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The explanations and examples in this publication re-
flect the interpretation by the Internal Revenue Service
(IRS) of:

* Tax laws enacted by Congress,

* Treasury regulations, and

» Court decisions.
However, the information given does not cover every

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

This publication covers some subjects on which a
court may have made a decision more favorable to
taxpayers than the interpretation by the IRS. Until
these differing interpretations are resolved by higher
court decisions or in some other way, this publication
will continue to present the interpretation by the IRS.

All taxpayers have important rights when working
with the IRS. These rights are described in Your
Rights as a Taxpayer in the back of this publication.



Introduction

This publication can help you
prepare your tax return by taking
you through each part of the re-
turn. It supplements the informa-
tion in your tax form instruction
booklet. It explains the tax law
and will help you understand
your taxes so that you pay only
as much tax as you owe and no
more.

The publication begins with
the rules for filing a tax return. It
explains who must file a return,
which tax form to use, when the
return is due, and other general
information. It will help you iden-
tify which filing status you qualify
for, whether you can claim any
dependents, and whether the in-
come you are receiving is taxa-
ble. The publication goes on to
explain the standard deduction,
the kinds of expenses you may
be able to deduct, and the vari-

ous kinds of credits you may be
able to take to reduce your tax.

Throughout the publication
are examples showing how the
tax law applies in typical situ-
ations. Sample forms and
schedules show you how to re-
port certain items on your return.
Also throughout the publication
are flowcharts and tables that
present tax information in an
easy-to-understand manner.

The index in the back of the
publication will help you find the
information you need.

Some material that you may
find helpful is not included in this
publication but can be found in
your tax form instruction booklet.
It includes the following:

* List of where to report cer-
tain items listed on informa-
tion documents,
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e List of mailing addresses for
where to file returns,

* List of recorded tax informa-
tion topics (TeleTax), and

* List of phone numbers for

calling the IRS.
If you operate your own
business or have other self-

employment income, such as
babysitting or selling crafts, see
these other publications for more
information:

¢ Publication 334, Tax Guide
for Small Business,

* Publication 533, Self-
Employment Tax,

¢ Publication 535, Business
Expenses, and

* Publication 587, Business

Use of Your Home (Including
Use by Day-Care Providers).

For information on how you
can get free IRS publications and
forms, see Where To Go for Help
in the back of this publication.
Also see the front cover of this
publication for information on
using your computer or fax ma-
chine to get forms.

We welcome your sug-
gestions for future editions of this
publication. Please send your
ideas to:

Internal Revenue Service

Technical Publications
Branch (T:FP:P)

Washington, DC 20224

We respond to many letters by
telephone. Therefore, it would be
helpful if you would include your
area code and daytime phone
number along with your return
address.

|

This section summarizes impor-
tant tax changes that took effect
in 1997. These changes are dis-
cussed in more detail throughout
this publication.

Changes are also discussed
in Publication 553, Highlights of
1997 Tax Changes.

Lower tax rate on certain cap-
ital gains.  For individuals, the
maximum long-term capital gain
tax rate for sales or exchanges
of property after May 6, 1997, is
generally reduced to 20% (10%
for taxpayers in the 15% tax
bracket). See chapter 17.

Capital gain distributions. If
you receive a capital gain distri-
bution, you now must report it on
Schedule D (Form 1040). This is
true even if you have no other
capital gains or losses.

Sale or exchange of a principal
residence. For a sale or ex-
change of a principal residence
after May 6, 1997, you can gen-
erally exclude from gross income
up to $250,000 of gain ($500,000
for married couples filing a joint
return). See chapter 16.

Adoption tax credit.  You may
be able to claim a tax credit for
qualified adoption expenses paid
in 1997. The credit can be as
much as $5,000 for each child
($6,000 for a child with special
needs). See chapter 36.

Adoption assistance. If your
employer has an adoption as-
sistance program and pays or
incurs qualified expenses on
your behalf, you may be able to
exclude from your gross income
up to $5,000 ($6,000 for a child
with special needs) of these
benefits. See Publication 968,
Tax Benefits for Adoption.

Taxpayer identification num-
bers. You must provide the
taxpayer identification number
for each person for whom you
claim certain tax benefits. This
applies even if the person was
born in 1997. Generally, this
number is the person's social
security number (SSN). See
chapter 1.

Individual taxpayer identifi-
cation number (ITIN). A resi-
dent or nonresident alien who
does not have and is not eligible
to get an SSN can file Form
W=7, Application for IRS Individ-
ual Taxpayer Identification Num-
ber, with the IRS to apply for an
ITIN. An ITIN is for tax purposes
only, but it cannot be used for
purposes of the earned income
credit.

Adoption taxpayer identifi-
cation number (ATIN). If a child
is placed in your home by an
authorized adoption agency, you
may be able to claim the child
as your dependent and also
claim the child and dependent

care credit. Generally, if you
cannot get an SSN for the child
until the adoption is final, use
Form W-7A, Application for
Taxpayer Identification Number
for Pending U.S. Adoptions, to
get an ATIN for the child. How-
ever, you cannot use an ATIN for
purposes of the earned income
credit.

Earned income credit. The
maximum amount of earned in-
come credit you can receive and
the amount of income you can
earn and still get the credit have
both increased. Generally, you
cannot claim the credit if your
investment income for 1997 is
more than $2,250.

If the IRS determines that you
should not have claimed the
earned income credit for a tax
year beginning after 1996, you
may not be eligible to claim the
credit for the next 2 years (10
years if you are denied the credit
based on fraud). See chapter 35.

Individual retirement arrange-
ment (IRA) for spouse. A mar-
ried couple filing a joint return
can contribute up to $2,000 to
each of their IRAs, even if one
spouse had little or no income.
See chapter 18.

Penalty-free IRA distributions
to pay medical expenses and
medical insurance.  You gen-

erally pay a 10% penalty if you
withdraw funds from your IRA
before age 59%. However, you
may not have to pay the penalty
if the withdrawals are not more
than the amount you paid for
unreimbursed medical expenses
that are more than 7%% of your
adjusted gross income.

If you lose your job, you may
not have to pay the penalty if the
withdrawals are not more than
the amount paid for medical in-
surance for you and your family.
See chapter 18.

Medical savings accounts

(MSAs). If you are covered only
under a high deductible health
plan, you may be able to partic-
ipate in an MSA program. You
can deduct contributions to your
MSA even if you do not itemize
your deductions. See chapter 23.

Long-term care expenses. You
can include with your medical
expenses your payments for
qualified long-term care insur-
ance premiums (up to certain
limits) and unreimbursed costs
for qualified long-term care of a
chronically ill individual. See
chapter 23.

Generally, benefits you re-
ceive under a long-term care in-
surance contract can be ex-
cluded from your income. See
chapter 13.



Accelerated death benefits.
Certain payments received un-
der a life insurance contract on
the life of a terminally or chron-
ically ill individual before death
can be excluded from income.
This also applies to amounts re-
ceived on the sale or assignment
of the contract to a viatical
settlement provider. See chapter
13.

Survivor benefits of public
safety officers.  Generally, sur-
vivor annuities paid to the
spouse, former spouse, or child
of a public safety officer killed in
the line of duty can be excluded
from income. This applies to of-
ficers dying after 1996. See
chapter 13.

Qualified state tuition pro-

grams. For purposes of qual-
ified state tuition programs, the
term “qualified higher education
expenses” has been expanded.
These expenses now include the
reasonable costs for room and
board if the student is carrying
at least half of the normal full-

time workload for his or her
course of study. See chapter 13.

Certain expiring tax benefits
extended. Some benefits that
were scheduled to expire have
been extended.

Donations of appreciated
stock. The special rule allowing
a deduction for the full fair mar-
ket value of qualified appreciated
stock given to certain private
foundations is extended through
June 30, 1998. See chapter 26.

Employer-provided educa-
tional assistance benefits. The
exclusion from gross income for
up to $5,250 of qualified em-
ployer-provided educational as-
sistance benefits is extended to
undergraduate courses begin-
ning before June 1, 2000. See
chapter 29.

Certain  amounts increased.
Some tax items indexed for in-
flation are increased for 1997.
Exemption amount. For
1997, you are allowed a $2,650
deduction for each exemption to
which you are entitled. However,

Important Changes for 1998

your exemption amount could be
phased out if you have high in-
come. See chapter 3.

Limit on itemized de-
ductions. Some of your itemized
deductions may be limited if your
adjusted gross income is more
than a certain dollar amount. For
1997, the amount is $121,200
($60,600 if you are married filing
separately). See chapter 22.

Social security and Medi-
care taxes. The maximum
wages subject to social security
tax (6.2%) has increased to
$65,400. All wages are subject
to Medicare tax (1.45%).

Employee business expenses.
Certain employee business ex-
pense deductions have been in-
creased or modified for 1997.
Employee business expenses
are discussed in chapter 28.

The standard mileage rate
for the cost of operating your car
increased to 31%. cents a mile for
all business miles.

The standard meal allow-
ance for most areas in the
United States increased to $30.

For the days you depart and re-
turn when you travel away from
home, you can claim 3 of the
standard meal allowance
amount.

Tax on excess distributions

repealed. The 15% tax on ex-
cess distributions from IRAs and
qualified plans has been re-
pealed. See chapters 11 and 18.

Changes for self-employed
persons. The part of your self-
employed health insurance
premiums that you can deduct
as an adjustment to income in-
creased to 40% for 1997. See
chapter 23.

The maximum net earnings
subject to the social security tax
portion of self-employment tax
(12.4%) has increased to
$65,400. All net earnings of at
least $400 ($108.28 for church
employees) are subject to the
Medicare tax portion (2.9%). Use
Schedule SE (Form 1040) to fig-
ure the tax due. See Publication
533, Self-Employment Tax.

|

This section summarizes impor-
tant tax changes that take effect
in 1998 and that could affect your
estimated tax payments for
1998. More information on these
and other changes can be found
in Publication 553, Highlights of
1997 Tax Changes.

Dependent child credit. You
may be able to claim a tax credit
of $400 ($500 beginning in 1999)
for each of your qualifying chil-
dren under the age of 17.

Education benefits.  There are
various new tax benefits that re-
late to education.

HOPE credit. You may be
able to claim a tax credit of up to
$1,500 for each eligible student.
The HOPE credit is allowed for
the first 2 years of postsecondary
education and is based on the
qualified higher tuition and re-
lated expenses paid during the
tax year.

Lifetime learning credit. ~ For
expenses paid after June 30,
1998, you may be able to claim
a tax credit of up to $1,000 for
the total qualified tuition and re-
lated expenses paid during the
tax year. There is no maximum
period for which the lifetime
learning credit can be claimed.

Education IRAs. You may
be able to make nondeductible
contributions to an education IRA
for a designated beneficiary.
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Distributions are not included in
income if they are not more than
the beneficiary's qualified higher
education expenses.

Interest on student loans.
You may be able to claim a de-
duction for interest paid on a
qualified student loan. For 1998,
the maximum deduction is
$1,000.

Individual retirement arrange-
ment (IRA) changes. There are
various new tax benefits that re-
late to IRAs. Generally, more
taxpayers can benefit from IRAs.
Income limits. The phaseout
amounts for deducting contribu-
tions to an IRA when you are
covered under an employer re-
tirement plan have increased for
most taxpayers. The amounts
are based on your filing status
and adjusted gross income. The
phaseout amounts for 1998 are:

¢ $50,000-60,000 for married
persons filing jointly and
qualifying widow(er)s,

¢ $0-10,000 for married per-
sons filing separately, and

¢ $30,000-40,000 for all other
filers.

Spouse covered by plan.
Even if your spouse is covered
by an employer-sponsored re-
tirement plan, you may be able
to deduct a contribution into your
IRA account if you are not cov-

ered by an employer plan. In this
situation, the phaseout amount
for 1998 is $150,000-160,000 for
married persons filing jointly.

New Roth IRA. You may be
able to establish a Roth IRA. In
this new type of IRA, your con-
tributions are not deductible and
qualified distributions you re-
ceive are not taxable.

New investment opportu-
nities allowed. Your IRA can
invest in certain platinum coins
and certain gold, silver, platinum,
and palladium bullion.

Penalty-free distributions.
You generally pay a 10% penalty
if you withdraw funds from your
IRA before age 59%. However,
you may not have to pay the
penalty if the distribution is:

* Not more than your qualified
higher education expenses,
or

* A qualified first-time
homebuyer distribution.

Increased standard deduction
for dependents. The standard
deduction for dependents for
whom an exemption can be
claimed by another taxpayer is
increased to the lesser of the
regular standard  deduction
amount or the greater of:

1) $700, or

2) The dependent's earned in-
come plus $250.

Increased standard mileage
rate for charitable purposes.
The standard mileage rate for
the cost of operating your car for
charitable purposes is increased
to 14 cents a mile.

Self-employed health insur-
ance. The part of your self-
employed health insurance pre-
miums that you can deduct as
an adjustment to income in-
creases to 45% for 1998.

Foreign earned income exclu-
sion. The amount of foreign
earned income that you can ex-
clude increases to $72,000.

Travel and transportation ex-
penses increased for certain
individuals.  If you are subject
to the Department of Transpor-
tation's hours of service limits,
you may be able to deduct 55%
of your qualified meal and
beverage expenses while travel-
ing away from your tax home.

If you are a rural mail carrier
who receives qualified re-
imbursements for business car
expenses, you may be able to
treat the amount of such re-
imbursement as your allowable
car expense. The higher stand-
ard mileage rate that previously
applied to rural mail carriers is
repealed.

Changes to estimated tax
rules. In figuring your estimated
tax payments or tax withholding



for 1998, you must include any
expected employment taxes for

household workers that you will
owe.

You will not be subject to the
estimated tax penalty unless

1998 return is $1,000 or more
(up from $500). See chapter 5.

the amount you owe with your |
Important Reminders
Listed below are important re- Advance earned income whether you reside inside or Tax return preparers. Choose
minders and other items that credit. If a qualifying child lives outside the United States and your preparer carefully. If you

may help you file your 1997 tax
return. Many of these items are
explained in more detail later in
this publication.

Punitive damages and dam-
ages for nonphysical injuries
or  nonphysical  sickness.
Generally, amounts received af-
ter August 20, 1996, as punitive
damages or as damages for
nonphysical injuries or nonphys-
ical sickness are taxable. See
chapter 13.

Qualified campus lodging ex-
tended to academic health
centers. The exclusion from
gross income for the value of
qualified campus lodging applies
to lodging provided on or near
academic health centers. These
are certain medical research in-
stitutions that engage in and
teach basic and clinical medical
science and research. See Pub-
lication 525, Taxable and Non-
taxable Income.

Annuity distributions. If you
start receiving annuity payments
from a qualified plan after No-
vember 18, 1996, you generally
must use a simplified method to
recover your basis (investment)
in the annuity. See chapter 11.

with you and you expect to
qualify for the earned income
credit in 1998, you may be able
to get part of the credit paid to
you in advance throughout the
year (by your employer) instead
of waiting until you file your tax
return. See chapter 35.

Social security taxes for
household employees.  If you
pay a domestic employee (such
as a nurse, babysitter, or
housekeeper) cash wages of
$1,000 ($1,100 in 1998) or more
to work in your home, you gen-
erally will have to withhold and
pay social security and Medicare
taxes. You pay these taxes with
your income tax return. As a
household employer, you will
need an employer identification
number (EIN) for the Forms W-2
and Schedule H that you must
file. For more information, see
Publication 926, Household Em-
ployer's Tax Guide.

Foreign source income.  If you
are a U.S. citizen with income
from sources outside the United
States (foreign income), you
must report all such income on
your tax return unless it is ex-
empt by U.S. law. This is true

whether or not you receive a
Form W-2 or 1099 from the for-
eign payer. This applies to
earned income (such as wages
and tips) as well as unearned
income (such as interest, divi-
dends, capital gains, pensions,
rents and royalties).

If you reside outside the
United States, you may be able
to exclude part or all of your for-
eign source earned income. For
details, see Publication 54, Tax
Guide for U.S. Citizens and
Resident Aliens Abroad.

Faster ways to file your return.
The IRS offers fast, accurate
ways to file your tax return infor-
mation. These include the fol-
lowing methods:

* IRS e-file (electronic filing),
* TeleFile, and
* 1040PC returns.

For details on these fast filing
methods, see chapter 1.

Private delivery services.  You
may be able to use a designated
private delivery service to mail
your tax returns and payments.
See chapter 1 for more informa-
tion.

pay someone to prepare your
return, the preparer is required,
under the law, to sign the return
and fill in the other blanks in the
Paid Preparer's area of your re-
turn. Remember, however, that
you are still responsible for the
accuracy of every item entered
on your return. If there is any
underpayment, you are respon-
sible for paying it, plus any in-
terest and penalty that may be
due. Therefore, you should be
careful to choose someone who
understands tax matters and will
prepare a complete and accurate
tax return.

Privacy Act and paperwork re-
duction information. The Pri-
vacy Act of 1974 and the Paper-
work Reduction Act of 1980 say
that when we ask you for infor-
mation we must first tell you what
our legal right is to ask for the
information, why we are asking
for it, how it will be used, what
could happen if we do not re-
ceive it, and whether your re-
sponse is voluntary, required to
obtain a benefit, or mandatory
under the law. A complete state-
ment on this subject can be
found in your tax form instruction
booklet.
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Part One.

The Income
Tax Return

The five chapters in this part provide basic information on the tax
system. 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, and 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.

1.
Filing
Information

Important Changes
for 1997

Who must file.  Generally, the amount of
income you can receive before you must file
a return has been increased.

Adoption taxpayer identification number.

If a child has been placed in your home for
purposes of legal adoption and you will not
be able to get a social security number
(SSN) for the child in time to file your return,
you may be able to get an adoption tax-
payer identification number (ATIN). See
Adoptive child with no SSN, later, under
Social Security Number.

Important Reminders

Change of address. If you change your
address for any reason, you should use
Form 8822, Change of Address, to notify the
IRS. See Change of Address, later, under
What Happens After | File?

Computerized returns.  You may want to
prepare your return on a personal computer.
See Computerized Returns, later, under
Does My Return Have To Be On Paper?

Direct deposit of refund. Instead of get-
ting a paper check, you may be able to have
your refund deposited directly into your ac-
count at a bank or other financial institution.
See Direct deposit under Refunds, later.

Electronic filing.  You may want to use IRS
e-file to file your return electronically instead
of on a paper form. This can shorten the
time for processing returns. See IRS e-file,
later, under Does My Return Have To Be
On Paper?

Installment agreement.  If you cannot pay
the full amount due with your return, you
may ask to make monthly installment pay-
ments. See Installment Agreement, later,
under Amount You Owe.
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Service in combat zone.  You are allowed
extra time to take care of tax matters if you
are a member of the Armed Forces who
served in a combat zone, or if you served
in the combat zone in support of the Armed
Forces. See Individuals Serving in Combat
Zone, later, under When Do | Have To File?

Taxpayer identification number for al-
iens. If you or your dependent is a non-
resident or resident alien who does not have
and is not eligible to get a social security
number, file Form W-7 with the IRS to ap-
ply for an Individual Taxpayer Identification
Number (ITIN). For more information on
ITINs, see Social Security Number under
How Do | Prepare My Return?

TeleFile. If you receive a TeleFile tax
package, you may be able to file your tax
return over the phone. See IRS e-file Using
a Telephone (TeleFile) under Does My Re-
turn Have To Be On Paper?

Introduction

This chapter discusses:

* Whether you have to file a return,
* Which form to use,

* When, how, and where to file your re-
turn,

* What happens if you pay too little or too
much tax,

* What records you should keep and how
long you should keep them, and

* How you can change a return you have
already filed.

Do | Have To
File a Return?

You must file a federal income tax return if
you are a citizen or resident of the United
States or a resident of Puerto Rico and you
meet the filing requirements for any of the
following categories that apply to you.

1) Individuals in general (There are spe-
cial rules for surviving spouses, exec-
utors, administrators, or legal repre-
sentatives; U.S. citizens living outside
the United States; residents of Puerto
Rico; and individuals with income from
U.S. possessions.)

2) Dependents
3) Self-Employed Persons

4) Aliens

The filing requirements for each cate-
gory are explained in this chapter.

The filing requirements apply even if you
do not owe tax.

Even if you do not have to file a re-
@ turn, it may be to your advantage to
do so. See Who Should File, later.

One return. File only one federal income
tax return for the year regardless of how
many jobs you had, how many Forms W-2
you received, or how many states you lived
in during the year.

Individuals—In General

If you are a U.S. citizen or resident, whether
you must file a return depends on three
factors:

1) Your gross income,
2) Your filing status, and

3) Your age.

To find out whether you must file, see
Table 1-1, Table 1-2, and Table 1-3. Even
if no table shows that you must file, you may
need to file to get money back (see Who
Should File, later).

Gross income.  This includes all income
you receive in the form of money, goods,
property, and services that is not exempt
from tax. Common types of income are
discussed in the chapters in Part Two of this
publication.

Community property. If you are mar-
ried and your permanent home is in a
community property state, half of any in-
come described by state law as community
income may be considered yours. This af-
fects your federal taxes, including whether
you must file, if you do not file a joint return
with your spouse. See Publication 555,
Community Property, for more information.

Self-employed individuals. If you are
self-employed, your gross income includes
the amount on line 7 of Schedule C (Form
1040), Profit or Loss From Business, or line
1 of Schedule C—EZ (Form 1040), Net Profit
From Business. See Self-Employed Per-
sons, later, for more information about your
filing requirements.

Filing status. Your filing status depends on
whether you are single or married and on
your family situation. Your filing status is
determined on the last day of your tax year,
which is December 31 for most taxpayers.
See chapter 2 for an explanation of each
filing status.



Age. If you are 65 or older at the end of the
year, you generally can have a higher
amount of gross income than other taxpay-
ers before you must file. See Table 1-1.
You are considered 65 on the day before
your 65th birthday. For example, if your 65th
birthday was on January 1, 1998, you are
considered 65 for 1997.

Surviving Spouses,
Executors, Administrators,
or Legal Representatives

You must file a final return for a decedent
(a person who died) if both of the following
are true.

* You are the surviving spouse, executor,
administrator, or legal representative.

* The decedent met the filing require-
ments at the date of death.

For more information on rules for filing
a decedent's final return, see chapter 4.

U.S. Citizens Living
Outside the U.S.

If you are a U.S. citizen living outside the
United States, you must file a return if you
meet the filing requirements. For information
on special tax rules that may apply to you,
get Publication 54, Tax Guide for U.S. Citi-
zens and Resident Aliens Abroad. It is
available at most U.S. embassies and con-
sulates, or you can order it using the order
blank at the end of this publication.

Residents of Puerto Rico

Generally, if you are a U.S. citizen and a
resident of Puerto Rico, you must file a U.S.
income tax return if you meet the filing re-
quirements. This is in addition to any legal
requirement you may have to file an income
tax return for Puerto Rico.

If you are a Puerto Rico resident for the
entire year, gross income does not include
income from sources within Puerto Rico,
except for amounts received as an em-
ployee of the United States or a United
States agency. If you receive income from
Puerto Rican sources that is not subject to
U.S. tax, you must reduce your standard
deduction. As a result, the amount of in-
come you must have before you are re-
quired to file a U.S. income tax return is
lower than the applicable amount in Table
1-1 or Table 1-2. See U.S. taxation and its
discussion, Standard deduction, under The
Commonwealth of Puerto Rico in Publica-
tion 570, Tax Guide for Individuals With In-
come From U.S. Possessions, for further
information.

Individuals With Income
From U.S. Possessions

If you had income from Guam, the Com-
monwealth of the Northern Mariana Islands,
American Samoa, or the Virgin Islands,
special rules may apply when determining
whether you must file a U.S. federal income
tax return. In addition, you may have to file
a return with the individual island govern-
ment. See Publication 570 for more infor-
mation.

Table 1-1. 1997 Filing Requirements for Most Taxpayers

To use this table, first find your marital status at the end of 1997. Then, read across
the line that shows your filing status and age at the end of 1997. You must file a
return if your gross income was at least the amount shown in the last column.

Gross income means all income you received in the form of money, goods,
property, and services that is not exempt from tax, including any gain on the sale of
your main home (even if you can exclude or postpone part or all of the gain).

When using this table, do not include social security benefits as gross income
unless you are married filing a separate return and lived with your spouse at any time
in 1997. (If you must include the benefits, see chapter 12 for the amount to include.)

Also, see Table 1-2 and Table 1-3 for other situations when you must file a return.
Marital Status Filing Status Age* Gross Income

under 65 $6,800
Single (including divorced Single il $7.800
and legally separated) Head of under 65 $8,700
household 65 or older $9,700
Married, with a child,
living apart from your
spouse during the last 6 Head of under 65 $8,700
months of 1997 household 65 or older $9,700
under 65
(both spouses) $12,200
! - . Married, joint 65 or older
Married, living with '
your spouse at end of return 65(%Te0|s(jpe$use) $13,000
1997 (or on the date your
spouse died) (both spouses) $13,800
Married, separate
return any age $2,650
Married, not living with
your spouse at end of Married, joint or
1997 (or on the date your separate return any age $2,650
spouse died)
under 65 $6,800
Single 65 or older $7,800

) Head of under 65 $8,700
Widowed before 1997 and '
not remarried in 1997 household 65 or older $9,700

Quialifying
widow(er) with under 65 $9,550
dependent child 65 or older $10,350

*If you turned age 65 on January 1, 1998, you are considered to be age 65 at the end of 1997.

Dependents

If you are a dependent (one who meets the
dependency tests in chapter 3), see Table
1-2 to find whether you must file a return.
You also must file if your situation is de-
scribed in Table 1-3.

Responsibility of parent. Generally, a
child is responsible for filing his or her own
tax return and for paying any tax on the re-
turn. But if a dependent child who must file
an income tax return cannot file it for any
reason, such as age, a parent, guardian,
or other legally responsible person must file
it for the child. If the child cannot sign the
return, the parent or guardian must sign the
child's name followed by the words “By
(signature), parent (or guardian) for minor
child.”

Child's earnings. Amounts a child
earns by performing services are his or her
gross income. This is true even if under lo-
cal law the child's parents have the right to
the earnings and may actually have re-
ceived them. If the child does not pay the

tax due on this income, the parent is liable
for the tax.

Child Under Age 14

If a child's only income is interest and divi-
dends (including Alaska Permanent Fund
dividends) and certain other conditions are
met, a parent can elect to include the child's
income on the parent's return. If this election
is made, the child does not have to file a
return. See Parent's Election To Report
Child's Interest and Dividends in chapter 32.

Self-Employed Persons

You are self-employed if you:
* Carry on a trade or business as a sole
proprietor.
* Are an independent contractor.
* Are a member of a partnership.

* Are in business for yourself in any other
way.
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Table 1-2. 1997 Filing Requirements for Dependents
See chapter 3 to find out if someone can claim you as a dependent.

situations when you must file.)

of unearned income from a trust.

If your parents (or someone else) can claim you as a dependent, and any of the
situations below apply to you, you must file a return. (See Table 1-3 for other

In this table, earned income includes salaries, wages, tips, and professional fees. It
also includes taxable scholarship and fellowship grants (see Scholarship and
Fellowship Grants in chapter 13). Unearned income includes investment-type income
such as interest, dividends, and capital gains. It also includes unemployment
compensation, taxable social security benefits, pensions, annuities, and distributions

Caution: If your gross income was $2,650 or more, you generally cannot be claimed
as a dependent unless you were under age 19 or a full-time student under age 24.
For details, see Gross Income Test in chapter 3.

Single dependents—Were you either age 65 or older or blind?
No. You must file a return if either of the following apply.
® Your unearned income was $1 or more, and the total of that income plus your
earned income was more than $650.
® You had no unearned income, and your earned income was more than $4,150.
[0 Yes. You must file a return if any of the following apply.
® Your earned income was more than $5,150 ($6,150 if 65 or older and blind).
® Your unearned income was more than $1,650 ($2,650 if 65 or older and blind).
® Your gross income was more than:
1) The larger of $650 or your earned income (up to $4,150), plus
2) $1,000 ($2,000 if 65 or older and blind).

Form 1040 and itemizes deductions.

Married dependents—Were you either age 65 or older or blind?
[ No. You must file a return if any of the following apply.
® Your gross income was at least $5 and your spouse files a separate return on

® You had no unearned income, and your earned income was more than $3,450.

® Your unearned income was $1 or more, and the total of that income plus your
earned income was more than $650.

O Yes. You must file a return if any of the following apply.

® Your gross income was at least $5 and your spouse files a separate return on
Form 1040 and itemizes deductions.

® Your earned income was more than $4,250 ($5,050 if 65 or older and blind).

® Your unearned income was more than $1,450 ($2,250 if 65 or older and blind).

® Your gross income was more than:
1) The larger of $650 or your earned income (up to $3,450), plus
2) $800 ($1,600 if 65 or older and blind).

Self-employment can include work in
addition to your regular full-time business
activities. It also includes certain part-time
work that you do at home or in addition to
your regular job.

You must file a return if your gross in-
come is at least as much as the filing re-
quirement amount for your filing status and
age (shown in Table 1-1). Also, you must
file Form 1040 and Schedule SE (Form
1040), Self-Employment Tax, if:

1) Your net earnings from self-
employment (excluding church em-
ployee income) were $400 or more, or

2) You had church employee income of
$108.28 or more (see Table 1-3).

Use Schedule SE (Form 1040) to figure
your self-employment tax. Self-employment
tax is comparable to the social security and
Medicare tax withheld from an employee's
wages. For more information about this tax,
get Publication 533, Self-Employment Tax.

Foreign governments or international
organizations. If you are a U.S. citizen who
works in the United States for an interna-
tional organization, a foreign government,
or a wholly owned instrumentality of a for-
eign government, and if your work is exempt
from social security and Medicare taxes,
you must include your earnings from ser-
vices performed in the United States when
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figuring your net
employment.

Ministers.  You must include income
from services you performed as a minister
when figuring your net earnings from self-
employment, unless you have requested
and received an exemption from self-
employment tax. This also applies to
Christian Science practitioners and mem-
bers of a religious order who have not taken
a vow of poverty. For more information, get
Publication 517, Social Security and Other
Information for Members of the Clergy and
Religious Workers.

earnings from self-

Aliens

Your status as an alien—resident, nonresi-
dent, or dual-status—determines whether
and how you must file an income tax return.

The rules used to determine your alien
status are discussed in Publication 519,
U.S. Tax Guide for Aliens.

Resident alien. If you are a resident alien
for the entire year, you must file a tax return
following the same rules that apply to U.S.
citizens. Use the forms discussed in this
publication.

Nonresident alien.  If you are a nonresi-
dent alien, the rules and tax forms that apply
to you may be different from those that ap-

ply to U.S. citizens. See Publication 519 to
find out if U.S. income tax laws apply to you
and which forms you should file.

Dual-status taxpayer. If you were a resi-
dent alien for part of the tax year and a
nonresident alien for the rest of the year,
you are a dual-status taxpayer. Different
rules apply for each part of the year. For
information on dual-status taxpayers, see
Publication 519.

Joint return. If you are an alien and you
were married to a person who was a U.S.
citizen or resident on the last day of the tax
year, you may be able to file a joint return
with your spouse. See Publication 519.

Who Should File

Even if you do not have to file, you
@ should file a federal income tax re-
turn to get money back if:
1) You had income tax withheld from your
pay, or
2) You qualify for the earned income

credit. See chapter 35 for more infor-
mation.

Which Form
Should | Use?

You must use one of three forms to file your
return — Form 1040EZ, Form 1040A, or
Form 1040. (But also see Does My Return
Have To Be On Paper? later.)

Form 1040EZ

Form 1040EZ is the simplest form to use.

You can use Form 1040EZ if all of the
following apply.

1) Your filing status is single or married
filing jointly.

2) You (and your spouse if married filing
a joint return) were under age 65 on
January 1, 1998, and not blind at the
end of 1997.

3) You do not claim any dependents.

4) Your taxable income is less than
$50,000.

5) Your income is only from wages, sala-
ries, tips, unemployment compen-
sation, Alaska Permanent Fund divi-
dends, taxable scholarship and
fellowship grants, and taxable interest
of $400 or less.

6) You did not receive any advance
earned income credit (EIC) payments.

7) If you were a nonresident alien at any
time in 1997, your filing status is mar-
ried filing jointly.

8) You do not owe any household em-
ployment taxes on wages you paid to
a household employee.

You must meet all of these requirements to
use Form 1040EZ. If you do not, you must
use Form 1040A or Form 1040.



Table 1-3. Other Situations When You Must File a 1997 Return

1. You owe any special taxes, such as:

(See chapter 7.)

group-term life insurance.

Accounts (MSAs).)

chapter 35.)

Medicare taxes. (See Publication 533.)

If any of the four conditions listed below apply, you must file a return, even if your
income is less than the amount shown in Table 1-1 or Table 1-2.

® Social security or Medicare tax on tips you did not report to your employer.

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

® Uncollected social security, Medicare, or railroad retirement tax on your

o Alternative minimum tax. (See chapter 31.)

® Tax on a qualified retirement plan, including an individual retirement
arrangement (IRA). (See chapter 18.)

® Tax on a medical savings account (MSA). (See Publication 969, Medical Savings
® Tax from recapture of investment credit or a low-income housing credit you
claimed in a previous year. (See the instructions for Form 4255, Recapture of

Investment Credit, or Form 8611, Recapture of Low-Income Housing Credit.)

® Recapture tax on the disposition of a home purchased with a
federally-subsidized mortgage. (See chapter 16.)

® Recapture of the qualified electric vehicle credit. (See chapter 36.)
2. You received any advance earned income credit (EIC) payments from your
employer. This amount should be shown in box 9 of your Form W-2. (See
3. You had net earnings from self-employment of as least $400. (See
Self-Employed Persons in this chapter.)

4. You had wages of $108.28 or more from a church or qualified
church-controlled organization that is exempt from employer social security and

Form 1040A

If you do not qualify to use Form 1040EZ,
you may be able to use Form 1040A.

You can use Form 1040A if:

1) Your income is only from wages, sal-
aries, tips, IRA distributions, pensions
and annuities, taxable social security
and railroad retirement benefits, taxa-
ble scholarship and fellowship grants,
interest, dividends (including Alaska
Permanent Fund dividends), and un-
employment compensation.

2) Your taxable income is less than

$50,000.

Your only adjustment to income is the
deduction for contributions to an IRA.

—

3

=

4
5

=

You do not itemize your deductions.

=

Your only taxes are:
a) The amount from the Tax Table.

b)  Alternative minimum tax (see
chapter 31).

c) Employment taxes on wages you
paid to a household employee
(see Publication 926, Household
Employer's Tax Guide).

d) Advance earned income credit
(EIC) payments, if you received
any (see chapter 35).

6) Your only credits are:

a) The credit for child and dependent
care expenses (see chapter 33).

b)  The credit for the elderly or the
disabled (see chapter 34).

c) The earned income credit (see
chapter 35).

d) The adoption credit (see chapter
36).

If you file Form 1040A, you can claim
estimated tax payments for 1997 and the
exclusion of interest from Series EE U.S.
savings bonds issued after 1989.

If you do not meet all of the above re-
quirements, you cannot use Form 1040A.
For example, if you claim itemized de-
ductions, you cannot use Form 1040A.

Form 1040

If you cannot use Form 1040EZ or Form
1040A, you must use Form 1040. You can
use Form 1040 to report all types of income,
deductions, and credits, including those you
cannot put on either Form 1040EZ or Form
1040A.

You may have received Form 1040A or
Form 1040EZ in the mail because of the
return you filed last year. If your situation
has changed this year, it may be to your
advantage to file Form 1040 instead. You
may pay less tax by filing Form 1040 be-
cause you can take itemized deductions,
adjustments to income, and some credits
that you cannot take on Form 1040A or
Form 1040EZ.

You must use Form 1040 if:

1) Your taxable income is $50,000 or
more.

2) You itemize your deductions.

3) You received or paid accrued interest
on securities transferred between in-
terest payment dates.

4) You received nontaxable dividends or
capital gain distributions.

5) You have to complete Part Ill of
Schedule B (Form 1040) because:

a) You received a distribution from
a foreign trust, or

b)  You had a bank, securities, or
other financial account in a foreign
country at any time during the
year. Note: If the combined value
of the foreign account(s) was
$10,000 or less during all of 1997,
or if the account(s) was with a
U.S. military banking facility oper-
ated by a U.S. financial institution,
you may be able to use Form
1040A or Form 1040EZ.

6) You had income that cannot be re-
ported on Form 1040EZ or Form
1040A. This includes gain from the
sale of your home or other property,
barter income, alimony income, taxable
refunds of state and local income
taxes, and self-employment income
(including farm income).

7) You sold or exchanged capital assets
or business property.

8) You claim adjustments to gross income
for payments to a medical savings ac-
count; moving expenses; one-half of
your self-employment tax; payments
for self-employed health insurance;
payments to a Keogh, SEP, or SIMPLE
plan; the penalty on early withdrawal
of savings; alimony paid; certain re-
quired repayments of supplemental
unemployment benefits; jury pay
turned over to your employer; qualified
performing artists' expenses; or other
allowable adjustments to income.

9) Your Form W-2 shows uncollected
employee tax (social security and
Medicare tax) on tips or group-term life
insurance in box 13. See chapter 7.

10) You received $20 or more in tips in any
one month and did not report all of
them to your employer. See chapter
7.

11) You must pay tax on self-employment
income. See Schedule SE (Form
1040), Self-Employment Tax.

12) You have to recapture an investment
credit, a low-income housing credit, a
qualified electric vehicle credit, or an
Indian employment credit you claimed
in a previous year.

13) You have to recapture tax on the dis-
position of a home purchased with a
federally-subsidized mortgage. See
chapter 16.

14) You have to pay tax on an excess
golden parachute payment.

15) You claim credits against your tax for
any of the following:
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a) Mortgage interest credit

b)  Foreign tax credit

¢) Any general business credit

d)  Credit for prior year minimum tax

e)  Credit for fuel from a nonconven-
tional source

f)  Credit for federal tax on fuels
g) Qualified electric vehicle credit

h)  Regulated investment company
credit

16) You file any of the following:

a) Form 2119, Sale of Your Home
(when filed in the year of sale)

b)  Form 2555, Foreign Earned In-
come

c) Form 2555-EZ, Foreign Earned
Income Exclusion

d) Form 4563, Exclusion of Income
for Bona Fide Residents of Amer-
ican Samoa

e) Form 4970, Tax on Accumulation
Distribution of Trusts

f)  Form 4972, Tax on Lump-Sum
Distributions (See chapter 11.)

g) Form 5329, Additional Taxes At-
tributable to Qualified Retirement
Plans (Including IRAS), Annuities,
Modified Endowment Contracts,
and MSAs

Note: Do not file Form 1040
only because you have to file
Form 5329. File Form 5329 by it-
self. (See chapters 11 and 18.)

h)  Form 8271, Investor Reporting of
Tax Shelter Registration Number

i)  Form 8814, Parents' Election To
Report Child's Interest and Divi-
dends

j)  Form 8853, Medical Savings Ac-
counts and Long-Term Care In-
surance Contracts

Does My Return Have
To Be On Paper?

You may be able to file a paperless return,
or a return with less paper. This section
explains:

1) IRS e-file (electronic filing):
a) Using a tax professional,
b)  Using your personal computer, or
¢) Using a telephone (TeleFile), and
2) Computerized returns.

IRS e-file

Table 1-4 lists the benefits of IRS e-file. IRS
e-file uses automation to replace most of the
manual steps needed to process paper re-
turns. As a result, processing of IRS e-file
returns is faster and more accurate than the
processing of paper returns. However, er-
rors on the return or problems with its
transmission can delay processing.
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Table 1-4. Benefits of IRS e-file

Accuracy

Acknowledgment

File Now,
Pay Later

Fast Refunds

Simultaneous
Federal/State
Filing

® Computer program quickly checks for errors or
missing information

® |RS provides an acknowledgement within 48 hours
that your return has been accepted for processing

® File early and pay the balance due by April 15
® Expect to receive it in half the time as when filing on
paper - even faster with direct deposit

® File both federal and state returns with the IRS at the
same time (available in over 30 states)

As with a paper return, you are respon-
sible for making sure your return contains
accurate information and is filed on time.

Using IRS e-file does not affect your
chances of an IRS examination of your re-
turn.

State returns. In most states, you can file
an electronic state return simultaneously
with your federal return. For more informa-
tion, check with your local IRS office, state
tax agency, or tax professional.

Refunds. You can have a refund check
mailed to you, or you can have your refund
deposited directly to your savings or
checking account.

With IRS e-file, your refund will be is-
sued in half the time as when filing on paper
(even faster if you choose direct deposit).
Most refunds are issued within 3 weeks. In
many cases, you can receive your refund in
about 14 days, particularly if you choose
direct deposit. However, some refunds may
be temporarily delayed as a result of com-
pliance checks. These checks make sure
that returns are filed accurately and the re-
fund is correct.

Direct deposit. To choose direct de-
posit of your refund, complete Part Il of
Form 8453 (discussed later) and check the
appropriate box in Part Ill.

Errors in direct deposit information
A will cause delays in processing your
Wiy refund. Review the information
carefully. Make sure the ‘routing transit
number” (RTN) of your financial institution
contains 9 digits. Your return will be re-
Jected if there are fewer than 9 digits.

Once an e-file return has been accepted
by IRS, you cannot cancel the direct deposit
election nor can you change your RTN or
bank account number.

Offset against debts.  As with a paper
return, you will not get all of your refund if
you owe federal tax, a student loan, child
support, or other debts to federal agencies.
Instead, part or all of your refund will be
used to pay the debt.

Refund inquiries.  If you do not receive
your refund within 3 weeks after your return
was accepted by IRS, you can call TeleTax
Refund Information. The TeleTax number
for your area is listed in your tax forms
package. Before you call TeleTax, please
have the following information from your
return available:

1) The first social security number shown
on the return,

2) Your filing status, and

3) The exact amount of your refund.

If the TeleTax recording tells you the
date your refund was issued, you should
receive the refund within a week of that
date. If you do not receive the refund by the
end of that week, contact your IRS office.
See the telephone numbers listed under
Calling the IRS in your tax forms package.

If TeleTax has no information on your
return, contact your tax professional or
electronic return transmitter for the date IRS
accepted your return. If your return was
accepted more than 3 weeks ago, contact
your local IRS office. Explain that you filed
your return electronically and that TeleTax
has no information on it. Also, provide the
first social security number shown on your
return and the date the IRS accepted your
return.

Balance due. If you have a balance due
with your return, you must pay it by April 15,
1998, to avoid penalties and interest. Mail
your payment with either:

1) The Form 1040-V, Payment Voucher,
included in some tax forms packages
(or provided by your tax professional
or electronic return transmitter), or

2) The tear-off stub from the appropriate
payment reminder notice.

Free help. The free IRS Volunteer Income
Tax Assistance (VITA) and Tax Counseling
for the Elderly (TCE) programs may be able
to help you file your return electronically.
For information on these programs, call the
IRS.

IRS e-file Using a
Tax Professional

Many tax professionals file returns elec-
tronically for their clients. You can prepare
your own return and have a professional
transmit it electronically, or you can have a
professional both prepare it and transmit it.
Look for the “Authorized IRS e-file
Provider” sign. Tax professionals may
charge a fee to e-file your return.

Form 8453. Your tax professional will ask
you to sign Form 8453, U.S. Individual In-
come Tax Declaration for Electronic Filing.
Both spouses must sign if a joint return is
being filed. Your tax professional will file the
form with the IRS and will give you the re-
quired preparer-signed copy of your return,
including a copy of the completed Form
8453. This material is for your records. Do
not mail this copy to the IRS.



IRS e-file Using a
Personal Computer

If you have a computer, a modem and tax
preparation software, you can e-file your
return electronically from your home. Tax
preparation software offering the IRS e-file
option is available at your local computer
retailer or through various web sites over
the Internet. Using your personal computer,
you can file 24 hours a day, 7 days a week.
You may be charged a fee for having your
return transmitted to the IRS. Your elec-
tronic return transmitter will inform you if
your return is accepted by the IRS.

What to send to IRS. You will then have
to send the IRS Form 8453-OL, U.S. Indi-
vidual Income Tax Declaration for On-line
Filing, along with your Forms W-2 and
supporting documents. Form 8453-OL is
available through your electronic return
transmitter.

IRS e-file Using a
Telephone (TeleFile)

If you receive a TeleFile tax package, you
may be able to file your Form 1040EZ in-
formation over the phone. If you are eligible
to use TeleFile, IRS will send you the
TeleFile tax package automatically. You can
use TeleFile only if you receive the pack-
age. You cannot order it.

The call takes about 10 minutes. To file
using TeleFile, you must use a touch-tone
phone. Your filing status must be single or
married filing jointly, you must live at the
address printed on your TeleFile Tax Rec-
ord, and you cannot claim any dependent.
In addition, you must meet the other re-
quirements explained in the TeleFile tax
package.

To use TeleFile, fill in the TeleFile Tax
Record. Then call the number listed in the
TeleFile tax package. Use your touch-tone
phone to enter the information requested.
TeleFile will figure your tax and will tell you
the amount of your refund or the amount
you owe.

Do not hang up until TeleFile gives
A you a confirmation number, which
&WGEN guarantees your return has been
accepted and filed. Write this number on the
TeleFile Tax Record, and keep it for your

records.

No paper tax return.  You will not have to
mail a paper tax return or Forms W-2 to the
IRS. But if you owe additional tax, send your
payment with Form 8855-V, TeleFile Pay-
ment Voucher, which is in your TeleFile
package.

Refund. If you are due a refund, you should
get it in half the time as when filing on paper
— even faster if you request direct deposit.

Computerized Returns

Almost anyone who files a tax return (Form
1040, 1040A, or 1040EZ) can now file a
1040PC return instead. You prepare a
1040PC return on a personal computer. It
generally has fewer pages than a conven-
tional return.

The computer prints the return in a
three-column “answer sheet” format. It
prints line numbers and dollar amounts

(and/or supporting explanations if neces-
sary) only for lines on which you made an
entry. Supporting tax forms and schedules
are also printed in this format. As a result,
an 1l-page conventional return requiring
forms and schedules can be printed as a
two-page 1040PC return. For your records,
the computer will also print out a legend
paper with line item descriptions.

If you need to list more items than fit on
a regular tax return (nine dependents, for
example), you can list them all on the
1040PC and print them in order, without the
need for attaching an additional statement.

Tax preparation software that includes
the 1040PC print option is checked and
accepted by the IRS and has the 1040PC
logo. It can be processed faster and more
accurately than the regular tax return. Soft-
ware packages are available at many com-
puter software stores. They are not avail-
able from the IRS. For more information, call
the TeleTax number for your area listed in
your tax forms package.

When Do |

Have To File?

April 15, 1998, is the due date for filing your
1997 income tax return if you use the cal-
endar year. For a quick view of due dates
for filing a return with or without an exten-
sion of time to file (discussed later), see
Table 1-5.

If you use a fiscal year (a year ending
on the last day of any month except De-
cember, or a 52-53 week year), your in-
come tax return is due by the 15th day of
the 4th month after the close of your fiscal
year.

When the due date for doing any act for
tax purposes—filing a return, paying taxes,
etc.—falls on a Saturday, Sunday, or legal
holiday, you can do that act on the next
business day.

Filing on time. Your return is filed on time
if it is properly addressed and is postmarked
by the due date. The return must have
enough postage. If you send your return by
registered mail, the date of the registration
is the postmark date. The registration is
evidence that the return was delivered. If
you send a return by certified mail and have
your receipt postmarked by a postal em-
ployee, the date on the receipt is the post-
mark date. The postmarked certified mail
receipt is evidence that the return was de-
livered.

Private delivery services. If you use a
private delivery service designated by the
IRS (rather than the U.S. Postal Service) to
send your return, the postmark date gener-
ally is the date the private delivery service
records in its data base or marks on the
mailing label. The private delivery service
can tell you how to get written proof of this
date.

The IRS publishes a list of designated
private delivery services in September of
each year. The list published in September
1997 is as follows:

* Airborne Express (Airborne): Overnight
Air Express Service, Next Afternoon
Service, and Second Day Service

* DHL Worldwide Express (DHL): DHL
“Same Day” Service and DHL USA
Overnight

* Federal Express (FedEx): FedEx Prior-
ity Overnight, FedEx Standard Over-
night, and FedEx 2Day

* United Parcel Service (UPS): UPS Next
Day Air, UPS Next Day Air Saver, UPS
2nd Day Air, and UPS 2nd Day Air A.M.

Private delivery services cannot de-
A liver items to P.O. boxes. You must
OSEEN use the U.S. Postal Service to mail
any item to an IRS P.O. box address.

Filing late. If you do not file your return by
the due date, you may have to pay a
failure-to-file penalty and interest. For more
information, see Penalties, later. Also see
Interest under Amount You Owe.

Nonresident alien. If you are a nonresident
alien and earn wages subject to U.S. in-
come tax withholding, your 1997 U.S. in-
come tax return (Form 1040NR or Form
1040NR-EZ) is due by:

e April 15, 1998, if you use a calendar
year, or

* The 15th day of the 4th month after the
end of your fiscal year if you use a fiscal
year.

If you do not earn wages subject to U.S.
income tax withholding, your return is due
by:

* June 15, 1998, if you use a calendar
year, or

* The 15th day of the 6th month after the
end of your fiscal year, if you use a fis-
cal year.

Get Publication 519, U.S. Tax Guide for Al-
iens, for more filing information.

Filing for a decedent. If you must file a final
return as an executor, administrator, legal
representative, or surviving spouse of a
taxpayer who died during the year (a dece-
dent), the income tax return is due by the
15th day of the 4th month after the end of
the decedent's normal tax year. In most
cases, for a 1997 return, this will be April
15, 1998. See Final Return for the Decedent
in chapter 4.

Extensions of Time To File

You may be able to get an extension of time
to file your return. Special rules apply if you
were:

* Qutside the United States, or
* Serving in a combat zone.

These rules are discussed separately.

Form 4868. If you cannot file your 1997
return by the due date, you may be able to
get an automatic 4—month extension of time
to file. To get the automatic extension, you
must file Form 4868, Application for Auto-
matic Extension of Time To File U.S. Indi-
vidual Income Tax Return.

Example. If your return is due on April
15, 1998, you will have until August 17,
1998, to file.
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Table 1-5. When To File Your 1997 Return (For U.S. citizens and
residents who file returns on a calendar year)

requested

Form 4868 filed
(1st extension)

Form 2688 filed
after filing Form
4868 (2nd
extension)

For Most For Certain Taxpayers
Taxpayers Outside the U.S.
No extension April 15, 1998 June 15, 1998

August 17, 1998

October 15, 1998

August 17, 1998

October 15, 1998

If you want the IRS to figure your
A tax, you cannot use the automatic
e extension of time to file. Nor can you
use it if you are under a court order to file
by the regular due date.

When fto file. You must file Form 4868
by April 15, 1998. If you are filing a fiscal
year return, file Form 4868 by the regular
due date for your return. You can file Form
1040EZ, Form 1040A, or Form 1040 any
time before the 4-month extension period
ends.

Time to pay not extended. An extension
of time to file is not an extension of time to
pay. You must make an accurate estimate
of your tax for 1997 and send any neces-
sary payment with your Form 4868. If you
find you cannot pay the full amount due with
Form 4868, you can still get the extension.
You will owe interest on the unpaid amount.

You also may be charged a penalty for
paying the tax late unless you have rea-
sonable cause for not paying your tax when
due. See Penalties, later.

Interest and penalties are assessed
(charged) from the original due date of the
return, which, for most taxpayers, is April
15, 1998.

When you file your return.  Enter any
payment you made with Form 4868 on line
57, Form 1040. If you file Form 1040EZ or
Form 1040A, include any payment you
made with Form 4868 in your total pay-
ments on line 9 of Form 1040EZ or line 29e
of Form 1040A. Also print “Form 4868” and
the amount paid in the space to the left of
line 9 or line 29e.

Extension beyond 4 months.  If you qualify
for the 4—month extension and you later find
that you are not able to file within the
4-month extension period, you may be able
to get 2 more months to file, for a total of 6
months.

You can apply for an extension beyond
the 4-month extension either by writing a
letter to the IRS or by filing Form 2688,
Application for Additional Extension of Time
To File U.S. Individual Income Tax Return.
You should ask for the extension early so
that, if it is not approved, you still will be able
to file on time. Except in cases of undue
hardship, a request for additional time will
not be approved unless you have first used
Form 4868 to get an automatic 4-month
extension. Form 2688 or your letter will not
be considered if you file it after the extended
due date.
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To get an extension beyond the auto-
matic 4-month extension, you must give all
the following information:

* The reason for requesting the exten-
sion.

* The tax year to which the extension
applies.

* The length of time needed for the ex-
tension.

* Whether another extension of time to
file has already been requested for this
tax year.

You must sign the request for this exten-
sion, or it may be signed by your attorney,
CPA, enrolled agent, or a person with a
power of attorney. If you are unable to sign
the request because of illness or for another
good reason, a person with a close personal
or business relationship to you can sign for
you, stating why you could not sign the re-
quest.

Extension approved. If your application
for this extension is approved, you will be
notified by the IRS. Attach the notice to your
return when you file it.

If the IRS later determines that the
statements made on your request for this
extension are false or misleading and an
extension would not have been approved
at the time based on the true facts, the ex-
tension is null and void. You will have to pay
the failure-to-file penalty (discussed later).

Extension not approved. If your appli-
cation for this extension is not approved,
you must file your return by the extended
due date of the automatic extension. You
may be allowed to file within 10 days of the
date of the notice you get from the IRS if the
end of the 10-day period is later than the
due date. The notice will tell you if the
10—day grace period is granted.

No further extensions. An extension of
more than 6 months will not be approved if
you are in the United States. However, if
you are outside the United States and meet
certain tests, you may be granted a longer
extension. See When To File and Pay in
Publication 54 for more information.

Individuals Outside
the United States

You are allowed an automatic 2-month ex-
tension (until June 15, 1998, if you use the
calendar year) to file your 1997 return and
pay any federal income tax due if:

1) You are a U.S. citizen or resident, and

2) On the regular due date of your return
(April 15, 1998, if you use the calendar
year):

a) You are living outside of the
United States and Puerto Rico,
and your main place of business
or post of duty is outside the
United States and Puerto Rico,
or

b)  You are in military or naval service
on duty outside the United States
and Puerto Rico.

However, if you pay the tax due after the
regular due date, interest will be charged
from the regular due date until the date the
tax is paid.

See When To File and Pay in Publication
54 for more information.

If you served in a combat zone, see In-
dividuals Serving in Combat Zone, later, for
special rules that apply to you.

Married taxpayers. If you file a joint return,
only one spouse has to qualify for this au-
tomatic extension. If you and your spouse
file separate returns, this automatic exten-
sion applies only to the spouse who quali-
fies.

How to get the extension. To use this
special automatic extension, you must at-
tach a statement to your return explaining
what situation (see the situations listed un-
der 2), earlier) qualified you for the exten-
sion.

Extensions beyond 2 months.  If you can-
not file your return within the automatic
2—-month extension period, you may be able
to get an additional 2-month extension, for
a total of 4 months. You must file Form 4868
by the end of the automatic extension period
(usually June 15, 1998) to get this additional
2—-month extension.

This additional 2-month extension of
time to file is not an extension of time to
pay. See Time to pay not extended, earlier.

Extension beyond 4 months. If you are
still unable to file your return within the
4-month extension, you may be able to get
an extension for 2 more months, for a total
of 6 months. See Extension beyond 4
months, earlier.

No further extension. An extension of
more than 6 months will generally not be
granted. However, if you are outside the
United States and meet certain tests, you
may be granted a longer extension. See
When To File and Pay in Publication 54 for
more information.

Individuals Serving
in Combat Zone

The deadline for filing your tax return, pay-
ing any tax you may owe, and filing a claim
for refund is automatically extended if you
serve in a combat zone. This applies to
members of the Armed Forces, as well as
Red Cross personnel, accredited corre-
spondents, and civilians under the direction
of the Armed Forces in support of the
Armed Forces.



Combat zone. For purposes of the auto-
matic extension, the term “combat zone”
includes:

1) The Persian Gulf Area, effective Au-
gust 2, 1990, and

2) The qualified hazardous duty area of
Bosnia and Herzegovina, Croatia, and
Macedonia, effective November 21,
1995.

See Publication 3 for information about
other tax benefits available to military per-
sonnel serving in a combat zone.

Extension period. The deadline for filing
your return, paying any tax due, and filing
a claim for refund is extended for at least
180 days after the later of:

1) The last day you are in a combat zone
(or the last day the area qualifies as a
combat zone), or

2) The last day of any continuous qual-
ified hospitalization for injury from ser-
vice in the combat zone.

In addition to the 180 days, your dead-
line is also extended by the number of days
you had left to file when you entered the
combat zone. For example, you have 3%
months (January 1 — April 15, 1998) to file
your 1997 tax return. Any days left in this
period when you entered the combat zone
(or the entire 3% months if you entered it
before January 1, 1998) are added to the
180 days.

How Do |
Prepare My Return?

This section explains how to get ready to fill
in your tax return and when to report your
income and expenses. It also explains how
to complete certain sections of the form.
You may find Table 1-6 helpful when you
prepare your return.

In most cases, the IRS will mail you
Form 1040, Form 1040A, or Form 1040EZ
with related instructions, based on what you
filed last year. Before you fill in the form,
look it over to see if you need additional
forms or schedules. You may also want to
read Does My Return Have To Be On Pa-
per? earlier.

If you do not receive a tax return pack-
age in the mail, or if you need other forms,
you can order them. You can get most
forms and publications by using the order
blank at the end of this publication or by
calling 1-800-TAX-FORM (1-800-829-
3676).

Table 1-6. 6 Steps for Preparing
Your Return

1—Get together your records for
income and expenses.

2—Get the forms, schedules, and
publications you need.

3—Fill in your return.

4—Check your return to make sure it
is correct.

5—Sign and date your return.

6—Attach all required forms and
schedules.

Form W-2. If you are an employee, you
should receive Form W-2 from your em-
ployer. You will need the information from
this form before you prepare your return.

If you do not receive Form W-2 by
February 2, 1998, contact your employer. If
you still do not get the form by February 15,
the IRS can help you by requesting the form
from your employer. For more information,
see Form W-2 under Credit for Withholding
and Estimated Tax in chapter 5.

Form 1099. If you received certain types
of income, you may receive a Form 1099.
For example, if you received taxable interest
of $10 or more, the payer generally must
give you a Form 1099—INT. If you have not
received it by February 2, 1998, contact the
payer. If you still do not get the form by
February 15, call the IRS for help.

Substitute tax forms.  You cannot use your
own version of a tax form unless it meets
the requirements explained in Publication
1167, Substitute  Printed, = Computer-
Prepared, and Computer-Generated Tax
Forms and Schedules.

When Do | Report My

Income and Expenses?

You must figure your taxable income on the
basis of a tax year. A “tax year” is an annual
accounting period used for keeping records
and reporting income and expenses. You
must account for your income and expenses
in a way that clearly shows your taxable in-
come. The way you do this is called an ac-
counting method. This section explains
which accounting periods and methods you
can use.

Accounting Periods

Most individual tax returns cover a calendar
year — the 12 months from January 1
through December 31. If you do not use a
calendar year, your accounting period is a
fiscal year. A regular fiscal year is a
12—month period that ends on the last day
of any month except December. A 52-53
week fiscal year varies from 52 to 53 weeks
and ends on a particular day of the week.

You must choose your accounting period
when you file your first income tax return.
It cannot be longer than 12 months.

More information. For more information on
accounting periods, including how to
change your accounting period, see Publi-

cation 538, Accounting Periods and Meth-
ods.

Accounting Methods

Your accounting method is the way you
account for your income and expenses.
Most taxpayers use either the cash method
or an accrual method. You choose a method
when you first file a return.

Cash method. If you use this method, re-
port all items of income in the year in which
you actually or constructively receive them.
Deduct all expenses in the year you pay
them. This is the method most individual
taxpayers use.

Constructive receipt. You construc-
tively receive income when it is credited to
your account or set apart in any way that
makes it available to you. You do not need
to have physical possession of it. For ex-
ample, interest credited to your bank ac-
count on December 31, 1997, is taxable in-
come to you in 1997 if you could have
withdrawn it in 1997 (even if the amount is
not entered in your passbook or withdrawn
until 1998).

Garnisheed wages. If your employer
uses your wages to pay your debts, or if
your wages are attached or garnisheed, the
full amount is constructively received by
you. You must include these wages in in-
come for the year you would have received
them.

Brokerage and other accounts.  Profits
from a brokerage account, or similar ac-
count, are fully taxable in the year you earn
them. This is true even if:

1) You do not withdraw the earnings,

2) The credit balance in the account may
be reduced or eliminated by losses in
later years, or

3) Current profits are used to reduce or
eliminate a debit balance from previous
years.

Debts paid for you. If another person
cancels or pays your debts (but not as a gift
or loan), you have constructively received
the amount and generally must include it in
your gross income for the year. See Can-
celed Debts in chapter 13 for more infor-
mation.

Payment to third party. If a third party
is paid income from property you own, you
have constructively received the income. It
is the same as if you had actually received
the income and paid it to the third party.

Payment to an agent. Income an agent
receives for you is income you construc-
tively received in the year the agent re-
ceives it. If you indicate in a contract that
your income is to be paid to another person,
you must include the amount in your gross
income when the other person receives it.

Check received or available. A valid
check you received or that was made
available to you before the end of the tax
year is constructively received by you in that
year, even if you do not cash the check or
deposit it in your account until the next year.

No constructive receipt. There may be
facts to show that you did not constructively
receive income.

Example. Alice Johnson, a teacher,
agreed to her school board's condition that,
in her absence, she would receive only the
difference between her regular salary and
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the salary of a substitute teacher hired by
the school board. Therefore, Alice did not
constructively receive the amount by which
her salary was reduced to pay the substitute
teacher.

Accrual method. If you use an accrual
method, you generally report income when
you earn it, rather than when you receive it.
You generally deduct your expenses when
you incur them, rather than when you pay
them.

Income paid in advance. Prepaid in-
come is generally included in gross income
in the year you receive it. Your method of
accounting does not matter as long as the
income is available to you. Prepaid income
includes rents or interest you receive in ad-
vance and pay for services you will perform
later.

Additional information.  For more informa-
tion on accounting methods, including how
to change your accounting method, get
Publication 538.

Social Security Number

You must show your social security number
(SSN) on your return. Be sure the SSN on
your return is the same as the SSN on your
social security card. If the address label in
your tax return package shows the wrong
SSN, correct it on the label. If you did not
receive a tax return package with a label,
enter your SSN in the space provided on the
return.

If you are married and did not receive a
tax return package with a label, enter the
SSNs for both you and your spouse,
whether you file jointly or separately.

Name change. If you changed your name
because of marriage, divorce, etc., imme-
diately notify your Social Security Adminis-
tration (SSA) office so the name on your tax
return is the same as the one the SSA has
on its records. This may prevent delays in
issuing your refund and safeguard your fu-
ture social security benefits.

Dependent's social security number.
You must provide the SSN of each de-
pendent you claim, regardless of the de-
pendent's age. This requirement applies to
all dependents (not just your children)
claimed on your tax return.

Exception. If your child was born and
died in 1997 and you do not have an SSN
for the child, you may attach a copy of the
child's birth certificate instead. If you do,
enter “DIED” in column 2 of line 6¢c. Enter
“12” in column 4.

No social security number.  File Form
SS-5 with your local SSA office to get an
SSN for yourself or your dependent. It usu-
ally takes about 2 weeks to get an SSN. If
you or your dependent is not eligible for an
SSN, see Individual taxpayer identification
number for aliens, later.

If you are a U.S. citizen, you must show
proof of age, identity, and citizenship with
your Form SS-5. If you are 18 or older, you
must appear in person with this proof at an
SSA office.

Form SS-5 is available at any SSA of-
fice. If you have any questions about which
documents you can use as proof of age,
identity, or citizenship, contact your SSA
office.
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If your dependent does not have an SSN
by the time your return is due, you may want
to ask for an extension of time to file, as
explained earlier under When Do | Have To
File?

If you don't provide a required SSN or if
you provide an incorrect SSN, your tax may
be increased and any refund may be re-
duced.

Adoptive child with no SSN.  If you are
in the process of adopting a child who is a
U.S. citizen or resident and cannot get an
SSN for the child until the adoption is final,
you can apply for an adoption taxpayer
identification number (an ATIN) to use in-
stead of an SSN.

File Form W-7A with the IRS to get an
ATIN if all of the following are true.

* You have a child living with you who
was placed in your home for legal
adoption by an authorized placement
agency.

* You cannot get the child's existing SSN
even though you have made a reason-
able attempt to get it from the birth
parents, the placement agency, and
other persons.

* You cannot get an SSN for the child
from the SSA because, for example, the
adoption is not final.

* You cannot get an ITIN for the child.

* You are eligible to claim the child as a
dependent on your tax return.

After the adoption is final, do not continue
using the ATIN.
See Form W-7A for more information.

Nonresident alien spouse. If your spouse
is a nonresident alien and you file a joint or
separate return, your spouse must have ei-
ther an SSN or an individual taxpayer iden-
tification number (ITIN). If your spouse is
not eligible for an SSN, see the next dis-
cussion.

Individual taxpayer identification number
(ITIN) for aliens. The IRS will issue you
an ITIN if you are a nonresident or resident
alien and you do not have and are not eli-
gible to get an SSN. To apply for an ITIN,
file Form W-7 with the IRS. It usually takes
about 30 days to get an ITIN. Enter this
number on your tax return wherever your
SSN is requested. An incorrect or missing
taxpayer identification number may increase
your tax or reduce your refund.

Alien dependent. If your dependent is
a nonresident or resident alien who does
not have and is not eligible to get a social
security number (SSN), file Form W-7 with
the IRS to apply for an ITIN. Enter this
number on your return wherever the de-
pendent's SSN is requested.

An ITIN is for tax use only. It does
A not entitle you or your dependent to
&SLEN social security benefits or change

the employment or immigration status of
either of you under U.S. law.

Penalty for not providing social security
number. If you do not include your SSN or
the SSN of your spouse or dependent as
required, you may have to pay a penalty.
See the discussion on Penalties, later, for
more information.

SSN on correspondence. If you write to
the IRS about your tax account, be sure to
include your SSN in your correspondence.
Because your SSN is used to identify your
account, this helps the IRS respond to your
correspondence promptly.

Presidential Election
Campaign Fund

This fund was set up to help pay for presi-
dential election campaigns. You may have
$3 of your tax liability go to this fund by
checking the Yes box on Form 1040, Form
1040A, or Form 1040EZ. If you are filing a
joint return, your spouse may also have $3
go to the fund. If you check Yes, it will not
change the tax you pay or the refund you
will receive.

Rounding Off Dollars

You may round off cents to whole dollars
on your return and schedules. If you do
round to whole dollars, you must round all
amounts. To round, drop amounts under 50
cents and increase amounts from 50 to 99
cents to the next dollar. For example, $1.39
becomes $1 and $2.50 becomes $3.

If you have to add two or more amounts
to figure the amount to enter on a line, in-
clude cents when adding the amounts and
round off only the total.

Example. You receive two W-2 forms:
one showing wages of $5,000.55 and one
showing wages of $18,500.73. On Form
1040, line 7, you would enter $23,501
($5,000.55 + $18,500.73 = $23,501.28), not
$23,502 ($5,001 + $18,501).

Additional Schedules

Depending on the form you file and the
items reported on your return, you may have
to complete additional schedules and attach
them to your return.

Form 1040EZ. There are no additional
schedules to file with Form 1040EZ.

Form 1040A. If you file Form 1040A, you
must complete and attach any of the fol-
lowing schedules that apply.

* Schedule 1 to report your interest in-
come or dividend income if either
amount is more than $400 or if certain
conditions apply. Those conditions are
listed under How To Report Interest In-
come in chapter 8.

* Schedule 2 to take the credit for child
and dependent care expenses.

* Schedule 3 to take the credit for the el-
derly or the disabled.

* Schedule EIC to take the earned in-
come credit.

* Schedule H to figure employment taxes
on wages you paid to a household em-
ployee.

Form 1040. If you file Form 1040, attach the
necessary schedules or forms, such as:

* Schedule A to itemize your deductions.

* Schedule B to report over $400 in in-
terest or dividends (including capital
gain and nontaxable distributions), to
answer the foreign accounts and for-



eign trusts questions, or to report inter-
est or dividend income (even if $400 or
less) if certain conditions apply. Those

conditions are listed under How To Re-
port Interest Income in chapter 8.

* Schedule C or Schedule C-EZ to report
profit or loss from a business you op-
erated or a profession you practiced as
a sole proprietor, and to report wages
and expenses you had as a statutory
employee. You may also need to file
Schedule SE.

* Schedule D to report capital gains and
losses.

* Schedule E to report income or loss
from rental real estate, royalties, part-
nerships, estates, trusts, S corpo-
rations, and REMICs (residual inter-
ests).

* Schedule EIC to take the earned in-
come credit.

* Schedule F to report farm income and
expenses.

* Schedule H to figure employment taxes
on wages you paid to a household em-
ployee.

* Schedule R to take the credit for the
elderly or the disabled.

* Schedule SE to figure self-employment
tax.

Foreign accounts and trusts. You
must complete Part Il of Schedule B (Form
1040) if:

1) You received more than $400 in inter-
est or dividends,

2) You had a foreign account, or

3) You received a distribution from or
were a grantor of, or transferor to, a
foreign trust.

If you checked Yes to the question on
line 11a, Part Il of Schedule B, you must
file Form TD F 90-22.1, Report of Foreign
Bank and Financial Accounts, by June 30,
1998, with the Department of the Treasury
at the address shown on the form. Form TD
F 90-22.1 is not a tax return, so do not at-
tach it to your Form 1040. Be sure to file
your Form 1040 with the IRS. You can get
Form TD F 90-22.1 by using the order blank
at the end of this publication.

For more information, see the in-
structions for Part Il of Schedule B (Form
1040).

Assembling your return.  Attach any
forms and schedules behind Form 1040 in
order of the “Attachment Sequence
Number” shown in the upper right corner of
the form or schedule. Put forms without an
attachment sequence number next. Then
arrange all other statements or attachments
in the same order as the forms and sched-
ules they relate to and attach them last. Do
not attach items unless required to do so.

Form W-2. Form W-2, Wage and Tax
Statement, is a statement from your em-
ployer of wages and other compensation
paid to you and taxes withheld from your
pay. You should have a Form W-2 from
each employer. Be sure to attach the first
copy or copy B of Form W-2 in the place
indicated in the left margin of the front page
of your return. Attach it only to the front
page of your return, not to any attachments.

For more information, see Form W-2 in
chapter 5.

Signatures

You must sign and date your return. If you
file a joint return, both you and your spouse
must sign the return, even if only one of you
had income.

If you are due a refund, it cannot be is-
sued unless you have signed your return.

Enter your occupation in the space pro-
vided in the signature section. If you file a
joint return, enter both your occupation and
your spouse's occupation.

If you prepare your own return, leave the
space under your signature blank. If another
person prepares your return and does not
charge you, that person should not sign
your return.

Paid preparer. Generally, anyone you pay
to prepare, assist in preparing, or review
your tax return must sign it and fill in the
other blanks in the paid preparer's area of
your return. Signature stamps and labels
are not acceptable. Paid preparers of Form
1040EZ must also put an “X” in box 10 in
the lower right corner of page 1 of the re-
turn.

If the preparer is self-employed (that is,
not employed by any person or business to
prepare the return), he or she should check
the self-employed box in the Paid Preparer's
Use Only space on the return.

The preparer must give you a copy of
your return in addition to the copy filed with
the IRS.

If you have questions about whether a
preparer must sign your return, please
contact any IRS office.

When someone can sign for you.  You can
appoint an agent to sign your return if you
are:

1) Unable to sign the return because of
disease or injury,

2) Absent from the United States for a
continuous period of at least 60 days
before the due date for filing your re-
turn, or

3) Given permission to do so by the IRS
district director in your district.

Power of attorney. A return signed by
an agent in any of these cases must have
a power of attorney (POA) attached that
authorizes the agent to sign for you. You
can use a POA that states that the agent is
granted authority to sign the return, or you
can use Form 2848, Power of Attorney and
Declaration of Representative. Part | of
Form 2848 must state that the agent is
granted authority to sign the return.

Unable to sign. If the taxpayer is men-
tally incompetent and cannot sign the re-
turn, it must be signed by a court-appointed
representative who can act for the taxpayer.

If the taxpayer is mentally competent but
physically unable to sign the return or POA,
a valid “signature” is defined under state
law. It can be anything that clearly indicates
the taxpayer's intent to sign. For example,
the taxpayer's “X” with the signatures of two
witnesses might be considered a valid sig-
nature under a state's law.

Spouse unable to sign. If your spouse is
unable to sign for any reason, see Signing
a joint return, in chapter 2.

Child's return. If a child has to file a tax
return but cannot sign the return, the child's
parent, guardian, or another legally respon-
sible person must sign the child's name,
followed by the words “By (signature), par-
ent (or guardian) for minor child.”

Refunds

When you complete your return, you will
determine if you paid more income tax than
you owed. If so, you can get a refund of the
amount you overpaid or, if you file Form
1040 or Form 1040A, you can choose to
apply all or part of the overpayment to your
next year's (1998) estimated tax.

If you choose to have a 1997 over-
A payment applied to your 1998 esti-
e mated tax, you cannot change your
mind and have any of it refunded to you
after the due date of your 1997 return.

You cannot have your overpayment ap-
plied to your 1998 estimated tax if you file
Form 1040EZ.

Follow the instructions in your tax forms
package to complete the entries to claim
your refund and/or to apply your overpay-
ment to your 1998 estimated tax.

Direct deposit. Instead of getting a paper
check, you may be able to have your refund
deposited directly into your account at a
bank or other financial institution. To re-
quest direct deposit, follow the instructions
for the refund line on your return.

You cannot have your refund deposited
directly into your account if any of the fol-
lowing are true.

1) You claim a refund that is from filing a
prior year return.

2) You ask to have the refund deposited
into a foreign bank account.

3) A legal document, such as a power of
attorney, allows the refund to go to
someone other than the taxpayer
named on the return.

If the direct deposit cannot be done, the IRS
will send a check instead.

Overpayment less than one dollar.  If your
overpayment is less than one dollar, you
will not get a refund unless you ask for it in
writing.

Cashing your refund check. Cash your tax
refund check soon after you receive it.
Checks not cashed within 12 months of the
date they are issued will be canceled and
the proceeds returned to the IRS.

If your check has been canceled, you
can apply to the IRS to have it reissued.

Refund more or less than expected.  If you
receive a check for a refund you are not
entitted to, or for an overpayment that
should have been credited to estimated tax,
do not cash the check. Call the IRS number
for your area.

If you receive a check for more than the
refund you claimed, do not cash the check
until you receive a notice explaining the
difference.

If your refund check is for less than you
claimed, it should be accompanied by a
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notice explaining the difference. Cashing
the check does not stop you from claiming
an additional amount of refund.

If you did not receive a notice and you
have any questions about the amount of
your refund, you should wait two weeks. If
you still have not received a notice, call the
IRS number for your area.

Amount You Owe

When you complete your return, you will
determine if you have paid the full amount
of tax that you owe. If you owe additional
tax, you should pay it with your return. If you
owe less than one dollar, you need not pay
it.

If the IRS figures your tax for you, you
will receive a bill for any tax that is due. You
should pay this bill within 30 days (or by the
due date of your return, if later). See Tax
Figured by IRS in chapter 31.

If you do not pay your tax when due,
A you may have to pay a failure-to-pay
enEN penalty. See Penalties, later. For
more information about your balance due,

see Publication 594, Understanding the
Collection Process.

Interest

Interest is charged on tax you do not pay
by the due date of your return. Interest is
charged even if you get an extension of time
for filing.

If the IRS figures your tax for you,
@ interest cannot start earlier than the
31st day after the IRS sends you a

bill. For information, see Tax Figured by IRS
in chapter 31.

Interest on penalties. Interest is charged
on the failure-to-file penalty, the accuracy-
related penalty, and the fraud penalty from
the due date of the return (including exten-
sions) to the date of payment. Interest on
other penalties starts on the date of notice
and demand, but is not charged on penal-
ties paid within 21 calendar days from the
date of the notice (or within 10 business
days if the notice is for $100,000 or more).

Interest due to IRS error or delay. All or
part of any interest you were charged can
be forgiven if the interest is due to an un-
reasonable error or delay by an officer or
employee of the IRS in performing a
ministerial or managerial act.

A ministerial act is a procedural or me-
chanical act that occurs during the proc-
essing of a taxpayer's case. A managerial
act includes personnel transfers and ex-
tended personnel training.

The interest can be forgiven only if you
are not responsible in any important way for
the error or delay and the IRS has notified
you in writing of the deficiency or payment.
For more information, get Publication 556,
Examination of Returns, Appeal Rights, and
Claims for Refund.

How To Pay

If you pay by check or money order, make
it out to the “Internal Revenue Service” (not
“IRS"). Please show your correct name,
address, social security number, daytime
telephone number, and the tax year and
form number on the front of your check or
money order.
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For example, if you file Form 1040 for
1997 and you owe additional tax, show your
name and address, social security humber,
daytime telephone number, and “1997 Form
1040” on the front of your check or money
order. If you file an amended return (Form
1040X) for 1996 and you owe tax, show
your name and address, social security
number, daytime telephone number, and
“1996 Form 1040X" on the front of your
check or money order.

Enclose your payment with your return,
but do not attach it to the form.

Do not mail cash with your return. If you
pay cash at an IRS office, keep the receipt
as part of your records.

Payment voucher. If you have a balance
due on line 64 of your 1997 Form 1040 and
you receive Form 1040-V, Payment
Voucher, use it to send your payment to the
IRS. This will help us process your payment
more accurately and efficiently. Follow the
instructions that come with the form.

Estimated tax payments. Do not include
any 1998 estimated tax payment in your
check or money order for your 1997 income
tax return. Mail the estimated tax payment
separately to the address shown in the
Form 1040-ES instructions. The address for
mailing estimated tax payments is different
from the address for sending your tax re-
turn.

Payment not honored. If your check or
money order is not honored by your bank
(or other financial institution) and the IRS
does not receive the funds, you still owe the
tax.

Installment Agreement

If you cannot pay the full amount due with
your return, you can ask to make monthly
installment payments. However, you will be
charged interest and may be charged a late
payment penalty on the tax not paid by April
15, 1998, even if your request to pay in in-
stallments is granted. If your request is
granted, you must also pay a fee. To limit
the interest and penalty charges, pay as
much of the tax as possible with your return.
But before requesting an installment agree-
ment, you should consider other less costly
alternatives, such as a bank loan.

To ask for an installment agreement, use
Form 9465, Installment Agreement Re-
quest. You can get Form 9465 by calling
1-800-TAX—-FORM (1-800-829-3676).
You should receive a response to your re-
quest within 30 days. But if you file your
return after March 31, it may take longer for
a reply.

Gift To Reduce
the Public Debt

You can make a contribution (gift)
to reduce the public debt. If you wish
to do so, make a separate check

payable to “Bureau of the Public Debt.” You
can send it to:

Bureau of the Public Debt
Department G
Washington, DC 20239-0601.

Or, you can enclose the check in the en-
velope with your income tax return. Please
do not add this gift to any tax you owe. If

you owe tax, include a separate check for
the tax payable to “Internal Revenue Ser-
vice.”

You can deduct this gift as a charitable
contribution on next year's tax return if you
itemize your deductions on Schedule A
(Form 1040).

Peel-Off Address Label

After you have completed your return, peel
off the label for your address from the inside
of your tax return package and place it in the
address area of the Form 1040, Form
1040A, or Form 1040EZ you send to the
IRS. If you have someone prepare your re-
turn, give that person your label to use.

If you file a 1040PC return, place the
label over the name and address area. If
you file electronically, use your label on
Form 8453. (More information on electronic
filing and the 1040PC return is found earlier
in this chapter.)

The label helps the IRS to correctly
identify your account. It also saves proc-
essing costs and speeds up processing so
that refunds can be issued sooner.

If you are due a refund, the IRS will send
it to the address shown on the return you
file (unless you choose direct deposit). No-
tices or other correspondence will also be
sent to that address. So if you move, please
let the IRS know. See Change of Address,
later, under What Happens After | File?

Correcting the label. Make necessary
name and address changes on the label. If
you have an apartment number that is not
shown on the label, please write it in. If the
label is for a joint return and the social se-
curity numbers are not listed in the same
order as the first names, change the num-
bers to show the correct order. If your social
security number is not correct, or if you
changed your name, see the discussion
under Social Security Number, earlier.

No label. If you did not receive a tax return
package with a label, print or type your
name, address, and social security nhumber
in the spaces provided at the top of Form
1040 or Form 1040A. If you are married fil-
ing a separate return, do not enter your
spouse's name in the space at the top. In-
stead, enter his or her name in the space
provided on line 3.

If you file Form 1040EZ and you do not
have a label, print (do not type) this infor-
mation in the spaces provided.

P.O. box. If your post office does not deliver
mail to your street address and you have a
P.O. box, write your P.O. box number on the
line for your present home address instead
of your street address.

Foreign address. If your address is outside
the United States or its possessions or ter-
ritories, enter the information on the line for
“City, town or post office, state, and ZIP
code” in the following order:

1) City,
2) Province or state, and

3) Name of foreign country. Do not ab-
breviate the name of the country.

Follow the country's practice for entering the
postal code.



Where Do | File?

After you complete your return, you must
send it to the IRS. You can mail it or you
may be able to file it electronically. See
Does My Return Have To Be On Paper?
earlier.

Mailing your return. If an addressed en-
velope came with your tax forms package,
you should mail your return in that envelope.

If you do not have an addressed envel-
ope or if you moved during the year, mail
your return to the Internal Revenue Service
Center for the area where you now live. The
street address of the Service Center is not
needed. A list of Service Center addresses
is shown in your tax forms package.

If you are making a payment, follow any
additional instructions in your tax forms
package.

What Happens
After | File?

After you send your return to IRS, you may
have some questions. This section dis-
cusses concerns you may have about
recordkeeping, your refund, and what to do
if you move.

What Records
Should | Keep?

=8 You must keep records so that you
ri can prepare a complete and accu-
LR rate income tax return. The law does
not require any special form of records.
However, you should keep all receipts,
canceled checks or other proof of payment,
and any other records to support any de-
ductions or credits you claim.

If you file a claim for refund, you must
be able to prove by your records that you
have overpaid your tax.

How long to keep records. You must keep
your records for as long as they are impor-
tant for the federal tax law.

Keep records that support an item of in-
come or a deduction appearing on a return
until the period of limitations for the return
runs out. (A period of limitations is the lim-
ited period of time after which no legal
action can be brought.) For assessment or
collection of tax you owe, this is 3 years
from the date you filed the return. For filing
a claim for credit or refund, this is 3 years
from the date you filed the original return,
or 2 years from the date you paid the tax,
whichever is later. Returns filed before the
due date are treated as filed on the due
date.

If you did not report income that you
should have reported on your return, and it
is more than 25% of the income shown on
the return, the period of limitations does not
run out until 6 years after you filed the re-
turn. If a return is false or fraudulent with
intent to evade tax, or if no return is filed,
an action can generally be brought at any
time.

You may need to keep records relating
to the basis of property longer than the pe-
riod of limitations. Keep those records as

long as they are important in figuring the
basis of the original or replacement prop-
erty. Generally, this means for as long as
you own the property and, after you dispose
of it, for the period of limitations that applies
to you. See chapter 14 for information on
basis.

Copies of returns. You should keep
copies of tax returns you have filed and the
tax forms package as part of your records.
They may be helpful in amending filed re-
turns or preparing future ones.

If you need a copy of a prior year tax
return, you can get it from the IRS. Use
Form 4506. There is a charge for a copy
of a return, which you must pay with Form
4506.

Transcript. ~ You can also use Form
4506 to ask for a transcript of your return
filed this year or during the 2 preceding
years. It will show most lines from your ori-
ginal return, including accompanying forms
and schedules.

Tax account information. If you need a
statement of your tax account showing any
later changes that you or the IRS made to
the original return, you will need to ask for
tax account information.

Do not use Form 4506 for tax account
information. Instead, contact your local IRS
office. You should have your name, social
security number or employer identification
number (if applicable), tax period, and form
number available. You will get the following
information:

* Type of return filed

* Filing status

* Federal income tax withheld

* Tax shown on return

* Adjusted gross income

* Taxable income

* Self-employment tax

* Number of exemptions

* Amount of refund

* Amount of earned income credit

* Whether you claimed a mortgage inter-
est deduction or real estate tax de-
duction.

More information. For more information
on recordkeeping, get Publication 552,
Recordkeeping for Individuals.

Interest on Refunds

If you are due a refund, you may get interest
on it. The interest rates are adjusted quar-
terly.

If the refund is made within 45 days after
the due date of your return, no interest will
be paid. If you file your return after the due
date (including extensions), no interest will
be paid if the refund is made within 45 days
after the date you filed. If the refund is not
made within this 45—day period, interest will
be paid from the due date of the return or
from the date you filed, whichever is later.

Accepting a refund check does not
change your right to claim an additional re-
fund and interest. File your claim within the
period of time that applies. See Amended
Returns and Claims for Refund, later. If you
do not accept a refund check, no more in-

terest will be paid on the overpayment in-
cluded in the check.

Interest on erroneous refund.  All or part
of any interest you were charged on an er-
roneous refund generally will be forgiven.
Any interest charged for the period before
demand for repayment was made will be
forgiven unless:

1) You, or a person related to you,
caused the erroneous refund in any
way, or

2) The refund is more than $50,000.

For example, if you claimed a refund of
$100 on your return, but the IRS made an
error and sent you $1,000, you would not
be charged interest for the time you held the
$900 difference. You must, however, repay
the $900 when the IRS asks.

Offset Against Debts

If you are due a refund but have not paid
certain amounts you owe, all or part of your
refund may be used to pay all or part of the
past-due amount. This includes past-due
income tax, other federal debts (such as
student loans), and child and spousal sup-
port payments. The IRS will notify you if the
refund you claimed has been offset against
your debts.

Joint return and injured spouse. When
a joint return is filed and only one spouse
owes past-due child and spousal support
or a federal debt, the other spouse can be
considered an injured spouse. An injured
spouse can get a refund for his or her share
of the overpayment that would otherwise be
used to pay the past-due amount.

To be considered an injured spouse, you
must:

1) File a joint return,

2) Have received income (such as wages,
interest, etc.),

3) Have made tax payments (such as
federal income tax withheld from
wages or estimated tax payments),

4) Report the income and tax payments
on the joint return, and

5) Have an overpayment, all or part of
which may be applied against the
past-due amount.

If you are an injured spouse, you can
obtain your portion of the joint refund by
completing Form 8379, Injured Spouse
Claim and Allocation. Follow the instructions
on the form.

Change of Address

If you move, always notify in writing the
Internal Revenue Service Center where you
filed your last return, or the Chief, Taxpayer
Service Division, in your local IRS district
office. You can use Form 8822, Change of
Address, to notify us of your new address.
If you move after filing your return and you
are expecting a refund, also notify the post
office serving your old address. This will
help in forwarding your check to your new
address (unless you chose direct deposit
of your refund).
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Be sure to include your social security
number (and the name and social security
number of your spouse, if you filed a joint
return) in any correspondence with the IRS.

Past-Due Refund

If you do not get your refund within 4 weeks
after filing your return, you can call TeleTax.
For details on how to use this telephone
service, see What Is TeleTax? in your tax
forms package. Please wait at least 4 weeks
after filing your 1997 tax return before using
this service. In some cases, TeleTax may
not have refund information until 6 weeks
after you file.

See IRS e-file, earlier, for information
about refund inquiries when you file an
electronic return.

What If | Made
a Mistake?

Errors may delay your refund or result in
notices being sent to you. If you discover
an error, you can file an amended return or
claim for refund.

Amended Returns and
Claims for Refund

You should correct your return if, after you
have filed it, you find that:

1) You did not report some income,

2) You claimed deductions or credits you
should not have claimed,

3) You did not claim deductions or credits
you could have claimed, or

4) You should have claimed a different
filing status. (You cannot change your
filing status from married filing jointly
to married filing separately after the
due date of the original return. How-
ever, an executor may be able to make
this change for a deceased spouse.)

If you need a copy of your return, see
Copies of returns under What Records
Should | Keep?, earlier in this chapter.

Form 1040X. Use Form 1040X, Amended
U.S. Individual Income Tax Return, to cor-
rect the Form 1040, Form 1040A, or Form
1040EZ you have already filed.

Completing Form 1040X. On Form
1040X, write your income, deductions, and
credits as you originally reported them on
your return, the changes you are making,
and the corrected amounts. Then figure the
tax on the corrected amount of taxable in-
come and the amount you owe or your re-
fund.

If you owe tax, pay the full amount with
Form 1040X. The tax owed will not be sub-
tracted from any amount you had credited
to your estimated tax.

If you overpaid tax, you can have all or
part of the overpayment refunded to you,
or you can apply all or part of it to your es-
timated tax. If you choose to get a refund,
it will be sent separately from any refund
shown on your original return.

Filing Form 1040X. After you finish your
Form 1040X, check it to be sure that it is
complete. Do not forget to show the year
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of your original return and explain all
changes you made. Be sure to attach any
forms or schedules needed to explain your
changes. Mail your Form 1040X to the
Internal Revenue Service Center serving
the area where you now live (as shown in
the instructions to the form).

File a separate form for each tax year
involved.

Time for filing a claim for refund.  Gener-
ally, you must file your claim for a credit or
refund within 3 years after the date you filed
your original return or within 2 years after
the date you paid the tax, whichever is later.
Returns filed before the due date (without
regard to extensions) are considered filed
on the due date (even if the due date was
a Saturday, Sunday, or legal holiday).

If the last day for claiming a credit or
refund is a Saturday, Sunday, or legal holi-
day, you can file the claim on the next
business day.

If you do not file a claim within this pe-
riod, you may not be entitled to a credit or
a refund.

Note. If you did not file an original return
when it was due, you generally can claim a
refund by filing your return within 3 years
from the time the tax was paid. See Tax
paid in the discussion that follows.

Limit on amount of refund.  If you file your
claim within 3 years after the date you filed
your return, the credit or refund cannot be
more than the part of the tax paid within the
3—year (plus any extension of time for filing
your return) period immediately before you
filed the claim.

Tax paid. Payments made before the
due date (without regard to extensions) of
the original return are considered paid on
the due date. Examples include federal in-
come tax withheld from wages and esti-
mated income tax.

Example 1. You made estimated tax
payments of $500 and got an automatic
extension of time to August 15, 1994, to file
your 1993 income tax return. When you filed
your return on that date, you paid an addi-
tional $200 tax. On August 15, 1997, you
filed an amended return and claimed a re-
fund of $700. Because you filed your claim
within 3 years after you filed your return, you
can get a refund of up to $700, the tax paid
within the 3 years plus the 4—month exten-
sion period immediately before you filed the
claim.

Example 2. The situation is the same
as in Example 1, except you filed your re-
turn on October 31, 1994, 2%, months after
the extension period ended. You paid an
additional $200 on that date. On October
27, 1997, you filed an amended return and
claimed a refund of $700. Although you filed
your claim within 3 years from the date you
filed your original return, the refund was
limited to $200, the tax paid within the 3
years plus the 4-month extension period
immediately before you filed the claim. The
estimated tax of $500 paid before that pe-
riod cannot be refunded or credited.

If you file a claim more than 3 years
after you file your return, the credit or re-
fund cannot be more than the tax you paid
within the 2 years immediately before you
file the claim.

Example. You filed your 1993 tax return
on April 15, 1994. You paid taxes of $500.
On November 3, 1995, after an examination
of your 1993 return, you had to pay an ad-
ditional tax of $200. On May 9, 1997, you
file a claim for a refund of $300. However,
because you filed your claim more than 3
years after you filed your return, your refund
will be limited to the $200 you paid during
the 2 years immediately before you filed
your claim.

Exceptions for special types of refunds.

If you file a claim for one of the items listed
below, the dates and limits discussed earlier
(under Time for filing a claim for refund and
Limit on amount of refund) may not apply.
These items, and where to get more infor-
mation, are:

* A bad debt (see Nonbusiness Bad
Debts in chapter 15).

* A worthless security (see Worthless
securities in chapter 15).

Foreign tax paid or accrued (see Publi-
cation 514, Foreign Tax Credit for Indi-
viduals).

* Net operating loss carryback (see Pub-
lication 536, Net Operating Losses).

Carryback of certain business tax cred-
its (see Form 3800, General Business
Credit).

* A claim based on an agreement with
the Service extending the period for
assessment of tax.

An injured spouse claim (see Offset
Against Debts, earlier).

Processing claims for refund.  Claims are
usually processed shortly after they are
filed. Your claim may be accepted as filed
or may be subject to examination. If a claim
is examined, the procedures are the same
as in the examination of a tax return.

Taking your claim to court.  You can sue
for a refund in court, but you must first file
a timely claim with the IRS. If the IRS does
not act on your claim within 6 months after
you file it, you can then take your claim to
court.

Fast method. The IRS provides a fast
method (no 6-month waiting period) to move
your claim to court if:

* You are filing a claim for a credit or re-
fund based solely on contested income
tax or on estate tax or gift tax issues
considered in your previously examined
returns, and

* You want to take your case to court in-
stead of appealing it within the IRS.

When you file your claim with the IRS,
you get the fast method by requesting in
writing that your claim be immediately re-
jected. A notice of claim disallowance will
then be promptly sent to you. You have 2
years from the date of mailing of the notice
of disallowance to file a refund suit in the
United States District Court having jurisdic-
tion or in the United States Court of Federal
Claims.

Interest on refund.  If you receive a refund
because of your amended return, interest
will be paid on it from the due date of your
original return or the date you filed your or-



iginal return, whichever is later, to the date
you filed the amended return. However, if
the refund is not made within 45 days after
you file the amended return, interest will be
paid up to the date the refund is paid.

Reduced refund. Your refund may be re-
duced by an additional tax liability that has
been assessed against you.

Also, your refund may be reduced by
amounts you owe for past-due child support
or debts to another federal agency. The re-
fund procedures discussed in this chapter
will not be available to you to get back the
reduction. But see Offset Against Debts,
earlier.

Effect on state tax liability. If your return
is changed for any reason, it may affect your
state income tax liability. This includes
changes made as a result of an examination
of your return by the IRS. Contact your state
tax agency for more information.

Penalties

The law provides penalties for failure to file
returns or pay taxes as required.

Civil Penalties

If you do not file your return and pay your
tax by the due date, you may have to pay
a penalty. You may also have to pay a
penalty if you substantially understate your
tax, file a frivolous return, or fail to supply
your social security number. If you provide
fraudulent information on your return, you
may have to pay a civil fraud penalty.

Filing late. If you do not file your return by
the due date (including extensions), you
may have to pay a failure-to-file penalty.
The penalty is based on the tax not paid by
the due date (without regard to extensions).
The penalty is usually 5% for each month
or part of a month that a return is late, but
not more than 25%.

Fraud. If your failure to file is due to
fraud, the penalty is 15% for each month
or part of a month that your return is late,
up to a maximum of 75%.

Return over 60 days late. If you file
your return more than 60 days after the due
date or extended due date, the minimum
penalty is the smaller of $100 or 100% of
the unpaid tax.

Exception. You will not have to pay the
penalty if you show that you failed to file on
time because of reasonable cause and not
because of willful neglect.

Paying tax late. You will have to pay a
failure-to-pay penalty of Y. of 1% of your
unpaid taxes for each month, or part of a
month, after the due date that the tax is not
paid. This penalty does not apply during the
extension period available by filing Form
4868, Application for Automatic Extension
of Time To File U.S. Individual Income Tax
Return, if you paid at least 90% of your ac-
tual tax liability before the original due date
of your return through withholding on
wages, estimated tax payments, or a pay-
ment sent in with Form 4868.

If a notice of intent to levy is issued, the
rate will increase to 1% at the start of the
first month beginning at least 10 days after
the day that the notice is issued. If a notice
and demand for immediate payment is is-
sued, the rate will increase to 1% at the start

of the first month beginning after the day
that the notice and demand is issued.

This penalty cannot be more than 25%
of your unpaid tax. You will not have to pay
the penalty if you can show that you had a
good reason for not paying your tax on time.
This failure-to-pay penalty is added to in-
terest charges on late payments.

Combined penalties. If both the failure-to-
file penalty and the failure-to-pay penalty
(discussed earlier) apply in any month, the
5% (or 15%) failure-to-file penalty is re-
duced by the failure-to-pay penalty. How-
ever, if you file your return more than 60
days after the due date or extended due
date, the minimum penalty is the smaller of
$100 or 100% of the unpaid tax.

Accuracy-related penalty.  You may have
to pay an accuracy-related penalty if:

1) You underpay your tax because of ei-
ther “negligence” or “disregard” of rules
or regulations, or

2) You substantially understate your in-
come tax.

The penalty is equal to 20% of the under-
payment. The penalty will not be figured
on any part of an underpayment on which
a fraud penalty (discussed later) is charged.

Negligence or disregard. The term
“negligence” includes a failure to make a
reasonable attempt to comply with the tax
law or to exercise ordinary and reasonable
care in preparing a return. Negligence also
includes failure to keep adequate books and
records. You will not have to pay a
negligence penalty if you have a reasonable
basis for a position you took.

The term “disregard” includes any care-
less, reckless, or intentional disregard.

The penalty is based on the part of the
underpayment due to negligence or disre-
gard of rules or regulations, not on the entire
underpayment on the return.

Adequate disclosure. You can avoid
the penalty for disregard of rules or regu-
lations if you adequately disclose on your
return a position that has at least a reason-
able basis. See Disclosure statement, later.

Substantial understatement of in-
come tax. You understate your tax if the
tax shown on your return is less than the
correct tax. The understatement is sub-
stantial if it is more than the larger of 10%
of the correct tax or $5,000. However, the
penalty is reduced to the extent there is:

1) Substantial authority, or

2) Adequate disclosure and a reasonable
basis.

Substantial authority. \Whether there is
or was substantial authority for the tax
treatment of an item depends on the facts
and circumstances. Consideration will be
given to court opinions, Treasury regu-
lations, revenue rulings, revenue proce-
dures, and notices and announcements is-
sued by the IRS and published in the
Internal Revenue Bulletin that involve the
same or similar circumstances as yours.

Disclosure statement. The under-
statement may also be reduced if you have
adequately disclosed the relevant facts
about your tax treatment of an item. To
make this disclosure, use Form 8275,
Disclosure Statement. You must also have

a reasonable basis for treating the item the
way you did.

In cases of substantial understatement
only, items that meet the requirements of
Revenue Procedure 96-58 (or later update)
are considered adequately disclosed on
your return without filing Form 8275.

Use Form 8275-R, Regulation Disclo-
sure Statement, to disclose items or posi-
tions contrary to regulations.

Reasonable cause. You will not have
to pay a penalty if you show a good reason
(reasonable cause) for the way you treated
an item. You must also show that you acted
in good faith.

Frivolous return.  You may have to pay a
penalty of $500 if you file a frivolous return.
A frivolous return is one that does not in-
clude enough information to figure the cor-
rect tax or that contains information clearly
showing that the tax you reported is sub-
stantially incorrect.

You will have to pay the penalty if you
filed this kind of return because of a frivo-
lous position on your part or a desire to
delay or interfere with the administration of
federal income tax laws. This includes al-
tering or striking out the preprinted language
above the space provided for your signa-
ture.

This penalty is added to any other pen-
alty provided by law.

The penalty must be paid in full upon
notice and demand from IRS even if you
protest the penalty.

Fraud. If there is any underpayment of tax
on your return due to fraud, a penalty of
75% of the underpayment due to fraud will
be added to your tax.

Joint return. The fraud penalty on a
joint return does not apply to a spouse un-
less some part of the underpayment is due
to the fraud of that spouse.

Failure to supply social security number.

If you do not include your social security
number (SSN) or the SSN of another person
where required on a return, statement, or
other document, you will be subject to a
penalty of $50 for each failure. You will also
be subject to the penalty of $50 if you do
not give your SSN to another person when
it is required on a return, statement, or other
document.

For example, if you have a bank account
that earns interest, you must give your SSN
to the bank. The number must be shown
on the Form 1099-INT or other statement
the bank sends you. If you do not give the
bank your SSN, you will be subject to the
$50 penalty. (You also may be subject to
“backup” withholding of income tax. See
chapter 5.)

You will not have to pay the penalty if
you are able to show that the failure was
due to reasonable cause and not willful
neglect.

Failure to furnish tax shelter registration

number. A person who sells (or otherwise
transfers) to you an interest in a tax shelter
must give you the tax shelter registration
number or be subject to a $100 penalty. If
you claim any deduction, credit, or other tax
benefit because of the tax shelter, you must
attach Form 8271, Investor Reporting of
Tax Shelter Registration Number, to your
return to report this number. You will have
to pay a penalty of $250 for each failure to
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report a tax shelter registration number on Criminal Penalties 2) Willful failure to file a return, supply in-

your return. The penalty can be excused if You may be subject to criminal prosecution formation, or pay any tax due,
ou have a reasonable cause for not re- ; )
);;orting the number. (brought to trial) for actions such as: 3) Fraud and false statements, or

4) Preparing and filing a fraudulent return.
1) Tax evasion,
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2.
Filing Status

Introduction

This chapter discusses which filing status
you should use. There are five filing
statuses to choose from:

* Single

* Married Filing Jointly

* Married Filing Separately
* Head of Household

* Qualifying Widow(er) With Dependent
Child

If more than one filing status applies to you,
choose the one that will give you the lowest
tax.

Your filing status is an important factor
in determining whether you must file a re-
turn (see chapter 1), the amount of your
standard deduction (see chapter 21), and
your correct amount of tax (see chapter 31).
Your filing status is also important in deter-
mining whether you can take other de-
ductions and credits.

Useful Items
You may want to see:

Publication

[0 501 Exemptions, Standard De-

duction, and Filing Information
U.S. Tax Guide for Aliens

Community Property

0 519
[0 555

Marital Status

In general, your filing status depends on
whether you are considered unmarried or
married. A marriage means only a legal
union between a man and a woman as
husband and wife.

Unmarried persons.  You are considered
unmarried for the whole year if, on the last
day of your tax year, you are unmarried or
separated from your spouse by a divorce
or a separate maintenance decree.
Divorced persons.  State law governs
whether you are married, divorced, or le-
gally separated under a decree of separate
maintenance. If you are divorced under a
final decree by the last day of the year, you
are considered unmarried for the whole
year. If you obtain a divorce in one year for
the sole purpose of filing tax returns as un-
married individuals, and at the time of di-
vorce you intended to and did remarry each
other in the next tax year, you and your
spouse must file as married individuals.
Annulled marriages. If you obtain a
court decree of annulment, which holds that
no valid marriage ever existed, you are
considered unmarried even if you filed joint
returns for earlier years. You must file
amended returns (Form 1040X, Amended

U.S. Individual Income Tax Return) claiming
single or head of household status for all tax
years affected by the annulment that are not
closed by the statute of limitations for filing
a tax return. The statute of limitations gen-
erally does not expire until 3 years after your
original return was filed.

Head of household or qualifying
widow(er) with dependent child. If you
are considered unmarried, you may be able
to file as a head of household or as a qual-
ifying widow(er) with a dependent child. See
Head of Household and Qualifying
Widow(er) With Dependent Child to see if
you qualify.

Married persons. If you are considered
married for the whole year, you and your
spouse can file a joint return, or you can file
separate returns. You are considered mar-
ried for the whole year if on the last day of
your tax year you and your spouse meet
any one of the following tests.

1) You are married and living together as
husband and wife,

2) You are living together in a common
law marriage that is recognized in the
state where you now live or in the state
where the common law marriage be-
gan,

3) You are married and living apart, but
not legally separated under a decree
of divorce or separate maintenance,
or

4) You are separated under an
interlocutory (not final) decree of di-
vorce. For purposes of filing a joint re-
turn you are not considered divorced.

Spouse died during the year. If your
spouse died during the year, you are con-
sidered married for the whole year for filing
status purposes.

If you did not remarry before the end of
the tax year, you can file a joint return for
yourself and your deceased spouse. For the
next 2 years, you may be entitled to the
special benefits described later under
Qualifying Widow(er) With Dependent Child.

If you remarried before the end of the tax
year, you can file a joint return with your
new spouse. Your deceased spouse's filing
status is married filing separately for that
year.

Married persons living apart. If you
live apart from your spouse and meet cer-
tain tests, you may be considered unmar-
ried. If this applies to you, you can file as
head of household even though you are not
divorced or legally separated. If you qualify
to file as head of household instead of as
married filing separately, your standard de-
duction will be higher. Also, your tax may
be lower, and you may be able to claim the
earned income credit. See Head of House-
hold, later.

Single
Your filing status is single if you are un-
married or separated from your spouse by
a divorce or separate maintenance decree,
and you do not qualify for another filing
status.

Your filing status may be single if you
were widowed before January 1, 1997, and

did not remarry in 1997. However, you may
be able to use another filing status that will
give you a lower tax. See Head of House-
hold and Qualifying Widow(er) With De-
pendent Child to see if you qualify.

You can file Form 1040EZ (if you have
no dependents and are under 65 and not
blind), Form 1040A, or Form 1040. If you file
Form 1040A or Form 1040, show your filing
status as single by checking the box on line
1. Use the Single column of the Tax Table,
or Schedule X of the Tax Rate Schedules,
to figure your tax.

Married Filing Jointly

You can choose married filing jointly — as
your filing status if you are married and both
you and your spouse agree to file a joint
return. On a joint return, you report your
combined income and deduct your com-
bined allowable expenses.

If you and your spouse decide to file a
joint return, your tax may be lower than your
combined tax for the other filing statuses.
Also, your standard deduction (if you do not
itemize deductions) may be higher, and you
may qualify for tax benefits that do not apply
to other filing statuses. You can file a joint
return even if one of you had no income or
deductions. If you and your spouse each
have income, you may want to figure your
tax both on a joint return and on separate
returns (using the filing status of married
filing separately). Choose the method that
gives the two of you the lower combined tax.

If you file as married filing jointly, you
can use Form 1040EZ (if you have no de-
pendents and are under 65 and not blind),
Form 1040A, or Form 1040. If you file Form
1040A or Form 1040, show this filing status
by checking the box on line 2. Use the
Married filing jointly column of the Tax Ta-
ble, or Schedule Y-1 of the Tax Rate
Schedules, to figure your tax.

Spouse died during the year. If your
spouse died during the year, you are con-
sidered married for the whole year and can
choose married filing jointly as your filing
status.

Divorced persons. If you are divorced
under a final decree by the last day of the
year, you are considered unmarried for the
whole year and you cannot choose married
filing jointly as your filing status.

Filing a Joint Return

Both you and your spouse must include all
of your income, exemptions, and deductions
on your joint return.

Accounting period.  Both of you must use
the same accounting period, but you can
use different accounting methods. See Ac-
counting Periods and Accounting Methods
in chapter 1.

Joint responsibility. Both of you may be
held responsible, jointly and individually, for
the tax and any interest or penalty due on
your joint return. One spouse may be held
responsible for all the tax due even if all the
income was earned by the other spouse.
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Innocent spouse exception. Under
certain circumstances, you may not have to
pay the tax, interest, and penalties on a joint
return. You must establish that you did not
know, and had no reason to know, that
there was a substantial understatement of
tax that resulted because your spouse:

1) Omitted a gross income item, or

2) Claimed a deduction, credit, or prop-
erty basis in an amount for which there
is no basis in fact or law.

The facts and circumstances must also in-
dicate that it is unfair for you to pay the tax
due. One consideration is whether you sig-
nificantly benefited from the substantial
understatement of tax. Normal support re-
ceived from your spouse is not a significant
benefit. Another consideration may be
whether you were later divorced or deserted
by your spouse.

This exception applies only if your
spouse's action resulted in an understate-
ment of tax of more than $500. In addition,
if the tax understatement resulted from
claiming a deduction, credit, or basis, the
exception applies only if the additional tax,
interest, and penalties are more than:

1) 10% of your adjusted gross income
(AGI) for the preadjustment year, if
your AGI was $20,000 or less, or

2) 25% of your AGI for the preadjustment
year, if your AGI was more than
$20,000.

Your preadjustment year is your most re-
cent tax year ending before a deficiency
notice was mailed. If you were married to a
different person at the end of the pread-
justment year, your AGI includes your new
spouse's income, whether or not you filed
a joint return for that year.

For purposes of this exception, commu-
nity property rules do not apply to items of
gross income (other than gross income from
property).

Divorced taxpayer. You may be held
jointly and individually responsible for any
tax, interest, and penalties due on a joint
return filed before your divorce. This re-
sponsibility may apply even if your divorce
decree states that your former spouse will
be responsible for any amounts due on
previously filed joint returns.

Signing a joint return.  For a return to be
considered a joint return, both husband and
wife must generally sign the return. If your
spouse died before signing the return, see
Signing the return in chapter 4.

Spouse away from home. If your
spouse is away from home, you should
prepare the return, sign it, and send it to
your spouse to sign so that it can be filed
on time.

Injury or disease prevents signing. If
your spouse cannot sign because of dis-
ease or injury and tells you to sign, you can
sign your spouse's name in the proper
space on the return followed by the words
“By (your name), Husband (or Wife).” Be
sure to also sign in the space provided for
your signature. Attach a dated statement,
signed by you, to the return. The statement
should include the form number of the return
you are filing, the tax year, the reason your
spouse cannot sign, and that your spouse
has agreed to your signing for him or her.
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Signing as guardian of spouse. If you
are the guardian of your spouse who is
mentally incompetent, you can sign the re-
turn for your spouse as guardian.

Spouse in combat zone. If your
spouse is unable to sign the return because
he or she is serving in a combat zone, such
as the Persian Gulf Area or a qualified
hazardous duty area (Bosnia and
Herzegovina, Croatia, or Macedonia), and
you do not have a power of attorney or other
statement, you can sign for your spouse.
Attach a signed statement to your return
that explains that your spouse is serving in
a combat zone. For more information on
special tax rules for persons who are serv-
ing in a combat zone, get Publication 3,
Armed Forces' Tax Guide.

Other reasons spouse cannot sign.

If your spouse cannot sign the joint return
for any other reason, you can sign for your
spouse only if you are given a valid power
of attorney (a legal document giving you
permission to act for your spouse). Attach
the power of attorney (or a copy of it) to your
tax return. You can use Form 2848, Power
of Attorney and Declaration of Represen-
tative.

Nonresident alien or dual-status alien.

A joint return generally cannot be made if
either spouse is a nonresident alien at any
time during the tax year. However, if at the
end of the year one spouse was a nonresi-
dent alien or dual-status alien married to a
U.S. citizen or resident, both spouses can
choose to file a joint return. If you do file a
joint return, you and your spouse are both
treated as U.S. citizens or residents for the
entire tax year. For information on this
choice, see chapter 1 of Publication 519.

Married Filing
Separately

You can choose matrried filing separately
as your filing status if you are married. This
method may benefit you if you want to be
responsible only for your own tax or if this
method results in less tax than a joint return.
If you and your spouse do not agree to file
a joint return, you may have to use this filing
status.

If you live apart from your spouse and
meet certain tests, you may be considered
unmarried and may be able to file as head
of household. This can apply to you even if
you are not divorced or legally separated.
If you qualify to file as head of household,
instead of as married filing separately, your
tax may be lower, you may be able to claim
the earned income credit, and your standard
deduction will be higher. The head of
household filing status allows you to choose
the standard deduction even if your spouse
chooses to itemize deductions. See Head
of Household, later, for more information.

Unless you are required to file sepa-
rately, you should figure your tax both ways
(on a joint return and on separate returns).
This way you can make sure you are using
the method that results in the lowest com-
bined tax. However, you will generally pay
more combined tax on separate returns
than you would on a joint return because the
tax rate is higher for married persons filing
separately.

If you file a separate return, you gener-
ally report only your own income, ex-
emptions, credits, and deductions on your
individual return. You can claim an ex-
emption for your spouse if your spouse had
no gross income and was not a dependent
of another person. However, if your spouse
had any gross income, or was the depend-
ent of someone else, you cannot claim an
exemption for him or her on your separate
return.

If you file as married filing separately,
you can use Form 1040A or Form 1040.
Select this filing status by checking the box
on line 3 of either form. You must also write
your spouse's social security nhumber and
full name in the spaces provided. Use the
Matrried filing separately column of the Tax
Table or Schedule Y-2 of the Tax Rate
Schedules, to figure your tax.

Separate Returns

Special rules apply if you file a separate
return.

Community property states.  If you live in
Arizona, California, Idaho, Louisiana,
Nevada, New Mexico, Texas, Washington,
or Wisconsin and file separately, your in-
come may be considered separate income
or community income for income tax pur-
poses. See Publication 555.

If you file a separate return:

1) Your spouse should itemize deductions
if you itemize deductions, because he
or she cannot claim the standard de-
duction.

2) You cannot take the credit for child and
dependent care expenses in most in-
stances.

3) You cannot take the earned income
credit.

4) You cannot exclude any interest in-
come from series EE U.S. Savings
Bonds that you used for higher educa-
tion expenses.

5) You cannot take the credit for the el-
derly or the disabled unless you lived
apart from your spouse for the entire
year.

6) You cannot take the credit for adoption
expenses in most instances.

7) You may have to include in income
more of your social security benefits (or
equivalent railroad retirement benefits)
than you would on a joint return.

Individual  retirement
(IRAs). If:

arrangements

1) You and your spouse lived together
during the year,

2) You file separate returns, and

3) Either of you was covered by an em-
ployer retirement plan during the year,

you may not be able to deduct contributions
to your individual retirement arrangement
(IRA). See Deductible Contributions in
chapter 18.

Rental activity losses.  If your rental of real
estate is a passive activity, you can gener-
ally offset a loss of up to $25,000 against
your nonpassive income if you actively par-



ticipate in the activity. However, married
persons filing separate returns who lived
together at any time during the year cannot
claim this offset. Married persons filing
separate returns who lived apart at all times
during the year are each allowed a $12,500
maximum offset for passive real estate ac-
tivities. See Limits on Rental Losses in
chapter 10.

Joint Return After
Separate Returns

You can change your filing status by filing
an amended return using Form 1040X,
Amended U.S. Individual Income Tax Re-
turn.

If you or your spouse (or each of you)
file a separate return, you can change to a
joint return any time within 3 years from the
due date of the separate return or returns.
This does not include any extensions. A
separate return includes a return filed by
you or your spouse claiming married filing
separately, single, or head of household fil-
ing status.

Separate Returns After
Joint Return

Once you file a joint return, you cannot
choose to file separate returns for that year
after the due date of the return.

Exception. A personal representative for
a decedent can change from a joint return
elected by the surviving spouse to a sepa-
rate return for the decedent. The personal
representative has one year from the due
date of the return to make the change. See
chapter 4 for more information on filing a
return for a decedent.

Head of Household

You may be able to file as head of
household if you are unmarried or consid-
ered unmarried on the last day of the year.
In addition, you must have paid more than
half the cost of keeping up a home for you
and a qualifying person for more than half
the year.

If you qualify to file as head of
@ household, your tax rate usually will
be lower than the rates for single or

married filing separately. You will also re-
ceive a higher standard deduction than if
you file as single or married filing sepa-
rately.

If you file as head of household, you can
use either Form 1040A or Form 1040. Indi-
cate your choice of this filing status by
checking the box on line 4 of either form.
Use the Head of a household column of the
Tax Table or Schedule Z of the Tax Rate
Schedules, to figure your tax.

Considered Unmarried

You are considered unmarried on the last
day of the tax year if you meet all of the
following tests.

1) You file a separate return.

2) You paid more than half the cost of
keeping up your home for the tax year.

3) Your spouse did not live in your home
during the last 6 months of the tax
year. Your spouse is considered to live
with you if he or she is temporarily ab-
sent due to special circumstances. See
Temporary absences, later.

4) Your home was, for more than half the
year, the main home of your child,
stepchild, adopted child, or foster child
for whom you can claim an exemption.
(See Home of qualifying person, later.)
However, you can still meet this test if
you cannot claim an exemption for your
child only because:

a)  You state in writing to the non-
custodial parent that he or she
may claim an exemption for the
child, or

b)  The noncustodial parent provides
at least $600 support for the de-
pendent and claims an exemption
for the dependent under a
pre-1985 divorce or separation
agreement.

The rules to claim an exemption for a
dependent are explained in chapter 3.

If you were considered married for
A part of the year and lived in a com-
CNGEN munity property state (listed earlier
under Separate Returns), special rules may
apply in determining your income and ex-
penses. See Publication 555 for more in-
formation.

Nonresident alien spouse.  You are con-
sidered unmarried for head of household
purposes if your spouse was a nonresident
alien at any time during the year and you
do not choose to treat your nonresident
spouse as a resident alien. Your spouse is
not considered your relative. You must have
another qualifying relative and meet the
other tests to be eligible to file as a head
of household. However, you are considered
married if you choose to treat your spouse
as a resident alien.

Qualifying Person

See Table 2-1 to see who is a qualifying
person.

Home of qualifying person. Generally,
the relative must live with you for more than
half the year to be a qualifying person.

Special rule for parent.  You may be
eligible to file as head of household even if
the parent for whom you can claim an ex-
emption does not live with you. You must
pay more than half the cost of keeping up
a home that was the main home for the
entire year for your father or mother. You
are keeping up a main home for your father
or mother if you pay more than half the cost
of keeping your parent in a rest home or
home for the elderly.

Temporary absences. You and your
relative are considered to live together even
if one or both of you are temporarily absent
from your household due to special circum-
stances such as illness, education, busi-
ness, vacation, and military service. It must
be reasonable to assume that the absent
person will return to the household after the
temporary absence. You must continue to
maintain the household during the absence.

Death or birth. You may be eligible to
file as head of household if the individual
who qualifies you for this filing status is born
or dies during the year. You must have
provided more than half of the cost of
keeping up a home that was the individual's
main home for more than half the year, or,
if less, the period during which the individual
lived.

Example. You are unmarried. Your
mother, for whom you can claim an ex-
emption, lived in an apartment by herself.
She died on September 2. The cost of the
upkeep of her apartment for the year until
her death was $6,000. You paid $4,000 and
your brother paid $2,000. Your brother
made no other payments toward your
mother's support. Your mother had no in-
come. Because you paid more than half the
cost of keeping up your mother's apartment
from January 1 until her death, and you can
claim an exemption for her, you can file as
a head of household.

Keeping Up a Home

You are keeping up a home only if you pay
more than half of the cost of its upkeep. You
can determine whether you paid more than
half of the cost of keeping up a home by
using the Cost of Maintaining a Household
worksheet, shown later.

Costs you include. Include in the cost of
upkeep expenses such costs as rent, mort-
gage interest, taxes, insurance on the
home, repairs, utilities, and food eaten in the
home.

Costs you do not include. Do not include
in the cost of upkeep expenses such as
clothing, education, medical treatment, va-
cations, life insurance, or transportation.
Also, do not include the rental value of a
home you own or the value of your services
or those of a member of your household.

Cost of Maintaining a Household

Amount
You Total
_Paid _ Cost

s 8

Property taxes
Mortgage interest expense
Rent
Utility charges
Upkeep and repairs
Property insurance
Food consumed on

the premises
Other household expenses
Totals
Minus total amount you paid (
Amount others paid

If you paid more than half the total cost, you meet
the requirement of maintaining a household.

Qualifying Widow(er)
With Dependent Child

If your spouse died in 1997, you can use
married filing jointly as your filing status for
1997 if you would otherwise qualify to use
that status. The year of death is the last year
for which you can file jointly with your de-
ceased spouse. See Married Filing Jointly,
earlier.

You may be eligible to use qualifying
widow(er) with dependent child  as your
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Table 2-1. Qualifying Person

Each of the following individuals can be a qualifying person.*

Your child, grandchild,
stepchild, or adopted
child. If he or she is . . .

Your foster child. If he or
sheis . ..

Your parent, grandparent,
brother, sister,
stepbrother, stepsister,
stepmother, stepfather,
mother-in-law,
father-in-law, half brother,
half sister, brother-in-law,
sister-in-law, or
daughter-in-law. If . . .

Your uncle, aunt, nephew,
or niece. If . ..

Single, he or she is a
qualifying person even if
you cannot claim an
exemption for the child.

Single, he or she is not a
qualifying person unless
you can claim an
exemption for the child.

You can claim an
exemption for the relative,
he or she is a qualifying
person.

He or she is related to
you by blood and you can
claim an exemption for
him or her. (You are

Separated Parents in chapter 3.

Married you must be able to claim an exemption for the
child unless the child’s other parent claims the
exemption under the special rules for a noncustodial
parent discussed under Support Test for Divorced or

related by blood to an
uncle or aunt if he or she
is the brother or sister of
your mother or father.
You are related by blood
to a nephew or niece if he
or she is the child of your
brother or sister.)

*A person cannot qualify more than one taxpayer to use the head of household filing status for any tax year.

If you can only claim an exemption for a person under a multiple support agreement, that person cannot be a qualifying person. See Multiple Support

Agreement in chapter 3.

filing status for 2 years following the year
of death of your spouse. For example, if
your spouse died in 1996, and you have not
remarried, you may be able to use this filing
status for 1997 and 1998.

This filing status entitles you to use joint
return tax rates and the highest standard
deduction amount (if you do not itemize
deductions). This status does not entitle you
to file a joint return.

If you file as qualifying widow(er) with
dependent child, you can use either Form
1040A or Form 1040. Indicate your filing
status by checking the box on line 5 of either
form. Write the year your spouse died in the
space provided on line 5. Use the Married
filing jointly column of the Tax Table or
Schedule Y-1 of the Tax Rate Schedules,
to figure your tax.

Page 22 Chapter 2 Filing Status

Eligibility rules.  You are eligible to file as
a qualifying widow(er) with dependent child
if you meet all of the following tests.

1) You were entitled to file a joint return
with your spouse for the year your
spouse died. (It does not matter
whether you actually filed a joint re-
turn).

2) You did not remarry before the end of
the tax year for which you are filing the
return.

3) You have a child, stepchild, adopted
child, or foster child for whom you can
claim an exemption.

4) You paid more than half the cost of
keeping up a home that is the main
home for you and that child for the
entire year, except for temporary ab-
sences. See Temporary absences and

Keeping Up a Home, discussed earlier
under Head of Household.

Example. John Reed's wife died in
1995. John has not remarried. He has co-
ntinued during 1996 and 1997 to keep up
a home for himself and his child (for whom
he can claim an exemption). For 1995 he
was entitled to file a joint return for himself
and his deceased wife. For 1996 and 1997
he can file as qualifying widower with a de-
pendent child. After 1997 he can file as
head of household if he qualifies.

Death or birth. You may be eligible to file
as a qualifying widow(er) with dependent
child if the child who qualifies you for this
filing status is born or dies during the year.
You must have provided more than half of
the cost of keeping up a home that was the
child's main home during the entire part of
the year he or she was alive.



3.

Personal
Exemptions and
Dependents

Important Changes
for 1997

Social security number for dependents.
You must list either the social security
number or individual taxpayer identification
number of every person for whom you claim
an exemption. See Social Security Number
for Dependents, later.

Exemption amount.  The amount you can
deduct for each exemption has increased
from $2,550 in 1996 to $2,650 in 1997.

Exemption phaseout.  You will lose all or
part of the benefit of your exemptions if your
adjusted gross income is above a certain
amount. The amount at which this phaseout
begins depends on your filing status. For
1997, the phaseout begins at $90,900 for
married persons filing separately; $121,200
for unmarried individuals; $151,500 for
heads of household; and at $181,800 for
married persons filing jointly. See Phaseout
of Exemptions, later.

Introduction

This chapter discusses exemptions. The
following topics will be explained:

* Personal exemptions — You generally
can take one for yourself and, if you are
married, one for your spouse.

* Exemptions for dependents — You
must meet five exemption tests for each
exemption you claim. If you are entitled
to claim an exemption for a dependent,
that dependent cannot claim a personal
exemption on his or her own tax return.

* Phaseout of exemptions — You get less
of a deduction when your taxable in-
come goes above a certain amount.

* Social security number (SSN) require-
ment for dependents.

Exemptions reduce your taxable income.
Generally, you can deduct $2,650 for each
exemption you claim in 1997. How you
claim an exemption on your tax return de-
pends on which form you file.

If you file Form 1040EZ, the exemption
amount is combined with the standard de-
duction amount and entered on line 5.

If you file Form 1040A or Form 1040,
follow the instructions for the form. The total
number of exemptions you can claim is the
total in the box on line 6d. Also complete
line 21 (Form 1040A) or line 37 (Form 1040)
by multiplying the total number of ex-
emptions shown in the box on line 6d by
$2,650.

Note. If your adjusted gross income is
$90,900 or more, see Phaseout of Ex-
emptions, later.

Useful Items
You may want to see:

Form (and Instructions)

[0 2120 Multiple Support Declaration

[0 8332 Release of Claim to Exemption
for Child of Divorced or Sepa-
rated Parents

Exemptions

There are two types of exemptions: per-
sonal exemptions and exemptions for de-
pendents. While these are both worth the
same amount, different rules apply to each

type.

Personal Exemptions

You are generally allowed one exemption
for yourself and, if you are married, one
exemption for your spouse. These are
called personal exemptions.

Your Own Exemption

You can take one exemption for yourself
unless you can be claimed as a dependent
by another taxpayer.

Single persons. If another taxpayer is en-
titted to claim you as a dependent, you
cannot take an exemption for yourself. This
is true even if the other taxpayer does not
actually claim your exemption.

Married persons. If you file a joint return,
you can take your own exemption. If you file
a separate return, you can take your own
exemption only if another taxpayer is not
entitled to claim you as a dependent.

Your Spouse's Exemption

Your spouse is never considered your de-
pendent. You may be able to take one ex-
emption for your spouse only because you
are married.

Joint return.  If your spouse had any gross
income, as defined in chapter 1, you can
claim his or her exemption only if you file a
joint return.

Separate return. If you file a separate re-
turn, you can claim the exemption for your
spouse only if your spouse had no gross
income and was not the dependent of an-
other taxpayer. This is true even if the other
taxpayer does not actually claim your
spouse's exemption. This is also true if your
spouse is a nonresident alien.

Death of spouse. If your spouse died
during the year, you can generally claim
your spouse's exemption under the rules
just explained under Joint return and Sepa-
rate return.

If you remarried during the year, you
cannot take an exemption for your de-
ceased spouse.

If you are a surviving spouse without
gross income and you remarry, you can be
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claimed as an exemption on both the final
separate return of your deceased spouse
and the separate return of your new spouse
whom you married in the same year. If you
file a joint return with your new spouse, you
can be claimed as an exemption only on
that return.

Final decree of divorce or separate

maintenance during the year. If you ob-
tained a final decree of divorce or separate
maintenance by the end of the year, you
cannot take your former spouse's ex-
emption. This rule applies even if you pro-
vided all of your former spouse's support.

Exemptions for

Dependents

You are allowed one exemption for each
person you can claim as a dependent.

You can claim an exemption for a person
if all five of the exemption tests, discussed
later, are met. You can take an exemption
for your dependent even if your dependent
files a return. But that dependent cannot
claim his or her own personal exemption if
you are entitled to do so. However, see
Joint Return Test, later in this chapter.

Child born alive.  If your child was born
alive during the year, and the exemption
tests are met, you can take the full ex-
emption. This is true even if the child lived
only for a moment. Whether your child was
born alive depends on state or local law.
There must be proof of a live birth shown
by an official document, such as a birth
certificate.

Stillborn child.  You cannot claim an ex-
emption for a stillborn child.

Death of dependent. If your dependent
died during the year and otherwise qualified
as your dependent, you can take an ex-
emption for your dependent.

Example. Your dependent mother died
on January 15. You can take a full ex-
emption for her on your return.

Housekeepers, maids, or servants. If
these people work for you, you cannot claim
exemptions for them.

Exemption tests.  The following five tests
must be met for you to claim an exemption
for a dependent:

1) Member of Household or Relationship
Test

2) Citizenship Test
3) Joint Return Test
4) Gross Income Test

5) Support Test

Member of Household

or Relationship Test

To meet this test, a person must live with
you for the entire year as a member of your
household or be related to you. If at any
time during the year the person was your
spouse, that person cannot be your de-
pendent. However, see Personal Ex-
emptions, earlier.
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Temporary absences.  You and another
person live together even if either (or both)
of you are temporarily absent due to special
circumstances. Temporary absences due to
special circumstances include absences
because of illness, education, business,
vacation, and military service.

If the person is placed in a nursing home
for an indefinite period of time to receive
constant medical care, the absence is con-
sidered temporary.

Death or birth. A person who died during
the year, but was a member of your
household until death, will meet the member
of household test. The same is true for a
child who was born during the year and was
a member of your household for the rest of
the year. The test is also met if a child would
have been a member except for any re-
quired hospital stay following birth.

Test not met. A person does not meet the
member of household test if at any time
during your tax year the relationship be-
tween you and that person violates local
law.

Relatives not living with you. A person
related to you in any of the following ways
does not have to live with you for the entire
year as a member of your household to
meet this test.

Your child, grandchild, great grandchild, etc.
(a legally adopted child is considered
your child)

Your stepchild

Your brother, sister, half brother, half sister,
stepbrother, or stepsister

Your parent, grandparent, or other direct
ancestor, but not foster parent

Your stepfather or stepmother
A brother or sister of your father or mother
A son or daughter of your brother or sister

Your father-in-law, mother-in-law, son-in-
law, daughter-in-law, brother-in-law, or
sister-in-law

Any of these relationships that were estab-
lished by marriage are not ended by death
or divorce.

Adoption. Before legal adoption, a child is
considered to be your child if he or she was
placed with you for adoption by an author-
ized agency. Also, the child must have been
a member of your household. If the child
was not placed with you by an authorized
agency, the child will meet this test only if
he or she was a member of your household
for your entire tax year.

Foster individual. A foster child or adult
must live with you as a member of your
household for the entire year to qualify as
your dependent.

However, if a state, one of its political
subdivisions, or a tax-exempt child-placing
agency makes payments to you as a foster
parent, you may not take an exemption for
the child.

Cousin. You can claim an exemption for
your cousin only if he or she lives with you
as a member of your household for the en-
tire year. A cousin is a descendant of a
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brother or sister of your father or mother and
does not qualify under the relationship test.

Joint return.  If you file a joint return, you
do not need to show that a person is related
to both you and your spouse. You also do
not need to show that a person is related to
the spouse who provides support.

For example, your spouse's uncle who
receives more than half his support from
you may be your dependent, even though
he does not live with you. However, if you
and your spouse file separate returns, your
spouse's uncle can be your dependent only
if he is a member of your household and
lives with you for your entire tax year.

Citizenship Test

To meet the citizenship test, a person must
be a U.S. citizen or resident, or a resident
of Canada or Mexico, for some part of the
calendar year in which your tax year begins.

Children's place of residence. Children
usually are citizens or residents of the
country of their parents.

If you were a U.S. citizen when your
child was born, the child may be a U.S. cit-
izen although the other parent was a non-
resident alien and the child was born in a
foreign country. If so, and the other ex-
emption tests are met, you can take the
exemption. It does not matter if the child
lives abroad with the nonresident alien par-
ent.

If you are a U.S. citizen who has legally
adopted a child who is not a U.S. citizen or
resident, and the other exemption tests are
met, you can take the exemption if your
home is the child's main home and the child
is a member of your household for your
entire tax year.

Foreign students' place of residence.
Foreign students brought to this country
under a qualified international education
exchange program and placed in American
homes for a temporary period generally are
not U.S. residents and do not meet the citi-
zenship test. You cannot claim exemptions
for them. However, if you provided a home
for a foreign student, you may be able to
take a charitable contribution deduction.
See Expenses Paid for Student Living With
You in chapter 26.

Joint Return Test

Even if the other exemption tests are met,
you are generally not allowed an exemption
for your dependent if he or she files a joint
return.

Example. You supported your daughter
for the entire year while her husband was
in the Armed Forces. The couple files a joint
return. Even though all the other tests are
met, you cannot take an exemption for your
daughter.

Exception. The joint return test does not
apply if a joint return is filed by the de-
pendent and his or her spouse merely as a
claim for refund and no tax liability would
exist for either spouse on the basis of sep-
arate returns.

Example. Your son and his wife each
had less than $2,000 of wages and no un-
earned income. Neither is required to file a
tax return. Taxes were taken out of their

Chapter 3 Personal Exemptions and Dependents

pay, so they file a joint return to get a re-
fund. You are allowed to take exemptions
for your son and daughter-in-law if the other
exemption tests are met.

Gross Income Test

Generally, you cannot take an exemption for
a dependent if that person had gross in-
come of $2,650 or more for the year. This
test does not apply if the person is your child
and is either under age 19, or a student
under age 24, as discussed later.

If you file on a fiscal year basis, the
gross income test applies to the calendar
year in which your fiscal year begins.

Gross income defined.  All income in the
form of money, property, and services that
is not exempt from tax is gross income.

In a manufacturing, merchandising, or
mining business, gross income is the total
net sales minus the cost of goods sold, plus
any miscellaneous income from the busi-
ness.

Gross receipts from rental property are
gross income. Do not deduct taxes, repairs,
etc., to determine the gross income from
rental property.

Gross income includes a partner's share
of the gross, not a share of the net, part-
nership income.

Gross income also includes all unem-
ployment compensation and certain schol-
arship and fellowship grants. Scholarships
received by degree candidates that are
used for tuition, fees, supplies, books, and
equipment required for particular courses
are not included in gross income. For more
information, see chapter 13.

Tax-exempt income, such as certain
social security payments, is not included in
gross income.

Disabled dependents.  For this gross
income test, gross income does not include
income received by a permanently and
totally disabled individual at a sheltered
workshop. The availability of medical care
must be the main reason the individual is
at the workshop. Also, the income must
come solely from activities at the workshop
that are incident to this medical care. A
sheltered workshop is a school operated by
certain tax-exempt organizations, or by a
state, a U.S. possession, a political subdi-
vision of a state or possession, the United
States, or the District of Columbia, that
provides special instruction or training de-
signed to alleviate the disability of the indi-
vidual.

Child defined. For purposes of the gross
income test, your child is your son, stepson,
daughter, stepdaughter, a legally adopted
child, or a child who was placed with you
by an authorized placement agency for your
legal adoption. A foster child who was a
member of your household for your entire
tax year is also considered your child. See
Foster individual, earlier.

Child under 19. If your child is under 19
at the end of the year, the gross income test
does not apply. Your child can have any
amount of income and you can still claim
an exemption if the other exemption tests,
including the support test, are met.

Example. Marie, 18, earned $3,000.
Her father provided more than half her
support. He can claim an exemption for her



Figure 3-A. Can You Claim an Exemption for a Dependent?

Start Here:
< No Was the person either a member of your household for the entire tax
year or related to you?
< No Was the person a U.S. citizen or resident, or a resident of Canada or
Mexico for any part of the tax year?
i Yes
Yes
¢ Did the person file a joint return for the year?
v i No
You cannot You can
claim an No Did you provide more than half the person’s total support for the claim an
exemption |@———— | year? (If you are a divorced or separated parent of the person, see exemption
for this Support Test for Divorced or Separated Parents.)® for this
person. person.
A i A
Did the person have gross income of $2,650 or more during the tax No >
year?
No i
s | Was the person your child?
¢ Yes
Yes
Was your child under 19 at the end of the year? —P
¢ No
< No Was your child under 24 at the end of the year and a full-time ves >
student for some part of each of five months during the year?

!If the person was your legally adopted child and lived in your home as a member of your household for the entire tax year, answer “yes” to this question.
?If neither the person nor the person’s spouse is required to file a return but they file a joint return only to claim a refund of tax withheld, answer “no” to this

question.

*Answer “yes” to this question if you meet the multiple support requirements under Multiple Support Agreement.

because the gross income test does not
apply and the other exemption tests were
met.

Student under age 24. If your child is a
student, the gross income test does not
apply if the child is under age 24 at the end
of the calendar year. The other exemption
tests must still be met.

Student defined. To qualify as a stu-
dent, your child must be, during some part
of each of 5 calendar months during the
calendar year (not necessarily consecutive):

1) A full-time student at a school that has
a regular teaching staff, course of
study, and regularly enrolled body of
students in attendance, or

2) A student taking a full-time, on-farm
training course given by a school de-
scribed in (1) above or a state, county,
or local government.

Full-time student defined. A full-time
student is a person who is enrolled for the
number of hours or courses the school
considers to be full-time attendance.

School defined. The term “school” in-
cludes elementary schools, junior and sen-
ior high schools, colleges, universities, and
technical, trade, and mechanical schools. It
does not include on-the-job training
courses, correspondence schools, and night
schools.
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Example. James, 22, attends college
as a full-time student. During the summer,
James earned $3,000. If the other ex-
emption tests are met, his parents can take
the exemption for James.

Vocational high school students.
People who work on “co-op” jobs in private
industry as a part of the school's prescribed
course of classroom and practical training
are considered full-time students.

Night school.  Your child is not a full-
time student while attending school only at
night. However, full-time attendance at a
school can include some attendance at
night as part of a full-time course of study.
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Support Test

You must provide more than half of a per-
son's total support during the calendar year
to meet the support test. You figure whether
you have provided more than half by com-
paring the amount you contributed to the
person's support with the entire amount of
support the person received from all
sources. This amount includes the person's
own funds used for support. You cannot in-
clude in your contribution any part of your
child's support that is paid for by the child
with the child's own wages, even if you pay
the wages. See Total Support, later.

A person's own funds are not support
unless they are actually spent for support.

Example. Your mother received $2,400
in social security benefits and $300 in in-
terest. She paid $2,000 for lodging and
$400 for recreation.

Even though your mother received a
total of $2,700, she spent only $2,400 for
her own support. If you spent more than
$2,400 for her support and no other support
was received, you have provided more than
half of her support.

Cost determines support.  The total cost,
not the period of time you provide the sup-
port, determines whether you provide more
than half of the support.

Year support is provided.  The year you
provide the support is the year you pay for
it, even if you do so with borrowed money
that you repay in a later year.

If you use a fiscal year to report your
income, you must provide more than half
of the dependent's support for the calendar
year in which your fiscal year begins.

Armed Forces dependency allotments.
The part of the allotment contributed by the
government and the part taken out of your
military pay are both considered provided
by you in figuring whether you provide more
than half of the support. If your allotment is
used to support persons other than those
you name, you can take the exemptions for
them if they otherwise qualify.

Example. You are in the Armed Forces.
You authorize an allotment for your wid-
owed mother that she uses to support her-
self and your sister. If the allotment provides
more than half of their support, you can take
an exemption for each of them, if they oth-
erwise qualify, even though you authorize
the allotment only for your mother.

Tax-exempt military quarters allow-
ances. These allowances are treated the
same way as dependency allotments in fig-
uring support. The allotment of pay and the
tax-exempt basic allowance for quarters are
both considered as provided by you for
support.

Tax-exempt income. In figuring a person's
total support, include tax-exempt income,
savings, and borrowed amounts used to
support that person. Tax-exempt income
includes certain social security benefits,
welfare benefits, nontaxable life insurance
proceeds, Armed Forces family allotments,
nontaxable pensions, and tax-exempt inter-
est.
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Example 1. You provide $4,000 toward
your mother's support during the year. She
has earned income of $600, nontaxable
social security benefit payments of $4,800,
and tax-exempt interest of $200. She uses
all these for her support. You cannot claim
an exemption for your mother because the
$4,000 you provide is not more than half of
her total support of $9,600.

Example 2. Your daughter takes out a
student loan of $2,500 and uses it to pay
her college tuition. She is personally re-
sponsible for the loan. You provide $2,000
toward her total support. You cannot claim
an exemption for your daughter because
you provide less than half of her support.

Social security benefit payments. If
a husband and wife each receive payments
that are paid by one check made out to both
of them, half of the total paid is considered
to be for the support of each spouse, unless
they can show otherwise.

If a child receives social security benefits
and uses them toward his or her own sup-
port, the payments are considered as pro-
vided by the child.

Support provided by the state (food
stamps, housing, etc.).  Benefits provided
by the state to a needy person generally are
considered to be used for support. How-
ever, payments based on the needs of the
recipient will not be considered as used
entirely for that person's support if it is
shown that part of the payments were not
used for that purpose.

Home for the aged. If you make a lump-
sum advance payment to a home for the
aged to take care of your relative for life and
the payment is based on that person's life
expectancy, the amount of your support
each year is the lump-sum payment divided
by the relative's life expectancy. Your sup-
port also includes any other amounts that
you provided during the year.

Total Support

To figure if you provided more than half of
the support of a person, you must first de-
termine the total support provided for that
person. Total support includes amounts
spent to provide food, lodging, clothing, ed-
ucation, medical and dental care, recre-
ation, transportation, and similar necessi-
ties.

Generally, the amount of an item of
support is the amount of the expense in-
curred in providing that item. Expenses that
are not directly related to any one member
of a household, such as the cost of food for
the household, must be divided among the
members of the household. For lodging, the
amount of support is the fair rental value of
the lodging.

Example. Your parents live with you,
your spouse, and your two children in a
house you own. The fair rental value of your
parents' share of lodging is $2,000 a year,
which includes furnishings and utilities. Your
father receives a nontaxable pension of
$4,200, which he spends equally between
your mother and himself for items of support
such as clothing, transportation, and recre-
ation. Your total food expense for the
household is $6,000. Your heat and utility
bills amount to $1,200. Your mother has
hospital and medical expenses of $600,
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which you pay during the year. Figure your
parents' total support as follows:

Support provided

Eather Mother
Fair rental value of lodging .......... $1,000 $1,000
Pension spent for their support .... 2,100 2,100
Share of food (1/6 of $6,000) ...... 1,000 1,000
Medical expenses for mother ....... 600
Parents' total support $4,100 $4,700

You must apply the support test sepa-
rately to each parent. You provide $2,000
($1,000 lodging, $1,000 food) of your fa-
ther's total support of $4,100 — less than
half. You provide $2,600 to your mother
($1,000 lodging, $1,000 food, $600 medical)
— more than half of her total support of
$4,700. You meet the support test for your
mother, but not your father. Heat and utility
costs are included in the fair rental value of
the lodging, so these are not considered
separately.

Lodging defined. Lodging is the fair rental
value of the room, apartment, or house in
which the person lives. It includes a rea-
sonable allowance for the use of furniture
and appliances, and for heat and other util-
ities.

Fair rental value defined.  This is the
amount you could reasonably expect to re-
ceive from a stranger for the same kind of
lodging. It is used in place of rent or taxes,
interest, depreciation, paint, insurance, util-
ities, cost of furniture and appliances, etc.
In some cases, fair rental value may be
equal to the rent paid.

If you are considered to provide the total
lodging, determine the fair rental value of
the room the person uses, or a share of the
fair rental value of the entire dwelling if the
person has use of your entire home. If you
do not provide the total lodging, the total fair
rental value must be divided depending on
how much of the total lodging you provide.
If you provide only a part and the person
supplies the rest, the fair rental value must
be divided between both of you according
to the amount each provides.

Example. Your parents live rent free in
a house you own. It has a fair rental value
of $5,400 a year furnished, which includes
a fair rental value of $3,600 for the house
and $1,800 for the furniture. This does not
include heat and utilities. The house is
completely furnished with furniture belong-
ing to your parents. You pay $600 for their
utility bills. Utilities are not usually included
in rent for houses in the area where your
parents live. Therefore, you consider the
total fair rental value of the lodging to be
$6,000 ($3,600 fair rental value of the un-
furnished house, $1,800 allowance for fur-
nishings provided by your parents, and
$600 cost of utilities) of which you are con-
sidered to provide $4,200 ($3,600 + $600).

Person living in his or her own home.
The total fair rental value of a person's
home that he or she owns is considered
support contributed by that person.

If you help to keep up the home by
paying interest on the mortgage, real estate
taxes, fire insurance premiums, ordinary
repairs, or other items directly related to the
home, or give someone cash to pay those
expenses, reduce the total fair rental value
of the home by those amounts in figuring
that person's own contribution.



Table 3-1. Worksheet for Determining Support

S

Income of the Person You Supported

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. If no, go to line 6.) ] 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) $
Did You Provide More Than Half?
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 $

Is line 22 is more than line 23?

multiple support agreement. See Multiple Support Agreement in this chapter.

Yes. You meet the support test for the person. If the other exemption tests are met, you may claim an exemption for the person.
No. You do not meet the support test for the person. You cannot claim an exemption for the person unless you can do so under a
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Example. You provide $6,000 cash for
your father's support during the year. He
lives in his own home, which has a fair
rental value of $6,600 a year. He uses $800
of the money you give him to pay his real
estate taxes. Your father's contribution for
his own lodging is $5,800 ($6,600 — $800
for taxes).

Living with someone rent free. If you
live with a person rent free in his or her
home, you must reduce the amount you
provide for support by the fair rental value
of lodging he or she provides you.

Property. Property provided as support is
measured by its fair market value. Fair
market value is the price that property would
sell for on the open market. It is the price
that would be agreed upon between a will-
ing buyer and a willing seller, with neither
being required to act, and both having rea-
sonable knowledge of the relevant facts.

Capital expenses. Capital items, such
as furniture, appliances, and cars, that are
bought for a person during the year can be
included in total support under certain cir-
cumstances.

The following examples show when a
capital item is or is not support.

Example 1. You buy a $200 power lawn
mower for your 13-year-old child. The child
is given the duty of keeping the lawn
trimmed. Because a lawn mower is ordi-
narily an item you buy for personal and
family reasons that benefits all members of
the household, you cannot include the cost
of the lawn mower in the support of your
child.

Example 2. You buy a $150 television
set as a birthday present for your
12-year-old child. The television set is
placed in your child's bedroom. You include
the cost of the television set in the support
of your child.

Example 3. You pay $5,000 for a car
and register it in your name. You and your
17-year-old daughter use the car equally.
Because you own the car and do not give
it to your daughter but merely let her use it,
you cannot include the cost of the car in
your daughter's total support. However, you
can include in your daughter's support your
out-of-pocket expenses of operating the car
for her benefit.

Example 4. Your 17-year-old son, using
personal funds, buys a car for $4,500. You
provide all the rest of your son's support —
$4,000. Since the car is bought and owned
by your son, the car's fair market value
($4,500) must be included in his support.
The $4,000 support you provide is less than
half of his total support of $8,500. You
cannot claim an exemption for your son.
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Medical insurance premiums. Medical
insurance premiums you pay, including
premiums for supplementary Medicare cov-
erage, are included in the total support you
provide.

Medical insurance benefits. Medical
insurance benefits, including basic and
supplementary Medicare benefits, are not
part of support.

Tuition payments and allowances under
the GI Bill. Amounts veterans receive un-
der the GI Bill for tuition payments and al-
lowances while they attend school are in-
cluded in total support.

Example. During the year, your son
receives $2,200 from the government under
the GI Bill. He uses this amount for his ed-
ucation. You provide the rest of his support
— $2,000. Because Gl benefits are included
in total support, your son is not your de-
pendent.

Other support items.  Other items may be
considered as support depending on the
facts in each case. For example, if you pay
someone to provide child care or disabled
dependent care, you can include these
payments as support, even if you claim a
credit for them. For information on the
credit, see chapter 33.

Do Not Include in Total Support

The following items are not included in total
support:

1) Federal, state, and local income taxes
paid by persons from their own income.

2) Social security and Medicare taxes
paid by persons from their own income.

3) Life insurance premiums.
4) Funeral expenses.

5) Scholarships received by your child if
your child is a full-time student.

6) Survivors' and Dependents' Educa-
tional Assistance payments used for
support of the child who receives them.

Multiple Support

Agreement

Sometimes no one provides more than half
of the support of a person. Instead, two or
more persons, each of whom would be able
to take the exemption but for the support
test, together provide more than half of the
person's support.

When this happens, you can agree that
any one of you who individually provides
more than 10% of the person's support, but
only one, can claim an exemption for that
person. Each of the others must sign a
written statement agreeing not to claim the
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exemption for that year. The statements
must be filed with the income tax return of
the person who claims the exemption.
Form 2120, Multiple Support Declaration,
is used for this purpose.

Example 1. You, your sister, and your
two brothers provide the entire support of
your mother for the year. You provide 45%,
your sister 35%, and your two brothers each
provide 10%. Either you or your sister can
claim an exemption for your mother. The
other must sign a Form 2120 or a written
statement agreeing not to take an ex-
emption for her. Because neither brother
provides more than 10% of the support,
neither can take the exemption. They do not
have to sign a Form 2120 or the written
statement.

Example 2. You and your brother each
provide 20% of your mother's support for
the year. The remaining 60% of her support
is provided equally by two persons who are
not related to her. She does not live with
them. Because more than half of her sup-
port is provided by persons who cannot
claim an exemption for her, no one can take
the exemption.

Example 3. Your father lives with you
and receives 25% of his support from social
security, 40% from you, 24% from his
brother, and 11% from a friend. Either you
or your uncle can take the exemption for
your father. A Form 2120 or a written
statement from the one not claiming the
exemption must be attached to the return
of the one who takes the exemption.

Support Test
for Divorced or
Separated Parents

The support test for a child of divorced or
separated parents is based on special rules
that apply only if:

1) The parents are divorced or legally
separated under a decree of divorce
or separate maintenance, or separated
under a written separation agreement,
or lived apart at all times during the last
6 months of the calendar year,

2) One or both parents provide more than
half of the child's total support for the
calendar year, and

3) One or both parents have custody of
the child for more than half of the cal-
endar year.

“Child” is defined earlier under Gross
Income Test.

This discussion does not apply if the
support of the child is determined under a
multiple support agreement, discussed ear-
lier.



Figure 3-B. Support Test for Children of Divorced or Separated Parents
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Custodial parent. The parent who has
custody of the child for the greater part of
the year (the custodial parent) is generally
treated as the parent who provides more
than half of the child's support. It does not
matter whether the custodial parent actually
provided more than half of the support. The

noncustodial parent is the parent who has
custody of the child for the shorter part of
the year or who does not have custody at
all.

Custody. Custody is usually deter-
mined by the terms of the most recent de-
cree of divorce or separate maintenance,
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or a later custody decree. If there is no de-
cree, use the written separation agreement.
If neither a decree nor agreement estab-
lishes custody, then the parent who has the
physical custody of the child for the greater
part of the year is considered to have cus-
tody of the child. This also applies if the
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validity of a decree or agreement awarding
custody is uncertain because of legal pro-
ceedings pending on the last day of the
calendar year.

If the parents are divorced or separated
during the year and had joint custody of the
child before the separation, the parent who
has custody for the greater part of the rest
of the year is considered to have custody
of the child for the tax year.

Example 1. Under the terms of your
divorce, you have custody of your child for
10 months of the year. Your former spouse
has custody for the other 2 months. You and
your former spouse provide the child's total
support. You are considered to have pro-
vided more than half of the support of the
child. However, see Noncustodial parent,
later.

Example 2. You and your former
spouse provided your child's total support
for 1997. You had custody of your child
under your 1993 divorce decree, but on
August 31, 1997, a new custody decree
granted custody to your former spouse.
Because you had custody for the greater
part of the year, you are considered to have
provided more than half of your child's sup-
port.

Noncustodial parent. The noncustodial
parent will be treated as providing more
than half of the child's support if:

1) The custodial parent signs a written
declaration that he or she will not claim
the exemption for the child, and the
noncustodial parent attaches this writ-
ten declaration to his or her return,

2) A decree or agreement went into effect
after 1984 and states the noncustodial
parent can claim the child as a de-
pendent without regard to any condi-
tion, such as payment of support, or

3) A decree or agreement executed be-
fore 1985 provides that the noncusto-
dial parent is entitled to the exemption,
and he or she provides at least $600
for the child's support during the year,
unless the pre-1985 decree or agree-
ment is modified after 1984 to specify
that this provision will not apply.

Example. Under the terms of your 1983
divorce decree, your former spouse has
custody of your child. The decree specif-
ically states that you are entitled to the ex-
emption. You provide at least $600 in child
support during the calendar year. You are
considered to have provided more than half
of the child's support.

Written  declaration. The custodial
parent should use Form 8332, Release of
Claim to Exemption for Child of Divorced
or Separated Parents, or a similar state-
ment, to make the written declaration to re-
lease the exemption to the noncustodial
parent. The noncustodial parent must attach
the form or statement to his or her tax re-
turn.

The exemption can be released for a
single year, for a number of specified years
(for example, alternate years), or for all fu-
ture years, as specified in the declaration.
If the exemption is released for more than
one year, the original release must be at-
tached to the return of the noncustodial
parent for the first year of such release, and
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a copy of the release must be attached to
the return for each succeeding taxable year
for which the noncustodial parent claims the
exemption.

Children who didn't live with you. You
must attach Form 8332 or a similar state-
ment to your return. If your divorce decree
or separation agreement went into effect
after 1984 and it unconditionally states that
you can claim the child as your dependent,
you can attach a copy of the following pages
from the decree or agreement instead:

1) Cover page (write the other parent's
social security number on this page),

2) The page that states you can claim the
child as your dependent, and

3) Signature page with the other parent's
signature and the date of the agree-
ment.

Child support.  All child support payments
actually received from the noncustodial
parent are considered used for the support
of the child.

Example. The noncustodial parent
provides $1,200 for the child's support. This
amount is considered support provided by
the noncustodial parent even if the $1,200
was actually spent on things other than
support.

Paid in a later year. If you fail to pay
child support in the year it is due, but pay
it in a later year, any payment of the over-
due amount is not child support either for
the year it was due or for the year in which
it is paid. It is payment of an amount owed
to the custodial parent, but it is not child
support provided by you.

Example. You owed but failed to pay
child support last year. This year, you pay
all of the amount owed from last year and
the full amount due for this year. Your pay-
ment of this year's child support counts as
child support for this year, but the payment
of the amount owed from last year does not
count as child support either for this year
or for last year.

Third-party support. ~ Support provided
by a third party for a divorced or separated
parent is not included as support provided
by that parent. However, see Remarried
parent, later.

Example. You are divorced. During the
entire year, you and your child live with your
mother in a house she owns. The fair rental
value of the lodging provided by your
mother for your child is $3,000. The home
provided by your mother is not included in
the amount of support you provide.

Remarried parent. If you remarry, the
support provided by your new spouse is
treated as provided by you.

Example. You have two children from
a former marriage who live with you. You
have remarried and are living in a home
owned by your new spouse. The fair rental
value of the home provided to the children
by your new spouse is treated as provided
by you.

Home jointly owned. If you and your
former spouse have the right to use and live
in the home, each of you is considered to
provide half of your child's lodging. How-
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ever, if the divorce decree gives only you
the right to use and live in the home, you
are considered to provide your child's entire
lodging. It does not matter if the legal title
to the home remains in the names of both
parents.

Phaseout of
Exemptions

The amount you can claim as a deduction
for exemptions is phased out once your
adjusted gross income (AGI) goes above a
certain level for your filing status. These
levels are as follows:

AGI Level
Which Reduces

FEiling Status Exemption Amount
Married filing separately ............. $90,900
Single ..o ... 121,200
Head of household ... 151,500
Married filing jointly ... 181,800

Qualifying widow(er) ................ 181,800

You must reduce the dollar amount of
your exemptions by 2% for each $2,500, or
part of $2,500 ($1,250 if you are married
filing separately), that your AGI exceeds the
amount shown for your filing status. If your
AGI exceeds the amounts shown by more
than $122,500 ($61,250 if married filing
separately), the amount of your deduction
for exemptions is reduced to zero.

If your AGI exceeds the level for your
filing status, use the Deduction for Ex-
emptions Worksheet in the instructions for
Form 1040 to figure the amount of your
deduction for exemptions.

Social Security
Number for
Dependents

You must list the social security nhumber
(SSN) of any person for whom you claim
an exemption in column (2) of line 6¢ of your
Form 1040 or Form 1040A.

If you do not list the dependent's
A SSN when required or if you list an
SEEN incorrect SSN, the exemption may
be disallowed.

If your child was born and died in 1997
and you do not have an SSN for the child,
you may attach a copy of the child's birth
certificate instead. If you do, enter “DIED”
in column 2 of line 6¢c of your Form 1040
or Form 1040A.

Note. If your dependent does not have
and is not eligible to get an SSN, you must
list the individual taxpayer identification
number (ITIN) or adoption taxpayer identifi-
cation number (ATIN) instead of an SSN.
See Taxpayer identification numbers for al-
iens, or Taxpayer identification number for
adoptees later.

No social security number.  If a person for
whom you expect to claim an exemption on
your return does not have an SSN, either
you or that person should apply for an SSN
as soon as possible by filing Form SS-5,
Application for a Social Security Card, with
the Social Security Administration (SSA).
Information about applying for an SSN and



Form SS-5 is available at your local SSA
office.

It usually takes about 2 weeks to get an
SSN. If you do not have a required SSN by
the filing due date, you can file Form 4868
for an extension of time to file.

Taxpayer identification numbers for al-

iens. If your dependent is a resident or
nonresident alien who does not have and is
not eligible to get an SSN, the IRS will issue
your dependent an individual taxpayer
identification number (ITIN). Write the num-
ber in column (2) of line 6¢ of your Form

1040 or Form 1040A. To apply for an ITIN,
use Form W-7, Application for IRS Individ-
ual Taxpayer Identification Number.

It usually takes about 30 days to get an
ITIN.

Taxpayer identification numbers for

adoptees. If you have a child who was
placed with you by an authorized adoption
agency, you may be able to claim an ex-
emption for the child. However, if you do not
know the child's SSN, you must get an
adoption taxpayer identification number
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(ATIN) for the child from the IRS. See Form
W=7A, Application for IRS Adoption Tax-
payer Identification Number for details.

Dependents living in Mexico or Canada.

If you claim an exemption for a dependent
who lives in Mexico, enter “MX” instead of
a number in column (4) of line 6¢c of your
Form 1040 or Form 1040A. If you claim an
exemption for a dependent who lives in
Canada, enter “CN” instead of a number in
column (4) of line 6¢ of your Form 1040 or
Form 1040A.
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4.
Decedents

Important Changes

Medical savings accounts (MSAS). Be-
ginning in 1997, certain individuals are eli-
gible to participate in medical savings ac-
counts (MSAs). The treatment of the MSA
at the death of the account holder depends
on who acquires the interest in the account.
For details, see the discussion of MSAs
under How To Report Certain Income, and
Income in Respect of the Decedent, later.

Accelerated death benefits.  Beginning in
1997, certain payments received under a
life insurance contract on the life of a
terminally or chronically ill individual before
the individual's death (an accelerated death
benefit) can be excluded from income. For
more information, see Accelerated Death
Benefits, later.

Consistent treatment of estate and trust
items. Beneficiaries must generally treat
estate items the same way on their individ-
ual returns as they are treated on the es-
tate's return. This rule applies to returns
filed after August 5, 1997. For more infor-
mation, see How and When to Report, un-
der Distributions to Beneficiaries from an
Estate, in Publication 559, Survivors, Exec-
utors, and Administrators.

65—day rule for estates. For tax years
beginning after August 5, 1997, the per-
sonal representative can elect to treat dis-
tributions paid or credited by the estate
within 65 days after the close of the estate's
tax year as having been paid or credited on
the last day of that tax year. For more in-
formation, see Distributions to Beneficiaries
from an Estate in Publication 559.

Estates and beneficiaries treated as re-
lated persons for disallowance of certain
items. For tax years beginning after August
5, 1997, an estate and a beneficiary of that
estate are treated as related persons. Vari-
ous tax provisions are affected by this
change, including the one that denies a
deduction for a loss on the sale of an asset
between the parties.

The change does not apply to a sale or
exchange made to satisfy a pecuniary be-
quest.

For more information, see Income to In-
clude and Losses under Income Tax Return
of an Estate — Form 1041 in Publication
559.

Survivor benefits of public safety offi-
cers. Generally, a survivor annuity paid to
the spouse, former spouse, or child of a
public safety officer killed in the line of duty
is excluded from the recipient's gross in-
come. This applies to officers dying after
1996. For more information, see Gifts, In-
surance, and Inheritances in Publication
559.
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Introduction

This chapter discusses the tax responsibil-
ities of the person who is in charge of the
property of a decedent (person who died).
It also covers the following topics.

* Filing the decedent's final return.
* Tax effects on survivors.

This chapter does not discuss the re-
quirements for filing an income tax return
of an estate (Form 1041). For information
on Form 1041, see Income Tax Return of
an Estate—Form 1041 in Publication 559.
This chapter also does not discuss the re-
quirements for filing an estate tax return
(Form 706). For information on Form 706,
see Form 706 in Publication 559.

Useful Items
You may want to see:

Publication

[0 559  Survivors, Executors, and Ad-
ministrators

Form (and Instructions)

0 56 Notice Concerning Fiduciary
Relationship
[0 706 United States Estate (and

Generation-Skipping Transfer)
Tax Return

[0 1310 Statement of Person Claiming
Refund Due a Deceased Tax-
payer

[0 4810 Request for Prompt Assessment
Under Internal Revenue Code
Section 6501(d)

[0 5495 Request for Discharge from
Personal Liability Under Internal
Revenue Code Section 6905

Personal
Representatives

A personal representative of an estate can
be an executor, an administrator, or anyone
who is in charge of the decedent's property.

Executor. Generally, an executor (or
executrix) is named in a decedent's will to
administer the estate (property and debts
left by the decedent) and distribute proper-
ties as the decedent has directed.

Administrator. An administrator (or
administratrix) is usually appointed by the
court if no will exists, if no executor was
named in the will, or if the named executor
cannot or will not serve.

Personal representative. In general, an
executor and an administrator perform the
same duties and have the same responsi-
bilities. For simplicity, the term personal
representative will be used throughout this
chapter to refer to these “appointed” repre-
sentatives and to representatives who are
not appointed, but are in charge of a dece-
dent's property.

The surviving spouse may or may not
be the personal representative, depending
on the terms of the decedent's will or the
court appointment.

Duties

The primary duties of a personal represen-
tative are to collect all of the decedent's
assets, pay the creditors, and distribute the
remaining assets to the heirs or other ben-
eficiaries.

The personal representative must also
take the following actions.

1) Notify the IRS (as discussed below)
that he or she is acting as the personal
representative.

2) File any income tax return and estate
tax return that is due. (See Final Return
for the Decedent, next).

3) Pay any income tax and estate tax that
is due.

4) Provide the payers of any interest and
dividends the name(s) and identifica-
tion number(s) of the new owner(s).
(See Interest and Dividend Income
(Forms 1099) later.)

For more information on the duties and
responsibilities of the personal represen-
tative, see Duties under Personal Repre-
sentatives in Publication 559.

Notifying the IRS.  You can use Form 56
to notify the District Director and the Internal
Revenue Service Center, as required. See
the instructions for Form 56 for more infor-
mation.

Final Return
for the Decedent

The same filing requirements that apply
to individuals determine if a final income tax
return must be filed for the decedent. Filing
requirements are discussed in chapter 1.

Filing to get a refund.  If none of the filing
requirements are met, but the decedent had
tax withheld or paid estimated tax, a final
return should be filed to get a refund. See
Claiming a refund, later. A final return
should also be filed if the decedent was
entitled to a refundable credit such as the
earned income credit. See chapters 35 and
36 for additional information on refundable
credits.

Determining income and deductions.
The method of accounting used by the de-
cedent before death generally determines
what income you must include and what
deductions you can take on the final return.
Generally, individuals use one of two
methods of accounting:  cash or accrual.

Cash method. If the decedent used the
cash method of accounting, which most
people use, report only the items of income
that the decedent actually or constructively
received before death and deduct only the
expenses the decedent paid before death.
For an exception for certain medical ex-
penses not paid before death, see Medical
costs, later, under Deductions.



Accrual method.  If the decedent used
an accrual method of accounting, report
only those items of income that the dece-
dent accrued, or earned, before death. De-
duct those expenses the decedent was lia-
ble for before death, regardless of whether
the expenses were paid.

Additional information. For more in-
formation on the cash and accrual methods,
see Accounting Methods in chapter 1.

Who must file the return?  The personal
representative of the decedent is responsi-
ble for filing any income tax returns and
paying any income tax that is due. This in-
cludes the final income tax return of the
decedent (for the year of death) and any
returns not filed for preceding years.

Example. Roberta Russell died on
February 5, 1998, before filing her 1997 tax
return. Her personal representative must file
her 1997 tax return as well as her final tax
return for 1998.

Exception. Under certain circum-
stances, a surviving spouse may be able to
file a joint final return or joint returns for
preceding years for which returns have not
yet been filed. See Joint return, later.

Filing the return.  When you file a return
for the decedent, either as the personal
representative or as the surviving spouse,
you should write “DECEASED,” the de-
cedent's name, and the date of death
across the top of the tax return. This same
information should be included on any Form
1040X, Amended U.S. Individual Income
Tax Return, that you file for the decedent.

If the decedent and surviving spouse are
filing a joint return, you should write the
name and address of the decedent and the
surviving spouse in the name and address
space. If you received a peel-off label with
the correct information, you can use it in-
stead.

If a joint return is not being filed, write the
decedent's name in the name space and the
personal representative's name and ad-
dress in the remaining space.

Example 1. John Stone died in early
1997. He was survived by his wife Jane.
Their final joint return included the required
information as shown later in the illustration
of the top of Form 1040.

Signing the return. If a personal repre-
sentative has been appointed, the personal
representative must sign the return. If a joint
return is filed, the surviving spouse must
also sign it.

If no personal representative has been
appointed by the due date for filing the re-
turn, the surviving spouse (on a joint return)
should sign the return and write in the sig-
nature area “Filing as surviving spouse.”
See Joint return, later.

If no personal representative has been
appointed and if there is no surviving
spouse, the person in charge of the dece-
dent's property must file and sign the return
as “personal representative.”

Example 2. Assume in Example 1 that
Mrs. Stone is filing as a surviving spouse.
No personal representative has been ap-
pointed. She signs their final joint return as
shown later in the illustration of the bottom
of Form 1040.

Claiming a refund.  Generally, a person
who is filing a return for a decedent and
claiming a refund must file Form 1310,
Statement of Person Claiming Refund Due
a Deceased Taxpayer, with the return.
Surviving spouse.  If you are a surviv-
ing spouse filing a joint return with the de-
cedent, you do not have to file Form 1310.
Appointed personal representative.  If
you are a court appointed or certified per-
sonal representative filing Form 1040, Form
1040A, or Form 1040EZ for the decedent,
you also do not have to file Form 1310, but
you must attach to the return a copy of the
court certificate showing your appointment.
If the certificate does not include your ad-
dress, be sure that your address is shown
on the return. See Filing the return, earlier.

Example. Joe Brown died on January
14, 1998, before filing his 1997 tax return.
On April 3, 1998, you are appointed the
personal representative for Joe's estate,
and you file his Form 1040 for 1997 showing
a refund due. You do not need to attach
Form 1310 to claim the refund, but you must
attach to his return a copy of the court cer-
tificate to show that you are the appointed
personal representative of Joe's estate.

When and where to file.  The final return
is due by the date the decedent's return
would have been due had death not oc-
curred. The final return for a calendar year
taxpayer is generally due by April 15 of the
year following the year of death. However,
when the due date for filing tax returns falls
on a Saturday, Sunday, or legal holiday, you
can file on the next business day.

File the decedent's final income tax re-
turn with the Internal Revenue Service
Center for the area where you live.

Request for prompt assessment of tax.
As the personal representative for the de-
cedent's estate, you must see that any ad-
ditional taxes that the decedent may owe
are paid. The IRS usually has 3 years after
the filing of a return to charge any additional
tax that is due. Returns filed before the due
date are treated as filed on the due date.

You can shorten the time that the IRS
has to charge the decedent's estate any
additional tax by requesting a prompt as-
sessment of the decedent's income taxes.
This request reduces the time the IRS has
to charge any additional tax from 3 years
from the date the return is filed to 18 months
from the date the IRS receives the request.
This may permit a quicker settlement of the
tax liability of the estate and earlier distri-
bution of the decedent's assets, such as
money and property, to the beneficiaries.

You can make the request for any tax
year still subject to additional tax charges,
even if the return was filed before the de-
cedent's death.

Requesting this prompt assessment
A will not shorten the time the IRS has
ey to charge any additional tax if it can
be charged beyond the 3 years from the
date the return was filed or due. For exam-
ple, additional tax can still be charged be-
cause of a substantial omission of income
or if a fraudulent return was filed.

How to request. You can use Form
4810 for making this request. If Form 4810
is not used, you must clearly indicate that
you are requesting a prompt assessment
under section 6501(d) of the Internal Reve-

nue Code and specify the year(s) involved.
You must file the request separately from
any other document. Address your request
to the District Director and send it to the IRS
office where the decedent's return was
filed.

Request for discharge from personal li-
ability for tax.  An executor can make a
written request for a discharge from per-
sonal liability for a decedent's income and
gift taxes. The request must be made after
the returns for those taxes are filed. For this
purpose an executor is an executor or ad-
ministrator that is appointed, qualified, and
acting within the United States.

Within 9 months after receipt of the re-
quest, the IRS will notify the executor of the
amount of taxes due. If this amount is paid,
the executor will be discharged from per-
sonal liability for any future deficiencies. If
the IRS has not notified the executor, he or
she will be discharged from personal liability
at the end of the 9-month period.

Even if the executor is discharged,
A the IRS will still be able to assess
nEN tax deficiencies against the executor
to the extent that he or she still has any of
the decedent's property.

Form 5495. Form 5495 can be used for
making this request. If Form 5495 is not
used, you must clearly indicate that the re-
quest is for discharge from personal liability
under section 6905 of the Internal Revenue
Code.

Joint return.  Generally, the personal rep-
resentative and the surviving spouse can
file a joint return for the decedent and the
surviving spouse. However, the surviving
spouse alone can file the joint return if:

1) The decedent did not file a return for
that year, and

2) No personal representative is ap-
pointed before the due date for filing
the return of the surviving spouse.

This also applies to the return for the pre-
ceding year if the decedent died after the
close of the preceding tax year and before
the due date for filing that return. The final
joint return must show the decedent's in-
come before death and the surviving
spouse's income for the entire year.

If the surviving spouse remarried before
the end of the year in which the decedent
died, a final joint return with the deceased
spouse cannot be filed. The filing status of
the deceased spouse is then married filing
separately.

Change to joint return. If a separate
return was filed by or for the decedent, and
the due date for filing that return has ex-
pired, that return can be changed to a joint
return only by the personal representative
on behalf of the decedent. The surviving
spouse must also agree to the change. A
surviving spouse cannot change a separate
return to a joint return if no personal repre-
sentative has been appointed.

Change to separate return. If the sur-
viving spouse files a joint return with the
decedent and a personal representative is
later appointed by the court, the personal
representative can change the joint return
election. This is done by filing a separate
return for the decedent within one year from
the due date of the return (including any
extensions).
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S|gn belief, they are true, correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge.
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If a separate return is filed for the dece-
dent, the joint return then becomes the
separate return of the surviving spouse. The
decedent's items are excluded, and the tax
liability of the surviving spouse is refigured.

How To Report
Certain Income

This section explains how to report certain
types of income on the final return. The
rules on income discussed in the other
chapters of this publication also apply to a
decedent's final return. See chapters 6
through 17, if they apply.

Interest and Dividend Income
(Forms 1099)

Payers of interest and dividends report
amounts on Forms 1099 using the name
and identification number of the person to
whom the account is payable. After a per-
son's death, the Forms 1099 must reflect
the new owner's (the estate's or beneficia-
ry's) name and identification number. As the
personal representative, you must furnish
this information to the payers.

For example, if an interest-bearing ac-
count becomes part of the estate, you must
provide the estate's name and employer
identification number (EIN) to the payer so
that the Form 1099-INT, Interest Income,
can reflect the correct payee information. If
the interest-bearing account is transferred
to a surviving joint owner, you must provide
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the survivor's name and taxpayer identifi-
cation number (TIN) to the payer.

You should receive Forms 1099 for the
decedent that report amounts of interest
and dividends earned prior to death. The
estate or beneficiary should receive sepa-
rate Forms 1099 that report the amounts
earned after death and that are payable to
them.

If you receive Forms 1099 that include
both income earned before the date of
death (reportable on the decedent's final
return) and income earned after the date of
death (reportable by the estate or other re-
cipient), then you will need to request new
Forms 1099. You should contact the payers
to ask them for corrected Forms 1099 that
properly identify the recipient of the income
(by name and identification number) and the
correct amounts.

Capital Loss

A capital loss sustained by a decedent dur-
ing his or her last tax year can be deducted
only on the final return filed for the dece-
dent. The capital loss limits discussed in
chapter 17 still apply in this situation. The
loss cannot be deducted by the estate or
carried over to following years.

Accelerated Death Benefits

If certain requirements are met, accelerated
death benefits are excluded from the recip-
ient's income. Accelerated death benefits
are amounts received under a life insurance

contract before the death of the insured in-
dividual. These benefits also include
amounts received on the sale or assignment
of the contract to a viatical settlement pro-
vider. This exclusion applies only if the in-
sured was a terminally or chronically ill in-
dividual.

Generally, if the decedent received ac-
celerated death benefits either on his or her
own life or on the life of another person,
those benefits are not included in the de-
cedent's income. For more information, see
the discussion under Gifts, Insurance, and
Inheritances under Other Tax Information,
in Publication 559.

Business Income

This section discusses some of the busi-
ness income which may have to be included
on the final return.

Partnership income.  If the decedent was
a partner, his or her death generally does
not close the partnership's tax year. See
Closing of tax year under Tax Year in Pub-
lication 541, Partnerships.

If the partnership year ends with the
death of a partner, see Deceased partner
under Distributive Share in Year of Dispo-
sition in Publication 541.

As the personal representative, you
must include on the final return the dece-
dent's share of partnership income for the
partnership's tax year that ends within or
with the decedent's last tax year (the year
ending on the date of death).



Do not include on the final return the
decedent's share of partnership income for
a partnership's tax year that ends after the
date of death. In this case, partnership in-
come earned up to and including the date
of death is income in respect of the de-
cedent, which is discussed later in this
chapter. Income earned after the date of
death to the end of the partnership's tax
year is income to the estate or successor in
interest (beneficiary).

Example. The XYZ Partnership and all
the partners use a calendar year as their tax
year. One of the partners dies on June 10.
The decedent's share of the partnership in-
come from January 1 through June 10 is
income in respect of a decedent. The share
of partnership income after June 10 is in-
come to the estate or beneficiary.

S corporation income. If the decedent
was a shareholder in an S corporation, you
must include on the final return the dece-
dent's share of S corporation income for the
corporation's tax year that ends within or
with the decedent's last tax year (the year
ending on the date of death). The final re-
turn must also include the decedent's pro
rata share of the S corporation's income for
the period between the end of the corpo-
ration's last tax year and the date of death.

The income for the part of the S corpo-
ration's tax year after the shareholder's
death is income to the estate or other per-
son who has acquired the stock in the S
corporation.

Self-employment income. You must in-
clude on the final return the self-
employment income that the decedent ac-
tually or constructively received or accrued,
depending on the decedent's accounting
method. For self-employment tax purposes
only, the decedent's self-employment in-
come will include the decedent's distributive
share of a partnership's income or loss
through the end of the month in which death
occurred. For more information on how to
compute the decedent's self-employment
income, see Publication 533, Self-
Employment Tax.

Medical Savings Account (MSA)

The treatment of a medical savings account
at the death of the account holder depends
on who acquires the interest in the account.
If the estate of the holder acquires the in-
terest, the fair market value of the assets in
the account on the date of death is included
in gross income on the decedent's final re-
turn. The estate tax deduction, discussed
later, does not apply to this amount.

If a beneficiary acquires the interest, see
the discussion under Income in Respect of
the Decedent, later. For other information
on MSAs, see Publication 969, Medical
Savings Accounts (MSAs).

Deductions, Credits,
and Exemptions

Generally, the rules for deductions, credits,
and exemptions that apply to individuals
also apply to the decedent's final income tax
return. On the final return, claim deductible
items that were paid before the decedent's

death (or accrued, if the decedent reported
deductions on an accrual method).

Deductions

All of the deductions that are discussed in
this publication also apply to the final return
as long as the decedent was eligible for the
deduction at the time of death.

You can generally choose to claim
itemized deductions or the standard de-
duction on the final return. See Standard
deduction, later, for instances when you
cannot choose the standard deduction or
when the amount of the standard deduction
may be limited.

If you have a choice, you should figure
the amount of the decedent's itemized de-
ductions before you decide whether to
itemize or claim the standard deduction to
be sure that you are using the method that
gives you the lower tax.

Itemized deductions. If the total of the
decedent's itemized deductions is more
than the decedent's standard deduction, the
federal income tax will generally be less if
you claim itemized deductions on the final
return. See chapters 23 through 30 for the
types of expenses that are allowed as
itemized deductions.

Note. The amount you can deduct for
most itemized deductions is limited if ad-
justed gross income is more than $121,200
($60,600 if married filing separately). See
chapter 22 for more information.

Medical costs. If you itemize de-
ductions on the final return, you may be able
to deduct medical expenses of the decedent
even though they were not paid before the
date of death. See Decedents in chapter 23
for an explanation of how this election can
be made.

Qualified medical expenses paid
A before death by the decedent are
&SEEN not deductible if paid with a tax-free
distribution from a medical savings account.

Unrecovered investment in pension.

If the decedent was receiving a pension or
annuity and died without a surviving
annuitant, you can take a deduction on the
decedent's final return for the amount of the
decedent's investment in the pension or
annuity contract that remained unrecovered
at death. The deduction is a miscellaneous
itemized deduction that is not subject to the
2% of adjusted gross income limit. See
chapter 30.

Standard deduction. You can generally
claim the full amount of the standard de-
duction on the decedent's final return.
However, you cannot use the standard de-
duction if the surviving spouse files a sepa-
rate return and itemizes deductions. In that
event, you must also itemize deductions on
the decedent's final return.

The amount of the standard deduction
for a decedent's final return is the same as
it would have been had the decedent cont-
inued to live. However, if the decedent was
not 65 or older at the time of death, the
higher standard deduction for age cannot
be claimed.

If another taxpayer can claim the dece-
dent as a dependent, the amount you can
claim for the decedent's standard deduction

may be limited. See chapter 21 for more
information on how to determine the amount
of the standard deduction.

Credits

Any of the tax credits that are discussed in
this publication also apply to the final return
if the decedent was eligible for the credits
at the time of death. These credits are dis-
cussed in chapters 33 through 36 of this
publication.

Tax withheld and estimated payments.

There may have been income tax withheld
from the decedent's pay, pensions, or an-
nuities before death, and the decedent may
have paid estimated income tax. To get
credit for these tax payments, you must
claim them on the decedent's final return.
For more information, see Credit for With-
holding and Estimated Tax in chapter 5.

Exemptions

You can claim the full amount of the per-
sonal exemption on the decedent's final re-
turn unless the decedent can be claimed
as a dependent by another taxpayer. In that
case, the decedent's own exemption
amount on the final return is zero. See
chapter 3 for information on other depend-
ency exemptions that may be allowed on
the final return.

Tax Effect on Others

This section contains information about the
effect of an individual's death on the income
tax liability of the survivors (including the
widow or widower and the beneficiaries)
and the estate. Any survivor should coordi-
nate the filing of his or her own tax return
with the personal representative handling
the decedent's estate. The personal repre-
sentative can coordinate filing status, ex-
emptions, income, and deductions so that
the final return and the income tax returns
of the survivors and the estate are all filed
correctly.

Gifts and inheritances.  Property received
as a gift, bequest, or inheritance is not in-
cluded in your income. However, if the
property you receive in this manner later
produces income, such as interest, divi-
dends, or rentals, then that income is taxa-
ble to you. If the gift, bequest, or inheritance
you receive is the income from property,
that income is taxable to you.

If you inherited the right to receive in-
come in respect of the decedent, see In-
come in Respect of the Decedent, later.

Surviving spouse with dependent child.

If there is a dependent child, the surviving
spouse may be entitled to use the standard
deduction amount and the tax rates that
apply to joint returns for the 2 years follow-
ing the year of the decedent's death. See
Qualifying Widow(er) With Dependent Child
in chapter 2 for information on how to qual-

ify.

Decedent as your dependent.  If the de-
cedent qualified as your dependent for the
part of the year before death, you can claim
the full exemption amount for the dependent
on your tax return.
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Income in Respect
of the Decedent

All gross income that the decedent had a
right to receive and that is not properly
includible on the decedent's final return is
called income in respect of the decedent.
Instead of being reported on the final return
of the decedent, the income is included, for
the tax year when received, in the gross
income of:

1) The decedent's estate, if the estate
acquires the right to receive the income
from the decedent,

2) The person who acquires the right to
the income directly from the decedent
without going through the estate, or

3) Any person to whom the estate prop-
erly distributes the right to receive the
income.

Example 1. Thornton Jones owned and
operated an orchard, and he used the cash
method of accounting. He sold and deliv-
ered $2,000 worth of fruit to a customer, but
he did not receive payment before his
death. When the estate was settled, pay-
ment had still not been made, and the es-
tate gave the right to receive the payment
to his niece. When she collects the $2,000,
she must include it in her income. It is not
reported on the final return of the decedent
nor on the estate's income tax return.

Example 2. If, in Example 1, Thornton
Jones had used the accrual method of ac-
counting, the income from the fruit sale must
be included on his final return. Neither his
estate nor his niece will report the income
when the money is later paid.

Example 3. Mary Smith was entitled to
a large salary payment at the time of her
death. It was to be paid in five yearly pay-
ments. Her estate, after collecting two pay-
ments, distributes the right to the remaining
payments to you, the beneficiary. None of
the payments would be included on the de-
cedent's final return. The estate must in-
clude in its gross income, as income in re-
spect of the decedent, the two payments it
received. You must include in your gross
income each of the three remaining pay-
ments as you receive them.

Transferring your right to income. If you
transfer your right to receive income in re-
spect of a decedent, you must include in
your income the larger of:

1) The amount you receive for the right,
or

2) The fair market value of the right at the
time of the transfer.
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Fair market value (FMV). FMV is the
price at which the property would change
hands between a buyer and a seller, neither
having to buy or sell, and both having rea-
sonable knowledge of all necessary facts.

Giving your right to income as a gift.

If you give your right to receive income in
respect of a decedent as a gift, you must
include in your gross income the fair market
value of the right at the time you make the
gift.

Type of income. The character, or type,
of income that you receive in respect of a
decedent is generally the same as it would
have been had the decedent continued to
live and had received it. For example, if the
income would have been a long-term capital
gain to the decedent, it will be a long-term
capital gain to you.

Interest on certificates of deposit (CDs).
Interest on CDs that is not received by the
date of death but that is earned between the
date of the last interest payment and the
date of death is interest income in respect
of the decedent. Interest income earned on
the account after the decedent's death that
becomes payable on CDs after death is not
income in respect of a decedent. That in-
terest is ordinary income that belongs to the
respective recipients and must be included
in their gross income.

Installment payments.  If the decedent had
sold property using the installment method
and you receive the right to collect the
payments after the date of death, the pay-
ments you collect are income in respect of
the decedent. You use the same gross profit
percentage that the decedent used to figure
the part of each payment that represents
profit. Include in your income the same profit
the decedent would have included had
death not occurred. See Publication 537,
Installment Sales, for more information on
the installment method.

Sale or exchange. If you sell or ex-
change an installment obligation that you
received from a decedent, the rules ex-
plained in Publication 537 for figuring the
gain or loss on the disposition apply. How-
ever, your basis in the obligation is the
same as the decedent's basis, adjusted for
all installment payments you received be-
fore the sale or exchange.

Medical savings account (MSA). The
treatment of an MSA at the death of the
account holder depends on who acquires
the interest in the account. If the decedent's
estate acquired the interest, see the earlier
discussion under How to Report Certain In-
come.

If the decedent's spouse is the desig-
nated beneficiary of the MSA, the MSA be-
comes that spouse's MSA. It is subject to
the rules discussed in Publication 969.

Any other beneficiary (including a
spouse that is not the designated benefi-
ciary) must include in gross income the fair
market value of the assets in the account
on the decedent's date of death. This
amount must be reported for the beneficia-
ry's tax year that includes the decedent's
date of death. The amount included in gross
income is reduced by the qualified medical
expenses for the decedent that are paid by
the beneficiary within 1 year after the de-
cedent's date of death. An estate tax de-
duction, discussed later, applies to the
amount included in income by a beneficiary,
other than the decedent's spouse.

Other income. For examples of other in-
come situations concerning decedents, see
Specific Types of Income in Respect of a
Decedent in Publication 559.

Deductions in Respect

of the Decedent

Deductions in respect of the decedent are
items, such as business expenses,
income-producing expenses, interest, and
taxes, for which the decedent was liable but
which are not deductible on the decedent's
final income tax return. When paid, these
expenses can be deducted by:

1) The estate, or

2) If the estate is not liable for the ex-
penses, the person who, because of
the decedent's death, acquired the de-
cedent's property subject to that liabil-
ity.

Federal estate tax deduction.  Income that
a decedent had a right to receive is included
in the decedent's gross estate and is subject
to estate tax. This income in respect of a
decedent is also taxed when received by the
estate or beneficiary. An income tax de-
duction is allowed to the person (or estate)
receiving the income. If you must include in
your gross income an amount of income in
respect of a decedent, then you can claim
a deduction for part of any estate tax paid.
The deduction must be claimed in the same
tax year that the income is included in your
gross income.

You can claim the deduction only as a
miscellaneous  itemized deduction on
Schedule A (Form 1040). This deduction is
not subject to the 2% limit on miscellaneous
itemized deductions as discussed in chapter
30.

If the income is capital gain income, then
in figuring the maximum capital gain tax or
any net capital loss limitation, the amount
of the gain must be reduced, but not below
zero, by the amount of any estate tax de-
duction attributable to that gain.

For more information, see Estate Tax
Deduction in Publication 559.



5.

Tax Withholding
and Estimated
Tax

Important Changes
for 1997

You should consider the items in this sec-
tion when figuring any underpayment pen-
alty for 1997.

Penalty due to new law waived.  For es-
timated tax payments due before January
16, 1998, you will not have to pay a penalty
for failure to pay estimated income tax to the
extent your underpayment was created or
increased by a provision of the Taxpayer
Relief Act of 1997.

Excess social security or railroad retire-
ment tax withholding.  You will have ex-
cess social security or tier 1 railroad retire-
ment tax withholding for 1997 only if your
wages from two or more employers were
more than $65,400. See Credit for Excess
Social Security Tax or Railroad Retirement
Tax Withheld in chapter 36.

Important Changes
for 1998

You should consider the items in this sec-
tion when you figure your estimated tax or
how much income tax you want withheld
from your pay for 1998. For more informa-
tion on these and other tax changes, see
Publication 553, Highlights of 1997 Tax
Changes.

Who must pay estimated tax. For tax
years beginning after 1997, you will not be
liable for the penalty for failure to pay esti-
mated income tax if the total tax shown on
your return minus the amount you paid
through withholding (including excess social
security and railroad retirement tax with-
holding) is less than $1,000. This amount
has increased from $500.

Dependent child credit. ~ You may be able
to take a $400 credit for each of your de-
pendent children under age 17. If you have
more than two eligible dependent children,
you may be able to take a larger credit.

Credit for higher education expense.
You may be able to claim a tax credit of up
to $1,500 for each eligible student. The
HOPE credit is allowed for the first 2 years
of postsecondary education and is based
on the qualified higher tuition and related
expenses paid during the tax year.

Lifetime learning credit. For expenses
paid after June 30, 1998, you may be able
to claim a tax credit of up to $1,000 for the
total qualified tuition and related expenses

paid during the tax year. There is no maxi-
mum period for which the lifetime learning
credit can be claimed.

Student loan interest deduction. You
may be able to deduct up to $1,000 of the
interest you pay on a loan for qualified
higher education expenses for yourself,
your spouse, or your dependents.

IRA deduction restored for some people

covered by retirement plans. The
phaseout amounts for deducting contribu-
tions to an IRA when you are covered under
an employer retirement plan have increased
for most taxpayers. The amounts are based
on your filing status and adjusted gross in-
come. The phaseout amounts for 1998 are:

* $50,000 — 60,000 for married persons
filing jointly and qualifying widow(er)s,

* $0 — 10,000 for married persons filing
separately, and

¢ $30,000 — 40,000 for all other filers.

If you are not an active participant in an
employer plan but your spouse is, you may
be able to deduct a contribution into your
IRA account. In this situation, the phaseout
amount is $150,000 — 160,000 for married
persons filing jointly.

New Roth IRAs. You may be able to con-
tribute up to $2,000 to a Roth IRA. Although
the contributions are not deductible, the
earnings may be tax free depending on
when and why withdrawals are made.

You may be able to transfer amounts
from your deductible IRA to your new Roth
IRA.

Increased standard deduction for de-
pendents. The standard deduction for de-
pendents for whom an exemption can be
claimed by another taxpayer is increased to
the lesser of the regular standard deduction
amount or the greater of:

1) $700, or

2) The dependent's earned income plus
$250.

Increased standard mileage rate for
charitable purposes. The standard mile-
age rate for the cost of operating your car
for charitable purposes is increased to 14
cents per mile.

Deduction for donation of appreciated
stock to private foundation. The special
rule allowing a deduction for the full fair
market value of qualified appreciated stock
given to certain private foundations will not
apply to contributions made after June 30,
1998.

Self-employed health insurance de-
duction. The part of your self-employed
health insurance premiums that you can
deduct as an adjustment to income in-
creases to 45% for 1998.

Foreign earned income exclusion. The
amount of foreign earned income that you
may be able to exclude increases to
$72,000 for 1998.

Exemption amount increased.  For 1998,
the amount you can deduct for each ex-
emption has increased to $2,700.
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Phaseout of exemptions.  Your deduction
for personal exemptions is reduced by 2%
for each $2,500 ($1,250 if you are married
filing separately), or part of that amount, by
which your adjusted gross income is more
than an amount based on your filing status.
The amounts for 1998 are:

Single $124,500
Married filing jointly

or qualifying widow(er) 186,800
Married filing separately 93,400
Head of household 155,650

Standard deduction. Individuals who do
not itemize deductions have an increased
standard deduction for 1998. See the 1998
Standard Deduction Tables in Publication
505, Tax Withholding and Estimated Tax.

Reduction of itemized deductions. For
1998, certain itemized deductions are re-
duced by 3% of the amount of your adjusted
gross income that is more than $124,500
($62,250 if you are married filing sepa-
rately). For information on the reduction,
see Reduction of itemized deductions in
Publication 505.

Self-employment tax. For 1998, the social
security (old age, survivor, and disability in-
surance) part of the self-employment tax is
12.4% of up to $68,400 of net earnings. The
medicare (Hospital insurance) part of the
tax is 2.9% of all net earnings.

Employment taxes on household em-
ployees. Beginning in 1998, if you are
otherwise subject to tax withholding, you
must include any expected employment
(social security, Medicare, and federal un-
employment) taxes for household employ-
ees when figuring how much you want
withheld from your pay for 1998 or how
much you pay in estimated tax.

Medical savings accounts. You may be
able to deduct up to $1,462.50 ($3,375 for
family coverage) a year for contributions to
a medical savings account in 1998, even if
you do not itemize your deductions. You
must be covered under a high deductible
health plan and meet certain other require-
ments.

Maximum section 179 credit. For 1998,
the maximum section 179 deduction in-
creases to $18,500.

Estimated tax safe harbor for higher in-
come taxpayers. For installment payments
for tax years beginning in 1998, the esti-
mated tax safe harbor for higher income
individuals (other than farmers and fisher-
men) has been modified. If your adjusted
gross income is more than $150,000
($75,000 if married filing a separate return),
you will no longer have to deposit the
smaller of 90% of your expected tax for
1998 or 110% of the tax shown on your
1997 return to avoid an estimated tax pen-
alty. The general rule will apply to you.
Under the general rule, the amount of esti-
mated tax you must pay to avoid a penalty
is the smaller of:

1) 90% of your expected tax for 1998, or

2) 100% of the tax shown on your 1997
return (provided your 1997 return cov-
ered all 12 months).
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Important Reminders

Unemployment compensation. You can
choose to have income tax withheld from
any unemployment compensation you get.
See Unemployment Compensation under
Withholding, later, for more information.

Federal payments. You can choose to
have income tax withheld from certain fed-
eral payments you get. These payments
include tier 1 railroad retirement benefits.
For more information, see Federal Pay-
ments under Withholding, later.

Claiming withholding and estimated tax
payments. When you file a federal income
tax return, be sure to take credit for all fed-
eral income tax and excess social security
or railroad retirement taxes withheld from
your salary, wages, pensions, etc., and any
backup withholding shown on Forms 1099.
Also take credit for all estimated tax pay-
ments you made for that year. For example,
all estimated tax payments made for 1997
should be claimed on the tax return you file
for the 1997 tax year. You should file a re-
turn and claim these credits even if you do
not owe tax. See Credit for Withholding and
Estimated Tax, later in this chapter.

payment Penalty, near the end of this
chapter.

Useful Items
You may want to see:

Publication

[0 505 Tax Withholding and Estimated

Tax
Highlights of 1997 Tax Changes

Is My Withholding Correct for
19987

[0 553
0 919

Form (and Instructions)

[0 W-4 Employee's Withholding Allow-
ance Certificate

[0 W-4P Withholding Certificate for Pen-
sion or Annuity Payments

[0 W-4S Request for Federal Income Tax
Withholding From Sick Pay

O W-4V Voluntary Withholding Request
[0 1040-ES Estimated Tax for Individuals

[0 2210 Underpayment of Estimated Tax
by Individuals, Estates, and
Trusts

Introduction

This chapter discusses how to pay your tax
as you earn or receive income during the
year. In general, the federal income tax is
a pay-as-you-go tax. There are two ways to
pay as you go:

* Withholding. If you are an employee,
your employer probably withholds in-
come tax from your pay. Tax may also
be withheld from certain other income
— including pensions, bonuses, com-
missions, and gambling winnings. In
each case, the amount withheld is paid
to the Internal Revenue Service (IRS)
in your name.

* Estimated tax. If you do not pay your
tax through withholding, or do not pay
enough tax that way, you might have to
pay estimated tax. People who are in
business for themselves generally will
have to pay their tax this way. You may
have to pay estimated tax if you receive
income such as dividends, interest,
capital gains, rent, and royalties. Esti-
mated tax is used to pay not only in-
come tax, but self-employment tax and
alternative minimum tax as well.

This chapter explains both of these
methods. In addition, it explains:

* Credit for withholding and estimated
tax. When you file your 1997 income
tax return, take credit for all the income
tax withheld from your salary, wages,
pensions, etc., and for the estimated tax
you paid for 1997.

* Underpayment penalty. If you did not
pay enough tax during the year either
through withholding or by making esti-
mated tax payments, you may have to
pay a penalty. The IRS usually can fig-
ure this penalty for you. See Under-
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Withholding

This chapter discusses withholding on these
types of income:

* Salaries and wages

* Tips

* Taxable fringe benefits

* Sick pay

* Pensions and annuities

* Gambling winnings

* Unemployment compensation
* Certain federal payments.

This chapter explains in detail the rules for
withholding tax from each of these types of
income. The discussion of salaries and
wages includes an explanation of how to
complete a Form W—4.

This chapter also covers backup with-
holding on interest, dividends, and other
payments.

Salaries and Wages

Income tax is withheld from the pay of most
employees. Your pay includes bonuses,
commissions, and vacation allowances, in
addition to your regular pay. It also includes
reimbursements and other expense allow-
ances paid under a nonaccountable plan.
See Supplemental Wages, later.

Military retirees.  Military retirement pay is
treated in the same manner as regular pay
for income tax withholding purposes, even
though it is treated as a pension or annuity
for other tax purposes.

Household workers.  If you are a house-
hold worker, you can ask your employer to
withhold income tax from your pay. Tax is
withheld only if you want it withheld and
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your employer agrees to withhold it. If you
do not have enough income tax withheld,
you may have to make estimated tax pay-
ments, as discussed later under Estimated
Tax.

Farmworkers. Income tax is generally
withheld from your cash wages for work on
a farm unless your employer:

1) Pays you cash wages of less than
$150 during the year, and

2) Has expenditures for agricultural labor
totaling less than $2,500 during the
year.

If you receive either cash wages not
subject to withholding or noncash wages,
you can ask your employer to withhold in-
come tax. If your employer does not agree
to withhold tax, or if not enough is withheld,
you may have to make estimated tax pay-
ments, as discussed later under Estimated
Tax.

Amount Withheld

The amount of income tax your employer
withholds from your regular pay depends
on two things:

1) The amount you earn, and

2) The information you give your em-
ployer on Form W-4.

Form W-4 includes three types of infor-
mation that your employer will use to figure
your withholding:

1) Whether to withhold at the single rate
or at the lower married rate,

2) How many withholding allowances you
claim (each allowance reduces the
amount withheld), and

3) Whether you want an additional
amount withheld.

If your income is low enough that you
will not have to pay income tax for the year,
you may be exempt from withholding. See
Exemption From Withholding, later.

Note. You must specify a filing status
and a number of withholding allowances on
Form W-4. You cannot specify only a dollar
amount of withholding.

New job. When you start a new job, you
must fill out Form W—-4 and give it to your
employer. Your employer should have
copies of the form. If you later need to
change the information you gave, you must
fill out a new form.

If you work only part of the year (for ex-
ample, you start working after the beginning
of the year), too much tax may be withheld.
You may be able to avoid overwithholding
if your employer agrees to use the part-year
method. See Part-year method in chapter
1 of Publication 505 for more information.

Changing your withholding. Events dur-
ing the year may change your marital status
or the exemptions, adjustments, deductions,
or credits you expect to claim on your re-
turn. When this happens, you may need to
give your employer a new Form W—4 to
change your withholding status or number
of allowances.

You must give your employer a new
Form W-4 within 10 days after:



1) Your divorce, if you have been claiming
married status, or

2) Any event that decreases the number
of withholding allowances you can
claim.

Generally, you can submit a new Form
W-4 at any time you wish to change the
number of your withholding allowances for
any other reason.

Changing your withholding for 1999.

If events in 1998 will decrease the number
of your withholding allowances for 1999,
you must give your employer a new Form
W-4 by December 1, 1998. If the event
occurs in December 1998, submit a new
Form W-4 within 10 days.

Cumulative wage method. If you change
the number of your withholding allowances
during the year, too much or too little tax
may have been withheld for the period be-
fore you made the change. You may be able
to compensate for this if your employer
agrees to use the cumulative wage with-
holding method for the rest of the year. You
must ask in writing that your employer use
this method.

To be eligible, you must have been paid
for the same kind of payroll period (weekly,
biweekly, etc.) since the beginning of the
year.

Checking your withholding. After you
have given your employer a Form W—4, you
can check to see whether the amount of tax
withheld from your pay is too little or too
much. See Getting the Right Amount of Tax
Withheld, later. If too much or too little tax
is being withheld, you should give your
employer a new Form W-4 to change your
withholding.

Note. You cannot give your employer
a payment to cover withholding for past pay
periods. Nor can you give your employer a
payment for estimated tax.

Completing Form W—4

The following discussions explain how to
complete your Form W-4.

Marital status (line 3). There is a lower
withholding rate for married people who can
use the tax rates for joint returns. Everyone
else must have tax withheld at the higher
single rate.

You must claim single status if either
of the following applies.

1) You are single. If you are divorced,
or separated from your spouse under
a court decree of separate mainte-
nance, you are considered single.

2) You are married, but you are neither
a citizen nor a resident of the United
States, or your spouse is neither a
citizen nor a resident of the United
States. However, if one of you is a cit-
izen or a resident, you can choose to
have the other treated as a resident.
You can then file a joint return and
claim married status on your Form
W-4. See Nonresident Spouse
Treated as a Resident in chapter 1 of
Publication 519, U.S. Tax Guide for
Aliens, for more information.

You can claim married status if either
of the following applies.

1) You are married and neither you nor
your spouse is a nonresident alien.
You are considered married for the
whole year even if your spouse died
during the year.

2) You expect to be able to file your
return as a qualifying widow or
widower. You usually can use this fil-
ing status if your spouse died within the
previous 2 years and you provide a
home for your dependent child. How-
ever, you must file a new Form W-4
showing your filing status as single by
December 1 of the last year you are
eligible to file as a qualifying widow or
widower. See Qualifying Widow(er)
With Dependent Child in chapter 2.

Some married people find that they do
not have enough tax withheld at the married
rate. This can happen, for example, when
both spouses work. To avoid this, you can
choose to have tax withheld at the higher
single rate (even if you qualify for the mar-
ried rate). Also, you can fill out the
Two-Earner/Two-Job Worksheet.

Withholding allowances (line 5). The
more allowances you claim on Form W-4,
the less income tax your employer will
withhold. You will have the most tax with-
held if you claim “0” allowances. The num-
ber of allowances you can claim depends
on:

1) How many exemptions you can take
on your tax return,

2) Whether you have income from more
than one job,

3) What deductions, adjustments to in-
come, and credits you expect to have
for the year, and

4) Whether you will file as head of
household.

If you are married, it also depends on
whether your spouse also works and claims
any allowances on his or her own Form
W-4. If you both work, you should figure
your combined allowances on one Form
W-4 worksheet. You then should divide the
allowances among the Forms W-4 you
each file with every employer. See Two
Jobs, later.

Form W-4 worksheets. Form W-4 has
worksheets to help you figure how many
withholding allowances you can claim. The
worksheets are for your own records. Do
not give them to your employer.

You do not have to use the worksheets
if you use a more accurate method of fig-
uring the number of withholding allowances.
See Alternative method of figuring with-
holding allowances under Completing Form
W-4 and Worksheets in chapter 1 of Publi-
cation 505 for more information.

Two jobs. If you have income from two
jobs at the same time, complete only one
set of Form W-4 worksheets. Then split
your allowances between the Forms W-4
for each job. You cannot claim the same
allowances with more than one employer
at the same time. You can claim all your
allowances with one employer and none

Chapter 5 Tax Withholding and Estimated Tax

with the other, or divide them in any other
way you wish.

If both you and your spouse are em-
ployed and you expect to file a joint return,
figure your withholding allowances using
your combined income, adjustments, de-
ductions, exemptions, and credits. Use only
one set of worksheets. You can divide your
total allowances in any way you wish, but
you cannot claim an allowance that your
spouse also claims.

If you and your spouse expect to file
separate returns, figure your allowances
separately based on your own individual
income, adjustments, deductions, ex-
emptions, and credits.

Personal Allowances Worksheet. Use
the Personal Allowances Worksheet on
page 1 of Form W-4 to figure your with-
holding allowances for exemptions. Add the
special allowance for only one job, the al-
lowance for head of household status, and
the allowance for the child and dependent
care credit (if they apply) to your total al-
lowances.

Only one job (worksheet line B).  You
can claim an additional withholding allow-
ance if any of the following apply.

1) You are single, and you have only one
job at a time.

2) You are married, you have only one job
at a time, and your spouse does not
work.

3) Your wages from a second job or your
spouse's wages (or the total of both)
are $1,000 or less.

Head of household (worksheet line
E). You can claim one additional withhold-
ing allowance if you expect to file as head
of household on your tax return. To find out
whether you qualify, see Head of Household
in chapter 2.

Child and dependent care credit
(worksheet line F).  You can claim one
additional withholding allowance if you ex-
pect to have at least $1,500 of qualifying
child or dependent care expenses that you
plan to claim a credit for on your tax return.
For information on this credit, see chapter
33.

Instead of using line F, you can choose
to figure allowances for the child and de-
pendent care credit (and other credits you
expect to claim on your return) as explained
next.

Deductions and Adjustments Worksheet.

Fill out this worksheet to adjust the number
of your withholding allowances for de-
ductions, adjustments to income, and tax
credits. The Deductions and Adjustments
Worksheet is on page 2 of Form W-4.
Chapter 1 of Publication 505 explains this
worksheet.

Two-Earner/Two-Job Worksheet. You
may need to complete this worksheet if you
have two jobs or a working spouse. You
should also use this worksheet to figure
additional withholding if you expect to owe
an amount other than income tax, such as
self-employment tax.

For more information about Form W-4
and a filled-in example, see chapter 1 of
Publication 505.
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Getting the Right Amount
of Tax Withheld

In most situations, the tax withheld from
your pay will be close to the tax you figure
on your return if:

1) You accurately complete all the Form
W-4 worksheets that apply to you, and

2) You give your employer a new Form
W-4 when changes occur.

But because the worksheets and withhold-
ing methods do not account for all possible
situations, you may not be getting the right
amount withheld. This is most likely to hap-
pen in the following situations.

1) You are married and both you and your
spouse work.

2) You have more than one job at a time.

3) You have nonwage income, such as
interest, dividends, alimony, or self-
employment income.

4) You will owe additional amounts with
your return, such as self-employment
tax.

5) Your withholding is based on obsolete
Form W-4 information for a substantial
part of the year.

6) Your earnings are more than $150,000
if you are single or $200,000 if you are
married.

To make sure you are getting the right
amount of tax withheld, get Publication 919.
It will help you compare the total tax to be
withheld during the year with the tax you
can expect to figure on your return. It also
will help you determine how much, if any,
additional withholding is needed each pay-
day to avoid owing tax when you file your
return. If you do not have enough tax with-
held, you may have to make estimated tax
payments, as explained under Estimated
Tax, later.

Rules Your Employer
Must Follow

The following are some of the withholding
rules that can affect how you fill out your
Form W-4 and how you handle problems
that may arise. For other rules, see Rules
Your Employer Must Follow in chapter 1 of
Publication 505.

New Form W—-4. When you start a new job,
your employer should give you a Form W-4
to fill out. Your employer will use the infor-
mation you give on the form to figure your
withholding, beginning with your first pay-
day.

If you later fill out a new Form W-4, your
employer can put it into effect as soon as it
is practical to do so. The deadline for putting
it into effect is the start of the first payroll
period ending 30 or more days after you
turn it in.

No Form W-4. |If you do not give your
employer a completed Form W-4, your
employer must withhold at the highest
rate—as if you were single and claimed no
allowances.

Repaying withheld tax.  If you find you are
having too much tax withheld because you
did not claim all the withholding allowances
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you are entitled to, you should give your
employer a new Form W—4. Your employer
cannot repay you any of the tax withheld
under your old Form W—4.

However, if your employer has withheld
more than the correct amount of tax for the
Form W-4 you have in effect, you do not
have to fill out a new Form W-4 to have
your withholding lowered to the correct
amount. Your employer can repay you the
amount that was incorrectly withheld. If you
are not repaid, you will receive credit on
your tax return for the full amount actually
withheld.

Exemption From Withholding

If you claim exemption from withholding,
your employer will not withhold federal in-
come tax from your wages. The exemption
applies only to income tax, not to social
security or Medicare tax.

You can claim exemption from with-
holding for 1998 only if both the following
situations apply.

1) For 1997 you had a right to a refund
of all federal income tax withheld be-
cause you had no tax liability.

2) For 1998 you expect a refund of all
federal income tax withheld because
you expect to have no tax liability.

Use Figure 5-A in this chapter to help
you decide whether you can claim ex-
emption. Do not use the chart if you are 65
or older or blind or if you will itemize de-
ductions or claim dependents or tax credits
on your 1998 return. These situations are
discussed later.

Student. If you are a student, you are not
automatically exempt. See chapter 1 to see
if you must file a return. If you work only part
time or only during the summer, you may
qualify for exemption from withholding.

Example 1. You are a high school stu-
dent and expect to earn $2,500 from a
summer job. You do not expect to have any
other income during 1998, and your parents
will be able to claim you as a dependent on
their tax return. You worked last summer
and had $375 federal income tax withheld
from your pay. The entire $375 was re-
funded when you filed your 1997 return.
Using Figure 5-A, you find that you can
claim exemption from withholding.

Example 2. The facts are the same as
in Example 1, except that you have a
savings account and expect to have $20
interest income in 1998. Using Figure 5-A,
you find that you cannot claim exemption
from withholding because your unearned
income will be $1 or more and your total
income will be more than $700.

Age 65 or older or blind. If you are 65 or
older or blind, use one of the worksheets in
chapter 1 of Publication 505, under Ex-
emption From Withholding, to help you de-
cide whether you can claim exemption from
withholding. Do not use either of those
worksheets if you will itemize deductions or
claim dependents or tax credits on your
1998 return—see the following discussion
instead.

Itemizing deductions or claiming depen-
dents or tax credits. If you had no tax
liability for 1997 and you will itemize your
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deductions or claim dependents or tax
credits on your 1998 return, use the 1998
Estimated Tax Worksheet in Form 1040-ES
(or see chapter 2 of Publication 505) to fig-
ure your 1998 expected tax liability. You can
claim exemption from withholding only if
your total expected tax liability (line 13c of
the worksheet) is zero.

Claiming exemption.  To claim exemption,
you must give your employer a Form W-4.
Write “EXEMPT” on line 7.

Your employer must send the IRS a
copy of your Form W-4 if you claim ex-
emption from withholding and your pay is
expected to usually be more than $200 a
week. If it turns out that you do not qualify
for exemption, the IRS will send both you
and your employer a written notice.

If you claim exemption, but later your
situation changes so that you will have to
pay income tax after all, you must file a new
Form W-4 within 10 days after the change.
If you claim exemption in 1998, but you ex-
pect to owe income tax for 1999, you must
file a new Form W-4 by December 1, 1998.

An exemption is good for only one
year. You must give your employer a new
Form W-4 by February 15 each year to
continue your exemption.

Supplemental Wages

Supplemental wages include bonuses,
commissions, overtime pay, and certain sick
pay. Your employer or other payer of sup-
plemental wages may withhold income tax
from these wages at a flat rate of at least
28%. The payer can also figure withholding
using the same method used for your reg-
ular wages.
Also see Sick Pay, later.

Expense allowances. Reimbursements
or other expense allowances paid by your
employer under a nonaccountable plan are
treated as supplemental wages.

Reimbursements or other expense al-
lowances paid under an accountable plan
that are more than your proven expenses
are treated as paid under a nonaccountable
plan. However, this does not apply if you
return the excess payments within a rea-
sonable period of time.

For more information about accountable
and nonaccountable expense allowance
plans, see Reimbursements in chapter 28.

Penalties
You may have to pay a penalty of $500 if:

1) You make statements or claim with-
holding allowances on your Form W-4
that reduce the amount of tax withheld,
and

2) You have no reasonable basis for
those statements or allowances at the
time you prepare your Form W-4.

There is also a criminal penalty for
willfully supplying false or fraudulent infor-
mation on your Form W-4 or for willfully
failing to supply information that would in-
crease the amount withheld. The penalty
upon conviction can be either a fine of up
to $1,000 or imprisonment for up to one
year, or both.

These penalties will apply if you delib-
erately and knowingly falsify your Form W—4
in an attempt to reduce or eliminate the
proper withholding of taxes. A simple error



Figure 5-A. Exemption From Withholding on Form W-4

NOTE: Do not use this chart if you are 65 or older or blind, or if you will itemize your deductions or claim dependents or tax credits.
Instead, see the discussions in this chapter under Exemption From Withholding.

Start Here

For 1997, did you have a
right to a refund of ALL No

You CANNOT claim

federal income tax withheld o exemption from
because you had NO tax withholding.
liability?
Yes
Yes
Will your 1998 total income be more than the amount
shown below for your filing status?
For 1998, will Single $6.950
someone (such as No Head of Household 8,950
your parent) be able to P Married filing separately for
claim you as a BOTH 1997 and 1998 . . . . 6,250
dependent? Other married status (include BOTH
spouses’ income whether filing
Yes separately or jointly) 12,500
Qualifying widow(er) . 9,800
No
Will your 1998 unearned No Will your 1998 total income be: | yeg
income (interest, i $4,250 or less if single, or
dividends, etc.) be $1 or $3,550 or less if married?
more?
Yes No
\ 4
Will your 1998 total No You CANNOT claim You CAN claim
income be $700 or —p exemption from exemption from
less? withholding. withholding.
Yes

— an honest mistake — will not result in one
of these penalties. For example, a person
who has tried to figure the number of with-
holding allowances correctly, but claims
seven when the proper number is six, will
not be charged a W—4 penalty.

Tips
The tips you receive while working on your
job are considered part of your pay. You
must include your tips on your tax return on
the same line as your regular pay. However,
tax is not withheld directly from tip income,
as it is from your regular pay. Nevertheless,
your employer will take into account the tips
you report when figuring how much to with-
hold from your regular pay.

See chapter 7 for information on report-
ing your tips to your employer. For more

information on the withholding rules for tip
income, see Publication 531, Reporting Tip
Income.

How employer figures amount to with-

hold. The tips you report to your employer
are counted as part of your income for the
month you report them. Your employer can
figure your withholding in either of two ways:

1) By withholding at the regular rate on
the sum of your pay plus your reported
tips, or

2) By withholding at the regular rate on
your pay plus an amount equal to 28%
of your reported tips.

Not enough pay to cover taxes. If your
regular pay is too low for your employer to
withhold all the tax (including social security
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tax, Medicare tax, or railroad retirement tax)
due on your pay plus your tips, you may
give your employer money to cover the
shortage.

If you do not give your employer money
to cover the shortage, your employer will
first withhold as much social security tax,
Medicare tax, or railroad retirement tax as
possible, up to the proper amount, and then
withhold income tax up to the full amount
of your pay. If not enough tax is withheld,
you may have to make estimated tax pay-
ments. When you file your return, you also
may have to pay any social security tax,
Medicare tax, or railroad retirement tax your
employer could not withhold.

Allocated tips.  Your employer should not
withhold income tax, social security tax,
Medicare tax, or railroad retirement tax on
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any allocated tips. Withholding is based only
on your pay plus your reported tips. Your
employer should refund to you any incor-
rectly withheld tax. See Allocated Tips in
chapter 7 for more information.

Taxable Fringe Benefits

The value of certain noncash fringe benefits
you receive from your employer is consid-
ered part of your pay. Your employer gen-
erally must withhold income tax on these
benefits from your regular pay for the period
the benefits are paid or considered paid.

For information on taxable fringe bene-
fits, see Fringe Benefits under Employee
Compensation in chapter 6.

Your employer can choose not to with-
hold income tax on the value of your per-
sonal use of a car, truck, or other highway
motor vehicle provided by your employer.
Your employer must notify you if this choice
is made.

For more information on withholding on
taxable fringe benefits, see chapter 1 of
Publication 505.

Sick Pay

“Sick pay” is a payment to you to replace
your regular wages while you are tempo-
rarily absent from work due to sickness or
personal injury. To qualify as “sick pay,” it
must be paid under a plan to which your
employer is a party.

If you receive sick pay from your em-
ployer or an agent of your employer, income
tax must be withheld just as it is from your
regular pay.

However, if you receive sick pay from a
third party who is not acting as an agent of
your employer, income tax will be withheld
only if you choose to have it withheld. See
Form W-4S, later.

If you receive payments under a plan in
which your employer does not participate
(such as an accident or health plan where
you paid all the premiums), the payments
are not sick pay and usually are not taxable.

Union agreements. If you receive sick pay
under a collective bargaining agreement
between your union and your employer, the
agreement may determine the amount of
income tax withholding. See your union
representative or your employer for more
information.

Form W—4S. If you choose to have income
tax withheld from sick pay paid by a third
party, such as an insurance company, you
must fill out Form W-4S, Request for Fed-
eral Income Tax Withholding From Sick
Pay. lts instructions contain a worksheet
you can use to figure the amount you want
withheld. They also explain restrictions that
may apply.

Give the completed form to the payer of
your sick pay. The payer must withhold ac-
cording to your directions on the form.

If you do not request withholding on
Form W-48S, or if you do not have enough
tax withheld, you may have to make esti-
mated tax payments. If you do not pay
enough estimated tax or have enough in-
come tax withheld, you may have to pay a
penalty. See Who Must Make Estimated
Tax Payments and Underpayment Penalty,
later in this chapter.
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Pensions and Annuities

Income tax usually will be withheld from
your pension or annuity distributions, unless
you choose not to have it withheld. This rule
applies to distributions from:

1) An individual retirement arrangement
(IRA),

2) A life insurance company under an
endowment, annuity, or life insurance
contract,

3) A pension, annuity, or profit-sharing
plan,

4) A stock bonus plan, and

5) Any other plan that defers the time you
receive compensation.

The amount withheld depends on
whether you receive payments spread out
over more than one year (periodic pay-
ments), within one year (nonperiodic pay-
ments), or as an eligible rollover distribution
(ERD). You cannot choose not to have in-
come tax withheld from an ERD.

More information.  For more information
on taxation of annuities and distributions
(including eligible rollover distributions) from
qualified retirement plans, see chapter 11.
For information on IRAs, see chapter 18.
For more information on withholding on
pensions and annuities, including a dis-
cussion of Form W-4P, Withholding Cer-
tificate for Pension or Annuity Payments,
see Pensions and Annuities under With-
holding in chapter 1 of Publication 505.

Gambling Winnings
Income tax is withheld from certain kinds
of gambling winnings. The amount withheld
is 28% of the proceeds paid (the amount
of your winnings minus the amount of your
bet).

Gambling winnings of more than $5,000
from the following sources are subject to
income tax withholding:

1) Any sweepstakes, wagering pool, or
lottery, and

2) Any other wager, if the proceeds are
at least 300 times the amount of the
bet.

It does not matter whether your winnings
are paid in cash, in property, or as an an-
nuity. Winnings not in money are taken into
account at their fair market value.

Gambling winnings from bingo, keno,
and slot machines are not subject to income
tax withholding. If you receive gambling
winnings not subject to withholding, you
may need to make estimated tax payments.
(See Estimated Tax, later.)

If you do not pay enough tax through
withholding or estimated tax payments, you
may be subject to a penalty. (See Under-
payment Penalty, later.)

Form W-2G. If a payer withholds income
tax from your gambling winnings, you
should receive a Form W-2G, Certain
Gambling Winnings, showing the amount
you won and the amount withheld.

Reporting your winnings. Report your
winnings on line 21 of Form 1040. Report
the tax withheld on line 54 of Form 1040.
Gambling losses are deductible only to the
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extent that they offset gambling winnings.
You must use Schedule A of Form 1040 to
deduct your losses and to deduct state tax
withholding.

Unemployment

Compensation

You can choose to have income tax with-
held from any unemployment compensation
you get. To make this choice, you will have
to fill out Form W—-4V, Voluntary Withhold-
ing Request, (or a similar form provided by
the payer) and give it to the payer. The
amount withheld will be 15% of each pay-
ment.

Unemployment compensation is taxable.
So, if you do not have income tax withheld,
you may have to make estimated tax pay-
ments. See Estimated Tax, later.

If you do not pay enough tax either
through withholding or estimated tax, you
may have to pay a penalty. See Underpay-
ment Penalty, later, for information.

Federal Payments

You can choose to have income tax with-
held from certain federal payments you re-
ceive. These payments are:

1) Tier 1 railroad retirement benefits,

2) Commodity credit loans included in
your gross income, and

3) Payments you received under the Ag-
ricultural Act of 1949, or title Il of the
Disaster Assistance Act of 1988, as
amended, because:

a)  Your crops were destroyed or
damaged by drought, flood, or any
other natural disaster, or

b)  You were unable to plant crops
because of a natural disaster de-
scribed in (a).

To make this choice, you will have to fill
out Form W-4V, Voluntary Withholding
Request, (or a similar form provided by the
payer) and give it to the payer. You can
choose to have 7%, 15%, 28%, or 31% of
each payment withheld.

The payments in (1) are partly taxable
in certain cases. The payments in (2) and
(3) are fully taxable. So, if you do not
choose to have income tax withheld, you
may have to make estimated tax payments.
See Estimated Tax, later. If you do not pay
enough tax either through withholding or
estimated tax, you may have to pay a pen-
alty. See Underpayment Penalty, later, for
information.

More information. For more information
about the tax treatment of social security
and railroad retirement benefits, see chapter
12. Get Publication 225, Farmer's Tax
Guide, for information about the tax treat-
ment of commodity credit loans or crop
disaster payments.

Backup Withholding

Banks and other businesses that pay you
certain kinds of income must file an infor-
mation return (Form 1099) with the IRS. The
information return shows how much you
were paid during the year. It also includes
your name and taxpayer identification num-
ber (TIN). Your TIN generally is either a



social security number or an employer
identification number.

These payments generally are not sub-
ject to withholding. However, “backup”
withholding is required in certain situations.
And, backup withholding can apply to most
kinds of payments that are reported on
Form 1099.

Payments made to you are subject to
backup withholding at a flat 31% rate in the
following situations.

1) You do not give the payer your TIN in
the required manner.

2) The IRS notifies the payer that the TIN
you gave is incorrect.

3) You are required, but falil, to certify that
you are not subject to backup with-
holding.

4) The IRS notifies the payer to start
withholding on interest or dividends
because you have underreported in-
terest or dividends on your income tax
return. The IRS will do this only after
it has mailed you four notices over at
least a 120-day period.

See Backup Withholding in chapter 1 of
Publication 505 for more information.

Penalties.  There are civil and criminal
penalties for giving false information to
avoid backup withholding. The civil penalty
is $500. The criminal penalty, upon con-
viction, is a fine of up to $1,000, or
imprisonment of up to one year, or both.

Estimated Tax

Estimated tax is the method used to pay tax
on income that is not subject to withholding.
This includes income from self-employment,
interest, dividends, alimony, rent, gains from
the sale of assets, prizes, and awards. You
also may have to pay estimated tax if the
amount of income tax being withheld from
your salary, pension, or other income is not
enough. To figure and pay estimated tax,
use Form 1040-ES, Estimated Tax for In-
dividuals.

Estimated tax is used to pay both in-
come tax and self-employment tax, as well
as other taxes and amounts reported on
your tax return. If you do not pay enough tax
through withholding or by making estimated
tax payments, you may be charged a pen-
alty. If you do not pay enough by the due
date of each payment period (see When To
Pay Estimated Tax, later), you may be
charged a penalty even if you are due a
refund when you file your tax return. For
information on when the penalty applies,
see Underpayment Penalty, later.

Who Must Make

Estimated Tax Payments

If you had a tax liability for 1997, you may
have to pay estimated tax for 1998.

General rule. You must make estimated
tax payments for 1998 if you expect to owe
at least $1,000 in tax for 1998 after sub-
tracting your withholding and credits, and
you expect your withholding and credits to
be less than the smaller of:

1) 90% of the tax to be shown on your
1998 tax return, or

2) 100% of the tax shown on your 1997
tax return. Your 1997 tax return must
cover all 12 months.

Note. If all your 1998 income will be
subject to income tax withholding, you
probably do not need to make estimated tax
payments.

Exceptions.  There are exceptions to
the general rule if you are a farmer or fish-
erman. See Figure 5-B and chapter 2 of
Publication 505 for more information.

To whom the rules apply. The estimated
tax rules apply to:

¢ U.S. citizens and residents,

* Residents of Puerto Rico, the Virgin Is-
lands, Guam, the Commonwealth of the
Northern Mariana Islands, and Ameri-
can Samoa, and

* Nonresident aliens.

Aliens. Resident and nonresident aliens
have to make estimated tax payments.
Resident aliens should follow the rules in
this chapter unless noted otherwise. Non-
resident aliens should get Form
1040-ES(NR), U.S. Estimated Tax for
Nonresident Alien Individuals.

Avoiding estimated tax.  If, in addition to
income not subject to withholding, you also
receive salaries or wages, you can avoid
having to make estimated tax payments by
asking your employer to take more tax out
of your earnings. To do this, file a new Form
W-4 with your employer.

No tax liability last year.  You do not have
to pay estimated tax for 1998 if you meet
all three of the following conditions:

1) You had no tax liability for your 1997
tax year,

2) You were a U.S. citizen or resident for
the whole year, and

3) Your 1997 tax year covered a
12-month period.

You had no tax liability for 1997 if your
total tax (defined later under Required an-
nual payment) was zero or you did not have
to file an income tax return.

Married taxpayers. To figure whether you
must make estimated tax payments for
1998, apply the rules discussed here to your
1998 separate estimated income. If you can
make joint estimated tax payments, you can
apply these rules on a joint basis.

You and your spouse can make joint
payments of estimated tax even if you are
not living together.

You and your spouse cannot make joint
estimated tax payments if you are sepa-
rated under a decree of divorce or separate
maintenance. Also, you cannot make joint
estimated tax payments if either spouse is
a nonresident alien or if you have different
tax years.

Whether you and your spouse make
joint estimated tax payments or separate
payments will not affect your choice of filing
a joint tax return or separate returns for
1998.
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1997 separate returns and 1998 joint
return. If you plan to file a joint return with
your spouse for 1998, but you filed separate
returns for 1997, your 1997 tax is the total
of the tax shown on your separate returns.
You filed a separate return for 1997 if you
filed as single, head of household, or mar-
ried filing separately.

1997 joint return and 1998 separate
returns. If you plan to file a separate return
for 1998, but you filed a joint return for 1997,
your 1997 tax is your share of the tax on the
joint return. You file a separate return for
1998 if you file as single, head of house-
hold, or married filing separately. To figure
your share, first figure the tax both you and
your spouse would have paid had you filed
separate returns for 1997 using the same
filing status as for 1998. Then multiply your
joint tax liability by the following fraction:

Your separate tax liability
Both spouses’ separate tax liabilities

Example. Joe and Heather filed a joint
return for 1997 showing taxable income of
$48,000 and a tax of $8,091. Of the $48,000
taxable income, $40,000 was Joe's and the
rest was Heather's. For 1998, they plan to
file married filing separately. Joe figures his
share of the tax on the 1997 joint return as
follows:

Tax on $40,000 based on a separate

TEEUIM ©evieieiieee st $ 8,529
Tax on $8,000 based on a separate

FEEUMM ot 1,204
o1 | OSSR $9,733
Joe's portion of total ($8,529 + $9,733) 88%
Joe's share of joint return tax

($8,091 X 88Y0) ..ceevverrererrireiinrinieeeiennns $ 7120

How To Figure

Estimated Tax

To figure your estimated tax, you must fig-
ure your expected adjusted gross income,
taxable income, and taxes and credits for
the year.

When figuring your 1998 estimated tax,
it may be helpful to use your income, de-
ductions, and credits for 1997 as a starting
point. Use your 1997 federal tax return as
a guide. You will also need Form 1040-ES
to figure and pay your estimated tax. You
must make adjustments both for changes in
your own situation and for recent changes
in the tax law. For 1998, there are several
important changes in the law. These
changes are discussed under Important
Changes for 1998 at the beginning of this
chapter.

Form 1040-ES includes a worksheet to
help you figure your estimated tax. Keep the
worksheet for your records.

For more complete information and ex-
amples on how to figure your estimated tax
for 1998, see chapter 2 of Publication 505.

Expected adjusted gross income. Your
expected adjusted gross income for 1998 is
your expected total income minus your ex-
pected adjustments to income. Include all
the income you expect to receive during the
year, even income that is subject to with-
holding. However, do not include income
that is tax exempt. Be sure to subtract all the
adjustments to income you expect to take
on your 1998 tax return. If you are using
your 1997 return as a guide and filed Form
1040, your adjustments for 1997 were on
lines 23-30a. If you filed Form 1040A, your

Page 43



Figure 5-B. Do You Have To Pay Estimated Tax?

Start Here

Do you expect to owe $1,000
or more for 1998 after
subtracting income tax
withholding and credits from
your total tax? (Do not
subtract any estimated tax
payments.)

Yes

No

Do you expect your income
tax withholding and credits to No
be at least 90% (66-2/3% for
farmers and fishermen) of
the tax to be shown on your
1998 tax return?

You are NOT required to pa:
> q pay <

Yes

Do you expect your income
tax withholding and credits to No
be at least 100% of the tax
shown on your 1997 tax
return?

Note: Your 1997 return must
have covered a 12-month
period.

Yes

estimated tax.

You MUST make estimated
tax payment(s) by the
required due date(s).

See When To Pay
Estimated Tax.

1997 adjustments were on line 15. When
estimating your 1998 adjustments, include
any allowable deduction for interest on ed-
ucation loans.

If you expect to receive social security
benefits, you can use Worksheet 2.1 in
chapter 2 of Publication 505 to figure your
expected taxable benefits.

If you are self-employed, you can use
Worksheet 2.2 in chapter 2 of Publication
505 to figure your deduction for one-half
your expected self-employment tax.

Expected taxable income.  Reduce your
expected adjusted gross income by either
your expected itemized deductions or your
standard deduction and by a $2,700 de-
duction for each exemption. For information
on the 1998 standard deduction amounts
and a possible limit on your itemized de-
ductions, see Publication 505 or the in-
structions for Form 1040-ES.

Expected taxes and credits. After you
have figured your expected taxable income,
figure your expected income tax. Use the
1998 Tax Rate Schedules in Publication
505 or in the Form 1040-ES instructions.
See chapter 32 for the special tax compu-
tation to use for a child under age 14 who
has more than $1,300 ($1,400 in 1998) of
investment income.

Add your expected additional taxes from
Form 8814, Parents' Election To Report
Child's Interest and Dividends, and Form
4972, Tax on Lump-Sum Distributions.
Subtract your expected credits. If you are
using your 1997 return as a guide and filed
Form 1040, your total credits for 1997 were
shown on line 45. If you filed Form 1040A,
your total credits for 1997 were on line 24d.
When estimating your 1998 credits, include
any allowable dependent child credit, HOPE
credit, and lifetime learning credit. If your
credits are more than your taxes, use
“~0-" as the result.
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Add your expected self-employment tax
and other taxes (see chapter 2 of Publica-
tion 505). “Other taxes” are the tax shown
on line 48 of the 1997 Form 1040, plus the
tax on early distributions included on line
50, any advance earned income credit
payments on line 51, any household em-
ployment taxes on line 52, and any write-in
amounts on line 53 (other than recapture
of a federal mortgage subsidy and any un-
collected social security, Medicare, or rail-
road retirement tax). If you filed a 1997
Form 1040A, your only “other taxes” were
any advance earned income credit pay-
ments on line 26, and any household em-
ployment taxes on line 27.

Finally, subtract your expected earned
income credit and fuel tax credit (from Form
4136). The result is your expected total tax
for 1998.

Required annual payment.  You figure the
total amount you must pay for 1998 through
withholding and estimated tax payments on
lines 14a through 14c of the 1998 Estimated
Tax Worksheet. The result is your required
annual payment. It is the smaller of:

1) 90% of your total expected tax for
1998, or

2) 100% of the total tax shown on your
1997 return. (Your 1997 tax return
must cover all 12 months.)

Exceptions. If you are a farmer or
fisherman, your required annual payment
may be different. See Required Annual
Payment in chapter 2 of Publication 505.

Total tax for 1997. Your 1997 total tax
on Form 1040 is the amount on line 53 re-
duced by the total of the amounts on lines
49, and 56a, any credit from Form 4136 in-
cluded on line 59, any recapture of a federal
mortgage subsidy and any uncollected so-
cial security, Medicare, or railroad retire-
ment tax included on line 53, and any tax
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from Form 5329 (other than the tax on early
distributions) included on line 50. On Form
1040A, it is line 28 reduced by the amount
on line 29¢c. On Form 1040EZ, it is line 10
reduced by line 8.

Total estimated tax payments.  Figure the
total amount you must pay for 1998 through
estimated tax payments on lines 15 and 16
of the 1998 Estimated Tax Worksheet.
Subtract your expected withholding from
your required annual payment. You usually
must pay this difference in four equal in-
stallments. (See When To Pay Estimated
Tax and How To Figure Each Payment,
later.)

If your total expected tax on line 13c,
minus your expected withholding on line 15,
is less than $1,000, you do not need to
make estimated tax payments.

Withholding.  Your expected withholding
for 1998 includes the income tax you expect
to be withheld from all sources (wages,
pensions and annuities, etc.). It also in-
cludes excess social security and railroad
retirement tax you expect to be withheld
from your wages.

For information on excess social security
or tier 1 railroad retirement tax withholding
for 1998, see Publication 505.

When To Pay
Estimated Tax

For estimated tax purposes, the year is di-
vided into four payment periods. Each pe-
riod has a specific payment due date. If you
do not pay enough tax by the due date of
each of the payment periods, you may be
charged a penalty even if you are due a
refund when you file your income tax return.
The following chart gives the payment peri-
ods and due dates for estimated tax pay-
ments.



For the period: Due date:
Jan. 1* through Mar. 31 April 15
April 1 through May 31 June 15

June 1 through Aug. 31
Sept. 1 through Dec. 31

September 15
January 15 next year**

*If your tax year does not begin on January 1,
see Fiscal year taxpayers, later.
**See January payment, later.

Saturday, Sunday, holiday rule.  If the due
date for making an estimated tax payment
falls on a Saturday, Sunday, or legal holi-
day, the payment will be on time if you make
it on the next day that is not a Saturday,
Sunday, or legal holiday.

January payment. If you file your 1998
return by February 1, 1999, and pay the rest
of the tax you owe, you do not need to make
your estimated tax payment that would be
due on January 15, 1999.

Fiscal year taxpayers. If your tax year
does not start on January 1, your payment
due dates are:

1) The 15th day of the 4th month of your
fiscal year,

2) The 15th day of the 6th month of your
fiscal year,

3) The 15th day of the 9th month of your
fiscal year, and

4) The 15th day of the 1st month after the
end of your fiscal year.

You do not have to make the last pay-
ment listed above if you file your income tax
return by the last day of the first month after
the end of your fiscal year and pay all the
tax you owe with your return.

When To Start

You do not have to make estimated tax
payments until you have income on which
you will owe the tax. If you have income
subject to estimated tax during the first
payment period, you must make your first
payment by the due date for the first pay-
ment period. You can pay all your estimated
tax at that time, or you can pay it in four
installments. If you choose to pay in install-
ments, make your first payment by the due
date for the first payment period. Make your
remaining installment payments by the due
dates for the later periods.

No income subject to estimated tax dur-
ing first period.  If you first have income
subject to estimated tax during a later pay-
ment period, you must make your first pay-
ment by the due date for that period. You
can pay your entire estimated tax by the due
date for that period, or you can pay it in
installments by the due date for that period
and the due dates for the remaining periods.
The following chart shows when to make
installment payments:

Make a Make later in-
payment by:  stallments by:

If you first have
income on which
you must pay
estimated tax:

Before April 15 June 15

April 1 September 15
January 15
next year*

After March 31 June 15 September 15

and January 15

before next year*

June 1

After May 31 and September 15 January 15
before Sept. 1 next year*

After August 31  January 15 (None)

next year*
*See January payment, and Saturday, Sunday,

holiday rule under When To Pay Estimated Tax,
earlier.

Change in estimated tax. After making
your first estimated tax payment, changes
in your income, adjustments, deductions,
credits, or exemptions may make it neces-
sary for you to refigure your estimated tax.
Pay the unpaid balance of your amended
estimated tax by the next payment due date
after the change or in installments by that
date and the due dates for the remaining
payment periods.

How much to pay to avoid penalty. To
determine how much you should pay by
each payment due date, see How To Figure
Each Payment, next. If the earlier dis-
cussions of No income subject to estimated
tax during first period or Change in esti-
mated tax apply to you, you may need to
read the explanation of the Annualized In-
come Installment Method, later, to avoid a
penalty.

How To Figure

Each Payment

You should pay enough estimated tax by
the due date of each payment period to
avoid a penalty for that period. If you do not
pay enough each payment period, you may
be charged a penalty even if you are due a
refund when you file your tax return. See
Underpayment Penalty, later in this chapter.

Regular Installment Method

If you must pay estimated tax beginning with
the payment due April 15, 1998, you can
figure your required payment for each pe-
riod by dividing your total estimated tax
payments (line 16 of the 1998 Estimated
Tax Worksheet) by 4. Use this method only
if your required annual payment stays the
same throughout the year.

If you do not receive your income evenly
throughout the year, your required esti-
mated tax payments may not be the same
for each period. See Annualized Income
Installment Method, later.

Amended estimated tax. If you re-
figure your estimated tax during the
year, or if your first payment is due
after April 15, 1998, figure your required
payment for each remaining payment period

using the following worksheet.

1. Amended total estimated tax pay-
MENLS .t
2. Multiply line 1 by:
.50 if next payment is due
June 15, 1998.
.75 if next payment is due
September 15, 1998.
1.00 if next payment is due
January 15, 1999. .......cccceeeveenn.
3.  Estimated tax payments for all
previous periods ..........ccceveenieens
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4.  Next required payment: Subtract
line 3 from line 2 and enter the re-
sult (but not less than zero) here
and on your payment-voucher for
your next required payment ..........

If the payment on line 4 is due January 15, 1999,

stop here. Otherwise, go on to line 5.

5. Addlines3and 4 .......coceerennen.

6.  Subtract line 5 from line 1 and enter
the result (but not less than zero) .

7.  Each following required pay-
ment: If the payment on line 4 is
due June 15, 1998, enter one-half
of the amount on line 6 here and
on the payment-vouchers for your
payments due September 15,
1998, and January 15, 1999. If the
amount on line 4 is due September
15, 1998, enter the full amount on
line 6 here and on the payment-
voucher for your payment due
January 15, 1999 .........ccveiiiiinnen.

Example. Early in 1998, Mayra figures
her estimated tax is $1,800. She makes
estimated tax payments on April 15 and
June 15 of $450 each ($1,800 + 4).

On July 10, she sells investment prop-
erty at a gain. Her refigured estimated tax
is $3,600. Her required estimated tax pay-
ment for the third payment period is $1,800,
figured as follows.

1. Amended total estimated tax pay-
MENES i
2. Multiply line 1 by:
.50 if next payment is due
June 15, 1998.
.75 if next payment is due
September 15, 1998.
1.00 if next payment is due
January 15, 1999. .......ccceveeenen.
3.  Estimated tax payments for all
Previous periods .......c...cceeeceeenieens 900
4.  Next required payment: Subtract
line 3 from line 2 and enter the re-
sult (but not less than zero) here
and on your payment-voucher for
your next required payment ..........

If the payment on line 4 is due January 15, 1999,
stop here. Otherwise, go on to line 5.
5. Addlines3and 4 .......ccoeeennene. 2,700
6.  Subtract line 5 from line 1 and enter

the result (but not less than zero) . ___900
7.  Each following required pay-

ment: If the payment on line 4 is

due June 15, 1998, enter one-half

of the amount on line 6 here and

on the payment-vouchers for your

payments due September 15,

1998, and January 15, 1999. If the

amount on line 4 is due September

15, 1998, enter the full amount on

line 6 here and on the payment-

voucher for your payment due

January 15, 1999 .......cccocvvviiiiennnn $900

If Mayra's estimated tax does not change
again, her required estimated tax payment
for the fourth payment period will be $900.

File Form 2210 to avoid penalty. If
your estimated tax payment for a previous
period is less than one-fourth of your
amended estimated tax, you may be
charged a penalty for underpayment of es-
timated tax for that period when you file your
tax return. To avoid the penalty, you must
show that the total of your withholding and
estimated tax payment for the period was
at least as much as your annualized income
installment. Complete Form 2210 and
Schedule Al — Annualized Income Install-
ment Method, and attach the form and
Schedule Al to your tax return. See Form
2210, later, under Underpayment Penalty,
for more information.
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Annualized Income
Installment Method

If you do not receive your income evenly
throughout the year (for example, your in-
come from a repair shop you operate is
much larger in the summer than it is during
the rest of the year), your required esti-
mated tax payment for one or more periods
may be less than the amount figured using
the regular installment method.

To see if you can pay less for any period,
complete the 1998 Annualized Estimated
Tax Worksheet (Worksheet 2.10) in chapter
2 of Publication 505.

Note. If you use the annualized income
installment method to figure your estimated
tax payments, you must attach to your tax
return a completed Form 2210 and Sched-
ule Al (Form 2210). See Form 2210 under
Underpayment Penalty, later.

Estimated Tax Payments
Not Required

You do not have to make estimated tax
payments if your withholding in each pay-
ment period is at least one-fourth of your
required annual payment or at least your
required annualized income installment for
that period. You also do not have to make
estimated tax payments if you will pay
enough through withholding to keep the
amount you owe with your 1998 return un-
der $1,000.

How To Pay Estimated Tax

There are two ways to make estimated tax
payments:

1) By crediting an overpayment on your
1997 return to your 1998 estimated tax,
and

2) By sending in your payment with a
payment-voucher from Form
1040-ES.

Crediting an Overpayment

When you file your Form 1040 or Form
1040A for 1997 and you have an overpay-
ment of tax, you can apply part or all of it
to your estimated tax for 1998. On line 63
of Form 1040, or line 32 of Form 1040A,
write the amount you want credited to your
estimated tax rather than refunded. The
amount you have credited should be taken
into account when figuring your estimated
tax payments.

You can use all the credited amount to-
ward your first payment, or you can spread
it out in any way you choose among any or
all of your payments.

If you ask that an overpayment be
credited to your estimated tax for the next
year, the payment is considered to have
been made on the due date of the first es-
timated tax installment (April 15 for calendar
year taxpayers). You cannot have any of
that amount refunded to you after that due
date until the close of that tax year. You also
cannot use that overpayment in any other
way after that date.

Using the Payment-Vouchers

Each payment of estimated tax must be
accompanied by a payment-voucher from
Form 1040-ES. If you made estimated tax
payments last year, you should receive a
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copy of the 1998 Form 1040-ES in the mail.
It will have payment-vouchers preprinted
with your name, address, and social secu-
rity number. Using the preprinted vouchers
will speed processing, reduce the chance
of error, and help save processing costs.

If you did not pay estimated tax last year,
you will have to get a copy of Form
1040-ES from the IRS. Do so by calling
1-800-TAX—-FORM (1-800-829-3676). Af-
ter you make your first payment, a Form
1040-ES package with the preprinted
vouchers will be mailed to you. Follow the
instructions in the package to make sure
you use the vouchers correctly.

Use the addressed envelopes that came
with your Form 1040-ES package. If you
use your own envelope, make sure you mail
your payment-vouchers to the address
shown in the Form 1040-ES instructions for
the place where you live. Do not use the
address shown in the Form 1040 or Form
1040A instructions.

Change of address.  You must notify the
IRS if you are making estimated tax pay-
ments and you changed your address dur-
ing the year. You must send a clear and
concise written statement to the IRS Service
Center where you filed your last return and
provide all of the following:

1) Your full name (and your spouse's full
name),

2) Your signature (and spouse's signa-
ture),

3) Your old address (and spouse's old
address if different),

4) Your new address, and

5) Your social security number (and
spouse's social security number).

You can use Form 8822, Change of Ad-
dress, for this purpose.

You can continue to use your old pre-
printed payment-vouchers until the IRS
sends you new ones. However, DO NOT
correct the address on the old voucher or
the address on the envelope.

Credit for
Withholding
and Estimated Tax

When you file your 1997 income tax return,
take credit for all the income tax and excess
social security or railroad retirement tax
withheld from your salary, wages, pensions,
etc. Also, take credit for the estimated tax
you paid for 1997. These credits are sub-
tracted from your tax. You should file a re-
turn and claim these credits even if you do
not owe tax.

If you had two or more employers and
were paid wages of more than $65,400
during 1997, too much social security or
railroad retirement tax may have been
withheld from your wages. See Credit for
Excess Social Security Tax or Railroad Re-
tirement Tax Withheld in chapter 36.
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Withholding

If you had income tax withheld during 1997,
you should receive a statement by February
2, 1998, showing your income and the tax
withheld. Depending on the source of your
income, you will receive:

* Form W-2, Wage and Tax Statement,

* Form W-2G, Certain Gambling Win-
nings, or

¢ A form in the 1099 series.

Forms W-2 and W-2G. You file Form W-2
with your income tax return. File Form
W-2G with your return if it shows any fed-
eral income tax withheld from your win-
nings.

You should get at least two copies of
each form you receive. Attach Copy B to the
front of your federal income tax return. Copy
C is for your records. You should also re-
ceive copies to file with your state and local
returns.

Form W-2

Your employer should give you a Form W-2
for 1997 by February 2, 1998. You should
receive a separate Form W-2 from each
employer you worked for.

If you stop working before the end of the
year, your employer can give you your Form
W-2 at any time after you leave your job.
However, your employer must give it to you
by January 31 of the following year (or the
next day that is not a Saturday, Sunday, or
holiday if January 31 is a Saturday, Sunday,
or holiday). If you ask for the form, your
employer must give it to you within 30 days
after receiving your written request or within
30 days after your final wage payment,
whichever is later.

If you have not received your Form W-2
by February 2, 1998, you should ask your
employer for it. If you do not receive it by
February 15, call the IRS toll-free telephone
number for your area. The number is listed
in the Form 1040, Form 1040A, and Form
1040EZ instructions. You will be asked to
give your employer's name, address, and
telephone number, and, if known, your em-
ployer's identification number. You will also
be asked for your address, social security
number, daytime telephone number, dates
of employment, and your best estimate of
your total wages and federal income tax
withheld.

Form W-2 shows your total pay and
other compensation and the income tax,
social security tax, and Medicare tax that
was withheld during the year. Take credit for
the federal income tax withheld on:

* Line 54 if you file Form 1040,
* Line 29a if you file Form 1040A, or
e Line 7 if you file Form 1040EZ.

Form W-2 is also used to report any
taxable sick pay you received and any in-
come tax withheld from your sick pay.

Form W-2G

If you had gambling winnings, the payer
may have withheld 28% as income tax. If
tax was withheld, the payer will give you a
Form W-2G showing the amount you won
and the amount of tax withheld. Report the
amounts you won on line 21 of Form 1040.
Take credit for the tax withheld on line 54



of Form 1040. If you had gambling winnings,
you must use Form 1040; you cannot use
Form 1040A or Form 1040EZ. See De-
ductions Not Subject to the 2% Limit in
chapter 30 for information on how to deduct
gambling losses.

The 1099 Series

Most forms in the 1099 series are not filed
with your return. You should receive these
forms by February 2, 1998. Keep these
forms for your records. There are several
different forms in this series, including:

* Form 1099-B, Proceeds From Broker
and Barter Exchange Transactions,

e Form 1099-DIV, Dividends and Distri-
butions,

* Form 1099-G, Certain Government
Payments,

* Form 1099-INT, Interest Income,

* Form 1099-MISC, Miscellaneous In-
come,

* Form 1099-0ID, Original Issue Dis-
count,

* Form 1099-R, Distributions From
Pensions, Annuities, Retirement or
Profit-Sharing Plans, IRAs, Insurance
Contracts, etc.,

* Form SSA-1099, Social Security Ben-
efit Statement, and

* Form RRB-1099, Payments by the
Railroad Retirement Board.

For some types of income reported on
forms in the 1099 series, you may not be
able to use Form 1040A or Form 1040EZ.
See the instructions to these forms for de-
tails.

Form 1099-R. Attach Form 1099-R to your
return if box 4 shows federal income tax
withholding. Include the amount withheld in
the total on line 54 of Form 1040 or line 29a
of Form 1040A.

Backup withholding. If you were subject
to backup withholding on income you re-
ceived during 1997, include the amount
withheld, as shown on your Form 1099, in
the total on line 54 of Form 1040, or line 29a
of Form 1040A.

Form Not Correct

If you receive a form with incorrect infor-
mation on it, you should ask the payer for
a corrected form. Call the telephone number
or write to the address given for the payer
on the form. The corrected Form W-2G or
Form 1099 you receive will be marked
“CORRECTED.” A special form, Form
W-2c, Corrected Wage and Tax Statement,
is used to correct a Form W-2.

Form Received After Filing

If you file your return and you later receive
a form for income that you did not include
on your return, you should report the income
and take credit for any income tax withheld
by filing Form 1040X, Amended U.S. Indi-
vidual Income Tax Return. See Amended
Returns and Claims for Refund in chapter
1.

Separate Returns

If you are married but file a separate return,
you can take credit only for the tax withheld
from your own income. Do not include any
amount withheld from your spouse's in-
come. However, different rules may apply
if you live in a community property state.

Community property states. Arizona,
California, ldaho, Louisiana, Nevada, New
Mexico, Texas, Washington, and Wisconsin
are community property states. If you live in
a community property state and file a sep-
arate return, you and your spouse must
each report half of all community income in
addition to your own separate income. Each
of you takes credit for half of all taxes with-
held on the community income. If you were
divorced during the year, each of you gen-
erally must report half the community in-
come and can take credit for half the with-
holding on that community income for the
period before the divorce.

For more information on these rules, and
some exceptions, see Publication 555,
Community Property.

Fiscal Years

If you file your tax return on the basis of a
fiscal year (a 12-month period ending on the
last day of any month except December),
you must follow special rules, described
below, to determine your credit for federal
income tax withholding.

During your fiscal year, one calendar
year will end and another will begin. You
can claim credit on your tax return only for
the tax withheld during the calendar year
ending in your fiscal year. You cannot claim
credit for any of the tax withheld during the
calendar year beginning in your fiscal year.
You will be able to claim credit for that
withholding on your return for next year.

However, if income tax has been with-
held from your income under the backup
withholding rule, take credit for it on your tax
return for the fiscal year in which you re-
ceived the payment.

For a more detailed discussion of how
to take credit for withholding on a fiscal year
return, see Fiscal Years in chapter 3 of
Publication 505.

Estimated Tax

Take credit for all your estimated tax pay-
ments for 1997 on line 55 of Form 1040 or
line 29b of Form 1040A. Include any over-
payment from 1996 that you had credited
to your 1997 estimated tax. You must use
Form 1040 or Form 1040A if you paid esti-
mated tax. You cannot use Form 1040EZ.

Name changed. If you changed your
name, and you made estimated tax pay-
ments using your old name, attach a brief
statement to the front of your tax return in-
dicating:

1) When you made the payments,
2) The amount of each payment,

3) Which IRS address you sent the pay-
ments to,

4) Your name when you made the pay-
ments, and

5) Your social security number.
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The statement should cover payments you
made jointly with your spouse as well as any
you made separately.

Separate Returns

If you and your spouse made separate es-
timated tax payments for 1997 and you file
separate returns, you can take credit only
for your own payments.

If you made joint estimated tax pay-
ments, you must decide how to divide the
payments between your returns. One of you
can claim all of the estimated tax paid and
the other none, or you can divide it in any
other way you agree on. If you cannot
agree, you must divide the payments in
proportion to each spouse's individual tax
as shown on your separate returns for 1997.

Divorced Taxpayers

If you made joint estimated tax payments for
1997, and you were divorced during the
year, either you or your former spouse can
claim all of the joint payments, or you each
can claim part of them. If you cannot agree
on how to divide the payments, you must
divide them in proportion to each spouse's
individual tax as shown on your separate
returns for 1997.

If you claim any of the joint payments
on your tax return, enter your former
spouse's social security number (SSN) in
the space provided on the front of Form
1040 or Form 1040A. If you divorced and
remarried in 1997, enter your present
spouse's SSN in that space and write your
former spouse's SSN, followed by “DIV,” to
the left of line 55, Form 1040, or line 29b,
Form 1040A.

Underpayment
Penalty

If you did not pay enough tax either through
withholding or by making estimated tax
payments, you will have an underpayment
of estimated tax and you may have to pay
a penalty. However, you will not generally
have to pay a penalty for 1997 if any of the
following situations apply to you.

* The total of your withholding and esti-
mated tax payments was at least as
much as your 1996 tax, you are not
subject to the special rule limiting use
of the prior year's tax, and you paid all
required estimated tax payments on
time.

* The tax balance on your return (minus
household employment taxes) is no
more than 10% of your total 1997 tax,
and you paid all required estimated tax
payments on time.

* Your total 1997 tax (defined later) minus
your withholding is less than $500.

¢ You did not owe tax for 1996.

* All of the tax balance on your return is
caused by employment taxes for
household workers.

Special rules apply if you are a farmer or
fisherman. See Farmers and Fishermen in
chapter 4 of Publication 505 for more infor-
mation.

Page 47



IRS can figure the penalty for you. If you
think you owe the penalty but you do not
want to figure it yourself when you file your
tax return, you may not have to. Generally,
the IRS will figure the penalty for you and
send you a bill. However, you must com-
plete Form 2210 and file it with your return
if you check any of the boxes in Part | of the
form. See Reasons for filing later in this
section.

General Rule

In general, you may owe a penalty for 1997
if the total of your withholding and estimated
tax payments did not equal at least the
smaller of:

1) 90% of your 1997 tax, or

2) 100% of your 1996 tax. (Your 1996 tax
return must cover a 12-month period.)

Special rules for certain individuals.
There are special rules for farmers and
fishermen and for certain higher income
taxpayers.

Farmers and fishermen. If at least
two-thirds of your gross income for 1996 or
1997 is from farming or fishing, substitute
66%:% for 90% in (1) above.

See Farmers and Fishermen in chapter
4 of Publication 505 for more information.

Higher income taxpayers. If less than
two-thirds of your gross income for 1996
and 1997 is from farming or fishing and your
adjusted gross income (AGI) for 1996 was
more than $150,000 ($75,000 if your filing
status is married filing a separate return in
1997), substitute 110% for 100% in (2)
above.

For 1996, AGI is the amount shown on
Form 1040 — line 31; Form 1040A — line
16; and Form 1040EZ — line 4.

Penalty figured for each period. =~ Because
the penalty is figured separately for each
payment period, you may owe a penalty for
an earlier payment period even if you later
paid enough to make up the underpayment.
If you did not pay enough tax by the due
date of each of the payment periods, you
may owe a penalty even if you are due a
refund when you file your income tax return.

Example. You did not make estimated
tax payments during 1997 because you
thought you had enough tax withheld from
your wages. Early in January 1998, you
made an estimate of your total 1997 tax.
You then realized that your withholding was
$2,000 less than the amount needed to
avoid a penalty for underpayment of esti-
mated tax.

On January 10, you made an estimated
tax payment of $3,000, the difference be-
tween your withholding and your estimate
of your total tax. Your final return shows
your total tax to be $50 less than your esti-
mate, so you are due a refund.

You do not owe a penalty for your pay-
ment due January 15, 1998. However, you
may owe a penalty through January 10 for
your underpayments for the earlier payment
periods.

Minimum required each period. You will
owe a penalty for any 1997 payment period
for which your estimated tax payment plus
your withholding for the period and over-
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payments for previous periods was less
than the smaller of:

1) 22.5% of your 1997 tax, or

2) 25% of your 1996 tax. (Your 1996 tax
return must cover a 12-month period.)

Note. If you are subject to the rule for
higher income taxpayers, discussed earlier,
substitute 27.5% for 25% in (2) above.

When penalty is charged. If you miss
a payment or you paid less than the mini-
mum required in a period, you may be
charged an underpayment penalty from the
date the amount was due to the date the
payment is made.

1996 separate returns and 1997 joint re-
turn. If you file a joint return with your
spouse for 1997, but you filed separate re-
turns for 1996, your 1996 tax is the total of
the tax shown on your separate returns. You
filed a separate return in 1996 if you filed
as single, head of household, or married
filing separately.

1996 joint return and 1997 separate re-
turns. If you file a separate return for 1997,
but you filed a joint return with your spouse
for 1996, your 1996 tax is your share of the
tax on the joint return. You filed a separate
return in 1997 if you filed as single, head
of household, or married filing separately.
To figure your share, first figure the tax both
you and your spouse would have paid had
you filed separate returns for 1996, using
the same filing status as in 1997. Then
multiply your joint tax liability by the follow-
ing fraction:
Your separate tax liability
Both spouses’ separate tax liabilities

Example. Lisa and Paul filed a joint
return for 1996 showing taxable income of
$48,000 and a tax of $8,234. Of the $48,000
taxable income, $40,000 was Lisa's and the
rest was Paul's. For 1997, they file married
filing separately. Lisa figures her share of
the tax on the 1996 joint return as follows:

Tax on $40,000 based on a separate

FEEUM e $ 8,601
Tax on $8,000 based on a separate

TEIUM oot 204
B o] 7= R $ 9,805

Lisa's portion of total ($8,601 + $9,805)  88%
Lisa's share of 1996 joint return tax
($8,234 X 8894) ....ooovererreererreereneen $ 7.246

Form 2210. In most cases, you do not need
to file Form 2210. The IRS will figure the
penalty for you and send you a bill. If you
want to figure your penalty, complete Part
I, Part Il, and either Part Ill or Part IV of
Form 2210. Do not file Form 2210 unless
you must file it, as explained later under
Reasons for filing. If you use Form 2210,
you cannot file Form 1040EZ.

On Form 1040, enter the amount of your
penalty on line 65. If you owe tax on line
64, add the penalty to your tax due and
show your total payment on line 64. If you
are due a refund, subtract the penalty from
the overpayment you show on line 61.

On Form 1040A, enter the amount of
your penalty on line 34. If you owe tax on
line 33, add the penalty to your tax due and
show your total payment on line 33. If you
are due a refund, subtract the penalty from
the overpayment you show on line 30.
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Reasons for filing.  You may be able
to lower or eliminate your penalty if you file
Form 2210. You must file Form 2210 with
your return if any of the following applies.

1) You request a waiver. (See Waiver of
Penalty, later.)

2) You use the annualized income in-
stallment method.

3) You use your actual withholding for
each payment period for estimated tax
purposes.

4) You base any of your required install-
ments on the tax shown on your 1996
return and you filed or are filing a joint
return for either 1996 or 1997 but not
for both years.

For help in completing Form 2210, including
illustrated examples, see chapter 4 of Pub-
lication 505.

Annualized  income installment
method. If you did not receive your income
evenly throughout the year (for example,
your income from a repair shop you oper-
ated was much larger in the summer than
it was during the rest of the year), you may
be able to lower or eliminate your penalty
by figuring your underpayment using the
annualized income installment method.
Under this method, your required install-
ment for one or more payment periods may
be less than one-fourth of your required
annual payment.

To figure your underpayment using this
method, complete Schedule Al of Form
2210. Also check the box on line 1b in Part
I of Form 2210. You must file the form and
Schedule Al with your return. This method
is explained in chapter 4 of Publication 505.

Actual withholding method. Instead
of using one-fourth of your withholding to
figure your payments, you can choose to
establish how much was actually withheld
by the due dates and use those amounts.
You can make this choice separately for the
tax withheld from your wages and for all
other withholding.

Using your actual withholding may result
in a smaller penalty if most of your with-
holding occurred early in the year.

If you use your actual withholding, you
must check the box on line 1c, Part | of the
Form 2210. Complete Form 2210 and file it
with your return.

Short method for figuring the penalty.
You may be able to use the short method
in Part Il of Form 2210 to figure your pen-
alty for underpayment of estimated tax. If
you qualify to use this method, it will result
in the same penalty amount as the regular
method, but with fewer computations.

You can use the short method only if
you meet one of the following requirements.

1) You made no estimated tax payments
for 1997. It does not matter whether
you had income tax withholding; or

2) You paid estimated tax on all four due
dates in equal installments. You must
have paid the same amount on each
of the following dates:

a)  April 15, 1997,

b)  June 16, 1997,

c) September 15, 1997, and
d) January 15, 1998.



If you do not meet either requirement, figure
your penalty using the regular method in
Part IV, Form 2210.

Note. If you use the short method in
Part Ill, you cannot use the annualized in-
come installment method or the actual
withholding method.

Exceptions

Generally, you do not have to pay an
underpayment penalty if either of the fol-
lowing conditions apply:

* Your total tax due is less than $500, or

* You had no tax liability last year.

Less Than $500 Due

You do not owe a penalty if the total tax
shown on your return minus the amount you
paid through withholding (including excess
social security and railroad retirement tax
withholding) is less than $500.

Total tax for 1997. For 1997, your total tax
on Form 1040 is the amount on line 53 re-
duced by the total of the following amounts:

1) Any recapture of a federal mortgage
subsidy from Form 8828 included on
line 53,

2) Any social security or Medicare tax on
tips not reported to your employer on
line 49,

3) Any tax on an IRA, MSA, or a qualified
retirement plan from Form 5329 (other
than the tax on early distributions) in-
cluded on line 50,

4) Any household employment taxes from
Schedule H included on line 52,

5) Any uncollected social security, Medi-
care, or railroad retirement tax included
on line 53,

6) Any earned income credit on line 56a,
and

7) Any credit for federal tax on fuels from
Form 4136 included on line 59.

Your total tax on Form 1040A for 1997
is the amount on line 28 minus the amount
on lines 27 and 29c. Your total tax on Form
1040EZ for 1997 is the amount on line 10
minus the amount on line 8.

No Tax Liability Last Year

You do not owe a penalty if you had no tax
liability last year and you were a U.S. citizen
or resident for the whole year. For this rule
to apply, your tax year must have included
all 12 months of the year.

You had no tax liability for 1996 if your
total tax was zero or you did not need to file
an income tax return.

Example. Ray, who is single and age
22, was unemployed for most of 1996. He
earned $2,700 in wages before he was laid
off, and he received $2,500 in unemploy-
ment compensation afterwards. He had no
other income. Even though he had gross
income of $5,200, he did not have to pay
income tax because his gross income was
less than the filing requirement for a single
person under age 65 ($6,550 for 1996). He
filed a return only to have his withheld in-
come tax refunded to him.

In 1997, Ray began regular work as an
independent contractor. Ray made no esti-
mated tax payments in 1997. Even though
he did owe tax at the end of the year, Ray
does not owe the underpayment penalty for
1997 because he had no tax liability in
1996.

Total tax for 1996. For 1996, your total tax
on Form 1040 is the amount on line 51 re-
duced by the total of the following amounts:

1) Any recapture of a federal mortgage
subsidy from Form 8828 included on
line 51,
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2) Any social security or Medicare tax on
tips not reported to your employer on
line 47,

3) Any tax on an IRA or a qualified re-
tirement plan from Form 5329 (other
than the tax on early distributions) in-
cluded on line 48,

4) Any household employment taxes from
Schedule H included on line 50,

5) Any uncollected social security, Medi-
care, or railroad retirement tax included
on line 51,

6) Any earned income credit on line 54,
and

7) Any credit for federal tax on fuels from
Form 4136 included on line 57.

Your total tax on Form 1040A is the
amount on line 28 minus the amount on
lines 27 and 29c. Your total tax on Form
1040EZ is the amount on line 10 minus the
amount on line 8.

Waiver of Penalty

The IRS can waive the penalty for under-
payment if:

1) You did not make a payment because
of a casualty, disaster, or other unusual
circumstance, and it would be inequi-
table to impose the penalty, or

2) You retired (after reaching age 62) or
became disabled during the tax year a
payment was due or during the pre-
ceding tax year, and both the following
requirements are met:

a) You had a reasonable cause for
not making the payment, and

b)  Your underpayment was not due
to willful neglect.

To claim a waiver, follow the procedures
explained in the instructions for Form 2210.
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Part Two.

Income

The eight chapters in this part discuss many kinds of income. They
explain 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.

6.

Wages, Salaries,
and Other
Earnings

Important Changes
for 1997

Employer-provided educational assist-
ance. The exclusion from gross income for
up to $5,250 of qualified employer-provided
educational assistance is extended to apply
to courses beginning before June 1, 2000.
The exclusion does not apply to expenses
for graduate-level courses. For more infor-
mation, see Publication 508, Educational
Expenses.

Contributions to plan providing long-
term benefits. Beginning January 1, 1997,
contributions by your employer to provide
coverage for long-term care services
through a flexible spending or similar ar-
rangement (such as a cafeteria plan) must
be included in your income. This amount
will be reported as wages in box 1 of your
Form W-2.

Contributions to medical savings ac-
counts. Beginning in 1997, contributions
by your employer to your medical savings
account are not included in your income.
This amount will, however, be reported in
box 13, with code R designating that the
amounts are excludable from income. This
amount must be reported on your tax return.
See Form 8853, Medical Savings Accounts
and Long-Term Care Insurance Contracts.

Adoption expenses. Beginning in 1997,
you may be able to exclude from gross in-
come amounts paid or expenses incurred
by your employer for qualified adoption ex-
penses in connection with your adoption of
an eligible child. See Publication 968, Tax
Benefits for Adoption, for more information.

Important Reminder

Foreign source income.  If you are a U.S.
citizen, you must report all income from
sources outside the United States (foreign
income) unless it is exempt by U.S. law.
This is true whether you reside inside or
outside the United States and whether or
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not you receive a Form W-2 or 1099 from
the foreign payer. This applies to earned
income (such as wages and tips) as well
as unearned income (such as interest, divi-
dends, capital gains, pensions, rents and
royalties). This rule also applies to resident
aliens.

If you reside outside the United States,
you may be able to exclude part or all of
your foreign source earned income. For
details, see Publication 54, Tax Guide for
U.S. Citizens and Resident Aliens Abroad.

Introduction

This chapter discusses wages, salaries,
fringe benefits, and other compensation re-
ceived for services as an employee. The
topics include:

* Bonuses and awards,

* Unemployment compensation,

* Disability income, and

* Special rules for certain employees.

The chapter also explains what income

is included in the employee's gross income
and what is not included.

Useful ltems
You may want to see:

Publication

[0 463 Travel, Entertainment, Gift, and

Car Expenses

[0 503 Child and Dependent Care Ex-
penses

[0 505 Tax Withholding and Estimated
Tax

[0 525 Taxable and Nontaxable Income

Form

[0 W-2 Wage and Tax Statement

Employee
Compensation

This section explains many types of em-
ployee compensation. The subjects are ar-
ranged in alphabetical order followed by
Fringe Benefits, Disability Income, and
Pension and Annuity Contributions, which
are explained in greater detail.

Advance commissions and  other

earnings. If you receive advance commis-
sions or other amounts for services to be
performed in the future, and you are a cash
method taxpayer, you must include these
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amounts in your income in the year you re-
ceive them.

If you repay unearned commissions or
other amounts in the same year you receive
them, reduce the amount to include in your
income by the repayment. However, if you
repay the unearned commissions or other
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
Repayments in chapter 13.

Back pay awards. Include in gross income
amounts you are awarded in a settlement
or judgment for back pay. This includes
payments made to you for damages, unpaid
life insurance premiums, and unpaid health
insurance premiums. They should be re-
ported to you by your employer on Form
W-2.

Bonuses and awards. = Amounts you re-
ceive for outstanding work, such as bo-
nuses or awards, are included in your gross
income and should be shown on your Form
W-2. These include prizes such as vacation
trips for meeting sales goals. If the prize or
award you receive is goods or services, you
must include the fair market value of the
goods or services in your income. However,
if your employer merely promises to pay you
a bonus or award at some future time, it is
not taxable until you receive it or it is made
available to you.

If you receive an award for length of
service or safety achievement, see Em-
ployee achievement awards under Income
Not Taxed in chapter 13.

Child-care providers. If you provide child
care, either in the child's home or in your
home or other place of business, the pay
you receive must be included in your in-
come. You are an employee if you are
subject to the will and control of your em-
ployer as to what you are to do and how you
are to do it.

Babysitting.  If you periodically babysit
for relatives or neighborhood children, the
rules for child-care providers also apply to
you.

If you are an employee, you should re-
ceive a Form W-2 if your pay is subject to
income tax withholding or would be subject
to withholding if one exemption were
claimed. Include your pay on line 7 of Form
1040 or Form 1040A, or on line 1 of Form
1040EZ, even if you do not receive a Form
W-2.

If you are not an employee, you are
probably self-employed and must include
the payments you receive on Schedule C
(Form 1040), Profit or Loss From Business.
You may also qualify to use the simpler
Schedule C-EZ (Form 1040), Net Profit
From Business. Information on who may
use it is listed in Part | of Schedule C-EZ.



Employer-provided educational assist-

ance. The exclusion from gross income for
up to $5,250 of qualified employer-provided
educational assistance is extended to apply
to courses beginning before June 1, 2000.
The exclusion does not apply to graduate-
level courses. For more information, see
Publication 508, Educational Expenses.

Government cost-of-living allowances.
Cost-of-living allowances are generally in-
cluded in your income. However, these al-
lowances are generally not included in your
income if you are a federal civilian employee
or a federal court employee who is stationed
in Alaska, Hawaii, or outside the United
States.

Allowances and differentials that in-
crease your basic pay as an incentive for
taking a less desirable post of duty are part
of your compensation and must be included
in your income. For example, your com-
pensation includes Foreign Post, Foreign
Service, and Overseas Tropical salary dif-
ferentials.

For more information, get Publication
516, U.S. Government Civilian Employees
Stationed Abroad.

Holiday gifts.  If your employer gives you
a turkey, ham, or other item of nominal
value at Christmas or other holidays, you
do not have to include the value of the gift
in your income. However, if your employer
gives you cash, a gift certificate, or a similar
item that you can easily exchange for cash,
you include the value of that gift as extra
salary or wages regardless of the amount
involved.

Interview expenses. If an employer asks
you to appear for an interview and either
pays you an allowance or reimburses you
for your transportation and other travel ex-
penses, the amount you receive is generally
not taxable. You include in your income only
the amount you receive that is more than
your actual expenses.

Note received for services. If your em-
ployer gives you a secured note as payment
for your services, you must include the fair
market value (usually the discount value)
of the note in your income as wages for the
year you receive it. When you later receive
payments on the note, the proportionate
part of each payment is a recovery of the
fair market value that you previously in-
cluded in your income. Do not include that
part in your income again. Include the rest
of the payment in your income in the year
of payment.

If your employer gives you an unsecured
note as payment for your services, pay-
ments on the note that are credited toward
the principal amount of the note are com-
pensation income when you receive them.

Property received for services. Gener-
ally, if you receive property for your ser-
vices, you must include its fair market value
in your gross income in the year you receive
the property. However, if you receive stock
or other property that has certain restrictions
that affect its value, you may not have to
include the value of the property in your in-
come in the year you receive it. For details,
see Restricted Property Received for Ser-
vices in Publication 525.

Dividends you receive on restricted
stock are extra compensation to you. Re-

stricted stock is stock you received from
your employer and did not include in your
income because it was not substantially
vested. Your employer should include these
payments on your Form W-2.

Dividends you receive on stock you
chose to include in your income in the year
transferred or dividends on substantially
vested stock are treated the same as any
other dividends. Report them on line 9 of
Form 1040. For a discussion of dividends,
see chapter 9.

For information on how to treat dividends
reported on both your Form W-2 and Form
1099-DIV, see Dividends received on re-
stricted stock in Publication 525.

Severance pay. Amounts you receive as
severance pay are taxable. A lump-sum
payment for cancellation of your employ-
ment contract is income in the tax year you
receive it and must be reported in gross in-
come.

Accrued leave payment. If you are a
federal employee and receive a lump-sum
payment for accrued annual leave when you
retire or resign, this amount will be included
on your Form W-2.

If you resign from one agency and are
reemployed by another agency, you may
have to repay part of your lump-sum annual
leave payment to the second agency. You
can reduce gross wages by the amount you
repaid in the same tax year in which you
received it. You should attach to your tax
return a copy of the receipt or statement
furnished by the agency to which you make
repayment to explain the difference be-
tween the wages on the return and the
wages on your Forms W-2.

Employer-provided outplacement
services. If you choose to accept a re-
duced amount of severance pay so that you
can receive employer-provided outplace-
ment services (such as training in resumé
writing and interview techniques), you must
include the unreduced amount of the
severance pay in income.

Sick pay. Amounts you receive from your
employer while you are sick or injured are
part of your salary or wages. You must in-
clude in your income payments made by
any of the following:

1) Your employer,
2) A welfare fund,
3) A state sickness or disability fund,

4) An association of employers or em-
ployees, or

5) An insurance company, if your em-
ployer paid for the plan.

However, if you paid the premiums on an
accident or health insurance policy, the
benefits you receive under the policy are
not taxable.

Railroad sick pay. If you receive sick
pay under the Railroad Unemployment In-
surance Act, these payments are taxable
and you must include them in your income.
However, you do not include them in your
income if they are for an on-the-job injury.

If you received income because of a
disability, see Disability Income, later.

Social security and Medicare taxes paid
by employer. If you and your employer
have an agreement that your employer pays
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your social security and Medicare taxes
without deducting them from your gross
wages, you must report the amount of tax
paid for you as taxable wages on your tax
return. You must also treat the payments
as wages for figuring your social security
and Medicare taxes and your social security
and Medicare benefits. However, these
payments are not treated as social security
and Medicare wages if you are a household
worker or a farm worker.

Stock appreciation rights. Do not include
a stock appreciation right in your income
until you exercise (use) the right. When you
use the right, you are entitled to a cash
payment equal to the fair market value of
the corporation's stock on the date of use
minus the fair market value on the date the
right was granted. You include the cash
payment in your income in the year you use
the right.

Stock options.  If you receive a nonstatu-
tory option to buy stock or other property
as payment for your services, you will usu-
ally have income when you receive the op-
tion or when you exercise (use) the option.
However, if your option is a statutory stock
option (an incentive stock option or an op-
tion granted under an employee stock pur-
chase plan), special rules generally delay
the tax until you sell or exchange your
shares of stock. Your employer can tell you
which kind of option you hold. For details,
get Publication 525.

Unemployment compensation.  You must
include in your income all unemployment
compensation you receive. You should re-
ceive a Form 1099-G showing the unem-
ployment compensation paid to you. Gen-
erally, you enter unemployment
compensation on line 19 of Form 1040, line
12 of Form 1040A, or line 3 of Form
1040EZ.

Tax withholding and estimated tax.
You can choose to have federal income tax
withheld from your unemployment compen-
sation. To make this choice, complete Form
W-4V, Voluntary Withholding Request, and
give it to the paying office. Tax will be with-
held at 15% of your payment.

If you do not choose to have tax
A withheld from your unemployment
SEEN compensation, you may be liable for
estimated tax. For more information on es-
timated tax, get Publication 505.

Types of unemployment compen-
sation. Unemployment compensation
generally includes any amount received
under an unemployment compensation law
of the United States or of a state. It includes:

1) Benefits paid by a state or the District
of Columbia from the Federal Unem-
ployment Trust Fund.

2) Unemployment insurance benefits.

3) Railroad unemployment compensation
benefits.

4) Disability payments from a government
program paid as a substitute for un-
employment compensation. (Amounts
received as workers' compensation for
injuries or iliness are not unemploy-
ment compensation.)

5) Trade readjustment allowances under
the Trade Act of 1974.
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6) Benefits under the Airline Deregulation
Act of 1978.

7) Unemployment assistance under the
Disaster Relief Act Amendments of
1974.

Governmental program. If you con-
tribute to a governmental unemployment
compensation program and your contribu-
tions are not deductible, amounts you re-
ceive under the program are not included
as unemployment compensation until you
recover your contributions.

Supplemental unemployment bene-
fits. Benefits received from a company-
financed fund (to which the employees did
not contribute) are not unemployment com-
pensation. They are taxable as wages sub-
ject to income tax withholding but not sub-
ject to social security, Medicare, or federal
unemployment taxes. Report these pay-
ments on line 7 of Form 1040 or Form
1040A.

You may have to repay some of your
supplemental unemployment benefits to
qualify for trade readjustment allowances
under the Trade Act of 1974. If you repay
supplemental unemployment benefits in the
same year you receive them, reduce the
total benefits by the amount you repay. If
you repay the benefits in a later year, you
must include the full amount of the benefits
received in your income for the year you
received them.

Deduct the repayment in the later year
as an adjustment to gross income. Include
the repayment on line 31 of Form 1040, and
put “Sub-pay TRA” and the amount on the
dotted line next to line 31. If the amount you
repay in a later year is more than $3,000,
you may be able to take a credit against
your tax for the later year instead of de-
ducting the amount repaid. For more infor-
mation on this, see the discussion on Re-
payments in chapter 13.

Private unemployment fund. Unem-
ployment benefit payments from a private
fund to which you voluntarily contribute are
taxable only if the amounts you receive are
more than your total payments into the fund.
Report the taxable amount on line 21 of
Form 1040.

Payments by a union. Benefits paid to
you as an unemployed member of a union
from regular union dues are included in your
gross income on line 21 of Form 1040.

Guaranteed annual wage. Payments
you receive from your employer during pe-
riods of unemployment, under a union
agreement that guarantees you full pay
during the year, are taxable as wages.

State employees. Payments can be
made by a state to its employees who are
not covered by the state's unemployment
compensation law. If the payments are
similar to benefits under that state law, they
are fully taxable. Report these payments on
line 21 of Form 1040.

Fraud.  Fraudulently obtained unem-
ployment compensation is fully taxable.
Report it on line 21 of Form 1040.

Repayment of unemployment com-
pensation benefits.  If you repaid in 1997
unemployment compensation benefits you
received in 1997, subtract the amount you
repaid from the total amount you received
and enter the difference on line 19 of Form
1040, line 12 of Form 1040A, or line 3 of
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Form 1040EZ. Also, enter “Repaid” and the
amount you repaid on the dotted line next
to line 19, line 12, or line 3. If, in 1997, you
repaid unemployment compensation that
you included in gross income in an earlier
year, you may deduct the amount repaid on
Schedule A (Form 1040) if you itemize de-
ductions. For more information, see Re-
payments in chapter 13.

Union benefits and dues. Amounts de-
ducted from your pay for union dues, as-
sessments, contributions, or other pay-
ments to a union cannot be excluded from
your gross income.

You may be able to deduct some of
these payments as a miscellaneous de-
duction subject to the 2% limit if they are
related to your job and if you itemize your
deductions on Schedule A (Form 1040). For
more information, see Union Dues and Ex-
penses in chapter 30.

Strike and lockout benefits. Benefits
paid to you by a union as strike or lockout
benefits, including both cash and the fair
market value of other property, are usually
included in your income as compensation.
You can exclude these benefits from your
income only when the facts show that the
union intended them as gifts to you.

Fringe Benefits

The value of fringe benefits you receive
from your employer is taxable and must be
included in your income as compensation
unless the benefits are specifically excluded
by law or you pay fair market value for them.

Generally, your employer determines the
amount of your fringe benefits and includes
this amount on your Form W-2. Some
benefits you may receive are discussed
here. More information on fringe benefits
can be found in chapter 4 of Publication
535, Business Expenses.

Accident or Health Plan

Generally, the value of accident or health
plan coverage provided to you by your em-
ployer is not included in your gross income.

Contributions to Plan Providing
Long-Term Care Benefits

Contributions by your employer to provide
coverage for long-term care services are
generally not included in income. However,
contributions made through a flexible
spending or similar arrangement (such as
a cafeteria plan) must be included in your
income. This amount will be reported as
wages in box 1 of your Form W-2.

Contributions you make to the plan are
discussed in Publication 502, Medical Ex-
penses.

Contributions to Medical
Savings Accounts (MSAS)

Contributions by your employer to your
medical savings account are not included in
your income. This amount will, however, be
reported in box 13, with code R designating
that the amounts are excludable from in-
come. This amount must be reported on
your tax return.

If your employer does not make contri-
butions to your MSA, you can make your
own contributions to your MSA. These con-
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tributions are discussed in Publication 969,
Medical Savings Accounts (MSAs). Also
see Form 8853, Medical Savings Accounts
and Long-Term Care Insurance Contracts.

Adoption Expenses

Beginning in 1997 through 2001, you may
be able to exclude from gross income
amounts paid or expenses incurred by your
employer for qualified adoption expenses in
connection with your adoption of an eligible
child. The amounts must be paid or the
expenses must be incurred as part of an
adoption assistance program.

See Publication 968, Tax Benefits for
Adoption, for more information.

Transportation

If your employer provides you with a qual-
ified transportation fringe benefit, it can be
excluded from your gross income, up to
certain limits. A qualified transportation
fringe benefit is:

1) Transportation in a commuter highway
vehicle (such as a van) between your
home and work place,

2) A transit pass, or

3) Qualified parking.

Cash reimbursement by your employer for
these expenses under a bona fide re-
imbursement arrangement is also
excludable. However, cash reimbursement
for a transit pass is excludable only if a
voucher or similar item which can be ex-
changed only for a transit pass is not readily
available for direct distribution to you.

Exclusion limit. The exclusion for
commuter highway vehicle transportation
and transit pass fringe benefits cannot be
more than a total of $65 a month, regardless
of the total value of both benefits.

The exclusion for the qualified parking
fringe benefit cannot be more than $170 a
month, regardless of its value. If the benefits
have a value that is more than these limits,
the excess must be included in your income.

Commuter highway vehicle.  This is a
highway vehicle that seats at least six adults
(not including the driver). At least 80% of the
vehicle's mileage must reasonably be ex-
pected to be:

1) For transporting employees between
their homes and work place, and

2) On trips during which employees oc-
cupy at least half of the vehicle's adult
seating capacity (not including the
driver).

Transit pass. This is any pass, token,
farecard, voucher, or similar item entitling a
person to ride mass transit (whether public
or private) free or at a reduced rate or to ride
in a commuter highway vehicle operated by
a person in the business of transporting
persons for compensation.

Qualified parking.  This is parking pro-
vided to an employee at or near the em-
ployer's place of business. It also includes
parking provided on or near a location from
which the employee commutes to work in
a commuter highway vehicle or carpool. It
does not include parking at or near the
employee's home.



Group Life Insurance Premiums

Generally, the cost of up to $50,000 of
group-term life insurance coverage that is
provided to you by your employer is not in-
cluded in your income. However, you must
include in your income the cost of insurance
that is more than the cost of $50,000 of in-
surance reduced by the amount you pay
towards the purchase of the insurance.

The amount included in your income is
reported as part of your wages in box 1 of
your Form W-2. It is also shown separately
in box 13 with code C. See Your payment,
later.

Retired employees. If you are a retired
employee, you generally will have to include
in your income the cost of providing you with
more than $50,000 of insurance coverage.
For more information, see Retired employ-
ees in Publication 525.

Group-term life insurance.  This insurance
is term life insurance protection (insurance
for a fixed period of time) that:

1) Provides a general death benefit,
2) Is provided to a group of employees,

3) Is provided under a policy carried by
the employer, and

4) Provides an amount of insurance for
each employee based on a formula
that prevents individual selection.

Your payment. If you pay any part of
the cost of the insurance, your entire pay-
ment reduces, dollar for dollar, the amount
your employer would otherwise include in
your income. However, you cannot reduce
the amount to include in your income by
either:

1) Payments for coverage in a different
tax year,

2) Payments for coverage through a caf-
eteria plan, unless the coverage is
purchased with after tax employee
contributions, or

3) Payments not taxed to you because
of the exceptions discussed later.

Permanent benefits.  If your group-term
life insurance policy includes permanent
benefits, such as a paid-up or cash surren-
der value, you must include in your income,
as wages, the cost of the permanent bene-
fits minus the amount you pay for them.
Your employer should be able to tell you the
amount to include in your income.

Accidental or other death benefits.
Accidental or other death benefits from a
policy that does not provide general death
benefits (travel insurance, for example) are
not included as group-term life insurance
coverage.

Exceptions. You are not taxed on the cost
of group-term life insurance if any of the
following apply.

1) You are disabled and have ended your
employment.

2) Your employer is the beneficiary of the
policy for the entire period the insur-
ance is in force during the tax year.

3) The only beneficiary is a qualified
charitable organization (defined in
chapter 26) for the entire period the
insurance is in force during the tax
year. You are not entitled to a de-
duction for a charitable contribution for
naming a charitable organization as
the beneficiary of your policy.

Entire cost taxed. You are taxed on the
entire cost of group-term life insurance pro-
tection provided by your employer through
a qualified employees' trust, such as a
pension trust or a qualified annuity plan.
You are also taxed on the entire cost of
the group-term life insurance coverage pro-
vided by your employer if you are a key
employee and your employer's plan dis-
criminates in favor of key employees.

Life insurance agents. Full-time life in-
surance agents who are considered em-
ployees for social security and Medicare tax
withholding purposes are treated as em-
ployees in applying the provisions relating
to group-term life insurance under a policy
carried by their employer.

More than $50,000 from one employer.
If you have only one employer and you were
insured at any time during the tax year for
more than $50,000 under a group-term life
insurance policy, your taxable income from
this source is included as other compen-
sation on the Form W-2 you receive.

More than $50,000 from two or more
employers. If two or more employers pro-
vide you group-term life insurance coverage
totaling more than $50,000, you must figure
how much to include in your income. You
must include the cost of life insurance pro-
vided to you during the tax year, regardless
of when your employers paid the premiums.

You figure the cost for each month of
coverage by multiplying the number of
thousands of dollars of insurance coverage
(figured to the nearest tenth), less $50,000
of insurance, by the cost from the following
table. You must prorate the cost from the
table if less than a full month of coverage
is involved.

COST PER $1,000 OF PROTECTION
FOR ONE MONTH

Age Cost
UNAET 30 vt $.08
30 through 34 . .09
35 through 39 . A1
40 through 44 . 17
45 through 49 . .29
50 through 54 . .48
55 through 59 . .75
60 through 64 . 1.17
65 through 69 . . 2.10
70 and older .........cccccoviiiiiiiii i, 3.76

Example. You are 51 years old and
work for Employers A and B. Both employ-
ers provide group-term life insurance cov-
erage for you for the entire year. Your cov-
erage is $35,000 with Employer A and
$45,000 with Employer B. You pay premi-
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ums of $50 a year under the Employer B
group plan. You figure the amount to include
in your income as follows:

Employer A coverage (in thousands) ..... $35
Employer B coverage (in thousands) ..... + 45
Total coverage (in thousands) ................ $80
Minus: Exclusion (in thousands) . -50
Excess amount (in thousands) $30
Multiply by cost per $1,000 per month,

age 51 (from table) .........cccoovvveiiiinnne x .48
Cost of excess insurance for 1 month ... $14.40
Multiply by number of full months

coverage at this COSt ........c.coevevirnnnens __x12

Cost of excess insurance for tax year .... $172.80
Minus: Premiums you paid ..........ccc.cc..... —
Cost to include in your income

as wages

$122.80

For more information on employer pay-
ments for group-term life insurance, see
chapter 5 of Publication 535.

How To Report Fringe Benefits

The amount of your taxable fringe benefits
is shown on your Form W-2.

Employer-provided car.  If your employer
provides a car (or other highway motor ve-
hicle) to you, your personal use of the car
is usually a taxable noncash fringe benefit.

Your employer must determine the ac-
tual value of this fringe benefit to include in
your income.

Certain employer-provided trans-
@ portation can be excluded from
gross income. See the discussion

on Transportation, earlier.

Accounting period. You must use the
same accounting period your employer uses
to report your taxable noncash fringe bene-
fits. Your employer has the option to report
taxable fringe benefits by using either of the
following rules.

1) The general rule. Value the benefit for
a full calendar year (January
1-December 31), or

2) The special accounting period rule.
Treat the value of benefits provided
during the last 2 months of the calen-
dar year (or any shorter period) as paid
during the following calendar year. For
example, each year your employer in-
cludes the value of benefits provided
the last 2 months of the prior year and
the first 10 months of the current year.

You must use the same accounting pe-
riod to claim an employee business de-
duction (for use of a car, for example) that
you use to report the benefit. Your employer
does not have to use the same accounting
period for each fringe benefit, but must use
the same period for all employees who re-
ceive a particular benefit.

Form W-2. Your employer reports your
taxable fringe benefits in box 1 (Wages, tips,
other compensation) of Form W-2. The total
value of your fringe benefits should also be
shown in box 12. The value of your fringe
benefits may be added to your other com-
pensation on one Form W-2, or you may
receive a separate Form W-2 showing just
the value of your fringe benefits in box 1
with a notation in box 12.
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Disability Income

Generally, if you retire on disability you must
report your pension or annuity as income.
There is a tax credit for people who are
permanently and totally disabled. For infor-
mation on this credit and the definition of
permanent and total disability, see chapter
34.

Disability pensions.  Generally, you must
report as income any amount you receive
for your disability through an accident or
health insurance plan paid for by your em-
ployer. If both you and your employer pay
for the plan, only the amount you receive for
your disability that is due to your employer's
payments is reported as income. However,
certain payments may not be taxable to you.
Your employer should be able to give you
specific details about your pension plan and
tell you the amount you paid for your disa-
bility pension. In addition to disability pen-
sions and annuities, you may be receiving
other payments for sickness and injury. See
Other Sickness and Injury Benefits in
chapter 13.

Cost paid by you. If you pay the entire
cost of a health or accident insurance plan,
do not include any amounts you receive for
your disability as income on your tax return.
If your plan reimbursed you for medical ex-
penses you deducted in an earlier year, you
may have to include some, or all, of the re-
imbursement in your income. See Re-
imbursement in a later year in chapter 23.

Cafeteria plans. Generally, if you pay
the premiums of a health or accident insur-
ance plan through a cafeteria plan, and the
amount of the premiums was not included
in your income, you must include any ben-
efits you receive in your income. If the
amount of the premiums was included in
your income, you are considered to have
paid the premiums and any benefits you
receive are not taxable.

Accrued leave payment.  If you retire on
disability, any lump-sum payment you re-
ceive for accrued annual leave is a salary
payment. The payment is not a disability
payment. You must report it as wages in the
tax year you receive it.

Retirement and profit-sharing plans. If
you receive payments from a retirement or
profit-sharing plan that does not provide for
disability retirement, do not report them as
disability income. The payments are taxable
and should be reported as a pension or
annuity. For more information on pensions,
see chapter 11.

How to report. If you retired on disability,
payments you receive are taxed as wages
until you reach minimum retirement age.
Minimum retirement age generally is the
age at which you can first receive a pension
or annuity if you are not disabled. You must
report your taxable disability payments as
wages on line 7 of Form 1040 or Form
1040A, until you reach minimum retirement
age.
Beginning on the day after you reach
minimum retirement age, payments you re-
ceive are taxable as a pension. Report the
payments on lines 16a and 16b of Form
1040, or on lines 1la and 11b of Form
1040A. The rules for reporting pensions are
explained in How To Report in chapter 11.
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Military And Certain Government
Disability Pensions

Generally, you must report these disability
pensions as income. But certain military and
government disability pensions are not tax-
able.

You may be able to exclude from income
amounts you receive as a pension, annuity,
or similar allowance for personal injury or
sickness resulting from active service in the:

1) Armed Forces of any country,

2) National Oceanic and Atmospheric
Administration,

3) Public Health Service, or
4) Foreign Service.

Do not include the disability payments in
your income if any of the following apply.

1) You were entitled to receive a disability
payment before September 25, 1975.

2) You were a member of a government
service or its reserve component, or
were under a binding written commit-
ment to become a member, on Sep-
tember 24, 1975.

3) You receive disability payments for a
“combat-related injury.”

4) You would be entitled to receive disa-
bility compensation from the Depart-
ment of Veterans Affairs (VA) if you
filed an application for it.

Combat-related injury. A combat-
related injury is a personal injury or sickness
that:

1) Results directly from armed conflict,

2) Takes place while you are engaged in
extra-hazardous service,

3) Takes place under conditions simulat-
ing war, including training exercises
such as maneuvers, or

4) |s caused by an instrumentality of war.

Disability based on years of service.
If you receive a disability pension based on
years of service, you generally must include
it in your income. But if it is the result of
active service in one of the organizations
listed earlier, do not include in income the
part of your pension that you would have
received if the pension had been based on
a percentage of disability. You must include
the rest of your pension in your income.

Terrorist attack. You do not include in
your income disability payments you receive
for injuries resulting directly from a violent
attack that occurs while you are a U.S.
government employee performing official
duties outside the United States. For your
disability payments to be tax exempt, the
Secretary of State must determine the at-
tack was a terrorist attack.

VA disability benefits. Disability benefits
you receive from the Department of Veter-
ans Affairs (VA) are not included in your
gross income. If you are a military retiree
and you receive disability benefits from
other than the VA, do not include in your
income the amount of disability benefits
equal to the VA benefits to which you are
entitled.

If you retire from the armed services
(based on years of service) and at a later
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date are given a retroactive service-
connected disability rating by the VA, and
file a waiver for reduction of your retirement
pay in an amount equal to the VA disability
compensation, you do not include in your
income for the retroactive period (subject to
the statute of limitations) the part of your
retirement pay you would have been entitled
to receive from the VA during that period.

If you receive a lump-sum disability
severance payment and are later awarded
VA disability benefits, you do not include in
your income the portion of the severance
payment equal to the VA benefit you would
have been entitled to receive in that same
year. However, you must include in your
income any lump-sum readjustment or other
non-disability severance payment you re-
ceived on release from active duty, even
though you are later given a retroactive
disability rating by the VA.

Pension and
Annuity Contributions

Generally, you cannot exclude from income
amounts you pay into a pension plan
through payroll deductions.

Contributions to Federal Thrift Savings
Plan. If you are a federal employee, you
can choose to make contributions from your
salary to the Federal Thrift Savings Plan.
Your contributions are not included in in-
come for income tax purposes. However,
your salary before the contributions are
taken out is used for purposes of figuring
social security and Medicare taxes and
benefits. Payments you later receive from
the fund are taxable as a distribution from
a qualified pension or annuity plan.

Employer's contributions to qualified
plan. Generally, your employer's contribu-
tions to a qualified pension plan for you are
not included in income at the time contrib-
uted. However, employer contributions that
are made out of funds that would otherwise
have been paid to you as salary, except that
you entered into a salary reduction agree-
ment with your employer (elective deferral),
are excluded from income up to a limit.

For 1997, you cannot set aside more
than a total of $9,500 for all elective defer-
rals. If you set aside more than $9,500, the
excess is included in your gross income that
year.

The cost of life insurance coverage in-
cluded in an employer's plan may be in-
come if the proceeds of the policy are pay-
able directly or indirectly to your beneficiary.
See Group Life Insurance Premiums, ear-
lier, under Fringe Benefits.

Amounts actually distributed or made
available to you generally are taxable, un-
less they are eligible for a tax-free rollover.
To qualify, they must be rolled over
(normally within 60 days after receipt) to
another qualified plan or to an individual
retirement account or annuity (IRA). If you
elect to have an eligible rollover distribution
paid directly to you (even if you plan to roll
over the distribution), the payer must with-
hold part of the distribution for income tax.
You can avoid withholding if you choose a
direct transfer to another qualified retire-
ment plan or individual retirement account
or annuity. Your employer may be able to



tell you how the amount you received is
taxed. For more information on pension
plans, see chapter 11, and for IRAs, see
chapter 18.

Employer's contributions to nonqualified
plan. If your employer pays into a non-
qualified plan for you, you generally must
include the contributions in your income as
wages for the tax year in which the contri-
butions are made. Report this income on
line 7 of Form 1040 or Form 1040A, or on
line 1 of Form 1040EZ. However, if your
interest is subject to a substantial risk of
forfeiture (you have a good chance of losing
it) at the time of contribution, you do not
have to include the value of your interest in
your income when you receive it. When your
interest is no longer subject to a substantial
risk of forfeiture, you must include the value
in your income.

Railroad retirement annuities.
ceived:

If you re-

1) Tier 1 railroad retirement benefits that
are more than the “social security
equivalent benefit,”

2) Tier 2 benefits, or

3) Vested dual benefits,
these payments are treated as pension or

annuity income and are taxable under the
rules explained in chapter 11.

Special Rules for
Certain Employees

This section deals with special rules for
people in certain types of employment. It
includes members of the clergy, people
working for foreign employers, military per-
sonnel, veterans, ACTION and Peace
Corps volunteers.

Clergy

If you are a member of the clergy, you must
include in your income offerings and fees
you receive for marriages, baptisms, funer-
als, masses, etc., in addition to your salary.
If the offering is made to the religious insti-
tution, it is not taxable to you.

If you are a member of a religious or-
ganization and you give your outside
earnings to the organization, you still must
include the earnings in your income. How-
ever, you may be entitled to a charitable
contribution deduction for the amount paid
to the organization. See chapter 26.

Rental value of a home. You do not in-
clude in your income the rental value of a
home (or utility expenses) provided to you
as part of your pay for your duties as an
ordained, licensed, or commissioned
minister. However, you must include the
rental value of the home, and related al-
lowances, as earnings from self-
employment on Schedule SE (Form 1040)
if you are subject to the self-employment
tax.

Housing allowance. A housing allowance
paid to you as part of your salary is not in-
come to the extent you use it, in the year
received, to provide a home or to pay utili-

ties for a home with which you are provided.
The amount of the housing allowance that
you can exclude from your income cannot
be more than the reasonable compensation
for your services as a minister. The church
or organization that employs you must offi-
cially designate the payment as a housing
allowance before the payment is made. A
definite amount must be designated; the
amount of the housing allowance cannot be
determined at a later date.

If you are employed and paid by a local
congregation, a resolution by a national
church agency of your denomination does
not effectively designate a housing allow-
ance for you. The local congregation must
officially designate the part of your salary
that is to be a housing allowance. However,
a resolution of a national church agency can
designate your housing allowance if you are
directly employed by the agency. If no part
has been officially designated, you must in-
clude your total salary in your income.

Expenses of providing a home include
rent, house payments, furniture payments,
costs for a garage, and utilities. They do not
include the cost of food or servants.

Homeowner. If you own your home or
are buying it, you can exclude your housing
allowance from your income if you spend it
for the down payment on the home, for
mortgage payments, or for interest, taxes,
utilities, repairs, etc. However, you cannot
exclude more than the fair rental value of
the home plus the cost of utilities, even if a
larger amount is designated as a housing
allowance. The fair rental value of a home
includes the fair rental value of the fur-
nishings in it.

Interest and taxes on your home.  You
can deduct on Schedule A (Form 1040) the
qualified mortgage interest and real estate
taxes you pay on your home even if you use
nontaxable housing allowance funds to
make the payments. See chapters 24 and
25.

Teachers or administrators. If you are a
minister employed as a teacher or adminis-
trator by a church school, college, or uni-
versity, you are performing ministerial ser-
vices for purposes of the rental exclusion.
However, if you perform services as a
teacher or administrator on the faculty of a
nonchurch college, you cannot exclude from
your income a housing allowance or the
value of a home that is provided to you.

If you live in qualified campus
@ housing as an employee of an edu-
cational institution or an academic

health center, all or part of the value of that
housing may be nontaxable. See Meals and
Lodging in Publication 525.

If you serve as a “minister of music” or
“minister of education,” or serve in an ad-
ministrative or other function of your reli-
gious organization, but are not authorized
to perform all of the religious duties of an
ordained minister in your church (even
though you are commissioned as a “minister
of the gospel”), you cannot exclude from
your income a housing allowance or the
value of a home provided to you.

Theological students.  You cannot exclude
a housing allowance from your income if
you are a theological student serving a re-
quired internship as an assistant pastor,
unless you are ordained, commissioned, or
licensed as a minister.
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Traveling evangelists. If you are an or-
dained minister and are providing
evangelistic services, you can exclude
amounts  received from  out-of-town
churches that are designated as a housing
allowance, provided you actually use them
to maintain your permanent home.

Retired members of the clergy. The
rental value of a home provided rent free
by your church for your past services is not
income if you are a retired minister. In ad-
dition, a housing allowance paid to you is
not income to the extent you spend it for
utilities, maintenance, repairs, and similar
expenses that are directly related to pro-
viding a home. These amounts are also not
included in net earnings from self-
employment.

The general convention of a national
religious denomination can designate a
housing allowance for retired ministers that
can be excluded from income. This applies
if the local congregations authorize the
general convention to establish and main-
tain a unified pension system for all retired
clergy members of the denomination for
their past services to the local churches.

A surviving spouse of a retired minister
cannot exclude a housing allowance from
income. If these payments were reported to
you on Form 1099-R, include them on lines
16a and 16b of Form 1040, or on lines 11a
and 11b of Form 1040A. Otherwise, include
them on line 21 of Form 1040.

Pension. A pension or retirement pay
for a member of the clergy is usually treated
the same as any other pension or annuity.
It must be reported on lines 16a and 16b
of Form 1040 or on lines 11a and 11b of
Form 1040A.

Members of religious orders. If you are
a member of a religious order who has
taken a vow of poverty, the amounts you
earn for services you perform which you
renounce and turn over to the order may
or may not be included in your income.

Services performed for the order. If
you are performing the services as an agent
of the order in the exercise of duties re-
quired by the order, you do not include in
your income the amounts you turn over to
the order.

If your order directs you to perform ser-
vices for another agency of the supervising
church or an associated institution, you are
considered to be performing the services
as an agent of the order. Any wages you
earn as an agent of an order that you turn
over to the order are not included in your
gross income.

Example. You are a member of a
church order and have taken a vow of pov-
erty. You renounce any claims to your
earnings and turn over to the order any
salaries or wages you earn. You are a reg-
istered nurse, so your order assigns you to
work in a hospital that is an associated in-
stitution of the church. However, you remain
under the general direction and control of
the order. You are considered to be an
agent of the order and any wages you earn
at the hospital that you turn over to your
order are not included in your gross income.

Services performed outside the order.
If you are directed to work outside the order,
the work will not constitute the exercise of
duties required by the order unless the ser-
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vices you perform meet both of the following
requirements:

1) The services are the kind that are or-
dinarily the duties of members of the
order, and

2) The services are part of the duties that
must be exercised for, or on behalf of,
the religious order as its agent.

If the legal relationship of employer and
employee exists between you and a third
party, the services you perform for the third
party will not be considered directed or re-
quired of you by the order. Amounts you
receive for these services are included in
your gross income, even if you have taken
a vow of poverty.

Example. Mark Brown is a member of
a religious order and has taken a vow of
poverty. He renounces all claims to his
earnings and turns over his earnings to the
order.

Mark is a school teacher. He was in-
structed by the superiors of the order to get
a job with a private tax-exempt school. Mark
became an employee of the school, and,
at his request, the school made the salary
payments directly to the order.

Because Mark is an employee of the
school, he is performing services for the
school rather than as an agent of the order.
The wages Mark earns working for the
school are included in his gross income.

Foreign Employer

Special rules apply if you work for a foreign
employer.

U.S. citizen. If you are a U.S. citizen who
works for a foreign government, an interna-
tional organization, a foreign embassy, or
any foreign employer, you must include your
salary in your income.

Social security and Medicare taxes.
You are exempt from social security and
Medicare taxes if you are employed in the
United States by an international organiza-
tion or a foreign government. However, you
must pay self-employment tax on your
earnings from services performed in the
United States, even though you are not
self-employed. This rule also applies if you
are an employee of a qualifying wholly-
owned instrumentality of a foreign govern-
ment.

Non-U.S. citizen. If you are not a U.S. cit-
izen, or if you are a U.S. citizen but also a
citizen of the Philippines, and you work for
an international organization, your salary
from that source is exempt from tax. If you
work for a foreign government in the United
States, your salary from that source is ex-
empt from tax if your work is like the work
done by an employee of the United States
in that foreign country and if the foreign
government gives an equal exemption for
the salary of the U.S. employee.

Alien status. If you are an alien and
you file a waiver under section 247(b) of the
Immigration and Nationality Act to keep your
immigrant status, different rules may apply.
See Foreign Employer in Publication 525.
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Employment abroad.  For information on
income earned abroad, get Publication 54,
Tax Guide for U.S. Citizens and Resident
Aliens Abroad.

Military

Payments you receive as a member of a
military service generally are taxed as
wages except for retirement pay, which is
taxed as a pension. Allowances generally
are not taxed. For more information on mil-
itary allowances and benefits, get Publica-
tion 3, Armed Forces' Tax Guide.

Military retirement pay.  If your retirement
pay is based on age or length of service, it
is taxable and must be included in your
gross income as a pension on lines 16a and
16b of Form 1040, or on lines 11a and 11b
of Form 1040A. Do not include in your in-
come the amount of reduction in retirement
or retainer pay to provide a survivor annuity
for your spouse or children under the Re-
tired Serviceman's Family Protection Plan
or the Survivor Benefit Plan.

For more information on survivor annui-
ties, see chapter 11.

Disability. If you are retired on disabil-
ity, see Military and Certain Government
Disability Pensions under Disability Income,
earlier.

Veterans
Veterans' benefits generally are not taxable.

Nontaxable Income

Veterans' benefits under any law, regu-
lation, or administrative practice that was in
effect on September 9, 1986, and adminis-
tered by the Department of Veterans Affairs
(VA), are not included in gross income. The
following amounts paid to veterans or their
families are not taxable.

1) Education, training, or subsistence al-
lowances.

2) Disability compensation and pension
payments for disabilities.

3) Grants for homes designed for wheel-
chair living.

4) Grants for motor vehicles for veterans
who lost their sight or the use of their
limbs.

5) Veterans' pensions paid either to the
veterans or to their families.

6) Veterans' insurance proceeds and div-
idends paid either to veterans or their
beneficiaries, including proceeds of a
veteran's endowment policy paid be-
fore death.

7) Interest on insurance dividends you
leave on deposit with the VA.

Taxable Income
Certain amounts paid by the VA are taxable.

Rehabilitative program payments. VA
payments to hospital patients and resident
veterans for their services under the VA's
therapeutic or rehabilitative programs are
included as income other than wages.
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These payments are reported on line 21 of
Form 1040.

Volunteers

The tax treatment of amounts you receive
as a volunteer worker for the Peace Corps,
ACTION, or similar agency is covered in the
following discussions.

Peace Corps

If you are a Peace Corps volunteer or vol-
unteer leader, some allowances you receive
are taxable and others are exempt from tax.

Taxable allowances. Any taxable allow-
ances you receive must be included in your
income and reported as wages. These in-
clude:

1) Cash allowances received during
training,

2) Allowances paid to your spouse and
minor children while you are training in
the United States,

3) The part of living allowances desig-
nated by the President, under the
Peace Corps Act, as basic compen-
sation,

4) Allowances for personal items such as
domestic help, laundry and clothing
maintenance, entertainment and re-
creation, transportation, and other
miscellaneous expenses,

5) Leave allowances, and

6) Readjustment allowances or “termi-
nation payments.” These are consid-
ered received by you when credited to
your account.

Example. Gary Carpenter, a Peace
Corps volunteer, gets $175 a month during
his period of service, to be paid to him in a
lump sum at the end of his tour of duty. Al-
though the allowance is not available to him
until the end of his service, Gary must in-
clude it in his income on a monthly basis
as it is credited to his account.

ACTION

ACTION participants perform services in
antipoverty programs and Older American
volunteer programs. Some amounts these
participants receive are taxable and others
are exempt from tax.

VISTA. If you are a VISTA volunteer, you
must include meal and lodging allowances
paid to you in your income as wages.

University Year for Action program. If
you receive a stipend as a full-time student
for service in the University Year for Action
program, you must include the stipend in
your income as wages.

Older American programs. Do not include
in your income amounts you receive for
supportive services or reimbursements for
out-of-pocket expenses from the following
programs:

* Retired Senior Volunteer Program
(RSVP),

* Foster Grandparent Program, and

* Senior Companion Program.



Other Volunteer Programs

If you receive amounts for supportive ser-
vices or are reimbursed for out-of-pocket
expenses under either of the following vol-
unteer programs, you do not include these
amounts in your gross income:

* Service Corps of Retired Executives
(SCORE), and

» Active Corps of Executives (ACE).
Volunteer tax counseling.  You do not in-

clude in your income any reimbursements
you receive for transportation, meals, and
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other expenses you have in training for, or
actually providing, volunteer federal income
tax counseling for the elderly (TCE).

You can deduct as a charitable contri-
bution your unreimbursed out-of-pocket ex-
penses in taking part in the volunteer in-
come tax assistance (VITA) program.
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7.
Tip Income

Introduction

This chapter is for employees who receive
tips from customers. Waiters, hairdressers,
cab drivers, and club performers are some
people who get tips. If you are self-
employed, see Publication 334, Tax Guide
for Small Business, (For Individuals Who
Use Schedule C or C-EZ) for more infor-
mation.

Reporting your tip income correctly is not
difficult. You must do three things:

1) Keep a daily tip record,
2) Report tips to your employer, and

3) Report all tips you receive on your in-
come tax return.

This chapter will show you how to do these
three things, and what to do on your tax
return if you have not done the first two. This
chapter will also show you how to treat al-
located tips.

Useful Items
You may want to see:

Publication

0 531

[0 1244 Employee's Daily Record of Tips
and Report to Employer

Reporting Tip Income

Form (and Instructions)

[0 4137 Social Security and Medicare
Tax on Unreported Tip Income

Keeping a Daily Tip
Record

Why keep a daily tip record?  You must
keep a daily tip record so you can:

* Report your tips accurately to your em-
ployer,

* Report your tips accurately on your tax
return, and

* Prove your tip income if your return is
ever questioned.

How to keep a daily tip record.  There are
two ways to keep a daily tip record. You can
either:

1) Write information about your tips in a
tip diary, or

2) Keep copies of documents that show
your tips, such as restaurant bills and
credit card charge slips.

You should keep your daily tip record with
your personal records.

If you keep a tip diary, you can use Form
4070A, Employee's Daily Record of Tips.
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To get a year's supply of the form, ask the
IRS or your employer for Publication
1244. Each day, write in the information
asked for on the form.

If you do not use Form 4070A, start your
records by writing your name, your em-
ployer's name, and the name of the busi-
ness if it is different from your employer's
name. Then, each workday, write the date
and the following information:

* Cash tips you get directly from custom-
ers or other employees,

* Tips from credit card charge customers
that your employer pays you,

e The value of any noncash tips you get,
such as tickets, passes, or other items
of value,

* The amount of tips you paid out to other
employees through tip pools or tip
splitting, or other arrangements, and the
names of the employees to whom you
paid the tips.

Do not write in your tip diary the
A amount of any service charge that
e your employer adds to a customer's

bill, and then pays to you and treats as
wages. This is part of your wages, not a tip.

Reporting Tips to
Your Employer

Why report tips to your employer? You
must report tips to your employer so that:

* Your employer can withhold federal in-
come tax and social security and rail-
road retirement tax or Medicare taxes.

* Your employer can report the correct
amount of your earnings to the Social
Security Administration or Railroad Re-
tirement Board (which affects your
benefits when you retire or if you be-
come disabled, or your family's benefits
if you die), and

* You can avoid the penalty for not re-
porting tips to your employer (explained
later).

What tips to report. Report only cash,
check, or credit card tips you get to your
employer. If your total tips for any one
month from any one job are less than $20,
do not report them to your employer. Do not
report the value of any noncash tips, such
as tickets or passes, to your employer. You
do not have to pay social security and
Medicare taxes, or railroad retirement tax
on these tips.

How to report. You can use Form 4070,
Employees' Report of Tips to Employer. To
get a year's supply of the form, ask the IRS
or your employer for Publication 1244 .
Write in the information asked for on the
form, sign and date the form, and give it to
your employer.

If you do not use Form 4070, write the
following information in your report:

* Your name, address, and social secu-
rity number,

* Your employer's name, address, and
business name if it is different from the
employer's name,

* The month (or the dates of any shorter
period) in which you received tips, and

* The total amount of tips you received.

Then, sign and date the report and give it
to your employer. You should keep a copy
of the report with your personal records.

When to report.  Give your report for each
month to your employer by the 10th of the
next month. If the 10th falls on a Saturday,
Sunday, or legal holiday, give your em-
ployer the report by the next day that is not
a Saturday, Sunday, or legal holiday.

Example 1. You must report your tips
received in January 1998 by February 10,
1998.

Example 2. You must report your tips
received in April 1998 by May 11, 1998.
May 10 is on a Sunday, and the 11th is the
next day that is not a Saturday, Sunday, or
legal holiday.

Penalty for not reporting tips. If you do
not report tips to your employer as required,
you may be subject to a penalty equal to
50% of the social security and Medicare
taxes or railroad retirement tax you owe.
(For information about these taxes, see
Reporting social security and Medicare
taxes on tips not reported to your employer
under Reporting Tips on Your Return, later.)
The penalty amount is in addition to the
taxes you owe.

You can avoid this penalty if you can
show reasonable cause for not reporting the
tips to your employer. To do so, attach a
statement to your return explaining why you
did not report them.

Giving your employer money for taxes.
Your regular pay may not be enough for
your employer to withhold all the taxes you
owe on your regular pay plus your reported
tips. If this happens, you can give your em-
ployer money to pay the rest of the taxes,
up to the close of the calendar year.

If you do not give your employer enough
money, your employer will apply your regu-
lar pay and any money you give to the
taxes, in the following order:

1) All taxes on your regular pay,

2) Social security and Medicare taxes or
railroad retirement tax on your reported
tips, and

3) Federal, state, and local income taxes
on your reported tips.

Any taxes that remain unpaid may be
collected by your employer from your next
paycheck. If withholding taxes remain un-
collected at the end of the year, you may
need to make an estimated tax payment.
Use Form 1040-ES, Estimated Tax for In-
dividuals. See Publication 505, Tax With-
holding and Estimated Tax, for more infor-
mation.

You must report on your tax return
A any social security and Medicare
OSEEN) taxes or railroad retirement tax that
remained uncollected at the end of 1997.
See Reporting uncollected social security
and Medicare taxes on tips under Reporting
Tips on Your Tax Return, later. These un-



collected taxes will be shown in box 13 of
your Form W-2 (codes A and B).

Reporting Tips on
Your Tax Return

How to report tips.  Report your tips with
your wages on line 1, Form 1040EZ, or line
7, Form 1040A or Form 1040.

What tips to report.  You must report all
tips you received in 1997, including both
cash tips and noncash tips, on your tax re-
turn. Any tips you reported to your employer
for 1997 are included in the wages shown
in box 1 of your Form W-2. Add to the
amount in box 1 only the tips you did not
report to your employer.

If you received $20 or more in cash
A and charge tips in a month and did
SEEN not report all of those tips to your
employer, see Reporting social security and

Medicare taxes on tips not reported to your
employer, later.

If you did not keep a daily tip record
A as required and an amount is shown
&SEEN in box 8 of your Form W-2, see Al-
located Tips, later.

If you kept a daily tip record and reported
tips to your employer as required under the
rules explained earlier, add the following
tips to the amount in box 1 of your Form
W-2:

* Cash and charge tips you received that
totaled less than $20 for any month,
and

* The value of noncash tips, such as
tickets, passes, or other items of value.

Example. John Allen began working at
the Diamond Restaurant (his only employer
in 1997) on June 30 and received $10,000
in wages during the year. John kept a daily
tip record showing that his tips for June
were $18 and his tips for the rest of the year
totaled $7,000. He was not required to re-
port his June tips to his employer, but he
reported all of the rest of his tips to his em-
ployer as required.

John's Form W-2 from Diamond Res-
taurant shows $17,000 ($10,000 wages plus
$7,000 reported tips) in box 1. He adds the
$18 unreported tips to that amount and re-
ports $17,018 as wages on line 1 of his
Form 1040EZ.

Reporting social security and Medicare
taxes on tips not reported to your em-
ployer. If you received $20 or more in cash
and charge tips in a month while working for
one employer, you must report the social
security and Medicare taxes on the
unreported tips as additional tax on your
return. To report these taxes, you must file
a return even if you would not otherwise
have to file. You must use Form 1040. (You
cannot file Form 1040EZ or Form 1040A.)

Use Form 4137, Social Security and
Medicare Tax on Unreported Tip Income, to
figure these taxes. Enter the amount from
line 12 of the form on line 49, Form 1040,
and attach the form to your return.

Reporting uncollected social se-
A curity and Medicare taxes on tips.
&SEEN /f your employer could not collect
all the social security and Medicare taxes
or railroad retirement tax you owe on tips
reported to your employer, the uncollected
taxes will be shown in box 13 of your Form
W-2 (codes A and B). You must report these
amounts as additional tax on your return.
You may have uncollected taxes if your
regular pay was not enough for your em-
ployer to withhold all the taxes you owe and
you did not give your employer enough
money to pay the rest of the taxes.

To report these uncollected taxes, you
must file a return even if you would not
otherwise have to file. You must use Form
1040. (You cannot file Form 1040EZ or
Form 1040A.) Include the taxes in your total
tax amount on line 53, and write “UT "and
the total of the uncollected taxes on the
dotted line next to line 53.

Allocated Tips

What are allocated tips?  These are tips
that your employer assigned to you in ad-
dition to the tips you reported to your em-
ployer for the year. Your employer will have
done this only if you worked in a restaurant,
cocktail lounge, or similar business that

must allocate tips to employees and your
reported tips were less than your share of
8% of food and drink sales.

If your employer allocated tips to you,
they are shown separately in box 8 of your
Form W-2. They are not included in box 1
with your wages and reported tips. If box 8
is blank, this discussion does not apply to
you.

How were your allocated tips figured?
The tips allocated to you are your share of
an amount figured by subtracting the re-
ported tips of all employees from 8% (or an
approved lower rate) of food and drink sales
(other than carryout sales and sales with a
service charge of 10% or more). Your share
of that amount was figured using either a
method provided by an employer-employee
agreement or a method provided by IRS
regulations based on employees' sales or
hours worked. For information about the
exact allocation method used, ask your
employer.

Must you report your allocated tips on
your return?  You must report allocated
tips on your return unless either of the fol-
lowing exceptions applies:

1) You kept a daily tip record as required
under rules explained earlier, or

2) Your tip record is incomplete, but it
shows that your actual tips were more
than the tips you reported to your em-
ployer plus the allocated tips.

If either exception applies, do not report al-
located tips on your return. Report your ac-
tual tips. See What tips to report under Re-
porting Tips on Your Tax Return, earlier.

How to report allocated tips. If you must
report allocated tips on your return, add the
amount in box 8 of your Form W-2 to the
amount in box 1. Report the total as wages
on line 7 of Form 1040. (You cannot file
Form 1040EZ or Form 1040A.)

Because social security and Medicare
taxes were not withheld from the allocated
tips, you must report those taxes as addi-
tional tax on your return. Complete Form
4137, Social Security and Medicare Tax
on Unreported Tip Income, and include the
allocated tips on line 1 of the form. See
Reporting social security and Medicare
taxes on tips not reported to your employer
under Reporting Tips on Your Return, ear-
lier.
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8.
Interest Income

Important Change
for 1998

Education Savings Bond Program. Be-
ginning in 1998, when figuring the amount
of interest on qualified U.S. savings bonds
that you can exclude from gross income
under this program, count any contribution
to a qualified state tuition program as a
qualified higher educational expense. Do
not count any expense you use to claim the
Hope credit or the Lifetime learning credit.
For more information about this exclusion,
see Education Savings Bond Program in
this chapter. For more information about the
Hope credit or the Lifetime learning credit,
see Publication 553, Highlights of 1997 Tax
Changes.

Important Reminder

Foreign-source income.  If you are a U.S.
citizen with investment income from sources
outside the United States (foreign income),
you must report all such income on your tax
return unless it is exempt by U.S. law. This
is true whether you reside inside or outside
the United States and whether or not you
receive a Form 1099 from the foreign payer.

Introduction

This chapter discusses:

* Different types of interest income,

* What interest is taxable and what inter-
est is nontaxable,

* When to report interest income, and

* How to report interest income on your
tax return.

In general, any interest that you receive
or that is credited to your account and can
be withdrawn is taxable income. (It does not
have to be entered in your passbook.) Ex-
ceptions to this rule are discussed later in
this chapter.

="M As an important part of your records,
ri you should keep a list showing
WERES sources and amounts of interest re-
ceived during the year.

You may be able to deduct expenses
you have in earning this income on Sched-
ule A (Form 1040) if you itemize your de-
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ductions. See chapter 30.

Useful Items
You may want to see:

Publication

0 537
0 550

Installment Sales

Investment Income and Ex-
penses

[0 1212 List of Original Issue Discount
Instruments

Form (and Instructions)

[0 Schedule B (Form 1040) Interest and
Dividend Income

O Schedule 1 (Form 1040A) Interest
and Dividend Income for Form
1040A Filers

[0 3115 Application for Change in Ac-
counting Method

[0 8815 Exclusion of Interest From Se-
ries EE U.S. Savings Bonds Is-
sued After 1989

[0 8818 Optional Form To Record Re-
demption of Series EE U.S.
Savings Bonds Issued After
1989

General Information

A few items of general interest are covered
here.

Passive activity income and losses.
There are tax rules that limit the amount of
losses and tax credits from passive activ-
ities you can claim. Generally, you can use
losses from passive activities only to offset
income from passive activities. You gener-
ally cannot use passive activity losses to
offset your other income, such as your
wages or your portfolio income (that is, any
gross income from interest, dividends, etc.,
that is not derived in the ordinary course of
a trade or business). For more information
about determining and reporting income and
losses from passive activities, see Publica-
tion 925.

Tax on investment income of a child un-
der age 14. Part of a child's investment
income may be taxed at the parent's tax
rate. This may happen if the child was under
age 14, had more than $1,300 of investment
income (such as taxable interest and divi-
dends) and has to file a tax return, and ei-
ther parent was alive at the end of the year.
If these requirements are met, Form 8615,
Tax for Children Under Age 14 Who Have
Investment Income of More Than $1,300,
must be completed and attached to the
child's tax return. If these requirements are
not met, Form 8615 is not required and the
child's income is taxed at his or her own tax
rate.

However, the parent can choose to in-
clude the child's interest and dividends on
the parent's return if certain requirements
are met. Use Form 8814, Parents' Election
To Report Child's Interest and Dividends, for
this purpose.

For more information about the tax on
investment income of children and the par-
ents' election, see chapter 32.

Beneficiary of an estate or trust. Interest,
dividends, or other investment income you
receive as a beneficiary of an estate or trust
is generally taxable income. You should re-
ceive a Schedule K-1 (Form 1041), Bene-
ficiary's Share of Income, Deductions,
Credits, etc., from the fiduciary. Your copy
of Schedule K-1 and its instructions will tell
you where to report the items on your Form
1040.

Social security number (SSN).  You must
give your name and SSN to any person re-
quired by federal tax law to make a return,
statement, or other document that relates
to you. This includes payers of interest.

SSN for joint account.  If the funds in
a joint account belong to one person, list
that person's name first on the account and
give that person's SSN to the payer. (For
information on who owns the funds in a joint
account, see Joint accounts, later.) If the
joint account contains combined funds, give
the SSN of the person whose name is listed
first on the account.

These rules apply both to joint owner-
ship by a married couple and to joint own-
ership by other individuals. For example, if
you open a joint savings account with your
child using funds belonging to the child, list
the child's name first on the account and
give the child's SSN.

Custodian account for your child. If
your child is the actual owner of an account
that is recorded in your name as custodian
for the child, give the child's SSN to the
payer. For example, you must give your
child's SSN to the payer of dividends on
stock owned by your child, even though the
dividends are paid to you as custodian.

Penalty for failure to supply SSN. If
you do not give your SSN to the payer of
interest, you may have to pay a penalty.
See Failure to supply social security number
under Penalties in chapter 1. Backup with-
holding also may apply.

Backup withholding.  Your investment in-
come is generally not subject to regular
withholding. However, it may be subject to
backup withholding to ensure that income
tax is collected on this income.

When you open a new account you must
certify under penalties of perjury that your
social security number is correct and that
you are not subject to backup withholding.
Your payer will give you a Form W-9, Re-
quest for Taxpayer Identification Number
and Certification, or a similar form, to make
this certification. If you fail to make this
certification, backup withholding may begin
immediately on your new account or in-
vestment, and 31% of the interest paid on
your account will be withheld. Backup with-
holding may also be required if the Internal
Revenue Service (IRS) has determined that
you underreported your interest or dividend
income. For more information, see Backup
Withholding in chapter 5.

Reporting backup withholding. If
backup withholding is deducted from your
interest income, the payer must give you a
Form 1099—-INT for the year that indicates
the amount withheld. The Form 1099-INT
will show any backup withholding as “Fed-
eral income tax withheld.”



Joint accounts.  In a joint account, two or
more persons hold property as joint tenants,
tenants by the entirety, or tenants in com-
mon. That property can include a savings
account or bond. Each person may receive
a share of any interest from the property.
Each person's share is determined by local
law.

Income from property given to a child.
Property you give as a parent to your child
under the Model Gifts of Securities to Mi-
nors Act, the Uniform Gifts to Minors Act,
or any similar law, is a true gift for federal
gift tax purposes.

Income from property transferred under
these laws is taxable to the child unless it
is used in any way to satisfy a legal obli-
gation of support of that child. The income
is taxable to the person having the legal
obligation to support the child (the parent
or guardian) to the extent that it is used for
the child's support.

Savings account with parent as trus-
tee. Interest income derived from a savings
account opened for a child who is a minor,
but placed in the name and subject to the
order of the parents as trustees, is taxable
to the child if, under the law of the state in
which the child resides, both of the following
are true.

1) The savings account legally belongs to
the child.

2) The parents are not legally permitted
to use any of the funds to support the
child.

Form 1099-INT. Interest income is gener-
ally reported to you on Form 1099-INT, In-
terest Income, or a similar statement, by
banks, savings and loans, and other payers
of interest. This form shows you the interest
you received during the year. Keep this form
for your records. You do not have to attach
it to your tax return.

Report on your tax return the total
amount of interest income that is shown on
any Form 1099-INT that you receive for the
tax year. You must also report all of your
interest income for which you did not re-
ceive a Form 1099—INT.

Nominees. Generally, if someone re-
ceives interest as a nominee for you, that
person will give you a Form 1099-INT
showing the interest received on your be-
half.

If you receive a Form 1099-INT that in-
cludes amounts belonging to another per-
son, see the discussion on nominee distri-
butions under How To Report Interest
Income in chapter 1 of Publication 550, or
see the Schedule 1 (Form 1040A) or
Schedule B (Form 1040) instructions.

Incorrect amount. If you receive a
Form 1099-INT that shows an incorrect
amount (or other incorrect information), you
should ask the issuer for a corrected form.
The new Form 1099-INT you receive will
be marked “CORRECTED.”

Form 1099-OID. Reportable interest in-
come may also be shown on Form
1099-0ID, Original Issue Discount. For
more information about amounts shown on
this form, see Original Issue Discount (OID),
later in this chapter.

Exempt-interest dividends  you receive
from a regulated investment company (mu-
tual fund) are not included in your taxable
income. (However, see Information report-
ing requirement, next.) You will receive a
notice from the mutual fund telling you the
amount of the tax-exempt interest dividends
that you received. Exempt-interest divi-
dends are not shown on Form 1099-DIV
or Form 1099-INT.

Information reporting requirement.
Although exempt-interest dividends are not
taxable, you must show them on your tax
return if you are required to file. This is an
information reporting requirement and does
not convert the exempt-interest dividend to
taxable income.

Note: Exempt-interest dividends may
be treated as tax-exempt interest on speci-
fied private activity bonds, which is a “tax
preference item” that may be subject to the
alternative minimum tax. See Alternative
Minimum Tax in chapter 31 for more infor-
mation. Chapter 1 of Publication 550 con-
tains a discussion on private activity bonds,
under State or Local Government Obli-
gations.

Interest on VA dividends. Interest on in-
surance dividends that you leave on deposit
with the Department of Veterans Affairs
(VA) is not taxable. This includes interest
paid on dividends on converted United
States Government Life Insurance and on
National Service Life Insurance policies.

Taxable Interest

Taxable interest includes interest you re-
ceive from bank accounts, loans you make
to others, and interest from most other
sources. The following are some other
sources of taxable interest.

Dividends that are actually interest.
Certain distributions commonly called divi-
dends are actually interest. You must report
as interest so-called “dividends” on deposits
or on share accounts in:

* Cooperative banks,
¢ Credit unions,

* Domestic building and loan associ-
ations,

* Domestic savings and loan associ-
ations,

* Federal savings and loan associations,
and

* Mutual savings banks.

Money market funds. Generally, amounts
you receive from money market funds
should be reported as dividends, not as in-
terest.

Money market certificates, savings cer-

tificates, and other deferred interest ac-

counts. If you open any of these accounts,
and interest is paid at fixed intervals of 1
year or less during the term of the account,
you must include this interest in your income
when you actually receive it or are entitled
to receive it without paying a substantial
penalty. The same is true for accounts that

mature in 1 year or less and give a single
payment of interest at maturity. If interest is
deferred for more than 1 year, see Original
Issue Discount (OID), later.

Interest subject to penalty for early
withdrawal. If you deposit money in a de-
ferred interest account that has a term of 1
year or less, and you paid a penalty be-
cause you withdrew funds before the end
of the term, you must include in income all
the interest shown in box 1 of the Form
1099-INT you receive. You can deduct the
entire penalty shown in box 2 on line 29 of
Form 1040, even if it is more than your in-
terest income.

Money borrowed to invest in money
market certificate.  The interest you pay
on money borrowed from a bank or savings
institution to meet the minimum deposit re-
quired for a money market certificate from
the institution and the interest you earn on
the certificate are two separate items. You
must report the total interest you earn on the
certificate in your income. If you itemize
deductions, you can deduct the interest you
pay as investment interest, subject to cer-
tain limits. These limits are discussed in
chapter 3 of Publication 550 under Limit on
Investment Interest.

Example. You deposit $5,000 with a
bank and borrow $5,000 from the bank to
make up the $10,000 minimum deposit re-
quired to buy a 6-month money market
certificate. The certificate earns $575 at
maturity in 1997, but you receive only $265,
which represents the $575 you earned mi-
nus $310 interest charged on your $5,000
loan. The bank gives you a Form 1099-INT
for 1997 showing the $575 interest you
earned. The bank also gives you a state-
ment showing that you paid $310 interest
for 1997. You must include the $575 in your
income. If you itemize your deductions on
Schedule A (Form 1040), you can deduct
$310, subject to the investment interest ex-
pense limit.

Gift for opening account.  The fair market
value of gifts or services you receive for
making long-term deposits or for opening
an account in a savings institution is inter-
est. Report it in income in the year you re-
ceive it.

Example. You open a savings account
at your local bank. The account earns $20
interest. You also receive a $10 calculator.
If no other interest is credited to your ac-
count during the year, the Form 1099-INT
you receive would show $30 interest income
for the year.

Interest on insurance dividends. Interest
on insurance dividends on deposit with an
insurance company that can be withdrawn
annually is taxable to you in the year it is
credited to your account. However, if you
can only withdraw it on the anniversary date
of the policy (or other specified date), the
interest is taxable in the year that date oc-
curs.

Prepaid insurance premiums. Any in-
crease in the value of prepaid insurance
premiums, advance premiums, or premium
deposit funds is interest if it is applied to the
payment of premiums due on insurance
policies or made available for you to with-
draw.
Chapter 8
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U.S. obligations. Interest on U.S. obli-
gations, such as U.S. Treasury bills, notes,
and bonds, issued by any agency or instru-
mentality of the United States is taxable for
federal income tax purposes, but is exempt
from all state and local income taxes.

Treasury bills generally have a 13-week,
26-week, or 52—-week maturity period. They
are issued at a discount in denominations
of $10,000 and additional multiples of
$1,000. The difference between the dis-
counted price you pay for the bills and the
face value you receive at maturity is interest
income. Generally, report this interest in-
come when the bill is paid at maturity.

Treasury notes have maturity periods
ranging from 1 to 10 years. Maturity periods
for Treasury bonds are longer than 10
years. Both notes and bonds generally pay
interest every 6 months. Generally, you re-
port this interest for the year paid. For more
information, see U.S. Treasury Bills, Notes,
and Bonds in Publication 550.

For information on Series EE and Series
HH savings bonds, see U.S. Savings
Bonds, later.

Interest on tax refunds. Interest you re-
ceive on tax refunds is taxable income.

Interest on condemnation award. If the
condemning authority pays you interest to
compensate you for a delay in paying an
award, the interest is taxable.

Installment sale payments. Deferred
payments you receive under a contract for
the sale or exchange of property usually
contain interest that is taxable. If little or no
interest is provided for in certain contracts
with payments due more than one year after
the date of sale, each payment due more
than 6 months after the date of sale will be
treated as containing interest. These un-
stated interest rules apply to certain pay-
ments received on account of a seller-
financed sale or exchange of property. See
Unstated Interest in Publication 537, In-
stallment Sales.

Interest on annuity contract. Accumu-
lated interest on an annuity contract you sell
before its maturity date is taxable.

Usurious interest. Usurious interest is
taxable unless state law automatically
changes it to a payment on the principal.
Usurious interest is interest charged at an
illegal rate.

Individual ~ Retirement Arrangements
(IRAS). Interest that you earn on an IRA is
tax-deferred. You generally do not include
it in your income until you make withdrawals
from the IRA. Nor is it included in the
amount to be reported as tax-exempt inter-
est. See chapter 18.

Interest income on frozen deposits. Ex-
clude from your gross income interest
credited on frozen deposits that you could
not withdraw by the end of the year. A fro-
zen deposit is an account from which you
are unable to withdraw funds because:

1) The financial institution is bankrupt or
insolvent, or
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2) The state where the financial institution
is located has placed limits on with-
drawals because other banks in the
state are bankrupt or insolvent.

The amount of interest you must exclude
is the interest that was credited on the fro-
zen deposits minus the sum of:

1) The net amount you withdrew from
these deposits during the year, and

2) The amount you could have withdrawn
as of the end of the year (not reduced
by any penalty for premature with-
drawals of a time deposit).

If you receive a Form 1099-INT for interest
income on deposits that were frozen at the
end of 1997, see Frozen deposits under
How To Report Interest Income in chapter
1 of Publication 550, for information about
reporting this interest income exclusion on
your 1997 tax return.

The interest you exclude must be re-
ported in the later tax year when you can
withdraw it from your account.

Example. $100 of interest was credited
on your frozen deposit during the year. You
withdrew $80 but could not withdraw any
more as of the end of the year. Your net
amount withdrawn was $80. You must ex-
clude $20. You must include $80 in your
income for the year.

Bonds traded flat.  If you purchase bonds
when interest has been defaulted or when
the interest has accrued but has not been
paid, that interest is not income and is not
taxable as interest if later paid. Such pay-
ments are returns of capital which reduce
the remaining cost basis. Interest which
accrues after the date of purchase, how-
ever, is taxable interest income for the year
in which received or accrued. See Bonds
Sold Between Interest Dates, later, for more
information.

Interest on below-market loans. A
below-market loan is a loan on which no
interest is charged or on which interest is
charged at a rate below the applicable fed-
eral rate. See Below-Market Loans in
chapter 1 of Publication 550 for more infor-
mation.

U.S. Savings Bonds

You earn interest on U.S. savings bonds in
one of two ways. On some bonds, interest
is paid at stated intervals by interest checks
or coupons. Other bonds are issued at a
discount and pay all interest at redemption
or maturity. The interest on the latter is the
difference between what you pay for the
bond and its redemption or maturity value.

This section provides tax information on
different types of U.S. savings bonds. It ex-
plains how to report the interest income on
these bonds and how to treat transfers of
these bonds.

For other information on U.S.
savings bonds, write to:
Bureau of the Public Debt

P.O. Box 1328
Parkersburg, WV 26106-1328

@ Or visit: www.publicdebt.treas.gov

Cash-basis taxpayers. If you use the cash
method of accounting, as most individual
taxpayers do, you generally report the in-
terest on U.S. savings bonds when you re-
ceive it. The cash method of accounting is
explained in chapter 1 under Accounting
Methods.

Accrual-basis taxpayers. If you use an
accrual method of accounting, you must
report interest on U.S. savings bonds each
year as it accrues. You cannot postpone
reporting interest until you receive it or the
bonds mature. Accrual methods of ac-
counting are explained in chapter 1 under
Accounting Methods.

Series HH Bonds. These bonds are issued
at face value. Interest is paid twice a year
by check or by direct deposit to your bank
account. If you are a cash-basis taxpayer,
you must report interest on these bonds as
income in the year you receive it.

Series HH Bonds were first offered in
1980. Before 1980, Series H Bonds were
issued. Series H Bonds are treated the
same as Series HH Bonds. If you are a
cash-basis taxpayer, you must report the
interest when you receive it.

Series EE Bonds. These bonds are issued
at a discount. You pay less than the face
value for the bonds. The face value is pay-
able to you at maturity. The difference be-
tween the purchase price and the redemp-
tion value is taxable interest.

Series EE Bonds were first offered in
1980. Before 1980, Series E Bonds were
issued. If you own either Series EE or Se-
ries E Bonds and use the cash method of
reporting income, you can:

1) Postpone reporting the interest until
the earlier of the year you cash or dis-
pose of the bonds or the year in which
they finally mature (method 1), or

2) Choose to report the increase in re-
demption value as interest each year
(method 2).

Change from method 1.  If you want to
change your method of reporting the inter-
est from method 1 to method 2, you can do
so without permission from the IRS. In the
year of change you must report all interest
accrued to date and not previously reported
for all your bonds.

Once you choose to report the interest
each year, you must continue to do so for
all Series EE or Series E Bonds you own
and for any you get later, unless you re-
quest permission to change, as explained
next.

Change from method 2. To change
from method 2 to method 1, you must re-
quest permission from the IRS. Permission
for the change is automatically granted if
you send the IRS a statement that meets
all the following requirements.

1) You have typed or printed at the top,
“Change in Method of Accounting Un-
der Section 6.01 of the Appendix of
Rev. Proc. 97-37."

2) It includes your name and social se-
curity number under the label in (1).



3) Itidentifies the savings bonds for which
you are requesting this change.

4) It includes your agreement to:

a) Report all interest on any bonds
acquired during or after the year
of change when the interest is re-
alized upon disposition, redemp-
tion, or final maturity, whichever
is earliest, and

b)  Report all interest on the bonds
acquired before the year of
change when the interest is real-
ized upon disposition, redemption,
or final maturity, whichever is
earliest, with the exception of the
interest reported in prior tax years.

5) Itincludes a statement that you agree
to all the terms and conditions of Rev-
enue Procedure 97-37.

6) It includes your signature.

You must attach this statement to your tax
return for the year of change, which you
must file by the due date (including exten-
sions).

By the date you file the original
statement, you must also send a
copy to this address:

Commissioner of Internal Revenue
Attn: CC:DOM:IT&A

P.O. Box 7604

Benjamin Franklin Station
Washington, DC 20044.

(If you use a private delivery service,
send the copy to the Commissioner of
Internal Revenue, CC:DOM:IT&A, 1111
Constitution Avenue, NW, Washington, DC
20224.)

Instead of filing this statement, you can
request permission to change from method
2 to method 1 by filing Form 3115, Appli-
cation for Change in Accounting Method. In
that case, follow the instructions for the
form.

If you plan to redeem Series EE
@ bonds in the same year that you will
pay for higher educational ex-

penses, you should consider using method
1 above. See Education Savings Bond
Program, later, for more information.

Bonds held beyond maturity. If you
hold the bonds beyond the original maturity
period, and if you have chosen to report the
interest each year, you must continue to do
so unless you get permission to change
your method of reporting. If you have cho-
sen to postpone reporting the interest, do
not include the interest in income for the
year of original maturity. Report it in the year
you redeem or dispose of the bonds or the
year in which the extended maturity period
ends, whichever is earlier. The original ma-
turity period has been extended on all Se-
ries E Bonds.

The extended maturity period of Series
E Bonds issued between May 1941 and
November 1965 ends 40 years from their
issue dates. The Department of the Treas-
ury has announced that no further extension
will be given to these bonds. If you have
postponed reporting interest on Series E
Bonds purchased in 1957, you must report
the interest on your 1997 return, unless you
trade your Series E Bonds for Series HH
Bonds.

Table 8-1. Who Pays Tax on U.S. Savings Bond Interest

How Bond Is Purchased

Who Must Pay Tax on Bond Interest

You use your funds to buy a bond in your name | You
and the name of another person as co-owners.

who is the sole owner of the bond.

You buy a bond in the name of another person,

The person for whom you bought the
bond

You and another person buy a bond as
co-owners, each contributing part of the
purchase price.

Each of you, in proportion to the
amount you and the other co-owner
each paid

property.

You and your spouse, who live in a community
property state, buy a bond that is community

If you file separate returns, each of you
generally pays tax on one-half

The maturity period of Series E bonds
issued after November 1965 is 30 years.
Bonds issued in 1967 stopped accruing in-
terest in 1997. If you have postponed re-
porting interest on Series E bonds pur-
chased in 1967, you must report the interest
on your 1997 return, unless you trade your
Series E bonds for Series HH bonds.

Co-owners. If you buy a U.S. savings bond
issued in your name and another person's
name as co-owners, such as you and your
child or you and your spouse, interest on the
bond is generally taxable to the co-owner
who bought the bond.

One co-owner's funds used. If you
used your funds to buy the bond, you must
pay the tax on the interest. This is true even
if you let the other co-owner redeem the
bond and keep all the proceeds. Under
these circumstances, since the other co-
owner will receive a Form 1099-INT at the
time of redemption, the other co-owner must
provide you with another Form 1099-INT
showing the amount of interest from the
bond that is taxable to you. The co-owner
who redeemed the bond is a “nominee.”
See Nominee distributions, under How To
Report Interest Income in chapter 1 of
Publication 550, for more information about
how a person who is a nominee reports in-
terest income belonging to another person.

Both co-owners' funds used. If you
and the other co-owner each contribute part
of the purchase price, interest on the bond
is generally taxable to each of you, in pro-
portion to the amount each of you paid.

Community property.  If you and your
spouse live in a community property state
and hold bonds as community property,
one-half of the interest is considered re-
ceived by each of you. If you file separate
returns, each of you must report one-half
the bond interest. For more information
about community property, see Publication
555, Community Property.

Table 8-1. These rules are also con-
tained in Table 8-1.

Ownership transferred. If you bought
Series EE or Series E Bonds entirely with

your own funds and had them reissued in
your co-owner's name or beneficiary's name
alone, you must include in your gross in-
come for the year of reissue all interest that
you earned on these bonds and have not
previously reported. But, if the bonds were
reissued in your name alone, you do not
have to report the interest accrued at that
time. This same rule applies when bonds
are transferred between spouses incident
to divorce.

Purchased jointly. If you and a co-
owner each contributed funds to buy Series
EE or Series E Bonds jointly and have the
bonds reissued in the co-owner's name
alone, you must include in your gross in-
come for the year of reissue your share of
all the interest earned on the bonds that you
have not previously reported. At the time of
reissue, the former co-owner does not have
to include in gross income his or her share
of the interest earned that was not reported
before the transfer. This interest, however,
as well as all interest earned after the reis-
sue, is income to the former co-owner.

This income reporting rule also applies
when the bonds are reissued in the name
of your former co-owner and a new co-
owner. But the new co-owner will report only
his or her share of the interest earned after
the transfer.

If bonds that you and a co-owner bought
Jointly are reissued to each of you sepa-
rately in the same proportion as your con-
tribution to the purchase price, neither you
nor your co-owner has to report at that time
the interest earned before the bonds were
reissued.

Example 1. You and your spouse each
spent an equal amount to buy a $1,000
Series EE savings bond. The bond was is-
sued to you as co-owners. You both post-
pone reporting interest on the bond. You
later have the bond reissued as two $500
bonds, one in your name and one in your
spouse's name. At that time neither you nor
your spouse has to report the interest
earned to the date of reissue.

Example 2. You bought a $1,000 Series
EE savings bond entirely with your own
funds. The bond was issued to you and your
spouse as co-owners. You both postpone
reporting interest on the bond. You later
have the bond reissued as two $500 bonds,
one in your name and one in your spouse's
name. You must report half the interest
earned to the date of reissue.

Transfer to a trust.  If you own Series EE
or Series E Bonds and transfer them to a
trust, giving up all rights of ownership, you
must include in your income for that year the
interest earned to the date of transfer, if you
have not already reported it. However, if you
are considered the owner of the trust and if
the increase in value both before and after
the transfer continues to be taxable to you,
you can continue to defer reporting the in-
terest earned each year. You must include
the total interest in your income in the year
you cash or dispose of the bonds or the year
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the bonds finally mature, whichever is ear-
lier.

The same rules apply to previously
unreported interest on Series EE or Series
E Bonds if the transfer to a trust consisted
of Series HH or Series H Bonds you got in
a trade for the Series EE or Series E Bonds.
See Savings bonds traded, later.

Decedents. The manner of reporting in-
terest income on Series EE or Series E
Bonds, after the death of the owner, de-
pends on the accounting and income re-
porting method previously used by the de-
cedent.

Decedent who reported interest each
year. If the bonds transferred because of
death were owned by a person who used
an accrual method, or who used the cash
method and had chosen to report the inter-
est each year, the interest earned in the
year of death up to the date of death must
be reported on that person's final return.
The person who acquires the bonds in-
cludes in income only interest earned after
the date of death.

Decedent who postponed reporting
interest.  If the transferred bonds were
owned by a decedent who used the cash
method, who had not chosen to report the
interest each year, and who bought the
bonds entirely with his or her own funds, all
interest earned before death must be re-
ported in one of the following ways.

1) The surviving spouse or personal rep-
resentative (executor, administrator,
etc.) who files the final income tax re-
turn of the decedent can choose to in-
clude on that return all of the interest
earned on the bonds before the dece-
dent's death. The person who acquires
the bonds then includes in income only
interest earned after the date of death.

2) If the choice in (1) is not made, the in-
terest earned up to the date of death
is income in respect of a decedent. It
should not be included in the dece-
dent's final return. All of the interest
earned both before and after the de-
cedent's death is income to the person
who acquires the bonds. If that person
uses the cash method and does not
choose to report the interest each year,
he or she can postpone reporting any
of it until the year the bonds are cashed
or disposed of or the year they finally
mature, whichever is earlier. In the
year that person reports the interest,
he or she can claim a deduction for any
federal estate tax paid that was for the
part of the interest included in the de-
cedent's estate.

For more information on income in respect
of a decedent, see chapter 4.

Savings bonds traded. If you use the cash
method and did not choose to report the
interest on your Series EE or Series E
Bonds as it accrued, you did not realize
taxable income when you traded the bonds
for Series HH or Series H Bonds, unless
you received cash in the trade. Any cash
you received is income to the extent of the
interest earned on the bonds traded. When
your Series HH or Series H Bonds mature,
or if you dispose of them before maturity,
you report as interest the difference be-
tween their redemption value and your cost.
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Your cost is the sum of the amount you paid
for the traded Series EE or Series E Bonds
plus any amount you had to pay at the time
of the trade.

Example. You trade Series E Bonds
with accrued interest of $523 and a re-
demption value of $2,723 for Series HH
Bonds. You get $2,500 in Series HH Bonds
and $223 in cash. You must report the $223
as taxable income in the year of the trade
to the extent that you did not previously re-
port interest on the Series E Bonds you
traded.

$500 minimum value.  Series EE or
Series E Bonds that you want to trade must
have a current redemption value of $500
or more. To figure the current redemption
value of the bonds to be traded, you must
add the accrued interest to their original
purchase price.

Choice to report interest in year of
trade. You can choose to treat all of the
previously unreported accrued interest on
the Series EE or Series E Bonds traded for
Series HH Bonds as income in the year of
the trade.

Form 1099-INT for U.S. savings bonds
interest. When you cash a bond, the bank
or other payer that redeems it must give you
a Form 1099-INT if the interest part of the
payment you receive is $10 or more. Box 3
of your Form 1099-INT should show the
interest as the difference between the
amount you received and the amount paid
for the bond. However, your Form 1099—INT
may show more interest than you have to
include on your income tax return. For ex-
ample, this may happen if any of the fol-
lowing are true.

1) You chose to report the increase in the
redemption value of the bond each
year. The interest shown on your Form
1099—-INT will not be reduced by
amounts previously included in in-
come.

2) You received the bond from a dece-
dent. The interest shown on your Form
1099—-INT will not be reduced by any
interest reported by the decedent be-
fore death, or on the decedent's final
return, or by the estate on the estate's
income tax return.

3) Ownership of the bond was trans-
ferred. The interest shown on your
Form 1099—-INT will not be reduced by
interest that accrued before the trans-
fer.

4) You were named as a co-owner but
did not use your funds to buy the bond.
(See Co-owners, earlier in this chapter,
for more information about the report-
ing requirements.)

5) You received the bond in a taxable
distribution from a retirement or profit-
sharing plan. The interest shown on
your Form 1099—INT will not be re-
duced by the interest portion of the
amount taxable as a distribution from
the plan and not taxable as interest.
(This amount is generally shown on
Form 1099-R, Distributions From
Pensions, Annuities, Retirement or
Profit-Sharing Plans, IRAs, Insurance
Contracts, etc., for the year of distri-
bution.)

You must report your interest income
even if you did not get a Form 1099-INT.

For information on including the correct
amount of interest on your return for (1), (2),
(3), and (4) above, see How To Report In-
terest Income, later. Publication 550 in-
cludes examples showing how to report
these amounts.

If you received a taxable distribution of
bonds from a retirement or profit-sharing
plan ((5), above), see Worksheet for
savings bonds distributed from a retirement
or profit-sharing plan under How To Report
Interest Income in Publication 550 for infor-
mation on how to report the interest.

U.S. savings bond interest is ex-
@ empt from state and local taxes. The
Form 1099-INT you receive will in-

dicate the amount that is for U.S. savings
bond interest in box 3. Do not include this
amount on your state or local income tax
return.

Education Savings Bond Program. You
may be able to exclude from income all or
part of the interest you receive on the re-
demption of qualified U.S. savings bonds
during the year if you pay qualified higher
educational expenses during the same year.
This exclusion is known as the Education
Savings Bond Program.

If you are married, you can qualify for
this exclusion only if you file a joint return
with your spouse.

Form 8815. Use Form 8815, Exclusion
of Interest From Series EE U.S. Savings
Bonds Issued After 1989, to figure your ex-
clusion. Attach the form to your Form 1040
or Form 1040A.

Qualified U.S. savings bonds. A
qualified U.S. savings bond is a Series EE
U.S. savings bond issued after 1989. The
bond must be issued either in your name
(sole owner) or in your and your spouse's
names (co-owners). You must be at least
24 years old before the bond's issue date.

The date a bond is issued may be earlier
than the date the bond is purchased be-
cause bonds are issued as of the first day
of the month in which they are purchased.
You can designate any individual (including
a child) as a beneficiary of the bond (paya-
ble on death).

Verification by IRS.  Only Series EE
U.S. savings bonds issued after 1989 qual-
ify for this exclusion. If you claim the exclu-
sion, IRS will check it by using bond re-
demption information from Department of
the Treasury records.

Qualified expenses.  Qualified higher
educational expenses are tuition and fees
required for you, your spouse, or your de-
pendent (for whom you can claim an ex-
emption) to attend an eligible educational
institution. Qualified expenses do not in-
clude expenses for room and board or for
courses involving sports, games, or hobbies
that are not part of a degree program.

Eligible  educational  institutions.
These institutions include most public and
nonprofit universities and colleges and cer-
tain vocational schools that are eligible for
federal assistance.

Reduction for certain benefits. You
must reduce your qualified higher educa-
tional expenses by certain benefits the stu-
dent may have received. These benefits in-
clude:



1) Qualified scholarships that are exempt
from tax (see chapter 13 for informa-
tion on qualified scholarships), and

2) Any other nontaxable payments (other
than gifts, bequests, or inheritances)
received for educational expenses,
such as:

a) Veterans' educational assistance
benefits,

b)  Benefits under a qualified state
tuition program, or

c) Certain employer-provided edu-
cational assistance benefits.

Amount excludable. If the total pro-
ceeds (interest and principal) from the
qualified U.S. savings bonds you redeem
during the year are not more than your
qualified higher educational expenses for
the year, you can exclude all of the interest.
If the proceeds are more than the expenses,
you can exclude only part of the interest.

To determine the excludable amount,
multiply the interest part of the proceeds by
a fraction. The numerator (top part) of the
fraction is the qualified higher educational
expenses you paid during the year. The
denominator (bottom part) of the fraction is
the total proceeds you received during the
year.

Example. In April 1997, Mark and Joan,
a married couple, cashed a qualified Series
EE U.S. savings bond they bought in No-
vember 1991. They received proceeds of
$6,720, representing principal of $5,000 and
interest of $1,720. In 1997, they helped pay
for their daughter's college tuition. The
qualified higher educational expenses they
paid during 1997 totaled $4,000. They can
exclude $1,024 ($1,720 x ($4,000 =+
$6,720)) of interest in 1997. They must pay
tax on the remaining $696 ($1,720 -
$1,024) interest.

Modified adjusted gross income limit.
The interest exclusion is phased out if your
modified adjusted gross income (modified
AGI) is:

* $50,850 to $65,850 for taxpayers filing
single, head of household, and

* $76,250 to $106,250 for married tax-
payers filing jointly or gqualifying
widow(er) with dependent child.

You do not qualify for the interest exclusion
if your modified AGl is equal to or more than
the upper limit for your filing status.

Refunds for 1994 and 1995. In
@ 1996, the modified AGI amounts at
which the exclusion phases out

were retroactively increased. If that limit re-
duced or eliminated your exclusion in 1994
or 1995, you may be entitled to a refund.
For details, see the discussion of the Edu-
cation Savings Bond Program in chapter 1
of Publication 550.

Modified AGI, for purposes of this ex-
clusion, is adjusted gross income (line 16
of Form 1040A or line 32 of Form 1040)
figured before the interest exclusion, and
modified by adding back any:

1) Foreign earned income exclusion,

2) Foreign housing exclusion or de-
duction,

3) Exclusion of income for bona fide resi-
dents of American Samoa,

4) Exclusion for income from Puerto Rico,
and

5) Exclusion for adoption benefits re-
ceived under an employer's adoption
assistance program.

Use the worksheet in the instructions for
line 9, Form 8815, to figure your modified
AGI. If you have any of the exclusion or
deduction items listed above, add the
amount of the exclusion or deduction to the
amount on line 5 of the worksheet, and en-
ter the total on Form 8815, line 9, as your
modified AGI.

If you have investment interest expense
incurred to earn royalty income, see Edu-
cation Savings Bond Program in chapter 1
of Publication 550.

= Recordkeeping. If you claim the
ri interest exclusion, you must keep a
RIS written record of the Series EE U.S.
savings bonds issued after 1989 that you
redeem. Your written record must include
the serial number, issue date, face value,
and redemption proceeds of each bond.
You can use Form 8818, Optional Form
To Record Redemption of Series EE U.S.
Savings Bonds Issued After 1989, to keep
this information. You should also keep bills,
receipts, canceled checks, or other doc-
umentation that shows you paid qualified
higher educational expenses during the
year.

Bonds Sold Between

Interest Dates

If you sell a bond between interest payment
dates, part of the sales price represents in-
terest accrued to the date of sale. You must
report that part of the sales price as interest
income for the year of sale.

If you buy a bond between interest pay-
ment dates, part of the purchase price re-
presents interest accrued before the date
of purchase. When that interest is paid to
you, treat it as a return of your capital in-
vestment rather than interest income. See
Accrued interest on bonds under How To
Report Interest Income in chapter 1 of
Publication 550 for information on reporting
the payment.

Insurance

Life insurance proceeds paid to you as
beneficiary of the insured person are not
usually taxable. But if you receive the pro-
ceeds in installments, you must usually re-
port a part of each installment payment as
interest income.

For more information about insurance
proceeds received in installments, see
Publication 525.

Annuity. If you buy an annuity with life in-
surance proceeds, the annuity payments
you receive are taxed as pension and an-
nuity income, not as interest income. See
Publication 939, General Rule for Pensions
and Annuities, for information on taxation
of pension and annuity income.

Original Issue
Discount (OID)

Original issue discount (OID) is a form of
interest. You generally report OID as it ac-
crues, whether or not you receive any pay-
ments from the bond issuer.

A long-term debt instrument, such as a
bond, note, or other evidence of indebt-
edness, generally has OID when the in-
strument is issued for a price that is less
than its stated redemption price at maturity
(principal amount). The amount of OID is
the difference between the principal amount
and the issue price of the instrument.

All long-term debt instruments that pay
no interest before maturity are presumed to
be issued at a discount. Zero-coupon bonds
are one example of these instruments.

The OID rules do not apply to short-term
obligations (those with a fixed maturity date
of one year or less from date of issue). See
Discount on Short-Term Obligations in
Publication 550.

De minimis OID. You can disregard the
discount and treat it as zero if it is less than
one-fourth of 1% (.0025) of the stated re-
demption price at maturity, multiplied by the
number of full years from the date of original
issue to maturity. This small discount is
known as “de minimis OID.”

Example 1. You bought a 10-year
bond, with a stated redemption price at
maturity of $1,000, issued at $980 and
having OID of $20. One-fourth of 1% of
$1,000 (stated redemption price) times 10
(the number of full years from the date of
original issue to maturity) equals $25. Be-
cause the $20 discount is less than $25, you
can disregard reporting the OID.

Example 2. Assume the same facts as
in Example 1, except that the bond was is-
sued at $950. The OID is $50. Because the
$50 discount is more than the $25 figured
in Example 1, you must report the OID.

Debt instrument bought after original
issue. If you buy a debt instrument with de
minimis OID at a premium, the OID is not
includible in income. If you buy a debt in-
strument with de minimis OID at a discount,
the discount is reported under the market
discount rules. See Market Discount Bonds
in chapter 1 of Publication 550.

Exceptions to the OID rules. The OID
rules discussed in this chapter for publicly
offered, long-term instruments do not apply
to the following debt instruments.

1) Tax-exempt obligations. (However, see
Stripped tax-exempt obligations under
Stripped Bonds and Coupons in chap-
ter 1 of Publication 550).

2) U.S. savings bonds.

3) Short-term debt instruments (those
with a fixed maturity date of not more
than one year from the date of issue).

4) Obligations issued by an individual
before March 2, 1984.

5) Loans between individuals, if all the
following are true.

a) The lender is not in the business
of lending money.
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b)  The amount of the loan, plus the
amount of any outstanding prior
loans, is $10,000 or less.

¢) Avoiding any federal tax is not one
of the principal purposes of the
loan.

Form 1099-OID. The issuer of the debt
instrument (or your broker, if you held the
instrument through a broker) should give
you Form 1099-OID, Original Issue Dis-
count, or a similar statement, if the total OID
for the calendar year is $10 or more. Form
1099-0ID will show, in box 1, the amount
of OID for the period in 1997 that you held
the bond. It also will show, in box 2, the
stated interest that you must include in your
income. A copy of Form 1099-OID will be
sent to the IRS. Do not file your copy with
your return. Keep it for your records.

In most cases, you must report the entire
amount in boxes 1 and 2 of Form 1099-0ID
as interest income. But see Refiguring OID
shown on Form 1099-OID, later in this dis-
cussion, for more information.

Nominee. If someone else is the holder
of record (the registered owner) of an OID
instrument that belongs to you and receives
a Form 1099-0ID on your behalf, that per-
son must give you a Form 1099-OID.

Refiguring OID shown on Form
1099-0OID. You must refigure the OID
shown in box 1 of Form 1099-0ID if either
of the following apply.

1) You bought the debt instrument after
its original issue and paid a premium
or an acquisition premium.

2) The debt instrument is a stripped bond
or a stripped coupon (including certain
zero coupon instruments).

For information about figuring the correct
amount of OID to include in your income,
see Figuring OID on Long-Term Debt In-
struments in Publication 1212.

Form 1099-0ID not received. If you had
OID for 1997 but did not receive a Form
1099-0ID, see Publication 1212 which lists
total OID on certain debt instruments. If your
debt instrument is not listed in Publication
1212, consult the issuer for information
about the OID that accrued for 1997.

Refiguring periodic interest shown on
Form 1099-0OID. If you disposed of a cor-
porate debt instrument or acquired it from
another holder during 1997, see Bonds Sold
Between Interest Dates, earlier, for infor-
mation about the treatment of periodic in-
terest that may be shown in box 2 of Form
1099-0ID for that instrument.

Certificates of deposit (CDs). If you buy
a CD with a maturity of more than one year,
you must include in income each year a part
of the total interest due and report it in the
same way as other OID.

This also applies to similar deposit ar-
rangements with banks, building and loan
associations, etc., including:

* Time deposits,

* Bonus plans,

* Savings certificates,

* Deferred income certificates,
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* Bonus savings certificates, and
* Growth savings certificates.

Bearer certificates of deposit. These
are not issued in the depositor's name and
are transferable from one individual to an-
other.

Banks must provide the IRS and the
person redeeming the bearer certificate with
a Form 1099-INT.

CDs issued after 1982 generally must
be in registered form. For more information
about this requirement, see Bearer obli-
gations in chapter 4 of Publication 550.

More information.  See chapter 1 of Pub-
lication 550 for more information about OID
and related topics, such as market discount
bonds.

State or Local

Government Obligations

Generally, interest on obligations used to
finance government operations is not taxa-
ble if the obligations are issued by a state,
the District of Columbia, a possession of the
United States, or any of their political sub-
divisions. This includes interest on certain
obligations issued after 1982 by an Indian
tribal government treated as a state.

Interest on arbitrage bonds issued by
state or local governments after October 9,
1969, and interest on private activity bonds
generally is taxable.

For more information on whether such
interest is taxable or tax exempt, see State
or Local Government Obligations in chapter
1 of Publication 550.

Information reporting requirement. If you
are required to file a tax return and you re-
ceived or accrued any tax-exempt interest
income, you must show that interest on your
return. This is an information reporting re-
quirement and does not convert tax-exempt
interest to taxable interest.

When To Report
Interest Income

When you report your interest income de-
pends on whether you use the cash method
or an accrual method to report income.

Cash method. If you use this method, you
generally report your interest income in the
year in which you actually or constructively
receive it. Most individual taxpayers use this
method. However, there are special rules
for reporting the discount on certain debt
instruments. See U.S. Savings Bonds, and
Original Issue Discount, earlier.

Example. On September 1, 1995, you
loaned a friend $2,000 at 12% a year. The
note stated that principal and interest would
be due on August 31, 1997. In 1997, you
received $2,480 ($2,000 principal and $480
interest). If you use the cash method, you
must include in income on your 1997 return
the $480 interest you received in that year.

Constructive receipt. You construc-
tively receive income when it is credited to
your account or made available to you. You
do not need to have physical possession
of it. For example, you are considered to

receive interest, dividends, or other
earnings on any deposit or account in a
bank, savings and loan, or similar financial
institution, or interest on life insurance policy
dividends left to accumulate, when they are
credited to your account and subject to your
withdrawal. This is true even if they are not
yet entered in your passbook.

You constructively receive income on
the deposit or account even if you must:

1) Make withdrawals in multiples of even
amounts,

2) Give a notice to withdraw before mak-
ing the withdrawal,

3) Withdraw all or part of the account to
withdraw the earnings, or

4) Pay a penalty on early withdrawals,
unless the interest you are to receive
on an early withdrawal or redemption
is substantially less than the interest
payable at maturity.

Accrual method. If you use an accrual
method, you report your interest income
when you earn it, whether or not you have
received it.

Example. If, in the previous example,
you use an accrual method, you must in-
clude the interest in your income as you
earn it. You would report the interest as
follows: 1995, $80; 1996, $240; and 1997,
$160.

Coupon bonds. Interest on coupon bonds
is taxable in the year the coupon becomes
due and payable. It does not matter when
you mail the coupon for payment.

How To Report
Interest Income

Generally, you report all of your taxable in-
terest income on line 8a, Form 1040; line
8a, Form 1040A; or line 2, Form 1040EZ.

You cannot use Form 1040EZ if any of
the following are true.

1) Your interest income is more than
$400.

2) You are excluding interest under the
Education Savings Bond Program.

3) You received interest as a nominee
(that is, in your name but the interest
actually belongs to someone else).

4) You received a Form 1099—INT for
U.S. savings bond interest that in-
cludes amounts you reported before
1997.

Instead, you must complete the schedules
for Form 1040A or Form 1040.

Form 1040A. You must complete Part | of
Schedule 1 (Form 1040A) if you file Form
1040A and:

1) Your taxable interest income totals
more than $400,

2) You are claiming the interest exclusion
under the Education Savings Bond
Program,

3) You received a Form 1099—INT for
tax-exempt interest,



4) You received interest from a seller-
financed mortgage and the buyer used
the property as a home, or

5) You received, as a nominee, interest
that actually belongs to someone else.

List each payer's name and the amount of
interest income received from each payer
on line 1. If you received a Form 1099-INT
or Form 1099-0OID from a brokerage firm,
list the brokerage firm as the payer.

Form 1040. You must use Form 1040 in-
stead of Form 1040A or Form 1040EZ if:

1) You are reporting OID in an amount
more or less than the amount shown
on Form 1099-0ID,

2) You received or paid accrued interest
on securities transferred between in-
terest payment dates,

3) You acquired taxable bonds after 1987
and choose to reduce interest income
from the bonds by any amortizable
bond premium (see Bond Premium
Amortization in chapter 3 of Publication
550), or

4) You forfeited interest income because
of the early withdrawal of a time de-
posit.

Schedule B. You must complete Part
1 of Schedule B (Form 1040) if any of the
following apply.

1) Your taxable interest income is more
than $400.

2) You are claiming the interest exclusion
under the Education Savings Bond
Program.

3) You received interest from a seller-
financed mortgage and the buyer used
the property as a home.

4) You received a Form 1099—INT for
tax-exempt interest.

5) You received, as a nominee, interest
that actually belongs to someone else.

6) You received a Form 1099—INT for in-
terest on a bond that you bought be-
tween interest payment dates.

7) Statement (1) or (3) in the preceding
list is true.

On line 1, Part I, list each payer's name and
the amount received from each.

Form 1099-INT. Your taxable interest in-
come, except for interest from U.S. savings
bonds and Treasury obligations, is shown
in box 1 of Form 1099—INT. Add this amount
to any other taxable interest income you
received. You must report all of your taxable
interest income even if you do not receive
a Form 1099-INT.

If you forfeited interest income because
of the early withdrawal of a time deposit, the
deductible amount will be shown on Form
1099—-INT in box 2 (early withdrawal pen-
alty). If an amount appears in box 2, file
Form 1040 and report this amount on line
29 (penalty on early withdrawal of savings).

Box 3 of Form 1099-INT shows the
amount of interest income you received
from U.S. savings bonds, Treasury bhills,
Treasury notes, and Treasury bonds. In-
clude the amount shown in box 3 in your
total taxable interest income, unless it in-
cludes an amount previously included in in-
terest income. If part of the amount shown
in box 3 was previously included in interest

income, see U.S. savings bond interest
previously reported, next.

Box 4 of Form 1099—INT (federal income
tax withheld) will contain an amount if you
were subject to backup withholding. You
may have been subject to backup with-
holding if, for example, you did not furnish
your social security number to a payer. Re-
port the amount from box 4 on Form
1040EZ, line 7, on Form 1040A, line 29a,
or on Form 1040, line 54 (federal income tax
withheld).

U.S. savings bond interest previously
reported. If you received a Form 1099—INT
for U.S. savings bond interest, the form may
show interest you do not have to report. See
Form 1099-INT for U.S. savings bonds in-
terest, earlier, under U.S. Savings Bonds.

On line 1, Part | of Schedule B (Form
1040), or on line 1, Part | of Schedule 1
(Form 1040A), report all the interest shown
on your Form 1099-INT. Then make the
following adjustment. Several lines above
line 2, enter a subtotal of all interest listed
on line 1. Below the subtotal write “U.S.
Savings Bond Interest Previously
Reported,” and enter amounts previously
reported or interest accrued before receiv-
ing the bond. (To figure the amount to enter
for interest reported or being reported as a
taxable distribution from a retirement or
profit-sharing plan, see Worksheet for
savings bonds distributed from a retirement
or profit-sharing plan under How To Report
Interest Income in chapter 1 of Publication
550.) Subtract these amounts from the
subtotal and enter the result on line 2.

More information. For more information
about how to report interest income, see
chapter 1 of Publication 550 or the in-
structions for the form you must file.
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9.

Dividends and
Other Corporate
Distributions

Important Changes
for 1997

Capital gain distributions. You must re-
port your capital gain distributions on
Schedule D (Form 1040) in all cases. This
is so that you can benefit from the new
maximum capital gains rates. For informa-
tion on those rates, see chapter 17.

REIT's undistributed capital gains. For
tax years beginning after August 5, 1997, a
real estate investment trust (REIT) can keep
its long-term capital gains and pay the tax
on them, in the same way as a mutual fund.
Your share of the gains and the tax paid
will be reported to you on Form 2439. For
more information, see Undistributed capital
gains of mutual funds and REITs, later, un-
der Capital Gain Distributions.

Important Reminder

Foreign-source income.  If you are a U.S.
citizen with investment income from sources
outside the United States (foreign income),
you must report all that income on your tax
return unless it is exempt by U.S. law. This
is true whether you reside inside or outside
the United States and whether or not you
receive a Form 1099 from the foreign payer.

Introduction

This chapter discusses the tax treatment of:

* Dividend income,
* Capital gain distributions,
* Nontaxable distributions, and

* Other distributions you may receive
from a corporation or a mutual fund.

This chapter also explains how to report
dividend income on your tax return.

Dividends are distributions of money,
stock, or other property paid to you by a
corporation. You also may receive dividends
through a partnership, an estate, a trust, or
an association that is taxed as a corpo-
ration. However, some amounts you re-
ceive that are called dividends are actually
interest income. See Dividends that are ac-
tually interest under Taxable Interest in
chapter 8.

Most distributions that you receive are
paid in cash (or check). However, you may
receive more stock, stock rights, other
property, or services. These distributions
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are also discussed in this chapter.

Useful Items
You may want to see:
Publication
[0 514 Foreign Tax Credit for Individ-
uals
[J 550 Investment Income and Ex-
penses
[0 564 Mutual Fund Distributions

Form (and Instructions)

[0 Schedule B (Form 1040) Interest and
Dividend Income

[0 Schedule 1 (Form 1040A) Interest
and Dividend Income for Form
1040A Filers

General Information

This section discusses general rules on
dividend income.

Passive activity income and losses.
There are tax rules that limit the amount of
losses and tax credits from passive activ-
ities you can claim. Generally, you can use
losses from passive activities only to offset
income from passive activities. You gener-
ally cannot use passive activity losses to
offset your other income, such as your
wages or your portfolio income. Portfolio
income is any gross income from interest,
dividends, etc., that is not derived in the
ordinary course of a trade or business. For
more information about determining and
reporting income and losses from passive
activities, see Publication 925.

Tax on investment income of a child un-
der age 14. Part of a child's investment
income may be taxed at the parent's tax
rate. This may happen if the child was under
age 14, had more than $1,300 of investment
income (such as taxable interest and divi-
dends) and has to file a tax return, and ei-
ther parent was alive at the end of the year.
If these requirements are met, Form 8615,
Tax for Children Under Age 14 Who Have
Investment Income of More Than $1,300,
must be completed and attached to the
child's tax return. If these requirements are
not met, Form 8615 is not required and the
child's income is taxed at his or her own tax
rate.

However, parents can choose to include
their child's interest and dividends on their
return if certain requirements are met. Use
Form 8814, Parents' Election To Report
Child's Interest and Dividends, for this pur-
pose.

For more information about the tax on
investment income of children and the par-
ents' election, see chapter 32.

Beneficiary of an estate or trust. Interest,
dividends, or other investment income you
receive as a beneficiary of an estate or trust
is generally taxable income. You should re-
ceive a Schedule K-1 (Form 1041), Ben-
eficiary’'s Share of Income, Deductions,
Credits, etc., from the fiduciary. Your copy
of Schedule K-1 and its instructions will tell
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you where to report the items on your Form
1040.

Social security number (SSN).  You must
give your name and SSN (or individual tax-
payer identification number (ITIN)) to any
person required by federal tax law to make
a return, statement, or other document that
relates to you. This includes payers of divi-
dends.

For more information on SSNs and
ITINs, see Social security number (SSN) in
chapter 8.

Penalty for failure to supply SSN. If
you do not give your SSN or ITIN to the
payer of dividends, you may have to pay a
penalty. See Failure to supply social secu-
rity number under Penalties in chapter 1.
Backup withholding also may apply.

Backup withholding.  Your investment in-
come is generally not subject to regular
withholding. However, it may be subject to
backup withholding to ensure that income
tax is collected on this income.

When you open a new account you must
certify under penalties of perjury that your
SSN or ITIN is correct and that you are not
subject to backup withholding. Your payer
will give you a Form W-9, Request for
Taxpayer Identification Number and Certif-
ication, or a similar form, to make this cer-
tification. If you fail to make this certification,
backup withholding may begin immediately
on your new account or investment, and
31% of the amount paid on your account
or investment will be withheld. Backup
withholding may also be required if the
Internal Revenue Service (IRS) has deter-
mined that you underreported your interest
or dividend income. For more information,
see Backup Withholding in chapter 5.

Stock certificate in two or more names.

If two or more persons hold stock as joint
tenants, tenants by the entirety, or tenants
in common, each person may receive a
share of any dividends from the stock. Each
person's share is determined by local law.

Form 1099-DIV. Most corporations use
Form 1099-DIV, Dividends and Distribu-
tions, to show you the distributions you re-
ceived from them during the year. Keep this
form with your records. You do not have to
attach it to your tax return. Even if you do
not receive Form 1099-DIV, you must re-
port all of your taxable dividend income.

Reporting tax withheld. If tax is with-
held from your dividend income, the payer
must give you a Form 1099-DIV that indi-
cates the amount withheld.

Nominees. If someone receives distri-
butions as a nominee for you, that person
will give you a Form 1099-DIV, which will
show distributions received on your behalf.

Form 1099-MISC. Certain substitute pay-
ments in lieu of dividends or tax-exempt in-
terest that are received by a broker on your
behalf must be reported to you on Form
1099-MISC, Miscellaneous Income, or a
similar statement. See Reporting substitute
payments under Short Sales in chapter 4
of Publication 550 for more information
about reporting these payments.

Incorrect amount shown on a Form 1099.

If you receive a Form 1099 that shows an
incorrect amount (or other incorrect infor-
mation), you should ask the issuer for a



corrected form. The new Form 1099 you
receive will be marked “CORRECTED.”

Dividends on stock sold. If stock is sold,
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 dividend check) must include
the dividend in income.

Dividends received in January. If a reg-
ulated investment company (mutual fund)
or real estate investment trust (REIT) de-
clares a dividend (including any exempt-
interest dividend) in October, November, or
December and that dividend is payable to
you on a specified date by December 31,
you are considered to have received the
dividend on December 31 even though the
company or trust actually pays the dividend
during January of the following calendar
year. You report the amount in the year of
declaration.

Ordinary Dividends

Ordinary (taxable) dividends are the most
common type of distribution from a corpo-
ration. They are paid out of the earnings and
profits of a corporation and are ordinary in-
come to you. This means they are not cap-
ital gains. You can assume that any divi-
dend you receive on common or preferred
stock is an ordinary dividend unless the
paying corporation tells you otherwise.

Dividends used to buy more stock. The
corporation in which you own stock may
have a dividend reinvestment plan.  This
plan lets you choose to use your dividends
to buy (through an agent) more shares of
stock in the corporation instead of receiving
the dividends in cash. If you are a member
of this type of plan and you use your divi-
dends to buy more stock at a price equal to
its fair market value, you must report the
dividends as income.

If you are a member of a dividend rein-
vestment plan that lets you buy more stock
at a price less than its fair market value, you
must report as income the fair market value
of the additional stock on the dividend pay-
ment date.

You also must report as income any
service charge subtracted from your cash
dividends before the dividends are used to
buy the additional stock. But you may be
able to deduct the service charge. See
chapter 30 for more information about de-
ducting expenses of producing income.

In some dividend reinvestment plans,
you can invest more cash to buy shares of
stock at a price less than fair market value.
If you choose to do this, you must report as
income the difference between the cash you
invest and the fair market value of the stock
you buy. When figuring this amount, use the
fair market value of the stock on the divi-
dend payment date.

Money market funds. Report amounts you
receive from money market funds as divi-
dend income. Money market funds are a
type of mutual fund and should not be con-
fused with bank money market accounts
that pay interest.

Capital Gain
Distributions

Capital gain distributions (also called capital
gain dividends) are paid to you or credited
to your account by regulated investment
companies  (commonly called mutual
funds) and real estate investment trusts.
They will be shown in box 1c of the Form
1099-DIV you receive from the mutual fund
or REIT. Report capital gain distributions as
long-term capital gains regardless of how
long you owned your shares in the mutual
fund or REIT.

If you receive capital gain distributions
on mutual fund or REIT stock you hold 6
months or less and sell at a loss, see Loss
on mutual fund or REIT stock held 6 months
or less under Holding Period in chapter 15.

Undistributed capital gains of mutual
funds and REITs. Some mutual funds keep
their long-term capital gains and pay tax on
them. You must treat your share of these
gains as distributions, even though you did
not actually receive them. However, they
are not included on Form 1099-DIV. In-
stead, your share of the fund's undistributed
capital gains and tax paid will be reported
to you on Form 2439, Notice to Share-
holder of Undistributed Long-Term Capital
Gains.

For tax years beginning after August 5,
1997, a real estate investment trust (REIT)
can keep its long-term capital gains and pay
the tax on them, in the same way as a mu-
tual fund. Your share of these gains and the
tax paid on them will also be reported to you
on Form 2439.

Report undistributed capital gains as
long-term capital gains on line 11 of
Schedule D (Form 1040). You take credit for
the tax paid by the mutual fund or REIT by
including it on line 59, Form 1040, and
checking box a on that line. Attach Copy B
of Form 2439 to your return, and keep Copy
C for your records.

Basis adjustment.  Increase your basis
in your mutual fund stock, or your interest
in a REIT, by the difference between the
gain you report and the credit you claim for
the tax paid.

Additional information. For more infor-
mation on the treatment of distributions from
mutual funds, see Publication 564, Mutual
Fund Distributions.

Nontaxable
Distributions

You may receive a return of capital or a
tax-free distribution of more shares of stock
or stock rights. These distributions are not
treated the same as ordinary dividends or
capital gain distributions.

Return of Capital

A return of capital is a distribution that is not
paid out of the earnings and profits of a
corporation. It is a return of your investment
in the stock of the company. You should
receive a Form 1099-DIV or other state-
ment from the corporation showing you
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what part of the distribution is a return of
capital. If you do not receive such a state-
ment, you report the distribution as an ordi-
nary dividend.

Basis adjustment. A return of capital re-
duces the basis of your stock. It is not taxed
until your basis in the stock is fully recov-
ered. If you buy stock in a corporation in
different lots at different times, and you
cannot definitely identify the shares subject
to the return of capital, reduce the basis of
your earliest purchases first.

When the basis of your stock has been
reduced to zero, report any additional return
of capital that you receive as a capital gain.
Whether you report it as a long-term or
short-term capital gain depends on how
long you have held the stock. See Holding
Period in chapter 15.

Example. You bought stock in 1986 for
$100. In 1988, you received a return of
capital of $80. You did not include this
amount in your income, but you reduced the
basis of your stock to $20. You received a
return of capital of $30 in 1997. The first $20
of this amount reduced your basis to zero.
You report the other $10 as a long-term
capital gain for 1997. You must report as a
long-term capital gain any return of capital
you receive on this stock in later years.

Liquidating distributions. Liquidating
distributions, sometimes called liquidating
dividends, are distributions you receive
during a partial or complete liquidation of a
corporation. These distributions are, at least
in part, one form of a return of capital. They
may be paid in one or more installments.
You will receive a Form 1099-DIV from the
corporation showing you the amount of the
liquidating distribution.

For more information on liquidating dis-
tributions, see chapter 1 of Publication 550.

Distributions of Stock
and Stock Rights

Distributions by a corporation of its own
stock are commonly known as stock divi-
dends. Stock rights (also known as “stock
options”) are distributions by a corporation
of rights to subscribe to the corporation's
stock. Generally, stock dividends and stock
rights are not taxable to you, and you do
not report them on your return.

Taxable stock dividends and stock
rights. Distributions of stock dividends and
stock rights are taxable to you if any of the
following apply.

1) You or any other shareholder has the
choice to receive cash or other prop-
erty instead of stock or stock rights.

2) The distribution gives cash or other
property to some shareholders and an
increase in the percentage interest in
the corporation's assets or earnings
and profits to other shareholders.

3) The distribution is in convertible pre-
ferred stock and has the same result
as in (2).

4) The distribution gives preferred stock
to some common stock shareholders
and gives common stock to other
common stock shareholders.
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5) The distribution is on preferred stock.
(The distribution, however, is not taxa-
ble if it is an increase in the conversion
ratio of convertible preferred stock
made solely to take into account a
stock dividend, stock split, or similar
event that would otherwise result in
reducing the conversion right.)

The term “stock” includes rights to ac-
quire stock, and the term “shareholder” in-
cludes a holder of rights or of convertible
securities.

If you receive taxable stock dividends
or stock rights, include their fair market
value at the time of the distribution in your
income.

Preferred stock redeemable at a pre-
mium. If you hold preferred stock having
a redemption price higher than its issue
price, the difference (the redemption pre-
mium) generally is taxable as a constructive
distribution of additional stock on the pre-
ferred stock. For more information, see
chapter 1 of Publication 550.

Basis. Your basis in stock or stock rights
received in a taxable distribution is their fair
market value when distributed. If you re-
ceive stock or stock rights that are not tax-
able to you, see Stocks and Bonds under
Basis of Investment Property in chapter 4
of Publication 550 for information on how to
figure their basis.

Fractional shares. You may not own
enough stock in a corporation to receive a
full share of stock if the corporation declares
a stock dividend. However, with the ap-
proval of the shareholders, the corporation
may set up a plan in which fractional shares
are not issued, but instead are sold, and the
cash proceeds are given to the sharehold-
ers. Any cash you receive for fractional
shares under such a plan is treated as an
amount realized on the sale of the fractional
shares. You must determine your gain or
loss and report it as a capital gain or loss
on Schedule D (Form 1040). Your gain or
loss is the difference between the cash you
receive and the basis of the fractional
shares sold.

Example. You own one share of com-
mon stock that you bought on January 3,
1990, for $100. The corporation declared a
common stock dividend of 5% on June 30,
1997. The fair market value of your stock
at the time the stock dividend was declared
was $200. You were paid $10 for the
fractional-share stock dividend under a plan
described in the above paragraph. You fig-
ure your gain or loss as follows:

Fair market value of old stock ................ $200.00
Fair market value of stock dividend

(cash received) .....ccccoveeniiiiiiiiiiees 10.00
Fair market value of old stock and

stock dividend .........c.coceeviiiiiciiie $210.00
Basis (cost) of old stock after the stock

dividend (($200 + $210) x $100) .......... $95.24
Basis (cost) of stock dividend

(($10 + $210) x $100) ...eevvrvrrirerrerenn 4.76
Total .... $100.00
Cash received $10.00
Basis (cost) of stock dividend ................. __476
Gain $5.24

Because you had held the share of stock
more than one year at the time the stock
dividend was declared, your gain on the
stock dividend is a long-term capital gain.
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Scrip dividends. A corporation that
declares a stock dividend may issue you a
scrip certificate that entitles you to a frac-
tional share. The certificate is generally
nontaxable when you receive it. If you
choose to have the corporation sell the
certificate for you and give you the pro-
ceeds, your gain or loss is the difference
between the proceeds and the portion of
your basis in the corporation's stock that is
allocated to the certificate.

However, if you receive a scrip certif-
icate that you can choose to redeem for
cash instead of stock, the certificate is tax-
able when you receive it. You must include
in income its fair market value on the date
you receive it.

Other Distributions

You may receive any of the following distri-
butions during the year.

Exempt-interest dividends. Exempt-
interest dividends you receive from a regu-
lated investment company (mutual fund) are
not included in your taxable income. (How-
ever, see Information reporting requirement,
next.) You will receive a notice from the
mutual fund telling you the amount of the
exempt-interest dividends you received.
Exempt-interest dividends are not shown
on Form 1099-DIV or Form 1099—-INT. See
Gains and Losses in Publication 564 for in-
formation about the loss treatment of mutual
fund stock on which you received exempt-
interest dividends.

Information reporting requirement.
Although these dividends are not taxable,
you must show them on your tax return if
you have to file. This is an information re-
porting requirement and does not convert
exempt-interest dividends to taxable in-
come.

Alternative minimum tax treatment.
Exempt-interest dividends may be treated
as tax-exempt interest on specified private
activity bonds, which is a “tax preference
item” that may be subject to the alternative
minimum tax. See Alternative Minimum Tax
in chapter 31 for more information.

Dividends on insurance policies. Insur-
ance policy dividends that the insurer keeps
and uses to pay your premiums are not
taxable. However, you must report as taxa-
ble interest income the interest paid or
credited on dividends left with an insurance
company. See chapter 8 for treatment of
interest income.

If dividends on an insurance contract
(other than a modified endowment contract)
are distributed to you, they are a partial re-
turn of the premiums you paid. Do not in-
clude them in your gross income until they
are more than the total of all net premiums
you paid for the contract. (For information
on the treatment of a distribution from a
modified endowment contract, see Distribu-
tions before annuity starting date from a
nonqualified plan under Taxation of Nonpe-
riodic Payments in Publication 575, Pension
and Annuity Income.) Report any taxable
distributions on insurance policies on line
16b (Form 1040) or line 11b (Form 1040A).

Dividends on veterans' insurance. Divi-
dends you receive on veterans' insurance
policies are not taxable. In addition, do not
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report as taxable income interest on divi-
dends left with the Department of Veterans
Affairs. See Veterans in chapter 6 for more
information about veterans' benefits.

Patronage dividends.  Generally, patron-
age dividends you receive in money from a
cooperative organization are included in
your income.

Do not include in your income patronage
dividends you receive on:

1) Property bought for your personal use,
or

2) Capital assets or depreciable property
bought for use in your business. But
you must reduce the basis (cost) of the
items bought. If the dividend is more
than the adjusted basis of the assets,
you must report the excess as income.

These rules are the same whether the
cooperative paying the dividend is a taxable
or tax-exempt cooperative.

Alaska Permanent Fund dividends. Do
not report these amounts as dividends. In-
stead, report them on line 21 of Form 1040,
line 12 of Form 1040A, or line 3 of Form
1040EZ.

How To Report
Dividend Income

Generally, you can use either Form 1040
or Form 1040A to report your dividend in-
come. However, you must use Form 1040
if you receive capital gain distributions or
return of capital distributions. You cannot
use Form 1040EZ if you receive any divi-
dend income.

Report the total of your taxable dividend
income on line 9 of Form 1040 or Form
1040A.

Form 1099-DIV. If you owned stock on
which you received $10 or more in gross
dividends and other distributions, you
should receive a Form 1099-DIV. Even if
you do not receive Form 1099-DIV, you
must report all of your taxable dividend in-
come.

See Form 1099-DIV for more informa-
tion on how to report dividend income.

Form 1040A. You must complete Part Il
of Schedule 1 (Form 1040A) and attach it
to your Form 1040A, if:

1) Your gross dividend income (box la
of Form 1099-DIV) totals more than
$400, or

2) You received, as a nominee, dividends
that actually belong to someone else.

List on line 5, Part Il of Schedule 1, each
payer's name and the amount of dividend
income received from each payer. If you
received a Form 1099-DIV from a broker-
age firm, list the brokerage firm as the
payer.

Enter on line 6 the total of the amounts
listed on line 5. Also enter this total on line
9, Form 1040A.

Form 1040. You must fill in Part Il of
Schedule B and attach it to your Form 1040,
if:



1) Your gross dividends (box 1a of Form
1099-DIV), including capital gain and
nontaxable distributions, are more than
$400, or

2) You received, as a nominee, dividends
that actually belong to someone else.

If your total dividends are more than $400,
you must also complete Part Ill of Schedule
B.

You must report all of your dividend in-
come (box l1a of Form 1099-DIV) on line
5, Part Il of Schedule B. You must include
on this line all the ordinary dividends, capital
gain distributions, and return of capital dis-
tributions (other than liquidating distribu-
tions) you received. List the name of each

payer and the amount of distribution you
received. If your securities are held by a
brokerage firm (in “street name”), list the
name of the brokerage firm that is shown
on Form 1099-DIV as the payer. If your
stock is held by a nominee who is the owner
of record, and the nominee credited or paid
you dividends on the stock, show the name
of the nominee and the dividends you re-
ceived or for which you were credited.

Enter on line 6 the total of the amounts
listed on line 5.

Enter on line 7 any amount shown on
line 5 that is a capital gain distribution. Enter
on line 8 any amount from line 5 that is a
return of capital.

Add the amounts shown on lines 7 and
8, and enter the total on line 9. Subtract the

Chapter 9 Dividends and Other Corporate Distributions

amount on line 9 from the amount on line
6. The difference, if any, is your taxable or-
dinary dividends. Enter this amount on line
10, Part Il of Schedule B, and on line 9,
Form 1040.

Expenses related to dividend income.
You may deduct expenses related to divi-
dend income only if you itemize your de-
ductions on Schedule A (Form 1040). See
chapter 30 for general information about
deducting expenses of producing income.

More information. For more information
about how to report dividend income, see
chapter 1 of Publication 550 or the in-
structions for the form you must file.
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10.

Rental Income
and Expenses

Introduction

This chapter discusses rental income and
expenses on real property. It covers the
following topics.

* Rental income.
* Rental expenses.

* Vacation homes and other dwelling
units.

* Depreciation.
* Limits on rental losses.

* How to report your rental income and
expenses.

If you sell or otherwise dispose of your
rental property, see Publication 544, Sales
and Other Dispositions of Assets.

If you have a loss from damage to, or
from theft of, rental property, see Publica-
tion 547, Casualties, Disasters, and Thefts
(Business and Nonbusiness).

If you rent out a condominium or a co-
operative apartment, some special rules
apply to you even though you receive the
same tax treatment as other owners of
rental property. See Publication 527 for
more information.

Useful Items
You may want to see:
Publication
[0 527 Residential Rental Property
[0 534 Depreciating Property Placed in
Service Before 1987
[0 535 Business Expenses
[0 925 Passive Activity and At-Risk
Rules
[0 946 How To Depreciate Property

Form (and Instructions)

[0 4562 Depreciation and Amortization
[0 8582 Passive Activity Loss Limitations

[0 Schedule E (Form 1040) Supple-
mental Income and Loss

Advance rent. Advance rent is any amount
you receive before the period that it covers.
Include advance rent in your rental income
in the year you receive it regardless of the
period covered or the method of accounting
you use.

Example. You sign a 10-year lease to
rent your property. In the first year, you re-
ceive $5,000 for the first year's rent and
$5,000 as rent for the last year of the lease.
You must include $10,000 in your income
in the first year.

Security deposits. Do not include a se-
curity deposit in your income when you re-
ceive it if you plan to return it to your tenant
at the end of the lease. But if you keep part
or all of the security deposit during any year
because your tenant does not live up to the
terms of the lease, include the amount you
keep in your income for that year.

If an amount called a security deposit is
to be used as a final payment of rent, it is
advance rent. Include it in your income
when you receive it.

Payment for canceling a lease. If your
tenant pays you to cancel a lease, the
amount you receive is rent. Include the
payment in your income for the year you
receive it regardless of your method of ac-
counting.

Expenses paid by tenant.  If your tenant
pays any of your expenses, the payments
are rental income. You must include them
in your income. You can deduct the ex-
penses if they are deductible rental ex-
penses. See Rental Expenses, later, for
more information.

Property or services. If you receive prop-
erty or services, instead of money, as rent,
include the fair market value of the property
or services in your rental income.

If the services are provided at an agreed
upon or specified price, that price is the fair
market value unless there is evidence of a
different fair market value.

Rental of property also used as a home.

If you rent property that you also use as
your home and you rent it for less than 15
days during the tax year, do not include the
rent you receive in your gross income. You
cannot deduct rental expenses. However,
you can deduct the interest, taxes, and
casualty and theft losses that are allowed
for non-rental property on Schedule A of
Form 1040. See Personal Use of Vacation
Home or Dwelling Unit, |ater.

Part interest.  If you own a part interest in
rental property, you must report your part
of the rental income from the property.

Rental Income

You generally must include in your gross
income all amounts you receive as rent.
Rental income is any payment you re-
ceive for the use or occupation of property.
In addition to amounts you receive as
normal rent payments, there are other
amounts that may be rental income.
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Rental Expenses

This part discusses repairs and certain
other expenses of renting property that you
ordinarily can deduct from your gross rental
income. It includes information on the ex-
penses you can deduct if you rent part of
your property, or if you change your prop-
erty to rental use. Depreciation, which you
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can also deduct from your gross rental in-
come, is discussed later.

Part interest.  If you own a part interest in
rental property, you can deduct your part
of the expenses that you paid.

When to deduct. You generally deduct
your rental expenses in the year you pay
or incur them.

Vacant rental property.  If you hold prop-
erty for rental purposes, you may be able
to deduct your ordinary and necessary ex-
penses for managing, conserving, or main-
taining the property while the property is
vacant. However, you cannot deduct any
loss of rental income for the period the
property is vacant.

Pre-rental expenses. You can deduct
your ordinary and necessary expenses for
managing, conserving, or maintaining rental
property from the time you make it available
for rent.

Expenses for rental property sold. If
you sell property you held for rental pur-
poses, you can deduct the ordinary and
necessary expenses for managing, con-
serving, or maintaining the property until it
is sold.

Personal use of rental property. If you
sometimes use your rental property for
personal purposes, you must divide your
expenses between rental and personal use.
Also, your rental expense deductions may
be limited. See Personal Use of Vacation
Home or Dwelling Unit, later.

Repairs and Improvements

You can deduct the cost of repairs that you
make to your rental property. You cannot
deduct the cost of improvements. You re-
cover the cost of improvements by taking
depreciation (explained later).

Separate the costs of repairs and im-
provements, and keep accurate records.
You will need to know the cost of improve-
ments when you sell or depreciate your

property.

Repairs. A repair keeps your property in
good operating condition. It does not mate-
rially add to the value of your property or
substantially prolong its life. Repainting
property inside or out, fixing gutters or
floors, fixing leaks, plastering, and replacing
broken windows are examples of repairs.

If you make repairs as part of an exten-
sive remodeling or restoration of your prop-
erty, the whole job is an improvement.

Improvements.  An improvement adds to
the value of your property, prolongs its
useful life, or adapts it to new uses. Putting
a recreation room in an unfinished base-
ment, paneling a den, adding a bathroom
or bedroom, putting decorative grillwork on
a balcony, putting up a fence, putting in new
plumbing or wiring, putting in new cabinets,
putting on a new roof, and paving a
driveway are examples of improvements.

If you make an improvement to property,
the cost of the improvement must be capi-
talized. The capitalized cost can generally
be depreciated as if the improvement were
separate property.



Other Expenses

Other expenses you can deduct from your
gross rental income include advertising,
janitor and maid service, utilities, fire and
liability insurance, taxes, interest, commis-
sions for the collection of rent, ordinary and
necessary travel and transportation, and
other expenses discussed below.

Rental payments for property. You can
deduct the rent you pay for property that you
use for rental purposes. If you buy a
leasehold for rental purposes, you can de-
duct an equal part of the cost each year
over the term of the lease.

Rental of equipment. You can deduct the
rent you pay for equipment that you use for
rental purposes. However, in some cases,
lease contracts are actually purchase con-
tracts. If so, you cannot deduct these pay-
ments. You can recover the cost of pur-
chased equipment through depreciation.

Insurance premiums.  You can deduct in-
surance premiums you pay for rental prop-
erty. If you pay a premium for more than one
year in advance, each year you can deduct
the part of the premium payment that will
apply to that year. You cannot deduct the
total premium in the year you pay it.

Local benefit taxes. Generally, you cannot
deduct charges for local benefits that in-
crease the value of your property, such as
charges for putting in streets, sidewalks, or
water and sewer systems. These charges
are capital expenditures that you cannot
depreciate. You must add them to the basis
of your property. You can deduct local
benefit taxes if they are for maintaining, re-
pairing, or paying interest charges for the
benefits.

Charges for services. You can deduct
charges you pay for services provided for
your rental property, such as water, sewer,
and trash collection.

Travel expenses. You can deduct the or-
dinary and necessary costs of traveling
away from home if the primary purpose of
the trip was to collect rental income or to
manage, conserve, or maintain your rental
property. You must properly allocate your
expenses between rental and nonrental ac-
tivities. For information on travel expenses,
see chapter 28.

To deduct travel expenses, you must
keep records that follow the rules in chapter
28.

Local transportation expenses. You can
deduct your ordinary and necessary local
transportation expenses if you incur them
to collect rental income or to manage, con-
serve, or maintain your rental property.

Generally, if you use your personal car,
pickup truck, or light van for rental activities,
you can deduct the expenses using one of
two methods: actual expenses or the
standard mileage rate. The standard mile-
age rate for 1997 is 31.5 cents a mile for
all business miles. For more information,
see chapter 28.

To deduct car expenses under either
method, you must keep records that follow
the rules in chapter 28.

In addition, you must complete Part V
of Form 4562 and attach it to your tax re-
turn.

Tax return preparation.  You can deduct,
as a rental expense, the part of tax return
preparation fees you paid to prepare Part |
of Schedule E (Form 1040). You can also
deduct, as a rental expense, any expense
you paid to resolve a tax underpayment re-
lated to your rental activities. On your 1997
Schedule E, you can deduct fees paid in
1997 to prepare Part | of your 1996 Sched-
ule E.

Renting Part of
Property

If you rent part of your property, you must
divide certain expenses between the part
of the property used for rental purposes and
the part of the property used for personal
purposes as though you actually had two
separate pieces of property.

You can deduct a part of some ex-
penses, such as mortgage interest and
property taxes, as a rental expense. You
can deduct the other part, subject to certain
limitations, only if you itemize your de-
ductions. You can also deduct as a rental
expense a part of other expenses that
normally are nondeductible personal ex-
penses, such as expenses for electricity or
painting the outside of your house. You
cannot deduct any part of the cost of a sin-
gle phone line even if your tenants have
unlimited use of it.

You do not have to divide the expenses
that belong only to the rental part of your
property. If you paint a room that you rent,
or if you pay premiums for liability insurance
in connection with renting a room in your
home, your entire cost is a rental expense.
If you install a second phone line strictly for
your tenants' use, all of the cost of the sec-
ond line is deductible as a rental expense.
You can deduct depreciation, discussed
later, on the part of the property used for
rental purposes as well as on the furniture
and equipment you use for these purposes.

How to divide expenses. If an expense is
for both rental use and personal use, such
as mortgage interest or heat for the entire
house, you must divide the expense be-
tween the rental use and the personal use.
You can use any reasonable method for
dividing the expense. It may be reasonable
to divide the cost of some items (for exam-
ple, water) based on the number of people
using them. However, the two most com-
mon methods for dividing an expense are
one based on the number of rooms in your
home and one based on the square footage
of your home.

Property Changed
to Rental Use

If you change your home or other property,
(or a part of it), to rental use at any time
other than at the beginning of your tax year,
you must divide yearly expenses, such as
depreciation, taxes, and insurance, between
rental use and personal use.

You can deduct as rental expenses only
the part of the expense that is for the part
of the year the property was used or held
for rental purposes.
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You cannot deduct depreciation or in-
surance for the part of the year the property
was held for personal use. However, you
can deduct the interest and tax expenses
for the part of the year the property was held
for personal use as an itemized deduction
on Schedule A (Form 1040).

Example. Your tax year is a calendar
year. You moved from your home in May
and started renting it out on June 1. You can
deduct as rental expenses seven-twelfths
of your yearly expenses, such as taxes and
insurance.

Starting with June, you can deduct as
rental expenses, the amounts you pay for
items generally billed monthly, such as util-
ities.

Not Rented for Profit

If you do not rent your property to make a
profit, you can deduct your rental expenses
only up to the amount of your rental income.
You cannot carry forward any of your rental
expenses that are more than your rental
income. For more information about the
rules for an activity not engaged in for profit,
see chapter 1 of Publication 535.

Where to report. Report your not-for-profit
rental income on line 21, Form 1040. De-
duct your mortgage interest, real estate
taxes, and casualty losses on the appropri-
ate lines of Schedule A (Form 1040).

Claim your other expenses, subject to
the rules explained in chapter 1 of Publica-
tion 535, as miscellaneous itemized de-
ductions on line 22 of Schedule A. You can
deduct these expenses only if they, together
with certain other miscellaneous itemized
deductions, total more than 2% of your ad-
justed gross income. For more information
about miscellaneous deductions, see chap-
ter 30.

Personal Use of
Vacation Home or
Dwelling Unit

If you have any personal use of a vacation
home or other dwelling unit that you rent
out, you must divide your expenses be-
tween the rental use and the personal use.
See Figuring Days of Personal Use and
How To Divide Expenses, later.

If you use the dwelling unit as a home
and you rent it for fewer than 15 days during
the year, do not include any of the rent in
your income and do not deduct any of the
rental expenses. If you rent out the dwelling
unit for 15 or more days, you must include
the rent in your income and, if you have a
net loss, you may not be able to deduct all
of the rental expenses. See How To Figure
Income and Deductions, later.

Dwelling unit.  The rules in this section
apply to vacation homes and other dwelling
units. A dwelling unit includes a house,
apartment, condominium, mobile home,
boat, or similar property. A dwelling unit has
basic living accommodations, such as
sleeping space, a toilet, and cooking facili-
ties. A dwelling unit does not include prop-
erty used solely as a hotel, motel, inn, or
similar establishment.
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Property is used solely as a hotel, motel,
inn, or similar establishment if it is regularly
available for occupancy by paying custom-
ers and is not used by an owner as a home
during the year.

Example. You rent out a room in your
home that is always available for short-term
occupancy by paying customers. You do not
use the room yourself, and you only allow
paying customers to use the room. The
room is used solely as a hotel, motel, inn,
or similar establishment and is not a dwell-
ing unit.

Dwelling Unit
Used as Home

You use a dwelling unit as a home during
the tax year if you use it for personal pur-
poses more than the greater of:

1) 14 days, or

2) 10% of the total days it is rented to
others at a fair rental price.

See Figuring Days of Personal Use, later.

If a dwelling unit is used for personal
purposes on a day it is rented at a fair rental
price, do not count that day as a day of
rental in applying (2) above. Instead, count
it as a day of personal use in applying both
(1) and (2) above. This rule does not apply
when dividing expenses between rental and
personal use.

Fair rental price. A fair rental price for your
property generally is an amount that a per-
son who is not related to you would be
willing to pay. The rent you charge is not a
fair rental price if it is substantially less than
the rents charged for other properties that
are similar to your property.

Examples. The following examples show
how to determine whether you used your
rental property as a home.

Example 1. You converted the base-
ment of your home into an apartment with
a bedroom, a bathroom, and a small
kitchen. You rent the apartment at a fair
rental price to college students during the
regular school year. You rent to them on a
9-month (273 days) lease.

During the summer, your brothers stay
with you for a month (30 days) and live in
the apartment rent free.

Your basement apartment is used as a
home because you use it for personal pur-
poses for 30 days. That is more than the
greater of 14 days or 10% of the total days
it is rented (27 days).

Example 2. You rent out the guest
bedroom in your home at a fair rental price
during the local college's homecoming,
commencement, and football weekends (a
total of 27 days). Your sister-in-law stays in
the room, rent free, for the last three weeks
(21 days) in July.

The room is used as a home because
you use it for personal use for 21 days. That
is more than the greater of 14 days or 10%
of the total days it is rented (3 days).

Example 3. You own a cottage at the
shore. You rent it out at a fair rental price
from June 1 through August 31, a total of
92 days. The tenant who rented the cottage
for the month of July was unable to use it
from July 4 through July 8. The tenant al-
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lowed you to use the cottage for those 5
days. The tenant did not ask for a refund
of, or a reduction in, the rent. Your family
used the cottage for 3 of those days.

To determine the number of days the
cottage was rented at a fair rental price, do
not count those 3 days you used it for per-
sonal purposes. The cottage was rented at
a fair rental price for 89 days (92 - 3).

Figuring Days
of Personal Use

A day of personal use of a dwelling unit is
any day that it is used by:

1) You or any other person who has an
interest in it, unless you rent it to an-
other owner as his or her main home
under a shared equity financing
agreement (defined later),

2) A member of your family or a member
of the family of any other person who
has a financial interest in it, unless the
family member uses the dwelling unit
as his or her main home and pays a fair
rental price. Family includes only
brothers and sisters, half-brothers and
half-sisters, spouses, ancestors (par-
ents, grandparents, etc.) and lineal
descendants (children, grandchildren,
etc.),

3) Anyone under an arrangement that lets
you use some other dwelling unit, or

4) Anyone at less than a fair rental price.

Main home. If the other owner or member
of the family in (1) or (2) above has more
than one home, his or her main home is the
one lived in most of the time.

Shared equity financing agreement.  This
is an agreement under which two or more
persons acquire undivided interests for
more than 50 years in an entire dwelling
unit, including the land, and one or more of
the co-owners is entitled to occupy the unit
as his or her main home upon payment of
rent to the other co-owner or owners.

Donation of use of property. You use a
dwelling unit for personal purposes if:

* You donate the use of the unit to a
charitable organization,

* The organization sells the use of the
unit at a fund-raising event, and

* The purchaser uses the unit.

Examples

The following examples show how to de-
termine days of personal use.

Example 1. You and your neighbor are
co-owners of a condominium at the beach.
You rent the unit out to vacationers when-
ever possible. The unit is not used as a
main home by anyone. Your neighbor uses
the unit for two weeks every year.

Because your neighbor has an interest
in the unit, both of you are considered to
have used the unit for personal purposes
during those two weeks.

Example 2. You and your neighbors are
co-owners of a house under a shared equity
financing agreement. Your neighbors live in
the house and pay you a fair rental price.
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Even though your neighbors have an
interest in the house, the days your neigh-
bors live there are not counted as days of
personal use by you. This is because your
neighbors rent the house as their main
home under a shared equity financing
agreement.

Example 3. You own a rental property
that you rent to your son. Your son has no
interest in this dwelling unit. He uses it as
his main home. He pays you a fair rental
price for the property.

Your son's use of the property is not
personal use by you because your son is
using it as his main home, he has no inter-
est in the property, and he is paying you a
fair rental price.

Example 4. You rent your beach house
to Marcia. Marcia rents her house in the
mountains to you. You each pay a fair rental
price.

You are using your house for personal
purposes on the days that Marcia uses it
because your house is used by Marcia un-
der an arrangement that allows you to use
her house.

Days Not Counted
as Personal Use

Some days you spend at the dwelling unit
are not counted as days of personal use.

Repairs and maintenance.  Any day that
you spend working substantially full time
repairing and maintaining your property is
not counted as a day of personal use. Do
not count such a day as a day of personal
use even if family members use the property
for recreational purposes on the same day.

Use as home before or after renting.
When determining if you used your property
as a home, the following special rule ap-
plies. Do not count as days of personal use
the days you used the property as your
main home either before or after renting it
or offering it for rent in the following cir-
cumstances:

1) You rented or tried to rent the property
for 12 or more consecutive months, or

2) You rented or tried to rent the property
for a period of less than 12 consecutive
months and the period ended because
you sold or exchanged the property.

This special rule does not apply when di-
viding expenses between rental and per-
sonal use.

How To Divide Expenses

If you use a dwelling unit for both rental and
personal purposes, divide your expenses
between the rental use and the personal
use based on the number of days used for
each purpose. Expenses for the rental use
of the unit are deductible under the rules
explained in How To Figure Your Rental
Income and Deductions, next. When divid-
ing your expenses follow these rules.

1) Any day that the unit is rented at a fair
rental price is a day of rental use even
if you used the unit for personal pur-
poses that day. This rule does not ap-
ply when determining whether you
used the unit as a home.



2) Any day that the unit is held out for rent
but not actually rented is not a day of
rental use.

Example. You offer your beach cottage
for rent from June 1 through August 31 (92
days). Your family uses the cottage during
the last 2 weeks in May (14 days). You were
unable to find a renter for the first week in
August (7 days). The person who rented the
cottage for July allowed you to use it over
a weekend (2 days) without any reduction
in or refund of rent. The cottage was not
used at all before May 17 or after August
31.

You figure the part of the cottage ex-
penses to treat as rental expenses as fol-
lows:

1) The cottage was used for rental a total
of 85 days (92 - 7). The days it was
held out for rent but not rented (7 days)
are not days of rental use. The July
weekend (2 days) you used it is rental
use because you received a fair rental
price for the weekend.

2) You used the cottage for personal
purposes for 14 days (the last 2 weeks
in May).

3) The total use of the cottage was 99
days (14 days personal use + 85 days
rental use). Your rental expenses are
85/99 (86%) of the cottage expenses.

When determining whether you used the
cottage as a home, the July weekend (2
days) you used it is personal use even
though you received a fair rental price for
the weekend. Therefore, you had 16 days
of personal use and 83 days of rental use
for this purpose. Because you used the
cottage for personal purposes more than
14 days and more than 10% of the days of
rental use, you used it as a home. If you
have a net loss, you may not be able to
deduct all of the rental expenses. See
Property Used as a Home in the following
discussion.

How To Figure Your

Income and Deductions

How you figure your rental income and de-
ductions depends on whether the dwelling
unit was used as a home and, if used as a
home, how many days the property was
rented.

Property Not Used as a Home

If you do not use a dwelling unit as a home,
report all the rental income and deduct all
the rental expenses. See How To Report
Rental Income and Expenses, later.

Your deductible rental expenses can be
more than your gross rental income. How-
ever, see Limits on Rental Losses, later.

Property Used as a Home

If you use a dwelling unit as a home during
the year (see Dwelling Unit Used as Home,
earlier), how you figure your rental income
and deductions depends on how many days
the unit was rented.

Rented fewer than 15 days. If you use a
dwelling unit as a home and you rent it for
fewer than 15 days during the year, you do

not include in income any of the rental in-
come. Also, you cannot deduct any ex-
penses as rental expenses.

Rented 15 days or more. If you use a
dwelling unit as a home and rent it for 15
days or more during the year, you include
all your rental income in your gross income.
See How To Report Rental Income and
Expenses, later. If you had a net profit from
the rental property for the year (that is, if
your rental income is more than the total of
your rental expenses, including depreci-
ation), deduct all of your rental expenses.
However, if you had a net loss, you may not
be able to deduct all of your rental ex-
penses.

Use Table 10-1 to figure your deductible
expenses.

Depreciation

When you use your property to produce in-
come, such as rents, you can recover (get
back) some or all of what you paid for the
property through tax deductions. You do this
by “depreciating” the property; that is, by
deducting some of your cost on your tax
return each year.

Several factors determine how much
depreciation you can deduct. The main
factors are: (1) your basis in the property,
(2) the recovery period for the property, and
(3) the depreciation method (including con-
vention) used.

You can deduct depreciation only on the
part of your property used for rental pur-
poses. Depreciation reduces your basis for
figuring gain or loss on a later sale or ex-
change.

You may have to use Form 4562, De-
preciation and Amortization, to figure and
report your depreciation. See How To Re-
port Rental Income and Expenses, later.

Claiming the correct amount of depreci-
ation. You should claim the correct amount
of depreciation each tax year. If, in an ear-
lier year, you did not claim depreciation that
you were entitled to deduct, you must still
reduce your basis in the property by the
amount of depreciation that you should
have deducted. You generally cannot de-
duct the unclaimed depreciation in the cur-
rent or any later tax year. However, you may
be able to claim the depreciation on an
amended return (Form 1040X) for the ear-
lier year. See Amended Returns and Claims
for Refund in chapter 1 for more information.
Changing your accounting method to

deduct unclaimed depreciation. If you
claimed less depreciation than allowable in
an earlier year, you can change your ac-
counting method to take a deduction in the
current year for the unclaimed depreciation.
To change your accounting method, you
must have the consent of the IRS. In some
instances, you can receive automatic con-
sent. For more information, see chapter 1
of Publication 946.

Land. You can never depreciate land. The
cost of clearing, grading, planting, and
landscaping are usually all part of the cost
of land and are not depreciable.
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Depreciation Systems

There are three ways to figure depreciation.
The depreciation system you use depends
on the type of asset and when the asset
was placed in service. For property used in
rental activities you use:

1) MACRS if placed in service after 1986,

2) ACRS if placed in service after 1980
but before 1987, or

3) Useful lives and either straight line or
an accelerated method of depreciation,
such as the declining balance method,
if placed in service before 1981.

If you placed property in service before
1997, continue to use the same method of
figuring depreciation that you used in the
past. If you are depreciating property placed
in service before 1987, see Publication 534.

Section 179 election.  You cannot claim
the section 179 deduction for property held
to produce rental income (unless renting
property is your trade or business). See
chapter 2 of Publication 946.

Cannot be more than basis.  The total of
all your yearly depreciation deductions
cannot be more than the cost or other basis
of the property. For this purpose, your yearly
depreciation deductions include any depre-
ciation that you were allowed to claim, even
if you did not claim it.

Cooperative apartments.  If you rent your
cooperative apartment to others, you may
deduct your share of the cooperative hous-
ing corporation's depreciation. See Cooper-
ative apartments in Publication 527 for in-
formation on how to figure your depreciation
deduction.

Modified Accelerated
Cost Recovery
System (MACRS)

In general the modified accelerated cost
recovery system (MACRS) applies to all
tangible property placed in service during
1997.

MACRS consists of two systems that
determine how you depreciate your prop-
erty. The main system is called the General
Depreciation System (GDS). The second
system is called the Alternative Depreci-
ation System (ADS). GDS is used to figure
your depreciation deduction for property
used in most rental activities, unless you
elect ADS.

To figure your MACRS deduction, you
need to know the following information
about your property:

1) Its recovery period,
2) lIts placed-in-service date, and
3) lIts depreciable basis.

Excluded property. You cannot use
MACRS for certain personal property placed
in service before 1987 (before August 1,
1986, if election made) that is transferred
after 1986 (after July 31, 1986, if election
made). Generally, if you acquired the prop-
erty from a related party, or if you or a re-
lated party used the property before 1987,
you use MACRS to depreciate the property
if it had previously been depreciated under
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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

P00 TH

4.a.
repairs, insurance, and utilities) .

Add lines 4a and 4b .

6.a.

Add lines 6a and 6b .

TP 20T

from line 6c¢.

Enter the rental portion of deductible home mortgage interest (see instructions)
Enter the rental portion of real estate taxes . .
Enter the rental portion of deductible casualty and theft Iosses (see |nstruct|0ns) .
Enter direct rental expenses (see instructions)

Fully deductible rental expenses. Add lines 2a- 2d

3. Subtract line 2e from line 1. If zero or less, enter zero

b. Enter the rental portion of excess mortgage |nterest (see |nstruct|ons)

c.
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

Enter the rental portion of excess casualty and theft losses (see instructions) .
Enter the rental portion of depreciation of the dwelling unit

Operating expenses to be carried over to next year. Subtract line 4d from line 4c. .
Excess casualty and theft losses and depreciation to be carried over to next year. Subtract Ilne 6d

Enter the rental portion of expenses directly related to operating or maintaining the dwelling unit (such as

Allowable excess casualty and theft Iosses and depreCIatlon Enter the smaller of I|ne 5 or I|ne 60

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
above. If you were unable to deduct all your
expenses last year, because of the rental
income limit, add these unused amounts to
your expenses for this year.

Line 2a. Figure the mortgage interest on the
dwelling unit that you could deduct on
Schedule A (Form 1040) if you had not
rented the unit. Do not include interest on
a loan that did not benefit the dwelling unit.
For example, do not include interest on a
home equity loan used to pay off credit
cards or other personal loans, buy a car, or
pay college tuition. Include interest on a loan
used to buy, build, or improve the dwelling
unit, or to refinance such a loan. Enter the
rental portion of this interest on line 2a of
the worksheet.

Line 2c. Figure the casualty and theft losses
related to the dwelling unit that you could
deduct on Schedule A (Form 1040) if you
had not rented the dwelling unit. To do this,
complete Section A of Form 4684, treating
the losses as personal losses. On line 17 of
Form 4684, enter 10% of your adjusted

gross income figured without your rental
income and expenses from the dwelling
unit. Enter the rental portion of the result
from line 18 of Form 4684 on line 2c of this
worksheet. Note: Do not file this Form 4684
or use it to figure your personal losses on
Schedule A. Instead, figure the personal
portion on a separate Form 4684.

Line 2d. Enter the total of your rental
expenses that are directly related only to the
rental activity. These include interest on
loans used for rental activities other than to
buy, build, or improve the dwelling unit. Also
include rental agency fees, advertising,
office supplies, and depreciation on office
equipment used in your rental activity.

Line 4b. On line 2a, you entered the rental
portion of the mortgage interest you could
deduct on Schedule A if you had rented out
the dwelling unit. Enter on line 4b of this
worksheet the rental portion of the
mortgage interest you could not deduct on
Schedule A because it is more than the limit
on home mortgage interest. Do not include
interest on a loan that did not benefit the

dwelling unit (as explained in the line 2a
instructions).

Line 6a. To find the rental portion of excess
casualty and theft losses, use the Form
4684 you prepared for line 2c of this
worksheet.

A. Enter the amount from line 10
of Form 4684 .,

B. Enter the rental portion of (A)

C. Enter the amount from line 2c
of this worksheet .

D. Subtract (C) from (B). Enter the
result here and on line 6a of
this worksheet.

Allocating the limited deduction. If you
cannot deduct all of the amount on line 4c
or 6¢c this year, you can allocate the
allowable deduction in any way you wish
among the expenses included on line 4c or
6c. Enter the amount you allocate to each
expense on the appropriate line of Schedule
E, Part I.

ACRS and the MACRS deduction would be
less than the deduction under ACRS.
Property that does not come under MACRS
must be depreciated under ACRS or one
of the other methods of depreciation, such
as straight line or declining balance. In ad-
dition, you may elect to exclude certain
property from the application of MACRS.
See Publication 534 for more information.

Personal home changed to rental use.
You must use MACRS to figure the depre-
ciation on property you used as your home
and changed to rental property in 1997.
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Recovery Periods Under GDS
Each item of property that can be depreci-
ated is assigned to a property class. The
recovery period of a piece of property de-
pends on the class the property is in. The
property classes are:

¢ 3-year property,

¢ 5-year property,

e 7—year property,

* 10-year property,

* 15-year property,

* 20-year property,
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* Nonresidential real property, and

* Residential rental property.

The class to which property is assigned
is determined by its class life. The property
classes and class life are discussed in
Publication 946.

Additions or improvements to property.
Treat depreciable additions or improve-
ments you make to any property as sepa-
rate property items for depreciation pur-
poses. The recovery period for an addition
or improvement begins on the later of:



1) The date the addition or improvement
is placed in service, or

2) The date the property to which the ad-
dition or improvement was made is
placed in service.

The class and recovery period of the
addition or improvement is the one that
would apply to the underlying property if it
were placed in service at the same time as
the addition or improvement.

Example. You own a residential rental
house that you have been renting out since
1980 and are depreciating under ACRS. If
you put an addition onto the house, and you
place the improvement in service after
1986, you use MACRS for the addition.
Under MACRS, the addition would be de-
preciated as residential rental property.

Placed-In-Service Date

You can begin to depreciate property when
you place it in service in your trade or
business or for the production of income.
Property is considered placed in service in
a rental activity when it is ready and avail-
able for a specific use in that activity.

Cost Basis

To deduct the proper amount of depreci-
ation each year, you must first determine
your basis in the property you intend to de-
preciate. The basis used for figuring depre-
ciation is your original basis in the property
increased by any improvements made to
the property. Your original basis is usually
your cost. However, if you acquire the
property in some other way, such as by in-
heriting it, getting it as a gift, or building it
yourself, you may have to figure your ori-
ginal basis in another way. Other adjust-
ments could also affect your basis. See
chapter 14.

Conventions

In the year that you place property in service
or in the year that you dispose of property,
you are allowed to claim depreciation for
only part of the year. The part of the year
(or convention) depends on the class of the
property.

A half-year convention is used to figure
the deduction for property used in rental
activities other than residential rental prop-
erty. However, in certain circumstances, a
mid-quarter convention must be used. For
residential rental property, use a mid-month
convention in all situations.

Half-year convention.  The half-year con-
vention treats all property placed in service,
or disposed of, during a tax year as placed
in service, or disposed of, in the middle of
that tax year.

A half year of depreciation is allowable
for the first year property is placed in ser-
vice, regardless of when the property is
placed in service during the tax year. For
each of the remaining years of the recovery
period, you will take a full year of depreci-
ation. If you hold the property for the entire
recovery period, a half year of depreciation
is allowable for the year in which the re-
covery period ends. If you dispose of the
property before the end of the recovery pe-
riod, a half year of depreciation is allowable
for the year of disposition.

Table 10-2. MACRS Recovery Periods for Property
Used in Rental Activities

MACRS Recovery Period To Use
General Alternative
Depreciation Depreciation
Type of Property System System
Computers and their peripheral
equipment. . . . . . 5 years 5 years
Office machinery, such as:
Typewriters
Calculators
Copiers . 5 years 6 years
Automobiles 5 years 5 years
Light trucks 5 years 5 years
Office furniture and equipment, such as:
Desks
Files . 7 years 10 years
Appliances, such as:
Stoves
Refrigerators 7 years 12 years
Carpets . . . . . . . 7 years 12 years
Furniture used in rental property . 7years 12 years
Any property that does not have a class
life and that has not been
designated by law as being in
any other class. 7 years 12 years
Fences. 15 years 20 years
Roads . 15 years 20 years
Shrubbery . 15 years 20 years
Residential rental property (buildings or
structures) and structural
components such as furnaces,
water pipes, venting, etc.. 27.5 years 40 years
Improvements and additions, such as a The recovery period of the property to
new roof, which the addition or improvement is
made, determined as if the property were
placed in service at the same time as the
improvement or addition.

Mid-quarter convention. Under a mid-
quarter convention, all property placed in
service, or disposed of, during any quarter
of a tax year is treated as placed in service,
or disposed of, in the middle of the quarter.

A mid-quarter convention must be used
in certain circumstances for property used
in rental activities, other than residential
rental property. This convention applies if
the total basis of such property that is
placed in service in the last 3 months of a
tax year is more than 40% of the total basis
of all such property you place in service
during the year.

Do not include in the total basis any
property placed in service and disposed of
during the same tax year.

Example. During the tax year, John
Joyce purchased the following items to use
in his rental property:

* A dishwasher for $400, which he placed
in service in January,

* Used furniture for $100, which he
placed in service in September, and

* A refrigerator for $500, which he placed
in service in October.

John uses the calendar year as his tax
year. The total basis of all property placed
in service in that year is $1,000. The $500
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basis of the refrigerator placed in service
during the last 3 months of his tax year ex-
ceeds $400 (40% x $1,000). John must use
the mid-quarter convention for all three
items.

Mid-month convention. Under a mid-
month convention, residential rental prop-
erty placed in service, or disposed of, during
any month is treated as placed in service,
or disposed of, in the middle of that month.

MACRS Depreciation
Under GDS

You can figure your MACRS depreciation
deduction under GDS in one of two ways.
The deduction is substantially the same
both ways. (The difference, if any, is slight.)
You can either:

1) Use the percentage from the optional
MACRS tables, or

2) Actually compute the deduction using
the depreciation method and conven-
tion that apply over the recovery period
of the property.

Publication 946 discusses computing de-
preciation using the proper method and
convention.
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Using the Optional Tables

You can use Table 10-3 to compute annual
depreciation under MACRS. The tables
show the percentages for the first 6 years.
The percentages in Tables A, B, and C
make the change from declining balance to
straight line in the year that straight line will
yield a larger deduction.

If you elect to use the straight line
method for 5—, 7— or, 15-year property, or
the 150% declining balance method for 5—
or 7-year property, use the tables in Ap-
pendix A of Publication 946.

How to use the tables. The following
section explains how to use the optional
tables. Figure the depreciation deduction
by multiplying your unadjusted basis in the
property by the percentage shown in the
appropriate table. Your unadjusted basis
is your depreciable basis without reduction
for depreciation previously claimed.

Once you begin using an optional table
to figure depreciation, you must continue to
use it for the entire recovery period unless
there is an adjustment to the basis of your
property for a reason other than:

1) Depreciation allowed or allowable, or

2) An addition or improvement that is de-
preciated as a separate item of prop-
erty.

If there is an adjustment for any other rea-
son (for example, because of a deductible
casualty loss), you can no longer use the
table. For the year of the adjustment and for
the remaining recovery period, figure de-
preciation using the property's adjusted ba-
sis at the end of the year and the appropri-
ate depreciation method, as explained in
MACRS Depreciation Under GDS in Publi-
cation 527.

Tables A, B, and C. The percentages in
these tables take into account the half-year
and mid-quarter conventions. Use Table
10-3-A for 5-year property, Table 10-3-B
for 7—year property, and Table 10-3—-C for
15-year property. Use the percentage in
the second column (half-year convention)
unless you must use the mid-quarter con-
vention (explained earlier). If you must use
the mid-quarter convention, use the column
that corresponds to the calendar year
quarter in which you placed the property in
service.

Example 1. You purchased a stove and
refrigerator and placed them in service in
February. Your basis in the stove is $300,
and your basis in the refrigerator is $500.
Assume that both are 7-year property. Us-
ing the half-year convention column in Table
10-3-B, you find the depreciation percent-
age for year 1 is 14.29%. For that year, your
depreciation deduction is $43 ($300 x
.1429) on the stove, and is $71 ($500 x
.1429) on the refrigerator.

For the second tax year, you find your
depreciation percentage is 24.49%. That
year's depreciation deduction will be $73
($300 x .2449) for the stove and $122 ($500
x .2449) for the refrigerator.

Example 2. Assume the same facts in
Example 1, except you buy the refrigerator
in October instead of February. You must
use the mid-quarter convention to figure
depreciation on the stove and refrigerator.
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Table 10-3. Optional MACRS TABLES
Table 10-3-A. MACRS 5-Year property

Half-year convention Mid-quarter convention
Year First Second Third Fourth
quarter quarter quarter quarter
1 20.00% 35.00% 25.00% 15.00% 5.00%
2 32.00 26.00 30.00 34.00 38.00
3 19.20 15.60 18.00 20.40 22.80
4 11.52 11.01 11.37 12.24 13.68
5 11.52 11.01 11.37 11.30 10.94
6 5.76 1.38 4.26 7.06 9.58
Table 10-3-B. MACRS 7-Year property
Half-year convention Mid-quarter convention
Year First Second Third Fourth
quarter quarter quarter quarter
1 14.29% 25.00% 17.85% 10.71% 3.57%
2 24.49 21.43 23.47 25.51 27.55
3 17.49 15.31 16.76 18.22 19.68
4 12.49 10.93 11.97 13.02 14.06
5 8.93 8.75 8.87 9.30 10.04
6 8.92 8.74 8.87 8.85 8.73
Table 10-3-C. MACRS 15-Year property
Half-year convention Mid-quarter convention
Year First Second Third Fourth
quarter quarter quarter quarter
1 5.00% 8.75% 6.25% 3.75% 1.25%
2 9.50 9.13 9.38 9.63 9.88
3 8.55 8.21 8.44 8.66 8.89
4 7.70 7.39 7.59 7.80 8.00
5 6.93 6.65 6.83 7.02 7.20
6 6.23 5.99 6.15 6.31 6.48

Table 10-3-D. Residential Rental Property (27.5-year)

Use the row for the month of the taxable year placed in service.

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6
Jan. 3.485% 3.636% 3.636% 3.636% 3.636% 3.636%
Feb. 3.182 3.636 3.636 3.636 3.636 3.636
March 2.879 3.636 3.636 3.636 3.636 3.636
Apr. 2.576 3.636 3.636 3.636 3.636 3.636
May 2.273 3.636 3.636 3.636 3.636 3.636
June 1.970 3.636 3.636 3.636 3.636 3.636
July 1.667 3.636 3.636 3.636 3.636 3.636
Aug. 1.364 3.636 3.636 3.636 3.636 3.636
Sept. 1.061 3.636 3.636 3.636 3.636 3.636
Oct. 0.758 3.636 3.636 3.636 3.636 3.636
Nov. 0.455 3.636 3.636 3.636 3.636 3.636
Dec. 0.152 3.636 3.636 3.636 3.636 3.636

The refrigerator was placed in service in the

quarter column of Table 10-3-B and find

last 3 months of the tax year and its basis
($500) is more than 40% of the total basis
of all property placed in service during the
year ($800).

Because you placed the stove in service
in February, you use the first quarter column
of Table 10-3-B and find that the depreci-
ation percentage for year 1 is 25%. For that
year, your depreciation deduction on the
stove is $75 ($300 x .25).

Because you placed the refrigerator in
service in October, you use the fourth
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that the depreciation percentage for year 1
is 3.57%. Your depreciation deduction on
the refrigerator is $18 ($500 x .0357).

Table D. Use this table for residential rental
property. Find the row for the month that
you placed the property in service. Use the
percentages listed for that month to figure
your depreciation deduction. The mid-month
convention is taken into account in the per-
centages shown in the table.



Example. You purchased a single
family rental house and placed it in service
in February. Your basis in the house is
$80,000. Using Table 10-3-D, you find that
the percentage for property placed in ser-
vice in February of year 1 is 3.182%. That
year's depreciation deduction is $2,546
($80,000 x .03182).

MACRS Depreciation
Under ADS

If you choose, you can use the ADS method
for most property. Under ADS, you use the
straight line method of depreciation.

Table 10-2 shows the recovery periods
for property used in rental activities that you
depreciate under ADS. See Appendix B in
Publication 946 for other property. If your
property is not listed, it is considered to
have no class life.

Use the mid-month convention for resi-
dential rental property. For all other prop-
erty, use the half-year or mid-quarter con-
vention.

Election. You choose to use ADS by en-
tering the depreciation on line 16, Part Il of
Form 4562.

The election of ADS for one item in a
class of property generally applies to all
property in that class that is placed in ser-
vice during the tax year of the election.
However, the election applies on a
property-by-property basis for residential
rental property.

Once you choose to use ADS, you can-
not change your election.

Other Rules About
Depreciable Property

In addition to the rules about what methods
you can use, there are other rules you
should be aware of with respect to depre-
ciable property.

Gain disposition. If you dispose of
depreciable property at a gain, you may
have to report, as ordinary income, all or
part of the gain. See Publication 544, Sales
and Other Dispositions of Assets.

Alternative minimum tax. If you use ac-
celerated depreciation, you may have to file
Form 6251, Alternative Minimum Tax —
Individuals. Accelerated depreciation in-
cludes MACRS and ACRS and any other
method that allows you to deduct more de-
preciation than you could deduct using a
straight line method.

Limits on
Rental Losses

Rental real estate activities are generally
considered passive activities, and the
amount of loss you can deduct is limited.
Generally, you cannot deduct losses from
rental real estate activities unless you have
income from other passive activities. See
Passive Activity Limits, later.

Losses from passive activities are first
subject to the at-risk rules. At-risk rules
limit the amount of deductible losses from
holding most real property placed in service
after 1986.

Exception. If your rental losses are less
than $25,000 ($12,500 if married filing sep-
arately), the passive activity limits probably
do not apply to you. See Losses From
Rental Real Estate Activities, later.

Property used as a home. If you used the
rental property as a home during the year,
the passive activity rules do not apply to that
home. Instead, you must follow the rules
explained earlier under Personal Use of
Vacation Home or Dwelling Unit.

At-Risk Rules

The at-risk rules place a limit on the amount
you can deduct as losses from activities of-
ten described as tax shelters. Losses from
holding real property (other than mineral
property) placed in service before 1987 are
not subject to the at-risk rules.

Generally, any loss from an activity
subject to the at-risk rules is allowed only
to the extent of the total amount you have
at risk in the activity at the end of the tax
year. You are considered at risk in an ac-
tivity to the extent of cash and the adjusted
basis of other property you contributed to
the activity and certain amounts borrowed
for use in the activity. See Publication 925
for more information.

Passive Activity Limits

In general, rental activities (except those
meeting the exception for real estate pro-
fessionals, below) are passive activities.

For this purpose, a rental activity is an
activity from which you receive income
mainly for the use of tangible property,
rather than for services.

Passive activity rules.  Deductions for
losses from passive activities are limited.
You generally cannot offset income, other
than passive income, with losses from pas-
sive activities. Nor can you offset taxes on
income, other than passive income, with
credits resulting from passive activities. Any
excess loss or credit is carried forward to
the next tax year.

For a detailed discussion of these rules,
see Publication 925.

You may have to complete Form 8582,
Passive Activity Loss Limitations, to figure
the amount of any passive activity loss for
the current year for all activities and the
amount of the passive activity loss allowed
on your tax return.

Exception for real estate professionals.
Rental activities in which you materially
participate during the year are not passive
activities if for that year you were a real
estate professional because you met both
of the requirements listed in Publication
527.

Losses From Rental Real Estate
Activities

If you actively participated in a passive
rental real estate activity, you may be able
to deduct up to $25,000 of loss from the
activity from nonpassive income. This spe-
cial allowance cannot be more than $12,500
if you were married and lived apart from
your spouse at all times during the year. It
is not available if you were married, file a
separate return, and did not live apart from
your spouse at all times during the year.
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The maximum amount of the special al-
lowance is reduced if your modified ad-
justed gross income is more than $100,000
($50,000 if married filing separately).

Active participation. You actively partic-
ipate in a rental real estate activity if you
(and your spouse) owned at least 10% of
the rental property and you made manage-
ment decisions in a significant and bona fide
sense. Management decisions include ap-
proving new tenants, deciding on rental
terms, approving expenditures, and similar
decisions.

More information. See Publication 925 for
more information on the passive loss limits,
including information on the treatment of
unused disallowed passive losses and
credits and the treatment of gains and
losses realized on the disposition of a pas-
sive activity.

How To Report
Rental Income
and Expenses

Report rental income on your return for the
year you actually or constructively receive
it (if you are a cash-basis taxpayer). You
are considered to constructively receive in-
come when it is made available to you, for
example, by being credited to your bank
account.

For more information about when you
constructively receive income, see Ac-
counting Methods in chapter 1.

Where to report. Where you report rental
income and expenses, including depreci-
ation, depends on whether you provide
certain services to your tenant.

If you rent out buildings, rooms, or
apartments, and provide only heat and light,
trash collection, etc., you normally report
your rental income and expenses in Part |
of Schedule E (Form 1040), Supplemental
Income and Loss. However, do not use that
schedule to report a not-for-profit activity.
See Not Rented For Profit under Rental
Expenses, eatrlier.

If you provide significant services that
are primarily for your tenant's convenience,
such as regular cleaning, changing linen,
or maid service, you report your rental in-
come and expenses on Schedule C (Form
1040), Profit or Loss From Business or
Schedule C-EZ, Net Profit From Business.
Significant services do not include the fur-
nishing of heat and light, cleaning of public
areas, trash collection, etc. For information,
see Publication 334. You also may have to
pay self-employment tax on your rental in-
come. See Publication 533.

Form 1098. If you paid $600 or more of
mortgage interest on your rental property,
you should receive a Form 1098, Mortgage
Interest Statement, or a similar statement
showing the interest you paid for the year.
If you and at least one other person (other
than your spouse if you file a joint return)
were liable for, and paid interest on the
mortgage, and the other person received
the Form 1098, report your share of the in-
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terest on line 13 of Schedule E. Attach a
statement to your return showing the name
and address of the other person. In the left
margin of Schedule E, next to line 13, write
“See attached.”

Schedule E

Use Part | of Schedule E (Form 1040) to
report your rental income and expenses.
List your total income, expenses, and de-
preciation for each rental property. Be sure
to answer the question on line 2.

Show the depreciation you are claiming
on line 20 of Schedule E (Form 1040).

You must complete and attach Form
4562 for rental activities only if you are
claiming:

* Depreciation on property placed in ser-
vice during 1997, or

* Depreciation on any property that is
listed property (such as a car), regard-
less of when it was placed in service,
or any automobile expenses (actual or
the standard mileage rate).

Otherwise, figure your depreciation on your
own worksheet. You do not have to attach
these computations to your return.
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If you have more than three rental or
royalty properties, complete and attach as
many Schedules E as are needed to list the
properties. Complete lines 1 and 2 for each
property. However, fill in the “Totals” column
on only one Schedule E. The figures in the
“Totals” column on that Schedule E should
be the combined totals of all Schedules E.
If you need to use page 2 of Schedule E,
use page 2 of the same Schedule E you
used to enter the combined totals in Part I.

Example. On January 1, Eileen Green
bought a townhouse and placed it in service
as residential rental property. She receives
$1,100 a month rental income. Her rental
expenses for the year are as follows:

Fire insurance (1-year policy) .. .. $200
Mortgage interest ..........ccoceevevnieeiinnineens 5,000
Fee paid to real estate company for

collecting monthly rent 572
General repairs ......ccccveeeveeeeninnnnns . 175

Real estate taxes imposed and paid ........ 800

Eileen's basis for depreciation of the
townhouse is $65,000. She is using MACRS
with a 27.5—-year recovery period. On April
1, Eileen bought a new dishwasher for the
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rental property at a cost of $425. She uses
the MACRS method with a 7—year recovery
period.

Eileen uses the percentage for Jan. in
Table 10-3-D to figure her depreciation
deduction for the townhouse. She uses the
percentage under “Half-year convention” in
Table 10-3-B to figure her depreciation
deduction for the dishwasher. She must re-
port the depreciation on Form 4562.

Eileen figures her net rental income or
loss for the townhouse as follows:

Total rental income received
($1,200 X 12) oo $13,200
Minus Expenses:
Fire insurance (1-year policy). $200
Mortgage interest ................... 5,000
Rent collection fee 572
General repairs .... 175
Real estate taxes .
Total eXPenses .........cceecvevivenienneens
Balance
Minus Depreciation:
On townhouse
($65,000 x 3.485%) ............... $2,265
On dishwasher
($425 x 14.29%) ..
Total depreciation ...........cccceevvvevnnnnne 2,326
Net rental income for townhouse




11.

Retirement
Plans, Pensions,
and Annuities

Important Changes
for 1997

Minimum  required distribution rule

modified. Beginning in 1997, the definition
of the required beginning date used to figure
the minimum required distribution from
qualified retirement plans takes into account
whether a plan participant has retired. The
required beginning date of a participant who
is still employed after age 70Y2 is April 1 of
the calendar year that follows the calendar
year in which he or she retires. This does
not apply to IRAs. For more information,
see Tax for Failure to Make Minimum Dis-
tribution, near the end of the publication.

Repeal of 15% additional tax on excess
distributions and excess retirement ac-
cumulation. If you receive retirement dis-
tributions from a qualified retirement plan
after December 31, 1996, you are no longer
subject to the additional 15% excise tax on
excess distributions. New law also repeals
the additional 15% tax on excess retirement
accumulations for taxpayers who died after
December 31, 1996.

Important Changes
for 1998

New recovery table for joint and survivor
annuity payments from qualified plans.
For annuity starting dates beginning after
December 31, 1997, a new method will be
used to figure the tax-free portion of an an-
nuity that is payable over the lives of more
than one individual. New law requires that
the recovery factors (the number of antic-
ipated monthly payments used to recover
the tax-free investment in the contract or
basis) be determined by combining the
ages of the annuitants. The new rule only
applies if the benefits are based on the life
of more than one annuitant. For more in-
formation, see Publication 575, Pension and
Annuity Income.

More information on tax law changes.
New law also modified several other pen-
sion provisions. Get Publication 553, High-
lights of 1997 Tax Changes, for additional
changes that may affect your 1997 and
1998 income tax returns.

Introduction

This chapter discusses the tax treatment of
amounts you receive from:

1) Employee pensions and annuities from
a qualified plan,

2) Disability retirement, and
3) Purchased annuities.

What is not covered in this chapter.  The
following topics are not discussed in this
chapter:

1) The General Rule. This is the method
generally used to determine the tax
treatment of pension and annuity in-
come from nonqualified plans. If your
annuity starting date is after November
18, 1996, and you must use this
method, get Publication 939.

2) Civil Service retirement benefits.  If
you are retired from the Federal Gov-
ernment (either regular or disability re-
tirement), get Publication 721, Tax
Guide to U.S. Civil Service Retirement
Benefits. Also, you should get Publi-
cation 721 if you are the survivor or
beneficiary of a federal employee or
retiree who died.

3) Individual Retirement Arrangements
(IRAs). Information on amounts you
receive from an individual retirement
arrangement (IRA), as well as general
information on IRAs, is in chapter 18.

Useful Items
You may want to see:
Publications
[0 575 Pension and Annuity Income
[0 721 Tax Guide to U.S. Civil Service
Retirement Benefits
[J 939 General Rule for Pensions and

Annuities

Forms and Instructions

[0 W-4P Withholding Certificate for Pen-
sion or Annuity Payments

[0 1099-R Distributions From Pensions,
Annuities, Retirement or Profit-
Sharing Plans, IRAs, Insurance
Contracts, etc.

[0 4972 Tax on Lump-Sum Distributions

[0 5329 Additional Taxes Attributable to
Qualified Retirement Plans (In-
cluding IRAs), Annuities, Modi-
fied Endowment Contracts, and
MSAs

Employee Pensions
and Annuities

Generally, if you did not pay any part of the
cost of your employee pension or annuity
and your employer did not withhold part of
the cost of the contract from your pay while
you worked, the amounts you receive each
year are fully taxable. You must report them
on your income tax return.

Partly taxable payments.  If you paid part
of the cost of your annuity, you are not taxed
on the part of the annuity you receive that
represents a return of your cost. The rest
of the amount you receive is taxable. Your
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annuity starting date (defined later) deter-
mines the method you use to figure the
tax-free and the taxable parts of your an-
nuity payments. If you contributed to your
pension or annuity and your annuity starting
date is:

1) After November 18, 1996, and your
payments are from a qualified plan,
you must use the Simplified Method.
You generally must use the General
Rule only for nonqualified plans.

2) After July 1, 1986, but before No-
vember 19, 1996, you can use either
the General Rule or, if you qualify, the
Simplified Method, to figure the
taxability of your payments from qual-
ified and nonqualified plans. See Sim-
plified Method, later.

3) Before July 2, 1986, and you recov-
ered your cost under the Three-Year
Rule, you cannot use the General Rule
or the Simplified Method because your
payments are fully taxable.

Changing the method under prior law.  If
your annuity starting date is after July 1,
1986 (but before November 19, 1996), you
can change the way you figure your pension
cost recovery exclusion. You can change
from the General Rule to the Simplified
Method, or the other way around.

How to change it. Make the change by
filing amended returns for all your tax years
beginning with the year in which your an-
nuity starting date occurred. You must use
the same method for all years. Generally,
you can make the change only within 3
years from the due date of your return for
the year in which you received your first
annuity payment. You can make the change
later if the date of the change is within 2
years after you paid the tax for that year.

If your annuity starting date was before
July 2, 1986, you cannot choose the Sim-
plified Method at any time.

If your annuity starting date is after
A November 18, 1996, you cannot
&NEEN change the method. You generally

must use the Simplified Method for annuity
payments from a qualified plan.

More than one program. If you receive
benefits from more than one program, such
as a pension plan and a profit-sharing plan,
you must figure the taxable part of each
separately. Make separate computations
even if the benefits from both are included
in the same check. For example, benefits
from one of your programs could be fully
taxable, while the benefits from your other
program could be taxable under the General
Rule or the Simplified Method. Your former
employer or the plan administrator should
be able to tell you if you have more than one
program.

Railroad retirement benefits. Part of the
railroad retirement benefits you receive is
treated like social security benefits, and part
is treated like an employee pension. For
information about railroad retirement bene-
fits treated as an employee pension, see
Railroad Retirement in Publication 575.

Credit for the elderly or the disabled. If
you receive a pension or annuity, you may
be able to take the credit for the elderly or
the disabled. See chapter 34.
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Withholding and estimated tax. The
payer of your pension, profit-sharing, stock
bonus, annuity, or deferred compensation
plan will withhold income tax on the taxable
parts of amounts paid to you. You can
choose not to have tax withheld except for
amounts paid to you that are eligible rollover
distributions. See Eligible rollover distribu-
tions under Rollovers, later. You make this
choice by filing Form W-4P.

For payments other than eligible rollover
distributions, you can tell the payer how to
withhold by filing Form W—4P. If an eligible
rollover distribution is paid directly to you,
20% will generally be withheld. There is no
withholding on a direct rollover of an eligible
rollover distribution. See Direct rollover op-
tion under Rollovers, later. If you choose not
to have tax withheld or you do not have
enough tax withheld, you may have to pay
estimated tax.

For more information, see Pensions and
Annuities under Withholding in chapter 5.

Loans. If you borrow money from an em-
ployer's qualified pension or annuity plan, a
tax-sheltered annuity program, a govern-
ment plan, or from a contract purchased
under any of these plans, you may have to
treat the loan as a distribution. This means
that you may have to include in income all
or part of the amount borrowed. Even if you
do not have to treat the loan as a distribu-
tion, you might not be able to deduct the
interest on the loan in some situations. For
details, see Loans Treated as Distributions
in Publication 575. For information on the
deductibility of interest, see chapter 25.

Elective deferrals. Some retirement plans
allow you to choose (elect) to have part of
your pay contributed by your employer to a
retirement fund, rather than have it paid to
you. You do not pay tax on this money until
you receive it in a distribution from the fund.

Elective deferrals generally include
elective contributions to cash or deferred
arrangements (known as section 401(k)
plans), section 501(c)(18) plans, salary re-
duction simplified employee pension
(SARSEP) plans, and tax-sheltered annui-
ties provided for employees of tax-exempt
organizations and public schools.

For information on the tax treatment of
elective deferrals, including their limits, see
Limits on Exclusion for Elective Deferrals in
Publication 575. For information about tax-
sheltered annuities, see Publication 571,
Tax-Sheltered Annuity Programs for Em-
ployees of Public Schools and Certain Tax-
Exempt Organizations.

H.R. 10 (Keogh) plans. Keogh plans are
retirement plans that can only be set up by
a sole proprietor or a partnership (but not a
partner). They can cover self-employed
persons, such as the sole proprietor or
partners, as well as regular (common-law)
employees.

Distributions from these plans are usu-
ally fully taxable. If you have an investment
(cost) in the plan, however, your pension
or annuity payments from a qualified plan
are taxed under the Simplified Method.

Deferred compensation plans of state
and local governments and tax-exempt
organizations.  If you participate in one of
these nonqualified plans (known as sec-
tion 457 plans ), you will not be taxed cur-
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rently on your pay that is deferred under the
plan. You or your beneficiary will be taxed
on this deferred pay only when it is distrib-
uted or otherwise made available to either
of you.

Distributions of deferred pay are not eli-
gible for the 5- or 10-year tax option,
rollover treatment, or the death benefit ex-
clusion, all discussed later. Distributions
are, however, subject to the tax for failure
to make minimum distributions, discussed
later.

For general information on these de-
ferred compensation plans and their limits,
see Section 457 Deferred Compensation
Plans in Publication 575.

Cost

Before you can figure how much, if any, of
your pension or annuity benefits is taxable,
you must determine your cost in the plan
(your investment). Your total cost in the plan
includes everything that you paid. It also
includes amounts your employer paid that
were taxable at the time paid. Cost does not
include any amounts you deducted or ex-
cluded from income.

From this total cost paid or considered
paid by you, subtract any refunds of premi-
ums, rebates, dividends, unrepaid loans, or
other tax-free amounts you received by the
later of the annuity starting date or the date
on which you received your first payment.

The annuity starting date is the later
of the first day of the first period for which
you receive a payment from the plan or the
date on which the plan's obligation becomes
fixed.

Your employer or the organization that
pays you the benefits (plan administrator)
should show your cost in Box 5 of your Form
1099-R.

Foreign employment.  If you worked in a
foreign country and your employer contrib-
uted to your retirement plan, a part of those
payments may be considered part of your
cost. The contributions that apply were
made either:

1) Before 1963, or

2) After December 1996 if you perform
the services of a foreign missionary.

For details, see Foreign employment
under Investment in the Contract (Cost) in
Publication 575.

Simplified Method

The following discussion outlines the rules
that apply for using the Simplified Method.

What is the Simplified Method. The Sim-
plified Method is one of the two methods
used to figure the tax-free part of each an-
nuity payment using the annuitant's age at
his or her annuity starting date. The other
method is the General Rule (discussed
later).

Who must use the Simplified Method.
You must use the Simplified Method if your
annuity starting date is after November 18,
1996, and you receive pension or annuity
payments from a qualified plan or annuity
unless you were at least 75 years old and
entitled to annuity payments from a qualified
plan that are guaranteed for 5 years or
more.
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Who must use the General Rule. You
must use the General Rule if you receive
pension or annuity payments from:

1) A nonqualified plan (such as a private
annuity, a purchased commercial an-
nuity, or a nonqualified employee
plan), or

2) A qualified plan if you are 75 or over
and your annuity payments from the
qualified plan are guaranteed for at
least 5 years (regardless of your an-
nuity starting date).

You can use the General Rule for a
qualified plan if your annuity starting date is
before November 19, 1996 (but after July
1, 1986), and you do not qualify to use, or
choose not to use, the Simplified Method.

You cannot use the General Rule for
a qualified plan if your annuity starting date
is after November 18, 1996. Complete in-
formation on the General Rule, including the
tables you need, is contained in Publication
939.

If you are 75 or over, and your
@ annuity starting date is after No-
vember 18, 1996, you must use the

General Rule if the payments are guaran-
teed for at least 5 years. You must use the
Simplified Method if the payments are
guaranteed for fewer than 5 years.

Note. If you are not sure whether your
retirement plan is a qualified plan (that
meets certain Internal Revenue Code re-
quirements), ask your employer or plan ad-
ministrator.

Guaranteed payments.  Your annuity
contract provides guaranteed payments if a
minimum number of payments or a mini-
mum amount (for example, the amount of
your investment) is payable even if you and
any survivor annuitant do not live to receive
the minimum. If the minimum amount is less
than the total amount of the payments you
are to receive, barring death, during the first
5 years after payments begin (figured by
ignoring any payment increases), you are
entitled to fewer than 5 years of guaranteed
payments.

If you are the survivor of a deceased
retiree, you can use the Simplified Method
if the retiree used it.

Amount of exclusion.  Your annuity start-
ing date determines the total amount that
you can exclude from your taxable income
over the years.

If your annuity starting date is after 1986,
your exclusion is limited to your cost. If it
was after July 1, 1986 (and before January
1, 1987), you can continue to take your
monthly exclusion for as long as you receive
your annuity.

In both cases, any unrecovered cost at
your (or the last annuitant's) death is al-
lowed as a miscellaneous itemized de-
duction on the final return of the decedent.
This deduction is not subject to the
2%-of-adjusted-gross-income limit.

How to use it. Use the following worksheet
to figure your taxable annuity for 1997. In
completing this worksheet, use your age at
the birthday preceding your annuity starting
date. Be sure to keep a copy of the com-



pleted worksheet; it will help you figure your
taxable pension in later years.

Example. Bill Kirkland, age 65, began
receiving retirement benefits in January
1997 under a joint and survivor annuity. The
benefits are to be paid for the joint lives of
Bill and his wife, Kathy. He had contributed
$24,700 to a qualified plan and had received
no distributions before the annuity starting
date. Bill is to receive a retirement benefit
of $1,000 a month, and Kathy is to receive
a monthly survivor benefit of $500 upon
Bill's death.

Bill must use the Simplified Method be-
cause his annuity starting date is after No-
vember 18, 1996, and the payments are
from a qualified plan. He completes the
worksheet as follows:

Simplified Method Worksheet

1. Total pension or annuity pay-
ments received this year. Also,
add this amount to the total for
Form 1040, line 16a, or Form
1040A, line 11a

2. Your cost in the pla
at annuity starting date, as ad-

justed (if it applies) ......c.cccevennen. 24,700
3. Age at annuity starting Enter:
date:
55 and under 360
56-60 310
61-65 260
66-70 210
71 and over 160 260
4. Divide line 2 by line 3 .........c....... 95

Caution: If your annuity starting

date is before November 19,

1996, (and you received pay-

ments in prior years), skip lines 3

and 4. You do not need to re-

compute the tax-free monthly

amount. Enter your monthly ex-

clusion computed in prior years

on line 4.
5. Multiply line 4 by the number of

months for which this year's pay-

ments were made ..o
6. Any amounts previously recov-

ered tax free in years after 1986 . —0-
7. Subtract line 6 from line 2 ........... 24,700
8. Enter the lesser of line 5 or line

9. Taxable pension for year. Sub-
tract line 8 from line 1. Enter the
result, but not less than zero. Also
add this amount to the total for
Form 1040, line 16b, or Form
1040A, line 11b
NOTE: If your Form
shows a larger taxable amount,
use the amount on line 9 instead.

10. Add lines 6 and 8 ........c.ccccevrnens 1.140
11. Balance of cost to be recovered.
Subtract line 10 from line 2 ......... $23,560

Bill's tax-free monthly amount is $95
($24,700 + 260 as shown on line 4 of the
worksheet). If he lives to collect more than
260 payments, he will have to include the
full amount of the additional payments in his
gross income.

If Bill dies before collecting 260 monthly
payments and Kathy begins receiving pay-
ments, she will also exclude $95 from each
payment until her payments, when added
to Bill's, total 260 payments. If she dies be-
fore 260 payments are made, a miscella-
neous itemized deduction will be allowed for
the unrecovered cost on her final income tax
return. This deduction is not subject to the
2%-of-adjusted-gross-income limit.

Had Bill's retirement annuity pay-
@ ments been from a nonqualified
plan, he would have used the Gen-

eral Rule. He can only use the Simplified
Method Worksheet for plans that are qual-
ified.

Survivors

If you receive a survivor annuity because
of the death of a retiree who had reported
the annuity under the Three-Year Rule, in-
clude the total received in income. (The
retiree's cost has already been recovered
tax free.)

If the retiree was reporting the annuity
payments under the General Rule, apply
the same exclusion percentage the retiree
used to your initial payment called for in the
contract. The resulting tax-free amount will
then remain fixed. Any increases in the
survivor annuity are fully taxable.

If the retiree had used the Simplified
Method, the monthly tax-free amount re-
mains fixed. Continue to use the same
monthly tax-free amount for your survivor
payments. See Simplified Method, earlier.

In both cases, if the annuity starting date
is after 1986, the total exclusion over the
years cannot be more than the cost.

If you are the survivor of an employee,
or former employee, who died before be-
coming entitled to any annuity payments,
you must figure the taxable and tax-free
parts of your annuity payments. You may
qualify for the $5,000 death benefit exclu-
sion.

Death benefit exclusion. If you are the
beneficiary of a deceased employee (or
former employee), who died:

» After August 20, 1996, you are not eli-
gible for the $5,000 death benefit ex-
clusion.

* Before August 21, 1996, you may
qualify for a death benefit exclusion of
up to $5,000. If you are eligible for the
exclusion, add it to the cost of the an-
nuity when you figure your cost at the
annuity starting date.

Special rules apply if you are the survi-
vor under a joint and survivor annuity. For
more information, see Publication 575.

Estate tax. If your annuity was a joint and
survivor annuity that was included in the
decedent's estate, an estate tax may have
been paid on it. You can deduct, as a mis-
cellaneous itemized deduction, the part of
the total estate tax that was based on the
annuity. This deduction is not subject to the
2%-of-adjusted-gross-income limit. The de-
ceased annuitant must have died after the
annuity starting date. This amount cannot
be deducted in one year. It must be de-
ducted in equal amounts over your remain-
ing life expectancy.

How To Report

If you file Form 1040, report your total an-
nuity on line 16a and the taxable part on line
16b. If your pension or annuity is fully taxa-
ble, enter it on line 16b; do not make an
entry on line 16a.

If you file Form 1040A, report your total
annuity on line 11a and the taxable part on
line 11b. If your pension or annuity is fully
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taxable, enter it on line 11b; do not make
an entry on line 11a.

More than one annuity. If you receive
more than one annuity and at least one of
them is not fully taxable, enter the total
amount received from all annuities on line
16a, Form 1040, or line 11a, Form 1040A,
and enter the taxable part on line 16b, Form
1040, or line 11b, Form 1040A. If all the
annuities you receive are fully taxable, enter
the total of all of them on line 16b, Form
1040, or line 11b, Form 1040A.

Joint return.  If you file a joint return and
you and your spouse each receive one or
more pensions or annuities, report the total
of the pensions and annuities on line 16a,
Form 1040, or line 11a, Form 1040A, and
report the taxable part on line 16b, Form
1040, or line 11b, Form 1040A.

Lump-Sum Distributions

You may be able to elect optional methods
of figuring the tax on lump-sum distributions
you receive from a qualified retirement plan
(an employer's qualified pension, stock bo-
nus, or profit-sharing plan). A qualified plan
is a plan that meets certain requirements
of the Internal Revenue Code. For informa-
tion on a distribution you receive that in-
cludes employer securities, see Distribu-
tions of employer securities under
Lump-Sum Distributions in Publication 575.

Distributions that qualify. A lump-sum
distribution is paid within a single tax year.
It is the distribution or payment of a plan
participant's entire balance from all of the
employer's qualified plans (i.e., pension,
profit-sharing, or stock bonus plans). The
participant's entire balance does not include
deductible voluntary employee contributions
or certain forfeited amounts.
The distribution is paid:

1) Because of the plan participant's
death,

2) After the participant reaches age 59%,

3) Because the participant, if an em-
ployee, separates from service, or

4) After the participant, if a self-employed
individual, becomes totally and perma-
nently disabled.

Tax treatment. You can recover your cost
in the lump sum tax free. Also, you may be
entitled to special tax treatment for the re-
maining part of the distribution.

In general, your cost consists of:

1) The plan participant's total nondeduct-
ible contributions to the plan,

2) The total of the plan participant's taxa-
ble costs of any life insurance contract
distributed,

3) Any employer contributions that were
taxable to the plan participant, and

4) Repayments of loans that were taxable
to the plan participant.

You must reduce this cost by amounts
previously distributed tax free.

Capital gain treatment. Only a plan
participant who was born before 1936 can
elect to treat a portion of the taxable part
of a lump-sum distribution as a capital gain
that is taxable at a 20% (.20) rate. This

Page 83



treatment applies to the portion you receive
for the participation in the plan before 1974.
You can elect this treatment only once for
any plan participant. Use Form 4972, Tax
on Lump-Sum Distributions, to make this
choice.

5- or 10-year tax option. If the plan
participant was born before 1936, you can
elect to use the 5- or 10-year option to
compute the tax on the ordinary income
portion of the distribution. (This also in-
cludes the capital gain portion of the distri-
bution if you do not elect the capital gain
treatment for it.) To qualify, you must elect
to use the 5- or 10-year tax option for all
lump-sum distributions received in the tax
year.

You may be able to figure the tax
@ on a lump-sum distribution under
the 5-year tax option even if the plan

participant was born after 1935. You can
do this only if the distribution is made on or
after the date the participant reached age
594 and the distribution otherwise qualifies.

To qualify for the 5- or 10-year option for
a distribution you receive for your own par-
ticipation in the retirement plan, you must
have been a participant in the plan for at
least 5 full tax years. You can only make
one lifetime election to use this option for
any plan participant.

If you choose the 5-year tax option, you
figure your tax, using Form 4972, as though
the distribution were received over 5 years.

However, if you choose the 10-year tax
option, you can instead treat the distribution
as though it were received over 10 years
using special tax rates. Form 4972 shows
how to make this computation. The Form
4972 Instructions contain a special tax rate
schedule that you must use in making the
10-year tax option computation. Publication
575 illustrates how to complete Form 4972
to figure the separate tax.

Form 1099-R. If you receive a total distri-
bution from a plan, you should receive a
Form 1099-R. If the distribution qualifies as
a lump-sum distribution, box 3 shows the
capital gain, and box 2a minus box 3 is the
ordinary income. If you do not get a Form
1099-R, or if you have questions about it,
contact your plan administrator.

Rollovers

Generally, a rollover is a tax-free distribution
to you of cash or other assets from a qual-
ified retirement plan that you transfer to an
eligible retirement plan. However, see Di-
rect rollover option, later.

An eligible retirement plan is an IRA, a
qualified employee retirement plan, or a
qualified annuity plan. See chapter 18 for
information on rollovers from an IRA.

In general, the most you can roll over is
the part that would be taxable if you did not
roll it over. You cannot roll over your con-
tributions, other than your deductible em-
ployee contributions. You do not pay tax on
the amount that you roll over. This amount,
however, is generally taxable later when it
is paid to you or your survivor.

You must complete the rollover by the
60th day following the day on which you
receive the distribution. (This 60—day period
is extended for the period during which the
distribution is in a frozen deposit in a finan-
cial institution.) For all rollovers to an IRA,
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you must irrevocably elect rollover treatment
by written notice to the trustee or issuer of
the IRA.

Eligible rollover distributions. Generally,
you can roll over any part of the taxable
portion of most nonperiodic distributions
from a qualified retirement plan, unless it is
a required minimum distribution.

Direct rollover option.  You can choose to
have the administrator of your old plan
transfer the distribution directly from your
old plan to the new plan (if permitted) or
IRA. If you decide on a rollover, it is gener-
ally to your advantage to choose this direct
rollover option. Under this option, the plan
administrator would not withhold tax from
your distribution.

Withholding tax.  If you choose to have the
distribution paid to you, it is taxable in the
year distributed unless you roll it over to a
new plan or IRA within 60 days. The plan
administrator must withhold income tax of
20% from the taxable distribution paid to
you. (See Pensions and Annuities under
Withholding in chapter 5.) This means that,
if you decide to roll over an amount equal
to the distribution before withholding, your
contribution to the new plan or IRA must
include other money (for example, from
savings or amounts borrowed) to replace
the amount withheld. The administrator
should give you a written explanation of
your distribution options within a reasonable
period of time before making an eligible
rollover distribution.

Deductible voluntary employee contri-

butions. If you receive an eligible rollover
distribution from your employer's qualified
plan of part of the balance of your accumu-
lated deductible voluntary employee contri-
butions, you can roll over tax free any part
of this distribution. The rollover can be either
to an IRA or to certain other qualified plans.

Rollover by surviving spouse or other
beneficiary. You may be entitled to roll
over into an IRA part or all of a retirement
plan distribution you receive as the surviving
spouse of a deceased employee. The
rollover rules apply to you as if you were the
employee. However, you cannot roll it over
to another qualified retirement plan.

A beneficiary other than the employee's
surviving spouse cannot roll over a distri-
bution.

Alternate payee under qualified domestic
relations order.  You may be able to roll
over all or any part of a distribution from a
qualified employer plan that you receive
under a qualified domestic relations order
(QDRO). If you receive the distribution as
an employee's spouse or former spouse
under a QDRO, the rollover rules apply to
you (the alternate payee) as if you were the
employee. You can rollover the distribution
from the plan into an IRA or to another eli-
gible retirement plan. See Publication 575
for more information on benefits received
under a QDRO.

Bond purchase plans. The Department
of the Treasury stopped issuing U.S. Re-
tirement Plan Bonds after April 30, 1982.
They are a special series of interest-bearing
bonds that retirement plans could buy.
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If you redeem a retirement bond, you
can defer the tax on the amount received
by rolling it over to an IRA as discussed
under Rollovers in chapter 18.

For more information on the rules for roll-
ing over distributions, see Publication 575.

Tax on Early Distributions

Distributions you receive from your qual-
ified retirement plan or deferred annuity
contract before you reach age 59% (and
amounts you receive when you cash in re-
tirement bonds before you reach age 59%.)
are usually subject to an additional tax of
10%. The tax applies to the taxable part of
the distribution.

For this purpose, a qualified retirement
plan includes:

1) A qualified employee retirement plan,
2) A qualified annuity plan,

3) A tax-sheltered annuity plan for em-
ployees of public schools or tax-
exempt organizations, or

4) An IRA, including a SIMPLE IRA.

25% rate on certain early distributions
from SIMPLE retirement accounts.  Distri-
butions from a SIMPLE retirement account
are subject to IRA rules and are includible
in income when withdrawn. An early with-
drawal is generally subject to a 10% pen-
alty. However, if the distribution is made in
1997 (within the first two years of partic-
ipation in the SIMPLE plan), the additional
tax is 25%. Your Form 1099-R should show
distribution code “S” in box 7 if the 25% rate
applies.

Exceptions to tax. The early distribu-
tion tax does not apply to distributions that
are:

1) Made to a beneficiary or to the estate
of the plan participant or annuity holder
on or after his or her death,

2) Made because you are totally and
permanently disabled,

3) Made as part of a series of substan-
tially equal periodic (at least annual)
payments over your life expectancy or
the joint life expectancy of you and
your beneficiary (if from a qualified
employee plan, payments must begin
after separation from service),

4) Made to you after you separated from
service if the separation occurred dur-
ing or after the calendar year in which
you reached age 55,

5) Not more than your deductible medical
expense (the medical expense that
exceeds 7.5% of your adjusted gross
income) whether or not you itemize
deductions for the tax year,

6) Paid to alternate payees under qual-
ified domestic relations orders,

7) Made to you if, as of March 1, 1986,
you separated from service and began
receiving benefits from the qualified
plan under a written election that pro-
vides a specific schedule of benefit
payments,

8) Made to you to correct excess defer-
rals, excess contributions, or excess
aggregate contributions,



9) Allocable to investment in a deferred
annuity contract before August 14,
1982,

10) From an annuity contract under a
qualified personal injury settlement,

11) Made under an immediate annuity
contract, or

12) Made from a deferred annuity contract
purchased by your employer upon the
termination of a qualified employee re-
tirement plan or qualified annuity that
is held by your employer until you
separate from the service of the em-
ployer.

Only exceptions (1) through (3) apply to
distributions from IRAs. Exceptions (4)
through (8) apply only to distributions from
qualified employee plans. Exceptions (9)
through (12) apply only to distributions from
deferred annuity contracts not purchased
by qualified employer plans.

Reporting tax or exception.  If distribution
code 1 is shown in box 7 of Form 1099-R,
multiply the taxable part of the early distri-
bution by 10% and enter the result on line
50 of Form 1040 and write “No” on the dot-
ted line. You do not have to file Form 5329.

However, if you owe this tax and also
owe any other additional tax on a distribu-
tion, you must file Form 5329 to report the
taxes.

You do not have to file Form 5329 if you
qualify for an exception to the 10% tax and
distribution code 2, 3, or 4 is shown in box
7 of Form 1099-R. However, you must file
Form 5329 if the code is not shown or the
code shown is incorrect (e.g., code 1 is
shown although you meet an exception).

Tax for Failure to Make

Minimum Distribution

To make sure that most of your retirement
benefits are paid to you during your lifetime,
rather than to your beneficiaries after your
death, the payments that you receive from
qualified plans and IRAs must begin on your
required beginning date (defined later). Be-
ginning in 1997, if you are still working after
you reach age 70%, the rule on minimum
required distributions takes into account
whether you have retired unless you are a
5% owner or the distribution is from an IRA.

Beginning in 1997, you must begin to
receive distributions from your qualified re-
tirement plan by April 1 of the year that fol-
lows the later of the:

1) Calendar year in which you reach age
70, or

2) Calendar year in which you retire.

Before 1997, you were required to begin
receiving distributions from your retirement
plan by April 1 of the year following the
calendar year in which you reached age
70%, regardless of whether or not you had
retired. This rule still applies if you are a 5%
owner or the distribution is from an IRA.

The new rule applies to qualified em-
ployee retirement plans, qualified annuity
plans, deferred compensation plans under
section 457, and tax-sheltered annuity pro-
grams (for benefits accruing after 1986).

Example. You reach age 70%: on the
date that is 6 calendar months after the date
of your 70th birthday. For example, if you
are retired and your 70th birthday was on
July 1, 1996, you were age 70%2 on January
1, 1997. Your required beginning date is
April 1, 1998. If your 70th birthday was on
June 30, 1996, you were age 70Y%. on De-
cember 30, 1996, and your required begin-
ning date is April 1, 1997. This applies only
if you are not employed after age 70%>.

Exception (5% owners). If you are a
5% (or more) owner of the company main-
taining the plan, you must still begin to re-
ceive distributions by April 1 of the calendar
year after the year in which you reach age
70, regardless of when you retire.

Minimum distributions.  These are regular
periodic distributions that are large enough
to use up the entire interest over your life
expectancy or over the joint life expectan-
cies of you and a designated surviving
beneficiary (or over a shorter period).

Additional information. For more infor-
mation on this rule and how to figure the
required amount to be distributed, see Tax
on Excess Accumulation in Publication 575.

Tax on failure to distribute. If you do not
receive these required minimum distribu-
tions, you, as the payee, are subject to an
additional excise tax. The tax equals 50%
of the difference between the amount that
must be distributed and the amount that was
distributed during the tax year. You can get
this excise tax excused if you establish that
the shortfall in distributions was due to rea-
sonable error and that you are taking rea-
sonable steps to remedy the shortfall.
State insurer  delinquency  pro-

ceedings. You might not receive the mini-
mum distribution because of state insurer
delinquency proceedings for an insurance
company. If your payments are reduced
below the minimum due to these pro-
ceedings, you should contact your plan ad-
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ministrator. Under certain conditions, you
will not have to pay the excise tax.

Form 5329. You must file a Form 5329 if
you owe a tax because you did not receive
a minimum required distribution from your
qualified retirement plan.

Disability Income

Generally, if you retire on disability, you
must report your pension or annuity as in-
come.

If you were 65 or older at the end of the
tax year, or if you were under 65, retired on
permanent and total disability, and you re-
ceived taxable disability income, you may
be able to claim the credit for the elderly or
the disabled. See chapter 34 for more in-
formation about the credit.

How to report. You must report all your
taxable disability income on line 7, Form
1040, or line 7, Form 1040A, until you reach
minimum retirement age.

If you made contributions to your pen-
sion or annuity plan, your payments are
taxable under the rules discussed earlier,
beginning with the day after you reach the
minimum retirement age.

Generally, minimum retirement age is
the age at which you would have first re-
ceived a pension or annuity were you not
disabled.

For more information on how to report
disability pensions, including military and
certain government disability pensions, see
chapter 6.

Purchased Annuities

If you privately purchased an annuity con-
tract from a commercial organization, such
as an insurance company, you must use the
General Rule to figure the tax-free part of
each annuity payment. For more informa-
tion, get Publication 939.

Sale of annuity. Gain on the sale of an
annuity contract before its maturity date is
ordinary income to the extent that the gain
is due to interest accumulated on the con-
tract. You do not recognize gain or loss on
an exchange of an annuity contract solely
for another annuity contract.

See Transfers of Annuity Contracts in
Publication 575 for more information about
exchanges of annuity contracts.
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12.

Social Security
and Equivalent
Railroad
Retirement
Benefits

Introduction

This chapter discusses the taxability of any
social security or equivalent tier 1 railroad
retirement benefits you may have received.
It also explains:

* How to figure whether your benefits are
taxable,

* How to use the social security benefits
worksheet,

* How to report your taxable benefits on
Form 1040 and Form 1040A (with ex-
amples), and

* How to treat repayments that are more
than the benefits you received during
the year.

When the term “benefits” is used in this
chapter, it applies to both social security
benefits and equivalent tier 1 railroad re-
tirement benefits. Social security benefits
include monthly survivor and disability ben-
efits. They do not include supplemental se-
curity income (SSI) payments, which are not
taxable. Equivalent tier 1 railroad retirement
benefits are the part of tier 1 benefits treated
as a social security benefit.

If you received these benefits during
1997, you should have received a Form
SSA-1099 or Form RRB-1099 (Form
SSA-1042S or Form RRB-1042S if you are
a nonresident alien) showing the amount.

What is not covered in this chapter. This
chapter does not cover the tax rules for the
following railroad retirement benefits:

* Non-social security equivalent benefit
(NSSEB) portion of tier 1 benefits,

* Tier 2 benefits,
* Vested dual benefits, and
* Supplemental annuity benefits.

For information on these benefits see Pub-
lication 575, Pension and Annuity Income.

This chapter also does not cover the tax
rules for foreign social security or railroad
retirement benefits. These are taxable as
annuities, unless they are exempt from U.S.
tax under a treaty.

=

Useful Items
You may want to see:

Publication
0 575
[0 590
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Pension and Annuity Income

Individual Retirement Arrange-

ments (IRAs) (Including

SEP-IRAs and SIMPLE IRASs)
[0 915 Social Security and Equivalent
Railroad Retirement Benefits

Are Any of Your
Benefits Taxable?

To find out whether any of your benefits are
taxable, compare the base amount for your
filing status with the total of:

1) One-half of your benefits, plus

2) All your other income, including tax-
exempt interest.

Do not reduce your income by any ex-
clusions for:

* Interest from Series EE U.S. savings
bonds,

* Foreign earned income or foreign
housing, or

* Income earned in American Samoa or
Puerto Rico by bona fide residents.

Use the worksheet later in this dis-
cussion to figure this total income. If the
total income is more than your base
amount, part of your benefits is taxable.

If the only income you received
@ during 1997 was your social security
or equivalent tier 1 railroad retire-

ment benefits, your benefits generally are
not taxable and you probably do not have
to file a return. If you have income in addi-
tion to your benefits, you may have to file
a return even if none of your benefits are
taxable.

If you are married and file a joint return
for 1997, you and your spouse must com-
bine your incomes and your benefits to fig-
ure whether any of your combined benefits
are taxable. Even if your spouse did not
receive any benefits, you must add your
spouse's income to yours to figure whether
any of your benefits are taxable.

Base amount. Your base amount is:

* $25,000 if you are single, head of
household, or qualifying widow(er),

* $25,000 if you are married filing sepa-
rately and lived apart from your spouse
for all of 1997,

* $32,000 if you are married filing jointly,
or

* $-0-if you are married filing separately
and lived with your spouse at any time
during 1997.

Worksheet. You can use the fol-

lowing worksheet to figure the

amount of income to compare with
your base amount.
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A. Write in the amount from box 5 of
all your Forms SSA-1099 and
RRB-1099. Include the full amount
of any lump-sum benefit payments
received in 1997, for 1997 and
earlier years, if you choose to re-
port the full amount for the 1997 tax
year. (If you received more than
one form, combine the amounts
from box 5 and write in the total.) A.

Note: If the amount on line A is zero or less, stop
here; none of your benefits are taxable this year.

B. Enter one-half of the amount on
line A

C. Add your taxable pensions, wages,
interest, dividends, and other taxa-
ble income and write in the total ... C.

D. Write in any tax-exempt interest
income (such as interest on mu-
nicipal bonds) plus exclusions from
income (such as the Series EE
U.S. Savings Bond interest exclu-

SION) i D._____
E. Add lines B, C, and D and write in
the total ....ooooveveiiiieeee e, E.

Note. Compare the amount on line E to your base
amount for your filing status. If the amount on line
E equals or is less than the base amount for your
filing status, none of your benefits are taxable this
year. If the amount on line E is more than your

base amount, some of your benefits are taxable.

Example. You and your spouse are fil-
ing a joint return for 1997, and you both re-
ceived social security benefits during the
year. In January 1998, you received a Form
SSA-1099 showing net benefits of $6,600
in box 5. Your spouse received a Form
SSA-1099 showing net benefits of $2,400
in box 5. You also received a taxable pen-
sion of $10,000 and interest income of
$500. You did not have any tax-exempt in-
terest income. Your benefits are not taxable
for 1997 because your income, as figured
in the following worksheet, is not more than
your base amount ($32,000).

A. Write in the amount from box 5 of
all your Forms SSA-1099 and
RRB-1099. Include the full amount
of any lump-sum benefit payments
received in 1997, for 1997 and
earlier years, if you choose to re-
port the full amount for the 1997 tax
year. (If you received more than
one form, combine the amounts
from box 5 and write in the total.)

A. $9,000

Note: If the amount on line A is zero or less, stop
here; none of your benefits are taxable this year.

B. Enter one-half of the amount on
iNE A oo B. 4,500

C. Add your taxable pensions, wages,
interest, dividends, and other taxa-
ble income and write in the total ... C. _10,500

D. Write in any tax-exempt interest
income (such as interest on mu-
nicipal bonds) plus any exclusions
from income (such as the Series
EE U.S. Savings Bond interest ex-

CIUSION) oo D. —0—
E. Add lines B, C, and D and write in
the total .....cccoeeeeeeeeeieee e E. $15,000

Note. Compare the amount on line E to your base
amount for your filing status. If the amount on line
E equals or is less than the base amount for your
filing status, none of your benefits are taxable this
year. If the amount on line E is more than your

base amount, some of your benefits are taxable.




Who is taxed. The person who has the
legal right to receive the benefits must de-
termine whether the benefits are taxable.
For example, if you and your child receive
benefits, but the check for your child is
made out in your name, you must use only
your part of the benefits to see whether any
benefits are taxable to you. The part that
belongs to your child must be added to your
child's other income to see whether any of
those benefits are taxable to the child.

Repayment of benefits.  Any repayment
of benefits you made during 1997 must be
subtracted from the gross benefits you re-
ceived in 1997. It does not matter whether
the repayment was for a benefit you re-
ceived in 1997 or in an earlier year. If you
repaid more than the gross benefits you
received in 1997, see Repayments More
Than Gross Benefits, later. Your gross
benefits are shown in box 3 of Form
SSA-1099 or RRB-1099. Your repayments
are shown in box 4. The amount in box 5
shows your net benefits for 1997 (box 3
minus box 4). Use the amount in box 5 to
figure whether any of your benefits are tax-
able.

How To Report
Your Benefits

If part of your benefits is taxable, you must
use Form 1040 or Form 1040A. You cannot
use Form 1040EZ.

Reporting on Form 1040. Report your net
benefits (the amount in box 5 of your Form
SSA-1099 or Form RRB-1099) on line 20a
and the taxable part on line 20b. If you are
married filing separately and you lived apart
from your spouse for all of 1997, also enter
“D” to the left of line 20a.

Reporting on Form 1040A. Report your
net benefits (the amount in box 5 of your
Form SSA-1099 or Form RRB-1099) on line
13a and the taxable part on line 13b. If you
are married filing separately and you lived
apart from your spouse for all of 1997, also
enter “D” to the left of line 13a.

Benefits not taxable.  If none of your ben-
efits are taxable, do not report any of them
on your tax return. But if you are married
filing separately and you lived apart from
your spouse for all of 1997, make the fol-
lowing entries. On Form 1040, enter “D” to
the left of line 20a and “~0-" on line 20b.
On Form 1040A, enter “D” to the left of line
13a and “-0-" on line 13b.

How Much Is Taxable?

If part of your benefits is taxable, how much
is taxable depends on the total amount of
your benefits and other income. Generally,
the higher that total amount, the greater the
taxable part of your benefits.

Maximum taxable part. The taxable part
of your benefits cannot usually be more than
50%. However, up to 85% of your benefits
can be taxable, if one of the following situ-
ations applies to you.

1) The total of one-half of your benefits
and all your other income is more than

$34,000 ($44,000 if you are married
filing jointly), or

2) You are married filing separately and
lived with your spouse  at any time
during 1997.

Which worksheet to use. A worksheet to
figure your taxable benefits is in the in-
structions for your tax form. You can use
either that worksheet or Worksheet 1 in this
chapter (or Publication 915), unless one of
the following situations applies to you.

1) You contributed to an individual retire-
ment arrangement (IRA) and your IRA
deduction is limited because you or
your spouse is covered by a retirement
plan at work. In this situation, you must
use the special worksheets in Appen-
dix B of Publication 590 to figure both
your IRA deduction and your taxable
benefits.

2) Situation (1) does not apply and you
take an exclusion for interest from Se-
ries EE U.S. savings bonds (Form
8815), for adoption benefits (Form
8839), for foreign earned income or
housing (Form 2555 or Form
2555-EZ), or for income earned in
American Samoa (Form 4563) or
Puerto Rico by bona fide residents. In
this situation, you must use Worksheet
1 in Publication 915 to figure your tax-
able benefits.

3) You receive a lump-sum payment for
an earlier year. In this situation, also
complete Worksheet 2 or 3 and Work-
sheet 4 in Publication 915. See Lump-
Sum Election.

Lump-Sum Election.  You must include the
taxable part of a lump-sum (retroactive)
payment of benefits received in 1997 in your
1997 income, even if the payment includes
benefits for an earlier year.

This type of lump-sum benefit pay-
@ ment should not be confused with

the lump-sum death benefit that
both the SSA and RRB pay to many of their
beneficiaries. No part of the lump-sum
death benefit is subject to tax.

Generally, you use your 1997 income to
figure the taxable part of the total benefits
received in 1997. However, you may be
able to figure the taxable part of a lump-sum
payment for an earlier year separately, us-
ing your income for the earlier year. You can
elect this method if it lowers your taxable
benefits.

Making the election. If you received a
lump-sum benefit payment in 1997 that in-
cludes benefits for one or more earlier
years, follow the instructions in Publication
915 under Lump-Sum Election to see
whether making the election will lower your
taxable benefits. That discussion also ex-
plains how to make the election.

Examples

Following are a few examples you can use
as a guide to figure the taxable part of your
benefits.

Example 1. George White is single and
files Form 1040 for 1997. He received the
following income in 1997:
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Fully taxable pension ............ccccceeveenene. $18,600
Wages from part-time job .. 9,400
Interest income ................ .. 990
Total

George also received social security
benefits during 1997. The Form SSA-1099
he received in January 1998 shows $5,980
in box 5. To figure his taxable benefits,
George completes the worksheet shown
here.

Worksheet 1. Social Security
and Equivalent Railroad Retirement
Benefits

1. Enter the total amount from box 5 of
ALL your Forms SSA-1099 and
RRB-1099 .. 5,980

Note. If line 1 is zero or less, stop here;
none of your benefits are taxable. Other-
wise, go to line 2.
2. Enter one-half of line 1 ......c.cccccvvins 2,990
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 ....ccocoveiiis 28,990
4. Form 1040A filers: Enter the total of
any exclusions for Series EE U.S.
savings bond interest ( Form 8815,
line 14) or for adoption benefits (Form
8839, line 22).
Form 1040 filers: Enter the total of any
exclusions/adjustments for:
« Series EE U.S. savings bond
interest ( Form 8815, line 14),
« Adoption benefits ( Form 8839,
line 22),
« Foreign earned income or
housing ( Form 2555, lines 43
and 48, or Form 2555-EZ, line
18),
« Certain income of bona fide
residents of American Samoa
(Form 4563, line 15) or Puerto
RICO oot
. Add lines 2, 3, and 4
. Enter the amount from Form 1040,
line 31 or from Form 1040A, line 15c. —0—
. Subtract line 6 from line 5 .................
. Enter $25,000 ($32,000 if married fil-
ing jointly; $0 if married filing sepa-
rately and you lived with your spouse

o Ul

0~

at any time during 1997) .........cccco..... 25,000
9. Subtract line 8 from line 7. If zero or
less, enter —0— .....cccoovvveeiiiinieiiee _6,980

Note. If line 9 is zero or less, stop

here; none of your benefits are taxa-

ble. (Do not enter any amounts on

Form 1040, line 20a or 20b or on Form

1040A, line 13a or 13b. But if you are

married filing separately and you lived

apart from your spouse for all of 1997,

enter “D” to the left of line 20a, Form

1040, or line 13a, Form 1040A. Also

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 in 1997) oo ~9.000
11. Subtract line 10 from line 9. If zero or

less, enter —0— ......ccooveveiiiiiiiieiene __=0-
12. Enter the smaller of line 9 or line 10

13. Enter one-half of line 12 ....................
14. Enter the smaller of line 2 or line 13
15. Multiply line 11 by 85% (.85). If line

11 is zero, enter —0—
16. Add lines 14 and 15

17. Multiply line 1 by 85% (.85) ........coc..

18. Taxable benefits. Enter the smaller
of line 16 or line 17

:
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« 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

The amount on line 18 of George's work-
sheet shows that $2,990 of his social secu-
rity benefits is taxable. On line 20a of his
Form 1040, George enters his net benefits
of $5,980. On line 20b, he enters his taxable
part of $2,990.

Example 2. Ray and Alice Hopkins file
a joint return on Form 1040A for 1997. Ray
is retired and receives a fully taxable pen-
sion of $15,500. Ray also receives social
security benefits and his Form SSA-1099
for 1997 shows net benefits of $5,600 in box
5. Alice worked during the year and had
wages of $14,000. She made a deductible
payment to her IRA account of $1,000. Ray
and Alice have two savings accounts with
a total of $250 in interest income. They
complete Worksheet 1 and find that none
of Ray's social security benefits are taxable.
They leave lines 13a and 13b of their Form
1040A blank.

Worksheet 1. Social Security
and Equivalent Railroad Retirement
Benefits

1. Enter the total amount from box 5 of
ALL your Forms SSA-1099 and
RRB—=1099 ....occviiiiiieeiree e _5,600

Note. If line 1 is zero or less, stop here;
none of your benefits are taxable. Other-
wise, go to line 2.
2. Enter one-half of line 1 ...........cceuveene _2.800
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 .......cccovvveeeeeen.
4. Form 1040A filers: Enter the total of
any exclusion for Series EE U.S.
savings bond interest (Form 8815, line
14) or adoption benefits ( Form 8839,
line 22).
Form 1040 filers: Enter the total of any
exclusions/adjustments for:
* Series EE U.S. savings bond
interest (Form 8815, line 14),
» Adoption benefits ( Form 8839,
line 22),
« 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 oo —0—
5. Addlines 2,3,and 4 .........ccovveeevuveeenne 32,550
6. Enter the amount from Form 1040,
line 31 or from Form 1040A, line 15c. _1,000
7. Subtract line 6 from line 5 31,550
8. Enter $25,000 ($32,000 if married fil-
ing jointly; $0 if married filing sepa-
rately and you lived with your spouse
at any time during 1997) .......ccccceeene 32,000
9. Subtract line 8 from line 7. If zero or
less, enter —0— ....coocvveeeeeeeeeeeeeeeeens —0—

Note. If line 9 is zero or less, stop
here; none of your benefits are taxa-
ble. (Do not enter any amounts on
Form 1040, line 20a or 20b or on Form
1040A, line 13a or 13b. But if you are
married filing separately and you lived
apart from your spouse for all of 1997,
enter “D” to the left of line 20a, Form
1040, or line 13a, Form 1040A. Also
enter —0— on Form 1040, line 20b or
on Form 1040A, line 13b.) Otherwise,
go on to line 10
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0. Enter $9,000 ($12,000 if married filing
jointly; $0 if married filing separately
and you lived with your spouse at any
time in 1997) oo

11. Subtract line 10 from line 9. If zero or

less, enter —0— .....coccvveeeeeeeeeeeeeiees

12. Enter the smaller of line 9 or line 10

13. Enter one-half of line 12 ...................
14. Enter the smaller of line 2 or line 13
15. Multiply line 11 by 85% ( 85). If line

11 is zero, enter —0— .
16. Add lines 14 and 15

17. Multiply line 1 by 85% (.85) ...............

18. Taxable benefits. Enter the smaller
of line 16 or line 17 ......cccevvvevvvinene
« 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

Example 3. Joe and Betty Johnson file
a joint return on Form 1040 for 1997. Joe
is a retired railroad worker and in 1997 re-
ceived the social security equivalent portion
of tier 1 benefits. Joe's Form RRB-1099
shows $10,000 in box 5. Betty is a retired
government worker and receives a fully
taxable pension of $38,000. They had
$2,300 in interest income plus interest of
$200 on a Series EE U.S. savings bond.
The savings bond interest qualified for ex-
clusion. They figure their taxable benefits
by completing Worksheet 1.

Worksheet 1. Social Security
and Equivalent Railroad Retirement
Benefits

1. Enter the total amount from box 5 of
ALL your Forms SSA-1099 and
RRB—=1099 ...cccoviiiieiiceeceieeie 10.000

Note. If line 1 is zero or less, stop here;
none of your benefits are taxable. Other-
wise, go to line 2.
2. Enter one-half of line 1 ......ccccccviins _5.000
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 ......ccceeeevreenes
4. Form 1040A filers: Enter the total of
any exclusion for Series EE U.S.
savings bond interest (Form 8815, line
14) or adoption benefits (Form 8839,
line 22).
Form 1040 filers: Enter the total of any
exclusions/adjustments for:
« Series EE U.S. savings bond
interest (Form 8815, line 14),
« Adoption benefits ( Form 8839,
line 22),
« 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 oo
Add lines 2, 3, and 4
Enter the amount from Form 1040,
line 31 or from Form 1040A, line 15c. —0—
Subtract line 6 from line 5
Enter $25,000 ($32,000 if married fil-
ing jointly; $0 if married filing sepa-
rately and you lived with your spouse

oo

© N
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9. Subtract line 8 from line 7. If zero or
less, enter —0— .....cccoovvieniiieieieiene 13,500

Note. If line 9 is zero or less, stop
here; none of your benefits are taxa-
ble. (Do not enter any amounts on
Form 1040, line 20a or 20b or on Form
1040A, line 13a or 13b. But if you are
married filing separately and you lived
apart from your spouse for all of 1997,
enter “D” to the left of line 20a, Form
1040, or line 13a, Form 1040A. Also
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 in 1997) ..o 12,000
11. Subtract line 10 from line 9. If zero or
less, enter —0— .
12. Enter the smaller o ine 9 or line 10
12,000

13. Enter one-half of line 12 ....................
14. Enter the smaller of line 2 or line 13
15. Multiply line 11 by 85% (.85). If line

11 is zero, enter —0—
16. Add lines 14 and 15

17. Multiply line 1 by 85% (.85) ........ccc..

18. Taxable benefits. Enter the smaller
of line 16 or line 17 ......cccoecvvevvvnnnens
« 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.

Repayments More
Than Gross Benefits

In some situations, your Form SSA-1099
or Form RRB-1099 will show that the total
benefits you repaid (box 4) are more than
the gross benefits (box 3) you received. If
this occurred, your net benefits in box 5 will
be a negative figure (a figure in parenthe-
ses) and none of your benefits will be taxa-
ble. If you receive more than one form, a
negative figure in box 5 of one form is used
to offset a positive figure in box 5 of another
form for that same year.

If you have any questions about this
negative figure, contact your local Social
Security Administration office or your local
U.S. Railroad Retirement Board field office.

Joint return.  If you and your spouse file a
joint return, and your Forms SSA-1099 or
RRB-1099 has a negative figure in box 5,
but your spouse's does not, subtract the
amount in box 5 of your form from the
amount in box 5 of your spouse's form. You
do this to get your net benefits when figuring
if your combined benefits are taxable.

Example. John and Mary file a joint
return for 1997. John received Form
SSA-1099 showing $3,000 in box 5. Mary
also received Form SSA-1099 and the
amount in box 5 was ($500). John and Mary
will use $2,500 ($3,000 minus $500) as the
amount of their net benefits when figuring
if any of their combined benefits are taxable.

Repayment of benefits received in an

earlier year. If the sum of the amount
shown in box 5 of all of your Forms
SSA-1099 and RRB-1099 is a negative



figure, you can take an itemized deduction
for the part of this negative figure that re-
presents benefits you included in gross in-
come in an earlier year.

If this deduction, is $3,000 or less, it is
subject to the 2%-of-adjusted-gross-income
limit that applies to certain miscellaneous
itemized deductions. Claim it on line 22,
Schedule A (Form 1040).

If this deduction is more than $3,000,
you should figure your tax two ways:

1) Figure your tax for 1997 with the item-
ized deduction. This more-than-$3,000
deduction is not subject to the
2%-of-adjusted-gross-income limit that

applies to certain miscellaneous item-
ized deductions.

2) Figure your tax for 1997 in the following
steps:

a) Figure the tax without the itemized
deduction.

b)  For each year after 1983 for which
part of the negative figure repres-
ents a repayment of benefits, re-
figure your taxable benefits as if
your total benefits for the year
were reduced by that part of the
negative figure, then refigure the
tax.
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c)  Subtract the total of the refigured
tax amounts in (b) from the total
of your actual tax amounts.

d)  Subtract the result in (c) from the
result in (a).

Compare the tax figured in methods (1) and
(2). Your tax for 1997 is the smaller of the
two amounts. If method (1) results in less
tax, take the itemized deduction on line 27,
Schedule A (Form 1040). If method (2) re-
sults in less tax, claim a credit for the ap-
plicable amount on line 59 of Form 1040
and write “l.R.C. 1341” in the margin to the
left of line 59. If both methods produce the
same tax, deduct the repayment in full on
line 27, Schedule A (Form 1040).
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13.
Other Income

Important Changes
for 1997

Accelerated death benefits. Beginning
January 1, 1997, certain payments received
under a life insurance contract on the life
of a terminally or chronically ill individual
before the individual's death (an accelerated
death benefit) can be excluded from in-
come. For a chronically ill individual, the
payments must be for costs incurred for
qualified long-term care services or made
on a periodic basis without regard to the
costs. The exclusion for payments made on
a periodic basis is limited. See Accelerated
Death Benefits.

Long-term care insurance contracts.
Beginning January 1, 1997, qualified long-
term care insurance contracts are generally
treated as accident and health insurance
contracts. Amounts you receive from them
(other than policyholder dividends or pre-
mium refunds) generally are excludable
from income as amounts received for per-
sonal injury or sickness. See Long-term
care insurance contracts.

Deceased public safety officers.
Amounts received as a survivor annuity on
the life of a public safety officer who was
killed in the line of duty after 1996 generally
are not taxable. Public safety officers in-
clude law enforcement officers, firefighters,
rescue squad or ambulance crew. See De-
ceased public safety officers.

Important Reminders

Death benefit exclusion repealed. The
exclusion from gross income for the first
$5,000 of employer-provided death benefits
is repealed for payments received for de-
cedents dying after August 20, 1996. See
Survivor benefits under Life Insurance Pro-
ceeds.

Damages received for injuries or sick-
ness. Generally, amounts received before
August 21, 1996, as damages for personal
injuries or sickness are not taxable. Gener-
ally, for amounts received after August 20,
1996, only damages for personal physical
injuries or physical sickness are not taxable.
See Court awards and damages, under
Miscellaneous Taxable Income.

State tuition programs. Effective for tax
years ending after August 20, 1996, distri-
butions from a qualified state tuition pro-
gram are taxable only to the extent they are
more than the amount contributed to the
program. See State tuition programs under
Miscellaneous Taxable Income.
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Introduction

This chapter discusses many kinds of in-
come and explains whether they are taxable
or nontaxable.

* Income that is taxable must be reported
on your tax return and is subject to tax.

* Income that is nontaxable may have to
be shown on your tax return, but is not
subject to tax.

You must include on your return all in-
come you receive in the form of money,
property, and services unless the tax law
states that you do not include them. Some
items, however, are only partly excluded
from income. They are listed and discussed
briefly in this chapter.

Useful ltems
You may want to see:

Publication

[0 501 Exemptions, Standard De-

duction, and Filing Information

[0 520 Scholarships and Fellowships

[0 525 Taxable and Nontaxable Income

[0 544 Sales and Other Dispositions of
Assets

[0 550 Investment Income and Ex-

penses

Miscellaneous
Taxable Income

This section begins with brief discussions
of many income items arranged in alpha-
betical order. These discussions are fol-
lowed by discussions of other taxable in-
come items which are discussed in greater
detail as follows.

* Bartering.
e Canceled debts.

* Recoveries (including state income tax
refunds).

* Rental of personal property.
* Repayments.
* Royalties.

When you report miscellaneous
@ taxable income on line 21 of Form

1040, write a brief description of the
income on the dotted line next to line 21.

Activity not for profit. You must include
on your return income from an activity from
which you do not expect to make a profit.
An example of this type of activity would be
a hobby or a farm you operate mostly for
recreation and pleasure. Enter this income
on line 21 of Form 1040. Deductions for
expenses related to the activity are limited.
They cannot total more than the income you
report, and can be taken only if you itemize
deductions on Schedule A (Form 1040).
See Not-for-Profit Activities in chapter 1 of
Publication 535, Business Expenses, for
information on whether an activity is con-
sidered carried on for a profit.

Alaska Permanent Fund dividend in-

come. If you received a payment from
Alaska's mineral income fund (Alaska Per-
manent Fund dividends), you should report
this amount on line 21 of Form 1040. The
state of Alaska sends each recipient a doc-
ument that shows this amount with the
check. The amount is also reported to IRS.

If you otherwise qualify to use Form
@ 1040A or 1040EZ, you can report
the Alaska Permanent Fund divi-
dend on line 12 of Form 1040A or line 3 of

Form 1040EZ. See your form instructions.

Alimony. Include in your income on line
11 of Form 1040 any alimony payments you
receive. Amounts you receive for child sup-
port are not income to you. Alimony and
child support payments are discussed in
chapter 20.

Allowances and reimbursements. If you
receive travel, transportation, or other busi-
ness expense allowances or reimburse-
ments from your employer, see chapter 28.
If you are reimbursed for moving expenses,
see chapter 19.

Court awards and damages. To deter-
mine if settlement amounts you receive by
compromise or judgment must be included
in your income, you must consider the item
that the settlement replaces. Include the
following as ordinary income:

1) Interest on any award.

2) Compensation for lost wages or lost
profits in most cases.

3) Punitive damages. See Punitive dam-
ages, later.

4) Amounts received in settlement of
pension rights (if you did not contribute
to the plan).

5) Damages for:
a) Patent or copyright infringement,
b)  Breach of contract, or

c) Interference with business oper-
ations.

6) Back pay and damages for emotional
distress received to satisfy a claim un-
der Title VII of the Civil Rights Act of
1964.

Do not include in your income
compensatory damages for personal phys-
ical injury or physical sickness (whether re-
ceived in a lump sum or installments).

Emotional distress. If emotional dis-
tress is due to physical injuries or physical
sickness, the damages you receive for
medical care due to that emotional distress
are not taxable. Emotional distress includes
physical symptoms that result from emo-
tional distress, such as headaches,
insomnia, and stomach disorders.

Punitive damages. Punitive damages
generally are taxable. It does not matter if
they relate to a physical injury or physical
sickness. This rule does not create any in-
ference about punitive damages under prior
law.

For more information on punitive dam-
ages, get Publication 525, Taxable and
Nontaxable Income.



Credit card insurance.  Generally, if you
receive benefits under a credit card disabil-
ity or unemployment insurance plan, the
benefits are taxable to you. These plans
make the minimum monthly payment on
your credit card account if you cannot make
the payment due to injury, illness, disability,
or unemployment. Report on line 21 of Form
1040 the amount of benefits you receive
during the year that is more than the amount
of the premiums you paid during the year.

Estate and trust income. An estate or
trust, unlike a partnership, may have to pay
federal income tax. If you are a beneficiary
of an estate or trust, you are taxed on your
share of its income distributed or required
to be distributed to you. However, there is
never a double tax. Estates and trusts file
their returns on Form 1041, U.S. Income
Tax Return for Estates and Trusts, and your
share of the income is reported to you on
Schedule K-1 of Form 1041.

Current income required to be dis-
tributed. If you are the beneficiary of a trust
that must distribute all of its current income,
you must report your share of the distribut-
able net income whether or not you have
actually received it.

Current income not required to be
distributed.  If you are the beneficiary of
an estate or trust and the fiduciary has the
choice of whether to distribute all or part of
the current income, you must report:

1) All income that is required to be dis-
tributed to you, whether or not it is ac-
tually distributed, plus

2) All other amounts actually paid or
credited to you,

to the extent of your share of distributable
net income.

How to report estate and trust in-
come. Each item of income is treated the
same for you as for the estate or trust. For
example, if dividend income is distributed to
you from a trust, you report the distribution
as dividend income on your return. The
same rule applies to distributions of tax-
exempt interest and capital gains.

The fiduciary of the estate or trust must
tell you the type of items making up your
share of the estate or trust income and any
credits you are allowed on your individual
income tax return.

Losses. Losses of estates and trusts
generally are not deductible by the benefi-
ciaries.

Grantor trust. Income earned by a
grantor trust is taxable to the grantor, not
the beneficiary, if the grantor keeps certain
control over the trust. This rule applies if the
property (or income from the property) put
into the trust will or may revert (be returned)
to the grantor or the grantor's spouse. The
grantor is the one who transferred property
to the trust.

Generally, a trust is a grantor trust if the
grantor has a reversionary interest valued
(at the date of transfer) at more than 5% of
the value of the transferred property.

Fees for services. Include all fees for your
services in your gross income. Examples
of these fees are amounts you receive for
services you perform as:

1) A corporate director,

2) An executor or administrator of an es-
tate,

3) A notary public, or

4) An election precinct official.

Corporate director.  If you received (or
should have received) a Form W-2 showing
corporate director fees, report these fees
on line 7 of Form 1040 or Form 1040A, or
on line 1 of Form 1040EZ.

Otherwise, report these payments on
Schedule C (Form 1040) or Schedule C-EZ
(Form 1040) as self-employment income.

Executor or administrator of an es-
tate. If these payments total $600 or more
for the year, you may receive a Form
1099-MISC. Report these payments on
Schedule C (Form 1040) or Schedule C-EZ
(Form 1040) as self-employment income.
Exception: If you are not in the trade or
business of being an executor (for instance,
you are the executor of a friend's or rela-
tive's estate), do not include these amounts
on Schedule C or Schedule C-EZ. Report
them on line 21 of Form 1040.

Notary public. Report payments for
these services on Schedule C (Form 1040)
or Schedule C-EZ (Form 1040). These
payments are not subject to self-
employment tax.

Election precinct official. You should
receive a Form W-2 showing payments for
services performed as an election official
or election worker. Report these payments
on line 7 of Form 1040 or Form 1040A, or
on line 1 of Form 1040EZ.

Free tour. If you received a free tour from
a travel agency for organizing a group of
tourists, you must include its value in your
income. Report the fair market value of the
tour on line 21 of Form 1040, or on Sched-
ule C or Schedule C-EZ (Form 1040). You
cannot deduct your expenses in serving as
the voluntary leader of the group at the
group's request.

Gambling winnings. You must include
your gambling winnings in income on line
21 of Form 1040. If you itemize your de-
ductions on Schedule A (Form 1040), you
can deduct gambling losses you had during
the year, but only up to the amount of your
winnings. See Publication 529, Miscella-
neous Deductions, for information on
recordkeeping.

Lotteries and raffles. ~ Winnings from
lotteries and raffles are gambling winnings.
In addition to cash winnings, you must in-
clude in your income the fair market value
of bonds, cars, houses, and other noncash
prizes.

If you win a state lottery prize pay-
@ able in installments, you must in-
clude in your gross income the an-

nual payments and any amount you receive
designated as ‘interest” on the unpaid in-
stallments.

Form W-2G. You may have received
a Form W-2G showing the amount of your
gambling winnings and any tax taken out
of them. Include the amount from box 1 on
line 21 of Form 1040. Be sure to include any
amount from box 2 on line 54 of Form 1040.

Hobby losses. Losses from a hobby are
not deductible from other income. A hobby
is an activity from which you do not expect

to make a profit. See Activity not for profit,
earlier.

If you collect stamps, coins, or other
A items as a hobby for recreation and
&SGEN pleasure, and you sell any of the
items, your gain is taxable as a capital gain.
(See chapter 17.) However, if you sell items
from your collection at a loss, you cannot
deduct a net loss.

lllegal income. llegal income, such as
stolen or embezzled funds, must be in-
cluded in your gross income on line 21 of
Form 1040, or on Schedule C or Schedule
C-EZ (Form 1040) if from your self-
employment activity.

Indian fishing rights.  If you are a member
of a qualified Indian tribe that has fishing
rights secured by treaty, executive order,
or an Act of Congress as of March 17, 1988,
do not include in your income amounts you
receive from activities related to those fish-
ing rights. The income is not subject to in-
come tax, self-employment tax, or employ-
ment taxes.

Jury duty. Jury duty pay you receive must
be included in your income on line 21 of
Form 1040. If you must give the pay to your
employer because your employer continues
to pay your salary while you serve on the
jury, you can deduct the amount turned over
to your employer as an adjustment to your
income. Include the amount you repay your
employer on line 31 of Form 1040. Write
“Jury Pay” and the amount on the dotted
line next to line 31.

Kickbacks.  You must include in your in-
come on line 21 of Form 1040, or on
Schedule C or Schedule C-EZ (Form
1040), kickbacks, side commissions, push
money, or similar payments you receive.

Example. You sell cars and help ar-
range car insurance for buyers. Insurance
brokers pay back part of their commissions
to you for referring customers to them. You
must include the kickbacks in your income.

Prizes and awards. If you win a prize in
a lucky number drawing, television or radio
quiz program, beauty contest, or other
event, you must include it in your income.
For example, if you win a $50 prize in a
photography contest, you must report this
income on line 21 of Form 1040. If you re-
fuse to accept a prize, do not include its
value in your income.

Employee cash awards or bonuses.
Cash awards or bonuses given to you by
your employer for good work or suggestions
generally must be included in your income
as wages. However, certain employee
awards can be excluded from your income.
See Employee achievement awards under
Income Not Taxed, later.

Goods or services.  Prizes and awards
in goods or services must be included in
your income at their fair market value.

Pulitzer, Nobel, and other prizes. If
you were awarded a Pulitzer, Nobel, or
other prize in recognition of past accom-
plishments (in religious, charitable, scien-
tific, artistic, educational, literary, or civic
fields), you do not include this prize in your
income if you meet all of the following re-
quirements.
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1) You were selected without any action
on your part to enter the contest or
proceeding.

2) You are not required to perform sub-
stantial future services as a condition
to receiving the prize or award.

3) The prize or award is transferred di-
rectly to a governmental unit or tax-
exempt charitable organization as
designated by you.

See Publication 525 for more information
about the conditions that apply to the
transfer.

State tuition programs. Effective for tax
years ending after August 20, 1996, distri-
butions from a qualified state tuition pro-
gram are taxable only to the extent they are
more than the amount contributed to the
program. Previously, the tax treatment of
these programs was not clearly defined.
Qualified state tuition programs are de-
fined in Publication 525. For more informa-
tion on a specific program, contact the state
or agency that established and maintains it.

Sale of personal items.  If you sold an item
you owned for personal use, such as a car,
refrigerator, furniture, stereo, jewelry, or
silverware, your gain is taxable as a capital
gain that you report on Schedule D (Form
1040). You cannot deduct a loss.

However, if you sold an item you held for
investment, such as gold or silver bullion,
coins, or gems, any gain is taxable as a
capital gain and any loss is deductible as a
capital loss.

Bartering

Bartering is an exchange of property or
services. You must include in your income,
at the time received, the fair market value
of property or services you receive in
bartering. If you exchange services with
another person and you both have agreed
ahead of time as to the value of the ser-
vices, that value will be accepted as fair
market value unless the value can be shown
to be otherwise.

Generally, you report this income on
Schedule C or Schedule C-EZ (Form
1040). But if the barter involves exchange
of something other than services, you may
have to use another form or schedule in-
stead.

Example 1. You are a self-employed
attorney who performs legal services for a
client, a small corporation. The corporation
gives you shares of its stock as payment for
your services. You must include in income
the fair market value of the shares on
Schedule C or Schedule C-EZ (Form 1040)
in the year that you receive them.

Example 2. You are self-employed and
a member of a barter club. The club uses
“credit units” as a means of exchange. It
adds credit units to your account for goods
or services you provide to members, which
you can use to purchase goods and ser-
vices offered by other members of the barter
club. The club subtracts credit units from
your account when you receive goods or
services from other members. You must in-
clude in income the value of credit units that
are added to your account, even though you
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may not actually receive goods or services
from other members until a later tax year.

Example 3. You own a small apartment
building. In return for 6 months' rent-free
use of an apartment, an artist gives you a
work of art that she created. You must re-
port as rental income on Schedule E (Form
1040) the fair market value of the art work,
and the artist must report as income on
Schedule C or Schedule C-EZ (Form 1040)
the fair rental value of the apartment.

Form 1099-B from barter exchange. If
you exchanged property or services through
a barter exchange, you should receive
Form 1099-B or a similar statement from
the barter exchange. You should receive the
statement by January 31, 1998, and it
should show the value of cash, property,
services, credits, or scrip you received from
exchanges during the year. The IRS will
also receive a copy of Form 1099-B.

Canceled Debts

Generally, if a debt you owe is canceled or
forgiven, other than as a gift or bequest, you
must include the canceled amount in your
gross income. You have no income from the
canceled debt if it is intended as a gift to
you. A debt includes any indebtedness for
which you are liable or which attaches to
property you hold.

If you are not self-employed, report the
amount on line 21 of Form 1040. If you are
self-employed, report the amount on
Schedule C or C-EZ (Form 1040) if you are
a sole proprietor or on Schedule F (Form
1040) if you are a farmer.

Form 1099-C. If a federal government
agency, financial institution, or credit union
cancels or forgives a debt you owe of $600
or more, you will receive a Form 1099-C,
Cancellation of Debt. The amount of the
canceled debt is shown in box 2.

Interest included in canceled debt. If
any interest is forgiven and included in the
amount of canceled debt in box 2, the
amount of interest will also be shown in box
3. Whether or not you must include the in-
terest portion of the canceled debt in your
gross income depends on whether the in-
terest would be deductible if you paid it.

If the interest would not be deductible
(such as interest on a personal loan), in-
clude in your income the amount from box
2 of Form 1099-C. If the interest would be
deductible (such as on a business loan),
include in your income the net amount of the
canceled debt (shown in box 2) less the in-
terest amount (shown in box 3).

Mortgage loan. If your financial institution
offers a discount for the early payment of
your mortgage loan, the amount of the dis-
count is canceled debt. You must include
the canceled amount in your gross income.

Stockholder debt.  If you are a stockholder
in a corporation and the corporation cancels
or forgives your debt to it, the canceled debt
is dividend income to you.

If you are a stockholder in a corporation
and you cancel a debt owed to you by the
corporation, you generally do not realize
income. This is because the canceled debt
is considered as a contribution to the capital

of the corporation equal to the amount of
debt principal that you canceled.

Exceptions and Exclusions

There are several exceptions and exclu-
sions to the inclusion of canceled debt in
income. Some of the more common ones
are explained next.

Nonrecourse debt. If you are not per-
sonally liable for the debt (nonrecourse
debt), different rules apply. You may have
a gain or loss if nonrecourse debt is can-
celed or forgiven in conjunction with the sale
or foreclosure of property to which the debt
attaches. See Publication 544 for more in-
formation.

Student loans. Certain student loans con-
tain a provision that all or part of the debt
incurred to attend the qualified educational
institution will be canceled if you work for a
certain period of time in certain professions
for any of a broad class of employers. You
do not have income if your student loan is
canceled after you agreed to this provision
and then performed the services required.
To qualify, the loan must have been made

by:

1) The government—federal, state, or lo-
cal, or an instrumentality, agency, or
subdivision thereof,

2) A tax-exempt public benefit corporation
that has assumed control of a state,
county, or municipal hospital, and
whose employees are considered
public employees under state law, or

3) An educational institution under an
agreement with an entity described in
(1) or (2) that provided the funds to the
institution to make the loan.

Loans canceled after August 5, 1997.

If the loan was canceled after August 5,
1997, it will qualify if it was made by an
educational institution as part of a program
of the institution to encourage students to
serve in occupations or areas with unmet
needs and under which the services pro-
vided are for or under the direction of a
governmental unit or a tax-exempt section
501(c)(3) organization.

A loan will also qualify if it was made by
an educational institution or a tax-exempt
501(c)(3) organization to refinance any loan
that meets the requirements above.

Section 501(c)(3) organizations are de-
fined in Publication 525.

Deductible debt. If a debt that qualified for
a tax deduction is canceled, you do not re-
alize income from the canceled debt. How-
ever, whether or not you must include the
canceled debt in your gross income de-
pends on whether you use the cash or an
accrual method of accounting. If you use the
cash method, you do not include it in in-
come. If you use an accrual method, you
do include it in income. For more informa-
tion, see chapter 5 of Publication 334, Tax
Guide for Small Business.

Price reduced after purchase.  Generally,
if the seller reduces the amount you owe for
property you purchased, you do not have
income from the reduction. The reduction
of the debt is treated as a purchase price
adjustment and reduces your basis in the

property.



Bankruptcy exclusion. If your debt is
canceled in a bankruptcy case under title
11 of the United States Code, do not include
the canceled debt in your gross income.
However, you must reduce your tax attri-
butes (but not below zero) by the canceled
amount that is not included in your income.
See Publication 908, Bankruptcy Tax Guide,
for more information.

Insolvency exclusion. If your debt is
canceled when you are insolvent, you do
not include the canceled debt (up to a cer-
tain limit) in your gross income. However,
you must reduce your tax attributes (but not
below zero) by the canceled amount that is
not included in your income. This exclusion
applies only to the amount by which you are
insolvent. See Publication 908 for more in-
formation.

If the canceled debt occurs because of
a title 11 bankruptcy case, the bankruptcy
exclusion takes precedence over the
insolvency exclusion.

Partnership Income

A partnership is not a taxable entity. The
income, gains, losses, credits, and de-
ductions of a partnership are “passed
through” to the partners based on each
partner's distributive share of these items.
The partnership must file an information
return on Form 1065, U.S. Partnership Re-
turn of Income, and send Schedule K-1 to
each partner. In addition, the partnership
will send each partner a copy of the Part-
ner's Instructions for Schedule K-1 (Form
1065) to help each partner report his or her
share of the partnership's income, credits,
deductions, and tax preference items.

Retain Schedule K-1 (Form 1065)
@ for your records. Do not attach it to
your Form 1040.

For more information on partnerships,
get Publication 541, Partnerships.

S Corporation Income

In general, an S corporation does not pay
tax on its income. Instead, the income and
expenses of the corporation are “passed
through” to the shareholders.

An S corporation must file a return on
Form 1120S, U.S. Income Tax Return for
an S Corporation, and send Schedule K-1
(Form 1120S) to each shareholder. In ad-
dition, the S corporation will send each
shareholder a copy of the Shareholder’s In-
structions for Schedule K-1 (Form 1120S)
to help each shareholder report his or her
share of the S corporation's income, credits,
and deductions.

Do not attach Schedule K—1 (Form
@ 1120S) to your Form 1040. Keep it

for your records.

For more information on S corporations
and their shareholders, see the instructions
for Form 1120S.

Recoveries

A recovery is a return of an amount you
deducted or took a credit for in an earlier
year. Generally, you must include all or part
of the recovered amounts in your income in
the year the recovery is received. The most
common recoveries are refunds, re-
imbursements, and rebates of deductions
itemized on Schedule A (Form 1040). Non-
itemized deduction recoveries include such
items as payments you receive on previ-
ously deducted bad debts and recoveries
of items for which you previously claimed a
tax credit.

Federal income tax refund. Refunds of
federal income taxes are not included in
your income because they are never al-
lowed as a deduction from income.

Form 1099-G. If you received a state or
local income tax refund in 1997, you may
receive a statement, Form 1099-G, Certain
Government Payments, from the payer of
the refund (or credit or offset) by January
31, 1998. The IRS will also receive a copy
of the Form 1099-G.

Interest. Interest on any of the amounts
you recover must be reported as interest
income in the year received.

Recovery and expense in same year. If
the refund or other recovery and the
deductible expense occur in the same year,
the recovery reduces the deduction and is
not reported as income.

Recovery for 2 or more years.  If you re-
ceive a refund or other recovery that is for
amounts you paid in 2 or more separate
years, you must allocate, on a pro rata ba-
sis, the recovered amount between the
years in which it was paid.

This allocation is necessary to determine
the amount of recovery from any earlier
years and to determine the amount, if any,
of your allowable deduction for this item for
the current year. For information on how to
compute the allocation, see Recoveries in
Publication 525.

Tax benefit rule.  If you recover an amount
that you deducted or took a credit for in an
earlier year, include the recovery in your
income only to the extent the deduction or
credit reduced your tax in the earlier year.
For more information, get Publication 525.

Itemized Deduction Recoveries

If you recover any amount that you de-
ducted in an earlier year on Schedule A
(Form 1040), you must generally include the
full amount of the refund or recovery in your
income in the year you receive it.

Where to report.  Enter your state and
local income tax refund on line 10 of Form
1040, and the total of all other recoveries
as other income on line 21 of Form 1040.
You cannot use Form 1040A or Form
1040EZ.

Example. For 1996, you filed a joint
return. Your taxable income was $20,000.
Your standard deduction was $6,700, and
you had itemized deductions of $7,800. In
1997, you received the following recoveries
for amounts deducted on your 1996 return:

Medical EXPENSES .....ccvvvvveriiiiieieeieeieene
State and local income tax refund .
Real estate tax rebate ...........ccccceeveeiieinenne

Total reCoVeries  .....ccovvevieeiieenieeieeneeeienn

None of the recoveries were more than the
deductions taken for 1996.

Because your total recoveries are less
than the amount by which your itemized
deductions exceeded the standard de-
duction ($7,800 - 6,700 = $1,100), you must
include your total recoveries in your income
for 1997. Report the state and local income
tax refund of $400 on line 10 of Form 1040
and the balance of your recoveries, $525,
on line 21 of Form 1040.

Standard deduction for earlier years. To
determine if amounts recovered in 1997
must be included in your income, you must
know the standard deduction for your filing
status for the year the deduction was
claimed. Standard deduction amount