer re- on your filing status.
plan)), tirement plan, you may not be considered

covered by a plan even if your spouse is cov-
● A tax-sheltered annuity plan for employ- Adjusted Gross Income Limit ered. You would not be considered coveredees of public schools and certain tax-ex-

if you and your spouse did not live togetherempt organizations (403(b) plan), The effect of income on your deduction, asat any time during the year.
just described, is sometimes called the ad-

● A simplified employee pension (SEP) plan, justed gross income limit (AGI limit). To com-
or Coverage under social security or rail- pute your reduced IRA deduction, you

road retirement  (Tier I and Tier II) does not must first determine your modified ad-● A 501(c)(18) trust (a certain type of tax-ex- count as coverage under an employer retire- justed gross income and your filing status.empt trust created before June 25, 1959, ment plan for figuring the IRA deduction.
that is funded only by employee contribu-
tions) if you made deductible contributions Modified adjusted gross income (modi-If you receive retirement benefits from aduring the year. fied AGI)  is:previous employer’s plan,  and you are not

covered (or considered covered because of
● If you file Form 1040—the amount on theEffects of marital status.  Generally, you your spouse) under your current employer’s

page 1 ‘‘adjusted gross income’’ line, butare considered covered by an employer re- plan, you are not considered covered.
modified (changed) by figuring it withouttirement plan if your spouse is covered by
taking any:one. To determine whether you are consid- Reservists and volunteer firefighters.

ered covered for the year because of your Certain members of the reserve units of the a) IRA deduction,spouse, you must wait until the last day of Armed Forces (in general, those members
the year. This is because your filing status who did not serve more than 90 days during b) Foreign earned income exclusion,(whether you are considered married or sin- the year) and certain volunteer firefighters
gle) for the year depends on your marital sta- (in general, those members whose accrued c) Foreign housing exclusion or deduc-tus on the last day of the tax year. retirement benefit at the beginning of the tion, andIf you were married to two different year will not exceed $1,800 per year at retire-
spouses during the same year,  for this ment) are not considered covered by U.S. or d) Exclusion of Series EE bond interest
purpose, you are considered married for the local government retirement plans. shown on Form 8815, Exclusion of In-
year to the spouse to whom you were mar- terest From Series EE U.S. Savings
ried at the end of the year. Bonds Issued After 1989.Social Security Recipients If your spouse died during the year,
and you file a joint return as the surviving If you receive social security benefits, have ● If you file Form 1040A—the amount on
spouse, coverage by an employer retirement taxable compensation, contribute to your the page 1 ‘‘adjusted gross income’’ line,
plan for the year is determined as if your IRA, and are covered (or considered cov- but modified by figuring it without any IRA
spouse were still alive at the end of the year. ered) by an employer retirement plan, com- deduction, or any exclusion of series EE

If you are married filing a joint return, plete the worksheets in Appendix B of Publi- bond interest shown on Form 8815.
both you and your spouse are considered cation 590. Use those worksheets to figure
covered by a plan if either of you is covered. your IRA deduction and the taxable portion,

Note.  Do not assume modified AGI is theIf you are married filing a separate re- if any, of your social security benefits.
same as your compensation. You will findturn  and you are not covered by an em-
that your modified AGI may include incomeployer retirement plan, but your spouse is, Deduction Limits in addition to your taxable compensationyou are considered covered if you and your
(discussed earlier), such as interest, divi-As discussed under Deductible Contribu-spouse lived together at any time during the
dends, and taxable IRA distributions.tions, earlier, the deduction you can take foryear.

contributions made to your IRA depends on
whether you or your spouse is covered forEffect of amounts.  Even if your employer Filing status.  Your filing status depends pri-any part of the year by an employer retire-sets aside only a very small amount for you marily on your marital status. For this pur-ment plan. But your deduction is also af-under a retirement plan, you are considered pose, you need to know if your filing status isfected by how much income you have andcovered by a plan for the year. single or head of household, married filingyour filing status, as discussed below under

jointly or qualifying widow(er), or married fil-Adjusted Gross Income Limit.
ing separately. If you need more informationNonvested employees.  If, for a plan year,
on filing status, see Chapter 2.an amount is allocated to your plan account Full deduction.  If neither you nor your

Married filing separately exception.  Ifin a defined contribution plan, or you accrue spouse was covered for any part of the year
you did not live with your spouse at any timea benefit in a defined benefit plan, but you by an employer retirement plan, you can
during the year and you file a separate re-have no vested interest (legal right) in such take a deduction for your total contributions
turn, your filing status is considered, for thisaccount or accrual, you are still an active to one or more IRAs of up to $2,000, or
purpose, as single.participant in (covered by) such plan. 100% of your compensation, whichever is

less. This limit is reduced by any contribu-
tions to a 501(c)(18) plan (generally, a planFederal judges  are considered covered by Deduction phaseout.  Your IRA deduction
created before June 25, 1959, funded en-an employer retirement plan for figuring the is reduced or eliminated depending on your
tirely by employee contributions).IRA deduction. filing status and modified AGI as follows:
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2. Enter your modified AGI 10. Add lines 7 and 8. Enter the total. If
If your Your deduction Your deduction (combined, if married this amount is equal to or more

filing is reduced if is eliminated if filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . . than line 9, stop here; you cannot
status your modified your modified make contributions to a spousal IRA.
is: AGI is within AGI is: Also, see Excess Contributions,

the phaseout later. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
range of: Note:  If line 2 is equal to or more than

11. Subtract line 10 from line 9 . . . . . . . . . .
the amount on line 1, stop here; your IRA

Single, or $25,000.01 $35,000 or 12. Enter the smallest of: contributions are not deductible. See Non-
Head of to $35,000 more (a) contributions for 1995 to yourdeductible Contributions, later.
household spouse’s IRA; (b) $2,000; or (c) line

11. (If contributions are more thanMarried—joint $40,000.01 $50,000 or 
$2,000, see Excess Contributions,3. Subtract line 2 from line 1. (If line 3return, or to $50,000 more
later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .is $10,000 or more, stop here; youQualifying 

13. Multiply line 3 by .225. If the result iscan take a full IRA deduction forwidow(er)
not a multiple of $10, round it to thecontributions of up to $2,000 or

Married— $0.01 to $10,000 or next highest multiple of $10.100% of your compensation,
separate $10,000 more However, if the result is less thanwhichever is less.) . . . . . . . . . . . . . . . . . . .
return $200, enter $200 . . . . . . . . . . . . . . . . . . . .

4. Multiply line 3 by .20. If the result is
14. Enter the amount from line 7 . . . . . . . .not a multiple of $10, round it to the

Also, see Table 18–1 earlier.
15. Subtract line 14 from line 13. Enternext highest multiple of $10. (For

the result, but not more than line 12example, $611.40 is rounded to
How To Figure Your $620.) However, if the result is less 16. Spousal IRA deduction. Compare
Reduced IRA Deduction than $200, enter $200 . . . . . . . . . . . . . . . lines 4, 5, and 15. Enter the smallest
You can figure your reduced IRA deduction amount (or a smaller amount if you5. Enter your compensation. Do not
for either Form 1040 or Form 1040A by us- choose) here and on your Forminclude your spouse’s
ing the following worksheet. Also, the in- 1040 or 1040A. (If line 12 is morecompensation, and, if you file Form
structions for these tax forms include similar than line 16 and you want to make a1040, do not reduce your
worksheets. nondeductible contribution for yourcompensation by any losses from

spouse, go to line 17) . . . . . . . . . . . . . . . .self-employment. . . . . . . . . . . . . . . . . . . . .
Note.  If you were married and both you

6. Enter contributions you made, orand your spouse worked and you both con-
17. Spousal IRA nondeductibleplan to make, to your IRA for 1995,tributed to IRAs, use separate worksheets to

contributions. Subtract line 16 frombut do not enter more than $2,000.figure your deductions.
line 12. Enter the result here and on(If contributions are more thanIf you were divorced or legally separated
line 1 of your spouse’s Form 8606.$2,000, see Excess Contributions,(and did not remarry) before the end of the

later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .year, you cannot deduct any contributions
you made to your spouse’s IRA. You can de- 7. IRA deduction. Compare lines 4, 5, Reporting Deductibleduct only the contributions you made to your and 6. Enter the smallest amount (or

Contributions own IRA, and your deductions are subject to a smaller amount if you choose) here
the adjusted gross income limit rules for sin- You do not have to itemize deductions toand on the Form 1040 or 1040A line
gle individuals. claim your deduction for IRA contributions. Iffor your IRA, whichever applies. (If

you file Form 1040, deduct your IRA contri-line 6 is more than line 7 and you
butions for 1995 on line 23a and, if you file awant to make a nondeductibleDeductible (and nondeductible) IRA con-
joint return, deduct your spouse’s IRA contri-contribution, go to line 8.) . . . . . . . . . . .tributions for an IRA other than a spousal
butions on line 23b.8. Nondeductible contributions.IRA.  Complete lines 1 through 8 to figure

If you file Form 1040A, deduct your con-Subtract line 7 from line 5 or 6,your deductible and nondeductible contribu-
tributions on line 15a and, if you file a joint re-whichever is smaller. Enter the resulttions for the year.
turn, deduct contributions to your spouse’shere and on line 1 of your Form
IRA on line 15b.8606, Nondeductible IRAsWorksheet for Reduced IRA Deduction Form 1040EZ  does not provide for IRA(Contributions, Distributions, and
deductions.Use only if you are covered or considered Basis). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

covered by an employer retirement plan and 
Form 5498. You should receive by May 31,your modified AGI is within the phaseout 
1996, Form 5498, Individual Retirement Ar-range that applies.
rangement Information, or similar statement,Deductible (and nondeductible) IRA con-

If your And your Enter on from plan sponsors, showing all the contribu-tributions for spousal IRA.  The deduction
filing status modified AGI line 1 tions made to your IRA for 1995.phaseout rules that reduce or eliminate your
is: is over: below: IRA deduction also apply to a spousal IRA. If

Trustee’s fees.  Trustee’s administrativeyou have a spousal IRA, are covered by anSingle, or Head of 
fees that are billed separately and paid byemployer retirement plan, and your modifiedhousehold $25,000 $35,000
you in connection with your IRA are deducti-AGI is within the phaseout range, you can
ble. They are deductible (if they are ordi-Married–joint take only a reduced spousal IRA deduction.
nary and necessary) as a miscellaneous de-return, Complete lines 9 through 17 to figure de-
duction on Schedule A (Form 1040). Theor Qualifying ductible and nondeductible contributions
deduction is subject to the 2% of adjustedwidow(er) $40,000 $50,000 (discussed later) for the year to a spousal
gross income limit (see Chapter 30). TheseIRA (see IRA for your spouse and SpousalMarried–separate fees are not subject to the IRA contributionIRA, earlier).return  $   –0– $10,000 limit.

9. Enter the smaller of $2,250 or the1. Enter the amount from Broker’s commissions  that you paid in
amount on line 5 . . . . . . . . . . . . . . . . . . . . .above that applies . . . . . . . . . . . . . . . . . . . connection with your IRA are subject to the

Chapter 18 INDIVIDUAL RETIREMENT ARRANGEMENTS (IRAS) Page 147



IRA contribution limit. They are not deducti- ● You made nondeductible contributions to 15, 1996, to avoid the excise tax. See Ex-
cess Contributions under What Acts Resultble as a miscellaneous deduction on Sched- your IRA for 1995, or
in Penalties?, later.ule A (Form 1040).

● You received IRA distributions in 1995 and
you have ever made nondeductible contri-

Examples – Deductible andbutions to any of your IRAs.Nondeductible
NondeductibleContributions 

If you receive a distribution from an IRA Contributions Although your deduction for IRA contribu-
in the same year that you make an IRAtions may be reduced or eliminated because The following examples illustrate the use of
contribution that may be partly nonde- the IRA deduction worksheet shown earlierof the adjusted gross income limit (See De-
ductible,  use the worksheet in chapter 6 of under How To Figure Your Reduced IRAductible Contributions, earlier.), you can still
Publication 590 to figure the taxable portion Deduction.make contributions of up to $2,000 ($2,250
of the distribution. Then you can figure thefor a regular IRA and a spousal IRA) or Example 1.  For 1995, Tom and Bettyamount of nondeductible contributions to re-100% of compensation, whichever is less. Smith file a joint return on Form 1040. Theyport on Form 8606.Often, the difference between your total per- both work and he is covered by a retirement

mitted contributions and your total deducti- plan at work. His salary is $40,000 and hers
If you do not report nondeductible contri-ble contributions, if any, is your nondeduct- is $6,555. They each have an IRA and their
butions,  all of your IRA contributions will beible contribution. combined modified AGI is $46,555. Since
treated as deductible. When you make with- their modified AGI is between $40,000 andExample.  Sonny Jones is single. In drawals from your IRA, they will be taxed un- $50,000 and Tom is covered by an employer1995, he is covered by a retirement plan at less you can show, with satisfactory evi- plan, each of them is subject to the deduc-work. His salary is $52,312. His modified AGI dence, that nondeductible contributions tion limits. See Deduction Limits, earlier.is $55,000. Sonny makes a $2,000 IRA con- were made. For 1995, Tom contributed $2,000 to histribution for that year. Because he is covered

IRA and Betty contributed $500 to hers.by a retirement plan and his modified AGI is
Penalty for overstatement.  If you over- They must use separate worksheets to fig-over $35,000, he cannot deduct his $2,000
state nondeductible contributions on your ure the reduced IRA deduction for each ofIRA contribution. However, he may choose
Form 8606, you must pay a penalty of $100 them because both had IRAs.to either:
for each overstatement, unless it was due to Tom can take a deduction of only $690.

1) Designate this contribution as a nonde- reasonable cause. See the worksheet below. Even though he
ductible contribution by reporting it on contributed the maximum amount allowable
his tax return, as explained later under Penalty for failure to file Form 8606.  You ($2,000), $1,310 ($2,000 minus $690) of his
Reporting Nondeductible Contributions, will have to pay a $50 penalty if you do not con t r ibu t ions  mus t  be  t rea ted  as
or file a required Form 8606, unless you can nondeductible.

prove that the failure was due to reasonable He can choose to treat the $690 as either2) Withdraw the contribution as explained
cause. deductible or nondeductible contributions.later under Tax-Free Withdrawal of

He can also either leave the $1,310 of non-Contributions.
deductible contributions in his IRA or with-Tax-Free Withdrawal of draw them by April 15, 1996. He decides toAs long as your contributions are within Contributions treat the $690 as deductible contributionsthe contribution limits just discussed, none
and leave the $1,310 of nondeductible con-If you made IRA contributions for 1995, youof the earnings on those contributions (de-
tributions in his IRA.can withdraw them tax free (except for anyductible or nondeductible) or gains will be

Betty can treat all or part of her contribu-earnings on them) by April 15, 1996 (or ataxed until they are distributed. See When
tions as either deductible or nondeductible.later date if you have an extension to fileCan I Withdraw or Use Assets From an IRA?
This is because her $500 contribution foryour return). You can do this if:later.
1995 is less than the $690 deduction limit for

● You did not take a deduction for the contri- her IRA contributions that year. See line 4 of
Cost basis.  You will have a cost basis in butions you withdraw, and her worksheet, later. She decides to treat
your IRA if you make nondeductible contri- her $500 IRA contributions as deductible.● You also withdraw any interest or other in-butions. Your basis is the sum of the nonde- Using the Worksheet for Reduced IRAcome earned on the contributions. Youductible amounts you have contributed to Deduction, Tom figures his deductible andmust report this income on your 1995your IRA less any distributions of those nondeductible amounts as follows:return.amounts. When you withdraw (or receive
distributions of) those amounts as discussed

Worksheet for Reduced IRA DeductionIRA trustees must include these amounts inlater under Distributions Fully or Partly Taxa-
box 1 and, if applicable, in box 2a of Formble, you can do so tax free. Use only if you are covered or considered 
1099-R. You must report these amounts on

covered by an employer retirement plan and 
line 15a, Form 1040. If there is an amount in

your modified AGI is within the phaseout Reporting Nondeductible box 2a of Form 1099-R, include it on line 15b
range that applies.Contributions of Form 1040.

You must report nondeductible contributions Premature withdrawal tax.  The 10 per- If your And your Enter on 
to the IRS, but you do not have to designate cent additional tax on withdrawals made filing status modified AGI line 1 
a contribution as nondeductible until you file before you reach age 591/2 does not apply to is: is over: below: 
your tax return. When you file, you can even these withdrawals of your contributions.

Single, or Head of designate otherwise deductible contribu- However, your early withdrawal of interest or
household $25,000 $35,000tions as nondeductible. other income must be reported on Form

5329 and may be subject to this tax.To designate contributions as nonde-
Married–jointductible,  you must file Form 8606, Nonde- Excess contribution tax.  If any part of

return, ductible IRAs (Contributions, Distributions, these contributions is an excess contribution
or Qualifying and Basis). You must file Form 8606 to re- for 1994, it is subject to a 6% excise tax, un-
widow(er) $40,000 $50,000port nondeductible contributions even if you less you withdrew it from your IRA by April

do not have to file a tax return for the year. 17, 1995 (plus extensions). An excess con- Married–separate 
tribution for 1995 must be withdrawn by AprilFile Form 8606 if: return  $   –0– $10,000
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1. Enter the amount from Married–joint worksheet to complete the spousal IRA por-
above that applies . . . . . . . . . . . . . . . . . . . 50,000 return, tion of the Worksheet for Reduced IRA De-

or Qualifying duction as follows.2. Enter your modified AGI
widow(er) $40,000 $50,000(combined, if married 

9. Enter the smaller of $2,250 or the
filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . . 46,555

Married–separate amount on line 5 . . . . . . . . . . . . . . . . . . . . . 2,250
return  $   –0– $10,000 10. Add lines 7 and 8. Enter the total. If

this amount is equal to or more
Note:  If line 2 is equal to or more than than line 9, stop here; you cannot1. Enter the amount from 

the amount on line 1, stop here; your IRA make contributions to a spousal IRA.above that applies . . . . . . . . . . . . . . . . . . . 50,000
contributions are not deductible; see Nonde- Also, see Excess Contributions,2. Enter your modified AGIductible Contributions, earlier. later. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000(combined, if married 

11. Subtract line 10 from line 9 . . . . . . . . . . 250filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . . 46,555

3. Subtract line 2 from line 1. (If line 3 12. Enter the smallest of: 
is $10,000 or more, stop here; you (a) contributions for 1995 to your

Note:  If line 2 is equal to or more thancan take a full IRA deduction for spouse’s IRA; (b) $2,000; or (c) line
the amount on line 1, stop here; your IRAcontributions of up to $2,000 or 11. (If contributions are more than
contributions are not deductible; see Nonde-100% of your compensation, $2,000, see Excess Contributions,
ductible Contributions, earlier.whichever is less.) . . . . . . . . . . . . . . . . . . . 3,445 later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250

4. Multiply line 3 by .20. If the result is 13. Multiply line 3 by .225. If the result is
3. Subtract line 2 from line 1. (If line 3not a multiple of $10, round it to the not a multiple of $10, round it to the

is $10,000 or more, stop here; younext highest multiple of $10. (For next highest multiple of $10.
can take a full IRA deduction forexample, $611.40 is rounded to However, if the result is less than
contributions of up to $2,000 or$620.) However, if the result is less $200, enter $200 . . . . . . . . . . . . . . . . . . . . 780
100% of your compensation,than $200, enter $200 . . . . . . . . . . . . . . . 690 14. Enter the amount from line 7 . . . . . . . . 690whichever is less.) . . . . . . . . . . . . . . . . . . . 3,445

5. Enter your compensation. Do not 15. Subtract line 14 from line 13. Enter4. Multiply line 3 by .20. If the result isinclude your spouse’s the result, but not more than line 12 90not a multiple of $10, round it to thecompensation, and, if you file Form
16. Spousal IRA deduction. Comparenext highest multiple of $10. (For1040, do not reduce your

lines 4, 5, and 15. Enter the smallestexample, $611.40 is rounded tocompensation by any losses from
amount (or a smaller amount if you$620.) However, if the result is lessself-employment. . . . . . . . . . . . . . . . . . . . . 40,000
choose) here and on your Formthan $200, enter $200 . . . . . . . . . . . . . . . 690

6. Enter contributions you made, or 1040 or 1040A. (If line 12 is more5. Enter your compensation. Do notplan to make, to your IRA for 1995, than line 16 and you want to make ainclude your spouse’sbut do not enter more than $2,000. nondeductible contribution for yourcompensation, and, if you file Form(If contributions are more than spouse, go to line 17.) . . . . . . . . . . . . . . . 901040, do not reduce your$2,000, see Excess Contributions,
compensation by any losses fromlater.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

17. Spousal IRA nondeductibleself-employment. . . . . . . . . . . . . . . . . . . . . 6,555
7. IRA deduction. Compare lines 4, 5, contributions. Subtract line 16 from6. Enter contributions you made, orand 6. Enter the smallest amount (or line 12. Enter the result here and onplan to make, to your IRA for 1995,a smaller amount if you choose) here line 1 of your spouse’s Form 8606. 160but do not enter more than $2,000.and on the Form 1040 or 1040A line

(If contributions are more thanfor your IRA, whichever applies. (If Although Tom contributed the maximum$2,000, see Excess Contributions,line 6 is more than line 7 and you amount (a total of $2,250) to his and Betty’slater.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500want to make a nondeductible IRAs, because of the adjusted gross income
7. IRA deduction. Compare lines 4, 5,contribution, go to line 8.) . . . . . . . . . . . 690 limit, their allowable IRA deductions total

and 6. Enter the smallest amount (or8. Nondeductible contributions. only $780 ($690 +  $90).
a smaller amount if you choose) hereSubtract line 7 from line 5 or 6,
and on the Form 1040 or 1040A linewhichever is smaller. Enter the result
for your IRA, whichever applies. (Ifhere and on line 1 of your Form
line 6 is more than line 7 and you Can Retirement Plan8606, Nondeductible IRAs
want to make a nondeductible(Contributions, Distributions, and Assets Becontribution, go to line 8.) . . . . . . . . . . . 500Basis). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,310

8. Nondeductible Contributions. Transferred? 
Subtract line 7 from line 5 or 6,

Betty figures her IRA deduction as IRA rules permit you to transfer, tax free, as-whichever is smaller. Enter the result
follows: sets (money or property) from other retire-here and on line 1 of your Form

ment plans (including IRAs) to an IRA. The8606, Nondeductible IRAs
rules permit the following kinds of transfers:(Contributions, Distributions, andWorksheet for Reduced IRA Deduction

Basis). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 ● Transfers from one trustee to another,

Use only if you are covered or considered ● Rollovers, andThe IRA deductions of $690 and $500 on
covered by an employer retirement plan and the joint return for Tom and Betty total ● Transfers incident to a divorce.

your modified AGI is within the phaseout $1,190. Betty’s unused IRA deduction limit
range that applies. of $190 ($690 –  $500) cannot be trans-

ferred to Tom to increase his deduction. Transfer FromIf your And your Enter on Example 2.  Assume the facts in Exam-
filing status modified AGI line 1 One Trustee to Another ple 1, except that Tom contributed $250 to a
is: is over: below: spousal IRA because Betty had no compen- A transfer of funds in your IRA from one trus-

sation for the year and did not contribute to tee directly to another, either at your request
Single, or Head of an IRA. Their modified AGI remains at or at the trustee’s request, is not a rollover.

household $25,000 $35,000 $46,555. Tom uses lines 1 through 8 of his It is, however, a tax-free transfer. As such it
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is not affected by the one-year waiting period subject to the 10% additional tax on prema- Transfers
ture distributions and the 15% tax on excessthat is required between rollovers, discussed Incident to Divorce distributions, discussed later.next. For information about direct transfers

If an interest in an IRA is transferred fromto IRAs from retirement programs other than
your spouse or former spouse to you by a de-IRAs, see Publication 590. If you inherit an IRA from your spouse,
cree of divorce or separate maintenance, oryou generally can roll it over into an IRA es-
a written document related to such a decree,tablished for you.Rollovers the interest in the IRA, starting from the date

Generally, a rollover is a tax-free distribution of the transfer, is treated as your IRA. TheIf you inherit an IRA from someone otherto you of cash or other assets from one re- transfer is tax free. For detailed information,than your spouse  you cannot roll it over ortirement plan that you contribute (roll over) get Publication 590.allow it to receive a rollover contribution. Youto another retirement plan. The amount you
must withdraw the IRA assets within a cer-roll over tax free, however, is generally taxa-
tain period. For more information, get Publi-ble later when the new plan pays that
cation 590. When Can Iamount to you or your beneficiary.

Withdraw or UseDistributions from qualified employerKinds of rollovers to an IRA.  There are
plans.  Special rules apply to distributionstwo kinds of rollover contributions to an IRA. Assets From an IRA? 
made from qualified employer plans that areIn one, you put amounts you receive from

There are rules limiting the withdrawal androlled over or transferred to IRAs. The rulesone IRA into another. In the other, you put
use of your IRA assets. Violation of the rulesprimarily relate to requirements affecting roll-amounts from an employer’s qualified
generally results in additional taxes in theovers, income tax withholding, and notices(meets certain requirements) retirement plan
year of violation. See Prohibited Transac-to recipients. Get Publication 590 for more

for its employees, such as a qualified pen- tions, Premature Distributions (Early With-information.
sion plan, into an IRA. drawals), Excess Accumulations (Insuffi-Maximum rollover.  If you roll over a dis-

cient Distributions) and Excess Distributions,tribution from your employer’s plan into an
You cannot deduct a rollover contribu- later.IRA, the most that you can roll over is the
tion  but you must report the rollover distri- taxable part of any eligible rollover distri-
bution on your tax return as discussed later bution. The distribution you receive gener- Age 591/2 rule.  Generally, until you reach the
under Reporting Your Rollover. ally will be all taxable unless you have made age of 591/ 2, you cannot withdraw assets

nondeductible employee contributions to the (money or other property) from your IRA
You must make the rollover contribution plan. without having to pay an additional tax. How-
by the 60th day after the day you receive Eligible rollover distribution.  Gener- ever, there are a number of exceptions to
the distribution  from your IRA or your em- ally, an eligible rollover distribution is the tax- that rule. See Premature Distributions (Early
ployer’s plan. If the amount distributed to you able part of any distribution of all or part of Withdrawals), later.
from an IRA or a qualified employer retire- the balance to your credit as the employee-
ment plan becomes a frozen deposit in a fi- participant in a qualified retirement plan Required Distributions nancial institution during the 60-day period except:

You cannot keep funds in your IRA indefi-allowed for a rollover, a special rule extends
1) A required minimum distribution, or nitely. You must eventually withdraw themthe period. For more information, get Publi-

or pay an excise tax on excess accumula-cation 590. 2) Any of a series of substantially equal pe-
tions in your IRA. See Excess Accumulationsriodic distributions paid at least once a
(Insufficient Distributions), later. The require-year over:Waiting period between rollovers.  You
ments for withdrawing IRA funds differ de-can take (receive) a distribution from a par- a) Your lifetime or life expectancy, pending on whether you are the IRA ownerticular IRA and make a rollover contribution
or the beneficiary of a decedent’s IRA.b) The lifetimes or life expectancies ofto another IRA only once in any one-year pe-

you and your beneficiary, orriod. The one-year period begins on the date
IRA owners.  If you are an IRA owner, youyou receive the IRA distribution, not on the c) A period of 10 years or more. must choose to withdraw the balance in yourdate you roll it over into another IRA.
IRA in one of the following two ways:This rule applies separately to each IRA

The taxable parts of most other distributions 1) By withdrawing the entire balance inyou own. For example, if you have two IRAs,
from qualified retirement plans are eligible your IRA by the required beginning dateIRA-1 and IRA-2, and you roll over assets of
rollover distributions. See Publication 575 for (defined below), orIRA-1 into a new IRA-3, you may also make a
additional exceptions.rollover from IRA-2 into IRA-3, or into any 2) By starting to withdraw periodic distri-

other IRA, within one year after the rollover butions of the balance in your IRA byReporting Your Rollover distribution from IRA-1. These are both roll- the required beginning date.
overs because you have not received more Report an eligible rollover distribution that
than one distribution from either IRA within you receive from a qualified plan on line 16a, Required beginning date (age 70 1/ 2
one year. However, you cannot, within the Form 1040, or line 11a, Form 1040A. If the rule).  You must receive the entire balance
one-year period, again roll over the assets total distribution is rolled over into an IRA or in your IRA or begin receiving periodic distri-
you rolled over into IRA-3 into any other IRA. other qualified plan, enter zero on line 16b, butions from your IRA by April 1 of the year

Exception.  There is an exception to this Form 1040, or line 11b, Form 1040A. Other- following the year in which you reach age
rule for distributions from certain failed finan- wise, enter the taxable part of the distribution 701/2.
cial institutions. Get Publication 590 for more on line 16b, Form 1040, or line 11b, Form Periodic distributions.  If the distribu-
information. 1040A. tions are to be made over a period of years,

Use lines 15a and 15b, Form 1040, or you must receive at least the minimum
lines 10a and 10b, Form 1040A, to report aPartial rollovers.  If you withdraw assets amount required for each year starting with
distribution from one IRA that is rolled overfrom an IRA, you may roll over part of the the year you reach age 701/2 (your 701/2 year).
into another IRA.withdrawal into another IRA and keep the If you did not receive any distributions (or the

rest of it. The amount you keep is generally full required minimum distribution) in your
taxable (except for the part that is a return of For further information on rollovers,  get 701/ 2 year, then you must receive the re-
nondeductible contributions) and may be Publication 590. quired minimum distribution by April 1 of the
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next year. Required distributions for later Only the part of the distribution that repre- There are penalties for overstating the
sents nondeductible contributions (your cost amount of nondeductible contributions andyears must be made by December 31 of
basis) is not taxable. Once nondeductible for failure to file a required Form 8606. Seeeach year.
contributions have been made, distributions Reporting Nondeductible Contributions,For more information,  including how to
consist partly of nondeductible contributions earlier.figure your required minimum distribution
(basis) and partly of deductible contribu-each year and how to figure your required
tions, earnings, or gains. Until you run out ofdistribution if you are a beneficiary of a dece- Prohibited Transactions 
basis, each distribution is partly taxable anddent’s IRA, get Publication 590. Generally, a prohibited transaction is any im-partly nontaxable.

proper use of your IRA by you or any dis-
qualified person.Tax Treatment of Form 8606. You must complete, and attach

Some examples of disqualified personsDistributions to your return, Form 8606 if you receive an
for this purpose are:IRA distribution and have ever made nonde-In general, include IRA distributions in your

Your fiduciary, orductible IRA contributions. Using the form,gross income in the year you receive them.
you will figure the nontaxable distributionsExceptions to this general rule are rollovers Members of your family (spouse, ances-
for 1995, and your total IRA basis for 1995and timely withdrawals of contributions, dis- tor, lineal descendent, and any
and earlier years.cussed earlier, and the return of nondeduct- spouse of a lineal descendent).

ible contributions, discussed next under Dis-
Distributions reported on Form 1099–R. tributions Fully or Partly Taxable. Some examples of prohibited transac-
You will receive Form 1099–R, Distributions tions with an IRA are:
From Pensions, Annuities, Retirement orFailed financial institutions.  The general ● Borrowing money from it,Profit-Sharing Plans, IRAs, Insurance Con-rule (you must include IRA distributions in
tracts, Etc., or similar statement, if you re- ● Buying property for personal use (presentyour gross income unless properly rolled
ceive a distribution from your IRA. IRA distri- or future) with IRA funds,over) applies to distributions made (with or
butions are shown in boxes 1 and 2 of Form ● Selling property to it,without your consent) by the receiver of a
1099–R. A number or letter code in box 7savings institution that is placed in receiver- ● Receiving unreasonable compensation fortells you what type of distribution you re-ship. For an exception to the one-year wait- managing it, orceived from your IRA.ing period rule for rollovers of certain distri-

● Using the IRA as collateral for a loan.butions from failed financial institutions, see
Reporting taxable distributions on yourPublication 590.
return.  Report fully taxable distributions, in- Effect on an IRA account.  Generally, if you
cluding taxable premature distributions, on or your beneficiary engage in a prohibitedOrdinary income.  IRA distributions that you
line 15b, Form 1040 (no entry is required on transaction at any time during the year withmust include in income are taxed as ordinary line 15a), or line 10b, Form 1040A. If only your IRA account, it will not be treated as anincome. part of the distribution is taxable, enter the IRA as of the first day of the year.
total amount on line 15a, Form 1040 (or line

No special treatment.  In figuring your tax, 10a, Form 1040A), and the taxable part on Effect on you (or your beneficiary).  If youyou cannot use the special averaging or cap- line 15b, Form 1040 (or line 10b, Form (or your beneficiary) engage in a prohibitedital gain treatment that applies to lump-sum 1040A). You cannot report distributions on transaction with your IRA account at anydistributions from qualified employer plans. Form 1040EZ. time during the year, you (or your benefici-
ary) must include the fair market value of all

Withholding.  Federal income tax is with-Distributions Fully (or part, in certain cases) of the IRA assets in
held from IRA distributions unless you your gross income for that year. The fair mar-or Partly Taxable choose not to have tax withheld. See chap- ket value is the price at which the IRA assets

Your IRA distributions may be fully or partly ter 5. would change hands between a willing buyer
taxable, depending on whether your IRA in- Distributions paid outside the United and a willing seller, when neither has any
cludes any nondeductible contributions. States or its possessions.  In general, if need to buy or sell, and both have reasona-

you are a U.S. citizen or resident alien and ble knowledge of the relevant facts.
Fully taxable.  If only deductible contribu- your home address is outside the United You must use the fair market value of the
tions were made to your IRA (or IRAs, if you States or its possessions, you cannot assets as of the first day of the year you en-
have more than one) since it was set up, you choose exemption from withholding on your gaged in the prohibited transaction. You may
have no basis in your IRA. Because you IRA payments. also have to pay the 10% additional tax on
have no basis in your IRA, any distributions premature distributions and the 15% tax on
are fully taxable when received. See Report- excess distributions, discussed later.
ing taxable distributions on your return, later. Excise taxes. If someone other than theWhat Acts Result in owner or beneficiary of an IRA engages in a
Partly taxable.  If you made nondeductible prohibited transaction, that person may be li-Penalties?
contributions to any of your IRAs, you have a able for certain excise taxes. In general,

The tax advantages of using IRAs for retire-cost basis (investment in the contract) there is a 5% tax on the amount of the prohi-
ment savings can be offset by additionalequal to the amount of those contributions. bited transaction and a 100% additional tax
taxes and penalties if you do not follow theThese nondeductible contributions are not if the transaction is not corrected.
rules. For example, there are additions to thetaxed when they are distributed to you. They
regular tax for using your IRA funds in prohi-are a return of your investment in your IRA. Investment in collectibles.  If your IRA in-
bited transactions. There are also additionalWhen IRA distributions are made, special vests in collectibles, the amount invested is
taxes for:rules apply in figuring the tax on the distribu- considered distributed to you in the year in-
● Making excess contributions,tions if: vested. You may have to pay the 10% addi-

tional tax on premature distributions and the● Making early withdrawals (taking prema-● Only nondeductible IRA contributions
excise taxes discussed above may apply.ture distributions),were made and there are earnings or

Collectibles include  art works, rugs, an-gains, or ● Allowing excess amounts to accumulate tiques, metals, gems, stamps, coins, alco-
(failing to make required withdrawals), or● Both deductible and nondeductible IRA holic beverages, and other tangible personal

contributions were made. ● Receiving excess distributions. property if specified by the IRS.
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Exception.  Your IRA can invest in one, extensions. You do not include the with- be unable to make required distributions be-
one-half, one-quarter, or one-tenth ounce drawn contribution in your income. This ap- cause the insurance company is in state in-
U.S. gold coins, or one ounce silver coins plies only to the part of the excess for which surer delinquency proceedings. In this case,
minted by the Treasury Department. you did not take a deduction. The 6% tax ap- the 50% excise tax for failure to make re-

plies to the excess contribution amount that quired IRA distributions will not apply. How-
remains in your IRA at the end of a year. This ever, to qualify for this exemption, the condi-For more information  on prohibited trans-
includes the year of the contribution and any t ions and requi rements of  Revenueactions, get Publication 590.
later year. Procedure 92-10 must be satisfied.

Excess Contributions More information.  For more information onPremature Distributions
excess accumulations, see chapter 7 of Pub-Generally, an excess contribution is the (Early Withdrawals) lication 590.amount contributed to your IRA(s) for the

You must include premature distributions inyear that is more than the smaller of:
your gross income and, because they are Excess Distributions ● Your taxable compensation for the year, premature, there will be an additional 10%

If you received retirement distributionsor tax on them. See the discussion of Form
during the year of more than $150,000, you5329 under Reporting Additional Taxes,● $2,000. may have to pay a 15% tax on the distribu-later, to figure and report the tax.
tions that are more than $150,000. The termPremature distributions  are amounts

Example.  You were single and earned ‘‘retirement distributions’’ means your distri-you withdraw from your IRA before you are
$30,000 in 1995. You contributed $2,500 to butions from any qualified employer plan, (in-591/2.
your IRA for 1995. Your contribution limit is cluding a tax-sheltered annuity plan, or IRA).Exceptions.  The 10% tax will not apply
$2,000. Your reduced IRA deduction, figured This tax is reduced by  any tax on pre-to the following distributions:
using the Worksheet for Reduced IRA De- mature distributions that applies to the ex-

● Portions of any distributions treated as aduction, is $1,000. You made an excess con- cess distribution. See Premature Distribu-
return of nondeductible contributions.tribution for 1995 of $500 ($2,500 minus tions, discussed earlier.

● Distributions made to your beneficiary or$2,000).
your estate after your death, Excluded distributions.  The excess distri-

bution tax does not apply to the followingTax on excess contributions.  You must ● Distributions made because of your
distributions:pay a 6% tax each year on excess amounts disability.

that remain in your IRA at the end of your tax ● Distributions after the death of the IRA● Distributions that are a part of a series of
year. The excess is taxed for the year the ex- owner (or employee in the case of em-substantially equal payments over your life
cess contribution is made and for each year ployer plans),(or life expectancy), or over the lives (or
after that until you correct it. The tax cannot life expectancies) of you and your benefi- ● Distributions that are rolled over,
be more than 6% of the value of your IRA as ciary . For this exception to apply, you

● Distributions that represent nondeductibleof the end of your tax year. The tax does not must use an IRS-approved distribution contributions,apply to a rollover contribution. method and take at least one distribution
● Distributions to an alternate payee under aannually. Also, the payments must con-

qualified domestic relations order, if in-Excess contributions you withdraw by tinue for at least 5 years, or until you reach
cludible in the alternate payee’s income,the date your return is due.  You will not age 591/2, whichever is the longer period.

have to pay the 6% tax if you withdraw an ex- This 5-year rule does not apply if a change ● Corrective distributions of excess defer-
cess contribution made during a tax year from an approved distribution method is rals under a salary reduction arrangement
and interest or other income earned on it by because of the death or disability of the (or a similar qualified plan), and
the date your return for that year is due, in- IRA owner.

● Certain other corrective distributions fromcluding extensions.
● Distributions that are rolled over, as dis- an employer’s qualified retirement plan.You do not have to include  in your

cussed earlier under Rollovers.
gross income an excess contribution that

For more information on excess distribu-you withdraw from your IRA before your tax
For more information  on premature distri- tions, get Publication 590.return is due if:
butions, get Publication 590.

1) You did not take a deduction for that ex- Reporting Additional Taxes
cess amount on your return, and Excess Accumulations Generally you must use Form 5329, Addi-

2) The interest or other income earned on tional Taxes Attributable to Qualified Retire-(Insufficient Distributions) 
the excess was also withdrawn. ment Plans (Including IRAs), Annuities, andYou cannot keep amounts in your IRA indefi-

Modified Endowment Contracts, to reportnitely. Generally, you must begin receiving
the tax on excess contributions, prematureHowever, you must include in your distributions by April 1 of the year following
distributions, excess distributions, and ex-gross income any interest or other income the year in which you reach age 701/2.
cess accumulations. You must file Formearned on the excess contribution (whether
5329 if you receive excess distributions froma deductible or nondeductible contribution). Tax on excess.  If distributions are less than
a qualified retirement plan, whether or notReport it on your return for the year in which the required minimum distribution for the
you owe tax on them.the excess contribution was made. Your year, you may have to pay a 50% excise tax

You do not have to use Form 5329 if:withdrawal of interest or other income may for that year on the amount not distributed as
be subject to an additional 10% tax on early required. ● Distribution code 1 is shown in box 7 of
withdrawals, discussed later. Form 1099-R, Distributions From Pen-

Request to excuse the tax.  If the excess sions, Annuities, Retirement or Profit-
Excess contributions you withdraw after accumulation is due to reasonable error and Sharing Plans, IRAs, Insurance Contracts,
your return is due.  If the total contributions you have taken, or are taking, steps to rem- etc. Instead, multiply the taxable part of
(other than rollover contributions) for the edy the insufficient distribution, you can re- the distribution by 10% and enter the re-
year were $2,250 or less and there were no quest that the tax be excused. sult on line 51 of Form 1040. Write ‘‘No’’
employer contributions, you may withdraw on the dotted line next to line 51 to indi-
any excess contribution after the due date Exemption from tax.  IRAs invested in con- cate that you do not have to file Form
for filing your return for that year, including tracts issued by insurance companies may 5329. However, if you owe this tax and
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also owe any other additional tax on a dis- year beginning in 1995, the compensation Step 7
tribution, do not enter this 10% additional Enter the smaller of Step 5 orlimit is $245,000.
tax directly on your Form 1040. You must Step 6. This is your maximum
file Form 5329 to report your additional deductible contribution. Enter
taxes. your deduction on line 27, FormDeduction limit for a self-employed per-

1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $son.  If you are self-employed and contribute● You qualify for an exception to the tax.
to your own SEP-IRA, special rules applyYou need not report the exception if distri-
when figuring your maximum deduction forbution code 2, 3, or 4 is shown in box 7 of Example.  You are a sole proprietor and
these contributions.Form 1099-R. However, if one of those have employees. The terms of your plan pro-

For determining the 15% limit,  dis-codes is not shown, or the code shown is vide that you contribute 101/2% (.105) of your
cussed above, your compensation is yourincorrect, you must file Form 5329 to re- compensation, and 101/2% of your common-
net earnings from self-employment. See Netport the exception. law employees’ compensation. Your net
earnings from self-employment, later. Note earnings from line 31, Schedule C (Form● You properly rolled over all distributions that, for this purpose, your net earnings must 1040) is $200,000. In figuring this amount,you received during the year. take into account your deduction for contri- you deducted your common-law employees’
butions to your own SEP-IRA. Because the compensation of $100,000 and contribu-If you file Form 1040,  complete Form deduction amount and the net earnings t ions for  them of  $10,500 (10 1/ 2% x5329 and attach it to your Form 1040. Enter amount are each dependent on the other, $100,000). This net earnings amount is nowthe total amount of IRA tax due on line 51, this adjustment presents a problem. reduced to $193,527 by subtracting yourForm 1040.

To solve this problem, you make the ad- self-employment tax deduction of $6,473.
justment to net earnings indirectly by reduc- You figure your self-employed rate and maxi-Note:  If you have to file an individual in-
ing the contribution rate called for in the mum deduction for employer contributionscome tax return and Form 5329, you must
plan. Use the following worksheets to find on behalf of yourself as follows:use Form 1040.
this reduced contribution rate and your maxi-

If you do not have to file a Form 1040 mum deduction. Make no reduction to the Self-Employed Person’s Rate Worksheet
but do have to pay one of the IRA taxes men- contribution rate for any common-law
tioned earlier, file the completed Form 5329 employees. 1) Plan contribution rate as a decimal
with IRS at the time and place you would (for example, 101/2% would be
have filed your Form 1040. Be sure to in- 0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.105

Self-Employed Person’s Rate Worksheetclude your address on page 1 and your sig-
2) Rate in line 1 plus one, (for

nature on page 2. Enclose, but do not attach,
example, 0.105 plus one would be

a check or money order payable to the Inter- 1) Plan contribution rate as a decimal 1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.105
nal Revenue Service for the tax you owe, as (for example, 101/2% would be

3) Self-employed rate as a decimalshown on Form 5329. Write your social se- 0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
(Divide line 1 by line 2.) . . . . . . . . . . . . 0.0950curity number and ‘‘1995 Form 5329’’ on

2) Rate in line 1 plus one (foryour check or money order.
example, 0.105 plus one would be
1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Self-Employed Person’s Deduction Worksheet
3) Self-employed rate as a decimalSimplified Employee (Divide line 1 by line 2.) . . . . . . . . . . . . Step 1

Enter your rate from the Self-Pension (SEP) 
Employed Person’s Rate

A simplified employee pension (SEP) is a Worksheet . . . . . . . . . . . . . . . . . . . . . . .    0.0950
written plan that allows an employer to make Self-Employed Person’s Deduction Worksheet Step 2
contributions toward his or her own (if a self- Enter your net earnings from line
employed individual) and employees’ retire- Step 1 3, Schedule C-EZ (Form 1040),
ment without becoming involved in more Enter your rate from the Self- line 31, Schedule C (Form 1040),
complex retirement plans. The contributions Employed Person’s Rate line 36, Schedule F (Form 1040),
are made to IRAs (SEP-IRAs) of the partici- Worksheet . . . . . . . . . . . . . . . . . . . . . . . or line 15a, Schedule K-1 (Form
pants in the plan. By choosing a SEP plan, 1065) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  200,000Step 2an employer gives up advantages available

Enter your net earnings from line Step 3to Keogh plans. For example, the special
3, Schedule C-EZ (Form 1040), Enter your deduction for self-averaging treatment that may apply to Ke-
line 31, Schedule C (Form 1040), employment tax from line 25,ogh plan lump-sum distributions does not
line 36, Schedule F (Form 1040), Form 1040 . . . . . . . . . . . . . . . . . . . . . . . $    6,473apply to SEP-IRA distributions.
or line 15a, Schedule K-1 (Form Step 4The SEP rules permit an employer to
1065) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ Subtract Step 3 from Step 2 andcontribute (and deduct) each year to each

enter the result . . . . . . . . . . . . . . . . . . $  193,527Step 3participating employee’s SEP-IRA up to
Enter your deduction for self-15% of the employee’s compensation or Step 5
employment tax from line 25,$30,000, whichever is less (the contribu- Multiply Step 4 by Step 1 and
Form 1040 . . . . . . . . . . . . . . . . . . . . . . . $tion limit). The contributions are funded by enter the result . . . . . . . . . . . . . . . . . . $   18,385

the employer. Step 4 Step 6
Subtract Step 3 from Step 2 and Multiply $150,000 by your plan

Figuring the 15% limit.  For purposes of de- enter the result . . . . . . . . . . . . . . . . . . $ contribution rate. Enter the result
termining the 15% limit, compensation is but not more than $30,000 . . . . . . $   15,750Step 5
generally limited to $150,000, not including

Multiply Step 4 by Step 1 and Step 7your employer’s contribution to your SEP-
enter the result . . . . . . . . . . . . . . . . . . $ Enter the smaller of Step 5 orIRA.

Step 6. This is your maximumStep 6
deductible contribution. EnterMultiply $150,000 by your planNote.  For employees in a collective bar-
your deduction on line 27, Formcontribution rate. Enter the resultgaining unit covered by a SEP for which the
1040. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   15,750but not more than $30,000 . . . . . . $$150,000 limit is not effective for the plan
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Net earnings from self-employment. The contribution limit discussed above Even if your employer makes contribu-
For SEP purposes, your net earnings are does not apply to contributions up to your tions to your SEP-IRA, you may be able to
your gross income from your business that IRA contribution limit that you make during deduct the regular IRA contributions you
has the plan minus your allowable deduc- the year to your SEP-IRAs or regular IRAs in- make to your SEP-IRA or another IRA.
tions for that business. Your personal ser- dependent of your employer’s contributions.
vices must be a material income-producing See How Much Can I Contribute and De- Tax treatment by self-employed individu-factor in that business. Allowable deductions duct?, earlier. als.  If you are self-employed (a sole proprie-include contributions to the SEP-IRAs of

tor or partner) with a SEP, take your deduc-your employees. You must also reduce your Salary reduction arrangement.  A SEP tion for employer contributions to your ownearnings by the deduction for one-half of may include a salary reduction arrangement. SEP-IRA on line 27, Form 1040. If you alsoyour self-employment tax and the deduction Under it, you can elect to have your em- make deductible contributions to your SEP-for contributions to your own SEP-IRA. Net ployer contribute part of your pay to the SEP- IRA (or any other IRA you own), independentearnings do not include tax-free items or de- IRA. Only the remaining portion of your pay of your employer contributions, take your de-ductions related to them, but do include for-
is currently taxable. The tax on the contribu- duction on line 23, Form 1040.eign earned income and housing cost
tion is deferred. This choice is called an elec-amounts. Net earnings include a partner’s
tive deferral.distributive share of partnership income or Excess contributions.  If your employer

loss (other than separately treated items contributes more to your SEP-IRA than 15%Employer’s SEP contributions excludedsuch as capital gains or losses). If paid for of your compensation or $30,000, whicheverfrom your wages on Form W-2.  Your em-services to or for the partnership, net earn- is less, you will not have to pay the 6% tax onployer’s contributions to your SEP-IRA areings include guaranteed payments to a lim- it if you withdraw this excess amount (and in-generally excluded from your income ratherited partner. They do not include distribu- terest or other income earned on it) fromthan deducted from it. Therefore, your em-tions of income or loss to a limited partner. your SEP-IRA before the due date for filingployer’s contributions should not be included
your tax return, plus extensions. However,in your Form W–2 wages, unless there areThe contribution limit  (lesser of 15% of you must include the excess contribution incontributions under a salary reduction ar-compensation or $30,000) discussed earlier
your gross income. rangement. Form W–2 should include contri-also applies to any amounts you elect to

butions under a salary reduction arrange-have taken out of your income and contrib-
For more information on a SEP-IRA,  getment for social security and Medicare taxuted to the plan under a salary reduction ar-
Publication 590.purposes only.rangement, discussed later.
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You may be able to deduct some of your that you arrange to work before moving to a
expenses for moving to a new home be- new location, as long as you actually do go
cause you changed job locations or started a to work.19.
new job. You can qualify for the deduction If you do not move within one year, you
whether you are self-employed or an em- ordinarily cannot deduct the expenses un-Moving ployee. However, you must meet the Re- less you can show that circumstances ex-
quirements, explained later. isted that prevented the move within thatExpenses This chapter contains two charts that time.
may help you determine whether your move Example.  Your family moved more than
qualifies for a deduction, and if so, how much a year after you started work at a new loca-
you can deduct. The charts are: tion. Their move was delayed because you
● Figure 19–A, Illustration of Distance Test, allowed your child to complete high school.Important Reminders 

which covers the minimum distance you You can deduct your allowable moving
must move before you qualify to deductNo deduction allowed for certain moving expenses.
moving expenses, andexpenses.  You cannot deduct as moving

expenses amounts you pay for: Closely related in place.  A move is gener-● Figure 19–B, Qualifying Moves Within the
ally considered closely related in place to theUnited States, which covers general● Meals while moving from your old resi-
start of work if the distance from your newqualifications.dence to your new residence,
home to the new job location is not more

● Travel expenses, meals, and lodging for than the distance from your former home toMoves to the United States.  If you retirepre-move househunting trips, the new job location. A move that does notwhile living and working overseas, you may
meet this requirement can qualify if you can● Meals and lodging while occupying tempo- be able to deduct your expenses of moving
show that:rary quarters in the area of your new job, back to the United States. If you are the sur-

and vivor (spouse or dependent) of a person 1) A condition of employment requires you
whose main job location at the time of death● Qualified residence sale, purchase, and to live at your new home, or
was outside the United States, you may belease expenses. 2) You will spend less time or money com-able to deduct your expenses of moving

muting from your new home to your newback to the United States. See Retirees or
job.Survivors Who Move to the United States,Distance test.  To deduct moving expenses,

later.your new main job location must be at least
50 miles farther from your former home than

Home defined.  Your home means yourMoves outside the United States.  Thisyour old main job location.
main home (residence). It may be a house,chapter does not discuss moves outside the
apartment, condominium, houseboat, houseUnited States. If you are a United States citi-

Moving expenses no longer an itemized trailer, or similar dwelling. Your home doeszen or resident alien who moved outside the
deduction.  Allowable moving expenses are

United States or its possessions because of not include other homes owned or kept up by
no longer an itemized deduction. You can

your job or business, see Publication 521 for you or members of your family. It also does
deduct these expenses in figuring your ad-

special rules that apply to your move. not include a seasonal home, such as a sum-justed gross income.
mer beach cottage. Your former home
means your home before you left for yourUseful ItemsReimbursements.  If you are reimbursed by new job location. Your new home meansYou may want to see:your employer for allowable moving ex- your home within the area of your new job

penses, your employer should exclude these location.Publicationreimbursements from your income. You can
□ 521 Moving Expensesonly deduct allowable moving expenses that

Distance Test were not reimbursed by your employer.
Form (and Instructions) Your move will meet the distance test if your

Change of address.  If you change your new main job location is at least 50 miles□ 3903 Moving Expenses
mailing address, be sure to notify the IRS us- farther from your former home than your old

□ 3903–F Foreign Moving Expensesing Form 8822, Change of Address. Mail it to main job location. For example, if your old
□ 8822 Change of Addressthe Internal Revenue Service Center for your job was 3 miles from your former home, your

old address (addresses for the Service Cen- new job must be at least 53 miles from that
ters are on the back of the form). former home.

The distance between a job location andRequirements your home is the shortest of the more com-
You can deduct your allowable moving ex- monly traveled routes between them. TheIntroduction penses if your move is closely related to the distance test considers only the location of
start of work and if you meet the distance your former home. It does not apply to the lo-This chapter discusses what expenses you
test and the time test. These two tests are cation of your new home.can deduct when you move because of a
discussed later.job. The following topics are covered: Example.  You moved to a new home

less than 50 miles from your former home● When moving expenses qualify for a
because you changed job locations. YourRelated to Start of Work deduction
old job was 3 miles from your former home.Your move must be closely related, both in

● Which moving expenses can be claimed Your new job is 60 miles from that home. Be-time and in place, to the start of work at your
cause your new job is 57 miles farther from● How to report moving expenses on Form new job location.
your former home than the distance from3903, Moving Expenses
your former home to your old job, you meetClosely related in time.  In general, moving
the 50-mile distance test.This chapter does not discuss moving ex- expenses incurred within one year from the

penses incurred before 1994. For informa- date you first reported to work are consid-
First job or return to full-time work.  If yoution on expenses incurred before 1994, see ered closely related in time to the start of

Publication 521, Moving Expenses. work at the new location. It is not necessary go to work full time for the first time, your

Chapter 19 MOVING EXPENSES Page 155



place of work must be at least 50 miles from The total time you spend at each place, Seasonal work.  If your work is sea-
sonal, you are considered to be working fullyour former home to meet the distance test.

The amount of work you do at each time during the off-season only if your workIf you go back to full-time work after a place, and contract or agreement covers an off-seasonsubstantial period of part-time work or unem-
period and that period is less than 6 months.The money you earn at each place.ployment, your place of work must also be at
For example, a school teacher on a 12-least 50 miles from your former home.
month contract who teaches on a full-time
basis for more than 6 months is considered aException for Armed Forces.  If you are in Time Test full-time employee for 12 months.the Armed Forces and you moved because

To deduct your moving expenses, you alsoof a permanent change of station, you do not
must meet one of the following time tests. Time test for self-employed persons.  Ifhave to meet the distance test. See Mem-

you are self-employed, you must work fullbers of the Armed Forces, later.
time for at least 39 weeks during the firstTime test for employees.  If you are an em-
12 months AND for a total of at least 78ployee, you must work full time for at least 39Main job location.  Your main job location is
weeks during the first 24 months after youweeks during the first 12 months after youusually the place where you spend most of
arrive in the area of your new job location.arrive in the general area of your new job lo-your working time. A new job location is a
For this time test, count any full-time workcation. For this time test, count only your full-new place where you will work permanently
you do as an employee or as a self-em-time work as an employee; do not count anyor indefinitely rather than temporarily. If ployed person. You do not have to work forwork you do as a self-employed person. Youthere is no one place where you spend most the same employer or be self-employed indo not have to work for the same employerof your working time, your main job location the same trade or business for the 78 weeks.for the 39 weeks. You do not have to work 39

is the place where your work is centered— Self-employment.  You are self-em-weeks in a row. However, you must work full
for example, where you report for work or are ployed if you work as the sole owner of antime within the same general commuting
otherwise required to ‘‘base’’ your work. unincorporated business or as a partner in aarea. Full-time employment depends on

partnership carrying on a business. You arewhat is usual for your type of work in your
Union members.  If you work for a number not considered self-employed if you arearea.
of employers on a short-term basis and you semiretired, a part-time student, or work onlyTemporary absence from work.  You
get work under a union hall system (such as a few hours each week.are considered to be working full time during
a construction or building trades worker), Full-time work.  Whether you performany week you are temporarily absent from
your main job location is the union hall. services full time during any week dependswork because of illness, strikes, lockouts,

on what is usual for your type of work in yourlayoffs, natural disasters, or similar causes.
More than one job.  If you have more than area.You are also considered to be a full-time em-
one job at any time, your main job location If you are an employee and becomeployee during any week you are absent from
depends on the facts in each case. The self-employed  before satisfying the 39-work for leave or vacation that is provided for

week test for employees, you meet the timemore important factors to be considered are: in your work contract or agreement.
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test if you satisfy the 78-week test for self- most of your working time as a self-em- 1) Report your moving expense deduction
employed persons. Under the 78-week test, ployed person, you must meet the 78-week as other income on your Form 1040 for
you still have to work full time for 39 weeks test (which includes a requirement to work the year you cannot meet the test, or
during the first 12 months. However, you can 39 weeks during the first 12 months). If you

2) Amend your 1995 return.count any full-time work you do as an em- spend most of your working time as an em-
ployee or as a self-employed person. ployee, you must meet the 39-week test.

For more information, see Time test forIf you are self-employed and become
Use Form 1040X, Amended Unitedself-employed persons in Publication 521.an employee  before satisfying the 78-week

States Individual Income Tax Return, totest, but you work as an employee for at
amend your return.least 39 weeks during the first 12 months af- Joint return.  If you are married and file a

If you do not deduct your moving ex-ter you arrived at the new job location, you joint return and both you and your spouse
penses on your 1995 return and you laterwill satisfy the time test for employees. If you work full time, either of you can satisfy the
meet the time test, you can file an amendedcannot satisfy that time test, you can use the full-time work test. However, you cannot
return for 1995 to take the deduction.time spent as a full-time employee to satisfy combine the weeks your spouse worked with

the 78-week test. Under the 78-week test, the weeks you worked to satisfy that test.
you still have to work full time for 39 weeks Exceptions to the Time Test 
during the first 12 months. However, you can Time test not yet met.  You can deduct
count any full-time work you do as an em- your moving expenses even if you have not You do not have to meet the time test if one
ployee or as a self-employed person. yet met the time test by the date your 1995 of the following applies:

If you are both self-employed and an return is due. You can do this if you expect to
employee,  the amount of time you spend as meet the 39-week test in 1996, or the 78- 1) You are in the Armed Forces and you
each determines whether you must meet the week test in 1996 or 1997. If you deduct moved because of a permanent change
78-week test for self-employed persons or moving expenses but do not meet the time of station—see Members of the Armed
the 39-week test for employees. If you spend test by then, you must either: Forces, later,
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2) You moved to the United States be- States when you permanently retire. How- side trips are not deductible as moving
cause you retired—see Retirees or Sur- ever, both your former main job location and expenses.
vivors Who Move to the United States, your former home must have been outside
later, the United States. Travel by car. If you use your car to take

Permanently retired.  You are consid- yourself, members of your household, or3) You are the survivor of a person whose
ered permanently retired when you cease your belongings to your new home, you canmain job location at the time of death
gainful full-time employment or self-employ- figure your expenses by deducting either:was outside the United States—see Re-
ment. If at the time you retire, you intend yourtirees or Survivors Who Move to the 1) Your actual expenses, such as gas andretirement to be permanent, you will be con-United States, later, oil for your car, if you keep an accuratesidered retired even though you later return

record of each expense, or4) Your job at the new location ends be- to work. Your intention to retire permanently
cause of death or disability, or 2) 9 cents a mile.will be determined by:

5) You are transferred for your employer’s 1) Your age and health,
You can deduct parking fees and tolls youbenefit or laid off for a reason other than

2) The customary retirement age for peo- paid in moving. You cannot deduct any partwillful misconduct. For this exception,
ple who do similar work, of general repairs, general maintenance, in-you must have obtained full-time em-

surance, or depreciation for your car.ployment, and you must have expected 3) Whether you are receiving retirement
to meet the test at the time you started payments from a pension or retirement
the job. Member of household.  You can deductfund, and

moving expenses you pay for yourself and4) The length of time before you will return
members of your household. A member ofto full-time work.
your household is anyone who has both yourMembers of the Armed Forces
former and new home as his or her home. ItIf you are a member of the Armed Forces on Survivors. You can deduct moving ex- does not include a tenant or employee, un-active duty and you move because of a per- penses for a move to a home in the United less you can claim that person as amanent change of station, you do not have States if you are the spouse or the depen- dependent.to meet the distance and time tests, dis- dent of a person whose main job location at

cussed earlier. You can deduct your un- the time of death was outside the United
Location of move.  There are different rulesreimbursed allowable moving expenses. States. The move must begin within 6
for moving within or to the United States thanA permanent change of station includes: months after the decedent’s death. It must
for moving outside the United States. Thisbe from the decedent’s former home outside1) A move from your home to the area of chapter only discusses moves within or tothe United States. That home must alsoyour first post of duty when you begin the United States. The rules for moveshave been your home.active duty, outside the United States can be found inA move begins when:2) A move from one permanent post of Publication 521.

1) You contract for your household goodsduty to another, or
and personal effects to be moved to3) A move from your last post of duty to Household Goods andyour home in the United States, but onlyyour home or to a nearer point in the Personal Effects if the move is completed within a rea-United States. The move must occur
sonable time, You can deduct the cost of packing, crating,within one year of ending your active

and transporting your household goods andduty or within the period allowed under 2) Your household goods and personal ef-
personal effects and those of the membersthe Joint Travel Regulations. fects are packed and on the way to your
of your household from your former home tohome in the United States, or
your new home. If you use your own car toSpouse and dependents.  If a member of 3) You leave your former home to travel to move your things, see Travel by car, earlier.the Armed Forces deserts, is imprisoned, or your new home in the United States. You can include the cost of storing and in-dies, a permanent change of station for the
suring household goods and personal ef-spouse or dependent includes a move to the
fects within any period of 30 consecutiveplace of enlistment, or to the member’s,
days after the day your things are movedspouse’s, or dependent’s home of record, or
from your former home and before they areto a nearer point in the United States. Deductible Expenses 
delivered to your new home.If the military moves you and your spouse

If you meet the Requirements discussed ear- You can deduct any costs of connectingand dependents to or from separate loca-
lier, you can deduct the reasonable ex- or disconnecting utilities required becausetions, the moves are treated as a single
penses of: you are moving your household goods, appli-move to your new main job location.

ances, or personal effects.1) Moving your household goods and per-
You can deduct the cost of shipping yoursonal effects (including in-transit or for-More information.  For more information on

car and household pets to your new home.eign-move storage expenses), andmoving expenses for members of the Armed
You can deduct the cost of movingForces, and instructions for completing 2) Traveling (including lodging) to your household goods and personal effects fromForm 3903, see Members of the Armed new home. a place other than your former home. YourForces in Publication 521.

deduction is limited to the amount it would
However, you cannot deduct any part of have cost to move them from your formerRetirees or Survivors Who Move these expenses that is for meals. home.to the United States You cannot deduct  the cost of moving

You may be able to deduct your allowable Reasonable expenses.  You can deduct furniture you buy on the way to your new
moving expenses if you move to the United only those expenses that are reasonable for home.
States or to a possession of the United the circumstances of your move. For exam-
States. You do not have to meet the time ple, the cost of traveling from your former

Travel Expensestest, discussed earlier, but you must meet home to your new one should be by the
the requirements discussed below. shortest, most direct route available by con- You can deduct the cost of transportation

ventional transportation. If, during your trip to and lodging for yourself and members of
Retirees.  You can deduct moving expenses your new home, you make side trips for your household while traveling from your for-
for a move to a new home in the United sightseeing, the additional expenses for your mer home to your new home. This includes
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expenses for the day you arrive. You can in- place of work are deductible as business ex- Example.  In December 1995, your em-
clude any lodging expenses you had in the ployer transferred you to another city in thepenses if you are considered away from
area of your former home within one day af- United States, where you still work. You arehome on business. Generally, your work is
ter you could not live in your former home be- single and were not reimbursed for yourconsidered temporary if it does not last more
cause your furniture had been moved. You moving expenses. In 1995 you paid for mov-than one year at a single location. See Tem-
can deduct expenses for only one trip to your ing your furniture. You deducted these ex-porary Assignment or Job in Chapter 28 for
new home for yourself and members of your penses in 1995. In January 1996, you paidinformation on deducting your expenses.
household. However, all of you do not have for travel to the new city. You can deduct
to travel together. If you use your own car, these additional expenses in 1996.
see Travel by car, earlier.

How To Report 
Reimbursed expenses.  If you are reim-

The following discussions explain how to re-
bursed for your expenses, you can also de-Nondeductible port your moving expenses and any reim-
duct your allowable expenses in the year you

bursements or allowances you received forExpenses had them or paid them. If you use the cash
your move.

method of accounting, you can choose toYou cannot deduct the following items as
deduct the expenses in the year you are re-moving expenses: Form 3903. Use Form 3903 to report your imbursed even though you paid the ex-Pre-move househunting expenses, moving expenses if your move was within or penses in a different year. For more informa-

to the United States or its possessions. A fil-Temporary living expenses, tion, see Publication 521.
led-in Form 3903 is shown in Chapter 39.Meal expenses, Choosing when to deduct.  If you use

the cash method of accounting, which isExpenses of buying or selling a home,
Where to deduct.  Deduct your moving ex- used by most individuals who are not self-

Expenses of getting or breaking a lease, penses on line 24 of Form 1040. The amount employed, you can choose to deduct moving
Security deposits (including any given up of moving expenses you can deduct is expenses in the year your employer reim-

due to the move), shown on line 8 of Form 3903. burses you, if:
You cannot deduct moving expenses ifHome improvements to help sell your

you file Form 1040A or Form 1040EZ.home, 1) You paid the expenses in a year before
Loss on the sale of your home, the year of reimbursement, or

Reimbursements. If you received an ad-
Mortgage penalties,

vance, allowance, or reimbursement for your
2) You paid the expenses in the year im-Losses from disposing of memberships allowable moving expenses, how you report

mediately after the year of reimburse-in clubs, this amount and your expenses depends on
ment but by the due date, including ex-Any part of the purchase price of your whether the reimbursement was paid to you
tensions, for filing your return for thenew home, under an accountable plan or a nonaccount-
reimbursement year.

able plan.Real estate taxes,
For more information on reimburse-Car tags,

ments, see Publication 521. How to make the choice.  You canDriver’s license, Form 4782. Your employer must give
choose to deduct moving expenses in theRefitting carpets and draperies, and you an itemized list of payments, reimburse- year you received reimbursement by taking

ments, or allowances that have been paid toStorage charges except those incurred the deduction on your return, or amended re-
you for moving expenses. Form 4782, Em-in transit and for foreign moves. turn, for that year.
ployee Moving Expense Information, may be
used for this purpose. See Publication 521Temporary employment.  You cannot take

a moving expense deduction and a business for a filled-in Form 4782. Note.  You cannot deduct any moving ex-
expense deduction for the same expenses. penses for which you received a reimburse-
You must determine if your expenses are de- ment that was excluded from your income.When To Deduct Expenses ductible as moving expenses or as business (Reimbursements are discussed in Publica-If you were not reimbursed, deduct your al-expenses. For example, expenses you have tion 521.)

lowable moving expenses in the year youfor travel, meals, and lodging while tempora-
rily working at a place away from your regular had them or paid them.
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decree of alimony pendente lite (while these payments as alimony received. If you
awaiting action on the final decree or and your spouse itemize deductions, you
agreement). can each deduct one-half of the real estate20.

taxes.
If your home is held as tenants by theAlimony entirety or joint tenants (with the right ofUseful Items

survivorship), none of your payments forYou may want to see:
taxes or insurance are alimony. But if you
itemize deductions, you can deduct all of thePublication
real estate taxes.Introduction □ 504 Divorced or Separated

Other payments to a third party.  If youIndividualsThis chapter discusses the rules that apply made other third-party payments, see Publi-
to you if you pay or receive alimony and cov- cation 504 to see whether any part of the
ers the following topics: payments qualify as alimony.
● What is alimony General Rules 
● What payments are not alimony, such as The following rules apply to alimony regard-

child support less of when the divorce or separation instru- Instruments
ment was executed.● How to deduct alimony you paid

Executed After 1984● How to report alimony income you
Payments not alimony.  Not all paymentsreceived The following rules for alimony apply to pay-under a divorce or separation instrument are

● Whether you must recapture the tax bene- ments under divorce or separation instru-alimony. Alimony does not include:
fits of alimony (Recapture means a deduc- ments executed after 1984. They also apply

1) Child support,tion was taken in a prior year and part of it to payments under earlier instruments that
2) Noncash property settlements,had to be added back in your income in were modified after 1984 to:

1995.) 3) Payments that are your spouse’s part of 1) Specify that these rules will apply, or
community income (see Community

Alimony is a payment to or for a spouse 2) Change the amount or period of pay-Property in Publication 504),
or former spouse under a divorce or separa- ment or add or delete any contingency4) Use of property, ortion instrument. It does not include voluntary or condition.

5) Payments to keep up the payer’spayments that are not required by a divorce
property.or separation instrument. The rules in this section do not apply to

Alimony is deductible by the payer and divorce or separation instruments executed
Payments to a third party.  Payments to amust be included in the spouse’s or former after 1984 if the terms for alimony are un-
third party on behalf of your spouse underspouse’s income. Although this chapter is changed from an instrument executed
the terms of your divorce or separation in-generally written for the payer of the ali- before 1985.
strument may be alimony, if they otherwisemony, the recipient can use the information

Example 1.  In November 1984, you andqualify. This includes payments for yourto determine whether an amount received is
your former spouse executed a written sepa-spouse’s medical expenses, housing costsalimony.
ration agreement. In February 1985, a de-(rent, utilities, etc.), taxes, tuition, etc. TheTo be alimony, a payment must meet cer-
cree of divorce was substituted for the writ-payments are treated as received by yourtain requirements. Different requirements
ten separation agreement. The decree ofspouse and then paid to the third party.apply to payments under instruments exe-
divorce did not change the terms for the ali-Life insurance premiums. Premiumscuted after 1984 and to payments under in-
mony you pay your former spouse. The de-you must pay under your divorce or separa-struments executed before 1985. This chap-
cree of divorce is treated as executed beforetion instrument for insurance on your lifeter discusses the rules for payments under
1985. Therefore, alimony payments underqualify as alimony to the extent your spouseinstruments executed after 1984. For the
the decree are not subject to the rules forowns the policy.rules for payments under pre-1985 instru-
payments under instruments executed afterments, see Publication 504, Divorced or
1984.Payments for jointly-owned home.  If yourSeparated Individuals.

divorce or separation instrument states thatUse Table 20–1 in this chapter as a guide Example 2.  Assume the same facts as in
you must pay expenses for a home ownedto determine whether certain payments are Example 1 except that the decree of divorce
by you and your spouse, some of your pay-considered alimony. changed the amount of the alimony. In this
ments may be alimony. example, the decree of divorce is not treated

Mortgage payments.  If you must makeDefinitions.  The following definitions apply as executed before 1985. Therefore, the ali-
all the mortgage payments (principal and in-throughout this chapter. mony payments are subject to the rules for
terest) on a jointly-owned home, and theySpouse or former spouse.  Unless oth- payments under instruments executed after
otherwise qualify, you can deduct one-half oferwise stated in the following discussions 1984.
the total payments as alimony. If you itemizeabout alimony, the term ‘‘spouse’’ includes
deductions and the home is a qualified resi-‘‘former spouse.’’ Alimony requirements.  A payment to or for
dence, you can include half of the interest inDivorce or separation instrument.  The a spouse under a divorce or separation in-
figuring your deductible interest. Yourterm ‘‘divorce or separation instrument’’ strument is alimony if the spouses do not file
spouse must report one-half of the pay-means: a joint return with each other and all the fol-
ments as alimony received. If your spouse1) A decree of divorce or separate mainte- lowing requirements are met.
itemizes deductions and the home is a quali-nance or a written instrument incident to

1) The payment is in cash.fied residence, he or she can include one-that decree,
half of the interest on the mortgage in figur- 2) The instrument does not designate the2) A written separation agreement, and ing deductible interest. payment as not alimony.

3) A decree or any type of court order re- Taxes and insurance.  If you must pay
quiring a spouse to make payments for all the real estate taxes or insurance on a 3) The spouses are not members of the
the support or maintenance of the other home held as tenants in common, you can same household (if separated under a
spouse, including a temporary decree, deduct one-half of these payments as ali- decree of divorce or separate
an interlocutory (not final) decree, and a mony. Your spouse must report one-half of maintenance),
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4) There is no liability to make any pay- separation agreement, support decree, or spouse’s death is a substitute for the full
ment (in cash or property) after the other court order may qualify as alimony amount of the $30,000 annual payments.
death of the recipient spouse. even if you are members of the same house- Therefore, none of the annual payments are

hold when the payment is made. alimony. The result would be the same if the5) The payment is not treated as child
payment required at death were to be dis-support.
counted by an appropriate interest factor toLiability for payments after death of re-
account for the prepayment.cipient spouse.  If you must continue toEach of these requirements is discussed

make payments for any period after yourbelow. Child support. A payment that is specificallyspouse’s death, none of the payments made
Payment must be in cash.  Only cash pay- designated as child support or treated asbefore or after the death are alimony.
ments, including checks and money orders, specifically designated as child supportThe divorce or separation instrument
qualify as alimony. Transfers of services or under your divorce or separation instrumentdoes not have to expressly state that the
property (including a debt instrument of a is not alimony. The designated amount orpayments cease upon the death of your
third party or an annuity contract), execution part may vary from time to time. Child sup-spouse if, for example, the liability for contin-
of a debt instrument, or the use of property port payments are neither deductible by theued payments would end under state law.
do not qualify as alimony. payer, nor taxable to the payee.Example.  You must pay your formerPayments to a third party.  Cash pay- A payment will be treated as specifi-spouse $10,000 in cash each year for 10ments to a third party under the terms of your cally designated as child support to the ex-years. Your divorce decree states that thedivorce or separation instrument can qualify tent that the payment is reduced either:payments wi l l  end upon your formeras a cash payment to your spouse. See Pay-

1) On the happening of a contingency re-spouse’s death. You must also pay your for-ments to a third party under General Rules,
lating to your child, ormer spouse or your former spouse’s estateearlier.

$20,000 in cash each year for 10 years. The 2) At a time that can be clearly associatedAlso, cash payments made to a third
death of your spouse would not terminate with a contingency.party at the written request of your spouse
the payments under state law.qualify as alimony if all the following require-

The $10,000 annual payments are ali- A payment may be treated as specificallyments are met.
mony. But because the $20,000 annual pay- designated as child support even if other1) The payments are in lieu of payments of ments wi l l  not end upon your former separate payments are specifically desig-alimony directly to your spouse. spouse’s death, they are not alimony. nated as child support.

Substitute payments.  If you must make2) The written request states that both Contingency relating to your child.  A
any payments in cash or property after yourspouses intend the payments to be contingency relates to your child if it de-
spouse’s death as a substitute for continuingtreated as alimony. pends on any event relating to that child. It
otherwise qualifying payments, the other- does not matter whether the event is certain3) You receive the written request from
wise qualifying payments are not alimony. or likely to occur. Events relating to youryour spouse before you file your return
Substitute payments, can also include, de- child include the child’s:for the year you made the payments.
pending on the facts and circumstances, Reaching a specified age or income
payments to the extent they increase in level,Payments designated as not alimony. amount or begin or accelerate as a result of

You and your spouse may designate that Dying,your spouse’s death.
otherwise qualifying payments are not ali-

Marrying,Example 1.  Under your divorce decree,mony by including a provision in your divorce
you must pay your former spouse $30,000 Leaving school,or separation instrument that the payments
annually. The payments will stop at the endare not deductible by you and are excludable Leaving the household, or
of 6 years or upon your former spouse’sfrom your spouse’s income. For this pur-

Becoming employed.death, if earlier.pose, any writing signed by both of you that
Your former spouse has custody of yourmakes this designation and that refers to a Clearly associated with a contin-minor children. The decree provides that ifprevious written separation agreement is gency.  Payments are presumed to be re-any child is still a minor at your spouse’streated as a written separation agreement. If

duced at a time clearly associated with thedeath, you must pay $10,000 annually to ayou are subject to temporary support orders,
happening of a contingency relating to yourtrust until the youngest child reaches the agethe designation must be made in the original
child only in the following situations.of majority. The trust income and corpusor a subsequent temporary support order.

(principal) are to be used for your children’s 1) The payments are to be reduced notTo exclude the payments from income,
benefit. more than 6 months before or after theyour spouse must attach a copy of the instru-

These facts indicate that the payments to date the child will reach 18, 21, or localment designating them as not alimony to his
be made after your former spouse’s death age of majority.or her return for each year the designation
are a substitute for $10,000 of the $30,000applies. 2) The payments are to be reduced on two
annual payments. Therefore, $10,000 of or more occasions that occur not more
each of the $30,000 annual payments is notSpouses cannot be members of the same than one year before or after a different
alimony.household.  Payments to your spouse while child reaches a certain age from 18 to

you are members of the same household are Example 2.  Under your divorce decree, 24. This certain age must be the same
not alimony if you are separated under a de- you must pay your former spouse $30,000 for each child, but need not be a whole
cree of divorce or separate maintenance. A annually. The payments will stop at the end number of years.
home you formerly shared is considered one of 15 years or upon your former spouse’s
household, even if you physically separate death, if earlier. The decree provides that if In all other situations, reductions in pay-
yourselves in the home. your former spouse dies before the end of ments are not treated as clearly associated

the 15–year period, you must pay the estateYou are not treated as members of the with the happening of a contingency relating
the difference between $450,000 ($30,000same household if one of you is preparing to to your child.
×  15) and the total amount paid up to thatleave the household and does leave not Either you or the IRS may overcome the
time. For example, if your spouse dies at themore than one month after the date of the presumption in the two situations above.
end of the tenth year, you must pay the es-payment. This is done by showing that the time at
tate $150,000 ($450,000 –  $300,000).Exception.  If you are not legally sepa- which the payments are to be reduced was

rated under a decree of divorce or separate These facts indicate that the lump-sum determined independently of any contingen-
maintenance, a payment under a written payment to be made after your former cies relating to your children. For example, if
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A reduction in your spouse’s supportTable 20-1. Alimony Requirements (Instruments executed after
needs, or1984)

A reduction in your ability to provide
Payments ARE Alimony if all of the Payments ARE NOT Alimony if any of support.
following are true: the following are true:

Payments are required by a divorce or Payment is designated as child support. Subject to recapture for 1995.  You are
separation instrument. subject to the recapture rule for 1995, if you

Payment is a noncash property settlement.
answer ‘‘Yes’’ to the following questions.Payer and recipient spouse do not file a

Payments are spouse’s part of communityjoint return.
1) Was 1993 the first year in which youincome.

made alimony payments to this spousePayment is in cash (including checks or
under a decree of divorce or separatePayments are to keep up the payer’smoney orders).

property. maintenance or a written separation
Payment is not designated in the agreement?

Payments are not required by a divorce orinstrument as not alimony.
separation instrument. 2) Did your total payments in 1994 or 1995

Spouses separated under a decree of decrease by more than $15,000 from
divorce or separate maintenance are not the prior year?
members of the same household.

Payments are not required after death of In answering the above questions, do not
the recipient spouse. include payments required over a period of

at least 3 calendar years of a fixed part ofPayment is not designated as child
your income from a business or property, orsupport.
from compensation for employment or self-
employment. These payments are not sub-
ject to the recapture rule.

Exception.  You are not subject to re-These payments are deductible by the These payments are neither deductible by
capture if your payments were reduced be-payer and includible in income by the the payer nor includible in income by the
cause of the death of either spouse or the re-recipient. recipient.
marriage of the spouse receiving the
payments.

you can show that the period of alimony pay- You must give the person who paid the
Figuring the recapture.  Both you and yourments is customary in the local jurisdiction, alimony your social security number. If you
spouse can use Table 20–2, substitutingsuch as a period equal to one-half of the du- do not, you may have to pay a $50 penalty.
your own figures, to figure recaptured ali-ration of the marriage, you can treat the
mony. Publication 504 has a blank work-amount as alimony.
sheet for your use.

Example.  Myrna pays Phil the followingRecapture Rule amounts of alimony under their 1993 divorceHow To Deduct decree:

Alimony Paid 
If your alimony payments decrease or termi- Year Amount 
nate during the first 3 calendar years, youYou can deduct alimony you paid, whether or 1993 $60,000may be subject to the recapture rule. If younot you itemize deductions on your return. 1994 40,000are subject to this rule, you have to include inYou must file Form 1040; you cannot use 1995 20,000income in 1995 part of the alimony paymentsForm 1040A or Form 1040EZ.
you deducted in 1993 and 1994. YourEnter the alimony on line 29 of Form

The recaptured alimony is $22,500, asspouse can deduct in 1995 part of the ali-1040. In the space provided on line 29, enter
shown in Table 20–2.mony payments included in income in thoseyour spouse’s or former spouse’s social se-

Myrna shows $22,500 as income on lineprevious years.curity number. If you do not, you may have to
11 of her 1995 Form 1040. Phil deductsThe 3–year period starts with the first cal-pay a $50 penalty and your deduction may
$22,500 on line 29 of his 1995 Form 1040.endar year you make a payment qualifyingbe disallowed.

as alimony under a decree of divorce or sep-If you paid alimony to more than one per-
arate maintenance, or a written separationson, enter the social security number of one Including the recapture in income.  If you
agreement. Do not include any time in whichof the recipients. Show the social security must include a recapture amount in income,
payments were being made under tempo-number and amount paid for each other re- show it on Form 1040, line 11 (‘‘Alimony re-
rary support orders. The second and thirdcipient on an attached statement. Enter your ceived’’). Cross out ‘‘received’’ and write
years are the next 2 calendar years, whethertotal payments on line 29. ‘‘recapture.’’ On the dotted line next to the
or not payments are made during those amount, enter your spouse’s last name and
years. social security number.

The reasons for a reduction or termina-
tion of alimony payments can include:How To Report Deducting the recapture.  If you can de-

duct a recapture amount, show it on FormAlimony Received 
1040, line 29 (‘‘Alimony paid’’). Cross outA failure to make timely payments,
‘‘paid’’ and write ‘‘recapture.’’ In the spaceReport alimony you received on line 11 of
provided, enter your spouse’s social securityForm 1040; you cannot use Form 1040A or
number.Form 1040EZ. A change in your instrument,
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Table 20-2. Worksheet for Recapture of Alimony

Note: Do not enter less than zero on any line.

1. Alimony paid in 2nd year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

2. Alimony paid in 3rd year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

3. Floor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000

4. Add lines 2 and 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

5. Subtract line 4 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

6. Alimony paid in 1st year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

7. Adjusted alimony paid in 2nd year (line 1 less line 5) . . . . . . . . . . . . . . . . . . . . . . 35,000

8. Alimony paid in 3rd year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

9. Add lines 7 and 8 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

10. Divide line 9 by 2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,500

11. Floor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000

12. Add lines 10 and 11. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,500

13. Subtract line 12 from line 6 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  17,500

14. Recaptured alimony. Add lines 5 and 13 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . *  22,500

* If you deducted alimony paid, report this amount as income on line 11, Form 1040.
If you reported alimony received, deduct this amount on line 29, Form 1040.
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Part Five.

After you have figured your adjusted gross income, you are ready toStandard subtract the deductions used to figure taxable income. You can subtract
either the standard deduction or itemized deductions. For the most part,Deduction itemized deductions are deductions for various kinds of personal expenses
that are listed on Schedule A (Form 1040). See Chapter 21 for the factorsand Itemized to consider when deciding whether to subtract the standard deduction or
itemized deductions. Deductions
The ten chapters in this part discuss the standard deduction, each itemized
deduction, and the limit on some of your itemized deductions if your
adjusted gross income exceeds certain amounts. 

expenses, charitable contributions, or taxes, 65 or older at the time of death, the higher
on Schedule A of Form 1040. If you have a standard deduction for age cannot be
choice, you should use the method that21. claimed.
gives you the lower tax.

You benefit from the standard deduction Higher standard deduction for age (65 orStandard if your standard deduction is more than the older).  If you do not itemize deductions, you
total of your allowable itemized deductions. are entitled to a higher standard deduction ifDeduction

you are age 65 or older at the end of the
year. You are considered 65 on the day
before your 65th birthday. Therefore, youFiguring the Amount 
may take a higher standard deduction for

Most taxpayers have a choice of either tak-Important Changes 1995 if your 65th birthday was on or before
ing a standard deduction or itemizing their January 1, 1996.for 1995 deductions.

Use Table 21–2 to figure the standard de-
Increase in standard deduction.  The stan- duction amount.Persons not eligible for the standard de-dard deduction for taxpayers who do not

duction.  Your standard deduction is zeroitemize deductions on Schedule A of Form
Higher standard deduction for blindness. and you should itemize any deductions you1040 is higher in 1995 than it was in 1994.
If you are blind on the last day of the yearhave if:The amount depends upon your filing status.
and you do not itemize deductions, you areSee 1995 Standard Deduction Tables, later. 1) You are married and filing a separate re-
entitled to a higher standard deduction as

turn, and your spouse itemizes
shown in Table 21–2. You qualify for thisItemized deductions.  The amount you may deductions,
benefit if you are totally or partly blind.deduct for itemized deductions is limited if

2) You are filing a tax return for a short tax Totally blind.  If you are totally blind, at-your adjusted gross income is more than
year, or tach a statement to this effect to your return.$114,700 ($57,350 if you are married filing

Partly blind.  If you are partly blind, you3) You are a nonresident or dual-statusseparately). See Chapter 22 for more
alien during the year. You are consid- must submit with your return each year a cer-information.
ered a dual-status alien if you were both tified statement from an eye physician or
a nonresident and resident alien during registered optometrist that:
the year.

1) You cannot see better than 20/200 inIntroduction Note. If you are a nonresident alien
the better eye with glasses or contactwho is married to a U.S. citizen or resi-This chapter discusses:
lenses, ordent at the end of 1995, you can choose

● Who can take the standard deduction, to be treated as a U.S. resident for 1995. 2) Your field of vision is not more than 20
● How to figure the amount of your standard (See Publication 519, U.S. Tax Guide for degrees.

deduction, Aliens.) You may take the standard
deduction.● What additional amounts there are for age If your eye condition will never improve

or blindness, beyond these limits, you can avoid having to
Dependents may have a limited standard

● How to claim the standard deduction on get a new certified statement each year by
deduction.  If you can be claimed as a de-your return, having the examining eye physician includependent on another person’s return (such as

this fact in the certification you attach to your● What different rules apply to dependents, your parents’ return), your standard deduc-
return. In later years just attach a statementand tion may be limited. See Standard Deduction
referring to the certification. You shouldfor Dependents, later.● Whether to take the standard deduction or
keep a copy of the certification in yourto itemize your deductions.
records.Standard deduction amount.  The stan-

If your vision can be corrected beyondThe standard deduction is a dollar dard deduction amounts for most taxpayers
these limits only by contact lenses that youamount that reduces the amount of income are shown in Table 21–1.
can wear only briefly because of pain, infec-on which you are taxed. The amount of the standard deduction
tion, or ulcers, you may take the higher stan-The standard deduction is a benefit that for a decedent’s final return is the same as it
dard deduction for blindness if you otherwisereduces the need for many taxpayers to would have been had the decedent contin-
qualify.itemize actual deductions, such as medical ued to live. However, if the decedent was not
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Spouse 65 or older or blind.  You may take line 34 of Form 1040. If you use Form Note:  You may be subject to a limit on
the higher standard deduction if your spouse 1040EZ, figure your standard deduction on some of your itemized deductions if your ad-
is age 65 or older or blind and: the back of the form and check the ‘‘Yes’’ justed gross income (AGI) is more than

box on line 5. If your standard deduction is $114,700 ($57,350 if you are married filing1) You file a joint return, or
more than $3,900 ($6,550 if married filing a separately). See Chapter 22 and the instruc-

2) You file a separate return, and your joint return), you must file Form 1040A or tions for Schedule A (Form 1040), line 28, for
spouse had no gross income and could Form 1040. more information on figuring the correct
not be claimed as a dependent by an- amount of your itemized deductions.Example 1.  Michael, who is single, isother taxpayer. When to itemize.  You may benefit fromclaimed as a dependent on his parents’ 1995

itemizing your deductions on Schedule A oftax return. He has interest income of $700Note.  You may not claim the higher stan- Form 1040 if you:and wages of $150. He has no itemized de-dard deduction for an individual, other than
ductions. Michael uses Table 21–3 to find his 1) Do not qualify for the standard deduc-your spouse, for whom you can claim an
standard deduction. It is $650 because the tion, or the amount you can claim isexemption.
greater of $650 or his earned income ($150) limited,

Example 1.  Larry, 46, and Donna, 43, is $650.
2) Had large uninsured medical and dentalare filing a joint return for 1995. Neither is Example 2.  Joe, a 22-year-old full-time expenses during the year,blind. They decide not to itemize their deduc- college student, is claimed as a dependent

tions. They use Table 21–1. Their standard 3) Paid interest and taxes on your home,on his parents’ 1995 tax return. Joe is mar-
deduction is $6,550.

ried and files a separate return. His wife does 4) Had large unreimbursed employee busi-
Example 2.  Assume the same facts as in not itemize deductions on her separate ness expenses or other miscellaneous

Example 1, except that Larry is blind at the return. deductions,
end of 1995. Larry and Donna use Table 21– Joe has $1,500 in interest income and

5) Had large casualty or theft losses not2. Their standard deduction is $7,300. wages of $3,300. He has no itemized deduc-
covered by insurance,Example 3.  Bill and Terry are filing a joint tions. Joe finds his standard deduction by

return for 1995. Both are over age 65. using Table 21–3. He enters his earned in- 6) Made large contributions to qualified
Neither is blind. If they do not itemize deduc- come, $3,300, on line 1. On line 3 he enters charities, or
tions, they use Table 21–2. Their standard $3,300, the larger of his earned income

7) Have total itemized deductions that arededuction is $8,050. ($3,300) and $650. Since Joe is married fil-
more than the highest standard deduc-ing a separate return, he enters $3,275 on
tion to which you otherwise are entitled.How to report.  After you find your standard line 4. On line 5a he enters $3,275 as his

deduction amount, enter it on line 19 of Form standard deduction because it is smaller
These deductions are explained in Chapters1040A or line 34 of Form 1040. If you use than $3,300, his earned income.
23–30.Form 1040EZ, combine your standard de-

Example 3.  Amy, who is single, is If you decide to itemize your deductions,duction with your personal exemption(s) and
claimed as a dependent on her parents’ complete Schedule A and attach it to yourcheck the appropriate box on line 5. If the to-
1995 tax return. She is 18 years old andtal of your standard deduction and personal Form 1040. Enter the amount from Schedule
blind. She has interest income of $1,300 andexemptions is more than $6,400 ($11,550 if A, line 28, on Form 1040, line 34.
wages of $3,000. She has no itemized de-married filing a joint return), you must file
ductions. Amy uses Table 21–3 to find herForm 1040A or Form 1040. Itemizing for state tax or other purposes.standard deduction. She enters her wages

If you choose to itemize even though yourof $3,000 on line 1. On line 3 she enters
itemized deductions are less than the$3,000, the larger of her wages on line 1 and
amount of your standard deduction, writethe $650 on line 2. Since she is single, AmyStandard Deduction
‘‘IE’’ (itemized elected) next to line 34 (Form

enters $3,900 on line 4. She enters $3,000
1040).for Dependents on line 5a. This is the smaller of the amounts

on lines 3 and 4. Because she checked oneThe standard deduction for an individual
Changing your mind. If you do not itemizebox in the top part of the worksheet, she en-who can be claimed as a dependent on an-
your deductions and later find that youters $950 on line 5b. She then adds theother person’s tax return is generally limited
should have itemized — or if you itemizeamounts on lines 5a and 5b and enters herto the greater of (a) $650, or (b) the individu-
your deductions and later find you should notstandard deduction of $3,950 on line 5c.al’s earned income for the year (but not more
have — you can change your return by filingthan the regular standard deduction amount,
Form 1040X, Amended U.S. Individual In-generally $3,900).
come Tax Return. See Amended ReturnsHowever, if you are a dependent who is
and Claims for Refund in Chapter 1 for moreWho Should Itemize65 or older or blind, your standard deduction
information on amended returns.may be higher.

Some taxpayers should itemize their deduc- Married persons who filed separateIf you are a dependent, use Table 21–3 to
tions because it will save them money. returns.  You can change methods of takingdetermine your standard deduction.
Others should itemize because they do not deductions only if you and your spouse bothEarned income defined.  Earned in-
qualify for the standard deduction, as dis- make the same changes. Both of you mustcome is salaries, wages, tips, professional
cussed earlier under Persons not eligible for file a consent to assessment for any addi-fees, and other amounts received as pay for
the standard deduction. tional tax either one may owe as a result ofwork you actually perform.

the change.For purposes of the standard deduction,
You and your spouse can use thePersons who should itemize deductions.earned income also includes any part of a

method that gives you the lower total tax,If the total of your itemized deductions isscholarship or fellowship grant that you
even though one of you may pay more taxmore than the standard deduction to whichmust include in your gross income. See
than the other. You both must use the sameyou otherwise would be entitled, you shouldScholarship and Fellowship Grants in Chap-
method of claiming deductions. If one item-itemize your deductions. You should first fig-ter 13 for more information on what qualifies
izes deductions, the other should itemize be-ure your itemized deductions and compareas a scholarship or fellowship grant.
cause he or she will not qualify for the stan-that amount to your standard deduction toWhere to report your standard deduc-
dard deduction (see Persons not eligible formake sure you are using the method thattion.  After you find your standard deduction
the standard deduction, earlier).gives you the greater benefit.amount, enter it on line 19 of Form 1040A or
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Caution: If you are married filing a separate return and your1995 Standard Deduction Tables
spouse itemizes deductions, or if you are a dual-status alien,
you cannot take the standard deduction even if you were 65 or
older or blind.

Table 21-1. Standard Deduction Chart for Most Table 21-3. Standard Deduction Worksheet for
People* Dependents*

If you were 65 or older or blind, check the correct number ofYour Standard
boxes below. Then go to the worksheet.If Your Filing Status is: Deduction Is:

Single $3,900 You 65 or older □ Blind □
Married filing joint return or Qualifying

Your spouse, if claimingwidow(er) with dependent child 6,550
spouse’s exemption 65 or older □ Blind □

Married filing separate return 3,275

Head of household 5,750 Total number of boxes you checked □
* DO NOT use this chart if you were 65 or older or blind, OR if someone can 1. Enter your earned income (defined 1.claim you (or your spouse if married filing jointly) as a dependent.

below). If none, go on to line 3

2. Minimum amount 2. $650

Table 21-2. Standard Deduction Chart for People 3. Compare the amounts on lines 1 and 2. 3.
Age 65 or Older or Blind* Enter the larger of the two amounts here.

Check the correct number of boxes below. Then go to the chart. 4. Enter on line 4 the amount shown below 4.
You 65 or older □ Blind □ for your filing status.

● Single, enter $3,900Your spouse, if
● Married filing separate return, enterclaiming spouse’s

$3,275exemption 65 or older □ Blind □
● Married filing jointly or Qualifying

widow(er) with dependent child, enter
Total number of boxes you checked □ $6,550

● Head of household, enter $5,750
And the Number

5. Standard deduction.If Your in the Box Your Standard
a. Compare the amounts on lines 3 and 4. 5a.Filing Status is: Above is: Deduction is:

Enter the smaller of the two amounts
Single 1 $4,850 here. If under 65 and not blind, stop here.

2 5,800 This is your standard deduction.
Otherwise, go on to line 5b.Married filing joint 1 7,300

b. If 65 or older or blind, multiply $950 ($750 5b.return or Qualifying 2 8,050
if married or qualifying widow(er) withwidow(er) with 3 8,800
dependent child) by the number in thedependent child 4 9,550
box above. Enter the result here.

Married filing 1 4,025 c. Add lines 5a and 5b. This is your standard 5c.
separate return 2 4,775 deduction for 1995.

3 5,525
Earned income includes wages, salaries, tips, professional4 6,275
fees, and other compensation received for personal services

Head of household 1 6,700 you performed. It also includes any amount received as a
2 7,650 scholarship that you must include in your income.

* Use this worksheet ONLY if someone can claim you (or your spouse if* If someone can claim you (or your spouse if married filing jointly) as a
married filing jointly) as a dependent.dependent, use Table 21-3, instead.
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● Medical and dental expenses — line 4 Investment interest expense . . . . . . . . . . 41,000
Miscellaneous deductions . . . . . . . . . . . . 17,240

● Investment interest expense — line 1322. Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $142,140

● Nonbusiness casualty and theft losses — The Willows’ investment interest ex-Limit on line 19 pense is not subject to the overall limit on
itemized deductions. Their deduction forItemized ● Gambling losses — line 27 miscellaneous deductions is the total after
applying the 2% of AGI limit and does not in-Deductions
clude any gambling losses.Check the index at the back of this publi-

The Willows figure their overall limit ascation to locate discussions of these
follows:deductions.

Introduction Itemized Deductions Worksheet—Line 28
(Keep for your records)

This chapter discusses an overall limit on How To Figure
itemized deductions. The topics include: 1. Add the amounts on Schedule A,the Limit lines 4, 9, 14, 18, 19, 26, and 27. 142,140
● Who is subject to the limit,

2. Add the amounts on Schedule A,
If your itemized deductions are subject to the● Which itemized deductions are limited, lines 4, 13, and 19, plus any
limit, they are reduced by the smaller of: gambling losses included on line

● How to figure the limit, and
27. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,000

1) 3% of the amount by which your AGI ex-● How to complete a worksheet on the limit 3. Subtract line 2 from line 1. (If the
ceeds $114,700 ($57,350 if married fil-using an illustrated example. result is zero, stop here; enter the
ing separately), or amount from line 1 above on

Schedule A, line 28.) . . . . . . . . . . . . . 101,140This limit does not apply to you if: 2) 80% of your itemized deductions that
4. Multiply the amountare affected by the limit.1) Your adjusted gross income (AGI) (line

on line 3 by 80% (.80).32 of Form 1040) is $114,700 or less
. . . . . . . . . . . . . . . . . . . . . . . 80,912($57,350 or less if married filing sepa-

Before you figure the overall limit on item- 5. Enter the amount fromrately), or
ized deductions, you must first complete Form 1040, line 32 . . . 255,250

2) You are taking the standard deduction. lines 1 through 27 of Schedule A (Form 6. Enter $114,700
1040), including any appropriate forms (such ($57,350 if married
as Form 2106, Form 4684, etc.). filing separately) . . . . . 114,700

The overall limit on itemized deductionsUseful Items 7. Subtract line 6 from
is figured after you have applied all other lim-You may want to see: line 5. (If the result is
its. Other limits figured first include charita- zero or less, stop
ble contribution limits (Chapter 26), the limit here; enter theForm (and Instructions)
on certain meals and entertainment (Chap- amount from line 1

□ Schedule A (Form 1040) Itemized ter 28), and the 2% of AGI limit on certain above on Schedule A,
Deductions miscellaneous deductions (Chapter 30). line 28.) . . . . . . . . . . . . . . 140,550

8. Multiply the amount
on line 7 by 3% (.03). 4,217Itemized Deductions Worksheet.  After

9. Enter the smaller of line 4 or lineyou have completed Schedule A through lineAre You Subject
8. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,21727, you can use the Itemized Deductionsto the Limit? 10. Total itemized deductions.Worksheet in the Instructions for Form 1040
Subtract line 9 from line 1. Enterto figure your limit. Keep the worksheet forYou are subject to the limit on certain item-
the result here and on Scheduleyour records.ized deductions if your AGI is more than
A, line 28 . . . . . . . . . . . . . . . . . . . . . . . . . . 137,923$114,700 ($57,350 if you are married filing

separately). Your AGI is the amount on line Note:  You should compare the amount
32 of your Form 1040. Of their $142,140 total itemized deduc-of your itemized deductions after applying

This limit does not apply to estates or tions, the Willows can deduct only $137,923.the limit to the amount of your standard de-
trusts. They enter $137,923 on Schedule A, line 28.duction. Use the greater amount when com-

pleting line 34 of your Form 1040. See Chap-
ter 21 for information on how to figure yourWhich Deductions
standard deduction.Are Affected 

All itemized deductions on Schedule A
(Form 1040) are subject to the overall limit, Example with four exceptions discussed next. Item-
ized deductions are discussed in Part Five of For tax year 1995, Bill and Terry Willow are
this publication. filing a joint return and have adjusted gross

income of $255,250. Their Schedule A item-
Exceptions ized deductions consist of the following.

The Schedule A (Form 1040) deductions
State income and real estate taxes . . . $17,900listed next are not subject to the overall limit
Home mortgage interest . . . . . . . . . . . . . . 45,000on itemized deductions. However, they are

still subject to other applicable limits. Charitable contributions . . . . . . . . . . . . . . . 21,000
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Example 1.  In 1994, your son was yourUseful Items
dependent. In 1995, he no longer qualifiesYou may want to see:
as your dependent. However, you paid $80023.
in 1995 for medical expenses your son in-Publication
curred in 1994 when he was your dependent.

□ 502 Medical and Dental ExpensesMedical and You can include the $800 in figuring your
1995 medical expense deduction. You can-Dental Expenses Form (and Instructions) not include this amount on your 1994 return.

□ Schedule A (Form 1040) Itemized Example 2.  You provided more than half
Deductions of your married daughter’s support, including

her medical expenses of $1,200. She and
her husband file a joint return. Although youImportant Change
may not be able to claim an exemption forWhose Expensesfor 1995 your daughter, she is still your dependent
and you can include in your medical ex-Self-employed health insurance.  The spe- Can You Include? 
penses the $1,200 you paid.cial rule that allowed self-employed individu-

You can include medical expenses you payals to deduct 25% of health insurance premi-
for yourself and for the individuals discussedums from gross income expired December Adopted child. You can include medical ex-
in this section.31, 1993. It was reinstated for all tax years penses that you paid for a child before adop-

beginning after 1993. tion, if the child qualified as your dependent
Spouse. You can include medical expensesIf you were entitled to claim this deduc- when the medical expenses were provided
you paid for your spouse. To claim these ex-tion in 1994 but did not do so, file Form or when the expenses were paid. If you pay
penses, you must have been married either1040X, Amended U.S. Individual Income Tax back an adoption agency or other persons
at the time your spouse received the medicalReturn, to amend your 1994 return. Do not for medical expenses they paid under an
services or at the time you paid the medicaluse the worksheet in this publication to fig- agreement with you, you are treated as hav-
expenses.ure your deduction for 1994. Instead, use the ing paid those expenses provided you

worksheet in the 1994 Form 1040 Instruc- Example 1.  Mary received medical treat- clearly substantiate the payment is directly
tions, or get the 1995 Publication 535, Busi- ment before she married Bill. Bill paid for the attributable to the medical care of the child.
ness Expenses, if one of the exceptions treatment after they married. Bill can include But if you pay back medical expenses in-
applies. these expenses in figuring his medical ex- curred and paid before adoption negotia-

Beginning in 1995, the deduction was in- pense deduction even if Bill and Mary file tions began, you cannot include them as
creased from 25% to 30%. For more infor- separate returns. medical expenses.
mation, see Health insurance costs for self- If Mary had paid the expenses before she
employed persons. and Bill married, Bill could not include Mary’s Child of divorced or separated parents.  If

medical expenses on his separate return. either parent can claim a child as a depen-
Mary would include all the medical expenses dent under the rules for divorced or sepa-
she paid during the year on her separate re- rated parents, each parent can include theImportant Reminder turn. If they filed a joint return, the medical medical expenses he or she pays for the
expenses both paid during the year would be child even if an exemption for the child isSocial security taxes for household em-
used to f igure their medical expense claimed by the other parent.ployees.  If you paid a domestic employee,
deduction.such as a nurse, $1,000 or more to work in

your home during 1995, you generally will Support claimed under a multiple supportExample 2.  During 1995, John paid
have to pay social security and Medicare agreement. A multiple support agreement ismedical expenses for his wife Louise, who
taxes. For more information, see Publication used when two or more people provide moredied in 1994. John married Belle in 1995,
926, Household Employer’s Tax Guide. than half of a person’s support, but no oneand they file a joint return. Because John

alone provides more than half. If you arewas married to Louise when she incurred the
considered to have provided more than halfmedical expenses, he can include those ex-
under such an agreement, you can includepenses in figuring his medical deduction forIntroduction medical expenses you pay, even if you can-1995.
not claim the person because he or she hadThis chapter discusses how to claim a de-
gross income of $2,500 or more or filed aduction for your medical and dental ex- Dependents. You can include medical ex-
joint return.penses. It contains a list of items that you penses you paid for your dependent. To

Any medical expenses paid by otherscan or cannot include in figuring your deduc- claim these expenses, the person must have
who joined you in the agreement cannot betion. It also explains how to treat insurance been your dependent either at the time the
included as medical expenses by anyone.reimbursements and other reimbursements medical services were provided or at the
However, you can include the entire un-you may receive for medical care. time you paid the expenses. A person gener-
reimbursed amount you paid for medicalIt will help you determine: ally qualifies as your dependent for purposes
expenses.of the medical expense deduction if:● Whose expenses you can include,

Example.  You and your three brothers1) That person lived with you for the entire● What expenses you can include,
each provide one-fourth of your mother’s to-year as a member of your household or

● How to claim expenses of a decedent, and tal support. Under a multiple support agree-is related to you, and
ment, you claim your mother as a depen-● How to figure your deduction. 2) That person was a U.S. citizen or resi- dent. You paid all of her medical expenses.

dent, or a resident of Canada or Mexico Your brothers repaid you for three-fourths ofTo deduct any medical and dental ex- for some part of the calendar year in these expenses. In figuring your medical ex-penses, you must itemize your deductions which your tax year began, and pense deduction, you can include only one-on Schedule A (Form 1040). You must re-
fourth of your mother’s medical expenses.3) You provided over half of that person’sduce the amount of your medical expenses
Your brothers cannot include any part of thetotal support for the calendar year.by any reimbursement you receive for these
expenses.expenses.

However, if you and your brothers shareThere are limits on the amount you can You can include the medical expenses of
the nonmedical support items and you sepa-deduct. You can deduct only the amount of any person who is your dependent even if
rately pay all of your mother’s medical ex-your medical and dental expenses that is you cannot claim an exemption for him or her
penses, you can include the amount youmore than 7.5% of your adjusted gross in- on your return only because the dependent
paid for her medical expenses in your medi-come shown on line 32, Form 1040. See received $2,500 or more of gross income or
cal expenses.How To Figure Your Deduction. filed a joint return.
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Table 23-1. Medical and Dental Expenses Checklist

You can include You cannot include

● Birth control pills ● Part of life-care fee paid ● Diaper service ● Life insurance or income
prescribed by your doctor to retirement home protection policies, or

designated for medical ● Expenses for your policies providing
● Capital expenses for care general health (even if payment for loss of life,

equipment or following your doctor’s limb, sight, etc.
improvements to your ● Prescription medicines advice) such as—
home needed for (those requiring a ● Maternity clothes
medical care (see prescription by a doctor —Health club dues
Publication 502) for their use by an ● Medical insurance

individual) and insulin —Household help (even included in a car
● Cost and care of guide if recommended by a insurance policy

dogs or other animals ● Psychiatric care at a doctor) covering all persons
aiding the blind, deaf, specially equipped injured in or by your car
and disabled medical center (includes —Social activities, such as

meals and lodging) dancing or swimming ● Medicine you buy
● Cost of lead-based paint lessons without a prescription

removal (see Publication ● Social Security tax,
502) Medicare tax, FUTA, and —Stop smoking program ● Nursing care for a

state employment tax for healthy baby
● Expenses of an organ worker providing medical —Trip for general health

donor care (see Wages for improvement ● Surgery for purely
nursing services, below) cosmetic reasons

● Hospital services fees —Weight loss program
(lab work, therapy, ● Special items (artifical ● Toothpaste, toiletries,
nursing services, surgery, limbs, false teeth, eye- ● Funeral, burial or cosmetics, etc.
etc.) glasses, contact lenses, cremation expenses

hearing aids, crutches,
● Legal abortion wheelchair, etc.) ● Illegal operation or

treatment
● Legal operation to ● Special school or home

prevent having children for mentally or physically
disabled persons (see

● Meals and lodging Publication 502)
provided by a hospital
during medical treatment ● Transportation for

needed medical care
● Medical and hospital (see discussion)

insurance premiums (see
discussion) ● Treatment at a drug or

alcohol center (includes
● Medical services fees meals and lodging

(from doctors, dentists, provided by the center)
surgeons, specialists,
and other medical ● Wages for nursing
practitioners) services (see Publication

502)
● Oxygen equipment and

oxygen

the premiums for the medical care part of theMedical Insurance
policy if the charge for the medical part isMedical Expenses Premiums reasonable. The cost of the medical portion

Medical care expenses include amounts You can include in medical expenses premi- must be separately stated in the insurance
paid for the diagnosis, cure, mitigation, treat- ums you pay for policies that provide pay- contract or given to you in a separate
ment, or prevention of disease, and for treat- ment for: statement.
ments affecting any part or function of the

● Hospitalization, surgical fees, and otherbody. The expenses must be primarily to al- Cafeteria plans. Do not include in medicalmedical and dental expenses,leviate or prevent a physical or mental defect and dental expenses (line 1 of Schedule A)
or illness. Expenses for solely cosmetic rea- ● Prescription drugs, insurance premiums paid by an employer-
sons generally are not expenses for medical sponsored health insurance plan (cafeteria● Replacement of lost or damaged contact
care. Also, expenses that are merely benefi- plan) unless the premiums are included inlenses, or
cial to one’s general health (for example, va- box 1 of your Form(s) W–2. Also, do not in-

● Membership in an association that givescations) are not expenses for medical care. clude any other medical and dental ex-
cooperative or so-called ‘‘free-choice’’Use Table 23–1 in this chapter as a guide penses paid by the plan unless the amount
medical service, or group hospitalizationto determine which medical and dental ex- paid is included in box 1 of your W–2 form(s).
and clinical care.penses you can include on Schedule A

(Form 1040). See Publication 502, Medical
and Dental Expenses, for information about If you have a policy that provides more
other expenses you can include. than one kind of payment, you can include
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Medicare A.  If you are covered under social maintained by your employer or your The amount you include in medical ex-
security (or if you are a government em- spouse’s employer. penses cannot exceed $50 for each night for
ployee who paid Medicare tax), you are en- If you qualify to take the deduction, use each person. Lodging is included for a per-
rolled in Medicare A. The tax paid for Medi- the following worksheet to figure the amount son for whom transportation expenses are a
care A is not a medical expense. you can deduct. But, if either of the following medical expense because that person is

If you are not covered under social secur- applies, do not use the worksheet. Instead, traveling with the person receiving the medi-
ity (or were not a government employee who use the worksheet in Publication 535 to fig- cal care. For example, if a parent is traveling
paid Medicare tax), you may voluntarily en- ure your deduction. with a sick child, up to $100 per night for
roll in Medicare A. In this situation the premi- lodging is included as a medical expense.● You had more than one source of income
ums paid in 1995 for Medicare A can be in- (Meals are not deductible.)subject to self-employment tax.
cluded as a medical expense on your tax

● You file Form 2555, Foreign Earned In-return. Nursing home. You can include in medical
come, or Form 2555–EZ. expenses the cost of medical care in a nurs-

Medicare B. Medicare B is supplemental ing home or home for the aged for yourself,
medical insurance. Premiums you pay for your spouse, or your dependents. This in-

Worksheet for Self-EmployedMedicare B are a medical expense. If you ap- cludes the cost of meals and lodging in the
Health Insurance Deduction plied for it at age 65, you can deduct $46.10 home if the main reason for being there is to

for each month in 1995 for which you paid a get medical care.
1. Enter the total amount paid in 1995premium. If you were over age 65 when you Do not include  the cost of meals and

for health insurance coverage forfirst enrolled, check the information you re- lodging if the reason for being in the home is
1995 for you, your spouse, andceived from the Social Security Administra- personal. You can, however, include in medi-
dependents. But do not includetion to find out your premium. cal expenses the part of the cost that is for
amounts for any month you were medical or nursing care.
eligible to participate in an employer-Prepaid insurance. Premiums you pay
sponsored health plan . . . . . . . . . . . . . . .before you are 65 for insurance covering Medical trip.  You cannot include the cost of

2. Percentage used to figure themedical care for yourself, your spouse, or your meals and lodging while you are away
deduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . x .30your dependents after you reach 65 are from home for medical treatment if you do

medical care expenses in the year paid if 3. Multiply line 1 by the percentage on not receive the treatment at a medical facil-
they are: line 2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ity, or if the lodging is not primarily for or es-

sential to the medical care.4. Enter your net profit and any other1) Payable in equal yearly installments, or
earned income* from the businessmore often, and
under which the insurance plan is Transportation2) Payable for at least 10 years, or until
established, minus any deductionsyou reach 65 (but not for less than 5 Amounts paid for transportation primarily for,
you claim on Form 1040, lines 25 andyears). and essential to, medical care qualify as
27 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . medical expenses.

5. Self-employed health insuranceUnused sick leave used to pay premiums.
deduction. Enter the smaller of lineYou must include in gross income cash pay- Include:
3 or line 4 here and on Form 1040,ments you receive at the time of retirement

● Bus, taxi, train, and plane fares,line 26. DO NOT include this amountfor unused sick leave.
in figuring any medical expense ● Ambulance service,You must also include in gross income
deduction on Schedule A (Formthe value of unused sick leave that, at your ● Car expenses,
1040). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .option, your employer applies to the cost of

● Transportation expenses of a parent whoyour continuing participation in your employ-
* Earned income includes net earnings and gains must go with a child who needs medicaler’s health plan after you retire. You can in-
from the sale, transfer, or licensing of property you care,clude this cost of continuing participation in
created. It does not include capital gain income. Ifthe health plan as a medical expense. ● Transportation expenses of a nurse or
you were a more than 2% shareholder in an SIf you participate in a health plan where other person who can give injections,
corporation, earned income is your wages fromyour employer automatically applies the medications, or other treatment required
that corporation.value of unused sick leave to the cost of your by a patient who is traveling to get medical

continuing participation in the health plan care and is unable to travel alone, and
(and you do not have the option to receive

● Transportation expenses for regular visits
cash), you do not include the value of the un- Meals and Lodging to see a mentally ill dependent, if these
used sick leave in gross income. You cannot Payment for meals and lodging provided by visits are recommended as part of
include this cost of continuing participation in a hospital or similar institution as a neces- treatment.
that health plan as a medical expense. sary part of medical care is a medical ex-

pense if the main reason for being in the hos- Do not include:Health Insurance Costs for pital is to receive medical care.
● Transportation expenses to and from workYou may be able to include in medical ex-Self-Employed Persons 

even if your condition requires an unusualpenses the cost of lodging not provided in aIf you were self-employed and had a net means of transportation, orhospital or similar institution. You can in-profit for the year, were a general partner (or
clude the cost of such lodging while away ● Transportation costs if, for nonmedicala limited partner receiving guaranteed pay-
from home if you meet all of the following reasons only, you choose to travel to an-ments) or if you received wages from an S
requirements. other city, such as a resort area, for an op-corporation in which you were a more than

eration or other medical care prescribed2% shareholder (who is treated as a part- 1) The lodging is primarily for and essential
by your doctor.ner), you may be able to deduct up to 30% of to medical care.

the amount paid for health insurance on be- 2) The medical care is provided by a doc-
half of yourself, your spouse, and depen- Car expenses. You can include out-of-tor in a licensed hospital or in a medical
dents. Do this on line 26 of Form 1040. If you pocket expenses for your car, such as gascare facility related to, or the equivalent
itemize your deductions, include the remain- and oil. You cannot include depreciation, in-of, a licensed hospital.
ing premiums with all other medical care ex- surance, general repair, or maintenance

3) The lodging is not lavish or extravagantpenses on Schedule A, subject to the 7.5% expenses.
under the circumstances.limit. If you do not want to figure your actual ex-

You cannot take the deduction for any 4) There is no significant element of per- penses, you can use a standard rate of 9
month in 1995 in which you were eligible to sonal pleasure, recreation, or vacation cents a mile for use of your car for medical
participate in any subsidized health plan in the travel away from home. reasons.
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Either way, you can include the cost of 1040 in the year paid, whether they are paid Do not reduce medical expenses by any
parking fees and tolls. before or after the decedent’s death. The ex- payment you received for loss of earnings or

penses can be included if the person was damages for personal injury or sickness.
your spouse or dependent either at the timeDisabled Dependent
the medical services were provided or at the Excess reimbursement.  If the total reim-Care Expenses time you paid the expense. bursement you received during the year is

Some disabled dependent care expenses the same as or more than your total medical
may qualify as medical expenses or as work- expenses for the year, you cannot take arelated expenses for purposes of taking a

medical deduction. The following discus-How To Figurecredit for dependent care. (See Chapter 33.)
sions explain whether you need to includeYou can choose to apply them either way as Your Deduction excess reimbursement in income.long as you do not use the same expenses

Premiums paid by you.  If you pay theTo figure your medical expense deduction,to claim both a credit and a medical expense
entire premium for your medical insurance orcomplete Schedule A (Form 1040). If youdeduction.
all of the cost of a similar plan, do not includeneed more information on itemized deduc-
an excess reimbursement in your grosstions or you are not sure whether you canImpairment-Related income.itemize, see Chapters 21 and 22.

Work Expenses Premiums paid by you and your em-Write in the amounts you paid for medical
ployer.  If both you and your employer con-Certain unreimbursed expenses may appear and dental care expenses after reducing the

to be deductible as either medical or busi- tribute to your medical insurance plan andamount by payments you received from in-
ness expenses. Deduct them as business your employer’s contributions are not in-surance and other sources. You can deduct
deductions if they are: cluded in your gross income, you must in-only the amount of your medical and dental

expenses that is more than 7.5% of your ad- clude in your gross income the part of an ex-● Necessary for you to do your work
justed gross income shown on line 32, Form cess reimbursement that is from yoursatisfactorily,
1040. employer’s contributions.

● For goods or services not required or Write the amount of your unreimbursed Example.  You are covered by your em-used, other than incidentally, in your per- medical expenses on line 1, Schedule A ployer’s medical insurance policy. The an-sonal activities, and (Form 1040). For an example, see Medical
nual premium is $2,000. Your employer pays

● Not specifically covered under other in- and dental expenses (lines 1–4, Schedule A)
$600 of that amount and the balance ofcome tax laws. under Itemized Deductions (Schedule A) in
$1,400 is taken out of your wages. The partChapter 39.
of any excess reimbursement you receive

Example.  You are blind. To do your under the policy that is from your employer’sSeparate returns.  If you and your spousework, you must use a reader. You use the contributions is figured like this:live in a noncommunity property state andreader both during your regular working
file separate returns, each of you can includehours at your place of work and outside your Total annual cost of policy . . . . . . . . . . . . . . . . $2,000
only the medical expenses each actuallyregular working hours away from your place Amount paid by employer . . . . . . . . . . . . . . . . $ 600paid. Any medical expenses paid out of aof work. The reader’s services are only for
joint checking account in which you and youryour work. You can deduct your expenses Employer’s contribution in relation to
spouse have the same interest are consid-for the reader as business expenses. the annual cost of the policy 
ered to have been paid equally by each of ($600 ÷  $2,000) 30%
you, unless you can show otherwise.

Community property states.  If you and You must include in your gross incomeDecedents your spouse live in a community property 30% of any excess reimbursement you re-
state and file separate returns, any medical ceived for medical expenses under theThe survivor or personal representative of a
expenses paid out of community funds are policy.decedent can choose to treat certain ex-
divided equally. Each of you should include Premiums paid by your employer.  Ifpenses paid by the decedent’s estate for the
half the expenses. If medical expenses aredecedent’s medical care as paid by the de- your employer or your former employer pays
paid out of the separate funds of onecedent at the time the medical services were the total cost of your medical insurance plan
spouse, only the spouse who paid the medi-provided. The expenses must be paid within and your employer’s contributions are not in-
cal expenses can include them. If you live inthe one-year period beginning with the day cluded in your income, you must report all
a community property state, are married, andafter the date of death. If you are the survivor excess reimbursements as income.
file a separate return, see Publication 555,or personal representative making this More than one policy.  If you are cov-
Federal Tax Information on Communitychoice, you must attach a statement to the ered under more than one policy, the costs
Property.decedent’s Form 1040 (or the decedent’s of which are paid by both you and your em-

amended return, Form 1040X), saying that ployer, you must first divide the medical ex-What expenses can you include in 1995?the expenses have not been and will not be pense among the policies to figure the ex-You can include medical expenses only inclaimed on the estate tax return. cess reimbursement from each policy. Thenthe year you paid them. (But see Decedents,Amended returns and claims for refund divide the policy costs to figure the part ofearlier.) If you pay medical expenses byare discussed in Chapter 1. any excess reimbursement that is from yourcheck, the day you mail or deliver the checkExample.  John filed his 1994 income tax employer’s contribution.generally is the date of payment. If you use areturn on April 12, 1995. He died on June 1,
‘‘pay-by-phone’’ account, the date reported Example.  You are covered by your em-1995. His unpaid medical expenses were
on the statement of the financial institution ployer’s health insurance policy. The annual$1,500 for 1994 and $2,000 for 1995. His ex-
showing when payment was made is the premium is $1,200. Your employer paysecutor paid the $3,500 in medical expenses
date of payment. You can include medical $300, and the balance of $900 is deductedin January 1996.
expenses you charge to your credit card in from your wages. You also paid the entireThe executor can file an amended return
the year the charge is made. It does not mat- premium of $250 for a personal health insur-for 1994, claiming the $1,500 medical ex-
ter when you actually pay the amount ance policy.penses as paid in 1994. The $2,000 for 1995
charged. During the year, you paid medical ex-can be treated as paid in 1995 and included

penses of $3,600. In the same year, youas a medical expense on the return for 1995,
were reimbursed $2,500 under your employ-Reimbursements which will be the decedent’s final return.
er’s policy and $1,500 under your personalYou must reduce your total medical ex-
policy.Expenses for deceased spouse or depen- penses for the year by all reimbursements

You figure the part of any excess reim-dent.  If you paid medical expenses for your for medical expenses that you receive from
bursement you receive that is from your em-deceased spouse or dependent, include insurance or other sources during the year.
ployer’s contribution like this:them as medical expenses on your Form This includes payments from Medicare.
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Reimbursement from employer’s policy $2,500 Because both you and your employer Reimbursement in a later year.  If you are
Reimbursement from your policy . . . . . . . . . 1,500 contribute to the cost of this policy, you must reimbursed in a later year for medical ex-

divide the cost to determine the excess reim- penses you deducted in an earlier year, youTotal reimbursement $4,000
bursement  f rom your  emp loyer ’ s must report as income the amount you re-
contribution. ceived from insurance or other sources thatAmount of medical expenses from your

is equal to, or less than, the amount you pre-policy [($1,500 ÷  $4,000) ×  $3,600 Employer’s contribution in relation to the viously deducted as medical expenses.total medical expenses] . . . . . . . . . . . . . . . . $1,350 annual cost of the policy However, you do not have to report the reim-Amount of medical expenses from your ($300 ÷  $1,200) . . . . . . . . . . . . . . . . . . . . . . . 25% bursement you received up to the amount ofemployer’s policy [($2,500 ÷  $4,000) Amount to report as income your medical deductions that did not reduce×  $3,600 total medical expenses] . . . . 2,250 (25% ×  $250) $62.50 your tax for the earlier year. For more infor-Total medical expenses $3,600
mation about the recovery of an amount that

Excess reimbursement from your you claimed as an itemized deduction in an
employer’s policy ($2,500 –  $2,250) $ 250 earlier year, see Itemized Deduction Recov-

eries in Chapter 13.

Medical expenses not deducted.  If you
did not deduct a medical expense in the year
you paid it because you did not itemize de-
ductions or because your medical expenses
were not more than 7.5% of your adjusted
gross income, do not include in income the
reimbursement for this expense that you re-
ceive in a later year. However, if the reim-
bursement is more than the expense, see
Excess reimbursement, earlier.

Example.  In 1995, you have medical ex-
penses of $500. You cannot deduct the
$500 because it is not more than 7.5% of
your adjusted gross income. If, in a later
year, you are reimbursed for any of the $500
medical expenses, you do not include that
amount in your gross income.

Damages. If you receive an amount in settle-
ment of a personal injury suit, the part that is
for medical expenses deducted in an earlier
year is included as income in the later year if
your medical deduction in the earlier year re-
duced your income tax in that year. See Re-
imbursement in a later year, earlier. 

Future medical expenses.  If you re-
ceive an amount in settlement of a damage
suit for personal injuries that is properly allo-
cable or determined to be for future medical
expenses, you must reduce any medical ex-
penses for these injuries until the amount
you received has been completely used.
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□ Schedule E (Form 1040) Deduct estimated tax payments you
Supplemental Income and Loss make under a pay-as-you-go plan of a state

or local government. However, you must24. □ Form 1116 Foreign Tax Credit
have a reasonable basis for making the esti-
mated tax payments. Any estimated state orTaxes local tax payments you make that are not
reasonably determined in good faith at theTests to Deduct
time of payment are not deductible. For ex-
ample, if you made an estimated state in-Any Tax
come tax payment, but the estimate of yourImportant Reminder The following two tests must be met for any state tax liability for the year shows that you

tax to be deductible by you.Limit on itemized deductions.  If your ad- will get a refund of the full amount of your es-
1) The tax must be imposed on you.justed gross income is more than $114,700 timated payment, then you had no reasona-

($57,350 if you are married filing separately), ble basis to believe you had any additional li-2) The tax must be paid during your tax
the overall amount of your itemized deduc- ability for state income taxes, and youyear.
tions may be limited. See Chapter 22 for cannot deduct it.
more information about this limit. Also deduct any part of a refund of prior-The tax must be imposed on you.

year state or local income taxes that youGenerally, you can deduct only taxes that
chose to have credited to your 1995 esti-are imposed on you.
mated state or local income taxes.

Generally, you can deduct property taxesIntroduction Do not reduce your deduction by either ofonly if you are the property owner. If real es-
the following:This chapter discusses which taxes you can tate taxes are paid by your spouse who owns

deduct if you itemize deductions on Sched- ● Any state or local income tax refund (ora home, they are deductible on your
ule A (Form 1040). It also explains which credit) you expect to receive for 1995, orspouse’s separate return or on your joint
taxes you can deduct on other schedules or return.

● Any refund of (or credit for) prior year stateforms and which taxes you cannot deduct. The tax must be paid during your tax and local income taxes you actually re-The chapter covers: year.  If you are a cash basis taxpayer, you ceived in 1995.
● Income taxes (state, local, or foreign) can deduct only those taxes paid during the

calendar year for which you file a return. If● Real estate taxes (state, local, or foreign) Refund (or credit). If you receive a re-
you pay your taxes by check, the day you fund of (or credit for) state or local (or for-● Personal property taxes (state or local) mail or deliver the check is generally the eign) income taxes in a year after the year in
date of payment. If you use a pay-by-phone● Taxes that are expenses of a business or which you paid them, you may have to in-
account, the date reported on the statementof producing income clude all or part of the refund in income on
of the financial institution showing when pay- line 10 of Form 1040, in the year you receive● Taxes and fees you cannot deduct
ment was made is the date of payment. it. This includes refunds resulting from taxes

If you question a tax liability and use the that were overwithheld, applied from a priorThe end of the chapter explains which
cash method of accounting, you can deduct year return, not figured correctly, or figuredform you use to deduct the different types of
the tax only in the year it is actually paid. If again as a result of an amended return. How-taxes.
you use an accrual method of accounting, ever, if you did not itemize your deductions in
you must use special rules for determining the previous year, you do not have to includeTable.  Use Table 24–1 as a guide to deter-
when you can deduct the tax liability you are the refund in income. For a discussion ofmine which taxes you can deduct.
questioning. See Contested Liabilities in how much to include, see Recoveries in
Publication 538, Accounting Periods and Chapter 13.State or local taxes.  These are taxes im- Methods, for more information. Separate returns.  If you and yourposed by the 50 states, U.S. possessions, or

spouse file separate state, local, and federalany of their political subdivisions (such as a
income tax returns, you each can deduct oncounty or city), or by the District of Columbia.
your federal return only the amount of yourIndian tribal government.  An Indian tri- Income Taxes
own state and local income tax.bal government that is recognized by the

This section discusses the deductibility of If you file separate state and local returnsSecretary of the Treasury as performing sub-
state and local income taxes, employee con- and a joint federal return, you can deduct onstantial government functions will be treated
tributions to state benefit funds, and foreign your joint federal return the sum of the stateas a state for this purpose. Income taxes,
income taxes. and local income taxes both of you pay.real estate taxes, and personal property

If you and your spouse file joint state andtaxes imposed by that Indian tribal govern-
local returns and separate federal returns,State and local income taxes.  You can de-ment (or by any of its subdivisions that are
each of you can deduct on your separateduct state and local income taxes. However,treated as political subdivisions of a state)
federal return part of the state and local in-you cannot deduct state and local incomeare deductible.
come taxes. You can deduct only thetaxes you pay on income that is exempt from
amount of the total taxes that is proportion-federal income tax, unless the exempt in-Foreign taxes. These are taxes imposed by
ate to your gross income compared to thecome is interest income. For example, youa foreign country or any of its political
combined gross income of you and yourcannot deduct the part of a state’s incomesubdivisions.
spouse. But you cannot deduct more thantax that is on a cost-of-living allowance that
the amount you actually paid during the year.is exempt from federal income tax.Useful Items
If you and your spouse are jointly and individ-Deduct state and local income taxesYou may want to see:
ually liable for the full amount of the statewithheld from your salary in the year they are
and local income taxes, you and your spousewithheld. For 1995, these taxes will bePublication
can deduct on your separate federal returnsshown in boxes 18 and 21 of your Form W-2.

□ 514 Foreign Tax Credit for Individuals the amount you each actually paid.You may also have state or local income tax
withheld on Form 1099-MISC (box 11) or

Form (and Instructions) Form 1099-R (boxes 10 and 13). Deduct State benefit funds. As an employee, you
payments made on taxes for an earlier year□ Schedule A (Form 1040) Itemized can deduct mandatory contributions to state
in the year they are paid.Deductions benefit funds that provide protection against
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Table 24-1. Which Taxes Can You Deduct?

You Can Deduct You Cannot Deduct

Income Taxes State and local income taxes Federal income taxes
Foreign income taxes Employee contributions to private or voluntary
Employee contributions to state funds listed under disability plans

State benefit funds

Real Estate Taxes State and local real estate taxes Taxes for local benefits
Foreign real estate taxes Trash and garbage pickup fees
Tenant’s share of real estate taxes paid by Rent increase due to higher real estate taxes

cooperative housing corporation Homeowners association charges

Personal Property State and local personal property taxes
Taxes

Other Taxes Taxes that are expenses of your trade or business or Many taxes, such as state and local sales taxes and
producing income federal excise taxes, generally are not deductible.

One-half of self-employment tax paid See Taxes and Fees You Cannot Deduct, later.
Taxes on property producing rent or royalty income
Occupational taxes

Fees and Charges Fees and charges, such as for driver’s licenses or
water bills, generally are not deductible. See
Taxes and Fees You Cannot Deduct, later.

loss of wages. Payments made to the follow- the taxing authority. Deductible real estate the real estate taxes must be divided be-
ing are deductible as state income taxes on taxes generally do not include taxes charged tween the buyer and the seller.
line 5 of Schedule A (Form 1040). for local benefits and improvements that in- The buyer and the seller must divide the

crease the value of the property. See Real real estate taxes according to the number ofCalifornia
Estate Items You Cannot Deduct, later. days in the real property tax year (the pe-

New Jersey An itemized charge for services to spe- riod to which the tax imposed relates) that
cific property or people is not a tax, even if each owned the property. The seller isNew York Nonoccupational Disability
the charge is paid to the taxing authority. You treated as paying the taxes up to the date ofBenefit Fund
cannot deduct the charge as a real estate sale, and the buyer is treated as paying theRhode Island Temporary Disability Bene-
tax if it is: taxes beginning with the date of sale, regard-fit Fund

less of the lien dates under local law. Gener-1) A unit fee for the delivery of a serviceWashington State Supplemental Work- ally, this information is included on the settle-(such as a $5 fee charged for everymen’s Compensation Fund ment statement provided at closing.1,000 gallons of water you use),
If you (the seller) cannot deduct taxes un-

2) A periodic charge for a residential ser-Note.  Employee contributions to private til they are paid because you use the cash
vice (such as a $20 per month or $240or voluntary d isabi l i ty  p lans are not method of accounting, and the buyer of your
annual fee charged to each homeownerdeductible. property is personally liable for the tax, you
for trash collection), or are considered to have paid your part of

the tax at the time of the sale. This lets you3) A flat fee charged for a single serviceForeign income taxes.  Generally, you can
deduct the part of the tax to the date of saleprovided by your government (such as atake either a deduction or a credit for income
even though you did not actually pay it, but$30 charge for mowing your lawn be-taxes imposed on you by a foreign country or
you must also include the amount of that taxcause it was allowed to grow highera U.S. possession. However, you cannot
in the selling price of the property.than permitted under your localtake a deduction or credit for foreign income

You figure your deduction for taxes onordinance).taxes paid on income that is exempt from
each property bought or sold during the realU.S. tax under the foreign earned income ex-
property tax year as follows.Caution:  You must look at your real es-clusion or the foreign housing exclusion. For

tate tax bill to determine if any nondeductibleinformation, get Publication 54, Tax Guide 1. Enter the total real estate taxes foritemized charges, such as those just listed,for U.S. Citizens and Resident Aliens the real property tax year . . . . . . . . . .are included in the bill. If your taxing authorityAbroad.
2. Enter the number of days in the(or mortgage lender) does not furnish you aEligible foreign income taxes are either

real property tax year that youcopy of your real estate tax bill, ask for it.deducted on line 8 of Schedule A (Form
owned the property . . . . . . . . . . . . . . . .1040) under ‘‘Other taxes,’’ or taken as a

3. Divide line 2 by 365 . . . . . . . . . . . . . . . .credit on Form 1116. Tenant-shareholders in a cooperative
4. Multiply line 1 by line 3. This is yourhousing corporation. Generally, you can

deduction. Enter it on line 6 ofdeduct your share of the real estate taxes
Schedule A (Form 1040) . . . . . . . . . .the corporation paid or incurred on the prop-Real Estate Taxes erty. The corporation should provide you

Note. Repeat steps 1 through 4 for each propertywith a statement showing you your share ofDeductible real estate taxes are any state,
you bought or sold during the real property taxthe taxes. For more information, see Speciallocal, or foreign taxes on real property levied
year.Rules for Cooperatives in Publication 530.for the general public welfare. The taxes

must be based on the assessed value of the
real property and must be charged uniformly Purchase or sale of real estate.  If you Delinquent taxes.  Delinquent taxes are
against all property under the jurisdiction of bought or sold real estate during the year, not divided between the buyer and seller if
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the taxes are for any real property tax year new home. (The sellers add this $249 to their form. Generally, gross proceeds includes
before the real property tax year in which the selling price and deduct the $249 as a real cash, notes, and liabilities assumed by the
property is sold. Even if the buyer agrees to estate tax.) buyer, such as any portion of the seller’s real
pay the delinquent taxes, the buyer cannot Dennis and Beth’s real estate tax deduc- estate tax liability that the buyer will pay after
deduct them but must add them to the cost tion for their old and new homes is the sum the date of sale. The buyer includes this
of the property. The seller can deduct these of $211 and $483, or $694. They will enter amount in the cost basis of the property, and
taxes paid by the buyer but also must include this amount on line 6 of Schedule A (Form the seller both deducts this amount as a tax
them in the selling price on the sale of the 1040). expense and includes it in the sales price of
property. the property.Example 2.  George and Helen Brown

The following examples illustrate how bought a home on May 3, 1995. Their real For a real estate transaction that involves
real estate taxes are divided between buyer property tax year is the calendar year. Real a residence and that occurs after 1992, any
and seller. estate taxes for 1994 were assessed in their real estate tax that the seller paid in advance

Example 1.  Dennis and Beth White’s state on January 1, 1995. The taxes became but that is the liability of the buyer appears in
real property tax year for both their old home due on May 31, 1995, and October 31, 1995. box 5 of Form 1099–S. The buyer deducts
and their new home is the calendar year, Under state law, the tax became a lien on this amount as a tax expense, and the seller
with payment due August 1. The tax on their May 31, 1995. reduces his or her tax expense by the same
old home, sold on May 5, was $620. The tax George and Helen agreed to pay all amount. See Refund (or rebate), later.
on their new home, bought on May 4, was taxes due after the date of purchase. Real
$732. Dennis and Beth are considered to estate taxes for 1994 were $680. George Taxes placed in escrow.  If your monthlyhave paid a proportionate share of the real and Helen paid $340 tax on May 31, 1995,

mortgage payment includes an amountestate taxes on the old home even though and $340 tax on October 31, 1995. These
placed in escrow (put in the care of a thirdthey did not actually pay them to the taxing taxes were for the 1994 real property tax
party) for real estate taxes, you cannot de-authority. On the other hand, they can claim year. The Browns cannot deduct them since
duct the total of these amounts included inonly a proportionate share of the taxes they they did not own the property until 1995. In-
your payments for the year. You can deductpaid on their new property even though they stead, they must add $680 to the basis (cost)
only the real estate tax that the lender actu-paid the entire amount. of their home.
ally paid to the taxing authority. If the lenderDennis and Beth owned their old home In January 1996, George and Helen re-
does not notify you of the amount of real es-during the real property tax year for 124 days ceive their property tax statement for 1995
tate tax that was paid for you, contact the(January 1 to May 4, the day before the sale). taxes of $752, which they will pay in 1996.
lender or the taxing authority to find theThey figure their deduction for taxes on their George and Helen owned their new home

old home as follows. proper amount to show on your return.during the 1995 real property tax year for
243 days (May 3 to December 31). They will
figure their 1996 deduction for taxes as Married filing separate return.  If you andTAXES ON OLD HOME
follows. your spouse held property as tenants by the

1. Enter the total real estate taxes for entirety and you file separate returns, each
1. Enter the total real estate taxes forthe real property tax year . . . . . . . . . . $620 of you can deduct only the taxes each of you

the real property tax year . . . . . . . . . . $752
2. Enter the number of days in the paid on the property.

2. Enter the number of days in thereal property tax year that you
real property tax year that youowned the property . . . . . . . . . . . . . . . . 124 Divorced individuals.  If your divorce or
owned the property . . . . . . . . . . . . . . . . 243

3. Divide line 2 by 365 . . . . . . . . . . . . . . . . .34 separation instrument states that you must
3. Divide line 2 by 365 . . . . . . . . . . . . . . . . .67 pay the real estate taxes for a home owned4. Multiply line 1 by line 3. This is your
4. Multiply line 1 by line 3. This is your by you and your spouse, part of your pay-deduction. Enter it on line 6 of

deduction. Claim it on line 6 of ments may be deductible as alimony andSchedule A (Form 1040) . . . . . . . . . . $211
Schedule A (Form 1040) . . . . . . . . . . $504 part as real estate taxes. See Publication

504, Divorced or Separated Individuals, forSince the buyers of their old home paid all of
information.The remaining $248 ($752 paid less $504the taxes, Dennis and Beth also include the

deduction) of taxes paid in 1996, along with$211 in the selling price of the old home.
the $680 paid in 1995, is added to the cost of(The buyers add the $211 to their cost of the Minister’s and military personnel housing
their home.home.) allowances.  If you are a minister or a mem-

Because the taxes up to the date of saleDennis and Beth owned their new home ber of the uniformed services and receive a
are considered paid by the seller on the dateduring the real property tax year for 242 days housing allowance that you can exclude
of sale, the person who sold the Browns(May 4 to December 31, including their date from income, you still can deduct all of the
their home is entitled to a 1995 tax deductionof purchase). They figure their deduction for real estate taxes you pay on your home.
of $928. This is the sum of the $680 for 1994taxes on their new home as follows.
and the $248 for the 122 days the seller Refund (or rebate). If you receive a refund
owned the home in 1995. The seller must

TAXES ON NEW HOME or rebate in 1995 of real estate taxes youalso include the $928 in the selling price
paid in 1995, you must reduce your deduc-when he or she completes Form 2119, Sale1. Enter the total real estate taxes for tion by the amount refunded to you. If you re-of Your Home, (which must be attached tothe real property tax year . . . . . . . . . . $732 ceive a refund or rebate in 1995 of real es-the seller’s 1995 tax return). The seller2. Enter the number of days in the tate taxes you deducted in an earlier year,should contact the Browns in January 1996real property tax year that you you generally must include the refund or re-to find out how much real estate tax is dueowned the property . . . . . . . . . . . . . . . . 242 bate in income in the year you receive it.for 1995.

3. Divide line 2 by 365 . . . . . . . . . . . . . . . . .66 However, you only need to include theForm 1099–S. For certain sales or ex-
amount of the deduction that reduced your4. Multiply line 1 by line 3. This is your changes of real estate, the person responsi-
tax in the earlier year.deduction. Enter it on line 6 of ble for closing the sale (generally the settle-

For more information, see Recoveries inSchedule A (Form 1040) . . . . . . . . . . $483 ment agent) prepares Form 1099–S,
Chapter 13. If you did not itemize deductionsProceeds From Real Estate Transactions, to
in the year you paid the tax or you filed Formreport certain information to the IRS and toSince they paid all of the taxes on the new
1040A or Form 1040EZ, do not report the re-the seller of the property. The gross pro-home, Dennis and Beth add $249 ($732 paid
fund as income.ceeds from the sale appears in box 2 of theless $483 deduction) to their basis of the
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Homeowners association charges. charged at a flat rate by a locality for the priv-Real Estate Items You
These charges are not deductible because ilege of working or conducting a business inCannot Deduct they are imposed by the homeowners asso- the locality.

The following are not deductible as real es- ciation, rather than the state or local
tate taxes: government. Sales taxes.  If you buy supplies or other

items for your trade or business and can de-● Taxes for local benefits,
duct their cost as a business expense, you

● Trash and garbage pickup fees, can deduct the sales tax as part of the cost.Personal Property Sales tax on the purchase of property whose● Transfer taxes (or stamp taxes),
cost you cannot deduct as a business ex-Taxes ● Rent increases due to higher real estate
pense is added to the property’s cost. Seetaxes, and Personal property tax is deductible if it is a Cost Basis in Chapter 14.

● Homeowners association charges. state or local tax that is:
Self-employment tax. If you work for your-1) Charged on personal property,

Taxes for local benefits.  Deductible real self, you can deduct half of the self-employ-
2) Based only on the value of the personalestate taxes generally do not include taxes ment tax you figured on your 1995 Schedule

property, andcharged for local benefits and improvements SE (Form 1040), Self-Employment Tax.
that increase the value of your property. 3) Charged on a yearly basis, even if it is
These include assessments for streets, side- collected more than once a year, or less Tax connected with purchase or sale.
walks, water mains, sewer lines, public park- than once a year. Generally, any tax paid in connection with
ing facilities, and similar improvements. You the purchase or sale of property must be
should increase the basis of your property by A tax that meets the above requirements treated as part of the cost basis of the prop-
the amount of the assessment. can be considered charged on personal erty or, in the case of a sale, as a reduction in

Local benefit taxes are deductible only if property even if it is for the exercise of a privi- the amount realized. But if the cost of the
they are for maintenance, repair, or interest lege. For example, a yearly tax based on property is deductible as a business ex-
charges related to those benefits. If only a value qualifies as a personal property tax pense, such as the cost of supplies, any tax
part of the taxes is for maintenance, repair, even if it is called a registration fee and is for paid is deductible as part of the business
or interest, you must be able to show the the privilege of registering motor vehicles or expense.
amount of that part to claim the deduction. If using them on the highways.
you cannot determine what part of the tax is Tolls  for bridges and roads, and parkingExample.  Your state charges a yearly
for maintenance, repair, or interest, none of fees.motor vehicle registration tax of 1% of value
it is deductible. plus 50 cents per hundredweight. You paid

Taxes for local benefits may be included Utility taxes and fuel adjustment charges.$32 based on the value ($1,500) and weight
in your real estate tax bill. If your taxing au- (3,400 lbs.) of your car. You can deduct $15
thority (or mortgage lender) does not furnish Water bills,  sewer, and other service(1% ×  $1,500) as a personal property tax,
you a copy of your real estate tax bill, ask for charges.since it is based on the value. The remaining
it. You should use the rules above to deter- $17 ($.50 ×  34), based on the weight, is not
mine if the local benefit tax is deductible. deductible.

Taxes and FeesTrash and garbage pickup fees.  Fees
charged for trash and garbage pickup ser- You Cannot Deductvices are not deductible as taxes, even if the Business Taxes

You cannot deduct any tax or fee unless it isfees are paid to your local taxing authority. And Fees in one of the categories of taxes that areHowever, service charges used to maintain
specifically allowable as a deduction. Theor improve services (such as trash collection You can deduct certain taxes and fees not
categories include:or police and fire protection) are deductible previously listed as deductible in this chapter

as real estate taxes if: only if they are ordinary and necessary ex- State, local, or foreign income or real es-
penses of your trade or business or of pro- tate taxes,● The fees or charges are imposed at a like
ducing income. For a discussion of businessrate against all property in the taxing State or local personal property taxes, or
taxes, see Chapter 9 of Publication 535,jurisdiction,

Expenses of a business or income-pro-Business Expenses. In some cases, these
● The funds collected are not earmarked; in- ducing activity.taxes are not deducted on Schedule A, but

stead, they are commingled with general are deducted on other schedules or forms.
revenue funds, and These categories are all discussed earlier inSee Where to Deduct, later.

this chapter.● Funds used to maintain or improve ser- Taxes and fees that may be deductible
Many federal, state, and local govern-vices are not limited to or determined by only as business or income-producing ex-

ment taxes are not deductible because theythe amount of these fees or charges penses include the following items.
do not fall within the categories listed above.collected.
(Examples are sales taxes and excise taxesCar registration fees,  inspection fees, and
that are treated as part of the cost of per-license plates. However, see Personal Prop-Transfer taxes (or stamp taxes).  Transfer
sonal-use property.) Other taxes and feeserty Taxes, earlier.taxes and similar taxes and charges on the
are not deductible because they are specifi-sale of a personal home are not deductible.
cally denied a deduction. (Examples are fed-Cigarette,  tobacco, liquor, beer, wine, etc.If they are paid by the seller, they are ex-
eral income taxes and employee social se-taxespenses of the sale and reduce the amount
curity taxes that are personal, nondeductiblerealized on the sale. If paid by the buyer, they
expenses.)are included in the cost basis of the property. Excise taxes or customs duties.  These in-

Listed next are certain taxes and feesclude the federal taxes on telephone ser-
that are generally not deductible.vice, air transportation, gasoline and otherRent increase due to higher real estate

Nondeductible taxes and fees include:motor fuels, and luxury cars.taxes.  If your landlord increases your rent in
the form of a tax surcharge because of in- 1) Estate, inheritance, legacy, or succes-
creased real estate taxes, you cannot de- Occupational taxes.  You can deduct as a sion taxes. These taxes are generally
duct the increase as taxes. business expense an occupational tax not deductible. However, you generally
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can deduct the estate tax attributable to 9) Transfer taxes (or stamp taxes). royalty income. See Business taxes, next,
income in respect of a decedent if you Transfer taxes and similar taxes and and Taxes on property producing rent or roy-
must include that income in gross in- charges on the sale of a personal home alty income, later.
come. In that case, the estate tax can are not deductible. See Real Estate
be deducted as a miscellaneous deduc- Items You Cannot Deduct, earlier.
tion that is not subject to the 2%-of-ad- Business taxes. Taxes that you must pay in
justed-gross-income limit. For more in- operating your business, or on your propertyMany taxes and fees other than those
formation, see Estate Tax Deduction in listed above are also nondeductible, unless used in your business, are generally de-
Publication 559, Survivors, Executors, they are ordinary and necessary expenses ducted on Schedule C or C-EZ (Form 1040)
and Administrators. of a business or income-producing activity. or Schedule F (Form 1040).

2) Federal income taxes, including those Taxes that are employee business ex-
withheld from your pay. penses.  Taxes you paid that are deductible

as employee business expenses are gener-3) Fines (such as for parking or speeding) Where to Deduct ally claimed on line 20 of Schedule A (Formand penalties for violation of any law, in-
1040) as a miscellaneous itemized deduc-cluding forfeiture of related collateral You deduc t  taxes  on  the  fo l low ing
tion subject to the 2% of adjusted gross in-deposits. schedules:
come limit. If you also deduct certain other4) Gift taxes.
employee business expenses or if you areState and local income taxes. These taxes5) License fees for personal purposes reimbursed by your employer, you may alsoare deducted only on line 5 of Schedule A(such as marriage, driver’s, dog, etc.). have to file Form 2106 or 2106–EZ. See the(Form 1040), even if your only source of in-

6) Social security, Medicare, or railroad instructions for line 20 of Schedule A (Formcome is from business, rents, or royalties.
retirement taxes withheld from your pay. 1040) for more information.

Self-employment tax. Deduct one-half7) Social security and other employ- Foreign income taxes. Generally, income
ment taxes for household workers. of your self-employment tax on line 25, Formtaxes you pay to a foreign country or U.S.
You generally cannot deduct the social 1040.possession can be claimed as an itemized
security or other employment taxes you deduction on line 8 of Schedule A (Form
pay on the wages of a household 1040), or as a credit against your U.S. in-
worker. However, you may be able to in- Taxes on property producing rent or roy-come tax on Form 1116. For more informa-
clude them in medical or child care ex- alty income.  These taxes generally are de-tion, get Publication 514.
penses. For more information, see ducted on Schedule E (Form 1040).
Chapters 23 and 33. Real estate taxes and personal property

8) Taxes for local benefits. Local benefit taxes. These taxes are deducted on lines 6
Other taxes.  All other deductible taxes aretaxes that are for improvements to prop- and 7 of Schedule A (Form 1040), unless
deducted on line 8 of Schedule A (Formerty are not deductible. See Real Estate they are paid on property used in your busi-
1040).Items You Cannot Deduct, earlier. ness or on property that produces rent or
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home (main home or a second home). The Which Category
loan may be a mortgage to buy your home, a Your Mortgage Fits In 
second mortgage, a line of credit, or a home25.

This section further discusses which of theequity loan.
three categories of mortgage (grandfatheredTo deduct home mortgage interest, youInterest debt, home acquisition debt, or home equitymust file Form 1040 and itemize deductions
debt) your mortgage fits in. Remember thaton Schedule A. Report your deductibleExpense grandfathered mortgages were taken out onhome mortgage interest on lines 10–12 of
or before October 13, 1987, and that homeSchedule A (Form 1040).
acquisition and home equity mortgages were
taken out after October 13, 1987.Legally liable.  To deduct interest on a debt,

you must be legally liable for that debt. YouImportant Reminders 
Refinanced grandfathered debt.  If you re-cannot deduct payments you make for

Personal interest.  Personal interest is not financed grandfathered debt after Octobersomeone else if you are not legally liable to
deductible. Examples of personal interest in- 13, 1987, for an amount that was not moremake them. Both you and the lender must in-
clude interest charged on credit cards, car than the mortgage principal left on the debt,tend that the loan be repaid. In addition,
loans, and installment plans. then you still treat it as grandfathered debt.there must be a true debtor-creditor relation-

To the extent the new debt is more than thatship between you and the lender.
Limit on itemized deductions.  Certain mortgage principal, it is treated as home ac-
itemized deductions (including home mort- quisition or home equity debt, and the mort-Limit on the Deductiongage interest) are limited if your adjusted gage is a mixed-use mortgage (discussed
gross income is more than $114,700 of Mortgage Interest later). The debt must be secured by the qual-
($57,350 if you are married filing a separate ified home.In most cases, you will be able to deduct all
return). For more information, see Chapter You treat grandfathered debt that was re-of your home mortgage interest. Whether
22. f inanced after October 13, 1987, asyou can deduct all of it depends on the date

grandfathered debt only for the term left onyou took out the mortgage, the amount of
Points paid by seller.  You may be able to the debt that was refinanced. After that, youthe mortgage, and your use of its proceeds.
deduct points paid on your mortgage by the treat it as home acquisition debt or home eq-
person who sold you your home. See Points uity debt, depending on how you used theFully deductible interest.  If all of yourlater in this chapter. proceeds.mortgages fit into one or more of the follow-

Exception.  If the debt before refinanc-ing three categories at all times during the
ing was like a balloon note (the principal onyear, you can deduct ALL of the interest on
the debt was not amortized over the term ofthose mortgages. If any one mortgage fitsIntroduction
the debt), then you treat the refinanced debtinto more than one category, add the debt

This chapter discusses interest. Interest is as grandfathered debt for the term of the firstthat fits in each category to your other debt in
the amount you pay for the use of borrowed refinancing. This term cannot be more thanthe same category. (If one or more of your
money. 30 years.mortgages does not fit into any of these

The types of interest you can deduct as three categories, get Publication 936 to fig- Example.  Chester acquired a $200,000itemized deductions on Schedule A (Form ure the amount of interest you can deduct.) first mortgage on his home in 1985. The1040) are:
mortgage was a 5-year balloon note and the1) Mortgages you took out on or before

● Home mortgage interest, including certain
entire balance on the note was due in 1990.October 13, 1987 (called grandfatheredpoints, and
Chester refinanced the debt in 1990 with adebt).

● Investment interest. new 20-year mortgage. The refinanced debt2) Mortgages you took out after October
is treated as grandfathered debt for its entire13, 1987, to buy, build, or improve your

This chapter explains the deduction for term (20 years).home (called home acquisition debt),home mortgage interest. It also explains
but only if these mortgages plus anywhere to deduct other types of interest and Line-of-credit mortgage.  If you had a line-grandfathered debt totaled $1 million orlists some types of interest you cannot of-credit mortgage on October 13, 1987, andless ($500,000 or less if married filingdeduct. borrowed additional amounts against it afterseparately) throughout 1995.Use Table 25–1 to find out where to get that date, then the additional amounts are ei-

3) Mortgages you took out after Octobermore information on other types of interest, ther home acquisition debt or home equity
13, 1987, other than to buy, build, or im-including investment interest. debt depending on how you used the pro-
prove your home (called home equity ceeds. This is also considered a mixed-use
debt), but only if throughout 1995 theseUseful Items mortgage. The balance on the mortgage
mortgages totaled $100,000 or lessYou may want to see: before you borrowed the additional amounts
($50,000 or less if married filing sepa- is grandfathered debt. The newly borrowed
rately) and all mortgages on the homePublication amounts are not grandfathered debt be-
totaled no more than its fair market

cause the funds were borrowed after Octo-□ 936 Home Mortgage Interest value.
ber 13, 1987.Deduction

The dollar limits for the second and third
Form (and Instructions) Mixed-use mortgages.  A mixed-use mort-categories apply to the combined mortgages

gage is a loan that consists of more than one□ 8396 Mortgage Interest Credit on your main home and second home.
o f  the  th ree  ca tegor ies  o f  deb t
(grandfathered debt, home acquisition debt,Note.  You cannot deduct the interest in
and home equity debt). If the total amount of(1) or (3) above if you used the proceeds ofHome Mortgage your mixed-use mortgage plus your otherthe mortgage to purchase securities or cer-
home mortgages is more than the loan limitstificates that produce tax-free income.Interest discussed earlier under Limit on the Deduc-

You can use Figure 25–A to check tion of Mortgage Interest, be sure to get Pub-Generally, home mortgage interest is any in-
whether your interest is fully deductible. lication 936.terest you pay on a loan secured by your
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More than one home.  If you had a main Late payment charge on mortgage pay- the home showed $5 interest for the 6–day
ment.  You can deduct as home mortgage period in May up to, but not including, thehome and a second home, the home acqui-
interest a late payment charge if it was not date of sale. Their mortgage interest deduc-sition and home equity debt dollar limits ex-
for a specific service performed by your tion is $127 ($122 +  $5).plained earlier apply to the total mortgages
mortgage holder.on both homes. Your main home is the prop-

erty you live in most of the time. It may be a Prepaid interest.  If you pay interest in ad-Mortgage prepayment penalty. If you payhouse, condominium, cooperative, mobile vance for a period that goes beyond the endoff your qualified home mortgage early, youhome, boat, or similar property that has of the tax year, you must spread this interestmay have to pay a penalty. You can includesleeping, toilet, and cooking facilities. Your over the tax years to which it applies. Youthat penalty as home mortgage interest.second home is similar property that you se- can deduct in each year only the interest that
lect to be your second home. qualifies as home mortgage interest for thatSale of home.  If you sell your home, you

year. However, see Points, later.can deduct your allowable home mortgage
Special Situations interest paid up to, but not including, the date

of sale.This section describes certain items that can Mortgage interest credit.  You may be able
be included as home mortgage interest and to claim a mortgage interest credit if youExample.  John and Peggy Harris sold
others that cannot. It also describes certain were issued a mortgage credit certificatetheir home on May 7. Through April 30, they
special situations that may affect your (MCC) by a state or local government. Figuremade home mortgage interest payments of
deduction. $122. The settlement sheet for the sale of the credit on Form 8396, Mortgage Interest
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Credit. If you take this credit, you must re- If you received a refund of interest you 6) The points were computed as a per-
duce your mortgage interest deduction by overpaid in an earlier year, you generally will centage of the principal amount of the
the amount of the credit. receive a Form 1098, Mortgage Interest mortgage.

For information on how to figure the Statement, showing the refund in box 3. For 7) The points were not paid in place of
credit, see Chapter 36. information about Form 1098, see Mortgage amounts that ordinarily are stated sepa-

Interest Statement, later. rately on the settlement statement,
Ministers’ and military housing allow- For more information on how to treat re- such as appraisal fees, inspection fees,
ance.  If you are a minister or a member of funds of interest deducted in earlier years, title fees, attorney fees, and property
the uniformed services and receive a hous- see Recoveries in Chapter 13. taxes.
ing allowance that is not taxable, you can still

8) The amount is clearly shown on the set-deduct all of the deductible interest on your Rental payments.  If you live in a house
tlement statement (for example, Formhome mortgage. before your final settlement, any payments
HUD–1) as points charged for the mort-you make for that period are rent, not inter-
gage. The points may be shown as paidGraduated payment mortgages (GPM). est, even if the settlement papers call them
from either your funds or the seller’s.GPMs under section 245 of the National in te res t .  You  canno t  deduc t  these

Housing Act provide that monthly payments 9) The funds you provided at or beforepayments.
increase every year for a number of years closing, plus any points the seller paid,
and then stay the same. During the early were at least as much as the pointsReverse mortgage loans.  A reverse mort-
years, payments are less than the amount of charged. The funds you provided do notgage loan is a loan that is based on the value
interest owed on the loan. The interest that have to have been applied to the points.of your home and is secured by a mortgage
is not paid becomes part of the principal. Fu- They can include a down payment, anon your home. The lending institution pays
ture interest is figured on the increased un- escrow deposit, earnest money, andyou the proceeds of the loan in installments
paid mortgage loan balance. other funds you paid at or before closingover a period of months or years. The loan

Subject to any limits that apply, you can for any purpose. You cannot have bor-agreement may provide that interest will be
deduct the interest you actually paid during rowed these funds from your lender oradded to the outstanding loan balance
the year if you are a cash method taxpayer. mortgage broker.monthly as it accrues. If you are a cash
For example, if the interest owed is $2,551 method taxpayer, you deduct the interest on
but your payment for the year is $2,517, you You can also fully deduct in 1995 points paida reverse mortgage loan when you actually
can deduct $2,517. Add $34 to the loan on a loan to improve our main home, if state-pay it, not when it is added to the outstanding
principal. ments (1) through (4) above are true.loan balance.

Mortgage assistance payments.  If you Amounts charged for services.  AmountsPoints qualify for mortgage assistance payments charged by the lender for specific services
The term ‘‘points’’ is used to describe certainunder section 235 of the National Housing connected to the loan are not interest. Ex-
charges paid, or treated as paid, by a bor-Act, part or all of the interest on your mort- amples are appraisal fees, notary fees, and
rower to obtain a home mortgage. Pointsgage may be paid for you. You cannot de- preparation costs for the mortgage note or
may also be called loan origination fees,duct the interest that is paid for you. Do not deed of trust. You cannot deduct these
maximum loan charges, loan discount, orinclude these payments in your income. amounts as points under either the General
discount points.These payments do not reduce other deduc- rule or the Exception. For information about

A borrower is treated as paying anytions, such as taxes. the tax treatment of these amounts and
points that a home seller pays for the bor- other settlement fees and closing costs, see
rower’s mortgage. See Points paid by aDivorced or separated individuals.  If a di- Chapter 14.
seller, later.vorce or separation agreement requires you However, an amount shown on your set-

or your spouse or former spouse to pay tlement statement as points may be deducti-
General rule.  You cannot deduct the fullhome mortgage interest on a home owned ble under the Exception to the General rule,
amount of points in the year paid. Becauseby both of you, get Publication 504, Divorced even if it is for services in connection with
they are prepaid interest, you must spreador Separated Individuals. your mortgage (whether VA, FHA, or conven-
the points over the life (term) of the mort- tional). The services must not be any of the
gage. Generally, you can deduct an equalRedeemable ground rents. If you make an- specific services for which a charge ordina-
portion in each year of the mortgage.nual or periodic rental payments on a re- rily is stated separately on the settlement

Exception.  You can fully deduct in 1995deemable ground rent, you can deduct them statement, as described in test (7) of the Ex-
the amount paid on your loan as points if allas mortgage interest. ception. The other tests under the Exception
the following are true:Payments made to end the lease and to also must be met.

buy the lessor’s entire interest in the land are 1) Your loan is secured by your main
not ground rents. You cannot deduct them. Points paid by a seller.  The term ‘‘points’’home. (Your main home is the one you
For more information, see Publication 936. includes loan placement fees that the sellerlive in most of the time.)

Nonredeemable ground rent.  Pay- pays to the lender to arrange financing for
2) Paying points is an established businessments on a nonredeemable ground rent are the buyer. The seller cannot deduct these

practice in the area where the loan wasnot interest. You can deduct them as rent if fees as interest. But they are a selling ex-
made.they are a business expense or if they are for pense that reduces the seller’s amount real-

rental property held to produce income. ized. See Chapter 16 for information on how3) The points paid were not more than the
to treat the expenses of selling your home.points generally charged in that area.

Refunds of interest. If you receive a refund The buyer reduces the basis of the home
4) You use the cash method of account-of interest in the same tax year you paid it, by the amount of the seller-paid points and

ing. This means you report income inyou must reduce your interest expense by treats the points as if he or she had paid
the year you receive it and deduct ex-the amount refunded to you. If you receive a them. If all the tests under the Exception are
penses in the year you pay them. (If yourefund of interest you deducted in an earlier met, the buyer deducts the points in the year
want more information about thisyear, you generally must include the refund paid. If any of those tests is not met, the
method, see Accounting Methods inin income in the year you receive it. But you buyer deducts the points over the life of the
Chapter 1.)need to include it only up to the amount of loan.

the deduction that reduced your tax in the 5) You use your loan to buy or build your For information about basis, see Chapter
earlier year. main home. 14.
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Funds provided are less than points.  If discussed earlier. See Publication 936 for your share of the interest on line 11, Sched-
you meet all the tests in the Exception ex- details. ule A, and write ‘‘See attached.’’
cept that the funds you provided were less If you are the payer of record on a mort-
than the points charged to you, you can de- gage on which there are other borrowers en-Mortgage Interest
duct the points in the year paid up to the titled to a deduction for the interest shown

Statement amount of funds you provided. In addition, on the Form 1098 you received, deduct only
If you paid $600 or more of mortgage interestyou can deduct any points paid by the seller. your share of the interest on line 10, Sched-
(including certain points) during the year on ule A. You should furnish the other borrow-Example 1.  When you took out a
any one mortgage, you generally will receive ers with information about their shares of the$100,000 mortgage loan to buy your home in
a Form 1098, Mortgage Interest Statement, amounts shown on the form you received.December 1995, you were charged one
or a similar statement. You will receive thepoint ($1,000). You meet all the tests for de-
statement if you pay interest to a person (in- Refunded interest.  If you received a refundducting points in the Exception, except the
cluding a financial institution or a coopera- of interest you overpaid in an earlier year,only funds you provided were a $750 down
tive housing corporation) in the course of you generally will receive a Form 1098 show-payment. Of the $1,000 charged for points,
that person’s trade or business. A govern- ing the refund in box 3. See Refunds of inter-you can deduct $750 in 1995.
mental unit is a person for purposes of fur- est, earlier.

Example 2.  The facts are the same as in nishing the statement.
Example 1, except that the person who sold You should receive the statement by
you your home also paid one point ($1,000) January 31, 1996. The mortgage interest in-
to help you get your mortgage. In 1995, you Items Youformation will also be sent to the IRS.
can deduct $1,750 ($750 of the amount you The statement will show the total interest Cannot Deduct were charged plus the $1,000 paid by the you paid during the year. If you purchased a
seller). You must reduce the basis of your Some interest payments are not deductible.main home during 1995, it will also show the
home by the $1,000 paid by the seller. Certain expenses similar to interest also aredeductible points paid during the year, in-

not deductible. These items include:cluding seller-paid points. However, it should
Excess points.  If you meet all the tests in not show any interest that was paid for you ● Personal interestthe Exception except that the points paid by a government agency.

● ‘‘Points’’ if you are a sellerwere more than are generally paid in your
area, your deduction in 1995 is limited to the ● Nonredeemable ground rent
points generally charged. Any additional Note.  Form 1098 will not include points ● Service charges (however, see Other Ex-amount of points paid is interest paid in ad- paid for: penses in Chapter 30)vance, and the deduction must be spread

1) Home improvement loans on your mainover the life of the mortgage. ● Annual fees for credit cards
home,

● Loan fees
2) Purchase or home improvement loansSecond home.  The Exception does not ap-

● Credit investigation feeson your second home, vacation prop-ply to points you pay on loans secured by
erty, investment property, or trade oryour second home. You can deduct these ● FHA mortgage insurance premiums and
business property,points only over the life of the loan. VA funding fees

3) Home equity loans and lines of credit, ● Interest relating to tax-exempt income
Mortgage ending early.  If you spread your even if secured by your main home,

● Interest to purchase or carry tax-exemptdeduction for points over the life of the mort-
4) Refinancing loans (except those taken securitiesgage, you can deduct any remaining balance

out to refinance certain constructionin the year the mortgage ends. A mortgage ● Interest to purchase or carry certain strad-
loans), andmay end early due to a prepayment, refi- dle positions

5) Amounts that are more than the pointsnancing, foreclosure, or similar event. ● Premium due to the conversion feature of
generally charged in your area.Example.  Dan refinanced his mortgage a convertible bond

in 1990 and paid $3,000 in points that he had
However, certain points not included onto spread out over the life of the mortgage. Penalties. You cannot deduct fines and pen-

Form 1098 may be deductible. See Points,He had deducted $1,000 of these points alties for violations of law, regardless of their
earlier, for more information.through 1994. nature.

Dan prepaid his mortgage in full in 1995. If you prepaid interest in 1995 that ac-
He can deduct the remaining $2,000 of crued in full by January 15, 1996, this pre- Personal Interest points in 1995. paid interest may be included in box 1 of

Personal interest is not deductible. PersonalForm 1098. However, even though the pre-
interest is any interest that is not home mort-Refinancing.  Generally, points you pay to paid amount may be included in box 1, you
gage interest, investment interest, or busi-refinance a mortgage are not deductible in cannot deduct the prepaid amount in 1995.
ness interest.full in the year you pay them. This is true (See Prepaid interest, earlier.) You will have

even if the new mortgage is secured by your to figure the interest that accrued for 1996
Personal interest includes  such items as:main home. However, if you use part of the and subtract it from the amount in box 1. You

refinanced mortgage proceeds to improve ● Interest on car loans,will include the interest for 1996 with the
your main home and you meet the first four other interest you pay for 1996. See Where ● Interest on income tax paid to the IRS or
tests listed under the Exception, earlier, you To Deduct, later. to a state or local tax agency,
can fully deduct the part of the points related If you and at least one other person

● Installment plan interest,to the improvement in the year paid. You can (other than your spouse if you file a joint re-
deduct the remainder of the points over the ● Credit card finance charges,turn) were liable for, and paid, interest on a
life of the loan. mortgage that was for your home and the ● Retail installment contract finance

For more information on refinancing, see other person received a Form 1098 showing charges,
Publication 936. the interest that was paid during 1995, at-

● Revolving charge account financetach a statement to your return explaining
charges,Limits on deduction.  You cannot fully de- this. Show how much of the interest each of

duct points on a mortgage that exceeds the you paid, and give the name and address of ● Late payment charge by a public utility,
Limit on the Deduction of Mortgage Interest the person who received the form. Deduct and
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Mortgage Interest explained earlier, but all orTable 25-1. Where to Deduct Your Interest
part of the mortgage proceeds were used for
business or investment activities, see Table

Type of interest Where to deduct Where to find 25–1. It shows where to deduct the part of
information your excess interest that is for those

activities.
Deductible home mortgage interest Schedule A (Form Publication 936

Investment interest.  Deduct investment in-and points reported on Form 1098 1040), line 10
terest, subject to certain limits discussed in

Deductible home mortgage interest Schedule A (Form Publication 936 Publication 550, on line 13, Schedule A
not reported on Form 1098 1040), line 11 (Form 1040).

Points not reported on Form 1098 Schedule A (Form Publication 936 Amortization of bond premium. There are
1040), line 12 various ways to treat the premium you pay to

buy taxable bonds. See Bond Premium
Investment interest (other than Schedule A (Form Publication 550 Amortization in Publication 550.
interest incurred to produce rents or 1040), line 13
royalties)

Non-farm business interest.  Deduct inter-
est on non-farm business loans on ScheduleBusiness interest (non-farm) Schedule C or C-EZ Publications 334 and
C or C–EZ (Form 1040).(Form 1040) 535

Farm business interest.  Deduct interest onFarm business interest Schedule F (Form Publications 225 and
farm business loans on Schedule F (Form1040) 535
1040).

Interest incurred to produce rents or Schedule E (Form Publications 527 and
Income-producing rental or royalty inter-royalties 1040) 535
est.  Deduct interest on a loan for income-

Personal Interest Not Deductible producing rental or royalty property that is
not used in your business in Part I of Sched-
ule E (Form 1040). 

Example.  You rent out part of your home● Interest on certain below-market loans See Table 25–1 for a summary of where to
and borrow money to make repairs. You can(see Chapter 1 of Publication 550). deduct your interest expense.
deduct only the interest payment for the
rented part in Part I of Schedule E (FormHome mortgage interest and points.  De-
1040). Deduct the rest of the interest pay-duct the interest and points reported to you
ment on Schedule A (Form 1040) if it is de-on Form 1098 on line 10 of Schedule AAllocation of Interest ductible home mortgage interest.(Form 1040). If you paid more deductible in-

If you use the proceeds of a loan for more terest to the financial institution than the
than one purpose (for example, personal amount shown on Form 1098, show the
and business), you must allocate the interest larger deductible amount on line 10. Attach a
on the loan to each use. However, you do statement explaining the difference and
not have to allocate home mortgage interest write ‘‘See attached’’ next to line 10.
if it is fully deductible regardless of how the Deduct home mortgage interest that was
funds are used. not reported to you on Form 1098 on line 11

You allocate interest (other than fully de- of Schedule A (Form 1040). If you paid home
ductible home mortgage interest) on a loan mortgage interest to the person from whom
in the same way as the loan itself is allo- you bought your home, show that person’s
cated. You do this by tracing disbursements name, address, and social security number
of the debt to specific uses. For details on (SSN) or employer identification number on
how to do this, see Chapter 8 of Publication the dotted lines next to line 11. The seller
535. must give you this number and you must give

the seller your SSN. Failure to meet any of
these requirements may result in a $50 pen-
alty for each failure.Where To Deduct Deduct points paid on a mortgage that

You must file Form 1040 to deduct any inter- were not reported to you on Form 1098 on
est expense on your tax return. Where you line 12 of Schedule A (Form 1040).
deduct your interest expense generally de- If your home mortgage interest deduction
pends on how you use the loan proceeds. is limited by the Limit on the Deduction of
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partly a contribution and partly for goods or your local library’s reference section or call
services. The statement must tell you that the IRS tax help telephone number for your
you can deduct only the amount of your pay- area. These numbers are listed in your tax26.
ment that is more than the value of the forms package.
goods or services you received. See Contri-Contributions butions From Which You Benefit, later in this Types of Qualifiedchapter, for more information.

Organizations 
Generally, only the five following types of or-
ganizations can be qualified organizations:Important Changes Introduction
1) The United States or any state, the Dis-

This chapter discusses:for 1995 trict of Columbia, a U.S. possession (in-
● Organizations that are qualified to receive cluding Puerto Rico), a political subdivi-Intent to make a contribution required.  A

charitable contributions, sion of a state or U.S. possession, or anpayment of more than the fair market value
Indian tribal government or any of its(FMV) to a qualified organization for mer- ● The types of contributions you can deduct,
subdivisions that perform substantialchandise, goods, or services is deductible,

● How much you can deduct, government functions.to the extent of the excess over FMV, only if
● What records to keep, and Note: To be deductible, your contri-paid with the intent to make a charitable con-

bution to this type of organization musttribution. See Contributions From Which You ● How to report your charitable
Benefit under Contributions You Can be made solely for public purposes.contributions.
Deduct. 2) A community chest, corporation, trust,

A charitable contribution is a contribu- fund, or foundation organized or created
Certain benefits disregarded.  When de- tion or gift to, or for the use of, a qualified or- in or under the laws of the United
termining the amount of membership fees or ganization. It is voluntary and is made with- States, any state, the District of Colum-
dues that are deductible, certain member- out getting, or expecting to get, anything of bia, or any possession of the United
ship benefits can be disregarded when they equal value. States (including Puerto Rico). It must
are provided in return for an annual payment be organized and operated only for
of $75 or less to a qualified organization. See To deduct a charitable contribution,  you charitable, religious, educational, scien-
Certain benefits can be disregarded under must file Form 1040 and itemize deductions tific, or literary purposes, or for the pre-
Contributions From Which You Benefit. on Schedule A. You report your contribu- vention of cruelty to children or animals.

tions on lines 15–18 of Schedule A under the This includes the Red Cross, the United
Satisfying the written acknowledgement heading ‘‘Gifts to Charity.’’ The amount of Way, Boy Scouts, and Girl Scouts. Cer-
requirement for out-of-pocket expenses. your deduction may be limited if certain rules tain organizations that foster national or
Certain items are required to satisfy the writ- and limits explained in this chapter apply to international amateur sports competi-
ten acknowledgement requirement for un- you. tion also qualify.
reimbursed out-of-pocket expenses related

3) War veterans’ organizations, includingto services you render to a qualified organi- Useful Items
posts, auxiliaries, trusts, or foundations,zation. See Out-of-pocket expenses under You may want to see:
organized in the United States or any ofContributions of $250 or More.
its possessions.Publication

4) Domestic fraternal societies, orders,□ 526 Charitable Contributions
and associations operating under theImportant Reminders □ 561 Determining the Value of lodge system.

Donated PropertyLimit on itemized deductions.  Certain Note: Your contribution to this type
itemized deductions (including charitable of organization is deductible only if it is

Form (and Instructions)contributions) are limited if your adjusted to be used solely for charitable, relig-
gross income is more than $114,700 □ Schedule A (Form 1040) Itemized ious, scientific, literary, or educational
($57,350 if you are married filing separately). Deductions purposes, or for the prevention of cru-
See Chapter 22. elty to children or animals.

5) Certain nonprofit cemetery companiesDisaster relief.  You can deduct contribu-
or corporations.Organizations Thattions earmarked for ‘‘Earthquake Disaster

Note: Your contribution to this typeRelief’’ or other disaster relief to a qualified Qualify To Receive of organization is not deductible if it canorganization (defined later under Organiza-
be used for the care of a specific lot ortions That Qualify To Receive Deductible Deductible
mausoleum crypt.Contributions). However, you cannot deduct Contributions contributions earmarked for relief of a partic-

Examples.  Qualified organizations that fitular individual or family. You can deduct your contributions only if you
into one of the above categories include:make them to a qualified organization. To

Written acknowledgement required.  You become a qualified organization, most orga- ● Churches, a convention or association of
can claim a deduction for a contribution of nizations other than churches and govern- churches, temples, synagogues,
$250 or more only if you have a written ac- ments, as described below, must apply to mosques, and other religious organiza-
knowledgement of your contribution from the IRS. tions. However, if such religious organiza-
the qualified organization. For more informa- tions were not organized in the United
tion, see Records To Keep, later in this How to find out whether an organization States or its possessions, they are not
chapter. qualifies.  You can ask any organization qualified organizations. There are excep-

whether it is a qualified organization, and tions for certain contributions to Canadian
Payment partly for goods or services.  A most will be able to tell you. Or you can and Mexican charities discussed later.
qualified organization that receives a pay- check IRS Publication 78, Cumulative List of

● Civil defense organizations.ment from you must give you a written state- Organizations, which lists most qualified or-
ment if the payment is more than $75 and is ganizations. To check Publication 78, go to ● Most nonprofit charitable organizations.
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● Most nonprofit educational organizations, Table 26-1. Examples of Charitable Contributions—A Quick Check
including day care centers if substantially

Use the following lists for a quick check of contributions you can or cannot deduct.all the child care provided is to enable indi-
See the rest of this chapter for more information and additional rules and limits thatviduals (the parents) to be gainfully em-
may apply.ployed and the services are available to

the general public. However, if your contri-
bution is a substitute for tuition or other en-

Deductible As Not Deductible Asrollment fee, it is not deductible as a chari-
Charitable Contributions Charitable Contributionstable contribution, as explained later

under Contributions You Cannot Deduct. Money or property you give to: Money or property you give to:
● Nonprofit hospitals and medical research

● Churches, synagogues, temples, ● Civic leagues, social and sportsorganizations.
mosques, and other religious clubs, labor unions, and chambers

● Nonprofit volunteer fire companies. organizations of commerce
● Public parks and recreation facilities.

● Federal, state, and local ● Foreign organizations (except
governments, if your contribution is certain Canadian and Mexican● Utility company emergency energy pro-
solely for public purposes (for charities)grams, if the utility company is an agent for
example, a gift to reduce the publica charitable organization that assists indi-
debt) ● Groups that are run for personalviduals with emergency energy needs.

profit
● Nonprofit schools and hospitals

Canadian charities.  You can deduct contri- ● Groups whose purpose is to lobby
butions to certain Canadian charitable orga- ● Public parks and recreation facilities for law changes
nizations covered under an income tax
treaty with Canada. See Publication 597, In- ● Salvation Army, Red Cross, CARE, ● Homeowners’ associations
formation on the United States–Canada In- Goodwill Industries, United Way, Boy
come Tax Treaty, for information on how to Scouts, Girl Scouts, Boys and Girls ● Individuals
figure your deduction. Clubs of America, etc.

● Political groups or candidates for
● War veterans’ groups public officeMexican charities.  You may be able to de-

duct contributions to certain Mexican chari-
Costs you pay for a student living with you, Cost of raffle, bingo, or lottery ticketstable organizations under an income tax

sponsored by a qualified organizationtreaty with Mexico. The organization must
Dues, fees, or bills paid to country clubs,meet tests that are essentially the same as Out-of-pocket expenses when you serve a lodges, fraternal orders,

the tests that qualify U.S. organizations to re- qualified organization as a volunteer or similar groups
ceive deductible contributions. To deduct
your contribution, you must have income Tuition
from sources in Mexico. If you need more in-
formation, see Publication 526. Value of your time or services

Value of blood given to a blood bank

Contributions
You Can Deduct 

can deduct only the amount of your contribu- Athletic events.  If you make a payment to,
tion that is more than the value of the benefit or for the benefit of, a college or universityGenerally, you can deduct your contributions
you receive. and, as a result, you receive the right to buyof money or property that you make to, or for

If you pay more than fair market value to tickets to an athletic event in the athletic sta-the use of, a qualified organization. A gift or
a qualified organization for merchandise, dium of the college or university, you can de-contribution is ‘‘for the use of’’ a qualified or-
goods, or services, the amount you pay that duct 80% of the payment as a charitableganization when it is held in a legally en-
is more than the value of the item can be a contribution.forceable trust for the qualified organization
charitable contribution. For the excess If any part of your payment is for ticketsor in a similar legal arrangement.
amount to qualify, you must pay it with the in- (rather than the right to buy tickets), that partIf you give property to a qualified organi-
tent to make a charitable contribution. is not deductible. In that case, subtract thezation, you generally can deduct the fair mar-

price of the tickets from your payment. 80%ket value of the property at the time of the Example 1.  You pay $65 for a ticket to a
of the remaining amount is a charitablecontribution. See Contributions of Property, dinner-dance at a church. All of the pro-
contribution.later in this chapter. ceeds of the function go to the church. The

Your deduction for charitable contribu- ticket to the dinner-dance has a fair market Example 1.  You pay $300 a year for
tions is generally limited to 50% of your ad- value of $25. When you buy your ticket you membership in an athletic scholarship pro-
justed gross income, but in some cases 20% know that its value is less than your pay- gram maintained by a university (a qualified
and 30% limits may apply. See Limit on De- ment. To figure the amount of your charita- organization). The only benefit of member-
ductions, later. ble contribution, you subtract the value of ship is that you have the right to buy one sea-

Table 26–1 lists some examples of con- the benefit you received ($25) from your total son ticket for a seat in a designated area of
tributions you can deduct and some that you payment ($65). You can deduct $40 as a the stadium at the university’s home football
cannot deduct. contribution to the church. games. You can deduct $240 (80% of $300)

as a charitable contribution.Example 2.  At a fund-raising auction
conducted by a charity, you pay $600 for a Example 2.  The facts are the same as inContributions From Which
week’s stay at a beach house. The amount Example 1 except that your $300 paymentYou Benefit you pay is no more than the fair rental value. included the purchase of one season ticket

If you receive a benefit as a result of making You have not made a deductible charitable for the stated ticket price of $120. You must
a contribution to a qualified organization, you contribution. subtract the usual price of a ticket ($120)

Page 184 Chapter 26 CONTRIBUTIONS



from your $300 payment. The result is $180. (excluding any allocated overhead) is not You can deduct up to $50 a month for
$144 (80% of $180) is your deductible chari- more than $6.60 (for 1995 events). each full calendar month the student lives
table contribution. with you. Any month when conditions (1)

through (3) above are met for 15 days orToken items.  You can deduct your entire
more counts as a full month.Charity benefit events.  If you pay a quali- payment to a qualified organization as a

fied organization more than fair market value You cannot deduct the costs of a foreigncharitable contribution, if both of the follow-
for the right to attend a charity ball, banquet, student living in your home under a mutualing are true:
show, sporting event, or other benefit event, exchange program through which your child

1) You receive:you can deduct only the amount that is more will live with a family in a foreign country.
than the value of the privileges or other ben- For additional information, see Expensesa) As a result of the payment, low-cost
efits you receive. Paid for Student Living With You in Publica-items such as bookmarks, calendars,

If there is an established charge for the tion 526, Charitable Contributions.mugs, or caps that have on them the
event, that charge is the value of your bene- organization’s name or logo, or
fit. If there is no established charge, your Out-of-Pocket Expenses inb) A low-cost item that you did not ordercontribution is that part of your payment that

and can keep even if you do not make Giving Services is more than the reasonable value of the
a contribution.right to attend the event. Whether you use You may be able to deduct some amounts

the tickets or other privileges has no effect you pay in giving services to a qualified or-2) The qualified organization correctly in-
on the amount you can deduct. However, if ganization. The amounts must be:forms you that the value of the item you
you return the ticket to the qualified organi- received is not substantial and that you Unreimbursed,zation for resale, you can deduct the entire can deduct your payment in full.

Directly connected with the services,amount you paid for the ticket.
Even if the ticket or other evidence of Expenses you had only because of theWritten statement.  A qualified organizationpayment indicates that the payment is a services you gave, andmust give you a written statement if you‘‘contribution,’’ this does not necessarily

make a payment to it that is more than $75 Not personal, living, or family expenses.mean you can deduct the entire amount. If
and is partly a contribution and partly forthe ticket shows the price of admission and
goods or services. The statement must tell Table 26–2 contains questions and an-the amount of the contribution, you can de-
you that you can deduct only the amount of swers that apply to some individuals whoduct the contribution amount.
your payment that is more than the value of volunteer their services.Example.  You pay $40 to see a special the goods or services you received. It must

showing of a movie for the benefit of a quali- also give you a good faith estimate of the
Conventions.  If you are a chosen represen-fied organization. Printed on the ticket is value of those goods or services.
tative attending a convention of a qualified‘‘Contribution—$40.’’ If the regular price for The organization can give you the state-
organization, you can deduct actual un-the movie is $8, your contribution is $32 ($40 ment either when it solicits or when it re-
reimbursed expenses for travel and trans-payment –  $8 regular price). ceives the payment from you.
portation, including a reasonable amount forAn organization will not have to give you
meals and lodging, while away from homeMembership fees or dues.  You may be this statement if one of the following is true:
overnight in connection with the convention.able to deduct membership fees or dues you

1) The organization is: However, see Travel, later.pay to a qualified organization. However, you
You cannot deduct personal expensescan deduct only the amount that is more a) The type of organization described in

for sightseeing, fishing parties, theater tick-than the value of the benefits you receive. (1) under Types of Qualified Organi-
ets, or nightclubs. You also cannot deductYou cannot deduct dues, fees, or assess- zations, earlier, or
travel, meals and lodging, and other ex-ments paid to country clubs and other social

b) Formed only for religious purposes, penses for your spouse or children.organizations. They are not quali f ied
and the only benefit you receive is an You cannot deduct your expenses in at-organizations.
intangible religious benefit (such as tending a church convention if you go only asCertain membership benefits can be
admission to a religious ceremony) a member of your church rather than as adisregarded.  Both you and the organization
that generally is not sold in commer- chosen representative. You can deduct un-can disregard certain membership benefits
cial transactions outside the donative reimbursed expenses that are directly con-when they are provided in return for an an-
context. nected with giving services for your churchnual payment of $75 or less to the qualified

during the convention, but you cannot claimorganization. You can pay more than $75 to 2) You receive only low-cost items as de-
the cost of your evening at the theater.the organization, if the organization does not scribed under Token items, earlier.

require a larger payment for you to receive
the benefits. The benefits covered under this Uniforms. You can deduct the cost and up-
rule are: keep of uniforms that are not suitable for

Expenses Paid for Student everyday use and that you must wear while● Any rights or privileges, other than those
performing donated services for a charitableLiving With You discussed under Athletic events earlier,
organization.that you can use frequently while you are a You may be able to deduct some expenses

member, such as: of having a student live with you. You can de-
Foster parents. You can deduct some ofduct expenses for a foreign or American stu-a) Free or discounted admission to the the costs of being a foster parent (fosterdent who:organization’s facilities or events, care provider) if you have no profit motive in

b) Free or discounted parking, 1) Lives in your home under a written providing the foster care and are not, in fact,
agreement between you and a ‘‘quali- making a profit.c) Preferred access to goods or ser-
fied organization’’ as part of a program You can deduct expenses that are:vices, and
of the organization to provide educa-

1) Greater than any nontaxable paymentsd) Discounts on the purchase of goods tional opportunities for the student,
you receive to provide foster care for in-and services;

2) Is not your dependent or relative, and dividuals placed in your home by a char-
● Admission, while you are a member, to

itable organization, andevents that are open only to members of 3) Is a full-time student in the twelfth or any
the organization, if the organization rea- lower grade at a school in the United 2) Spent to provide support for those
sonably projects that the cost per person States. individuals.
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Table 26-2. Volunteers’ Questions and Answers
If you do volunteer work for a qualified organization, the following questions and answers may apply to you. All of the rules explained
in this chapter also apply. See, in particular, Out-of-Pocket Expenses in Giving Services.

Question Answer

I do volunteer work 6 hours a week in the office of a qualified No, you cannot deduct the value of your time or services.
organization. The receptionist is paid $6 an hour to do the same
work I do. Can I deduct $36 a week for my time?

The office is 30 miles from my home. Can I deduct any of my car Yes, you can deduct the costs of gas and oil that are directly
expenses for these trips? related to getting to the qualified organization where you are a

volunteer. If you don’t want to figure your actual costs, you can
deduct 12 cents for each mile.

I am a Red Cross nurse’s aide at a hospital. Can I deduct the cost of Yes, you can deduct the cost of buying and cleaning your uniforms
uniforms that I must wear? if the hospital is a qualified organization, the uniforms are not

suitable for everyday use, and you must wear them when
volunteering.

I pay a babysitter to watch my children while I do volunteer work for No, you cannot deduct payments for child care expenses as a
a qualified organization. Can I deduct these costs? charitable contribution, even if they are necessary so you can do

volunteer work for a qualified organization. (If you have child care
expenses so you can work for pay, see Chapter 33.)

For more information, see Foster-care significant portions of the trip you are not re- For information on business-related travel
quired to render services, you cannot deduct expenses, see Travel Expenses in Chapterproviders under Income Not Taxed in Chap-
your travel expenses. 28.ter 13.

Example 2.  You sail from one island to
Car expenses.  You can deduct  un- another and spend 8 hours a day counting
reimbursed out-of-pocket expenses, such as whales and other forms of marine life. The Contributionsthe cost of gas and oil, that are directly re- project is sponsored by a charitable organi-
lated to the use of your car in giving services zation. In most circumstances, you cannot You Cannot Deduct 
to a charitable organization. You cannot de- deduct your expenses.

There are some contributions that you can-duct any part of general repair and mainte- Example 3.  You work for several hours not deduct, such as those made to individu-nance expenses, depreciation, registration each morning on an archaeological excava- als (See Contributions to Individuals, next.)fees, or the costs of tires or insurance. tion sponsored by a charitable organization. and those made to nonqualified organiza-If you do not want to deduct your actual The rest of the day is free for recreation and tions (See Contributions to Nonqualified Or-expenses, you can use a standard rate of 12 sightseeing. You cannot take a charitable ganizations, later.). You can deduct only partcents a mile to figure your contribution. contribution deduction even though you of other contributions as discussed laterYou can deduct parking fees and tolls, work very hard during those few hours. under Contributions From Which Youwhether you use your actual expenses or the
Benefit.Example 4.  You spend the entire day at-standard rate.

tending a charitable organization’s regionalYou must keep reliable written records of
meeting as a chosen representative. In the Contributions Toyour car expenses. For more information,
evening you go to the theater. You can claimsee Car Expenses under Records To Keep, Individuals your travel expenses as charitable contribu-later. You cannot deduct contributions to specifictions, but you cannot claim the cost of your

individuals, including:evening at the theater.
Travel.  You can claim a charitable contribu- Daily allowance (per diem).  If you pro- ● Contributions to fraternal societies madetion deduction for travel expenses necessa- vide services for a charitable organization for the purpose of paying medical or burialrily incurred while you are away from home and receive a daily allowance to cover rea- expenses of deceased members.performing services for a charitable organi- sonable travel expenses, including meals

● Contributions to individuals who arezation only if there is no significant element and lodging while away from home over- needy or worthy. This includes contribu-of personal pleasure, recreation, or vacation night, include in income the amount that is tions to a qualified organization if you indi-in such travel. This applies whether you pay more than your actual travel expenses. You cate that your contribution is for a specificthe expenses directly or indirectly. You are can deduct your necessary travel expenses person. But you can deduct a contributionpaying the expenses indirectly if you make a that are more than the allowance. that you give to a qualified organizationpayment to the charitable organization and Deductible travel expenses.  These that in turn helps needy or worthy individu-the organization pays for your travel include: als if you do not indicate that your contri-expenses.
● Air, rail, and bus transportation, bution is for a specific person.The deduction will not be denied simply

because you enjoy providing services to the ● Payments to a member of the clergy that● Out-of-pocket expenses for your car,
charitable organization. can be spent as he or she wishes, such as

● Taxi fares or other costs of transportation
for personal expenses.Example 1.  You are a troop leader for a between the airport or station and your

tax-exempt youth group and take the group ● Expenses you paid for another personhotel,
on a camping trip. You can take a charitable who provided services to a qualified

● Lodging costs, andcontribution deduction for your own travel organization.
● The cost of meals.expenses if you are on duty in a genuine and Example. Your son does missionary

substantial sense throughout the trip, even work. You pay his expenses. You cannot
though you enjoyed the trip. However, if you Because these travel expenses are not busi- claim a deduction for your son’s un-
have only nominal duties relating to the per- ness-related, they are not subject to the reimbursed expenses related to his contri-
formance of services for the charity, or for same limits business-related expenses are. bution of services.
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● Payments to a hospital that are for ser- apartment you will occupy, it is not a chari- in value, you may have to make some adjust-
vices for a specific patient or for a spe- table contribution. ments. See Giving Property That Has In-
cific patient’s care . You cannot deduct creased in Value, later.

● Costs of raffles, bingo, lottery, etc. You
these payments even if the hospital is op- For information about the records youcannot deduct as a charitable contribution
erated by a city, a state, or other qualified must keep and the information you must fur-amounts you pay to buy raffle or lottery
organization. nish with your return if you donate property,tickets or to play bingo or other games of

see Records To Keep and How To Report,chance. For more information on how to
later.report gambling winnings and losses, see

Gambling Losses to the Extent of Gam-Contributions To
Partial interest in property.  Generally, youbling Winnings in Chapter 30.Nonqualified Organizations cannot deduct a charitable contribution, not

● Dues to fraternal orders and similarYou cannot deduct contributions to organi- made by a transfer in trust, of less than your
groups. However, see Membership fees orzations that are not qualified to receive tax- entire interest in property. A contribution of
dues earlier under Contributions Fromdeductible contributions, including: the right to use property, not made by a
Which You Benefit. transfer in trust, is a contribution of less than● Certain state bar associations, if:

● Tuition, or amounts you pay instead of tui- your entire interest in that property and is not
a) The state bar is not a political subdivi- tion, even if you pay them for children to deductible. For exceptions and more infor-

sion of a state, attend parochial schools or qualifying non- mation, see Partial Interest in Property in
b) The bar has private, as well as public, profit day care centers. You also cannot Publication 561.

purposes, such as promoting the pro- deduct any fixed amount you may be re-
fessional interests of members, and quired to pay in addition to the tuition fee Future interests in tangible personal

to enroll in a private school, even if it is property.  You can deduct the value of ac) Your contribution is unrestricted and
designated as a ‘‘donation.’’ charitable contribution of a future interest incan be used for private purposes.

tangible personal property only after all inter-
● Chambers of commerce and other busi- vening interests in and rights to the actual

ness leagues or organizations. possession or enjoyment of the propertyValue of Time or Services 
● Civic leagues and associations. have either expired or been turned over toYou cannot deduct the value of your time or

someone other than yourself, a related per-services, including:● Communist organizations.
son, or a related organization.

● Blood donations to the Red Cross or to● Country clubs and other social clubs. A future interest is any interest that is to
blood banks. begin at some future time, regardless of● Foreign organizations. But you can de-

● The value of income lost while you work whether it is designated as a future interestduct contributions you make to:
as an unpaid volunteer for a qualified under state law.a) A U.S. organization that transfers
organization.funds to a charitable foreign organiza-

tion if the U.S. organization controls Determining
the use of the funds, or if the foreign Fair Market ValuePersonal Expenses organization is only an administrative

This section discusses general guidelinesarm of the U.S. organization, or You cannot deduct personal, living, or family
for determining the fair market value of vari-expenses, such as:b) Certain Canadian or Mexican charita- ous types of donated property. Fair market

ble organizations. See Canadian ● The cost of meals you eat while you per- value is the price at which property would
charities and Mexican charities under form services for a qualified organization, change hands between a willing buyer and a
Organizations That Qualify To Re- unless it is necessary for you to be away willing seller, neither having to buy or sell,
ceive Deductible Contributions, from home overnight while performing the and both having reasonable knowledge of all
earlier. services. the relevant facts. Publication 561, Deter-

● Homeowners’ associations. mining the Value of Donated Property, con-● Adoption expenses, including fees paid
tains a more complete discussion.to an adoption agency and the costs of● Labor unions. (But you may be able to

keeping a child in your home before adop-deduct union dues as a miscellaneous
tion is final. However, you may be able to Used clothing and household goods.itemized deduction, subject to the 2% of
claim an exemption for the child. See Generally, the fair market value of usedadjusted gross income limit, on Schedule
Adoption in Chapter 3. clothing and household goods is far lessA (Form 1040). See Chapter 30.)

than its original cost.
● Political organizations and candidates. For used clothing, you should claim as

the value the price that buyers of used itemsAppraisal Fees 
actually pay in used clothing stores, such asFees that you pay to find the fair marketContributions From Which consignment or thrift shops.value of donated property are not deductible

See Household Goods in Publication 561as contributions. You can claim them, sub-You Benefit 
for information on the valuation of householdject to the 2% of adjusted gross income limit,You cannot deduct contributions that you
goods, such as furniture, appliances, andas miscellaneous deductions on Schedule Agive to qualified organizations if, as a result,
linens.(Form 1040). See Chapter 30.you receive or expect to receive a financial

or economic benefit equal to the contribu-
Cars, boats, and aircraft.  If you contributetion. These include:
a car, boat, or aircraft, you must determine

● Contributions for lobbying. This includes Contributions its fair market value.
amounts that you earmark for use in or in Certain commercial firms and trade orga-of Propertyconnection with influencing specific nizations publish guides, commonly called
legislation. ‘‘blue books,’’ containing complete dealerIf you contribute property to a qualified or-

sale prices or dealer average prices for re-● Contributions to a retirement home that ganization, the amount of your charitable
cent model years. The guides may be pub-are clearly for room, board, maintenance, contribution is generally the fair market value
lished monthly or seasonally, and for differ-or admittance. Also, if the amount of your of the property at the time of the contribu-
ent regions of the country. These guidescontribution depends on the type or size of tion. However, if the property has increased
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also provide estimates for adjusting for unu- market value of the stock on the day you do- year you make it, regardless of when you re-
nate it is $1,000, but you paid only $800 (yoursual equipment, unusual mileage, and physi- pay the loan.
basis). Because the $200 of appreciationcal condition. The prices are not ‘‘official’’
would be short-term capital gain if you soldand these publications are not considered
the stock, your deduction is limited to $800an appraisal of any specific donated prop- Limit on Deductions(fair market value less the appreciation).erty. But they do provide clues for making an

appraisal and suggest relative prices for If your total contributions for the year are
Capital gain property.  Property is capitalcomparison with current sales and offerings 20% or less of your adjusted gross income
gain property if its sale at fair market valuein your area. (line 32, Form 1040), you do not need to read
on the date of the contribution would haveExample.  You donate your car to a local this section. The limits discussed here do not
resulted in long-term capital gain. It includeshigh school for use by their students study- apply to you.
capital assets held more than one year, asing automobile repair. Your credit union told The amount of your deduction may be
well as certain real property and depreciableyou that the ‘‘blue book’’ value of the car is limited to either 20%, 30%, or 50% of your
property used in your trade or business and,$1,600. However, your car needs extensive adjusted gross income, depending on the
generally, held more than one year.repairs and, after some checking, you find type of property you give and the type of or-

When figuring your deduction for a gift ofthat you would not be able to sell it for more ganization you give it to. These limits are de-
capital gain property, you usually can use thethan $750. You can deduct $750, the true scribed below.
fair market value of the gift. However, in cer-fair market value of the car, as a charitable If your contributions are more than any oftain situations, you must reduce the fair mar-contribution. the limits that apply, see How To Figure Yourket value to the property’s cost or other

Deduction When Limits Apply, in Publicationbasis.Large quantities.  If you contribute a large 526.
number of the same item, fair market value is

Bargain sales.  A bargain sale of property tothe price at which comparable numbers of 50% limit.  This limit applies to the total of alla qualified organization (a sale or exchangethe item are being sold. charitable contributions you make during thefor less than the property’s fair market value)
year. This means that your deduction foris partly a charitable contribution and partly a
charitable contributions cannot be moreGiving Property That sale or exchange. A bargain sale may result
than 50% of your adjusted gross income forin a taxable gain.Has Decreased in Value the year (line 32, Form 1040).

If you contribute property with a fair market The 50% limit is the only limit that appliesFor more information  on donated appreci-value that is less than your basis in it, your to gifts to organizations listed below underated property, see Giving Property That Hasdeduction is limited to fair market value. You 50% limit organizations. But there is one ex-Increased in Value in Publication 526.cannot claim a deduction for the difference ception. A special 30% limit also applies to
between the property’s basis and its fair such gifts if they are gifts of capital gain prop-
market value. erty for which you figure your deduction us-

ing fair market value without reduction forWhen To Deduct 
appreciation. (See Special 30% limit, later.)Giving Property That You can deduct your contributions only in

50% limit organizations.  The followingthe year you actually make them in cash orHas Increased in Value are 50% limit organizations:other property (or in a later carryover year,If you contribute property with a fair market
1) Churches, and conventions or associa-as explained later under Carryovers). Thisvalue that is more than your basis in it, you

tions of churches,applies whether you use the cash or an ac-may have to reduce the fair market value by
crual method of accounting. 2) All public charities,the amount of appreciation (increase in

Usually, you make a contribution at thevalue) when you figure your deduction. 3) All private operating foundations,time of its unconditional delivery. For exam-Your ‘‘basis’’ in property is generally
ple, a check that you mail to a charity is con- 4) Private nonoperating foundations thatwhat you paid for it. See Chapter 14 if you
sidered delivered on the date you mail it. make qualifying distributions of 100% ofneed more information about basis.
Contributions charged on your bank credit contributions within 21/2 months follow-Different rules apply to figuring your de- card are deductible in the year you make the ing the year they receive the contribu-duction, depending on whether the property charge. If you use a pay-by-phone account, tion, andis: the date you make a contribution is the date

5) Certain private foundations whose con-1) Ordinary income property, or the financial institution pays the amount.
tributions are pooled in a common fund,This date should be shown on the statement2) Capital gain property. the income and principal of which arethe financial institution sends to you.
paid to public charities.The gift to a charity of a properly en-

Ordinary income property.  Property is or- dorsed stock certificate is completed on the
dinary income property if its sale at fair mar- The organization will be able to tell you if thedate of mailing or other delivery to the charity
ket value on the date it was contributed contributions you make to it qualify for theor to the charity’s agent. However, if you give
would have resulted in ordinary income or in 50% limit.a stock certificate to your agent or to the is-
short-term capital gain. Examples of ordinary suing corporation for transfer to the name of
income property are inventory, works of art 30% limit.  This limit applies to:the charity, your gift is not completed until
created by the donor, manuscripts prepared the date the stock is transferred on the ● Gifts for the use of any organization, andby the donor, and capital assets held one books of the corporation.
year or less. ● Gifts (other than capital gain property) toIf you issue and deliver a promissory note

The amount you can deduct for a contri- all qualified organizations other than 50%to a charitable organization as a contribu-
bution of ordinary income property is its fair limit organizations. This includes gifts totion, it is not a contribution until you make the
market value less the amount that would be veterans’ organizations, fraternal socie-note payments. Similarly, if you grant an op-
ordinary income or short-term capital gain if ties, nonprofit cemeteries, and certain pri-tion to buy real property at a bargain price to
you sold the property for its fair market value. vate nonoperating foundations.a charitable organization, you cannot take a
Generally, this rule limits the deduction to deduction until the organization exercises
your basis in the property. Special 30% limit.  This limit applies to giftsthe option.

of capital gain property to 50% l imitExample.  You donate stock that you If you make a contribution with borrowed
organizations.held for 5 months to your church. The fair funds, you can deduct the contribution in the
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There is one exception to this general c) If payment was charged to a credit or more from a single paycheck, you must
rule. The special 30% limit does not apply keep:card – the amount, transaction date,
when you choose to reduce the fair market and to whom paid. 1) A pay stub, Form W–2, or other docu-
value of the property by the amount that ment furnished by your employer that2) A receipt (or a letter or other written
would have been long-term capital gain if proves the amount withheld, andcommunication) from the charitable or-
you had sold the property. Instead, only the ganization showing the name of the or- 2) A pledge card or other document from50% limit applies. For more information, see ganization, the date of the contribution, the qualified organization that states thethe rules for electing the 50% limit for capital and the amount of the contribution. organization does not provide goods orgain property under How To Figure Your De-

services in return for any contribution3) Other reliable written records that in-duction When Limits Apply in Publication
made to it by payroll deduction.clude the information described in (2).526.

Records may be considered reliable if
Out-of-pocket expenses.  If you render ser-they were made at or near the time of20% limit.  This limit applies to gifts of capi-
vices to a qualified organization and havethe contribution, were regularly kept bytal gain property to all qualified organizations
unreimbursed out-of-pocket expenses re-you, or if, in the case of small donations,other than 50% limit organizations.
lated to those services, you can satisfy theyou have emblems, buttons, or other to-
written acknowledgement requirement justkens that are regularly given to personsCarryovers.  You can carry over your contri-
discussed if:making small cash contributions.butions that you are not able to deduct in the

current year because they exceed your ad- 1) You have adequate records to substan-
justed gross income limit. You can deduct tiate the amount of the expenditures,
the excess in each of the next 5 years until it andContributions of $250 or More 
is used up, but not beyond that time. For You can claim a deduction for a contribution 2) By the required date, you get an ac-
more information, see Carryovers in Publica- of $250 or more only if you have an acknowl- knowledgement from the qualified or-
tion 526. edgement of your contribution from the qual- ganization that contains:

ified organization or adequate payroll deduc- a) A description of the services you
tion records. provided,

Records To Keep b) The date the services were provided,Amount of contribution.  In f iguring
You must keep records to prove the amount c) A statement of whether or not the or-whether your contribution is $250 or more,
of the cash and noncash contributions you ganization provided you any goods ordo not combine separate contributions.
make during the year. The kind of records services to reimburse you for the ex-However, two checks written on the same
you must keep depends on the amount of penses you incurred,date to the same qualified organization may
your contributions and whether they are be considered one contribution. d) A description and a good faith esti-
cash or noncash contributions. If contributions are made by payroll de- mate of the value of any goods or ser-

duction, the deduction from each paycheck vices (other than intangible religious
Note.  An organization generally must is treated as a separate contribution. benefits) provided to reimburse you,

give you a written statement if it receives a and
payment from you that is more than $75 and Acknowledgement.  The acknowledge- e) A statement of any intangible relig-is partly a contribution and partly for goods ment must meet these tests: ious benefits provided to you.or services. (See Contributions From Which

1) It must be written.You Benefit under Contributions You Can
Car expenses.  If you claim expenses di-Deduct, earlier.) Keep the statement for your 2) It must include:

rectly related to use of your car in giving ser-records. It may satisfy all or part of the re-
a) The amount of cash you contributed, vices to a qualified organization, you mustcordkeeping requirements explained in the

keep reliable written records of your ex-following discussions. b) Whether the qualified organization
penses. Whether your records are consid-gave you any goods or services
ered reliable depends on all the facts and cir-(other than token items of little value)

Cash Contributions cumstances. General ly, they may beas a result of your contribution, and
considered reliable if you made them regu-Cash contributions include those paid by c) A description and good faith estimate larly and at or near the time you had thecash, check, credit card, or payroll deduc- of the value of any goods or services expenses.tion. They also include your out-of-pocket described in (b). If the only benefit you Your records must show the name of theexpenses when donating your services. received was an intangible religious organization you were serving each time youFor a contribution made in cash, the benefit (such as admission to a relig- used your car for a charitable purpose. If yourecords you must keep depend on whether ious ceremony) that generally is not use the standard mileage rate of 12 cents athe contribution is: sold in a commercial transaction mile, your records must show the miles you1) Less than $250, or outside the donative context, the ac- drove your car for the charitable purpose. If

knowledgement must say so and2) $250 or more. you deduct your actual expenses, your
does not need to describe or estimate records must show the costs of operating
the value of the benefit. the car that are directly related to a charita-

ble purpose.Contributions of Less Than $250 3) You must get it on or before the earlier
See Car expenses, earlier under Out-of-of:For each cash contribution that is less than

Pocket Expenses in Giving Services, for the$250, you must keep one of the following: a) The date you file your return for the
expenses you can deduct.year you make the contribution, or1) A canceled check, or a legible and read-

able account statement that shows: b) The due date, including extensions, Noncash Contributions a) If payment was by check – the check for filing the return.
For a contribution not made in cash, thenumber, amount, date posted, and to
records you must keep depend on whetherwhom paid. Payroll deductions.  If you make a contribu- your deduction for the contribution is:

tion by payroll deduction, you do not need anb) If payment was by electronic funds
1) Less than $250,acknowledgement from the qualified organi-transfer – the amount, date posted,

zation. But if your employer deducted $250and to whom paid. 2) At least $250 but not more than $500,
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3) Over $500 but not more than $5,000, or limit on certain capital gain property, you 1) It must be written.
must keep a record showing the years4) Over $5,000. 2) It must include:for which you made the choice, contri-
butions for the current year to which the a) A description (but not the value) of
choice applies, and carryovers from pre- any property you contributed,Deductions of Less Than $250 
ceding years to which the choice ap-

If you make any noncash contribution, you b) Whether the qualified organizationplies. See How To Figure Your Deduc-
must get and keep a receipt from the charita- gave you any goods or servicestion When Limits Apply in Publication
ble organization showing: (other than token items of little value)526 for information on how to make the

as a result of your contribution, and1) The name of the charitable capital gain property election.
organization, c) A description and good faith estimate6) The amount you claim as a deduction

2) The date and location of the charitable of the value of any goods or servicesfor the tax year as a result of the contri-
contribution, and described in (b). If the only benefit youbution, if you contribute less than your

received was an intangible religious3) A reasonably detailed description of the entire interest in the property during the
benefit (such as admission to a relig-property. tax year. Your records must show the
ious ceremony) that generally is notamount you claimed as a deduction in
sold in a commercial transactionA letter or other written communication from any earlier years for contributions of
outside the donative context, the ac-the charitable organization acknowledging other interests in this property. They
knowledgement must say so andreceipt of the contribution and containing the must also include the name and ad-

information in (1), (2), and (3) will serve as a dress of each organization to which you does not need to describe or estimate
receipt. contributed the other interests, the the value of the benefit.

You are not required to have a receipt place where any such tangible property
3) You must get the acknowledgement onwhere it is impractical to get one (for exam- is located or kept, and the name of the

or before the earlier of:ple, if you leave property at a charity’s unat- person who has possession of the prop-
tended drop site). erty, if it is someone other than the or- a) The date you file your return for the

ganization to which you contributed. year you make the contribution, or
Additional records.  You must also keep re-

7) The terms of any conditions attached to b) The due date, including extensions,liable written records for each item of
the gift of property. for filing the return.donated property. Your written records must

include the following:
If the gift was a ‘‘qualified conservation con-

1) The name and address of the organiza- tribution,’’ your records must also include the Deductions Over $500 tion to which you contributed. fair market value of the underlying property
You are required to give additional informa-2) The date and location of the before and after the gift and the conserva-
tion if you claim a deduction over $500 forcontribution. tion purpose furthered by the gift. See Quali-
noncash charitable contributions. Seefied conservation contribution in Publication3) A description of the property in detail
Records To Keep in Publication 526 for561 for more information.reasonable under the circumstances.
more information.For a security, keep the name of the is-

suer, the type of security, and whether it Deductions of At Least $250
is regularly traded on a stock exchange But Not More Than $500 
or in an over-the-counter market. How To Report If you claim a deduction of at least $250 but

4) The fair market value of the property at not more than $500 for a noncash charitable
Enter your cash contributions (including out-the time of the contribution, and how contribution, you must get and keep an ac-
of-pocket expenses) on line 15, Schedule Ayou figured the fair market value. If it knowledgement of your contribution from
(Form 1040).was determined by appraisal, keep a the qualified organization. This acknowl-

Enter your noncash contributions on linesigned copy of the appraisal. edgement must contain the information in
16 of Schedule A (Form 1040). 5) The cost or other basis of the property if items (1) through (3) listed under Deductions

If your total deduction for all noncashyou must reduce its fair market value by of Less Than $250, earlier, and your written
contributions for the year is over $500, youappreciation. Your records should also records must include the information listed in
must also file Form 8283, Noncash Charita-include the amount of the reduction and that discussion under Additional records.
ble Contributions. See How To Report inhow you figured it. If you choose the The acknowledgement must also meet
Publication 526 for more information.50% limit instead of the special 30% these tests:
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Other sources of information.  For infor- Further, the deduction is taken as a miscella-
mation on a casualty, theft, or condemnation neous itemized deduction on Schedule A
concerning business or income-producing (Form 1040) and is subject to the 2% of ad-27.
property, see Chapter 25 in Publication 334, justed gross income limit for that year. See
Tax Guide for Small Business. Chapter 30 for information on this limit. ItNonbusiness For information on a condemnation of may also be affected by the overall limit on
your home, see Involuntary Conversions in itemized deductions that is explained inCasualty and Publication 544. Chapter 22.

Theft Losses Note.  You cannot choose the ordinaryUseful Items
loss deduction if any part of the deposits re-You may want to see:
lated to the loss is federally insured (exam-
ple — FDIC).Publication

Introduction □ 544 Sales and Other Dispositions of
When to choose.  You can choose to de-AssetsThis chapter discusses how you treat casu- duct a loss on deposits as a casualty or an

alty and theft losses for tax purposes when □ 547 Nonbusiness Disasters, ordinary loss for any year in which you can
the losses are personal and not business Casualties, and Thefts reasonably estimate how much of your de-
related. posits you have lost in an insolvent or bank-□ 550 Investment Income andYou have a casualty loss if you suffer rupt financial institution. The choice is gener-Expensesdamage to your property as a result of disas- ally made on the return you file for that year.
ters such as hurricanes, fires, car accidents, □ 551 Basis of Assets Once you treat the loss as a casualty or ordi-
and similar events. You have a theft loss if nary loss, you cannot treat the same amount□ 584 Nonbusiness Disaster, Casualty,
someone steals your property. This chapter of the loss as a nonbusiness bad debt whenand Theft Workbook
will cover the following types of losses: it actually becomes worthless. Also, the

choice applies to all your losses on deposits● Loss on deposits, Form (and Instructions)
for the year in that particular financial

● Casualty loss, including disasters, and □ 4684 Casualties and Thefts institution.
● Theft loss. If you do not make a choice, you must

wait until the actual loss is determined
This chapter will also provide information before you can deduct the loss as a nonbusi-Loss on Deposits

on what you should do once you determine ness bad debt. Once you make this choice,
A loss on deposits can occur when a bank,you have a casualty or theft loss. The follow- you cannot change it without permission
credit union, or other financial institution be-ing information is provided in this chapter: from the Internal Revenue Service.
comes insolvent or bankrupt. If you incurred

● How to figure the amount of your loss,
such a loss, you have three choices of how How to report.  The kind of deduction you

● When to deduct your loss subject to cer- to deduct the loss: choose for loss on deposits determines how
tain limits, you report your loss.1) As a nonbusiness bad debt,

● How to treat insurance and other reim- ● Nonbusiness bad debt — report on2) As a casualty loss, orbursements you receive for casualty Schedule D (Form 1040), Part I, line 1.
losses, and 3) As an ordinary loss.

● Casualty loss — report on Form 4684 first
● Which form to use to report your loss. and then on Schedule A (Form 1040), line

Note.  You cannot choose (2) or (3) if you 19.
own at least 1% of the financial institution,How to claim a loss.  You must file Form ● Ordinary loss — report on Schedule Aare an officer of the financial institution, or1040 and itemize your deductions on (Form 1040), line 22.are related to that owner or officer.Schedule A (Form 1040) to be able to claim

a casualty or theft loss of nonbusiness prop- Get the Form 1040 instructions for more
erty. You cannot claim these losses if you file Choice of loss deduction.  If you qualify to information.
Form 1040A or Form 1040EZ. choose the kind of deduction as explained

Publication 584  is available to help you above, the following information may help Deducted loss recovered.  If you recover
make a list of your damaged goods and fig- you choose the one best for you. an amount you already deducted in an ear-
ure your loss. That publication can serve as Nonbusiness bad debt.  A nonbusiness lier year as a loss, you may have to include
an inventory of your personal goods. It in- bad debt is deducted as a short-term capital the amount recovered in your income for the
cludes schedules to help you figure the loss loss on Schedule D (Form 1040). The capital year of receipt. If any part of the original de-
on your home and its contents, and on your loss that can be deducted after offsetting duction did not reduce your tax in the earlier
motor vehicles. capital gains is limited to $3,000 ($1,500 if year, you do not have to include that part of

married filing separately) for each year. For the recovery in your income. For more infor-
Deduction for casualty and theft losses is more details, see Nonbusiness Bad Debts in mation, see Recoveries in Chapter 13.
limited.  You must reduce each casualty or Chapter 4 of Publication 550.
theft loss on nonbusiness property by $100. Casualty loss.  A casualty loss deduc-
You must further reduce the total of your tion has no maximum limit. But in figuring the
casualty and theft losses for the year on non- Casualty deduction, reduce the loss by $100 and your
business property by 10% of your adjusted total losses by 10% of adjusted gross in- A casualty is the damage, destruction, or
gross income. If these amounts are more come, as explained later, under Deduction loss of property resulting from an identifiable
than your losses, you do not have a casualty Limits. You must itemize deductions on event that is sudden, unexpected, or
or theft loss deduction. Schedule A (Form 1040). unusual.

Ordinary loss.  An ordinary loss deduc-
● A sudden event is one that is swift, notDisaster area.  If you have a casualty loss in tion for a loss on deposits at a particular fi-

gradual or progressive.a federally declared disaster area, special nancial institution is limited to $20,000
rules apply. See Disaster Area Losses in ($10,000 if married filing separately) reduced ● An unexpected event is one that is ordi-
Publication 547. by any expected state insurance proceeds. narily unanticipated and unintended.
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● An unusual event is one that is not a day- Drought. When drought causes damage 2) Your adjusted basis in the property
to-day occurrence and that is not typical of or loss through progressive deteriora- before the casualty or theft.
the activity in which you were engaged. tion, it is not a casualty loss.

The decrease in fair market value is the
A casualty can also include a govern- difference between the property’s value im-

ment-ordered demolition or relocation of a mediately before and immediately after the
home that is unsafe to use because of a dis- casualty or theft.Theft aster. For more information, see Disaster
Area Losses in Publication 547. A theft is the unlawful taking and removing of Fair market value (FMV).  FMV is the price

money or property with the intent to deprive for which you could sell your property to a
Deductible losses.  Deductible casualty the owner of it. It includes, but is not limited willing buyer when neither of you have to sell
losses can result from a number of different to, larceny, robbery, and embezzlement. or buy and both of you know all the relevant
causes, including: If money or property is taken as the result facts.

of extortion, kidnapping, threats, or black-Earthquakes
mail, it can also be a theft. In these in- Adjusted basis.  Adjusted basis is your ba-Hurricanes
stances, you need to show that the taking of sis (usually cost) increased or decreased by

Tornadoes your property was illegal under the law of the various events, such as improvements and
state where it occurred, and that it was done casualty losses.Floods
with criminal intent.Storms

Theft.  The FMV of property immediately af-
Volcanic eruptions Mislaid or lost property. The simple disap- ter a theft is considered to be zero, since you

pearance of money or property is not a theft.Shipwrecks no longer have the property. Figure your
However, an accidental loss or disappear- theft loss using the smaller of the stolenMine cave-ins
ance of property can qualify as a casualty if it property’s FMV or adjusted basis.

Sonic booms results from an identifiable event that is sud- Example.  Several years ago, you pur-
den, unexpected, or unusual.Vandalism chased silver dollars at face value for $150.

Example.  A car door is accidentallyFires. If you willfully set the fire, or pay This is your adjusted basis in the property.
slammed on your hand, breaking the settingsomeone else to set it, you cannot Your silver dollars were stolen this year. The
of your diamond ring. The diamond falls fromdeduct the resulting loss. FMV of the coins was $1,000 when stolen,
the ring and is never found. The loss of the and insurance did not cover them. Your theftCar accidents. The loss from an acci-
diamond is a casualty. loss is $150.dent to your car is not a casualty loss

if your willful negligence or willful act
The cost of protection.  The cost of pro-caused the accident. The same is
tecting your property against a casualty ortrue if the willful act or willful negli- Proof of Loss 
theft is not part of a casualty or theft loss. Forgence of someone acting for you

To take a deduction for a casualty or theft example, you cannot deduct what you spendcaused the accident.
loss, you must be able to show that there on insurance or to board up your houseOther accidents. A loss due to the acci- was a casualty or theft. You also must be against a storm.

dental breakage of articles such as able to support the amount you take as a If you make permanent improvements to
glassware or china under normal con- deduction. your property to protect it against a casualty
ditions is not a casualty loss. Neither For a casualty loss, you should be able or theft, add the cost of these improvements
is a loss due to damage done by a to show: to your basis in the property. An example
family pet.

would be the cost of a dike to prevent● The type of casualty (car accident, fire,
flooding.storm, etc.) and when it occurred,Nondeductible losses.  There is no casu-

alty loss deduction if the damage or destruc- ● That the loss was a direct result of the Related expenses.  The incidental ex-tion is caused by: casualty, and penses you have due to a casualty or theft,
Termites or moths. ● That you were the owner of the property such as expenses for the treatment of per-

or, if you leased the property from some- sonal injuries, for temporary housing, or for aDisease. The progressive damage or de-
one else, that you were contractually liable rental car, are not part of your casualty orstruction of trees, shrubs, or other
to the owner for the damage. theft loss.plants by a fungus, disease, insects,

worms, or similar pests is not a de-
For a theft loss, you should be able to Repair and replacement costs.  The costductible casualty loss. But, a sudden

show: of repairing damaged property or of replac-destruction due to an unexpected or
ing stolen or destroyed property is not part ofunusual infestation by beetles or ● When you discovered that your property
a casualty or theft loss. Neither is the cost ofother insects may result in a casualty was missing,
cleaning up after a casualty. But see Leasedloss. If a storm, flood, or fire damages

● That your property was stolen, and property, later, and Measuring decrease intrees and shrubs, the loss is a
● That you were the owner of the property. FMV, later.casualty.

Example.  You bought a new chair 4Progressive deterioration. If a steadily
years ago for $300. In April, a fire destroyedoperating cause or a normal process
the chair. You estimated that it would costdamages your property, it is not con-
$500 to replace it. If you had sold the chairsidered a casualty. Thus, the steady Amount of Loss 
before the fire, you estimate that you couldweakening of a building due to nor-

Figure your casualty or theft loss by sub- have received only $100 for it because it wasmal wind and weather conditions is
tracting any insurance or other reimburse- 4 years old. The chair was not insured. Yournot a casualty. The rust and water
ment you receive or expect to receive from loss is $100, the FMV of the chair before thedamage to rugs and drapes caused
the smaller of the following two amounts: fire. It is not $500, the replacement value.by the bursting of a water heater qual-

ifies as a casualty. The deterioration 1) The decrease in fair market value of
and damage to the water heater itself the property as a result of the casualty Recovered property.  If you get your stolen
does not qualify. or theft, or property back, your loss is measured like a
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casualty loss from vandalism. That is, you a loss only for actual casualty damage to Appraisals.  The difference between the
must consider the actual FMV of the prop- your property. However, if your home is in a FMV of the property immediately before a
erty when you get it back. Your loss is figured federally declared disaster area, see Disas- casualty or theft and immediately afterwards
using the smaller of: ter Area Losses in Publication 547. should be determined by a competent ap-

praiser. The appraiser must recognize the ef-● The decrease in the FMV of the property
fects of any general market decline that mayMeasuring decrease in FMV.  You can usefrom the time it was stolen until the time it
occur along with the casualty. This is neces-the cost of cleaning up or of making repairsis recovered, or
sary so that any deduction is limited to theafter a casualty as a measure of the de-

● Your adjusted basis in the property. actual loss resulting from damage to thecrease in FMV if you meet all the following
property.conditions.

Leased property.  If you are liable for casu- The appraiser should be reliable and ex-
1) The repairs are necessary to bring thealty damage to property you lease, your loss perienced. Several factors are important in

property back to its condition before theis the amount you must pay to repair the evaluating the accuracy of an appraisal, in-
casualty.property. cluding the appraiser’s:

2) The amount spent for repairs is not
● Familiarity with your property before andBusiness or income-producing property. excessive. after the casualty or theft,If business or income-producing property is

3) The repairs take care of the damage
● Knowledge of sales of comparable prop-completely destroyed or lost because of a

only. erty in the area,casualty or theft, your loss is:
4) The value of the property after the re-

● Knowledge of conditions in the area of theYour adjusted basis in the property
pairs is not, due to the repairs, more casualty, and
than the value of the property before theMINUS

● Method of appraisal.casualty.
Any salvage value

Appraisal fees.  You can deduct yourRestoration of landscaping.  The cost
MINUS appraisal fees as a miscellaneous deductionof restoring landscaping to its original condi-

subject to the 2% of adjusted gross incometion after a casualty may indicate the de-Any insurance or other reimbursement
limit on line 22, Schedule A (Form 1040).you receive or expect to receive crease in FMV. You may be able to measure
The appraisal fee is an expense of determin-your loss by what you spend on the

The decrease in FMV is not considered. ing your tax liability. It is not a part of the cas-following:
See Chapter 25 in Publication 334. ualty loss. See Chapter 30.

1) Removing destroyed or damaged trees
and shrubs minus any salvage youSeparate computations.  Generally, if a sin- Records.  It is important that you have
receive,gle casualty or theft involves more than one records that will prove your deduction. If you

item of property, you must figure the loss on do not have the actual records to support2) Pruning and other measures taken to
each item separately. Then combine the your deduction, you can use other satisfac-preserve damaged trees and shrubs,
losses to determine the total loss from that tory evidence that is sufficient to establishand
casualty or theft. your deduction.3) Replanting necessary to restore theException for real property.  In figuring

property to its approximate value beforea casualty loss on nonbusiness real prop-
the casualty.erty, the entire property (including any im- Figuring the Loss provements, such as buildings, trees, and

Sources of valuation information.  It isshrubs) is treated as one item. Figure the Generally, you must figure your loss sepa-often difficult to value your property beforeloss using the smaller of: rately for each item stolen, damaged, orand after the casualty or theft. The following
● The decrease in FMV of the entire prop- destroyed. However, a special rule appliessources will be helpful in establishing these

erty, or for nonbusiness real property.values.
● The adjusted basis of the entire property. Photographs.  Photographs taken after

Real property.  Real property is land, thea casualty will be helpful in establishing the
plants and trees that grow on land, and theDecrease in fair market value.  To figure condition and value of the property after it
buildings and other structures that arethe decrease in FMV because of a casualty was damaged.
placed on land. In figuring a loss to real prop-or theft, you must make a determination of The costs of photographs obtained for
erty you own for personal use, all improve-the actual price you could have sold your this purpose are not a part of the loss. You
ments, such as buildings and ornamentalproperty for immediately before and immedi- can claim this cost as a miscellaneous de-
trees, are considered together. The loss isately after the loss. An appraisal is the best duction subject to the 2% of adjusted gross
the smaller of the decrease in the fair marketway to make this determination. See Ap- income limit on line 22, Schedule A (Form
value of the entire property or its adjustedpraisals, later. 1040). The cost of the photographs is an ex-
basis.pense of determining your tax liability. See

Items not to be considered.  You generally Chapter 30. Example.  You bought your home a few
should not consider the following items Cars.  Books issued by various automo- years ago. You paid $50,000 ($10,000 for
when attempting to establish the FMV of bile organizations may be useful in figuring the land and $40,000 for the house). You
your property. the value of your car if your car is listed in the also spent $2,000 for landscaping. This year

Sentimental value.  Do not consider books. You can use the books’ retail values a fire destroyed your home. The fire also
sentimental value when determining your and modify them by such factors as mileage damaged the shrubbery and trees in your
loss. If a family portrait, heirloom, or keep- and the condition of your car to figure its yard. The fire was your only casualty or theft
sake is damaged, destroyed, or stolen, you value. The prices are not ‘‘official,’’ but they loss this year. Competent appraisers valued
must base your loss only on its actual market may be useful in determining value and sug- the property as a whole at $75,000 before
value. gesting relative prices for comparison with the fire, but only $15,000 after the fire. (The

General decline in market value.  A de- current sales and offerings in your area. If loss to your household furnishings is not
crease in the value of your property because your car is not listed in the books, you deter- shown in this example but would be figured
it is in or near an area that suffered a casu- mine its value from other sources. A dealer’s separately, as explained later under Per-
alty, or that might again suffer a casualty, is offer for your car as a trade-in on a new car is sonal property.) You figure your casualty
not to be taken into consideration. You have not usually a measure of its true value. loss deduction as follows:
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1) Adjusted basis of the entire extent you used such money to replace your
property (cost of land, building, and destroyed or damaged property.Insurance and Other
landscaping) . . . . . . . . . . . . . . . . . . . . . . $52,000 Example.  Your home was extensivelyReimbursements damaged by a tornado. The company you2) FMV of entire property before fire $75,000

work for set up a fund. The fund made pay-If your property is covered by insurance, you3) FMV of entire property after fire 15,000
ments to employees. You must use anyshould file a timely insurance claim for reim-4) Decrease in FMV of entire property money you receive from the fund to rehabili-bursement of a loss. Otherwise, you cannot. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $60,000 tate or replace your property. In figuring yourdeduct this loss as a casualty or theft loss.
casualty loss deduction, you must take these5) Amount of loss (smaller of 1 or The portion of the loss not covered by insur-
payments into consideration to the extent4) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $52,000 ance (for example, a deductible) is not sub-
you used the payments as reimbursementject to this rule.
for or replacement of damaged or destroyedExample.  You have a car insurance pol-
property.Personal property.  Personal property is icy with a $500 deductible. Because your in-

generally any property that is not real prop- surance did not cover the first $500 of an
Payments not considered reimburse-erty. If your personal property is stolen or is auto collision, the $500 would be deductible
ments.  If you are a disaster victim who re-(subject to the $100 and 10% rules dis-damaged or destroyed by a casualty, you
ceives excludable cash gifts, and there arecussed later under Deduction Limits).  This ismust figure your loss separately for each
no limits on how you can use the money, youtrue, even if you do not file an insuranceitem of property. The loss is the smaller of
do not reduce your casualty loss deductionclaim, since your insurance policy wouldthe decrease in the FMV of the property or
by the amount of the excludable cash giftsnever have reimbursed you for it.its adjusted basis.
even if you use the money to pay for repairs

Example.  A fire in your home destroyed to property damaged in the disaster.Reduction of loss.  If you receive insurancean upholstered chair, an oriental rug, and an Example.  Your home was damaged by aor another type of reimbursement, you mustantique table. You did not have fire insur- hurricane. Relatives and neighbors madesubtract the reimbursement when you figureance to cover your loss. (This was the only cash gifts to you which were excludable fromyour loss. You do not have a casualty or theft
casualty or theft you had during the year.) your income. You applied part of the cashloss to the extent you are reimbursed.
The chair cost you $750, and you estab- gifts to the cost of repairing your home.If you expect to be reimbursed,  but
lished that it had an FMV of $500 just before There were no limits or restrictions on howhave not yet received payment, you must still
the fire. The rug cost you $3,000 and had an you could use the cash gifts. The money yousubtract the expected reimbursement. See
FMV of $2,500 just before the fire. You received as excludable gifts and used to payReimbursement Claims, later.
bought the table at an auction for $100, for repairs to your home does not reduce the
before discovering it was an antique. It had amount that you can deduct as a casualtyGain from reimbursement.  If your reim-been appraised at $900 before the fire. You loss on the damaged home.bursement is more than your basis in thefigure your loss on each of these items as

property, you have a gain. This is true even iffollows: Payments for living costs.  If an insurancethe decrease in the FMV of the property is
company pays you for any of your living ex-more than its basis. If you have a gain, youChair Rug Table
penses after you lose the use of your homemay have to pay tax on it, or you may be able1) Basis (cost) . . . . . . . $ 750 $3,000 $ 100 because of a casualty, the insurance pay-to postpone reporting the gain.
ments are not considered a reimbursement2) FMV before fire $ 500 $2,500 $ 900 See Publication 547 for more information
that reduces your deductible casualty loss.3) FMV after fire . . . . . –0– –0– –0– on how to treat a gain from the reimburse-

You must report as income insurancement for a casualty or theft.4) Decrease in FMV $ 500 $2,500 $ 900
payments covering your normal living ex-

5) Loss (smaller of 1 penses. However, the part of insurance pay-Other reimbursements.  Insurance is the
or 4) . . . . . . . . . . . . . . $ 500 $2,500 $ 100 ments that compensates you for a tempo-most common way to be reimbursed for a

rary increase in the living expenses you andcasualty or theft loss. But you may be reim-6) Total loss. . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,100 your family have during this period does notbursed in some other way. The following
have to be reported as income. The sameitems are considered reimbursements:
rule applies to insurance payments for living

● The forgiven part (the part you do not haveBoth real and personal properties.  When expenses if you are denied access to your
to pay back) of a federal disaster loana casualty involves both real and personal home by government authorities due to a
under the Disaster Relief and Emergencyproperties, you must figure the loss sepa- casualty or the threat of a casualty.
Assistance Act,rately for each type of property, as shown in The increase in your living expenses is

the previous examples. But you apply a sin- ● The repayment and cost of repairs by the the amount of your actual living expenses
gle $100 reduction to the total loss. Then person who leases your property, minus your normal living expenses. Do not
you apply the 10% rule. Both are explained include in income the payment you received

● The court awards for damages for a casu-later under Deduction Limits. for your extra expenses for renting suitablealty or theft loss (the amount you are able
housing and for transportation, food, utilities,to collect) minus lawyers’ fees and other
and miscellaneous services during the pe-Property used partly for business and necessary expenses,
riod you are unable to use your home be-partly for personal purposes.  When prop-

● The repairs, restoration, or cleanup pro- cause of the casualty.erty is used partly for personal (nonbusi-
vided by relief agencies, andness) purposes and partly for business or in- Example.  As a result of a fire, you va-

come-producing purposes, the casualty or ● The payment you receive from a bonding cated your apartment for a month and
theft loss deduction must be figured sepa- company for a theft loss. moved to a motel. You normally pay $525 a
rately for the nonbusiness portion and for the month rent. None was charged for the month
business portion. You must figure each loss the apartment was vacated. Your motel rentIf you receive money as an employee
separately because the losses attributed to for this month was $1,200. You receivedfrom your employer’s emergency disaster
these two uses are figured in two different $1,100 reimbursement from your insurancefund, and you must use that money to reha-
ways. The $100 rule and the 10% rule (ex- company for rental expenses.bilitate or replace property on which you are
plained later under Deduction Limits) apply claiming a casualty loss deduction, then you The part of the insurance payment that
only to the casualty or theft loss on the non- must take that money into consideration in reimburses you for the amount of your actual
business portion of the property. computing the casualty loss deduction to the rent minus your normal rent is $675 ($1,200
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Table 27-1. Deduction Limit Rules—These rules apply to a casualty or theft loss to nonbusiness property.

$100 Rule 10% Rule

Definition of Rule You must reduce each casualty or theft loss by $100 You must reduce your total casualty or theft loss by
when figuring your deduction. Apply this rule after you 10% of your adjusted gross income from line 32 of
reduce your loss by any reimbursement. Form 1040. Apply this rule after you reduce each loss

by any reimbursement and by $100 (the $100 rule).

Single Event Apply this rule only once, even if many pieces of Apply the rule only once, even if many pieces of
property are affected. property are affected.

More Than One Event Apply this rule to the loss from each event. Apply the rule to the total of all your losses from all
events.

More Than One Person- Apply the rule separately to each person. Apply the rule separately to each person.
With Loss From the
Same Event (other than
a married couple filing
jointly)

Married Couple—
With Loss From the
Same Event

Filing jointly Apply this rule as if you were one person. Apply this rule as if you were one person.

Filing separately Apply this rule separately to each spouse. Apply this rule separately to each spouse.

More Than One Owner Apply the rule separately to each owner of jointly Apply the rule separately to each owner of jointly
(other than a married owned property. owned property.
couple filing jointly)

–  $525). You do not include the $675 (the storm. A single casualty may also damage first apply the $100 rule and then the 10%
increase in your living expenses) in income. rule. Figure your theft loss as follows:two or more pieces of property, such as a
But you do include in income the rest of the hailstorm that damages both your home and

1. Loss after insurance . . . . . . . . . . . . . . . . . . $2,000insurance received, $425 ($1,100 –  $675). your car parked in your driveway.
2. Subtract $100 . . . . . . . . . . . . . . . . . . . . . . . . . 100More than one loss.  If you have more

Disaster relief.  Food, medical supplies, and 3. Loss after $100 rule . . . . . . . . . . . . . . . . . . . $1,900than one casualty or theft loss during the tax
other forms of assistance you receive do not 4. Subtract 10% of $29,500 AGI . . . . . . . . 2,950year, you must reduce each loss by $100.
reduce your casualty loss unless they are

5. Theft loss deduction . . . . . . . . . . . . . . . . –0–Example.  Your family car was damagedreplacements for lost or destroyed property.
in an accident in January. Your loss after theThese items are not taxable income to you. 
insurance reimbursement was $75. In Febru- When you apply the 10% rule, you find
ary, your car was damaged in another acci- you do not have a casualty or theft loss de-
dent. This time your loss after the insurance duction because your loss ($1,900) is lessDeduction Limits reimbursement was $90. Apply the $100 rule than 10% of your adjusted gross income

($2,950).to each separate casualty loss. Since neitherAfter you have figured your casualty or theft
accident resulted in a loss of over $100, youloss and subtracted any reimbursements, Example 2.  In March, you had a car acci-
are not entitled to any deduction for theseyou must figure how much of the loss you dent that totally destroyed your car. You did
accidents.can deduct. If your loss was to property you not have collision insurance on your car, so

had for your own or your family’s personal you did not receive any insurance reimburse-
10% rule. You must reduce the total of alluse, there are two limits on the amount you ment. Your loss on the car was $1,200. In
your casualty or theft losses by 10% of yourcan deduct for your casualty or theft loss: November, you had a fire that damaged your
adjusted gross income (line 32, Form 1040). basement and totally destroyed the furni-1) You must reduce each loss by $100.

ture, washer, dryer, and other items you hadApply this rule after you reduce each loss by
2) You must further reduce your loss by stored there. Your loss on the basementany reimbursements and by $100. If you

10% of your adjusted gross income items after reimbursement was $1,700. Yourhave both gains and losses from casualties
(line 32, Form 1040). adjusted gross income is $25,000. You fig-or thefts, see Gains and losses, later in this

ure your casualty loss deduction as follows:discussion.
$100 rule. A single $100 reduction applies to More than one loss.  If you had more

Car Basement each casualty or theft, no matter how many than one casualty or theft loss during the
pieces of property are involved. This rule ap- 1. Loss . . . . . . . . . . . . . . . . . . . . $1,200 $ 1,700year, reduce each loss by any reimburse-
plies after all reimbursements have been 2. Subtract $100 perments and by $100. Then you reduce the
subtracted from your total casualty or theft incident . . . . . . . . . . . . . . . . . 100 100total of all your losses by 10% of your ad-
loss. justed gross income. 3. Loss after $100 rule . . . . $1,100 $ 1,600Single event.  Generally, events closely

Example 1.  In June, you discovered thatrelated in origin cause a single casualty. It is 4. Total loss . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,700
your house had been burglarized. Your lossa single casualty when the damage is from 5. Subtract 10% of $25,000 AGI . . . 2,500
after insurance reimbursement was $2,000.two or more closely related causes, such as

6. Casualty loss deduction . . . . . . . $ 200Your adjusted gross income is $29,500. Youwind and flood damage caused by the same
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Gains and losses.  If you had both gains and your tax return for the year immediately pre- deduction for the loss, you may have to in-
clude the extra reimbursement in your in-losses from casualties or thefts to nonbusi- ceding the year in which the disaster oc-
come for the year you receive it.ness property, you must compare your to- curred. This may enable you to get an imme-

However, if any part of your original de-tal gains to your total losses. Do this after diate refund of taxes you already paid. For
duction did not reduce your tax for the earlieryou have reduced each loss by any reim- more information, see Disaster Area Losses
year, do not include that part of the reim-bursements and by $100. in Publication 547.
bursement in your income. You do notIf your losses are more than your
refigure your tax for the year you claimed thegains,  subtract your gains from your losses Theft losses.  You may generally deduct a
deduction. For more information, see Recov-and reduce the result by 10% of your ad- theft loss only in the year you discover your
eries in Chapter 13.justed gross income. The remainder is your property was stolen. You must be able to

Publication 525 has a worksheet for youdeductible loss. show that there was a theft, but you do not
to use when only part of your original deduc-However, if your recognized gains are have to know when the theft took place.
tion reduced your tax in the earlier year.more than your losses, subtract your However, you should show when you discov-

losses from your gains. The difference is ered that your property was missing.
Note.  If the total of all the reimburse-treated as capital gain and must be reported

ments you receive is more than your ad-on Schedule D (Form 1040). The 10% rule
justed basis in the destroyed or stolen prop-Reimbursement Claims does not apply to your losses.
erty, you will have a gain on the casualty orIf there is a reasonable prospect you will beTable 27–1 gives a brief explanation of
theft. Get Publication 547 for more informa-reimbursed for part or all of your loss, youhow to apply the $100 rule and the 10% rule tion on how to treat a gain from the reim-must subtract the expected reimbursementin various situations. For more detailed ex- bursement of a casualty or theft.when you figure your loss. You must reduceplanations and examples, get Publication

your loss even if you do not receive payment If you receive exactly the reimburse-547.
ment you expected to receive,  you do notuntil a later tax year. You are believed to
have any amount to include in your incomehave a reasonable prospect of reimburse-
or any loss to deduct.ment if you have filed suit for damages.When To Report If you later receive less reimburse- Example.  In December 1994, you had a

ment  than you expected, you include that collision while driving your personal car. Re-a Gain or a Loss difference as a loss with your other losses (if pairs to the car cost $950. You had $100 de-
any) on your return for the year in which you ductible collision insurance. Your insuranceIf you have insurance or other reimburse-

company agreed to reimburse you for thecan  reasonab ly  expec t  no  morement that is more than your basis in the de-
rest of the damage. As a result of your ex-reimbursement.stroyed or stolen property, you have a gain
pected reimbursement from the insurancefrom the casualty or theft. You must include Example.  Your personal car had an FMV
company, you do not have a casualty lossthis gain in your income in the year you re- of $2,000 when it was destroyed in a colli- deduction in 1994.ceive the reimbursement, unless you choose sion with another car in 1994. The accident Due to the $100 rule, you cannot deductto postpone the gain as explained in Publica- was due to the negligence of the other the $100 you paid as the deductible. Whention 547. driver. At the end of the year, there was a you receive the $850 from the insuranceIf you have a loss, see Table 27–2. reasonable prospect that the owner of the company in 1995, you do not have to report it

other car would reimburse you in full. There- as income.
Loss on deposits.  If your loss is a loss on fore, you do not have a deductible loss in
deposits in an insolvent or bankrupt financial 1994. Recovered property is your property that
institution, see Loss on Deposits, earlier. In January 1995, the court awards you a was stolen and later returned to you. If you

judgment of $2,000. However, in July it be- recovered property after you have already
Casualty losses.  Generally, you may de- comes apparent that you will be unable to taken a theft loss deduction, you must
duct casualty losses only in the tax year in collect any amount from the other driver. refigure your loss using the smaller of the
which the casualty occurred. This is true Since this is your only casualty or theft loss, property’s adjusted basis (explained under
even if you do not repair or replace the dam- you can deduct the loss in 1995 that is more Amount of Loss, earlier) or the decrease in
aged property until a later year. than $100 and 10% of your 1995 adjusted FMV from the time it was stolen until the time

gross income.Disaster area losses. If you have a cas- it was recovered. Use this amount to refigure
your total loss for the year in which the lossualty loss in a federally declared disaster If you receive more reimbursement
was deducted.area, you can choose to deduct the loss on than you expected after you have claimed a

This is your refigured loss. If this amount
is less than the loss you deducted, you gen-
erally have to report the difference as in-Table 27-2. When to Deduct a Loss
come in the recovery year. But report the dif-

Can You Choose ference only up to the amount of the lossType of Loss Tax Year Deducted Years? that reduced your tax.

Casualty losses Year loss occurred No

How To ReportLoss on deposits

●  Casualty loss Year a reasonable estimate can be made No Gains or Losses 
●  Bad debt Year deposits are totally worthless No If you have a loss from a casualty or theft of

nonbusiness property, use:●  Ordinary loss Year a reasonable estimate can be made No
● Form 4684, and

Federal disasters Year the disaster occurred or the year immedi- Yes
● Schedule A (Form 1040).ately before the disaster

If you have a gain from a casualty or theftThefts Year of discovery of the theft No
of nonbusiness property, report your gain on:
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● Form 4684, and these worksheets can be used in place of Adjustments to basis. If you have a casu-
additional Forms 4684. alty or theft loss, you must reduce your basis● Schedule D (Form 1040).

More than one casualty or theft.  If you in the property by any deductible loss and
had more than one casualty or theft during any insurance or other reimbursements. TheForm 4684. Use Section A of Form 4684 to
the year, you must complete lines 1 through result is your adjusted basis in the property.figure and report your gain or loss. Be sure to
12 on separate Forms 4684 for each casu- Amounts you spend to restore your propertyattach Form 4684 to your return.
alty or theft. Use only one Form 4684 for after a casualty increase your adjusted ba-Section A—Personal Use Property.
lines 13 through 18.This section is for casualties and thefts of sis. See Adjusted Basis in Publication 551

Losses.  If you had a loss from a casualtyproperty not used in a trade or business or for more information. 
or theft during the year, complete Section A,for income producing purposes. You must
lines 1 through 18. Enter the amount fromlist each item or article for which you are re- Net operating loss. If your casualty or theftline 18, Form 4684, on line 19 of Schedule Aporting a casualty or theft on Form 4684. If

loss deduction is more than your income,(Form 1040).more than four items of property were stolen
you may have a net operating loss. You canGains.  If you had a gain from a casualtyor damaged in a single casualty or theft, you

or a theft, complete Section A and enter the use a net operating loss to lower your taxeswill need to complete additional Form(s)
amount from line 15 of Form 4684 on Sched- in an earlier year, allowing you to get a re-4684. Or, you may want to substitute your
ule D (Form 1040). For more information, get fund for taxes that you have already paid. Or,own statement for these lines. The state-
Publication 547. you can use it to lower your taxes in a laterment must include the same information

Gains and losses.  If you had both gains year. You do not have to be in business toasked on lines 1 through 9. If you have to fig-
and losses during the year, get Publication have a net operating loss from a casualty orure your loss on many different personal and
547. theft. For more information, get Publicationhousehold items, you may want to use the

worksheets in Publication 584. Copies of 536, Net Operating Losses.
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□ Schedule F (Form 1040) Profit or
Loss From FarmingIntroduction28. □ Form 2106 Employee BusinessThis chapter discusses rules for deducting
Expensesbusiness-related expenses connected with:Car Expenses □ Form 2106–EZ Unreimbursed● Travel away from home,
Employee Business Expenses

● Entertainment,and Other
● Business gifts,Employee
● Local business transportation, and Travel Expenses 
● Business use of a car.Business If you temporarily travel away from your tax

home, you can use this section to determine
This chapter also discusses:Expenses if you have deductible travel expenses. This

section includes the definitions of ‘‘tax● What records you must make or keep to
home’’ and ‘‘temporary’’ and a discussion ofprove your expenses,
different types of travel expenses. The sec-

● How to handle reimbursements of your
tion then discusses the rules for travel insideemployee business expenses, andImportant Changes and outside the United States and deducti-

● How to report your expenses on Forms ble expenses of attending a convention.for 1995 
2106 and 2106–EZ.

Standard mileage rate.  The standard mile- Travel expenses defined.  For tax pur-
age rate for the cost of operating your car in Expenses fully reimbursed.  You will not poses, travel expenses are ordinary and
1995 is 30 cents per mile for all business need to read this chapter if all of the follow- necessary expenses that you pay while trav-
miles. ing are true. eling away from home for your business, pro-

fession, or job. An ordinary expense is one1) You fully accounted to your employer
Receipts for business expenses.  Begin- that is common and accepted in your field offor your work-related expenses.
ning October 1, 1995, you must have re- business, trade, or profession. A necessary

2) You received full reimbursement forceipts for amounts that are $75 (rather than expense is one that is helpful and appropri-
your expenses.$25) or more for certain business expenses. ate to your business. An expense does not

See Recordkeeping. 3) Your employer required you to return have to be indispensable to be considered
any excess reimbursement and you did necessary. However, you cannot deduct ex-
so. penses to the extent they are lavish or

extravagant.4) Box 13 of your Form W–2 shows noImportant Reminders You will find examples of deductibleamount with a code L.
travel expenses later in this section.Travel expenses paid for others.  You can-

not deduct travel expenses you pay or incur If you meet these four conditions, there is no
for a spouse, dependent, or other individual Traveling away from home. You are travel-need to show the expenses or the reim-
who accompanies you (or your employee) ing away from home if:bursements on your return. See Reimburse-
on business travel unless the travel satisfies ments, later, if you would like more informa- 1) Your duties require you to be away from
specific requirements. See Travel expenses tion on reimbursements and accounting to the general area of your tax home (de-
for another individual. your employer. fined later) substantially longer than an

If you do not meet all of these conditions, ordinary day’s work, and
Club dues.  Generally, you are not allowed a you must complete Form 2106 or 2106–EZ 2) You need to get sleep or rest to meetdeduction for dues (including initiation fees) and itemize your deductions on Schedule A the demands of your work while awayfor membership in any club organized for (Form 1040) to claim your expenses. See from home.business, pleasure, recreation, or other so- Completing Forms 2106 and 2106–EZ, later.
cial purpose. See Club dues and member-

This rest requirement is not satisfied byship fees. Note:  If you meet these conditions and merely napping in your car. You do not have
your employer included reimbursements on to be away from your tax home for a wholeBusiness meals and entertainment.  Gen- your Form W–2 in error, ask your employer day or from dusk to dawn as long as your re-erally, you can deduct only 50% of your busi- for a corrected Form W–2. lief from duty is long enough to get neces-ness meals and entertainment expenses.

sary sleep or rest.See 50% Limit.
Useful Items Example 1.  You are a railroad conduc-
You may want to see: tor. You leave your home terminal on a regu-Form 2106–EZ.  You may be able to use

larly scheduled round-trip run between twoForm 2106–EZ to claim your employee busi-
cities and return home 16 hours later. DuringPublicationness expenses. See Form 2106–EZ under
the run, you have 6 hours off at your turn-Completing Forms 2106 and 2106–EZ. □ 463 Travel, Entertainment, and Gift
around point where you eat two meals andExpenses
rent a hotel room to get necessary sleepLimit on itemized deductions.  If you are

□ 535 Business Expenses before starting the return trip. You are con-an employee, you can deduct certain work-
sidered to be away from home, and you can□ 917 Business Use of a Carrelated expenses as miscellaneous itemized
deduct travel expenses.deductions on Schedule A (Form 1040). The

Form (and Instructions)amount you can deduct is limited to the Example 2.  You are a truck driver. You
amount that exceeds 2% of your adjusted leave your terminal and return to it later the□ Schedule A (Form 1040) Itemized
gross income. It may be further limited if your same day. You get an hour off at your turn-Deductions
adjusted gross income is more than around point to eat. Because you are not off

□ Schedule C (Form 1040) Profit or$114,700 ($57,350 if you are married filing to get necessary sleep and the brief time off
Loss From Businessseparately). For more information, see is not an adequate rest period, your trip is not

Chapters 22 and 30 and the instructions for □ Schedule C–EZ (Form 1040) Net considered as travel away from home. You
Schedule A. Profit From Business cannot deduct travel expenses.
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only one factor, you are a transient; you do Because you spend most of your workingTax Home 
time and earn most of your salary in Balti-not have a tax home and you cannot deduct

To deduct travel expenses, you must first de- more, that city is your tax home. You cannottravel expenses.
termine the location of your tax home. deduct any expenses you have for mealsExample.  You are an outside salesper-Generally, your tax home is your regular and lodging there. However, when you returnson with a sales territory covering severalplace of business or post of duty, regardless to work in Pittsburgh, you are away from your

states. Your employer’s main office is inof where you maintain your family home. It tax home even though you stay at your fam-
Denver, and you return there for one monthincludes the entire city or general area in ily home. You can deduct the cost of your

which your business or work is located. If you each year for business and nonbusiness rea- round trip between Baltimore and Pittsburgh.
have more than one regular place of busi- sons. Your business work assignments are You can also deduct your part of your
ness, your tax home is your main place of temporary, and you have no way of knowing family’s living expenses for meals and lodg-
business. If you do not have a regular or a where future assignments will be located. ing while you are living and working in
main place of business because of the na- You have lived in Denver for 14 years, Pittsburgh.
ture of your work, then your tax home may be first with your spouse in your own house until
the place where you regularly live. See No your divorce, and then with your married sis- Temporary Assignment or Job main place of business or work, later. ter in her house. You pay your sister $100 a

Although you regularly work or carry on yourIf you do not fit any of these categories, month for a room in her house where you
business activities within the city or generalyou are considered a transient (an itinerant) stay when you are in Denver. You also keep
area of your tax home, you may have to workand your tax home is wherever you work. As in the room your furniture and any clothing
or conduct business at another location. Ita transient, you cannot claim a travel ex- that you do not take on your out-of-town bus- may not be practical to return home from thispense deduction because you are never iness trips. other location at the end of each day’s work.considered away from home. You have met all three factors listed ear- If your assignment or job away from your

lier, including the traditional lodging aspects main place of work is temporary, your taxMain place of business or work.  If you of factor (3). You have a tax home in Denver home does not change. You are consideredhave more than one place of work, you for travel expense deduction purposes. to be away from home for the whole period,should use the following factors to deter- Transient workers.  If you move from and your travel expenses are deductible.mine your main place of business or work: job to job, maintain no fixed home, and are Generally, a temporary assignment in a sin-
1) The total time you ordinarily spend not associated with any particular business gle location is one that is realistically ex-

working in each area, locality, each place you work becomes your pected to last (and does in fact last) for one
main place of business and your tax home. year or less.2) The degree of your business activity in
You cannot deduct your expenses for meals However, if your assignment or job is in-each area, and
and lodging. definite, that location becomes your new3) The relative amount of your income

tax home and you cannot deduct your travelfrom each area.
expenses while there. Your assignment orLiving away from your tax home.  If you
job in a single location is considered indefi-(and your family) live in an area outside your

Example.  You live in Cincinnati where nite if it is realistically expected to last fortax home (main place of work), you cannot
you have a seasonal job for 8 months and more than one year, regardless of whether itdeduct travel expenses between your tax
earn $15,000. You work the remaining 4 actually exceeds one year.home and your family home. You also can-
months in Miami, also at a seasonal job, and If your assignment is indefinite, you mustnot deduct the cost of meals and lodging
earn $4,000. Cincinnati is your main place of include in your income any amounts you re-while at your tax home. See Examples 1 and
work because you spend most of your time ceive from your employer for living ex-2, below.
there and earn most of your income there. penses, even if they are called travel al-If you are working temporarily in the

lowances and you account to your employersame city where you and your family live, you
No main place of business or work.  You for them. You may be able to deduct the costmay be considered as traveling away from
may have a tax home even if you do not have of relocating to your new tax home as a mov-home. See Example 3, below.
a regular or main place of work. Your tax ing expense. See Chapter 19 for more

Example 1.  You live with your family inhome may be the home where you regularly information.
Chicago, but work in Milwaukee, where youlive. If you do not have a regular or main
stay in a hotel and eat in restaurants duringplace of business or work, use the following Determining temporary or indefinite.  You
the week. You return to Chicago every week-three factors to see if you have a tax home. must determine whether your assignment is
end. You cannot deduct any of your ex- temporary or indefinite when you start work.1) You have part of your business in the
penses for travel, meals, and lodging in Mil- If you expect employment to last for one yeararea of your main home and use that
waukee. This is because Milwaukee is your or less, it is temporary in the absence ofhome for lodging while doing business
tax home and the travel on weekends is not facts and circumstances that indicate other-there.
for a business reason. wise. Employment that is initially temporary

2) You have living expenses at your main may become indefinite due to changed cir-Example 2.  You are a truck driver andhome that you duplicate because your cumstances. A series of assignments to theyou and your family live in Tucson. You arebusiness requires you to be away from same location, all for short periods but thatemployed by a trucking firm that has its ter-that home. together cover a long period, may be consid-minal in Phoenix. At the end of your long
3) You have not left the area in which both ered an indefinite assignment.runs, you return to your home terminal in

your traditional place of lodging and Phoenix and spend one night there before
your main home are located; you have a Going home on days off.  If you go back toreturning home. You cannot deduct any of
member or members of your family liv- your tax home from a temporary assignmentyour travel costs in Phoenix because Phoe-
ing at your main home; or you often use on your days off, you are not considerednix is your tax home.
that home for lodging. away from home while you are in your

Example 3.  Your family home is in Pitts- hometown. You cannot deduct the cost of
burgh, where you work 12 weeks a year. TheIf you meet all three factors, your tax your meals and lodging there. However, you
rest of the year you work for the same em-home is the home where you regularly live, can deduct your travel expenses, including
ployer in Baltimore. In Baltimore, you eat inand you may be able to deduct travel ex- meals and lodging, while traveling from the
restaurants and sleep in a rooming house.penses. If you meet only two of the factors, area of your temporary place of work to your
Your salary is the same whether you are inyou may have a tax home depending on all hometown and back to work. You can claim
Pittsburgh or Baltimore.the facts and circumstances. If you meet these expenses up to the amount it would
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have cost you for meals and lodging had you or you are riding free as a result of a ‘‘fre- either the actual cost or a standard amount.
quent flyer’’ or other similar program, you See Standard Meal Allowance later in thisstayed at your temporary place of work.
have no deduction. section.If you keep your hotel room during your

If you travel by ship, the amount you can 50% limit on meals.  You can deductvisit home, you can deduct the cost of your
deduct may be limited. See Luxury Water only 50% of the cost of your unreimbursedhotel room. In addition, you can deduct your
Travel and Cruise ships (under Conventions) business-related meals. If you are reim-expenses of returning home up to the
in Chapter 1 of Publication 463. bursed for these expenses, how you applyamount you would have spent for meals had

the 50% limit depends on whether your em-you stayed at your temporary place of work.
ployer’s reimbursement plan was accounta-Taxi, commuter bus, and limousine fares.
ble or nonaccountable. This limit appliesYou can generally deduct the fares you payProbationary work period.  If you take a
whether the unreimbursed meal expense isfor taxis, airport limousines, buses, or otherjob that requires you to move, with the un-
for business travel or business entertain-types of transportation between the airportderstanding that you will keep the job if your
ment. The 50% limit is explained later underor station and your hotel. You can also de-work is satisfactory during a probationary pe-
Entertainment Expenses. Accountable andduct these fares between your hotel and theriod, the job is indefinite. You cannot deduct
nonaccountable plans are discussed laterwork location of your customers or clients,any expenses for meals and lodging during
under Reimbursements.your business meeting place, or your tempo-the probationary period.

rary work location. You cannot deduct costs Lavish or extravagant.  You cannot de-
of sightseeing, shopping, or similar nonbusi- duct expenses for meals to the extent they

Members of the Armed Forces. If you are a ness activities. are lavish or extravagant. An expense is not
member of the U.S. Armed Forces on a per- considered lavish or extravagant if it is rea-
manent duty assignment overseas, you are sonable based on the facts and circum-Baggage and shipping costs.  You can de-
not traveling away from home. You cannot stances. Expenses will not be disallowedduct the cost of sending baggage and sam-
deduct your expenses for meals and lodging. merely because they are more than a fixedple or display material between your regular
You cannot deduct these expenses even if dollar amount or take place at deluxe restau-work location and your temporary work
you have to maintain a home in the United rants, hotels, nightclubs, or resorts.location.
States for your family members who are not
allowed to accompany you overseas. If you Car expenses.  You can deduct the cost of Cleaning and laundry expenses.  You can
are transferred from one permanent duty operating and maintaining your car when deduct reasonable laundry expenses while
station to another, you may have deductible traveling away from home on business. See traveling away from home on business.
moving expenses, which are explained in Local Transportation Expenses, later, for in-
Chapter 19. formation on how to figure this deduction. Telephone expenses.  You can deduct the

A naval officer assigned to permanent Leasing a car.  You can deduct the cost cost of business calls while you are traveling
duty aboard a ship that has regular eating of leasing a car for business purposes while away from home. This includes the cost of
and living facilities has a tax home aboard you are traveling away from home. However, business communication by fax machine or
ship for travel expense purposes. if you lease a car for 30 days or more, you other devices.

may have to include an amount called an
‘‘inclusion amount’’ in your income. This in- Tips.  You can deduct tips you pay for any ofWhat Are Travel
clusion amount is explained in Chapter 3 of the expenses in this section.Expenses? Publication 917.

You can also deduct actual operating ex-Once you have determined that you are trav- Other expenses.  You can deduct other
penses for a car you lease. Examples areeling away from your tax home, you can de- similar ordinary and necessary expenses
gas, oil, and repairs. However, you cannotte rmine  what  t rave l  expenses  a re that are related to your business travel. Such
claim the standard mileage rate.deductible. expenses might include the costs of operat-

Operating expenses.  For a car you ing and maintaining a house trailer, public
own, you may have a choice of deducting ac- stenographer’s fees, and computer rentalRecords.  When you travel away from home
tual business-related expenses or claiming fees.on business, you should keep records of all
the standard mileage rate. The 1995 stan-

the expenses you incur and any advances
dard mileage rate is 30 cents a mile for all Travel expenses for another individual.  Ifyou receive from your employer. You can
business miles. See Local Transportation a spouse, dependent, or other individualuse a log, diary, notebook, or any other writ- Expenses, later, for information about using goes with you (or your employee) on a busi-ten record to keep track of your expenses. actual expenses or the standard mileage ness trip or to a business convention, youThe types of expenses you need to record, rate. generally cannot deduct his or her travel ex-along with supporting documentation, are

penses. You can only deduct the travel ex-described later under Recordkeeping.
Lodging.  You can deduct the cost of lodg- penses you pay or incur for such an accom-Deductible travel expenses include those ing if your business trip is overnight or long panying individual if that individual:ordinary and necessary expenses you incur enough to require you to stop for sleep or

while traveling away from home on business. 1) Is your employee,rest to properly perform your duties.
The type of expense you can deduct de-

2) Has a bona fide business purpose forpends on the facts and your circumstances. Meals.  You can deduct the cost of meals the travel, andTable 28–1 summarizes the expenses you only if your business trip is overnight or long
may be able to deduct. 3) Would otherwise be allowed to deductenough to require you to stop for sleep or

the travel expenses.You can use the discussion that follows rest to properly perform your duties. You
as a general guideline. You may have other cannot deduct the cost of meals if it is not
deductible travel expenses that are not cov- For a bona fide business purpose to ex-necessary for you to rest. If you pay for a
ered here, depending on the facts and your ist, you must prove a real business purposebusiness meal when you are not traveling,
circumstances. for the individual’s presence. Incidental ser-you can deduct the cost only if you meet the

vices, such as typing notes or assisting in en-rules for business entertainment. These
tertaining customers, are not enough to war-Transportation fares.  You can generally rules are explained later under Entertain-
rant a deduction.deduct travel by airplane, train, or bus be- ment Expenses.

tween your home and your business destina- The expense of a meal includes amounts Example.  Jerry drives to Chicago on
tion. Your cost is the amount you paid for you spend for your food, beverages, taxes, business and takes his wife, Linda, with him.
your ticket. If you were provided with a ticket and tips relating to the meal. You can deduct Linda is not Jerry’s employee. Even if her
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exceeds your reimbursement for meals) inTable 28-1. Deductible Travel Expenses
that total.

Related to employer.  You are related
Expense Description

to your employer if:
Transportation The cost of travel by airplane, train, or bus between your 1) Your employer is your brother or sister,

home and your business destination.
half-brother or half-sister, spouse, an-
cestor, or lineal descendant,Taxi, commuter bus, Fares for these and other types of transportation between the

and limousine airport or station and your hotel, or between the hotel and 2) Your employer is a corporation in which
your work location away from home. you own, directly or indirectly, more than

10% in value of the outstanding stock,
Baggage and The cost of sending baggage and sample or display material or
shipping between your regular and temporary work locations.

3) Certain fiduciary relationships exist be-
Car The costs of operating and maintaining your car when travel- tween you and your employer involving

ing away from home on business. You may deduct actual ex- grantors, trusts, beneficiaries, etc.
penses or the standard mileage rate, including business-re-
lated tolls and parking. If you lease a car while away from You may be considered to indirectly ownhome on business, you can deduct business-related ex-

stock, for purposes of (2) above, if you havepenses only.
an interest in a corporation, partnership, es-
tate, or trust that owns the stock or if a familyLodging The cost of lodging if your business trip is overnight or long
member or partner owns the stock.enough to require you to get substantial sleep or rest to prop-

erly perform your duties.
Amount of standard meal allowance.  The

Meals The cost of meals only if your business trip is overnight or standard meal allowance is $26 a day for
long enough to require you to stop to get substantial sleep or most areas in the United States. Other loca-
rest. Includes amounts spent for food, beverages, taxes, and tions in the United States are designated as
related tips. high-cost areas, qualifying for higher stan-

dard meal allowances.
Cleaning Cleaning and laundry expenses while away from home over-

Table 2 in Publication 463 shows the lo-night.
cations qualifying for rates of $30, $34, or
$38 a day for travel on or after January 1,Telephone The cost of business calls while on your business trip, includ-
1995.ing business communication by fax machine or other commu-

If you travel to more than one location innication devices.
one day, use the rate in effect for the area

Tips Tips you pay for any expenses in this chart. where you stop for sleep or rest. If you work
in the transportation industry, however, see

Other Other similar ordinary and necessary expenses related to Special rate for transportation workers, later
your business travel such as public stenographer’s fees and in this section.
computer rental fees.

Example.  You regularly live and work in
Chicago. You sometimes travel overnight to
Des Moines for business. Your employer ex-

presence serves a bona fide business pur- Who can use the standard meal allow- pects you to pay your expenses out of your
ance.  You can use the standard meal allow-pose, her expenses are not deductible. regular salary and does not separately or
ance whether you are an employee or self-Jerry pays $115 a day for a double room. specifically reimburse your expenses for
employed. You cannot use the standardA single room costs $90 a day. He can de- business trips. You must keep receipts to
meal allowance, however, if you are relatedduct the total cost of driving his car to and prove the amount of your lodging expense.
to your employer as defined later.from Chicago, but only $90 a day for his hotel You can claim the standard meal allowance

You can use the standard meal allow- for Des Moines, $30, on your Form 2106 orroom. If he uses public transportation, he
ance whether or not you are reimbursed for Form 2106–EZ. You are subject to the 50%can deduct only his fare.
your traveling expenses. If you are not reim- limit on meal and entertainment expenses.
bursed or if you are reimbursed under a You are also subject to the 2%-of-adjusted-

Standard Meal Allowance nonaccountable plan for meal expenses, gross-income limit that applies to most other
you can deduct only 50% of the standard miscellaneous itemized deductions.

You generally can deduct a standard amount meal allowance. If you are reimbursed under Standard meal allowance for areas
for your daily meals and incidental expenses an accountable plan and you are deducting outside the continental United States.
while you are traveling away from home on amounts that are more than your reimburse- The previously mentioned standard meal al-
business. Incidental expenses include costs ments, you can deduct only 50% of the ex- lowance rates do not apply to travel in
for laundry, cleaning, and tips for services. In cess amount. Alaska, Hawaii, or any other locations
this chapter, the term ‘‘standard meal allow- outside the continental United States. TheThis 50% limit is figured when you com-
ance’’ refers to meals and incidental federal per diem rates for these locations areplete Form 2106, Form 2106–EZ, or Sched-
expenses. published monthly in the Maximum Travelule C. If you file Schedule C–EZ, enter the to-

This method is an alternative to the ac- Per Diem Allowances for Foreign Areas.tal amount of your business expenses on
tual cost method and allows you to deduct a line 2. You can only include 50% of the stan- Your employer may have these rates
set amount, depending on where you travel, dard meal allowance (or the amount of your available, or you can purchase the publica-
instead of keeping records of actual meal ex- meals that exceeds your reimbursement for tion from the:
penses. If you use the standard meal allow- meals) in that total. If you file Schedule F,

Superintendent of Documentsance, you still must keep records to prove enter the total amount of your travel, meals
U.S. Government Printing Officethe time, place, and business purpose of and entertainment expenses on line 34. You
P.O. Box 371954your travel. See the recordkeeping rules ex- can only include 50% of the standard meal
Pittsburgh, PA 15250–7954plained later under Recordkeeping. allowance (or the amount of your meals that
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You can also order it by calling the Govern- leave home at 8 a.m. on March 23. Your as- Trip Primarily for Business 
signment is completed on March 26. You ar-ment Printing Office at (202)512–1800 (not a You can deduct all your travel expenses if
rive home at 4 p.m. on that day. You are con-toll-free number). your trip was entirely business related. If your
sidered to be traveling for 31/2 days (a 3/4 dayThe 1995 Foreign Per Diem Rates are trip was primarily for business and, while at
on March 23 +  2 full days +  a 3/ 4 day onalso available on the Internet. If you have a your business destination, you extended
March 26). Your standard meal allowance iscomputer and a modem, you may access your stay for a vacation, made a nonbusi-
$133 (31/2 ×  $38) while on this assignment.this information via the following addresses: ness side trip, or had other nonbusiness ac-

Example 2.  Maria is employed in Mil- tivities, you can deduct your business-re-
gopher: waukee as a convention planner. In April she lated travel expenses. These expenses
dosfan.lib.uic.edu.port 70 went on a one-week business trip. She left include the travel costs of getting to and
Universal Resource Locator (URL): her home in Milwaukee at 7 a.m. on April 5 from your business destination, and you can
gopher://dosfan.lib.uic.edu/ and flew to Washington, DC, where she deduct any business-related expenses at
Mosaic or WWW: spent two nights. She then went to Albany, your business destination.
http://dosfan.lib.uic.edu/dosfan.html NY, arriving there at 4 p.m. on April 7. After Example.  You work in Atlanta and take a

three nights in Albany, she went to New York business trip to New Orleans. On your way
City to attend a planning seminar at her em-Once on the Department of State Foreign home, you stop in Mobile to visit your par-
ployer’s request. She arrived at 1 p.m. onAffairs Network (DOSFAN), select Travel ents. You spend $630 for the 9 days you are
April 10. On April 12, she flew back to Mil-and Consular Information. away from home for travel, meals, lodging,
waukee, arriving at her home at 5:45 p.m. and other travel expenses. If you had not

Maria decides to use the standard mealSpecial rate for transportation workers. stopped in Mobile, you would have been
allowance. Because she was not travelingYou may be able to use a special standard gone only 6 days, and your total cost would
for the entire 24 hours on the days she leftmeal allowance if you work in the transporta- have been $580. You can deduct $580 for
and returned, she prorates the standard your trip, including the round-trip transporta-tion industry. You are in the transportation in-
meal allowance for those days by dividing tion to and from New Orleans. The cost ofdustry if your work:
them into quarters. She claims 3/ 4 for both your meals is subject to the 50% limit on

1) Directly involves moving people or April 5 and April 12. Using the rate in effect meals discussed earlier.
goods by airplane, barge, bus, ship, for the areas where she stopped for sleep,
train, or truck, and Maria arrives at her expense as follows: Trip Primarily for

2) Regularly requires you to travel away Number Allowance Personal Reasons 
from home and, during any single trip, City of Days Amount Total If your trip was primarily for personal rea-
usually involves travel to areas eligible

sons, such as a vacation, the entire cost ofWash., DC 13/4 $38 $  66.50for different standard meal allowance
the trip is a nondeductible personal expense.Apr. 5,6rates. However, you can deduct any expenses youAlbany, NY 3 $34 102.00
have while at your destination that are di-Apr. 7,8,9

If this applies to you, you can claim a $32 a rectly related to your business.New York City 23/4 $38 104.50
day standard meal allowance ($36 for travel A trip to a resort or on a cruise ship may

Apr. 10-12outside the continental United States). be a vacation even if the promoter adver-
Total $273.00Using the special rate for transportation tises that it is primarily for business. The

workers eliminates the need for you to deter- scheduling of incidental business activities
Maria’s total standard meal allowance formine the standard meal allowance for every during a trip, such as viewing videotapes or

the trip is $273.00. Her employer does notarea where you stop for sleep or rest. If you attending lectures dealing with general sub-
reimburse her for her meals. She can deductchoose to use the special rate for any trip, jects, will not change what is really a vaca-
50% of her unreimbursed meals as an item-however, you must continue to use the spe- tion into a business trip.
ized deduction. She will figure this limit oncial rate (and not use the regular standard
Form 2106 or Form 2106–EZ.meal allowance rates) for all trips you take Part of Trip Outside

that year. the United States Investment and education expenses.  You
If part of your trip is outside the Unitedcan also use the standard meal allowance toTravel for less than 24 hours.  If you are
States, use the rules described later underprove meal expenses you incurred in con-not traveling for the entire 24-hour day, you
Travel Outside the United States for that partnection with investment and other income-must prorate the standard meal allowance.
of the trip. For the part of your trip that is in-producing property and/or qualifying educa-You can do so by dividing the day into 6-hour side the United States, use the rules in thistional expenses while traveling away fromquarters. The 6-hour quarters are: section. Travel outside the United Stateshome.
does not include travel from one point in the1) Midnight to 6 a.m.,
United States to another point in the UnitedStandard meal allowance not allowed.2) 6 a.m. to noon, States. The following discussion can helpYou cannot use the standard meal allow-
you determine whether your trip was entirely3) Noon to 6 p.m., and ance to prove the amount of your meals if
within the United States.you are traveling for medical or charitable4) 6 p.m. to midnight.

purposes. 
Public transportation.  If you travel by pub-

You can claim one-fourth of the full day stan- lic transportation, any place in the UnitedTravel in thedard meal allowance for each 6-hour quarter States where that vehicle makes a sched-
of the day during any part of which you are uled stop is a point in the United States.United States
traveling away from home. Once the vehicle leaves the last scheduledThe following discussion applies to travel in

You may also prorate the standard meal stop in the United States on its way to a pointthe United States. For this purpose, the
allowance by using any method that is con- outside the United States, you apply theUnited States includes the 50 states and the
sistently applied and is in accordance with rules under Travel Outside the UnitedDistrict of Columbia. The treatment of your
reasonable business practice. States.travel expenses depends on how much of

Example 1.  You live and work in Los An- your trip was business related and on how Example.  You fly from New York to Pu-
geles. Your employer sends you to San much of your trip occurred within the United erto Rico with a scheduled stop in Miami.
Francisco on a temporary assignment. You States. You return to New York nonstop. The flight
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from New York to Miami is in the United c) Are not a managing executive. If you do not meet any of these condi-
States, so only the flight from Miami to Pu- tions, you may still be able to deduct some of‘‘Related to your employer’’ was defined
erto Rico is outside the United States. All of your expenses. See Travel Primarily for Busi-earlier in this chapter under Standard Meal
the return trip is outside the United States, as ness, next.Allowance. A ‘‘managing executive’’ is an
there are no scheduled stops between Pu- employee who has the authority and respon-
erto Rico and New York. sibility, without being subject to the veto of Travel Primarily for Business 

another, to decide on the need for the busi- If you traveled outside the United States pri-
Private car.  Travel by private car in the ness travel. marily for business purposes, but spent 25%
United States is travel between points in the A self-employed person is generally re- or more of your time on nonbusiness activi-
United States, even when you are on your ties, your travel expense deductions are lim-garded as having substantial control over ar-
way to a destination outside the United ited unless you meet one of the four condi-ranging business trips.
States. tions listed earlier under Travel Entirely for

2) You were outside the United States a Business. If your deductions are limited, youExample.  You travel by car from Denver
week or less, combining business and must allocate your travel expenses of gettingto Mexico City and return. Your travel from
nonbusiness activit ies. One week to and from your destination between yourDenver to the border and from the border
means seven consecutive days. In business and nonbusiness activities to de-back to Denver is travel in the United States,
counting the days, do not count the day termine your deductible amount. Theseand the rules in this section apply. The rules
you leave the United States, but count travel allocation rules are discussed in Chap-under Travel Outside the United States ap-
the day you return to the United States. ter 1 of Publication 463.ply to your trip from the border to Mexico City

Example. You traveled to Paris pri-and back to the border.
marily for business. You left Denver on Travel Primarily for Vacation 
Tuesday and flew to New York. OnPrivate plane.  If you travel by private plane, If your travel was primarily for vacation, or for
Wednesday, you flew from New York toany trip, or part of a trip, for which both your investment purposes, and you spent some
Paris, arriving the next morning. Ontakeoff and landing are in the United States time attending brief professional seminars or
Thursday and Friday, you had businessis travel in the United States. This is true a continuing education program, the entire
discussions, and from Saturday untileven if part of your flight is over a foreign cost of the trip is a nondeductible personal
Tuesday, you were sightseeing. Youcountry. expense. You may, however, deduct your re-
f lew back to  New York,  ar r iv ing gistration fees and any other expenses in-Example.  You fly nonstop from Seattle
Wednesday afternoon. On Thursday, curred that were directly related to yourto Juneau. Although the flight passes over
you flew back to Denver. Although you business.Canada, the trip is considered to be travel in
were away from your home in Denver forthe United States. Example.  You are a doctor practicing
more than a week, you were not outside medicine and are a member of a profes-
the United States for more than a week. sional association. The association spon-Travel Outside This is because the day of departure sored a 2-week trip to two foreign countries
does not count as a day outside thethe United States with three professional seminars in each
United States. You can deduct your costIf any part of your business travel is outside country. Each seminar was 2 hours long and
of the round-trip flight between Denverthe United States, some of your deductions was held in a different city. You also made an
and Paris. You can also deduct the costfor the cost of getting to and from your desti- optional side trip to a well-known tourist at-
of your stay in Paris for Thursday andnation may be limited. For this purpose, the traction in each of the countries visited. At
Friday while you conducted business.United States includes the 50 states and the the end of the trip you received a Certificate
However, you cannot deduct the cost ofDistrict of Columbia. of Continuing Education in Medicine.
your stay in Paris from Saturday throughHow much of your travel expenses you You paid the cost of airfare, hotel accom-
Tuesday because those days werecan deduct depends in part upon how much modations, meals, a special escort, trans-
spent on nonbusiness activities.of your trip outside the United States was portation to and from hotels, and tips. No

business related. part of the cost was specifically stated for3) You were outside the United States
See Chapter 1 of Publication 463 for in- the seminars, which were arranged for youmore than a week, but you spent less

formation on luxury water travel. by the sponsoring professional association.than 25% of the total time you were
Your participation in the professionaloutside the United States on nonbusi-

seminars did not change what was essen-Travel Entirely for Business ness activities. For this purpose, count
tially a vacation into a business trip. YourIf you travel outside the United States and both the day your trip began and the day
travel expenses were not related primarily toyou spend the entire time on business activi- it ended.
your business. You had no other expensesties, all your expenses of getting to and from Example. You flew from Seattle to that were directly for your business. You can-your business destination are deductible. Tokyo, where you spent 14 days on bus- not deduct the cost of your trip as an ordi-In addition, even if you do not spend your iness and 5 days on personal matters. nary and necessary business expense.entire time on business activities, your trip is You then flew back to Seattle. You

considered entirely for business, and you spent one day flying in each direction.
can deduct all of your business-related travel ConventionsBecause only 5/ 21 (less than 25%) of
expenses if you meet at least one of the fol- You can deduct your travel expenses whenyour total time abroad was for nonbusi-
lowing four conditions. you attend a convention if you can show thatness activities, you can deduct as travel

your attendance benefits your trade or busi-1) You did not have substantial control expenses what it would have cost you to
ness. You cannot deduct the travel ex-over arranging the trip. You are not con- make the trip if you had not engaged in
penses for your family. If the convention issidered to have substantial control any nonbusiness activity. The amount
for investment, political, social, or other pur-merely because you control the timing you can deduct is the cost of the round-
poses unrelated to your trade or business,of your trip. trip plane fare and 16 days of meals
you cannot deduct the expenses. Nonbusi-You are considered not to have sub- (subject to the 50% limit), lodging, and
ness expenses, such as social or sightsee-stantial control over your trip if you: other related expenses.
ing expenses, are personal expenses and

a) Are an employee who was reim- 4) You can establish that a personal vaca- are not deductible.
bursed or paid a travel expense tion was not a major consideration, Your appointment or election as a dele-
allowance, even if you have substantial control over gate does not, in itself, entitle you to or de-

arranging the trip.b) Are not related to your employer, and prive you of a deduction. Your attendance
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must be connected to your own trade or Entertainment.  Entertainment includes any 3) Attending a business convention or re-
activity generally considered to provide en- ception, business meeting, or businessbusiness.
tertainment, amusement, or recreation. Ex- luncheon at a club.
amples include entertaining guests at night-Convention agenda.  The agenda of the
clubs; at social, athletic, and sporting clubs; Taxes and tips relating to a businessconvention does not have to deal specifi- at theaters; at sporting events; on yachts; or meal or entertainment activity are included incally with your official duties or the responsi- on hunting, fishing, vacation, and similar the amount that is subject to the 50% limit.bilities of your position or business. It is trips. You cannot deduct expenses for en- Expenses such as cover charges for admis-enough if the agenda is so related to your ac- tertainment to the extent they are lavish or sion to a nightclub, rent paid for a room intive trade or business and your responsibili- extravagant. If you buy a ticket to an en-

which you hold a dinner or cocktail party, orties that attendance for a business purpose tertainment event for a client, you generally
the amount paid for parking at a sports arenais justified. cannot deduct more than the face value of
are also subject to the 50% limit. However,the ticket.
the cost of transportation to and from a busi-A meal as a form of entertainment.Foreign conventions. See Chapter 1 of ness meal or a business-related entertain-Entertainment includes the cost of a mealPublication 463 for information on conven- ment activity is not subject to the 50% limit.you provide to a customer, or client, whethertions held outside the North American area. If you pay or incur an expense for goodsthe meal is a part of other entertainment or
and services consisting of meals, entertain-by itself. A meal sold in the normal course of
ment, and other services (such as lodging oryour business is not entertainment. Gener-
transportation), you must allocate that ex-ally, to deduct an entertainment-relatedEntertainment pense between the cost of meals and en-meal, you or your employee must be present
tertainment and the cost of the other ser-when the food or beverages are provided.Expenses
vices. You must have a reasonable basis forA meal expense includes the cost of
making this allocation. For example, youfood, beverages, taxes, and tips for theYou may be able to deduct business-related

meal. must allocate your expenses if a hotel in-entertainment expenses you have for enter-
No double deduction allowed for cludes one or more meals in its room charge,taining a client, customer, or employee.

meals.  You cannot claim the cost of your or if you are provided with one per diemTo be deductible, the expense must be
meal as an entertainment expense if you are amount to cover both your lodging and mealboth ordinary and necessary. An ordinary ex-
also claiming the cost of your meal as a expenses.pense is one that is common and accepted
travel expense.in your field of business, trade, or profession.

Taking turns paying for meals or en- Application of 50% limit.  The 50% limit onA necessary expense is one that is helpful
tertainment.  Expenses are not deductible meal and entertainment expenses applies ifand appropriate for your business. An ex- when a group of business acquaintances the expense is otherwise deductible and ispense does not have to be indispensable to take turns picking up each other’s meal or

not covered by the exception discussed laterbe considered necessary. entertainment checks without regard to
in this section.In addition, the entertainment expense whether any business purposes are served.

The 50% limit also applies to activitiesmust meet one of two tests: Trade association meetings.  You can
that are not a trade or business. It applies todeduct expenses for entertainment that are1) Directly-related test, or meal and entertainment expenses incurreddirectly related to and necessary for attend-
for the production of income, including rentaling business meetings or conventions of cer-2) Associated test.
or royalty income. It also applies to the costtain exempt organizations. These organiza-
of meals included in deductible educationaltions include business leagues, chambers of

You must also meet the requirements dis- expenses.commerce, real estate boards, trade as-
cussed  la te r  in  th i s  chap te r  under sociations, and professional associations.
Recordkeeping. The expenses of your attendance must be When to apply the 50% limit.  You apply

Even if you meet all the requirements for related to your active trade or business. the 50% limit after determining the amount
claiming a deduction for entertainment ex- These expenses are subject to the 50% limit that would otherwise qualify for a deduction.
penses, the amount you can deduct may be on entertainment expenses. You first determine the amount of meal and
limited. Generally, you can deduct only 50% entertainment expenses that would be de-
of your unreimbursed entertainment ex- Additional information.  For more informa- ductible under the rules discussed in this
penses. This limit is discussed later under tion on entertainment expenses, including chapter.
50% Limit. discussions of the directly-related and asso- You then apply the 50% limit. If you are

ciated tests, see Chapter 2 of Publication an employee, use Form 2106 or Form 2106–
463. EZ to figure the limit. If you are self-em-Club dues and membership fees.  You are

ployed, figure the limit on Schedule C. If younot allowed a deduction for dues (including
file Schedule C–EZ, enter the total amount50% Limitinitiation fees) for membership in any club or-
of your business expenses on line 2. Youganized for business, pleasure, recreation, In general, you can deduct only 50% of your
can only include 50% of your meal and en-business-related meal and entertainmentor other social purpose. This applies to any
tertainment expenses in that total. If you fileexpenses. This limit applies to employees ormembership organization if one of its princi-
Schedule F, enter 50% of your meal and en-their employers, and to self-employed per-pal purposes is to conduct entertainment ac-
tertainment expenses on line 34.sons (including independent contractors) ortivities for members or their guests, or to pro-

their clients, depending on whether the ex- Finally, to determine the actual amountvide members or their guests with access to
penses are reimbursed. you can deduct if you are an employee, youentertainment facilities.

The 50% limit applies to meals or en- must apply the 2%-of-adjusted-gross-in-The purposes and activities of a club, not
tertainment expenses incurred while: come limit on Schedule A (Form 1040).its name, will determine whether or not the
1) Traveling away from home (whetherdues are deductible. You cannot deduct Example 1.  You spend $100 for a busi-

eating alone or with others) ondues paid to country clubs, golf and athletic ness-related meal. If $40 of that amount is
business,clubs, airline clubs, hotel clubs, and clubs not allowable because it is considered lavish

operated to provide meals under circum- and extravagant, the remaining $60 is sub-2) Entertaining business customers at your
stances generally considered to be condu- ject to the 50% limit. Your deduction cannotplace of business, a restaurant, or other
cive to business discussions. be more than $30 (.50 ×  $60).location, or
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considered an indirect gift to the other
spouse. It will, however, be considered an in-
direct gift to the other spouse if it is intended
for that spouse’s eventual use or benefit.
These rules also apply to gifts to any other
family member.

If you and your spouse both give gifts,
both of you are treated as one taxpayer. It
does not matter whether you have separate
businesses, are separately employed, or
whether each of you has an independent
connection with the recipient. If a partner-
ship gives gifts, the partnership and the part-
ners are treated as one taxpayer.

Incidental costs.  Incidental costs, such as
engraving on jewelry, or packaging, insuring,
and mailing, are generally not included in de-
termining the cost of a gift for purposes of
the $25 limit.

A related cost is considered incidental
only if it does not add substantial value to the
gift. For example, the cost of gift wrapping is
considered an incidental cost. However, the
purchase of an ornamental basket for pack-
aging fruit is not considered an incidental
cost of packaging if the basket has a sub-
stantial value compared to the value of the
fruit.

Exceptions.  The following items are not in-
cluded in the $25 limit for business gifts.

1) An item that costs $4 or less and:

a) Has your name clearly and perma-
nently imprinted on the gift, and

b) Is one of a number of identical items
you widely distribute.

Examples include pens, desk sets, and
plastic bags and cases.

2) Signs, display racks, or other promo-
tional material to be used on the busi-

Example 2.  You purchase two tickets to ness premises of the recipient.
a concert and give them to a client. You pur- Business Gift
chased the tickets through a ticket agent. Gift or entertainment.  Any item that mightExpenses You paid $150 for the two tickets, which had be considered either a gift or an entertain-
a face value of $60 each ($120 total). Your ment expense generally will be considered
deduction cannot be more than $60 (.50 × an entertainment expense. However, if youIf you give business gifts in the course of$120). give a customer packaged food or bever-your trade or business, you can deduct the

ages that you intend the customer to use at acost subject to the limits and rules in this
Exception to the 50% Limit later date, treat it as a gift expense.section.

If you give tickets to a theater perform-The 50% limit on meal and entertainment
ance or sporting event to a business cus-expenses applies if the expense is otherwise
tomer and you do not go with the customerdeductible based on the tests and rules ex- Limit on business gifts.  You can deduct no
to the performance or event, you can chooseplained in this chapter. more than $25 for business gifts you give di-
to treat the tickets as either a gift or en-You can use Figure 28–A to help you de- rectly or indirectly to any one person during
tertainment expense, whichever is to yourtermine if the 50% limit applies to you. Your your tax year. A gift to a company that is in-
advantage.meal or entertainment expense is not sub- tended for the eventual personal use or ben-

You can change your treatment of theject to the 50% limit if the expense meets the efit of a particular person or a limited class of
tickets at a later date, but not after the timefollowing exception. people will be considered an indirect gift to
allowed for the assessment of income tax. Inthat particular person or to the individuals
most instances, this assessment periodwithin that class of people who receive theEmployee’s reimbursed expenses.  As an
ends 3 years after the due date of your in-gift.employee, you are not subject to the 50%
come tax return. But if you go with the cus-A gift to the spouse of a business cus-limit if your employer reimburses you under
tomer to the event, you must treat the cost oftomer or client is an indirect gift to the cus-an accountable plan and does not treat your
the tickets as an entertainment expense.tomer or client. However, if you have an in-reimbursement as wages. Accountable
You cannot choose, in this case, to treat thedependent bona fide business connectionp lans  a re  d iscussed  la te r  under
tickets as a gift expense.with the spouse, the gift generally will not beReimbursements.
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that are considered part of that metropolitan passengers in your income. These payments
area. You cannot deduct daily transportation are considered reimbursements of your ex-Local Transportation
costs between your home and temporary penses. However, if you operate a car pool
work sites within your metropolitan area. for a profit, you must include these paymentsExpenses 
These are nondeductible commuting costs. from passengers in your income, and you

This section discusses expenses you can Two places of work.  If you work at two can deduct your car expenses (using the
deduct for local business transportation. It places in a day, whether or not for the same rules in this chapter).
also discusses deductions you can take for employer, you can deduct the expense of Hauling tools or instruments.  If you
business use of your car, whether you use it getting from one workplace to the other. haul tools or instruments in your car while
for business-related local transportation or However, if for some personal reason you do commuting to and from work, this does not
for traveling away from home overnight on not go directly from one location to the other, make your commuting costs deductible.
business. you can deduct only the amount it would However, you can deduct additional costs,

Local transportation expenses include have cost you to go directly from the first lo- such as renting a trailer that you tow with
the ordinary and necessary expenses of get- cation to the second. Transportation ex- your vehicle, for carrying equipment to and
ting from one workplace to another in the penses you have in going between home from your job.
course of your business or profession when and a part-time job on a day off from your Parking fees.  Fees you pay to park your
you are traveling within your tax home area. main job are commuting expenses. You can- car at your place of business are nondeduct-
Tax home is defined earlier. not deduct them. ible commuting expenses. You can, how-

The following discussion applies to you if Armed Forces reservists.  A meeting of ever, deduct business-related parking fees
you have a regular or main job away from an Armed Forces reserve unit is considered when visiting a customer or client.
your residence. If your principal place of bus- a second place of business if the meeting is Advertising display on car.  The use of
iness is in your home, see Office in the held on the same day as your regular job. your car to display material that advertises
home, later. You can deduct the expense of getting to or your business does not change the use of

Local transportation expenses also in- from one workplace to the other as just dis- your car from personal use to business use.
clude the cost of getting from your home to a cussed under Two places of work. You usu- If you use this car for commuting or other
temporary workplace when you have one or ally cannot deduct the expense if the meet- personal uses, you cannot deduct your ex-
more regular places of work. These tempo- ing is held on a nonworkday for your regular penses for such uses. Commuting or per-
rary workplaces can be either within the area job. In this case, your transportation is gener- sonal expenses are not deductible.
of your tax home or outside that area. ally considered a nondeductible commuting Union members’ trips from a union

Local business transportation does not cost. hall.  If you get your work assignments at a
include expenses you have while traveling For  reserve  meet ings  he ld  on union hall and then go to your place of work,
away from home overnight. Transportation nonworkdays, you can deduct your daily these costs are nondeductible commuting
expenses you can deduct while traveling round-trip transportation expenses only if expenses.
away from home overnight and the definition the location of the meeting is temporary and
of tax home are discussed earlier under you have one or more regular places of Office in the home.  If you have an office in
Travel Expenses. work. your home that qualifies as a principal place

If you ordinarily work in a particular met-Local business transportation expenses of business, you can deduct your daily
ropolitan area but not at any specific locationinclude the cost of transportation by air, rail, transportation costs between your home
and the reserve meeting is held at a tempo-bus, taxi, etc., and the cost of driving and and another work location in the same trade
rary location outside that metropolitan area,maintaining your car. or business. (See Chapter 30 for information
you can deduct your daily transportationYou can deduct your expenses for local on determining if your home office qualifies
expenses.business transportation, including the busi- as a principal place of business.)

If you travel away from home overnight toness use of your car, if the expenses are or- If your home office does not qualify as a
attend a guard or reserve meeting, you candinary and necessary. An ordinary expense principal place of business, follow the gen-
deduct your travel expenses. These includeis one that is common and accepted in your eral rules explained earlier.
the costs of your meals, lodging, and yourfield of trade, business, or profession. A nec-
round-trip transportation between youressary expense is one that is helpful and ap- Examples of deductible local transporta-
home and the meeting site. For more infor-propriate for your business. An expense tion.  The following examples illustrate when
mation, see Travel Expenses, earlier.does not have to be indispensable to be con- you can deduct local transportation ex-

sidered necessary. penses based on the location of your work
Commuting expenses. You cannot deductTemporary work location. If you have and your home.
the costs of taking a bus, trolley, subway,one or more regular places of business and

Example 1.  Your office is in the sametaxi, or driving a car between your homecommute to a temporary work location, you
city as your home. You cannot deduct theand your main or regular place of work.can deduct the expenses of the daily round-
cost of transportation between your homeThese costs are personal commuting ex-trip transportation between your residence
and your office. This is a personal commut-penses. You cannot deduct commuting ex-and the temporary location. The temporary
ing expense. You can deduct the cost ofpenses no matter how far your home is fromwork must be irregular or short term (gener-
round-trip transportation between your officeyour regular place of work. You cannot de-ally a matter of days or weeks).
and a cl ient’s or customer’s place ofduct commuting expenses even if you workIf the temporary work location is beyond business.during the commuting trip.the general area of your regular place of

Example 2.  You regularly work in an of-work, and you stay overnight, you are travel- Example.  You had a telephone installed
fice in the city where you live. Your employering away from home and may have deducti- in your car. You sometimes use that tele-
sends you to a one-week training session atble travel expenses as discussed earlier in phone to make business calls while commut-
a different office in the same city. You travelthis chapter. ing to and from work. Sometimes business
directly from your home to the training loca-If you do not have a regular place of associates ride with you to and from work,
tion and return each day. You can deduct thework, but you ordinarily work at different lo- and you have a business discussion in the
cost of your daily round-trip transportationcations in the metropolitan area where you car. These activities do not change the trip’s
between your home and the traininglive, you can deduct daily transportation expenses from commuting to business. You
location.costs between your home and a temporary cannot deduct your commuting expenses.

work site outside your metropolitan area. Car pools. You cannot deduct the cost Example 3.  Your principal place of busi-
Generally, a metropolitan area includes the of using your car in a nonprofit car pool. Do ness is in your home. (The rules for ‘‘princi-
area within the city limits and the suburbs not include payments you receive from the pal place of business’’ are discussed in
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or the deduction. For more information, see
Chapter 15 of Publication 535.

Car expense records. Whether you use ac-
tual expenses or the standard mileage rate,
you must keep records to show when you
started using your car for business and the
cost or other basis of the car. Your records
must also show the business miles and the
total miles you drove your car during the
year.

Actual expenses.  If you deduct actual
expenses, you must keep records of the
costs of operating the car, such as car insur-
ance, interest, taxes, licenses, maintenance,
repairs, depreciation, gas, and oil. If you
lease a car, you must also keep records of
that cost.

Actual Expenses 
If you choose to deduct actual expenses,
you can deduct the cost of the following
items:

Depreciation Lease fees Rental fees
Garage rent Licenses Repairs
Gas Oil Tires
Insurance Parking fees Tolls

Business and personal use.  If you use
your car for both business and personal pur-
poses, you must divide your expenses be-
tween business and personal use.

Example.  You are a contractor and drive
your car 20,000 miles during the year:
12,000 miles for business use and 8,000
miles for personal use. You can claim only
60% (12,000 ÷  20,000) of the cost of oper-
ating your car as a business expense.

Interest on car loans.  If you are an em-
ployee, you cannot deduct any interest paid
on a car loan. This interest is treated as per-
sonal interest and is not deductible. How-
ever, if you are self-employed and use your
car in that business, see Chapter 8 of Publi-
cation 535.

Chapter 30.) You can deduct the round-trip you can deduct local transportation ex- Taxes paid on your car.  If you are an em-
business-related local transportation ex- penses when you have a regular or main job ployee, you can deduct personal property
penses between your qualifying home office away from your residence. You may want to taxes paid on your car if you itemize deduc-
and your client’s or customer’s place of busi- refer to it when deciding whether you can de- tions. Enter the amount paid on line 7 of
ness. You must, however, distinguish be- duct your local business transportation Schedule A (Form 1040). (See Chapter 24
tween business and personal transportation. expenses. for more information on taxes.) If you are not

an employee, see your form instructions forExample 4.  You have no regular office,
information on how to deduct personal prop-and you do not have an office in your home. Car Expenses 
erty taxes paid on your car.In this case, the location of your first busi-

If you use your car for business purposes, You cannot deduct luxury or sales taxes,ness contact is considered your office.
you may be able to deduct car expenses. even if you use your car 100% for business.Transportation expenses between your
You generally can use one of two methods Luxury and sales taxes are part of your car’shome and this first contact are nondeduct-
to figure your expenses: actual expenses or basis and may be recovered through depre-ible commuting expenses. In addition, trans-
the standard mileage rate. ciation, discussed later.portation expenses between your last busi-

ness contact and your home are also
Note.  You may be entitled to a tax creditnondeductible commuting expenses. Al- Fines and collateral. Fines and collateral

for an electric vehicle or a deduction from for traffic violations are not deductible.though you cannot deduct the costs of these
gross income for a part of the cost of afirst and last trips, you can deduct the costs
clean-fuel vehicle that you place in serviceof going from one client or customer to Leasing a car. If you lease a car that you use

another. after June 30, 1993. The vehicle must meet in your business, you can deduct the part of
certain requirements, and you do not have toIllustration of local transportation. each lease payment that is for the use of the

Figure 28–B illustrates the rules for when use it in your business to qualify for the credit car in your business. You cannot deduct any

Chapter 28 CAR EXPENSES AND OTHER EMPLOYEE BUSINESS EXPENSES Page 207



part of a lease payment that is for commut- use straight line depreciation. For informa- Basis of car.  If you used the standard mile-
tion on how to figure that depreciation, see age rate for the business use of your car, de-ing to your regular job or for any other per-
the exception in Methods of depreciation preciation was included in that rate. The ratesonal use of the car.
under Depreciation Deduction in Publication of depreciation that was allowed in the stan-You must spread any advance payments
917. dard mileage rate is shown in the chart thatover the entire lease period. You cannot de-

follows. This depreciation reduces the basisduct any payments you make to buy a car
of your car (but not below zero) in figuring itseven if the payments are called lease Standard mileage rate not allowed.  You
adjusted basis when you dispose of it.payments. cannot use the standard mileage rate if you:

If you lease a car that you use in your 1) Do not own the car,
Note.  These rates do not apply for anybusiness for 30 days or more, you may have

2) Use the car for hire (such as a taxi), year in which the actual cost method wasto include in income an amount called an ‘‘in-
used.clusion amount.’’ For more information, see 3) Operate two or more cars at the same

Chapter 3 of Publication 917. time (as in fleet operations), or
Depreciation

4) Claimed a deduction for the car in anDepreciation and section 179 deduc- Year Rate per Mile 
earlier year using:tions.  If you use your car for business pur- 1994 – 1995 . . . . . . . . . . . . . . . . . . . . . . 12 cents

a) ACRS or MACRS depreciation, orposes as an employee or as a sole proprie- 1992 – 1993 . . . . . . . . . . . . . . . . . . . . . . 111/2 cents
tor, you may be able to recover its cost by 1989 – 1991 . . . . . . . . . . . . . . . . . . . . . . 11 centsb) A section 179 deduction.
claiming a depreciation or section 179 de- 1988 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 101/2 cents
duction. The amount you may claim depends 1987 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 centsTwo or more cars.  If you own two or
on the year you placed the car in service and more cars that are used for business at the 1986 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9 cents
the amount of your business use. same time, you cannot take the standard 1983 – 1985 . . . . . . . . . . . . . . . . . . . . . . 8 cents

For more information, see the instruc- mileage rate for the business use of any car. 1982 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71/2 cents
tions for Form 2106 (if you are an employee) However, you may be able to deduct a part 1980 – 1981 . . . . . . . . . . . . . . . . . . . . . . 7 centsor Form 4562 (if you are self-employed). of the actual expenses for operating each of
Also see Chapter 2 of Publication 917 for a For tax years before 1990, the rates ap-the cars. See Actual Car Expenses in Chap-
detailed discussion of these deductions. plied to the first 15,000 miles. For tax yearster 2 of Publication 917 for information on

after 1989, the depreciation rate applies tohow to figure your deduction.
Standard Mileage Rate all business miles.You are not using two or more cars for

business at the same time if you alternateInstead of figuring actual expenses, you may Example.  In 1991, you bought a car for
using (use at different times) the cars forbe able to use the standard mileage rate to exclusive use in your business. The car cost
business.figure the deductible cost of operating your $14,000. From 1991 through 1995, you used

The following examples illustrate thecar, van, pickup, or panel truck for business the standard mileage rate to figure your car
rules for when you can and cannot use thepurposes. You can use the standard mileage expense deduction. You drove your car
standard mileage rate for two or more cars.rate only for a car that you own. For 1995, 18,750 miles in 1991, 17,200 miles in 1992,

the standard mileage rate is 30 cents a mile 18,100 miles in 1993, 16,300 miles in 1994,Example 1.  Marcia, a salesperson, owns
for all business miles (45 cents a mile for and 17,600 miles in 1995. The depreciationa car and a van that she alternates using for
U.S. Postal Service employees with rural allowed is figured as follows:calling on her customers. She can take the
routes). These rates are adjusted periodi- standard mileage rate for the business mile-

Year Miles ×  Rate Depreciation cally for inflation. age of the car and the van.
If you choose to take the standard mile- 1991 18,750 ×  .11 $ 2,063

Example 2.  Tony uses his own pickupage rate, you cannot deduct actual operat- 1992 17,200 ×  .111/2 1,978truck in his landscaping business. Duringing expenses. These include depreciation, 1993 18,100 ×  .111/2 2,0821995, he traded in his old truck for a newermaintenance and repairs, gasoline (includ- 1994 16,300 ×  .12 1,956one. Tony can take the standard mileageing gasoline taxes), oil, insurance, and vehi- 1995 17,600 ×  .12 2,112rate for the business mileage of both the oldcle registration fees.
and the new trucks. Total depreciation $10,191

You generally can use the standard mile-
Example 3.  Chris owns a repair shopage rate regardless of whether you are reim-

At the end of 1995, your adjusted basis in theand an insurance business. He uses hisbursed and whether any reimbursement is
car is $3,809 ($14,000 –  $10,191).pickup truck for the repair shop and his carmore or less than the amount figured using

For more information on basis, see Chap-for the insurance business. No one else usesthe standard mileage rate. See Reimburse-
ter 14. either the pickup truck or the car for businessments later in this chapter.

purposes. Chris can take the standard mile-
age rate for the business use of the truckChoosing the standard mileage rate.  If
and the car.you want to use the standard mileage rate Recordkeeping

for a car, you must choose to use it in the first Example 4.  Maureen owns a car and a
year you place the car in service in business. van that are both used in her housecleaning This section discusses the written records
Then in later years, you can choose to use business. Her employees use the car and you need to keep if you plan to deduct an ex-
the standard mi leage rate or  actual she uses the van to travel to the various cus- pense discussed in this chapter. By keeping
expenses. tomers. Maureen cannot take the standard timely and accurate records, you will have

mileage rate for the car or the van. This is be- support to show the IRS if your tax return isIf you choose to use the standard mile-
cause both vehicles are used in Maureen’s ever examined. Or, your employer may re-age rate, you are considered to have made
business at the same time. She must use ac- quire proof of expenses for which you are re-an election not to use the depreciation meth-
tual expenses for both vehicles. imbursed under an accountable plan, as dis-ods under the modified accelerated cost re-

cussed later under Adequate Accounting.covery system (MACRS). This is because
the standard mileage rate allows for depreci- Parking fees and tolls. In addition to using
ation. You also cannot claim the section 179 the standard mileage rate, you can deduct Proof needed.  You must be able to prove
deduction. If you change to the actual ex- any business-related parking fees and tolls. (substantiate) your deductions for travel, en-
penses method in a later year, but before (Parking fees that you pay to park your car at tertainment, business gift, and local trans-
your car is considered fully depreciated, you your place of work are nondeductible com- portation expenses. You should keep ade-
have to estimate the useful life of the car and muting expenses.) quate records or have sufficient evidence
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that will support your own statement. Esti- such as taxi fares, telephone calls, gas and each case. If the business purpose of an ex-
mates or approximations do not qualify as oil, or other incidental travel costs. Meals pense is clear from the surrounding circum-
proof of an expense. should be in a separate category. You stances, a written explanation is not needed.

should include tips with the costs of the ser- Example.  A sales representative who
vices you received.Timely recordkeeping.  You do not need to calls on customers on an established sales

Expenses of a similar nature occurringwrite down the elements of every expense at route does not have to submit a written ex-
during the course of a single event are con-the time of the expense. However, a record planation of the business purpose for travel-
sidered a single expense. For example, ifof the elements of an expense or of a busi- ing that route.
during entertainment at a cocktail lounge,ness use made at or near the time of the ex-
you pay separately for each serving of re-pense or use, supported by sufficient docu- Confidential information.  Confidential in-
freshments, the total expense for the re-mentary evidence, has more value than a formation relating to an element of a deducti-
freshments is treated as a single expense.statement prepared later when generally ble expense, such as the place, business

there is a lack of accurate recall. A log main- purpose, or business relationship, need not
Documentary evidence.  You generallytained on a weekly basis, which accounts for be put in your account book, diary, or other
must have documentary evidence, such asuse during the week, is considered a record record. However, the information has to be
receipts, canceled checks, or bills, to sup-made at or near the time of the expense or recorded elsewhere at or near the time of
port your expenses. However, this evidenceuse. the expense and be available to fully prove
is not needed if: that element of the expense.

Duplicate information.  You do not have to 1) You have meals or lodging expenses
record information in your account book or while traveling away from home for Inadequate records.  If you do not have ad-
other record that duplicates information which you account to your employer equate records to prove an element of an ex-
shown on a receipt as long as your records under an accountable plan and you use pense, then you must prove the element by:
and receipts complement each other in an a per diem allowance method that in-

1) Your own statement, whether written ororderly manner. You do not have to record cludes meals and/or lodging,
oral, that contains specific informationamounts your employer pays directly for any

2) You are reimbursed under a mileage about the element, andticket or other travel item. However, if you
allowance,charge these items to your employer, 2) Other supporting evidence that is suffi-

3) Your expense, other than lodging, isthrough a credit card or otherwise, you must cient to establish the element.
less than $25 (less than $75 for ex-make a record of the amounts you spend.
penses incurred after September 30, Additional information for the IRS.
1995), orExpense accounts.  An expense account You may have to provide additional informa-

statement you give your employer, client, or 4) You have a transportation expense for tion to the IRS to clarify or to establish the
customer is considered to have been made which a receipt is not readily available. accuracy or reliability of information con-
at or near the time of the expense or use. tained in your records, statements, testi-
The statement must be copied from your ac- Accountable plans and per diem and mony, or documentary evidence before a de-
count book, diary, statement of expense, or mileage allowances are discussed later duction is allowed.
similar record. under Reimbursements.

Adequate evidence.  Documentary evi- How long to keep records and receipts.
Chart that shows proof needed. Table dence ordinarily will be considered adequate You must keep proof to support your claim to
28–2 summarizes the factors to use in prov- if it shows the amount, date, place, and es- a deduction as long as your income tax re-
ing the elements of your expenses for travel, sential character of the expense. turn can be examined. Generally, it will be
entertainment, gifts, and local business For example, a hotel receipt is enough to necessary for you to keep your records for 3
transportation. These factors are discussed support expenses for business travel if it years from the date you file the income tax
in more detail in Chapter 5 of Publication has: return on which the deduction is claimed. A
463. return filed early is considered as filed on the1) The name and location of the hotel,

To deduct these expenses, you must be due date.2) The dates you stayed there, andable to prove the elements listed in column 1 Employees who give their records and
of the chart. You prove these elements by 3) Separate amounts for charges such as documentation to their employers and are
having the information and receipts (where lodging, meals, and telephone calls. reimbursed for their expenses generally do
needed) for the expenses listed in columns not have to keep duplicate copies of this in-
2, 3, 4, or 5, whichever apply. A restaurant receipt is enough to prove formation. However, you may have to prove

an expense for a business meal if it has: your expenses if:
Adequate records.  You should keep the 1) The name and location of the 1) You claim deductions for expenses thatproof you need for these items in an account restaurant, are more than reimbursements,book, diary, statement of expense, or similar

2) The number of people served, andrecord, and keep adequate documentary ev- 2) Your expenses are reimbursed under a
idence (such as receipts, canceled checks, 3) The date and amount of the expense. nonaccountable plan,
or bills), that together will support each ele- 3) Your employer does not use adequate
ment of an expense. Documentary evidence If a charge is made for items other than food accounting procedures to verify ex-
is explained in more detail later in this dis- and beverages, the receipt must show that pense accounts, or
cussion. Written evidence has considerably this is the case.

4) You are related to your employer, as de-more value than oral evidence alone. Canceled check.  A canceled check, to-
fined earlier under Standard Mealgether with a bill from the payee, ordinarily
Allowance.establishes the cost. However, a canceledSeparating expenses.  Each separate pay-

check by itself does not prove a business ex-ment usually is considered a separate ex-
See the next section, How To Report, forpense without other evidence to show that itpense. If you entertain a customer or client

a discussion of reimbursements, adequatewas for a business purpose.at dinner and then go to the theater, the din-
accounting, and nonaccountable plans.ner expense and the cost of the theater tick-

ets are two separate expenses. You must re- Business purpose.  A written statement of
cord them separately in your records. the business purpose of an expense is gen- Additional information.  See Chapter 5 of

Totaling items.  You may make one daily erally needed. However, the degree of proof Publication 463 for more information on re-
entry for reasonable categories of expenses varies according to the circumstances in cordkeeping, including a discussion on how
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Table 28-2. Elements To Prove Certain Business Expenses

Element to Expense
be

proved Travel Entertainment Gift Transportation (car)
(1) (2) (3) (4) (5)

Amount Amount of each Amount of each separate expense. Cost of gift. 1) Amount of each
separate expense for Incidental expenses such as taxis, separate expense
travel, lodging, and telephones, etc., may be totaled on a daily including cost of the
meals. Incidental basis. car,
expenses may be 2) Mileage for each
totaled in reasonable business use of the
categories, such as car, and
taxis, daily meals for 3) Total miles for the
traveler, etc. tax year.

Time Date you left and Date of entertainment. For meals or Date of gift. Date of the expense or
returned for each trip, entertainment directly before or after a use.
and number of days for business discussion, the date and duration
business. of the business discussion.

Place Name of city or other Name and address or location of place of Not applicable. Name of city or other
designation. entertainment. Type of entertainment if not designation if

otherwise apparent. Place where business applicable.
discussion was held if entertainment is
directly before or after a business
discussion.

Description Not applicable. Not applicable. Description of gift. Not applicable.

Business Business reason for Business reason or the business benefit Business reason Business reason for the
Purpose travel or the business gained or expected to be gained. Nature of for giving the gift expense or use of the

benefit gained or business discussion or activity. or the business car.
expected to be gained. benefit gained or

expected to be
gained.

Business Not applicable. Occupations or other information—such as Occupation or Not applicable.
Relationship names or other designations—about other

persons entertained that shows their information—
business relationship to you. If all people such as name or
entertained did not take part in business other
discussion, identify those who did. You must designation—
also prove that you or your employee was about recipient
present if entertainment was a business that shows his or
meal. her business

relationship to
you.

to prove each type of expense discussed in 225, Farmer’s Tax Guide, and your form in- 1) You were not reimbursed for your ex-
this chapter. penses or, if you were reimbursed, thestructions for information on how to com-

reimbursement was included in your in-plete your tax return.
come (box 1 of your Form W–2).

2) If you claim car expenses, you use theBoth self-employed and an employee.  IfHow To Report
standard mileage rate.you are both self-employed and an em-

This section explains how and where to re- ployee, you must keep separate records for
port on your tax return the expenses that are For more information on how to reporteach business activity. Report your business
discussed in this chapter. It discusses reim- your expenses on Forms 2106 and 2106–expenses for self-employment on Schedule
bursements, including treatment of account- EZ, see Completing Forms 2106 and 2106–C, Schedule C–EZ, or on Schedule F, as dis-
able and nonaccountable plans, adequate EZ, later.cussed earlier. Report your business ex-
accounting, and per diem allowances. This Gifts.  If you did not receive any reim-penses for your work as an employee on
section ends by showing you how to com- bursements (or the reimbursements were allForm 2106 or Form 2106–EZ, as discussed
plete Forms 2106 and 2106–EZ. included in box 1 of your Form W–2) and thenext.

only business expense you are claiming is
for business gifts, do not complete FormSelf-employed.  If you are self-employed,

Employees.  If you are an employee, you 2106 or 2106–EZ. Instead, claim the amountyou must report your income and expenses
generally must complete Form 2106 to de- of your deductible business gifts directly onon Schedule C or C–EZ (Form 1040) if you
duct your travel, transportation, and en- line 20 of Schedule A. Otherwise, you mustare a sole proprietor, or on Schedule F
tertainment expenses. However, you can complete Form 2106 or 2106–EZ.(Form 1040) if you are a farmer. You do not
use Form 2106–EZ instead of Form 2106 ifuse Form 2106 or Form 2106–EZ. See Statutory employees.  If you received a

Chapter 16 of Publication 535 or Publication Form W–2 and the ‘‘Statutory employee’’you meet both of the following conditions.
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box in box 15 was checked, you report your and incidental expenses and reimburs- If you are given a periodic statement (at
income and expenses related to that income ing you for your actual lodging least quarterly) that asks you to either return
on Schedule C or C–EZ (Form 1040). Do not expenses, or adequately account for outstanding reim-
complete Form 2106 or Form 2106–EZ. bursements and you comply within 120 days4) Using the regular federal per diem rate

of the statement, the IRS will consider theStatutory employees include full-time life (discussed later),
insurance salespersons, certain agent or amount adequately accounted for or re-

5) Using the high-low method (discussedcommission drivers, traveling salespersons, turned within a reasonable period of time.
later), orand certain homeworkers.

Employee meets accountable plan rules.6) Reimbursing you under any other
Unclaimed reimbursement.  If you are enti- If you meet the three rules for accountablemethod that is acceptable to the IRS.
tled to a reimbursement from your employer plans, your employer should not include any
but you do not claim it, you cannot claim a reimbursements in your income in box 1 ofYour employer should tell you what
deduction for the expenses to which that re- your Form W–2. If your expenses equal yourmethod of reimbursement is used and what
imbursement applies. reimbursement, you do not complete Formrecords you must submit.

2106. You have no deduction since your ex-
penses and reimbursement are equal.Reimbursement for personal expenses. No reimbursement.  If you are paid a salary

If your employer reimburses you for nonde- or commission with the understanding that
ductible personal expenses, such as for va- Note:  If your employer included reim-you will pay your own expenses, you are not
cation trips, he or she must report the reim- bursements in box 1 of your Form W–2 andreimbursed or given an allowance for your
bursement as wage income (in box 1 of your you meet all three rules for accountableexpenses. In this situation, you have no reim-
Form W–2). You cannot deduct personal plans, ask your employer for a correctedbursement or allowance arrangement, and
expenses. Form W–2.you deduct your expenses using either Form

2106 or Form 2106–EZ and Schedule A
(Form 1040), or only Schedule A (FormReimbursements Employee does not meet accountable
1040) if you are only claiming business gift plan rules.  You may be reimbursed underThis section explains what to do when you
expenses. You do not have to read this sec- your employer’s accountable plan but onlyreceive an advance or are reimbursed for
tion on reimbursements. Instead, see Com-any of the employee business expenses dis- part of your expenses may meet all three
pleting Forms 2106 and 2106–EZ, later, forcussed in this chapter. rules.
information on completing your tax return.If you received an advance, allowance, or If your expenses are reimbursed under

reimbursement for your expenses, how you an otherwise accountable plan but you do
report this amount and your expenses de- Accountable Plans not return, within a reasonable period of
pends on whether the reimbursement was time, any reimbursement of expenses forTo be an accountable plan, your employer’s
paid to you under an accountable plan or a which you did not adequately account, thenreimbursement or allowance arrangement
nonaccountable plan. only the amount for which you did ade-must include all three of the following rules:

This section explains the two types of quately account is considered as paid under
1) Your expenses must have a businessplans, how per diem allowances simplify an accountable plan. The remaining ex-

connection — that is, you must haveproving the amount of your expenses, and penses are treated as having been reim-
paid or incurred deductible expensesthe tax treatment of your reimbursements bursed under a nonaccountable plan (dis-
while performing services as an em-and expenses. cussed later).
ployee of your employer, If you received an allowance or advance

Reimbursement, allowance, or advance. 2) You must adequately account to your that was higher than the federal rate, see
A reimbursement or other expense allow- employer for these expenses within a Returning Excess Reimbursements, later.
ance arrangement is a system or plan that reasonable period of time, and
an employer uses to pay, substantiate, and Reimbursement of nondeductible ex-3) You must return any excess reimburse-
recover the expenses, advances, reimburse- penses.  You may be reimbursed under yourment or allowance within a reasonable
ments, and amounts charged to the em- employer’s accountable plan for expensesperiod of time.
ployer for employee business expenses. It related to that employer’s business, some of
can also be a system used to keep track of which are deductible as employee business‘‘Adequate accounting’’ and ‘‘returningamounts you receive from your employer’s expenses and some of which are not deduct-excess reimbursements’’ are discussedagent or a third party. Arrangements include ible. The reimbursements you receive for thelater.per diem and mileage allowances. If a single nondeductible expenses are treated as paidAn excess reimbursement or allow-payment includes both wages and an ex- under a nonaccountable plan.ance is any amount you are paid that is morepense reimbursement, the amount of the re-

Example.  Your employer’s plan may re-than the business-related expenses that youimbursement must be specifically identified.
imburse you for travel expenses you incurredadequately accounted for to your employer.Your employer has different options for while away from home on business, and forSee Returning Excess Reimbursements,reimbursing you for business-related travel meal expenses you paid when you work latelater, for information on how to handle theseexpenses: at the office, even though you are not awayexcess amounts.

1) Reimbursing you for your actual ex- from home. The part of the arrangement thatThe definition of reasonable period of
penses, as discussed throughout this reimburses you for the nondeductible mealstime depends on the facts of your situation.
chapter, while you work late at the office is treated asThe IRS will consider it reasonable for you

a second arrangement. The payments underto:2) Reimbursing you for business use of
this second arrangement are treated as paidyour car: 1) Receive an advance within 30 days of under a nonaccountable plan.

the time you have an expense,a) Based on your actual operating ex-
penses, or Per diem allowances. If you are reimbursed2) Adequately account for your expenses

by a per diem allowance (daily amount) thatwithin 60 days after they were paid or in-b) Using a car or mileage allowance as
you received under an accountable plan, twocurred, anddiscussed in Chapter 5 of Publication
facts affect your reporting:917, 3) Return any excess reimbursement
1) The federal rate for the area where youwithin 120 days after the expense was3) Using the meals only allowance (dis-

traveled, andcussed later) to reimburse your meals paid or incurred.
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2) Whether the allowance or your actual Form W–2) and all your expenses. You Example 1.  Nicole drives 10,000 miles a
expenses were more than the federal year for business. Under her employer’s ac-should be able to prove these amounts to
rate. countable plan, she accounts for the timethe IRS.

(dates), place, and business purpose ofExample 1.  Laura lives and works in
For this purpose, the federal rate can be fig- each trip. Her employer pays her a mileage

Austin. Her employer sent her to Dallas for 2
ured by using any one of three methods: allowance of 30 cents a mile. Nicole’s ex-

days on business. Laura’s employer paid the
penses of operating her car are not more1) The regular federal per diem rate (dis- hotel directly for her lodging and reimbursed than 30 cents a mile.cussed later in this chapter), Laura $40 a day ($80 total) for meals and in-

Nicole’s employer does not include any
cidental expenses. Laura’s actual meal ex-2) The high-low method (discussed later in of the reimbursement on her Form W–2 be-
penses did not exceed the federal rate forthis chapter), or cause the mileage allowance is not more
Dallas, which is $34 per day.3) The standard meal allowance (dis- than the standard mileage rate. Nicole does

Her employer included the $12 that wascussed earlier under What Are Travel not deduct the expenses on her return be-
more than the federal rate [($40 –  $34) ×Expenses? ). cause her expenses are not more than the
2] in box 1 of Laura’s Form W–2. Her em- allowance she received.
ployer shows $68 ($34 a day ×  2) in box 13The following discussions explain where Example 2.  The facts are the same as inof her Form W–2. This amount is not in-to report your expenses depending upon Example 1, except Nicole gets reimbursedcluded in Laura’s income. Laura does nothow the amount of your per diem allowance 35 cents a mile, which is 5 cents a mile morehave to complete Form 2106; however, shecompares to the federal rate. than the standard mileage rate. Her em-must include the $12 in her gross income asPer diem allowance LESS than or ployer must include the reimbursement
wages (by reporting the total amount shownEQUAL to the federal rate.  If your per diem amount up to the standard mileage rate,
in box 1 of her Form W–2).allowance is less than or equal to the federal $3,000 (10,000 miles ×  30 cents), in box 13

rate, the allowance will not be included in Example 2.  Joe also lives in Austin and (code L) of her Form W–2. That amount is
box 1 of your Form W–2. You do not need to works for the same employer as Laura. In not taxable.
report the related expenses or the per diem May the employer sent Joe to Washington, Nicole’s employer must also includeallowance on your return if your expenses

DC, for 4 days and paid the hotel directly for $500 (10,000 miles ×  5 cents) in box 1 ofare equal to or less than the allowance.
his hotel bill. The employer reimbursed Joe her Form W–2. This is the reimbursementHowever, if your actual expenses (or your

that is more than the standard mileage rate.$45 a day for his meals and incidental ex-expenses using the standard meal allow-
Because her reimbursement is equal to orpenses. The federal rate for Washington,ance) are more than your per diem allow-
more than her expenses, Nicole does notDC, is $38 a day.ance, you can complete Form 2106 and de-
complete Form 2106.Joe can prove that his actual meal ex-duct the excess amount on Schedule A

penses totaled $290. His employer’s ac-(Form 1040). If you are using actual ex-
Employer’s plan.  The employer makes thecountable plan will not pay more than $45 apenses, you must be able to prove to the IRS
decision whether to reimburse employeesday for travel to Washington, DC, so Joethe total amount of your expenses and reim-
under an accountable plan or a nonaccount-does not give his employer the records thatbursements for the entire year. If you are us-
able plan. If you are an employee who re-prove that he actually spent $290. However,ing the standard meal allowance, you do not
ceives payments under a nonaccountablehe does account for the time, place, andhave to prove that amount.
plan, you cannot convert these amounts tobusiness purpose of the trip. This is Joe’sExample.  In April Jeremy takes a 2-day payments under an accountable plan by vol-only business trip in 1995.business trip to Boston. The federal rate in untarily accounting to your employer for theJoe was reimbursed $180 ($45 ×  4Boston is $139 per day. As required by his expenses and voluntarily returning excessdays), which is $28 more than the federalemployer’s accountable plan, he accounts reimbursements to the employer.rate of $152 ($38 ×  4 days). The employerfor the time (dates), place, and business pur-

includes the $28 as income on Joe’s Formpose of the trip. His employer reimburses
Adequate AccountingW–2 in box 1. The employer also entershim $139 a day ($278 total) for living ex-
One of the three rules (listed earlier) for a re-$152 in box 13 of Joe’s Form W–2, alongpenses. Jeremy’s living expenses in Boston
imbursement or other expense allowance ar-with a code L.are not more than $139 a day.
rangement to qualify as an accountable planJeremy’s employer does not include any Joe completes Form 2106 to figure his
was that you adequately account to your em-of the reimbursement on his Form W–2. Jer- deductible expenses. He enters the total of
ployer for your expenses. You adequatelyemy does not deduct the expenses on his his actual expenses for the year ($290) on
account by giving your employer documen-return. Form 2106. He also enters the reimburse-
tary evidence of your mileage, travel, andPer diem allowance MORE than the ments that were not included in his income
other employee business expenses, alongfederal rate.  If your per diem allowance is ($152). His total deductible expense, before
with a statement of expense, an accountmore than the federal rate, your employer the 50% limit, is $138. After he figures the
book, a diary, or a similar record in which youmust include the allowance amount up to the 50% limit on his unreimbursed meals and
entered each expense at or near the timefederal rate in box 13 (code L) of your Form entertainment, he will include the balance,
you had it. Documentary evidence includesW–2. This amount is not taxable. However, $69, on line 20 of Schedule A (Form 1040).
receipts, canceled checks, and bills. Seethe per diem allowance that is more than the
Recordkeeping, earlier, for a discussion offederal rate will be included in box 1 of your

Car or mileage allowances.  How you re- the aspects or elements of each expenseForm W–2. You must report this part of your
port a car or mileage allowance that you re- that you must prove.reimbursement as if it were wage income.
ceived under an accountable plan depends You must account for all amounts re-If your actual expenses are less than or
on whether the reimbursement or your ac- ceived from your employer during the yearequal to the federal rate, you do not com-
tual expenses were more than the standard as advances, reimbursements, or al-plete Form 2106 or claim any of your ex-
mileage rate of 30 cents a mile for 1995. The lowances for business use of your car,penses on your return.
standard mileage rate is considered to be travel, entertainment, gifts, or any other ex-However, if your actual expenses are
the federal rate. If your allowance was equal penses. This includes amounts that weremore than the federal rate, you can com-
to or less than 30 cents a mile, see Per diem charged to your employer by credit card orplete Form 2106 and deduct those expenses
allowance LESS than or EQUAL to the fed- other method. You must give your employerthat are more than the federal rate on
eral rate, earlier. If your allowance was more the same type of records and supporting in-Schedule A (Form 1040). You must report on
than 30 cents a mile, see Per diem allow- formation that you would have to give to theForm 2106 your reimbursements up to the

IRS if the IRS questioned a deduction onance MORE than the federal rate, earlier.federal rate (as shown in box 13 of your

Page 212 Chapter 28 CAR EXPENSES AND OTHER EMPLOYEE BUSINESS EXPENSES



have accounted to your employer. In thisTable 28-3. Reporting Travel, Entertainment, and
case, you may have to prove your expensesGift Expenses and Reimbursements
to the IRS.

Allowance for meals.  These rules also
Type of Reimbursement Employer Employee apply if you are reimbursed only for your
(or Other Expense Reports on Shows on meal expenses or get a separate per diem
Allowance) Arrangement Form W–2 Form 21061

allowance for meals and incidental ex-
penses. Your reimbursement or allowanceAccountable
must not be more than the standard meal al-

Actual expense reimburse- Not reported Not shown if expenses do not lowance. A per diem allowance is paid sepa-
ment exceed reimbursement rately for meals and incidental expenses if

your employer furnishes lodging in kind, pays
Adequate accounting and

you a meal allowance plus the actual cost ofexcess returned
your lodging, or pays the hotel, motel, etc. di-
rectly for your lodging. A per diem allowanceActual expense reimburse- Excess reported as wages in All expenses (and reimburse-
is also paid separately for meals and inciden-ment box 1. Amount adequately ments reported on Form W–
tal expenses if your employer does not haveaccounted for is reported 2, box 13), only  if some or all
a reasonable belief that you incurred lodgingAdequate accounting and only in box 13—it is not re- of the excess expenses are
expenses, such as when you stay withreturn of excess both re- ported in box 1. claimed.2 Otherwise, form is
friends or relatives or sleep in the cab of yourquired but excess not re- not filed.
truck.turned

Proving your expenses with a per
Per diem or mileage allow- All expenses and reimburse- diem allowance.  If your employer pays forNot reported
ance (up to federal rate) ments only  if excess ex- your expenses using a per diem allowance,

penses are claimed.2 Other- including a meals only allowance, you can
Adequate accounting and wise, form is not filed. generally use the allowance as proof for the
excess returned amount of your expenses. However, the

amount of expense that can be proven this
Per diem or mileage allow- Excess reported as wages in All expenses (and reimburse- way cannot be more than the regular federal
ance (exceeds federal box 1. Amount up to the fed- ments equal to the federal per diem rate or the high-low method, bothrate) eral rate is reported only in rate) only  if expenses in ex-

discussed later.box 13—it is not reported in cess of the federal rate are
The per diem allowance can only be usedAdequate accounting up to box 1. claimed.2 Otherwise, form is

as proof of the cost of meals and/or lodgingthe federal rate only and not filed.
under the adequate accounting require-excess not returned
ments. You must still provide other proof of
the time, place, and business purpose forNonaccountable
each expense.

Either adequate account- Entire amount is reported as All expenses2

ing or return of excess, or wages in box 1.
Regular federal per diem rate.  The regularboth, not required by plan
federal per diem rate is the highest amount
that the federal government will pay to itsNo reimbursement Normal reporting of wages, All expenses2

employees for lodging, meals, and incidentaletc.
expenses (or meals and incidental expenses

1 You may be able to use Form 2106-EZ. See Completing Forms 2106 and 2106-EZ. only) while they are traveling away from
home in a particular area. The rates are dif-2 Any allowable business expense is carried to line 20 of Schedule A (Form 1040) and deducted as a

miscellaneous itemized deduction. ferent for different locations. You must use
the rate in effect for the area where you stop
for sleep or rest. Your employer should have

your return. You must pay back the amount A per diem allowance satisfies the ade- these rates available. (Employers can get
quate accounting requirements for theof any reimbursement or other expense al- Publication 1542, Per Diem Rates, which
amount in question if:lowance for which you do not adequately ac- gives the rates in the continental United

count or that exceeds the amount for which States for the current year.)1) Your employer reasonably limits pay-
you accounted. The federal rates for meals and inciden-ments of the travel expenses to those

tal expenses are the same as those ratesthat are ordinary and necessary in the
discussed earlier under Standard Mealconduct of the trade or business,
Allowance.Per diem allowance or reimbursement. 2) The allowance is similar in form to and

not more than the federal per diem (thatYou may be able to prove the amount of your
High-low method.  This is a simplifiedis, your allowance varies based ontravel expenses by using a per diem allow-
method of computing the federal per diemwhere and how long you were traveling),ance amount. If your employer reimburses
rate for travel within the continental United

you for your lodging, meals, and incidental 3) You are not related to your employer (as States. It eliminates the need to keep a cur-
expenses at a fixed amount per day of busi- defined earlier under Standard Meal Al- rent list of the per diem rate in effect for each
ness travel, that amount is called a per diem lowance), and city in the continental United States.
allowance. 4) The time, place, and business purpose Under the high-low method, the per diem

The term ‘‘incidental expenses’’ in- of the travel are proved, as explained amount for travel during 1995 is $152 for cer-
cludes, but is not limited to, laundry ex- earlier under Recordkeeping. tain locations. All other areas have a per
penses, cleaning and pressing expenses, diem amount of $95. The areas eligible for
and fees and tips for persons who provide If the IRS finds that an employer’s travel al- the $152 per diem amount under the high-
services, such as food servers and luggage lowance practices are not based on reason- low method for all of the year or the portion
handlers. Incidental expenses do not include ably accurate estimates of travel costs, in- of the year specified in parentheses under
taxicab fares or the costs of telegrams or cluding recognition of cost differences in the key city name are listed in Table 6 in Pub-
telephone calls. different areas, you will not be considered to lication 463.
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Allocation of per diem on partial days of you did not spend all the money on business- 1) Excess reimbursements you fail to re-
travel.  The federal per diem rate or the fed- related expenses, or if you do not have proof turn to your employer, and
eral meals and incidental expenses is for a of all your expenses, you have an excess 2) Reimbursements of nondeductible ex-
full 24-hour day of travel. If you travel for part reimbursement. penses related to your employer’s busi-
of a day, the full day rate must be allocated. ‘‘Adequate accounting’’ and ‘‘reasonable ness. See Reimbursement of nonde-
You can use either of the following methods period of time’’ were discussed earlier. ductible expenses earlier under
to figure the federal per diem rate for that

Accountable Plans.day. Travel advance. If your employer provides
you with an expense allowance before you1) Count one-fourth of the federal rate for If you are not sure if the reimbursement or
actually have the expense, and the allow-each 6-hour quarter of the day during expense allowance arrangement is an ac-
ance is reasonably calculated not to exceedany portion of which you are traveling countable or nonaccountable plan, see your
your expected expenses, you have receivedaway from home for business. The 6- employer.

hour quarters are midnight to 6 a.m.; 6 a travel advance. Under an accountable Your employer will combine the amount
a.m. to noon; noon to 6 p.m.; and 6 p.m. plan, you must be required to adequately ac- of any reimbursement or other expense al-
to midnight. count to your employer for this advance and lowance paid to you under a nonaccountable

be required to return any excess within a rea-2) Prorate the federal rate using any plan with your wages, salary, or other com-
sonable period of time. See Accountablemethod that is consistently applied and pensation. Your employer will report the total
Plans, earlier. If you do not adequately ac-is in accordance with reasonable busi- in box 1 of your Form W–2.
count for or do not return any excess ad-ness practice. For example, an em- You must complete Form 2106 or 2106–
vance within a reasonable period of time, theployer can treat 2 full days of per diem EZ and itemize your deductions on Schedule
amount you do not account for or return willpaid for travel away from home from 9 A (Form 1040) to deduct your expenses for
be treated as having been paid under aa.m. of one day to 5 p.m. of the next day travel, transportation, meals, or entertain-
nonaccountable plan (discussed later).as being no more than the federal rate. ment. Your meal and entertainment ex-

Unproven amounts.  If you do not proveThis is true even though a federal em- penses will be subject to the 50% limit dis-
that you actually traveled on each day forployee would be limited to a reimburse- cussed ear l ier  under  Enter ta inment
which you received a per diem or mileage al-ment for only 11/2 days. Expenses. Also, your total expenses will be
lowance (proving the elements described subject to the 2%-of-adjusted-gross-income
earlier under Recordkeeping), you must re-These rules apply whether your employer limit that applies to most miscellaneous
turn this unproven amount of the travel ad-uses the regular federal per diem rate or the itemized deductions. This 2% limit is figured

high-low method. vance within a reasonable period of time. If on line 25 of Schedule A (Form 1040).
you fail to do this, your employer will include

Example.  Kim’s employer gives herCar or mileage allowance.  A car or mile- as income in box 1 of your Form W–2 the un-
$500 a month ($6,000 for the year) for herage allowance satisfies the adequate ac- proven amount of per diem allowance as ex-
business expenses. Kim does not have tocounting requirements for the amount if: cess reimbursement. This unproven amount
provide any proof of her expenses to her em-is considered paid under a nonaccountable1) Your employer reasonably limits pay- ployer, and Kim can keep any funds that sheplan (discussed later).ments of the car expenses to those that does not spend.Per diem MORE than federal rate.  Ifare ordinary and necessary in the con-

Kim is being reimbursed under a nonac-your employer’s accountable plan pays youduct of the trade or business,
countable plan. Her employer will include thea per diem or similar allowance that is higher

2) The allowance is paid at the standard $6,000 on Kim’s Form W–2 as if it werethan the federal rate for the area you trav-mileage rate, at another rate per mile, or wages. If Kim wants to deduct her businesseled to, you do not have to return the differ-other acceptable method, and expenses, she must complete Form 2106 orence between the two rates for the period
Form 2106–EZ and itemize her deductions3) You prove the time (dates), place, and you can prove business-related travel ex-
on Schedule A (Form 1040). The 50% limitbusiness purpose of using your car to penses. However, the difference will be re-
applies to her meal and entertainment ex-your employer within a reasonable pe- ported as wages on your Form W–2. This ex-
penses, and the 2%-of-adjusted-gross-in-riod of time. cess amount is considered paid under a
come limit applies to her total employee bus-nonaccountable plan (discussed later).
iness expenses.If your employer pays for your expenses

Example.  Your employer sends you on ausing a car or mileage allowance, you can
5-day business trip to Phoenix and gives yougenerally use the allowance as proof for the Part of reimbursement paid under ac-
a $200 ($40 ×  5 days) advance to coveramount of your expenses. However, the countable plan.  If your expenses are reim-
your meals and incidental expenses. Theamount of expense that can be proven this bursed under an otherwise accountable plan
federal per diem for meals and incidental ex-way cannot be more than the standard mile- but you do not return, within a reasonable
penses in Phoenix is $34. Your trip lasts onlyage rate or the amount of the fixed and varia- period of time, any reimbursement for which
3 days. Under your employer’s accountableble rate allowance that your employer does you do not adequately account, only the
plan, you must return the $80 ($40 ×  2 days)not include in box 1 of your Form W–2. amount for which you do not adequately ac-
advance for the 2 days you did not travel.Only the amount can be proven under count is considered as paid under a nonac-
You do not have to return the $18 differencethe adequate accounting requirements. You countable plan. The remainder is treated as
between the allowance you received and themust still prove the time (dates), place, and having been paid under an accountable plan
federal rate for Phoenix [($40 –  $34) ×  3business purpose for each expense. (as discussed earlier).
days]. However, the $18 will be reported on
your Form W–2 as wages.Returning Excess Completing Forms 2106Reimbursements 
Nonaccountable Plans and 2106–EZ Under an accountable plan, you must be re-
A nonaccountable plan is a reimbursement This section briefly describes how employ-quired to return any excess reimbursement
or expense allowance arrangement that ees complete Forms 2106 and 2106–EZ. Ta-for your business expenses to the person
does not meet the three rules listed earlier ble 28–3 explains what the employer reportspaying the reimbursement or allowance. Ex-
under Accountable Plans. on Form W–2 and what the employee re-cess reimbursement means any amount

ports on Form 2106. The instructions for theIn addition, the following payments madefor which you did not adequately account
forms have more information on completingunder an accountable plan will be treated aswithin a reasonable period of time. For ex-
them.being paid under a nonaccountable plan:ample, if you received a travel advance and
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Form 2106–EZ. You may be able to use 1 of your Form W–2. (You cannot use Form 1040). Most miscellaneous itemized deduc-
Form 2106–EZ to claim your employee busi- tions, including employee business ex-2106–EZ.) This includes any reimbursement
ness expenses. You qualify to use this form if penses, are subject to a 2%-of-adjusted-reported under code L in box 13 of Form W–
you meet both of the following conditions. gross-income limit. This limit is figured on2.

line 25 of Schedule A.Allocating your reimbursement.  If you1) You were not reimbursed for your ex-
3. Limit on total itemized deductions.were reimbursed under an accountable planpenses or, if you were reimbursed, the

If your adjusted gross income (line 32 ofand want to deduct excess expenses thatreimbursement was included in your in-
Form 1040) is more than $114,700 ($57,350were not reimbursed, you may have to allo-come (box 1 of your Form W–2).
if you are married filing separately), thecate your reimbursement. If your employer2) If you claim car expenses, you use the amount of your overall itemized deductions,paid you a single amount that covers mealsstandard mileage rate. including employee business expenses, mayor entertainment, as well as other business
be limited. See Chapter 22 for more informa-expenses, you must allocate the reimburse-

Car expenses.  If you used a car or other ve- tion on this limit.ment so that you know how much to enter inhicle to perform your job as an employee,
Column A and Column B of line 7 of Formyou may be able to deduct certain vehicle Special Rules 2106.expenses. Vehicle expenses are generally

This section discusses special rules that ap-Example.  Rob’s employer paid him anfigured in Part II of Form 2106, and then
ply only to performing artists and disabledclaimed on line 1, Column A, of Part I of Form expense allowance of $5,000 during 1995
employees with impairment-related work2106. Vehicle expenses using the standard under an accountable plan. It is not clear
expenses.mileage rate can also be figured on Form how much of the allowance is for the cost of

2106–EZ by completing Part III and line 1 of deductible meals. Rob actually spent $6,500
Expenses of certain performing artists.  IfPart II. during the year ($2,000 for meals and $4,500
you are a performing artist, you may qualifyfor automobile expenses).
to deduct your employee business expensesLocal transportation expenses.  Show Rob uses the following worksheet from
as an adjustment to gross income ratheryour local business transportation expenses the Instructions for Form 2106 to allocate his
than as a miscellaneous itemized deduction.that did not involve overnight travel on line 2, reimbursement on line 7 of Form 2106.
To qualify, you must meet all of the followingColumn A, of Form 2106 or on line 2, Part II
requirements.of Form 2106–EZ. Also include on this line 1. Enter the total amount of

business expenses you have for parking reimbursements your employer gave 1) During the tax year, you perform ser-
fees and tolls. Do not include expenses of you that were not reported to you in vices in the performing arts for at least
operating your car or expenses of commut- box 1 of your Form W–2 . . . . . . . . . . . . . . 5,000 two employers.
ing between your home and work. 2. Enter the total amount of your 2) You receive at least $200 each from any

expenses for the periods covered by two of these employers.Employee business expenses other than this reimbursement . . . . . . . . . . . . . . . . . . . 6,500
3) Your related performing-arts businessmeals and entertainment.  Show your

3. Of the amount on line 2, enter your expenses are more than 10% of yourother employee business expenses on lines
total expense for meals and gross income from the performance of3 and 4, Column A, of Form 2106 or Form
entertainment . . . . . . . . . . . . . . . . . . . . . . . . 2,000 such services.2106–EZ. Do not include expenses for

4. Divide line 3 by line 2. Enter the resultmeals and entertainment on those lines. 4) Your adjusted gross income is not more
as a decimal (to at least two places) .31Line 4 is for expenses such as business gifts, than $16,000 before deducting these

educational expenses (tuition and books), 5. Multiply line 1 by line 4. Enter the business expenses.
office-in-the-home expenses, and trade and result here and in Column B, line 7 . . . 1,550
professional publications. Special rules for married persons.  If6. Subtract line 5 from line 1. Enter the

you are married, you must file a joint returnresult here and in Column A, line 7 . . . 3,450Note:  If line 4 expenses are the only unless you lived apart from your spouse at all
ones you are claiming and you received no times during the tax year.
reimbursements (or the reimbursements If you file a joint return, you must figureSchedule A (Form 1040).  After you havewere all included in box 1 of your Form W–2), requirements (1), (2), and (3) separately forcompleted your Form 2106 or 2106–EZ, fol-do not complete Form 2106 or 2106–EZ. In- both you and your spouse. However, require-low the directions on that form to deductstead, claim these amounts directly on ment (4) applies to your and your spouse’syour expenses on the appropriate line ofSchedule A. List the type and amount of combined adjusted gross income.your tax return. For most taxpayers this is oneach expense on the dotted lines next to line Where to report.  If you meet all of theline 20 of Schedule A (Form 1040). However,20 and include the total on line 20. above requirements, you should first com-if you are a performing artist or a disabled

plete Form 2106 or 2106–EZ. Then you in-employee with impairment-related work ex-
clude your performing-arts-related expensesMeal and entertainment expenses.  Show penses, see Special Rules, later.
from line 10 of Form 2106 or line 6 of Formthe full amount of your expenses for busi-
2106–EZ in the total on line 30 of Form 1040.ness-related meals and entertainment on

Limits on employee business expenses. Write ‘‘QPA’’ and the amount of your per-line 5, Column B, of Form 2106. Include
Your employee business expenses may be forming-arts-related expenses on the dottedmeals you paid for while away from your tax
subject to any of the three limits described line next to line 30 of Form 1040.home overnight and other business meals
below. These limits are figured in the follow- If you do not meet all of the above re-and entertainment. Enter 50% of the line 8
ing order on the form specified. quirements, you do not qualify to deduct yourmeal and entertainment expenses on line 9,

1. Limit on meals and entertainment. expenses as an adjustment to gross income.Column B, of Form 2106.
Certain meal and entertainment expenses Instead, you must complete Form 2106 orIf you file Form 2106–EZ, enter the full
are subject to a 50% limit. Employees figure 2106–EZ and deduct your employee busi-amount of your meals and entertainment on
this limit on line 9 of Form 2106 or line 5 of ness expenses on line 20 of Schedule Athe line to the left of line 5 and multiply the
Form 2106–EZ. See 50% Limit under En- (Form 1040).total by 50%. Enter the result on line 5.
tertainment Expenses, earlier.

2. Limit on employee business ex-Reimbursements.  Enter on line 7 of Form Impairment-related work expenses of
penses.  Employees deduct employee busi-2106 the amounts your employer (or third disabled employees. If you are an em-
ness expenses (as figured on Form 2106 orparty) reimbursed you for employee busi- ployee with a physical or mental disability,
2106–EZ) on line 20 of Schedule A (Formness expenses that were not included in box your impairment-related work expenses are
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not subject to the 2%-of-adjusted-gross-in- Bill uses the standard mileage rate for car Bill received a reimbursement of $3,600
come limit that applies to most other em- expense purposes. He records his total mile- ($300 per month) to help offset his ex-
ployee business expenses. After you com- age, business mileage, parking fees, and penses. Bill did not have to account to his
plete Form 2106 or 2106–EZ, enter your tolls for the year. Bill timely records his ex- employer for the reimbursement, and the
impairment-related work expenses from line penses and other pertinent information in a $3,600 was included as income in box 1 of
10 of Form 2106 or line 6 of Form 2106–EZ travel expense log (not shown). He obtains his Form W–2.
on line 27 of Schedule A (Form 1040). Enter receipts for his expenses for lodging and for  Because Bill’s reimbursement was in-
your employee business expenses that are any other expenses of $25 or more ($75 or cluded in his income and he is using the
unrelated to your disability from line 10 of more for expenses he incurs after Septem- standard mileage rate for his car expenses,
Form 2106 or line 6 of Form 2106–EZ on line ber 30, 1995). he files Form 2106–EZ with his tax return.
20 of Schedule A. During the year, Bill drove a total of His filled-in form is shown at the end of this

Impairment-related work expenses are 25,000 miles of which 20,000 miles were for chapter.
your allowable expenses for attendant care business. Following the instructions for Part
at your workplace and other expenses you II of Form 2106, he answers all the questions
have in connection with your workplace that and figures his vehicle expense to be $6,000
are necessary for you to be able to work. For (20,000 business miles ×  30 cents standard
more information, see Chapter 23. mileage rate).

His total employee business expenses
are shown in the following table.Illustrated Example 

Bill Wilson is an employee of Fashion Cloth- Type of Expense Amount 
ing Co. in Manhattan, NY. In a typical week,

Parking fees and tolls . . . . . . . . . . . . . . . . . $ 300Bill leaves his home on Long Island on Mon-
Vehicle expenses . . . . . . . . . . . . . . . . . . . . . 6,000day morning and drives to Albany to exhibit
Meals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,632the Fashion line for 3 days to prospective
Lodging, laundry, cleaning . . . . . . . . . . . 10,000customers. Then he drives to Troy to show X
Entertainment . . . . . . . . . . . . . . . . . . . . . . . . 1,870Department Store, an old customer, Fash-
Gifts, education, etc. . . . . . . . . . . . . . . . . . 400ion’s new line of merchandise. While in Troy,
Total $21,202he talks with Tom Brown, purchasing agent

for X Department Store, to discuss the new
line. He later takes John Smith of Y Co. out
to dinner to discuss Y Co.’s buying Fashion’s
new line of clothing.
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Form (and Instructions) program that will qualify you for a new trade
or business.□ 2106 Employee Business Expenses

When you take more education than your29.
employer or the law requires, the additional
education is qualifying only if it maintains orEmployee’s improves skills required in your presentQualifying Education 
work. See Education to Maintain or Improve

Education must meet certain requirementsEducational Skills, later.
before the expenses of that education can

Example.  You are a teacher who hasbe deducted. If these requirements are met,Expenses satisfied the minimum requirements forthe education is qualifying education. You
teaching. Your employer requires you to takemay be able to deduct the costs of qualifying
an additional college course each year toeducation even though the education may
keep your teaching job. You take a courselead to a degree.
and pay for it yourself. This is qualifying edu-Important Change cation even if you eventually receive a mas-Requirements.  The education must:
ter’s degree and an increase in salary be-Employer-provided educational assis-

1) Be required by your employer or the law cause of this extra education.tance.  The exclusion from income of up to
to keep your present salary, status, or$5,250 of employer-provided educational
job (and serve a business purpose ofassistance under a qualified plan expired on Education to Maintainyour employer), orDecember 31, l994. or Improve Skills 2) Maintain or improve skills needed inCaution. As this publication was being

If your education is not required by your em-your present work.prepared for print, Congress was consider-
ployer or a law, it must maintain or improveing tax law changes that would extend the
skills needed in your job to be qualifying edu-Exception.  Even if your educationexclusion of employer-provided educational
cation. This includes refresher courses,meets one of the requirements above, it isassistance beyond December 31, 1994. See
courses on current developments, and aca-not qualifying education if it:Publication 553, Highlights of 1995 Tax
demic or vocational courses. However,Changes, for further developments. 1) Is needed to meet the minimum educa- courses you take that are needed to meet

tional requirements of your present the minimum educational requirements forLimit on itemized deductions.  If your ad- trade or business, or your job or to qualify you for a new trade orjusted gross income is more than $114,700
2) Is part of a program of study that can business are not qualifying education. See($57,350 if you are married filing separately),

qualify you for a new trade or business, Nonqualifying Education, later.the overall amount of your itemized deduc-
even if you have no plans to enter that Example.  You repair televisions, radios,tions may be limited. See Chapter 22 if you
trade or business. and stereo sets for XYZ Store. To keep upneed more information about this limit.

with the latest changes, you take special
See Nonqualifying Education, later. courses in radio and stereo service. These

courses maintain and improve skills required
Present work.  Your education must relateIntroduction in your work.
to your present work. Education that will re-

This chapter discusses how employees de- late to work you may enter in the future is not
duct their costs of work-related education. qual i fy ing educat ion. Educat ion that
To figure the deduction, you must know: prepares you for a future occupation in- Nonqualifying

cludes any education that keeps you up-to-● Whether the courses qualify, Education date for a return to work or that qualifies you
● What expenses are deductible, and to reenter a job you had in the past. If you need education to meet the minimum

Temporary absence.  If you stop work● How to report the expenses. requirements for a trade or business or if the
for a year or less and then go back to the education is part of a program of study that
same kind of work, your absence is ordinarily will qualify you for a new trade or business, itFirst, you must determine whether the
considered temporary. Education during a is nonqualifying education. You cannot de-courses you are taking are qualifying
vacation, temporary leave, or other tempo- duct the costs of nonqualifying education.courses. Not all courses are qualifying edu-
rary absence from your job is considered re-cation. Courses must meet certain require-
lated to your present job. However, afterments before the related expenses can be Education to Meetyour temporary absence you must return todeducted. This is explained under Qualifying Minimum Requirements the same kind of work.Education.

Education needed to meet the minimum ed-Example.  You quit your biology researchIf your courses qualify, you can then de-
ucational requirements for your presentjob to become a full-time biology graduatetermine which expenses qualify to be de-
trade or business is nonqualifying education.student for one year. If you return to work inducted. Only certain expenses of education
The minimum education necessary is deter-biology research after completing theare deductible. This is explained under What
mined by:courses, the education is related to your pre-Educational Expenses Are Deductible.

sent work. You may even choose to take aIf you know which expenses qualify, you 1) Laws and regulations,
similar job with another employer.can then determine how to report those edu- 2) Standards of your profession, trade, or

cational expenses. You may not be able to business, and
fully deduct all of your expenses. This is ex- Education Required by 3) Your employer’s requirements.plained under How To Report Educational Employer or by Law Expenses.

Once you have met the minimum educa- You have not necessarily met the mini-
tional requirements for your job, your em- mum educational requirements of your tradeUseful Items
ployer or a law may require you to get more or business simply because you are alreadyYou may want to see:
education. This additional education must be doing the work.
required for you to keep your present salary, Once you have met the minimum educa-

Publication status, or job. It must serve a business pur- tional requirements that were in effect when
□ 508 Educational Expenses pose of your employer and not be part of a you were hired, you do not have to satisfy
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number of college hours or a college degree
usually required of a person hired for that
position.

If no requirements exist, you will have
met the minimum educational requirement
when you become a faculty member. You
generally will be considered a faculty mem-
ber when one of the following occurs:

1) You have tenure,

2) Your years of service count toward ob-
taining tenure,

3) You have a vote in faculty decisions, or

4) Your school makes contributions for you
to a retirement plan other than social
security or a similar program.

Example 1.  Your state law requires be-
ginning secondary school teachers to have a
bachelor’s degree, including ten profes-
sional education courses. In addition, to
keep the job, a teacher must complete a fifth
year of training within 10 years from the date
of hire. However, if qualified teachers cannot
be found, a school may hire persons with
only 3 years of college on the condition that
they get the bachelor’s degree and the re-
quired professional education courses within
3 years.

Under these facts, the bachelor’s de-
gree, whether it includes the ten profes-
sional education courses or not, is consid-
ered the minimum educational requirement
for qualification as a teacher in your state.

If you have all of the required education
except the fifth year, you have met the mini-
mum educational requirements. However, if
the fifth year will qualify you for a new trade
or business, it is nonqualifying education.
See Education to Qualify for a New Trade or
Business, later.

Example 2.  Assume the same facts as in
Example 1. If you have a bachelor’s degree
and only six professional education courses,
the additional four education courses would
be qualifying education. Because a bache-
lor’s degree is the minimum requirement for

this rule again. This means that if the mini- However, a new accountant coming into qualification as a teacher, you have already
the firm would have to satisfy these new min-mum requirements change, any education met the minimum requirements, even though
imum requirements. The education the newyou need to meet the new requirements is you do not have all of the required courses.
accountant would need to meet the newqualifying education. Example 3.  Assume the same facts as in
minimum requirements would be nonqualify-Example 1.  You are a full-time engineer- Example 1. If you are hired with only 3 years
ing education.ing student. You work part time as an engi- of college, the courses you take that lead to

Example 3.  You have your own account-neer for a firm that will employ you full time a bachelor’s degree (including those in edu-
ing business. To improve your skills, youas an engineer after you finish college. Al- cation) are nonqualifying education. They
take several courses in tax accounting. Youthough your college engineering courses im- are needed to meet the minimum education
already have met the minimum educational for employment as a teacher.prove your skills in your present job, you
requirements to be an accountant. Thesehave not met the minimum job requirements Example 4.  You have a bachelor’s de-
courses improve skills required in your busi-for a full-time engineer. The education is gree and you work as a temporary instructor
ness and are not part of a program of studynonqualifying education. at a university. At the same time, you take
that will qualify you for a new trade or busi- graduate courses toward an advanced de-Example 2.  You are an accountant and
ness.  These courses are qual i fy ing gree. The rules of the university state thatyou have met the minimum educational re-
education. you may become a faculty member only ifquirements of your employer. Your employer

you get a graduate degree. Also, you maylater changes the minimum educational re-
Requirements for Teachers keep your job as an instructor only as long asquirements and requires you to take college

you show satisfactory progress toward get-courses to keep your job. These additional This discussion applies to teachers and
ting this degree. You have not met the mini-courses are not minimum requirements be- others employed by educational organiza-
mum educational requirements to qualifycause you already have satisfied the initial tions. The minimum educational requirement
you as a faculty member. The graduateminimum requirements. The education is for teachers is usually set by the state or
courses are nonqualifying education.qualifying education. school district. It is based upon a minimum
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Certification in a new state.  Once you is not considered a change to a new or whether you attend school on non-work
have met the minimum educational require- business: days.
ments for your state, you are considered to Transportation expenses include the ac-1) Elementary school teacher to secon-
have met the minimum educational require- tual costs of bus, subway, cab, or otherdary school teacher.
ments in a new state, even if you must take fares, as well as the costs of using your own

2) Teacher of one subject, such as biol-additional education to be certified in the car. Transportation expenses do not include
ogy, to teacher of another subject, suchnew state. Any additional education you amounts spent for travel, meals, or lodging
as art.need is qualifying education. while you are away from home overnight.

3) Classroom teacher to guidanceExample.  You hold a permanent teach-
counselor.ing certificate in State A and are employed Using Your Car 

as a teacher in that state for several years. 4) Classroom teacher to school If you use your car for transportation to
You move to State B and are promptly hired administrator. school, you can deduct your actual ex-
as a school teacher. You are required, how- penses or use the standard mileage rate to
ever, to complete certain prescribed courses

figure the amount you can deduct. The stan-
to get a permanent teaching certificate in

dard mileage rate for 1995 is 30 cents per
State B. These additional courses are quali-

mile. If you use either method, you may alsofying education because the teaching posi- What Educational deduct parking fees and tolls. See Car Ex-tion in State B involves the same general
penses in Chapter 28 for information on de-Expenseskind of work for which you were qualified in
ducting your actual expenses of using a car.State A. You have already met the minimum Are Deductible Example 1.  You regularly work in Cam-requirements for teaching and have not en-
den, New Jersey, and go directly from worktered a new trade or business. If your education meets the requirements
to your home. You also attend school everydescribed earlier under Qualifying Educa-
night for 3 weeks to take a course that im-tion, you can deduct your educational ex-Education To Qualify for
proves your job skills. Since you are attend-penses if you itemize your deductions or ifa New Trade or Business ing school on a temporary basis, you can de-you are self-employed.

Education that is part of a program of study duct your daily round-trip transportation
that can qualify you for a new trade or busi- expenses in going between home andDeductible expenses.  The following edu-
ness is nonqualifying education. This is true school. This is true regardless of the dis-cational expenses can be deducted:
even if you are not seeking a new job. tance traveled.

1) Tuition, books, supplies, lab fees, andIf you are an employee, a change of du- Example 2.  Assume the same facts as insimilar items.ties is not a new trade or business if the new Example 1 except that on certain nights you
duties involve the same general work you did 2) Certain transportation and travel costs. go directly from work to school and then
in your old job. home. You can deduct your transportation3) Other educational expenses, such as

Example 1.  You are an accountant. Your costs of research and typing when writ- expenses from your regular work site to
employer requires you to get a law degree at ing a paper as part of an educational school and then home.
your own expense. You register at a law program. Example 3.  Assume the same facts as inschool for the regular curriculum that leads

Example 1 except that you attend the schoolto a law degree. Even if you do not intend to Nondeductible expenses.  Educational ex- for 6 consecutive Saturdays, non-work days.become a lawyer, the education is nonquali- penses do not include personal or capital ex- Since you are attending school on a tempo-fying because the law degree will qualify you penses. For example, you cannot deduct the rary basis, you can deduct your round-tripfor a new trade or business. dollar value of vacation time or annual leave transportation expenses in going between
Example 2.  You are a general practi- you take to attend classes. This amount is a home and school.

tioner of medicine. You take a 2-week personal expense.
Example 4.  Assume the same facts as incourse to review new developments in sev- Unclaimed reimbursement.  If you do

Example 1 except that you attend classeseral specialized fields of medicine. The not claim reimbursement that you are enti-
twice a week for one year. Since your attend-course does not qualify you for a new profes- tled to receive from your employer, you can-
ance in school is not considered temporary,sion. It is qualifying education because it not otherwise deduct the expenses to which
you cannot deduct your transportation ex-maintains or improves skills required in your that reimbursement applies. For example,
penses in going between home and school.present profession. your employer agrees to pay your educa-
However, if you go directly from work totional expenses if you file a voucher showingExample 3.  While working in the private
school, you can deduct the one-way trans-your expenses. You do not file a voucher,practice of psychiatry, you enter a program
portation expenses of going from work toand you do not get reimbursed. Because youto study and train at an accredited psycho-
school.did not file a voucher, you cannot deduct theanalytic institute. The program will lead to

expenses on your tax return.qualifying you to practice psychoanalysis.
The psychoanalytic training does not qualify Travel Expenses 
you for a new profession. It is qualifying edu- You can deduct expenses for travel, mealsTransportation Expenses 
cation because it maintains or improves (subject to the 50% limit), and lodging if youIf your education qualifies, you can deductskills required in your present profession. travel overnight to obtain qualified educationlocal transportation costs of going directly

and the main purpose of the trip is to attendfrom work to school. If you are regularly em-Bar or CPA Review Course a work-related course or seminar. However,ployed and go to school on a strictly tempo-
Review courses to prepare for the bar exam- you cannot deduct expenses for personalrary basis, you can also deduct the costs of
ination or the certified public accountant activities, such as sightseeing, visiting, orreturning from school to home. A temporary
(CPA) examination are nonqualifying educa- entertaining.basis is irregular or short-term attendance,
tion. These are personal expenses that qual- If your travel away from home is mainlygenerally a matter of days or weeks.
ify you for a new profession. personal, you cannot deduct all of your ex-If you are regularly employed and go di-

penses for travel, meals, and lodging. How-rectly from home to school on a temporary
ever, during the time you attend the qualifiedQualifications for Teachers basis, you can deduct the round-trip costs of
educational activities, you can deduct yourAll teaching and related duties are consid- transportation in going from your home to
expenses for meals (subject to the 50%ered the same general kind of work. If you school to home. This is true regardless of the
limit) and lodging.change duties in any of the following ways, it location of the school, the distance traveled,
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Whether a trip’s purpose is mainly per- entered on lines 24b. See the instructions forTravel as Education
the form that you file for more information.sonal or educational depends upon the facts You cannot deduct the cost of travel that in

and circumstances. An important factor is itself is a form of education even though the
the comparison of the amount of time spent travel may be directly related to your duties Employees 
on personal activities with the amount of in your work or business. To deduct expenses of work-related educa-
time spent on educational activities. If you Example.  You are a French language tion, you must take into account all of the
spend more time on personal activities, the teacher. While on sabbatical leave granted following:
trip is considered mainly educational only if for travel, you traveled through France to im-

1) Your expenses must be for qualifiedyou can show a substantial nonpersonal rea- prove your knowledge of the French lan-
education.son for traveling to a particular location. guage. You chose your itinerary and most of

2) You must file Form 1040.your activities to improve your French lan-Example 1.  John works in Newark, New
guage skills. You cannot deduct your travelJersey. He traveled to Chicago to take a de- 3) You generally must itemize your deduc-
expenses as educational expenses, evenductible one-week course at the request of tions on Schedule A (Form 1040). Your
though you spent most of your time visitinghis employer. While there, he took a sight- educational expenses are deducted on
French schools and families, attending mov-seeing trip, entertained some personal line 20 as a miscellaneous deduction.
ies or plays, and learning French in similarfriends, and took a side trip to Pleasantville You can deduct only your expenses that
activities. are more than 2% of adjusted gross in-for a day. Since the trip was mainly for busi-

come from line 32 of Form 1040.ness, he can deduct his round-trip airfare to
Expenses Relating toChicago, but he cannot deduct his transpor- 4) You may need to complete Form 2106

tation expenses of going to Pleasantville. Tax-Exempt and Excluded or 2106–EZ if your expenses for educa-
Only the meals and lodging connected with tion include meal and transportation ex-Income
his educational activities can be claimed as penses or if you receive reimbursementSome educational assistance you receiveeducational expenses. from your employer.may be tax-exempt or excluded from in-

Example 2.  Dave works in Nashville and come. This is income you receive that you
recently traveled to California to take a de- are not required to report on your tax return.
ductible 2-week seminar. While there, he The rules for determining whether any item

Note.  If your adjusted gross income isspent an additional 8 weeks on personal ac- is taxable or not taxable are not discussed
more than $114,700 ($57,350 if you are mar-tivities. The facts, including the extra 8-week here. See Chapter 13 for information on the
ried filing separately), your deduction forstay, indicate that his main purpose was to rules on tax-exempt income.
itemized deductions may be limited. Seetake a vacation. He cannot deduct his round- Since you do not pay tax on this income,
Chapter 22.you may not be able to deduct the related ex-trip airfare or his meals and lodging for the 8

penses. Examples of tax-exempt or ex-weeks. He can deduct only his expenses for If you are a qualified performing artist,
cluded income include scholarships, veter-meals and lodging for the 2 weeks he at- you may deduct work-related educational
ans’ educational assistance, and thetended the seminar. expenses even if you do not itemize your de-
education savings bond program. If you re- ductions. See Performing Artists in Publica-
ceived assistance from any of these tion 529, Miscellaneous Deductions, forCruises and conventions.  Certain cruises
sources, see Expenses Relating to Tax-Ex- more information.and conventions offer seminars or courses
empt Income in Publication 508.as part of their itinerary. Even if these are

work-related, your deduction for travel may Form 2106 or Form 2106–EZ. Whether you
must report your educational expenses onbe limited. This applies to:
Form 2106 or Form 2106–EZ depends pri-How To Report1) Travel by ocean liner, cruise ship, or marily on the type of expense, the type of re-

other form of luxury water transporta- Educational Expenses imbursement or allowance arrangement,
tion, and and the amount of reimbursement. Reim-Self-employed persons and employees re-

bursement arrangements are explained in2) Conventions outside the North Ameri- port their educational expenses differently.
Chapter 28.can area. This section explains how to deduct your

Employee business expenses, includingexpenses of qualified education. If you are
educational expenses, are reported on FormThe limits for educational purposes are the an employee, you must take into account
2106 or Form 2106–EZ. Use either form tosame as those that apply to cruises and con- any reimbursement you receive. How you
figure your allowable travel, transportation,ventions for other business purposes. These treat the reimbursement depends on the
meal, and other work-related expenses oftype of reimbursement arrangement and theare discussed under Luxury Water Travel
education. To deduct these expenses, com-amount of the reimbursement. For informa-and Conventions in Publication 463.
plete Part I of Form 2106 (Part II of Formtion on how to report your reimbursement,
2106–EZ) and enter the result on Schedulesee Chapter 28.Meal Expenses A (Form 1040) as a miscellaneous itemized
deduction. Use Part II of Form 2106 (or PartIf your educational expenses qualify for de- Self-Employed Persons III of Form 2106–EZ) only if you have per-duction, you can deduct the cost of meals

Self-employed persons must report their ed- sonal vehicle expenses. Part I of Form 2106that qualify as travel expenses.
ucational expenses on the appropriate form has three steps:
used to report their business income and50% limit.  You can deduct only 50% of your ● Step 1 shows your total business ex-
expenses. penses. Lines 1 through 3 are for travelqualifying business-related meals if you were

For example, if you are a sole proprietor and transportation expenses that are re-not reimbursed by your employer. This in- or an independent contractor, use Schedule lated to your qualifying education. Line 4 iscludes meals while traveling away from C, Schedule C–EZ, or Schedule F. If you use for educational expenses such as tuitionhome to obtain your education. Employees Schedule C, list and total your educational and books. Line 5 is for meals while travel-must use Form 2106 to apply the 50% limit. expenses for tuition, books, laboratory fees, ing away from home to obtain education.
and similar items in Part V and enter them on

Note.  If your educational expenses in- ● Step 2 shows amounts your employerline 27. List your car and truck expenses on
clude expenses for travel, see Travel Ex- gave you (your reimbursement) for the ex-line 10. Travel expenses are entered on line
penses in Chapter 28. penses listed in Step 1. These are24a. Meal and entertainment expenses are

Chapter 29 EMPLOYEE’S EDUCATIONAL EXPENSES Page 221



amounts your employer did not include as Even if you were not reimbursed, you these educational expenses, you must be
wages in box 1 of your Form W–2. able to itemize your deductions on Schedulemust file Form 2106 (or Form 2106–EZ) if

A (Form 1040). (If you’re not sure whetheryou are a qualified performing artist or an● Step 3 figures the expenses to deduct on
you can itemize, see Chapter 22.)individual with a disability claiming im-Schedule A (Form 1040). If your employer

You can deduct only the amount of jobpairment-related work expenses. Seedid not reimburse you, or reimbursed you
expenses and most other miscellaneous de-Publication 529.under a nonaccountable plan, for work-re-
ductions that is more than 2% of your ad-lated meals, your deduction is limited to Part I of Form 2106–EZ contains general
justed gross income. This 2% limit is applied50% of your expenses. The allowable information about who can use this form.
after all other deduction limits have been ap-meal expenses are added to your other You do not have to complete Form 2106–EZ
plied (such as the 50% limit on meal ex-unreimbursed expenses and the total is if you are not deducting any expenses for
penses, discussed earlier). entered on line 20 of Schedule A (Form travel, transportation, meals, or entertain-

1040). ment, and you were not reimbursed for any
Recordkeeping expenses (amounts your employer included

Exception.  You do not have to complete You must keep records as proof of any de-in box 1 of your W–2 are not considered re-
Form 2106 if either of the following applies: duction claimed on your tax return. Gener-imbursements). (Unreimbursed expenses

ally, you should keep your records for 31) Your reimbursements not included in for tuition, books, and lab fees only can be
years from the date of filing the return andbox 1 of Form W–2 are at least as much listed directly on line 20 of Schedule A of
claiming the deduction. A return filed early isas your deductible expenses. (Do not Form 1040.)
considered as filed on the due date. For spe-deduct the expenses or report the reim-
cific information about keeping records ofbursement as income.)
business expenses, see Examples ofSchedule A (Form 1040).  Unreimbursed2) You are not deducting any expenses for
records to keep in Publication 508.educational expenses, or expenses that aretravel, transportation, meals, or en-

more than the amount reimbursed by yourtertainment, and you were not reim-
employer, are entered on line 20 of Sched-bursed for any expenses. (Un-
ule A (Form 1040). Generally, you must firstreimbursed expenses for tuition, books,
use Form 2106 (or Form 2106–EZ) to com-and lab fees only can be listed directly
pute the amount to enter on line 20. To claimon line 20 of Schedule A of Form 1040.)
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□ 946 How To Depreciate Property The following unreimbursed expenses
tha t  meet  these  requ i rements  a re
deductible.30. Form (and Instructions)
● Business bad debt of employee□ 2106 Employee Business ExpensesMiscellaneous ● Dues to professional societies□ 2106–EZ Unreimbursed Employee

Business Expenses ● Education that is employment related (seeDeductions
Chapter 29)

● Laboratory breakage fees
Deductions Subject ● Malpractice insurance premiums

Important Reminder ● Medical examinations required byto the 2% Limit
employerForm 2106–EZ. You may be able to report You can deduct the following expenses only

your unreimbursed employee business ex- ● Occupational taxes you paidas miscellaneous itemized deductions on
penses on Form 2106–EZ instead of Form Schedule A (Form 1040). You can claim the ● Passport for business trip
2106. For more information, see Chapter 28. amount of expenses that is more than 2% of

● Subscriptions to professional journals andyour adjusted gross income. You figure your
trade magazines related to your workLimit on itemized deductions.  For 1995, if deduction on Schedule A (Form 1040) by

your adjusted gross income is more than subtracting 2% of your adjusted gross in- ● Travel, transportation, entertainment, and
$114,700 ($57,350 if you are married filing come from the total amount of these ex- gift expenses related to your work (see
separately), the overall amount of your item- penses. You can find your adjusted gross in- Chapter 28)
ized deductions may be limited. See Chapter come on line 32, Form 1040.
22 if you need more information about this Generally, you apply the 2% limit after
limit. you apply any other deduction limit (such as Business Liability Insurance 

the 50% limit on business-related meals and You can deduct insurance premiums you
entertainment). paid for protection against personal liability

Deductions subject to the 2% limit are for wrongful acts on the job.Introduction
discussed in the two general categories that

This chapter explains what expenses you are shown on Schedule A (Form 1040): un- Damages for Breachcan claim as miscellaneous itemized deduc- reimbursed employee expenses and other
of Employment Contracttions on Schedule A (Form 1040). You must expenses. See Chapter 28 if you have un-

reduce the total of most miscellaneous item- If you break an employment contract, youreimbursed employee business expenses
ized deductions by 2% of your adjusted can deduct damages you pay your formerfor travel, transportation, entertainment, or
gross income. This chapter identifies: employer if the damages are attributable togifts.

the pay you received from that employer.● Deductions subject to the 2% limit,
Exception for performing artists.  If you

● Deductions not subject to the 2% limit,
are a qualifying performing artist, you may be Depreciation onand
able to deduct your employee business ex- Computers or

● Expenses you cannot deduct. penses as an adjustment to gross income Cellular Telephones 
rather than as a miscellaneous itemized de-

If you purchased a computer or cellular tele-I t  also describes how to report  your duction. See Special Rules in Chapter 28 if
phone, you can claim a depreciation deduc-deductions. you need more information about this excep-
tion if you use these items in your work as anExpenses  in  each  ca tegory  a re tion. This exception only applies to perform-
employee and you meet the following twopresented in a list followed by information ing artists with adjusted gross incomes of not
tests. Your use of these items must be:about items that need more explanation. more than $16,000 before deducting these

expenses. 1) For the convenience of your employer,
Recordkeeping. You must keep records to and
verify your deductions. You should keep re- Exception for impairment-related work 2) Required as a condition of yourceipts, canceled checks, financial account expenses.  If you have a physical or mental employment.statements, and other documentary evi- disability, certain expenses you incur that al-
dence. For more information on recordkeep- low you to work may not be subject to the If you use your computer to produce in-ing, get Publication 552, Recordkeeping for 2% limit. See Impairment-Related Work Ex- come other than from a business, such asIndividuals. penses, under Deductions Not Subject to from investments, see Depreciation on

the 2% Limit, later. Home Computer, under Other Expenses,Useful Items
later.

You may want to see:
For more information about the rules andUnreimbursed

exceptions to the rules affecting the allowa-Employee Expenses Publication ble deductions for a home computer or cellu-
To be deductible, an unreimbursed em-□ 463 Travel, Entertainment, and Gift lar telephone, see Depreciation on Com-
ployee expense must be:Expenses puters or Cellular Telephones in Publication

529.1) Paid or incurred during the taxable year,□ 525 Taxable and Nontaxable Income

2) For carrying on your trade or business□ 529 Miscellaneous Deductions Reporting and recordkeeping.  To claimof being an employee, and
□ 534 Depreciating Property Placed in the depreciation deduction for your cellular

3) An ordinary and necessary expense.Service Before 1987 telephone or your home computer not used
exclusively in your home office, you must□ 535 Business Expenses

An expense is ordinary if it is common and complete Part V of Form 4562, Depreciation
□ 587 Business Use of Your Home accepted in that type of trade or business. and Amortization, and attach the form to

(Including Use by Day-Care Providers) An expense is necessary if it is appropriate your tax return. You must maintain records to
□ 917 Business Use of a Car and helpful to your trade or business. prove your percentage of business use.
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For more information about depreciation 1) Your principal place of business for any limit. You cannot deduct the costs of painting
(including the section 179 deduction) and re- trade or business in which you engage, and repai r ing rooms used for  o ther
cordkeeping requirements, get Publication or purposes.
946. You can deduct part of the cost of paint-2) A place to meet or deal with your pa-

To claim the depreciation deduction and/ ing the outside of your home or repairing thetients, clients, or customers in the nor-
or section 179 deduction for a home com- roof based on the percentage of your homemal course of your trade or business.
puter you placed in service during 1995 and used for business. However, you cannot de-
used exclusively in your home office, do not duc t  expenses  fo r  lawn care  andYou may also deduct certain expenses of
complete Parts III, V, or VI of Form 4562. landscaping.operating a separate structure not attached
Complete all other Parts of Form 4562 that Depreciation.  You can deduct deprecia-to your home, if you use it regularly and ex-
apply. See Business Furniture and Equip- tion on the part of your home used for busi-clusively for your trade or business.
ment in Publication 587  for more details. ness subject to the limit on the deductionThe regular and exclusive business use

To claim a depreciation deduction for a discussed earlier.must be for the convenience of your em-
home computer you placed in service before Home leased to employer.  If you leaseployer and not just appropriate and helpful
1995 and used exclusively in your home of- any part of your home to your employer, youin your job.
fice, do not complete Form 4562. See Publi- cannot claim a home office deduction forIf you claim a home office deduction
cation 946 for more information on depreci- that part for any period you use that part ofbased on meeting with patients, clients, or
ating this property. your home to perform services for your em-customers, you must physically meet with

ployer. However, you may want to see Publi-them on your premises, and your meetings
cation 527, Residential Rental Property, forNote.  Report any depreciation and/or with them must be substantial and integral to
information on deducting rental expenses.section 179 deduction on line 20 of Sched- the conduct of your business. Occasional

ule A after completing Form 4562 if required. meet ings  and  te lephone  ca l l s  a re
How to report.  If you are an employee, youinsufficient.
generally report your expenses for the busi-You cannot deduct any operating or de-Dues to Chamber of Commerce ness use of your home (insurance, mainte-preciation expenses for the use of yourand Professional Societies nance, utilities, depreciation) on Form 2106home if the use is not in a trade or business.
or Form 2106–EZ. You then carry over yourYou may be able to deduct dues paid to a For example, you cannot deduct these ex-
total expenses to line 20 of Schedule Achamber of commerce, similar organiza- penses if you use a part of your home, even
(Form 1040). If you are not required to filetions, and professional societies, if member- though regularly and exclusively, to read fi-
Form 2106 or Form 2106–EZ, enter theship helps you carry out the duties of your nancial periodicals and reports, clip bond
amount directly on line 20 of Schedule A.job. Similar organizations include: coupons, and perform similar investment ac-

Include the home office expenses fortivities on your own behalf, because these1) Boards of trade, mortgage interest, real estate taxes, andactivities are not a trade or business.
2) Business leagues, casualty and theft losses on the appropriateThe use of a part of your home for both

lines of Schedule A, along with your deducti-3) Civic or public service organizations, personal and business purposes does not
b le  nonbusiness expenses in  thosemeet the exclusive use test, and you cannot4) Professional associations such as bar categories.deduct expenses for business use. For ex-associations and medical associations, Records.  You should keep records thatample, you are an attorney and use the den
will give the information needed to figure the5) Real estate boards, and of your home to write legal briefs and pre-
deduction according to these rules. Alsopare client tax returns, or perform similar ac-6) Trade associations. keep canceled checks or account state-tivities, as well as for personal purposes, you
ments, and receipts of the expenses paid, tocannot deduct any expenses for the busi-You cannot deduct dues paid to an or- prove the deductions you claim.ness use of that part of your home.ganization if one of its main purposes is to For more information  on using your

conduct entertainment activities for mem- home in your work and how to compute yourHow to figure the deduction.  To figure thebers or their guests or to provide members or allowable deduction, get Publication 587. percentage of your home used for business,their guests with access to entertainment
you may compare the square feet of spacefacilities. Job Search Expensesused for business to the total square feet inYou may not be able to deduct that part

You may be able to deduct certain expensesyour home. Or, if the rooms in your home areof your dues that is allocable to certain lob-
you have in looking for a new job in your pre-approximately the same size, you may com-bying and political activities. See Dues under
sent occupation, even if you do not get apare the number of rooms used for businessLobbying Expenses, later. Dues paid for
new job. You cannot deduct these expensesto the total number of rooms in your home.membership in any club organized for busi-
if you are looking for a job in a new occupa-You may also use any other reasonableness, pleasure, recreation, or any other so-
tion, even if you get the job.method. Generally, you figure the businesscial purpose are generally not deductible.

If you are unemployed, the kind of workpart of your expenses by applying the per-See Club Dues under Nondeductible Ex-
you did for your past employer is your occu-centage to the total of each expense.penses for more information.
pation. If there is a substantial break be-Limit on the deduction.  The deduction
tween the time of your past job and yourfor the business use of your home is limitedHome Office looking for a new one, you cannot deductto the gross income from that business use

If you use a part of your home regularly and your expenses.minus the sum of:
exclusively for business purposes, you may You cannot deduct your expenses if you

1) The business percentage of the other-be able to deduct a part of the operating and are seeking employment for the first time,
wise deductible mortgage interest, realdepreciation expenses on your home. You even if you get the job.
estate taxes, and casualty and theftcannot deduct any part of your personal ex-
losses, andpenses that are for family household Employment and outplacement agency

purposes. 2) The expenses for your business that are fees.  You can deduct employment and out-
not attributable to the use of your home placement agency fees you pay in looking
(for example, union dues or supplies).Requirements for employees claiming for a new job in your present occupation.

the deduction.  You may deduct certain ex- If, in a later year, your employer pays you
penses for operating a part of your home Repairs.  You can deduct the cost of back for employment agency fees, you must
only if that part of your home is used regu- painting and repairing rooms that are used include the amount you receive in your gross
larly and exclusively as: only for business purposes, subject to the income to the extent of your tax benefit in the
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earlier year (which is explained under Re- If local military rules do not allow you toUnion Dues and Expenses 
wear fatigue uniforms when you are off duty,coveries in Chapter 13). If your employer You can deduct dues and initiation fees you
you can deduct the amount by which thepays the fees directly to the employment pay for union membership.
cost of buying and keeping up theseagency and you were not responsible for You can also deduct assessments for
uniforms is more than the uniform allowancethem, you do not include them in your gross benefit payments to unemployed union
you receive.income. members. However, you cannot deduct the

If you are a student at an armed forcespart of the assessments or contributions that
academy, you cannot deduct the cost of yourprovides funds for the payment of sick, acci-Resumé.  You can deduct amounts you
uniforms if they replace regular clothing.dent, or death benefits. Also, you cannot de-spend for typing, printing, and mailing copies However, you can deduct the cost of insig-duct contributions to a pension fund even ifof a resumé to prospective employers if you nia, shoulder boards, and related items.the union requires you to make suchspent the amounts in looking for a new job in You can deduct the cost of your uniformscontributions.your present occupation. if you are a civilian faculty or staff member ofYou may not be able to deduct amounts
a military school. you pay to the union that are allocable to cer-Travel and transportation expenses.  If

tain lobbying and political activities. Seeyou travel to an area and, while there, you Other ExpensesDues under Lobbying Expenses, later.
look for a new job in your present occupa-

You can deduct certain other expenses as
tion, you may be able to deduct travel ex-

miscellaneous itemized deductions subjectWork Clothes and Uniforms penses to and from the area. To be deducti- to the 2%-of-adjusted-gross-income limit.You can deduct the cost and upkeep of workble, the trip must be primarily to look for a These are expenses you pay:clothes only if you must wear them as a con-new job. The amount of time you spend on
1) To produce or collect income that mustdition of your employment and they are notpersonal activity compared to the amount of

be included in your gross income,suitable for everyday wear. To qualify for thetime you spend in looking for work is impor-
deduction, both conditions must be met. It is 2) To manage, conserve, or maintain prop-tant in determining whether the trip is prima-
not enough that you wear distinctive cloth- erty held for producing such income, orrily personal or to look for a new job.
ing; the clothing must be specifically re-Even if the travel expenses to and from 3) To determine, contest, pay, or claim aquired by your employer. Nor is it enough

an area are not deductible, you can deduct refund of any tax.that you do not in fact wear your work
the expenses of looking for a new job in your clothes away from work; the clothing must
present occupation, while in the area. Any expenses you pay for the purposes in (1)not be suitable for taking the place of your

If you use the standard mileage rate to and (2) above must be reasonably andregular clothing.
figure your car expenses, use 30 cents per closely related to these purposes.Examples of workers who may be re-

These other expenses include:mile. See Chapter 28 for more information. If quired to wear uniforms which qualify are:
your job search expenses include travel and delivery workers, firefighters, health care ● Appraisal fees for a casualty loss or chari-
transportation expenses, you must file Form workers, law enforcement officers, letter car- table contribution
2106 or Form 2106–EZ, as discussed later riers, professional athletes, and transporta-

● Clerical help and office rent in caring forunder How To Report. tion workers (air, rail, bus, etc.). investments
Musicians and entertainers can deduct

● Depreciation on home computers to thethe cost of theatrical clothing and accesso-Repayment of
extent used for investmentsries if they are not suitable for everydayIncome Aid Payment 

wear. ● Excess deductions (including administra-
If you repay a lump-sum income aid payment However, work clothing consisting of tive expenses) allowed a beneficiary on
that you received and included in income in white cap, white shirt or white jacket, white termination of an estate or trust
an earlier year, you can deduct the repay- bib overalls, and standard work shoes, which

● Fees to collect interest and dividendsment. An ‘‘income aid payment’’ is one that a painter is required by his union to wear on
● Hobby expenses, but generally not moreis received under an employer’s plan to aid the job, is not distinctive in character or in the

than hobby incomeemployees who lose their jobs due to lack of nature of a uniform. Similarly, the costs of
work. buying and maintaining blue work clothes ● Indirect miscellaneous deductions of

worn by a welder at the request of a foreman pass-through entities
are not deductible.Research Expenses of ● Investment fees and expenses

a College Professor ● Legal fees related to producing or collect-Protective clothing. You can deduct the
ing taxable income, doing or keeping yourIf you are a college professor, you can de- cost of protective clothing required in your
job, or getting tax adviceduct research expenses, including travel ex- work, such as safety shoes or boots, safety

penses, for teaching, lecturing, or writing and glasses, hard hats, and work gloves. ● Loss on deposits in an insolvent or bank-
publishing on subjects that relate directly to rupt financial institutionExamples of workers who may be re-
the field of your teaching duties. The re- quired to wear safety items are: carpenters, ● Repayments of income
search must be undertaken as a means of cement workers, chemical workers, electri-

● Repayments of social security benefitscarrying out the duties expected of a profes- cians, fishing boat crew members, machin-
sor and without expectation of profit apart ists, oil field workers, pipe fitters, steamfit- ● Safe deposit box rental

ters, and truck drivers.from salary. However, no deduction is al- ● Service charges on dividend reinvestment
lowed for travel as a form of education. plans

Military uniforms. You generally cannot de-
● Tax advice and preparation fees, includingduct the cost of your uniforms if you are onTools Used in Your Work fees for electronic filingfull-time active duty in the armed forces.

Generally, amounts you spend for tools used ● Trustee’s fees for your IRA, if separatelyHowever, if you are an armed forces reserv-
in your work are deductible expenses if the billed and paidist, you can deduct the unreimbursed cost of
tools wear out and are thrown away within your uniform if military regulations restrict
one year from the date of purchase. The cost you from wearing it except while on duty as a If the expenses you pay produce income that
of tools expected to last more than a year reservist. In figuring the deduction, you must is only partially taxable, see Tax-Exempt In-
can be depreciated. For more information reduce the cost by any nontaxable allow- come Expenses, later, under Nondeductible
about depreciation, get Publication 946. ance you receive for these expenses. Expenses.
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Information returns.  You should receive yourself against criminal charges arisingAppraisal Fees
information returns from pass-through enti- out of your trade or business.You can deduct appraisal fees if you pay
ties. Partnerships and S corporations issuethem to figure a casualty loss or the fair mar- 2) For tax advice related to a divorce if theSchedule K–1, which lists the items andket value of donated property. bill specifies how much is for tax adviceamounts you must report, and identifies the

and it is determined in a reasonabletax return schedules and lines to use.
way.Clerical Help and Office Rent Example.  You are a member of an in-

You can deduct office expenses, such as 3) To collect taxable alimony.vestment club that is formed solely to invest
rent and clerical help, that you have in con- in securities. The club is treated as a partner-
nection with your investments and collecting ship. The partnership’s income is solely from Expenses allocated to resolving tax is-
the taxable income on them. taxable dividends, interest, and gains from sues relating to profit or loss from business

sales of securities. In this case, you can de- (Schedule C or C–EZ), rentals or royalties
duct your share of the partnership’s operat- (Schedule E), or farm income and expensesDepreciation on
ing expenses as miscellaneous itemized de- (Schedule F), are deductible on the appropri-Home Computer
ductions subject to the 2% limit. However, if ate schedule. The expenses allocated to

You can deduct depreciation on your home the investment club partnership has invest- resolving nonbusiness tax issues are de-
computer to the extent you use it to produce ments that also produce nontaxable income, ductible on Schedule A. See Tax Preparationincome (for example, managing your invest- you cannot deduct your share of the partner- Fees, later.ments that produce taxable income). If you ship’s expenses that produce the nontax-
work as an employee and use the computer able income. You should receive a copy of

Loss on Deposits in an Insolventin that work, see Depreciation on Computers Schedule K–1 (Form 1065), Partner’s Share
or Cellular Telephones under Unreimbursed or Bankrupt Financial Institution of Income, Credits, Deductions, Etc.
Employee Expenses, earlier. For information on whether, and if so how,

Allocated expenses of mutual funds. The you may deduct a loss on your deposit in a
allocable investment expenses of nonpub-Excess Deductions of an Estate qualified financial institution, see Loss on de-
licly offered mutual funds are subject to the posits in an insolvent or bankrupt financial in-If the deductions in the estate’s last tax year
2% limit. Publicly offered mutual funds do stitution in Chapter 15.(other than deductions for personal exemp-
not pass investment expenses through totions and charitable contributions) are more
shareholders.than the estate’s gross income for that year, Repayments of Income Nonpublicly offered mutual funds.the beneficiaries succeeding to the estate’s

If you had to repay an amount that you in-These funds will send you a Form 1099–DIV,property can claim such excess as a miscel-
cluded in income in an earlier year, you mayDividends and Distributions, or a substitutelaneous deduction. The beneficiaries can
be able to deduct the amount you repaid. Ifform showing your share of gross incomeclaim the deduction only for the tax year in

and investment expenses. You can claim the the amount you had to repay was ordinary in-which or with which the estate terminates,
expenses only as a miscellaneous itemized come of $3,000 or less, the deduction is sub-whether the year of termination is a normal
deduction subject to the 2% limit. ject to the 2% limit. If it is more than $3,000,year or a short tax year. For more informa-

Publicly offered mutual funds.  These see Repayments Under Claim of Right undertion, see Publication 559.
funds will send you a Form 1099–DIV, or a Deductions Not Subject to the 2% Limit,
substitute form, showing the net amount of later.Fees to Collect dividend income (gross dividends minus in-

Interest and Dividends vestment expenses). This net figure is the Repayments of
amount you report on your return. A ‘‘publiclyYou can deduct fees you pay to a broker, Social Security Benefitsoffered’’ mutual fund is one that is:bank, trustee, or similar agent to collect your

For information on how to deduct your re-taxable bond interest or dividends on shares 1) Continuously offered pursuant to a pub-
payments of certain social security benefits,of stock. But you cannot deduct a fee you lic offering,
see Repayments More Than Gross Benefitspay to a broker to buy investment property,

2) Regularly traded on an established se- in Chapter 12.such as stocks or bonds. You must add the
curities market, orfee to the cost of the property.

You cannot deduct the fee you pay to a 3) Held by or for at least 500 persons at all Safe Deposit Box Rent
broker to sell securities unless you are a times during the tax year.

You can deduct safe deposit box rent if youdealer in securities. You must offset the fee
use the box to store taxable income-produc-against the selling price. Contact your mutual fund if you are not ing stocks, bonds, or investment-related pa-

sure if your fund is publicly offered.
pers and documents. You cannot deduct the

Hobby Expenses rent if you use the box only for jewelry or
Investment Fees and ExpensesYou can generally deduct hobby expenses, other personal items or for tax-exempt
You can deduct investment fees, custodialbut only up to the amount of hobby income. securities.
fees, trust administration fees, and other ex-A hobby is not a business, because it is not
penses you paid for managing your invest-carried on to make a profit. See Activity not Service Charges on
ments that produce taxable income.for profit in Chapter 13 under Miscellaneous

Dividend Reinvestment PlansTaxable Income.
You can deduct service charges you pay asLegal Expenses
a subscriber in a dividend reinvestment plan.Indirect Deductions of You can usually deduct legal expenses that
These service charges include paymentsyou incur in attempting to produce or collectPass-Through Entities
for:taxable income or that you pay in connectionPass-through entities include partnerships,

with the determination, collection, or refund 1) Holding shares acquired through a plan,S corporations, and mutual funds. Deduc-
of any tax.tions of pass-through entities are passed 2) Collecting and reinvesting cash divi-You can also deduct legal expenses thatthrough to the partners or shareholders. If dends, andare:the deductions are miscellaneous itemized

3) Keeping individual records and provid-deductions, they are generally subject to the 1) Related to either doing or keeping your
ing detailed statements of accounts.2% limit. job, such as those you paid to defend
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a miscellaneous itemized deduction not sub- work that are necessary for you to be able toTax Preparation Fees
work.ject to the 2% limit.You can usually deduct tax preparation fees

If you are an employee, you enter impair-For a bond acquired after October 22,in the year you pay them. Thus, on your 1995
ment-related work expenses on Form 21061986, and before January 1, 1988, the amor-return, you can deduct fees paid in 1995 for
or Form 2106–EZ. From the amount on linetization of the premium is investment interestpreparing your 1994 return.
10 of Form 2106, or line 6 of Form 2106–EZ,expense subject to the investment interestThese fees include the cost of tax prepa-
you enter the amount that is related to yourlimit, unless you choose to treat it as an off-ration software programs and tax publica-
impairment on line 27, Schedule A (Formset to interest income on the bond.tions. It also includes any fee you paid for
1040), and the amount that is unrelated toFor a bond acquired after December 31,electronic filing of your return.
your impairment on line 20, Schedule A1987, the amortization of the premium is anExpenses allocated to preparing tax
(Form 1040).offset to interest income on the bond ratherschedules relating to profit or loss from busi-

than a separate interest deduction item.ness (Schedule C or C–EZ), rentals or royal-
For more information, see Bond Premium Repayments Underties (Schedule E), or farm income and ex-

Amortization in Chapter 3 of Publication 550,penses (Schedule F), are deductible on the Claim of Right
Investment Income and Expenses.appropriate schedule. The expenses allo- If you had to repay more than $3,000 that

cated to preparing the remainder of the re- you included in your income in an earlier year
turn are deductible on line 21, Schedule A. Federal Estate Tax on Income because at the time you thought you had an

unrestricted right to it, you may be able to de-in Respect of a Decedent
Trustee’s Administrative Fees duct the amount you repaid, or take a creditYou can deduct the federal estate tax attrib-

against your tax. See Repayments in Chap-for IRA utable to income in respect of a decedent
ter 13 for more information.You can deduct an IRA trustee’s administra- that you as a beneficiary include in your

tive fees that are billed separately and that gross income. Income in respect of the de-
you paid in connection with your individual Unrecovered Investmentcedent is gross income that the decedent
retirement arrangement (IRA). These ex- would have received had death not occurred in Pension 
penses must be ordinary and necessary. and that was not properly includible in the If a retiree had contributed to the cost of a
You cannot separately deduct disguised IRA decedent’s final income tax return. See pension or annuity, a part of each payment
contributions or capital expenditures such as Chapter 4 for more information. received can be excluded from income as a
brokers’ commissions that you must add to tax-free return of the retiree’s investment. If
the cost of securities you buy through bro- the retiree dies before the entire investmentGambling Losses to thekers. Deductible trustee’s fees are not sub- is recovered, any unrecovered investment isExtent of Gambling Winnings ject to the annual dollar limit on contributions allowed as a deduction on the retiree’s final

You must report the full amount of your gam-you can make to an IRA. Deduct them as a income tax return. See Chapter 11 for more
bling winnings on line 21, Form 1040. Youmiscellaneous deduction, not with your IRA information about the tax treatment of pen-
deduct your gambling losses on line 27,deduction. For more information about IRAs, sions and annuities.
Schedule A (Form 1040). You cannot deductsee Chapter 18.
gambling losses that are more than your
winnings.

NondeductibleDeductions Note.  You cannot reduce your gambling Expenses winnings by your gambling losses. You mustNot Subject to
report the full amount of your winnings as in- You cannot deduct the following expenses.the 2% Limit come and claim your losses as an itemized
deduction. Therefore, your records shouldThe following expenses are deductible as List of Expenses show your winnings separate from yourmiscellaneous itemized deductions. How-
losses. Only gambling losses incurred during ● Adoption expensesever, they are not subject to the 2% limit. Re-
the year can be deducted on Schedule A.port these expenses on line 27, Schedule A ● Burial or funeral expenses, including the

(Form 1040). cost of a cemetery lot
Diary of winnings and losses.  You must

● Campaign expenseskeep an accurate diary or similar record ofList of Deductions 
● Capital expensesyour losses and winnings. You must be able

● Amortizable premium on taxable bonds to prove the amounts of your winnings and
● Check-writing fees

losses by receipts, tickets, or statements.● Federal estate tax on income in respect of
● Certain club dues (see Club Dues, later)For more information about gambling win-a decedent

nings and losses, and information on record- ● Commuting expenses● Gambling losses to the extent of gambling
keeping to substantiate gambling losses,winnings ● Fees and licenses, such as car licenses,see Publication 529.

marriage licenses, and dog tags● Impairment-related work expenses of per-
sons with disabilities ● Fines and penalties, such as parkingImpairment-Related

tickets● Repayments under a claim of right Work Expenses 
● Unrecovered investment in a pension ● Health spa expensesIf you have a physical or mental disability

that limits your being employed, or substan- ● Hobby losses
tially limits one or more of your major life ac-

● Home repairs, insurance, and rentAmortizable Premium tivities, such as performing manual tasks,
● Illegal bribes and kickbacks—See Bribeswalking, speaking, breathing, learning, andon Taxable Bonds

and kickbacks in Chapter 16 of Publicationworking, your impairment-related work ex-Bond premium is the amount you pay for
535penses are deductible.bonds that is greater than the face value of

Impairment-related work expenses arethe bonds. You can choose to amortize the ● Investment-related seminars
allowable business expenses for attendantpremium on taxable bonds.

● Life insurance premiumscare services at your place of work and otherFor a bond purchased before October
expenses in connection with your place of23, 1986, the amortization of the premium is ● Lobbying expenses
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● Losses from the sale of your home, furni- other agencies in the Executive Of-Fines or Penalties 
ture, personal car, etc. fice, andYou cannot deduct fines or penalties you

● Lost or misplaced cash or property—but pay to a governmental unit for violating a Any individual serving in a position in
see Mislaid or lost property under Theft in law. This includes an amount paid in settle- Level I of the Executive Schedule
Chapter 27 ment of your actual or potential liability for a under Section 5312 of Title 5, United

fine or penalty (civil or criminal). Fines or States Code, any other individual● Lunches with co-workers
penalties include parking tickets, tax penal- designated by the President as hav-

● Meals while working late ties, and penalties deducted from teachers’ ing Cabinet-level status, and any im-
paychecks after an illegal strike. mediate deputy of such individual.● Personal disability insurance premiums

● Personal legal expenses
Dues.  You cannot deduct that portion ofHealth Spa Expenses 

● Personal, living, or family expenses your dues or other amounts you pay to a tax-You cannot deduct health spa expenses,
exempt organization that notifies you that● Political contributions even if there is a job requirement to stay in
such amounts are allocable to nondeduct-excellent physical condition, such as might● Professional accreditation fees
ible lobbying expenses. See Lobbying Ex-be required of a law enforcement officer.

● Professional reputation, expenses to penses in Publication 529 for information on
improve Exceptions.

Homeowners’ Insurance
● Relief fund contributions Premiums Lunches with Co-Workers ● Residential telephone line

You cannot deduct insurance premiums that You cannot deduct the expenses of lunches
● Stockholders’ meeting, expenses of you pay or that are placed in escrow for your with co-workers, except while traveling awayattending home, such as fire and liability or mortgage from home on business. See Chapter 28 for

insurance.● Tax-exempt income expenses information on these deductible expenses.
● Travel expenses for another individual

Investment-Related Seminars Meals While Working Late ● Voluntary unemployment benefit fund
You cannot deduct any expenses for attend-contributions You cannot deduct the cost of meals while
ing a convention, seminar, or similar meeting working late. However, you may be able to

● Wristwatches for investment purposes. claim a deduction if it is a deductible en-
tertainment expense or you are traveling

Life Insurance Premiums away from home. See Chapter 28 for infor-Adoption Expenses mation on these deductible expenses.You cannot deduct premiums you pay on
You cannot deduct the expenses you paid to your life insurance. Premiums you pay on life
adopt a child. insurance policies assigned to your ex- Personal Legal Expenses

spouse may be deductible as alimony. See You cannot deduct personal legal expensesCampaign Expenses Chapter 20 for information on alimony. such as those for the following:
Campaign expenses of a candidate for any

1) Custody of children,office, even if the candidate is running for re- Lobbying Expenses
election to the office, are not deductible. 2) Breach of promise (to marry) suit,You cannot deduct amounts paid or incurredThese include qualification and registration

for lobbying expenses. These include ex- 3) Civil or criminal charges resulting from afees for primary elections.
penses to: personal relationship,

1) Influence legislation,Legal fees.  You cannot deduct legal fees 4) Damages for personal injury,
paid to defend charges that arise from partic- 2) Participate, or intervene, in any political 5) Preparation of a title (or to defend oripation in a political campaign. campaign for, or against, any candidate perfect title),

for public office,
6) Preparation of a will, andCheck-Writing Fees

3) Attempt to influence the general public,
If you have a personal checking account, 7) Property claims or property settlementor segments of the public, about elec-
you cannot deduct fees charged by the bank in a divorce.tions, legislative matters, or referen-
for the privilege of writing checks, even if the

dums, or
account pays interest. You cannot deduct these expenses even

4) Communicate directly with covered ex- if a result of the legal proceeding is the loss
ecutive branch officials in any attempt toClub Dues of income-producing property.
influence the official actions or positionsYou cannot deduct the cost of membership
of such officials.in any club organized for business, pleasure, Political Contributions

recreation, or other social purpose. This in- You cannot deduct contributions made to aInclude, as part of these expenses, anycludes business, social, athletic, luncheon, political candidate, a campaign committee,amount paid or incurred for research, prepa-sporting, airline, and hotel clubs. For excep- or a newsletter fund.ration, planning, or coordination of thattions, see Dues to Chamber of Commerce
activity.and Professional Societies under Un-

Professional Accreditation Fees reimbursed Employee Expenses, earlier.
Covered executive branch official.  A cov- You cannot deduct professional accredita-
ered executive branch official includes: tion fees such as the following:Commuting Expenses

You cannot deduct commuting expenses The President, 1) Accounting certificate fees paid for the
(the cost of transportation between your initial right to practice accounting,The Vice President,home and your main or regular place of

2) Bar exam fees and incidental expenseswork). If you haul tools, instruments, etc., in Any officer or employee of the White
in securing admission to the bar, andyour car to and from work, you can deduct House Office of the Executive Office

only additional costs, such as renting a trailer of the President, and the two most 3) Medical and dental license fees paid to
you towed with your vehicle. senior level officers of each of the get initial licensing.
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had expenses of $500 during the year. If you If you have unreimbursed employee busi-Professional Reputation 
cannot identify the amount of each expense ness expenses, generally you must firstYou cannot deduct expenses of radio and
item that is for each income item, you must complete Form 2106 or Form 2106–EZ.TV appearances to increase your personal
allocate 80% ($4,800/$6,000) of the ex- See Chapter 28 for more information onprestige or establish your professional
pense to taxable interest and 20% ($1,200/ whether you must file Form 2106 or Formreputation.
$6,000) to tax-exempt interest. You can de- 2106–EZ.
duct, subject to the 2% limit, expenses of Carry over the amount of unreimbursedRelief Fund Contributions 
$400 (80% of $500). employee business expenses from line 10 of

You cannot deduct contributions paid to a Form 2106 or line 6 of Form 2106–EZ to line
private plan that pays benefits to any cov- 20 of Schedule A (Form 1040). Attach theTravel Expenses forered employee who cannot work because of completed Form 2106 or Form 2106–EZ toAnother Individual any injury or illness not related to the job. Form 1040.

You generally cannot deduct travel ex- If you don’t have to fill out Form 2106 or
Residential Telephone Service penses you pay or incur for a spouse, depen- Form 2106–EZ, just list the type and amount

dent, or other individual who accompaniesYou cannot deduct any charge (including of your unreimbursed employee business
you (or your employee) on business travel.taxes) for basic local telephone service for expenses on the dotted lines for line 20 of
See Chapter 28 for more information on de-the first telephone line to your residence, Schedule A (Form 1040). If you need more
ductible travel expenses.even if it is used in a trade or business. space, attach a statement showing the type

and amount of the expense. Enter one total
Stockholders’ Meetings on line 20.Voluntary Unemployment

Claim tax preparation fees on line 21, andYou cannot deduct transportation and other Benefit Fund Contributions 
any other miscellaneous deductions subjectexpenses you pay to attend stockholders’ You cannot deduct voluntary unemployment to the 2% limit on line 22 of Schedule Ameetings of companies in which you own benefit fund contributions you make to a (Form 1040). List the type and amount ofstock but have no other interest. You cannot union fund or a private fund. However, con- each expense on the dotted lines next to linededuct these expenses even if you are at- tributions are deductible as taxes if state law 22. If you need more space, attach a state-tending the meeting to get information that requires you to make them to a state unem- ment showing the type and amount of eachwou ld  be  use fu l  i n  mak ing  fu r ther ployment fund that covers you for the loss of expense. Enter one total on line 22. investments. wages from unemployment caused by busi- If you have miscellaneous deductions not

ness conditions. subject to the 2% limit, claim these amountsTax-Exempt Income Expenses
on line 27 of Schedule A (Form 1040). ListYou cannot deduct expenses to produce Wristwatches the type and amount of each expense on thetax-exempt income. You cannot deduct in-
dotted line for line 27. If you need moreYou cannot deduct the cost of a wristwatch,terest on a debt incurred or continued to buy
space, attach a statement showing the typeeven if there is a job requirement that youor carry tax-exempt securities.
and amount of each expense.know the correct time to properly performIf you have expenses to produce both

your duties.taxable and tax-exempt income, but you
cannot identify the expenses that produce
each type of income, you must allocate the
expenses to determine the amount that you How To Report can deduct.

Example.  During the year, you received You must itemize deductions on Schedule A
taxable interest of $4,800 and tax-exempt in- (Form 1040) to be able to claim miscellane-
terest of $1,200. In earning this income, you ous deductions.
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Part Six.

The six chapters in this part explain how to figure your tax and how to figureFiguring Your the tax of certain children who have more than $1,300 of investment
income. They also discuss tax credits. Credits, unlike deductions, areTaxes and subtracted directly from your tax and reduce your tax, dollar for dollar.
There are tax credits for the elderly or the permanently and totally disabled,Credits for the expense of having your child or disabled dependent cared for so that
you can work, for the purchase of a qualified electric vehicle, and for other
kinds of expenses. Chapter 35 discusses the earned income credit and
how you might be able to get the credit paid to you in advance (from your
employer) throughout the year instead of waiting until you file your tax
return. 

for underpayment of estimated tax. If you de- 5 and complete the worksheet on the back
termine that you owe tax, see Underpayment of Form 1040EZ. Enter the result from line G
Penalty in Chapter 5. of the worksheet on line 5.31.

Tax withheld.  After you have figured yourHow To Figure taxable income, enter the total of your fed-Introduction eral income tax withheld on line 7. ThisYour Tax amount is shown in box 2 of your Form(s) W–This chapter discusses the steps you need
2. Copy B of Form(s) W–2 must be attachedto take to figure your tax on:
to the return.

● Form 1040EZ,
See the instructions for Form 1040EZ if

● Form 1040A, and withholding tax is shown in box 4 of anyImportant Changes
Form 1099–INT or Form 1099–OID you● Form 1040.for 1995 receive.

Also, this chapter discusses the require-More persons can file Form 1040EZ.  For
Earned income credit (EIC).  If you canments you must meet to have the IRS figure1995, you can report unemployment com-
claim the EIC, enter your credit on line 8.your tax.pensation on Form 1040EZ (as well as on
Enter the amount and type of any nontax-Forms 1040A and 1040). To find out if you
able earned income in the boxes to the left ofcan file the simpler Form 1040EZ, see Which
line 8. You may be able to claim the credit onForm Should I Use? in Chapter 1. Form 1040EZ Form 1040EZ if your income is less than
$9,230 and you (or your spouse if filingHousehold employment taxes.  If you paid If you file Form 1040EZ, you must figure your
jointly) were at least age 25 at the end ofcash wages to a household worker, you may adjusted gross income and taxable income
1995. See Chapter 35 for more informationhave to have an employer identification before you can find your tax.
about the EIC. You will also find examples ofnumber (EIN) and pay employment taxes
nontaxable earned income in Table 35-1 inwith your income tax return. Use Schedule H Adjusted gross income (line 4, Form
that chapter.(Form 1040), Household Employment 1040EZ).  This is the total of your wages, sal-

Taxes, to figure the amount you owe for aries, tips, taxable scholarship or fellowship
Total payments (line 9, Form 1040EZ).1995. For details, see the instructions for grants, taxable interest income, and unem-
This is the total of your federal income taxSchedule H and Publication 926, Household ployment compensation.
withheld (line 7) and any earned incomeEmployer’s Tax Guide.
credit (line 8) you can claim. If you paid anyTaxable income (line 6, Form 1040EZ). 
tax with a Form 4868, Application for Auto-Self-employed health insurance deduc- Your taxable income is your adjusted gross
matic Extension of Time To File U.S. Individ-tion.  If you were self-employed and had a income (line 4), minus the total of your stan-
ual Income Tax Return, include the amountnet profit for 1995, you may be able to de- dard deduction and the deduction for your
in the total on line 9. Also, print ‘‘Form 4868’’duct 30% of the amount you paid for health personal exemption(s) (line 5). The amount
and the amount paid to the left of line 9.insurance. See Chapter 23 for details. of these deductions depends on whether

you (or your spouse if married) can be
Tax.  To find your tax, use the Tax Table inclaimed as a dependent on someone else’s
the instructions for Form 1040EZ or in thereturn, such as your parents’. The rules forImportant Reminders back of this publication. Find the income linedetermining whether you are a dependent
that includes your taxable income shown onDeferred 1993 taxes due April 15, 1996.  If are in Chapter 3.
line 6 of your Form 1040EZ. Next, find theyou filed Form 8841, Deferral of Additional Not a dependent.  If you (and your
column heading for your filing status (single1993 Taxes, so you could pay part of your spouse if married) cannot be claimed as a
or married filing jointly) and read down the1993 tax in installments, the third installment dependent by another taxpayer, the total of
column. The amount shown where the in-is due April 15, 1996. See Paying Deferred your standard deduction and your personal
come line and filing status column meet is1993  Taxes  in  Chap te r  1  fo r  more exemption(s) is $6,400 if single or $11,550 if
your tax. Enter it on line 10.information. married. Check the No box and enter the ap-

propriate amount on line 5.
Refund or amount you owe.  If line 9 isAmount you owe.  If you did not pay enough Dependent.  If you (or your spouse if
larger than line 10, subtract line 10 from linetax through either withholding or estimated married) can be claimed as a dependent by
9 and enter the result on line 11. This is thetax payments, you may be charged a penalty another taxpayer, check the Yes box on line
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amount of your refund. For information on re- Credits.  Credits, unlike deductions, are plus the amount on Form 1040A, line 7, do
subtracted after you find your tax from thefunds, see Refunds in Chapter 1. not file Form 1040A. Instead, file Form 1040
Tax Table, and they reduce your tax dollar for the child. Use Form 6251 to see if theIf line 10 is larger than line 9, subtract line
for dollar. There are three credits that can be child owes the alternative minimum tax.9 from line 10 and enter the result on line 12.
claimed on Form 1040A. They are:This is the amount you owe. For information Payments.  On line 29a, enter the total

on how to pay, see Amount You Owe in 1) Credit for child and dependent care federal income tax withheld from your pay.
Chapter 1. expenses, This amount is shown in box 2 of your

Form(s) W–2. If you have more than one em-2) Credit for the elderly or the disabled,Filled-in form.  A filled-in Form 1040EZ is ployer, carefully add the amounts from theseandshown in Chapter 37. boxes and enter the total on line 29a.
3) Earned income credit.

If you received a Form 1099 showing in-
come tax withheld on dividends, interest,The earned income credit is explained later
IRA distributions, or pensions, check the boxForm 1040A under Payments.
on line 29a and include the amount withheldIf you claim the credit for child and de-If you file Form 1040A, you must find your in the total on line 29a. It is important topendent care expenses (line 24a), youadjusted gross income and taxable income check all of your Form 1099 statements tomust complete all parts of Schedule 2 (Formbefore you can figure your tax. see whether any income tax was withheld. A1040A) that apply and attach it to your re-
table showing the proper boxes that recordturn. For information on the credit for child

Adjusted gross income (lines 16 and 17, withholding is included later. See Paymentsand dependent care expenses, see Chapter
Form 1040A). This is your total income (line under Form 1040.33.
14) minus your IRA deduction, and your On line 29b, enter your 1995 estimatedIf you claim the credit for the elderly or
spouse’s IRA deduction if you file a joint re- tax payments and any overpayment appliedthe disabled (line 24b), you must complete
turn. You can figure your IRA deduction by from your 1994 federal income tax return.Schedule 3 (Form 1040A) and attach it to
completing one of the IRA worksheets in the On line 29c, enter your earned incomeyour return. For information on the credit for
instructions for Form 1040A. Also see Chap- credit (EIC). You may be able to take thisthe elderly or the disabled, see Chapter 34.
ter 18. credit if lines 7 and 16 are less than $24,396Add lines 24a and 24b and enter the re-

and you had one qualifying child (less thansult on line 24c. Subtract your total credits
Taxable income (line 22 Form 1040A). $26,673 if you had more than one qualifying(line 24c) from your tax (line 23) and enter
This is your adjusted gross income (line 17) child). A qualifying child is one that meetsthe result on line 25.
minus your standard deduction (line 19) and certain age and other requirements and livedTotal tax.  If you received advance
the deduction for your exemptions (line 21). with you. Also, you may be able to take thisearned income credit payments, the

credit if lines 7 and 16 are less than $9,230Standard deduction.  Your standard de- amount will be shown on your Form(s) W–2,
and you do not have a qualifying child. Youduction is based on your fil ing status, box 9. Enter the amount of these payments
(or your spouse if filing jointly) must havewhether you are 65 or older or blind, and on line 26. For more information, see Ad-
been at least age 25 but under age 65 at thewhether you can be claimed as a dependent vance Earned Income Credit Payments in
end of your tax year. To find out if you canon another person’s return. For information, Chapter 35.
take the EIC, follow the Form 1040A instruc-see Standard Deduction under Form 1040, If you owe employment taxes on cash
tions for line 29c. More information on thelater, and Chapter 21. wages paid to a household employee, you
earned income credit is in Chapter 35.Exemptions.  To figure the deduction for must file new Schedule H (Form 1040),

Add the amounts on lines 29a, 29b, andyour exemptions, multiply $2,500 by the Household Employment Taxes. On line 27 of
29c and enter this total on line 29d. This sumnumber of exemptions claimed on line 6e. If Form 1040A, enter the amount of employ-
is your total payments.you can be claimed as a dependent on ment taxes you owe on such wages from line

someone else’s return, check the box on line Include in the total on line 29d any ex-27 of Schedule H. For details, see the in-
18b. cess social security or railroad retire-structions for Schedule H and Publication

ment tax withheld. Write ‘‘Excess SST’’926, Household Employer’s Tax Guide.
and the amount in the space to the left of lineTax, credits, and payments.  Next, you Add the amounts on lines 25, 26, and 27.
29d. See Chapter 36 for a discussion on this.must figure your tax, any credits you can Enter the total on line 28. Also, if you owe the

claim, and the total payments made. Also include in the total on line 29d anyalternative minimum tax, discussed next,
tax you paid if you filed Form 4868 to get anTax.  To find your tax, use the Tax Table include that tax in the total on line 28. This
automatic extension of time to file yourin the instructions for Form 1040A or in the sum is your total tax.
Form 1040A. Write ‘‘Form 4868’’ and theback of this publication. In the Tax Table, If the amount on line 17, plus any tax-ex-
amount in the space to the left of line 29d.find the income line that includes your taxa- empt interest on line 8b is more than:
Also include any amount paid with Formble income shown on line 22. Next, find the 1) $45,000 if your filing status is married fil-
2688 if you filed for an additional extension.column heading that describes your filing ing jointly or qualifying widow(er),

status and read down the column. The
2) $33,750 if your filing status is single oramount shown where the income line and fil- Refund or amount you owe.  After you

head of household, oring status column meet is your tax. Enter it have your total tax (line 28) and your total
on line 23 and check the box marked ‘‘Tax payments (line 29d), you can determine if3) $22,500 if your filing status is married fil-
Table.’’ you are due a tax refund or if you owe addi-ing separately,

tional tax.
Note.  If this is the return of a child under Refund.  If line 29d is more than line 28,and the amount on line 21 is $10,000 or

age 14 on January 1, 1996, with more than subtract line 28 from line 29d and enter themore, complete the Alternative minimum tax
$1,300 of investment income, you generally result on line 30. This is the amount of yourworksheet in the Form 1040A instructions to
cannot use the Tax Table. Instead, you must overpayment. If you want the entire amountsee if you owe this tax and, if you do, the
check the box marked ‘‘Form 8615’’ on line on line 30 refunded, enter that amount onamount to include on line 28.
23. Use Form 8615, Tax for Children Under line 31. Enter on line 31 the exact amount
Age 14 Who Have Investment Income of you want refunded. For information on re-Caution.  If filing for a child under age 14,
More Than $1,300, to compute the tax. Form funds, see Refunds in Chapter 1.add the amount on Form 1040A, line 17, to
8615 is not used if neither parent is alive at If you want all or part of your refund ap-the child’s tax-exempt interest from private
the end of the year. For more information, plied to your 1996 estimated tax, you mustactivity bonds issued after August 7, 1986. If
see Chapter 32. enter the appropriate amount on line 32. Thethis amount is more than the total of $1,000
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amount on line 32 will be credited to your f) Deduction for nonbusiness clean-fuel change methods of taking deductions only if
1996 estimated taxes unless you request us you and your spouse make the samevehicle property. See Chapter 15 of
to apply it to your spouse’s account. This re- changes. Both of you must consent in writingPublication 535.
quest should include your spouse’s social to the assessment for any additional tax ei-

g) Expenses from the rental of personalsecurity number. The amount on line 32 gen- ther one may owe as a result of the change.
property.erally cannot be refunded to you until you file

a tax return for 1996. Taxable income.  If you itemize your deduc-
Amount you owe.  If line 28 is more than tions, your taxable income (line 37) is your

line 29d, subtract line 29d from line 28 and Taxable Income adjusted gross income (line 32) minus your
enter the result on line 33. This is the amount

itemized deductions (line 34) and your ex-(line 37, Form 1040) you owe. For information on how to pay, see
emptions (line 36).There are two ways to figure the amount ofAmount You Owe in Chapter 1.

your taxable income (line 37, Form 1040).
You can choose to itemize your deductionsFilled-in form.  A filled-in Form 1040A is Standard Deduction

shown in Chapter 38. on Schedule A (Form 1040) or take the stan-
The standard deduction is based on your fil-dard deduction.
ing status and whether you are 65 or older or
blind.

Itemizing Your DeductionsForm 1040 
You can itemize your deductions (such as 65 or older or blind.  If you were 65 or olderIf you file Form 1040, you must compute your
medical expenses, taxes, mortgage interest, or blind in 1995, you are entitled to a higheradjusted gross income and taxable income
and casualty losses) on Schedule A (Form standard deduction than taxpayers under 65before you can figure your tax.
1040). and not blind. For information on who quali-

fies for the higher standard deduction forAdjusted Gross Income age and blindness, see Chapter 21. TheBenefits of itemizing.  You may benefit
(lines 31 and 32, Form standard deduction amounts are given in thefrom itemizing your deductions on Schedule

standard deduction charts and worksheet inA if you:1040) 
Chapter 21.Adjusted gross income (line 31, Form 1040) 1) Have total itemized deductions that are

is your total income (line 22) minus any ad- more than the highest standard deduc-
Special rules.  Your standard deduction isjustments for the following: tion amount to which you otherwise are
zero if:entitled,1) IRA deduction for you (line 23a), and for

your spouse (line 23b). See Chapter 18. 1) Your spouse itemizes deductions on a2) Do not qualify for the standard deduc-
separate return,2) Deduction for moving expenses (line tion, or the amount you can claim is

24). See Chapter 19. limited,
2) You are a dual-status or nonresident

3) Deduction for one-half of your self-em- 3) Had large uninsured medical and dental alien, or
ployment tax (line 25). See Publication expenses during the year,
533, Self-Employment Tax. 3) You have a short tax year because of a

4) Paid interest and taxes on your home, change in your annual accounting4) Self-employed health insurance deduc-
period.tion (line 26). See Chapter 23. 5) Made large contributions to qualified

charities,5) Keogh retirement plan and self-em-
Dependent.  If you can be claimed as aployed SEP deduction (line 27). See 6) Had large casualty or theft losses not

dependent on another person’s return, yourPublication 560, Retirement Plans for covered by insurance, or
standard deduction may be limited. Seethe Self-Employed.
Standard Deduction for Dependents in7) Had large unreimbursed employee busi-

6) Penalty on early withdrawal of savings Chapter 21.ness expenses or other miscellaneous
(line 28). See Chapter 8. deductions.

7) Alimony paid. You must enter the recipi- Amount of the standard deduction.  If you
ent’s social security number in the If you decide to itemize your deductions, decide to take the standard deduction, show
space provided on line 29. See Chapter complete and attach Schedule A to your re- the amount on line 34 of Form 1040.
20. turn. Enter the amount from line 28 of The amount of the standard deduction

8) Other adjustments. Write in the follow- Schedule A on line 34 of Form 1040. for most people is shown on Form 1040 to
ing adjustments on the dotted line next Separate returns.  If you and your the left of line 34. Others must use the stan-
to line 30 and include them in the total spouse file separate returns, you can use the dard deduction charts and worksheet in
on line 30. Chapter 21 or in the Form 1040 instructionsmethod that gives you the lowest total tax,

to find their standard deduction.even though one of you may pay more thana) Certain expenses of qualified per-
the other. However, if one of you itemizesforming artists. See Chapter 28.
deductions, the other should also itemize be- Taxable income.  If you take the standardb) Jury duty pay given to your employer.
cause the standard deduction of a married deduction, your taxable income (line 37) isSee Chapter 13.
individual filing a separate return where ei- your adjusted gross income (line 32) minus

c) Amortization of the costs of foresta- ther spouse itemizes deductions is zero. your standard deduction (line 34) and your
tion or reforestation if you do not have exemptions (line 36).
to file Schedule C, C–EZ, or F. See Changing your mind.  If you do not itemize
Chapter 12 of Publication 535, Busi-

your deductions and later find you shouldness Expenses. Exemptions have itemized—or if you itemize and later
d) Certain required repayments of sup- find you should not have—you can change Whether you itemize your deductions or use

plemental unemployment benefits. the standard deduction, you can generallyyour return by filing Form 1040X, Amended
See Chapter 6. deduct $2,500 for each exemption you canU.S. Individual Income Tax Return.

claim. However, if your adjusted gross in-Separate returns.  If you and youre) Contributions to a Section 501(c)(18)
come (AGI) is more than the dollar amountpension plan. spouse filed separate returns, you can
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for your filing status as shown in the follow- capital gain is the amount of your net long- through 45. Enter the total credits on line 45.
ing table, the amount of your deduction is term capital gains that is more than your net Subtract line 45 from line 40. Enter the result
less. short-term capital losses. The maximum on line 46. If line 45 is more than line 40,

28% rate applies if you have a long-term enter zero.
Filing Status AGI more than: capital gain shown on line 17, Schedule D This chapter does not explain whether
Single . . . . . . . . . . . . . . . . . . . . . . . . . . $ 114,700 (Form 1040), and a net gain shown on line you are eligible for these credits. The follow-
Married filing jointly . . . . . . . . . . . . 172,050 18, Schedule D (Form 1040). This maximum ing table is a summary of the credits and
Married filing separately . . . . . . . 86,025 rate also applies if you received capital gain where to report them on Form 1040. Addi-
Head of household . . . . . . . . . . . . 143,350 distributions and do not need Schedule D for t ional  informat ion is provided in the
Qualifying widow(er) . . . . . . . . . . . 172,050 other capital transactions. If this is the case, paragraphs that follow the table.

enter those distributions on line 13 of Form
Use the  Deduc t ion  fo r  Exempt ions Credit Line1040. Write ‘‘CGD’’ on the dotted line next to
Worksheet — Line 36 in the Form 1040 line 13. Child and Dependent Care 41Instructions to figure the amount of your You should complete the Capital Gain Elderly or Disabled 42deduction. Tax Worksheet in the Form 1040 instruc- Foreign Tax 43Enter the amount you figure for your ex- tions to figure your tax only if your taxable in- General Business 44emptions on line 36. come (line 37, Form 1040) is more than the Empowerment Zone Employment 44

amount shown for your filing status in the fol- Mortgage Interest 44
lowing table.Tax, Credits, Prior Year Minimum Tax 44

and Payments Qualified Electric Vehicle 44Filing Status Amount
Nonconventional Fuel Source 45After finding your taxable income, the next Married filing jointly . . . . . . . . . . . . . . . . . . . $ 94,250

step is to figure your tax liability. This tax
Qualifying widow(er) . . . . . . . . . . . . . . . . . . 94,250

amount is then reduced by any credits you
Head of household . . . . . . . . . . . . . . . . . . . 80,750 Credit for child and dependent care ex-may have and increased by any other taxes
Single . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,550 penses.  Enter on line 41 (Form 1040) theyou may owe. Finally, you apply any pay-
Married filing separately . . . . . . . . . . . . . . 47,125 amount of this credit, which you figure onments or other credits against your liability to

Form 2441, Child and Dependent Care Ex-determine whether you owe additional tax or If you use the Capital Gain Tax Work- penses. See Chapter 33 for information onare entitled to a refund. sheet, enter your tax from line 13 of the this credit.
worksheet on line 38, Form 1040, and check

Tax box (c) marked Capital Gain Tax Worksheet.
Credit for the elderly or the disabled.

Most people use the Tax Table to figure their Enter on line 42 (Form 1040) the amount of
tax. However, you must use the Tax Rate Caution.  As this publication was being this credit, which you figure on Schedule R.
Schedules to figure your tax if your taxable prepared for print, Congress was consider- See Chapter 34 for more information.
income is $100,000 or more. ing tax law changes that could affect capital

If you had a net capital gain or reported gains and losses. The line numbers on
Foreign tax credit.  Enter on line 43 (Formcapital gain distributions on Form 1040, line Schedule D (Form 1040) could change for
1040) the amount of foreign tax credit, which13, your tax may be less if you figure it using 1995. See Publication 553, Highlights of
you figure on Form 1116. Foreign tax creditthe Capital Gain Tax Worksheet in the Form 1995 Tax Changes, for further develop-
is discussed in Publication 514, Foreign Tax1040 instructions. Form 8615 may have to ments. Information on these changes will
Credit for Individuals.be used to figure the tax for a child under age also be available electronically through our

14 at the end of the year with more than bulletin board or via the Internet. See How
Other credits.  Enter other credits on line 44$1,300 of investment income. To Get Forms and Publications in the back of
and check the appropriate box or enter thethis publication.
form number to identify which form you areTax Table.  The Tax Table is shown in the in-
attaching.structions for Form 1040 and at the back of

Investment income of certain minor chil- General business credit.  The generalthis publication. To find your tax, read down
dren.  If a child under age 14 at the end of business credit is made up of a number ofthe income column to the line that includes
the year has more than $1,300 of interest, separate business-related credits. If youyour taxable income as shown on line 37.
dividends, and other investment income, have 2 or more of the separate credits, useThen read across the line to the column
part of that income may be taxed at the par- Form 3800, General Business Credit, andheading that describes your filing status. The
ent’s rate. The tax is figured using Form check box a on line 44. If you have only oneamount shown where the income line and fil-
8615, Tax for Children Under Age 14 Who of these credits, check box d and enter theing status column meet is your tax. Enter it
Have Investment Income of More Than form number for that credit in the space pro-on line 38 and check box (a) marked Tax
$1,300. vided. See Form 3800 for more information.Table.

Form 8615 should not be filed if neither Empowerment zone employment
parent is alive at the end of the year or if a credit.  Use Form 8844, EmpowermentTax Rate Schedules.  If your taxable in- parent chooses to include the child’s interest Zone Employment Credit, to figure thecome (line 37) is $100,000 or more, you must and dividend income on his or her return. For amount of this credit, check box d on line 44,figure your tax by using Tax Rate Schedule more information, see Chapter 32. and enter the form number in the spaceX, Y–1, Y–2, or Z unless you can use the

provided.Capital Gain Tax Worksheet or must use
Additional taxes.  If you must attach Form Mortgage interest credit.  Use FormForm 8615.
4970, Tax on Accumulation Distribution of 8396, Mortgage Interest Credit, to figure theThe Tax Rate Schedules are shown in
Trusts, or Form 4972, Tax on Lump-Sum amount of this credit and check box b on linethe Form 1040 instructions and at the back
Distributions, check the box on line 39 that 44. See Mortgage Interest Credit in Publica-of this publication. Enter your tax on line 38,
applies to you and enter the amount of addi- tion 530, Tax Information for First-Timeand check box (b) marked Tax Rate
tional taxes. Homeowners.Schedules.

Credit for prior year minimum tax. 
Credits Complete Form 8801, Credit For Prior YearMaximum tax rate on capital gains

Minimum Tax—Individuals, Estates, and(Schedule D).  The highest tax rate on taxa- After you have figured your tax and entered
Trusts, if you paid alternative minimum tax inble income is 39.6%. However, the highest the total of lines 38 and 39 on line 40, figure
1994 on deferred preference items or have atax rate on a net capital gain is 28%. A net your credits and enter them on lines 41
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carryforward of the minimum tax credit. At- tax. Enter the result on line 48 (Form 1040). you may have to pay a penalty tax of 10% of
tach this form to your tax return and check This tax is briefly discussed later in this the excess benefits distribution. Include the
box c on line 44. chapter. amount of the penalty in your total for line 54.

Qualified electric vehicle credit.  If you Also wri te the amount and ‘ ‘Sect ion
placed a qualified electric vehicle in service Recapture taxes.  If you must recapture an 72(m)(5)’’ on the dotted line next to line 54.
in 1995, use Form 8834, Qualified Electric investment tax credit on Form 4255, a low- See Publication 560, Retirement Plans for
Vehicle Credit, to figure the amount of your income housing credit on Form 8611, or a the Self-Employed, for more information.
credit. Check box d on line 44 and enter the federal mortgage subsidy on Form 8828,
form number in the space provided. See enter the amount on line 49 (Form 1040) and

Uncollected employee social securityChapter 36 for information on this credit. check the appropriate box. If you must re-
and Medicare or RRTA tax on tips (orcapture a qualified electric vehicle credit, in-
group-term life insurance).  If you did notCredit for fuel from a nonconventional clude it on line 49 and write ‘‘QEV’’ on the
have enough wages to cover the social se-source.  If you sold fuel produced from a dotted line next to the entry. If you must re-
curity tax and Medicare tax or railroad retire-nonconventional source, include the amount capture an Indian employment credit, in-
ment (RRTA) tax due on tips you reported toof this credit in the total on line 45. Write clude it on line 49 and write ‘‘45A’’ on the
your employer (or on group-term life insur-‘‘FNS’’ on the dotted line next to line 45. Also dotted line next to the entry.
ance), include the tax due in the total for lineattach a separate schedule showing how
54. The amount of tax due will be shown inyou figured the credit. See Internal Revenue Social security and Medicare tax on tip in-

Code section 29 for further information. box 13 of your Form W–2. Also write thecome not reported to employer.  Attach
amount and ‘‘UT’’ on the dotted line next toForm 4137, Social Security and Medicare

Total credits.  Add lines 41 through 44. Put line 54. See Chapter 7 for more information.Tax on Unreported Tip Income, and show on
the total on line 45. Line 45 is your total line 50 (Form 1040) the tax due on tip in-
credits. come you did not report to your employer. Golden parachute payments.  If you re-

See Chapter 7 for more information. ceived an excess parachute payment (EPP),
Other Taxes you must pay a tax equal to 20% of this ex-

IRA or qualified retirement plan penaltyIf you owe any other taxes or if you received cess payment. Include the amount of this tax
taxes.  You may owe additional taxes onadvance earned income credit payments, in your total for line 54. Also write the amount
your IRA or other qualified retirement plan ifcomplete any of lines 47 through 53 that ap- and ‘‘EPP’’ on the dotted line next to line 54.

ply to you and enter your total tax on line 54. you: See the instructions for Form 1040, line 54,
This chapter does not explain these for more information.1) Received any early distributions from a

taxes. The following table is a summary of qualified retirement plan, annuity, or
the taxes and where to report them on Form modified endowment contract (entered Total tax.  Add lines 46 through 53 and any1040. Additional information is provided in into after June 20, 1988), amounts entered next to line 54. Put the totalthe paragraphs that follow the table.

on line 54. Line 54 is your total tax.2) Received any excess distributions from
Other Taxes Line a qualified retirement plan,

Self-Employment Tax 47 3) Made excess contributions to your IRA, Payments 
Alternative Minimum Tax 48 or

Once you have figured your total tax on lineRecapture Taxes 49
4) Had excess accumulations in a qualified 54, figure your total payments. Enter the pay-Social Security and Medicare Tax on

retirement plan. ments that apply to you on lines 55 throughTips 50
60.IRA or Qualified Retirement Plan

If any of the above apply, get Form 5329, This chapter does not discuss all of thesePenalty Tax 51
Additional Taxes Attributable to Qualified payments. The following table is a summaryAdvance Earned Income Credit
Retirement Plans (Including IRAs), Annui- of the payments (and credits that are consid-Payments 52
ties, and Modified Endowment Contracts, to ered payments) and where to report them onHousehold Employment Taxes 53 see if you owe this tax and if you must file this Form 1040. Additional information is pro-Section 72(m)(5) Excess Benefits Tax 54 form. Enter the tax from Form 5329 on line vided in the paragraphs that follow the table.Uncollected Tax on Tips or Life 51. See Chapter 18 for more information on

Insurance Premiums 54 IRAs. Payments LineTax on Excess Golden Parachute
Payments 54 Federal Income Tax Withheld 55Advance earned income credit pay-

Estimated Tax Paid 56ments.  Include on line 52 any advance
Earned Income Credit 57earned income credit payments you re-Self-employment tax.  You must file Sched-
Tax Paid with Extension 58ceived in 1995. Your W–2 form(s) will showule SE (Form 1040) if either of the following
Excess Social Security and RRTA Taxthese payments in box 9.applies to you (or your spouse if you file a

Withheld 59joint return):
Regulated Investment Company Credit 60Household employment taxes.  If you owe

1) You were self-employed and your net Credit for Federal Tax Paid on Fuels 60employment taxes on cash wages paid to a
earnings from self-employment were household employee, you must file Schedule
$400 or more, or H (Form 1040), Household Employment

Federal income tax withheld.  On line 55,2) You had church employee income of Taxes. On line 53, enter the amount of em-
enter your federal income tax withheld. This$108.28 or more. ployment taxes you owe on such wages from
includes amounts from Forms W–2, W–2G,line 27 of Schedule H. For details, see the in-
1099–R, and any other Form 1099. It is im-structions for Schedule H and PublicationComplete Schedule SE (Form 1040) and
portant to check all of your statements to926.show any tax you owe on line 47 (Form
see whether any tax was withheld and to1040). See Publication 533, Self-Employ-

ment Tax, for more information. carefully add the amounts before making anSection 72(m)(5) excess benefits.  If you
entry on line 55. If any amount you includeare or were a 5% owner of a business and

you received a distribution of excess bene-Alternative minimum tax.  Use Form 6251 on line 55 is from a Form 1099, check the
to see if you owe any alternative minimum fits from a qualified pension or annuity plan, box next to the line. The following table
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shows the proper boxes that record income Total payments.  Add lines 55 through 60 preference items that apply to an individual’s
tax withholding. and enter this total on line 61. This sum is taxable income include:

your total payments. ● Addition of personal exemptions,FORM NUMBER LOCATION 
● Addition of the standard deduction (if

W–2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 2 Refund or claimed),
W–2G . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 2 Amount You Owe ● Addition of itemized deductions claimed1099–B . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 4

for state and local taxes, certain interest,After you have your total tax (line 54) and1099–DIV . . . . . . . . . . . . . . . . . . . . . . . . . Box 2
most miscellaneous deductions, and partyour total payments (line 61), you must de-1099–G . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 4
of medical expenses,termine if you are due a tax refund or if you1099–INT . . . . . . . . . . . . . . . . . . . . . . . . . Box 4

owe additional tax. ● Subtraction of any refund of state and1099–MISC . . . . . . . . . . . . . . . . . . . . . . . Box 4
local taxes included in gross income,1099–OID . . . . . . . . . . . . . . . . . . . . . . . . Box 4

Refund 1099–PATR . . . . . . . . . . . . . . . . . . . . . . Box 4 ● Addition of accelerated depreciation that
1099–R . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 4 If the amount on line 61 is more than the is more than straight line,

amount on line 54, subtract line 54 from line
● Difference between gain or loss on the61 and enter the result on line 62. This is the

sale of property reported for regular taxEstimated tax payments.  If you made esti- amount of tax you have overpaid. If you want
purposes and AMT purposes,mated tax payments for 1995, enter the total the entire amount refunded to you, enter the

of these payments on line 56. Also enter on ● For stock acquired during the year throughamount on line 63. Instead of getting a
line 56 any overpayment from your 1994 re- the exercise of an incentive stock op-check, you may be able to have your refund
turn that you applied to your 1995 estimated tion, add the amount of any fair marketdeposited directly into your account at a
tax. value of the stock that is more than thebank or other financial institution. See Re-

If you paid joint estimated tax but are now amount you paid for it,funds in Chapter 1.
filing separate income tax returns or if you di-

If you want all of your overpayment ap- ● Change in method of determining incomevorced in 1995, see Estimated Tax in Chap-
plied to your 1996 estimated tax, enter the from certain installment sales,ter 5 for further directions.
amount on line 64. If you want part of your

● Change in method of determining passiveoverpayment applied to your 1996 estimated
activity loss deduction,Earned income credit (EIC).  Enter your tax, you must complete both lines 63 and 64.

earned income credit on line 57. You may be ● Addition of certain depletion that is moreThe amount on line 64 will be credited to
able to take this credit if lines 7 and 31 are than the adjusted basis of the property,your 1996 estimated taxes unless you re-
less than $24,396 and you had one qualify- quest us to apply it to your spouse’s account. ● Addition of part of the deduction for cer-ing child (less than $26,673 if you had more This request should include your spouse’s tain intangible drilling costs , andthan one qualifying child). A qualifying child social security number.

● Addition of tax-exempt interest on cer-is one that meets certain age and other re-
tain private activity bonds.quirements and lived with you. Also, you may

Amount You Owe be able to take this credit if lines 7 and 31 are
If the amount on line 54 is more than theless than $9,230 and you do not have a qual- More information.  For more information
amount on line 61, subtract line 61 from lineifying child. You (or your spouse if filing about the alternative minimum tax, these
54 and enter the result on line 65. This is thejointly) must have been at least age 25 but and other adjustments and tax preference
amount you owe. For information on how tounder age 65 at the end of your tax year. To items, and how to figure the AMT, see the in-
pay, see Amount You Owe in Chapter 1.find out if you can take the EIC, follow the structions for Form 1040, line 48, and Form

Form 1040 instructions for line 57. The 6251, Alternative Minimum Tax—Individuals.
earned income credit is explained in Chapter Filled-in form.  A filled-in Form 1040 with
35. certain forms and schedules is shown in

Chapter 39. Tax Figured by IRS Tax paid with extension.  If you paid any
tax with Forms 4868, 2688, or 2350 (exten- If you want, the IRS will figure your tax forAlternative Minimum Tax 
sions of time to file), enter this amount on you on Form 1040EZ, Form 1040A, or Form

The tax laws give special treatment to someline 58. 1040.
kinds of income and allow special deduc-

If the IRS figures your tax and you paid
tions and credits for some kinds of ex-Excess social security and RRTA tax too much, you will receive a refund. If you did
penses. Taxpayers who benefit from thesewithheld.  If you worked for more than one not pay enough, you will receive a bill for the
laws may have to pay at least a minimumemployer and had too much social security balance. You may avoid interest or the pen-
amount of tax through an additional tax. Thisor railroad retirement tax withheld, enter the alty for late payment if you pay the bill within
additional tax is called the alternative mini-excess amount on line 59. This is explained 30 days of the date of the bill or by the duemum tax (AMT).in Chapter 36. date for your return, whichever is later.

You may have to pay the alternative mini-
mum tax if your taxable income for regularRegulated investment company credit.  If Note. If you must use Form 8615, Tax for
tax purposes, combined with certain adjust-you can take a regulated investment com- Children Under Age 14 Who Have Invest-
ments and tax preference items, is morepany credit, attach Copy B of Form 2439, ment Income of More Than $1,300, or if you
than:Notice to Shareholder of Undistributed want your refund directly deposited or any of

Long-Term Capital Gains. Include the $45,000 if your filing status is married fil- it applied to your 1996 estimated tax, the IRS
amount of the credit on line 60 and check ing a joint return (or a qualifying wid- cannot figure your tax for you.
box a. ow(er) with dependent child),

$33,750 if your filing status is single or Form 1040EZ Fuel tax credit.  If you can take a credit for head of household, or
tax on gasoline, diesel fuel, and other fuels If you file Form 1040EZ by April 15, 1996,

$22,500 if your filing status is married fil-used in your business, or for certain diesel- you may choose to have the IRS figure your
ing a separate return.powered cars, vans, and light trucks, attach tax. Put your peel-off label on your return. If

Form 4136, Credit for Federal Tax Paid on you do not have a label, print (do not type)
Fuels. Include the amount of the credit on Adjustments and tax preference items. your name, address, and social security
line 60 and check box b. The more common adjustments and tax number in the spaces provided.
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What to complete.  Read lines 1 through 8 return. Enter the amount of employment i) Form 8814, Parents’ Election To Re-
taxes you owe on line 27. IRS will not figure port Child’s Interest and Dividends.and fill in the lines that apply to you. If you are
these taxes.filing a joint return, use the space under the 5) You do not want any of your refund ap-

Payments.  Enter any income tax with-‘‘Note’’ to the left of line 6 to separately plied to your 1996 estimated tax.
held that is shown in box 2 of Form W–2, orshow your taxable income and your
the appropriate box of Form 1099, on linespouse’s taxable income. Name, address, and social security num-
29a. Enter any estimated tax payments youEarned income credit (EIC).  If you can ber.  Put your peel-off label on your return. If
made on line 29b.take the EIC as discussed in Chapter 35, the you do not have a label, fill in (print or type)

Earned income credit.  If you can takeIRS will figure the credit for you. You must your name, address, and social security
the earned income credit, as discussed inenter the amount and type of any nontaxable number. If you are married, give the social
Chapter 35, the IRS will figure the credit forearned income in the boxes to the left of line security numbers of both spouses even if
you. Write ‘‘EIC’’ next to line 29c. Also, enter8. Print ‘‘EIC’’ in the space to the right of the you file separately.
the amount and type of any nontaxablewords ‘‘earned income below’’ on line 8.
earned income in the spaces provided below What to complete.  Read lines 1 through 37
line 29c. If you have a qualifying child, you and fill in the lines that apply to you.

Filing the return.  Sign and date your return must fill in Schedule EIC and attach it to your If you are filing a joint return, use the
(both spouses must sign a joint return) and return. space under the words Adjustments to In-
enter your occupation(s). Attach Copy B or come on the front of your return to sepa-
the first copy of all your Forms W–2 to your rately show your taxable income and yourForm W–2.  Attach Copy B or the first copy
return. Mail the return to the Internal Reve- spouse’s taxable income.of all your Form(s) W–2 to your return. Also
nue Service Center for the area where you Read lines 39 through 60. Fill in the linesattach any Form 1099–R you received that
live. that apply to you, but do not fill in the Totalhas withholding tax in box 4.

lines. Please be sure to fill in line 55 for fed-
eral income tax withheld.

Filing the return.  Sign and date your return.Form 1040A Fill in any forms or schedules asked for
Also fill in your occupation(s). If you are filing on the lines you completed, and attach themIf you file Form 1040A by April 15, 1996, you a joint return, both you and your spouse must to your return when you file it.may choose to have the IRS figure your tax. sign it. Show both of your occupations on a Credit for the elderly or the disabled.Place your peel-off label on your return. If joint return. Mail the return to the Internal If you can take the credit for the elderly or theyou do not have a label, fill in (print or type) Revenue Service Center for the area where disabled, as discussed in Chapter 34, attach

your name, address, and social security you live. Schedule R. Write ‘‘CFE’’ on the dotted line
number. If you are married, give the social next to line 42 of Form 1040. The IRS will fig-
security numbers of both spouses even if ure the credit for you. On Schedule R, checkForm 1040 you file separately. the box for your filing status and age, and fill

If you file Form 1040 by April 15, 1996, you in Part II and lines 11 and 13 of Part III if they
may choose to have the IRS figure your tax if apply.What to complete.  Read lines 1 through 22
you meet all of the conditions described Earned income credit.  If you can takeand fill in the lines that apply to you. If you file
below: the earned income credit, as discussed ina joint return, use the space to the left of line

Chapter 35, the IRS will figure it for you.22 to separately show your own and your 1) All of your income for 1995 was from Write ‘‘EIC’’ next to line 57 of Form 1040 andspouse’s taxable income. Complete lines wages, salaries, tips, interest, dividends, enter the amount and type of any nontaxable24a, 24b, 26, 27, and 29a through 29c if they taxable social security benefits, unem- earned income in the spaces provided onapply to you. Also, enter any write-in infor- ployment compensation, IRA distribu- line 57. If you have a qualifying child, youmation that applies to you in the space to the tions, pensions, or annuities. must fill in Schedule EIC and attach it to yourleft of line 29d.
return.2) Your taxable income on line 37 is lessCredit for child and dependent care

Payments.  Place any income tax with-than $100,000.expenses.  If you can take this credit, com-
held that is shown in box 2 of Form W–2, orplete Schedule 2 and attach it to your return.
the appropriate box of Form 1099, on line 55.3) You do not itemize deductions.You must show on Schedule 2 the name, ad-
Attach Copy B or the first copy of all your

dress, and identifying number of the person 4) You do not file any of the following Form(s) W–2 to your return. Also attach any
or organization who provided the care. Enter forms: Form 1099–R you received that has with-
the amount of the credit on line 24a (Form holding tax in box 4.
1040A). The IRS will not figure this credit. a) Form 2555, Foreign Earned Income. Place any estimated tax payments you

Credit for the elderly or the disabled. made on line 56.b) Form 2555-EZ, Foreign Earned In-If you can take this credit, attach Schedule 3
come Exclusion.to your return and write ‘‘CFE’’ in the space Filing the return.  Be sure to sign and date

to the left of line 24b (Form 1040A). The IRS your return and enter your occupation(s). Ifc) Form 4137, Social Security and Medi-will figure this credit for you. Check the box you are filing a joint return, both you and yourcare Tax on Unreported Tip Income.on Schedule 3 for your filing status and age, spouse must sign it. Mail your return to the
and fill in lines 11 and 13 of Part III if they ap- d) Form 4970, Tax on Accumulation Internal Revenue Service Center for the area
ply. Also, complete Part II of Schedule 3 if it Distribution of Trusts. where you live.
applies. See Chapter 34 for more informa-
tion about this credit. e) Form 4972, Tax on Lump-Sum

Distributions.Advance earned income credit pay-
ment.  If you received any advance earned

f) Form 6198, At-Risk Limitations.income credit payment during 1995, enter
the amount on line 26. Your Form(s) W–2 will g) Form 6251, Alternative Minimum
show these payments in box 9. Tax—Individuals.

Household employment taxes.  If you
owe employment taxes on cash wages paid h) Form 8615, Tax for Children Under
to a household employee, you must com- Age 14 Who Have Investment In-
plete new Schedule H and attach it to your come of More Than $1,300.
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Child’s parents never married.  If a child’sUseful Items
parents did not marry each other, but livedYou may want to see:
together all year, use the return of the parent32.
with the greater taxable income. If the par-Publication
ents did not live together all year, the rulesTax on □ 929 Tax Rules for Children and explained earlier under Child’s parents di-

Dependents vorced apply.Investment
Form (and Instructions) Widows and widowers.  If a widow or wid-Income of ower remarries, the new spouse is treated as□ 8615 Tax for Children Under Age 14

the child’s other parent. The rules explainedWho Have Investment Income of MoreCertain Minor earlier under Custodial parent remarriedThan $1,300
apply.Children □ Form 8814 Parents’ Election To

Report Child’s Interest and Dividends

Parent’s Election
Which Parent’s To Report Child’sImportant Changes
Return To Use Unearned Income for 1995 
For parents who do not file a joint return, the If you elect to include your child’s interestCaution.  As this publication was being pre-
following discussions explain which parent’s and dividend income on your tax return, thepared for print, Congress was considering
tax return must be used when applying the child does not have to file a return.tax law changes that would affect a parent’s
special tax rules for the investment income You can make this election for 1995 onlyelection to report a child’s unearned income
of a child under 14. Only that parent can if all the following conditions are met.on the parent’s return. See Publication 553,
make the election described later under Par-Highlights of 1995 Tax Changes, for further 1) Your child was under age 14 on Januaryent’s Election To Report Child’s Unearneddevelopments. Information on these 1, 1996.Income, and only that parent’s tax rate andchanges will also be available electronically

2) Your child is required to file a return forother return information is used in the com-through our bulletin board or via the Internet.
1995 unless you make this election.putations explained later under Child’s Re-See How To Get Forms and Publications in

turn Filed (Parent’s Election Not Made).the back of this publication. 3) Your child had income only from interest
and dividends (including Alaska Perma-

Child’s parents married.  If the child’s par- nent Fund dividends).Investment income of child under age 14.
ents are married to each other and file sepa-The amount of investment income that may 4) The dividend and interest income wasrate returns, use the return of the parent withcause part of a child’s investment income to less than $5,000.the greater taxable income. If they file a jointbe taxed at the parents’ higher rate has in-
return, use the joint return. 5) No estimated tax payment was madecreased to $1,300. See Child’s Return Filed

Parents treated as not married.  If a for 1995 and no 1994 overpayment was(Parent’s Election Not Made), later.
child’s parents are married but not living to- applied to 1995 under your child’s name
gether, and the parent with whom the child and social security number.
lives (the custodial parent) is considered un- 6) No federal income tax was withheld
married, use the return of the custodial par-Introduction from your child’s income under the
ent. If the custodial parent is not considered backup withholding rules.This chapter discusses two special tax rules unmarried, use the return of the parent with

7) You are the parent whose return mustthat apply to certain investment income of a the greater taxable income.
be used when applying the special taxchild under age 14: For an explanation of when a married
rules for children under 14. (See Whichperson living apart from his or her spouse is1) A child’s parent may be able to choose Parent’s Return To Use, earlier.)considered unmarried, see Head of House-to include the child’s interest and divi-

hold in Chapter 2.dend income on the parent’s return so
These conditions are also shown in Figurethe child does not have to file a return.
32–A.Child’s parents divorced.  If a child’s par-See Parent’s Election To Report Child’s

ents are divorced or legally separated, andUnearned Income, later.
the parent who had custody of the child for How to elect.  Make the election by attach-

2) If a child’s interest, dividends, and other the greater part of the year (the custodial ing Form 8814 to your Form 1040 or Form
investment income total more than parent) has not remarried, use the return of 1040NR. Attach a separate Form 8814 for
$1,300, part of that income may be the custodial parent. each child for whom you make the election.
taxed at the parent’s tax rate instead of If you file Form 8814, you cannot file FormCustodial parent remarried.  If the cus-
the child’s tax rate. See Child’s Return 1040A or Form 1040EZ.todial parent has remarried, the stepparent
Filed (Parent’s Election Not Made), (rather than the noncustodial parent) is
later. treated as the child’s other parent. There- Tax effect of election.  The federal income

fore, if the custodial parent and the steppar- tax on your child’s income may be more if
For this purpose, the term ‘‘child’’ includes a ent file a joint return, use that joint return. Do you make the Form 8814 election rather
legally adopted child and a stepchild. These not use the return of the noncustodial than file a return for the child. This is be-
rules apply whether or not the child is a parent. cause the income may be taxed at a higher
dependent. If the custodial parent and the stepparent tax rate on your return. In addition, the Step 2

These rules do not apply if: file separate returns, use the return of the nontaxable amount ($500) is less than the
one with the greater taxable income. If the standard deduction of $650 that would be al-

● The child is not required to file a tax return,
custodial parent and the stepparent are mar- lowed on the child’s return. Also, by makingor
ried but not living together, the earlier discus- the Form 8814 election, you cannot take cer-

● Neither of the child’s parents were living at sion under Parents treated as not married tain deductions the child would be entitled to
the end of the tax year. applies. on his or her return, as explained next.

Chapter 32 TAX ON INVESTMENT INCOME OF CERTAIN MINOR CHILDREN Page 237



Page 238 Chapter 32 TAX ON INVESTMENT INCOME OF CERTAIN MINOR CHILDREN



Deductions you cannot take.  If you interest is a tax preference item for alterna- regard to Philip’s income. David’s taxable in-
use Form 8814, you cannot take any of the come is $41,700 and Linda’s is $59,300. Be-tive minimum tax (AMT) purposes. If it is, you
following deductions that could have been cause her taxable income is greater, Lindamust include this amount with your own tax
taken on your child’s return: can elect to include Philip’s income on herpreference items when figuring your AMT.

return.Get the instructions for Form 6251, Alterna-1) Standard deduction of $650 ($1,600 if
On Form 8814, Linda enters her namet ive  Min imum Tax—Ind iv idua ls ,  f o ryour child was blind),

and social security number, then Philip’sinformation.
2) Deduction for penalty on early with- name and social security number. She en-

drawal of your child’s savings, and ters Philip’s taxable interest income, $3,200,Capital gain distributions.  If your child’s
3) Itemized deductions (such as your on line 1a. Philip had no tax-exempt interestdividend income included any capital gain

child’s investment expenses or charita- income, so she leaves line 1b blank. Lindadistributions, get Publication 929 and see the
ble contributions). enters Philip’s ordinary dividends, $300, ondiscussion under Capital gain distributions in

line 2a. Philip did not have any nontaxablePart 2.
Increased adjusted gross income.  If distributions, so she leaves line 2b blank and

you use Form 8814 to add your child’s in- enters $300 on line 2c.
Figuring Additional Tax come to yours, your increased adjusted Linda adds the amounts on lines 1a and

gross income may reduce certain items on 2c and enters the result, $3,500, on line 3.Step 2 of Form 8814 is used to figure the tax
your return, such as any itemized deductions From that amount she subtracts the $1,000on the amount of your child’s interest and
for medical expenses, casualty and theft base amount shown on line 4 and enters thedividends that you do not include in your in-
losses ,  and  cer ta in  m isce l laneous result, $2,500, on line 5. This is the portion ofcome. This tax is added to the tax figured on
expenses. Philip’s income that Linda must add to heryour taxable income.

income.This additional tax is the smaller of:
Penalty for underpayment of estimated Linda includes the $2,500 in the total on

1) 15% ×  (your child’s gross income mi-tax.  If you make this election for 1995 and line 21 of her Form 1040 and in the space
nus $500), ordid not have enough tax withheld or pay next to that line writes ‘‘Form 8814–$2,500.’’

enough estimated tax to cover the tax you Adding that amount to her income increases2) $75.
owe, you may be subject to a penalty. If you each of the amounts on lines 22, 31, 32, 35,
plan to make this election for 1996, you may and 37 of her Form 1040 by $2,500. Linda is

Include the amount from line 8 of all yourneed to increase your federal income tax not claiming any deductions or credits that
Forms 8814 in the total on line 38, Formwithholding or your estimated tax payments are affected by the increase to her income.
1040, or line 37, Form 1040NR. On Formto avoid the penalty. See Chapter 5 for infor- Therefore, her revised taxable income on
1040, enter the total from line 8 of all yourmation on increasing your withholding and line 37 is $61,800 ($59,300 +  $2,500).
Forms 8814 in the space provided next toestimated taxes. On Form 8814, Linda subtracts the $500
line 38. On Form 1040NR, enter the total of shown on line 6 from the $3,500 on line 3
the line 8 amounts in the space provided and enters the result, $3,000, on line 7. Be-Figuring Amount of next to line 37. cause that amount is $500 or more, she en-Child’s Income To Report ters $75 on line 8. This is the tax on the

Step 1 of Form 8814 is used to figure the $1,000 of Philip’s income that Linda did notIllustrated Example 
amount of your child’s income to report on add to her income. She must add this addi-

This example shows how to fill in Form 8814.your return. Only the amount over $1,000 is tional tax to the tax figured on her revised
David and Linda Parks are married andadded to your income. This amount is shown taxable income.

will file separate tax returns for 1995. Theiron line 5 of Form 8814. Include the amount Linda enters $75 in the space provided
only child, Philip, is 8. For 1995, Philip re-from line 5 of all your Forms 8814 in the total next to line 38 of her Form 1040. She figures
ceived a Form 1099-INT showing $3,200on line 21, Form 1040 or Form 1040NR. In the tax on her $61,800 revised taxable in-
taxable interest income and a Form 1099-the space next to line 21, write ‘‘Form 8814’’ come to be $15,217, then adds $75, and en-
DIV showing $300 ordinary dividends. Hisand the total from line 5 of all your Forms ters the $15,292 total on line 38.
parents decide to include that income on8814. Linda attaches Form 8814 to her Form
one of their returns so that they will not have 1040.
to file a return for Philip.Alternative minimum tax.  If your child re-

First, David and Linda each figure theirceived any tax-exempt interest from a pri-
vate activity bond, you must determine if that taxable income (Form 1040, line 37) without
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Child’s Return Filed
(Parent’s Election
Not Made) 
Part of a child’s 1995 investment income
may be subject to tax at the parent’s tax rate
if:

1) The child was under age 14 on January
1, 1996,

2) The child’s investment income was
more than $1,300, and

3) The child is required to file a return for
1995.

Figure 32–B illustrates this.
If the child’s parent does not or cannot

choose to include the child’s income on his
or her return, figure the child’s tax on Form
8615. Attach the form to the child’s Form
1040, Form 1040A, or Form 1040NR.

On Form 8615, enter the names and so-
cial security numbers of the child and the
parent in the spaces provided. (If the parents
filed a joint return, enter the name and social
security number of the parent who is listed
first on the joint return.) Check the box for
the parent’s filing status. Then figure the
child’s tax on Form 8615 in these three
steps:

Step 1. Figure the child’s net investment
income.

Step 2. Figure a tentative tax on the net
investment income based on the par-
ent’s tax rate.

Step 3. Figure the child’s tax.
amount on Form 8615, write ‘‘Estimated’’ on Publication 929 to figure the amount to enter
the line next to the amount. on line 1.

When you get the correct information, file Investment income.  The paragraphsAlternative minimum tax.  A child may be
an amended return on Form 1040X, that follow explain some items that are, andsubject to alternative minimum tax (AMT) if
Amended U.S. Individual Income Tax Re- some that are not, investment income.he or she has certain items given preferen-
turn. See Parent’s return information not Investment income generally is all in-tial treatment under the tax laws or certain
available under Child’s Return Filed (Par- come other than salaries, wages, and otheradjustments to taxable income that total
ent’s Election Not Made) in Publication 929 amounts received as pay for work actuallymore than an exemption amount. See Alter-
for more information. done. It includes taxable interest, dividends,native Minimum Tax in Chapter 31.

capital gains, the taxable part of social se-AMT is figured on Form 6251. For infor-
curity payments, and pension payments andmation on special limits that apply to a child Step 1. Figuring
certain distributions from trusts.who files Form 6251, see Limit on AMT Net Investment Income Nontaxable income.  For this purpose,under Alternative Minimum Tax in Publica-

The first step in figuring a child’s tax using investment income includes only amountstion 929.
Form 8615 is to figure the child’s net invest- that the child must include in total income.
ment income. To do that, use Step 1 of Form Nontaxable investment income, such as tax-Parent’s return information.  See Which
8615. exempt interest and the nontaxable part ofParent’s Return To Use, at the beginning of

social security and pension payments, is notthis chapter, for information on which par-
included.ent’s return information must be used on Line 1 (investment income).  If the child

Sources of income.  A child’s invest-Form 8615. had investment income only, enter the ad-
ment income includes all income producedDifferent tax years.  If the parent and justed gross income shown on the child’s re-
by property belonging to the child, regard-the child do not have the same tax year, turn. Adjusted gross income is shown on line
less of whether the property was transferredcomplete Form 8615 using the information 32 of Form 1040; line 17 of Form 1040A; or
to the child or purchased by the child, and re-on the parent’s return for the tax year that line 32 of Form 1040NR. Form 1040EZ can-
gardless of when the property was trans-ends in the child’s tax year. not be used if Form 8615 must be filed.
ferred or purchased or who transferred it. In-Using estimates.  If the information If the child had earned income, figure
vestment  income inc ludes amountsneeded from the parent’s return is not the amount to enter on line 1 of Form 8615
produced by assets the child obtained withknown by the time the child’s return is due by using the worksheet in the instructions for
earned income (such as interest on a sav-(usually April 15), you can file the return us- the form.
ings account into which the child depositeding estimates. However, if the child has excluded any
wages).You can use any reasonable estimate. foreign earned income or deducted either a

This includes using information from last loss from self-employment or a net operating A child’s investment income includes in-
year’s return. If you use an estimated loss from another year, use the worksheet in come produced by property given as a gift to
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the child under the Uniform Gift to Minors Example 2.  Eleanor, 8, has investment other children is not available when the re-
Act. turn is due, either file the return using esti-income of $16,000 and an early withdrawal

mates or use an extension of time to file. Ex-penalty of $100. She has no other income.Example.  Amanda Black, 13, received
tensions are discussed under Extensions ofShe has itemized deductions of $1,100 thatthe following income:
Time To File in Chapter 1.are directly connected with the production of

Dividends — $600 her investment income. Her adjusted gross
Wages — $2,100 Lines 12a and 12b (dividing the tentativeincome, entered on line 1, is $15,900

tax).  If an amount is entered on line 7, divide($16,000 –  $100). The amount entered onTaxable interest — $1,200
the tentative tax shown on line 11 among theline 2 is $1,750. This is the larger of:

Tax-exempt interest — $100 children according to each child’s share of
1) $650 plus the $1,100 of directly con- the total net investment income. This is doneNet capital gains — $100.

nected itemized deductions, or on lines 12a, 12b, and 13. Add the amount
on line 7 to the amount on line 5 and enterThe dividends were on stock given to her by 2) $1,300.
the total on line 12a. Divide the amount onher grandparents. Amanda’s investment in-
line 5 by the amount on line 12a and entercome is $1,900. This is the total of the divi- Eleanor’s net investment income is $14,150
the result, as a decimal, on line 12b.dends ($600), taxable interest ($1,200), and ($15,900 –  $1,750).

net capital gains ($100). Her wages are Example.  In the earlier example under
earned (not investment) income because Line 7 (net investment income of other chil-Step 2. Figuringthey are pay received for work actually done. dren), Sharon’s Form 8615 shows $1,600 on
Her tax-exempt interest is not included be- line 7. The amount entered on line 12a isTentative Tax at
cause it is nontaxable. $2,400, the total of the amounts on lines 5Parent’s Tax Rate Trust income.  If a child is the benefici- and 7 ($800 +  $1,600). The decimal on line
ary of a trust, distributions of taxable interest, The tentative tax is the difference in the tax 12b is .33, figured as follows and rounded to
dividends, capital gains, and other invest- on the parent’s taxable income figured with two places.
ment income from the trust are investment and without the child’s net investment in-

$800income to the child. come. Figure it on lines 6 through 13 of Form = .33$2,4008615.
Line 2 (deductions).  If the child does not Caution.  When figuring the tentative tax,
itemize deductions on Schedule A (Form do not take into account the child’s net in- Step 3. Figuring1040 or Form 1040NR), enter $1,300 on line vestment income in figuring any exclusion,
2. the Child’s Tax deduction, or credit on the parent’s return.

If the child does itemize deductions, the Special rule.  See Trusts under Step 2. The final step in figuring a child’s tax using
amount to enter on line 2 is the larger of: Figuring Tentative Tax At Parent’s Tax Rate Form 8615 is to determine the larger of:

in Publication 929 for information about a1) $650, plus the child’s itemized deduc- 1) The total of:
special rule that may apply if the parent is thetions on Schedule A (Form 1040) or

a) The child’s share of the tentative taxgrantor of a trust.Schedule A (Form 1040NR) that are di-
based on the parent’s tax rate, plusrectly connected with the production of

his or her investment income, or b) The tax on the child’s taxable incomeMore Than One Child 
in excess of net investment income,2) $1,300. The tax return information of the child’s par-
figured at the child’s tax rate, orent may be used on Forms 8615 for other

If the child’s directly-connected itemized de- 2) The tax on the child’s taxable income,children (including adopted children and
ductions are not more than $650, enter figured at the child’s tax rate.stepchildren).
$1,300 on line 2.

Directly connected itemized deduc- This is the child’s tax. It is figured on linesLine 7 (net investment income of othertions.  Itemized deductions are directly con- 14 through 18 of Form 8615.children).  If the tax return information of thenected with the production of investment in-
parent is also used on any other child’s Formcome if they are for expenses paid to
8615, enter on line 7 the total of the amounts Illustrated Example produce or collect taxable income or to man-
from line 5 of all the other children’s Formsage, conserve, or maintain property held for The following example includes a completed
8615. Do not include the amount from line 5producing income. These expenses include Form 8615.
of the Form 8615 being completed.custodian fees and service charges, service John and Laura Brown have one child,

fees to collect taxable interest and divi- Example.  Paul and Jane Persimmon Sara. She is 13 and has $2,500 taxable inter-
dends, and certain investment counsel fees. est and dividend income and $1,500 earnedhave three children, Sharon, Jerry, and Mike,
They are deducted on Schedule A (Form income. She does not itemize deductions.who must attach Form 8615 to their tax re-
1040) to the extent that they, plus certain John and Laura file a joint return with John’sturns. The children’s net investment income
other miscellaneous itemized deductions, name and social security number listed first.amounts on line 5 of their Forms 8615 are:
are more than 2% of adjusted gross income. They claim three exemptions, including an

Sharon — $800See Chapter 30 for more information about exemption for Sara, on their return.
the 2% of adjusted gross income limit on Because Sara has both earned andJerry — $600
miscellaneous itemized deductions. unearned income and her gross income is

Mike — $1,000 more than $650, she must file a tax return.Example 1.  Roger, 12, has investment
Because she is under age 14 and has moreincome of $8,000, no other income, no ad-

Line 7 of Sharon’s Form 8615 would than $1,300 investment income, part of herjustments to income, and itemized deduc-
show $1,600, the total of the amounts on line income may be subject to tax at her parents’tions of $300 that are directly connected with
5 of Jerry’s and Mike’s Forms 8615. rate. A completed Form 8615 must be at-his investment income. His adjusted gross

Line 7 of Jerry’s Form 8615 would show tached to her return.income is $8,000, which is entered on line 1.
$1,800 ($800 +  $1,000). Sara’s father, John, fills out Sara’s returnThe amount on line 2 is $1,300 because

Line 7 of Mike’s Form 8615 would show for her.$1,300 is more than the sum of $650 plus his
$1,400 ($800 +  $600).directly connected itemized deductions of John enters his name and social security

Other children’s information not avail-$300. His net investment income, on line 3, number on Sara’s Form 8615 because his
is $6,700 ($8,000 –  $1,300). able.  If the net investment income of the name and number are listed first on the joint
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return he and Laura are filing. He checks the Laura’s joint Form 1040 return. Sara is an Tax Table, John finds the tax on $1,300. He
box for married filing jointly. only child, so line 7 is blank. He adds the enters this tax, $197, on line 15. He adds the

He enters Sara’s investment income, amounts on line 5 ($1,200), line 6 ($48,000), amounts on lines 13 ($336) and 15 ($197)
$2,500, on line 1. Sara does not itemize de- and line 7 and enters the $49,200 total on and enters the total, $533, on line 16.
ductions, so John enters $1,300 on line 2. line 8. Using the column for single filing status in
He enters $1,200 on line 3 ($2,500 – Using the column for married filing jointly the Tax Table, John finds the tax on $2,500
$1,300). in the Tax Table, John finds the tax on (the amount on line 4). He enters this tax,

Sara’s taxable income, as shown on line $49,200. He enters the tax, $8,713, on line 9. $377, on line 17. 
22 of her Form 1040A, is $2,500. This is her He enters $8,377 on line 10. This is the tax John compares the amounts on lines 16
total income ($4,000) minus her standard from line 38 of John and Laura’s Form 1040. and 17 and enters the larger amount, $533,
deduction ($1,500). Her standard deduction He enters $336 on line 11 ($8,713 – on line 18 of Sara’s Form 8615. He also en-
is limited to the amount of her earned in- $8,377). ters that amount on line 23 of Sara’s Form
come. John enters $2,500 on line 4. Because line 7 is blank, John skips lines 1040A and checks the box on that line for

John compares the amounts on lines 3 12a and 12b and enters $336 on line 13. ‘‘Form 8615.’’ John also completes Sched-
and 4 and enters the smaller amount, John subtracts the amount on line 5 ule 1 (Form 1040A) for Sara.
$1,200, on line 5. ($1,200) from the amount on line 4 ($2,500)

John enters $48,000 on line 6. This is the and enters the result, $1,300, on line 14. Us-
taxable income from line 37 of John and ing the column for single filing status in the
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□ Schedule H (Form 1040) 1) Your dependent who was under age 13
Household Employment Taxes when the care was provided and for

whom you can claim an exemption,33. □ 2441 Child and Dependent Care
2) Your spouse who was physically orExpenses

mentally unable to care for himself orChild and □ 6251 Alternative Minimum Tax—
herself, orIndividualsDependent Care 3) Your dependent who was physically or
mentally unable to care for himself orCredit herself and for whom you can claim anTests To Claim exemption (or could claim an exemption
except the person had $2,500 or morethe Credit 
of gross income).

To be able to claim the credit for child andImportant Reminders dependent care expenses, you must meet If you are divorced or separated, see
all the following tests. These tests are Child of Divorced or Separated Parents toYou may have to pay employment taxes.
presented in Figure 33–A and are also ex- determine which parent may treat the childIf you pay someone to come to your home
plained in detail in this chapter. To claim the as a qualifying person.and care for your dependent or spouse, you
credit, you must file Form 1040 or Formmay be a household employer who has to
1040A, not Form 1040EZ. Physically or mentally unable to care forhave an employer identification number

oneself.  Persons who are not able to dress,(EIN) and pay employment taxes. Usually, 1) The care must be for one or more quali-
clean, or feed themselves because of physi-you are not a household employer if the per- fying persons. (See Qualifying Person
cal or mental problems are considered notson who cares for your child or dependent Test, later.)
capable of self-care. Also, persons whodoes so at his or her home or place of busi-

2) You (and your spouse if you are mar- must have constant attention to preventness. See Employment Taxes for Household
ried) must keep up a home that you live them from injuring themselves or others areEmployers.
in with the qualifying person or persons. considered not capable of self-care.
(See Keeping Up a Home Test, later.)

Provider identification.  You must provide
3) You (and your spouse if you are mar- Person qualifying for part of year.  Youcertain information on all persons or organi-

ried) must have earned income during determine a person’s qualifying status eachzations that care for your child or dependent.
the year. (However, under Earned In- day. For example, if the person you pay childFor information on this identification, see
come Test, later, see Rule for a student- and dependent care expenses for no longerProvider Identification Test.
spouse or spouse not capable of self- qualifies on September 16, count only those
care.) expenses through September 15. Also see

Dollar Limit, later.4) You must pay child and dependent careIntroduction
expenses so you (and your spouse if

This chapter discusses the credit for child Child of Divorcedyou are married) can work or look for
and dependent care expenses and covers work. (See Work-Related Expense Test, or Separated Parents 
the following topics: later.) To be a qualifying person, your child usually

must be your dependent for whom you can● Tests you must meet to claim the credit 5) You must make payments for child and
claim an exemption. But an exception maydependent care to someone you (or● How to figure the credit
apply if you are divorced or separated. Underyour spouse) cannot claim as a depen-

● How to claim the credit the exception, if you are the custodial parent,dent. If you make payments to your
you can treat your child as a qualifying per-● Employment taxes you may have to pay child, he or she cannot be your depen-
son even if you cannot claim the child’s ex-as a household employer dent and must be age 19 or older by the
emption. If you are the noncustodial parent,end of the year. (See Payments to Rela-
you cannot treat your child as a qualifyingtives, under Work-Related ExpenseIf you pay someone to care for your de-
person even if you can claim the child’sTest, later.)pendent under age 13 or for your spouse or
exemption.dependent who is not capable of self-care, 6) Your filing status is Single, Head of

This exception applies if:you may be able to get a credit of up to 30% household, Qualifying widow(er) with
of your expenses. To qualify, you must pay 1) One or both parents had custody of thedependent child, or Married filing jointly.
these expenses so you can work or look for child for more than half of the year,You must file a joint return if you are
work. You must also meet certain other married, unless an exception discussed 2) One or both parents provided more thantests, which are explained in this chapter. later under Joint Return Test applies to half of the child’s support for the year,

you. andUseful Items
7) You must identify the care provider on 3) Either—You may want to see:

your tax return. (See Provider Identifica-
a) The custodial parent signed Formtion Test, later.)

Publication 8332, Release of Claim to Exemption
8) You exclude less than $2,400 (less than for Child of Divorced or Separated□ 503 Child and Dependent Care

$4,800 if two or more qualifying persons Parents, or a similar statement,Expenses
were cared for) of dependent care as- agreeing not to claim the child’s ex-

□ 926 Household Employer’s Tax sistance benefits. (See Reduced Dollar emption for the year, or
Guide Limit, later.)

b) The noncustodial parent provided at
least $600 for the child’s support andForm (and Instructions)
can claim the child’s exemption under

□ W–10 Dependent Care Provider’s Qualifying Person Test a pre-1985 decree of divorce or sepa-
Identification and Certification Your child and dependent care expenses rate maintenance, or written

□ Schedule 2 (Form 1040A) Child and must be for the care of one or more mem- agreement.
Dependent Care Expenses for Form bers of your home who are qualifying per- A similar statement includes a divorce de-
1040A Filers sons. A qualifying person is: cree or separation agreement that went into
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effect after 1984 that allows the noncus- charges, home repairs, insurance on the 5 calendar months during the year. (The
todial parent to claim the child’s exemption home, and food eaten at home. months need not be consecutive.) If you at-
without any conditions, such as payment of tend school only at night, you are not a full-The costs of keeping up a home do not
support. time student. However, as part of your full-include payments for clothing, education,

time course of study, you may attend somemedical treatment, vacations, life insurance,
You can use Figure 33–B to see whether this night classes.transportation, or mortgage principal. They
exception applies to you. If it applies, only also do not include the purchase, permanent The term ‘‘school’’ includes elementary
the custodial parent can treat the child as a improvement, or replacement of property. schools, junior and senior high schools, col-
qualifying person. If the exception does not For example, you cannot include the cost of leges, universities, and technical, trade, and
apply, follow the regular rules for a qualifying replacing a water heater. However, you can mechanical schools. It does not include on-
person under Qualifying Person Test, earlier. include the cost of repairing a water heater. the-job training courses, correspondence

If you can take the credit because of this schools, and night schools.
exception, write your child’s name in the Earned Income Test space to the left of line 3, Form 2441 or

Work-RelatedSchedule 2 (Form 1040A). To claim the credit, you (and your spouse if
you are married) must have earned income Expense Test Example.  You are divorced and have
during the year.custody of your 8-year-old child. You sign Child and dependent care expenses must be

Form 8332 to allow your ex-spouse to take work related to qualify for the credit. Ex-
the exemption. You pay child care expenses Earned income includes  wages, salaries, penses are considered work related only if:
so you can work. Your child is a qualifying tips, other employee compensation, and net

● They allow you (and your spouse if you areperson and you, the custodial parent, can earnings from self-employment. Earned in-
married) to work or look for work, andclaim the credit for those expenses, even come also includes strike benefits and any

though your ex-spouse claims an exemption disability pay you report as wages. It also in- ● They are for a qualifying person’s care.
for the child. cludes nontaxable compensation such as

parsonage allowances, meals and lodging
Custodial parent.  You are the custodial furnished for the convenience of the em-

Working or Looking for Work parent if, during the year, you have custody ployer, voluntary salary deferrals, military ba-
of your child longer than your child’s other To be work related, your expenses must al-sic quarters and subsistence allowances
parent has custody. low you to work or look for work. If you areand in-kind quarters and subsistence, and

married, generally both you and your spousemilitary pay earned in a combat zone.
Divorced or separated.  For purposes of must work or look for work. Your spouse isEarned income is reduced by any net loss
determining whether your child is a qualifying treated as working during any month he orfrom self-employment.
person, you are considered divorced or sep- she is a full-time student or is physically orMembers of the clergy and religious
arated if either of the following apply. mentally not capable of self-care.workers.  Certain income earned by minis-

ters, members of religious orders, and Chris- Whether your expenses allow you to1) You are divorced or separated under a
tian Science practitioners may not be con- work or look for work depends on the facts.decree of divorce or separate mainte-
sidered earned income for this purpose. See For example, the cost of a sitter while younance or a written separation agree-
Earned Income Test in Publication 503. and your spouse go out to eat is not normallyment, or

a work-related expense. Also, expenses are2) You lived apart from your spouse for all
not considered work related merely becauseEarned income does not include  pen-of the last 6 months of the year.
you had them while you were working.sions or annuities, social security payments,

Your work can be for others or in yourworkers’ compensation, interest, dividends,
own business or partnership. It can be eitheror unemployment compensation. It alsoKeeping Up a Home Test full time or part time. Work also includes ac-does not include scholarship or fellowship

To claim the credit, you (and your spouse if tively looking for work. However, if you dogrants, except for amounts paid to you for
you are married) must keep up a home that not find a job and have no earned income forteaching, research, or other services.
you live in with one or more qualifying per- the year, you cannot take this credit. See
sons. You are keeping up a home if you pay Earned Income Test, earlier. Unpaid volun-Rule for a student-spouse or spouse not
more than half the cost of running it for the teer work or volunteer work for a nominalcapable of self-care.  Your spouse is
year. salary does not qualify.treated as having earned income for any

month that he or she is:
Home.  The term ‘‘home’’ means the main Work for part of year.  If you work or ac-

1) A full-time student, orhome for both you and the qualifying person. tively look for work during only part of the pe-
Your home can be the main home even if the riod covered by the expenses, then you must2) Physically or mentally not capable of
qualifying person does not live there all year figure your expenses for each day. For ex-self-care.
because of his or her: ample, if you work all year and pay care ex-
1) Birth, penses of $120 a month ($1,440 for theFigure the earned income of the nonworking

year), all the expenses are work related.2) Death, or spouse as shown under Earned Income
However, if you work or look for work for onlyLimit, under How To Figure the Credit, later.3) Temporary absence due to:
2 months and 15 days during the year andThis rule applies to only one spouse for

a) Sickness, pay expenses of $120 a month, your work-any one month. If, in the same month, both
related expenses are limited to $300 (2 1/ 2b) School, you and your spouse do not work and are ei-
months ×  $120).ther full-time students or physically or men-c) Business,

tally not capable of self-care, only one of youd) Vacation,
can be treated as having earned income in Payments while you are out sick.  Do not

e) Military service, or that month. count as work-related expenses amounts
you pay for child and dependent care whileFull-time student.  You are a full-timef) Custody agreement.
you are off work because of illness. Thesestudent if you are enrolled at and attend a
amounts are not paid to allow you to work.school for the number of hours or classesCosts of keeping up home.  The costs of

that the school considers full time. You must This applies even if you get sick pay and arekeeping up a home normally include prop-
have been a student for some part of each of still considered an employee.erty taxes, mortgage interest, rent, utility
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Camp.  The cost of sending your child to Married and living apart.  You are not con-Care of a Qualifying Person 
sidered married and are eligible to take thean overnight camp is not considered a work-To be work related, your expenses must be
credit if all the following apply:related expense.to provide care for a qualifying person. You

do not have to choose the least expensive 1) You file a separate return.
Transportation.  The cost of getting a quali-way of providing the care.

2) Your home is the home of a qualifyingfying person from your home to the care lo-Expenses for household services qualify
person for more than half the year.if part of the services is for the care of quali- cation and back, or from the care location to

fying persons. See Household services, school and back, is not considered a work- 3) You pay more than half the cost of
later. related expense. This includes the costs of keeping up your home for the year.

Expenses are for the care of a qualifying bus, subway, taxi, or private car. Also, if you
4) Your spouse does not live in your homeperson only if their main purpose is the per- pay the transportation cost for the care pro-

for the last 6 months of the year.son’s well-being and protection. Expenses vider to come to your home, you cannot
for care do not include amounts you pay for count this cost as a work-related expense.
food, clothing, and entertainment. However, Death of spouse.  If your spouse died dur-
if these amounts are incident to and cannot ing the year and you do not remarry beforeHousehold services.  Expenses you pay for
be separated from the cost of caring for the the end of the year, you generally must file a

household services meet the work-relatedqualifying person, you can count the total joint return to take the credit. If you do re-
expense test if they are at least partly for thecost. marry before the end of the year, the credit
well-being and protection of a qualifying can be claimed on your deceased spouse’s
person. separate return.Schooling.  You can count the total cost of

Household services are ordinary andsending your child to school if:
usual services done in and around your

1) Your child is in a grade level below the Providerhome that are necessary to run your home.
first grade, and They include the services of a housekeeper, Identification Test 

maid, or cook. However, they do not include2) The amount you pay for schooling is in- You must identify all persons or organiza-
cident to and cannot be separated from the services of a chauffeur, bartender, or tions that provide care for your child or de-
the cost of care. gardener. See Household Services in Publi- pendent. Do this on the same form you use

cation 503 for more information. to claim the credit. If you file Form 1040, use
If your child is in the first grade or higher, In this chapter, the term ‘‘housekeeper’’ Part I of Form 2441 to show the information.

or if the cost of schooling can be separated, refers to any household employee whose If you file Form 1040A, use Part I of Schedule
you must divide the total cost between the services include the care of a qualifying 2.
cost of care and the cost of schooling. You person.
can count only the cost of care in figuring Taxes paid on wages.  If you pay wages Information required.  To identify the care
your credit. for household help, you may have to pay the provider, you must give the provider’s:

Example 1.  You take your 3-year-old employer’s portion and withhold the employ-
1) Name,child to a nursery school that provides lunch ee’s portion of social security and Medicare

and educational activities as a part of its pre- taxes. You may also have to pay federal un- 2) Address, and
school child-care service. You can count the employment (FUTA) tax and similar state

3) Taxpayer identification number.total cost in figuring the credit. taxes. The taxes you pay on wages for quali-
fying child and dependent care services areExample 2.  Your 5-year-old child goes

If the care provider is an individual, thework-related expenses. See Employmentto kindergarten in the morning. In the after-
taxpayer identification number is his or herTaxes for Household Employers, later.noon, she attends an after-school day care
social security number. If the care provider isprogram at the same school. Your total cost
an organization, then it is the employer iden-for sending her to the school is $3,000, of Payments to Relatives tification number (EIN).which $1,800 is for the after-school program.

You can count work-related payments you You do not have to show the taxpayerOnly the $1,800 qualifies for figuring the
identification number if the care provider ispay to relatives who are not your depen-credit.
one of certain tax-exempt organizationsdents, even if they live in your home. How-

Example 3.  You place your 10-year-old (such as a church or school). In this case,ever, do not count any amounts you pay to:
child in a boarding school so you can work write ‘‘Tax-Exempt’’ in the space where the

1) A dependent for whom you (or yourfull time. Only the part of the boarding school tax form calls for the number.
spouse if you are married) can claim anexpense that is for the care of your child is a If you cannot provide all of the informa-

work-related expense. You cannot count any exemption, or tion, or the information is incorrect, you must
part of the amount you pay the school for be able to show that you used due diligence2) Your child who was under age 19 at theyour child’s education. (discussed later) in trying to furnish the nec-end of the year, even if he or she is not

essary information.your dependent.Care outside your home. You can count
the cost of care provided outside your home Getting the information.  You can use
if the care is for your dependent under age Form W–10 to request the required informa-
13, or any other qualifying person who regu- Joint Return Test tion from the care provider. If you do not use
larly spends at least 8 hours each day in your Generally, married couples must file a joint Form W–10, you can get the required infor-
household. return to take the credit. However, if you are mation from:

Dependent care center.  You can count legally separated or living apart from your 1) A copy of the provider’s social securitycare provided outside your home by a de-
spouse, you may be able to file a separate card,pendent care center if the center complies
return and still take the credit.with all state and local regulations that apply 2) A copy of the provider’s driver’s license

to such centers. A dependent care center is (in a state where the license includesLegally separated.  You are not considereda place that provides care for more than six the social security number),married if you are legally separated frompersons (other than persons who live there)
your spouse under a decree of divorce orand receives a fee, payment, or grant for 3) A copy of the provider’s completed
separate maintenance. You are eligible toproviding services for any of those persons, Form W–4 if he or she is your household
take the credit on a separate return.even if the center is not run for profit. employee,
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4) A copy of the statement furnished by If you had expenses in 1995 that you did you can add the excess to your medical ex-
your employer if the provider is your em- penses. However, if you use your total ex-not pay until 1996, you cannot count them
ployer’s dependent care assistance penses to figure your medical expense de-when figuring your 1995 credit. You may be
program, or duction, you cannot use any part of them toable to claim a credit for them on your 1996

figure your credit.return.5) A letter or invoice from the provider if it
shows the information.

Note.  Amounts excluded from your in-Expenses reimbursed.  If a state social ser-
come under your employer’s dependentYou should keep this information with vices agency pays you a nontaxable amount
care assistance plan cannot be used toyour tax records. Do not send Form W–10 (or to reimburse you for some of your child and
claim a medical expense deduction.other document containing this information) dependent care expenses, you cannot count

to the Internal Revenue Service. the expenses that are reimbursed as work-
related expenses. Earned Income Limit Due diligence.  If the care provider informa-

Example.  You paid work-related ex-tion you give is incorrect or incomplete, your The amount of work-related expenses youpenses of $3,000. You are reimbursedcredit may not be allowed. However, if you use to figure your credit cannot be more$2,000 by a state social services agency.can show that you used due diligence in try- than:You can use only $1,000 to figure youring to supply the information, you can still
credit. 1) Your earned income for the year, if youclaim the credit.

are single at the end of the year, orYou can show due diligence by getting
Employer’s dependent care assistanceand keeping the provider’s completed Form 2) The smaller of your earned income or
plan.  Do not count as work-related ex-W–10 or one of the other sources of informa- your spouse’s earned income for the
penses any child and dependent care bene-tion listed earlier. Care providers can be pe- year, if you are married at the end of
fits provided by your employer that you donalized if they do not provide this information the year.

to  you  o r  i f  they  p rov ide  incor rec t not include in your income. You can exclude
information. benefits from your income only if they are

Earned income is defined under EarnedProvider refusal.  If the provider refuses paid under a qualified plan. Your employer Income Test, earlier. If you are self-em-to give you their identifying information, you can tell you whether your benefit plan quali- ployed, see Publication 503 to determineshould report whatever information you have fies. If it does, you must complete Part III of your earned income from self-employment.(such as the name and address) on the form either Form 2441 or Schedule 2 (Form For purposes of item (2), use youryou use to claim the credit. Write ‘‘See page 1040A) to claim the exclusion. spouse’s earned income for the entire year,2’’ in the columns calling for the information The amount you can exclude cannot be even if you were married for only part of theyou do not have. On the bottom of page 2, more than the smallest of: year.explain that you requested the information
1) The total amount of qualified expensesfrom the care provider, but the provider did

incurred during the year, Separated spouse.  If you are legally sepa-not give you the information. This statement
rated or married and living apart from yourwill show that you used due diligence in try- 2) Your earned income,
spouse (as described under Joint Returning to furnish the necessary information.

3) Your spouse’s earned income, or Test, earlier), you are not considered mar-
ried for purposes of the earned income limit.

4) $5,000 ($2,500 if married filing
Use only your income in figuring the earned

separately).How To income limit.

Figure the Credit Statement for employee.  Your em- Surviving spouse.  If your spouse died dur-
ployer must give you a Form W–2, Wage andYour credit is a percentage of your work-re- ing 1995 and you file a joint return as a sur-
Tax Statement (or similar statement), show-lated expenses. Your expenses are subject viving spouse, you are not considered mar-
ing in box 10 the total amount of dependentto the earned income limit and the dollar ried for purposes of the earned income limit.
care assistance benefits provided to youlimit. The percentage is based on your ad- Use only your income in figuring the earned
during the year.justed gross income. income limit.

Forfeitures.  Forfeitures are amounts
credited to your dependent care assistanceFiguring Total Community property laws.  You should
account and included in the amount shown disregard community property laws whenWork-Related Expenses in box 10 of your Form W–2, but which you you figure earned income for this credit.To figure the credit for 1995 work-related ex- did not receive because you did not incur the

penses, count only those you paid by De- expense. You must subtract any forfeitures
Student-spouse or spouse not capable ofcember 31, 1995. from the total dependent care benefits re-
self-care.  Your spouse who is either a full-ported by your employer. To do this, enter
time student or not capable of self-care isExpenses prepaid in an earlier year.  If you the forfeited amount on line 12 of Form 2441
treated as having earned income. His or herpay for services before they are provided, or Schedule 2 (Form 1040A). Forfeitures do
earned income for each month is consideredyou can count the prepaid expenses only in not include amounts that you expect to re- to be at least $200 if there is one qualifyingthe year the care is received. Fill out your ceive in the future. person in your home, or at least $400 if thereForm 2441 or Schedule 2 (Form 1040A) for
are two or more. If your spouse works duringthe later year as if the prepaid expense was

Medical expenses. Some expenses for the that month, use the higher of $200 (or $400)actually paid in the later year.
care of a qualifying person who is not capa- or his or her actual earned income for that
ble of self-care may qualify as work-related month. If your spouse is a full-time student orExpenses not paid until the following
expenses and also as medical expenses. not capable of self-care for only part of ayear.  Do not count 1994 expenses that you
You can use them either way, but you cannot month, the full $200 (or $400) still applies.paid in 1995 as work-related expenses for
use the same expenses to claim both a If, in the same month, both you and your1995. You may be able to claim an additional
credit and a medical expense deduction. spouse are either full-time students or notcredit for them on your 1995 return, but you

If you use these expenses to figure the capable of self-care, only one spouse can bemust figure it separately. See Payments for
credit and they are more than the earned in- considered to have this earned income ofprevious year’s expenses under Amount of
come limit or the dollar limit, discussed later,Credit in Publication 503. $200 (or $400) for that month.
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24,000 — 26,000 22% During the year, they pay work-relatedDollar Limit 
expenses of $3,000 for child care at a neigh-26,000 — 28,000 21%There is a dollar limit on the amount of your
bor’s home and $2,200 for child care at Pine28,000 — No Limit 20%work-related expenses you can use to figure
Street Nursery School.

the credit. This limit is $2,400 for one qualify-
They figure the credit on Schedule 2 as

ing person, or $4,800 for two or more qualify- Payments for previous year’s expenses. follows:
ing persons. If you had work-related expenses in 1994

Child care by neighbor . . . . . . . . . . . . . . . . . . . . $3,000that you paid in 1995, you may be able to in-
Yearly limit.  The dollar limit is a yearly limit. Child care by nursery school . . . . . . . . . . . . . 2,200crease the credit on your 1995 return. There
The amount of the limit remains the same no Total work-related expenses . . . . . . . . . . . . . $5,200is a worksheet in Publication 503 to figure
matter how long you have a qualifying per- this amount. Dollar limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,800son in your household. Use the $2,400 limit if
you paid work-related expenses for the care Amount of credit (21% of $4,800) $1,008Alternative minimum tax limit.  Your creditof one qualifying person at any time during

may be limited because of the alternativethe year. Use $4,800 if you paid work-related
minimum tax. See the instructions for Formexpenses for the care of more than one qual- Example 2: Dependent Care Assistance1040A or Form 2441 to determine if youifying person at any time during the year. Benefits.  Joan Thomas is divorced and hasneed to figure the limit.

two children, ages 3 and 9. She works at
Reduced Dollar Limit ACME Computers. Her adjusted gross in-
If you received child and dependent care come is $29,000, and the entire amount is
benefits from your employer that you ex- earned income.How To
clude from your income, you must subtract Joan’s younger child stays at her employ-
that amount from the dollar limit that applies er’s on-site child-care center while sheClaim the Credit 
to you. See Employer’s dependent care as- works. The benefits from this child-care

To claim the credit, you can file Form 1040 orsistance plan under Figuring Total Work-Re- center qualify to be excluded from her in-
Form 1040A. You cannot claim the credit onlated Expenses, earlier, for information on come. Her employer reports the value of this
Form 1040EZ.excluding these benefits. service as $3,000 for the year. This $3,000 is

shown in box 10 of her Form W–2, but is notExample.  You are a widower with one
Form 1040. You must complete Form 2441 included in taxable wages in box 1.child and earn $20,000 a year. You pay
and attach it to your Form 1040. Enter the A neighbor cares for Joan’s older childwork-related expenses of $1,600 for your 4-
credit on line 41 of your Form 1040. An ex- after school, on holidays, and during theyear-old child and qualify to claim the credit
ample of a filled-in Form 2441 is at the end of summer. She pays her neighbor $2,400 forfor child and dependent care expenses.
this chapter. this care.Your employer pays an additional $1,000

Joan figures her credit on Form 2441 asunder a dependent care assistance plan.
follows:Form 1040A.  You must complete ScheduleThis $1,000 is excluded from your income.

2 and attach it to your Form 1040A. Enter theThe dollar limit for your work-related ex-
Work-related expenses Joan paid . . . . . . . $2,400credit on line 24a of your Form 1040A. Seepenses is $2,400 (one qualifying person).

Chapter 38 for an example of a filled-in Dollar limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,800However, your credit is figured on only
Schedule 2. Minus: Dependent care benefits excluded$1,400 of the $1,600 work-related expenses

from income . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000you paid because the dollar limit is reduced
to $1,400 by the excludable benefits as Tax credit not refundable.  Your credit for Reduced dollar limit . . . . . . . . . . . . . . . . . . . . . . $1,800
follows: child and dependent care expenses cannot

Amount of credit (20% of $1,800) $ 360
be more than the amount of your tax liability.

Dollar limit: Maximum allowable This means that you cannot get a refund for
expenses for one qualifying person . . . $2,400 any part of the credit that is more than your

Minus: Dependent care benefits you can tax.
exclude from income . . . . . . . . . . . . . . . . . . . 1,000 Employment Taxes

Reduced limit on expenses you can use Records.  You should keep records of your
for the credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,400 for Householdwork-related expenses. Also, if your depen-

dent or spouse is not capable of self-care, Employers 
your records should show both the nature

If you pay someone to come to your homeAmount of Credit and the length of the disability. Other records
and care for your dependent or spouse, youyou should keep to support your claim for theTo determine the amount of your credit, mul-
may be a household employer who has tocredit are described earlier under Providertiply your work-related expenses (after ap-
have an employer identification numberIdentification Test.plying the earned income and dollar limits)
(EIN) and pay employment taxes. If the indi-by a percentage. This percentage depends
viduals who work in your home are self-em-on your adjusted gross income shown on
ployed, you are not liable for any of the taxesline 32 of Form 1040 or line 17 of Form
discussed in this section. Self-employed per-Examples 1040A. The following table shows the per-
sons who are in business for themselves arecentage to use based on adjusted gross

The following examples show how to figure not household employees. Usually, you areincome.
the credit. Example 2 is illustrated by the fil- not a household employer if the person who
led-in Form 2441 at the end of this chapter.Adjusted Gross Income Percentage cares for your dependent or spouse does so

Over But not over at his or her home or place of business.
Example 1: Child Care—Two Children.$ 0 — $10,000 30% If you use a placement agency that exer-
Ann and Jerry Jones are married and keep10,000 — 12,000 29% cises control over what work is done and
up a home for their two preschool children,12,000 — 14,000 28% how it will be done by a babysitter or com-
ages 2 and 4. They claim their children as14,000 — 16,000 27% panion who works in your home, that person
dependents and file a joint return using Form16,000 — 18,000 26% is not your employee. This control could in-
1040A. Their adjusted gross income (line 17)18,000 — 20,000 25% clude providing rules of conduct and appear-
is $27,500. Ann earned $15,000 and Jerry20,000 — 22,000 24% ance and requiring regular reports. In this
earned $12,500.22,000 — 24,000 23% case, you do not have to pay employment
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taxes. But, if an agency merely gives you a by the employer. Federal unemployment tax and Schedule H (Form 1040), Household
list of sitters and you hire one from that list, (FUTA tax) is paid by the employer only and Employment Taxes.
the sitter may be your employee. is for the employee’s unemployment insur- You may also be subject to state income

If you have a household employee you ance. Federal income tax is withheld from tax withholding and state unemployment tax.
may be subject to: the employee’s total pay if the employee You should contact your state unemploy-

asks you to do so and you agree. ment tax office for information on how to file1) Social security and Medicare taxes,
For more information on a household the state tax returns and for a state reporting

2) Federal unemployment tax, and employer’s tax responsibilities, see Publica- number.
3) Federal income tax withholding. tion 926, Household Employer’s Tax Guide,

Social security and Medicare taxes are with-
held from the employee’s pay and matched
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If you want, the IRS will figure the credit If you retired on disability before 1977
for you. See Credit Figured for You, later. and were not permanently and totally dis-

abled at that time, you can qualify for the34.
credit if you were permanently and totallyQualified Individual 
disabled on January 1, 1976, or January 1,Credit for the You are a qualified individual for this credit if 1977.

you are a U.S. citizen or resident and: You are considered retired on disability,Elderly or the even if you do not retire formally, when you1) You are age 65 or older by the end of
have stopped working because of yourthe tax year, orDisabled disability.

2) You are under age 65 at the end of the
tax year, and

Permanent and total disability.  You are
a) You are retired on permanent and to- permanently and totally disabled if you can-

tal disability, not engage in any substantial gainful activityIntroduction
because of your physical or mental condi-b) You did not reach mandatory retire-This chapter discusses: tion. A physician must certify that the condi-ment age before 1995, and

● Who qualifies for the credit for the elderly tion has lasted or can be expected to last
c) You received taxable disability in-or the disabled, and continuously for 12 months or more, or that

come in 1995. the condition can be expected to result in● How to figure this credit.
death. See Physician’s statement, later.

Age 65.  You are considered 65 on the day Substantial gainful activity.  Substan-The maximum credit available is $1,125.
before your 65th birthday. Therefore, you are tial gainful activity is the performance of sig-You may be able to take this credit if you are:
65 by the end of 1995 if your 65th birthday is nificant duties over a reasonable period of

● 65 or older, or on January 1, 1996. time while working for pay or profit, or in work
● Retired on permanent and total disability. generally done for pay or profit.

U.S. citizen or resident.  You must be a Full-time work (or part-time work done at
The Internal Revenue Service (IRS) will U.S. citizen or resident to take the credit. your employer’s convenience) in a competi-
figure your credit.  If you choose to have Generally, you may not take the credit if you tive work situation for at least the minimum
the IRS figure your tax on Form 1040 or were a nonresident alien at any time during wage conclusively shows that you are able
Form 1040A, and you qualify for the credit the tax year. However, if you are a nonresi- to engage in substantial gainful activity. The
for the elderly or the disabled, the IRS will dent alien who is married to a U.S. citizen or minimum wage is $4.25 an hour.
also figure the credit for you. See Credit Fig- resident at the end of the tax year and you Substantial gainful activity is not work
ured for You, later. both choose to be treated as U.S. residents you do to take care of yourself or your home.

and be taxed on your worldwide income, you It is not unpaid work on hobbies, institutional
may be able to take the credit.Useful Items therapy or training, school attendance,

Also, if you were a nonresident alien atYou may want to see: clubs, social programs, and similar activities.
the beginning of the year and a resident at However, doing this kind of work may show
the end of the year, and you were married toPublication that you are able to engage in substantial
a U.S. citizen or resident at the end of the gainful activity. The fact that you have not□ 524 Credit for the Elderly or the
year, you may both choose to be treated as worked for some time is not, of itself, conclu-Disabled
U.S. residents for the entire year and be al- sive evidence that you cannot engage in

□ 554 Tax Information for Older lowed to take the credit. For information on substantial gainful activity. The following ex-
Americans these choices, see Chapter 1 of Publication amples illustrate the tests of substantial

519, U.S. Tax Guide for Aliens. gainful activity.
Forms (and Instructions)

Example 1.  Trisha, a sales clerk, retired
□ Schedule 3 (Form 1040A) Credit for Married Persons on disability. She is 53 years old and now

the Elderly or the Disabled for Form works as a full-time babysitter for the mini-Generally, if you are married at the end of the
1040A Filers mum wage. Even though Trisha is doing dif-tax year, you and your spouse must file a

□ Schedule R (Form 1040) Credit for ferent work, she is able to do the duties ofjoint return to take the credit. If you and your
the Elderly or the Disabled her new job in a full-time competitive workspouse did not live in the same household at

situation for the minimum wage. She cannotany time during the tax year, you may file ei-
take the credit because she is able to en-ther joint or separate returns and still take
gage in substantial gainful activity.the credit.Can You Take

If you are married, living with your child Example 2.  Tom, a bookkeeper, retired
and apart from your spouse, you may bethe Credit? on disability. He is 59 years old and now
considered unmarried. See Head of House- drives a truck for a charitable organization.You can take the credit for the elderly or the hold in Chapter 2 for the tests you must He sets his own hours and is not paid. Dutiesdisabled if you are a qualified individual and if meet. of this nature generally are performed foryour income is not more than certain limits.

pay or profit. Some weeks he works 10Figure 34–A and Figure 34–B can be used as
hours, and some weeks he works 40 hours.Qualified Individualguides to see if you qualify.
Over the year he averages 20 hours a week.Under Age 65 Read Figure 34–A first to see if you are a
The kind of work and his average hours aqualified individual. If you are, go to Figure If you are under age 65, you may qualify for
week conclusively show that Tom is able to34–B to make sure your income is not too the credit only if you are retired on perma-
engage in substantial gainful activity. This ishigh to take the credit. nent and total disability.
true even though Tom is not paid and he setsYou can take the credit only if you file You are retired on permanent and total
his own hours. He cannot take the credit.Form 1040 or Form 1040A. You cannot take disability if:

the credit if you file Form 1040–EZ. You fig- Example 3.  John, who retired on disabil-
1) You were permanently and totally dis-ure the credit on Schedule R (Form 1040), ity, took a job with a former employer on a

abled when you retired, andCredit for the Elderly or the Disabled, or on trial basis. The purpose of the job was to see
Schedule 3 (Form 1040A), Credit for the Eld- 2) You retired on disability before the close if John could do the work. The trial period
erly or the Disabled for Form 1040A Filers. of the tax year. lasted for 6 months during which John was
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paid the minimum wage. Because of John’s Veterans.  If the Department of Veterans total of (2) and (3) is more than (1), you can-
Affairs (VA) certifies that you are perma- not take the credit. This computation isdisability, he was assigned only light duties
nently and totally disabled, you can file VA found in Part III, lines 18–20, of either Sched-of a nonproductive ‘‘make-work’’ nature.
Form 21–0172, Certification of Permanent ule R or Schedule 3. In certain cases theThe activity was gainful because John was
Total Disability, instead of the physician’s amount of your credit may be limited. Seepaid at least the minimum wage. But the ac-
statement. VA Form 21–0172 must be Limits on Credit, later.tivity was not substantial because his duties
signed by a person authorized by the VA towere nonproductive. These facts do not, by
do so. You can get this form from your localthemselves, show that John is able to en- Step 1. Base Amount VA regional office.gage in substantial gainful activity.

To figure the credit, you must first determine
Example 4.  Joan, who retired on disabil- your base amount. See Table 34–1 for theDisability income. If you are under age 65,

ity from employment as a bookkeeper, lives base amount figures.you may qualify for the credit only if you have
with her sister who manages several motel taxable disability income.
units. Joan assists her sister for one or two

Base amounts for persons under age 65.Disability income must meet the following
hours a day by performing duties such as If you are a qualified individual under age 65,two requirements:
washing dishes, answering phones, register- your base amount cannot be more than your1) The income must be paid under youring guests, and bookkeeping. Joan can se- taxable disability income. This limit affectsemployer’s accident or health plan orlect the time of day when she feels most fit to you only if:pension plan.perform the tasks undertaken. Work of this

1) Your filing status is single, head ofnature, performed off and on during the day 2) The income must be wages or pay-
household, or qualifying widow(er) withat Joan’s convenience, is not activity of a ments in lieu of wages for the time you
dependent child and your taxable disa-‘‘substantial and gainful’’ nature even if she are absent from work because of per-
bility income is less than $5,000,is paid for the work. The performance of manent and total disability.

these duties does not, of itself, show that 2) Your filing status is married filing a joint
Joan is able to engage in substantial gainful Any payment you receive from a plan that return and:
activity. does not provide for disability retirement is

a) Your spouse is also a qualified individ-Sheltered employment.  Certain work not disability income. Any lump-sum pay-
ual under 65 and your combined taxa-offered at qualified locations to physically or ment for accrued annual leave that you re-
ble disability income is less thanmentally impaired persons is considered ceive when you retire on disability is a salary
$7,500,sheltered employment. These locations are payment and is not disability income.

in sheltered workshops, hospitals and simi- For purposes of the credit for the elderly b) Your spouse is under 65 and not a
lar institutions, homebound programs, and or the disabled, disability income does not qualified individual and your taxable
Department of Veterans Affairs (VA) spon- include amounts you receive after you reach disability income is less than $5,000,
sored homes. Compared to commercial em- mandatory retirement age. Mandatory retire- or
ployment, pay is lower for sheltered employ- ment age is the age set by your employer at

c) Your spouse is 65 or older and yourment. Therefore, one usually does not look which you would have had to retire, had you
taxable disability income is less thanfor sheltered employment if he or she can not become disabled.
$2,500, orget other employment. The fact that one has

accepted sheltered employment is not proof 3) Your filing status is married filing sepa-
of that person’s ability to engage in substan- rately and your taxable disability incomeFiguring the Credit tial gainful activity. is less than $3,750.

You can figure the credit yourself (see the
Physician’s statement.  If you are under 65, explanation that follows), or the IRS will fig-
you must have your physician complete a ure it for you. See Credit Figured for You, Step 2. Total Certain
statement certifying that you are perma- later. Nontaxable Income nently and totally disabled. Attach the state-
ment to your return. You may use the physi- Once you have determined your baseFiguring the credit yourself. If you figure
cian’s statement in Part II of either Schedule amount, you must reduce it by the totalthe credit yourself, fill out the front of either
R (Form 1040) or Schedule 3 (Form 1040A). amount of nontaxable social security andSchedule R (if you are filing Form 1040) or
However, check the box on line 2 and do not certain other nontaxable payments (coveredSchedule 3 (if you are filing Form 1040A).

later) you receive during the year.attach a physician’s statement if: Next, fill out Part III of either Schedule R or
Schedule 3. There are three steps to follow Enter these nontaxable payments on line1) You filed a physician’s statement for
in Part III to determine the amount on which 13a or 13b of either Schedule R or Schedule

this disability for 1983 or an earlier year,
you figure your credit: 3, and total them on line 13c. If you are mar-

or you filed a statement for tax years af- ried filing a joint return, you must enter the1) Determine your base amount (lines 10–ter 1983 and your physician signed line combined amount of nontaxable payments12, of either Schedule R or Schedule 3).B on the statement, and both you and your spouse receive.
2) Total any nontaxable social security Worksheets are provided in the Form2) Due to your continued disabled condi-

or railroad retirement benefits and 1040 or Form 1040A instructions to help yoution, you were unable to engage in any
other nontaxable pensions and disabil- determine if any part of your social securitysubstantial gainful activity in 1995.
ity benefits you received (lines 13a, 13b, benefits (or equivalent railroad retirement
and 13c of either Schedule R or Sched- benefits) is taxable. The nontaxable portionsIf you have not filed a physician’s state-
ule 3). are used to reduce your base amount.ment in a previous year, or if the statement

The following payments reduce your3) Determine your excess adjusted grossyou filed did not meet these conditions, your
base amount.income (lines 14–17, of either Schedulephysician must complete the statement.

R or Schedule 3).If you file a joint return and you checked ● Nontaxable social security payments. This
box 5 in Part I of either Schedule R or Sched- is the nontaxable part of the amount of

These three steps are discussed later.ule 3, you and your spouse must each file a benefits shown in box 5 of Form SSA–
physician’s statement. Attach a separate Amount of credit.  If (1) is more than the to- 1099, which includes disability benefits,
Schedule R or Schedule 3 for your spouse tal of (2) and (3), multiply the difference by before deducting any amounts withheld to
with only Part II filled out. 15% to get the amount of your credit. If the pay premiums on supplementary Medicare
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a) $7,500 if you are single, a head ofTable 34-1. Base Amounts for Schedule R and Schedule 3
household, or a qualifying widow(er)
with a dependent child,

If your filing status is: Your Base Amount to
b) $10,000 if you are married filing a jointenter on line 10 of

return, orSchedule R
c) $5,000 if you are married filing a sepa-or Schedule 3 is:

rate return and you and your spouse
did not live in the same household atSingle, an unmarried head of household, or a
any time during the tax year.qualifying widow or widower and

2) Divide the result of (1) by 2.
● 65 or older .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
● under 65 and retired on permanent and total Figure your excess adjusted gross in-

disability 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000 come on lines 14 through 17 of either Sched-
ule R or Schedule 3.

If the total of your nontaxable social se-
curity or other nontaxable pensions or disa-Married filing a joint return and
bility benefits (line 13c of either Schedule R
or Schedule 3) plus your excess adjusted● both of you are 65 or older .. . . . . . . . . . . . . . . . . . . . . . $7,500
gross income (line 17 of either Schedule R or● both of you are under 65 and one of you retired
Schedule 3) equals or is more than youron permanent and total disability 1 . . . . . . . . . . . . . . $5,000
base amount, you will not be able to take the● both of you are under 65 and both of you
credit.retired on permanent and total disability 2 . . . . . . $7,500

Example.  You are 66 years old and your● one of you is 65 or older, and the other is under
spouse is 64. Your spouse is not disabled.65 and retired on permanent and total
You file a joint return on Form 1040. Your ad-disability 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,500
justed gross income is $14,630. Together● one of you is 65 or older, and the other is under
you received $3,200 from social security,65 and not retired on permanent and total
which was nontaxable. You figure the creditdisability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
as follows:

1) Base amount . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
2) Subtract the total of:Married filing a separate return and did not live

a) Social security and otherwith your spouse at any time during the year and
nontaxable pensions . . . . . . $3,200

b) Excess adjusted gross● 65 or older .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,750
income [($14,630 –● under 65 and retired on permanent and total
$10,000) ÷  2] . . . . . . . . . . . . . 2,315 5,515disability 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,750

3) Balance (Not less than –0–) . . . . . . . . . . . –0–
1 Your base amount cannot be more than the taxable disability income. 4) Credit –0–
2 Your base amount cannot be more than your combined taxable disability income.

You may not take the credit since your3 Your base amount is $5,000 plus the taxable disability income of the spouse under age 65, but not
more than $7,500. nontaxable social security (line 2a) plus your

excess adjusted gross income (line 2b) is
more than your base amount (line 1).

insurance, and before any reduction be- ● Pension or annuity payments or disability
cause of receipt of a benefit under work- benefits that are excluded from income Limits on Credit er’s compensation. under any provision of federal law other

Your credit may be limited because of the al-Do not include a lump-sum death bene- than the Internal Revenue Code. Amounts
ternative minimum tax.fit payment you may receive as a surviving that are a return of your cost of a pension

The amount of your credit may be limitedspouse, or a surviving child’s insurance or annuity do not reduce your base
if:benefit payments you may receive as a amount.
1) You file Schedule C, C–EZ, D, E, or Fguardian.

(Form 1040), andYou should correctly include all of the● Social security equivalent part of tier 1 rail-
nontaxable amounts you receive. These 2) The amount on Form 1040, line 22, isroad retirement pension payments that
amounts are verified by the IRS through in- more than:are not taxed. This is the nontaxable part
formation supplied by other governmentof the amount of benefits shown in box 5 $33,750 if single or head of
agencies.of Form RRB–1099. household,

$45,000 if married filing jointly or● Nontaxable pension or annuity payments
Step 3. Determine Excess qualifying widow(er) with a depen-or disability benefits that are paid under a

dent child, orlaw administered by the Department of Adjusted Gross Income 
Veterans Affairs (VA). Do not include $22,500 if married filing separately.You also have to subtract the amount of your
amounts received as a pension, annuity, excess adjusted gross income from the base
or similar allowance for personal injuries For purposes of (2), any tax-exempt inter-amount used to figure your credit.
or sickness resulting from active service in est from private activity bonds issued afterYou figure your excess adjusted gross in-
the armed forces of any country or in the August 7, 1986, and any net operating losscome as follows:
Coast and Geodetic Survey or the Public deduction must be added to the amount

1) Subtract from your adjusted gross in-Health Service, or as a disability annuity from Form 1040, line 22.
under section 808 of the Foreign Service come the amount shown for your filing If both (1) and (2) do not apply, your
Act of 1980. status in the following list: credit is not subject to this limit. Enter the
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amount of the credit from Schedule R, line Nontaxable social security . . . . . . . . . . . . . . . $3,120 4) Subtract the total of:
20, on Form 1040, line 42. Interest (taxable) . . . . . . . . . . . . . . . . . . . . . . . . . 215 a) Nontaxable disability

If you meet both (1) and (2), get Form Pension (all taxable) . . . . . . . . . . . . . . . . . . . . . . 3,600 benefits (social security) . . . $3,000
6251, Alternative Minimum Tax—Individuals, Wages from a part-time job . . . . . . . . . . . . . . . 4,245 b) Excess adjusted gross
and complete it through line 24. The limit on income 

Jerry’s adjusted gross income is $8,060your credit will be the smaller of: [($8,500 –  $7,500) ÷  2] . . . 500 3,500
($4,245 +  $3,600 +  $215). Jerry figures the

1) Your credit as computed, or 5) Balance (Not less than 0) . . . . . . . . . . . . . . $1,500credit on Schedule 3 (Form 1040A) as
2) Your regular tax (line 40 of Form 1040) follows: 6) Credit (15% of $1,500) $ 225

minus—
1) Base amount . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000

a) Any credit for child and dependent His credit is $225. He enters $225 on line2) Subtract the total of:
care expenses, and 42 of Form 1040.a) Social security and other

b) Any amount shown on line 24, Form nontaxable pensions . . . . . . $3,120 Example 3.  William White is 53. His wife
6251. b) Excess adjusted gross Helen is 49. William had a stroke in 1986 and

income [($8,060 –  $7,500) retired on permanent and total disability. He
Enter the smaller of (1) or (2) on Form ÷  2] . . . . . . . . . . . . . . . . . . . . . . . . 280 3,400 is still permanently and totally disabled be-

1040, line 42. If (2) is the smaller amount, 3) Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,600 cause of the stroke. In November of 1995,
also write ‘‘AMT’’ on the dotted line next to

Helen was injured in an accident at work and4) Credit (15% of $1,600) $ 240line 42, Form 1040, and replace the amount
retired on permanent and total disability.on Schedule R, line 20, with that amount.

William received nontaxable social se-Jerry’s credit is $240. He files Schedule 3
curity disability benefits of $3,000 this year(Form 1040A) and shows this amount on lineTax credit not refundable.  Your credit for
and a taxable disability pension of $6,000.24b of Form 1040A.the elderly or the disabled cannot be more
Helen earned $9,200 from her job and re-than the amount of your tax liability. There- Example 2.  James Davis is 58 years old ceived a taxable disability pension of $1,000.fore, you cannot get a refund for any part of and single, and files Form 1040. Two years Their joint return on Form 1040 shows ad-the credit that is more than your tax. ago he retired on permanent and total disa- justed gross income of $16,200 ($6,000 +

bility, and he is still permanently and totally $9,200 +  $1,000).
disabled. He filed the required physician’sCredit Figured for You Helen got her doctor to complete Part IIstatement with his return for the year he re-If you file Form 1040 and you want the IRS to of Schedule R. William had filed a physi-tired on disability, so this year he checks thefigure your credit, see Form 1040 under Tax cian’s statement with their return for the yearbox in Part II of Schedule R.Figured by IRS in Chapter 31. he had the stroke. His doctor had signed onHe received the following income for theIf you file Form 1040A and you want the line B to certify that William was permanentlyyear:IRS to figure your credit, see Form 1040A and totally disabled. William does not have

under Tax Figured by IRS in Chapter 31. to file another physician’s statement thisNontaxable social security . . . . . . . . . . . . . . . $3,000
year. He must fill out Part II of a separateInterest (taxable) . . . . . . . . . . . . . . . . . . . . . . . . . 100
Schedule R (not shown) and attach it to theExamples Taxable disability pension . . . . . . . . . . . . . . . . 8,400
joint return. He checks the box in Part II andThe following examples illustrate the credit

James’ adjusted gross income is $8,500 writes his first name in the space above linefor the elderly or the disabled. Assume that
($8,400 +  $100). He figures the credit on 2.none of the taxpayers in these examples had
Schedule R as follows: William and Helen use Schedule R to fig-to file a Form 6251. The base amounts are

ure their $135 credit for the elderly or the dis-taken from Table 34–1, shown earlier. 1) Base amount . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
abled. They enter this amount on line 42 ofExample 1.  Jerry Ash is 68 years old and

2) Taxable disability pension . . . . . . . . . . . . . $8,400 Form 1040. See their filled-in Schedule R onsingle, and files Form 1040A. He received
the next two pages.the following income for the year: 3) Smaller of (1) or (2) . . . . . . . . . . . . . . . . . . . . $5,000
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a trade or business are not investment ● You do not owe any tax, or
income.

● You did not earn enough money to file35. a return.

2) Meet certain rules. These rules are ex-Important Reminders Earned Income plained in Who Can Claim the Credit?

Advance payment of the earned income 3) Fill out the EIC Worksheet to figure theCredit credit in your paycheck.  If you qualify for credit amount and where to enter it on
the earned income credit, you can receive Form 1040, 1040A, or 1040EZ. Fill out
part of it in each paycheck throughout the Schedule EIC and attach it to Form
year. See Advance Earned Income Credit 1040 or 1040A only if you have a quali-
Payments, later, for more information. fying child.Important Changes

4) An easier way— Let the Internal Reve-Form 1040EZ.  If you do not have a qualify-for 1995 nue Service figure the credit for you.ing child, you can use Form 1040EZ to claim
See IRS will figure your credit for you,Increased earned income credit amount. the credit. See How to Claim the Credit, later.
later.If you have one qualifying child, the maxi-

mum credit has increased from $2,038 in Schedule EIC and the Earned Income
This chapter will explain the following:1994 to $2,094 in 1995. If you have two or Credit Worksheet (EIC Worksheet).  Only

persons who have a qualifying child must fillmore qualifying children, the maximum credit ● Who can claim the credit,
out Schedule EIC, Earned Income Credithas increased from $2,528 in 1994 to $3,110

● What is earned income,(Qualifying Child Information), and attach itin 1995. If you do not have a qualifying child,
● How to figure the credit, andto either Form 1040 or Form 1040A. Youthe maximum credit has increased from

cannot use Form 1040EZ if you have a quali-$306 in 1994 to $314 in 1995. ● What form you will need to claim the
fying child. Schedule EIC contains only infor- credit.
mation about your qualifying child and can-Increased amount you can earn.  The
not be used to figure the amount of youramount of income you can earn and still get Unmarried couples living together.  Gen-credit.the credit has increased. If you have one erally, only one person may claim the creditTo figure the amount of your credit, youqualifying child, you can earn less than when unmarried couples live together andmust use the EIC Worksheet. The Work-$24,396. If you have two or more qualifying have a child living with them. If the child is asheet can be found in the instructions forchildren, you can earn less than $26,673. If qualifying child for both persons, only theForm 1040, 1040A, or 1040EZ. Do not at-you do not have a qualifying child, you can person with the higher adjusted gross in-tach the Worksheet to your tax return.earn less than $9,230. come may be eligible to claim the credit. TheIf you do not want to figure the credit

person with the lower adjusted gross incomeyourself, the Internal Revenue Service canCertain nonresident aliens cannot claim cannot claim the credit under the rules forfigure it for you. See IRS Will Figure Yourthe earned income credit.  If you are a non- Persons Who Work and Have One or MoreCredit for You, later.resident alien for any part of the year, you Qualifying Children or Persons Who Work
cannot claim the earned income credit un- and Do Not Have a Qualifying Child.  Ad-Income earned by an inmate at a penal in-less you are married to a U.S. citizen or resi- justed gross income can be found on line 31stitution.  Amounts prisoners receive fordent and choose to be treated as a resident (Form 1040), line 16 (Form 1040A), or line 4their work while inmates at a penal institutionalien for the entire year. See Nonresident (Form 1040EZ).do not qualify for the earned income credit.Alien for more information.

Useful ItemsCredit has no effect on certain welfareMore military personnel may be able to
You may want to see:benefits.  The earned income credit and theget the credit.  If you are in the U.S. military

advance earned income credit payments
on extended active duty outside the United

you receive will not be used to determine PublicationStates, you are considered to live in the whether you are eligible for the following
□ 504 Divorced or SeparatedUnited States during that duty period, and benefit programs, or how much you can re-

Individualsyou may be able to claim the earned income ceive from the programs:
credit as long as you meet all the other rules. □ 533 Self-Employment Tax

● Aid to Families With Dependent ChildrenSee Military Personnel, later for a definition
(AFDC), □ 596 Earned Income Creditof ‘‘extended active duty.’’

● Medicaid,
Form (and Instructions)Social security numbers.  You must pro- ● Supplemental Security Income (SSI),

vide a correct and valid social security num- □ Schedule EIC Earned Income Credit
● Food Stamps, andber for each person listed on your tax return
● Low-income housing.who was born before November 1, 1995.

This includes qualifying children listed on
Schedule EIC, yourself, your spouse, and Who Can Claim
dependents. If a social security number is the Credit? missing or incorrect, the processing of your Introductionreturn will be delayed. See Social Security The earned income credit is available to per-

This chapter discusses the earned incomeNumber, later. sons with a qualifying child and to persons
credit. The earned income credit is a special without a qualifying child. This section will list
credit for certain persons who work. TheNew legislation for tax year 1996.  Begin- separately the rules that persons with a qual-
credit reduces the amount of tax you owe (ifning in 1996, you cannot claim the earned in- ifying child must meet to get the credit and
any) and is intended to offset some of the in-come credit if your investment income is the rules that persons without a qualifying
creases in living expenses and social secur-more than $2,350. Investment income in- child must meet to get the credit. Some of
ity taxes.cludes taxable interest and dividends, tax- the rules are the same, but some of the rules

To get the credit you must:exempt interest, and net income from rents only apply to persons with a qualifying child
and royalties. Rents and royalties received in 1) File a tax return—even if or to persons without a qualifying child. Use
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the discussion that applies to you. A ‘‘qualify- for an eligible foster child). U.S. military stepchild, adopted child, or foster child.
ing child’’ is explained later, under Who Is a personnel stationed outside the U.S. on You also must be entitled to claim an
Qualifying Child. extended active duty are considered to exemption for your child.

live in the United States. See Birth or
death of a child and Social Security You will meet (3) even if you cannot claimMilitary Personnel 
Number, later for more information. Also your child as an exemption because:Beginning in 1995, U.S. military personnel
see Military Personnel, earlier, for a defi- 1) You released your claim in writing to thestationed outside the United States on ex-
nition of extended active duty. other parent by filling out Form 8332,tended active duty are considered to live in

2) You must have earned income during Release of Claim to Exemption for Childthe U.S. during that duty period for purposes
the year. of Divorced or Separated Parents, or aof the earned income credit.

similar written statement, or3) Your earned income and adjusted gross
Extended active duty.  Extended active income must each be less than: 2) There is a pre–1985 agreement (decree
duty means you are called or ordered to duty of divorce or separate maintenance or● $24,396 if you have one qualifying
for an indefinite period or for a period of written agreement) granting the exemp-child, or
more than 90 days. Once you begin serving tion to your child’s other parent.

● $26,673 if you have more than oneyour extended active duty and if you serve
qualifying child.less than 90 days, you are still considered to

have been on extended active duty. 4) Your filing status can be any filing status Persons Who Work and
except married filing a separate return.

Do Not Have aNote.  See Publication 3, Tax Information See Married persons living apart, later.
for Military Personnel (Including Reservists Qualifying Child 5) You cannot be a qualifying child of an-
Called to Active Duty), for more information Generally, if you are a nonresident alien forother person.
and examples on claiming the earned in- any part of the year, you cannot claim the6) Your qualifying child cannot be the qual-come credit. earned income credit. If you do not have aifying child of another person whose ad-

qualifying child, then you must meet all thejusted gross income is more than yours.
following rules to claim the credit:Nonresident Alien 7) You usually must claim as a dependent
1) You must have earned income duringBeginning in 1995, if you are a nonresident a qualifying child who is married. See

1995.alien for any part of the year, you cannot Qualifying child who is married under
claim the credit unless you are: Relationship Test, for an exception. 2) Your earned income and adjusted gross

income must each be less than $9,230.1) Married to a U.S. citizen or a resident 8) You are not filing Form 2555, Foreign
alien, and Earned Income (or Form 2555–EZ, For- 3) Your filing status can be any filing status

eign Earned Income Exclusion). EXCEPT married filing a separate re-2) Choose to be treated as a resident alien
turn. See Married Persons Exception,for the entire year.
later, for an exception.Note.  If you meet all these rules, fill out

Schedule EIC and attach it to either FormIf you make this choice, you and your 4) You cannot be a qualifying child of an-
1040 or Form 1040A. Also complete the EICspouse are taxed on your worldwide income. other person. See Qualifying Child of
Worksheet to figure the amount of yourYou cannot claim any tax treaty benefits as a Another Person under Explanation of
credit. If you have a qualifying child, you can-resident of a foreign country during the tax Rules for Persons Without a Qualifying
not file Form 1040EZ.year in which the choice is in effect. Child, later.

Enter ‘‘No’’ next to line 57 (Form 1040) or
5) You (or your spouse, if filing a joint re-line 29c (Form 1040A) if you cannot claimHow to make the choice.  To make the

turn) must be at least age 25 but underthe credit because:choice, file a joint return for the first tax year
age 65 at the close of your tax yearfor which the choice applies and attach a 1) Your total taxable and nontaxable in- (usually December 31). See Age Rule,statement. The statement should contain come was $24,396, or more if you have later.the following: one qualifying child (or $26,673 or more

6) You cannot be eligible to be claimed asif you have more than one qualifying1) A declaration that one spouse was a
a dependent on anyone else’s return.child),nonresident alien and the other spouse
See Dependent Rule, later.a U.S. citizen or resident alien on the 2) You were a qualifying child for another

7) Your main home must be in the Unitedlast day of your tax year, and that you person in 1995, or
States for more than half the year. U.S.choose to be treated as U.S. residents

3) Your qualifying child is also the qualify- military personnel stationed outside thefor the entire tax year, and
ing child of another person whose ad- United States on extended active duty2) The name, address, and social security justed gross income is more than yours. are considered to live in the U.S. Seenumber of each spouse.

Main Home Rule, later.

8) You are not filing Form 2555, ForeignFor more detailed information, get Publi-
Married persons living apart.  Married per- Earned Income, or Form 2555–EZ, For-cation 519, U.S. Tax Guide for Aliens.
sons living apart usually must file a joint re- eign Earned Income Exclusion.
turn to claim the earned income credit. Even

Persons Who Work and though you are married, you may file as head Note.  If you meet all these rules, fill out
of household and claim the credit on your re-Have One or More the EIC Worksheet to figure the amount of
turn if: your credit.Qualifying Children 

Enter ‘‘No’’ next to line 57 (Form 1040),1) Your spouse did not live in your home atGenerally, if you are a nonresident alien for
line 29c (Form 1040A), or line 8 (Formany time during the last 6 months of theany part of the year, you cannot claim the
1040EZ) if you cannot claim the credityear,credit. See Nonresident Alien, earlier. To
because:claim the earned income credit, you must 2) You paid more than half the cost to
1) Your total taxable and nontaxablemeet all the following rules: keep up your home for the entire year,

earned income was $9,230 or more,and1) You must have a qualifying child who
lived with you in the United States for 3) Your home was, for more than half the 2) You (and your spouse if filing a joint re-
more than half the year (the whole year year, the main home of your child, turn) were under age 24 or over age 64,
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3) Your home was not in the United States Qualifying child who is married.  You gen- Age Test 
for more than half the year (military per- erally must claim an exemption for your mar- To meet the age test, your child must meet
sonnel see rule 8 above), or ried qualifying child. If you cannot claim an one of three rules.

exemption for your married qualifying child,4) You were a qualifying child for another 1) The child must be under age 19 at theyou may still get the earned income credit ifperson in 1995. end of the year,you meet either of the following:

2) The child must be a full-time student1) You cannot claim your child’s exemp-
under age 24 at the end of the year, ortion because you gave that right to your

child’s other parent by filling out Form 3) The child must be permanently and to-
8332 or a similar written statement, orExplanation of Rules tally disabled at any time during the tax

year, regardless of age.2) You cannot claim your child’s exemp-For Persons With a
tion because you gave that right to your
child’s other parent in a pre–1985 Full-time student.  Your child is a full-timeQualifying Child 
agreement (such as a separation agree- student if he or she:

In this section you will find explanations and ment or divorce decree).
● Was enrolled as a student at a school dur-examples for some of the rules listed under

ing any 5 months of 1995 for the numberWho Can Claim the Credit for persons who If you need more information about either of hours or classes that the school consid-have a qualifying child. of these exceptions or when you can claim ers to be full time, or
an exemption for your child, see Chapter 3.

● Took a full-time, on-farm training courseWho Is a Qualifying Child? 
during any 5 months of 1995. The courseYou have a qualifying child if your child Residency Test 
had to be given by a school or a state,meets three tests. They are: To meet the residency test, there are two county, or local government agency.

rules:1) Relationship,

1) You must have a child who lived with2) Residency, and School.  A school includes technical,
you for more than half the year (the trade, and mechanical schools. It does not3) Age.
whole year if your child is an eligible fos- include on-the-job training courses or corre-
ter child), and spondence schools.Each test has separate rules.

2) The home must be in the United StatesNote.  Your qualifying child does not nec-
Permanently and totally disabled.  Your(one of the 50 states or the District ofessarily have to be your dependent. If your
child is permanently and totally disabled ifColumbia). U.S. military personnel sta-child does not meet all three tests of a quali-
both the following apply:tioned outside the United States on ex-fying child, then you cannot claim the credit.

tended active duty are considered toHowever, you might qualify for the credit if 1) He or she cannot engage in any sub-
live in the United States.you do not have a qualifying child and your stantial gainful activity because of a

earned income is under $9,230. See Per- physical or mental condition.
To meet the residency test, you do notsons Who Work and Do Not Have a Qualify-

2) A doctor determines the condition hasneed a traditional home. For example, if youring Child for more information.
lasted or can be expected to last contin-child lived with you for more than half the
uously for at least a year or can lead toyear in a homeless shelter, the residency
death.Relationship Test test is met.

To meet the relationship test, the child must
be your: Birth or death of a child.  You will meet the

rule for a child living with you for more than Other Rules for a● Son, daughter, or adopted child (or a de-
half the year if:scendant of your son, daughter, or Qualifying Child 

adopted child—for example, your ● The child was alive for half the year or less The next two items explain what happens if:
grandchild) during the year, and

1) You are a qualifying child of another
● Stepson or stepdaughter, or ● The child lived with you for the part of the person, and

year he or she was alive.● Eligible foster child (this could include a
2) You and someone else have the sameniece, nephew, brother, sister, cousin,

qualifying child.If your qualifying child is an eligible fosteretc.).
child, you will meet the rule for a child living
with you for the whole year if:Adopted child.  Your adopted child includes

Qualifying Child ofa child placed with you for adoption by an au- ● The child was born or died during the year,
Another Person thorized placement agency, even if the and

adoption is not final. If you are a qualifying child of another per-
● The child lived with you for the part of

son, then you cannot claim the earned in-
1995 he or she was alive.Eligible foster child.  For purposes of the come credit—no matter how many qualifying

earned income credit, a person is your eligi- children you have.
Temporary absences.  You will meet theble foster child if: Example.  In 1995, you and your daugh-residency test if you or the child is away from

1) The child lived with you and was a mem- ter lived with your mother. You are 22 yearshome on a temporary absence due to a spe-
ber of your household for the whole old and attended a trade school full time.cial circumstance. Examples of a temporary
year, and You had a part-time job and earned $5,700.absence include:

You had no other income. Your mother2) You cared for that child as you would
● Illness, worked and earned $16,000.your own child.

Your daughter is your qualifying child.● Attending school,
Your mother meets all the rules for theAs long as both (1) and (2) are met, any ● Business,

earned income credit. Both you and yourperson can be your ‘‘eligible foster child.’’
● Vacation, or daughter are qualifying children of yourThe eligible foster child does not have to be

mother.related to you. ● Military service.
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You cannot claim the earned income adopted child, stepchild, or foster child.Social Security Number
credit  in 1995 because you are your You also must be entitled to claim an

You must provide a correct and valid socialmother’s qualifying child. exemption for your child.security number (SSN) for each person
listed on your tax return who was born before

Qualifying Child for You will meet (3) even if you cannot claimNovember 1, 1995. Enter the SSN for your
an exemption for your child because:More Than One Person qualifying child on Schedule EIC, line 4. If

If you and someone else have the same your qualifying child is also your dependent, ● You released your claim in writing to the
qualifying child, then only the person with the enter the SSN on Schedule EIC, line 4, and other parent by filling out Form 8332 or a
higher adjusted gross income may be able to also on line 6c of Form 1040 or 1040A. similar written statement, or
claim the credit. This is true even if the per- If you or your child does not have an

● There is a pre–1985 agreement (decree ofson with the higher adjusted gross income SSN, apply for one by filing Form SS–5 with
divorce or separate maintenance or writ-does not meet all the rules to claim the your local Social Security Administration.
ten agreement) granting the exemption tocredit. Adjusted gross income is the amount
your child’s other parent.on Form 1040, line 31, or Form 1040A, line Refund could be delayed.  If you do not

16. provide correct and valid social security
numbers, the processing of your return will If the child who qualifies you for head ofExample 1.  You and your son lived with
be delayed. household status also meets the require-your mother in 1995. You are 25 years old.

If the filing deadline is approaching ments of your qualifying child, you cannotYour only income was $9,300 from a part-
and you still do not have an SSN, you claim the credit under Persons Who Worktime job. Your mother’s only income was
have two choices: and Do Not Have a Qualifying Child.$15,000 from her job.

Your son is a qualifying child of both you 1) Request an automatic extension (Form Example 1.  You are married. You and
and your mother. However, because you 4868) to August 15. This extension does your spouse lived apart for all of 1995. You
both have the same qualifying child, only one not give you extra time to pay any earned $8,000 in 1995. Your 19-year-old son
of you can claim the credit. Because your amount you expect to owe. You should lived with you all year. You provided more
mother’s adjusted gross income ($15,000) is pay any amount you expect to owe to than half the cost of maintaining your home.
more than your adjusted gross income avoid interest or penalty charges (see Your son had a part-time job and earned
($9,300), only your mother can claim the the instructions for Form 4868, Applica- $2,000. He was not a full-time student or per-
earned income credit in 1995. You cannot tion for Automatic Extension of Time to manently and totally disabled. You qualify forclaim the credit in 1995. File U.S. Individual Income Tax Return), the ‘‘head of household’’ filing status and

orExample 2.  Use the same facts from Ex- claim your son as a dependent. You can get
ample 1, except that your mother’s adjusted 2) File the return on time, without Sched- the earned income credit under the rules for
gross income is $27,000. ule EIC; then file an amended return Persons Who Work and Do Not Have a Qual-

Your mother cannot claim the earned in- (Form 1040X) after receiving the SSN. ifying Child. Your son does not meet the age
come credit because her adjusted gross in- test for a qualifying child. Your son is 19, not
come is more than $24,396. Even though a full-time student, and is not permanently
your mother cannot claim the earned income and totally disabled. Even though your son is
credit, you cannot claim the credit either, be- your dependent, he is not your qualifying
cause your mother’s adjusted gross income Explanation of Rules child when figuring the earned income credit.
is more than yours. for Persons Without a Example 2.  The facts are the same asExample 3.  You and your sister shared a

Example 1, except your son is 18. In thathouse for all of 1995. You have 3 young chil- Qualifying Child 
case, your son is your dependent and a qual-dren who lived in the household all year.

In this section you will find explanations and ifying child. You would qualify for the creditYour sister does not have any children. How-
examples for some of the rules listed under under the rules for Persons Who Work andever, she cares for your children as if they
Who Can Claim the Credit for persons who Have One or More Qualifying Children. Youwere her own. You earn $12,000 and your
do not have a qualifying child. The following would not qualify for the credit under thesister earns $13,000.
rules are discussed: rules for Persons Who Work and Do NotThe children meet the age and residency

Have a Qualifying Child because your son isMarried Persons Exceptiontest for both you and your sister. They meet
your qualifying child.the relationship test for you because they Qualifying Child of Another Person

are your children. They also meet the rela-
Age Ruletionship test for your sister because they Qualifying Child of

lived with her in the same household for the Dependent Rule
Another Person whole year. She cared for them as if they Main Home Rule

were her own. Therefore, they qualify as her If you are a qualifying child of another per-
eligible foster children. son, then you cannot claim the earned in-

Your children are qualifying children for come credit.Married Persons Exceptionboth you and your sister. However, because
Example.  In 1995, you lived with yourMarried persons living apart usually must fileyour sister’s adjusted gross income is higher

mother. You are age 26 and permanentlya joint return to claim the earned incomethan yours, she is the only one who can
and totally disabled. Your only income incredit. Even though you are married, youclaim the credit.
1995 was from a community center wheremay file as head of household and claim theSchedule EIC has spaces to enter the
you went twice a week to answer tele-credit on your return if:names of only 2 children. In this example
phones. You were paid a small fee of $1,500there are 3 children. You cannot split the 1) Your spouse did not live in your home at for the year. Your mother worked and earnedqualifying children. Your sister’s higher ad- any time during the last 6 months of the $16,000.justed gross income entitles her to the credit year,

You are a qualifying child of your mother.for all 3 qualifying children whether or not
2) You paid more than half the cost to She can claim the earned income credit iftheir names appear on Schedule EIC.

keep up your home for the entire year, she meets all the other rules. Because you
and are a qualifying child of your mother, youNote.  If the other person is your spouse

cannot claim the earned income credit forand you file a joint return, this rule does not 3) Your home was, for more than half of
1995.apply. the year, the main home of your child,
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entitled to claim the credit if they also meetAge Rule 
all the other rules for eligibility. What Is EarnedYou must be at least age 25 but under age

U.S. military stationed outside the United65 at the end of your tax year. If you are mar- Income? States on extended active duty are consid-ried filing a joint return, either you or your
ered to live in the U.S. during that duty pe-spouse must be at least age 25 but under You have just learned about some of the
riod. See Military Personnel under Who Canage 65 at the end of your tax year. It does not rules you must meet if you want to claim the
Claim the Credit for a definition of extendedmatter which spouse meets the age rule, as earned income credit. Another rule everyone
active duty.long as one of the spouses does. The end of must meet to get the credit is to have earned

the tax year for most people is December 31. income. There are two ways to get earned
income.Example 1.  You are single, age 28, and

do not have any children. You meet the ‘‘Age
Rule’’ for claiming the earned income credit.

Table 35-1. Examples of Earned Income When Figuring the EarnedExample 2.  You are married and will file
Income Credita joint return. You are age 23 and your

spouse is age 27. You meet the ‘‘Age Rule’’
for claiming the earned income credit, be- Earned Income
cause your spouse is at least age 25 but Includes: Does not include:
under age 65.

Example 3.  You are married and will file
TAXABLE EARNED INCOMEa joint return. You are age 62 and your
(Enter on EIC Worksheet, line 1)*spouse is 66. You meet the ‘‘Age Rule’’ for

claiming the earned income credit because
you are at least age 25 but under age 65. Wages, salaries, and tips Interest and dividends

Example 4.  You are married and file a
Union strike benefits Social security and railroadjoint return. You worked and your spouse

retirement benefitswas a full-time student. You are age 29 and
Long-term disability benefitsyour spouse is age 24. You meet the age test received prior to minimum Welfare benefits (including AFDC

because you are at least 25 but under 65. It retirement age payments)
does not matter if only one of you has
earned income. As long as you meet all the Net earnings from self- Pensions or annuities
other rules, you can still get the credit. employment (enter on line 5 of the

Form 1040 EIC Worksheet) Veterans’ benefits
Dependent Rule NONTAXABLE EARNED INCOME Workers’ compensation benefits
You must be able to claim an exemption for (Enter on EIC Worksheet, line 4)*
yourself on your tax return. If someone else Alimony
can claim you as a dependent on their re-

* Voluntary salary deferrals (forturn, you cannot claim the earned income Child supportexample: 401(k) plans or thecredit. If someone else can claim you as a Federal Thrift Savings Plan) Unemployment compensationdependent on their return but does not, you
(insurance)still cannot claim the credit. * Pay earned in a combat zone (box

Example 1.  You are age 25, single, and 13, Code Q, of your W–2) Taxable scholarship or fellowship
living at home with your parents. You work grants that were not reported on* Basic quarter and subsistenceand are not a student. You earned $7,500. Form W–2allowances and in-kind quartersYour parents cannot claim you as a depen-

and subsistence from the U.S.dent. When you file your return, you claim an Variable housing allowance for themilitary (box 13, Code Q, of yourexemption for yourself. Therefore, you meet militaryW–2)
the ‘‘Dependent Rule.’’

Earnings for work performed whileExample 2.  You are age 25, single, and * The value of meals or lodging an inmate at a penal institutionliving at home with your parents. You work provided by an employer for
the convenience of the employerand earned $2,000. Your parents can claim

you as a dependent but decide not to. You
* Housing allowance or rental valuecannot claim the credit because your par-

of a parsonage for the clergyen ts  cou ld  have  c la imed you  as  a (see ‘‘Ministers and membersdependent. of religious orders’’)
Example 3.  You file as head of house-

hold. Your mother is your dependent. You * Excludable dependent care
benefits (line 19 of either Formmaintain your own home. You worked and
2441 or Schedule 2)earned $8,500. No one can claim you as a

dependent. You claim an exemption for
* Voluntary salary reductionsyourself when you file your return. You meet

such as under a cafeteriathe ‘‘Dependent Rule.’’ plan

Anything else of value you getMain Home Rule 
from someone for services youYour main home must be in the United
performed even if it is not taxableStates for more than half the year. Your main

home can be any location where you regu- * If you want IRS to figure your credit for you, enter the amount and type of your nontaxable
larly live. For example, some homeless indi- earned income on line 8 (Form 1040EZ), line 29c (Form 1040A), or line 57 (Form 1040). For
viduals live in shelters. Such individuals are more information see, ‘‘IRS will figure your credit for you’’ in this chapter.
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1) You work for someone who pays you, or ● Accident or health insurance, and your gross farm income was more than
$2,400 and your net earnings (a loss of

● Dependent care assistance.2) You work in a business you own. $5,000) from farming were less than $1,733,
you can choose the farm optional method of

If you choose a benefit that is not taxedThat’s why this credit is called the earned figuring self-employment tax.
(such as accident and health insurance) andincome credit. What is ‘‘earned income?’’ Even though you had a net loss for the
agree to a voluntary salary reduction for theThis section will explain what counts as year, you can enter $1,600 as net earnings
benefit, the amount of the salary reduction isearned income in order to get the earned in- from self-employment on Schedule SE. The
earned income for purposes of this credit.come credit. For examples of what is or is $1,600 is earned income for purposes of fig-

not earned income see Table 35–1. The uring the earned income credit.
Community property laws.  If you live in aparagraphs which follow will explain some
state that has community property laws forareas that are considered earned income Net earnings from self-employment.  Your
married persons, do not follow those com-when figuring the credit. net earnings from self-employment is earned
munity property laws when using your income. Net earnings can be found on
earned income to figure your earned income Schedule SE (Form 1040), Section A, line 3,Earned income that is not taxed.  As you credit. or Section B, lines 3 and 4b. From thiscan see, Table 35–1 includes some exam-

amount you must subtract the amount youples of earned income that is not taxed. Earnings while an inmate at a penal insti- claimed (or should have claimed) on FormEarned income that is not taxed still counts tution.  Amounts paid to inmates in penal in- 1040, line 25. This net amount is your earnedas earned income when figuring the amount stitutions for their work is not earned income income to use in figuring the earned incomeof your earned income credit. when figuring the earned income credit. If credit. If you do not have to file Schedule SETo figure the earned income credit, you the total on line 7 (Form 1040 or 1040A) or (because your net earnings from self-em-add the amounts of earned income that were line 1 (Form 1040EZ), includes such income, ployment minus half of your self-employ-not taxed to any amounts of taxable earned subtract that income from the total on line 7 ment tax is under $400), include the net
income you received during the year. You do (or line 1). Enter the result on line 1 of the amount in earned income on line 5 of the EIC
this by putting the amount of the earned in- EIC Worksheet in your tax package. Also, Worksheet in the Form 1040 instructions.
come that is not taxed on line 4 of the EIC enter ‘‘PRI’’ and the amount subtracted next However, see Table 35–2 for instructions
Worksheet. Also, enter the type and amount to line 7 (Form 1040 or 1040A) or in the about figuring the amount to enter on line 5
of earned income that is not taxed in the space to the right of the words ‘‘W–2 of the EIC Worksheet.
spaces next to line 57 (Form 1040), line 29c form(s)’’ of line 1 (Form 1040EZ).
(Form 1040A), or line 8 (Form 1040EZ). Table 35–2.  If you were self-employed or
More information on how to do this is in the Household employees.  If you were a you reported your income and expenses on
section called How To Figure the Credit. household employee who did not receive a Schedule C (or Schedule C–EZ) as a statu-
However, if you are a minister, see Ministers Form W–2 because your employer paid you tory employee or notary public, use Table
and members of religious orders, later, under less than $1,000, be sure to include that 35–2 to figure the amount to enter on the EIC

amount on line 7 (Form 1040 or 1040A) orIf You Own Your Business. Worksheet,  l ine 5, in the Form 1040
line 1 (Form 1040EZ). Then, print ‘‘HSH’’ instructions.
and the amount not reported on Form W–2 Ministers and members of religiousSpecial note for military personnel.  Pay
next to line 7 (Form 1040 or 1040A) or in the orders.  If you can claim the earned incomeearned in a combat zone, basic quarters and
space to the right of the words ‘‘W–2 credit and file Schedule SE and the amountsubsistence allowances, and the value of in-
form(s)’’ of line 1 (Form 1040EZ). on line 2 of that schedule includes ankind quarters and subsistence are all earned

amount that was also reported on Formincome that is not taxed but must be used
Note.  If you are not self-employed, a 1040, line 7, follow these special rules.when you figure the earned income credit.

statutory employee (explained later), or aThese amounts will be on your W–2 in box 13 1) Print ‘‘Clergy’’ to the right of line 57,
minister or member of a religious order, skipunder code ‘‘Q.’’ See Publication 3 for more Form 1040.
If You Own Your Business and begin readingdetailed information. 2) Determine how much of the income re-the section called How To Figure the Credit.

ported on Form 1040, line 7, was also
Disability payments.  If you retired on disa- reported on Schedule SE, line 2.
bility, payments you receive are considered If You Own Your Business 3) Subtract that income from the amount
earned income until you reach minimum re- on Form 1040, line 7. Enter only the dif-If you own your business, you are self-em-
tirement age. Minimum retirement age gen- ference on the EIC Worksheet, line 1.ployed. You must include your net earnings
erally is the earliest age at which you can re- from self-employment in earned income, 4) Complete Table 35–2 to determine theceive a pension or annuity if you are not even if the amount is less than $400. Net amount to enter on the EIC Worksheet,disabled. You must report your taxable disa- earnings is the amount you get after you sub- line 5 in the Form 1040 instructions.bility payments on line 7 of either Form 1040 tract your business expenses and half of
or Form 1040A, until you reach minimum re- your self-employment taxes from your busi- If you received a housing allowance ortirement age. ness gross (total) income. If this figure is a were provided housing, do not include theBeginning on the day after you reach net loss, you must subtract the loss from allowance or rental value of the parsonage
minimum retirement age, payments you re- your total earned income. as nontaxable earned income on the EIC
ceive are taxable as a pension and are not You may figure the amount of your net Worksheet, line 4, in the Form 1040 instruc-
considered earned income. Report the pen- earnings by using either the regular or op- tions (or in the space provided on line 57 of
sion payments on Form 1040, lines 16a and tional methods shown on Schedule SE Form 1040). This income should already be
16b (or Form 1040A, lines 11a and 11b). (Form 1040), Self-Employment Tax. Publica- included on Schedule SE, line 2.

tion 533, Self-Employment Tax, and the in-
structions for Schedule SE explain theseCafeteria plans. If your employer offers a Statutory employee.  Statutory employees
methods. If you are eligible to choose the op-benefit plan that allows you to ‘‘pick and are generally considered self-employed.
tional method, you may use up to $1,600 aschoose’’ among two or more benefits con- However, the amounts received by statutory
the amount of earned income.sisting of cash and certain employee bene- employees have social security and Medi-

fits that are not taxed, you are probably par- Example.  You had $20,000 in gross care taxes withheld. For purposes of the
ticipating in a cafeteria plan. Some of the farm income and a net farm loss of $5,000 earned income credit, statutory employees
benefits that may be offered include: for the year. You had no other income. Since are treated as employees. Therefore, the
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parsonage that you receive as part of yourTable 35-2. How To Figure Line 5 of the EIC Worksheet
pay for services as an employee.(Keep for your records)

Amounts you received in the exercise of
ministerial duties, but not as an employee,If filing a joint return and your spouse was also self-employed or reported income and
are not earned income. Examples includeexpenses on Schedule C or C–EZ as a statutory employee, add your spouse’s amounts
fees for performing marriages and honorariato yours to figure the amounts to enter below.
for delivering speeches.

1. If You Are Filing Schedule SE: Any compensation you received from an
undertaking unrelated to the ministry isa. Enter the amount from Schedule SE, Section A, line 3, or
earned income. This is so, whether you re-Section B, line 3, whichever applies . . . . . . . . . . . . . . . . . . . . . . . 1a.
ceived the amounts as an employee or as ab. Enter the amount, if any, from Schedule SE, Section B,
self-employed individual.line 4b. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1b.

Form 4029.  If you have an approved
c. Add lines 1a and 1b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1c. Form 4029, all wages, salaries, tips, and

other employee compensation are earnedd. Enter the amount from Form 1040, line 25 . . . . . . . . . . . . . . . . 1d.
income. Amounts you received as a self-em-

e. Subtract line 1d from line 1c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1e. ployed individual are not earned income.
2. If you are not filing Schedule SE because your net earnings Also, losses from Schedule C, C–EZ, or F

from self-employment were less than $400 or you had a net cannot be subtracted from wages on line 7
(loss) complete lines 2a through 2c. But do not include on these of Form 1040.
lines any amount exempt from self-employment tax as the result of
the filing and approval of Form 4029 or 4361.

a. Enter any net farm profit or (loss) from Schedule F, line How To Figure36, and farm partnerships, Schedule K-1 (Form 1065),
line 15a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2a. the Credit 

b. Enter any net profit or (loss) from Schedule C, line 31,
Once you know that you qualify for theSchedule C–EZ, line 3, and Schedule K-1 (Form 1065),
earned income credit, you need to know howline 15a (other than farming) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2b.
to figure the amount of the credit. You have

c. Add lines 2a and 2b. Enter the total even if a loss . . . . . . . . . . . . . . . . . . . . . . 2c. two choices of how to figure the credit.
3. If you are filing Schedule C or C–EZ as a statutory employee, 1) Have the IRS figure the credit for you. If

enter the amount from line 1 of that Schedule C or C–EZ.. . . . . . . . . . . . . 3. you would like to do this, see IRS Will
Figure Your Credit For You, under How4. Add lines 1e, 2c, and 3. Enter the total here and on line 5 of the EIC

Worksheet, even if a loss. If the result is a loss, enter it in To Claim the Credit, or
parentheses and read the Caution below . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4. 2) If you want to figure the credit yourself,

do the following:
Caution: If line 5 of the Earned Income Credit Worksheet is a loss, subtract it from the total of lines 3

a) Complete the EIC Worksheet andand 4 of that Worksheet and enter the result on line 6 of that Worksheet. If the result is zero or less, you
can’t take the earned income credit. enter the amount of the credit on line

57 (Form 1040), line 29c (Form
1040A), or on line 8 (Form 1040EZ).

gross (total) amount received from employ- amount on line 1 of Schedule C (or Schedule
b) Complete Schedule EIC and attach itment is included in earned income. The four C–EZ).

to your Form 1040 or Form 1040A, if
types of statutory employees are: If you need further information about stat- you have a qualifying child.

utory employees, see Publication 15–A, Em-1) An agent (or commission) driver who
ployer’s Supplemental Tax Guide. Taxes.delivers food or beverages (other than Earned income credit table. You use this

milk) or laundry or dry cleaning for table to find the amount of your credit. The
Approved Form 4361 and Form 4029.someone else. table is located at the end of this chapter.
This section is for persons who have an

2) A full-time life insurance salesperson. approved: Alternative minimum tax (AMT). The tax
3) A homeworker who works by the guide- ● Form 4361, Application for Exemption laws give special treatment to some kinds of

lines of the person for whom the work is from Self-Employment Tax for Use by Min- income and expenses. This special treat-
done, with materials furnished by and isters, Members of Religious Orders and ment could substantially reduce or eliminate
returned to that person or to someone an individual’s income tax. So that taxpayersChristian Science Practitioners, or
that person designates. who benefit from these laws will pay at least

● Form 4029, Application for Exemption
a minimum amount of tax, there is a specialfrom Social Security and Medicare Taxes4) A traveling or city salesperson (other tax called the AMT.and Waiver of Benefits.than an agent-driver or commission- You may have to pay the AMT if your tax-

driver) who works full time (except for able income for regular tax purposes, com-
sideline sales activities) for one firm or Each approved form exempts certain in- bined with any of the adjustments and pref-
person getting orders from customers. come from the self-employment tax. Each erence items that apply to you, totals more
The order must be for items for resale or form is discussed in this section in terms of than:
use as supplies in the customer’s busi- what is or is not earned income for purposes

● $45,000 if you are married filing a joint re-ness. The customers must be retailers, of the earned income credit.
turn (or a qualifying widow(er) with depen-wholesalers, contractors, or operators Form 4361.  If you have an approved
dent child)of hotels, restaurants, or other busi- Form 4361, amounts you received for per-

nesses dealing with food or lodging. forming ministerial duties as an employee ● $33,750 if your filing status is head of
are earned income. This includes wages, household or single
salaries, tips, and other employee compen-If you were a statutory employee and you
sation. Other employee compensation in-reported your income and expenses on You must reduce your earned income
cludes nontaxable compensation such asSchedule C (Form 1040) (or Schedule C– credit by the amount of any AMT you have

EZ), your earned income includes the housing allowances or the rental value of a for the tax year. If you owe the AMT (Form
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1040, line 48), reduce the amount on line 10 amount for work performed while an in-IRS Will Figure
of the Form 1040 EIC Worksheet by the mate in a penal institution.Your Credit For You amount on line 48 of Form 1040. Next, enter 9) Print ‘‘HSH’’ and the amount received (ifThere are certain instructions you must fol-the result (if more than zero) on Form 1040, any) next to line 7 if you were a house-low before IRS can figure the credit for you.line 57. Then replace the amount on the EIC hold employee and did not receive a
Worksheet, line 10, with the amount entered Form W–2 because your employer paid
on Form 1040, line 57. Form 1040 you less than $1,000. Also include that

If you file Form 1040A and included AMT If you are filing Form 1040 and you want the amount in the total for line 7.
on line 28, subtract your AMT from the IRS to figure the credit for you, you must fill

10) Sign and date your return (both spousesamount on line 9 of the Form 1040A EIC out parts of Form 1040 and:
must sign a joint return) and enter yourWorksheet. Next, enter the result (if more

1) Enter any advance earned income occupations.than zero) on Form 1040A, line 29c. Then re-
credit payments received in 1995 onplace the amount on the Form 1040A EIC 11) Mail your return by April 15, 1996.line 52,Worksheet, line 9, with the amount entered

2) Complete Schedule EIC if you have aon Form 1040A, line 29c. See Form 6251, Note.  Fill in and attach Schedule EIC to
qualifying child, andAlternative Minimum Tax—Individuals. either Form 1040 or Form 1040A only if you

3) Print ‘‘EIC’’ next to line 57. Also, if you have a qualifying child.
have any earned income that is not
taxed, enter the amount and type of in-How To Claim the Form 1040EZ come in the spaces provided on line 57.

If you are filing Form 1040EZ and you wantSee Table 35–1 for examples of earnedCredit 
the IRS to figure the credit for you, you must:income that is not taxed.

If you want the IRS to figure your credit for
4) Print ‘‘PRI’’ and the amount received (if 1) Fill in lines 1–7.you, skip this part and go to IRS Will Figure

any) next to line 7 if line 7 includes anYour Credit For You. If you want to figure the 2) If you file a joint return, use the space
amount for work performed while an in-credit yourself, you must do the following: under the ‘‘Note’’ to the left of line 6 to
mate in a penal institution. separately show your own and your● File either Form 1040, 1040A, or 1040EZ.

5) Print ‘‘HSH’’ and the amount received (if spouse’s taxable income.
● Complete the EIC Worksheet to figure any) next to line 7 if you were a house-

3) Fill in the amount and type of anythe amount of your credit. Do not attach hold employee and did not receive a
earned income that is not taxed in thethe Worksheet to your return. You should, Form W–2 because your employer paid
spaces marked ‘‘Type’’ and ‘‘$’’ to thehowever, keep it with your tax records. you less than $1,000. Also include that
left of line 8.The instructions for Form 1040, 1040A, amount in the total for line 7.

and 1040EZ contain an EIC Worksheet for 4) If you can claim the credit, enter ‘‘EIC’’
your use. on line 8 in the space to the right of theTo see which lines on Form 1040 you

words ‘‘earned income below.’’must fill out, go to the Form 1040 instructions● If you received advance earned income
under The IRS Will Figure Your Tax andcredit payments in 1995, you must file 5) Print ‘‘PRI’’ and the amount received (if
Some of Your Credits.Form 1040 or 1040A. Form W–2, box 9, any) in the space to the right of the

shows the amount of advance payments words ‘‘W–2 form(s)’’ of line 1 if line 1 in-
Form 1040A you received during 1995. Include the ad- cludes an amount for work performed

vance payments you received in 1995 on while an inmate in a penal institution.If you are filing Form 1040A and you want
line 52, Form 1040, or line 26, Form the IRS to figure the credit for you, you must: 6) Print ‘‘HSH’’ and the amount received (if
1040A. To find out if you can get advance 1) Fill in the parts of Form 1040A through any) in the space to the right of the
payments of the earned income credit, line 22 that apply to you. words ‘‘W–2 form(s)’’ of line 1 if you
see Advance Earned Income Credit Pay- were a household employee and did not2) If you file a joint return, use the space toments, later. receive a Form W–2 because your em-the left of line 22 to separately show

● Enter your earned income credit on line 57 ployer paid you less than $1,000. Alsoyour own taxable income and your
(Form 1040), line 29c (Form 1040A), or include that amount in the total for linespouse’s taxable income.
line 8 (Form 1040EZ). 1.

3) Complete lines 24a, 24b, 26, 27, 29a,
● Attach a completed Schedule EIC to ei- 7) Attach the first copy or Copy B of all29b, and any write-ins on line 29d, if

ther Form 1040 or 1040A if you have a your W–2 forms.they apply to you. If you received any
qualifying child. If you have a qualifying advance earned income credit pay- 8) Sign and date your return and enter your
child, you cannot use Form 1040EZ. ments, show the amount of the payment occupation. If filing a joint return, both

on line 26. spouses must sign.
4) Attach the first copy or Copy B of all 9) Mail your return by April 15, 1996.When and Where your W–2 and 1099–R forms that show

Federal income tax withheld.to File Your Return 
5) Fill in and attach any schedules or formsYou can file your tax return any time between How To Figure the

asked for on the lines you completed.January 1, 1996, and April 15, 1996. The ear- Credit Yourself lier you file, the sooner you will receive your 6) Complete Schedule EIC if you have a
There are certain instructions you must fol-payment. Mail your filled-in return and all at- qualifying child.
low if you want to figure the credit yourself.tachments to the Internal Revenue Service

7) Print ‘‘EIC’’ next to line 29c. Also, if youCenter designated for the state or area
have earned income that is not taxed,where you live. Use the addressed envelope Form 1040A, EICenter the amount and type of income inthat came with your tax package, or use one Worksheet, andthe spaces provided. See Table 35–1,of your own if you do not have the addressed Schedule EIC earlier, for examples of earned incomeenvelope. If you do not have the addressed
that is not taxed. Figure the amount of your credit on the EICenvelope, or if you moved during the year,

Worksheet if you meet the rules under Whosee Where Do I File? in your Form 1040, 8) Print ‘‘PRI’’ and the amount received (if
Can Claim the Credit and your total earned1040A, or 1040EZ instructions. any) next to line 7 if line 7 includes an
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income (line 7, Form 1040A) and your ad- If you want the IRS to figure your credit, Their total earned income is $16,350
justed gross income (line 16, Form 1040A) see IRS Will Figure Your Credit For You, ($16,000 +  $350). Their adjusted gross in-
are each less than: earlier. come is $17,900 ($16,000 +  $350 +  $1,500

+  $50). David and Judy will file a joint return
● $ 9,230 if you do not have a qualifying

using Form 1040. They qualify for the earnedNote.  If Form 1040, line 7, includes anchild,
income credit and complete Schedule EICamount for a taxable scholarship or fellow-

● $24,396 if you have one qualifying child, or ship grant that was not reported on your and the EIC Worksheet.
Form W–2, enter the total line 7 amount on They take the following steps to com-● $26,673 if you have more than one qualify-
line 1 of the EIC Worksheet. Next, enter the plete the forms. Their completed Scheduleing child.
amount of the taxable scholarship or fellow- EIC and the EIC Worksheet are at the end of
ship grant (that was not reported on your W– the chapter.If you do not meet all the rules, then you
2) on line 2 of the Form 1040 EIC Worksheet.do not qualify for the earned income credit. If
Then subtract line 2 from line 1 and enter theyou qualify for the credit and have a qualify- Step 1 — Schedule EIC 
result on line 3.ing child, you must also fill out Schedule EIC The Browns complete Schedule EIC be-

and attach it to your Form 1040A. Do not at- cause they have qualifying children. They
tach the EIC Worksheet to your return. If you Form 1040EZ and enter ‘‘David H. Brown and Judy K. Brown’’
want the IRS to figure your credit, see IRS EIC Worksheet and David’s social security number on the
Will Figure Your Credit For You, earlier. line provided at the top of Schedule EIC.Figure the amount of your credit on the EICIf line 7 includes any amount paid to an They enter the social security number thatWorksheet if you meet the rules under Whoinmate in a penal institution for work, see appears first on Form 1040.Can Claim the Credit and your total earnedEarnings while an inmate at a penal institu-

income (line 1, Form 1040EZ) and your ad-tion earlier for a special instruction.
justed gross income (line 4, Form 1040EZ) Step 2 — Schedule EIC If you were a household employee who
are each less than $9,230. Do not attach thedid not receive a Form W–2 because your The Browns fill out Information About YourEIC Worksheet to your Form 1040EZ return.employer paid you less than $1,000 in 1995, Qualifying Child or Children (lines 1–6).If line 1 includes any amount paid to ansee Household employee under What Is
inmate in a penal institution for work, seeEarned Income? for a special instruction. Note.  If you have more than two qualify-Earnings while an inmate at a penal institu-

ing children, list only two of the children ontion earlier for a special instruction.
Note.  If Form 1040A, line 7, includes an Schedule EIC.If you were a household employee who

amount for a taxable scholarship or fellow- did not receive a Form W–2 because your Line 1. The Browns enter the first names,ship grant that was not reported on your W– employer paid you less than $1,000 in 1995, middle initials (if any), and last names of the2, enter the total line 7 amount on line 1 of see Household employee earlier for a spe- children. They enter only Karl’s and Trisha’sthe EIC Worksheet. Next, enter the amount cial instruction. names. They do not enter Mary’s name.of the taxable scholarship or fellowship grant If you want the IRS to figure your credit, However, Mary is still a qualifying child even(that was not reported on your W–2) in the see IRS Will Figure Your Credit For You, though her name is not on Schedule EIC.box for line 2 of the Form 1040A EIC Work- earlier.
Line 2. The Browns enter the year ofsheet. Then subtract line 2 from line 1 of the

birth for Karl (1992) in the column ‘‘(a) ChildEIC Worksheet and enter the result on line 3.
Note.  If Form 1040EZ, line 1, includes 1’’ and for Trisha (1995) in the column ‘‘(b)

an amount for a taxable scholarship or fel- Child 2.’’
lowship grant that was not reported on yourForm 1040, Lines 3(a) and 3(b). The Browns skipW–2, enter the Form 1040EZ, line 1, amountEIC Worksheet, and these lines because the children were bornon line 1 of the EIC Worksheet. Next, enter

after 1976.Schedule EIC the amount of the taxable scholarship or fel-
Line 4. The Browns enter Karl’s andFigure the amount of your credit on the EIC lowship grant (that was not on your W–2) on

Trisha’s social security number. If theWorksheet if you meet the rules under Who line 2 of the EIC Worksheet. Then subtract
Browns did not have a social security num-Can Claim the Credit and your total earned line 2 from line 1 and enter the result on line
ber for Karl or Trisha, they would follow theincome (line 7, Form 1040) and your ad- 3.
instructions under Social Security Numberjusted gross income (line 31, Form 1040) are
earlier. If they omit Karl’s or Trisha’s socialeach less than:
security number, the processing of the

● $ 9,230 if you do not have a qualifying Brown’s tax return would be delayed.Examples child, Line 5. The Browns enter ‘‘son’’ for Karl
● $24,396 if you have one qualifying child, or This part of the chapter contains two com- and ‘‘daughter’’ for Trisha. This line shows

prehensive examples that illustrate how to the children’s relationship to the Browns.● $26,673 if you have more than one qualify-
claim the credit. The first example is about Line 6. The Browns enter ‘‘12’’ for Karling child.
David and Judy Brown who have 3 children. and ‘‘12’’ for Trisha. The Browns enter ‘‘12’’
The second example is about Kelly Green as the number of months Trisha lived withIf you do not meet all the rules, then you
who does not have a qualifying child. them in 1995 even though Trisha is only 11do not qualify for the earned income credit.

months old.If you qualify for the credit and have a
Example 1 qualifying child, you must also fill out Sched-

Step 3 — Schedule EIC ule EIC and attach it to your Form 1040. Do At the end of 1995, David and Judy Brown
not attach the EIC Worksheet to your return. have three children—Karl B., age 3, and The Browns will attach Schedule EIC to

If line 7 includes any amount paid to an twins Trisha K. and Mary B., age 11 months. Form 1040 when they send their completed
inmate in a penal institution for work, see The children lived with David and Judy for all return to IRS.
Earnings while an inmate at a penal institu- of 1995. David worked and earned $16,000.
tion earlier for a special instruction. He also received $1,500 in unemployment Step 4 — EIC Worksheet If you were a household employee who compensation. Judy made crafts and sold

In Steps 1–3 the Browns completed the in-did not receive a Form W–2 because your them at a flea market. Her net earnings from
formation about their qualifying children.employer paid you less than $1,000 in 1995, self-employment were $350. In addition,
Next, they will complete the EIC Worksheetsee Household employee earlier for a spe- they earned $50 interest from a savings
to figure their earned income credit amount.cial instruction. account.
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Line 1.  The Browns enter David’s Line 2.  Kelly leaves this line blank be- more than $2,350. Investment income in-
earned income ($16,000) from Form 1040, cause she did not receive any taxable schol- cludes taxable interest dividends, tax-ex-
line 7. arships or fellowship grants. empt interest, and net income from rents

and royalties. Rents and royalties received inLine 3.  She subtracts line 2 from line 1Line 2.  The Browns leave this line blank
a trade or business are not investmentand enters $6,040 here.because they did not have any taxable
income.scholarship or fellowship grant income. Line 4.  Kelly leaves this line blank be-

Persons who are not entitled to re-cause all her income is taxable.Line 3.  They subtract line 2 from line 1
ceive the advance payments.  Under cer-and enter $16,000. Line 5.  She adds lines 3 and 4 and en-
tain circumstances, even if you meet theters $6,040 here. This is her total earnedLine 4.  Because all of David’s and
rules for receiving part of the earned incomeincome.Judy’s earned income is taxable, they leave
credit in advance, you may not be entitled tothis line blank. Line 6.  To find her credit, Kelly goes to
get it. If your wages are not subject to federalthe Earned Income Credit Table at the endLine 5.  Because Judy was self-em-
income tax, social security tax, or Medicareof the chapter. She finds her earned incomeployed, she completed Table 35–2 and en-
tax withholding, you cannot get the advanceof $6,040 (from line 5 above) in the range oftered the result – $350 – here. Table 35–2
payment of the earned income credit. If you$6,000 to $6,050. Kelly follows this linecan be found earlier in this chapter. A filled-in
are a farm worker and are paid on a daily ba-across to the column ‘‘No children’’ andTable 35–2 is not shown in this example.
sis, your employer is not required to pay youfinds $245.Line 6.  They add lines 3, 4, and 5 and
the advance amount of the credit.Line 7.  She enters $6,060 from Formenter $16,350. This is their total earned

1040EZ, line 4.income.
Line 8.  Kelly checks the box for Yes andLine 7.  To find the amount of their credit, How to Get Advance

follows the instruction, because her adjustedthe Browns go to the Earned Income Credit Payments for 1996 gross income of $6,060 is more than $5,150.Table at the end of the chapter. They have
To get part of the credit in advance, you mustKelly again goes to the Earned Incometwo qualifying children listed on Schedule
fill out a 1996 Form W–5.Credit Table to find the amount of the creditEIC—Karl and Trisha. They find their earned

After you have read the instructions andbased on her adjusted gross income. Sheincome of $16,350 (from EIC Worksheet,
answered the questions on Form W–5, givefinds $6,060 in the range of $6,050 toline 6) in the range of $16,350 to $16,400.
the lower part of the form to your employer.$6,100. Kelly follows this line across to theThey follow this line across to the column
Keep the top part for your records.column ‘‘No children’’ and finds $241. Kelly‘‘Two children’’ and find $2,082. They enter

If you have more than one employer, giveenters $241 here.$2,082 on line 7.
a certificate to only one of them. If you areLine 9.  Because Kelly checked the YesLine 8.  The Browns enter their adjusted
married and both you and your spouse arebox for line 8, she enters the smaller of $245gross income of $17,900 (from Form 1040,
employed and expect to qualify for the(line 6) or $241 (line 8). She enters $241line 31).
credit, you may give a Form W–5 to your em-here and on Form 1040EZ, line 8. The $241Line 9.  The Browns check the box for
ployer and your spouse may give one to hisis Kelly’s earned income credit.No and follow the instruction because their
or her employer.adjusted gross income of $17,900 is more

than $11,300. They again go to the Earned
Note.  If you receive advance earned in-Income Credit Table to find the amount of

come credit payments in 1996, you must fileAdvance Earnedtheir credit based on their adjusted gross in-
Form 1040 or Form 1040A for 1996. Youcome (EIC Worksheet, line 8). They find the Income Credit must file a return to report what you already$17,900 in the range of $17,900 to $17,950.
received and to take advantage of any addi-They follow this line across to the column Payments
tional earned income credit that you may‘‘Two children’’ and find $1,769. They enter

Would you like to get part of your earned in- qualify for.$1,769 on line 9. 
come credit now instead of waiting until afterLine 10.  Because they checked No on
the end of the year? If you work for someoneline 9, they compare the amounts on line 7 If you receive advance payments of the
and expect to qualify for the earned income($2,082) and line 9 ($1,769). They enter the earned income credit  and later find out
credit in 1996, you can choose to get part ofsmaller amount on line 10 and also on Form that you do not qualify for the credit, you will
the credit in advance. Give your employer a1040, line 57. The $1,769 is the Brown’s have to pay back any advance payment you
1996 Form W–5 and he or she will includeearned income credit. received when you file your Form 1040 or
part of the credit regularly in your pay.

Form 1040A.
The 1996 Form W–5 you give to your em-Example 2—Form 1040EZ Who can get the advance payment of the ployer is valid until December 31, 1996. If

Kelly Green is age 30 and a full-time student. earned income credit?  There are certain you expect to qualify for the earned income
She lived with her parents in the United basic rules you must meet to see if you can credit in 1997 and you want to receive ad-
States for all of 1995. She had a part-time get part of the earned income credit paid to vance payments, you must give your em-
job and earned $6,040. She earned $20 in- you throughout the year in your paycheck. ployer a new Form W–5 in 1997. Do this
terest on a savings account. She is not a de- You must: each year you think you are eligible for the
pendent on her parents’ return because she

credit.1) Work and earn less than a certaindoes not meet the gross income test. She
amount. The amount in 1995 wasdoes not have any children. Kelly qualifies

When to give your employer a new Form$24,396. The amount for 1996 will befor the earned income credit. Kelly will file
W–5.  If you no longer want to get advancehigher (see Form W–5 for the 1996Form 1040EZ and complete the EIC Work-
payments of the earned income credit or ifamount),sheet. The steps she uses follow. Her com-
your situation changes and you no longer2) Have a qualifying child, andpleted EIC Worksheet is at the end of the
qualify for the earned income credit, you

chapter. 3) Meet all the rules under Persons Who must give your employer a new Form W–5.
Work and Have One or More Qualifying Check the NO box in question 1 on the new

Completing the EIC Worksheet Children, earlier, or in the instructions form.
for the W–5.Kelly figures the amount of her earned in- If your spouse files a Form W–5 with his

come credit on the Earned Income Credit or her employer, you must file a new Form
Worksheet as follows: New legislation for tax year 1996.  Be- W–5 with your employer. Check the Yes box

Line 1.  She enters $6,040 from Form ginning in 1996, you cannot claim the earned in question 4 that your spouse has filed a
1040EZ, line 1 here. income credit if your investment income is Form W–5. 
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Form W–5 to his employer. If Gene wants to They also fill out the Form 1040A EIC Work-Advance Earned Income
sheet to figure the amount of their credit butreceive the advance credit in 1996, he mustCredit Payments Received
do not attach the Worksheet to their return.fill out a 1996 Form W–5 and give it to hisin 1995 

employer.If you received advance payments of the
During 1995, Gene received $832 of ad-earned income credit in 1995, you must file a

vance earned income credit in his weeklytax return to report the payments. Report the Checklist and Table forpay. This amount is shown in box 9 ofamount on line 52, Form 1040 (or line 26,
Gene’s 1995 Form W–2. The Whites mustForm 1040A). Your Form W–2, box 9 will Figuring the Credit 
file a 1995 return to report the $832. They fileshow the amount you received. You cannot

The pages that follow the filled-in form anda joint return on Form 1040A and enter theuse Form 1040EZ to report your advance
worksheets have some helpful information$832 on line 26.payments.
you may need. They are:When they file their return, they will claimExample.  Gene and Mary White expect

a credit of $1,482. They subtract the $991to file a joint return for 1995. Gene earned ● Eligibility Checklist. This is your final check
($159 tax liability plus $832 advance pay-$15,000 in 1995. Mary did not work but re- to see if you really do qualify for the
ment) from $1,782 ($300 tax withheld plusceived $110 in interest from her savings ac- earned income credit.
$1,482 earned income credit). They find theycount. They have a son, Guy, who lived with

● The Earned Income Credit Table immedi-will get a refund of $791. The Whites fill outthem all year. The Whites qualify for the
ately follows the Eligibility Checklist.Schedule EIC (because they have a qualify-earned income credit and wanted to receive

it in advance during 1995. Gene gave a 1995 ing child) and attach it to their tax return.
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Table 35–3. Earned Income Credit (EIC) Eligibility Checklist

CAN YOU REALLY CLAIM THE EARNED INCOME CREDIT?
(For use in preparing 1995 tax returns)

You may claim the earned income credit if you answer YES to all the following questions.*

YES NO

1. Is the total of your taxable and nontaxable earned income at least $1 but less than: □ □
●  $ 9,230 if you do not have a qualifying child
●  $24,396 if you have one qualifying child
●  $26,673 if you have more than one qualifying child

2. Is your adjusted gross income (Form 1040, line 31; Form 1040A, line 16; Form
1040EZ, line 4) less than: □ □

●  $ 9,230 if you do not have a qualifying child
●  $24,396 if you have one qualifying child
●  $26,673 if you have more than one qualifying child

3. Is your filing status married filing jointly, head of household, qualifying widow(er), or
single? □ □

4. Answer YES if you are not a qualifying child of another person? (See Qualifying child
of another person in this chapter.) □ □

5. Answer YES if you did not file Form 2555 or Form 2555-EZ to exclude from your gross
income any income earned in foreign countries or to deduct or exclude a foreign
housing amount? □ □
 STOP: If you have a qualifying child, answer question 6 and skip 7. If you do not

have a qualifying child skip 6 and answer 7. (Qualifying child is explained
in this chapter.)*

6. ●  Did your qualifying child live with you in the United States for more than half the year
(the whole year if an eligible foster child)? Includes military personnel on extended
active duty outside the U.S. □ □

●  Answer YES if your qualifying child is also a qualifying child for another person and
your adjusted gross income is higher than the other persons. Answer YES if your
child is only a qualifying child for you. □ □

●  If your qualifying child is married, did you claim the child as a dependent? If your
qualifying child is not married, check YES (See Qualifying child who is married in □ □
this chapter for an exception.)

OR
7. ●  Was your main home in the United States for more than half the year? Includes

military personnel on extended active duty outside the U.S. □ □
●  Were you (or your spouse, if filing a joint return) at least age 25 but less than 65 at the

end of your tax year? □ □
●  No one can claim you as a dependent on their return. If you are not eligible to be a

dependent on anyone else’s return, check YES. If you are eligible to be claimed as a
dependent on someone else’s return, check NO. □ □

* PERSONS WITH A QUALIFYING CHILD: If you answered YES to questions 1 through 6, you can claim the credit.
Remember to fill out Schedule EIC and attach it to your return. Also, use the EIC Worksheet to figure your credit.

 PERSONS WITHOUT A QUALIFYING CHILD: If you answered YES to questions 1 through 5 and 7, you can claim the
credit. Use the EIC Worksheet to figure your credit. Remember, you can now use Form 1040EZ.

 IF YOU ANSWERED NO TO ANY QUESTION: You are not eligible for the credit.

Page 276 Chapter 35 EARNED INCOME CREDIT



Chapter 35 EARNED INCOME CREDIT Page 277



Page 278 Chapter 35 EARNED INCOME CREDIT



Credit amount.  The credit is generally theUseful Items
amount of alternative minimum tax you actu-You may want to see:
ally paid in 1994 reduced by the part of it36.
generated by exclusion items. Add to thisPublication
any:

□ 378 Fuel Tax Credits and RefundsOther Credits
1) Credit carried forward,

□ 514 Foreign Tax Credit for Individuals
2) Unallowed nonconventional-source fuel

□ 564 Mutual Fund Distributions
credit,

□ 936 Home Mortgage Interest
3) Unallowed orphan drug credit, andDeductionImportant Change 4) Unallowed electric vehicle credit.

Form (and Instructions)for 1995 
Exclusion items.  These are adjust-□ 1040 U.S. Individual Income Tax

ments and preference items that result in theExcess withholding of social security tax Return
permanent exclusion of income for regularand tier 1 railroad retirement tax.  Social

□ 1116 Foreign Tax Credit tax purposes. The exclusion items are:security and railroad retirement tax (RRTA)
□ 2439 Notice to Shareholder ofwere both withheld at a rate of 6.2% on the The standard deduction,

Undistributed Long-Term Capitalfirst $61,200 of wages in 1995. If you had two
Medical and dental expenses,Gainsor more employers and they withheld too
Miscellaneous itemized deductions,much social security or RRTA tax during □ 4136 Credit for Federal Tax Paid on

1995, you may be entitled to a credit of the Fuels Taxes,
excess withholding. For more information

□ 8396 Mortgage Interest Credit Interest expense,about the credit and how to get it, see Credit
□ 8801 Credit For Prior Year Minimum Exclusion for gains on sale of certainfor Excess Social Security Tax or Railroad

Tax—Individuals, Estates, and Trusts small business stock,Retirement Tax Withheld.
□ 8828 Recapture of Federal Mortgage Tax-exempt interest from certain private

Subsidy activity bonds, and

□ 8834 Qualified Electric Vehicle Credit Depletion.Introduction
Reduction for canceled debt.  You mayIn addition to the child and dependent care
have to reduce the credit if you exclude fromcredit (Chapter 33), the credit for the elderly Nonrefundable Credits 
income a debt canceled after 1993:or the disabled (Chapter 34), and the earned

The following credits are discussed in thisincome credit (Chapter 35) you may be able ● In a bankruptcy case,
part:to claim other tax credits. This chapter is di-

● When you are insolvent,vided into two parts and discusses seven ● Credit for prior year minimum tax
● That was a qualified farm debt, orcredits in the following order.

● Mortgage interest credit
● That was a qualified real property busi-

● Part 1, Nonrefundable Credits: ● Credit for electric vehicles ness debt.
● Foreign tax credit.Credit for prior year minimum tax,

If you have to reduce the credit, you must re-
Mortgage interest credit, duce the amount available at the beginning

of the year after the debt was canceled. ForCredit for Prior YearCredit for electric vehicles, and
more information, see Publication 908, TaxMinimum Tax Information on Bankruptcy.Foreign tax credit.

The tax laws give special treatment to some
kinds of income and allow special deduc-● Part 2, Refundable Credits: How to claim the credit.  Figure your 1995
tions and credits for some kinds of ex- credit and any carryforward to 1996 on FormCredit for excess social security tax penses. If you benefit from these laws, you 8801, and attach it to your Form 1040. In-or railroad retirement tax withheld, may have to pay at least a minimum amount clude the credit in your total for line 44, Form
of tax. This is called the alternative minimum 1040, and check box c. You can carry for-Credit from a regulated investment
tax. ward any unused credit for prior year mini-company, and

The special treatment of some items of mum tax to later years until it is completely
income and expenses only allows you toCredit on diesel-powered highway used.
postpone paying tax until a later year. It doesvehicles. For additional information about the
not allow you to completely avoid the tax. In credit, see the instructions for Form 8801.
these situations, you may be able to claim a

Nonrefundable credits.  The first part of the credit for prior year minimum tax against your
chapter, Nonrefundable Credits, covers four Mortgage Interest Creditcurrent year’s tax. The amount of the credit
credits that you subtract directly from your Mortgage credit certificates issued by statecannot reduce your current year’s tax below
tax. These credits may reduce your tax to and local governments may entitle a certifi-your current year’s tentative alternative mini-
zero. If these credits are more than your tax, cate holder to a mortgage interest credit.mum tax.
the excess is not refunded to you. The certificate must be used in connectionYou may be able to take a credit against

with the purchase, qualified rehabilitation, oryour regular tax if you:
qualified home improvement of the certifi-Refundable credits.  The second part of 1) Paid alternative minimum tax in 1994,
cate holder’s main home.this chapter, Refundable Credits, covers

2) Had an unused minimum tax credit thatthree credits that are refundable to you and
you are carrying forward from 1994 totreated as payments. These credits are Who qualifies.  You may be able to claim a
1995, oradded to the federal income tax withheld mortgage interest credit if you were issued a

and any estimated tax payments you made. 3) Had certain unallowed nonconven- mortgage credit certificate (MCC) under a
If this total is more than your total tax, the ex- tional-source fuel, orphan drug, or quali- qualified MCC program. The MCC must re-
cess will be refunded to you. fied electric vehicle credits in 1994. late to your main home.
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Amount of credit.  You figure the credit by Recapture of Federal mortgage subsidy.
If you closed on a mortgage from a qualifiedmultiplying the certificate credit rate by the Refundable Credits 
mortgage bond program and received alesser of the interest you paid during the year

The following credits are refundable and aremortgage credit certificate after Decemberon your actual loan amount (mortgage) or
treated as payments of tax:31, 1990, you may be subject to a recapturethe interest you paid on the loan amount

rule. The recapture would generally occur ifshown on your MCC. The certificate credit ● Credit for excess social security tax or rail-
you sold or disposed of your home during therate and the maximum loan amount are road retirement tax withheld,
first 9 years following the date of closing.shown on the MCC.

● Credit from a regulated investment com-See Publication 523, Selling Your Home, forLimit.  If the certificate credit rate is more
pany, andmore information.than 20%, the credit cannot be more than

$2,000. ● Credit on diesel-powered highway
Dividing the credit.  If two or more per- vehicles.Credit for Electric Vehicles sons (other than a married couple filing a

joint return) hold an interest in the home to You may be allowed a 10% tax credit if you
which the MCC relates, the credit must be di- placed a qualified electric vehicle in service Credit for Excess Socialvided based on the interest held by each during the year.
person. Security Tax or Railroad

Example.  John and his brother, George, Qualified electric vehicle.  This is a motor Retirement Tax Withheld 
were issued an MCC. They used the certifi- vehicle that: There are limits on the amount of wagescate to obtain a mortgage on a home that is

subject to social security and railroad retire-1) Has at least four wheels and is manu-their main home. John has a 60% interest
ment tax (RRTA). If you worked for two orfactured for use on public streets, roads,and George has a 40% interest. John paid
more employers in 1995, and together theyand highways.$5,400 mortgage interest and George paid paid you wages that exceeded these limits,

$3,600. you may be entitled to a credit for any excess2) Is powered primarily by an electric mo-The MCC shows a credit rate of 25% and amount of tax withheld on those wages. Thistor that draws its power from recharge-a maximum loan amount of $65,000. Their is a credit against your income tax. The limitsable batteries, fuel cells, or other porta-actual mortgage loan is $60,000, which is are:ble sources of electrical current.less than the $65,000 maximum. However,
1) $61,200 in wages subject to social se-their combined credit is limited to $2,000 be- 3) Is originally used by you.

curity and tier 1 RRTA withholding tax ofcause the credit rate is more than 20%.
not more than $3,794.40, or4) Is acquired for your own use, not forJohn’s credit is limited to $1,200 ($2,000

resale.×  60%). He figures the credit by multiplying 2) $45,300 in wages subject to tier 2 RRTA
the interest he paid ($5,400) by the certifi- withholding tax of not more than
cate credit rate (25%) for a total of $1,350. Amount of credit.  The credit is equal to $2,219.70.
However, his credit is limited to the $1,200 10% of the cost of the vehicle. However, if
above. the vehicle is a depreciable business asset, Note.  All wages are subject to MedicareGeorge’s credit is limited to $800 ($2,000 you must reduce the cost by any section 179 tax withholding.×  40%). He figures the credit by multiplying deduction before figuring the credit. Get
the interest he paid ($3,600) by the certifi- Publication 917, Business Use of a Car, for
cate credit rate (25%) for a total of $900. His One employer.  If any one employer with-information on the section 179 deduction.
credit is limited to the $800 above. held social security or RRTA tax that ex-The credit is limited to $4,000 for each

ceeded the limits in the preceding list, youvehicle.
Carryforward.  If your allowable credit is cannot claim the extra amount withheld by
more than your tax liability reduced by cer- that employer as a credit against your in-

Special rules.  You cannot take the credit iftain credits, you can carry forward the un- come tax. Your employer must adjust this for
you use the vehicle predominately outsideused portion of the credit to your next 3 tax you.
the United States.years or until used, whichever comes first.

The credit will be subject to recapture if,If you are subject to the $2,000 limit be- Joint return.  If you are filing a joint return,within 3 years after the date you place thecause your certificate credit rate is more you cannot add the social security or RRTAvehicle in service, the vehicle is modified sothan 20%, no amount over the $2,000 (or tax withheld from your spouse’s wages tothat it is no longer eligible for the credit or isyour prorated share of the $2,000 if you must the amount withheld from your wages. Fig-used predominately outside the Unitedallocate the credit) may be carried forward. ure the credit separately for both you andStates.
your spouse to determine if either of you has

How to claim the credit.  Figure the credit excess withholding.
How to claim the credit.  To claim theand any carryforward to next year on Form
credit, complete Form 8834, and attach it to8396, and attach it to your Form 1040. Be How to claim the credit.  If you file Form
your Form 1040. Include the credit in your to-sure to include any carryforward from 1992, 1040, enter the credit on line 59. If you file
tal for line 44, check box d, and write ‘‘8834’’1993, and 1994. You cannot use a carryfor- Form 1040A, include the credit in the total on
on the line next to box d.ward from 1992 on your tax return for any line 29d. Write ‘‘Excess SST’’ and show the

year after 1995. amount of the credit in the space to the left
Include the credit in your total for line 44 of the line.Foreign Tax Credit(Form 1040), and check box b.

You generally can choose to claim income Note.  You cannot claim the credit for ex-
Reduced home mortgage interest deduc- taxes you paid or accrued during the year to cess social security or railroad retirement tax
tion.  If you itemize your deductions on a foreign country or U.S. possession as a on Form 1040EZ.
Schedule A (Form 1040), reduce your home credit against your U.S. income tax. Or, you
mortgage interest deduction by the amount can deduct them as an itemized deduction.
on line 3 of Form 8396, even if part of that To take the foreign tax credit, complete How to figure the credit if you did not
amount is to be carried forward to 1996. For Form 1116 and attach it to your Form 1040. work for a railroad.  If you did not work for a
more information about the home mortgage Enter the credit on line 43, Form 1040. For railroad during 1995, figure the credit as
interest deduction, see Chapter 25. more information, get Publication 514. follows:
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1. Add all social security tax How to figure the credit if you worked for example, a mutual fund) allocated to you as
withheld (but not more than a railroad.  If you were a railroad employee capital gain distributions, even if you did not
$3,794.40 for each employer). during 1995, figure the credit as follows: actually receive them. If the investment com-
Enter the total here . . . . . . . . . . . . . . pany paid a tax on the capital gain, you are

allowed a credit for the tax since it is consid-2. Enter any uncollected social 1. Add all social security and tier 1
ered paid by you. The company will send yousecurity tax on tips or group-term RRTA tax withheld (but not more
Form 2439 showing the undistributed capitallife insurance included in the than $3,794.40 for each
gains amount and the tax paid, if any. Claimtotal on Form 1040, line 54 . . . . . . employer). Enter the total here
the credit by entering the amount on line 60,3. Add lines 1 and 2. If $3,794.40 or 2. Enter any uncollected social Form 1040, and checking box a. Also attachless, stop here. You cannot security and tier 1 RRTA tax on Copy B of Form 2439 to your return. Seeclaim the credit . . . . . . . . . . . . . . . . . . tips or group-term life insurance Capital Gain Distributions in Chapter 9 for

4. Social security tax limit . . . . . . . . . . 3,794.40 included in the total on Form more information on undistributed capital
1040, line 54 . . . . . . . . . . . . . . . . . . . . .5. Credit. Subtract line 4 from line gains.

3. Enter the result here and on 3. Add lines 1 and 2. If $3,794.40 or
Form 1040, line 59 (or Form less, enter –0– on line 5 and go
1040A, line 29d) . . . . . . . . . . . . . . . . . to line 6 . . . . . . . . . . . . . . . . . . . . . . . . . .

Credit on
4. Social security and tier 1 RRTA

Example.  You are married and file a joint Diesel-Poweredtax limit . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,794.40
return with your spouse who had no gross in-

5. Subtract line 4 from line 3 . . . . . . . Highway Vehiclescome in 1995. During 1995 you worked for
6. Add all tier 2 RRTA tax withheldthe Brown Shoe Company and earned

(but not more than $2,219.70 for$45,000 in wages. Social security tax of If you purchased a diesel-powered highway
each employer). Enter the total$2,790 was withheld. You also worked for vehicle, you may be entitled to a one-time
here . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .another employer in 1995 and earned credit if:

$35,000 in wages. $2,170 of social security 7. Enter any uncollected tier 2
tax was withheld from these wages. Be- railroad retirement tax on tips or

1) You are the first owner of the vehicle,cause you worked for more than one em- group-term life insurance
andployer and your total wages were more than included in the total on Form

$61,200, you can claim a credit of $1,165.60 1040, line 54 . . . . . . . . . . . . . . . . . . . . .
for the excess social security tax withheld. 8. Add lines 6 and 7. If $2,219.70 or 2) You did not purchase the vehicle for the

less, enter –0– on line 10 and go1. Add all social security tax purpose of reselling it.
to line 11 . . . . . . . . . . . . . . . . . . . . . . . . .withheld (but not more than

$3,794.40 for each employer). 9. RRTA tier 2 limit . . . . . . . . . . . . . . . . . . 2,219.70
Enter the total here . . . . . . . . . . . . . . $ 4,960.00 10. Subtract line 9 from line 8 . . . . . . . Amount of credit.  The credit is $102 if you

2. Enter any uncollected social 11. Credit. Add lines 5 and 10. Enter purchased a diesel-powered automobile or
security tax on tips or group-term the result here and on Form $198 if you purchased a diesel-powered light
life insurance included in the 1040, line 59 (or Form 1040A, van or truck.
total on Form 1040, line 54 . . . . . . –0– line 29d) . . . . . . . . . . . . . . . . . . . . . . . . . .

3. Add lines 1 and 2. If $3,794.40 or
less, stop here. You cannot

How to claim the credit.  To claim theclaim the credit . . . . . . . . . . . . . . . . . . 4,960.00
credit, complete Form 4136 and attach it to

4. Social security tax limit . . . . . . . . . . 3,794.40 Credit from a Regulated Form 1040. Enter the credit on line 60, Form
5. Credit. Subtract line 4 from line 1040, and check box b.Investment Company

3. Enter the result here and on For more information, see the discussion
Form 1040, line 59 (or Form of Diesel-Powered Highway Vehicles in Pub-You must include in your income any
1040A, line 29d) . . . . . . . . . . . . . . . . . $ 1,165.60 lication 378.amounts that an investment company (for
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Part Seven.

The three chapters in this part give examples of filled-in tax returns.Sample Chapter 37 illustrates Form 1040EZ. Chapter 38 illustrates Form 1040A
with some of the schedules that may need to be filled out and filed with it.Returns Chapter 39 illustrates Form 1040 with many of the schedules and forms
that may need to be filled out and filed with it. 

would make the necessary changes directly Pat reads the instructions for line 8 to see
on the label and then place it on her com- if she can take the earned income credit, and
pleted return. finds that she can. Because she does not37.

have any nontaxable earned income to enter
in the spaces marked Type  and $ on line 8,Presidential Election Campaign Fund.  PatForm 1040EZ she leaves those spaces blank.wants $3 of her taxes to go to this fund, so

she checks the ‘‘Yes’’ box. Checking ‘‘Yes’’
will not change her tax or reduce her refund.

Note.  If Pat wanted the IRS to compute
her tax and credit for her, she would stop atIntroduction this point. She would make sure lines 1Income through 7 were accurately completed. ThenThis chapter gives an example of how to fill
she would print ‘‘EIC’’ in the space to theout Form 1040EZ. The example uses the sit- Pat has two items of income which must be
right of the words ‘‘earned income below,’’uation of Pat Brown who is single and a stu- combined and entered on line 1 of Form
skip lines 9 through 12, sign and date the re-dent. Her completed return is at the end of 1040EZ. The part of her scholarship that is
turn, and enter her occupation. Finally, shethe chapter. for room and board ($1,000) is taxable. She
would attach the first copy or Copy B of herPat Brown is single and does not have adds this amount to her wages ($5,500),
W–2 forms to her return and mail it by Aprilany children or dependents. She is 26 years which are shown in box 1 of her Forms W–2.
15, 1996.old and has been a full-time student at State Pat enters the total (6,500) on line 1. On line

University since January 1995. She has a 2, she enters her interest income of 270. Pat Pat decides to figure the tax and credit
scholarship that covers her tuition and has no tax-exempt interest, so she does not herself. After completing line 7 and leaving
$1,000 of her room and board. Her parents have to write ‘‘TEI’’ and show any amount in the Type and $ spaces blank on line 8, she
cannot claim her as a dependent; nor can the space to the right of the words ‘‘Form figures the amount of her credit by complet-
anyone else do so. In January of this year, 1040EZ.’’ She adds her wages, taxable ing the Earned income credit worksheet that
she received two Forms W–2. One W–2 scholarship, and interest together to figure is in the Form 1040EZ instructions under
shows her taxable scholarship of $1,000. her adjusted gross income of $6,770. She Line 8 Earned income credit (EIC). A copy of
The other W–2 shows she earned $5,500 in enters 6,770 on line 4. her completed worksheet is shown at the
wages and had $150 in federal income tax end of this chapter. The amount of her credit
withheld. She also received a 1995 Form is $188. She enters 188 on line 8, FormStandard deduction and personal exemp-
1099–INT showing she had $270 in interest 1040EZ. Next, she adds line 7 (federal in-tion.  Because Pat cannot be claimed as a
income. come tax withheld) to line 8 (earned incomedependent by her parents or anyone else,

Pat filed Form 1040EZ for 1994, so the credit) and enters the total (338) on line 9.she checks the ‘‘No’’ box and enters 6,400
IRS sent her the Form 1040EZ tax package. To complete line 10, she takes theon line 5. This is the total of her standard de-
Because she meets all the requirements for amount on line 6, her taxable income of 370,duction ($3,900) and her personal exemp-
using Form 1040EZ (see Which Form and goes to the Tax Table. She reads downtion ($2,500).
Should I Use? in Chapter 1), she decides to the income column of the Tax Table until sheIf Pat could have been claimed as a de-use it again for 1995. finds the line that includes her taxable in-pendent by her parents or anyone else (evenTo make processing her return quicker come shown on line 6 of her Form 1040EZ.if they chose not to claim her as a depen-and to speed her refund, Pat prints (does not She reads across the line to find the Sin-dent), she would check the ‘‘Yes’’ box ontype) her numbers and keeps them inside gle column. The amount shown at the pointline 5. She would use the worksheet on thethe boxes on her Form 1040EZ. She does where the income line and the filing statusback of Form 1040EZ to figure her standardnot use dollar signs. column meet is her tax (54).deduction. She could not claim an exemp-

She enters this amount on line 10 of hertion for herself.
Form 1040EZ.Pat subtracts line 5 (6,400) from line 4

(6,770) and enters the result of 370 on line 6.Use the IRS Label
This amount is Pat’s taxable income which is(Name, Address, and used to figure her income tax. Refund or

Social Security Amount You Owe 
Number) Pat compares line 9 and line 10. BecausePayments and Tax

line 9 is larger, she subtracts line 10 (54)Pat uses the mailing label that came with her (Figure Your Tax and from line 9 ($338) to arrive at her refund offorms package. The label has her name, ad-
284. She enters this amount on line 11. Patdress, and social security number. She does Credit) will receive a tax refund of $284.not put the label on her tax return until the re-

turn is completed and she is sure the return Pat had $150 of federal income tax withheld
and label are accurate. from her wages by her employer. She found Direct deposit.  Instead of getting a paper

Pat could use the label even if some of this amount in box 2 of her 1995 Forms W–2. check, Pat may be able to have her refund
the information on it was incorrect. She She enters 150 on line 7 of Form 1040EZ. deposited directly into her account at a bank
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or other financial institution. She can request portion at the top of her return. She attaches
direct deposit by using Form 8888, Direct Copy B of her Forms W–2 to the location in-Sign Your Return 
Deposit of Refund, and following the instruc- dicated on the front of Form 1040EZ.

Pat goes back over her return to make suretions on the form. A copy of this form is She makes a copy of her filled-in tax re-
that she entered the numbers clearly andshown in Chapter 39. turn for her records. Then she mails her re-
correctly and that the math is accurate. turn to the Service Center in the envelope

Pat signs and dates her return and entersIf tax is owed.  If Pat did not qualify for the that came with her forms package.
her occupation in the spaces provided at theearned income credit and her employer had A filled-in copy of Pat’s earned income
bottom of the form. Now that she has filled innot withheld any federal income tax from her credit worksheet and tax return follows.
her Form 1040EZ, she takes her peel-off ad-wages, Pat would have owed $54 in income
dress label from inside her forms packagetax. She would have been instructed to enter
and, after checking it for accuracy (and mak-that amount on line 12. She would then in-
ing any corrections), places it in the addressclude a check or money order for the full

amount of $54, payable to ‘‘Internal Reve-
nue Service.’’ She would write on the front of
her check or money order:

Her name,

Her address,

Her social security number,

Her daytime telephone number, and

‘‘1995 Form 1040EZ.’’
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children’s names and enter ‘‘2’’ on the line Before the distribution was made, Jean
‘‘lived with you’’ at the right. received an explanation from the plan ad-

ministrator that advised her that the distribu-They have to enter the social security38.
tion would be tax free with no withholding ifnumber for any dependent who was born
she elected a direct rollover into an eligiblebefore November 1995. They write Lynn’sForm 1040A retirement plan, including an IRA. Jean, ageand Todd’s social security numbers in col-
40, made the election to transfer the distribu-umn 2. They write their children’s relation-

ship to them (daughter and son) in column 3. tion directly to her IRA. The plan administra-
They enter ‘‘12’’ in column 4 for each child tor made the transfer directly into her IRA ac-
since their daughter lived with them all year count. This transfer qualifies as a tax-freeIntroduction
and their son was born during the year. They rollover under the rules described in Chapter

This chapter gives an example of how to fill do not have any other dependents, so in the 11.
out Form 1040A. The example uses the situ- box on line 6e they enter ‘‘4’’ as the total Jean reports $2,250 on line 11a and $0
ation of Don and Jean Smith, a married number of exemptions. on line 11b. Because she rolled over the en-
couple with two young children. Their com- tire distribution into her IRA, Jean does not
pleted return is at the end of the chapter. have to file Form 5329 or pay the 10% tax on

early distributions.Total Income 
Unemployment compensation (line 12).Don worked full time as a carpenter duringName, Address, and
Jean received Form 1099–G, Certain Gov-1995. Jean worked full time as a secretarySocial Security ernment Payments, from her state, showinguntil September when she was laid off. She
$1,010 in unemployment compensation.received a distribution from her company’sNumber She enters this amount on line 12.profit-sharing plan and also received unem-

The Smiths filed Form 1040A for 1994 so the ployment compensation. Don and Jean re-
IRS sent them the Form 1040A tax package Nontaxable income.  Don and Jean also re-port their income on lines 7–13b and total it
this year. Since they meet all the require- ceived a Form 1099–G showing a $100 1994on line 14.
ments for using Form 1040A (see Which state tax refund they received in 1995. Be-
Form Should I Use? in Chapter 1), they de- cause they did not itemize deductions onWages (line 7).  Don’s Form W–2, Wage
cide to use it again for 1995. their 1994 federal return, they do not reportand Tax Statement, shows he earned

Don and Jean use the label that came the refund as income in 1995. If they had$22,250 in 1995. Jean’s Form W–2 shows
with their forms package. The label has their itemized, part or all of the refund may haveshe earned $12,155. They find these
names, address, and social security num- had to be included in income.amounts in box 1 of their Forms W–2. They
bers. They check the label to make sure it is add the amounts and put the total, $34,405,
correct, but they do not put it on the return Total (line 14).  Their total income is theon line 7.
until they have completed and checked the sum of the amounts shown on lines 7, 8a, 9,
return to make sure it is accurate. Because

and 12. Don and Jean add these amountsInterest income (lines 8a–b and Part I ofthey use the label, their tax return can be
and enter the total, $35,925, on line 14.Schedule 1).  Don and Jean received aprocessed faster.

statement (Form 1099–INT) from their bankThe Smiths should use the label even if
showing they earned $410 of taxable inter-some of the information on it is incorrect.
est income last year. Because their interestThey would make any necessary changes Adjustedincome is over $400, they must list the namedirectly on the label.
of the bank and the amount received in Part I Gross Income 
of Schedule 1. They also enter this amountPresidential Election Campaign Fund.

Don and Jean figure their adjusted grosson line 8a of Form 1040A. They also re-Don and Jean each want $3 of their tax to go
income on lines 15 and 16.ceived $35 of tax-exempt interest from a mu-to this fund. They check both Yes boxes.

nicipal bond. They enter $35 on line 8b. ThisChecking Yes does not increase their tax or
amount does not increase their taxable IRA deduction (lines 15a–c).  In 1995, Donreduce their refund.
income. contributed $750 to his IRA and Jean con-

tributed $650 to hers. Jean also contributed
an additional $100 to her IRA in JanuaryDividends (line 9).  Don and Jean openedFiling Status 1996 and asked that it be counted for 1995.an account in a mutual fund last year. They
They complete lines 1–3 of IRA worksheet 1received a statement (Form 1099–DIV) fromDon and Jean must choose their filing status
(as shown later) in their forms instructionthe fund showing they earned dividends ofbefore they figure their tax liability.
package to figure how much of their contri-$20. They also received a Form 1099–DIV
butions they can deduct. The entire amountfrom the XYZ Corporation showing theyFiling status (lines 1–5).  Don and Jean
of their contributions to both IRAs is deducti-earned dividends of $80 last year. Becausecheck the box on line 2 to file a joint return.
ble. They enter $750 for Don on line 15a andthe total amount of their dividends is not over
$750 for Jean on line 15b. The sum of their$400, they do not have to list them in Part II
IRA contributions to both IRAs, $1,500, isof Schedule 1. They enter the total amountExemptions entered on line 15c.of their dividends, $100, on line 9 of Form

1040A.Don and Jean must indicate the number of
Adjusted gross income (line 16).  Don andexemptions they can claim.
Jean subtract their total IRA deduction onPensions (lines 11a–b).  Jean received
line 15c from their total income on line 14.Form 1099–R, Distributions From Pensions,Exemptions (lines 6a–e).  Don and Jean
They enter the result, $34,425, on line 16Annuities, Retirement or Profit-Sharingcan take two personal exemptions, one for
and on line 17. This amount is their adjustedPlans, IRAs, Insurance Contracts, etc. fromeach of them. They claim these exemptions
gross income. Since it is not less thanher employer’s profit-sharing plan showing aby checking the boxes on lines 6a and 6b
$26,673, they do not qualify for the earneddistribution of $2,250 in box 1. Box 2a showsand enter the total, ‘‘2,’’ on the line at the
income credit.-0- and box 7 shows Code G.right. On line 6c, column 1, they write their
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The amount from line 25 ($2,016) is carried
to line 28. This is their total tax liability.

The Smiths do not complete the alterna-
tive minimum tax worksheet because their
adjusted gross income plus their tax-exempt
interest income is not more than $45,000.

Total payments (lines 29a–d).  Don and
Jean then check box 2 of their Forms W–2
and box 4 of Form 1099–R for the amount of
federal income tax withheld from their in-
come. Don’s Form W–2 shows $1,612 tax
withheld and Jean’s Form W–2 shows $666
tax withheld. Jean’s Form 1099–R shows no
withholding since she elected a direct roll-them worked in 1995. The cost for the day-
over into her IRA. Tax was not withheld fromcare center was $2,325. They paid theTaxable Income Jean’s unemployment compensation. Theneighbor $1,000. Their employers did not
Smiths did not make any estimated tax pay-Don and Jean figure their taxable income provide any dependent care benefits.
ments for 1995. They are not entitled to theon lines 17–22. Don and Jean prepare Parts I and II of
earned income credit on line 29c. Their totalSchedule 2. They enter the names, ad-
payments are $2,278. They enter thisStandard deduction (lines 18a–c and 19). dresses, and taxpayer identification num-
amount on lines 29a and 29d.Lines 18a–c do not apply to either Don or bers (employer identification number and so-

Jean. They enter their standard deduction cial security number) of the day-care center
amount of $6,550 (see Chapter 21) on line and the neighbor who provided the care on
19. They subtract their standard deduction line 1, columns a, b, and c. Refund oron line 19 from their adjusted gross income

The Smiths enter the amounts they paid
on line 17 and enter the result, $27,875, on

to the child-care providers on line 1, column Amount You Owe line 20.
d, and enter the total of these amounts,

The tax withheld from the Smiths’ wages is$3,325, on line 2. Because they had qualifiedExemptions (line 21).  Don and Jean de- more than their total tax. They subtract theirexpenses for two children, they enter ‘‘2’’ induct $2,500 for each exemption shown on tax on line 28, $2,016, from their total pay-the box for line 3. On line 4, they enter theline 6e. They multiply $2,500 by 4 (the num- ments shown on line 29d, $2,278, and enteramount of qualified expenses, $3,325, theyber of exemptions shown on line 6e) and the difference, $262, on lines 30 and 31. Thispaid when both parents were working. Onenter the result, $10,000, on line 21. They is the amount that will be refunded to them.line 5, Don enters his earned income; on linesubtract the amount on line 21 ($10,000)
Instead of getting a paper check, Don6, Jean enters her earned income. Becausefrom the amount on line 20 ($27,875) and

and Jean may be able to have their refundtheir child-care expenses were less thanput the difference, $17,875, on line 22. This
deposited directly into their account at aJean’s earned income and less than Don’samount is their taxable income.
bank or other financial institution. They canearned income, all the expenses can be
request direct deposit by using Form 8888,used to figure the credit. So they enter
Direct Deposit of Refund. They would follow$3,325 on line 7. They enter their adjusted
the instructions on the form and attach it toTax, Credits, gross income from Form 1040A, line 17
their tax return. A copy of Form 8888 is($34,425) on line 8. Then they check the ta-and Payments shown in Chapter 39.ble for line 9 to see what percentage of their

If Don and Jean had not had at leastNext, Don and Jean figure their tax liability. child-care expenses they can take as a
$2,016 withheld for federal income tax, theycredit.
would have owed tax. They would have en-Tax (line 23).  Don and Jean use the Tax Ta- Since the amount on line 8 of Schedule 2
tered the difference between their tax (lineble in the 1040A instructions to find their tax. is $34,425, they can take 20% of $3,325, or
28) and their payments (line 29d) on line 33.The Smiths’ taxable income from line 22 is $665, as their credit. They put .20 on line 9
They would then enclose a check or money$17,875. Don and Jean first look for the and $665 on line 10. They are not subject to
order for the full amount owed (line 33), pay-large print ‘‘17,000’’ in the table. Under this, the alternative minimum tax (discussed in
able to ‘‘Internal Revenue Service.’’ Seethey look down to the line for taxable income Chapter 31), so their credit is not limited and
Amount You Owe in Chapter 1.of at least 17,850 but less than 17,900. Their they do not complete the credit limit work-

taxable income is between these two sheet. They enter $665 on line 24a of Form
amounts. They then find their tax, $2,681, in 1040A. Because their credit is less than their
the column for married filing jointly. They put tax, they can use all of it to reduce their in- Sign Your Return this amount on line 23 and check the box for come tax liability.
‘‘Tax Table.’’

Don and Jean sign and date their return and
list their occupations. Then they check theirCredit for child and dependent care ex-
return to make sure it is accurate and com-Total tax (line 28).  Don and Jean leave linepenses (line 24a and Schedule 2).  While
plete. They remove the peel-off label from24b blank because they do not claim a creditboth of them were working, their 10-month-
the forms package and put it in the addressfor the elderly or the disabled. They subtractold son, Todd, went to a day-care center and
portion on the top of the form. Then they at-their total credits on line 24c ($665) from thetheir 7-year-old daughter, Lynn, stayed with
tach Copy B of their Forms W–2 to the loca-tax on line 23 ($2,681) and enter the differ-a neighbor before and after school. The
tion indicated on the front of their return.neighbor also cared for the children when ence, $2,016, on line 25. They leave line 26

They use the envelope that came withschool and the day-care center were not in blank because they did not receive any ad-
their forms package to mail their return to thesession. vance earned income credit payments. They
service center. Don and Jean save a copy ofDon and Jean paid $3,325 of qualified also leave line 27 blank because they did not
the return for their records.child-care expenses for the time both of need to pay household employment taxes.
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Their daughter, Marie, who is 18, earned Clara Jones. Frank provided 35%, one
$2,700 last year. Frank and Evelyn provided brother provided 35%, and the other brother
more than half her support. The gross in- provided the remaining 30%. Any one of39.
come test does not apply because she is them may claim the exemption for Clara if a
under 19, and the other dependency tests written statement from each of the others isForm 1040 were met. (See Exemptions for Dependents attached to the income tax return of the
in Chapter 3.) They claim Marie as a depen- brother claiming the exemption. The broth-
dent on line 6c. ers agree to let Frank claim Clara as his de-

Their son, James, who is 22, goes to a lo- pendent this year. They each give Frank a
cal college full time. During the summer, signed Form 2120, Multiple Support Decla-Introduction James earned $2,600, which he spent for his ration, for Frank to attach to his return.
support. The gross income test does not ap- (Forms 2120 are not shown here.) Frank andThis chapter gives an example of how to fill
ply because he is a full-time student under Evelyn write the information asked aboutout Form 1040. The example uses the situa-
age 24. Frank and Evelyn provided more Clara on line 6c. They enter ‘‘2’’ on the thirdtion of Frank and Evelyn Jones, a married
than $2,600 toward their son’s support, and line to the right of line 6c for Grace andcouple with two children. Their completed
the other dependency tests were met. On Clara.return is at the end of the chapter.
line 6c of the return, they claim James as a They then enter ‘‘6’’ in the box to the right
dependent. of line 6e to show the total exemptions they

Frank and Evelyn write the information claim.
asked about Marie and James on line 6c,Name, Address, and
columns (1), (2), (3), and (4). They enter ‘‘2’’Social Security on the first line to the right of line 6c because Income both Marie and James lived at home.Number 

Grace Smith, Evelyn’s mother, lives with Frank works full time as an electrician. He is
In May 1995, Frank and Evelyn sold their Frank and Evelyn and their two children. also a partner in the Jones Brothers Partner-
home and moved to a new home in a nearby Grace got a pension of $2,100 and social se- ship. Evelyn, a retired state government em-
city. Soon after their move, they called the curity of $2,900 during the year. She spent ployee, is a partner in the Gateway Travel
IRS and asked for Form 8822, Change of this money for clothing and other personal Agency. Frank and Evelyn own stocks and a
Address. They completed the form and things. Only $1,500 of her pension is gross bond, and Frank owns rental property.
mailed it to the Internal Revenue Service income for her and taxable. The rest of the Frank and Evelyn report the income they
Center where they filed their last return. pension is not taxable because it is a return received for the year on lines 7–21.

Because the IRS received Frank and of her cost.
Evelyn’s Form 8822 before the address la- Frank and Evelyn must figure Grace’s to- Wages (line 7).  Frank’s Form W–2, Wage
bels for the 1995 tax forms packages were tal support to know if they can claim her ex- and Tax Statement, shows he earned
prepared, their new address appears on the emption. Because five persons live in the $24,780. (Form W–2 is not shown here.)
address label that came in their Form 1040 household, Grace’s total support includes Frank and Evelyn enter $24,780 on line 7.
package for 1995. The label also has their one-fifth of the family’s food costs and one-
social security numbers. They do not put the fifth of the rental value of the house. Frank Interest income (lines 8a and 8b and Part
label on their return until they have com- and Evelyn paid a total of $8,000 for food for I of Schedule B).  Frank and Evelyn have a
pleted and checked the return to make sure the family. The fair rental value of their house statement savings account, a certificate of
it is accurate. was $13,000 for the year. They also bought deposit (CD) in which Frank’s brother, Chuck

The forms they received in their Form Grace a $200 television set for her bedroom, Jones, also has a one-third investment, and
1040 package were based on the return and paid $700 for a trip she took, and paid her a tax-exempt municipal bond. The Forms
schedules they filed for 1994. They used the unreimbursed medical and drug expenses of 1099–INT that they received show that they
order blank in their Form 1040 package to $300. Grace’s total support is: had interest income of $330 on their state-
order any other forms they needed. ment savings account with National BankExpenses paid by Grace . . . . . . $ 5,000

and $150 on their CD with First Savings andExpenses paid by Frank andPresidential Election Campaign Fund. Loan. They must report their interest incomeEvelyn:Frank and Evelyn each want $3 of their tax to on Schedule B because they received part ofTV set . . . . . . . . . . . . . . . . . . . . . . . $ 200go to the Presidential Election Campaign the interest as nominees for Chuck. (Even ifTrip . . . . . . . . . . . . . . . . . . . . . . . . . . 700Fund. They check both Yes boxes. Checking they did not receive interest as nominees,Medical . . . . . . . . . . . . . . . . . . . . . . 300‘‘Yes’’ will not increase their tax or reduce they would still have to report their interestFood—Grace’s share (1/5 oftheir refund. on Schedule B because it is more than$8,000) . . . . . . . . . . . . . . . . . . . . 1,600
$400.) In addition, they received $500 inter-Lodging—Grace’s share (1/5

est from the municipal bond. They did not re-of $13,000) . . . . . . . . . . . . . . . . 2,600
ceive a Form 1099–INT for this tax-exemptFiling Status Total . . . . . . . . . . . . . . . . . . . . . . $ 5,400 interest and do not report it on Schedule B.

Total support . . . . . . . . . . . . . . . . . . $10,400 On line 1, Part 1 of Schedule B, theyand Exemptions 
enter the names of the financial institutions

Frank and Evelyn show their filing status and The support Frank and Evelyn provided and the interest received from each, includ-
personal exemptions on lines 1–6e. is more than half of Grace’s total support, so ing the interest they received as nominees

they meet the support test to claim her as a for Chuck. They show Chuck’s share of the
Filing status (lines 1–5).  Because Frank dependent. Since Grace had less than interest, $50 ($150 ×  one-third), separately
and Evelyn decide to file a joint return, they $2,500 gross income, Frank and Evelyn also below a $480 subtotal of all interest income
check the filing status box on line 2, Married meet the gross income test to claim her as a listed. They identify the $50 as ‘‘Nominee
filing joint return. dependent. The other dependency tests are Distribution’’ and subtract it from the $480

also met, so Frank and Evelyn can claim subtotal. They report the remainder, $430,
Exemptions (lines 6a–6e).  Frank and Eve- Grace as a dependent. They write the infor- on line 2. They file a Form 1099–INT and
lyn show the exemption for Frank on line 6a mation asked about Grace on line 6c of their Form 1096, Annual Summary and Transmit-
and the exemption for Evelyn on line 6b. return. tal of U.S. Information Returns, with their In-
They enter ‘‘2’’ on the line to the right of lines Frank and his two brothers provided ternal Revenue Service Center showing the
6a and b. $3,500 for the total support of their sister, $50 distribution to Chuck. They give Chuck
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Copy B of the Form 1099–INT. (Form 1099– State and local income tax refunds (line 5. Multiply line 4 by the number of
10).  Frank and Evelyn received a 1994 state months for which this year’s paymentsINT and Form 1096 are not shown here.)
tax refund of $110 in 1995. This amount is were made. If your annuity startingThey did not have excludable savings
shown on the Form 1099–G, Certain Gov- date was before 1987, skip lines 6bond interest (explained in Education Sav-
ernment Payments, sent to them by their and 7 and enter this amount on line 8.ings Bond Program in Chapter 8), so they
state. Because they itemized their deduc- Otherwise, go to line 6. $ 450leave line 3 blank and enter $430 on line 4,
tions on Schedule A for 1994, they use theSchedule B, and on line 8a, Form 1040. They 6. Enter the amount, if any, recovered
worksheet in their Form 1040 instructionsshow the $500 tax-exempt interest on line tax free in years after 1986 . . . . . . . . . . . $ 150
package to figure the taxable part of their re-8b, Form 1040. The tax-exempt interest will 7. Subtract line 6 from line 2. . . . . . . . . . . . . $8,850fund. They use their copy of their 1994 taxnot be included in their total income on line

8. Enter the smaller of line 5 or line 7 . . . . $ 450return to fill out lines 2, 3, and 4 of the work-22.
sheet. Their filled-in worksheet is shown 9. Taxable amount. Subtract line 8 from
here. line 1. Enter the result, but not lessDividends (line 9 and Part II of Schedule

than zero. Also enter this amount onB).  During 1995, Frank and Evelyn received
Form 1040, line 16b. If your Formor had credited to their accounts the follow- State and Local Income Tax Refund Worksheet
1099–R shows a larger amount, useing  d iv idends  and  o ther  co rpora te — Line 10
the amount on this line instead of thedistributions:
amount from Form 1099–R . . . . . . . . . . . $2,1001. Enter the income tax refund from

Form(s) 1099–G (or similar
Forms 1099–DIV Evelyn shows the total pension, $2,550,statement) . . . . . . . . . . . . . . . . . . . . . . . . . . $ 110

on line 16a, Form 1040. She shows the taxa-2. Enter the amount from your 1994Acme Publishing Company
ble amount, $2,100, on line 16b.Schedule A, line 29 . . . . . . . . . . . . . . . . . $6,842Gross dividends, etc. (Box 1a) . . . . . . . . . . . $210

Ordinary dividends (Box 1b) . . . . . . . . . . . . . 210 3. Enter on line 3 the amount shown
Rental and partnership income (line 17Zepco, Inc. below for the filing status claimed
and Schedule E).  Frank and Evelyn show

on your 1994 Form 1040:Gross dividends, etc. (Box 1a) . . . . . . . . . . . $310
their total income from these sources on

Single, enter $3,800Ordinary dividends (Box 1b) . . . . . . . . . . . . . 300 Schedule E and on line 17, Form 1040.
Married filing jointly or QualifyingNontaxable distributions (Box 1d) . . . . . . . 10 Rental income (Part I of Schedule E).

widow(er), enter $6,350Equity Mutual Fund Frank received rental income from two
Married filing separately, enterGross dividends, etc. (Box 1a) . . . . . . . . . . . $ 50 properties he owns, a store building and an

$3,175Ordinary dividends (Box 1b) . . . . . . . . . . . . . 50 unimproved piece of land. On line 1, Sched-
Head of household, enter $5,600 $6,350Tiger Mutual Fund ule E, he lists the building and its location in

4. If you didn’t complete line 33a onGross dividends, etc. (Box 1a) . . . . . . . . . . . $ 60 the space marked ‘‘A,’’ and the land and its
your 1994 Form 1040, enter –0– . . . –0–Ordinary dividends (Box 1b) . . . . . . . . . . . . . 60 location in the space marked ‘‘B.’’ On line 2,

Equity Brokers he checks the No box for both properties be-5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . . $6,350
cause neither was used for personalGross dividends, etc. (Box 1a) . . . . . . . . . . . $ 40 6. Subtract line 5 from line 2. If zero or
purposes.Ordinary dividends (Box 1b) . . . . . . . . . . . . . 40 less, enter –0– . . . . . . . . . . . . . . . . . . . . . . $ 492

On line 3, Frank enters his $8,400 rental
7. Taxable part of your refund. Enter income from the building in column A, his

the smaller of line 1 or line 6 here $720 rental income from the land in columnSchedule K–1 (Form 1065) and on Form 1040, line 10 . . . . . . . . . $ 110 B, and the total, $9,120, in the ‘‘Totals’’ col-
Frank’s share of dividends on stock owned umn. Then he lists expenses, such as insur-

They report $110 as income on line 10 ofby his partnership . . . . . . . . . . . . . . . . . . . . . . . . $ 80 ance, interest, general repairs, and real es-
their Form 1040.

tate taxes, on the appropriate lines in each
Frank and Evelyn received more than column. On line 6, column A, he shows his

$400 in dividends, so they must report them Pensions (lines 16a and 16b).  Evelyn re- auto expenses connected with the rental of
on Schedule B. tired in 1994 on her 63rd birthday. She re- the building, figured at 30 cents a mile. Be-

ceived pension income of $850 in 1994 andThey list all payers and the total amount cause he is claiming auto expenses, he com-
$2,550 in 1995. $150 of her $9,000 pensionreceived from each payer on line 5, Part II of pletes Part V of Form 4562, Depreciation
cost was recovered tax free in 1994. EvelynSchedule B. This includes the nontaxable and Amortization.
uses the worksheet in her Form 1040 in-distributions. They show the total on line 6. In Part I of Schedule E, he adds the ex-
structions package to figure the taxable partFrank and Evelyn did not receive any capital penses for each property and on line 19 en-
of her pension for 1995. Her filled-in work-gain distributions, so they leave line 7 blank. ters $5,420 in column A, $100 in column B,
sheet is shown here.They put their $10 nontaxable distribution and the total, $5,520, in the ‘‘Totals’’

from Zepco, Inc., on line 8. They reduce their column.
basis in the stock by this amount. Worksheet for Simplified General Rule Frank’s records show that he purchased

Since line 7 is blank, Frank and Evelyn the store building in 1976. His basis for the
1. Enter the total pension or annuityenter $10 on line 9. They subtract this building is $40,000, and he is using the

payments received this year. Alsoamount from the $750 on line 6 and enter the straight line method of depreciation with a
enter this amount on Form 1040, lineresult, $740, on line 10, Part II of Schedule B, 40–year life. Frank shows depreciation of
16a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,550and on line 9, Form 1040. $1,000 for 1995 on line 20 in column A and

2. Enter your cost in the plan at the the ‘‘Totals’’ column. Because the building
Foreign accounts and foreign trusts (Part annuity starting date plus any death was placed in service before 1995, he can
III of Schedule B).  Evelyn has a foreign benefit exclusion . . . . . . . . . . . . . . . . . . . . . . $9,000 figure the depreciation on the building on a
checking account that she uses for her travel separate worksheet and does not need to3. Age at annuity starting date: Enter:
agency. Because she had less than $10,000 enter  i t  on Form 4562 or  at tach his

55 and under 300
in the account during 1995, she answers No worksheet.

56 – 60 260
to the question on line 11a in Part III of Frank enters the total expenses for each

61 – 65 240Schedule B. Neither Frank nor Evelyn was a property on line 21, columns A and B. In
66 – 70 170grantor of, or transferor to, a foreign trust, so each column he subtracts the amount on
71 and older 120 240they answer No to the question on line 12 in line 21 from the amount on line 3 and enters

4. Divide line 2 by the number on line 3. $37.50Part III of Schedule B. the result on line 22. He adds the amounts
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on line 22 and enters his total rental income, They do not have a taxable gain on the Less: Adjusted basis of home
$2,600, on lines 24 and 26. sold . . . . . . . . . . . . . . . . . . . . . . . . 25,000sale of their home. However, they must re-

Partnership income (Part II of Sched- port it on Form 2119, Sale of Your Home. Gain on sale . . . . . . . . . . . . . . . . . $131,000
ule E).  Frank is an active partner in the They received a Form 1099–S, Proceeds
Jones Brothers Partnership. The following From Real Estate Transactions, showing They use these figures to fill out Part I of
amounts are shown as his share of income gross proceeds of $165,000 from the sale. Form 2119.
and deductions on the Schedule K–1 (Form Their records also show the following items: They are over 55 and meet all the tests
1065) given to him by the partnership. for the once-in-a-lifetime exclusion of up to

Old home $125,000. They choose to take the exclu-Ordinary income from trade or business $4,600 Original basis (purchased 1970) . . . . $ 18,000 sion. To do this, they fill out Part II of FormDividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80
Improvements . . . . . . . . . . . . . . . . . . . . . . . 7,000 2119. On line 14, they enter the amount theyCharitable contributions . . . . . . . . . . . . . . . . . . 50

can exclude, $125,000.Adjusted basis . . . . . . . . . . . . . . . . . . . . . . . $ 25,000Net earnings from self-employment . . . . . . 4,600
They then complete Part III of Form

Fixing-up expenses for sale . . . . . . . . . $ 1,000Evelyn is an active partner in the Gate- 2119. On l ine 15, they enter $6,000
Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . $ 165,000way Travel Agency. The following amounts ($131,000 gain –  $125,000 exclusion). This

are shown as her share of items on Sched- is the part of their gain they cannot exclude.
Settlement charges at closingule K–1 (Form 1065). On line 19b, they enter the cost of their new

(old home): home, $91,300 ($90,000 purchase price +
Ordinary income from trade or business $1,900 Realtor’s commission $ 8,250 $1,300 settlement fees). By filling in the rest
Net earnings from self-employment . . . . . . 1,900 Balance of mortgage 4,500 of Part III, they find their taxable gain is zero

Penalty for prepayment and the adjusted basis of their new home isFrank and Evelyn list their partnerships in
of mortgage . . . . . . . . . 50 $85,300.column (a) of line 27, in the spaces marked

Mortgage interest ‘‘A’’ and ‘‘B,’’ and complete columns (b) and
(4/1/95–5/5/95) . . . . 20(d) for each. Because they are at risk for the

Points—paid by selleramounts invested in each of their partner- Adjustmentsfor buyer . . . . . . . . . . . . . 750ships, they check column (e) and do not
Real estate taxes complete Form 6198, At-Risk Limitations. to Income 

(1/1/95–5/5/95) . . . . 630 14,200Because Frank and Evelyn actively par-
Frank and Evelyn report their adjustments toNet received . . . . . . . . . . . . . . . . . . . . . . . . . $ 150,800ticipate in their partnerships’ business activi-
income on lines 23a–30.ties, they report the ordinary business in-

come from both of the partnerships as New home IRA deduction (lines 23a and 23b).  Franknonpassive income in column (k), line 27. Purchase price . . . . . . . . . . . . . . . . . . . . . . . $ 90,000 and Evelyn each made contributions to anThey enter the total partnership nonpassive Settlement charges, payments, individual retirement arrangement (IRA).income of $6,500 on line 28a in column (k), and adjustments (new home): Frank contributed $2,000 to his IRA in 1995.and also on lines 29 and 31. Title search, attorney In February 1996, Evelyn contributed $900Frank and Evelyn report their other part- fees, other to her IRA for 1995.nership items as follows: settlement fees . . . . . $ 1,300 Because neither Frank nor Evelyn was
Dividends—line 5 of Schedule B. Also, Points charged to buyer covered by an employer retirement plan dur-

see Dividends (line 9 and Part II of (1% of loan amount) 400 ing 1995, they each figure their deduction us-
Schedule B), earlier. Mortgage taken out . . . . (40,000) ing lines 1 through 3 of IRA Worksheet 1 in

their Form 1040 instructions package.Down payment . . . . . . . . . (5,000)Contributions—line 15 of Schedule A.
Before they can complete their worksheets,Real estate taxes Also, see Itemized Deductions
they must each figure their earned income.(1/1/95–5/4/95—for(Schedule A), later.
Since earned income includes income fromperiod seller ownedNet earnings from self-employment—
self-employment and is reduced by the de-the home; credit fromline 2, Section A of Schedule SE.
duction for self-employment tax (explainedseller to buyer) . . . . . . . (300) (43,600)Also, see Other Taxes, later. Frank
later), they must each fill out a Schedule SEBalance due at settlement . . . . . . . . . $ 46,400and Evelyn report their net earnings
(see Other Taxes, later). Frank’s earned in-on separate Schedules SE.
come is $29,055. This is his $24,780 wages

They deduct certain of the amounts paid plus $4,600 (the amount on his ScheduleSummary (Part V of Schedule E).  In at settlement when they sold their old home SE, Section A, line 3) minus $325 (the de-Part V of Schedule E, Frank and Evelyn com- and purchased their new home as itemized duction for self-employment tax shown onbine the amounts on lines 26 and 31. They deductions on Schedule A. Their itemized his Schedule SE, Section A, line 6, and car-enter the total, $9,100, on line 40, Schedule deduction for interest includes the $50 pen- ried to line 25, Form 1040). Evelyn’s earnedE, and on line 17, Form 1040. alty for prepayment of the mortgage on their income is $1,765. This is $1,900 (the amount
old home, the $20 interest on the old house on her Schedule SE, Section A, line 3) minusOther income (line 21).  Frank won a $50 from April 1, 1995, through May 5, 1995, and $135 (the deduction for self-employment taxprize in a photography contest. Frank and the $400 points paid for the mortgage on shown on her Schedule SE, Section A, lineEvelyn show this income on line 21, Form their new home. The points qualify to be de- 6, and carried to line 25, Form 1040).1040. ducted in full in 1995. See Interest paid (lines Only Frank’s column of the worksheet is
10–14, Schedule A) under Itemized Deduc- shown here.Total income (line 22).  Frank and Evelyn tions, later.

add the amounts on lines 7 through 21 to fig- Frank and Evelyn figure the amount real-
ure their total income, $37,310. They enter

ized and the gain on the sale of their old
this amount on line 22.

home as follows:

Selling price . . . . . . . . . . . . . . . . . . $165,000Sale of Home
Less selling expenses:(Form 2119) 

Commission . . . . . . . . . . . . . . . $8,250Frank and Evelyn bought and moved into
Points . . . . . . . . . . . . . . . . . . . . . . $ 750 $ 9,000their new home May 5, 1995, and sold their

Amount realized . . . . . . . . . . . . . $156,000old home May 6, 1995.
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IRA Worksheet 1 Deduction for self-employment tax (line tax payments of $550 for 1995 during 1995.
25).  Both Frank and Evelyn owe self-em- They enter the total, $1,301, on line 5.

1. Enter IRA contributions you made, or ployment tax for 1995. To figure the amount Frank and Evelyn’s tax year for real es-
will make by April 15, 1996, for 1995. they can deduct, they each complete a tate taxes on both their old and new homes
But do not enter more than $2,000 $ 2,000 Schedule SE. (See Other Taxes, later.) They is the calendar year, with payment due Au-

add the amounts from line 6, Section A, of gust 1. Their share of the tax on their old2. Enter wages and other earned
each Schedule SE and enter the total, $460, home, sold on May 6, was $630. Frank andincome from Form 1040, minus any
on line 25. Evelyn are considered to have paid theirdeductions on Form 1040, lines 25

share of the real estate taxes on their oldand 27. Do not reduce wages by any
home even though they did not actually paySelf-employed health insurance deduc-loss from self-employment . . . . . . . . . 29,055
them to the tax authority.tion (line 26).  Frank and Evelyn cannot3. Enter the smaller of line 1 or line 2.

The real estate tax on their new homeclaim the 30% deduction for health insur-Enter on Form 1040, line 23a the
was $910 for 1995. The tax for the period theance of a self-employed person, becausepart of line 3 you choose to deduct $ 2,000
seller owned the home was $300. Frank andFrank participated all year in his employer’s
Evelyn can deduct their share, $610.subsidized health plan. They can deduct

Both Frank and Evelyn can deduct their Frank and Evelyn also paid $200 real es-health insurance premiums that Frank paid
total contribution. They show Frank’s $2,000 tate taxes on a lakeside cottage they ownas itemized deductions on Schedule A.
contribution on line 23a and Evelyn’s $900 and use only for personal purposes.
contribution on line 23b. Frank and Evelyn’s real estate tax de-Adjusted gross income (line 31).  Frank

duction is $1,440 ($630 +  $610 +  $200).and Evelyn add the amounts from lines 23a,
Moving expenses (line 24 and Form They write this amount on line 6.23b, 24, and 25, and enter $3,960 on line 30.
3903).  Frank was transferred by his em- Frank and Evelyn show their total taxesThen they subtract line 30 from line 22. This
ployer to a new job in another city. Frank and paid, $2,741, on line 9.amount, $33,350, is their adjusted gross in-
Evelyn decided to sell their home and buy a come. They enter it on lines 31 and 32. This
townhouse closer to Frank’s new job. They Interest paid (lines 10–14, Schedule A).is the amount they use to figure the limit on
kept their partnership interests at the old lo- Frank and Evelyn made mortgage interesttheir medical deduction and the limit on their
cation because they can still carry out their payments on both their old and new homesmiscellaneous deductions. They will also
duties by mail and telephone from their new in 1995.use this amount to figure whether certain of
home and do not have to commute. They received a Form 1098, Mortgage In-their itemized deductions and their deduc-

Frank and Evelyn make sure that the terest Statement, from the financial institu-tion for exemptions are limited.
move meets the distance and time tests ex- tion that holds the mortgage on their new
plained under Requirements in Chapter 19. home. Box 1 shows they paid $2,300 interest
The distance from their old home to Frank’s in 1995. Box 2 shows they paid $400 deduct-Standard Deduction new job is 91 miles farther than the distance ible points at closing. They add these
from their old home to Frank’s old job. amounts and enter the total, $2,700, on lineFrank and Evelyn must decide whether to
Therefore, they meet the 50-mile distance 10 of Schedule A.take the standard deduction or itemize their
test. Also, Frank expects to meet the 39- They did not receive a Form 1098 fromactual deductions. They find the standard
week full-time work test. the financial institution that held the mort-deduction for their filing status next to line

Their records show the following ex- gage on their old home. From January to34. Their standard deduction is $6,550. They
penses for the move. April they paid $140 interest on that mort-will use this amount to compare with their

gage. The settlement sheet for the sale ofitemized deductions when they complete
Paid to van company for moving furniture their old home showed a $50 penalty for pre-Schedule A.

and household goods . . . . . . . . . . . . . . . . . . $ 530 payment of the mortgage and $20 interest
Car mileage to drive from old to new for the period April 1 through May 5. They

home—100 miles at 9¢ a mile . . . . . . . . . 9 enter the total of these amounts, $210, on
Motel room rent for one night on the day Itemized Deductions line 11.

of arrival . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 61 They add the amounts on lines 10 and 11(Schedule A) Meals on the day of arrival . . . . . . . . . . . . . . . 50 and show their total deductible interest,
Pre-move mileage and motel expenses $2,910, on line 14. Frank and Evelyn alsoFrank and Evelyn figure their total itemized

while looking for new home . . . . . . . . . . . . 500 paid $260 interest on their credit card and re-deductions by completing Schedule A.
volving charge accounts. They cannot de-Pre-move meals while looking for new
duct this personal interest.home . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200 Medical and dental expenses (lines 1–4,

Schedule A).  Frank and Evelyn paid $2,564
They figure their moving expense deduc- Gifts to charity (lines 15–18, Schedule A).for medical and dental expenses that were

tion on Form 3903, Moving Expenses, which Frank and Evelyn made cash charitable con-not reimbursed by insurance. This includes
they attach to their return. tributions of $778. They made no one gift of$300 for Grace Smith (Evelyn’s dependent

They show the cost to move furniture and $250 or more. They have receipts for all theirmother) and $700 for Clara Jones (Frank’s
other household goods, $530, on line 4, contributions. Frank’s share of the charitabledependent sister). It also includes $800 for
Form 3903. contributions made by the Jones Brothershealth insurance premiums that Frank paid.

They show $70 on line 5. This is the cost Partnership, as shown on his Schedule K–1They enter $2,564 on line 1 and their ad-
of travel from their old home to their new (Form 1065), is $50. Frank and Evelyn enterjusted gross income, $33,350, on line 2. On
home ($9 car mileage plus $61 motel room the total, $828, on line 15. They also enterline 3, they enter $2,501, which is 7.5% of
rent). this amount on line 18.their adjusted gross income. They subtract

They cannot deduct the amounts they line 3 from line 1 and enter the result, $63, on
spent for meals on the day of arrival or for Casualty and theft losses (line 19, Sched-line 4.
pre-move househunting expenses. ule A).  Frank and Evelyn did not have any

Frank and Evelyn add lines 4 and 5 and casualty or theft losses, so they enter –0– onTaxes paid (lines 5–9, Schedule A).  Frank
enter the result, $600, on line 6. Frank’s em- line 19.and Evelyn next itemize the deductible taxes
ployer did not reimburse him for his moving they paid during the year.
expenses, so they enter –0– on line 7. They Frank had $751 state income tax with- Job expenses and miscellaneous deduc-
then enter $600 on line 8 of Form 3903 and held from his salary during 1995. He and tions (lines 20–26, Schedule A).  Frank and
on line 24 of Form 1040. Evelyn also made estimated state income Evelyn list union dues of $350, subscriptions

Chapter 39 FORM 1040 Page 295



to trade magazines of $75, and small tools marked Tax Table. Because Frank and Eve- amount on line 46. This total, $2,678, is
needed for Frank’s job costing $335, and lyn do not owe any additional taxes (line 39), Frank and Evelyn’s total tax. They enter it on
enter the total of these deductions, $760, on they also write $1,759 on line 40. line 54.
line 20. They do not have any expenses on
lines 21 or 22, so they also enter $760 on
line 23.

Credits They enter their adjusted gross income, Payments 
$33,350, on line 24 and $667 ($33,350 ×

Because Frank and Evelyn do not have any Frank and Evelyn enter $2,158 on line 55..02) on line 25. They subtract line 25 from
credits, they leave lines 41–45 blank and This is the amount of federal income taxline 23 and enter the result, $93, on line 26.
enter $1,759 on line 46. withheld from Frank’s salary, as shown on

his Form W–2. On line 56, they write $800,Other miscellaneous deductions (line
the amount of estimated federal income tax27).  Frank and Evelyn do not have any mis-
payments they made for 1995.cellaneous deductions not subject to the 2% Other Taxes Frank and Evelyn enter on line 61, Formof adjusted gross income limit, so they enter
1040, the total of these payments, $2,958.–0– on line 27. Frank and Evelyn each have self-employ-

ment income over $400 and their total self-
Total itemized deductions (line 28, employment tax is the only ‘‘Other’’ tax they
Schedule A).  Because the amount Frank show on lines 47–53. Refund orand Evelyn entered on line 32 was not more
than $114,700, they now add lines 4, 9, 14, Self-employment tax (line 47 and Sched- Amount Owed 18, and 26, and write the total of their item-

ules SE).  Frank and Evelyn each figure their
ized deductions, $6,635, on line 28. Since Because line 61 is more than line 54, Frankself-employment tax on a separate Schedulethis total is larger than their standard deduc- and Evelyn have overpaid their taxes. TheySE. They can each use the short Scheduletion ($6,550), they enter $6,635 on line 34, write the amount of the overpayment, $280,SE (Section A).Form 1040. on line 62. They do not want the overpay-Evelyn enters her self-employment in-

ment credited to their 1996 estimated tax, socome of $1,900 on line 2 of Section A. She
they also enter $280 on line 63. This is thealso enters $1,900 on line 3 and multiplies
amount of their refund.that amount by .9235. She enters the result,Tax Computation 

Frank and Evelyn want their refund de-$1,755, on line 4. She multiplies the amountFrank and Evelyn are now ready to figure posited directly to their bank account, soon line 4 by .153 to figure her self-employ-their tax on lines 32–40. None of the situa- they fill in Form 8888, Direct Deposit of Re-ment tax of $269, which she enters on line 5.tions described on lines 33a, 33b, or 33c ap- fund, and attach it to their return.She enters one-half of this amount ($135) onply to them, so they leave the boxes on
They check their return to make sureline 6.those lines blank. They subtract their item-

they have completed all the items and theOn a separate Schedule SE, Frank en-ized deductions on line 34 from their ad-
schedules called for and that the schedulesters his self-employment income, $4,600, onjusted gross income on line 32 and enter
and forms are attached in attachment se-lines 2 and 3 of Section A. He multiplies that$26,715 on line 35. They multiply $2,500 by

amount by .9235 and enters the result, quence number order. The attachment se-the six exemptions they claimed on line 6e,
$4,248, on line 4. Frank’s self-employment quence number is just below the year in theand they enter the result, $15,000, on line
tax is $650 ($4,248 ×  .153), which he enters upper right corner of each schedule or form.36. They subtract this from line 35. The re-
on line 5. He enters one-half of this amount They remove the mailing label from theirsult, $11,715, is their taxable income. They
($325) on line 6. Form 1040 package and put it in the addressenter it on line 37.

They add Frank’s self-employment tax portion on the top of Form 1040. Both FrankFrank and Evelyn must use the Tax Table
and Evelyn’s self-employment tax and enter and Evelyn sign the return and date it, be-to figure their tax because their taxable in-
the total, $919, on line 47, Form 1040. They cause it is a joint return. Also, they enter theircome is less than $100,000. They read down
add the amounts from line 6 of each Sched- occupations in the space provided next tothe income column until they find the line
ule SE and enter the total ($460) on line 25, the signature lines.that includes their $11,715 taxable income.
Form 1040. (See Deduction for self-employ-Next, they find the column heading that de- Frank and Evelyn make a copy of the re-
ment tax, under Adjustments to Income, ear-scribes their filing status—married filing turn to keep for their records. Then they use
lier.) They attach both Schedules SE to theirjointly—and read down the column. The the envelope that came with their Form 1040
Form 1040.amount shown where the income line and fil- package to mail the return to the Service

Because they are not liable for any othering status column meet, $1,759, is their tax. Center for their area.
taxes, they add the amount on line 47 to theThey write it on line 38 and check the box
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The Examination and Appeals Process

We examine returns for cor- How returns are selected.  We Recordings.  You can generally discuss your case further. If you
make an audio recording of an in-rectness of income, exemptions, select returns for examination by still do not agree after receiving
terview with an IRS Examinationcredits, and deductions. several methods. A computer the examiner’s findings, you have
officer. Your request to recordprogram called the Discriminant the right to appeal them. The ex-
the interview should be made inFunction System (DIF) is used to aminer will explain your appealFairness if Your
writing. You must notify us atselect most returns. In this rights and give you a copy of Pub-Return is Examined least 10 days before the meetingmethod, the computer uses his- lication 5, Appeal Rights and

Most taxpayers’ returns are ac- and bring your own recordingtorical data to give parts of the re- Preparat ion of  Protests for
cepted as filed. But if your return equipment. We also can recordturn a score. IRS personnel then Unagreed Cases. This free publi-
is selected for examination, it an interview. If we initiate the re-screen the return. cation explains your appeal rights
does not suggest that you are cording, we will notify you 10 in detail and tells you exactlySome returns are selected at
dishonest. The examination may days before the meeting, and you what to do if you want to appeal.random. We use the results of
or may not result in more tax. can get a copy of the recording atthese examinations to update
Your case may be closed without your expense.and improve our  se lec t ion Appeals Office.  You can appealchange. Or, you may receive a

process. the findings of an examinationrefund. Repeat examinations.  We try toWe also select returns by ex- within the IRS through our Ap-
avoid repeat examinations of theamining claims for credit or re- peals Office. The Appeals Office

Courtesy and consideration. same items, but sometimes thisfund and by matching information is independent of your examiner
You are entitled to courteous and happens. If we examined your taxdocuments, such as Forms W–2 and IRS District Director or Ser-

return for the same items in eitherconsiderate treatment from IRS and the 1099 series, with returns. vice Center Director. Most differ-
of the 2 previous years and pro-employees at all times. If you ences can be settled through this
posed no change to your tax lia-ever feel that you are not being appeals system without expen-Arranging the examination.
bility, please contact us as soontreated with fairness, courtesy, sive and time-consuming courtMany examinations are handled as possible so that we can see ifand consideration by an IRS em- trials. If the matter cannot be set-by mail. However, if we notify you we should  d iscont inue theployee, you should tell the em- tled to your satisfaction in Ap-that your examination is to be examination.ployee’s supervisor. Publication peals, you can take your case toconducted through a personal in-

1, Your Rights as a Taxpayer, ex- court.terview, or if you request an inter- Explanation of changes.  If weplains the many rights you have
view, you have the right to ask propose any changes to your re-as a taxpayer. You can get free
that the examination take place Appeals to the courts.  Depend-turn, we will explain the reasonspublications by calling us at 1-
at a reasonable time and place ing on whether you first pay thefor the changes. It is important800-829-3676.
that is convenient for both you disputed tax, you can take yourthat you understand the reasons
and the IRS. If the time or place case to the U.S. Tax Court, thefor any proposed change. YouPay only the required tax.  You we suggest is not convenient, the U.S. Court of Federal Claims, orshould not hesitate to ask abouthave the right to plan your busi- examiner will try to work out your U.S. District Court. Theseanything that is unclear to you.ness and personal finances in something more suitable. How- courts are entirely independentAgreement with changes.  Ifsuch a way that you will pay the ever, we will make the final deter- of the IRS. However, a U.S. Taxyou agree with the proposedleast tax that is due under the mination on how, when, and Court case is generally reviewedchanges, you can sign an agree-law. You are liable only for the where an examination takes by our Appeals Office before it isment form and pay any additionalcorrect amount of tax. Our pur- place. heard by the Tax Court. As al-tax you may owe. You must paypose is to apply the law consist- ways, you can represent yourselfTransfers to another dis- interest on any additional tax. Ifently and fairly to all taxpayers. or have someone admitted totrict.  Generally, your individual you pay when you sign the agree-

practice before the court re-return is examined in the IRS dis- ment, the interest is generally fig-
Privacy and confidentiality. present you.trict office nearest your home. ured from the due date of your re-
You have the right to have your However, not all offices have ex- If you did not yet pay the addi-turn to the date you paid.
tax case kept confidential. Under amination facilities. Your busi- tional tax and you disagree aboutIf you do not pay the addi-
the law, the IRS must protect the ness return is examined where whether you owe it, you generallytional tax when you sign the
privacy of your tax information. your books and records are main- have the right to take your caseagreement, you will receive a bill.
However, if a lien or a lawsuit is The interest on the additional taxtained. If the place of examina- to the Tax Court. We will mail you
filed, certain aspects of your tax is generally figured from the duetion is not convenient, you can a formal notice (called a ‘‘notice
case will become public record. date of your return to the billingask to have the examination of deficiency’’) telling you that
People who prepare your return date. However, you will not bedone in another office or trans- you owe additional tax. You ordi-
or represent you must also keep billed for more than 30 days addi-ferred to a different district. narily have 90 days to file a peti-
your information confidential. tional interest, even if the bill is tion with the Tax Court.

You also have the right to delayed. Also, you will not have If you have already paid theRepresentation.  Throughout
know why we are asking you for to pay any more interest or penal- disputed tax in full and filed athe examination, you can re-
the information, exactly how we ties if you pay the amount due claim for refund (discussed later)present yourself, have someone
will use it, and what might happen within 10 days of the billing date. for it that we disallowed (or onelse accompany you, or, with
if you do not give it. If you are due a refund, we which we did not take actionproper written authorization,

can refund your money more within 6 months), you can takehave someone represent you in
quickly if you sign the agreementExamination of Returns your case to the U.S. Districtyour absence. If you want to con-
form. You will be paid interest on Court or U.S. Court of FederalAn examination usually begins sult an attorney, an enrolled
the refund. Claims.when we notify you that your re- agent, a C.P.A., or any other per-

turn has been selected. We will son permitted to represent a tax- Court decisions.  We follow
Appealing thetell you which records you will payer during an examination, we Supreme Court decisions. How-

need. If you gather your records will stop and reschedule the inter- ever, we can lose cases in otherExamination Findings
before the examination, it can be view. We cannot suspend the in- courts involving taxpayers withIf you do not agree with the ex-
completed with the least amount terview if you are there because the same issue and still apply ouraminer’s report, you can meet
of effort. of an administrative summons. interpretation of the law to yourwith the examiner’s supervisor to
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situation. You have the right to for Refund, explains your appeal discussed later) be canceled Reduction of interest. If our
appeal our decision to do so. (abated) if you can show reason- error caused a delay in your case,rights.

Recovering litigation ex- able cause for the failure that led and this is grossly unfair, you may
penses.  If the court agrees with to the penalty (or can show that be entitled to a reduction of the
you on most of the issues in your you exercised due diligence, if interest that would otherwise be

Other remedies.  If you believecase, and finds the IRS’s position that is the standard for the due. Only delays caused by pro-
that tax, penalty, or interest wasto be largely unjustified, you may penalty). cedural or mechanical acts that
unjustly charged, you have rightsbe able to recover some of your If you relied on wrong advice do not involve exercising judg-
that can remedy the situation.litigation expenses from us. But from IRS employees given to you ment or discretion qualify. If you

Claims for refund.  Once youto do this, you must have used up by phone, we will cancel certain think we caused such a delay,
have paid your tax, you have theall the administrative remedies penalties that may result. But you please discuss it with the exam-
right to file a claim for a credit oravailable to you within the IRS, in- have to show that your reliance iner and file a claim.
refund if you believe the tax is toocluding going through our Ap- on the advice was reasonable.
much. The procedure for filing apeals system. You may also be
claim is explained in Chapter 1.able to recover administrative ex-

Cancellation of penalties.penses from the IRS. Free Publi-
You have the right to ask that cer-cation 556, Examination of Re-
tain penalties (but not interest, asturns, Appeal Rights, and Claims
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