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All material in this
publication may be
reprinted freely. A
citation to Your Federal
Income Tax (1996)
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 important rights when working● Court decisions.
with the IRS. These rights are described in Your Rights
as a Taxpayer in the back of this publication.However, the information given does not cover every

situation and is not intended to replace the law or
change its meaning.



Introduction

This publication can help you pre- credit and the advance earned in- ● List of phone numbers for call- If you have access to a per-
ing the IRS.come credit.pare your tax return by taking you sonal computer and a modem,

through each part of the return. It Throughout the publication you can also get many forms and
supplements the information in are examples showing how the If you operate your own busi- publications electronically. See

ness or have other self-employ-your tax form instruction booklet. tax law applies in typical situa- How To Get Forms, Publications,
ment income, such as babysittingtions. Sample forms and sched-It explains the tax law and will and Other Information in the back
or selling crafts, see these otherules show you how to fill out yourhelp you understand your taxes of this publ icat ion for more
pub l i ca t ions  fo r  morereturn. Also throughout the publi-so that you pay only as much tax details.
information:cation are flowcharts and tablesas you owe and no more. We welcome your sugges-

that present tax information in anThe publication begins with tions for future editions of this● Publication 334, Tax Guide for
easy-to-understand manner.the rules for filing a tax return. It publication. Please send yourSmall Business,

The index in the back of theexplains who must file a return, ideas to:
● Publication 533, Self-Employ-publication will help you find thewhich tax form to use, when the

ment Tax,information you need.return is due, and other general
● Publication 535, Business Ex-Some material that you mayinformation. It will help you iden- Internal Revenue Service

penses, andfind helpful is not included in thistify which filing status you qualify Technical Publications
publication but can be found infor, whether you can claim any ● Publication 587, Business Use Branch (T:FP:P)
your tax form instruction booklet.dependents, and whether the in- of Your Home (Including Use Washington, DC 20224
It includes the following:come you are receiving is taxa- by Day-Care Providers).

ble. The publication goes on to
● Lists of where to report certainexplain the standard deduction, You can get free IRS publica-items listed on information We respond to many letters bythe kinds of expenses you may tions and forms. Call 1–800–documents, telephone. Therefore, it would bebe able to deduct (like medical TAX–FORM (1–800–829–3676)

helpful if you would include yourexpenses, donations to charities, or use the order form in the back● List of mailing addresses for area code and daytime phoneetc.), and the various kinds of of this publication. Many public li-where to file returns, number along with your returncredits you may be able to take to braries also have reference sets
address. mreduce your tax. This includes the ● List of recorded tax informa- of these publications that you can

rules for the earned income tion topics (Tele-Tax), and use.

IRS Customer Service Standards — 1996 Progress Report
Easier filing.  To make it easier each business day. During paper return. (Your refund may you to resolve the issue. During
for you to meet your tax obliga- 1996, we assisted over 104 mil- be delayed if your return is se- 1996, over 355,000 cases were
tions, we have expanded oppor- lion taxpayers by providing pre- lected for further review.) In referred and taxpayers were
tunities for simplified return filing recorded tax information, refund 1996, refunds were issued on contacted within 1 week of refer-
and payment of taxes through status information, and tele- time for all complete and accu- ral 89.5% of the time.
our electronic filing, joint Fed- phone assistance from our rep- rate returns. Refunds based on
eral-state filing, TeleFile, and resentatives. In addition, taxpay- electronically filed returns were
electronic payment programs.  In ers had 24 hour access to over issued, on average, within 16 Simpler forms.  We will make1996, IRS received 14.9 million 600 forms and publications and days and for paper returns, the tax forms and instructions sim-electronically filed individual re- over 148 tax topics on the In- average was 38 days. pler and easier for you to use.turns and schedules compared ternet. Taxpayers downloaded We made some changes thisto 11.8 million in 1995. This in- almost 3 million of these prod- Initial contact resolution.  Our year but we want your ideas forc luded 2 .8  mi l l ion  re turns ucts using the Internet and over goal is to satisfactorily resolve all improvements. Please e-mail,through TeleFile, the first totally 300,000 using the IRS electronic your issues the first time you call, or write to us. You can e-paperless way for you to file a bulletin board. Over 100,000 in- contact the IRS.  In 1996, we mail us through the IRS InternetFederal income tax return. We formation orders have been filled met that goal 80% of the time. Home Page (http://www.irs.us-expanded the number of states by fax. There were over 80 mil- We will continue our efforts to
participating in the Federal-state treas.gov). You can call us andlion accesses on the IRS Home address all of your issues and im-electronic filing program from 29 leave a recorded message 24Page on the Internet. prove the level of our service into 31. IRS also received over hours a day, 7 days a week at 1–1997.$374  b i l l i on  in  e lec t ron ic 800–829–9043. Or, you can writeAccuracy.  Our goal is to answerpayments. to the Tax Forms Committee,your questions and process your Canceling penalties.  If you pro-

Western  Area D is t r ibu t iontax returns accurately.  In 1996, vide sufficient and accurate in-Access to information.  You Center, Rancho Cordova, CAwe achieved an accuracy rate of formation to our tax assisters butwill have convenient access to 95743–0001. For 1996, you will93% in answering tax law and are given and reasonably rely ontax law and account information. be able to request direct depositaccount questions. Our accuracy an incorrect answer, we will can-Tax information will be available of your refund on your tax returnrate for processing tax refunds cel related penalties.by fax and through the Internet. rather than on a separate form.was 99.6%.Our pre-recorded tax information More sole proprietors will be eli-Resolving problems.  If youwill be available 24 hours a day, gible to file the Schedule C-EZ.Prompt refunds.  If you file a have a problem that has not7 days a week, and access to re-
In addition, several items whichcomplete and accurate tax re- been resolved through normalfund status information will be
appeared on the 1995 Formsturn and you are due a refund, processes, you may contact ouravailable 16 hours a day each
1040 and 1040A have beenProblem Resolution Office. Ayour refund will be issued withinbusiness day. Telephone assis-
eliminated. mcaseworker will contact you21 days if you file electronicallytance provided by our represent-

within 1 week and will work withatives will be available 10 hours and within 40 days if you file a
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Important Changes for 1996
This section summarizes impor- Donations of appreciated Taxpayer identification num- Higher exemption amount.

bers needed for all depen- For 1996, you are allowed atant tax changes that took effect stock.  The special rule allowing
dents and for all qualifying $2,550 deduction for each ex-in 1996. These changes are dis- a deduction for the full fair mar-
persons for the child and de- emption to which you are enti-cussed in more detail throughout ket value of qualified appreciated
pendent care credit.  Unless tled. However, your exemptionthis publication. stock given to certain private
the child was born in December amount could be phased out iffoundations is reinstated, butChanges are also discussed
1996, you must provide the tax- you have high income. Seeonly for contributions made afterin Publication 553, Highlights of
payer identification number (gen- Chapter 3.June 30, 1996, and before June1996 Tax Changes.
erally the social security number)1, 1997. See Publication 526,
for each dependent and each Standard deduction.  For mostCharitable Contributions.Penal ty  due  to  new law
qualifying person for the child people, the standard deductionwaived.  You will not have to pay
and dependent care credit. If a has increased. Because of thisa penalty for underpaying either Damages for nonphysical inju-
taxpayer identification number is increase, it may benefit you toof the first two installments of ries or sickness or punitive
incorrect or missing, the exemp- take the standard deduction foryour 1996 estimated tax if you damages.  Generally, amounts
tion and the credit may not be al- 1996 even though you itemizedunderpaid because of provisions received after August 20, 1996,
lowed. See Chapter 3 for exemp- deductions in past years. Seein the Small Business Job Pro- as damages for nonphysical inju-
tions and Chapter 33 for the child Chapter 21.tection Act of 1996. See Chapter ries or sickness or as punitive and dependent care credit.5. damages are taxable. See Chap-

Limit on itemized deductions.ter 13.
Taxpayer identification num- Some of your itemized deduc-Credit for diesel-powered
bers for aliens.  If you, your de- tions may be limited if your ad-highway vehicles.  The credit Qualified campus lodging ex- pendent, or your qualifying child justed gross income is more thanallowed to purchasers of diesel- tended to academic health is a nonresident or resident alien a certain dollar amount. Forpowered highway vehicles has centers.  The exclusion from who does not have — and is not 1996, the amount is $117,950been repealed. If you purchased gross income for the value of eligible to get — a social security ($58,975 if you are married filinga diesel-powered highway vehi- qualified campus lodging is ex- number (SSN), file Form W–7 separately). See Chapter 22.cle after August 20, 1996, you tended to lodging provided on or with the IRS to apply for an indi-are not entitled to the special near academic health centers. vidual taxpayer identification Alaska Permanent Fund divi-credit. See Chapter 36. These are certain medical re- number (ITIN). You enter this dends.  If you otherwise qualify

search institutions that engage in number on your tax return wher- to file Form 1040A or 1040EZ,Death benefit exclusion re- and teach basic and clinical ever the SSN is requested, and you can report Alaska Perma-
pealed.  The exclusion from medical science and research. you use it for tax purposes only. nent Fund dividends on line 12 of
gross income for the first $5,000 See Publication 525, Taxable An ITIN does not entitle you to Form 1040A or line 3 of Form
of employer-provided death ben- and Nontaxable Income. the earned income credit, social 1040EZ. See Chapter 1.
efits is repealed for decedents security benefits, or change your
dying after August 20, 1996. See employment or immigration sta- Service in hazardous dutyNew rule to recover the tax-Chapters 11 and 13. tus under U.S. law. See Chapter area or combat zone.   Tax ben-free portion of certain annuity

1 for more information. efits are available to those whodistributions.  For qualified an-
Employer-provided educa- participated in Operation Jointnuities that start after November
tional assistance benefits. Earned income credit.  The Endeavor (Bosnia and Herzego-18, 1996, you must use a simpler
The exclusion from gross in- maximum amount of earned in- vina, Croatia, and Macedonia)formula to recover your basis (in-
come for up to $5,250 of quali- come credit you can receive has after November 20, 1995, and tovestment) in the annuity. Seefied employer-provided educa- inc reased .  The  max imum those who served in the PersianChapter 11.tional assistance benefits was amount of income you can earn Gulf area combat zone. For infor-
extended retroactively to apply and still get the earned income mation, see Publication 3, ArmedState tuition programs.  Effec-to tax years beginning after 1994 credit has also increased. Gen- Forces Tax Guide.tive for tax years ending after Au-and before June 1, 1997. The ex- erally, persons with investment

gust 20, 1996, distributions fromclusion does not apply to ex- income of more than $2,200 can- Standard mileage rate in-a qualified state tuition programpenses fo r  g raduate- leve l not claim the earned income creased.  For 1996, the stan-are taxable only to the extentcourses beginning after June 30, credit. For more information, in- dard mileage rate for the cost ofthey are more than the amount1996. For more information, in- cluding how to figure the amount operating your car is 31 cents a
contributed to the program. Seecluding how you can claim these of your credit, see Chapter 35. mile for all business miles. The
Publication 525, Taxable andbenefits for 1995 and 1996, get rate is 10 cents a mile for medi-
Nontaxable Income.Publication 508, Educational Socia l  secur i ty  numbers cal and moving expenses. See

Expenses. needed for the earned income Chapter 28 for business ex-
Unearned income of minor credit.  Unless the child was penses, Chapter 29 for educa-
children taxed on parent’s re-Savings bonds used for edu- born in December 1996, you tional expenses, Chapter 23 for
turn.  The amounts involved incation.  The amount of income must provide the social security medical expenses, and Chapter
the election to claim a child’syou can have before the exclu- number of each qualifying child 19 for moving expenses.
unearned income on the par-sion of interest from certain Se- to claim the earned income
ent ’s  return have been in-ries EE U.S. Savings bonds is credit. If a social security number Self-employment tax.  The
creased. The maximum amountphased out increased for 1993 is incorrect or missing from maximum net earnings subject to
of a minor child’s interest andthrough 1996. If your excludable Schedule EIC, the credit may not the social security tax portion of
dividend income that a parentinterest from savings bonds was be allowed. See Chapter 35 for self-employment tax (12.4%)

reduced or eliminated in 1993, may be able to report on his or details. has increased to $62,700. All net
1994, or 1995, you may be enti- her own return (rather than filing earn ings  o f  a t  l eas t  $400
tled to a refund. See Modified ad- a return for the minor child) has Who must file.  Generally, the ($108.28 for church employees)
justed gross income limit under been raised from less than amount of income you can have are subject to the Medicare tax
Education Savings Bonds Pro- $5,000 to less than $6,500. See before you must file a return has portion (2.9%). Use Schedule
gram in Chapter 8. Chapter 32 for details. been increased. See Chapter 1. SE (Form 1040) to figure the tax
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due. For more information, see Direct deposit of refund.  You Phone numbers for income enacted after the 1996 forms
Publication 533, Self-Employ- can ask to have your refund de- statements.  The W–2G and were printed, the statements you
ment Tax. posited directly into your account certain 1099 forms you receive get for 1996 may not include a

(at a bank or other financial insti- for 1996 should include a tele- phone number. m
Social security and Medicare tution) by completing the appro- phone number you can call to
taxes.  The maximum wages priate lines on your tax form. get answers to your questions
subject to social security tax There is no additional form to at- about the forms. However, be-
(6 .2%)  has  inc reased  to tach. See Chapter 1. cause the law requiring this was
$62,700. All wages are subject to
Medicare tax (1.45%).

Important Changes for 1997
This section highlights important IRA for spouse.  A married Medical savings accounts. Long-term care insurance and
tax changes that take effect in benefits.  Long-term care insur-Certain persons who are cov-couple filing a joint return can
1997 and that could affect your ance contracts issued after 1996ered under a high deductiblecontribute up to $2,000 to each
estimated tax payments for generally are treated as accidenthealth plan may be able to par-of their IRAs, even if one spouse
1997. More information on these and health insurance contracts.ticipate in a medical savings ac-had little or no income. See
and other changes can be found If you receive long-term care in-count program. You would thenChapter 18.
in Publication 553, Highlights of surance benefits from your em-be  ab le  to  deduc t  up  to
1996 Tax Changes. ployer, you generally will not in-$1,462.50 ($3,375 for family cov-IRA withdrawals to pay medi- clude them in your income.erage) a year for contributions to

cal expenses and medical in-Adoption tax credit.  You may Long-term care insurance con-a medical savings account, even
surance.  You generally pay abe able to claim a tax credit for tracts are ones that only provideif you do not itemize your deduc-
10% penalty if you withdrawqualified adoption expenses. certain coverage for the care oftions. Proceeds from this ac-
funds from your IRA before aThe credit can be as much as chronically ill individuals undercount would be used to pay un-
certain age. However, you may$5,000 for each child ($6,000 for the care of licensed health carereimbursed medical expenses.
not have to pay the penalty if thea child with special needs). practitioners.
withdrawals are used to pay un-

Medical expenses for long- Suspension of the 15% tax onAdoption assistance.  If your reimbursed medical expenses
term care.  You generally can in- excess distributions.  The 15%employer has an adoption assis- that are more than 71/2 % of your
clude in your medical expenses tax  on  d is t r ibu t ions  overtance program and pays or in- adjusted gross income. the costs of qualified long-term $150,000 has been suspendedcurs qualified expenses on your If you lose your job, you may care services. These costs in- for distributions made from IRAsbehalf, you can exclude from be able to withdraw funds from clude all or part of the premiums and qualified plans after 1996your gross income up to $5,000 your IRA without paying the 10% for qualif ied long-term care and before the year 2000.($6,000 for a child with special penalty if the withdrawals are not insurance.needs) of these benefits. more than the amount paid for Energy conservation subsi-

medical insurance for you and dies.  The exclusion from grossLife insurance paid beforeVoluntary withholding.  You your family. income of any subsidy provideddeath of insured.  Certain pay-can have federal income tax
by a public utility to a customerments received under a life in-withheld from your unemploy-
for the purchase or installation ofSelf-employed health insur- surance contract on behalf of ament compensation and certain
an energy conservation measureance deduction.  If you are self- terminally or chronically ill indi-federal payments you receive.
is available only for dwellingemployed, the part of your health vidual (an accelerated deathComplete Form W–4V, Voluntary
units. minsurance premiums you can de- benefit) can be excluded fromWithholding Request, and give it

duct increases to 40%. your income.to the payer.

Important Reminders
Listed below are important re- Form W–2 or 1099 from the for- pay a domestic employee (such Estimated tax and with-
minders and other items that eign payer.  This appl ies to as a nurse, babysitter or house- holding. If you must make esti-
may help you file your 1996 tax earned income (such as wages keeper) cash wages of $1,000 or mated tax payments or are sub-
return. Many of these items are and tips) as well as unearned in- more to work in your home, you ject to tax withholding, you have
explained in more detail later in come (such as interest, divi- generally will have to pay social the option of including any ex-
this publication. dends, capital gains, pensions, security and Medicare taxes. pected employment taxes when

rents and royalties). You pay these taxes with your in- figuring your estimated tax pay-
Foreign source income.  If you If you reside outside the come tax return, but wages paid ments or how much you want
are a U.S. citizen with income United States, you may be able to students under 18 are exempt. withheld from your pay. For more
from sources outside the United to exclude part or all of your for- As a household employer, you information, see Publication 505,
States (foreign income), you eign source earned income. For will need an employer identifica- Tax Withholding and Estimated
must report all such income on details, see Publication 54, Tax tion number (EIN) for the Forms Tax.
your tax return unless it is ex- Guide for U.S. Citizens and Resi- W–2 and Schedule H that you
empt by U.S. law. This is true Earned income credit withdent Aliens Abroad. must file. For more information,
whether you reside inside or your pay.  If a qualifying childsee Publication 926, Household
outside the United States and Social  securi ty taxes for lives with you and you expect toEmployer’s Tax Guide.
whether or not you receive a household employees.  If you qualify for the earned income
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credit in 1997, you may be able option from a computer store; it days. If you do not have the ad- income people. At many of these
to receive part of the credit in dress, you can get it by calling offices, you can file your tax re-is not available from the IRS.
each paycheck. See Chapter 35. the IRS number for your area turn electronically. (See ChapterFor more details on these

that is listed in your tax form in- 1 for information on electronic fil-fast filing methods, see Chapter
struction booklet. ing.) Call the IRS telephone num-Receipts for business ex- 1.

ber for your area for the locationpenses.  You must have receipts
of the volunteer assistance sitefor amounts that are $75 or more Assistance with your return.File one federal tax return.  File
near you.for certain business expenses. Assisters are available in manyonly one federal tax return re-

See Chapter 28. IRS offices throughout the coun-gardless of the number of jobs
try to help you prepare your own Tax return preparers.  Chooseyou had, Forms W–2 you re-
return. An assister will explain a your preparer carefully. If youLump-sum distributions.  You ceived, or states you lived in dur-
Form 1040EZ, Form 1040A, or pay someone to prepare your re-may be able to figure the tax on a ing the year.
Form 1040 with Schedules A and turn, the preparer is required,lump-sum distribution under the
B to you and other taxpayers in a under the law, to sign the return5–year tax option even if the plan Free tax help.  The IRS provides
group setting. At many of these and fill in the other blanks in theparticipant was born after 1935. free tax information and services
offices, you can also file your tax Paid Preparer’s area of your re-For more information, see Chap- throughout the year, and there
return electronically. (See Chap- turn. Remember, however, thatter 11. are approximately 100 publica-
ter 1 for information on elec- you are still responsible for thetions available. Publication 910,
tronic filing.) To find the location accuracy of every item enteredForms W–2 and 1099.  You Guide to Free Tax Services, de-
of the IRS office nearest you, on your return. If there is any un-should receive your 1996 Form scribes the publications and the
look in the phone book under derpayment, you are responsibleW–2, Wage and Tax Statement, free tax information services you
‘‘United States Government, In- for paying it, plus any interestand your Forms 1099 by January can receive.
ternal Revenue Service.’’ and penalty that may be due.31, 1997. If you have not re- If you have access to a per-

If you want help with your tax Therefore, you should be carefulceived them by January 31, ask sonal computer and a modem,
return, you should bring in your to choose someone who under-your employer or payer for them. you can also get many forms and
tax package, Forms W–2 and stands tax matters and will pre-If you still do not receive them by publications electronically. See
1099, and any other information pare a complete and accurateFebruary 15, call the IRS number How To Get Forms, Publications,
(such as a copy of last year’s re- tax return.for your area listed in your tax and Other Information in the
turn) that will help the assister toform instruction booklet. back of this book for details.
help you. Check the name and social se-Even if you do not receive

At most IRS offices you can curity number (SSN) on yourthese income statements, you Tele-Tax.  This telephone ser- also get tax forms, publications, tax form.  If either the name ormust still report your earnings. If vice provides recorded tax infor- and help with questions about SSN on your tax form does notyou lose your copy of Form W–2 mation on about 150 topics. IRS notices or bills. agree with your social securityor 1099, or if it is incorrect, ask Tele-Tax can also tell you the card ,  your  re fund  may  beyour employer or payer for a new status of your refund. In addition Videotaped instructions.  Vide- delayed or you may not receiveone. to listening to the Tele-Tax top- otaped instructions for complet- credit for your social security
ics by phone, you can also have ing your tax return are available earnings. If your Form W–2,Faster ways to file your return. them faxed to you. See What Is in either English or Spanish at Form 1099, or other tax docu-The IRS offers fast, accurate Tele-Tax? in your tax form in- many libraries. ment shows an incorrect SSN orways to f i le your tax return struction booklet. name, notify your employer orinformation.

the form-issuing agent. If theBraille tax materials.  Braille taxElectronic filing. You can
Telephone help.  IRS represent- name or number on your socialmaterials are available for reviewhave your return filed electroni-
atives are available to answer security card is incorrect, call thefrom Regional Libraries for thecally instead of mailing it to the
your tax questions by telephone. Social Security Administration atVisually Impaired in conjunctionIRS. You can have your refund
If, after reading the tax form in- 1–800–772–1213.with the National Library Servicedeposited directly into your
structions and IRS tax publica- for the Blind and Physicallychecking or savings account,
tions, you are not sure how to fill Handicapped. To locate your Rounding off.  It is easier toand in many states, you can file
out your return, or you have a nearest library, write to the Na- complete your tax return if youyour federal and state tax returns
question about an IRS notice, tional Library Service for the round off all money amounts.electronically at the same time.
you can call the IRS number for Blind and Physically Handi- Th is  means tha t  you dropOn-line filing. If you have a
your area. These numbers are capped, Library of Congress, amounts under 50 cents. For ex-computer, a modem and the
listed in your tax form instruction 1291 Taylor St., NW, Washing- ample, $25.32 becomes $25.00.necessary software, you can file
booklet, which also gives the ton, DC 20542. You increase amounts that areyour tax return from home using
hours of operation. You will not Braille materials currently 50 cents or more to the next dol-an IRS-accepted on-line service
be charged for the call unless available for review include this lar so that, for example, $25.50company or transmitter.
your phone company charges publication, Publication 334, Tax becomes $26.00.TeleFile. If you have a touch-
you for local calls. Guide for Small Business, and If you do round off, do so fortone phone and are filing Form

Forms 1040 ,  1040A,  and all amounts on your return. How-1040EZ, you may be able to file
TTY/TDD equipment.  If you 1040EZ and their instructions. ever, if you have to add two oryour tax return over the phone.
have access to TTY/TDD equip- more amounts to figure the totalYou can only use TeleFile if you
ment, you can call 1–800–829– to enter on a line, include centsreceive a TeleFile package in the Volunteer Income Tax Assis-
4059 with your tax questions or when adding the amounts andmail and meet the requirements tance (VITA) and Tax Counsel-
to order forms and publications. round off only the total.explained in it. ing for the Elderly (TCE).  Free
See your tax form instruction1040PC returns. You can help from volunteers is available
book le t  fo r  the  hours  o fuse a personal computer to pre- in most communities. After com- Records and receipts.  Do not
operation.pare a 1040PC return. The return pleting IRS training, these volun- send in records, receipts, or can-

has fewer pages because the teers help prepare basic tax re- celed checks with your tax re-
Written tax questions.  You cancomputer only prints lines on turns for taxpayers with special turn. Keep your records available
send your written tax questionswhich you make an entry. You needs, including persons with so that you can produce them if
to your IRS District Director. Youcan get tax preparation software disabilities, the elderly, non-En- the amounts you claim on your
should get an answer in about 30that includes the 1040PC print glish-speaking people, and low- return are ever questioned.
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You generally should keep check or money order. Use you for the balance due, plus in- to, or for an overpayment that
records that support items of in- Form 1040–V,  Payment terest if the balance is not paid should have been credited to es-
come or deductions on a return Voucher, to send your pay- by the due date. You may also timated tax, do not cash the
for 3 years from the date the re- ment, and put it loose in the have to pay a failure-to-pay check. Call the IRS number for
turn was filed or two years from mailing envelope. penalty. your area.
the date the tax was paid, which- If you do not file your return If you receive a check for

Note. If you pay the first in-ever is later. by the due date, you will have to more  than  the  re fund you
stallment of your 1997 estimatedYou should keep records that pay interest on the amount you claimed, do not cash the check
tax at the same time you file yourrelate to the cost of property as owe, and you may have to pay a until you receive a notice ex-
1996 return, do not send it withlong as they are important in fig- failure-to-pay penalty plus inter- plaining the difference.
your return. Use a separateuring its basis. See Chapter 1. est on the penalty. You may also If your refund check is for
check or money order and mail it have to pay a failure-to-file pen- less than you claimed, it should
in a separate envelope to the ad- alty, plus interest. See Chapter 1. be accompanied by a notice ex-Filing reminders.  Before you
dress for your area given in the plaining the difference. Cashingfile your return, be sure you do all
instructions for Form 1040–ES, the check does not stop youof the following. Installment agreement.  If you
Estimated Tax for Individuals. from claiming an addit ionalcannot pay the full amount due● Make sure the information on

amount of refund.with your return, you may ask toall Forms W–2 you receive is
Death of taxpayer.  If a tax- If you did not receive a noticemake monthly installment pay-correct.
payer died before filing a re- and you have any questionsments. See Chapter 1.

● Put all income, deductions, quired return, the taxpayer’s per- about the amount of your refund,
credits, and tax items on the sonal representative must file you should wait two weeks. If youAmended return.  If you find
correct lines. and sign a return for that person. still have not received a notice,changes in your income, deduc-

A personal representative can call the IRS number for yourtions, or credits after you mail● Check your social security
be an executor, administrator, or area.your return, file Form 1040X,numbers or ITINs. Incorrect or
anyone who is in charge of the Amended U.S. Individual Incomemissing numbers for you, your
taxpayer’s property. If a joint re- Tax Return, to change the return Do you want more or less taxspouse, or your dependents
turn is filed, the surviving spouse you already filed. See Chapter 1. withheld in 1997?  If your 1996may delay your refund.
must also sign it. If no personal refund is large and you want to● Use the correct chart or work- representative has been ap- have less tax withheld from yourPenalties.  Certain ‘‘accuracy’’sheet if you take the standard pointed, see Chapter 4. pay, you should get Form W–4,penalties can be imposed, in-deduction.

Employee’s Withholding Allow-cluding the penalties for negli-
● Use the correct column in the Copy of return.  Keep a copy of ance Certificate, from your em-gence and for substantial under-

Tax Table or the appropriate your tax return. It may be helpful ployer. Complete Form W–4statement of income tax. There
Tax Rate Schedule. in amending a filed return or pre- c la iming any addi t ional  a l -are also penalties for failing to

paring future returns. You can lowances you are entitled to, andprovide a social security number● Check your math carefully.
ask the IRS for a copy of a prior return the form to your employer.and for fraud. See Chapter 1.

● Sign and date your return and year tax return or a transcript of If you owe a large amount of taxenter your occupation. On a tax account information. See this year, you may need to giveAddress change.  If you move,joint return both husband and Chapter 1. your employer a completedbe sure to notify the IRS usingwife must sign.
Form W–4 claiming fewer al-Form 8822, Change of Address.

Gift to reduce the public debt.● If you received a tax return lowances or asking for an addi-Mail it to the Service Center
You can make a voluntary gift topackage with a peel-off label tional amount to be withheldwhere you filed your last return.
reduce the public debt. To do so,showing your address, trans- from each paycheck. See Chap-Addresses for the Service Cen-
make a check payable to Bureaufer the label to your return and ter 5.ters are on the back of the form.
of the Public Debt. You can sendmake any necessary correc- If you move after you file your
it to:tions to it. Use the label from return and you are expecting a Estimated tax.  Tax changes for

your federal tax return pack- refund, also notify the post office 1997 may affect whether youBureau of the Public Debtage and not the one that came serving your old address. This must make estimated tax pay-Department Gwith your state tax return. Us- will help to forward your check to ments and the amount of yourWashington, DC 20239–ing the label helps us identify your new address. payments. Generally, you must0601your account, saves process- make estimated tax payments if
ing time, and speeds refunds. you expect to owe at least $500Refund information.  You canOr, you can enclose the check

and you expect your withholdinguse Tele-Tax to find out the sta-● If you are married filing a joint with your 1996 income tax return
and credits to be less than thetus of your refund by telephone.return and did not get a label, when you file. See Chapter 1.
smaller of (1) 90% of the tax(However, electronically filed re-or you are married filing a sep-
shown on your 1997 return or (2)turn refund information may notarate return, enter your Where to file.  If an envelope
100% of the tax shown on yourbe on your area’s Tele-Tax sys-spouse’s social security num- addressed to the IRS came with
1996 return. However, certaintem.) For details on how to useber in the spaces provided on your 1996 return, please use it to
taxpayers may not be able to usethis service, see What Is Tele-your tax form. mail your return, and be sure to
100% of their 1996 tax to figureTax? in your tax form instructionuse enough postage. If you do● Attach all Forms W–2 to the
their 1997 estimated tax pay-booklet.not have it, or if you moved dur-left margin of the front page of
ments. See Chapter 5.ing the year, mail your return toyour return.

Refund checks.  Be sure tothe address listed for your area
● Attach all forms and sched- cash your refund check soon af- Unresolved tax problems. under Where Do I File? in your

ules in attachment sequence ter you receive it. Checks not The Problem Resolution Pro-tax form instruction booklet.
number order. See Chapter 1. cashed within 12 months of the gram is for taxpayers who have

date of the check will be can-● Send your check or money or- File on time — even if you can- been unable to resolve their
celed. See Chapter 1.der for the amount you owe. not pay.  If you do not have the problems with the IRS. If you

Write your social security money to pay the amount you have a tax problem you cannot
number, name, address, day- owe on your return, you should Refund more or less than ex- clear up through normal chan-
time telephone number, form file your return on time and pay pected.  If you receive a check nels, write to your local IRS Dis-
number and tax year on your what you can. The IRS will bill for a refund you are not entitled trict Director or call your local
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credit in 1997, you may be able option from a computer store; it days. If you do not have the ad- income people. At many of these
to receive part of the credit in dress, you can get it by calling offices, you can file your tax re-is not available from the IRS.
each paycheck. See Chapter 35. the IRS number for your area turn electronically. (See ChapterFor more details on these

that is listed in your tax form in- 1 for information on electronic fil-fast filing methods, see Chapter
struction booklet. ing.) Call the IRS telephone num-Receipts for business ex- 1.

ber for your area for the locationpenses.  You must have receipts
of the volunteer assistance sitefor amounts that are $75 or more Assistance with your return.File one federal tax return.  File
near you.for certain business expenses. Assisters are available in manyonly one federal tax return re-

See Chapter 28. IRS offices throughout the coun-gardless of the number of jobs
try to help you prepare your own Tax return preparers.  Chooseyou had, Forms W–2 you re-
return. An assister will explain a your preparer carefully. If youLump-sum distributions.  You ceived, or states you lived in dur-
Form 1040EZ, Form 1040A, or pay someone to prepare your re-may be able to figure the tax on a ing the year.
Form 1040 with Schedules A and turn, the preparer is required,lump-sum distribution under the
B to you and other taxpayers in a under the law, to sign the return5–year tax option even if the plan Free tax help.  The IRS provides
group setting. At many of these and fill in the other blanks in theparticipant was born after 1935. free tax information and services
offices, you can also file your tax Paid Preparer’s area of your re-For more information, see Chap- throughout the year, and there
return electronically. (See Chap- turn. Remember, however, thatter 11. are approximately 100 publica-
ter 1 for information on elec- you are still responsible for thetions available. Publication 910,
tronic filing.) To find the location accuracy of every item enteredForms W–2 and 1099.  You Guide to Free Tax Services, de-
of the IRS office nearest you, on your return. If there is any un-should receive your 1996 Form scribes the publications and the
look in the phone book under derpayment, you are responsibleW–2, Wage and Tax Statement, free tax information services you
‘‘United States Government, In- for paying it, plus any interestand your Forms 1099 by January can receive.
ternal Revenue Service.’’ and penalty that may be due.31, 1997. If you have not re- If you have access to a per-

If you want help with your tax Therefore, you should be carefulceived them by January 31, ask sonal computer and a modem,
return, you should bring in your to choose someone who under-your employer or payer for them. you can also get many forms and
tax package, Forms W–2 and stands tax matters and will pre-If you still do not receive them by publications electronically. See
1099, and any other information pare a complete and accurateFebruary 15, call the IRS number How To Get Forms, Publications,
(such as a copy of last year’s re- tax return.for your area listed in your tax and Other Information in the
turn) that will help the assister toform instruction booklet. back of this book for details.
help you. Check the name and social se-Even if you do not receive

At most IRS offices you can curity number (SSN) on yourthese income statements, you Tele-Tax.  This telephone ser- also get tax forms, publications, tax form.  If either the name ormust still report your earnings. If vice provides recorded tax infor- and help with questions about SSN on your tax form does notyou lose your copy of Form W–2 mation on about 150 topics. IRS notices or bills. agree with your social securityor 1099, or if it is incorrect, ask Tele-Tax can also tell you the card ,  your  re fund  may  beyour employer or payer for a new status of your refund. In addition Videotaped instructions.  Vide- delayed or you may not receiveone. to listening to the Tele-Tax top- otaped instructions for complet- credit for your social security
ics by phone, you can also have ing your tax return are available earnings. If your Form W–2,Faster ways to file your return. them faxed to you. See What Is in either English or Spanish at Form 1099, or other tax docu-The IRS offers fast, accurate Tele-Tax? in your tax form in- many libraries. ment shows an incorrect SSN orways to f i le your tax return struction booklet. name, notify your employer orinformation.

the form-issuing agent. If theBraille tax materials.  Braille taxElectronic filing. You can
Telephone help.  IRS represent- name or number on your socialmaterials are available for reviewhave your return filed electroni-
atives are available to answer security card is incorrect, call thefrom Regional Libraries for thecally instead of mailing it to the
your tax questions by telephone. Social Security Administration atVisually Impaired in conjunctionIRS. You can have your refund
If, after reading the tax form in- 1–800–772–1213.with the National Library Servicedeposited directly into your
structions and IRS tax publica- for the Blind and Physicallychecking or savings account,
tions, you are not sure how to fill Handicapped. To locate your Rounding off.  It is easier toand in many states, you can file
out your return, or you have a nearest library, write to the Na- complete your tax return if youyour federal and state tax returns
question about an IRS notice, tional Library Service for the round off all money amounts.electronically at the same time.
you can call the IRS number for Blind and Physically Handi- Th is  means tha t  you dropOn-line filing. If you have a
your area. These numbers are capped, Library of Congress, amounts under 50 cents. For ex-computer, a modem and the
listed in your tax form instruction 1291 Taylor St., NW, Washing- ample, $25.32 becomes $25.00.necessary software, you can file
booklet, which also gives the ton, DC 20542. You increase amounts that areyour tax return from home using
hours of operation. You will not Braille materials currently 50 cents or more to the next dol-an IRS-accepted on-line service
be charged for the call unless available for review include this lar so that, for example, $25.50company or transmitter.
your phone company charges publication, Publication 334, Tax becomes $26.00.TeleFile. If you have a touch-
you for local calls. Guide for Small Business, and If you do round off, do so fortone phone and are filing Form

Forms 1040 ,  1040A,  and all amounts on your return. How-1040EZ, you may be able to file
TTY/TDD equipment.  If you 1040EZ and their instructions. ever, if you have to add two oryour tax return over the phone.
have access to TTY/TDD equip- more amounts to figure the totalYou can only use TeleFile if you
ment, you can call 1–800–829– to enter on a line, include centsreceive a TeleFile package in the Volunteer Income Tax Assis-
4059 with your tax questions or when adding the amounts andmail and meet the requirements tance (VITA) and Tax Counsel-
to order forms and publications. round off only the total.explained in it. ing for the Elderly (TCE).  Free
See your tax form instruction1040PC returns. You can help from volunteers is available
book le t  fo r  the  hours  o fuse a personal computer to pre- in most communities. After com- Records and receipts.  Do not
operation.pare a 1040PC return. The return pleting IRS training, these volun- send in records, receipts, or can-

has fewer pages because the teers help prepare basic tax re- celed checks with your tax re-
Written tax questions.  You cancomputer only prints lines on turns for taxpayers with special turn. Keep your records available
send your written tax questionswhich you make an entry. You needs, including persons with so that you can produce them if
to your IRS District Director. Youcan get tax preparation software disabilities, the elderly, non-En- the amounts you claim on your
should get an answer in about 30that includes the 1040PC print glish-speaking people, and low- return are ever questioned.
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You generally should keep check or money order. Use you for the balance due, plus in- to, or for an overpayment that
records that support items of in- Form 1040–V,  Payment terest if the balance is not paid should have been credited to es-
come or deductions on a return Voucher, to send your pay- by the due date. You may also timated tax, do not cash the
for 3 years from the date the re- ment, and put it loose in the have to pay a failure-to-pay check. Call the IRS number for
turn was filed or two years from mailing envelope. penalty. your area.
the date the tax was paid, which- If you do not file your return If you receive a check for

Note. If you pay the first in-ever is later. by the due date, you will have to more  than  the  re fund you
stallment of your 1997 estimatedYou should keep records that pay interest on the amount you claimed, do not cash the check
tax at the same time you file yourrelate to the cost of property as owe, and you may have to pay a until you receive a notice ex-
1996 return, do not send it withlong as they are important in fig- failure-to-pay penalty plus inter- plaining the difference.
your return. Use a separateuring its basis. See Chapter 1. est on the penalty. You may also If your refund check is for
check or money order and mail it have to pay a failure-to-file pen- less than you claimed, it should
in a separate envelope to the ad- alty, plus interest. See Chapter 1. be accompanied by a notice ex-Filing reminders.  Before you
dress for your area given in the plaining the difference. Cashingfile your return, be sure you do all
instructions for Form 1040–ES, the check does not stop youof the following. Installment agreement.  If you
Estimated Tax for Individuals. from claiming an addit ionalcannot pay the full amount due● Make sure the information on

amount of refund.with your return, you may ask toall Forms W–2 you receive is
Death of taxpayer.  If a tax- If you did not receive a noticemake monthly installment pay-correct.
payer died before filing a re- and you have any questionsments. See Chapter 1.

● Put all income, deductions, quired return, the taxpayer’s per- about the amount of your refund,
credits, and tax items on the sonal representative must file you should wait two weeks. If youAmended return.  If you find
correct lines. and sign a return for that person. still have not received a notice,changes in your income, deduc-

A personal representative can call the IRS number for yourtions, or credits after you mail● Check your social security
be an executor, administrator, or area.your return, file Form 1040X,numbers or ITINs. Incorrect or
anyone who is in charge of the Amended U.S. Individual Incomemissing numbers for you, your
taxpayer’s property. If a joint re- Tax Return, to change the return Do you want more or less taxspouse, or your dependents
turn is filed, the surviving spouse you already filed. See Chapter 1. withheld in 1997?  If your 1996may delay your refund.
must also sign it. If no personal refund is large and you want to● Use the correct chart or work- representative has been ap- have less tax withheld from yourPenalties.  Certain ‘‘accuracy’’sheet if you take the standard pointed, see Chapter 4. pay, you should get Form W–4,penalties can be imposed, in-deduction.

Employee’s Withholding Allow-cluding the penalties for negli-
● Use the correct column in the Copy of return.  Keep a copy of ance Certificate, from your em-gence and for substantial under-

Tax Table or the appropriate your tax return. It may be helpful ployer. Complete Form W–4statement of income tax. There
Tax Rate Schedule. in amending a filed return or pre- c la iming any addi t ional  a l -are also penalties for failing to

paring future returns. You can lowances you are entitled to, andprovide a social security number● Check your math carefully.
ask the IRS for a copy of a prior return the form to your employer.and for fraud. See Chapter 1.

● Sign and date your return and year tax return or a transcript of If you owe a large amount of taxenter your occupation. On a tax account information. See this year, you may need to giveAddress change.  If you move,joint return both husband and Chapter 1. your employer a completedbe sure to notify the IRS usingwife must sign.
Form W–4 claiming fewer al-Form 8822, Change of Address.

Gift to reduce the public debt.● If you received a tax return lowances or asking for an addi-Mail it to the Service Center
You can make a voluntary gift topackage with a peel-off label tional amount to be withheldwhere you filed your last return.
reduce the public debt. To do so,showing your address, trans- from each paycheck. See Chap-Addresses for the Service Cen-
make a check payable to Bureaufer the label to your return and ter 5.ters are on the back of the form.
of the Public Debt. You can sendmake any necessary correc- If you move after you file your
it to:tions to it. Use the label from return and you are expecting a Estimated tax.  Tax changes for

your federal tax return pack- refund, also notify the post office 1997 may affect whether youBureau of the Public Debtage and not the one that came serving your old address. This must make estimated tax pay-Department Gwith your state tax return. Us- will help to forward your check to ments and the amount of yourWashington, DC 20239–ing the label helps us identify your new address. payments. Generally, you must0601your account, saves process- make estimated tax payments if
ing time, and speeds refunds. you expect to owe at least $500Refund information.  You canOr, you can enclose the check

and you expect your withholdinguse Tele-Tax to find out the sta-● If you are married filing a joint with your 1996 income tax return
and credits to be less than thetus of your refund by telephone.return and did not get a label, when you file. See Chapter 1.
smaller of (1) 90% of the tax(However, electronically filed re-or you are married filing a sep-
shown on your 1997 return or (2)turn refund information may notarate return, enter your Where to file.  If an envelope
100% of the tax shown on yourbe on your area’s Tele-Tax sys-spouse’s social security num- addressed to the IRS came with
1996 return. However, certaintem.) For details on how to useber in the spaces provided on your 1996 return, please use it to
taxpayers may not be able to usethis service, see What Is Tele-your tax form. mail your return, and be sure to
100% of their 1996 tax to figureTax? in your tax form instructionuse enough postage. If you do● Attach all Forms W–2 to the
their 1997 estimated tax pay-booklet.not have it, or if you moved dur-left margin of the front page of
ments. See Chapter 5.ing the year, mail your return toyour return.

Refund checks.  Be sure tothe address listed for your area
● Attach all forms and sched- cash your refund check soon af- Unresolved tax problems. under Where Do I File? in your

ules in attachment sequence ter you receive it. Checks not The Problem Resolution Pro-tax form instruction booklet.
number order. See Chapter 1. cashed within 12 months of the gram is for taxpayers who have

date of the check will be can-● Send your check or money or- File on time — even if you can- been unable to resolve their
celed. See Chapter 1.der for the amount you owe. not pay.  If you do not have the problems with the IRS. If you

Write your social security money to pay the amount you have a tax problem you cannot
number, name, address, day- owe on your return, you should Refund more or less than ex- clear up through normal chan-
time telephone number, form file your return on time and pay pected.  If you receive a check nels, write to your local IRS Dis-
number and tax year on your what you can. The IRS will bill for a refund you are not entitled trict Director or call your local
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IRS office and ask for Problem For more information about Paperwork Reduction Act of obtain a benefit, or mandatory
Resolution assistance. If you 1980 say that when we ask you under the law. A complete state-the Problem Resolution Pro-
have access to TTY/TDD equip- for information we must first tell ment on this subject can begram, get Publication 1546, How
ment, you can call 1–800–829– you what our legal right is to ask found in your tax form instructionto use the Problem Resolution
4059 to ask for help from Prob- for the information, why we are booklet. mProgram of the IRS.
lem Resolution. asking for it, how it will be used,

This office cannot change what could happen if we do not
the tax law or technical deci- receive it, and whether your re-

Privacy Act and paperwork re-sions. But it can help you clear sponse is voluntary, required to
duction information.  The Pri-up problems that resulted from

previous contacts. vacy  Ac t  o f  1974 and the
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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 what 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. 

Taxpayer identification number for
aliens.   If you, or your dependent is a non- Introduction
resident or resident alien who does not1.

This chapter discusses:have—and is not eligible to get—a social se-
curity number, file Form W-7 with the IRS to ● Whether you have to file a return,Filing apply for an Individual Taxpayer Identifica-

● Which form to use,tion Number (ITIN). You enter this numberInformation wherever the SSN is requested, and you use ● When, how, and where to file your return,
it for tax purposes only.

● What happens if you pay too little or tooFor more information on an ITIN:
much tax,

● For you or your dependent, see Social Se-
● What records you should keep and howcurity Number under How Do I Prepare MyImportant Changes long you should keep them, andReturn?

for 1996 ● How you can change a return that you● For your qualifying child, see Social secur-
have already filed.ity number under Who Can Claim theWho must file.  Generally, the amount of in-

Credit in Chapter 35.come you can receive before you must file a
return has been increased.

Direct deposit of refund.  Instead of getting Do I Have To
a paper check, you may be able to have your Important Reminders File a Return?  refund deposited directly into your account
at a bank or other financial institution. See TeleFile.  If you receive a TeleFile tax pack- If you are a citizen or resident of the United
Direct deposit under Refunds, later. age, you may be able to file your tax return States or a resident of Puerto Rico and you

over the phone. See TeleFile under Does My meet the filing requirements for any of the
Return Have To Be On Paper?Social security number for dependent. following categories that apply to you, you

You must provide the social security number must file a federal income tax return:
(SSN) of each dependent you claim, regard- Installment agreement.  If you cannot pay

● Individuals—In Generalless of the dependent’s age. But you do not the full amount due with your return, you may
need to provide an SSN for a child born in ask to make monthly installment payments. Surviving Spouses, Executors, Ad-
December of 1996. For more information, See Installment Agreement, later, under ministrators, or Legal
see Social Security Number, under How Do I Amount You Owe. Representatives
Prepare My Return? later.

U.S. Citizens Living Outside the U.S.
Change of address.  If you change your ad-

Residents of Puerto RicoAlaska Permanent Fund dividends.  A divi- dress for any reason, you should use Form
dend from the Alaska Permanent Fund can 8822, Change of Address, to notify the IRS. Individuals With Income From U.S.

See Change of Address, later, under Whatnow be reported on Form 1040A, line 12, or Possessions
Happens After I File?Form 1040EZ, line 3, as well as on Form

● Dependents1040, line 21. Please see Chapter 13 for
more information about this income. Electronic filing.  You may want to take ad- ● Children Under Age 14

vantage of filing your return electronically in-
● Self-Employed Personsstead of on a paper form. Electronic filingService in hazardous duty area or com-

can shorten the time for processing returnsbat zone.  You are allowed additional time to ● Aliens
to within 3 weeks. See Electronic Filing,take care of tax matters if you are a member
later, under Does My Return Have To Be Onof the Armed Forces who served in the Per- The filing requirements apply even if you
Paper?sian Gulf Area combat zone, or a qualified do not owe tax.

hazardous duty area (Bosnia and Herzego-
vina, Croatia, or Macedonia) in the former Computerized returns.  You may want to Even if you do not have to file a re-
Yugoslavia, or if you are not a member of the prepare your return on a personal computer. turn, it may be to your advantage to
Armed Forces but served in the combat This return, called a 1040PC return, can be do so. See Who Should File, later.
zone or hazardous duty area in support of processed faster and more accurately than
the Armed Forces. You are allowed addi- the regular tax return. Whenever this chapter
tional time for filing your tax returns, paying refers to Form 1040, it generally also in- One return.  File only one federal income
your taxes, and filing claims for refunds. See cludes a 1040PC return. See Computerized tax return regardless of how many jobs you
Individuals Serving in Combat Zone, later, Returns, later, under Does My Return Have had, how many Forms W–2 you received, or
under When Do I have To File? To Be On Paper? for more information. how many states you lived in during the year.
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If you are a resident of Puerto Rico for theU.S. CitizensIndividuals—In General 
entire year, gross income does not includeLiving Outside the U.S.  If you are a U.S. citizen or resident, whether income from sources within Puerto Rico, ex-

If you are a U.S. citizen living outside theyou must file depends on three factors: cept for amounts received as an employee
United States, you must file a return if you of the United States or a United States1) Your gross income, meet the filing requirements. For more infor- agency. If you receive income from Puerto
mation on special tax rules that may apply to2) Your filing status, and Rican sources that is not subject to U.S. tax,
you, get Publication 54, Tax Guide for U.S. you must reduce your standard deduction.3) Your age. Citizens and Resident Aliens Abroad. It is As a result, the income level for your require-
available at most U.S. embassies and con- ment to file a U.S. income tax return is lower

To find out whether you must file, see Ta- sulates, or you can order it using the order than the applicable amount in Table 1–1 or
ble 1–1, Table 1–2, and Table 1–3. Even if no blank at the end of this publication. Table 1–2. See U.S. taxation and its discus-
table shows that you must file, you may need sion, Standard deduction, under The Com-
to file to get money back (see Who Should monwealth of Puerto Rico in Publication 570,Residents of Puerto Rico  File, later). Tax Guide for Individuals With Income FromGenerally, 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-Gross income.   This includes all income
come tax return if you meet the filing require-you receive in the form of money, goods,
ments. This is in addition to any legalproperty, and services that is not exempt
requirement you may have to file an incomefrom tax. Common types of income are dis-
tax return for Puerto Rico.cussed in the chapters in Part Two of this

publication.
Community property.  If you are mar-

Table 1-1. 1996 Filing Requirements for Most Taxpayersried 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 1996. Then, read across to findcome described by state law as community
your filing status and age at the end of 1996. You must file a return if your gross income wasincome 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 homewith your spouse. See Publication 555, Com-
(even if you may exclude or postpone part or all of the gain). When using this table, do notmunity Property, for more information. count social security benefits as gross income unless you are married filing a separate

Self-employed individuals.  If you are return and lived with your spouse at any time in 1996. (If you must count the benefits, see
self-employed, your gross income includes Married filing separately and living with spouse under Are Any of Your Benefits Taxable? in
the amount on line 7 of Schedule C (Form Chapter 12 for the amount of social security benefits to count.)
1040), Profit or Loss From Business, or line 1 Also, see Table 1-2 and Table 1-3 for other situations when you must file.
of Schedule C–EZ (Form 1040), Net Profit
From Business. See Self-Employed Per- Marital Status Filing Status Age* Gross Income
sons, later, for more information about your

under 65 $6,550filing requirements.
Single (including divorced Single 65 or older $7,550
and legally separated)Filing status.  Your filing status depends on

Head of under 65 $8,450whether you are single or married and on
household 65 or older $9,450

your family situation. Your filing status is de-
termined on the last day of your tax year, Married with a child and
which is December 31 for most taxpayers. living apart from your
See Chapter 2 for an explanation of each fil- spouse during the last 6 Head of under 65 $8,450
ing status. months of 1996 household 65 or older $9,450

under 65Age.   If you are 65 or older at the end of the
(both spouses) $11,800year, you generally can have a higher

Married and living with Married, joint 65 or olderamount of gross income than other taxpay-
your spouse at end of return (one spouse) $12,600ers before you must file. See Table 1–1. You
1996 (or on the date your 65 or olderare considered 65 on the day before your
spouse died) (both spouses) $13,40065th birthday. For example, if your 65th birth-

day was on January 1, 1997, you are consid- Married, separate
return any age $2,550ered 65 for 1996.

Married, not living withSurviving Spouses, your spouse at the end of Married, joint or
Executors, Administrators, 1996 (or on the date your separate return any age $2,550

spouse died)or Legal Representatives  
You must file a final return for a decedent (a under 65 $6,550
person who died) if: Single 65 or older $7,550
● You are the surviving spouse, executor, Head of under 65 $8,450

administrator, or legal representative, and Widowed before 1996 and household 65 or older $9,450
not remarried in 1996● The decedent met the filing requirements

Qualifyingat the date of death.
widow(er) with under 65 $9,250
dependent child 65 or older $10,050

For more information on rules for dece-
dents, see Chapter 4. * If you were age 65 on January 1, 1997, you are considered to be age 65 at the end of 1996.
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A child is liable for his or her own tax. But ● Are an independent contractor.Individuals With Income
if a child’s income tax is not paid, the parent ● Are a member of a partnership.From U.S. Possessions 
or guardian is liable for the tax on the child’s

● Are in business for yourself in any otherIf you had income from Guam, the Northern salaries and wages, but not for any tax on way.Mariana Islands, American Samoa, the Vir- any other income of the child.
gin Islands, or Puerto Rico, special rules may

Self-employment can include work in ad-apply in determining whether you must file a Child’s income.  Amounts a child earns by dition to your regular full-time business activ-U.S. federal income tax return. In addition, performing services are his or her gross in- ities. It also includes certain part-time workyou may have to file a return with the individ- come. This is true even if under local law the that you do at home or in addition to yourual island government. See Publication 570 child’s parents have the right to the earnings regular job.for more information. and may actually have received them. You must file a return if your gross in-
come is at least as much as the filing require-

Dependents  ment amount for your filing status and ageChildren Under Age 14 
(shown in Table 1–1). Also, you must fileIf you are a dependent (one who meets the If a child’s only income is interest and divi-
Form 1040 and Schedule SE (Form 1040) if:dependency tests in Chapter 3), see Table dends (including Alaska Permanent Fund

1–2 to find whether you must file. You also 1) Your net earnings from self-employ-dividends) and certain other conditions are
must file if your situation is one of those de- ment (excluding church employee in-met, a parent can elect to include the child’s
scribed in Table 1–3. come) were $400 or more, orincome on the parent’s return. If this election

is made, the child does not have to file a re- 2) You had church employee income of
Responsibility of parent.   If a dependent turn. See Parent’s Election To Report Child’s $108.28 or more (see Employees of
child with taxable income cannot file an in- Interest and Dividends in Chapter 32. churches, later, and Table 1–3 ).
come tax return, a parent, guardian, or other
legally responsible person must file it for the Self-Employed Persons  Gross income.  For purposes of the filing re-child. If the child cannot sign the return, the

You are self-employed if you: quirements, your gross income includes allfiler must sign the child’s name followed by
income you receive in the form of money,the words ‘‘By (signature), parent (or guard- ● Carry on a trade or business as a sole
goods, property, and services that is not ex-ian) for minor child.’’ proprietor.
empt from tax. This includes the gross in-
come amount on line 7 of Schedule C (Form
1040), Profit or Loss From Business, or line 1Table 1-2. 1996 Filing Requirements for Dependents
of Schedule C–EZ (Form 1040), Net ProfitSee Chapter 3 to find out if someone can claim you as a dependent.
From Business.

If your parent (or someone else) can claim you as a dependent, and any of the situa-
Net earnings of $400 or more.  You musttions below applies to you, you must file a return. (See Table 1–3 for other situations
file a tax return if you had net earnings ofwhen you must file.)
$400 or more from self-employment. ThisIn this table, earned income means salaries, wages, tips, and professional fees. It
applies regardless of your age.also includes taxable scholarship and fellowship grants (see Scholarship and Fellow-

ship Grants in Chapter 13). Net earnings from self-employment are
Unearned income is investment-type income such as interest, dividends, and figured on line 4 of Schedule SE (Form

capital gains. It also includes unemployment compensation, taxable social security 1040), Section A or line 4c of Schedule SE
benefits, pensions, annuities, and distributions of unearned income from a trust. (Form 1040), Section B.

Caution: If your gross income was $2,550 or more, you generally cannot be Minimum amount.  You must have $400
claimed as a dependent unless you were under age 19 or a full-time student or more of net earnings from self-employ-
 under age 24. For details, see Gross Income Test in Chapter 3. ment to be subject to self-employment tax. If

your net earnings are less than $400, you doSingle dependents—Were you either age 65 or older or blind?
not have to pay the tax, unless you had□ No. You must file a return if any of the following apply.
church employee income of $108.28 or● Your unearned income was $1 or more, and the total of that income plus your
more.earned income was more than $650.

● You had no unearned income, and your earned income was more than Self-employment tax.   Self-employment
$4,000. tax is comparable to the social security and

□ Yes. You must file a return if any of the following apply. Medicare tax withheld from an employee’s
● Your earned income was more than $5,000 ($6,000 if 65 or older and blind), wages.
● Your unearned income was more than $1,650 ($2,650 if 65 or older and blind), The combined self-employment tax rate

for 1996 is 15.3%. The 15.3% rate is a total● Your gross income was more than:
of 12.4% for social security and 2.9% for1) The larger of $650 or your earned income (up to $4,000), plus
Medicare. Use Schedule SE (Form 1040),2) $1,000 ($2,000 if 65 or older and blind).
Self-Employment Tax, to figure your tax. At-

Married dependents—Were you either age 65 or older or blind? tach it to Form 1040. A copy of this schedule
□ No. You must file a return if any of the following apply. is shown in Chapter 39.

● Your gross income was at least $5 and your spouse files a separate return on Maximum amount.  No more than
Form 1040 and itemizes deductions. $62,700 of your combined wages, tips, and

net earnings in 1996 is subject to any combi-● You had no unearned income, and your earned income was more than
$3,350, nation of the 12.4% social security part of

self-employment tax, social security tax, or● Your unearned income was $1 or more, and the total of that income plus your
railroad retirement (tier 1) tax.earned income was more than $650.

However, all of your net earnings from□ Yes. You must file a return if any of the following apply.
self-employment in 1996 are subject to the● Your earned income was more than $4,150 ($4,950 if 65 or older and blind),
2.9% Medicare part of self-employment tax.● Your unearned income was more than $1,450 ($2,250 if 65 or older and blind),

Foreign governments or international
● Your gross income was more than: organizations.  If you are a U.S. citizen who

1) The larger of $650 or your earned income (up to $3,350), plus works in the United States for an interna-2) $800 ($1,600 if 65 or older and blind).
tional organization, a foreign government, or
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a wholly owned instrumentality of a foreign ● You (and your spouse if married filing aWho Should File 
joint return) were under age 65 on Janu-government, and if your work is exempt from
ary 1, 1997, and not blind at the end ofsocial security and Medicare taxes, you must Even if you do not have to file, you
1996.pay self-employment tax on earnings from should file a federal income tax re-

services performed in the United States. turn to get money back if:
● You do not claim any dependents.Ministers.   Income from services you 1) You had income tax withheld from your

performed as a minister is subject to self-em- pay, or
● Your taxable income is less than $50,000.ployment tax unless you have requested and

2) You qualify for the earned incomereceived an exemption from the tax. This
credit. See Chapter 35 for morealso applies to Christian Science practition- ● Your income is only from wages, salaries,
information.ers and members of a religious order who tips, unemployment compensation,

Alaska Permanent Fund dividends, taxa-have not taken a vow of poverty. For more
ble scholarship and fellowship grants, andinformation, get Publication 517, Social Se-
taxable interest of $400 or less.curity and Other Information for Members of

the Clergy and Religious Workers. Which Form
● You did not receive any advance earnedEmployees of churches.  You will have

income credit (EIC) payments.to pay self-employment tax if: Should I Use?  
1) You work for a church or a qualified You must use one of three forms to file your

● If you were a nonresident alien at any time
church-controlled organization that return —Form 1040EZ, Form 1040A, or in 1996, your filing status is married filing

Form 1040. (But also see Does My Returnelected exemption from social security jointly.
Have To Be On Paper? later.)and Medicare taxes,

2) You receive $108.28 or more from the ● You do not owe any household employ-
Form 1040EZ  ment taxes on wages you paid to a do-church or organization as its employee

mestic employee.(other than as a minister or a member of Form 1040EZ is the simplest form to use.
a religious order), and

You can use Form 1040EZ if all of the fol-3) You have not elected to be exempt from  You must meet all of these requirements to
lowing apply.social security taxes as a member of a use Form 1040EZ. If you do not meet all of

qualifying religious sect. ● Your filing status is single or married filing them, you must use Form 1040A or Form
jointly. 1040.

 See Publication 533, Self-Employment Tax,
for more information.

Table 1-3. Other Situations When You Must File a 1996 Return

Aliens  
If any of the four conditions listed below apply, you must file a return, even if

Your status as an alien—resident, nonresi- your income is less than the amount shown in Table 1–1 or Table 1–2.
dent, or dual-status—determines whether
and how you must file an income tax return. 1. You owe any special taxes, such as:

The rules used to determine if you are a
●  Social security or Medicare tax on tips you did not report to yourresident or nonresident alien are discussed

employer. (See Chapter 7.)in Publication 519, U.S. Tax Guide for Aliens.

●  Uncollected social security, Medicare, or railroad retirement tax on
Resident aliens.   If you are a resident alien tips you reported to your employer. (See Chapter 7.)
for the entire year, you must file a tax return
following the same rules that apply to U.S. ●  Uncollected social security, Medicare, or railroad retirement tax on

your group-term life insurance. (See Chapter 31.)citizens. Use the forms discussed in this
publication.

●  Alternative minimum tax. (See Chapter 31.)

Nonresident aliens.   If you are a nonresi- ●  Tax on a qualified retirement plan, including an individual retirement
dent alien, the rules and tax forms that apply arrangement (IRA). (See Chapter 18.)
to you may be different from those that apply
to U.S. citizens. See Publication 519 to find ●  Tax from recapture of investment credit or a low-income housing

credit you claimed in a previous year. (See the instructions for Formout if U.S. income tax laws apply to you and
4255, Recapture of Investment Credit, or Form 8611, Recapture ofwhich forms you should file.
Low-Income Housing Credit.)

Dual-status taxpayers.  If you were a resi- ●  Recapture tax on the disposition of a home purchased with a
dent alien for part of the tax year and a non- federally-subsidized mortgage. (See Chapter 16.)
resident alien for the rest of the year, you are

●  Recapture of the qualified electric vehicle credit. (See Chapter 36.)a dual-status taxpayer. Different rules apply
for the part of the year you were a resident of

2. You received any advance earned income credit (EIC) payments fromthe United States and the part of the year
your employer. This amount should be shown in box 9 of your Form W-2.you were a nonresident. For information on (See Chapter 35.)

dual-status taxpayers, see Publication 519.

3. You had net earnings from self-employment of at least $400. (See ‘‘Self-
Employed Persons.’’)Joint return.  If you are an alien and you

were married to a person who was a U.S. citi-
4. You had wages of $108.28 or more from a church or qualified church-zen or resident on the last day of the tax

controlled organization that is exempt from employer social security andyear, you may be able to file a joint return Medicare taxes. (See Publication 533)
with your spouse. See Publication 519. 
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● You received or paid accrued interest on Any general business creditForm 1040A  
securities transferred between interest Credit for prior year minimum taxIf you do not qualify to use Form 1040EZ,
payment dates.you may be able to use Form 1040A. Credit for fuel from a nonconven-

● You received nontaxable dividends or tional source
capital gain distributions.You can use Form 1040A if: Credit for federal tax on fuels

● You have to complete Part III of Schedule● Your income is only from wages, salaries, Qualified electric vehicle credit
B (Form 1040) because:tips, IRA distributions, pensions and annu-

Regulated investment companyities, taxable social security and railroad You were a grantor of, or transferor creditretirement benefits, taxable scholarship to, a foreign trust that existed dur-
● You file any of the following:and fellowship grants, interest, dividends ing 1996, or

(including Alaska Permanent Fund divi- Form 2119, Sale of Your HomeAt any time during the year you haddends), and unemployment (when filed in the year of sale)an interest in, or signature or othercompensation. Form 2555, Foreign Earned Incomeauthority over, a bank, securities,
● Your taxable income is less than $50,000. or other financial account in a for- Form 2555–EZ, Foreign Earned In-
● Your only adjustment to income is the de- eign country. Note: If the com- come Exclusion

duction for contributions to an IRA. bined value of the foreign ac- Form 4563, Exclusion of Income for
count(s) is $10,000 or less during● You do not itemize your deductions. Bona Fide Residents of American
all of 1996, or if the account(s) Samoa● Your only taxes are: was with a U.S. military banking

Form 4970, Tax on Accumulation Dis-a) The amount from the Tax Table. facility operated by a U.S. finan-
tribution of Trustscial institution, you may be able tob) Alternative minimum tax (see Chapter

Form 4972, Tax on Lump-Sum Distri-use Form 1040A or Form 1040EZ.31).
butions (See Chapter 11.)

● You had income that cannot be reportedc) Employment taxes on cash wages
Form 5329, Additional Taxes Attribu-on Form 1040EZ or Form 1040A. This in-you paid to a household employee

table to Qualified Retirementcludes gain from the sale of your home or(see Publication 926, Household Em-
Plans (Including IRAs), Annuities,other property, barter income, alimony in-ployer’s Tax Guide ).
and  Mod i f ied  Endowmentcome, taxable refunds of state and locald) Advance earned income credit (EIC) Contractsincome taxes, and self-employment in-payments, if you received any (see Note: If you are filing Form 1040come (including farm income).Chapter 35). solely because you have to file

● You sold or exchanged capital assets or
● Your only credits are: Form 5329, do not file Form 1040,

business property.
you only have to file Form 5329.a) The credit for child and dependent

● You claim adjustments to gross income (See Chapters 11 and 18.)care expenses (see Chapter 33).
for moving expenses, the deduction for Form 8271, Investor Reporting of Taxb) The credit for the elderly or the dis- self-employment tax, payments for self- Shelter Registration Numberabled (see Chapter 34). employed health insurance, payments to

Form 8814, Parents’ Election To Re-a Keogh or SEP plan, the penalty on earlyc) The earned income credit (see Chap-
port Child’s Interest andwithdrawal of savings, alimony paid, cer-ter 35).
Dividendstain required repayments of supplemental

If you file Form 1040A, you can claim es- unemployment benefits, jury pay turned
timated tax payments for 1996 and the ex- over to your employer, qualified perform-
clusion of interest from Series EE U.S. sav- ing artists’ expenses, or other allowable
ings bonds issued after 1989. adjustments to income. When Do I

If you do not meet all of the above re- ● Your Form W–2 shows uncollected em- Have To File?  quirements, you cannot use Form 1040A. ployee tax (social security and Medicare
For example, you may want to claim itemized April 15, 1997, is the due date for filing yourtax) on tips or group-term life insurance in
deductions, which you cannot claim on Form 1996 income tax return if you use a calendarbox 13. See Chapter 7.
1040A. Check the list under Form 1040 to year. For a quick view of due dates for filing a

● You received $20 or more in tips in anysee if you must use Form 1040. return with or without an extension of time to
one month, and you did not report all of file (discussed later), see Table 1–4.
these tips to your employer. See Chapter If you use a fiscal year (a year ending onForm 1040  7. the last day of any month except December,If you cannot use Form 1040EZ or Form

● You must pay tax on self-employment in- or a 52–53 week year), your income tax re-1040A, you must use Form 1040. You can
come. See Schedule SE (Form 1040), turn is due by the 15th day of the 4th monthuse Form 1040 to report all types of income,
Self-Employment Tax. after the close of your fiscal year.deductions, and credits, including those you

When the due date for doing any act for● You have to recapture an investmentcannot put on either Form 1040EZ or Form
tax purposes—filing a return, paying taxes,credit, a low-income housing credit, a1040A.
etc.—falls on a Saturday, Sunday, or legalqualified electric vehicle credit, or an In-You may have received Form 1040A or
holiday, you can do that act on the next busi-dian employment credit you claimed in aForm 1040EZ in the mail because of the re-
ness day.previous year.turn you filed last year. If your situation has

changed this year, it may be to your advan- ● You have to recapture tax on the disposi- Filing on time.  Your return is filed on time iftage to file Form 1040 instead. You may pay tion of a home purchased with a federally- it is properly addressed and is postmarkedless tax by filing Form 1040 because you can subsidized mortgage. See Chapter 16. by the due date. The return must have suffi-take itemized deductions, adjustments to in-
cient postage. If you send a return by regis-● You have to pay tax on an excess goldencome, and some credits that you cannot
tered mail, the date of the registration is theparachute payment.take on Form 1040A or Form 1040EZ.
postmark date. The registration is evidence● You claim credits against your tax for any
that the return was delivered. If you send aof the following:You must use Form 1040 if:
return by certified mail and have your receipt

Mortgage interest credit● Your taxable income is $50,000 or more. postmarked by a postal employee, the date
● You itemize your deductions. Foreign tax credit on the receipt is the postmark date. The
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postmarked certified mail receipt is evidence Table 1-4. When to File Your 1996 Return (For U.S. citizens and residents
that the return was delivered. who file returns on a calendar year)

Private delivery services.  In addition to
the United States Postal Service, private de-
livery services (to be designated by the IRS) For Most For Certain Taxpayers
can be used to meet the timely mailing as Taxpayers Outside the U.S.
timely filing and paying rule (for example, to
send your tax return to the IRS). When this

No extension April 15, 1997 June 16, 1997publication was printed, no private delivery
requestedhad been designated. When they are, the

IRS will make every effort to publicize the
Form 4868 filed August 15, 1997 August 15, 1997information.
(1st extension)

Filing late.  If you do not file your return by
Form 2688 filed October 15, 1997 October 15, 1997the due date, you may have to pay a failure-
after filing Formto-file penalty and interest. For more infor- 4868 (2nd

mation, see Penalties, later. Also see Inter- extension)
est under Amount You Owe.

Nonresident alien.  If you are a nonresident
Example.  If your return is due on April for Additional Extension of Time To File U.S.alien and earn wages that are subject to U.S.

15, 1997, you will have until August 15, 1997, Individual Income Tax Return. You shouldincome tax withholding, your 1996 U.S. in-
to file. request the extension early so that, if re-come tax return ( Form 1040NR or Form

Caution: You may not be eligible.  If fused, you still will be able to file on time. Ex-1040NR–EZ) is due by:
you want the IRS to figure your tax, you can- cept in cases of undue hardship, Form 2688

● April 15, 1997, if you use a calendar year,
not use the automatic extension of time to or a request by letter will not be accepted un-

or
file. If you are under a court order to file by til you have first used Form 4868 to get an

● The 15th day of the 4th month after the the regular due date, you also cannot use automatic 4–month extension. Form 2688 or
end of your fiscal year if you use a fiscal the automatic extension of time to file. your letter will not be considered if you file it
year. When to file.  You must file Form 4868 after the extended due date.

by April 15, 1997. If you are filing a fiscal year To get an extension beyond the auto-
If you do not earn wages that are subject return, file Form 4868 by the regular due matic 4–month extension, you must give all

to U.S. income tax withholding, your return is date for your return. You can file Form the following information:
due by: 1040EZ, Form 1040A, or Form 1040 any ● The reason for requesting the extension.

time before the 4–month extension period● June 16, 1997, if you use a calendar year, ● The tax year to which the extensionends.or applies.
● The 15th day of the 6th month after the ● The length of time needed for theTime to pay not extended.  An extension of

end of your fiscal year, if you use a fiscal extension.time to file is not an extension of time to pay.
year. You must make an accurate estimate of your ● Whether another extension of time to file

tax for 1996 and send any necessary pay- has already been requested for this taxGet Publication 519, U.S. Tax Guide for ment with your Form 4868. If you find you year.Aliens, for more filing information. cannot pay the full amount due with Form
4868, you can still get the extension. You will  You may sign the request for this extension,

Filing for a decedent.  If you must file a final owe interest on the unpaid amount. or it may be signed by your attorney, CPA,
return as an executor, administrator, legal You also may be charged a penalty for enrolled agent, or a person with a power of
representative, or surviving spouse of a tax- paying the tax late unless you have reasona- attorney. If you are unable to sign the re-
payer who died during the year (a decedent), ble cause for not paying your tax when due. quest because of illness or for another good
the income tax return is due by the 15th day See Penalties, later. reason, a person in close personal or busi-
of the 4th month after the end of the de- Interest and penalties are assessed ness relationship to you can sign for you,
ceased taxpayer’s normal tax year. In most (charged) from the original due date of the stating why you could not sign the request.
cases, for a 1995 return, this will be April 15, return, which, for most taxpayers, is April 15, Extension granted.  If your application
1997. See Final Return for the Decedent in 1997. for this extension is approved, you will be no-
Chapter 4. tified by the IRS. Attach the notice to your re-

When you file your return.  Enter any pay- turn when you file it.
ment you made with Form 4868 on line 55,Extensions of Time To File  If an extension is granted and the IRS
Form 1040. If you file Form 1040EZ or Form later determines that the statements madeYou may be able to get an extension of time
1040A, include any payment you made with on your request for this extension are falseto file your return. Special rules apply if you
Form 4868 in your total payments on line 9 of or misleading and an extension would notwere:
Form 1040EZ or line 29d of Form 1040A. have been granted at the time based on the

● Outside the United States, or Also write ‘‘Form 4868’’ and the amount paid true facts, the extension is null and void. You
● Serving in a combat zone or a qualified in the space to the left of line 9 or line 29d. will have to pay the failure-to-file penalty

hazardous duty area. (discussed later).
Extensions beyond 4 months.  If you qual- Extension not granted.  If your applica-

 These rules are discussed separately. ify for the 4–month extension and you later tion for this extension is not approved, you
Form 4868.   If you are not able to file your find that you are not able to file within the 4– must file your return by the extended due
1996 return by the due date, you may be able month extension period, you may be able to date of the automatic extension. You may be
to get an automatic 4–month extension of get 2 more months to file, for a total of 6 allowed to file within 10 days of the date of
time to file. To get the automatic extension, months. the notice you get from the IRS if the end of
you must file Form 4868, Application for Au- You can apply for an extension beyond the 10–day period is later than the due date.
tomatic Extension of Time To File U.S. Indi- the 4–month extension either by a letter to The notice will tell you if the 10–day grace
vidual Income Tax Return. the IRS or by filing Form 2688, Application period is granted.
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No further extensions.  An extension of United States and meet certain tests, you In most cases, the IRS will mail you either
more than 6 months will not be granted if you may be granted a longer extension. See Form 1040, Form 1040A, or Form 1040EZ
are in the United States. However, if you are When To File and Pay in Publication 54 for with related instructions, based on what you
outside the United States and meet certain more information. filed last year. Before you fill in the form, look
tests, you may be granted a longer exten- it over to see if you need additional forms or
sion. See When To File and Pay in Publica- schedules. You may also want to read DoesIndividuals Serving
tion 54 for more information. My Return Have To Be On Paper? later.in Combat Zone  

If you have not received a tax return
If you served in the Armed Forces in the Per- package in the mail, or if you need otherIndividuals Outside the U.S. sian Gulf Area combat zone, or in a qualified forms, you can order them. You can get mostYou are allowed an automatic 2–month ex- hazardous duty area (Bosnia and Herzego- forms and publications you need by usingtension (until June 16, 1997, if you use a cal- vina, Croatia, or Macedonia) in the former the order blank at the end of this publicationendar year) to file your 1996 return and pay Yugoslavia, the deadline for filing your tax re- or by calling 1–800–TAX–FORM (1–800–any federal income tax that is due if you are a turn, paying any tax that you may owe, and 829–3676).U.S. citizen or resident and on the regular filing a claim for refund is automatically ex-

due date of your return (April 15, 1997, if you tended. The deadline is also extended if you Form W–2.   If you are an employee, youuse a calendar year): served in the combat zone or in a qualified should receive Form W–2 from your em-
hazardous duty area in support of the Armed1) You are living outside of the United ployer. You will need the information from
Forces, even though you were not a memberStates and Puerto Rico, and your main this form before you prepare your return.
of those forces. This category includes Redplace of business or post of duty is If you do not receive Form W–2 by Janu-
Cross personnel, accredited correspon-outside the United States and Puerto ary 31, contact your employer. If you still do
dents, and civilians under the direction of theRico, or not get the form by February 15, the IRS can
Armed Forces in support of the Armed help you by requesting the form from your2) You are in military or naval service on Forces. employer. For more information, see Formduty outside the United States and Pu- For purposes of the deadline extension, W–2 under Credit for Withholding and Esti-erto Rico. the Persian Gulf Area became a combat mated Tax in Chapter 5.
zone on August 2, 1990, and Bosnia and

However, if you pay the tax due after the Herzegovina, Croatia, and Macedonia be-
Form 1099.   If you received certain types ofregular due date, interest will be charged came a qualified hazardous duty area on No-
income, you may get a form in the Formfrom the regular due date until the date the vember 21, 1995. See Publication 3 for more
1099 series. For example, if you receivedtax is paid. information on these and other benefits.
taxable interest of $10 or more, the payerSee When To File and Pay in Publication
generally must give you a Form 1099–INT. If54 for more information.

Extension period.  Your deadline for filing you have not received it by January 31, con-If you served in a combat zone, see Indi-
your return, paying any tax that is due, and tact the payer. If you still do not get the formviduals Serving in Combat Zone, later, for
for filing a claim for refund is extended for at by February 15, call the IRS for help.special rules that apply to you.
least 180 days after the later of:

1) The last day you are in a combat zone Substitute tax forms.  You cannot use yourMarried taxpayers.  If you file a joint return,
or in a qualified hazardous duty area (or own version of a tax form unless it meets theonly one spouse has to qualify for this auto-
the last day the area qualifies as a com- requirements explained in Publication 1167,matic extension to apply. If you and your
bat zone or a qualified hazardous duty Substitute Printed, Computer-Prepared, andspouse file separate returns, this automatic
area), or Computer-Generated Tax Forms andextension applies only to the spouse who

Schedules.qualifies. 2) The last day of any continuous qualified
hospitalization for injury from service in

Tax help on videotape.  A videotape of taxHow to get the extension.  To use this spe- the combat zone or qualified hazardous
return instructions is available in either En-cial automatic extension, you must attach a duty area.
glish or Spanish at participating libraries.statement to your return explaining what sit-

uation (see the two listed earlier) qualified In addition to the 180 days, your deadline
you for the extension. is also extended by the number of days you

had left to file when you entered the Persian Table 1-5. 6 Steps for PreparingExtensions beyond 2 months.  If you are Gulf Area combat zone or qualified hazard- Your Returnunable to file your return within the automatic ous duty area. For example, you have 3 1/ 2

2–month extension period, you may be able months (January 1 – April 15, 1997) to file
to get an additional 2–month extension of 1—Get all of your records together foryour 1996 tax return. Any days of this 3 1/2–
time to file your return, for a total of 4 income and expenses.month period that are left when you entered
months. You must file Form 4868 by the end the combat zone or qualified hazardous duty 2—Get all forms, schedules, and
of the automatic extension period (usually area (or the entire 31/2months if you entered publications that you need.
June 16, 1997) to get this additional 2– the combat zone or qualified hazardous duty 3—Fill in your return.month extension. area before January 1, 1997) are added to

4—Check your return to make sure it isThis additional 2–month extension of the 180 days to find the end of your time ex-
correct.time to file is not an extension of time to pay. tension for filing your 1996 return. 

See Time to pay not extended, earlier. 5—Sign and date your return.

6—Attach all required forms and
Extensions beyond 4 months.  If you are schedules.How Do Istill unable to file your return within the 4–
month extension, you may be able to get an Prepare My Return?  extension for 2 more months, for a total of 6
months. See Extensions beyond 4 months, This section explains how to get ready to fill
earlier. in your tax return, including when to report When Do I Report My

your income and expenses. It also explains
Income and Expenses? No further extensions.  An extension of how to complete certain sections of the

more than 6 months will generally not be form. You may find Table 1–5 helpful when You must figure your taxable income on
granted. However, if you are outside the you prepare your return. the basis of a tax year. A ‘‘tax year’’ is an
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annual accounting period used for keeping to have physical possession of it. For ex- Income paid in advance.   Prepaid in-
ample, interest credited to your bank ac-your records and reporting your income come is generally included in gross income
count on December 31, 1996, is taxable in-and expenses. You must account for your in the year you receive it. Your method of
come to you in 1996 if you could haveincome and deductions in a way that accounting does not matter as long as the
withdrawn it in 1996 (even if the amount isclearly shows your taxable income. The income is available to you. Prepaid income
not entered in your passbook or withdrawnway you do this is called an accounting includes rents or interest you receive in ad-
until 1997).method. This section explains which ac- vance and pay for services you will perform

Garnisheed wages.   If your employer later.counting periods and methods you can
uses your wages to pay your debts, or ifuse.
your wages are attached or garnisheed, Changing your accounting method.
the full amount is constructively received Once you have chosen your accountingAccounting Periods  by you. You must include these wages in method, you ordinarily cannot change it

Most individual tax returns cover a calen- income for the year you would have re- without the permission of the IRS. How-
dar year —the 12 months from January 1 ceived them. ever, you can choose a different method
through December 31. If you do not use a Brokerage and other accounts. for each business you have when you re-
calendar year, your accounting period is a Profits from a brokerage account, or similar port income from it for the first time.
fiscal year. A regular fiscal year is a 12– account, are fully taxable in the year you

Example.  You work for a salary andmonth period that ends on the last day of earn them. This is true even if:
use the cash method to report that incomeany month except December. A 52–53 1) You do not withdraw the earnings, on your tax return. You open a gift shopweek fiscal year varies from 52 to 53
and continue to work for a salary. Even2) The credit balance in the account mayweeks and ends on a particular day of the
though you use the cash method for yourbe reduced or eliminated by losses inweek.
salary, you can use an accrual method forlater years, orYou must choose your accounting pe-
reporting income from your gift shop.3) Current profits are used to reduce orriod when you file your first income tax re-

How to change.  If you want to changeeliminate a debit balance from previ-turn. It cannot be longer than 12 months.
your accounting method, get Form 3115,ous years.
Application for Change in Accounting

Changing your accounting period.  If Method. In general, Form 3115 must beDebts paid for you.   If another personyou want to change your accounting pe-
filed within 180 days after the beginning ofcancels or pays your debts (but not as a giftriod, you generally must get permission
the year of change. A fee is charged to re-or loan), you have constructively receivedfrom the IRS. Use Form 1128, Application
quest a change in your accounting method.the amount and generally must include it inTo Adopt, Change, or Retain a Tax Year.

your gross income for the year. See Can-Form 1128 must be filed by the 15th day of
Additional information.  For more infor-celed Debts in Chapter 13 if you need morethe second calendar month of the re-
mation on accounting methods, get Publi-information.quested accounting period. The new pe-
cation 538.Payment to third party.  If a third partyriod cannot be used until you receive ap-

is paid income from property you own, youproval from IRS. A fee is charged to
have constructively received the income. Itrequest a change in your accounting Social Security Number  
is the same as if you had actually receivedperiod. You must show your social security num-the income and paid it to the third party.

ber (SSN) on your return. Be sure the SSNExample.  Last year, you were an em- Payment to an agent.  Income re-
on your return is the same as the SSN onployee and filed your income tax return on ceived by an agent for you is income con-
your social security card. If the address la-a calendar year basis. On July 1 this year structively received by you in the year the
bel in your tax return package shows theyou quit your job and open your own repair agent receives it. If you indicate in a con-
wrong SSN, mark through it. Correct it onshop. For business reasons, you want to tract that your income is to be paid to an-
the label. If you did not receive a tax returnfile your income tax return on a fiscal year other person, you must include the amount
package with a label, enter your SSN in thebasis from July 1 to June 30. To change in your gross income when the other per-
space provided on the return.your accounting period, complete and son receives it.

If you are married and you did not re-send Form 1128 by August 15. Check received or available.   A valid
ceive a tax return package with a label,check you received or that was made avail-
enter the SSNs for both you and yourable to you before the end of the tax year isAdditional information.  For more infor-
spouse,  whether you f i le  jo int ly  orconstructively received by you in that year,mation on accounting periods, see Publi-
separately.even if you do not cash the check or de-cation 538, Accounting Periods and

posit it in your account until the next year.Methods.
Name change.   If you changed your nameNo constructive receipt.  There may
because of marriage, divorce, etc., makebe facts to show that you did not construc-Accounting Methods  sure you immediately notify your Social Se-tively receive income.

Your accounting method is the way you ac- curity Administration (SSA) office so theExample.  Alice Johnson, a teacher,
count for your income and deductions. name on your tax return is the same as theagreed to her school board’s condition
Most taxpayers use either the cash one the SSA has on its records. This maythat, in her absence, she would receive
method or an accrual method. You choose prevent delays in issuing your refund andonly the difference between her regular
a method when you first file a return. safeguard your future social securitysalary and the salary of a substitute

benefits.teacher hired by the school board. There-
Cash method.  If you use this method, re- fore, Alice did not constructively receive
port all items of income in the year in which Dependent’s social security number. the amount by which her salary was re-
you actually or constructively receive You must provide the SSN of each depen-duced to pay the substitute teacher.
them. Deduct all expenses in the year you dent you claim, regardless of the depen-
pay them. This is the method most individ- dent’s age. This requirement applies to allAccrual method.  If you use an accrual
ual taxpayers use. dependents (not just your children)method, you generally report income when

claimed on your tax return.Constructive receipt.   You construc- you earn it, rather than when you receive it.
tively receive income when it is credited to Exception.  You do not need to provideYou generally deduct your expenses when
your account, or is set apart in any way that an SSN for a child born in December ofyou incur them, rather than when you pay
makes it available to you. You do not need 1996.them.
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No social security number.  If you or your penalty. See the discussion on Penalties, Form 1040.  If you file Form 1040, attach
later, for more information. the necessary schedules or forms, suchdependent does not have an SSN, file a

as:Form SS–5 with your local SSA office. It
SSN on correspondence.  If you write tousually takes about 2 weeks to get an SSN. ● Schedule A to itemize your deductions.
the IRS about your tax account, be sure toIf you or your dependent is not eligible to

● Schedule B to report over $400 in inter-include your SSN in your correspondence.get an SSN, see Individual taxpayer identi-
est or dividends (including capital gainBecause your SSN is used to identify yourfication number for aliens, later.
and nontaxable distributions), to answeraccount, this helps the IRS respond to yourIf you are a U.S. citizen, you must show
the foreign accounts and foreign trustscorrespondence promptly.proof of age, identity, and citizenship with
questions, or to report interest or divi-

your Form SS–5. If you are 18 or older, you
dend income (even if $400 or less) if

must appear in person. Presidential Election certain conditions apply. Those condi-
Form SS–5 is available at any SSA of- tions are listed under How To Report In-Campaign Fund  fice. If you have any questions about which terest Income in Chapter 8.This fund was set up to help pay for presi-documents you can use as proof of age,

dential election campaigns. You may have ● Schedule C or Schedule C–EZ to reportidentity, or citizenship, contact your SSA
$3 of your tax liability go to this fund by profit or loss subject to self-employmentoffice.
checking the Yes box on Form 1040, Form tax from a business you operated or aIf your dependent does not have an
1040A, or Form 1040EZ. If you are filing a profession you practiced as a sole pro-SSN by the time your return is due, you
joint return, your spouse may also have $3 prietor, and to report wages and ex-may want to ask for an extension of time to
go to the fund. If you check Yes, it will not penses you had as a statutoryfile, as explained earlier under When Do I
change the tax you pay or the refund you employee.Have To File? will receive.

● Schedule D to report capital gains andIf you don’t provide a required SSN or if
losses.you provide an incorrect SSN, your tax may

Rounding Off Dollars  be increased and any refund may be ● Schedule E to report income or loss
You may round off cents to whole dollarsreduced. from rental real estate, royalties, part-
on your return and schedules. If you do nerships, estates, trusts, S corporations,
round to whole dollars, you must round all and REMICs (residual interests).Nonresident alien spouse.  If your
amounts. To round, drop amounts underspouse is a nonresident alien and you file a ● Schedule EIC to take the earned income50 cents and increase amounts from 50 tojoint or separate return, your spouse must credit.99 cents to the next dollar. For example,have either an SSN or an Individual Tax-

● Schedule F to report farm income and$1.39 becomes $1 and $2.50 becomes $3.payer Identification Number (ITIN). If your
expenses.If you have to add two or more amountsspouse is not eligible to get an SSN, see

to figure the amount to enter on a line, in- ● Schedule H to figure employment taxesthe next discussion.
clude cents when adding the amounts and on cash wages you paid to a household
round off only the total. employee.Individual taxpayer identification num-

Example.  You receive two W–2 forms:ber (ITIN) for aliens.   The IRS will issue ● Schedule R to take the credit for the eld-
one showing wages of $5,000.55 and oneyou an ITIN if you are a nonresident or resi- erly or the disabled.
showing wages of $18,500.73. On Formdent alien and you do not have and are not

● Schedule SE to figure self-employment1040, line 7, you would enter $23,501eligible to get a social security number tax.($5,000.55+ $18,500.73 = $23,501.28)(SSN). To apply for an ITIN, file Form W-
instead of $23,502 ($5,001 + $18,501).7 with the IRS. See How To Get Forms, Foreign accounts and trusts.   You

Publications, and Other Information, at the must complete Part III of Schedule B (Form
end of this publication, to find out how to Additional Schedules 1040) if:
get the form. It usually takes about 30 days Depending on the form you file and the

1) You received more than $400 in eitherto get an ITIN. Enter this number on your items reported on your return, you may
interest or dividends, ortax return wherever your SSN is requested, have to complete additional schedules and

and use it for tax purposes only. An incor- 2) You had a foreign account or were theattach them to your return.
rect or missing taxpayer identification num- grantor of, or transferor to, a foreign
ber may increase your tax or reduce your trust.Form 1040EZ.  There are no additional
refund. schedules to file with Form 1040EZ.

Alien dependent.  If your dependent is If you checked Yes to the question on
line 11a, Part III of Schedule B, you musta nonresident or resident alien who does Form 1040A.  If you file Form 1040A, you
file Form TD F 90–22.1, Report of Foreignnot have and is not eligible to get a social must complete and attach any of the fol-
Bank and Financial Accounts, by June 30,security number (SSN), file Form W-7 with lowing schedules that apply.
1997, with the Department of the Treasurythe IRS to apply for an individual taxpayer

● Schedule 1 to report your interest in- at the address shown on the form. Formidentification number (ITIN). Enter this
come or dividend income if either TD F 90–22.1 is not a tax return, so do notnumber on your return wherever the de-
amount is more than $400 or if certain attach it to your Form 1040. Be sure to filependent’s SSN is requested. Use it for tax
conditions apply. Those conditions are your Form 1040 with the IRS. You can getpurposes only. listed under How To Report Interest In- Form TD F 90–22.1 by using the order
come in Chapter 8.An ITIN is for tax use only. It does blank at the end of this publication.

not entitle you or your dependent ● Schedule 2 to take the credit for child For more information, see the instruc-
to social security benefits or and dependent care expenses. tions for Part III of Schedule B (Form

change the employment or immigration 1040).● Schedule 3 to take the credit for the eld-
status of either of you under U.S. law. Assembling your return.  Attach allerly or the disabled.

forms and schedules behind Form 1040 in
● Schedule EIC to take the earned income order of the ‘‘Attachment Sequence Num-

credit.Penalty for not providing social secur- ber’’ shown in the upper right corner of the
ity number.  If you do not include your ● Schedule H to figure employment taxes form or schedule. Put forms without an at-
SSN or the SSN of your spouse or depen- on cash wages you paid to a household tachment sequence number next. Then ar-
dent as required, you may have to pay a employee. range all other statements or attachments
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in the same order as the forms and sched- power of attorney (POA) attached that au- used when filing a prior year return or for fil-
ing a joint return for a spouse who died dur-ules they relate to and attach them last. Do thorizes the agent to sign for you. You can
ing 1996. Also, direct deposit will not occurnot attach items unless required to do so. use a POA that states that the agent is
if the name on the tax return and bank ac-granted authority to sign the return, or you
count do not match. If the direct depositcan use Form 2848, Power of Attorney andForm W–2.   Form W–2, Wage and Tax
cannot be done, the IRS will send a checkDeclaration of Representative. Part I ofStatement, is a statement from your em-
instead.Form 2848 must state that the agent isployer of the wages and other compensa-

granted authority to sign the return.tion paid to you and the taxes withheld
from your pay. You should have a Form W– Unable to sign.  If the taxpayer is men-

Overpayment less than one dollar.   If2 from each employer. Be sure to attach tally incompetent and cannot sign the re-
your overpayment is less than one dollar,the first copy or copy B of Form W–2 in the turn, it must be signed by a court-appointed
you will not get a refund unless you ask forplace indicated in the left margin of the representat ive who can act for the
it in writing.front page of your return. Attach it only to taxpayer.

the front page of your return, not to any at- If the taxpayer is mentally competent Cashing your refund check.  U.S. Gov-tachments. For more information, see but physically unable to sign the return or ernment checks must be cashed within 12Form W–2 in Chapter 5. POA, a valid ‘‘signature’’ is defined under months of the date they are issued.
state law. It can be anything that clearly in- Checks not cashed within 12 months will
dicates the taxpayer’s intent to sign. ForSignatures  be canceled and the proceeds returned to
example, the taxpayer’s ‘‘X’’ with the sig- the IRS. Cash your tax refund check soonYou must sign and date your return. If you natures of two witnesses might be consid- after you receive it.file a joint return, both you and your spouse ered a valid signature under a state’s law. If your check has been canceled, youmust sign the return, even if only one of

can apply to the IRS to have it reissued.you had income.
Spouse unable to sign.  If your spouse isIf you are due a refund, it cannot be is-
unable to sign for any reason, see Signingsued unless you have signed your return. Amount You Owe a joint return, in Chapter 2.Enter your occupation in the space pro- When you complete your return, you will

vided in the signature section. If you file a determine if you have paid the full amount
Child’s return.  If a child has to file a tax re-joint return, enter both your occupation and of tax that you owe. If you owe additional
turn but cannot sign the return, the child’syour spouse’s occupation. tax, you should pay it with your return. If
parent, guardian, or another legally re-If you prepare your own return, leave you owe less than one dollar, you need not
sponsible person must sign the child’sthe space under your signature blank. If an- pay it.
name, followed by the words ‘‘By (signa-other person prepares your return and If the IRS figures your tax for you, you
ture), parent (or guardian) for minor child.’’does not charge you, that person should will receive a bill for any tax that is due. You

not sign your return. should pay this bill within 30 days (or by the
due date of your return, if later). See TaxRefunds  
Figured by IRS in Chapter 31.Paid preparer.  Generally, anyone you pay When you complete your return, you will

to prepare, assist in preparing, or review determine if you paid more income tax than If you do not pay your tax whenyour tax return must sign it and fill in the you owed. If so, you can get a refund of the due, you may have to pay a fail-other blanks in the paid preparer’s area of amount you overpaid or, if you file Form ure-to-pay penalty. See Penalties,
your return. Signature stamps and labels 1040 or Form 1040A, you can choose to later. For more information about your bal-
are not acceptable. Paid preparers of Form apply all or part of the overpayment to your ance due, see Publication 594, Under-
1040EZ must also put an ‘‘X’’ in box 10 in next year’s (1997) estimated tax. standing the Collection Process.
the lower right corner of page 1 of the
return. If you choose to have a 1996 over-

If the preparer is self-employed (that is, payment applied to your 1997 es- Interest  
not employed by any person or business to timated tax, you cannot change You will have to pay interest on any tax you
prepare the return), he or she should check your mind and have any of it refunded to owe that is not paid by the due date of your
the se l f -employed box in  the Paid you after the due date of your 1996 return. return. Interest is charged even if you get
Preparer’s Use Only space on the return. an extension of time for filing.

 The preparer must give you a copy of You cannot have your overpayment ap-
If you choose to have the IRS fig-your return in addition to the copy filed with plied to your 1997 estimated tax if you file
ure your tax for you, interest can-the IRS. Form 1040EZ.
not start earlier than the 31st dayIf you have questions about whether a Follow the instructions in your tax forms

after the IRS sends you a bill. For informa-preparer must sign your return, please con- package to complete the entries to claim
tion on this choice, see Tax Figured by IRStact any IRS office. your refund and/or to apply your overpay-
in Chapter 31.ment to your 1997 estimated tax.

When someone can sign for you.  You
Direct deposit. Instead of getting acan appoint an agent to sign your return if

Interest on penalties.  Interest is chargedpaper check, you may be able toyou are:
on the failure-to-file penalty, the accuracy-have your refund deposited di-

1) Unable to sign the return because of related penalty, and the fraud penalty fromrectly into your account at a bank or other
disease or injury, the due date of the return (including exten-financial institution. To request direct de-

sions) to the date of payment. Interest onposit, follow the instructions for the refund2) Absent from the United States for a
other penalties starts on the date of noticeline on your return.continuous period of at least 60 days
and demand, but is not charged on penal-before the due date for filing your re-
ties paid within 10 days from the date of theturn, or The IRS may not accept direct de- notice.

3) Given permission to do so by the IRS posi t  requests i f  the refund
district director in your district. claimed differs by more than $50 Interest due to IRS error or delay.  All or

from what the IRS computes. Nor will there part of any interest you were charged for a
be direct deposit of refunds into foreignPower of attorney.  A return signed by deficiency or payment can be forgiven if
bank accounts. Direct deposit cannot bean agent in any of these cases must have a the interest is due to an error or delay by an
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officer or employee of the IRS in perform- granted, you must also pay a fee. To limit the first names, change the numbers to
ing a ministerial act. This is a procedural or the interest and penalty charges, pay as show the correct order. If your social secur-
mechanical act that occurs during the much of the tax as possible with your re- ity number is not correct, or if you changed
processing of a taxpayer’s case. turn. But before requesting an installment your name, see the discussion under So-

agreement, you should consider other less cial Security Number, earlier.The interest can be forgiven only if you
costly alternatives, such as a bank loan.are not responsible in any important way

To ask for an installment agreement,for the error or delay and the IRS has noti- No label.  If you did not receive a tax return
use Form 9465, Installment Agreementfied you in writing of the deficiency or pay- package with a label, print or type your
Request. You can get Form 9465 by callingment. For more information, get Publica- name, address, and social security number
1–800–TAX–FORM (1–800–829–3676).tion 556, Examination of Returns, Appeal in the spaces provided at the top of Form
You should receive a response to your re-Rights, and Claims for Refund. 1040 or Form 1040A. If you are married fil-
quest for installments within 30 days. But if ing a separate return, do not enter your
you file your return after March 31, it may spouse’s name in the space at the top. In-How To Pay  
take longer for a reply. stead, enter his or her name in the spaceIf you pay by check or money order, make it

provided on line 3.out to Internal Revenue Service. Please
If you file Form 1040EZ and you do notGift To Reduceshow your correct name, address, social

have a label, print (do not type) this infor-security number, daytime telephone num- the Public Debt  mation in the spaces provided.ber, and tax year and form number on the You can make a contribution (gift) to re-
front of your check or money order. duce the public debt. If you wish to do so, P.O. box.  If your post office does not de-For example, if you file Form 1040 for make a separate check payable to Bureau liver mail to your street address and you1996 and you owe additional tax, show of the Public Debt. You can send it to the have a P.O. box, write your P.O. box num-your name and address, social security Bureau of the Public Debt, Department G, ber on the line for your present home ad-number, daytime telephone number, and Washington, DC 20239–0601. Or, you can dress instead of your street address.1996 Form 1040 on the front of your check enclose the check in the envelope with
or money order. If you file an amended re- your income tax return. Please do not add Foreign address.  If your address isturn (Form 1040X) for 1995 and you owe this gift to any tax you owe. If you owe tax, outside the United States or its posses-tax, show your name and address, social include a separate check for the tax paya- sions or territories, enter the information onsecurity number, daytime telephone num- ble to Internal Revenue Service. the line for ‘‘City, town or post office, state,ber, and 1995 Form 1040X on the front of You can deduct this gift as a charitable and ZIP code’’ in the following order:your check or money order. contribution on next year’s tax return if you

1) City,Enclose your payment with your return, itemize your deductions on Schedule A
but do not attach it to the form. 2) Province or state,(Form 1040). 

Do not mail cash with your return. If you
3) Foreign postal code, andpay cash at an IRS office, keep the receipt Peel-Off Address Label 4) Name of foreign country.as part of your records.

After you have completed your return, peel
off the label for your address from the in- Do not abbreviate the name of thePayment voucher.  If you have a balance
side of your tax return package and place it country.due on line 62 of your 1996 Form 1040 and
in the address area of the Form 1040,you receive Form 1040–V, Payment
Form 1040A, or Form 1040EZ you send toVoucher, use it to send us your payment.
the IRS. If you have someone prepare yourThis will help us process your payment Where Do I File?  return, give that person your label to use.more accurately and efficiently. Follow the

If you file a 1040PC return, place the la- After you complete your return, you mustinstructions that come with the form.
bel over the name and address area. If you send it to the IRS. You can mail it or you
file electronically, use your label on Form may be able to file it electronically. SeeEstimated tax payments.  Do not include
8453. (More information on electronic filing Does My Return Have To Be On Paper?any estimated tax payment in your check
and the 1040PC return is found later in this next.or money order that is payment for your
chapter.)1996 income tax return. Mail the estimated

The coding on the label is used by the Mailing your return.  If an addressed en-tax payment separately to the address
IRS in processing your return. The label velope came with your tax forms package,shown in the Form 1040–ES instructions.
helps to correctly identify your account. It you should mail your return using thatThe address for mailing estimated tax pay-
also saves processing costs and speeds envelope.ments is different from the address for
up processing so that refunds can be is- If you do not have an addressed envel-sending your tax return.
sued sooner. ope or if you moved during the year, mailWaiver of estimated tax penalty.  If

If you are due a refund, we will send it to your return to the Internal Revenue Serviceyou underpaid your 1996 estimated tax,
the address shown on the return you file Center for the area where you now live.you may be eligible for a waiver of the pen-
(unless you choose direct deposit). We will The street address of the Service Center isalty for the underpayment. See Chapter 5.
also send any notices or other correspon- not needed. A list of Service Center ad-
dence to that address. So if you move, dresses is shown in your tax formsPayment not honored.  If your check or please let us know. See Change of Ad- package.money order is not honored by your bank dress, later, under What Happens After I If you are making a payment, follow any(or other financial institution) and IRS does File? additional instructions in your tax formsnot receive the funds, you still owe the tax.

package.
Correcting the label.  Make necessary

Installment Agreement  name and address changes on the label. If
If you cannot pay the full amount due with you have an apartment number that is not Does My Return Haveyour return, you may ask to make monthly shown on the label, please write it in. If you
installment payments. However, you will be and your spouse file a joint return and To Be On Paper? charged interest and may be charged a maintain separate homes, choose one ad-
late payment penalty on the tax not paid by dress to enter on your return. If the label is You may be able to file a paperless return,
April 15, 1997, even if your request to pay for a joint return and the social security or a return with less paper. This section
in installments is granted. If your request is numbers are not listed in the same order as explains:
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1) Electronic filing, Table 1-6. Benefits of Filing Electronically
2) On-line filing,

Accuracy ●  Computer program quickly catches3) TeleFile (filing by telephone), and
mistakes before they become problems

4) Computerized returns (the 1040PC re-
turn, which is prepared on a personal Acknowledgement ●  IRS advises the preparer (or other
computer and generally has fewer transmitter) who filed your return that it has
pages than a conventional return). been accepted for processing

File Now, ●  File early and pay the balance due by
Pay Later April 15Electronic Filing  

You may be able to have your return filed Refunds ●  Normally issued within 3 weeks
electronically instead of on a paper form.
Millions of taxpayers filed electronically Simultaneous ●  File both federal and state returns with the

Federal/State IRS at the same time (see Federal/Statelast year. Most individuals can file electron-
Filing electronic filing for a list of participatingically, whether their return shows a bal-

states)ance due or a refund.
Tax returns can be electronically filed

through tax preparers, through a company
that will transmit your return to the IRS, that returns are filed accurately and that processing, and the reason for rejection,
with your personal computer using an IRS- if applicable, andthe refund is correctly determined.
accepted on-line service company or You can have a refund check mailed to ● Authorizes the IRS, if you elect directtransmitter, and through many IRS walk-in you, or you can elect to have your refund deposit, to deposit your refund directlyoffices offering taxpayer assistance. deposited directly to your savings or into your checking or savings account.Check your telephone book for tax checking account.
preparers and other companies offering Direct deposit.  To choose direct de- Your preparer will give you the requiredthis service. If you plan to go to an IRS posit of your refund, complete Part II of preparer-signed copy of your return, in-walk-in office, call 1–800–829–1040 for the Form 8453 ( discussed later) and check cluding a copy of the completed Formsite nearest you. the appropriate box in Part III. 8453. This material is for your records. DoFor this discussion, ‘‘preparer’’ in-

Errors in direct deposit information will not mail this copy to the IRS; if you do, yourcludes transmitters, on-line service provid-
refund may be delayed.cause delays in processing your refund.ers, and any other electronic filers the IRS

Review the information carefully. Makeaccepted to file returns under the Elec-
Refund inquiries.  The IRS will notify yoursure the ‘‘routing transit number’’ (RTN) oftronic Filing Program.
preparer of the date your electronic returnyour financial institution contains 9 digits.For more information on electronic fil-
was accepted for processing. If you do notYour return will be rejected if there areing, a recorded message is available on
receive your refund within 3 weeks afterfewer than 9 digits.the Tele-Tax system. The Tele-Tax num-
the return was accepted by IRS, you canOnce an electronic return has been ac-ber for your area is listed in your tax forms
call Tele-Tax Automated Refund Informa-cepted by IRS, you cannot cancel the di-package.
tion. The Tele-Tax number for your area isrect deposit election nor can you change
listed in your tax forms package. Beforeyour RTN or bank account number.Benefits. Table 1–6 lists the benefits of
you call Tele-Tax, please have the follow-Offset against debts.   As with a paperelectronic filing. Electronic filing uses auto-
ing information from your return available:return, you will not get all of your refund ifmation to replace most of the manual
1) The first social security number shownyou owe federal tax, a student loan, childsteps needed to process paper returns. As

on the return,support, or other debts to federal agencies.a result, processing for electronic returns is
Instead, part or all of your refund will befaster and more accurate. However, errors 2) Your filing status, and
used to pay the debt.on the return or problems with its transmis- 3) The exact amount of your refund.

sion can delay processing.
As with a paper return, you are respon- Federal/State electronic filing.  In most If the Tele-Tax recording tells you the

sible for making sure your return contains states, you can file an electronic state re- date your refund was issued, you should
accurate information and is filed on time. turn simultaneously with your federal receive the refund within a week of that

Electronic filing does not affect your return. date. If you do not receive the refund by the
chances of an IRS examination of your For more information, check with your end of that week, contact your IRS office.
return. local IRS office, state tax agency, or tax See the telephone numbers listed under

preparer. Call the IRS With Your Tax Question in
Balance due.  If you have a balance due your tax forms package.
with your return, you must pay it by April 15, Form 8453.   Your preparer will ask you to If Tele-Tax has no information on your
1996 to avoid penalties and interest. Mail sign Form 8453, U.S. Individual Income return, contact your preparer for the date
your payment with either: Tax Declaration for Electronic Filing. Both IRS accepted your return. If your return

spouses must sign if a joint return is being1) The Form 1040–V, Payment Voucher, was accepted more than 3 weeks ago,
filed. Your preparer will file the form withincluded in some tax forms packages contact your local IRS office. Explain that
the IRS. Your signature on the form:(or provided by your preparer), or you filed your return electronically and that

Tele-Tax has no information on it. Also,2) The tear-off stub from the appropriate ● Certifies that the information on Form
provide the first social security numberpayment reminder notice. 8453 is correct and corresponds to the
shown on your return and the date the IRSinformation on your return,
accepted your return.

● Authorizes your preparer to file your re-
Refunds.  If you file a complete and accu- turn electronically, On-Line Filing rate return, your refund will be issued within

● Authorizes the IRS to tell your preparer it21 days. However, some refunds may be If you have a computer, a modem, and the
has received your return, whether it hastemporarily delayed as a result of compli- necessary software, you can file your own
accepted or rejected your return forance checks. These checks make sure return electronically from home. To do this,

Page 18 Chapter 1 FILING INFORMATION



you must use an IRS-accepted on-line ser- Tax preparation software that includes applies to you. See Chapter 14 for informa-
vice company or transmitter. Contact one if tion on basis.the 1040PC print option is checked and ac-
you want more information about this way cepted by the IRS and has the 1040PC
of filing. They will charge you a small fee if Copies of returns.  You should keep cop-logo. It can be processed faster and more
you use their services to file this way. ies of tax returns you have filed and the taxaccurately than the regular tax return.

You may also be able to use your com- forms package as part of your records.Software packages are available at many
puter and modem to download and print They may be helpful in amending filed re-computer software stores. They are not
tax forms, instructions, and publications. turns or preparing future ones.available from the IRS. For more informa-
See How To Get Forms, Publications, and If you need a copy of a prior year tax re-tion, call the Tele-Tax number for your area
Other Information in the back of this publi- turn, you can obtain it from the IRS. Uselisted in your tax forms package.
cation for details. Form 4506. There is a charge for a copy of

a return, which must be paid with Form
4506.TeleFile, the File-By- What Happens Transcript.  You can also use FormPhone System  4506 to request a transcript of your returnAfter I File? If you receive a TeleFile tax package, you filed this year or during the 2 preceding

may be able to file your Form 1040EZ infor- years. It will show most lines from yourAfter you send your return to IRS, you may
mation over the phone. Your filing status original return, including accompanyinghave some questions. This section dis-
must be single or married filing jointly with forms and schedules.cusses some concerns that you may have
no dependents, you must have a touch- Tax account information.  If you needabout recordkeeping, your refund, and
tone phone, and you must meet the other a statement of your tax account showingwhat to do if you move.requirements explained in the TeleFile any later changes that you or the IRS made
package. to the original return, you will need to re-

What RecordsTo use TeleFile, you must first fill in quest tax account information.
lines A, B, C, and D (and lines E, F, and G if Do not use Form 4506 for tax accountShould I Keep?  
you elect direct deposit of your refund), on information. Instead, contact your localYou must keep records so that you canthe TeleFile Worksheet. Then call the IRS office. You should have your name, so-prepare a complete and accurate incomenumber listed in the TeleFile tax package. cial security number or employer identifica-tax return. The law does not require anyUse your touch-tone phone to enter the in- tion number (if applicable), tax period, andspecial form of records. However, youformation requested. TeleFile will then fig- form number available. You will receive theshould keep all receipts, canceled checksure your tax and will tell you the amount of following information:

or other proof of payment, and documenta-your refund or the amount you owe. Before
● Type of return filedtion to support any deductions or creditsyou hang up, the system will give you a

you claim. ● Filing statusconfirmation number that assures you your
If you file a claim for refund, you mustreturn has been accepted and filed. You ● Federal income tax withheld

be able to prove by your records that youwill not have to mail any forms to the IRS.
● Tax shown on returnhave overpaid your tax.The call takes about 10 minutes. If you
● Adjusted gross incomeare due a refund, you should get it within 3

How long to keep records.  You mustweeks. ● Taxable income
keep your records for as long as they areYou can use TeleFile only if you receive

● Self-employment taximportant for the federal tax law.the special TeleFile tax package in the mail
● Number of exemptionsKeep records that support an item of in-from the IRS. You cannot order it. If you are

come or a deduction appearing on a returneligible to use TeleFile, IRS sends you the ● Amount of refund
package automatically. until the period of limitations for the return

● Amount of earned income creditruns out. (A period of limitations is the lim-
● Whether you claimed a mortgage inter-ited period of time after which no legal ac-Computerized Returns  

est deduction or real estate taxtion can be brought.) For assessment orAlmost anyone who files a tax return (Form deduction.collection of tax you owe, this is 3 years1040, 1040A, or 1040EZ) can now file a
from the date you filed the return. For filing1040PC return instead. You prepare a For more information on recordkeep-a claim for credit or refund, this is 3 years1040PC return on a personal computer. ing, get Publication 552, Recordkeepingfrom the date you filed the original return,The computer prints the return in a for Individuals.or 2 years from the date you paid the tax,three-column ‘‘answer sheet’’ format. It
whichever is later. Returns filed before theprints line numbers and dollar amounts
due date are treated as filed on the due Interest on Refunds  (and/or supporting explanations if neces-
date.sary) only for lines on which you made an If you are due a refund, you may also be

If you did not report income that youentry. Supporting tax forms and schedules entitled to receive interest on your over-
should have reported on your return, and itare also printed in this format. As a result, payment. The interest rates are adjusted
is more than 25% of the income shown onan 11-page conventional return requiring quarterly.
the return, the period of limitations doesforms and schedules can be printed as a If the refund is made within 45 days af-
not run out until 6 years after you filed thetwo-page 1040PC return. For your records, ter the due date of your return, no interest
return. If a return is false or fraudulent withthe computer will also print out a legend will be paid. If you file your return after the
intent to evade tax, or if no return is filed,paper with line item descriptions. due date (including extensions), no interest
an action can generally be brought at anyIf you need to list more items than fit on will be paid if the refund is made within 45
time.a regular tax return (nine dependents, for days after the date you filed. If the refund is

You may need to keep records relatingexample), you can list them all on the not made within this 45–day period, inter-
to the basis of property longer than the pe-1040PC and print them in order, without est will be paid from the due date of the re-
riod of limitations. Keep those records asthe need for attaching an additional turn or from the date you filed, whichever is
long as they are important in figuring thestatement. later.
basis of the original or replacement prop-If you file a 1040PC return and are get- Accepting a refund check does not
erty. Generally, this means for as long asting a refund, you can have the refund de- change your right to claim an additional re-
you own the property and, after you dis-posited directly to your checking or savings fund and interest. File your claim within the
pose of it, for the period of limitations thataccount. applicable period of time. See Amended
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Returns and Claims for Refund, later. If you Service Division, in your local IRS district income and the amount you owe or your
do not accept a refund check, no more in- office. You can use Form 8822, Change of refund.
terest will be paid on the amount of the Address, to notify us of your new address. If you owe tax, pay the full amount with
overpayment included in the check. If you move after filing your return and you Form 1040X. The tax owed will not be sub-

are expecting a refund, also notify the post tracted from any amount you had credited
Interest on erroneous refund.  All or part office servicing your old address. This will to your estimated tax.
of any interest you were charged on an er- help to forward your check to your new ad- If you overpaid tax, you can have all or
roneous refund generally will be forgiven. dress (unless you chose direct deposit of part of the overpayment refunded to you,
Any interest charged for the period before your refund). or you can apply all or part of it to your
demand for repayment was made will be Be sure to include your social security 1996 estimated tax. If you choose to get a
forgiven unless: number (and the name and social security refund, it will be sent separately from any

number of your spouse, if you filed a joint refund shown on your original return.1) You, or a person related to you,
return) in any correspondence with thecaused the erroneous refund in any Filing Form 1040X.  After you finish
IRS.way, or your Form 1040X, check it to be sure that it

is complete. Do not forget to show the year2) The refund is more than $50,000.
of your original return and explain allPast-Due Refund  
changes you made. Be sure to attach anyFor example, if you claimed a refund of If you do not get your refund within 6 weeks
forms or schedules needed to explain your$100 on your return, but the IRS made an after filing your return, call Tele-Tax. For
changes. Mail your Form 1040X to the In-error and sent you $1,000, you would not details on how to use this telephone ser-
ternal Revenue Service Center serving thebe charged interest for the time you held vice, see What Is Tele-Tax? in your tax
area where you now live (as shown in thethe $900 difference. You must, however, forms package. Please wait 6 weeks after
instructions to the form).repay the $900 when requested by the filing your 1996 tax return before using this

File a separate form for each tax yearIRS. service. However, see Electronic Filing,
involved.earlier, for information about refund inquir-

ies when you file an electronic return. Offset Against Debts  
Time for filing a claim for refund.  Gener-If you are due a refund but have not paid
ally, you must file your claim for a credit orcertain obligations, all or part of your over-
refund within 3 years from the date yourpayment of tax may be used to pay all or
original return was filed or within 2 yearsWhat If I Made apart of the past-due amount. This includes
from the date the tax was paid, whicheverpast-due income tax, other federal debts Mistake? is later. Returns filed before the due date(such as student loans), and child and
(without regard to extensions) are consid-Errors may delay your refund or result inspousal support payments. The IRS will
ered to have been filed on the due datenotices being sent to you. If you discovernotify you if the refund you claimed has
(even if the due date was a Saturday, Sun-an error, you can file an amended return orbeen offset against your debts.
day, or legal holiday).claim for refund.

If the last day for claiming a credit or re-Joint return and injured spouse.   When
fund is a Saturday, Sunday, or legal holi-a joint return is filed and only one spouse is Amended Returns and day, the claim is considered timely if it isobligated to pay past-due child and
filed on the next business day.Claims for Refund  spousal support or a federal debt, the

If you do not file a claim within this pe-You should correct your return if, after youspouse who is not obligated for the debt
riod, you may not be entitled to a credit or ahave filed it, you find that:can be considered an injured spouse. An
refund.injured spouse can obtain a refund for his 1) You did not report some income,

or her share of the overpayment that would
2) You claimed deductions or credits you Note.  If you did not file an original re-otherwise be used to pay the past-due

should not have claimed, turn when it was due, you generally canamount.
claim a refund by filing your return within 3To be considered an injured spouse, 3) You did not claim deductions or cred-
years from the time the tax was paid. Seeyou must: its you could have claimed, or
Tax paid in the discussion that follows.1) File a joint return, 4) You should have claimed a different

2) Have received income (such as filing status. (You cannot change your
Limit on amount of refund.  If you filewages, interest, etc.), filing status from married filing jointly
your claim within 3 years after the date youto married filing separately after the3) Have made tax payments (such as
filed your return, the credit or refund can-due date of the original return. How-federal income tax withheld from
not be more than the part of the tax paidever, an executor may be able towages or estimated tax payments),
within the 3-year (plus any extension ofmake this change for a deceased

4) Report the income and tax payments time for filing your return) period immedi-spouse.)
on the joint return, and ately before you filed the claim.

Tax paid.  Payments made before the5) Have an overpayment, all or part of  If you need a copy of your return, see Cop-
due date (without regard to extensions) ofwhich may be applied against the ies of returns under What Records Should I

past-due amount. the original return are considered paid onKeep?, earlier in this chapter.
the due date. Examples include federal in-

If you are an injured spouse, you can come tax withheld from wages and esti-Form 1040X.   Use Form 1040X, Amended
obtain your portion of the joint refund by mated income tax.U.S. Individual Income Tax Return, to cor-
completing Form 8379, Injured Spouse Example 1.  You made estimated taxrect the Form 1040, Form 1040A, or Form
Claim and Allocation. Follow the instruc- payments of $500 and got an automatic1040EZ you have already filed.
tions on the form. extension of time to August 15, 1993, to fileCompleting Form 1040X.  On Form

your 1992 income tax return. When you1040X, write your income, deductions, and
Change of Address  filed your return on that date, you paid ancredits as you originally reported them on

additional $200 tax. On August 15, 1996,your return, the changes you are making,If you move, always notify in writing the In-
you filed an amended return and claimed aand the corrected amounts. Then figureternal Revenue Service Center where you
refund of $700. Because you filed yourfiled your last return, or the Chief, Taxpayer the tax on the corrected amount of taxable
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claim within 3 years after you filed your re- Taking your claim to court.  You can sue Penalties 
turn, you can get a refund of up to $700, for a refund in court, but first you must file a

The law provides penalties for failure to filethe tax paid within the 3 years plus the 4– timely claim with the IRS. If the IRS does returns or pay taxes as required.month extension period immediately not act on your claim within 6 months after
before you filed the claim. you file it, you can then take your claim to Civil Penalties court.Example 2.  The situation is the same

If you do not file your return and pay yourFast method.  The IRS provides a fastas in Example 1, except you filed your re-
tax by the due date, you may have to pay amethod (no 6-month waiting period) toturn on October 31, 1993, 21/2 months after
penalty. You may also have to pay a pen-the extension period ended. You paid an move your claim to court if:
alty if you substantially understate your tax,additional $200 on that date. On October
file a frivolous return, or fail to supply your26, 1996, you filed an amended return and You are filing a claim for a credit or re- social security number. If you provideclaimed a refund of $700. Although you fund based solely on contested in- fraudulent information on your return, youfiled your claim within 3 years from the date come tax or on estate tax or gift tax may have to pay a civil fraud penalty.you filed your original return, the refund issues considered in your previ-

was limited to $200, the tax paid within the ously examined returns, and Filing late.   If you do not file your return by3 years plus the 4–month extension period
the due date (including extensions), youimmediately before you filed the claim. The You want to take your case to court in- may have to pay a failure-to-file penalty.estimated tax of $500 paid before that pe-

stead of appealing it within the IRS. The penalty is based on the tax not paid byriod cannot be refunded or credited.
the due date (without regard to exten-If you file a claim more than 3 years
sions). The penalty is usually 5% for eachafter you file your return,  the credit or re- When you file your claim with the IRS, month or part of a month that a return isfund cannot be more than the tax you paid you get the fast method by requesting in late, but not more than 25%.within the 2 years immediately before you writing that your claim be immediately re- Fraud.  If your failure to file is due tofile the claim. jected. A notice of claim disallowance will fraud, the penalty is 15% for each month or

Example.  You filed your 1992 tax re- then be promptly sent to you. You have 2 part of a month that your return is late, up
turn on April 15, 1993. You paid taxes of years from the date of mailing of the notice to a maximum of 75%.
$500. On November 4, 1994, after an ex- Return over 60 days late.  If you fileof disallowance to file a refund suit in the
amination of your 1992 return, you had to your return more than 60 days after the dueUnited States District Court having jurisdic-
pay an additional tax of $200. On May 3, date or extended due date, the minimumtion or in the United States Court of Fed-
1996, you file a claim for a refund of $300. penalty is the smaller of $100 or 100% oferal Claims.
However, because you filed your claim the unpaid tax.
more than 3 years after you filed your re- Exception.  You will not have to pay
turn, your refund will be limited to the $200 the penalty if you show that you failed toInterest on refund.   If you receive a re-
you paid during the 2 years immediately file on time because of reasonable causefund because of your amended return, in-
before you filed your claim. and not because of willful neglect.terest will be paid on it from the due date of

your original return or the date you filed
Exceptions for special types of refunds. Paying tax late.   You will have to pay ayour original return, whichever is later, to
If you file a claim for one of the items listed failure-to-pay penalty of 1/2 of 1% of yourthe date you filed the amended return.
below, the dates and limits discussed ear- unpaid taxes for each month, or part of aHowever, if the refund is not made within
lier (under Time for filing a claim for refund month, after the due date that the tax is not45 days after you file the amended return,
and Limit on amount of refund) may not ap- paid. This penalty does not apply duringinterest will be paid up to the date the re-
ply. These items, and where to get more in- the extension period available by filingfund is paid.
formation, are: Form 4868, Application for Automatic Ex-

tension of Time To File U.S. Individual In-● A bad debt (see Nonbusiness Bad
come Tax Return, if you paid at least 90%Reduced refund.   Your refund may be re-Debts in Chapter 15).
of your actual tax liability before the originalduced by an additional tax liability that has

● A worthless security (see Worthless se- due date of your return through withholdingbeen assessed against you.curities in Chapter 15). on wages, estimated tax payments, or aAlso, your refund may be reduced by
payment sent in with Form 4868.● Foreign tax paid or accrued (see Publi- amounts you owe for past-due child sup-

If a notice of intent to levy is issued, thecation 514, Foreign Tax Credit for port or debts to another federal agency.
rate will increase to 1% at the start of theIndividuals). The IRS will notify you if this happens. The
first month beginning at least 10 days after

refund procedures discussed in this chap-● Net operating loss carryback (see Publi- the day that the notice is issued. If a notice
ter will not be available to you to get backcation 536, Net Operating Losses). and demand for immediate payment is is-
the reduction. However, if you are the sued, the rate will increase to 1% at the● Carryback of certain business tax cred-
spouse of a person who owes past-due start of the first month beginning after theits (see Publication 334, Tax Guide for
amounts for these obligations and the re- day that the notice and demand is issued.Small Business).
duced refund relates to an overpayment on This penalty cannot be more than 25%

● A claim based on an agreement with the a joint return, you may be able to get a re- of your unpaid tax. You will not have to payService extending the period for assess- fund of your share of the overpayment the penalty if you can show that you had ament of tax. before or after it is used to pay the past- good reason for not paying your tax on
● An injured spouse claim (see Offset due amount. See Offset Against Debts, time. This failure-to-pay penalty is added to

Against Debts, earlier). earlier. interest charges on late payments.

Combined penalties.  If both the failure-
Effect on state tax liability.  If your returnProcessing claims for refund.  Claims to-file penalty and the failure-to-pay pen-
is changed for any reason, it may affectare usually processed shortly after they are alty (discussed earlier) apply in any month,
your state income tax liability. This includesfiled. Your claim may be accepted as filed the 5% (or 15%) failure-to-file penalty is re-
changes made as a result of an examina-or may be subject to examination. If a claim duced by the failure-to-pay penalty. How-

is examined, the procedures are the same tion of your return by the IRS. Contact your ever, if you file your return more than 60
as in the examination of a tax return. state tax agency for more information. days after the due date or extended due
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date, the minimum penalty is the smaller of Internal Revenue Bulletin that involve the Failure to supply social security num-
same or similar circumstances as yours.$100 or 100% of the unpaid tax. ber.   If you do not include your social se-

Disclosure statement.   The under- curity number (SSN) or the SSN of another
statement may also be reduced if you have person where required on a return, state-

Accuracy-related penalty.   You may adequately disclosed the relevant facts ment, or other document, you will be sub-
have to pay an accuracy-related penalty if: about your tax treatment of an item. To ject to a penalty of $50 for each failure.

make this disclosure, use Form 8275, Dis- You will also be subject to the penalty of
closure Statement. You must also have a1) You underpay your tax because of ei- $50 if you do not give your SSN to another
reasonable basis for treating the item thether ‘‘negligence’’ or ‘‘disregard’’ of person when it is required on a return,
way you did.rules or regulations, or statement, or other document.

In cases of substantial understatement For example, if you have a bank ac-
only, items that meet the requirements of2) You substantially understate your in- count that earns interest, you must give
Revenue Procedure 95-55 (or later update)come tax. your SSN to the bank. The number must be
are considered adequately disclosed on shown on the Form 1099–INT or other
your return without filing Form 8275. statement the bank sends you. If you do

Use Form 8275–R, Regulation Disclo- The penalty is equal to 20% of the not give the bank your SSN, you will be
sure Statement, to disclose items or posi-underpayment. subject to the $50 penalty. (You also may
tions contrary to regulations.The penalty will not be figured on any be subject to ‘‘backup’’ withholding of in-

Reasonable cause.  You will not havepart of an underpayment on which a fraud come tax. See Chapter 5.)
to pay a penalty if you show a good reasonpenalty (discussed later) is charged. You will not have to pay the penalty if
(reasonable cause) for the way you treatedNegligence or disregard.   The term you are able to show that the failure was
an item. You must also show that you ac-‘‘negligence’’ includes a failure to make a due to reasonable cause and not willful
ted in good faith.reasonable attempt to comply with the tax neglect.

law or to exercise ordinary and reasonable
Frivolous return.   You may have to pay acare in preparing a return. Negligence also
penalty of $500 if you file a frivolous return.includes failure to keep adequate books

Failure to furnish tax shelter registra-A frivolous return is one that does not in-and records. You will not have to pay a
tion number.   A person who sells (or oth-clude enough information to figure the cor-negligence penalty if you have a reasona-

rect tax or that contains information clearly erwise transfers) to you an interest in a taxble basis for a position you took.
showing that the tax you reported is sub- shelter must give you the tax shelter regis-The term ‘‘disregard’’ includes any
stantially incorrect. tration number or be subject to a $100 pen-careless, reckless, or intentional disregard.

You will have to pay the penalty if you alty. If you claim any deduction, credit, orThe penalty is based on the part of the
filed this kind of return because of a frivo- other tax benefit because of the tax shel-underpayment due to negligence or disre- lous position on your part or a desire to de- ter, you must attach Form 8271, Investorgard of rules or regulations, not on the en- lay or interfere with the administration of Reporting of Tax Shelter Registrationtire underpayment on the return. federal income tax laws. This includes al- Number, to your return to report this num-

Adequate disclosure.  You can avoid tering or striking out the preprinted lan- ber. You will have to pay a penalty of $250
the penalty for disregard of rules or regula- guage above the space provided for your for each failure to report a tax shelter regis-
tions if you adequately disclose on your re- signature. tration number on your return. The penalty
turn a position that has at least a reasona- This penalty is added to any other pen- can be excused if you have a reasonable
ble basis. See Disclosure statement, later. alty provided by law. cause for not reporting the number.

Substantial understatement of in- The penalty must be paid in full upon
come tax.   You understate your tax if the notice and demand from IRS even if you
tax shown on your return is less than the protest the penalty.
correct tax. The understatement is sub- Criminal Penalties 
stantial if it is more than the larger of 10% Fraud.   If there is any underpayment of tax
of the correct tax or $5,000. However, the on your return due to fraud, a penalty of You may be subject to criminal prosecutionpenalty is reduced to the extent that there 75% of the underpayment due to fraud will (brought to trial) for actions such as:is: be added to your tax.

Joint return.  The fraud penalty on a
1) Substantial authority, or joint return does not apply to a spouse un- 1) Tax evasion,

less some part of the underpayment is due
to the fraud of that spouse.2) Adequate disclosure and a reasona-

2) Willful failure to file a return, supply in-ble basis.
formation, or pay any tax due,

Substantial authority.  Whether there
3) Fraud and false statements, oris or was substantial authority for the tax

treatment of an item depends on the facts
and circumstances. Consideration will be

4) Preparing and filing a fraudulentgiven to court opinions, Treasury regula-
return.tions, revenue rulings, revenue proce-

dures, and notices and announcements is-
sued by the IRS and published in the
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year. If you obtain a divorce in one year for to file as head of household instead of as
the sole purpose of filing tax returns as un- married filing separately, your standard de-
married individuals, and at the time of di- duction will be higher. Also, your tax may2.
vorce you intended to and did remarry be lower, and you may be able to claim the
each other in the next tax year, you and earned income credit. See Head of House-Filing Status your  spouse  mus t  f i l e  as  mar r ied hold, later.
individuals.

Annulled marriages.  If you obtain a
court decree of annulment, which holds Single that no valid marriage ever existed, andIntroduction
you do not remarry, you are considered un- Your filing status is single if you are unmar-

This chapter discusses which filing status married for that tax year. You must also file ried or separated from your spouse by a di-
you should use. There are five filing sta- amended returns (Form 1040X, Amended vorce or separate maintenance decree,
tuses to choose from: U.S. Individual Income Tax Return ) claim- and you do not qualify for another filing

ing single or head of household status for status.● Single
all tax years affected by the annulment that Your filing status may be single if you● Married Filing Jointly are not closed by the statute of limitations were widowed before January 1, 1996, and

● Married Filing Separately for filing a tax return. The statute of limita- did not remarry in 1996. However, you may
tions generally does not expire until 3 years be able to use another filing status that will● Head of Household
after your original return was filed. give you a lower tax. See Head of House-● Qualifying Widow(er) With Dependent Head of household or qualifying wid- hold and Qualifying Widow(er) With De-Child ow(er) with dependent child.  If you are pendent Child to see if you qualify.
considered unmarried, you may be able to You may file Form 1040EZ (if you haveIf more than one filing status applies to file as a head of household or as a qualify- no dependents and are under 65 and notyou, choose the one that will give you the ing widow(er) with a dependent child. See blind), Form 1040A, or Form 1040. If youlowest tax. Head of Household and Qualifying Wid- file Form 1040A or Form 1040, show yourYour filing status is an important factor ow(er) With Dependent Child to see if you filing status as single by checking the boxin determining whether you are required to qualify. on line 1. Use the Single column of the Taxfile (see Chapter 1), the amount of your

Table, or Schedule X of the Tax Ratestandard deduction (see Chapter 21), and Married persons.  You and your spouse Schedules, to figure your tax.your correct amount of tax (see Chapter may be able to file a joint return, or you may
31). Your filing status is also important in file separate returns. You are considered
determining whether you can take other married for the whole year if on the last day
deductions and credits. Married Filing Jointly  of your tax year you are either:

If you file Form 1040 or Form 1040A, in-
You may choose married filing jointly as1) Married and living together as hus-dicate your filing status by checking the ap-
your filing status if you are married andband and wife,propriate box on lines 1 through 5.
both you and your spouse agree to file aThere are different tax rates for differ- 2) Living together in a common law
joint return. On a joint return, you reportent filing statuses. To determine your cor- marriage that is recognized in the
your combined income and deduct yourrect amount of tax, use the column in the state where you now live or in the
combined allowable expenses.Tax Table or Tax Rate Schedule in your state where the common law marriage

If you and your spouse decide to file aforms package that applies to your filing began,
joint return, your tax may be lower thanstatus. 3) Married and living apart, but not legally your combined tax for the other filing sta-

separated under a decree of divorce tuses. Also, your standard deduction (if youUseful Items or separate maintenance, or do not itemize deductions) may be higher,You may want to see:
and you may qualify for tax benefits that do4) Separated under an interlocutory (not
not apply to other filing statuses. You mayfinal) decree of divorce. For purposesPublication
file a joint return even if one of you had noof filing a joint return you are not con-

□ 501 Exemptions, Standard income or deductions. If you and yoursidered divorced.
Deduction, and Filing spouse each have income, you may want
Information to figure your tax both on a joint return andSpouse died during the year.  If your

on separate returns (using the filing statusspouse died during the year, you are con-□ 519 U.S. Tax Guide for Aliens
of married filing separately). Choose thesidered married for the whole year for filing

□ 555 Community Property
method that gives you the lower tax.status purposes.

If you file as married filing jointly, youIf you did not remarry before the end of
may use Form 1040EZ (if you have no de-the tax year, you may file a joint return forMarital Status pendents and are under 65 and not blind),yourself and your deceased spouse. For
Form 1040A, or Form 1040. If you file FormIn general, your filing status depends on the next 2 years, you may be entitled to the
1040A or Form 1040, show this filing statuswhether you are considered unmarried or special benefits described later under
by checking the box on line 2. Use the Mar-married. Qualifying Widow(er) With Dependent
ried filing jointly column of the Tax Table, orChild.
Schedule Y–1 of the Tax Rate Schedules,Unmarried persons.  You are considered If you remarried before the end of the
to figure your tax.unmarried for the whole year if, on the last tax year, you may file a joint return with

day of your tax year, you are unmarried or your new spouse. Your deceased spouse’s
Spouse died during the year.  If yourseparated from your spouse by a divorce filing status is married filing separately for
spouse died during the year, you are con-or a separate maintenance decree. that year.
sidered married for the whole year andDivorced persons.  State law governs Married persons living apart.  If you
may choose married filing jointly as your fil-whether you are married, divorced, or le- live apart from your spouse and meet cer-
ing status.gally separated under a decree of separate tain tests, you may be considered unmar-

maintenance. If you are divorced under a ried. Therefore, you may file as head of
final decree by the last day of the year, you household even though you are not di- Divorced persons.   If you are divorced
are considered unmarried for the whole vorced or legally separated. If you qualify under a final decree by the last day of the
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year, you are considered unmarried for the tax, interest, and penalties due on a joint
whole year and may not choose married fil- return filed before your divorce. This re- Married Filing
ing jointly as your filing status. sponsibility applies even if your divorce de-

Separately cree states that your former spouse will be
responsible for any amounts due on previ-Filing a Joint Return  You may choose married filing sepa-ously filed joint returns.

Both you and your spouse must include all rately as your filing status if you are mar-
of your income, exemptions, and deduc- ried. This method may benefit you if youSigning a joint return.   For a return to betions on your joint return. want to be responsible only for your ownconsidered a joint return, both husband

tax or if this method results in less tax thanand wife must generally sign the return. IfAccounting period.  Both of you must use a joint return. If you and your spouse do notyour spouse died before signing the return,the same accounting period, but you may agree to file a joint return, you may have tosee Signing the return in Chapter 4.use different accounting methods. See Ac- use this filing status.Spouse away from home.  If yourcounting Periods and Accounting Methods If you live apart from your spouse andspouse is away from home, you shouldin Chapter 1. meet certain tests, you may be consid-prepare the return, sign it, and send it to
ered unmarried and file as head of house-your spouse to sign so that it can be filedJoint responsibility.  Both of you may be hold. This is true even though you are noton time.held responsible, jointly and individually, divorced or legally separated. If you qualifyInjury or disease prevents signing.  Iffor the tax and any interest or penalty due
to file as head of household, instead of asyour spouse cannot sign because of dis-on your joint return. One spouse may be
married filing separately, your tax may beease or injury and tells you to sign, you mayheld responsible for all the tax due even if
lower, you may be able to claim the earnedsign your spouse’s name in the properall the income was earned by the other
income credit, and your standard deduc-space on the return followed by the wordsspouse.
tion will be higher. The head of household‘‘By (your name), Husband (or Wife).’’ BeInnocent spouse exception.  Under
filing status allows you to choose the stan-sure to also sign in the space provided forcertain circumstances, you may not have
dard deduction even if your spouseyour signature. Attach a dated statement,to pay the tax, interest, and penalties on a
chooses to itemize deductions. See Headsigned by you, to the return. The statementjoint return. You must establish that you did

should include the form number of the re- of Household, later, for more information.not know, and had no reason to know, that
turn you are filing, the tax year, the reason Unless you are required to file sepa-there was a substantial understatement of
your spouse cannot sign, and that your rately, you may want to figure your tax bothtax that resulted because your spouse:
spouse has agreed to your signing for him ways (on a joint return and on separate re-1) Omitted a gross income item, or
or her. turns). Do this to make sure you are using

2) Claimed a deduction, credit, or prop- Signing as guardian of spouse.  If you the method that results in less combined
erty basis in an amount for which there are the guardian of your spouse who is tax. However, you will generally pay more
is no basis in fact or law. mentally incompetent, you may sign the re- combined tax on separate returns than you

turn for your spouse as guardian. would on a joint return because the tax rate
The facts and circumstances must also in- Spouse in combat zone.  If your is higher for marr ied persons f i l ing
dicate that it is unfair for you to pay the tax spouse is unable to sign the return be- separately.
due. One consideration is whether you sig- cause he or she is serving in a combat If you file a separate return, you gener-nificantly benefited from the substantial zone, such as the Persian Gulf Area or a ally report only your own income, exemp-understatement of tax. Normal support re- qualified hazardous duty area (Bosnia and tions, credits, and deductions on your indi-ceived from your spouse is not a significant Herzegovina, Croatia, or Macedonia), and vidual return. You may claim an exemptionbenefit. Another consideration may be you do not have a power of attorney or for your spouse if your spouse had nowhether you were later divorced or de- other statement, you may sign for your gross income and was not a dependent ofserted by your spouse. spouse. Attach a signed statement to your another person. However, if your spouseThis exception applies only if your return that explains that your spouse is

had any gross income, or was the depen-spouse’s action resulted in an understate- serving in a combat zone. For more infor-
dent of someone else, you may not claimment of tax of more than $500. In addition, mation on special tax rules for persons
an exemption for him or her on your sepa-if the tax understatement resulted from who are serving in a combat zone, get Pub-
rate return.claiming a deduction, credit, or basis, the lication 3, Armed Forces Tax Guide.

exception applies only if the additional tax, If you file as married filing separately,Other reasons spouse cannot sign.
interest, and penalties are more than: you may use Form 1040A or Form 1040.If your spouse cannot sign the joint return

Select this filing status by checking the box1) 10% of your adjusted gross income for any other reason, you may sign for your
on line 3 of either form. You must also write(AGI) for the preadjustment year, if spouse only if you are given a valid power
your spouse’s social security number andyour AGI was $20,000 or less, or of attorney (a legal document giving you
full name in the spaces provided. Use thepermission to act for your spouse). Attach2) 25% of your AGI for the preadjust-
Married filing separately column of the Taxthe power of attorney to your tax return.ment year, if your AGI was more than
Table or Schedule Y–2 of the Tax RateYou may use Form 2848, Power of Attor-$20,000.
Schedules, to figure your tax.ney and Declaration of Representative.

Your preadjustment year is your most re-
Nonresident alien or dual-status alien. cent tax year ending before a deficiency Separate Returns  
A joint return generally cannot be made ifnotice was mailed. If you were married to a Special rules apply if you file a separateeither spouse is a nonresident alien at anydi f ferent  person at  the end of  the

return.time during the tax year. However, if at thepreadjustment year, your AGI includes
end of the year one spouse was a nonresi-your new spouse’s income, whether or not

Community property states.   If you livedent alien or dual-status alien married to ayou filed a joint return for that year.
in Arizona, California, Idaho, Louisiana, Ne-U.S. citizen or resident, both spouses mayFor purposes of this exception, com-
vada, New Mexico, Texas, Washington, orchoose to file a joint return. If you do file amunity property rules do not apply to items
Wisconsin and file separately, your incomejoint return, you and your spouse are bothof gross income (other than gross income
may be considered separate income ortreated as U.S. citizens or residents for thefrom property).

entire tax year. For information on this community income for income tax pur-Divorced taxpayer.  You may be held
choice, see Chapter 1 of Publication 519.jointly and individually responsible for any poses. See Publication 555.
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If you file a separate return: the dependent under a pre-1985 di-Separate Returns After
vorce or separation agreement.1) Your spouse should itemize deduc- Joint Return 

tions if you itemize deductions, be- Once you file a joint return, you cannot
The rules to claim an exemption for acause he or she cannot claim the choose to file separate returns for that year

dependent are explained in Chapter 3.standard deduction. after the due date of the return.
2) You cannot take the credit for child

Note.  If you were considered marriedException.  A personal representative forand dependent care expenses in most
for part of the year and lived in a commu-a decedent may change from a joint returninstances.
nity property state (listed earlier under Sep-elected by the surviving spouse to a sepa-3) You cannot take the earned income arate Returns ), special rules may apply inrate return for the decedent. The personalcredit. determining your income and expenses.representative has one year from the due
See Publication 555 for more information.4) You cannot exclude any interest in- date of the return to make the change. See

come from series EE U.S. Savings Chapter 4 for more information on filing a
Bonds that you used for higher educa- return for a decedent. Nonresident alien spouse.   You are con-
tion expenses.

sidered unmarried for head of household
5) You cannot take the credit for the eld- purposes if your spouse was a nonresident

erly or the disabled unless you lived alien at any time during the year and you doHead of Household  apart from your spouse for the entire not choose to treat your nonresident
year. spouse as a resident alien. Your spouse isYou may be able to file as head of house-

not considered your relative. You musthold if you are unmarried or considered6) You may have to include in income
have another qualifying relative and meetunmarried on the last day of the year. In ad-more of your social security benefits
the other tests to be eligible to file as adition, you must have paid more than half(or equivalent railroad retirement ben-
head of household. However, you are con-the cost of keeping up a home for you andefits) than you would on a joint return.
sidered married if you have chosen to treata qualifying person for more than half the
your spouse as a resident alien.year.

Individual retirement arrangements
If you qualify to file as head of(IRAs).   You may not be able to deduct Qualifying Person  household, your tax rate usuallycontributions to your IRA if either you or

Each of the following individuals is consid-will be lower than the rates for sin-your spouse was covered by an employer
ered a qualifying person.gle or married filing separately. You willretirement plan, you and your spouse file

also receive a higher standard deductionseparate returns, and you lived together 1) Your child, grandchild, stepchild, or
than if you file as single or married filingduring the year. See Deductible Contribu- adopted child who is:
separately.tions in Chapter 18. a) Single. This child does not have to

be your dependent. However, a fos-If you file as head of household, you
Rental activity losses.   If your rental of ter child must be your dependent.may use either Form 1040A or Form 1040.
real estate is a passive activity, you may See Chapter 3 for more informationIndicate your choice of this filing status by
generally offset a loss of up to $25,000 on dependents.checking the box on line 4 of either form.
against your nonpassive income if you ac- Use the Head of a household column of b) Married. This child must qualify astively participate in the activity. However, the Tax Table or Schedule Z of the Tax your dependent. However, if yourmarried persons filing separate returns Rate Schedules, to figure your tax. married child’s other parent claimswho lived together at any time during the

him or her as a dependent under theyear may not claim this offset. Married per-
special rules for a Noncustodial par-Considered Unmarried  sons filing separate returns who lived apart
ent discussed in Chapter 3 underat all times during the year are each al- You are considered unmarried on the last
Support Test for Divorced or Sepa-lowed a $12,500 maximum offset for pas- day of the tax year if you meet all of the fol-
rated Parents, the child does notsive real estate activities. See Limits on lowing tests.
have to be your dependent.Rental Losses in Chapter 10. 1) You file a separate return. If the qualifying person is a child but not

2) You paid more than half the cost of your dependent, enter that child’s name inJoint Return After
keeping up your home for the tax year. the space provided on line 4 of Form 1040Separate Returns 

or Form 1040A.3) Your spouse did not live in your homeYou may change your filing status by filing
during the last 6 months of the tax 2) Any relative listed below whom youan amended return using Form 1040X,
year. Your spouse is considered to live claim as a dependent.Amended U.S. Individual Income Tax
with you if he or she is temporarily ab-Return.
sent due to special circumstances.If you or your spouse (or both of you)

Parent  Brother-in-lawSee Temporary absences, later.files a separate return, you may change to
Grandparent Sister-in-lawa joint return any time within 3 years from 4) Your home was, for more than half the
Brother  Son-in-lawthe due date of the separate return or re- year, the main home of your child,
Sister  Daughter-in-lawturns. This does not include any exten- stepchild, adopted child, or foster child
Stepbrothersions. A separate return includes a return whom you can claim as a dependent.
Stepsister If related by blood:filed by you or your spouse claiming mar- (See Home of qualifying person, later.)

ried filing separately, single, or head of Stepmother UncleHowever, you can still meet this test if
household filing status. For tax years be- Stepfather Auntyou cannot claim your child as a de-
ginning on or before July 30, 1996, if the Half brother Nephewpendent only because:
amount paid on your separate returns is Half sister Niecea) You state in writing to the noncus-less than the total tax shown on the joint Mother-in-lawtodial parent that he or she mayreturn, you must pay the additional tax due Father-in-lawclaim an exemption for the child, oron the joint return when you file it. For tax
years beginning after July 30, 1996, you do b) The noncustodial parent provides at You are related by blood to an uncle or
not have to pay the additional tax as a con- least $600 support for the depen- aunt if he or she is the brother or sister of
dition to filing the joint return. dent and claims an exemption for your mother or father.
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You are related by blood to a nephew than half of the cost of keeping up a home filing status for 2 years following the year of
by using the Cost of Maintaining a House-or niece if he or she is the child of your death of your spouse. For example, if your
hold worksheet, shown later.brother or sister. spouse died in 1995, and you have not re-

married, you may be able to use this filing
Note.  A dependent can qualify only status for 1996 and 1997.Costs you include.  Include such costs as

one taxpayer to use the head of household This filing status entitles you to use jointrent, mortgage interest, taxes, insurance
filing status for any tax year. return tax rates and the highest standardon the home, repairs, utilities, and food

deduction amount (if you do not itemize de-eaten in the home.
ductions). This status does not entitle youDependents.  If the person you support is
to file a joint return.required to be your dependent, you do not Costs you do not include.  Do not include If you file as qualifying widow(er) withqualify as a head of household if you can the cost of clothing, education, medical dependent child, you may use either Formonly claim the exemption under a multiple treatment, vacations, life insurance, trans- 1040A or Form 1040. Indicate your filingsupport agreement. See Multiple Support portation, or the rental value of a home you status by checking the box on line 5 of ei-Agreement in Chapter 3. own. Also, do not include the value of your ther form. Write the year your spouse died

services or those of a member of your
in the space provided on line 5. Use theHome of qualifying person.  Generally, household.
Married filing jointly column of the Tax Ta-the qualifying person must live with you for
ble or Schedule Y–1 of the Tax Ratemore than half the year.

State AFDC (Aid to Families with De- Schedules, to figure your tax.Special rule for parent.  You may be
pendent Children).   State AFDC pay-eligible to file as head of household even if
ments you use to keep up your home doyour dependent parent does not live with
not count as amounts you paid. They are Eligibility rules.  You are eligible to file asyou. You must pay more than half the cost
amounts paid by others that you must ap- a qualifying widow(er) with dependent childof keeping up a home that was the main
ply against the total cost of keeping up your if you meet all of the following tests.home for the entire year for your father or
home to figure if you paid more than half.mother. You are keeping up a main home

for your dependent father or mother if you 1) You were entitled to file a joint return
pay more than half the cost of keeping your with your spouse for the year yourCost of Maintaining a Household
parent in a rest home or home for the spouse died. (It does not matter
elderly. whether you actually filed a joint

AmountTemporary absences.  You are con- return).
You Totalsidered to occupy the same household de-
Paid Costspite the temporary absence due to special

2) You did not remarry before the end of
circumstances of either yourself or the Property taxes $ $

the tax year.other person. Temporary absences due to Mortgage interest
special circumstances include those due expense

3) You have a child, stepchild, adoptedto illness, education, business, vacation,
Rent child, or foster child who qualifies asand military service. It must be reasonable
Utility charges your dependent for the year.to assume that you or the other person will

return to the household after the temporary Upkeep and repairs
absence, and you must continue to main- 4) You paid more than half the cost ofProperty insurance
tain a household in anticipation of the keeping up a home that is the main

Food consumed return. home for you and that child for the en-
on the premisesDeath or birth.  You may be eligible to tire year, except for temporary ab-

Other householdfile as head of household if the individual sences. See Temporary absences
expenseswho qualifies you for this filing status is and Keeping Up a Home, discussed

born or dies during the year. You must Totals $ $ earlier under Head of Household.
have provided more than half of the cost of

Minus total amount youkeeping up a home that was the individu-
paid ( )al’s main home for more than half the year,

Example.  John Reed’s wife died inAmount others paid $or, if less, the period during which the indi-
1994. John has not remarried. He has con-vidual lived.
tinued during 1995 and 1996 to keep up a

If you paid more than half the total cost, youExample.  You are unmarried. Your home for himself and his dependent child.
meet the requirement of maintaining amother lived in an apartment by herself. For 1994 he was entitled to file a joint re-household.She died on September 2. The cost of the turn for himself and his deceased wife. For

upkeep of her apartment for the year until 1995 and 1996 he may file as qualifying
her death was $6,000. You paid $4,000 widower with a dependent child. After 1996
and your brother paid $2,000. Your brother he can file as head of household if he
made no other payments toward your qualifies.
mother’s support. Your mother had no in- Qualifying Widow(er)
come. Since you paid more than half the With Dependent Child cost of keeping up the apartment for your

Death or birth.  You may be eligible to file
mother from January 1 until her death, and

as a qualifying widow(er) with dependentIf your spouse died in 1996, you may useshe qualifies as your dependent, you may
child if the dependent who qualifies you formarried filing jointly as your filing status forfile as a head of household.
this filing status is born or dies during the1996 if you would otherwise qualify. The
year. You must have provided more thanyear of death is the last year for which youKeeping Up a Home  half of the cost of keeping up a home thatcan file jointly with your deceased spouse.
was the dependent’s main home duringYou are keeping up a home only if you pay See Married Filing Jointly, earlier.
the entire part of the year he or she wasmore than half of the cost of its upkeep. You may be eligible to use qualifying

You may determine whether you paid more alive.widow(er) with dependent child as your
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you claim an exemption on your tax return Separate return.   If you file a separate re-
depends on which form you file. turn, you can claim the exemption for your

If you file Form 1040EZ, the exemption spouse only if your spouse had no gross3.
amount is combined with the standard de- income and was not the dependent of an-
duction amount and entered on line 5. other taxpayer. This is true even if the otherPersonal If you file Form 1040A or Form 1040, taxpayer does not actually claim your
follow the instructions for the form. The to- spouse’s exemption. This is also true ifExemptions and tal number of exemptions you can claim is your spouse is a nonresident alien.
the total in the box on line 6d. Also com-Dependents plete line 21 (Form 1040A) or line 36 (Form Death of spouse.   If your spouse died dur-
1040) by multiplying the total number of ex- ing the year, you can generally claim your
emptions shown in the box on line 6d by spouse’s exemption under the rules just
$2,550. explained under Joint return and Separate

return.Important Changes If you remarried during the year, youNote.  If your adjusted gross income is
cannot take an exemption for your de-$88,475 or more, see Phaseout of Exemp-for 1996 
ceased spouse.tions, later.

Social security number for dependents. If you are a surviving spouse without
You must provide the social security num- gross income and you remarry, you may be

Useful Itemsber of any person you claim as a depen- claimed as an exemption on both the final
You may want to see:dent regardless of the dependent’s age. separate return of your deceased spouse

However, a social security number is not and the separate return of your new
Form (and Instructions)required for 1996 for a child born during spouse whom you married in the same

December of 1996. year. If you file a joint return with your new□ 2120 Multiple Support Declaration
Taxpayer identification numbers for spouse, you may be claimed as an exemp-

□ 8332 Release of Claim to Exemptionaliens. If your dependent is a resident or tion only on that return.
for Child of Divorced ornonresident alien who does not have —
Separated Parentsand is not eligible to get — a social security Final decree of divorce or separate

number (SSN), file Form W-7 with the IRS maintenance during the year.   If you ob-
to apply for an individual taxpayer identifi- tained a final decree of divorce or separateExemptions cation number (ITIN). Enter this number on maintenance by the end of the year, you
your return wherever the dependent’s SSN may not take your former spouse’s exemp-There are two types of exemptions: per-
is requested. Use it for tax purposes only. 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 the
Exemption amount.  The amount you can same amount, different rules apply to each
deduct as an exemption has increased type. Exemptions for
from $2,500 in 1995 to $2,550 in 1996.

Dependents  
Personal Exemptions You are allowed one exemption for eachExemption phaseout.  You will lose all or

person you can claim as a dependent. ThisYou are generally allowed one exemptionpart of the benefit of your exemptions if
is called a dependency exemption.for yourself and, if you are married, one ex-your adjusted gross income goes above a

A person is your dependent if all five ofemption for your spouse. These are calledcertain level. In 1996, the income level
the dependency tests, discussed later, arepersonal exemptions.ranges from $88,475 (for married filing
met. You may take an exemption for yourseparately) to $176,950 (for married filing
dependent even if your dependent files ajointly) depending upon your filing status. Your Own Exemption 
return. But that dependent cannot claim hisSee Phaseout of Exemptions, later. You may take one exemption for yourself or her own personal exemption if you are

unless 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- Child born alive.  If your child was born

This chapter discusses exemptions. The titled to claim you as a dependent, you may alive during the year, and the dependency
following topics will be explained: not take an exemption for yourself. This is tests are met, you may take the full exemp-

true even if the other taxpayer does not ac-● Personal exemptions — You generally tion. This is true even if the child lived only
tually claim your exemption.can take one for yourself and, if you are for a moment. Whether your child was born

married, one for your spouse. alive depends on state or local law. There
Married persons.  If you file a joint return, must be proof of a live birth shown by an of-● Dependency exemptions — You must you may take your own exemption. If you ficial document, such as a birth certificate.meet five dependency tests for each de- file a separate return, you may take your You may not claim an exemption for a still-pendent you claim. If you are entitled to own exemption only if another taxpayer is born child.claim an exemption for a dependent, not entitled to claim you as a dependent.

that dependent cannot claim a personal
Death of dependent.  If your dependentexemption on his or her own tax return.

Your Spouse’s Exemption  died during the year and otherwise quali-
● Phaseout of exemptions — You get less fied as your dependent, you can take his orYour spouse is never considered your de-

of a deduction when your taxable in- her exemption.pendent. You may be able to take one ex-
come goes above a certain amount. emption for your spouse only because you Example.  Your dependent mother

● Social security number (SSN) require- are married. 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 any
Exemptions reduce your taxable in- gross income, as defined in Chapter 1, Housekeepers, maids, or servants.  If

come. Generally, you can deduct $2,550 you may claim his or her exemption only if these people work for you, you cannot
for each exemption you claim in 1996. How you file a joint return. claim them as dependents.
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Dependency tests.   The following five A son or daughter of your brother or Children’s place of residence.  Children
tests must be met for you to claim a depen- sister usually are citizens or residents of the
dency exemption for a person: country of their parents.Your father-in-law, mother-in-law, son-

If you were a U.S. citizen when your1) Member of Household or Relationship in-law, daughter-in-law, brother-in-
child was born, the child may be a U.S. citi-Test law, or sister-in-law
zen although the other parent was a non-

2) Citizenship Test resident alien and the child was born in aAny of these relationships that were estab-
foreign country. If so, and the other depen-3) Joint Return Test lished by marriage are not ended by death
dency tests are met, the child is your de-or divorce.4) Gross Income Test
pendent and you may take the exemption.

5) Support Test It does not matter if the child lives abroadAdoption.   Before legal adoption, a child
with the nonresident alien parent.is considered to be your child if he or she

If you are a U.S. citizen who has legallywas placed with you for adoption by an au-
adopted a child who is not a U.S. citizen orMember of Household thorized agency. Also, the child must have
resident, and the other dependency testsbeen a member of your household. If theor Relationship Test are met, the child is your dependent andchild was not placed with you by an author-

To meet this test, a person must live with you may take the exemption if your home isized agency, the child will meet this test
you for the entire year as a member of your the child’s main home and the child is aonly if he or she was a member of your
household or be related to you. If at any member of your household for your entirehousehold for your entire tax year.
time during the year the person was your tax year.
spouse, you may not claim that person as a

Foster individual.   A foster child or adultdependent. See Personal Exemptions, Foreign students’ place of residence. must live with you as a member of yourearlier. Foreign students brought to this countryhousehold for the entire year to qualify as
under a qualified international educationyour dependent.Temporary absences.  You are consid- exchange program and placed in AmericanHowever, if a state, one of its politicalered to occupy the same household de- homes for a temporary period generallysubdivisions, or a tax-exempt child-placingspite the temporary absence due to special are not U.S. residents and do not meet theagency makes payments to you as a fostercircumstances of either yourself or the citizenship test. They may not be claimedparent, you may not take the child as yourother person. Temporary absences due to as dependents. However, if you provided adependent. Your expenses are incurred onspecial circumstances include those due home for a foreign student, you may bebehalf of the agency that made paymentsto illness, education, business, vacation, able to take a charitable contribution de-to you. Expenses you incur in excess ofand military service. duction. See Expenses Paid for Studentnontaxable payments you receive are al-If the person is placed in a nursing Living With You in Chapter 26.lowed as charitable contributions. You mayhome for an indefinite period of time to re-

deduct these contributions on Schedule Aceive constant medical care, the absence
(Form 1040) if you itemize deductions. Ifis considered temporary. Joint Return Test 
you receive taxable payments, your ex-

Even if the other dependency tests arepenses may be deductible as business ex-Death or birth.  A person who died during met, you are generally not allowed an ex-penses. See Foster-care providers underthe year, but was a member of your house- emption for your dependent if he or sheIncome Not Taxed in Chapter 13 and Fos-hold until death, will meet the member of files a joint return.ter parents in Chapter 26.household test. The same is true for a child
Example.  You supported your daugh-who was born during the year and was a

Cousin.  Your cousin will meet this test ter for the entire year while her husbandmember of your household for the rest of
only if he or she lives with you as a member was in the Armed Forces. The couple filesthe year. The test is also met if a child
of your household for the entire year. A a joint return. Even though all the otherwould have been a member except for any
cousin is a descendant of a brother or sis- tests are met, you may not take an exemp-required hospital stay following birth.
ter of your father or mother and does not tion for your daughter.
qualify under the relationship test.Test not met.  A person does not meet the

Exception.  The joint return test does notmember of household test if at any time
Joint return.  If you file a joint return, you apply if a joint return is filed by the depen-during your tax year the relationship be-
do not need to show that a dependent istween you and that person violates local dent and his or her spouse merely as a
related to both you and your spouse. Youlaw. claim for refund and no tax liability would
also do not need to show that a dependent exist for either spouse on the basis of sep-
is related to the spouse who provides arate returns.Relatives not living with you.  A person
support.related to you in any of the following ways Example.  Your son and his wife eachFor example, your spouse’s uncle whodoes not have to live with you for the entire had less than $2,000 of wages and noreceives more than half his support fromyear as a member of your household to unearned income. Neither is required to fileyou may be your dependent, even thoughmeet this test. a tax return. Taxes were taken out of theirhe does not live with you. However, if you

Your child, grandchild, great pay, so they file a joint return to get a re-and your spouse file separate returns,
grandchild, etc. (a legally adopted fund. You are allowed exemptions for youryour spouse’s uncle can be your depen-
child is considered your child) son and daughter-in-law if the other depen-dent only if he is a member of your house-

dency tests are met.hold and lives with you for your entire taxYour stepchild
year.Your brother, sister, half brother, half

Gross Income Test sister, stepbrother, or stepsister
Citizenship Test Generally, you may not take an exemptionYour parent, grandparent, or other di-

for a dependent if that person had gross in-To meet the citizenship test, a person mustrect ancestor, but not foster parent
come of $2,550 or more for the year. Thisbe a U.S. citizen or resident, or a resident

Your stepfather or stepmother test does not apply if the person is yourof Canada or Mexico, for some part of the
child and is either under age 19, or a stu-calendar year in which your tax yearA brother or sister of your father or
dent under age 24, as discussed later.mother begins.
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If you file on a fiscal year basis, the Gross receipts from rental property are equipment required for particular courses
gross income test applies to the calendar gross income. Do not deduct taxes, re- are not included in gross income. For more
year in which your fiscal year begins. pairs, etc., to determine the gross income information, see Chapter 13.

from rental property. Tax-exempt income, such as certain
Gross income defined.  All income in the Gross income includes a partner’s social security payments, is not included in
form of money, property, and services that share of the gross, not a share of the net, gross income.
is not exempt from tax is gross income. partnership income. For this gross income test, gross in-

In a manufacturing, merchandising, or Gross income also includes all unem- come does not include income received by
mining business, gross income is the total ployment compensation and certain schol- a permanently and totally disabled individ-
net sales minus the cost of goods sold, arship and fellowship grants. Scholarships ual at a sheltered workshop. The availabil-
plus any miscellaneous income from the received by degree candidates that are ity of medical care must be the main rea-
business. used for tuition, fees, supplies, books, and son the individual is at the workshop. Also,
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the income must come solely from activi- Vocational high school students. Tax-exempt military quarters al-
People who work on ‘‘co-op’’ jobs in pri- lowances.  These allowances are treatedties at the workshop that are incident to
vate industry as a part of the school’s pre- the same way as dependency allotments inthis medical care. A sheltered workshop is
scribed course of classroom and practical figuring support. The allotment of pay anda school operated by certain tax-exempt
training are considered full-time students. the tax-exempt basic al lowance fororganizations, or by a state, a U.S. posses-

Night school.  Your child is not a full- quarters are both considered as providedsion, a political subdivision of a state or
time student while attending school only at by you for support.possession, the United States, or the Dis-
night. However, full-time attendance at atrict of Columbia, that provides special in-
school may include some attendance atstruction or training designed to alleviate Tax-exempt income.  In figuring a per-
night as part of a full-time course of study.the disability of the individual. son’s total support, include tax-exempt in-

come, savings, and borrowed amounts
used to support that person. Tax-exemptChild defined.  For purposes of the gross Support Test  
income includes certain social securityincome test, your child is your son, step- You must provide more than half of a per-
benefits, welfare benefits, nontaxable lifeson, daughter, stepdaughter, a legally son’s total support during the calendar
insurance proceeds, Armed Forces familyadopted child, or a child who was placed year to meet the support test. You figure
allotments, nontaxable pensions, and tax-with you by an authorized placement whether you have provided more than half
exempt interest.agency for your legal adoption. A foster by comparing the amount you contributed

child who was a member of your house- Example 1.  You provide $2,000 to-to the person’s support with the entire
hold for your entire tax year is also consid- ward your mother’s support during theamount of support the person received
ered your child. See Foster individual, year. She has taxable income of $600,from all sources. This amount includes the
earlier. nontaxable social security benefit pay-person’s own funds used for support. You

ments of $1,800, and tax-exempt interestmay not include in your contribution any
Child under 19.  If your child is under 19 at of $200. She uses all these for her support.part of your child’s support that is paid for
the end of the year, the gross income test You cannot claim your mother as a depen-by the child with the child’s own wages,
does not apply. Your child may have any dent because the $2,000 you provide is noteven if you pay the wages. See Total Sup-
amount of income and still be your depen- more than half of her total support ofport, later.
dent if the other dependency tests are met. $4,600.A person’s own funds are not support

unless they are actually spent for support.Example.  Marie Grey, 18, earned Example 2.  Your daughter takes out a
$2,700. Her father provided more than half student loan of $2,500 and uses it to payExample.  Your mother received
her support. He can claim her as a depen- her college tuition. She is personally re-$2,400 in social security benefits and $300
dent because the gross income test does sponsible for the loan. You provide $2,000in interest. She paid $2,000 for lodging and
not apply and the other dependency tests toward her total support. You may not$400 for recreation.
were met. claim your daughter as a dependent be-Even though your mother received a to-

cause you provide less than half of hertal of $2,700, she spent only $2,400 for her
support.Student under age 24.   If your child is a own support. If you spent more than

Social security benefit payments.  Ifstudent, the gross income test does not $2,400 for her support and no other sup-
a husband and wife each receive pay-apply if the child is under age 24 at the end port was received, you have provided more
ments that are paid by one check made outof the calendar year. The other depen- than half of her support.
to both of them, half of the total paid is con-dency tests must still be met.
sidered to be for the support of eachStudent defined.  To qualify as a stu- Cost determines support.  The total cost,
spouse, unless they can show otherwise.dent, your child must be, during some part not the period of time you provide the sup-

If a child receives social security bene-of each of 5 calendar months during the port, determines whether you provide more
fits and uses them toward his or her ownca lendar  year  (no t  necessar i l y than half of the support.
support, the payments are considered asconsecutive):
provided by the child.Year support is provided.  The year you1) A full-time student at a school that has Support provided by the stateprovide the support is the year you pay fora regular teaching staff, course of (AFDC, food stamps, housing, etc.). it, even if you do so with borrowed moneystudy, and regularly enrolled body of Benefits provided by the state to a needythat you repay in a later year.students in attendance, or person, such as AFDC (Aid to Families withIf you use a fiscal year to report your in-
Dependent Children) generally are consid-2) A student taking a full-time, on-farm come, you must provide more than half of
ered to be used for support. However, pay-training course given by a school de- the dependent’s support for the calendar
ments based on the needs of the recipientscribed in (1) above or a state, county, year in which your fiscal year begins.
will not be considered as used entirely foror local government.
that person’s support if it is shown that partArmed Forces dependency allotments. 
of the payments were not used for thatFull-time student defined.  A full-time The part of the allotment contributed by
purpose.student is a person who is enrolled for the the government and the part taken out of

number of hours or courses the school your military pay are both considered pro-
Home for the aged.  If you make a lump-considers to be full-time attendance. vided by you in figuring whether you pro-
sum advance payment to a home for theSchool defined.  The term ‘‘school’’ in- vide more than half of the support. If your
aged to take care of your relative for lifecludes elementary schools, junior and se- allotment is used to support persons other
and the payment is based on that person’snior high schools, colleges, universities, than those you name, you may take the ex-
life expectancy, the amount of your sup-and technical, trade, and mechanical emptions for them if they otherwise qualify
port each year is the lump-sum payment di-schools. It does not include on-the-job as dependents.
vided by the relative’s life expectancy.training courses, correspondence schools, Example.  You are in the Armed
Your support also includes any otherand night schools. Forces. You authorize an allotment for
amounts that you provided during the year.Example.  James Clay, 22, attends col- your widowed mother that she uses to sup-

lege as a full-time student. During the sum- port herself and your sister. If the allotment
Total Support mer, James earned $2,700. If the other de- provides more than half of their support,

pendency tests are met, his parents can you may take an exemption for each of To figure if you provided more than half of
take the exemption for James as a them, even though you authorize the allot- the support of a person, you must first de-
dependent. ment only for your mother. termine the total support provided for that
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person. Total support includes amounts the person has use of your entire home. If trimmed. Because a lawn mower is ordina-
spent to provide food, lodging, clothing, you do not provide the total lodging, the to- rily an item you buy for personal and family
education, medical and dental care, recre- tal fair rental value must be divided de- reasons that benefits all members of the
a t ion ,  t ranspor ta t ion ,  and  s im i la r pending on how much of the total lodging household, you cannot include the cost of
necessities. you provide. If you provide only a part and the lawn mower in the support of your

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

a fair rental value of $3,600 for the house child.
lodging, the amount of support is the fair

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

Example 4.  Your 17-year-old son, us-portation, and recreation. Your total food $600 cost of utilities) of which you are con-
expense for the household is $6,000. Your ing personal funds, buys a car for $4,500.sidered to provide $4,200 ($3,600 +
heat and utility bills amount to $1,200. Your You provide all the rest of your son’s sup-$600).
mother has hospital and medical expenses port — $4,000. Since the car is bought andPerson living in his or her own home.
of $600, which you pay during the year. owned by your son, the car’s fair marketThe total fair rental value of a person’s
Figure your parents’ total support as value ($4,500) must be included in his sup-home that he or she owns is consideredfollows: port. The $4,000 support you provide issupport contributed by that person.

less than half of his total support of $8,500.If you help to keep up the home by pay- Support provided You  canno t  c la im your  son  as  aing interest on the mortgage, real estateFather Mother dependent.taxes, fire insurance premiums, ordinary
Fair rental value of lodging . . . $1,000 $1,000 repairs, or other items directly related to
Pension spent for their support Medical insurance premiums.  Medicalthe home, or give someone cash to pay

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,100 2,100 insurance premiums you pay, includingthose expenses, reduce the total fair rental
Share of food (1/6 of $6,000) 1,000 1,000 premiums for supplementary Medicarevalue of the home by those amounts in fig-
Medical expenses . . . . . . . . . . . .  600 coverage, are included in the total supporturing that person’s own contribution.

you provide.Parents’ total support $4,100 $4,700 Example.  You provide $6,000 cash for Medical insurance benefits.  Medical
your father’s support during the year. He insurance benefits, including basic andYou must figure the dependency status lives in his own home, which has a fair supplementary Medicare benefits, are notof each parent separately. You provide rental value of $6,600 a year. He uses part of support.$2,000 ($1,000 lodging, $1,000 food) of $800 of the money you give him to pay his

your father’s total support of $4,100 — less real estate taxes. Your father’s contribu-
Tuition payments and allowances underthan half. You provide $2,600 to your tion for his own lodging is $5,800 ($6,600
the GI Bill.   Amounts veterans receivemother ($1,000 lodging, $1,000 food, $600 –  $800 for taxes).
under the GI Bill for tuition payments andmedical) — more than half of her total sup- Living with someone rent free.  If you
allowances while they attend school are in-port of $4,700. You may claim your mother live with a person rent free in his or her
cluded in total support.as a dependent, but not your father. Heat home, you must reduce the amount you

and utility costs are included in the fair Example.  During the year, your son re-provide for support by the fair rental value
rental value of the lodging, so these are not ceives $2,200 from the government underof lodging he or she provides you.
considered separately. the GI Bill. He uses this amount for his edu-

cation. You provide the rest of his supportProperty.  Property provided as support is
Lodging defined.  Lodging is the fair — $2,000. Because GI benefits are in-measured by its fair market value. Fair mar-
rental value of the room, apartment, or cluded in total support, your son is not yourket value is the price that property would
house in which the person lives. It includes dependent.sell for on the open market. It is the price
a reasonable allowance for the use of fur- that would be agreed upon between a will-
niture and appliances, and for heat and Other support items.  Other items may being buyer and a willing seller, with neither
other utilities. considered as support depending on thebeing required to act, and both having rea-

Fair rental value defined.   This is the facts in each case. For example, if you paysonable knowledge of the relevant facts.
amount you could reasonably expect to re- someone to provide child care or disabledCapital expenses.  Capital items, such
ceive from a stranger for the same kind of dependent care, you may include theseas furniture, appliances, and cars, that are
lodging. It is used in place of rent or taxes, payments as support, even if you claim abought for a person during the year may be
interest, depreciation, paint, insurance, credit for them. For information on theincluded in total support under certain
utilities, cost of furniture and appliances, credit, see Chapter 33.circumstances.etc. In some cases, fair rental value may be

The following examples show when aequal to the rent paid. Do Not Include in Total Supportcapital item is or is not support.If you are considered to provide the to-
Example 1.  You buy a $200 powertal lodging, determine the fair rental value

The following items are not included in to-lawn mower for your 13-year-old child. Theof the room the person uses, or a share of
tal support:child is given the duty of keeping the lawnthe fair rental value of the entire dwelling 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 statementsAgreement  3) 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 of 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
half of the child’s support.your sister 35%, and your two brothers mined by the terms of the most recent de-

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- Claim to Exemption for Child of Divorced orcree, use the written separation agree-
ten statement agreeing not to take an ex- Separated Parents, or a similar statement,ment. If neither a decree nor agreement
emption for her. Because neither brother to make the written declaration to releaseestablishes custody, then the parent who

the exemption to the noncustodial parent.provides more than 10% of the support, has the physical custody of the child for the
The noncustodial parent must attach theneither can take the exemption. They do greater part of the year is considered to
form or statement to his or her tax return.not have to sign a Form 2120 or the written have custody of the child. This also applies

statement. The exemption may be released for aif the validity of a decree or agreement
single year, for a number of specified yearsawarding custody is uncertain because ofExample 2.  You and your brother each
(for example, alternate years), or for all fu-legal proceedings pending on the last dayprovide 20% of your mother’s support for
ture years, as specified in the declaration.of the calendar year.the year. The remaining 60% of her sup-
If the exemption is released for more thanIf the parents are divorced or separatedport 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 parent

Example 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.
10 months of the year. Your former spousecial security, 40% from you, 24% from his You must attach Form 8332 or a similar
has custody for the other 2 months. Youbrother, and 11% from a friend. Either you statement to your return. If your divorce de-
and your former spouse provide the child’sor your uncle may take the exemption for cree or separation agreement went into ef-
total support. You are considered to haveyour father. A Form 2120 or a written state- fect after 1984 and it unconditionally states
provided more than half of the support ofment from the one not claiming the exemp- that you can claim the child as your depen-
the child. However, see Noncustodial par-tion must be attached to the return of the dent, you may attach a copy of the follow-
ent, later.one who takes the exemption. ing pages from the decree or agreement

instead:Example 2.  You and your former
spouse provided your child’s total supportSupport Test 1) Cover page (write the other parent’s
for 1996. You had custody of your child social security number on this page),for Divorced or under your 1992 divorce decree, but on

2) The page that states you can claimAugust 31, 1996, a new custody decreeSeparated Parents  
the child as your dependent, andgranted custody to your former spouse.The support test for a child of divorced or

Because you had custody for the greater 3) Signature page with the other parent’sseparated parents is based on special
part of the year, you are considered to signature and the date of therules that apply only if:
have provided more than half of your agreement.1) The parents are divorced or legally child’s support.

separated under a decree of divorce
or separate maintenance, or sepa- Noncustodial parent.   The noncustodial Child support.   All child support paymentsrated under a written separation parent will be treated as providing more actually received from the noncustodialagreement, or lived apart at all times than half of the child’s support if: parent are considered used for the supportduring the last 6 months of the calen-

of the child.1) The custodial parent signs a writtendar year,
declaration that he or she will not Example.  The noncustodial parent

2) One or both parents provide more claim the exemption for the child, and provides $1,200 for the child’s support.
than half of the child’s total support for This amount is considered as support pro-the noncustodial parent attaches this
the calendar year, and vided by the noncustodial parent even ifwritten declaration to his or her return,

3) One or both parents have custody of the $1,200 was actually spent on things2) A decree or agreement went into ef-
the child for more than half of the cal- other than support.fect after 1984 and states the noncus-
endar year. Back child support.  Even if you owedtodial parent can claim the child as a

child support for an earlier year, your pay-dependent without regard to any con-
ments are considered support for the year‘‘Child’’ is defined earlier under Gross dition, such as payment of support, or
paid, up to the amount of your requiredIncome Test.

3) A decree or agreement executed child support for that year. If the supportThis discussion does not apply if the
before 1985 provides that the noncus- payments are more than the amount re-support of the child is determined under a
todial parent is entitled to the exemp- quired for this year, any payment for anmultiple support agreement, discussed
tion, and he or she provides at least earlier year is not support provided by theearlier.
$600 for the child’s support during the noncustodial parent for either the earlier
year, unless the pre-1985 decree or year or for this year. It is to repay the custo-Custodial parent.   The parent who has
agreement is modified after 1984 to dial parent for amounts paid for the supportcustody of the child for the greater part of
specify that this provision will not of the children in an earlier year.the year (the custodial parent) is generally
apply.treated as the parent who provides more Example.  Under your divorce decree,

than half of the child’s support. It does not you must pay $400 a month to your former
Example.  Under the terms of yourmatter whether the custodial parent actu- spouse for the support of your two chil-

ally provided more than half of the support. 1982 divorce decree, your former spouse dren. Last year you paid $4,000 instead of
The noncustodial parent is the parent who has custody of your child. The decree spe- $4,800 ($400 ×  12 months) due for the
has custody of the child for the shorter part cifically states that you are entitled to the year. This year, if you pay the full amount,
of the year or who does not have custody exemption. You provide at least $600 in the entire $4,800 is considered support
at all. child support during the calendar year. You that you provided. If you also pay any part
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of the $800 you owe from last year, that You must reduce the dollar amount of No social security number.  If a person
amount is not included as support provided your exemptions by 2% for each $2,500, or whom you expect to claim as a dependent
by you in either year. part of $2,500 ($1,250 if you are married fil- on your return does not have an SSN, ei-

Third-party support.  Support pro- ing separately), that your AGI exceeds the ther you or that person should apply for an
vided by a third party for a divorced or sep- amount shown for your filing status. If your SSN as soon as possible by filing Form
arated parent is not included as support AGI exceeds the amounts shown by more SS–5, Application for a Social Security
provided by that parent. However, see Re- than $122,500 ($61,250 if married filing Card, with the Social Security Administra-
married parent, later. separately), the amount of your deduction tion (SSA). Information about applying for

for exemptions is reduced to zero. an SSN and Form SS–5 is available at yourExample.  You are divorced. During the
If your AGI exceeds the level for your fil- local SSA office.entire year, you and your child live with

ing status, use the Deduction for Exemp- It usually takes about 2 weeks to get anyour mother in a house she owns. The fair
tions Worksheet in the instructions for SSN. If you do not have a required SSN byrental value of the lodging provided by your
Form 1040 to figure the amount of your de- the April 15 filing date, you can file Formmother for your child is $1,000. The home
duction for exemptions. 4868 for an extension of time to file.provided by your mother is not included in

the amount of support you provide.
Taxpayer identification numbers forRemarried parent.  If you remarry, the
aliens.  If your dependent is a resident orsupport provided by your new spouse is Social Security nonresident alien who does not have andtreated as provided by you.
is not eligible to get an SSN, the IRS will is-Number forExample.  You have two children from
sue your dependent an individual taxpayera former marriage who live with you. You
identification number (ITIN). Write theDependents  have remarried and are living in a home
number in column (2) of line 6c of yourowned by your present spouse. The fair You must list the social security number
Form 1040 or Form 1040A. To apply for anrental value of the home provided to the (SSN) of any person you claim as a depen-
ITIN, use Form W-7, Application for IRS In-children by your present spouse is treated dent (except a child born during December
dividual Taxpayer Identification Number.as provided by you. of 1996) in column (2) of line 6c of your

It usually takes about 30 days to get anHome jointly owned.  If you and your Form 1040 or Form 1040A. If your depen-
ITIN.former spouse have the right to use and dent was born in December of 1996 and

An ITIN is for tax purposes only. It doeslive in the home, each of you is considered does not have an SSN, enter ‘‘12/96’’ in
not entitle your dependent to social secur-to provide half of your child’s lodging. How- column (2).
ity benefits or change your dependent’sever, if the divorce decree gives only you You do not need an SSN for a child who
employment or immigration status underthe right to use and live in the home, you was born in 1996 and died in 1996. Write
U.S. law.are considered to provide your child’s en- ‘‘Died’’ in column (2) of line 6c of your Form

tire lodging. It does not matter if the legal ti- 1040 or Form 1040A.
Dependents living in Mexico or Canada. tle to the home remains in the names of
If you claim a dependent who lives in Mex-If you do not list the dependent’sboth parents. 
ico, enter ‘‘MX’’instead of a number in col-SSN when required or if you list an
umn (4) of line 6c of your Form 1040 orincorrect SSN, the exemption may
Form 1040A. If you claim a dependent whobe disallowed.
lives in Canada, enter ‘‘CN’’ instead of aPhaseout of
number in column (4) of line 6c of yourExemptions  Note.  If your dependent does not have Form 1040 or Form 1040A.

and is not eligible to get an SSN, you mustThe amount you can claim as a deduction
list your dependent’s individual taxpayerfor exemptions is phased out once your ad-
identification number (ITIN) instead of anjusted gross income (AGI) goes above a
SSN. See Taxpayer identification numberscertain level for your filing status. These
for aliens, later.levels are as follows:

AGI Level 
Which Reduces 

Filing Status Exemption Amount 

Married filing
separately $ 88,475

Single 117,950
Head of household 147,450
Married filing jointly 176,950
Qualifying widow(er) 176,950
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same duties and have the same responsi- you must include and what deductions you
bilities. For simplicity, the term personal can take on the final return. Generally, indi-
representative will be used throughout this viduals use one of two  methods of ac-4.
chapter to refer to these ‘‘appointed’’ rep- counting: cash or accrual.
resentatives and to representatives who Cash method.  If the decedent usedDecedents are not appointed, but are in charge of a the cash method of accounting, which
decedent’s property. most people use, report only the items of

The surviving spouse may or may not income that the decedent actually or con-
be the personal representative, depending structively received before death and de-
on the terms of the decedent’s will or the duct only the expenses the decedent paidIntroduction
court appointment. before death. For an exception for certain

This chapter discusses the tax responsibili- medical expenses not paid before death,
ties of the person who is in charge of the see  Med ica l  cos ts ,  l a te r ,  underDuties property of a decedent (person who died). Deductions.

The primary duties of a personal represen-It also covers the following topics: Accrual method.  If the decedent usedtative are to collect all of the decedent’s● Filing the decedent’s final return an accrual method of accounting, reportassets, pay the creditors, and distribute the
only those items of income that the dece-● Tax effects on survivors and remaining assets to the heirs or other
dent accrued, or earned, before death. De-beneficiaries beneficiaries.
duct those expenses the decedent was lia-The personal representative must also:
ble for before death, regardless of whetherThis chapter does not discuss  the

1) Notify the IRS (as discussed below) the expenses were paid.requirements for filing an income tax return
that he or she is acting as the personal Additional information.  For more in-of an estate (Form 1041). For information
representative,on Form 1041, see Income Tax Return of formation on the cash and accrual meth-

an Estate–Form 1041 in Publication 559. ods, see Accounting Methods in Chapter 1.2) File any income tax return and estate
This chapter also does not discuss the re- tax return that is due (see Final Return
quirements for filing an estate tax return Who must file the return?  The personalfor the Decedent, next),
(Form 706). For information on Form 706, representative of the decedent is responsi-

3) Make sure that any income tax and es-see Form 706 in Publication 559. ble for filing any income tax returns andtate tax that is due is paid, and
making sure that any income tax that is due

4) Provide the payers of any interest andUseful Items is paid. This includes the final income tax
dividends the name(s) and identifica-You may want to see: return of the decedent (for the year of
tion number(s) of the new owner(s) death) and any returns not filed for preced-
(see Interest and Dividend IncomePublication ing years.
(Forms 1099) later).

□ 559 Survivors, Executors, and Example.  Roberta Russell died on
Administrators February 5, 1997, before filing her 1996 tax

For more information on the duties and return. Her personal representative must
responsibilities of the personal representa-Form (and Instructions) file her 1996 tax return as well as her final
tive, see Duties under Personal Represent-

tax return for 1997.□ 56 Notice Concerning Fiduciary atives in Publication 559.
Exception.  Under certain circum-Relationship

stances, a surviving spouse may be able to
□ 1310 Statement of Person Claiming Notifying the IRS.  You can use Form 56

file a joint final return or joint returns forRefund Due a Deceased to notify the District Director and the Inter-
preceding years for which returns have notTaxpayer nal Revenue Service Center, as required.
yet been filed. See Joint return, later.See the instructions for Form 56 for more□ 4810 Request for Prompt

information.Assessment Under Internal Filing the return.  When you file a return
Revenue Code Section for the decedent, either as the personal
6501(d) representative or as the surviving spouse,

you should write ‘‘DECEASED,’’ the de-Final Return
cedent’s name, and the date of deathPersonal for the Decedent  across the top of the tax return. This same
information should be included on anyRepresentatives  The same filing requirements that apply
Form 1040X, Amended U.S. Individual In-to individuals determine if a final incomeA personal representative of an estate can come Tax Return, that you may file for thetax return must be filed for the decedent.be an executor, an administrator, or any- decedent.Filing requirements are discussed in Chap-one who is in charge of the decedent’s If the decedent and surviving spouseter 1.property. are filing a joint return, you should write the
name and address of the decedent and theFiling to get a refund.  If none of the filingExecutor.  Generally, an executor (or ex- surviving spouse in the name and addressrequirements are met, but the decedentecutrix) is named in a decedent’s will to ad- space. If you received a peel-off label withhad tax withheld or paid estimated tax, a fi-minister the estate (property and debts left the correct information, you can use itnal return should be filed to get a refund.by the decedent) and distribute properties instead.See Claiming a refund, later. A final returnas the decedent has directed. If a joint return is not being filed, writeshould also be filed if the decedent was en-
the decedent’s name in the name spacetitled to a refundable credit such as theAdministrator.  An administrator (or ad-
and the personal representative’s nameearned income credit. See Chapters 35ministratrix) is usually appointed by the
and address in the remaining space.and 36 for additional information on re-court if no will exists, if no executor was

fundable credits. Example 1.  John Stone died in earlynamed in the will, or if the named executor
1996. He was survived by his wife Jane.cannot or will not serve.
His final joint return included the requiredDetermining income and deductions.
information as shown in the illustration ofThe method of accounting used by the de-Personal representative.  In general, an

cedent generally determines what income the top of Form 1040.executor and an administrator perform the

Page 36 Chapter 4 DECEDENTS



Signing the return.   If a personal repre- claiming a refund must file Form 1310, with certificate to show that you are the ap-
pointed personal representative of Joe’ssentative has been appointed, the per- the return.
estate.sonal representative must sign the return. Surviving spouse.  If you are a surviv-

If a joint return is filed, the surviving spouse ing spouse filing a joint return with the de-
When and where to file.   The final returnmust also sign it. cedent, you do not have to file Form 1310.
is due by the date the decedent’s returnIf no personal representative has been Appointed personal representative.
would have been due had death not oc-appointed by the due date for filing the re- If you are a court appointed or certified per- curred. The final return for a calendar yearturn, the surviving spouse (on a joint return) sonal representative filing Form 1040, taxpayer is generally due by April 15 of theshould sign the return and write in the sig- Form 1040A, or Form 1040EZ for the de- year following the year of death. However,nature area ‘‘Filing as surviving spouse.’’ cedent, you also do not have to file Form when the due date for filing tax returns fallsSee Joint return, later. 1310, but you must attach to the return a on a Saturday, Sunday, or legal holiday,If no personal representative has been copy of the court certificate showing your you can file on the next business day.appointed and if there is no surviving

appointment. If the certificate does not in- You can mail the decedent’s final in-spouse, the person in charge of the dece-
clude your address, be sure that your ad- come tax return to the Internal Revenuedent’s property must file and sign the re-
dress is shown on the return. See Filing the Service Center for the area where you live.turn as ‘‘personal representative.’’
return, earlier.

Example 2.  Assume in example 1 that Request for prompt assessment of tax.
Example.  Joe Brown died on JanuaryMrs. Stone is filing as a surviving spouse. As the personal representative for the de-

14, 1997, before filing his 1996 tax return.No personal representative has been ap- cedent’s estate, you must see to it that any
On April 4, 1997, you are appointed thepointed. She signs their final joint return as additional taxes that the decedent may
personal representative for Joe’s estate,shown in the illustration of the bottom of owe are paid. The IRS usually has 3 years
and you file his Form 1040 for 1996 show-Form 1040. after the filing of a return to charge any ad-
ing a refund due. You do not need to attach ditional tax that may be due. Returns filed
Form 1310 to claim the refund, but youClaiming a refund.   Generally, a person before the due date are treated as filed on
must attach to his return a copy of the courtwho is filing a return for a decedent and the due date.
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You can shorten the time that the IRS surviving spouse cannot change a sepa- Capital Loss 
has to charge the decedent’s estate any rate return to a joint return if no personal A capital loss sustained by a decedent dur-
additional tax by requesting a prompt as- representative has been appointed. ing his or her last tax year can be deducted
sessment of the decedent’s income taxes. Change to separate return.  If the sur- only on the final return filed for the dece-
This request reduces the time the IRS has viving spouse files a joint return with the dent. The capital loss limits discussed in
to charge any additional tax from 3 years decedent and a personal representative is Chapter 17 still apply in this situation. The
from the date the return is filed to 18 later appointed by the court, the personal loss cannot be deducted by the estate or
months from the date the IRS receives the representative can change the joint return carried over to following years.
request. This may permit a quicker settle- election. The personal representative has
ment of the tax responsibilities of the es- one year from the due date of the return Business Income tate and earlier distribution of the dece- filed by the surviving spouse, to change the

This section discusses some of the busi-dent ’s  assets,  such as money and election by filing a separate return for the
ness income which may have to be in-property, to the beneficiaries. decedent.
cluded on the final return.You can make the request for any tax If a separate return is filed for the dece-

year still subject to additional tax charges, dent, the joint return then becomes the
even if the return was filed before the de- Partnership income.  If the decedent wasseparate return of the surviving spouse.
cedent’s death. a partner, his or her death generally doesThe decedent’s items are excluded, and

not close the partnership’s tax year. Seethe tax liability of the surviving spouse is
Note.  Requesting this prompt assess- Closing of tax year under Tax Year in Publi-refigured.

ment will not shorten the time the IRS has cation 541, Partnerships.
to charge any additional tax if it can be If the partnership year ends with the

How To Reportcharged beyond the 3 years from the date death of a partner, see Deceased partner
the return was filed or due. For example, under Distributive Share in Year of Disposi-Certain Income 
additional tax can still be charged because tion in Publication 541.

This section explains how to report certainof a substantial understatement of income As the personal representative, you
types of income on the final return. Theor if a fraudulent return was filed. must include on the final return the dece-
rules on income discussed in the other

dent’s share of partnership income for theHow to request.  You can use Form chapters of this publication also apply to a partnership’s tax year that ends within4810, Request for Prompt Assessment decedent’s final return. See Chapters 6 or with the decedent’s last tax yearUnder Internal Revenue Code Section through 17, if they apply.
(year ending on the date of death).6501(d), for making this request. If Form

Do not include  on the final return the4810 is not used, you must clearly indicate
Interest and Dividend Income decedent’s share of partnership incomethat you are requesting a prompt assess-

for a partnership’s tax year that ends af-(Forms 1099) ment under section 6501(d) of the Internal
ter the date of death. In this case, part-Revenue Code and specify the year(s) in- Payers of interest and dividends report
nership income earned up to and includingvolved. You must file the request sepa- amounts on Forms 1099 using the name
the date of death is income in respect ofrately from any other document. Address and identification number of the person to
the decedent, which is discussed later inyour request to the District Director and whom the account is payable. After a per-
this chapter. Income earned after the datesend it to the IRS office where the dece- son’s death, the Forms 1099 must reflect
of death to the end of the partnership’s taxdent’s return was filed. the new owner’s (the estate’s or benefici-
year is income to the estate or successor inary’s) name and identification number. As
interest (beneficiary).Joint return.  Generally, the personal rep- the personal representative, you must fur-

resentative and the surviving spouse can nish this information to the payers. Example.  The XYZ Partnership and all
file a joint return for the decedent and the the partners use a calendar year as theirFor example, if an interest-bearing ac-
surviving spouse. However, the surviving tax year. One of the partners dies on Junecount becomes part of the estate, you
spouse alone can file the joint return if: 10. The decedent’s share of the partner-must provide the estate’s name and em-

ship income from January 1 through Juneployer identification number (EIN) to the1) The decedent did not file a return for
10 is income in respect of a decedent. Thepayer so that the Form 1099–INT, Interestthat year, and
share of partnership income after June 10Income, can reflect the correct payee infor-2) No personal representative is ap-
is income to the estate or beneficiary.mation. If the interest-bearing account ispointed before the due date for filing

transferred to a surviving joint owner, youthe return of the surviving spouse.
must provide the survivor’s name and tax- S corporation income.  If the decedent
payer identification number (TIN) to the was a shareholder in an S corporation, you This also applies to the return for the pre-
payer. must include on the final return the dece-ceding year if the decedent died after the

dent’s share of S corporation income forYou should receive Forms 1099 for theclose of the preceding tax year and before
the corporation’s tax year that ends withindecedent that report amounts of interestthe due date for filing that return. The final
or with the decedent’s last tax year (yearand dividends earned prior to death. Thejoint return must show the decedent’s in-
ending on the date of death). The final re-estate or beneficiary should receive sepa-come before death and the surviving
turn must also include the decedent’s prorate Forms 1099 that report the amountsspouse’s income for the entire year.
rata share of the S corporation’s incomeearned after death and that are payable toIf the surviving spouse remarried
for the period between the end of the cor-them.before the end of the year in which the de-
poration’s last tax year and the date ofIf you receive Forms 1099 that includecedent died, a final joint return with the de-
death.both income earned before the date ofceased spouse cannot be filed. The filing

The income for the part of the S corpo-death (reportable on the decedent’s finalstatus of the deceased spouse is then mar-
ration’s tax year after the shareholder’sreturn) and income earned after the date ofried filing separately.
death is income to the estate or other per-death (reportable by the estate or other re-Change to joint return.  If a separate
son who has acquired the stock in the Scipient), then you will need to request newreturn was filed by or for the decedent, and
corporation.Forms 1099. You should contact the pay-the due date for filing that return has ex-

ers to ask them for corrected Forms 1099pired, that return can be changed to a joint
that properly identify the recipient of the in- Self-employment income.  You must in-return only by the personal representative
come (by name and identification number) clude on the final return the self-employ-on behalf of the decedent. The surviving
and the correct amounts.spouse must also agree to the change. A ment income that the decedent actually or
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constructively received or accrued, de- annuity contract that remained unrecov- the income tax returns of the survivors,
ered at death. The deduction is a miscella- beneficiaries, and estate are all filedpending on the decedent’s accounting
neous itemized deduction that is not sub- correctly.method. For self-employment tax pur-
ject to the 2% of adjusted gross incomeposes only, the decedent’s self-employ-
limit. See Chapter 30.ment income will include the decedent’s Survivors  

distributive share of a partnership’s income
If you are a survivor, you may qualify forStandard deduction.  You can generallyor loss through the end of the month in
certain benefits when filing your own in-claim the full amount of the standard de-which death occurred. For more informa-
come tax return. This section addressesduction on the decedent’s final return.tion on how to compute the decedent’s
some issues that may apply to you.However, you cannot use the standard de-self-employment income, see Publication

duction if the surviving spouse files a sepa-533, Self-Employment Tax.
Inherited property.  Property received asrate return and itemizes deductions. In that
a gift, bequest, or inheritance is not in-event, you must also itemize deductions onDeductions, Credits, cluded in your income. However, if thethe decedent’s final return.
property you receive in this manner laterThe amount of the standard deductionand Exemptions 
produces income, such as interest, divi-for a decedent’s final return is the same asGenerally, the rules for deductions, credits,
dends, or rentals, then that income is taxa-it would have been had the decedent con-and exemptions that apply to individuals
ble to you. If the gift, bequest, or inheri-tinued to live. However, if the decedentalso apply to the decedent’s final income
tance you receive is the income fromwas not 65 or older at the time of death, thetax return. On the final return, claim de-
property, that income is taxable to you.higher standard deduction for age cannotductible items that were paid before the

If you inherited the right to receive in-be claimed.decedent’s death (or accrued, if the dece-
come in respect of the decedent, see In-If another taxpayer can claim the dece-dent reported deductions on an accrual
come in Respect of the Decedent, later.dent as a dependent, the amount you canmethod).

claim for the decedent’s standard deduc-
tion may be limited. See Chapter 21 for Joint return by surviving spouse.  A sur-Deductions more information on how to determine the viving spouse may be able to file a joint re-

All of the deductions that are discussed in amount of the standard deduction. turn with the decedent for the year of death
this publication also apply to the final re- as long as the survivor has not remarried
turn as long as the decedent was eligible before the end of that year. See Joint re-Credits 
for the deduction at the time of death. turn, earlier.Any of the tax credits that are discussed in

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

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

For more information, see Credit for With-
Itemized deductions.  If the total of the holding and Estimated Tax in Chapter 5. Income in Respectdecedent’s itemized deductions are more
than the decedent’s standard deduction, of the Decedent  Exemptions the federal income tax will generally be All gross income that the decedent had aYou can claim the full amount of the per-less if you claim itemized deductions on right to receive and that is not properly in-sonal exemption on the decedent’s finalthe final return. See Chapters 23 through cludible on the decedent’s final return isreturn unless the decedent can be claimed30 for the types of expenses that are al- called income in respect of the decedent.as a dependent by another taxpayer. Inlowed as itemized deductions. Instead of being reported on the final re-that case, the decedent’s own exemption

turn of the decedent, the income is in-amount on the final return is zero. SeeNote.  The amount you can deduct for cluded, for the tax year when received, inChapter 3 for more information on this limitmost itemized deductions is limited if ad- the gross income of:and on other dependency exemptions thatjusted gross income is more than $117,950
may be allowed on the final return. 1) The decedent’s estate, if the estate($58,975 if married filing separately). See

acquires the right to receive the in-Chapter 22 for more information.
come from the decedent,

Medical costs.  If you itemize deduc- 2) The person who acquires the right toTax Effect on Others tions on the final return, you may be able to the income directly from the decedent
deduct medical expenses of the decedent This section contains information about without going through the estate, or
even though they were not paid before the the effect of an individual’s death on the in-

3) Any person to whom the estate prop-date of death. See Decedents in Chapter come tax liability of others: the survivors
erly distributes the right to receive the23 for an explanation of how this election (including the widow or widower), the ben-
income.can be made. eficiaries, and the estate. Any survivor or

Unrecovered investment in pension. beneficiary should coordinate the filing of
If the decedent was receiving a pension or Example 1.  Thornton Jones ownedhis or her own tax return with the personal
annuity and died without a surviving annui- and operated an orchard, and he used therepresentative handling the decedent’s es-
tant, you can take a deduction on the dece- cash method of accounting. He sold andtate. The personal representative can co-
dent’s final return for the amount of the de- delivered $2,000 worth of fruit to a cus-ordinate filing status, exemptions, income,
cedent’s investment in the pension or and deductions so that the final return and tomer, but he did not receive payment
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before his death. When the estate was set- decedent is generally the same as it would Deductions in Respect
tled, payment had still not been made, and have been had the decedent continued to

of the Decedent  the estate gave the right to receive the live and had received it. For example, if the
payment to his niece. When she collects income would have been a long-term capi- Deductions in respect of the decedent are
the $2,000, she must include it in her in- tal gain to the decedent, it will be a long- items, such as business expenses, in-
come. It is not reported on the final return term capital gain to you. come-producing expenses, interest, and
of the decedent nor on the estate’s income taxes, for which the decedent was liable,
tax return. Interest on certificates of deposit but which are not deductible on the dece-

(CDs).  Interest on CDs that is not receivedExample 2.  If, in Example 1, Thornton dent’s final income tax return. When paid,
by the date of death but that is earned be-Jones had used the accrual method of ac- these expenses may be deducted by:
tween the date of the last interest paymentcounting, the income from the fruit sale

1) The estate, orand the date of death is interest income inmust be included on his final return.
respect of the decedent. Interest incomeNeither his estate nor his niece will report 2) If the estate is not liable for the ex-
earned on the account after the dece-the income when the money is later paid. penses, the person who, because of
dent’s death that becomes payable onExample 3.  Mary Smith was entitled to the decedent’s death, acquired the
CDs after death is not income in respect ofa large salary payment at the time of her decedent’s property subject to thata decedent. Such interest is ordinary in-death. It was to be paid in five yearly pay- liability.come that belongs to the respective recipi-ments. Her estate, after collecting two pay-
ents and must be included in their grossments, distributes the right to the remain- Federal estate tax deduction.   Incomeincome.ing payments to you, the beneficiary. None that a decedent had a right to receive is in-

of the payments would be included on the
cluded in the decedent’s gross estate andInstallment payments.  If the decedentdecedent’s final return. The estate must in-
is subject to estate tax. This income in re-had sold property using the installmentclude in its gross income, as income in re-
spect of a decedent is also taxed when re-method and you receive the right to collectspect of the decedent, the two payments it

the payments after the date of death, the ceived by the estate or beneficiary. How-received. You must include in your gross
payments you collect are income in re- ever, an income tax deduction is allowed toincome each of the three remaining pay-
spect of the decedent. You will use the the person (or estate) receiving the in-ments as you receive them.
same gross profit percentage that the de- come. If you must include in your gross in-
cedent used to figure the part of each pay- come an amount of income in respect of aTransferring your right to income.  If you
ment that represents profit. Include in your decedent, then you can claim a deductiontransfer your right to receive income in re-
income the same profit the decedent for part of any estate tax paid. The deduc-spect of a decedent, you must include in
would have included had death not oc- tion must be claimed in the same tax yearyour income the larger of:
curred. See Publication 537, Installment that the income is included in your gross1) The amount you receive for the right, Sales, for more information on the install- income.or ment method. You can claim the deduction only as a

Sale or exchange.  If you sell or ex-2) The fair market value of the right at the miscellaneous itemized deduction on
change an installment obligation that youtime of the transfer. Fair market value

Schedule A (Form 1040). This deduction isreceived from a decedent, the rules ex-is defined in Chapter 14 under Other
not subject to the 2% limit on miscellane-plained in Publication 537 for figuring theBasis.
ous itemized deductions as discussed ingain or loss on the disposition will apply.
Chapter 30.However, your basis in the obligation is theGiving your right to income as a gift.

If the income is capital gain income,same as the decedent’s basis, adjusted forIf you give your right to receive income in
then in figuring the maximum capital gainall installment payments you receivedrespect of a decedent as a gift, you must
tax or any net capital loss limitation, thebefore the sale or exchange.include in your gross income the fair mar-
amount of the gain must be reduced, butket value of the right at the time you make
not below zero, by the amount of any es-the gift. Other income.  For examples of other in-
tate tax deduction attributable to such gain.come situations concerning decedents,

For more information, see Estate TaxType of income.  The character, or type, see Specific Types of Income in Respect
Deduction in Publication 559.of income that you receive in respect of a of a Decedent in Publication 559.
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10) Changes to the income forecast Increase in deduction for self-em-
method of depreciation, generally for ployed health insurance.  The part of
property placed in service after Sep- your health insurance premiums you can5.
tember 13, 1995, and deduct if you are self-employed has in-

creased to 40% for 1997.11) Changes in rules for certain foreignTax Withholding
trusts.

Increase in deduction for spousal IRAs.and Estimated
If certain requirements are met, you mayFor more information about these provi-
contribute as much as $2,000 to your IRAsions, see the chapter indicated or seeTax
and as much as another $2,000 to aPublication 553, Highlights of 1996 Tax

Changes. spousal IRA. Some or all of these amounts
may be deductible. For 1996, the total

Excess social security or railroad retire- amount you could contribute and deduct to
ment tax withholding.  You will have ex- both was limited to $2,250.Important Changes
cess social security or tier 1 railroad retire-for 1996 ment tax withholding for 1996 only if your Medical expenses for long-term care.
wages from two or more employers were Beginning in 1997, you generally can in-You should consider the items in this
more than $62,700. See Credit for Excess clude in your medical expenses the costssection when figuring any underpayment
Social Security Tax or Railroad Retirement of qualified long-term care services. Youpenalty for 1996.
Tax Withheld in Chapter 36. can also include premiums for qualifiedPenalty due to new law waived.  You will

not have to pay a penalty for underpaying long-term care insurance, but only up to
either of the first two installments of 1996 certain limits.
estimated tax if you underpaid because of Important Changes
provisions in the Small Business Job Pro- Long-term care insurance.  Beginning in
tection Act of 1996. Provisions in that Act for 1997 1997, amounts your employer pays to pro-
that could have caused your underpay- vide you with qualified long-term care in-You should consider the items in thisment are: surance are not taxed to you, unless thesection when you figure your estimated tax

coverage is through a flexible spending or1) Repeal of the $5,000 death benefit ex- or how much income tax you want withheld
similar arrangement.clusion in the case of employees dying from your pay for 1997. For more informa-

Benefits you receive under a qualifiedafter August 20, 1996 (see Chapter 13 tion on these and other tax changes, see
long-term care insurance contract gener-for more information about the Publication 553, Highlights of 1996 Tax
ally are not taxed. But, in some cases, theexclusion), Changes.
amount not taxed is limited.Withholding from unemployment com-2) Changes in the taxation of certain pu-

pensation.  Beginning in 1997, you cannitive damages and damages that are
choose to have income tax withheld from Medical savings accounts.  You may benot for physical injuries or sickness
any unemployment compensation you get. able to deduct up to $1,462.50 ($3,375 for(see Chapter 13 for more information),
See Unemployment Compensation under family coverage) a year for contributions to

3) A change in the taxation of annuities Withholding, later, for more information. a medical savings account in 1997, even if
that started after November 18, 1996 you do not itemize your deductions. You
(see Chapter 11), Withholding from social security and must be covered under a high deductible

other federal payments.  Beginning in4) Denial of an exemption and the child health plan and meet certain other
1997, you can choose to have income taxand dependent care credit for any indi- requirements.
withheld from certain federal paymentsvidual (except a child born in Decem-
you get. These payments include social se-ber 1996) whose taxpayer identifica- Deduction for donation of appreciated
curity benefits and tier 1 railroad retirementtion number is not included on your stock to private foundation.  The special
benefits. For more information, see Socialreturn (see Chapter 3 for information rule allowing a deduction for the full fair
Security and Other Federal Paymentsabout exemptions or Chapter 33 for in- market value of qualified appreciated stock
under Withholding, later.formation about the credit), given to certain private foundations will not

apply to contributions made after May 31,5) Repeal of the diesel-powered highway
New adoption tax credit.  Beginning in 1997.vehicle credit for vehicles bought after
1997, you may be able to claim a credit forAugust 20, 1996 (see Chapter 36),
qualified adoption expenses. The credit is

SIMPLE retirement plans.  Beginning in6) A rule that lets a parent choose to re- limited to $5,000 for each child ($6,000 in
1997, your employer may be eligible toport a child’s 1996 interest and divi- certain cases for a child with special
adopt a Savings Incentive Match Plan fordend income on the parent’s 1996 re- needs). Depending on your income, the
Employees (SIMPLE) retirement plan. Ifturn only if that income was less than credit may be reduced or eliminated.
your employer establishes a SIMPLE plan$6,500 (increased from $5,000 in
for 1997, you may be able to have your em-1995) (see Chapter 32), New exclusion for employer-provided
ployer contribute a certain percentage ofadoption assistance payments.  Begin-7) Clarification that distributions from a your compensation to the plan each payning in 1997, you may not have to includequalified state tuition program may be period (totaling up to $6,000 for 1997).in income certain amounts you received fortaxable to the extent they are more Your employer must make a matching con-qualified adoption expenses from your em-than the amount contributed to the tribution on your behalf. You do not have toployer’s adoption assistance program.program, pay income tax on these contributions orThis also applies to expenses incurred by

8) Clarification that newspaper distribu- on the plan’s earnings until they are distrib-your employer under this type of program
tors and certain fishing crew members uted. Self-employed individuals can alsofor your adoption of a child. The amount
are not employees and so must pay participate in a SIMPLE plan.you do not have to include in income is lim-
self-employment tax, ited to $5,000 for each child ($6,000 in cer-

Accelerated death benefits not taxed.9) A new rule for S corporation stock in- tain cases for a child with special needs).
Beginning in 1997, certain payments re-herited from an individual who died af- Depending on your income, this amount
ceived under a life insurance contract onter August 20, 1996, may be reduced or eliminated.
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the life of a terminally or chronically ill indi- theft losses, or gambling losses. This re- to the Internal Revenue Service (IRS) in
duction does not apply when computing al- your name.vidual before the individual’s death (accel-
ternative minimum tax, nor does it apply toerated death benefits) are not taxed if cer- ● Estimated tax. If you do not pay your
estates or trusts.tain requirements are met. The tax-free tax through withholding, or do not pay

amount is limited in some cases. Amounts enough tax that way, you might have to
received for the sale or assignment of pay estimated tax. People who are in
these benefits to certain qualified viatical business for themselves generally willImportant Reminders settlement providers are also tax-free, sub- have to pay their tax this way. You may
ject to a limit in some cases. Employment taxes on household em- have to pay estimated tax if you receive

ployees.  If you must make estimated tax income such as dividends, interest, rent,
payments or are subject to tax withholding and royalties. Estimated tax is used toChanges to business-related provi-
anyway, you have the option of including pay not only income tax, but self-em-sions.  A number of changes in the law af-
any expected employment (social security, ployment tax and alternative minimumfect businesses for 1997. These include:
Medicare, and federal unemployment) tax as well.

1) An increase in the maximum section taxes for household employees when figur-
179 deduction to $18,000 (from ing your estimated tax or how much tax you This chapter explains both of these
$17,500 in 1996). want withheld from your pay for 1997. methods. In addition, it explains:

When figuring your estimated tax or how2) A new work opportunity tax credit that ● Credit for withholding and estimated
much tax you want withheld for 1998, youis 35% of the qualified first-year tax. When you file your 1996 income tax
must include any expected employmentwages, generally up to $6,000, paid or return, take credit for all the income tax
taxes for household employees.incurred during the year to certain withheld from your salary, wages, pen-

See Publication 926, Household Em-members of targeted groups who be- sions, etc., and for the estimated tax you
ployer’s Tax Guide, for other rules that ap-gin working for you after September paid for 1996.
ply to these employment taxes.30, 1996, and before October 1, 1997.

● Underpayment penalty. If you did not
pay enough tax during the year either3) An extension of the credit for increas- Estimated tax payments — exception to
through withholding or by making esti-ing certain research activities, gener- use of prior year’s tax.  Certain taxpayers
mated tax payments, you may have toally for amounts paid or incurred after (other than farmers and fishermen) must
pay a penalty. The IRS usually can fig-June 30, 1996, and before June 1, use 110% of their 1996 tax to figure their
ure this penalty for you. See Underpay-1997. (But you cannot use the exten- 1997 required annual payment of esti-
ment Penalty, near the end of thission of this credit when figuring your mated tax. See Chapter 2 of Publication
chapter.1997 estimated tax.) 505 if your 1996 adjusted gross income

was more than $150,000 (more than
$75,000 i f  you were marr ied f i l ing

Useful Itemsseparately).Personal exemption.   For 1997, the per-
You may want to see:Underpayment penalty. The samesonal exemption amount for you, your

rule applies to the underpayment penaltyspouse, and each dependent has in-
for 1996. See Chapter 4 of Publication 505. Publicationcreased to $2,650.

□ 505 Tax Withholding and Estimated
Claiming withholding and estimated taxPhaseout of personal exemptions.  Your Tax
payments.  When you file a federal incomededuction for personal exemptions is re- □ 553 Highlights of 1996 Taxtax return, be sure to take credit for all fed-duced by 2% for each $2,500 ($1,250 if Changeseral income tax and excess social securityyou are married filing separately), or part of
or railroad retirement taxes withheld from □ 919 Is My Withholding Correct forthat amount, by which your adjusted gross
your salary, wages, pensions, etc., and any 1997?income is more than an amount based on
backup withholding shown on Forms 1099.your filing status. The amounts for 1997
Also take credit for all estimated tax pay- Form (and Instructions)are:
ments you made for that year. For exam-

□ W–4 Employee’s Withholding
ple, all estimated tax payments made forSingle $121,200 Allowance Certificate
1996 should be claimed on the tax returnMarried filing jointly 

□ W–4P Withholding Certificate foryou file for the 1996 tax year. You should or qualifying widow(er) 181,800
Pension or Annuity Paymentsfile a return and claim these credits even ifMarried filing separately 90,900

you do not owe tax. See Credit for With- □ W–4S Request for Federal IncomeHead of household  151,500
holding and Estimated Tax, later in this Tax Withholding From Sick
chapter. Pay

Standard deduction.   Individuals who do □ W–4V Voluntary Withholding
not itemize deductions have an increased Request
standard deduction for 1997. For more in- Introduction □ 1040–ES Estimated Tax forformation, see Publication 505, Tax With-

IndividualsThis chapter discusses how to pay your taxholding and Estimated Tax.
as you earn or receive income during the □ 2210 Underpayment of Estimated
year. In general, the federal income tax is a Tax by Individuals, Estates,Reduction of itemized deductions.   For
pay-as-you-go tax. There are two ways to and Trusts1997, certain itemized deductions are re-
pay as you go:duced by 3% of the amount of your ad-

justed gross income that is more than ● Withholding. If you are an employee, Withholding  $121,200 ($60,600 if you are married filing your employer probably withholds in-
separately). The reduction cannot be more come tax from your pay. Tax may also This chapter discusses withholding on
than 80% of your affected deductions. be withheld from certain other income these types of income:
Itemized deductions subject to the reduc- — including pensions, bonuses, com-

● Salaries and wagestion are those other than medical ex- missions, and gambling winnings. In
penses, investment interest, casualty and each case, the amount withheld is paid ● Tips
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● Taxable fringe benefits Form W–4 includes three types of infor- able to compensate for this if your em-
mation that your employer will use to figure ployer agrees to use the cumulative wage

● Sick pay
your withholding: withholding method for the rest of the year.

● Pensions and annuities You must ask in writing that your employer1) Whether to withhold at the single rate
use this method.● Gambling winnings or at the lower married rate,

To be eligible, you must have been paid
● Unemployment compensation 2) How many withholding allowances for the same kind of payroll period (weekly,

you claim (each allowance reduces biweekly, etc.) since the beginning of the● Certain federal payments.
the amount withheld), and year.

This chapter explains in detail the rules for 3) Whether you want an additional
Checking your withholding.  After youwithholding tax from each of these types of amount withheld.
have given your employer a Form W–4, youincome. The discussion of salaries and
can check to see whether the amount ofwages includes an explanation of how to If your income is low enough that you
tax withheld from your pay is too little or toocomplete a Form W–4. will not have to pay income tax for the year,
much. See Getting the Right Amount ofThis chapter also covers backup with- you may be exempt from withholding. See
Tax Withheld, later. If too much or too littleholding on interest, dividends, and other Exemption From Withholding, later.
tax is being withheld, you should give yourpayments.
employer a new Form W–4 to change yourNote.  You must specify a filing status
withholding.and a number of withholding allowancesSalaries and Wages  

on Form W–4. You cannot specify only aIncome tax is withheld from the pay of Note.  You cannot give your employer adollar amount of withholding.most employees. Your pay includes bo- payment to cover withholding for past pay
nuses, commissions, and vacation al- periods. Nor can you give your employer a
lowances, in addition to your regular pay. It New job.  When you start a new job, you payment for estimated tax.
also includes reimbursements and other must fill out Form W–4 and give it to your
expense allowances paid under a nonac- employer. Your employer should have cop-

Completing Form W–4 countable plan. See Supplemental Wages, ies of the form. If you later need to change
later. The following discussions explain how tothe information you gave, you must fill out a

complete your Form W–4.new form.
Military retirees.  Military retirement pay is If you work only part of the year (for ex-

Marital status (line 3).  There is a lowertreated in the same manner as regular pay ample, you start working after the begin-
withholding rate for married people whofor income tax withholding purposes, even ning of the year), too much tax may be
can use the tax rates for joint returns. Eve-though it is treated as a pension or annuity withheld. You may be able to avoid
ryone else must have tax withheld at thefor other tax purposes. overwithholding if your employer agrees to
higher single rate.use the part-year method. See Part-year

You must claim single status if either ofHousehold workers.  If you are a house- method in Chapter 1 of Publication 505 for
the following applies.hold worker, you can ask your employer to more information.

withhold income tax from your pay. Tax is 1) You are single. If you are divorced, or
withheld only if you want it withheld and Changing your withholding.  Events dur- separated from your spouse under a
your employer agrees to withhold it. If you ing the year may change your marital sta- court decree of separate mainte-
do not have enough income tax withheld, tus or the exemptions, adjustments, de- nance, you are considered single.
you may have to make estimated tax pay- ductions, or credits you expect to claim on 2) You are married, but you arements, as discussed later under Estimated your return. When this happens, you may neither a citizen nor a resident ofTax. need to give your employer a new Form W– the United States, or your spouse is

4 to change your withholding status or neither a citizen nor a resident of the
Farmworkers.  Income tax is generally number of allowances. United States. However, if one of you
withheld from your cash wages for work on You must give your employer a new is a citizen or a resident, you can
a farm unless your employer: Form W–4 within 10 days after: choose to have the other treated as a
1) Pays you cash wages of less than resident. You can then file a joint re-1) Your divorce, if you have been claim-

$150 during the year, and turn and claim married status on youring married status, or
Form W–4. See Nonresident Spouse2) Has expenditures for agricultural labor 2) Any event that decreases the number
Treated as a Resident in Chapter 1 oftotaling less than $2,500 during the of withholding allowances you can
Publication 519, U.S. Tax Guide foryear. claim.
Aliens, for more information.

If you receive either cash wages not Generally, you can submit a new Form You can claim married status if eithersubject to withholding or noncash wages, W–4 at any time you wish to change the of the following applies.you can ask your employer to withhold in- number of your withholding allowances for
1) You are married and neither youcome tax. If your employer does not agree any other reason.

nor your spouse is a nonresidentto withhold tax, or if not enough is withheld, Changing your withholding for 1998.
alien. You are considered married foryou may have to make estimated tax pay- If events in 1997 will decrease the number
the whole year even if your spousements, as discussed later under Estimated of your withholding allowances for 1998,
died during the year.Tax. you must give your employer a new Form

W–4 by December 1, 1997. If the event oc- 2) You expect to be able to file your
curs in December 1997, submit a newAmount Withheld return as a qualifying widow or wid-
Form W–4 within 10 days. ower. You usually can use this filingThe amount of income tax your employer

status if your spouse died within thewithholds from your regular pay depends
Cumulative wage method.  If you change previous 2 years and you provide aon two things:
the number of your withholding allowances home for your dependent child. How-

1) The amount you earn, and during the year, too much or too little tax ever, you must file a new Form W–4
2) The information you give your em- may have been withheld for the period showing your filing status as single by

ployer on Form W–4. before you made the change. You may be December 1 of the last year you are
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eligible to file as a qualifying widow or If you and your spouse expect to file Getting the Right Amount
widower. See Qualifying Widow(er) separate returns, figure your allowances of Tax Withheld 
With Dependent Child in Chapter 2. separately based on your own individual in-

In most situations, the tax withheld from
come, adjustments, deductions, exemp- your pay will be close to the tax you figureSome married people find that they do tions, and credits. on your return if:not have enough tax withheld at the mar-

ried rate. This can happen, for example, 1) You accurately complete all the FormPersonal Allowances Worksheet.  Use
when both spouses work. To avoid this, W–4 worksheets that apply to you,the Personal Allowances Worksheet on
you can choose to have tax withheld at the andpage 1 of Form W–4 to figure your with-
higher single rate (even if you qualify for holding allowances for exemptions. Add 2) You give your employer a new Formthe married rate). Also, you can fill out the

the special allowance for only one job, the W–4 when changes occur.Two-Earner/Two-Job Worksheet.
allowance for head of household status,
and the allowance for the child and depen-  But because the worksheets and withhold-Withholding allowances (line 5).  The
dent care credit (if they apply) to your total ing methods do not account for all possiblemore allowances you claim on Form W–4,
allowances. situations, you may not be getting the rightthe less income tax your employer will with-

Only one job (worksheet line B).  You amount withheld. This is most likely to hap-hold. You will have the most tax withheld if
pen in the following situations.can claim an additional withholding allow-you claim ‘‘0’’ allowances. The number of

ance if any of the following apply.allowances you can claim depends on: 1) You are married and both you and
your spouse work.1) You are single, and you have only one1) How many exemptions you can take

job at a time.on your tax return, 2) You have more than one job at a time.
2) Whether you have income from more 2) You are married, you have only one 3) You have nonwage income, such as

than one job, job at a time, and your spouse does interest, dividends, alimony, or self-
not work.3) What deductions, adjustments to in- employment income.

come, and credits you expect to have 3) Your wages from a second job or your 4) You will owe additional amounts withfor the year, and spouse’s wages (or the total of both) your return, such as self-employment
are $1,000 or less.4) Whether you will file as head of tax.

household.
5) Your withholding is based on obsolete

Head of household (worksheet line Form W–4 information for a substan- If you are married, it also depends on E).  You can claim one additional withhold- tial part of the year.whether your spouse also works and ing allowance if you expect to file as head
claims any allowances on his or her own 6) Your earnings are more thanof household on your tax return. To find out
Form W–4. If you both work, you should fig- $150,000 if you are single or $200,000whether you qualify, see Head of House-
ure your combined allowances on one if you are married.hold in Chapter 2.
Form W–4 worksheet. You then should di- Child and dependent care credit
vide the allowances among the Forms W–4 To make sure you are getting the right(worksheet line F).  You can claim one
you each file with every employer. See Two amount of tax withheld, get Publicationadditional withholding allowance if you ex-
jobs, later. 919. It will help you compare the total tax topect to have at least $1,500 of qualifying

Form W–4 worksheets.  Form W–4 be withheld during the year with the tax youchild or dependent care expenses that youhas worksheets to help you figure how can expect to figure on your return. It alsoplan to claim a credit for on your tax return.many withholding allowances you can will help you determine how much, if any,For information on this credit, see Chapterclaim. The worksheets are for your own additional withholding is needed each pay-33.records.  Do not  g ive them to your day to avoid owing tax when you file your
Instead of using line F, you can chooseemployer. return. If you do not have enough tax with-

to figure allowances for the child and de-You do not have to use the worksheets held, you may have to make estimated tax
pendent care credit (and other credits youif you use a more accurate method of figur- payments, as explained under Estimated
expect to claim on your return) as ex-ing the number of withholding allowances. Tax, later.
plained next.See Alternative method of figuring with-

holding allowances under Completing Rules Your EmployerForm W–4 and Worksheets in Chapter 1 of Deductions and Adjustments Work-
Must Follow Publication 505 for more information. sheet.  Fill out this worksheet to adjust the
The following are some of the withholdingTwo jobs.  If you have income from two number of your withholding allowances for
rules that can affect how you fill out yourjobs at the same time, complete only one deductions, adjustments to income, and
Form W–4 and how you handle problemsset of Form W–4 worksheets. Then split tax credits. The Deductions and Adjust-
that may arise. For other rules, see Rulesyour allowances between the Forms W–4 ments Worksheet is on page 2 of Form W–
Your Employer Must Follow in Chapter 1 offor each job. You cannot claim the same al- 4. Chapter 1 of Publication 505 explains
Publication 505.lowances with more than one employer at this worksheet.

the same time. You can claim all your al-
lowances with one employer and none with New Form W–4.  When you start a newTwo-Earner/Two-Job Worksheet.  You
the other, or divide them in any other way job, your employer should give you a Formmay need to complete this worksheet ifyou wish. W–4 to fill out. Your employer will use theyou have two jobs or a working spouse.

If both you and your spouse are em- information you give on the form to figureYou should also use this worksheet to fig-ployed and you expect to file a joint return, your withholding, beginning with your first
ure additional withholding if you expect tofigure your withholding allowances using payday.
owe an amount other than income tax,your combined income, adjustments, de- If you later fill out a new Form W–4, your
such as self-employment tax.ductions, exemptions, and credits. Use employer can put it into effect as soon as it

only one set of worksheets. You can divide is practical to do so. The deadline for put-
For more information about Form W–4your total allowances in any way you wish, ting it into effect is the start of the first pay-
and a filled-in example, see Chapter 1 ofbut you cannot claim an allowance that roll period ending 30 or more days after
Publication 505.your spouse also claims. you turn it in.
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No Form W–4.  If you do not give your em- However, if your employer has withheld Exemption From Withholding  
more than the correct amount of tax for theployer a completed Form W–4, your em-

If you claim exemption from withholding,Form W–4 you have in effect, you do notployer must withhold at the highest rate—
your employer will not withhold federal in-have to fill out a new Form W–4 to haveas if you were single and claimed no
come tax from your wages. The exemptionyour withholding lowered to the correctallowances.
applies only to income tax, not to social se-amount. Your employer can repay you the
curity or Medicare tax.amount that was incorrectly withheld. If

Repaying withheld tax.  If you find you are You can claim exemption from with-you are not repaid, you will receive credit
having too much tax withheld because you holding for 1997 only if both the followingon your tax return for the full amount actu-
did not claim all the withholding allowances situations apply.ally withheld.
you are entitled to, you should give your
employer a new Form W–4. Your employer 1) For 1996 you had a right to a refund of
cannot repay you any of the tax withheld all federal income tax withheld be-
under your old Form W–4. cause you had no tax liability.
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2) For 1997 you expect a refund of all If you claim exemption, but later your Tips  
federal income tax withheld because situation changes so that you will have to

The tips you receive while working on youryou expect to have no tax liability. pay income tax after all, you must file a new
job are considered part of your pay. YouForm W–4 within 10 days after the change.
must include your tips on your tax return onUse Figure 5–A in this chapter to help If you claim exemption in 1997, but you ex-
the same line as your regular pay. How-you decide whether you can claim exemp- pect to owe income tax for 1998, you must
ever, tax is not withheld directly from tip in-tion. Do not use the chart if you are 65 or file a new Form W–4 by December 1, 1997.
come, as it is from your regular pay. Never-older or blind or if you will itemize deduc- An exemption is good for only one theless, your employer will take intotions or claim dependents or tax credits on year.  You must give your employer a new account the tips you report when figuringyour 1997 return. These situations are dis- Form W–4 by February 15 each year to how much to withhold from your regularcussed later. continue your exemption. pay.

See Chapter 7 for information on re-Student.  If you are a student, you are not Supplemental Wages porting your tips to your employer. Forautomatically exempt. See Chapter 1 to
more information on the withholding rulesSupplemental wages include bonuses,see if you must file a return. If you work only
for tip income, see Publication 531, Re-commissions, overtime pay, and certainpart time or only during the summer, you
porting Tip Income.sick pay. Your employer or other payer ofmay  qua l i f y  fo r  exempt ion  f rom

withholding. supplemental wages may withhold income
How employer figures amount to with-tax from these wages at a flat rate of 28%.Example 1.  You are a high school stu-
hold.  The tips you report to your employerThe payer can also figure withholding us-dent and expect to earn $2,500 from a
are counted as part of your income for theing the same method used for your regularsummer job. You do not expect to have any
month you report them. Your employer canwages.other income during 1997, and your par-
figure your withholding in either of twoAlso see Sick Pay, later.ents will be able to claim you as a depen-
ways:dent on their tax return. You worked last

summer and had $375 federal income tax Expense allowances.  Reimbursements 1) By withholding at the regular rate on
withheld from your pay. The entire $375 or other expense allowances paid by your the sum of your pay plus your reported
was refunded when you filed your 1996 re- employer under a nonaccountable plan are tips, or
turn. Using Figure 5–A, you find that you treated as supplemental wages.

2) By withholding at the regular rate oncan claim exemption from withholding. Reimbursements or other expense al-
your pay plus an amount equal to 28%Example 2.  The facts are the same as lowances paid under an accountable plan
of your reported tips.in Example 1, except that you have a sav- that are more than your proven expenses

ings account and expect to have $20 inter- are treated as paid under a nonaccount-
est income in 1997. Using Figure 5–A, you able plan. However, this does not apply if

Not enough pay to cover taxes.  If yourfind that you cannot claim exemption from you return the excess payments within a
regular pay is too low for your employer towithholding because your unearned in- reasonable period of time.
withhold all the tax (including social secur-come will be $1 or more and your total in- For more information about accounta-
ity tax, Medicare tax, or railroad retirementcome will be more than $650. ble and nonaccountable expense allow-
tax) due on your pay plus your tips, you

ance plans, see Reimbursements in Chap- may give your employer money to coverAge 65 or older or blind.  If you are 65 or ter 28. the shortage.older or blind, use one of the worksheets in
If you do not give your employer moneyChapter 1 of Publication 505, under Ex-

Penalties to cover the shortage, your employer willemption From Withholding, to help you de-
first withhold as much social security tax,cide whether you can claim exemption You may have to pay a penalty of $500 if:
Medicare tax, or railroad retirement tax asfrom withholding. Do not use either of

1) You make statements or claim with- possible, up to the proper amount, andthose worksheets if you will itemize deduc-
holding allowances on your Form W–4 then withhold income tax up to the fulltions or claim dependents or tax credits on
that reduce the amount of tax with- amount of your pay. If not enough tax isyour 1997 return—see the following dis-
held, and withheld, you may have to make estimatedcussion instead.

tax payments. When you file your return,2) You have no reasonable basis for
you also may have to pay any social secur-Itemizing deductions or claiming de- those statements or allowances at the
ity tax, Medicare tax, or railroad retirementpendents or tax credits.  If you had no tax time you prepare your Form W–4.
tax your employer could not withhold.liability for 1996 and you will itemize your

deductions or claim dependents or tax There is also a criminal penalty for will-
credits on your 1997 return, use the 1997 Allocated tips.  Your employer should notfully supplying false or fraudulent informa-
Estimated Tax Worksheet in Form 1040– withhold income tax, social security tax,tion on your Form W–4 or for willfully failing
ES (or see Chapter 2 of Publication 505) to Medicare tax, or railroad retirement tax onto supply information that would increasefigure your 1997 expected tax liability. You any allocated tips. Withholding is basedthe amount withheld. The penalty uponcan claim exemption from withholding only only on your pay plus your reported tips.conviction can be either a fine of up toif your total expected tax liability (line 13c Your employer should refund to you any in-

$1,000 or imprisonment for up to one year,of the worksheet) is zero. correctly withheld tax. See Tip Allocation in
or both. Chapter 7 for more information. 

These penalties will apply if you deliber-Claiming exemption.  To claim exemp-
ately and knowingly falsify your Form W–4tion, you must give your employer a Form Taxable Fringe Benefits  in an attempt to reduce or eliminate theW–4. Write ‘‘EXEMPT’’ on line 7.
proper withholding of taxes. A simple error The value of certain noncash fringe bene-Your employer must send the IRS a
— an honest mistake — will not result in fits you receive from your employer is con-copy of your Form W–4 if you claim exemp-
one of these penalties. For example, a per- sidered part of your pay. Your employertion from withholding and your pay is ex-
son who has tried to figure the number of generally must withhold income tax onpected to usually be more than $200 a
withholding allowances correctly, but these benefits from your regular pay for theweek. If it turns out that you do not qualify
claims seven when the proper number is period the benefits are paid or consideredfor exemption, the IRS will send both you

paid.six, will not be charged a W–4 penalty. and your employer a written notice.
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For information on taxable fringe bene- 1) An individual retirement arrangement the tax withheld on line 52 of Form 1040.
fits, see Fringe Benefits under Employee (IRA), Gambling losses are deductible only to the
Compensation in Chapter 6. extent that they offset gambling winnings.2) A life insurance company under an en-

Your employer can choose not to with- You must use Schedule A of Form 1040 todowment, annuity, or life insurance
hold income tax on the value of your per- deduct your losses and to deduct state taxcontract,
sonal use of a car, truck, or other highway withholding.

3) A pension, annuity, or profit-sharingmotor vehicle provided by your employer.
plan,Your employer must notify you if this Unemployment

choice is made. 4) A stock bonus plan, and Compensation For more information on withholding on
5) Any other plan that defers the time Beginning in 1997, you can choose to havetaxable fringe benefits, see Chapter 1 of

you receive compensation. income tax withheld from any unemploy-Publication 505.
ment compensation you get. To make this

The amount withheld depends on choice, you will have to fill out Form W–4V,Sick Pay  whether you receive payments spread out Voluntary Withholding Request, (or a simi-
‘‘Sick pay’’ is a payment to you to replace over more than one year (periodic pay- lar form provided by the payer) and give it
your regular wages while you are tempora- ments), within one year (nonperiodic pay- to the payer. The amount withheld will be
rily absent from work due to sickness or ments), or as an eligible rollover distribu- 15% of each payment.
personal injury. To qualify as ‘‘sick pay,’’ it tion (EDR). You cannot choose not to have Unemployment compensation is taxa-
must be paid under a plan to which your income tax withheld from an EDR. ble. So, if you do not have income tax with-
employer is a party. held, you may have to make estimated tax

If you receive sick pay from your em- More information.  For more information payments. See Estimated Tax, later.
ployer or an agent of your employer, in- on taxation of annuities and distributions If you do not pay enough tax either
come tax must be withheld just as it is from (including eligible rollover distributions) through withholding or estimated tax, you
your regular pay. from qualified retirement plans, see Chap- may have to pay a penalty. See Underpay-

However, if you receive sick pay from a ter 11. For information on IRAs, see Chap- ment Penalty, later, for information.
third party who is not acting as an agent of ter 18. For more information on withholding
your employer, income tax will be withheld on pensions and annuities, including a dis- Social Security andonly if you choose to have it withheld. See cussion of Form W–4P, Withholding Certif-
Form W–4S, later. icate for Pension or Annuity Payments, see Other Federal Payments 

If you receive payments under a plan in Pensions and Annuities under Withholding Beginning in 1997, you can choose to have
which your employer does not participate in Chapter 1 of Publication 505. income tax withheld from certain federal
(such as an accident or health plan where payments you receive. These payments
you paid all the premiums), the payments are:Gambling Winnings  are not sick pay and usually are not

1) Social security benefits,Income tax is withheld from certain kinds oftaxable.
gambling winnings. The amount withheld is 2) Tier 1 railroad retirement benefits,
28% of the proceeds paid (the amount ofUnion agreements.  If you receive sick 3) Commodity credit loans included inyour winnings minus the amount of yourpay under a collective bargaining agree- your gross income, andbet).ment between your union and your em-

Gambling winnings of more than 4) Payments you received under the Agri-ployer, the agreement may determine the
$5,000 from the following sources are sub- cultural Act of 1949, or title II of theamount of income tax withholding. See
ject to income tax withholding: Disaster Assistance Act of 1988, asyour union representative or your employer

amended, because:for more information. 1) Any sweepstakes, wagering pool, or
lottery, and a) Your crops were destroyed or dam-

Form W–4S.   If you choose to have in- aged by drought, flood, or any other2) Any other wager, if the proceeds are
come tax withheld from sick pay paid by a natural disaster, orat least 300 times the amount of the
third party, such as an insurance company, bet. b) You were unable to plant crops be-
you must fill out Form W–4S, Request for cause of a natural disaster de-
Federal Income Tax Withholding From  It does not matter whether your winnings scribed in (a).
Sick Pay. Its instructions contain a work- are paid in cash, in property, or as an annu-
sheet you can use to figure the amount you ity. Winnings not in money are taken into To make this choice, you will have to fillwant withheld. They also explain restric- account at their fair market value. out Form W–4V, Voluntary Withholdingtions that may apply. Gambling winnings from bingo, keno, Request, (or a similar form provided by theGive the completed form to the payer of and slot machines are not subject to in- payer) and give it to the payer. You canyour sick pay. The payer must withhold ac- come tax withholding. If you receive gam- choose to have 7%, 15%, 28%, or 31% ofcording to your directions on the form. bling winnings not subject to withholding, each payment withheld.If you do not request withholding on you may need to make estimated tax pay- The payments in (1) and (2) are partlyForm W–4S, or if you do not have enough ments. (See Estimated Tax, later.) taxable in certain cases. The payments intax withheld, you may have to make esti- If you do not pay enough tax through (3) and (4) are fully taxable. So, if you domated tax payments. If you do not pay withholding or estimated tax payments, not choose to have income tax withheld,enough estimated tax or have enough in- you may be subject to a penalty. (See Un- you may have to make estimated tax pay-come tax withheld, you may have to pay a derpayment Penalty, later.) ments. See Estimated Tax, later. If you dopenalty. See Who Must Make Estimated

not pay enough tax either through with-Tax Payments and Underpayment Penalty,
Form W–2G.  If a payer withholds income holding or estimated tax, you may have tolater in this chapter. 
tax from your gambling winnings, you pay a penalty. See Underpayment Penalty,
should receive a Form W–2G, Certain later, for information.

Pensions and Annuities  Gambling Winnings, showing the amount
you won and the amount withheld.Income tax usually will be withheld from More information.  For more information

your pension or annuity distributions, un- about the tax treatment of social security
less you choose not to have it withheld. Reporting your winnings.  Report your and railroad retirement benefits, see Chap-
This rule applies to distributions from: winnings on line 21 of Form 1040. Report ter 12. Get Publication 225, Farmer’s Tax
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Guide, for information about the tax treat- See Backup Withholding in Chapter 1 Who Must Make
ment of commodity credit loans or crop dis- of Publication 505 for more information. Estimated Tax Payments aster payments.

Penalties.  There are civil and criminal If you had a tax liability for 1996, you may
penalties for giving false information toBackup Withholding  have to pay estimated tax for 1997.
avoid backup withholding. The civil penaltyBanks and other businesses that pay you
is $500. The criminal penalty, upon convic-certain kinds of income must file an infor-
tion, is a fine of up to $1,000, or imprison-mation return (Form 1099) with the IRS. General rule.  You must make estimated
ment of up to one year, or both. The information return shows how much tax payments for 1997 if you expect to owe

you were paid during the year. It also in- at least $500 in tax for 1997 after sub-
cludes your name and taxpayer identifica- tracting your withholding and credits, and
tion number (TIN). Your TIN generally is ei- you expect your withholding and credits toEstimated Tax  ther a social security number or an be less than the smaller of:
employer identification number.

Estimated tax is the method used to pay
These payments generally are not sub- 1) 90% of the tax to be shown on yourtax on income that is not subject to with-ject to withholding. However, ‘‘backup’’ 1997 tax return, orholding. This includes income from self-withholding is required in certain situations.

employment, interest, dividends, alimony,And, backup withholding can apply to most 2) 100% of the tax shown on your 1996rent, gains from the sale of assets, prizes,kinds of payments that are reported on tax return. Your 1996 tax return mustand awards. You also may have to pay esti-Form 1099. cover all 12 months.mated tax if the amount of income tax be-Payments made to you are subject to
ing withheld from your salary, pension, orbackup withholding at a flat 31% rate in the
other income is not enough. To figure andfollowing situations. Note.  If all your 1997 income will be
pay estimated tax, use Form 1040–ES, Es- subject to income tax withholding, you1) You do not give the payer your TIN in timated Tax for Individuals. probably do not need to make estimatedthe required manner.

Estimated tax is used to pay both in- tax payments.2) The IRS notifies the payer that the TIN come tax and self-employment tax, as well
you gave is incorrect. as other taxes and amounts reported on Exceptions.  There are exceptions to

3) You are required, but fail, to certify your tax return. If you do not pay enough the general rule if you are a farmer or fish-
that you are not subject to backup tax through withholding or by making esti- erman or your 1996 adjusted gross income
withholding. mated tax payments, you may be charged was more than $150,000 ($75,000 if your

a penalty. If you do not pay enough by the4) The IRS notifies the payer to start filing status for 1997 is married filing sepa-
due date of each payment period (seewithholding on interest or dividends rately). See Figure 5–B and Chapter 2 of
When To Pay Estimated Tax, later), youbecause you have underreported in- Publication 505 for more information.
may be charged a penalty even if you areterest or dividends on your income tax
due a refund when you file your tax return.return. The IRS will do this only after it
For information on when the penalty ap-has mailed you four notices over at To whom the rules apply.  The estimated
plies, see Underpayment Penalty, later.least a 120-day period. tax rules apply to:
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● U.S. citizens and residents, 1996 joint return and 1997 separate your adjustments for 1996 were on lines
returns.  If you plan to file a separate re- 23a–30. If you filed Form 1040A, your 1996

● Residents of Puerto Rico, the Virgin Is- turn for 1997, but you filed a joint return adjustments were on lines 15a–15c. When
lands, Guam, the Commonwealth of the with your spouse for 1996, your 1996 tax is estimating your 1997 adjustments, include
Northern Mariana Islands, and Ameri- your share of the tax on the joint return. any allowable contributions to a medical sav-
can Samoa, and You file a separate return for 1997 if you ings account.

file as single, head of household, or mar-● Nonresident aliens. If you expect to receive social security
ried filing separately. To figure your share, benefits, you can use Worksheet 2.1 in
first figure the tax both you and your Chapter 2 of Publication 505 to figure yourAliens.  Resident and nonresident
spouse would have paid had you filed sep- expected taxable benefits.aliens have to make estimated tax pay-
arate returns for 1996 using the same filing If you are self-employed, you can usements. Resident aliens should follow the
status as for 1997. Then multiply your joint Worksheet 2.2 in Chapter 2 of Publicationrules in this chapter unless noted other-
tax liability by the following fraction: 505 to figure your deduction for one-halfwise. Nonresident aliens should get Form

your expected self-employment tax.1040–ES(NR), U.S. Estimated Tax for Your separate tax liability
Nonresident Alien Individuals. Both spouses’ separate tax liabilities

Expected taxable income.  Reduce your
expected adjusted gross income by eitherExample.  Joe and Heather filed a jointAvoiding estimated tax.  If, in addition to

return for 1996 showing taxable income of your expected itemized deductions or yourincome not subject to withholding, you also
$48,000 and a tax of $8,234. Of the $48,000 standard deduction and by a $2,650 deduc-receive salaries or wages, you can avoid
taxable income, $40,000 was Joe’s and the tion for each exemption. For information onhaving to make estimated tax payments by
rest was Heather’s. For 1997, they plan to the 1997 standard deduction amounts and aasking your employer to take more tax out
file married filing separately. Joe figures his possible limit on your itemized deductions,of your earnings. To do this, file a new
share of the tax on the 1996 joint return as see Publication 505 or the instructions forForm W–4 with your employer.
follows: Form 1040–ES.

No tax liability last year.  You do not have Tax on $40,000 based on a separate Expected taxes and credits.  After youto pay estimated tax for 1997 if you meet return $  8,601 have figured your expected taxable income,all three of the following conditions: Tax on $8,000 based on a separate
figure your expected income tax. Use the

return 1,2041) You had no tax liability for your 1996 1997 Tax Rate Schedules in Publication 505
Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,805tax year, or in the Form 1040–ES instructions. See
Joe’s portion of total ($8,601 ÷  $9,805) 88% Chapter 32 for the special tax computation2) You were a U.S. citizen or resident for Joe’s share of joint return tax to use for a child under age 14 who has morethe whole year, and ($8,234 ×  88%) . . . . . . . . . . . . . . . . . . . . . $  7,246 than $1,300 of investment income.

3) Your 1996 tax year covered a 12- Add your expected additional taxes from
month period. Form 8814, Parents’ Election To Report

Child’s Interest and Dividends, and FormHow To Figure
4972, Tax on Lump-Sum Distributions. Sub-You had no tax liability for 1996 if your Estimated Tax  
tract your expected credits. If you are usingtotal tax (defined later under Required an-

To figure your estimated tax, you must figure your 1996 return as a guide and filed Formnual payment) was zero or you did not
your expected adjusted gross income, taxa- 1040, your total credits for 1996 were shownhave to file an income tax return.
ble income, and taxes and credits for the on line 43. If you filed Form 1040A, your total
year. credits for 1996 were on line 24c. When esti-Married taxpayers.   To figure whether When figuring your 1997 estimated tax, it mating your 1997 credits, include any allow-you must make estimated tax payments for may be helpful to use your income, deduc- able adoption tax credit. If your credits are1997, apply the rules discussed here to tions, and credits for 1996 as a starting point. more than your taxes, use ‘‘–0–’’ as theyour 1997 separate estimated income. If Use your 1996 federal tax return as a guide. result.you can make joint estimated tax pay- You will also need Form 1040–ES to figure Add your expected self-employment taxments, you can apply these rules on a joint and pay your estimated tax. You must make and other taxes (see Chapter 2 of Publica-basis. adjustments both for changes in your own tion 505). ‘‘Other taxes’’ are those shown onYou and your spouse can make joint situation and for recent changes in the tax lines 46 and 48 of the 1996 Form 1040, pluspayments of estimated tax even if you are law. For 1997, there are several important any advance earned income credit pay-not living together. changes in the law. These changes are dis- ments on line 49 and any write-in amountsYou and your spouse cannot make joint cussed under Important Changes for 1997 at on line 51 (other than recapture of a federalestimated tax payments if you are sepa- the beginning of this chapter. mortgage subsidy and any uncollected so-rated under a decree of divorce or sepa- Form 1040–ES includes a worksheet to cial security, Medicare, or railroad retirementrate maintenance. Also, you cannot make help you figure your estimated tax. Keep the tax). If you filed a 1996 Form 1040A, yourjoint estimated tax payments if either worksheet for your records. only ‘‘other taxes’’ were any advance earnedspouse is a nonresident alien or if you have For complete information and examples income credit payments on line 26.different tax years. on how to figure your estimated tax for 1997, Finally, subtract your expected earned in-Whether you and your spouse make see Chapter 2 of Publication 505. come credit and fuel tax credit (from Formjoint estimated tax payments or separate

4136). The result is your expected total taxpayments will not affect your choice of fil- Expected adjusted gross income.  Your for 1997.ing a joint tax return or separate returns for expected adjusted gross income for 1997 is
1997. your expected total income minus your ex-

Required annual payment.  You figure the1996 separate returns and 1997 joint pected adjustments to income. Include all
total amount you must pay for 1997 throughreturn.  If you plan to file a joint return with the income you expect to receive during the
withholding and estimated tax payments onyour spouse for 1997, but you filed sepa- year, even income that is subject to with-
lines 14a through 14c of the 1997 Estimatedrate returns for 1996, your 1996 tax is the holding. However, do not include income
Tax Worksheet. The result is your requiredtotal of the tax shown on your separate re- that is tax exempt. Be sure to subtract all the
annual payment. It is the smaller of:turns. You filed a separate return for 1996 if adjustments to income you expect to take on

you filed as single, head of household, or 1) 90% of your total expected tax for 1997,your 1997 tax return. If you are using your
married filing separately. or1996 return as a guide and filed Form 1040,
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2) 100% of the total tax shown on your June 1 through Aug. 31 September 15 If you first
have income1996 return. (Your 1996 tax return must Sept. 1 through Dec. January 15 next year**
on which you31cover all 12 months.)
must pay Make a  Make later
estimated tax: payment by: installments by: *If your tax year does not begin on January 1,Exceptions.  If you are a farmer or fisher-
Before April 15  June 15 see Fiscal year taxpayers, later.man, or your 1996 adjusted gross income

April 1 September 15 **See January payment, later.was more than $150,000 ($75,000 if your fil-
January 15 

ing status for 1997 is married filing a sepa- next year*
rate return), your required annual payment Saturday, Sunday, holiday rule.  If the due

After March 31 June 15  September 15 may be different. See Required Annual Pay- date for making an estimated tax payment
and January 15 ment in Chapter 2 of Publication 505. falls on a Saturday, Sunday, or legal holiday,
before next year*Total tax for 1996.  Your 1996 total tax the payment will be on time if you make it on
June 1on Form 1040 is the amount on line 51 re- the next day that is not a Saturday, Sunday,

duced by the total of the amounts on lines or legal holiday. For example, a payment due After May 31 September 15 January 15 
47, 50, and 54, any credit from Form 4136 in- Sunday, June 15, 1997, will be on time if you and before next year*
cluded on line 57, any recapture of a federal make it by Monday, June 16, 1997. Sept. 1
mortgage subsidy and any uncollected so-

After August January 15 (None)cial security, Medicare, or railroad retirement January payment.  If you file your 1997 re-
31 next year*tax included on line 51, and any tax from turn by February 2, 1998, and pay the rest of

Form 5329 (other than the tax on early distri- the tax you owe, you do not need to make  *See January payment, and Saturday, Sunday,
butions) included on line 48. On Form your estimated tax payment that would be holiday rule under When To Pay Estimated Tax,
1040A, it is line 28 reduced by the total of the due on January 15, 1998. earlier.
amounts on lines 27 and 29c. On Form
1040EZ, it is line 10 reduced by line 8. Fiscal year taxpayers.   If your tax year

does not start on January 1, your payment Change in estimated tax.  After making
due dates are: your first estimated tax payment, changes inTotal estimated tax payments.  Figure the

your income, adjustments, deductions, cred-total amount you must pay for 1997 through 1) The 15th day of the 4th month of your
its, or exemptions may make it necessary forestimated tax payments on lines 15 and 16 fiscal year,
you to refigure your estimated tax. Pay theof the 1997 Estimated Tax Worksheet. Sub-
unpaid balance of your amended estimated2) The 15th day of the 6th month of yourtract your expected withholding from your re-
tax by the next payment due date after thefiscal year,quired annual payment. You usually must
change or in installments by that date andpay this difference in four equal installments. 3) The 15th day of the 9th month of your the due dates for the remaining payment(See When To Pay Estimated Tax and How fiscal year, and periods.To Figure Each Payment, later.)

4) The 15th day of the 1st month after theIf your total expected tax on line 13c, mi-
How much to pay to avoid penalty.  To de-end of your fiscal year.nus your expected withholding on line 15, is
termine how much you should pay by eachless than $500, you do not need to make es-
payment due date, see How To Figure EachYou do not have to make the last pay-timated tax payments.
Payment, next. If the earlier discussions ofment listed above if you file your income tax
No income subject to estimated tax duringreturn by the last day of the first month after
first period or Change in estimated tax applyWithholding.  Your expected withholding for the end of your fiscal year and pay all the tax
to you, you may need to read the explanation1997 includes the income tax you expect to you owe with your return.
of the Annualized Income Installmentbe withheld from all sources (wages, pen-
Method, later, to avoid a penalty.sions and annuities, etc.). It also includes ex- When To Start 

cess social security and railroad retirement
You do not have to make estimated tax pay-tax you expect to be withheld from your How To Figure
ments until you have income on which youwages. Each Payment will owe the tax. If you have income subjectFor information on excess social security

You should pay enough estimated tax by theto estimated tax during the first payment pe-or tier 1 railroad retirement tax withholding
due date of each payment period to avoid ariod, you must make your first payment byfor 1997, see Publication 505.
penalty for that period. If you do not paythe due date for the first payment period.
enough each payment period, you may beYou can pay all your estimated tax at that
charged a penalty even if you are due a re-time, or you can pay it in four installments. IfWhen To Pay
fund when you file your tax return. See Un-you choose to pay in installments, make your

Estimated Tax  derpayment Penalty, later in this chapter.first payment by the due date for the first
payment period. Make your remaining in-

For estimated tax purposes, the year is di-
stallment payments by the due dates for the Regular Installment Method vided into four payment periods. Each period later periods. If you must pay estimated tax beginning withhas a specific payment due date. If you do

the payment due April 15, 1997, you can fig-not pay enough tax by the due date of each
No income subject to estimated tax dur- ure your required payment for each period byof the payment periods, you may be charged
ing first period.  If you first have income dividing your total estimated tax paymentsa penalty even if you are due a refund when
subject to estimated tax during a later pay- (line 16 of the 1997 Estimated Tax Work-you file your income tax return. The following
ment period, you must make your first pay- sheet) by 4. Use this method only if your re-chart gives the payment periods and due
ment by the due date for that period. You can quired annual payment stays the samedates for estimated tax payments.
pay your entire estimated tax by the due date throughout the year.
for that period, or you can pay it in install- If you do not receive your income evenly

For the period: Due date: ments by the due date for that period and the throughout the year, your required estimated
Jan. 1* through Mar. April 15 due dates for the remaining periods. The fol- tax payments may not be the same for each

31 lowing chart shows when to make install- period. See Annualized Income Installment
April 1 through May 31 June 15 ment payments: Method, later.
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Amended estimated tax. If you 5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . . . 2,700 How To Pay Estimated Tax 
refigure your estimated tax during 6. Subtract line 5 from line 1 and enter There are two ways to make estimated taxthe year, or if your first payment is the result (but not less than zero) . . . 900 payments:due after April 15, 1997, figure your required

7. Each following required payment:payment for each remaining payment period 1) By crediting an overpayment on your
If the payment on line 4 is due Juneusing the following worksheet. 1996 return to your 1997 estimated tax,
16, 1998, enter one-half of the and
amount on line 6 here and on the1.  Amended total estimated tax

2) By sending in your payment with a pay-payment-vouchers for yourpayments . . . . . . . . . . . . . . . . . . . . . . . . . . . .
ment-voucher from Form  1040–ES.payments due September 15, 1997,2. Multiply line 1 by:

and January 15, 1998. If the amount.50 if next payment is due 
on line 4 is due September 15, 1997, June 16, 1997.
enter the full amount on line 6 here Crediting an Overpayment  .75 if next payment is due 
and on the payment-voucher for your September 15, 1997. When you file your Form 1040 or Form
payment due January 15, 1998 . . . . . $9001.00 if next payment is due 1040A for 1996 and you have an overpay-

 January 15, 1998. . . . . . . . . . . . . . . . ment of tax, you can apply part or all of it to
 If Mayra’s estimated tax does not change your estimated tax for 1997. On line 61 of3. Estimated tax payments for all
again, her required estimated tax payment Form 1040, or line 32 of Form 1040A, writeprevious periods . . . . . . . . . . . . . . . . . . . .
for the fourth payment period will be $900. the amount you want credited to your esti-4. Next required payment: Subtract

mated tax rather than refunded. The amountFile Form 2210 to avoid penalty.  If yourline 3 from line 2 and enter the result
you have credited should be taken into ac-estimated tax payment for a previous period(but not less than zero) here and on
count when figuring your estimated taxis less than one-fourth of your amended esti-your payment-voucher for your next
payments.mated tax, you may be charged a penalty forrequired payment . . . . . . . . . . . . . . . . . . .

 You can use all the credited amount to-underpayment of estimated tax for that pe-
ward your first payment, or you can spread itriod when you file your tax return. To avoidIf the payment on line 4 is due January 15, 1998,
out in any way you choose among any or allthe penalty, you must show that the total ofstop here. Otherwise, go on to line 5.
of your payments.your withholding and estimated tax payment

5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . . . If you ask that an overpayment befor the period was at least as much as your
credited to your estimated tax for the next6. Subtract line 5 from line 1 and enter annualized income installment. Complete
year, the payment is considered to havethe result (but not less than zero) . . . Form 2210 and Schedule AI — Annualized
been made on the due date of the first esti-7. Each following required payment: Income Installment Method, and attach the
mated tax installment (April 15 for calendarIf the payment on line 4 is due June form and Schedule AI to your tax return. See
year taxpayers). You cannot have any of that16, 1997, enter one-half of the Form 2210, later, under Underpayment Pen-
amount refunded to you after that due date.amount on line 6 here and on the alty, for more information.
You also cannot use that overpayment inpayment-vouchers for your
any other way after that date.payments due September 15, 1997, Annualized Income

and January 15, 1998. If the amount
Installment Method on line 4 is due September 15, 1997, Using the Payment-Vouchers  

enter the full amount on line 6 here If you do not receive your income evenly Each payment of estimated tax must be ac-
and on the payment-voucher for your throughout the year (for example, your in- companied by a payment-voucher from
payment due January 15, 1998 . . . . . come from a repair shop you operate is Form 1040–ES. If you made estimated tax

much larger in the summer than it is during payments last year, you should receive a
Example.  Early in 1997, Mayra figures the rest of the year), your required estimated copy of the 1997 Form 1040–ES in the mail.

her estimated tax is $1,800. She makes esti- tax payment for one or more periods may be It will have payment-vouchers preprinted
mated tax payments on April 15 and June 16 less than the amount figured using the regu- with your name, address, and social security
of $450 each ($1,800 ÷  4). number. Using the preprinted vouchers willlar installment method.

On July 10, she sells investment property speed processing, reduce the chance of er-To see if you can pay less for any period,
at a gain. Her refigured estimated tax is ror, and help save processing costs.complete the 1997 Annualized Estimated
$3,600. Her required estimated tax payment If you did not pay estimated tax last year,Tax Worksheet (Worksheet 2.10) in Chapter
for the third payment period is $1,800, fig- you will have to get a copy of Form 1040–ES2 of Publication 505.
ured as follows. from the IRS. Do so by calling 1–800–TAX–

FORM (1–800–829–3676). After you makeNote.  If you use the annualized income1.  Amended total estimated tax
your first payment, a Form 1040–ES pack-installment method to figure your estimatedpayments . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,600
age with the preprinted vouchers will betax payments, you must attach to your tax2. Multiply line 1 by: mailed to you. Follow the instructions in thereturn a completed Form 2210 and Schedule.50 if next payment is due package to make sure you use the vouchersAI (Form 2210). See Form 2210 under Un- June 16, 1997. correctly.derpayment Penalty, later..75 if next payment is due Use the addressed envelopes that came

 September 15, 1997. with your Form 1040–ES package. If you use
1.00 if next payment is due your own envelope, make sure you mail yourEstimated Tax Payments January 15, 1998. . . . . . . . . . . . . . . . 2,700 payment-vouchers to the address shown inNot Required 3. Estimated tax payments for all the Form 1040–ES instructions for the place

You do not have to make estimated tax pay-previous periods . . . . . . . . . . . . . . . . . . . . 900 where you live. Do not use the address
ments if your withholding in each payment4. Next required payment: Subtract shown in the Form 1040 or Form 1040A
period is at least one-fourth of your requiredline 3 from line 2 and enter the result instructions.
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 Change of address.   You must notify the
You also do not have to make estimated taxrequired payment . . . . . . . . . . . . . . . . . . . $1,800 IRS if you are making estimated tax pay-
payments if you will pay enough through ments and you changed your address during
withholding to keep the amount you owe withIf the payment on line 4 is due January 15, 1998, the year. You must send a clear and concise
your 1997 return under $500.stop here. Otherwise, go on to line 5. written statement to the IRS Service Center
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where you filed your last return and provide If you stop working before the end of the ● Form 1099–OID, Original Issue Discount,
all of the following: year, your employer can give you your Form

● Form 1099–R, Distributions From Pen-
W–2 at any time after you leave your job.1) Your full name (and your spouse’s full sions, Annuities, Retirement or Profit-
However, your employer must give it to youname), Sharing Plans, IRAs, Insurance Contracts,
by January 31 of the following year (or the etc.,2) Your signature (and spouse’s next day that is not a Saturday, Sunday, or

signature), ● Form SSA–1099, Social Security Benefitholiday if January 31 is a Saturday, Sunday,
Statement, andor holiday). If you ask for the form, your em-3) Your old address (and spouse’s old ad-

ployer must give it to you within 30 days afterdress if different), ● Form RRB–1099, Payments by the Rail-
receiving your written request or within 30 road Retirement Board.4) Your new address, and
days after your final wage payment, which-

5) Your social security number (and ever is later. For some types of income reported onspouse’s social security number). If you have not received your Form W–2 forms in the 1099 series, you may not be
by January 31, 1997, you should ask your able to use Form 1040A or Form 1040EZ. You can use Form 8822, Change of Ad- employer for it. If you do not receive it by See the instructions to these forms fordress, for this purpose. February 15, call the IRS toll-free telephone details.You can cont inue to use your old number for your area. The number is listed in

preprinted payment-vouchers until the IRS the Form 1040, Form 1040A, and Form
Form 1099–R.  Attach Form 1099–R to yoursends you new ones. However, DO NOT 1040EZ instructions. You will be asked to
return if box 4 shows federal income taxcorrect the address on the old voucher or give your employer’s name, address, and
withholding. Include the amount withheld inthe address on the envelope. telephone number, and, if known, your em-
the total on line 52 of Form 1040 or line 29aployer’s identification number. You will also
of Form 1040A.be asked for your address, social security

number, daytime telephone number, datesCredit for Withholding Backup withholding.  If you were subject toof employment, and your best estimate of
backup withholding on income you receivedyour total wages and federal income taxand Estimated Tax  
during 1996, include the amount withheld, aswithheld.

When you file your 1996 income tax return, shown on your Form 1099, in the total on lineForm W–2 shows your total pay and
take credit for all the income tax and excess 52 of Form 1040, or line 29a of Form 1040A.other compensation and the income tax, so-
social security or railroad retirement tax with-

cial security tax, and Medicare tax that was
held from your salary, wages, pensions, etc. Form Not Correct withheld during the year. Take credit for the
Also, take credit for the estimated tax you

federal income tax withheld on: If you receive a form with incorrect informa-paid for 1996. These credits are subtracted
tion on it, you should ask the payer for a cor-● Line 52 if you file Form 1040,from your tax. You should file a return and
rected form. Call the telephone number orclaim these credits even if you do not owe ● Line 29a if you file Form 1040A, or write to the address given for the payer ontax.
the form. The corrected Form W–2G or Form● Line 7 if you file Form 1040EZ.If you had two or more employers and
1099 you receive will be marked ‘‘COR-were paid wages of more than $62,700 dur-
RECTED.’’ A special form, Form W–2c,Form W–2 is also used to report any taxa-ing 1996, too much social security or railroad
Statement of Corrected Wage and Taxble sick pay you received and any incomeretirement tax may have been withheld from
Amounts, is used to correct a Form W–2.tax withheld from your sick pay.your wages. See Credit for Excess Social

Security Tax or Railroad Retirement Tax
Form Received After Filing Withheld in Chapter 36. Form W–2G 
If you file your return and you later receive aIf you had gambling winnings, the payer may
form for income that you did not include onhave withheld 28% as income tax. If tax wasWithholding  
your return, you should report the incomewithheld, the payer will give you a Form W–If you had income tax withheld during 1996,
and take credit for any income tax withheld2G showing the amount you won and theyou should receive a statement by January
by filing Form 1040X, Amended U.S. Individ-amount of tax withheld. Report the amounts31, 1997, showing your income and the tax
ual Income Tax Return. See Amended Re-you won on line 21 of Form 1040. Take creditwithheld. Depending on the source of your
turns and Claims for Refund in Chapter 1.for the tax withheld on line 52 of Form 1040.income, you will receive:

If you had gambling winnings, you must use
● Form W–2, Wage and Tax Statement,

Form 1040; you cannot use Form 1040A or Separate Returns 
● Form W–2G, Certain Gambling Winnings, Form 1040EZ. See Deductions Not Subject If you are married but file a separate return,

or to the 2% Limit in Chapter 30 for information you can take credit only for the tax withheld
on how to deduct gambling losses.● A form in the 1099 series. from your own income. Do not include any

amount withheld from your spouse’s income.
Forms W–2 and W–2G.  You file Form W–2 The 1099 Series However, different rules may apply if you live
with your income tax return. File Form W–2G in a community property state.Most forms in the 1099 series are not filed
with your return if it shows any federal in- with your return. You should receive these
come tax withheld from your winnings. Community property states.  Arizona, Cali-forms by January 31, 1997. Keep these

 You should get at least two copies of fornia, Idaho, Louisiana, Nevada, New Mex-forms for your records. There are several dif-
each form you receive. Attach Copy B to the ico, Texas, Washington, and Wisconsin areferent forms in this series, including:
front of your federal income tax return. Copy community property states. If you live in a

● Form 1099–B, Proceeds From Broker andC is for your records. You should also re- community property state and file a separateBarter Exchange Transactions,ceive copies to file with your state and local return, you and your spouse must each re-
returns. ● Form 1099–DIV, Dividends and port half of all community income in addition

Distributions, to your own separate income. Each of you
takes credit for half of all taxes withheld onForm W–2 ● Form 1099–G, Certain Government
the community income. If you were divorcedYour employer should give you a Form W–2 Payments,
during the year, each of you generally mustfor 1996 by January 31, 1997. You should re-

● Form 1099–INT, Interest Income, report half the community income and canceive a separate Form W–2 from each em-
take credit for half the withholding on thatployer you worked for. ● Form 1099–MISC, Miscellaneous Income,
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community income for the period before the to each spouse’s individual tax as shown on General Rule 
divorce. your separate returns for 1996. In general, you may owe a penalty for 1996 ifFor more information on these rules, and

the total of your withholding and estimatedsome exceptions, see Publication 555, Com- Divorced Taxpayers tax payments did not equal at least themunity Property.
smaller of:If you made joint estimated tax payments for

1996, and you were divorced during the year, 1) 90% of your 1996 tax, orFiscal Years  
either you or your former spouse can claim 2) 100% of your 1995 tax. (Your 1995 taxIf you file your tax return on the basis of a fis- all of the joint payments, or you each can return must cover a 12-month period.)cal year (a 12-month period ending on the claim part of them. If you cannot agree on

last day of any month except December), how to divide the payments, you must divide Special rules for certain individuals.you must follow special rules, described be-
them in proportion to each spouse’s individ- There are special rules for farmers and fish-low, to determine your credit for federal in-
ual tax as shown on your separate returns for ermen and for certain higher incomecome tax withholding.
1996. taxpayers.During your fiscal year, one calendar year

If you claim any of the joint payments on Farmers and fishermen.  If at least two-will end and another will begin. You can
your tax return, enter your former spouse’s thirds of your gross income for 1995 or 1996claim credit on your tax return only for the tax
social security number (SSN) in the space is from farming or fishing, substitute 662/3%withheld during the calendar year ending in
provided on the front of Form 1040 or Form for 90% in (1) above.your fiscal year. You cannot claim credit for
1040A. If you divorced and remarried in See Farmers and Fishermen in Chapter 4any of the tax withheld during the calendar
1996, enter your present spouse’s SSN in of Publication 505 for more information.year beginning in your fiscal year. You will be
that space and write your former spouse’s Higher income taxpayers.  If less thanable to claim credit for that withholding on
SSN, followed by ‘‘DIV,’’ to the left of line 53, two-thirds of your gross income for 1995 andyour return for next year.
Form 1040, or line 29b, Form 1040A. 1996 is from farming or fishing and your ad-However, if income tax has been with-

justed gross income (AGI) for 1995 washeld from your income under the backup
more than $150,000 ($75,000 if your filingwithholding rule, take credit for it on your tax
status is married filing a separate return inreturn for the fiscal year in which you re- Underpayment Penalty 1996), substitute 110% for 100% in (2)ceived the payment.
above.For a more detailed discussion of how to

For 1995, AGI is the amount shown ontake credit for withholding on a fiscal year re-
Form 1040 – line 31; Form 1040A – line 16;turn, see Fiscal Years in Chapter 3 of Publi- If you did not pay enough tax either through
and Form 1040EZ – line 4.cation 505. withholding or by making estimated tax pay-

ments, you will have an underpayment of es-
Penalty figured for each period.  Becausetimated tax and you may have to pay a pen-Estimated Tax  
the penalty is figured separately for eachalty. However, you will not generally have toTake credit for all your estimated tax pay- payment period, you may owe a penalty forpay a penalty for 1996 if any of the followingments for 1996 on line 53 of Form 1040 or an earlier payment period even if you latersituations apply to you.line 29b of Form 1040A. Include any over- paid enough to make up the underpayment.

payment from 1995 that you had credited to ● The total of your withholding and esti- If you did not pay enough tax by the due date
your 1996 estimated tax. You must use Form mated tax payments was at least as much of each of the payment periods, you may
1040 or Form 1040A if you paid estimated as your 1995 tax, you are not subject to owe a penalty even if you are due a refund
tax. You cannot use Form 1040EZ. the special rule limiting use of the prior when you file your income tax return.

year’s tax, and you paid all required esti- Example.  You did not make estimatedName changed.   If you changed your name, mated tax payments on time. tax payments during 1996 because youand you made estimated tax payments using
thought you had enough tax withheld from● The tax balance on your return (minusyour old name, attach a brief statement to
your wages. Early in January 1997, youhousehold employment taxes) is no morethe front of your tax return indicating:
made an estimate of your total 1996 tax. Youthan 10% of your total 1996 tax, and you

1) When you made the payments, then realized that your withholding waspaid all required estimated tax payments
$2,000 less than the amount needed to2) The amount of each payment, on time.
avoid a penalty for underpayment of esti-

3) Which IRS address you sent the pay- ● Your total 1996 tax (defined later) minus mated tax.
ments to, your withholding is less than $500. On January 10, you made an estimated

4) Your name when you made the pay- tax payment of $3,000, the difference be-● You did not owe tax for 1995.
ments, and tween your withholding and your estimate of

● All of the tax balance on your return is your total tax. Your final return shows your5) Your social security number.
caused by employment taxes for house- total tax to be $50 less than your estimate,
hold workers. so you are due a refund. The statement should cover payments you

You do not owe a penalty for your pay-made jointly with your spouse as well as any
ment due January 15, 1997. However, you Special rules apply if you are a farmer oryou made separately.
will owe a penalty through January 10 forfisherman. See Farmers and Fishermen in
your underpayments for the earlier paymentChapter 4 of Publication 505 for moreSeparate Returns periods.information.

If you and your spouse made separate esti-
mated tax payments for 1996 and you file Minimum required each period.  You willIRS can figure the penalty for you.  If youseparate returns, you can take credit only for owe a penalty for any 1996 payment periodthink you owe the penalty but you do notyour own payments. for which your estimated tax payment pluswant to figure it yourself when you file yourIf you made joint estimated tax pay- your withholding for the period and overpay-tax return, you may not have to. Generally,ments, you must decide how to divide the ments for previous periods was less than thethe IRS will figure the penalty for you andpayments between your returns. One of you smaller of:

send you a bill. However, you must completecan claim all of the estimated tax paid and
1) 22.5% of your 1996 tax, orForm 2210 and file it with your return if youthe other none, or you can divide it in any

check any of the boxes in Part I of the form.other way you agree on. If you cannot agree, 2) 25% of your 1995 tax. (Your 1995 tax
See Reasons for filing later in this section.you must divide the payments in proportion return must cover a 12-month period.)
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Note.  If you are subject to the rule for a refund, subtract the penalty from the over- have paid the same amount on each of
higher income taxpayers, discussed earlier, the following dates:payment you show on line 30.
substitute 27.5% for 25% in (2) above. Reasons for filing.  You may be able to April 15, 1996,

lower or eliminate your penalty if you fileWhen penalty is charged.  If you miss a June 17, 1996,Form 2210. You must file Form 2210 withpayment or you paid less than the minimum
September 16, 1996, andyour return if any of the following applies.required in a period, you may be charged an
January 15, 1997.1) You request a waiver. (See Waiver ofunderpayment penalty from the date the

amount was due to the date the payment is Penalty, later.)
 If you do not meet either requirement, figuremade. 2) You use the annualized income install-
your penalty using the regular method in Partment method.
IV, Form 2210.1995 separate returns and 1996 joint re-

3) You use your actual withholding forturn.  If you file a joint return with your
each payment period for estimated tax Note.  If you use the short method in Partspouse for 1996, but you filed separate re-
purposes. III, you cannot use the annualized income in-turns for 1995, your 1995 tax is the total of

stallment method or the actual withholdingthe tax shown on your separate returns. You 4) You base any of your required install-
method.filed a separate return in 1995 if you filed as ments on the tax shown on your 1995

single, head of household, or married filing return and you filed or are filing a joint
separately. return for either 1995 or 1996 but not for Exceptions 

both years.
Generally, you do not have to pay an un-1995 joint return and 1996 separate re-
derpayment penalty if either of the followingturns.  If you file a separate return for 1996,  For help in completing Form 2210, including
conditions apply:but you filed a joint return with your spouse illustrated examples, see Chapter 4 of Publi-

for 1995, your 1995 tax is your share of the ● Your total tax due is less than $500, orcation 505.
tax on the joint return. You filed a separate Annual ized income instal lment ● You had no tax liability last year.
return in 1996 if you filed as single, head of method.  If you did not receive your income
household, or married filing separately. To evenly throughout the year (for example,
figure your share, first figure the tax both you your income from a repair shop you operated Less Than $500 Due and your spouse would have paid had you was much larger in the summer than it was You do not owe a penalty if the total taxfiled separate returns for 1995, using the during the rest of the year), you may be able shown on your return minus the amount yousame filing status as in 1996. Then multiply to lower or eliminate your penalty by figuring paid through withholding (including excessyour joint tax liability by the following fraction: your underpayment using the annualized in- social security and railroad retirement tax

come installment method. Under thisYour separate tax liability withholding) is less than $500.
method, your required installment for one orBoth spouses’ separate tax liabilities
more payment periods may be less than

Total tax for 1996.  For 1996, your total taxone-fourth of your required annual payment.Example.  Lisa and Paul filed a joint re- on Form 1040 is the amount on line 51 re-
To figure your underpayment using thisturn for 1995 showing taxable income of duced by the total of the following amounts:

method, complete Schedule AI of Form$48,000 and a tax of $8,377. Of the $48,000
1) Any recapture of a federal mortgage2210. Also check the box on line 1b in Part Itaxable income, $40,000 was Lisa’s and the

subsidy from Form 8828 included onof Form 2210. You must file the form andrest was Paul’s. For 1996, they file married
line 51,Schedule AI with your return. This method isfiling separately. Lisa figures her share of the

explained in Chapter 4 of Publication 505.tax on the 1995 joint return as follows: 2) Any social security or Medicare tax on
Actual withholding method.  Instead of tips not reported to your employer on

Tax on $40,000 based on a separate using one-fourth of your withholding to figure line 47,
return $  8,672 your payments, you can choose to establish 3) Any tax on an IRA or a qualified retire-Tax on $8,000 based on a separate how much was actually withheld by the due ment plan from Form 5329 (other thanreturn 1,204 dates and use those amounts. You can the tax on early distributions) included

make this choice separately for the tax with-Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,876 on line 48,
held from your wages and for all otherLisa’s portion of total ($8,672 ÷  $9,876) 88%

4) Any household employment taxes fromwithholding.Lisa’s share of 1995 joint return tax 
Schedule H included on line 50,($8,377 ×  88%) . . . . . . . . . . . . . . . . . . . . . $  7,372 Using your actual withholding may result

in a smaller penalty if most of your withhold- 5) Any uncollected social security, Medi-
ing occurred early in the year. care, or railroad retirement tax included

If you use your actual withholding, you on line 51,Form 2210.   In most cases, you do not need
must check the box on line 1c, Part I of theto file Form 2210. The IRS will figure the pen- 6) Any earned income credit on line 54,
Form 2210. Complete Form 2210 and file italty for you and send you a bill. If you want to and
with your return.figure your penalty, complete Part I, Part II,

7) Any credit for federal tax on fuels fromand either Part III or Part IV of Form 2210. Do Short method for figuring the penalty.
Form 4136 included on line 57.not file Form 2210 unless you must file it, as You may be able to use the short method in

explained later under Reasons for filing. If Part III of Form 2210 to figure your penalty
Your total tax on Form 1040A for 1996 isyou use Form 2210, you cannot file Form for underpayment of estimated tax. If you

the amount on line 28 minus the amount on1040EZ. qualify to use this method, it will result in the
lines 27 and 29c. Your total tax on FormOn Form 1040, enter the amount of your same penalty amount as the regular method,
1040EZ for 1996 is the amount on line 10 mi-penalty on line 63. If you owe tax on line 62, but with fewer computations.
nus the amount on line 8.add the penalty to your tax due and show You can use the short method only if you

your total payment on line 62. If you are due meet one of the following requirements.
No Tax Liability Last Year a refund, subtract the penalty from the over-

1) You made no estimated tax payments
payment you show on line 59. You do not owe a penalty if you had no tax li-

for 1996. It does not matter whether you
On Form 1040A, enter the amount of ability last year and you were a U.S. citizen or

had income tax withholding.
your penalty on line 34. If you owe tax on line resident for the whole year. For this rule to

2) You paid estimated tax on all four due33, add the penalty to your tax due and show apply, your tax year must have included all
dates in equal installments. You mustyour total payment on line 33. If you are due 12 months of the year.
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You had no tax liability for 1995 if your to- 2) Any social security or Medicare tax on circumstance, and it would be inequita-
tal tax was zero or you did not need to file an tips not reported to your employer on ble to impose the penalty, or
income tax return. line 50,

2) You retired (after reaching age 62) orExample.  Ray, who is single and age 22, 3) Any tax on an IRA or a qualified retire- became disabled during the tax year awas unemployed for most of 1995. He ment plan from Form 5329 (other than
payment was due or during the preced-earned $2,700 in wages before he was laid the tax on early distributions) included
ing tax year, and both the following re-off, and he received $2,500 in unemploy- on line 51,
quirements are met:ment compensation afterwards. He had no

4) Any uncollected social security, Medi-other income. Even though he had gross in-
a) You had a reasonable cause for notcare, or railroad retirement tax includedcome of $5,200, he did not have to pay in-

on line 54, making the payment, andcome tax because his gross income was
5) Any earned income credit on line 57,less than the filing requirement for a single b) Your underpayment was not due to

andperson under age 65 ($6,400 for 1995). He willful neglect.
filed a return only to have his withheld in- 6) Any credit for federal tax on fuels from
come tax refunded to him. Form 4136 included on line 60.

In 1996, Ray began regular work as an in-
Any penalty for an underpayment ofdependent contractor. Ray made no esti- Your total tax on Form 1040A for 1995 is either or both of the installmentsmated tax payments in 1996. Even though the amount on line 28 minus the amount on due April 15, 1996, and June 15,he did owe tax at the end of the year, Ray line 29c. Your total tax on Form 1040EZ for 1996, will be waived if the underpaymentdoes not owe the underpayment penalty for 1995 is the amount on line 10 minus the

was caused by changes in the law made by1996 because he had no tax liability in 1995. amount on line 8.
the Small Business Job Protection Act of

Total tax for 1995.  For 1995, your total tax 1996. A list of changes that could cause an
Waiver of Penalty on Form 1040 is the amount on line 54 re- underpayment is at the beginning of this
The IRS can waive the penalty for underpay-duced by the total of the following amounts: chapter under Important Changes for 1996.
ment if:1) Any recapture of a federal mortgage

To claim a waiver, follow the proceduressubsidy from Form 8828 included on 1) You did not make a payment because of
line 49, a casualty, disaster, or other unusual explained in the instructions 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. 

United States and whether or not you re- or other amounts for services to be per-
ceive a Form W–2 or 1099 from the foreign formed in the future, and you are a cash
payer. This applies to earned income (such method taxpayer, you must include these6.
as wages and tips) as well as unearned in- amounts in your income in the year you re-
come (such as interest, dividends, capital ceive them.Wages, Salaries, gains, pensions, rents and royalties). If you repay unearned commissions or

If you reside outside the United States, other amounts in the same year you receiveand Other you may be able to exclude part or all of your them, reduce the amount to include in your
foreign source earned income. For details, income by the repayment. However, if youEarnings see Publication 54, Tax Guide for U.S. Citi- repay the unearned commissions or other
zens and Resident Aliens Abroad. amounts in a later tax year, you can deduct

the repayment as an itemized deduction on
your Schedule A (Form 1040), or you may be
able to take a credit for that year. See Re-Important Changes Introduction payments in Chapter 13.

This chapter discusses wages, salaries,for 1996 
Back pay awards.   Include in gross incomefringe benefits, and other compensation re-

Employer-provided educational assis- amounts you are awarded in a settlement orceived for services as an employee. The top-
tance benefits.  The exclusion from gross judgment for back pay. This includes pay-ics include:
income for up to $5,250 of qualified em- ments made to you for damages, unpaid life

● Bonuses and awardsployer-provided educational assistance ben- insurance premiums, and unpaid health in-
efits was extended retroactively to apply to ● Unemployment compensation surance premiums. They should be reported
tax years beginning after 1994 and before to you by your employer on Form W–2.● Disability income
June 1, 1997. The exclusion does not apply

● Special rules for certain employeesto expenses for graduate level courses be- Bonuses and awards.   Amounts you re-
ginning after June 30, 1996, and it generally ceive for outstanding work, such as bonuses

The chapter also explains what income isdoes not apply to any courses beginning af- or awards, are included in your gross income
included in the employee’s gross incometer June 30, 1997. For more information, see and should be shown on your Form W–2.
and what is not included.Publication 508, Educational Expenses. These include prizes such as vacation trips

for meeting sales goals. If the prize or award
Qualified campus lodging extended to Useful Items you receive is goods or services, you must
academic health centers.  The exclusion You may want to see: include the fair market value of the goods or
from gross income for the value of qualified services in your income. However, if your
campus lodging is extended to lodging pro- Publication employer merely promises to pay you a bo-
vided on or near academic health centers. nus or award at some future time, it is not□ 463 Travel, Entertainment, Gift, and
These are certain medical research institu- taxable until you receive it or it is made avail-Car Expenses
tions that engage in and teach basic and able to you. If you receive an award for

□ 503 Child and Dependent Careclinical medical science and research. See length of service or safety achievement, see
ExpensesMeals and Lodging under Fringe Benefits in Employee achievement awards under In-

Publication 525, Taxable and Nontaxable come Not Taxed in Chapter 13.□ 505 Tax Withholding and Estimated
Income. Tax

Child-care providers.   If you provide child□ 525 Taxable and Nontaxable IncomeQualified state tuition programs.  Effective care, either in the child’s home or in your
for tax years ending after August 20, 1996, home or other place of business, the pay youFormdistributions from a qualified state tuition receive must be included in your income. If

□ W–2 Wage and Tax Statementprogram are taxable only to the extent they you provide the care in the child’s home, you
are more than the amount contributed to the may be an employee. If you provide the care
program. For more information, see State tu- in your home or other place of business, you
ition programs in Publication 525, Taxable Employee may or may not be an employee. You are an
and Nontaxable Income. employee if you are subject to the will andCompensation control of your employer as to what you are

to do and how you are to do it.This section explains many types of em-
Babysitting.   If you periodically babysitployee compensation. The subjects are ar-Important Reminder for relatives or neighborhood children, theranged in alphabetical order followed by

rules for child-care providers also apply toFringe Benefits, Disability Income, and Pen-Foreign source income.  If you are a U.S.
you.sion and Annuity Contributions, which arecitizen with income from sources outside the

explained in greater detail. If you are an employee, you should re-United States (foreign income), you must re-
ceive a Form W–2 if your pay is subject to so-port all such income on your tax return un-
cial security and Medicare taxes or would beless it is exempt by U.S. law. This is true Advance commissions and other earn-
subject to the withholding of income tax ifwhether you reside inside or outside the ings.   If you receive advance commissions
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one exemption were claimed. Include your Property received for services.   Gener- 1) Your employer,
pay on line 7 of Form 1040 or Form 1040A, ally, if you receive property for your services, 2) A welfare fund,
or on line 1 of Form 1040EZ, even if you do you must include its fair market value in your

3) A state sickness or disability fund,not receive a Form W–2. gross income in the year you receive the
4) An association of employers or employ-property. Property you receive for servicesIf you are not an employee, you are prob-

ees, orably self-employed and must include the includes shares of corporate stock you re-
payments you receive on Schedule C (Form ceive from your employer. However, if you 5) An insurance company, if your employer
1040), Profit or Loss From Business. You receive stock or other property that is both paid for the plan.
may also qualify to use the simpler Schedule nontransferable and subject to a substantial
C–EZ (Form 1040), Net Profit From Busi- risk of forfeiture, you may not have to include  However, if you paid the premiums on an ac-
ness. Information on who may use it is listed the value of the property in your income in cident or health insurance policy, the bene-
in Part I of Schedule C-EZ. the year you receive it. For details, see Re- fits you receive under the policy are not

stricted Property Received for Services in taxable.
Publication 525.Employer-provided educational assis- Railroad sick pay.  If you receive sick

Dividends you receive on restricted stocktance.  The exclusion from gross income for pay under the Railroad Unemployment In-
are extra compensation to you. Restrictedup to $5,250 of qualified employer-provided surance Act, these payments are taxable
stock is stock you received from your em-educational assistance benefits had expired and you must include them in your income.
ployer and did not include in your income be-after December 31, 1994. This exclusion However, you do not include them in your in-
cause it was nontransferable and subject to come if they are for an on-the-job injury.was extended retroactively to apply to tax

If you received income because of a disa-forfeiture. Your employer should includeyears beginning after 1994 and before June
bility, see Disability Income, later.these payments on your Form W–2.1, 1997. The exclusion does not apply to

graduate-level courses beginning after June Dividends you receive on stock you
Social security and Medicare taxes paid30, 1996. For more information, including chose to include in your income in the year
by employer.   If you and your employerhow to claim the benefits for 1995 and 1996, transferred are treated the same as any
have an agreement that your employer paysget Publication 508, Educational Expenses. other dividends. Report them on line 9 of
your social security and Medicare taxes with-Form 1040. For a discussion of dividends,
out deducting them from your gross wages,see Chapter 9.Government cost-of-living allowances. 
you must report the amount of tax paid forThese allowances are generally not included For information on how to treat dividends
you as taxable wages on your tax return. Youin your income if you are a federal civilian reported on both your Form W–2 and Form
must also treat the payments as wages foremployee or a federal court employee who is 1099–DIV, see Dividends received on re-
figuring your social security and Medicarestationed in Alaska, Hawaii, or outside the 48 stricted stock in Publication 525.
taxes and your social security and Medicarecontiguous states and the Distr ict of
benefits. However, these payments are notColumbia. Severance pay.   Amounts you receive as
treated as social security and MedicareAllowances and differentials that in- severance pay are taxable. A lump-sum pay-
wages if you are a household worker or acrease your basic pay as an incentive for tak- ment for cancellation of your employment
farm worker.ing a less desirable post of duty are part of contract is income in the tax year you receive

your compensation and must be included in it and must be reported with your other sala-
Stock appreciation rights.   If your em-your income. For example, your compensa- ries and wages.
ployer grants you a stock appreciation right,tion includes Foreign Post, Foreign Service, Accrued leave payment.  If you are a
do not include it in your income until you ex-and Overseas Tropical salary differentials. federal employee and receive a lump-sum
ercise (use) the right. When you use theFor more information, get Publication 516, payment for accrued annual leave when you
right, you are entitled to a cash paymentU.S. Government Civilian Employees Sta- retire or resign, this amount will be included
equal to the fair market value of the corpora-tioned Abroad. on your Form W–2.
tion’s stock on the date of use minus the fair

If you resign from one agency and are market value on the date the right was
Holiday gifts.   If your employer gives you a reemployed by another agency, you may granted. You include the cash payment in
turkey, ham, or other item of nominal value have to repay part of your lump-sum annual your income in the year you use the right.
at Christmas or other holidays, you do not leave payment to the second agency. You
have to include the value of the gift in your in- can reduce gross wages by the amount you Stock options.   If you receive a nonstatu-
come. However, if your employer gives you repaid in the same tax year in which you re- tory option to buy stock or other property as
cash, a gift certificate, or a similar item that ceived it. You should attach to your tax re- payment for your services, you will usually
you can easily exchange for cash, you in- turn a copy of the receipt or statement fur- have income when you receive the option or
clude the value of that gift as extra salary or nished by the agency to which you make when you exercise (use) the option. How-
wages regardless of the amount involved. repayment to explain the difference between ever, if your option is a statutory stock option

the wages on the return and the wages on (an incentive stock option or an option
your Forms W–2.Interview expenses.   If an employer asks granted under an employee stock purchase

you to appear for an interview and either Employer-provided outplacement ser- plan), special rules generally delay the tax
pays you an allowance or reimburses you for vices.  If you choose to accept a reduced until you sell or exchange your shares of
your transportation and other travel ex- amount of severance pay so that you can re- stock. For details, get Publication 525.
penses, the amount you receive is generally ceive employer-provided outplacement ser-
not taxable. You include in your income on vices (such as training in resumé writing and Unemployment compensation.   You must
line 21 of Form 1040 only the amount you re- interview techniques), you must include the include in your income all unemployment
ceive that  is  more than your  actual unreduced amount of the severance pay in compensation you receive. You should re-
expenses. income. ceive a Form 1099–G showing the unem-

ployment compensation paid to you. Gener-
Property purchased from employer.  If Sick pay.   Amounts you receive from your ally, you enter unemployment compensation
your employer allows you to buy property at employer while you are sick or injured are on line 19 of Form 1040, line 12 of Form
a price below its fair market value as com- part of your salary or wages. Report the 1040A, or line 3 of Form 1040EZ.
pensation for your services, you must in- amount you receive on line 7 of Form 1040 Tax withholding and estimated tax.
clude in your income as extra wages the dif- or Form 1040A, or on line 1 of Form 1040EZ. Beginning in 1997, you can choose to have
ference between the property’s fair market You must include in your income payments federal income tax withheld from your unem-
value and the amount you paid for it. made by any of the following: ployment compensation. To make this
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choice, complete Form W–4V, Voluntary amount repaid. For more information on this, fringe benefits, pensions, insurance, union
Withholding Request, and give it to the pay- see the discussion on Repayments in Chap- dues, and other assessments. For more in-
ing office. Tax will be withheld at 15% of your ter 13. formation on income tax withholding, get
payment. Publication 505.Private unemployment fund.  Unem-

If your employer uses your wages to payployment benefit payments from a private
If you do not choose to have tax your debts, or if your wages are attached orfund to which you voluntarily contribute are
withheld from your unemployment garnisheed, the full amount is considered re-taxable only if the amounts you receive are
compensation, you may be liable for ceived by you. Also included in your wagesmore than your total payments into the fund.

estimated tax. For more information on esti- are fines or penalties taken out of your pay.Report the taxable amount on line 21 of
mated tax, get Publication 505. Form 1040.

Payments by a union.  Benefits paid to Fringe Benefits  Types of unemployment compensa-
you as an unemployed member of a uniontion.  Unemployment compensation gener- The value of fringe benefits you receive fromfrom regular union dues are included in your

ally includes any amount received under an your employer is taxable and must be in-gross income on line 21 of Form 1040.
unemployment compensation law of the cluded in your income as compensation un-Guaranteed annual wage.  PaymentsUnited States or of a state. It includes: less the benefits are specifically excluded byyou receive from your employer during peri-

law or you pay fair market value for them.1) Benefits paid by a state or the District of ods of unemployment, under a union agree-
Generally, your employer determines theColumbia from the Federal Unemploy- ment that guarantees you full pay during the

amount of your fringe benefits and includesment Trust Fund. year, are taxable as wages.
this amount on your Form W–2. Two benefitsState employees.  Payments can be2) Unemployment insurance benefits. you may receive are discussed here. Moremade by a state to its employees who are
information on fringe benefits can be found3) Railroad unemployment compensation not covered by the state’s unemployment
in Chapter 4 of Publication 535, Businessbenefits. compensation law. If the payments are simi-
Expenses.lar to benefits under that state law, they are4) Disability payments from a government

fully taxable. Report these payments on lineprogram paid as a substitute for unem-
Transportation 21 of Form 1040.ployment compensation. (Amounts re-
If your employer provides you with a qualifiedFraud.  Fraudulently obtained unemploy-ceived as workers’ compensation for in-
transportation fringe benefit, it can be ex-ment compensation is fully taxable. You re-juries or illness are not unemployment
cluded from your gross income, up to certainport it on line 21 of Form 1040.compensation.)
limits. A qualified transportation fringe bene-Repayment of unemployment com-5) Trade readjustment allowances under
fit is:pensation benefits.  If you repaid in 1996the Trade Act of 1974.

unemployment compensation benefits you 1) Transportation in a commuter highway6) Benefits under the Airline Deregulation received in 1996, subtract the amount you vehicle (such as a van) between yourAct of 1978. repaid from the total amount you received home and work place,
and enter the difference on line 19 of Form7) Unemployment assistance under the

2) A transit pass, or1040, line 12 of Form 1040A, or line 3 ofDisaster Relief Act Amendments of
Form 1040EZ. Also, enter ‘‘Repaid’’ and the 3) Qualified parking.1974.
amount you repaid on the dotted line next to
line 19, line 12, or line 3. If, in 1996, you re-  Cash reimbursement by your employer forGovernmental program.  If you contrib-
paid unemployment compensation that you these expenses under a bona fide reim-ute to a governmental unemployment com-
included in gross income in an earlier year, bursement arrangement is also excludable.pensation program and your contributions
you may deduct the amount repaid on However, cash reimbursement for a transitare not deductible, amounts you receive
Schedule A (Form 1040), line 22. See Re- pass is excludable only if a voucher or similarunder the program are not included as un-
payments in Chapter 13. item which can be exchanged only for aemployment compensation until you recover

transit pass is not readily available for directyour contributions.
Union benefits and dues.   Amounts de- distribution to you.Supplemental unemployment bene-
ducted from your pay for union dues, assess-fits.  Benefits received from a company-fi-
ments, contributions, or other payments to ananced fund (to which the employees did not Exclusion limit.  The exclusion for com-
union cannot be excluded from your grosscontribute) are not unemployment compen- muter highway vehicle transportation and
income.sation. They are taxable as wages subject to transit pass fringe benefits cannot be more

You may be able to deduct some of theseincome tax withholding but not subject to so- than a total of $65 a month, regardless of the
payments as a miscellaneous deductioncial security, Medicare, or federal unemploy- total value of both benefits.
subject to the 2% limit if they are related toment taxes. Report these payments on line 7 The exclusion for the qualified parking
your job and if you itemize your deductionsof Form 1040 or Form 1040A. fringe benefit cannot be more than $165 a
on Schedule A (Form 1040). For more infor-You may have to repay some of your sup- month, regardless of its value.
mation, see Union Dues and Expenses inplemental unemployment benefits to qualify If the benefits have a value that is more
Chapter 30.for trade readjustment allowances under the than these limits, the excess must be in-

Strike and lockout benefits.   BenefitsTrade Act of 1974. If you repay supplemental cluded in your income.
paid to you by a union from union dues asunemployment benefits in the same year you Commuter highway vehicle.  This is a
strike or lockout benefits, including bothreceive them, reduce the total benefits by highway vehicle that seats at least six adults
cash and the fair market value of other prop-the amount you repay. If you repay the bene- (not including the driver). At least 80% of the
erty, are usually included in your income asfits in a later year, you must include the full vehicle’s mileage must reasonably be ex-
wages. You can exclude these benefits fromamount of the benefits received in your in- pected to be for transporting employees be-
your income only when the facts show thatcome for the year you received them. tween their homes and work place. Employ-
the union intended them as gifts to you.Deduct the repayment in the later year as ees must occupy at least half of the vehicle’s

an adjustment to gross income. Include the adult seating capacity (not including the
repayment on line 30 of Form 1040, and put Withholding.  Amounts taken out of your driver).
‘‘Sub-pay TRA’’ and the amount on the pay for income tax, social security tax, Medi- Transit pass.  This is any pass, token,
dotted line next to line 30. If the amount you care tax, or savings bonds are considered farecard, voucher, or similar item entitling a
repay in a later year is more than $3,000, you received by you. They will be included on person to ride mass transit (whether public
may be able to take a credit against your tax your Form W–2. The same generally is true or private) free or at a reduced rate or to ride
for the later year instead of deducting the of amounts taken our of your pay for taxable in a commuter highway vehicle operated by
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a person in the business of transporting per- Exceptions.  You are not taxed on the cost COST PER $1,000 OF PROTECTION 
FOR ONE MONTHsons for compensation. of group-term life insurance if any of the fol-

lowing apply:Qualified parking.  This is parking pro-
Age Costvided to an employee at or near the employ-
Under 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ .08er’s place of business. It also includes park-

1) You are disabled and have ended your 30 through 34 . . . . . . . . . . . . . . . . . . . . . . . . . . . .09ing provided on or near a location from which
employment; 35 through 39 . . . . . . . . . . . . . . . . . . . . . . . . . . . .11the employee commutes to work in a com-

40 through 44 . . . . . . . . . . . . . . . . . . . . . . . . . . . .17muter highway vehicle or carpool. It does not
45 through 49 . . . . . . . . . . . . . . . . . . . . . . . . . . . .29include parking at or near the employee’s 2) Your employer is the beneficiary of the
50 through 54 . . . . . . . . . . . . . . . . . . . . . . . . . . . .48home. policy for the entire period the insurance
55 through 59 . . . . . . . . . . . . . . . . . . . . . . . . . . . .75is in force during the tax year; or
60 through 64 . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.17Group Life Insurance Premiums  
65 through 69 . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.10

Generally, the cost of up to $50,000 of 3) The only beneficiary is a qualified chari- 70 and older . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.76
group-term life insurance coverage that is table organization (defined in Chapter
provided to you by your employer is not in- 26) for the entire period the insurance is Example.  You are 51 years old and work
cluded in your income. However, you must in force during the tax year. You are not for Employers A and B. Both employers pro-
include in your income the cost of insurance entitled to a deduction for a charitable vide group-term life insurance coverage for
that is more than the cost of $50,000 of in- contribution for naming a charitable or- you for the entire year. Your coverage is
surance reduced by the amount you pay to- ganization as the beneficiary of your $35,000 with Employer A and $45,000 with
wards the purchase of the insurance. policy. Employer B. You pay premiums of $50 a year

Form W–2.  The amount included in your under the Employer B group plan. You figure
income is reported as part of your wages in the amount to include in your income as
box 1 of your Form W–2. It is also shown follows:
separately in box 13 with code C. See Your Entire cost taxed.  You are taxed on the en-
payment, later. Employer A coverage (in thousands) $ 35tire cost of group-term life insurance protec-

Retired employees.  If you are a retired Employer B coverage (in thousands) + 45tion provided by your employer through a
employee, you generally will have to include qualified employees’ trust, such as a pension Total coverage (in thousands) . . . . . . . . . $ 80
in your income the cost of providing you with trust or a qualified annuity plan. Minus: Exclusion (in thousands) . . . . . . . –  50
more than $50,000 of insurance coverage. You are also taxed on the entire cost of Excess amount (in thousands) . . . . . . . . . $ 30For more information, get Publication 525. the group-term life insurance coverage pro- Multiply by cost per $1,000 per month,

vided by your employer if you are a key em- age 51 (from table) . . . . . . . . . . . . . . . . . . . ×  .48
Group-term life insurance.  This insurance ployee and your employer’s plan discrimi-

Cost of excess insurance for 1 month $ 14.40is term life insurance protection (insurance nates in favor of key employees.
Multiply by number of full monthsfor a fixed period of time) that:

coverage at this cost . . . . . . . . . . . . . . . . . ×  12
1) Provides a general death benefit,

Cost of excess insurance for tax year $172.80
Life insurance agents.  Full-time life insur-2) Is provided to a group of employees, Minus: Premiums you paid . . . . . . . . . . . . . – 50.00
ance agents who are considered employees

Cost to include in your income as3) Is provided under a policy carried by the for social security and Medicare tax with-
wages $122.80employer, and holding purposes are treated as employees

in applying the provisions relating to group-4) Provides an amount of insurance for
For more information on employer pay-term life insurance under a policy carried byeach employee based on a formula that ments for group-term life insurance, seetheir employer.prevents individual selection. Chapter 5 of Publication 535.

Your payment.  If you pay any part of the
More than $50,000 from one employer.  If How To Report Fringe Benefits cost of the insurance, your entire payment
you have only one employer and you were The amount of your taxable fringe benefits isreduces, dollar for dollar, the amount your
insured at any time during the tax year for shown on your Form W–2.employer would otherwise include in your in-
more than $50,000 under a group-term lifecome. However, you cannot reduce the
insurance policy, your taxable income fromamount to include in your income by either: Employer-provided car.  If your employer
this source is included as other compensa- provides a car (or other highway motor vehi-1) Payments for coverage in a different tax tion on the Form W–2 you receive. cle) to you, your personal use of the car isyear, or

usually a taxable noncash fringe benefit.
2) Payments not taxed to you because of Your employer must determine the actual

More than $50,000 from two or more em-the exceptions discussed later. value of this fringe benefit to include in your
ployers.  If two or more employers provide income. Your employer determines this
you group-term life insurance coverage to- value by either of the following methods:Permanent benefits.  If your group-term
taling more than $50,000, you must figurelife insurance policy includes permanent 1) The actual value of your personal use ofhow much to include in your income. Youbenefits, such as a paid-up or cash surren- the car, ormust include the cost of life insurance pro-der value, you must include in your income,
vided to you during the tax year, regardless 2) The actual value of the car as if youas wages, the cost of the permanent bene-
of when your employers paid the premiums. used it entirely for personal purposesfits minus the amount you pay for them. Your

(100% income inclusion).You figure the cost for each month ofemployer should be able to tell you the
coverage by multiplying the number ofamount to include in your income.
thousands of dollars of insurance coverageAccidental or other death benefits.  If If your employer includes 100% of the
(figured to the nearest tenth), less $50,000you receive accidental or other death bene- value in your income, you can deduct the
of insurance, by the cost from the followingfits from a policy that does not provide gen- value of your business use of the car if you
table. You must prorate the cost from the ta-eral death benefits (travel insurance, for ex- itemize your deductions. You figure the value
ble if less than a full month of coverage isample), these benefits are not included as of this business use on Form 2106, Em-
involved. ployee Business Expenses.group-term life insurance coverage.
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Certain employer-provided trans- Cost paid by you.  If you pay the entire cost 3) Public Health Service.
portation can be excluded from of a health or accident insurance plan, do 4) Foreign Service.
gross income. See the discussion not include any amounts you receive for your

on Transportation, earlier. disability as income on your tax return. If your
However, if you receive a disability pension

plan reimbursed you for medical expenses
based on a percentage of disability, do not

you deducted in an earlier year, you may
include the disability payments in your in-Accounting period.  You must use the have to include some, or all, of the reim- come if any of the following apply.same accounting period your employer uses bursement in your income. See Reimburse-
1) You were entitled to receive a disabilityto report your taxable noncash fringe bene- ment in a later year in Chapter 23.

payment before September 25, 1975.fits. Your employer has the option to report Cafeteria plans.  Generally, if you pay
taxable fringe benefits by using either of the the premiums of a health or accident insur- 2) You were a member of a government
following rules: ance plan through a cafeteria plan, and the service or its reserve component, or

amount of the premiums was not included in were under a binding written commit-1) The general rule: value the benefit for a
your income, you must include any benefits ment to become a member, on Septem-full calendar year (January 1–December
you receive in your income. If the amount of ber 24, 1975.31), or
the premiums was included in your income,

3) You receive disability payments for a2) The special accounting period rule: treat you are considered to have paid the premi-
‘‘combat-related injury.’’the value of benefits provided during the ums and any benefits you receive are not

last 2 months of the calendar year (or taxable. 4) You would be entitled to receive disabil-
any shorter period) as paid during the ity compensation from the Department
following calendar year. For example, of Veterans Affairs (VA) if you filed anAccrued leave payment.  If you retire on
each year your employer includes the application for it.disability, any lump-sum payment you re-
value of benefits provided the last 2 ceive for accrued annual leave is a salary
months of the prior year and the first 10 Combat-related injury.  A combat-re-payment. The payment is not a disability pay-
months of the current year. lated injury is a personal injury or sicknessment. You must report it as wages in the tax

that:year you receive it.
You must use the same accounting pe- 1) Results directly from armed conflict,

riod to claim an employee business deduc- Retirement and profit-sharing plans.  If
2) Takes place while you are engaged intion (for use of a car, for example) that you you receive payments from a retirement or

extra-hazardous service,use to report the benefit. Your employer profit-sharing plan that does not provide for
does not have to use the same accounting 3) Takes place under conditions simulatingdisability retirement, do not report them as
period for each fringe benefit, but must use war, including training exercises such asdisability income. The payments are taxable
the same period for all employees who re- maneuvers, orand should be reported as a pension or an-
ceive a particular benefit. nuity. For more information on pensions, see 4) Is caused by an instrumentality of war.

Chapter 11.
Form W–2.  Your employer reports your tax- Disability based on years of service.  If
able fringe benefits in box 1 (Wages, tips, How to report.  If you retired on disability, you receive a disability pension based on
other compensation) of Form W–2. The total payments you receive are taxed as wages years of service, you generally must include
value of your fringe benefits should also be until you reach minimum retirement age. it in your income. But if you fall into one of the
shown in box 12. The value of your fringe Minimum retirement age generally is the age 4 categories listed under Members of gov-
benefits may be added to your other com- at which you can first receive a pension or ernment services, do not include in income
pensation on one Form W–2, or you may re- annuity if you are not disabled. You must re- the part of your pension that you would have
ceive a separate Form W–2 showing just the port your taxable disability payments as received if the pension had been based on a
value of your fringe benefits in box 1 with a wages on line 7 of Form 1040 or Form percentage of disability. You must include
notation in box 12. 1040A, until you reach minimum retirement the rest of your pension in your income.

age. Government employee.  You do not in-
Beginning on the day after you reach clude in your income disability payments youDisability Income  

minimum retirement age, payments you re- receive for injuries resulting directly from a
Generally, if you retire on disability you must ceive are taxable as a pension. Report the violent attack that occurs while you are a
report your pension or annuity as income. payments on lines 16a and 16b of Form U.S. government employee performing offi-
There is a tax credit for people who are per- 1040, or on lines 11a and 11b of Form cial duties outside the United States. For
manently and totally disabled. For informa- 1040A. The rules for reporting pensions are your disability payments to be tax exempt,
tion on this credit and the definition of per- explained in How To Report in Chapter 11. the Secretary of State must determine the
manent and total disability, see Chapter 34. attack was a terrorist attack.

VA disability benefits.  Disability bene-Military And Certain Government
Disability pensions.  Generally, you must fits you receive from the Department of Vet-Disability Pensions  report as income any amount you receive for erans Affairs (VA) are not included in your

Generally, you must report these disabilityyour disability through an accident or health gross income. If you are a military retiree and
pensions as income. But certain military andinsurance plan paid for by your employer. If you receive disability benefits from other
government disability pensions are notboth you and your employer pay for the plan, than the VA, do not include in your income
taxable.only the amount you receive for your disabil- the amount of disability benefits equal to the

ity that is due to your employer’s payments is VA benefits to which you are entitled.
reported as income. However, certain pay- Members of government services.  Gen- If you retire from the armed services
ments may not be taxable to you. Your em- erally, you must include in income any disa- (based on years of service) and at a later
ployer should be able to give you specific de- bility payments you receive for personal in- date are given a retroactive service-con-

jury or sickness resulting from active servicetails about your pension plan and tell you the nected disability rating by the VA, and file a
in the:amount you paid for your disability pension. waiver for reduction of your retirement pay in

In addition to disability pensions and annui- an amount equal to the VA disability com-1) Armed Forces of any country.
ties, you may be receiving other payments pensation, you do not include in your income
for sickness and injury. See Other Sickness 2) National Oceanic and Atmospheric for the retroactive period (subject to the stat-

Administration.and Injury Benefits in Chapter 13. ute of limitations) the part of your retirement
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pay you would have been entitled to receive Employer’s contributions to nonqualified Housing allowance.  A housing allowance
from the VA during that period. plan.  If your employer pays into a nonquali- paid to you as part of your salary is not in-

If you receive a lump-sum disability sev- fied plan for you, you generally must include come to the extent you use it, in the year re-
erance payment and are later awarded VA the contributions in your income as wages ceived, to provide a home or to pay utilities
disability benefits, you do not include the dis- for a home with which you are provided. Thefor the tax year in which the contributions are
ability severance payment in your income amount of the housing allowance that youmade. Report this income on line 7 of Form
(subject to the statute of limitations). How- can exclude from your income cannot be1040 or Form 1040A, or on line 1 of Form
ever, you must include in your income any more than the reasonable compensation for1040EZ. However, if your interest is not
lump-sum readjustment or other non-disabil- your services as a minister. The church or or-transferable and is subject to a substantial
ity severance payment you received on re- ganization that employs you must officiallyrisk of forfeiture (you have a good chance of
lease from active duty, even though you are designate the payment as a housing allow-losing it) at the time of contribution, you do
later given a retroactive disability rating by ance before the payment is made. A definitenot have to include the value of your interest
the VA. amount must be designated; the amount ofin your income when you receive it. When

the housing allowance cannot be deter-your interest becomes transferable or is no
mined at a later date.Pension and longer subject to a substantial risk of forfei-

If you are employed and paid by a localture, you must include the value in yourAnnuity Contributions  
congregation, a resolution by a nationalincome.Generally, you cannot exclude from income
church agency of your denomination doesamounts you pay into a pension plan through
not effectively designate a housing allow-Railroad retirement annuities.  If youpayroll deductions.
ance for you. The local congregation mustreceived:
officially designate the part of your salaryContributions to Federal Thrift Savings 1) Tier 1 railroad retirement 1 benefits that that is to be a housing allowance. However,Fund.   If you are a federal employee, you are more than the ‘‘social security a resolution of a national church agency cancan choose to make contributions from your equivalent benefit,’’ designate your housing allowance if you aresalary to the Federal Thrift Savings Fund.
directly employed by the agency. If no part2) Tier 2 benefits, orYour contributions are not included in in-
has been officially designated, you must in-come for income tax purposes. However, 3) Vested dual benefits, clude your total salary in your income.your salary before the contributions are

Expenses of providing a home includetaken out is used for purposes of figuring so-
these payments are treated as pension or rent, house payments, furniture payments,cial security and Medicare taxes and bene-
annuity income and are taxable under the costs for a garage, and utilities. They do notfits. Payments you later receive from the
rules explained in Chapter 11. include the cost of food or servants.fund are taxable as a distribution from a qual-

Homeowner.  If you own your home orified pension or annuity plan.
are buying it, you can exclude your housing
allowance from your income if you spend itEmployer’s contributions to qualified Special Rules for for the down payment on the home, for mort-plan.   Generally, your employer’s contribu-
gage payments, or for interest, taxes, utili-tions to a qualified pension plan for you are Certain Employees 
ties, repairs, etc. However, you cannot ex-not included in income at the time contrib-

This section deals with special rules for peo-uted. However, employer contributions that clude more than the fair rental value of the
ple in certain types of employment. It in-are made out of funds that would otherwise home plus the cost of utilities, even if a larger

have been paid to you as salary, except that cludes members of the clergy, people work- amount is designated as a housing allow-
you entered into a salary reduction agree- ing for foreign employers, military personnel, ance. The fair rental value of a home in-
ment with your employer (elective deferral), veterans, ACTION and Peace Corps volun- cludes the fair rental value of the furnishings
are excluded from income only up to a limit. teers, and statutory employees. in it.

For 1996, you cannot set aside more
than a total of $9,500 for all elective defer- Interest and taxes on your home.  You canClergy  rals. If you set aside more than $9,500, the deduct on Schedule A (Form 1040) the quali-

If you are a member of the clergy, you mustexcess is included in your gross income that fied mortgage interest and real estate taxes
year. include in your income offerings and fees you pay on your home even if you use non-

The cost of life insurance coverage in- you receive for marriages, baptisms, funer- taxable housing allowance funds to make
cluded in an employer’s plan may be income als, masses, etc., in addition to your salary. If the payments. See Chapters 24 and 25.if the proceeds of the policy are payable di- the offering is made to the religious institu-
rectly or indirectly to your beneficiary. See tion, it is not taxable to you.

Teachers or administrators.  If you are aGroup Life Insurance Premiums, earlier, If you are a member of a religious organi-
minister employed as a teacher or adminis-under Fringe Benefits. zation and you give your outside earnings to
trator by a church school, college, or univer-Amounts actually distributed or made the organization, you still must include the
sity, you are performing ministerial servicesavailable to you generally are taxable, unless earnings in your income. However, you may
for purposes of the rental exclusion. How-they are eligible for a tax-free rollover. To be entitled to a charitable contribution de-
ever, if you perform services as the head of aqualify, they must be rolled over (normally duction for the amount paid to the organiza-
religious department, or as a teacher or ad-within 60 days after receipt) to another quali- tion. See Chapter 26.
ministrator on the faculty of a nonchurch col-fied plan or to an individual retirement ac-
lege, and if your specific duties involve no re-count or annuity (IRA). If you elect to have an

Rental value of a home.  You do not includeeligible rollover distribution paid directly to ligious functions, you cannot exclude from
in your income the rental value of a home (oryou (even if you plan to roll over the distribu- your income a housing allowance or the
utility expenses) provided to you as part oftion), the payer must withhold part of the dis- value of a home that is provided to you.
your pay for your duties as an ordained, li-tribution for income tax. You can avoid with-
censed, or commissioned minister. How- If you live in qualified campus hous-holding if you choose a direct transfer to
ever, you must include the rental value of the ing as an employee of an educa-another qualified retirement plan. Your em-
home, and related allowances, as earnings tional institution or an academicployer may be able to tell you how the
from self-employment on Schedule SE health center, all or part of the value of thatamount you received is taxed. For more in-
(Form 1040) if you are subject to the self-em- housing may be nontaxable. See Meals andformation on pension plans, see Chapter 11,
ployment tax. Lodging  in Publication 525.and for IRAs, see Chapter 18.
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If you serve as a ‘‘minister of music’’ or and turn over to the order may or may not be Foreign Employer  
‘‘minister of education,’’ or serve in an ad- included in your income. Special rules apply if you work for a foreignministrative or other function of your relig- Services performed for the order.  If employer.ious organization, but are not authorized to you are performing the services as an agent
perform all of the religious duties of an or- of the order in the exercise of duties required U.S. citizen.  If you are a U.S. citizen whodained minister in your church (even though by the order, you do not include in your in- works for a foreign government, an interna-you are commissioned as a ‘‘minister of the come the amounts you turn over to the tional organization, a foreign embassy, orgospel’’), you cannot exclude from your in- order. any foreign employer, you must include yourcome a housing allowance or the value of a If your order directs you to perform ser- salary in your income.home provided to you. vices for another agency of the supervising Social security and Medicare taxes.

church or an associated institution, you are You are exempt from social security and
Theological students.   You cannot exclude

considered to be performing the services as Medicare taxes if you are employed in the
a housing allowance from your income if you

United States by an international organiza-an agent of the order. Any wages you earnare a theological student serving a required
tion or a foreign government. However, youas an agent of an order that you turn over tointernship as an assistant pastor, unless you
must pay self-employment tax on your earn-the order are not included in your grossare ordained, commissioned, or licensed as
ings from services performed in the Unitedincome.a minister.
States, even though you are not self-em-
ployed. This rule also applies if you are anExample.  You are a member of a church

Traveling evangelists.  If you are an or- employee of a qualifying wholly-owned in-order and have taken a vow of poverty. Youdained minister and are providing evangelis- strumentality of a foreign government.renounce any claims to your earnings andtic services, you can exclude amounts re-
turn over to the order any salaries or wagesceived from out-of-town churches that are Non-U.S. citizen.  If you are not a U.S. citi-you earn. You are a registered nurse, so yourdesignated as a housing allowance, pro- zen, or if you are a U.S. citizen but also a citi-order assigns you to work in a hospital that isvided you actually use them to maintain your zen of the Philippines, and you work for anan associated institution of the church. How-permanent home. international organization in the Unitedever, you remain under the general direction

States, your salary from that source is ex-and control of the order. You are consideredRetired members of the clergy.  The rental empt from tax. If you work for a foreign gov-to be an agent of the order and any wagesvalue of a home provided rent free by your ernment in the United States, your salary
you earn at the hospital that you turn over tochurch for your past services is not income if from that source is exempt from tax if your
your order are not included in your grossyou are a retired minister. In addition, a hous- work is like the work done by an employee of

ing allowance paid to you is not income to income. the United States in that foreign country and
the extent you spend it for utilities, mainte- Services performed outside the order. if the foreign government gives an equal ex-
nance, repairs, and similar expenses that are If you are directed to work outside the order, emption for the salary of the U.S. employee.
directly related to providing a home. These the work will not constitute the exercise of Alien status.  If you are an alien and you
amounts are also not included in net earn- duties required by the order unless the ser- file a waiver under section 247(b) of the Im-
ings from self-employment. vices you perform meet both of the following migration and Nationality Act to keep your

The general convention of a national re- requirements: immigrant status, you are not entitled to ex-
ligious denomination can designate a hous- empt your salary from tax. Any salary you re-
ing allowance for retired ministers that can 1) The services are the kind that are ordi- ceive after the date you file the waiver is
be excluded from income. This applies if the narily the duties of members of the or- taxable.
local congregations authorize the general der, and Pensions.  This exemption applies only
convention to establish and maintain a uni- to employees’ wages, salaries, and fees.
fied pension system for all retired clergy 2) The services are part of the duties that Pensions received by former employees liv-
members of the denomination for their past must be exercised for, or on behalf of, ing in this country do not qualify for this
services to the local churches. exemption.the religious order as its agent.

A surviving spouse of a retired minister
cannot exclude a housing allowance from in- Employment abroad.   For information on
come. If these payments were reported to If the legal relationship of employer and income earned abroad, get Publication 54,
you on Form 1099–R, include them on lines employee exists between you and a third Tax Guide for U.S. Citizens and Resident
16a and 16b of Form 1040, or on lines 11a party, the services you perform for the third Aliens Abroad.
and 11b of Form 1040A. Otherwise, include party will not be considered directed or re-
them on line 21 of Form 1040. quired of you by the order. Amounts you re- Military Pension.  A pension or retirement pay for ceive for these services are included in your
a member of the clergy is usually treated the Payments you receive as a member of a mili-gross income, even if you have taken a vow
same as any other pension or annuity. It tary service generally are taxed as wages ex-of poverty.
must be reported on lines 16a and 16b of cept for retirement pay, which is taxed as a
Form 1040 or on lines 11a and 11b of Form pension. Allowances generally are notExample.  Mark Brown is a member of a
1040A. taxed. For more information on military al-religious order and has taken a vow of pov-

If you are not expected to perform any lowances and benefits, get Publication 3,erty. He renounces all claims to his earnings
further services, payments from the congre- Armed Forces Tax Guide.and turns over his earnings to the order.
gation may be gifts. If the payments are gifts,

Mark is a school teacher. He was in-
they are not taxable if they are based solely Military retirement pay.   If your retirementstructed by the superiors of the order to get aon your financial needs and the financial ca- pay is based on age or length of service, it is

job with a private tax-exempt school. Markpacity of the congregation. If these pay- taxable and must be included in your gross
became an employee of the school, and, atments are made under a legal agreement, an income as a pension on lines 16a and 16b of
his request, the school made the salary pay-established plan, or because of past prac- Form 1040, or on lines 11a and 11b of Form
ments directly to the order.tice, they do not qualify as nontaxable gifts. 1040A. Do not include in your income the

Because Mark is an employee of the amount of reduction in retirement or retainer
school, he is performing services for theMembers of religious orders.  If you are a pay to provide a survivor annuity for your
school rather than as an agent of the order.member of a religious order who has taken a spouse or children under the Retired Ser-
The wages Mark earns working for thevow of poverty, the amounts you earn for viceman’s Family Protection Plan or the Sur-
school are included in his gross income.services you perform which you renounce vivor Benefit Plan.
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For more information on survivor annui- University Year for Action program.  If youPeace Corps 
ties, see Chapter 11. receive a stipend as a full-time student for

Disability.  If you are retired on disability, service in the University Year for Action pro-If you are a Peace Corps volunteer or volun-see Military and Certain Government Disabil- gram, you must include the stipend in yourteer leader, some allowances you receiveity Pensions under Disability Income, earlier. income as wages.are taxable and others are exempt from tax.

Veterans  
Older American programs.  Do not includeTaxable allowances.   Any taxable al-

Veterans’ benefits generally are not taxable. in your income amounts you receive for sup-lowances you receive must be included in
portive services or reimbursements for out-your income and reported as wages. These
of-pocket expenses from the followinginclude:Nontaxable Income programs:

Veterans’ benefits under any law, regulation, 1) Cash allowances received during
or administrative practice that was in effect

training. ● Retired Senior Volunteer Programon September 9, 1986, and administered by
(RSVP),the Department of Veterans Affairs (VA), are

not included in gross income. The following 2) Allowances paid to your spouse and mi-
amounts paid to veterans or their families nor children while you are training in the ● Foster Grandparent Program, and
are not taxable: United States.

1) Education, training, or subsistence ● Senior Companion Program.
3) The part of living allowances designatedallowances.

by the President, under the Peace
2) Disability compensation and pension Corps Act, as basic compensation.

payments for disabilities. 
Other Volunteer Programs 

4) Allowances for personal items such as3) Grants for homes designed for wheel-
domestic help, laundry and clothingchair living.

If you receive amounts for supportive ser-maintenance, entertainment and recre-
vices or are reimbursed for out-of-pocket ex-ation, transportation, and other miscel-4) Grants for motor vehicles for veterans
penses under either of the following volun-who lost their sight or the use of their laneous expenses.
teer programs, you do not include theselimbs.
amounts in your gross income:

5) Leave allowances.5) Veterans’ pensions paid either to the
veterans or to their families.

● Service Corps of Retired Executives6) Readjustment allowances or ‘‘termina-
6) Veterans’ insurance proceeds and divi- (SCORE), andtion payments.’’These are considered

dends paid either to veterans or their received by you when credited to your
beneficiaries, including proceeds of a account. ● Active Corps of Executives (ACE).veteran’s endowment policy paid before
death. 

7) Interest on insurance dividends you Example.  Gary Carpenter, a Peace Volunteer tax counseling.  You do not in-
leave on deposit with the VA. Corps volunteer, gets $175 a month during clude in your income any reimbursements

his period of service, to be paid to him in a you receive for transportation, meals, and
lump sum at the end of his tour of duty. Al- other expenses you have in training for, or
though the allowance is not available to him actually providing, volunteer federal incomeTaxable Income until the end of his service, Gary must in- tax counseling for the elderly (TCE).
clude it in his income on a monthly basis as itCertain amounts paid by the VA are taxable. You can deduct as a charitable contribu-
is credited to his account.

tion your unreimbursed out-of-pocket ex-
penses in taking part in the volunteer incomeRehabilitative program payments.  VA
tax assistance (VITA) program. payments to hospital patients and resident

ACTION  veterans for their services under the VA’s
therapeutic or rehabilitative programs are in-
cluded as income other than wages. These ACTION participants perform services in an- Statutory Employees  payments are reported on line 21 of Form tipoverty programs and Older American vol-
1040. unteer programs. Some amounts these par-

ticipants receive are taxable and others are Statutory employees are considered self-
exempt from tax. employed independent contractors for pur-Volunteers  poses of reporting income and expenses on

their tax returns. If you received a Form W–2The tax treatment of amounts you receive as
and the ‘‘Statutory employee’’ box in box 15VISTA.   If you are a VISTA volunteer, youa volunteer worker for the Peace Corps, AC-

must include meal and lodging allowances was checked, get Publication 525 for moreTION, or similar agency is covered in the fol-
paid to you in your income as wages. information.lowing discussions.
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by calling 1–800–SSA–1213, or for the hear- 2) Tips from credit card charge customers
ing impaired with access to TTY/TDD equip- when paid to you by your employer,
ment, 1–800–325–0778. When you get the7. 3) The amount of tips you paid out to other
statement from SSA, you should check it to employees through tip splitting, etc.,
be sure it includes all of your earnings. andTip Income

4) The names of the other employees toUseful Items
whom you paid tips.You may want to see:

Make the entries in your daily record onPublication
or near the date you receive the tip income.Introduction

□ 531 Reporting Tip Income Your records should also show the date
This chapter discusses the tax rules for peo- each entry is made.□ 1244 Employee’s Daily Record of
ple who receive tips, such as waiters, wait- Tips and Report to Employer
resses, other food service employees, hair- Other documentation.  If you do not keep a
dressers, cab drivers, and casino dealers. It daily record of tips, you must maintain otherForm (and Instructions)
includes: documentation of the tip income you re-

□ 4137 Social Security and Medicare ceive. This other documentation must be as● What records of tips you should keep, Tax on Unreported Tip Income credible and reliable as a daily record. The
● When and how to report tips to your records must show:

employer,
1) Tips added to checks by customers andReporting Tips 

● What taxes your employer must withhold paid over to you, or
You must report all tips as wages on Formfrom your tips, 2) Amounts paid for food or beverages on
1040, Form 1040A, or Form 1040EZ. This in- which you generally would receive a tip.● How to treat tips you did not report to your cludes the value of tips not paid in cash,

employer, and such as passes, tickets, goods, or services. Examples of other documentary
If you received tips of $20 or more in a month● Whether tip allocation affects you and records are copies of:
and you did not report all of them to your em-how to report your tips if your employer al-

1) Restaurant bills,ployer, you must file Form 1040 and Formlocates tips.
4137. You cannot file Form 1040A or Form 2) Credit card charges, or
1040EZ. If you are a railroad employee andAll tips you receive are taxable income 3) Charges under any other arrangementyou did not report tips of $20 or more, con-and are subject to federal income tax. You containing amounts added by custom-tact your employer.must include in gross income tips you re- ers as tips.

ceive directly from customers, tips from
Service charges.  A club, hotel, or restau-charge customers that are paid to you by
rant may require customers who use its din-your employer, and your share of any tips Which form to use.  You can use Forming or banquet rooms to pay a serviceyou  rece ive  under  a  t i p -sp l i t t i ng 4070A, Employee’s Daily Record of Tips, tocharge, which is given to the waiters or wait-arrangement. record your tips.resses and other employees. Your share of

Form 4070A  can be found only in Publi-this service charge is not a tip, but it is part of
Withholding tax on tips.  Cash tips of $20 cation 1244, Employee’s Daily Record ofyour wages paid by the employer. You
or more that you receive in a month while Tips and Report to Employer. You can getshould not include your share of the service
working for any one employer are subject to Publication 1244 from the IRS or yourcharge in your report of tips to your em-
withholding of income tax, social security or employer.ployer. Your employer should not include
railroad retirement tax, and Medicare tax. your share of the service charge in tips paid
Report the tips you receive to your employer Your personal records.  You should keepto you, but should include it in your wages.
so that the correct amount of these taxes your daily tip record and a copy of the written
can be determined. This is explained under reports you give your employer with your per-Tip splitting.  If you split tips with fellow em-Withholding on Tips by Employer, later in this sonal records.ployees, include only your share of the tips inchapter.

your report to your employer. An example of
tip splitting is a waiter giving part of his tips to When To Report

Social security or railroad retirement busboys. ‘‘Tip splitting’’ may be referred to Tips to Employer benefits.  Your tips and other pay are used also as ‘‘tip sharing’’ or ‘‘tip pooling.’’
You must give your employer a written reportto determine the amount of social security or
of your tips for each month by the 10th dayrailroad retirement benefits you or your fam-

Daily Record of Tips  of the next month. This report is required forily may receive if you retire, become dis-
You must keep a daily record or other doc- each month that you receive tips of $20 orabled, or die. Also, your tip income will be
umentation to prove the amount of tip in- more while working for that employer.considered in determining your eligibility for
come you report on your return. Saturday, Sunday, holiday rule.  If theMedicare benefits at age 65 or if you be-

10th day of the month falls on a Saturday,come disabled. You can get information
Daily record. Your daily record must Sunday, or legal holiday, you can give yourabout these benefits from Social Security of-
show the following. employer the report on the next day that isfices or Railroad Retirement Board offices.

not a Saturday, Sunday, or legal holiday.Noncash tips are not counted as wages for
1) Your name and address,social security purposes. Example.  You must report tips of $20 or

Your future benefits can be figured cor- more you receive during April 1997 to your2) Your employer’s name, and
rectly only if the Social Security Administra- employer by Monday, May 12, 1997.

3) The establishment’s name.tion (SSA) has your correct information. To
make sure that you have received credit for How To ReportAlso show for each workday:all your earnings, you should request a state-
ment of your earnings from SSA at least Tips to Employer 1) The amount of cash tips you receive di-
every other year. You can get information on rectly from customers or from other The following discussions refer only to tips
how to receive a statement of your earnings employees, paid by cash, credit card, and check.

Page 64 Chapter 7 TIP INCOME



Less than $20 in tips in one month.  If you ● The amount of tips, taxes, the amounts will be applied in the fol-
lowing order. Your employer will first with-receive less than $20 in tips while working

● Your employer’s name and address,
hold from your wages all taxes due on yourfor one employer during a month, you do not

● Your name, social security number, and regular wages. This includes withholding forhave to report them to that employer. But
address, state and local income tax. Next, your em-you must include the tips in gross income on

ployer will withhold from the balance of youryour income tax return. You do not have to ● The month (or shorter period) covered,
wages taxes due on your reported tips. So-pay social security tax, Medicare tax, or rail-

● Your signature, and cial security and Medicare tax on reportedroad retirement tax on these tips.
tips will be withheld before any income tax● The date of the report.
will be withheld. Any taxes that remain un-$20 or more in tips in one month.  If you re-
paid should be collected by the employer outceive tips of $20 or more in a month while
of your next paycheck.working for any one employer, you must re-

You may pay estimated tax instead ofport the total amount of your tips to that Withholding on Tips giving your employer extra money. Seeemployer.
Chapter 5 for information on estimated tax.by Employer  Example 1.  You work for Watson’s Res- Uncollected employee social security

taurant during the month and receive $75 in and Medicare tax on tips.  Box 13 (code A)Your employer must withhold income tax,
tips. Because your tips are more than $20 for on your Form W–2 will show the amount ofsocial security or railroad retirement tax, and
the month, you must report the $75 to your social security tax on tips that your employerMedicare tax on the tips you report. Your em-
employer. was unable to withhold and for which you didployer usually deducts the withholding due

not give your employer extra money to payon tips from your regular wages. However,Example 2.  You work for Watson’s Res-
the tax.you do not have to have income tax withheldtaurant during the month and receive $17 in

Box 13 (code B) will show the amount ofif you can claim exemption from withholding.tips. In that same month you work for Park-
Medicare tax on tips that your employer wasYou can claim exemption only if you had noview Restaurant and get $14 in tips. Even
unable to withhold and for which you did notincome tax liability last year and expect nonethough your tips total $31, you do not have to
give your employer extra money to pay thethis year. See Exemption From Withholdingreport tips to either employer because you
tax.in Chapter 5 for more information.did not receive $20 or more in tips from ei-

You must file Form 1040 to report thether job. However, you should keep a record
amount of uncollected tax on tips from boxEmployer’s recordkeeping.   Your em-of the $31 because you must report it as in-
13 (codes A and B), Form W–2, and pay itployer may withhold an amount from yourcome on your tax return.
with your return, even if you do not otherwisewages based on an estimate of your tips.
have to file a return. Include the amount ofYour employer also may require your writtenTermination of employment.  When you uncollected tax in the total on line 51 of Formtip reports more than once a month and de-stop working for your employer, you should 1040. On the dotted line next to line 51, writeduct the taxes due on your reported tipsreport your tips of $20 or more to your em- ‘‘UT’’ and show the amount.even though they do not yet total $20. If thisployer at that time. If you do not report the

is done, your employer must adjust thetips when you stop working, you must give a Limit on social security and railroad re-amount of taxes withheld from time to time,statement to your employer either before tirement tax.  There are limits on thebased on the actual amount of tips youyour final payday or by the 10th day following amount of social security and railroad retire-report.the month you receive the tips, whichever is ment tax that your employer withholds from
earlier. your wages and reported tips. If you workedForm W–2.  The Form W–2, Wage and Tax

for two or more employers in 1996, and youStatement, which you get from your em-
Date tips are treated as paid.  Tips are earned more than $62,700 ($46,500 forployer, includes your reported tips.
treated as paid to you when you make the amounts subject to Tier 2 railroad retirement

● Box 1 includes your total wages, otherwritten report to your employer. However, if tax), you may have overpaid one or more of
compensation, and the tips you reported.you make no report to your employer, tips these taxes. You may be eligible for a credit

are treated as paid to you when you receive for excess social security tax or railroad re-● Box 3 is your social security wages not in-
them. tirement tax, discussed in Chapter 36.cluding tips.

All of your wages and reported tips areExample 1.  During December of last ● Box 7 is your social security tips, the tips
subject to Medicare tax.year, you received $300 in tips. On January you reported to your employer.

10, of this year, you reported the tips to your
● Box 5 is your Medicare wages and tips, No limit for withholding of income tax.employer. Your December tips will be

which for most persons will be the sum of Unlike the social security and railroad retire-treated as paid to you in January, the time
boxes 3 and 7. Your Medicare wages and ment taxes, there is no dollar limit on the in-you made the report to your employer. You
tips total will be higher if your wages and come tax withheld on wages and tips. The in-must report the $300 on this year’s income
tips are more than $62,700. come tax withheld by your employer willtax return.

either decrease what you owe at the end of
Example 2.  If during December of last  Any tips that are allocated to you (discussed the year or increase your refund when you

year your tips were only $18, you would not later) are shown in box 8. Allocated tips are file your return.
have to make a report to your employer. In not included in boxes 1, 5, and 7. Any errors
this case your tips are treated as paid in De- you find in these amounts should be brought
cember of last year, the time you actually re- to your employer’s attention as soon as pos-
ceived them. You must report the $18 on this Tips Not Reportedsible so you can obtain a corrected form.
year’s income tax return. to Employer Giving your employer money for taxes.
Information you must report.  To report Your regular pay may not be enough for your If you received tips of $20 or more in any
tips to your employer, you can use Form employer to withhold all the tax due on your month while working for one employer, but
4070, Employee’s Report of Tips to Em- regular pay plus reported tips. You can give did not report all of them to your employer,
ployer. This form, available only in Publica- your employer money to pay this withholding you must figure your social security and
tion 1244, tells you what information you tax up to the close of the calendar year. Medicare tax on the tips not reported. You
must report. If you do not use Form 4070, If your wages and any money you provide should use Form 4137 and attach it to Form
your report should include the following. are not enough to pay all of your withholding 1040. See Social Security and Medicare Tax
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on Unreported Tip Income (Form 4137), lower acceptable percentage) and the to your employer, unreported tips, and allo-
later. cated tips that you must report as income.amount of reported tips among all tipped em-

Report on line 2 the amount of tips you re-ployees. However, no allocation will be
Employees subject to the Railroad Re- ported to your employer and on line 4 themade to you if you report tips at least equal
tirement Act.  If you received tips of $20 or amount of tips you did not report becauseto your share of 8% of the total sales.
more in any month while working for a rail- the total was less than $20 in a calendarIf the customers do not tip 8% on the av-
road employer and did not report them to month. These amounts are subtracted fromerage, either your employer or a majority of
your employer, do not use Form 4137. In- the amount on line 1. The balances on linesthe directly-tipped employees may petition
stead, see Employees subject to the Rail- 9 and 5 are the unreported tips subject to so-to have the allocation percentage reduced
road Retirement Act, in Publication 531. cial security and Medicare tax figured onfrom 8%. However, it cannot be reduced be-

Form 4137.low 2%.Penalty for failure to report tips. If
you do not report tips to your em- Only include cash, check, and
ployer as required, you may be sub- charge tips when completing FormAllocated tips on Form W-2.  Your em-

ject to a penalty equal to 50% of the em- 4137. The value of tips not paid inployer will report the amount of tips allocated
ployee social security or railroad retirement cash or by check or charge card are notto you on your Form W–2 (in box 8), sepa-
tax and Medicare tax, in addition to the tax counted as wages for social security andrately from your wages and reported tips.
that you owe. Medicare tax purposes.Your employer bases withholding only on

wages and reported tips. Your employerReasonable cause.  You can avoid this Be sure to complete Schedule U on the
should not withhold income, social secur-penalty if you can show reasonable cause bottom of Form 4137. Schedule U is used by
ity, railroad retirement, or Medicare taxesfor not reporting these tips to your employer. the Social Security Administration to credit
from the allocated amount. Any incorrectlyTo do so, attach a statement to your return your social security and Medicare accounts.
withheld taxes should be refunded to you byexplaining why you did not report them. Attach Form 4137 to Form 1040. Enter
your employer. the tax on line 47 of Form 1040. You may not

use Form 1040EZ or Form 1040A. 

Allocated tips you must report as income. Do not include on line 47, FormTip Allocation 
If you do not have adequate records for your 1040, any amount of uncollectedLarge food or beverage establishments actual tips, you must include the allocated social security tax and Medicare taxmust report certain additional information tips shown on your Forms W–2 as additional due on tips you did report to your employer.about tips to the IRS. tip income on your tax return. If you have ad- This amount, if any, is shown in Box 13 onTo make sure that employees are cor- equate records, do not include allocated tips Form W–2. Instead, see Uncollected em-rectly reporting tips, employers must keep on your return. Include additional tip income ployee social security and Medicare tax onrecords to verify amounts reported by em-
only if those records show you actually re- tips under Withholding on Tips by Employerployees. Certain employers must allocate

for the method of paying these taxes.ceived more tips than the amount you re-tips if the percentage of tips reported by em-
ported to your employer.ployees falls below a required minimum per-

For more information on these require-centage of gross sales. To ‘‘allocate tips’’
ments, see Tip Allocation in Publication 531.means to assign an additional amount as

tips to each employee whose reported tips
are below the required percentage.

Social Security andHow the rules work.  The rules apply only if
the total amount of tips reported by all tipped Medicare Taxemployees to your employer is less than 8%
(or some lower acceptable percentage) of on Unreported Tip
the establishment’s total food or beverage
sales (with some adjustments). Income (Form 4137) 

If reported tips total less than 8% of total
Report on line 1 of Form 4137 all of the tipssales, your employer must allocate the dif-
you received. This includes tips you reportedference between 8% of total sales (or some
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□ 550 Investment Income and For more information about the tax on in-
Expenses vestment income of children and the par-8. ents’ election, see Chapter 32.□ 925 Passive Activity and At-Risk
Rules

Beneficiary of an estate or trust.   Interest,Interest Income □ 1212 List of Original Issue Discount dividends, or other investment income you
Instruments receive as a beneficiary of an estate or trust

is generally taxable income. You should re-
Form (and Instructions) ceive a Schedule K–1 (Form 1041),
□ Schedule B (Form 1040) InterestImportant Change Beneficiary’s Share of Income, Deductions,

and Dividend Income Credits, etc., from the fiduciary. Your copy offor 1996 Schedule K–1 and its instructions will tell you□ Schedule 1 (Form 1040A) Interest
where to report the items on your FormEducation Savings Bond Program.  The and Dividend Income for Form

amount of modified adjusted gross income 1040.1040A Filers
you can have and still benefit from the exclu-

□ 1099 Instructions for Forms 1099,sion of interest from Series EE U.S. Savings Social security number (SSN).  You must1098, 5498, and W–2Gbonds issued after 1989 increased for 1996 give your name and SSN to any person re-
and increased retroactively for 1993, 1994, □ 3115 Application for Change in quired by federal tax law to make a return,
and 1995. If that limit reduced or eliminated Accounting Method statement, or other document that relates to
your exclusion in 1993, 1994, or 1995, you you. This includes payers of interest.□ 8815 Exclusion of Interest Frommay be entitled to a refund. See Modified ad- SSN for joint account.  If the funds in aSeries EE U.S. Savings Bondsjusted gross income limit under Education

joint account belong to one person, list thatIssued After 1989Savings Bond Program .
person’s name first on the account and give

□ 8818 Optional Form To Record
that person’s SSN to the payer. (For infor-Redemption of Series EE U.S.
mation on who owns the funds in a joint ac-Savings Bonds Issued After
count, see Joint accounts, later.) If the jointImportant Reminder 1989
account contains combined funds, give the

Foreign-source income.  If you are a U.S.
SSN of the person whose name is listed firstcitizen with investment income from sources
on the account.outside the United States (foreign income), General Information 

These rules apply both to joint ownershipyou must report all such income on your tax
A few items of general interest are covered by a married couple and to joint ownershipreturn unless it is exempt by U.S. law. This is
here. by other individuals. For example, if youtrue whether you reside inside or outside the

open a joint savings account with your childUnited States and whether or not you re-
Passive activity income and losses. using funds belonging to the child, list theceive a Form 1099 from the foreign payer.
There are tax rules which limit the amount of child’s name first on the account and give
losses and tax credits from passive activities the child’s SSN.
that you can claim. Generally, you can use Custodian account for your child.  IfIntroduction losses from passive activities only to offset your child is the actual owner of an account
income from passive activities. You gener- that is recorded in your name as custodianThis chapter discusses:
ally cannot use passive activity losses to off- for the child, give the child’s SSN to the

● Different types of interest income, set your other income, such as your wages payer. For example, you must give your
or your portfolio income (that is, any gross in-● What interest is taxable and what interest child’s SSN to the payer of dividends on
come from interest, dividends, etc., that isis nontaxable, stock owned by your child, even though the
not derived in the ordinary course of a trade dividends are paid to you as custodian.● When to report interest income, and
or business). For more information about de- Penalty for failure to supply SSN.  If

● How to report interest income on your tax termining and reporting income and losses you do not give your SSN to the payer of in-return. from passive activities, see Publication 925. terest, you may have to pay a penalty. See
Failure to supply social security numberIn general, any interest that you receive Tax on investment income of a child under Penalties in Chapter 1. Backup with-or that is credited to your account and can be under age 14.  Part of a child’s investment holding also may apply.withdrawn is taxable income. (It does not income may be taxed at the parent’s tax

have to be entered in your passbook.) Ex- rate. This may happen if the child was under
Backup withholding.   Your investment in-ceptions to this rule are discussed later in age 14, had more than $1,300 of investment

this chapter. come is generally not subject to regular with-income (such as taxable interest and divi-
holding. However, it may be subject todends) and has to file a tax return, and eitherAs an important  par t  o f  your backup withholding to ensure that incomeparent was alive at the end of the year. Ifrecords, you should keep a list tax is collected on this income.these requirements are met, Form 8615,showing sources and amounts of in-

Under backup withholding, when youTax for Children Under Age 14 Who Have In-terest received during the year.
open a new account you must certify undervestment Income of More Than $1,300,You may be able to deduct expenses you
penalties of perjury that your social securitymust be completed and attached to thehave in earning this income on Schedule A
number is correct and that you are not sub-child’s tax return. If these requirements are(Form 1040) if you itemize your deductions.
ject to backup withholding. Your payer willnot met, Form 8615 is not required and theSee Chapter 30.
give you a Form W–9, Request for Taxpayerchild’s income is taxed at his or her own tax

rate. Identification Number and Certification, or aUseful Items
similar form, to make this certification. If youHowever, the parent can choose to in-You may want to see:

clude the child’s interest and dividends on fail to make this certification, backup with-
the parent’s return if certain requirements holding may begin immediately on your newPublication
are met. Use Form 8814, Parents’ Election account or investment, and 31% of the inter-

□ 525 Taxable and Nontaxable Income To Report Child’s Interest and Dividends, for est paid on your account will be withheld.
this purpose.□ 537 Installment Sales Backup withholding may also be required if
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the Internal Revenue Service (IRS) has de- Incorrect amount.  If you receive a Form 2) The amount you could have withdrawn
1099–INT that shows an incorrect amount as of the end of 1996 (not reduced bytermined that you underreported your inter-
(or other incorrect information), you should any penalty for premature withdrawalsest or dividend income. For more informa-
ask the issuer for a corrected form. The new of a time deposit).tion, see Backup Withholding in Chapter 5.
Form 1099–INT you receive will be markedReporting backup withholding.  If
‘‘CORRECTED.’’  If you receive a Form 1099–INT for interestbackup withholding is deducted from your in-

income on deposits that were frozen at theterest income, the payer must give you a
end of 1996, see Frozen deposits under HowInterest on Form 1099–OID.  Reportable in-Form 1099–INT for the year that indicates
To Report Interest Income, for informationterest income may also be shown on Formthe amount withheld. The Form 1099–INT
about reporting this interest income exclu-1099–OID, Original Issue Discount. For morewill show any backup withholding as ‘‘Fed-
sion on your 1996 tax return.information about amounts shown on thiseral income tax withheld.’’

The interest you excluded from your in-form, see Original Issue Discount (OID), later
come in 1996 must be reported in the laterin this chapter.Joint accounts.   In a joint account, two or
tax year when you can withdraw it from yourmore persons hold property as joint tenants,
account.Individual Retirement Arrangementstenants by the entirety, or tenants in com-

(IRAs).  Interest that you earn on an IRA is Example.  $100 of interest was creditedmon. That property can include a savings ac-
tax-deferred. You generally do not include it on your frozen deposit during the year. Youcount or bond. Each person may receive a
in your income until you make withdrawals withdrew $80 but could not withdraw anyshare of any interest from the property. Each
from the IRA. Nor is it included in the amount more as of the end of the year. Your netperson’s share is determined by local law.
to be reported as tax-exempt interest. See amount withdrawn was $80. You must ex-
Chapter 18. clude $20. You must include $80 in your in-Income from property given to a child. 

come for the year.Property you give as a parent to your child
Exempt-interest dividends  you receiveunder the Model Gifts of Securities to Minors

Interest on VA dividends.  Interest on in-from a regulated investment company (mu-Act, the Uniform Gifts to Minors Act, or any
surance dividends that you leave on deposittual fund) are not included in your taxable in-similar law, is a true gift for federal gift tax
with the Department of Veterans Affairs (VA)come. (However, see Information reportingpurposes.
is not taxable. This includes interest paid onrequirement, next.) You will receive a noticeIncome from property transferred under
dividends on converted United States Gov-from the mutual fund telling you the amountthese laws is taxable to the child unless it is
ernment Life Insurance and on National Ser-of the tax-exempt interest dividends that youused in any way to satisfy a legal obligation
vice Life Insurance policies.received. Exempt-interest dividends are notof support of that child. The income is taxa-

shown on Form 1099–DIV or Form 1099–ble to the person having the legal obligation
INT.to support the child (the parent or guardian)

Information reporting requirement.to the extent that it is used for the child’s Taxable Interest Although exempt-interest dividends are notsupport.
taxable, you must show them on your tax re- Taxable interest includes interest you re-Savings account with parent as trus-
turn if you are required to file. This is an infor- ceive from bank accounts, loans you maketee.  Interest income derived from a savings
mation reporting requirement and does not to others, and interest from most otheraccount opened for a child who is a minor,
convert the exempt-interest dividend to taxa- sources. The following are some otherbut placed in the name and subject to the or-
ble income. See How To Report Interest In- sources of taxable interest.der of the parents as trustees, is taxable to
come, later.

the child, if, under the law of the state in
Dividends that are actually interest.  Cer-which the child resides:
tain distributions commonly called dividendsNote:  Exempt-interest dividends may be

1) The savings account legally belongs to are actually interest. You must report as in-treated as tax-exempt interest on specified
the child, and terest so-called ‘‘dividends’’ on deposits orprivate activity bonds, which is a ‘‘tax prefer-

on share accounts in:ence item’’ that may be subject to the alter-2) The parents are not legally permitted to
native minimum tax. See Alternative Mini-use any of the funds to support the ● Cooperative banks,
mum Tax in Chapter 31 for more information.child. ● Credit unions,Publication 550 contains a discussion on pri-

● Domestic building and loan associations,vate activity bonds, under State or LocalForm 1099–INT.   Interest income is gener-
Government Obligations. ● Domestic savings and loan associations,ally reported to you on Form 1099–INT, In-

terest Income, or a similar statement, by ● Federal savings and loan associations,
banks, savings and loans, and other payers Interest income on frozen deposits.   A and
of interest. This form shows you the interest frozen deposit is an account from which you ● Mutual savings banks.
you received during the year. Keep this form are unable to withdraw funds because:
for your records. You do not have to attach it 1) The financial institution is bankrupt or in-
to your tax return. Money market funds.  Generally, amountssolvent, or

Report on your tax return the total you receive from money market funds2) The state where the financial institutionamount of interest income that is shown on should be reported as dividends, not asis located has placed limits on withdraw-any Form 1099–INT that you receive for the interest.als because other banks in the state aretax year. You must also report all of your in-
bankrupt or insolvent.terest income for which you did not receive a Money market certificates, savings certif-

Form 1099–INT. icates, and other deferred interest ac-
 Exclude from your gross income interestNominees.   Generally, if someone re- counts.   If you open any of these accounts,
credited during 1996 on frozen deposits thatceives interest as a nominee for you, that and interest is paid at fixed intervals of one
you could not withdraw by the end of 1996.person will give you a Form 1099–INT show- year or less during the term of the account,

Amount to exclude.  The amount of in-ing the interest received on your behalf. you must include this interest in your income
terest you must exclude from gross incomeIf you receive a Form 1099–INT that in- when you actually receive it or are entitled to
in 1996 is the interest that was credited oncludes amounts belonging to another per- receive it without paying a substantial pen-
the frozen deposits minus the sum of:son, see the discussion on nominee distribu- alty. The same is true for accounts that ma-

tions, later, under How To Report Interest 1) The net amount you withdrew from ture in one year or less and give a single pay-
Income. these deposits during 1996, and ment of interest at maturity. If interest is
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deferred for more than one year, see Origi- can only withdraw it on the anniversary date it to a payment on the principal. Usurious in-
nal Issue Discount (OID), later. of the policy (or other specified date), the in- terest is interest charged at an illegal rate.

terest is taxable in the year in which that dateInterest subject to penalty for early
occurs.withdrawal.  If you deposit money in a de- Bonds traded flat.  If you purchase bonds

ferred interest account that has a term of when interest has been defaulted or when
one year or less, and you lose part of the in- Prepaid insurance premiums.   Any in- the interest has accrued but has not been
terest because you withdrew funds before crease in the value of prepaid insurance pre- paid, that interest is not income and is not
the end of the term, you must include all the miums, advance premiums, or premium de- taxable as interest if later paid. Such pay-
interest in income at the end of the term. posit funds is interest if it is applied to the ments are returns of capital which reduce
However, you can deduct the entire penalty payment of premiums due on insurance poli- the remaining cost basis. Interest which ac-
on line 28 of Form 1040, even if it exceeds cies or made available for you to withdraw. crues after the date of purchase, however, is
your interest income. Your insurance company must give you a taxable interest income for the year in which

Form 1099–INT showing the interest youExample.  On October 1, 1995, you in- received or accrued. See Bonds Sold Be-
earned for the year if you had $10 or more ofvested $10,000 in a savings certificate that tween Interest Dates, later, for more
interest income from that company.was to pay you $10,600 on April 1, 1996. Be- information.

cause you withdrew part of the principal or
U.S. obligations.   Interest on U.S. obliga-interest before April 1, the bank charged you Interest on below-market loans.  A below-
tions, such as U.S. Treasury bills, notes, anda penalty of $300. For 1996, you must report market loan is a loan on which no interest is
bonds, issued by any agency or instrumen-as income the entire $600 accrued interest. charged or on which interest is charged at a
tality of the United States is taxable for fed-However, you can deduct the $300 penalty rate below the applicable federal rate. See

as an adjustment to gross income. eral income tax purposes, but is exempt from Below-Market Loans in Publication 550 for
all state and local income taxes.Money borrowed to invest in money more information.

market certificate.  The interest you pay on Treasury bills generally have a 13–week,
money borrowed from a bank or savings in- 26–week, or 52–week maturity period. They

U.S. Savings Bonds  stitution to meet the minimum deposit re- are issued at a discount in denominations of
quired for a money market certificate from $10,000 and additional multiples of $1,000. You earn interest on U.S. Savings Bonds in
the institution and the interest you earn on The difference between the discounted price one of two ways. On some bonds, interest is
the certificate are two separate items. You you pay for the bills and the face value you paid at stated intervals by interest checks or
must report the total interest you earn on the receive at maturity is interest income. Report coupons. Other bonds are issued at a dis-
certificate in your income. You may deduct this interest income when the bill is paid at count and pay all interest at redemption or
the interest you pay, as investment interest maturity. maturity. The interest on the latter is the dif-
subject to certain limits, only if you itemize Treasury notes have maturity periods ference between what you pay for the bond
deductions. The limits are discussed in ranging from 1 to 10 years. Maturity periods and its redemption or maturity value.
Chapter 3 of Publication 550 under Limit on for Treasury bonds are longer than 10 years. This section provides information on dif-
Investment Interest. Both notes and bonds generally pay interest ferent types of U.S. Savings Bonds, how to

every 6 months. Report this interest for theExample.  You deposit $5,000 with a report the interest income on these bonds,
year paid. For more information, see  U.S.bank and borrow $5,000 from the bank to and how to treat transfers of these bonds.
Treasury Bills, Notes, and Bonds in Publica-make up the $10,000 minimum deposit re-
tion 550.quired to buy a 6–month money market cer- Cash-basis taxpayers.  If you use the cash

For information on Series EE and Seriestificate. The certificate earns $575 at matur- method of accounting, as most individual
HH Savings Bonds, see U.S. Savings Bonds,ity in 1996, but you receive only $265, which taxpayers do, you generally report the inter-
later.represents the $575 you earned minus $310 est on U.S. Savings Bonds when you receive

interest charged on your $5,000 loan. The it. The cash method of accounting is ex-
bank gives you a Form 1099–INT for 1996 Interest on tax refunds.   Interest you re- plained in Chapter 1 under Accounting
showing the $575 interest you earned. The ceive on tax refunds is taxable income. Methods.bank also gives you a statement showing
that you paid $310 interest for 1996. You Interest on condemnation award.  If the

Accrual-basis taxpayers.  If you use an ac-must include the $575 in your income. You condemning authority pays you interest to
crual method of accounting, you must reportcan deduct up to $310 on Schedule A (Form compensate you for a delay in paying an
interest on U.S. Savings Bonds each year as1040) if you itemize your deductions, subject award, the interest is taxable.
it accrues. You cannot postpone reportingto the investment interest expense limit.
interest until you receive it or the bonds ma-Installment sale payments.  Deferred pay-
ture. Accrual methods of accounting are ex-Gift for opening account.  The fair market ments you receive under a contract for the
plained in Chapter 1 under Accountingvalue of ‘‘gifts’’ or services you receive for sale or exchange of property usually contain
Methods.making long-term deposits or for opening an interest that is taxable. If little or no interest is

account in a savings institution is interest. provided for in certain contracts with pay-
Series HH Bonds.  These bonds are issuedReport it in income in the year you receive it. ments due more than one year after the date
at face value. Interest is paid twice a year byof sale, each payment due more than 6Example.  In 1996, you open a savings
check or by direct deposit to your bank ac-months after the date of sale will be treatedaccount at your local bank. The account
count. If you are a cash-basis taxpayer, youas containing interest. These unstated inter-earns $20, which is credited as interest. You
must report interest on these bonds as in-est rules apply to certain payments receivedalso receive a $10 calculator. If no other in-
come in the year you receive it.on account of a seller-financed sale or ex-terest is credited to your account during

Series HH Bonds were first offered inchange of property. See Unstated Interest in1996, the Form 1099–INT you receive would
1980. Before 1980, Series H Bonds were is-Publication 537, Installment Sales.show $30 interest income for 1996.
sued. Series H Bonds are treated the same
as Series HH Bonds. If you are a cash-basisInterest on annuity contract.  Accumu-Interest on insurance dividends.   Interest
taxpayer, you must report the interest whenlated interest on an annuity contract you sellon insurance dividends that you leave on de-
you receive it.before its maturity date is taxable.posit with an insurance company, that is

credited annually, and that can be withdrawn
Series EE Bonds.  These bonds are issuedUsurious interest.   Usurious interest is tax-annually, is taxable to you when the interest

able unless state law automatically changes at a discount. You pay less than the faceis credited to your account. However, if you
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value for the bonds. The face value is paya- original maturity. Report it in the year you re- same rule applies when bonds are trans-
ble to you at maturity. The difference be- ferred between spouses incident to divorce.deem the bonds or the year in which the ex-
tween the purchase price and the redemp- tended maturity period ends, whichever is Purchased jointly.  If you buy Series EE
tion value is taxable interest. earlier. The original maturity period has been or Series E Bonds jointly with a co-owner

Series EE Bonds were first offered in extended on all Series E Bonds. and have them reissued in the co-owner’s
1980. Before 1980, Series E Bonds were is- name alone, you must include in your grossThe extended maturity period of Series E
sued. If you own either Series EE or Series E income for the year of reissue your share ofBonds issued between May 1941 and No-
Bonds and use the cash method of reporting all the interest earned on the bonds that youvember 1965 ends 40 years from their issue
income, you can: have not previously reported. At the time ofdates. The Department of the Treasury has

reissue, the former co-owner does not haveannounced that no further extension will be1) Postpone reporting the interest until the
to include in gross income his or her share ofgiven to these bonds. If you have postponedearlier of the year you cash the bonds or
the interest earned that was not reportedreporting interest on Series E Bonds pur-the year in which they finally mature
before the transfer. This interest, however,chased in 1956, you must report the interest(method 1), or
as well as all interest earned after the reis-on your 1996 return, unless you trade your

2) Choose to report the increase in re- sue, is income to the former co-owner.Series E Bonds for Series HH Bonds.
demption value as interest each year This income reporting rule also appliesThe maturity period of Series E bonds is-
(method 2). when the bonds are reissued in the name ofsued after November 1965 is 30 years.

your former co-owner and a new co-owner.Bonds issued in 1966 stopped accruing in-
Change from method 1.  If you want to But the new co-owner will report only his orterest in 1996. If you have postponed report-

change your method of reporting the interest her share of the interest earned after theing interest on Series E bonds purchased in
from method (1) to method (2), you can do transfer.1966, you must report the interest on your
so without permission from the IRS. In the If bonds that you and a co-owner bought1966 return, unless you trade for Series HH
year of change you must report all interest jointly are reissued to each of you sepa-bonds.
accrued to date and not previously reported rately in the same proportion as your contri-
for all your bonds. bution to the purchase price, neither you norCo-owners.  If you buy a U.S. Savings BondOnce you choose to report the interest your co-owner has to report at that time theissued in your name and another person’seach year, you must continue to do so for all interest earned before the bonds werename as co-owners, such as you and yourSeries EE or Series E Bonds you own and for reissued.child or you and your spouse, interest on theany you get later, unless you request permis-

bond is generally taxable to the co-owner Example 1.  You and your spouse eachsion to change, as explained next.
who bought the bond. If you used your funds spent an equal amount to buy a $1,000 Se-Change from method 2.  To change
to buy the bond, you must pay the tax on the ries EE Savings Bond. The bond was issuedfrom method (2) to method (1), complete
interest. This is true even if you let the other to you as co-owners. You both postpone re-Form 3115, Application for Change in Ac-
co-owner redeem the bond and keep all the porting interest on the bond. You later havecounting Method, and attach it to your in-
proceeds. Under these circumstances, since the bond reissued as two $500 bonds, one income tax return for the year of change. Type
the other co-owner will receive a Form your name and one in your spouse’s name.or print at the top of page 1 of the Form 3115
1099–INT at the time of redemption, the At that time neither you nor your spouse has‘‘Filed Under Rev. Proc. 89–46.’’ You must
other co-owner must provide you with an- to report the interest earned to the date offile your return by the due date (including ex-
other Form 1099–INT showing the amount reissue.tensions). You must identify the savings
of interest from the bond that is taxable tobonds for which you are requesting this Example 2.  You bought a $1,000 Series
you. The co-owner who redeemed the bondchange in accounting method. EE Savings Bond entirely with your own
is a ‘‘nominee.’’ See Nominee distributionsPermission for the change is automati- funds. The bond was issued to you and your
and accrued interest (Form 1040), later,cally granted if you attach to Form 3115 a spouse as co-owners. You both postpone
under How To Report Interest Income, forstatement that you agree: reporting interest on the bond. You later
more information about how a person who is have the bond reissued as two $500 bonds,1) To report all interest on the bonds ac- a nominee reports interest income belonging one in your name and one in your spouse’squired during the year of change and for to another person. name. You must report half the interestall later tax years when the interest is re- If you and the other co-owner each con- earned to the date of reissue. This is the pre-alized upon disposition, redemption, or tribute part of the purchase price, interest on viously postponed interest earned on thefinal maturity, whichever is earlier, and the bond is generally taxable to each of you, $1,000 bond that is from the $500 bond is-

2) To report all interest on the bonds ac- in proportion to the amount each of you paid. sued to your spouse.
quired before the year of change when If you and your spouse live in a commu-
the interest is realized upon disposition, nity property state and hold bonds as com- Transfer to a trust.  If you own Series EE or
redemption, or final maturity, whichever munity property, one-half of the interest is Series E Bonds and transfer them to a trust,
is earlier, with the exception of the part considered received by each of you. If you giving up all rights of ownership, you must in-
reported in prior tax years. file separate returns, each of you must report clude in your income for that year the inter-

one-half the bond interest. For more infor- est earned to the date of transfer, if you have
mation about community property, see Publi- not already reported it. However, if you areIf you plan to redeem Series EE cation 555, Community Property. considered the owner of the trust and if thebonds in the same year that you pay

These rules are also contained in Table increase in value both before and after thefor higher education expenses, you
8–1. transfer continues to be taxable to you, youshould use method (1). See Education Sav-

can continue to defer reporting the interestings Bond Program, la ter ,  for  more
Ownership transferred.  If you bought Se- earned each year. You must include the totalinformation.

interest in your income when the bonds areries EE or Series E Bonds entirely with
cashed or finally mature, whichever isyour own funds and had them reissued inBonds held beyond maturity.  If you
earlier.your co-owner’s name or beneficiary’s namehold the bonds beyond the original maturity

alone, you must include in your gross income The same rules apply to previously unre-period, and if you have chosen to report the
for the year of reissue all interest that you ported interest on Series EE or Series Einterest each year, you must continue to do
earned on these bonds and have not previ- Bonds if the transfer to a trust consisted ofso unless you get permission to change your

Series HH or Series H Bonds you got in aously reported. But, if the bonds were reis-method of reporting. If you have chosen to
trade for the Series EE or Series E Bonds.sued in your name alone, you do not have topostpone reporting the interest, do not in-
See Savings bonds traded, later.report the interest accrued at that time. Thisclude the interest in income for the year of
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INT will not be reduced by any interestTable 8-1. Who Pays Tax on U.S. Savings Bond Interest
reported by the decedent before death,

How Bond Is Purchased Who Must Pay Tax on Bond Interest or on the decedent’s final return, or by
the estate on the estate’s income taxYou use your funds to buy a bond in your name You
return.and the name of another person as co-owners.

3) Ownership of the bond was transferred.
You buy a bond in the name of another person, The person for whom you bought the The interest shown on your Form 1099–who is the sole owner of the bond. bond

INT will not be reduced by interest that
accrued before the transfer.You and another person buy a bond as Each of you, in proportion to the

co-owners, each contributing part of the amount you and the other co-owner 4) You were named as a co-owner but did
purchase price. each paid not use your funds to buy the bond.

(See Co-owners, earlier in this chapter,You and your spouse, who live in a community If you file separate returns, each of you
for more information about the reportingproperty state, buy a bond that is community generally pays tax on one-half.
requirements.)property.

5) You received the bond in a taxable dis-
tribution from a retirement or profit-shar-

Decedents.   The manner of reporting inter- as it accrued, you did not realize taxable in- ing plan. The interest shown on your
est income on Series EE or Series E Bonds, come when you traded the bonds for Series Form 1099–INT will not be reduced by
after the death of the owner, depends on the H or Series HH Bonds, unless you received the interest portion of the amount taxa-
accounting and income reporting method cash in the trade. Any cash you received is ble as a distribution from the plan and
previously used by the decedent. If the income to the extent of the interest earned not taxable as interest. (This amount is
bonds transferred because of death were on the bonds traded. When your Series HH generally shown on Form 1099–R, Dis-
owned by a person who used an accrual or Series H Bonds mature, or if you dispose tributions From Pensions, Annuities, Re-
method, or who used the cash method and of them before maturity, you report as inter- tirement or Profit-Sharing Plans, IRAs,
had chosen to report the interest each year, est the difference between their redemption Insurance Contracts, etc., for the year of
the interest earned in the year of death up to value and your cost. Your cost is the sum of distribution.)
the date of death must be reported on that the amount you paid for the traded Series EE
person’s final return. The person who ac- or Series E Bonds plus any amount you had Interest income must be reported even if
quires the bonds includes in income only in- to pay at the time of the trade. a Form 1099–INT is not received.
terest earned after the date of death. For information on including the correctExample.  You trade Series E Bonds with

If the transferred bonds were owned by a amount of interest on your return for (1), (2),accrued interest of $523 and a redemption
decedent who used the cash method, who (3), and (4) above, see How To Report Inter-value of $2,723 for Series HH Bonds. You
had not chosen to report the interest each est Income, later. Publication 550 includesget $2,500 in Series HH Bonds and $223 in
year, and who bought the bonds entirely with examples showing how to report thesecash. You must report the $223 as taxable
his or her own funds, all interest earned amounts.income in the year of the trade to the extent
before death must be reported in one of the that you did not previously report interest on If you received a taxable distribution of
following ways: the Series E Bonds you traded. bonds from a retirement or profit-sharing

$500 minimum value.  Series EE or Se- plan ((5), above), see Interest from U.S. Sav-1) The surviving spouse or personal repre-
ries E Bonds that you want to trade must ings Bonds under How To Report Interest In-sentative (executor, administrator, etc.)
have a current redemption value of $500 or come in Publication 550 for information onwho files the final income tax return of
more. To figure the current redemption value how to report the interest.the decedent can choose to include on
of the bonds to be traded, you must add thethat return all of the interest earned on

U.S. Savings Bond interest is ex-accrued interest to their original purchasethe bonds before the decedent’s death.
empt from state and local taxes.price.The person who acquires the bonds
The Form 1099–INT you receive willChoice to report interest in year ofthen includes in income only interest

indicate the amount that is for U.S. Savingstrade.  You can choose to treat all of the pre-earned after the date of death, or
Bond interest in box 3. Do not include thisviously unreported accrued interest on the

2) If the choice in (1) is not made, the inter- amount on your state or local income taxSeries EE or Series E Bonds traded for Se-
est earned up to the date of death is in- return.ries HH Bonds as income in the year of the
come in respect of a decedent. It should trade.
not be included in the decedent’s final
return. All of the interest earned both Education Savings Bond Program.   YouForm 1099–INT for U.S. Savings Bonds in-
before and after the decedent’s death is may be able to exclude from income all orterest.  When you cash a bond, the bank or
income to the person who acquires the part of the interest you receive on the re-other payer that redeems it must give you a
bonds. If that person uses the cash demption of qualified U.S. Savings BondsForm 1099–INT if the interest part of the pay-
method and does not choose to report during the year if you pay qualified higher ed-ment you receive is $10 or more. Box 3 of
the interest each year, he or she can ucational expenses during the same year.your Form 1099–INT should show the inter-
postpone reporting any of it until the This exclusion is known as the Educationest as the difference between the amount
bonds are cashed or finally mature, Savings Bond Program.you received and the amount paid for the
whichever is earlier. In the year that per- Married taxpayers who file separate re-bond. However, your Form 1099–INT may
son reports the interest, he or she can turns do not qualify for this exclusion.show more interest than you have to include
claim a deduction for any federal estate Form 8815.   Use Form 8815, Exclusionon your income tax return. For example, this
tax paid that was for the part of the inter- of Interest From Series EE U.S. Savingsmay happen if:
est included in the decedent’s estate. Bonds Issued After 1989, to figure your ex-

1) You chose to report the increase in the clusion. Attach the form to your Form 1040
redemption value of the bond eachFor more information on income in respect or Form 1040A.
year. The interest shown on your Formof a decedent, see Chapter 4. Qualified U.S. Savings Bonds.  A quali-
1099–INT will not be reduced by fied U.S. Savings Bond is a Series EE U.S.
amounts previously included in income.Savings bonds traded.  If you use the cash Savings Bond issued after 1989. The bond

method and did not choose to report the in- 2) You received the bond from a decedent. must be issued either in your name (sole
terest on your Series E or Series EE Bonds The interest shown on your Form 1099– owner) or in your and your spouse’s names
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(co-owners). You must be at least 24 years modified adjusted gross income (modified If you have investment interest expense
AGI) is:old before the bond’s issue date. incurred to earn royalty income, see Educa-

tion Savings Bond Program in PublicationThe date a bond is issued may be earlier ● $49,450 to $64,450 for taxpayers filing
550.than the date the bond is purchased be- single, head of household, and

cause bonds are issued as of the first day of
● $74,200 to $104,200 for married taxpay- If you claim the interest exclusion,the month in which they are purchased. You

ers filing jointly or qualifying widow(er) you must keep a written record ofcan designate any individual (including a
with dependent child. the Series EE U.S. Savings Bondschild) as a beneficiary of the bond (payable

issued after 1989 that you redeem. Your writ-on death).
 You do not qualify for the interest exclusion ten record must include the serial number,Verification by IRS.  Only Series EE if your modified AGI is equal to or more than issue date, face value, and redemption pro-U.S. Savings Bonds issued after 1989, qual- the upper limit for your filing status. ceeds of each bond. You can use Formify for this exclusion. If you claim the exclu-

8818, Optional Form To Record Redemptionsion, IRS will check it by using bond redemp-
of Series EE U.S. Savings Bonds Issued Af-tion information from Department of the Note:  The modified AGI amounts at ter 1989, to keep this information. YouTreasury records. which the exclusion phases out were retro- should also keep bills, receipts, canceledQualified expenses.  Qualified higher actively increased for tax years beginning in checks, or other documentation that showseducational expenses are tuition and fees 1993, 1994, and 1995. If that limit reduced or you paid qualified higher educational ex-required for you, your spouse, or your depen- eliminated your exclusion in those years, you penses during the year.dent (for whom you can claim an exemption) may be entitled to a refund.

to attend an eligible educational institution. For 1993, the new modified AGI amounts
Qualified expenses do not include expenses Bonds Sold Betweenare:
for room and board or for courses involving

● $45,500 to $60,500 for taxpayers filing Interest Dates  sports, games, or hobbies that are not part of
single or head of household; and If you sell bonds between interest paymenta degree program.

● $68,250 to $98,250 for married taxpayers dates, part of the sales price represents in-Eligible educational institutions.
filing jointly, or qualifying widow(er) with terest accrued to the date of sale. You mustThese institutions include most public and
dependent child. report that part of the sales price as interestnonprofit universities and colleges and cer-

income for the year of sale.tain vocational schools that are eligible for
For 1994, the new modified AGI amounts If you buy bonds between interest pay-federal assistance.

are: ment dates, interest accrued before theReduction for certain benefits.  You
purchase is part of the purchase price of themust reduce your qualified higher educa- ● $46,900 to $61,900 for taxpayers filing
bonds. When that interest is paid to you,tional expenses by certain benefits the stu- single or head of household; and
treat it as a return of your capital investmentdent may have received. These benefits in-

● $70,350 to $100,350 for married taxpay- rather than interest income.clude qualified scholarships that are exempt ers filing jointly, or qualifying widow(er)
See Nominee distributions and accruedfrom tax and any other nontaxable payments with dependent child.

interest (Form 1040), under How To Report(other than gifts, bequests, or inheritances)
Interest Income, later in this chapter for in-received for educational expenses, such as For 1995, the new modified AGI amounts
formation on reporting the payment.veterans’ educational assistance benefits, are:

benefits under a qualified state tuition pro-
● $48,100 to $63,100 for taxpayers filinggram, and employer-provided educational Insurance  single or head of household; andassistance benefits. See Publication 520,

Life insurance proceeds paid to you as bene-● $72,150 to $102,150 for married taxpay-Scholarships and Fellowships, for informa-
ficiary of the insured person are not usuallyers filing jointly, or qualifying widow(er)tion on qualified scholarships.
taxable. But if you receive the proceeds in in-with dependent child.Amount excludable.  If the total pro-
stallments, you must usually report a part ofceeds (interest and principal) from the quali-
each installment payment as interestIf you are entitled to a refund, completefied U.S. Savings Bonds you redeem during
income.and file a separate Form 1040X, Amendedthe year are not more than your qualified

For more information about insuranceU.S. Individual Income Tax Return for eachhigher educational expenses for the year,
proceeds received in installments, see Publi-tax year affected. (Generally, an amendedyou can exclude all of the interest. If the pro-
cation 525.return for 1993 must be filed by April 15,ceeds are more than the expenses, you will

1997.)be able to exclude only part of the interest.
Annuity.  If you buy an annuity with life insur-To determine the excludable amount, Modified AGI, for purposes of this exclu-
ance proceeds, the annuity payments youmultiply the interest part of the proceeds by a sion, is adjusted gross income ( line 16 of
receive are taxed as pension and annuity in-fraction. The numerator (top part) of the frac- Form 1040A or line 31 of Form 1040) figured
come, not as interest income. See Publica-tion is the qualified higher educational ex- before the interest exclusion, and modified

penses you paid during the year. The de- tion 939, Pension General Rule (Nonsimpli-by adding back any:
nominator (bottom part) of the fraction is the fied Method), for information on taxation of

1) Foreign earned income exclusion,total proceeds you received during the year. pension and annuity income.
2) Foreign housing exclusion or deduction,Example.  In April 1996, Mark and Joan,
3) Exclusion of income for bona fide re-a married couple, cashed a qualified Series Original Issue

sidents of American Samoa, andEE U.S. Savings Bond they bought in No- Discount (OID)  vember 1991. They received proceeds of 4) Exclusion for income from Puerto Rico.
$6,212, representing principal of $5,000 and Original issue discount (OID) is a form of in-
interest of $1,212. In 1996, they helped pay terest. You report OID as it accrues, whetherUse the worksheet in the instructions for
for their daughter’s college tuition. The quali- or not you receive any payments from theline 9, Form 8815, to figure your modified
fied higher educational expenses they paid bond issuer.AGI. If you have any of the exclusion or de-
during 1996 totaled $4,000. They can ex- A long-term debt instrument, such as aduction items listed above, add the amount
clude $780 ($1,212 × ($4,000 ÷  $6,212)) of bond, note, or other evidence of indebted-of the exclusion or deduction to the amount
interest in 1996. ness, generally has OID when the instrumenton line 5 of the worksheet, and enter the to-

Modified adjusted gross income limit. is issued for a price that is less than its statedtal on Form 8815, line 9, as your modified
The interest exclusion is phased out if your AGI. redemption price at maturity (principal
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amount). The amount of OID is the differ- at a premium if its adjusted basis immedi- increased by the amount of OID that you in-
clude in your gross income.ately after purchase is greater than the totalence between the principal amount and the

of all amounts payable on the instrument af-issue price of the instrument.
Recomputation of OID shown on Formter the purchase date, other than qualifiedAll long-term debt instruments that pay
1099–OID.  You must recompute the OIDstated interest. Premium is not the same asno interest before maturity are presumed to
shown in box 1 of Form 1099–OID if either of‘‘acquisition premium,’’ discussed later.be issued at a discount. Zero-coupon bonds
the following apply: When you sell or redeem an instrumentare one example of these instruments.

bought at a premium, the difference betweenThe OID rules do not apply to short-term 1) You bought the debt instrument after its
the sale or redemption price and yourobligations (those with a fixed maturity date original issue and paid a premium (as
purchase price is a capital gain or loss.of one year or less from date of issue). See explained earlier in this section) or an

Qualified stated interest.  This is statedDiscount on Short-Term Obligations in Publi- acquisition premium, or
interest that is unconditionally payable incation 550. 2) The debt instrument is a stripped bond
cash or property (other than debt instru- or a stripped coupon (these include cer-
ments of the issuer) at least annually at aDe minimis OID.  You can disregard the dis- tain zero coupon instruments).
fixed rate.count and treat it as zero if it is less than one-

fourth of 1% (.0025) of the stated redemp- For each of these situations, see Figuring
Exceptions to the OID rules.  The OIDtion price at maturity, multiplied by the num- OID on Long-Term Debt Instruments in Pub-
rules discussed in this chapter for publicly of-ber of full years from the date of original is- lication 1212 for detailed information and ex-
fered, long-term instruments do not apply tosue to maturity. This small discount is known amples on figuring the amount of OID to re-
the following debt instruments:as ‘‘de minimis OID.’’ port on your income tax return. The rules for

figuring OID are broken down in Publication1) Tax-exempt obligations (however, seeExample 1.  You bought a 10–year bond,
1212 to reflect the specific computationsStripped tax-exempt obligations underwith a stated redemption price at maturity of
that apply to:Stripped Bonds and Coupons in Publi-$1,000, issued at $980 and having OID of

cation 550),$20. One-fourth of 1% of $1,000 (stated re- ● Corporate debt instruments issued before
demption price) times 10 (number of full July 2, 1982,2) U.S. Savings Bonds,
years from the date of original issue to ma- ● All debt instruments issued after July 1,3) Short-term debt instruments (those withturity) equals $25. Because the $20 discount 1982, and before 1985, anda fixed maturity date of not more thanis less than $25, you can disregard reporting

● All instruments issued after 1984.one year from the date of issue),the OID.
4) Obligations issued by an individualExample 2.  Assume the same facts as in See Original issue discount (OID) at thebefore March 2, 1984, andExample 1, except that the bond was issued end of this chapter, for information about re-

at $950. The OID is $50. Because the $50 5) Loans between individuals, if: porting the correct amount of OID on Sched-
discount is more than the $25 figured in Ex- ule B (Form 1040)a) The lender is not in the business ofample 1, you must report the OID. Acquisition premium.  You purchase alending money,Debt instrument bought after original debt instrument at an acquisition premium if

b) The amount of the loan, plus theissue.  If you buy a debt instrument with de i ts adjusted basis immediately af ter
amount of any outstanding priorminimis OID at a premium, the OID is not in- purchase (including purchase at original is-
loans, is $10,000 or less, andcludible in income. If you buy a debt instru- sue) is:

ment with de minimis OID at a discount, the c) Avoiding any federal tax is not one of 1) Less than or equal to the total of all
discount is reported under the market dis- the principal purposes of the loan. amounts payable on the instrument af-
count rules. See Market Discount Bonds in ter the purchase date, other than quali-
Chapter 1 of Publication 550. fied stated interest (defined under Debt

Debt instruments issued after 1954 and instrument bought at a premium, ear-
Form 1099–OID.   The issuer of the debt in- before May 28, 1969 (or before July 2, lier), and
strument (or your broker, if you held the in- 1982, if a government instrument).  For 2) Greater than its adjusted issue pricestrument through a broker) should give you these instruments, you pay no tax on the OID (the issue price plus the OID previouslyForm 1099–OID, Original Issue Discount, or until the year you sell, exchange, or redeem accrued, minus any payment previouslya similar statement, if the total OID for the the instrument. If a gain results, and if the in- made on the instrument other than qual-
calendar year is $10 or more. Form 1099– strument is a capital asset, the amount of the ified stated interest).
OID shows the amount of OID for the period gain equal to the OID is taxed as ordinary in-
in 1996 that you held the bond. It also will terest income. The balance of the gain is  Acquisition premium reduces the amount of
show the stated interest that you must in- capital gain. If there is a loss on the sale of OID includible in your income.
clude in your income. A copy of Form 1099– the instrument, the entire loss is a capital REMIC regular interests.   If you own a
OID will be sent to the IRS. Do not file your loss and no reporting of OID is required. regular interest in a real estate mortgage in-
copy with your return. Keep it for your vestment conduit (REMIC), you should re-
records. See Recomputation of OID shown Debt instruments issued after May 27, ceive a Form 1099–OID and an additional
on Form 1099–OID, later in this discussion 1969, (or after July 1, 1982, if a govern- written statement by March 17, 1997 (if you
and also Original issue discount (OID), later ment instrument), and before 1985.  If you are a calendar year taxpayer) that indicates
under How To Report Interest Income, for hold these debt instruments as capital as- the amounts you must include in your gross
more information. sets, you must include a part of the discount income. The additional written statement

Nominee.   If someone else is the holder in your gross income each year that you own should also contain enough information to
of record (the registered owner) of an OID in- the instruments. Your basis in the instrument enable you to figure your accrual of market

is increased by the amount of OID that youstrument that belongs to you and receives a discount or amortizable bond premium. It
include in your gross income.Form 1099–OID on your behalf, that person should also show your share of deductible

must give you a Form 1099–OID. investment expenses.
Debt instruments issued after 1984.  For Form 1099–OID shows the amount of
these debt instruments, you report the totalDebt instrument bought at premium.  If OID and interest, if any, that accrued to you
OID that applies each year regardless ofyou bought an OID debt instrument at a pre- for the period you held the regular interest.
whether you hold that debt instrument as amium, you do not have to report any OID as You will not need to make any adjustments
capital asset. Your basis in the instrument isordinary income. You buy a debt instrument to the amounts reported even if you held the
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regular interest for only a portion of the cal- For more information about interest in- State or Local
endar year. However, if you bought the regu- come from certificates of deposit, see Origi- Government Obligations  lar interest at a premium or acquisition pre- nal Issue Discount (OID) in Publication 550.

Generally, interest on obligations used to fi-mium, see Recomputation of OID shown on
nance government operations is not taxableForm 1099–OID under Original Issue Dis- Market discount bonds.  A market discount if the obligations are issued by a state, thecount (OID) earlier. See REMICs in Publica- bond is any bond having market discount District of Columbia, a possession of thetion 550 for more information.

except: United States, or any of their political subdi-
visions. This includes interest on certain obli-If a Form 1099–OID is not received.  If you 1) Short-term obligations (those with fixed
gations issued after 1982 by an Indian tribalhad OID for 1996 but did not receive a Form maturity dates of up to one year from
government treated as a state.1099–OID, see Publication 1212 which lists the date of issue),

If you receive a Form 1099–INT for tax-total OID on certain debt instruments. If your
exempt interest, see Tax-exempt interest in-2) Tax-exempt obligations that you boughtdebt instrument is not listed in Publication
come under How To Report Interest Income.before May 1, 1993,1212, consult the issuer for information

Interest on arbitrage bonds issued byabout the OID that accrued for 1996.
3) U.S. Savings Bonds, and state or local governments after October 9,

1969, and interest on private activity bondsRecomputation of periodic interest 4) Certain installment obligations. generally is taxable.shown on Form 1099–OID.  If you disposed
For more information on whether such in-of a corporate debt instrument or acquired it

 Market discount arises when the value of a terest is taxable or tax exempt, see State orfrom another holder during 1996, see Bonds
Local Government Obligations in Publicationdebt obligation decreases after its issueSold Between Interest Dates, earlier, for in-
550.date, generally because of an increase in in-formation about the treatment of periodic in-

terest rates. If you buy a bond on the secon-terest that may be shown in box 2 of Form
dary market, it may have market discount. Information reporting requirement.  If you1099–OID for that instrument.

are required to file a tax return and you re-If you dispose of a market discount bond,
ceived or accrued any tax-exempt interestyou generally must recognize the gain asStripped bonds and stripped coupons.
income, you must show that interest on yourtaxable interest income up to the amount ofSpecial rules apply to the sale and purchase
return. This is an information reporting re-the bond’s accrued market discount, if:of stripped bonds and stripped coupons af-
quirement and does not convert tax-exemptter July 1, 1982. These rules also cover the

1) The bond was issued after July 18, interest to taxable interest. See How To Re-treatment of zero coupon U.S. Treasury-
1984, or port Interest Income, later.backed securities. See Figuring OID on

Stripped Bonds and Coupons in Publication 2) You purchased the bond after April 30,
1212 for more information. 1993.

When To Report
Certificates of deposit (CDs) and similar

 The rest of the gain is capital gain if the bonddeposit arrangements.   If you purchase a Interest Income 
was a capital asset. For more informationCD or a similar deposit arrangement and the

When you report your interest income de-about the tax treatment of market discount,receipt of interest is postponed for more
pends on whether you use the cash methodsee Market Discount Bonds in Publicationthan one year, you must include in income
or an accrual method to report income.550.each year a part of the total interest due and

report it in the same way as other original is-
Cash method.  If you use this method, yousue discount (OID). Discount on short-term obligations.  Most
generally report your interest income in theExamples of these deposit arrangements cash-basis individuals include any discount
year in which you actually or constructivelywith banks, building and loan associations, on short-term obligations (those with a fixed
receive it. Most individual taxpayers use thisetc., include: maturity date of one year or less from the
method. However, there are special rules fordate of issue) in income for the year the obli-● Certificates of deposit, reporting the discount on certain debt instru-gations mature or are sold or exchanged at a
ments. See U.S. Savings Bonds, and Origi-● Time deposits, gain.
nal Issue Discount, earlier.

Holders of certain short-term obligations,● Bonus plans,
Example.  On September 1, 1994, youhowever, must include the accrued discount

● Savings certificates, loaned $2,000 at 12% a year. The noteon these obligations, as well as any other ac-
stated that principal and interest would be● Deferred income certificates, crued interest payable on the obligations, in
due on August 31, 1996. In 1996, you re-current income. The basis of these obliga-● Bonus savings certificates, and ceived $2,480 ($2,000 principal and $480 in-tions is increased by the amount of discount

● Growth savings certificates. terest). If you use the cash method, you mustincluded in income. See Discount on Short-
include in income on your 1996 return theTerm Obligations in Publication 550 for more

Bearer certificates of deposit.  These $480 interest you received in 1996.information.
are not issued in the depositor’s name and Constructive receipt.   You construc-
are transferable from one individual to an- tively receive income when it is credited to

REMIC regular interests.   If you are theother. They are issued by banks for a certain your account or made available to you. You
holder of a regular interest in a real estateperiod, usually a number of years. Interest is do not need to have physical possession of
mortgage investment conduit (REMIC), or anusually not paid until the certificates are re- it. For example, you are considered to re-
interest in a collateralized debt obligationdeemed by the bank at the end of this ceive interest, dividends, or other earnings
(CDO), that interest is considered to be aperiod. on any deposit or account in a bank, savings
debt instrument for income tax purposes,Banks must provide the IRS and the per- and loan, or similar financial institution, or in-
whether or not it is in the form of a debt in-son redeeming the bearer certificate with a terest on life insurance policy dividends left
strument. Accordingly, the OID, market dis-Form 1099–INT. to accumulate, when they are credited to
count, and income reporting rules that applyCertificates of deposit issued after 1982 your account and subject to your withdrawal.
to bonds and other debt instruments apply togenerally must be in registered form. For This is true even if they are not yet entered in
such interests with certain modifications. Formore information about this requirement, your passbook.
more information, see REMICs and Othersee Obligations issued in bearer form in You constructively receive income on the
CDOs in Publication 550. Chapter 15. deposit or account even if you must:
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1) Make withdrawals in multiples of even 2) You received or paid accrued interest Interest from U.S. Savings Bonds.   If
amounts, you received a Form 1099–INT for U.S. Sav-on securities transferred between inter-

ings Bond interest, the form may show inter-est payment dates,2) Give a notice to withdraw before making
est you are not required to report. See Formthe withdrawal, 3) You acquired taxable bonds after 1987
1099–INT for U.S. Savings Bonds interest,and choose to reduce interest income3) Withdraw all or part of the account to earlier, under U.S. Savings Bonds.

from the bonds by any amortizable bondwithdraw the earnings, or If you have qualified education expenses
premium (see Bond Premium Amortiza- (as discussed earlier under Education Sav-4) Pay a penalty on early withdrawals, un- tion in Publication 550), or ings Bond Program), see Form 8815, later,less the interest you are to receive on

4) You forfeited interest income because for information on your interest exclusion.an early withdrawal or redemption is
of the early withdrawal of a time deposit. On line 1, Part I of Schedule B (Formsubstantially less than the interest paya-

1040), or on line 1, Part I of Schedule 1ble at maturity.
(Form 1040A), report all the interest shown
on your Form 1099–INT.Reporting tax-exempt interest.  If you hadYou constructively receive interest when

If Form 1099–INT includes interest youany tax-exempt interest income, or exempt-it is credited to your account under a long-
previously reported, make the following ad-interest dividends from a mutual fund, youterm savings plan that does not let you with-
justment. On Schedule B (Form 1040) ordraw interest until a specified date, if the should report the total of this tax-exempt in-
Schedule 1 (Form 1040A), several linesplan lets you freely withdraw your deposits of come on line 8b of Form 1040A or Form
above line 2, enter a subtotal of all interestprincipal. 1040. If you file Form 1040EZ, write ‘‘TEI’’ in
listed on line 1. Below the subtotal writethe space to the right of the words ‘‘Form
‘‘U.S. Savings Bond Interest Previously Re-Accrual method.  If you use an accrual 1040EZ’’ on line 2. After ‘‘TEI,’’ show the
ported,’’ and enter amounts previously re-method, you report your interest income amount of your tax-exempt interest, but do
ported or interest accrued before receivingwhen you earn it, whether or not you have re- not add tax-exempt interest in the total on
the bond. (To figure the amount to enter forceived it. Form 1040EZ, line 2.
interest reported or being reported as a taxa-Example.  If, in the previous example,
ble distribution from a retirement or profit-Form 1099–INT.   Your taxable interest in-you use an accrual method, you must in-
sharing plan, see Interest from U.S. Savingscome, except for interest from U.S. Savingsclude the interest in your income as you earn
Bonds under How To Report Interest In-Bonds and Treasury obligations, is shown init. You would report the interest as follows:
come in Publication 550.) Subtract these1994, $80; 1995, $240; and 1996, $160. box 1 of Form 1099–INT. Add this amount to
amounts from the subtotal and enter the re-any other taxable interest income you re-
sult on line 2.ceived. You must report all of your taxable in-Coupon bonds.   Interest on coupon bonds

is taxable in the year the coupon becomes terest income even if you do not receive a
Form 8815.  Use Form 8815, Exclusion ofdue and payable. It does not matter when Form 1099–INT.
Interest From Series EE U.S. Savings Bondsyou mail the coupon for payment. If you forfeited interest income because
Issued After 1989, to figure your interest ex-of the early withdrawal of a time deposit, the
clusion when you redeem bonds and pay

deductible amount will be shown on Form
qualified higher educational expenses during

1099–INT in box 2 (early withdrawal pen- the same year.How To Report alty). If an amount appears in box 2, file Form For more information on the exclusion
1040 and report this amount on line 28 (pen-Interest Income and qualified higher educational expenses,
alty on early withdrawal of savings). see the earlier discussion under EducationGenerally, you report all of your taxable inter- Box 3 of Form 1099–INT shows the Savings Bond Program.est income on line 8a, Form 1040; line 8a, amount of interest income you received from You must show your total interest fromForm 1040A; or line 2, Form 1040EZ. U.S. Savings Bonds, Treasury bills, Treasury Series EE U.S. Savings Bonds issued after
notes, and Treasury bonds. Include the 1989 that you cashed during 1996 on line 6Limits on use of Form 1040EZ.  You can- amount shown in box 3 in your total taxable of Form 8815 and on line 1 of either Sched-not use Form 1040EZ if any of the following interest income, unless it includes an ule 1 (Form 1040A) or Schedule B (Formare true. amount previously included in interest in- 1040). After completing Form 8815, enter

1) Your interest income is more than $400. come. If part of the amount shown in box 3 the result from line 14 (Form 8815) on line 3
was previously included in interest income,2) You are excluding interest under the Ed- of Schedule 1 (Form 1040A) or line 3 of
see Interest from U.S. Savings Bonds, later.ucation Savings Bond Program. Schedule B (Form 1040).
If you redeemed U.S. Savings Bonds you

3) You received interest as a nominee bought after 1989 and you had qualified edu- Form 1099–OID.  The taxable OID on a dis-(that is, in your name but the interest ac- cational expenses, see Form 8815, later. counted obligation for the part of the yeartually belongs to someone else).
Box 4 of Form 1099–INT (federal income you owned it is shown in box 1 of Form

4) You received a Form 1099–INT for U.S. tax withheld) will contain an amount if you 1099–OID. Include this amount in your total
Savings Bond interest that includes were subject to backup withholding. You taxable interest income. You must report all
amounts you reported before 1996. may have been subject to backup withhold- taxable OID even if you do not receive a

ing if, for example, you did not furnish your Form 1099–OID.
 Instead, you must complete the schedules social security number to a payer. Report the Box 2 of Form 1099–OID shows any tax-
for Form 1040A or Form 1040, as described amount from box 4 on Form 1040EZ, line 7, able interest on the obligation other than
later. on Form 1040A, line 29a, or on Form 1040, OID. Add this amount to the OID shown in

In addition, you cannot use Form 1040EZ line 52 (federal income tax withheld). box 1 and include the result in your total tax-
if you must use Form 1040, as described If there are entries in boxes 5 and 6 of able income.
next. Form 1099–INT, you must file Form 1040. If you forfeited interest or principal on the

Report the amount shown in box 5 (foreign obligation because of an early withdrawal,
Required use of Form 1040.  You must use tax paid) on Form 1116, Foreign Tax Credit, the deductible amount will be shown in box
Form 1040 instead of Form 1040A or Form unless you deduct this amount on Schedule 3. If an amount appears in box 3, file Form
1040EZ if: A of Form 1040 as ‘‘Other taxes.’’ For more 1040 and report this amount on line 28.

information on the credit and deduction, see1) You are reporting OID in an amount Box 4 of Form 1099–OID will contain an
Publication 514, Foreign Tax Credit formore or less than the amount shown on amount if you were subject to backup with-
Individuals.Form 1099–OID, holding. Report the amount from box 4 on
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Form 1040EZ, line 7, on Form 1040A, line rather than tax exempt. Do not include this 1099–OID from a brokerage firm, list the bro-
29a, or on Form 1040, line 52. amount in tax-exempt interest. kerage firm as the payer. If you received

You should not have received a Form more than $400 in taxable interest, you must
1099–INT for tax-exempt interest. But if you also complete Part III of Schedule B (FormForm 1040A  
did, you must fi l l in Schedule 1 (Form 1040). See Foreign accounts and trusts, dis-

You must complete Part I of Schedule 1 1040A). See the Form 1040A Instructions for cussed in Chapter 1.
(Form 1040A), if you file Form 1040A and: how to report this on Schedule 1. Be sure to If you redeemed Series EE U.S. Savings

show the tax-exempt interest on line 8b.1) Your taxable interest income totals Bonds and you have qualified educational
more than $400, expenses, complete and attach Form 8815.

Frozen deposits (Form 1040A).   Even if Enter the result from line 14 of Form 8815 on2) You are claiming the interest exclusion
you receive a Form 1099–INT for interest on line 3 of Schedule B. See Education Savingsunder the Education Savings Bond
deposits that you could not withdraw at the Bond Program and Form 8815 earlier forProgram,
end of 1996, you must exclude these more information.

3) You received a Form 1099–INT for tax- amounts from your gross income, as ex-
exempt interest, plained earlier under General Information. Reporting interest on seller-financed

Do not include this income on line 8a. If you4) You received interest from a seller-fi- mortgage.  If an individual buys his or herare completing Part I of Schedule 1, includenanced mortgage and the buyer used home from you in a sale that you finance,on line 1 the interest shown on Form 1099–the property as a home, or you must report the buyer’s name, address,INT. Several lines above line 2, put a sub-
and social security number on line 1 of5) You received, as a nominee, interest total of all interest income. Below this sub-
Schedule B (Form 1040). If you do not, youthat actually belongs to someone else. total, write ‘‘Frozen Deposits,’’ and show the
may have to pay a $50 penalty. The buyeramount of interest that you are excluding.
may have to pay a $50 penalty if he or she List each payer’s name and the amount of Subtract this amount from the subtotal and
does not give you this information.interest income received from each payer. If write the result on line 2.

The buyer must report your name, ad-you received a Form 1099–INT or Form
1099–OID from a brokerage firm, list the bro- dress, and social security number (or em-Form 1040  kerage firm as the payer. ployer identification number) on Schedule A

You must complete Part 1 of Schedule B (Form 1040). You must give this information
(Form 1040) if you file Form 1040 and any of to the buyer. If you do not, you may have toReporting interest on seller-financed
the following apply: pay a $50 penalty.mortgage.  If an individual buys his or her

home from you in a sale that you finance, 1) Your taxable interest income is more
you must report the buyer’s name, address, Tax-exempt interest income (Form 1040).than $400.
and social security number on line 1 of  If you received any tax-exempt interest in-2) You are claiming the interest exclusionSchedule 1 (Form 1040A). If you do not, you come (such as interest on certain state andunder the Education Savings Bondmay have to pay a $50 penalty. The buyer municipal bonds), you must report the totalProgram.may have to pay a $50 penalty if he or she amount of that interest on line 8b of Form
does not give you this information. 3) You received interest from a seller-fi- 1040. Also report on line 8b any exempt-in-

The buyer must report your name, ad- nanced mortgage and the buyer used terest dividends that you received from a
dress, and social security number (or em- the property as a home. mutual fund or other regulated investment
ployer identification number) on Schedule A company. Do not include this interest in your4) You received a Form 1099–INT for tax-
(Form 1040). You must give this information taxable interest income on line 8a. Remem-exempt interest.
to the buyer. If you do not, you may have to ber that OID is a form of interest. You report

5) You received, as a nominee, interestpay a $50 penalty. nontaxable OID on line 8b as it accrues,
that actually belongs to someone else.

whether or not you receive any payments
Nominee distributions (Form 1040A).  If 6) You received a Form 1099–INT for inter- from the bond issuer.
the total interest income you list on line 1, est on a bond that you bought between You should not have received a Form
Part I of Schedule 1 (Form 1040A), includes interest payment dates. 1099–INT for tax-exempt interest. But if you
any amount that you received as a nominee did, you must fill in Schedule B (Form 1040).7) You are reporting OID in an amountfor the real owner, show that amount sepa- See the Schedule B instructions for how tomore or less than the amount shown onrately below a subtotal of all interest income report this. Be sure to also show the tax-ex-Form 1099–OID.listed. Identify the amount as ‘‘Nominee Dis-

empt interest on Form 1040, line 8b.
tribution,’’ and subtract it from the interest in- 8) You choose to reduce your interest in-

Interest earned on an individual retire-come subtotal. Report the result on line 2, come from a bond by the amount of
ment arrangement (IRA) is tax deferredPart I of Schedule 1. amortizable bond premium. (For infor-
rather than tax exempt. Do not include suchFor more information, see Nominee dis- mation about this choice, see Bond Pre-
amount in tax-exempt interest.tributions and accrued interest later under mium Amortization in Publication 550.)

Form 1040.
Frozen deposits (Form 1040).   Even if youOn line 1, Part I of Schedule B, list each pay-
receive a Form 1099–INT for interest on de-Tax-exempt interest income (Form er’s name and the amount received from
posits that you could not withdraw at the end1040A).   If you received any tax-exempt in- each.
of 1996, you must exclude these amountsterest, such as from state or local govern- List first any interest income from seller-
from your gross income, as explained earliermental obligations, do not include this in- financed mortgages. (For more information
under General Information. Do not includecome on line 8a. Instead, enter your tax- about reporting this income, see Reporting
this income on line 8a. If you are completingexempt interest on line 8b. Also include on interest on seller-financed mortgage, next.)
Part I of Schedule B, include the full amountline 8b any exempt-interest dividends re- Then, report all other taxable interest you
of interest shown on your Form 1099–INT onceived from a mutual fund or other regulated received. Include the total amount of interest
line 1. Several lines above line 2, put a sub-investment company. Remember that OID is income that is shown in box 1 and box 3 of
total of all interest income. Below this sub-a form of interest. You report OID as it ac- any Form 1099–INT or in box 1 and box 2 of
total, write ‘‘Frozen Deposits,’’ and show thecrues, whether or not you receive any pay- any Form 1099–OID that you receive for the
amount of interest that you are excluding.ments from the bond issuer. tax year, and other interest income received
Subtract this amount from the subtotal andInterest earned on an individual retire- for which you did not receive a Form 1099. If
write the result on line 2.ment arrangement (IRA) is tax deferred you received a Form 1099–INT or Form
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Nominee distributions and accrued inter- Example.  You receive a Form 1099–INT Original issue discount (OID).   If you are
est (Form 1040).   If the total interest in- for 1996 that shows a total of $1,500 of inter- reporting OID in an amount greater or less
come you list on line 1, Part I of Schedule B, est income earned on a savings account that than the amount shown on Form 1099–OID,
includes any amount that you received as a you hold jointly with your sister. You each or other written statement (such as for a
nominee for the real owner or that reflects have agreed to share the yearly interest in- REMIC regular interest), include the full
accrued interest paid on a bond that you come in proportion to the amount that each amount of OID shown on your Form 1099–
bought between interest payment dates, of you has invested, even though your identi- OID or other statement on line 1, Part I of
show that amount separately below a sub- fication (social security) number was given to Schedule B (Form 1040). If the OID to be re-
total of all interest income listed. Identify the the bank for its recordkeeping purposes. ported is less than the amount shown on
amount as ‘‘Nominee Distribution,’’ or ‘‘Ac- Your sister has deposited 30% of the Form 1099–OID, follow the earlier reporting
crued Interest,’’ as appropriate, and subtract amount invested in this account. As a result,

rules for nominee distributions or accrued in-it from the interest income subtotal. Report you received as a nominee the amount of in-
terest, as applicable, so that you will reportthe result on line 2, Part I of Schedule B. terest income belonging to your sister. For
only the OID you have to report. Below theFor more information, see Bonds Sold 1996, this amount is $450, or 30% of the to-
subtotal, write ‘‘OID Adjustment,’’ and showBetween Interest Dates, earlier. tal interest of $1,500.
the OID you are not required to report. If theInterest on a joint account.   If you re- You must provide your sister with a Form
OID to be reported is greater than theceive a Form 1099–INT which shows your 1099–INT by January 31, 1997, showing
amount shown on Form 1099–OID, show thetaxpayer identification number and names $450 of interest income that she earned for
additional OID separately below a subtotal oftwo or more recipients or includes amounts 1996. You must also send a copy of the
all interest income listed. Identify the amountbelonging to another person, you must file a nominee Form 1099–INT, along with Form

Form 1099–INT with the IRS to show the 1096, to the Internal Revenue Service as ‘‘OID Adjustment,’’ and add it to the inter-
proper distributions of the amounts shown. Center by February 28, 1997. Show your est income subtotal.
Complete a Form 1099–INT and Form 1096, own name, address, and identification num-
Annual Summary and Transmittal of U.S. In- ber as the ‘‘Payer’’ on the Form 1099–INT.

Penalty on early withdrawal of savings.   Ifformation Returns, and file both forms with Provide the same information for your sister
you withdraw funds from a time savings ac-your Internal Revenue Service Center. Give in the blocks provided for identification of the
count before maturity, you may be charged athe other person(s) Copy B of the Form ‘‘Recipient.’’
penalty. You must report the gross amount1099–INT which you filed as a nominee. On When you prepare your own 1996 federal
of interest paid or credited to your accountForm 1099–INT and Form 1096, you should income tax return, report the total amount of
during the year, without subtracting the pen-be listed as the ‘‘Payer.’’ Prepare one Form interest income, $1,500, on line 1, Part I of
alty. You deduct the penalty on line 28, Form1099–INT for each other owner and show Schedule B (Form 1040), and identify the

that person as the ‘‘Recipient.’’ You are not name of the bank which paid this interest. 1040. Deduct the entire penalty even if it ex-
required, however, to file Form 1099–INT to Show the amount belonging to your sister, ceeds your interest income. The Form 1099–
show payments for your spouse. For more $450, as a subtraction from the subtotal of INT or similar statement given to you by the
information about the reporting require- all interest on Schedule B and identify this financial institution will show the gross
ments and the penalties for failure to file (or subtraction as a ‘‘Nominee Distribution.’’ amount of interest and the penalty. 
furnish) certain information returns, see the (Your sister will report the $450 of interest in-
Instructions for Forms 1099, 1098, 5498, come on her own tax return, if she has to file

Sample returns.  The sample return inand W–2G. a return, and identify you as the payer of that
Chapter 38 has an example of reporting in-Similar rules apply to OID reported to you amount.)
terest income on Form 1040A. The sampleas a nominee on Form 1099–OID. You must
return in Chapter 39 has an example of re-file a Form 1099–OID with Form 1096 to
porting interest income on Form 1040.show the proper distributions of the OID.
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□ 925 Passive Activity and At-Risk Social security number (SSN).   You must
give your name and SSN (or individual tax-Rules
payer identification number (ITIN)) to any9.
person required by federal tax law to make aForm (and Instructions)
return, statement, or other document that re-

□ Schedule B (Form 1040) InterestDividends and lates to you. This includes payers of
and Dividend Income dividends.Other Corporate □ Schedule 1 (Form 1040A) Interest For more information on SSNs and ITINs,

see Social security number (SSN)  in Chap-and Dividend Income for FormDistributions ter 8.1040A Filers
Penalty for failure to supply SSN.  If

□ 1099 Instructions for Forms 1099,
you do not give your SSN or ITIN to the payer1098, 5498, and W–2G
of dividends, you may have to pay a penalty.
See Failure to supply social security numberImportant Reminders under Penalties in Chapter 1. Backup with-General Information holding also may apply.Dividends received in January.  Any divi-

This section discusses general rules on divi-dend declared by a regulated investment
Backup withholding.   Your investment in-dend income.company (mutual fund) or real estate invest-
come is generally not subject to regular with-ment trust (REIT) in October, November, or
holding. However, it may be subject toDecember and payable to you by December Passive activity income and losses. 
backup withholding to ensure that income31, but actually paid during January of the There are tax rules which limit the amount of
tax is collected on this income.following calendar year, is treated as paid to losses and tax credits from passive activities

Under backup withholding, when youyou in the earlier year. that you can claim. Generally, you can use
open a new account you must certify underlosses from passive activities only to offset
penalties of perjury that your SSN or ITIN isForeign-source income.  If you are a U.S. income from passive activities. You gener-
correct and that you are not subject tocitizen with investment income from sources ally cannot use passive activity losses to off-
backup withholding. Your payer will give yououtside the United States (foreign income), set your other income, such as your wages
a Form W–9, Request for Taxpayer Identifi-you must report all such income on your tax or your portfolio income. Portfolio income
cation Number and Certification, or a similarreturn unless it is exempt by U.S. law. This is is any gross income from interest, dividends,
form, to make this certification. If you fail totrue whether you reside inside or outside the etc., that is not derived in the ordinary course
make this certification, backup withholdingUnited States and whether or not you re- of a trade or business. For more information
may begin immediately on your new accountceive a Form 1099 from the foreign payer. about determining and reporting income and
or investment, and 31% of the amount paidlosses from passive activities, see Publica-
on your account or investment will be with-tion 925.
held. Backup withholding may also be re-
quired if the Internal Revenue Service (IRS)Introduction Tax on investment income of a child has determined that you underreported your

under age 14.  Part of a child’s investmentThis chapter discusses the tax treatment of: interest or dividend income. For more infor-
income may be taxed at the parent’s tax mation, see Backup Withholding in Chapter● Dividend income, rate. This may happen if the child was under 5.

● Capital gain distributions, age 14, had more than $1,300 of investment
income (such as taxable interest and divi-● Nontaxable distributions, and Stock certificate in two or more names.  If
dends) and has to file a tax return, and either two or more persons hold stock as joint te-● Other distributions you may receive from a parent was alive at the end of the year. If nants, tenants by the entirety, or tenants incorporation or a mutual fund. these requirements are met, Form 8615, common, each person may receive a share
Tax for Children Under Age 14 Who Have In- of any dividends from the stock. Each per-This chapter also explains how to report vestment Income of More Than $1,300, son’s share is determined by local law.dividend income on your tax return. must be completed and attached to the

Dividends are distributions of money, child’s tax return. If these requirements are Form 1099–DIV.   Most corporations usestock, or other property paid to you by a cor- not met, Form 8615 is not required and the Form 1099–DIV, Dividends and Distribu-poration. You also may receive dividends child’s income is taxed at his or her own tax tions, to show you the distributions you re-through a partnership, an estate, a trust, or rate. ceived from them during the year. Keep thisan association that is taxed as a corporation. However, parents can choose to include form with your records. You do not have toHowever, some amounts you receive that their child’s interest and dividends on their attach it to your tax return. Even if you do notare called dividends are actually interest in- return if certain requirements are met. Use receive Form 1099–DIV, you must report allcome. See Dividends that are actually inter- Form 8814,  Parents’ Election To Report of your taxable dividend income.est under Taxable Interest in Chapter 8. Child’s Interest and Dividends, for this Reporting tax withheld.  If tax is with-Most distributions that you receive are purpose. held from your dividend income, the payerpaid in cash (or check). However, you may For more information about the tax on in- must give you a Form 1099–DIV that indi-receive more stock, stock rights, other prop- vestment income of children and the par- cates the amount withheld.erty, or services. These distributions are also ents’ election, see Chapter 32. Nominees.   If someone receives distri-discussed in this chapter.
butions as a nominee for you, that person

Beneficiary of an estate or trust.  Interest, will give you a Form 1099–DIV, which will
Useful Items dividends, or other investment income you show distributions received on your behalf.
You may want to see: receive as a beneficiary of an estate or trust If you receive a Form 1099–DIV that in-

is generally taxable income. You should re- cludes amounts belonging to another per-
Publication ceive a Schedule K–1 (Form 1041), son, see Nominees, later under How To Re-

Beneficiary’s Share of Income, Deductions, port Dividend Income, for more information.□ 514 Foreign Tax Credit for Individuals
Credits, etc., from the fiduciary. Your copy of

□ 550 Investment Income and Schedule K–1 and its instructions will tell you Form 1099–MISC.   Certain substitute pay-
Expenses where to report the items on your Form ments in lieu of dividends or tax-exempt in-

1040.□ 564 Mutual Fund Distributions terest that are received by a broker on your
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behalf must be reported to you on Form You also must report as income any ser- Form 2439 as part of your records to show
increases in the basis of your stock.1099–MISC, Miscellaneous Income, or a vice charge subtracted from your cash divi-

similar statement. See Reporting substitute dends before the dividends are used to buy
payments under Short Sales in Publication the additional stock. But you may be able to Real estate investment trusts (REITs). 
550 for more information about reporting deduct the service charge. See Chapter 30 You will receive a Form 1099–DIV or similar
such substitute payments. statement from the REIT showing the capitalfor more information about deducting ex-

gain distributions you must include in your in-penses of producing income.
come. You report the capital gain distribu-In some dividend reinvestment plans,Incorrect amount shown on a Form 1099.
tions as long-term capital gain regardless ofyou can invest more cash to buy shares ofIf you receive a Form 1099 that shows an in-
how long you owned stock in the REIT. stock at a price less than fair market value. Ifcorrect amount (or other incorrect informa-

you choose to do this, you must report as in-tion), you should ask the issuer for a cor-
Additional information.  For more informa-come the difference between the cash yourected form. The new Form 1099 you receive
tion on the treatment of distributions frominvest and the fair market value of the stockwill be marked ‘‘CORRECTED.’’
mutual funds and regulated investment com-you buy. When figuring this amount, use the
panies, see Publication 564, Mutual Fundfair market value of the stock on the dividendDividends on stock sold.  If stock is sold,
Distributions.payment date.exchanged, or otherwise disposed of after a

dividend is declared, but before it is paid, the
owner of record (usually the payee shown on
the div idend check) must report  the NontaxableCapital Gaindividend.

Distributions  Distributions  
Dividends received in January.  If a regu- You may receive a return of capital or a tax-Capital gain distributions (also called capitallated investment company (mutual fund) or free distribution of more shares of stock orgain dividends) are paid to you or credited toreal estate investment trust (REIT) declares stock rights. These distributions are notyour account by regulated investment com-a dividend (including any exempt-interest treated the same as ordinary dividends orpanies, mutual funds, and real estate invest-dividend) in October, November, or Decem- capital gain distributions.ment trusts. A Form 1099–DIV or the mutualber and that dividend is payable to you on a

fund statement will tell you the amount youspecified date by December 31, you are con-
are to report as a capital gain distribution. Return of Capital  sidered to have received the dividend on De-
You report as long-term capital gains the A return of capital is a distribution that is notcember 31 even though the company or trust
capital gain distributions paid to you during paid out of the earnings and profits of a cor-actually pays the dividend during January of
the year regardless of how long you owned poration. It is a return of your investment inthe following calendar year. You report the
the stock in the regulated investment com- the stock of the company. You should re-amount in the year of declaration.
pany or mutual fund. Those distributions that ceive a Form 1099–DIV or other statement
are not derived in the ordinary course of a from the corporation showing you what part
trade or business are treated as portfolio in- of the distribution is a return of capital. If you
come and are not considered as income do not receive such a statement, you reportOrdinary Dividends 
from a passive activity (see Passive activity the distribution as an ordinary dividend.

Ordinary (taxable) dividends are the most income and losses, earlier).
common type of distribution from a corpora- Basis adjustment.  A return of capital
tion. They are paid out of the earnings and Undistributed capital gains.  In addition to reduces the basis of your stock. It is not
profits of a corporation and are ordinary in- the amounts you receive, you must report as taxed until your basis in the stock is fully re-
come to you. This means they are not capital long-term capital gains any other amounts covered. If you buy stock in a corporation in
gains. You can assume that any dividend that the investment company or mutual fund different lots at different times, and you can-
you receive on common or preferred stock is credited to you as capital gain distributions, not definitely identify the shares subject to
an ordinary dividend unless the paying cor- even though you did not actually receive the return of capital, reduce the basis of your
poration tells you otherwise. them. earliest purchases first.

You can take credit on your return for any When the basis of your stock has been
Money market funds.  Report amounts you tax that the investment company or mutual reduced to zero, report any additional return
receive from money market funds as divi- fund has paid for you on the undistributed of capital that you receive as a capital gain.
dend income. These amounts generally are capital gains. Whether you report it as a long-term or short-
not interest income and should not be re- term capital gain depends on how long youForm 2439.  Undistributed capital gains
ported as interest. have held the stock. See Holding Period inare not reported to you on Form 1099–DIV.

Chapter 15.The company or fund will send you Form
2439, Notice to Shareholder of UndistributedDividends used to buy more stock.  The Example.  You bought stock in 1986 for
Long-Term Capital Gains, showing thecorporation in which you own stock may $100. In 1988, you received a return of capi-
amount of the undistributed long-term capi-have a dividend reinvestment plan. This tal of $80. You did not include this amount in
tal gains and the tax that was paid. You takeplan lets you choose to use your dividends to your income, but you reduced the basis of
credit for the tax by entering the tax paid andbuy (through an agent) more shares of stock your stock to $20. You received a return of
checking box a on line 57, Form 1040. At-in the corporation instead of receiving the capital of $30 in 1996. The first $20 of this
tach Copy B of Form 2439 to your return.dividends in cash. If you are a member of this amount reduced your basis to zero. You re-

You must report any undistributed gainstype of plan and you use your dividends to port the other $10 as a long-term capital gain
shown on Form 2439 as capital gain distribu-buy more stock at a price equal to its fair for 1996. You must report as a long-term
tions in addition to any other capital gain dis-market value, you must report the dividends capital gain any return of capital you receive
tributions reported on Form 1099–DIV.as income. on this stock in later years.

Basis adjustment.  Increase your basisIf you are a member of a dividend rein-
in the stock by 65% of the undistributed cap-vestment plan that lets you buy more stock Liquidating distributions.   Liquidating dis-
ital gain. (This is the difference between theat a price less than its fair market value, you tributions, sometimes called liquidating divi-
amount of undistributed long-term capitalmust report as income the fair market value dends, are distributions you receive during a
gain that you report and the amount of theof the additional stock on the dividend pay- partial or complete liquidation of a corpora-
tax paid for you by the fund.) Keep Copy C ofment date. tion. These distributions are, at least in part,
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one form of a return of capital. They may be 4) The distribution gives preferred stock to Basis (cost) of old stock after the stock
paid in one or more installments. You will re- dividend (($200 ÷  $210) ×  $100) . . . $ 95.24some common stock shareholders and
ceive a Form 1099–DIV from the corporation Basis (cost) of stock dividend gives common stock to other common
showing you the amount of the liquidating (($10 ÷  $210) ×  $100) . . . . . . . . . . . . . . 4.76stock shareholders, or
distribution. Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100.005) The distribution is on preferred stock.

Any liquidating distribution you receive is (The distribution, however, is not taxa- Cash received . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10.00not taxable to you until you have recovered ble if it is an increase in the conversion Basis (cost) of stock dividend . . . . . . . . . . 4.76the basis of your stock. After the basis of
ratio of convertible preferred stock Gain $ 5.24your stock has been reduced to zero, you
made solely to take into account a stock

must report the liquidating distribution as a
dividend, stock split, or similar event Because you had held the share of stockcapital gain (except in certain instances in-
that would otherwise result in reducing more than one year at the time the stock divi-volving collapsible corporations). Whether
the conversion right.) dend was declared, your gain on the stockyou report the gain as a long-term or short-

dividend is a long-term capital gain. term capital gain depends on how long you
The term ‘‘stock’’ includes rights to ac- Scrip dividends.  A corporation that de-have held the stock. See Holding Period in

quire stock, and the term ‘‘shareholder’’ in- clares a stock dividend may issue you a scripChapter 15.
cludes a holder of rights or of convertible certificate that entitles you to a fractionalStock acquired at different times.  If
securities. share. The certificate is generally nontax-you acquired stock in the same corporation

If you receive taxable stock dividends or able when you receive it. If you choose toin more than one transaction, you own more
stock rights, include their fair market value at have the corporation sell the certificate forthan one block of stock in the corporation. If
the time of the distribution in your income. you and give you the proceeds, your gain oryou receive distributions from the corpora-

Preferred stock redeemable at a pre- loss is the difference between the proceedstion in complete liquidation, you must divide
mium.  If you hold preferred stock having a and the portion of your basis in the corpora-the distribution among the blocks of stock
redemption price higher than its issue price, t ion’s stock that  is  a l located to theyou own in the following proportion: the num-
the difference (the redemption premium) certificate.ber of shares in that block over the total
generally is taxable as a constructive distri- However, if you receive a scrip certificatenumber of shares you own. Divide distribu-
bution of additional stock on the preferred that you can choose to redeem for cash in-tions in partial liquidation among that part of
stock. For more information, see Publication stead of stock, the certificate is taxablethe stock that is redeemed in the partial liqui-
550. when you receive it. You must include in in-dation. After the basis of a block of stock is

come its fair market value on the date you re-reduced to zero, you must report the part of
ceive it.Basis.  Your basis in stock or stock rights re-any later distribution for that block as a capi-

tal gain. ceived in a taxable distribution is their fair
Distributions less than basis.  If the to- market value when distributed. If you receive

tal liquidating distributions you receive are stock or stock rights that are not taxable to Other Distributions less than the basis of your stock, you may you, see Stocks and Bonds under Basis of
have a capital loss. You can report a capital Investment Property in Chapter 4 of Publica- You may receive any of the following distri-
loss only after you have received the final tion 550 for information on how to figure their butions during the year.
distribution in liquidation that results in the basis.
redemption or cancellation of the stock. Exempt-interest dividends.  Exempt-inter-
Whether you report the loss as a long-term Fractional shares.  You may not own est dividends you receive from a regulated
or short-term capital loss depends on how enough stock in a corporation to receive a investment company (mutual fund) are not
long you held the stock. See Holding Period full share of stock if the corporation declares included in your taxable income. (However,
in Chapter 15. a stock dividend. However, with the approval see Information reporting requirement,

of the shareholders, the corporation may set next.) You will receive a notice from the mu-
up a plan in which fractional shares are not tual fund telling you the amount of the ex-Distributions of Stock
issued, but instead are sold, and the cash empt-interest dividends you received. Ex-and Stock Rights  proceeds are given to the shareholders. Any empt-interest dividends are not shown on

Distributions by a corporation of its own cash you receive for fractional shares under Form 1099–DIV or Form 1099–INT. See
stock are commonly known as stock divi- Gains and Losses in Publication 564 for in-such a plan is treated as an amount realized
dends. Stock rights (also known as ‘‘stock formation about the loss treatment of mutualon the sale of the fractional shares. You
options’’) are distributions by a corporation fund stock on which you received exempt-in-must determine your gain or loss and report
of rights to subscribe to the corporation’s terest dividends.it as a capital gain or loss on Schedule D
stock. Generally, stock dividends and stock Information reporting requirement.(Form 1040). Your gain or loss is the differ-
rights are not taxable to you, and you do not Although these dividends are not taxable,ence between the cash you receive and the
report them on your return. you must show them on your tax return if youbasis of the fractional shares sold.

have to file. This is an information reportingExample.  You own one share of com-Taxable stock dividends and stock rights. requirement and does not convert exempt-mon stock that you bought on January 3,Distributions of stock dividends and stock interest dividends to taxable income. See1990, for $100. The corporation declared arights are taxable to you if any of the follow- Tax-exempt interest income under How Tocommon stock dividend of 5% on June 30,ing apply: Report Interest Income in Chapter 8.1996. The fair market value of your stock at
Alternative minimum tax treatment.1) You or any other shareholder has the the time the stock dividend was declared

Exempt-interest dividends may be treated aschoice to receive cash or other property was $200. You were paid $10 for the frac-
tax-exempt interest on specified private ac-instead of stock or stock rights, tional-share stock dividend under a plan de-
tivity bonds, which is a ‘‘tax preference item’’scribed in the above paragraph. You figure2) The distribution gives cash or other that may be subject to the alternative mini-your gain or loss as follows:property to some shareholders and an mum tax. See Alternative Minimum Tax in

increase in the percentage interest in Chapter 31 for more information.Fair market value of old stock . . . . . . . . . . $200.00the corporation’s assets or earnings
Fair market value of stock dividendand profits to other shareholders, Dividends on insurance policies.   Insur-(cash received) . . . . . . . . . . . . . . . . . . . . . . . 10.00

3) The distribution is in convertible pre- ance policy dividends that the insurer keeps
Fair market value of old stock and stockferred stock and has the same result as and uses to pay your premiums are not taxa-

dividend . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $210.00in (2), ble. If the dividends are distributed to you,
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they are a partial return of the premiums you your employer for services you perform and 5. Below this subtotal, write ‘‘Nominee Distri-
paid. Do not include them in your gross in- that is nontransferable and subject to a sub- butions’’ and show the amounts received as
come until they are more than the total of all stantial risk of forfeiture. You do not have to a nominee. Subtract the total of your nomi-
net premiums you paid for the contract. Re- include the value of the stock in your income nee distributions from the subtotal. Enter the
port any taxable distributions on insurance when you receive it. However, if you get divi- result on line 6 of Part II.
policies on line 16b (Form 1040) or line 11b dends on the restricted stock, you must in- See Nominees (Form 1040), later, for
(Form 1040A). However, you must report as clude them in your income as wages, not more information.
taxable interest income the interest paid or dividends.
credited on dividends left with an insurance Your employer should include these divi- Form 1040 company. See Chapter 8 for treatment of in- dends in the wages shown on your Form W–

 You must fill in Part II of Schedule B and at-terest income. 2. If you also get a Form 1099–DIV for these
tach it to your Form 1040, if:dividends, list them on line 5, Part II of

Dividends on veterans’ insurance.  Divi- Schedule B (Form 1040), with any other divi- 1) Your gross dividends (box 1a of Form
dends you receive on veterans’ insurance dends you received. Enter a subtotal of all 1099–DIV), including capital gain and
policies are not taxable. In addition, do not your dividend income several lines above nontaxable distributions, are more than
report as taxable income interest on divi- line 6. Below the subtotal, write ‘‘Dividends $400, or
dends left with the Department of Veterans on restricted stock reported as wages on line

2) You received, as a nominee, dividendsAffairs. See Veterans in Chapter 6 for more 7, Form 1040,’’ and enter the amount of the
that actually belong to someone else.information about veterans’ benefits. dividends included in your wages on line 7,

Form 1040. Subtract this amount from the
 If your total dividends are more than $400,Patronage dividends.   Generally, pa- subtotal and enter the result on line 6, Part II
you must also complete Part III of Scheduletronage dividends you receive in money from of Schedule B.
B.a cooperative organization are included in Election.  You can choose to include in

You must report all of your dividend in-your income. gross income the value of restricted stock as
come (box 1a of Form 1099–DIV) on line 5,Do not include in your income patronage pay for services. If you make this choice, the
Part II of Schedule B. You must include ondividends you receive on: dividends are treated as any other dividends.
this line all the ordinary dividends, capitalIf you receive both a Form 1099–DIV and1) Property bought for your personal use, gain distributions, and return of capital distri-a Form W–2 showing these dividends, do notor butions (other than liquidating distributions)include the dividends in your wages reported
you received. List the name of each payer2) Capital assets or depreciable property on line 7, Form 1040. List the dividends on
and the amount of distribution you received.bought for use in your business. But you line 5, Part II of Schedule B, along with your
If your securities are held by a brokerage firmmust reduce the basis (cost) of the other dividends (if the amount of dividends

items bought. If the dividend is more (in ‘‘street name’’), list the name of the bro-received from all sources is more than
than the adjusted basis of the assets, kerage firm that is shown on Form 1099–DIV$400). Attach a statement to your Form 1040
you must report the excess as income. as the payer. If your stock is held by a nomi-explaining why the amount shown on line 7

nee who is the owner of record, and theof your Form 1040 is different from the
nominee credited or paid you dividends onThese rules are the same whether the amount shown on your Form W–2.
the stock, show the name of the nomineecooperative paying the dividend is a taxable
and the dividends you received or for whichor tax-exempt cooperative. Expenses related to dividend income.
you were credited.You may deduct expenses related to divi-

Enter on line 6 the total of the amountsAlaska Permanent Fund dividends.  Do dend income only if you itemize your deduc-
listed on line 5. However, if you hold stock asnot report these amounts as dividends. In- tions on Schedule A (Form 1040). See Chap-
a nominee, see Nominees, later.stead, report these amounts on line 21 of ter 30 for general  information about

Form 1040, line 12 of Form 1040A, or line 3 Enter on line 7 any amount shown on linededucting expenses of producing income.
of Form 1040EZ. 5 that is a capital gain distribution. Enter on

line 8 any amount from line 5 that is a returnForm 1040A of capital. 
 You must complete Part II of Schedule 1 Add the amounts shown on lines 7 and 8,How To Report (Form 1040A) and attach it to your Form and enter the total on line 9. Subtract the
1040A, if: amount on line 9 from the amount on line 6.Dividend Income 

The difference, if any, is your taxable ordi-1) Your gross dividend income (box 1a of
Generally, you can use either Form 1040 or nary dividends. Enter this amount on line 10,Form 1099–DIV) totals more than $400,
Form 1040A to report your dividend income. Part II of Schedule B, and on line 9, Formor
However, you must use Form 1040 if you re- 1040.

2) You received, as a nominee, dividendsceive capital gain distributions or return of
that actually belong to someone else.capital distributions. You cannot use Form Capital gain distributions.   Report capital

1040EZ if you receive any dividend income. gain distributions (box 1c of Form 1099–DIV)
List on line 5 each payer’s name and theReport the total of your taxable dividend on line 14, Part II of Schedule D (Form 1040).

amount of dividend income received fromincome on line 9 of Form 1040 or Form If you do not need to use Schedule D to re-
each payer. If you received a Form 1099–1040A. port any other gains or losses, do not use it.
DIV from a brokerage firm, list the brokerage Instead, show your capital gain distributions
firm as the payer.Form 1099–DIV.   If you owned stock on on line 13, Form 1040. Write ‘‘CGD’’ on the

Enter on line 6 the total of the amountswhich you received $10 or more in gross divi- dotted line next to that line.
listed on line 5. Also enter this total on line 9,dends and other distributions, you should re-
Form 1040A.ceive a Form 1099–DIV. Even if you do not Use the Capital Gain Tax Work-

receive Form 1099–DIV, you must report all sheet in the Form 1040 instructions
of your taxable dividend income. Nominees (Form 1040A).  If you received to figure your tax if your taxable in-

See Form 1099–DIV for more information dividends as a nominee (that is, the divi- come (Form 1040, line 37) is more than:
on how to report dividend income. dends are in your name but actually belong $96,900 if married filing jointly or qualifying

to someone else), include them on line 5 of widow(er); $58,150 if single; $83,050 if head
Schedule 1. Several lines above line 6, put a of household; or $48,450 if married filingDividends received on restricted stock.
subtotal of all dividend income listed on lineRestricted stock is stock that you get from separately.
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Nontaxable (return of capital) distribu- income to others. Enter a subtotal of all your You are not required, however, to file a Form
tions.  Report return of capital distributions dividend income listed on line 5 several lines 1099–DIV to show payments for your
(box 1d of Form 1099–DIV) only after your above line 6. Below the subtotal, write spouse. For more information about the re-
basis in the stock has been reduced to zero. ‘‘Nominee Distribution,’’ and show the porting requirements and the penalties for
After the basis of your stock has been re- amounts received as a nominee. Subtract failure to file (or furnish) certain information
duced to zero, you must show this amount these distributions from the subtotal, and returns, see the Instructions for Forms 1099,
on line 1, Part I of Schedule D, if you held the enter the result on line 6. 1098, 5498, and W–2G.
stock one year or less. Show it on line 9, Part If you receive a Form 1099–DIV that
II of Schedule D, if you held the stock for shows your taxpayer identification number, Liquidating distributions.  You will receive
more than one year. Write ‘‘Dividend R.O.C. and names two or more recipients, or in- Form 1099–DIV from the corporation show-
Exceeding Basis’’ in column (a) of Schedule cludes amounts belonging to another per-

ing the amount of the liquidating distributionD and the name of the company. Report your son, you must file a Form 1099–DIV with the
in boxes 5 and 6. Generally, this is treated asgain in column (g) of Schedule D. Your gain IRS to show the proper distributions of the
the sale or exchange of a capital asset andis the amount of the distribution that is more amounts shown. Complete the form and a
should be reported on Schedule D (Formthan your basis in the stock. Form 1096, Annual Summary and Transmit-
1040).tal of U.S. Information Returns, and file both

Nominees (Form 1040).   Include on line 5, forms with your Internal Revenue Service
Sample returns.  The sample return inPart II of Schedule B (Form 1040), all divi- Center. Give the other person Copy B of the
Chapter 38 has an example of reporting divi-dends you received. This includes dividends Form 1099–DIV that you filed as a nominee.
dend income on Form 1040A. The sampleyou received, as a nominee, that actually be- On the forms, you should be listed as the
return in Chapter 39 has an example of re-long to another person (such as your child), ‘‘Payer.’’ On Form 1099–DIV, the other
porting dividend income on Form 1040. even if you later distributed some or all of this owner should be listed as the ‘‘Recipient.’’
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□ 8582 Passive Activity Loss can deduct allowable interest, taxes, and
Limitations casualty and theft losses as itemized deduc-10. tions on Schedule A of Form 1040. See Per-□ Schedule E (Form 1040)

sonal Use of Vacation Home or DwellingSupplemental Income and
Unit, later.LossRental Income
If you own a part interest in rental prop-and Expenses
erty,  you must report your part of the rentalRental Income 
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 

Passive activity rules for rental activities. In addition to amounts you receive as
There are passive loss limits and at-risk rules normal rent payments, there are other This part discusses repairs and certain other
that may affect the amount of rental loss you amounts that may be rental income. expenses of renting property that you ordi-
can claim on your return. However, rental ac- narily can deduct from your gross rental in-
tivities in which you materially participate are Advance rent.   Advance rent is any amount come. It includes information on the ex-
not passive activities if you meet certain re- you receive before the period that it covers. penses you can deduct if you rent part of
quirements. Losses from these activities are Include advance rent in your rental income in your property, or if you change your property
not limited by the passive activity rules. See the year you receive it regardless of the pe- to rental use. Depreciation, which you can
Limits on Rental Losses, later. riod covered or the method of accounting also deduct from your gross rental income, is

you use. discussed later.
Example.  You sign a 10–year lease to If you own a part interest in rental

rent your property. In the first year, you re- property,  you can deduct your part of theIntroduction
ceive $5,000 for the first year’s rent and expenses that you paid.

This chapter discusses rental income and $5,000 as rent for the last year of the lease.
expenses. It covers the following topics: You must include $10,000 in your income in When to deduct.  You generally deduct your

the first year.● Rental income rental expenses in the year you pay or incur
them.● Rental expenses Security deposits.   Do not include a secur-

● Vacation homes and other dwelling units ity deposit in your income when you receive
Vacant rental property.  If you hold prop-it if you plan to return it to your tenant at the● Depreciation erty for rental purposes, you may be able toend of the lease. But, if during any year, you

● Limits on rental losses deduct your ordinary and necessary ex-keep part or all of the security deposit be-
penses for managing, conserving, or main-cause your tenant does not live up to the● How to report your rental income and
taining the property while the property is va-terms of the lease, include the amount youexpenses
cant. However, you cannot deduct any losskeep in your income for that year.
of rental income for the period the property isIf an amount called a security deposit isIf you sell or otherwise dispose of your
vacant.to be used as a final payment of rent, it is ad-rental property, see Publication 544, Sales

vance rent. Include it in your income when Pre-rental expenses.  You can deductand Other Dispositions of Assets.
you receive it.If you have a loss from damage to, or your ordinary and necessary expenses for

from theft of, rental property, see Publication managing, conserving, or maintaining rental
Payment for canceling a lease.   If your547, Disasters, Casualties, and Thefts. property from the time you make it available
tenant pays you to cancel a lease, theIf you rent out a condominium or a coop- for rent.
amount you receive is rent. Include the pay-erative apartment, some special rules apply Expenses for rental property sold.  If
ment in your income for the year you receiveto you even though you receive the same tax you sell property you held for rental pur-
it regardless of your method of accounting.treatment as other owners of rental property. poses, you can deduct the ordinary and nec-

See Publication 527 for more information. essary expenses for managing, conserving,
Expenses paid by tenant.  If your tenant or maintaining the property until it is sold.
pays any of your expenses and these pay-Useful Items
ments are in place of rent, then these pay-You may want to see: Personal use of rental property.  If youments are rental income. You must include

sometimes use your rental property for per-them in your income. You can deduct thosePublication sonal purposes, you must divide your ex-expenses if they are deductible rental
□ 334 Tax Guide for Small Business (for penses between rental and personal use.expenses.

Individuals Who Use Schedule C Also, your rental expense deductions may
or C-EZ ) be limited. See Personal Use of VacationProperty or services.  If you receive prop-

Home or Dwelling Unit, later.□ 527 Residential Rental Property 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 Improvements

If 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

make to your rental property. You cannot de-□ 544 Sales and Other Dispositions of market value when there is no evidence of a
duct the cost of improvements. You recoverAssets different fair market value.
the costs of improvements by taking

□ 925 Passive Activity and At-Risk depreciation(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 tripadd the cost of the improvement to the basis How To Divide Expenses 
was to collect rental income or to manage,of the property.Basis is explained later under If an expense is for both rental use and per-conserve, or maintain your rental property.Modified Accelerated Cost Recovery Sys- sonal use, such as mortgage interest or heatYou must properly allocate between rentaltem (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 1996 is 31 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,use for rental purposes. If you buy a lease- also use that or another part of the same
as a rental expense, the part of tax returnhold for rental purposes, you can deduct an property for personal purposes during the
preparation 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 Home or Dwelling Unit,
tax underpayment related to your rental ac- later, for more information.Rental of equipment.  You can deduct the
tivities. On your 1996 Schedule E (Formrent you pay for equipment that you use for
1040), you can deduct fees paid in 1996 torental purposes. However, in some cases, Property Changedprepare Part I of your 1995 Schedule Elease contracts are actually purchase con-
(Form 1040). to Rental Use  tracts. 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 yourProperty 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- If you use the dwelling unit as a home and Examples.  The following examples show
ance for any property or part of property held you rent it for fewer than 15 days during the how to determine whether you used your
for personal use. However, you can deduct year, do not include any of the rent in your in- rental property as a home.
the allowable part of the interest and tax ex- come and do not deduct any of the rental ex- Example 1.  You converted the base-
penses for personal use as an itemized de- penses. If you rent out the dwelling unit for ment of your home into an apartment with a
duction on Schedule A (Form 1040). 15 or more days, you must include the rent in bedroom, a bathroom, and a small kitchen.

your income and, if you have a net loss, you You rent the apartment at a fair rental priceExample.  Your tax year is a calendar
may not be able to deduct all of the rental ex- to college students during the regular schoolyear. You moved from your home in May and
penses. See How To Figure Income and De- year. You rent to them on a 9–month (273started renting it out on June 1. You can de-
ductions, later. days) lease.duct as rental expenses seven-twelfths of

During the summer, your brothers stayyour yearly expenses, such as taxes and
Dwelling unit.  The rules in this section ap- with you for a month (30 days) and live in theinsurance.
ply to vacation homes and other dwelling apartment rent free.You can deduct as rental expenses,
units. A dwelling unit includes a house, apart- Your basement apartment is used as astarting with June, the amounts you pay for
ment, condominium, mobile home, boat, or home because you use it for personal pur-items generally billed monthly, such as
similar property. A dwelling unit has basic liv- poses for 30 days. That is more than theutilities.
ing accommodations, such as sleeping greater of 14 days or 10% of the total days it
space, a toilet, and cooking facilities. A is rented.Information on depreciation.  See Per-
dwelling unit does not include property usedsonal home changed to rental use, later, Example 2.  You rent out the guest bed-solely as a hotel, motel, inn, or similarunder Modified Accelerated Cost Recovery room in your home at a fair rental price dur-establishment.System (MACRS) for information about how ing the local college’s homecoming, com-Property is used solely as a hotel, motel,to figure your deduction for depreciation. mencement, and football weekends (a totalinn, or similar establishment if it is regularly

of 27 days). Your sister-in-law stays in theavailable for occupancy by paying custom-
room, rent free, for the last three weeks (21Other limits.  If you change property to ers and is not used by an owner as a home
days) in July.rental use and later use part or all of it for during the year.

The room is used as a home because youpersonal purposes, there are other rules that
Example.  You rent out a room in your use it for personal use for 21 days. That isapply to how much of your rental expenses

home that is always available for short-term more than the greater of 14 days or 10% ofyou can deduct. These rules are explained
occupancy by paying customers. You do not the total days it is rented.later under Personal Use of Vacation Home
use the room yourself, and you only allowor Dwelling Unit.
paying customers to use the room. The room

Figuring Daysis used solely as a hotel, motel, inn, or similar
Not Rented For Profit establishment and is not a dwelling unit. of Personal Use 
If your rental of a property is an activity that A day of personal use of a dwelling unit is
you do not carry on to make a profit, you can any day that it is used by:Dwelling Unit
deduct your rental expenses only up to the

1) You or any other person who has an in-Used as Home amount of your rental income. You cannot
terest in it, unless you rent it to anotherYou use a dwelling unit as a home during thecarry forward any of your rental expenses
owner as his or her main home under atax year if you use it for personal purposesthat are more than your rental income. For
shared equity financing agree-more than the greater of 14 days, or 10% ofmore information about the rules for an activ-
ment(defined later),the total days it is rented to others at a fairity not engaged in for profit,see Chapter 1 of

rental price. See Figuring Days of PersonalPublication 535. 2) A member of your family or a member of
Use, later. the family of any other person who has

If a dwelling unit is used for personal pur- an interest in it, unless the family mem-Where to report.  Report your rental income
poses on a day it is rented at a fair rental ber uses the dwelling unit as his or heron line 21, Form 1040. Deduct your mort-
price, do not count that day as a day of rental main home and pays a fair rental price.gage interest, real estate taxes, and casualty
in applying (2) above. Instead, count it as a Family includes only brothers and sis-losses on the appropriate lines of Schedule
day of personal use in applying both (1) and ters, half-brothers and half-sisters,A (Form 1040).
(2) above. spouses, ancestors (parents, grandpar-You claim your other expenses, subject

Example.  You own a cottage at the ents, etc.) and lineal descendants (chil-to the rules explained in Chapter 1 of Publi-
shore. You rent it out at a fair rental price dren, grandchildren, etc.),cation 535, as miscellaneous itemized de-
from June 1 through August 31, a total of 92ductions on line 22 of Schedule A. You can 3) Anyone under an arrangement that lets
days. The tenant who rented the cottage fordeduct these expenses only if they, together you use some other dwelling unit, or
the month of July was unable to use it fromwith certain other miscellaneous itemized

4) Anyone at less than a fair rental price.July 4 through July 8. The tenant allowed youdeductions, total more than 2% of your ad-
to use the cottage for those 5 days. The ten-justed gross income. For more information

Main home.   If the other owner or memberant did not ask for a refund of or a reductionabout miscellaneous deductions, see Chap-
of the family in (1) or (2) above has morein the rent. Your family used the cottage for 3ter 30.
than one home, his or her main home is theof those days.
one lived in most of the time.To determine the number of days the cot-

tage was rented at a fair rental price, do not
Shared equity financing agreement.  ThisPersonal Use of count those 3 days you used it for personal
is an agreement under which two or morepurposes. The cottage was rented at a fairVacation Home or persons acquire undivided interests for morerental price for 89 days (92 –  3).
than 50 years in an entire dwelling unit, in-Dwelling Unit  cluding the land, and one or more of the co-Fair rental price.  A fair rental price for your
owners is entitled to occupy the unit as his orIf you have any personal use of a vacation property generally is an amount that a per-
her main home upon payment of rent to thehome or other dwelling unit that you rent out, son who is not related to you would be willing
other co-owner or owners.you must divide your expenses between the to pay. The rent you charge is not a fair rental

rental use and the personal use. See Figur- price if it is substantially less than the rents
ing Days of Personal Use and How To Divide charged for other properties that are similar Donation of use of property.  You use a
Expenses, later. to your property. dwelling unit for personal purposes if:
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You donate the use of the unit to a chari- o f fe r ing  i t  fo r  ren t  in  the  fo l low ing (Form 1040), Supplemental Income and
table organization, circumstances: Loss.

You can deduct allowable interest, taxes,1) You rented or tried to rent the propertyThe organization sells the use of the unit
and casualty losses for the personal use offor 12 or more consecutive months, orat a fund-raising event, and
the property on Schedule A (Form 1040) if

2) You rented or tried to rent the propertyThe purchaser uses the unit. you itemize deductions.
for a period of less than 12 consecutive
months and the period ended because Income and Deductions foryou sold or exchanged the property.Examples Property Used as a Home 

The following examples show how to deter- If you use a dwelling unit as a home duringThis special rule does not apply when divid-
mine days of personal use. the year (see Dwelling Unit Used as Homeing expenses between rental and personal

Example 1.  You and your neighbor are earlier), how you figure your rental incomeuse.
co-owners of a condominium at the beach. and deductions depends on how many days
You rent the unit out to vacationers when- the unit was rented.How To Divide Expenses 
ever possible. The unit is not used as a main

If you use a dwelling unit for both rental andhome by anyone. Your neighbor uses the Rented fewer than 15 days.  If you use apersonal purposes, you must divide your ex-unit for two weeks every year. dwelling unit as a home and you rent it forpenses between the rental use and the per-Because your neighbor has an interest in fewer than 15 days during the year, you dosonal use. For purposes of dividing yourthe unit, both of you are considered to have not include in income any of the rental in-expenses:used the unit for personal purposes during come. Also, you cannot deduct any ex-
1) Any day that the unit is rented at a fairthose two weeks. penses as rental expenses.

rental price is a day of rental use even if However, you can deduct your allowableExample 2.  You and your neighbors are
you have personally used the unit for interest, taxes, and casualty and theft lossesco-owners of a house under a shared equity
that day, and on Schedule A (Form 1040) if you itemizefinancing agreement. Your neighbors live in

deductions.2) A unit is not considered used for rentalthe house and pay you a fair rental price.
during the time that it is held out for rentEven though your neighbors have an in-
but not actually rented.terest in the house, the days your neighbors Rented 15 days or more.  If you use a

live there are not counted as days of per- dwelling unit as a home and rent it for 15
sonal use by you. This is because your days or more during the year, you include allExample.  You offer your beach cottage
neighbors rent the house as their main home your rental income in your gross income.for rent from June 1 through August 31 (92
under a shared equity financing agreement. You must divide your expenses between thedays). Your family uses the cottage during

personal use and the rental use based onthe last 2 weeks in May (14 days). You wereExample 3.  You own a rental property
the number of days used for each purpose. Ifunable to find a renter for the first week inthat you rent to your son. Your son has no in-
you had a net profit from the rental propertyAugust (7 days). The person who rented theterest in this dwelling unit. He uses it as his
for the year (that is, if your rental income iscottage for July allowed you to use it over amain home. He pays you a fair rental price
more than the total of your rental expenses,weekend (2 days) without any reduction in orfor the property.
including depreciation), deduct all of yourrefund of rent. The cottage was not used atYour son’s use of the property is not per-
rental expenses. However, if you had a netall before May 17 or after August 31.sonal use by you because your son is using it
loss, you may not be able to deduct all ofThe cottage was used for rental a total ofas his main home, he has no interest in the
your rental expenses.85 days (92 –  7). The days it was held outproperty, and he is paying you a fair rental

Use Table 10–1 to figure your deductiblefor rent but not rented (7 days) are not daysprice.
expenses. of rental use. For purposes of dividing ex-Example 4.  You rent your beach house

penses, the July weekend on which youto Marcia. Marcia rents her house in the
used it (2 days) is rental use because you re-mountains to you. You each pay a fair rental
ceived a fair rental price for the weekend.price. Depreciation  You used the cottage for personal pur-You are using your house for personal
poses for 14 days (the last 2 weeks in May). When you use your property to produce in-purposes on the days that Marcia uses it be-

The total use of the cottage was 99 days come, such as rents, the law generally al-cause your house is used by Marcia under an
(14 days personal use + 85 days rental lows you to recover (get back) some or all ofarrangement that allows you to use her
use). You can deduct 85/99 (86%) of the what you paid for the property through taxhouse.
cottage expenses as rental expenses. deductions. You do this by ‘‘depreciating’’

the property; that is, by deducting some ofDays Not Counted
your cost on your tax return each year.How To Figure Youras Personal Use Several factors determine how much de-Income and Deductions Some days you spend at the dwelling unit preciation you can deduct. The main factors

How you figure your rental income and de-are not counted as days of personal use. are: (1) your basis in the property, and (2) the
ductions depends on how much personal recovery period for the property.
use you made of the property and how manyRepairs and maintenance.  Any day that You can deduct depreciation only on the
days the property was rented.you spend working substantially full time re- part of your property used for rental pur-

pairing and maintaining your property is not poses. Depreciation reduces your basis for
General Rule counted as a day of personal use. Do not figuring gain or loss on a later sale or ex-

count such a day as a day of personal use If you do not use a dwelling unit as a home, change. You may have to use Form 4562,
even if family members use the property for you divide your expenses between personal Depreciation and Amortization, to figure and
recreational purposes on the same day. use and rental use based on the number of report your depreciation. See How To Re-

days it was used for each purpose. port Rental Income and Expenses, later.
Your deductible rental expenses can beUse as home before or after renting. You should claim the correct amount of

more than your gross rental income. How-When determining if you used your property depreciation each tax year. If, in an earlier
ever, see Limits on Rental Losses, later.as a home, the following special rule applies. year, you did not claim depreciation that you

Do not count as days of personal use the were entitled to deduct, you must still reduce
days on which you used the property as your Where to report.  Report the rental income your basis in the property by the amount of
main home either before or after renting it or and all of the rental expenses on Schedule E depreciation that you should have deducted.
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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 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 direct 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 directly related only to the B. Enter the rental portion of (A)..
loan that did not benefit the dwelling unit. For rental activity. These include interest on C. Enter the amount from line 2c
example, do not include interest on a home loans used for rental activities other than to of the worksheet . . . . . . . . . . . . . . .
equity loan used to pay off credit cards or buy, build, or improve the dwelling unit. Also D. Subtract (C) from (B). Enter
other personal loans, buy a car, or pay include rental agency fees, advertising, the result here and on line 6a
college tuition. Include interest on a loan office supplies, and depreciation on office of the worksheet . . . . . . . . . . . . . . .
used to buy, build, or improve the dwelling equipment used in your rental activity.
unit, or to refinance such a loan. Enter the

Line 4b.  On l ine 2a, you entered the Allocating the limited deduction. If yourental portion of this interest on line 2a of the
mortgage interest you could deduct on cannot deduct all of the amount on line 4cworksheet.
Schedule A if you had not rented out the or 6c this year, you can allocate the

Line 2c. Figure the casualty and theft losses dwelling unit. Enter on l ine 4b of this allowable deduction in any way you wish
related to the dwelling unit that you could worksheet the mortgage interest you could among the expenses included on line 4c or
deduct on Schedule A (Form 1040) if you not deduct on Schedule A because it is 6c. Enter the amount you allocate to each
had not rented the dwelling unit. To do this, more than the limit on home mortgage expense on the appropriate l ine of
complete Section A of Form 4684, treating interest. Do not include interest on a loan Schedule E, Part I.
the losses as personal losses. On line 17 of

You cannot deduct the unclaimed deprecia- these expenses are all part of the cost of 1) MACRS if placed in service after 1986,
land.tion in the current or any later tax year. How- 2) ACRS if placed in service after 1980 but

ever, you may be able to claim the deprecia- before 1987, or
tion on an amended return (Form 1040X) for

3) Straight line or an accelerated methodthe earlier year. See Amended Returns and Depreciation Systems of depreciation, such as the decliningClaims for Refund in Chapter 1 for more
balance method, if placed in serviceinformation.
before 1981.There are three ways to figure depreciation.

The depreciation system you use depends
Land.  You can never depreciate land. This Tangible property is any property thaton the type of asset and when the asset was
generally includes the cost of clearing, grad- you can see and touch. This includes auto-placed in service. For tangible property you

mobiles, buildings, and equipment.ing, planting, and landscaping because use:
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If you placed property in service before 1) The date the addition or improvement isRecovery Periods Under GDS 
1996, continue to use the same method of placed in service, orEach item of property that can be depreci-
figuring depreciation that you used in the 2) The date the property to which the addi-ated is assigned to a property class. The re-
past. If you are depreciating property placed tion or improvement was made iscovery period of a piece of property depends
in service before 1987,see Publication 534. placed in service.on the class the property is in. The property

classes are:
Section 179 election.  You cannot claim the The class and recovery period of the ad-3–year property,section 179 deduction for property merely dition or improvement is the one that would
held for the production of income, including 5–year property, apply to the underlying property if it were
certain rental property. See Publication 946. placed in service at the same time as the ad-7–year property,

dition or improvement.
Cannot be more than basis.  The total of all 10–year property, Example.  You own a residential rentalyour yearly depreciation deductions cannot

15–year property, house that you have been renting out sincebe more than your cost or other basis of the
1980 and are depreciating under ACRS. If20–year property,property. For this purpose, the total depreci-
you put an addition onto the house, and youation must include any depreciation that you Nonresidential real property, and place the improvement in service after 1986,were allowed to claim, even if you did not
you use MACRS for the addition. UnderResidential rental property.claim it.
MACRS, the addition would be depreciated
as residential rental property.The class to which property is assigned isCooperative apartments.   If you are a ten-

determined by its class life. Class life is dis-ant-stockholder in a cooperative housing
When to begin depreciation.  You can be-cussed in Publication 946.corporation and you rent your cooperative
gin to depreciate property when you place itUnder GDS, tangible property that youapartment to others, you may deduct your
in service in your trade or business or for theplaced in service during 1996 in your rentalshare of the corporation’s depreciation. See
production of income. Property is consideredactivities generally falls into one of the fol-Cooperative apartments in Publication 527
placed in service in a rental activity when it isfor information on how to figure your depreci- lowing classes. Also see Table 10–2 in this
ready and available for a specific use in thatation deduction. chapter. The other recovery classes are dis-
activity.cussed in Publication 946.

Modified Accelerated 1) 5–year property. This class includes Basis 
computers and peripheral equipment,Cost Recovery To deduct the proper amount of depreciation
office machinery (typewriters, calcula- each year, you must first determine your ba-System (MACRS)  tors, copiers, etc.), automobiles, and sis in the property you intend to depreciate.The modified accelerated cost recovery sys- light trucks. The basis used for figuring depreciation istem (MACRS) applies to all tangible property Depreciation on automobiles, cer- your original basis in the property increasedplaced in service during 1996. tain computers, and cellular telephones by any improvements made to the property.MACRS consists of two systems that de- is limited. See Chapter 4 of Publication Your original basis is usually your cost. How-termine how you depreciate your property. 946. ever, if you acquire the property in someThe main system is called the General De-

other way, such as by inheriting it, getting it2) 7–year property. This class includespreciation System (GDS). The second sys-
as a gift, or building it yourself, you may haveoffice furniture and equipment (desks,tem is called the Alternative Depreciation
to figure your original basis in another way.files, etc.), and appliances, carpets, fur-System (ADS). GDS is used to figure your
Other adjustments could also affect your ba-niture, etc. used in residential rentaldepreciation deduction for property used in
sis. See Chapter 14.property. This class also includes anymost rental activities, unless you elect ADS.

property that does not have a class lifeTo figure your MACRS deduction, you
and that has not been designated by Conventions need to know the following information
law as being in any other class.about your property: In the year that you place property in service

or in the year that you dispose of property,3) 15–year property. This class includes1) Its recovery period,
you are allowed to claim depreciation forroads and shrubbery (if depreciable).2) Its placed-in-service date, and only part of the year. The part of the year (or

4) Residential rental property. This class3) Its depreciable basis. convention) depends on the class of the
includes any real property that is a property.
rental building or structure (including a A half-year convention is used to figureExcluded property.  You cannot use
mobile home) for which 80% or more of the deduction for property used in rental ac-MACRS for certain personal property placed
the gross rental income for the tax year tivities other than residential rental property.in service before 1987 (before August 1,
is from dwelling units. A dwelling unit is However, under a special rule, a mid-quarter1986, if election made) that is transferred af-
a house or an apartment used to pro- convention may have to be used. For resi-ter 1986 (after July 31, 1986, if election
vide living accommodations in a building dential rental property, use a mid-monthmade). Generally, if you acquired the prop-
or structure, but does not include a unit convention in all situations.erty from a related party, or if you or a related
in a hotel, motel, inn, or other establish-party used the property before 1987, you
ment where more than half of the unitscannot use MACRS. Property that does not Half-year convention.  The half-year con-
are used on a transient basis. If you livecome under MACRS must be depreciated vention treats all property placed in service,
in any part of the building or structure,under ACRS or one of the other methods of or disposed of, during a tax year as placed in
the gross rental income includes the fairdepreciation, such as straight line or declin- service, or disposed of, in the middle of that
rental value of the part you live in. Thising balance. In addition, you may elect to ex- tax year.
property is depreciated over 27.5 years.clude certain property from the application of A half year of depreciation is allowable

MACRS. See Publication 534 for more for the first year property is placed in service,
Additions or improvements to property.information. regardless of when the property is placed in
Treat additions or improvements you make service during the tax year. For each of the
to any property as separate property itemsPersonal home changed to rental use. remaining years of the recovery period, you
for depreciation purposes. The recovery pe-You must use MACRS to figure the deprecia- will take a full year of depreciation. If you
riod for an addition or improvement beginstion on property you used as your home and hold the property for the entire recovery pe-

changed to rental property in 1996. on the later of: riod, a half year of depreciation is allowable
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Table 10-2. MACRS Recovery Periods for Property Used in Rental MACRS Depreciation
Activities Under GDS 

MACRS Recovery Period to use You can figure your MACRS depreciation
deduction under GDS in one of two ways.General Alternative
The deduction is the same both ways. YouDepreciation Depreciation
can either:Type of property System System

1) Use the percentage from the optional
MACRS tables, or

Computers and their peripheral
2) .Actually compute the deduction usingequipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years

the depreciation method and conven-Office machinery, such as:
typewriters tion that apply over the recovery period
calculators of the property.
copiers . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 6 years

Automobiles. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years If you actually compute the deduction,
Light trucks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years the depreciation method you use depends

on the class of the property.
Office furniture and equipment, such as:

desks
files . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 10 years Using the Optional Tables 

You can use Table 10–3 to compute annualAppliances, such as:
depreciation under MACRS. The percent-stoves
ages in Tables A, B, and C make the changerefrigerators . . . . . . . . . . . . . . . . . . . . . 7 years 12 years
from declining balance to straight line in theCarpets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 12 years
year that straight line will yield a larger de-Furniture used in rental property. . . . . . . . . . 7 years 12 years
duction. See Declining Balance Method,Any property that does not have a class

life and that has not been earlier.
designated by law as being in any If you elect to use the straight line
other class . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 12 years method for 5–, 7–, or 15–year property, or

the 150% declining balance method for 5–
Fences . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 years 20 years or 7–year property, use the tables in Appen-
Roads . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 years 20 years dix A of Publication 946.
Shrubbery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 years 20 years

How to use the tables.  The following sec-Residential rental property (buildings or
tion explains how to use the optional tables.structures) and structural
Figure the depreciation deduction by multi-components such as furnaces,
plying your unadjusted basis in the propertywater pipes, venting, etc. . . . . . . . . . . . 27.5 years 40 years
by the percentage shown in the appropriate
table. Your unadjusted basis is your depre-Improvements and additions, such as a The recovery period of the property to
ciable basis without reduction for deprecia-new roof . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . which the addition or improvement is
tion previously claimed. The tables show themade, determined as if the property were

placed in service at the same time as the percentages for the first 6 years.
improvement or addition.

Tables A, B, and C.  These tables take the
half-year and mid-quarter conventions into
consideration in figuring percentages. Usefor the year following the end of the recovery A dishwasher for $400, which he placed
Table A for 5–year property, Table B for 7–in service in January;period. If you dispose of the property before
year property, and Table C for 15–year prop-the end of the recovery period, a half year of
erty. Use the percentage in the second col-depreciation is allowable for the year of Used furniture for $100, which he placed
umn (half-year convention)unless you mustdisposition. in service in September; and
use the mid-quarter convention (explained
earlier). If you must use the mid-quarter con-

Mid-quarter convention.  Under a mid- A refrigerator for $500, which he placed vention, use the column that corresponds to
quarter convention, all property placed in in service in October. the calendar year quarter in which you
service, or disposed of, during any quarter of placed the property in service.
a tax year is treated as placed in service, or

Example 1.  You purchased a stove andJohn uses the calendar year as his taxdisposed of, in the middle of the quarter.
refrigerator and placed them in service inyear. The total basis of all property placed inA mid-quarter convention must be used
February. Your basis in the stove is $300,service in that year is $1,000. The $500 basisin certain circumstances for property used in
and your basis in the refrigerator is $500.of the refrigerator placed in service duringrental activities, other than residential rental
Both are 7–year property. Using the half-yearthe last 3 months of his tax year exceedsproperty. This convention applies if the total
convention column in Table B, you find the$400 (40% ×  $1,000). John must use thebasis of such property that is placed in ser-
depreciation percentage for year 1 ismid-quarter convention for all three items.vice in the last 3 months of a tax year is more
14.29%. For that year, your depreciation de-The dishwasher, refrigerator, and used furni-than 40% of the total basis of all such prop-
duction on the stove is $43 ($300 ×  .1429),ture are 7–year property under GDS.erty you place in service during the year.
and on the refrigerator is $71 ($500 ×

Do not include in the total basis any prop- .1429).
erty placed in service and disposed of during Mid-month convention.  Under a mid- Using the half-year convention for year 2,
the same tax year. month convention, residential rental prop- you find your depreciation percentage is

Example.  During the tax year, John erty placed in service, or disposed of, during 24.49%. Your 1996 depreciation deduction
Joyce purchased the following items to use any month is treated as placed in service, or will be $73 ($300 ×  .2449) for the stove and
in his rental property: disposed of, in the middle of that month. $122 ($500 × .2449) for the refrigerator.
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Example 2.  Assume the same facts in Table 10-3. Optional MACRS TABLES
Example 1, except you buy the refrigerator in Table 10-3-A. MACRS 5-Year Property
October instead of February. You must use

Half-year convention Mid-quarter conventionthe mid-quarter convention to figure depreci-
ation on the stove and refrigerator. The basis Year First Second Third Fourth
of the refrigerator ($500), placed in service in quarter quarter quarter quarter
the last 3 months of the tax year, is more 1 20.00% 35.00% 25.00% 15.00% 5.00%
than 40% of the total basis of all property 2 32.00 26.00 30.00 34.00 38.00
($800) placed in service during the year. 3 19.20 15.60 18.00 20.40 22.80

Because you placed the stove in service 4 11.52 11.01 11.37 12.24 13.68
in February, you use the first quarter column 5 11.52 11.01 11.37 11.30 10.94
of Table B and find that the depreciation per- 6 5.76 1.38 4.26 7.06 9.58
centage for year 1 is 25%. For that year, your
depreciation deduction on the stove is $75 Table 10-3-B. MACRS 7-Year Property
($300 ×  .25).

Half-year convention Mid-quarter conventionBecause you placed the refrigerator in
service in October, you use the fourth quar- Year First Second Third Fourth
ter column of Table B and find that the de- quarter quarter quarter quarter
preciation percentage for year 1 is 3.57%. 1 14.29% 25.00% 17.85% 10.71% 3.57%
Your depreciation deduction on the refriger- 2 24.49 21.43 23.47 25.51 27.55
ator is $18 ($500 ×  .0357). 3 17.49 15.31 16.76 18.22 19.68

4 12.49 10.93 11.97 13.02 14.06
5 8.93 8.75 8.87 9.30 10.04Table D.  Use this table for residential rental
6 8.92 8.74 8.87 8.85 8.73property. Find the row for the month that you

placed the property in service. Use the per-
Table 10-3-C. MACRS 15-Year Propertycentages listed for that month for your de-

preciation deduction. The mid-month con-
Half-year convention Mid-quarter conventionvention is considered in the percentages

Year First Second Third Fourthused in the tables.
quarter quarter quarter quarter

Example.  You purchased a single family
1 5.00% 8.75% 6.25% 3.75% 1.25%rental house and placed it in service in Feb-
2 9.50 9.13 9.38 9.63 9.88ruary. Your basis in the house is $80,000.
3 8.55 8.21 8.44 8.66 8.89Using Table D, you find that the percentage
4 7.70 7.39 7.59 7.80 8.00for property placed in service in February of
5 6.93 6.65 6.83 7.02 7.20year 1 is 3.182%. That year’s depreciation 6 6.23 5.99 6.15 6.31 6.48

deduction is $2,546 ($80,000 ×  .03182).

Table 10-3-D. Residential Rental Property (27.5-year)

Figuring Depreciation Use the row for the month of the taxable year placed in service.

Without Using the Tables Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Jan. 3.485% 3.636% 3.636% 3.636% 3.636% 3.636%
5–, 7–, or 15–year property.  For property in Feb. 3.182 3.636 3.636 3.636 3.636 3.636
the 5– or 7–year class, you use the double March 2.879 3.636 3.636 3.636 3.636 3.636
(200%) declining balance method over 5 or Apr. 2.576 3.636 3.636 3.636 3.636 3.636
7 years and a half-year convention. Or use May 2.273 3.636 3.636 3.636 3.636 3.636
the mid-quarter convention if it applies. For

June 1.970 3.636 3.636 3.636 3.636 3.636property in the 15–year class, you use the
July 1.667 3.636 3.636 3.636 3.636 3.636150% declining balance method over 15
Aug. 1.364 3.636 3.636 3.636 3.636 3.636years and a half-year convention.
Sept. 1.061 3.636 3.636 3.636 3.636 3.636You can also choose to use the 150%
Oct. 0.758 3.636 3.636 3.636 3.636 3.636declining balance method for property in the

5–, 7–, or 15–year class over its ADS recov-
Nov. 0.455 3.636 3.636 3.636 3.636 3.636ery period. See MACRS Depreciation Under Dec. 0.152 3.636 3.636 3.636 3.636 3.636

ADS, later, for the ADS recovery periods.
You make this election on Form 4562. In
Part II, column (f), enter ‘‘150 DB.’’

Residential rental property.  You must use the convention that applies to figure your de-Change from either declining balance
preciation for the first year. In later years, usethe straight line method and a mid-monthmethod to the straight line method in the first
the  fo l low ing  s teps  to  f i gu re  yourconvention for residential rental property.tax year that the straight line method gives
depreciation.you a larger deduction.

You can also choose to use the straight 1) Adjust your basis by subtracting theDeclining Balance Method 
line method with a half-year or mid-quarter amount of depreciation allowable for

To figure your MACRS deduction, first deter-convention for 5–, 7–, and 15–year property. the earlier years.
mine your declining balance rate from the ta-The choice to use the straight line method

2) Multiply your adjusted basis in (1) by theble later. However, if you elect to use thefor one item in a class of property applies to
same rate used in the first year.150% declining balance method for 5– or 7–all property in that class that is placed in ser-

year property, figure the declining balancevice during the tax year of the election. You
rate by dividing 1.5 (150%) by the ADS re-elect the straight line method on Form 4562.  Follow these steps each year that you use
covery period for the property.In Part II, column (f), enter ‘‘S/L.’’ Once you the declining balance method. See Conven-

Multiply the adjusted basis of the prop-make this election, you cannot change to an- tions, for information on depreciation in the
other method. erty by the declining balance rate, and apply year you dispose of property.
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Declining balance rates.  The following ta- Use the mid-month convention for resi- At-Risk Rules 
ble shows the declining balance rate that ap- dential rental property. For all other property,

The at-risk rules place a limit on the amountplies for each class of property and the first use the half-year or mid-quarter convention.
you can deduct as losses from activities

year for which the straight line method will
often described as tax shelters. Holding real

give an equal or greater deduction. (The Election.  You choose to use ADS by enter- property (other than mineral property)
rates for 5– and 7–year property are based ing the depreciation on line 16, Part II of placed in service before 1987 is not subject
on the 200% declining balance method.) Form 4562. to the at-risk rules.

The election of ADS for one item in a Generally, any loss from an activity sub-Class Declining Balance Rate Year
class of property generally applies to all ject to the at-risk rules is allowed only to the5 40.00% 4th
property in that class that is placed in service extent of the total amount you have at risk in7 28.57% 5th
during the tax year of the election. However, the activity at the end of the tax year. You are

15 10.00% 7th
the election applies on a property-by-prop- considered at risk in an activity to the extent
erty basis for residential rental property. of cash and the adjusted basis of other prop-

erty you contributed to the activity and cer-Once you choose to use ADS, you can-Straight Line Method 
tain amounts borrowed for use in the activity.not change your election.To figure your MACRS deduction under the See Publication 925 for more information.

straight line method, you must figure a new
depreciation rate for each tax year in the re- Other Rules About

Passive Activity Limits  covery period. For any tax year, figure the Depreciable Property 
straight line rate by dividing the number 1 by All rental activities (except those meeting

In addition to the rules about what methodsthe years remaining in the recovery period at the exception for real estate professionals,
you can use, there are other rules you shouldthe beginning of the tax year. Multiply the un- below) are passive activities. Losses from
be aware of with respect to depreciable such activities are limited.recovered basis of the property by the
property.straight line rate. You must figure the depre-

ciation for the first year using the convention Passive activity rules.  You generally can-
that applies. (See Conventions, earlier.) If not offset income, other than passive in-If you dispose of depreciable property at
the remaining recovery period at the begin- come, with losses from passive activities.a profit,  you may have to report, as ordinary
ning of the tax year is less than 1 year, the Nor can you offset taxes on income, otherincome, all or part of the profit. See Publica-
straight line rate for that tax year is 100%. than passive income, with credits resultingtion 544, Sales and Other Dispositions of

from passive activities.Assets.Example.  Using the straight line method
In general, any rental activity not meetingfor property with a 5–year recovery period,

the exception below is a passive activity. Forthe straight line rate is 20% (1 ÷  5) for the Additional tax on preference items.  If you
this purpose, a rental activity is an activityfirst tax year. After applying the half-year use accelerated depreciation, you may have
from which you receive income mainly forconvention, the first year rate is 10% (20% to file Form 6251, Alternative Minimum Tax
the use of tangible property, rather than for÷  2). —Individuals. Accelerated depreciation in-
services.At the beginning of the second year, the cludes MACRS and ACRS and any other

Use Form 8582, Passive Activity Lossremaining recovery period is 41/2 years be- method that allows you to deduct more de- Limitations to figure the amount of any pas-cause of the half-year convention. The preciation than you could deduct using a sive activity loss for the current year for allstraight line rate for the second year is straight line method. activities and the amount of the passive ac-22.22% (1 ÷  4.5).
tivity loss allowed on your tax return.

To figure your depreciation deduction for
the second year:

Exception for real estate professionals.Limits on1) Subtract the depreciation taken in the Rental activities in which you materially par-
first year from the basis of the property, ticipate during the year are not passive activ-Rental Losses 
and ities if for that year you were a real estate

Rental real estate activities are generally professional because you met both of the re-2) Multiply the remaining basis in (1) by
considered passive activit ies and the quirements listed next. Losses from these22.22%.
amount of loss you can deduct is limited. activities are not limited by the passive activ-
Generally, you cannot deduct losses from ity rules.Residential rental property.  In the first rental real estate activities unless you have

year you claim depreciation for residential
income from other passive activities. See Requirements.  During the year, the timerental property, you can only claim deprecia-
Passive Activity Limits, later. you spend performing services in real prop-tion for the number of months the property is

Losses from passive activities are first erty trades or businesses in which you mate-in use, and you must use the mid-month con-
rially participate must be:subject to the at-risk rules. At-risk rules limitvention. Also, for the first year of deprecia-

the amount of deductible losses from hold- 1) More than half of the time spent per-tion under ADS, you must use the mid-month
ing most real property placed in service after forming all personal services during theconvention to figure your depreciation
December 31, 1986. year, anddeduction.

2) More than 750 hours.
Exception.  If your rental losses are lessMACRS Depreciation than $25,000 ($12,500 if married filing sepa- A real property trade or business is oneUnder ADS rately), the passive activity limits probably do that develops, redevelops, constructs,
not apply to you. See Losses From RentalIf you choose, you can use the ADS method reconstructs, acquires, converts, rents, op-
Real Estate Activities, later.for most property. Under ADS, you use the erates, manages, leases, or sells real

straight line method of depreciation. property.
Table 10–2 shows the recovery periods Property used as a home.  If you used the Services you performed as an employee

for property used in rental activities that you rental property as a home during the year, are not treated as performed in a real prop-
depreciate under ADS. See Appendix B in the passive activity rules do not apply to that erty trade or business, unless you own more
Publication 946 for other property. If your home. Instead, you must follow the rules ex- than 5% of the stock (or more than 5% of
property is not listed, it is considered to have plained earlier under Personal Use of Vaca- the capital  or prof i ts interest) in the
no class life. tion Home or Dwelling Unit. employer.
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Once you meet the requirements, you Expenses carried over.  If you could not de- ● Any automobile expenses (actual or the
can determine whether you materially par- duct all of your 1995 rental expenses be- standard mileage rate).
ticipate in your rental activities on a property- cause you used your property as a home,
by-property basis or you can treat all inter- treat the part you could not deduct in 1995

 Otherwise, figure your depreciation on yourests in rental real estate as one activity. For as a 1996 rental expense. Deduct the ex-
own worksheet. You do not have to attachmore information about making this choice, penses carried over to 1996 only up to the
these computations to your return.see Publication 527. amount of your 1996 gross rental income,

If you have more than three rental or roy-even if you did not use the property as yourMarried persons.  In the case of a joint
alty properties, complete and attach ashome in 1996.return, you meet the requirements for time
many Schedules E as are needed to list thespent performing services only if either you
properties. Complete lines 1 and 2 for eachor your spouse separately satisfies the re- Where to report.  Where you report rental
property. However, fill in the ‘‘Totals’’ col-quirements. Do not count services per- income and expenses, including deprecia-
umn on only one Schedule E. The figures informed by the other spouse. tion, depends on whether you provide cer-
the ‘‘Totals’’ column on that Schedule Etain services to your tenant.
should be the combined totals of all Sched-If you rent out buildings, rooms, or apart-Losses From ules E. If you need to use page 2 of Schedulements, and provide only heat and light, trashRental Real Estate Activities E, use page 2 of the same Schedule E youcollection, etc., you normally report your

You can deduct up to $25,000 ($12,500 if used to enter the combined totals in Part I.rental income and expenses in Part I of
married filing separately and living apart from Schedule E (Form 1040), Supplemental In-
your spouse the entire year; $0 if married fil- Example.  During the year, Eileen Greencome and Loss. However, do not use that
ing separately and not living apart from your bought a townhouse that she rents out. Sheschedule to report a not-for-profit activity;
spouse the entire year) of losses from rental receives $1,100 a month rental income. Hersee Not Rented For Profit, under Rental Ex-
real estate activities in which you actively rental expenses for the year are as follows:penses, earlier.
participated during the tax year. This allows If you provide significant services that are
you to deduct up to $25,000 of otherwise primarily for your tenant’s convenience, such Fire insurance (1–year policy) . . . . . . . . . . . . $ 200
unallowable losses from rental real estate as regular cleaning, changing linen, or maid Mortgage interest . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
activities against other income (nonpassive service, you report your rental income and Fee paid to real estate company for
income). The $25,000 ($12,500) figure is re- expenses on Schedule C (Form 1040), Profit collecting monthly rent . . . . . . . . . . . . . . . . . 572
duced if your adjusted gross income is more or Loss From Business or Schedule C–EZ, General repairs. . . . . . . . . . . . . . . . . . . . . . . . . . . . 175than $100,000 ($50,000 if married filing sep- Net Profit From Business. Significant ser- Real estate taxes imposed and paid. . . . . . 800arately and living apart from your spouse the vices do not include the furnishing of heat
entire year). and light, cleaning of public areas, trash col-

Eileen bought the property and placed itIf you lived with your spouse at any time lection, etc. For information, see Publication
in service on January 1. Her basis for depre-during the year and are filing a separate re- 334. You also may have to pay self-employ-
ciation of the townhouse is $65,000. She isturn, you cannot use this special offset to re- ment tax on your rental income. See Publica-
using MACRS with a 27.5–year recovery pe-duce your nonpassive income or tax on tion 533.
riod. On April 1, Eileen bought a new dish-nonpassive income.
washer for the rental property at a cost ofForm 1098.   If you paid $600 or more of
$425. She uses the MACRS method with aActive participation.  You actively partici- mortgage interest on your rental property,
7–year recovery period.pate in a rental real estate activity if you own you should receive a Form 1098, Mortgage

Eileen uses the percentage for ‘‘Jan.’’ inat least 10% of the rental property and you Interest Statement, or a similar statement
Table 10–3–D to figure her deduction for themake management decisions in a significant showing the interest you paid for the year. If
townhouse. She uses the percentage underand bona fide sense. Management deci- you and at least one other person (other
‘‘Half-year convention’’ in Table 10–3–B tosions include approving new tenants, decid- than your spouse if you file a joint return)
figure her deduction for the dishwasher. Sheing on rental terms, approving expenditures, were liable for, and paid interest on the mort-
must report the depreciation on Form 4562.and similar decisions. For these purposes, gage, and the other person received the

Eileen figures her net rental income oryou are considered to own any portion of the Form 1098, report your share of the interest
property owned by your spouse. loss for the townhouse as  follows:on line 13 of Schedule E. Attach a statement

See Publication 925 for more information to your return showing the name and ad-
on the passive loss limits, including informa- dress of the other person. In the left margin Total rental income received
tion on the treatment of unused disallowed of Schedule E, next to line 13, write ‘‘See ($1,100 ×  12) . . . . . . . . . . . . . . . . . . . . . . . . $13,200
passive losses and credits and the treatment attached.’’ Minus Expenses:
of gains and losses realized on the disposi-

Fire insurance (1-yeartion of a passive activity.
policy) . . . . . . . . . . . . . . . . . . . . . $ 200Schedule E  

Mortgage interest . . . . . . . . . . . 5,000Use Part I of Schedule E (Form 1040) to re-
Real estate fee . . . . . . . . . . . . . . 572port your rental income and expenses. List
General repairs . . . . . . . . . . . . . . 175How To Report your total income, expenses, and deprecia-
Real estate taxes . . . . . . . . . . . 800tion for each rental property. Be sure to an-Rental Income swer the question on line 2. On line 20 of Total expenses . . . . . . . . . . . . . . . . . . . . . . . 6,747

Schedule E (Form 1040), show the deprecia-and Expenses Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,453
tion you are claiming. Minus Depreciation:

Report rental income on your return for the You must complete and attach Form On townhouse 
year you actually or constructively receive it 4562 for rental activities only if you are ($65,000 ×  3.485%) . . . . . $2,265
(if you are a cash-basis taxpayer). You are claiming: On dishwasher considered to constructively receive income

($425 ×  14.29%) . . . . . . . . . 61● Depreciation on rental property placed inwhen it is made available to you, for exam-
service during 1996, or Total depreciation . . . . . . . . . . . . . . . . . . . . 2,326ple, by being credited to your bank account.

For more information about when you ● Depreciation on any rental property that is Net rental income for townhouse $ 4,127
constructively receive income, see Account- listed property (such as a car), regardless
ing Methods in Chapter 1. of when it was placed in service, or

Page 92 Chapter 10 RENTAL INCOME AND EXPENSES



start distributions by April 1 of the year fol- □ 721 Tax Guide to U.S. Civil Service
lowing the calendar year in which they reach Retirement Benefits
age 701/2. For more information on this new11. □ 939 Pension General Rule
provision, get Publication 575. (Nonsimplified Method)

Retirement Suspension of the 15% tax on excessive Forms and Instructions
distributions.  New law suspends the 15%Plans, Pensions, □ W–4P Withholding Certificate forexcise tax on excessive distributions for dis-

Pension or Annuity Paymentstributions received after December 31,and Annuities 1996, and before January 1, 2000. As dis- □ 4972 Tax on Lump-Sum Distributions
cussed in this chapter under Tax on Excess

□ 5329 Additional Taxes Attributable toDistributions, retirement distributions in ex-
Qualified Retirement Planscess of $155,000 are subject to a 15% ex-
(Including IRAs), Annuities, andcise tax on the amount over $155,000. TheImportant Changes Modified Endowment Contractsdollar limit that currently applies for lump-

sum distributions is $775,000.for 1996 
Annuity payments from qualified plans.  If Employee PensionsRepeal of SARSEPs and creation of new
your annuity starting date is after Novem- SIMPLE plan.  After December 31, 1996, an and Annuities  ber 18, 1996, you generally must use the employer will no longer be permitted to es-
Simplified General Rule to figure your taxa- tablish a Salary Reduction Simplified Em- Generally, if you did not pay any part of the
ble pension. New law changed the recovery ployee Pension (SARSEP) plan. SARSEPs cost of your employee pension or annuity
factors (anticipated monthly payments) used established before 1997 may continue re- and your employer did not withhold part of
to figure the tax-free portion of your annuity ceiving participant contributions. New em- the cost of the contract from your pay while
from a qualified plan. The revised factors ployees of the employer hired after 1996 will you worked, the amounts you receive each
are: be allowed to participate in the SARSEP. year are fully taxable. You must report them

Beginning in 1997, new law creates a● 360 (from 300), if annuitant is age 55 or on your income tax return.
SIMPLE Retirement plan for small employ-under If you paid part of the cost of your annu-
ers. For more information, get Publication ity, you are not taxed on the part of the annu-● 310 (from 260), if annuitant is over age 55 560,  Ret i rement  Plans for  the Sel f - ity you receive that represents a return ofbut not more than 60 Employed. your cost. The rest of the amount you re-

● 260 (from 240), if annuitant is over age 60 ceive is taxable. You use either the General
but not more than 65 Additional pension provisions.  New law Rule or the Simplified General Rule to fig-

also modified several other pension provi- ure the taxable and tax-free parts of your● 210 (from 170), if annuitant is over age 65
sions. Get Publication 553, Highlights of pension or annuity.but not more than 70
1996 Tax Changes, for additional important

● 160 (from 120), if annuitant is over age 70 If your annuity starting date is afterchanges that may affect your 1996 and 1997
November 18, 1996, see Simplifiedincome tax returns.

In most instances, the General Rule can no General Rule, later.
longer be used for qualified plans. If you are
age 75 or over on the annuity starting date, If your annuity starting date was before
see the discussion under Simplified General Introduction July 2, 1986, and you recovered your cost
Rule. under the Three-Year Rule, you cannot use

This chapter discusses the tax treatment of
the General Rule or the Simplified Generalamounts you receive from:
Rule because your payments are fullyRepeal of $5,000 death benefit exclusion.

● Employee pensions and annuities, taxable.The new law repeals the $5,000 exclusion
for employer-provided death benefits. If an ● Disability retirement, and
employee dies after August 20, 1996, his or Changing the method.  If your annuity start-

● Purchased annuities.her beneficiary can no longer exclude from ing date is after July 1, 1986 (but before No-
income up to $5,000 in benefits paid by or on vember 19, 1996), you can change the way

If you are retired from the Federal Gov-behalf of an employer because of the em- you figure your pension cost recovery exclu-
ernment (either regular or disability retire-ployee’s death. sion. You can change from the General Rule
ment), get Publication 721, Tax Guide to U.S. to the Simplified General Rule, or the other
Civil Service Retirement Benefits. Also, you way around. Make the change by filing
should get Publication 721 if you are the sur- amended returns for all your tax years begin-
vivor or beneficiary of a federal employee orImportant Changes ning with the year in which your annuity start-
retiree who died. ing date occurred. You must use the samefor 1997 Information on amounts you receive from method for all years. Generally, you can
an individual retirement arrangement (IRA),Minimum required distribution rule modi- make the change only within 3 years from
as well as general information on IRAs, is infied.  Beginning in 1997, new law modifies the due date of your return for the year in
Chapter 18.the definition of the required beginning date which you received your first annuity pay-

that is used to figure the minimum required ment. You can make the change later if the
distribution from qualified retirement plans. Useful Items date of the change is within 2 years after you
Under the new law, the required beginning You may want to see: paid the tax for that year.
date of a participant who is still employed af- If your annuity starting date was before
ter age 701/2 is April 1 of the calendar year Publications July 2, 1986, you cannot choose the Simpli-
that follows the calendar year in which he or fied General Rule at any time.□ 559 Survivors, Executors, andshe retires. The new law does not extend

Administratorsthis provision to IRAs. As discussed in this If your annuity starting date is after
chapter under Tax for Failure to Make Mini- □ 575 Pension and Annuity Income November 18, 1996, you generally
mum Distribution, for years prior to 1997, all (Including Simplified General cannot use the General Rule for an-
participants in qualified plans and IRAs must Rule) nuity payments from a qualified plan.
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More than one program.  If you receive your pay contributed by your employer to a other tax-free amounts you received by the
benefits from more than one program, such later of the annuity starting date or the dateretirement fund, rather than have it paid to
as a pension plan and a profit-sharing plan, on which you received your first payment.you. You do not pay tax on this money until
you must figure the taxable part of each sep- If you use the General Rule (see Cautionyou receive it in a distribution from the fund.
arately. Make separate computations even if below) to figure the tax treatment of yourElective deferrals generally include elec-
the benefits from both are included in the payments, you must also subtract from yourtive contributions to cash or deferred ar-
same check. For example, benefits from one cost the value of any refund feature in yourrangements (known as section 401(k)
of your programs could be fully taxable, contract.plans), section 501(c)(18) plans, salary re-
while the benefits from your other program The annuity starting date is the later ofduction simplified employee pension (SAR-
could be taxable under the General Rule or the first day of the first period for which youSEP) plans, and tax-sheltered annuities pro-
the Simplified General Rule. Your former receive a payment from the plan or the datev ided fo r  employees o f  tax-exempt
employer or the plan administrator should be on which the plan’s obligation becomesorganizations and public schools.
able to tell you if you have more than one fixed.For information on the tax treatment of
program. elective deferrals, including their limits, see If your annuity starting date is after

Elective deferrals under Excess Contribu- November 18, 1996, you generallyRailroad retirement benefits.  Part of the tions, Deferrals, and Annual Additions in cannot use the General Rule for an-railroad retirement benefits you receive is Publication 575. For information about tax- nuity payments from a qualified plan.treated like social security benefits, and part sheltered annuities, see Publication 571,
is treated like an employee pension. For in- Tax-Sheltered Annuity Programs for Em- Your employer or the organization thatformation about railroad retirement benefits ployees of Public Schools and Certain Tax- pays you the benefits (plan administrator)treated as an employee pension, see Rail- Exempt Organizations. should show your cost in Box 5 of your Formroad Retirement in Publication 575, Pension

1099–R.and Annuity Income (Including Simplified
H.R. 10 (Keogh) plans.   Keogh plans areGeneral Rule).
retirement plans that can only be set up by a Foreign employment.  If you worked in a
sole proprietor or a partnership (but not a foreign country before 1963 and your em-Credit for the elderly or the disabled.  If
partner). They can cover self-employed per- ployer paid into your retirement plan, a partyou receive a pension or annuity, you may be
sons, such as the sole proprietor or partners, of those payments may be considered partable to take the credit for the elderly or the
as well as regular (common-law) employees. of your cost. For details, see Foreign em-disabled. See Chapter 34.

Distributions from these plans are usually ployment under Investment in the Contract
fully taxable. If you have an investment (Cost) in Publication 575.Withholding and estimated tax.   The
(cost) in the plan, however, your pension orpayer of your pension, profit-sharing, stock
annuity payments are taxed under the Gen-bonus, annuity, or deferred compensation Simplified General Rule eral Rule or the Simplified General Rule.plan will withhold income tax on the taxable

If you can use the Simplified General Rule toparts of amounts paid to you. You can
figure the taxability of your annuity, it willDeferred compensation plans of statechoose not to have tax withheld except for
probably be simpler and more beneficialand local governments and tax-exemptamounts paid to you that are eligible rollover
than the General Rule, discussed later.organizations.  If you participate in one ofdistributions. See Eligible rollover distribu-

these plans (known as section 457 plans),tions under Rollovers, later. You make this If your annuity starting date is afteryou will not be taxed currently on your paychoice by filing Form W–4P, Withholding November 18, 1996, you generallythat is deferred under the plan. You or yourCertificate for Pension or Annuity Payments. cannot use the General Rule for an-beneficiary will be taxed on this deferred payFor payments other than eligible rollover nuity payments from a qualified plan.only when it is distributed or otherwise madedistributions, you can tell the payer how to
available to either of you.withhold by filing Form W–4P. If an eligible

Distributions of deferred pay are not eligi-rollover distribution is paid directly to you, Who can use it.  You may be able to use the
ble for the 5– or 10–year tax option, rollover20% will generally be withheld. There is no Simplified General Rule if you are a retired

withholding on a direct rollover of an eligible treatment, or the death benefit exclusion, all employee or if you are receiving a survivor
rollover distribution. See Direct rollover op- discussed later. Distributions are, however, annuity as the survivor of a deceased em-
tion under Rollovers, later. If you choose not subject to the tax for failure to make mini- ployee. You can use it to figure the taxability
to have tax withheld or you do not have mum distributions, discussed later. of your annuity only if:
enough tax withheld, you may have to pay For information on these deferred com-

● Your annuity starting date is after July 1,estimated tax. pensation plans and their limits, see Section
1986,For more information, see Pensions and 457 plans—deferred compensation plans of

Annuities under Withholding in Chapter 5. state and local governments and tax-exempt ● The annuity payments are for either (a)
organizations under Excess Contributions, your life, or (b) your life and that of your

Loans.  If you borrow money from an em- Deferrals, and Annual Additions in Publica- beneficiary,
ployer’s qualified pension or annuity plan, a tion 575.

● The annuity payments are from a qualifiedtax-sheltered annuity program, a govern-
employee plan, a qualified employee an-ment plan, or from a contract purchased Cost nuity, or a tax-sheltered annuity, andunder any of these plans, you may have to

Before you can figure how much, if any, oftreat the loan as a distribution. This means ● At the time the payments began, either
your pension or annuity benefits is taxable,that you may have to include in income all or you were under age 75 or the payments
you must determine your cost in the planpart of the amount borrowed. Even if you do were guaranteed for fewer than 5 years.
(your investment). Your total cost in the plannot have to treat the loan as a distribution,
includes everything that you paid. It also in-you might not be able to deduct the interest
cludes amounts your employer paid thaton the loan in some situations. For details, If you are 75 or over, and your an-
were taxable at the time paid. Cost does notsee Loans Treated as Distributions in Publi- nuity starting date is after Novem-
include any amounts you deducted or ex-cation 575. For information on the deductibil- ber 18, 1996, you must use the
cluded from income.ity of interest, see Chapter 25. General Rule if the payments are guaran-

From this total cost paid or considered teed for at least 5 years. You must use the
paid by you, subtract any refunds of premi-Elective deferrals.   Some retirement plans Simplified General Rule if the payments are
ums, rebates, dividends, unrepaid loans, orallow you to choose (elect) to have part of guaranteed for fewer than 5 years.
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If you are not sure whether your retire- 5. Multiply line 4 by the number of 9. Taxable pension for year.
months for which this year’s Subtract line 8 from line 1. Enterment plan is a qualified plan (that meets cer-
payments were made . . . . . . . . . . . . . the result, but not less than zero.tain Internal Revenue Code requirements),

Also add this amount to the total forask your employer or plan administrator. NOTE: If your annuity starting date
Form 1040, line 16b, or FormYour annuity contract provides guaran- is before 1987, enter the amount
1040A, line 11b . . . . . . . . . . . . . . . . . . . . $teed payments if a minimum number of pay- from line 5 on line 8 below. Skip

ments or a minimum amount (for example, lines 6, 7, 10, and 11. NOTE: If your Form 1099–R shows a larger
the amount of your investment) is payable 6. Any amounts previously recovered taxable amount, use the amount on line 9
even if you and any survivor annuitant do not tax free in years after 1986 . . . . . . . . instead.
live to receive the minimum. If the minimum 10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . . .7. Subtract line 6 from line 2 . . . . . . . . .amount is less than the total amount of the

11. Balance of cost to be recovered.8. Enter the smaller of line 5 or line 7payments you are to receive, barring death,
Subtract line 10 from line 2 . . . . . . . . $

during the first 5 years after payments begin 9. Taxable pension for year.
(figured by ignoring any payment increases), Subtract line 8 from line 1. Enter
you are entitled to fewer than 5 years of the result, but not less than zero. Death benefit exclusion.  If you are a bene-guaranteed payments. Also add this amount to the total for

ficiary of a deceased employee (or formerIf you are the survivor of a deceased re- Form 1040, line 16b, or Form
employee), who died before August 21,tiree, you can use the Simplified General 1040A, line 11b . . . . . . . . . . . . . . . . . . . . $
1996, you may qualify for a death benefit ex-Rule if the retiree used it.
clusion of up to $5,000. This exclusion is dis-NOTE: If your Form 1099–R shows a larger
cussed later in this chapter.taxable amount, use the amount on line 9

Amount of exclusion.  If your annuity start-  If you choose the Simplified Generalinstead.
ing date is after 1986, the total you can ex- Rule and you qualify for the death benefit ex-10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . . .
clude from your taxable income over the clusion, increase your cost in the pension or11. Balance of cost to be recovered.years is limited to your cost. annuity plan by the allowable death benefitSubtract line 10 from line 2 . . . . . . . . $If your annuity starting date was after July exclusion. Your cost is on line 2 of the
1, 1986, and before January 1, 1987, you worksheet.
can continue to take your monthly exclusion The payer of the annuity does not add
for as long as you receive your annuity. If you are the beneficiary of an the death benefit exclusion to the cost for

employee who died after AugustIn both cases, any unrecovered cost at figuring the nontaxable and taxable part of
20, 1996, you are not eligible for theyour, or the last annuitant’s, death is allowed payments reported on Form 1099–R. There-

$5,000 death benefit exclusion. See Deathas a miscellaneous itemized deduction on fore, the Form 1099–R taxable amount will
Benefit Exclusion, later.the final return of the decedent. This deduc- be larger than the amount you will figure for

tion is not subject to the 2%-of-adjusted- yourself. Report on your return the smaller
gross-income limit. amount that you figure. Keep a copy of theBe sure to use Worksheet B if your an-

completed worksheet for your records untilnuity starting date is after November 18,
How to use it.  If your annuity starting date is you fully recover the cost in the pension or1996. Keep a copy of the completed work-
before November 19, 1996 and you meet the annuity plan.sheet; it will help you figure your taxable pen-
conditions to choose the Simplified General sion in later years. Example.  Diane Greene, age 48, began
Rule, you must use Worksheet A to figure receiving a $1,500 monthly annuity in March
your taxable annuity. In completing the work- 1996 upon the death of her husband. She re-
sheet, use your age at the birthday preced- Worksheet B—Simplified General Rule ceived 10 payments in 1996. Her husband
ing your annuity starting date. Be sure to had contributed $25,000 to his qualified em-
keep a copy of the completed worksheet; it ployee plan. Diane is entitled to a $5,0001. Total pension received this year.
will help you figure your taxable pension in death benefit exclusion because her hus-Also add this amount to the total for
later years. band died before August 21, 1996. She addsForm 1040, line 16a, or Form

that amount to her husband’s contributions1040A, line 11a . . . . . . . . . . . . . . . . . . . . $Be sure to use the correct work-
to the plan, increasing her total cost in thesheet. If your annuity starting date 2. Your cost in the plan (contract) at
plan to $30,000.is after November 18, 1996, you annuity starting date ( after

Diane chooses to use the Simplified Gen-must use Worksheet B. November 18, 1996) . . . . . . . . . . . . . .
eral Rule. She fills out the worksheet as

Age at annuity starting follows:
3. date: Enter:

Worksheet A—Simplified General Rule
55 and under 360 Worksheet A—Simplified General Rule
56 – 60 3101. Total pension received this year.

1. Total pension received this year.61 – 65 260Also add this amount to the total for
Also add this amount to the total for66 – 70 210Form 1040, line 16a, or Form
Form 1040, line 16a, or Form1040A, line 11a . . . . . . . . . . . . . . . . . . . . $ 71 and over 160
1040A, line 11a . . . . . . . . . . . . . . . . . . . . $15,000

4. Divide line 2 by line 3 . . . . . . . . . . . . . . .2. Your cost in the plan (contract) at
2. Your cost in the plan (contract) atannuity starting date ( before 5. Multiply line 4 by the number of annuity starting date, ( beforeNovember 19, 1996), plus any months for which this year’s November 19, 1996), plus anydeath benefit exclusion . . . . . . . . . . . payments were made . . . . . . . . . . . . . death benefit exclusion . . . . . . . . . . . 30,000

Age at annuity starting NOTE: If your annuity starting date Age at annuity starting3. date: Enter: is before 1987, enter the amount 3. date: Enter:
from line 5 on line 8 below. Skip55 and under 300

55 and under 300
lines 6, 7, 10, and 11.56 – 60 260 56 – 60 260

6. Any amounts previously recovered61 – 65 240 61 – 65 240
tax free in years after 1986 . . . . . . . .66 – 70 170 66 – 70 170

71 and over 120 7. Subtract line 6 from line 2 . . . . . . . . . 71 and over 120 300

4. Divide line 2 by line 3 . . . . . . . . . . . . . . . 8. Enter the smaller of line 5 or line 7 4. Divide line 2 by line 3 . . . . . . . . . . . . . . . 100
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5. Multiply line 4 by the number of is very complex and requires you to use actu- annuity starting date. This amount cannot be
months for which this year’s arial tables. For a full explanation and the ta- deducted in one year. It must be deducted in
payments were made . . . . . . . . . . . . . 1,000 bles you need, get Publication 939, Pension equal amounts over your remaining life

General Rule (Nonsimplified Method). expectancy.NOTE: If your annuity starting date
The tax-free amount remains the sameis before 1987, enter the amount

even if the total payment increases. If yourfrom line 5 on line 8 below. Skip How To Report 
annuity starting date was before 1987, youlines 6, 7, 10, and 11. If you file Form 1040, report your total annu-can continue to exclude the same part of6. Any amounts previously recovered ity on line 16a and the taxable part on lineeach annuity payment from your income, fortax free in years after 1986 . . . . . . . . 0 16b. If your pension or annuity is fully taxa-as long as you receive your annuity. If your

7. Subtract line 6 from line 2 . . . . . . . . . 30,000 ble, enter it on line 16b; do not make an entryannuity starting date is after 1986, your total
on line 16a.8. Enter the smaller of line 5 or line 7 1,000 exclusion over the years cannot be more

If you file Form 1040A, report your totalthan your cost of the contract reduced by the9. Taxable pension for year.
annuity on line 11a and the taxable part onvalue of any refund feature.Subtract line 8 from line 1. Enter
line 11b. If your pension or annuity is fullyIf the annuity starting date of the annui-the result, but not less than zero.
taxable, enter it on line 11b; do not make antant is after July 1, 1986, and the annuitantAlso add this amount to the total for
entry on line 11a.(or a survivor annuitant) dies before the totalForm 1040, line 16b, or Form

cost is recovered, a miscellaneous itemized1040A, line 11b . . . . . . . . . . . . . . . . . . . . $14,000
More than one annuity.  If you receive morededuction is allowed for the unrecovered

NOTE: If your Form 1099–R shows a larger than one annuity and at least one of them iscost on the final income tax return of the de-
taxable amount, use the amount on line 9 not fully taxable, enter the total amount re-cedent (or his or her survivor). The deduction
instead. ceived from all annuities on line 16a, Formis not subject to the 2%-of-adjusted-gross-

10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . . . 1,000 1040, or line 11a, Form 1040A, and enter theincome limit.
taxable part on line 16b, Form 1040, or line11. Balance of cost to be recovered.
11b, Form 1040A. If all the annuities you re-Subtract line 10 from line 2 . . . . . . . . $29,000 Survivors  ceive are fully taxable, enter the total of all of
them on line 16b, Form 1040, or line 11b,If you receive a survivor annuity because ofIn completing Form 1099–R, the payer of
Form 1040A.the death of a retiree who had reported thethe annuity chooses to report the taxable

annuity under the Three-Year Rule, includepart of the annuity payments using the Sim-
Joint return.  If you file a joint return and youthe total received in income. (The retiree’splified General Rule. However, since the
and your spouse each receive one or morecost has already been recovered tax free.)payer does not adjust the investment in the
pensions or annuities, report the total of theIf the retiree was reporting the annuitycontract by the death benefit exclusion, the
pensions and annuities on line 16a, Formpayments under the General Rule, apply thepayer figures the tax-free part of each
1040, or line 11a, Form 1040A, and reportsame exclusion percentage the retiree usedmonthly payment to be $83.33, based on a
the taxable part on line 16b, Form 1040, orto your initial payment called for in the con-total investment of $25,000.
line 11b, Form 1040A.tract. The resulting tax-free amount will thenHowever, Diane figures a $100 monthly

remain fixed. Any increases in the survivortax-free amount (see line 4 of the work-
annuity are fully taxable.sheet). Because of this difference in the Death Benefit Exclusion  

If the retiree was able to use the Simpli-computations, the Form 1099–R given by If you are the beneficiary of a deceased em-
fied General Rule, the monthly tax-freethe payer shows a greater taxable amount ployee (or former employee), who died
amount remains fixed. Continue to use thethan what she figures for herself. She re- before August 21, 1996, the pension or an-
same monthly tax-free amount for your survi-ports on line 16b of Form 1040 only the nuity you get because of that person’s death
vor payments. See Simplified General Rule,smaller taxable amount based on her own may qualify for a death benefit exclusion.
earlier.computation. She keeps a copy of the work- This exclusion cannot be more than $5,000.

In both cases, if the annuity starting datesheet for her records.
is after 1986, the total exclusion over the If you are the beneficiary of an em-
years cannot be more than the cost. ployee who died after August 20,General Rule  If you are the survivor of an employee, or 1996, you are not eligible for the

You must use the General Rule to figure the former employee, who died before becom- $5,000 death benefit exclusion.
taxability of your pension or annuity if your ing entitled to any annuity payments, you

If you are eligible for the exclusion, add itannuity starting date is after July 1, 1986 (but must figure the taxable and tax-free parts of
to the cost or unrecovered cost of the annu-before November 19, 1996), and you do not your annuity payments. You may qualify to
ity when you figure your cost at the annuityqualify for, or you do not choose, the Simpli- add up to $5,000 to the decedent’s cost to
starting date.fied General Rule (explained earlier). be recovered tax free.

If you are the survivor under a joint and
If your annuity starting date is after If you are the beneficiary of an em- survivor annuity, the exclusion applies only
November 18, 1996, you generally ployee who died after August 20, if:
cannot use the General Rule for an- 1996, you are not eligible for the 1) The decedent died before receiving, or

nuity payments from a qualified plan. Non- $5,000 death benefit exclusion. becoming entitled to receive, retirement
qualified plans and certain annuitants age 75

pension or annuity payments, orThis death benefit exclusion is treatedor over must use the General Rule.
2) The decedent received disability in-as an addition to the cost of the annuity. See

come payments that were not treatedYou must also use the General Rule if Death benefit exclusion, earlier, under Sim-
as pension or annuity income (the dece-your annuity starting date was before July 2, plified General Rule.
dent had not reached minimum retire-1986, and you did not qualify to use the Estate tax.   If your annuity was a joint
ment age).Three-Year Rule. (The Three-Year Rule was and survivor annuity that was included in the

repealed.) decedent’s estate, an estate tax may have
Under the General Rule, you exclude a been paid on it. You can deduct, as a miscel- For more information, see Payments to

part of each payment from your income be- laneous itemized deduction, the part of the beneficiaries of deceased employees (death
cause it is considered a return of your cost. total estate tax that was based on the annu- benefit exclusion) under Life Insurance Pro-
The remainder of each payment (including ity. This deduction is not subject to the 2%- ceeds in Chapter 13, and Death benefit ex-
the full amount of any later cost-of-living in- of-adjusted-gross-income limit. The de- clusion under Investment in the Contract
creases) is taxable. Finding the tax-free part ceased annuitant must have died after the (Cost) in Publication 575.
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You may be able to figure the tax on qualified retirement plan, unless it is a re-Lump-Sum Distributions  
a lump-sum distribution under the 5- quired minimum distribution.

You may be able to elect optional methods year tax option even if the plan par-
of figuring the tax on lump-sum distributions ticipant was born after 1935. You can do this Direct rollover option.  You can choose toyou receive from a qualified retirement plan only if the distribution is made on or after the have the administrator of your old plan trans-(an employer’s qualified pension, stock bo- date the participant reached age 59 1/2 and fer the distribution directly from your old plannus, or profit-sharing plan). A qualified plan is the distribution otherwise qualifies. to the new plan (if permitted) or IRA. If youa plan that meets certain requirements of the

decide on a rollover, it is generally to yourInternal Revenue Code. For information on a To qualify for the 5- or 10-year option for advantage to choose this direct rollover op-distribution you receive that includes em- a distribution you receive for your own partic- tion. Under this option, the plan administra-ployer securities, see Distributions of em- ipation in the retirement plan, you must have tor would not withhold tax from yourployer securities under Lump-Sum Distribu- been a participant in the plan for at least 5 distribution.tions in Publication 575. full tax years. You can only make one lifetime
election to use this option for any plan

Withholding tax.  If you choose to have theDistributions that qualify.  A lump-sum dis- participant.
distribution paid to you, it is taxable in thetribution is paid within a single tax year. It is If you choose the 5-year tax option, you
year distributed unless you roll it over to athe distribution or payment of a plan partici- figure your tax, using Form 4972, as though
new plan or IRA within 60 days. The plan ad-pant’s entire balance from all of the em- the distribution were received over 5 years.
ministrator must withhold income tax of 20%ployer’s qualified plans (i.e., pension, profit- However, if you choose the 10-year tax
from the taxable distribution paid to you.sharing, or stock bonus plans). The partici- option, you can instead treat the distribution
(See Pensions and Annuities under With-pant’s entire balance does not include de- as though it were received over 10 years us-
holding in Chapter 5.) This means that, if youductible voluntary employee contributions or ing special tax rates. Form 4972 shows how
decide to roll over an amount equal to thecertain forfeited amounts. to make this computation. The Form 4972
distribution before withholding, your contri-The distribution is paid: Instructions contain a special tax rate sched-
bution to the new plan or IRA must includeule that you must use in making the 10–year1) Because of the plan participant’s death,
other money (for example, from savings ortax option computation. Publication 575 illus-2) After the participant reaches age 591/2, amounts borrowed) to replace the amounttrates how to complete Form 4972 to figure
withheld. The administrator should give you3) Because the participant, if an employee, the separate tax.
a written explanation of your distribution op-separates from service, or
tions within a reasonable period of timeForm 1099–R.   If you receive a total distribu-4) After the participant, if a self-employed
be fo re  mak ing  an  e l ig ib le  ro l lovertion from a plan, you should receive a Formindividual, becomes totally and perma-
distribution.1099–R, Distributions From Pensions, Annu-nently disabled.

ities, Retirement or Profit-Sharing Plans,
Deductible voluntary employee contribu-IRAs, Insurance Contracts, etc. If the distri-
tions.   If you receive an eligible rollover dis-bution qualifies as a lump-sum distribution,Tax treatment.  You can recover your cost
tribution from your employer’s qualified planbox 3 shows the capital gain, and box 2a mi-in the lump sum tax free. Also, you may be
of part of the balance of your accumulatednus box 3 is the ordinary income. If you doentitled to special tax treatment for the re-
deductible voluntary employee contribu-not get a Form 1099–R, or if you have ques-maining part of the distribution.
tions, you can roll over tax free any part oft i ons  abou t  i t ,  con tac t  your  p lanIn general, your cost consists of:
this distribution. The rollover can be either toadministrator.

1) The plan participant’s total nondeduct- an IRA or to certain other qualified plans.
ible contributions to the plan,

Rollovers  2) The total of the plan participant’s taxa- Rollover by surviving spouse or other
Generally, a rollover is a tax-free distributionble costs of any life insurance contract beneficiary.  You may be entitled to roll overto you of cash or other assets from a quali-distributed, into an IRA part or all of a retirement planfied retirement plan that you transfer to an

distribution you receive as the surviving3) Any employer contributions that were eligible retirement plan. However, see Di-
spouse of a deceased employee. The roll-taxable to the plan participant, and rect rollover option, later.
over rules apply to you as if you were the em-4) Repayments of loans that were taxable An eligible retirement plan is an IRA, a
ployee. However, you cannot roll it over toto the plan participant. qualified employee retirement plan, or a
another qualified retirement plan.qualified annuity plan. See Chapter 18 for in-

A beneficiary other than the employee’sformation on rollovers from IRAs. You must reduce this cost by amounts previ-
surv iv ing spouse cannot  ro l l  over  aIn general, the most you can roll over isously distributed tax free.
distribution.the part that would be taxable if you did notCapital gain treatment.  Only a plan par-

roll it over. You cannot roll over your contri-ticipant, who was born before 1936 can elect
Alternate payee under qualified domesticbutions, other than your deductible em-to treat a portion of the taxable part of a
relations order.   You may be able to rollployee contributions. You do not pay tax onlump-sum distribution as a capital gain that is
over all or any part of a distribution from athe amount that you roll over. This amount,taxable at a 20% (.20) rate. This treatment
qualified employer plan that you receivehowever, is generally taxable later when it isapplies to the portion you receive for the par-
under a qualified domestic relations orderpaid to you or your survivor.ticipation in the plan before 1974. You can
(QDRO). If you receive the distribution as anYou must complete the rollover by theelect this treatment only once for any plan
employee’s spouse or former spouse under60th day following the day on which you re-participant. Use Form 4972, Tax on Lump-
a QDRO, the rollover rules apply to you (theceive the distribution. (This 60–day period isSum Distributions, to make this choice.
alternate payee) as if you were the em-extended for the period during which the dis-5- or 10-year tax option.  If the plan par-
ployee. You can rollover the distribution fromtribution is in a frozen deposit in a financialticipant was born before 1936, you can elect
the plan into an IRA or to another eligible re-institution.) For all rollovers to an individualto use the 5– or 10–year option to compute
tirement plan. See Publication 575 for moreretirement arrangement (IRA), you must ir-the tax on the ordinary income portion of the
information on benefits received under arevocably elect rollover treatment by writtendistribution. (This also includes the capital
QDRO.notice to the trustee or issuer of the IRA.gain portion of the distribution if you do not

elect the capital gain treatment for it.) To
Bond purchase plans.   The Department ofqualify, you must elect to use the 5- or 10- Eligible rollover distributions.  Generally,
the Treasury stopped issuing U.S. Retire-year tax option for all lump-sum distributions you can roll over any part of the taxable por-

received in the tax year. tion of most nonperiodic distributions from a ment Plan Bonds after April 30, 1982. They
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are a special series of interest-bearing 11) Made under an immediate annuity con- 3) Distributions based on the employee’s
bonds that retirement plans could buy. tract, or investment in the contract,

If you redeem a retirement bond, you can 12) Made from a deferred annuity contract 4) Distributions to the extent rolled over,
defer the tax on the amount received by roll- purchased by your employer upon the 5) Retirement distributions of annuity con-ing it over to an IRA as discussed under Roll- termination of a qualified employee re- tracts, the value of which is not taxableovers in Chapter 18. tirement plan or qualified annuity that is at the time of the distribution (other than

held by your employer until you sepa- distributions under, or proceeds fromFor more information  on the rules for roll- rate from the service of the employer. the sale or exchange of, suching over distributions, see Publication 575.
contracts),

Only exceptions (1) through (3) apply to
6) Retirement distributions of excess de-distributions from IRAs. Exceptions (4)Tax on Early Distributions  

ferrals (and income allocable to them),through (8) apply only to distributions fromDistributions you receive from your qualified
andqualified employee plans. Exceptions (9)retirement plan or deferred annuity con-

through (12) apply only to distributions from 7) Retirement distributions of excess con-tract before you reach age 59 1/ 2 (and
deferred annuity contracts not purchased by tributions (and income allocable toamounts you receive when you cash in re-
qualified employer plans. them) under section 401(k) plans ortirement bonds before you reach age 591/2)

IRAs, or excess aggregate contributionsare usually subject to an additional tax of
Reporting tax or exception.  If distribution (and income on them) under qualified10%. The tax applies to the taxable part of
code 1 is shown in box 7 of Form 1099–R, plans. (The aggregate contributions re-the distribution.
Distributions From Pensions, Annuities, Re- late to highly compensated employeesFor this purpose, a qualified retirement
tirement or Profit-Sharing Plans, IRAs, Insur- and the plan will figure the excess.)plan means:
ance Contracts, etc., multiply the taxable

1) A qualified employee retirement plan, part of the early distribution by 10% and Combining distributions.  If distribu-
2) A qualified annuity plan, enter the result on line 48 of Form 1040 and tions for you are made to you and others, you

write ‘‘No’’ on the dotted line. You do not3) A tax-sheltered annuity plan for employ- must combine the distributions in figuring the
have to file Form 5329, Additional Taxes At-ees of public schools or tax-exempt or- amount of excess distributions for the year.
tributable to Qualified Retirement Plans (In-ganizations, or Lump-sum distributions.  A different
cluding IRAs), Annuities, and Modified En- limit applies to a lump-sum distribution for4) An individual retirement arrangement dowment Contracts. which you elect to use the 5- or 10-year tax(IRA). However, if you owe this tax and also option or capital gain treatment. The thresh-
owe any other additional tax on a distribu- old amount of $155,000 increases five timesExceptions to tax.  The 10% tax does tion, you must file Form 5329 to report the to $775,000 for lump-sum distributions. Younot apply to distributions that are: taxes. must figure a separate tax on the lump-sum

1) Made to a beneficiary or to the estate of You do not have to file Form 5329 if you distribution over $775,000.
the plan participant or annuity holder on qualify for an exception to the 10% tax and Special grandfather election.  If you
or after his or her death, distribution code 2, 3, or 4 is shown in box 7 made a special ‘‘grandfather election’’ on

of Form 1099–R. However, you must file your 1987 or 1988 return, you can exclude2) Made because you are totally and per-
Form 5329 if the code is not shown or the from the amount subject to the tax a pro-manently disabled,
code shown is incorrect (e.g., code 1 is rated part of a distribution that is related to3) Made as part of a series of substantially shown although you meet an exception). your accrued benefits on August 1, 1986. Toequal periodic (at least annual) pay-

have made this special choice, your accruedments over your life expectancy or the
benefit as of August 1, 1986, must have ex-Tax on Excessjoint life expectancy of you and your
ceeded $562,500. For more information, seebeneficiary (if from a qualified employee Distributions  the instructions for Part IV of Form 5329.plan, payments must begin after separa- If you received retirement distributions in

tion from service), excess of $155,000 during the calendar Form 5329.  You must file a Form 5329 if you
year, you are subject to an additional 15%4) Made to you after you separated from receive excess distributions from a qualified
excise tax on the amount over $155,000.service if the separation occurred during retirement plan, whether or not you owe the
The 15% tax is offset by any 10% early dis-or after the calendar year in which you 15% tax.
tribution tax that applies to the excess distri-reached age 55,
bution. (See the preceding discussion.)5) Not more than your deductible medical Tax for Failure to MakeRetirement distributions  means distri-expense (the medical expense that ex-
butions from qualified employee retirement Minimum Distribution ceeds 7.5% of your adjusted gross in-
plans, qualified annuity plans, tax-sheltered For years beginning before 1997, your quali-come) whether or not you itemize de-
annuities, and individual retirement arrange- fied retirement plan must distribute to youductions for the tax year,
ments (IRAs). your entire interest in the plan, or begin to6) Paid to alternate payees under qualified

make minimum distributions to you, by AprilYou will not be subject to this addi-domestic relations orders,
1 of the year following the calendar year intional 15% tax if you receive the re-7) Made to you if, as of March 1, 1986, you which you reach age 701/2. It does not mattertirement distributions after De-separated from service and began re- whether you have retired.cember 31, 1996 (and before the year 2000).ceiving benefits from the qualified plan

under a written election designating a Beginning in 1997, this rule will takeExceptions to tax.  The 15% tax on ex-
specific schedule of benefit payments, into account whether you have re-cess distributions does not apply to the fol-

tired. New law modifies the defini-8) Made to you to correct excess deferrals, lowing distributions:
tion of the required beginning date that isexcess contributions, or excess aggre- 1) Distributions after death, used to figure the minimum required distribu-gate contributions,

2) Distributions paid to your spouse or for- tion from qualified retirement plans. Under
9) Allocable to investment in a deferred mer spouse under a qualified domestic the new law, the required beginning date of a

annuity contract before August 14, relations order (QDRO) that are taxable participant who is still employed after age
1982, to the payee (the distributions are in- 701/2 is April 1 of the calendar year that fol-

10) From an annuity contract under a quali- cluded in determining your spouse’s or lows the calendar year in which he or she re-
fied personal injury settlement, former spouse’s excess distributions), tires. The new law does not apply to IRAs.
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This rule applies to qualified employee Tax on failure to distribute.  If you do not How to report.  You must report all your tax-
retirement plans, qualified annuity plans, de- receive these required minimum distribu- able disability income on line 7, Form 1040,
ferred compensation plans under section tions, you, as the payee, are subject to an or line 7, Form 1040A, until you reach mini-
457, tax-sheltered annuity programs (for additional excise tax. The tax equals 50% of mum retirement age.
benefits accruing after 1986), and IRAs. the difference between the amount that If you made contributions to your pension

You reach age 701/2 on the date that is 6 must be distributed and the amount that was or annuity plan, your payments are taxable
calendar months after the date of your 70th distributed during the tax year. You can get under the rules discussed earlier, beginning
birthday. For example, if your 70th birthday this excise tax excused if you establish that with the day after you reach minimum re-
was on July 1, 1995, you were age 701/2 on the shortfall in distributions was due to rea- tirement age.
January 1, 1996. Your required beginning sonable error and that you are taking rea- Generally, minimum retirement age is the
date is April 1, 1997. If your 70th birthday sonable steps to remedy the shortfall. age at which you would have first received a
was on June 30, 1995, you were age 701/2 on State insurer delinquency proceed- pension or annuity were you not disabled.
December 30, 1995, and your required be- ings.  You might not receive the minimum For more information on how to report
ginning date was April 1, 1996. distribution because of state insurer delin- disability pensions, including military and

quency proceedings for an insurance com- certain government disability pensions, seeExceptions.  The above rule does not apply
pany. If your payments are reduced below Chapter 6.to governmental plans or church plans. Nor
the minimum due to these proceedings, youdoes it apply to any individual (unless a 5%
should contact your plan administrator.owner) who reached age 701/2 before 1988.
Under certain conditions, you will not have toIn these cases, distributions must begin
pay the excise tax.no later than April 1 of the calendar year fol- Purchased Annuities lowing the later of:

1) The calendar year in which you reach
Form 5329.  You must file a Form 5329 if youage 701/2, or If you privately purchased an annuity con-owe a tax because you did not receive a min-

2) The calendar year in which you retire. tract from a commercial organization, suchimum required distribution from your quali-
as an insurance company, you must use thefied retirement plan.5% owners.  If you are a 5% (or more) General Rule to figure the tax-free part of

owner of the company maintaining the plan, each annuity payment. For more informa-
distributions to you must begin by April 1 of tion, get Publication 939, Pension General
the calendar year after the year in which you Rule (Nonsimplified Method).
reach 701/2, regardless of when you retire. Disability Income  
Minimum distributions.  These are regular

Sale of annuity.  Gain on the sale of an an-periodic distributions that are large enough
Generally, if you retire on disability, you must nuity contract before its maturity date is ordi-to use up the entire interest over your life ex-
report your pension or annuity as income. nary income to the extent that the gain is duepectancy or over the joint life expectancies

If you were 65 or older at the end of the to interest accumulated on the contract. Youof you and a designated surviving benefici-
tax year, or if you were under 65, retired on do not recognize gain or loss on an ex-ary (or over a shorter period).
permanent and total disability, and you re- change of an annuity contract solely for an-
ceived taxable disability income, you may be other annuity contract. Additional information.  For more informa-
able to claim the credit for the elderly or the See Transfers of Annuity Contracts intion on this rule and how to figure the re-
disabled. See Chapter 34 for more informa- Publication 575 for more information aboutquired amount be distributed, see Tax on Ex-
tion about the credit.cess Accumulation in Publication 575. exchanges of annuity contracts.
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name, you must use only your portion of theUseful Items
benefits in figuring if any part is taxable toYou may want to see:
you. The portion of the benefits that belongs12.
to your child must be added to your child’sPublication
other income to see if any of those benefits

□ 575 Pension and Annuity IncomeSocial Security are taxable.(Including Simplified General
Rule)and Equivalent

Repayments.  Any repayment of benefits
□ 590 Individual Retirement you made during 1996 is automatically sub-Railroad Arrangements (IRAs)

tracted from the gross benefits you received
□ 915 Social Security and Equivalent in 1996. It does not matter if the repaymentRetirement

Railroad Retirement Benefits was for a benefit you received in an earlier
year. If you repaid more than the gross bene-Benefits
fits you received in 1996, see RepaymentsAre Any of Your More Than Gross Benefits, later. Your gross
benefits are shown in box 3 of Form SSA–Benefits Taxable? 1099 or RRB–1099 and your repayments are

To find out whether any of your benefits are shown in box 4. The amount in box 5 showsIntroduction
taxable, compare the base amount for your your net benefits for 1996 ( box 3 minus box

This chapter discusses the taxability of any filing status with the total of: 4). Use the amount in box 5 to figure if any of
social security or equivalent tier 1 railroad re- your benefits are taxable.1) One-half of your benefits, plustirement benefits you may have received. It

2) All your other income, including tax-ex-also explains:
Reporting your benefits.  If part of yourempt interest. (Do not reduce your in-

● How to figure whether your benefits are benefits is taxable, you must use Form 1040come by any exclusions for interesttaxable, or 1040A. You cannot use Form 1040EZ.from Series EE U.S. savings bonds, for
On Form 1040, report your net benefits● How to use the social security benefits foreign earned income or foreign hous-

(the amount in box 5 of your Form SSA–1099worksheet, ing, or for income earned in American
or RRB–1099) on line 20a. Report the taxa-Samoa or Puerto Rico by bona fide● How to report your taxable benefits on ble part on line 20b. On Form 1040A, reportresidents.)Form 1040 and Form 1040A (with exam- your net benefits on line 13a and the taxable

ples), and part on line 13b.Use the worksheet later in this discussion
● How to treat repayments that are more Also, if you are married filing separatelyto figure this total income. If the total income

than the benefits you received during the and you lived apart from your spouse for allis more than your base amount, part of your
year. of 1996, make the following entries. Onbenefits is taxable.

Form 1040, enter ‘‘D’’ to the left of line 20a.
If the only income you received dur-When the term ‘‘benefits’’ is used in this On Form 1040A, enter ‘‘D’’ to the left of line
ing 1996 was your social security orchapter, it applies to both social security 13a.
equivalent tier 1 railroad retirementbenefits and equivalent tier 1 railroad retire-

benefits, your benefits generally are not tax-ment benefits. Social security benefits in- If none of your benefits are taxable,  do
able and you probably do not have to file aclude survivor and disability benefits. They not report any of them on your tax return. But
return. If you have income in addition to yourdo not include supplemental security income if you are married filing separately and you
benefits, you may have to file a return even if(SSI) payments, which are not taxable. lived apart from your spouse for all of 1996,none of your benefits are taxable.Equivalent tier 1 railroad retirement benefits make the following entries. On Form 1040

are the part of tier 1 benefits equal to the so- enter ‘‘D’’ to the left of line 20a and ‘‘–0–’’ onIf you are married and file a joint return forcial security benefits that a railroad em- line 20b. On Form 1040A, enter ‘‘D’’ to the1996, you and your spouse must combineployee or beneficiary would have been enti- left of line 13a and ‘‘–0–’’ on line 13b.your incomes and your benefits when figur-tled to receive if the employee’s service had
ing if any of your combined benefits are taxa-been covered under the social security sys-
ble. Even if your spouse did not receive any Worksheet.  You can use the followingtem rather than the railroad retirement
benefits, you must add your spouse’s in- worksheet to figure whether your incomesystem.
come to yours when figuring if any of your plus half your benefits is more than yourIf you received these benefits during
benefits are taxable. base amount.1996, you should have received a Form

SSA–1099 or Form RRB–1099 (Form SSA–
Base amount.  Your base amount is:1042S for Form RRB–1042S if you are a

A. Write in the amount from box 5 ofnonresident alien) showing the amount. ● $25,000 if you are single, head of house-
all your Forms SSA–1099 andhold, or qualifying widow(er),
RRB–1099. Include the full

What is not discussed.  This chapter does ● $25,000 if you are married filing sepa- amount of any lump-sum benefit
not discuss the tax rules for railroad retire- rately and lived apart from your spouse payments received in 1996, for
ment benefits other than the social security for all of 1996, 1996 and earlier years, if you
equivalent benefit portion of tier 1 benefits

choose to report the full amount● $32,000 if you are married filing jointly, or(including special guaranty benefits). The tax
for the 1996 tax year. (If you

● $–0– if you are married filing separatelyrules for the non-social security equivalent
received more than one form,

and lived with your spouse at any timebenefit portion of tier 1 benefits, tier 2 bene-
combine the amounts from box 5

during 1996.fits, vested dual benefits, and supplemental
and write in the total.) . . . . . . . . . . . . A.

annuity benefits, are discussed in Publica-
tion 575, Pension and Annuity Income (In-

Note: If the amount on line A is zero or less, stopcluding Simplified General Rule). Who is taxed.  The person who has the le-
here; none of your benefits are taxable this year.The tax rules for foreign social security gal right to receive the benefits must deter-

benefits also are not discussed in this chap- mine if the benefits are taxable. For exam-
B.  Enter one-half of the amount onter. These benefits are taxable as an annuity ple, if you and your child receive benefits, but

line A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . B.unless exempt from U.S. tax under a treaty. the check for your child is made out in your
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C. Add your taxable pensions, E. Add lines B, C, and D and write in part of the entire amount of benefits re-
wages, interest, dividends, and the total . . . . . . . . . . . . . . . . . . . . . . . . . . E. $15,000 ceived in 1996.
other taxable income and write in However, if your taxable benefits would
the total . . . . . . . . . . . . . . . . . . . . . . . . . . C. Note. Compare the amount on line E to your base be less, you can choose to figure the taxable

amount for your filing status. If the amount on line part of benefits received in 1996 for an ear-
E is less than the base amount for your filing lier year as if they had been received in theD. Write in any tax-exempt interest
status, none of your benefits are taxable this year. earlier year. This method uses the earlierincome (such as interest on
If the amount on line E is more than your base year’s income to figure the taxable amount.municipal bonds) plus exclusions
amount, some of your benefits are taxable. You add the taxable part of those benefits tofrom income (such as Series EE

your taxable benefits for 1996 and includeU.S. Savings Bond interest
the total in your 1996 income.exclusion) . . . . . . . . . . . . . . . . . . . . . . . . D.

Making the election.  If you received aHow Much Is Taxable? 
lump-sum benefit payment in 1996 that in-If part of your benefits is taxable, how muchE. Add lines B, C, and D and write in
cludes benefits for one or more earlier years,is taxable depends on the total amount ofthe total . . . . . . . . . . . . . . . . . . . . . . . . . . E.
follow the instruction in Publication 915your benefits and other income. Generally,
under Lump-Sum Election to see whetherthe higher that total amount, the greater the

Note. Compare the amount on line E to your base making the election will lower your taxabletaxable part of your benefits.
amount for your filing status. If the amount on line benefits. That discussion also explains how
E is less than the base amount for your filing to make the election.Maximum taxable part.  The taxable part of
status, none of your benefits are taxable this year. your benefits usually cannot be more than
If the amount on line E is more than your base 50%. However, up to 85% of your benefits
amount, some of your benefits are taxable. may be taxable, but only if one of the follow-

ing situations applies to you. Examples 
1) The total of one-half of your benefitsExample.  You and your spouse are filing

and all your other income is more than Following are a few examples you can usea joint return for 1996, and you both received
$34,000 ($44,000 if you are married fil- as a guide to figure the taxable part of yoursocial security benefits during the year. In
ing jointly), or benefits.January 1997, you received a Form SSA-

1099 showing net benefits of $6,600 in box 2) You are married filing separately and
5. Your spouse received a Form SSA–1099 Example 1.  George White is single andlived with your spouse at any time dur-
showing net benefits of $2,400 in box 5. You files Form 1040 for 1996. He received theing 1996.
also received a taxable pension of $10,000 following income in 1996:
and interest income of $500. You did not
have any tax-exempt interest income. Your Which worksheet to use.  A worksheet to Fully taxable pension . . . . . . . . . . . . . . . . . . . $18,600benefits are not taxable for 1996 because figure your taxable benefits is in the instruc- Wages from part-time job . . . . . . . . . . . . . . 9,400your income, as figured in the following tions for your tax form. You can use either

Interest income . . . . . . . . . . . . . . . . . . . . . . . . . 990worksheet, is not more than your base that worksheet or Worksheet 1 in this chap-
amount ($32,000). Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $28,990ter (or Publication 915), unless one of the fol-

lowing situations applies to you.

1) You contributed to an individual retire- George also received social securityA. Write in the amount from box 5 of ment arrangement (IRA) and your IRA benefits during 1996. The Form SSA–1099all your Forms SSA–1099 and deduction is limited because you or your he received in January 1997 shows $5,980RRB–1099. Include the full spouse is covered by a retirement plan in box 5. To figure his taxable benefits,amount of any lump-sum benefit at work—In this situation, you must use George completes the worksheet shownpayments received in 1996, for the special worksheets in Appendix B of here.1996 and earlier years, if you Publication 590 to figure both your IRA
choose to report the full amount deduction and your taxable benefits.
for the 1996 tax year. (If you

2) You exclude interest from Series EE Worksheet 1. Social Security received more than one form,
U.S. savings bonds ( Form 8815) or take and Equivalent Railroad Retirement combine the amounts from box 5
an exclusion for foreign earned income Benefitsand write in the total.) . . . . . . . . . . . . A. $  9,000
or housing (Form 2555 or Form 2555–
EZ) or for income earned in American

Note: If the amount on line A is zero or less, stop 1. Enter the total amount from box 5 ofSamoa ( Form 4563) or Puerto Rico by
here; none of your benefits are taxable this year. ALL your Forms SSA–1099 andbona fide residents—In this situation,

RRB–1099 . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,980you must use Worksheet 1 in this chap-
ter (or Publication 915) to figure your

B.  Enter one-half of the amount on taxable benefits.
line A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . B.  4,500 Note. If line 1 is zero or less, stop here;

3) You receive a lump-sum payment for an none of your benefits are taxable.
earlier year—In this situation, also com- Otherwise, go to line 2.C. Add your taxable pensions, plete Worksheet 2 or 3 and Worksheet

wages, interest, dividends, and 4 in Publication 915. See Lump-Sum
2. Enter one-half of line 1 . . . . . . . . . . . . . . .  2,990other taxable income and write in Election.

the total . . . . . . . . . . . . . . . . . . . . . . . . . . C. 10,500 3. Enter the total of the amounts from:
Form 1040: Lines 7, 8a, 8b, 9–

14, 15b, 16b, 17–19, and 21.D. Write in any tax-exempt interest Lump-Sum Election.  You must include the
Form 1040A: lines 7, 8a, 8b, 9,income (such as interest on taxable part of a lump-sum (retroactive) pay-

10b, 11b, and 12 . . . . . . . . . . . . . 28,990municipal bonds) plus any ment of benefits received in 1996 in your
exclusions from income (such as 1996 income, even if the payment includes 4. Form 1040A filers: Enter any
Series EE U.S. Savings Bond benefits for an earlier year. Generally, you exclusion for Series EE U.S. savings
interest exclusion) . . . . . . . . . . . . . . . D. –0– use your 1996 income to figure the taxable bond interest (Form 8815, line 14).
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Form 1040 filers: Enter the total of worked during the year and had wages of 11. Subtract line 10 from line 9. If zero or
any exclusions/adjustments for: $14,000. She made a deductible payment to less, enter –0– . . . . . . . . . . . . . . . . . . . . . . .

her IRA account of $1,000. Ray and Alice●  Series EE U.S. savings bond 12. Enter the smaller of line 9 or line 10
have two savings accounts. The Formsinterest (Form 8815, line 14),

13. Enter one-half of line 12 . . . . . . . . . . . . .1099–INT they received showed they had a●  Foreign earned income or
14. Enter the smaller of line 2 or line 13total of $250 in interest income. They com-housing (Form 2555, lines 43

plete Worksheet 1 and find that none ofand 48, or Form 2555–EZ, 15. Multiply line 11 by 85% (.85). If line
Ray’s social security benefits are taxable.line 18), 11 is zero, enter –0– . . . . . . . . . . . . . . . . .
They leave lines 13a and 13b of their Form●  Certain income of bona fide

16. Add lines 14 and 15 . . . . . . . . . . . . . . . . .1040A blank.residents of American Samoa
17. Multiply line 1 by 85% (.85) . . . . . . . . . .(Form 4563, line 15) or Puerto

Rico . . . . . . . . . . . . . . . . . . . . . . . . . . –0– 18. Taxable benefits. Enter the smallerWorksheet 1. Social Security 
of line 16 or line 17 . . . . . . . . . . . . . . . . . .5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . 31,980 and Equivalent Railroad Retirement 

Benefits6. Enter the amount from Form 1040, ●  Enter the amount from line 1 above
line 30 or from Form 1040A, line 15c –0– on Form 1040, line 20a or on Form

1. Enter the total amount from box 5 of 1040A, line 13a.7. Subtract line 6 from line 5 31,980
ALL your Forms SSA–1099 and

●  Enter the amount from line 188. Enter $25,000 ($32,000 if married RRB–1099 . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,600
above on Form 1040, line 20b or onfiling jointly; $0 if married filing
Form 1040A, line 13bseparately and you lived with your Note. If line 1 is zero or less, stop here;

spouse at any time during 1996) . . . . 25,000 none of your benefits are taxable.
Example 3.  Joe and Betty Johnson file a9. Subtract line 8 from line 7. If zero or Otherwise, go to line 2.

joint return on Form 1040 for 1996. Joe is aless, enter –0– . . . . . . . . . . . . . . . . . . . . . . . 6,980
2. Enter one-half of line 1 . . . . . . . . . . . . . .  2,800 retired railroad worker and in 1996 received

the social security equivalent portion of tier 13. Enter the total of the amounts from:Note. If line 9 is zero or less, stop here;
benefits. Joe’s Form RRB–1099 showsForm 1040: Lines 7, 8a, 8b, 9–none of your benefits are taxable. (Do not
$10,000 in box 5. Betty is a retired govern-14, 15b, 16b, 17–19, and 21.enter any amounts on Form 1040, line
ment worker and receives a fully taxableForm 1040A: lines 7, 8a, 8b, 9,20a or 20b or on Form 1040A, line 13a or
pension of $38,000. They also had $2,300 in10b, 11b, and 12 . . . . . . . . . . . . . 29,75013b. But if you are married filing
interest income and interest of $200 on a Se-separately and you lived apart from your 4. Form 1040A filers: Enter any
ries EE U.S. savings bond. Joe and Bettyspouse for all of 1996, enter ‘‘D’’ to the exclusion for Series EE U.S. savings
paid qualified higher educational expensesleft of line 20a, Form 1040, or line 13a, bond interest (Form 8815, line 14).
for their dependent daughter and the sav-Form 1040A. Also enter –0– on Form Form 1040 filers: Enter the total of
ings bond interest qualified for exclusion.1040, line 20b or on Form 1040A, line any exclusions/adjustments for:
They figure their taxable benefits by com-13b.) Otherwise, go on to line 10. ●  Series EE U.S. savings bond
pleting Worksheet 1.interest (Form 8815, line 14),

10. Enter $9,000 ($12,000 if married
●  Foreign earned income or

filing jointly; $0 if married filing
housing (Form 2555, lines 43 Worksheet 1. Social Security separately and you lived with your
and 48, or Form 2555–EZ, and Equivalent Railroad Retirement spouse at any time in 1996) . . . . . . . . . 9,000
line 18), and Benefits

11. Subtract line 10 from line 9. If zero or ●  Certain income of bona fide
less, enter –0– . . . . . . . . . . . . . . . . . . . . . . . –0– residents of American Samoa 1. Enter the total amount from box 5 of

12. Enter the smaller of line 9 or line 10 6,980 (Form 4563, line 15) or Puerto ALL your Forms SSA–1099 and
Rico . . . . . . . . . . . . . . . . . . . . . . . . . . –0– RRB–1099 . . . . . . . . . . . . . . . . . . . . . . . . . . .  10,00013. Enter one-half of line 12 . . . . . . . . . . . . . 3,490

5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . 32,55014. Enter the smaller of line 2 or line 13 2,990
Note. If line 1 is zero or less, stop here;6. Enter the amount from Form 1040,15. Multiply line 11 by 85% (.85). If line
none of your benefits are taxable.line 30 or from Form 1040A, line 15c  1,00011 is zero, enter –0– . . . . . . . . . . . . . . . . . –0–
Otherwise, go to line 2.

7. Subtract line 6 from line 5 31,55016. Add lines 14 and 15 . . . . . . . . . . . . . . . . . 2,990
2. Enter one-half of line 1 . . . . . . . . . . . . . .  5,0008. Enter $25,000 ($32,000 if married17. Multiply line 1 by 85% (.85) . . . . . . . . . . 5,083
3. Enter the total of the amounts from:filing jointly; $0 if married filing18. Taxable benefits. Enter the smaller

Form 1040: Lines 7, 8a, 8b, 9–separately and you lived with yourof line 16 or line 17 . . . . . . . . . . . . . . . . . . 2,990
14, 15b, 16b, 17–19, and 21.spouse at any time during 1996) . . . . 32,000

●  Enter the amount from line 1 above Form 1040A: lines 7, 8a, 8b, 9,9. Subtract line 8 from line 7. If zero or
on Form 1040, line 20a or on Form 10b, 11b, and 12 . . . . . . . . . . . . . 40,300less, enter –0– . . . . . . . . . . . . . . . . . . . . . . .  –0–
1040A, line 13a.

4. Form 1040A filers: Enter any
●  Enter the amount from line 18

Note. If line 9 is zero or less, stop here; exclusion for Series EE U.S. savingsabove on Form 1040, line 20b or on
none of your benefits are taxable. (Do not bond interest (Form 8815, line 14).Form 1040A, line 13b
enter any amounts on Form 1040, line Form 1040 filers: Enter the total of
20a or 20b or on Form 1040A, line 13a or any exclusions/adjustments for:The amount on line 18 of George’s work-
13b. But if you are married filing ●  Series EE U.S. savings bondsheet shows that $2,990 of his social secur-
separately and you lived apart from your interest (Form 8815, line 14),ity benefits is taxable. On line 20a of his
spouse for all of 1996, enter ‘‘D’’ to the ●  Foreign earned income orForm 1040, George enters his net benefits of
left of line 20a, Form 1040, or line 13a, housing (Form 2555, lines 43$5,980. On line 20b, he enters his taxable
Form 1040A. Also enter –0– on Form and 48, or Form 2555–EZ,part of $2,990.
1040, line 20b or on Form 1040A, line line 18), and

Example 2.  Ray and Alice Hopkins file a 13b.) Otherwise, go on to line 10. ●  Certain income of bona fide
joint return on Form 1040A for 1996. Ray is

residents of American Samoa10. Enter $9,000 ($12,000 if marriedretired and receives a fully taxable pension
(Form 4563, line 15) or Puertofiling jointly; $0 if married filingof $15,500. Ray also receives social security
Rico . . . . . . . . . . . . . . . . . . . . . . . . . .  200separately and you lived with yourbenefits and his Form SSA–1099 for 1996

spouse at any time in 1996) . . . . . . . . . 5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . 45,500shows net benefits of $5,600 in box 5. Alice
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6. Enter the amount from Form 1040, benefits you included in gross income in an
line 30 or from Form 1040A, line 15c  –0– earlier year.Repayments More

This deduction, if $3,000 or less, is sub-7. Subtract line 6 from line 5 45,500 Than Gross Benefits  ject to the 2%-of-adjusted-gross-income8. Enter $25,000 ($32,000 if married
limit that applies to certain miscellaneousfiling jointly; $0 if married filing In some situations, your Form SSA–1099 or
itemized deductions. Claim it on line 22,separately and you lived with your Form RRB–1099 will show that the total ben-
Schedule A (Form 1040).spouse at any time during 1996) . . . . 32,000 efits you repaid (box 4) is more than the

If this deduction is more than $3,000,9. Subtract line 8 from line 7. If zero or gross benefits (box 3) you received. If this
you should figure your tax two ways:less, enter –0– . . . . . . . . . . . . . . . . . . . . . . .  13,500 occurred, your net benefits in box 5 will be a

negative figure and none of your benefits will 1) Figure your tax for 1996 with the item-Note. If line 9 is zero or less, stop here;
be taxable. If you receive more than one ized deduction. This more-than-$3,000none of your benefits are taxable. (Do not
form, a negative figure in box 5 of one form is deduction is not subject to the 2%-of-enter any amounts on Form 1040, line
used to offset a positive figure in box 5 of an-20a or 20b or on Form 1040A, line 13a or adjusted-gross-income limit that applies
other form. If you have any questions about13b. But if you are married filing to certain miscellaneous itemized
this negative figure, contact your local Socialseparately and you lived apart from your deductions.
Security Administration office or your localspouse for all of 1996, enter ‘‘D’’ to the
U.S. Railroad Retirement Board field office.left of line 20a, Form 1040, or line 13a, 2) Figure your tax for 1996 without the

Form 1040A. Also enter –0– on Form itemized deduction. If a portion of the
1040, line 20b or on Form 1040A, line Joint return.  If you and your spouse file a negative figure represents a repayment
13b.) Otherwise, go on to line 10. joint return, and your Forms SSA–1099 or of 1984 benefits, you must first recom-

RRB–1099 show that your repayments are pute your 1984 tax, reducing your 198410. Enter $9,000 ($12,000 if married
more than your gross benefits, but your social security benefits by that portion.filing jointly; $0 if married filing
spouse’s are not, subtract the amount in box Recompute your 1985, 1986, etc., tax inseparately and you lived with your
5 of your form from the amount in box 5 of the same manner, using any portion ofspouse at any time in 1996) . . . . . . . . . 12,000
your spouse’s form. You do this to get your the negative figure that represents a re-11. Subtract line 10 from line 9. If zero or

payment of benefits for those years. Re-net benefits when figuring if your combinedless, enter –0– . . . . . . . . . . . . . . . . . . . . . . .  1,500
duce your 1996 tax, figured without thebenefits are taxable.12. Enter the smaller of line 9 or line 10 12,000
deduction, by the total decrease in yourExample.  John and Mary file a joint re-13. Enter one-half of line 12 . . . . . . . . . . . . .  6,000 1984, 1985, 1986, etc., tax asturn for 1996. John received Form SSA–14. Enter the smaller of line 2 or line 13  5,000 recomputed.1099 showing $3,000 in box 5. Mary also re-

15. Multiply line 11 by 85% (.85). If line
ceived Form SSA–1099 and the amount in11 is zero, enter –0– . . . . . . . . . . . . . . . . .  1,275
box 5 was ($500). John and Mary will use  Compare the tax figured in methods (1) and

16. Add lines 14 and 15 . . . . . . . . . . . . . . . . .  6,275 $2,500 ($3,000 minus $500) as the amount (2). Your tax for 1996 is the smaller of the
17. Multiply line 1 by 85% (.85) . . . . . . . . . .  8,500 of their net benefits when figuring if any of two amounts. If method (1) results in less
18. Taxable benefits. Enter the smaller their combined benefits are taxable. tax, take the itemized deduction on line 27,

of line 16 or line 17 . . . . . . . . . . . . . . . . . .  6,275 Schedule A (Form 1040). If method (2) re-
sults in less tax, claim a credit for the appli-Repayment of benefits received in an●  Enter the amount from line 1 above
cable amount on line 57 of Form 1040 andon Form 1040, line 20a or on Form earlier year.  If the sum of the amount
write ‘‘I.R.C. 1341’’ in the margin to the left of1040A, line 13a. shown in box 5 of all of your Forms SSA–

●  Enter the amount from line 18 line 57. If both methods produce the same1099 and RRB–1099 is a negative figure,
above on Form 1040, line 20b or on tax, deduct the repayment in full on line 27,you can take an itemized deduction for the
Form 1040A, line 13b. Schedule A (Form 1040).part of this negative figure that represents
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Table 12-1. Social Security and Equivalent Railroad Retirement Benefits

If you are married filing separately and you lived apart from your spouse for all of 1996, make the following entries on your return.
● On Form 1040, enter ‘‘D’’ to the left of line 20a.
● On Form 1040A, enter ‘‘D’’ to the left of line 13a.

1. Enter the total amount from box 5 of ALL your Forms SSA–1099 and RRB–1099 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.
 Note: If line 1 is zero or less, stop here; none of your benefits are taxable. Otherwise, go on to line 2.

2. Enter one-half of line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.
3. Enter the total of the amounts from:

Form 1040: Lines 7, 8a, 8b, 9–14, 15b, 16b, 17–19, and 21.
Form 1040A: Lines 7, 8a, 8b, 9, 10b, 11b, and 12. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.

4. Form 1040A filers: Enter any exclusion for Series EE U.S. savings bond interest (Form 8815, line 14.)
Form 1040 filers: Enter the total of any exclusions/adjustments for:

● Series EE U.S. savings bond interest (Form 8815, line 14),
● Foreign earned income or housing (Form 2555, lines 43 and 48, or Form 2555–EZ, line 18) and
● Certain income of bona fide residents of American Samoa (Form 4563, line 15) or Puerto Rico . . . . . . . . . 4.

5. Add lines 2, 3, and 4. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.
6. Enter the amount from Form 1040, line 30 or from Form 1040A, line 15c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.
7. Subtract line 6 from line 5. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.
8. Enter $25,000 ($32,000 if married filing jointly; $0 if married filing separately and you lived with your spouse

at any time during 1996) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.
9. Subtract line 8 from line 7. If zero or less, enter -0-. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.

Note. If line 9 is zero or less, stop here; none of your benefits are taxable. (Do not enter any amounts on
Form 1040, line 20a or 20b or on Form 1040A, line 13a or line 13b. But if you are married filing separately
and you lived apart from your spouse for all of 1996, enter –0– on Form 1040, line 20b or on Form 1040A,
line 13b.) Otherwise, go on 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 during 1996) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 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 the amount from line 1 above on Form 1040, line 20a or on Form 1040A, line 13a.
● Enter the amount from line 18 above on Form 1040, line 20b or on Form 1040A, line 13b.

Note: If you received a lump-sum payment in this year that was for an earlier year, also complete Worksheet 2 or 3 and Worksheet 4 in
Publication 915, to see whether you can report a lower taxable benefit.
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Alimony.  Include in your income on line 11Useful Items
of Form 1040 any alimony payments you re-You may want to see:
ceive. Amounts you receive for child support13.
are not income to you. Alimony and childPublication
support payments are discussed in Chapter

□ 501 Exemptions, StandardOther Income 20.
Deduction, and Filing Information

□ 520 Scholarships and Fellowships Allowances and reimbursements.  If you
receive travel, transportation, or other busi-□ 525 Taxable and Nontaxable Income
ness expense allowances or reimburse-

□ 544 Sales and Other Dispositions of ments from your employer, see Chapter 28.Important Changes Assets If you are reimbursed for moving expenses,
see Chapter 19.for 1996 □ 550 Investment Income and

Expenses
Death benefit exclusion repealed.  The ex- Court awards and damages.   To deter-
clusion from gross income for the first mine if settlement amounts you receive by
$5,000 of employer-provided death benefits compromise or judgment must be included inMiscellaneous Taxable
is repealed for payments received for dece- your income, you must consider the item that

Income the settlement replaces. Include the follow-dents dying after August 20, 1996. See Pay-
ing as ordinary income:ments to beneficiaries of deceased employ- This section begins with brief discussions of

ees (death benefit exclusion) under Life 1) Interest on any award.numerous income items arranged in alpha-
Insurance Proceeds. betical order. These discussions are fol- 2) Compensation for lost wages or lost

lowed by discussions of other taxable in- profits in most cases.
come items which are discussed in greaterIndividual taxpayer identification number

3) Punitive damages. Also see Damagesdetail as follows:(ITIN) for aliens.  The IRS will issue an ITIN
received after August 20, 1996.to a nonresident or resident alien who does Bartering

4) Amounts received in settlement of pen-not have — and is not eligible to get — a so-
Canceled debts sion rights (if you did not contribute tocial security number (SSN). To apply for an

the plan).Recoveries (including state income taxITIN, Form W–7 must be filed with the IRS. It
refunds)usually takes about 30 days to get an ITIN. 5) Damages for:

The ITIN is entered wherever an SSN is re- Rental of personal property a) Patent or copyright infringement,
quested on a tax return. If you are required to

Repayments b) Breach of contract, orinclude another person’s SSN on your return
Royaltiesand that person does not have — and can- c) Interference with business

not get — an SSN, enter that person’s ITIN. operations.
An ITIN is for tax use only. It does not en- 6) Any recovery under the Age Discrimina-When you report miscellaneous tax-

title the holder to social security benefits or tion in Employment Act.able income on line 21 of Form
change the holder’s employment or immigra- 1040, write a brief description of the
tion status under U.S. law.  Do not include in your income compensa-income on the dotted line next to line 21.

tory damages for the following:
Damages received for nonphysical inju- 1) Personal physical injury or physical sick-Activity not for profit.   You must includeries or sickness or punitive damages are ness (whether received in a lump sum oron your return income from an activity fromtaxable.  Generally, amounts received after installments). Also see Damages re-which you do not expect to make a profit. AnAugust 20, 1996, as damages for nonphysi- ceived after August 20, 1996.example of this type of activity would be acal injuries or sickness or as punitive dam-

2) Damage to your character.hobby or a farm you operate mostly for rec-ages are taxable. See Damages received af-
reation and pleasure. Enter this income on 3) Alienation of affection.ter August 20, 1996.
line 21 of Form 1040. Deductions for ex-

4) Surrender of custody of a minor child.penses related to the activity are limited.
They cannot total more than the income you
report, and can be taken only if you itemizeIntroduction Credit card insurance.   If you receive ben-deductions on Schedule A (Form 1040). See

efits under a credit card disability or unem-Not-for-Profit Activities in Chapter 1 of Publi-This chapter discusses many kinds of in- ployment insurance plan, the benefits arecation 535, Business Expenses, for informa-come and explains whether they are taxable taxable to you. These plans make the mini-tion on whether an activity is considered car-or nontaxable. mum monthly payment on your credit cardried on for a profit.
account if you cannot make the payment due

● Income that is taxable must be reported
to injury, illness, disability, or unemployment.Alaska Permanent Fund dividend income.on your tax return and is subject to tax.
Report on line 21 of Form 1040 the amountIf you received a payment from Alaska’s min-
of benefits you receive during the year that is● Income that is nontaxable may have to be eral income fund (Alaska Permanent Fund
more than the amount of the premiums youshown on your tax return but is not subject dividends), you should report this amount on
paid during the year.to tax. line 21 of Form 1040. The state of Alaska

sends each recipient a document with the
Damages received after August 20, 1996.check that shows this amount. The amountYou must include on your return all in- Generally, amounts received after Augustis also reported to IRS.come you receive in the form of money, 20, 1996, as damages for nonphysical inju-

property, and services unless the tax law If you otherwise qualify to use Form ries or sickness or as punitive damages are
states that you do not include them. Some 1040A or 1040EZ, you can report taxable.
items, however, are only partly excluded the Alaska Permanent Fund divi- Damages received for nonphysical in-
from income. They are listed and discussed dend on line 12 of Form 1040A or line 3 of juries or sickness.  Damages for nonphysi-
briefly in this chapter. Form 1040EZ. See your form instructions. cal injuries or sickness, such as employment
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discrimination, defamation, or emotional dis- share of the estate or trust income and any tour on line 21 of Form 1040, or on Schedule
tress, are generally taxable. However, dam- credits you are allowed on your individual in- C or Schedule C–EZ (Form 1040). You can-
ages for emotional distress due to nonphysi- come tax return. not deduct your expenses in serving as the
cal injuries or sickness are excludable up to Losses.  Losses of estates and trusts voluntary leader of the group at the group’s
the amount paid for medical care for the genera l ly  are not  deduct ib le  by the request.
emotional distress. beneficiaries.

Grantor trust.  Income earned by a gran-Only damages received for physical inju-
Gambling winnings.   You must include yourtor trust is taxable to the grantor, not theries or physical sickness can be excluded
gambling winnings in income on line 21 ofbeneficiary, if the grantor keeps certain con-from income. If emotional distress is due to
Form 1040. If you itemize your deductions ontrol over the trust. This rule applies if thephysical injuries or physical sickness, the
Schedule A (Form 1040), you can deductproperty (or income from the property) putdamages you receive for that emotional dis-
gambling losses you had during the year, butinto the trust will or may revert (be returned)tress are not taxable.
only up to the amount of your winnings. Seeto the grantor or the grantor’s spouse. TheEmotional distress defined.  Emotional
Publication 529, Miscellaneous Deductions,grantor is the one who transferred propertydistress includes physical symptoms that re-
for information on recordkeeping.to the trust.sult from emotional distress, such as head-

Lotteries and raffles.   Winnings fromGenerally, for transfers after March 1,aches, insomnia, and stomach disorders .
lotteries and raffles are gambling winnings.1986, a trust is a grantor trust if the grantorPunitive damages.  Punitive damages
In addition to cash winnings, you must in-has a reversionary interest valued (at thegenerally are taxable. It does not matter if
clude in your income the fair market value ofdate of transfer) at more than 5% of thethey relate to a physical injury or physical
bonds, cars, houses, and other noncashvalue of the transferred property. For trans-sickness. This rule does not create any infer-
prizes at their fair market value.fers in trust made before March 2, 1986, aence about punitive damages under prior

trust was a grantor trust if it was expectedlaw.
that the property would revert to the grantor If you win a state lottery prize paya-Pre-existing agreement.  If you receive
within 10 years. ble in installments, you must includedamages under a written binding agreement,

in your gross income the annualcourt decree, or mediation award that was in
payments and any amount you receive des-Fees.  Include all fees for your services ineffect (or issued on or before) September

your gross income. Examples of these fees ignated as ‘ ‘ interest ’ ’  on the unpaid13, 1995, these rules do not apply to you.
are amounts you receive for services you installments.For more information on whether or not
perform as:other kinds of income are taxable, get Publi-

cat ion 525, Taxable and Nontaxable Form W–2G.  You may have received a1) A corporate director, 
Income. Form W–2G showing the amount of your2) An executor or administrator  of an

gambling winnings and any tax taken out ofestate,
Estate and trust income.   An estate or them. Include the amount from box 1 on line

3) A notary public, ortrust, unlike a partnership, may have to pay 21 of Form 1040. Be sure to include any
federal income tax. If you are a beneficiary of amount from box 2 on line 52 of Form 1040.4) An election precinct official.
an estate or trust, you are taxed on your
share of its income. However, there is never Corporate director.  If you received (or Hobby losses.   Losses from a hobby are
a double tax. Estates and trusts file their re- should have received) a Form W–2 showing not deductible from other income. A hobby is
turns on Form 1041, U.S. Income Tax Return corporate director fees, report these fees on an activity from which you do not expect tofor Estates and Trusts, and you report your line 7 of Form 1040 or Form 1040A, or on make a profit. See Activity not for profit,share of the income on Schedule K–1 of line 1 of Form 1040EZ.

earlier.Form 1041. Otherwise, report these payments on
Current income required to be distrib- Schedule C (Form 1040) or Schedule C–EZ

If you collect stamps, coins, or otheruted.   If you are the beneficiary of a trust (Form 1040) as self-employment income.
items as a hobby for recreation andthat must distribute all of its current income, Executor or administrator of an es-
pleasure, and you sell any of theyou must report your share of the distributa- tate.  If these payments total $600 or more

items, your gain is taxable as a capital gain.ble net income whether or not you have ac- for the year, you may receive a Form 1099–
(See Chapter 17.) However, if you sell itemstually received it. MISC. Report these payments on Schedule
from your collection at a loss, you cannot de-Current income not required to be dis- C (Form 1040) or Schedule C–EZ (Form
duct a net loss.tributed.   If you are the beneficiary of an es- 1040) as self-employment income. Excep-

tate or trust and the fiduciary has the choice tion: If you are not in the trade or business of
of whether to distribute all or part of the cur- being an executor (for instance, you are the

Illegal income.  Illegal income, such as sto-rent income, you must report: executor of a friend’s or relative’s estate), do
len or embezzled funds, must be included innot include these amounts on Schedule C or1) All income that is required to be distrib- your gross income on line 21 of Form 1040,Schedule C–EZ. Report them on line 21 ofuted to you, whether or not it is actually or on Schedule C or Schedule C–EZ (FormForm 1040.distributed, plus 1040) if from your self-employment activity.Notary public.  Report payments for

2) All other amounts actually paid or these services on Schedule C (Form 1040)
credited to you, or Schedule C–EZ (Form 1040). These pay- Indian fishing rights.  If you are a member

ments are not subject to self-employment of a qualified Indian tribe that has fishing
to the extent of your share of distributable tax. rights secured by treaty, executive order, or
net income. Election precinct official.  You should an Act of Congress as of March 17, 1988, do

How to report estate and trust in- receive a Form W–2 showing payments for not include in your income amounts you re-
come.  Each item of income is treated the services performed as an election official or ceive from activities related to those fishing
same for you as for the estate or trust. For election worker. Report these payments on rights. The income is not subject to income
example, if dividend income is distributed to line 7 of Form 1040 or Form 1040A, or on tax, self-employment tax, or employment
you from a trust, you report the distribution line 1 of Form 1040EZ. taxes.
as dividend income on your return. The
same rule applies to distributions of tax-ex- Free tour.   If you received a free tour from a

Jury duty.   Jury duty pay you receive mustempt interest and capital gains. travel agency for organizing a group of tour-
be included in your income on line 21 ofThe fiduciary of the estate or trust must ists, you must include its value in your in-
Form 1040. If you must give the pay to yourtell you the type of items making up your come. Report the fair market value of the
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employer because your employer continues  See Publication 525 for more information Canceled Debts 
to pay your salary while you serve on the about the conditions that apply to the

Generally, if a debt you owe is canceled orjury, you can deduct the amount turned over transfer.
forgiven, other than as a gift or bequest, youto your employer as an adjustment to your in-
must include the canceled amount in yourcome. Include the amount you repay your Sale of personal items.   If you sold an item gross income. You have no income from the

employer on line 30 of Form 1040. Write you owned for personal use, such as a car, canceled debt if it is intended as a gift to you.
‘‘Jury pay’’ and the amount on the dotted line refrigerator, furniture, stereo, jewelry, or A debt includes any indebtedness for which
next to line 30. silverware, your gain is taxable as a capital you are liable or which attaches to property

gain that you report on Schedule D (Form you hold.
Kickbacks.   You must include in your in- 1040). You cannot deduct a loss.  If you are not self-employed, you report
come on line 21 of Form 1040, or on Sched- However, if you sold an item you held for the amount on line 21 of Form 1040. If you
ule C or Schedule C–EZ (Form 1040), kick- investment, such as gold or silver bullion, are self-employed, you report the amount on
backs, side commissions, push money, or coins, or gems, any gain is taxable as a capi- Schedule C or C-EZ (Form 1040) if you are a
similar payments you receive. tal gain and any loss is deductible as a capi- sole proprietor or on Schedule F (Form

tal loss.Example.  You sell cars and help arrange 1040) if you are a farmer.
car insurance for buyers. Insurance brokers
pay back part of their commissions to you for Form 1099–C.  If a federal governmentBartering  
referring customers to them. You must in- agency, financial institution, or credit union

Bartering is an exchange of property or ser-clude the kickbacks in your income. cancels or forgives a debt you owe of $600
vices. You must include in your income, at or more, you will receive a Form 1099–C,
the time received, the fair market value of Cancellation of Debt. The amount of theNote received for services.   If your em-
property or services you receive in bartering. canceled debt is shown in box 2.ployer gives you a note as payment for your
If you exchange services with another per- Interest included in canceled debt.  Ifservices, you must include the fair market
son and you both have agreed ahead of time any interest is forgiven and included in thevalue (usually the discount value) of the note
as to the value of the services, that value will amount of canceled debt in box 2, thein your income as wages for the year you re-
be accepted as fair market value unless the amount of interest will also be shown in boxceive it. When you later receive payments on
value can be shown to be otherwise. 3. Whether or not you must include the inter-the note, part of each payment is a recovery

Report this income on Schedule C or est portion of the canceled debt in yourof the fair market value that you previously
Schedule C–EZ (Form 1040). gross income depends on whether the inter-included in your income. Do not include that

est would be deductible if you paid it.part in your income again. Include the rest of Example 1.  You are a self-employed at-
If the interest would not be deductiblethe payment in your income in the year of torney who performs legal services for a cli-

(such as interest on a personal loan), includepayment. ent, a small corporation. The corporation
in your income the amount from box 2 ofgives you shares of its stock as payment for
Form 1099–C. If the interest would be de-Prizes and awards.   If you win a prize in a your services. You must include in income
ductible (such as on a business loan), in-lucky number drawing, television or radio the fair market value of the shares on Sched-
clude in your income the net amount of thequiz program, beauty contest, or other event, ule C or Schedule C–EZ (Form 1040) in the
canceled debt (shown in box 2) less the in-you must include it in your income. For ex- year that you receive them.
terest amount (shown in box 3).ample, if you win a $50 prize in a photogra-

Example 2.  You are self-employed andphy contest, you must report this income on
a member of a barter club. The club uses Mortgage loan.  If your financial institutionline 21 of Form 1040. If you refuse to accept
‘‘credit units’’ as a means of exchange. It offers a discount for the early payment ofa prize, do not include its value in your
adds credit units to your account for goods your mortgage loan, the amount of the dis-income.
or services you provide to members, which count is canceled debt. You must include theEmployee cash awards or bonuses.
you can use to purchase goods and services canceled amount in your gross income.Cash awards or bonuses given to you by
offered by other members of the barter club.your employer for good work or suggestions
The club subtracts credit units from your ac- Stockholder debt.  If you are a stockholdergenerally must be included in your income as
count when you receive goods or services in a corporation and the corporation cancelswages. However, certain employee awards
from other members. You must include in in- or forgives your debt to it, the canceled debtcan be excluded from your income. See Em-
come the value of credit units that are added is dividend income to you.ployee achievement awards under Income
to your account, even though you may not If you are a stockholder in a corporationNot Taxed, later.
actually receive goods or services from and you cancel a debt owed to you by theGoods or services.  Prizes and awards
other members until a later tax year. corporation, you generally do not realize in-in goods or services must be included in your

come. This is because the canceled debt isincome at their fair market value. Example 3.  You own a small apartment
considered as a contribution to the capital ofbuilding and an artist gives you a work of artPulitzer, Nobel, and other prizes.  If you
the corporation equal to the amount of debtthat the artist created in return for 6 months’were awarded a Pulitzer, Nobel, or other
principal that you canceled.rent-free use of an apartment. You must re-prize in recognition of past accomplishments

(in religious, charitable, scientific, artistic, ed- port as rental income on Schedule E (Form
ucational, literary, or civic fields), you do not 1040) the fair market value of the art work, Exceptions and Exclusions 
include this prize in your income if you meet and the artist must report as income on There are several exceptions and exclusions
all of the following requirements. Schedule C or Schedule C–EZ (Form 1040) to the inclusion of canceled debt in income.

the fair rental value of the apartment. Some of the more common ones are ex-1) You were selected without any action
plained next.on your part to enter the contest or

Barter exchange.  If you exchanged prop-proceeding.
erty or services through a barter exchange, Student loans.   Certain student loans con-

2) You are not required to perform sub- you should receive Form 1099–B or a similar tain a provision that all or part of the debt in-
stantial future services as a condition to statement from the barter exchange. You curred to attend the qualified educational in-
receiving the prize or award. should receive the statement by January 31, stitution will be canceled if you work for a

3) The prize or award is transferred directly 1997, and it should show the value of cash, certain period of time in certain professions
to a governmental unit or tax-exempt property, services, credits, or scrip you re- for any of a broad class of employers. You
charitable organization as designated ceived from exchanges during the year. The do not have income if your student loan is
by you. IRS will also receive a copy of Form 1099–B. canceled after you agreed to this provision
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and then performed the services required. The partnership must file a return on Interest.  Interest on any of the amounts you
Form 1065, U.S. Partnership Return of In- recover must be reported as interest incomeTo qualify, the loan must have been made
come, and send Schedule K–1 to each part- in the year received.by:
ner. In addition, the partnership will send1) The government—federal, state, or lo-
each partner a copy of the Partner’s Instruc- Recovery and expense in same year.  Ifcal, or an instrumentality, agency, or
tions for Schedule K–1 (Form 1065) to help the refund or other recovery and the deducti-subdivision thereof,
each partner report his or her share of the ble expense occur in the same year, the re-

2) A tax-exempt public benefit corporation partnership’s income, credits, deductions, fund or recovery reduces the deduction and
that has assumed control of a state, and tax preference items. is not reported as income.
county, or municipal hospital, and

Do not attach Schedule K–1 (Formwhose employees are considered pub- Recovery for 2 or more years.  If you re-
1065) to your Form 1040. Keep it forlic employees under state law, or ceive a refund or other recovery that is for
your records. amounts you paid in 2 or more separate3) An educational institution under an

years, you must allocate, on a pro rata basis,agreement with an entity described in For an example of how to report partner-
the recovered amount between the years in(1) or (2) that provided the funds to the ship items, see Chapter 39.
which it was paid.institution to make the loan. For more information on partnerships,

This allocation is necessary to determineget Publication 541, Partnerships.
the amount of recovery from any earlier
years and to determine the amount, if any, ofDeductible debt.  If a debt that qualified for S Corporation Income  your allowable deduction for this item for thea tax deduction is canceled, you do not real-

In general, an S corporation does not pay tax current year. For information on how to com-ize income from the canceled debt. How-
on its income. Instead, the income and ex- pute the allocation, see Recoveries in Publi-ever, whether or not you must include the
penses of the corporation are ‘‘passed cation 525.canceled debt in your gross income depends
through’’ to the shareholders.on whether you use the cash or an accrual

An S corporation must file a return on Tax benefit rule.  If you recover an amountmethod of accounting. If you use the cash
Form 1120S, U.S. Income Tax Return for an that you deducted or took a credit for in anmethod, you do not include it in income. If
S Corporation, and send Schedule K–1 earlier year, include the recovery in your in-you use an accrual method, you do include it
(Form 1120S) to each shareholder. In addi- come only to the extent the deduction orin income. For more information, see Chap-
tion, the S corporation will send each share- credit reduced your tax in the earlier year.ter 5 of Publication 334, Tax Guide for Small
holder a copy of the Shareholder’s Instruc- This could happen if you were subject to theBusiness.
tions for Schedule K–1 (Form 1120S) to help alternative minimum tax or had credits that
each shareholder report his or her share of reduced your tax liability to zero. For more in-Price reduced after purchase.  Generally, the S corporation’s income, credits, and formation, get Publication 525.

if you owe a debt to the seller for property deductions.
you purchased and the seller reduces the

Itemized Deduction Recoveries  amount you owe, you do not have income Do not attach Schedule K–1 (Form
If you recover any amount that you deductedfrom the reduction. The reduction of the debt 1120S) to your Form 1040. Keep it
in an earlier year on Schedule A (Formis treated as a purchase price adjustment for your records.
1040), you must determine how much, if any,and reduces your basis in the property.
of the recovery to include in your income.For more information on S corporations

and their shareholders, see the instructionsBankruptcy exclusion.  If your debt is can- Due to changes in the tax law, dif-for Form 1120S.celed in a bankruptcy case under title 11 of ferent computations are needed for
the United States Code, do not include the the recovery of items deducted af-
canceled debt in your gross income. How- Recoveries  ter 1986 and for those deducted before
ever, you must reduce your tax attributes A recovery is a return of an amount you de- 1987. The discussions in this section apply
(but not below zero) by the canceled amount ducted or took a credit for in an earlier year. to the recovery of items deducted after
that is not included in your income. See Pub- Generally, you must include all or part of the 1986. If you recovered an item deducted
lication 908, Bankruptcy Tax Guide, for more recovered amounts in your income in the before 1987, contact your local IRS office for
information. year the recovery is received. The most assistance, or see a tax practitioner.

common recoveries are refunds, reimburse-
Insolvency exclusion.  If your debt is can- ments, and rebates of deductions itemized
celed when you are insolvent, you do not in- Total recoveries generally included in in-on Schedule A (Form 1040). Non-itemized
clude the canceled debt (up to a certain limit) come.  The total amount recovered in 1996deduction recoveries include such items as
in your gross income. However, you must re- is included in your income if certain require-payments you receive on previously de-
duce your tax attributes (but not below zero) ments are met.ducted bad debts and recoveries of items for
by the canceled amount that is not included Recoveries of amounts deducted afterwhich you previously claimed a tax credit.
in your income. This exclusion applies only 1986 will generally be included in your in-
to the amount by which you are insolvent. come if:Federal income tax refund.  Refunds of
See Publication 908 for more information. federal income taxes are not included in your 1) The recoveries are not more than the

income because they are never allowed as a amount deducted,If the canceled debt occurs be- deduction from income.
cause of a title 11 bankruptcy case, 2) Your total deductions on the earlier year
the bankruptcy exclusion takes pre- return did not exceed your total income,Form 1099–G.   If you received a state or lo-cedence over the insolvency exclusion. andcal income tax refund in 1996, you may re-

3) The recoveries are equal to or less thanceive a statement, Form 1099–G, Certain
the amount by which your itemized de-Government Payments, from the payer ofPartnership Income  ductions exceeded the standard deduc-the refund (or credit or offset) by January 31,

A partnership is not a taxable entity. The in- tion for your filing status in the earlier1997. The IRS will also receive a copy of the
come, gains, losses, credits, and deductions year.Form 1099–G.
of a partnership are ‘‘passed through’’ to the Report any interest you received on state
partners based on each partner’s distributive or local income tax refunds on line 8a of Where to report.  Enter your state and
share of these items. Form 1040. local income tax refund on line 10 of Form
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1040, and the total of all other recoveries as Recovery limited to deduction.  You do instructions have information on how to
not include in your income any amount of complete them.other income on line 21 of Form 1040. You
your recovery that is more than the amountcannot use Form 1040A or Form 1040EZ.
you deducted in the earlier year. The amount Reporting nonbusiness income.  If you areExample.  For 1995, you filed a joint re-
you include in your income is limited to the not in the business of renting personal prop-turn. Your taxable income was $20,000. The
smaller of: erty, report your rental income on line 21 ofstandard deduction for your filing status was

Form 1040. List the type and amount of the1) The amount deducted on Schedule A$6,550, and you had itemized deductions of
income on the dotted line to the left of the(Form 1040), or$7,650. In 1996, you received the following
amount you report on line 21 .recoveries for amounts deducted on your 2) The amount recovered.

1995 return:
Reporting nonbusiness expenses.   If you

Example.  During 1995 you paid $1,700 rent personal property for a profit, reportMedical expenses . . . . . . . . . . . . . . . . . . . . . . . . . . $200
for medical expenses. From this amount you your rental expenses on line 30 of FormState and local income tax refund . . . . . . . . . . 400
subtracted $1,500, which was 7.5% of your 1040. Enter the amount and ‘‘PPR’’ on theReal estate tax rebate . . . . . . . . . . . . . . . . . . . . . . 325
adjusted gross income. Your taxable income dotted line to the left and include the amount
for 1995 was $13,500. Your actual medical of your deductible expenses in the totalTotal recoveries . . . . . . . . . . . . . . . . . . . . . . . . . . . $925
expense deduction was $200. In 1996, you amount you enter on line 30.
received a $500 reimbursement from your If you do not rent personal property for a None of the recoveries were more than the
medical insurance for your 1995 expenses. profit, your deductions are limited and youdeductions taken for 1995.
The only amount of the $500 reimbursement cannot report a loss to offset other income.Because your total recoveries are less
that must be included in your income in 1996 You report these rental expenses on Sched-than the amount by which your itemized de-
is $200—the amount actually deducted. ule A (Form 1040). Chapter 1 of Publicationductions exceeded the standard deduction

535 has details on how to claim these($7,650 –  6,550 = $1,100), you must in-
Other recoveries.  See Recoveries in Publi- expenses.clude your total recoveries in your income for
cation 525 if:1996. Report the state and local income tax
1) Your total deductions exceeded your in- Repayments  refund of $400 on line 10 of Form 1040 and

come in the prior year.the balance of your recoveries, $525, on line If you had to repay an amount that you had
21 of Form 1040. included in your income in an earlier year be-2) You have recoveries of items other than

cause at that time you thought you had anitemized deductions.
unrestricted right to it, you can deduct theStandard deduction for 1995.  To deter-

3) Your standard deduction was zero in the amount repaid from your income in the yearmine if amounts deducted on your 1995 re-
prior year for which you received the in which you repay it.turn and recovered in 1996 must be included
recovery.

in your income, you must know the standard
4) You received a recovery for an item for Type of deduction.  The type of deductiondeduction for your filing status for 1995.

which you claimed a tax credit (other you are allowed in the year of repayment de-Standard deduction amounts for 1995 are in
than investment credit or foreign tax pends on the type of income you included inPublication 525.
credit) in a prior year. the earlier year. For instance, if you repay an

amount that you previously reported as aTotal recoveries not included in income. 5) You were subject to the alternative mini-
capital gain, deduct the repayment as a capi-The total recovery that must be included in mum tax, or you had credits that re-
tal loss.your income is limited to the itemized deduc- duced your tax liability to zero, in the

tion amount that reduced your tax for the year the deduction was claimed.
Repayment $3,000 or less.  If the amountearlier year. (See Tax Benefit Rule, earlier.) 6) Your last payment of 1995 estimated you repaid was $3,000 or less, deduct it fromYou are generally allowed to claim the state income tax was made in 1996. your income in the year you repaid it. If youstandard deduction if you do not itemize your

7) Your itemized deductions for 1995 were reported it as wages, unemployment com-deductions. Only your itemized deductions
limited as discussed in Chapter 22. pensation, or other ordinary income, enter itthat are more than your standard deduction

on line 22 of Schedule A (Form 1040). If youare subject to the recovery rule (unless you
reported it as a capital gain, deduct it onare required to itemize your deductions). If
Schedule D (Form 1040).your total deductions on the earlier year re- Rental of Personal

turn were not more than your income for that Property Repayment over $3,000.  If the amount youyear, include in your income this year the
If you rent out personal property, such as repaid was more than $3,000, you can take asmaller of:
equipment or vehicles, how you report your deduction for the amount repaid or you can

1) Your recoveries, or income and expenses is generally deter- take a credit against your tax. Follow the
mined by: steps below and compare the results. Use2) The amount by which your itemized de-

the method (credit or deduction) that resultsductions exceeded the standard 1) Whether or not the rental activity is a
in less tax.deduction. business, and
1) Figure your tax for 1996 claiming a de-2) Whether or not the rental activity is con-

duction for the repaid amount.Example.  You filed a joint return for ducted for profit.
1995 with taxable income of $25,000. Your 2) Figure your tax for 1996 without de-
itemized deductions were $8,350. The stan-  Generally, if your primary purpose is income ducting the amount you repaid. Then,
dard deduction that you could have claimed or profit and you are involved in the rental ac- a) Refigure your tax from the earlier year
was $6,550. In 1996 you recover $2,400 of tivity with continuity and regularity, your without including in income the
your 1995 itemized deductions. None of the rental activity is a business. See Publication amount you repaid in 1996.
recoveries were more than the actual deduc- 535 for details on deducting expenses for

b) Subtract the tax in (a) from the taxtions for 1995. Include $1,800 of the recov- both business and not-for-profit activities.
shown on your return for the earliereries in your 1996 income. This is the smaller
year.of your recoveries ($2,400) or the amount by Reporting business income and ex-

which your itemized deductions were more penses.  If you are in the business of renting c) Then subtract the answer in (b) from
than the standard deduction ($8,350 – personal property, report your income and the tax for 1996 figured without the
6,550 = $1,800). expenses on Schedule C or C-EZ. The form deduction.
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How you treat the repayment on your loss treatment on Schedule D (Form 1040). Veterans’ benefits (Chapter 6)
1996 return depends on which answer For information on capital gain or loss, see Welfare benefits
above results in less tax. Chapter 15.

Workers’ compensation
● If the answer in Step (1) is less tax, deduct You can report the sale as an in-

the amount repaid on the same form or stallment sale if you are to receive Campaign contributions.   These contribu-schedule on which you previously re- at least one payment after the tax tions are not income to a candidate unlessported it. For example, if you reported it as year in which the sale took place. For more they are diverted to his or her personal use.self-employment income, deduct it on information, get Publication 537, Installment To be exempt from tax, the contributionsSchedule C or Schedule C–EZ (Form Sales. must be spent for campaign purposes or1040), or if you reported it as wages, de-
kept in a fund for use in future campaigns.duct it on line 27 of Schedule A (Form Part of future production sold.  If you However, interest earned on bank deposits,1040). own mineral property but sell part of the fu- dividends received on contributed securities,

ture production, you generally treat the● If the answer in Step (2) is less tax, claim a and net gains on sales of contributed securi-
money you receive from the buyer at thecredit on line 57 of Form 1040, and write ties are taxable and must be reported on
time of the sale as a loan from the buyer. Do‘‘I.R.C. 1341’’ next to line 57. Form 1120–POL, U.S. Income Tax Return
not include it in your income or take deple- for Certain Political Organizations. Excess
tion based on it. An example of this computation can be campaign funds transferred to an office ac-

When production begins, you include allfound in Publication 525. count must be included in the officeholder’s
the proceeds in your income, deduct all the income on line 21 of Form 1040, in the year
production expenses, and deduct depletionRepaid social security benefits.  If you re- transferred.
from that amount to arrive at your taxable in-paid social security benefits, see Repay-
come from the property.ments in Chapter 12. Cash rebates.  A cash rebate you receiveRetained interest.  If you retain a roy-

from a dealer or manufacturer of an item youalty, an overriding royalty, or a net profit in-
buy is not income.Royalties  terest in a mineral property for the life of the

Example.  You buy a new car for $9,000Royalties from copyrights, patents, and oil, property, you have made a lease or a sub-
cash and receive a $400 rebate check fromgas, and mineral properties are taxable as lease, and any cash you receive for the as-
the manufacturer. The $400 is not income toordinary income. signment is ordinary income subject to a de-
you. Your cost is $8,600. This is your basisYou generally report royalties on Part I of pletion allowance. 
on which you figure gain or loss if you sell theSchedule E (Form 1040). However, if you
car, and depreciation if you use it forhold an operating oil, gas, or mineral interest
business.or are in business as a self-employed writer, Income Not Taxed  inventor, artist, etc., report your gross in-

come and expenses on Schedule C or Employee achievement awards.   ExcludeYou generally should not report the following
Schedule C–EZ (Form 1040). from your income employee achievementitems on your return. However, some of the

awards you receive only if your employer canitems are only partly excluded from your in-
Copyrights and patents.   Royalties from deduct them. To be deducted by your em-come. A discussion of other totally and partly
copyrights on literary, musical, or artistic ployer and excluded by you, the awardsexcluded items follows this list.
works, and similar property, or from patents must meet all the following requirements:

Accident and health insuranceon inventions, are amounts paid to you for 1) Be given for length of service or safetyproceedsthe right to use your work over a specified achievement.
period of time. Royalties are generally based ‘‘Black lung’’ benefits

2) Be tangible personal property otheron the number of units sold, such as the Casualty insurance and other reim- than cash, gift certificates, or equivalentnumber of books, tickets to a performance, bursements (Chapter 27) items.or machines sold.
Child support payments (Chapter 20) 3) Be given under conditions and circum-

Oil, gas, and minerals.   Royalty income Damages awarded for physical injury stances that do not create a significant
from oil, gas, and mineral properties is the or sickness likelihood of the payment of disguised
amount you receive when natural resources compensation.Employment agency fees (Chapter 30)
are extracted from your property. The royal-

4) Be given as part of a meaningfulFederal Employees’ Compensationties are based on units, such as barrels,
presentation.Act paymentstons, etc., and are paid to you by a person or

5) Be no more than the specified dollarcompany who leases the property from you. Government cost-of-living allowances
limits.Depletion.  If you are the owner of an ec- for civilian employees stationed

onomic interest in mineral deposits or oil and outside the continental U.S. (or in
gas wells, you can recover your investment Dollar limits.  There are limits to the totalAlaska) (Chapter 6)
through the depletion allowance. For infor- awards you can exclude in one year. Awards

Housing allowance for members ofmation on this subject, see Chapter 13 of from nonqualified plans are limited to $400,
the clergy (Chapter 6)Publication 535. and total awards from both qualified and

Interest on state or local governmentCoal and iron ore.  Under certain cir- nonqualified plans are limited to $1,600. The
obligations (Chapter 8)cumstances, you can treat amounts you re- cost to your employer is the determining fac-

ceive from the disposal of coal and iron ore tor for these limits. Amounts over the limitsMeals and lodging
as payments from the sale of a capital asset, cannot be deducted by your employer and

Military allowancesrather than as royalty income. For informa- must be included in your income.
Moving expense reimbursementstion about gain or loss from the sale of coal Qualified plan award.  A qualified plan

(Chapter 19)and iron ore, get Publication 544. award is one you are awarded as part of an
Interest in the property sold.  If you sell established written plan by your employerScholarship and fellowship grants

your complete interest in the oil, gas, or min- that does not discriminate in favor of highly
Social security and equivalent rail-eral rights, the amount you receive is consid- compensated employees. An award will not

road retirement benefits (Chapterered payment for the sale of your property, be considered a qualified plan award if the
12)not royalty income. Under certain circum- average cost of all employee achievement

stances, the sale is subject to capital gain or Supplemental security income (SSI) awards given by your employer during the
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tax year is more than $400. In determining Maintaining space in home.  If you are from income all or part of any gain from the
average cost, awards of nominal value are paid by a placement agency to maintain sale. See Chapter 16.
not taken into account. space in your home for foster-care individu-

als, or if you receive payments that you must Transporting schoolchildren.   Do not in-Example.  Ben Green received three em-
include in your income, you are in business clude in your income a school board mileageployee achievement awards during the year:
as a foster-care provider and you are self- allowance for taking children to and froma nonqualified plan award of a watch valued
employed. You must include these pay- school if you are not in the business of takingat $250, and two qualified plan awards of a
ments in your income. You can deduct ex- children to school. You cannot deduct ex-stereo valued at $1,000 and a set of golf
penses related to these payments. Report penses for providing this transportation.clubs valued at $500. Assuming that the re-
the income and expenses on Schedule C orquirements for qualified plan awards are oth-
Schedule C–EZ (Form 1040) and net busi- Utility rebates.   If you are a customer of anerwise satisfied, each award by itself would
ness income on Schedule SE (Form 1040). electric utility company and you participate inbe excluded from his income. However,

To help you determine the amount you the utility’s energy conservation program,since the $1,750 total value of the awards is
can deduct for the use of your home, see you may receive on your monthly electric billmore than $1,600, Ben must include $150
Home Office in Chapter 30. For more infor- either:($1,750 – $1,600) in his income.
mation on foster care, get Publication 501. 1) A reduction in the purchase price of

electricity furnished to you (rate reduc-Energy conservation subsidies.  You can
Gifts and inheritances.   Generally, prop- tion), orexclude from gross income any subsidy pro-
erty you receive as a gift, bequest, or inheri-vided, either directly or indirectly, by public 2) A nonrefundable credit against thetance is not included in your income. How-utilities for the purchase or installation of an purchase price of the electricity.ever, if property you receive this way laterenergy conservation measure for a dwelling
produces income such as interest, divi-unit. You can only exclude 50% of the sub-  The amount of the rate reduction ordends, or rentals, that income is taxable tosidy if you purchased or installed the energy nonrefundable credit is not included in youryou. If property is given to a trust and the in-conservation measure for nonresidential income.come from it is paid, credited, or distributedproperty.
to you, that also is income to you. If the gift,Energy conservation measure.  This
bequest, or inheritance is the income from Life Insurance Proceeds  includes installations or modifications that
the property, that income is taxable to you. Life insurance proceeds paid to you becauseare primarily designed to reduce consump-

Items given to you as an incentive to of the death of the insured person are nottion of electricity or natural gas, or improve
enter into a business transaction are not taxable unless the policy was turned over tothe management of energy demand.
gifts. For example, items such as small appli- you for a price. This is true even if the pro-Dwelling unit.  This includes a house,
ances or dinnerware given to you by a bank ceeds were paid under an accident or healthapartment, condominium, mobile home,
as an incentive to make a deposit are inter- insurance policy or an endowment contract.boat, or similar property. If a building or struc-
est income to you and must be reported atture contains both dwelling and other units,
their fair market value. Proceeds not received in installments.  Ifany subsidy must be properly allocated.

Inherited pension or IRA.  If you inher- death benefits are paid to you in a lump sum
ited a pension or an individual retirement ar- or other than at regular intervals, include inFoster-care providers.   Payments you re- rangement (IRA), special rules apply. See your gross income only the benefits that areceive from a state, political subdivision, or Chapter 11 if you inherited a pension. See more than the amount payable to you at thetax-exempt child-placement agency for pro- Chapter 18 if you inherited an IRA. time of the insured person’s death. If theviding foster care to qualified individuals in

benefit payable at death is not specified, youyour home are not included in your income. Interest on frozen deposits.   Generally, include in your income the benefit paymentsYou cannot deduct the related expenses.
you can exclude from your income the that are more than the present value of theHowever, you must include in your income
amount of interest earned on a frozen de- payments at the time of death.payments received for the care of more than
posit. See Interest income on frozen depos-

5 individuals age 19 or older. its in Chapter 8. Proceeds received in installments.   If youA qualified foster individual is a person
receive life insurance proceeds in install-who:

Interest on qualified savings bonds.  You ments, you can exclude part of each install-
1) Is living in a foster family home, and may be able to exclude from your income all ment from your income.

or part of the interest from qualified U.S. sav- To determine the excluded part, divide2) Was placed there by:
ings bonds you redeem if you pay qualified the amount held by the insurance company

a) An agency of a state or one of its po- higher educational expenses in the same (generally the total lump sum payable at the
litical subdivisions, or year. For more information on this exclusion, death of the insured person) by the number

see Education Savings Bond Program under of installments to be paid. Include anythingb) A tax-exempt child placement agency
U.S. Savings Bonds in Chapter 8. over this excluded part in your income aslicensed by a state, if the individual is

interest.under age 19.
Living expenses paid by insurance.  Do Surviving spouse.  If your spouse died
not include in your income amounts you re- before October 23, 1986, and insurance pro-Difficulty-of-care payments.  These
ceive under an insurance policy for addi- ceeds are payable to you because of thepayments are not included in your income.
tional living expenses you and your family death of your spouse, and you receive themThese are additional payments made to fos-
had because you lost the use of your home in installments, you can exclude up to $1,000ter-care providers for physically, mentally, or
due to a fire, storm, or other casualty. The a year of the interest included in theemotionally handicapped individuals by a
amount you exclude from income is limited installments.state, political subdivision, or tax-exempt
to your extra living expenses that are more More information.  For more informa-child placement agency that are designated
than the normal expenses you would have tion, see Life Insurance Proceeds in Publica-as difficulty-of-care payments. A state must
had. Extra living expenses, for this purpose, tion 525.determine that the additional compensation
include only those to keep you and your fam-is needed. You must include in your income
ily at the same standard of living you had Surrender of policy for cash.  If you sur-difficulty-of-care payments received for
before the loss. render a life insurance policy for cash, youmore than:

must include in income any proceeds that
1) 10 children under age 19, and Sale of home.  If you are 55 or older and sell are more than the amount of premiums that
2) 5 individuals age 19 or older. your main home, you may be able to exclude you paid.

Chapter 13 OTHER INCOME Page 111



Reporting.  You should receive a Form death benefit exclusion. However, if the de- interpreter services for the deaf, reader ser-
1099–R. Report these amounts on lines 16a ceased employee had retired on disability vices for the blind, and services to help men-
and 16b of Form 1040, or lines 11a and 11b and at the time of death had not reached tally retarded persons do their work.
of Form 1040A. minimum retirement age, payments to the

beneficiary may qualify for the death benefit Disaster relief grants.   Grants made under
exclusion. Minimum retirement age gener-Endowment proceeds.   Endowment pro- the Disaster Relief Act of 1974 to help vic-
ally is the age at which an individual can re-ceeds paid in a lump sum to you at maturity tims of natural disasters are not included in
ceive a pension or annuity if that individual isare taxable only if the proceeds are more income. Do not deduct casualty losses or
not disabled.than the cost of the policy. Add any amounts medical expenses that are specifically reim-

Paid in installments.  Death benefitsthat you previously received under the con- bursed by these disaster relief grants. Disas-
paid in installments over a period of yearstract and excluded from your income to the ter unemployment assistance payments
are annuity payments. If you are the benefici-lump-sum payment to find how much of the under the Act are unemployment benefits
ary of an employee who died while still em-total is a return of your cost and how much is that are taxable. See Unemployment com-
ployed, the pension or annuity you receivemore than your cost. Include any amount pensation in Chapter 6.
may qualify for the death benefit exclusion.over your cost in your income.
This exclusion is limited to $5,000 and gen-Endowment proceeds that you choose to Mortgage assistance payments.  Pay-
erally applies to the amount by which thereceive in installments instead of a lump- ments made under section 235 of the Na-
present value of the annuity, figured as of thesum payment at the maturity of the policy are tional Housing Act for mortgage assistance
date of the employee’s death, is more thantaxed as an annuity as explained in Publica- are not included in the homeowner’s gross
the larger of:tion 575, Pension and Annuity Income. For income.

this treatment to apply, you must choose to Interest paid for the homeowner under1) The employee’s contributions to the
receive the proceeds in installments before the mortgage assistance program cannot beplan, or
receiving any part of the lump sum. This deducted.

2) The amount the employee had a guar-election must be made within 60 days after
anteed right to receive.the lump-sum payment first became payable Payments to reduce cost of winter en-

to you. ergy.  Payments made by a state to qualified
 If you are eligible for the exclusion, add it to people to reduce their cost of winter energy
the cost or unrecovered cost of the annuityPayments to beneficiaries of deceased use are not taxable.
in figuring, at the annuity starting date, the in-employees (death benefit exclusion). 
vestment in the contract.The first $5,000 of payments made by or for Other Sickness andTreatment of annuity payments to benefi-an employer because of an employee’s
ciaries of employees and the death benefit Injury Benefits  death can be excluded from the income of
exclusion are discussed in Chapter 11.the beneficiaries. The payments need not be In addition to welfare or insurance benefits,

made as the result of a contract. The amount you may receive other payments for sick-
Deceased public safety officers.   If youexcluded for any deceased employee can- ness or injury. Table 13–1 gives a general
are a surviving dependent of a public safetynot be more than $5,000 regardless of the overview of some of these payments.
officer (law enforcement officer or firefighter)number of employers or the number of
who died in the line of duty, do not include inbeneficiaries. Workers’ compensation.   Amounts you re-your income the death benefit payable to

ceive as workers’ compensation for an occu-This $5,000 exclusion is repealed you by the Bureau of Justice Assistance.
pational sickness or injury are fully exemptfor payments received for dece-
from tax if they are paid under a workers’dents dying after August 20, 1996. Welfare and Other Public compensation act or a statute in the nature
of a workers’ compensation act. The exemp-Assistance Benefits  This exclusion also covers payments of
tion also applies to your survivor(s). The ex-the balance to the credit of a deceased em- Do not include in your income the benefit emption from tax, however, does not applyployee under a stock bonus, pension, or payments from a public welfare fund, such to retirement benefits you receive based onprofit-sharing plan, as long as they are re- as payments due to blindness. Payments your age, length of service, or prior contribu-ceived during one tax year of the beneficiary. from a state fund for the victims of crime tions to the plan, even though you retired be-

should not be included in the victims’ in-Example.  William Smith was an officer cause of occupational sickness or injury.
comes if they are in the nature of welfareof a corporation at the time of his death in
payments. Do not deduct medical expensesJuly 1996. The board of directors voted to Note.  If part of your workers’ compensa-that are reimbursed by such a fund. Youpay Mr. Smith’s salary to his widow for the t ion reduces your socia l  secur i ty  ormust include in your income any welfarerest of the year for his past services. During equivalent railroad retirement benefits re-benefits obtained fraudulently.the year the corporation made payments of ceived, that part is considered social security

$18,000 to the widow. She can exclude from (or equivalent railroad retirement) benefits
Payments for age and residency.  Pay-her income the first $5,000 she received, but and may be taxable. For more information,
ments the state of Alaska makes to its citi-must include the remaining $13,000 on line see Publication 915, Social Security and
zens who meet certain age and residency21 of her Form 1040. Equivalent Railroad Retirement Benefits.
tests that are not based on need are not wel-Self-employed individuals.  The death
fare benefits. Include them in gross income Return to work.  If you return to work af-benefit exclusion also applies to lump-sum
on line 21 of Form 1040. ter qualifying for workers’ compensation,distributions paid on behalf of self-employed

payments you continue to receive while as-individuals, if paid under a qualified pension,
signed to light duties are taxable. Reportprofit-sharing, or stock bonus plan. Persons with disabilities.  If you have a dis-
these payments as wages on line 7 of FormPayments not qualifying.  Any amount ability, you must include in income compen-
1040 or Form 1040A, or on line 1 of Formthe deceased employee (or self-employed sation you receive for services you perform
1040EZ.individual) had a guaranteed right to receive, unless the compensation is otherwise ex-

had death not occurred, cannot be excluded cluded. However, you do not include in in-
as a tax-free death benefit. If the deceased come the value of goods, services, and cash Federal Employees’ Compensation Act
employee was receiving a retirement annuity that you receive, not in return for your ser- (FECA).   Payments made under this Act for
and the beneficiary continues to receive pay- vices, but for your training and rehabilitation. personal injury or sickness, including pay-
ments under a joint and survivor annuity op- Excludable amounts include payments for ments to beneficiaries in case of death, are
tion, these payments do not qualify for the transportation and attendant care, such as not taxable. However, you are taxed on
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Reimbursement for medical care.  A reim-☞  Table 13-1. Are Your Sickness and Injury Benefits Taxable?
bursement for medical care is generally not

This table is intended as a general overview. Additional rules may apply depending on taxable. However, this reimbursement may
your situation. For more information about your benefits, see ‘‘Other Sickness and Injury reduce your medical expense deduction. For
Benefits.’’

more information, see Chapter 23.

Type of Benefit General Rule

Scholarship and
Workers’ Compensation Not taxable if paid under a workers’ Fellowship Grants  

compensation act or a statute in the nature of a
workers’ compensation act and paid due to a If you receive a scholarship or fellowship
work related sickness or injury. However, grant, you may be able to exclude from in-
payments received after returning to work are come all or part of the amounts you receive.taxable.

Qualified scholarships.  Only a candidateFederal Employees’ Not taxable if paid because of personal injury or
for a degree can exclude amounts receivedCompensation Act (FECA) sickness. However, payments received as
as a qualified scholarship. A qualified schol-‘‘continuation of pay’’ for up to 45 days while a
arship is any amount you receive that is for:claim is being decided and pay received for sick

leave while a claim is being processed are
1) Tuition and fees to enroll at or attend antaxable.

educational organization, or

Compensatory Damages Not taxable if received for injury or sickness. 2) Fees, books, supplies, and equipment
required for courses at the educational
institution.Accident or Health Insurance Not taxable if you paid the insurance premiums.

Benefits

 Amounts used for room and board do not
Disability Benefits Not taxable if received for loss of income or qualify.

earning capacity due to an injury covered by a Payments for services.  All payments
‘‘no-fault’’ automobile policy. you receive for services must be included in

income, even if the services are a condition
of receiving the grant and are required of allCompensation 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 candidates for the degree. This includes
Function of Your Body, or for period of absence from work. amounts received for teaching and research.
Permanent Disfigurement Include these payments on line 7 of Form

1040 or Form 1040A, or on line 1 of Form
1040EZ. For more information on scholar-Reimbursements for Medical Not taxable—but the reimbursement may reduce
ships and fellowship grants, get PublicationCare your medical expense deduction.
520.

VA payments.  Allowances paid by the
Department of Veterans Affairs are not in-

amounts you receive under this Act as ‘‘con- paid in a lump sum or in periodic
cluded in your gross income. These al-

tinuation of pay’’ for up to 45 days while a payments,
lowances are not considered scholarship orclaim is being decided. Report this income
fellowship grants.on line 7 of Form 1040 or Form 1040A, or on ● Benefits you receive under an accident Prizes.  Scholarship prizes won in a con-line 1 of Form 1040EZ. Also, pay for sick or health insurance policy on which ei- test are not scholarships or fellowships if youleave while a claim is being processed is tax- ther you paid the premiums or your em- do not have to use the prizes for educationalable and must be included in your income as ployer paid the premiums but you had to purposes. You must include these amountswages. include them in your gross income, in your gross income on line 21 of FormYou can deduct the amount you spend to
1040, whether or not you use the amounts‘‘buy back’’ sick leave for an earlier year to
for educational purposes. ● Disability benefits you receive for loss ofbe eligible for nontaxable FECA benefits for

income or earning capacity as a result ofthat period. It is a miscellaneous deduction
injuries under a ‘‘no-fault’’ car insurancesubject to the 2% limit on Schedule A (Form Qualified tuition reductions.  These reduc-
policy, and1040). If you buy back sick leave in the same tions are excluded from your income. A qual-

year you use it, the amount reduces your tax- ified tuition reduction is the amount of reduc-
able sick leave pay. Do not deduct it ● Compensation you receive for perma- tion in tuition for education (below the
separately. nent loss or loss of use of a part or func- graduate level) furnished to an employee of

tion of your body, or for your permanent an educational institution (or certain other
disfigurement. This compensation must persons) provided certain requirements areOther compensation.  Many other amounts

met. However, graduate students who en-be based only on the injury and not on theyou receive as compensation for injury or ill-
gage in teaching or research activities for theperiod of your absence from work. Theseness are not taxable. These include:
educational institution may qualify for this ex-benefits are exempt from tax even though
clusion. For more information, get Publica-your employer pays for the accident and● Compensatory damages you receive for
tion 520.physical injury or physical illness, whether health plan that provides these benefits.
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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. 

□ 551 Basis of Assets cannot include the fees and costs that are
for getting a loan on the property. (A fee is□ 564 Mutual Fund Distributions
for buying property if you would have had to14.
pay it even if you bought the property for
cash.)Cost Basis  Basis of Some of the settlement fees or closing

The basis of property you buy is usually its costs that you can include in the basis ofProperty cost. The cost is the amount you pay in cash, your property are:
debt obligations or in other property. Your

1) Abstract fees (sometimes called ab-cost also includes, for example, amounts
stract of title fees),you pay for:

2) Charges for installing utility services,1) Sales tax charged on the purchase,Introduction
3) Legal fees (including title search and2) Freight charges to obtain the property,This chapter discusses how to figure your

preparing the sales contract and deed),3) Installation and testing charges,basis in property and covers the following
topics: 4) Recording fees,4) Excise taxes,
● Cost basis of property you buy. 5) Surveys,5) Legal and accounting fees (when they

must be capitalized),● Adjustments to basis after you get 6) Transfer taxes,
property. 6) Revenue stamps,

7) Owner’s title insurance, and
● Property you get because of a casualty or 7) Recording fees,

8) Any amounts the seller owes that youcondemnation. 8) Real estate taxes (if assumed for the
agree to pay, such as back taxes or in-

● Property you get in exchange for your seller) and,
terest, recording or mortgage fees,services. 9) Commissions. charges for improvements or repairs,

● Business or investment property you get and sales commissions.
In addition, the cost basis of real estate andin an exchange or trade-in.
business assets will include other items. You must reasonably allocate these fees or● Property you get as a gift.

costs between land and improvements, such
● Property transferred to you because of a Loans with low or no interest   If you buy as buildings, to figure the basis for deprecia-divorce. property on any time-payment plan that tion of the improvements. Allocate the fees

charges little or no interest, the basis of your● Property you inherit. according to the fair market values of the
property is your stated purchase price minus land and improvements at the time of● Stocks, bonds, and mutual funds in which the amount considered to be unstated inter- purchase.you invest. est. You generally have unstated interest if Set t lement costs do not include
your interest rate is less than the federal rate amounts placed in escrow for the future pay-Basis is a way of measuring your invest- that applies. ment of items such as taxes and insurance.ment in property for tax purposes. Use the For more information, see Unstated In- Some settlement fees and closing costsbasis of property to figure the deductions for terest in Publication 537. you cannot include in the basis of the prop-depreciation, amortization, depletion, and

erty are:casualty losses. Also use it to figure gain or Real Property loss on the sale or other disposition of prop- 1) Fire insurance premiums.
If you buy real property, certain fees anderty. You must keep accurate records of all

2) Rent for occupancy of the propertyother expenses you pay are part of your ba-items that affect the basis of property so you
before closing.sis in the property. Real property is land andcan make these computations.

generally anything built on, growing on, or at- 3) Charges for utilities or other services re-
tached to land. For example, a building isUseful Items lating to occupancy of the property
considered real property.You may want to see: before closing.

4) Charges connected with getting a loan,Assumption of a mortgage.  If you buyPublication
such as:property and assume an existing mortgage

□ 463 Travel, Entertainment, Gift, and on the property, your basis includes the a) Points (discount points, loan origina-Car Expenses amount you pay for the property plus the un- tion fees),
paid mortgage you assume.□ 525 Taxable and Nontaxable Income

b) Mortgage insurance premiums,
□ 537 Installment Sales Settlement costs.   You can include in the

c) Loan assumption fees,
□ 550 Investment Income and basis of property you buy the settlement fees

Expenses and closing costs that are for buying it. You d) Cost of a credit report, and
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e) Fees for an appraisal required by a taxes. However, you can deduct as taxes as- Casualties and thefts.  If you have a casu-
lender. sessments you pay for maintenance or re- alty or theft loss, decrease the basis of your

pair or meeting interest charges on the property by any insurance proceeds or other5) Fees for refinancing a mortgage.
improvements. amount you get. Also decrease it by any de-

ductible loss not covered by insurance. How-Example.  Your city changes the street in
ever, increase your basis for your costs afterfront of your store into an enclosed pedes-Real estate taxes.   If you buy real property
a casualty to restore the damaged property.trian mall and assesses you and other af-and agree to pay taxes the seller owed on it,
For more information, see Chapter 27.fected landowners for the cost of the conver-treat the taxes you pay as part of your basis.

sion. The city adds the assessment to yourYou cannot deduct them as taxes paid.
Easements.   The amount you get for grant-property’s basis. In this example, the as-If you reimburse the seller for taxes the
ing an easement usually is considered to besessment is a depreciable asset.seller paid for you, you can usually deduct
from the sale of an interest in your real prop-that amount. Do not include that amount in
erty. It reduces the basis of the affected partthe basis of the property. Decreases to Basis of the property. If the amount received is

Some items that reduce the basis of your more than the basis of the part of the prop-Points.  If you pay points to get a loan (in- property are: erty affected by the easement, reduce yourcluding a mortgage, second mortgage, line
1) The section 179 deduction, basis to zero and treat the excess as a rec-of credit, or a home equity loan), you gener-

ognized gain.2) The deduction for clean-fuel vehiclesally must capitalize them. You can amortize
If the recognized gain is on a capital as-and clean-fuel vehicle refuelingthem ratably over the term of the loan. Do

set, see Chapter 17 for more informationproperty,not add the cost to the basis of the related
about how to report it. If the recognized gainproperty. 3) Nontaxable corporate distributions, is on property used in a trade or business,Points on home mortgage.  Special

4) Deductions previously allowed or allow- get Publication 544, Sales and Other Dispo-rules may apply to amounts you and the
able for amortization, depreciation, and sitions of Assets, for more information aboutseller pay as points when you get a mort-
depletion, how to report this gain.gage to buy your main home. If these

5) Exclusion from income of subsidies foramounts meet certain requirements, you can
Residential energy credit.  The residentialenergy conservation measures (see En-deduct them in full as points for the year in
energy credit is no longer available. How-ergy conservation subsidies, in Chapterwhich they are paid. If you deduct seller-paid
ever, if in the past you were allowed the13),points, reduce your basis by that amount.
credit, decrease the basis of your home byFor more information, see Points in Publica- 6) Credit for qualified electric vehicles, the credit if you added the cost of the energyt ion  936 ,  Home Mor tgage  In te res t

7) Gain from the sale of your old home on items to the basis of your home.Deduction.
which tax was postponed,

Section 179 deduction.  If you take the sec-8) Casualty and theft losses,
tion 179 deduction for all or part of the cost9) Certain canceled debt excluded fromAdjusted Basis  of business property, decrease the basis ofincome,
the property by the deduction.Before figuring any gain or loss on a sale, ex- 10) Rebates received from the manufac- For more information, get Publicationchange, or other disposition of property, or turer or seller, 946, How To Depreciate Property.figuring allowable depreciation, depletion, or

11) Easements,amortization, you must usually make certain
Depreciation.  Decrease the basis of youradjustments (increases and decreases) to 12) Residential energy credit,
property by the depreciation you could havethe basis of the property. The result of these 13) Gas-guzzler tax, and deducted on your tax returns under theadjustments to the basis is the adjusted

14) Tax credit or refund for buying a diesel- method of depreciation you selected. If youbasis.
powered highway vehicle. deducted less depreciation than you could

have under the method you selected, de-Increases to Basis Some of these decreases to basis are dis- crease the basis by the amount you could
Increase the basis of any property by all cussed next. have taken under that method.
items properly added to a capital account.
This includes the cost of any improvements
having a useful life of more than 1 year and Table 14-1. Examples of Adjustments to Basis
amounts spent after a casualty to restore the
damaged property. Other items added to the Increases to Basis Decreases to Basis
basis of property include the cost of ex- Capital improvements: Exclusion from income of subsidies for
tending utility service lines to the property Putting an addition on your home energy conservation measures
and legal fees, such as the cost of defending Replacing an entire roof
and perfecting title. Paving your driveway Casualty or theft loss deductions and

Installing central air conditioning insurance reimbursements
Improvements.   Add the cost of improve- Rewiring your home
ments that increase the value of property, Credit for qualified electric vehicles

Assessments for local improvements:lengthen its life, or adapt it to a different use
Water connections Gain from the sale of your old home onto your basis in the property. For example,
Sidewalks which tax was postponedimprovements include putting a recreation
Roadsroom in your unfinished basement, adding

Section 179 deductionanother bathroom or bedroom, putting up a
Casualty Losses:fence, putting in new plumbing or wiring, in-
Restoring damaged property Deduction for clean-fuel vehicles andstalling a new roof, or paving your driveway.

clean-fuel vehicle refueling propertyAssessments for local improvements. 
Legal fees:Add assessments for improvements such as Cost of defending and perfecting a title Depreciation

streets and sidewalks, which increase the
value of the property assessed, to the basis Zone costs Nontaxable corporate distributions
of the property. Do not deduct them as

Chapter 14 BASIS OF PROPERTY Page 115



If you deducted more depreciation than property’s basis on the date of the ex-
change. However, make the followingyou should have, decrease your basis as fol- Other Basis  
adjustments:lows. Decrease it by the depreciation you

There are many times when you cannot useshould have deducted plus the part of the Decrease the basis by—
cost as a basis. In these cases, the fair mar-excess depreciation you deducted that actu-

a) Any loss recognized on the ex-ket value or the adjusted basis of certainally reduced your tax liability for any year.
change, andproperty may be used. Fair market value isFor more information about depreciation,

discussed next. Adjusted basis is discussed b) Any money received that was notget Publication 946.
earlier. spent on similar property.

Increase the basis by—Credit for qualified electric vehicles.  If
Fair market value (FMV).   FMV is the priceyou claim the credit for qualified electric ve- a) Any gain recognized on the ex-at which the property would change handshicles, you must reduce the basis of the change, andbetween a buyer and a seller, neither havingproperty on which you claimed the credit.
to buy or sell, and both having reasonable b) Any cost of getting replacementFor more information about this credit, see
knowledge of all necessary facts. Sales of property.Chapter 15 in Publication 535, Business
similar property on or about the same dateExpenses.
may be helpful in figuring the FMV of the
property. Not similar or related property.  If you get

Deduction for clean-fuel vehicle and money or other property that is not similar or
clean-fuel vehicle refueling property.  If related in service or use to the old propertyProperty received for services.   If you get
you take the deduction for either clean-fuel and you buy new property that is similar orproperty for your services, the property’s
vehicles or clean-fuel vehicle refueling prop- related in service or use to the old property,FMV is taxable. The taxable amount be-
erty, or both, decrease the basis of the prop- the basis of the new property is the cost ofcomes your basis. If the services were per-
erty by the deduction. For more information the new property decreased by the gain notformed for a price agreed on beforehand,
about these deductions, see Chapter 15 in recognized on the exchange.the price will be accepted as the FMV of the
Publication 535. property if there is no evidence to the Example.  The state condemned your

contrary. property. The adjusted basis of the property
Tax-free subsidies for energy conserva- Restricted property.  If you get property was $26,000, and the state paid you $31,000
tion measures.  A subsidy from a public util- for your services and the property is subject for it. You realized a gain of $5,000 ($31,000
ity company for the purchase or installation to certain restrictions, your basis in the prop- –  $26,000). You bought new property that is
of any energy conservation measure is tax erty is its FMV when it becomes substantially similar in use to the old property for $29,000.
free. Reduce the basis of the property on vested, unless you make an election. Prop- You recognize a gain of $2,000 ($31,000 –
which you got the subsidy by the tax-free erty becomes substantially vested when you $29,000), the unspent part of the payment

can transfer it or when it is not subject to aamount. For more information about this from the state. Your gain not recognized is
substantial risk of forfeiture. For more infor-subsidy, see chapter 13. $3,000, the difference between the $5,000
mation, see Restricted Property Received realized gain and the $2,000 recognized
for Services in Publication 525. gain. You figure he basis of the new propertyAdjusted Basis Example Bargain purchases.    A barga in as follows:

You owned a duplex used as rental property purchase is a purchase of an item for less
Cost of new property . . . . . . . . . . . . . . . . . . . $29,000that cost you $40,000. The $40,000 cost was than its FMV. If your employer lets you buy
Minus: Gain not recognized . . . . . . . . . . . . 3,000allocated $35,000 for the building and goods or other property at less than FMV, in-

$5,000 for the land. You added an improve- Basis of new property $26,000clude the difference between the purchase
ment to the duplex that cost $10,000. In Feb- price and the property’s FMV in your income.
ruary last year the duplex was damaged by Your basis in the property is its FMV, that is,
fire. Up to that time you had been allowed your purchase price plus the amount you in- Allocating the basis.  If you buy more than

clude in your income.depreciation of $23,000. You sold the sal- one piece of replacement property, allocate
vage for $1,300 and collected $19,700 from your basis among the properties based onIf the difference between your purchase

their respective costs.your insurance company. You deducted a price and the FMV is a qualified employee
discount, do not include the difference in in-casualty loss of $1,000 on your income tax Example.  If, in the previous example,
come. However, your basis in the property isreturn for last year. You spent $19,000 of the the state had condemned unimproved real
still its FMV. See Qualified Employee Dis-insurance proceeds for restoration of the du- property and the new property you bought
count in Chapter 4 of Publication 535.plex, which was completed this year. Figure was improved real property with both land

the adjusted basis of the duplex after the and buildings, you would make an allocation.
Taxable exchanges.  A taxable exchange isrestoration as follows: Take the new property’s $26,000 basis and
one in which the gain is taxable or the loss is allocate it between land and buildings based

Original cost of duplex . . . . . . . . . . . . . . . . . . $35,000 deductible. If you get property in exchange on their costs.
Addition to duplex . . . . . . . . . . . . . . . . . . . . . . 10,000 for other property in a taxable exchange, the

basis of the property you get is usually itsTotal cost of duplex . . . . . . . . . . . . . . . . . . . . . $45,000 Nontaxable Exchanges  FMV at the time of the exchange.Minus:  Depreciation . . . . . . . . . . . . . . . . . . 23,000 A nontaxable exchange is an exchange in
Adjusted basis before casualty . . . . . . . . . $22,000 which you are not taxed on any gain and you

Involuntary Exchanges  cannot deduct any loss. If you get property inMinus:  Casualty loss . . . . . . $ 1,000
a nontaxable exchange, its basis is usuallyIf you get property as a result of an involun-Insurance 
the same as the basis of the property you ex-tary exchange, such as a casualty, theft, orproceeds . . . . . . . . . . . 19,700
changed. See Nontaxable Trades in Chaptercondemnation, you may figure the basis ofSalvage proceeds 1,300  22,000
15.the replacement property you get using theAdjusted basis after casualty . . . . . . . . . . . $ –0–

basis of the property exchanged. Example.  You trade in an old truck,Add: Cost of restoring duplex . . . . . . . . . . 19,000
which has an adjusted basis of $1,700, for a

Adjusted basis after restoration $19,000 Similar or related property.  If you get new one costing $6,800. The dealer allows
property that is similar or related in service or you $2,000 on the old truck, and you pay

Your basis in the land is its original cost of use to the property exchanged, the new $4,800. This is a nontaxable exchange, and
property’s basis is the same as the old$5,000. 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- also must know its FMV at the time it was $21,000. This is the donor’s adjusted basis
creased by the additional cost, $4,800. If you given to you and any gift tax paid on it. plus the gift tax paid, limited to the FMV of
instead sell your old truck to a third party for the house at the time you got the gift.
$2,000 and then buy the new one from the Gift received after 1976.  If you got a giftFMV less than donor’s adjusted basis.  If
dealer, you have a taxable gain on the sale. after 1976, increase your basis in the gift bythe FMV of the property was less than the
The basis of the new truck is the price you the part of the gift tax paid that is due to thedonor’s adjusted basis, your basis for gain
pay the dealer for it. net increase in value of the gift. (Your basison its sale or other disposition is the donor’s

in the gift is the donor’s adjusted basis.) Fig-adjusted basis plus or minus any required
ure the increase by multiplying the gift taxPartially nontaxable exchange.  A partially adjustment to basis while you held the prop-
paid on the gift by a fraction. The numeratornontaxable exchange is an exchange in erty (see Adjusted Basis, earlier). Your basis
(top part) of the fraction is the net increase inwhich you get unlike property or money and for loss on its sale or other disposition is its
value of the gift and the denominator (bot-like property. FMV when you got the gift plus or minus any
tom part) is the value of the gift. The net in-The basis of property you get is usually required adjustment to basis while you held
crease in value of the gift is the FMV of thethe same as the basis of the property ex- the property. See Adjusted Basis, earlier.
gift minus the donor’s adjusted basis.changed decreased by any money you get Example.  You got an acre of land as a

and any loss recognized on the exchange; Example.  Last year you got a gift ofgift. At the time of the gift, the land had an
and then increased by any additional costs property from your mother that had an FMVFMV of $8,000. The donor’s adjusted basis
incurred and any gain recognized on the of $50,000. Her adjusted basis was $20,000.was $10,000. After you got the property, no
exchange. She paid a gift tax of $9,000 on the property.events occur that would increase or de-

Allocate the basis among the properties, For figuring depreciation, depletion, amorti-crease your basis in it. If you later sell the
other than money, you got in the exchange. zation, and gain or loss, your basis isproperty for $12,000, you will have a $2,000
In making this allocation, the basis of the un- $25,400, figured as follows:gain. You must use the donor’s adjusted ba-
like property is its fair market value on the sis ($10,000) at the time of the gift as your
date of exchange. The rest is the basis of the Fair market value . . . . . . . . . . . . . . . . . . . . . . . $50,000basis to report a gain. If you sell the property
like property. Minus: Adjusted basis . . . . . . . . . . . . . . . . . . 20,000for $7,000, you have a $1,000 loss because

Net increase in value . . . . . . . . . . . . . . . . . . . $30,000you must use the FMV ($8,000) at the time of
Trade-in or sale and purchase.   If a sale the gift to report a loss. Gift tax paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000and purchase are a single transaction, you If the sales price is between $8,000 and Multiplied by ($30,000 ÷  $50,000) . . . . . .60cannot 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 due to net increase in value . . . . $ 5,400For instance, if the sales price was $9,000
right to a dealer and then buying new prop- Adjusted basis of property to yourand you tried to figure a gain using the do-
erty from the same dealer. If the sale of your mother . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000nor’s adjusted basis ($10,000), you would
old property to the dealer and the purchase Your basis in the property $25,400get a loss of $1,000. If you then tried to figure
of new property from that dealer are depen- a loss using the FMV ($8,000), you would get
dent on each other, you are considered to a gain of $1,000.
have traded in your old property. Treat the

Property Transferredtransaction as an exchange no matter how Business property.  If you hold the gift as
you carry it out. You cannot avoid this trade- From a Spouse  business property, your basis for figuring any
in  ru le  by us ing a subs id iary  in  the The basis of property transferred to you ordepreciation, depletion, or amortization de-
transaction. transferred in trust for your benefit by yourduction is the same as the donor’s adjusted

Example.  You are a salesperson and spouse is the same as the transferor’s ad-basis plus or minus any required adjust-
use one of your cars 100% for business. You justed basis. The same rule applies to aments to basis while you hold the property.
have used this car in your sales activities for transfer by your former spouse if the transfer
2 years and have depreciated it. Your ad- is incident to divorce. However, adjust yourFMV equal to or greater than donor’s ad-
justed basis in the car is $22,600, and its basis for any gain recognized by the trans-justed basis.  If the FMV of the property was
FMV is $23,100. feror on a property transferred in trust. Thisequal to or greater than the donor’s adjusted

You are interested in a new car with a rule applies only to a property transfer inbasis, your basis is the same as the donor’s
listed retail price of $28,695, which usually trust in which the liabilities assumed plus theadjusted basis at the time you got the gift. In-
sells for $28,000. If you trade your old car liabilities to which the property is subject arecrease your basis by all or part of the gift tax
and $4,900 for the new one, your basis for more than the adjusted basis of the propertypaid, depending on the date of the gift.
depreciation for the new car would be transferred.Also, for figuring gain or loss from a sale
$27,500 ($4,900 plus $22,600 basis of your If the property transferred is a Series E oror other disposition of the property or figuring
old car). However, you want a higher basis EE United States savings bond, the trans-depreciation, depletion, or amortization de-
for depreciating the new car, so you agree to feror must include in income the interest ac-ductions on business property, you must in-
pay the dealer $28,000 for the new car if he crued to the date of transfer. The transfer-crease or decrease your basis (the donor’s
will pay you $23,100 for your old car. ee’s basis in the bond immediately after theadjusted basis) for any required adjustments

Since the sale and purchase are depen- transfer is equal to the transferor’s adjustedto basis while you held the property. See Ad-
dent on each other, you are treated as if you basis plus the interest income includible injusted Basis, earlier.
had exchanged your old car for the new one. the transferor’s income.Gift received before 1977.  If you got a
Your basis for depreciating the new car is The transferor must give you recordsgift before 1977, increase your basis in the
$27,500, which is the same as it would be if needed to determine the adjusted basis andgift by the gift tax paid on it. (Your basis in the
you had traded the old car. holding period of the property as of the dategift is the donor’s adjusted basis.) However,

For information about the trade of a car of the transfer. For more information aboutdo not increase your basis above the FMV of
used partly for business, see Publication the transfer of property between spouses,the gift when it was given to you.
463. see Chapter 15.Example 1.  You were given a house in

1976 with an FMV of $21,000. The donor’s
Property Received as a Gift adjusted basis was $20,000. The donor paid Inherited Property  

a gift tax of $500. Your basis is $20,500, the Your basis in property you inherit is usually
donor’s adjusted basis plus the gift tax paid. its FMV at the date of the decedent’s death.To figure the basis of property you get as a

If a federal estate tax return has to be filed,gift, you must know its adjusted basis to the Example 2.  If, in Example 1, the gift tax
your basis in property you inherit can be itsdonor just before it was given to you. You paid had been $1,500, your basis would be
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FMV at the alternate valuation date if the es- Example.  Assume the same facts as in 2) Get a written confirmation of this from
tate qualifies and elects to use alternate val- the previous example except that, after be- your broker or other agent within a rea-
uation. If a federal estate tax return does not ing allowed depreciation deductions of sonable time.
have to be filed, your basis in the property is $37,500, you sell the property at a loss. Your
its appraised value at the date of death for adjusted basis in this case would be the FMV

If you bought securities in different lots at dif-state inheritance or transmission taxes. ($180,000) because it is less than the ad-
ferent times and you hold a single certificateYour basis in inherited property may also justed basis ($198,000) on the date of the
for these securities, you make an adequatebe figured under the special farm or closely exchange. That amount ($180,000) is re-
identification if you:held business real property valuation duced by the depreciation deduction to ar-

method, if chosen for estate tax purposes. rive at a basis of $142,500 ($180,000 –
For more information about the basis of 1) Tell your broker the particular security to$37,500).

inherited property, such as property held by sell or transfer when you deliver the cer-
a surviving tenant and qualified joint interest tificate to your broker, and
in property held by a husband and wife, see
Inherited Property in Publication 551. 2) Get a written confirmation of this fromStocks and Bonds  

your broker or other agent within a rea-
sonable time.Property Changed to The basis of stocks or bonds you own gener-

ally is the purchase price plus the costs ofBusiness or Rental Use  
purchase, such as commissions and record-When you hold property for personal use Stock identified this way is the stock sold
ing or transfer fees. If you got stocks orand change it to business use or use it to or transferred even though stock certificates
bonds other than by purchase, your basis isproduce rent, you must figure the basis for from a different lot are delivered to the bro-
usually determined by FMV or the donor’sdepreciation. An example of this would be ker or other agent. If you sell part of the
adjusted basis, as discussed earlier.renting out your former main home. stock represented by a single certificate di-

You must adjust the basis of stocks for
rectly to the buyer instead of through a bro-

certain events that occur after purchase. ForBasis for depreciation.  The basis for de- ker, you will make an adequate identification
example, if you get additional stock frompreciation equals the lesser of: if you keep a written record of the particular
nontaxable stock dividends or stock splits,

stock that you intend to sell. This method of1) The FMV (defined earlier under Other reduce the basis of your original stock. Also
identification also applies to bonds sold orBasis) of the property on the date of the reduce your basis when you get nontaxable
transferred.change, or distributions because these are a return of

capital.2) Your adjusted basis (defined earlier
under Adjusted Basis ) on the date of Mutual fund shares.   You can choose to

Example.  In 1994 you bought 100the change. use the average basis of shares you own in a
shares of XYZ stock for $1,000 or $10 a regulated investment company (mutual
share. In 1995 you bought 100 shares ofExample.  Several years ago you paid fund) if you acquired the shares at various
XYZ stock for $1,600 or $16 a share. In 1996$160,000 to have your house built on a lot times and prices and if you left the shares on
XYZ declared a 2-for-1 stock split. You nowthat cost you $20,000. Before changing the deposit in an account kept by a custodian or
have 200 shares of stock with a basis of $5 aproperty to rental use last year, you paid agent for acquiring or redeeming the shares.
share and 200 shares with a basis of $8 a$20,000 for permanent improvements to the You figure average basis by using either the
share.house and claimed a $2,000 casualty loss double-category method or the single-cate-

deduction to the house. Because land is not gory method. These methods and other in-
depreciable, you can include only the cost of formation about the basis of mutual fundOther basis.  There are other ways to figure
the house when figuring the basis for shares are explained in Publication 564.the basis of stocks or bonds depending on
depreciation. how you acquired them. Some ways in which

Your adjusted basis in the house when you can acquire stock are by automatic in-
you change its use is $178,000 ($160,000 + Premiums on bonds.   If you buy a taxablevestment services, dividend reinvestment
$20,000 –  $2,000). On the date of the bond at a premium and choose to amortizeplans, and stock rights. For detailed informa-
change in use, your property has an FMV of the premium paid, reduce the basis of thetion, get Publication 550.
$180,000, of which $15,000 is for the land bond by the amount of the amortized pre-
and $165,000 is for the house. The basis for mium deducted each year. See Bond Pre-
depreciation on the house is the FMV on the Identifying shares.  If you buy and sell se- mium Amortization in Chapter 3 of Publica-
date of the change ($165,000) because it is curities at different times in varying quanti- tion 550 for more information. Although you
less than your adjusted basis ($178,000). ties and you cannot definitely identify the se- cannot take a deduction for the premium on

curities you sell, the figure the basis of those tax-exempt bonds, each year you must
Sale of property.  If you later sell or dispose sold under the first-in first-out method—that amortize the premium and reduce your basis
of the property, the basis of the property to is, the first securities you acquired are the in the bonds by the amortized amount.
be used will depend on whether you are fig- first sold.
uring gain or loss. Identification.  You will make an ade-

Gain.  The basis for gain is your adjusted Original issue discount (OID) on debt in-quate identification if you show that certifi-
basis when you sell the property. struments.  You must increase your basis incates representing shares of stock from a lot

an OID debt instrument by the amount ofthat you bought on a certain date or for a cer-Example.  Assume the same facts as in
OID that you included in income for that in-tain price were delivered to your broker orthe previous example except that, after be-
strument. See Original Issue Discount ining allowed depreciation deductions of other agent.
Chapter 8. $37,500, you sell the property at a gain. Your If you left the security certificates with

Tax-exempt bonds.  OID on tax-exemptadjusted basis in this case would be your broker or other agent, an adequate
bonds is not taxable. However, there are$160,500 ($178,000 + $20,000 (land) – identification is made if you:

$37,500). special rules for figuring basis on tax-exempt
OID bonds issued after September 3, 1982,Loss.  Figure the basis for loss using the 1) Tell your broker the particular security to

smaller of your adjusted basis or the FMV of and acquired after March 1, 1984. Seebe sold or transferred at the time of the
the property at the time of the change. Chapter 4 of Publication 550.sale or transfer, and
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If you sell your home, different tax rules Sale and purchase.  Ordinarily, a transac-
apply. These rules are discussed in Chapter tion is not a trade when you voluntarily sell
16. property for cash and immediately buy simi-15.

lar property to replace it. Such a sale and
purchase are two separate transactions.Sale of Property Note:  Beginning in 1998, you may have

to pay tax on only one-half of your gain from Redemption of stock.  A redemption of
the sale or exchange of qualified small bus- stock is treated as a sale or trade and is sub-
iness stock. This exclusion applies only to ject to the capital gain or loss provisions un-
stock issued after August 10, 1993, and held less the redemption is a dividend or otherImportant Reminder by you for more than 5 years. You must have distribution on stock.
acquired the stock at its original issue, di- Dividend vs. sale or trade.  Whether aForeign-source income.  If you are a U.S.
rectly or through an underwriter, in one of the redemption is treated as a sale, trade, divi-citizen with investment income from sources
following ways: dend, or other distribution depends on theoutside the United States (foreign income),

circumstances in each case. Both direct andyou must report all such income on your tax 1) In exchange for money or other property
indirect ownership of stock will be consid-return unless it is exempt by U.S. law. This is (not including stock), or
ered. The redemption is treated as a sale ortrue whether you reside inside or outside the 2) As pay for services provided to the cor- trade of stock if:United States and whether or not you re- poration (other than services performed

ceive a Form 1099 from the foreign payor. 1) The redemption is not essentiallyas an underwriter of the stock).
equivalent to a dividend (see Chapter
9), For more information, see Exclusion for

Gain From Small Business Stock in Chapter 2) There is a substantially disproportionateIntroduction
4 of Publication 550. redemption of stock,

This chapter discusses the tax conse-
3) There is a complete redemption of allquences of selling or trading investment Useful Items the stock of the corporation owned byproperty. It explains:

You may want to see: the shareholder, or
● What is a sale or trade,

4) The redemption is a distribution in par-
Publication● When you have a nontaxable trade, tial liquidation of a corporation.
□ 504 Divorced or Separated● What to do with a related party

Individualstransaction,
Redemption or retirement of bonds.   A□ 550 Investment Income and● Whether the property you sell is a capital redemption or retirement of bonds or notesExpensesasset or a noncapital asset, at their maturity is a sale or trade that you

□ 564 Mutual Fund Distributions
● Whether you have a capital or ordinary must report on Schedule D (Form 1040)

gain or loss from the sale of property, whether or not you realize gain or loss on the
Form (and Instructions) transaction.

● How to determine your holding period,
□ Schedule D (Form 1040) Capital However, if the issuer has merely ex-and Gains and Losses tended the maturity date of its notes, during

● When you can make a tax-free rollover of which period some of the noteholders have□ 8824 Like-Kind Exchanges
a gain from selling certain securities. agreed not to redeem their notes until all the

other notes are retired or their retirement is
Sales not discussed in this publication. provided for, neither a trade nor a closed orSales and Trades  
Certain sales or trades of property are dis- completed transaction has occurred. Under

Sales and trades (or exchanges) of assetscussed in other IRS publications. They in- these circumstances, you do not figure gain
generally result in taxable gains or deducti-clude, for example, installment sales, cov- or loss.
ble losses, although some trades of propertyered in Publication 537, Installment Sales,
are nontaxable.and transfers of property at death, covered Surrender of stock.  A surrender of stock

in Publication 559, Survivors, Executors, and by a dominant shareholder who retains con-
Form 1099–B.   If you sold property such asAdministrators. trol of the corporation is treated as a contri-
stocks, bonds, or certain commoditiesPublication 544, Sales and Other Dispo- bution to capital rather than as an immediate
through a broker during 1996, you should re-sitions of Assets, provides information about loss deductible from taxable income. The
ceive, for each sale, a Form 1099–B, Pro-various types of transactions involving busi- surrendering shareholder must reallocate
ceeds From Broker and Barter Exchangeness property, including dispositions of as- his or her basis in the surrendered shares to
Transactions, or an equivalent statementsets used in a trade or business or for the the shares he or she retains.
from the broker. You should receive theproduction of income.
statement by January 31, 1997. It will showPublication 550, Investment Income and How To Figurethe gross proceeds from the sale. The Inter-Expenses (Including Capital Gains and
nal Revenue Service (IRS) will also get a a Gain or Loss  Losses), provides more detailed discussion
copy of Form 1099–B from the broker.about sales and trades of investment prop- You figure gain or loss on a sale or trade of

I f  you receive a Form 1099–B orerty. Publication 550 includes information property by comparing the amount you real-
equivalent statement, you must completeabout the rules covering nonbusiness bad ize with the adjusted basis of the property.
Schedule D of Form 1040.debts, straddles, section 1256 contracts,

puts and calls, commodity futures, short Gain.  If the amount you realize from a sale
sales, and wash sales. It also discusses in- What is a Sale or Trade? or trade is more than the adjusted basis of
vestment-related expenses. the property you transfer, the difference is aA sale is generally a transfer of property for

Publication 925, Passive Activity and At- gain.money only or for a promise to pay money,
Risk Rules, discusses the rules that limit such as a mortgage or note. A trade is a
losses and credits from passive activities as transfer of property in return for other prop- Loss.  If the adjusted basis of the property
well as the rules that apply to the disposition erty or services and may be taxed in the you transfer is more than the amount you re-
of an interest in a passive activity. same way as a sale. alize, the difference is a loss.

Chapter 15 SALE OF PROPERTY Page 119



Adjusted basis.  The adjusted basis of prop- basis used for figuring loss. In this case, you 4) The property must not be stocks,
bonds, notes, choses in action, certifi-erty is your original cost or other original ba- may have neither a gain nor a loss. See
cates of trust or beneficial interests, orsis properly adjusted (increased or de- Other Basis in Chapter 14. In these situa-
other securities or evidences of indebt-creased) for certain items. See Chapter 14 tions, if you use the basis for figuring a gain
edness or interest, including partnershipfor more information about determining the and the result is a loss, and then use the ba-
interests. However, you can have a non-adjusted basis of property. sis for figuring a loss and the result is a gain,
taxable exchange of corporate stocksyou will have neither a gain nor a loss.
under a different rule, as discussed laterAmount realized.  The amount you realize Example.  You receive a gift of invest- under Corporate stocks.from a sale or trade of property is everything ment property having an adjusted basis of

you receive for the property. This includes 5) The property must meet the identifica-$10,000 at the time of the gift. The fair mar-
the money you receive plus the fair market tion requirement. The property to be re-ket value at the time of the gift is $9,000. You
value of any property or services you ceived must be identified by the day thatlater sell the property for $9,500. You have
receive. is 45 days after the date of transfer ofneither gain nor loss. Your basis for figuring

If you finance the buyer’s purchase of the property given up in the exchange.gain is $10,000, and $10,000 minus $9,500
your property and the debt instrument does 6) The exchange must meet the completedresults in a $500 loss. Your basis for figuring
not provide for adequate stated interest, the transaction requirement. The propertyloss is $9,000, and $9,500 minus $9,000 re-
unstated interest will reduce the amount re- must be received by the earlier of:sults in a $500 gain.
alized. For more information, see Publication

a) The 180th day after the date on which537.
you transfer the property given up inNontaxable Trades  Fair market value.   Fair market value is
the trade, orthe price at which the property would change Certain trades or exchanges are nontaxable.

b) The due date, including extensions,hands between a buyer and a seller, neither This means that any gain from the exchange
for your tax return for the year inbeing forced to buy or sell and both having is not taxed, and any loss cannot be de-
which the transfer of the propertyreasonable knowledge of all the relevant ducted. In other words, even though you may
given up occurs.facts. realize a gain or loss on the exchange, it will

The fair market value of notes or other not be recognized for tax purposes. The
If you trade property with a related partyevidence of indebtedness you receive as a property you get generally has the same ba-

in a like-kind exchange, a special rule maypart of the sale price is usually the best sis as the adjusted basis of the property you
apply. See Related Party Transactions, lateramount you can get from selling them to, or gave up.
in this chapter. Also, see Chapter 1 of Publi-discounting them with, a bank or other buyer For additional information on nontaxable cation 544 for more information on ex-of debt instruments. trades, see Chapter 1 of Publication 544. changes of business property and specialDebt paid off.  An indebtedness against
rules for exchanges using qualified in-the property, or against you, that is paid off

Like-kind exchanges.   If you trade busi- termediaries or involving multiple properties.as a part of the transaction, or that is as-
ness or investment property for other busi-sumed by the buyer, must be included in the
ness or investment property of a like kind, Partially nontaxable exchange.  If you re-amount realized. This is true even if neither
you must postpone tax on the gain or post- ceive cash or nonlike-kind property in addi-you nor the buyer is personally liable for the
pone deducting the loss until you sell or dis- tion to like-kind property, and the above con-debt. For example, if you sell or trade prop-
pose of the property you receive. To be non- dit ions are met, you have a part ial lyerty that is subject to a nonrecourse loan, the
taxable, a trade must meet all six of the nontaxable trade. You are taxed on any gainamount you realize includes the full amount
following conditions: you realize, but only to the extent of the cashof the note assumed by the buyer even if the

and the fair market value of the nonlike-kindamount of the note exceeds the fair market 1) The property must be business or in-
property you receive. You cannot deduct avalue of the property. vestment property. You must hold both
loss.Payment of cash.  If you trade property the property you trade and the property

Like-kind property and nonlike-kindfor other property and in addition pay cash, you receive for business or investment property transferred.  If you give up non-the amount you realize is the fair market purposes. Neither property may be like-kind property in addition to the like-kindvalue of the property you receive. Determine property used for personal purposes, property, you must recognize gain or lossyour gain or loss by subtracting your ad- such as your home or family car. only on the nonlike-kind property you givejusted basis (the cash you pay plus the ad-
up. The gain or loss is the difference be-2) The property must not be property heldjusted basis of the property you traded in)
tween the adjusted basis of the nonlike-kindprimarily for sale. The property youfrom the amount you realize. If the result is a
property and its fair market value. See Chap-trade and the property you receive mustpositive number, it is a gain. If the result is a
ter 1 of Publication 544 for more informationnot be property you sell to customers,negative number, it is a loss.
about partially nontaxable exchanges.such as merchandise. It must be prop-Example 1.  You sell stock that you had

erty held for productive use in your tradepledged as security for a bank loan of Like-kind property and money trans-or business or property held for$8,000. Your basis in the stock is $6,000. ferred.  If conditions (1) – (6) are met, youinvestment.The buyer pays off your bank loan and pays have a nontaxable trade even if you pay
you $20,000 in cash. The amount realized is 3) There must be an exchange of like-kind money in addition to transferring property in
$28,000 ($20,000 + $8,000). Your gain is property. The exchange of real estate exchange for like-kind property.
$22,000 ($28,000 –  $6,000). for real estate and the exchange of per-

sonal property for similar personal prop-Example 2.  You trade A Company stock Basis.  To figure the basis of the property re-
erty are exchanges of like-kind property.with an adjusted basis of $7,000 for B Com- ceived, see Nontaxable Exchanges, in
(However, real property located in thepany stock with a fair market value of Chapter 14.

$10,000, which is your amount realized. Your United States and real property located
gain is $3,000 ($10,000 –  $7,000). If you outside the United States are not like- How to report.   You must report the ex-
also receive a note for $6,000 that has a dis- kind property.) The trade of an apart- change of like-kind property on Form 8824,
count value of $4,000, your gain is $7,000 ment house for a store building, or a Like-Kind Exchanges. If you figure a recog-
($10,000 + $4,000 –  $7,000). panel truck for a pickup truck, are like- nized gain or loss on Form 8824, report it on

kind exchanges. The exchange of a Schedule D of Form 1040 or on Form 4797,
piece of machinery for a store building isNo gain or loss.  You may have to use a ba- Sales of Business Property, whichever
not a like-kind exchange.sis for figuring gain that is different from the applies.
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For information on using Form 4797, see the beginning date under the old con- Related Party Transactions
Chapter 5 of Publication 544. tract, or

3) An annuity contract for another annuity Special rules apply to the sale or trade ofCorporate stocks.   The following trades of contract. property between related parties.corporate stocks generally do not result in a
taxable gain or a deductible loss. The insured or annuitant must stay the Gain on sale or trade of depreciable prop-Stock for stock of the same corpora- same as under the original contract. Ex- erty.  The capital gain provisions do not ap-tion.  You can exchange common stock for changes of contracts not included in this list, ply and your gain is ordinary income, if:common stock or preferred stock for pre- such as an annuity contract for an endow-
ferred stock in the same corporation without 1) You have a recognized gain on the salement contract, or an annuity or endowment
having a recognized gain or loss. This is true or trade of property, including a lease-contract for a life insurance contract, are
for a trade between two stockholders as well hold or a patent application, that is de-taxable.
as a trade between a stockholder and the preciable property in the hands of the
corporation. party who receives it, andU.S. Treasury notes or bonds.   You canCorporate reorganizations.  In some 2) The transaction is between you and atrade certain issues of U.S. Treasury obliga-instances, you can trade common stock for controlled entity, or you and a trust intions for other issues, designated by thepreferred stock, preferred stock for common which you or your spouse is aSecretary of the Treasury, with no gain orstock, or stock in one corporation for stock in beneficiary.loss recognized on the trade. See U.S. Trea-another corporation without having a recog-

sury Notes or Bonds under Nontaxablenized gain or loss. These trades must be part
 See Chapter 2 in Publication 544 for moreTrades in Publication 550 for informationof mergers, recapitalizations, transfers to
information.about the tax treatment of income fromcontrolled corporations, bankruptcies, cor-

these investments. porate divisions, corporate acquisitions, or
Like-kind exchanges.  Generally, if youother corporate reorganizations. For other information on Treasury trade business or investment property forConvertible stocks and bonds.  You notes or bonds, write to: other business or investment property of agenerally will not have a recognized gain or
like kind, no gain or loss is recognized. Seeloss if you convert bonds into stock or pre- Bureau of the Public Debt Like-kind exchanges earlier under Nontax-ferred stock into common stock of the same U.S. Department of the Treasury able Trades.corporation according to a conversion privi- Capitol Area Servicing Center This rule also applies to exchanges oflege in the terms of the bond or the preferred

1300 C Street, S.W. property between related parties, definedstock certificate.
next under Loss on sale or trade of property.Washington, D.C. 20239–1500Property for stock of a controlled cor- However, if either related party disposes of

poration.  If you transfer property to a corpo- the like-kind property within 2 years after the
ration solely in exchange for stock in that Or visit on the Internet: exchange, the gain or loss on the exchange
corporation, and immediately after the trade http://www.ustreas.gov/treasury/ must be recognized. Each related person
you are in control of the corporation, you or- bureaus/pubdebt/ must report any gain or loss not recognized
dinarily will not recognize a gain or loss. This on the original exchange on the tax return
rule applies both to individuals and to groups filed for the year in which the later dispositionTransfers of property between spouseswho transfer property to a corporation. It occurred.or incident to divorce.   Generally, no gaindoes not apply if the corporation is an invest- These rules generally do not apply to:or loss is recognized on a transfer of prop-ment company.

erty from an individual to (or in trust for the ● Dispositions due to the death of either re-However, if you had a gain from the dis-
benefit of) a spouse, or if incident to a di- lated person,position of depreciable property from this
vorce, a former spouse. This nonrecognitiontransaction, you may be taxed on part of the ● Involuntary conversions (see Chapter 1 ofrule does not apply if the recipient spouse orga in .  See Publ icat ion 544 for  more Publication 544 for condemnations andformer spouse is a nonresident alien. Theinformation. Publication 547 for casualties and thefts),rule also does not apply to a transfer in trustFor this purpose, to be in control of a cor- orto the extent the adjusted basis of the prop-poration, you or your group of transferors

● Exchanges or dispositions whose mainerty is less than the amount of the liabilitiesmust own, immediately after the exchange,
purpose is not the avoidance of federal in-assumed plus any liabilities on the property.at least 80% of the total combined voting
come tax.Any transfer of property to a spouse orpower of all classes of stock entitled to vote,

former spouse on which gain or loss is notand at least 80% of the outstanding shares
The 2–year period does not include therecognized is treated by the recipient as aof each class of nonvoting stock of the

period during which the holder’s risk of lossgift and is not considered a sale or ex-corporation.
is substantially diminished by:change. The recipient’s basis in the propertyIf this provision applies to you, you must

will be the same as the adjusted basis of the ● The holding of a put on the property,attach to your return a complete statement
giver immediately before the transfer. Thisof all facts pertinent to the exchange. ● The holding by another person of a rightcarryover basis rule applies whether the ad-Additional information.  For more infor- to acquire the property, or
justed basis of the transferred property ismation on trades of stock, see Nontaxable

● A short sale or any other transaction.less than, equal to, or greater than either itsTrades in Publication 550.
fair market value at the time of transfer or
any consideration paid by the recipient. ThisInsurance policies and annuities.   You will Loss on sale or trade of property.  Yourule applies for purposes of determining lossnot have a recognized gain or loss if you cannot deduct a loss on the sale or trade ofas well as gain. Any gain recognized on atrade: property, other than a distribution in com-transfer in trust increases the basis.

1) A life insurance contract for another life plete liquidation of a corporation, if the trans-A transfer of property is incident to a di-
insurance contract or for an endowment action is directly or indirectly between youvorce if the transfer occurs within one year
or an annuity contract, and the following related parties:after the date on which the marriage ends, or

if the transfer is related to the ending of the2) An endowment contract for an annuity 1) Members of your family — this includes
marriage.contract, or for another endowment only your brothers and sisters, half-

For more information, see Publicationcontract that provides for regular pay- brothers and half-sisters, spouse, an-
504.ments beginning at a date not later than cestors (parents, grandparents, etc.),
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and lineal descendants (children, your broker if, for example, under a prear- loss, depending on the circumstances. Gen-
grandchildren, etc.), ranged plan a related party or entity buys the erally, a sale or trade of a capital asset (de-

same stock that you had owned. fined later) results in a capital gain or loss. A2) A corporation in which you directly or in-
Constructive ownership of stock.   In sale or trade of a noncapital asset generallydirectly own more than 50% in value of

determining whether a person directly or in- results in ordinary gain or loss. Dependingthe outstanding stock (see Constructive
directly owns any of the outstanding stock of on the circumstances, a gain or loss on aownership of stock, later), or
a corporation, the following rules apply. sale or trade of property used in a trade or

3) A tax-exempt charitable or educational Rule 1.  Stock directly or indirectly owned business may be treated as either capital or
organization that is directly or indirectly by or for a corporation, partnership, estate, ordinary, as explained in Publication 544. In
controlled, in any manner or by any or trust is considered owned proportionately some situations, part of your gain or loss
method, by you or by a member of your by or for its shareholders, partners, or may be a capital gain or loss and part may be
family, whether or not this control is le- beneficiaries. an ordinary gain or loss.
gally enforceable. Rule 2.  An individual is considered to

own the stock that is directly or indirectly Character of gain or loss.  It is important for
In addition, a loss on the sale or trade of owned by or for his or her family. Family in- you to properly distinguish or classify your

property is not deductible if the transaction is cludes only brothers and sisters, half-broth- gains and losses as either ordinary or capital
directly or indirectly between the following ers and half-sisters, spouse, ancestors, and gains or losses. You also need to classify
related parties: lineal descendants. your capital gains and losses as either short-

Rule 3.  An individual owning, other than term or long-term. The correct classification1) A grantor and fiduciary, or the fiduciary
by applying rule 2, any stock in a corporation helps you figure the limit on capital lossesand beneficiary, of any trust,
is considered to own the stock that is directly and your proper tax if you can use the Capital2) Fiduciaries of two different trusts, or the or indirectly owned by or for his or her Gain Tax Computation explained in Chapterfiduciary and beneficiary of two different partner. 17.trusts, if the same person is the grantor Rule 4.  When applying rule 1, 2, or 3, For information about determiningof both trusts, stock constructively owned by a person whether your capital gain or loss was short-

3) A trust fiduciary and a corporation of under rule 1 is treated as actually owned by term or long-term, see the discussion under
which more than 50% in value of the that person. But stock constructively owned Holding Period, later in this chapter.
outstanding stock is directly or indirectly by an individual under rule 2 or 3 is not
owned by or for the trust, or by or for the treated as owned by that individual for again Capital Assets andgrantor of the trust, applying either rule 2 or 3 to make another

person the constructive owner of the stock. Noncapital Assets  4) A corporation and a partnership if the
For the most part, everything you own andsame persons own more than 50% in

Property received from a related party.  If use for personal purposes, pleasure, or in-value of the outstanding stock of the
you sell or trade at a gain property that you vestment is a capital asset. Some examplescorporation and more than 50% of the
acquired from a related party, you recognize are:capital interest, or the profits interest, in
the gain only to the extent it is more than thethe partnership, ● Stocks or bonds held in your personalloss previously disallowed to the related

account5) Two S corporations if the same persons party. This rule applies only if you are the
own more than 50% in value of the out- original transferee and you acquired the ● A house owned and used by you and your
standing stock of each corporation, property by purchase or exchange. This rule family

does not apply if the related party’s loss was6) Two corporations, one of which is an S
● Household furnishingsdisallowed because of the wash sale rules,corporation, if the same persons own
● A car used for pleasure or commutingdescribed in Publication 550 under Washmore than 50% in value of the outstand-

Sales.ing stock of each corporation, ● Coin or stamp collections
Example 1.  Your brother sells you stock7) Two corporations that are members of ● Gems and jewelrywith a cost basis of $10,000 for $7,600. Yourthe same controlled group (under cer-

brother cannot deduct the loss of $2,400. ● Gold, silver, or any other metal.tain conditions, however, these losses
Later, you sell the same stock to an unre-are not disallowed but must be
lated party for $10,500, realizing a gain of The following items are noncapitaldeferred),
$2,900. Your reportable gain is $500 — the assets:

8) Two partnerships if the same persons $2,900 gain minus the $2,400 loss not al-
1) Property held mainly for sale to cus-own, directly or indirectly, more than lowed to your brother.

tomers or property that will physically50% of the capital interests or the prof-
Example 2.  If, in Example 1, you sold the become a part of the merchandise thatits interests, or

stock for $6,900 instead of $10,500, your is for sale to customers;9) A partnership and a person who owns, recognized loss is only $700 ($7,600 basis
2) Depreciable property used in yourdirectly or indirectly, more than 50% of minus $6,900). You cannot deduct the loss

trade or business, even if fullythe capital interest, or the profits inter- that was not allowed to your brother.
depreciated;est, in the partnership.

3) Real property used in your trade or
If you sell or trade to a related party a business;Capital or Ordinarynumber of blocks of stock or pieces of prop-

4) A copyright, a literary, musical, or ar-erty in a lump sum, you must figure the gain Gain or Loss  tistic composition, a letter or memo-or loss separately for each block of stock or
randum, or similar property:piece of property. The gain on each item This section discusses the tax treatment of

may be taxable. However, you cannot de- different types of investment transactions. a) That you created by your personal
duct the loss on any item. Also, you cannot For information about the tax treatment of efforts,
reduce gains from the sales of any of these gains and losses on the sale or exchange of

b) That was prepared or produced foritems by losses on the sales of any of the property used in a trade or business, see
you as a letter, memorandum, or simi-other items. Publication 544.
lar property, orIndirect transactions.  These include If you have a taxable gain or a deductible

sales through a stock exchange. You cannot loss from a transaction, it may be either a c) That you acquired under circum-
deduct your loss on the sale of stock through capital gain or loss or an ordinary gain or stances (for example, by gift) entitling
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you to the basis of a person who cre- Filing a claim for refund.  If you do not Any gain from market discount is usually
ated the property or for whom it was claim a loss for a worthless security on your taxable on disposition or redemption of tax-
prepared or produced; original return for the year it becomes worth- exempt bonds. If you bought the bonds

less, you can file a claim for a credit or refund before May 1, 1993, the gain from market5) Accounts or notes receivable ac-
due to the loss. Use Form 1040X, Amended discount is capital gain. If you bought thequired in the ordinary course of a trade
U.S. Individual Income Tax Return, to amend bonds after April 30, 1993, the gain fromor business, or for services rendered as
your return for the year the security became market discount is ordinary income.an employee, or from the sale of any of
worthless. You must file it within 7 years from You figure the market discount by sub-the properties described in (1); and
the date your original return for that year had tracting the price you paid for the bond from

6) U.S. Government publications that to be filed, or 2 years from the date you paid the sum of the original issue price of the
you received from the government free the tax, whichever is later. For more informa- bond and the amount of accumulated OID
or for less than the normal sales price, tion about filing a claim, see Amended Re- from the date of issue that represented inter-
or that you acquired under circum- turns and Claims for Refund in Chapter 1. est to any earlier holders. For more informa-
stances entitling you to the basis of tion, see Market Discount Bonds under Orig-
someone who received the publications inal Issue Discount in Chapter 8.Discounted debt instruments.   Treat your
free or for less than the normal sales A loss on the sale or other disposition ofgain or loss on the sale, redemption, or re-
price. a tax-exempt state or local government bondtirement of a bond or other evidence of in-

is deductible as a capital loss.debtedness originally issued at a discount or
bought at a discount as follows. Long-term debt instruments issued

Property Held for Personal Use after 1954, and before May 28, 1969 (orShort-term government obligations.
Property held for personal use is a capital as- before July 2, 1982, if a government is-Treat gains on short-term federal, state, or
set. Gain from a sale or exchange of that sue).  If you sell, exchange, or redeem for alocal government obligations (other than tax-
property is a capital gain. Loss from the sale gain one of these debt instruments, the partexempt obligations) as ordinary income up to
or exchange of that property is not deducti- of your gain that is not more than your rata-the ratable share of the acquisition discount.
ble. You can deduct a loss relating to per- ble share of the original issue discount (OID)This treatment applies to obligations that
sonal use property only if it results from a at the time of the sale or redemption is ordi-have a fixed maturity date not more than one
casualty loss, such as a loss caused by a fire nary income. The balance of the gain is capi-year from the date of issue. Any gain that is
or hurricane as discussed in Chapter 27. tal gain. If, however, there was an intentionmore than the ratable share of the acquisi-

to call the debt instrument before maturity,tion discount is capital gain. Any loss is capi-
all of your gain that is not more than the en-tal loss. Acquisition discount is the statedInvestment Property  
tire OID is treated as ordinary income at theredemption price at maturity minus your ba-Investment property is a capital asset. Any
time of the sale. This treatment of taxablesis in the obligation.gain or loss from its sale or exchange is gen-
gain also applies to corporate instruments is-However, do not treat these gains as in-erally a capital gain or loss.
sued after May 27, 1969, under a writtencome to the extent you previously included
commitment that was binding on that datethe discount in income. This amount in-Gold, silver, stamps, coins, gems, etc.
and thereafter.creases your basis in the obligation. See Dis-These are capital assets except when they

count on Short-Term Obligations in Chapter See Original Issue Discount (OID) inare held for sale by a dealer. Any gain or loss
1 of Publication 550 for more information. Chapter 8 for information on OID.you have from their sale or trade generally is

Short-term nongovernment obliga- Long-term corporate debt instru-a capital gain or loss.
tions.  Treat gains on short-term nongovern- ments issued after May 27, 1969, and gov-
ment obligations as ordinary income up to ernment instruments issued after July 1,Stocks, stock rights, and bonds.  All of
the ratable share of original issue discount 1982.  If you hold one of these debt instru-these (including stock received as a divi-
(OID). This treatment applies to obligations ments, you must include a part of the OID indend) are capital assets except when held
that have a fixed maturity date of not more your gross income each year that you ownfor sale by a securities dealer. However, if
than one year from the date of issue. the instrument. Your basis in the instrumentyou own small business stock, see Losses

is increased by the amount of OID that youHowever, to the extent you previously in-on Small Business Stock and Exclusion for
have included in your gross income. Seecluded the discount in income, you do notGain From Small Business Stock in Publica-
Original Issue Discount (OID) in Chapter 8have to include it in income again. Thistion 550.
for information about the OID that you mustamount increases your basis. See Discount
report on your tax return.on Short-Term Obligations in PublicationWorthless securities.   Stocks, stock rights,

550 for more information. If you sell or exchange the debt instru-and corporate or government bonds with in-
ment before maturity, your gain on the sale isTax-exempt state and local govern-terest coupons or in registered form, which
a capital gain, provided the debt instrumentment bonds.   If these bonds were originallybecame worthless during the tax year, are
was a capital asset. However, if at the timeissued at a discount before September 4,treated as though they were capital assets
the instrument was originally issued there1982, and you acquired them before Marchsold on the last day of the tax year if they
was an intention to call it before its maturity,2, 1984, treat your part of the OID as tax-ex-were capital assets in your hands. To deter-
your gain on the sale of the instrument gen-empt interest. To figure your gain or loss onmine whether they are long-term or short-
erally is ordinary income to the extent of thethe sale or exchange of these bonds, reduceterm capital assets, you are considered to
entire OID reduced by any amounts of OIDthe amount realized by your part of the OID.have held the stocks or securities until the
previously includible in your income. In thisIf the bonds were issued after Septemberlast day of the year in which they became
case, any balance of the gain is a capital3, 1982, and acquired after March 1, 1984,worthless. See Holding Period, later.
gain.increase the adjusted basis by your part ofIf you are a cash-basis taxpayer and

the OID to figure gain or loss. For more infor- If the debt instrument has market dis-make payments on a negotiable promissory
mation on the basis of these bonds, see Dis- count you generally must report gain as ordi-note that you issued for stock that became
counted tax-exempt obligations under nary income up to the instrument’s accruedworthless, you can deduct these payments
Stocks and Bonds, in Publication 550. market discount. This rule applies to debt in-as losses in the years you actually make the

struments issued after July 18, 1984, or pur-If you redeem tax-exempt bonds issuedpayments. Do not deduct them in the year
chased after April 30, 1993. See Market Dis-before June 9, 1980, before maturity, treatthe stock became worthless.
count Bonds under Original Issue Discountthe entire OID on the bonds as tax exemptHow to report loss.  Report worthless
in Chapter 8.interest. If the bonds were issued after Junesecurities on line 1 or line 9 of Schedule D

8, 1980, treat only your part of the OID as(Form 1040), whichever applies. In columns  Any amount that you receive on the re-
tax-exempt interest.(c) and (d), write ‘‘Worthless.’’ tirement of a debt instrument is treated in the
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same way as if you had sold or exchanged 1) That is issued by a natural person, are nonbusiness bad debts. To be deducti-
ble, nonbusiness bad debts must be totallythat instrument. 2) That is not of a type offered to the
worthless. You cannot deduct a partiallySee Capital or Ordinary Gain or Loss in public,
worthless nonbusiness bad debt.Publication 550 for more information about

3) That has a maturity at the date of issuethe tax treatment on the sale or redemption
of not more than 1 year, orof discounted debt instruments. Basis in bad debt required.   To deduct a

4) That was issued before 1983. bad debt, you must have a basis in it — thatNotes of individuals.  If you hold an obli-
is, you must have already included thegation of an individual that was issued with
amount in your income or loaned out yourOID after March 1, 1984, you generally must

Loss on deposits in an insolvent or bank- cash. For example, you cannot claim a badinclude the OID in your income currently, and
rupt financial institution.   If you can rea- debt deduction for court-ordered child sup-your gain or loss on its sale or retirement is
sonably estimate your loss on a deposit be- port not paid to you by your former spouse. Ifgenerally capital gain or loss. An exception
cause of the bankruptcy or insolvency of a you are a cash-basis taxpayer (most individ-to this treatment applies if the obligation is a
qualified financial institution, you can choose uals are), you cannot take a bad debt deduc-loan between individuals and all of the fol-
to treat the amount as either a casualty loss tion for expected income such as unpaid sal-lowing requirements are met:
or an ordinary loss in the current year. Either aries, wages, rents, fees, interest, and

1) The lender is not in the business of way, you claim the loss as an itemized de- dividends unless you have previously in-
lending money, duction. Otherwise, you can wait until the cluded the amount in your income.

year of final determination of the actual loss2) The amount of the loan, plus the
and treat the amount as a nonbusiness bad How to report bad debts.  Deduct nonbusi-amount of any outstanding prior loans,
debt (discussed later under Nonbusiness ness bad debts as short-term capital lossesis $10,000 or less, and
Bad Debts) in that year. on Schedule D (Form 1040). There are limits

If you claim a casualty loss, attach Form3) Avoiding federal tax is not one of the on how much of your capital losses may be
4684, Casualties and Thefts, to your return.principal purposes of the loan. deducted. For a discussion of these limits,
Each loss must be reduced by $100. Your to- see Chapter 17.
tal casualty losses for the year are reducedIf the exception applies, or the obligation In Part I, line 1 of Schedule D, enter the
by 10% of your adjusted gross income.was issued before March 2, 1984, you do not name of the debtor and ‘‘statement at-

If you claim an ordinary loss, report it as ainclude the OID in your income currently. tached,’’ in column (a), and the amount of
miscellaneous itemized deduction on line 22When you sell or redeem the obligation, the the bad debt in column (f). Use a separate
of Schedule A (Form 1040). The maximumpart of your gain that is not more than your line for each bad debt.
amount you can claim is $20,000 ($10,000 ifratable share of the OID at that time is ordi- For each bad debt, attach a statement toyou are married filing separately) reduced bynary income. The balance of the gain, if any, your return that contains:any expected state insurance proceeds.is capital gain. Any loss on the sale or re-
Your loss is subject to the 2% of adjusted 1) A description of the debt, including thedemption is capital loss.
gross income limit. You cannot choose to amount, and the date it became due,

Example.  You bought a $10,000 note of claim an ordinary loss if any of the deposit is 2) The name of the debtor, and any busi-an individual for $6,000 on which no pay- federally insured. ness or family relationship between youments had been made. You receive principal You cannot choose either of these meth- and the debtor,payments totaling $4,000. Then you sell the ods if:
3) The efforts you made to collect thenote for $3,800. Only 60% ($6,000/$10,000) 1) You own at least 1% of the financial

debt, andof the $4,000 is a return of your investment. institution,
The balance is discount income. You reduce 4) Why you decided the debt was worth-2) You are an officer of the institution, oryour cost by $2,400 ($4,000 ×  60%) to fig- less. For example, you could show that

3) You are related to such an owner orure your adjusted basis. Your capital gain is the borrower has declared bankruptcy,
officer.$200, figured as follows: or that legal action to collect would

probably not result in payment of any
Selling price of note . . . . . . . . . . . . . . . . . . . . . . . $3,800 If the actual loss that is finally determined part of the debt.
Minus adjusted basis of note: is more than the amount deducted as an es-

timated loss, you can claim the excess lossCost of note . . . . . . . . . . . . . . . . . . . $6,000 Filing a claim for refund.   If you do not
as a bad debt. If the actual loss is less thanMinus return on investment 2,400 3,600 deduct a bad debt on your original return for
the amount deducted as an estimated loss,Capital gain $ 200 the year it becomes worthless, you can file a
you must include in income (in the final de-

claim for a credit or refund due to the badtermination year) the excess loss claimed.
debt. Use Form 1040X, Amended U.S. Indi-The OID rules discussed in Chapter 8,
vidual Income Tax Return. You must file itunder Original Issue Discount (OID), apply to Sale of annuity.  The part of any gain on the
within 7 years from the date your original re-obligations issued by individuals after March sale of an annuity contract before its maturity
turn for that year had to be filed, or 2 years1, 1984. The OID rules will not apply to loans date that is based on interest accumulated
from the date you paid the tax, whichever isbetween individuals in amounts of $10,000 on the contract is ordinary income.
later. For more information about filing aor less (including the outstanding amounts of
claim, see Amended Returns and Claims forprior loans) if the lender is not in the busi- Nonbusiness Bad Debts  Refund in Chapter 1.ness of lending money, except if a principal If someone owes you money that you cannot

purpose of the loan is to avoid federal tax. collect, you have a bad debt. You may be Additional information.  For more informa-
able to deduct the amount owed to you when tion, see Nonbusiness Bad Debts in Publica-Obligations issued in bearer form.  Gener- you figure your tax for the year the debt be- tion 550.ally, any loss on a registration-required obli- comes worthless. A debt must be genuine For information on business bad debts,gation held in bearer form is not deductible for you to deduct a loss. A debt is genuine if it

see Chapter 14 of Publication 535.unless the issuer was subject to a tax when arises from a debtor-creditor relationship
the obligation was issued. Any gain on the based on a valid and enforceable obligation

Losses on Small Business Stock sale or other disposition of the obligation is to repay a fixed or determinable sum of
ordinary income. You can deduct as an ordinary loss, rathermoney.

A registration-required obligation is any than as a capital loss, your loss on the sale,Bad debts that you did not get in the
obligation except an obligation: course of operating your trade or business trade, or worthlessness of certain stock you
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own in a small business corporation or cer- the date you acquired the old property. Automatic investment service and divi-
tain stock in a small business investment Chapter 14 discusses basis. dend reinvestment plans.  If you take part
company. Gain on this stock is capital gain in a plan to buy stock through a bank or other
and is reported on Schedule D (Form 1040) if agent, the date the bank or other agent buysProperty received as a gift.   If you receive
the stock is a capital asset in your hands. the stock is your purchase date for figuringa gift of property and your basis is deter-
See Losses on Small Business Stock and the holding period of that stock. In determin-mined by the donor’s basis, your holding pe-
Losses on Small Business Investment Com- ing your holding period for shares bought byriod is considered to have started on the
pany Stock in Publication 550. the bank or agent, full shares are consideredsame day the donor’s holding period started.

bought first and any partial shares are con-See Property Received as a Gift in Chapter
sidered bought last. If a full share or a partial14.Holding Period  
share was bought over a period of more thanIf your basis is determined by the fairIf you sold or traded investment property, one purchase date, your holding period formarket value of the property, your holdingyou must determine whether any capital gain that share is a split holding period. A part ofperiod starts on the day after the date of theor loss is a short-term or long-term capital the share is considered to have been boughtgift.gain or loss by determining your holding on each date that stock was bought by the

period.
bank or other agent with the proceeds ofInherited property.   If you inherit invest-
available funds.ment property and your basis for it is:Long term or short term.  If you hold in-

vestment property more than one year, any 1) Determined with reference to its fair Nontaxable stock dividend.   The holdingcapital gain or loss is a long-term capital market value at the date of the dece- period for new stock you received as a non-gain or loss. If you hold the property one dent’s death, taxable stock dividend begins on the sameyear or less, any capital gain or loss is a
day as the holding period of the old stock.2) Determined with reference to its fairshort-term capital gain or loss.
This rule also applies to stock acquired in amarket value at the alternate valuationTo determine how long you held the in-
‘‘spin-off,’’ which is a distribution of stock ordate, orvestment property, begin counting on the
securities in a controlled corporation.date after the day you acquired the property. 3) The decedent’s adjusted basis (for ap-

The same date of each following month is preciated property),
Nontaxable stock rights.   Your holding pe-the beginning of a new month regardless of
riod for nontaxable stock rights begins onthe number of days in the preceding month. your capital gain or loss on any later disposi-
the same day as the holding period of the un-The day you disposed of the property is part tion of that property is treated as a long-term
derlying stock. The holding period for stockof your holding period. capital gain or loss. You are considered to
acquired through the exercise of stock rightsExample.  If you buy investment property have held the property for more than one
begins on the date the right was exercised. on February 5, 1996, you start counting on year even if you dispose of it within one year

February 6. The 6th of each following month after the decedent’s death. See Inherited
is the beginning of a new month. If you sell Property in Publication 551, Basis of Assets. Rollover of Gain  
the property on February 5, 1997, your hold- This section discusses the tax-free rollover
ing period is not more than one year and you Real property bought.  To figure how long of certain gains from the sale of publicly
will have a short-term capital gain or loss. If you have held real property bought under an traded securities. If you buy certain replace-
you sell it on February 6, 1997, your holding unconditional contract, begin counting on ment property and make the choice de-
period is more than one year and you will the earlier of the day after you received title scribed in this section, you postpone part or
have a long-term capital gain or loss. to it or the day after you took possession of it all of your gain. You postpone the gain by ad-

and assumed the burdens and privileges of justing the basis of the replacement property
Securities traded on established market. ownership. However, taking delivery or pos- as described in Basis of replacement prop-
For securities traded on an established se- session of real property under an option erty, later. This postpones your gain until the
curities market, your holding period begins agreement is not enough to start the holding year you dispose of the replacement
the day after the trading date you bought the period. The holding period cannot start until property.
securities, and ends on the trading date you there is an actual contract of sale. The hold- You qualify to make this choice if you
sold them. Ignore the settlement date(s) for ing period of the seller cannot end before meet the following tests:
tax purposes. that time.

1) You sell publicly traded securities at aExample.  You are a cash-basis, calen-
gain. Publicly traded securities are se-Mutual fund stock.   If you received exempt-dar-year taxpayer. You sold stock at a gain
curities traded on an established securi-interest dividends on mutual fund stock thaton December 27, 1996. According to the
ties market.you held 6 months or less and sold at a loss,rules of the stock exchange, the sale was

you cannot claim the part of the loss that isclosed by delivery of the stock 3 trading days 2) Your gain from the sale is a capital gain.
equal to or less than the exempt-interest div-after the sale, on January 2, 1997. You re-

3) During the 60-day period beginning onidends. You must report the rest of the lossceived payment of the sales price on that
the date of the sale, you buy replace-as a short-term capital loss.same day. Report your gain on your 1996 re-
ment property. This replacement prop-See Publication 564, Mutual Fund Distri-turn, even though you received the payment
erty must be either common stock or abutions, for more information on mutual fundin 1997. The gain is long term or short term
partnership interest in a specializeddistributions.depending on whether you held the stock
small business investment companymore than one year. Your holding period en-
(SSBIC). This is any partnership or cor-ded on December 27. If you had sold the Real estate investment trust (REIT).   If
poration licensed by the Small Businessstock at a loss, you would also report it on you received a capital gain distribution on
Administration under section 301(d) ofyour 1996 return. REIT stock that you held 6 months or less
the Small Business Investment Act ofand sold at a loss, you report as a long-term
1958, as in effect on May 13, 1993.capital loss the part of the loss that is equalNontaxable trades.   If you acquire invest-

to, or less than, the capital gain distribution.ment property in a trade for other investment
Amount of gain postponed.  If you makeThis rule does not apply to dispositions ofproperty and your basis for the new property
the choice described in this section, youstock under a periodic liquidation plan. See-is determined, in whole or in part, by your ba-

Capital Gain Distributions in Chapter 9 for in- must recognize gain only up to the followingsis in the old property, your holding period for
formation on capital gain distributions. amount:the new property begins on the day following
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1) The amount realized on the sale, minus 2) $500,000 ($250,000 if you are married Also attach a schedule showing:
and file a separate return), minus the2) The cost of any common stock or part-
amount of gain you postponed for all 1) How you figured the postponed gain,nership interest in an SSBIC that you
earlier years.bought during the 60-day period begin-

ning on the date of sale (and did not pre- 2) The name of the SSBIC in which you
viously take into account on an earlier purchased common stock or a partner-
sale of publicly traded securities). ship interest,Basis of replacement property.  You must

subtract the amount of postponed gain from
 If this amount is less than the amount of 3) The date of that purchase, andthe basis of your replacement property.
your gain, you can postpone the rest of your
gain, subject to the limit described next. If 4) Your new basis in that SSBIC stock or
this amount is more than the amount of your How to report gain.  If you choose to post- partnership interest.
gain, you must recognize the full amount of pone gain, report the entire gain realized
your gain. from the sale on line 1 or line 9 of Schedule

Limit on gain postponed.  The amount D (Form 1040), whichever is appropriate. Di- You must make the choice to postpone
of gain you can postpone each year is limited rectly below the line on which you report the gain by the due date (including extensions)
to the smaller of: gain, enter ‘‘SSBIC Rollover’’ in column (a) of the tax return on which you must report

and enter the amount of gain postponed in the gain. Your choice is revocable with the1) $50,000 ($25,000 if you are married and
column (f). file a separate return), or consent of the Commissioner of the IRS.
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for your home. It includes money, all notes,
mortgages, or other debts assumed by theIntroduction
buyer as part of the sale, and the fair market16.

This chapter explains how to treat any gain value of any other property or any services
or loss from selling your main home (gener- you receive.
ally, the one in which you live). You must in-Selling Your If you received a Form 1099–S, Proceeds
clude any gain in your income unless you From Real Estate Transactions, the total
postpone or exclude all or part of it. See Ta-Home amount you received for your home (except
ble 16–1 for an overview of postponing or ex- for the fair market value of any property
cluding gain. other than cash or notes or any services you

You must report the sale of your main received or will receive) should be shown in
home using Form 2119. This is true whether box 2. If you received or will receive any
you sell the home at a gain or a loss and property other than cash or notes or any ser-Important Change whether or not you buy another main home. vices as part of the sale, the value of these

items is not shown on Form 1099–S. How-for 1996 
Useful Items ever, box 4 of that form should be checked.
You may want to see: Payment by employer.  You may haveService in hazardous duty area.  The re-

to sell your home because of a job transfer. Ifplacement period for postponing tax on any
Publication your employer pays you for a loss on the salegain from the sale of your home is sus-

or for your selling expenses, do not includepended if you served in a qualified hazard- □ 523 Selling Your Home
the payment as part of the selling price. In-ous duty area (Bosnia and Herzegovina, Cro- □ 530 Tax Information for First-Time
clude it in your gross income as wages onatia, and Macedonia). See Replacement Homeowners
line 7 of Form 1040. For more information,Period under Postponing Gain, later, for
see How To Report in Chapter 19.more information. Form (and Instructions)

Option to buy.  If you grant an option to
□ Schedule D (Form 1040) Capital buy your home and the option is exercised,

Gains and Losses add the amount you receive for the option to
the selling price of your home. If the option is□ 1040X Amended U.S. IndividualImportant Reminders 
not exercised, you must report the amountIncome Tax Return
as ordinary income in the year the option ex-Change of address.  If you change your □ 2119 Sale of Your Home
pires. Report this amount on line 21 of Formmailing address, be sure to notify the IRS us-

□ 8822 Change of Address 1040.ing Form 8822, Change of Address. Mail it to
□ 8828 Recapture of Federal Mortgagethe Internal Revenue Service Center for your

Subsidy Selling expenses.  Selling expenses (line 5old address (addresses for the Service Cen-
of Form 2119) include commissions, adver-ters are on the back of the form).
tising, and legal fees. Loan charges paid by
the seller, such as loan placement fees orGain or Loss

Combat zone service.  The replacement ‘‘points,’’ are usually a selling expense.On the Sale  period for postponing tax on any gain from
the sale of your home is suspended if you Amount realized.  The amount realized (lineIf you sell your main home, you may have to
served in the Persian Gulf Area combat 6 of Form 2119) is the selling price minuspay tax on all or part of the gain from the
zone. See Replacement Period under Post- selling expenses.sale. But if you replace the home and meet
poning Gain, later, for more information. the conditions described later under Gain on

Sale, you postpone paying the tax. Amount of gain or loss.  If the amount real-
If you have a loss on the sale, you cannot ized is more than the home’s adjusted basisForm 1099–S.   Normally, the person re-

deduct it. ( line 7 of Form 2119), the difference is yoursponsible for closing the sale of a home
gain (line 8 of Form 2119). If the amount real-(generally, the settlement agent) must report
ized is less than the adjusted basis, the dif-More than one owner.  If you and yourthe sale to the IRS on Form 1099–S, Pro-
ference is your loss. See Loss on Sale, later.spouse sell your jointly owned home and fileceeds From Real Estate Transactions. That

a joint return, you figure and report your gain To figure the adjusted basis of your prop-person must give you a copy of the informa-
or loss as one taxpayer. If you file separate erty, see Basis, later.tion reported on Form 1099–S. He or she is
returns, each of you must figure and reportnot allowed to charge you separately for fil-
your own gain or loss according to your own-ing Form 1099–S but may take into account Gain on Sale ership interest in the home. Your ownershipthe cost of filing the form in deciding what to You will generally be subject to tax on all ofinterest is determined by state law.

charge you for services. the gain if you do not buy and live in anotherIf you and a joint owner other than your
main home. However, if you are age 55 orspouse sell your jointly owned home, each of
older, you may qualify to exclude all or part ofQualified mortgage bonds and mortgage you must figure and report your own gain or
the gain as explained later under Exclusioncredit certificates.  If you sell your main loss according to your ownership interest in
of Gain.home that was purchased or improved with the home. Each of you applies the rules dis-

You postpone the tax on all or part of thecussed in this chapter on an individual basis.federally subsidized financing, you may have
gain if you buy and live in another main hometo recapture part of the subsidy. See Recap-
and meet the conditions described in the fol-ture of Federal Subsidy, later. How To Figure lowing paragraphs.

Gain or Loss 
Home sold with undeducted points.  If you Gain or loss on the sale of your old home is Purchase price at least as much as sales
have not deducted all the points you paid to figured in Part I of Form 2119. To figure the price.  Your entire gain on the sale of your
secure a mortgage on your old home, you gain or loss, you must know the selling price, home is not taxed at the time of the sale if,
may be able to deduct the remaining points the amount realized, and the adjusted basis. within 2 years before or 2 years after the
in the year of the sale. See Mortgage ending sale, you buy and live in another main home
early under Points in Chapter 25 of this Selling price.  The selling price (line 4 of that costs at least as much as the adjusted
publication. Form 2119) is the total amount you receive sales price (described later) of the old home.
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Table 16-1. Two Ways To Avoid 1996 Tax on Gain from Sale of Your Main Home

What To Do How To Qualify How You Benefit How To Find Out More

1. Postpone Gain You must buy (or build) and live You may not have to pay tax on See Postponing Gain in this
in a new home within the re- all (or part) of your gain in 1996. chapter.
placement period. (But you have to reduce the ba-

sis of your new home by the
amount of the postponed gain.
This will increase any gain on
the later sale of that home.)

2. Exclude Gain You must be age 55 or older on You exclude up to $125,000 See Exclusion of Gain in this
the date of sale. You must also ($62,500 if married filing sepa- chapter.
meet ownership and use tests rately) of your gain. (But you can
and must choose to take the ex- exclude gain only once in your
clusion. lifetime after July 26, 1978.)

Any part of your gain that you do not postpone or exclude is taxable. You must include that part in your income.

If you are on active duty in the Armed Example.  You owned and lived in a you receive cash or other consideration for
Forces, if you served in a combat zone, or if home that had an adjusted basis of $41,000. the home. Therefore, the rules in this chap-
your tax home is outside the U.S., the 2-year A real estate dealer accepted your old home ter do not apply. You do not have to file Form
period after the sale may be suspended. See as a trade-in and allowed you $50,000 to- 2119.
People Outside the U.S. and Members of the ward a new house priced at $80,000 (its fair Exception.  If your spouse or former
Armed Forces under Replacement Period, market value). You also paid $30,000 cash spouse is a nonresident alien, the rules in
later. for the new home. You are considered to this chapter apply and you must file Form

have sold your old home for $50,000 and to 2119.
have had a gain of $9,000 ($50,000 –Purchase price less than sales price.  If More information.  If you need more in-
$41,000). Because you replaced it with athe purchase price of your new main home is formation, see Transfer to spouse in Publica-
new home costing more than the sales priceless than the adjusted sales price of your old tion 523 and Property Settlements in Publi-
of the old one, you must postpone the tax onhome and you buy and live in the new home cat ion  504,  D ivorced or  Separa ted
the gain. The basis of your new home iswithin 2 years before or 2 years after the Individuals.
$71,000 ($80,000 cost –  $9,000 gain that issale, the gain taxed in the year of the sale is
not currently taxed).the lesser of:

Basis If the dealer had allowed you $27,0001) The gain on the sale of the old home
and assumed your unpaid mortgage of You will need to know your basis in your(reduced by any gain you exclude as ex-
$23,000 on your old home, $50,000 would home as a starting point for determining anyplained later under Exclusion of Gain ),
still be considered the sales price of the old gain or loss when you sell it.or
home (the trade-in allowed plus the mort- Your basis in your home is determined by

2) The amount by which the adjusted sales gage assumed). how you got the home. Your basis is its cost
price of the old home is more than the

if you bought it or built it. If you got it in somepurchase price of the new home. Foreclosure or repossession.   If your other way, its basis is either its fair market
home was foreclosed on or repossessed, value when you received it or the adjusted
you have a sale that you must report on basis of the person you received it from.Source of funds to buy home.  You need Form 2119, Sale of Your Home. If the sale While you owned your home, you maynot use the same funds received from the resulted in a taxable gain, also report it on have made adjustments (increases or de-sale of your old home to buy or build your Schedule D (Form 1040). creases) to the basis. This adjusted basis isnew home. For example, you can use less Form 1099–A and Form 1099–C.   Gen- used to figure gain or loss on the sale of yourcash than you received by increasing the erally, you will receive Form 1099–A, Acqui- home.amount of your mortgage loan and still post- sition or Abandonment of Secured Property,

You can find more information on basispone the tax on your gain. from your lender. This form will have the in-
and adjusted basis in Chapter 14 of this pub-formation you need to determine the amount
lication and in Publication 523.of your gain or loss and whether you haveLoss on Sale 

any ordinary income from cancellation ofYou cannot deduct a loss on the sale of your Settlement fees or closing costs.   If youdebt. If your debt is canceled, you may re-home. It is a personal loss. However, you buy your home, you may have to pay settle-ceive Form 1099–C, Cancellation of Debt, in-must report the sale on Form 2119. The loss ment fees or closing costs in addition to thestead of Form 1099–A.has no effect on the basis of any new home. contract price of the property. You can in-For more information, get Publication
clude in your basis the settlement fees and523.
closing costs that are for buying the home.Special Situations 
You cannot include in your basis the feesThe paragraphs that follow explain how to Abandonment.   If you abandon your home
and costs that are for getting a mortgagedetermine your gain or loss if you trade one and it secures a debt that is canceled, you
loan. A fee is for buying the home if youhome for another one or if your home is fore- may have ordinary income. If the home is
would have had to pay it even if you paidclosed on, repossessed, or abandoned. foreclosed on or repossessed, you may also
cash for the home.Transfers of a home to your spouse are also have a gain or loss. See Foreclosure or re-

Chapter 14 lists some of the settlementcovered here. possession, earlier. Get Publication 523 for
fees and closing costs that you can includemore information.
in the basis of property, including your home.Trading homes.  If you trade your old home
It also lists some settlement costs that can-for another home, treat the trade as a sale Transfer to spouse.  If you transfer your
not be included in basis.and a purchase. The cost of the new home, home to your spouse, or to your former

In addition to the items listed in Chapterfor purposes of postponing gain, is its fair spouse incident to your divorce, you gener-
14, you cannot include in basis:market value. ally have no gain or loss. This is true even if
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1) Any item that you deducted as a moving Repairs.  These maintain your home in good Main Home  
expense (settlement fees and closing condition. They do not add to its value or pro-

Usually, the home you live in most of the timecosts incurred after 1993 cannot be de- long its life, and you do not add their cost to
is your main home. The home you sell andducted as moving expenses), and the basis of your property. the one you buy to replace it must both qual-

2) VA funding fees. ify as your main home.
Examples.  Repainting your house inside Your main home can be a houseboat, a

or outside, fixing your gutters or floors, re-See Settlement fees or closing costs mobile  home, a cooperative apartment, or a
pairing leaks or plastering, and replacingunder New Home, later, for information condominium.
broken window panes are examples ofabout the fees and costs (real estate taxes Fixtures (permanent parts of the prop-
repairs.and mortgage interest, including points) that erty) generally are part of your main home.

you may be able to deduct. Furniture, appliances, and similar items that
are not fixtures generally are not part of yourYou should keep records of your
main home.home’s  purchase  p r i ce  andAdjusted Basis 

purchase expenses. You should If you change your home to a rental prop-Adjusted basis is your basis increased or
also save receipts and other records for all erty, it no longer qualifies as your maindecreased by certain amounts.
improvements, additions, and other items home. If you then sell it, you cannot post-

pone tax on any gain from the sale. Seethat affect the basis of your home. This in-Increases to basis.  These include any:
Home changed to rental property, latercludes any Form 2119 that you filed to report

1) Improvements. under Old Home. Property used partly aspostponement of gain from the sale of a pre-
your home and partly for business or rental isvious home.2) Additions.
also discussed later under Old Home.Ordinarily, you must keep records  for 3

3) Special assessments for local years after the due date for filing your return
improvements. Land.  You may sell the land on which yourfor the tax year in which you sold, or other-

main home is located, but not the house it-wise disposed of, your home. But if you use4) Amounts spent after a casualty to re-
self. In this case, you cannot postpone taxthe basis of your old home in figuring the ba-store damaged property.
on any gain you have from the sale of thesis of your new one, such as when you sell
land.your old home and postpone tax on any gain,

you should keep those records longer. Keep Example.  You sell the land on whichDecreases to basis.  These include any:
those records as long as they are needed for your main home is located. Within the re-

1) Gain from the sale of your old home on tax purposes. placement period, you buy another piece of
which tax was postponed. land and move your house to it. This sale is

not considered a sale of your main home,2) Insurance payments for casualty losses.
and you cannot postpone tax on any gain on3) Deductible casualty losses not covered
the sale.by insurance. Postponing Gain 

4) Payments received for granting an More than one home.  If you have more
Generally, you must postpone tax on theeasement or right-of-way. than one home, only the sale of your main
gain on the sale of your main home if you buy home qualifies for postponing the tax. If you5) Depreciation allowed or allowable if you
and live in a new main home within the re- have two homes and live in both of them,used your home for business or rental
placement period and it costs at least as your main home is the one you live in most ofpurposes.
much as the adjusted sales price of the old the time.

6) Residential energy credit (generally al- home. However, if you are age 55 or older Example 1.  You own and live in a houselowed from 1977 through 1987) claimed and meet certain qualifications, no tax ap- in town. You also own beach property, whichfor the cost of energy improvements plies to the extent you choose to exclude the you use in the summer months. The townthat you added to the basis of your gain. See Exclusion of Gain, later. property is your main home; the beach prop-home. This section explains the time allowed for erty is not.
replacement and how to determine the taxa-7) Energy conservation subsidy excluded Example 2.  You own a house, but youble gain, if any.from your gross income because you re- live in another house that you rent. The

The tax on the gain is postponed, notceived it (directly or indirectly) from a rented home is your main home.
forgiven. You subtract any gain that is notpublic utility after December 31, 1992,

to buy or install any energy conservation taxed in the year you sell your old home from
Replacement Period measure. the cost of your new home. This gives you a

lower basis in the new home. If you sell the Your replacement period is the time period
during which you must replace your oldnew home in a later year and again replaceEnergy conservation measure.  This
home to postpone any of the gain from itsit, you may have to continue to postpone taxincludes an installation or modification that is
sale. It starts 2 years before and ends 2primarily designed either to reduce con- on your gain.
years after the date of sale.sumption of electricity or natural gas or to im-

prove the management of energy demand Example.  You sold your home for Example.  On April 27, 1996, before you
for a home. $90,000 and had a $5,000 gain. Within the sell your old home, you buy and move into a

time allowed for replacement, you bought new home that you use as your main home.
Improvements.   These add to the value of another home for $103,000 and moved into You have until April 27, 1998, a period of 2
your home, prolong its useful life, or adapt it it. The $5,000 gain will not be taxed in the years, to sell your old home and postpone
to new uses. You add the cost of improve- year of sale, but you must subtract it from the tax on any gain.
ments to the basis of your property. $103,000. This makes the basis of your new

home $98,000. If you later sell the new home Occupancy test.  You must physically live inExamples.  Putting a recreation room in
for $110,000, and you do not buy and live in the new home as your main home within theyour unfinished basement, adding another
a new home within the allowed time, you will required period. If you move furniture orbathroom or bedroom, putting up a fence,

other personal belongings into the newbe subject to tax on the $12,000 gainputting in new plumbing or wiring, putting on
home but do not actually live in it, you have($110,000 –  $98,000) in the year of thata new roof, or paving your driveway are
not met the occupancy test.sale.improvements.

Chapter 16 SELLING YOUR HOME Page 129



No added time beyond the specified pe- years after the date you sold your old home. 2) The qualified hazardous duty area of
riod is allowed.  To postpone gain on the For more information, see Members of the Bosnia and Herzegovina, Croatia, and
sale of your home, you must replace the old Armed Forces in Publication 523. Macedonia, which is treated as a com-
home and occupy the new home within the bat zone effective November 21, 1995.
specified period. You are not allowed any Overseas assignment.  The suspension of
additional time, even if conditions beyond the replacement period after the sale of your Service outside combat zone.  If youyour control keep you from doing it. For ex- old home is extended for up to an additional

performed military service in an area outsideample, destruction of the new home while it 4 years while you are stationed outside the
the combat zone that was in direct support ofwas being built would not extend the re- U.S. This also applies while you are required
military operations in the combat zone andplacement period. However, the replace- to live in on-base quarters following your re-

ment period may be suspended, as dis- you received special pay for duty subject toturn from a tour of duty outside the U.S. In
cussed later, for people outside the U.S. or hostile fire or imminent danger, you arethis case, you must be stationed at a remote
members of the Armed Forces. treated as if you served in the combat zone.site where the Secretary of Defense has de-

If you do not replace the home in time Also, you are treated as if you served in atermined that adequate off-base housing is
and you had postponed gain in the year of combat zone if you performed services asnot available.
sale, you must file an amended return for the part of Operation Joint Endeavor, wereThe suspension can continue for up to 1
year of sale. You must include in your in- outside the United States, and wereyear after the last day you are stationed
come the entire gain on the sale of your old deployed away from your permanent dutyoutside the U.S. or the last day you are re-
home. station.quired to reside in government quarters on

Also, if you began building your new When suspension ends.  This suspen-base. However, the replacement period,
home within the specified period, but for any sion ends 180 days after the later of:plus any period of suspension, is limited to 8
reason were unable to live in it within 2 years, years after the date of sale of your old
no more time for occupancy is allowed. You 1) The last day you were in the combathome.
must report your entire gain on an amended zone (or, if earlier, the last day the areaIf you qualify for the time suspension forreturn for the year of the sale. See Amended qualified as a combat zone), ormembers of the Armed Forces and have al-Return, later.

ready filed an income tax return reporting
2) The last day of any continuous hospitali-gain from the sale of a home that can be fur-

People Outside the U.S. zation (limited to 5 years if hospitalizedther postponed, you can file Form 1040X to
in the U.S.) for an injury sustained whileThe replacement period after the sale of claim a refund. See Amended Return, later.

your old home is suspended while you have serving in the combat zone.
your tax home (the place where you live and Combat zone service.   The running of the
work) outside the U.S. This suspension ap- replacement period (including any suspen- More information.  For more informa-plies only if your stay abroad begins before sion) is suspended for any period you served tion on suspension of the replacement pe-the end of the 2-year replacement period. in a combat zone. riod, see Combat zone service in PublicationThe replacement period, plus the period of Combat zone.  The term ‘‘combat zone’’ 523. For more information on other tax bene-suspension, is limited to 4 years after the means: fits available to those who served in a com-date of sale of your old home.

bat zone, get Publication 3, Armed Forces1) The Persian Gulf Area combat zone (ef-For more information, see People
Tax Guide.fective August 2, 1990), andOutside the U.S. in Publication 523. For a

discussion of tax home, see Chapter 28.

Combat zone service.  The running of the
replacement period (including the suspen-
sion if you live and work outside the U.S.) is
suspended for any period you served in a
combat zone (defined later under Members
of the Armed Forces ) in support of the
Armed Forces, plus 180 days. This suspen-
sion applies even though you were not a
member of the Armed Forces. It applies to
Red Cross personnel, accredited correspon-
dents, and civilians under the direction of the
Armed Forces in support of those forces.

The rules for suspending the running of
the replacement period and for applying that
suspension to your spouse are the same as
the suspension rules explained later under
Members of the Armed Forces and its dis-
cussion, Combat zone service.

Members of the Armed Forces  
The replacement period after the sale of
your old home is suspended while you serve
on extended active duty in the Armed
Forces. You are on extended active duty if
you are serving under a call or order for more
than 90 days or for an indefinite period. The
suspension applies only if your service be-
gins before the end of the 2-year replace-
ment period. The replacement period, plus
any period of suspension, is limited to 4
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2119) to figure the part of your gain that you Property used partly as your home andAmended Return 
can postpone. The adjusted sales price is partly for business or rental.   You may useIf you sell your old home and do not plan to
the amount realized minus any exclusion you part of your property as your home and partreplace it, you must include the gain in in-
claim (line 14 of Form 2119) and minus any of it for business or to produce income. Ex-come for the year of sale. If you later change
fixing-up expenses you might have. Com- amples are a working farm on which youryour mind, buy or build and live in another
pare the adjusted sales price with the cost of house is located, an apartment building inhome within the replacement period, and
your new home to find the amount of gain which you live in one unit and rent out themeet the requirements to postpone gain, you
that you can postpone. others, or a store building with an upstairswill have to file an amended return (Form

apartment in which you live. If you sell theExample.  Your old home had a basis of1040X) for the year of sale to claim a refund.
whole property, you postpone only the tax on$55,000. You signed a contract to sell it onFor information on the time allowed for filing

December 17. On the following January 7, the part used as your home. This includesan amended return, see Chapter 1.
you sold it for $71,400. Selling expenses the land and outbuildings, such as a garage
were $5,000. During the 90-day period end- for the home, but not those used for the busi-Extended replacement period.  If you have
ing December 17, the date you signed the ness or the production of income. For morean extended replacement period because
sales contract, you had the following work information, see Property used partly as youryou have your tax home outside the U.S. or
done. You paid for the work within 30 days home and partly for business or rental inare a member of the Armed Forces, the re-
after the date of sale.placement period may go beyond the last Publication 523.

date you can file an amended return claiming Business use of your home.  If, in the
Fixing-up expenses:a refund for the year of sale. If there is a pos- year of sale, you are entitled to deduct ex-

Inside and outside painting . . . . . . . . . . . . . . $800sibility you may change your mind and buy penses for the business use of your home,
Improvements:(or build) and live in another home during the you cannot postpone the gain on the part of

New venetian blinds and new waterextended replacement period, get Publica- the home used for business. For information
heater . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $900tion 523 to find out how to file a ‘‘protective on how to figure the business part, see Busi-

claim’’ for refund of the tax you paid on the ness Part of Home Expenses in PublicationWithin the required time, you bought and
gain. 587, Business Use of Your Home.lived in a new home that cost $64,600. The

If, in the year of sale, you are not entitledamount of gain on which tax is postponed,
to deduct expenses for the business use ofthe amount of gain on which tax is not post-Old Home 
your home, you may be able to postpone allponed, and the basis of your new home, areGain or loss on the sale of your old home is

figured as follows: your gain, even if you were entitled to deductfigured in Part I of Form 2119.
expenses for the business use of your homeYou use Part III of Form 2119 to figure Gain On Sale in earlier years.the adjusted sales price, the taxable gain,

a) Selling price of old home $71,400and the postponed gain.
b) Minus: Selling expenses 5,000 Home changed to rental property.   YouIf the amount realized from the sale of

cannot postpone tax on the gain on rentalc) Amount realized on sale $66,400your old home does not exceed the cost of
property, even if you once used it as youryour new home, you postpone your entire d) Basis of old home . . . . . . . . $55,000

gain. In this case, you do not need to figure home. The rules explained in this chaptere) Add: Improvements
fixing-up expenses, discussed next. generally will not apply to its sale. Gains are(blinds and heater) . . . . . . . 900

taxable and losses are deductible as ex-f) Adjusted basis of old
plained in Publication 544, Sales and OtherFixing-up expenses.   Any fixing-up ex- home . . . . . . . . . . . . . . . . . . . . . 55,900
Dispositions of Assets. The basis of thepenses you have are used in figuring the ad-

g) Gain on sale [(c) minusjusted sales price. Fixing-up expenses (line property is determined as explained under
(f)] . . . . . . . . . . . . . . . . . . . . . . . . $10,50016 of Form 2119) are decorating and repair Property Changed to Business or Rental Use

costs that you paid to sell the old home. For in Chapter 14.
Gain Taxed in Year of Saleexample, the costs of painting the home, Temporary rental of home before

planting flowers, and replacing broken win- h) Amount realized on sale $66,400 sale.  You have not changed your home to
dows are fixing-up expenses. Fixing-up ex- i) Minus: Fixing-up rental property if you temporarily rented out
penses must meet all the following condi- expenses (painting) . . . . . . 800 your old home before selling it, or your new
tions. The expenses must: home before living in it, as a matter of conve-j) Adjusted sales price . . . . . $65,600

nience or for another nonbusiness purpose.k) Minus: Cost of new home 64,6001) Be for work done during the 90-day pe-
You can postpone the tax on the gain fromriod ending on the day you sign the con- l) Excess of adjusted sales
the sale if you meet the requirements ex-tract of sale with the buyer. price over cost of new
plained earlier. For information on how tohome . . . . . . . . . . . . . . . . . . . . . $ 1,0002) Be paid no later than 30 days after the treat the rental income you receive, see

date of sale. m) Gain taxed in year of sale Chapter 10.
[lesser of (g) or (l)] . . . . . . . $ 1,0003) Not be deductible in arriving at your tax- Failed attempt to rent home.  If you

able income. place your home with a real estate agent for
Gain Postponed rent or sale and it is not rented, it is not con-4) Not be used in figuring the amount
n) Gain on sale [line (g)] . . . . $10,500 sidered business property or property heldrealized.
o) Minus: Gain taxed [line for the production of income. The rules ex-

5) Not be capital expenditures or (m)] . . . . . . . . . . . . . . . . . . . . . . . 1,000 plained in this chapter apply to the sale of
improvements. the home.p) Gain postponed . . . . . . . . . . $ 9,500

Note.  You deduct fixing-up expenses Condemned property.   If your home isAdjusted Basis of New Homefrom the amount realized only in figuring the condemned for public use and you have aq) Cost of new home [linepart of the gain that you postpone. You can-
gain, you can postpone the tax on the gain in(k)] . . . . . . . . . . . . . . . . . . . . . . . . $64,600not deduct them in figuring the actual gain
one of two ways. You can postpone the taxr) Minus: Gain postponedon the sale of the old home.
under the rules explained in this chapter or[line (p)] . . . . . . . . . . . . . . . . . . . 9,500
under those discussed under Involuntary

s) Adjusted basis of newAdjusted sales price.  Use the adjusted Conversions in Chapter 1 of Publication 544,
home . . . . . . . . . . . . . . . . . . . . . $55,100sales price of your old home (line 18 of Form Sales and Other Dispositions of Assets.
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Gain on casualty.  The tax on a gain from a see New home sold in 2-year period, later seller paid taxes for you (that is, taxes begin-
fire, storm, or other casualty cannot be post- under New Home Later Sold At Gain. ning with the date of sale), you can still de-
poned under the rules explained in this chap- duct the taxes. If you do not reimburse the
ter, but may be postponed under the rules seller for your part of the taxes, you must re-How To Determine
explained in Publication 547, Casualties, Di- duce your basis in your new home by theCost of New Home 
sas te rs ,  and  The f ts  (Bus iness  and amount of those taxes. For more informa-

You need to know the cost of your new homeNonbusiness). tion, see Settlement or closing costs underto figure the gain taxed and the gain on
Basis in Publication 530.which tax is postponed on the sale of your

New Home  old home. The cost of your new home in-
Inheritance or gift.   If you receive any partFor purposes of postponing gain, this sec- cludes costs incurred within the replacement
of your new home as a gift or an inheritance,tion explains: period (beginning 2 years before and ending
you cannot include the value of that part in2 years after the date of sale) for the follow-1) What qualifies as a new home, the cost of the new home when figuring theing items:
gain taxed in the year of sale and the gain on2) How to determine the cost of your new

1) Buying or building the home.home, and which tax is postponed. However, you in-
clude the basis of that part in your adjusted2) Rebuilding the home.3) The rules that apply if and when you
basis to determine any gain when you selllater sell your new home. 3) Capital improvements or additions.
the new home.

Example.  Your father died in March You cannot consider any costs incurred
1995 and you inherited his home. Its basis tobefore or after the replacement period. How-What Qualifies as a New Home 
you is $62,000. You spent $14,000 to mod-ever, if you are a person outside the U.S. or aYour new home must be your main home.
ernize the home, resulting in an adjusted ba-member of the Armed Forces, you can in-See Main Home, earlier.
sis to you of $76,000. You moved into theclude any costs incurred during the suspen-You must include in income any gain
home in July 1995.sion period (discussed under Replacementfrom the sale of your old home if you replace

When your father died, you owned aPeriod, earlier).that home with property that is not your main
home that you bought in 1991 for $60,000.home.
You sell that home in 1996 for $65,000, at aDebts on new home.  The cost of a new
gain of $5,000. You have fixing-up expenseshome includes the debts it is subject to whenNew home outside the U.S.  A new home
of $200 on your old home.you buy it (purchase-money mortgage oroutside the U.S. qualifies as a new home for

To find the gain taxed in the year of thedeed of trust) and the face amount of notespurposes of postponing gain. You must buy
sale, you compare the adjusted sales priceor other liabilities you give for it.or build and live in the new home as your
of the old home, $64,800 ($65,000 –  $200),main home within the time allowed for
with the $14,000 you invested in your newTemporary housing.  If a builder gives youreplacement.
home. The $5,000 gain is fully taxed be-temporary housing while your new home is
cause the adjusted sales price of the oldbeing finished, you must reduce the contractRetirement home.  You have not pur-
home is more than the amount you paid toprice to arrive at the cost of the new home.chased a new home if you sell your home
remodel your new home, and the differenceTo figure the amount of the reduction, multi-and invest the proceeds in a retirement
between the two amounts is more thanply the contract price by a fraction. The nu-home project that gives you living quarters
$5,000. For this purpose, you do not includemerator is the value of the temporary hous-and personal care, but does not give you any
the value of the inherited part of your prop-ing and the denominator is the sum of thelegal interest in the property. Therefore, you
erty ($62,000) in the cost of your new home.value of the temporary housing plus themust include in income any gain on the sale

value of the home.of your home. However, if you are 55 or
older, see Exclusion of Gain, later in this New Home Later Sold At Gain 
chapter. Seller-paid points.  If you bought your new If you bought your present home and post-

home after April 3, 1994, you must subtract poned tax on gain from a prior sale under the
any seller-paid points from its cost in figuringTitle to new home not held by you or postponement-of-gain rules discussed ear-
how much of the gain from selling your oldspouse.  You have not purchased a new lier, you continue to postpone the tax if you
home is taxed. If you bought your new homehome if you reinvest the proceeds from the replace your present home under those
after 1990 but before April 4, 1994, you mustsale of your old home in a home in which rules.
reduce its cost by the seller-paid points onlyneither you nor your spouse holds any legal

Example.  In 1985 you sold your home,if you chose to deduct them as home mort-interest. For example, if someone else (such
which you had owned since 1980, andgage interest in the year paid.as your child) holds the title to the new
bought and occupied a new one. The tax onhome, you cannot postpone the gain from
the gain was postponed and the basis of thethe sale of your old home. Settlement fees or closing costs.   The
home you bought in 1985 was reduced bycost of your new home includes the settle-
the gain you postponed. This year you soldMore than one new home bought in 2- ment fees and closing costs that you can in-
the home you bought in 1985 and boughtyear period.  If you buy (or build) and live in clude in your basis. See Settlement fees or
and moved into a more expensive one. Youmore than one main home during the re- closing costs under Basis, earlier.
must postpone tax on the gain from sellingplacement period, only the last one can be Deductible costs.  If you itemize your
the home you bought in 1985.treated as your new main home to determine deductions in the year you buy the house,

whether you must postpone the gain from you can deduct some of the costs you paid
New home sold in 2-year period.  If youthe sale of the old home. at closing, such as real estate taxes, mort-
postponed the gain on the sale of your oldHowever, there is an exception to this gage interest, and ‘‘points’’ that are deducti-
home, then sell your new home within 2rule if you sell a new home (other than the ble as interest. You may also be able to de-
years after the sale of your old home, youlast one you used as your main home during duct points paid by the seller at closing. For
generally cannot postpone the gain on thethe replacement period) because of a work- more information, see Chapters 24 and 25.
sale of the new home. Any gain on the salerelated move. If the exception applies, then Real estate taxes.  If you agree to pay
of that new home is taxable; any loss is notthe home you sold because of the work-re- taxes the seller owed on your new home
deductible. Report the gain or loss onlated move is treated as your new home for (that is, taxes up to the date of sale), the
Schedule D (Form 1040), not Form 2119. Ifpurposes of whether you must postpone taxes you pay are treated as part of the cost.
you sold the home at a loss, write ‘‘Personalgain on the sale of the old home. For details, You cannot deduct them as taxes paid. If the
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Loss’’ across columns (f) and (g) of line 1 or work, and you must meet the time and dis- 5) You and your spouse have agreed to
live apart, and you each buy and live intance requirements explained in Chapter 19.9 of Schedule D, whichever is appropriate.
separate new homes.If the exception applies, you postponeThe following examples illustrate this

gain by treating each sale as though the 2-rule.
year rule did not apply. For more information about any of these sit-Example 1.  You sold your first home in

uations, see the discussion Certain Sales byExample.  You buy two new homes andMarch 1995 for $120,000, and you had a
Married Persons in Publication 523.sell a new home within 2 years as shown$10,000 gain on the sale. You postponed the

below:$10,000 gain because you bought and
moved into a second home in April 1995 for

January 1996 You sell your house in Chicago$135,000. Your basis in the second home, How and Whenat a gain.as reported on the Form 2119 filed with your
February 1996 You buy and move into a more To Report 1995 return, was $125,000 ($135,000 cost

expensive house in Memphis.
–  the $10,000 postponed gain). If you sold your home during the year, reportMarch 1997 You sell your house inIn June 1996 you sold the second home the details of the sale as explained in thisMemphis due to a transfer
for $142,000 and you moved into an apart- section. Report the sale even if you have arequired by your employer.
ment. You purchased and moved into a third loss, you postponed the tax on the entireMarch 1997 You buy and move into a morehome in January 1997 for $146,000. gain, or you have not purchased or movedexpensive house in New York

Your replacement home for the first into a new home.City. The move meets the
home you sold (in March 1995) is the last

requirements for a moving
main home you bought in the following 2- Form 2119.   Use Form 2119, Sale of Yourexpense deduction.
year period. This is the third home you Home, to report the sale of your old home
bought (in January 1997). Since its $146,000 When you complete the 1996 Form 2119 and any purchase of a new one within the re-
cost is more than the $120,000 sales price of for the sale of your house in Chicago, com- placement period. File Form 2119 with your
your first home, your $10,000 gain is still pare the cost of the home bought in Mem- tax return for the year you sold your old
postponed. Your basis in your third home is phis with the adjusted sales price of the home. If you file your return before buying a
$136,000 ($146,000 cost –  the $10,000 house in Chicago. This determines the gain new home, you may also have to file a sec-
postponed gain). You must file a new Form you postpone, even though you bought and ond Form 2119 when you do buy your new
2119 for 1995 to show your replacement lived in another new main home (New York home. See Chapter 39 for an example of a
home is the home you bought in January City in March 1997) within 2 years of the sale filled-in Form 2119.
1997. of your Chicago home. Keep a copy of Form 2119 with your tax

records for the year. Form 2119 is also aYou cannot postpone the gain on the Your 1997 Form 2119 will compare the
supporting document that shows how yourJune 1996 sale of your second home. This is adjusted sales price of the house in Mem-
new home’s basis is decreased by thebecause it was within 2 years after the March phis (sold March 1997) with the cost of the
amount of any postponed gain on the sale of1995 sale of your first home on which you house in New York City. This determines the
your old home. Therefore, you should alsogain you postpone, even though you sold thepostponed the gain. Since you no longer
keep a copy of Form 2119 with your recordsnew home in Memphis within 2 years of thetreat your second home as the replacement
for the basis of your new home.sale of your Chicago home (sold Januaryfor your first home, the basis of your second

Reporting a loss.  You must report the1996).home is its $135,000 cost. You must include
sale of your main home even if you have athe gain on its sale in your 1996 income. The
loss on the sale. Complete Part I of Formgain is $7,000 ($142,000 sales price –  the Holding period.  If you postponed tax on
2119 for the year in which the sale occurred.any part of the gain from the sale of your old$135,000 basis). Report it on Schedule D
You cannot deduct the loss from yourhome, you will be considered to have owned(Form 1040), not Form 2119.
income.your new home for the combined period youExample 2.  The facts are the same as in If you report a loss on the sale, you do notowned both the old and the new homes. ThisExample 1 except you purchased your third have to file a second Form 2119 if you latermay affect whether any taxable gain when

home in September 1997 rather than in Jan- purchase a new home. The loss on the saleyou sell the new home is reported on Sched-
uary. Your second home is the replacement has no effect on the basis of your new home.ule D (Form 1040) as a short-term or long-
home for your first home (sold in March Reporting exclusion of gain.  If youterm capital gain. See Chapter 15 for more
1995). This is because it was the only home qualify for the one-time exclusion of gaininformation on holding periods.
bought in the following 2-year period. from selling your home, use Form 2119 to

Although you bought another new main claim the exclusion. See Exclusion of Gain,Certain Sales byhome within 2 years after selling your sec- later.
ond home, you cannot postpone the gain on Married Persons 
the June 1996 sale of your second home. Schedule D (Form 1040).  If you report tax-Special rules apply if any of the following sit-
This is because its sale was within 2 years of able gain on the sale of your main home, youuations apply to you.
the March 1995 sale of your first home. You will also have to file a Schedule D (Form

1) You or your spouse owned the oldmust report the $17,000 gain on the June 1040), Capital Gains and Losses, with your
home separately, but the two of you1996 sale of your second home ($142,000 return.
own the new home jointly.sales price –  $125,000 basis) on your 1996 Maximum tax rate on capital gains.

tax return. Your basis in your third home (that Your net capital gain is taxed at a maximum2) You and your spouse owned the old
you bought in September 1997) is its cost, tax rate of 28%, even if you have ordinary in-home jointly, but either you or your
$146,000. come that is taxed at a higher rate. If youspouse owns the new home separately.

Exception.  The rules that normally ap- have a net capital gain and part of your taxa-
3) Your spouse dies after you sell your oldply when you buy more than one new home, ble income is taxed at a rate higher than

home and before you buy and live in aor sell a new home, during the 2-year re- 28%, figure your tax using the Capital Gain
new home.placement period do not apply if you had to Tax  Workshee t  in  the  Form 1040

4) You and your spouse had two separatedo that because of a work-related move. A instructions.
gains from the sales of homes that had‘‘work-related move’’ is one for which you
been your separate main homes beforeare allowed a deduction for moving ex- New home purchased before return filed.
your marriage, and you jointly buy onepenses. To qualify for the deduction, the If you buy and live in a new home before you
new home.move must be closely related to the start of file a return for the year of sale of your old
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home, complete Form 2119 and attach it to which you cannot postpone the tax, and your home begins when you give the IRS in-
your return. claim a refund of the rest of the tax. formation that shows that:

Reporting a gain.  If your new home
1) You replaced your old home, and howcosts as much as or more than the adjusted No new home or no new home within re-

much the new home cost,sales price of your old home, you postpone placement period.  If you do not plan to re-
the tax on the entire gain. You do not need to place your old home, you must complete 2) You do not plan to buy and occupy a
report the sale on Schedule D (Form 1040). Form 2119 and Schedule D (Form 1040) to new home within the replacement pe-

If the new home costs less than the ad- report any gain. Attach them to your tax re- riod, or
justed sales price of the old home, the gain is turn for the year of the sale. The entire gain is

3) You did not buy and occupy a newtaxed up to the amount of the difference. Re- taxable unless you are eligible to exclude all
home within the replacement period.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.
 This information may be on the Form 2119You may have postponed gain on the
attached to your tax return for the year of thesale of your old home because you plannedNew home not yet purchased.  If you plan
sale, or on a second Form 2119 filed later.to replace it. If you do not replace it within theto replace your home but have not done so
File the second Form 2119 with the Servicereplacement period, you must file a secondby the time your return for the year of sale is
Center where you will file your next tax re-Form 2119. Attach it to an amended returndue, you must still report the sale. Complete
turn. If needed, send an amended return for(Form 1040X) for the year of the sale. In-Form 2119, Part I only, and attach it to your
the year of the sale to include in income theclude a Schedule D (Form 1040) to reportreturn for the year of sale.

your gain and any other appropriate sched- gain that you cannot postpone.If you do not plan to replace your 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-
will have to pay interest on the additional taxturn for the year of sale. If you have a gain on Exclusion of Gain  due on your amended return. The interest isthe sale, you will also need to complete
generally figured from the due date of the re-Schedule D (Form 1040) and attach it to your

This section discusses excluding from grossturn for the year of sale.return.
income all or part of the gain from the sale of
your main home if you meet certain age,Divorce after sale.  If you are divorced afterNew home purchased after return filed.  If
ownership, and use tests at the time of thefiling a joint return on which you postponedyou postponed gain from the sale of your old
sale. This is a one-time exclusion of gain fortax on the gain on the sale of your home, buthome and you buy and live in a new home af-
sales after July 26, 1978.you do not use your share of the proceeds toter you file your return but within the replace-

The decision of when to take the exclu-buy or build a new home (and your formerment period, you should notify the IRS. File a
sion depends on many factors. You will wantspouse does), you must file an amendedsecond Form 2119 giving the date you first
to consider your personal tax and financialjoint return to report the tax on your share oflived in the new home and its cost.
situation before deciding when to take thethe gain. If your former spouse refuses toIf you paid tax on the gain from the sale of
one-time exclusion. If you meet the require-sign the amended joint return, attach a letteryour old home, but replaced it within the re-
ments discussed in this section and youexplaining why your former spouse’s signa-placement period, see New home pur-
make the choice to exclude gain on the saleture is missing.chased after tax paid on gain, later.
of your main home, the excluded gain is notNew home costs at least as much as
taxed.adjusted sales price.  If you postponed gain Installment sale.  Some sales are made

If you change your mind after you file thefrom the sale of your old home, and your new under arrangements that provide for part or
return for the year of sale, you may be able tohome costs at least as much as the adjusted all of the selling price to be paid in a later
make or revoke the choice later. You wouldsales price of your old home, file a second year. These sales are called ‘‘installment
have to file an amended return for the year ofForm 2119 by itself. Your address, signature, sales.’’ If you finance the buyer’s purchase
sale within certain time limits. See How Toand the date are required on this Form 2119. of your home yourself, instead of having the
Make and Revoke a Choice To Exclude GainIf you filed a joint return for the year of sale, buyer get a loan or mortgage from a bank,
in Publication 523.both you and your spouse must sign the you may have an installment sale. If the sale

Form 2119. File it with the Internal Revenue qualifies, you can report the part of the gain
Service Center where you would file your you cannot postpone on the installment Age, Ownership, and Use next tax return. basis.

You can choose to exclude from incomeNew home costs less.  If you postponed Seller-financed mortgage.  If you sell
$125,000 of gain on the sale of your maingain from the sale of your old home, and your your home and hold a note, mortgage, or
home ($62,500 if you are married on the datenew home costs less than the adjusted sales other financial agreement, the payments you
of sale and file a separate return) if you meetprice of the old home, you must file an receive generally consist of both interest and
all the following tests.amended return (Form 1040X) for the year of principal. You must report the interest you

the sale. Attach a second completed Form receive as part of each payment separately 1) You were 55 or older on the date of the
2119 and Schedule D (Form 1040) showing as interest income. If the buyer of your home sale.the gain you must report. You will have to uses the property as a main or second
pay interest on any additional tax due on the home, you must also report the name, ad- 2) During the 5-year period ending on the
amended return. The interest is generally fig- dress, and social security number of the date of the sale, you:
ured from the due date of the return for the buyer on line 1 of either Schedule B (Form

● Owned your main home for at least 3year of sale. 1040) or Schedule 1 (Form 1040A). The
years, andbuyer must give you his or her social security

number and you must give the buyer your so-New home purchased after tax paid on ● Lived in your main home for at least 3
cial security number. Failure to meet thesegain.  If you paid tax on the gain from the years.
requirements may result in a $50 penalty forsale of your old home, and you buy or build

3) Neither you nor your spouse have evereach failure.and live in a new home within the replace-
excluded gain on the sale of a home af-More information.  For more informa-ment period, you must file an amended re-
ter July 26, 1978.tion, see Publication 537, Installment Sales.turn (Form 1040X) for the year of sale of your

old home. Complete a new Form 2119, and
For more information and examples, see Ex-include it with your amended return. Report Statute of limitations.   The 3-year limit for
clusion of Gain in Publication 523.on Schedule D (Form 1040) any gain on assessing tax on the gain from the sale of
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 The recapture also applies to assumptions ● The mortgage was secured solely as a
of these loans. qualified home improvement loan of notRecapture of

If your mortgage loan is subject to this re- more than $15,000,
Federal Subsidy  capture rule, you should have received a no-

tice containing information that you need to ● The home is disposed of as a result ofIf you financed your home under a federally
figure the recapture tax. your death,subsidized program (loans from tax-exempt

qualified mortgage bonds or loans with mort-
gage credit certificates), you may have to re- When the recapture applies.  The recap- ● You dispose of the home more than 9
capture all or part of the benefit you received ture of the federal mortgage subsidy applies years after the date you closed your mort-
from that program when you sell or other- only i f  you meet all  of the fol lowing gage loan,
wise dispose of your home. You recapture conditions.
the benefit by increasing your federal in-

● You transfer the home to your spouse, or1) You sell or otherwise dispose of yourcome tax for the year of the sale. The post-
to your former spouse incident to a di-home at a gain,ponement and exclusion of gain provisions
vorce, where no gain is included in yourdiscussed earlier in this chapter do not apply

2) You dispose of your home during the income,to this recapture tax.
first 9 years after the date you closed

The recapture tax is figured on Form
your mortgage loan, and

● You dispose of the home at a loss,8828. If your mortgage loan is subject to the
recapture rules, you must file Form 8828 3) Your income for the year of disposition
even if you do not owe a recapture tax. exceeds that year’s adjusted qualifying ● Your home is destroyed by a casualty,

income for your family size for that year and you repair it or replace it on its original
Loans subject to recapture rules.  The re- (related to the income requirements a site within 2 years after the destruction, or
capture of the subsidy applies to loans pro- person must meet to qualify for the fed-
vided after 1990 that: erally subsidized program).

● You refinance your mortgage loan (unless
1) Came from the proceeds of qualified you later meet all of the conditions listed

mortgage bonds issued after August 15, previously under When the recapture
1986, or applies).When recapture does not apply.  The re-

2) Were based on mortgage credit capture does not apply if any of the following
certificates. situations apply to you:
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method, you report part of the gain each year ‘‘Reportable real estate’’ is defined as
that you receive a payment. For information, any present or future ownership interest in
see Form 6252, and Publication 537, Install- any of the following:17.
ment Sales. 1) Improved or unimproved land, including

If you use the cash method of account- air space,Reporting Gains ing, you cannot use the installment method
2) Inherently permanent structures, includ-to report gain from the sale of stock or secur-and Losses ing any residential, commercial, or in-ities traded on an established securities mar-

dustrial building,ket. You must report the entire gain for the
year of sale (the year in which the trade date 3) A condominium unit and its accessory
occurs). fixtures and common elements, includ-

ing land, andIntroduction
Passive activity gains and losses.  If you 4) Stock in a cooperative housing corpora-This chapter discusses how to report capital
have gains or losses from a passive activity, tion (as defined in section 216 of the In-gains and losses from sales, exchanges,
you may also have to report them on Form ternal Revenue Code).and other dispositions of investment prop-
8582. In some cases, the loss may be limited

erty on Schedule D of Form 1040. The dis-
under the passive activity rules. Refer to A ‘‘real estate reporting person’’ could in-cussion includes:
Form 8582 and its separate instructions for clude the buyer’s attorney, your attorney, the

● How to report short-term gains and more information about reporting capital title or escrow company, a mortgage lender,losses, gains and losses from a passive activity. your broker, the buyer’s broker, or the per-
● How to report long-term gains and losses, son acquiring the biggest interest in the

Form 1099–B transactions.   If you sold● How to figure capital loss carryovers, property.
property, such as stocks, bonds, or certain Your Form 1099–S will show the gross● How to figure your tax using the 28% commodities, through a broker, you should proceeds from the sale or exchange in boxmaximum tax rate on net capital gains, if it receive Form 1099–B, Proceeds From Bro- 2. Follow the instructions for Schedule D toapplies, and ker and Barter Exchange Transactions, or an report these transactions and include them

● An illustrated example of how to complete equivalent statement from the broker. Use on lines 1 or 9 as appropriate.
Schedule D. the Form 1099–B or equivalent statement to Add these amounts reported to you for

complete Schedule D. 1996 on Forms 1099–S and 1099–B (or on
If you sell or otherwise dispose of prop- Report the gross proceeds shown in box substitute statements):

erty used in a trade or business or for the 2 of Form 1099–B as the gross sales price
1) Proceeds from transactions involvingproduction of income, see Publication 544, in column (d) of either line 1 or line 9 of

stocks, bonds, and other securities, andSales and Other Dispositions of Assets, Schedule D, whichever applies. However, if
before completing Schedule D. 2) Gross proceeds from real estate trans-the broker advises you, in box 2 of Form

actions not reported on another form or1099–B, that gross proceeds (gross sales
Useful Items schedule.price) less commissions and option premi-
You may want to see: ums were reported to the IRS, enter that net

sales price in column (d) of either line 1 or  If this total is more than the total of lines 3
Publication line 9 of Schedule D, whichever applies. If and 11 of Schedule D, attach a statement to

the net amount is entered in column (d), do your return explaining the difference.□ 537 Installment Sales
not include the commissions and option pre-□ 544 Sales and Other Dispositions of
miums in column (e). Other transactions.  Enter all sales ofAssets

Be sure to add all sales price entries in stocks, bonds, real estate transactions
□ 550 Investment Income and column (d) on lines 1 and 2 and lines 9 and (other than the sale of your main home), etc.,

Expenses 10 and enter the totals on lines 3 and 11. on line 1 or line 9 of Schedule D whichever
Then add these amounts reported to you for applies, whether or not you actually received

Form (and Instructions) 1996 on Forms 1099–B and Forms 1099–S a Form 1099–B or Form 1099–S.
□ Schedule D (Form 1040) Capital (or on substitute statements): If you had gains or losses from the dispo-

Gains and Losses sition of options, including puts and calls,1) Proceeds from transactions involving
see Options under Capital or Ordinary Gain□ 4797 Sales of Business Property stocks, bonds, and other securities, and
or Loss in Publication 550.

□ 6252 Installment Sale Income 2) Gross proceeds from real estate trans-
□ 8582 Passive Activity Loss actions not reported on another form or Sale of property bought at various times.

Limitations schedule. If you sell a block of stock or other property
that you bought at various times, report the

 If this total is more than the total of lines 3 short-term gain or loss from the sale on oneSchedule D  and 11, attach a statement to your return ex- line in Part I of Schedule D and the long-term
plaining the difference. gain or loss on one line in Part II. Write ‘‘Vari-Report capital gains and losses on Schedule

ous’’ in column (b) for the ‘‘Date acquired.’’D (Form 1040). You can use the Capital Loss
Section 1256 contracts and straddles. See the Comprehensive Example later inCarryover Worksheet in the Schedule D in-
Use Form 6781 to report gains and losses this chapter for an example.structions to figure your capital loss carry-
from section 1256 contracts and straddlesover. To figure your tax using the maximum
before entering these amounts on Schedule Sale expenses.  Add to your cost or basiscapital gains rate you can use the Capital
D. Include a copy of Form 6781 with your in- any expense of sale such as brokers’ fees,Gain Tax Worksheet in the Form 1040
come tax return. commissions, state and local transfer taxes,instructions.

and option premiums. Enter this adjusted
Reporting gain on an installment sale.  If Form 1099–S transactions.   If you sold or amount in column (e) of either Part I or Part II
you will receive any of the proceeds from the exchanged reportable real estate, you of Schedule D, whichever applies, unless
sale of your property after the year of sale, should receive from the real estate reporting you reported the net sales price amount in
you may have an installment sale. Generally, person a Form 1099–S, Proceeds From Real column (d).
you report gain from an installment sale us- Estate Transactions, showing the gross pro- For more information about adjustments
ing the installment method. Under this ceeds from the sale. to basis, see Chapter 14.
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Property held for personal use.  Property 2) Your total net loss as shown on line 18 If you and your spouse once filed sepa-
held for personal use is a capital asset. Gain of Schedule D. rate returns and are now filing a joint return,
from a sale or exchange of that property is a combine your capital loss carryovers. How-
capital gain. Loss from the sale or exchange You can use your total net loss to reduce ever, if you and your spouse once filed a joint
of that property is not deductible. You can your income dollar for dollar, up to the return and are now filing separate returns,
deduct a loss relating to personal use prop- $3,000 limit. any capital loss carryover can be deducted
erty only if it results from a casualty loss. If you report a capital loss on line 13 of only on the return of the person who actually

Form 1040, you should enclose the loss in had the loss.
Short-term gains and losses.   A capital parentheses. A decedent’s capital loss.  A capital
gain or loss on the sale or trade of property loss sustained by a decedent during his or
held one year or less is a short-term capital Capital loss carryover.   If you have a total her last tax year can only be deducted on the
gain or loss. Report it in Part I of Schedule D. net loss on line 18 of Schedule D that is more final income tax return filed for the decedent.

You combine your share of short-term than the yearly limit on capital loss deduc- The capital loss limits discussed earlier still
capital gains or losses from partnerships, S tions, you can carry over the unused part to apply in this situation. This loss cannot be
corporations, and fiduciaries, and any short- later years until it is completely used up. deducted by the decedent’s estate or carried
term capital loss carryover, with your other When you carry over a loss, it remains long over to following years.
short-term capital gains and losses to figure term or short term. A long-term capital loss
your net short-term capital gain or loss on you carry over to the next tax year will reduce

Capital Gain Taxline 8 of Schedule D. that year’s long-term capital gains before it
reduces that year’s short-term capital gains. Computation  

Long-term gains and losses.   A capital You can carry over a capital loss that is
The 31%, 36%, and 39.6% income taxgain or loss on the sale or trade of property more than the amount of allowable loss to

rates for individuals do not apply to a netheld more than one year is a long-term capi- the next year and treat it as if you had in-
capital gain. Your net capital gain is taxed attal gain or loss. Report it in Part II of Sched- curred it in that year. When you figure the
a maximum tax rate of 28% even if you haveule D. amount of any capital loss carryover to a
ordinary income that is taxed at a higher rate.You also report the following in Part II of later tax year, you must take into account

If both lines 17 and 18 of Schedule D areSchedule D: any deductions for capital losses allowed in
gains, or if you reported capital gain distribu-earlier years, whether or not you actually1) All capital gain distributions from regu- tions on line 13, Form 1040, you have a netclaimed them.lated investment companies (mutual capital gain. You may need to use the CapitalFiguring your carryover.  The amountfunds) and real estate investment trusts, Gain Tax Worksheet in the Form 1040 in-of your capital loss carryover is the amount

2) Your share of long-term capital gains or structions for line 38 to figure your tax.of your total net loss that exceeds the lesser
losses from partnerships, S corpora- First complete your Form 1040 throughof:
tions, and fiduciaries, and line 37. If your taxable income (line 37 of

1) Your allowable capital loss deduction Form 1040) is over the amount shown for3) Long-term capital loss carryovers. for the year, or
your filing status in the following table, com-

2) Your taxable income increased by your plete the Capital Gain Tax Worksheet.The result from combining these items
allowable capital loss deduction for thewith your other long-term capital gains and

Filing Status Amountyear and your deduction for personallosses is your net long-term capital gain or
exemptions. Single $58,150loss ( line 17 of Schedule D).

Married filing jointly $96,900Capital gain distributions.   Report cap-
If your deductions exceed your gross in-ital gain distributions (box 1c of Form 1099– Married filing separately $48,450

come for the tax year, use your negative tax-DIV) on line 14, Part II of Schedule D (Form Head of household $83,050
able income in computing the amount in item1040). If you do not need Schedule D to re- Qualifying widow(er) $96,900
(2).port any other capital gains or losses, do not

Complete the Capital Loss Carryoveruse it. Instead, show your capital gain distri- Example.  Aretha Johnson, a single tax-
Worksheet in the Schedule D (Form 1040)butions on line 13 of Form 1040. Write payer, had 1996 taxable income of $60,000,
instructions to determine the part of your‘‘CGD’’ on the dotted line next to that line. including a long-term capital gain of $15,000capital loss for 1996 that you can carry over

on the sale of stock. She had no other capi-to 1997.Total net gain or loss.  To figure your total tal gains or losses. She enters her $15,000Use short-term losses first.  When younet gain or loss, combine your net short-term gain on line 9 of Schedule D, then enters thefigure your capital loss carryover, use yourcapital gain or loss (line 8) with your net long- same amount on lines 16, 17, and 18 ofshort-term capital losses first, even if you in-term capital gain or loss ( line 17). Enter the Schedule D and line 13 of Form 1040. Sincecurred them after a long-term loss. If youresult on line 18, Part III of Schedule D. If Aretha’s taxable income is more thanhave not reached the limit on the capital lossyour losses are more than your gains, see $58,150, her maximum tax rate will be higherdeduction after using short-term losses, useCapital Losses, next. If both lines 17 and 18 than 28%. To figure her 1996 tax, Arethathe long-term losses until you reach the limit.are gains, see Capital Gain Tax Computa- completes the Capital Gain Tax Worksheet.
Example.  Bob and Gloria sold securitiestion, later. Her filled-in worksheet is shown in Table 17–

in 1996. The sales resulted in a capital loss 1.
of $7,000. They had no other capital transac-Capital Losses 
tions. On their joint 1996 return, they can de-

If your capital losses are more than your cap- Investment interest deducted.  If youduct $3,000. The unused part of the loss,
ital gains, you can claim a capital loss deduc- claim a deduction for investment interest,$4,000 ($7,000 –  $3,000), can be carried
tion. You must figure how much of the loss you may have to reduce the amount of yourover to 1997.
you can deduct in the year of the loss and net capital gain that is eligible for the 28%If their capital loss had been $2,000, their
how much of it you carry over and use in fu- maximum tax rate. Reduce it by the amountcapital loss deduction would have been
ture tax years. of the net capital gain you choose to include$2,000. They would have no carryover to

Yearly limit.   Your allowable capital loss in investment income when figuring the limit1997.
deduction for any tax year, figured on Sched- on your investment interest deduction. ForJoint and separate returns.  If you are
ule D, is limited to the lesser of: more information about deducting invest-married and filing a separate return, your

ment interest, see Chapter 3 of Publication1) $3,000 ($1,500 if you are married and yearly capital loss deduction is limited to
550.file a separate return), or $1,500.
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that she had purchased in May. She had an
adjusted basis of $650 in the stock and sold
it for $900, for a gain of $250. In June, she
sold 25 shares of Computer Co. stock that

Table 17-1. Filled-in Capital Gain Tax Worksheet she bought in March. She had an adjusted
basis in the stock of $2,500 and she sold itUse this worksheet to figure your tax only if (a) you are filing Schedule D and both lines
for $2,000, for a loss of $500. She reports17 and 18 of Schedule D are gains, or (b) you reported capital gain distributions directly
these short-term transactions on Part I ofon Form 1040, line 13, and:
Schedule D.

Your filing Form 1040, line Your filing Form 1040, line During the year, Emily also sold securi-
status is: AND 37, is over: status is: AND 37, is over: ties in two other corporations. In February,

she sold 60 shares of Car Co. for $2,100.Single . . . . . . . . . . . . . . . . . . . . . . . . . . .$58,150 Head of household . . . . . . . $83,050
She had inherited the Car stock from her fa-

Married filing jointly or Married filing ther. Its fair market value at the time of his
Qualifying widow(er) . . . . . . . . . . .$96,900 separately . . . . . . . . . . . . . . . . . $48,450 death was $700, which became her basis.

Her gain on the sale was $1,400. Because
1. Enter the amount from Form 1040, line 37 . . . . . . . . . . . . . . . . . . . . . . . . 1. 60,000 she had inherited the stock, she reports this

as a long-term gain, regardless of how long2. If you are filing Schedule D, enter the
she and her father actually held the stock.smaller of Schedule D, line 17 or line 18.

Otherwise, enter capital gain distribu- On June 28, 1996, she sold 500 shares of
tions reported on Form 1040, line 13 . . . . 2. 15,000 Furniture Co. stock for $4,100. She bought

100 of those shares on June 25, 1987, for3. If you are filing Form 4952, enter the
$7,000. She bought 100 more shares onamount from Form 4952, line 4e . . . . . . . . . 3. –0–
September 10, 1987, for $9,000, and an ad-

4. Subtract line 3 from line 2. If zero or less, stop here; you can- ditional 300 shares on January 30, 1991, for
not use this worksheet to figure your tax. Instead, use the Tax $18,000. Her total basis in the stock is
Table or Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . 4. 15,000

$34,000. She realized a $29,900 ($34,000 –
5. Subtract line 4 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5. 45,000 $4,100) loss on this sale. She reports these

long-term transactions in Part II of Schedule6. Enter: $40,100 ($24,000 if single; $20,050 if married filing sepa-
D.rately; $32,150 if head of household). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6. 24,000

7. Enter the larger of line 5 or line 6 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7. 45,000 Capital loss carryover — Schedule D.
Emily has a capital loss carryover to 1996 of8. Subtract line 7 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8. 15,000
$800, of which $300 is short-term capital9. Figure the tax on the amount on line 7. Use the Tax Table or
loss, and $500 is long-term capital loss.Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . . . . . . . . . . . 9. 9,487

She kept the completed Capital Loss
10. Multiply line 8 by 28% (.28). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10. 4,200 Carryover Worksheet in her 1995 Schedule

D instructions so she could properly report11. Add lines 9 and 10.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11. 13,687
her loss carryover for the 1996 tax year with-

12. Figure the tax on the amount on line 1. Use the Tax Table or out refiguring it. She completes the Capital
Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . . . . . . . . . . . 12. 13,743 Loss Carryover Worksheet in the 1996

13. Tax. Enter the smaller of line 11 or line 12 here and also in- Schedule D instructions to figure her carry-
clude on Form 1040, line 38. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13. 13,687 over to 1997. On line 1 of that worksheet,

she enters the amount from line 35 of her
Form 1040, $34,580. Her filled-in worksheet
is shown later.reports on Schedule D. All the Forms 1099

she received showed net sales prices. HerComprehensive
Reconciliation of Forms 1099–B.   Emilyfilled-in Schedule D and Capital Loss Carry-Example makes sure that the total of the amounts re-over Worksheet are shown in this chapter.
ported in column (d) of lines 3 and 11 ofEmily Jones is single and, in addition to
Schedule D is not less than the total of theCapital gains and losses — Schedule D.wages from her regular employment, she
amounts shown on the Forms 1099–B sheEmily sold stock in two different companieshas income from some stocks and other se-
received from her stockbroker. For 1996, thethat she held for less than a year. In June,curities. For the 1996 tax year, she had the
total of each is $9,100.she sold 100 shares of Trucking Co. stockfollowing capital gains and losses, which she
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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-employed 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 reforestation —Chapter 12 of 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 —Chapter 13, 
● Expenses of certain performing artists — Chapter 28, 
● Certain required repayments of supplemental unemployment benefits

(sub-pay) — 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.

more information, see Prohibited Transac- IRA, even if one spouse has little or no com-
pensation. This means that the total com-tions, later.
bined contributions that can be made to both18.
IRAs can be as much as $4,000 for the year.
Previously, if one spouse had no compensa-Individual tion or elected to be treated as having noImportant Changes
compensation, the total combined contribu-Retirement tions to both IRAs could not be more thanfor 1997 
$2,250. See Spousal IRA, under Contribu-Arrangements tion Limits, later.The following changes will not affect your

1996 tax return. They are effective beginning(IRAs) Deduction for contributions to spousalin 1997. For more information on these and
IRA.  For tax years beginning after 1996, inother changes to the tax law, get Publication
the case of a married couple with unequal553, Highlights of 1996 Tax Changes.
compensation who file a joint return, the limit
on the deductible contributions to the IRA of
the spouse with less compensation is theImportant Change
smaller of:for 1996 1) $2,000, or

Excise tax on prohibited transactions. Contributions to spousal IRAs.  For tax 2) The total compensation of both
The excise tax on the amount of a prohibited years beginning after 1996, in the case of a spouses, reduced by any deduction al-
transaction that takes place after August 20, married couple filing a joint return, up to lowed for contributions to IRAs of the
1996, has increased from 5% to 10%. For $2,000 can be contributed to each spouse’s spouse with more compensation.

Chapter 18 INDIVIDUAL RETIREMENT ARRANGEMENTS (IRAS) Page 141



The deduction for contributions to both Do not report this interest on your tax return □ 8606 Nondeductible IRAs
as tax-exempt interest. (Contributions, Distributions,spouses’ IRAs may be further limited if either

and Basis)spouse is covered by an employer retire-
ment plan. See Deduction Limits, later.

Penalty for failure to file Form 8606.  If you
make nondeductible IRA contributions and Who Can Set UpNo additional tax on early withdrawals
you do not file Form 8606, Nondeductible

for medical expenses.  Beginning in 1997, IRAs (Contributions, Distributions, and Ba- an IRA? the 10% additional tax on premature distri- sis), with your tax return, you may have to
butions (early withdrawals) from an IRA will You can set up and make contributions to anpay a $50 penalty.
not apply to distributions up to the amount IRA if you received taxable compensation
you pay for unreimbursed medical expenses during the year and were not age 701/2 by the
that are more than 7 1/ 2% of your adjusted end of the year.
gross income. Compensation  includes wages, sala-Introduction ries, commissions, tips, professional fees,Also beginning in 1997, the 10% tax may

bonuses, and other amounts you receive fornot apply to distributions up to the amount
This chapter discusses: providing personal services. The IRS treatsyou paid for medical insurance for yourself,

as compensation any amount properlyyour spouse, and your dependents. See Pre-
● Who can set up an IRA, shown in box 1 (Wages, tips, other compen-mature Distributions (Early Withdrawals).

sation) of Form W-2, provided that amount is
● When and how an IRA can be set up, reduced by any amount properly shown inTemporary suspension of tax on excess

box 11 (Nonqualified plans). Compensationdistributions.  For IRA distributions made
● How much you can contribute and deduct, also includes taxable alimony and separateafter 1996 and before the year 2000, the

maintenance payments.15% tax on excess distributions has been ● How retirement plan assets can be If you are self-employed  (a sole propri-suspended. transferred, etor or a partner), compensation is your net
earnings from your trade or business (pro-Salary reduction arrangements for SEPs ● When IRA assets can be withdrawn, vided your personal services are a materialrepealed.  Effective for tax years beginning
income-producing factor) reduced by yourafter 1996, an employer cannot start a sim- ● What acts result in penalties, and
deduction for contributions on your behalf toplified employee pension (SEP) that includes
retirement plans and the deduction alloweda salary reduction arrangement. Only SEPs ● Simplified Employee Pensions (SEPs).
for one-half of your self-employment taxes.that allowed employees to choose elective

Compensation includes earnings fromdeferrals as of December 31, 1996, can in-
self-employment that are not subject to self-What is an individual retirement arrange-clude salary reduction arrangements.
employment tax because of your religiousment (IRA)?  An individual retirement ar-
beliefs. See Publication 533, Self-Employ-rangement (IRA) is a personal savings planSavings Incentive Match Plans for Em-
ment Tax, for more information.that offers you tax advantages to set asideployees (SIMPLE).  Beginning in 1997, cer-

Compensation does not include any ofmoney for your retirement. Two advantagestain employers can set up SIMPLE retire-
the following items:are that you may be able to deduct your con-ment plans. A SIMPLE plan can be set up by

tributions to your IRA in whole or in part, de- ● Earnings and profits from property, suchan employer who had no more than 100 em-
pending on your circumstances, and, gener- as rental income, interest income, andployees who received at least $5,000 in
ally, amounts in your IRA, including earnings dividend income,compensation from the employer last year.
and gains, are not taxed until they areGenerally, the SIMPLE plan must be the only ● Pension or annuity income,distributed.retirement plan of the employer.

● Deferred compensation received (com-If you work for yourself, you may be ableSIMPLE plans are written qualified salary pensation payments postponed from ato deduct contributions to a Simplified Em-reduction arrangements that allow an em- past year),ployee Pension (SEP), which involves theployee to elect to reduce his or her compen-
use of IRAs (SEP-IRAs), or the new SIMPLE ● Foreign earned income and housing costsation by a certain percentage each pay pe-
plan, which can be set up in the form of an amounts that you exclude from income, orriod and have the employer contribute the
IRA (SIMPLE retirement account). You maysalary reductions to the SIMPLE plan on be- ● Any other amounts that you exclude fromalso be able to deduct contributions to otherhalf of the employee. For 1997, the amount income.retirement plans for the self-employedof the employee’s salary reductions cannot
(sometimes called Keogh or HR–10 plans).exceed $6,000. Employers are also required IRA for your spouse.   You may be eligibleOnly self-employed individuals can deductto make contributions to the SIMPLE plan on to set up and contribute to an IRA for yoursuch contributions. For details, get Publica-behalf of eligible employees. Contributions spouse, whether or not he or she receivedtion 560.to a SIMPLE plan are not subject to income compensation. This is called a spousal IRA

tax until they are distributed. and is generally set up for a nonworking
SIMPLE plan can be set up either as an spouse. (See How Much Can I ContributeUseful Items

IRA or as part of a qualified cash or deferred and Deduct? later.)You may want to see:
arrangement (401(k) plan). SIMPLE plans Eligibility requirements.  To contribute
are not subject to the nondiscrimination to a spousal IRA for tax years beginning

Publicationrules that generally apply to qualified plans. before 1997, all five of the following condi-
For more information on this new plan, get tions must be met:

□ 590 Individual RetirementPublication 560, Retirement Plans for the 1) You must be married at the end of theArrangements (IRAs)Self-Employed. tax year.

2) Your spouse must not have reached
Form (and Instructions) age 701/2 by the end of the tax year.

Important Reminders 3) You must file a joint return for the tax□ 5329 Additional Taxes Attributable to
year.Interest earned.  Although interest earned Qualified Retirement Plans

from your IRA(s) is generally not taxed in the (Including IRAs), Annuities, and 4) You must have taxable compensation
year earned, it is not tax-exempt interest. Modified Endowment Contracts for the tax year.
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5) Your spouse must either have no com- Example 2.  John, a college student IRA contributions under community
pensation or choose to be treated as working part time, earns $1,500 in 1996. His property laws.  Contributions cannot be
having no compensation for the tax IRA contributions for 1996 are limited to made to your IRA based on the earnings of
year. $1,500, the amount of his compensation. your spouse (unless your IRA is a spousal

IRA). The contributions must be based on
your own compensation, even in communitySpousal IRA.  The total combined contribu-

For years beginning after 1996, re- property states.tions you can make for 1996 to your IRA and
quirement (5) above is changed to

a spousal IRA (discussed earlier) is the
read ‘‘Your compensation for the

smaller of: Inherited IRAs.  If you inherit an IRA fromyear is more than your spouse’s compensa-
your spouse, you can choose to treat it as1) Your taxable compensation for the year,tion for the year.’’.
your own by making contributions to thator
IRA.

2) $2,250. If, however, you inherit an IRA and you
are not the decedent’s spouse, you cannotWhen and How Can  You can divide your IRA contributions be- contribute to that IRA, because you cannot

tween your IRA and the spousal IRA any way treat it as your own.an IRA Be Set Up? you choose, but you cannot contribute more
than $2,000 to either IRA. (See the exam-You can set up an IRA at any time. However, When To Contribute ples below.)the time for making contributions for any

You can make contributions to your IRA (orSpousal IRAs after 1996.  For tax yearsyear is limited. See When To Contribute,
to a spousal IRA) for a year at any time dur-beginning after 1996, in the case of a mar-later.
ing the year or by the due date of your returnried couple filing a joint return, up to $2,000You can set up different kinds of IRAs
for that year, not including extensions. Forcan be contributed to each spouse’s IRA,with a variety of organizations. You can set
most people, this means that contributionseven if one spouse has little or no compen-up an IRA at a bank or other financial institu-
for 1996 must be made by April 15, 1997.sation. This means that the total combinedtion or with a mutual fund or life insurance

contributions that can be made to both IRAscompany. You can also set up an IRA
can be as much as $4,000 for the year.through your stockbroker. Any plan must Designating year for which contribution

meet Internal Revenue Code requirements. Spouse has compensation during the is made.  If you contribute an amount to your
year.  If your spouse also has taxable com- IRA between January 1, 1997, and April 15,
pensation during the year and each of you isKinds of IRAs.  Your IRA can be an individ- 1997, tell the sponsor (the trustee or issuer)
under age 701/2 at the end of the year, youual retirement account or annuity. It can be to which year (1996 or 1997) the contribution
each can have regular IRAs. You each caneither a part of a simplified employee pen- applies. If you do not tell the sponsor, the
contribute up to the $2,000 limit, unless, forsion (SEP) or a part of an employer or em- sponsor can assume, for reporting to IRS,
1996, your taxable compensation (or yourployee association trust account. that the contribution is for 1997, the year the
spouse’s) is less than $2,000.Inherited IRAs.  If you inherit an IRA, sponsor received it.

that IRA becomes subject to special rules. However, you or your spouse can choose
For example, if you are a surviving spouse, to be treated as having no compensation for Filing before making your contribution.
you can elect to treat an IRA inherited from 1996 and use the 1996 rules for spousal You can file your return claiming an IRA con-
your spouse as your own. For more informa- IRAs. Generally, if one spouse has compen- tribution before you actually make the contri-
tion, see the discussions of inherited IRAs sation of less than $250 for 1996, a spousal bution. You must, however, make the contri-
under Contribution Limits and Rollovers, IRA is more advantageous than a regular bution by the due date of your return, not
later. IRA. including extensions.

Example 1.  Bill and Linda file a joint re-
turn for 1996. He earned $37,000 and she Deductible Contributions 
earned $190. She chose to be treated asHow Much Can I Generally, you can take a deduction for thehaving no compensation. Bill set up a

contributions that you are allowed to make tospousal IRA for her. Because he contributedContribute and
your IRA. However, if you or your spouse$1,800 to his IRA, the most he can contrib-
were covered by an employer retirementDeduct?  ute to the spousal IRA is $450 ($2,250 minus
plan at any time during the year for which you$1,800).Contributions to an IRA must be in the form make the contribution, your allowable IRA

of money (cash, check, or money order). Example 2.  Assume the same facts as in deduction may be less than your contribu-
You cannot contribute property. Example 1 except that Bill’s contribution to tion. Your deduction may be reduced or elim-

the spousal IRA is $2,000 (the limit for either inated, depending on your filing status and
IRA). The most he can contribute to his ownContribution Limits the amount of your income, as discussed
IRA is $250 ($2,250 minus $2,000). later under Deduction Limits.The most that you can contribute for any

Spouse under age 701/ 2.  You cannotyear to your IRA is the smaller of the follow-
make contributions to your IRA for the yearing amounts: Who Is Covered by an Employerin which you reach age 701/2 or any later year.

1) Your compensation (defined earlier) Plan? However, for any year you have compensa-
that you must include in income for the The Form W-2, Wage and Tax Statement,tion, you can continue to make contributions
year, or you receive from your employer has a boxof up to $2,000 to a spousal IRA. You can

used to indicate whether you were coveredcontribute to a spousal IRA until the year2) $2,000.
for the year. The ‘‘Pension Plan’’ box shouldyour spouse reaches age 701/2.
have a mark in it if you were covered. This is the most you can contribute regard-

You are also covered by a plan if you areless of whether your contributions are to one Contributions not required.  You do not
self-employed and participate in a qualifiedor more IRAs or whether all or part of your have to contribute to your IRA or a spousal
retirement plan (such as a Keogh plan) or acontributions are nondeductible. (See Non- IRA for every tax year, even if you can.
simplified employee pension (SEP) plan.deductible Contributions, later.)

If you are not certain whether you wereIf you and your spouse each contributeExample 1.  Betty, who is single, earns
covered by your employer’s retirement plan,to an IRA,  the contribution limit for each of$24,000 in 1996. Her IRA contributions for
you should ask your employer.you is figured separately.1996 are limited to $2,000.
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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).

Employer plans.  An employer retirement ● A tax-sheltered annuity plan for employ- year is determined as if your spouse were
ees of public schools and certain tax-ex-plan is one that an employer sets up for the still alive at the end of the year.
empt organizations (403(b) plan),benefit of the employees. For purposes of Married filing a joint return.  Both you

the IRA deduction rules, an employer retire- and your spouse are considered covered by● A simplified employee pension (SEP)
ment plan is any of the following: a plan for the entire year if either of you isplan,

covered by a plan and you file a joint return.
● A 501(c)(18) trust (a certain type of tax-● A qualified pension, profit-sharing, stock Married filing a separate return.  If youexempt trust created before June 25,bonus, money purchase, etc., plan (in- are not covered by an employer retirement1959, that is funded only by employeecluding Keogh plans), plan, but your spouse is, you are not consid-contributions) if you made deductible con-

ered covered if you and your spouse file sep-● A 401(k) plan (generally a profit-sharing or tributions during the year, or
arate returns and you did not live together atstock bonus plan to which contributions ● Any SIMPLE retirement account. any time during the year.can be made under an arrangement al-

lowing you to choose to take your income A qualified plan is one that meets the re-
in cash or have your employer pay it into Effect of amounts.  Even if your employerquirements of the Internal Revenue Code.
the plan), sets aside only a very small amount for you

under a retirement plan, you are consideredEffects of marital status.  Generally, you
● A union plan (a qualified stock bonus,

are considered covered by an employer re- covered by a plan for the year.pension, or profit-sharing plan created by
tirement plan if your spouse is covered bya collective bargaining agreement be-
one. To determine whether you are consid- Nonvested employees.  If, for a plan year,tween employee representatives and one
ered covered for the year because of your an amount is allocated to your plan accountor more employers),
spouse, you must wait until the last day of in a defined contribution plan, or you accrue
the year. This is because your filing status● A qualified annuity plan, a benefit in a defined benefit plan, but you
(whether you are considered married or sin-

have no vested interest (legal right) in such
● A plan established for employees by a gle) for the year depends on your marital sta-

account or accrual, you are still an activefederal, state, or local government, or any tus on the last day of the tax year.
participant in (covered by) such plan.of their political subdivisions, agencies, or Spouse died during year.  If your

instrumentalities (other than an eligible spouse died during the year, and you file a
state deferred compensation plan (sec- Judges.  Federal judges are consideredjoint return as the surviving spouse, cover-
tion 457 plan)), age by an employer retirement plan for the covered by an employer retirement plan.
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Modified adjusted gross income.  YourWhen Are You Not Covered? Social Security Recipients 
modified adjusted gross income (modified

You are not covered by an employer plan if If you received social security benefits, re- AGI) is:
neither you nor your spouse is covered for ceived taxable compensation, contributed to

● If you file Form 1040 —the amount on theany part of the year. You are also not cov- your IRA, and were covered (or considered
page 1 ‘‘adjusted gross income’’ line, butered for this purpose in the following covered) by an employer retirement plan,
modified (changed) by figuring it withoutsituations. complete the worksheets in Appendix B of
taking any:Publication 590. Use those worksheets to

figure your IRA deduction and the taxableMarried filing a separate return.  If you are a) IRA deduction,
portion, if any, of your social securitymarried filing a separate return and you are

b) Foreign earned income exclusion,benefits.not covered but your spouse is covered by
an employer retirement plan, you are not c) Foreign housing exclusion or deduc-
considered covered by a plan. This rule ap- tion, andDeduction Limits plies only if you and your spouse did not live

d) Exclusion of Series EE bond interestAs discussed under Deductible Contribu-together at any time during the year.
shown on Form 8815, Exclusion of In-tions, earlier, the deduction you can take for
terest From Series EE U.S. Savingscontributions made to your IRA depends onSocial security or railroad retirement. Bonds Issued After 1989.whether you or your spouse was covered forCoverage under social security or railroad

any part of the year by an employer retire- ● If you file Form 1040A —the amount onretirement (Tier I and Tier II) does not count
ment plan. But your deduction is also af- the page 1 ‘‘adjusted gross income’’ line,as coverage under an employer retirement
fected by how much income you had and but modified by figuring it without any IRAplan.
your filing status, as discussed below under deduction, or any exclusion of series EE
Adjusted Gross Income Limit. bond interest shown on Form 8815.

Benefits from a previous employer’s
plan.  If you receive retirement benefits from

Full deduction.  If neither you nor youra previous employer’s plan and you are not Do not assume modified AGI is thespouse was covered for any part of the yearcovered (or considered covered because of same as your compensation. Youby an employer retirement plan, you canyour spouse) under your current employer’s will find that your modified AGI maytake a deduction for your total contributionsplan, you are not considered covered. include income in addition to your taxableto one or more IRAs of up to $2,000, or
compensation (discussed earlier), such as100% of your compensation, whichever is
interest,  d iv idends, and taxable IRAReservists.  If the only reason you partici- less. This limit is reduced by any contribu-
distributions.pate in a plan is because you are a member tions to a 501(c)(18) plan (generally, a plan

of a reserve unit of the armed forces, you created before June 25, 1959, funded en-
may not be considered covered by the plan. tirely by employee contributions). Filing status.  Your filing status depends pri-You are not considered covered by the plan Spousal IRA.  For tax years beginning marily on your marital status. For this pur-if both of the following conditions are met. after 1996, in the case of a married couple pose, you need to know if your filing status is

with unequal compensation who file a joint1) The plan you participate in is estab- single or head of household, married filing
return, the limit on the deductible contribu-lished for its employees by: jointly or qualifying widow(er), or married fil-
tions to the IRA of the spouse with less com- ing separately. If you need more information

a) The United States, pensation is the smaller of: on filing status, see Chapter 2.
Married filing separately exception.  Ifb) A state or political subdivision of a 1) $2,000, or

you did not live with your spouse at any timestate, or
2) The total compensation of both during the year and you file a separate re-

spouses, reduced by any deduction al-c) An instrumentality of either (a) or (b) turn, your filing status is considered, for this
lowed for contributions to IRAs of theabove. purpose, as single.
spouse with more compensation.

2) You did not serve more than 90 days on
Deduction phaseout.  Your IRA deductionactive duty during the year (not counting  This limit is reduced by any contributions to is reduced or eliminated depending on yourduty for training). a 501(c)(18) plan (generally, a plan created filing status and modified AGI as follows:

before June 25, 1959, funded entirely by em-
ployee contributions).

If your Your deduction Your deduction Volunteer firefighters.  If the only reason
filing is reduced if is eliminated if you participate in a plan is because you are a Reduced or no deduction.  If either you or status your modified your modified volunteer firefighter, you may not be consid- your spouse was covered by an employer re- is: AGI is within AGI is:ered covered by the plan. You are not con- tirement plan, your deduction may be re- the phaseout sidered covered by the plan if both of the fol- duced or eliminated, depending on your in- range of:lowing conditions are met. come and your filing status. The deduction

begins to decrease (phase out) when your Single, or $25,000.01 $35,000 or 1) The plan you participate in is estab-
income rises above a certain amount, and is Head of to $35,000 morelished for its employees by:
eliminated altogether when it reaches a household

a) The United States, higher amount. The amounts vary depending
Married—joint $40,000.01 $50,000 or on your filing status.

b) A state or political subdivision of a return, or to $50,000 more
state, or Qualifying 

Adjusted Gross Income Limit widow(er)c) An instrumentality of either (a) or (b) The effect of income on your deduction, as
above. Married— $0.01 to $10,000 or just described, is sometimes called the ad-

separate $10,000 morejusted gross income limit (AGI limit). To com-2) Your accrued retirement benefits at the
returnpute your reduced IRA deduction, you mustbeginning of the year will not provide

first determine your ‘‘modified adjustedmore than $1,800 per year at
gross income’’ and your filing status.retirement. Also, see Table 18–1 earlier.
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4. Multiply line 3 by .20. If the result is 16. Spousal IRA deduction. CompareHow To Figure Your
not a multiple of $10, round it to the lines 4, 5, and 15. Enter the smallestReduced IRA Deduction 
next highest multiple of $10. (For amount (or a smaller amount if you
example, $611.40 is rounded to choose) here and on your Form

You can figure your reduced IRA
$620.) However, if the result is less 1040 or 1040A. (If line 12 is more

deduction for either Form 1040 or
than $200, enter $200 . . . . . . . . . . . . . . . than line 16 and you want to make a

Form 1040A by using the following
nondeductible contribution for your5. Enter your compensation. Do notworksheet. Also, the instructions for these
spouse, go to line 17) . . . . . . . . . . . . . . . .include your spouse’stax forms include similar worksheets.

compensation, and, if you file Form
1040, do not reduce your 17. Spousal IRA nondeductible

Note.  If you were married and both you compensation by any losses from contributions. Subtract line 16 from
and your spouse worked and you both con- self-employment. . . . . . . . . . . . . . . . . . . . . line 12. Enter the result here and on
tributed to IRAs, use separate worksheets to line 1 of your spouse’s Form 8606.6. Enter contributions you made, or
figure your deductions.

plan to make, to your IRA for 1996,
If you were divorced or legally separated but do not enter more than $2,000.

(and did not remarry) before the end of the Reporting Deductible(If contributions are more than
year, you cannot deduct any contributions $2,000, see Excess Contributions, Contributions 
you made to your spouse’s IRA. You can de- later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . You do not have to itemize deductions toduct only the contributions you made to your

7. IRA deduction. Compare lines 4, 5, claim your deduction for IRA contributions. Ifown IRA, and your deductions are subject to
and 6. Enter the smallest amount (or you file Form 1040, deduct your IRA contri-the adjusted gross income limit rules for sin-
a smaller amount if you choose) here butions for 1996 on line 23a  and, if you file a

gle individuals.
and on the Form 1040 or 1040A line joint return, deduct your spouse’s IRA contri-
for your IRA, whichever applies. (If butions on line 23b.
line 6 is more than line 7 and you If you file Form 1040A, deduct your con-Deductible (and nondeductible) IRA con-
want to make a nondeductible tributions on line 15a and, if you file a joint re-tributions for an IRA other than a spousal
contribution, go to line 8.) . . . . . . . . . . . turn, deduct contributions to your spouse’sIRA.  Complete lines 1 through 8 to figure

IRA on line 15b.8. Nondeductible contributions.your deductible and nondeductible contribu-
Form 1040EZ  does not provide for IRASubtract line 7 from line 5 or 6,tions for the year.

deductions.whichever is smaller. Enter the result
here and on line 1 of your Form 8606

Form 5498.   You should receive by June 2,Worksheet for Reduced IRA Deduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
1997, Form 5498, Individual Retirement Ar-
rangement Information, or similar statement,Use only if you are covered or considered 
from plan sponsors, showing all the contribu-covered by an employer retirement plan and Deductible (and nondeductible) IRA con-
tions made to your IRA for 1996.your modified AGI is within the phaseout tributions for spousal IRA.  The deduction

range that applies. phaseout rules that reduce or eliminate your
Trustee’s fees.  Trustee’s administrativeIRA deduction also apply to a spousal IRA. If

If your And your Enter on fees that are billed separately and paid byyou have a spousal IRA, are covered by an
filing status modified AGI line 1 you in connection with your IRA are deducti-employer retirement plan, and your modified
is: is over: below: ble. They are deductible (if they are ordinaryAGI is within the phaseout range, you can

and necessary) as a miscellaneous deduc-take only a reduced spousal IRA deduction.
tion on Schedule A (Form 1040). The deduc-Complete lines 9 through 17 to figure de-Single, or Head of 
tion is subject to the 2% of adjusted gross in-ductible and nondeductible contributionshousehold $25,000 $35,000
come limit (see Chapter 30).(discussed later) for 1996 to a spousal IRA (

see IRA for your spouse and Spousal IRA, Married–joint return, 
earlier). Broker’s commissions  that you paid inor Qualifying 

connection with your IRA are subject to thewidow(er) $40,000 $50,000
9. Enter the smaller of $2,250 or the IRA contribution limit. They are not deducti-

amount on line 5 . . . . . . . . . . . . . . . . . . . . . ble as a miscellaneous deduction on Sched- Married–separate 
10. Add lines 7 and 8. Enter the total. If ule A (Form 1040).return  $ –0– $10,000

this amount is equal to or more
than line 9, stop here; you cannot Nondeductible1. Enter the amount from make contributions to a spousal IRA.

Contributions above that applies . . . . . . . . . . . . . . . . . . . Also, see Excess Contributions,
later. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Although your deduction for IRA contribu-2. Enter your modified AGI 

tions may be reduced or eliminated because11. Subtract line 10 from line 9 . . . . . . . . . .(combined, if married 
of the adjusted gross income limit (See De-filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . . 12. Enter the smallest of: 
ductible Contributions, earlier.), you can still(a) contributions for 1996 to your
make contributions of up to $2,000 ($2,250spouse’s IRA; (b) $2,000; or (c) line
for a regular IRA and a spousal IRA for 1996)11. (If contributions are more thanNote:  If line 2 is equal to or more than
or 100% of compensation, whichever is less.$2,000, see Excess Contributions,the amount on line 1, stop here; your IRA Often, the difference between your total per-later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .contributions are not deductible. See Non- mitted contributions and your total deducti-

deductible Contributions, later. 13. Multiply line 3 by .225. If the result is ble contributions, if any, is your nondeduct-
not a multiple of $10, round it to the ible contribution.
next highest multiple of $10.3. Subtract line 2 from line 1. (If line 3 Example.  Sonny Jones is single. InHowever, if the result is less thanis $10,000 or more, stop here; you 1996, he is covered by a retirement plan at$200, enter $200 . . . . . . . . . . . . . . . . . . . .can take a full IRA deduction for work. His salary is $52,312. His modified AGI

14. Enter the amount from line 7 . . . . . . . .contributions of up to $2,000 or is $55,000. Sonny makes a $2,000 IRA con-
100% of your compensation, 15. Subtract line 14 from line 13. Enter tribution for that year. Because he is covered
whichever is less.) . . . . . . . . . . . . . . . . . . . the result, but not more than line 12 by a retirement plan and his modified AGI is
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over $35,000, he cannot deduct his $2,000 evidence, that nondeductible contributions their modified AGI is between $40,000 and
were made. $50,000 and Tom is covered by an employerIRA contribution. However, he can choose to

plan, each of them is subject to the deduc-either:
tion limits. See Deduction Limits, earlier.Penalty for overstatement.  If you over-1) Designate this contribution as a nonde-

For 1996, Tom contributed $2,000 to hisstate nondeductible contributions on yourductible contribution by reporting it on
IRA and Betty contributed $500 to hers.Form 8606, you must pay a penalty of $100his tax return, as explained later under
They must use separate worksheets to fig-for each overstatement, unless it was due toReporting Nondeductible Contributions,
ure the reduced IRA deduction for each ofreasonable cause.or
them because both had IRAs.

2) Withdraw the contribution as explained Tom can take a deduction of only $690.Penalty for failure to file Form 8606.  You
later under Tax-Free Withdrawal of See the worksheet below. Even though hewill have to pay a $50 penalty if you do not
Contributions. contributed the maximum amount allowablefile a required Form 8606, unless you can

($2,000), $1,310 ($2,000 minus $690) of hisprove that the failure was due to reasonable
con t r ibu t ions  mus t  be  t rea ted  asAs long as your contributions are within cause.
nondeductible.the contribution limits just discussed, none

He can choose to treat the $690 as eitherof the earnings on those contributions (de- Tax-Free Withdrawal of
deductible or nondeductible contributions.ductible or nondeductible) or gains will be

Contributions He can also either leave the $1,310 of non-taxed until they are distributed. See When
deductible contributions in his IRA or with-If you made IRA contributions for 1996, youCan I Withdraw or Use Assets From an IRA?
draw them by April 15, 1997. He decides tocan withdraw them tax free by the due datelater.
treat the $690 as deductible contributionsof your return. If you have an extension of
and leave the $1,310 of nondeductible con-time to file your return, you can withdrawCost basis.  You will have a cost basis in
tributions in his IRA.them tax free by the extended due date. Youyour IRA if you make nondeductible contri-

Betty can treat all or part of her contribu-must include in your income any earnings onbutions. Your basis is the sum of the nonde-
tions as either deductible or nondeductible.the contributions you withdraw. You can doductible amounts you have contributed to
This is because her $500 contribution forthis if both the following apply.your IRA less any distributions of those
1996 is less than the $690 deduction limit foramounts. When you withdraw (or receive ● You did not take a deduction for the con-
her IRA contributions that year. See line 4 ofdistributions of) those amounts as discussed tributions you withdraw.
her worksheet, later. She decides to treatlater under Distributions Fully or Partly Taxa-

● You also withdraw any interest or other in- her $500 IRA contributions as deductible.ble, you can do so tax free. come earned on the contributions. You Using the Worksheet for Reduced IRA
must report this income on your return for Deduction, Tom figures his deductible andReporting Nondeductible the year in which you made the withdrawn nondeductible amounts as follows:

Contributions contributions.
You must report nondeductible contributions Worksheet for Reduced IRA Deduction IRA trustees must include these amounts into the IRS, but you do not have to designate

box 1 and, if applicable, in box 2a of Forma contribution as nondeductible until you file Use only if you are covered or considered 
1099-R. You must report these amounts onyour tax return. When you file, you can even covered by an employer retirement plan and 
line 15a, Form 1040. If there is an amount in your modified AGI is within the phaseout designate otherwise deductible contribu-
box 2a of Form 1099-R, include it on line 15b range that applies.tions as nondeductible.
of Form 1040.Designating nondeductible contribu-

If your And your Enter onPremature withdrawal tax.  The 10%tions.  To designate contributions as nonde-
filing status modified AGI line 1 additional tax on withdrawals made beforeductible, you must file Form 8606, Nonde-
is: is over: below: you reach age 591/2 does not apply to theseductible IRAs (Contributions, Distributions,

withdrawals of your contributions. However,and Basis). You must file Form 8606 to re- Single, or Head of your early withdrawal of interest or other in-port nondeductible contributions even if you household $25,000 $35,000come must be reported on Form 5329 anddo not have to file a tax return for the year.
may be subject to this tax.  Married–joint return, Form 8606.   You must file Form 8606 if

Excess contribution tax.  If any part of or Qualifying either of the following applies.
these contributions is an excess contribution widow(er) $40,000 $50,000

● You made nondeductible contributions to for 1995, it is subject to a 6% excise tax, un-
your IRA for 1996, or  Married–separate less you withdrew it from your IRA by April

return  $ –0– $10,00015, 1996 (plus extensions). An excess con-● You received IRA distributions in 1996
tribution for 1996 must be withdrawn by Apriland you have ever made nondeductible
15, 1997, to avoid the excise tax. See Ex-contributions to any of your IRAs. 1. Enter the amount from 
cess Contributions under What Acts Result above that applies . . . . . . . . . . . . . . . . . . . 50,000
in Penalties?, later.Contribution and distribution in the same 2. Enter your modified AGI 

year.  If you receive a distribution from an (combined, if married 
IRA in the same year that you make an IRA filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . . 46,555Examples – Deductible and
contribution that may be partly nondeduct- Nondeductible
ible, use the worksheet in chapter 6 of Publi-

Contributions Note:  If line 2 is equal to or more thancation 590 to figure the taxable portion of the
the amount on line 1, stop here; your IRAThe following examples illustrate the use ofdistribution. Then you can figure the amount
contributions are not deductible; see Nonde-the IRA deduction worksheet shown earlierof nondeductible contributions to report on
ductible Contributions, earlier.under How To Figure Your Reduced IRAForm 8606.

Deduction.
3. Subtract line 2 from line 1. (If line 3Failure to report nondeductible contribu- Example 1.  For 1996, Tom and Betty

is $10,000 or more, stop here; youtions.  If you do not report nondeductible Smith file a joint return on Form 1040. They
can take a full IRA deduction forcontributions, all of your IRA contributions both work and he is covered by a retirement
contributions of up to $2,000 orwill be treated as deductible. When you plan at work. His salary is $40,000 and hers
100% of your compensation,make withdrawals from your IRA, they will be is $6,555. They each have an IRA and their
whichever is less.) . . . . . . . . . . . . . . . . . . . 3,445taxed unless you can show, with satisfactory combined modified AGI is $46,555. Since

Chapter 18 INDIVIDUAL RETIREMENT ARRANGEMENTS (IRAS) Page 147



4. Multiply line 3 by .20. If the result is 3. Subtract line 2 from line 1. (If line 3 13. Multiply line 3 by .225. If the result is
not a multiple of $10, round it to the is $10,000 or more, stop here; you not a multiple of $10, round it to the
next highest multiple of $10. (For can take a full IRA deduction for next highest multiple of $10.
example, $611.40 is rounded to contributions of up to $2,000 or However, if the result is less than
$620.) However, if the result is less 100% of your compensation, $200, enter $200 . . . . . . . . . . . . . . . . . . . .  780
than $200, enter $200 . . . . . . . . . . . . . . . 690 whichever is less.) . . . . . . . . . . . . . . . . . . . 3,445 14. Enter the amount from line 7 . . . . . . . . 690

5. Enter your compensation. Do not 4. Multiply line 3 by .20. If the result is 15. Subtract line 14 from line 13. Enter
include your spouse’s not a multiple of $10, round it to the the result, but not more than line 12 90
compensation, and, if you file Form next highest multiple of $10. (For 16. Spousal IRA deduction. Compare
1040, do not reduce your example, $611.40 is rounded to lines 4, 5, and 15. Enter the smallest
compensation by any losses from $620.) However, if the result is less amount (or a smaller amount if you
self-employment. . . . . . . . . . . . . . . . . . . . . 40,000 than $200, enter $200 . . . . . . . . . . . . . . . 690 choose) here and on your Form

6. Enter contributions you made, or 5. Enter your compensation. Do not 1040 or 1040A. (If line 12 is more
plan to make, to your IRA for 1996, include your spouse’s than line 16 and you want to make a
but do not enter more than $2,000. compensation, and, if you file Form nondeductible contribution for your
(If contributions are more than 1040, do not reduce your spouse, go to line 17.) . . . . . . . . . . . . . . . 90
$2,000, see Excess Contributions, compensation by any losses from
later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000 self-employment. . . . . . . . . . . . . . . . . . . . . 6,555 17. Spousal IRA nondeductible

7. IRA deduction. Compare lines 4, 5, contributions. Subtract line 16 from6. Enter contributions you made, or
and 6. Enter the smallest amount (or line 12. Enter the result here and onplan to make, to your IRA for 1996,
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 than
for 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.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
want to make a nondeductible IRAs, because of the adjusted gross income7. IRA deduction. Compare lines 4, 5,
contribution, go to line 8.) . . . . . . . . . . . 690 limit, their allowable IRA deductions totaland 6. Enter the smallest amount (or

only $780 ($690 + $90).8. Nondeductible contributions. a smaller amount if you choose) here
Subtract line 7 from line 5 or 6, and on the Form 1040 or 1040A line
whichever is smaller. Enter the result for your IRA, whichever applies. (If
here and on line 1 of your Form 8606 line 6 is more than line 7 and you Can Retirement Plan. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,310 want to make a nondeductible

contribution, go to line 8.) . . . . . . . . . . . 500 Assets Be
Betty figures her IRA deduction as 8. Nondeductible Contributions. Transferred? follows: Subtract line 7 from line 5 or 6,

IRA rules permit you to transfer, tax free, as-whichever is smaller. Enter the result
sets (money or property) from other retire-here and on line 1 of your Form 8606

Worksheet for Reduced IRA Deduction ment plans (including IRAs) to an IRA. The. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0
rules permit the following kinds of transfers:

Use only if you are covered or considered ● Transfers from one trustee to another,The IRA deductions of $690 and $500 on
covered by an employer retirement plan and the joint return for Tom and Betty total ● Rollovers, andyour modified AGI is within the phaseout $1,190. Betty’s unused IRA deduction limit

range that applies. ● Transfers incident to a divorce.of $190 ($690 –  $500) cannot be trans-
ferred to Tom to increase his deduction.

If your And your Enter on 
Example 2.  Assume the facts in Exam-filing status modified AGI line 1 Transfer From One

is: is over: below: ple 1, except that Tom contributed $250 to a IRA Trustee to Another 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 toSingle, or Head of tee directly to another, either at your requestan IRA. Their modified AGI remains athousehold $25,000 $35,000 or at the trustee’s request, is not a rollover.$46,555. Tom uses lines 1 through 8 of his
Because there is no distribution to you, theworksheet to complete the spousal IRA por-

 Married–joint return, transfer is tax free. Because it is not a roll-tion of the Worksheet for Reduced IRA De-
or Qualifying over, it is not affected by the one-year wait-duction as follows.widow(er) $40,000 $50,000 ing period that is required between rollovers,

discussed next. For information about direct
9. Enter the smaller of $2,250 or the

transfers to IRAs from retirement programs Married–separate amount on line 5 . . . . . . . . . . . . . . . . . . . . . 2,250
other than IRAs, see Publication 590.return  $ –0– $10,000

10. Add lines 7 and 8. Enter the total. If
this amount is equal to or more Rollovers  than line 9, stop here; you cannot1. Enter the amount from 

Generally, a rollover is a tax free distributionmake contributions to a spousal IRA.above that applies . . . . . . . . . . . . . . . . . . . 50,000
to you of cash or other assets from one re-Also, see Excess Contributions,2. Enter your modified AGI tirement plan that you contribute (roll over)later. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000(combined, if married to another retirement plan. The amount you

11. Subtract line 10 from line 9 . . . . . . . . . . 250filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . . 46,555 roll over tax free, however, is generally taxa-
12. Enter the smallest of: ble later when the new plan pays that

(a) contributions for 1996 to your amount to you or your beneficiary.
spouse’s IRA; (b) $2,000; or (c) lineNote:  If line 2 is equal to or more than
11. (If contributions are more thanthe amount on line 1, stop here; your IRA Kinds of rollovers to an IRA.  There are
$2,000, see Excess Contributions,contributions are not deductible; see Nonde- two kinds of rollover contributions to an IRA.
later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250ductible Contributions, earlier. In one, you put amounts you receive from
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one IRA into another. In the other, you put Inherited IRAs.  If you inherit an IRA from For further information on rollovers,  get
your spouse, you generally can roll it over Publication 590.amounts from an employer’s qualified
into an IRA established for you.(meets certain requirements) retirement plan

Not inherited from spouse.  If you in-for its employees, such as a qualified pen- Transfers
herit an IRA from someone other than yoursion plan, into an IRA. Incident to Divorce spouse you cannot roll it over or allow it to re-
ceive a rollover contribution. You must with- If an interest in an IRA is transferred fromTreatment of rollovers.  You cannot de-
draw the IRA assets within a certain period. your spouse or former spouse to you by a de-duct a rollover contribution but you must re-
For more information, get Publication 590. cree of divorce or separate maintenance, orport the rollover distribution on your tax re-

a written document related to such a decree,turn as discussed later under Reporting Your
the interest in the IRA, starting from the dateReporting rollovers from IRAs.  ReportRollover.
of the transfer, is treated as your IRA. Theany rollover from one IRA to another IRA on
transfer is tax free. For detailed information,lines 15a and 15b, Form 1040, or lines 10aTime limit for making a rollover contribu-
get Publication 590.and 10b, Form 1040A. Enter the totaltion.  You must make the rollover contribu-

amount of the distribution on line 15a, Formtion by the 60th day after the day you receive
1040, or line 10a, Form 1040A. If the totalthe distribution from your IRA or your em-
amount on line 15a, Form 1040, or line 10a,ployer’s plan. When Can IForm 1040A, was rolled over, enter zero onExtension of rollover period.   If the
line 15b, Form 1040, or line 10b, Form Withdraw or Useamount distributed to you from an IRA or a
1040A. Otherwise, enter the taxable portion

qualified employer retirement plan becomes of the part that was not rolled over on line Assets From an IRA? a frozen deposit in a financial institution dur- 15b, Form 1040, or line 10b, Form 1040A.
ing the 60-day period allowed for a rollover, a There are rules limiting the withdrawal and
special rule extends the rollover period. For use of your IRA assets. Violation of the rulesRollover From Employer’s Planmore information, get Publication 590. generally results in additional taxes in the

Into an IRA year of violation. See Prohibited Transac-
Special rules apply to distributions made tions, Premature Distributions (Early With-Rollover From One IRA Into
from qualified employer plans that are rolled drawals), Excess Accumulations (Insuffi-Another over or transferred to IRAs. The rules prima- cient Distributions) and Excess Distributions,

You can withdraw, tax free, all or part of the rily relate to requirements affecting rollovers, later.
assets from one IRA if you reinvest them income tax withholding, and notices to recip-
within 60 days in another IRA. ients.  Get  Publ icat ion 590 for  more Age 591/2 rule.  Generally, until you reach the

information. age of 591/ 2, you cannot withdraw assets
Waiting period between rollovers.  You Generally, if you receive an eligible roll- (money or other property) from your IRA
can take (receive) a distribution from a par- over distribution from your (or your de- without having to pay an additional tax. How-
ticular IRA and make a rollover contribution ceased spouse’s) employer’s qualified plan ever, there are a number of exceptions to
to another IRA only once in any one-year pe- (defined earlier), you can roll over all or part that rule. See Premature Distributions (Early

of it into an IRA.riod. The one-year period begins on the date Withdrawals), later.
Eligible rollover distribution.  Gener-you receive the IRA distribution, not on the

ally, an eligible rollover distribution is the tax-date you roll it over into another IRA. Required Distributions  able part of any distribution of all or part ofThis rule applies separately to each IRA
You cannot keep funds in your IRA indefi-the balance to your credit as the employee-you own. For example, if you have two IRAs,
nitely. Eventually you must withdraw them. Ifparticipant in a qualified retirement planIRA-1 and IRA-2, and you roll over assets of
you do not, or if you withdraw an amount thatexcept:IRA-1 into a new IRA-3, you may also make a
is less than the required minimum distribu-rollover from IRA-2 into IRA-3, or into any 1) A required minimum distribution, or
tion for a year, you may have to pay a 50%other IRA, within one year after the rollover 2) Any of a series of substantially equal pe- excise tax on the amount not withdrawn asdistribution from IRA-1. These are both al- riodic distributions paid at least once a required. See Excess Accumulations (Insuf-lowable rollovers because you have not re- year over: ficient Distributions), later. However, there isceived more than one distribution from either
also a penalty if you withdraw more thana) Your lifetime or life expectancy,IRA within one year. However, you cannot,
$155,000 from your IRA during 1996. Seewithin the one-year period, again roll over b) The lifetimes or life expectancies of Excess Distributions, later. The require-the assets you rolled over into IRA-3 into any you and your beneficiary, or ments for withdrawing IRA funds differ de-other IRA. c) A period of 10 years or more. pending on whether you are the IRA ownerException.  There is an exception to this
or the beneficiary of a decedent’s IRA.

rule for distributions from certain failed finan-  The taxable parts of most other distributions
cial institutions. Get Publication 590 for more from qualified retirement plans are eligible IRA owners.  If you are an IRA owner, youinformation. rollover distributions. See Publication 575 for must choose to withdraw the balance in your

additional exceptions. IRA in one of the following two ways:
Partial rollovers.  If you withdraw assets Maximum rollover.  The most that you

1) By withdrawing the entire balance infrom an IRA, you can roll over part of the can roll over is the taxable part of any eligible
your IRA by the required beginning datewithdrawal into another IRA and keep the rollover distribution from your employer’s
(defined below), orrest of it. The amount you keep is generally qualified plan. The distribution you receive

taxable (except for the part that is a return of 2) By starting to withdraw periodic distribu-generally will be all taxable unless you have
nondeductible contributions) and may be tions of the balance in your IRA by themade nondeductible employee contributions
subject to the 10% additional tax on prema- required beginning date.to the plan.
ture distributions and for 1996, the 15% tax
on excess distributions, discussed later. Reporting rollovers from employer plans. Required beginning date (RBD)—Age

Do not use lines 15a or 15b, Form 1040, or 701/2rule.  You must receive the entire bal-
Required distributions.  Amounts that must lines 10a or 10b, Form 1040A, to report a ance in your IRA or begin receiving periodic
be distributed during a particular year under rollover from an employer retirement plan to distributions from your IRA by April 1 of the
the required distribution rules (discussed an IRA; use lines 16a and 16b, Form 1040, year following the year in which you reach
later) are not eligible for rollover treatment. or lines 11a and 11b, Form 1040A instead. age 701/2.
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If you choose to receive periodic distribu- Partly taxable.  If you made nondeductible
tions, you must receive at least a minimum contributions to any of your IRAs, you have a What Acts Result in
amount for each year starting with the year cost basis (investment in the contract) equal Penalties?  you reach age 701/2 (your 701/2 year). If you to the amount of those contributions. These
did not receive the minimum in your 70 1/ 2 nondeductible contributions are not taxed The tax advantages of using IRAs for retire-
year, then you must receive distributions for when they are distributed to you. They are a ment savings can be offset by additional
your 701/ 2 year that reach the minimum return of your investment in your IRA. taxes and penalties if you do not follow the
amount by April 1 of the next year. When IRA distributions are made, special rules. For example, there are additions to the

Distributions after the RBD.  The re- rules apply in figuring the tax on the distribu- regular tax for using your IRA funds in prohi-
quired minimum distribution for any year af- tions if: bited transactions. There are also additional
ter your 701/2 year must be made by Decem- taxes for:

● Only nondeductible IRA contributionsber 31 of each year.
● Making excess contributions,were made and there are earnings or

gains, or ● Making early withdrawals (taking prema-Beneficiaries.  If you are the beneficiary of a
ture distributions),decedent’s IRA, the requirements you must

● Both deductible and nondeductible IRAsatisfy for withdrawing funds from that IRA ● Allowing excess amounts to accumulatecontributions were made.depend on whether distributions have begun (failing to make required withdrawals), or
that sat isfy the minimum distr ibut ion

● Receiving excess distributions. Only the part of the distribution that repre-requirement.
sents nondeductible contributions (your cost

There are penalties for overstating thebasis) is not taxable. Once nondeductibleFor more information,  including how to fig- amount of nondeductible contributions and
contributions have been made, distributionsure your required minimum distribution each for failure to file a required Form 8606. See
consist partly of nondeductible contributionsyear and how to figure your required distribu- Reporting Nondeductible Contributions,

tion if you are a beneficiary of a decedent’s (basis) and partly of deductible contribu- earlier.
IRA, get Publication 590. tions, earnings, or gains. Until you run out of

basis, each distribution is partly taxable and
Prohibited Transactions partly nontaxable.Tax Treatment of
Generally, a prohibited transaction is any im-

Distributions proper use of your IRA by you or any disqual-
Form 8606.   You must complete, and attach ified person.In general, include IRA distributions in your to your return, Form 8606 if you receive an Examples of disqualified persons includegross income in the year you receive them.
IRA distribution and have ever made nonde- your fiduciary, and members of your family (aExceptions to this general rule are rollovers
ductible IRA contributions. Using the form, spouse, ancestor, lineal descendent, andand timely withdrawals of contributions, dis-
you will figure the nontaxable distributions any spouse of a lineal descendent).cussed earlier, and the return of nondeduct-
for 1996, and your total IRA basis for 1996 Some examples of prohibited transac-ible contributions, discussed next under Dis-
and earlier years. tions with an IRA are:tributions Fully or Partly Taxable.

● Borrowing money from it,
Distributions reported on Form 1099–R. Failed financial institutions.  The general

● Buying property for personal use (presentYou will receive Form 1099–R, Distributionsrule applies to distributions made (with or or future) with IRA funds,From Pensions, Annuities, Retirement orwithout your consent) by the receiver of a
● Selling property to it,Profit-Sharing Plans, IRAs, Insurance Con-savings institution that is placed in receiver-

tracts, Etc., or similar statement, if you re-ship. This means you must include such dis- ● Receiving unreasonable compensation
ceive a distribution from your IRA. IRA distri-tributions in your gross income unless you for managing it, or

roll them over. For an exception to the one- butions are shown in boxes 1 and 2 of Form
● Using the IRA as collateral for a loan.

year waiting period rule for rollovers of cer- 1099–R. A number or letter code in box 7
tain distributions from failed financial institu- tells you what type of distribution you re-
tions, see Publication 590. ceived from your IRA. Effect on an IRA account.  Generally, if you

or your beneficiary engage in a prohibited
Ordinary income.  IRA distributions that you transaction at any time during the year withReporting taxable distributions on your
must include in income are taxed as ordinary your IRA account, it will not be treated as anreturn.  Report fully taxable distributions, in-
income. IRA as of the first day of the year.cluding taxable premature distributions, on

line 15b, Form 1040 (no entry is required on
No special treatment.  In figuring your tax, Effect on you (or your beneficiary).  If youline 15a), or line 10b, Form 1040A. If only
you cannot use the special averaging or cap- (or your beneficiary) engage in a prohibitedpart of the distribution is taxable, enter the
ital gain treatment that applies to lump-sum transaction with your IRA account at anytotal amount on line 15a, Form 1040 (or line
distributions from qualified employer plans. time during the year, you (or your benefici-10a, Form 1040A), and the taxable part on

ary) must include the fair market value of allline 15b, Form 1040 (or line 10b, Form
(or part, in certain cases) of the IRA assets inDistributions Fully 1040A). You cannot report distributions on
your gross income for that year. The fair mar-Form 1040EZ.or Partly Taxable ket value is the price at which the IRA assets

Your IRA distributions may be fully or partly would change hands between a willing buyer
Withholding.  Federal income tax is with-taxable, depending on whether your IRA in- and a willing seller, when neither has any
held from IRA distributions unless youcludes any nondeductible contributions. need to buy or sell, and both have reasona-
choose not to have tax withheld. See chap- ble knowledge of the relevant facts.
ter 5.Fully taxable.  If only deductible contribu- You must use the fair market value of the

IRA distributions delivered outsidetions were made to your IRA (or IRAs, if you assets as of the first day of the year you en-
the United States.  In general, if you are ahave more than one) since it was set up, you gaged in the prohibited transaction. You may
U.S. citizen or resident alien and your homehave no basis in your IRA. Because you have also have to pay the 10% additional tax on
address is outside the United States or itsno basis in your IRA, any distributions are premature distributions and, for 1996, the

fully taxable when received. See Reporting possessions, you cannot choose exemption 15% tax on excess distributions, discussed
taxable distributions on your return, later. from withholding on your IRA payments. later.
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Excise taxes.   If someone other than 1) No deduction was allowed for the ex- Beginning in 1997, the 10% addi-
the owner or beneficiary of an IRA engages tional tax on premature distributionscess contribution.
in a prohibited transaction, that person may from an IRA will not apply to distri-2) The interest or other income earned on
be liable for certain excise taxes. In general, butions up to the amount you paid for un-the excess was also withdrawn.
there is a 10% tax on the amount of the pro- reimbursed medical expenses that were
hibited transaction and a 100% additional more than 71/ 2% of your adjusted gross

However, you must include in your grosstax if the transaction is not corrected. For income.
income any interest or other income earnedtransactions that occurred before August 21,
on the excess contribution (whether a de- Also beginning in 1997, the 10% tax may1996, the tax was 5%.
ductible or nondeductible contribution). Re- not apply to distributions up to the amount
port it on your return for the year in which the you paid for medical insurance for yourself,Investment in collectibles.  If your IRA in- excess contribution was made. Your with- your spouse, and your dependents. The taxvests in collectibles, the amount invested is
drawal of interest or other income may be will not apply if all four of the following condi-considered distributed to you in the year in-
subject to an additional 10% tax on early tions apply.vested. You may have to pay the 10% addi-
withdrawals, discussed later.tional tax on premature distributions and the 1) You lost your job.

excise taxes discussed above may apply.
Excess contributions you withdraw after 2) You received unemployment compen-Collectibles.  These include art works,
your return is due.  If the total contributions sation under any Federal or State lawrugs, antiques, metals, gems, stamps, coins,
(other than rollover contributions) for the for 12 consecutive weeks.alcoholic beverages, and other tangible per-
year were $2,250 or less and there were nosonal property if specified by the IRS. 3) The distributions are made during eitheremployer contributions, you may withdrawException.  Your IRA can invest in one, the year you received the unemploy-any excess contribution after the due dateone-half, one-quarter, or one-tenth ounce ment compensation or the followingfor filing your return for that year, includingU.S. gold coins, or one ounce silver coins year.extensions. You do not include the with-minted by the Treasury Department.
drawn contribution in your income. This ex- 4) The distributions are made no later than
clusion from income applies only to the part 60 days after you have beenFor more information  on prohibited trans-
of the withdrawn excess contribution for reemployed.actions, get Publication 590.
which you did not take a deduction. The 6%
tax applies to the excess contribution

Excess Contributions amount that remains in your IRA at the end For more information  on premature distri-
of a year. This includes the year of the contri-Generally, an excess contribution is the butions, get Publication 590.
bution and any later year.amount contributed to your IRA(s) for the

year that is more than the smaller of:
Excess AccumulationsPremature Distributions● Your taxable compensation for the year,
(Insufficient Distributions) or (Early Withdrawals) 
You cannot keep amounts in your IRA indefi-● $2,000. You must include premature distributions in
nitely. Generally, you must begin receivingyour gross income and, because they are
distributions by April 1 of the year followingpremature, there will be an additional 10%Example.  You were single and earned the year in which you reach age 701/2.tax on them. See the discussion of Form$30,000 in 1996. You contributed $2,500 to

5329 under Reporting Additional Taxes,your IRA for 1996. Your contribution limit is
Tax on excess.  If distributions are less thanlater, to figure and report the tax.$2,000. Your reduced IRA deduction, figured
the required minimum distribution for theusing the Worksheet for Reduced IRA De-
year, you may have to pay a 50% excise taxPremature distributions defined.  Prema-duction, is $1,000. You made an excess con-
for that year on the amount not distributed asture distributions are amounts you withdrawtribution for 1996 of $500 ($2,500 minus
required.from your IRA before you are 591/2.$2,000).

Exceptions.  The 10% tax will not apply
Request to excuse the tax.  If the excessto the following distributions:Tax on excess contributions.   In general,
accumulation is due to reasonable error andif the excess contribution and any earnings ● Portions of any distributions treated as a you have taken, or are taking, steps to rem-on it are not withdrawn by the date your re- return of nondeductible contributions. edy the insufficient distribution, you can re-turn for the year is due (including exten-

● Distributions made to your beneficiary or quest that the tax be excused.sions), as explained later, you are subject to
your estate after your death,a 6% tax. You must pay the 6% tax each

year on excess amounts that remain in your Exemption from tax.  IRAs invested in con-● Distributions made because of your
IRA at the end of your tax year. The excess is tracts issued by insurance companies maydisability.
taxed for the year the excess contribution is be unable to make required distributions be-

● Distributions that are a part of a series ofmade and for each year after that until you cause the insurance company is in state in-
substantially equal payments over yourcorrect it. The tax cannot be more than 6% surer delinquency proceedings. In this case,
life (or life expectancy), or over the livesof the value of your IRA as of the end of your the 50% excise tax for failure to make re-
(or life expectancies) of you and your ben-tax year. quired IRA distributions will not apply. How-
eficiary. For this exception to apply, you ever, to qualify for this exemption, the condi-
must use an IRS-approved distribution t ions and requi rements of  RevenueExcess contributions you withdraw by method and take at least one distribution Procedure 92-10 must be satisfied.the date your return is due.  You will not annually. Also, the payments must con-

have to pay the 6% tax if you withdraw an ex- tinue for at least 5 years, or until you reach
cess contribution made during a tax year and More information.  For more information onage 591/2, whichever is the longer period.
interest or other income earned on it by the excess accumulations, get Publication 590.This 5-year rule does not apply if a change
date your return for that year is due, includ- from an approved distribution method is
ing extensions. because of the death or disability of the Excess Distributions Do not include in your gross income an IRA owner.
excess contribution that you withdraw from If you received retirement distributions dur-

● Distributions that are rolled over, as dis-your IRA before your tax return is due if both ing 1996 of more than $155,000, you may
cussed earlier under Rollovers.the following conditions are met. have to pay a 15% tax on the distributions

Chapter 18 INDIVIDUAL RETIREMENT ARRANGEMENTS (IRAS) Page 151



that are more than $155,000. The term ‘‘re- the IRA taxes mentioned earlier, file the contribution rate for any common-law
tirement distributions’’ means your distribu- completed Form 5329 with IRS at the time employees.
tions from any qualified employer plan (in- and place you would have filed your Form
cluding a tax-sheltered annuity plan, or IRA). 1040. Be sure to include your address on

Reduction of 15% tax.  This additional page 1 and your signature on page 2. En- Self-Employed Person’s Rate Worksheet
tax is reduced by any tax on premature distri- close, but do not attach, a check or money
butions that applies to the excess distribu- order payable to the Internal Revenue Ser-

1) Plan contribution rate as a decimaltion. See Premature Distributions, discussed vice for the tax you owe, as shown on Form
(for example, 101/2% would beearlier. 5329. Write your social security number and
0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .‘‘1996 Form 5329’’ on your check or money

2) Rate in line 1 plus one (fororder.For IRA distributions received after
example, 0.105 plus one would be1996 and before the year 2000, the
1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .15% tax on excess distributions has

been suspended. 3)  Self-employed rate as a decimal
(Divide line 1 by line 2.) . . . . . . . . . . . .Simplified Employee

For more information on excess distribu- Pension (SEP)  tions, get Publication 590.

Self-Employed Person’s Deduction WorksheetA simplified employee pension (SEP) is aReporting Additional Taxes written arrangement (a plan) that allows an
employer to make contributions toward hisGenerally you must use Form 5329, to report Step 1
or her own (if a self-employed individual) andthe tax on excess contributions, premature Enter your rate from the Self-
employees’ retirement without becoming in-(early) distributions, excess distributions, Employed Person’s Rate
volved in more complex retirement plans.and excess accumulations. Worksheet . . . . . . . . . . . . . . . . . . . . . . .
The contributions are made to IRAs (SEP-Form 5329 required.  You must file Step 2IRAs) of the participants in the plan.Form 5329 if you receive excess distribu- Enter your net earnings from line

tions from a qualified retirement plan, 3, Schedule C-EZ (Form 1040),
whether or not you owe tax on them. line 31, Schedule C (Form 1040),Contribution limit.  The SEP rules permit an

Form 5329 not required.  You do not line 36, Schedule F (Form 1040),employer to contribute (and deduct) each
have to use Form 5329 if any of the following or line 15a, Schedule K-1 (Formyear to each participating employee’s SEP-
conditions exist. 1065) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $IRA up to 15% of the employee’s compen-

sation or $30,000, whichever is less. The Step 3● Distribution code 1 (early distribution) is
contributions are funded by the employer. Enter your deduction for self-shown in box 7 of Form 1099-R, Distribu-

employment tax from line 25,tions From Pensions, Annuities, Retire-
Form 1040 . . . . . . . . . . . . . . . . . . . . . . . $ment or Profit-Sharing Plans, IRAs, Insur-

Figuring the 15% limit.  For purposes of de-ance Contracts, etc. Instead, multiply the Step 4termining the 15% limit, compensation is
taxable part of the distribution by 10% Subtract Step 3 from Step 2 andgenerally limited to $150,000, not including
and enter the result on line 48 of Form enter the result . . . . . . . . . . . . . . . . . . $your employer’s contribution to your SEP-
1040. Write ‘‘No’’ on the dotted line next

IRA. Step 5to line 48 to indicate that you do not have
Multiply Step 4 by Step 1 andto file Form 5329. However, if you owe
enter the result . . . . . . . . . . . . . . . . . . $this tax and also owe any other additional Note.  For employees in a collective bar-

Step 6tax on a distribution, do not enter this 10% gaining unit covered by a SEP for which the
Multiply $150,000 by your planadditional tax directly on your Form 1040. $150,000 limit is not effective for the plan
contribution rate. Enter the resultYou must file Form 5329 to report your ad- year beginning in 1996, the compensation
but not more than $30,000 . . . . . . $ditional taxes. limit is $250,000.

Step 7
● You qualify for an exception to the tax. Enter the smaller of Step 5 or

You need not report the exception if distri- Step 6. This is your maximumDeduction limit for a self-employed per-bution code 2, 3, or 4 is shown in box 7 of deductible contribution. Enterson.  If you are self-employed and contributeForm 1099-R. However, if one of those your deduction on line 27, Formto your own SEP-IRA, special rules applycodes is not shown, or the code shown is 1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $when figuring your maximum deduction forincorrect, you must file Form 5329 to re-
these contributions.port the exception.

Compensation for self-employed.  For
Example.  You are a sole proprietor anddetermining the 15% limit, discussed above,● You properly rolled over all distributions

have employees. The terms of your plan pro-your compensation is your net earnings fromyou received during the year.
vide that you contribute 101/2% (.105) of yourself-employment. See Net earnings from
compensation, and 101/2% of your common-self-employment, later. Note that, for SEP

Filing Form 1040.  If you file Form 1040, law employees’ compensation. Your netpurposes, your net earnings (compensation)
complete Form 5329 and attach it to your earnings from line 31, Schedule C (Formmust take into account your deduction for
Form 1040. Enter the total amount of IRA tax 1040) is $200,000. In figuring this amount,contributions to your own SEP-IRA. Because
due on line 48, Form 1040. you deducted your common-law employees’your deduction amount and your net earn-

compensation of $100,000 and contribu-ings amount are each dependent on the
tions for them of $10,500 (10 1/ 2% ×other, this adjustment presents a problem.Note:  If you have to file an individual in-
$100,000). This net earnings amount is nowTo solve this problem, you make the ad-come tax return and Form 5329, you must
reduced to $193,434 by subtracting yourjustment to net earnings indirectly by reduc-use Form 1040.
self-employment tax deduction of $6,566.ing the contribution rate called for in the
You figure your self-employed rate and maxi-plan. Use the following worksheets to find
mum deduction for employer contributionsNot filing Form 1040.  If you do not have to this reduced contribution rate and your maxi-

file a Form 1040 but do have to pay one of mum deduction. Make no reduction to the on behalf of yourself as follows:
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Self-Employed Person’s Rate Worksheet factor in that business. Allowable deductions 1996, is limited to $9,500. This limit applies
include contributions to the SEP-IRAs of only to the amounts that represent a reduc-

1) Plan contribution rate as a decimal your employees. You must also reduce your tion from your salary, not to any contribu-
(for example, 101/2% would be earnings by the deduction for one-half of tions from employer funds.
0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.105

your self-employment tax and the deduction
2)  Rate in line 1 plus one, (for for contributions to your own SEP-IRA. Net

example, 0.105 plus one would be Overall limits on SEP contributions.  Con-earnings do not include tax-free items or de-
1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.105 tributions, including elective deferrals (salaryductions related to them, but do include for-

reductions), made by your employer to the3)  Self-employed rate as a decimal eign earned income and housing cost
SEP-IRA are subject to the overall limit of(Divide line 1 by line 2.) . . . . . . . . . . . . 0.0950 amounts. Net earnings include a partner’s
15% of your compensation (generally up todistributive share of partnership income or
$150,000 for 1996) or $30,000, whichever isloss (other than separately treated items
less.Self-Employed Person’s Deduction Worksheet such as capital gains or losses). If paid for

services to or for the partnership, net earn-
Step 1 ings include guaranteed payments to a lim-

Tax treatment of employer’s contribu-Enter your rate from the Self- ited partner. They do not include distribu-
Employed Person’s Rate tions.  Your employer’s contributions to your

tions of income or loss to a limited partner.
Worksheet . . . . . . . . . . . . . . . . . . . . . . .  0.0950 SEP-IRA are generally excluded from your

income rather than deducted from it. There-Step 2
Contributions you make to your SEP-IRA. fore, your employer’s contributions shouldEnter your net earnings from line
If you make contributions to your SEP-IRA not be included in your Form W–2 wages, un-3, Schedule C-EZ (Form 1040),
independent of employer SEP contributions, less there are contributions under a salaryline 31, Schedule C (Form 1040),
you can deduct them the same way as con- reduction arrangement. Form W–2 should in-line 36, Schedule F (Form 1040),
tributions to a regular IRA. However, your de-or line 15a, Schedule K-1 (Form clude contributions under a salary reduction
duction may be reduced or eliminated be-1065) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  200,000 arrangement for social security and Medi-
cause, as a participant in a SEP, you are care tax purposes only.Step 3
covered by an employer retirement plan.

Enter your deduction for self-
See How Much Can I Contribute and De-

employment tax from line 25,
duct?, earlier. Tax treatment by self-employed individu-Form 1040 . . . . . . . . . . . . . . . . . . . . . . . $  6,566

als.  If you are self-employed (a sole proprie-
Step 4

Salary reduction arrangement.  A SEP tor or partner) with a SEP, take your deduc-
Subtract Step 3 from Step 2 and

may include a salary reduction arrangement. tion for employer contributions to your ownenter the result . . . . . . . . . . . . . . . . . . $  193,434
Under it, you can elect to have your em- SEP-IRA on line 27, Form 1040. If you also

Step 5 ployer contribute part of your pay to the SEP- make deductible contributions to your SEP-
Multiply Step 4 by Step 1 and IRA. Only the remaining portion of your pay IRA (or any other IRA you own), independent
enter the result . . . . . . . . . . . . . . . . . . $  18,376 is currently taxable. The tax on the contribu- of your employer contributions, take your de-

Step 6 tion is deferred. This choice is called an elec- duction on line 23, Form 1040.
Multiply $150,000 by your plan tive deferral.
contribution rate. Enter the result
but not more than $30,000 . . . . . . $  15,750 Effective for tax years beginning af- Excess contributions.  If your employer

ter 1996, an employer cannot start a contributes more to your SEP-IRA than 15%Step 7
simplified employee pension (SEP) of your compensation or $30,000, whicheverEnter the smaller of Step 5 or

that includes a salary reduction arrange-Step 6. This is your maximum is less, you will not have to pay the 6% tax on
ment. Only SEPs that allowed employees todeductible contribution. Enter it if you withdraw this excess amount (and in-
choose elective deferrals as of Decemberyour deduction on line 27, Form terest or other income earned on it) from
31, 1996, can include salary reduction1040. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  15,750 your SEP-IRA before the due date for filing
arrangements. your tax return, plus extensions. However,

Net earnings from self-employment. you must include the excess contribution in
For SEP purposes, your net earnings are your gross income. 

Limits on deferrals.  In general, the total in-your gross income from your business that
come you can defer under a salary reductionhas the plan minus your allowable deduc-

For more information on a SEP-IRA,  getarrangement included in your SEP and cer-tions for that business. Your personal ser-
Publication 590.tain other elective deferral arrangements, forvices must be a material income-producing
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● Which moving expenses can be claimed, Closely related in time.  In general, moving
and expenses incurred within one year from the

date you first reported to work are consid-19. ● How to report moving expenses on Form
ered closely related in time to the start of3903, Moving Expenses.
work at the new location. It is not necessaryMoving that you arrange to work before moving to aYou may be able to deduct some of your
new location, as long as you actually do goexpenses for moving to a new home be-Expenses to work.cause you changed job locations or started a

If you do not move within one year, younew job. You can qualify for the deduction
ordinarily cannot deduct the expenses un-whether you are self-employed or an em-
less you can show that circumstances ex-ployee. However, you must meet the Re-
isted that prevented the move within thatImportant Change quirements, explained later.
time.This chapter contains two charts thatfor 1996 Example.  Your family moved more thanmay help you determine whether your move

Standard mileage rate.  The standard mile- a year after you started work at a new loca-qualifies for a deduction, and if so, how much
age rate allowed for moving expenses has tion. Their move was delayed because youyou can deduct. The charts are:
been increased to 10 cents a mile. See allowed your child to complete high school.

● Figure 19–A, Illustration of Distance Test,
Travel by car under Deductible moving You can deduct your allowable movingwhich covers the minimum distance you
expenses. expenses.must move before you qualify to deduct

moving expenses, and
Closely related in place.  A move is gener-

● Figure 19–B, Qualifying Moves Within the ally considered closely related in place to theImportant Reminders United States, which covers general start of work if the distance from your new
qualifications.No deduction allowed for certain moving home to the new job location is not more

expenses.  You cannot deduct as moving than the distance from your former home to
Moves to the United States.  If you retireexpenses amounts you pay for: the new job location. A move that does not
while living and working overseas, you may meet this requirement can qualify if you can● Meals while moving from your old resi-
be able to deduct your expenses of moving show that:dence to your new residence,
back to the United States. If you are the sur-

1) A condition of employment requires you● Travel expenses, meals, and lodging for vivor (spouse or dependent) of a person
to live at your new home, orpre-move househunting trips, whose main job location at the time of death

● Meals and lodging while occupying tem- was outside the United States, you may be 2) You will spend less time or money com-
porary quarters in the area of your new able to deduct your expenses of moving muting from your new home to your new
job, and back to the United States. See Retirees or job.

Survivors Who Move to the United States,● Qualified residence sale, purchase, and
later.lease expenses.

Home defined.  Your home means your
Moves outside the United States.  This main home (residence). It can be a house,
chapter does not discuss moves outside the apartment, condominium, houseboat, houseDistance test.  To deduct moving expenses,
United States. If you are a United States citi-your new main job location must be at least trailer, or similar dwelling. Your home does
zen or resident alien who moved outside the50 miles farther from your former home than not include other homes owned or kept up by
United States or its possessions because ofyour old main job location. you or members of your family. It also does
your job or business, see Publication 521 for not include a seasonal home, such as a sum-
special rules that apply to your move.Moving expenses no longer an itemized mer beach cottage. Your former home

deduction.  Allowable moving expenses are means your home before you left for your
no longer an itemized deduction. You can Useful Items new job location. Your new home means
deduct these expenses in figuring your ad- your home within the area of your new jobYou may want to see:
justed gross income. location.

Publication
Reimbursements.  If you are reimbursed by Distance Test □ 521 Moving Expensesyour employer for allowable moving ex-

Your move will meet the distance test if yourpenses, your employer should exclude these
Form (and Instructions) new main job location is at least 50 milesreimbursements from your income. You can

farther from your former home than your oldonly deduct allowable moving expenses that □ 3903 Moving Expenses
main job location. For example, if your oldwere not reimbursed by your employer.

□ 3903–F Foreign Moving Expenses job was 3 miles from your former home, your
new job must be at least 53 miles from thatChange of address.  If you change your □ 8822 Change of Address
former home.mailing address, be sure to notify the IRS us-

The distance between a job location anding Form 8822, Change of Address. Mail it to
your home is the shortest of the more com-the Internal Revenue Service Center for your Requirements 
monly traveled routes between them. Theold address. Addresses for the Service Cen-

You can deduct your allowable moving ex- distance test considers only the location ofters are on the back of the form.
penses if your move is closely related to the your former home. It does not apply to the lo-
start of work and if you meet the distance cation of your new home.
test and the time test. These two tests are

Example.  You moved to a new homeIntroduction discussed later.
less than 50 miles from your former home

This chapter discusses what expenses you because you changed job locations. Your
can deduct when you move because of a Related to Start of Work old job was 3 miles from your former home.
job. The following topics are covered: Your new job is 60 miles from that home. Be-Your move must be closely related, both in

cause your new job is 57 miles farther from● When moving expenses qualify for a time and in place, to the start of work at your
your former home than the distance fromdeduction, new job location.
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your former home to your old job, you meet More than one job.  If you have more than You are also considered to be a full-time em-
the 50-mile distance test. one job at any time, your main job location ployee during any week you are absent from

depends on the facts in each case. The work for leave or vacation that is provided for
more important factors to be considered are: in your work contract or agreement.First job or return to full-time work.  If you

Seasonal work.  If your work is sea-go to work full time for the first time, your The total time you spend at each place,
sonal, you are considered to be working fullplace of work must be at least 50 miles from

The amount of work you do at each time during the off-season only if your workyour former home to meet the distance test.
place, and contract or agreement covers an off-seasonIf you go back to full-time work after a

The money you earn at each place. period and that period is less than 6 months.substantial period of part-time work or unem-
For example, a school teacher on a 12-ployment, your place of work must also be at
month contract who teaches on a full-timeleast 50 miles from your former home.
basis for more than 6 months is considered aTime Test 
full-time employee for 12 months.Exception for Armed Forces.  If you are in To deduct your moving expenses, you also

the Armed Forces and you moved because must meet one of the following time tests.
of a permanent change of station, you do not Time test for self-employed persons.  If
have to meet the distance test. See Mem- you are self-employed, you must work fullTime test for employees.  If you are an em-
bers of the Armed Forces, later. time for at least 39 weeks during the firstployee, you must work full time for at least 39

12 months AND for a total of at least 78weeks during the first 12 months after you
weeks during the first 24 months after youMain job location.  Your main job location is arrive in the general area of your new job lo-
arrive in the area of your new job location.usually the place where you spend most of cation. For this time test, count only your full-
For this time test, count any full-time workyour working time. A new job location is a time work as an employee; do not count any
you do as an employee or as a self-em-new place where you will work permanently work you do as a self-employed person. You
ployed person. You do not have to work foror indefinitely rather than temporarily. If do not have to work for the same employer
the same employer or be self-employed inthere is no one place where you spend most for the 39 weeks. You do not have to work 39

of your working time, your main job location the same trade or business for the 78 weeks.weeks in a row. However, you must work full
is the place where your work is centered— Self-employment.  You are self-em-time within the same general commuting
for example, where you report for work or are ployed if you work as the sole owner of anarea. Full-time employment depends on
otherwise required to ‘‘base’’ your work. unincorporated business or as a partner in awhat is usual for your type of work in your

partnership carrying on a business. You arearea.
not considered self-employed if you areTemporary absence from work.  YouUnion members.  If you work for a number
semiretired, a part-time student, or work onlyare considered to be working full time duringof employers on a short-term basis and you
a few hours each week.any week you are temporarily absent fromget work under a union hall system (such as

work because of illness, strikes, lockouts, Full-time work.  Whether you performa construction or building trades worker),
layoffs, natural disasters, or similar causes. services full time during any week dependsyour main job location is the union hall.
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on what is usual for your type of work in your If you are both self-employed and an yet met the time test by the date your 1996
area. return is due. You can do this if you expect toemployee,  the amount of time you spend as

meet the 39-week test in 1997, or the 78-If you are an employee and become each determines whether you must meet the
self-employed  before satisfying the 39- week test in 1997 or 1998. If you deduct78-week test for self-employed persons or
week test for employees, you meet the time moving expenses but do not meet the timethe 39-week test for employees. If you spend
test if you satisfy the 78-week test for self- test within 12 or 24 months (whichever ap-most of your working time as a self-em-
employed persons. Under the 78-week test, plies) you must either:ployed person, you must meet the 78-week
you still have to work full time for 39 weeks test (which includes a requirement to work
during the first 12 months. However, you can 39 weeks during the first 12 months). If you 1) Report your moving expense deduction
count any full-time work you do as an em- spend most of your working time as an em- as other income on your Form 1040 for
ployee or as a self-employed person. ployee, you must meet the 39-week test. the year you determine you cannot meet

If you are self-employed and become For more information, see Time test for the test, or
an employee  before satisfying the 78-week self-employed persons in Publication 521.
test, but you work as an employee for at

2) Amend your 1996 return.least 39 weeks during the first 12 months af-
Joint return.  If you are married and file ater you arrived at the new job location, you
joint return and both you and your spousewill satisfy the time test for employees. If you
work full time, either of you can satisfy the Use Form 1040X, Amended Unitedcannot satisfy that time test, you can use the
full-time work test. However, you cannot States Individual Income Tax Return, totime spent as a full-time employee to satisfy
combine the weeks your spouse worked with amend your return.the 78-week test. Under the 78-week test,
the weeks you worked to satisfy that test. If you do not deduct your moving ex-you still have to work full time for 39 weeks

penses on your 1996 return and you laterduring the first 12 months. However, you can
Time test not yet met.  You can deduct meet the time test, you can file an amendedcount any full-time work you do as an em-

return for 1996 to take the deduction.your moving expenses even if you have notployee or as a self-employed person.
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 However, you cannot deduct any part ofExceptions to the Time Test Retirees or Survivors Who Move
these expenses that is for meals.to the United States You do not have to meet the time test if one

You may be able to deduct your allowableof the following applies. Reasonable expenses.  You can deduct
moving expenses if you move to the United only those expenses that are reasonable for1) You are in the Armed Forces and you States or to a possession of the United the circumstances of your move. For exam-moved because of a permanent change States. You do not have to meet the time ple, the cost of traveling from your formerof station—see Members of the Armed test, discussed earlier, but you must meet home to your new one should be by theForces, later. the requirements discussed below. shortest, most direct route available by con-

ventional transportation. If, during your trip to2) You moved to the United States be-
Retirees.  You can deduct moving expenses your new home, you make side trips forcause you retired—see Retirees or Sur-
for a move to a new home in the United sightseeing, the additional expenses for yourvivors Who Move to the United States,
States when you permanently retire. How- side trips are not deductible as movinglater.
ever, both your former main job location and expenses.

3) You are the survivor of a person whose your former home must have been outside
main job location at the time of death the United States. Travel by car.   If you use your car to take
was outside the United States—see Re- Permanently retired.  You are consid- yourself, members of your household, or
tirees or Survivors Who Move to the ered permanently retired when you cease your belongings to your new home, you can
United States, later. gainful full-time employment or self-employ- figure your expenses by deducting either:

ment. If at the time you retire, you intend your
4) Your job at the new location ends be- 1) Your actual expenses, such as gas andretirement to be permanent, you will be con-

cause of death or disability. oil for your car, if you keep an accuratesidered retired even though you later return
record of each expense, orto work. Your intention to retire permanently5) You are transferred for your employer’s

will be determined by: 2) 10 cents a mile.benefit or laid off for a reason other than
willful misconduct. For this exception, 1) Your age and health,

 You can deduct parking fees and tolls youyou must have obtained full-time em-
2) The customary retirement age for peo- paid in moving. You cannot deduct any partployment, and you must have expected

ple who do similar work, of general repairs, general maintenance, in-to meet the test at the time you started
surance, or depreciation for your car.the job. 3) Whether you are receiving retirement

payments from a pension or retirement
Member of household.  You can deductfund, and
moving expenses you pay for yourself andMembers of the Armed Forces  4) The length of time before you return to members of your household. A member of

full-time work. your household is anyone who has both yourIf you are a member of the Armed Forces on
former and new home as his or her home. Itactive duty and you move because of a per-
does not include a tenant or employee, un-Survivors.   You can deduct moving ex-manent change of station, you do not have
less you can claim that person as apenses for a move to a home in the Unitedto meet the distance and time tests, dis-
dependent.States if you are the spouse or the depen-cussed earlier. You can deduct your un-

dent of a person whose main job location atreimbursed allowable moving expenses.
the time of death was outside the United Location of move.  There are different rulesA permanent change of station includes:
States. The move must begin within 6 for moving within or to the United States than

1) A move from your home to the area of months after the decedent’s death. It must for moving outside the United States. This
your first post of duty when you begin be from the decedent’s former home outside chapter only discusses moves within or to
active duty, the United States. That home must also the United States. The rules for moves

have been your home. outside the United States can be found in2) A move from one permanent post of A move begins when: Publication 521.duty to another, or
1) You contract for your household goods

3) A move from your last post of duty to and personal effects to be moved to Household Goods and
your home or to a nearer point in the your home in the United States, but only Personal Effects United States. The move must occur if the move is completed within a rea-

You can deduct the cost of packing, crating,within one year of ending your active sonable time,
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 to
home in the United States, or your new home. If you use your own car to

Spouse and dependents.  If a member of move your things, see Travel by car, earlier.3) You leave your former home to travel tothe Armed Forces deserts, is imprisoned, or You can include the cost of storing and in-your new home in the United States.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 consecutive
place of enlistment, or to the member’s, days after the day your things are moved
spouse’s, or dependent’s home of record, or from your former home and before they are
to a nearer point in the United States. delivered to your new home.Deductible Expenses If the military moves you and your spouse You can deduct any costs of connecting
and dependents to or from separate loca- If you meet the Requirements discussed ear- or disconnecting utilities required because
tions, the moves are treated as a single lier, you can deduct the reasonable ex- you are moving your household goods, appli-
move to your new main job location. penses of: ances, or personal effects.

You can deduct the cost of shipping your1) Moving your household goods and per-
More information.  For more information on car and household pets to your new home.sonal effects (including in-transit stor-
moving expenses for members of the Armed You can deduct the cost of movingage expenses), and
Forces, and instructions for completing household goods and personal effects from
Form 3903, see Members of the Armed 2) Traveling (including lodging) to your a place other than your former home. Your
Forces in Publication 521. new home. deduction is limited to the amount it would
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have cost to move them from your former Temporary employment.  You cannot take When To Deduct Expenses 
home. a moving expense deduction and a business If you were not reimbursed, deduct your al-

You cannot deduct  the cost of moving expense deduction for the same expenses. lowable moving expenses in the year you
furniture you buy on the way to your new You must determine if your expenses are de- had them or paid them.
home. ductible as moving expenses or as business

Example.  In December 1996, your em-expenses. For example, expenses you have
ployer transferred you to another city in thefor travel, meals, and lodging while tempora-
United States, where you still work. You areTravel Expenses  rily working at a place away from your regular
single and were not reimbursed for yourplace of work are deductible as business ex-
moving expenses. In 1996 you paid for mov-You can deduct the cost of transportation penses if you are considered away from
ing your furniture. You deducted these ex-and lodging for yourself and members of home on business. Generally, your work is
penses in 1996. In January 1997, you paidyour household while traveling from your for- considered temporary if it does not last more
for travel to the new city. You can deductmer home to your new home. This includes than one year at a single location. See Tem-
these additional expenses in 1997.expenses for the day you arrive. You can in- porary Assignment or Job in Chapter 28 for

clude any lodging expenses you had in the information on deducting your expenses.
Reimbursed expenses.  If you are reim-area of your former home within one day af-
bursed for your expenses, you can also de-ter you could not live in your former home be-
duct your allowable expenses in the year youcause your furniture had been moved. You

How To Report had them or paid them. If you use the cashcan deduct expenses for only one trip to your
method of accounting, you can choose tonew home for yourself and members of your The following discussions explain how to re-
deduct the expenses in the year you are re-household. However, all of you do not have port your moving expenses and any reim-
imbursed even though you paid the ex-to travel together. If you use your own car, bursements or allowances you received for
penses in a different year. For more informa-see Travel by car, earlier. your move.
tion, see Publication 521.

Choosing when to deduct.  If you useForm 3903.   Use Form 3903 to report your
the cash method of accounting, which ismoving expenses if your move was within or
used by most individuals, you can choose toNondeductible to the United States or its possessions. A fil-
deduct moving expenses in the year yourled-in Form 3903 is shown in Chapter 39.
employer reimburses you, if:Expenses 
1) You paid the expenses in a year beforeWhere to deduct.  Deduct your moving ex-

You cannot deduct the following items as the year of reimbursement, orpenses on line 24 of Form 1040. The amount
moving expenses: of moving expenses you can deduct is 2) You paid the expenses in the year im-

shown on line 8 of Form 3903. mediately after the year of reimburse-Pre-move househunting expenses, You cannot deduct moving expenses if ment but by the due date, including ex-
you file Form 1040A or Form 1040EZ. tensions, for filing your return for theTemporary living expenses,

reimbursement year.
Reimbursements.   If you received an ad-

Meal expenses, vance, allowance, or reimbursement for your How to make the choice.  You can
allowable moving expenses, how you report choose to deduct moving expenses in theExpenses of buying or selling a home,
this amount and your expenses depends on year you received reimbursement by taking
whether the reimbursement was paid to you the deduction on your return, or amended re-Expenses of getting or breaking a lease,
under an accountable plan or a nonaccount- turn, for that year.
able plan.Security deposits (including any given up You cannot deduct any moving ex-For more information on reimburse-due to the move), penses for which you received a re-ments, see Publication 521.

imbursement that was excludedForm 4782.   Your employer must giveHome improvements to help sell your
from your income. (Reimbursements are dis-you an itemized list of payments, reimburse-home,
cussed in Publication 521.)ments, or allowances that have been paid to

you for moving expenses. Form 4782, Em-Loss on the sale of your home,
ployee Moving Expense Information, may be
used for this purpose. See Publication 521Mortgage penalties,
for a filled-in Form 4782.

Losses from disposing of memberships
in clubs,

Any part of the purchase price of your
new home,

Real estate taxes,

Car tags,

Driver’s license,

Refitting carpets and draperies, and

Storage charges except those incurred
in transit.
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decree of alimony pendente lite (while deduct one-half of these payments as ali-
awaiting action on the final decree or mony. Your spouse must report one-half of
agreement). these payments as alimony received. If you20.

and your spouse itemize deductions, you
can each deduct one-half of the real estateAlimony taxes.Useful Items

If your home is held as tenants by theYou may want to see:
entirety or joint tenants (with the right of
survivorship), none of your payments forPublication
taxes or insurance are alimony. But if youIntroduction

□ 504 Divorced or Separated itemize deductions, you can deduct all of the
This chapter discusses the rules that apply if Individuals real estate taxes.
you pay or receive alimony and covers the Other payments to a third party.  If you
following topics: made other third-party payments, see Publi-

General Rules ● What is alimony cation 504 to see whether any part of the
payments qualify as alimony.● What payments are not alimony, such as The following rules apply to alimony regard-

child support less of when the divorce or separation instru-
ment was executed.● How to deduct alimony you paid

● How to report alimony income you Instruments
Payments not alimony.  Not all paymentsreceived
under a divorce or separation instrument are Executed After 1984  

● Whether you must recapture the tax bene- alimony. Alimony does not include:
fits of alimony (Recapture means a de- The following rules for alimony apply to pay-

1) Child support,duction was taken in a prior year and part ments under divorce or separation instru-
of it had to be added back in your income ments executed after 1984. They also apply2) Noncash property settlements,
in 1996.) to payments under earlier instruments that

3) Payments that are your spouse’s part of were modified after 1984 to:
community income (See CommunityAlimony is a payment to or for a spouse

1) Specify that these rules will apply, orProperty in Publication 504.),or former spouse under a divorce or separa-
tion instrument. It does not include voluntary 4) Use of property, or 2) Change the amount or period of pay-
payments that are not made pursuant to a di- ment or add or delete any contingency5) Payments to keep up the payer’s
vorce or separation instrument. or condition.property.

Alimony is deductible by the payer and
must be included in the spouse’s or former The rules in this section do not apply to
spouse’s income. Although this chapter is divorce or separation instruments executedPayments to a third party.  Payments to agenerally written for the payer of the ali- after 1984 if the terms for alimony are un-third party on behalf of your spouse undermony, the recipient can use the information changed from an instrument executedthe terms of your divorce or separation in-to determine whether an amount received is before 1985.strument may be alimony, if they otherwisealimony.

qualify. These include payments for your Example 1.  In November 1984, you andTo be alimony, a payment must meet cer-
spouse’s medical expenses, housing costs your former spouse executed a written sepa-tain requirements. Different requirements
(rent, utilities, etc.), taxes, tuition, etc. The ration agreement. In February 1985, a de-apply to payments under instruments exe-
payments are treated as received by your cree of divorce was substituted for the writ-cuted after 1984 and to payments under in-
spouse and then paid to the third party. ten separation agreement. The decree ofstruments executed before 1985. This chap-

Life insurance premiums.   Premiums divorce did not change the terms for the ali-ter discusses the rules for payments under
you must pay under your divorce or separa- mony you pay your former spouse. The de-instruments executed after 1984. For the
tion instrument for insurance on your life cree of divorce is treated as executed beforerules for payments under pre-1985 instru-
qualify as alimony to the extent your spouse 1985. Alimony payments under this decreements, see Publication 504, Divorced or
owns the policy. are not subject to the rules for paymentsSeparated Individuals.

under instruments executed after 1984.Use Table 20–1 in this chapter as a guide
Payments for jointly-owned home.  If yourto determine whether certain payments are Example 2.  Assume the same facts as in
divorce or separation instrument states thatconsidered alimony. Example 1 except that the decree of divorce
you must pay expenses for a home owned changed the amount of the alimony. In this
by you and your spouse, some of your pay-Definitions.  The following definitions apply example, the decree of divorce is not treated
ments may be alimony.throughout this chapter. as executed before 1985. The alimony pay-

Mortgage payments.  If you must makeSpouse or former spouse.  Unless oth- ments are subject to the rules for payments
all the mortgage payments (principal and in-erwise stated in the following discussions under instruments executed after 1984.
terest) on a jointly-owned home, and theyabout alimony, the term ‘‘spouse’’ includes
otherwise qualify, you can deduct one-half of‘‘former spouse.’’ Alimony requirements.  A payment to or forthe total payments as alimony. If you itemizeDivorce or separation instrument.  The a spouse under a divorce or separation in-deductions and the home is a qualifiedterm ‘‘divorce or separation instrument’’ strument is alimony if the spouses do not filehome, you can include half of the interest inmeans: a joint return with each other and all the fol-figuring your deductible interest. Your

1) A decree of divorce or separate mainte- lowing requirements are met.spouse must report one-half of the pay-
nance or a written instrument incident to ments as alimony received. If your spouse 1) The payment is in cash.that decree, itemizes deductions and the home is a quali-

2) The instrument does not designate the2) A written separation agreement, or fied home, he or she can include one-half of
payment as not alimony.the interest on the mortgage in figuring de-3) A decree or any type of court order re-

ductible interest.quiring a spouse to make payments for 3) The spouses are not members of the
Taxes and insurance.  If you must paythe support or maintenance of the other same household (if separated under a

all the real estate taxes or insurance on aspouse, including a temporary decree, decree of divorce or separate
home held as tenants in common, you canan interlocutory (not final) decree, and a maintenance),
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4) There is no liability to make any pay- separation agreement, support decree, or amount of the $30,000 annual payments.
ment (in cash or property) after the other court order may qualify as alimony None of the annual payments are alimony.
death of the recipient spouse. even if you are members of the same house- The result would be the same if the payment

hold when the payment is made. required at death were to be discounted by5) The payment is not treated as child
an appropriate interest factor to account forsupport.
the prepayment.Liability for payments after death of re-

cipient spouse.  If you must continue toEach of these requirements is discussed
Child support.   A payment that is specifi-make payments for any period after yourbelow.
cally designated as child support or treatedspouse’s death, none of the payments made
as specifically designated as child supportbefore or after the death are alimony.Payment must be in cash.  Only cash pay-
under your divorce or separation instrumentThe divorce or separation instrumentments, including checks and money orders,
is not alimony. The designated amount ordoes not have to expressly state that thequalify as alimony. Transfers of services or
part may vary from time to time. Child sup-payments cease upon the death of yourproperty (including a debt instrument of a
port payments are neither deductible by thespouse if, for example, the liability for contin-third party or an annuity contract), execution
payer nor taxable to the payee.ued payments would end under state law.of a debt instrument, or the use of property

A payment will be treated as specifi-do not qualify as alimony. Example.  You must pay your former
cally designated as child support to the ex-Payments to a third party.  Cash pay- spouse $10,000 in cash each year for 10
tent that the payment is reduced either:ments to a third party under the terms of your years. Your divorce decree states that the

divorce or separation instrument can qualify 1) On the happening of a contingency re-payments wi l l  end upon your former
as a cash payment to your spouse. See Pay- lating to your child, orspouse’s death. You must also pay your for-
ments to a third party under General Rules, mer spouse or your former spouse’s estate 2) At a time that can be clearly associated
earlier. $20,000 in cash each year for 10 years. The with a contingency.

Also, cash payments made to a third death of your spouse would not terminate
party at the written request of your spouse the payments under state law. A payment may be treated as specifically
qualify as alimony if all the following require- The $10,000 annual payments are ali- designated as child support even if other
ments are met. mony. But because the $20,000 annual pay- separate payments are specifically desig-

ments wi l l  not end upon your former1) The payments are in lieu of payments of nated as child support.
spouse’s death, they are not alimony.alimony directly to your spouse. Contingency relating to your child.  A

Substitute payments.  If you must make contingency relates to your child if it de-2) The written request states that both
any payments in cash or property after your pends on any event relating to that child. Itspouses intend the payments to be
spouse’s death as a substitute for continuing does not matter whether the event is certaintreated as alimony.
otherwise qualifying payments, the other- or likely to occur. Events relating to your

3) You receive the written request from wise qualifying payments are not alimony. To child include the child’s:
your spouse before you file your return the extent any payments are to increase in

● Reaching a specified age or income level,for the year you made the payments. amount or begin or accelerate as a result of
● Dying,your spouse’s death, the payment may be

Payments designated as not alimony. treated as a substitute for continuing the oth- ● Marrying,
You and your spouse may designate that erwise qualifying payments.

● Leaving school,otherwise qualifying payments are not ali-
Example 1.  Under your divorce decree,mony by including a provision in your divorce ● Leaving the household, or

you must pay your former spouse $30,000or separation instrument that the payments ● Becoming employed.annually. The payments will stop at the endare not deductible by you and are excludable
of 6 years or upon your former spouse’sfrom your spouse’s income. For this pur- Clearly associated with a contin-death, if earlier.pose, any writing signed by both of you that gency.  Payments are presumed to be re-Your former spouse has custody of yourmakes this designation and that refers to a duced at a time clearly associated with theminor children. The decree provides that ifprevious written separation agreement is happening of a contingency relating to yourany child is still a minor at your spouse’streated as a written separation agreement. If child only in the following situations.death, you must pay $10,000 annually to ayou are subject to temporary support orders,
trust until the youngest child reaches the age 1) The payments are to be reduced notthe designation must be made in the original
of majority. The trust income and corpus more than 6 months before or after theor a later temporary support order.
(principal) are to be used for your children’s date the child will reach 18, 21, or localTo exclude the payments from income,
benefit. age of majority.your spouse must attach a copy of the instru-

These facts indicate that the payments to 2) The payments are to be reduced on twoment designating them as not alimony to his
be made after your former spouse’s death or more occasions that occur not moreor her return for each year the designation
are a substitute for $10,000 of the $30,000 than one year before or after a differentapplies.
annual payments. $10,000 of each of the child reaches a certain age from 18 to
$30,000 annual payments is not alimony. 24. This certain age must be the sameSpouses cannot be members of the same

Example 2.  Under your divorce decree, for each child, but need not be a wholehousehold.  Payments to your spouse while
you must pay your former spouse $30,000 number of years.you are members of the same household are
annually. The payments will stop at the endnot alimony if you are separated under a de-
of 15 years or upon your former spouse’scree of divorce or separate maintenance. A In all other situations, reductions in pay-
death, if earlier. The decree provides that ifhome you formerly shared is considered one ments are not treated as clearly associated
your former spouse dies before the end ofhousehold, even if you physically separate with the happening of a contingency relating
the 15–year period, you must pay the estateyourselves in the home. to your child.
the difference between $450,000 ($30,000You are not treated as members of the Either you or the IRS can overcome the
× 15) and the total amount paid up to thatsame household if one of you is preparing to presumption in the two situations above.
time. For example, if your spouse dies at theleave the household and does leave not This is done by showing that the time at
end of the tenth year, you must pay the es-more than one month after the date of the which the payments are to be reduced was
tate $150,000 ($450,000 –  $300,000).payment. determined independently of any contingen-

Exception.  If you are not legally sepa- These facts indicate that the lump-sum cies relating to your children. For example, if
rated under a decree of divorce or separate payment to be made after your former you can show that the period of alimony pay-
maintenance, a payment under a written spouse’s death is a substitute for the full ments is customary in the local jurisdiction,
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● A failure to make timely payments,Table 20-1. Alimony Requirements (Instruments executed after
1984)

● A change in your instrument,

Payments ARE Alimony if all of the Payments ARE NOT Alimony if any of
● A reduction in your spouse’s supportfollowing are true: the following are true:

needs, or
Payments are required by a divorce or Payment is designated as child support.
separation instrument. ● A reduction in your ability to provide

Payment is a noncash property settlement. support.
Payer and recipient spouse do not file a

Payments are spouse’s part of communityjoint return.
income.

Subject to the recapture rule.  You arePayment is in cash (including checks or
subject to the recapture rule in the third yearPayments are to keep up the payer’smoney orders).
if the alimony you pay in either the secondproperty.
year or the third year decreases by morePayment is not designated in the

Payments are not required by a divorce or than $15,000 from the prior year.instrument as not alimony.
separation instrument. To figure a decrease in alimony, do not

Spouses separated under a decree of include payments made under a temporary
divorce or separate maintenance are not support order. Also, do not include payments
members of the same household. required over a period of at least 3 calendar

years of a fixed part of your income from aPayments are not required after death of
business or property, or from compensationthe recipient spouse.
for employment or self-employment. These
payments are not subject to the recapturePayment is not designated as child

support. rule.
Exception.  You are not subject to the

recapture rule if your payments decrease be-
cause of the death of either spouse or the re-

These payments are deductible by the These payments are neither deductible by marriage of the spouse receiving the
payer and includible in income by the the payer nor includible in income by the payments.
recipient. recipient.

Figuring the recapture.  Both you and your
spouse can use Table 20–2, substitutingsuch as a period equal to one-half of the du- You must give the person who paid
your own figures, to figure recaptured ali-the alimony your social securityration of the marriage, you can treat the
mony. Publication 504 has a blank work-number. If you do not, you may haveamount as alimony.
sheet for your use.to pay a $50 penalty.

Example.  Myrna pays Phil the following
amounts of alimony under their divorceHow To Deduct
decree:Recapture Rule  Alimony Paid 

If your alimony payments decrease or termi- Year Amount You can deduct alimony you paid, whether or nate during the first 3 calendar years, you
1 $60,000not you itemize deductions on your return. may be subject to the recapture rule. If you
2 40,000You must file Form 1040; you cannot use are subject to this rule, you have to include in

Form 1040A or Form 1040EZ. 3 20,000income in the third year part of the alimony
Enter the alimony on line 29 of Form payments you previously deducted. Your

1040. spouse can deduct in the third year part of The recaptured alimony is $22,500, as
the alimony payments previously included in shown in Table 20–2.In the space provided on line 29, income. Myrna shows $22,500 as income on lineenter your spouse’s or former The 3–year period starts with the first cal- 11 of her Form 1040 for Year 3. Phil deductsspouse’s social security number. If endar year you make a payment qualifying $22,500 on line 29 of his Form 1040 for Yearyou do not, you may have to pay a $50 pen- as alimony under a decree of divorce or sep- 3.alty and your deduction may be disallowed. arate maintenance, or a written separation
agreement. Do not include any time in which

If you paid alimony to more than one per- payments were being made under tempo- Including the recapture in income.  If you
son, enter the social security number of one rary support orders. The second and third must include a recapture amount in income,
of the recipients. Show the social security years are the next 2 calendar years, whether show it on Form 1040, line 11 (‘‘Alimony re-
number and amount paid for each other re- or not payments are made during those ceived’’). Cross out ‘‘received’’ and write
cipient on an attached statement. Enter your years. ‘‘recapture.’’ On the dotted line next to the
total payments on line 29. The reasons for a reduction or termina- amount, enter your spouse’s last name and

tion of alimony payments can include: social security number. 

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 out
‘‘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

Form 1040EZ. number.
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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. would have been had the decedent contin-
The benefit is higher for taxpayers who are ued to live. However, if the decedent was not
65 or older or blind. If you have a choice, you 65 or older at the time of death, the higher21.
should use the method that gives you the standard deduction for age cannot be
lower tax. claimed.Standard You benefit from the standard deduction
if your standard deduction is more than the Higher standard deduction for age (65 orDeduction total of your allowable itemized deductions. older).   If you do not itemize deductions,

you are entitled to a higher standard deduc-
tion if you are age 65 or older at the end of
the year. You are considered 65 on the dayFiguring the Amount before your 65th birthday. Therefore, youImportant Changes

Most taxpayers have a choice of either tak- may take a higher standard deduction forfor 1996 ing a standard deduction or itemizing their 1996 if your 65th birthday was on or before
deductions. January 1, 1997.Increase in standard deduction.  The stan-

Use Table 21–2 to figure the standard de-dard deduction for taxpayers who do not
Persons not eligible for the standard de- duction amount.itemize deductions on Schedule A of Form
duction.   Your standard deduction is zero1040 is higher in 1996 than it was in 1995.
and you should itemize any deductions you Higher standard deduction for blindness. The amount depends upon your filing status.
have if: If you are blind on the last day of the yearSee 1996 Standard Deduction Tables, later.

and you do not itemize deductions, you are1) You are married and filing a separate re-
entitled to a higher standard deduction asturn, and your spouse itemizesItemized deductions.  The amount you can
shown in Table 21–2. You qualify for thisdeductions,deduct for itemized deductions is limited if
benefit if you are totally or partly blind.your adjusted gross income is more than 2) You are filing a tax return for a short tax

Totally blind.  If you are totally blind, at-$117,950 ($58,975 if you are married filing year on account of a change in your an-
tach a statement to this effect to your return.separately). See Chapter 22 for more nual accounting period, or

information. Partly blind.  If you are partly blind, you
3) You are a nonresident or dual-status must submit with your return each year a cer-

alien during the year. You are consid- tified statement from an eye physician or
ered a dual-status alien if you were both registered optometrist that:
a nonresident and resident alien duringIntroduction

1) You cannot see better than 20/200 inthe year.This chapter discusses: the better eye with glasses or contactNote. If you are a nonresident alien
lenses, or● Who can take the standard deduction, who is married to a U.S. citizen or resi-

dent at the end of the year, you can● How to figure the amount of your standard 2) Your field of vision is not more than 20
choose to be treated as a U.S. resident.deduction, degrees.
(See Publication 519, U.S. Tax Guide for

● What additional amounts there are for age
Aliens.) You can take the standard If your eye condition will never improveor blindness,
deduction. beyond these limits, you can avoid having to

● How to claim the standard deduction on
get a new certified statement each year byyour return,
having the examining eye physician includeIf you can be claimed as a depen-

● What different rules apply to dependents, this fact in the certification you attach to yourdent on another person’s returnand return. In later years just attach a statement(such as your parents’ return), your
referring to the certification. You should● Whether to take the standard deduction standard deduction may be limited. See
keep a copy of the certification in youror to itemize your deductions. Standard Deduction for Dependents, later.
records.

If your vision can be corrected beyondThe standard deduction is a dollar
these limits only by contact lenses that youamount that reduces the amount of income Standard deduction amount.  The stan-
can wear only briefly because of pain, infec-on which you are taxed. dard deduction amounts for most taxpayers
tion, or ulcers, you can take the higher stan-The standard deduction is a benefit that are shown in Table 21–1.
dard deduction for blindness if you otherwisereduces the need for many taxpayers to The amount of the standard deduction
qualify.itemize actual deductions, such as medical for a decedent’s final return is the same as it
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Spouse 65 or older or blind.   You may take amount, enter it on line 19 of Form 1040A or $117,950 ($58,975 if you are married filing
the higher standard deduction if your spouse separately). See Chapter 22 and the instruc-line 34 of Form 1040. If you use Form
is age 65 or older or blind and: tions for Schedule A (Form 1040), line 28, for1040EZ, figure your standard deduction on

more information on figuring the correctthe back of the form and check the ‘‘Yes’’
1) You file a joint return, or amount of your itemized deductions.box on line 5. If your standard deduction is

When to itemize.  You may benefit frommore than $4,000 ($6,700 if married filing a2) You file a separate return, and your
itemizing your deductions if you:joint return), you must file Form 1040A orspouse had no gross income and could

Form 1040.not be claimed as a dependent by an-
1) Do not qualify for the standard deduc-other taxpayer. Example 1.  Michael, who is single, is tion, or the amount you can claim is

claimed as a dependent on his parents’ 1996 limited,
You cannot claim the higher standard de- tax return. He has interest income of $780

duction for an individual, other than your and wages of $150. He has no itemized de- 2) Had large uninsured medical and dental
spouse,  for  whom you can c la im an ductions. Michael uses Table 21–3 to find his expenses during the year,
exemption. standard deduction. It is $650 because the

greater of $650 and his earned income 3) Paid interest and taxes on your home,Example 1.  Larry, 46, and Donna, 43,
($150) is $650.are filing a joint return for 1996. Neither is

4) Had large unreimbursed employee busi-blind. They decide not to itemize their deduc- Example 2.  Joe, a 22-year-old full-time
ness expenses or other miscellaneoustions. They use Table 21–1. Their standard college student, is claimed as a dependent
deductions,deduction is $6,700. on his parents’ 1996 tax return. Joe is mar-

ried and files a separate return. His wife doesExample 2.  Assume the same facts as in 5) Had large casualty or theft losses not
not itemize deductions on her separateExample 1, except that Larry is blind at the covered by insurance,
return.end of 1996. Larry and Donna use Table 21–

Joe has $1,500 in interest income and2. Their standard deduction is $7,500. 6) Made large contributions to qualified
wages of $3,600. He has no itemized deduc- charities, or

Example 3.  Bill and Terry are filing a joint tions. Joe finds his standard deduction by
return for 1996. Both are over age 65. using Table 21–3. He enters his earned in- 7) Have total itemized deductions that are
Neither is blind. If they do not itemize deduc- come, $3,600, on line 1. On line 3 he enters more than the highest standard deduc-
tions, they use Table 21–2. Their standard $3,600, the larger of his earned income and tion to which you otherwise are entitled.
deduction is $8,300.

$650. Since Joe is married filing a separate
return, he enters $3,350 on line 4. On line 5a

These deductions are explained in ChaptersHow to report.  After you find your standard he enters $3,350 as his standard deduction
23–30.deduction amount, enter it on line 19 of Form because it is smaller than $3,600, his earned

If you decide to itemize your deductions,1040A or line 34 of Form 1040. If you use income.
complete Schedule A and attach it to yourForm 1040EZ, check the appropriate box on

Example 3.  Amy, who is single, is Form 1040. Enter the amount from Scheduleline 5. If the total of your standard deduction
claimed as a dependent on her parents’ A, line 28, on Form 1040, line 34.and personal exemptions is more than
1996 tax return. She is 18 years old and$6,550 ($11,800 if married filing a joint re-
blind. She has interest income of $1,300 andturn), you must file Form 1040A or Form Itemizing for state tax or other purposes.wages of $3,000. She has no itemized de-1040. If you choose to itemize even though yourductions. Amy uses Table 21–3 to find her

itemized deductions are less than thestandard deduction. She enters her wages
amount of your standard deduction, write

of $3,000 on line 1. On line 3 she enters
‘‘IE’’ (itemized elected) next to line 34 (FormStandard Deduction $3,000, the larger of her wages on line 1 and 1040).

the $650 on line 2. Since she is single, Amyfor Dependents  enters $4,000 on line 4. She enters $3,000
on line 5a. This is the smaller of the amounts Changing your mind.   If you do not itemizeThe standard deduction for an individual

your deductions and later find that youon lines 3 and 4. Because she checked onewho can be claimed as a dependent on an-
should have itemized — or if you itemizebox in the top part of the worksheet, she en-other person’s tax return is generally limited
your deductions and later find you should notters $1,000 on line 5b. She then adds theto the greater of (a) $650, or (b) the individu-
have — you can change your return by filingamounts on lines 5a and 5b and enters heral’s earned income for the year (but not more
Form 1040X, Amended U.S. Individual In-standard deduction of $4,000 on line 5c.than the regular standard deduction amount,
come Tax Return. See Amended Returnsgenerally $4,000).
and Claims for Refund in Chapter 1 for moreHowever, if you are a dependent who is
information on amended returns.65 or older or blind, your standard deduction

Married persons who filed separateWho Should Itemize  may be higher.
returns.  You can change methods of takingIf you are a dependent, use Table 21–3 to You should itemize deductions if your total deductions only if you and your spouse bothdetermine your standard deduction.

deductions are more than the standard de- make the same changes. Both of you mustEarned income defined.   Earned in-
duction amount. You should itemize if you do file a consent to assessment for any addi-come is salaries, wages, tips, professional
not qualify for the standard deduction, as tional tax either one may owe as a result offees, and other amounts received as pay for
discussed earlier under Persons not eligible the change. work you actually perform.
for the standard deduction. You and your spouse can use theFor purposes of the standard deduction,

You should first figure your itemized de- method that gives you the lower total tax,earned income also includes any part of a
ductions and compare that amount to your even though one of you may pay more taxscholarship or fellowship grant that you
standard deduction to make sure you are us- than the other. You both must use the samemust include in your gross income. See
ing the method that gives you the greater method of claiming deductions. If one item-Scholarship and Fellowship Grants in Chap-
benefit. izes deductions, the other should itemize be-ter 13 for more information on what qualifies

Note:  You may be subject to a limit on cause he or she will not qualify for the stan-as a scholarship or fellowship grant.
some of your itemized deductions if your ad- dard deduction (see Persons not eligible forWhere to report your standard deduc-
justed gross income (AGI) is more thantion.  After you find your standard deduction the standard deduction, earlier).
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Caution: If you are married filing a separate return and your1996 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 $4,000 You 65 or older □ Blind □

Married filing joint return or Qualifying Your spouse, if claiming
widow(er) with dependent child 6,700 spouse’s exemption 65 or older □ Blind □

Married filing separate return 3,350

Head of household 5,900 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, enter –0–.

2. Minimum amount 2. $650

Table 21-2. Standard Deduction Chart for People 3. Enter the larger of line 1 or line 2. 3.
Age 65 or Older or Blind*

4. Enter the amount shown below 4.
Check the correct number of boxes below. Then go to the chart. for your filing status.
You 65 or older □ Blind □ ● Single, enter $4,000

● Married filing separate return, enterYour spouse, if
$3,350claiming spouse’s

● Married filing jointly or Qualifyingexemption 65 or older □ Blind □
widow(er) with dependent child, enter
$6,700

Total number of boxes you checked □
● Head of household, enter $5,900

And the Number 5. Standard deduction.If Your in the Box Your Standard
a. Enter the smaller of line 3 or line 4. If 5a.Filing Status is: Above is: Deduction is:

under 65 and not blind, stop here. This is
Single 1 $5,000 your standard deduction. Otherwise, go

2 6,000 on to line 5b.
b. If 65 or older or blind, multiply $1,000 5b.Married filing joint 1 7,500

return or Qualifying 2 8,300 ($800 if married or qualifying widow(er)
widow(er) with 3 9,100 with dependent child) by the number in
dependent child 4 9,900 the box above.

c. Add lines 5a and 5b. This is your standard 5c.Married filing 1 4,150
deduction for 1996.separate return 2 4,950

3 5,750 Earned income includes wages, salaries, tips, professional4 6,550
fees, and other compensation received for personal services

Head of household 1 6,900 you performed. It also includes any amount received as a
2 7,900 scholarship that you must include in your income.

* If someone can claim you (or your spouse if married filing jointly) as a * Use this worksheet ONLY if someone can claim you (or your spouse if
dependent, use Table 21-3, instead. married filing jointly) as a dependent.
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● Nonbusiness casualty and theft losses — State income and real estate taxes . . . $17,900
line 19 Home mortgage interest . . . . . . . . . . . . . . 45,00022. Charitable contributions . . . . . . . . . . . . . . . 21,000

● Gambling losses — line 27 Investment interest expense . . . . . . . . . . 41,000
Miscellaneous deductions . . . . . . . . . . . . 17,240Limit on

Check the index at the back of this publi- Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $142,140
cation to locate discussions of theseItemized
deductions.

Deductions The Willows’ investment interest ex-
pense is not subject to the overall limit on
itemized deductions. Their deduction for
miscellaneous deductions is the total afterHow To Figure
applying the 2% of AGI limit and does not in-the Limit clude any gambling losses.Introduction

The Willows figure their overall limit as
If your itemized deductions are subject to the follows:This chapter discusses an overall limit on
limit, the total of all your itemized deductionsitemized deductions. The topics include:
is reduced by the smaller of:

● Who is subject to the limit,
1) 3% of the amount by which your AGI ex-

● Which itemized deductions are limited, ceeds $117,950 ($58,975 if married fil- Itemized Deductions Worksheet—Line 28and ing separately), or (Keep for your records)
● How to figure the limit. 2) 80% of your itemized deductions that

are affected by the limit. See Which De- 1. Add the amounts on Schedule A,
ductions Are Affected, earlier. lines 4, 9, 14, 18, 19, 26, and 27. 142,140

Useful Items
2. Add the amounts on Schedule A,

You may want to see:
lines 4, 13, and 19, plus anyBefore you figure the overall limit on item-
gambling losses included on lineized deductions, you must first complete

Form (and Instructions) 27. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,000lines 1 through 27 of Schedule A (Form
1040), including any appropriate forms (such 3.  Subtract line 2 from line 1. (If the□ Schedule A (Form 1040) Itemized
as Form 2106, Form 4684, etc.). result is zero, stop here; enter theDeductions

The overall limit on itemized deductions amount from line 1 above on
is figured after you have applied all other lim- Schedule A, line 28.) . . . . . . . . . . . . . .  101,140
its. Other limits figured first include charita-

4.  Multiply the amountAre You Subject ble contribution limits ( Chapter 26), the limit
on line 3 by 80% (.80).on certain meals and entertainment ( Chap-
. . . . . . . . . . . . . . . . . . . . . . . 80,912to the Limit? ter 28), and the 2% of AGI limit on certain

5. Enter the amount frommiscellaneous deductions ( Chapter 30).You are subject to the limit on certain item-
Form 1040, line 32 . . . 255,250

ized deductions if your AGI is more than
6. Enter $117,950$117,950 ($58,975 if you are married filing Itemized Deductions Worksheet.  After

($58,975 if marriedseparately). Your AGI is the amount on line you have completed Schedule A (Form
filing separately) . . . . . 117,95032 of your Form 1040. 1040) through line 27, you can use the Item-

This limit does not apply to estates or 7.  Subtract line 6 fromized Deductions Worksheet in the Instruc-
trusts. line 5. (If the result istions for Form 1040 to figure your limit. Enter

zero or less, stopthe result on line 28 of Schedule A (Form
here; enter the1040). Keep the worksheet for your records.Which Deductions amount from line 1

Are Affected above on Schedule A,You should compare the amount of
line 28.) . . . . . . . . . . . . . . 137,300your itemized deductions after ap-All itemized deductions on Schedule A

plying the limit to the amount of your 8.  Multiply the amount(Form 1040) are subject to the overall limit,
standard deduction. Use the greater amount on line 7 by 3% (.03). 4,119with four exceptions discussed next. Item-
when completing line 34 of your Form 1040.ized deductions are discussed in Part Five of 9. Enter the smaller of line 4 or line
See Chapter 21 for information on how to fig-this publication. 8. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,119
ure your standard deduction.

10. Total itemized deductions.
Exceptions Subtract line 9 from line 1. Enter

the result here and on ScheduleThe Schedule A (Form 1040) deductions
A, line 28 . . . . . . . . . . . . . . . . . . . . . . . . . . 138,021Example listed next are not subject to the overall limit

on itemized deductions. However, they are For tax year 1996, Bill and Terry Willow are
still subject to other applicable limits. filing a joint return on Form 1040 and have

adjusted gross income of $255,250. Their Of their $142,140 total itemized deduc-● Medical and dental expenses — line 4
Schedule A itemized deductions consist of tions, the Willows can deduct only $138,021.

● Investment interest expense — line 13 the following. They enter $138,021 on Schedule A, line 28.
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received $2,550 or more of gross income orUseful Items
filed a joint return.You may want to see:23. Example 1.  Last year your son was your

Publication dependent. This year he no longer qualifies
as your dependent. However, you paid $800□ 502 Medical and Dental ExpensesMedical and
this year for medical expenses your son in-
curred last year when he was your depen-Dental Expenses Form (and Instructions)
dent. You can include the $800 in figuring

□ Schedule A (Form 1040) Itemized this year’s medical expense deduction. You
Deductions cannot include this amount on last year’s

return.Important Change
Example 2.  You provided more than halfWhose Expenses

of your married daughter’s support, includingfor 1996 
her medical expenses of $1,200. She andCan You Include? Standard mileage rate.  The standard
her husband file a joint return. Although youamount you can deduct for the use of your You can include medical expenses you pay may not be able to claim an exemption forcar for medical reasons has been increased for yourself and for the individuals discussed your daughter, she is still your dependentto 10 cents a mile beginning January 1, in this section.
and you can include in your medical ex-1996.
penses the $1,200 you paid.

Spouse.   You can include medical ex-
penses you paid for your spouse. To claim

Adopted child.   You can include medicalthese expenses, you must have been mar-Important Reminder expenses that you paid for a child beforeried either at the time your spouse received
adoption, if the child qualified as your depen-Self-employed health insurance.  The spe- the medical services or at the time you paid
dent when the medical expenses were pro-cial rule that allowed self-employed individu- the medical expenses.
vided or when the expenses were paid. If youals to deduct 25% of health insurance premi-

Example 1.  Mary received medical treat- pay back an adoption agency or other per-ums from gross income expired December
ment before she married Bill. Bill paid for the sons for medical expenses they paid under31, 1993. It was reinstated for all tax years
treatment after they married. Bill can include an agreement with you, you are treated asbeginning after 1993.
these expenses in figuring his medical ex- having paid those expenses provided youIf you were entitled to claim this deduc-
pense deduction even if Bill and Mary filetion in 1994 but did not do so, file Form clearly substantiate the payment is directly
separate returns.1040X, Amended U.S. Individual Income Tax attributable to the medical care of the child.

If Mary had paid the expenses before sheReturn,  to amend your 1994 return. Use the But if you pay back medical expenses in-and Bill married, Bill could not include Mary’sworksheet in the 1994 Form 1040 Instruc- curred and paid before adoption negotia-medical expenses on his separate return.tions, or get the 1995 Publication 535, Busi- tions began, you cannot include them asMary would include all the medical expensesness Expenses, if one of the exceptions medical expenses.she paid during the year on her separate re-applies.
turn. If they filed a joint return, the medicalBeginning in 1995, the deduction was in- Child of divorced or separated parents.  Ifexpenses both paid during the year would becreased from 25% to 30%. For more infor- either parent can claim a child as a depen-used to f igure their medical expensemation, see Health insurance costs for self- dent under the rules for divorced or sepa-deduction.employed persons. rated parents, each parent can include the

Example 2.  This year John paid medical medical expenses he or she pays for the
expenses for his wife Louise who died last child even if an exemption for the child is
year. John married Belle this year and they claimed by the other parent.Introduction file a joint return. Because John was married
to Louise when she incurred the medical ex-This chapter discusses how to claim a de- Support claimed under a multiple supportpenses, he can include those expenses induction for your medical and dental ex- agreement.   A multiple support agreementfiguring his medical deduction for this year.penses. It contains a list of items that you is used when two or more people provide

can or cannot include in figuring your deduc- more than half of a person’s support, but noDependents.   You can include medical ex-tion. It also explains how to treat insurance one alone provides more than half. If you arepenses you paid for your dependent. Toreimbursements and other reimbursements considered to have provided more than halfclaim these expenses, the person must haveyou may receive for medical care. under such an agreement, you can includebeen your dependent either at the time theIt will help you determine: medical expenses you pay, even if you can-medical services were provided or at the
● Whose expenses you can include, not claim the person because he or she hadtime you paid the expenses. A person gener-

gross income of $2,550 or more or filed a● What expenses you can include, ally qualifies as your dependent for purposes
joint return.● How to claim expenses of a decedent, of the medical expense deduction if:

Any medical expenses paid by othersand 1) That person lived with you for the entire who joined you in the agreement cannot be
● How to figure your deduction. year as a member of your household or included as medical expenses by anyone.

is related to you, and However, you can include the entire un-To deduct any medical and dental ex-
reimbursed amount you paid for medical2) That person was a U.S. citizen or resi-penses, you must itemize your deductions
expenses.dent, or a resident of Canada or Mexicoon Schedule A (Form 1040). You must re-

for some part of the calendar year in Example.  You and your three brothersduce the amount of your medical expenses
which your tax year began, and each provide one-fourth of your mother’s to-by any reimbursement you receive for these

tal support. Under a multiple support agree-3) You provided over half of that person’sexpenses.
ment, you claim your mother as a depen-total support for the calendar year.There are limits on the amount you can
dent. You paid all of her medical expenses.deduct. You can deduct only the amount of
Your brothers repaid you for three-fourths ofyour medical and dental expenses that is You can include the medical expenses of
these expenses. In figuring your medical ex-more than 7.5% of your adjusted gross in- any person who is your dependent even if
pense deduction, you can include only one-come shown on line 32, Form 1040. See you cannot claim an exemption for him or her
fourth of your mother’s medical expenses.How To Figure Your Deduction. on your return only because the dependent
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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 to retirement home protection policies, or
doctor designated for medical ● Expenses for your policies providing

care general health (even if payment for loss of life,
● Capital expenses for following your doctor’s limb, sight, etc.

equipment or ● Prescription medicines advice) such as—
improvements to your (those requiring a ● Maternity clothes
home needed for prescription by a doctor —Health club dues
medical care (see for their use by an ● Medical insurance
Publication 502) individual) and insulin —Household help (even included in a car

if recommended by a insurance policy
● Cost and care of guide ● Psychiatric care at a doctor) covering all persons

dogs or other animals specially equipped injured in or by your car
aiding the blind, deaf, medical center (includes —Social activities, such as
and disabled meals and lodging) dancing or swimming ● Medicine you buy

lessons without a prescription
● Cost of lead-based paint ● Social Security tax,

removal (see Publication Medicare tax, FUTA, and —Stop smoking program ● Nursing care for a
502) state employment tax for healthy baby

worker providing medical —Trip for general health
● Expenses of an organ care (see Wages for improvement ● Surgery for purely

donor nursing services, below) cosmetic reasons
—Weight loss program

● Hospital services fees ● Special items (artificial ● Toothpaste, toiletries,
(lab work, therapy, limbs, false teeth, eye- ● Funeral, burial or cosmetics, etc.
nursing services, glasses, contact lenses, cremation expenses
surgery, etc.) hearing aids, crutches,

wheelchair, etc.) ● Illegal operation or
● Legal abortion treatment

● Special school or home
● Legal operation to for mentally or physically

prevent having children disabled persons (see
Publication 502)

● Meals and lodging
provided by a hospital ● Transportation for
during medical treatment needed medical care

(see discussion)
● Medical and hospital

insurance premiums ● Treatment at a drug or
(see discussion) alcohol center (includes

meals and lodging
● Medical services fees provided by the center)

(from doctors, dentists,
surgeons, specialists, ● Wages for nursing
and other medical services (see Publication
practitioners) 502)

● Oxygen equipment and
oxygen

Your brothers cannot include any part of the or illness. Expenses for solely cosmetic rea- ● Hospitalization, surgical fees, and other
expenses. sons generally are not expenses for medical medical and dental expenses,

However, if you and your brothers share care. Also, expenses that are merely benefi-
● Prescription drugs,the nonmedical support items and you sepa- cial to one’s general health (for example, va-

rately pay all of your mother’s medical ex- cations) are not expenses for medical care. ● Replacement of lost or damaged contact
penses, you can include the amount you Use Table 23–1 in this chapter as a guide lenses, or
paid for her medical expenses in your medi- to determine which medical and dental ex-

● Membership in an association that givescal expenses. penses you can include on Schedule A
cooperative or so-called ‘‘free-choice’’(Form 1040). See Publication 502, Medical
medical service, or group hospitalizationand Dental Expenses, for information about
and clinical care.other expenses you can include. Medical Expenses 

Medical care expenses include amounts If you have a policy that provides moreMedical Insurancepaid for the diagnosis, cure, mitigation, treat- than one kind of payment, you can include
Premiums  ment, or prevention of disease, and for treat- the premiums for the medical care part of the

ments affecting any part or function of the You can include in medical expenses premi- policy if the charge for the medical part is
body. The expenses must be primarily to al- ums you pay for policies that provide pay- reasonable. The cost of the medical portion
leviate or prevent a physical or mental defect ment for: must be separately stated in the insurance
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contract or given to you in a separate Nursing home.   You can include in medicalHealth Insurance Costs for
statement. expenses the cost of medical care in a nurs-Self-Employed Persons  

ing home or home for the aged for yourself,
If you were self-employed and had a net

your spouse, or your dependents. This in-Cafeteria plans.   Do not include in medical profit for the year, were a general partner (or
cludes the cost of meals and lodging in theand dental expenses (line 1 of Schedule A) a limited partner receiving guaranteed pay-
home if the main reason for being there is toinsurance premiums paid by an employer- ments) or if you received wages from an S
get medical care.sponsored health insurance plan (cafeteria corporation in which you were a more than

Do not include  the cost of meals andplan) unless the premiums are included in 2% shareholder (who is treated as a part-
lodging if the reason for being in the home isbox 1 of your Form(s) W–2. Also, do not in- ner), you may be able to deduct up to 30% of
personal. You can, however, include in medi-clude any other medical and dental ex- the amount paid for health insurance on be-
cal expenses the part of the cost that is forpenses paid by the plan unless the amount half of yourself, your spouse, and depen-
medical or nursing care.paid is included in box 1 of your Form(s) W– dents. Do this on line 26 of Form 1040. If you

2. itemize your deductions, include the remain-
Medical trip.  You cannot include the cost ofing premiums with all other medical care ex-

penses on Schedule A, subject to the 7.5% your meals and lodging while you are awayMedicare A.  If you are covered under social
limit. from home for medical treatment if you dosecurity (or if you are a government em-

You cannot take the deduction for anyployee who paid Medicare tax), you are en- not receive the treatment at a medical facil-
month in 1996 in which you were eligible torolled in Medicare A. The tax paid for Medi- ity, or if the lodging is not primarily for or es-
participate in any subsidized health plancare A is not a medical expense. sential to the medical care.
maintained by your employer or yourIf you are not covered under social secur-
spouse’s employer.ity (or were not a government employee who Transportation  If you qualify to take the deduction, usepaid Medicare tax), you can voluntarily enroll

Amounts paid for transportation primarily for,the worksheet in the Form 1040 instructionsin Medicare A. In this situation the premiums
and essential to, medical care qualify asto figure the amount you can deduct. But, ifpaid in 1996 for Medicare A can be included
medical expenses.either of the following applies, do not use theas a medical expense on your tax return.

worksheet. Instead, use the worksheet in
Publication 535 to figure your deduction. Include:Medicare B.   Medicare B is supplemental

medical insurance. Premiums you pay for ● You had more than one source of income ● Bus, taxi, train, and plane fares,
Medicare B are a medical expense. If you ap- subject to self-employment tax.

● Ambulance service,plied for it at age 65, you can deduct $42.50
● You file Form 2555, Foreign Earned In-

for each month in 1996 for which you paid a ● Car expenses,come, or Form 2555–EZ.
premium. If you were over age 65 when you

● Transportation expenses of a parent whofirst enrolled, check the information you re-
must go with a child who needs medicalceived from the Social Security Administra-
care,Meals and Lodging  tion to find out your premium.

Payment for meals and lodging provided by ● Transportation expenses of a nurse or
a hospital or similar institution as a neces-Prepaid insurance.   Premiums you pay other person who can give injections,
sary part of medical care is a medical ex-before you are 65 for insurance covering medications, or other treatment required
pense if the main reason for being in the hos-medical care for yourself, your spouse, or by a patient who is traveling to get medi-
pital is to receive medical care.your dependents after you reach 65 are cal care and is unable to travel alone, and

You may be able to include in medical ex-medical care expenses in the year paid if
● Transportation expenses for regular visitspenses the cost of lodging not provided in athey are:

to see a mentally ill dependent, if thesehospital or similar institution. You can in-
1) Payable in equal yearly installments, or visits are recommended as part ofclude the cost of such lodging while away

more often, and treatment.from home if you meet all of the following
requirements.2) Payable for at least 10 years, or until

you reach 65 (but not for less than 5 1) The lodging is primarily for and essential
Do not include:years). to medical care.
● Transportation expenses to and from2) The medical care is provided by a doc-

work even if your condition requires an un-tor in a licensed hospital or in a medical
Unused sick leave used to pay premiums. usual means of transportation, orcare facility related to, or the equivalent
You must include in gross income cash pay- of, a licensed hospital. ● Transportation costs if, for nonmedicalments you receive at the time of retirement

reasons only, you choose to travel to an-3) The lodging is not lavish or extravagantfor unused sick leave.
other city, such as a resort area, for an op-under the circumstances.You must also include in gross income
eration or other medical care prescribedthe value of unused sick leave that, at your 4) There is no significant element of per-
by your doctor.option, your employer applies to the cost of sonal pleasure, recreation, or vacation

your continuing participation in your employ- in the travel away from home.
er’s health plan after you retire. You can in-

Car expenses.   You can include out-of-clude this cost of continuing participation in  The amount you include in medical ex-
pocket expenses for your car, such as gasthe health plan as a medical expense. penses for lodging cannot exceed $50 for
and oil. You cannot include depreciation, in-If you participate in a health plan where each night for each person. Lodging is in-
surance, general repair, or maintenanceyour employer automatically applies the cluded for a person for whom transportation
expenses.value of unused sick leave to the cost of your expenses are a medical expense because

If you do not want to figure your actual ex-continuing participation in the health plan that person is traveling with the person re-
penses, you can use a standard rate of 10(and you do not have the option to receive ceiving the medical care. For example, if a
cents a mile for use of your car for medicalcash), you do not include the value of the un- parent is traveling with a sick child, up to
reasons.used sick leave in gross income. You cannot $100 per night for lodging is included as a

Either way, you can include the cost ofinclude this cost of continuing participation in med ica l  expense .  (Mea ls  a re  no t
parking fees  and tolls.that health plan as a medical expense. deductible.)
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1040 in the year paid, whether they are paidDisabled Dependent Reimbursements  
before or after the decedent’s death. The ex-

You must reduce your total medical ex-Care Expenses penses can be included if the person was penses for the year by all reimbursementsSome disabled dependent care expenses your spouse or dependent either at the time for medical expenses that you receive frommay qualify as medical expenses or as work- the medical services were provided or at the insurance or other sources during the year.related expenses for purposes of taking a time you paid the expense. This includes payments from Medicare.credit for dependent care. (See Chapter 33.)
Do not reduce medical expenses by anyYou can choose to apply them either way as

payment you received for loss of earnings orlong as you do not use the same expenses
damages for personal injury or sickness.to claim both a credit and a medical expense How To Figurededuction.
Excess reimbursement.  If the total reim-Your Deduction 
bursement you received during the year isImpairment-Related the same as or more than your total medicalTo figure your medical expense deduction,Work Expenses  expenses for the year, you cannot take acomplete Schedule A (Form 1040). If you
medical deduction. The following discus-Certain unreimbursed expenses may appear need more information on itemized deduc-
sions explain whether you need to includeto be deductible as either medical or busi- tions or you are not sure whether you can
excess reimbursement in income.ness expenses. Deduct them as business itemize, see Chapters 21 and 22. Premiums paid by you.  If you pay thedeductions if they are:

Write in the amounts you paid for medical entire premium for your medical insurance or
● Necessary for you to do your work and dental care expenses after reducing the all of the cost of a plan similar to medical in-satisfactorily, amount by payments you received from in- surance, do not include an excess reim-
● For goods or services not required or surance and other sources. You can deduct bursement in your gross income.

used, other than incidentally, in your per- only the amount of your medical and dental Premiums paid by you and your em-
sonal activities, and expenses that is more than 7.5% of your ad- ployer.  If both you and your employer con-

justed gross income shown on line 32, Form tribute to your medical insurance plan and● Not specifically covered under other in-
1040. your employer’s contributions are not in-come tax laws.

cluded in your gross income, you must in-Write the amount of your unreimbursed
clude in your gross income on line 21 ofmedical expenses on line 1, Schedule AExample.  You are blind. To do your
Form 1040 the part of an excess reimburse-(Form 1040). For an example, see Medicalwork, you must use a reader. You use the
ment  tha t  i s  f rom your  emp loyer ’ sand dental expenses (lines 1–4, Schedule A)reader both during your regular working
contributions.under Itemized Deductions (Schedule A) inhours at your place of work and outside your

Chapter 39.regular working hours away from your place Example.  You are covered by your em-
of work. The reader’s services are only for ployer’s medical insurance policy. The an-
your work. You can deduct your expenses nual premium is $2,000. Your employer paysSeparate returns.  If you and your spouse
for the reader as business expenses. $600 of that amount and the balance oflive in a noncommunity property state and

$1,400 is taken out of your wages. The partfile separate returns, each of you can include
of any excess reimbursement you receive

only the medical expenses each actually
under the policy that is from your employer’s

paid. Any medical expenses paid out of aDecedents  contributions is figured like this:
joint checking account in which you and your

The survivor or personal representative of a
spouse have the same interest are consid- Total annual cost of policy . . . . . . . . . . . . . . . . $2,000decedent can choose to treat certain ex-
ered to have been paid equally by each of Amount paid by employer . . . . . . . . . . . . . . . . . $ 600penses paid by the decedent’s estate for the
you, unless you can show otherwise.decedent’s medical care as paid by the de- Employer’s contribution in relation toCommunity property states.  If you andcedent at the time the medical services were the annual cost of the policy 
your spouse live in a community propertyprovided. The expenses must be paid within ($600 ÷  $2,000) 30%
state and file separate returns, any medicalthe one-year period beginning with the day
expenses paid out of community funds are You must include in your gross incomeafter the date of death. If you are the survivor
divided equally. Each of you should include on line 21 of Form 1040 30% of any excessor personal representative making this
half the expenses. If medical expenses are reimbursement you received for medical ex-choice, you must attach a statement to the
paid out of the separate funds of one penses under the policy.decedent’s Form 1040 (or the decedent’s

Premiums paid by your employer.  Ifspouse, only the spouse who paid the medi-amended return, Form 1040X), saying that
your employer or your former employer payscal expenses can include them. If you live inthe expenses have not been and will not be
the total cost of your medical insurance planclaimed on the estate tax return. a community property state, are married, and
and your employer’s contributions are not in-Amended returns and claims for refund file a separate return, see Publication 555,
cluded in your income, you must report allare discussed in Chapter 1. Community Property.
excess reimbursements as other income onExample.  John properly filed last year’s
line 21 of Form 1040.income tax return. He died this year with un- What expenses can you include in 1996? More than one policy.  If you are cov-paid medical expenses of $1,500 from last You can include medical expenses only in ered under more than one policy, the costsyear and $2,000 from this year. His executor the year you paid them. (But see Decedents, of which are paid by both you and your em-will pay the expenses in January of next earlier.) If you pay medical expenses by ployer, you must first divide the medical ex-year. The executor can file an amended re- check, the day you mail or deliver the check pense among the policies to figure the ex-turn for last year claiming the $1,500 medical

generally is the date of payment. If you use a cess reimbursement from each policy. Thenexpenses. The $2,000 medical expenses
‘‘pay-by-phone’’, or ‘‘on-line’’ account, the divide the policy costs to figure the part offrom this year can be included on this year’s
date reported on the statement of the finan- any excess reimbursement that is from yourreturn, which will be the decedent’s final
cial institution showing when payment was employer’s contribution.return.
made is the date of payment. You can in- Example.  You are covered by your em-
clude medical expenses you charge to yourExpenses for deceased spouse or depen- ployer’s health insurance policy. The annual
credit card in the year the charge is made. Itdent.  If you paid medical expenses for your premium is $1,200. Your employer pays
does not matter when you actually pay thedeceased spouse or dependent, include $300, and the balance of $900 is deducted
amount charged.them as medical expenses on your Form from your wages. You also paid the entire
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premium of $250 for a personal health insur-
ance policy.

During the year, you paid medical ex-
penses of $3,600. In the same year, you
were reimbursed $2,500 under your employ-
er’s policy and $1,500 under your personal
policy.

You figure the part of any excess reim-
bursement you receive that is from your em-
ployer’s contribution like this:

Reimbursement from employer’s policy $2,500
Reimbursement from your policy . . . . . . . . . 1,500

Total reimbursement $4,000

Amount of medical expenses from your
policy [($1,500 ÷  $4,000) ×  $3,600
total medical expenses] . . . . . . . . . . . . . . . . $1,350

Amount of medical expenses from your
employer’s policy [($2,500 ÷  $4,000)
×  $3,600 total medical expenses] . . . . 2,250

Total medical expenses $3,600

Excess reimbursement from your
employer’s policy ($2,500 –  $2,250) $ 250

Because both you and your employer
contribute to the cost of this policy, you must
divide the cost to determine the excess reim-
bursement  f rom your  emp loyer ’ s
contribution.

Employer’s contribution in relation to the
annual cost of the policy 
($300 ÷  $1,200) . . . . . . . . . . . . . . . . . . . . . . . 25%

Amount to report as income
(25% ×  $250) $62.50

Reimbursement in a later year.  If you are
reimbursed in a later year for medical ex-
penses you deducted in an earlier year, you
must report as income the amount you re-

were not more than 7.5% of your adjusted is for medical expenses deducted in an ear-ceived from insurance or other sources that
gross income, do not include in income the lier year is included as income in the lateris equal to, or less than, the amount you pre-
reimbursement for this expense that you re- year if your medical deduction in the earlierviously deducted as medical expenses.
ceive in a later year. However, if the reim- year reduced your income tax in that year.However, you do not have to report the reim-
bursement is more than the expense, see See Reimbursement in a later year, earlier. bursement you received up to the amount of
Excess reimbursement, earlier. Future medical expenses.  If you re-your medical deductions that did not reduce

ceive an amount in settlement of a damageyour tax for the earlier year. For more infor- Example.  In 1996, you have medical ex-
suit for personal injuries that is properly allo-mation about the recovery of an amount that penses of $500. You cannot deduct the
cable or determined to be for future medicalyou claimed as an itemized deduction in an $500 because it is not more than 7.5% of
expenses, you must reduce any medical ex-earlier year, see Itemized Deduction Recov- your adjusted gross income. If, in a later
penses for these injuries until the amounteries in Chapter 13. year, you are reimbursed for any of the $500
you received has been completely used.medical expenses, you do not include that

Medical expenses not deducted.  If you amount in your gross income.
did not deduct a medical expense in the year
you paid it because you did not itemize de- Damages.   If you receive an amount in set-
ductions or because your medical expenses tlement of a personal injury suit, the part that
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□ Schedule E (Form 1040) Deduct estimated tax payments you
Supplemental Income and made during the year under a pay-as-you-go

Loss plan of a state or local government. How-24.
ever, you must have a reasonable basis for□ Form 1116 Foreign Tax Credit
making the estimated tax payments. Any es-Taxes timated state or local tax payments you
make that are not reasonably determined inTests to Deduct
good faith at the time of payment are not de-
ductible. For example, if you made an esti-Any Tax  
mated state income tax payment, but the es-Important Reminder The following two tests must be met for any timate of your state tax liability for the year

tax to be deductible by you.Limit on itemized deductions.  If your ad- shows that you will get a refund of the full
1) The tax must be imposed on you.justed gross income is more than $117,950 amount of your estimated payment, then you

($58,975 if you are married filing separately), had no reasonable basis to believe you had2) The tax must be paid during your tax
the overall amount of your itemized deduc- any additional liability for state income taxes,year.
tions may be limited. See Chapter 22 for and you cannot deduct it.
more information about this limit. Deduct any part of a refund of prior-yearThe tax must be imposed on you.  Gener-

state or local income taxes that you chose toally, you can deduct only taxes that are im-
have credited to your 1996 estimated stateposed on you.
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- a home, they are deductible on your ● Any state or local income tax refund (or
ule A (Form 1040). It also explains which spouse’s separate return or on your joint credit) you expect to receive for 1996, or
taxes you can deduct on other schedules or return.

● Any refund of (or credit for) prior yearforms and which taxes you cannot deduct.
state and local income taxes you actuallyThe chapter covers: The tax must be paid during your tax
received in 1996.year.  If you are a cash basis taxpayer, you● Income taxes (state, local, or foreign)

can deduct only those taxes paid during the
● Real estate taxes (state, local, or foreign) Refund (or credit) of state or local in-calendar year for which you file a return. If

come taxes.   If you receive a refund of (oryou pay your taxes by check, the day you● Personal property taxes (state or local)
credit for) state or local income taxes in amail or deliver the check is generally the

● Taxes that are expenses of a business or year after the year in which you paid them,date of payment. If you use a pay-by-phoneof producing income you may have to include all or part of the re-account, the date reported on the statement
fund in income on line 10 of Form 1040, in● Taxes and fees you cannot deduct of the financial institution showing when pay-
the year you receive it. This includes refundsment was made is the date of payment.
resulting from taxes that were overwithheld,The end of the chapter explains which If you question a tax liability and use the
applied from a prior year return, not figuredform you use to deduct the different types of cash method of accounting, you can deduct
correctly, or figured again as a result of antaxes. the tax only in the year it is actually paid. If
amended return. However, if you did notyou use an accrual method of accounting,
itemize your deductions in the previous year,Table.  Use Table 24–1 as a guide to deter- you must use special rules for determining
you do not have to include the refund in in-mine which taxes you can deduct. when you can deduct the tax liability you are
come. For a discussion of how much to in-questioning. See Contested Liabilities in
clude, see Recoveries in Chapter 13.State or local taxes.  These are taxes im- Publication 538, Accounting Periods and

Separate returns.  If you and yourposed by the 50 states, U.S. possessions, or Methods, for more information.
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

If you file separate state and local returnsSecretary of the Treasury as performing sub- This section discusses the deductibility of
and a joint federal return, you can deduct onstantial government functions will be treated state and local income taxes, employee con-
your joint federal return the total of the stateas a state for this purpose. Income taxes, tributions to state benefit funds, and foreign
and local income taxes both of you paid.real estate taxes, and personal property income taxes.

If you and your spouse file joint state andtaxes imposed by that Indian tribal govern-
local returns and separate federal returns,ment (or by any of its subdivisions that are State and local income taxes.  You can de-
each of you can deduct on your separatetreated as political subdivisions of a state) duct state and local income taxes. However,
federal return part of the state and local in-are deductible. you cannot deduct state and local income
come taxes. You can deduct only thetaxes you pay on income that is exempt from
amount of the total taxes that is proportion-Foreign taxes.   These are taxes imposed federal income tax, unless the exempt in-
ate to your gross income compared to theby a foreign country or any of its political come is interest income. For example, you
combined gross income of you and yoursubdivisions. cannot deduct the part of a state’s income
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-What to deduct.  Deduct state and localYou may want to see:
ually liable for the full amount of the stateincome taxes withheld from your salary in
and local income taxes, you and your spousethe year they are withheld. For 1996, thesePublication
can deduct on your separate federal returnstaxes will be shown in boxes 18 and 21 of

□ 514 Foreign Tax Credit for Individuals the amount you each actually paid.your Form W-2. You may also have state or
local income tax withheld on Form 1099-

Form (and Instructions) MISC (box 11) or Form 1099-R (boxes 10 State benefit funds.   As an employee, you
□ Schedule A (Form 1040) Itemized and 13). Deduct payments made on taxes can deduct mandatory contributions to state

Deductions for an earlier year in the year they are paid. 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. Mandatory payments made to for local benefits and improvements that in- the real estate taxes must be divided be-
the following state benefit funds are deducti- crease the value of the property. See Real tween the buyer and the seller.
ble as state income taxes on line 5 of Sched- Estate Items You Cannot Deduct, later. The buyer and the seller must divide the
ule A (Form 1040). An itemized charge  for services to spe- real estate taxes according to the number of

cific property or people is not a tax, even if days in the real property tax year (the pe-● California
the charge is paid to the taxing authority. You riod to which the tax imposed relates) that

● New Jersey cannot deduct the charge as a real estate each owned the property. The seller is
tax if it is:● New York Nonoccupational Disability treated as paying the taxes up to the date of

Benefit Fund sale. The buyer is treated as paying the1) A unit fee for the delivery of a service
taxes beginning with the date of sale. This(such as a $5 fee charged for every● Rhode Island Temporary Disability Benefit

1,000 gallons of water you use), applies regardless of the lien dates under lo-Fund
cal law. Generally, this information is in-2) A periodic charge for a residential ser-● Washington State Supplemental Work-
cluded on the settlement statement pro-vice (such as a $20 per month or $240men’s Compensation Fund
vided at closing.annual fee charged to each homeowner

If you (the seller) cannot deduct taxes un-for trash collection), or
Employee contributions to private til they are paid because you use the cash

3) A flat fee charged for a single serviceor voluntary disability plans are not method of accounting, and the buyer of yourprovided by your government (such as adeductible. property is personally liable for the tax, you$30 charge for mowing your lawn be-
are considered to have paid your part ofcause it was allowed to grow higher
the tax at the time of the sale. This lets youthan permitted under your localForeign income taxes.   Generally, you can deduct the part of the tax to the date of saleordinance).take either a deduction or a credit for income even though you did not actually pay it. How-

taxes imposed on you by a foreign country or ever, you must also include the amount of
a U.S. possession. However, you cannot You must look at your real estate that tax in the selling price of the property.
take a deduction or credit for foreign income tax bill to determine if any nonde- You figure your deduction for taxes on
taxes paid on income that is exempt from ductible itemized charges, such as each property bought or sold during the realU.S. tax under the foreign earned income ex- those just listed, are included in the bill. If property tax year as follows.clusion or the foreign housing exclusion. For your taxing authority (or mortgage lender)
information on these exclusions, get Publi- does not furnish you a copy of your real es- 1. Enter the total real estate taxes forcation 54, Tax Guide for U.S. Citizens and tate tax bill, ask for it. the real property tax year . . . . . . . . . .Resident Aliens Abroad.

2. Enter the number of days in the real
property tax year that you ownedTenant-shareholders in a cooperative
the property . . . . . . . . . . . . . . . . . . . . . . . .housing corporation.   Generally, you canReal Estate Taxes  deduct your share of the real estate taxes 3. Divide line 2 by 366 . . . . . . . . . . . . . . . .

the corporation paid or incurred on the prop-Deductible real estate taxes are any state,
4.  Multiply line 1 by line 3. This is your

erty. The corporation should provide youlocal, or foreign taxes on real property levied
deduction. Enter it on line 6 of

with a statement showing you your share offor the general public welfare. The taxes
Schedule A (Form 1040) . . . . . . . . . .

the taxes. For more information, see Specialmust be based on the assessed value of the
Rules for Cooperatives in Publication 530.real property and must be charged uniformly

Note. Repeat steps 1 through 4 for each propertyagainst all property under the jurisdiction of
you bought or sold during the real property taxthe taxing authority. Deductible real estate Purchase or sale of real estate.  If you
year.taxes generally do not include taxes charged bought or sold real estate during the year,
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Delinquent taxes.  Do not divide delin- less $483 deduction) to their basis of the the date of sale. The buyer includes this
quent taxes between the buyer and seller if new home. (The sellers add this $249 to their amount in the cost basis of the property, and
the taxes are for any real property tax year selling price and deduct the $249 as a real the seller both deducts this amount as a tax
before the one in which the property is sold. estate tax.) expense and includes it in the sales price of
Even if the buyer agrees to pay the delin- Dennis and Beth’s real estate tax deduc- the property.
quent taxes, the buyer cannot deduct them. tion for their old and new homes is the sum For a real estate transaction that involves
The buyer must add them to the cost of the of $211 and $483, or $694. They will enter a residence, any real estate tax the seller
property. The seller can deduct these taxes this amount on line 6 of Schedule A (Form paid in advance but that is the liability of the
paid by the buyer. However, the seller must 1040). buyer appears in box 5 of Form 1099–S. The
include them in the selling price. buyer deducts this amount as a real estateExample 2.  George and Helen Brown

The following examples illustrate how tax expense, and the seller reduces his orbought a home on May 2, 1996. Their real
real estate taxes are divided between buyer her real estate tax expense by the sameproperty tax year is the calendar year. Real
and seller. amount. See Refund (or rebate), later.estate taxes for 1995 were assessed in their

Example 1.  Dennis and Beth White’s state on January 1, 1996. The taxes became
Taxes placed in escrow.  If your monthlyreal property tax year for both their old home due on May 31, 1996, and October 31, 1996.
mortgage payment includes an amountand their new home is the calendar year, The Browns agreed to pay all taxes due
placed in escrow (put in the care of a thirdwith payment due August 1. The tax on their after the date of purchase. Real estate taxes
party) for real estate taxes, you cannot de-old home, sold on May 6, was $620. The tax for 1995 were $680. They paid $340 on May
duct the total of these amounts placed in es-on their new home, bought on May 3, was 31, 1996, and $340 on October 31, 1996.

$732. Dennis and Beth are considered to crow. You can deduct only the real estate taxThese taxes were for the 1995 real property
have paid a proportionate share of the real that the lender actually paid to the taxing au-tax year. The Browns cannot deduct them
estate taxes on the old home even though thority. If the lender does not notify you ofsince they did not own the property until
they did not actually pay them to the taxing the amount of real estate tax that was paid1996. Instead, they must add $680 to the ba-
authority. On the other hand, they can claim for you, contact the lender or the taxing au-sis (cost) of their home.
only a proportionate share of the taxes they thority to find the proper amount to show onIn January 1997, the Browns receive
paid on their new property even though they your return.their 1996 property tax statement for $752,
paid the entire amount. which they will pay in 1997. The Browns

Dennis and Beth owned their old home owned their new home during the 1996 real Tenants by the entirety.  If you and your
during the real property tax year for 126 days property tax year for 244 days (May 2 to De- spouse held property as tenants by the en-
(January 1 to May 5, the day before the sale). cember 31). They will figure their 1997 de- tirety and you file separate returns, each of
They figure their deduction for taxes on their duction for taxes as follows. you can deduct only the taxes each of you
old home as follows. paid on the property.

1. Enter the total real estate taxes for
the real property tax year . . . . . . . . . . $752 Divorced individuals.  If your divorce orTAXES ON OLD HOME

2. Enter the number of days in the real separation agreement states that you must
1. Enter the total real estate taxes for property tax year that you owned pay the real estate taxes for a home owned

the real property tax year . . . . . . . . . . $620 the property . . . . . . . . . . . . . . . . . . . . . . . . 244 by you and your spouse, part of your pay-
2. Enter the number of days in the real ments may be deductible as alimony and3. Divide line 2 by 366 . . . . . . . . . . . . . . . . .67

property tax year that you owned part as real estate taxes. See Publication4.  Multiply line 1 by line 3. This is your
the property . . . . . . . . . . . . . . . . . . . . . . . . 126 504, Divorced or Separated Individuals, fordeduction. Claim it on line 6 of

information.3. Divide line 2 by 366 . . . . . . . . . . . . . . . . .34 Schedule A (Form 1040) . . . . . . . . . . $504

4.  Multiply line 1 by line 3. This is your
Minister’s and military personnel housingdeduction. Enter it on line 6 of  The remaining $248 ($752 paid less $504
allowances.  If you are a minister or a mem-Schedule A (Form 1040) . . . . . . . . . . $211 deduction) of taxes paid in 1997, along with
ber of the uniformed services and receive athe $680 paid in 1996, is added to the cost of
housing allowance that you can excludetheir home. Since the buyers of their old home paid all of
from income, you still can deduct all of theBecause the taxes up to the date of salethe taxes, Dennis and Beth also include the
real estate taxes you pay on your home.are considered paid by the seller on the date$211 in the selling price of the old home.

of sale, the seller is entitled to a 1996 tax de-(The buyers add the $211 to their cost of the
Refund (or rebate).   If you receive a refundduction of $928. This is the sum of the $680home.)
or rebate in 1996 of real estate taxes youfor 1995 and the $248 for the 122 days theDennis and Beth owned their new home
paid in 1996, you must reduce your deduc-seller owned the home in 1996. The sellerduring the real property tax year for 243 days
tion by the amount refunded to you. If you re-must also include the $928 in the selling(May 3 to December 31, including their date
ceive a refund or rebate in 1996 of real es-price when he or she completes Form 2119,of purchase). They figure their deduction for
tate taxes you deducted in an earlier year,Sale of Your Home, (which must be attachedtaxes on their new home as follows.
you generally must include the refund or re-to the seller’s 1996 tax return). The seller
bate in income in the year you receive it.should contact the Browns in January 1997

TAXES ON NEW HOME However, you only need to include theto find out how much real estate tax is due
amount of the deduction that reduced yourfor 1996.1. Enter the total real estate taxes for
tax in the earlier year.Form 1099–S.   For certain sales or ex-the real property tax year . . . . . . . . . . $732

For more information, see Recoveries inchanges of real estate, the person responsi-2. Enter the number of days in the real
Chapter 13. If you did not itemize deductionsble for closing the sale (generally the settle-property tax year that you owned
in the year you paid the tax or you filed Formment agent) prepares Form 1099–S,the property . . . . . . . . . . . . . . . . . . . . . . . . 243
1040A or Form 1040EZ, do not report the re-Proceeds From Real Estate Transactions, to

3. Divide line 2 by 366 . . . . . . . . . . . . . . . . .66 fund as income.report certain information to the IRS and to
4.  Multiply line 1 by line 3. This is your the seller of the property. The gross pro-

deduction. Enter it on line 6 of ceeds from the sale appears in box 2 of the Real Estate Items You
Schedule A (Form 1040) . . . . . . . . . . $483 form. Generally, gross proceeds includes

Cannot Deduct cash, notes, and liabilities assumed by the
buyer, such as any portion of the seller’s real The following are not deductible as real es- Since Dennis and Beth paid all of the taxes
estate tax liability that the buyer will pay afteron the new home, they add $249 ($732 paid tate taxes:
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● Taxes for local benefits, they are imposed by the homeowners asso- charged at a flat rate by a locality for the priv-
ciation, rather than the state or local ilege of working or conducting a business in

● Trash and garbage pickup fees,
government. the locality.

● Transfer taxes (or stamp taxes),
Sales taxes.  If you buy supplies or other● Rent increases due to higher real estate
items for your trade or business and can de-taxes, and Personal Property duct their cost as a business expense, you

● Homeowners association charges. can deduct the sales tax as part of the cost.Taxes  Sales tax on the purchase of property whose
Taxes for local benefits.   Deductible real cost you cannot deduct as a business ex-Personal property tax is deductible if it is a
estate taxes generally do not include taxes pense is added to the property’s cost. Seestate or local tax that is:
charged for local benefits and improvements Cost Basis in Chapter 14.

1) Charged on personal property,that increase the value of your property.
These include assessments for streets, side- Self-employment tax.   If you work for your-2) Based only on the value of the personal
walks, water mains, sewer lines, public park- self, you can deduct half of the self-employ-property, and
ing facilities, and similar improvements. You ment tax you figured on your 1996 Schedule

3) Charged on a yearly basis, even if it isshould increase the basis of your property by SE (Form 1040), Self-Employment Tax.
collected more than once a year, or lessthe amount of the assessment.
than once a year.Local benefit taxes are deductible only if Tax connected with purchase or sale.

they are for maintenance, repair, or interest Generally, any tax paid in connection with
A tax that meets the above requirementscharges related to those benefits. If only a the purchase or sale of property must be

can be considered charged on personal treated as part of the cost basis of the prop-part of the taxes is for maintenance, repair,
property even if it is for the exercise of a privi- erty or, in the case of a sale, as a reduction inor interest, you must be able to show the
lege. For example, a yearly tax based on the amount realized. But if the cost of theamount of that part to claim the deduction. If
value qualifies as a personal property tax property is deductible as a business ex-you cannot determine what part of the tax is
even if it is called a registration fee and is for pense, such as the cost of supplies, any taxfor maintenance, repair, or interest, none of
the privilege of registering motor vehicles or you paid is deductible as part of the businessit is deductible.
using them on the highways. expense.Taxes for local benefits may be included

in your real estate tax bill. If your taxing au- Example.  Your state charges a yearly
Tolls  for bridges and roads, and parkingthority (or mortgage lender) does not furnish motor vehicle registration tax of 1% of value
fees.you a copy of your real estate tax bill, ask for plus 50 cents per hundredweight. You paid

it. You should use the rules above to deter- $32 based on the value ($1,500) and weight
Utility taxes and fuel adjustment charges.mine if the local benefit tax is deductible. (3,400 lbs.) of your car. You can deduct $15

(1% ×  $1,500) as a personal property tax,
Water bills,  sewer, and other serviceTrash and garbage pickup fees.   Fees since it is based on the value. The remaining
charges.$17 ($.50 ×  34), based on the weight, is notcharged for trash and garbage pickup ser-

deductible.vices are not deductible as taxes, even if the
fees are paid to your local taxing authority.
However, service charges used to maintain Taxes and Fees
or improve services (such as trash collection Business Taxesor police and fire protection) are deductible You Cannot Deduct  
as real estate taxes if: And Fees  You cannot deduct any tax or fee unless it is
● The fees or charges are imposed at a like in one of the categories of taxes that are

You can deduct certain taxes and fees notrate against all property in the taxing specifically allowable as a deduction. The
previously listed as deductible in this chapterjurisdiction, categories include:
only if they are ordinary and necessary ex-

● The funds collected are not earmarked; ● State, local, or foreign income or real es-penses of your trade or business or of pro-
instead, they are commingled with gen- tate taxes,ducing income. For a discussion of business
eral revenue funds, and taxes, see Chapter 9 of Publication 535, ● State or local personal property taxes, or

Business Expenses. In some cases, these● Funds used to maintain or improve ser- ● Expenses of a business or income-pro-
taxes are not deducted on Schedule A (Formvices are not limited to or determined by ducing activity.
1040), but are deducted on other schedulesthe amount of these fees or charges
or forms. See Where To Deduct, later.collected.  These categories are all discussed earlier in

Taxes and fees that may be deductible this chapter.
only as business or income-producing ex- Many federal, state, and local govern-
penses include the following items.Transfer taxes  (or stamp taxes).  Transfer ment taxes are not deductible because they

taxes and similar taxes and charges on the do not fall within the categories listed above.
Car registration fees,  inspection fees, andsale of a personal home are not deductible. (Examples are sales taxes and excise taxes
license plates. However, see Personal Prop-If they are paid by the seller, they are ex- that are treated as part of the cost of per-
erty Taxes, earlier.penses of the sale and reduce the amount sonal-use property.) Other taxes and fees

realized on the sale. If paid by the buyer, they are not deductible because they are specifi-
are included in the cost basis of the property. Cigarette,  tobacco, liquor, beer, wine, etc. cally denied a deduction. (Examples are fed-

taxes eral income taxes and employee social se-
curity taxes that are personal, nondeductibleRent increase due to higher real estate
expenses.)taxes.  If your landlord increases your rent in Excise taxes  or customs duties.  These

Listed next are certain taxes and feesthe form of a tax surcharge because of in- include the federal taxes on telephone ser-
that are generally not deductible.creased real estate taxes, you cannot de- vice, gasoline and other motor fuels, and lux-

Nondeductible taxes and fees include:duct the increase as taxes. ury cars.
● Estate, inheritance, legacy, or succes-

Homeowners association charges. Occupational taxes.  You can deduct as a sion taxes. These taxes are generally not
These charges are not deductible because business expense an occupational tax deductible. However, you generally can
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deduct the estate tax attributable to in- they are ordinary and necessary expenses Business taxes.   Taxes that you must pay
come in respect of a decedent if you must of a business or income-producing activity. in operating your business, or on your prop-
include that income in gross income. In For other nondeductible items, see Real Es- erty used in your business, are generally de-
that case, the estate tax can be deducted tate Items You Cannot Deduct, earlier. ducted on Schedule C or C-EZ (Form 1040)
as a miscellaneous deduction that is not or Schedule F (Form 1040).
subject to the 2%-of-adjusted-gross-in- Taxes that are employee business ex-
come limit. For more information, see Es- penses.  Taxes you paid that are deductibleWhere To Deduct tate Tax Deduction in Publication 559, as unreimbursed employee expenses are
Survivors, Executors, and Administrators. generally claimed on line 20 of Schedule AYou deduc t  taxes  on  the  fo l low ing

(Form 1040) as a miscellaneous itemized● Federal income taxes, including those schedules:
deduction subject to the 2%-of-adjusted-withheld from your pay.
gross-income limit. If you also deduct certain

State and local income taxes.   These● Fines (such as for parking or speeding) other unreimbursed employee expenses or if
taxes are deducted on line 5 of Schedule Aand penalties for violation of any law, in- you are reimbursed by your employer, you
(Form 1040), even if your only source of in-cluding forfeiture of related collateral may also have to file Form 2106 or 2106–EZ.
come is from business, rents, or royalties.deposits. See the instructions for line 20 of Schedule A

● Gift taxes. (Form 1040) for more information.
Foreign income taxes.   Generally, income Self-employment tax.   Deduct one-half● License fees for personal purposes taxes you pay to a foreign country or U.S. of your self-employment tax on line 25, Form(such as marriage, driver’s, dog, etc.). possession can be claimed as an itemized 1040.

● Social security, Medicare, or railroad re- deduction on line 8 of Schedule A (Form
tirement taxes withheld from your pay. 1040), or as a credit against your U.S. in- Taxes on property producing rent or roy-

come tax on Form 1116. For more informa-● Social security and other employment alty income.  These taxes generally are de-
tion, get Publication 514.taxes for household workers. You gen- ducted on Schedule E (Form 1040).

erally cannot deduct the social security or
other employment taxes you pay on the Real estate taxes  and personal property Other taxes.  All other deductible taxes are
wages of a household worker. However, taxes.   These taxes are deducted on lines 6 deducted on line 8 of Schedule A (Form
you may be able to include them in medi- and 7 of Schedule A (Form 1040), unless 1040). 
cal or child care expenses. For more infor- they are paid on property used in your busi-
mation, see Chapters 23 and 33. ness or on property that produces rent or

royalty income. See Business taxes, next,
Many taxes and fees other than those and Taxes on property producing rent or roy-

listed above are also nondeductible, unless alty income, later.
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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 $117,950 of Mortgage Interest later). The debt must be secured by the qual-
($58,975 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 your
later 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 took out 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 grandfathered
points, and Chester refinanced the debt in 1990 with adebt).

new 20-year mortgage. The refinanced debt● Investment interest. 2) Mortgages you took out after October
is treated as grandfathered debt for its entire13, 1987, to buy, build, or improve your
term (20 years). This chapter explains the deduction for home (called home acquisition debt),

home mortgage interest. It also explains but only if these mortgages plus any
where to deduct other types of interest and Line-of-credit mortgage.  If you had a line-grandfathered debt totaled $1 million or
lists some types of interest you cannot of-credit mortgage on October 13, 1987, andless ($500,000 or less if married filing
deduct. borrowed additional amounts against it afterseparately) throughout 1996.

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 1996 these mortgage. The balance on the mortgageUseful Items mortgages totaled $100,000 or less before you borrowed the additional amountsYou may want to see: ($50,000 or less if married filing sepa- is grandfathered debt. The newly borrowed
rately) and all mortgages on the home

amounts are not grandfathered debt be-Publication totaled no more than its fair market
cause the funds were borrowed after Octo-

value.□ 936 Home Mortgage Interest ber 13, 1987.
Deduction

The dollar limits for the second and third
Mixed-use mortgages.  A mixed-use mort-categories apply to the combined mortgagesForm (and Instructions)
gage is a loan that consists of more than oneon your main home and second home.

□ 8396 Mortgage Interest Credit 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 $50 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 $1,270 ($1,220 + $50).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 deductsleeping, 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
be included as home mortgage interest and able 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. $1,220. 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 method, see Accounting Methods in
duce your mortgage interest deduction by Chapter 1.)overpaid in an earlier year, you generally will
the amount of the credit. receive a Form 1098, Mortgage Interest 5) You use your loan to buy or build your

For information on how to figure the Statement, showing the refund in box 3. For main home.
credit, see Chapter 36. information about Form 1098, see Mortgage

6) The points were computed as a per-Interest Statement, later.
centage of the principal amount of theMinisters’ and military housing allow- For more information on how to treat re-
mortgage.ance.  If you are a minister or a member of funds of interest deducted in earlier years,

the uniformed services and receive a hous- see Recoveries in Chapter 13. 7) The points were not paid in place of
ing allowance that is not taxable, you can still amounts that ordinarily are stated sepa-
deduct all of the deductible interest on your Rental payments.  If you live in a house rately on the settlement statement,
home mortgage. such as appraisal fees, inspection fees,before your final settlement, any payments

title fees, attorney fees, and propertyyou make for that period are rent, not inter-
Graduated payment mortgages (GPM). taxes.est, even if the settlement papers call them
GPMs under section 245 of the National in te res t .  You  canno t  deduc t  these 8) The amount is clearly shown on the set-Housing Act provide that monthly payments payments. tlement statement ( for example, Formincrease every year for a number of years

HUD–1) as points charged for the mort-and then stay the same. During the early Reverse mortgage loans.  A reverse mort- gage. The points may be shown as paidyears, payments are less than the amount of gage loan is a loan that is based on the value from either your funds or the seller’s.interest owed on the loan. The interest that of your home and is secured by a mortgage
9) The funds you provided at or beforeis not paid becomes part of the principal. Fu- on your home. The lending institution pays

closing, plus any points the seller paid,ture interest is figured on the increased un- you the proceeds of the loan in installments
were at least as much as the pointspaid mortgage loan balance. over a period of months or years. The loan
charged. The funds you provided do notSubject to any limits that apply, you can agreement may provide that interest will be
have to have been applied to the points.deduct the interest you actually paid during added to the outstanding loan balance
They can include a down payment, anthe year if you are a cash method taxpayer. monthly as it accrues. If you are a cash
escrow deposit, earnest money, andFor example, if the interest owed is $2,551 method taxpayer, you deduct the interest on
other funds you paid at or before closingbut your payment for the year is $2,517, you a reverse mortgage loan when you actually
for any purpose. You cannot have bor-can deduct $2,517. Add $34 to the loan pay it, not when it is added to the outstanding
rowed these funds from your lender orprincipal. loan balance.
mortgage broker.

Your deduction may be limited because a
Mortgage assistance payments.  If you reverse mortgage loan generally is subject

 You can also fully deduct in 1996 points paidqualify for mortgage assistance payments to the limit on Home Equity Debt discussed
on a loan to improve our main home, if state-under section 235 of the National Housing in Part II of Publication 936.
ments (1) through (4) above are true.Act, part or all of the interest on your mort-

gage may be paid for you. You cannot de-
Points  duct the interest that is paid for you. Do not Amounts charged for services.  Amounts

include these payments in your income. charged by the lender for specific servicesThe term ‘‘points’’ is used to describe certain
These payments do not reduce other deduc- connected to the loan are not interest. Ex-charges paid, or treated as paid, by a bor-
tions, such as taxes. amples are appraisal fees, notary fees, andrower to obtain a home mortgage. Points

preparation costs for the mortgage note ormay also be called loan origination fees,
Divorced or separated individuals.  If a di- deed of trust. You cannot deduct thesemaximum loan charges, loan discount, or
vorce or separation agreement requires you amounts as points under either the Generaldiscount points.
or your spouse or former spouse to pay rule or the Exception. For information aboutA borrower is treated as paying any
home mortgage interest on a home owned the tax treatment of these amounts andpoints that a home seller pays for the bor-
by both of you, see the discussion of Pay- other settlement fees and closing costs, seerower’s mortgage. See Points paid by a
ments for jointly-owned home in Chapter 20. Chapter 14.seller, later.

However, an amount shown on your set-
tlement statement as points may be deducti-Redeemable ground rents.   If you make General rule.  You cannot deduct the full
ble under the Exception to the General rule,annual or periodic rental payments on a re- amount of points in the year paid. Because
even if it is for services in connection withdeemable ground rent, you can deduct them they are prepaid interest, you must spread
your mortgage (whether VA, FHA, or conven-as mortgage interest. the points over the life (term) of the mort-
tional). The services must not be any of thePayments made to end the lease and to gage. Generally, you can deduct an equal
specific services for which a charge ordina-buy the lessor’s entire interest in the land are portion in each year of the mortgage.
rily is stated separately on the settlementnot ground rents. You cannot deduct them. Exception.  You can fully deduct in 1996
statement, as described in test (7) of the Ex-For more information, see Publication 936. the amount paid on your loan as points if all
ception. The other tests under the ExceptionNonredeemable ground rent.  Pay- the following are true.
also must be met.ments on a nonredeemable ground rent are

1) Your loan is secured by your mainnot interest. You can deduct them as rent if
home. (Your main home is the one youthey are a business expense or if they are for Points paid by a seller.  The term ‘‘points’’
live in most of the time.)rental property held to produce income. includes loan placement fees  that the seller

pays to the lender to arrange financing for2) Paying points is an established business
Refunds of interest.   If you receive a re- the buyer. The seller cannot deduct thesepractice in the area where the loan was
fund of interest in the same tax year you paid fees as interest. But they are a selling ex-made.
it, you must reduce your interest expense by pense that reduces the seller’s amount real-3) The points paid were not more than the
the amount refunded to you. If you receive a ized. See Chapter 16 for information on howpoints generally charged in that area.
refund of interest you deducted in an earlier to treat the expenses of selling your home.

4) You use the cash method of account-year, you generally must include the refund The buyer reduces the basis of the home
ing. This means you report income inin income in the year you receive it. But you by the amount of the seller-paid points and
the year you receive it and deduct ex-need to include it only up to the amount of treats the points as if he or she had paid
penses in the year you pay them. (If youthe deduction that reduced your tax in the them. If all the tests under the Exception are
want more information about thisearlier year. met, the buyer deducts the points in the year
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paid. If any of those tests is not met, the For more information on refinancing, see on the Form 1098 you received, deduct only
buyer deducts the points over the life of the your share of the interest on line 10, Sched-Publication 936. 
loan. ule A. You should tell each of the other bor-

For information about basis, see Chapter rowers what their share is.Limits on deduction.  You cannot fully de-
14. duct points on a mortgage that exceeds the

Refunded interest.  If you received a refundLimit on the Deduction of Mortgage Interest
Funds provided are less than points.  If of interest you overpaid in an earlier year,discussed earlier. See Publication 936 for
you meet all the tests in the Exception ex- you generally will receive a Form 1098 show-details.
cept that the funds you provided were less ing the refund in box 3. See Refunds of inter-
than the points charged to you, you can de- est, earlier.Mortgage Interestduct the points in the year paid up to the

Statement amount of funds you provided. In addition,
you can deduct any points paid by the seller. If you paid $600 or more of mortgage interest Items You(including certain points) during the year onExample 1.  When you took out a

any one mortgage, you generally will receive$100,000 mortgage loan to buy your home in Cannot Deduct 
a Form 1098, Mortgage Interest Statement,December 1996, you were charged one

Some interest payments are not deductible.or a similar statement. You will receive thepoint ($1,000). You meet all the tests for de-
Certain expenses similar to interest also arestatement if you pay interest to a person (in-ducting points in the Exception, except the
not deductible. These items include:cluding a financial institution or a coopera-only funds you provided were a $750 down

tive housing corporation) in the course ofpayment. Of the $1,000 charged for points, ● Personal interest
that person’s trade or business. A govern-you can deduct $750 in 1996.

● ‘‘Points’’ if you are a sellermental unit is a person for purposes of fur-Example 2.  The facts are the same as in
nishing the statement. ● Nonredeemable ground rentExample 1, except that the person who sold

You should receive the statement byyou your home also paid one point ($1,000) ● Service charges  (however, see Other Ex-January 31, 1997. The mortgage interest in-to help you get your mortgage. In 1996, you penses in Chapter 30)formation will also be sent to the IRS.can deduct $1,750 ($750 of the amount you
● Annual fees for credit cardsThe statement will show the total interestwere charged plus the $1,000 paid by the

you paid during the year. If you purchased aseller). You must reduce the basis of your ● Loan fees
main home during 1996, it will also show thehome by the $1,000 paid by the seller.

● Credit investigation feesdeductible points paid during the year, in-
cluding seller-paid points. However, it shouldExcess points.  If you meet all the tests in ● FHA mortgage insurance premiums and
not show any interest that was paid for youthe Exception except that the points paid VA funding fees
by a government agency.were more than are generally paid in your

● Interest relating to tax-exempt incomeAs a general rule, Form 1098 will not in-area, your deduction in 1996 is limited to the
clude points that you cannot fully deduct in ● Interest to purchase or carry tax-exemptpoints generally charged. Any additional
the year paid. However, certain points not in- securitiesamount of points paid is interest paid in ad-
cluded on Form 1098 may be deductible, ei-vance, and the deduction must be spread

● Interest to purchase or carry certain strad-
ther in the year paid or over the life of theover the life of the mortgage. dle positions
loan. See Points, earlier, to determine

● Premium due to the conversion feature ofwhether you can deduct points not shown onSecond home.  The Exception does not ap-
a convertible bondForm 1098.ply to points you pay on loans secured by

your second home. You can deduct these
Penalties.   You cannot deduct fines andPrepaid interest on Form 1098.  If you pre-points only over the life of the loan.
penalties for violations of law, regardless ofpaid interest in 1996 that accrued in full by
their nature.January 15, 1997, this prepaid interest mayMortgage ending early.  If you spread your

be included in box 1 of Form 1098. However,deduction for points over the life of the mort-
even though the prepaid amount may be in-gage, you can deduct any remaining balance Personal Interest  
cluded in box 1, you cannot deduct the pre-in the year the mortgage ends. A mortgage

Personal interest is not deductible. Personalpaid amount in 1996. (See Prepaid interest,may end early due to a prepayment, refi-
interest is any interest that is not home mort-earlier.) You will have to figure the interestnancing, foreclosure, or similar event.
gage interest, investment interest, or busi-that accrued for 1997 and subtract it fromExample.  Dan refinanced his mortgage ness interest.the amount in box 1. You will include the in-in 1991 and paid $3,000 in points that he had

terest for 1997 with the other interest youto spread out over the life of the mortgage. Personal interest includes  such items as:pay for 1997. See Where To Deduct, later.He had deducted $1,000 of these points
● Interest on car loans,through 1995.

More than one borrower.  If you and atDan prepaid his mortgage in full in 1996. ● Interest on income tax paid to the IRS or
least one other person (other than yourHe can deduct the remaining $2,000 of to a state or local tax agency, 
spouse if you file a joint return) were liablepoints in 1996.

● Installment plan interest,for, and paid, interest on a mortgage that
was for your home and the other person re-Refinancing.  Generally, points you pay to ● Credit card finance charges,
ceived a Form 1098 showing the interestrefinance a mortgage are not deductible in

● Retail installment contract financethat was paid during the year, attach a state-full in the year you pay them. This is true
charges,ment to your return explaining this. Showeven if the new mortgage is secured by your

how much of the interest each of you paid, ● Revolving charge account financemain home. However, if you use part of the
and give the name and address of the per- charges,refinanced mortgage proceeds to improve
son who received the form. Deduct youryour main home and you meet the first four

● Late payment charge by a public utility,share of the interest on line 11, Schedule A,tests listed under the Exception, earlier, you andand write ‘‘See attached.’’can fully deduct the part of the points related
● Interest on certain below-market loansIf you are the payer of record on a mort-to the improvement in the year paid. You can

(see Chapter 1 of Publication 550).gage on which there are other borrowers en-deduct the remainder of the points over the
titled to a deduction for the interest shownlife of the loan.
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in a $50 penalty for each failure. The TIN canTable 25-1. Where To Deduct Your Interest
be either a social security number, an individ-
ual taxpayer identification number (issued byType of interest ☞ Where to deduct ☞ Where to find
the Internal Revenue Service), or an em-information
ployer identification number. See Social Se-
curity Number in Chapter 1 for more informa-

Deductible home mortgage interest Schedule A (Form Publication 936 tion about TINs.
and points reported on Form 1098 1040), line 10 If you can take a deduction for points that

were not reported to you on Form 1098, de-
Deductible home mortgage interest Schedule A (Form Publication 936

duct those points on line 12 of Schedule Anot reported on Form 1098 1040), line 11
(Form 1040).

Points not reported on Form 1098 Schedule A (Form Publication 936
Mortgage proceeds used for business or1040), line 12
investment.  If your home mortgage interest

Investment interest (other than Schedule A (Form Publication 550 deduction is limited by the Limit on the De-
interest incurred to produce rents or 1040), line 13 duction of Mortgage Interest explained ear-
royalties) lier, but all or part of the mortgage proceeds

were used for business or investment activi-
Business interest (non-farm) Schedule C or C-EZ Publications 334 and

ties, see Table 25–1. It shows where to de-(Form 1040) 535
duct the part of your excess interest that is
for those activities.Farm business interest Schedule F (Form Publications 225 and

1040) 535
Investment interest.  Deduct investment in-

Interest incurred to produce rents or Schedule E (Form Publications 527 and terest, subject to certain limits discussed in
royalties 1040) 535 Publication 550, on line 13, Schedule A

(Form 1040).
Personal Interest Not Deductible

Amortization of bond premium.   There
are various ways to treat the premium you

See Table 25–1 for a summary of where to pay to buy taxable bonds. See Bond Pre-
deduct your interest expense. mium Amortization in Publication 550.Allocation of Interest 

If you use the proceeds of a loan for more Home mortgage interest and points.  De- Non-farm business interest.  Deduct inter-than one purpose (for example, personal duct the interest and points reported to you est on non-farm business loans on Scheduleand business), you must allocate the interest on Form 1098 on line 10 of Schedule A C or C–EZ (Form 1040).on the loan to each use. However, you do (Form 1040). If you paid more deductible in-
not have to allocate home mortgage interest terest to the financial institution than the
if it is fully deductible regardless of how the Farm business interest.  Deduct interest onamount shown on Form 1098, show the
funds are used. farm business loans on Schedule F (Formlarger deductible amount on line 10. Attach a

You allocate interest (other than fully de- 1040).statement explaining the difference and
ductible home mortgage interest) on a loan write ‘‘See attached’’ next to line 10.
in the same way as the loan itself is allo- Income-producing rental or royalty inter-Deduct home mortgage interest that was
cated. You do this by tracing disbursements not reported to you on Form 1098 on line 11 est.  Deduct interest on a loan for income-
of the debt to specific uses. For details on of Schedule A (Form 1040). If you paid home producing rental or royalty property that is
how to do this, see Chapter 8 of Publication mortgage interest to the person from whom not used in your business in Part I of Sched-
535. you bought your home, show that person’s ule E (Form 1040). 

name, address, and taxpayer identification
Example.  You rent out part of your homenumber (TIN) on the dotted lines next to line

and borrow money to make repairs. You can11. The seller must give you this number andWhere To Deduct deduct only the interest payment for theyou must give the seller your TIN. Failure to
rented part in Part I of Schedule E (FormYou must file Form 1040 to deduct any inter- meet any of these requirements may result
1040). Deduct the rest of the interest pay-est expense on your tax return. Where you
ment on Schedule A (Form 1040) if it is de-deduct your interest expense generally de-
ductible home mortgage interest.pends on how you use the loan proceeds.
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□ 561 Determining the Value of purposes, or for the prevention of cru-
Donated Property elty to children or animals.26. 4) Certain nonprofit cemetery compa-

Form (and Instructions) nies or corporations.
Note: Your contribution to this type□ Schedule A (Form 1040) ItemizedContributions

of organization is not deductible if it canDeductions
be used for the care of a specific lot or□ □ 8283  Noncash Charitable
mausoleum crypt.Contributions

5) The United States or any state, the Dis-Important Reminders trict of Columbia, a U.S. possession (in-
cluding Puerto Rico), a political subdivi-Disaster relief.  You can deduct contribu- Organizations That
sion of a state or U.S. possession, or antions earmarked for ‘‘Earthquake Disaster Qualify To Receive Indian tribal government or any of itsRelief’’ or other disaster relief to a qualified
subdivisions that perform substantialorganization (defined later under Organiza- Deductible government functions.tions That Qualify To Receive Deductible

Note: To be deductible, your contri-Contributions ). However, you cannot deduct Contributions 
bution to this type of organization mustcontributions earmarked for relief of a partic-

You can deduct your contributions only if you be made solely for public purposes.ular individual or family.
make them to a qualified organization. To
become a qualified organization, most orga- Examples.  Qualified organizations include:Written acknowledgement required.  You
nizations other than churches and govern-can claim a deduction for a contribution of ● Churches, a convention or association of
ments, as described below, must apply to$250 or more only if you have a written ac- churches, temples, synagogues,
the IRS.knowledgement of your contribution from mosques, and other religious organiza-

the qualified organization. For more informa- tions. However, if such religious organiza-You can ask any organization
tion, see Records To Keep, later in this tions were not organized in the Unitedwhether it is a qualified organiza-
chapter. States or its possessions, they are nottion, and most will be able to tell

qualified organizations. There are excep-you. Or you can check IRS Publication 78,
Payment partly for goods or services.  A tions for certain contributions to Cana-which lists most qualified organizations. You
qualified organization that receives a pay- dian and Mexican charities discussedmay find Publication 78 in your local library’s
ment from you must give you a written state- later.reference section. If not, you can call the IRS
ment if the payment is more than $75 and is tax help telephone number for your area ● Most nonprofit charitable organizationspartly a contribution and partly for goods or listed in your tax forms package to find out if such as the Red Cross and the Unitedservices. The statement must tell you that an organization is qualified. Way.you can deduct only the amount of your pay-

● Most nonprofit educational organizations,ment that is more than the value of the
including the Girl (and Boy) Scouts ofgoods or services you received. See Contri- Types of Qualified America, colleges, museums, and daybutions From Which You Benefit, later in this
care centers if substantially all the childOrganizations chapter, for more information.
care provided is to enable individuals (theGenerally, only the five following types of or-
parents) to be gainfully employed and theganizations can be qualified organizations:
services are available to the general pub-1) A community chest, corporation,Introduction lic. However, if your contribution is a sub-trust, fund, or foundation organized or
stitute for tuition or other enrollment fee, itThis chapter discusses: created in or under the laws of the
is not deductible as a charitable contribu-

● Organizations that are qualified to receive United States, any state, the District of
tion, as explained later under Contribu-charitable contributions, Columbia, or any possession of the
tions You Cannot Deduct.United States (including Puerto Rico). It● The types of contributions you can

● Nonprofit hospitals and medical researchmust be organized and operated onlydeduct,
organizations.for:

● How much you can deduct,
● Utility company emergency energy pro-a)  Charitable,

● What records to keep, and grams, if the utility company is an agent
b)  Religious, for a charitable organization that assists● How to report your charitable
c)  Scientific, individuals with emergency energy needs.contributions.
d)  Literary, or ● Nonprofit volunteer fire companies.

A charitable contribution is a donation
e)  Educational purposes, or ● Public parks and recreation facilities.or gift to, or for the use of, a qualified organi-
f)  The prevention of cruelty to children ● Civil defense organizations.zation. It is voluntary and is made without

or animals.getting, or expecting to get, anything of
Certain organizations that foster nationalequal value.

Canadian charities.  You may be able to de-or international sports competition also
duct contributions to certain Canadian chari-qualify.To deduct a charitable contribution,  you
table organizations covered under an in-must file Form 1040 and itemize deductions 2) War veterans’ organizations, includ- come tax treaty with Canada. To deduct youron Schedule A. The amount of your deduc- ing posts, auxiliaries, trusts, or founda- contribution to a Canadian charity, you musttion may be limited if certain rules and limits tions, organized in the United States or generally have income from sources in Ca-explained in this chapter apply to you. any of its possessions. nada. See Publication 597, Information on

3) Domestic fraternal societies, orders, the United States–Canada Income TaxUseful Items
and associations operating under the Treaty, for information on how to figure yourYou may want to see:
lodge system. deduction.

Note: Your contribution to this typePublication
of organization is deductible only if it is Mexican charities.  You may be able to de-

□  78  Cumulative List of Organizations to be used solely for charitable, relig- duct contributions to certain Mexican chari-
□ 526 Charitable Contributions ious, scientific, literary, or educational table organizations under an income tax
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treaty with Mexico. The organization must Table 26-1. Examples of Charitable Contributions—A Quick Check
meet tests that are essentially the same as

Use the following lists for a quick check of contributions you can or cannot deduct.the tests that qualify U.S. organizations to re-
See the rest of this chapter for more information and additional rules and limits thatceive deductible contributions. To deduct
may apply.your contribution, you must have income

from sources in Mexico. If you need more in-
formation, see Publication 526.

Deductible As Not Deductible As
Charitable Contributions Charitable Contributions

Money or property you give to: Money or property you give to:Contributions
● Churches, synagogues, temples, ● Civic leagues, social and sportsYou Can Deduct 

mosques, and other religious clubs, labor unions, and chambers
Generally, you can deduct your contributions organizations of commerce
of money or property that you make to, or for
the use of, a qualified organization. A gift or ● Federal, state, and local ● Foreign organizations (except
contribution is ‘‘for the use of’’ a qualified or- governments, if your contribution is certain Canadian and Mexican
ganization when it is held in a legally en- solely for public purposes (for charities)
forceable trust for the qualified organization example, a gift to reduce the public
or in a similar legal arrangement. debt) ● Groups that are run for personal

profitIf you give property to a qualified organi-
● Nonprofit schools and hospitalszation, you generally can deduct the fair mar-

● Groups whose purpose is to lobbyket value of the property at the time of the
● Public parks and recreation facilities for law changescontribution. See Contributions of Property,

later in this chapter.
● Salvation Army, Red Cross, CARE, ● Homeowners’ associationsYour deduction for charitable contribu-

Goodwill Industries, United Way, Boytions is generally limited to 50% of your ad-
Scouts, Girl Scouts, Boys and Girls ● Individualsjusted gross income, but in some cases 20%
Clubs of America, etc.and 30% limits may apply. See Limit on De-

● Political groups or candidates for
ductions, later.

● War veterans’ groups public office
Table 26–1 lists some examples of con-

tributions you can deduct and some that you Costs you pay for a student living with you, Cost of raffle, bingo, or lottery tickets
cannot deduct. sponsored by a qualified organization

Dues, fees, or bills paid to country clubs,
Out-of-pocket expenses when you serve a lodges, fraternal orders,Contributions From Which

qualified organization as a volunteer or similar groupsYou Benefit 
If you receive a benefit as a result of making Tuition
a contribution to a qualified organization, you

Value of your time or servicescan deduct only the amount of your contri-
bution that is more than the value of the

Value of blood given to a blood bankbenefit you receive. Also see Contributions
From Which You Benefit, under Contribu-
tions You Cannot Deduct, later.

If you pay more than fair market value to
a qualified organization for merchandise, tickets to an athletic event in the athletic sta- Charity benefit events.  If you pay a quali-
goods, or services, the amount you pay that dium of the college or university, you can de- fied organization more than fair market value
is more than the value of the item can be a duct 80% of the payment as a charitable for the right to attend a charity ball, banquet,
charitable contribution. For the excess contribution. show, sporting event, or other benefit event,
amount to qualify, you must pay it with the in- If any part of your payment is for tickets you can deduct only the amount that is more
tent to make a charitable contribution. (rather than the right to buy tickets), that part than the value of the privileges or other ben-

is not deductible. In that case, subtract the efits you receive.Example 1.  You pay $65 for a ticket to a
price of the tickets from your payment. 80% If there is an established charge for thedinner-dance at a church. All of the pro-
of the remaining amount is a charitable event, that charge is the value of your bene-ceeds of the function go to the church. The
contribution. fit. If there is no established charge, yourticket to the dinner-dance has a fair market

contribution is that part of your payment thatvalue of $25. When you buy your ticket you Example 1.  You pay $300 a year for
is more than the reasonable value of theknow that its value is less than your pay- membership in an athletic scholarship pro-
right to attend the event. Whether you usement. To figure the amount of your charita- gram maintained by a university (a qualified
the tickets or other privileges has no effectble contribution, you subtract the value of organization). The only benefit of member-
on the amount you can deduct. However, ifthe benefit you received ($25) from your total ship is that you have the right to buy one sea-
you return the ticket to the qualified organi-payment ($65). You can deduct $40 as a son ticket for a seat in a designated area of
zation for resale, you can deduct the entirecontribution to the church. the stadium at the university’s home football
amount you paid for the ticket.games. You can deduct $240 (80% of $300)Example 2.  At a fund-raising auction

Even if the ticket or other evidence ofas a charitable contribution.conducted by a charity, you pay $600 for a
payment indicates that the payment is aweek’s stay at a beach house. The amount Example 2.  The facts are the same as in
‘‘contribution,’’ this does not necessarilyyou pay is no more than the fair rental value. Example 1 except that your $300 payment
mean you can deduct the entire amount. IfYou have not made a deductible charitable included the purchase of one season ticket
the ticket shows the price of admission andcontribution. for the stated ticket price of $120. You must
the amount of the contribution, you can de-subtract the usual price of a ticket ($120)
duct the contribution amount.Athletic events.  If you make a payment to, from your $300 payment. The result is $180.

or for the benefit of, a college or university Your deductible charitable contribution is
and, as a result, you receive the right to buy $144 (80% of $180).
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Example.  You pay $40 to see a special you that you can deduct only the amount of ● Expenses you had only because of the
showing of a movie for the benefit of a quali- your payment that is more than the value of services you gave, and
fied organization. Printed on the ticket is the goods or services you received. It must ● Not personal, living, or family expenses.
‘‘Contribution—$40.’’ If the regular price for also give you a good faith estimate of the
the movie is $8, your contribution is $32 ($40 value of those goods or services. Table 26–2 contains questions and an-
payment –  $8 regular price). The organization can give you the state- swers that apply to some individuals who

ment either when it solicits or when it re- volunteer their services.
ceives the payment from you.Membership fees or dues.   You may be

An organization will not have to give youable to deduct membership fees or dues you Conventions.  If you are a chosen repre-
this statement if one of the following is true:pay to a qualified organization. However, you sentative attending a convention of a quali-

can deduct only the amount that is more fied organization, you can deduct actual un-1) The organization is:than the value of the benefits you receive. re imbursed expenses for  t ravel  and
You cannot deduct dues, fees, or assess- transportation, including a reasonablea) The type of organization described in
ments paid to country clubs and other social amount for meals and lodging, while away(5) under Types of Qualified Organi-
organizations. They are not quali f ied from home overnight in connection with thezations, earlier, or
organizations. convention. However, see Travel, later.

Certain membership benefits can be b) Formed only for religious purposes, You cannot deduct  personal expenses
disregarded.  Both you and the organization and the only benefit you receive is an for sightseeing, fishing parties, theater tick-
can disregard certain membership benefits intangible religious benefit (such as ets, or nightclubs. You also cannot deduct
when they are provided in return for an an- admission to a religious ceremony) travel, meals and lodging, and other ex-
nual payment of $75 or less to the qualified that generally is not sold in commer- penses for your spouse or children.
organization. You can pay more than $75 to cial transactions outside the donative You cannot deduct your expenses in at-
the organization, if the organization does not context. tending a church convention if you go only as
require a larger payment for you to receive a member of your church rather than as a

2) You receive only low-cost items as de-the benefits. The benefits covered under this chosen representative. You can deduct un-
scribed under Token items, earlier.rule are: reimbursed expenses that are directly con-

● Any rights or privileges, other than those nected with giving services for your church
discussed under Athletic events earlier, during the convention, but you cannot claim
that you can use frequently while you are a the cost of your evening at the theater.Expenses Paid for Student
member, such as:

Living With You  Uniforms.   You can deduct the cost and up-a) Free or discounted admission to the
keep of uniforms that are not suitable forYou may be able to deduct some expensesorganization’s facilities or events,
everyday use and that you must wear whileof having a student live with you. You can de-b) Free or discounted parking,
performing donated services for a charitableduct qualifying expenses for a foreign or

c) Preferred access to goods or ser- organization.American student who:
vices, and

1) Lives in your home under a written Foster parents.   You can deduct some ofd) Discounts on the purchase of goods
agreement between you and a quali- the costs of being a foster parent (fosterand services;
fied organization as part of a program care provider) if you have no profit motive in

● Admission, while you are a member, to of the organization to provide educa- providing the foster care and are not, in fact,events that are open only to members of tional opportunities for the student, making a profit.the organization, if the organization rea-
You can deduct expenses that are:sonably projects that the cost per person 2) Is not your dependent or relative, and

1) Greater than any nontaxable payments(excluding any allocated overhead) is not
3) Is a full-time student in the twelfth or any you receive to provide foster care for in-more than $6.70 (for 1996 events). This

lower grade at a school in the United dividuals placed in your home by a char-amount may be adjusted annually for
States. itable organization, andinflation.

2) Spent to provide support for those
Token items.  You can deduct your entire You can deduct up to $50 a month  for individuals.
payment to a qualified organization as a each full calendar month the student lives
charitable contribution, if both of the follow- with you. Any month when conditions (1) For more information, see Foster-care
ing are true: through (3) above are met for 15 days or providers under Income Not Taxed in Chap-

more counts as a full month. ter 13.1) You receive:
Mutual exchange program.  You can-a) As a result of the payment, low-cost

not deduct the costs of a foreign student liv- Car expenses.   You can deduct un-items such as bookmarks, calendars,
ing in your home under a mutual exchange reimbursed out-of-pocket expenses, such asmugs, or caps that have on them the
program through which your child will live the cost of gas and oil, that are directly re-organization’s name or logo, or
with a family in a foreign country. lated to the use of your car in giving services

b) A low-cost item that you did not order For additional information, see Expenses to a charitable organization. You cannot de-
and can keep even if you do not make Paid for Student Living With You in Publica- duct any part of general repair and mainte-
a contribution. tion 526, Charitable Contributions. nance expenses, depreciation, registration

2) The qualified organization correctly in- fees, or the costs of tires or insurance.
forms you that the value of the item you If you do not want to deduct your actualOut-of-Pocket Expenses inreceived is not substantial and that you expenses, you can use a standard rate of 12
can deduct your payment in full. cents a mile to figure your contribution.Giving Services 

You can deduct parking fees and tolls,
You may be able to deduct some amounts whether you use your actual expenses or the
you pay in giving services to a qualified or-Written statement.  A qualified organization standard rate.
ganization. The amounts must be:must give you a written statement if you You must keep reliable written records of

make a payment to it that is more than $75 your car expenses. For more information,● Unreimbursed,
and is partly a contribution and partly for see Car Expenses under Records To Keep,
goods or services. The statement must tell ● Directly connected with the services, later.
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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.)

Travel.  Generally, you can claim a charita- contribution deduction even though you under Contributions From Which You
work very hard during those few hours. Benefit.ble contribution deduction for travel ex-

penses necessarily incurred while you are Example 4.  You spend the entire day at-
away from home performing services for a tending a charitable organization’s regional Contributions Tocharitable organization only if there is no meeting as a chosen representative. In the Individuals significant element of personal pleasure, evening you go to the theater. You can claim
recreation, or vacation in such travel. This You cannot deduct contributions to specificyour travel expenses as charitable contribu-
applies whether you pay the expenses di- individuals, including:tions, but you cannot claim the cost of your
rectly or indirectly. You are paying the ex- evening at the theater.

● Contributions to fraternal societies madepenses indirectly if you make a payment to Daily allowance (per diem).  If you pro-
for the purpose of paying medical or burialthe charitable organization and the organiza- vide services for a charitable organization
expenses of deceased members.tion pays for your travel expenses. and receive a daily allowance to cover rea-

The deduction for travel expenses will sonable travel expenses, including meals ● Contributions to individuals who are
not be denied simply because you enjoy pro- and lodging while away from home over- needy or worthy. This includes contribu-
viding services to the charitable organiza- night, include in income the amount that is tions to a qualified organization if you indi-
tion. Even if you enjoy the trip, you can take a more than your actual travel expenses. You cate that your contribution is for a specific
charitable contribution deduction for your can deduct your necessary travel expenses person. But you can deduct a contribution
own travel expenses if you are on duty in a that are more than the allowance. that you give to a qualified organization
genuine and substantial sense throughout Deductible travel expenses.  These that in turn helps needy or worthy individu-
the trip. However, if you have only nominal include: als if you do not indicate that your contri-
duties relating to the performance of ser- bution is for a specific person.● Air, rail, and bus transportation,vices for the charity, or for significant por-

● Payments to a member of the clergy● Out-of-pocket expenses for your car,tions of the trip you are not required to
that can be spent as he or she wishes,render services, you cannot deduct your ● Taxi fares or other costs of transportation such as for personal expenses.travel expenses. between the airport or station and your

● Expenses you paid for another personhotel,Example 1.  You are a troop leader for a
who provided services to a qualifiedtax-exempt youth group and take the group ● Lodging costs, and
organization.on a camping trip. You are responsible for

● The cost of meals. Example. Your son does missionaryoverseeing the setup of the camp and for
work. You pay his expenses. You cannotproviding the adult supervision for the other

 Because these travel expenses are not bus- claim a deduction for your son’s un-activities during the entire trip. You partici-
iness-related, they are not subject to the reimbursed expenses related to his contri-pate in the activities of the group and really
same limits business-related expenses are. bution of services.enjoy your time with them. You oversee the
For information on business travel ex-breaking of camp and you transport the

● Payments to a hospital that are for ser-penses, see Travel Expenses in Chapter 28.group home. You can deduct your travel vices for a specific patient or for a spe-
expenses. cific patient’s care. You cannot deduct

Example 2.  You sail from one island to these payments even if the hospital is op-
another and spend 8 hours a day counting erated by a city, a state, or other qualifiedContributions
whales and other forms of marine life. The organization.You Cannot Deduct project is sponsored by a charitable organi-
zation. In most circumstances, you cannot There are some contributions that you can-
deduct your expenses. not deduct, such as those made to individu- Contributions To

Example 3.  You work for several hours als (See Contributions to Individuals, next.) Nonqualified Organizationseach morning on an archaeological excava- and those made to nonqualified organiza-
tion sponsored by a charitable organization. tions (See Contributions to Nonqualified Or- You cannot deduct contributions to organi-
The rest of the day is free for recreation and ganizations, later.). There are others that you zations that are not qualified to receive tax-
sightseeing. You cannot take a charitable can deduct only part of as discussed later deductible contributions, including:
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● Certain state bar associations, if: or dues earlier under Contributions From the right to use property, not made by a
Which You Benefit. transfer in trust, is a contribution of less thana) The state bar is not a political subdivi-

your entire interest in that property and is notsion of a state, ● Tuition, or amounts you pay instead of tu-
deductible. For exceptions and more infor-ition, even if you pay them for children tob) The bar has private, as well as public, mation, see Partial Interest in Property Not inattend parochial schools or qualifyingpurposes, such as promoting the pro- Trust in Publication 561.nonprofit day care centers. You also can-fessional interests of members, and

not deduct any fixed amount you may be
c) Your contribution is unrestricted and Future interests in tangible personalrequired to pay in addition to the tuition

can be used for private purposes. property.  You can deduct the value of afee to enroll in a private school, even if it is
charitable contribution of a future interest in● Chambers of commerce and other busi- designated as a ‘‘donation.’’
tangible personal property only after all inter-ness leagues or organizations.
vening interests in and rights to the actual

● Civic leagues and associations. possession or enjoyment of the propertyValue of Time or Services 
● Communist organizations. have either expired or been turned over to

You cannot deduct the value of your time or someone other than yourself, a related per-● Country clubs and other social clubs. services, including: son, or a related organization.
● Foreign organizations. But you can de- ● Blood donations to the Red Cross or to Future interest.  A future interest is any

duct contributions you make to: blood banks. interest that is to begin at some future time,
a) A U.S. organization that transfers regardless of whether it is designated as a● The value of income lost while you work

funds to a charitable foreign organiza- future interest under state law.as an unpaid volunteer for a qualified
tion if the U.S. organization controls organization.
the use of the funds, or if the foreign Determiningorganization is only an administrative

Fair Market Value  arm of the U.S. organization, or Personal Expenses 
This section discusses general guidelinesb) Certain Canadian or Mexican charita- You cannot deduct personal, living, or family for determining the fair market value of vari-ble organizations. See Canadian expenses, such as: ous types of donated property. Fair marketcharities and Mexican charities under

● The cost of meals you eat while you per- value is the price at which property wouldOrganizations That Qualify To Re-
form services for a qualified organization, change hands between a willing buyer and aceive Deductible Contributions,
unless it is necessary for you to be away willing seller, neither having to buy or sell,earlier.
from home overnight while performing the and both having reasonable knowledge of all

● Homeowners’ associations. services. the relevant facts. Publication 561, Deter-
● Labor unions. (But you may be able to mining the Value of Donated Property, con-● Adoption expenses, including fees paid

deduct union dues as a miscellaneous tains a more complete discussion.to an adoption agency and the costs of
itemized deduction, subject to the 2% of keeping a child in your home before adop-
adjusted gross income limit, on Schedule Used clothing and household goods.tion is final. However, you may be able to
A (Form 1040). See Chapter 30.) Generally, the fair market value of usedclaim an exemption for the child. See

clothing and household goods is far less● Political organizations and candidates. Adoption in Chapter 3.
than its original cost.

For used clothing, you should claim as
the value the price that buyers of used itemsAppraisal Fees  Contributions From Which actually pay in used clothing stores, such asFees that you pay to find the fair marketYou Benefit consignment or thrift shops.value of donated property are not deductible

See Household Goods in Publication 561If you receive or expect to receive a financial as contributions. You can claim them, sub-
for information on the valuation of householdor economic benefit as a result of making a ject to the 2% of adjusted gross income limit,
goods, such as furniture, appliances, andcontribution to a qualified organization, you as miscellaneous deductions on Schedule A
linens.cannot deduct the part of the contribution (Form 1040). See Chapter 30.

that represents the value of the benefit you
receive. See Contributions From Which You Cars, boats, and aircraft.  If you contribute
Benefit under Contributions You Can De- a car, boat, or aircraft, you must determine
duct, earlier. These contributions include: its fair market value.Contributions

Certain commercial firms and trade orga-● Contributions for lobbying. This includes of Property  nizations publish guides, commonly calledamounts that you earmark for use in or in
‘‘blue books,’’ containing complete dealerIf you contribute property to a qualified or-connection with influencing specific
sale prices or dealer average prices for re-ganization, the amount of your charitablelegislation.
cent model years. The guides may be pub-contribution is generally the fair market value● Contributions to a retirement home that lished monthly or seasonally, and for differ-of the property at the time of the contribu-are clearly for room, board, maintenance, ent regions of the country. These guidestion. However, if the property has increasedor admittance. Also, if the amount of your also provide estimates for adjusting for unu-in value, you may have to make some adjust-contribution depends on the type or size sual equipment, unusual mileage, and physi-ments to the amount of your deduction. Seeof apartment you will occupy, it is not a cal condition. The prices are not ‘‘official’’Giving Property That Has Increased incharitable contribution. and these publications are not consideredValue, later.

● Costs of raffles, bingo, lottery, etc. You an appraisal of any specific donated prop-For information about the records you
cannot deduct as a charitable contribution erty. But they do provide clues for making anmust keep and the information you must fur-
amounts you pay to buy raffle or lottery appraisal and suggest relative prices fornish with your return if you donate property,
tickets or to play bingo or other games of comparison with current sales and offeringssee Records To Keep and How To Report,
chance. For more information on how to in your area.later.
report gambling winnings and losses, see Example.  You donate your car to a local
Gambling Losses Up To the Amount of Partial interest in property.  Generally, you high school for use by their students study-
Gambling Winnings in Chapter 30. cannot deduct a charitable contribution, not ing automobile repair. Your credit union told

● Dues to fraternal orders and similar made by a transfer in trust, of less than your you that the ‘‘blue book’’ value of the car is
groups. However, see Membership fees entire interest in property. A contribution of $1,600. However, your car needs extensive
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repairs and, after some checking, you find Amount of deduction — general rule The amount of your deduction may be
that you could sell it for $750. You can de- When figuring your deduction for a gift of limited to either 20%, 30%, or 50% of your
duct $750, the true fair market value of the capital gain property, you usually can use the adjusted gross income, depending on the
car, as a charitable contribution. fair market value of the gift. type of property you give and the type of or-

Exceptions.   However, in certain situa- ganization you give it to. These limits are de-
tions, you must reduce the fair market value scribed below.Large quantities.  If you contribute a large
by any amount that would have been long- If your contributions are more than any ofnumber of the same item, fair market value is
term capital gain if you had sold the property the limits that apply, see How To Figure Yourthe price at which comparable numbers of
for its fair market value. Generally, this Deduction When Limits Apply, in Publicationthe item are being sold.
means reducing the fair market value to the 526.
property’s cost or other basis.Giving Property That

50% Limit Has Decreased in Value Bargain sales.  A bargain sale of property to
This limit applies to the total of all charitablea qualified organization (a sale or exchangeIf you contribute property with a fair market contributions you make during the year. Thisfor less than the property’s fair market value)value that is less than your basis in it, your means that your deduction for charitableis partly a charitable contribution and partly adeduction is limited to fair market value. You contributions cannot be more than 50% ofsale or exchange. A bargain sale may resultcannot claim a deduction for the difference your adjusted gross income for the year.in a taxable gain.between the property’s basis and its fair The 50% limit is the only limit that applies

market value. to gifts to organizations listed below under
For more information  on donated appreci- 50% limit organizations. But there is one ex-
ated property, see Giving Property That Has ception. The 30% limit also applies to suchGiving Property That Increased in Value in Publication 526.

gifts if they are gifts of capital gain propertyHas Increased in Value 
for which you figure your deduction using fair

If you contribute property with a fair market market value without reduction for apprecia-
value that is more than your basis in it, you tion. (See 30% Limit, later.)When To Deduct may have to reduce the fair market value by
the amount of appreciation (increase in You can deduct your contributions only in 50% limit organizations.  You can ask any
value) when you figure your deduction. the year you actually make them in cash or organization whether it is a 50% limit organi-

Your ‘‘basis’’ in property is generally other property (or in a later carryover year, zation and most will be able to tell you. The
what you paid for it. See Chapter 14 if you as explained later under Carryovers). This following is a partial list of the types of orga-
need more information about basis. applies whether you use the cash or an ac- nizations that are 50% limit organizations:

Different rules apply to figuring your de- crual method of accounting.
1) Churches, and conventions or associa-duction, depending on whether the property Usually, you make a contribution at the

tions of churches,is: time of its unconditional delivery. For exam-
ple, a check that you mail to a charity is con- 2) Educational organizations,1) Ordinary income property, or
sidered delivered on the date you mail it. 3) Hospitals and certain medical research2) Capital gain property. Contributions charged on your bank credit organizations associated with these
card are deductible in the year you make the hospitals,
charge. If you use a pay-by-phone account,

Ordinary income property.  Property is or- 4) Publicly supported charities,the date you make a contribution is the date
dinary income property if its sale at fair mar- the financial institution pays the amount. 5) Private operating foundations,
ket value on the date it was contributed This date should be shown on the statement 6) Private nonoperating foundations thatwould have resulted in ordinary income or in the financial institution sends to you. make qualifying distributions of 100% ofshort-term capital gain. Examples of ordinary The gift to a charity of a properly en- contributions within 21/2 months follow-income property are inventory, works of art dorsed stock certificate is completed on the ing the year they receive the contribu-created by the donor, manuscripts prepared date of mailing or other delivery to the charity tion, andby the donor, and capital assets held one or to the charity’s agent. However, if you give
year or less. 7) Certain private foundations whose con-a stock certificate to your agent or to the is-

The amount you can deduct for a contri- tributions are pooled in a common fund,suing corporation for transfer to the name of
bution of ordinary income property is its fair the income and principal of which arethe charity, your gift is not completed until
market value less the amount that would be paid to public charities.the date the stock is transferred on the
ordinary income or short-term capital gain if books of the corporation.
you sold the property for its fair market value. If you issue and deliver a promissory note
Generally, this rule limits the deduction to to a charitable organization as a contribu- 30% Limit 
your basis in the property. tion, it is not a contribution until you make the This limit applies to:

note payments. Similarly, if you grant an op-Example.  You donate stock that you
● Gifts (other than capital gain property —tion to buy real property at a bargain price toheld for 5 months to your church. The fair

see 20% Limit, later) for the use of anya charitable organization, you cannot take amarket value of the stock on the day you do-
organization, anddeduction until the organization exercisesnate it is $1,000, but you paid only $800 (your

the option. ● Gifts (other than capital gain property —basis). Because the $200 of appreciation
If you make a contribution with borrowed see 20% Limit, later) to all qualified orga-would be short-term capital gain if you sold

funds, you can deduct the contribution in the nizations other than 50% limit organiza-the stock, your deduction is limited to $800
year you make it, regardless of when you re- tions (see Capital gain property given to(fair market value less the appreciation).
pay the loan. 50% limit organizations, below). This in-

cludes gifts to veterans’ organizations,Capital gain property.  Property is capital
fraternal societies, nonprofit cemeteries,gain property if its sale at fair market value
and certain private nonoperatingon the date of the contribution would have Limit on Deductions  foundations.resulted in long-term capital gain. It includes

capital assets held more than one year, as If your total contributions for the year are
well as certain real property and depreciable 20% or less of your adjusted gross income, Capital gain property given to 50% limit
property used in your trade or business and, you do not need to read this section. The lim- organizations.  Generally, the 30% limit ap-
generally, held more than one year. its discussed here do not apply to you. plies to gifts of capital gain property to 50%
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limit organizations. For gifts to other organi- a) If payment was by check – the check Payroll deductions.  If you make a contribu-
number, amount, date posted, and tozations, see 20% Limit, later. tion by payroll deduction, you do not need an
whom paid. acknowledgement from the qualified organi-Exception.  There is one exception to

zation. But if your employer deducted $250this general rule. The 30% limit does not ap- b) If payment was by electronic funds
ply when you choose to reduce the fair mar- or more from a single paycheck, you musttransfer – the amount, date posted,
ket value of the property by the amount that keep:and to whom paid.
would have been long-term capital gain if

1) A pay stub, Form W–2, or other docu-c) If payment was charged to a credityou had sold the property. Instead, only the
ment furnished by your employer thatcard – the amount, transaction date,50% limit applies. For more information, see

and to whom paid. proves the amount withheld, andthe rules for electing the 50% limit for capital
2) A receipt (or a letter or other writtengain property under How To Figure Your De- 2) A pledge card or other document from

communication) from the charitable or-duction When Limits Apply in Publication the qualified organization that states the
ganization showing the name of the or-526. organization does not provide goods or
ganization, the date of the contribution, services in return for any contribution
and the amount of the contribution. made to it by payroll deduction.20% Limit 

3) Other reliable written records that in-
This limit applies to all gifts of capital gain clude the information described in (2).
property to or for the use of qualified organi- Records may be considered reliable if Out-of-pocket expenses.  If you render ser-zations other than gifts of capital gain prop- they were made at or near the time of vices to a qualified organization and haveerty to 50% limit organizations. the contribution, were regularly kept by unreimbursed out-of-pocket expenses re-

you, or if, in the case of small donations, lated to those services, you can satisfy the
you have emblems, buttons, or other to-Carryovers. written acknowledgement requirement just
kens that are regularly given to personsYou can carry over your contributions that discussed if:
making small cash contributions.you are not able to deduct in the current year

1) You have adequate records to substan-because they exceed your adjusted gross in-
tiate the amount of the expenditures,come limits. You can deduct the excess in
andContributions of $250 or More each of the next 5 years until it is used up,

You can claim a deduction for a contributionbut not beyond that time. For more informa- 2) By the required date, you get an ac-
of $250 or more only if you have an acknowl-tion, see Carryovers in Publication 526. knowledgement from the qualified or-
edgement of your contribution from the qual- ganization that contains:
ified organization or adequate payroll deduc-

a) A description of the services yoution records.
provided,Records To Keep  

Amount of contribution.  In f iguring b) The date the services were provided,You must keep records to prove the amount
whether your contribution is $250 or more,of the cash and noncash contributions you c) A statement of whether or not the or-do not combine separate contributions.make during the year. The kind of records ganization provided you any goods orHowever, two checks written on the sameyou must keep depends on the amount of services to reimburse you for the ex-date to the same qualified organization mayyour contributions and whether they are penses you incurred,be considered one contribution.cash or noncash contributions.

If contributions are made by payroll de- d) A description and a good faith esti-
duction, the deduction from each paycheck mate of the value of any goods or ser-Note.  An organization generally must is treated as a separate contribution. vices (other than intangible religiousgive you a written statement if it receives a

benefits) provided to reimburse you,payment from you that is more than $75 and Acknowledgement.  The acknowledge- andis partly a contribution and partly for goods ment must meet these tests:
or services. (See Contributions From Which e) A statement of any intangible relig-1) It must be written.You Benefit under Contributions You Can ious benefits provided to you.
Deduct, earlier.) Keep the statement for your 2) It must include:
records. It may satisfy all or part of the re- a) The amount of cash you contributed, Car expenses.  If you claim expenses di-
cordkeeping requirements explained in the

rectly related to use of your car in giving ser-b) Whether the qualified organizationfollowing discussions.
vices to a qualified organization, you mustgave you any goods or services
keep reliable written records of your ex-(other than token items of little value)
penses. Whether your records are consid-as a result of your contribution, andCash Contributions 
ered reliable depends on all the facts and cir-c) A description and good faith estimateCash contributions include those paid by cumstances. General ly, they may beof the value of any goods or servicescash, check, credit card, or payroll deduc- considered reliable if you made them regu-described in (b). If the only benefit yoution. They also include your out-of-pocket larly and at or near the time you had thereceived was an intangible religiousexpenses when donating your services.
expenses.benefit (such as admission to a relig-For a contribution made in cash, the

Your records must show the name of theious ceremony) that generally is notrecords you must keep depend on whether
organization you were serving each time yousold in a commercial transactionthe contribution is:
used your car for a charitable purpose. If yououtside the donative context, the ac-

1) Less than $250, or use the standard mileage rate of 12 cents aknowledgement must say so and
mile, your records must show the miles youdoes not need to describe or estimate2) $250 or more.
drove your car for the charitable purpose. Ifthe value of the benefit.
you deduct your actual expenses, your

3) You must get it on or before the earlier
records must show the costs of operatingContributions of Less Than $250 of:
the car that are directly related to a charita-

For each cash contribution that is less than a) The date you file your return for the ble purpose.
$250, you must keep one of the following: year you make the contribution, or See Car expenses, earlier under Out-of-

Pocket Expenses in Giving Services, for the1) A canceled check, or a legible and read- b) The due date, including extensions,
able account statement that shows: for filing the return. expenses you can deduct.
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5) The cost or other basis of the property if records must include the information listed inNoncash Contributions 
you must reduce its fair market value by that discussion under Additional records.For a contribution not made in cash, the
appreciation. Your records should also The acknowledgement must also meetrecords you must keep depend on whether
include the amount of the reduction and these tests:your deduction for the contribution is:
how you figured it. If you choose the 1) It must be written.1) Less than $250, 50% limit instead of the special 30%

2) It must include:limit on certain capital gain property, you2) At least $250 but not more than $500,
must keep a record showing the years a) A description (but not the value) of3) Over $500 but not more than $5,000, or
for which you made the choice, contri- any property you contributed,4) Over $5,000. butions for the current year to which the

b) Whether the qualified organizationchoice applies, and carryovers from pre-
gave you any goods or servicesceding years to which the choice ap-
(other than token items of little value)Deductions of Less Than $250 plies. See How To Figure Your Deduc-
as a result of your contribution, andIf you make any noncash contribution, you tion When Limits Apply in Publication

must get and keep a receipt from the charita- 526 for information on how to make the c) A description and good faith estimate
ble organization showing: capital gain property election. of the value of any goods or services

described in (b). If the only benefit you1) The name of the charitable 6) The amount you claim as a deduction
received was an intangible religiousorganization, for the tax year as a result of the contri-
benefit (such as admission to a relig-bution, if you contribute less than your2) The date and location of the charitable
ious ceremony) that generally is notentire interest in the property during thecontribution, and
sold in a commercial transactiontax year. Your records must show the

3) A reasonably detailed description of the outside the donative context, the ac-amount you claimed as a deduction in
property. knowledgement must say so andany earlier years for contributions of

does not need to describe or estimateother interests in this property. They
 A letter or other written communication from the value of the benefit.must also include the name and ad-
the charitable organization acknowledging dress of each organization to which you 3) You must get the acknowledgement onreceipt of the contribution and containing the contributed the other interests, the or before the earlier of:information in (1), (2), and (3) will serve as a place where any such tangible property
receipt. a) The date you file your return for theis located or kept, and the name of the

You are not required to have a receipt year you make the contribution, orperson who has possession of the prop-
where it is impractical to get one (for exam- erty, if it is someone other than the or- b) The due date, including extensions,
ple, if you leave property at a charity’s unat- ganization to which you contributed. for filing the return.
tended drop site).

7) The terms of any conditions attached to
the gift of property.Additional records.  You must also keep re-

Deductions Over $500 l iable written records for each item of
 If the gift was a ‘‘qualified conservation con- You are required to give additional informa-donated property. Your written records must
tribution,’’ your records must also include the tion if you claim a deduction over $500 forinclude the following:
fair market value of the underlying property noncash charitable contributions. See1) The name and address of the organiza- before and after the gift and the conserva- Records To Keep in Publication 526 fortion to which you contributed. tion purpose furthered by the gift. See Quali- more information.

2) The date and location of the fied conservation contribution in Publication
contribution. 561 for more information.

3) A description of the property in detail How To Report reasonable under the circumstances. Deductions of At Least $250
For a security, keep the name of the is- But Not More Than $500 Enter your cash contributions (including out-
suer, the type of security, and whether it If you claim a deduction of at least $250 but of-pocket expenses) on line 15, Schedule A
is regularly traded on a stock exchange not more than $500 for a noncash charitable (Form 1040).
or in an over-the-counter market. contribution, you must get and keep an ac- Enter your noncash contributions on line

4) The fair market value of the property at knowledgement of your contribution from 16 of Schedule A (Form 1040). 
the time of the contribution, and how the qualified organization. This acknowl- If your total deduction for all noncash
you figured the fair market value. If it edgement must contain the information in contributions for the year is over $500, you
was determined by appraisal, keep a items (1) through (3) listed under Deductions must also file Form 8283. See How To Re-
signed copy of the appraisal. of Less Than $250, earlier, and your written port in Publication 526 for more information.
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□ 584 Nonbusiness Disaster, Casualty, ● An unusual event is one that is not a day-
and Theft Workbook to-day occurrence and that is not typical

of the activity in which you were engaged.27.
Form (and Instructions)

A casualty can also include a govern-□ 4684 Casualties and TheftsNonbusiness ment-ordered demolition or relocation of a
home that is unsafe to use because of a dis-Casualty and aster. For more information, see DisasterLoss on Deposits  Area Losses in Publication 547.Theft Losses A loss on deposits can occur when a bank,

credit union, or other financial institution be- Deductible losses.  Deductible casualty
comes insolvent or bankrupt. If you incurred losses can result from a number of different
this loss, you have three choices of how to causes, including:
deduct the loss:Introduction Earthquakes
1) As a nonbusiness bad debt,This chapter defines and discusses the tax Hurricanes
2) As a casualty loss, ortreatment of casualty and theft losses that Tornadoes

are personal and not business related. It 3) As an ordinary loss.
Floodsalso discusses losses on deposits.

This chapter also explains: StormsFor more information, see Special Treat-
ment for Losses on Deposits in Insolvent or● How to figure the amount of your loss, Volcanic eruptions
Bankrupt Financial Institutions in the instruc-● How to treat insurance and other reim- Shipwreckstions for Form 4684.bursements you receive,

Mine cave-ins
● The deduction limits, Effect of choice on when to deduct.  You Sonic booms

can choose to deduct a loss on deposits as a● How to figure your deduction, and
Vandalismcasualty loss or as an ordinary loss for● How to report a gain or loss.

any year in which you can reasonably esti- Fires. If you willfully set the fire, or pay
mate how much of your deposits you have someone else to set it, you cannotYou must file Form 1040 and itemize your
lost in an insolvent or bankrupt financial insti- deduct the resulting loss.deductions on Schedule A (Form 1040) to
tution. The choice is generally made on thebe able to claim a casualty or theft loss of Car accidents. The loss from an acci-
return you file for that year. Once you treatnonbusiness property. You cannot claim dent to your car is not a casualty loss
the loss as a casualty or ordinary loss, youthese losses if you file Form 1040A or Form if your willful negligence or willful act
cannot treat the same amount of the loss as1040EZ. caused the accident. The same is
a nonbusiness bad debt when it actually be-You must use Form 4684 to report your true if the willful act or willful negli-
comes worthless. Also, the choice applies toloss, but Publication 584 is available to help gence of someone acting for you
all your losses on deposits for the year in thatyou make a list of your damaged goods and caused the accident.
particular financial institution.figure your loss. That publication can serve Other accidents. A loss due to the acci-If you do not choose to deduct the loss asas an inventory of your personal goods. It in- dental breakage of articles such asa casualty loss or as an ordinary loss, youcludes schedules to help you figure the loss glassware or china under normal con-must wait until the actual loss is determinedon your home and its contents, and on your ditions is not a casualty loss. Neitherbefore you can deduct the loss as a non-motor vehicles. is a loss due to damage done by abusiness bad debt. Once you make thisYou must reduce each casualty or theft family pet.choice, you cannot change it without permis-loss on nonbusiness property by $100. You
sion from the Internal Revenue Service.must further reduce the total of your casualty

and theft losses for the year on nonbusiness
Nondeductible losses.  There is no casu-How to report.  The kind of deduction youproperty by 10% of your adjusted gross in-
alty loss deduction if the damage or destruc-choose for loss on deposits determines howcome. If these deduction limits are more
tion is caused by:you report your loss. If you choose:than your losses, you do not have a casualty

Termites or moths.● Nonbusiness bad debt — report onor theft loss deduction.
Schedule D (Form 1040). Disease. The progressive damage or de-

Other sources of information.  For infor- struction of trees, shrubs, or other● Casualty loss — report on Form 4684 first
mation on a casualty or theft loss of business plants by a fungus, disease, insects,and then on Schedule A (Form 1040).
or income-producing property, see Publica- worms, or similar pests is not a de-

● Ordinary loss — report on Schedule Ation 547. ductible casualty loss. But, a sudden(Form 1040).For information on a condemnation of destruction due to an unexpected or
your home, see Involuntary Conversions in unusual infestation by beetles orGet the Form 1040 instructions for morePublication 544. other insects may result in a casualtyinformation.

loss. If a storm, flood, or fire damages
Useful Items trees and shrubs, the loss is a
You may want to see: casualty.

Casualty Progressive deterioration. If a steadily
Publication operating cause or a normal processA casualty is the damage, destruction, or
□ 544 Sales and Other Dispositions of damages your property, it is not con-loss of property resulting from an identifiable

Assets sidered a casualty. For example, theevent that is sudden, unexpected, or
steady weakening of a building due tounusual.□ 547 Casualties, Disasters, and Thefts
normal wind and weather conditions(Business and Nonbusiness) ● A sudden event is one that is swift, not is not a casualty. But, the rust and

gradual or progressive.□ 550 Investment Income and water damage to rugs and drapes
Expenses ● An unexpected event is one that is ordi- caused by the bursting of a water

□ 551 Basis of Assets narily unanticipated and unintended. heater qualifies as a casualty. The
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deterioration and damage to the your deduction, you can use other satisfac- cleaning up after a casualty. But see Leased
water heater itself does not qualify. tory evidence that is sufficient to establish property, later, and Other measures, later.

your deduction. Example.  You bought a new chair 4Drought. In most cases, when drought
years ago for $300. In April, a fire destroyedcauses damage or loss through pro-
the chair. You estimated that it would costgressive deterioration, it is not a cas-
$500 to replace it. If you had sold the chairualty loss. To be deductible, a Amount of Loss 
before the fire, you estimate that you coulddrought-related loss generally must

Figure your casualty or theft loss by sub- have received only $100 for it because it wasbe incurred in a trade or business or
tracting any insurance or other reimburse- 4 years old. The chair was not insured. Yourin a transaction entered into for profit.
ment you receive or expect to receive be- loss is $100, the FMV of the chair before the
cause of your loss from the smaller of the fire. It is not $500, the replacement value.
following two amounts:

1) The decrease in fair market value of Recovered property.  If you get your stolenTheft the property as a result of the casualty property back, your loss is measured like a
or theft, or casualty loss from vandalism. That is, youA theft is the unlawful taking and removing of

must consider the actual FMV of the prop-2) Your adjusted basis in the propertymoney or property with the intent to deprive
erty when you get it back. Your loss is figuredbefore the casualty or theft.the owner of it. It includes, but is not limited
using the smaller of:to, larceny, robbery, and embezzlement.

Fair market value (FMV).  FMV is the priceIf money or property is taken as the result ● The decrease in the FMV of the property
for which you could sell your property to aof extortion, kidnapping, threats, or black- from the time it was stolen until the time it
willing buyer when neither of you have to sellmail, it can also be a theft. In these in- is recovered, or
or buy and both of you know all the relevantstances, you need to show that the taking of

● Your adjusted basis in the property.facts.your property was illegal under the law of the
The decrease in fair market value is thestate where it occurred, and that it was done

difference between the property’s value im-with criminal intent.
Leased property.  If you are liable for casu-mediately before and immediately after the
alty damage to property you lease, your losscasualty or theft.Mislaid or lost property.   The simple disap-
is the amount you must pay to repair thepearance of money or property is not a theft.
property.Adjusted basis.  Adjusted basis is your ba-However, an accidental loss or disappear-

sis (usually cost) increased or decreased byance of property can qualify as a casualty if it
Business or income-producing property.various events, such as improvements andresults from an identifiable event that is sud-
If business or income-producing property iscasualty losses.den, unexpected, or unusual.
completely destroyed or lost because of a

Example.  A car door is accidentally casualty or theft, your loss is:Theft.  The FMV of property immediately af-
slammed on your hand, breaking the setting ter a theft is considered to be zero, since you
of your diamond ring. The diamond falls from Your adjusted basis in the propertyno longer have the property. Figure your
the ring and is never found. The loss of the theft loss using the smaller of the stolen MINUSdiamond is a casualty. property’s FMV or adjusted basis. Also, see

Any salvage valueRecovered property, later.

Example.  Several years ago, you pur- MINUS
chased silver dollars at face value for $150.Proof of Loss 
This is your adjusted basis in the property. Any insurance or other reimbursement

To take a deduction for a casualty or theft you receive or expect to receiveYour silver dollars were stolen this year. The
loss, you must be able to show that there FMV of the coins was $1,000 when stolen,

The decrease in FMV is not considered.was a casualty or theft. You also must be and insurance did not cover them. Your theft
able to support the amount you take as a loss is $150.
deduction. Separate computations.  Generally, if a sin-

For a casualty loss, you should be able gle casualty or theft involves more than oneThe cost of protection.  The cost of pro-
to show: item of property, you must figure the loss ontecting your property against a casualty or

each item separately. Then combine thetheft is not part of a casualty or theft loss. For● The type of casualty (car accident, fire,
losses to determine the total loss from thatexample, you cannot deduct what you spendstorm, etc.) and when it occurred,
casualty or theft.on insurance or to board up your house

● That the loss was a direct result of the Exception for real property.  In figuringagainst a storm.
casualty, and a casualty loss on nonbusiness real prop-If you make permanent improvements to

erty, the entire property (including any im-your property to protect it against a casualty● That you were the owner of the property
provements, such as buildings, trees, andor theft, add the cost of these improvementsor, if you leased the property from some-
shrubs) is treated as one item. Figure theto your basis in the property. An exampleone else, that you were contractually lia-
loss using the smaller of:would be the cost of a dike to preventble to the owner for the damage.

flooding. ● The decrease in FMV of the entire prop-
For a theft loss, you should be able to erty, or

Related expenses.  The incidental ex-show:
● The adjusted basis of the entire property.penses you have due to a casualty or theft,

● When you discovered that your property such as expenses for the treatment of per-
was missing, sonal injuries, for temporary housing, or for a

rental car, are not part of your casualty or Decrease in fair market value.  To figure● That your property was stolen, and
theft loss. the decrease in FMV (defined earlier) be-

● That you were the owner of the property. cause of a casualty or theft, you generally
Repair and replacement costs.  The cost need a competent appraisal. But, other mea-

Records.  It is important that you have of repairing damaged property or of replac- sures can also be used to establish certain
records that will prove your deduction. If you ing stolen or destroyed property is not part of decreases. See Appraisal, next, and Other
do not have the actual records to support a casualty or theft loss. Neither is the cost of measures, later.
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Appraisal.  The appraisal to determine may be useful in determining value and sug- subtract the expected payment. For more in-
the difference between the FMV of the prop- gesting relative prices for comparison with formation, see Reimbursement Claims, later.
erty immediately before a casualty or theft current sales and offerings in your area. If
and immediately afterwards should be made your car is not listed in the books, you deter- Gain from reimbursement.  If your reim-
by a competent appraiser. The appraiser mine its value from other sources. A dealer’s bursement is more than your adjusted basis
should be reliable and experienced. The ap- offer for your car as a trade-in on a new car is in the property, you have a gain. This is true
praiser must recognize the effects of any not usually a measure of its true value. even if the decrease in the FMV of the prop-
general market decline that may occur along Photographs.  Photographs taken after erty is more than your adjusted basis. If you
with the casualty. This is necessary so that a casualty will be helpful in establishing the have a gain, you may have to pay tax on it, or
any deduction is limited to the actual loss re- condition and value of the property after it you may be able to postpone reporting the
sulting from damage to the property. was damaged. Photographs showing the gain.

Several factors are important in evaluat- condition of the property after it was re- See Publication 547 for more information
ing the accuracy of an appraisal, including paired, restored, or replaced may also be on how to treat a gain from the reimburse-
the appraiser’s: helpful. ment for a casualty or theft.

The cost of photographs obtained for this● Familiarity with your property before and
purpose is not a part of the loss. It is an ex-after the casualty or theft, Other reimbursements.  Insurance is the
pense of determining your tax liability. You most common way to be reimbursed for a● Knowledge of sales of comparable prop-
can claim this cost as a miscellaneous de- casualty or theft loss. But you may be reim-erty in the area,
duction subject to the 2% of adjusted gross bursed in some other way. See Types of Re-

● Knowledge of conditions in the area of the income limit on Schedule A (Form 1040). imbursements in the instructions for Form
casualty, and 4684.

Items not to be considered.  You generally● Method of appraisal. If you receive money as an employee
should not consider the following items from your employer’s emergency disaster
when attempting to establish the FMV ofAppraisal fees.  You can deduct your fund, and you must use that money to reha-
your property.appraisal fees as a miscellaneous deduction bilitate or replace property on which you are

Sentimental value.  Do not considersubject to the 2% of adjusted gross income claiming a casualty loss deduction, then you
sentimental value when determining yourlimit on line 22, Schedule A (Form 1040). must take that money into consideration in
loss. If a family portrait, heirloom, or keep-The appraisal fee is an expense of determin- computing the casualty loss deduction. You
sake is damaged, destroyed, or stolen, youing your tax liability. It is not a part of the cas- take it into consideration to the extent you
must base your loss only on its actual marketualty loss. used it to replace your destroyed or dam-
value. aged property.

General decline in market value.  A de-Other measures.  You can use the cost of Example.  Your home was extensivelycrease in the value of your property becausecleaning up or of making repairs after a
damaged by a tornado. Your loss after reim-it is in or near an area that suffered a casu-casualty as a measure of the decrease in
bursement from your insurance companyalty, or that might again suffer a casualty, isFMV if you meet all the following conditions.
was $10,000. Your employer set up a disas-not to be taken into consideration. You have1) The repairs are necessary to bring the ter relief fund for its employees. Employeesa loss only for actual casualty damage toproperty back to its condition before the receiving money from the fund had to use ityour property. However, if your home is in acasualty. to rehabilitate or replace their damaged orfederally declared disaster area, see Disas-
destroyed property. You received $5,0002) The amount spent for repairs is not ter Area Losses in Publication 547.
from the fund and spent the entire amountexcessive.
on repairs to your home. In figuring your cas-3) The repairs take care of the damage
ualty loss, you must reduce your un-only.
reimbursed loss ($10,000) by the $5,000 youInsurance and Other

4) The value of the property after the re- received from your employer’s fund. Your
pairs is not, due to the repairs, more Reimbursements  casualty loss before applying the deduction
than the value of the property before the limits discussed later is $5,000.If your property is covered by insurance, youcasualty.

should file a timely insurance claim for reim-
Payments not considered reimburse-bursement of your loss. Otherwise, you can-Landscaping.  The cost of restoring ments.  If you are a disaster victim who re-not deduct this loss as a casualty or theftlandscaping to its original condition after a ceives excludable cash gifts, and there areloss.casualty may indicate the decrease in FMV. no limits on how you can use the money, youThe portion of the loss not covered by in-You may be able to measure your loss by do not reduce your casualty loss deductionsurance (for example, a deductible) is notwhat you spend on the following: by the amount of the excludable cash giftssubject to this rule.

1) Removing destroyed or damaged trees even if you use the money to pay for repairsExample.  You have a car insurance pol-and shrubs minus any salvage you to property damaged in the disaster.icy with a $500 deductible. Because your in-receive, Example.  Your home was damaged by asurance did not cover the first $500 of an
2) Pruning and other measures taken to hurricane. Relatives and neighbors madeauto collision, the $500 would be deductible

preserve damaged trees and shrubs, cash gifts to you which were excludable from(subject to the $100 and 10% rules dis-
and your income. You applied part of the cashcussed later under Deduction Limits). This is

gifts to the cost of repairing your home.true, even if you do not file an insurance3) Replanting necessary to restore the
There were no limits or restrictions on howclaim, since your insurance policy wouldproperty to its approximate value before

never have reimbursed you for it. you could use the cash gifts. The money youthe casualty.
received as excludable gifts and used to pay
for repairs to your home does not reduce theReduction of loss.  If you receive insuranceCars.  Books issued by various automo-
amount that you can deduct as a casualtyor another type of reimbursement, you mustbile organizations may be useful in figuring
loss on the damaged home.subtract the reimbursement when you figurethe value of your car if your car is listed in the

your loss. You do not have a casualty or theftbooks. You can use the books’ retail values
loss to the extent you are reimbursed. Payments for living costs.  If an insuranceand modify them by such factors as mileage

company pays you for any of your living ex-If you expect to be reimbursed,  butand the condition of your car to figure its
have not yet received payment, you must still penses after you lose the use of your homevalue. The prices are not ‘‘official,’’ but they
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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. Apply this rule
reduce your loss by any reimbursement. 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)

because of a casualty, the insurance pay- But you do include in income the rest of the how many pieces of property are involved.
ments are not considered a reimbursement insurance received, $425 ($1,100 – $675). Generally, events closely related in origin
that reduces your deductible casualty loss. cause a single casualty. It is a single casualty

You must report as income insurance when the damage is from two or moreDisaster relief.  Food, medical supplies, and
payments covering your normal l iving closely related causes, such as wind andother forms of assistance you receive do not
expenses. reduce your casualty loss unless they are flood damage caused by the same storm. A

However, the part of insurance payments replacements for lost or destroyed property. single casualty may also damage two or
that pays you for a temporary increase in the These items are not taxable income to you. more pieces of property, such as a hailstorm
living expenses you and your family have that damages both your home and your car
during this period does not have to be re- parked in your driveway.
ported as income. More than one loss.  If you have moreDeduction Limits The same rules apply to insurance pay- than one casualty or theft loss during the tax
ments for living expenses if you are denied year, you must reduce each loss by $100.After you have figured your casualty or theft
access to your home by government authori- loss and subtracted any reimbursements, Example.  Your family car was damagedties due to a casualty or the threat of a you must figure how much of the loss you in an accident in January. Your loss after thecasualty. can deduct. If your loss was to property you insurance reimbursement was $75. In Febru-The increase in your living expenses is had for your own or your family’s personal ary, your car was damaged in another acci-the amount of your actual living expenses use, there are two limits on the amount you dent. This time your loss after the insuranceminus your normal living expenses. Do not can deduct for your casualty or theft loss. reimbursement was $90. Apply the $100 ruleinclude in income the payment you received

to each separate casualty loss. Since neither1) You must reduce your loss by $100. Iffor your extra expenses for renting suitable
accident resulted in a loss of over $100, youyou had more than one casualty or thefthousing and for transportation, food, utilities,
are not entitled to any deduction for theseloss, you must reduce each loss byand miscellaneous services during the pe-
accidents.$100.riod you are unable to use your home be-

cause of the casualty. 2) You must further reduce your loss by
10% rule.   You must reduce the total of all10% of your adjusted gross income.Example.  As a result of a fire, you va-
your casualty or theft losses by 10% of yourIf you had more than one casualty orcated your apartment for a month and
adjusted gross income. Apply this rule aftertheft loss, this 10% limit applies to themoved to a motel. You normally pay $525 a
you reduce each loss by any reimburse-total of all your losses for the year.month rent. None was charged for the month
ments and by $100. If you have both gainsthe apartment was vacated. Your motel rent
and losses from casualties or thefts, seefor this month was $1,200. You received
Gains and losses, later in this discussion.$1,100 reimbursement from your insurance $100 rule.   The first $100 of a casualty or

Example 1.  In June, you discovered thatcompany for rental expenses. theft loss on nonbusiness property is not al-
your house had been burglarized. Your lossThe part of the insurance payment that lowable. This rule applies after all reimburse-
after insurance reimbursement was $2,000.reimburses you for the amount of your actual ments have been subtracted from your total
Your adjusted gross income is $29,500. Yourent minus your normal rent is $675 ($1,200 casualty or theft loss.
first apply the $100 rule and then the 10%– $525). You do not include the $675 (the in- Single event.  A single $100 reduction
rule. Figure your theft loss as follows.crease in your living expenses) in income. applies to each casualty or theft, no matter
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1. Loss after insurance . . . . . . . . . . . . . . . . . . $2,000 Real property.   In figuring a loss to real antique table. You did not have fire insur-
property you own for personal use, all im- ance to cover your loss. (This was the only2.  Subtract $100 . . . . . . . . . . . . . . . . . . . . . . . . 100
provements, such as buildings and orna- casualty or theft you had during the year.)3.  Loss after $100 rule . . . . . . . . . . . . . . . . . . $1,900
mental trees, are considered together. The The chair cost you $750, and you estab-4.  Subtract 10% of $29,500 AGI . . . . . . . .  2,950
loss is the smaller of: lished that it had an FMV of $500 just before

5. Theft loss deduction . . . . . . . . . . . . . . . . –0–
the fire. The rug cost you $3,000 and had an1) The decrease in the fair market value of
FMV of $2,500 just before the fire. Youthe entire property, orWhen you apply the 10% rule, you find bought the table at an auction for $100,

you do not have a casualty or theft loss de- 2) The adjusted basis of entire property. before discovering it was an antique. It had
duction because your loss ($1,900) is less been appraised at $900 before the fire. You
than 10% of your adjusted gross income From this amount subtract: figure your loss on each of these items as
($2,950). follows:1) The insurance and other reimbursementMore than one loss.  If you had more

you receive or expect to receive,than one casualty or theft loss during the Chair Rug Table
year, reduce each loss by any reimburse- 1) Basis (cost) . . . . . . . $ 750 $3,000  $ 1002) $100, and
ments and by $100. Then you reduce the

2)  FMV before fire $ 500  $2,500 $ 9003) 10% of your adjusted gross income.total of all your losses by 10% of your ad-
3)  FMV after fire . . . . –0– –0–  –0–

justed gross income.
4)  Decrease in FMV $ 500 $2,500  $ 900However, if you have more than one cas-

Example 2.  In March, you had a car acci- ualty or theft loss, subtract 10% of your ad- 5)  Loss (smaller of 1dent that totally destroyed your car. You did justed gross income (AGI) from the total of or 4) . . . . . . . . . . . . . . . $ 500 $2,500  $ 100not have collision insurance on your car, so all your losses for the year.
you did not receive any insurance reimburse- 6) Total loss . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,100Deduction.  Any amount remaining after
ment. Your loss on the car was $1,200. In you follow these steps is your personal casu-
November, you had a fire that damaged your alty loss deduction.
basement and totally destroyed the furni- Both real and personal properties.  WhenExample.  You bought your home a fewture, washer, dryer, and other items you had a casualty involves both real and personalyears ago. You paid $50,000 ($10,000 forstored there. Your loss on the basement properties, you must figure the loss sepa-the land and $40,000 for the house). Youitems after reimbursement was $1,700. Your rately for each type of property, as shown inalso spent $2,000 for landscaping. This yearadjusted gross income is $25,000. You fig- the previous examples. But you apply a sin-a fire destroyed your home. The fire alsoure your casualty loss deduction as follows. gle $100 reduction to the total loss. Thendamaged the shrubbery and trees in your

you apply the 10% rule. yard. The fire was your only casualty or theftCar Basement 
loss this year. Competent appraisers valued1. Loss . . . . . . . . . . . . . . . . . . . . . $1,200 $ 1,700 Property used partly for business andthe property as a whole at $75,000 before2.  Subtract $100 per partly for personal purposes.  When prop-the fire, but only $15,000 after the fire. (Theincident . . . . . . . . . . . . . . . . . . 100 100 erty is used partly for personal (nonbusi-loss to your household furnishings is not

3.  Loss after $100 rule . . . . $1,100 $ 1,600 ness) purposes and partly for business or in-shown in this example but would be figured
come-producing purposes, the casualty or4. Total loss . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 2,700 separately, as explained later under Per-
theft loss deduction must be figured sepa-5. Subtract 10% of $25,000 AGI . . . . 2,500 sonal property.) Shortly after the fire, the in-
rately for the nonbusiness portion and for thesurance company paid you $45,000 for the6. Casualty loss deduction . . . . . . . . $ 200
business portion. You must figure each lossloss. Your adjusted gross income is $48,000.
separately because the losses attributed toYou figure your casualty loss deduction as
these two uses are figured in two differentfollows:Gains and losses.  If you had both gains and ways. The $100 rule and the 10% rule apply

losses from casualties or thefts to nonbusi- only to the casualty or theft loss on the non-1)  Adjusted basis of the entire
ness property, you must compare your to- business portion of the property.property (cost of land, building,tal gains to your total losses. Do this after

and landscaping) . . . . . . . . . . . . . . . . . $ 52,000
you have reduced each loss by any reim-
bursements and by $100. 2) FMV of entire property before fire $ 75,000

If your losses are more than your 3)  FMV of entire property after fire 15,000 When To Report
gains,  subtract your gains from your losses 4)  Decrease in FMV of entire a Gain or a Loss and reduce the result by 10% of your ad- property $ 60,000
justed gross income. The rest is your deduct- If you have insurance or other reimburse-

5) Amount of loss (smaller of 1 or 4) $ 52,000ible loss. ment that is more than your basis in the de-
6. Subtract insurance. . . . . . . . . . . . . . . . 45,000However, if your gains are more than stroyed or stolen property, you have a gain

your losses, subtract your losses from your 7. Loss after reimbursement . . . . . . . . $ 7,000 from the casualty or theft. You must include
gains. The difference is treated as capital 8. Subtract $100 . . . . . . . . . . . . . . . . . . . . . 100 this gain in your income in the year you re-
gain and must be reported on Schedule D ceive the reimbursement, unless you choose9. Loss after $100 rule. . . . . . . . . . . . . . . $ 6,900(Form 1040). The 10% rule does not apply to to postpone the gain as explained in Publica-10. Subtract 10% of $48,000 AGI . . . . 4,800your losses. tion 547.

11. Casualty loss deduction . . . . . . . . $ 2,100Table 27–1 gives a brief explanation of If you have a loss, see Table 27–2.
how to apply the $100 rule and the 10% rule
in various situations. For more detailed ex- Loss on deposits.  If your loss is a loss on
planations and examples, get Publication Personal property.  Personal property is deposits in an insolvent or bankrupt financial
547. generally any property that is not real prop- institution, see Loss on Deposits, earlier.

erty. If your personal property is stolen or is
damaged or destroyed by a casualty, you Casualty losses.  Generally, you can deduct
must figure your loss separately for each casualty losses only in the tax year in whichFiguring the Deduction item of property. The loss is the smaller of the casualty occurred. This is true even if you
the decrease in the FMV of the property orGenerally, you must figure your loss sepa- do not repair or replace the damaged prop-
its adjusted basis.rately for each item stolen, damaged, or erty until a later year.

destroyed. However, a special rule applies Example.  A fire in your home destroyed Disaster area losses.   If you have a cas-
for nonbusiness real property. an upholstered chair, an oriental rug, and an ualty loss in a federally declared disaster
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the amount recovered in your income for theTable 27-2. When to Deduct a Loss
year of receipt. If any part of the original de-

Can You Choose duction did not reduce your tax in the earlierType of Loss Tax Year Deducted Years? year, you do not include that part of the re-
covery in your income. For more information,

Casualty losses Year loss occurred No see Recoveries in Chapter 13.

Loss on deposits
Recovered property   is your property that

●  Casualty loss Year a reasonable estimate can be made No was stolen and later returned to you. If you
recovered property after you have already●  Bad debt Year deposits are totally worthless No
taken a theft loss deduction, you must

●  Ordinary loss Year a reasonable estimate can be made No
refigure your loss using the smaller of the
property’s adjusted basis (explained underFederal disasters Year the disaster occurred or the year immedi- Yes
Amount of Loss, earlier) or the decrease inately before the disaster
FMV from the time it was stolen until the time
it was recovered. Use this amount to refigureThefts Year of discovery of the theft No
your total loss for the year in which the loss
was deducted.

This is your refigured loss. If this amount
area, you can choose to deduct the loss on If you receive more reimbursement is less than the loss you deducted, you gen-
your tax return for the year immediately pre- than you expected after you have claimed a erally have to report the difference as in-
ceding the year in which the disaster oc- deduction for the loss, you may have to in- come in the recovery year. But report the dif-
curred. This may enable you to get an imme- clude the extra reimbursement in your in- ference only up to the amount of the loss
diate refund of taxes you already paid. For come for the year you receive it. that reduced your tax.
more information, see Disaster Area Losses However, if any part of your original de-
in Publication 547. duction did not reduce your tax for the earlier

year, do not include that part of the reim-
Theft losses.  You can generally deduct a bursement in your income. You do not How To Report
theft loss only in the year you discover your refigure your tax for the year you claimed the
property was stolen. You must be able to deduction. For more information, see Recov- Gains or Losses 
show that there was a theft, but you do not eries in Chapter 13.
have to know when the theft took place. If you have a loss from a casualty or theft ofPublication 525 has a worksheet for you
However, you should show when you discov- nonbusiness property, use:to use when only part of your original deduc-
ered that your property was missing. tion reduced your tax in the earlier year.

● Form 4684, and

Reimbursement Claims  ● Schedule A (Form 1040).Note.  If the total of all the reimburse-
If there is a reasonable prospect you will be ments you receive is more than your ad-
reimbursed for part or all of your loss, you justed basis in the destroyed or stolen prop- If you have a gain from a casualty or theft
must subtract the expected reimbursement erty, you will have a gain on the casualty or of nonbusiness property, report your gain on:
when you figure your loss. You must reduce theft. Get Publication 547 for more informa-
your loss even if you do not receive payment ● Form 4684, andtion on how to treat a gain from the reim-
until a later tax year. You are believed to bursement of a casualty or theft.

● Schedule D (Form 1040).have a reasonable prospect of reimburse-
If you receive exactly the reimburse-ment if you have filed suit for damages.

ment you expected to receive,  you do notIf you later receive less reimburse- Adjustments to basis.   If you have a casu-
have any amount to include in your incomement  than you expected, you include that alty or theft loss, you must reduce your basis
or any loss to deduct.difference as a loss with your other losses (if in the property by any deductible loss and

any) on your return for the year in which you any insurance or other reimbursements. TheExample.  Last December, you had acan  reasonab ly  expec t  no  more result is your adjusted basis in the property.collision while driving your personal car. Re-reimbursement. Amounts you spend to restore your propertypairs to the car cost $950. You had $100 de-
Example.  Your personal car had an FMV after a casualty increase your adjusted ba-ductible collision insurance. Your insurance

of $2,000 when it was destroyed in a colli- sis. See Adjusted Basis in Publication 551company agreed to reimburse you for the
sion with another car last year. The accident for more information. rest of the damage. As a result of your ex-
was due to the negligence of the other pected reimbursement from the insurance
driver. At the end of the year, there was a company, you do not have a casualty loss Net operating loss.   If your casualty or theftreasonable prospect that the owner of the deduction last year. And because of the loss deduction is more than your income,other car would reimburse you in full. You did $100 rule, you cannot deduct the $100 you you may have a net operating loss. You cannot have a deductible loss in last year. paid as the deductible. use a net operating loss to lower your taxesThis January, the court awards you a  When you receive the $850 from the in- in an earlier year, allowing you to get a re-judgment of $2,000. However, in July it be-

surance company this year, you do not have fund for taxes that you have already paid. Or,comes apparent that you will be unable to
to report it as income. you can use it to lower your taxes in a latercollect any amount from the other driver.

year. You do not have to be in business toSince this is your only casualty or theft loss,
have a net operating loss from a casualty orDeducted loss recovered.  If you recoveryou can deduct the loss this year that is more
theft. For more information, get Publicationan amount you already deducted in an ear-than $100 and 10% of your adjusted gross
536, Net Operating Losses.lier year as a loss, you may have to includeincome for this year.
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1) You fully accounted to your employer or profession. A necessary expense is one
for your work-related expenses. that is helpful and appropriate to your busi-

ness. An expense does not have to be indis-28. 2) You received full reimbursement for
pensable to be considered necessary. How-your expenses.
ever, you cannot deduct expenses to theCar Expenses 3) Your employer required you to return extent they are lavish or extravagant.

any excess reimbursement and you did You will find examples of deductibleand Other so. travel expenses later in this section.
4) Box 13 of your Form W–2 shows noEmployee amount with a code L. Traveling away from home.   You are trav-

eling away from home if:Business  If you meet these four conditions, there is no 1) Your duties require you to be away from
need to show the expenses or the reim- the general area of your tax home (de-Expenses bursements on your return. See Reimburse- fined later) substantially longer than an
ments, later, if you would like more informa- ordinary day’s work, and
tion on reimbursements and accounting to

2) You need to get sleep or rest to meetyour employer.
the demands of your work while awayIf you do not meet all of these conditions,Important Change
from home.you must complete Form 2106 or 2106–EZ

for 1996 and itemize your deductions to claim your
 This rest requirement is not satisfied byexpenses. See Completing Forms 2106 andStandard mileage rate.  The standard mile-
merely napping in your car. You do not have2106–EZ, later.age rate for the cost of operating your car in
to be away from your tax home for a whole

1996 is 31 cents a mile for all business miles. If you meet these conditions and day or from dusk to dawn as long as your re-
your employer included reimburse- lief from duty is long enough to get neces-
ments on your Form W–2 in error, sary sleep or rest.

ask your employer for a corrected Form W–Important Reminders Example 1.  You are a railroad conduc-2.
tor. You leave your home terminal on a regu-Receipts needed for certain business ex-
larly scheduled round-trip run between twopenses.  You may have to keep documen-
cities and return home 16 hours later. Duringtary evidence, such as receipts, for certain Useful Items
the run, you have 6 hours off at your turn-business expenses that are $75 or more. You may want to see:
around point where you eat two meals andSee Recordkeeping.
rent a hotel room to get necessary sleepPublication
before starting the return trip. You are con-Limits that apply to employee deduc-

□ 463 Travel, Entertainment, Gift, and sidered to be away from home, and you cantions.  If you are an employee, deduct your
Car Expenses deduct travel expenses.work-related expenses discussed in this

□ 535 Business Expenses Example 2.  You are a truck driver. Youchapter as a miscellaneous itemized deduc-
leave your terminal and return to it later thetion on Schedule A (Form 1040). Generally,

Form (and Instructions) same day. You get an hour off at your turn-the amount you can deduct is limited to the
around point to eat. Because you are not offamount that exceeds 2% of your adjusted □ Schedule A (Form 1040) Itemized
to get necessary sleep and the brief time offgross income. It may be further limited if your Deductions
is not an adequate rest period, your trip is notadjusted gross income is more than

□ Schedule C (Form 1040) Profit or considered as travel away from home. You$117,950 ($58,975 if you are married filing
Loss From Business cannot deduct travel expenses.separately). For more information, see

□ Schedule C–EZ (Form 1040) NetChapters 22 and 30 and the instructions for
Profit From BusinessSchedule A (Form 1040). Tax Home  

□ Schedule F (Form 1040) Profit or To deduct travel expenses, you must first de-
Loss From Farming termine the location of your tax home.

Generally, your tax home is your regularIntroduction □ Form 2106 Employee Business
place of business or post of duty, regardlessExpensesThis chapter discusses rules for deducting
of where you maintain your family home. It

□ Form 2106–EZ Unreimbursedbusiness-related expenses connected with:
includes the entire city or general area inEmployee Business Expenses● Travel away from home, which your business or work is located. If you
have more than one regular place of busi-● Entertainment,
ness, your tax home is your main place of

● Business gifts, Travel Expenses business. If you do not have a regular or a
● Local business transportation, and main place of business because of the na-If you temporarily travel away from your tax

ture of your work, then your tax home may behome, you can use this section to determine● Business use of a car.
the place where you regularly live. See Noif you have deductible travel expenses. This
main place of business or work, later.section defines ‘‘tax home,’’ ‘‘temporary,’’This chapter also discusses:

If you do not fit any of these categories,and different types of travel expenses. It also● What records you need to prove your
you are considered a transient (an itinerant)discusses the rules for travel inside andexpenses,
and your tax home is wherever you work. Asoutside the United States and deductible

● How to handle reimbursements of your a transient, you cannot claim a travel ex-convention expenses.
employee business expenses, and pense deduction because you are never

considered away from home.● How to report your expenses on Forms Travel expenses defined.  For tax pur-
2106 and 2106–EZ. poses, travel expenses are the ordinary and

necessary expenses of traveling away from Main place of business or work.  If you
Expenses fully reimbursed.  You will not home for your business, profession, or job. have more than one place of work, you
need to read this chapter if all of the follow- An ordinary expense is one that is common should use the following factors to deter-
ing are true. and accepted in your field of business, trade, mine your main place of business or work:
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1) The total time you ordinarily spend have a tax home in Boston for travel ex- expenses while there. Your assignment or
working in each area, pense deduction purposes. job in a single location is considered indefi-

Transient workers.   If you move from nite if it is realistically expected to last for2) The degree of your business activity in
job to job, maintain no fixed home, and are more than one year, whether or not it actu-each area, and
not associated with any particular business ally lasts for more than one year.

3) The relative amount of your income locality, each place you work becomes your If your assignment is indefinite, you must
from each area. main place of business and your tax home. include in your income any amounts you re-

You cannot deduct your expenses for meals ceive from your employer for living ex-
Example.  You live in Cincinnati where and lodging. penses, even if they are called travel al-

you have a seasonal job for 8 months and lowances and you account to your employer
earn $15,000. You work the remaining 4 Living away from your tax home.  If you for them. You may be able to deduct the cost
months in Miami, also at a seasonal job, and (and your family) live in an area outside your of relocating to your new tax home as a mov-
earn $4,000. Cincinnati is your main place of tax home (main place of work), you cannot ing expense. See Chapter 19 for more
work because you spend most of your time deduct travel expenses between your tax information.
there and earn most of your income there. home and your family home. You also can-

not deduct the cost of meals and lodging Determining temporary or indefinite.  You
No main place of business or work.  You while at your tax home. See Example 1, must determine whether your assignment is
may have a tax home even if you do not have below. temporary or indefinite when you start work.
a regular or main place of work. Your tax If you are working temporarily in the If you expect employment to last for one year
home may be the home where you regularly same city where you and your family live, you or less, it is temporary unless there are facts
live. If you do not have a regular or main may be considered as traveling away from and circumstances that indicate otherwise.
place of business or work, use the following home. See Example 2, below. Employment that is initially temporary may
three factors to see if you have a tax home. become indefinite due to changed circum-Example 1.  You are a truck driver and
1) You have part of your business in the stances. A series of assignments to theyou and your family live in Tucson. You are

area of your main home and use that same location, all for short periods but thatemployed by a trucking firm that has its ter-
home for lodging while doing business together cover a long period, may be consid-minal in Phoenix. At the end of your long
there. ered an indefinite assignment.runs, you return to your home terminal in

Phoenix and spend one night there before2) You have living expenses at your main
returning home. You cannot deduct any of Going home on days off.  If you go back tohome that you duplicate because your
your travel costs in Phoenix because Phoe- your tax home from a temporary assignmentbusiness requires you to be away from
nix is your tax home. on your days off, you are not consideredthat home.

away from home while you are in yourExample 2.  Your family home is in Pitts-3) You have not left the area in which both
hometown. You cannot deduct the cost ofburgh, where you work 12 weeks a year. Theyour traditional place of lodging and
your meals and lodging there. However, yourest of the year you work for the same em-your main home are located; you have a
can deduct your travel expenses, includingployer in Baltimore. In Baltimore, you eat inmember or members of your family liv-
meals and lodging, while traveling from therestaurants and sleep in a rooming house.ing at your main home; or you often use
area of your temporary place of work to yourYour salary is the same whether you are inthat home for lodging.
hometown and back to work. You can claimPittsburgh or Baltimore.
these expenses up to the amount it wouldBecause you spend most of your workingIf you meet all three factors, your tax
have cost you for meals and lodging had youtime and earn most of your salary in Balti-home is the home where you regularly live,
stayed at your temporary place of work.more, that city is your tax home. You cannotand you may be able to deduct travel ex-

If you keep your hotel room during yourdeduct any expenses you have for mealspenses. If you meet only two of the factors,
visit home, you can deduct the cost of yourand lodging there. However, when you returnyou may have a tax home depending on all
hotel room. In addition, you can deduct yourto work in Pittsburgh, you are away from yourthe facts and circumstances. If you meet
expenses of returning home up to thetax home even though you stay at your fam-only one factor, you are a transient; each
amount you would have spent for meals hadily home. You can deduct the cost of yourplace you work becomes your tax home and

round trip between Baltimore and Pittsburgh. you stayed at your temporary place of work.you cannot deduct travel expenses.
You can also deduct your part of your

Example.  You are single and live in Bos- family’s living expenses for meals and lodg- Probationary work period.  If you take aton in an apartment you rent. You have ing while you are living and working in job that requires you to move, with the un-worked for your employer in Boston for a Pittsburgh. derstanding that you will keep the job if yournumber of years. Your employer enrolls you
work is satisfactory during a probationary pe-in a 12-month executive training program.
riod, the job is indefinite. You cannot deductTemporary Assignment or Job  You do not expect to return to work in Bos-
any expenses for meals and lodging duringYou may regularly work or carry on your busi-ton after you complete your training.
the probationary period.ness activities within the city or general areaDuring your training, you do not do any

of your tax home and also work or conductwork in Boston. Instead, you receive class-
Members of the Armed Forces.   If you arebusiness at another location. It may not beroom and on-the-job training throughout the
a member of the U.S. Armed Forces on apractical to return home from this other loca-United States. You keep your apartment in
permanent duty assignment overseas, yoution at the end of each day’s work.Boston and return to it frequently. You use
are not traveling away from home. You can-If your assignment or job away from youryour apartment to conduct your personal
not deduct your expenses for meals andmain place of work is temporary, your taxbusiness. You also keep up your community
lodging. You cannot deduct these expenseshome does not change. You are consideredcontacts in Boston. When you complete your
even if you have to maintain a home in theto be away from home for the whole period,training, you are transferred to Los Angeles.
United States for your family members whoand your travel expenses are deductible.You have not satisfied factor (1) because
are not allowed to accompany you overseas.Generally, a temporary assignment in a sin-you did not work in Boston. You have satis-
If you are transferred from one permanentgle location is one that is realistically ex-fied factor (2) because you have duplicate
duty station to another, you may have de-pected to last (and does in fact last) for oneliving expenses. You also satisfy factor (3)
ductible moving expenses, which are ex-year or less.because you do not abandon your apart-
plained in Chapter 19.ment in Boston as your traditional home, you However, if your assignment or job is in-

A naval officer assigned to permanentkeep your community contacts, and you fre- definite, that location becomes your new
duty aboard a ship that has regular eatingquently return to live in your apartment. You tax home and you cannot deduct your travel
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and living facilities has a tax home aboard Local Transportation Expenses, later, for in- Telephone expenses.  You can deduct the
cost of business calls while you are travelingformation on how to figure this deduction.ship for travel expense purposes.
away from home. This includes the cost ofLeasing a car.  You can deduct the cost
business communication by fax machine orof leasing a car for business purposes whileWhat Are Travel
other devices.you are traveling away from home. However,

Expenses?  if you lease a car for 30 days or more, you
Once you have determined that you are trav- Tips.  You can deduct tips you pay for any ofmay have to include an amount in your in-

the expenses in this section.eling away from your tax home, you can de- come. This ‘‘inclusion amount’’ is explained
in Chapter 4 of Publication 463.te rmine  what  t rave l  expenses  a re

deductible. You can also deduct actual operating ex- Other expenses.  You can deduct other
penses for a car you lease. Examples are similar ordinary and necessary expenses

When you travel away from home that are related to your business travel.gas, oil, and repairs. However, you cannot
on business, you should keep These expenses might include the costs ofclaim the standard mileage rate.
records of all the expenses you in- operating and maintaining a house trailer,Operating expenses.  For a car you

cur and any advances you receive from your public stenographer’s fees, and computerown, you may have a choice of deducting ac-
employer.  You can use a log,  d iary, rental fees.tual business-related expenses or claiming
notebook, or any other written record to the standard mileage rate. The 1996 stan-
keep track of your expenses. The types of Travel expenses for another individual.  Ifdard mileage rate is 31 cents a mile for all
expenses you need to record, along with a spouse, dependent, or other individualbusiness miles. See Car Expenses, later, for
supporting documentation, are described goes with you (or your employee) on a busi-information about using actual expenses or
later under Recordkeeping. ness trip or to a business convention, youthe standard mileage rate.

Deductible travel expenses include those generally cannot deduct his or her travel ex-
ordinary and necessary expenses you incur penses. You can only deduct the travel ex-Lodging.  You can deduct the cost of lodg-
while traveling away from home on business. penses you pay or incur for an accompany-ing if your business trip is overnight or long
The type of expense you can deduct de- ing individual if that individual:enough that you need to stop for sleep or
pends on the facts and your circumstances. rest to properly perform your duties. 1) Is your employee,Table 28–1 summarizes the expenses you

2) Has a bona fide business purpose formay be able to deduct. Meals.  You can deduct the cost of meals
the travel, andYou can use the discussion that follows only if your business trip is overnight or long

as a general guideline. You may have other 3) Would otherwise be allowed to deductenough that you need to stop for sleep or
deductible travel expenses that are not cov- the travel expenses.rest to properly perform your duties. You
ered here, depending on the facts and your cannot deduct the cost of meals if it is not
circumstances. Exception for business associate.  If anecessary for you to rest. If you pay for a

business associate travels with you andbusiness meal when you are not traveling,
Transportation.  You can generally deduct meets the conditions in (2) and (3) above,you can deduct the cost only if you meet the
travel by airplane, train, or bus between your you can claim the deductible travel ex-rules for business entertainment. These
home and your business destination. Your penses you pay for that person. A businessrules are explained later under Entertain-
cost is the amount you paid for your ticket. If associate is someone with whom you canment Expenses.
you were provided with a ticket or you are rid- reasonably expect to actively conduct busi-The expense of a meal includes amounts
ing free as a result of a ‘‘frequent flyer’’ or ness. It does not matter if you have alreadyyou spend for your food, beverages, taxes,
other  s imi lar  program, you have no conducted business with the person as longand tips relating to the meal. You can deduct
deduction. as you reasonably expect to do so. A busi-either the actual cost or a standard amount.

ness associate can be a customer, client,If you travel by car, you can deduct your See Standard Meal Allowance later in this
supplier, employee, agent, partner, or pro-expenses using the rules explained later section.
fessional advisor.under Car Expenses. 50% limit on meals.  You can deduct

Bona fide business purpose.  For aIf you travel by ship, the amount you can only 50% of the cost of your unreimbursed
bona fide business purpose to exist, youdeduct may be limited. See Luxury Water business-related meals. If you are reim-
must prove a real business purpose for theTravel and Cruise ships (under Conventions) bursed for these expenses, how you apply
individual’s presence. Incidental services,in Chapter 1 of Publication 463. the 50% limit depends on whether your em-
such as typing notes or assisting in enter-ployer’s reimbursement plan was accounta-
taining customers, are not enough to warrantTaxi, commuter bus, and limousine fares. ble or nonaccountable. This limit applies
a deduction.You can generally deduct the fares you pay whether the unreimbursed meal expense is

for taxis, airport limousines, buses, or other Example.  Jerry drives to Chicago onfor business travel or business entertain-
types of transportation between the airport business and takes his wife, Linda, with him.ment. The 50% limit is explained later under
or station and your hotel. You can also de- Linda is not Jerry’s employee. Even if herEntertainment Expenses. Accountable and

presence serves a bona fide business pur-duct these fares between your hotel and the nonaccountable plans are discussed later
pose, her expenses are not deductible.work location of your customers or clients, under Reimbursements.

Jerry pays $115 a day for a double room.your business meeting place, or your tempo- Lavish or extravagant.  You cannot de-
A single room costs $90 a day. He can de-rary work location. You cannot deduct costs duct expenses for meals to the extent they
duct the total cost of driving his car to andof sightseeing, shopping, or similar nonbusi- are lavish or extravagant. An expense is not
from Chicago, but only $90 a day for his hotelness activities. considered lavish or extravagant if it is rea-
room. If he uses public transportation, hesonable based on the facts and circum-
can deduct only his fare.Baggage and shipping costs.  You can de- stances. Expenses will not be disallowed

duct the cost of sending baggage and sam- merely because they are more than a fixed
ple or display material between your regular dollar amount or take place at deluxe restau- Standard Meal Allowance  
work location and your temporary work rants, hotels, nightclubs, or resorts. You generally can deduct a standard amount
location. for your daily meals and incidental expenses

Cleaning and laundry expenses.  You can while you are traveling away from home on
Car expenses.  You can deduct the cost of deduct reasonable dry-cleaning and laundry business. Incidental expenses include, but
operating and maintaining your car when expenses while traveling away from home are not limited to, your costs for the following
traveling away from home on business. See on business. items:
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1) Your employer is your brother or sister,Table 28-1. Deductible Travel Expenses
half-brother or half-sister, spouse, an-
cestor, or lineal descendant,

Expense Description
2) Your employer is a corporation in which

Transportation The cost of travel by airplane, train, bus, or car between your you own, directly or indirectly, more than
home and your business destination. 10% in value of the outstanding stock,

or
Taxi, commuter bus, Fares for these and other types of transportation between the

3) Certain fiduciary relationships exist be-and limousine airport or station and your hotel, or between the hotel and
tween you and your employer involvingyour work location away from home.
grantors, trusts, beneficiaries, etc.

Baggage and The cost of sending baggage and sample or display material
shipping between your regular and temporary work locations.  You may be considered to indirectly own

stock, for purposes of (2) above, if you have
Car The costs of operating and maintaining your car when travel- an interest in a corporation, partnership, es-

ing away from home on business. You may deduct actual ex- tate, or trust that owns the stock or if a family
penses or the standard mileage rate, including business-re- member or partner owns the stock.
lated tolls and parking. If you lease a car while away from
home on business, you can deduct business-related ex-

Amount of standard meal allowance.  Thepenses only.
standard meal allowance is $26 a day for
most areas in the United States. Other loca-Lodging The cost of lodging if your business trip is overnight or long
tions in the United States are designated asenough to require you to get substantial sleep or rest to prop-
high-cost areas, qualifying for higher stan-erly perform your duties.
dard meal allowances.

Appendices A–1 and A–2 in PublicationMeals The cost of meals only if your business trip is overnight or
463 show the locations qualifying for rates oflong enough to require you to stop to get substantial sleep or

rest. Includes amounts spent for food, beverages, taxes, and $30, $34, or $38 a day for travel on or after
related tips. January 1, 1996.

If you travel to more than one location in
Cleaning Cleaning and laundry expenses while away from home over- one day, use the rate in effect for the area

night. where you stop for sleep or rest. If you work
in the transportation industry, however, see

Telephone The cost of business calls while on your business trip, includ- Special rate for transportation workers, later
ing business communication by fax machine or other commu- in this section.
nication devices.

Example.  You regularly live and work in
Chicago. You sometimes travel overnight toTips Tips you pay for any expenses in this chart.
Milwaukee for business. Your employer ex-
pects you to pay your expenses out of yourOther Other similar ordinary and necessary expenses related to
regular salary and does not separately oryour business travel such as public stenographer’s fees and

computer rental fees. specifically reimburse your expenses for
business trips. You must keep receipts to
prove the amount of your lodging expense.
You can claim the standard meal allowance1) Laundry, cleaning, and pressing of You can use the standard meal allow-
for Milwaukee, $30, on your Form 2106 orance whether or not you are reimbursed forclothing, and
Form 2106–EZ. You are subject to the 50%your traveling expenses. If you are not reim-
limit on meal and entertainment expenses.2) Fees and tips for persons who provide bursed or if you are reimbursed under a
You are also subject to the 2%-of-adjusted-services, such as food servers and lug- nonaccountable plan for meal expenses,
gross-income limit that applies to most othergage handlers. you can deduct only 50% of the standard
miscellaneous itemized deductions.meal allowance. If you are reimbursed under

Standard meal allowance for areasIncidental expenses do not include taxicab an accountable plan and you are deducting
outside the continental United States.fares or the costs of telegrams or telephone amounts that are more than your reimburse-
The standard meal allowance rates do notcalls. In this chapter, ‘‘standard meal allow- ments, you can deduct only 50% of the ex-
apply to travel in Alaska, Hawaii, or any otherance’’ refers to the standard amount for cess amount.
locations outside the continental Unitedmeals and incidental expenses. This 50% limit is figured when you com-
States. The federal per diem rates for theseplete Form 2106, Form 2106–EZ, or Sched-The standard meal allowance method is
locations are published monthly in the Maxi-ule C. If you file Schedule C–EZ, enter the to-an alternative to the actual cost method and mum Travel Per Diem Allowances for For-tal amount of your business expenses onallows you to deduct a set amount, depend- eign Areas.line 2. You can only include 50% of the stan-ing on where and when you travel, instead of

dard meal allowance (or the amount of yourkeeping records of actual meal and inciden- Your employer may have these
meals that exceeds your reimbursement fortal expenses. If you use the standard meal rates available, or you can purchase
meals) in that total. If you file Schedule F,allowance, you still must keep records to the publication from the:
enter the total amount of your travel, mealsprove the time, place, and business purpose

Superintendent of Documentsand entertainment expenses on line 34. Youof your travel. See the recordkeeping rules
U.S. Government Printing Officecan only include 50% of the standard mealexplained later under Recordkeeping.
P.O. Box 371954allowance (or the amount of your meals that
Pittsburgh, PA 15250–7954exceeds your reimbursement for meals) inWho can use the standard meal allow-

that total.ance.  You can use the standard meal allow-
Related to employer.  You are relatedance whether you are an employee or self- You can also order it by calling theto your employer if:

employed. You cannot use the standard Government Printing Office at
meal allowance, however, if you are related (202)512–1800 (not a toll-free
to your employer as defined later. number).
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Internet addresses. Per diem spent two nights. She then went to Albany, deduct any business-related expenses at
rates are also available on the NY, arriving there at 4 p.m. on April 7. After your business destination.
Internet. three nights in Albany, she went to New York Example.  You work in Atlanta and take a

City to attend a planning seminar at her em-If you have a computer and a modem, business trip to New Orleans. On your way
ployer’s request. She arrived at 1 p.m. onyou can access domestic per diem rates at: home, you stop in Mobile to visit your par-
April 10. On April 12, she flew back to Mil- ents. You spend $630 for the 9 days you are

http://www.policyworks.gov/org/main/ waukee, arriving at her home at 5:45 p.m. away from home for travel, meals, lodging,
mt/homepage/mtt/perdiem/ Maria decides to use the standard meal and other travel expenses. If you had not
travel.shtml allowance. Because she was not traveling stopped in Mobile, you would have been

for the entire 24 hours on the days she left gone only 6 days, and your total cost would
You can access foreign per diem rates at and returned, she prorates the standard have been $580. You can deduct $580 for

either of the following two addresses: meal allowance for those days. She decides your trip, including the round-trip transporta-
to do this by dividing the days into quarters. tion to and from New Orleans. The cost ofhttp://www.state.gov/www/
She claims 3/4 for both April 5 and April 12. your meals is subject to the 50% limit onaboutstate/business/index.html
Using the rate in effect for the areas where meals mentioned earlier.
she stopped for sleep, Maria arrives at heror
expense as follows: Trip Primarily for

 gopher://dosfan.lib.uic.edu Personal Reasons Number Allowance
City of Days Amount Total If your trip was primarily for personal rea-

sons, such as a vacation, the entire cost ofWash., DC  13/4 $38 $  66.50Special rate for transportation workers.
the trip is a nondeductible personal expense.Apr. 5,6You can use a special standard meal allow-
However, you can deduct any expenses youAlbany, NY 3 $34 102.00ance if you work in the transportation indus-
have while at your destination that are di-Apr. 7,8,9try. You are in the transportation industry if
rectly related to your business.New York City  23/4 $38 104.50your work:

A trip to a resort or on a cruise ship mayApr. 10-121) Directly involves moving people or be a vacation even if the promoter adver-Total $273.00goods by airplane, barge, bus, ship, tises that it is primarily for business. The
train, or truck, and scheduling of incidental business activitiesMaria’s total standard meal allowance for

during a trip, such as viewing videotapes or2) Regularly requires you to travel away the trip is $273.00. Her employer does not
attending lectures dealing with general sub-from home and, during any single trip, reimburse her for her meals. She can deduct
jects, will not change what is really a vaca-usually involves travel to areas eligible 50% of her unreimbursed meals as an item-
tion into a business trip.for different standard meal allowance ized deduction. She will figure this limit on

rates. Form 2106 or Form 2106–EZ.
Part of Trip Outside

 If this applies to you, you can claim a $32 a the United States Investment and education expenses.  You
day standard meal allowance ($36 for travel If part of your trip is outside the Unitedcan also use the standard meal allowance to
outside the continental United States). States, use the rules described later underprove meal expenses you incurred in con-

Using the special rate for transportation Travel Outside the United States for that partnection with investment and other income-
workers eliminates the need for you to deter- of the trip. For the part of your trip that is in-producing property and/or qualifying educa-
mine the standard meal allowance for every side the United States, use the rules in thistional expenses while traveling away from
area where you stop for sleep or rest. If you section. Travel outside the United Stateshome.
choose to use the special rate for any trip, does not include travel from one point in the
however, you must continue to use the spe- United States to another point in the UnitedStandard meal allowance not allowed.
cial rate (and not use the regular standard States. The following discussion can helpYou cannot use the standard meal allow-
meal allowance rates) for all trips you take you determine whether your trip was entirelyance to prove the amount of your meals if
that year. within the United States.you are traveling for medical or charitable

purposes. 
Travel for less than 24 hours.  If you are Public transportation.  If you travel by pub-
not traveling for the entire 24-hour day, you lic transportation, any place in the UnitedTravel in themust prorate the standard meal allowance. States where that vehicle makes a sched-
You can do so by dividing the day into 6-hour United States  uled stop is a point in the United States.
quarters. The 6-hour quarters are: The following discussion applies to travel in Once the vehicle leaves the last scheduled

the United States. For this purpose, the stop in the United States on its way to a point1) Midnight to 6 a.m.,
United States includes the 50 states and the outside the United States, you apply the2) 6 a.m. to noon,
District of Columbia. The treatment of your rules under Travel Outside the United

3) Noon to 6 p.m., and travel expenses depends on how much of States.
your trip was business related and on how4) 6 p.m. to midnight. Example.  You fly from New York to Pu-
much of your trip occurred within the United erto Rico with a scheduled stop in Miami.
States. You can claim one-fourth of the full day You return to New York nonstop. The flight

standard meal allowance for each 6-hour from New York to Miami is in the United
quarter of the day during any part of which Trip Primarily for Business States, so only the flight from Miami to Pu-
you are traveling away from home. You can deduct all your travel expenses if erto Rico is outside the United States. All of

You can also prorate the standard meal your trip was entirely business related. If your the return trip is outside the United States, as
allowance by using any method that you trip was primarily for business and, while at there are no scheduled stops between Pu-
consistently apply and that is in accordance your business destination, you extended erto Rico and New York.
with reasonable business practice. your stay for a vacation, made a nonbusi-

Example.  Maria is employed in Milwau- ness side trip, or had other nonbusiness ac- Private car.  Travel by private car in the
kee as a convention planner. In April she tivities, you can deduct your business-re- United States is travel between points in the
went on a one-week business trip. She left lated travel expenses. These expenses United States, even when you are on your
her home in Milwaukee at 7 a.m. on April 5 include the travel costs of getting to and way to a destination outside the United
and flew to Washington, DC, where she from your business destination, and you can States.
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Example.  You travel by car from Denver ‘‘Related to your employer’’ was defined Travel Primarily for Business 
to Mexico City and return. Your travel from earlier in this chapter under Standard Meal If you traveled outside the United States pri-
Denver to the border and from the border Allowance. A ‘‘managing executive’’ is an

marily for business purposes, but spent 25%back to Denver is travel in the United States, employee who has the authority and respon-
or more of your time on nonbusiness activi-and the rules in this section apply. The rules sibility, without being subject to the veto of
ties, your travel expense deductions are lim-under Travel Outside the United States ap- another, to decide on the need for the busi-
ited unless you meet one of the four excep-ply to your trip from the border to Mexico City ness travel.
tions listed earlier under Travel consideredand back to the border. A self-employed person generally has
entirely for business. If your deductions aresubstantial control over arranging business
limited, you must allocate your travel ex-Private plane.  If you travel by private plane, trips.
penses of getting to and from your destina-any trip, or part of a trip, for which both your Exception 2.  You were outside the
tion between your business and nonbusi-takeoff and landing are in the United States United States for a week or less, combining
ness activities to determine your deductibleis travel in the United States. This is true business and nonbusiness activities. One
amount. These travel allocation rules areeven if part of your flight is over a foreign week means seven consecutive days. In
discussed in Chapter 1 of Publication 463.country. counting the days, do not count the day you

leave the United States, but count the dayExample.  You fly nonstop from Seattle
Travel Primarily for Vacation you return to the United States.to Juneau. Although the flight passes over

Canada, the trip is considered to be travel in If your travel was primarily for vacation, or forExample.  You traveled to Paris primarily
the United States. for business. You left Denver on Tuesday investment purposes, and you spent some

and flew to New York. On Wednesday, you time attending brief professional seminars or
flew from New York to Paris, arriving the next a continuing education program, the entireTravel Outside
morning. On Thursday and Friday, you had cost of the trip is a nondeductible personalthe United States  business discussions, and from Saturday un- expense. You can, however, deduct your re-

If any part of your business travel is outside til Tuesday, you were sightseeing. You flew gistration fees and any other expenses in-
the United States, some of your deductions back to New York, arriving Wednesday after- curred that were directly related to your
for the cost of getting to and from your desti- noon. On Thursday, you flew back to Den- business.
nation may be limited. For this purpose, the ver. Although you were away from your

Example.  The university from which youUnited States includes the 50 states and the home in Denver for more than a week, you
graduated has a continuing education pro-District of Columbia. were not outside the United States for more
gram for members of its alumni association.How much of your travel expenses you than a week. This is because the day of de-
This program consists of trips to various for-can deduct depends in part upon how much parture does not count as a day outside the
eign countries where academic exercisesof your trip outside the United States was United States. You can deduct your cost of
and conferences are set up to acquaint indi-business related. the round-trip flight between Denver and
viduals in most occupations with selected fa-See Chapter 1 of Publication 463 for in- Paris. You can also deduct the cost of your
cilities in several regions of the world. How-formation on luxury water travel. stay in Paris for Thursday and Friday while
ever, none of the conferences are directedyou conducted business. However, you can-
toward specific occupations or professions.Travel Entirely for Business or not deduct the cost of your stay in Paris from
It is up to each participant to seek out spe-Saturday through Tuesday because thoseConsidered Entirely for Business
cialists and organizational settings appropri-days were spent on nonbusiness activities.Even if your trip is not entirely for business, it
ate to his or her occupational interests.Exception 3.  You were outside themay be considered entirely for business if

Three-hour sessions are held each dayUnited States for more than a week, but youcertain conditions are met.
over a 5-day period at each of the selectedspent less than 25% of the total time you
overseas facilities where participants canwere outside the United States on nonbusi-Travel entirely for business.  If you travel
meet with individual practitioners. Theseness activities. For this purpose, count bothoutside the United States and you spend the
sessions are composed of a variety of activi-the day your trip began and the day it ended.entire time on business activities, all your ex-
ties including workshops, mini-lectures, rolepenses of getting to and from your business Example.  You flew from Seattle to To-
playing, skill development, and exercises.destination are deductible. kyo, where you spent 14 days on business
Professional conference directors scheduleand 5 days on personal matters. You then
and conduct the sessions. Participants canflew back to Seattle. You spent one day fly-Travel considered entirely for business.
choose those sessions they wish to attend.ing in each direction. Because only 5/21(lessEven if you did not spend your entire time on

You can participate in this program sincethan 25%) of your total time abroad was forbusiness activities, your trip is considered
you are a member of the alumni association.nonbusiness activities, you can deduct asentirely for business, and you can deduct all
You and your family take one of the trips.of your business-related travel expenses, if travel expenses what it would have cost you
You spend about 2 hours at each of theyou meet at least one of the following four to make the trip if you had not engaged in
planned sessions. The rest of the time youexceptions. any nonbusiness activity. The amount you
go touring and sightseeing with your family.Exception 1.  You did not have substan- can deduct is the cost of the round-trip plane
The trip lasts less than 1 week.tial control over arranging the trip. You are fare and 16 days of meals (subject to the

Your travel expenses for the trip are notnot considered to have substantial control 50% limit), lodging, and other related
deductible since the trip was primarily a va-merely because you have control over the expenses.

timing of your trip. cation. However, registration fees and anyException 4.  You can establish that a
You are considered not to have substan- other incidental expenses incurred by youpersonal vacation was not a major consider-

tial control over your trip if you: for the five planned sessions you attendedation, even if you have substantial control
that are directly related and beneficial toover arranging the trip.1) Are an employee who was reimbursed
your business are deductible business ex-If you do not meet any of these excep-or paid a travel expense allowance,
penses. These expenses should be specifi-tions, you may still be able to deduct some of

2) Are not related to your employer, and cally stated to ensure proper allocation ofyour expenses. See Travel Primarily for Busi-
3) Are not a managing executive. ness, next. your deductible business expenses.
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purposes is to conduct entertainment activi-Conventions  50% Limit  
ties for members or their guests, or to pro-

In general, you can deduct only 50% of yourYou can deduct your travel expenses when vide members or their guests with access to business-related meal and entertainmentyou attend a convention if you can show that entertainment facilities. expenses. This limit applies to employees oryour attendance benefits your trade or busi-
The purposes and activities of a club, not their employers, and to self-employed per-ness. You cannot deduct the travel ex-

its name, will determine whether or not you sons (including independent contractors) orpenses for your family. If the convention is
can deduct the dues. You cannot deduct their clients, depending on whether the ex-for investment, political, social, or other pur-
dues paid to country clubs, golf and athletic penses are reimbursed.poses unrelated to your trade or business,
clubs, airline clubs, hotel clubs, and clubs The 50% limit applies to meals or en-you cannot deduct the expenses. Nonbusi-
operated to provide meals under circum- tertainment expenses incurred while:ness expenses, such as social or sightsee-
stances generally considered to be condu-ing expenses, are personal expenses and 1) Traveling away from home (whether
cive to business discussions.are not deductible. eating alone or with others) on

Your appointment or election as a dele- business,
gate does not, in itself, entitle you to or de-

2) Entertaining business customers at yourEntertainment.  Entertainment includes anyprive you of a deduction. Your attendance
place of business, a restaurant, or otheractivity generally considered to provide en-must be connected to your own trade or
location, ortertainment, amusement, or recreation. Ex-business.

amples include entertaining guests at night- 3) Attending a business convention or re-
clubs; at social, athletic, and sporting clubs; ception, business meeting, or businessConvention agenda.  The agenda of the

luncheon at a club.at theaters; at sporting events; on yachts; orconvention does not have to deal specifi-
on hunting, fishing, vacation, and similarcally with your official duties or the responsi-

Taxes and tips relating to a businesstrips. You cannot deduct expenses for en-bilities of your position or business. It is
meal or entertainment activity are included intertainment to the extent they are lavish orenough if the agenda is so related to your ac-
the amount that is subject to the 50% limit.tive trade or business and your responsibili- extravagant. If you buy a ticket to an en-
Expenses such as cover charges for admis-ties that attendance for a business purpose tertainment event for a client, you generally
sion to a nightclub, rent paid for a room inis justified. cannot deduct more than the face value of
which you hold a dinner or cocktail party, orthe ticket.
the amount paid for parking at a sports arenaForeign conventions.   See Chapter 1 of A meal as a form of entertainment.
are also subject to the 50% limit. However,Publication 463 for information on conven- Entertainment includes the cost of a meal
the cost of transportation to and from a busi-tions held outside the North American area. you provide to a customer, or client, whether
ness meal or a business-related entertain-

the meal is a part of other entertainment or
ment activity is not subject to the 50% limit.

by itself. A meal sold in the normal course of If you pay or incur an expense for goods
your business is not entertainment. Gener- and services consisting of meals, entertain-Entertainment ally, to deduct an entertainment-related ment, and other services (such as lodging or
meal, you or your employee must be presentExpenses  transportation), you must allocate that ex-
when the food or beverages are provided. pense between the cost of meals and en-

You may be able to deduct business-related A meal expense includes the cost of tertainment and the cost of the other ser-
entertainment expenses you have for enter- food, beverages, taxes, and tips for the vices. You must have a reasonable basis for
taining a client, customer, or employee. meal. making this allocation. For example, you

To be deductible, the expense must be No double deduction allowed for must allocate your expenses if a hotel in-
both ordinary and necessary. An ordinary ex- meals.  You cannot claim the cost of your cludes one or more meals in its room charge,
pense is one that is common and accepted or if you are provided with one per diemmeal as an entertainment expense if you are
in your field of business, trade, or profession. amount to cover both your lodging and mealalso claiming the cost of your meal as a
A necessary expense is one that is helpful expenses.travel expense.and appropriate for your business. An ex-

Taking turns paying for meals or en-pense does not have to be indispensable to
Application of 50% limit.  The 50% limit ontertainment.  Expenses are not deductiblebe considered necessary.
meal and entertainment expenses applies ifwhen a group of business acquaintancesIn addition, the entertainment expense the expense is otherwise deductible and istake turns picking up each other’s meal ormust meet one of two tests: not covered by the exception discussed laterentertainment checks without regard to
in this section.1) Directly-related test, or whether any business purposes are served.

The 50% limit also applies to activitiesTrade association meetings.  You can2) Associated test. that are not a trade or business. It applies todeduct expenses for entertainment that are
meal and entertainment expenses incurreddirectly related to and necessary for attend- You must also meet the requirements dis- for the production of income, including rental

ing business meetings or conventions of cer-cussed  la te r  in  th i s  chap te r  under or royalty income. It also applies to the cost
tain exempt organizations. These organiza-Recordkeeping. of meals included in deductible educational
tions include business leagues, chambers ofEven if you meet all the requirements for expenses.
commerce, real estate boards, trade as-claiming a deduction for entertainment ex-
sociations, and professional associations.penses, the amount you can deduct may be When to apply the 50% limit.  You apply
The expenses of your attendance must belimited. Generally, you can deduct only 50% the 50% limit after determining the amount
related to your active trade or business.of your unreimbursed entertainment ex- that would otherwise qualify for a deduction.
These expenses are subject to the 50% limitpenses. This limit is discussed later under You first determine the amount of meal and

50% Limit. on entertainment expenses. entertainment expenses that would be de-
ductible under the rules discussed in this

Club dues and membership fees.  You chapter.
Additional information.  For more informa-cannot deduct dues (including initiation fees) You then apply the 50% limit. If you are
tion on entertainment expenses, includingfor membership in any club organized for an employee, use Form 2106 or Form 2106–
discussions of the directly-related and asso-business, pleasure, recreation, or other so- EZ to figure the limit. If you are self-em-
ciated tests, see Chapter 2 of Publicationcial purpose. This rule applies to any mem- ployed, figure the limit on Schedule C. If you

bership organization if one of its principal 463. file Schedule C–EZ, enter the total amount
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Limit on business gifts.  You can deduct no
more than $25 for business gifts you give di-
rectly or indirectly to any one person during
your tax year. A gift to a company that is in-
tended for the eventual personal use or ben-
efit of a particular person or a limited class of
people will be considered an indirect gift to
that particular person or to the individuals
within that class of people who receive the
gift.

A gift to the spouse of a business cus-
tomer or client is an indirect gift to the cus-
tomer or client. However, if you have an in-
dependent bona fide business connection
with the spouse, the gift generally will not be
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.of your business expenses on line 2. You Exception to the 50% Limit 

can only include 50% of your meal and en- The 50% limit on meal and entertainment Exceptions.  The following items are not in-tertainment expenses in that total. If you file expenses applies if the expense is otherwise cluded in the $25 limit for business gifts.Schedule F, enter 50% of your meal and en- deductible based on the tests and rules ex-
tertainment expenses on line 34. 1) An item that costs $4 or less and:plained in this chapter.

Finally, to determine the actual amount You can use Figure 28–A to help you de- a) Has your name clearly and perma-you can deduct if you are an employee, you termine if the 50% limit applies to you. Your nently imprinted on the gift, andmust apply the 2%-of-adjusted-gross-in- meal or entertainment expense is not sub-
b) Is one of a number of identical itemscome limit on Schedule A (Form 1040). ject to the 50% limit if the expense meets the

you widely distribute.Example 1.  You spend $100 for a busi- following exception.
 Examples include pens, desk sets, andness-related meal. If $40 of that amount is

plastic bags and cases.not allowable because it is considered lavish Employee’s reimbursed expenses.  As an
and extravagant, the remaining $60 is sub- 2) Signs, display racks, or other promo-employee, you are not subject to the 50%
ject to the 50% limit. Your deduction cannot tional material to be used on the busi-limit if your employer reimburses you under
be more than $30 (.50 ×  $60). ness premises of the recipient.an accountable plan and does not treat your

Example 2.  You purchase two tickets to reimbursement as wages. Accountable
a concert and give them to a client. You pur- p lans  a re  d iscussed  la te r  under
chased the tickets through a ticket agent. Reimbursements. Gift or entertainment.  Any item that might
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 youBusiness Gift$120). give a customer packaged food or bever-

ages that you intend the customer to use at aExpenses  later date, treat it as a gift expense.
If you give business gifts in the course of If you give a business customer tickets to
your trade or business, you can deduct the a theater performance or sporting event and
cost subject to the limits and rules in this you do not go with the customer to the per-
section. formance or event, you can choose to treat
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the tickets as either a gift or entertainment can deduct the expenses of the daily round- These costs are personal commuting ex-
expense, whichever is to your advantage. penses. You cannot deduct commuting ex-trip transportation between your home and

penses no matter how far your home is fromYou can change your treatment of the the temporary location. The temporary work
tickets at a later date, but not after the time your regular place of work. You cannot de-must be irregular or short term (generally a
allowed for the assessment of income tax. In duct commuting expenses even if you workmatter of days or weeks).
most instances, this assessment period during the commuting trip.If the temporary work location is beyond
ends 3 years after the due date of your in- the general area of your regular place of Example.  You had a telephone installed
come tax return. work, and you stay overnight, you are travel- in your car. You sometimes use that tele-

If you go with the customer to the event, ing away from home and may have deducti- phone to make business calls while commut-
you must treat the cost of the tickets as an ble travel expenses as discussed earlier in ing to and from work. Sometimes business
entertainment expense. You cannot choose, this chapter. associates ride with you to and from work,
in this case, to treat the tickets as a gift and you have a business discussion in theIf you do not have a regular place of
expense. car. These activities do not change the trip’swork, but you ordinarily work at different lo-

expenses from commuting to business. Youcations in the metropolitan area where you
cannot deduct your commuting expenses.live, you can deduct daily transportation

Parking fees.  Fees you pay to park yourcosts between your home and a temporaryLocal Transportation
car at your place of business are nondeduct-work site outside your metropolitan area.
ible commuting expenses. You can, how-Expenses  Generally, a metropolitan area includes the
ever, deduct business-related parking feesarea within the city limits and the suburbsThis section discusses expenses you can when visiting a customer or client.that are considered part of that metropolitandeduct for local business transportation. Advertising display on car.  The use ofarea. You cannot deduct daily transportationThis includes the cost of transportation by your car to display material that advertisescosts between your home and temporaryair, rail, bus, taxi, etc., and the cost of driving your business does not change the use ofwork sites within your metropolitan area.and maintaining your car. your car from personal use to business use.These are nondeductible commuting costs.Local business transportation does not If you use this car for commuting or otherTwo places of work.  If you work at twoinclude expenses you have while traveling personal uses, you cannot deduct your ex-places in a day, whether or not for the sameaway from home overnight. Those expenses penses for those uses.employer, you can deduct the expense ofare deductible as travel expenses and are Car pools.   You cannot deduct the costgetting from one workplace to the other.discussed earlier. However, if you use your of using your car in a nonprofit car pool. DoHowever, if for some personal reason you docar while traveling away from home over- not include payments you receive from thenot go directly from one location to the other,night, use the rules in this section to figure passengers in your income. These paymentsyou can deduct only the amount it wouldyour deduction. See Car Expenses, later. are considered reimbursements of your ex-have cost you to go directly from the first lo-Local transportation expenses include penses. However, if you operate a car pool

cation to the second. Transportation ex-the ordinary and necessary expenses of get- for a profit, you must include these payments
penses you have in going between hometing from one workplace to another in the from passengers in your income, and you
and a part-time job on a day off from yourcourse of your business or profession when can deduct your car expenses (using the

you are traveling within your tax home. (Tax main job are commuting expenses. You can- rules in this chapter).
home is defined earlier.) Other examples in- not deduct them. Hauling tools or instruments.   If you
clude the costs of visiting clients or custom- Armed Forces reservists.   A meeting of haul tools or instruments in your car while
ers or going to a business meeting away an Armed Forces reserve unit is considered commuting to and from work, this does not
from your regular workplace. a second place of business if the meeting is make your commuting costs deductible.

The following discussion applies to you if held on a day on which you work at your reg- However, you can deduct additional costs,
you have a regular or main job away from ular job. You can deduct the expense of get- such as the rent on a trailer that you tow with
your home (residence). If your principal ting to or from one workplace to the other as your vehicle, for carrying equipment to and
place of business is in your home, see Office just discussed under Two places of work. from your job.
in the home, later. You usually cannot deduct the expense if the Union members’ trips from a union

Local transportation expenses also in- meeting is held on a day on which you do not hall.  If you get your work assignments at a
clude the cost of getting from your home to a work at your regular job. In this case, your union hall and then go to your place of work,
temporary workplace when you have one or transportation is generally considered a non- the costs of getting from the union hall to
more regular places of work. These tempo- deductible commuting cost. your place of work are nondeductible com-
rary workplaces can be either within the area For reserve meetings held on days on muting expenses.
of your tax home or outside that area. which you do not work at your regular job,

You can deduct your expenses for local you can deduct your daily round-trip trans- Office in the home.  If you have an office inbusiness transportation, including the busi- portation expenses only if the location of the your home that qualifies as a principal placeness use of your car, if the expenses are or- meeting is temporary and you have one or of business, you can deduct your dailydinary and necessary. An ordinary expense more regular places of work. transportation costs between your homeis one that is common and accepted in your If you ordinarily work in a particular met- and another work location in the same tradefield of trade, business, or profession. A nec- ropolitan area but not at any specific location or business. (See Chapter 30 for informationessary expense is one that is helpful and ap-
and the reserve meeting is held at a tempo- on determining if your home office qualifiespropriate for your business. An expense
rary location outside that metropolitan area, as a principal place of business.)does not have to be indispensable to be con-
you can deduct your daily transportation If your home office does not qualify as asidered necessary.
expenses. principal place of business, follow the gen-Illustration of local transportation.

eral rules explained earlier.If you travel away from home overnight toFigure 28–B illustrates the rules for when
attend a guard or reserve meeting, you canyou can deduct local transportation ex-
deduct your travel expenses. These are dis- Examples of deductible local transporta-penses when you have a regular or main job
cussed earlier under Travel Expenses. tion.  The following examples illustrate whenaway from your home. You may want to refer

you can deduct local transportation ex-to it when deciding whether you can deduct
penses based on the location of your workCommuting expenses.   You cannot deductyour local business transportation expenses.
and your home.the costs of taking a bus, trolley, subway,Temporary work location.   If you have

taxi, or driving a car between your home Example 1.  You regularly work in an of-one or more regular places of business and
and your main or regular place of work. fice in the city where you live. Your employercommute to a temporary work location, you
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You may be entitled to a tax credit
for an electric vehicle or a deduction
from gross income for a part of the

cost of a clean-fuel vehicle that you place in
service during the year. The vehicle must
meet certain requirements, and you do not
have to use it in your business to qualify for
the credit or the deduction. For more infor-
mation, see Chapter 15 of Publication 535.

Car expense records.   Whether you use
actual 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.

Standard Mileage Rate  
You may be able to use the standard mile-
age rate to figure the deductible cost of oper-
ating your car, van, pickup, or panel truck for
business purposes. You can use the stan-
dard mileage rate only for a car that you own.

For 1996, the standard mileage rate is 31
cents a mile for all business miles (46.5
cents a mile for U.S. Postal Service employ-
ees with rural routes). These rates are ad-
justed periodically for inflation.

If you choose to take the standard
mileage rate, you cannot deduct
your actual car expenses.

You generally can use the standard mile-
age rate regardless of whether you are reim-
bursed and whether any reimbursement is
more or less than the amount figured using
the standard mileage rate. See Reimburse-
ments later in this chapter.

Choosing the standard mileage rate.  If
you want to use the standard mileage rate

sends you to a one-week training session at home and this first contact are nondeduct- for a car, you must choose to use it in the first
a different office in the same city. You travel ible commuting expenses. In addition, trans- year the car is available for use in your busi-
directly from your home to the training loca- portation expenses between your last busi- ness. Then in later years, you can choose to
tion and return each day. You can deduct the ness contact and your home are also use the standard mileage rate or actual
cost of your daily round-trip transportation nondeductible commuting expenses. Al- expenses.
between your home and the training though you cannot deduct the costs of these If you choose to use the standard mile-
location. first and last trips, you can deduct the costs age rate, you are considered to have made

Example 2.  Your principal place of busi- of going from one client or customer to an election not to use the depreciation meth-
ness is in your home. You can deduct the another. ods under the modified accelerated cost re-
cost of round-trip transportation between covery system (MACRS). This is because
your qualifying home office and your client’s the standard mileage rate includes an allow-Car Expenses or customer’s place of business. ance for depreciation. You also cannot claim

If you use your car for business purposes, the section 179 deduction. If you change toExample 3.  You have no regular office,
you may be able to deduct car expenses. the actual expenses method in a later year,and you do not have an office in your home.
You generally can use one of two methods but before your car is considered fully depre-In this case, the location of your first busi-

ciated, you have to estimate the useful life ofto figure your expenses: actual expenses orness contact is considered your office.
the car and use straight line depreciation.Transportation expenses between your the standard mileage rate.
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For information on how to figure that depre- any part of a lease payment that is for com-Actual Car Expenses 
muting to your regular job or for any otherciation, see the exception in Methods of de- If you do not choose to use the standard
personal use of the car.preciation under Depreciation Deduction in mileage rate, you may be able to deduct your

You must spread any advance paymentsChapter 4 of Publication 463. actual car expenses.
over the entire lease period. You cannot de-

 If you qualify to use both methods, duct any payments you make to buy a carStandard mileage rate not allowed.  You
figure your deduction both ways to even if the payments are called leasecannot use the standard mileage rate if you:
see which gives you a larger payments.

1) Do not own the car, deduction. If you lease a car that you use in your
2) Use the car for hire (such as a taxi), business for 30 days or more, you may have

Actual car expenses include the costs of: to include an ‘‘inclusion amount’’ in your in-3) Operate two or more cars at the same
come for each tax year you lease the car.Depreciation Lease fees Rental feestime (as in fleet operations),
For information on reporting lease inclusionGarage rent Licenses Repairs

4) Claimed a deduction for the car in an amounts, see Leasing a Car in Chapter 4 ofGas Oil Tires
earlier year using ACRS or MACRS de- Publication 463.Insurance Parking fees Tolls
preciation, or

Sale, Trade-in, or Other5) Claimed a section 179 deduction on the
Business and personal use.  If you usecar. Disposition 
your car for both business and personal pur- If you sell, trade in, or otherwise dispose of
poses, you must divide your expenses be-Two or more cars.  If you own two or your car, you may have a gain or loss on the
tween business and personal use.more cars that are used for business at the transaction or an adjustment to the basis of

Example.  You are a contractor and drivesame time, you cannot take the standard your new car. This is true whether you used
your car 20,000 miles during the year:mileage rate for the business use of any car. the standard mileage rate or actual car ex-
12,000 miles for business use and 8,000However, you may be able to deduct a part penses to deduct the business use of your
miles for personal use. You can claim onlyof the actual expenses for operating each of car. Chapter 14 has information on basis of
60% (12,000 ÷  20,000) of the cost of oper-the cars. See Actual Car Expenses in Chap- assets and Chapter 15 has information on
ating your car as a business expense. sales of property. For details on adjustingter 4 of Publication 463 for information on

the basis of your car, see Disposition of a Carhow to figure your deduction.
Interest on car loans.  If you are an em- in Chapter 4 of Publication 463.You are not using two or more cars for
ployee, you cannot deduct any interest paidbusiness at the same time if you alternate
on a car loan. This interest is treated as per-using (use at different times) the cars for
sonal interest and is not deductible. How-business. Recordkeeping  ever, if you are self-employed and use yourThe following examples illustrate the
car in that business, see Chapter 8 of Publi- This section discusses the written recordsrules for when you can and cannot use the
cation 535. you need to keep if you plan to deduct an ex-standard mileage rate for two or more cars.

pense discussed in this chapter.Example 1.  Marcia, a salesperson, owns Taxes paid on your car.  If you are an em-
a car and a van that she alternates using for By keeping timely and accurateployee, you can deduct personal property
calling on her customers. She can take the records, you will have support totaxes paid on your car if you itemize deduc-
standard mileage rate for the business mile- show the IRS if your tax return istions. Enter the amount paid on line 7 of
age of the car and the van. ever examined. Or, your employer may re-Schedule A (Form 1040). (See Chapter 24

quire proof of expenses for which you are re-for more information on taxes.) If you are notExample 2.  Tony uses his own pickup
imbursed under an accountable plan, as dis-an employee, see your form instructions fortruck in his landscaping business. During the
cussed later under Adequate Accounting.information on how to deduct personal prop-year, he traded in his old truck for a newer

erty taxes paid on your car.one. Tony can take the standard mileage
You cannot deduct luxury or sales taxes, Proof needed.  You must be able to proverate for the business mileage of both the old

even if you use your car 100% for business. (substantiate) your deductions for travel, en-and the new trucks.
Luxury and sales taxes are part of your car’s tertainment, business gift, and local trans-Example 3.  Chris owns a repair shop
basis and may be recovered through depre- portation expenses. You should keep ade-and an insurance business. He uses his
ciation, discussed later. quate records or have sufficient evidencepickup truck for the repair shop and his car

that will support your own statement. Esti-for the insurance business. No one else uses
mates or approximations do not qualify asFines and collateral.   Fines and collateraleither the pickup truck or the car for business
proof of an expense.for traffic violations are not deductible.purposes. Chris can take the standard mile-

age rate for the business use of the truck
Depreciation and section 179 deduc- Timely recordkeeping.  You do not need toand the car.
tions.   If you use your car for business pur- write down the elements of every expense at

Example 4.  Maureen owns a car and a poses as an employee or as a sole proprie- the time of the expense. However, a record
van that are both used in her housecleaning tor, you may be able to recover its cost by of the elements of an expense or of a busi-
business. Her employees use the car and claiming a depreciation or section 179 de- ness use made at or near the time of the ex-
she uses the van to travel to the various cus- duction. The amount you may claim depends pense or use, supported by sufficient docu-
tomers. Maureen cannot take the standard on the year you placed the car in service and mentary evidence, has more value than a
mileage rate for the car or the van. This is be- the amount of your business use. statement prepared later when generally
cause both vehicles are used in Maureen’s For more information, see the instruc- there is a lack of accurate recall. A log main-
business at the same time. She must use ac- tions for Form 2106 (if you are an employee) tained on a weekly basis, which accounts for
tual expenses for both vehicles. or Form 4562 (if you are self-employed). use during the week, is considered a record

Also see Chapter 4 of Publication 463 for a made at or near the time of the expense or
Parking fees and tolls.   In addition to using detailed discussion of these deductions. use.
the standard mileage rate, you can deduct
any business-related parking fees and tolls. Leasing a car.   If you lease a car that you Duplicate information.  You do not have to
(Parking fees that you pay to park your car at use in your business, you can deduct the part record information in your account book or
your place of work are nondeductible com- of each lease payment that is for the use of other record that duplicates information
muting expenses.) the car in your business. You cannot deduct shown on a receipt as long as your records
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and receipts complement each other in an to figure your deductible expense for each the place, business purpose, or business re-
orderly manner. You do not have to record qualifying person. More information on allo- lationship) in your account book, diary, or
amounts your employer pays directly for any cating expenses between business and non- other record. However, you do have to re-
ticket or other travel item. However, if you business is in Chapter 2 of Publication 463. cord the information elsewhere at or near
charge these items to your employer, the time of the expense and have it available
through a credit card or otherwise, you must to fully prove that element of the expense.Documentary evidence.  You generally
make a record of the amounts you spend. must have documentary evidence, such as

receipts, canceled checks, or bills, to sup- Incomplete records.  If you do not have
port your expenses. However, this evidence complete records to prove an element of anExpense accounts.  An expense account
is not needed if any of the following apply: expense, then you must prove the elementstatement you give your employer, client, or

by:customer is considered to have been made 1) You have meals or lodging expenses
at or near the time of the expense or use. while traveling away from home for 1) Your own statement, whether written or
The statement must be copied from your ac- which you account to your employer oral, that contains specific information
count book, diary, statement of expense, or under an accountable plan and you use about the element, and
similar record. a per diem allowance method that in- 2) Other supporting evidence that is suffi-

cludes meals and/or lodging, cient to establish the element.Chart that shows proof needed. Table
2) Your expense, other than lodging, is28–2 summarizes the factors to use in prov-

less than $75, or Additional information for the IRS.ing the elements of your expenses for travel,
You may have to provide additional informa-3) You have a transportation expense forentertainment, gifts, and local business
tion to the IRS to clarify or to establish thewhich a receipt is not readily available.transportation. These factors are discussed
accuracy or reliability of information con-in more detail in Chapter 5 of Publication
tained in your records, statements, testi-Accountable plans and per diem and463.
mony, or documentary evidence before a de-mileage allowances are discussed laterTo deduct these expenses, you must be
duction is allowed.under Reimbursements.able to prove the elements listed in column 1

Adequate evidence.  Documentary evi-of the chart. You prove these elements by
How long to keep records and receipts.dence ordinarily will be considered adequatehaving the information and receipts (where
You must keep proof to support your claim toif it shows the amount, date, place, and es-needed) for the expenses listed in columns
a deduction as long as your income tax re-sential character of the expense.2, 3, 4, or 5.
turn can be examined. Generally, it will beFor example, a hotel receipt is enough to
necessary for you to keep your records for 3support expenses for business travel if itAdequate records.  You should keep the
years from the date you file the income taxhas:proof you need for these elements in an ac-
return on which the deduction is claimed. Acount book, diary, statement of expense, or 1) The name and location of the hotel, return filed early is considered filed on thesimilar record, and keep adequate documen-

2) The dates you stayed there, and due date.tary evidence (such as receipts, canceled
Reimbursed for expenses.  Employees3) Separate amounts for charges such aschecks, or bills) that together will support

who give their records and documentation tolodging, meals, and telephone calls.each element of an expense. Documentary
their employers and are reimbursed for theirevidence is explained in more detail later in
expenses generally do not have to keep du-A restaurant receipt is enough to provethis discussion. Written evidence has con-
plicate copies of this information. However,an expense for a business meal if it has:siderably more value than oral evidence
you may have to prove your expenses if:alone. 1) The name and location of the
1) You claim deductions for expenses thatrestaurant,

are more than reimbursements,Separating expenses.  Each separate pay- 2) The number of people served, and
ment usually is considered a separate ex- 2) Your expenses are reimbursed under a

3) The date and amount of the expense.pense. If you entertain a customer or client nonaccountable plan,
at dinner and then go to the theater, the din-

3) Your employer does not use adequate If a charge is made for items other than foodner expense and the cost of the theater tick-
accounting procedures to verify ex-and beverages, the receipt must show thatets are two separate expenses. You must re-
pense accounts, orthis is the case.cord them separately in your records.

Canceled check.  A canceled check, to- 4) You are related to your employer, as de-Totaling items.  You can make one daily
gether with a bill from the payee, ordinarily fined earlier under Standard Mealentry for reasonable categories of expenses
establishes the cost. However, a canceled Allowance.such as taxi fares, telephone calls, gas and
check by itself does not prove a business ex-oil, or other incidental travel costs. Meals
pense without other evidence to show that it See the next section, How To Report, forshould be in a separate category. You
was for a business purpose. a discussion of reimbursements, adequateshould include tips with the costs of the ser-

accounting, and nonaccountable plans.vices you received.
Business purpose.  A written statement ofExpenses of a similar nature occurring
the business purpose of an expense is gen- Additional information.  See Chapter 5 ofduring the course of a single event are con-
erally needed. However, the degree of proof Publication 463 for more information on re-sidered a single expense. For example, if
varies according to the circumstances in cordkeeping, including a discussion on howduring entertainment at a cocktail lounge,
each case. If the business purpose of an ex- to prove each type of expense discussed inyou pay separately for each serving of re-
pense is clear from the surrounding circum- this chapter.freshments, the total expense for the re-
stances, a written explanation is not needed.freshments is treated as a single expense.

Example.  A sales representative who
calls on customers on an established salesAllocating total cost.  If you prove the total How To Report  route does not have to give a written expla-cost of travel or entertainment but you can-
nation of the business purpose for travelingnot prove how much it cost for each person, This section explains how and where to re-
that route.you must divide the cost among you and port on your tax return the expenses that are

your guests if a determination of business discussed in this chapter. It discusses reim-
and nonbusiness cost is necessary. To do Confidential information.  You do not need bursements, including treatment of account-
so, divide the total cost by the total number to put confidential information relating to an able and nonaccountable plans, adequate
of persons. The result is the amount you use element of a deductible expense (such as accounting, per diem allowances, and car or
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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.

mileage allowances. This section ends by Form 2106 or Form 2106–EZ, as discussed included in box 1 of your Form W–2) and the
next. only business expense you are claiming isshowing you how to complete Forms 2106

for business gifts, do not complete Formand 2106–EZ.
2106 or 2106–EZ. Instead, claim the amountEmployees.  If you are an employee, you
of your deductible business gifts directly ongenerally must complete Form 2106 to de-Self-employed.  You must report your in-
line 20 of Schedule A (Form 1040). Other-duct your travel, transportation, and en-come and expenses on Schedule C or C–EZ
wise, you must complete Form 2106 ortertainment expenses. However, you can(Form 1040) if you are a sole proprietor, or
2106–EZ.use Form 2106–EZ instead of Form 2106 ifon Schedule F (Form 1040) if you are a

you meet both of the following conditions. Statutory employees.  If you received afarmer. You do not use Form 2106 or Form
Form W–2 and the ‘‘Statutory employee’’2106–EZ. See Chapter 16 of Publication 535 1) You were not reimbursed for your ex-
box in box 15 was checked, you report yourpenses or, if you were reimbursed, theor Publication 225, Farmer’s Tax Guide, and
income and expenses related to that incomereimbursement was included in your in-your form instructions for information on how
on Schedule C or C–EZ (Form 1040). Do notcome (box 1 of your Form W–2).to complete your tax return.
complete Form 2106 or Form 2106–EZ.

2) If you claim car expenses, you use the Statutory employees include full-time life
Both self-employed and an employee.  If standard mileage rate. insurance salespersons, certain agent or
you are both self-employed and an em- commission drivers, traveling salespersons,
ployee, you must keep separate records for For more information on how to report and certain homeworkers.
each business activity. Report your business your expenses on Forms 2106 and 2106–
expenses for self-employment on Schedule If you are entitled to a reimburse-EZ, see Completing Forms 2106 and 2106–
C, Schedule C–EZ, or on Schedule F, as dis- ment from your employer but you doEZ, later.
cussed earlier. Report your business ex- not claim it ( unclaimed reimburse-Gifts.  If you did not receive any reim-
penses for your work as an employee on ment ), you cannot claim a deduction for thebursements (or the reimbursements were all
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expenses to which that reimbursement Your employer should tell you what your Form W–2. If your expenses equal your
applies. method of reimbursement is used and what reimbursement, you do not complete Form

records you must provide. 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 included reim-If your employer reimburses you for nonde- or commission with the understanding that
bursements in box 1 of your Formductible personal expenses, such as for va- you will pay your own expenses, you are not
W–2 and you meet all three rules forcation trips, your employer must report the reimbursed or given an allowance for your

accountable plans, ask your employer for areimbursement as wage income (in box 1 of expenses. In this situation, you have no reim-
corrected Form W–2.your Form W–2). You cannot deduct per- bursement or allowance arrangement, and

sonal expenses. you deduct your expenses using either Form
2106 or Form 2106–EZ and Schedule A

Employee does not meet accountable(Form 1040), or only Schedule A (FormReimbursements plan rules.  You may be reimbursed under1040) if you are only claiming business giftThis section explains what to do when you your employer’s accountable plan but onlyexpenses. You do not have to read this sec-receive an advance or are reimbursed for part of your expenses may meet all threetion on reimbursements. Instead, see Com-any of the employee business expenses dis- rules.pleting Forms 2106 and 2106–EZ, later, forcussed in this chapter. If your expenses are reimbursed underinformation on completing your tax return.If you received an advance, allowance, or an otherwise accountable plan but you do
reimbursement for your expenses, how you not return, within a reasonable period of

Accountable Plans  report this amount and your expenses de- time, any reimbursement of expenses for
pends on whether the reimbursement was To be an accountable plan, your employer’s which you did not adequately account, then
paid to you under an accountable plan or a reimbursement or allowance arrangement only the amount for which you did ade-
nonaccountable plan. must include all three of the following rules. quately account is considered as paid under

This section explains the two types of an accountable plan. The remaining ex-1) Your expenses must have a business
plans, how per diem and car or mileage al- penses are treated as having been reim-connection — that is, you must have
lowances simplify proving the amount of bursed under a nonaccountable plan (dis-paid or incurred deductible expenses
your expenses, and the tax treatment of your cussed later).while performing services as an em-
reimbursements and expenses. If you received an allowance or advanceployee of your employer.

that was higher than the federal rate, see2) You must adequately account to yourReimbursement, allowance, or advance. Returning Excess Reimbursements, later. Inemployer for these expenses within aA reimbursement or other expense allow- this chapter, ‘‘federal rate’’ means any of thereasonable period of time.ance arrangement is a system or plan that three per diem allowances or the standard
an employer uses to pay, substantiate, and 3) You must return any excess reimburse- mileage rate.
recover the expenses, advances, reimburse- ment or allowance within a reasonable
ments, and amounts charged to the em- period of time. Reimbursement of nondeductible ex-
ployer for employee business expenses. It penses.  You may be reimbursed under your
can also be a system used to keep track of ‘‘Adequate accounting’’ and ‘‘returning employer’s accountable plan for expenses
amounts you receive from your employer’s excess reimbursements’’ are discussed related to that employer’s business, some of
agent or a third party. Arrangements include later. which are deductible as employee business
per diem and mileage allowances. If a single An excess reimbursement or allow- expenses and some of which are not deduct-
payment includes both wages and an ex- ance is any amount you are paid that is more ible. The reimbursements you receive for the
pense reimbursement, the amount of the re- than the business-related expenses that you nondeductible expenses are treated as paid
imbursement must be specifically identified. adequately accounted for to your employer. under a nonaccountable plan.

Your employer has different options for See Returning Excess Reimbursements,
Example.  Your employer’s plan may re-reimbursing you for business-related later, for information on how to handle these

imburse you for travel expenses you incurredexpenses: excess amounts.
while away from home on business, and forThe definition of reasonable period of1) Reimbursing you for your actual ex- meal expenses you paid when you work latetime depends on the facts of your situation.penses, as discussed throughout this at the office, even though you are not awayThe IRS will consider it reasonable for youchapter, from home. The part of the arrangement thatto:
reimburses you for the nondeductible meals2) Reimbursing you for travel expenses:

1) Receive an advance within 30 days of while you work late at the office is treated asa) Using the meals only allowance (dis- the time you have an expense, a second arrangement. The payments undercussed later) to reimburse your meals
this second arrangement are treated as paid2) Adequately account for your expensesand incidental expenses and reim-
under a nonaccountable plan.within 60 days after they were paid or in-bursing you for your actual lodging

curred, andexpenses,
Per diem allowances.   If you are reim-3) Return any excess reimbursementb) Using the regular federal per diem bursed by a per diem allowance (dailywithin 120 days after the expense wasrate (discussed later), or amount) that you received under an ac-paid or incurred.

c) Using the high-low method (dis- countable plan, two facts affect your
cussed later), reporting:If you are given a periodic statement (at

least quarterly) that asks you to either return3) Reimbursing you for business use of ● The federal rate for the area where you
or adequately account for outstanding reim-your car: traveled, and
bursements and you comply within 120 daysa) At the standard mileage rate, or ● Whether the allowance or your actual ex-of the statement, the IRS will consider the

penses were more than the federal rate.b) At a flat rate or stated schedule (This amount adequately accounted for or re-
can be paid periodically at a fixed turned within a reasonable period of time.

 For this purpose, the federal rate can berate, at a cents-per-mile rate, at a vari-
figured by using any one of the followingable rate based on a stated schedule, Employee meets accountable plan rules.
three methods:or any combination of these rates.), or If you meet the three rules for accountable

4) Reimbursing you under any other plans, your employer should not include any 1) The regular federal per diem rate (dis-
method that is acceptable to the IRS. reimbursements in your income in box 1 of cussed later in this chapter),
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2) The high-low method (discussed later in actual meal expenses did not exceed the Nicole’s employer does not include any
this chapter), or of the reimbursement on her Form W–2 be-federal rate for Albuquerque, which is $34

cause the mileage allowance is not moreper day.3) The standard meal allowance (dis-
than the standard mileage rate. Nicole doesHer 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 the2] 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

of her Form W–2. This amount is not in- Example 2.  The facts in Debbie’s caseto report your expenses depending upon
cluded in Laura’s income. Laura does not are the same as in Example 1, except Deb-how the amount of your per diem allowance
have to complete Form 2106; however, she bie gets reimbursed 35 cents a mile, which iscompares to the federal rate.
must include the $12 in her gross income as 4 cents a mile more than the standard mile-Per diem allowance LESS than or
wages (by reporting the total amount shown age rate. Her employer must include the re-EQUAL to the federal rate.  If your per diem
in box 1 of her Form W–2). imbursement amount up to the standardallowance is less than or equal to the federal

rate, the allowance will not be included in mileage rate, $3,100 (10,000 miles ×  31Example 2.  Joe also lives in Austin and
box 1 of your Form W–2. You do not need to cents), in box 13 (code L) of her Form W–2.works for the same employer as Laura. In
report the related expenses or the per diem That amount is not taxable.May the employer sent Joe to Washington,
allowance on your return if your expenses Debbie’s employer must also includeDC, for 4 days and paid the hotel directly for
are equal to or less than the allowance. $400 (10,000 miles ×  4 cents) in box 1 ofhis hotel bill. The employer reimbursed Joe

However, if your actual expenses (or your her Form W–2. This is the reimbursement$45 a day for his meals and incidental ex-
expenses using the standard meal allow- that is more than the standard mileage rate.penses. The federal rate for Washington,
ance) are more than your per diem allow- Because her reimbursement is equal to orDC, is $38 a day.
ance, you can complete Form 2106 and de- more than her expenses, Debbie does notJoe can prove that his actual meal ex-duct the excess amount on Schedule A complete Form 2106.penses totaled $290. His employer’s ac-(Form 1040). If you are using actual ex-

countable plan will not pay more than $45 a The employer makes the decisionpenses, you must be able to prove to the IRS
day for travel to Washington, DC, so Joe whether to reimburse employeesthe total amount of your expenses and reim-
does not give his employer the records that under an accountable plan or abursements for the entire year. If you are us-
prove that he actually spent $290. However, nonaccountable plan. If you are an em-ing the standard meal allowance, you do not
he does account for the time, place, and ployee who receives payments under ahave to prove that amount.
business purpose of the trip. This is Joe’s nonaccountable plan, you cannot convertExample.  In April Jeremy takes a 2-day only business trip in 1996. these amounts to payments under an ac-business trip to Denver. The federal rate in

Joe was reimbursed $180 ($45 ×  4 countable plan by voluntarily accounting toDenver is $126 per day. As required by his
days), which is $28 more than the federal your employer for the expenses and volunta-employer’s accountable plan, he accounts
rate of $152 ($38 ×  4 days). The employer rily returning excess reimbursements to thefor the time (dates), place, and business pur-
includes the $28 as income on Joe’s Form employer.pose of the trip. His employer reimburses
W–2 in box 1. The employer also entershim $126 a day ($252 total) for living ex-
$152 in box 13 of Joe’s Form W–2, alongpenses. Jeremy’s living expenses in Denver

Adequate Accounting  with a code L.are not more than $126 a day.
Joe completes Form 2106 to figure his One of the three rules (listed earlier) for a re-Jeremy’s employer does not include any

deductible expenses. He enters the total of imbursement or other expense allowance ar-of the reimbursement on his Form W–2. Jer-
his actual expenses for the year ($290) on rangement to qualify as an accountable planemy does not deduct the expenses on his
Form 2106. He also enters the reimburse- is that you adequately account to your em-return.

ployer for your expenses. You adequatelyments that were not included in his incomePer diem allowance MORE than the
account by giving your employer documen-($152). His total deductible expense, beforefederal rate.  If your per diem allowance is
tary evidence of your travel, mileage, andthe 50% limit, is $138. After he figures themore than the federal rate, your employer
other employee business expenses, along50% limit on his unreimbursed meals andmust include the allowance amount up to the
with a statement of expense, an accountfederal rate in box 13 (code L) of your Form entertainment, he will include the balance,
book, a diary, or a similar record in which youW–2. This amount is not taxable. However, $69, as an itemized deduction.
entered each expense at or near the timethe per diem allowance that is more than the
you had it. Documentary evidence includesfederal rate will be included in box 1 of your Car or mileage allowances.   How you re-
receipts, canceled checks, and bills. SeeForm W–2. You must report this part of your port a car or mileage allowance that you re-
Recordkeeping, earlier.reimbursement as if it were wage income. ceived under an accountable plan depends

If your actual expenses are less than or You must account for all amounts re-on whether the reimbursement or your ac-
equal to the federal rate, you do not com- ceived from your employer during the yeartual expenses were more than the standard
plete Form 2106 or claim any of your ex- as advances, reimbursements, or al-mileage rate of 31 cents a mile for 1996. The
penses on your return. lowances for travel, entertainment, gifts,standard mileage rate is considered to be

However, if your actual expenses are business use of your car, or any other ex-the federal rate. If your allowance was equal
more than the federal rate, you can com- penses. This includes amounts that wereto or less than 31 cents a mile, see Per diemplete Form 2106 and deduct those expenses charged to your employer by credit card or

allowance LESS than or EQUAL to the fed-that are more than the federal rate. You must other method. You must give your employer
eral rate, earlier. If your allowance was morereport on Form 2106 your reimbursements the same type of records and supporting in-
than 31 cents a mile, see Per diem allow-up to the federal rate (as shown in box 13 of formation that you would have to give to the
ance MORE than the federal rate, earlier.your Form W–2) and all your expenses. You IRS if the IRS questioned a deduction on

should be able to prove these amounts to Example 1.  Nicole drives 10,000 miles a your return. You must pay back the amount
the IRS. year for business. Under her employer’s ac- of any reimbursement or other expense al-

lowance for which you do not adequately ac-countable plan, she accounts for the timeExample 1.  Laura lives and works in
count or that exceeds the amount for which(dates), place, and business purpose ofAustin. Her employer sent her to Albuquer-
you accounted.each trip. Her employer pays her a mileageque for 2 days on business. Laura’s em-

allowance of 31 cents a mile. Nicole’s ex-ployer paid the hotel directly for her lodging
Per diem allowance or reimbursement. penses of operating her car are not moreand reimbursed Laura $40 a day ($80 total)
You may be able to prove the amount of yourthan 31 cents a mile.for meals and incidental expenses. Laura’s
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a reasonable belief that you incurred lodgingTable 28-3. Reporting Travel, Entertainment, and
expenses, such as when you stay withGift Expenses and Reimbursements
friends or relatives or sleep in the cab of your
truck.

Type of Reimbursement Employer Employee Proving your expenses with a per
(or Other Expense Reports on Shows on diem allowance.  If your employer pays forAllowance) Arrangement Form W–2 Form 21061

your expenses using a per diem allowance,
including a meals only allowance, you canAccountable
generally use the allowance as proof for theActual expense reim- Not reported Not shown if expenses do not
amount of your expenses. However, thebursement exceed reimbursement
amount of expense that you can prove this
way cannot be more than the regular federalAdequate accounting and
per diem rate or the high-low method, bothexcess returned
discussed later.

You can only use the per diem allowanceActual expense reim- Excess reported as wages in All expenses (and reimburse-
bursement box 1. Amount adequately ments reported on Form W–2, to prove the cost of meals and/or lodging.

accounted for is reported box 13), only  if some or all of You must still provide other proof of the time,
Adequate accounting and only in box 13—it is not re- the excess expenses are place, and business purpose for each
return of excess required ported in box 1. claimed.2 Otherwise, form is expense.
but excess not returned not filed.

Regular federal per diem rate.  The regularPer diem or mileage allow- All expenses and reimburse-Not reported federal per diem rate is the highest amountance (up to federal rate) ments only  if excess ex-
that the federal government will pay to itspenses are claimed.2 Other-
employees for lodging, meals, and incidentalAdequate accounting and wise, form is not filed.
expenses (or meals and incidental expensesexcess returned
only) while they are traveling away from
home in a particular area. The rates are dif-Per diem or mileage allow- Excess reported as wages in All expenses (and reimburse-

ance (exceeds federal box 1. Amount up to the fed- ments equal to the federal ferent for different locations. You must use
rate) eral rate is reported only in rate) only  if expenses in ex- the rate in effect for the area where you stop

box 13—it is not reported in cess of the federal rate are for sleep or rest. Your employer should have
Adequate accounting up box 1. claimed.2 Otherwise, form is these rates available. (Employers can get
to the federal rate only not filed. Publication 1542, Per Diem Rates, which
and excess not returned gives the rates in the continental United

States for the current year.)Nonaccountable
The federal rates for meals and inciden-

Either adequate account- Entire amount is reported as All expenses2

tal expenses are the same as those rates
ing or return of excess, or wages in box 1. discussed earlier under Standard Meal
both, not required by plan Allowance.

No reimbursement Normal reporting of wages, All expenses2

High-low method.  This is a simplifiedetc.
method of computing the federal per diem
rate for travel within the continental United1 You may be able to use Form 2106-EZ. See Completing Forms 2106 and 2106-EZ.
States. It eliminates the need to keep a cur-2 Any allowable business expense is deducted as an itemized deduction.
rent list of the per diem rate in effect for each
city in the continental United States.

Under the high-low method, the per diemtravel expenses by using a per diem allow- 4) The time, place, and business purpose
amount for travel during 1996 is $152 for cer-of the travel are proved, as explainedance amount. This is a fixed amount of daily
tain locations. All other areas have a perearlier under Recordkeeping.reimbursement that your employer gives you
diem amount of $95. Employers can getfor your lodging, meal, and incidental ex-
Publication 1542 that gives the areas eligible If the IRS finds that an employer’s travel al-penses when you are away from home on
for the $152 per diem amount under thelowance practices are not based on reason-business. The term ‘‘incidental expenses’’ is
high-low method for all or part of the year.ably accurate estimates of travel costs, in-def ined earl ier under Standard Meal

cluding recognition of cost differences inAllowance.
Allocation of per diem on partial days ofdifferent areas, you will not be considered toA per diem allowance satisfies the ade-
travel.  The federal per diem rate or the fed-have accounted to your employer. In thisquate accounting requirements for the
eral meals and incidental expenses rate iscase, you may have to prove your expensesamount in question if all four of the following
for a full 24-hour day of travel. If you travelto the IRS.conditions apply.
for part of a day, the full day rate must be al-Allowance for meals.  These rules also

1) Your employer reasonably limits pay- located. You can use either of the followingapply if you are reimbursed only for your
ments of the travel expenses to those meal expenses or get a separate per diem methods to figure the federal per diem rate
that are ordinary and necessary in the allowance for meals and incidental ex- for that day.
conduct of the trade or business. penses. Your reimbursement or allowance 1) Count one-fourth of the federal rate for

must not be more than the standard meal al-2) The allowance is similar in form to and each 6-hour quarter of the day during
lowance. A per diem allowance is paid sepa-not more than the federal per diem (that any portion of which you are traveling
rately for meals and incidental expenses ifis, your allowance varies based on away from home for business. The 6-
your employer furnishes lodging in kind, payswhere, when, and how long you were hour quarters are midnight to 6 a.m.; 6
you a meal allowance plus the actual cost oftraveling). a.m. to noon; noon to 6 p.m.; and 6 p.m.
your lodging, or pays the hotel, motel, etc. di-

to midnight.3) You are not related to your employer (as rectly for your lodging. A per diem allowance
2) Prorate the federal rate using anydefined earlier under Standard Meal is also paid separately for meals and inciden-

method that is consistently applied andAllowance). tal expenses if your employer does not have
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is in accordance with reasonable busi- you did not spend all the money on business- 1) Excess reimbursements you fail to re-
ness practice. For example, an em- related expenses, or if you do not have proof turn to your employer, and
ployer can treat 2 full days of per diem of all your expenses, you have an excess

2) Reimbursements of nondeductible ex-paid for travel away from home from 9 reimbursement.
penses related to your employer’s busi-a.m. of one day to 5 p.m. of the next day ‘‘Adequate accounting’’ and ‘‘reasonable
ness. See Reimbursement of nonde-as being no more than the federal rate. period of time’’ were discussed earlier.
ductible expenses earlier underThis is true even though a federal em-
Accountable Plans.ployee would be limited to a reimburse- Travel advance.   If your employer provides

ment for only 11/2 days. you with an expense allowance before you
actually have the expense, and the allow-  If you are not sure if the reimbursement or

 These rules apply whether your employer ance is reasonably calculated not to exceed expense allowance arrangement is an ac-
uses the regular federal per diem rate or the your expected expenses, you have received countable or nonaccountable plan, see your
high-low method. a travel advance. Under an accountable employer.

plan, you are required to adequately account Your employer will combine the amount
Car or mileage allowance.   You may be to your employer for this advance and to re- of any reimbursement or other expense al-
able to prove the amount of your expense by turn any excess within a reasonable period lowance paid to you under a nonaccountable
using a car or mileage allowance amount. A of time. See Accountable Plans, earlier. If plan with your wages, salary, or other pay.
car or mileage allowance satisfies the ade- you do not adequately account for or do not Your employer will report the total in box 1 ofquate accounting requirements for the return any excess advance within a reasona- your Form W–2.amount if all three of the following conditions ble period of time, the amount you do not ac- You must complete Form 2106 or 2106–apply. count for or return will be treated as having EZ and itemize your deductions to deduct

been paid under a nonaccountable plan (dis-1) Your employer reasonably limits pay- your expenses for travel, transportation,
cussed later).ments of the car expenses to those that meals, or entertainment. Your meal and en-

Unproved amounts.  If you do not proveare ordinary and necessary in the con- tertainment expenses will be subject to the
duct of the trade or business. that you actually traveled on each day for 50% limit discussed earlier under Entertain-

which you received a per diem or car allow-2) The allowance is paid at the standard ment Expenses. Also, your total expenses
ance (proving the elements described earliermileage rate, at another rate per mile, or will be subject to the 2%-of-adjusted-gross-
under Recordkeeping), you must return thisother acceptable method. income limit that applies to most miscellane-
unproved amount of the travel advance

ous itemized deductions.3) You prove the time (dates), place, and within a reasonable period of time. If you fail
business purpose of using your car to to do this, your employer will include as in- Example.  Kim’s employer gives her
your employer within a reasonable pe- come in box 1 of your Form W–2 the un- $500 a month ($6,000 for the year) for her
riod of time. proved amount of per diem or car allowance business expenses. Kim does not have to

as excess reimbursement. This unproved provide any proof of her expenses to her em-
 However, if you are related to your em- amount is considered paid under a nonac- ployer, and Kim can keep any funds that she

ployer (as defined earlier under Standard countable plan (discussed later). does not spend.
Meal Allowance), you must be able to prove Per diem MORE than federal rate.  If Kim is being reimbursed under a nonac-your expenses to the IRS. This is true even if your employer’s accountable plan pays you countable plan. Her employer will include theyou have already adequately accounted to a per diem or similar allowance that is higher $6,000 on Kim’s Form W–2 as if it wereyour employer and returned any excess re- than the federal rate for the area you trav- wages. If Kim wants to deduct her businessimbursement. (This does not preclude your eled to, you do not have to return the differ- expenses, she must complete Form 2106 oruse of the standard mileage rate to ade- ence between the two rates for the period Form 2106–EZ and itemize her deductions.quately account to your employer and the you can prove business-related travel ex- The 50% limit applies to her meal and en-IRS.) penses. However, the difference will be re- tertainment expenses, and the 2%-of-ad-Proving your expenses with a car or ported as wages on your Form W–2. This ex- justed-gross-income limit applies to her totalmileage allowance.  If your employer pays cess amount is considered paid under a employee business expenses.for your expenses using a car or mileage al-

nonaccountable plan (discussed later).
lowance, you can generally use the allow-

Example.  Your employer sends you on aance as proof for the amount of your ex- Part of reimbursement paid under ac-
5-day business trip to Phoenix and gives youpenses. However, the amount of expense countable plan.  If your expenses are reim-
a $200 ($40 ×  5 days) advance to coverthat you can prove this way cannot be more bursed under an otherwise accountable plan
your meals and incidental expenses. Thethan the standard mileage rate or the but you do not return, within a reasonablefederal per diem for meals and incidental ex-amount of the fixed and variable rate allow- period of time, any reimbursement for whichpenses in Phoenix is $34. Your trip lasts onlyance that your employer does not include in

you do not adequately account, only the3 days. Under your employer’s accountablebox 1 of your Form W–2.
amount for which you do not adequately ac-plan, you must return the $80 ($40 ×  2 days)You can only use a car or mileage allow-
count is considered as paid under a nonac-advance for the 2 days you did not travel.ance to prove the amount of business car
countable plan. The rest is treated as havingYou do not have to return the $18 differenceexpense. You must still prove the time
been paid under an accountable plan (as dis-between the allowance you received and the(dates), place, and business purpose for
cussed earlier).federal rate for Phoenix [($40 –  $34) ×  3each expense.

days]. However, the $18 will be reported on
your Form W–2 as wages.Returning Excess Completing Forms 2106

Reimbursements  and 2106–EZ  Nonaccountable Plans  Under an accountable plan, you must be re-
This section briefly describes how employ-A nonaccountable plan is a reimbursementquired to return any excess reimbursement
ees complete Forms 2106 and 2106–EZ. Ta-or expense allowance arrangement thatfor 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

In addition, the following payments made ports on Form 2106. The instructions for thefor which you did not adequately account
under an accountable plan will be treated as forms have more information on completingwithin a reasonable period of time. For ex-
being paid under a nonaccountable plan:ample, if you received a travel advance and them.
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Form 2106–EZ.   You may be able to use party) reimbursed you for employee busi- 1040). Most miscellaneous itemized deduc-
tions, including employee business ex-Form 2106–EZ to claim your employee busi- ness expenses that were not included in box
penses, are subject to a 2%-of-adjusted-ness expenses. You qualify to use this form if 1 of your Form W–2. (You cannot use Form
gross-income limit. This limit is figured onyou meet both of the following conditions. 2106–EZ.) This includes any reimbursement
line 25 of Schedule A (Form 1040).reported under code L in box 13 of Form W–1) You were not reimbursed for your ex-

3. Limit on total itemized deductions.2.penses or, if you were reimbursed, the
If your adjusted gross income (line 32 ofAllocating your reimbursement.  If youreimbursement was included in your in-
Form 1040) is more than $117,950 ($58,975were reimbursed under an accountable plancome (box 1 of your Form W–2).
if you are married filing separately), theand want to deduct excess expenses that

2) If you claim car expenses, you use the amount of your overall itemized deductions,were not reimbursed, you may have to allo-
standard mileage rate. including employee business expenses, maycate your reimbursement. If your employer

be limited. See Chapter 22 for more informa-paid you a single amount that covers meals
tion on this limit.or entertainment, as well as other business

Car expenses.  If you used a car to perform expenses, you must allocate the reimburse-
your job as an employee, you may be able to ment so that you know how much to enter in Special Rules 
deduct certain car expenses. Car expenses Column A and Column B of line 7 of Form This section discusses special rules that ap-
are generally figured in Part II of Form 2106, 2106. ply only to performing artists and disabled
and then claimed on line 1, Column A, of Part employees with impairment-related workExample.  Rob’s employer paid him an
I of Form 2106. Car expenses using the stan- expenses.expense allowance of $5,000 during 1996
dard mileage rate can also be figured on under an accountable plan. It is not clear
Form 2106–EZ by completing Part III and how much of the allowance is for the cost of Expenses of certain performing artists. 
line 1 of Part II. deductible meals. Rob actually spent $6,500 If you are a performing artist, you may qualify

during the year ($2,000 for meals and $4,500 to deduct your employee business expenses
Local transportation expenses.  Show for automobile expenses). as an adjustment to gross income rather
your local business transportation expenses than as a miscellaneous itemized deduction.Rob uses the following worksheet from
that did not involve overnight travel on line 2, To qualify, you must meet all of the followingthe Instructions for Form 2106 to allocate his
Column A, of Form 2106 or on line 2, Part II requirements.reimbursement on line 7 of Form 2106.
of Form 2106–EZ. Also include on this line

1) During the tax year, you perform ser-business expenses you have for parking 1. Enter the total amount of
vices in the performing arts for at leastfees and tolls. Do not include expenses of reimbursements your employer gave
two employers.operating your car or expenses of commut- you that were not reported to you in

ing between your home and work. box 1 of your Form W–2 . . . . . . . . . . . . . . 5,000 2) You receive at least $200 each from any
two of these employers.2. Enter the total amount of your

Employee business expenses other than expenses for the periods covered by 3) Your related performing-arts business
meals and entertainment.  Show your this reimbursement . . . . . . . . . . . . . . . . . . .  6,500 expenses are more than 10% of your
other employee business expenses on lines gross income from the performance of3. Of the amount on line 2, enter your3 and 4, Column A, of Form 2106 or Form those services.total expense for meals and2106–EZ. Do not include expenses for

entertainment . . . . . . . . . . . . . . . . . . . . . . . . 2,000 4) Your adjusted gross income is not moremeals and entertainment on those lines.
than $16,000 before deducting these4. Divide line 3 by line 2. Enter the resultLine 4 is for expenses such as business gifts,
business expenses.as a decimal (to at least two places) .31educational expenses (tuition and books),

office-in-the-home expenses, and trade and 5.  Multiply line 1 by line 4. Enter the
Special rules for married persons.  Ifprofessional publications. result here and in Column B, line 7 . . . 1,550

you are married, you must file a joint return
6.  Subtract line 5 from line 1. Enter theIf line 4 expenses are the only ones unless you lived apart from your spouse at all

result here and in Column A, line 7 . . . 3,450you are claiming and you received times during the tax year.
no reimbursements (or the reim- If you file a joint return, you must figure

After you have completed your Formbursements were all included in box 1 of your requirements (1), (2), and (3) separately for
2106 or 2106–EZ, follow the directions onForm W–2), do not complete Form 2106 or both you and your spouse. However, require-
that form to deduct your expenses on the ap-2106–EZ. Instead, claim these amounts di- ment (4) applies to your and your spouse’s
propriate line of your tax return. For mostrectly on line 20 of Schedule A (Form 1040). combined adjusted gross income.
taxpayers this is on line 20 of Schedule AList the type and amount of each expense on Where to report.  If you meet all of the
(Form 1040). However, if you are a perform-the dotted lines next to line 20 and include above requirements, you should first com-
ing artist or a disabled employee with impair-the total on line 20. plete Form 2106 or 2106–EZ. Then you in-
ment-related work expenses, see Special clude your performing-arts-related expenses
Rules, later. from line 10 of Form 2106 or line 6 of Form

Meal and entertainment expenses.  Show 2106–EZ in the total on line 30 of Form 1040.
the full amount of your expenses for busi- Limits on employee business expenses. Write ‘‘QPA’’ and the amount of your per-
ness-related meals and entertainment on Your employee business expenses may be forming-arts-related expenses on the dotted
line 5, Column B, of Form 2106. Include subject to any of the three limits described line next to line 30 of Form 1040.
meals you paid for while away from your tax next. These limits are figured in the following If you do not meet all of the above re-
home overnight and other business meals order on the specified form. quirements, you do not qualify to deduct your
and entertainment. Enter 50% of the line 8 1. Limit on meals and entertainment. expenses as an adjustment to gross income.
meal and entertainment expenses on line 9, Certain meal and entertainment expenses Instead, you must complete Form 2106 or
Column B, of Form 2106. are subject to a 50% limit. Employees figure 2106–EZ and deduct your employee busi-

If you file Form 2106–EZ, enter the full this limit on line 9 of Form 2106 or line 5 of ness expenses as an itemized deduction on
amount of your meals and entertainment on Form 2106–EZ. See 50% Limit under En- line 20 of Schedule A (Form 1040).
the line to the left of line 5 and multiply the tertainment Expenses, earlier.
total by 50%. Enter the result on line 5. 2. Limit on employee business ex- Impairment-related work expenses of

penses.  Employees deduct employee busi- disabled employees.   If you are an em-
Reimbursements.  Enter on line 7 of Form ness expenses (as figured on Form 2106 or ployee with a physical or mental disability,
2106 the amounts your employer (or third 2106–EZ) on line 20 of Schedule A (Form your impairment-related work expenses are

Page 214 Chapter 28 CAR EXPENSES AND OTHER EMPLOYEE BUSINESS EXPENSES



not subject to the 2%-of-adjusted-gross-in- to dinner to discuss Y Co.’s buying Fashion’s Bill received an allowance of $3,600
come limit that applies to most other em- new line of clothing. ($300 per month) to help offset his ex-
ployee business expenses. After you com- penses. Bill did not have to account to hisBill purchased his car on January 3,
plete Form 2106 or 2106–EZ, enter your employer for the reimbursement, and the1994. He uses the standard mileage rate for
impairment-related work expenses from line $3,600 was included as income in box 1 ofcar expense purposes. He records his total
10 of Form 2106 or line 6 of Form 2106–EZ his Form W–2.mileage, business mileage, parking fees,
on line 27 of Schedule A (Form 1040). Enter  Because Bill’s reimbursement was in-and tolls for the year. Bill timely records his
your employee business expenses that are cluded in his income and he is using theexpenses and other pertinent information in
unrelated to your disability from line 10 of standard mileage rate for his car expenses,a travel expense log (not shown). He obtains
Form 2106 or line 6 of Form 2106–EZ on line he files Form 2106–EZ with his tax return.receipts for his expenses for lodging and for
20 of Schedule A. His filled-in form is shown at the end of thisany other expenses of $75 or more.

Impairment-related work expenses are chapter.During the year, Bill drove a total of
your allowable expenses for attendant care 25,000 miles of which 20,000 miles were for
at your workplace and other expenses you business. Following the instructions for Part
have in connection with your workplace that II of Form 2106, he answers all the questions
are necessary for you to be able to work. For and figures his vehicle expense to be $6,200
more information, see Chapter 23. (20,000 business miles ×  31 cents standard

mileage rate).
Illustrated Example His total employee business expenses

are shown in the following table.Bill Wilson is an employee of Fashion Cloth-
ing Co. in Manhattan, NY. In a typical week,

Type of Expense Amount Bill leaves his home on Long Island on Mon-
day morning and drives to Albany to exhibit Parking fees and tolls . . . . . . . . . . . . . . . . . $ 325
the Fashion line for 3 days to prospective Vehicle expenses . . . . . . . . . . . . . . . . . . . . . 6,200
customers. Then he drives to Troy to show X Meals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,632
Department Store, an old customer, Fash- Lodging, laundry, cleaning . . . . . . . . . . . 8,975
ion’s new line of merchandise. While in Troy, Entertainment . . . . . . . . . . . . . . . . . . . . . . . . 1,870
he talks with Tom Brown, purchasing agent Gifts, education, etc. . . . . . . . . . . . . . . . . . 430
for X Department Store, to discuss the new

Total $ 20,432line. He later takes John Smith of Y Co. out
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deducted. This is explained under Qualifying your temporary absence you must return to
Education. the same kind of work.

If your courses qualify, you can then de-29. Example.  You quit your biology research
termine which expenses qualify to be de- job to become a full-time biology graduate
ducted. Only certain expenses of education student for one year. If you return to work inEmployee’s are deductible. This is explained under What biology research after completing the
Educational Expenses Are Deductible. courses, the education is related to your pre-Educational If you know which expenses qualify, you sent work. You may even choose to take a
can then determine how to report those edu- similar job with another employer.Expenses cational expenses. You may not be able to
fully deduct all of your expenses. This is ex- Education Required byplained under Where To Report Educational
Expenses. Employer or by Law 

Once you have met the minimum educa-Important Changes
Useful Items tional requirements for your job, your em-for 1996 You may want to see: ployer or a law may require you to get more

education. This additional education must beEmployer-provided educational assis-
required for you to keep your present salary,Publicationtance.   The exclusion from income of up to
status, or job. It must serve a business pur-$5,250 of employer-provided education as- □ 508 Educational Expenses
pose of your employer and not be part of asistance benefits, which expired for tax
program that will qualify you for a new tradeyears beginning after December 31, 1994, Form (and Instructions) or business.has been extended. It will now expire for tax

□ 2106 Employee Business Expenses When you take more education than youryears beginning after May 31, 1997. How-
employer or the law requires, the additionalever, the exclusion does not apply to gradu-
education is qualifying only if it maintains orate-level courses that begin after June 30,
improves skills required in your present1996. Even though the exclusion will expire Qualifying Education 
work. See Education To Maintain or Improvefor tax years beginning after May 31, 1997,

Education must meet certain requirements Skills, later.you can still exclude benefits for courses
before the expenses of that education canthat begin before July 1, 1997. For more in- Example.  You are a teacher who hasbe deducted. If these requirements are met,formation get Publication 508, Educational satisfied the minimum requirements forthe education is qualifying education. YouExpenses. See Publication 553, Highlights of teaching. Your employer requires you to takemay be able to deduct the costs of qualifying1996 Tax Changes for a possible change to an additional college course each year toeducation even though the education may‘‘before July 1, 1997.’’ keep your teaching job. You take a courselead to a degree.

and pay for it yourself. This is qualifying edu-These changes may entitle you to a
cation even if you eventually receive a mas-Requirements.  The education must:refund of income, social security,
ter’s degree and an increase in salary be-and Medicare taxes. For more infor- 1) Be required by your employer or the law cause of this extra education.mation, and for details on refund procedures to keep your present salary, status, or

see Refund Procedure for Employees under job (and serve a business purpose of Education To MaintainEmployer-Provided Education, in Publication your employer), or
508. or Improve Skills 2) Maintain or improve skills needed in

If your education is not required by your em-your present work.
ployer or a law, it must maintain or improveStandard mileage rate.  Generally, if you
skills needed in your job to be qualifying edu-use your car for transportation to school, you Exception.  Even if your education
cation. This includes refresher courses,can deduct 31 cents per mile. For more infor- meets one of the requirements above, it is
courses on current developments, and aca-mation see Using Your Car under What Edu- not qualifying education if it:
demic or vocational courses. However,cational Expenses are Deductible.

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 $117,950

business are not qualifying education. See2) Is part of a program of study that can($58,975 if you are married filing separately),
Education To Qualify for a New Trade orqualify you for a new trade or business,your itemized deductions may be limited.
Business, later.even if you have no plans to enter thatSee Chapter 22 if you need more information

trade or business.about this limit. Example.  You repair televisions, radios,
and stereo sets for XYZ Store. To keep up

 See Nonqualifying Education, later. with the latest changes, you take special
courses in radio and stereo service. ThesePresent work.  Your education must relateIntroduction courses maintain and improve skills requiredto your present work. Education that will re-
in your work.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-

cludes any education that keeps you up-to-● Whether the courses qualify, Nonqualifyingdate for a return to work or that qualifies you
● What expenses are deductible, and to reenter a job you had in the past. Education 
● How to report the expenses. Temporary absence.  If you stop work

for a year or less and then go back to the If you need education to meet the minimum
First, you must determine whether the same kind of work, your absence is ordinarily requirements for a trade or business or if the

courses you are taking are qualifying considered temporary. Education during a education is part of a program of study that
courses. Not all courses are qualifying edu- vacation, temporary leave, or other tempo- will qualify you for a new trade or business, it
cation. Courses must meet certain require- rary absence from your job is considered re- is nonqualifying education. You cannot de-
ments before the related expenses can be lated to your present job. However, after duct the costs of nonqualifying education.
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However, a new accountant coming into
the firm would have to satisfy these new min-
imum requirements. The education the new
accountant would need to meet the new
minimum requirements would be nonqualify-
ing education.

Example 3.  You have your own account-
ing business. To improve your skills, you
take several courses in tax accounting. You
already have met the minimum educational
requirements to be an accountant. These
courses improve skills required in your busi-
ness and are not part of a program of study
that will qualify you for a new trade or busi-
ness.  These courses are qual i fy ing
education.

Requirements for Teachers  
This discussion applies to teachers and
others employed by educational organiza-
tions. The minimum educational requirement
for teachers is usually set by the state or
school district. It is based upon a minimum
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. If the employing school certifies to

you need to meet the new requirements isEducation To Meet the State Department of Education that qual-
qualifying education. ified teachers cannot be found, the schoolMinimum Requirements 

may hire persons with only 3 years of col-
Education needed to meet the minimum ed- Example 1.  You are a full-time engineer- lege. However, to keep their jobs, these
ucational requirements for your present ing student. You work part time as an engi- teachers must get a bachelor’s degree and
trade or business is nonqualifying education. neer for a firm that will employ you full time the required professional education courses
The minimum education necessary is deter- as an engineer after you finish college. Al- within 3 years.
mined by: though your college engineering courses im- Under these facts, the bachelor’s de-

prove your skills in your present job, you gree, whether it includes the ten profes-1) Laws and regulations,
have not met the minimum job requirements sional education courses or not, is consid-

2) Standards of your profession, trade, or for a full-time engineer. The education is ered the minimum educational requirement
business, and nonqualifying education. for qualification as a teacher in your state.

If you have all of the required education3) Your employer’s requirements.
except the fifth year, you have met the mini-Example 2.  You are an accountant and
mum educational requirements. However, ifyou have met the minimum educational re-You have not necessarily met the mini-
the fifth year will qualify you for a new tradequirements of your employer. Your employermum educational requirements of your trade
or business, it is nonqualifying education.later changes the minimum educational re-or business simply because you are already
See Education To Qualify for a New Trade orquirements and requires you to take collegedoing the work.
Business, later.courses to keep your job. These additionalOnce you have met the minimum educa-

courses are not minimum requirements be-tional requirements that were in effect when Example 2.  Assume the same facts as in
cause you already have satisfied the initialyou were hired, you do not have to satisfy Example 1. If you have a bachelor’s degree

this rule again. This means that if the mini- minimum requirements. The education is and only six professional education courses,
mum requirements change, any education qualifying education. the additional four education courses would
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be qualifying education. Because a bache- course to review new developments in sev- dollar value of vacation time or annual leave
eral specialized fields of medicine. The you take to attend classes. This amount is alor’s degree is the minimum requirement for
course does not qualify you for a new profes- personal expense.qualification as a teacher, you have already
sion. It is qualifying education because itmet the minimum requirements, even though Unclaimed reimbursement.  If you do
maintains or improves skills required in youryou do not have all of the required courses. not claim reimbursement that you are enti-
present profession. tled to receive from your employer, you can-Example 3.  Assume the same facts as in

not deduct the expenses that apply to the re-Example 3.  While working in the privateExample 1. If you are hired with only 3 years
imbursement. For example, your employerpractice of psychiatry, you enter a programof college, the courses you take that lead to
agrees to pay your educational expenses ifto study and train at an accredited psycho-a bachelor’s degree (including those in edu-
you file a voucher showing your expenses.analytic institute. The program will lead tocation) are nonqualifying education. They
You do not file a voucher, and you do not getqualifying you to practice psychoanalysis.are needed to meet the minimum education
reimbursed. Because you did not file aThe psychoanalytic training does not qualifyfor employment as a teacher.
voucher, you cannot deduct the expensesyou for a new profession. It is qualifying edu-Example 4.  You have a bachelor’s de- on your tax return.cation because it maintains or improvesgree and you work as a temporary instructor

skills required in your present profession.at a university. At the same time, you take
Transportation Expenses graduate courses toward an advanced de-

Bar or CPA Review Course  If your education qualifies, you can deductgree. The rules of the university state that
Review courses to prepare for the bar exam- local transportation costs of going directlyyou may become a faculty member only if
ination or the certified public accountant from work to school. If you are regularly em-you get a graduate degree. Also, you may
(CPA) examination are nonqualifying educa- ployed and go to school on a strictly tempo-keep your job as an instructor only as long as
tion. These are personal expenses that qual- rary basis, you can also deduct the costs ofyou show satisfactory progress toward get-
ify you for a new profession. returning from school to home. A temporaryting this degree. You have not met the mini-

basis is irregular or short-term attendance,mum educational requirements to qualify
generally a matter of days or weeks.you as a faculty member. The graduate Qualifications for Teachers 

If you are regularly employed and go di-courses are nonqualifying education. All teaching and related duties are consid-
rectly from home to school on a temporaryered the same general kind of work. If you
basis, you can deduct the round-trip costs ofCertification in a new state.  Once you change duties in any of the following ways, it
transportation in going from your home tohave met the minimum educational require- is not considered a change to a new
school to home. This is true regardless of thements for your state, you are considered to business.
location of the school, the distance traveled,have met the minimum educational require- 1) Elementary school teacher to secon- or whether you attend school on non-workments in a new state, even if you must take dary school teacher. days.additional education to be certified in the

2) Teacher of one subject, such as biol- Transportation expenses include the ac-new state. Any additional education you
ogy, to teacher of another subject, such tual costs of bus, subway, cab, or otherneed is qualifying education.
as art. fares, as well as the costs of using your ownExample.  You hold a permanent teach-

car. Transportation expenses do not include3) Classroom teacher to guidanceing certificate in State A and are employed
amounts spent for travel, meals, or lodgingcounselor.as a teacher in that state for several years. while you are away from home overnight.

You move to State B and are promptly hired 4) Classroom teacher to school
as a school teacher. You are required, how- administrator. Using Your Car ever, to complete certain prescribed courses

If you use your car for transportation toto get a permanent teaching certificate in
school, you can deduct your actual ex-State B. These additional courses are quali-
penses or use the standard mileage rate tofying education because the teaching posi- What Educational figure the amount you can deduct. The stan-tion in State B involves the same general
dard mileage rate for 1996 is 31 cents perkind of work for which you were qualified in Expenses mile. If you use either method, you may alsoState A. You have already met the minimum
deduct parking fees and tolls. See Car Ex-requirements for teaching and have not en- Are Deductible 
penses in Chapter 28 for information on de-tered a new trade or business.

If your education meets the requirements ducting your actual expenses of using a car.
described earlier under Qualifying Educa-

Example 1.  You regularly work in Cam-Education To Qualify for tion, you can generally deduct your educa-
den, New Jersey, and go directly from worktional expenses if you itemize your deduc-a New Trade or Business to your home. You also attend school everytions or if you are self-employed. However,Education that is part of a program of study night for 3 weeks to take a course that im-see Expenses Relating to Tax-Exempt andthat can qualify you for a new trade or busi- proves your job skills. Since you are attend-Excluded Income, later.ness is nonqualifying education. This is true ing school on a temporary basis, you can

even if you are not seeking a new job. deduct your daily round-trip transportationDeductible expenses.  The following edu-If you are an employee, a change of du- expenses in going between home andcational expenses can be deducted.ties is not a new trade or business if the new school. This is true regardless of the dis-
● Tuition, books, supplies, lab fees, andduties involve the same general work you did tance traveled.

similar items.in your old job. Example 2.  Assume the same facts as in
● Certain transportation and travel costs.Example 1.  You are an accountant. Your Example 1 except that on certain nights you

employer requires you to get a law degree at go directly from work to school and then● Other educational expenses, such as
your own expense. You register at a law home. You can deduct your transportationcosts of research and typing when writing
school for the regular curriculum that leads expenses from your regular work site toa paper as part of an educational
to a law degree. Even if you do not intend to school and then home.program.
become a lawyer, the education is nonquali- Example 3.  Assume the same facts as in
fying because the law degree will qualify you Example 1 except that you attend the school
for a new trade or business. Nondeductible expenses.  Educational ex- for 6 consecutive Saturdays, non-work days.

Example 2.  You are a general practi- penses do not include personal or capital ex- Since you are attending school on a tempo-
tioner of medicine. You take a 2-week penses. For example, you cannot deduct the rary basis, you can deduct your round-trip
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transportation expenses in going between work-related, your deduction for travel may education savings bond program. If you re-
be limited. This applies to:home and school. ceived assistance from any of these

sources, see Expenses Relating to Tax-Ex-Example 4.  Assume the same facts as in 1) Travel by ocean liner, cruise ship, or
empt and Excluded Income in PublicationExample 1 except that you attend classes other form of luxury water transporta-
508.twice a week for one year. Since your attend- tion, and

ance in school is not considered tempo- 2) Conventions outside the North Ameri-
rary, you cannot deduct your transportation can area.
expenses in going between home and Where To Reportschool. If you go directly from work to

 The limits for educational purposes are theschool, you can deduct the one-way trans- Educational Expenses same as those that apply to cruises and con-portation expenses of going from work to
ventions for other business purposes. These Self-employed persons and employees re-school. If you go from work to home to
are discussed under Luxury Water Travel port their educational expenses differently.school and return home, your transportation
and Conventions in Publication 463.

expenses cannot be more than if you had The following information explains what
gone directly from work to school. forms you must use to deduct your qualified

Meal Expenses educational expenses, discussed earlier
If your educational expenses qualify for de- under What Educational Expenses areTravel Expenses 
duction, you can deduct the cost of meals Deductible.

You can deduct expenses for travel, meals that qualify as travel expenses. This section explains how to deduct your
(subject to the 50% limit), and lodging if you expenses of qualified education. If you are
travel overnight to obtain qualified education 50% limit.  You can deduct only 50% of your an employee, you must take into account
and the main purpose of the trip is to attend qualifying business-related meals if you were any reimbursement you receive. How you
a work-related course or seminar. However, not reimbursed by your employer. This in- treat the reimbursement depends on the
you cannot deduct expenses for personal cludes meals while traveling away from type of reimbursement arrangement and the
activities, such as sight-seeing, visiting, or home to obtain your education. Employees amount of the reimbursement. For informa-
entertaining. must use Form 2106–EZ or 2106 to apply tion on how to report your reimbursement,

If your travel away from home is mainly the 50% limit. see Chapter 28.
personal, you cannot deduct all of your ex-

If your educational expenses in-penses for travel, meals, and lodging. How-
Self-employed persons.  If you are self-em-clude expenses for travel, seeever, during the time you attend the qualified
ployed, you must report your educational ex-Travel Expenses in Chapter 28.educational activities, you can deduct your
penses on the appropriate form used to re-Travel expenses for qualifying education areexpenses for lodging and 50% of your ex-
port your business income and expenses.treated the same as travel expenses forpenses for meals.

For example, if you are a sole proprietorother employee business purposes.Whether a trip’s purpose is mainly per-
or an independent contractor, use Schedulesonal or educational depends upon the facts
C, Schedule C–EZ, or Schedule F. If you useand circumstances. An important factor is
Schedule C, list and total your educationalTravel as Education  the comparison of the amount of time spent
expenses for tuition, books, laboratory fees,on personal activities and educational activi- You cannot deduct the cost of travel that in
and similar items in Part V and enter the totalties. If you spend more time on personal ac- itself is a form of education even though the
on line 27. List your car and truck expensestivities, the trip is considered mainly educa- travel may be directly related to your duties
on line 10. Enter your travel expenses on linetional only if you can show a substantial in your work or business.
24a. Enter your meal and entertainment ex-nonpersonal reason for traveling to a partic- Example.  You are a French language penses on line 24b. See the instructions forular location. teacher. While on sabbatical leave granted the form that you file for more information.

Example 1.  John works in Newark, New for travel, you traveled through France to im-
prove your knowledge of the French lan-Jersey. He traveled to Chicago to take a de-

Employees.  If you are an employee, youguage. You chose your itinerary and most ofductible one-week course at the request of
generally must report your qualified educa-your activities to improve your French lan-his employer. While there, he took a sight-
tional expenses on the forms in the followingguage skills. You cannot deduct your travelseeing trip, entertained some personal
list of rules for deducting the expenses. Toexpenses as educational expenses, evenfriends, and took a side trip to Pleasantville
deduct these expenses:though you spent most of your time visitingfor a day. Since the trip was mainly for busi-

French schools and families, attending mov-ness, he can deduct his round-trip airfare to 1) Your paid expenses must be for quali-
ies or plays, and learning French in similarChicago, but he cannot deduct his transpor- fied education.
activities.tation expenses of going to Pleasantville.

2) The amount you deduct must beOnly the meals and lodging connected with
unreimbursed.his educational activities can be claimed as Expenses Relating to

educational expenses. 3) You must file Form 1040.Tax-Exempt and ExcludedExample 2.  Dave works in Nashville and 4) You must itemize your deductions onIncome  recently traveled to California to take a de- Schedule A (Form 1040). You can de-
ductible 2-week seminar. While there, he Some educational assistance you receive duct only your expenses that are more
spent an additional 8 weeks on personal ac- may be tax-exempt or excluded from in- than 2% of adjusted gross income from
tivities. The facts, including the extra 8-week come. This is income you receive that you line 31 of Form 1040. This 2% limit is
stay, indicate that his main purpose was to are not required to report on your tax return. applied after all other deduction limits
take a vacation. He cannot deduct his round- The rules for determining whether any item have been applied (such as the 50%
trip airfare or his meals and lodging for the 8 is taxable or not taxable are not discussed limit on meal expenses).
weeks. He can deduct only his expenses for here. See Chapter 13 for information on the
meals and lodging for the 2 weeks he at- 5) You generally must first complete Formrules on tax-exempt income.
tended the seminar. 2106 or 2106–EZ to figure your ex-Since you do not pay tax on this income,

penses for education if they includeyou may not be able to deduct the related ex-
meal and transportation expenses or ifCruises and conventions.  Certain cruises penses. Examples of tax-exempt or ex-
you receive reimbursement from yourand conventions offer seminars or courses cluded income include scholarships, veter-
employer.as part of their itinerary. Even if these are ans’ educational assistance, and the
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Qualified performing artist.  Even if you 3) If you are claiming vehicle expenses, Forms not required.  You do not have to
were not reimbursed, you must file either complete Form 2106 if your reimbursementa) You own your vehicle,
Form 2106–EZ or 2106 if you are a qualified not included in box 1 of Form W–2 is at least

b) You use the 1996 standard mileageperforming artist. See Publication 529 for as much as your deductible expenses. Do
rate and have used the standardmore information about a qualified perform- not deduct the expenses or report the reim-
mileage rate since you first used theing artist. bursement as income.
vehicle in your business. If your qualified educational expenses do

Impairment-related work expense.  Even not include any expenses for travel, trans-
if you were not reimbursed, you must file ei- portation, meals or entertainment, and you
ther Form 2106–EZ or 2106 if you are an in- were not reimbursed for any expenses, youForm 2106.  You must use this form if:
dividual with a disability claiming impairment- do not have to complete Form 2106–EZ or

1) You are an employee deducting job-re-
related work expenses. See Publication 529 2106.

lated business expenses (including
for more information about impairment-re- Instead, follow the Form 1040 instruc-

qualified educational expenses), and
lated work expenses. tions to enter your unreimbursed expenses

2) You were reimbursed by your employer for any tuition, books, supplies, or lab fees di-
for your expenses (amounts your em- rectly on Form 1040, Schedule A, line 20.Employee Forms
ployer included in box 1 of your W–2 are

(Form 2106 or 2106–EZ) not considered reimbursements), or Recordkeeping If you are an employee and item 5 under Em-
3) If you are claiming vehicle expense: You must keep records as proof of any de-ployees indicates that you must first figure

duction claimed on your tax return. Gener-a) You used the actual expense methodyour qualified educational expenses on
ally, you should keep your records for 3in the first year you used your vehicleForm 2106 or 2106–EZ, the following infor-
years from the date of filing the return andfor business,mation should help you decide which form to
claiming the deduction. A return filed early isuse. You may be able to use the simpler b) You used the 1996 standard mileage considered as filed on the due date. For spe-Form 2106–EZ, as explained next. rate and have used the standard cific information about keeping records of

mileage rate since you first used the business expenses, see Recordkeeping inForm 2106–EZ.  You can use this only if all vehicle in your business, or Publication 508.the following apply:
c) You used a depreciation method1) You are an employee deducting job-re-

other than straight line for this vehiclelated business expenses (including
in a prior year.qualified educational expenses),

2) You are not reimbursed by your em-
ployer for any expenses (amounts your If you use Form 2106–EZ or 2106,
employer included in box 1 of your Form that form will tell you where to enter
W–2 are not considered reimburse- on Form 1040 the amount you
ments), and figure.
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□ 2106–EZ Unreimbursed Employee ● Malpractice insurance premiums
Business Expenses ● Medical examinations required by30. employer

● Occupational taxes you paidDeductions SubjectMiscellaneous ● Passport for business tripto the 2% Limit  
● Subscriptions to professional journals andDeductions You can deduct the following expenses as trade magazines related to your work

miscellaneous itemized deductions on
● Travel, transportation, entertainment, gift,Schedule A (Form 1040). You can claim the

and car expenses related to your workamount of expenses that is more than 2% of
(see Chapter 28)your adjusted gross income. You figure yourImportant Reminder deduction on Schedule A (Form 1040) by

subtracting 2% of your adjusted gross in-
Limit on itemized deductions.  For 1996, if Business Liability Insurance come from the total amount of these ex-
your adjusted gross income is more than penses. You can find your adjusted gross in- You can deduct insurance premiums you
$117,950 ($58,975 if you are married filing come on line 31, Form 1040. paid for protection against personal liability
separately), you may have to reduce the Generally, you apply the 2% limit after for wrongful acts on the job.
amount of certain itemized deductions, in- you apply any other deduction limit (such as
cluding your miscellaneous deductions. the 50% limit on business-related meals and Damages for Breach

entertainment). of Employment Contract  
Deductions subject to the 2% limit are

If you break an employment contract, youdiscussed in the two general categories thatIntroduction can deduct damages you pay your formerare shown on Schedule A (Form 1040): un-
employer if the damages are attributable toreimbursed employee expenses and otherThis chapter explains what expenses you the pay you received from that employer.expenses.can claim as miscellaneous itemized deduc-

tions on Schedule A (Form 1040). You must Depreciation onException for performing artists.   If youreduce the total of most miscellaneous item-
Computers orare a qualifying performing artist, you may beized deductions by 2% of your adjusted

able to deduct your employee business ex- Cellular Telephones  gross income. This chapter identifies:
penses as an adjustment to gross income If you purchased a computer or cellular tele-

● Deductions subject to the 2% limit, rather than as a miscellaneous itemized de- phone, you can claim a depreciation deduc-
duction. See Special Rules in Chapter 28 if tion if you use these items in your work as an● Deductions not subject to the 2% limit,
you need more information about this excep- employee and you meet the following twoand
tion. This exception only applies to perform- tests. Your use of these items must be:

● Expenses you cannot deduct. ing artists with adjusted gross incomes of not
1) For the convenience of your employer,more than $16,000 before deducting these

andexpenses. It  also describes how to report your
2) Required as a condition of yourdeductions.

employment.Exception for impairment-related workExpenses  in  each  ca tegory  a re
expenses.  If you have a physical or mentalpresented in a list followed by information
disability, certain expenses you incur that al- You can deduct depreciation on yourabout items that need more explanation.
low you to work may not be subject to the home computer based on your use of it to
2% limit. See Impairment-Related Work Ex- produce income (such as managing yourRecordkeeping.   You must keep records to
penses, under Deductions Not Subject to investments).verify your deductions. You should keep re-
the 2% Limit, later. For more information about the rules andceipts, canceled checks, financial account

exceptions to the rules affecting the allowa-statements, and other documentary evi-
ble deductions for a home computer or cellu-dence. For more information on recordkeep- Unreimbursed
lar telephone, see Depreciation on Com-ing, get Publication 552, Recordkeeping for Employee Expenses  puters or Cellular Telephones in PublicationIndividuals. To be deductible, an unreimbursed em- 529.

ployee expense must be:
Useful Items Reporting and recordkeeping.  To claim1) Paid or incurred during your tax year,
You may want to see: the depreciation deduction for your cellular2) For carrying on your trade or business

telephone or your home computer not usedof being an employee, and
Publication exclusively in your home office, you must

3) An ordinary and necessary business complete Part V of Form 4562, Depreciation
□ 463 Travel, Entertainment, Gift, and expense. and Amortization, and attach the form to

Car Expenses your tax return. You must maintain records to
 An expense is ordinary if it is common and prove your percentage of business use.□ 525 Taxable and Nontaxable Income
accepted in that type of trade or business. For more information about depreciation

□ 529 Miscellaneous Deductions An expense is necessary if it is appropriate (including the section 179 deduction) and re-
and helpful to your trade or business. cordkeeping requirements, get Publication□ 535 Business Expenses

The following unreimbursed expenses 946.
□ 587 Business Use of Your Home tha t  meet  these  requ i rements  a re Do not complete Parts III, V, or VI of Form

(Including Use by Day-Care deductible. 4562 to claim the depreciation deduction
Providers) and/or section 179 deduction for a home● Business bad debt of employee

computer you placed in service during 1996□ 946 How To Depreciate Property ● Dues to professional societies
and used exclusively in your home office.

● Education that is employment related Complete all other Parts of Form 4562 thatForm (and Instructions) (see Chapter 29) apply. See Business Furniture and Equip-
□ 2106 Employee Business Expenses ● Laboratory breakage fees ment in Publication 587 for more details.
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Do not complete Form 4562 to to your home, if you use it regularly and ex- to look for a new job. The amount of time you
claim a depreciation deduction for a clusively for your trade or business. spend on personal activity compared to the
home computer you placed in ser- The regular and exclusive business use amount of time you spend in looking for work

vice before 1996 and used exclusively in must be for the convenience of your em- is important in determining whether the trip is
ployer and not just appropriate and helpfulyour home office. See Publication 946 for primarily personal or to look for a new job.
in your job. For more detailed informationmore information on depreciating this Even if you cannot deduct the travel ex-
and a worksheet, get Publication 587.property. penses to and from an area, you can deduct

the expenses of looking for a new job in your
How to report.  If you are an employee, you present occupation, while in the area.

Dues to Chamber of Commerce generally report your expenses for the busi- If you use the standard mileage rate to
ness use of your home (insurance, mainte-and Professional Societies  figure your car expenses, use 31 cents per
nance, utilities, depreciation) on Form 2106 mile. See Chapter 28 for more information.You may be able to deduct dues paid to a
or Form 2106–EZ. You then carry over yourchamber of commerce, similar organiza-
total expenses to line 20 of Schedule Ations, and professional societies, if member- Repayment of
(Form 1040). If you are not required to fileship helps you carry out the duties of your Income Aid Payment Form 2106 or Form 2106–EZ, enter thejob. Similar organizations include:

If you repay a lump-sum income aid paymentamount directly on line 20 of Schedule A.
1) Boards of trade, that you received and included in income inInclude the home office expenses for

an earlier year, you can deduct the repay-mortgage interest, real estate taxes, and2) Business leagues,
ment. An ‘‘income aid payment’’ is one thatcasualty and theft losses on the appropriate

3) Civic or public service organizations, is received under an employer’s plan to aidlines of Schedule A (Form 1040).
employees who lose their jobs because ofRecords.  You should keep records that4) Professional associations such as bar
lack of work.will give the information needed to figure theassociations and medical associations,

deduction according to these rules. Also5) Real estate boards, and
keep canceled checks or account state- Research Expenses of

6) Trade associations. ments, and receipts of the expenses paid, to a College Professor 
prove the deductions you claim.

If you are a college professor, you can de-You cannot deduct dues paid to an or-
duct research expenses, including travel ex-ganization if one of its main purposes is to Job Search Expenses  penses, for teaching, lecturing, or writing andconduct entertainment activities for mem- You may be able to deduct certain expenses publishing on subjects that relate directly tobers or their guests or to provide members or you have in looking for a new job in your pre- the field of your teaching duties. You musttheir guests with access to entertainment sent occupation, even if you do not get a have undertaken the research as a means offacilities. new job. You cannot deduct these expenses carrying out the duties expected of a profes-You may not be able to deduct that part if you are looking for a job in a new occupa- sor and without expectation of profit apartof your dues that is allocable to certain lob- tion, even if you get the job. from salary. However, you cannot deduct thebying and political activities. See Dues under If you are unemployed, the kind of work cost of travel as a form of education.Lobbying Expenses, later. Dues paid for you did for your past employer is your occu-

membership in any club organized for busi- pation. If there is a substantial break be- Tools Used in Your Work  ness, pleasure, recreation, or any other so- tween the time of your past job and your
cial purpose are generally not deductible. Generally, you can deduct amounts youlooking for a new one, you cannot deduct
See Club Dues under Nondeductible Ex- spend for tools used in your work if the toolsyour job search expenses.
penses for more information. wear out and are thrown away within oneYou cannot deduct your expenses if you

year from the date of purchase. You can de-are seeking employment for the first time,
Dues paid to airline, hotel, and preciate the cost of tools expected to lasteven if you get the job.
luncheon clubs are not deductible. more than a year. For more information

about depreciation, get Publication 946.Employment and outplacement agency
fees.   You can deduct employment and out-
placement agency fees you pay in looking Union Dues and Expenses  Home Office  for a new job in your present occupation. You can deduct dues and initiation fees you

If you use a part of your home regularly and If, in a later year, your employer pays you pay for union membership.
exclusively for business purposes, you may back for employment agency fees, you must You can also deduct assessments  forbe able to deduct a part of the operating and include the amount you receive in your gross benefit payments to unemployed uniondepreciation expenses on your home. You income up to the amount of your tax benefit members. However, you cannot deduct thecannot deduct any part of your personal ex- in the earlier year (which is explained under part of the assessments or contributions thatpenses that are for family household Recoveries in Chapter 13). If your employer provides funds for the payment of sick, acci-purposes. pays the fees directly to the employment dent, or death benefits. Also, you cannot de-

agency and you were not responsible for duct contributions to a pension fund even if
Requirements for employees claiming them, you do not include them in your gross the union requires you to make such
the deduction.  You can deduct certain ex- income. contributions.
penses for operating a part of your home

You may not be able to deduct amounts
only if that part of your home is used regu- Resumé.   You can deduct amounts you you pay to the union that are related to cer-larly and exclusively as: spend for typing, printing, and mailing copies tain lobbying and political activities. See

of a resumé to prospective employers if you1) Your principal place of business for any Dues under Lobbying Expenses, later.
spent the amounts in looking for a new job intrade or business in which you engage,
your present occupation.or Work Clothes and Uniforms  

2) A place to meet or deal with your pa- You can deduct the cost and upkeep of workTravel and transportation expenses.   If
tients, clients, or customers in the nor- clothes only if you must wear them as a con-you travel to an area and, while there, you
mal course of your trade or business. dition of your employment and they are notlook for a new job in your present occupa-

suitable for everyday wear. You can deducttion, you may be able to deduct travel ex-
 You can also deduct certain expenses of cost and upkeep only if both conditions arepenses to and from the area. You can de-
operating a separate structure not attached met. It is not enough that you wear distinctiveduct the travel expenses if the trip is primarily
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clothing; the clothing must be specifically re- 3) To determine, contest, pay, or claim a Excess Deductions of an Estate 
quired by your employer. Nor is it enough refund of any tax. If the deductions in the estate’s last tax year
that you do not in fact wear your work

(other than deductions for personal exemp-
clothes away from work; the clothing must You can deduct expenses you pay for the tions and charitable contributions) are morenot be suitable for taking the place of your purposes in (1) and (2) above only if they are than the estate’s gross income for that year,regular clothing. reasonably and closely related to these the beneficiaries succeeding to the estate’sExamples of workers who may be able to purposes. property can claim such excess as a miscel-deduct the cost and upkeep of work clothes These other expenses include: laneous deduction. The beneficiaries canare: delivery workers, firefighters, health

● Appraisal fees for a casualty loss or chari- claim the deduction only for the tax year incare workers, law enforcement officers, let-
table contribution which or with which the estate terminates,ter carriers, professional athletes, and trans-

whether the year of termination is a normal● Clerical help and office rent in caring forportation workers (air, rail, bus, etc.).
year or a short tax year. For more informa-investmentsMusicians and entertainers can deduct
tion, see Publication 559.the cost of theatrical clothing and accesso- ● Depreciation on home computers used for

ries if they are not suitable for everyday investments Fees to Collectwear.
● Excess deductions (including administra-However, work clothing consisting of Interest and Dividends 

tive expenses) allowed a beneficiary onwhite cap, white shirt or white jacket, white
You can deduct fees you pay to a broker,termination of an estate or trustbib overalls, and standard work shoes, which
bank, trustee, or similar agent to collect youra painter is required by his union to wear on ● Fees to collect interest and dividends taxable bond interest or dividends on sharesthe job, is not distinctive in character or in the
of stock. But you cannot deduct a fee you● Hobby expenses, but generally not morenature of a uniform. Similarly, the costs of
pay to a broker to buy investment property,than hobby incomebuying and maintaining blue work clothes
such as stocks or bonds. You must add theworn by a welder at the request of a foreman ● Indirect miscellaneous deductions of
fee to the cost of the property.are not deductible. pass-through entities

You cannot deduct the fee you pay to a
● Investment fees and expenses broker to sell securities unless you are aProtective clothing.   You can deduct the

dealer in securities. You must offset the fee● Legal fees related to producing or collect-cost of protective clothing required in your
against the selling price.ing taxable income, doing or keeping yourwork, such as safety shoes or boots, safety

job, or getting tax adviceglasses, hard hats, and work gloves.
Examples of workers who may be re- Hobby Expenses  ● Loss on deposits in an insolvent or bank-

quired to wear safety items are: carpenters, rupt financial institution You can generally deduct hobby expenses,
cement workers, chemical workers, electri- but only up to the amount of hobby income.● Repayments of incomecians, fishing boat crew members, machin- A hobby is not a business, because it is not
ists, oil field workers, pipe fitters, steamfit- ● Repayments of social security benefits carried on to make a profit. See Activity not
ters, and truck drivers. for profit in Chapter 13 under Miscellaneous● Safe deposit box rental

Taxable Income.
● Service charges on dividend reinvestmentMilitary uniforms.   You generally cannot

plansdeduct the cost of your uniforms if you are on
Indirect Deductions offull-time active duty in the armed forces. ● Tax advice and preparation fees, includ-
Pass-Through Entities  However, if you are an armed forces reserv- ing fees for electronic filing

ist, you can deduct the unreimbursed cost of Pass-through entities include partnerships,● Trustee’s fees for your IRA, if separatelyyour uniform if military regulations restrict S corporations, and mutual funds. Deduc-billed and paidyou from wearing it except while on duty as a tions of pass-through entities are passed
reservist. In figuring the deduction, you must through to the partners or shareholders. If If the expenses you pay produce incomereduce the cost by any nontaxable allow- the deductions are miscellaneous itemizedthat is only partially taxable, see Tax-Exemptance you receive for these expenses. deductions, they are generally subject to theIncome Expenses, later, under Nondeduct-If local military rules do not allow you to 2% limit.ible Expenses.wear fatigue uniforms when you are off duty,
you can deduct the amount by which the

Information returns.  You should receiveAppraisal Fees  cost of buying and keeping up these
information returns from pass-through enti-uniforms is more than the uniform allowance You can deduct appraisal fees if you pay ties. Partnerships and S corporations issueyou receive. them to figure a casualty loss or the fair mar- Schedule K–1, which lists the items andIf you are a student at an armed forces ket value of donated property. amounts you must report, and identifies theacademy, you cannot deduct the cost of your
tax return schedules and lines to use.uniforms if they replace regular clothing. Clerical Help and Office Rent  

Example.  You are a member of an in-However, you can deduct the cost of insig-
You can deduct office expenses, such as vestment club that is formed solely to investnia, shoulder boards, and related items.
rent and clerical help, that you have in con-You can deduct the cost of your uniforms in securities. The club is treated as a partner-
nection with your investments and collectingif you are a civilian faculty or staff member of ship. The partnership’s income is solely from
the taxable income on them.a military school. taxable dividends, interest, and gains from

sales of securities. In this case, you can de-
Depreciation on duct your share of the partnership’s operat-Other Expenses  
Home Computer  ing expenses as miscellaneous itemized de-You can deduct certain other expenses as

ductions subject to the 2% limit. However, ifYou can deduct depreciation on your homemiscellaneous itemized deductions subject
the investment club partnership has invest-computer if you use it to produce income (forto the 2%-of-adjusted-gross-income limit.
ments that also produce nontaxable income,example, managing your investments thatThese are expenses you pay:
you cannot deduct your share of the partner-produce taxable income). If you work as an

1) To produce or collect income that must ship’s expenses that produce the nontax-employee and use the computer in that
be included in your gross income, able income. You should receive a copy ofwork, see Depreciation on Computers or

Schedule K–1 (Form 1065), Partner’s Share2) To manage, conserve, or maintain prop- Cellular Telephones under Unreimbursed
of Income, Credits, Deductions, Etc.erty held for producing such income, or Employee Expenses, earlier.
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Allocated expenses of mutual funds.   The qualified financial institution, see Loss on de- as a miscellaneous deduction on Schedule
posits in an insolvent or bankrupt financial in- A (Form 1040). You cannot separately de-allocable investment expenses of nonpub-
stitution in Chapter 15. duct disguised IRA contributions or capitallicly offered mutual funds are subject to the

expenditures such as brokers’ commissions2% limit. Publicly offered mutual funds do
that you must add to the cost of securitiesnot pass investment expenses through to Repayments of Income 
you buy through brokers. These trustee’sshareholders. If you had to repay an amount that you in-
fees are not subject to the contribution limit.Nonpublicly offered mutual funds. cluded in income in an earlier year, you may
For more information about IRAs, see Chap-These funds will send you a Form 1099–DIV, be able to deduct the amount you repaid. If
ter 18.Dividends and Distributions, or a substitute the amount you had to repay was ordinary in-

form, showing your share of gross income come of $3,000 or less, the deduction is sub-
and investment expenses. You can claim the ject to the 2% limit. If it is more than $3,000,
expenses only as a miscellaneous itemized see Repayments Under Claim of Right under Deductions
deduction subject to the 2% limit. Deductions Not Subject to the 2% Limit,

later.Publicly offered mutual funds.  These Not Subject to
funds will send you a Form 1099–DIV, or a the 2% Limit substitute form, showing the net amount of Repayments of
dividend income (gross dividends minus in- You can deduct the following expenses asSocial Security Benefits  
vestment expenses). This net figure is the miscellaneous itemized deductions. TheyFor information on how to deduct your re-
amount you report on your return. A ‘‘publicly are not subject to the 2% limit. Report thesepayments of certain social security benefits,
offered’’ mutual fund is one that is: expenses on line 27, Schedule A (Formsee Repayments More Than Gross Benefits

1040).in Chapter 12.1) Continuously offered pursuant to a pub-
lic offering,

Safe Deposit Box Rent  List of Deductions 2) Regularly traded on an established se-
You can deduct safe deposit box rent if youcurities market, or ● Amortizable premium on taxable bonds
use the box to store taxable income-produc-

3) Held by or for at least 500 persons at all ● Federal estate tax on income in respect ofing stocks, bonds, or investment-related pa-
times during the tax year. a decedentpers and documents. You cannot deduct the

rent if you use the box only for jewelry or ● Gambling losses up to the amount of
Contact your mutual fund if you are not other personal items or for tax-exempt gambling winnings

sure if your fund is publicly offered. securities.
● Impairment-related work expenses of per-

sons with disabilitiesInvestment Fees and Expenses  Service Charges on
● Repayments under a claim of right if moreYou can deduct investment fees, custodial Dividend Reinvestment Plans  

than $3,000fees, trust administration fees, and other ex- You can deduct service charges you pay as
● Unrecovered investment in a pensionpenses you paid for managing your invest- a subscriber in a dividend reinvestment plan.

ments that produce taxable income. These service charges include payments
for:

Amortizable PremiumLegal Expenses  1) Holding shares acquired through a plan,
on Taxable Bonds  You can usually deduct legal expenses that 2) Collecting and reinvesting cash divi-
A premium is the amount you pay for a bondyou incur in attempting to produce or collect dends, and
that is more than the face value of the bond.taxable income or that you pay in connection

3) Keeping individual records and provid- You can choose to amortize the premium onwith the determination, collection, or refund
ing detailed statements of accounts. taxable bonds.of any tax.

For a bond purchased before OctoberYou can also deduct legal expenses that
23, 1986, the amortization of the premium isare:

Tax Preparation Fees  a miscellaneous itemized deduction not sub-
1) Related to either doing or keeping your ject to the 2% limit.You can usually deduct tax preparation fees

job, such as those you paid to defend For a bond acquired after October 22,in the year you pay them. Thus, on your 1996
yourself against criminal charges arising 1986, and before January 1, 1988, the amor-return, you can deduct fees paid in 1996 for
out of your trade or business. tization of the premium is investment interestpreparing your 1995 return.

2) For tax advice related to a divorce if the expense subject to the investment interestThese fees include the cost of tax prepa-
limit, unless you choose to treat it as an off-bill specifies how much is for tax advice ration software programs and tax publica-
set to interest income on the bond.and it is determined in a reasonable tions. It also includes any fee you paid for

For a bond acquired after December 31,way. electronic filing of your return.
1987, the amortization of the premium is anDeduct expenses of preparing tax sched-3) To collect taxable alimony.
offset to interest income on the bond ratherules relating to profit or loss from business
than a separate interest deduction item.(Schedule C or C–EZ), rentals or royalties

You deduct expenses of resolving tax is- For more information, see Bond Premium(Schedule E), or farm income and expenses
sues relating to profit or loss from business ( Amortization in Chapter 3 of Publication 550,(Schedule F), on the appropriate schedule.
Schedule C or C–EZ), rentals or royalties Investment Income and Expenses.Deduct the expenses of preparing the re-
(Schedule E), or farm income and expenses mainder of the return on line 21, Schedule A
(Schedule F), on the appropriate schedule. (Form 1040). Federal Estate Tax on IncomeYou deduct the expenses of resolving non-

in Respect of a Decedent  business tax issues on Schedule A (Form Trustee’s Administrative Fees You can deduct the federal estate tax attrib-1040). See Tax Preparation Fees, later.
for IRA  utable to income in respect of a decedent
You can deduct an IRA trustee’s administra- that you as a beneficiary include in yourLoss on Deposits in an Insolvent
tive fees that are billed separately and that gross income. Income in respect of the de-or Bankrupt Financial Institution you paid in connection with your individual cedent is gross income that the decedent

For information on whether, and if so how, retirement arrangement (IRA). They are de- would have received had death not occurred
you may deduct a loss on your deposit in a ductible (if they are ordinary and necessary) and that was not properly includible in the
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decedent’s final income tax return. See unrestricted right to it, you may be able to de- ● Tax-exempt income expenses
Chapter 4 for more information. duct the amount you repaid, or take a credit

● Travel expenses for another individualagainst your tax. See Repayments in Chap-
ter 13 for more information. ● Voluntary unemployment benefit fundGambling Losses Up to the

contributionsAmount of Gambling Winnings  
Unrecovered Investment

● WristwatchesYou must report the full amount of your gam-
in Pension bling winnings on line 21, Form 1040. You
If a retiree had contributed to the cost of adeduct your gambling losses on line 27,
pension or annuity, the retiree can excludeSchedule A (Form 1040). You cannot deduct Campaign Expenses  from income a part of each payment re-gambling losses that are more than your

Campaign expenses of a candidate for anyceived as a tax-free return of the retiree’s in-winnings.
office, even if the candidate is running for re-vestment. If the retiree dies before the entire
election to the office, are not deductible.investment is recovered, any unrecoveredNote.  You cannot reduce your gambling
These include qualification and registrationinvestment can be deducted on the retiree’swinnings by your gambling losses. You must
fees for primary elections.final income tax return. See Chapter 11 forreport the full amount of your winnings as in-

more information about the tax treatment ofcome and claim your losses as an itemized
pensions and annuities. Legal fees.  You cannot deduct legal feesdeduction. Therefore, your records should

paid to defend charges that arise from partic-show your winnings separate from your
ipation in a political campaign.losses. Only gambling losses incurred during

the year can be deducted on Schedule A Nondeductible
(Form 1040). Check-Writing Fees  Expenses If you have a personal checking account,
Diary of winnings and losses.  You must you cannot deduct fees charged by the bankYou cannot deduct the following expenses.
keep an accurate diary or similar record of for the privilege of writing checks, even if the
your losses and winnings. Your diary should account pays interest.List of Expenses 
contain at least the following information:

● Burial or funeral expenses, including the
1) The date and type of your specific wa- Club Dues  cost of a cemetery lot 

ger or wagering activity, You cannot deduct the cost of membership
● Campaign expenses

in any club organized for business, pleasure,2) The name and address or location of
● Capital expenses recreation, or other social purpose. This in-the gambling establishment

cludes business, social, athletic, luncheon,● Check-writing fees3) The names of other persons present
sporting, airline, and hotel clubs. For excep-with you at the gambling establishment, ● Certain club dues
tions, see Dues to Chamber of Commerceand ● Commuting expenses and Professional Societies under Un-

4) The amount(s) you lost. reimbursed Employee Expenses, earlier.● Fees and licenses, such as car licenses,
marriage licenses, and dog tags

See Pub l i ca t ion  529  fo r  more Commuting Expenses  ● Fines and penalties, such as parkinginformation.
tickets You cannot deduct commuting expenses

(the cost of transportation between your● Health spa expensesImpairment-Related
home and your main or regular place of

● Hobby lossesWork Expenses  work). If you haul tools, instruments, etc., in
● Home repairs, insurance, and rentIf you have a physical or mental disability your car to and from work, you can deduct

that limits your being employed, or substan- only additional costs, such as renting a trailer● Illegal bribes and kickbacks—See Bribes
tially limits one or more of your major life ac- you towed with your vehicle.and kickbacks in Chapter 16 of Publica-
tivities, such as performing manual tasks, tion 535
walking, speaking, breathing, learning, and

● Investment-related seminars Fines or Penalties  working, you can deduct your impairment-re-
● Life insurance premiums You cannot deduct fines or penalties youlated work expenses.

pay to a governmental unit for violating aImpairment-related work expenses are ● Lobbying expenses
law. This includes an amount paid in settle-ordinary and necessary business expenses

● Losses from the sale of your home, furni- ment of your actual or potential liability for afor attendant care services at your place of
ture, personal car, etc. fine or penalty (civil or criminal). Fines orwork and other expenses in connection with

● Lost or misplaced cash or property penalties include parking tickets, tax penal-your place of work that are necessary for you
ties, and penalties deducted from teachers’to be able to work. ● Lunches with co-workers
paychecks after an illegal strike.If you are an employee, you enter impair-

● Meals while working latement-related work expenses on Form 2106
● Personal disability insurance premiumsor Form 2106–EZ. From the amount on line Health Spa Expenses 

10 of Form 2106, or line 6 of Form 2106–EZ, ● Personal legal expenses You cannot deduct health spa expenses,you enter the amount that is related to your
● Personal, living, or family expenses even if there is a job requirement to stay inimpairment on line 27, Schedule A (Form

excellent physical condition, such as might● Political contributions1040). Enter the amount that is unrelated to
be required of a law enforcement officer.your impairment on line 20, Schedule A ● Professional accreditation fees

(Form 1040).
● Professional reputation, expenses to Homeowners’ Insurance

improve
Repayments Under Premiums  

● Relief fund contributionsClaim of Right  You cannot deduct premiums that you pay or
● Residential telephone line that are placed in escrow for insurance onIf you had to repay more than $3,000 that

your home, such as fire and liability or mort-you included in your income in an earlier year ● Stockholders’ meeting, expenses of
because at the time you thought you had an attending gage insurance.

Page 226 Chapter 30 MISCELLANEOUS DEDUCTIONS



Example.  A car door is accidentallyInvestment-Related Seminars Residential Telephone Service  
slammed on your hand, breaking the settingYou cannot deduct any expenses for attend- You cannot deduct any charge (including
of your diamond ring. The diamond falls froming a convention, seminar, or similar meeting taxes) for basic local telephone service forthe ring and is never found. The loss of thefor investment purposes. the first telephone line to your residence,diamond is a casualty.

even if it is used in a trade or business.
Life Insurance Premiums  

Lunches with Co-Workers You cannot deduct premiums you pay on Stockholders’ Meetings  
You cannot deduct the expenses of lunchesyour life insurance. Premiums you pay on life

You cannot deduct transportation and otherwith co-workers, except while traveling awayinsurance policies assigned to your ex-
expenses you pay to attend stockholders’from home on business. See Chapter 28 forspouse may be deductible as alimony. See
meetings of companies in which you owninformation on these deductible expenses.Chapter 20 for information on alimony.
stock but have no other interest. You cannot
deduct these expenses even if you are at-Meals While Working Late Lobbying Expenses  
tending the meeting to get information thatYou cannot deduct the cost of meals whileYou cannot deduct amounts paid or incurred
wou ld  be  use fu l  i n  mak ing  fu r therworking late. However, you may be able tofor lobbying expenses. These include ex-
investments.claim a deduction if it is a deductible en-penses to:

tertainment expense or you are traveling1) Influence legislation, Tax-Exempt Income Expenses  away from home. See Chapter 28 for infor-
2) Participate, or intervene, in any political mation on these deductible expenses. You cannot deduct expenses to producecampaign for, or against, any candidate

tax-exempt income. You cannot deduct in-for public office, Personal Legal Expenses  terest on a debt incurred or continued to buy
3) Attempt to influence the general public, or carry tax-exempt securities.You cannot deduct personal legal expenses

or segments of the public, about elec- such as those for the following: If you have expenses to produce both
tions, legislative matters, or referen- taxable and tax-exempt income, but you1) Custody of children,dums, or cannot identify the expenses that produce

2) Breach of promise (to marry) suit,4) Communicate directly with covered ex- each type of income, you must divide the ex-
ecutive branch officials in any attempt to penses based on the amount of each type of3) Civil or criminal charges resulting from a
influence the official actions or positions income to determine the amount that youpersonal relationship,
of such officials. can deduct.4) Damages for personal injury,

Example.  During the year, you received Lobbying expenses also include any 5) Preparation of a title (or to defend or
taxable interest of $4,800 and tax-exempt in-amounts paid or incurred for research, prep- perfect title),
terest of $1,200. In earning this income, youaration, planning, or coordination of any of 6) Preparation of a will, and had total expenses of $500 during the year.these activities.
You cannot identify the amount of each ex-7) Property claims or property settlement
pense item that is for each income item.in a divorce.Covered executive branch official.  A cov-
Therefore, you calculate that 80% ($4,800/ered executive branch official includes:
$6,000) of the expense is for the taxable in-You cannot deduct these expenses even

● The President, terest and 20% ($1,200/$6,000) is for theif a result of the legal proceeding is the loss
● The Vice President, tax-exempt interest. You can deduct, subjectof income-producing property.

to the 2% limit, expenses of $400 (80% of● Any officer or employee of the White
$500).House Office of the Executive Office of Political Contributions  

the President, and the two most senior You cannot deduct contributions made to a
level officers of each of the other agen- Travel Expenses forpolitical candidate, a campaign committee,
cies in the Executive Office, and or a newsletter fund. Another Individual  

● Any individual serving in a position in You generally cannot deduct travel ex-
Level I of the Executive Schedule under Professional Accreditation Fees penses you pay or incur for a spouse, depen-
Section 5312 of Title 5, United States You cannot deduct professional accredita- dent, or other individual who accompanies
Code, any other individual designated by tion fees such as the following: you (or your employee) on business travel.the President as having Cabinet-level sta-

See Chapter 28 for more information on de-1) Accounting certificate fees paid for thetus, and any immediate deputy of such
ductible travel expenses.initial right to practice accounting,individual.

2) Bar exam fees and incidental expenses
Voluntary Unemploymentin securing admission to the bar, and

Dues.  You cannot deduct that portion of Benefit Fund Contributions 3) Medical and dental license fees paid toyour dues or other amounts you pay to a tax- You cannot deduct voluntary unemploymentget initial licensing.exempt organization that notifies you that
benefit fund contributions you make to asuch amounts are used to pay nondeduct-
union fund or a private fund. However, youible lobbying expenses. See Lobbying Ex-
can deduct contributions as taxes if state lawProfessional Reputation penses in Publication 529 for information on
requires you to make them to a state unem-Exceptions. You cannot deduct expenses of radio and
ployment fund that covers you for the loss ofTV appearances to increase your personal
wages from unemployment caused by busi-prestige or establish your professionalLost or Mislaid
ness conditions.reputation.Cash or Property 

You cannot deduct a loss based on the mere Wristwatches Relief Fund Contributions disappearance of money or property. How-
You cannot deduct the cost of a wristwatch,ever, an accidental loss or disappearance of You cannot deduct contributions paid to a
even if there is a job requirement that youproperty can qualify as a casualty if it results private plan that pays benefits to any cov-
know the correct time to properly performfrom an identifiable event that is sudden, un- ered employee who cannot work because of

expected, or unusual. any injury or illness not related to the job. your duties.
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line 6 of Form 2106–EZ to line 20 of Sched- List the type and amount of each expense on
ule A (Form 1040). Attach the completed the dotted lines next to line 22. If you needHow To Report 
Form 2106 or Form 2106–EZ to Form 1040. more space, attach a statement showing the

If you do not fill out Form 2106 or Form type and amount of each expense. Enter
You must itemize deductions on Schedule A 2106–EZ, list the type and amount of your one total on line 22. 
(Form 1040) to be able to claim miscellane- unreimbursed employee business expenses Enter your total miscellaneous deduc-
ous deductions. on the dotted lines next to line 20 of Sched- tions not subject to the 2% limit, on line 27 of

If you have unreimbursed employee busi- ule A (Form 1040). If you need more space, Schedule A (Form 1040). List the type and
ness expenses, generally you must first attach a statement showing the type and amount of each expense on the dotted line
complete Form 2106 or Form 2106–EZ. amount of the expense. Enter one total on for line 27. If you need more space, attach a
See Chapter 28 for more information on line 20. statement showing the type and amount of
whether you must file Form 2106 or Form Enter tax preparation fees on line 21 of each expense.
2106–EZ. Schedule A. This includes fees paid for filing

If you file Form 2106 or 2106–EZ, enter your return electronically. Enter other mis-
the amount of unreimbursed employee busi- cellaneous deductions subject to the 2%
ness expenses from line 10 of Form 2106 or limit on line 22 of Schedule A (Form 1040).
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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. 

Also, this chapter discusses the require- Form 1099–INT or Form 1099–OID you
ments you must meet to have the IRS figure receive.
your tax.31.

Earned income credit (EIC).  If you canHow To Figure claim the EIC, enter your credit on line 8. You
may be able to claim the credit on FormForm 1040EZ  Your Tax 1040EZ if your income is less than $9,500

If you file Form 1040EZ, you must figure your and you (or your spouse if filing jointly) were
adjusted gross income and taxable income at least age 25 at the end of the year. See
before you can find your tax. Chapter 35 for more information about the

EIC.Important Change Adjusted gross income (line 4, Form
1040EZ).   This is the total of your wages,for 1996 Total payments (line 9, Form 1040EZ).salaries, tips, taxable scholarship or fellow-

This is the total of your federal income taxship grants, taxable interest income, unem-More persons can file Form 1040EZ.  You
withheld (line 7) and any earned incomeployment compensation, and Alaska Perma-can now report Alaska Permanent Fund divi-
credit ( line 8) you can claim. If you paid anynent Fund dividends.dends on line 3 of Form 1040EZ (or on Form
tax with a Form 4868, Application for Auto-1040A or Form 1040). To find out if you can
matic Extension of Time To File U.S. Individ-file the simpler Form 1040EZ, see Which Taxable income (line 6, Form 1040EZ). 

Form Should I Use? in Chapter 1. ual Income Tax Return, include the amountYour taxable income is your adjusted gross
in the total on line 9. Also, print ‘‘Form 4868’’income (line 4), minus the total of your stan-
and the amount paid to the left of line 9.dard deduction and the deduction for your

personal exemption(s) (line 5). The amountImportant Reminders of these deductions depends on whether
Tax.  To find your tax, use the Tax Table inyou (or your spouse if married) can beHousehold employment taxes.  If you paid
the instructions for Form 1040EZ or in theclaimed as a dependent on someone else’scash wages to a household worker, you may
back of this publication. Find the income linereturn, such as your parents’. The rules forhave to have an employer identification
that includes your taxable income shown ondetermining whether you are a dependentnumber (EIN) and pay employment taxes
line 6 of your Form 1040EZ. Next, find theare in Chapter 3.with your income tax return. Use Schedule H
column heading for your filing status (single(Form 1040), Household Employment Not a dependent.  If you (and your
or married filing jointly) and read down theTaxes, to figure the amount you owe. For de- spouse if married) cannot be claimed as a
column. The amount shown where the in-tails, see the instructions for Schedule H and dependent by another taxpayer, the total of
come line and filing status column meet isPublication 926, Household Employer’s Tax your standard deduction and your personal
your tax. Enter it on line 10.Guide. exemption(s) is $6,550 if single or $11,800 if

married. Check the No box and enter the ap-
propriate amount on line 5.Amount you owe.  If you did not pay enough Refund or amount you owe.  If line 9 is

tax through either withholding or estimated Dependent.  If you (or your spouse if larger than line 10, subtract line 10 from line
tax payments, you may be charged a penalty married) can be claimed as a dependent by 9 and enter the result on line 11a. This is the
for underpayment of estimated tax. If you de- another taxpayer, check the Yes box on line amount of your refund. If you want your re-
termine that you owe tax, see Underpayment 5 and complete the worksheet on the back fund sent to your bank or other financial insti-
Penalty in Chapter 5. of Form 1040EZ. Enter the result from line G tution, complete the boxes on lines 11b, c,

of the worksheet on line 5. and d.
If line 10 is larger than line 9, subtract line

Tax withheld.  After you have figured your 9 from line 10 and enter the result on line 12.Introduction taxable income, enter the total of your fed- This is the amount you owe. For information
eral income tax withheld on line 7. ThisThis chapter discusses the steps you need on how to pay, see Amount You Owe in
amount is shown in box 2 of your Form(s) W–to take to figure your tax on: Chapter 1.
2. Copy B of Form(s) W–2 must be attached● Form 1040EZ,
to the return.

● Form 1040A, and Filled-in form.  A filled-in Form 1040EZ isSee the instructions for Form 1040EZ if
withholding tax is shown in box 4 of any shown in Chapter 37.● Form 1040.
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If you claim the credit for child and de- amount withheld in the total on line 29a. It is
pendent care expenses (line 24a), you important to check all of your Form 1099Form 1040A  
must complete all parts of Schedule 2 (Form statements to see whether any income tax

If you file Form 1040A, you must find your 1040A) that apply and attach it to your re- was withheld. A table showing the proper
adjusted gross income and taxable income turn. For information on the credit for child boxes that record withholding is included
before you can figure your tax. and dependent care expenses, see Chapter later. See Payments under Form 1040.

33. On line 29b, enter your 1996 estimated
Adjusted gross income (lines 16 and 17, If you claim the credit for the elderly or tax payments and any overpayment applied
Form 1040A).   This is your total income the disabled (line 24b), you must complete from your 1995 federal income tax return.
(line 14) minus your IRA deduction, and your Schedule 3 (Form 1040A) and attach it to On line 29c, enter your earned income
spouse’s IRA deduction if you file a joint re- your return. For information on the credit for credit (EIC). You may be able to take thisturn. You can figure your IRA deduction by the elderly or the disabled, see Chapter 34. credit if lines 7 and 16 are less than $25,078completing one of the IRA worksheets in the Add lines 24a and 24b and enter the re- and you had one qualifying child (less thaninstructions for Form 1040A. Also see Chap- sult on line 24c. Subtract your total credits $28,495 if you had more than one qualifyingter 18. (line 24c) from your tax (line 23) and enter child). A qualifying child is one that meets

the result on line 25. certain age and other requirements and livedTaxable income (line 22, Form 1040A). Total tax.  If you received advance with you. Also, you may be able to take thisThis is your adjusted gross income (line 17) earned income credit payments, the credit if lines 7 and 16 are less than $9,500minus your standard deduction (line 19) and amount will be shown on your Form(s) W–2, and you do not have a qualifying child. Youthe deduction for your exemptions (line 21). box 9. Enter the amount of these payments (or your spouse if filing jointly) must haveStandard deduction.  Your standard de- on line 26. For more information, see Ad- been at least age 25 but under age 65 at theduction is based on your fil ing status, vance Earned Income Credit Payments in end of your tax year. To find out if you canwhether you are 65 or older or blind, and Chapter 35. take the EIC, follow the Form 1040A instruc-whether you can be claimed as a dependent If you owe employment taxes on cash tions for line 29c. More information on theon another person’s return. For information, wages paid to a household employee, you earned income credit is in Chapter 35.see Standard Deduction under Form 1040, must file Schedule H (Form 1040), House- Add the amounts on lines 29a, 29b, andlater, and Chapter 21. hold Employment Taxes. On line 27 of Form 29c and enter this total on line 29d. This sumExemptions.  To figure the deduction for 1040A, enter the amount of employment is your total payments.your exemptions, multiply $2,550 by the taxes you owe on such wages from line 27 of Include in the total on line 29d any ex-number of exemptions claimed on line 6d. If Schedule H. For details, see the instructions cess social security or railroad retire-you can be claimed as a dependent on for Schedule H and Publication 926, House- ment tax withheld. Write ‘‘Excess SST’’someone else’s return, do not check the box hold Employer’s Tax Guide. and the amount in the space to the left of lineon line 6a. Add the amounts on lines 25, 26, and 27. 29d. See Chapter 36 for a discussion on this.
Enter the total on line 28. Also, if you owe the Also include in the total on line 29d anyTax, credits, and payments.  Next, you alternative minimum tax, discussed next, tax you paid if you filed Form 4868 to get anmust figure your tax, any credits you can include that tax in the total on line 28. This automatic extension of time to file yourclaim, and the total payments made. sum is your total tax. Form 1040A. Write ‘‘Form 4868’’ and theTax.  To find your tax, use the Tax Table If the amount on line 17, plus any tax-ex- amount in the space to the left of line 29d.in the instructions for Form 1040A or in the empt interest on line 8b, is more than: Also include any amount paid with Formback of this publication. In the Tax Table,
1) $45,000 if your filing status is married fil- 2688 if you filed for an additional extension.find the income line that includes your taxa-

ing jointly or qualifying widow(er),ble income shown on line 22. Next, find the
column heading that describes your filing Refund or amount you owe.  After you2) $33,750 if your filing status is single or
status and read down the column. The have figured your total tax (line 28) and yourhead of household, or
amount shown where the income line and fil- total payments (line 29d), you can determine

3) $22,500 if your filing status is married fil-ing status column meet is your tax. Enter it if you are due a tax refund or if you owe addi-
ing separately,on line 23. tional tax.

Refund.  If line 29d is more than line 28,
 and the amount on line 21 is $10,200 orNote.  If this is the return of a child who subtract line 28 from line 29d and enter the
more, complete the Alternative Minimumwas under age 14 on January 1, 1997, and result on line 30. This is the amount of your
Tax Worksheet in the Form 1040A instruc-who had more than $1,300 of investment in- overpayment. Enter on line 31a the exact
tions to see if you owe this tax and, if you do,come, you generally cannot use the Tax Ta- amount you want refunded. If you want the
the amount to include on line 28.ble. Use Form 8615,Tax for Children Under entire amount on line 30 refunded, enter that

Age 14 Who Have Investment Income of amount on line 31a. If you want your refund
Caution.  If filing for a child under age 14,More Than $1,300, to compute the tax. Form sent to your bank or other financial institu-

add the amount on Form 1040A, line 17, to8615 is not used if neither parent is alive at tion, complete the boxes on lines 31b, c, and
the child’s tax-exempt interest from privatethe end of the year. For more information, d.
activity bonds issued after August 7, 1986. Ifsee Chapter 32. If you want all or part of your overpay-
this amount is more than the total of $1,300 ment applied to your 1997 estimated tax, youCredits.  Credits, unlike deductions, are plus the amount on Form 1040A, line 7, do must enter the appropriate amount on linesubtracted after you find your tax from the not file Form 1040A. Instead, file Form 1040 32. The amount on line 32 will be credited toTax Table, and they reduce your tax dollar for the child. Use Form 6251 to see if the your 1997 estimated taxes unless you ask usfor dollar. There are three credits that can be child owes the alternative minimum tax. to apply it to your spouse’s account. This re-claimed on Form 1040A. They are:

quest should include your spouse’s socialPayments.  On line 29a, enter the total1) Credit for child and dependent care
security number. The amount on line 32 gen-federal income tax withheld from your pay.expenses,
erally cannot be refunded to you until you fileThis amount is shown in box 2 of your

2) Credit for the elderly or the disabled, a tax return for 1997.Form(s) W–2. If you have more than one em-
and Amount you owe.  If line 28 is more thanployer, add the amounts from these boxes

line 29d, subtract line 29d from line 28 andand enter the total on line 29a.3) Earned income credit.
enter the result on line 33. This is the amountIf you received a Form 1099 showing in-
you owe. For information on how to pay, see The earned income credit is explained later come tax withheld on dividends, interest,
Amount You Owe in Chapter 1.under Payments. IRA distributions, or pensions, include the
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Filled-in form.  A filled-in Form 1040A is on Schedule A (Form 1040) or take the stan- age and blindness, see Chapter 21. The
shown in Chapter 38. dard deduction. standard deduction amounts are given in the

standard deduction charts and worksheet in
Chapter 21.Itemizing Your Deductions  

You can itemize your deductions (such asForm 1040  Special rules.  Your standard deduction ismedical expenses, taxes, mortgage interest,
zero if:If you file Form 1040, you must compute your and casualty losses) on Schedule A (Form

adjusted gross income and taxable income 1040). 1) Your filing status is ‘‘married filing sepa-
before you can figure your tax. You may benefit from itemizing your de- rate return’’ and your spouse itemizes

ductions on Schedule A if you have total deductions,
itemized deductions that are more than theAdjusted Gross Income 2) You are a dual-status or nonresidenthighest standard deduction amount to which

alien, or(lines 31 and 32, Form you otherwise are entitled. For example, you
may have deductions for: 3) You have a short tax year because of a1040) 

change in your annual accountingAdjusted gross income (line 31, Form 1040) 1) Large uninsured medical and dental
period.is your total income (line 22) minus any ad- expenses,

justments for the following: 2) Interest and taxes on your home, Dependent.  If you can be claimed as a
1) IRA deduction for you (line 23a) and for 3) Contributions to qualified charities, dependent on another person’s return, your

your spouse (line 23b). See Chapter 18. standard deduction may be limited. See4) Casualty or theft losses not covered by
2) Deduction for moving expenses (line Standard Deduction for Dependents ininsurance, or

24). See Chapter 19. Chapter 21.
5) Unreimbursed employee business ex-

3) Deduction for one-half of your self-em- penses or other miscellaneous
Amount of the standard deduction.  If youployment tax (line 25). See Publication deductions.
decide to take the standard deduction, show533, Self-Employment Tax.
the amount on line 34 of Form 1040.If you decide to itemize your deductions,4) Self-employed health insurance deduc- The amount of the standard deductioncomplete and attach Schedule A to your re-tion (line 26). See Chapter 23. for most people is shown on Form 1040 toturn. Enter the amount from line 28 of

5) Keogh retirement plan and self-em- the left of line 34. Others must use the stan-Schedule A on line 34 of Form 1040.
ployed SEP deduction (line 27). See dard deduction charts and worksheet inSeparate returns.  If you and your
Publication 560, Retirement Plans for Chapter 21 or in the Form 1040 instructionsspouse file separate returns, you can use the
the Self-Employed. to find their standard deduction.method that gives you the lowest total tax,

6) Penalty on early withdrawal of savings even though one of you may pay more than
Taxable income.  If you take the standard(line 28). See Chapter 8. the other. However, if one of you itemizes
deduction, your taxable income (line 37) isdeductions, the other should also itemize be-7) Alimony paid (line 29). You must enter your adjusted gross income (line 32) minuscause the standard deduction of a marriedthe recipient’s social security number in your standard deduction (line 34) and yourindividual filing a separate return where ei-the space provided. See Chapter 20. exemptions (line 36).ther spouse itemizes deductions is zero.

8) Other adjustments. Write in the follow-
ing adjustments on the dotted line next Exemptions Changing your mind.  If you do not itemize
to line 30 and include them in the total your deductions and later find you should Whether you itemize your deductions or useon line 30. have itemized—or if you itemize and later the standard deduction, you can generally

find you should not have—you can changea) Certain expenses of qualified per- deduct $2,550 for each exemption you can
your return by filing Form 1040X, Amendedforming artists. See Chapter 28. claim. However, if your adjusted gross in-
U.S. Individual Income Tax Return. See come (AGI) is more than the dollar amountb) Jury duty pay given to your employer.
Amended Returns and Claims for Refund in for your filing status as shown in the follow-See Chapter 13.
Chapter 1. ing table, the amount of your deduction is

c) Amortization of the costs of foresta- Separate returns.  If you and your less.
tion or reforestation if you do not have spouse filed separate returns, you can
to file Schedule C, C–EZ, or F. See Filing Status AGI more than:change methods of taking deductions only if
Chapter 12 of Publication 535, Busi- you and your spouse make the same Single . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 117,950
ness Expenses. changes. Both of you must consent in writing Married filing jointly . . . . . . . . . . . . . 176,950

to the assessment for any additional tax ei-d) Certain required repayments of sup- Married filing separately . . . . . . . . 88,475
ther one may owe as a result of the change.plemental unemployment benefits. Head of household . . . . . . . . . . . . . 147,450

See Chapter 6. Qualifying widow(er) . . . . . . . . . . . . 176,950
Taxable income.  If you itemize your deduc-

e) Contributions to a Section 501(c)(18) tions, your taxable income (line 37) is your Use  the  Deduc t ion  fo r  Exempt ionspension plan. adjusted gross income (line 32) minus your Worksheet —Line 36 in the Form 1040
f) Deduction for nonbusiness clean-fuel itemized deductions (line 34) and your ex- Instructions to figure the amount of your

vehicle property. See Chapter 15 of emptions (line 36). deduction.
Publication 535. Enter the amount you figure for your ex-

Standard Deduction  emptions on line 36.g) Expenses from the rental of personal
The standard deduction is based on your fil-property.
ing status and whether you are 65 or older or Tax, Credits,
blind.

and Payments Taxable Income 
65 or older or blind.  If you were 65 or older After finding your taxable income, the next

(line 37, Form 1040) or blind in 1996, you are entitled to a higher step is to figure your income tax liability. This
There are two ways to figure the amount of standard deduction than taxpayers under 65 tax amount is then reduced by certain credits
your taxable income (line 37, Form 1040). and not blind. For information on who quali- you may have and increased by any other
You can choose to itemize your deductions fies for the higher standard deduction for taxes you may owe. Finally, you apply any
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payments or other credits against your liabil- If you use the Capital Gain Tax Work- check box a on line 42. If you have only one
sheet, enter your tax from line 13 of theity to determine whether you owe additional of these credits, check box d and enter the
worksheet on line 38, Form 1040.tax or are entitled to a refund. form number for that credit in the space pro-

vided. See Form 3800 for more information.
Investment income of certain minor chil- Empowerment zone employmentTax 
dren.  If a child was under age 14 on January credit.  Use Form 8844, Empowerment

Most people use the Tax Table to figure their 1, 1997, and had more than $1,300 of inter- Zone Employment Credit, to figure the
tax. However, you must use the Tax Rate est, dividends, and other investment income amount of this credit, check box d on line 42,
Schedules to figure your tax if your taxable in 1996, part of that income may be taxed at and enter the form number in the space
income is $100,000 or more. the parent’s rate. The tax is figured using provided.

If you had a net capital gain or reported Form 8615. Mortgage interest credit.  Use Form
capital gain distributions on Form 1040, line Form 8615 should not be filed if neither 8396, Mortgage Interest Credit, to figure the
13, your tax may be less if you figure it using parent is alive at the end of the year or if a amount of this credit and check box b on line
the Capital Gain Tax Worksheet in the Form parent chooses to include the child’s interest 42. See Mortgage Interest Credit in Chapter
1040 instructions. Form 8615 may have to and dividend income on his or her return. For 36.
be used to figure the tax for a child under age more information, see Chapter 32. Credit for prior year minimum tax. 
14 at the end of the year with more than

Complete Form 8801, Credit For Prior Year
$1,300 of investment income. Additional taxes.  Include any tax from Minimum Tax—Individuals, Estates, and

Form 4972, Tax on Lump-Sum Distributions,
Trusts, if you paid alternative minimum taxor Form 8814, Parents’ Election To ReportTax Table.  The Tax Table is in the instruc- for 1995 on deferred preference items orChild’s Interest and Dividends, in the total ontions for Form 1040 and in the back of this have a carryforward of the minimum taxline 38 and check the box that applies.publication. To find your tax, read down the credit. Attach this form to your tax return and

income column to the line that includes your check box c on line 42.Credits taxable income as shown on line 37. Then Qualified electric vehicle credit.  If you
read across the line to the column heading After you have figured your tax, figure your placed a qualified electric vehicle in service
that describes your filing status. The amount credits and enter them on lines 39 through during the year, use Form 8834, Qualified

42. Enter the total credits on line 43. Sub-shown where the income line and filing sta- Electric Vehicle Credit, to figure the amount
tract line 43 from line 38. Enter the result ontus column meet is your tax. Enter it on line of your credit. Check box d on line 42 and
line 44. If line 43 is more than line 38, enter38. enter the form number in the space pro-
zero.

vided. See Chapter 36 for information on this
This chapter does not explain whetherTax Rate Schedules.  If your taxable in- credit.you are eligible for these credits. The follow-come (line 37) is $100,000 or more, you must

ing table is a list of credits and where to re-figure your tax by using Tax Rate Schedule
port them on Form 1040. Additional informa- Credit for fuel from a nonconventionalX, Y–1, Y–2, or Z unless you can use the
tion is provided in the paragraphs that follow source.  If you sold fuel produced from aCapital Gain Tax Worksheet or must use
the table. nonconventional source, include the amountForm 8615.

of this credit in the total on line 43. WriteThe Tax Rate Schedules are in the Form Credit Line
‘‘FNS’’ on the dotted line next to line 43. Also1040 instructions and in the back of this pub- Child and Dependent Care 39 attach a separate schedule showing howlication. Enter your tax on line 38. Elderly or Disabled 40 you figured the credit. See Internal Revenue

Foreign Tax 41 Code section 29 for further information.Maximum tax rate on capital gains General Business 42
(Schedule D).   The highest tax rate on taxa- Empowerment Zone Employment 42
ble income is 39.6%. However, the highest Mortgage Interest  42 Total credits.  Add lines 39 through 42. Put
tax rate on a net capital gain is 28%. A net Prior Year Minimum Tax 42 the total on line 43.
capital gain is the amount of your net long- Qualified Electric Vehicle 42

Nonconventional Fuel Source 43term capital gains that is more than your net
Other Taxes short-term capital losses. The maximum

28% rate applies if you have a long-term
Credit for child and dependent care ex- If you owe any other taxes or if you receivedcapital gain shown on line 17, Schedule D
penses.  Figure this credit on Form 2441, advance earned income credit payments,(Form 1040), and a net gain shown on line
Child and Dependent Care Expenses. See complete any of lines 45 through 50 that ap-18, Schedule D (Form 1040). This maximum
Chapter 33 for information on this credit. ply to you and enter your total tax on line 51.rate also applies if you received capital gain

This chapter does not explain thesedistributions and do not need Schedule D for
Credit for the elderly or the disabled.  Fig- taxes. The following table is a list of theother capital transactions. If this is the case,
ure this credit on Schedule R. See Chapter taxes and where to report them on Formenter those distributions on line 13 of Form
34 for more information. 1040. The paragraphs that follow the table1040. Write ‘‘CGD’’ on the dotted line next to

provide more information.line 13.
Foreign tax credit.  Figure this credit on

You should complete the Capital Gain
Form 1116. Foreign tax credit is discussed in Other Taxes LineTax Worksheet in the Form 1040 instruc- Publication 514, Foreign Tax Credit for

tions to figure your tax only if your taxable in- Self-Employment Tax  45Individuals.
come (line 37, Form 1040) is more than the Alternative Minimum Tax 46
amount shown for your filing status in the fol- Social Security and Medicare Tax onOther credits.  Enter other credits on line 42
lowing table. Tips 47and check the appropriate box or enter the

IRA or Qualified Retirement Plan Penaltyform number to identify which form you areFiling Status Amount Tax 48attaching.
Married filing jointly . . . . . . . . . . . . . . . . . . . $ 96,900 Advance Earned Income CreditGeneral business credit.  The general
Qualifying widow(er) . . . . . . . . . . . . . . . . . . 96,900 Payments 49business credit is made up of a number of
Head of household . . . . . . . . . . . . . . . . . . . 83,050 Household Employment Taxes 50separate business-related credits. If you
Single . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  58,150 Recapture Taxes 51have 2 or more of the separate credits, use
Married filing separately . . . . . . . . . . . . . . 48,450 Form 3800, General Business Credit, and Section 72(m)(5) Excess Benefits Tax 51
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Uncollected Tax on Tips or Life Section 72(m)(5) excess benefits.  If you of  the boxes that  show income tax
Insurance Premiums 51 withholding.are or were a 5% owner of a business and

Tax on Excess Golden Parachute you received a distribution of excess bene-
FORM NUMBER LOCATION Payments 51 fits from a qualified pension or annuity plan,

Tax on Accumulation Distribution of you may have to pay a penalty tax of 10% of
 W–2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 2Trusts 51 the distribution. Include the amount of the
W–2G . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 2penalty in your total for line 51. Also write the
1099–B . . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 4amount and ‘‘Section 72(m)(5)’’ on theSelf-employment tax.   You must file 1099–DIV . . . . . . . . . . . . . . . . . . . . . . . . . . Box 2dotted line next to line 51. See PublicationSchedule SE (Form 1040) if either of the fol- 1099–G . . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 4560, Retirement Plans for the Self-Em-lowing applies to you (or your spouse if you 1099–INT . . . . . . . . . . . . . . . . . . . . . . . . . . Box 4ployed, for more information.file a joint return):
1099–MISC . . . . . . . . . . . . . . . . . . . . . . . . Box 4

1) You were self-employed and your net 1099–OID . . . . . . . . . . . . . . . . . . . . . . . . . Box 4
Uncollected employee social securityearnings from self-employment were 1099–PATR . . . . . . . . . . . . . . . . . . . . . . . Box 4
and Medicare or RRTA tax on tips (or$400 or more, or 1099–R . . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 4
group-term life insurance).  If you did not

2) You had church employee income of have enough wages to cover the social se-
$108.28 or more. curity tax and Medicare tax or railroad retire- Estimated tax payments.  If you made esti-

ment (RRTA) tax due on tips you reported to mated tax payments for 1996, enter the totalSee Publication 533, Self-Employment Tax, your employer (or on group-term life insur- of these payments on line 53. Also enter onfor more information. ance), include the tax due in the total for line line 53 any overpayment from your 1995 re-
51. The amount of tax due will be shown in turn that you applied to your 1996 estimatedAlternative minimum tax.  Use Form 6251 box 13 of your Form W–2. Also write the tax.to see if you owe any alternative minimum amount and ‘‘UT’’ on the dotted line next to If you paid joint estimated tax but are nowtax. This tax is briefly discussed later in this line 51. See Chapter 7 for more information. filing separate income tax returns or if you di-chapter.

vorced in 1996, see Estimated Tax in Chap-
ter 5 for further directions.Golden parachute payments.  If you re-Social security and Medicare tax on tip in-

ceived an excess parachute payment (EPP),come not reported to employer.  Figure
Earned income credit (EIC).  You may beyou must pay a tax equal to 20% of this ex-the tax on Form 4137, Social Security and
able to take this credit if lines 7 and 31 arecess payment. Include the amount of this taxMedicare Tax on Unreported Tip Income.
each less than $25,078 and you had onein your total for line 51. Also write the amountSee Chapter 7 for more information.
qualifying child (less than $28,495 if you hadand ‘‘EPP’’ on the dotted line next to line 51.
more than one qualifying child). A qualifyingSee the instructions for Form 1040, line 51,IRA or qualified retirement plan penalty
child is one that meets certain age and otherfor more information.taxes.  You may owe additional taxes on
requirements and lived with you. Also, youyour IRA or other qualified retirement plan if
may be able to take this credit if lines 7 andyou: Total tax.  Add lines 45 through 50 and any 31 are each less than $9,500 and you do not

1) Received any early distributions, amounts entered next to line 51. Put the total have a qualifying child. You (or your spouse if
on line 51. This is your total tax.2) Received any excess distributions, filing jointly) must have been at least age 25

but under age 65 at the end of your tax year.3) Had excess accumulations, or
To find out if you can take the EIC, follow thePayments 

4) Made excess contributions to your IRA. Form 1040 instructions for line 54. The
Once you have figured your total tax on line earned income credit is also explained in
51, figure your total payments. Enter the pay-If any of the above apply, get Form 5329, Chapter 35.

Additional Taxes Attributable to Qualified ments that apply to you on lines 52 through
Retirement Plans (Including IRAs), Annui- 57. Tax paid with extension.  This is any
ties, and Modified Endowment Contracts, to This chapter does not discuss all of these amount you paid with Forms 4868, 2688, or
see if you owe this tax and if you must file this payments. The following table is a list of the 2350 (extensions of time to file).
form. See Chapter 11 for more information payments (and credits that are considered
on qualified retirement plans and Chapter 18 payments) and where to report them on

Excess social security and RRTA taxfor more information on IRAs. Form 1040. The paragraphs that follow the
withheld.  If you worked for more than one

table provide more information.
employer and had too much social securityAdvance earned income credit pay-
or railroad retirement tax withheld, enter thements.  Your W–2 form(s) will show these Payments Line excess amount on line 56. This is explainedpayments in box 9.

Federal Income Tax Withheld 52 in Chapter 36.
Estimated Tax Paid  53

Household employment taxes.  If you owe
Earned Income Credit 54 Regulated investment company credit.  Ifemployment taxes on cash wages paid to a
Tax Paid with Extension 55 you can take a regulated investment com-household employee, you must file Schedule
Excess Social Security and RRTA Tax pany credit, attach Copy B of Form 2439,H (Form 1040), Household Employment

Withheld 56 Notice to Shareholder of UndistributedTaxes. For details, see the instructions for
Regulated Investment Company Credit 57 Long-Term Capital Gains. Include theSchedule H and Publication 926.
Credit for Federal Tax Paid on Fuels 57 amount of the credit on line 57 and check

box a.Recapture taxes.  If you must recapture an
investment tax credit on Form 4255, a low-

Federal income tax withheld.  This in- Fuel tax credit.  If you can take a credit forincome housing credit on Form 8611, a fed-
cludes amounts from Forms W–2, W–2G, tax on gasoline, diesel fuel, and other fuelseral mortgage subsidy on Form 8828, a qual-
1099–R, and any other Form 1099. It is im- used in your business, or for certain diesel-ified electric vehicle credit, or an Indian em-
portant to check all of your statements to powered cars, vans, and light trucks, attachployment credit, include it in the total on line
see whether any tax was withheld and to Form 4136, Credit for Federal Tax Paid on51. On the dotted line next to line 51, identify
carefully add the amounts before making an Fuels. Include the amount of the credit onit in the way explained in the Form 1040
entry on line 52. The following table is a list line 57 and check box b.instructions.
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Total payments.  Add lines 52 through 57 ● Addition of personal exemptions, What to complete.  Read lines 1 through 8
and enter this total on line 58. This sum is and fill in the lines that apply to you. If you are● Addition of the standard deduction (if
your total payments. filing a joint return, use the space under theclaimed),

‘‘Note’’ to the left of line 6 to separately
● Addition of itemized deductions claimed show your taxable income and yourRefund or for state and local taxes, certain interest, spouse’s taxable income.

most miscellaneous deductions, and partAmount You Owe Earned income credit.  If you can take
of medical expenses,After you have figured your total tax (line 51) the earned income credit as discussed in

and your total payments (line 58), you must ● Subtraction of any refund of state and Chapter 35, the IRS will figure it for you.
determine if you are due a tax refund or if you local taxes included in gross income, Enter the amount and type of any nontax-
owe additional tax. able earned income in the boxes to the left of● Addition of accelerated depreciation that

line 8. Print ‘‘EIC’’ in the space to the right ofis more than straight line,
Refund the words ‘‘earned income below’’ on line 8.

● Difference between gain or loss on theIf the amount on line 58 is more than the
sale of property reported for regular taxamount on line 51, subtract line 51 from line Filing the return.  Sign and date your return.purposes and AMT purposes,58 and enter the result on line 59. This is the Also fill in your occupation. If you are filing a

● Addition of certain income from incentiveamount of tax you have overpaid. If you want joint return, both you and your spouse must
stock options,the entire amount refunded to you, enter the sign it. Show both of your occupations on a

amount on line 60a. Instead of getting a joint return.● Change in income from certain install-
check, you may be able to have your refund ment sales, because installment method  Attach Copy B or the first copy of all your
deposited directly into your account at a cannot be used for AMT purposes, Form(s) W–2 to your return.
bank or other financial institution. Complete Mail the return to the Internal Revenue● Change in certain passive activity lossthe boxes on lines 60b, c, and d. Service Center for the area where you live.deductions,If you want all of your overpayment ap-

● Addition of certain depletion that is moreplied to your 1997 estimated tax, enter the
Form 1040A than the adjusted basis of the property,amount on line 61. If you want part of your

overpayment applied to your 1997 estimated If you file Form 1040A by April 15, 1997, you● Addition of part of the deduction for cer-
tax, you must complete both lines 60a and can choose to have the IRS figure your tax.tain intangible drilling costs , and
61. The amount on line 61 will be credited to Place your peel-off label on your return. If

● Addition of tax-exempt interest on cer-your 1997 estimated taxes unless you ask us you do not have a label, fill in (print or type)
tain private activity bonds.to apply it to your spouse’s account. This re- your name, address, and social security

quest should include your spouse’s social number. If you are married, give the social
security number. security numbers of both spouses even if

More information.  For more information
you file separately.about the alternative minimum tax, see theAmount You Owe instructions for Form 1040, line 46, and
What to complete.  Read lines 1 through 22If the amount on line 51 is more than the Form 6251, Alternative Minimum Tax—Indi-
and fill in the lines that apply to you. If you fileamount on line 58, subtract line 58 from line viduals. 
a joint return, use the space to the left of line51 and enter the result on line 62. This is the

amount you owe. For information on how to 22 to separately show your own and your
pay, see Amount You Owe in Chapter 1. spouse’s taxable income. Complete lines

Tax Figured by IRS  24a, 24b, 26, 27, and 29a through 29c if they
Filled-in form.  A filled-in Form 1040 with apply to you. But do not fill in lines 24b andIf you want, the IRS will figure your tax for
certain forms and schedules is shown in 29c if you want the IRS to figure the creditsyou on Form 1040EZ, Form 1040A, or Form
Chapter 39. shown on those lines. Also, enter any write-1040.

in information that applies to you in theIf the IRS figures your tax and you paid
space to the left of line 29d.Alternative Minimum Tax  too much, you will receive a refund. If you did

Credit for child and dependent carenot pay enough, you will receive a bill for theThe tax law gives special treatment to some
expenses.  If you can take this credit, com-balance. You may avoid interest or the pen-kinds of income and allows special deduc-
plete Schedule 2 and attach it to your return.alty for late payment if you pay the bill withintions and credits for some kinds of ex-
Enter the amount of the credit on line 24a30 days of the date of the bill or by the duepenses. Taxpayers who benefit from the law
(Form 1040A). The IRS will not figure thisdate for your return, whichever is later.in these ways may have to pay at least a min-
credit.imum amount of tax through an additional

The IRS cannot figure your tax for Credit for the elderly or the disabled.tax. This additional tax is called the alterna-
you if: If you can take this credit, attach Schedule 3tive minimum tax (AMT).

to your return and write ‘‘CFE’’ in the spaceYou may have to pay the alternative mini-
to the left of line 24b (Form 1040A). The IRS1) You must use Form 8615 to figure yourmum tax if your taxable income for regular
will figure this credit for you. Check the boxtax (see Chapter 32),tax purposes, combined with certain adjust-
on Schedule 3 for your filing status and age,ments and tax preference items, is more 2) You want your refund directly deposited,
and fill in lines 11 and 13 of Part III if they ap-than: or
ply. Also, complete Part II of Schedule 3 if it$45,000 if your filing status is married fil- 3) You want any of your refund applied to applies. See Chapter 34 for more informa-ing a joint return (or a qualifying wid- your 1997 estimated tax. tion about this credit.ow(er) with dependent child),

Earned income credit.  If you can take
$33,750 if your filing status is single or the earned income credit, as discussed in

head of household, or Chapter 35, the IRS will figure it for you.Form 1040EZ 
Write ‘‘EIC’’ next to line 29c. Enter the$22,500 if your filing status is married fil- If you file Form 1040EZ by April 15, 1997,
amount and type of any nontaxable earneding a separate return. you can choose to have the IRS figure your
income in the spaces provided below linetax. Put your peel-off label on your return. If
29c. If you have a qualifying child, you mustAdjustments and tax preference items. you do not have a label, print (do not type)
fill in Schedule EIC and attach it to yourThe more common adjustments  and tax your name, address, and social security
return.preference items include: number in the spaces provided.
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Filing the return.  Sign and date your return. e) Form 4972, Tax on Lump-Sum Fill in any forms or schedules asked for
Also fill in your occupation. If you are filing a on the lines you completed, and attach themDistributions.
joint return, both you and your spouse must to your return when you file it.

f) Form 6198, At-Risk Limitations.sign it. Show both of your occupations on a Credit for the elderly or the disabled.
joint return. If you can take the credit for the elderly or the

g) Form 6251, Alternative Minimum Attach Copy B or the first copy of all your disabled, as discussed in Chapter 34, attach
Tax—Individuals.Form(s) W–2 to your return. Also attach any Schedule R. Write ‘‘CFE’’ on the dotted line

Form 1099–R you received that has with- next to line 40 of Form 1040. The IRS will fig-h) Form 8615, Tax for Children Under
holding tax in box 4. ure the credit for you. On Schedule R, checkAge 14 Who Have Investment In-

Mail the return to the Internal Revenue the box for your filing status and age, and fillcome of More Than $1,300.
Service Center for the area where you live. in Part II and lines 11 and 13 of Part III if they

apply.i) Form 8814, Parents’ Election To Re-
Earned income credit.  If you can takeport Child’s Interest and Dividends.Form 1040 

the earned income credit, as discussed inIf you file Form 1040 by April 15, 1997, you
Chapter 35, the IRS will figure it for you.can choose to have the IRS figure your tax if Name, address, and social security num- Write ‘‘EIC’’ in the space to the left of line 54you meet all of the conditions described ber.  Put your peel-off label on your return. If of Form 1040. Enter the amount and type ofbelow: you do not have a label, fill in (print or type) any nontaxable earned income in the spaces

1) All of your income for the year was from your name, address, and social security provided on line 54. If you have a qualifying
wages, salaries, tips, interest, dividends, number. If you are married, give the social child, you must fill in Schedule EIC and at-
taxable social security benefits, unem- security numbers of both spouses even if tach it to your return. 
ployment compensation, IRA distribu- you file separately.
tions, pensions, or annuities. Filing the return.  Sign and date your return.

Also fill in your occupation. If you are filing a2) Your taxable income on line 37 is less What to complete.  Read lines 1 through 37
joint return, both you and your spouse mustthan $100,000. and fill in the lines that apply to you.
sign it. Show both of your occupations on a3) You do not itemize deductions. If you are filing a joint return, use the
joint return.

space above the words ‘‘Adjusted Gross In-4) You do not file any of the following  Attach Copy B or the first copy of all your
come’’ on the front of your return to sepa-forms: Form(s) W–2 to your return. Also attach any
rately show your taxable income and your Form 1099–R you received that has with-a) Form 2555, Foreign Earned Income.
spouse’s taxable income. holding tax in box 4.b) Form 2555-EZ, Foreign Earned In- Read lines 39 through 57. Fill in the lines Mail the return to the Internal Revenuecome Exclusion. that apply to you, but do not fill in the ‘‘Total’’ Service Center for the area where you live.

c) Form 4137, Social Security and Medi- lines. Do not fill in lines 40 and 54 if you want
care Tax on Unreported Tip Income. the IRS to figure the credits shown on those

lines. Please be sure to fill in line 52 for fed-d) Form 4970, Tax on Accumulation Dis-
eral income tax withheld.tribution of Trusts.
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□  8814 Parents’ Election To Report earlier under Custodial parent remarried
Child’s Interest and Dividends apply.32.

Which Parent’sTax on Parent’s Election
Return To Use To Report Child’sInvestment
For parents who do not file a joint return, the Interest and Dividends following discussions explain which parent’sIncome of
tax return must be used when applying the You may be able to elect to include your
special tax rules for the investment incomeCertain Minor child’s interest and dividend income on your
of a child under 14. Only that parent can tax return, so your child will not have to file a
make the election described later under Par-Children return.
ent’s Election To Report Child’s Interest and You can make this election for 1996 only
Dividends, and only that parent’s tax rate if all the following conditions are met.
and other return information is used in the

1) Your child was under age 14 on Januarycomputations explained later under Tax for
1, 1997.Important Reminder Children Under Age 14 Who Have Invest-

ment Income of More Than $1,300. 2) Your child is required to file a return forInvestment income of child under age 14.
1996 unless you make this election.The amount of investment income that may

Child’s parents married.  If the child’s par-cause part of a child’s investment income to 3) Your child had income only from interestents are married to each other and file a jointbe taxed at the parents’ higher rate is and dividends (including Alaska Perma-return, use the joint return. If they file sepa-$1,300. See Tax for Children Under Age 14 nent Fund dividends).rate returns, use the return of the parent withWho Have Investment Income of More Than
the greater taxable income. 4) The dividend and interest income was$1,300, later.

Parents treated as not married.  If a less than $6,500.
child’s parents are married to each other but 5) No estimated tax payment was made
not living together, and the parent with whom

for 1996 and no 1995 overpayment was
the child lives (the custodial parent) is con-Introduction applied to 1996 under your child’s namesidered unmarried, use the return of the cus-

and social security number.This chapter discusses two special tax rules todial parent. If the custodial parent is not
that apply to certain investment income of a 6) No federal income tax was taken out ofconsidered unmarried, use the return of the
child under age 14: your child’s income under the backupparent with the greater taxable income.

withholding rules.1) A child’s parent may be able to choose For an explanation of when a married
to include the child’s interest and divi- person living apart from his or her spouse is 7) You are the parent whose return must
dend income on the parent’s return so considered unmarried, see Head of House- be used when applying the special tax
the child does not have to file a return. hold in Chapter 2. rules for children under 14. (See Which
See Parent’s Election To Report Child’s Parent’s Return To Use, earlier.)
Interest and Dividends, later. Child’s parents divorced.  If a child’s par-

ents are divorced or legally separated, and2) If a child’s interest, dividends, and other  These conditions are also shown in Figure
the parent who had custody of the child forinvestment income total more than 32–A.
the greater part of the year (the custodial$1,300, part of that income may be
parent) has not remarried, use the return oftaxed at the parent’s tax rate instead of How to elect.  Make the election by attach-the custodial parent.the child’s tax rate. See Tax for Children ing Form 8814 to your Form 1040 or FormCustodial parent remarried.  If the cus-Under Age 14 Who Have Investment In- 1040NR. Attach a separate Form 8814 fortodial parent has remarried, the stepparentcome of More Than $1,300, later. each child for whom you make the election.(rather than the noncustodial parent) is

If you file Form 8814, you cannot file Formtreated as the child’s other parent. There- For this purpose, the term ‘‘child’’ includes a 1040A or Form 1040EZ.fore, if the custodial parent and the steppar-legally adopted child and a stepchild. These
ent file a joint return, use that joint return. Dorules apply whether or not the child is a Tax effect of election.  The federal incomenot use the return of the noncustodialdependent. tax on your child’s income may be more ifparent.These rules do not apply if: you make the Form 8814 election ratherIf the custodial parent and the stepparent

than file a return for the child. This is be-● The child is not required to file a tax re- are married, but file separate returns, use the
cause the income may be taxed at a higherturn, or return of the one with the greater taxable in-
tax rate on your return. Also, by making thecome. If the custodial parent and the step-● Neither of the child’s parents were living
Form 8814 election, you cannot take certainparent are married but not living together,at the end of the tax year.
deductions the child would be entitled to onthe earlier discussion under Parents treated
his or her return, as explained next.as not married applies.

Deductions you cannot take.  If youUseful Items use Form 8814, you cannot take any of theChild’s parents never married.  If a child’sYou may want to see: following deductions that could have beenparents did not marry each other, but lived
taken on your child’s return:together all year, use the return of the parentPublication

with the greater taxable income. If the par- 1) Standard deduction of $650 ($1,650 if
□ 929 Tax Rules for Children and ents did not live together all year, the rules your child was blind),

Dependents explained earlier under Child’s parents di-
2) Deduction for penalty on early with-vorced apply.

drawal of your child’s savings, andForm (and Instructions)
3) Itemized deductions (such as yourWidows and widowers.  If a widow or wid-□ 8615 Tax for Children Under Age 14

child’s investment expenses or charita-ower remarries, the new spouse is treated asWho Have Investment Income
ble contributions).the child’s other parent. The rules explainedof More Than $1,300
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Increased adjusted gross income.  If Illustrated Example 
you use Form 8814 to add your child’s in- Tax for Children UnderThis example shows how to fill in Form 8814.
come to yours, your increased adjusted David and Linda Parks are married and Age 14 Who Havegross income may reduce certain items on will file separate tax returns for 1996. Their
your return, such as any itemized deductions only child, Philip, is 8. For 1996, Philip re- Investment Income offor medical expenses, casualty and theft ceived a Form 1099-INT showing $3,200
losses ,  and  cer ta in  m isce l laneous More Than $1,300 taxable interest income and a Form 1099-
expenses. DIV showing $300 ordinary dividends. His Part of a child’s 1996 investment income

parents decide to include that income on may be subject to tax at the parent’s tax ratePenalty for underpayment of estimated one of their returns so that they will not have if:tax.  If you make this election for 1996 and to file a return for Philip.
1) The child was under age 14 on Januarydid not have enough tax withheld or pay First, David and Linda each figure their

1, 1997,enough estimated tax to cover the tax you taxable income (Form 1040, line 37) without
owe, you may be subject to a penalty. If you regard to Philip’s income. David’s taxable in- 2) The child’s investment income was

come is $41,700 and Linda’s is $59,300. Be-plan to make this election for 1997, you may more than $1,300, and
cause her taxable income is greater, Lindaneed to increase your federal income tax

3) The child is required to file a return forcan elect to include Philip’s income on herwithholding or your estimated tax payments
1996.return.to avoid the penalty. See Chapter 5 for infor-

On Form 8814, Linda enters her namemation on increasing your withholding and
Figure 32–B illustrates this.and social security number, then Philip’sestimated taxes.

If the child’s parent does not or cannotname and social security number. She en-
choose to include the child’s income on histers Philip’s taxable interest income, $3,200,Figuring Amount of or her return, figure the child’s tax on Formon line 1a. Philip had no tax-exempt interest
8615. Attach the form to the child’s Formincome, so she leaves line 1b blank. LindaChild’s Income To Report 
1040, Form 1040A, or Form 1040NR.enters Philip’s ordinary dividends, $300, onStep 1 of Form 8814 is used to figure the

On Form 8615, enter the names and so-line 2a. Philip did not have any nontaxableamount of your child’s interest and dividend cial security numbers of the child and thedistributions, so she leaves line 2b blank andincome to report on your return. Only the parent in the spaces provided. (If the parentsenters $300 on line 2c.
amount over $1,300 is added to your in- filed a joint return, enter the name and socialLinda adds the amounts on lines 1a and
come. This amount is shown on line 5 of security number of the parent who is listed2c and enters the result, $3,500, on line 3.
Form 8814. Include the amount from line 5 of first on the joint return.) Check the box forFrom that amount she subtracts the $1,300
all your Forms 8814 in the total on line 21, the parent’s filing status. Then figure thebase amount shown on line 4 and enters the
Form 1040 or Form 1040NR. In the space child’s tax on Form 8615 in these threeresult, $2,200, on line 5. This is the portion of
next to line 21, write ‘‘Form 8814’’ and the steps:Philip’s income that Linda must add to her
total from line 5 of all your Forms 8814. income. Step 1. Figure the child’s net investment

Linda includes the $2,200 in the total on income.Alternative minimum tax.  If your child re- line 21 of her Form 1040 and in the space
Step 2. Figure a tentative tax on the netceived any tax-exempt interest from a pri- next to that line writes ‘‘Form 8814–$2,200.’’

investment income based on the par-vate activity bond, you must determine if that Adding that amount to her income increases
ent’s tax rate.interest is a tax preference item for alterna- each of the amounts on  lines 22, 31, 32, 35,

tive minimum tax (AMT) purposes. If it is, you and 37 of her Form 1040 by $2,200. Linda is Step 3. Figure the child’s tax.
must include this amount with your own tax not claiming any deductions or credits that
preference items when figuring your AMT. are affected by the increase to her income.
Get the instructions for Form 6251, Alterna- Therefore, her revised taxable income on Alternative minimum tax.  A child may be

line 37 is $61,500 ($59,300 + $2,200).t i ve  M in imum Tax—Ind iv idua ls ,  f o r subject to alternative minimum tax (AMT) if
On Form 8814, Linda subtracts the $650information. he or she has certain items given preferen-

shown on line 6 from the $3,500 on line 3 tial treatment under the tax laws or certain
and enters the result, $2,850, on line 7. Be-Capital gain distributions.  If your child’s adjustments to taxable income that total
cause that amount is $650 or more, she en-dividend income included any capital gain more than an exemption amount. See Alter-
ters $97.50 on line 8. This is the tax on thedistributions, get Publication 929 and see the native Minimum Tax in Chapter 31.
$1,300 of Philip’s income that Linda did notdiscussion under Capital gain distributions in AMT is figured on Form 6251. For infor-
add to her income. She must add this addi-Part 2. mation on special limits that apply to a child
tional tax to the tax figured on her revised who files Form 6251, see Limit on AMT
taxable income. under Alternative Minimum Tax in Publica-Figuring Additional Tax She figures the tax on her $61,500 re- tion 929.
vised taxable income to be $15,013, thenStep 2 of Form 8814 is used to figure the tax
adds $97.50, and enters the $15,110.50 to-on the amount of your child’s interest and Parent’s return information.  See Whichtal on line 38. She checks box a on her Formdividends that you do not include in your in- Parent’s Return To Use, at the beginning of1040, line 38.come. This tax is added to the tax figured on this chapter, for information on which par-Linda attaches Form 8814 to her Formyour taxable income. ent’s return information must be used on1040.This additional tax is the smaller of: Form 8615.

Different tax years.  If the parent and1) 15% ×  (your child’s gross income mi-
the child do not have the same tax year,nus $650), or
complete Form 8615 using the information

2) $97.50. on the parent’s return for the tax year that
ends in the child’s tax year.

Include the amount from line 8 of all your Using estimates.  If the information
Forms 8814 in the total on line 38, Form needed from the parent’s return is not
1040, or line 37, Form 1040NR. Check box a known by the time the child’s return is due
on Form 1040, line 38, or Form 1040NR, line (usually April 15), you can file the return us-

ing estimates.37.
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A child’s investment income includes in-
come produced by property given as a gift to
the child under the Uniform Gift to Minors
Act.

Example.  Amanda Black, 13, received
the following income:

● Dividends — $600

● Wages — $2,100

● Taxable interest — $1,200

● Tax-exempt interest — $100

● Net capital gains — $100.

 The dividends were on stock given to her by
her grandparents. Amanda’s investment in-
come is $1,900. This is the total of the divi-
dends ($600), taxable interest ($1,200), and
net capital gains ($100). Her wages are
earned (not investment) income because
they are pay received for work actually done.
Her tax-exempt interest is not included be-
cause it is nontaxable.

Trust income.  If a child is the benefici-
ary of a trust, distributions of taxable interest,
dividends, capital gains, and other invest-
ment income from the trust are investment
income to the child.

Line 2 (deductions).  If the child does not
itemize deductions on Schedule A (Form
1040 or Form 1040NR), enter $1,300 on line
2.

If the child does itemize deductions, the
amount to enter on line 2 is the larger of:

1) $650, plus the child’s itemized deduc-
tions on Schedule A (Form 1040) or
Schedule A (Form 1040NR) that are di-
rectly connected with the production ofYou can use any reasonable estimate. However, if the child has excluded any
his or her investment income, orThis includes using information from last foreign earned income or deducted either a

year’s return. If you use an estimated loss from self-employment or a net operating 2) $1,300.
amount on Form 8615, write ‘‘Estimated’’ on loss from another year, use the worksheet in
the line next to the amount. Publication 929 to figure the amount to enter  If the child’s directly-connected itemized de-

on line 1.When you get the correct information, file ductions are not more than $650, enter
an amended return on Form 1040X, $1,300 on line 2.Investment income.  Investment in-
Amended U.S. Individual Income Tax Re- Directly connected itemized deduc-come generally is all income other than sala-
turn. See Parent’s return information not tions.  Itemized deductions are directly con-ries, wages, and other amounts received as
available under Tax for Children Under Age nected with the production of investment in-pay for work actually done. It includes taxa-
14 Who Have Investment Income of More come if they are for expenses paid toble interest, dividends, capital gains, the tax-
Than $1,300 in Publication 929 for more produce or collect taxable income or to man-able part of social security payments and
information. age, conserve, or maintain property held forpension payments, and certain distributions

producing income. These expenses includefrom trusts.
custodian fees and service charges, serviceNontaxable income.  For this purpose,Step 1. Figuring
fees to collect taxable interest and divi-investment income includes only amountsNet Investment Income dends, and certain investment counsel fees.that the child must include in total income.
They are deducted on Schedule A (FormThe first step in figuring a child’s tax using Nontaxable investment income, such as tax-
1040) to the extent that they, plus certainForm 8615 is to figure the child’s net invest- exempt interest and the nontaxable part of
other miscellaneous itemized deductions,ment income. To do that, use Step 1 of Form social security and pension payments, is not
are more than 2% of adjusted gross income.8615. included.
See Chapter 30 for more information aboutSources of income.  A child’s invest-
the 2% of adjusted gross income limit onLine 1 (investment income).  If the child ment income includes all income produced
miscellaneous itemized deductions.had investment income only, enter the ad- by property belonging to the child, regard-

justed gross income shown on the child’s re- less of whether the property was transferred Example 1.  Roger, 12, has investment
turn. Adjusted gross income is shown on line to the child or purchased by the child, and re- income of $8,000, no other income, no ad-
32 of Form 1040; line 17 of Form 1040A; or gardless of when the property was trans- justments to income, and itemized deduc-
line 32 of Form 1040NR. Form 1040EZ can- ferred or purchased or who transferred it. In- tions of $300 that are directly connected with
not be used if Form 8615 must be filed. vestment  income inc ludes amounts his investment income. His adjusted gross

produced by assets the child obtained withIf the child had earned income, figure income is $8,000, which is entered on line 1.
earned income (such as interest on a sav-the amount to enter on line 1 of Form 8615 The amount on line 2 is $1,300 because
ings account into which the child depositedby using the worksheet in the instructions for $1,300 is more than the sum of $650 plus his
wages).the form. directly connected itemized deductions of
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$300. His net investment income, on line 3, Line 7 of Jerry’s Form 8615 would show Because Sara has both earned and
is $6,700 ($8,000 –  $1,300). unearned income and her gross income is$1,800 ($800 + $1,000).

more than $650, she must file a tax return.Line 7 of Mike’s Form 8615 would showExample 2.  Eleanor, 8, has investment Because she is under age 14 and has more$1,400 ($800 + $600).income of $16,000 and an early withdrawal than $1,300 investment income, part of herOther children’s information not avail-penalty of $100. She has no other income. income may be subject to tax at her parents’able.  If the net investment income of theShe has itemized deductions of $1,100 that rate. A completed Form 8615 must be at-other children is not available when the re-are directly connected with the production of tached to her return.turn is due, either file the return using esti-her investment income. Her adjusted gross Sara’s father, John, fills out Sara’s returnmates or use an extension of time to file. Ex-income, entered on line 1, is $15,900 for her.tensions are discussed under Extensions of($16,000 –  $100). The amount entered on John enters his name and social securityTime To File in Chapter 1.line 2 is $1,750. This is the larger of: number on Sara’s Form 8615 because his
name and number are listed first on the joint1) $650 plus the $1,100 of directly con-

Lines 12a and 12b (dividing the tentative return he and Laura are filing. He checks thenected itemized deductions, or
tax).  If an amount is entered on line 7, divide box for married filing jointly.

2) $1,300. the tentative tax shown on line 11 among the He enters Sara’s investment income,
children according to each child’s share of $2,500, on line 1. Sara does not itemize de-
the total net investment income. This is done ductions, so John enters $1,300 on line 2. Eleanor’s net investment income is $14,150

He enters $1,200 on line 3 ($2,500 –on lines 12a, 12b, and 13. Add the amount($15,900 – $1,750).
$1,300).on line 7 to the amount on line 5 and enter

Sara’s taxable income, as shown on linethe total on line 12a. Divide the amount on
Step 2. Figuring 22 of her Form 1040A, is $2,500. This is herline 5 by the amount on line 12a and enter

total income ($4,000) minus her standardthe result, as a decimal, on line 12b.Tentative Tax at
deduction ($1,500). Her standard deductionParent’s Tax Rate Example.  In the earlier example under is limited to the amount of her earned in-

Line 7 (net investment income of other chil- come. John enters $2,500 on line 4.The tentative tax is the difference in the tax
dren), Sharon’s Form 8615 shows $1,600 on John compares the amounts on lines 3on the parent’s taxable income figured with
line 7. The amount entered on line 12a is and 4 and enters the smaller amount,and without the child’s net investment in-

$1,200, on line 5.$2,400, the total of the amounts on lines 5come. Figure it on lines 6 through 13 of Form
John enters $48,000 on line 6. This is theand 7 ($800 + $1,600). The decimal on line8615.

taxable income from line 37 of John and12b is .33, figured as follows and rounded toCaution.  When figuring the tentative tax,
Laura’s joint Form 1040 return. Sara is antwo places.do not refigure any of the exclusions, deduc-
only child, so line 7 is blank. He adds thetions, or credits on the parent’s return be-
amounts on line 5 ($1,200), line 6 ($48,000),cause of the inclusion of a child’s net invest- $800

= .33$2,400 and line 7 and enters the $49,200 total onment income on the parent’s return. For
line 8.example, do not refigure the medical ex-

Using the column for married filing jointlypense deduction.
in the Tax Table, John finds the tax onSpecial rule.  See Trusts under Step 2. Step 3. Figuring $49,200. He enters the tax, $8,570, on line 9.Figuring Tentative Tax At Parent’s Tax Rate
He enters $8,234 on line 10. This is the taxthe Child’s Tax in Publication 929 for information about a
from line 38 of John and Laura’s Form 1040.special rule that may apply if the parent is the

The final step in figuring a child’s tax using He enters $336 on line 11 ($8,570 –grantor of a trust.
Form 8615 is to determine the larger of: $8,234).

Because line 7 is blank, John skips lines
More Than One Child 1) The total of: 12a and 12b and enters $336 on line 13.

John subtracts the amount on line 5The tax return information of the child’s par-
a) The child’s share of the tentative tax ($1,200) from the amount on line 4 ($2,500)ent may be used on Forms 8615 for other

based on the parent’s tax rate, plus and enters the result, $1,300, on line 14. Us-children (including adopted children and
ing the column for single filing status in thestepchildren).

b) The tax on the child’s taxable income Tax Table, John finds the tax on $1,300. He
in excess of net investment income, enters this tax, $197, on line 15. He adds theLine 7 (net investment income of other figured at the child’s tax rate, or amounts on lines 13 ($336) and 15 ($197)children).  If the tax return information of the

and enters the total, $533, on line 16.parent is also used on any other child’s Form 2) The tax on the child’s taxable income, Using the column for single filing status in8615, enter on line 7 the total of the amounts figured at the child’s tax rate. the Tax Table, John finds the tax on $2,500from line 5 of all the other children’s Forms
(the amount on line 4). He enters this tax,8615. Do not include the amount from line 5
$377, on line 17. This is the child’s tax. It is figured on linesof the Form 8615 being completed.

John compares the amounts on lines 1614 through 18 of Form 8615.
Example.  Paul and Jane Persimmon and 17 and enters the larger amount, $533,

have three children, Sharon, Jerry, and Mike, on line 18 of Sara’s Form 8615. He also en-
who must attach Form 8615 to their tax re- ters that amount on line 23 of Sara’s FormIllustrated Example 
turns. The children’s net investment income 1040A. John also completes Schedule 1
amounts on line 5 of their Forms 8615 are: (Form 1040A) for Sara.The following example includes a completed

Form 8615.
● Sharon — $800 John and Laura Brown have one child,

Sara. She is 13 and has $2,500 taxable inter-● Jerry — $600
est and dividend income and $1,500 earned

● Mike — $1,000 income. She does not itemize deductions.
John and Laura file a joint return with John’s
name and social security number listed first.Line 7 of Sharon’s Form 8615 would
They claim three exemptions, including anshow $1,600, the total of the amounts on line
exemption for Sara, on their return.5 of Jerry’s and Mike’s Forms 8615.
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● How to claim the credit work. (See Work-Related Expense
Test.)● Employment taxes you may have to pay33. as a household employer 5) You must make payments for child and
dependent care to someone you (or

If you pay someone to care for your de- your spouse) cannot claim as a depen-Child and
pendent under age 13 or for your spouse or dent. If you make payments to your
dependent who is not able to care for himself child, he or she cannot be your depen-Dependent Care
or herself, you may be able to get a credit of dent and must be age 19 or older by the
up to 30% of your expenses. To qualify, you end of the year. (See Payments to Rela-Credit
must pay these expenses so you can work or tives under Work-Related Expense
look for work. Test.)

6) Your filing status must be Single, HeadDependent care benefits.  If you received
of household, Qualifying widow(er) with

any dependent care benefits from your em-Important Changes dependent child, or Married filing jointly.
ployer in 1996, you may be able to exclude

You must file a joint return if you arefor 1996 from your income all or part of them. See
married, unless an exception discussedEmployer’s Dependent Care Benefits underTaxpayer identifying number needed for later under Joint Return Test applies toHow To Figure the Credit.the qualifying dependent.   You must in- you.

clude on your 1996 return the taxpayer iden-
7) You must identify the care provider onUseful Itemstification number (generally the social secur-

your tax return. (See Provider Identifica-You may want to see:ity number) of the qualifying person. If the
tion Test.)correct number is not shown, the credit may

not be allowed. This does not apply if the Publication 8) You must exclude less than $2,400
child was born in December 1996. (less than $4,800 if two or more qualify-□ 503 Child and Dependent Care

ing persons were cared for) of depen-Expenses
Individual taxpayer identification number dent care assistance benefits. (See Re-

□ 926 Household Employer’s Tax(ITIN) for aliens.  The IRS will issue an ITIN duced Dollar Limit.)
Guideto a nonresident or resident alien who does

not have — and is not eligible to get — a so-
Form (and Instructions)cial security number (SSN). To apply for an Qualifying Person Test ITIN, Form W–7 must be filed with the IRS. It □ 2441 Child and Dependent Care

usually takes about 30 days to get an ITIN. Your child and dependent care expensesExpenses
The ITIN is entered wherever an SSN is re- must be for the care of one or more mem-

□ 6251 Alternative Minimum Tax—quested on a tax return. If you are required to bers of your home who are qualifying per-
Individualsinclude another person’s SSN on your return sons. A qualifying person is:

□ Schedule 2 (Form 1040A) Child andand that person does not have — and can-
1) Your dependent who was under age 13Dependent Care Expenses fornot get — an SSN, enter that person’s ITIN.

when the care was provided and forForm 1040A FilersAn ITIN is for tax use only. It does not en-
whom you can claim an exemption,title the holder to social security benefits or □ Schedule H (Form 1040) Household

change the holder’s employment or immigra- 2) Your spouse who was physically orEmployment Taxes
tion status under U.S. law. mentally not able to care for himself or

□ W–10 Dependent Care Provider’s herself, or
Identification and Certification

3) Your dependent who was physically or
mentally not able to care for himself orImportant Reminders 
herself and for whom you can claim anTests To ClaimProvider identification.  You must provide exemption (or could claim an exemption

certain information on all persons or organi- the Credit except the person had $2,550 or more
zations that care for your child or dependent. of gross income).To be able to claim the credit for child andFor information on this identification, see

dependent care expenses, you must meetProvider Identification Test.
all the following tests. These tests are You must include on your return the
presented in Figure 33–A and are also ex- taxpayer identification numberYou may have to pay employment taxes.
plained in detail in this chapter. To claim the (generally the social security num-If you pay someone to come to your home
credit, you must file Form 1040 or Form ber) of the qualifying person. If the correctand care for your dependent or spouse, you
1040A, not Form 1040EZ. number is not shown, the credit may not bemay be a household employer who has to
1) The care must be for one or more quali- allowed. This does not apply if the child waspay employment taxes. Usually, you are not

fying persons. (See Qualifying Person born in December 1996.a household employer if the person who
Test.)cares for your child or dependent does so at

If you are divorced or separated, seehis or her home or place of business. See 2) You (and your spouse if you are mar-
Child of Divorced or Separated Parents toEmployment  Taxes  fo r  Househo ld ried) must keep up a home that you live
determine which parent may treat the childEmployers. in with the qualifying person or persons.
as a qualifying person.(See Keeping Up a Home Test.)

3) You (and your spouse if you are mar- Physically or mentally not able to care for
ried) must have earned income duringIntroduction oneself.  Persons who cannot dress, clean,
the year. (However, see Rule for stu- or feed themselves because of physical orThis chapter discusses the credit for child dent-spouse or spouse not able to care mental problems are considered not able toand dependent care expenses and covers for self under Earned Income Test.) care for themselves. Also, persons whothe following topics:

4) You must pay child and dependent care must have constant attention to prevent
● Tests you must meet to claim the credit expenses so you (and your spouse if them from injuring themselves or others are
● How to figure the credit you are married) can work or look for considered not able to care for themselves.
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Person qualifying for part of year.  You though your ex-spouse claims an exemption from self-employment reduces earned in-
determine a person’s qualifying status each for the child. come. Earned income also includes strike
day. For example, if the person you pay child benefits and any disability pay you report as
and dependent care expenses for no longer Custodial parent.  You are the custodial wages. It also includes nontaxable earned
qualifies on September 16, count only those parent if, during the year, you have custody income such as parsonage allowances,
expenses through September 15. Also see of your child longer than your child’s other meals and lodging furnished for the conve-
Dollar Limit, later. parent has custody. nience of the employer, voluntary salary de-

ferrals, military basic quarters and subsis-
Divorced or separated.  For purposes of tence allowances and in-kind quarters andChild of Divorced
determining whether your child is a qualifying subsistence, and military pay earned in aor Separated Parents 
person, you are considered divorced or sep- combat zone.To be a qualifying person, your child usually arated if either of the following applies. Members of the clergy and religiousmust be your dependent for whom you can

workers.  Certain income earned by minis-1) You are divorced or separated under aclaim an exemption. But an exception may
ters, members of religious orders, and Chris-decree of divorce or separate mainte-apply if you are divorced or separated. Under
tian Science practitioners may not be con-nance or a written separation agree-the exception, if you are the custodial parent,
sidered earned income for this purpose. Seement, oryou can treat your child as a qualifying per-
Earned Income Test in Publication 503.son even if you cannot claim the child’s ex- 2) You lived apart from your spouse for all

emption. If you are the noncustodial parent, of the last 6 months of the year.
Earned income does not include  pen-you cannot treat your child as a qualifying
sions or annuities, social security payments,person even if you can claim the child’s
workers’ compensation, interest, dividends,exemption. Keeping Up a Home Test or unemployment compensation. It alsoThis exception applies if:

To claim the credit, you (and your spouse if does not include scholarship or fellowship1) One or both parents had custody of the you are married) must keep up a home that grants, except for amounts paid to you (andchild for more than half of the year, you live in with one or more qualifying per- reported on Form W–2) for teaching, re-
sons. You are keeping up a home if you pay2) One or both parents provided more than search, or other services.
more than half the cost of running it for thehalf of the child’s support for the year,
year.and Rule for student-spouse or spouse not

3) Either— able to care for self.  Your spouse is treatedHome.  The term ‘‘home’’ means the main
as having earned income for any month thata) The custodial parent signed Form home for both you and the qualifying person.
he or she is:8332, Release of Claim to Exemption Your home can be the main home even if the

for Child of Divorced or Separated qualifying person does not live there all year 1) A full-time student, or
Parents, or a similar statement, because of his or her:

2) Physically or mentally not able to careagreeing not to claim the child’s ex- 1) Birth, for himself or herself.emption for the year, or
2) Death, or

b) The noncustodial parent provided at
 Figure the earned income of the nonworking3) Temporary absence due to:least $600 for the child’s support and
spouse as shown under Earned Incomecan claim the child’s exemption under a) Sickness, Limit, under How To Figure the Credit, later.a pre-1985 decree of divorce or sepa- b) School, This rule applies to only one spouse forrate maintenance, or written
any one month. If, in the same month, bothc) Business,agreement.
you and your spouse do not work and are ei-

d) Vacation,
ther full-time students or physically or men-A similar statement includes a divorce de- e) Military service, or tally not able to care for yourselves, only onecree or separation agreement that went into
of you can be treated as having earned in-f) Custody agreement.effect after 1984 that allows the noncus-
come in that month.todial parent to claim the child’s exemption

Full-time student.  You are a full-timewithout any conditions, such as payment of
student if you are enrolled at and attend aCosts of keeping up home.  The costs ofsupport.
school for the number of hours or classeskeeping up a home normally include prop-You can use Figure 33–B to see whether
that the school considers full time. You musterty taxes, mortgage interest, rent, utilitythis exception applies to you. If it applies,
have been a student for some part of each ofcharges, home repairs, insurance on theonly the custodial parent can treat the child
5 calendar months during the year. (Thehome, and food eaten at home.as a qualifying person. If the exception does

The costs of keeping up a home do not months need not be consecutive.) If you at-not apply, follow the regular rules for a quali-
include payments for clothing, education, tend school only at night, you are not a full-fying person under Qualifying Person Test,
medical treatment, vacations, life insurance, time student. However, as part of your full-earlier.
transportation, or mortgage principal. They time course of study, you may attend someIf you can take the credit because of this
also do not include the purchase, permanent night classes.exception, write your child’s first and last
improvement, or replacement of property. The term ‘‘school’’ includes elementaryname and taxpayer identification number
For example, you cannot include the cost of schools, junior and senior high schools, col-(TIN) in the space to the left of line 3, Form
replacing a water heater. However, you can leges, universities, and technical, trade, and2441 or Schedule 2 (Form 1040A). If the
include the cost of repairing a water heater. mechanical schools. It does not include on-child was born in December 1996 and does

the-job training courses, correspondencenot have a TIN, enter ‘‘12/96’’ next to the
schools, and night schools.child’s name. Earned Income Test 

To claim the credit, you (and your spouse ifExample.  You are divorced and have
you are married) must have earned incomecustody of your 8-year-old child. You sign Work-Related
during the year.Form 8332 to allow your ex-spouse to take Expense Test the exemption. You pay child care expenses

Child and dependent care expenses must beso you can work. Your child is a qualifying Earned income includes  wages, salaries,
work related to qualify for the credit. Ex-person and you, the custodial parent, can tips, other employee compensation, and net

claim the credit for those expenses, even earnings from self-employment. A net loss penses are considered work related only if:

Chapter 33 CHILD AND DEPENDENT CARE CREDIT Page 245



Page 246 Chapter 33 CHILD AND DEPENDENT CARE CREDIT



● They allow you (and your spouse if you qualifying person, you can count the total well-being and protection of a qualifying
cost.are married) to work or look for work, and person.

Household services are ordinary and● They are for a qualifying person’s care.
Schooling.  You can count the total cost of usual services done in and around your
sending your child to school if: home that are necessary to run your home.

They include the services of a housekeeper,1) Your child is in a grade level below theWorking or Looking for Work 
maid, or cook. However, they do not includefirst grade, and

To be work related, your expenses must al- the services of a chauffeur, bartender, or2) The amount you pay for schooling is in-low you to work or look for work. If you are gardener. See Household Services in Publi-cident to and cannot be separated frommarried, generally both you and your spouse cation 503 for more information.the cost of care.must work or look for work. Your spouse is
In this chapter, the term ‘‘housekeeper’’

treated as working during any month he or
refers to any household employee whoseIf your child is in the first grade or higher,she is a full-time student or is physically or
services include the care of a qualifyingor if the cost of schooling can be separated,mentally not able to care for himself or
person.you must divide the total cost between theherself.

Taxes paid on wages.  The taxes youcost of care and the cost of schooling. YouYour work can be for others or in your
pay on wages for qualifying child and depen-can count only the cost of care in figuringown business or partnership. It can be either

your credit. dent care services are work-related ex-full time or part time. Work also includes ac-
penses. See Employment Taxes for House-Example 1.  You take your 3-year-oldtively looking for work. However, if you do
hold Employers, later.child to a nursery school that provides lunchnot find a job and have no earned income for

and educational activities as a part of its pre-the year, you cannot take this credit. See
school child-care service. You can count theEarned Income Test, earlier. Payments to Relatives 
total cost in figuring the credit.Whether your expenses allow you to You can count work-related payments you

Example 2.  Your 5-year-old child goeswork or look for work depends on the facts. pay to relatives who are not your depen-
to kindergarten in the morning. In the after-For example, the cost of a sitter while you dents, even if they live in your home. How-
noon, she attends an after-school day careand your spouse go out to eat is not normally ever, do not count any amounts you pay to:program at the same school. Your total costa work-related expense. Expenses are not
for sending her to the school is $3,000, of 1) A dependent for whom you (or yourconsidered work related merely because
which $1,800 is for the after-school program. spouse if you are married) can claim anyou had them while you were working. They
Only the $1,800 qualifies for figuring themust enable you to be gainfully employed. exemption, or
credit.For example, you are not gainfully employed

2) Your child who was under age 19 at theif you do unpaid volunteer work or volunteer Example 3.  You place your 10-year-old
end of the year, even if he or she is notwork for a nominal salary. child in a boarding school so you can work
your dependent.full time. Only the part of the boarding school

expense that is for the care of your child is aWork for part of year.  If you work or ac-
work-related expense. You cannot count anytively look for work during only part of the pe-
part of the amount you pay the school forriod covered by the expenses, then you must Joint Return Test  
your child’s education.figure your expenses for each day. For ex- Generally, married couples must file a joint

ample, if you work all year and pay care ex- return to take the credit. However, if you areCare outside your home.   You can countpenses of $120 a month ($1,440 for the legally separated or living apart from yourthe cost of care provided outside your homeyear), all the expenses are work related. spouse, you may be able to file a separateif the care is for your dependent under ageHowever, if you work or look for work for only
return and still take the credit.13, or any other qualifying person who regu-2 months and 15 days during the year and

larly spends at least 8 hours each day in yourpay expenses of $120 a month, your work-
Legally separated.  You are not consideredhousehold.related expenses are limited to $300 (2 1/ 2

married if you are legally separated fromDependent care center.  You can countmonths ×  $120).
your spouse under a decree of divorce orcare provided outside your home by a de-
separate maintenance. You are eligible topendent care center if the center compliesPayments while you are out sick.  Do not

with all state and local regulations that apply take the credit on a separate return.count as work-related expenses amounts
to these centers. A dependent care center isyou pay for child and dependent care while
a place that provides care for more than six Married and living apart.  You are not con-you are off work because of illness. These
persons (other than persons who live there) sidered married and are eligible to take theamounts are not paid to allow you to work.
and receives a fee, payment, or grant forThis applies even if you get sick pay and are credit if all the following apply:
providing services for any of those persons,still considered an employee.

1) You file a separate return.even if the center is not run for profit.
Camp.  The cost of sending your child to 2) Your home is the home of a qualifyingCare of a Qualifying Person an overnight camp is not considered a work- person for more than half the year.To be work related, your expenses must be related expense.

to provide care for a qualifying person. You 3) You pay more than half the cost of
do not have to choose the least expensive keeping up your home for the year.Transportation.  The cost of getting a quali-
way of providing the care. fying person from your home to the care lo-

4) Your spouse does not live in your homeExpenses for household services qualify cation and back, or from the care location to
for the last 6 months of the year.if part of the services is for the care of quali- school and back, is not considered a work-

fying persons. See Household services, related expense. This includes the costs of
later. bus, subway, taxi, or private car. Also, if you

Death of spouse.  If your spouse died dur-Expenses are for the care of a qualifying pay the transportation cost for the care pro-
ing the year and you do not remarry beforeperson only if their main purpose is the per- vider to come to your home, you cannot
the end of the year, you generally must file ason’s well-being and protection. Expenses count this cost as a work-related expense.
joint return to take the credit. If you do re-for care do not include amounts you pay for

food, clothing, and entertainment. However, marry before the end of the year, the creditHousehold services.  Expenses you pay for
if these amounts are incident to and cannot can be claimed on your deceased spouse’shousehold services meet the work-related
be separated from the cost of caring for the expense test if they are at least partly for the separate return.
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W–10 or one of the other sources of informa- to care for themselves may qualify as work-Provider
tion listed earlier. Care providers can be pe- related expenses and also as medical ex-Identification Test nalized if they do not provide this information penses. You can use them either way, but

You must identify all persons or organiza- to  you  o r  i f  they  p rov ide  incor rec t you cannot use the same expenses to claim
tions that provide care for your child or de- information. both a credit and a medical expense
pendent. Do this on the same form you use Provider refusal.  If the provider refuses deduction.
to claim the credit. If you file Form 1040, use to give you their identifying information, you If you use these expenses to figure the
Part I of Form 2441 to show the information. should report whatever information you have credit and they are more than the earned in-
If you file Form 1040A, use Part I of Schedule (such as the name and address) on the form come limit or the dollar limit, discussed later,
2. you use to claim the credit. Write ‘‘See page you can add the excess to your medical ex-

2’’ in the columns calling for the information penses. However, if you use your total ex-
you do not have. On the bottom of page 2, penses to figure your medical expense de-Information needed.  To identify the care
explain that you requested the information duction, you cannot use any part of them toprovider, you must give the provider’s:
from the care provider, but the provider did figure your credit.1) Name,
not give you the information. This statement

Amounts excluded from your in-2) Address, and will show that you used due diligence in try-
come under your employer’s de-ing to furnish the necessary information.3) Taxpayer identification number. pendent care benefits plan cannot

be used to claim a medical expense
If the care provider is an individual, the deduction.

taxpayer identification number is his or her How To
social security number or individual taxpayer
identification number. If the care provider is Figure the Credit Employer’s Dependent Care
an organization, then it is the employer iden- Benefits Your credit is a percentage of your work-re-
tification number (EIN). lated expenses. Your expenses are subject Dependent care benefits include:You do not have to show the taxpayer to the earned income limit and the dollar 1) Amounts your employer pays directly toidentification number if the care provider is limit. The percentage is based on your ad- either you or your care provider for theone of certain tax-exempt organizations justed gross income. care of your qualifying person while you(such as a church or school). In this case,

work, andwrite ‘‘Tax-Exempt’’ in the space where the
Figuring Totaltax form calls for the number. 2) The fair market value of care in a day-

If you cannot provide all of the informa- Work-Related Expenses care facility provided or sponsored by
tion, or the information is incorrect, you must your employer.To figure the credit for 1996 work-related ex-
be able to show that you used due diligence penses, count only those you paid by De-
(discussed later) in trying to furnish the nec-  Your salary may have been reduced to paycember 31, 1996.
essary information. for these benefits.

Expenses prepaid in an earlier year.  If you
Getting the information.  You can use Exclusion.  If your employer provides de-pay for services before they are provided,
Form W–10 to request the required informa- pendent care benefits under a qualified plan,you can count the prepaid expenses only in
tion from the care provider. If you do not use you may be able to exclude these benefitsthe year the care is received. Claim the ex-
Form W–10, you can get the required infor- from your income. Your employer can tellpenses for the later year as if they were actu-
mation from: you whether your benefit plan qualifies. If itally paid in that later year.

does, you must complete Part III of either1) A copy of the provider’s social security
Form 2441 or Schedule 2 (Form 1040A) toExpenses not paid until the followingcard,
claim the exclusion even if you cannot takeyear.  Do not count 1995 expenses that you

2) A copy of the provider’s driver’s license the credit. You cannot use Form 1040EZ.paid in 1996 as work-related expenses for
(in a state where the license includes The amount you can exclude is limited to1996. You may be able to claim an additional
the social security number), the smallest of:credit for them on your 1996 return, but you

3) A copy of the provider’s completed must figure it separately. See Payments for 1) The total amount of dependent care
Form W–4 if he or she is your household previous year’s expenses under Amount of benefits received during the year,
employee, Credit in Publication 503.

2) The total amount of qualified expenses
4) A copy of the statement furnished by incurred during the year,If you had expenses in 1996 that

your employer if the provider is your em- you did not pay until 1997, you can- 3) Your earned income,ployer’s dependent care plan, or not count them when figuring your
4) Your spouse’s earned income, or1996 credit. You may be able to claim a5) A letter or invoice from the provider if it
5) $5,000 ($2,500 if married filingcredit for them on your 1997 return.shows the information.

separately).

Expenses reimbursed.  If a state social ser-You should keep this information
vices agency pays you a nontaxable amountwith your tax records. Do not send Statement for employee.  Your employer
to reimburse you for some of your child andForm W–10 (or other document must give you a Form W–2, Wage and Tax
dependent care expenses, you cannot countcontaining this information) to the Internal Statement (or similar statement), showing in
the expenses that are reimbursed as work-Revenue Service. box 10 the total amount of dependent care
related expenses. benefits provided to you during the year

Example.  You paid work-related ex-Due diligence.  If the care provider informa- under a qualified plan. Your employer will
penses of $3,000. You are reimbursedtion you give is incorrect or incomplete, your also include any dependent care benefits
$2,000 by a state social services agency.credit may not be allowed. However, if you over $5,000 in your wages on Form W–2.
You can use only $1,000 to figure yourcan show that you used due diligence in try- Forfeitures.  Forfeitures are amounts
credit.ing to supply the information, you can still credited to your dependent care benefit ac-

claim the credit. count and included in the amount shown in
You can show due diligence by getting Medical expenses.   Some expenses for the box 10 of your Form W–2, but not received

and keeping the provider’s completed Form care of qualifying persons who are not able because you did not incur the expense.
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When figuring your exclusion, subtract any If, in the same month, both you and your 14,000 — 16,000 27%
forfeitures from the total dependent care spouse are either full-time students or not 16,000 — 18,000 26%
benefits reported by your employer. To do able to care for yourselves, only one spouse 18,000 — 20,000 25%
this, enter the forfeited amount on line 12 of can be considered to have this earned in- 20,000 — 22,000 24%
Form 2441 or Schedule 2 (Form 1040A). come of $200 (or $400) for that month. 22,000 — 24,000 23%

24,000 — 26,000 22%
Forfeitures do not include amounts

26,000 — 28,000 21%Dollar Limit that you expect to receive in the
28,000 — No limit 20%There is a dollar limit on the amount of yourfuture.

work-related expenses you can use to figure
the credit. This limit is $2,400 for one qualify- Your credit may be limited because
ing person, or $4,800 for two or more qualify-Claiming the credit.  In figuring your credit, of the alternative minimum tax. See
ing persons.do not include the amount of any dependent your form instructions.

care benefits that you exclude from your in-
come in your work-related expenses. The Yearly limit.  The dollar limit is a yearly limit.
excluded amount also reduces the dollar The amount of the limit remains the same no
limit as discussed later. matter how long you have a qualifying per- How Toson in your household. Use the $2,400 limit if

you paid work-related expenses for the careEarned Income Limit Claim the Credit 
of one qualifying person at any time during

The amount of work-related expenses you To claim the credit, you can file Form 1040 orthe year. Use $4,800 if you paid work-related
use to figure your credit cannot be more Form 1040A. You cannot claim the credit onexpenses for the care of more than one qual-
than: Form 1040EZ.ifying person at any time during the year.
1) Your earned income for the year, if you

are single at the end of the year, or Form 1040.   You must complete Form 2441Reduced Dollar Limit 
and attach it to your Form 1040. Enter the2) The smaller of your earned income or If you received dependent care benefits from
credit on line 39 of your Form 1040. An ex-your spouse’s earned income for the your employer that you exclude from your in-
ample of a filled-in Form 2441 is at the end ofyear, if you are married at the end of come, you must subtract that amount from
this chapter.the year. the dollar limit that applies to you. Your re-

duced dollar limit is figured on lines 21
Form 1040A.  You must complete ScheduleEarned income is defined under Earned through 25 of Form 2441 or Schedule 2
2 (Form 1040A) and attach it to your FormIncome Test, earlier. (Form 1040A). See Employer’s Dependent
1040A. Enter the credit on line 24a of yourCare Benefits, earlier, for information on ex-

For purposes of item (2), use your Form 1040A. See Chapter 38 for an examplecluding these benefits.
spouse’s earned income for the en- of a filled-in Schedule 2.Example.  You are a widower with onetire year, even if you were married

child and earn $20,000 a year. You payfor only part of the year. Tax credit not refundable.  Your credit forwork-related expenses of $1,600 for your 4-
child and dependent care expenses cannotyear-old child and qualify to claim the credit
be more than the amount of your tax liability.for child and dependent care expenses.Separated spouse.  If you are legally sepa-
This means that you cannot get a refund forYour employer pays an additional $1,000rated or married and living apart from your
any part of the credit that is more than yourunder a dependent care benefits plan. Thisspouse (as described under Joint Return
tax.$1,000 is excluded from your income. TheTest, earlier), you are not considered mar-

dollar limit for your work-related expenses isried for purposes of the earned income limit. Records. You should keep records
$2,400 (one qualifying person). However,Use only your income in figuring the earned of your work-related expenses.
your credit is figured on only $1,400 of theincome limit. Also, if your dependent or spouse is
$1,600 work-related expenses you paid be-

not able to care for himself or herself, your
cause your dollar limit is reduced as follows:Surviving spouse.  If your spouse died dur- records should show both the nature and the

ing the year and you file a joint return as a length of the disability. Other records youDollar limit: Maximum allowable
surviving spouse, you are not considered should keep to support your claim for theexpenses for one qualifying person $ 2,400
married for purposes of the earned income credit are described earlier under ProviderMinus: Dependent care benefits you
limit. Use only your income in figuring the Identification Test.can exclude from income . . . . . . . . . . . . – 1,000
earned income limit.

Reduced dollar limit on expenses you
can use for the credit . . . . . . . . . . . . . . . . . $ 1,400Community property laws.  You should

disregard community property laws when Employment Taxes
you figure earned income for this credit. for HouseholdAmount of Credit 
Student-spouse or spouse not able to To determine the amount of your credit, mul- Employers  
care for oneself.  Your spouse who is either tiply your work-related expenses (after ap-
a full-time student or not able to care for him- If you pay someone to come to your homeplying the earned income and dollar limits)
self or herself is treated as having earned in- and care for your dependent or spouse, youby a percentage. This percentage depends
come. His or her earned income for each may be a household employer who has toon your adjusted gross income shown on
month is considered to be at least $200 if have an employer identification numberline 32 of Form 1040 or line 17 of Form
there is one qualifying person in your home, (EIN) and pay employment taxes. If the indi-1040A. The following table shows the per-
or at least $400 if there are two or more. If viduals who work in your home are self-em-centage to use based on adjusted gross
your spouse works during that month, use ployed, you are not liable for any of the taxesincome.
the higher of $200 (or $400) or his or her ac- discussed in this section. Self-employed per-

Adjusted Gross Income Percentagetual earned income for that month. If your sons who are in business for themselves are
spouse is a full-time student or not able to Over But not over not household employees. Usually, you are
care for himself or herself for only part of a $ 0 — $10,000 30% not a household employer if the person who
month, the full $200 (or $400) still applies for 10,000 — 12,000 29% cares for your dependent or spouse does so
that month. 12,000 — 14,000 28% at his or her home or place of business.
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If you use a placement agency that exer- Example 2: Dependent Care Benefits.
cises control over what work is done and Joan Thomas is divorced and has two chil-Examples 
how it will be done by a babysitter or com- dren, ages 3 and 9. She works at ACME
panion who works in your home, that person Computers. Her adjusted gross income
is not your employee. This control could in- The following examples show how to figure (AGI) is $29,000, and the entire amount is
clude providing rules of conduct and appear- earned income.the credit for child and dependent care ex-
ance and requiring regular reports. In this Joan’s younger child stays at her employ-penses. Example 2 is illustrated by the filled-
case, you do not have to pay employment er’s on-site child-care center while shein Form 2441 at the end of this chapter.
taxes. But, if an agency merely gives you a works. The benefits from this child-care
list of sitters and you hire one from that list, center qualify to be excluded from her in-
the sitter may be your employee. come. Her employer reports the value of thisExample 1: Child Care—Two Children.

If you have a household employee you service as $3,000 for the year. This $3,000 isAnn and Jerry Jones are married and keep
may be subject to: shown in box 10 of her Form W–2, but is not

up a home for their two preschool children, included in taxable wages in box 1.1) Social security and Medicare taxes, ages 2 and 4. They claim their children as A neighbor cares for Joan’s older child
2) Federal unemployment tax, and dependents and file a joint return using Form after school, on holidays, and during the

1040A. Their adjusted gross income (AGI) is3) Federal income tax withholding. summer. She pays her neighbor $2,400 for
$27,500. Ann earned $15,000 and Jerry this care.
earned $12,500. Social security and Medicare taxes are with- Joan figures her credit on Form 2441 as

During the year, they pay work-relatedheld from the employee’s pay and matched follows:
expenses of $3,000 for child care at a neigh-by the employer. Federal unemployment

Work-related expenses Joan paid . . . . . $ 2,400(FUTA ) tax is paid by the employer only and bor’s home and $2,200 for child care at Pine
is for the employee’s unemployment insur- Street Nursery School. Dollar limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,800
ance. Federal income tax is withheld from They figure the credit on Schedule 2 as Minus: Dependent care benefits
the employee’s total pay if the employee excluded from income . . . . . . . . . . . . . . . – 3,000follows:
asks you to do so and you agree. Reduced dollar limit . . . . . . . . . . . . . . . . . . . . $ 1,800

For more information on a household
Percentage for AGI of $29,000 . . . . . . . . . 20%employer’s tax responsibilities, see Publica- Child care by neighbor . . . . . . . . . . . . . . . . . . . $ 3,000
Amount of credit (20% of $1,800) $ 360tion 926 and Schedule H (Form 1040). Child care by nursery school . . . . . . . . . . . . +2,200

You may also be subject to state income Total work-related expenses . . . . . . . . . . . . $ 5,200
tax withholding and state unemployment tax.

Dollar limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,800You should contact your state unemploy-
ment tax office for information on how to file

Percentage for AGI of $27,500 . . . . . . . . . . 21%
the state tax returns and for a state reporting

Amount of credit (21% of $4,800) $ 1,008number.
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Figuring the credit.  You figure the credit on Under Age 65 
Schedule R (Form 1040), Credit for the Eld- If you are under age 65, you can qualify for34. erly or the Disabled, or on Schedule 3 (Form the credit only if you are retired on perma-
1040A), Credit for the Elderly or the Disabled nent and total disability.
for Form 1040A Filers. You are retired on permanent and totalCredit for the

If you want, the IRS will figure the credit disability if:
for you. See Credit Figured for You, later. 1) You were permanently and totally dis-Elderly or the

abled when you retired, andDisabled Qualified Individual 2) You retired on disability before the close
of the tax year.You are a qualified individual for this credit if

you are a U.S. citizen or resident and:
If you retired on disability before 1977

1) You are age 65 or older by the end of and were not permanently and totally dis-Introduction the tax year, or abled at that time, you can qualify for the
This chapter discusses: credit if you were permanently and totally2) You are under age 65 at the end of the

disabled on January 1, 1976, or January 1,● Who qualifies for the credit for the elderly tax year, and
1977.or the disabled, and

You are considered retired on disability,a) You are retired on permanent and to-
● How to figure this credit. even if you do not retire formally, when youtal disability,

have stopped working because of your
The maximum credit available is $1,125. b) You did not reach mandatory retire- disability.

You may be able to take this credit if you are: ment age before 1996, and
● 65 or older, or Permanent and total disability.   You arec) You received taxable disability in-

permanently and totally disabled if you can-● Retired on permanent and total disability. come in 1996.
not engage in any substantial gainful activity
because of your physical or mental condi-
tion. A physician must certify that the condi-The Internal Revenue Service (IRS) will Age 65.  You are considered 65 on the day
tion has lasted or can be expected to lastfigure your credit.  If you choose to have before your 65th birthday. Therefore, you are
continuously for 12 months or more, or thatthe IRS figure your tax on Form 1040 or 65 by the end of the year if your 65th birthday the condition can be expected to result inForm 1040A, and you qualify for the credit is on January 1 of the following year. death. See Physician’s statement, later.for the elderly or the disabled, the IRS will

Substantial gainful activity.  Substan-also figure the credit for you. See Credit Fig-
U.S. Citizen or Resident tial gainful activity is the performance of sig-ured for You, later.

nificant duties over a reasonable period ofYou must be a U.S. citizen or resident (or be
time while working for pay or profit, or in worktreated as a resident) to take the credit. Gen-Useful Items
generally done for pay or profit.You may want to see: erally, you cannot take the credit if you were

Full-time work (or part-time work done ata nonresident alien at any time during the tax
your employer’s convenience) in a competi-Publication year.
tive work situation for at least the minimum

□ 524 Credit for the Elderly or the wage conclusively shows that you are able
Exception.  If you are a nonresident alienDisabled to engage in substantial gainful activity. The
who is married to a U.S. citizen or resident at□ 554 Tax Information for Older minimum wage was $4.25 an hour from Jan-
the end of the tax year and you both chooseAmericans uary 1, 1996, through September 30, 1996. It
to be treated as U.S. residents and be taxed is $4.75 an hour for the year beginning Octo-
on your worldwide income, you may be ableForms (and Instructions) ber 1, 1996. It will be $5.15 an hour begin-
to take the credit. ning September 1, 1997.□ Schedule 3 (Form 1040A) Credit for

If you were a nonresident alien at the be- Substantial gainful activity is not workthe Elderly or the Disabled for
ginning of the year and a resident at the end you do to take care of yourself or your home.Form 1040A Filers
of the year, and you were married to a U.S. It is not unpaid work on hobbies, institutional

□ Schedule R (Form 1040) Credit for therapy or training, school attendance,citizen or resident at the end of the year, you
the Elderly or the Disabled clubs, social programs, and similar activities.may both choose to be treated as U.S. re-

However, doing this kind of work may showsidents for the entire year and you may be al-
that you are able to engage in substantiallowed to take the credit. For information onCan You Take gainful activity.these choices, see Chapter 1 of Publication

 The fact that you have not worked for519, U.S. Tax Guide for Aliens.the Credit? 
some time is not, of itself, conclusive evi-

You can take the credit for the elderly or the dence that you cannot engage in substantialMarried Persons disabled if: gainful activity.
Generally, if you are married at the end of the  The following examples illustrate the1) You are a qualified individual and
tax year, you and your spouse must file a tests of substantial gainful activity.2) Your income is not more than certain
joint return to take the credit. If you and your Example 1.  Trisha, a sales clerk, retiredlimits.
spouse did not live in the same household at on disability. She is 53 years old and now
any time during the tax year, you can file ei- works as a full-time babysitter for the mini-Figure 34–A and Figure 34–B can be used
ther joint or separate returns and still take mum wage. Even though Trisha is doing dif-as guides to see if you qualify.
the credit. ferent work, she is able to do the duties ofUse Figure 34–A first to see if you are a

If you meet all the tests, you can file as her new job in a full-time competitive workqualified individual. If you are, go to Figure
situation for the minimum wage. She cannothead of household and qualify to take the34–B to make sure your income is not too
take the credit because she is able to en-credit even if your spouse lived with you dur-high to take the credit.
gage in substantial gainful activity.ing the first 6 months of the year. See HeadYou can take the credit only if you file

of Household in Chapter 2 for the tests youForm 1040 or Form 1040A. You cannot take Example 2.  Tom, a bookkeeper, retired
the credit if you file Form 1040–EZ. must meet. on disability. He is 59 years old and now

Chapter 34 CREDIT FOR THE ELDERLY OR THE DISABLED Page 253



Page 254 Chapter 34 CREDIT FOR THE ELDERLY OR THE DISABLED



drives a truck for a charitable organization. 2) Due to your continued disabled condi- in Part III to determine the amount on which
you figure your credit:tion, you were unable to engage in anyHe sets his own hours and is not paid. Duties

substantial gainful activity during the taxof this nature generally are performed for 1) Determine your overall income limit
year.pay or profit. Some weeks he works 10 (lines 10–12, of either Schedule R or

hours, and some weeks he works 40 hours. Schedule 3).
Over the year he averages 20 hours a week. If you checked box 4, 5, or 6 in Part I, print in

2) Total any nontaxable social securityThe kind of work and his average hours a the space above the box on line 2 in Part II,
or railroad retirement benefits andweek conclusively show that Tom is able to the name(s) of the spouse(s) for whom the
other nontaxable pensions and disabil-engage in substantial gainful activity. This is box is checked.
ity benefits you received (lines 13a, 13b,true even though Tom is not paid and he sets If you have not filed a physician’s state-
and 13c of either Schedule R or Sched-his own hours. He cannot take the credit. ment in a previous year, or if the statement
ule 3).

you filed did not meet these conditions, yourExample 3.  John, who retired on disabil-
3) Determine your excess adjusted grossphysician must complete the statement.ity, took a job with a former employer on a

income (lines 14–17, of either ScheduleIf you file a joint return and you checkedtrial basis. The purpose of the job was to see
R or Schedule 3).box 5 in Part I of either Schedule R or Sched-if John could do the work. The trial period

ule 3, you and your spouse must each file alasted for 6 months during which John was
These three steps are discussed later.physician’s statement. Attach a separatepaid the minimum wage. Because of John’s

Schedule R or Schedule 3 for your spousedisability, he was assigned only light duties
Amount of credit.  If (1) is more than the to-with only Part II filled out.of a nonproductive ‘‘make-work’’ nature.
tal of (2) and (3), multiply the difference byVeterans.  If the Department of VeteransThe activity was gainful because John was
15% to get the amount of your credit. If theAffairs (VA) certifies that you are perma-paid at least the minimum wage. But the ac-
total of (2) and (3) is more than (1), you can-nently and totally disabled, you can file VAtivity was not substantial because his duties not take the credit. This computation isForm 21–0172, Certification of Permanentwere nonproductive. These facts do not, by found in Part III, lines 18–20, of either Sched-Total Disability, instead of the physician’sthemselves, show that John is able to en- ule R or Schedule 3. In certain cases thestatement. VA Form 21–0172 must begage in substantial gainful activity. amount of your credit may be limited. Seesigned by a person authorized by the VA to

Example 4.  Joan, who retired on disabil- Limits on Credit, later.do so. You can get this form from your local
ity from employment as a bookkeeper, lives VA regional office.
with her sister who manages several motel Step 1. Determine Overall
units. Joan assists her sister for one or two Disability income.   If you are under age 65, Income Limit hours a day by performing duties such as you can qualify for the credit only if you have

To figure the credit, you must first determinewashing dishes, answering phones, register- taxable disability income.
your overall income limit. See Table 34–1.ing guests, and bookkeeping. Joan can se- Disability income must meet the following Overall Income Limits for Schedule R andlect the time of day when she feels most fit to two requirements: Schedule 3.perform the tasks undertaken. Work of this

1) The income must be paid under yournature, performed off and on during the day
employer’s accident or health plan or Overall income limit for persons underat Joan’s convenience, is not activity of a
pension plan. age 65.  If you are a qualified individual under‘‘substantial and gainful’’ nature even if she

age 65, your overall income limit cannot beis paid for the work. The performance of 2) The income must be wages or pay-
more than your taxable disability income.these duties does not, of itself, show that ments in lieu of wages for the time you
This limit affects you only if one of the fol-Joan is able to engage in substantial gainful are absent from work because of per-
lowing applies:activity. manent and total disability.

Sheltered employment.  Certain work 1) Your filing status is single, head of
offered at qualified locations to physically or household, or qualifying widow(er) withAny payment you receive from a plan that
mentally impaired persons is considered dependent child and your taxable disa-does not provide for disability retirement is
sheltered employment. These locations are bility income is less than $5,000,not disability income. Any lump-sum pay-
in sheltered workshops, hospitals and simi- ment for accrued annual leave that you re- 2) Your filing status is married filing a joint
lar institutions, homebound programs, and ceive when you retire on disability is a salary return and:
Department of Veterans Affairs (VA) spon- payment and is not disability income.

a) Your spouse is also a qualified individ-sored homes. Compared to commercial em- For purposes of the credit for the elderly
ual under 65 and your combined taxa-ployment, pay is lower for sheltered employ- or the disabled, disability income does not
ble disability income is less thanment. Therefore, one usually does not look include amounts you receive after you reach
$7,500,for sheltered employment if he or she can mandatory retirement age. Mandatory retire-

get other employment. The fact that one has b) Your spouse is under 65 and not ament age is the age set by your employer at
accepted sheltered employment is not proof qualified individual and your taxablewhich you would have had to retire, had you
of that person’s ability to engage in substan- disability income is less than $5,000,not become disabled.
tial gainful activity. or

Physician’s statement.  If you are under c) Your spouse is 65 or older and your
65, you must have your physician complete a taxable disability income is less thanFiguring the Credit statement certifying that you are perma- $2,500, or
nently and totally disabled. Attach the state- You can figure the credit yourself (see the 3) Your filing status is married filing sepa-ment to your return. You can use the physi- explanation that follows), or the IRS will fig- rately and your taxable disability incomecian’s statement in Part II of either Schedule ure it for you. See Credit Figured for You, is less than $3,750.R (Form 1040) or Schedule 3 (Form 1040A). later.
However, check the box on line 2 and do not
attach a physician’s statement if: Figuring the credit yourself.   If you figure Step 2. Total Certainthe credit yourself, fill out the front of either1) You filed a physician’s statement for

Nontaxable Income Schedule R (if you are filing Form 1040) orthis disability for 1983 or an earlier year,
Schedule 3 (if you are filing Form 1040A).or you filed a statement for tax years af- Once you have determined your overall in-
Next, fill out Part III of either Schedule R orter 1983 and your physician signed line come limit, you must reduce it by the total
Schedule 3. There are three steps to followB on the statement, and amount of nontaxable social security and
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that are a return of your cost of a pensionTable 34-1. Overall Income Limits for Schedule R and Schedule 3
or annuity do not reduce your overall in-
come limit.

If your filing status is: Amount to enter on
line 10 of Schedule R

You should be sure to take into accountor Schedule 3 is:
all of the nontaxable amounts you receive.
These amounts are verified by the IRS

Single, an unmarried head of household, or a through information supplied by other gov-
qualifying widow or widower and ernment agencies.

● 65 or older .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
● under 65 and retired on permanent and total Step 3. Determine Excess

disability 1. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000 Adjusted Gross Income 
You also have to subtract the amount of your
excess adjusted gross income from the

Married filing a joint return and overall income limit used to figure your
credit.● both of you are 65 or older .. . . . . . . . . . . . . . . . . . . . . . $7,500

You figure your excess adjusted gross in-● both of you are under 65 and one of you
come as follows:retired on permanent and total disability 1 . . . . . . $5,000

● both of you are under 65 and both of you 1) Subtract from your adjusted gross in-
retired on permanent and total disability 2 . . . . . . $7,500 come the amount shown for your filing

● one of you is 65 or older, and the other is status in the following list:
under 65 and retired on permanent and total

a) $7,500 if you are single, a head ofdisability 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,500
household, or a qualifying widow(er)

● one of you is 65 or older, and the other is
with a dependent child,

under 65 and not retired on permanent and
b) $10,000 if you are married filing a jointtotal disability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000

return, or

c) $5,000 if you are married filing a sepa-
rate return and you and your spouseMarried filing a separate return and did not live
did not live in the same household atwith your spouse at any time during the year and
any time during the tax year.

● 65 or older .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,750
2) Divide the result of (1) by 2.● under 65 and retired on permanent and total

disability 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,750
Figure your excess adjusted gross in-

come on lines 14 through 17 of either Sched-1 Amount cannot be more than the taxable disability income.
ule R or Schedule 3.2 Amount cannot be more than your combined taxable disability income.

If the total of your nontaxable social se-3 Amount is $5,000 plus the taxable disability income of the spouse under age 65, but not more than curity or other nontaxable pensions or disa-$7,500.
bility benefits (line 13c of either Schedule R
or Schedule 3) plus your excess adjusted
gross income (line 17 of either Schedule R orcertain other nontaxable payments (covered Do not include a lump-sum death ben-
Schedule 3) equals or is more than yourefit payment you may receive as a surviv-later) you receive during the year.
overall income limit, you will not be able toing spouse, or a surviving child’s insur-Enter these nontaxable payments on line
take the credit.ance benefit payments you may receive13a or 13b of either Schedule R or Schedule

as a guardian.3, and total them on line 13c. If you are mar- Example.  You are 66 years old and your
ried filing a joint return, you must enter the spouse is 64. Your spouse is not disabled.● Social security equivalent part of tier 1
combined amount of nontaxable payments You file a joint return on Form 1040. Your ad-railroad retirement pension payments that
both you and your spouse receive. justed gross income is $14,630. Togetherare not taxed. This is the nontaxable part

Worksheets are provided in the Form you received $3,200 from social security,of the amount of benefits shown in box 5
1040 or Form 1040A instructions to help you which was nontaxable. You figure the creditof Form RRB–1099.

as follows:determine if any part of your social security
● Nontaxable pension or annuity paymentsbenefits (or equivalent railroad retirement

or disability benefits that are paid under a 1) overall income limit . . . . . . . . . . . . . . . . . . . . $5,000benefits) is taxable. The nontaxable portions
law administered by the Department of 2) Subtract the total of:are used to reduce your base amount. Veterans Affairs (VA). Do not include a) Social security and otherThe following payments reduce your amounts received as a pension, annuity, nontaxable pensions . . . . . . $3,200overall income limit. or similar allowance for personal injuries b) Excess adjusted gross
or sickness resulting from active service income [($14,630 –
in the armed forces of any country or in● Nontaxable social security payments. This $10,000) ÷  2] . . . . . . . . . . . . . 2,315 5,515
the Coast and Geodetic Survey or theis the nontaxable part of the amount of 3) Balance (Not less than –0–) . . . . . . . . . . . –0–Public Health Service, or as a disabilitybenefits shown in box 5 of Form SSA–
annuity under section 808 of the Foreign 4) Credit –0–1099, which includes disability benefits,
Service Act of 1980.before deducting any amounts withheld to

pay premiums on supplementary Medi- You cannot take the credit since your● Pension or annuity payments or disability
care insurance, and before any reduction nontaxable social security (line 2a) plus yourbenefits that are excluded from income
because of receipt of a benefit under under any provision of federal law other excess adjusted gross income (line 2b) is

than the Internal Revenue Code. Amountsworker’s compensation. more than your amount on line 1.

Page 256 Chapter 34 CREDIT FOR THE ELDERLY OR THE DISABLED



If you file Form 1040A and you want the 1) Overall income limit . . . . . . . . . . . . . . . . . . . . $5,000Limits on Credit 
IRS to figure your credit, see Form 1040A 2) Taxable disability pension . . . . . . . . . . . . . $8,400
under Tax Figured by IRS in Chapter 31.Your credit may be limited because of the al-

3) Smaller of (1) or (2) . . . . . . . . . . . . . . . . . . . . $5,000ternative minimum tax.
4) Subtract the total of:The amount of your credit may be limited

a) Nontaxable disabilityif: Examples benefits (social security) . . . $3,000
b) Excess adjusted gross1) You file Schedule C, C–EZ, D, E, or F

The following examples illustrate the credit income (Form 1040), and
for the elderly or the disabled. Assume that [($8,500 –  $7,500) ÷  2] 500 3,500
none of the taxpayers in these examples had2) The amount on Form 1040, line 22, is 5) Balance (Not less than 0) . . . . . . . . . . . . . . $1,500
to file a Form 6251. The overall income limitsmore than:

6) Credit (15% of $1,500) $ 225are taken from Table 34–1, shown earlier.

$33,750 if single or head of
His credit is $225. He enters $225 on lineExample 1.  Jerry Ash is 68 years old andhousehold,

40 of Form 1040.single, and files Form 1040A. He received
Example 3.  William White is 53. His wifethe following income for the year:$45,000 if married filing jointly or

Helen is 49. William had a stroke 10 yearsqualifying widow(er) with a depen-
ago and retired on permanent and total disa-dent child, or

Nontaxable social security . . . . . . . . . . . . . . . $3,120 bility. He is still permanently and totally dis-
Interest (taxable) . . . . . . . . . . . . . . . . . . . . . . . . . 215 abled because of the stroke. In November of$22,500 if married filing separately.
Pension (all taxable) . . . . . . . . . . . . . . . . . . . . . . 3,600 last year, Helen was injured in an accident at
Wages from a part-time job . . . . . . . . . . . . . . . 4,245 work and retired on permanent and total

For purposes of (2), include any tax-ex- disability.
empt interest from private activity bonds is- William received nontaxable social se-

Jerry’s adjusted gross income is $8,060sued after August 7, 1986, and any net oper- curity disability benefits of $3,000 during the
($4,245 + $3,600 + $215). Jerry figures theating loss deduction. year and a taxable disability pension of
credit on Schedule 3 (Form 1040A) asIf both (1) and (2) do not apply, your $6,000. Helen earned $9,200 from her job
follows:credit is not subject to this limit. Enter the and received a taxable disability pension of

amount of the credit from Schedule R, line $1,000. Their joint return on Form 1040
20, on Form 1040, line 40. shows adjusted gross income of $16,2001) Overall income limit . . . . . . . . . . . . . . . . . . . . $5,000

If you meet both (1) and (2), get Form ($6,000 + $9,200 + $1,000).2) Subtract the total of:
6251, Alternative Minimum Tax—Individuals, Helen got her doctor to complete Part IIa) Social security and other
and complete it through line 24. The limit on of Schedule R. William had filed a physi-nontaxable pensions . . . . . . $3,120
your credit will be the smaller of: cian’s statement with their return for the yearb) Excess adjusted gross

he had the stroke. His doctor had signed onincome [($8,060 –  $7,500)
1) Your credit as computed, or line B to certify that William was permanently÷  2] . . . . . . . . . . . . . . . . . . . . . . . .  280 3,400

and totally disabled. William does not have
3) Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,6002) Your regular tax (line 38 of Form 1040) to file another physician’s statement this

minus— 4) Credit (15% of $1,600) $ 240 year. He must fill out Part II of a separate
Schedule R (not shown) and attach it to the

a) Any credit for child and dependent joint return. He checks the box in Part II and
care expenses, and Jerry’s credit is $240. He files Schedule 3 writes his first name in the space above line

(Form 1040A) and shows this amount on line 2.
b) Any amount shown on line 24, Form 24b of Form 1040A. William and Helen use Schedule R to fig-

6251. ure their $135 credit for the elderly or the dis-
abled. They enter this amount on line 40 ofExample 2.  James Davis is 58 years old
Form 1040. See their filled-in Schedule R onand single, and files Form 1040. Two yearsEnter the smaller of (1) or (2) on Form
the next two pages.ago he retired on permanent and total disa-1040, line 40. If (2) is the smaller amount,

bility, and he is still permanently and totallyalso write ‘‘AMT’’ on the dotted line next to
disabled. He filed the required physician’sline 40, Form 1040, and replace the amount
statement with his return for the year he re-on Schedule R, line 20, with that amount.
tired on disability, so this year he checks the
box in Part II of Schedule R.

Tax credit not refundable.  Your credit for He received the following income for the
the elderly or the disabled cannot be more year:
than the amount of your tax liability. There-
fore, you cannot get a refund for any part of
the credit that is more than your tax. Nontaxable social security . . . . . . . . . . . . . . . $3,000

Interest (taxable) . . . . . . . . . . . . . . . . . . . . . . . . . 100
Taxable disability pension . . . . . . . . . . . . . . . . 8,400

Credit Figured for You 
If you file Form 1040 and you want the IRS to James’ adjusted gross income is $8,500
figure your credit, see Form 1040 under Tax ($8,400 + $100). He figures the credit on
Figured by IRS in Chapter 31. Schedule R as follows:
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Self-employed persons.  If you are self-em- ● You did not earn enough money to file
ployed and your net earnings are $400 or a return.
more, be sure to correctly fill out Schedule35. 2) Meet certain rules. These rules are ex-
SE (Form 1040), Self-Employment Tax, and plained in Who Can Claim the Credit?
pay the proper amount of self-employment

3) Fill out the EIC Worksheet to figure theEarned Income tax. If you do not, you may not get all the
amount of credit and where to enter itcredit you are entitled to.
on Form 1040, 1040A, or 1040EZ. FillCredit
out Schedule EIC and attach it to Form
1040 or 1040A only if you have one orImportant Reminders more qualifying children.

Advance payment of the earned income 4) An easier way— Let the Internal Reve-Important Changes credit in your paycheck.  If you qualify for nue Service figure the credit for you.
the earned income credit, you can receive See IRS will figure your credit for you,for 1996 part of it in each paycheck throughout the later.
year. See Advance Earned Income CreditEarned income amount is more.  The
Payments, later, for more information. This chapter will explain the following:amount you can earn in 1996 and still get the

credit is more than in 1995. The amount you ● Who can claim the credit,
Certain nonresident aliens cannot claimcan earn in 1996 must be less than:

● What is earned income,the earned income credit.  If you are a non-
● $25,078 with one qualifying child, resident alien for any part of the year, you ● How to figure the credit, and

cannot claim the earned income credit un-● $28,495 with more than one qualifying
● What form you will need to claim theless you are married to a U.S. citizen or resi-child, or credit.dent and choose to be treated as a resident

● $9,500 without a qualifying child. alien for the entire year. See Nonresident
alien for more information.

Useful Items
You may want to see:Earned income credit is more.  The Military personnel.  For purposes of the

amount of the credit for 1996 is more than in earned income credit, if you are in the U.S.
1995. The most credit you can receive in Publicationmilitary on extended active duty outside the
1996 is: United States, you are considered to live in □ 504 Divorced or Separated

the United States during that duty period. Individuals● $2,152 with one qualifying child,
Therefore, you may be able to claim the

□ 533 Self-Employment Tax● $3,556 with more than one qualifying earned income credit if you meet all the
child, or other rules. See Military personnel, later, for □ 596 Earned Income Credit

a definition of ‘‘extended active duty.’’
● $323 without a qualifying child.

Form (and Instructions)
Income earned by an inmate at a penal in-

□ Schedule EIC Earned Income Creditstitution.  Amounts prisoners receive for
Social security numbers.  You must pro- their work while inmates at a penal institution □ Schedule SE (Form 1040) Self-
vide a correct and valid social security num- do not qualify for the earned income credit. Employment Tax
ber for each person listed on your tax return

□ W–5 Earned Income Credit Advancewho was born before December 1, 1996. Credit has no effect on certain welfare Payment CertificateFor purposes of the earned income credit, benefits.  The earned income credit and the
this includes yourself, your spouse, and any advance earned income credit payments
qualifying children. If a social security num- you receive will not be used to determine Who Can Claimber is missing or incorrect, you may not get whether you are eligible for the following
the credit. See Social security number, later. benefit programs or how much you can re- the Credit? 

ceive from the programs:
The earned income credit is available to per-Investment income more than $2,200.

● Aid to Families With Dependent Children sons with a qualifying child and to personsYou cannot claim the earned income credit if
(AFDC), without a qualifying child. This section will listyour investment income is more than

separately the rules that persons with a qual-● Medicaid,$2,200. For most people, investment income
ifying child must meet to get the credit andis taxable interest and dividends, tax-exempt ● Supplemental Security Income (SSI),
the rules that persons without a qualifyinginterest, and capital gain net income. To get

● Food Stamps, and child must meet to get the credit. Some ofmore detailed information, see Investment
the rules are the same, but some of the rulesIncome later. ● Low-income housing.
only apply to persons with a qualifying child
or to persons without a qualifying child. UseModified AGI (adjusted gross income).
the discussion that applies to you. A ‘‘qualify-Generally, you must know your earned in-
ing child’’ is explained later, under Who Is acome and modified AGI to figure the amount Introduction Qualifying Child.of your earned income credit. See Modified

AGI (adjusted gross income), later. Modified The earned income credit is a special credit
Military personnel.  U.S. military personnelAGI will also affect persons who have the for certain persons who work. The credit
stationed outside the United States on ex-same qualifying child. See Qualifying Child reduces the amount of tax you owe (if any)
tended active duty are considered to live infor More Than One Person, later. and is intended to offset some of the in-
the U.S. during that duty period for purposescreases in living expenses and social secur-

If you had a 1996 Form W-5 in effect of the earned income credit.ity taxes.
before June 27, 1996, get Publica- Extended active duty.  Extended activeTo get the credit you must:
tion 596, Earned Income Credit, and duty means you are called or ordered to duty

1) File a tax return—even if:go to Part IV, Form W-5 Before June 27, for an indefinite period or for a period of
1996. ● You do not owe any tax, or more than 90 days. Once you begin serving
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your extended active duty, you are still con- Nonresident alien.  If you are a nonresident for an eligible foster child). See Birth or
alien for any part of the year, you cannot death of a child, later and Military per-sidered to have been on extended active
claim the credit unless: sonnel, earlier, for more information.duty even if you serve less than 90 days.

You, your spouse, and your qualifying1) You are married to a U.S. citizen or a
child must have a social security num-See Publication 3, Armed Forces resident alien, and

Tax Guide, for more information and ber issued by the Social Security Admin-
2) You choose to be treated as a residentexamples on claiming the earned in- istration. See Social security number

for all of 1996.come credit. earlier.

2) You must have earned income duringIf you make this choice, you and your
the year.spouse are taxed on your worldwide income.Social security number.   You must provide

You cannot claim any tax treaty benefits as a 3) Your earned income and modified AGIa correct and valid social security number
resident of a foreign country during the tax must each be less than:(SSN) for each person listed on your tax re- year in which the choice is in effect.

turn who was born before December 1, How to make the choice.  To make the ● $25,078 if you have one qualifying
1996. Enter the SSN for your qualifying child choice, file a joint return for the first tax year child, or
on Schedule EIC, line 4. If your qualifying for which the choice applies and attach a

● $28,495 if you have more than onechild is also your dependent, enter the SSN statement. The statement should contain
qualifying child.on Schedule EIC, line 4, and also on line 6c the following:

See Modified AGI (adjusted gross in-of Form 1040 or 1040A.
1) A declaration that one spouse was a come), later.If you, your spouse, or your child does not

nonresident alien and the other spouse
have an SSN, apply for one by filing Form 4) Your investment income cannot bewas a U.S. citizen or resident alien on
SS–5 with your local Social  Securi ty more than $2,200. Investment income isthe last day of your tax year and that you
Administration. defined later.choose to be treated as U.S. residents

If either you, your spouse, or your child is for all of 1996, and 5) Your filing status can be any filing statusa resident or nonresident alien who does
2) The name, address, and social security except married filing a separate return.not have (and is not eligible to get) an SSN,

number of each spouse. See Married persons living apart, later.file Form W–7, Application for IRS Individual
Taxpayer Identification Number. This is 6) You cannot be a qualifying child of an-

For more detailed information, get Publi-known as an ITIN. Enter this ITIN wherever other person. If you are filing a joint re-cation 519, U.S. Tax Guide for Aliens.the SSN is requested. Use it for tax purposes turn, neither you nor your spouse can be
only. a qualifying child of another person.If you make the choice and qualify

for the earned income credit, you 7) Your qualifying child cannot be the qual-Earned income credit denied. You will need social security numbers on ifying child of another person whosecannot claim the credit using an your income tax return for you, your spouse, modified AGI is more than yours.ITIN. and any qualifying children. See Social se-
8) You usually must claim as a dependentcurity number, earlier for more information.

a qualifying child who is married. SeeFor purposes of claiming the earned in-
Qualifying child who is married undercome credit, you must have an SSN for you,

Unmarried couples living together.  Gen- Relationship Test, for an exception.your spouse, and your qualifying child. The
erally, only one person can claim the creditSSN must be issued by the Social Security 9) You are not filing Form 2555, Foreignwhen unmarried couples live together andAdministration to a U. S. citizen or to a per- Earned Income (or Form 2555–EZ, For-have a child living with them. If the child is ason who has permission from the Immigra- eign Earned Income Exclusion ).qualifying child for both persons, only the

tion and Naturalization Service to work in the
person with the higher modified adjusted

United States. For 1996, if your child was gross income can be eligible to claim the
born in December 1996, an SSN is not If you meet all these rules, fill outcredit. The person with the lower modified
needed. For 1997, an SSN will be needed no Schedule EIC and attach it to eitheradjusted gross income cannot claim the
matter when during the year the child is born. Form 1040 or Form 1040A. Alsocredit under the rules for Persons Who Work

complete the EIC Worksheet to figure theand Have One or More Qualifying Children or
amount of your credit. If you have a qualify-Persons Who Work and Do Not Have a Qual-If the filing deadline is approaching.  If the
ing child, you cannot file Form 1040EZ.ifying Child.  See Modified AGI (adjustedfiling deadline is approaching and you still do

gross income), later.not have an SSN, you have two choices.
Enter ‘‘No’’ next to line 54 (Form 1040) or

line 29c (Form 1040A) if you cannot claimIf you had a 1996 Form W-5 in effect1) Request an automatic extension (Form
the credit because:before June 27, 1996, go to Part IV,4868) to August 15. This extension does

Form W-5 Before June 27, 1996, innot give you extra time to pay any 1) Your total taxable and nontaxable in-
Publication 596.amount you expect to owe. You should come was $25,078, or more if you have

pay any amount you expect to owe to one qualifying child (or $28,495 or more
avoid interest or penalty charges (see if you have more than one qualifyingPersons Who Work andthe instructions for Form 4868, Applica- child),
tion for Automatic Extension of Time to Have One or More

2) You (or your spouse if filing a joint re-File U.S. Individual Income Tax Return). Qualifying Children turn) were a qualifying child of another
Generally, if you are a nonresident alien for2) File the return on time, without claiming person in 1996,
any part of the year, you cannot claim thethe earned income credit and do not at-

3) Your qualifying child is also the qualify-credit. See Nonresident alien, earlier. Totach Schedule EIC (if you have a qualify-
ing child of another person whose modi-claim the earned income credit, you musting child). After receiving the SSN, file fied AGI is more than yours, ormeet all the following rules.an amended return (Form 1040X) claim-

4) You, your spouse, or qualifying childing the credit and attach a filled-in 1) You must have a qualifying child who
does not have an SSN. See Social se-Schedule EIC (if you have a qualifying lived with you in the United States for
curity number, earlier.child). more than half the year (the whole year
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Investment income.  You cannot claim the 2) Your earned income and modified ad-
earned income credit if your investment in- justed gross income must each be less Explanation of Rules
come is more than $2,200. For most people, than $9,500. See Modified AGI (ad- For Persons With ainvestment income is the total of the follow- justed gross income), later.
ing amounts. Qualifying Child 3) Your investment income cannot be
● Taxable interest (line 8a of Form 1040 or more than $2,200. See Investment in- In this section you will find explanations and1040A). come earlier. examples for some of the rules listed under
● Tax-exempt interest (line 8b of Form 1040 Who Can Claim the Credit for persons who4) Your filing status can be any filing statusor 1040A). have a qualifying child.EXCEPT married filing a separate re-
● Dividend income (line 9 of Form 1040 or turn. See Married Persons Exception,

1040A). later. Who Is a Qualifying Child? 
● Capital gain net income (line 13 of Form You have a qualifying child if your child5) You cannot be a qualifying child of an-

1040, if more than zero). meets three tests and has a social securityother person. If you are filing a joint re-
number (see Social security number, earlier).turn, neither you nor your spouse can beHowever, if you are reporting income The three tests are:a qualifying child of another person. Seefrom the rental of personal property on Form

Qualifying Child of Another Person 1) Relationship,1040, line 21, investment income also in-
under Explanation of Rules for Personscludes that income in excess of the total de- 2) Residency, and
Without a Qualifying Child, later.ductible related expenses. If you are filing 3) Age.

Schedule E (Form 1040), Supplemental In- 6) You (or your spouse, if filing a joint re-
come and Loss, investment income may turn) must be at least age 25 but under
also include additional amounts. See Publi- Your qualifying child does not nec-age 65 at the end of your tax year (usu-
cation 596 for details. essarily have to be your dependent.ally December 31). See Age Rule, later.

See Qualifying child who is married.
If you had a 1996 Form W-5 in effect 7) You are not eligible to be claimed as a
before June 27, 1996, go to Part IV, dependent on anyone else’s return. If If your child does not meet all three tests
Form W-5 Before June 27, 1996, in you file a joint return, neither you nor then the child is not a qualifying child. How-

Publication 596. ever, you might qualify for the credit if you doyour spouse can be eligible to be
not have a qualifying child and your earnedclaimed as a dependent on anyone
income is under $9,500. See Persons Whoelse’s return. See Dependent Rule,Married persons living apart.  Married per- Work and Do Not Have a Qualifying Child forlater.sons living apart usually must file a joint re-
more information.

turn to claim the earned income credit. Even 8) Your main home (and your spouse’s if
though you are married, you may file as head filing a joint return) must be in the United Make sure the social security num-
of household if: States for more than half the year. See bers for you, your spouse, and your

qualifying child are correct. If theyMain Home Rule, later.1) Your spouse did not live in your home at
are missing or incorrect, you may not get theany time during the last 6 months of the 9) You are not filing Form 2555, Foreign credit. See Social security number, earlier.year, Earned Income, or Form 2555–EZ, For-

2) You paid more than half the cost to eign Earned Income Exclusion.
keep up your home for the entire year, Relationship Test 
and

To meet the relationship test, the child mustTo get the credit, you must have so-3) Your home was, for more than half the be your:cial security numbers for you andyear, the main home of your child,
your spouse. See Social security ● Son, daughter, or adopted child (or a de-stepchild, adopted child, or foster child.

number, earlier. scendant of your son, daughter, orYou also must be entitled to claim an
adopted child—for example, yourexemption for your child.
grandchild)

If you meet all these rules, fill out
You will meet (3) even if you cannot claim ● Stepson or stepdaughter, orthe EIC Worksheet to figure the

your child as an exemption because: amount of your credit. ● Eligible foster child (this could include a
1) You released your claim in writing to the niece, nephew, brother, sister, cousin,

Enter ‘‘No’’ next to line 54 (Form 1040),other parent by filling out Form 8332, or etc.).
line 29c (Form 1040A), or line 8 (Forma similar written statement, or
1040EZ) if you cannot claim the credit2) There is a pre–1985 agreement (decree
because: Adopted child.  Your adopted child includesof divorce or separate maintenance or

a child placed with you for adoption by an au-written agreement) granting the exemp- 1) Your total taxable and nontaxable
thorized placement agency, even if thetion to your child’s other parent. earned income was $9,500 or more,
adoption is not final.

2) You (and your spouse if filing a joint re-
turn) were under age 25 or over age 64, Eligible foster child.  For purposes of thePersons Who Work and earned income credit, a person is your eligi-3) Your home (and your spouse’s if filing aDo Not Have a ble foster child if:joint return) was not in the United States

Qualifying Child 1) The child lived with you and was a mem-for more than half the year, or
ber of your household for the wholeGenerally, if you are a nonresident alien for

4) You (or your spouse if filing a joint re- year, andany part of the year, you cannot claim the
turn) were a qualifying child for anotherearned income credit. If you do not have a 2) You cared for that child as you wouldperson in 1996.qualifying child, then you must meet all the your own child.

following rules to claim the credit: 5) You (or your spouse if filing a joint re-
turn) do not have a social security1) You must have earned income during As long as both (1) and (2) are met, any
number.1996. person can be your ‘‘eligible foster child.’’
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The eligible foster child does not have to be daughter are qualifying children of yourAge Test 
related to you. mother.To meet the age test, your child must meet

You cannot claim the earned incomeone of three rules.
Qualifying child who is married.  You gen- credit because you are your mother’s quali-

1) The child must be under age 19 at theerally must claim an exemption for your mar- fying child.
end of the year,ried qualifying child. If you cannot claim an

2) The child must be a full-time studentexemption for your married qualifying child, Qualifying Child forunder age 24 at the end of the year, oryou may still get the earned income credit if More Than One Person you meet either of the following: 3) The child must be permanently and to-
If you and someone else have the sametally disabled at any time during the tax1) You cannot claim your child’s exemp-
qualifying child, only the person with theyear, regardless of age.tion because you gave that right to your
higher modified AGI may be able to claim thechild’s other parent by filling out Form
credit. This is true even if the person with the8332 or a similar written statement, or
higher modified AGI does not meet all theFull-time student.  Your child is a full-time

2) You cannot claim your child’s exemp- rules to claim the credit. See Modified AGIstudent if he or she:
tion because you gave that right to your (adjusted gross income) under How To Fig-

● Was enrolled as a student at a school dur-child’s other parent in a pre–1985 ure the Credit.
ing any 5 months of 1996 for the numberagreement (such as a separation agree-

Example 1.  You and your son lived withof hours or classes that the school con-ment or divorce decree).
your mother all year. You are 25 years old.siders to be full time, or
Your only income was $9,300 from a part-● Took a full-time, on-farm training courseIf you need more information about either
time job. Your mother’s only income wasduring any 5 months of 1996. The courseof these exceptions or when you can claim
$15,000 from her job.had to be given by a school or a state,an exemption for your child, see Chapter 3.

Your son is a qualifying child of both youcounty, or local government agency.
and your mother. However, because youResidency Test both have the same qualifying child, only one

To meet the residency test: A school includes technical, trade, of you can claim the credit. Because your
and mechanical schools. It does not mother’s modified AGI ($15,000) is more1) You must have a child who lived with
include on-the-job training courses than your modified AGI ($9,300), only youryou for more than half the year (the

or correspondence schools. mother can claim the earned income credit.whole year if your child is an eligible fos-
You cannot claim the credit under the rulester child), and
for persons with one or more qualifying chil-2) The home must be in the United States Permanently and totally disabled.  Your dren or persons without a qualifying child.(one of the 50 states or the District of child is permanently and totally disabled if

Example 2.  Use the same facts from Ex-Columbia). both the following apply:
ample 1, except that your mother’s modified

1) He or she cannot engage in any sub-
AGI is $40,000.To meet the residency test, you do not stantial gainful activity because of a

Your mother cannot claim the earned in-need a traditional home. For example, if your physical or mental condition, and
come credit because her modified AGI ischild lived with you for more than half the

2) A doctor determines the condition has more than $25,078. Even though youryear in a homeless shelter, the residency
lasted or can be expected to last contin- mother cannot claim the earned incometest is met.
uously for at least a year or can lead to credit, you cannot claim the credit either, be-
death. cause your mother’s modified AGI is moreBirth or death of a child.  You will meet the

than yours.rule for a child living with you for more than
half the year if: Example 3.  You and your sister shared aOther Rules for a house for the entire year. You have 3 young● The child was alive for half the year or

children who lived in the household. YourQualifying Child less during the year, and
sister does not have any children. However,The next two items explain what happens if:● The child lived with you for the part of the
she cares for your children as if they wereyear he or she was alive. 1) You (or your spouse if filing a joint re-
her own. You earn $12,000 and your sisterturn) are a qualifying child of another
earns $13,000.person, orIf your qualifying child is an eligible foster

The children meet the age and residencychild, you will meet the rule for a child living 2) You and someone else have the same test for both you and your sister. They meetwith you for the whole year if: qualifying child. the relationship test for you because they
● The child was born or died during the are your children. They also meet the rela-

year, and tionship test for your sister because they
Qualifying Child of lived with her in the same household for the● The child lived with you for the part of
Another Person whole year. She cared for them as if they1996 he or she was alive.

were her own. Therefore, they qualify as herIf you (or your spouse if filing a joint return)
eligible foster children.are a qualifying child of another person, then

Your children are qualifying children foryou cannot claim the earned income credit—Temporary absences.  You will meet the
both you and your sister. However, becauseno matter how many qualifying children youresidency test if you or the child is away from

have. your sister’s modified AGI is higher thanhome on a temporary absence due to a spe-
yours, she is the only one who can claim thecial circumstance. Examples of a temporary Example.  You and your daughter lived
credit.absence include: with your mother all year. You are 22 years

Schedule EIC has spaces to enter theold and attended a trade school full time.
● Illness, names of only 2 children. In this exampleYou had a part-time job and earned $5,700.
● Attending school, there are 3 children. You cannot split theYou had no other income. Your mother

qualifying children. Your sister’s higher modi-worked and earned $16,000.● Business,
fied AGI entitles her to the credit for all 3Your daughter is your qualifying child.

● Vacation, or qualifying children whether or not theirYour mother meets all the rules for the
names appear on Schedule EIC.● Military service. earned income credit. Both you and your

Chapter 35 EARNED INCOME CREDIT Page 263



If the other person is your spouse qualifying child. Your son is 19, not a full-time Dependent Rule 
and you file a joint return, this rule student, and is not permanently and totally You (or your spouse if filing a joint return)does not apply. disabled. Even though your son is your de- must be able to claim an exemption for your-

pendent, he is not your qualifying child when self on your tax return. If someone else can
figuring the earned income credit. claim you as a dependent on their return, you

cannot claim the earned income credit. IfExample 2.  The facts are the same as
someone else can claim you as a dependentExplanation of Rules Example 1, except your son is 18. In that
on their return but does not, you still cannotcase, your son is your dependent and a qual-for Persons Without a claim the credit.ifying child. You would qualify for the credit

Example 1.  You are age 25, single, andunder the rules for Persons Who Work andQualifying Child 
living at home with your parents. You workHave One or More Qualifying Children, andIn this section you will find explanations and and are not a student. You earned $7,500.not under the rules for Persons Who Workexamples for some of the rules listed under Your parents cannot claim you as a depen-and Do Not Have a Qualifying Child becauseWho Can Claim the Credit for persons who dent. When you file your return, you claim anyour son is your qualifying child.do not have a qualifying child. The following exemption for yourself. Therefore, you meet

rules are discussed: the ‘‘Dependent Rule.’’
Qualifying Child of● Married Persons Exception Example 2.  You are age 25, single, and

● Qualifying Child of Another Person living at home with your parents. You workAnother Person 
and earned $2,000. Your parents can claim● Age Rule If you (or your spouse if filing a joint return)
you as a dependent but decide not to. Youare a qualifying child of another person, then● Dependent Rule cannot claim the credit because your par-you cannot claim the earned income credit.

● Main Home Rule en ts  cou ld  have  c la imed you  as  a
Example.  You lived with your mother dependent.

during the year. You are age 26 and perma- Example 3.  You file as head of house-
nently and totally disabled. Your only income hold. Your mother is your dependent. YouMarried Persons Exception
was from a community center where you maintain your own home. You worked andMarried persons living apart usually must file
went twice a week to answer telephones. earned $8,500. No one can claim you as aa joint return to claim the earned income
You were paid a small fee of $1,500 for the dependent. You claim an exemption forcredit. Even though you are married, you
year. Your mother worked and earned yourself when you file your return. You meetmay file as head of household if:

the ‘‘Dependent Rule.’’$16,000.
1) Your spouse did not live in your home at

You are a qualifying child of your mother.any time during the last 6 months of the
She can claim the earned income credit if Main Home Rule year,
she meets all the other rules. Because you Your main home (and your spouse’s if filing a2) You paid more than half the cost to are a qualifying child of your mother, you joint return) must be in the United States forkeep up your home for the entire year, cannot claim the earned income credit. more than half the year. Your main home canand

be any location where you regularly live. For
3) Your home was, for more than half of example, some homeless individuals live inAge Rule the year, the main home of your child, shelters. Such individuals are entitled to

adopted child, stepchild, or foster child. You must be at least age 25 but under age claim the credit if they also meet all the other
You also must be entitled to claim an 65 at the end of your tax year. If you are mar- rules for eligibility.
exemption for your child. ried filing a joint return, either you or your U.S. military stationed outside the United

spouse must be at least age 25 but under States on extended active duty are consid-
You will meet (3) even if you cannot claim age 65 at the end of your tax year. It does not ered to live in the U.S. during that duty pe-

an exemption for your child because: matter which spouse meets the age rule, as riod. See Military personnel under Who Can
long as one of the spouses does. The end of● You released your claim in writing to the Claim the Credit for a definition of extended
the tax year for most people is December 31.other parent by filling out Form 8332 or a active duty.

similar written statement, or Example 1.  You are single, age 28, and
● There is a pre–1985 agreement (decree of do not have any children. You meet the ‘‘Age

divorce or separate maintenance or writ- Rule’’ for claiming the earned income credit. What Is Earned
ten agreement) granting the exemption to

Example 2.  You are married and will fileyour child’s other parent. Income? 
a joint return. You are age 23 and your

You have just learned about some of thespouse is age 27. You meet the ‘‘Age Rule’’If the child who qualifies you for head of
rules you must meet if you want to claim thefor claiming the earned income credit be-household status also meets the require-
earned income credit. Another rule everyonecause your spouse is at least age 25 butments of your qualifying child, you cannot
must meet to get the credit is to have earnedunder age 65.claim the credit under Persons Who Work
income. There are two ways to get earnedand Do Not Have a Qualifying Child. Example 3.  You are married and will file income.

Example 1.  You are married and lived a joint return. You are age 62 and your
1) You work for someone who pays you, orapart from your spouse all year. You earned spouse is 66. You meet the ‘‘Age Rule’’ for
2) You work in a business you own.$8,000 and your 19-year-old son lived with claiming the earned income credit because

you all year. You provided more than half the you are at least age 25 but under age 65.
cost of maintaining your home. Your son had That is why this credit is called the

Example 4.  You are married and file aa part-time job and earned $2,000. He was earned income credit. What is ‘‘earned in-
joint return. You worked and your spousenot a full-time student or permanently and to- come?’’ This section will explain what counts
was a full-time student. You are age 29 andtally disabled. You qualify for the ‘‘head of as earned income in order to get the earned
your spouse is age 24. You meet the age testhousehold’’ filing status and claim your son income credit. For examples of what is or is
because you are at least 25 but under 65. Itas a dependent. You can get the earned in- not earned income see Table 35–1. The
does not matter if only one of you hascome credit under the rules for Persons Who paragraphs which follow will explain some
earned income. As long as you meet all theWork and Do Not Have a Qualifying Child. areas that are considered earned income
other rules, you can still get the credit.Your son does not meet the age test for a when figuring the credit.
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under code ‘‘Q.’’ See Publication 3 for moreTable 35-1. Examples of Earned Income When Figuring the Earned
detailed information.Income Credit

Disability payments.  If you retired on disa-
Earned Income bility, payments you receive are considered

Includes: Does not include: earned income until you reach minimum re-
tirement age. Minimum retirement age gen-
erally is the earliest age at which you can re-TAXABLE EARNED INCOME
ceive a pension or annuity if you are not(Enter on EIC Worksheet, line 1)*
disabled. You must report your taxable disa-
bility payments on line 7 of either Form 1040

Wages, salaries, and tips Interest and dividends or Form 1040A, until you reach minimum re-
tirement age.

Union strike benefits Social security and railroad Beginning on the day after you reach
retirement benefits minimum retirement age, payments you re-Long-term disability benefits

ceive are taxable as a pension and are notreceived prior to minimum Welfare benefits
considered earned income. Report the pen-retirement age
sion payments on Form 1040, lines 16a andPensions or annuities
16b (or Form 1040A, lines 11a and 11b).Net earnings from self-

employment (enter on line 5 of the Veterans’ benefits (including VA
Form 1040 EIC Worksheet) rehabilitation payments) Cafeteria plans.   If your employer offers a

benefit plan that allows you to ‘‘pick and
NONTAXABLE EARNED INCOME Workers’ compensation benefits choose’’ among two or more benefits con-
(Enter on EIC Worksheet, line 4)* sisting of cash and certain employee bene-

Alimony fits that are not taxed, you are probably par-
ticipating in a cafeteria plan. Some of the* Voluntary salary deferrals (for Child support
benefits that may be offered include:example: 401(k) plans or the

Federal Thrift Savings Plan) Unemployment compensation ● Accident or health insurance, and
(insurance)

● Dependent care assistance.* Pay earned in a combat zone (box
13, Code Q, of your W–2) Taxable scholarship or fellowship

If you choose a benefit that is not taxedgrants that were not reported on* Basic quarter and subsistence (such as accident and health insurance) andForm W–2allowances and in-kind quarters agree to a voluntary salary reduction for the
and subsistence from the U.S. benefit, the amount of the salary reduction isVariable housing allowance for themilitary (box 13, Code Q, of your military earned income for purposes of this credit.W–2)

Earnings for work performed while Community property laws.  If you live in a* The value of meals or lodging an inmate at a penal institution state that has community property laws forprovided by an employer for
the convenience of the employer married persons, do not follow those com-

munity property laws when using your
* Housing allowance or rental value earned income to figure your earned income

of a parsonage for the clergy credit.
(see ‘‘Ministers and members
of religious orders’’)

Earnings while an inmate at a penal insti-
tution.  Amounts paid to inmates in penal in-* Excludable dependent care
stitutions for their work are not earned in-benefits (line 19 of either Form
come when figuring the earned income2441 or Schedule 2)
credit. If the total on line 7 (Form 1040 or

* Voluntary salary reductions 1040A) or line 1 (Form 1040EZ), includes
such as under a cafeteria such income, subtract that income from the
plan total on line 7 (or line 1). Enter the result on

line 1 of the EIC Worksheet in your tax pack-
* If you want IRS to figure your credit for you, enter the amount and type of your nontaxable

age. Also, enter ‘‘PRI’’ and the amount sub-earned income on line 8 (Form 1040EZ), line 29c (Form 1040A), or line 54 (Form 1040). For
tracted next to line 7 (Form 1040 or 1040A)more information see, ‘‘IRS will figure your credit for you’’ in this chapter.
or in the space to the right of the words ‘‘W–2
form(s)’’ of line 1 (Form 1040EZ).

Earned income that is not taxed.  As you (Form 1040A), or line 8 (Form 1040EZ).
Household employees.  If you were acan see, Table 35–1 includes some exam- More information on how to do this is in the
household employee who did not receive aples of earned income that is not taxed. section called How To Figure the Credit.
Form W–2 because your employer paid youEarned income that is not taxed still counts However, if you are a minister, see Ministers
less than $1,000 in 1996, be sure to includeas earned income when figuring the amount and members of religious orders, later, under
the amount you were paid on line 7 (Formof your earned income credit. If You Own Your Business.
1040 or 1040A) or line 1 (Form 1040EZ).To figure the earned income credit, you
Enter ‘‘HSH’’ and the amount not reportedadd the amounts of earned income that were

Special note for military personnel.  Pay on Form W–2 next to line 7 (Form 1040 ornot taxed to any amounts of taxable earned
earned in a combat zone, basic quarters and 1040A) or in the space to the right of theincome you received during the year. You do
subsistence allowances, and the value of in- words ‘ ‘W–2 form(s)’ ’  of l ine 1 (Formthis by putting the amount of the earned in-
kind quarters and subsistence are all earned 1040EZ).come that is not taxed on line 4 of the EIC
income that is not taxed but must be usedWorksheet. Also, enter the type and amount
when you figure the earned income credit.of earned income that is not taxed in the Note.  If you are not self-employed, a

spaces next to line 54 (Form 1040), line 29c These amounts will be on your W–2 in box 13 statutory employee (explained later), or a
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minister or member of a religious order, skip Ministers and members of religious However, the amounts received by statutory
orders.  If you can claim the earned income employees have social security and Medi-If You Own Your Business and begin reading
credit and file Schedule SE and the amount care taxes withheld. For purposes of thethe section called How To Figure the Credit.
on line 2 of that schedule includes an earned income credit, statutory employees
amount that was also reported on Form are treated as employees. Therefore, the

If You Own Your Business 1040, line 7, follow these special rules. gross (total) amount received from employ-
ment is included in earned income. The fourIf you own your business, you are self-em- 1) Print ‘‘Clergy’’ to the right of line 54,
types of statutory employees are:ployed. You must include your net earnings Form 1040.

from self-employment in earned income, 1) An agent (or commission) driver who2) Determine how much of the income re-even if the amount is less than $400. Net delivers food or beverages (other thanported on Form 1040, line 7, was also
earnings is the amount you get after you sub- milk) or laundry or dry cleaning forreported on Schedule SE, line 2.
tract your business expenses and half of someone else.

3) Subtract that income from the amountyour self-employment taxes from your busi-
2) A full-time life insurance salesperson.on Form 1040, line 7. Enter only the dif-ness gross (total) income. If this figure is a

ference on the EIC Worksheet, line 1. 3) A homeworker who works by the guide-net loss, you must subtract the loss from
lines of the person for whom the work isyour total earned income. 4) Complete Table 35–2 to determine the
done, with materials furnished by andamount to enter on the EIC Worksheet,

If you are self-employed and your returned to that person or to someoneline 5 in the Form 1040 instructions.
net earnings are $400 or more, be that person designates.
sure to correctly fill out Schedule SE If you received a housing allowance or 4) A traveling or city salesperson (other

(Form 1040) and pay the proper amount of were provided housing, do not include the than an agent-driver or commission-
self-employment tax. If you do not, you may allowance or rental value of the parsonage driver) who works full time (except for
not get all the credit you are entitled to. as nontaxable earned income on the EIC sideline sales activities) for one firm or

Worksheet, line 4, in the Form 1040 instruc- person getting orders from customers.You may figure the amount of your net
tions (or in the space provided on line 54 of The order must be for items for resale orearnings by using either the regular or op-
Form 1040). This income should already be use as supplies in the customer’s busi-tional methods shown on Schedule SE included on Schedule SE, line 2. ness. The customers must be retailers,

(Form 1040). Publication 533 and the in-
wholesalers, contractors, or operators

structions for Schedule SE explain these Statutory employee.  Statutory employees of hotels, restaurants, or other busi-
methods. If you are eligible to choose the op- are generally considered self-employed. nesses dealing with food or lodging.
tional method, you may use up to $1,600 as
the amount of earned income.

Example.  You had $20,000 in gross Table 35-2. How To Figure Line 5 of the Form 1040 EIC Worksheet
farm income and a net farm loss of $5,000 (Keep for your records)
for the year. You had no other income. Since
your gross farm income was more than If filing a joint return and your spouse was also self-employed or reported income and
$2,400 and your net earnings (a loss of expenses on Schedule C or C–EZ as a statutory employee, add your spouse’s amounts
$5,000) from farming were less than $1,733, to yours to figure the amounts to enter below.
you can choose the farm optional method of

1. If You Are Filing Schedule SE:figuring self-employment tax.
a. Enter the amount from Schedule SE, Section A, line 3, orEven though you had a net loss for the

Section B, line 3, whichever applies . . . . . . . . . . . . . . . . . . . . . . . 1a.year, you can enter $1,600 as net earnings
from self-employment on Schedule SE. The b. Enter the amount, if any, from Schedule SE, Section B,
$1,600 is earned income for purposes of fig- line 4b. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1b.
uring the earned income credit.

c. Add lines 1a and 1b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1c.

d. Enter the amount from Form 1040, line 25 . . . . . . . . . . . . . . . . 1d.Net earnings from self-employment.  Your
net earnings from self-employment are e. Subtract line 1d from line 1c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1e.
earned income. Net earnings can be found 2. If you are not required to file Schedule SE (for example,
on Schedule SE (Form 1040), Section A, line because your net earnings from self-employment were less
3, or Section B, lines 3 and 4b. From this than $400) complete lines 2a through 2c. But do not include on
amount you must subtract the amount you these lines any statutory employee income or any amount exempt
claimed (or should have claimed) on Form from self-employment tax as the result of the filing and approval of
1040, line 25. This net amount is your earned Form 4029 or 4361.
income to use in figuring the earned income

a. Enter any net farm profit or (loss) from Schedule F, line
credit. If you do not have to file Schedule SE 36, and farm partnerships, Schedule K-1 (Form 1065),
(because your net earnings from self-em- line 15a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2a.
ployment minus half of your self-employ-

b. Enter any net profit or (loss) from Schedule C, line 31,ment tax is under $400), include the net
Schedule C–EZ, line 3, and Schedule K-1 (Form 1065),amount in earned income on line 5 of the EIC
line 15a (other than farming) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2b.Worksheet in the Form 1040 instructions.

c. Add lines 2a and 2b. Enter the total even if a loss . . . . . . . . . . . . . . . . . . . . . . 2c.However, see Table 35–2 for instructions
about figuring the amount to enter on line 5 3. If you are filing Schedule C or C–EZ as a statutory employee,
of the EIC Worksheet. enter the amount from line 1 of that Schedule C or C–EZ.. . . . . . . . . . . . . 3.

4. Add lines 1e, 2c, and 3. Enter the total here and on line 5 of the EICTable 35–2.  If you were self-employed or Worksheet, even if a loss. If the result is a loss, enter it in
you reported your income and expenses on parentheses and read the Caution below . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.
Schedule C (or Schedule C–EZ) as a statu-
tory employee, use Table 35–2 to figure the Caution: If line 5 of the Earned Income Credit Worksheet is a loss, subtract it from the total of lines 3
amount to enter on the EIC Worksheet, line and 4 of that Worksheet and enter the result on line 6 of that worksheet. If the result is zero or less, you
5, in the Form 1040 instructions. can’t take the earned income credit.
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If you were a statutory employee and you a) Complete the EIC Worksheet and Also, replace the amount on the EIC Work-
enter the amount of the credit on line sheet, line 10, with the amount entered onreported your income and expenses on
54 (Form 1040), line 29c (Form Form 1040, line 54.Schedule C (Form 1040) (or Schedule C–
1040A), or on line 8 (Form 1040EZ). Form 1040A and the AMT.  If you fileEZ), your earned income includes the

Form 1040A and included AMT on line 28,amount on line 1 of Schedule C (or Schedule b) Complete Schedule EIC and attach it
subtract it from the amount on line 9 of theC–EZ). to your Form 1040 or Form 1040A, if
Form 1040A EIC Worksheet. Enter the resultIf you need further information about stat- you have a qualifying child.
(if more than zero) on Form 1040A, line 29c.utory employees, see Publication 15–A, Em-
Also, replace the amount on the Formployer’s Supplemental Tax Guide.
1040A EIC Worksheet, line 9, with the

Earned income credit table.   You use this amount entered on Form 1040A, line 29c.Approved Form 4361 and Form 4029. table to find the amount of your credit. The See Form 6251, Alternative MinimumThis section is for persons who have an table is located at the end of this chapter. Tax—Individuals.approved:

Modified AGI (adjusted gross income).● Form 4361, Application for Exemption IRS Will FigureYou need to know your earned income andfrom Self-Employment Tax for Use by
modified AGI when figuring your credit Your Credit For You Ministers, Members of Religious Orders
amount. Your credit amount depends onand Christian Science Practitioners, or There are certain instructions you must fol-
how many qualifying children you have, how low before IRS can figure the credit for you.

● Form 4029, Application for Exemption much you earn, and your modified AGI. In
from Social Security and Medicare Taxes many cases your modified AGI will be the Form 1040 and Waiver of Benefits. same figure as your AGI. AGI includes items If you are filing Form 1040 and you want the

such as taxable social security benefits and IRS to figure the credit for you, you must fillEach approved form exempts certain in- unemployment benefits. out parts of Form 1040 and:come from the self-employment tax. Each Modified AGI for most people filing Form
1) Enter any advance earned incomeform is discussed in this section in terms of 1040, 1040A, or 1040EZ is the same as AGI.

credit payments received in 1996 onwhat is or is not earned income for purposes AGI is the amount on line 31 (Form 1040),
line 49,of the earned income credit. line 16 (Form 1040A), and line 4 (Form

Form 4361.  If you have an approved 1040EZ). 2) Complete Schedule EIC if you have a
Form 4361, amounts you received for per- Modified AGI is the amount on Form qualifying child, and
forming ministerial duties as an employee 1040, line 31, increased by the amount of (1) 3) Print ‘‘EIC’’ next to line 54. Also, if you
are earned income. This includes wages, any loss claimed on Form 1040, line 13 and have any earned income that is not
salaries, tips, and other employee compen- (2) one-half of any losses on Form 1040, taxed, enter the amount and type of in-
sation. Other employee compensation in- lines 12 and 18. But see Publication 596 to come in the spaces provided on line 54.
cludes nontaxable compensation such as figure your modified AGI if you are filing See Table 35–1 for examples of earned
housing allowances or the rental value of a Schedule E or you are claiming a loss from income that is not taxed.
parsonage that you receive as part of your the rental of personal property not used in a

4) If line 7 includes an amount for workpay for services as an employee. trade or business.
performed while an inmate in a penal in-Amounts you received in the exercise of
stitution, print ‘‘PRI’’ and the amount re-If you had a 1996 Form W-5 in effectministerial duties, but not as an employee,
ceived (if any) next to line 7.before June 27, 1996, go to Part IV,are not earned income. Examples include

Form W-5 Before June 27, 1996, infees for performing marriages and honoraria 5) If you were a household employee and
Publication 596.for delivering speeches. did not receive a Form W–2 because

Any compensation you received from an your employer paid you less than
undertaking unrelated to the ministry is $1,000 in 1996, print ‘‘HSH’’ and the

Alternative minimum tax (AMT).   The taxearned income. This is so, whether you re- amount not reported on a Form W–2
laws give special treatment to some kinds ofceived the amounts as an employee or as a next to line 7. Also include the amount
income and expenses. This special treat-self-employed individual. you were paid in the total for line 7.
ment could substantially reduce or eliminate

Form 4029.  If you have an approved an individual’s income tax. So that taxpayers To see which lines on Form 1040 youForm 4029, all wages, salaries, tips, and who benefit from these laws will pay at least must fill out, get Publication 967, The IRSother employee compensation are earned a minimum amount of tax, there is a special Will Figure Your Tax.income. Amounts you received as a self-em- tax called the AMT.
ployed individual are not earned income.

You may have to pay the AMT if your tax-
Also, losses from Schedule C, C–EZ, or F Form 1040A able income for regular tax purposes, com-
cannot be subtracted from wages on line 7 If you are filing Form 1040A and you wantbined with any of the adjustments and pref-
of Form 1040. the IRS to figure the credit for you, you must:erence items that apply to you, totals more

than: 1) Fill in the parts of Form 1040A through
line 22 that apply to you.● $45,000 if you are married filing a joint re-

2) If you file a joint return, use the space toturn (or a qualifying widow(er) with depen-How To Figure
the left of line 22 to separately showdent child)the Credit your own taxable income and your

● $33,750 if your filing status is head of
spouse’s taxable income.

Once you know that you qualify for the household or single
3) Complete lines 24a, 24b, 26, 27, 29a,earned income credit, you need to know how

29b, and any write-ins on line 29d, ifto figure the amount of the credit. You have You must reduce your earned income
they apply to you. If you received anytwo choices of how to figure the credit. credit by the amount of any AMT you have
advance earned income credit pay-for the tax year.1) Have the IRS figure the credit for you. If ments, show the amount of the paymentForm 1040 and the AMT.  If you fileyou would like to do this, see IRS Will on line 26.Form 1040 and included AMT on line 46,Figure Your Credit For You, or

subtract it from the amount on line 10 of the 4) Attach the first copy or Copy B of all
2) If you want to figure the credit yourself, Form 1040 EIC Worksheet. Enter the result your W–2 and 1099–R forms that show

do the following: (if more than zero) on Form 1040, line 54. federal income tax withheld.
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5) Fill in and attach any schedules or forms see Household employees earlier for a spe-Form 1040A, EIC
asked for on the lines you completed. cial instruction.Worksheet, and

6) Complete Schedule EIC if you have a Schedule EIC  If Form 1040, line 7, includes an
qualifying child. Figure the amount of your credit on the EIC amount for a taxable scholarship or

Worksheet if you meet the rules under Who7) Print ‘‘EIC’’ next to line 29c. Also, if you fellowship grant that was not re-
Can Claim the Credit and your total earnedhave earned income that is not taxed, ported on your Form W–2, enter the total line
income (line 7, Form 1040A) and your modi-enter the amount and type of income in 7 amount on line 1 of the EIC Worksheet.
fied AGI (same as AGI) are each less than:the spaces provided. See Table 35–1, Next, enter the amount of the taxable schol-

earlier, for examples of earned income arship or fellowship grant (that was not re-● $ 9,500 if you do not have a qualifying
that is not taxed. ported on your W–2) on line 2 of the Formchild,

1040 EIC Worksheet. Then subtract line 28) If line 7 includes an amount for work ● $25,078 if you have one qualifying child,
from line 1 and enter the result on line 3.performed while an inmate in a penal in- or

stitution, print ‘‘PRI’’ and the amount re-
● $28,495 if you have more than one quali-ceived (if any) next to line 7.

fying child. Form 1040EZ and
9) If you were a household employee and EIC Worksheet did not receive a Form W–2 because If you do not meet all the rules, then you

Figure the amount of your credit on the EICyour employer paid you less than do not qualify for the earned income credit. If
Worksheet if you meet the rules under Who$1,000 in 1996, print ‘‘HSH’’ and the you qualify for the credit and have a qualify-
Can Claim the Credit and your total earnedamount not reported on Form W–2 next ing child, you must also fill out Schedule EIC
income (line 1, Form 1040EZ) and your mod-to line 7. Also include the amount you and attach it to your Form 1040A. Do not at-
ified AGI (same as AGI) are each less thanwere paid in the total for line 7. tach the EIC Worksheet to your return.
$9,500. Do not attach the EIC Worksheet toIf line 7 includes any amount paid to an10) Sign and date your return (both spouses your Form 1040EZ return.inmate in a penal institution for work, seemust sign a joint return), enter your oc- If line 1 includes any amount paid to anEarnings while an inmate at a penal institu-cupations, and file your return by April inmate in a penal institution for work, seetion earlier for a special instruction.15, l997. Earnings while an inmate at a penal institu-If you were a household employee who
tion earlier for a special instruction.did not receive a Form W–2 because your

If you were a household employee whoemployer paid you less than $1,000 in 1996,Form 1040EZ did not receive a Form W–2 because yoursee Household employees under What IsIf you are filing Form 1040EZ and you want employer paid you less than $1,000 in 1996,Earned Income? for a special instruction.the IRS to figure the credit for you, you must: see Household employees earlier for a spe-
cial instruction.If Form 1040A, line 7, includes an1) Fill in lines 1–7.

amount for a taxable scholarship or2) If you file a joint return, use the space If Form 1040EZ, line 1, includes anfellowship grant that was not re-under the ‘‘Note’’ to the left of line 6 to amount for a taxable scholarship orported on your W–2, enter the total line 7separately show your own and your fellowship grant that was not re-amount on line 1 of the EIC Worksheet.spouse’s taxable income. ported on your W–2, enter the Form 1040EZ,Next, enter the amount of the taxable schol-
line 1, amount on line 1 of the EIC Work-3) Fill in the amount and type of any arship or fellowship grant (that was not re-
sheet. Next, enter the amount of the taxableearned income that is not taxed in the ported on your W–2) in the box for line 2 of
scholarship or fellowship grant (that was notspaces marked ‘‘Type’’ and ‘‘$’’ to the the Form 1040A EIC Worksheet. Then sub-
on your W–2) on line 2 of the EIC Worksheet.left of line 8. tract line 2 from line 1 of the EIC Worksheet
Then subtract line 2 from line 1 and enter theand enter the result on line 3.4) If you can claim the credit, enter ‘‘EIC’’
result on line 3.

on line 8 in the space to the right of the
words ‘‘earned income below.’’

Form 1040,
5) If line 1 includes an amount for work EIC Worksheet, andperformed while an inmate in a penal in- Examples Schedule EIC stitution, print ‘‘PRI’’ and the amount re-

Figure the amount of your credit on the EICceived (if any) to the right of the words This part of the chapter contains two com-
Worksheet if you meet the rules under Who‘‘W–2 form(s)’’ of line 1. prehensive examples that illustrate how to
Can Claim the Credit and your total earned claim the credit. The first example is about6) If you were a household employee and
income (line 7, Form 1040) and your modi- David and Judy Brown who have 3 children.did not receive a Form W–2 because
fied AGI are each less than: The second example is about Kelly Greenyour employer paid you less than

who does not have a qualifying child.● $ 9,500 if you do not have a qualifying$1,000 in 1996, print ‘‘HSH’’ and the
child,amount not reported on a Form W–2 to

the right of the words ‘‘W–2 form(s)’’ of ● $25,078 if you have one qualifying child, Example 1 
line 1. Also include the amount you were or David and Judy Brown have three children—
paid in the total for line 1. Karl, age 3, and twins Trisha and Mary, age● $28,495 if you have more than one quali-

7) Attach the first copy or Copy B of all 1. The children lived with David and Judy forfying child.
your W–2 forms. all of 1996. David worked and earned

If you qualify for the credit and have a $16,000. He also received $1,500 in unem-8) Sign and date your return (both spouses
qualifying child, you must also fill out Sched- ployment compensation. Judy made craftsmust sign a joint return), enter your oc-
ule EIC and attach it to your Form 1040. Do and sold them at a flea market. Her net earn-cupation, and file your return by April 15,
not attach the EIC Worksheet to your return. ings from self-employment were $350. In ad-l997.

If line 7 includes any amount paid to an dition, they earned $50 interest from a sav-
inmate in a penal institution for work, see ings account.
Earnings while an inmate at a penal institu- Their total earned income is $16,350How To Figure the tion earlier for a special instruction. ($16,000 + $350). Their modified AGI is

Credit Yourself If you were a household employee who $17,900 ($16,000 + $350 + $1,500 +
There are certain instructions you must fol- did not receive a Form W–2 because your $50). David and Judy will file a joint return us-
low if you want to figure the credit yourself. employer paid you less than $1,000 in 1996, ing Form 1040. They qualify for the earned
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income credit and complete Schedule EIC Line 3.  They subtract line 2 from line 1 Line 3.  She subtracts line 2 from line 1
and enter $16,000.and the EIC Worksheet. and enters $6,040.

Line 4.  Because all of David’s andThey take the following steps to com- Line 4.  Kelly leaves this line blank be-
Judy’s earned income is taxable, they leaveplete the forms. Their completed Schedule cause all her income is taxable.
this line blank.EIC and the EIC Worksheet are at the end of Line 5.  She adds lines 3 and 4 and en-

Line 5.  Because Judy was self-em-the chapter. The Browns will attach Sched- ters $6,040. This is her total earned income.
ployed, she completed Table 35–2 and en-ule EIC to Form 1040 when they send their Line 6.  To find her credit, Kelly goes to
tered the result – $350 – here. Table 35–2completed return to IRS. the Earned Income Credit Table at the end
can be found earlier in this chapter. A filled-in of the chapter. She finds her earned income

If you have more than two qualifying Table 35–2 is not shown in this example. of $6,040 (from line 5 above) in the range of
children, list only two of the children Line 6.  They add lines 3, 4, and 5 and $6,000 to $6,050. Kelly follows this line
on Schedule EIC. enter $16,350. This is their total earned across to the column ‘‘No children’’ and

income. finds $266.
Line 7.  To find the amount of their credit, Line 7.  She enters $6,060 from FormStep 1 — Schedule EIC the Browns go to the Earned Income Credit 1040EZ, line 4. Modified AGI on Form

Table at the end of the chapter. They haveThe Browns complete Schedule EIC be- 1040EZ is the same as AGI.
two qualifying children listed on Schedulecause they have qualifying children. They Line 8.  Kelly checks the box for Yes and
EIC—Karl and Trisha. They find their earnedenter ‘‘David and Judy Brown’’ and David’s follows the instruction, because her modified
income of $16,350 (from EIC Worksheet,social security number on the line provided AGI of $6,060 is more than $5,300. Kelly
line 6) in the range of $16,350 to $16,400.at the top of Schedule EIC. They enter the again goes to the Earned Income Credit Ta-
They follow this line across to the columnsocial security number that appears first on ble to find the amount of the credit based on
‘‘Two children’’ and find $2,552. They enterForm 1040. The Browns fill out Information her modified AGI. She finds $6,060 in the
$2,552 on line 7.About Your Qualifying Child or Children range of $6,050 to $6,100. Kelly follows this

Line 8.  The Browns enter their modified(lines 1–6). line across to the column ‘‘No children’’ and
AGI $17,900. This amount is the same asLine 1. The Browns enter only Karl’s and finds $262. Kelly enters $262.
their AGI because the Browns did not haveTrisha’s names. They do not enter Mary’s Line 9.  Because Kelly checked the Yes
any of the types of income shown undername. However, Mary is still a qualifying box for line 8, she enters the smaller of $266Modified AGI (adjusted gross income),child even though her name is not on Sched- (line 6) or $262 (line 8). She enters $262earlier.ule EIC. here and on Form 1040EZ, line 8. The $262Line 9.  The Browns check the box forLine 2. The Browns enter the year of is Kelly’s earned income credit.No and follow the instruction because theirbirth for Karl (1993) in the column ‘‘(a) Child
modified AGI of $17,900 is more than1’’ and for Trisha (1995) in the column ‘‘(b)
$11,650. They again go to the Earned In-Child 2.’’
come Credit Table to find the amount ofLines 3(a) and 3(b). The Browns skip Advance Earned
their credit based on their modified AGI (EICthese lines because the children were born
Worksheet, line 8). They find the $17,900 in Income Creditafter 1977.
the range of $17,900 to $17,950. They followLine 4. The Browns enter Karl’s and Payments  this line across to the column ‘‘Two chil-Trisha’s SSN. See Social security number,
dren’’ and find $2,226. They enter $2,226 onearlier, for more information. Would you like to get part of your earned in-line 9. 

come credit now instead of waiting until afterLine 10.  Because they checked No onIf your child was born in December the end of the year? If you work for someoneline 9, they compare the amounts on line 71996, you do not have to enter his and expect to qualify for the earned income($2,552) and line 9 ($2,226). They enter theor her SSN on line 4. Instead enter
credit in 1997, you can choose to get part ofsmaller amount on line 10 and also on Form‘‘12/96’’ on line 4.
the credit in advance. Give your employer a1040, line 54. The $2,226 is the Browns’
1997 Form W–5 and he or she will includeLine 5. The Browns enter ‘‘son’’ for Karl earned income credit.
part of the credit regularly in your pay.and ‘‘daughter’’ for Trisha. This line shows

the children’s relationship to the Browns. Example 2—Form 1040EZ If you had a 1996 Form W-5 in effect
Line 6. The Browns enter ‘‘12’’ for Karl before June 27, 1996, get Publica-Kelly Green is age 30 and a full-time student.and ‘‘12’’ for Trisha. This line shows how tion 596, Earned Income Credit, andShe lived with her parents in the Unitedmany months in 1996 the children lived with go to Part IV, Form W-5 Before June 27,States for all of 1996. She had a part-timeDavid and Judy. 1996.job and earned $6,040. She earned $20 in-

terest on a savings account. She is not a de-Do not enter more than 12 on line 6.
pendent on her parents’ return because sheCount temporary absences, such as

Who can get the advance payment of thedoes not meet the gross income test. Shefor school, vacation, or medical
earned income credit?  There are certaindoes not have any children. Kelly qualifiescare, as time lived in your home. If the child
basic rules you must meet to see if you canfor the earned income credit. Kelly will filelived with you for more than half of 1996 but
get part of the earned income credit paid toForm 1040EZ and complete the EIC Work-less than 7 months, enter ‘‘7’’ on line 6.
you throughout the year in your paycheck.sheet. The steps she uses follow. Her com-
You must:pleted EIC Worksheet is at the end of the

chapter.Step 2 — EIC Worksheet 1) Work and earn less than a certain
In Step 1 the Browns completed the informa- amount. The amount in 1996 was

Completing the EIC Worksheet tion about their qualifying children. Next, $25,078. The amount for 1997 will be
they complete the EIC Worksheet to figure higher (see Form W–5 for the 1997Kelly figures the amount of her earned in-
their earned income credit amount. amount),come credit on the Earned Income Credit

Line 1.  The Browns enter David’s Worksheet as follows: 2) Have a qualifying child, andearned income ($16,000) from Form 1040, Line 1.  She enters $6,040 from Form
line 7. 3) Meet all the rules under Persons Who1040EZ, line 1.

Line 2.  The Browns leave this line blank Work and Have One or More QualifyingLine 2.  Kelly leaves this line blank be-
because they did not have any taxable Children, earlier, or in the instructionscause she did not receive any taxable schol-
scholarship or fellowship grant income. arships or fellowship grants. for the W–5.
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Persons who are not entitled to re- If you receive advance payments of the tax return to report the payments. Report the
ceive the advance payments.  Under cer- earned income credit  and later find out amount on line 49, Form 1040 (or line 26,
tain circumstances, even if you meet the that you do not qualify for the credit, you will Form 1040A). Your Form W–2, box 9, will
rules for receiving part of the earned income have to pay back any advance payment you show the amount you received. You cannot
credit in advance, you may not be entitled to are not entitled to when you file your Form use Form 1040EZ to report your advance
get it. If your wages are not subject to federal 1040 or Form 1040A. payments.
income tax, social security tax, or Medicare The 1997 Form W–5 you give to your em-
tax withholding, you cannot get the advance ployer is valid until December 31, 1997. If
payment of the earned income credit. If you Did you have a Form W-5 in effect beforeyou expect to qualify for the earned income
are a farm worker and are paid on a daily ba- June 27, 1996?  If you had a 1996 Form W-5credit in 1998 and you want to receive ad-
sis, your employer is not required to pay you in effect before June 27, 1996, go to Part IVvance payments, you must give your em-
the advance amount of the credit. of Publication 596. You must do this to see ifployer a new Form W–5 in 1998. Do this

you can claim the credit on your 1996 tax re-each year you think you are eligible for the
turn. Part IV contains a list of rules to see ifHow To Get Advance credit.
you qualify for the credit and a worksheet toPayments for 1997 fill out if you do qualify.

To get part of the credit in advance, you must When to give your employer a new Form
fill out a 1997 Form W–5. W–5.  If you no longer want to get advance

After you have read the instructions and payments or if your situation changes and
answered the questions on Form W–5, give you no longer qualify for the earned income Checklist and Table forthe lower part of the form to your employer. credit, you must give your employer a new
Keep the top part for your records. Form W–5. Check the NO box in question 1 Figuring the Credit If you have more than one employer, give on the new form.
a certificate to only one of them. If you are If your spouse files a Form W–5 with his The pages that follow the filled-in form andmarried and both you and your spouse are

or her employer, you must file a new Form worksheets have some helpful informationemployed and expect to qualify for the
W–5 with your employer. Check the Yes boxcredit, you may give a Form W–5 to your em- you may need. They are:
in question 4 that your spouse has filed aployer and your spouse may give one to his
Form W–5. or her employer. ● Eligibility Checklist. This is your final

check to see if you really do qualify for theIf you receive advance earned in-
earned income credit.Advance Earned Incomecome credit payments in 1997, you

Credit Payments Receivedmust file Form 1040 or Form 1040A
● The Earned Income Credit Table immedi-for 1997. You must file a return to report in 1996 

ately follows the Eligibility Checklist.what you already received and to take ad-
If you received advance payments of thevantage of any additional earned income
earned income credit in 1996, you must file acredit that you may qualify for.
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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 1996 tax returns)

You may claim the earned income credit if you answer YES to all the following questions.*

You, your spouse, and your qualifying child must each have a social security number to claim the
credit. (See social security number earlier.) DO NOT use this checklist if, in 1996, you had a Form
W–5 in effect with your employer before June 27, 1996. Instead, go to Part IV in Publication 596.

YES NO

1. Is the total of your taxable and nontaxable earned income at least $1 but less than: □ □
●  $ 9,500 if you do not have a qualifying child
●  $25,078 if you have one qualifying child
●  $28,495 if you have more than one qualifying child

2. Is your modified adjusted gross income less than: □ □
●  $ 9,500 if you do not have a qualifying child
●  $25,078 if you have one qualifying child
●  $28,495 if you have more than one qualifying child

3. Is your investment income $2,200 or less? □ □
4. Is your filing status married filing jointly, head of household, qualifying widow(er), or

single? □ □
5. Answer YES if you (and your spouse if filing a joint return) are not a qualifying child of

another person? □ □
6. 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 7 and skip 8. If you do not

have a qualifying child skip 7 and answer 8.*

7. ●  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 modified AGI 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
8. ●  Was your main home (and your spouse’s if filing a joint return) 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 (or your spouse if filing a joint return) as a dependent on their
return. If you (and your spouse if filing a joint return) are not eligible to be a
dependent on anyone else’s return, check YES. If you (or your spouse if filing a joint
return) 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 7, 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 6 and 8, 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 274 Chapter 35 EARNED INCOME CREDIT



Chapter 35 EARNED INCOME CREDIT Page 275



Page 276 Chapter 35 EARNED INCOME CREDIT



● Credit from a regulated investment Credit for Prior Year
company, and Minimum Tax  36.

● Credit on diesel-powered highway The tax laws give special treatment to some
vehicles. kinds of income and allow special deduc-Other Credits tions and credits for some kinds of ex-

penses. If you benefit from these laws, youNonrefundable credits.  The first part of the
may have to pay at least a minimum amountchapter, Nonrefundable Credits, covers four
of tax. This is called the alternative minimumcredits that you subtract directly from your
tax.tax. These credits may reduce your tax toImportant Changes The special treatment of some items ofzero. If these credits are more than your tax,
income and expenses only allows you tothe excess is not refunded to you.for 1996 postpone paying tax until a later year. It does
not allow you to completely avoid the tax. InExcess withholding of social security tax Refundable credits.  The second part of
these situations, you may be able to claim aand tier 1 railroad retirement tax.  Social this chapter, Refundable Credits, covers
credit for prior year minimum tax against yoursecurity and railroad retirement tax (RRTA) three credits that are refundable to you and
current year’s tax. The amount of the creditwere both withheld at a rate of 6.2% on the treated as payments. These credits are
cannot reduce your current year’s tax belowfirst $62,700 of wages in 1996. If you had two added to the federal income tax withheld
your current year’s tentative alternative mini-or more employers and they withheld too and any estimated tax payments you made.
mum tax.much social security or RRTA tax during If this total is more than your total tax, the ex-

You may be able to take a credit against1996, you may be entitled to a credit of the cess will be refunded to you.
your regular tax if you:excess withholding. For more information

about the credit and how to get it, see Credit 1) Paid alternative minimum tax in 1995,Useful Itemsfor Excess Social Security Tax or Railroad
2) Had an unused minimum tax credit thatYou may want to see:Retirement Tax Withheld.

you are carrying forward from 1995 to
1996, orCredit on Diesel-Powered Highway Vehi- Publication

3) Had certain unallowed nonconven-cles.  The credit allowed to purchasers of
□ 378 Fuel Tax Credits and Refunds tional-source fuel, orphan drug, or quali-diesel-powered highway vehicles has been

fied electric vehicle credits in 1995.repealed. If you purchased a diesel-powered □ 514 Foreign Tax Credit for Individuals
highway vehicle after August 20, 1996, you
are not entitled to the credit. □ 564 Mutual Fund Distributions Credit amount.  The credit is generally the

amount of alternative minimum tax you actu-
□ 936 Home Mortgage Interest ally paid in 1995 reduced by the part of it

Deduction generated by exclusion items. Add to thisImportant Change any:
Form (and Instructions)

1) Credit carried forward,for 1997 
□ 1040 U.S. Individual Income Tax 2) Unallowed nonconventional-source fuelAdoption Credit.  Beginning in 1997 you

Return credit,may be able to claim a nonrefundable credit
of up to $5,000 ($6,000 for certain special □ 1116 Foreign Tax Credit (Individual, 3) Unallowed orphan drug credit, and
needs children) for expenses paid for adopt- Estate, Trust, or Nonresident 4) Unallowed electric vehicle credit.ing a child. For more information about this Alien Individual)
credit, get Publication 553, Highlights of

Exclusion items.  These are adjust-□ 2439 Notice to Shareholder of1996 Tax Changes.
ments and preference items that result in theUndistributed Long-Term

You cannot take this credit on your permanent exclusion of income for regularCapital Gains
1996 tax return. tax purposes. The exclusion items are:

□ 4136 Credit for Federal Tax Paid on
● The standard deduction,Fuels
● Medical and dental expenses,

□ 8396 Mortgage Interest Credit
● Miscellaneous itemized deductions,

□ 8801 Credit For Prior Year MinimumIntroduction ● Taxes,Tax—Individuals, Estates, and
Trusts ● Interest expense,In addition to the child and dependent care

credit (Chapter 33), the credit for the elderly ● Exclusion for gains on sale of certain□ 8828 Recapture of Federal Mortgageor the disabled (Chapter 34), and the earned small business stock,Subsidyincome credit (Chapter 35) you may be able
● Tax-exempt interest from certain privateto claim other tax credits. This chapter is di- □ 8834 Qualified Electric Vehicle Credit

activity bonds, andvided into two parts and discusses seven
credits in the following order. ● Depletion.
1) Part 1, Nonrefundable Credits: Nonrefundable Credits 

Reduction for canceled debt.  You may
● Credit for prior year minimum tax,

have to reduce the credit if you exclude fromThe following credits are discussed in this
● Mortgage interest credit, income a debt canceled after 1993:part:
● Credit for electric vehicles, and ● In a bankruptcy case,● Credit for prior year minimum tax
● Foreign tax credit. ● When you are insolvent,

● Mortgage interest credit
2) Part 2, Refundable Credits: ● That was a qualified farm debt, or

● Credit for electric vehicles
● Credit for excess social security tax or ● That was a qualified real property busi-

railroad retirement tax withheld, ● Foreign tax credit. ness debt.
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 If you have to reduce the credit, you must re- the interest he paid ($3,600) by the certifi- deduction before figuring the credit. Get
cate credit rate (25%) for a total of $900. Hisduce the amount available at the beginning Publication 463, Travel, Entertainment, Gift,
credit is limited to the $800 above.of the year after the debt was canceled. For and Car Expenses for information on the

more information, see Publication 908, section 179 deduction.
Bankruptcy Tax Guide. The credit is limited to $4,000 for eachCarryforward.  If your allowable credit is

vehicle.more than your tax liability reduced by cer-
How to claim the credit.  Figure your 1996 tain credits, you can carry forward the un-
credit and any carryforward to 1997 on Form used portion of the credit to your next 3 tax Special rules.   You cannot take the credit if
8801, and attach it to your Form 1040. In- years or until used, whichever comes first. you use the vehicle predominately outside
clude the credit in your total for line 43, Form If you are subject to the $2,000 limit be- the United States.
1040, and check box c. You can carry for- cause your certificate credit rate is more The credit will be subject to recapture if,
ward any unused credit for prior year mini- than 20%, no amount over the $2,000 (or within 3 years after the date you place the
mum tax to later years until it is completely your prorated share of the $2,000 if you must vehicle in service, the vehicle is used pre-
used. allocate the credit) may be carried forward. dominately outside the United States or is

For additional information about the modified so that it is no longer eligible for the
credit, see the instructions for Form 8801. How to claim the credit.  Figure the credit credit.

and any carryforward to next year on Form
8396, and attach it to your Form 1040. BeMortgage Interest Credit  How to claim the credit.   To claim the
sure to include any carryforward from 1993, credit, complete Form 8834, and attach it toMortgage credit certificates issued by state 1994, and 1995. You cannot use a carryfor- your Form 1040. Include the credit in your to-and local governments may entitle a certifi- ward from 1993 on your tax return for any tal for line 43, check box d, and write ‘‘8834’’cate holder to a mortgage interest credit. year after 1996. on the line next to box d.The certificate must be used in connection Include the credit in your total for line 43

with the purchase, qualified rehabilitation, or (Form 1040), and check box b.
qualified home improvement of the certifi- Foreign Tax Credit  
cate holder’s main home.

Reduced home mortgage interest deduc- You generally can choose to claim income
tion.  If you itemize your deductions on taxes you paid or accrued during the year toWho qualifies.  You may be able to claim a
Schedule A (Form 1040), reduce your home a foreign country or U.S. possession as amortgage interest credit if you were issued a
mortgage interest deduction by the amount credit against your U.S. income tax. Or, youmortgage credit certificate (MCC) under a
on line 3 of Form 8396, even if part of that can deduct them as an itemized deduction.qualified MCC program. The MCC must re-
amount is to be carried forward to 1997. For To take the foreign tax credit, completelate to your main home.
more information about the home mortgage Form 1116 and attach it to your Form 1040.
interest deduction, see Chapter 25. Enter the credit on line 41, Form 1040. ForAmount of credit.  You figure the credit by

more information, get Publication 514.multiplying the certificate credit rate by the
Recapture of Federal mortgage subsidy.lesser of the interest you paid during the year
If you closed on a mortgage from a qualifiedon your actual loan amount (mortgage) or
mortgage bond program and received athe interest you paid on the loan amount
mortgage credit certificate after December Refundable Credits shown on your MCC. The certificate credit
31, 1990, you may be subject to a recapturerate and the maximum loan amount are The following credits are refundable and arerule. The recapture would generally occur ifshown on the MCC. treated as payments of tax:you sold or disposed of your home during the

Limit.  If the certificate credit rate is more first 9 years following the date of closing. ● Credit for excess social security tax or rail-than 20%, the credit cannot be more than See Publication 523, Selling Your Home, for road retirement tax withheld,$2,000. more information.
Dividing the credit.  If two or more per- ● Credit from a regulated investment com-

sons (other than a married couple filing a pany, and
Credit for Electric Vehicles joint return) hold an interest in the home to

● Credit on diesel-powered highwaywhich the MCC relates, the credit must be di- You may be allowed a 10% tax credit if you vehicles.vided based on the interest held by each placed a qualified electric vehicle in service
person. during the year.

Example.  John and his brother, George,
Credit for Excess Socialwere issued an MCC. They used the certifi- Qualified electric vehicle.  This is a motor

cate to obtain a mortgage on a home that is vehicle that: Security Tax or Railroad
their main home. John has a 60% interest

1) Has at least four wheels and is manu- Retirement Tax Withheld  and George has a 40% interest. John paid
factured for use on public streets, roads,$5,400 mortgage interest and George paid Most employers must withhold social secur-
and highways.$3,600. ity tax from your wages. Certain government

employers (some federal, state, and localThe MCC shows a credit rate of 25% and 2) Is powered primarily by an electric mo-
governments) do not have to withhold sociala maximum loan amount of $65,000. Their tor that draws its power from recharge-
security tax.actual mortgage loan is $60,000, which is able batteries, fuel cells, or other porta-

less than the $65,000 maximum. However, ble sources of electrical current. If you work for a railroad employer, that
their combined credit is limited to $2,000 be- employer must withhold tier 1 railroad retire-3) Is originally used by you.cause the credit rate is more than 20%. ment (RRTA) tax and tier 2 RRTA tax.

4) Is acquired for your own use, not forJohn’s credit is limited to $1,200 ($2,000 If you worked for two or more employers
resale.×  60%). He figures the credit by multiplying in 1996, too much social security tax or

the interest he paid ($5,400) by the certifi- RRTA may have been withheld from your
cate credit rate (25%) for a total of $1,350. pay. You can claim the excess as a credit
However, his credit is limited to the $1,200 against your income tax. The following tableAmount of credit.  The credit is equal to
above. shows the maximum amount of wages sub-10% of the cost of the vehicle. However, if

George’s credit is limited to $800 ($2,000 ject to tax and the maximum amount of taxthe vehicle is a depreciable business asset,
×  40%). He figures the credit by multiplying you must reduce the cost by any section 179 that should have been withheld in 1996.
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Maximum Maximum tax Example.  You are married and file a joint 8. Add lines 6 and 7. If $2,278.50 or
wages that should have less, enter –0– on line 10 and goreturn with your spouse who had no gross in-

Type of Tax subject to tax been withheld to line 11 . . . . . . . . . . . . . . . . . . . . . . . . .come in 1996. During 1996 you worked for
the Brown Shoe Company and earnedSocial 9. RRTA tier 2 limit . . . . . . . . . . . . . . . . . . 2,278.50
$45,000 in wages. Social security tax of Security or 10.Subtract line 9 from line 8 . . . . . . . .$2,790 was withheld. You also worked for RRTA tier 1 $62,700.00 $3,887.40

11.Credit. Add lines 5 and 10. Enteranother employer in 1996 and earnedRRTA tier 2 $46,500.00 $2,278.50
the result here and on Form$35,000 in wages. $2,170 of social security
1040, line 56 (or Form 1040A,tax was withheld from these wages. Be-
line 29d) . . . . . . . . . . . . . . . . . . . . . . . . . .cause you worked for more than one em-Note.   All wages are subject to Medicare

ployer and your total wages were more thantax withholding.
$62,700, you can claim a credit of $1,072.60
for the excess social security tax withheld.

Credit from a RegulatedOne employer.  If any one employer with-
held social security or RRTA tax that ex- 1. Add all social security tax Investment Company  
ceeded the amounts in the preceding table, withheld (but not more than
you cannot claim the extra amount withheld $3,887.40 for each employer). You must include in your income any
by that employer as a credit against your in- Enter the total here . . . . . . . . . . . . . . $ 4,960.00 amounts that an investment company (for
come tax. Your employer must adjust this for example, a mutual fund) allocated to you as2. Enter any uncollected socialyou. capital gain distributions, even if you did notsecurity tax on tips or group-term

actually receive them. If the investment com-life insurance included in the
pany paid a tax on the capital gain, you aretotal on Form 1040, line 51 . . . . . . . –0–Joint return.  If you are filing a joint return,
allowed a credit for the tax since it is consid-you cannot add the social security or RRTA 3. Add lines 1 and 2. If $3,887.40 or
ered paid by you. The company will send youtax withheld from your spouse’s wages to less, stop here. You cannot claim
Form 2439 showing the undistributed capitalthe amount withheld from your wages. Fig- the credit . . . . . . . . . . . . . . . . . . . . . . . . . 4,960.00
gains amount and the tax paid, if any. Claimure the credit separately for both you and

4. Social security tax limit . . . . . . . . . . . 3,887.40your spouse to determine if either of you has the credit by entering the amount on line 57,
excess withholding. 5. Credit. Subtract line 4 from line 3. Form 1040, and checking box a. Also attach

Enter the result here and on Copy B of Form 2439 to your return. See
Form 1040, line 56 (or Form Capital Gain Distributions in Chapter 9 forHow to claim the credit.  If you file Form
1040A, line 29d) . . . . . . . . . . . . . . . . . $ 1,072.60 more information on undistributed capital1040, enter the credit on line 56. If you file

gains.Form 1040A, include the credit in the total on
line 29d. Write ‘‘Excess SST’’ and show the
amount of the credit in the space to the left How to figure the credit if you worked for Credit onof the line. a railroad.   If you were a railroad employee

Diesel-Poweredduring 1996, figure the credit as follows:
Note.  You cannot claim the credit for ex- Highway Vehicles  

cess social security or railroad retirement tax 1. Add all social security and tier 1
on Form 1040EZ. If you purchased a diesel-powered highwayRRTA tax withheld (but not more

vehicle before August 21,1996, you may bethan $3,887.40 for each
entitled to a one-time credit if:employer). Enter the total here

How to figure the credit if you did not
2. Enter any uncollected socialwork for a railroad.   If you did not work for a 1) You are the first owner of the vehicle,security and tier 1 RRTA tax onrailroad during 1996, figure the credit as andtips or group-term life insurancefollows:

included in the total on Form
2) You did not purchase the vehicle for the1040, line 51 . . . . . . . . . . . . . . . . . . . . .

1. Add all social security tax purpose of reselling it.3. Add lines 1 and 2. If $3,887.40 orwithheld (but not more than
less, enter –0– on line 5 and go$3,887.40 for each employer).
to line 6 . . . . . . . . . . . . . . . . . . . . . . . . . . .Enter the total here . . . . . . . . . . . . . .

4. Social security and tier 1 RRTA Amount of credit.  The credit is $102 if you2. Enter any uncollected social
tax limit . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,887.40security tax on tips or group-term purchased a diesel-powered automobile or

life insurance included in the $198 if you purchased a diesel-powered light5. Subtract line 4 from line 3 . . . . . . . .
total on Form 1040, line 51 . . . . . . van or truck.6. Add all tier 2 RRTA tax withheld

3. Add lines 1 and 2. If $3,887.40 or (but not more than $2,278.50 for
less, stop here. You cannot claim each employer). Enter the total How to claim the credit.  To claim thethe credit . . . . . . . . . . . . . . . . . . . . . . . . . here . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . credit, complete Form 4136 and attach it to

4. Social security tax limit . . . . . . . . . . . 3,887.40 7. Enter any uncollected tier 2 Form 1040. Enter the credit on line 57, Form
5. Credit. Subtract line 4 from line 3. railroad retirement tax on tips or 1040, and check box b.

Enter the result here and on group-term life insurance For more information, see the discussion
Form 1040, line 56 (or Form included in the total on Form of Diesel-Powered Highway Vehicles in Pub-
1040A, line 29d) . . . . . . . . . . . . . . . . . 1040, line 51 . . . . . . . . . . . . . . . . . . . . . lication 378.
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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. 

on the label and then place it on her com- Pat reads the instructions for line 8 to see
pleted return. if she can take the earned income credit, and

finds that she can. Because she does not37.
have any nontaxable earned income to enterPresidential Election Campaign Fund.  Pat
in the spaces marked Type and $ on line 8,wants $3 of her taxes to go to this fund, soForm 1040EZ she leaves those spaces blank.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 Income this point. She would make sure lines 1
through 7 were accurately completed. ThenThis chapter gives an example of how to fill Pat has two items of income which must be
she would print ‘‘EIC’’ in the space to theout Form 1040EZ. The example uses the sit- combined and entered on line 1 of Form
right of the words ‘‘earned income below,’’uation of Pat Brown who is single and a stu- 1040EZ. The part of her scholarship that is
skip lines 9 through 12, sign and date the re-dent. Her completed return is at the end of for room and board ($1,000) is taxable. She
turn, and enter her occupation. Finally, shethe chapter. adds this amount to her wages ($5,500),
would attach the first copy or Copy B of herPat Brown is single and does not have which are shown in box 1 of her Form W–2.
W–2 form to her return and mail it by April 15,any children or dependents. She is 26 years Pat enters the total (6,500) on line 1. She
1997.old and has been a full-time student at State prints ‘‘SCH’’ in the space to the right of the

University since January 1996. She is trying words ‘‘W–2 form(s) on line 1.’’After ‘‘SCH’’ Pat decides to figure the tax and credit
to earn a teaching degree and has a scholar- she shows the taxable amount ($1,000) of herself. After completing line 7 and leaving
ship that covers her tuition and $1,000 of her her scholarship. the Type and $ spaces blank on line 8, she
room and board. Her parents cannot claim figures the amount of her credit by complet-On line 2, she enters her interest income
her as a dependent; nor can anyone else do ing the Earned income credit worksheet thatof 270. She adds her wages, taxable schol-
so. In January of this year, she received a is in the Form 1040EZ instructions underarship, and interest together to figure her ad-
Form W–2 that shows she earned $5,500 in Line 8 Earned income credit (EIC). A copy ofjusted gross income of $6,770. She enters
wages and had $150 in federal income tax her completed worksheet is shown at the6,770 on line 4.
withheld. She also received a 1996 Form end of this chapter. The amount of her credit
1099–INT showing she had $270 in interest is $208. She enters 208 on line 8, FormStandard deduction and personal exemp-income. 1040EZ. Next, she adds line 7 (federal in-tion.   Because Pat cannot be claimed as aPat filed Form 1040EZ for 1995, so the come tax withheld) to line 8 (earned incomedependent by her parents or anyone else,IRS sent her the TeleFile package this year. credit) and enters the total (358) on line 9.she checks the ‘‘No’’ box and enters 6,550Because she has taxable income not re- To complete line 10, she takes theon line 5. This is the total of her standard de-ported on Form W–2, Pat cannot use amount on line 6, her taxable income of 220,duction ($4,000) and her personal exemp-TeleFile. She decides to use Form 1040EZ and goes to the Tax Table. She reads downtion ($2,550).again for 1996. the income column of the Tax Table until sheIf Pat could have been claimed as a de-To make processing her return quicker finds the line that includes her taxable in-pendent by her parents or anyone else (evenand to speed her refund, Pat prints (does not come shown on line 6 of her Form 1040EZ.if they chose not to claim her as a depen-type) her numbers and keeps them inside She reads across the line to find the Sin-dent), she would check the ‘‘Yes’’ box onthe boxes on her Form 1040EZ. She does gle column. The amount shown at the pointline 5. She would use the worksheet on thenot use dollar signs. where the income line and the filing statusback of Form 1040EZ to figure her standard

column meet is her tax (32).deduction. She could not claim an exemp-
She enters this amount on line 10 of hertion for herself.

Form 1040EZ.Pat subtracts line 5 (6,550) from line 4Use the IRS Label
(6,770) and enters the result of 220 on line 6.(Name, Address, and This amount is Pat’s taxable income which is
used to figure her income tax. Refund orSocial Security

Amount You Owe Number) 
Pat compares line 9 and line 10. BecausePat uses the mailing label that came with her Payments and Tax
line 9 is larger, she subtracts line 10 (32)forms package. The label has her name, ad- (Figure Your Tax and from line 9 (358) to arrive at her refund ofdress, and social security number. She does
326. She enters this amount on line 11a. Patnot put the label on her tax return until the re- Credit) will receive a tax refund of $326.turn is completed and she is sure the return

and label are accurate. Pat had $150 of federal income tax withheld
Pat could use the label even if some of from her wages by her employer. She found Direct deposit.   Instead of getting a paper

the information on it was incorrect. She this amount in box 2 of her 1996 Form W–2. check, Pat wants to have her refund depos-
would make the necessary changes directly She enters 150 on line 7 of Form 1040EZ. ited directly into her bank account. She
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reads the section on direct deposit of re- portion at the top of her return. She attaches
funds in the Form 1040EZ instructions and Copy B of her Form W–2 to the location indi-Sign Your Return 
completes lines 11b through 11d. cated on the front of Form 1040EZ.

Pat goes back over her return to make sure She makes a copy of her filled-in tax re-
that she entered the numbers clearly andIf tax is owed.   If Pat did not qualify for the turn for her records. Then she uses the en-
correctly and that the math is accurate.earned income credit and her employer had velope that came with her forms package to

Pat signs and dates her return and entersnot withheld any federal income tax from her mail her return to the service center.
her occupation in the spaces provided at thewages, Pat would have owed $32 in income A filled-in copy of Pat’s earned income
bottom of the form. Now that she has filled intax. She would have been instructed to enter credit worksheet and tax return follows.
her Form 1040EZ, she takes her peel-off ad-that amount on line 12. She would then in-
dress label from inside her forms packageclude a check or money order for the full
and, after checking it for accuracy (and mak-amount of $32, payable to ‘‘Internal Reve-
ing any corrections), places it in the addressnue 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

‘‘1996 Form 1040EZ.’’
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right. On line 6c, column 1, they write their Before the distribution was made, Jean
children’s names and enter ‘‘02’’ in the box received an explanation from the plan ad-38. for ‘‘lived with you’’ at the right. ministrator that advised her that the distribu-

tion would be tax free with no withholding ifBecause both of their children were born
she elected a direct rollover into an eligiblebefore December 1996, 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
do not have any other dependents, so in the 11.This chapter gives an example of how to fill
box on line 6d they enter ‘‘04’’ as the totalout Form 1040A. The example uses the situ- Jean reports $2,250 on line 11a and $0
number of exemptions.ation of Don and Jean Smith, a married 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. 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-1996. Jean worked full time as a secretary
ernment Payments, from her state, showingSocial Security until 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-

ployment compensation. Don and Jean re-The Smiths filed Form 1040A for 1995 so the
Nontaxable income.  Don and Jean also re-port their income on lines 7–13b and total itIRS sent them the Form 1040A tax package
ceived a Form 1099–G showing a $100 1995on line 14.this year. Since they meet all the require-
state tax refund they received in 1996. Be-ments for using Form 1040A (see Which
cause they did not itemize deductions onForm Should I Use? in Chapter 1), they de- Wages (line 7).  Don’s Form W–2, Wage
their 1995 federal return, they do not reportcide to use it again for 1996. and Tax Statement, shows he earned
the refund as income in 1996. If they hadDon and Jean use the label that came $22,250 in 1996. Jean’s Form W–2 shows
itemized, part or all of the refund may havewith their forms package. The label has their she earned $12,155. They find these
had to be included in income.names, address, and social security num- 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 of
they use the label, their tax return can be and enter the total, $35,925, on line 14.Schedule 1).  Don and Jean received a
processed faster.

statement (Form 1099–INT) from Hometown
The Smiths should use the label even if

Savings Bank showing they earned $410 ofsome of the information on it is incorrect.
taxable interest income last year. BecauseThey would make any necessary changes Adjustedtheir interest income is over $400, they mustdirectly on the label.
list the name of the bank and the amount re- Gross Income 
ceived in Part I of Schedule 1. They also

Presidential Election Campaign Fund. Don and Jean figure their adjusted grossenter this amount on line 8a of Form 1040A.
Don and Jean each want $3 of their tax to go income on lines 15 and 16.Don and Jean also received $35 of tax-ex-
to this fund. They check both Yes boxes.

empt interest from a municipal bond. They
Checking Yes does not increase their tax or

enter $35 on line 8b. This amount does not IRA deduction (lines 15a–c).  In 1996, Donreduce their refund.
increase their taxable 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 opened
1997 and asked that it be counted for 1996.an account in a mutual fund last year. TheyFiling Status 
They complete lines 1–3 of IRA Worksheet 1received a statement (Form 1099–DIV) from

Don and Jean must choose their filing status (as shown later) in their forms instructionthe fund showing they earned dividends of
before 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 they
Filing status (lines 1–5).  Don and Jean of their contributions to both IRAs is deducti-earned dividends of $80 last year. Because
check 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 amount
entered on line 15c.of their dividends, $100, on line 9 of FormExemptions 1040A.
Adjusted gross income (line 16).  Don andDon and Jean must indicate the number of
Jean subtract their total IRA deduction onPensions (lines 11a–b).  Jean receivedexemptions they can claim.
line 15c from their total income on line 14.Form 1099–R, Distributions From Pensions,
They enter the result, $34,425, on line 16Annuities, Retirement or Profit-SharingExemptions (lines 6a–d).  Don and Jean
and on line 17. This amount is their adjustedPlans, IRAs, Insurance Contracts, etc. fromcan take two personal exemptions, one for
gross income. Since it is not less thanher employer’s profit-sharing plan showing aeach of them. They claim these exemptions
$28,495, they do not qualify for the earneddistribution of $2,250 in box 1. Box 2a showsby checking the boxes on lines 6a and 6b
income credit.-0- and box 7 shows Code G.and enter the total, ‘‘2,’’ in the box at the
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also leave line 27 blank because they are not
household employers. The amount from line
25 ($1,964) 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 $659them worked in 1996. The cost for the day-
tax withheld. Jean’s Form 1099–R shows nocare center was $2,325. They paid theTaxable Income withholding since she elected a direct roll-neighbor $1,000. Their employers did not
over into her IRA. Tax was not withheld fromDon and Jean figure their taxable income provide any dependent care benefits.
Jean’s unemployment compensation. Theon lines 17–22. Don and Jean prepare Parts I and II of
Smiths did not make any estimated tax pay-Schedule 2. They enter the names, ad-
ments for 1996. They are not entitled to theStandard deduction (lines 18a–b and 19). dresses, and taxpayer identification num-
earned income credit on line 29c. Their totalLines 18a–b do not apply to either Don or bers (employer identification number and so-
payments are $2,271. They enter thisJean. They enter their standard deduction cial security number) of the day-care center
amount on lines 29a and 29d.amount of $6,700 (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.
on line 19 from their adjusted gross income The Smiths enter the amounts they paid
on line 17 and enter the result, $27,725, on to the child-care providers on line 1, column Refund orline 20. d, and enter the total of these amounts,

$3,325, on line 2. Because they had qualified Amount You Owe 
Exemptions (line 21).  Don and Jean de- expenses for two children, they enter ‘‘2’’ in

The tax withheld from the Smiths’ wages isduct $2,550 for each exemption shown on the box for line 3. (Their names and social
more than their total tax. They subtract theirline 6d. They multiply $2,550 by 4 (the num- security numbers are included on line 6c of

ber of exemptions shown on line 6d) and tax on line 28, $1,964, from their total pay-their return.)
enter the result, $10,200, on line 21. They ments shown on line 29d, $2,271, and enterOn line 4, they enter the amount of quali-
subtract that amount from the amount on the difference, $307, on lines 30 and 31a.fied expenses, $3,325, they paid when both
line 20 ($27,725) and put the difference, This is the amount that will be refunded toparents were working. On line 5, Don enters
$17,525, on line 22. This amount is their tax- them.his earned income; on line 6, Jean enters her
able income. Instead of getting a paper check, Donearned income. Because their child-care ex-

and Jean may be able to have their refundpenses were less than Jean’s earned in-
deposited directly into their account at acome and less than Don’s earned income,
bank or other financial institution. They canall the expenses can be used to figure theTax, Credits, request direct deposit by completing linescredit. So they enter $3,325 on line 7. They
31b, c, and d.enter their adjusted gross income from Formand Payments 

If Don and Jean had not had at least1040A, line 17 ($34,425) on line 8. Then they
$1,964 withheld for federal income tax, theyNext, Don and Jean figure their tax liability. check the table for line 9 to see what per-
would have owed tax. They would have en-centage of their child-care expenses they
tered the difference between their tax (lineTax (line 23).  Don and Jean use the Tax Ta- can take as a credit.
28) and their payments (line 29d) on line 33.ble in the 1040A instructions to find their tax. Since the amount on line 8 of Schedule 2
They would then enclose a check or moneyThe Smiths’ taxable income from line 22 is is $34,425, they can take 20% of $3,325, or
order for the full amount owed (line 33), pay-$17,525. Don and Jean first look for the $665, as their credit. They put .20 on line 9
able to ‘‘Internal Revenue Service.’’ Seelarge print ‘‘17,000’’ in the table. Under this, and $665 on line 10. They are not subject to
Amount You Owe in Chapter 1.they look down to the line for taxable income the alternative minimum tax (discussed in

of at least 17,500 but less than 17,550. Their Chapter 31), so their credit is not limited and
taxable income is between these two they do not complete the credit limit work-
amounts. They then find their tax, $2,629, in sheet. They enter $665 on line 24a of Form Sign Your Return the column for married filing jointly. They put 1040A. Because their credit is less than their
this amount on line 23. tax, they can use all of it to reduce their in- Don and Jean sign and date their return and

come tax liability. list their occupations. Then they check theirCredit for child and dependent care ex-
return to make sure it is accurate and com-penses (line 24a and Schedule 2).  While
plete. They remove the peel-off label fromboth of them were working, their 10-month-
the forms package and put it in the addressTotal tax (line 28).  Don and Jean leave lineold son, Todd, went to a day-care center and
portion on the top of the form. Then they at-24b blank because they do not claim a credittheir 7-year-old daughter, Lynn, stayed with
tach Copy B of their Forms W–2 to the loca-for the elderly or the disabled. They subtracta neighbor before and after school. The
tion indicated on the front of their return.their total credits on line 24c ($665) from theneighbor also cared for the children when

They use the envelope that came withschool and the day-care center were not in tax on line 23 ($2,629) and enter the differ-
their forms package to mail their return to thesession. ence, $1,964, on line 25. They leave line 26
service center. Don and Jean save a copy ofDon and Jean paid $3,325 of qualified blank because they did not receive any ad-
the return for their records.child-care expenses for the time both of vance earned income credit payments. They
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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.) Frank and Eve-This chapter gives an example of how to fill
ply because he is a full-time student under lyn write the information asked about Claraout Form 1040. The example uses the situa-
age 24. Frank and Evelyn provided more on line 6c. They enter ‘‘2’’ on the third line totion of Frank and Evelyn Jones, a married
than $2,600 toward their son’s support, and the right of line 6c for Grace and Clara.couple with two children. Their completed
the other dependency tests were met. On They then enter ‘‘6’’ in the box to the rightreturn is at the end of the chapter.
line 6c of the return, they claim James as a of line 6d to show the total exemptions they
dependent. claim.

Frank and Evelyn write the information
asked about Marie and James on line 6c,Name, Address, and
columns (1), (2), (3), and (4). They enter ‘‘2’’Social Security Income  on the first line to the right of line 6c because
both Marie and James lived at home. Frank works full time as an electrician. Eve-Number 

Grace Smith, Evelyn’s mother, lives with lyn, a retired state government employee, is
In May 1996, Frank and Evelyn sold their Frank and Evelyn and their two children. a partner in the Gateway Travel Agency.
home and moved to a new home in a nearby Grace got a pension of $2,100 and social se- Frank and Evelyn own stocks and a bond,
city. Soon after their move, they called the curity of $2,900 during the year. She spent and Frank owns rental property.
IRS and asked for Form 8822, Change of this money for clothing and other personal Frank and Evelyn report the income they
Address. They completed the form and things. Only $1,500 of her pension is gross received for the year on lines 7–21.
mailed it to the Internal Revenue Service income for her and taxable. The rest of the
Center where they filed their last return. pension is not taxable because it is a return Wages (line 7).  Frank’s Form W–2, Wage

Because the IRS received Frank and of her cost. and Tax Statement, shows he earned
Evelyn’s Form 8822 before the peel-off la- Frank and Evelyn must figure Grace’s to- $29,680. (Form W–2 is not shown here.)
bels for the 1996 tax forms packages were tal support to know if they can claim her ex- Frank and Evelyn enter $29,680 on line 7.
prepared, their new address appears on the emption. Because five persons live in the
peel-off label that came in their Form 1040 household, Grace’s total support includes Interest income (lines 8a and 8b and Part
package for 1996. The label also has their one-fifth of the family’s food costs and one- I of Schedule B).  Frank and Evelyn have a
social security numbers. They do not put the fifth of the rental value of the house. Frank statement savings account, a certificate of
label on their return until they have com- and Evelyn paid a total of $8,000 for food for deposit (CD) in which Frank’s brother, Chuck
pleted and checked the return to make sure the family. The fair rental value of their house Jones, also has a one-third investment, and
it is accurate. was $13,000 for the year. They also bought a tax-exempt municipal bond. The Forms

The forms they received in their Form Grace a $200 television set for her bedroom, 1099–INT that they received show that they
1040 package were based on the return and paid $700 for a trip she took, and paid her had interest income of $330 on their state-
schedules they filed for 1995. They used the unreimbursed medical and drug expenses of ment savings account with National Bank
order blank in their Form 1040 package to $300. Grace’s total support is: and $150 on their CD with First Savings and
order any other forms they needed. Loan. They must report their interest incomeExpenses paid by Grace . . . . . . $ 5,000

on Schedule B because they received part ofExpenses paid by Frank andPresidential Election Campaign Fund. the interest as nominees for Chuck. (Even ifEvelyn:Frank and Evelyn each want $3 of their tax to they did not receive interest as nominees,TV set . . . . . . . . . . . . . . . . . . . . . . . $ 200go to the Presidential Election Campaign they would still have to report their interestTrip . . . . . . . . . . . . . . . . . . . . . . . . . . 700Fund. They check both Yes boxes. Checking on Schedule B because it is more thanMedical . . . . . . . . . . . . . . . . . . . . . . 300‘‘Yes’’ will not increase their tax or reduce $400.) In addition, they received $500 inter- Food—Grace’s share (1/5 oftheir refund. est from the municipal bond. They did not re-$8,000) . . . . . . . . . . . . . . . . . . . . 1,600
ceive a Form 1099–INT for this tax-exempt Lodging—Grace’s share (1/5

interest and do not report it on Schedule B.of $13,000) . . . . . . . . . . . . . . . . 2,600
On line 1, Part 1 of Schedule B, theyFiling Status Total . . . . . . . . . . . . . . . . . . . . . . $ 5,400 enter the names of the financial institutions

Total support . . . . . . . . . . . . . . . . . . $10,400 and the interest received from each, includ-and Exemptions 
ing the interest they received as nominees

Frank and Evelyn show their filing status and The support Frank and Evelyn provided for Chuck. They show Chuck’s share of the
personal exemptions on lines 1–6d. is more than half of Grace’s total support, so interest, $50 ($150 ×  one-third), separately

they meet the support test to claim her as a below a $480 subtotal of all interest income
Filing status (lines 1–5).  Because Frank dependent. Since Grace had less than listed. They identify the $50 as ‘‘Nominee
and Evelyn decide to file a joint return, they $2,550 gross income, Frank and Evelyn also Distribution’’ and subtract it from the $480
check the filing status box on line 2, Married meet the gross income test to claim her as a subtotal. They report the remainder, $430,
filing joint return. dependent. The other dependency tests are on line 2. They file a Form 1099–INT and

also met, so Frank and Evelyn can claim Form 1096, Annual Summary and Transmit-
Exemptions (lines 6a–6d).  Frank and Eve- Grace as a dependent. They write the infor- tal of U.S. Information Returns, with their In-
lyn show the exemption for Frank on line 6a mation asked about Grace on line 6c of their ternal Revenue Service Center showing the
and the exemption for Evelyn on line 6b. return. $50 distribution to Chuck. They give Chuck
They enter ‘‘2’’ on the line to the right of lines Frank and his two brothers provided Copy B of the Form 1099–INT. (Form 1099–
6a and b. $3,500 for the total support of their sister, INT and Form 1096 are not shown here.)
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They did not have excludable savings State and local income tax refunds (line 5.  Multiply line 4 by the number of
10).  Frank and Evelyn received a 1995 state months for which this year’s paymentsbond interest (explained in Education Sav-
tax refund of $110 in 1996. This amount is were made. If your annuity startingings Bond Program in Chapter 8), so they
shown on the Form 1099–G, Certain Gov- date was before 1987, skip lines 6leave line 3 blank and enter $430 on line 4,
ernment Payments, sent to them by their and 7 and enter this amount on line 8.Schedule B, and on line 8a, Form 1040. They
state. Because they itemized their deduc- Otherwise, go to line 6. $ 450show the $500 tax-exempt interest on line
tions on Schedule A for 1995, they use the8b, Form 1040. They will not include the tax- 6. Enter the amount, if any, recovered
worksheet in their Form 1040 instructionsexempt interest in their total income on line tax free in years after 1986 . . . . . . . . . . . $ 150
package to figure the taxable part of their re-22.

7. Subtract line 6 from line 2. . . . . . . . . . . . . $8,850fund. They use their copy of their 1995 tax
8. Enter the smaller of line 5 or line 7 . . . . $ 450return to fill out lines 2, 3, and 4 of the work-Dividends (line 9 and Part II of Schedule

sheet. Their filled-in worksheet is shown 9. Taxable amount. Subtract line 8B).  During the year, Frank and Evelyn re-
here. from line 1. Enter the result, but notceived or had credited to their accounts the

less than zero. Also enter this amountfollowing dividends and other corporate
on Form 1040, line 16b. If your Formdistributions: State and Local Income Tax Refund Worksheet
1099–R shows a larger amount, use—Line 10
the amount on this line instead of the

Forms 1099–DIV
amount from Form 1099–R . . . . . . . . . . . $2,1001. Enter the income tax refund from

Form(s) 1099–G (or similarAcme Publishing Company
Evelyn shows the total pension, $2,550,statement) . . . . . . . . . . . . . . . . . . . . . . . . . . $ 110Gross dividends, etc. (Box 1a) . . . . . . . . . . . $210

on line 16a, Form 1040. She shows the taxa-2. Enter the amount from your 1995Ordinary dividends (Box 1b) . . . . . . . . . . . . . 210
ble amount, $2,100, on line 16b.Schedule A, line 28 . . . . . . . . . . . . . . . . . $6,842Zepco, Inc.

Gross dividends, etc. (Box 1a) . . . . . . . . . . . $310 3. Enter on line 3 the amount shown
Rental and partnership income (line 17

Ordinary dividends (Box 1b) . . . . . . . . . . . . . 300 below for the filing status claimed
and Schedule E).  Frank and Evelyn show

on your 1995 Form 1040:Nontaxable distributions (Box 1d) . . . . . . . 10 their total income from these sources on
Single, enter $3,900Equity Mutual Fund Schedule E and on line 17, Form 1040.
Married filing jointly or QualifyingGross dividends, etc. (Box 1a) . . . . . . . . . . . $ 50 Rental income (Part I of Schedule E).

widow(er), enter $6,550Ordinary dividends (Box 1b) . . . . . . . . . . . . . 50 Frank received rental income from two
Married filing separately, enterTiger Mutual Fund properties he owns, a store building and an

$3,275Gross dividends, etc. (Box 1a) . . . . . . . . . . . $ 60 unimproved piece of land. On line 1, Sched-
Head of household, enter $5,750 $6,550Ordinary dividends (Box 1b) . . . . . . . . . . . . . 60 ule E, he lists the building and its location in

4. Did you fill in line 33a on your 1995Equity Brokers the space marked ‘‘A,’’ and the land and its
Form 1040? No. Enter –0– . . . . . . . . . –0– location in the space marked ‘‘B.’’ On line 2,Gross dividends, etc. (Box 1a) . . . . . . . . . . . $ 40

he checks the No box for both properties be-5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . . $6,550Ordinary dividends (Box 1b) . . . . . . . . . . . . . 40
cause neither was used for personal6. Subtract line 5 from line 2. If zero or
purposes.less, enter –0– . . . . . . . . . . . . . . . . . . . . . . $ 292

On line 3, Frank enters his $8,400 rentalSchedule K–1 (Form 1065)
7. Taxable part of your refund. Enter income from the building in column A, his

the smaller of line 1 or line 6 hereEvelyn’s share of dividends on stock owned $720 rental income from the land in column
and on Form 1040, line 10 . . . . . . . . . . $ 110by her partnership . . . . . . . . . . . . . . . . . . . . . . . . $ 80 B, and the total, $9,120, in the ‘‘Totals’’ col-

umn. Then he lists expenses, such as insur-
They report $110 as income on line 10 ofFrank and Evelyn received more than ance, interest, general repairs, and real es-

their Form 1040.$400 in dividends, so they must report them tate taxes, on the appropriate lines in each
on Schedule B. column. On line 6, column A, he shows his

They list all payers and the total amount Pensions (lines 16a and 16b).  Evelyn re- auto expenses connected with the rental of
tired in 1995 on her 63rd birthday. She re-received from each payer on line 5, Part II of the building, figured at 31 cents a mile. Be-
ceived pension income of $850 in 1995 andSchedule B. This includes the nontaxable cause he is claiming auto expenses, he com-
$2,550 in 1996. $150 of her $9,000 pensiondistributions. They show the total on line 6. pletes Part V of Form 4562, Depreciation
cost was recovered tax free in 1995. EvelynFrank and Evelyn did not receive any capital and Amortization.
uses the worksheet in her Form 1040 in-gain distributions, so they leave line 7 blank. In Part I of Schedule E, he adds the ex-
structions package to figure the taxable partThey put their $10 nontaxable distribution penses for each property and on line 19 en-
of her pension for 1996. Her filled-in work-from Zepco, Inc., on line 8. They reduce their ters $5,420 in column A, $100 in column B,
sheet is shown here.basis in the stock by this amount. and the total, $5,520, in the ‘‘Totals’’

Since line 7 is blank, Frank and Evelyn column.
enter $10 on line 9. They subtract this Worksheet for Simplified General Rule Frank’s records show that he purchased
amount from the $750 on line 6 and enter the the store building in 1980. His basis for the

1. Enter the total pension or annuityresult, $740, on line 10, Part II of Schedule B, building is $40,000, and he is using the
payments received this year. Alsoand on line 9, Form 1040. straight line method of depreciation with a
enter this amount on Form 1040, line 40–year life. Frank shows depreciation of
16a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,550Foreign accounts and foreign trusts (Part $1,000 for 1996 on line 20 in column A and

III of Schedule B).  Evelyn has a foreign 2. Enter your cost in the plan at the the ‘‘Totals’’ column. Because the building
checking account that she uses for her travel annuity starting date plus any death was placed in service before 1996, he can
agency. Because she had no more than benefit exclusion . . . . . . . . . . . . . . . . . . . . . . $9,000 figure the depreciation on the building on a
$10,000 in the account at any time during the separate worksheet and does not need to3.  Age at annuity starting date:  Enter:
year, she answers No to the question on line enter  i t  on Form 4562 or  at tach his

55 and under 30011a in Part III of Schedule B. Neither Frank worksheet.
56 – 60  260nor Evelyn received a distribution from a for- Frank enters the total expenses for each
61 – 65  240eign trust during the year, and neither of property on line 21, columns A and B. In
66 – 70  170them was a grantor of, or transferor to, a for- each column he subtracts the amount on
71 and older 120 240eign trust, so they answer No to the question line 21 from the amount on line 3 and enters

4. Divide line 2 by the number on line 3. $37.50on line 12 in Part 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, Improvements . . . . . . . . . . . . . . . . . . . . . . . 7,000 They then complete Part III of Form
$2,600, on lines 24 and 26. 2119. On l ine 15, they enter $6,000Adjusted basis . . . . . . . . . . . . . . . . . . . . . . . $ 25,000

Partnership income (Part II of Sched- ($131,000 gain –  $125,000 exclusion). This
Fixing-up expenses for sale . . . . . . . . . $ 1,000ule E).  Evelyn is an active partner in the is the part of their gain they cannot exclude.
Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . $ 165,000Gateway Travel Agency. The following On line 19b, they enter the cost of their new

amounts are shown as her share of income home, $91,300 ($90,000 purchase price +Settlement charges at closing
and deductions on the Schedule K–1 (Form $1,300 settlement fees). By filling in the rest(old home):
1065) given to her by the partnership. of Part III, they find their taxable gain is zeroRealtor’s commission $ 8,250

and the adjusted basis of their new home isBalance of mortgage . . . 4,500Ordinary income from trade or business $1,900 $85,300.Penalty for prepaymentDividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80
of mortgage . . . . . . . . . . 50Charitable contributions . . . . . . . . . . . . . . . . . . 50

Mortgage interest Net earnings from self-employment . . . . . . 1,900
(4/1/96–5/5/96) . . . . . 20 Adjustments

Points—paid by sellerEvelyn puts the name of her partnership
for buyer . . . . . . . . . . . . . . 750in column (a) of line 27, in the space marked to Income 

Real estate taxes ‘‘A’’ and completes columns (b) and (d). Be-
Frank and Evelyn report their adjustments to

(1/1/96–5/5/96) . . . . . 630 14,200cause she is at risk for the amounts invested
income on lines 23a–30.

in the partnership, she checks column (e) Net received . . . . . . . . . . . . . . . . . . . . . . . . . $ 150,800
and does not complete Form 6198, At-Risk

IRA deduction (lines 23a and 23b).  FrankLimitations. New home and Evelyn each made contributions to anBecause Evelyn actively participates in Purchase price . . . . . . . . . . . . . . . . . . . . . . . $ 90,000 individual retirement arrangement (IRA).her partnership’s business activities, she re- Settlement charges, payments, Frank contributed $2,000 to his IRA in 1996.ports the ordinary business income from the and adjustments (new home): In February 1997, Evelyn contributed $900partnership as nonpassive income in column Title search, attorney to her IRA for 1996.(k), line 27. She enters that amount on line fees, other Because neither Frank nor Evelyn was28a in column (k), and also on lines 29 and settlement fees . . . . . . $ 1,300 covered by an employer retirement plan dur-31. Points charged to buyer ing 1996, they each figure their deduction us-Evelyn reports her other partnership (1% of loan amount) 400 ing lines 1 through 3 of IRA Worksheet 1 initems as follows: Mortgage taken out . . . . . (40,000) their Form 1040 instructions package.
Down payment . . . . . . . . . . (5,000)Dividends— line 5 of Schedule B. Also, Before they can complete their worksheets,
Real estate taxes see Dividends (line 9 and Part II of they must each figure their earned income.

(1/1/96–5/4/96—forSchedule B), earlier. Frank’s earned income is $29,680, the
period seller owned amount of his wages.Contributions— line 15 of Schedule A.
the home; credit from Since earned income includes incomeAlso, see Itemized Deductions
seller to buyer) . . . . . . . (300) (43,600) from self-employment and is reduced by the(Schedule A), later.

Balance due at settlement . . . . . . . . . $ 46,400 deduction for one-half of self-employment
Net earnings from self-employment— tax (explained later), Evelyn must first fill out

line 2, Section A of Schedule SE. a Schedule SE (see Other Taxes, later). SheThey deduct certain of the amounts paid
Also, see Other Taxes, later. finds that her earned income is $1,765. Thisat settlement when they sold their old home

is $1,900 (the amount on her Schedule SE,and purchased their new home as itemized
Summary (Part V of Schedule E).  In Section A, line 3) minus $135 (the deductiondeductions on Schedule A. Their itemized

Part V of Schedule E, Frank and Evelyn com- for one-half of her self-employment taxdeduction for home mortgage interest in-
bine the amounts on lines 26 and 31. They shown on Schedule SE, Section A, line 6,cludes the $50 penalty for prepayment of the
enter the total, $4,500, on line 40, Schedule and carried to line 25, Form 1040).mortgage on their old home, the $20 interest
E, and on line 17, Form 1040. Only Frank’s column of the worksheet ison the old house from April 1 through May 5,

shown here.and the $400 points paid for the mortgage on
Other income (line 21).  Frank won a $50 their new home. The points qualify to be de-
prize in a photography contest. Frank and ducted in full in the year paid. See Interest IRA Worksheet 1Evelyn show this income on line 21, Form paid (lines 10–14, Schedule A) under Item-
1040. 1. Enter IRA contributions you made, orized Deductions, later.

will make by April 15, 1997, for 1996.Frank and Evelyn figure the amount real-
Total income (line 22).  Frank and Evelyn But do not enter more than $2,000 $ 2,000ized and the gain on the sale of their old
add the amounts on lines 7 through 21 to fig- home as follows: 2. Enter wages and other earned
ure their total income, $37,610. They enter

income from Form 1040, minus any
this amount on line 22. Selling price . . . . . . . . . . . . . . . . . . $165,000 deductions on Form 1040, lines 25

Less selling expenses: and 27. Do not reduce wages by any
Commission . . . . . . . . . . . . . . . $8,250Sale of Home loss from self-employment . . . . . . . . . 29,680
Points . . . . . . . . . . . . . . . . . . . . . . $ 750  $ 9,000

3.  Enter the smaller of line 1 or line 2.(Form 2119) 
Amount realized . . . . . . . . . . . . . $156,000 Enter on Form 1040, line 23a theFrank and Evelyn bought and moved into Less: Adjusted basis of home part of line 3 you choose to deduct $ 2,000their new home May 5, 1996, and sold their sold . . . . . . . . . . . . . . . . . . . . . . . . 25,000

old home May 6, 1996.
Gain on sale . . . . . . . . . . . . . . . . . $131,000 Both Frank and Evelyn can deduct theirThey do not have a taxable gain on the

total contribution. They show Frank’s $2,000sale of their home. However, they must re-
contribution on line 23a and Evelyn’s $900They use these figures to fill out Part I ofport it on Form 2119, Sale of Your Home.
contribution on line 23b.Form 2119.They received a Form 1099–S, Proceeds

They are over 55 and meet all the testsFrom Real Estate Transactions, showing
for the once-in-a-lifetime exclusion of up to Moving expenses (line 24 and Formgross proceeds of $165,000 from the sale.
$125,000. They choose to take the exclu- 3903).  Frank was transferred by his em-Their records also show the following items:
sion. To do this, they fill out Part II of Form ployer to a new job in another city. Frank and

Old home 2119. On line 14, they enter the amount they Evelyn decided to sell their home and buy a
Original basis (purchased 1970) . . . . $ 18,000 can exclude, $125,000. townhouse closer to Frank’s new job. Evelyn
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kept her partnership interest at the old loca- miscellaneous deductions. They will also payments on both their old and new homes
tion because she can still carry out her duties use this amount to figure whether certain of during the year.
by mail and telephone from the new home their itemized deductions and their deduc- They received a Form 1098, Mortgage In-
and does not have to commute. tion for exemptions are limited. terest Statement, from the financial institu-

Frank and Evelyn make sure that the tion that holds the mortgage on their new
move meets the distance and time tests ex- home. Box 1 shows they paid $2,400 mort-
plained under Requirements in Chapter 19. gage interest. Box 2 shows they paid $400Standard Deduction The distance from their old home to Frank’s deductible points at closing. They add these
new job is 91 miles farther than the distance amounts and enter the total, $2,800, on lineFrank and Evelyn must decide whether to
from their old home to Frank’s old job. 10 of Schedule A.take the standard deduction or itemize their
Therefore, they meet the 50-mile distance They did not receive a Form 1098 fromactual deductions. They find the standard
test. Also, Frank expects to meet the 39- the financial institution that held the mort-deduction for their filing status next to line
week full-time work test. gage on their old home. From January to34. Their standard deduction is $6,700. They

Their records show the following ex- April they paid $140 interest on that mort-will use this amount to compare with their
penses for the move. gage. The settlement sheet for the sale ofitemized deductions when they complete

their old home showed a $50 penalty for pre-Schedule A.Paid to van company for moving furniture payment of the mortgage and $20 interest
and household goods . . . . . . . . . . . . . . . . . .  $ 530 for the period April 1 through May 5. They

Car mileage to drive from old to new enter the total of these amounts, $210, on
home—100 miles at 10 cents a mile . . . 10 Itemized Deductions line 11.

Motel room rent for one night on the day They add the amounts on lines 10 and 11
of arrival . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60 (Schedule A)  and show their total deductible interest,

Meals on the day of arrival . . . . . . . . . . . . . . . 50 $3,010, on line 14. Frank and Evelyn alsoFrank and Evelyn figure their total itemized
Pre-move mileage and motel expenses paid $260 interest on their credit card and re-deductions by completing Schedule A.

while looking for new home . . . . . . . . . . . . 500 volving charge accounts. They cannot de-
Pre-move meals while looking for new duct this personal interest.Medical and dental expenses (lines 1–4,

home . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Schedule A).  Frank and Evelyn paid $2,611

Gifts to charity (lines 15–18, Schedule A).for medical and dental expenses that wereThey figure their moving expense deduc-
Frank and Evelyn made cash charitable con-not reimbursed by insurance. This includestion on Form 3903, Moving Expenses, which
tributions of $778. They made no one gift of$300 for Grace Smith (Evelyn’s dependentthey attach to their return.
$250 or more. They have receipts for all theirmother) and $700 for Clara Jones (Frank’sThey show the cost to move furniture and
contributions. Evelyn’s share of the charita-dependent sister). It also includes $800 forother household goods, $530, on line 4,
ble contributions made by the Gatewayhealth insurance premiums.Form 3903.
Travel Agency, as shown on her ScheduleThey enter $2,611 on line 1 and their ad-They show $70 on line 5. This is the cost
K–1 (Form 1065), is $50. Frank and Evelynjusted gross income, $33,975, on line 2. Onof travel from their old home to their new
enter the total, $828, on line 15. They alsoline 3, they enter $2,548, which is 7.5% ofhome ($10 car mileage plus $60 motel room
enter this amount on line 18.their adjusted gross income. They subtractrent).

line 3 from line 1 and enter the result, $63, onThey cannot deduct the amounts they
Casualty and theft losses (line 19, Sched-line 4.spent for meals on the day of arrival or for
ule A).  Frank and Evelyn did not have anypre-move househunting expenses.
casualty or theft losses, so they enter –0– onTaxes paid (lines 5–9, Schedule A).  FrankFrank and Evelyn add lines 4 and 5 and
line 19.and Evelyn next itemize the deductible taxesenter the result, $600, on line 6. Frank’s em-

they paid during the year.ployer did not reimburse him for his moving
Job expenses and miscellaneous deduc-Frank had $851 state income tax with-expenses, so they enter –0– on line 7. They
tions (lines 20–26, Schedule A).  Frank andheld from his salary. He and Evelyn alsothen enter $600 on line 8 of Form 3903 and
Evelyn list union dues of $350, subscriptionsmade estimated state income tax paymentson line 24 of Form 1040.
to trade magazines of $75, and small toolsof $550. They enter the total, $1,401, on line
needed for Frank’s job costing $348, and5.Deduction for self-employment tax (line
enter the total of these deductions, $773, onFrank and Evelyn’s tax year for real es-25).  Evelyn owes self-employment tax for
line 20. They do not have any expenses ontate taxes on both their old and new homes1996. To figure the amount she can deduct,
lines 21 or 22, so they also enter $773 onis the calendar year, with payment due Au-she completes a Schedule SE. (See Other
line 23.gust 1. Their share of the tax on their oldTaxes, later.) She enters the amount from

They enter their adjusted gross income,home, sold on May 6, was $630. Frank andline 6, Section A, of Schedule SE on line 25
$33,975, on line 24 and $680 ($33,975 ×Evelyn are considered to have paid theirof Form 1040.
.02) on line 25. They subtract line 25 fromshare of the real estate taxes on their old
line 23 and enter the result, $93, on line 26.home even though they did not actually paySelf-employed health insurance deduc-

them to the tax authority.tion (line 26).  Frank and Evelyn cannot
Other miscellaneous deductions (lineThe real estate tax on their new homeclaim the 30% deduction for health insur-
27).  Frank and Evelyn do not have any mis-was $910 for the year. The tax for the periodance of a self-employed person, because
cellaneous deductions not subject to the 2%the seller owned the home was $300. Frankthey participated all year in a health plan
of adjusted gross income limit, so they enterand Evelyn can deduct their share, $610.subsidized by Frank’s employer. They can
–0– on line 27.Frank and Evelyn also paid $300 real es-deduct health insurance premiums that they

tate taxes on a lakeside cottage they ownpaid as itemized deductions on Schedule A.
and use only for personal purposes. Total itemized deductions (line 28,

Frank and Evelyn’s real estate tax de-Adjusted gross income (line 31).  Frank Schedule A).  Because the amount Frank
duction is $1,540 ($630 + $610 + $300).and Evelyn add the amounts from lines 23a, and Evelyn entered on line 32 was not more
They write this amount on line 6.23b, 24, and 25, and enter $3,635 on line 30. than $117,950, they now add lines 4, 9, 14,

Frank and Evelyn show their total taxesThen they subtract line 30 from line 22. This 18, and 26, and write the total of their item-
paid, $2,941, on line 9.amount, $33,975, is their adjusted gross in- ized deductions, $6,935, on line 28. Since

come. They enter it on lines 31 and 32. This this total is larger than their standard deduc-
is the amount they use to figure the limit on Interest paid (lines 10–14, Schedule A). tion ($6,700), they enter $6,935 on line 34,
their medical deduction and the limit on their Frank and Evelyn made mortgage interest Form 1040.
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Self-employment tax (line 45 and Sched-
ule SE).  Evelyn can figure her self-employ-Tax Computation Refund or
ment tax on the short Schedule SE (Section

Frank and Evelyn are now ready to figure Amount Owed A).
their tax on lines 32–38. The situations de-

She enters her self-employment income Because line 58 is more than line 51, Frankscribed on lines 33a and 33b do not apply to
of $1,900 on line 2 of Section A. She also en- and Evelyn have overpaid their taxes. Theythem, so they leave the boxes on those lines
ters $1,900 on line 3 and multiplies that write the amount of the overpayment, $20,blank. They subtract their itemized deduc-
amount by .9235. She enters the result, on line 59. They do not want the overpay-tions on line 34 from their adjusted gross in-

ment credited to their 1997 estimated tax, so$1,755, on line 4. She multiplies the amountcome on line 32 and enter $27,040 on line
they also enter $20 on line 60a. This is theon line 4 by .153 to figure her self-employ-35. They multiply $2,550 by the six exemp-
amount of their refund.ment tax of $269, which she enters on line 5.tions they claimed on line 6d, and they enter

Frank and Evelyn want their refund de-She enters one-half of this amount ($135) onthe result, $15,300, on line 36. They subtract
posited directly to their bank account, soline 6.this from line 35. The result, $11,740, is their
they fill in lines 60b–d.taxable income. They enter it on line 37. Frank and Evelyn enter Evelyn’s self-em-

They check their return to make sureFrank and Evelyn must use the Tax Table ployment tax on line 45, Form 1040. They
they have completed all the items and theto figure their tax because their taxable in- enter the amount from line 6 of her Schedule
schedules called for and that they have at-come is less than $100,000. They read down SE on line 25, Form 1040. (See Deduction
tached the schedules and forms in attach-the income column until they find the line for self-employment tax, under Adjustments ment sequence number order. The attach-that includes their $11,740 taxable income. to Income, earlier.) They attach Evelyn’s ment sequence number is just below theNext, they find the column heading that de- Schedule SE to their Form 1040. year in the upper right corner of each sched-scribes their filing status—married filing Because they are not liable for any other ule or form. They remove the peel-off labeljointly—and read down the column. The taxes, they add the amount on line 45 to the from their Form 1040 package and put it inamount shown where the income line and fil- amount on line 44. This total, $2,028, is the address portion on the top of Form 1040.ing status column meet, $1,759, is their tax.

Frank and Evelyn’s total tax. They enter it on Both Frank and Evelyn sign the return andThey write it on line 38.
line 51. date it, because it is a joint return. Also, they

enter their occupations in the space pro-
vided next to the signature lines.

Credits Frank and Evelyn make a copy of the re-
turn to keep for their records. Then they useBecause Frank and Evelyn do not have any Payments the envelope that came with their Form 1040credits, they leave lines 39–43 blank and
package to mail the return to the Serviceenter $1,759 on line 44.
Center for their area.Frank and Evelyn enter $1,248 on line 52.

This is the amount of federal income tax
withheld from Frank’s salary, as shown onOther Taxes his Form W–2. On line 53, they write $800,
the amount of estimated federal income taxEvelyn has self-employment income over
payments they made for the year.$400. Her self-employment tax is the only

Frank and Evelyn enter on line 58, Form‘‘Other’’ tax Frank and Evelyn show on lines
45–50. 1040, the total of these payments, $2,048.
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Your Rights as a Taxpayer 

The first part of this section problems and can offer you spe- a personal interview with an the information necessary to re-
explains some of your most im- solve the case.cial help if you have a significant examiner.
portant rights as a taxpayer. hardship as a result of a tax prob-

The second part explains the lem. For more information, write
By interview.  If we notify youexamination, appeal, collection, to the Problem Resolution Office Collections 
that we will conduct your exami-and refund processes. at the District Office or Service Publication 594, Understandingnation through a personal inter-

Center where you have the prob- The Collection Process, explains
view, or you request such an in-I. Declaration of lem, or call 1–800–829–1040 (1– your rights and responsibilities re-
terview, you have the right to ask

garding payment of federal taxes.800–829–4059 for TTY/TDDTaxpayer Rights that the examination take place It is divided into several sectionsusers).
at a reasonable time and place that explain the procedures inProtection of your that is convenient for both you plain language. The sectionsrights — Appeals and judicial and the IRS. At the end of your include:

IRS employees will explain and examination, the examiner willreview —
protect your rights as a taxpayer give you a report if there are anyIf you disagree with us about the

1) When you have not paidthroughout your contact with us. proposed changes to your tax re-amount of your tax liability or cer-
enough tax. This section de-turn. If you do not agree with thetain collection actions, you have
scribes tax bills and explainsPrivacy and report, you may meet with the ex-the right to ask the IRS Appeals
what to do if you think youraminer’s supervisor.Office to review your case. Youconfidentiality —
bill is wrong.

may also ask a court to reviewThe IRS will not disclose to any-
your case.one the information you give us, Repeat examinations.  If we ex- 2) Making arrangements to payexcept as authorized by law. You

amined your tax return for the your bill. This covers makinghave the right to know why we Relief from certain same items in either of the 2 pre- installment payments, delay-are asking you for information,
vious years and proposed nopenalties — ing collection action, andhow we will use it, and what hap-
change to your tax l iabi l i ty,The IRS will waive penalties submitting an offer inpens if you do not provide re-
please contact us as soon aswhen allowed by law if you can compromise.quested information.
possible so we can determine ifshow you acted reasonably and
we should discontinue the repeatin good faith or relied on the in-Professional and 3) What happens when you
examination. Publication 556, Ex-cor rec t  adv ice  o f  an  IRS take no action to pay. Thiscourteous service — amination of Returns, Appealemployee. covers liens, releasing a lien,If you believe that an IRS em- Rights, and Claims for Refund, levies, releasing a levy,ployee has not treated you in a will give you more information seizures and sales, and re-professional manner, you should II. Examinations, about the rules and procedures lease of property. Publica-tell that employee’s supervisor. If Appeals, Collections, of an IRS examination. tion 1660, Collection Appealthe supervisor’s response is not and Refunds 

Rights (for Liens, Levies andsatisfactory, you should write to
Seizures), explains youryour IRS District Director or Ser- Appeals  

Examinations (Audits)  rights to appeal liens, leviesvice Center Director. If you do not agree with the ex-
and seizures and how to re-We accept most taxpayers’ re- aminer’s findings, you can appeal
quest these appeals.turns as filed. If we inquire aboutRepresentation — them to an Appeals Office. Most

your return or select it for exami-You may either represent your- differences can be settled with-
nation, it does not suggest thatself, or with proper written author- out expensive and time-consum-
you are dishonest. The inquiry orization, have someone else re- ing court trials. Your appeal rights
examination may or may not re- Refunds present you in your place. You are explained in detail in Publica-
sult in more tax. We may closecan have someone accompany tion 5, Appeal Rights and Prepa-
your case without change; or, youyou at an interview. You may You may file a claim for refund ifration of Protests for Unagreed
may receive a refund.make sound recordings of any you think you paid too much tax.Cases. If you do not wish to use

meetings with our examination or You must generally file the claimour Appeals Office or disagree
collection personnel, provided within 3 years from the date youBy mail.  We handle many exami- with its findings, you can take
you tell us in writing 10 days filed your return or 2 years fromnations and inquiries by mail. We your case to the U.S. Tax Court,
before the meeting. the date you paid the tax, which-will send you a letter with either a U.S. Court of Federal Claims, or

ever is later. The law generallyrequest for more information or a the U.S. District Court where you
provides for interest on your re-Payment of only the reason why we believe a change live. If the court agrees with you
fund if it is not paid within 45 dayscorrect amount of tax — to your return may be needed. If on most issues in your case, and
of the date you filed your returnYou are responsible for paying you give us the requested infor- finds that our position was largely
or claim for refund. Publicationonly the correct amount of tax mation or provide an explanation, unjustified, you may be able to re-
556, Examination of Returns, Ap-due under the law — no more, no we may or may not agree with cover some of your administra-
peals Rights, and Claims for Re-less. you, and we will explain the rea- tive and litigation costs. You will
fund, has more information on re-sons for any changes. Please do not be eligible to recover these
funds.Help from the Problem not hesitate to write us about an- costs unless you tried to resolve

ything you do not understand. If your case administratively, in-Resolution Office —
you cannot resolve a question cluding going through our Ap-Problem Resolution Officers can
through the mail, you can request peals system, and you gave us allhelp you with unresolved tax
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