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All material in this
publication may be
reprinted freely. A
citation to Your Federal
Income Tax (1994)
would be appropriate.

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

fering interpretations are resolved by higher court deci-• Tax laws enacted by Congress,
sions or in some other way, this publication will

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

may appeal to the courts when they do not agree with
the interpretation of the IRS. Appeal procedures are de-However, the information given does not cover every
scribed in The Examination and Appeals Process in thesituation and is not intended to replace the law or

change its meaning. back of this publication.



Introduction
This publication can help you pre-
pare your own tax return by tak-
ing you through each part of the
return. It supplements the infor-
mation 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 (like medical
expenses, donations to charities,
etc.), and the various kinds of
credits you may be able to take to
reduce your tax. This includes the
Customer Service Stan
rules for the earned income credit
and the advance earned income
credit.

Throughout the publication
are examples showing how the
tax law applies in typical situa-
tions. Sample forms and sched-
ules show you how to fill out your
return. Also throughout the publi-
cation 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 of the material that was
in previous editions of this publi-
cation has been taken out of this
year’s edition. That information
can be found in your tax form in-
struction booklet and includes the
following:

Tax Table,

Tax Rate Schedules,

Lists of where to report cer-
tain items listed on infor-
mation documents,
dards for 1995
List of mailing addresses for
where to file returns,

List of recorded tax informa-
tion topics (Tele-Tax),

List of phone numbers for
calling the IRS, and

Lists of tax publications and
tax forms.

If you operate your own busi-
ness or have other self-employ-
ment income, such as babysitting
or selling crafts, see these other
publications for more information:

• Publication 334, Tax Guide for
Small Business,

• Publication 533, Self-Employ-
ment Tax,

• Publication 535, Business Ex-
penses, and

• Publication 587, Business Use
of Your Home.

You can get free IRS publica-
tions and forms. Call 1–800–
TAX–FORM (1–800–829–3676)
or use the order form in the back
of this publication. Many public li-
braries also have reference sets
of these publications that you can
use.

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

Internal Revenue Service
Technical Publications
Branch (PC:FP:P)
1111 Constitution Ave., NW
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. ■
The National Performance Re-
view (NPR), chartered by the
President and led by the Vice
President, conducted an inten-
sive study of the federal govern-
ment to ensure a government
that works for people. The NPR
recognized the Internal Revenue
Service as a leader among gov-
ernment agencies in customer
service, but challenged the IRS
to make even more progress to-
ward customer service, with em-
phasis on quality, fairness, and
efficiency.

IRS accepted the NPR’s
challenge. For 1995, we have set
the following Customer Service
Standards.

• To make it easier for you to
meet your tax obligations, we
will expand your opportunity
for simplified return filing and
payment of your taxes through
our electronic filing, joint fed-
eral/state filing, touchtone
phone, and electronic payment
programs.

• You will have more convenient
access to tax law and account
information. Our pre-recorded
tax information will continue to
be available 24 hours a day, 7
days a week, and access to re-
fund status information will be
extended. We will also extend
the time that you will be able to
contact our tax assistors to 10
hours each business day.
(Toll-free telephone numbers
are in your tax form instruction
booklet.)

• Our goal is to answer your
questions and process your
tax returns accurately. To
reach that goal, we will con-
tinue to make improvements
yearly.
• If you file a complete and accu-
rate tax return and you are due
a refund, your refund will be is-
sued within 40 days if you file a
paper return or within 21 days
if you file electronically.

• Our goal is to resolve your ac-
count inquiries with one con-
tact. To reach that goal, we will
make improvements yearly.

• If you provide sufficient and ac-
curate information to our tax
assistors but are given and
reasonably rely on an incorrect
answer, we will cancel related
penalties.

• If you have a problem that has
not been resolved through nor-
mal processes, you may con-
tact our Problem Resolution
Office. A caseworker will con-
tact you within one week and
will work with you to resolve
the problem. (The IRS number
for your area is in your tax form
instruction booklet.)

• We will make tax forms and in-
structions simpler and easier
for you to use. We made some
good changes this year, but we
want your ideas for future im-
provements. Please call us toll
free or write to us. You can call
the IRS with your forms ideas
at 1–800–829–9043 and leave
a recorded message 24 hours
a day, 7 days a week. Or, you
can write to the Internal Reve-
nue Service, Attention: Tax
Forms Committee, PC:FP,
Washington, DC 20224.

■
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Important Changes for 1994

This section summarizes impor-
tant tax changes that took effect
in 1994. These changes are dis-
cussed in more detail throughout
this publication.

Changes are also discussed
in Publication 553, Highlights of
1994 Tax Changes.

Pending legislation.  As this
publication was being prepared
for print, Congress was consider-
ing changes to the tax law that
could affect items on your 1994
and 1995 income tax returns.

Beginning in 1994, this legis-
lation would deny the earned in-
come credit based on income
earned by an inmate at a penal
institution.

Beginning in 1995, this legis-
lation would:

• Deny the earned income credit
to certain nonresident aliens.

• Make U.S. military personnel
stationed outside the U.S. eli-
gible for the earned income
credit and the advance pay-
ment of the earned income
credit.

• Require you to list on your
1995 federal tax return the so-
cial security number for any
person born before November
1, 1995, for whom you are
claiming a dependency ex-
emption or the earned income
credit.

See Publication 553, Highlights
of 1994 Tax Changes, for any
further developments regarding
this pending legislation.

Earned income credit modified
and expanded.  The maximum
amount of money you can re-
ceive from the earned income
credit has increased from $2,364
in 1993 to $2,528 in 1994. The
health insurance credit and the
extra credit for a child born dur-
ing the year are no longer availa-
ble, but you may now qualify for
the credit even if you do not have
a child or a qualifying child. See
Chapter 35.

Claim earned income credit on
Form 1040EZ.  If you qualify for
the earned income credit without
a qualifying child, you can claim it
on Form 1040EZ (in addition to
Forms 1040 and 1040A). See
Chapters 1 and 35.
Page 2
Earned income credit with
your pay.  If you qualify for the
earned income credit in 1995
and a qualifying child lives with
you, you may be able to receive
some of the credit with your
paycheck. See Chapter 35.

More of your social security
benefits may be taxable.  If you
received socia l  secur i ty  or
equivalent tier 1 railroad retire-
ment benefits, you may have to
include up to 85% of that amount
in your taxable income. See
Chapter 12.

Moving expenses.  For moving
expenses incurred after 1993,
certain items are no longer de-
ductible, the distance require-
ment is increased, and the de-
duc t ion  i s  a l lowed as  an
adjustment to gross income on
page 1 of Form 1040. See Chap-
ter 19.

Points paid by seller.  If you
bought a main home after 1990
and the seller paid points for your
mortgage, you may be able to
deduct them as an interest ex-
pense on Schedule A. See
Chapter 25.

Charitable contributions.  If
you make a contribution of $250
or more, you generally must
have a written acknowledgment
from the organization in order to
deduct the contribution. If you
make a payment that is more
than $75 and it is partly a contri-
bution and partly for goods or
services, the organization must
give you a written statement tell-
ing you that you can deduct only
the amount that is more than the
value of the goods or services.
The statement will also give you
a good faith estimate of the value
of those goods or services. See
Chapter 26.

Passive activity rules for
rental activities.  Beginning in
1994, rental activities in which
you materially participate will no
longer be passive activities if you
meet certain eligibility require-
ments. Losses from these activi-
ties are not limited by the passive
activity rules. See Chapter 10.

Capital gain distributions.  If
you received capital gain distri-
butions but you do not need to
file Schedule D (Form 1040),
enter those distributions on line
13 of  Form 1040 and wri te
‘‘CGD’’ on the dotted line next to
line 13.

Filing requirements.  Gener-
ally, the amount of income you
can have before you are required
to fi le a return has been in-
creased. See Chapter 1.

Higher exemption amount.  For
1994, you are allowed a $2,450
deduction for each exemption to
which you are entitled. However,
your exemption amount could be
phased out if you have high in-
come. See Chapter 3.

Standard deduction.  For most
people, the standard deduction
has increased. Because of this
increase, it may benefit you to
take the standard deduction for
1994 even though you itemized
deductions in past years. See
Chapter 21.

Limit on itemized deductions.
Some of your itemized deduc-
tions may be limited if your ad-
justed gross income is more than
$111,800 ($55,900 if you are
married filing separately). See
Chapter 22.

Standard mileage rate.  For
1994, the standard mileage rate
for the business use of a car is 29
cents a mile for all business
miles. See Chapter 28.

Business meals and entertain-
ment.  The amount you can de-
duct for business meals and en-
tertainment expenses is reduced
from 80% to 50%. See Chapter
28.

Club dues.  Beginning in 1994,
you are not allowed a deduction
for dues (including initiation fees)
for membership in any club or-
ganized for business, pleasure,
recreat ion,  or  o ther  soc ia l
purpose.

Travel  expenses paid for
others.  You generally cannot
deduct travel expenses you pay
or incur for a spouse, dependent,
or other individual who accompa-
nies you (or your employee) on
business travel. See Chapter 28.

Form 2106–EZ.  You may be
able to use new Form 2106–EZ
to claim your employee business
expenses. See Chapters 28 and
30.

Self-employment tax.  The
maximum net earnings subject to
the social security tax portion of
self-employment tax (12.4%) has
increased to $60,600. All net
earn ings  o f  a t  l eas t  $400
($108.28 for church employees)
are now subject to the Medicare
tax portion (2.9%). See Publica-
tion 533, Self-Employment Tax.

Social security and Medicare
taxes.  The maximum wages
subject to social security tax
(6 .2%)  has  inc reased  to
$60,600. All wages are now sub-
ject to Medicare tax (1.45%).

Social  securi ty taxes for
household employees.  If you
pay a domestic employee, such
as a babysitter or a house-
keeper, $1,000 or more to work
in your home during 1994 or
1995, you will have to pay social
security and Medicare taxes.
Generally, after 1994, amounts
paid to students under 18 are ex-
empt. For more information, see
Publication 926, Employment
Taxes for Household Employers.

Payment Voucher. To modern-
ize our payment system, this
year we are sending Form
1040–V, Payment Voucher, to
some taxpayers. Over the next
few years, we will expand the
use of this preprinted payment
voucher to all taxpayers to help
us process payments more ac-
curately and efficiently.

If you have a balance due on
your return and you receive Form
1040–V, use it to send us your
payment. Follow the instructions
that come with the form.

Deferred 1993 taxes due April
17, 1995.  If you filed Form 8841
so you could pay part of your
1993 tax in installments, the sec-
ond installment is due on April
17, 1995. You can apply part or
all of your 1994 refund to this in-
stallment. See Chapter 1. ■



Important Reminders

Listed below are important re-
minders and other items that
may help you file your 1994 tax
return. Many of these items are
explained in more detail later in
this publication.

Forms W–2 and 1099.  You
should receive your 1994 Form
W–2, Wage and Tax Statement,
and your Forms 1099 by January
31, 1995. If you have not re-
ceived them by January 31, ask
your employer or payor for them.
If you still do not receive them by
February 15, call the IRS number
for your area listed in your tax
form instruction booklet.

Even if you do not receive
these income statements, you
must still report your earnings. If
you lose your copy of Form W–2
or 1099, or if it is incorrect, ask
your employer or payor for a new
one.

Fast filing.  You can have your
return filed electronically instead
of mailing it to the IRS. Electronic
filing is a fast and accurate way
to file. When you file electroni-
cally, you can have your refund
deposited directly into your
checking or savings account.
See Chapter 1.

Electronic filing of federal and
state returns.  If you live in cer-
tain areas of the country, you
may be able to electronically file
both your federal and state re-
turns. See Chapter 1.

Form 1040PC.  Form 1040PC is
a return that you prepare on a
personal computer. It is a part of
many tax preparation software
packages you can get from com-
puter stores. Form 1040PC is
not available from the IRS. See
Chapter 1.

Credit for electric vehicle.  You
may be allowed a 10% tax credit
if you placed an electric vehicle
in service after June 30, 1993.
See Chapter 36.

Clean-fuel vehicles.  You may
be able to deduct from gross in-
come a part of the cost of a
clean-fuel vehicle you placed in
service after June 30, 1993. See
Chapter 15 of Publication 535,
Business Expenses.

Employer-provided educa-
tional assistance.  The exclu-
sion of employer-provided edu-
cational assistance from wages
is not available in tax years be-
ginning after December 31,
1994. See Chapter 5 of Publica-
tion 535, Business Expenses.

Self-employed health insur-
ance.  The special rule that al-
lowed self-employed individuals
to deduct 25% of health insur-
ance premiums from gross in-
come expired December 31,
1993. However, at the time this
publication was being prepared
for print, Congress was consider-
ing legislation that would allow a
deduction for 1994. See Publica-
tion 553, Highlights of 1994 Tax
Changes, for later information
about this deduction.

File one federal tax return.  File
only one federal tax return re-
gardless of the number of jobs
you had, Forms W–2 you re-
ceived, or states you lived in dur-
ing the year.

Free tax help.  The IRS provides
free tax information and services
throughout the year, and there
are approximately 100 publica-
tions available. Publication 910,
Guide to Free Tax Services, de-
scribes the publications and the
free tax information services you
can receive.

Tele-Tax.  This telephone ser-
vice provides recorded tax infor-
mation on about 140 topics.
Tele-Tax can also tell you the
status of your refund. See What
Is Tele-Tax? in your tax form in-
struction booklet.

Telephone help.  IRS represent-
atives are available to answer
your tax questions by telephone.
If, after reading the tax form in-
structions and IRS tax publica-
tions, you are not sure how to fill
out your return, or you have a
question about an IRS notice,
you can call the IRS number for
your area. These numbers are
listed in your tax form instruction
booklet. You will not be charged
for the call unless your phone
company charges you for local
calls.

Telephone service for hearing-
impaired persons.  If you are
hearing-impaired and have ac-
cess to TDD equipment, you can
call 1–800–829–4059 with your
tax questions or to order forms
and publications. See your tax
form instruction booklet for the
hours of operation.
Written tax questions.  You can
send your written tax questions
to your IRS District Director. You
should get an answer in about 30
days. If you do not have the ad-
dress, you can get it by calling
the IRS number for your area
that is listed in your tax form in-
struction booklet.

Walk-in help.  Assistors are
available in most IRS offices
throughout the country to help
you prepare your own return. An
assistor will explain or ‘‘walk
through’’ a Form 1040EZ, Form
1040A,  or  Form 1040 wi th
Schedules A and B with you and
a number of other taxpayers in a
group setting. To find the location
of the IRS office nearest you,
look in the phone book under
‘‘United States Government, In-
ternal Revenue Service.’’

If you want help with your tax
return, you should bring in your
tax package, Forms W–2 and
1099, and any other information
(such as a copy of last year’s re-
turn) that will help the assistor to
help you.

At most IRS offices you can
also get tax forms, publications,
and help with questions about
IRS notices or bills.

Videotaped instructions.  Vide-
otaped instructions for complet-
ing your tax return are available
in either English or Spanish at
participating libraries.

Braille tax materials.  Braille tax
materials are available for review
from any of 142 Regional Librar-
ies for the Visually Impaired in
conjunction with the National Li-
brary Service for the Blind and
Physically Handicapped. To lo-
cate your nearest library, write to
the National Library Service for
the Blind and Physically Handi-
capped, Library of Congress,
1291 Taylor St., NW, Washing-
ton, DC 20542.

Braille materials currently
available for review include this
publication, Publication 334, Tax
Guide for Small Business, and
Forms 1040 ,  1040A,  and
1040EZ and their instructions.

Volunteer Income Tax Assis-
tance (VITA) and Tax Counsel-
ing for the Elderly (TCE).  Free
help from volunteers is available
in most communities. After com-
pleting IRS training, these volun-
teers help prepare basic tax re-
turns for taxpayers with special
needs, including persons with
disabilities, the elderly, non-En-
glish-speaking people, and low
income people. Call the IRS tele-
phone number for your area for
the location of the volunteer as-
sistance site near you.

Tax return preparers.  Choose
your preparer carefully. If you
pay someone to prepare your re-
turn, 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 un-
derpayment, you are responsible
for paying it, plus any interest
and penalty that may be due.
Therefore, you should be careful
to choose someone who under-
stands tax matters and will pre-
pare a complete and accurate
tax return.

Check the name and social se-
curity number on your tax
form.  If both the name and so-
cial security number on your tax
form do not agree with your so-
cial security card, your refund
may be delayed or you may not
receive credit for your social se-
curity earnings. If your Form W–
2, Form 1099, or other tax docu-
ment shows an incorrect social
security number or name, notify
your employer or the form-issu-
ing agent. If the name or number
on your social security card is in-
correct, call the Social Security
Administration toll free at 1–800–
772–1213.

Rounding off.  It is easier to
complete your tax return if you
round off all money amounts.
Th is  means tha t  you drop
amounts under 50 cents. For ex-
ample, $25.32 becomes $25.00.
You increase amounts that are
50 cents or more to the next dol-
lar so that, for example, $25.50
becomes $26.00.

If you do round off, do so for
all amounts on your return. How-
ever, if you have to add two or
more amounts to figure the total
to enter on a line, include cents
when adding the amounts and
round off only the total.

Records and receipts.  Do not
send in records, receipts, or can-
celed checks with your tax re-
turn. Keep your records available
so that you can produce them if
Page 3



the amounts you claim on your
return are ever questioned.

You generally should keep
records that support items of in-
come or deductions on a return
for 3 years from the date the re-
turn was filed or two years from
the date the tax was paid, which-
ever is later.

You should keep records that
relate to the basis of property as
long as they are important in fig-
uring the basis of the property.
See Chapter 1.

Operation Desert Storm. There
are tax benefits available to
those who are involved in Opera-
tions Desert Shield and Desert
Storm. These include the follow-
ing items.

• Part or all of your pay for ser-
vice in a combat zone as a
member of the U.S. Armed
Forces may be excluded from
income. See Chapter 6.

• The deadlines for filing your
tax return and paying your
taxes may be extended. See
Chapter 1.

• The income tax liability of a
member of the Armed Forces
who dies as a result of service
in a combat zone may be
forgiven.

• The running of the replace-
ment period for postponing tax
on any gain from the sale of
your home may be suspended.
See Chapter 16.

For more information on
these and other items, see Publi-
cation 945, Tax Information for
Those Affected by Operation De-
sert Storm.

Filing reminders.  Before you
file your return, be sure you do all
of the following.

• Make sure the information on
all Forms W–2 you receive is
correct.

• Put all income, deductions,
credits, and tax items on the
correct lines.

• Check your social security
numbers (SSNs). Incorrect or
missing SSNs for you, your
spouse, or your dependents
may delay your refund.

• Use the correct chart or work-
sheet if you take the standard
deduction.

• Use the correct column in the
Tax Table or the appropriate
Tax Rate Schedule.

• Fill out Schedule SE (Form
1040) if you had net earnings
Page 4
from self-employment of $400
or more (or Form W–2 wages
of $108.28 or more from an
electing church or church-con-
trolled organization).

• Check your math carefully.

• Sign and date your return and
enter your occupation. On a
joint return both husband and
wife must sign.

• If you received a tax return
package with an address label,
transfer the label to your return
and make any necessary cor-
rections to it. Use the label
from your federal tax return
package and not the one that
came with your state tax re-
turn. Using the label helps us
identify your account, saves
processing time, and speeds
refunds.

• If you are married filing a joint
return and did not get a label,
or you are married filing a sep-
arate return, enter your
spouse’s social security num-
ber in the space provided on
Form 1040EZ (married filing a
joint return only) or page 1 of
Form 1040A or Form 1040.

• Attach all Forms W–2 to the
left margin of the front page of
your return.

• Attach all forms and schedules
in attachment sequence num-
ber order. See Chapter 1.

• Enclose your check or money
order for the full amount you
owe. Write your social security
number, address, daytime
telephone number, form num-
ber, and tax year on your
check or money order. Do not
attach it to your return.

• If an addressed envelope
came with your return, use it
(unless you moved during the
year) and be sure to use
enough postage.

Note. If you pay the first in-
stallment of your 1995 estimated
tax at the same time you file your
1994 return, do not send it with
your return. Use a separate
check or money order and mail it
in a separate envelope to the ad-
dress for your area given in the
instructions for Form 1040–ES,
Estimated Tax for Individuals.

Death of taxpayer.  If a taxpayer
died before filing a required re-
turn, the taxpayer’s personal rep-
resentative (and spouse, in the
case of a joint return) must file
and sign a return for that person.
A personal representative can be
an executor, administrator, or
anyone who is in charge of the
taxpayer’s property. See Chap-
ter 4.

Copy of return.  Keep a copy of
your tax return. It may be helpful
in amending a filed return or pre-
paring future returns. You can
ask the IRS for a copy of a prior
year tax return or a transcript of
tax account information. See
Chapter 1.

Gift to reduce the public debt.
You can make a voluntary gift to
reduce the public debt. To do so,
enclose a separate check, paya-
ble to Bureau of the Public Debt,
with your 1994 income tax return.
See Chapter 1.

Where to file.  If an addressed
envelope came with your 1994
return, please use it. If you do not
have one, or if you moved during
the year, mail your return to the
address listed for your area
under Where Do I File? in your
tax form instruction booklet.

File on time — even if you can-
not pay.  If you do not have the
money to pay the amount you
owe on your return, you should
file your return on time and pay
what you can. The IRS will bill
you for the balance due, plus in-
terest if the balance is not paid by
the due date. You may also have
to pay a failure-to-pay penalty.

If you do not file your return
by the due date, you will have to
pay interest on the amount you
owe, and you may have to pay a
failure-to-pay penalty plus inter-
est on the penalty. You may also
have to pay a failure-to-file pen-
alty, plus interest. See Chapter 1.

Installment agreement.  If you
cannot pay the full amount due
with your return, you may ask to
make monthly installment pay-
ments. See Chapter 1.

Amended return.  If you find
changes in your income, deduc-
tions, or credits after you mail
your return, file Form 1040X,
Amended U.S. Individual Income
Tax Return, to change the return
you already filed. See Chapter 1.

Penalties.  Certain ‘‘accuracy’’
penalties can be imposed, in-
cluding the penalties for negli-
gence and for substantial under-
statement of income tax. There
are also penalties for failing to
provide a social security number
and for fraud. See Chapter 1.
Address change.  If you move,
be sure to notify the IRS using
Form 8822, Change of Address.
Mail it to the Service Center
where you filed your last return.
Addresses for the Service Cen-
ters are on the back of the form.

If you move after you file your
return and you are expecting a
refund, also notify the post office
serving your old address. This
will help to forward your check to
your new address.

Refund information.  You can
use Tele-Tax to find out the sta-
tus of your refund by telephone.
(However, electronically filed re-
turn refund information may not
be on your area’s Tele-Tax sys-
tem.) For details on how to use
this service, see What is Tele-
Tax? in your tax form instruction
booklet.

Refund checks.  Be sure to
cash your refund check soon af-
ter you receive it. Checks not
cashed within 12 months of the
date of the check will be can-
celed. See Chapter 1.

Refund more or less than ex-
pected.  If you receive a check
for a refund you are not entitled
to, or for an overpayment that
should have been credited to es-
timated tax, do not cash the
check. Call the IRS number for
your area.

If you receive a check for
more  than  the  re fund  you
claimed, do not cash the check
until you receive a notice explain-
ing the difference.

If your refund check is for less
than you claimed, it should be
accompanied by a notice ex-
plaining 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.

Do you want more or less tax
withheld in 1995?  If your 1994
refund is large and you want to
have less tax withheld from your
pay, you should get Form W–4,
Employee’s Withholding Allow-
ance Certificate, from your em-
ployer. Complete Form W–4
claiming any addi t ional  a l -
lowances you are entitled to, and
return the form to your employer.
If you owe tax this year, you may



need to give your employer a
completed Form W–4 claiming
fewer allowances or asking for
an additional amount to be with-
held from each paycheck. See
Chapter 5.

Estimated tax.  Tax changes for
1995 may affect whether you
must make estimated tax pay-
ments and the amount of your
payments. Generally, you must
make estimated tax payments if
you expect to owe at least $500
and you expect your withholding
and credits to be less than the
smaller of (1) 90% of the tax
shown on your 1995 return or (2)
100% of the tax shown on your
1994 return. However, certain
taxpayers may not be able to use
100% of their 1994 tax to figure
their 1995 estimated tax pay-
ments. See Chapter 5.

Acquisition of U.S. real prop-
erty interest from a foreign
person or firm.  If you acquire a
U.S. real property interest from a
foreign person or firm, you may
have to withhold income tax on
the amount you pay for the prop-
erty (including cash, the fair mar-
ket value of other property, and
any assumed liability). If you fail
to withhold, you may be held lia-
ble for the tax, applicable penal-
ties, and interest. For more infor-
mation, see U.S. Real Property
Interest in Publication 515, With-
holding of Tax on Nonresident
Aliens and Foreign Corporations.

Corresponding with IRS.  Be
sure to include your social secur-
ity number in any correspon-
dence with IRS.

Unresolved tax problems.  The
Problem Resolution Program is
for taxpayers who have been un-
able to resolve their problems
with the IRS. If you have a tax
problem you cannot clear up
through normal channels, write
to your local IRS District Director
or call your local IRS office and
ask for Problem Resolution as-
sistance. Hearing-impaired tax-
payers who have access to TDD
equipment may call 1–800–829–
4059 to ask for help from Prob-
lem Resolution.

This office cannot change the
tax law or technical decisions.
But it can help you clear up
problems that resulted from pre-
vious contacts.

For more information about
the Problem Resolution Pro-
gram, get Publication 1546, How
to use the Problem Resolution
Program of the IRS.
Privacy Act and paperwork re-
duction information.  The Pri-
vacy  Ac t  o f  1974  and  the
Paperwork Reduction Act of
1980 say that when we ask you
for information we must tell you
what our legal right is to ask for
the information, why we are ask-
ing 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 five chapters in this part provide basic information on the tax system.The Income They take you through the first steps of filling out a tax return—such as
deciding what your filing status is, how many exemptions you can take, andTax Return which form to file. They also discuss recordkeeping requirements,
electronic filing, certain penalties, and the two methods used to pay tax
during the year: withholding and estimated tax. 

1.
Filing Information
Important Changes
for 1994 
Filing requirements.  Generally, the
amount of income you can receive before
you are required to file a return has been
increased.

Expanded Form 1040EZ.  You may be able
to claim the earned income credit on Form
1040EZ if you meet certain requirements.
See Which Form Should I Use? later. See
Chapter 35 for information about the earned
income credit.

Important Reminders 
Deferred 1993 taxes due April 17, 1995.  If
you filed Form 8841, Deferral of Additional
1993 Taxes, so you could pay part of your
1993 tax in installments, the second install-
ment is due April 17, 1995. See Paying De-
fe r red  1993  Taxes ,  la te r ,  fo r  more
information.

You cannot defer paying any part of your
1994 tax, except as described next.

Installment agreement.  If you cannot pay
the full amount due with your return, you may
ask to make monthly installment payments.
See Installment Agreement, later, under
Amount You Owe.

Combat zone service.  You are allowed ad-
ditional time to take care of tax matters if you
are a member of the Armed Forces who
served in the Persian Gulf Area combat
zone, or if you are not a member of the
Armed Forces but served in the combat zone
in support of the Armed Forces. You are al-
lowed additional time for filing your tax re-
turns, paying your taxes, and filing claims for
refund. See Extensions Related to Combat
Zone, later, under When Do I Have To File?

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

Electronic filing.  You may want to take ad-
vantage of filing your return electronically in-
stead of on a paper form. Electronic filing can
shorten the time for processing returns to
within 3 weeks. See Electronic Filing, later,
under Where Do I File?

Computerized returns.  You may want to
prepare your return on a personal computer.
This return, called Form 1040PC, can be
processed faster and more accurately than
the regular tax return. Whenever this chapter
refers to Form 1040, it generally also in-
cludes Form 1040PC. See Computerized
Returns, later, under Where Do I File? for
more information.

Introduction
This chapter discusses:

• Whether you have to file a return,

• Which form to use,

• When, how, and where to file your return,

• 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 that has al-
ready been filed.

This chapter covers the requirements for
filing a tax return. It refers you to other chap-
ters for specific information on the income,
deductions, and credits that you include on
your return.

Do I Have to
File a Return? 
If you are a citizen or resident of the United
States or a resident of Puerto Rico, you must
file a federal income tax return if the filing re-
quirements for any of the following catego-
ries apply to you:

• Individuals—In General

Surviving Spouses, Executors, Ad-
ministrators, or Legal
Representatives

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

Residents of Puerto Rico

Individuals With Income From U.S.
Possessions

• Dependents

• Children Under Age 14

• Self-Employed Persons

• Aliens

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

Note.  Even if you are not required to file
a return, it may be to your advantage to file a
tax return. See Who Should File, later.

One return.  File only one federal income
tax return 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, your filing
requirement depends on three factors:

1) Your gross income,

2) Your filing status, and

3) Your age.

However, you must file a return if your sit-
uation is one of those discussed later under
Other Situations When You Must File.

Gross income. This includes all income you
receive in the form of money, goods, prop-
erty, and services that is not exempt from
tax. Common types of income are discussed
in  the  chapters  in  Par t  Two o f  th is
publication.

Community property.  If you are mar-
ried and have your permanent home in a
community property state, half of any income
described by state law as community income
may be considered to be yours. This affects
your federal taxes, including your filing re-
quirement, if you file separate returns. See
Publication 555, Federal Tax Information on
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.



Table 1-1. 1994 Filing Requirements Chart for Most Taxpayers

To use this chart, first find your marital status at the end of 1994. Then, read across to find
your filing status and age at the end of 1994. 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 may exclude or postpone part or all of
the gain).

Also, see Table 1-2 and Table 1-3 for other situations when you must file.

Marital Status Filing Status Age* Gross Income

under 65 $6,250
Single (including divorced Single 65 or older $7,200
and legally separated)

Head of under 65 $8,050
household 65 or older $9,000

Married with a child and
living apart from your
spouse during the last 6 Head of under 65 $8,050
months of 1994 household 65 or older $9,000

under 65
(both spouses) $11,250

Married and living with Married, joint 65 or older
your spouse at end of return (one spouse) $12,000
1994 (or on the date your 65 or older
spouse died) (both spouses) $12,750

Married, separate
return any age $2,450

Married, not living with
your spouse at the end of Married, joint or
1994 (or on the date your separate return any age $2,450
spouse died)

under 65 $6,250
Single 65 or older $7,200

Head of under 65 $8,050
Widowed before 1994 and household 65 or older $9,000
not remarried in 1994

Qualifying
widow(er) with under 65 $8,800
dependent child 65 or older $9,550

* If you were age 65 on January 1, 1995, you are considered to be age 65 at the end of 1994.
Filing status.  Your filing status depends on
whether you are single or married and on
your family situation. Your filing status is de-
termined on the last day of your tax year,
which is December 31 for most taxpayers.
See Chapter 2 for an explanation of each fil-
ing status.

Age. If you are 65 or older at the end of the
year, the requirement to file a return may be
different for you. You can generally have a
higher amount of gross income than other
taxpayers before you are required to 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, 1995,
you are considered 65 for 1994.

Filing requirements chart for most tax-
payers.  Generally, if you are a U.S. citizen
or resident, you must file a tax return if your
gross income for the year is at least as much
as the amount shown for your filing status
and age in Table 1–1. If your parent (or
someone else) can claim you as a depen-
dent, do not use this chart. See Dependents,
later.

Surviving Spouses,
Executors, Administrators,
or Legal Representatives
You must file a final return for a decedent (a
person who died) if:

• You are the surviving spouse, executor,
administrator, or legal representative, and

• The decedent met the filing requirements
at the date of death.

For more information on rules for dece-
dents, 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 more infor-
mation on special tax rules that may apply to
you, get Publication 54, Tax Guide for U.S.
Citizens 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 resi-
dent of Puerto Rico, you must file a U.S. in-
come tax return if you meet the filing require-
ments. This is in addition to any legal
requirement you may have to file an income
tax return for Puerto Rico.

If you are a resident of Puerto Rico for the
entire year, gross income does not include
income from sources within Puerto Rico, ex-
cept for amounts received as an employee 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, the in-
come level for your requirement to file a U.S.
income tax return is lower than the applica-
ble amount in Table 1–1 or Table 1–2. See
Publication 570, Tax Guide for Individuals
With Income From U.S. Possessions, for fur-
ther information.

Individuals With Income
From U.S. Possessions 
If you had income from Guam, the Northern
Mariana Islands, American Samoa, the Vir-
gin Islands, or Puerto Rico, special rules may
apply in determining whether you must file a
U.S. federal income tax return. In addition,
you may have to file a return with the individ-
ual island government. See Publication 570
for more information.

Dependents 
If you are a dependent (one who meets the
dependency tests in Chapter 3), the re-
quirement to file a return generally depends
on:

• The amount of your earned and unearned
income,
Ch
• The amount of your gross income,

• Whether you are single or married,

• Whether you are 65 or older, and

• Whether you are blind.

You also must file if your situation is one of
those discussed later under Other Situations
When You Must File. See Table 1–2 to deter-
mine whether a dependent must file a return.

Earned income.  This is salaries, wages,
tips, professional fees, and other amounts
received as pay for work actually done. For
this purpose, earned income also includes
any part of a scholarship that you must in-
clude in income. See Scholarship and Fel-
lowship Grants in Chapter 13.

Unearned income.  This is income that does
not meet the definition of earned income. It
apter 1 FILING INFORMATION Page 7



Table 1-2. 1994 Filing Requirements Chart for Dependents
See Chapter 3 to find out if someone can claim you as a dependent.

If your parent (or someone else) can claim you as a dependent, and any of the
four situations listed below applies to you, you must file a return.

In this chart, unearned income includes taxable interest and dividends.
Earned income includes wages, tips, and taxable scholarship and fellowship
grants.

Caution: If your gross income was $2,450 or more, you generally cannot be
claimed as a dependent unless you were under 19 or under 24 and a full-time
student. For details, see Gross Income Test in Chapter 3.

1. Single dependents under 65 and not blind.—You must file a return if—

the total of that in-
Your unearned come plus your
income was: and earned income was:

$1 or more more than $600
$0 more than $3,800

2. Single dependents 65 or older or blind.—You must file a return if—

• Your earned income was more than $4,750 ($5,700 if 65 or older and blind),
or

• Your unearned income was more than $1,550 ($2,500 if 65 or older and
blind), or

• Your gross income was more than the total of your earned income (up to
$3,800) or $600, whichever is larger, plus $950 ($1,900 if 65 or older and
blind).

3. Married dependents under 65 and not blind.—You must file a return if—

• Your earned income was more than $3,175, or

• You had any unearned income and your gross income was more than $600,
or

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

4. Married dependents 65 or older or blind.—You must file a return if—

• Your earned income was more than $3,925 ($4,675 if 65 or older and blind),
or

• Your unearned income was more than $1,350 ($2,100 if 65 or older and
blind), or

• Your gross income was more than the total of your earned income (up to
$3,175) or $600, whichever is larger, plus $750 ($1,500 if 65 or older and
blind), or

• Your gross income was at least $5 and your spouse files a separate return on
Form 1040 and itemizes deductions.
includes investment-type income such as in-
terest, dividends, and capital gains. It also in-
cludes unemployment compensation, taxa-
ble social security benefits, pensions, and
annuities. Distributions of interest, dividends,
capital gains, and other unearned income
from a trust are also unearned income to a
beneficiary of the trust.

Responsibility of parent. If a dependent
child with taxable income cannot file an in-
come tax return, a parent, guardian, or other
legally responsible person must file it for the
child. If the child cannot sign the return, the
filer must sign the child’s name followed by
the words ‘‘By (signature), parent (or guard-
ian) for minor child.’’
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If a child’s tax is not paid, the parent or
guardian is liable for the income tax on sala-
ries and wages of the child.

Child’s income.  Amounts a child earns by
performing services are his or her gross in-
come. This is true even if under local law the
child’s parents have the right to the earnings
and may actually have received them.

Children 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
N

is made, the child is not required to file a re-
turn. See Parent’s Election to Report Child’s
Unearned Income in Chapter 32. Also see
Publication 929, Tax Rules for Children and
Dependents.

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.

Self-employment can include work in ad-
dition to your regular full-time business activ-
ities. It also includes certain part-time work
that you do at home or in addition to your reg-
ular job.

Filing Requirements for
Self-Employed Persons 
You must file Form 1040 if your gross income
is at least as much as the filing requirement
amount for your filing status and age or if
your net earnings from self-employment are
$400 or more. See Table 1–1.

Gross income.  For purposes of the filing re-
quirements, your gross income includes all
income you receive in the form of money,
goods, property, and services that is not ex-
empt from tax. This includes the gross in-
come amount on line 7 of Schedule C (Form
1040), Profit or Loss From Business, or line 1
of Schedule C–EZ (Form 1040), Net Profit
From Business.

Net earnings of $400 or more.  You must
file a tax return if you had net earnings of
$400 or more from self-employment. This
applies regardless of your age.

Net earnings from self-employment gen-
erally is:

1) Net income (gross income minus de-
ductible business expenses) from your
business or profession, minus

2) A 7.65% deduction that is used to figure
self-employment tax. Multiply your net
earnings by 0.9235 to get the 7.65% de-
duction (100% − 7.65% = 92.35% or
0.9235).

Minimum income.  You must have
$433.13 or more of net earnings from self-
employment before reduction by the 7.65%
deduction to be subject to self-employment
tax (.9235 × $433.13 = $400). If your net
earnings are less than $433.13 before the
7.65% reduction, you do not have to pay the
tax.

Self-employment tax.  If your net earnings
from self-employment are $400 or more, you
must pay self-employment tax. This tax is
comparable to the social security and Medi-
care tax withheld from an employee’s wages.



Table 1-3. Other Situations When You Must File a 1994 Return

If any of the four conditions listed below apply, you must file a return.

1. You owe any special taxes, such as:

• Social security or Medicare tax on tips you did not report to your
employer. (See Chapter 7.)

• 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 group-term life insurance. (See Chapter 31.)

• Alternative minimum tax. (See Chapter 31.)

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

• 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 Chapter 35.)

3. You had net earnings from self-employment of at least $400. See (‘‘Self-
Employed Persons.’’)

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
Medicare taxes. (See Publication 533, Self-Employment Tax.)
The combined self-employment tax rate
for 1994 is 15.3%. The 15.3% rate is a total
of 12.4% for social security and 2.9% for
Medicare. Use Schedule SE (Form 1040),
Self-Employment Tax, to figure your tax. At-
tach it to Form 1040. A copy of this schedule
is shown in Chapter 39.

Maximum income.  No more than
$60,600 of your combined wages, tips, and
net earnings in 1994 is subject to any combi-
nation of the 12.4% social security part of
self-employment tax, social security tax, or
railroad retirement tax.

However, all of your net earnings from
self-employment in 1994 are subject to the
2.9% Medicare part of self-employment tax.

Foreign organizations or governments.  If
you are a U.S. citizen who works in the
United States for an international organiza-
tion, a foreign government, or a wholly
owned instrumentality of a foreign govern-
ment, and if your work is exempt from social
security and Medicare taxes, you must pay
self-employment tax on earnings from ser-
vices performed in the United States.

Employees of churches.  If you work for a
church or a qualified church-controlled or-
ganization that elected exemption from so-
cial security and Medicare taxes, you will
have to pay self-employment tax if you are
paid $108.28 or more in a year by the church
organization. See Publication 533 for more
information.

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

The rules used to determine if you are a
resident or nonresident alien are discussed
in Publication 519, U.S. Tax Guide for Aliens.

Resident aliens. 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 aliens. If you are a nonresi-
dent alien, the rules and tax forms that apply
to you may be different from those that apply
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 taxpayers.  If you were a resi-
dent alien for part of the tax year and a non-
resident alien for the rest of the year, you are
a dual-status taxpayer. Different rules apply
for the part of the year you were a resident of
the United States and the part of the year you
were a nonresident. For information on 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. citi-
zen 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. 
Other Situations
When You Must File 
You may need to file a tax return even if your
gross income is less than the amount shown
in Tables 1–1 and 1–2. You must file a return
if any of the situations in Table 1–3 apply.

Who Should File 
Even if you are not required to file, you
should file a federal income tax return to get
money back if:

• You had income tax withheld from your
pay, or

• You qualify for the earned income credit.
See Chapter 35 for more information.

Which Form
Should I Use? 
You must use one of three forms to file your
return—Form 1040EZ, Form 1040A, or Form
1040. Table 1–4 may help you decide which
form to use.
Cha
Form 1040EZ
If you are single or married filing jointly, you
may be able to use the simpler Form
1040EZ.

You can use Form 1040EZ if all of the fol-
lowing apply.

• Your filing status is single or married filing
jointly.

• You (and your spouse if married filing a
joint return) were not 65 or older or blind.

• You do not claim any dependents.

• Your taxable income is less than $50,000.

• Your income is only from wages, salaries,
tips, taxable scholarship and fellowship
grants, and taxable interest of $400 or
less.

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

• If you were a nonresident alien at any time
in 1994, your filing status is married filing
jointly.

• If you are married filing jointly and either
you or your spouse worked for more than
one employer, the total wages of that per-
son were not over $60,600.

• You do not itemize deductions, claim any
adjustments to income or tax credits other
than the earned income credit, or owe any
pter 1 FILING INFORMATION Page 9



Table 1-4. Which Tax Forms Can I Use?

Caution: You may have to file Form 1040 if you had a 1040EZ 1040A 1040
foreign account or were a grantor of, or transferor to, a
foreign trust.

Filing Status
Single 1, 2 • • •
Married filing jointly 2 • • •
Any other 1 • •

Exemptions
None • • •
For you (and your spouse if married) • • •
Any others • •

Income
Total taxable income under$50,000 • • •
Total taxable income $50,000 or more •
Wages andsalaries • • •
Tips3 • • •
Scholarships and fellowships • • •

Interest ($400 or less)4 • • •
Interest (over $400)4 • •
Dividends5 • •
Pensions, annuities, IRAs • •
Unemployment compensation • •

Taxable social security benefits • •
Taxable railroad retirement benefits • •
Self-employment income •
Received as a partner in a partnership •
Rents and royalties •

Taxable state and local tax refunds •
Capital gains •
Sale of your home •
Alimony •
Any other •

Adjustments to Income
None • • •
IRA contributions • •
Any other •
taxes other than the amount from the Tax
Table.

• If you claim the earned income credit, you
meet the tests to file Form 1040EZ de-
scribed in Chapter 35.

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

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:

• Your income is only from wages, salaries,
tips, IRA distributions, pensions and annu-
ities, taxable social security and railroad
retirement benefits, taxable scholarship
and fellowship grants, interest, dividends
(except for Alaska Permanent Fund divi-
dends), and unemployment
compensation.

• Your taxable income is less than $50,000.

• Your only adjustment to income is the de-
duction for contributions to an IRA.

• You do not itemize your deductions.

• Your only taxes are the amount from the
Tax Table, alternative minimum tax, and (if
you received any) advance earned income
credit (EIC) payments.

• Your only credits are:

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

b) The credit for the elderly or the dis-
abled (see Chapter 34).

c) The earned income credit (see Chap-
ter 35).

If you file Form 1040A, you can claim esti-
mated tax payments for 1994 and the exclu-
sion 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, you may want to claim itemized
deductions, which you cannot claim on Form
1040A. Check the list under Form 1040 to
see if you are required to use Form 1040.

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 re-
turn you filed last year. If your situation has
changed this year, it may be to your advan-
tage to file Form 1040 instead. You may pay
less tax by filing Form 1040 because you can
take itemized deductions, adjustments to in-
come, and some credits that you cannot take
on Form 1040A or Form 1040EZ.
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You must use Form 1040 if:

• Your taxable income is $50,000 or more.

• You itemize your deductions.

• You received or paid accrued interest on
securities transferred between interest
payment dates.

• You received nontaxable dividends, capi-
tal gain distributions, or Alaska Permanent
Fund dividends.

• You are required to complete Part III of
Schedule B (Form 1040) because:

You were a grantor of, or transferor
to, a foreign trust that existed dur-
ing 1994, or

At any time during the year you had
an interest in, or signature or other
authority over, a bank, securities,
or other financial account in a for-
eign country. Note: If the com-
bined value of the foreign ac-
count(s) is $10,000 or less during
all of 1994, or if the account(s)
ON
was with a U.S. military banking
facility operated by a U.S. finan-
cial institution, you may be able to
use Form 1040A or Form 1040EZ.

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

• You sold or exchanged capital assets or
business property.

• You claim adjustments to gross income for
moving expenses, the deduction for self-
employment tax, payments to a Keogh or
SEP plan, the penalty on early withdrawal
of savings, alimony paid, certain required
repayments of supplemental unemploy-
ment benefits, jury pay turned over to your
employer, qualified performing artists’ ex-
penses, and other allowable adjustments
to income.



Table 1-4. (Continued)

1040EZ 1040A 1040

Itemized Deductions
None • • •
Any itemized deductions •

Other Taxes
None • • •
Advance earned income credit payments • •
Alternative minimum tax • •
Lump-sum distributions •
Accumulation distribution of trusts •
Self-employment tax •

Uncollected social security and Medicare tax •
Any other •

Tax Credits
None • • •
Earned income credit6 • • •
Credit for child and dependent care expenses • •
Credit for the elderly or the disabled • •
Any other •

Payments
Federal income tax withheld • • •
Excess social security and Medicare tax withheld • •
Excess railroad retirement tax withheld • •
Tax paid with filing extension request • • •
Estimated tax payments • •
Any other •

1 You must file Form 1040 if you are a resident alien who was a nonresident at any time during 1994.
2 You must file Form 1040A or Form 1040 if you (or your spouse, if married) were 65 or older or blind.
3 You must file Form 1040 if you received tips of $20 or more in any month that you did not report to your
employer, or your Form W-2 shows an amount for allocated tips in box 7.

4 You must file Form 1040 if you received or paid accrued interest on securities transferred between
interest payment dates, or you elect to report your child’s interest on your return.

5 You must file Form 1040 if you received nontaxable dividends, capital gain distributions, or Alaska
Permanent Fund dividends, or you elect to report your child’s dividends on your return.

6 You must file Form 1040A or Form 1040 if you don’t meet the tests to file Form 1040EZ described in
Chapter 35.
• Your Form W–2 shows uncollected em-
ployee tax (social security and Medicare
tax) on tips or group-term life insurance in
box 13. See Chapter 7.

• You received $20 or more in tips in any
one month, and you did not report all of
these tips to your employer. See Chapter
7.

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

• You have to repay an investment credit, a
low-income housing credit, or a qualified
electric vehicle credit you claimed in a pre-
vious year.

• You have to recapture tax on the disposi-
tion of a home purchased with a federally-
subsidized mortgage. See Chapter 16.

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

• You claim credits against your tax for any
of the following:

Mortgage interest credit

Foreign tax credit

Any general business credit

Credit for prior year minimum tax

Credit for fuel from a nonconventional
source

Credit for federal tax on fuels

Qualified electric vehicle credit

Regulated investment company
credit

• You file any of the following:

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

Form 2555, Foreign Earned Income

Form 2555–EZ, Foreign Earned In-
come Exclusion

Form 4563, Exclusion of Income for
Bona Fide Residents of American
Samoa

Form 4970, Tax on Accumulation Dis-
tribution of Trusts

Form 4972, Tax on Lump-Sum Distri-
butions (See Chapter 11.)

Form 5329, Additional Taxes Attribu-
table to Qualified Retirement
Plans (Including IRAs), Annuities,
and  Mod i f ied  Endowment
Contracts
Note: If you are filing only be-
cause you owe tax on an IRA or a
qualified retirement plan, you only
have to fi le Form 5329. (See
Chapters 11 and 18.)

Form 8271, Investor Reporting of Tax
Shelter Registration Number

Form 8814, Parents’ Election To Re-
port Child’s Interest and Dividends
When Do I
Have To File? 
April 17, 1995, is the due date for filing your
1994 income tax return if you use a calendar
year. If you use a fiscal year (a year ending
on the last day of any month except Decem-
ber, or a 52–53 week year), your income 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 busi-
ness day.

Filing on time.  Your return is filed on time if
it is properly addressed and postmarked no
later than the due date. The return must have
sufficient postage. If you send a return by
registered mail, the date of the registration is
the postmark date. The registration is evi-
dence that the return was delivered. If you
send a return by certified mail and have your
Chap
receipt postmarked by a postal employee,
the date on the receipt is the postmark date.
The postmarked certified mail receipt is evi-
dence that the return was delivered.

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. See Penalties,
later.

Nonresident alien.  If you are a nonresident
alien and earn wages that are subject to U.S.
income tax withholding, your 1994 U.S. in-
come tax return (Form 1040NR) is due by:

• April 17, 1995, if you file on a calendar
year basis, or

• The 15th day of the 4th month after the
end of your fiscal year if you file on a fiscal
year basis.

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

• June 15, 1995, if you file on a calendar
year basis, or
ter 1 FILING INFORMATION Page 11



• The 15th day of the 6th month after the
end of your fiscal year, if you file on a fiscal
year basis.

Get Publication 519, U.S. Tax Guide for
Aliens, 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 tax-
payer who died during the year (a decedent),
the income tax return is due by the 15th day
of the 4th month after the end of the de-
ceased taxpayer’s normal tax year. See Fi-
nal Return for the Decedent in Chapter 4. In
most cases, for a 1994 return, this will be
April 17, 1995.

Extensions 
There are three types of extensions that may
apply to your return. These are:

• Time to file,

• Time to file and pay, and

• Related to service in a combat zone.

Each extension is discussed separately.

Extensions of Time To File 
If you are not able to file your return by the
due date, you may be able to get an auto-
matic 4–month extension of time to file your
1994 tax return. To get the automatic exten-
sion, you must file Form 4868, Application
for Automatic Extension of Time To File U.S.
Individual Income Tax Return.

Example.  If your return is due on April
17, 1995, you will have until August 15, 1995,
to file.

Caution: You may not be eligible.  If
you want the IRS to figure your tax, you can-
not use the automatic extension of time to
file. If you are under a court order to file by
the regular due date, you also cannot use the
automatic extension of time to file.

When to file Form 4868.  You must file Form
4868 by April 17, 1995. If you are filing a fis-
cal 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.

An extension of time to file is not an ex-
tension of time to pay.  You must make an
accurate estimate of your tax for 1994. 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 reasona-
ble 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 17,
1995.

When you file your return.  Enter any pay-
ment you made with Form 4868 on line 57,
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Form 1040. If you file Form 1040EZ or Form
1040A, include in your total payments on line
8 of Form 1040EZ or line 28d of Form 1040A
the amount paid with Form 4868. Also write
‘‘Form 4868’’ and the amount paid in the
space to the left of line 8 or line 28d.

Extensions beyond the automatic 4–
month extension.  If you qualify for the 4–
month extension and you later find that you
are not able to file within the 4–month exten-
sion 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 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
request the extension early so that, if re-
fused, you still will be able to file on time. Ex-
cept in cases of undue hardship, Form 2688
or a request by letter will not be accepted un-
til 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.

To get an extension beyond the auto-
matic 4–month extension, you must give all
the following information:

• The reason for requesting the extension.

• The tax year to which the extension
applies.

• The length of time needed for the
extension.

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

You may sign the request for this extension,
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 rea-
son, a person in close personal or business
relationship to you can sign for you, stating
why you could not sign the request.

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

If your application for this extension is
not approved,  you must file your return by
the extended due date of the automatic ex-
tension. 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 granted if you
are in the United States. However, if you are
outside the United States and meet certain
ION
tests, you may be granted a longer exten-
sion. See When To File in Publication 54 for
more information.

Extensions of Time
To File and Pay 
You are allowed an automatic 2–month ex-
tension (until June 15, 1995, if you use a cal-
endar year) to file your 1994 return and pay
any federal income tax that is due if you are a
U.S. citizen or resident and on the regular
due date of your return:

• 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

• 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
original due date, interest will be charged
from the original due date until the date the
tax is paid.

See When To File in Publication 54 for
more information.

Note.  If you served in a combat zone,
see Extensions Related to 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 auto-
matic extension to apply. If you and your
spouse file separate returns, this automatic
extension applies only to the spouse who
qualifies.

How to receive the extension.  To use this
special automatic extension, you must at-
tach a statement to your return explaining
what situation qualified you for the extension.

Extensions beyond the automatic 2–
month extension.  If you are unable to file
your return within the automatic 2–month ex-
tension period, you may be able to get an ad-
ditional 2–month extension of time to file
your return, for a total of 4 months. You must
file Form 4868 by the end of the automatic
extension period (usually June 15, 1995) to
get this additional 2–month extension.

This additional 2–month extension of
time to file is not an extension of time to pay.
You must make an accurate estimate of your
tax for 1994. If you cannot pay the full
amount due with Form 4868 you can still get
the extension. You will owe interest on the
unpaid amount and may be charged a pen-
alty for paying the tax late. See Penalties,
later.

Extensions 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 Extensions beyond the auto-
matic 4–month extension, earlier.

No further extensions.  An extension of
more than 6 months will generally not be



Table 1-5. When to File Your 1994 Return (For U.S. citizens and residents
who file returns on a calendar year)

For Most For Certain Taxpayers
Taxpayers Outside the U.S.

No extension April 17, 1995 June 15, 1995
requested

Form 4868 filed August 15, 1995 August 15, 1995
(1st extension)

Form 2688 filed October 16, 1995 October 16, 1995
after filing Form
4868 (2nd
extension)
granted. However, if you are outside the
United States and meet certain tests, you
may be granted a longer extension. See Fil-
ing Requirements in Publication 54 for more
information.

Extensions Related
to Combat Zone
If you served in the Armed Forces in the Per-
sian Gulf Area combat zone, the deadline for
filing your tax return, paying any tax that you
may owe, and filing a claim for refund is auto-
matically extended. The deadline is also ex-
tended if you served in the combat zone in
support of the Armed Forces, even though
you were not a member of those forces. This
category includes Red Cross personnel, ac-
credited correspondents, and civilians under
the direction of the Armed Forces in support
of the Armed Forces.

For purposes of the deadline extension,
the Persian Gulf Area became a combat
zone on August 2, 1990. See Publication
945, Tax Information for Those Affected by
Operation Desert Storm, for more informa-
tion on these and other benefits.

Length of extension period.  Your deadline
for filing your return, paying any tax that is
due, and for filing a claim for refund is ex-
tended 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 qualified
hospitalization for injury from service in
the combat zone.

In addition to the 180 days, your deadline
is also extended by the number of days you
had left to file when you entered the Persian
Gulf Area combat zone. For example, you
have 31/2 months (January 1 – April 17, 1995)
to file your 1994 tax return. Any days of this
31/2–month period that are left when you en-
tered the combat zone (or the entire 31/2
months if you entered the combat zone
before January 1, 1995) are added to the 180
days to find the end of your time extension
for filing your 1994 return. 
How Do I
Prepare the Forms? 
This section explains how to get ready to fill
in your tax return, including 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 either
Form 1040, Form 1040A, or Form 1040EZ
with related instructions, based on what you
filed last year. Before you fill in your return,
look over the forms to see if you need addi-
tional forms or schedules.

If you have not received a tax return
package in the mail, or if you need other
forms, you can order them. You can get most
forms and publications you need from the
IRS Forms Distribution Center for your state
by using the order blank at the end of this
publication or by calling the toll-free number
1–800–TAX–FORM (1–800–829–3676).

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 Janu-
ary 31, 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.

Form 1099. If you received certain types of
income, you may get a form in the Form 1099
series. 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 January 31, contact the
payer. If you still do not get the form by Feb-
ruary 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.
Chap
Tax help on videotape.  A videotape of tax
return instructions is available in either En-
glish or Spanish at participating libraries.

Table 1-6. 6 Steps for Preparing
Your Return

1—Get all of your records together for
income and expenses.

2—Get all forms, schedules, and
publications that 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.

When Do I Report My
Income and Expenses? 
You must figure your taxable income on the
basis of a tax year. A ‘‘tax year’’ is an an-
nual accounting period used for keeping
your records and reporting your income
and expenses. You must account for your
income and deductions in a way that
clearly shows your taxable income. The
way you account is called an accounting
method. This section explains which ac-
counting periods and methods you can
use.

Accounting Periods
Most individual tax returns cover a calen-
dar year—the 12 months from January 1
through December 31. This is one account-
ing period. Another accounting period is
the 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 pe-
riod when you file your first income tax re-
turn. It cannot be longer than 12 months.

Changing your accounting period.  To
change your accounting period, you gener-
ally must get permission from the IRS. If
you want to change your accounting pe-
riod, get Form 1128, Application To Adopt,
Change, or Retain a Tax Year. Form 1128
must be filed on or before the 15th day of
the second calendar month of the re-
quested accounting period. The new pe-
riod cannot be used until you receive ap-
proval from IRS. A fee is charged to
request a change in your accounting
period.

Example.  Last year, you were an em-
ployee and filed your income tax return on
a calendar year basis. On July 1 this year
you quit your job and open your own repair
shop. For business reasons, you want to
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file your income tax return on a fiscal year
basis from July 1 to June 30. To change
your accounting period, complete and sub-
mit Form 1128 by August 15.

Additional information.  For more infor-
mation on accounting periods, see Publica-
tion 538, Accounting Periods and Methods.

Accounting Methods
Your accounting method is the way you ac-
count for your income and deductions.
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. Income is con-
structively received when it is credited to
your account, or is set apart in any way that
makes it available to you. You do not need
to have physical possession of it. For ex-
ample, dividends or interest credited to
your bank account on December 31, 1994,
are taxable income to you in 1994 if you
could have withdrawn them in 1994 (even if
the amount is not entered in your passbook
or withdrawn until 1995).

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
income for the year you would have re-
ceived them.

Brokerage and other accounts. Prof-
its 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 previ-
ous 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 debt in Chapter 13 if you need more
information.

Payment to third party.  If a third party
is paid income from property you own, you
have constructively received the income. It
structively received by you in the year the
agent receives it. If you indicate in a con-
tract that your income is to be paid to an-
other person, you must include the amount
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in your gross income when the other per-
son receives it.

Check received or available. A valid
check you received or that was made avail-
able 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 de-
posit it in your account until the next year.

No constructive receipt.  There may
be facts to show that you did not construc-
tively 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
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 substi-
tute teacher.

Accrual method.  If you use an accrual
method, you report income when you earn
it, whether or not you receive it. You 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 compensation for services you
will perform later.

Changing your accounting method.
Once you have chosen your accounting
method, you ordinarily cannot change it
without the permission of the IRS. How-
ever, you can use a different method for
each business you have.

Example.  You work for a salary and
use the cash method to report that income
on your tax return. You open a gift shop
and continue to work for a salary. Even
though you use the cash method for your
salary, you can use an accrual method for
reporting income from your gift shop.

How to change.  If you want to change
your accounting method, get Form 3115,
Application for Change in Accounting
Method. In general, Form 3115 must be
filed within 180 days after the beginning of
the year of change. A fee is charged to re-
quest a change in your accounting method.

Additional information.  For more infor-
mation on accounting methods, get Publi-
cation 538.

Address Label
After you have completed your return, peel
have someone prepare your return, give
that person your label to use.

If you file a Form 1040PC, place the la-
bel over the name and address area on
Form 1040PC. If you file electronically, use
TION
your label on Form 8453. (More informa-
tion on electronic filing and Form 1040PC
is found later in this chapter.)

The coding on the label is used by the
IRS in processing your return. The label
helps to correctly identify your account. It
also saves processing costs and speeds
up processing so that refunds can be is-
sued sooner.

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 you
and your spouse file a joint return and
maintain separate homes, choose one ad-
dress to enter on your return. If the label is
for a joint return and the social security
numbers are not listed in the same order as
the first names, change the numbers to
show the correct order. If your social secur-
ity number is not correct, or if you changed
your name, see the discussion under So-
cial Security Number, later.

No label.  If you did not receive a tax return
package with a label, print or type your
name, address, and social security number
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 de-
liver mail to your street address and you
have a P.O. box, write your P.O. box num-
ber on the line for your present home ad-
dress instead of your street address.

Foreign address.  If your address is
outside the United States or its posses-
sions or territories, 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,

3) Foreign postal code, and

4) Name of foreign country.

Do not abbreviate the name of the country.

Social Security Number
You must show your social security num-
ber (SSN) on your return. If the number
shown on the address label on the tax re-
turn package you received in the mail is

If you are married and you did not re-
ceive a tax return package with a label,
enter the social security numbers for both
you and your spouse, whether you file
jointly or separately.



Name change. If you changed your name
because of marriage, divorce, etc., make
sure you immediately notify your Social Se-
curity Administration (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 future social security benefits.

Dependent’s social security number.  If
you claim an exemption for a dependent
who is at least 1 year old by December 31,
1994, you must list the dependent’s SSN
on Form 1040 or Form 1040A. The social
security number requirement applies to all
dependents (not just your children)
claimed on the tax return who are at least 1
year old.

No social security number.  If you or your
dependent who is at least 1 year old does
not have an SSN, file a Form SS–5 with
your local SSA office. It usually takes about
2 weeks to get an SSN.

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.

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.

If you don’t provide a required SSN or if
you provide an incorrect SSN, it will take
longer to issue any refund shown on your
return.

Nonresident alien dependents.  If you
claim dependents who are residents of
Mexico or Canada, they must have SSNs.
You can apply for an SSN with either the
Social Security Administration or a U.S.
consulate or embassy. See Social Security
Number for Dependents in Chapter 3 for
more information.

Nonresident alien spouse.  If your
spouse is a nonresident alien and you file a
joint return, your spouse must get an SSN.
If your spouse does not receive an SSN by
the time you are ready to file, follow the in-
structions explained earlier under No social
security number.

If you file a separate return and your
spouse does not have an SSN or any in-
come, enter ‘‘NRA’’ in the space provided
for your spouse’s number.

Penalty for not providing social security
number.  If you do not include your social
security number or the number 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) in-
stead of $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 follow-
ing four schedules that apply.

• Schedule 1 to report your interest in-
come or dividend income if either
amount is more than $400, you claim the
exclusion of interest from Series EE U.S.
savings bonds, you received interest or
dividends as a nominee, you received in-
terest on a seller-financed mortgage
from a buyer who uses the property as a
main home, or you received a Form
1099–INT for tax-exempt interest.

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

• Schedule 3 to take the credit for the eld-
erly or the disabled.

• Schedule EIC to take the earned income
credit.

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 inter-
est or dividends (including capital gain
and nontaxable distributions), to answer
the foreign accounts and foreign trusts
Cha
questions, or if any of the following apply
to you:

You claim the exclusion of interest
from Series EE U.S. savings
bonds,

You received interest or dividends
as a nominee,

You received a Form 1099–INT for
tax-exempt interest,

You received interest on a seller-fi-
nanced mortgage from a buyer
who uses the property as a main
home,

You reduce your interest income for
amortizable bond premium or for
accrued interest on a bond
bought between interest pay-
ment dates, or

You received a Form 1099–OID
showing a larger amount of orig-
inal issue discount than you are
required to report as income.

• Schedule C or Schedule C–EZ to report
profit or loss subject to self-employment
tax from a business you operated or a
profession you practiced as a sole pro-
prietor, and to report wages and ex-
penses you had as a statutory employee.

• Schedule D to report capital gains and
losses.

• Schedule E to report income or loss from
rental real estate, royalties, partnerships,
estates, trusts, S corporations, and
REMICs (residual interests).

• Schedule EIC to claim the earned in-
come credit.

• Schedule F to report farm income and
expenses.

• Schedule R to claim the credit for the eld-
erly or the disabled.

• Schedule SE to figure self-employment
tax.

Foreign financial accounts and for-
eign trusts.  You must complete Part III of
Schedule B (Form 1040) if:

1) You received more than $400 in either
interest or dividends, or

2) You had a foreign account or were the
grantor of, or transferor to, a foreign
trust.

If you checked Yes to the question on
line 11a, Part III of Schedule B, you must
file Form TD F 90–22.1, Report of Foreign
Bank and Financial Accounts, by June 30,
1995, 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 instruc-
tions for Part III of Schedule B (Form 1040).

Assembling your return.  Attach all
forms and schedules behind Form 1040 in
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order of the ‘‘Attachment Sequence Num-
ber’’ shown in the upper right corner of the
form or schedule. Attach all other state-
ments or attachments at the end of your re-
turn, even if they relate to another form or
schedule.

Form W–2. Form W–2, Wage and Tax
Statement, is a statement from your em-
ployer of the wages and other compensa-
tion paid to you and the 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 at-
tachments. 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.

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 an-
other 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. Paid preparers of Form
1040EZ must sign the return and provide
all other required information at the bottom
of the form below the area for the taxpay-
er’s signature.

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 se l f -employed box in  the Paid
Preparer’s Use Only space on Form 1040
or Form 1040A.

Signature stamps and labels are not ac-
ceptable. 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 con-
tact any IRS office.

Someone else 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.
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Power of attorney.  A return signed by
an agent in any of these cases must have a
power of attorney (POA) attached that au-
thorizes 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 I 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
representat ive 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 in-
dicates the taxpayer’s intent to sign. For
example, the taxpayer’s ‘‘X’’ with the signa-
tures of two witnesses might be considered
a valid signature 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 is required to file a
tax return but cannot sign the return, the
child’s parent, guardian, or another legally
responsible person must sign the child’s
name, followed by the words ‘‘By (signa-
ture), parent (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 (1995) estimated tax.

If you have a 1994 overpayment ap-
plied to your 1995 estimated tax, you can-
not have any of it refunded to you after the
due date of your 1994 return. You also can-
not use that overpayment in any other way
after that date.

If you filed Form 8841, Deferral of Addi-
tional 1993 Taxes, so you could pay part of
your 1993 tax in installments, you can
choose to apply part or all of your overpay-
ment to the installment due on April 17,
1995. See Paying Deferred 1993 Taxes,
later.

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 1995 estimated tax.

Note.  You cannot have your overpay-
ment applied to your 1995 estimated tax if
you file Form 1040EZ.

Overpayment less than one dollar.  If
your overpayment is less than one dollar,
you will not receive a refund unless you re-
quest it in writing.
ION
Cashing your refund check.  U.S. Gov-
ernment checks must be cashed within 12
months of the date they are issued. Checks
not cashed within 12 months will be can-
celed and the proceeds returned to the
IRS. Cash your tax refund check soon after
you receive it.

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

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,
you may have to pay a failure-to-pay pen-
alty. See Penalties, later. For more infor-
mation about your balance due, see Publi-
cation 594, Understanding the Collection
Process.

Interest
You will have to pay interest on any tax you
owe that is not paid by the due date of your
return. Interest is charged even if you get
an extension of time for filing.

Note.  If you choose to have the IRS fig-
ure your tax for you, interest cannot start
earlier than the 31st day after the IRS
sends you a bill. For information on this
choice, 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 10 days from the date of the
notice.

Interest due to IRS error or delay.  All or
part of any interest you were charged for a
deficiency or payment can be forgiven if the
interest is due to an error or delay by an of-
ficer or employee of the IRS in performing a
ministerial act. This is a procedural or
mechanical act that occurs during the
processing of a taxpayer’s case.

The interest can be forgiven only if you
are not responsible in any important way
for the error or delay and the IRS has noti-
fied you in writing of the deficiency or pay-
ment. For more information, get Publica-
tion 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 Internal Revenue Service. Please
show your correct name, address, social
security number, daytime telephone num-
ber, and tax year and form number on the
front of your check or money order.

For example, if you file Form 1040 for
1994 and you owe additional tax, show
your name and address, social security
number, daytime telephone number, and
1994 Form 1040 on your check or money
order. If you file an amended return (Form
1040X) for 1993 and you owe tax, show
your name and address, social security
number, daytime telephone number, and
1993 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.

Do not include any estimated tax pay-
ment in your check or money order that is
payment for your 1994 income tax return.
Mail the estimated tax payment separately
to the address shown in the Form 1040–ES
instructions. The address for mailing esti-
mated tax payments is different from the
address for sending your tax return.

If your check or money order is not
honored by your bank (or other financial in-
stitution) and 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 may ask to make monthly
installment payments. However, you will be
charged interest and a late payment pen-
alty on the tax not paid by April 17, 1995,
even if your request to pay in installments
is granted. To limit the interest and penalty
charges, pay as much of the tax as possi-
ble with your return. But before requesting
an installment agreement, you should con-
sider other less costly alternatives, such as
a bank loan.

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

Paying Deferred 1993 Taxes 
If you filed Form 8841, Deferral of Addi-
tional 1993 Taxes, so you could pay part of
your 1993 tax in installments, you must pay
the second installment by April 17, 1995.

You can pay it in either of two ways:

1) Apply part or all of any overpay-
ment from your 1994 return. To do
this, write ‘‘1993 OBRA Installment’’
and the dollar amount you want ap-
plied on the dotted line to the left of line
62 of Form 1040. Do not reduce the
amount on line 62 by the amount ap-
plied. The amount you apply cannot be
more than the total amount you paid
for 1994 by April 17, 1995, by with-
holding, estimated tax payments, pay-
ments with a request for an extension
of time to file, or payments with the
return.

If the amount you apply is less than
the installment due, you may send a
separate check for the balance, as ex-
plained in (2), next. Do not include that
check with your return.

Caution: If you choose to pay by
applying an overpayment, the IRS will
first apply your overpayment to any
other tax you owe (including any other
1993 tax).

2) Send the IRS a separate check or
money order payable to the Internal
Revenue Service. Label your payment
‘‘1993 OBRA Installment’’ and write
your social security number on it.

If you have the payment voucher
and return envelope that were in-
cluded in a reminder notice sent to you
in early January 1995, mail your pay-
ment  in  that  envelope wi th the
voucher. Do not send your payment
with your tax return. If you don’t have
the payment voucher and envelope,
send your payment by itself to the IRS
Service Center for the area where you
live. A list of Service Center addresses
is in your tax forms package.

If you choose this way of paying,
the IRS will apply your payment to the
second installment of your deferred
1993 taxes, even if you owe other
taxes or debts.

You do not have to pay interest on this
deferred 1993 tax if you pay it on time. If
you do not pay it on time, the entire unpaid
tax will be due immediately upon notice
and demand from the IRS.

You cannot defer paying any part of
your 1994 tax, except as described earlier
under Installment Agreement.

Gift To Reduce
the Public Debt
You can make a contribution (gift) to re-
duce the public debt. If you wish to do so,
enclose a separate check in the envelope
with your income tax return, and make it
payable to Bureau of the Public Debt. You
can deduct this gift as a charitable contribu-
tion on next year’s tax return if you itemize
your deductions on Schedule A (Form
1040). Please do not add it to any tax you
owe. If you owe tax, include a separate
check for the tax payable to Internal Reve-
nue Service.

Where Do I 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.
Cha
Mailing Your Return 
If an addressed envelope came with your
tax forms package, you should mail your
return using 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 ad-
dresses is shown in your tax forms
package.

Electronic Filing
You may be able to have your return filed
electronically instead of on a paper form.
Over 14 million taxpayers filed electroni-
cally last year. Most individuals can file
electronically, whether their return shows a
balance due or a refund.

Tax returns can be electronically filed
through tax preparers, through a company
that will transmit your return to the IRS, with
your personal computer using on-line ser-
vice providers, and through many IRS of-
fices offering taxpayer assistance. Check
your telephone book for tax preparers and
other companies offering this service.

For more information on electronic fil-
ing, a recorded message is available on the
Tele-Tax system. The Tele-Tax number for
your area is l isted in your tax forms
package.

Advantages.  Electronic filing can shorten
the time for processing returns to within 3
weeks. Electronic filing uses automation to
replace most of the manual steps needed
to process paper returns. As a result,
processing for electronic returns is faster
and more accurate. However, errors on the
return or problems with its transmission
can delay processing.

If you are due a refund, you may be
able to have it deposited directly into your
savings or checking account.

As with a paper return, you are respon-
sible for making sure your return contains
accurate information and is filed on time.
Electronic fi l ing does not affect your
chances of an IRS examination of your
return.

Balance due.  If you have a balance due
with your return, you must make a full pay-
ment of any tax due on or before April 17,
1995 to avoid penalties and interest. Mail
your payment with either:

1) The Form 1040–V, Payment Voucher,
provided by your preparer,

2) The payment voucher included in
some tax forms packages, or

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

Refunds.  If you file a complete and accu-
rate return, your refund will be issued within
21 days. However, some refunds may be
temporarily delayed as a result of compli-
ance checks. These checks make sure that
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Table 1-7. Benefits of Filing Electronically

Accuracy • Computer program quickly catches
mistakes before they become problems

Acknowledgement • IRS advises you that your return has been
accepted for processing

File Now, • File early and pay the balance due by April
Pay Later 17

Refunds • Normally issued within 3 weeks; electronic
filing allows you to choose the safety and
convenience of direct deposit

Simultaneous • File both federal and state returns with the
Federal/State IRS at the same time (see Where Do I
Filing File? for a list of participating states)
returns are filed accurately and that the re-
fund is correctly determined.

You can have a refund check mailed to
you, or you can elect to have your refund
deposited directly to your savings or check-
ing account.

Direct deposit.  To choose direct de-
posit of your refund, complete Part II of
Form 8453. Your signature in Part III gives
IRS your authorization to deposit the
refund.

Errors in direct deposit information will
cause delays in processing your refund.
Review the information carefully. Make
sure the ‘‘routing transit number’’ (RTN) of
your financial institution contains 9 digits.
Your return will be rejected if there are
fewer than 9 digits. If this occurs, your elec-
tronic filer will be notified.

Your request for direct deposit may not
be honored if one of the following occurs:

• You owe federal tax, a student loan, child
support, or debts to other federal
agencies.

• The IRS has certain special processing
needs. (IRS will notify you and a paper
check will be sent to you.)

Once an electronic return has been ac-
cepted 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.

Federal/State filing.  Electronic filing is
available to preparers in all 50 states. Also,
in some states, you can file an electronic
state return simultaneously with your fed-
eral return.

Federal/State electronic filing is offered
statewide in Colorado, Connecticut, Idaho,
Indiana, Iowa, Kansas, Kentucky, Louisi-
ana, Maine, Michigan, Mississippi, Mis-
souri, New Mexico, New York, North Caro-
lina, Oklahoma, Oregon, South Carolina,
Utah, West Virginia, and Wisconsin. It is
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also offered in limited programs in Arkan-
sas, Delaware, Georgia, Montana, Ne-
braska, New Jersey, Rhode Island, and
Virginia. In these states, check with your
preparer to see whether you can partici-
pate in this program.

Form 8453. Your preparer will ask you to
sign Form 8453, U.S. Individual Income
Tax Declaration for Electronic Filing. Both
spouses must sign if a joint return is being
filed. Your preparer will file the form with
the IRS. Your signature on the declaration
form:

• Certifies that the information on Form
8453 is correct and corresponds to the
information on your return,

• Authorizes your preparer to file your re-
turn electronically,

• Authorizes the IRS, if you elect direct de-
posit, to deposit your refund directly into
your checking or savings account, and

• Authorizes the IRS to disclose to the
preparer when your refund was sent and
the reasons for any delay in the process-
ing of your return or refund.

Your preparer will give you the required
preparer-signed copy of your return, in-
cluding a copy of the completed Form
8453. This material is for your records. Do
not mail this copy to the IRS; if you do, your
refund may be delayed.

Refund inquiries.  The IRS will notify your
preparer of the date your electronic return
was accepted for processing. If you do not
receive your refund within 3 weeks after the
return was accepted by IRS, you can call
Tele-Tax Automated Refund Information.
The Tele-Tax number for your area is listed
in your tax forms package. Before you call
Tele-Tax, please have the following infor-
mation from your return available:

• The first social security number shown
on the return,

• Your filing status, and

• The exact amount of your refund.
TION
If the Tele-Tax 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
Call the IRS With Your Tax Question in
your tax forms package.

If Tele-Tax has no information on your
return, contact your preparer for the date
IRS accepted your return. If your return
was accepted more than 3 weeks ago, con-
tact your local IRS office. Explain that you
filed your return electronically and that
Tele-Tax has no information on it. Also,
provide the first social security number
shown on your return and the date the IRS
accepted your return.

Computerized Returns 
Almost anyone who files a tax return can
now file a Form 1040PC return. You pre-
pare  Form 1040PC on a  persona l
computer.

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 11-page conventional return requiring
forms and schedules can be printed as a
two-page Form 1040PC return.

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

If you file Form 1040PC and are getting
a refund, you can have the refund depos-
ited directly to your checking or savings
account.

Form 1040PC tax preparation software
is checked and accepted by the IRS. It can
be processed faster and more accurately
than the regular tax return. Software pack-
ages are available at many computer
software stores. They are not available
from the IRS. For more information, call the
Tele-Tax number for your area listed in
your tax forms package.

What Happens
After I File? 
After you send your return to IRS, you may
have some questions. This section dis-
cusses some concerns that you may have
about recordkeeping, your refund, and er-
rors on your return.

What Records
Should I Keep?
You must keep records so that you can
prepare a complete and accurate 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 documenta-
tion to support any deductions 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
important for any Internal Revenue 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 ac-
tion can be brought.) Usually this is 3 years
from the date the return was filed, or 2
years from the date the tax was paid,
whichever date is later. Returns filed
before the due date are treated as filed on
the due date.

If income that should have been re-
ported on your return was not reported, 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 the return was
filed. If a return is false or fraudulent with in-
tent to evade tax, or if no return is filed, an
action can generally be brought at any
time.

In property transactions, the basis of
new or replacement property may depend
on the basis of the old property. Keep the
records of transactions relating to the basis
of property for as long as they are impor-
tant in figuring the basis of the original or
replacement property. See Chapter 14 for
information on determining basis.

Copies of returns.  You should keep cop-
ies 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 re-
turn, you can obtain it from the IRS. Use
Form 4506. There is a $14 charge for a
copy of a return, which must be paid with
Form 4506.

Transcript.  You can also use Form
4506 to request a transcript of your return
filed this year or during the 2 preceding
years. It will show most lines from your
original return, including accompanying
forms and schedules. There is no charge
for a transcript that you request before Oc-
tober 1, 1995.

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 re-
quest 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 receive the fol-
lowing information free of charge:

• 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
deduction.

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

Interest on Refunds
If you are due a refund, you may also be
entitled to receive interest on your overpay-
ment. The interest rates are adjusted
quarterly.

If the refund is made within 45 days af-
ter 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, inter-
est will be paid from the due date of the re-
turn 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
applicable period of time. 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 amount of the
overpayment included 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 requested by the IRS.

Offset Against Debts 
If you are due a refund but have not paid
certain obligations, all or part of your over-
payment of tax 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 support payments. The IRS will
Cha
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 is
obligated to pay past-due child and
spousal support or a federal debt, the
spouse who is not obligated for the debt
can be considered an injured spouse. An
injured spouse can obtain 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 instruc-
tions on the form.

Note.  Refunds that involve community
property states must be divided according
to local law. If you live in a community prop-
erty state in which all community property
is subject to the debts of either spouse,
your entire refund on a joint return is sub-
ject to offset. You do not qualify for injured
spouse status.

Change of Address
If you move, always notify in writing the In-
ternal 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 servicing your old address. This will
help to forward your check to your new
address.

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 8 weeks
after filing your return, call Tele-Tax. For
details on how to use this telephone ser-
vice, see What Is Tele-Tax? in your tax
forms package. Please wait 8 weeks after
filing your 1994 tax return before using this
service. However, if you filed your return
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electronically, see Where Do I File?, ear-
lier, for information about refund inquiries
when you file an electronic return.

What If I Made a
Mistake? 
If there is an error on your tax return, you
may have to pay one or more penalties. If
you discover an error, you can file an
amended return or claim for refund.

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 pen-
alty 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 exten-
sions). The penalty is usually 5% for each
month or part of a month that a return is
late, but not more than 25% of your tax.

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% of your tax.

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 lesser of $100 or 100% of the
balance of tax due.

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 fail-
ure-to-pay penalty of 1/2 of 1% of your un-
paid 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 Ex-
tension of Time To File U.S. Individual In-
come Tax Return, if you paid at least 90%
of your actual tax liability before the original
due date of your return through withholding
on wages, estimated tax payments, or a
payment 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.
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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
interest charges on late payments.

Combined penalties.  If both the failure-
to-file penalty and the failure-to-pay pen-
alty (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 lesser of
$100 or 100% of the balance of tax due.

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

1) There is any underpayment of tax on
your return due either to ‘‘negligence’’
or to ‘‘disregard’’ of rules or regula-
tions, or

2) You substantially understate your in-
come tax.

The penalty is equal to 20% of the un-
derpayment. Each term is discussed later.

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 reasona-
ble basis for a position you took.

The term ‘‘disregard’’ includes any
careless, 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 en-
tire underpayment on the return.

Adequate disclosure.  You can avoid
the penalty for disregard of rules or regula-
tions if you adequately disclose on your re-
turn a position that has at least a reasona-
ble basis. See Disclosure statement, later.

Substantial understatement of in-
come tax.  You understate the tax if the tax
shown on your return is less than the cor-
rect tax. You substantially understate your
tax if the understatement is more than the
larger of 10% of the correct tax or $5,000.
However, the penalty is reduced to the ex-
tent that there is:

1) Substantial authority, or

2) Adequate disclosure and a reasonable
basis.

Substantial authority.  Whether there
is or was substantial authority depends on
the facts and circumstances. Considera-
tion will be given to court opinions, Trea-
sury regulations, revenue rulings, revenue
procedures, and notices and announce-
ments issued by the IRS and published in
the Internal Revenue Bulletin that involve
TION
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, Dis-
closure 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 94-36 (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 giving special tax
treatment to a particular item.

Penalty for 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 include enough information to
figure the correct tax or that contains infor-
mation clearly showing that the tax you re-
ported is substantially 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 de-
lay or interfere with the administration of
federal income tax laws. This includes al-
tering or striking out the preprinted lan-
guage above the space provided for your
signature.

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 penalty. If there is any underpay-
ment 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.

Penalty for failure to supply social se-
curity number. If you do not include your
social security number or the social secur-
ity number of another person, including
your dependent, where required on a re-
turn, statement, or other document, you will
be subject to a penalty of $50 for each fail-
ure. You will also be subject to the penalty
of $50 if you do not give your social security
number to another person when it is re-
quired on a return, statement, or other
document.

For example, if you have a bank ac-
count that earns interest, you must give
your social security number 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
social security number, you will be subject



to the $50 penalty. (You also may be sub-
ject 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.

Penalty for 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 shel-
ter, you must attach Form 8271, Investor
Reporting of Tax Shelter Registration
Number, to your return to report this num-
ber. You will have to pay a penalty of $250
for each failure to report a tax shelter regis-
tration number on your return. The penalty
can be excused if you have a reasonable
cause for not reporting the number.

Criminal Penalties 
You may be subject to criminal prosecution
(brought to trial) for actions such as:

1) Tax evasion,

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

3) Fraud and false statements, or

4) Preparing and filing a fraudulent
return.

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 Cop-
ies of returns under What Records Should I
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
refund.

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 1995
estimated tax or an unpaid tax liability for
any year. 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
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 In-
ternal 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 from the date your
original return was filed or within 2 years
from the date the tax was paid, whichever
is later. Returns filed before the due date
(without regard to extensions) are consid-
ered to have been filed on the due date
(even if the due date was a Saturday, Sun-
day, or legal holiday).

If the last day for claiming a credit or re-
fund is a Saturday, Sunday, or legal holi-
day, the claim is considered timely if it is
filed 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 re-
turn 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 years (plus any extension of time for filing
your return) 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 ex-
tension of time to August 15, 1991, to file
your 1990 income tax return. When you
filed your return on that date, you paid an
additional $200 tax. On August 15, 1994,
you filed an amended return and claimed a
refund of $700. Because you filed within
Chap
the 3 years plus the 4–month extension pe-
riod, you can get a refund of up to $700.

Example 2.  The situation is the same
as in Example 1, except you filed your re-
turn on October 31, 1991, 21/2 months after
the extension period ended. You paid an
additional $200 on that date. On October
26, 1994, 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 estimated tax of
$500 was paid before the 3 years plus the
4–month extension period.

If you file a claim after the 3–year pe-
riod,  but within 2 years from the time you
paid the tax, the credit or refund cannot be
more than the tax you paid within the 2
years immediately before you file the claim.

Example.  You filed your 1990 tax re-
turn on April 16, 1991. You paid taxes of
$500. On November 4, 1992, after an ex-
amination of your 1990 return, you had to
pay an additional tax of $200. On May 3,
1994, you file a claim for a refund of $300.
However, your refund will be limited to the
$200 you paid during the 2 years immedi-
ately 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 ear-
lier (under Time for filing a claim for refund
and Limit on amount of refund) may not ap-
ply. These items, and where to get more in-
formation, are:

• A bad debt (see Nonbusiness Bad Debts
in Chapter 15).

• A worthless security (see Worthless se-
curities in Chapter 15).

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

• Net operating loss carryback (see Publi-
cation 536, Net Operating Losses).

• Carryback of certain business tax credits
(see Publication 334, Tax Guide for
Small Business).

• A claim based on an agreement with the
Service extending the period for assess-
ment 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.

However, you should request in writing
that your claim be immediately rejected if:

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

You want to take your case to court in-
stead of appealing it within the IRS.
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You must file a timely claim with the IRS
before going to court.

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 dis-
allowance to file a refund suit in the United
States District Court having jurisdiction or
in the United States Claims Court.

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
original return, whichever is later, to the
date you filed the amended return. How-
ever, if the refund is not made within 45
Page 22 Chapter 1 FILING INFORMA
days after you file the amended return, in-
terest 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 sup-
port or debts to another federal agency.
The IRS will notify you if this happens. The
refund procedures discussed in this chap-
ter will not be available to you to get back
the reduction. However, if you are the
TION
spouse of a person who owes past-due
amounts for these obligations and the re-
duced refund relates to an overpayment on
a joint return, you may be able to get a re-
fund of your share of the overpayment
before or after it is used to pay the past-due
amount. 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 examina-
tion of your return by the IRS. Contact your
state tax agency for more information.



Single taxpayers.  You are considered the next 2 years, you may be entitled to the
single for the whole year if, on the last day special benefits described later under
of your tax year, you are unmarried or sep- Qualifying Widow(er) With Dependent2.
arated from your spouse by a divorce or a Child.
separate maintenance decree. If you remarried before the end of theFiling Status tax year, you may file a joint return with

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

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

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

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

Child court decree of annulment, which holds
that no valid marriage ever existed, and
you do not remarry, you must file as singleIf more than one filing status applies to you, Single or head of household, whichever applies,choose the one that will give you the lowest
for that tax year. You must also f i letax. Your filing status is single if you are un-
amended returns (Form 1040X, AmendedYour filing status is a category that iden- married or separated from your spouse by
U.S. Individual Income Tax Return) claim-tifies you based on your marital and family a divorce or separate maintenance decree,
ing single or head of household status forsituation. State law governs whether you and you do not qualify for another filing sta-
all tax years affected by the annulment thatare married, divorced, or legally separated tus. However, if you were considered mar-
are not closed by the statute of limitationsunder a decree of divorce or separate ried for part of the year and lived in a com-
for filing a tax return. The statute of limita-maintenance. munity property state (listed under Married
tions generally does not expire until 3 yearsYour filing status is an important factor Filing Separately), special rules may apply
after your original return was filed.in determining whether you are required to in determining your income and expenses.

file (see Chapter 1), the amount of your See Publication 555 for more information.
Head of household or qualifying wid-standard deduction (see Chapter 21), and Your filing status may be single if you
ow(er) with dependent child.  If you areyour correct amount of tax (see Chapter were widowed before January 1, 1994, and
considered single, you may be able to file31). Your filing status is also important in did not remarry in 1994. However, you may
as a head of household or as a qualifyingdetermining whether you can take other be able to use another filing status that will
widow(er) with a dependent child. Seedeductions and credits. give you a lower tax. See Head of House-
Head of Household and Qualifying Wid-If you file Form 1040 or Form 1040A, in- hold and Qualifying Widow(er) With De-
ow(er) With Dependent Child to see if youdicate your filing status by checking the ap- pendent Child to see if you qualify.
qualify.propriate box on lines 1 through 5. You may file Form 1040EZ (if you have

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

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

2) Living together in a common law
Publication marriage that is recognized in the Married Filing Jointly 

state where you now live or in the state❏ 501 Exemptions, Standard
You may choose married filing jointly aswhere the common law marriageDeduction, and Filing Information
your filing status if you are married andbegan,

❏ 519 U.S. Tax Guide for Aliens both you and your spouse agree to file a
3) Married and living apart, but not legally joint return. On a joint return, you report❏ 555 Federal Tax Information on separated under a decree of divorce your combined income and deduct yourCommunity Property or separate maintenance, or combined allowable expenses.
4) Separated under an interlocutory (not If you and your spouse decide to file aForm (and Instructions)

final) decree of divorce. For purposes joint return, your tax may be lower than
❏ 1040X Amended U.S. Individual of filing a joint return you are not con- your combined tax for the other filing sta-

Income Tax Return sidered divorced. tuses. Also, your standard deduction (if you
do not itemize deductions) may be higher,

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

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

which you mail it. For more information onmay use Form 1040EZ, Form 1040A, or 2) 25% of your AGI for the preadjustment
special tax rules for persons who are serv-Form 1040. If you file Form 1040A or Form year, if your AGI was more than
ing in a combat zone, get Publication 945,1040, show this filing status by checking $20,000.
Tax Information for Those Affected by Op-the box on line 2. Use the Married filing
eration Desert Storm.jointly column of the Tax Table, or Sched- Your preadjustment year is your most re-

ule Y–1 of the Tax Rate Schedules, to fig- cent tax year ending before a deficiency
ure your tax. Nonresident alien or dual-status alien. notice was mailed. If you were married to a

A joint return generally cannot be made ifdifferent person at the end of the preadjust-
either spouse is a nonresident alien at anySpouse died during the year.  If your ment year, your AGI includes your new
time during the tax year. However, if at thespouse died during the year, you are con- spouse’s income, whether or not you filed a
end of the year one spouse was a nonresi-sidered married for the whole year for filing joint return for that year.
dent alien or dual-status alien married to astatus purposes. For purposes of this exception, commu-
U.S. citizen or resident, both spouses maynity property rules do not apply to items of
choose to file a joint return. If you do file agross income (other than gross incomeDivorced persons. If you are divorced
joint return, you and your spouse are bothfrom property).under a final decree by the last day of the
taxed as U.S. citizens or residents for theDivorced taxpayer.  You may be heldyear, you are considered unmarried for the
entire tax year. See Nonresident Spousejointly and individually responsible for anywhole year.
Treated as a Resident in Chapter 1 of Pub-tax, interest, and penalties due on a joint
lication 519.return filed before your divorce. This re-

Filing a Joint Return sponsibility applies even if your divorce de-
cree states that your former spouse will beBoth you and your spouse must include all
responsible for any amounts due on previ-your income, exemptions, and deductions Married Filingously filed joint returns.on your joint return.

Separately 
Signing a joint return.  For a return to beAccounting period.  Both of you must use

You may choose married filing sepa-considered a joint return, both husbandthe same accounting period, but you may
rately as your filing status if you are mar-and wife must sign the return. If youruse different accounting methods. See Ac-
ried. This method may benefit you if youspouse died before signing the return, seecounting Periods and Accounting Methods
want to be responsible only for your ownSigning the return in Chapter 4.in Chapter 1.
tax or if this method results in less tax thanSpouse away from home.  If your
a joint return. If you and your spouse do notspouse is away from home, you should

Joint responsibility.  Both of you may be agree to file a joint return, you may have toprepare the return, sign it, and send it to
held responsible, jointly and individually, use this filing status.your spouse to sign so that it can be filed on
for the tax and any interest or penalty due If you live apart from your spouse andtime.
on your joint return. One spouse may be meet certain tests, you may be consid-Injury or disease prevents signing.  If
held responsible for all the tax due even ered unmarried and file as head of house-your spouse cannot sign because of dis-
though all the income was earned by the hold. This is true even though you are notease or injury and tells you to sign, you may
other spouse. divorced or legally separated. If you qualifysign your spouse’s name in the proper

Exception.  Under certain circum- to file as head of household, instead of asspace on the return followed by the words
stances, you may not have to pay the tax, married filing separately, your tax may be‘‘By (your name), Husband (or Wife).’’ Be
interest, and penalties on a joint return. lower, you may be able to claim the earnedsure to also sign in the space provided for
You must establish that you did not know, income credit, and your standard deduc-your signature. Attach a dated statement,
and had no reason to know, that there was tion will be higher. The head of householdsigned by you, to the return. The statement
a substantial understatement of tax that re- filing status allows you to choose the stan-should include the form number of the re-
sulted because your spouse: dard deduction even if  your spouseturn you are filing, the tax year, the reason

chooses to itemize deductions. See Headyour spouse cannot sign, and that your1) Omitted a gross income item, or
of Household, later, for more information.spouse has agreed to your signing for him

2) Claimed a deduction, credit, or prop- Unless you are required to file sepa-or her.
erty basis in an amount for which there rately, you may want to figure your tax bothSigning as guardian of spouse.  If
is no basis in fact or law. ways (on a joint return and on separate re-you are the guardian of your spouse who is

turns). Do this to make sure you are usingmentally incompetent, you may sign the re-
When the facts and circumstances are the method that results in the lower com-turn for your spouse as guardian.
considered, it also must be unfair to hold bined tax. However, you will generally payOther reasons spouse cannot sign.
you liable for the tax due. One considera- more combined tax on separate returnsIf your spouse cannot sign the joint return
tion in determining your responsibility for than you would on a joint return becausefor any other reason, you may sign for your
any tax, interest, and penalties is whether the tax rate is higher for married persons fil-spouse only if you are given a valid power
you significantly benefited from the sub- ing separately.of attorney (a legal document giving you
stantial understatement of tax. Normal sup- permission to act for your spouse). Attach If you file a separate return, you gener-
port received from your spouse is not a sig- the power of attorney to your tax return. ally report only your own income, exemp-
nificant benefit. Being later divorced or You may use Form 2848, Power of Attor- tions (you may not split an exemption),
deserted by your spouse may be another ney and Declaration of Representative. credits, and deductions on your individual
consideration. Spouse in combat zone.  If your return. You may file a separate return and

This exception applies only if your spouse is unable to sign the return be- claim an exemption for your spouse if your
spouse’s action resulted in an understate- cause he or she is serving in a combat spouse had no gross income and was not a
ment of tax of more than $500. In addition, zone, such as the Persian Gulf Area, and dependent of another person. However, if
if the tax understatement resulted from you do not have a power of attorney or your spouse had any gross income, or was
claiming a deduction, credit, or basis, the other statement, you may sign your joint re- the dependent of someone else, you may
exception applies only if the additional tax, turn if you attach your own signed, written not claim an exemption for him or her on
interest, and penalties are more than: statement to your return that explains that your separate return.
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If you file as married filing separately, at all times during the year, are each al- 1) You file a separate return.
lowed a $12,500 maximum offset for pas-you may use Form 1040A or Form 1040.

2) You paid more than half the cost ofsive real estate activities. See Limits onSelect this filing status by checking the box
keeping up your home for the tax year.Rental Losses in Chapter 10.on line 3 of either form. You must also write

your spouse’s social security number and
3) Your spouse did not live in your homefull name in the spaces provided. Use the Joint Return After

during the last 6 months of the taxMarried filing separately column of the Tax Separate Returns 
year.Table or Schedule Y–2 of the Tax Rate

You may change your filing status by filingSchedules, to figure your tax.
an amended return using Form 1040X, 4) Your home was, for more than half the
Amended U.S. Individual Income Tax year, the main home of your child,
Return.Separate Returns stepchild, adopted child, or foster child

If you or your spouse (or each of you) whom you can claim as a dependent.Special rules apply if you file a separate
files a separate return, you may change to However, you can still meet this test ifreturn.
a joint return any time within 3 years from you cannot claim your child as a de-
the due date of the separate return or re- pendent only because:Community property states. If you live in turns. This does not include any exten-

Arizona, California, Idaho, Louisiana, Ne- sions. A separate return includes a return a) You state in writing to the noncus-vada, New Mexico, Texas, Washington, or filed by you or your spouse claiming mar- todial parent that he or she mayWisconsin and file separately, your income ried filing separately, single, or head of claim an exemption for the child, ormay be considered separate income or household filing status. If the amount paid
community income for income tax pur- on your separate returns is less than the to- b) The noncustodial parent provides atposes. See Publication 555. tal tax shown on the joint return, you must least $600 support for the depen-

pay the additional tax due on the joint re- dent and claims an exemption for
If you file a separate return: turn when you file it. the dependent under a pre-1985 di-

vorce or separation agreement.1) Your spouse should itemize deduc-
Separate Returns Aftertions if you itemize deductions, be-

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

Note.  If you were considered married2) You cannot take the credit for child
for part of the year and lived in a communityException.  A personal representative forand dependent care expenses in most
property state (listed earlier under Marrieda decedent may change from a joint returninstances.
Filing Separately ), special rules may applyelected by the surviving spouse to a sepa-

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

date of the return to make the change. See4) You cannot exclude any interest in-
Chapter 4 for more information on filing acome from series EE U.S. Savings
return for a decedent. Qualifying PersonBonds that you used for higher educa-

tion expenses.
Each of the following individuals is consid-

5) You cannot take the credit for the eld- ered a qualifying person.Head of Householderly or the disabled unless you lived
apart from your spouse for all of 1994. 1) Your child, grandchild, stepchild, orYou may be able to file as head of house-

adopted child who is:hold if you are unmarried or considered6) You may have to include in income
unmarried on the last day of the year. In ad-more of your social security benefits

a) Single. This child does not have todition, you must have paid more than half(or equivalent railroad retirement ben-
be your dependent. However, a fos-the cost of keeping up a home for you and aefits) you received in 1994 than you
ter child must be your dependent.qualifying person for more than half thewould on a joint return.
See Chapter 3 for more informationyear.
on dependents.If you qualify to file as head of house-Individual Retirement Arrangements

hold, your tax rate will be lower than the(IRAs).  If you make contributions to your b) Married. This child must qualify asrates for single or married filing separately.Individual Retirement Account, your IRA your dependent. However, if yourYou will also receive a higher standard de-deduction may be subject to a phaseout married child’s other parent claimsduction than if you file as single or marriedrule. The phaseout rule applies if either you him or her as a dependent under thefiling separately. (You can claim the stan-or your spouse was covered by an em- special rules for a Noncustodial par-dard deduction only if you do not itemizeployer retirement plan, you and your ent discussed in Chapter 3 underdeductions.)spouse file separate returns, and you lived Support Test for Divorced or Sepa-If you file as head of household, youtogether during the year. See Deductible rated Parents, the child does notmay use either Form 1040A or Form 1040.Contributions in Chapter 18. have to be your dependent.Indicate your choice of this filing status by
If the qualifying person is a child but notchecking the box on line 4 of either form.

Rental activity losses.  If your rental of your dependent, enter that child’s name inUse the Head of a household column of the
real estate is a passive activity, you may the space provided on line 4 of Form 1040Tax Table or Schedule Z of the Tax Rate
generally offset a loss of up to $25,000 or Form 1040A.Schedules, to figure your tax.
against your nonpassive income if you ac-

2) Any relative listed below whom youtively participate in the activity. However,
Considered Unmarried claim as a dependent. However, ifmarried persons filing separate returns

your dependent parent does not livewho lived together at any time during the You are considered unmarried on the last
with you, a special rule applies. Seeyear may not claim this offset. Married per- day of the tax year if you meet all of the fol-
Father or mother, later.sons filing separate returns who lived apart lowing tests.
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Parent Brother-in-law your mother’s support. Your mother had no
Grandparent Sister-in-law income. Since you paid more than half the Cost of Maintaining a Household
Brother Son-in-law cost of keeping up the apartment for your
Sister Daughter-in-law mother from January 1, 1994, until her Amount
Stepbrother death, and she qualifies as your depen- You Total
Stepsister If related by blood: dent, you may file as a head of household. Paid Cost
Stepmother Uncle Property taxes $ $
Stepfather Aunt Nonresident alien spouse. You are con-

Mortgage interestHalf brother Nephew sidered unmarried for head of household
expenseHalf sister Niece purposes if your spouse was a nonresident

RentMother-in-law alien at any time during the year and you
Father-in-law do not choose to treat your nonresident Utility charges

spouse as a resident alien. Your spouse is Upkeep and repairsYou are related by blood to an uncle or not considered your relative. You must
Property insuranceaunt if he or she is the brother or sister of have another qualifying relative and meet

your mother or father. Food consumed the other tests to be eligible to file as a
You are related by blood to a nephew or on the premiseshead of household. However, you are con-

niece if he or she is the child of your brother sidered married if you have chosen to treat Other household
or sister. your spouse as a resident alien. See Non- expenses

resident Spouse Treated as a Resident in Totals $ $Note.  A dependent can qualify only Chapter 1 of Publication 519.
Minus total amount youone taxpayer to use the head of household

paid ( )filing status for any tax year. Dual-status and nonresident alien tax-
Amount others paid $

payers.  These taxpayers may not claim
head of household status.Dependents.  If the person you support is If you paid more than others paid, you meet the

required to be your dependent, you do not requirement of maintaining a household.
qualify as a head of household if you can Keeping Up a Home 
only claim the exemption under a multiple You are keeping up a home only if you pay
support agreement. See Multiple Support more than half of the cost of its upkeep.
Agreement in Chapter 3. You may determine whether you paid more

than half of the cost of keeping up a home Qualifying Widow(er)Father or mother.  You may be eligible to by using the Cost of Maintaining a House-
file as head of household even if your de- hold worksheet, later. With Dependent Childpendent parent does not live with you. You
must pay more than half the cost of keep- If your spouse died in 1994, you may useCosts you include.  Include such costs as
ing up a home that was the main home for married filing jointly as your filing status forrent, mortgage interest, taxes, insurance
the entire year for your father or mother. 1994 if you would otherwise qualify. Seeon the home, repairs, utilities, and food
You are keeping up a main home for your Married Filing Jointly, earlier.eaten in the home.
dependent father or mother if you pay more You may be eligible to use qualifying
than half the cost of keeping your parent in widow(er) with dependent child as yourCosts you do not include.  Do not include
a rest home or home for the elderly. filing status for 2 years following the year ofthe cost of clothing, education, medical

death of your spouse. For example, if yourtreatment, vacations, life insurance, trans-
Temporary absences.  You are consid- spouse died in 1993, and you have not re-portation, or the rental value of a home you
ered to occupy the same household de- married, you may be able to use this filingown. Also, do not include the value of your
spite the temporary absence due to special status for 1994 or 1995.services or those of a member of your
circumstances of either yourself or the This filing status entitles you to use jointhousehold.
other person. Temporary absences due to return tax rates and the highest standardState AFDC (Aid to Families with De-
special circumstances include those due to deduction amount (if you do not itemize de-pendent Children). State AFDC payments
illness, education, business, vacation, and ductions). This status does not authorizeyou use to keep up your home do not count
military service. It must be reasonable to you to file a joint return.as amounts you paid. They are amounts
assume that you or the other person will re- Indicate your filing status by checkingpaid by others that you must include in the
turn to the household after the temporary the box on line 5 of either Form 1040A ortotal cost of keeping up your home to figure
absence, and you must continue to main- Form 1040. (You may not f i le Formif you paid more than half.
tain a household in anticipation of the 1040EZ). Write the year your spouse died
return. in the space provided on line 5. Use the

Married filing jointly column of the Tax Ta-
Death or birth.  If the individual who quali- ble or Schedule Y–1 of the Tax Rate
fies you to use head of household filing sta- Schedules, to figure your tax.
tus is born or dies during the year, you still
may be able to claim that filing status. You Eligibility rules for filing as a qualifying
must have provided more than half of the widow(er) with dependent child.  You
cost of keeping up a home that was the in- are eligible to file as a qualifying widow(er)
dividual’s main home for more than half the with dependent child if you meet all of the
year, or, if less, the period during which the following tests.
individual lived.

1) You were entitled to file a joint returnExample.  You are unmarried. Your
with your spouse for the year yourmother lived in an apartment by herself.
spouse died. (It does not matterShe died on September 2, 1994. The cost
whether you actually filed a jointof the upkeep of her apartment for the year
return).until her death was $6,000. You paid

2) You did not remarry before the end of$4,000 and your brother paid $2,000. Your
the tax year.brother made no other payments towards
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3) You have a child, stepchild, adopted Example.  John Reed’s wife died in
child, or foster child who qualifies as 1992. John has not remarried. He has con- Death or birth.  If the dependent who qual-
your dependent for the year. tinued during 1993 and 1994 to keep up a ifies you to use qualifying widow(er) with

home for himself and his dependent child. dependent child filing status is born or dies4) You paid more than half the cost of
For 1992 he was entitled to file a joint return during the year, you still may be able tokeeping up a home that is the main
for himself and his deceased wife. For claim that filing status. You must have pro-home for you and that child for the en-
1993 and 1994 he may file as qualifying vided more than half of the cost of keepingtire year, except for temporary ab-
widower with a dependent child. After 1994 up a home that was the dependent’s mainsences. See Temporary absences
he may file as head of household if he home during the entire part of the year heand Keeping Up a Home, discussed
qualifies. or she was alive.earlier under Head of Household.

Note.  As mentioned earlier, this filing
status is only available for 2 years following
the year of death of your spouse.
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spouse if married filing a joint return), un- you may claim his or her exemption only if
less someone else can claim you (or your you file a joint return.
spouse if married filing a joint return) as a3.
dependent. The exemption amount is com- Separate return. If you file a separate re-
bined with the standard deduction amount turn, you may claim the exemption for yourPersonal and entered on line 4. spouse only if your spouse had no gross

If you file Form 1040A or Form 1040, income and was not the dependent of an-Exemptions and follow the instructions for the form. The to- other taxpayer. This is true even if the other
tal number of exemptions you can claim is taxpayer does not actually claim yourDependents the total in the box on line 6e. Also com- spouse’s exemption. This is also true if
plete line 21 (Form 1040A) or line 36 (Form your spouse is a nonresident alien.
1040) by multiplying the total number of ex-
emptions shown in the box on line 6e by Death of spouse. If your spouse died dur-
$2,450. ing the year, you may generally claim yourImportant Changes

spouse’s exemption under the rules just
Caution.  If your adjusted gross incomefor 1994 explained in Joint return and Separate

is $83,850 or more, see Phaseout of Ex- return.Exemption amount.  The amount you emptions, later. If you remarried during the year, youmay deduct as an exemption has in-
may not take an exemption for your de-creased from $2,350 in 1993 to $2,450 in
ceased spouse.1994. Useful Items

If you are a surviving spouse withoutYou may want to see:
gross income and you remarry, you mayExemption phaseout.  In 1994 you will
be claimed as an exemption on both the fi-lose all or part of the benefit of your exemp- Form (and Instructions)
nal separate return of your deceasedtions if your adjusted gross income goes

❏ 2120 Multiple Support Declaration spouse and the separate return of yourabove a certain level. The income level
new spouse whom you married in the same❏ 8332 Release of Claim toranges from $83,850 (for married filing
year. If you file a joint return with your newExemption for Child of Divorced orseparately) to $167,700 (for married filing
spouse, you may be claimed as an exemp-Separated Parentsjointly) depending upon your filing status.
tion only on that return.See Phaseout of Exemptions, later.

Final decree of divorce or separate
maintenance during the year. If you ob-Important Reminder Exemptions tain a final decree of divorce or separate
maintenance by the end of the year, youSocial security numbers for depen- There are two types of exemptions: per-
may not take your former spouse’s exemp-dents.  If you claim a dependent on a tax sonal exemptions and dependency ex-
tion. This rule applies even if you providedreturn, you have to list the dependent’s so- emptions. While these are both worth the
all of your former spouse’s support.cial security number if he or she is age one same amount, different rules apply to each

or older. If you do not provide a depen- type.
dent’s social security number when it is re- Exemptions for
quired, or if you list an incorrect number, Personal Exemptions Dependents you may be subject to a $50 penalty.

You are generally allowed one exemption You are allowed one exemption for each
for yourself and, if you are married, one ex- person you can claim as a dependent. This
emption for your spouse. These are called is called a dependency exemption.
personal exemptions.Introduction A person is your dependent if all five of

the dependency tests, discussed later, areThis chapter discusses exemptions. The
Your Own Exemption met. You may take an exemption for yourfollowing topics will be explained:

dependent even if your dependent files aYou may take one exemption for yourself
• Personal exemptions — You generally return. But that dependent cannot claim hisunless you can be claimed as a dependent

can take one for yourself and, if you are or her own personal exemption if you areby another taxpayer.
married, one for your spouse. entitled to do so. However, see Joint Re-

• Dependency exemptions — You must turn Test later in this chapter.Single persons.  If another taxpayer is en-
meet five dependency tests for each de- titled to claim you as a dependent, you may
pendent you claim. If you are entitled to Child born alive.  If your child was bornnot take an exemption for yourself. This is
claim an exemption for a dependent, that alive during the year, and the dependencytrue even if the other taxpayer does not ac-
dependent cannot claim a personal ex- tests are met, you may take the full exemp-tually claim your exemption.
emption on his or her own tax return. tion. This is true even if the child lived only

for a moment. Whether your child was bornMarried persons.  If you file a joint return,• Phaseout of exemptions — You get less
alive depends on state or local law. Thereyou may take your own exemption. If youof a deduction when your taxable income
must be proof of a live birth shown by an of-file a separate return, you may take yourgoes above a certain amount.
ficial document, such as a birth certificate.own exemption only if another taxpayer is• Social security number (SSN) require-
You may not claim an exemption for a still-not entitled to claim you as a dependent.ment for dependents — You must list an
born child.

SSN for any dependent age one or older.
Your Spouse’s Exemption

Death of dependent.  If your dependentYour spouse is never considered your de-Exemptions are amounts that reduce
died during the year and otherwise quali-pendent. You may be able to take one ex-your taxable income. For 1994, each ex-
fied as your dependent, you can take his oremption for your spouse only because youemption is worth $2,450. How you claim an
her exemption.are married. See Separate return later.exemption on your tax return depends on

Example.  Your dependent mother diedwhich form you file.
on January 15. You can take a full exemp-If you file Form 1040EZ, you are al- Joint return. If your spouse had any
tion for her on your return.lowed an exemption for yourself (and your gross income, as defined in Chapter 1,
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Housekeepers, maids, or servants.  If A brother or sister of your father or calendar year in which your tax year
these people work for you, you cannot mother begins.
claim them as dependents. A son or daughter of your brother or

Children’s place of residence.  Childrensister
Dependency tests.  The following five usually are citizens or residents of the

Your father-in-law, mother-in-law, son-tests must be met for you to claim a depen- country of their parents.
in-law, daughter-in-law, brother-in-dency exemption for a person: If you were a U.S. citizen when your
law, or sister-in-law child was born, the child may be a U.S. citi-1) Member of Household or Relationship

zen although the other parent was a non-Test
Any of the above relationships that were resident alien and the child was born in a2) Citizenship Test established by marriage are not ended by foreign country. If so, and the other depen-
death or divorce.3) Joint Return Test dency tests are met, the child is your de-

pendent and you may take the exemption.4) Gross Income Test
Adoption. Before legal adoption, a child is It does not matter if the child lives abroad5) Support Test considered to be your child if he or she was with the nonresident alien parent.
placed with you for adoption by an author- If you are a U.S. citizen who has legally
ized agency. Also, the child must have adopted a child who is not a U.S. citizen or

Member of Household been a member of your household. If the resident, and the other dependency tests
child was not placed with you by such an are met, the child is your dependent andor Relationship Test 
agency, the child will meet this test only if you may take the exemption if your home isTo meet this test, a person must live with
he or she was a member of your household the child’s main home and the child is ayou for the entire year as a member of your
for your entire tax year. member of your household for your entirehousehold or be related to you. If at any

tax year.time during the year the person was your
Foster individual. A foster child or adultspouse, you may not claim that person as a
must live with you as a member of your Foreign students’ place of residence. dependent. See Personal Exemptions,
household for the entire year to qualify as Foreign students brought to this countryearlier.
your dependent. under a qualified international education

However, if a state, one of its political exchange program and placed in AmericanTemporary absences.  You are consid-
subdivisions, or a tax-exempt child-placing homes for a temporary period generally areered to occupy the same household de-
agency makes payments to you as a foster not U.S. residents and do not meet the citi-spite the temporary absence due to special
parent, you may not take the child as your zenship test. They may not be claimed ascircumstances of either yourself or the
dependent. Your expenses are incurred on dependents. However, if you provided aother person. Temporary absences due to
behalf of the agency that made payments home for a foreign student, you may bespecial circumstances include those due to
to you. Expenses you incur in excess of able to take a charitable contribution de-illness, education, business, vacation, and
nontaxable payments you receive are al- duction. See Expenses Paid for Studentmilitary service.
lowed as charitable contributions. You may Living With You in Chapter 26.If the person is placed in a nursing
deduct these contributions on Schedule Ahome for an indefinite period of time to re-
(Form 1040) if you itemize deductions. Ifceive constant medical care, the absence Joint Return Test you receive taxable payments, your ex-is considered temporary.

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

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

Exception.  If the other dependency testsTest not met.  A person does not meet the
Joint return.  If you file a joint return, you are met, you may take an exemption formember of household test if at any time
do not need to show that a dependent is re- your married dependent who files a joint re-during your tax year the relationship be-
lated to both you and your spouse. You turn if:tween you and that person violates local
also do not need to show that a dependentlaw. 1) Neither your dependent nor your de-is related to the spouse who provides

pendent’s spouse is required to file asupport.Relatives not living with you.  A person return,
For example, your spouse’s uncle whorelated to you in any of the following ways

2) Neither your dependent nor your de-receives more than half his support fromdoes not have to live with you for the entire
pendent’s spouse would have a tax li-you may be your dependent, even thoughyear as a member of your household to
ability if they filed separate returns,he does not live with you. However, if youmeet this test.
andand your spouse file separate returns,Your child, grandchild, great

your spouse’s uncle can be your depen- 3) They only file a joint return in order tograndchild, etc. (a legally adopted
dent only if he is a member of your house- get a refund of tax withheld.child is considered your child)
hold and lives with you for your entire tax

Your stepchild year.
Example.  Your son and his wife eachYour brother, sister, half brother, half

had less than $2,000 of wages and nosister, stepbrother, or stepsister Citizenship Test unearned income. Neither is required to file
Your parent, grandparent, or other di- a tax return. Taxes were withheld from theirTo meet the citizenship test, a person must

rect ancestor, but not foster parent income, so they file a joint return to get a re-be a U.S. citizen or resident, or a resident
fund. You are allowed exemptions for yourof Canada or Mexico, for some part of theYour stepfather or stepmother
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son and daughter-in-law if the other depen- test does not apply if the person is your Gross income.  All income in the form of
child and is either under age 19, or a stu- money, property, and services that is notdency tests are met.
dent under age 24, as discussed later. exempt from tax is gross income.

If you file on a fiscal year basis, the In a manufacturing, merchandising, orGross Income Test gross income test applies to the calendar mining business, gross income is the total
Generally, you may not take an exemption year in which your fiscal year begins. net sales minus the cost of goods sold, plus
for a dependent if that person had gross in- any miscellaneous income from the
come of $2,450 or more for the year. This business.
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Gross receipts from rental property are study, and regularly enrolled body of Cost determines support.  The total cost,
students in attendance, orgross income. Do not deduct taxes, re- not the period of time you provide the sup-

pairs, etc., to determine the gross income port, determines whether you provide more
2) A student taking a full-time, on-farm

from rental property. than half of the support.training course given by a school de-
Gross income includes a partner’s scribed in (1) above or a state, county,

share of the gross, not a share of the net, Year support is provided.  The year youor local government.
partnership income. provide the support is the year you pay for

Gross income also includes all unem- it, even if you do so with borrowed moneyFull-time student defined.  A full-timeployment compensation and certain schol- that you repay in a later year.student is a person who is enrolled for thearship and fellowship grants. Scholarships If you use a fiscal year to report your in-number of hours or courses the school con-received by degree candidates that are come, you must provide more than half ofsiders to be full-time attendance.used for tuition, fees, supplies, books, and the dependent’s support for the calendarSchool defined.  The term ‘‘school’’ in-equipment required for particular courses year in which your fiscal year begins.cludes elementary schools, junior and se-are not included in gross income. For more
nior high schools, colleges, universities,information, see Chapter 13. Armed Forces dependency allotments. and technical, trade, and mechanical

Tax-exempt income, such as certain Both the part of the allotment contributedschools. It does not include on-the-job
social security payments, is not included in by the government and the part withheldtraining courses, correspondence schools,
gross income. See Income Not Taxed in from your military pay are considered pro-and night schools.
Chapter 13. vided by you in figuring whether you pro-

Example.  James Clay, 22, attends col-For this gross income test, gross in- vide more than half of the support. If your
lege as a full-time student. During the sum-come does not include income received by allotment is used to support persons other
mer, James earned $2,700, which he spenta permanently and totally disabled individ- than those you name, you may take the ex-
for his support. His parents provided moreual at a sheltered workshop. The availabil- emptions for them if they otherwise qualify
than $2,700 toward his support and theity of medical care must be the main reason as dependents.
other dependency tests were met. On theirthe individual is at the workshop. Also, the

Example.  You are in the Armedreturn, they may take the exemption forincome must come solely from activities at
Forces. You authorize an allotment for yourJames as a dependent.the workshop that are incident to this medi-
widowed mother that she uses for the sup-Vocational high school students.cal care. A sheltered workshop is a school
port of herself and your sister. If it providesPeople who work on ‘‘co-op’’ jobs in privateoperated by certain tax-exempt organiza-
more than half of their support, you mayindustry as a part of the school’s prescribedtions, or by a state, a U.S. possession, a
take an exemption for each of them, evencourse of classroom and practical trainingpolitical subdivision of a state or posses-
though you authorize the allotment only forare considered full-time students.sion, the United States, or the District of
your mother.Night school.  Your child is not a full-Columbia, that provides special instruction

Tax-exempt military quarters al-time student while attending school only ator training designed to alleviate the disabil-
lowances.  These allowances are treatednight. However, full-time attendance at aity of the individual.
the same way as dependency allotments inschool may include some attendance at
figuring support. Both the allotment of paynight as part of a full-time course of study.Child defined.  For purposes of the gross
and the tax-exempt basic allowance forincome test, your child is your son, step-
quarters are considered as provided byson, daughter, stepdaughter, a legally Support Test you for support.adopted child, or a child who was placed

You must provide more than half of a per-with you by an authorized placement
son’s total support during the calendar year Tax-exempt income.  In figuring a per-agency for your legal adoption. A foster
to meet the support test. You figure son’s total support, include tax-exempt in-child who was a member of your household
whether you have provided more than half come, savings, and borrowed amountsfor your entire tax year is also considered
by comparing the amount you contributed used to support that person. Tax-exemptyour child. See Foster individual, earlier.
to the person’s support with the entire income includes certain social security
amount of support the person received benefits, welfare benefits, nontaxable lifeChild under 19.  If your child is under 19 at from all sources. This amount includes the insurance proceeds, Armed Forces familythe end of the year, the gross income test person’s own funds used for support. You allotments, nontaxable pensions, and tax-does not apply. Your child may have any may not include in your contribution any exempt interest.amount of income and still be your depen- part of your child’s support that is paid for

dent if the other dependency tests are met. Example 1.  You provide $2,000 to-by the child with the child’s own wages,
ward your mother’s support during theExample.  Marie Grey, 18, earned even if you pay the wages. See Total Sup-
year. She has taxable income of $600,$2,700. Her father provided more than half port, later. For exceptions to the support

her support. He can claim her as a depen- nontaxable social security benefit pay-test, see Multiple Support Agreement and
dent because the gross income test does ments of $1,800, and tax-exempt interestSupport Test for Divorced or Separated
not apply and the other dependency tests of $200. She uses all these for her support.Parents, later.
were met. You may not claim your mother as a de-A person’s own funds are not support

pendent because the $2,000 you provide isunless they are actually spent for support.
not more than half of her total support ofStudent under age 24. If your child is a

Example.  Your mother received $4,600.student, the gross income test does not ap-
$2,400 in social security benefits and $300

ply if the child is under age 24 at the end of Example 2.  Your daughter takes out ain interest. She paid $2,000 for lodging,
the calendar year. The other dependency student loan of $2,500 and uses it to pay$400 for recreation, and $300 for life insur-
tests must still be met. her college tuition. She is personally re-ance premiums.

Student defined.  To qualify as a stu- sponsible for the loan. You provide $2,000Even though your mother received a to-
dent your child must be, during some part toward her total support. You may not claimtal of $2,700, she spent only $2,400 for her
of each of 5 calendar months during the your daughter as a dependent becauseown support. Life insurance premiums are
ca lendar  year  (no t  necessar i l y you provide less than half of her support.not support items. If you spent more than
consecutive): Social security benefit payments.  If$2,400 for her support and no other sup-
1) A full-time student at a school that has a husband and wife each receive pay-port was received, you have provided more

a regular teaching staff, course of ments that are paid by one check made outthan half of her support.
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to both of them, half of the total paid is con- Support home that he or she owns is considered
provided support contributed by that person.sidered to be for the support of each

If you help to keep up the home by pay-spouse, unless they can show otherwise. Father Mother 
ing interest on the mortgage, real estateIf a child receives social security bene- Fair rental value of lodging . . . $1,000 $1,000
taxes, fire insurance premiums, ordinaryfits and uses them toward his or her own Pension spent for their
repairs, or other items directly related to thesupport, the payments are considered as support . . . . . . . . . . . . . . . . . . . . 2,100 2,100
home, or give someone cash to pay thoseprovided by the child. Share of food (1/6 of $6,000) 1,000 1,000 expenses, reduce the total fair rental valueState benefit payments (welfare, Medical expenses for of the home by those amounts in figuringfood stamps, housing, etc.). These types mother . . . . . . . . . . . . . . . . . . . . 600 that person’s own contribution.of payments are considered as support

Parents’ total support $4,100 $4,700 Example.  You provide $6,000 cash forprovided by the state. They are included in
your father’s support during the year. Hedetermining the total support of the recipi-

You must figure the dependency status lives in his own home, which has a fairent. For example, AFDC (Aid to Families
of each parent separately. You provide rental value of $6,600 a year. He useswith Dependent Children) is support pro-
$2,000 ($1,000 lodging, $1,000 food) of $800 of the money you give him to pay hisvided by the state. However, payments
your father’s total support of $4,100—less real estate taxes. Your father’s contributionbased on the needs of the recipient will not than half. You provide $2,600 to your for his own lodging is $5,800 ($6,600 −be considered as used entirely for that per- mother ($1,000 lodging, $1,000 food, $600 $800 for taxes).son’s support if it is shown that part of the medical)—more than half of her total sup- Living with someone rent free.  If youpayments were not used for that purpose. port of $4,700. You may claim your mother live with a person rent free in his or her
as a dependent, but not your father. Heat home, you must reduce the amount you
and utility costs are included in the fair provide for support by the fair rental value

Home for the aged.  If you make a lump- rental value of the lodging, so these are not of lodging he or she provides you.
sum advance payment to a home for the considered separately.
aged to take care of your relative for life Property.  Property provided as support is
and the payment is based on that person’s Lodging defined.  Lodging is the fair rental measured by its fair market value.
life expectancy, the amount of your support value of the room, apartment, or house in Capital expenses.  Capital items, such

which the person lives. It includes a rea-each year is the lump-sum payment di- as furniture, appliances, and cars, that are
sonable allowance for the use of furniturevided by the relative’s life expectancy. Your bought for a person during the year may be
and appliances, and for heat and othersupport also includes any other amounts included in total support under certain
utilities.that you provided during the year. circumstances.

Fair rental value defined. This is the The following examples show when a
amount you could reasonably expect to re- capital item is or is not support.
ceive from a stranger for the same kind ofTotal Support Example 1.  You buy a $200 powerlodging. It is used in place of rent or taxes,

lawn mower for your 13-year-old child. Theinterest, depreciation, paint, insurance, util-
child is given the duty of keeping the lawnTo figure if you provided more than half of ities, cost of furniture and appliances, etc.
trimmed. Because a lawn mower is ordina-the support of a person, you must first de- In some cases, fair rental value may be
rily an item you buy for personal and familytermine the total support provided for that equal to the rent paid.
reasons that benefits all members of theperson. Total support includes amounts If you are considered to provide the to-
household, you cannot include the cost ofspent to provide food, lodging, clothing, ed- tal lodging, determine the fair rental value
the lawn mower in the support of your child.

ucation, medical and dental care, recrea- of the room the person uses, or a share of
Example 2.  You buy a $150 televisionthe fair rental value of the entire dwelling ift i on ,  t ranspor ta t ion ,  and  s im i la r

set as a birthday present for your 12-year-the person has use of your entire home. Ifnecessities.
old child. The television set is placed inyou do not provide the total lodging, the to-Generally, the amount of an item of
your child’s bedroom. You include the costtal fair rental value must be divided de-support is the amount of the expense in-
of the television set in the support of yourpending on how much of the total lodgingcurred in providing that item. Expenses
child.you provide. If you provide only a part andthat are not directly related to any one

the person supplies the rest, the fair rental Example 3.  You pay $5,000 for a carmember of a household, such as the cost
value must be divided between the two of and register it in your name. You and yourof food for the household, must be divided
you according to the amount each of you 17-year-old daughter use the car equally.among the members of the household. If
provides. Because you own the car and do not give itthe item is lodging, the amount of such item

to your daughter but merely let her use it,Example.  Your parents live rent free inis its fair rental value.
you cannot include the cost of the car ina house you own. It has a fair rental value
your daughter’s total support. However,of $5,400 a year furnished, which includesExample.  Your parents live with you, you can include in your daughter’s supporta fair rental value of $3,600 for the house

your spouse, and your two children in a your out-of-pocket expenses of operatingand $1,800 for the furniture. This does not
house you own. The fair rental value of the car for her benefit.include heat and utilities. The house is
your parents’ share of lodging is $2,000 a completely furnished with furniture belong- Example 4.  Your 17-year-old son, us-
year, which includes furnishings and utili- ing to your parents. You pay $600 for their ing personal funds, buys a car for $4,500.
ties. Your father receives a nontaxable utility bills. Utilities are not usually included You provide all the rest of your son’s sup-
pension of $4,200, which he spends in rent for houses in the area where your port — $4,000. Since the car is bought and
equally between your mother and himself parents live. Therefore, you consider the owned by your son, the car’s fair market
for items of support such as clothing, trans- total fair rental value of the lodging to be value ($4,500) must be included in his sup-
portation, and recreation. Your total food $6,000 ($3,600 fair rental value of the un- port. The $4,000 support you provide is
expense for the household is $6,000. Your furnished house, $1,800 allowance for fur- less than half of his total support of $8,500.
heat and utility bills amount to $1,200. Your nishings provided by your parents, and You cannot claim your son as a dependent.

$600 cost of utilities) of which you are con-mother has hospital and medical expenses
sidered to provide $4,200 ($3,600 + $600).of $600, which you pay during the year. Medical insurance premiums.  Medical

Person living in his or her own home.Figure your parents’ total support as insurance premiums you pay, including
The total fair rental value of a person’s premiums for supplementary Medicarefollows:
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coverage, are included in the total support person who claims the exemption. Form 3) The support of the child is determined
you provide. under a multiple support agreement,2120, Multiple Support Declaration, is used

Medical insurance benefits.  These as discussed earlier, orfor this purpose.
benefits, including basic and supplemen- 4) The parents are separated under aExample 1.  You, your sister, and your
tary Medicare benefits, are not part of written separation agreement or aretwo brothers provide the entire support of
support. living apart, but they file a joint returnyour mother for the year. You provide 45%,

for the tax year.your sister 35%, and your two brothers
Tuition payments and allowances under each provide 10%. Either you or your sister
the GI Bill. Amounts veterans receive may claim an exemption for your mother.
under the GI Bill for tuition payments and The other must sign a Form 2120 or a writ- Custodial parent. The parent who hasallowances while they attend school are in- ten statement agreeing not to take an ex- custody of the child for the greater part ofcluded in total support. emption for her. Because neither brother the year (the custodial parent) is generally

Example.  During the year, your son re- provides more than 10% of the support, treated as the parent who provides more
ceives $2,200 from the government under neither can take the exemption. They do than half of the child’s support. It does not
the GI Bill. He uses this amount for his edu- not have to sign a Form 2120 or the written matter whether the custodial parent actu-
cation. You provide the rest of his support statement. ally provided more than half of the support.
— $2,000. Because GI benefits are in- The noncustodial parent is the parent whoExample 2.  You and your brother eachcluded in total support, your son is not your has custody of the child for the shorter partprovide 20% of your mother’s support fordependent. of the year or who does not have custody atthe year. The remaining 60% of her support

all.is provided equally by two persons who areOther support items.  Other items may be Custody.  Custody is usually deter-not related to her. She does not live withconsidered as support depending on the mined by the terms of the most recent de-them. Because more than half of her sup-facts in each case. For example, if you pay cree of divorce or separate maintenance,port is provided by persons who cannotsomeone to provide child care or disabled or a later custody decree. If there is no de-claim her as a dependent, no one may takedependent care, you may include these cree, use the written separation agree-the exemption.payments as support, even if you claim a ment. If neither a decree nor agreement es-
credit for them. For information on the Example 3.  Your father lives with you tablishes custody, then the parent who has
credit, see Chapter 33. and receives 25% of his support from so- the physical custody of the child for the

cial security, 40% from you, 24% from his greater part of the year is considered to
brother, and 11% from a friend. Either youDo Not Include in Total Support have custody of the child. This also applies
or your uncle may take the exemption forThe following items are not included in total if the validity of a decree or agreement
your father. A Form 2120 or a written state-support: awarding custody is uncertain because of
ment from the one not claiming the exemp- legal proceedings pending on the last day1) Federal, state, and local income taxes tion must be attached to the return of the of the calendar year.paid by persons from their own one who takes the exemption. If the parents are divorced or separatedincome.

during the year and had joint custody of the2) Social security and Medicare taxes
child before the separation, the parent whoSupport Testpaid by persons from their own
has custody for the greater part of the restincome. for Divorced or of the year is considered to have custody of

3) Life insurance premiums. the child for the tax year.Separated Parents
4) Funeral expenses. Example 1.  Under the terms of your di-The support test for a child of divorced or

vorce, you have custody of your child for 10separated parents is based on special5) Scholarships received by your child if
months of the year. Your former spouserules that apply only if:your child is a full-time student. (If a
has custody for the other 2 months. Youchild is committed to a state training

1) The parents are divorced or legally and your former spouse provide the child’sschool because of antisocial behavior,
separated under a decree of divorce total support. You are considered to havethe value of the room, board, and edu-
or separate maintenance, or sepa- provided more than half of the support ofcation provided is not a scholarship. It
rated under a written separation the child. However, see Noncustodial par-must be included in support.)
agreement, or lived apart at all times ent, below.6) Survivors’ and Dependents’ Educa- during the last 6 months of the calen-

Example 2.  You and your formertional Assistance payments used for dar year,
spouse provided your child’s total supportsupport of the child who receives

2) One or both parents provide more for 1994. You had custody of your childthem.
than half of the child’s total support for under your 1991 divorce decree, but on Au-
the calendar year, and gust 31, 1994, a new custody decree

granted custody to your former spouse.3) One or both parents have custody ofMultiple Support
Because you had custody for the greaterthe child for more than half of the cal-Agreement part of the year, you are considered to haveendar year.

Sometimes no one provides more than half provided more than half of your child’s
of the support of a person. Instead, two or support.

‘‘Child’’ is defined earlier under themore persons, each of whom would be
Gross Income Test.able to take the exemption but for the sup- Noncustodial parent. The noncustodial

port test, together provide more than half parent will be treated as providing more
Exceptions.  This discussion does not ap-the person’s support. than half of the child’s support if:
ply in any of the following situations:When this happens, you may agree that

1) The custodial parent signs a writtenany one of you who individually provides 1) A third party, such as a relative or declaration that he or she will not claimmore than 10% of the person’s support, but friend, provides half of the child’s sup- the exemption for the child, and theonly one, may claim an exemption for that port or more, noncustodial parent attaches this writ-person. Each of the others must sign a writ-
ten declaration to his or her return,2) The child is in the custody of a personten statement agreeing not to claim the ex-

other than the parents for half of theemption for that year. The statements must 2) A decree or agreement went into ef-
year or more,be filed with the income tax return of the fect after 1984 and it unconditionally
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Table 3-1. Worksheet for Determining Support
Income

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

2) Total income received $

3) Amount of income used for support $

4) Amount of income used for other purposes $

5) Amount of income saved $

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

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

6) Lodging (Complete item a or b)

a) Rent paid $

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

7) Food $

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

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

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

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

12) Total number of persons who lived in household

Expenses for the Person You Supported

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

14) Clothing $

15) Education $

16) Medical, dental $

17) Travel, recreation $

18) Other (specify)

$

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

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

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

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

23) 50% of line 19 $

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

states that the noncustodial parent Example.  Under the terms of your the exemption to the noncustodial parent.
1982 divorce decree, your former spouse The noncustodial parent must attach thecan claim the child as a dependent, or
has custody of your child. The decree spe- form or statement to his or her tax return.
cifically states that you are entitled to the The exemption may be released for a

3) A decree or agreement executed exemption. You provide at least $600 in single year, for a number of specified years
before 1985 provides that the noncus- child support during the calendar year. You (for example, alternate years), or for all fu-
todial parent is entitled to the exemp- are considered to have provided more than ture years, as specified in the declaration. If
tion, and he or she provides at least half of the child’s support. the exemption is released for more than
$600 for the child’s support during the Written declaration. The custodial one year, the original release must be at-
year, unless the pre-1985 decree or parent should use Form 8332, Release of tached to the return of the noncustodial
agreement is modified after 1984 to Claim to Exemption for Child of Divorced or parent for the first year of such release, and
specify that this provision will not Separated Parents, or a similar statement, a copy of the release must be attached to
apply. to make the written declaration to release the return for each succeeding taxable

Page 34 Chapter 3 PERSONAL EXEMPTIONS AND DEPENDENTS



Chapter 3 PERSONAL EXEMPTIONS AND DEPENDENTS Page 35



year for which the noncustodial parent Example.  Under your divorce decree, amount shown above for your filing status.
claims the exemption. you must pay $400 a month to your former If your AGI exceeds the amounts shown

Children who didn’t live with you.  If spouse for the support of your two children. above by more than $122,500 ($61,250 if
you are claiming a child who didn’t live with Last year you paid $4,000 instead of married filing separately), the amount of
you under the rules for children of divorced $4,800 ($400 × 12 months) due for the your deduction for exemptions is reduced
or separated parents, enter the number of year. This year, if you pay the full amount, to zero.
children who did not live with you (or who the entire $4,800 is considered support If your AGI exceeds the level for your fil-
lived with their other parent for the greater that you provided. If you also pay any part ing status, use the Deduction for Exemp-
part of the year) on the line to the right of of the $800 you owe from last year, that tions Worksheet in the instructions for
line 6c of Form 1040 or Form 1040A la- amount is not included as support provided Form 1040 to figure the amount of your de-
beled ‘‘No. of your children on 6c who didn’t by you in either year. duction for exemptions.live with you due to divorce or separation.’’ Third-party support.  Support pro-

Then you must either:
vided by a third party for a divorced or sep-

1) Check the box on line 6d of your Form arated parent is not included as support
1040 or Form 1040A if your divorce Social Securityprovided by that parent. However, see Re-
decree or written separation agree- married parent, below. Number forment was in effect before 1985 and it

Example.  You are divorced. During thestates that you can claim the child as Dependentswhole year, you and your child live withyour dependent, or
your mother in a house she owns. The fair If you claim a dependent who is at least2) Attach Form 8332 or a similar state- rental value of the lodging provided by your one year old by the end of your tax year,ment to your return. If your divorce de- mother for your child is $1,000. The home you must list the dependent’s social secur-cree or separation agreement went
provided by your mother is not included in ity number (SSN) on your Form 1040 orinto effect after 1984 and it uncondi-
the amount of support you provide.tionally states that you can claim the Form 1040A. If you do not list the depen-

Remarried parent.  If you remarry, thechild as your dependent, you may at- dent’s SSN when required or if you list an
support provided by your new spouse istach a copy of the following pages from incorrect SSN, you may be subject to a $50
treated as provided by you.the decree or agreement instead of penalty. This penalty may be waived if you

Form 8332: Example.  You have two children from can show reasonable cause for not provid-
a former marriage who live with you. You ing your dependent’s SSN.a) Cover page (write the other parent’s
have remarried and are living in a homesocial security number on this
owned by your present spouse. The fairpage), No social security number.  If a person
rental value of the home provided to the whom you expect to claim as a dependentb) The page that unconditionally states
children by your present spouse is treated on your return does not have an SSN, ei-you can claim the child as your de-
as provided by you. ther you or that person should apply for anpendent, and

Home jointly owned.  If you and your SSN as soon as possible by filing Formc) Signature page showing the date of former spouse have the right to use and SS–5, Application for a Social Securitythe agreement. live in the home, each of you is considered Card, with the Social Security Administra-
to provide half of your child’s lodging. How- tion (SSA). Information about applying forEnter the total number of children who ever, if the divorce decree gives only you an SSN and Form SS–5 is available at yourdid not live with you for reasons other than the right to use and live in the home, you local SSA office.divorce or separation on the line labeled are considered to provide your child’s en- It usually takes about 2 weeks to get an‘‘Dependents on 6c not entered above.’’ In-
tire lodging. It does not matter if the legal ti- SSN.clude your dependent children who were
tle to the home remains in the names ofnot U.S. citizens and who lived in Canada
both parents. or Mexico during 1994. Dependents living in Mexico or Canada.

Taxpayers who claim dependents living in
Child support. All child support payments Mexico or Canada must have SSNs for
actually received from the noncustodial these dependents.Phaseout of
parent are considered used for the support To obtain SSNs for these dependents,
of the child. Exemptions complete Form SS–5 and check the

Example.  The noncustodial parent ‘‘Other’’ box for line 3, Citizenship. Attach a
The amount you can claim as a deductionprovides $1,200 for the child’s support. statement to explain that the SSN is
for exemptions is phased out once your ad-This amount is considered as support pro- needed for income tax purposes for a de-
justed gross income (AGI) goes above avided by the noncustodial parent even if the pendent living in Mexico or Canada.
certain level for your filing status. These$1,200 was actually spent on things other A dependent living in Mexico may ap-levels are as follows:than support. ply for an SSN at the U.S. Embassy in Mex-

Support payments for an earlier ico City or at any U.S. consulate in Mexico.AGI Level year.  If support payments made this year If you claim a dependent who lives in Mex-Which Reduces are not more than the amount required of ico, enter ‘‘MX’’ instead of a number in col-Filing Status Exemption Amount the noncustodial parent, the amount of umn (5) of line 6c of your Form 1040 orMarried filingsupport provided by that parent is not re-
Form 1040A.separately $ 83,850duced by any payment of support that par-

A dependent living in Canada may ap-Single 111,800ent owed for an earlier year. If the support
ply for an SSN at the American Embassy inHead of household 139,750payments are more than the amount re-
Ottawa or at a consulate. Those living nearMarried filing jointly 167,700quired for this year, any payment for an
the U.S. border may also apply at an SSAearlier year is not support provided by the Qualifying widow(er) 167,700
office in a nearby American city. If younoncustodial parent for either the earlier
claim a dependent who lives in Canada,You must reduce the dollar amount ofyear or for this year. It is reimbursement to
enter ‘‘CN’’ instead of a number in columnyour exemptions by 2% for each $2,500, orthe custodial parent for amounts paid for
(5) of line 6c of your Form 1040 or Formpart of $2,500 ($1,250 if you are married fil-the support of the children in an earlier
1040A.year. ing separately), that your AGI exceeds the
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the court if no will exists, if no executor was only those items of income that the dece-
named in the will, or if the named executor dent accrued, or earned, before death. De-
cannot or will not serve. In general, an ex- duct those expenses the decedent was lia-4.
ecutor and an administrator perform the ble for before death, regardless of whether
same duties and have the same responsi- the expenses were paid.Decedents bilities. For simplicity, the term personal Additional information.  For more in-
representative will be used throughout formation on the cash and accrual meth-
this chapter. ods, see Accounting Methods in Chapter 1.

Duties.  The primary duties of a personal Who must file the return?  The personalIntroduction
representative are to collect all of the dece- representative of the decedent is responsi-

This chapter discusses the tax responsibili- dent’s assets, pay the creditors, and dis- ble for filing any income tax returns and
ties of the person who is in charge of the tribute the remaining assets to the heirs or making sure that any income tax that is due
property of a decedent (person who died). other beneficiaries. is paid. This includes the final income tax
It covers the following topics: The personal representative must also: return of the decedent (for the year of
• Who is responsible for the decedent’s death) and any returns not filed for preced-1) Notify the IRS that he or she is acting

tax matters ing years.as the personal representative,
• Filing the decedent’s final return Example.  Roberta Russell died on

2) File any income tax return that is due,
February 5, 1995, before filing her 1994 tax• Tax effects on survivors and and
return. Her personal representative mustbeneficiaries

3) Make sure that any income tax that is file her 1994 tax return as well as her final
due is paid. tax return for 1995.This chapter does not discuss the re-

Exception.  Under certain circum-quirements for filing an income tax return of
stances, a surviving spouse may be able toYou can use Form 56, Notice Concerningan estate (Form 1041). For information on
file a joint final return or joint returns for pre-Fiduciary Relationship, to notify the IRS.Form 1041, see Income Tax Return of an
ceding years for which returns have not yetFor more information on the duties andEstate–Form 1041 in Publication 559, Sur-
been filed. See Joint return, later.responsibilities of the personal representa-vivors, Executors, and Administrators. This

tive, see Duties under Personal Represent-chapter also does not discuss the require-
ments for filing an estate tax return (Form atives in Publication 559. Filing the return.  When you file a return
706). For information on Form 706, see for the decedent, either as the personal
Publication 448, Federal Estate and Gift representative or as the surviving spouse,
Taxes. you should write ‘‘DECEASED,’’ the dece-Final Return dent’s name, and the date of death across

the top of the tax return. This same infor-Useful Items for the Decedent 
mation should be included on any FormYou may want to see:
1040X, Amended U.S. Individual IncomeThe same filing requirements that apply to
Tax Return, that you file for the decedent.Publication individuals (income, age, and filing status)

If the decedent and surviving spousedetermine if a final income tax return must❏ 559 Survivors, Executors, and
are filing a joint return, you should write thebe filed for the decedent and whether FormAdministrators
name and address of the decedent and the1040, Form 1040A, or Form 1040EZ
surviving spouse in the name and addressshould be used. Filing requirements areForm (and Instructions)
space. If a joint return is not being filed,discussed in Chapter 1.

❏ 56 Notice Concerning Fiduciary write the decedent’s name in the nameIf none of the filing requirements are
Relationship space and the personal representative’smet, but the decedent had tax withheld or

name and address in the remaining space.paid estimated tax, a final return should be❏ 1310 Statement of Person Claiming
filed to get a refund. A final return shouldRefund Due a Deceased Taxpayer Example.  John Stone died in early
also be filed if the decedent was entitled to 1994. The top of his final return is filled in❏ 4810 Request for Prompt
a refundable credit such as the earned in- as shown later.Assessment Under Internal Revenue
come credit. See Chapters 35 and 36 forCode Section 6501(d)
additional information on refundable

Signing the return.  If a personal repre-credits.
sentative has been appointed, the personal
representative must sign the return. If a

Methods of accounting.  The method of
joint return is filed, the surviving spouse

accounting used by the decedent generallyPersonal must also sign it. If no personal representa-
determines what income you must include

tive has been appointed by the due date forRepresentatives and what deductions you can take on the fi-
filing the return, the surviving spouse (on anal return. Generally, individuals use oneA personal representative of an estate can joint return) should sign the return and writeof two methods of accounting: cash orbe an executor, an administrator, or any- in the signature area ‘‘Filing as survivingaccrual.one who is in charge of the decedent’s spouse.’’ See Joint return, later.Cash method.  If the decedent usedproperty. If no personal representative has beenthe cash method of accounting, which mostThe surviving spouse may or may not appointed and if there is no survivingpeople use, report only the items of incomebe the personal representative, depending spouse, the person in charge of the dece-that the decedent actually or constructivelyon the terms of the decedent’s will or the dent’s property must file and sign the returnreceived before death and deduct only thecourt appointment.
as ‘‘personal representative.’’expenses the decedent paid before death.Generally, an executor (or executrix) is

For an exception for certain medical ex- Example.  Assume in the John Stonenamed in a decedent’s will to administer
penses not paid before death, see Medical example above that Mrs. Stone is filing as athe estate (property and debts left by the
costs, later, under Deductions. surviving spouse. No personal representa-decedent) and distribute properties as the

tive has been appointed. She signs their fi-Accrual method.  If the decedent useddecedent has directed. An administrator
(or administratrix) is usually appointed by an accrual method of accounting, report nal joint return as shown later.
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Claiming a refund. Generally, a person certificate to show that you are the ap- before the due date are treated as filed on
pointed personal representative of Joe’s the due date.who is filing a return for a decedent and
estate. You can shorten the time that the IRSclaiming a refund must file Form 1310,

has to charge the decedent’s estate anyStatement of Person Claiming Refund Due
additional tax by requesting a prompt as-a Deceased Taxpayer, with the return. When and where to file. The final return is
sessment of the decedent’s income taxes.However, if you are a surviving spouse fil- due by the date the decedent’s return
This request reduces the time the IRS hasing a joint return with the decedent, you do would have been due had death not oc-
to charge any additional tax from 3 yearsnot have to file Form 1310. If you are a curred. The final return for a calendar year
from the date the return is filed to 18court appointed or certified personal repre- taxpayer is generally due by April 15 of the
months from the date the IRS receives theyear following the year of death. However,sentative filing Form 1040, Form 1040A, or
request. This may permit a quicker settle-when the due date for filing tax returns fallsForm 1040EZ for the decedent, you also do
ment of the tax responsibilities of the estateon a Saturday, Sunday, or legal holiday,not have to file Form 1310, but you must at-
and earlier distribution of the decedent’syou can file on the next business day.tach to the return a copy of the court certifi-
assets, such as money and property, to theYou can mail the decedent’s final in-cate showing your appointment.
beneficiaries.come tax return to the Internal Revenue

You can make the request for any taxService Center for the area where you live.
year still subject to additional tax charges,Example.  Joe Brown died on January
even if the return was filed before the dece-14, 1995, before filing his 1994 tax return. Request for prompt assessment of tax.
dent’s death.On April 4, 1995, you are appointed the As the personal representative for the de-

personal representative for Joe’s estate, cedent’s estate, you must see to it that any
and you file his Form 1040 for 1994 show- Note.  Requesting this prompt assess-additional taxes that the decedent may
ing a refund due. You do not need to attach ment will not shorten the time the IRS hasowe are paid. The IRS usually has 3 years
Form 1310 to claim the refund, but you to charge any additional tax if it can beafter the filing of a return to charge any ad-

ditional tax that may be due. Returns filed charged beyond the 3 years from the datemust attach to his return a copy of the court
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the return was filed or due. For example, chapters of this publication also apply to a with the decedent’s last tax year (year end-
additional tax can still be charged because ing on the date of death).decedent’s final return. See Chapters 6
of a substantial understatement of income through 17, if they apply. Do not include on the final return the de-
or if a fraudulent return was filed. cedent’s share of partnership income for a

partnership’s tax year that ends after theInterest and Dividend IncomeHow to request.  You can use Form
date of death. In this case, partnership in-4810, Request for Prompt Assessment (Forms 1099) 
come earned up to and including the dateUnder Internal Revenue Code Section Payers of interest and dividends report of death is income in respect of the dece-6501(d), for making this request. If Form amounts on Forms 1099 using the name dent, which is discussed later in this chap-4810 is not used, you must clearly indicate and identification number of the person to ter. Income earned after the date of deaththat you are requesting a prompt assess- whom the account is payable. After a per- to the end of the partnership’s tax year is in-ment under Section 6501(d) of the Internal son’s death, the Forms 1099 must reflect come to the estate or successor in interestRevenue Code and specify the year(s) in- the new owner’s (the estate’s or benefici- (beneficiary).volved. You must file the request sepa- ary’s) name and identification number. As

Example.  The XYZ Partnership and allrately from any other document. Send it to the personal representative, you must fur-
the partners use a calendar year as theirthe IRS office where the decedent’s return nish this information to the payers.
tax year. One of the partners dies on Junewas filed. For example, if an interest-bearing ac-
10. The decedent’s share of the partner-count becomes part of the estate, you must
ship income from January 1 through JuneJoint return.  Generally, the personal rep- provide the estate’s name and identifica-
10 is income in respect of a decedent. Theresentative and the surviving spouse can tion number to the payer so that the Form
share of partnership income after June 10file a joint return for the decedent and the 1099–INT, Interest Income, can reflect the
is income to the estate or beneficiary.surviving spouse. However, the surviving correct payee information. If the interest-

spouse alone can file the joint return if: bearing account is transferred to a surviv-
S corporation income.  If the decedenting joint owner, you must provide the survi-1) The decedent did not file a return for
was a shareholder in an S corporation, youthat year, and vor’s name and identification number to the
must include on the final return the dece-payer.2) No personal representative is ap- dent’s share of S corporation income for

You should receive Forms 1099 for thepointed before the due date for filing the corporation’s tax year that ends within
decedent that report amounts of interestthe return of the surviving spouse. or with the decedent’s last tax year (year
and dividends earned prior to death. The ending on the date of death). The final re-
estate or beneficiary should receive sepa-This also applies to the return for the pre- turn must also include the decedent’s pro
rate Forms 1099 that report the amountsceding year if the decedent died after the rata share of the S corporation’s income for
earned after death and that are payable toclose of the preceding tax year and before the period between the end of the corpora-
them.the due date for filing that return. The final tion’s last tax year and the date of death.

If you receive Forms 1099 that includejoint return must show the decedent’s in- The income for the part of the S corpo-
both income earned before the date ofcome before death and the surviving ration’s tax year after the shareholder’s
death (reportable on the decedent’s finalspouse’s income for the entire year. death is income to the estate or other per-
return) and income earned after the date ofIf the surviving spouse remarried before son who has acquired the stock in the S
death (reportable by the estate or other re-the end of the year in which the decedent corporation.
cipient), then you will need to request newdied, a final joint return with the deceased
Forms 1099. You should contact the pay-spouse cannot be filed. The filing status of Self-employment income.  You must in-ers to ask them for corrected Forms 1099the deceased spouse is then married filing clude on the final return the self-employ-that properly identify the recipient of the in-separately. ment income that the decedent actually orcome (by name and identification number)Change to joint return.  If a separate constructively received or accrued, de-and the correct amounts.return was filed by or for the decedent, and pending on the decedent’s accounting

the due date for filing that return has ex- method. For self-employment tax purposes
Capital Loss pired, that return can be changed to a joint only, the decedent’s self-employment in-

return only by the personal representative A capital loss sustained by a decedent dur- come will include the decedent’s distribu-
on behalf of the decedent. The surviving ing his or her last tax year can be deducted tive share of a partnership’s income or loss
spouse must also agree to the change. A only on the final return filed for the dece- through the end of the month in which
surviving spouse cannot change a sepa- dent. The capital loss limits discussed in death occurred. For more information on
rate return to a joint return if no personal Chapter 17 still apply in this situation. The how to compute the decedent’s self-em-
representative has been appointed. loss cannot be deducted by the estate or ployment income, see Publication 533,

Change to separate return.  If the sur- carried over to following years. Self-Employment Tax.
viving spouse files a joint return with the
decedent and a personal representative is Business Income Deductions, Credits,later appointed by the court, the personal

This section discusses some of the busi-representative can change the joint return and Exemptions ness income which may have to be in-election. The personal representative has Generally, the rules for deductions, credits,cluded on the final return.one year from the due date of the return to and exemptions that apply to individuals
file a separate return for the decedent. The also apply to the decedent’s final incomePartnership income.  If the decedent wasjoint return would then become the sepa- tax return. On the final return, claim deduct-a partner, his or her death generally doesrate return of the surviving spouse. The de- ible items that were paid before the dece-not close the partnership’s tax year. Seecedent’s items would be excluded, and the dent’s death (or accrued, if the decedentClosing of Partnership Year under Liquida-tax liability would be refigured on the sepa- reported deduct ions on an accrualtion of Partner’s Interest in Publication 541,rate return. method).Tax Information on Partnerships, for how to

treat partnership income if the partnershipHow to Report Deductions year does end with the death of a partner.
Certain Income As the personal representative, you All of the deductions that are discussed in

must include on the final return the dece- this publication also apply to the final returnThis section explains how to report certain
dent’s share of partnership income for the as long as the decedent was eligible for thetypes of income on the final return. The
partnership’s tax year that ends within or deduction at the time of death.rules on income discussed in the other
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You can generally choose to claim before the end of that year. See Joint re-Credits 
turn, earlier.itemized deductions or the standard de- Any of the tax credits that are discussed in

If there is a dependent child, the surviv-duction on the final return. See Standard this publication also apply to the final return
ing spouse may also be entitled to use thededuction, later, for instances when you if the decedent was eligible for the credits
standard deduction amount and the taxcannot choose the standard deduction or at the time of death. These credits are dis-
rates that apply to joint returns for the 2 fol-when the amount of the standard deduc- cussed in Chapters 33 through 36 of this
lowing years. See Qualifying Widow(er)tion may be limited. publication.
With Dependent Child in Chapter 2 for in-If you have a choice, you should figure
formation on how to qualify.the amount of the decedent’s itemized de- Tax withheld and estimated payments.

ductions before you decide whether to There may have been income tax withheld
The decedent as a dependent.  If the de-from the decedent’s pay, pensions, or an-itemize or claim the standard deduction to
cedent qualified as your dependent for thenuities before death, and the decedentbe sure that you are using the method that
part of the year before death, you can claimmay have paid estimated income tax. Togives you the lower tax.
the full exemption amount for the depen-get credit for these tax payments, you must
dent on your tax return.claim them on the decedent’s final return.Itemized deductions.  If the total of the de-

For more information, see Credit for With-cedent’s itemized deductions are more
holding and Estimated Tax in Chapter 5. Income in Respectthan the decedent’s standard deduction,

the federal income tax will generally be less of the DecedentExemptions if you claim itemized deductions on the final All gross income that the decedent had a
You can claim the full amount of the per-return. See Chapters 23 through 30 for the right to receive and that is not properly in-sonal exemption on the decedent’s final re-types of expenses that are allowed as item- cludible on the decedent’s final return isturn unless the decedent can be claimed asized deductions. called income in respect of the decedent.a dependent by another taxpayer. In that

Instead of being reported on the final returncase, the decedent’s own exemptionNote.  The amount you can deduct for of the decedent, the income is included, foramount on the final return is zero. Seemost itemized deductions is limited if ad- the tax year when received, in the gross in-Chapter 3 for more information on this limit
justed gross income is more than $111,800 come of:and on other dependency exemptions that
($55,900 if married filing separately). See may be allowed on the final return. 1) The decedent’s estate, if the estate
Chapter 22 for more information. acquires the right to receive the in-

come from the decedent,Medical costs.  If you itemize deduc-
tions on the final return, you may be able to 2) The person who acquires the right toTax Effect on Others 
deduct medical expenses of the decedent the income directly from the decedent

This section contains information about theeven though they were not paid before the without going through the estate, or
effect of an individual’s death on the in-date of death. See Decedents in Chapter 3) Any person to whom the estate prop-come tax liability of others: the survivors23 for an explanation of how this election erly distributes the right to receive the(including the widow or widower), the ben-can be made. income.eficiaries, and the estate. Any survivor orUnrecovered investment in pension.
beneficiary should coordinate the filing ofIf the decedent was receiving a pension or

Example 1.  Thornton Jones ownedhis or her own tax return with the personalannuity and died without a surviving annui-
and operated an orchard, and he used therepresentative handling the decedent’s es-tant, you can take a deduction on the dece-
cash method of accounting. He sold andtate. The personal representative can coor-dent’s final return for the amount of the de- delivered $2,000 worth of fruit to a cus-dinate filing status, exemptions, income,

cedent’s investment in the pension or tomer, but he did not receive paymentand deductions so that the final return and
annuity contract that remained unrecov- before his death. When the estate was set-the income tax returns of the survivors,
ered at death. The deduction is a miscella- tled, payment had still not been made, andbeneficiaries, and estate are all filed
neous itemized deduction that is not sub- the estate gave the right to receive the pay-correctly.
ject to the 2% of adjusted gross income ment to his niece. When she collects the
limit. See Chapter 30. $2,000, she must include it in her income. ItSurvivors

is not reported on the final return of the de-
If you are a survivor, you may qualify forStandard deduction.  You can generally cedent nor on the estate’s income tax
certain benefits when filing your own in- return.claim the full amount of the standard de-
come tax return. This section addressesduction on the decedent’s final return. Example 2.  If, in Example 1, Thorntonsome issues that may apply to you.However, you cannot use the standard de- Jones had used the accrual method of ac-

duction if the surviving spouse files a sepa- counting, the income from the fruit saleInherited property.  Property received asrate return and itemizes deductions. In that must be included on his final return. Neithera gift, bequest, or inheritance is not in-event, you must also itemize deductions on his estate nor his niece will report the in-cluded in your income. However, if the
the decedent’s final return. come when the money is later paid.property you receive in this manner later

The amount of the standard deduction Example 3.  Mary Smith was entitled toproduces income, such as interest, divi-
for a decedent’s final return is the same as a large salary payment at the time of herdends, or rentals, then that income is taxa-
it would have been had the decedent con- death. It was to be paid in five yearly pay-ble to you. If the gift, bequest, or inheri-
tinued to live. However, if the decedent was ments. Her estate, after collecting two pay-tance you receive is the income from
not 65 or older at the time of death, the ments, distributes the right to the remainingproperty, that income is taxable to you.
higher standard deduction for age cannot payments to you, the beneficiary. None ofIf you inherited the right to receive in-
be claimed. the payments would be included on the de-come in respect of the decedent, see In-

If another taxpayer can claim the dece- cedent’s final return. The estate must in-come in Respect of the Decedent, later.
dent as a dependent, the amount you can clude in its gross income, as income in re-
claim for the decedent’s standard deduc- spect of the decedent, the two payments itJoint return by surviving spouse.  A sur-
tion may be limited. See Chapter 21 for received. You must include in your grossviving spouse may be able to file a joint re-

income each of the three remaining pay-more information on how to determine the turn with the decedent for the year of death
ments as you receive them.amount of the standard deduction. as long as the survivor has not remarried
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Transferring your right to income.  If you Installment payments.  If the decedent 1) The estate, or
transfer your right to receive income in re- had sold property using the installment
spect of a decedent, you must include in method and you receive the right to collect 2) If the estate is not liable for the ex-
your income the larger of: the payments after the date of death, the penses, the person who, because of

payments you collect are income in respect the decedent’s death, acquired the de-1) The amount you receive for the right,
of the decedent. You will use the sameor cedent’s property subject to that
gross profit percentage that the decedent liability.2) The fair market value of the right at the
used to figure the part of each payment thattime of the transfer. Fair market value
represents profit. Include in your incomeis defined in Chapter 14 under Other

Federal estate tax deduction. Incomethe same profit the decedent would haveBasis.
that a decedent had a right to receive is in-included had death not occurred. See Pub-
cluded in the decedent’s gross estate andlication 537, Installment Sales, for more in-Giving your right to income as a gift.
is subject to estate tax. This income in re-formation on the installment method.If you give your right to receive income in
spect of a decedent is also taxed when re-Sale or exchange.  If you sell or ex-respect of a decedent as a gift, you must in-
ceived by the estate or beneficiary. How-change an installment obligation that youclude in your gross income the fair market
ever, an income tax deduction is allowed toreceived from a decedent, the rules ex-value of the right at the time you make the

plained in Publication 537 for figuring the the person (or estate) receiving the in-gift.
gain or loss on the disposition will apply. come. If you must include in your gross in-

Type of income.  The character, or type, of However, your basis in the obligation is the come an amount of income in respect of a
income that you receive in respect of a de- same as the decedent’s basis, adjusted for decedent, then you can claim a deduction
cedent is generally the same as it would all installment payments you received for part of any estate tax paid. The deduc-
have been had the decedent continued to before the sale or exchange. tion must be claimed in the same tax year
live and had received it. For example, if the that the income is included in your gross
income would have been a long-term capi- income.Other income.  For examples of other in-
tal gain to the decedent, it will be a long- You can claim the deduction only as acome situations concerning decedents,
term capital gain to you. miscellaneous itemized deduction onsee Specific Types of Income in Respect of

Schedule A (Form 1040). This deduction isa Decedent in Publication 559.
Interest on certificates of deposit (CDs). not subject to the 2% limit on miscellane-
Interest on CDs that is not received by the

ous itemized deductions as discussed indate of death but that is earned between Deductions in Respect
Chapter 30.the date of the last interest payment and of the Decedent If the income is capital gain income,the date of death is interest income in re-
then in figuring the maximum capital gainDeductions in respect of the decedent arespect of the decedent. Interest income
tax or any net capital loss limitation, theitems, such as business expenses, in-earned on the account after the decedent’s
amount of the gain must be reduced, butcome-producing expenses, interest, anddeath that becomes payable on CDs after
not below zero, by the amount of any es-taxes, for which the decedent was liable,death is not income in respect of a dece-
tate tax deduction attributable to such gain.but which are not deductible on the dece-dent. Such interest is ordinary income that

dent’s final income tax return. When paid, For more information, see Estate Taxbelongs to the respective recipients and
these expenses may be deducted by: Deduction in Publication 559.must be included in their gross income.
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Important Reminders Changes Effective5.
Estimated tax payments — limit on thein 1995 
use of prior year’s tax.  Certain taxpayersTax Withholding Changes to be considered.  You should (other than farmers and fishermen) may

consider the items in this section when you not be able to avoid an underpayment pen-and Estimated figure your income tax withholding or esti- alty by using 100% of their 1994 tax to fig-
mated tax for 1995. Remember to also con- ure their 1995 required annual payment.Tax sider the items that apply from Changes Ef- See Chapter 2 of Publication 505 if your
fective in 1994. For more information on 1994 adjusted gross income was more
important tax changes, see Publication than $150,000 (more than $75,000 if you
553, Highlights of 1994 Tax Changes. were married filing separately).

Underpayment penalty. A similar spe-
cial rule applies to the underpayment pen-Personal exemption. For 1995, the per-Tax Law Changes alty. See Chapter 4 of Publication 505.sonal exemption amount for you, your

spouse, and each dependent has in-1994.  There are several changes in the tax Claiming withholding and estimated taxcreased to $2,500.law that might affect your 1994 return. You payments.  When you file a federal income
must consider these changes in computing tax return, be sure to take credit for all fed-

Phaseout of personal exemptions.  Youryour tax and any underpayment penalty for eral income tax and excess social security
deduction for personal exemptions is re-1994. You will also need to consider many or railroad retirement taxes withheld from
duced by 2% for each $2,500 ($1,250 if youof these items when you figure your esti- your salary, wages, pensions, etc., and any
are married filing separately), or part of thatmated tax for 1995. These changes are backup withholding shown on Forms 1099.
amount, by which your adjusted gross in-briefly discussed under Changes Effective Also take credit for all estimated tax pay-
come exceeds an amount based on yourin 1994. ments you made for that year. For exam-
filing status. The amounts for 1995 are: ple, all estimated tax payments made for

1994 should be claimed on the tax return1995.  There are also several changes in Single $114,700 you file for the 1994 tax year. You shouldthe tax law that will become effective in
Married filing jointly file a return and claim these credits even if1995. You will need to consider these
  or qualifying widow(er) $172,050 you do not owe tax. See Credit for With-changes when you figure your estimated
Married filing separately $ 86,025 holding and Estimated Tax, later in thistax for 1995. These changes are briefly dis-
Head of household $143,350 chapter.cussed under Changes Effective in 1995.

Standard deduction. Individuals who do
not itemize deductions have an increased IntroductionChanges Effective standard deduction for 1995. For more in-

This chapter discusses how to pay your taxformation, see Publication 505, Tax With-in 1994 as you earn or receive income during theholding and Estimated Tax.
year. In general, the federal income tax is a

Changes to be considered.  You should pay-as-you-go tax. There are two ways to
Reduction of itemized deductions.  Forconsider the items in this section when fig- pay as you go:
1995, certain itemized deductions are re-uring your tax and any underpayment pen-

• Withholding. If you are an employee,duced by 3% of your adjusted gross in-alty for 1994. Unless an item applies only to
your employer probably withholds in-come that exceeds $114,700 ($57,350 if1994, you should also consider it when fig-
come tax from your pay. Tax may also beyou are married filing separately). The re-uring your estimated tax for 1995. For more
withheld from certain other income — in-duction cannot be more than 80% of yourinformation on important tax changes, see
cluding pensions, bonuses, commis-affected deductions. Itemized deductionsPublication 553, Highlights of 1994 Tax
sions, and gambling winnings. In eachsubject to the reduction are those otherChanges.
case, the amount withheld is paid to thethan medical expenses, investment inter-
Internal Revenue Service (IRS) in yourest, casualty and theft losses, or gambling

Excess social security or railroad retire- name.losses. This reduction does not apply when
ment tax withholding.  You will have ex- computing alternative minimum tax, nor • Estimated tax. If you do not pay your taxcess social security or tier 1 railroad retire- does it apply to estates or trusts. through withholding, or do not payment tax withholding for 1994 only if your

enough tax that way, you might have towages from two or more employers ex-
pay estimated tax. People who are inSelf-employment tax. For 1995, the socialceeded $60,600. See Credit for Excess
business for themselves generally willsecurity (old-age, survivor, and disabilitySocial Security Tax or Railroad Retirement
have to pay their tax this way. You mayinsurance) part of the tax is 12.4% of netTax Withheld in Chapter 36.
have to pay estimated tax if you receiveearnings up to a certain amount. The Medi-
income such as dividends, interest, rent,care (hospital insurance) part of the self-
royalties, and unemployment compensa-Earned income credit.  Beginning in employment tax is 2.9% of all net earnings.
tion. Estimated tax is used to pay not1994, the rules to determine eligibility for See Publication 505.
only income tax, but self-employment taxthe credit and the rules for computing the
and alternative minimum tax as well.credit have changed. See Chapter 35.

Lump-sum distributions.  Beginning in
1995, you may be able to figure the tax on a

This chapter explains both of theseTaxability of social security and railroad lump-sum distribution under the 5-year tax methods. In addition, it explains:retirement benefits.  Beginning in 1994, option even if the plan participant was born
certain taxpayers will need to include 85% • Credit for withholding and estimatedafter 1935. For more information, see Pub-
of benefits received in taxable income. For tax. When you file your 1994 income taxlication 575, Pension and Annuity Income
more information, see Chapter 12. return, take credit for all the income tax(Including Simplified General Rule).
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withheld from your salary, wages, pen- Farmworkers.  Income tax is generally If your income is low enough that you
will not have to pay income tax for the year,sions, etc., and for the estimated tax you withheld from your cash wages for work on
you may be exempt from withholding. Seepaid for 1994. a farm unless your employer:
Exemption From Withholding, later.• Underpayment penalty. If you did not 1) Pays you cash wages of less than

pay enough tax in 1994 either through $150 during the year, and
Note.  You must specify a filing statuswithholding or by making estimated tax 2) Has expenditures for agricultural labor and a number of withholding allowances onpayments, you will have an underpay- totaling less than $2,500 during the Form W–4. You cannot specify only a dol-ment of estimated tax, and you may have year. lar amount of withholding.to pay a penalty. The IRS usually can

compute this penalty for you. See Un-
If you receive either cash wages not New job.  When you start a new job, youderpayment Penalty, near the end of this

subject to withholding or noncash wages, must fill out Form W–4 and give it to yourchapter.
you can ask your employer to withhold in- employer. Your employer should have cop-
come tax. If your employer does not agree ies of the form. If you later need to change
to withhold tax, or if not enough is withheld, the information you gave, you must fill out aUseful Items you may have to make estimated tax pay- new form.You may want to see: ments, as discussed later under Estimated If you work only part of the year (for ex-
Tax. ample, you start working after the begin-Publication

ning of the year), too much tax may be with-
Tips.  The tips you receive and report to❏ 505 Tax Withholding and Estimated he ld .  You  may  be  ab le  to  avo id
your employer while working as an em-Tax overwithholding if your employer agrees to
ployee are counted in with your regular use the part-year method. See Part-year❏ 553 Highlights of 1994 Tax wages to figure the amount withheld. method in Chapter 1 of Publication 505 forChanges

more information.
❏ 919 Is My Withholding Correct for Taxable fringe benefits.  Your employer

1995? will withhold income tax from most taxable Changing your withholding.  Events dur-
fringe benefits paid to you either at a flat ing the year may change your marital sta-

Form (and Instructions) 28% rate or at your regular rate of tus or the exemptions, adjustments, deduc-
withholding. tions, or credits you expect to claim on your❏ W–4 Employee’s Withholding

return. When this happens, you may needAllowance Certificate
Sick pay.  Income tax is withheld from sick to give your employer a new Form W–4 to

❏ W–4P Withholding Certificate for change your  wi thhold ing s tatus orpay you receive from your employer or an
Pension or Annuity Payments allowances.agent of your employer, just as it is from

You must give your employer a newyour salaries and wages. If you receive sick❏ W–4S Request for Federal Income
Form W–4 within 10 days after:pay from someone who is not acting as anTax Withholding From Sick Pay

agent of your employer, such as an insur- 1) Your divorce, if you have been claim-❏ 1040–ES Estimated Tax for
ance company, you can usually arrange to ing married status, orIndividuals
have income tax withheld from the sick

2) Any event that decreases the with-❏ 2210 Underpayment of Estimated pay. A special rule covers sick pay paid to
holding allowances you can claim.Tax by Individuals, Estates, and you under certain union agreements.

Trusts
Generally, you can submit a new FormPensions and annuities.  Income tax is

W–4 at any time you wish to change your
generally withheld from your pension or an-

withholding allowances for any other
nuity. In certain cases, however, you can

reason.
choose not to have it withheld. If events in 1995 will decrease yourWithholding 

withholding allowances for 1996, you must
Gambling winnings.  Income tax is with-Income tax is withheld from the following give your employer a new Form W–4 by
held from certain gambling winnings at akinds of income: December 1, 1995. If the event occurs in
flat 28% rate. December 1995, submit a new Form W–4

Salaries and wages.  Income tax is with- within 10 days.
held from the pay of most employees. Your Withholding on
pay includes bonuses, commissions, and Cumulative wage method.  If you changeSalaries and Wages vacation allowances, in addition to your your withholding allowances during the
regular pay. It also includes reimburse- The amount of income tax withheld from year, too much or too little tax may have
ments and other expense allowances paid your regular pay depends on two things: been withheld for the period before you
under a nonaccountable plan. See Supple- made the change. You may be able to1) The amount you earn, and
mental Wages, later. compensate for this if your employer

2) The information you give your em-Military retirees.  Military retirement agrees to use the cumulative wage with-
ployer on Form W–4.pay is treated in the same manner as regu- holding method for the rest of the year. You

lar pay for income tax withholding pur- must request in writing that your employer
Form W–4 includes three types of infor-poses, even though it is treated as a pen- use this method.

mation that your employer will use to figuresion or annuity for other tax purposes. To be eligible, you must have been paid
your withholding:Household workers.  If you are a for the same kind of payroll period (weekly,

household worker, you can ask your em- biweekly, etc.) since the beginning of the1) Whether to withhold at the single rate
ployer to withhold income tax from your year.or at the lower married rate,
pay. Tax is withheld only if you want it with-

2) How many withholding allowancesheld and your employer agrees to withhold Checking your withholding.  After you
you claim (each allowance reducesit. If you do not have enough income tax have given your employer a Form W–4,
the amount withheld), andwithheld, you may have to make estimated you can check to see whether the amount

tax payments, as discussed later under Es- 3) Whether you want an additional of tax withheld from your pay is too little or
timated Tax. amount withheld. too much. See Getting the Right Amount of
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Tax Withheld, later. If too much or too little you claim ‘‘0’’ allowances. The number of Personal Allowances Worksheet.  Use
tax is being withheld, you should give your allowances you can claim depends on: the Personal Allowances Worksheet on
employer a new Form W–4 to change your page 1 of Form W–4 to figure your with-1) How many exemptions you can take
withholding. holding allowances for exemptions. Addon your tax return,

the special allowance for only one job, the
2) Whether you have income from moreNote.  You cannot give your employer a allowance for head of household status,

than one job,payment for any retroactive withholding or and the allowance for the child and depen-
any estimated tax. dent care credit (if they apply) to your total3) What deductions, adjustments to in-

allowances.come, and credits you expect to have
Special allowance (worksheet linefor the year, andCompleting Form W–4 

B).  You can claim the special allowance if4) Whether you will file as head ofThe following discussions explain how to
any of the following apply.household.complete your Form W–4.
1) You are single, and you have only one

Marital status (line 3).  There is a lower If you are married, it also depends on job at a time.
withholding rate for married people who whether your spouse also works and

2) You are married, you have only onecan use the tax rates for joint returns. Eve- claims any allowances on his or her own
job at a time, and your spouse doesryone else must have tax withheld at the Form W–4. If you both work, you should fig-
not work.higher single rate. ure your combined allowances on one

You must claim single status if either of Form W–4 worksheet. You then should di- 3) Your wages from a second job or your
the following applies. vide the allowances among the Forms W–4 spouse’s wages (or the total of both)

you each file with every employer. See Two are $1,000 or less.1) You are single. If you are divorced, or
jobs, later.separated from your spouse under a

Form W–4 worksheets.  Form W–4court decree of separate mainte- Head of household (worksheet line
has worksheets to help you figure hownance, you are considered single. E).  You can claim one additional withhold-
many withholding allowances you can ing allowance if you expect to file as head2) You are married, but you are neither claim. The worksheets are for your own

of household on your tax return. To find outa citizen nor a resident of the United records.  Do not  g ive them to your
whether you qualify, see Head of House-States, or your spouse is neither a citi- employer.
hold in Chapter 2.zen nor a resident of the United You are not required to use the work-

States. However, if one of you is a citi- Child and dependent care creditsheets if you use a more accurate method
zen or a resident, you can choose to (worksheet line F).  You can claim one ad-of figuring withholding allowances. See Al-
have the other treated as a resident. ditional withholding allowance if you expectternative method of figuring withholding al-
You can then file a joint return and to have at least $1,500 of qualifying child orlowances under Completing Form W–4
claim married status on your Form W– dependent care expenses that you plan toand Worksheets in Chapter 1 of Publica-
4. See Nonresident Spouse Treated claim a credit for on your tax return. For in-tion 505 for more information.
as a Resident in Chapter 1 of Publica- formation on this credit, see Chapter 33.Withholding and estimated tax.tion 519, U.S. Tax Guide for Aliens, for Instead of using line F, you can chooseBefore you figure your withholding al-more information. to figure allowances for the child and de-lowances, use your estimated adjust-

pendent care credit (and other credits youments, deductions, and tax credits to re-You can claim married status if either expect to claim on your return) as ex-duce the amount of estimated tax you mustof the following applies. plained next.pay. The Deductions and Adjustments
1) You are married and neither you Worksheet on page 2 of Form W–4 does

nor your spouse is a nonresident this for you. But if you use an alternative Deductions and Adjustments Work-
alien. You are considered married for method of figuring withholding allowances, sheet.  To adjust your withholding al-
the whole year even if your spouse take into account only the amount of these lowances for deductions, adjustments to
died during the year. items remaining after you have reduced income, and tax credits, use the Deduc-

the estimated tax you must pay to zero.2) You expect to be able to file your re- tions and Adjustments Worksheet on page
Two jobs.  If you have income from twoturn as a qualifying widow or wid- 2 of Form W–4. Chapter 1 of Publication

jobs at the same time, complete only oneower. You usually can use this filing 505 explains this worksheet.
set of Form W–4 worksheets. Then splitstatus if your spouse died within the Nonwage income.  You may need to
your allowances between the Forms W–4previous two years and you provide a reduce the number of withholding al-
for each job. You cannot claim the same al-home for your dependent child. How- lowances you would otherwise claim if you
lowances with more than one employer atever, you must file a new Form W–4 expect to receive taxable nonwage in-
the same time. You can claim all your al-showing your filing status as single by come. This includes interest, dividends, net
lowances with one employer and none withDecember 1 of the last year you are el- rental income, unemployment compensa-
the other, or divide them in any other wayigible to file as qualifying widow or wid- tion, alimony received, gambling winnings,
you wish.ower. See Qualifying Widow(er) With prizes and awards, hobby income, capital

If both you and your spouse are em-Dependent Child in Chapter 2. gains, royalties, and partnership income.
ployed and you expect to file a joint return,
figure your withholding allowances usingSome married people find that they do

Two-Earner/Two-Job Worksheet.  Youyour combined income, adjustments, de-not have enough tax withheld at the mar-
may need to complete this worksheet if youductions, exemptions, and credits. Useried rate. This can happen, for example,
have two jobs or a working spouse. Youonly one set of worksheets. You can dividewhen both spouses work. To avoid this,
should also use this worksheet to figure ad-your total allowances in any way you wish,you can choose to have tax withheld at the
ditional withholding if you expect to owe anbut you cannot claim an allowance thathigher single rate (even if you qualify for
amount other than income tax, such asyour spouse also claims.the married rate).
self-employment tax.If you and your spouse expect to file

separate returns, figure your allowancesWithholding allowances (line 5).  The
For more information about Form W–4separately based on your own individual in-more allowances you claim on Form W–4,

come, adjustments, deductions, exemp- and a filled-in example, see Chapter 1 ofthe less income tax your employer will with-
tions, and credits.hold. You will have the most tax withheld if Publication 505.
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Withholding without a Form W–4.  If you withholding because your unearned in-Getting the Right Amount
do not give your employer a completed come will be $1 or more and your total in-of Tax Withheld 
Form W–4, your employer must withhold at come will be more than $650.

In most situations, the tax withheld from the highest rate—as if you were single and
your pay will be close to the tax you figure claimed no allowances. Age 65 or older or blind.  If you are 65 or
on your return if: older or blind, use one of the worksheets in

Chapter 1 of Publication 505, under Ex-Repaying withheld tax.  If you find you are1) You accurately complete all the Form
emption From Withholding, to help you de-having too much tax withheld because youW–4 worksheets that apply to you,
cide whether you can claim exemptiondid not claim all the withholding allowancesand
from withholding. Do not use either of thoseyou are entitled to, you should give your

2) You give your employer a new Form worksheets if you will itemize deductions oremployer a new Form W–4. Your employer
W–4 when changes occur. claim dependents or tax credits on yourcannot repay you any of the tax withheld

1995 return—see the following discussionunder your old Form W–4.
But because the worksheets and withhold- instead.However, if your employer has withheld
ing methods do not account for all possible more than the correct amount of tax for the
situations, you may not be getting the right Itemizing deductions or claiming de-Form W–4 you have in effect, you do not
amount withheld. This is most likely to hap- pendents or tax credits.  If you had no taxhave to fill out a new Form W–4 to have
pen in the following situations. liability for 1994 and you will itemize youryour withholding lowered to the correct

deductions or claim dependents or taxamount. Your employer can repay you the1) You are married and both you and
credits on your 1995 return, use the 1995amount that was incorrectly withheld. If youyour spouse work.
Estimated Tax Worksheet in Form 1040–are not repaid, you will receive credit on

2) You have more than one job at a time. ES (or see Chapter 2 of Publication 505) toyour tax return for the full amount actually
figure your 1995 expected tax liability. Youwithheld.3) You have nonwage income, such as
can claim exemption from withholding onlyinterest, dividends, alimony, unem-
if your total expected tax liability (line 13c ofExemption From Withholdingployment compensation, or self-em-
the worksheet) is zero.ployment income. If you claim exemption from withholding,

your employer will not withhold federal in-4) You will owe additional amounts with Claiming exemption.  To claim exemp-
come tax from your wages. The exemptionyour return, such as self-employment tion, you must give your employer a Form
applies only to income tax, not to social se-tax. W–4. Write in the word ‘‘EXEMPT’’ on line
curity or Medicare tax. 7.

5) Your withholding is based on obsolete You can claim exemption from with- Your employer must send the IRS a
Form W–4 information for a substan- holding for 1995 only if both the following copy of your Form W–4 if you claim exemp-
tial part of the year. situations apply. tion from withholding and your pay is ex-

pected to usually be more than $200 a6) Your earnings exceed $150,000 if you 1) For 1994 you had a right to a refund of
week. If it turns out that you do not qualifyare single or $200,000 if you are all federal income tax withheld be-
for exemption, the IRS will send both youmarried. cause you had no tax liability.
and your employer a written notice.2) For 1995 you expect a refund of all

If you claim exemption, but later yourTo make sure you are getting the right federal income tax withheld because
situation changes so that you will have toamount of tax withheld, get Publication you expect to have no tax liability.
pay income tax after all, you must file a new919. It will help you compare the total tax to
Form W–4 within 10 days after the change.be withheld in 1995 with the tax you can ex- Use Figure 5–A in this chapter to help If you claim exemption in 1995, but you ex-pect to figure on your return. It also will help you decide whether you can claim exemp- pect to owe income tax for 1996, you mustyou determine how much additional with- tion. Do not use the chart if you are 65 or file a new Form W–4 by December 1, 1995.holding is needed each payday to avoid older or blind, or if you will itemize deduc- An exemption is good for only oneowing tax when you file your return. If you tions or claim dependents or tax credits on year.  You must give your employer a newdo not have enough tax withheld, you may your 1995 return. These situations are dis- Form W–4 by February 15 each year tohave to make estimated tax payments, as cussed later. continue your exemption.explained under Estimated Tax, later.

Student.  If you are a student, you are not Supplemental Wages Rules Your Employer automatically exempt. See Chapter 1 to
Supplemental wages include bonuses,see if you must file a return. If you work onlyMust Follow 
commissions, overtime pay, and certainpart time or only during the summer, youThe following are some of the withholding sick pay. Your employer or other payer ofmay  qua l i f y  fo r  exempt ion  f romrules that can affect how you fill out your supplemental wages may withhold incomewithholding.Form W–4 and how you handle problems tax from these wages at a flat rate of at

Example 1.  You are a high school stu-that may arise. For other rules, see Rules least 28%. The payer can also figure with-
dent and expect to earn $2,500 from aYour Employer Must Follow in Chapter 1 of holding using the same method used for
summer job. You do not expect to have anyPublication 505. your regular wages.
other income during 1995, and your par- Also see Withholding on Sick Pay, later.
ents will be able to claim you as a depen-Putting a new Form W–4 into effect.
dent on their tax return. You worked lastWhen you start a new job, your employer Expense allowances.  Reimbursements
summer and had $375 federal income taxshould give you a Form W–4 to fill out. Your or other expense allowances paid by your
withheld from your pay. The entire $375employer will use the information you give employer under a nonaccountable plan are
was refunded when you filed your 1994 re-on the form to figure your withholding, be- treated as supplemental wages.
turn. Using Figure 5–A, you find that youginning with your first payday. Reimbursements or other expense al-
can claim exemption from withholding.If you later fill out a new Form W–4, your lowances paid under an accountable plan

employer can put it into effect as soon as it Example 2.  The facts are the same as are treated as paid under a nonaccount-
is practical to do so. The deadline for put- in Example 1, except that you have a sav- able plan to the extent they are more than
ting it into effect is the start of the first pay- ings account and expect to have $20 inter- your proven expenses. However, this does
roll period ending 30 or more days after you est income in 1995. Using Figure 5–A, you not apply if you return the excess payments
turn it in. find that you cannot claim exemption from within a reasonable period of time.
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For more information about accounta- may give your employer money to cover Union agreements.  If you receive sick
ble and nonaccountable expense allow- pay under a collective bargaining agree-the shortage.
ance plans, see Reimbursements in Chap- ment between your union and your em-If you do not give your employer money
ter 28. ployer, the agreement may determine theto cover the shortage, your employer will

amount of income tax withholding on sickfirst withhold as much social security tax,
pay. See your union representative or yourMedicare tax, or railroad retirement tax asPenalties 
employer for more information.possible, up to the proper amount, andYou may have to pay a penalty of $500 if:

then withhold income tax up to the full
1) You make statements or claim with- amount of your pay. If not enough tax is Form W–4S. If you choose to have income

holding allowances on your Form W–4 tax withheld from sick pay paid by a thirdwithheld, you may have to make estimated
that reduce the amount of tax with- party, such as an insurance company, youtax payments. When you file your return,
held, and must fill out Form W–4S, Request for Fed-you also may have to pay any social secur-

2) You have no reasonable basis for eral Income Tax Withholding From Sickity tax, Medicare tax, or railroad retirement
such statements or allowances at the Pay. Its instructions contain a worksheettax your employer could not withhold.
time you prepare your Form W–4. you can use to figure the amount you want

withheld. They also explain restrictions thatAllocated tips.  Your employer should not
may apply.There is also a criminal penalty for will- withhold income tax, social security tax,

Give the completed form to the payer offully supplying false or fraudulent informa- Medicare tax, or railroad retirement tax on
tion on your Form W–4 or for willfully failing your sick pay. The payer must withhold ac-any allocated tips. Withholding is based
to supply information that would increase cording to your directions on the form.only on your pay plus your reported tips.
the amount withheld. The penalty upon If you do not request withholding onYour employer should refund to you any in-
conviction can be either a fine of up to Form W–4S, or if you do not have enoughcorrectly withheld tax. See Tip Allocation in
$1,000 or imprisonment for up to one year, tax withheld, you may have to make esti-Chapter 7 for more information. 
or both. mated tax payments. If you do not pay

These penalties will apply if you deliber- enough estimated tax or have enough in-
Withholding onately and knowingly falsify your Form W–4 come tax withheld, you may have to pay a

in an attempt to reduce or eliminate the penalty. See Who Must Make EstimatedTaxable Fringe Benefits 
proper withholding of taxes. A simple error Tax Payments and Underpayment Penalty,

The value of certain noncash fringe bene-— an honest mistake — will not result in later in this chapter. 
fits you receive from your employer is con-one of these penalties. For example, a per-
sidered part of your pay. Your employerson who has tried to figure the number of Withholding ongenerally must withhold income tax onwithholding allowances correctly, but
these benefits from your regular pay for theclaims seven when the proper number is Pensions and Annuities 
period the benefits are paid or consideredsix, will not be charged a W–4 penalty. Income tax usually will be withheld frompaid.

your pension or annuity distributions, un-
For information on taxable fringe bene-

less you choose not to have it withheld.Withholding on Tips fits, see Fringe Benefits under Employee
This rule applies to distributions from:The tips you receive while working on your Compensation in Chapter 6.

job are considered part of your pay. You 1) An individual retirement arrangementYour employer can choose not to with-
must include your tips on your tax return on (IRA),hold income tax on the value of your per-
the same line as your regular pay. How- sonal use of a car, truck, or other highway 2) A life insurance company under an en-ever, tax is not withheld directly from tip in- motor vehicle provided by your employer. dowment, annuity, or life insurancecome, as it is from your regular pay. Never- Your employer must notify you if this choice contract,theless, your employer will take into

is made.
account the tips you report when figuring 3) A pension, annuity, or profit-sharingFor more information on withholding onhow much to withhold from your regular plan,taxable fringe benefits, see Chapter 1 ofpay.

Publication 505. 4) A stock bonus plan, andSee Chapter 7 for information on re-
porting your tips to your employer. For 5) Any other plan that defers the time you
more information on the withholding rules Withholding on Sick Pay receive compensation.
for tip income, see Publication 531, Report- ‘‘Sick pay’’ is a payment to you to replace
ing Tip Income. your regular wages while you are tempora- This rule does not apply to eligible rollover

rily absent from work due to sickness or distributions.Figuring the amount to withhold.  The personal injury. To qualify as ‘‘sick pay,’’ it The amount withheld depends ontips you report to your employer are must be paid under a plan to which your whether you receive payments spread outcounted as part of your income for the employer is a party. over more than one year (periodic pay-month you report them. Your employer can
If you receive sick pay from your em- ments) or whether you receive all the pay-figure your withholding in either of two

ployer or an agent of your employer, in- ments within one year (nonperiodicways:
come tax must be withheld just as it is from payments).

1) By withholding at the regular rate on your regular pay.
the sum of your pay plus your reported However, if you receive sick pay from a More information.  For more information
tips, or third party who is not acting as an agent of on distributions (including eligible rollover

your employer, income tax will be withheld2) By withholding at the regular rate on distributions) from and taxation of qualified
only if you choose to have it withheld. Seeyour pay plus an amount equal to 28% retirement plans and annuities, see Chap-
Form W–4S, later.of your reported tips. ter 11. For information on IRAs, see Chap-

If you receive payments under a plan in ter 18. For more information on withholding
which your employer does not participate on pensions and annuities, including a dis-Not enough pay to cover taxes.  If your
(such as an accident or health plan where cussion of Form W–4P, Withholding Certif-regular pay is too low for your employer to
you paid all the premiums), the payments icate for Pension or Annuity Payments, seewithhold all the tax (including social secur-
are not sick pay and usually are not Withholding on Pensions and Annuities inity tax, Medicare tax, or railroad retirement
taxable.tax) due on your pay plus your tips, you Chapter 1 of Publication 505. 
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1) Any sweepstakes, wagering pool, or Gambling winnings from bingo, keno,Withholding on
lottery, and and slot machines are not subject to in-

Gambling Winnings come tax withholding. If you receive gam-
bling winnings not subject to withholding,

2) Any other wager, if the proceeds are atIncome tax is withheld from certain kinds of you may need to make estimated tax pay-
least 300 times the amount of the bet.gambling winnings. The amount withheld ments. (See Estimated Tax, later.)

from proceeds (the amount of your win- If you do not pay enough tax through
nings minus the amount of your bet) paid is withholding or estimated tax payments,
28%. It does not matter if payment is in cash, you may be subject to a penalty. (See Un-

Gambling winnings of more than property, or as an annuity. Proceeds not in derpayment Penalty, later.)
$5,000 from the following sources are sub- money shall be taken into account at their
ject to income tax withholding: fair market value.
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Form W–2G.  If a payer withholds income pay estimated tax, use Form 1040–ES, 2) You were a U.S. citizen or resident for
tax from your gambling winnings, you Estimated Tax for Individuals. the whole year, and
should receive a Form W–2G, Certain Estimated tax is used to pay both in- 3) Your 1994 tax year covered a 12-
Gambling Winnings, showing the amount come tax and self-employment tax, as well month period.
you won and the amount withheld. Report as other taxes and amounts reported on
your winnings on line 21 of Form 1040 and Form 1040. If you do not pay enough tax You had no tax liability for 1994 if yourreport the tax withheld on line 54 of Form through withholding or by making esti- total tax (defined later under Required an-1040. Gambling losses are deductible only mated tax payments, you may be charged nual payment) was zero or you did notto the extent that they offset gambling win- a penalty. If you do not pay enough by the

have to file an income tax return.nings. You must use Schedule A of Form due date of each payment period (see
1040 to deduct your losses and to deduct When to Pay Estimated Tax, later), you

Married taxpayers. To figure whether youstate tax withholding. may be charged a penalty even if you are
must make estimated tax payments fordue a refund when you file your tax return.
1995, apply the rules discussed here toFor information on when the penalty ap-Backup Withholding your 1995 separate estimated income. Ifplies, see Underpayment Penalty, later.Banks and other businesses that pay you you can make joint estimated tax pay-

certain kinds of income must file an infor- ments, you can apply these rules on a joint
mation return (Form 1099) with the IRS. Who Must Make basis.
The information return shows how much You and your spouse can make jointEstimated Tax Payments you were paid during the year. It also in- payments of estimated tax even if you areIf you had a tax liability for 1994, you maycludes your name and taxpayer identifica- not living together.have to pay estimated tax for 1995.tion number (TIN). Your TIN is either a so- You and your spouse cannot make joint
cial security number or an employer estimated tax payments if you are sepa-General rule.  You must make estimatedidentification number. rated under a decree of divorce or separatetax payments for 1995 if you expect to oweThese payments generally are not sub-

maintenance. Also, you cannot make jointat least $500 in tax for 1995 after sub-ject to withholding. However, ‘‘backup’’
estimated tax payments if either spouse istracting your withholding and credits, andwithholding is required in certain situations.
a nonresident alien or if you have differentyou expect your withholding and credits toAnd, backup withholding can apply to most
tax years.be less than the smaller of:kinds of payments that are reported on

Whether you and your spouse makeForm 1099. 1) 90% of the tax to be shown on your joint estimated tax payments or separatePayments made to you are subject to 1995 tax return, or payments will not affect your choice of filingbackup withholding at a flat 31% rate in the
a joint tax return or separate returns for2) 100% of the tax shown on your 1994following situations.
1995.tax return. Your 1994 tax return must

1) You do not give the payer your TIN in Change from 1994 separate returnscover all 12 months.
the required manner. to 1995 joint return.  If you plan to file a

joint return with your spouse for 1995, but2) The IRS notifies the payer that the TIN Note.  If all your 1995 income will be
you filed separate returns for 1994, youryou gave is incorrect. subject to income tax withholding, you
1994 tax is the total of the tax shown onprobably do not need to make estimated3) You are required, but fail, to certify that
your separate returns. You filed a separatetax payments.you are not subject to backup
return for 1994 if you filed as single, headwithholding. Exceptions.  There are exceptions to of household, or married filing separately.

4) The IRS notifies the payer to start the general rule if you are a farmer or fish- Change from 1994 joint return to
withholding on interest or dividends erman or your 1994 adjusted gross income 1995 separate return.  If you plan to file a
because you have underreported in- was more than $150,000 ($75,000 if you separate return for 1995, but you filed a
terest or dividends on your income tax were married filing separately). See Chap- joint return with your spouse for 1994, your
return. The IRS will do this only after it te r  2  o f  Pub l i ca t ion  505  fo r  more 1994 tax is your share of the tax on the joint
has mailed you four notices over at information. return. You file a separate return for 1995 if
least a 120-day period. you file as single, head of household, or

To whom the rules apply.  The estimated married filing separately. To figure your
See Backup Withholding in Chapter 1 tax rules apply to: share, first figure the tax both you and your

of Publication 505 for more information. spouse would have paid had you filed sep-• U.S. citizens and residents,
arate returns for 1994 using the same filing

Penalties.  There are civil and criminal • Residents of Puerto Rico, the Virgin Is- status as for 1995. Then multiply your joint
penalties for giving false information to lands, Guam, the Commonwealth of the tax liability by the following fraction:
avoid backup withholding. The civil penalty Northern Mariana Islands, and American

Your separate tax liabilityis $500. The criminal penalty, upon convic- Samoa, and
Both spouses’ separate tax liabilitiestion, is a fine of up to $1,000, or imprison- • Nonresident aliens (use Form 1040–

ment of up to one year, or both. ES(NR)). Example.  Joe and Phyllis filed a joint re-
turn for 1994 showing taxable income of

If you also receive salaries or wages, $48,000 and a tax of $8,507. Of the $48,000
you can avoid having to make estimatedEstimated Tax taxable income, $40,000 was Joe’s and
tax payments by asking your employer to Phyllis was responsible for the rest. ForEstimated tax is the method used to pay take more tax out of your earnings. To do 1995, they plan to file married filing sepa-tax on income that is not subject to with- this, f i le a new Form W–4 with your rately. Joe figures his share of the tax on theholding. This includes income from self- employer. 1994 joint return as follows:employment, unemployment compensa-

tion, interest, dividends, alimony, rent,
Tax on $40,000 based on a separateNo tax liability last year.  You do not havegains from the sale of assets, prizes, and

return $  8,737to pay estimated tax for 1995 if you meet allawards. You also may have to pay esti-
three of the following conditions: Tax on $8,000 based on a separatemated tax if the amount of income tax be-

return 1,2041) You had no tax liability for your 1994ing withheld from your salary, pension, or
Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,941other income is not enough. To figure and tax year,
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Joe’s portion of total ($8,737 ÷ $9,941) 88% For complete information and examples Expected taxes and credits.  After you
have figured your expected taxable income,on how to figure your estimated tax for 1995,Joe’s share of joint return tax 
figure your expected income tax. Use thesee Chapter 2 of Publication 505.($8,507 × 88%) . . . . . . . . . . . . . . . . . . . . . . . $  7,486
1995 Tax Rate Schedules near the end of
Publication 505 or in the Form 1040–ES in-Expected adjusted gross income.  Your
structions. See Chapter 2 of Publication 505expected adjusted gross income for 1995 isAliens.  Resident and nonresident aliens for the special tax computation to use for ayour expected total income minus your ex-have to make estimated tax payments. Resi- child under age 14 who has more thanpected adjustments to income. Include alldent aliens should follow the rules in this $1,300 of investment income.the income you expect to receive during thechapter unless noted otherwise. Nonresident Add your expected additional taxes fromyear, even income that is subject to withhold-aliens should get Form 1040–ES(NR), U.S. Form 4970, Tax on Accumulation Distribu-ing. However, do not include income that isEst imated Tax for Nonresident Al ien tion of Trusts, and Form 4972, Tax on Lump-

tax exempt. Be sure to subtract all the adjust-Individuals. Sum Distributions. Subtract your expected
ments to income you expect to take on your credits. These are the credits shown on the
1995 tax return. These are the adjustments 1994 Form 1040 that you included in the total
shown on the 1994 Form 1040, that you in-How to Figure on line 45. On the 1994 Form 1040A, these
cluded in the total on line 30. On the 1994 are the total credits on line 24c. If your creditsEstimated Tax
Form 1040A, these are the adjustments in- are more than your taxes, use ‘‘–0–’’ as the

To figure your estimated tax for 1995, you cluded in the total on line 15c. result.
must figure your expected adjusted gross in- If you expect to receive social security Add your expected self-employment tax
come, taxable income, and taxes and credits benefits, you can use Worksheet 2.1 in and other taxes (see Chapter 2 of Publica-
for the year. Chapter 2 of Publication 505 to figure your tion 505). Other taxes are those shown on

expected taxable benefits.When figuring your 1995 estimated tax, it lines 48, 49 (other than from Form 8828),
If you are self-employed, you can usemay be helpful to use your income, deduc- and 51 of the 1994 Form 1040, plus advance

Worksheet 2.2 in Chapter 2 of Publicationtions, and credits for 1994 as a starting point. earned income credit payments on line 52
505 to figure your deduction for one-half yourUse your 1994 federal tax return as a guide. and any write-in amounts on line 53. Do not
expected self-employment tax.You will also need Form 1040–ES to figure include uncollected social security, Medi-

and pay your estimated tax for 1995. You care, or railroad retirement tax. On the 1994
must be careful to make adjustments both for Form 1040A, include as ‘‘other tax’’ any ad-Expected taxable income.  Reduce your

vance earned income credit payments onchanges in your own situation and for recent expected adjusted gross income by either
line 26.changes in the tax law. For 1995, there are your expected itemized deductions or your

Finally, subtract your expected earned in-several important changes in the law. These standard deduction and by a $2,500 deduc-
come credit and fuel tax credit (from Formchanges are discussed under Tax Law tion for each exemption. For information on
4136). The result is your expected total taxChanges at the beginning of this chapter. the 1995 standard deduction amounts and a
for 1995.Form 1040–ES includes a worksheet to possible limit on your itemized deductions,

help you figure your estimated tax. Keep the see Publication 505 or the instructions for
worksheet for your records. Form 1040–ES.
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Required annual payment.  You figure the chart gives the payment periods and due If you first have
dates for 1995 estimated tax payments. income ontotal amount you must pay for 1995 through

which youwithholding and estimated tax payments on
For the period: Due date: must pay Make a Make laterlines 14a through 14c of the 1995 Estimated

estimated tax: payment by: installments by: Jan. 1* through Mar. 31 April 15Tax Worksheet. The result is your required
April 1 through May 31 June 15annual payment. It is the smaller of: Before 
June 1 through Aug. 31 September 15 April 1 April 15 June 15 

1) 90% of your total expected tax for 1995, September 15 Sept. 1 through Dec. 31 January 15 next year**
or January 15 

next year**If your tax year does not begin on January 1,2) 100% of the total tax shown on your
see Fiscal year taxpayers, later.1994 return. (Your 1994 tax return must After March 31**See January payment, later.cover all 12 months.) and 

before 
June 1 June 15 September 15Exceptions.  If you are a farmer or fisher- Saturday, Sunday, holiday rule.  If the due

January 15 man, or your 1994 adjusted gross income date for making an estimated tax payment
next year*was more than $150,000 ($75,000 if your fil- falls on a Saturday, Sunday, or legal holiday,

ing status for 1995 is married filing a sepa- the payment will be on time if you make it on
After May 31the next day that is not a Saturday, Sunday,rate return), your required annual payment

and beforeor legal holiday. For example, a payment duemay be different. See Required Annual Pay-
Sept. 1 September 15 January 15 April 15, 1995, will be on time if you make itment in Chapter 2 of Publication 505.

next year*by April 17, 1995.Total tax for 1994.  Your 1994 total tax
on Form 1040 is the amount on line 53 re-

After August
January payment.  If you file your 1995 re-duced by the total of the amounts on lines 50 31 January 15 
turn by January 31, 1996, and pay the rest ofand 56, any credit from Form 4136 included next year* (None)
the tax you owe, you do not need to makeon line 59, any uncollected social security,
your estimated tax payment that would beMedicare, or railroad retirement tax included *See January payment, and Saturday, Sunday,
due on January 16, 1996.on line 53, any tax from Form 5329 (other holiday rule under When to Pay Estimated Tax,

than the tax on early distributions) included earlier.
Fiscal year taxpayers. If your tax year doeson line 51, and any tax from Form 8828 in-
not start on January 1, your payment duecluded on line 49. On Form 1040A, it is line

After making your first estimated tax pay-dates are:27 reduced by line 28c. On Form 1040EZ, it
ment, changes in your income, adjustments,is line 9 reduced by line 7. The 15th day of the 4th month of your fis- deductions, credits, or exemptions may

cal year, make it necessary for you to refigure your es-
Total estimated tax payments.  Figure the timated tax. Pay the unpaid balance of yourThe 15th day of the 6th month of your fis-
total amount you must pay for 1995 through amended estimated tax by the next paymentcal year,
estimated tax payments on lines 15 and 16 of due date after the change or in installments

The 15th day of the 9th month of your fis-the 1995 Estimated Tax Worksheet. Sub- by that date and the due dates for the re-
cal year, andtract your expected withholding from your re- maining payment periods.

To determine how much you should payquired annual payment. You usually must The 15th day of the 1st month after the
by each payment due date, see How to Fig-pay this difference in four equal installments. end of your fiscal year.
ure Each Payment, next.(See When to Pay Estimated Tax and How to

Figure Each Payment, later.) You do not have to make the last pay-
If your total expected tax on line 13c, mi- ment listed above if you file your income tax How to Figurenus your expected withholding on line 15, is return by the last day of the first month after Each Payment less than $500, you do not need to make es- the end of your fiscal year and pay all the tax

timated tax payments. you owe with your return. 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 payWithholding.  Your expected withholding for When to Start 
enough each payment period, you may be1995 includes the income tax you expect to You do not have to make estimated tax pay-
charged a penalty even if you are due a re-be withheld from all sources (wages, pen- ments until you have income on which you
fund when you file your tax return. See Un-sions and annuities, etc.). It also includes ex- will owe the tax. If you have income subject
derpayment Penalty, later in this chapter.cess social security and railroad retirement to estimated tax during the first payment pe-

tax you expect to be withheld from your riod, you must make your first payment by
wages. the due date for the first payment period. You Regular Installment Method 

For information on excess social security can pay all your estimated tax at that time, or
If you must pay estimated tax beginning withyou can pay it in four installments. If youor tier 1 railroad retirement tax withholding
the payment due April 17, 1995, you can fig-choose to pay in installments, make your firstfor 1995, see Publication 505.
ure your required payment for each period bypayment by the due date for the first payment
dividing your total estimated tax paymentsperiod. Make your remaining installments by
(line 16 of the 1995 Estimated Tax Work-When to Pay the due dates for the later periods.
sheet) by 4. Use this method only if your re-If you first have income subject to esti-Estimated Tax quired annual payment stays the samemated tax during a later payment period, you
throughout the year. (Under certain circum-For estimated tax purposes, the year is di- must make your first payment by the due
stances, your required payment may be less.vided into four payment periods. Each period date for that period. You can pay your entire
See Annualized Income Installment Method,has a specific payment due date. If you do estimated tax by the due date for that period,
later.)not pay enough tax by the due date of each or you can pay it in installments by the due

of the payment periods, you may be charged date for that period and the due dates for the
a penalty even if you are due a refund when remaining periods. The following chart Amended estimated tax.  If you refigure
you file your income tax return. The following shows when to make installment payments: your estimated tax during the year, or if your
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first payment is due after April 17, 1995, fig- 6. Subtract line 5 from line 1 and enter How to Pay Estimated Tax
ure your required payment for each remain- the result (but not less than zero) . . . . 900

There are two ways to make estimated taxing payment period using the following 7. Each following required payment: payments:worksheet. If the payment on line 4 is due June
1) By crediting an overpayment on your15, 1995, enter one-half of the1. Amended total estimated tax 1994 return to your 1995 estimated tax,amount on line 6 here and on thepayments . . . . . . . . . . . . . . . . . . . . . . . . . . . andpayment-vouchers for your

2. Multiply line 1 by: payments due September 15, 1995, 2) By sending in your payment with a pay-
.50 if next payment is due and January 16, 1996. If the amount ment-voucher from Form 1040–ES.
  June 15, 1995. on line 4 is due September 15, 1995,
.75 if next payment is due enter the full amount on line 6 here
  September 15, 1995. and on the payment-voucher for your Crediting an Overpayment1.00 if next payment is due payment due January 16, 1996 . . . . . $900 When you file your Form 1040 or Form  January 16, 1996. . . . . . . . . . . . . . .

1040A for 1994 and you have an overpay-
3. Estimated tax payments for all If your estimated tax does not change again, ment of tax, you can apply part or all of it to

previous periods . . . . . . . . . . . . . . . . . . . . your required estimated tax payment for the your estimated tax for 1995. On line 63 of
4. Next required payment: Subtract fourth payment period will be $900. Form 1040, or line 31 of Form 1040A, write

line 3 from line 2 and enter the result the amount you want credited to your esti-
(but not less than zero) here and on mated tax rather than refunded. The amountNote.  If your estimated tax payment for a
your payment-voucher for your next you have credited should be taken into ac-previous period is less than one-fourth of
required payment . . . . . . . . . . . . . . . . . . . count when figuring your estimated tax pay-your amended estimated tax, you may be

ments. You can use all the credited amountcharged a penalty for underpayment of esti-
If the payment on line 4 is due January 16, 1996, toward your first payment, or you can spreadmated tax for that period when you file your
stop here. Otherwise, go on to line 5. it out in any way you choose among any or alltax return. To avoid the penalty, you must

of your payments.5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . . . show that the total of your withholding and
If you ask that an overpayment beestimated tax payment for the period was at6. Subtract line 5 from line 1 and enter credited to your estimated tax for the nextleast as much as your annualized income in-the result (but not less than zero) . . . . year, the payment is considered to have

stallment. Complete Form 2210 and Sched-7. Each following required payment: been made on the due date of the first esti-
ule AI — Annualized Income InstallmentIf the payment on line 4 is due June mated tax installment (April 15 for calendar
Method, and attach the form and Schedule15, 1995, enter one-half of the year taxpayers). You cannot have any of that
AI to your tax return. See Form 2210, later,amount on line 6 here and on the amount refunded to you after that due date.
under Underpayment Penalty, for morepayment-vouchers for your You also cannot use that overpayment in any
information.payments due September 15, 1995, other way after that date.

and January 16, 1996. If the amount
on line 4 is due September 15, 1995, Using the Payment-VouchersAnnualized Incomeenter the full amount on line 6 here

Each payment of estimated tax must be ac-Installment Method and on the payment-voucher for your
companied by a payment-voucher frompayment due January 16, 1996 . . . . . If you do not receive your income evenly Form 1040–ES. If you made estimated tax

throughout the year (for example, your in- payments last year, you should receive a
come from a repair shop you operate is muchExample.  Early in 1995, you figure your copy of the 1995 Form 1040–ES in the mail.
larger in the summer than it is during the restestimated tax is $1,800. You make estimated It will have payment-vouchers preprinted

tax payments on April 17 and June 15 of of the year), your required estimated tax pay- with your name, address, and social security
$450 each ($1,800 ÷ 4). ment for one or more periods may be less number. Using the preprinted vouchers will

On July 10, you sell investment property than the amount figured using the regular in- speed processing, reduce the chance of er-
at a gain. Your refigured estimated tax is stallment method. ror, and help save processing costs.
$3,600. Your required estimated tax pay- To see if you can pay less for any period, If you did not pay estimated tax last year,
ment for the third payment period is $1,800, complete the 1995 Annualized Estimated you will have to get a copy of Form 1040–ES
figured as follows. Tax Worksheet (Worksheet 2.12) in Chapter from the IRS. Do so by calling toll-free 1–

800–TAX–FORM (1–800–829–3676). After2 of Publication 505.
1. Amended total estimated tax

you make your first payment, the IRS will
payments . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,600

mail to you a Form 1040–ES package withNote.  If you use the annualized income
2. Multiply line 1 by: preprinted vouchers. Follow the instructionsinstallment method to figure your estimated

.50 if next payment is due in the package to make sure you use thetax payments, you must attach to your tax  June 15, 1995. vouchers correctly.return a completed Form 2210 and Schedule.75 if next payment is due Use the addressed envelopes that cameAI (Form 2210). See Form 2210 under Un-  September 15, 1995. with your Form 1040–ES package. If you usederpayment Penalty, later.1.00 if next payment is due your own envelope, make sure you mail your
  January 16, 1996. . . . . . . . . . . . . . . 2,700 payment-vouchers to the address shown in

3. Estimated tax payments for all the Form 1040–ES instructions for the placeEstimated Tax Payments
previous periods . . . . . . . . . . . . . . . . . . . . 900 where you live. Do not use the addressNot Required 

shown in the Form 1040 or Form 1040A4. Next required payment: Subtract
You do not have to make estimated tax pay- instructions.line 3 from line 2 and enter the result
ments if your withholding in each payment(but not less than zero) here and on
period is at least one-fourth of your required Change of address. You must notify theyour payment-voucher for your next
annual payment or at least your required an- IRS if you are making estimated tax pay-required payment . . . . . . . . . . . . . . . . . . . $1,800
nualized income installment for that period. ments and you changed your address during
You also do not have to make estimated tax the year. You must send a clear and conciseIf the payment on line 4 is due January 16, 1996,
payments if you will pay enough through written statement to the IRS Service Centerstop here. Otherwise, go on to line 5.
withholding to keep the amount you owe with where you filed your last return and provide

5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . . . 2,700 your 1995 return under $500. all of the following:
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1) Your full name (and your spouse’s full next day that is not a Saturday, Sunday, or Sharing Plans, IRAs, Insurance Con-
name), holiday if January 31 is a Saturday, Sunday, tracts, etc.,

or holiday). If you ask for the form, your em-2) Your signature (and spouse’s Form SSA–1099, Social Security Benefitployer must give it to you within 30 days aftersignature), Statement, andreceiving your written request or within 30
3) Your old address (and spouse’s old ad- days after your final wage payment, which- Form RRB–1099, Payments by the Rail-

dress if different), ever is later. road Retirement Board.
If you have not received your Form W–24) Your new address, and

by January 31, 1995, you should ask your For some types of income reported on5) Your social security number (and
employer for it. If you do not receive it by forms in the 1099 series, you may not bespouse’s social security number).
February 15, call the IRS toll-free telephone able to use Form 1040A or Form 1040EZ.
number for your area. The number is listed in See the instructions to these forms forYou can use Form 8822, Change of Ad-
the Form 1040, Form 1040A, and Form details.dress, for this purpose.
1040EZ instructions. You will be asked toYou can continue to use your old pre-
give your employer’s name, address, andprinted payment-vouchers until the IRS Form 1099–R.  Attach Form 1099–R to yourtelephone number, and, if known, your em-sends you new ones. However, DO NOT return if Box 4 shows federal income taxployer’s identification number. You will alsocorrect the address on the old voucher or the withholding. Include the amount withheld inbe asked for your address, social securityaddress on the envelope. the total on line 54 of Form 1040 or line 28anumber, daytime telephone number, dates

of Form 1040A. Check the box next to theof employment, and your best estimate of
total.your total wages and federal income tax

withheld.Credit for Withholding
Backup withholding.  If you were subject toForm W–2 shows your total pay and
backup withholding on income you receivedand Estimated Tax other compensation and the income tax, so-
during 1994, include the amount withheld, ascial security tax, and Medicare tax that wasWhen you file your 1994 income tax return,
shown on your Form 1099, in the total on linewithheld during the year. Take credit for thetake credit for all the income tax and excess
54 of Form 1040, or line 28a of Form 1040A.federal income tax withheld on:social security or railroad retirement tax with-
Check the box next to this total.held from your salary, wages, pensions, etc. Line 54 if you file Form 1040,

Also, take credit for the estimated tax you Line 28a if you file Form 1040A, or Form Not Correct paid for 1994. These credits are subtracted
Line 6 if you file Form 1040EZ.from your tax. You should file a return and If you receive a form with incorrect informa-

claim these credits even if you do not owe tion on it, you should ask for a corrected
Form W–2 is also used to report any taxa-tax. form. The corrected Form W–2G or Form

ble sick pay you received and any income taxIf you had two or more employers and 1099 you receive will be marked ‘‘COR-
withheld from your sick pay.were paid wages of more than $60,600 dur- RECTED.’’ A special form, Form W–2c,

ing 1994, too much social security or railroad Statement of Corrected Income and Tax
Form W–2G retirement tax may have been withheld from Amounts, is used to correct a Form W–2.

your wages. See Credit for Excess Social If you had gambling winnings, the payer may
Security Tax or Railroad Retirement Tax have withheld 28% as income tax. If tax was Form Received After Filing Withheld in Chapter 36. withheld, the payer will give you a Form W–

If you file your return and you later receive a2G showing the amount you won and the
form for income that you did not include onamount of tax withheld. Report the amountsWithholding
your return, you should report the incomeyou won on line 21 of Form 1040. Take creditIf you had income tax withheld during 1994, and take credit for any income tax withheldfor the tax withheld on line 54 of Form 1040.you should receive a statement by January by filing Form 1040X, Amended U.S. Individ-If you had gambling winnings, you must use31, 1995, showing your income and the tax ual Income Tax Return. See Amended Re-Form 1040; you cannot use Form 1040A orwithheld. Depending on the source of your turns and Claims for Refund in Chapter 1.Form 1040EZ. See Deductions Not Subjectincome, you will receive:

To the 2% Limit in Chapter 30 for information
Form W–2, Wage and Tax Statement, on how to deduct gambling losses. Separate Returns 
Form W–2G, Certain Gambling Win- If you are married but file a separate return,

nings, or The 1099 Series you can take credit only for the tax withheld
Most forms in the 1099 series are not filedA form in the 1099 series. from your own income. Do not include any
with your return. You should receive these amount withheld from your spouse’s income.
forms by January 31, 1995. Keep these However, different rules may apply if you liveForms W–2 and W–2G.  You file these
forms for your records. There are several dif- in a community property state.forms with your income tax return. You
ferent forms in this series, including:should get at least two copies of each form

you receive. Attach Copy B to the front of Form 1099–B, Proceeds From Broker Community property states.  Arizona, Cali-
your federal income tax return. Copy C is for and Barter Exchange Transactions, fornia, Idaho, Louisiana, Nevada, New Mex-
your records. You should also receive copies ico, Texas, Washington, and Wisconsin areForm 1099–DIV, Dividends andto file with your state and local returns. community property states. If you live in aDistributions,

community property state and file a separate
Form 1099–G, Certain GovernmentForm W–2 return, you and your spouse must each re-

Payments, port half of all community income in additionYour employer should give you a Form W–2
to your own separate income. Each of youForm 1099–INT, Interest Income,for 1994 by January 31, 1995. You should re-
takes credit for half of all taxes withheld onceive a separate Form W–2 from each em- Form 1099–MISC, Miscellaneous
the community income. If you were divorcedployer you worked for. Income,
during the year, each of you generally mustIf you stop working before the end of the

Form 1099–OID, Original Issue report half the community income and canyear, your employer can give you your Form
Discount, take credit for half the withholding on thatW–2 at any time after you leave your job.

community income for the period before theHowever, your employer must give it to you Form 1099–R, Distributions From Pen-
divorce.by January 31 of the following year (or the sions, Annuities, Retirement or Profit-
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For more information on these rules, and Exceptions.  There are exceptions to theDivorced Taxpayers 
some exceptions, see Publication 555, Fed- general rule for farmers and fishermen andIf you made joint estimated tax payments for
era l  Tax In format ion on Communi ty for certain higher income taxpayers.1994, and you were divorced during the
Property. Farmers and fishermen.  If at least two-year, either you or your former spouse can

thirds of your gross income for 1993 or 1994claim all of the joint payments, or you each
is from farming or fishing, substitute 662/3%Fiscal Years can claim part of them. If you cannot agree
for 90% in (1) above.on how to divide the payments, you must di-If you file your tax return on the basis of a fis-

See Farmers and Fishermen in Chapter 4vide them in proportion to each spouse’s in-cal year (a 12-month period ending on the
of Publication 505 for more information.dividual tax as shown on your separate re-last day of any month except December),

Higher income taxpayers.  If less thanturns for 1994.you must follow special rules, described be-
two-thirds of your gross income for 1993 orIf you claim any of the joint payments onlow, to determine your credit for federal in-
1994 is from farming or fishing and your ad-your tax return, enter your former spouse’scome tax withholding.
justed gross income (AGI) for 1993 wassocial security number in the space providedDuring your fiscal year, one calendar
more than $150,000 ($75,000 if your filingon the front of Form 1040 or Form 1040A. Ifyear will end and another will begin. You can
status is married filing a separate return inyou divorced and remarried in 1994, enterclaim credit on your tax return only for the tax
1994), substitute 110% for 100% in (2)your present spouse’s social security num-withheld during the calendar year ending in

ber in that space and write your former above.your fiscal year. You cannot claim credit for
spouse’s social security number, followed byany of the tax withheld during the calendar For 1993, AGI is the amount shown on
‘‘DIV,’’ to the left of line 55, Form 1040, or lineyear beginning in your fiscal year. You will be Form 1040 – line 31; Form 1040A – line 16;
28b, Form 1040A. able to claim credit for that withholding on and Form 1040EZ – line 4.

your return for next year.
However, if income tax has been withheld Penalty figured for each period.  Because

from your income under the backup with- the penalty is figured separately for eachUnderpayment Penalty holding rule, take credit for it on your tax re- payment period, you may owe a penalty for
turn for the fiscal year in which you received an earlier payment period even if you laterIf you did not pay enough tax either through
the payment. paid enough to make up the underpayment.withholding or by making estimated tax pay-

For a more detailed discussion of how to If you did not pay enough tax by the due datements, you will have an underpayment of es-
take credit for withholding on a fiscal year re- of each of the payment periods, you maytimated tax and you may have to pay a pen-
turn, see Fiscal Years in Chapter 3 of Publi- owe a penalty even if you are due a refundalty. However, you will not generally have to
cation 505. when you file your income tax return.pay a penalty for 1994 if any of the following

situations apply to you. Example.  You did not make estimated
Estimated Tax tax payments during 1994 because you• The total of your withholding and esti-
Take credit for all your estimated tax pay- thought you had enough tax withheld frommated tax payments was at least as much
ments for 1994 on line 55 of Form 1040 or your wages. Early in January 1995, youas your 1993 tax, you are not subject to
line 28b of Form 1040A. Include any over- made an estimate of your total 1994 tax. Youthe special rule limiting use of prior year’s
payment from 1993 that you had credited to then realized that your withholding wastax, and you paid all required estimated
your 1994 estimated tax. You must use Form $2,000 less than the amount needed to avoidtax payments on time.
1040 or Form 1040A if you paid estimated a penalty for underpayment of estimated tax.• The tax balance on your return is no moretax. You cannot use Form 1040EZ. On January 11, you made an estimatedthan 10% of your total 1994 tax, and you

tax payment of $3,000, the difference be-paid all required estimated tax payments
Name changed. If you changed your name, tween your withholding and your estimate ofon time.
and you made estimated tax payments using your total tax. Your final return shows your

• Your total 1994 tax minus your withholdingyour old name, attach a brief statement to the total tax to be $50 less than you originally fig-
is less than $500.front of your tax return indicating: ured, so you are due a refund.

You do not owe a penalty for your pay-• You did not owe tax for 1993.1) When you made the payments,
ment due January 17, 1995. However, you

2) The amount of each payment, will owe a penalty through January 11 forSpecial rules apply if you are a farmer or fish-
3) Which IRS address you sent the pay- your underpayments for the earlier paymenterman. See Farmers and Fishermen in

ments to, and periods.Chapter 4 of Publication 505 for more
information.4) Your name when you made the pay-

Minimum required each period.  You willments and your social security number.
owe a penalty for any 1994 payment periodIRS can figure the penalty for you.  If you
for which your estimated tax payment plusthink you owe the penalty but you do notThe statement should cover payments you
your withholding for the period and overpay-want to figure it yourself when you file yourmade jointly with your spouse as well as any
ments for previous periods was less than thetax return, you may not have to. Generally,you made separately.
smaller of:the IRS will figure the penalty for you and

send you a bill. However, you must complete 1) 22.5% of your 1994 tax, orSeparate Returns 
Form 2210 and file it with your return if you

If you and your spouse made separate esti- 2) 25% of your 1993 tax. (Your 1993 tax re-check any of the boxes in Part I of the form.
mated tax payments for 1994 and you file turn must cover a 12-month period.)See Reasons for filing later in this section.
separate returns, you can take credit only for
your own payments. Note.  If you are subject to the rule forGeneral Rule If you made joint estimated tax payments, higher income taxpayers, discussed earlier,
you must decide how to divide the payments In general, you may owe a penalty for 1994 if substitute 27.5% for 25% in (2) above.
between your returns. One of you can claim the total of your withholding and estimated

When penalty is charged.  If you miss aall of the estimated tax paid and the other tax payments did not equal at least the
payment or you paid less than the minimumnone, or you can divide it in any other way smaller of:
required in a period, you may be charged anyou agree on. If you cannot agree, you must

1) 90% of your 1994 tax, or underpayment penalty from the date thedivide the payments in proportion to each
amount was due to the date the payment isspouse’s individual tax as shown on your 2) 100% of your 1993 tax. (Your 1993 tax
made.separate returns for 1994. return must cover a 12-month period.)
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Change from 1993 separate returns to 2) You use the annualized income install- If you do not meet either requirement, figure
your penalty using the regular method in Partment method.1994 joint return.  If you file a joint return
IV, Form 2210.with your spouse for 1994, but you filed sep-

3) You use your actual withholding for
arate returns for 1993, your 1993 tax is the

each payment period for estimated tax Note.  If you use the short method in Parttotal of the tax shown on your separate re- purposes. III, you cannot use the annualized income in-turns. You filed a separate return in 1993 if
stallment method or the actual withholding4) You base any of your required install-you filed as single, head of household, or
method.ments on the tax shown on your 1993married filing separately.

return and you filed or are filing a joint
return for either 1993 or 1994 but not forChange from 1993 joint return to 1994 Exceptions both years.separate return.  If you file a separate return

Generally, you do not have to pay an un-for 1994, but you filed a joint return with your
derpayment penalty if either of the followingspouse for 1993, your 1993 tax is your share For help in completing Form 2210, including
conditions apply:of the tax on the joint return. You filed a sepa- illustrated examples, see Chapter 4 of Publi-
• Your total tax due is less than $500, orrate return in 1994 if you filed as single, head cation 505.

of household, or married filing separately. To Annual ized income instal lment • You had no tax liability last year.
figure your share, first figure the tax both you method.  If you did not receive your income
and your spouse would have paid had you evenly throughout the year (for example,
filed separate returns for 1993, using the your income from a repair shop you operated Less Than $500 Due 
same filing status as in 1994. Then multiply was much larger in the summer than it was You do not owe a penalty if the total tax
your joint tax liability by the following fraction: during the rest of the year), you may be able shown on your return minus the amount you

to lower or eliminate your penalty by figuring paid through withholding (including excessYour separate tax liability
your underpayment using the annualized social security and railroad retirement taxBoth spouses’ separate tax liabilities
income installment method. Under this withholding) is less than $500.
method, your required installment for one orExample.  Lisa and Chris filed a joint re-
more payment periods may be less thanturn for 1993 showing taxable income of Total tax for 1994.  For 1994, your total tax
one-fourth of your required annual payment.$48,000 and a tax of $8,650. Of the $48,000 on Form 1040 is the amount on line 53 re-

To figure your underpayment using thistaxable income, $40,000 was Lisa’s and duced by the total of the following amounts:
method, complete Schedule AI of FormChris was responsible for the rest. In 1994, 1) Any recapture of a federal mortgage2210. Also check the box on line 1b in Part Ithey file married filing separately. Lisa subsidy from Form 8828 included onof Form 2210. You must file the form andfigures her share of the tax on the 1993 joint line 49,Schedule AI with your return. This method isreturn as follows:

2) Any social security or Medicare tax onexplained in Chapter 4 of Publication 505.
tips not reported to your employer onTax on $40,000 based on a separate Actual withholding method.  Instead of
line 50,return $  8,809 using one-fourth of your withholding to figure

Tax on $8,000 based on a separate your payments, you can choose to establish 3) Any tax on an IRA or a qualified retire-
return 1,204 how much was actually withheld on or before ment plan from Form 5329 (other than

the due dates and use those amounts. You the tax on early distributions) includedTotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,013
can make this choice separately for the tax on line 51,Lisa’s portion of total ($8,809 ÷ $10,013) 88%
withheld from your wages and for all otherLisa’s share of 1993 joint return tax 4) Any uncollected social security, Medi-
withholding.($8,650 × 88%) . . . . . . . . . . . . . . . . . . . . . . . $  7,612 care, or railroad retirement tax included

Using your actual withholding may result on line 53,
in a smaller penalty if most of your withhold-

5) Any earned income credit on line 56,ing occurred early in the year.
Form 2210. In most cases, you do not need andIf you use your actual withholding, you
to file Form 2210. The IRS will figure the pen- 6) Any credit for federal tax on fuels frommust check the box on line 1c, Part I of the
alty for you and send you a bill. If you want to Form 4136 included on line 59.Form 2210. Complete Form 2210 and file it
figure your penalty, complete Part I, Part II,

with your return.
and either Part III or Part IV of Form 2210. Your total tax on Form 1040A for 1994 isShort method for figuring the penalty.Do not file Form 2210 unless you must file it, the amount on line 27 minus the amount onYou may be able to use the short method inas explained later under Reasons for filing. If line 28c. Your total tax on Form 1040EZ forPart III of Form 2210 to figure your penaltyyou use Form 2210, you cannot file Form 1994 is the amount on line 9 reduced by linefor underpayment of estimated tax. If you1040EZ. 7.qualify to use this method, it will result in the

On Form 1040, enter the amount of your same penalty amount as the regular method,
penalty on line 65. If you owe tax on line 64, No Tax Liability Last Year but with fewer computations.
add the penalty to your tax due and show

You can use the short method only if you You do not owe a penalty if you had no tax li-your total payment on line 64. If you are due
meet one of the following requirements. ability last year and you were a U.S. citizena refund, subtract the penalty from the over-

or resident for the whole year. For this rule to
payment you show on line 61. 1) You made no estimated tax payments apply, your tax year must have included all

for 1994. It does not matter whether youOn Form 1040A, enter the amount of 12 months of the year.
had income tax withholding.your penalty on line 33. If you owe tax on line You had no tax liability for 1993 if your to-

32, add the penalty to your tax due and show tal tax was zero or you did not need to file an2) You paid estimated tax on all four due
your total payment on line 32. If you are due income tax return.dates in equal installments. You must
a refund, subtract the penalty from the over-

have paid the same amount on each of Example.  Ray, who is single and age 50,payment you show on line 29.
the following dates: was unemployed for most of 1993. HeReasons for filing.  You may be able to

earned $2,700 in wages before he was laidApril 15, 1994,lower or eliminate your penalty if you file
off, and he received $2,500 in unemploy-Form 2210. You must file Form 2210 with June 15, 1994, ment compensation afterwards. He had no

your return if any of the following applies.
other income. Even though he had gross in-September 15, 1994, and1) You request a waiver. (See Waiver of come of $5,200, he did not have to pay in-

Penalty, later.) January 17, 1995. come tax because his gross income was less
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than the filing requirement for a single per- the tax on early distributions) included circumstance, and it would be inequita-
son under age 65 ($6,050 for 1993). He filed on line 51, ble to impose the penalty, or
a return only to have his withheld income tax

4) Any uncollected social security, Medi-
refunded to him.

care, or railroad retirement tax included
In 1994, Ray began regular work as an in- 2) You retired (after reaching age 62) oron line 53,

dependent contractor. Ray made no esti- became disabled during the tax year a
5) Any earned income credit on line 56,mated tax payments in 1994. Even though payment was due or during the preced-

andhe did owe tax at the end of the year, Ray ing tax year, and both the following re-
does not owe the underpayment penalty for quirements are met:6) Any credit for federal tax on fuels from
1994 because he had no tax liability in 1993. Form 4136 included on line 59.

Total tax for 1993.  For 1993, your total tax a) You had reasonable cause for not
Your total tax on Form 1040A for 1993 ison Form 1040 is the amount on line 53 re- making the payment, and

the amount on line 27 minus the amount onduced by the total of the following amounts:
line 28c. Your total tax on Form 1040EZ for

1) Any recapture of a federal mortgage 1993 is the amount on line 8.
b) Your underpayment was not due tosubsidy from Form 8828 included on

willful neglect.line 49,
Waiver of Penalty 2) Any social security or Medicare tax on
The IRS can waive the penalty for underpay-tips not reported to your employer on
ment if:line 50, To claim either of these waivers, follow

the procedures explained in the instructions3) Any tax on an IRA or a qualified retire- 1) You did not make a payment because of
ment plan from Form 5329 (other than a casualty, disaster, or other unusual for Form 2210.
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Part Two.

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

❏ 917 Business Use of a Car you provide the care in the child’s home, you
may be an employee. If you provide the care
in your home or other place of business, you6.
may or may not be an employee. You are an
employee if you are subject to the will andWages, Salaries, Employee control of your employer as to what you are
to do and how you are to do it.Compensation and Other Babysitting. The rules for child-care

This section explains many types of em- providers also apply to anyone who periodi-Earnings ployee compensation. The subjects are ar- cally babysits for relatives or neighborhood
ranged in alphabetical order followed by children.
Fringe Benefits, Disability Income, and Pen- If you are an employee, you should re-
sion and Annuity Contributions, which are ceive a Form W–2 if your pay is subject to so-
explained in greater detail.

cial security and Medicare taxes or would beImportant Reminders 
subject to the withholding of income tax ifAdvance commissions and other earn-Employer-provided educational assis- one exemption were claimed. Include yourings.  If you receive advance commissionstance.  The exclusion from gross income pay on line 7 of Form 1040 or Form 1040A,or other amounts for services to be per-and wages of qualified employer-provided or on line 1 of Form 1040EZ, even if you doformed in the future, and you are a casheducational assistance is extended through not receive a Form W–2.method taxpayer, you must include theseDecember 31, 1994. For more information, If you are not an employee, you are prob-amounts in your income in the year you re-see Chapter 5 of Publication 535, Business
ably self-employed and must include theceive them.Expenses.
payments you receive on Schedule C (FormIf you repay unearned commissions or
1040), Profit or Loss From Business, orother amounts in the same year in which youEmployer-provided transportation.  The Schedule C–EZ (Form 1040), Net Profitreceived them, reduce the amount to includevalue of employer-provided transportation, From Business, if you qualify.in your income by the repayment. However,such as a vanpool, transit pass, or qualified

if you repay the unearned commissions orparking, can be excluded from an employ-
Government cost-of-living allowances. other amounts in a later tax year, you can de-ee’s gross income up to certain limits. For
These allowances are generally not includedduct the repayment as an itemized deductionmore information on fringe benefits, see

on your Schedule A (Form 1040), or you may in the income of federal civilian employees,Fringe Benefits, later.
be able to take a credit for that year. See Re- including federal court employees stationed
payments in Chapter 13. in Alaska, Hawaii, or outside the 48 contigu-

ous states or the District of Columbia.
Back pay awards. Amounts you areIntroduction Allowances and differentials that in-
awarded in a settlement or judgment for back crease your basic pay as an incentive for tak-This chapter discusses wages, salaries, pay, including unpaid life insurance premi- ing a less desirable post of duty are part offringe benefits, and other compensation re- ums and unpaid health insurance premiums, your compensation and must be included inceived for services as an employee. The top- are included in your gross income. They your income. For example, your compensa-ics include: should be reported to you by your employer tion includes Foreign Post, Foreign Service,

• Bonuses and awards on Form W–2, Wage and Tax Statement. and Overseas Tropical salary differentials.
For more information, get Publication 516,• Unemployment compensation

Bonuses and awards.  Amounts paid to you Tax Information for U.S. Government Civil-• Disability income for outstanding work, such as bonuses or ian Employees Stationed Abroad.
awards, are income shown on your Form W–• Special rules for certain employees
2. These include prizes such as vacation• Military Holiday gifts. If your employer gives you atrips for meeting sales goals. If a prize or

turkey, ham, or other item of nominal value ataward is in goods or services, you must in-
The chapter also explains what income is Christmas or other holidays, the value of theclude the fair market value of the goods or

included in the employee’s gross income and gift is not income. However, if your employerservices in your income. However, if your
what is not included. gives you cash, a gift certificate, or similaremployer merely promises to pay you a bo-

item that you can easily exchange for cash,nus or award at some future time, it is not
the value of the gift is extra salary or wagesUseful Items taxable until you receive it or it is made avail-
regardless of the amount involved.You may want to see: able to you. If you receive an award for

length of service or safety achievement, see
Publication Interview expenses.  If an employer asksEmployee achievement awards in Chapter

you to appear for an interview and pays you13.❏ 503 Child and Dependent Care
an allowance, or reimburses you for yourExpenses
transportation and other travel expenses,Child-care providers. If you provide child

❏ 505 Tax Withholding and Estimated you include in your income on line 21, Formcare, either in the child’s home or in your
Tax 1040, only the amount you receive that ishome or other place of business, the pay you

❏ 525 Taxable and Nontaxable Income receive must be included in your income. If more than your actual expenses.
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Property purchased from employer.  If part of your salary or wages. Report the on line 12, Form 1040A, or line 19, Form
your employer allows you to buy property be- amount you receive on line 7, Form 1040; 1040. You may be liable for estimated tax if
low its fair market value as compensation for line 7, Form 1040A; or line 1, Form 1040EZ. you receive unemployment compensation.
your services, you must include in your in- You must include in your income payments For more information on estimated tax, see
come as wages the difference between the made by any of the following: Chapter 5.
property’s fair market value and the amount Types of unemployment compensa-1) Your employer.
you paid for it. tion.  Unemployment compensation gener-

2) A welfare fund. ally includes any amount received under an
unemployment compensation law of theProperty received for services.  If you re- 3) A state sickness or disability fund.
United States or of a state. It includes:ceive property for your services, you gener- 4) An association of employers or

ally must include its value in your gross in- 1) Benefits paid by a state or the District ofemployees.
come as wages. Property for services Columbia from the Federal Unemploy-

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

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

benefits.cident or health insurance policy, the bene-have to include the value of the property in
fits you receive under the policy are notyour income in the year received, if the prop- 4) Disability payments from a government
taxable.erty is both nontransferable and subject to a program paid as a substitute for unem-

Railroad sick pay.  If you receive sicksubstantial risk of forfeiture. For details, see ployment compensation (amounts re-
pay under the Railroad Unemployment In-Restricted Property Received for Services in ceived as workers’ compensation for in-
surance Act, these payments are taxablePublication 525. juries or illness are not unemployment
and you must include them in your income.Dividends you receive on restricted stock compensation).
However, you do not include them in your in-are extra compensation to you. Restricted

5) Trade readjustment allowances undercome to the extent they are for an on-the-jobstock is stock you received from your em-
the Trade Act of 1974.injury.ployer and did not include in your income be-

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

these payments on your Form W–2. 7) Unemployment assistance under the
Social security and Medicare taxes paidDividends you receive on stock you Disaster Relief Act Amendments of
by employer. If you and your employer havechose to include in your income in the year 1974.
an agreement that your employer pays yourtransferred are treated the same as any
social security and Medicare taxes withoutother dividends. Report them on line 9, Form Governmental program.  If you contrib-
deducting them from your gross wages, you1040. For a discussion of dividends, see ute to a governmental unemployment com-
must report the amount of tax paid for you asChapter 9. pensation program, and your contributions
taxable wages on your tax return. You mustGet Publication 525 for information on are not deductible, amounts you receive
also treat the payments as wages for figuringhow to treat dividends reported on both your under the program are not included as un-
your social security and Medicare taxes andForm W–2 and Form 1099–DIV. employment compensation until you recover
your social security and Medicare benefits. your contributions.
However, these payments are not treated asSeverance pay. Amounts you receive as Supplemental unemployment bene-
social security and Medicare wages if youseverance pay are taxable. A lump-sum pay- fits.  Benefits received from a company-fi-
are a household worker or a farm worker.ment for cancellation of your employment nanced fund (to which the employees did not

contract is income in the tax year you receive contribute) are not unemployment compen-
Stock appreciation rights. If your employerit and must be reported with your other sala- sation. They are taxable as wages subject to
grants you a stock appreciation right, do notries and wages. income tax withholding but not subject to so-
include it in your income until you exerciseAccrued leave payment.  If you are a cial security, Medicare, or federal unemploy-
the right. When you exercise (use) the right,federal employee and receive a lump-sum ment taxes. Report these payments on line 7
you are entitled to a cash payment equal topayment for accrued annual leave when you of Form 1040 or Form 1040A.
the amount by which the fair market value ofretire or resign, this amount will be included You may have to repay some of your sup-
the corporation’s stock on the date of exer-on your Form W–2. plemental unemployment benefits to qualify
cise has increased over the fair market valueIf you resign from one agency and are for trade readjustment allowances under the
on the date the right was granted. You in-reemployed by another agency, you may Trade Act of 1974. If you repay supplemental
clude the cash payment in your income in thehave to repay part of your lump-sum annual unemployment benefits in the same year you
year you exercise the right.leave payment to the second agency. You receive them, reduce the total benefits by the

can reduce gross wages by the amount you amount you repay. However, if you repay the
repaid in the same tax year in which you re- Stock options. You usually have taxable in- benefits in a later year, you must include the
ceived it. You should attach to your tax return come when you receive or exercise a non- full amount of the benefits received in your
a copy of the receipt or statement furnished statutory option to buy stock (or other prop- income for the year you received them.
by the agency to which repayment is made to erty) as payment for your services. However, Deduct the repayment in the later year as
explain the difference between the wages on if your option is a statutory stock option (an an adjustment to gross income. Include the
the return and the wages on your Forms W– incentive stock option or an option granted repayment on line 30, Form 1040, and put
2. under an employee stock purchase plan) ‘‘Sub-pay TRA’’ and the amount on the

Employer provided outplacement ser- special rules generally delay the tax until you dotted line next to line 30. If the amount you
vices.  If you receive employer-provided out- sell or exchange your shares of stock. For repay in a later year is more than $3,000, you
placement services, such as training in details, get Publication 525. may be able to take a credit against your tax
resumâe writing and interview techniques, in for the later year instead of deducting the
lieu of higher severance pay, you must in- Unemployment compensation. You must amount repaid. For more information on this,
clude the amount of the unreduced sever- include in your income all unemployment see the discussion on Repayments in Chap-
ance pay in income. compensation you receive. You should re- ter 13.

ceive a Form 1099–G showing the unem- Private unemployment fund.  Unem-
Sick pay. Amounts you receive from your ployment compensation paid to you. Gener- ployment benefit payments from a private
employer while you are sick or injured are ally, you enter unemployment compensation fund to which you voluntarily contribute are
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taxable only if the amounts you receive are If your employer uses your wages to pay in the business of transporting persons for
your debts, or if your wages are attached or compensation.more than your total payments into the fund.
garnisheed, the full amount is considered re-Report the taxable amount on line 21, Form Qualified parking.  This is parking pro-
ceived by you. Also included in your wages1040. vided to an employee on or near the employ-
are fines or penalties withheld from your pay. er’s place of business. It also includes park-Payments by a union.  Benefits paid to

ing provided on or near a location from whichyou as an unemployed member of a union
the employee commutes to work in a com-out of regular union dues are included in your Fringe Benefits 
muter highway vehicle or carpool. It does notgross income on line 21, Form 1040.

The value of fringe benefits you receive from include parking on or near the employee’sGuaranteed annual wage.  Payments
your employer is taxable and must be in- residence.you receive from your employer during peri-
cluded in your income as compensation, un-ods of unemployment, under a union agree-
less the benefits are specifically excluded byment that guarantees you full pay during the More information.  For more information onlaw or you pay fair market value for them.year, are taxable as wages. fringe benefits, see Publication 535, Busi-Some of the benefits you must report inState employees.  Payments can be ness Expenses.your income include your personal use of an

made by a state to its employees who are not
employer-provided car or aircraft or a mem-

covered by the state’s unemployment com- Group Life Insurance Premiums bership in a country club.
pensation law. If the payments are similar to

Generally, your employer determines the Generally, the cost of up to $50,000 of group-benefits under that state law, they are fully
amount of your fringe benefits and includes term life insurance coverage that is providedtaxable. Report these payments on line 21,
this amount on your Form W–2. For more in- to you by your employer is not included inForm 1040.
formation on how an employer determines your income. However, you must include inFraud.  Fraudulently obtained unemploy-
taxable fringe benefits, see Publication 535, your income the cost of insurance that isment compensation is fully taxable and you
Business Expenses. more than the cost of $50,000 of insurance,report it on line 21, Form 1040.

reduced by the amount you pay towards theRepayment of unemployment com-
purchase of the insurance.Transportation pensation benefits.  If you repaid in 1994

Form W–2.  The amount included in yourThe value of employer-provided transporta-unemployment compensation benefits you
income is reported as part of your wages ontion, such as a vanpool, transit pass, or quali-received in 1994, subtract the amount you
Form W–2 and is shown separately on thefied parking, can be excluded from an em-repaid from the total amount you received
form. See Your payment, later.ployee’s gross income up to certain limits. Aand enter the difference on line 19, Form

Retired employees.  If you are retired,qualified transportation fringe is:1040, or on line 12, Form 1040A. Also, enter
you must generally include in income the‘‘Repaid’’ and the amount you repaid on the 1) Transportation in a commuter highway cost of payments for insurance coverage thatdotted line next to line 19 or next to line 12. If, vehicle between the employee’s home are for more than $50,000. However, certainin 1994, you repaid unemployment compen- and work place, retired employees do not have to includesation that you included in gross income in

2) A transit pass, or these amounts in income. For more informa-an earlier year, you may deduct the amount
tion, get Publication 525.repaid on Schedule A (Form 1040), line 22. 3) Qualified parking.

See Repayments in Chapter 13.
Group-term life insurance.  This insuranceCash reimbursement by the employer for
is term life insurance protection (insuranceUnion benefits and dues. Amounts de- these expenses under a bona fide reim-
for a fixed period of time) that:ducted from your pay for union dues, assess- bursement arrangement is also excludable.

ments, contributions, or other payments to a However, cash reimbursement for a transit 1) Provides a general death benefit that is
union cannot be excluded from your salary or pass is allowed only if a voucher or similar excluded from income,
wages. You must include them in your in- item which may be exchanged only for a

2) Is provided to a group of employees,come as wages. transit pass is not readily available for direct
distribution to the employee.You may be able to deduct some of these 3) Is provided under a policy carried by the

payments as a miscellaneous deduction employer, and
subject to the 2% limit if they are related to Exclusion limit.  The exclusion for com-

4) Provides an amount of insurance foryour job and if you itemize your deductions muter highway vehicle transportation and
each employee based on a formula thaton Schedule A (Form 1040). You may de- transit pass fringe benefits cannot exceed a
prevents individual selection.duct them whether you paid them directly to total of $60 a month, regardless of the total

the union or had them deducted from your value of both benefits.
Your payment.  If you pay any part of thepay. See Union Dues and Expenses in The exclusion for the qualified parking

cost of the insurance, your entire paymentChapter 30. fringe benefit cannot exceed $155 a month,
reduces, dollar for dollar, the amount yourregardless of its value.Strike and lockout benefits.  Benefits
employer would otherwise include in your in-paid to you by a union from union dues as If the benefits have a value in excess of
come. However, you cannot reduce thestrike or lockout benefits, including both cash these limits, the excess must be included in
amount to include in your income by:and the fair market value of other property, the employee’s income.

are usually included in your income as Commuter highway vehicle.  This is a 1) Payments for coverage in a different tax
wages. You can exclude these benefits from highway vehicle that seats at least six adults year, or
your income only when the facts show that (not including the driver). At least 80% of the

2) Payments not taxed to you because ofthe union intended them as gifts to you. vehicle’s mileage must reasonably be ex-
the exceptions discussed below.pected to be for transporting employees be-

tween their homes and work place and atWithholding.  Amounts withheld from your
least half of the vehicle’s seating capacity Permanent benefits.  If your group-termpay for income tax, social security tax, Medi-
must be (not including the driver’s) occupied life insurance policy includes permanentcare tax, or savings bonds are considered
by employees. benefits, such as a paid-up or cash surren-received by you. They will be included in your

der value, you must include in your income,Transit pass.  This is any pass, token,wages on Form W–2. The same generally is
as wages, the cost of the permanent bene-farecard, voucher, or similar item entitling atrue of amounts withheld for taxable fringe
fits, reduced by the amount you pay for them.person to ride mass transit (whether public orbenefits, pensions, insurance, union dues,
Your employer should be able to tell you theprivate) free or at a reduced rate or in a com-and other assessments. For more informa-
amount to include in your income.muter highway vehicle operated by a persontion on withholding, get Publication 505.
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Accidental or other death benefits.  If COST PER $1,000 OF PROTECTION Accounting period.  You must use the
FOR ONE MONTH same accounting period your employer usesyou receive accidental or other death bene-

to report your taxable fringe benefits and tofits from a policy that does not provide gen-
Age Cost claim any related deductions. Your employereral death benefits (travel insurance, for ex-
Under 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 cents has the option to report taxable fringe bene-ample), these benefits are not included as
30 through 34 . . . . . . . . . . . . . . . . . . . . . . . . . . 9 cents fits by using either of the following rules:group-term life insurance coverage.
35 through 39 . . . . . . . . . . . . . . . . . . . . . . . . . . 11 cents

1) The general rule: value the benefit for a40 through 44 . . . . . . . . . . . . . . . . . . . . . . . . . . 17 cents
full calendar year (January 1–DecemberExceptions.  You are not taxed on the cost 45 through 49 . . . . . . . . . . . . . . . . . . . . . . . . . . 29 cents
31), or50 through 54 . . . . . . . . . . . . . . . . . . . . . . . . . . 48 centsof group-term life insurance if any of the fol-

55 through 59 . . . . . . . . . . . . . . . . . . . . . . . . . . 75 centslowing apply: 2) The special accounting period rule: treat
60 through 64 . . . . . . . . . . . . . . . . . . . . . . . . . . $1.17 the value of benefits provided during the

1) You are disabled and have ended your 65 through 69 . . . . . . . . . . . . . . . . . . . . . . . . . . $2.10 last two months of the calendar year (or
employment; 70 and older . . . . . . . . . . . . . . . . . . . . . . . . . . . $3.76 any shorter period) as paid during the

following calendar year.2) Your employer is the beneficiary of the Example.  You are 51 years old and work
policy for the entire period the insurance a) Under this rule, each year your em-for Employers A and B. Both employers pro-
is in force during the tax year; or ployer includes the value of benefitsvide group-term life insurance coverage for

provided the last 2 months of the prioryou. Your coverage with Employer A is
3) The only beneficiary is a qualified chari- year and the first 10 months of the35,000, and your coverage with Employer B

table organization (defined in Chapter current year.is $45,000. You pay premiums of $50 a year
26) for the entire period the insurance is under the Employer B group plan. You figure b) If your employer uses this rule to de-in force during the tax year. You are not the amount to include in your income as termine the amount to include in yourentitled to a deduction for a charitable follows: income, you must use the same ac-contribution by naming a charitable or-

counting period to claim an employeeEmployer A coverage (in thousands) . . . $ 35ganization as the beneficiary of your
business deduction (for use of a car,Employer B coverage (in thousands) . . . 45policy.
for example).

Total coverage (in thousands) . . . . . . . . . . $ 80
Minus: Exclusion (in thousands) . . . . . . . . 50Entire cost taxed.  You are taxed on the en- Your employer does not have to use the
Excess amount (in thousands) . . . . . . . . . $ 30tire cost of group-term life insurance protec- same accounting period for each fringe ben-
Multiply by cost per $1,000 per month,tion provided by your employer through a efit, but is required to use the same period for

age 51 (from table) . . . . . . . . . . . . . . . . . . . .48qualified employees’ trust, such as a pension all employees who receive a particular
Cost of excess insurance for 1 month . . . $ 14.40trust or a qualified annuity plan. benefit.
Multiply by number of full monthsYou are also taxed on the entire cost of

coverage at this cost . . . . . . . . . . . . . . . . . 12the group-term life insurance coverage pro- Form W–2.  Your employer reports your tax-
Cost of excess insurance for tax year . . . $172.80vided by your employer if you are a key em- able fringe benefits in box 1 (Wages, tips,
Minus: Premiums you paid . . . . . . . . . . . . . 50.00ployee and your employer’s plan discrimi- other compensation) and, if applicable, box 3

nates in favor of key employees. Cost to include in your income as (Social security wages) and box 5 (Medicare
wages $122.80 wages) of Form W–2. The total value of your

fringe benefits should also be shown in boxLife insurance agents.  Full-time life insur-
12. The value of your fringe benefits may beFor information on employer paymentsance agents who are considered employees
added to your other compensation on onefor group-term life insurance, get Publicationfor social security and Medicare tax withhold-
Form W–2, or you may receive a separate535.ing purposes are treated as employees in
Form W–2 showing just the value of yourapplying the provisions relating to group-
fringe benefits in box 1 with a notation in boxHow To Report Fringe Benefits term life insurance under a policy carried by
12. The amount of your taxable fringe benefits istheir employer.

shown on your Form W–2.
Disability IncomeOne employer.  If you have only one em- Employer-provided car.  If your employer Generally, if you retire on disability you mustployer and you were insured at any time dur- provides a car (or other highway motor vehi- report your pension or annuity as income.ing the tax year for more than $50,000 under cle) to you, your personal use of the car is There is a tax credit for people who are per-a group-term life insurance policy, your in- usually a taxable noncash fringe benefit. manently and totally disabled. For informa-come from this source is shown as other Your employer must determine the actual tion on this credit and the definition of perma-compensation on the Form W–2 you receive. value of this fringe benefit to include in your nent and total disability, see Chapter 34.

income. Your employer determines this
value by either of the following methods:Two or more employers.  If two or more Disability pensions.  Generally, you must

employers provide you group-term life insur- 1) The actual value of your personal use of report as income any amount you receive for
ance coverage totaling more than $50,000, the car, or your disability through an accident or health
you must figure how much to include in your insurance plan paid for by your employer. If2) The actual value of the car as if you
income for the cost of all coverage that is both you and your employer pay for the plan,used it entirely for personal purposes
more than $50,000. You must include the only the amount you receive for your disabil-(100% income inclusion).
cost of life insurance provided to you during ity that is due to your employer’s payments is
the tax year, regardless of when your em- reported as income. However, certain pay-If your employer includes 100% of the
ployers paid the premiums. ments may not be taxable. Your employervalue in your income, you may deduct the

You figure the cost for each month of cov- should be able to give you specific detailsvalue of your business use of the car as long
erage by mul t ip ly ing the number  o f about your pension plan and tell you theas you itemize your deductions. You figure
thousands of dollars of insurance coverage, amount you paid for your disability pension.the value of this business use on Form 2106,
less $50,000 of insurance (both figured to In addition to disability pensions and annui-Employee Business Expenses.
the nearest tenth), by the cost from the fol- ties, you may be receiving other paymentsCertain employer-provided transporta-
lowing table. You must prorate the cost if less for sickness and injury. See Other Sicknesstion can be excluded from gross income. See
than a full month of coverage is involved. the discussion on Transportation, earlier. and Injury Benefits in Chapter 13.
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Cost paid by you.  If you pay the entire cost not included in income at the time contrib- veterans, ACTION and Peace Corps volun-
of a health or accident insurance plan, do not uted. However, employer contributions that teers, and statutory employees.
include any amounts you receive for your are made out of funds that would otherwise
disability as income on your tax return. If your have been paid to you as salary, except that Clergy 
plan reimbursed you for medical expenses you entered into a salary reduction agree-

If you are a member of the clergy, you mustyou deducted in an earlier year, you may ment with your employer (elective deferral),
include in your income offerings and feeshave to include some, or all, of the reim- are excluded from income only up to a limit.
you receive for marriages, baptisms, funer-bursement in your income. See Reimburse- For 1994, you cannot set aside more than
als, masses, etc., in addition to your salary. Ifment in a later year in Chapter 23. a total of $9,240 for all elective deferrals. If
the offering is made to the religious institu-you set aside more than $9,240, the excess
tion, it is not taxable to you.is included in your gross income that year.Accrued leave payment.  If you retire on

If you are a member of a religious organi-Contributions to tax-sheltered annuities aredisability, any lump-sum payment you re-
zation and you give your outside earnings tosubject to a higher limit. Get Publication 571,ceive for accrued annual leave is a salary
the organization, you still must include theTax-Sheltered Annuity Programs for Em-payment. The payment is not a disability
earnings in your income. However, you mayployees of Public Schools and Certain Tax-payment. You must report it as wages in the
be entitled to a charitable contribution deduc-Exempt Organizations, for more information.tax year you receive it.
tion for the amount paid to the organization.The cost of life insurance coverage in-

cluded in an employer’s plan may be incomeRetirement and profit-sharing plans.  Any
if the proceeds of the policy are payable di- Rental value of a home.  You do not includepayments you receive from a retirement or
rectly or indirectly to your beneficiary. See in your income the rental value of a home (orprofit-sharing plan that does not provide for
Group Life Insurance Premiums, earlier, utility expenses) provided to you as part ofdisability retirement are not payments from
under Fringe Benefits.an accident or health plan. Therefore, do not your pay for your duties as an ordained, li-

Amounts actually distributed or madereport them as disability income. The pay- censed, or commissioned minister. How-
available to you generally are taxable, unlessments are taxable and should be reported as ever, you must include the rental value of the
they are eligible for a tax-free rollover anda pension or annuity. See Disability Income home, and related allowances, as earnings
are rolled over (within 60 days after receipt)in Chapter 11. from self-employment on Schedule SE
to another qualified plan or to an individual (Form 1040) if you are subject to the self-em-
retirement account or annuity. If you elect anMilitary disability pensions.  Generally, ployment tax.
eligible rollover distribution to be paid directlyyou must report these disability pensions as
to you (even if you plan to roll over the distri-income. But certain military and government Housing allowance.  A housing allowance
bution), the payer must withhold part of thedisability pensions are not taxable. For more paid to you as part of your salary is not in-
distribution for income tax. You can avoidinformation, see Military and Certain Gov- come to the extent you use it, in the year re-
withholding if you choose a direct transfer toernment Disability Pensions in Chapter 11. ceived, to provide a home or to pay utilities
another qualified retirement plan. Your em- for a home with which you are provided. The
ployer may be able to tell you how theHow to report.  If you retired on disability, amount of the housing allowance that you
amount you received is taxed. See Chapterspayments you receive are taxed as wages can exclude from your income cannot be
11 and 18.until you reach minimum retirement age. more than the reasonable compensation for

Minimum retirement age generally is the age your services as a minister. The church or or-
Employer’s contributions to nonqualifiedat which you can first receive a pension or ganization that employs you must officially
plan.  If your employer pays into a nonquali-annuity were you not disabled. You must re- designate the payment as a housing allow-
fied plan for you, you generally must includeport your taxable disability payments on line ance before the payment is made. A definite
the contributions in your income as wages7, Form 1040, or on line 7, Form 1040A, until amount must be designated; the amount of
for the tax year in which the contributions areyou reach minimum retirement age. the housing allowance cannot be determined
made. Report this income on line 7 of FormBeginning on the day after you reach at a later date.
1040 or Form 1040A, or on line 1 of Formminimum retirement age, payments you re- If you are employed and paid by a local1040EZ. However, if your interest is notceive are taxable as a pension. Report the congregation, a resolution by a nationaltransferable and is subject to a substantialpayments on lines 16a and 16b of Form

church agency of your denomination doesrisk of forfeiture (you have a good chance of1040, or on lines 11a and 11b of Form
not effectively designate a housing allow-losing it), you need not include the amount of1040A. The rules for reporting pensions are
ance for you. The local congregation mustthe contribution or premium in your income.explained in How to Report in Chapter 11.
officially designate the part of your salaryWhen your interest becomes transferable or
that is to be a housing allowance. However, ais no longer subject to a substantial risk ofPension and resolution of a national church agency canforfeiture, you must include the value in your
designate your housing allowance if you areAnnuity Contributions income.
directly employed by the agency. If no partGenerally, you cannot exclude from income
has been officially designated, you must in-amounts you pay into a pension plan through Railroad retirement annuities.  If you re-
clude your total salary in your income.payroll deductions. ceived railroad retirement tier 1 benefits that

Expenses of providing a home includeare more than the ‘‘social security equivalent
rent, house payments, furniture payments,Contributions to Federal Thrift Savings benefit,’’ or tier 2 or vested dual benefits,
costs for a garage, and utilities. They do notFund.  Federal employees can choose to these payments are treated as pension or
include the cost of food or servants.make contributions, from their salaries, to the annuity income and are taxable under the

Homeowner.  If you own your home, orFederal Thrift Savings Fund. Contributions rules explained in Chapter 11.
are buying it, you can exclude your housingare not included in income. Your salary
allowance from your income if you spend itbefore contributions are taken out is used for
for the down payment on the home, for mort-purposes of figuring social security and Special Rules for gage payments, or for interest, taxes, utili-Medicare taxes and benefits. Payments from
ties, repairs, etc. However, you cannot ex-the fund are taxable as a distribution from a Certain Employees clude more than the fair rental value of thequalified pension or annuity plan.
home plus the cost of utilities, even if a largerThis section deals with special rules for peo-
amount is designated as a housing allow-Employer’s contributions to qualified ple in certain types of employment. It in-
ance. Fair rental value of a home includesplan.  Generally, your employer’s contribu- cludes members of the clergy, people work-
the fair rental value of furnishings in it.tions to a qualified pension plan for you are ing for foreign employers, military personnel,
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Interest and taxes on your home.  You can 16a and 16b of Form 1040, or on lines 11a gross income, even if you have taken a vow
deduct the qualified mortgage interest and and 11b of Form 1040A. Otherwise, include of poverty.
real estate taxes you pay on your home even them on line 21, Form 1040. Example.  Mark Brown is a member of a
if you use nontaxable housing allowance Pension.  A pension or retirement pay for religious order and has taken a vow of pov-
funds to make the payments. See Chapters a member of the clergy is usually treated the erty. He renounces all claims to his earnings
24 and 25. same as any other pension or annuity. (See and turns over his earnings to the order.

Chapter 11.) If you are not expected to per- Mark is a school teacher. He was in-
Teachers or administrators.  If you are a form any further services, payments from the structed by the superiors of the order to get a
minister employed as a teacher or adminis- congregation may be gifts. If the payments job with a private tax-exempt school. Mark
trator by a church school, college, or univer- are gifts, they are not taxable if they are became an employee of the school, and, at
sity, you are, for purposes of the housing ex- based solely on your financial needs and the his request, the school made the salary pay-
clusion, performing ministerial services. financial capacity of the congregation. If ments directly to the order.
However, if you perform services as the these payments are made under a legal Because Mark is an employee of the
head of a religious department, or as a agreement, an established plan, or because school, he is performing services for the
teacher or administrator on the faculty of a of past practice, they do not qualify as non- school rather than as an agent of the order.nonchurch college, and if your specific duties taxable gifts. Therefore, the wages Mark earns working forinvolve no religious functions, you cannot ex-

the school are included in his gross income.clude from your income a housing allowance Members of religious orders.  If you are a
or the value of a home that is provided to member of a religious order who has taken a
you. Foreign Employervow of poverty, the amounts you earn for ser-

If you live in qualified campus housing as vices you perform which you renounce and Special rules apply if you work for a foreign
an employee of an educational institution, do turn over to the order may or may not be in- employer.
not include the value of that housing in your cluded in your income.
income if you pay rent equal to or greater Services performed for the order.  If U.S. citizen.  If you are a U.S. citizen whothan the fair rental value of the housing. you are performing the services as an agent works for a foreign government, an interna-If you serve as a ‘‘minister of music’’ or of the order in the exercise of duties required tional organization, a foreign embassy, or‘‘minister of education,’’ or serve in an ad- by the order, you do not include in your in- any foreign employer, you must include yourministrative or other function of your religious come the amounts you turn over to the order. salary in your income.organization, but are not authorized to per- If your order directs you to perform ser- Social security and Medicare taxes.form all of the religious duties of an ordained vices for another agency of the supervising You are exempt from social security andminister in your church, even though you are church or an associated institution, you are Medicare taxes if you are employed in thecommissioned as a ‘‘minister of the gospel,’’ considered to be performing the services as United States by an international organiza-you cannot exclude from your income a an agent of the order. Any wages you earn tion or a foreign government. However, youhousing allowance or the value of a home as an agent of an order that you turn over to must pay self-employment tax on your earn-provided to you. the order are not included in your gross ings from services performed in the United

income. States, even though you are not self-em-Theological students. You cannot exclude
ployed. This rule also applies if you are anExample.  You are a member of a churcha housing allowance from your income if you
employee of a qualifying wholly-owned in-order and have taken a vow of poverty. Youare a theological student serving a required
strumentality of a foreign government.renounce any claims to your earnings andinternship as an assistant pastor, unless you

turn over to the order any salaries or wagesare ordained, commissioned, or licensed as
you earn. You are a registered nurse, so your Non-U.S. citizen.  If you are not a U.S. citi-a minister.
order assigns you to work in a hospital that is zen, or if you are a U.S. citizen but also a citi-
an associated institution of the church. How- zen of the Philippines, and you work for anTraveling evangelists.  You can exclude
ever, you remain under the general direction international organization in the Unitedamounts received from out-of-town churches
and control of the order. You are considered States, your salary from that source is ex-for evangelistic services if you are an or-
to be an agent of the order and, therefore, empt from tax. If you work for a foreign gov-dained minister, if those amounts are desig-
any wages you earn at the hospital that you ernment in the United States, your salarynated as a housing allowance, and you actu-
turn over to your order are not included in from that source is exempt from tax if yourally use them to maintain your permanent
your gross income. work is like the work done by an employee ofhome.

the United States in that foreign country andServices performed outside the order.
if the foreign government gives an equal ex-If you are directed to work outside the order,Retired members of the clergy.  The rental
emption for the salary of the U.S. employee.the work will not constitute the exercise ofvalue of a home provided rent free by your

Alien status.  If you are an alien and giveduties required by the order unless the ser-church for your past services is not income if
up your right to this exemption (by filing avices you perform meet both of the followingyou are a retired minister. In addition, a hous-
waiver under section 247(b) of the Immigra-requirements:ing allowance paid to you is not income to the
tion and Nationality Act to keep your immi-extent you spend it for utilities, maintenance, 1) The services are the kind that are ordi- grant status), you are not entitled to the ex-repairs, and similar expenses that are di- narily the duties of members of the or- emption from the date you give it up, unlessrectly related to providing a home. der, and you get the exemption from a treaty, consu-The general convention of a national re-
lar agreement, or international agreement.2) The services are part of the duties thatligious denomination can designate a hous-

Pensions.  This exemption applies onlyare required to be exercised for, or oning allowance for retired ministers, if the local
to employees’ wages, salaries, and fees.behalf of, the religious order as itscongregations authorize the general conven-
Pensions received by former employees liv-agent.tion to establish and maintain a unified pen-
ing in this country do not qualify for thission system for all retired clergy members of
exemption.the denomination for their past services to If the legal relationship of employer and

the local churches. employee exists between you and a third
Employment abroad. For information on in-A surviving spouse of a retired minister party, the services you perform for the third
come earned abroad, get Publication 54, Taxcannot exclude a housing allowance from in- party will not be considered directed or re-
Guide for U.S. Citizens and Resident Alienscome. If these payments were reported to quired of you by the order. Amounts you re-
Abroad.you on Form 1099–R, include them on lines ceive for these services are included in your
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• Living allowances for: Space-available travel on govern-Military 
ment aircraft,BAQ (Basic Allowance for Quarters).Payments you receive as a member of a mili-

Medical/dental care,You can deduct mortgage interesttary service generally are taxable except for
and real estate taxes on yourcertain allowances. Allowances generally Commissary/exchange discounts.
home even if you pay these ex-are not taxed. For additional information on
penses with money from yourmilitary pay, see Publication 3, Tax Informa- Note.  Personal use of a vehicle cannot
BAQ,tion for Military Personnel (Including Reserv- be excluded from income as a qualified mili-

ists Called to Active Duty). BAS (Basic Allowance for tary benefit.
Subsistence),

Taxable Income Housing and cost-of-living al- Combat zone exclusion. If you are a mem-
Taxable income includes the following items lowances abroad whether paid by ber of the U.S. Armed Forces who serves in
unless the pay is for service in a combat the U.S. Government or by a for- a combat zone, you may exclude certain pay
zone declared by an Executive Order of the eign government, and from your income. For more information, get
President. Publication 945, Tax Information for ThoseVHA (Variable Housing Allowance).
• Basic pay for such items as: Affected by Operation Desert Storm.

• Family allowances for:
Active duty,

Certain educational expenses for VeteransAttendance at a designated service dependents,
Veterans’ benefits under any law, regulation,school,

Emergencies, or administrative practice that was in effectBack wages,
on September 9, 1986, and administered byEvacuation to a place of safety, and

Drills, the Department of Veterans Affairs (VA), areSeparation.
not included in gross income. The followingReserve training, and

• Death allowances for: amounts paid to veterans or their families areTraining duty.
not taxable:Burial services,

• Special pay for such items as:
• Education, training, or subsistenceDeath gratuity payments to eligible

Aviation career incentives, allowances.survivors (not more than $3,000),
Diving duty, and • Disability compensation and pension pay-

ments for disabilities.Foreign duty (for serving outside the Travel of dependents to burial site.
48 contiguous states and the Dis- • Grants for homes designed for wheelchair• Moving allowances for:
trict of Columbia), living.

Dislocation,
Hazardous duty, • Grants for motor vehicles for veterans who

Moving household and personal lost their sight or the use of their limbs.Imminent danger,
items,

• Veterans’ pensions paid either to the vet-Medical and dental officers,
Moving trailers or mobile homes, erans or to their families.Nuclear-qualified officers, and
Storage, and • Veterans’ insurance proceeds and divi-Special duty assignment pay.

dends paid either to veterans or their ben-Temporary lodging.
• Bonuses for such items as: eficiaries, including proceeds of a veter-• Travel allowances for:

an’s endowment policy paid before death.Enlistment, and
Annual round trip for dependent

• Interest on insurance dividends you leaveRe-enlistment. students,
on deposit with the VA.• Payments for such items as: Leave between consecutive overseas

tours,Accrued leave, Rehabilitative program payments.  VA
Reassignment in a dependent-re- payments to hospital patients and residentMustering-out payments received af-

stricted status, and veterans for their services under the VA’ster November 4, 1990,
therapeutic or rehabilitative programs are in-Transportation for you or your depen-Personal money allowances paid to
cluded as income other than wages on linedents during ship overhaul orhigh-ranking officers,
21, Form 1040.inactivation.Scholarships such as the Armed

• Other payments for:Forces Health Professions Schol- Volunteersarship Program (AFHPSP), and Defense counseling, The tax treatment of amounts you receive assimilar programs, granted after
Disability, a volunteer worker for the Peace Corps, AC-August 16, 1986, and

TION, or similar agency is covered in the fol-Group-term life insurance,Student loan repayment from pro- lowing discussions.
Mustering-out payments receivedgrams such as the General Edu-

before November 5, 1990,cational Loan Repayment Peace Corps Program. Professional education, If you are a Peace Corps volunteer or volun-
ROTC educational and subsistence teer leader, some amounts you receive mayMilitary retirement pay. If this retirement

allowances, be exempt from tax.pay is based on age or length of service, it is
Survivor and retirement protectiontaxable and must be included on lines 16a

Taxable allowances. Any taxable al-plan premiums,and 16b of Form 1040, or on lines 11a and
lowances you receive must be included in11b of Form 1040A. Uniform allowances paid to officers, your income and reported as wages. These

and include:Nontaxable Income Uniforms furnished to enlisted • Cash allowances received during training.The items in the following list are not in- personnel.
cluded in taxable income. This applies • Allowances paid to your spouse and minor

• In-kind military benefits such as:whether the item is furnished in-kind, or is a children while you are training in the
reimbursement or allowance. Legal assistance, United States.
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• The part of living allowances designated VISTA. If you are a VISTA volunteer, you • Service Corps of Retired Executives
by the President, under the Peace Corps (SCORE), andmust include meals and lodging allowances
Act, as basic compensation. paid to you in your income as wages. • Active Corps of Executives (ACE).

• Allowances for personal items such as do-
mestic help, laundry and clothing mainte- University Year for Action program.  If you Volunteer tax counseling.  You do not in-
nance, entertainment and recreation, receive a stipend as a full-time student for clude in your income any reimbursements
transportation, and other miscellaneous you receive for transportation, meals, andservice in the University Year for Action pro-
expenses. other expenses you have in training for, orgram, you must include the stipend in your

actually providing, volunteer federal incomeincome as wages.• Leave allowances.
tax counseling for the elderly (TCE).

• Readjustment allowances or ‘‘termination You can deduct as a charitable contribu-Older American programs.  Do not includepayments.’’ These are considered re- tion your unreimbursed out-of-pocket ex-in your income amounts you receive for sup-ceived by you when credited to your penses in taking part in the volunteer incomeportive services or reimbursements for out-account. tax assistance (VITA) program. of-pocket expenses from the following
programs:Example.  Gary Carpenter, a Peace Statutory EmployeesCorps volunteer, gets $175 a month during • Retired Senior Volunteer Program Statutory employees are considered self-his period of service, to be paid to him in a (RSVP), employed independent contractors for pur-lump sum at the end of his tour of duty. Al-

poses of reporting income and expenses on• Foster Grandparent Program, andthough the allowance is not available to him
their tax returns. If you are a statutory em-until the end of his service, Gary must in- • Senior Companion Program. ployee, get Publication 525 for moreclude it in his income on a monthly basis as it
information.is credited to his account.

Other Volunteer Programs ACTION
If you receive amounts for supportive ser-ACTION participants perform services in an-
vices or are reimbursed for out-of-pocket ex-tipoverty programs and Older American vol-
penses under either of the following volun-unteer programs. Some amounts these par-
teer programs, you do not include theseticipants receive are taxable and others are
amounts in your gross income:exempt from tax.
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1–800–325–0778. When you get the state- • The amount of tips you paid out to other
ment from SSA, you should check it to be employees through tip splitting, etc., and
sure it includes all of your earnings.7. • The names of the other employees to

whom you paid tips.
Useful ItemsTip Income You may want to see: Make the entries in your daily record on

or near the date you receive the tip income.
Publication Your records should also show the date each

entry is made.❏ 531 Reporting Tip Income
Introduction ❏ 1244 Employee’s Daily Record of

Other documentation.  If you do not keep aTips and Report to EmployerThis chapter discusses the tax rules for peo- daily record of tips, you must maintain other
ple who receive tips, such as waiters, wait- documentation of the tip income you receive.Form (and Instructions)resses, other food service employees, hair- This other documentation must be as credi-
dressers, cab drivers, and casino dealers. It ❏ 4137 Social Security and Medicare ble and reliable as a daily record. This other
includes: Tax on Unreported Tip Income documentation can be:
• What records of tips you should keep, • Documentary records that show tips

added to checks by customers and paid• When and how to report tips to your
over to you, oremployer,

Reporting Tips • Amounts paid for food or beverages on• What taxes your employer must withhold
which you generally would receive a tip.from your tips, You must report all tips as wages on Form

1040, Form 1040A, or Form 1040EZ. This in-• How to treat tips you did not report to your Examples of other documentarycludes the value of tips not paid in cash, suchemployer, and records are copies of:as passes, tickets, goods, or services. If you
• Whether tip allocation affects you and how received tips of $20 or more in a month and • Restaurant bills,

to report your tips if your employer allo- you did not report all of them to your em-
• Credit card charges, orcates tips. ployer, you must file Form 1040 and Form
• Charges under any other arrangement4137. You cannot file Form 1040A or Form

All tips you receive are taxable income containing amounts added by customers1040EZ. If you are a railroad employee and
and are subject to federal income tax. You as tips.you did not report tips of $20 or more, contact
must include in gross income tips you re- your employer.
ceive directly from customers, tips from Which form to use.  You can use Form
charge customers that are paid to you by Service charges.  A club, hotel, or restau- 4070–A, Employee’s Daily Record of Tips, to
your employer, and your share of any tips rant may require customers who use its din- record your tips.
you  rece ive  under  a  t i p -sp l i t t i ng ing or banquet rooms to pay a service Form 4070–A  can be found only in Publi-
arrangement. charge, which is given to the waiters or wait- cation 1244, Employee’s Daily Record of

resses and other employees. Your share of Tips and Report to Employer. You can get
Withholding tax on tips.  Cash tips of $20 this service charge is not a tip, but it is part of Publication 1244 from the IRS or your
or more that you receive in a month while your wages paid by the employer. You employer.
working for any one employer are subject to should not include your share of the service
withholding of income tax, social security or charge in your report of tips to your em- Your personal records.  You should keep
railroad retirement tax, and Medicare tax. ployer. Your employer should not include your daily tip record and a copy of the written
Report the tips you receive to your employer your share of the service charge in tips paid reports you give your employer with your
so that the correct amount of these taxes can to you, but should include it in your wages. personal records.
be determined. This is explained under With-
holding on Tips by Employer, later in this Tip splitting.  If you split tips with fellow em- When to Report
chapter. ployees (such as waiters giving a part of their

Tips to Employer tips to busboys), include only your share of
You must give your employer a written reportthe tips in your report to your employer. ‘‘TipSocial security or railroad retirement ben-
of your tips for each month by the 10th daysplitting’’ may be referred to also as ‘‘tip shar-efits.  Your tips and other pay are used to de-
of the next month. This report is required foring’’ or ‘‘tip pooling.’’termine the amount of social security or rail-
each month that you receive tips of $20 orroad retirement benefits you or your family
more while working for that employer.may receive if you retire, become disabled, Daily Record of Tips

Saturday, Sunday, holiday rule.  If theor die. Also, your tip income will be consid- You must keep a daily record or other doc- 10th day of the month falls on a Saturday,ered in determining your eligibility for Medi- umentation to prove the amount of tip in- Sunday, or legal holiday, you can give yourcare benefits at age 65 or if you become dis- come you report on your return. employer the report on the next day that isabled. You can get information about these
not a Saturday, Sunday, or legal holiday.benefits from Social Security offices or Rail- Daily record.  Your daily record must show

road Retirement Board offices. Noncash tips Example.  You must report tips of $20 orthe following.
are not counted as wages for social security more you receive during May 1995 to your

• Your name and address,purposes. employer by Monday, June 12, 1995.
Your future benefits can be figured cor- • Your employer’s name, and

rectly only if the Social Security Administra- • The establishment’s name. How to Report
tion (SSA) has your correct information. To

Tips to Employer make sure that you have received credit for Also show for each workday:
The following discussions refer only to tipsall your earnings, you should request a state-

• The amount of cash tips you receive di- paid by cash, credit card, and check.ment of your earnings from SSA at least
rectly from customers or from otherevery other year. You can get information on
employees,how to receive a statement of your earnings Less than $20 in tips in one month.  If you

by calling 1–800–SSA–1213, or for the hear- • Tips from credit card charge customers receive less than $20 in tips while working for
ing impaired with access to TDD equipment, when paid to you by your employer, one employer during a month, you do not
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have to report them to that employer. But you must report. If you do not use Form 4070, taxes, the amounts will be applied in the fol-
your report should include the following. lowing order. Your employer will first with-must include the tips in gross income on your

hold from your wages all taxes due on yourincome tax return. You do not have to pay • The amount of tips,
regular wages. This includes withholding forsocial security tax, Medicare tax, or railroad

• Your employer’s name and address, state and local income tax. Next, your em-retirement tax on these tips.
ployer will withhold from the balance of your• Your name, social security number, and
wages taxes due on your reported tips. So-address,$20 or more in tips in one month.  If you re-
cial security and Medicare tax on reportedceive tips of $20 or more in a month while • The month (or shorter period) covered,
tips will be withheld before any income taxworking for any one employer, you must re-

• Your signature, and will be withheld. Any taxes that remain un-port the total amount of your tips to that
paid should be collected by the employer out• The date of the report.employer.
of your next paycheck.Example 1.  You work for Watson’s Res-

You may pay estimated tax instead of
taurant during the month and receive $75 in giving your employer extra money. See
tips. Because your tips are more than $20 for Chapter 5 for information on estimated tax.
the month, you must report the $75 to your Withholding on Tips Uncollected employee social security
employer. and Medicare tax on tips.  Box 13 (code A)by EmployerExample 2.  You work for Watson’s Res- on your Form W–2 will show the amount of
taurant during the month and receive $17 in Your employer must withhold income tax, so- social security tax on tips that your employer
tips. In that same month you work for Park- cial security or railroad retirement tax, and was unable to withhold and for which you did

Medicare tax on the tips you report. Your em-view Restaurant and get $14 in tips. Even not give your employer extra money to pay
ployer usually deducts the withholding duethough your tips total $31, you do not have to the tax.
on tips from your regular wages. However,report tips to either employer because you Box 13 (code B) will show the amount of
you do not have to have income tax withhelddid not receive $20 or more in tips from either Medicare tax on tips that your employer was
if you can claim exemption from withholding.job. However, you should keep a record of unable to withhold and for which you did not
You can claim exemption only if you had nothe $31 because you must report it as in- give your employer extra money to pay the
income tax liability last year and expect nonecome on your tax return. tax.
this year. See Exemption From Withholding You must file Form 1040 to report the
in Chapter 5 for more information. amount of uncollected tax on tips from BoxWhen to report tips to your employer.

13 (code A and B), Form W–2, and pay it withYour tip report to your employer should cover
Employer’s recordkeeping. Your employer your return, even if you do not otherwiseonly one calendar month. But, your employer
may withhold an estimated amount from your have to file a return. Include the amount ofmay require you to report your tips more
wages to cover the tax on your tips. Your em- uncollected tax in the total on line 53 of Formoften than once a month. For example, you
ployer also may require your written tip re- 1040. On the dotted line next to line 53, writemay be required to report your tips weekly. In
ports more than once a month and deduct ‘‘Uncollected Tax’’ and show the amount.this case, you must make your report on the
the taxes due on your reported tips evendates set by your employer.
though they do not yet total $20. If this is Limit on social security and railroad re-When you stop working for your em-
done, your employer must adjust the amount tirement tax.  There are limits on the amountployer, you should report your tips of $20 or
of taxes withheld from time to time, based on of social security and railroad retirement taxmore to your employer at that time. If you do
the actual amount of tips you report. that your employer withholds from yournot report the tips when you stop working,

wages and reported tips. If you worked foryou must give a statement to your employer
Form W–2.  The Form W–2, Wage and Tax two or more employers in 1994, and youeither before your final payday or by the 10th
Statement, which you get from your em- earned more than $60,600 ($45,000 if youday following the month you receive the tips,
ployer, includes your reported tips. are a railroad employee), you may havewhichever is earlier.

overpaid one or more of these taxes. You• Box 1 includes your total wages, other
may be eligible for a credit for excess socialcompensation, and the tips you reported.Date tips are treated as paid.  Tips are
security tax or railroad retirement tax, dis-treated as paid to you when you make the • Box 3 is your social security wages not in- cussed in Chapter 36.written report to your employer. However, if cluding tips.

you make no report to your employer, tips
• Box 7 is your social security tips, the tips Note.  Beginning in 1994, your entireare treated as paid to you when you receive

you reported to your employer. wages and reported tips are subject to Medi-them.
care tax.• Box 5 is your Medicare wages and tips,Example 1.  During December 1994, you

which for most persons will be the sum ofreceived $300 in tips. On January 10, 1995,
boxes 3 and 7. Your Medicare wages and No limit for withholding of income tax.you reported the tips to your employer. Your
tips total will be higher if your wages and Unlike the social security and railroad retire-December 1994 tips will be treated as paid to
tips are more than $60,600. ment taxes, there is no dollar limit on the in-you in January 1995, the time you made the

come tax withheld on wages and tips. The in-report to your employer. You must report the
Any tips that are allocated to you (discussed come tax withheld by your employer will$300 on your 1995 income tax return.
later) are shown in box 8. Allocated tips are either decrease what you owe at the end of

Example 2.  If during December 1994 not included in boxes 1, 5, and 7. Any errors the year or increase your refund when you
your tips were only $18, you would not have you find in these amounts should be brought file your return.
to make a report to your employer. In this to your employer’s attention as soon as pos-
case your tips are treated as paid in Decem- sible so you can obtain a corrected form.
ber 1994, the time you actually received
them. You must report the $18 on your 1994 Tips Not ReportedGiving your employer money for taxes.
income tax return. Your regular pay may not be enough for your to Employer employer to withhold all the tax due on your
Information you must report.  To report regular pay plus reported tips. You can give If you received tips of $20 or more in any
tips to your employer, you can use Form your employer money to pay this withholding month while working for one employer, but
4070, Employee’s Report of Tips to Em- tax up to the close of the calendar year. did not report all of them to your employer,
ployer. This form, available only in Publica- If your wages and any money you provide you must figure your social security and
tion 1244, tells you what information you are not enough to pay all of your withholding Medicare tax on the tips not reported. You
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should use Form 4137 and attach it to Form to you if you report tips at least equal to your to your employer, unreported tips, and allo-
1040. See Social Security and Medicare Tax cated tips that you must report as income.share of 8% of total sales.
on Unreported Tip Income (Form 4137), Report on line 2 the amount of tips you re-If the customers do not tip 8% on the av-
later. ported to your employer and on line 4 theerage, either your employer or a majority of

amount of tips you did not report because thethe directly-tipped employees may petition to
Employees subject to the Railroad Retire- total was less than $20 in a calendar month.have the allocation percentage reduced from
ment Act.  If you received tips of $20 or more These amounts are subtracted from the8%. However, it cannot be reduced below
in any month while working for a railroad em- amount on line 1. The balances on lines 92%.
ployer and did not report them to your em- and 5 are the unreported tips subject to so-
ployer, do not use Form 4137. Instead, see cial security and Medicare tax figured on

Allocated tips on Form W-2.  Your em-Employees subject to the Railroad Retire- Form 4137.
ployer will report the amount of tips allocatedment Act, in Publication 531.
to you on your Form W–2 (in box 8), sepa- Note:  Only include cash, check, and
rately from your wages and reported tips.Penalty for failure to report tips.  If you do charge tips when completing Form 4137.
Your employer bases withholding only onnot report tips to your employer as required, The value of tips not paid in cash or by check
wages and reported tips. Your employeryou may be subject to a penalty equal to 50% or charge card are not counted as wages for
should not withhold income, social secur-of the employee social security or railroad re- social security and Medicare tax purposes.
ity, railroad retirement, or Medicare taxestirement tax and Medicare tax, in addition to Be sure to complete Schedule U on the
from the allocated amount. Any incorrectlythe tax that you owe. bottom of Form 4137. Schedule U is used by
withheld taxes should be refunded to you byReasonable cause.  You can avoid this the Social Security Administration to credit
your employer.penalty if you can show reasonable cause for your social security and Medicare accounts.

not reporting these tips to your employer. To Attach Form 4137 to Form 1040. Enter
do so, attach a statement to your return ex- Allocated tips you must report as income. the tax on line 50 of Form 1040. You may not
plaining why you did not report them. use Form 1040EZ or Form 1040A. You must report as income on Form 1040,

line 7, at least the amount of allocated tips
Note:  Do not include on line 50, Formshown on your Form(s) W–2 unless you

1040, any amount of uncollected social se-have adequate records that prove you re-Tip Allocation 
curity tax and Medicare tax due on tips youceived a smaller amount. If you have

Large food or beverage establishments are did report to your employer. This amount, ifrecords, you must report as income the
required to report certain additional informa- any, is shown in Box 13 on Form W–2. In-amount of tips your records show you actu-tion about tips to the IRS. stead, see Uncollected employee social se-ally received, even if this amount is more orTo make sure that employees are cor- curity and Medicare tax on tips under With-less than the allocated tips. The IRS may de-rectly reporting tips, employers must keep holding on Tips by Employer for the methodtermine that you received a larger amount ofrecords to verify amounts reported by em- of paying these taxes.tip income than reflected by the tip allocation.ployees. Certain employers must allocate

For more information on these require-tips if the percentage of tips reported by em-
ments, see Tip Allocation in Publication 531.ployees falls below a required minimum per-

centage of gross sales. To ‘‘allocate tips’’
means to assign an additional amount as tips
to each employee whose reported tips are Social Security andbelow the required percentage.

Medicare TaxHow the rules work.  If the rules on tip allo-
cation apply to your employer’s establish- on Unreported Tip
ment, your employer must allocate the differ-
ence between 8% of total sales (or some Income (Form 4137) 
lower acceptable percentage) and the

Report on line 1 of Form 4137 all of the tipsamount of reported tips among all tipped em-
you received. This includes tips you reportedployees. However, no allocation will be made
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income from passive activities. You gener-
ally cannot use passive activity losses to off-Introduction
set your other income, such as your wages8.

This chapter discusses: or your portfolio income (that is, any gross
• Different types of interest income, income from interest, dividends, etc., that isInterest Income not derived in the ordinary course of a trade• What interest is taxable and what interest

or business). For more information about de-is nontaxable,
termining and reporting income and losses

• When to report interest income, and from passive activities, see Publication 925.
• How to report interest income on your tax

return. Tax on investment income of a child
under age 14.  Part of a child’s investmentImportant Reminders In general, any interest that you receive income may be taxed at the parent’s tax rate.

or that is credited to your account and can be This may happen if the child is under age 14,
withdrawn is taxable income. (It does notMarket discount rules changed for cer- has more than $1,200 of investment income
have to be entered in your passbook.) Ex-tain taxable bonds.  Bonds issued before (such as taxable interest and dividends) and
ceptions to this rule are discussed later inJuly 19, 1984, are subject to the rules for is required to file a tax return, and either par-
this chapter.market discount bonds if you purchased ent is alive at the end of the year. If these re-

As an important part of your records, youthem after April 30, 1993. For more informa- quirements are met, Form 8615, Tax for
should keep a list showing sources andtion, see Market discount bonds later in this Children Under Age 14 Who Have Invest-
amounts of interest received during the year.chapter. ment Income of More Than $1,200, must be

You may be able to deduct expenses you completed and attached to the child’s tax re-
have in earning this income on Schedule A turn. If these requirements are not met, Form
(Form 1040) if you itemize your deductions. 8615 is not required and the child’s income isMarket discount rules changed for cer-
See Chapter 30. taxed at his or her own tax rate.tain tax-exempt bonds.  When you redeem

or dispose of tax-exempt bonds that you However, the parent can choose to in-
Useful Itemsbought after April 30, 1993, any gain from clude the child’s interest and dividends on
You may want to see: the parent’s return if certain requirementsmarket discount is taxable as ordinary in-

are met. Use Form 8814, Parents’ Electioncome. For tax-exempt bonds that you bought
Publication To Report Child’s Interest and Dividends, forbefore May 1, 1993, the gain from market

this purpose.discount is capital gain. For more informa- ❏ 525 Taxable and Nontaxable Income
tion, see Market discount bonds later in this For more information about the tax on in-

❏ 537 Installment Sales
vestment income of children and the parents’chapter.

❏ 550 Investment Income and election, see Chapter 32.
Expenses

Tax exemption continued for qualified Beneficiary of an estate or trust.  Interest,❏ 925 Passive Activity and At-Risk
mortgage bonds and qualified small is- dividends, or other investment income youRules
sue bonds.  The interest on qualified mort- receive as a beneficiary of an estate or trust❏ 1212 List of Original Issue Discount
gage bonds and qualified small issue bonds is generally taxable income. You should re-Instruments
was scheduled to become taxable on bonds ceive a Schedule K–1 (Form 1041),
issued after June 30, 1992. Instead, the ex- Beneficiary’s Share of Income, Deductions,Form (and Instructions)

Credits, etc., from the fiduciary. Your copy ofemption from tax on these bonds has been
❏ Schedule B (Form 1040) Interest Schedule K–1 and its instructions will tell youextended, and interest on these bonds con-

and Dividend Income where to report the items on your Form 1040.tinues to be exempt from tax. For more infor-
❏ Schedule 1 (Form 1040A) Interestmation about tax-exempt bonds, see State or

and Dividend Income for Form 1040ALocal Government Obligations later in this Backup withholding. To ensure that in-
Filerschapter. come tax is collected on interest and other

types of income that generally are not sub-❏ 1099 1994 Instructions for Forms
ject to withholding, backup withholding will1099, 1098, 5498, and W–2G

Education Savings Bond Program.  You apply in certain circumstances.
❏ 3115 Application for Change inmay be able to exclude from income interest Under backup withholding, when youAccounting Method

on qualified U.S. savings bonds that you re- open a new account you must certify under
❏ 8815 Exclusion of Interest Fromdeem if you pay qualified higher educational penalties of perjury that your social security

Series EE U.S. Savings Bonds Issuedexpenses. These are expenses for tuition number is correct and that you are not sub-
After 1989and required fees at an eligible educational ject to backup withholding. If you fail to make

institution (college or eligible vocational this certification, backup withholding may be-❏ 8818 Optional Form To Record
school) for you, your spouse, or your depen- gin immediately on your new account or in-Redemption of Series EE U.S. Savings
dent. A ‘‘qualified U.S. savings bond’’ is a Se- vestment, and 31% of the interest paid onBonds Issued After 1989
ries EE savings bond that is issued after De- your account will be withheld. Your payer will
cember 31, 1989, to an individual 24 years give you a Form W–9, Request for Taxpayer
of age or older. Identification Number and Certification, or a

similar form, to make this certification.General Information Backup withholding may also be required if
Reporting tax-exempt interest.  You must the Internal Revenue Service (IRS) has de-A few items of general interest are covered
show on your tax return the amount of any termined that you underreported your inter-here.
tax-exempt interest you received or accrued est or dividend income. For more informa-
during the tax year. This is an information-re- tion, see Backup Withholding in Chapter 5.Passive activity income and losses.
porting requirement and does not convert There are tax rules which limit the amount of
tax-exempt interest to taxable interest. For Social security number.  You must givelosses and tax credits from passive activities
more information, see How to Report Interest your name and social security number to anythat you can claim. Generally, you can use
Income later in this chapter. person required by federal tax law to make alosses from passive activities only to offset
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return, statement, or other document that re- Reporting backup withholding.  If 1) The financial institution is bankrupt or in-
solvent, orbackup withholding is deducted from your in-lates to you. This includes payers of interest.

terest income, the payer must give you aIf you are married and the funds in a joint ac- 2) The state where the financial institution
Form 1099–INT that indicates the amountcount belong to you, you should give your so- is located has placed limits on withdraw-
withheld. The Form 1099–INT will show anycial security number to the payer of the inter- als because other banks in the state are
backup withholding as ‘‘Federal income taxest. If the funds in the account belong to both bankrupt or insolvent.
withheld.’’you and your spouse, you may give either

Nominees. Generally, if someone re-your number or your spouse’s number. But Exclude from your gross income interest
ceives interest as a nominee for you, thatthe number you provide must correspond credited during 1994 on frozen deposits that
person will give you a Form 1099–INT show-with the name listed first on the account. You you could not withdraw by the end of 1994.
ing the interest they received on your behalf.must give the payer the correct social secur- Amount to exclude.  The amount of in-

If you receive a Form 1099–INT that in-ity number if the number being used is terest you must exclude from gross income
cludes amounts belonging to another per- in 1994 is the interest that was credited onwrong.
son, see the discussion on nominee distribu- the frozen deposits minus the sum of:Penalty.  If you do not give your social
tions, later, under How to Report Interestsecurity number to the payer of interest, you 1) The net amount you withdrew from
Income.may have to pay a penalty. See Penalty for these deposits during 1994, and

Incorrect amount.  If you receive a Formfailure to supply social security number
2) The amount you could withdraw as of1099–INT that shows an incorrect amountunder Penalties in Chapter 1. Backup with-

the end of 1994 (not reduced by any(or other incorrect information), you shouldholding also may apply. See Backup With- penalty for premature withdrawals of a
ask the issuer for a corrected form. The newholding in Chapter 5. time deposit).
Form 1099–INT you receive will be marked
‘‘CORRECTED.’’Joint accounts. In a joint account, two or If you receive a Form 1099–INT for interest

more persons, such as you and your spouse, income on deposits that were frozen at the
Interest on Form 1099–OID.  Reportable in-hold property as joint tenants, tenants by end of 1994, see Frozen deposits later under
terest income may also be shown on Formthe entirety, or tenants in common. That How to Report Interest Income, for informa-
1099–OID, Original Issue Discount. Forproperty can include a savings account or tion about reporting this interest income ex-
more information about amounts shown onbond. Each person receives a share of any clusion on your 1994 tax return.
this form, see Original Issue Discount (OID),interest from the property. Each person’s The interest you excluded from your in-
later in this chapter.share is determined by local law. come in 1994 must be reported in the later

tax year when you can withdraw it from your
Individual Retirement Arrangements account.Income from property given to a child. 
(IRAs).  Interest that you earn on an IRA isProperty you give as a parent to your child Example.  $100 of interest was credited
tax-deferred. You generally do not include itunder the Model Gifts of Securities to Minors on your frozen deposit during the year. You
in your income until you make withdrawalsAct, the Uniform Gifts to Minors Act, or any withdrew $80 but could not withdraw any
from the IRA. Nor is it included in the amountsimilar law, is a true gift for federal gift tax more as of the end of the year. Your net
to be reported as tax-exempt interest. Seepurposes. amount withdrawn was $80. You must ex-
Chapter 18. clude $20. You must include $80 in your in-Income from property transferred under

come for the year.these laws is taxable to the child unless it is
Exempt-interest dividends  you receiveused in any way to satisfy a legal obligation
from a regulated investment company (mu- Interest on VA dividends.  Interest on in-of support of that child. The income is taxable
tual fund) are not included in your taxable in- surance dividends that you leave on depositto the person having the legal obligation to
come. (However, see Information reporting with the Department of Veterans Affairs (VA)support the child (parent or guardian) to the
requirement, next.) You will receive a notice is not taxable. This includes interest paid onextent that it is used for the child’s support.
from the mutual fund telling you the amount dividends on converted United States Gov-Savings account with parent as trus-
of the tax-exempt interest dividends that you ernment Life Insurance and on National Ser-tee.  Interest income derived from a savings
received. Exempt-interest dividends are not vice Life Insurance policies.account opened for a child who is a minor,
shown on Form 1099–DIV or Form 1099–but placed in the name and subject to the or-
INT.der of the parents as trustees, is taxable to

Information reporting requirement.  Al-the child, if, under the law of the state in Taxable Interest though exempt-interest dividends are notwhich the child resides:
Taxable interest includes interest you re-taxable, you must show them on your tax re-

1) The savings account legally belongs to ceive from bank accounts, loans you make toturn if you are required to file. This is an infor-
the child, and others, and interest from most other sources.mation reporting requirement and does not

The following are some other sources of tax-convert the exempt-interest dividend to taxa-2) The parents are not legally permitted to
able interest.ble income. See How to Report Interest In-use any of the funds to support the child.

come, later.
Dividends that are actually interest.  Cer-

Form 1099–INT. Interest income is gener- tain distributions commonly referred to asNote:  Exempt-interest dividends may beally reported to you on Form 1099–INT, In- dividends are actually interest. You must re-treated as tax-exempt interest on specifiedterest Income, or a similar statement, by port as interest so-called ‘‘dividends’’ on de-private activity bonds, which is a ‘‘tax prefer-banks, savings and loans, and other payers posits or on share accounts in:ence item’’ that may be subject to the alter-of interest. This form shows you the interest
native minimum tax. See Alternative Mini- Cooperative Banksyou received during the year. Keep this form
mum Tax in Chapter 31 for more information. Credit Unionsfor your records. You do not have to attach it
Publication 550 contains a discussion on pri-to your tax return. Domestic Building and Loanvate activity bonds, under State or LocalReport on your tax return the total AssociationsGovernment Obligations.amount of interest income that is shown on

Domestic Savings and Loan
any Form 1099–INT that you receive for the Associations
tax year. You must also report all of your in- Interest income on frozen deposits.  A fro-

Federal Savings and Loan Associationsterest income for which you do not receive a zen deposit is an account from which you are
Form 1099–INT. unable to withdraw funds because: Mutual Savings Banks
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Money market funds.  Generally, amounts Prepaid insurance premiums.  Any in- Bonds traded flat.  If you purchase bonds
crease in the value of prepaid insurance pre-you receive from money market funds should when interest has been defaulted or when
miums, advance premiums, or premium de-be reported as dividends, not as interest. the interest has accrued but has not been
posit funds is interest if it is applied to the paid, that interest is not income and is not
payment of premiums due on insurance poli-Money market certificates, savings certif- taxable as interest if later paid. Such pay-
cies or made available for you to withdraw.icates, and other deferred interest ac- ments are returns of capital which reduce the
Your insurance company must give you acounts.  If you open any of these accounts, remaining cost basis. Interest which accrues
Form 1099–INT showing the interest youand interest is paid at fixed intervals of one after the date of purchase, however, is taxa-
earned for the year if you had $10 or more ofyear or less during the term of the account, ble interest income for the year in which re-
interest income from that company.you must include this interest in your income ceived or accrued. See Bonds Sold Between

when you actually receive it or are entitled to Interest Dates, later, for more information.
U.S. obligations. Interest on U.S. obliga-receive it without paying a substantial pen-
tions, such as U.S. Treasury bills, notes, andalty. The same is true for accounts that ma- Interest on below-market loans.  A below-
bonds, issued by any agency or instrumen-ture in one year or less and give a single pay- market loan is a loan on which no interest is
tality of the United States, is taxable for fed-ment of interest at maturity. If interest is charged or on which interest is charged at a
eral income tax purposes, but is exempt fromdeferred for more than one year, see Original rate below the applicable federal rate. See
all state and local income taxes.Issue Discount (OID), later. Below-Market Loans in Publication 550 for

Treasury bills are issued at a discountMoney borrowed to invest in money more information.and generally have 13–week, 26–week, andmarket certificate.  The interest you pay on
52–week maturity periods. The differencemoney borrowed from a bank or savings in-
between the discounted price you pay for the U.S. Savings Bondsstitution to meet the minimum deposit re-
bills and the face value you receive at matur-quired for a money market certificate from You may earn interest on U.S. Savings
ity is interest income. Report this interest in-the institution and the interest you earn on Bonds in one of two ways. On some bonds,
come when the bill is paid at maturity.the certificate are two separate items. You interest is paid at stated intervals by interest

Treasury notes range in maturity periodsmust report the total interest you earn on the checks or coupons. Other bonds are issued
from 1 to 10 years. Maturity periods for Trea-certificate in your income. You may deduct at a discount and pay all interest at redemp-
sury bonds are longer than 10 years. Boththe interest you pay, as investment interest tion or maturity. The interest on the latter isnotes and bonds generally pay interest everysubject to certain limits, only if you itemize the difference between what you pay for the6 months. Report this interest for the yeardeductions. The limits are discussed in bond and its redemption or maturity value.paid. For more information, see U.S. Trea-Chapter 3 of Publication 550 under Limit on This section provides information on dif-sury Bills, Notes, and Bonds in PublicationInvestment Interest. ferent types of U.S. Savings Bonds, how to550.

Example.  You deposit $5,000 with a report the interest income on these bonds,For information on Series EE and Series
bank and borrow $5,000 from the bank to and how to treat transfers of these bonds.HH Savings Bonds, see U.S. Savings
make up the $10,000 minimum deposit re- Bonds, later.
quired to buy a 6–month money market cer- Cash-basis taxpayers.  If you use the cash
tificate. The certificate earns $575 at maturity method of accounting, as most individualInterest on tax refunds. Interest you re-
in 1994, but you receive only $265, which taxpayers do, you generally report the inter-ceive on tax refunds is taxable income.
represents the $575 you earned minus $310 est on U.S. Savings Bonds when you receive
interest charged on your $5,000 loan. The it. The cash method of accounting is ex-Interest on condemnation award.  If the
bank gives you a Form 1099–INT for 1994 plained in Chapter 1 under Accountingcondemning authority pays you interest to
showing the $575 interest you earned. The Methods.compensate you for a delay in paying an
bank also gives you a statement showing award, the interest is taxable.
that you paid $310 interest for 1994. You

Accrual-basis taxpayers.  If you use an ac-must include the $575 in your income. You Installment sale payments.  Certain de- crual method of accounting, you must reportmay deduct up to $310 on Schedule A (Form ferred payments you receive under a con- interest on U.S. Savings Bonds each year as1040) if you itemize your deductions, subject tract for the sale or exchange of property pro- it accrues. You cannot postpone reporting in-to the investment interest expense limit. vide for interest that is taxable. If little or no terest until you receive it or the bonds ma-
interest is provided for in certain contracts ture. Accrual methods of accounting are ex-Gift for opening account.  The fair market with payments due more than one year after plained in Chapter 1 under Accountingvalue of ‘‘gifts’’ or services you receive for the date of sale, each payment due more Methods.making long-term deposits or for opening ac- than 6 months after the date of sale will be

counts in savings institutions is interest. Re- treated as containing interest. These un- Series HH Bonds.  These bonds are issuedport it in income in the year you receive it. stated interest rules apply to certain pay- at face value. Interest is paid twice a year byExample.  In 1994, you open a savings ments received on account of a seller-fi-
check or by direct deposit to your bank ac-account at your local bank. The account nanced sale or exchange of property. See
count. If you are a cash-basis taxpayer, youearns $20, which is credited as interest. You Unstated Interest in Publication 537, Install-
must report interest on these bonds as in-also receive a $10 calculator. If no other in- ment Sales.
come in the year you receive it.terest is credited to your account during

Series HH Bonds were first offered in1994, the Form 1099–INT you receive would Interest on annuity contract.  Accumulated
1980. Before 1980, Series H Bonds were is-show $30 interest income for 1994. interest on an annuity contract you sell
sued. Series H Bonds are treated the samebefore its maturity date is taxable.
as Series HH Bonds. If you are a cash-basisInterest on insurance dividends.  Interest
taxpayer, you must report the interest whenon insurance dividends that you leave on de- Usurious interest.  Usurious interest is tax-
you receive it.posit with an insurance company, that is able unless state law automatically changes

credited annually, and that can be withdrawn it to a payment on the principal. Usurious in-
Series EE Bonds.  These bonds are issuedannually, is taxable to you when the interest terest is interest charged at an illegal rate.
at a discount. You pay less than the faceis credited to your account. However, if you
value for the bonds. The face value is paya-can only withdraw it on the anniversary date Accrued interest on bonds.  If you sell
ble to you at maturity. The difference be-of the policy (or other specified date), the in- bonds between interest payment dates, the
tween the purchase price and the redemp-terest is taxable in the year in which that date accrued interest paid to you is taxable. See
tion value is taxable interest.occurs. Bonds Sold Between Interest Dates, later.
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Series EE Bonds were first offered in The extended maturity period of Series E for the year of reissue all interest that you
1980. Before 1980, Series E Bonds were is- Bonds issued between May 1941 and No- earned on such bonds and have not previ-
sued. If you own either Series EE or Series E vember 1965 ends 40 years from their issue ously reported. But, if the bonds were reis-
Bonds and use the cash method of reporting dates. The Department of the Treasury has sued in your name alone, you do not have to
income, you can: announced that no further extension will be report the interest accrued at that time. This

given to these bonds. Therefore, if you have same rule applies when bonds are trans-1) Postpone reporting the interest until the
postponed reporting interest on Series E ferred between spouses incident to divorce.earlier of the year you cash the bonds or
Bonds purchased in 1954, you must report Purchased jointly.  If you buy Series EEthe year in which they finally mature
the interest on your 1994 return, unless you or Series E Bonds jointly with a co-owner(method 1), or
trade your Series E Bonds for Series HH and have them reissued in the co-owner’s

2) Choose to report the increase in re- Bonds. name alone, you must include in your gross
demption value as interest each year income for the year of reissue your share of
(method 2). Co-owners.  If you buy a U.S. Savings Bond all the interest earned on the bonds that you

issued in your name and another person’s have not previously reported. At the time of
Change from method 1.  If you want to name as co-owners, such as you and your reissue, the former co-owner does not have

change your method of reporting the interest child or you and your spouse, interest on the to include in gross income his or her share of
from method (1) to method (2), you can do so bond is generally taxable to the co-owner the interest earned that was not reported
without permission from the IRS. However, who bought the bond. If you used your funds before the transfer. This interest, however,
in the year of change you must report all in- to buy the bond, you must pay the tax on the as well as all interest earned after the reis-
terest accrued to date and not previously re- interest. This is true even if you let the other sue, is income to the former co-owner.
ported for all such bonds. co-owner redeem the bond and keep all the This income reporting rule also applies

Once you choose to report the interest proceeds. Under these circumstances, since when the bonds are reissued in the name of
each year, you must continue to do so for all the other co-owner will receive a Form 1099– your former co-owner and a new co-owner.
Series EE or Series E Bonds you own and for INT at the time of redemption, the other co- But the new co-owner will report only his or
any you get later, unless you request permis- owner must provide you with another Form her share of the interest earned after the
sion to change, as discussed next. 1099–INT showing the amount of interest transfer.Change from method 2.  To change from the bond that is taxable to you. The co- If bonds that you and a co-owner boughtfrom method (2) to method (1), complete owner who redeemed the bond is a ‘‘nomi- jointly are reissued to each of you sepa-Form 3115, Application for Change in Ac- nee.’’ See Nominee distributions and ac- rately in the same proportion as your contri-counting Method, and attach it to your in- crued interest (Form 1040), later, under How bution to the purchase price, neither you norcome tax return for the year of change. Type to Report Interest Income, for more informa- your co-owner has to report at that time theor print at the top of page 1 of the Form 3115 tion about how a person who is a nominee interest earned before the bonds were‘‘Filed Under Rev. Proc. 89–46.’’ You must reports interest income belonging to another reissued.file your return by the due date (including ex- person.

Example.  You and your spouse eachtensions). You must identify the savings If you and the other co-owner each con-
spent an equal amount to buy a $1,000 Se-bonds for which you are requesting this tribute part of the purchase price, interest on
ries EE Savings Bond. The bond was issuedchange in accounting method. the bond is generally taxable to each of you,
to you as co-owners. You both postpone re-Permission for the change is automati- in proportion to the amount each of you paid.

cally granted if you attach to Form 3115 a porting interest on the bond. You later haveIf you and your spouse live in a commu-
statement that you agree to report all interest the bond reissued as two $500 bonds, one innity property state and hold bonds as com-
on the bonds acquired: your name and one in your spouse’s name.munity property, one-half of the interest is

At that time neither you nor your spouse hasconsidered received by each of you. If you1) During the year of change and for all
to report the interest earned to the date of re-file separate returns, each of you must reportsubsequent tax years, when the interest
issue. But if you bought the $1,000 bond en-one-half the bond interest. For more informa-is realized upon disposition, redemption,
tirely with your own funds, you must reporttion about community property, see Publica-or final maturity, whichever is earlier,
half the interest earned to the date of reissue.tion 555, Federal Tax Information on Com-and
This is the previously postponed interestmunity Property.

2) Before the year of change, when the in- earned on the $1,000 bond that is attributa-These rules are also contained in Table
terest is realized upon disposition, re- ble to the $500 bond issued to your spouse.8–1.
demption, or final maturity, whichever is
earlier, with the exception of any interest Transfer to a trust.  If you own Series EE orOwnership transferred.  If you bought Se-
income previously reported in prior tax Series E Bonds and transfer them to a trust,ries EE or Series E Bonds entirely with your
years. giving up all rights of ownership, you must in-own funds and have them reissued in your

clude in your income for that year the interestco-owner’s name or beneficiary’s name
Note.  If you plan to redeem Series EE earned to the date of transfer, if you have notalone, you must include in your gross income

bonds in the same year that you pay for
higher education expenses, you should use
method (1). See Education Savings Bond Table 8-1. Who Pays Tax on U.S. Savings Bond Interest
Program later for more information.

How Bond Is Purchased Who Must Pay Tax on Bond InterestBonds held beyond maturity.  If you
hold the bonds beyond the original maturity You use your funds to buy a bond in your name You
period, and if you have chosen to report the and the name of another person as co-owners.
interest each year, you must continue to do

You buy a bond in the name of another person, The person for whom you bought theso unless you get permission to change your
who is the sole owner of the bond. bondmethod of reporting. If you have chosen to

postpone reporting the interest, you need not You and another person buy a bond as Each of you, in proportion to the
include the interest in income for the year of co-owners, each contributing part of the amount you and the other co-owner
original maturity. Report it in the year you re- purchase price. each paid
deem the bonds or the year in which the ex-

You and your spouse, who live in a community If you file separate returns, each of youtended maturity period ends, whichever is
property state, buy a bond that is community generally pays tax on one-half.earlier. The original maturity period has been
property.extended on all Series E Bonds.
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already reported it. However, if you are con- you received cash in the trade. Any cash you sharing plan and not taxable as interest.
sidered the owner of the trust and if the in- received is income to the extent of the inter- (These amounts are generally shown on
crease in value both before and after the est earned on the bonds traded. When your Form 1099–R, Distributions From Pen-
transfer continues to be taxable to you, you Series HH or Series H Bonds mature, or if sions, Annuities, Retirement or Profit-
can continue to postpone reporting the inter- you dispose of them before maturity, you re- Sharing Plans, IRAs, Insurance Con-
est earned each year. You must include the port as interest the difference between their tracts, etc.)
total interest in your income when the bonds redemption value and your cost. Your cost is
are cashed or finally mature, whichever is the sum of your cost of the traded Series EE For information on including the correct
earlier. or Series E Bonds plus any amount you had amount of interest on your return for (1), (2),

to pay at the time of the trade.The same rules apply to previously unre- (3), and (4) above, see How to Report Inter-
ported interest on Series EE or Series E est Income, later. Publication 550 includesExample.  You trade Series E Bonds with
Bonds if the transfer to a trust consisted of examples showing how to report thesea redemption value of $2,723 for Series HH
Series HH or Series H Bonds you got in a amounts.Bonds. You get $2,500 in Series HH Bonds
trade for the Series EE or Series E Bonds. If you received a taxable distribution ofand $223 in cash. You must report the $223
See Savings bonds traded, later. bonds from a retirement or profit-sharingas taxable income in the year of the trade to

plan ((5), above), see Interest from U.S. Sav-the extent that you did not report interest on
Decedents. The manner of reporting inter- ings Bonds under How to Report Interest In-the Series E Bonds you traded.
est income on Series EE or Series E Bonds, come in Publication 550 for information on$500 minimum value.  Series EE or Se-
after the death of the owner, depends on the how to report the interest.ries E Bonds that you want to trade must
accounting and income reporting method have a current redemption value of $500 or
previously used by the decedent. If the Note.  U.S. Savings Bond interest is ex-more. To figure the current redemption value
bonds transferred because of death were empt from state and local taxes. The Formof the bonds to be traded, you must add the
owned by a person who used an accrual 1099–INT you receive will indicate theaccrued interest to their original purchase
method, or who used the cash method and amount that is for U.S. Savings Bond interestprice.
had chosen to report the interest each year, in Box 3. Do not include this amount on yourChoice to report interest in year of
the interest earned in the year of death up to state or local income tax return.trade.  You can choose to treat all of the ac-
the date of death must be reported on that crued interest on the Series EE or Series E
person’s final return. The person who ac- Bonds traded for Series HH Bonds as in-

Education Savings Bond Program. Youquires the bonds includes in income only in- come in the year of the trade.
may be able to exclude from income all orterest earned after the date of death.
part of the interest you receive on the re-If the transferred bonds were owned by a Form 1099–INT for U.S. Savings Bonds
demption of qualified U.S. Savings Bondsdecedent who used the cash method, who interest.  When you cash a bond, the bank
during the year if you pay qualified higher ed-had not chosen to report the interest each or other payer that redeems it must give you
ucational expenses during the same year.year, and who bought the bonds entirely with a Form 1099–INT if the interest part of the
This exclusion is known as the Educationhis or her own funds, all interest earned payment you receive is $10 or more. Box 3 of
Savings Bond Program.before death must be reported in one of the your Form 1099–INT should show the inter-

Married taxpayers who file separate re-following ways: est as the difference between the amount
turns do not qualify for this exclusion.you received and the amount paid for the1) The surviving spouse or personal repre- Qualified U.S. Savings Bonds.  A quali-bond. However, your Form 1099–INT maysentative (executor, administrator, etc.) fied U.S. Savings Bond is a Series EE U.S.show more interest than you are required towho files the final income tax return of Savings Bond issued after December 31,include on your income tax return. For exam-the decedent can choose to include on 1989. The bond must be issued either in yourple, this may happen if:that return all of the interest earned on name (sole owner) or in your and your

the bonds before the decedent’s death. 1) You chose to report the increase in the spouse’s name (co-owners). You must be at
The person who acquires the bonds redemption value of the bond each year. least 24 years old before the bond’s issue
then includes in income only interest The interest shown on your Form 1099– date.
earned after the date of death, or INT will not be reduced by amounts pre- The date a bond is issued may be earlier

viously included in income.2) If the choice in (1) is not made, the inter- than the date the bond is purchased because
est earned up to the date of death is in- bonds are issued as of the first day of the2) You received a bond from a decedent.
come in respect of a decedent. It should month in which they are purchased. You mayThe interest shown on your Form 1099–
not be included in the decedent’s final designate any individual (including a child)INT will not be reduced by any interest
return. All of the interest earned both as a beneficiary of the bond (payable onreported by the decedent before death,
before and after the decedent’s death is death).or on the decedent’s final return, or by
income to the person who acquires the the estate on the estate’s income tax Eligible expenses.  Qualified higher ed-
bonds. If that person uses the cash return. ucational expenses are tuition and fees re-
method and does not choose to report quired for you, your spouse, or your depen-3) Ownership of a bond was transferred.
the interest each year, he or she can dent (for whom you can claim an exemption)The interest shown on your Form 1099–
postpone reporting any of it until the to attend an eligible educational institution.INT will not be reduced by interest that
bonds are cashed or finally mature, Eligible expenses do not include expensesaccrued prior to the transfer.
whichever is earlier. In the year that per- for room and board or for courses involving

4) You redeemed a bond on which youson reports the interest, he or she can sports, games, or hobbies that are not part of
were named as a co-owner but for whichclaim a deduction for any federal estate a degree program.
you did not use your funds to buy thetax paid that was for the part of the inter- Eligible educational institutions.
bond. (See Co-owners, earlier in thisest included in the decedent’s estate. These institutions include most public and
chapter, for more information about the nonprofit universities and colleges and cer-
reporting requirements.)For more information on income in respect of tain vocational schools that are eligible for

a decedent, see Chapter 4. federal assistance.5) You received a taxable distribution of
Amount excludable.  If the total pro-bonds from a retirement or profit-sharing

ceeds (interest and principal) from the quali-Savings bonds traded.  If you traded Series plan. The interest shown on your Form
fied U.S. Savings Bonds you redeem duringE Bonds for Series H Bonds, or traded Series 1099–INT will not be reduced by the in-
the year are not more than your qualifiedEE or Series E Bonds for Series HH Bonds, terest portion of amounts taxable as a
higher educational expenses for the year,you did not realize taxable income unless distribution from a retirement or profit-
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you can exclude all of the interest. If the pro- Recordkeeping.  If you claim the interest For more information about insurance
ceeds are more than the expenses, you will proceeds received in installments, see Publi-exclusion, you must keep a written record of
be able to exclude only part of the interest. cation 525.the Series EE U.S. Savings Bonds issued af-

To determine the excludable amount, ter 1989 that you redeem. Your written re-
multiply the interest part of the proceeds by a Annuity.  If you buy an annuity with life insur-cord must include the serial number, issue
fraction. The numerator (top part) of the frac- ance proceeds, the annuity payments youdate, face value, and redemption proceeds
tion is the qualified higher educational ex- receive are taxed as pension and annuity in-of each bond. You may use Form 8818, Op-
penses you paid during the year. The de- come, not as interest income. See Publica-tional Form To Record Redemption of Series
nominator (bottom part) of the fraction is the tion 939, Pension General Rule (Nonsimpli-EE U.S. Savings Bonds Issued After 1989, to
total proceeds you received during the year. fied Method), for information on taxation ofkeep this information.

pension and annuity income.You should also keep bills, receipts, can-Example.  In April 1994, Mark and Joan,
celed checks, or other documentation thata married couple, cashed qualified Series EE
shows you paid qualified higher educationalU.S. Savings Bonds they bought in Novem- Original Issue
expenses during the year.ber 1990. In 1994, they helped pay for their Discount (OID) Verification by IRS.  Only Series EEdaughter’s college tuition. They received

Original issue discount (OID) is a form of in-proceeds of $5,800, representing principal of U.S. Savings Bonds issued after December
terest. You report OID as it accrues, whether$5,000 and interest of $800. The qualified 31, 1989, qualify for this exclusion. If you
or not you receive any payments from thehigher educational expenses they paid dur- claim the exclusion, IRS will check it by using
bond issuer.ing 1994 totaled $4,000. They can exclude bond redemption information from Depart-

A long-term debt instrument, such as a$552 ($800 × ($4,000 ÷ $5,800)) of interest in ment of the Treasury records.
bond, note, or other evidence of indebted-1994.
ness, generally has OID when the instrumentExclusion reduced for certain bene- Bonds Sold Between is issued for a price that is less than its statedfits.  Before you figure your interest exclu-
redemption price at maturity (principalsion, you must reduce your qualified higher Interest Dates
amount). The amount of OID is the differ-educational expenses by certain benefits the When bonds are sold between interest ence between the principal amount and thestudent may have received. These benefits dates, part of the sales price represents in- issue price of the instrument.include qualified scholarships that are ex- terest accrued to the date of sale. The seller All long-term debt instruments that payempt from tax and any other nontaxable pay- must report this interest in gross income. The no interest prior to maturity are presumed toments (other than gifts, bequests, or inheri- purchaser must treat this amount as a capital be issued at a discount. Zero-coupon bondstances) received for educational expenses, investment and deduct it from the next inter- are one example of such instruments.such as veterans’ educational assistance est payment as a return of capital. To do this, The OID rules do not apply to short-termbenefits and employer-provided educational the purchaser must: obligations (those with a fixed maturity dateassistance benefits. See Publication 520,
of one year or less from date of issue). See1) Report the total interest payment as tax-Scholarships and Fellowships, for more in-
Discount on Short-Term Obligations in Publi-formation on qualified scholarships. able interest on line 1 of Schedule B
cation 550.Modified adjusted gross income limit. (Form 1040), and

The interest exclusion is phased out if your
2) Show the accrued interest separately De minimis OID.  You can disregard the dis-modified adjusted gross income (modified

and subtract it from the total interest count and treat it as zero if it is less than one-AGI) is:
reported. fourth of 1% (.0025) of the stated redemption

• $41,201 to $56,200 for taxpayers filing sin- price at maturity, multiplied by the number of
gle, head of household, or qualifying wid- full years from the date of original issue toSee Nominee distributions and accrued in-
ow(er) with dependent child, and maturity. This small discount is known as ‘‘deterest (Form 1040), later under How to Re-

minimis OID.’’• $61,851 to $91,850 for married taxpayers port Interest Income, for information about
filing jointly. making this adjustment. Example 1.  You bought a 10–year bond,

If the bond is an original issue discount with a stated redemption price at maturity of
You do not qualify for the interest exclusion if $1,000, issued at $980 and having OID of(OID) debt instrument, see Original Issue
your modified AGI is equal to or more than $20. One-fourth of 1% of $1,000 (stated re-Discount (OID), later, to determine the OID
the upper limit for your filing status. demption price) times 10 (number of fullyou must include in income. Also, see Origi-

Modified AGI, for purposes of this exclu- years from the date of original issue to matur-nal issue discount (OID), under How to Re-
sion, is adjusted gross income (line 16 of ity) equals $25. Because the $20 discount isport Interest Income, for information on how
Form 1040A or line 31 of Form 1040) figured less than $25, you can disregard reportingto report OID on your income tax return.
before the interest exclusion, and modified the OID.If the bond has market discount, see Mar-
by adding back any: ket discount bonds, later under Original Is- Example 2.  Assume the same facts as in

sue Discount (OID), for information about the1) Foreign earned income exclusion, Example 1, except that the bond was issued
accrued market discount that must be recog- at $950. The OID is $50. Because the $502) Foreign housing exclusion or deduction,
nized as interest income. discount is not less than the $25 figured in

3) Exclusion for income from certain U.S. Example 1, you must report the OID.
possessions, and If a subsequent holder buys a debt instru-Insurance 4) Exclusion for income from sources ment with de minimis OID at a premium, the

Life insurance proceeds paid to you as bene-within Puerto Rico. OID is not includible in income. If a subse-
ficiary of the insured person are not taxable quent holder buys a debt instrument with de
unless the policy was turned over to you for aIf you do not have any of these items, minimis OID at a discount, the discount is re-
price. This is true even if the proceeds wereyour modified AGI is your adjusted gross in- ported under the rules for Market Discount
paid under an accident or health insurancecome before the interest exclusion. Bonds discussed in Chapter 1 of Publication
policy or an endowment contract.If you have investment interest expense 550.

If you receive life insurance proceeds inattributable to royalty income, see Education
installments, you can exclude a part of eachSavings Bond Program in Publication 550. Form 1099–OID. The issuer of the debt in-
installment from your income. If you dieForm 8815. Use Form 8815, Exclusion of strument (or your broker, if you held the in-
before you receive all of the installments, aInterest From Series EE U.S. Savings Bonds strument through a broker) should give you
second beneficiary can also exclude a part ofIssued After 1989, to figure your exclusion Form 1099–OID, Original Issue Discount, or

and to compute your modified AGI. each installment. a similar statement, if the total OID for the
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calendar year is $10 or more. Form 1099– capital gain. If there is a loss on the sale of For each of these situations, see Publication
OID shows the amount of OID for the period 1212 for detailed information and examplesthe instrument, the entire loss is a capital
in 1994 that you held the bond. It also will on figuring the amount of OID to report onloss and no reporting of OID is required.
show the stated interest that you must in- your income tax return. The rules for figuring
clude in your income. A copy of Form 1099– OID are broken down in Publication 1212 toCorporate debt instruments issued after
OID will be sent to the IRS. Do not file your reflect the specific computations that apply toMay 27, 1969, and before July 2, 1982.  If
copy with your return. Keep it for your corporate long-term OID debt instruments is-you hold these debt instruments as capital
records. See Recomputation of OID shown sued before July 2, 1982, and to all long-termassets, you must include a part of the dis-
on Form 1099–OID, later in this discussion OID debt instruments issued after July 1,count in your gross income each year that
and also Original issue discount (OID), later 1982.you own the instruments. Your basis in the
under How to Report Interest Income, for If you bought the debt instrument at ainstrument is increased by the amount of
more information. market discount, see Market discount bonds,OID that you include in your gross income.

Nominee. If someone is the holder of re- later, for information about including marketInclude in your gross income the total
cord (the registered owner) of an OID instru- discount in income.OID from Form 1099–OID. Box 1 shows the
ment that belongs to you and receives a Reporting correct amount of OID.  IfOID on the debt instrument for the part of the
Form 1099–OID on your behalf, that person you are reporting OID in an amount greateryear you owned it. In certain cases, you can-
must give you a Form 1099–OID. or less than the amount shown on Formnot use the amount in Box 1. Instead, you

1099–OID, see Original issue discount (OID)must figure the correct OID to report. See
at the end of this chapter, for informationDebt instrument bought at premium.  If Recomputation of OID shown on Form
about reporting the correct amount of OID onyou bought at a premium a debt instrument 1099–OID, later, for more information.
Schedule B (Form 1040).that was originally issued at a discount, you

do not have to report any OID as ordinary in- Acquisition premium.  You purchase a
Debt instruments issued after July 1,come. You buy a debt instrument at a pre- debt instrument at an acquisition premium, if
1982, and before January 1, 1985.  If youmium if its adjusted basis immediately after i ts  adjusted basis immediate ly af ter
hold these debt instruments as capital as-purchase is greater than the total of all purchase (including purchase at original is-
sets, you must include a part of the discountamounts payable on the instrument after the sue), is:
in your gross income each year and increasepurchase date, other than qualified stated in- 1) Less than or equal to the total of allyour basis by the amount included.terest (defined in Publication 1212 under amounts payable on the instrument afterInclude in your gross income the OIDComputation of reportable OID). When you the purchase date, other than qualifiedfrom Box 1 of Form 1099–OID. In certainsell or redeem an instrument bought at a pre- stated interest, andcases, you cannot use the amount in Box 1.mium, the difference between the sale or re-
Instead, you must figure the correct OID to 2) Greater than its adjusted issue price.demption price and your purchase price is a
report. See Recomputation of OID shown oncapital gain or loss.
Form 1099–OID, later.Premium is not the same as ‘‘acquisition Acquisition premium reduces the amount of

premium,’’ discussed later. discount includible in your income. See
Computation of reportable OID in PublicationDebt instruments issued after December
1212 for information about figuring this re-Exceptions to the OID rules.  The OID rules 31, 1984.  If you hold these debt instruments,
duction including the definitions of qualifieddiscussed in this chapter for publicly offered, the OID reporting rules, in general, are simi-
stated interest and adjusted issue price.long-term instruments do not apply to the fol- lar to those for debt instruments issued after

REMIC regular interests. If you own alowing debt instruments: July 1, 1982. However, you report the total
regular interest in a real estate mortgage in-applicable OID (based on the number of1) Tax-exempt obligations (however, see
vestment conduit (REMIC), you will receive adays in the accrual period) regardless ofStripped tax-exempt obligations under
Form 1099–OID and an additional writtenwhether you hold that debt instrument as aStripped Bonds and Coupons in Publi-
statement from your broker. Form 1099–OIDcapital asset. Your basis in the instrument iscation 550),
shows the amount of OID and interest, if any,increased by the amount of OID that you in-

2) U.S. Savings Bonds, that accrued to you for the period you heldclude in your gross income. The method for
the regular interest. You will not need todetermining the reportable discount on any3) Short-term debt instruments (those
make any adjustments to the amounts re-OID instrument issued after 1984 is gener-which have fixed maturity dates of not
ported even if you held the regular interestally based on an accrual period of 6 months.more than one year from the date of
for only a portion of the calendar year. TheHowever, debt instruments issued after Aprilissue),
additional written statement should also con-3, 1994 may have variable accrual periods.4) Obligations issued by an individual tain enough information to enable you to fig-For more information about determining re-before March 2, 1984, and ure your accrual of market discount or amor-portable OID for these debt instruments, see

5) Loans between individuals, if: tizable bond premium. See REMICs inDebt Instruments Issued After December 31,
Publication 550 for more information.1984, in Publication 1212.a) The lender is not in the business of

lending money,
If a Form 1099–OID is not received.  If youRecomputation of OID shown on Formb) The amount of the loan, plus the had OID for 1994 but did not receive a Form1099–OID.  You must recompute the OIDamount of any outstanding prior 1099–OID, see Publication 1212 which listsshown in Box 1 of Form 1099–OID if any ofloans, is $10,000 or less, and total OID on certain debt instruments. If yourthe following apply:

c) Avoiding any federal tax is not one of debt instrument is not listed in Publication
1) You bought the debt instrument after itsthe principal purposes of the loan. 1212, consult the issuer for information

original issue and paid a premium (as about the OID that accrued for 1994.
explained earlier in this section) or anDebt instruments issued after 1954 and
acquisition premium (as explainedbefore May 28, 1969 (or before July 2, Recomputation of periodic interest
under Acquisition premium, later),1982, if a government instrument).  For shown on Form 1099–OID.  If you disposed

these instruments, you pay no tax on the OID of a corporate debt instrument or acquired it2) The debt instrument is a stripped bond
until the year you sell, exchange, or redeem from another holder during 1994, see Bondsor a stripped coupon (these include cer-
the instrument. If a gain results, and if the in- Sold Between Interest Dates, earlier, for in-tain zero coupon instruments), or
strument is a capital asset, the amount of the formation about the treatment of periodic in-

3) You received the Form 1099–OID as again equal to the OID is taxed as ordinary in- terest that may be shown in Box 2 of Form
‘‘nominee’’ recipient.terest income. The balance of the gain is 1099–OID for that instrument. See Nominee
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distributions and accrued interest (Form form. For more information about this re- an Indian tribal government treated as a
quirement, see Obligations issued in bearer state.1040) under How to Report Interest Income,
form in Chapter 15. If you receive a Form 1099–INT for inter-later, for information about reporting the cor-

For more information about interest in- est paid on a tax-exempt obligation, see Tax-rect amount of interest on Schedule B (Form
come from certificates of deposit, see Origi- exempt interest income under How to Report1040).
nal Issue Discount (OID) in Publication 550. Interest Income.

Interest on arbitrage bonds issued byStripped bonds and stripped coupons.
state or local governments after October 9,Market discount bonds. A market discountSpecial rules apply to the sale and purchase
1969, and interest on private activity bondsbond is any bond having market discountof stripped bonds and stripped coupons after
generally is taxable.except:July 1, 1982. These rules also cover the

For more information on whether such in-treatment of zero coupon U.S. Treasury- 1) Short-term obligations (those with fixed
terest is taxable or tax exempt, see State orbacked securities. See Rules for Figuring maturity dates of up to one year from the
Local Government Obligations in PublicationOID on Stripped Bonds and Stripped Cou- date of issue),
550.pons  in  Pub l i ca t ion  1212  fo r  more 2) Tax-exempt obligations that you bought

information. before May 1, 1993, Information reporting requirement.  If you
received or accrued any tax-exempt interest3) U.S. Savings Bonds, andCertificates of deposit (CDs) and similar
income (such as interest on certain state and4) Certain installment obligations.deposit arrangements. If you purchase a
municipal bonds), you must show that inter-

CD or a similar deposit arrangement and the est on your tax return if you are required to
Market discount arises when the value of areceipt of interest is postponed for more than file. This is an information reporting require-
debt obligation decreases after its issueone year, you must include in income each ment and does not convert tax-exempt inter-
date, generally because of an increase in in-year a part of the total interest due and report est to taxable interest. See How to Report In-
terest rates. If you buy a bond on the secon-it in the same way as other original issue dis- terest Income, later.
dary market, it may have market discount.count (OID).

If you dispose of a market discount bond,Examples of such deposit arrangements
you generally must recognize the gain aswith banks, building and loan associations,
taxable interest income up to the amount ofetc., include: When to Report
the bond’s accrued market discount, if:

Certificates of deposit Interest Income 1) The bond was issued after July 18,
Time deposits 1984, or When you report your interest income de-

pends on whether you use the cash methodBonus plans 2) You purchased the bond after April 30,
or an accrual method of reporting income.1993.

Savings certificates
Cash method.  If you use this method, youThe rest of the gain is capital gain if the bondDeferred income certificates
generally report your interest income in thewas a capital asset. For more information

Bonus savings certificates year in which you actually or constructivelyabout the tax treatment of market discount,
receive it. Most individual taxpayers use thissee Market Discount Bonds in PublicationGrowth savings certificates
method. However, there are special rules for550.
OID and certain U.S. Savings Bonds. See

Interest subject to penalty for early U.S. Savings Bonds, and Original Issue Dis-Discount on short-term obligations.  Cer-withdrawal.  If you deposit money in one of count (OID), earlier.tain holders of short-term obligations are re-the arrangements listed above that has a
Example.  On September 1, 1992, youquired to accrue and include the discount onterm of one year or less, and you lose part of

loaned $2,000 at 12% a year. The notesuch obligations in current income. See Dis-the interest because you withdraw funds
stated that principal and interest would becount on Short-Term Obligations in Publica-before the end of the term, you must include
due on August 31, 1994. In 1994, you re-tion 550 for more information.all the interest in income at the end of the
ceived $2,480 ($2,000 principal and $480 in-term. However, you can deduct the entire
terest). If you use the cash method, you mustREMIC regular interests. If you are thepenalty, even if it exceeds your interest in-
include in income on your 1994 return theholder of a regular interest in a real estatecome, on line 28 of Form 1040.
$480 interest you received in 1994.mortgage investment conduit (REMIC), or an

Example.  On October 1, 1993, you in- Constructive receipt. You construc-interest in a collateralized debt obligation
vested $10,000 in a savings certificate that tively receive income when it is credited to(CDO), that interest is considered to be a
was to pay you $10,600 on April 1, 1994. Be- your account or made available to you. Youdebt instrument for income tax purposes,
cause you withdrew part of the principal or in- do not need to have physical possession ofwhether or not it is in the form of a debt in-
terest before April 1, the bank charged you a it. For example, you are considered to re-strument. Accordingly, the OID, market dis-
penalty of $300. For 1994, you must report ceive interest, dividends, or other earningscount, and income-reporting rules that apply
as income the entire $600 accrued interest. on any deposit or account in a bank, savingsto bonds and other debt instruments apply to
However, you can deduct the $300 penalty and loan, or similar financial institution, or in-such interests with certain modifications. For
as an adjustment to gross income. terest on life insurance policy dividends leftmore information, see REMICs and Other

Bearer certificates of deposit.  These to accumulate, when they are credited toCDOs in Publication 550. 
are not issued in the depositor’s name and, your account and subject to your withdrawal.
therefore, are transferable from one individ- This is true even if they are not yet entered inState or Localual to another. They are issued by banks for your passbook.
a certain period, usually a number of years. Government Obligations You constructively receive income on the
Interest is not usually paid until the certifi- deposit or account even if you must:Generally, interest on obligations of state or
cates are redeemed by the bank at the end of local governments is tax exempt. This in- 1) Make withdrawals in multiples of eventhis period. cludes obligations of a state or one of its po- amounts,

Banks are required to provide the IRS litical subdivisions, the District of Columbia, a
2) Give a notice to withdraw before makingand the person redeeming the bearer certifi- possession of the United States, or one of its

the withdrawal,cate with a Form 1099–INT. political subdivisions, used to finance gov-
Certificates of deposit issued after 1982 ernmental operations. This includes interest 3) Withdraw all or part of the account to

are generally required to be in registered on certain obligations issued after 1982 by withdraw the earnings, or
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4) Pay a penalty on early withdrawals, un- 2) You are excluding interest under the Ed- on line 28 (penalty on early withdrawal of
less the interest you are to receive on an ucation Savings Bond Program. savings).
early withdrawal or redemption is sub- Box 3 of Form 1099–INT shows the3) You received interest as a nominee (thatstantially less than the interest payable amount of interest income you received fromis, in your name but the interest actuallyat maturity. U.S. Savings Bonds, Treasury bills, Trea-belongs to someone else).

sury notes, and Treasury bonds. Include the
4) You received a Form 1099–INT for U.S.You constructively receive interest when amount shown in Box 3 in your total taxable

Savings Bond interest that includesit is credited to your account under a long- interest income, unless it includes an amount
term savings plan that does not let you with- amounts you reported before 1994. previously included in interest income. If you
draw interest until a specified date, if the plan (See Interest from U.S. Savings Bonds, are redeeming U.S. Savings Bonds you
lets you freely withdraw your deposits of later, for how to report this interest.) bought after 1989 and you have qualified ed-
principal. ucational expenses, see Form 8815, later. If

part of the amount shown in Box 3 was previ-Instead, you must complete the schedules
Accrual method.  If you use an accrual ously included in interest income, see Inter-for Form 1040A or Form 1040, as described
method, you report your interest income est from U.S. Savings Bonds, next.later. In addition, you must use Form 1040
when you earn it, whether or not you have re- under certain circumstances described later. Box 4 of Form 1099–INT (federal income
ceived it. tax withheld) will contain an amount if you

were subject to backup withholding. YouExample.  If, in the previous example, Form 1099–INT. Your taxable interest in-
may be subject to backup withholding if, foryou use an accrual method, you must in- come, except for interest from U.S. Savings
example, you did not furnish your social se-clude the interest in your income as you earn Bonds and Treasury obligations, is shown in

it. You would report the interest as follows: curity number to a payer. Report the amountBox 1 of Form 1099–INT. Add this amount to
1992, $80; 1993, $240; and 1994, $160. from Box 4 on Form 1040A, line 28a, or onany other taxable interest income you

Form 1040, line 54 (federal income tax with-received.
held), and check the box on that line.Coupon bonds. Interest on coupon bonds is If you had any tax-exempt interest in-

taxable in the year the coupon becomes due If there are entries in Boxes 5 and 6 ofcome, or exempt-interest dividends from a
and payable. It does not matter when you Form 1099–INT, you must file Form 1040.mutual fund, you should report the total of
mail the coupon for payment. Report the amount shown in Box 5 (foreignthis tax-exempt income on line 8b of Form

tax paid) on Form 1116, Foreign Tax Credit,1040A or Form 1040. If you fi le Form
unless you deduct this amount on Schedule1040EZ, write ‘‘TEI’’ in the space to the right
A of Form 1040 as ‘‘Other taxes.’’ For moreof the words ‘‘Form 1040EZ’’ on line 2. AfterHow to Report information on the credit and deduction, see‘‘TEI,’’ show the amount of your tax-exempt
Publication 514, Foreign Tax Credit forinterest, but do not add tax-exempt interestInterest Income 
Individuals.in the total on Form 1040EZ, line 2.

Generally, you report all of your taxable inter- Interest from U.S. Savings Bonds. IfIf you forfeited interest income because
est income on line 8a, Form 1040; line 8a, you received a Form 1099–INT for U.S. Sav-of the early withdrawal of a time deposit, the
Form 1040A; or line 2, Form 1040EZ. ings Bond interest, the form may show inter-deductible amount will be shown on Form

You cannot use Form 1040EZ if any of 1099–INT in Box 2 (early withdrawal pen- est you are not required to report. See Form
the following are true. alty). If an amount appears in Box 2, you 1099–INT for U.S. Savings Bonds interest,

should file Form 1040 and report this amount earlier, under U.S. Savings Bonds.1) Your interest income is more than $400.

Chapter 8 INTEREST INCOME Page 75



If you have qualified education expenses 1099–OID from a brokerage firm, list the bro- If you redeemed Series EE U.S. Savings
(as discussed earlier under Education Sav- kerage firm as the payer. Bonds and you have qualified educational
ings Bond Program), see Form 8815, later, expenses, complete and attach Form 8815.However, you must use Form 1040 in-
for information on your interest exclusion. stead of Form 1040A if: Enter the result from line 14 of Form 8815 on

You should show on line 1, Part I of line 3 of Schedule 1. Subtract the amount on• You are reporting OID in an amount more
Schedule B (Form 1040), or on line 1, Part I line 3 from the amount on line 2. Enter the re-or less than the amount shown on Form
of Schedule 1 (Form 1040A), all the interest sult on line 4 of Schedule 1 and on line 8a of1099–OID,
shown on your Form 1099–INT. Form 1040A. See Education Savings Bond

• You received or paid accrued interest onIf Form 1099–INT includes interest you Program and Form 8815 earlier for more
securities transferred between interestpreviously reported, make the following ad- information.
payment dates,justment. On Schedule B, several lines

above line 2, enter a subtotal of all interest Frozen deposits (Form 1040A). Even if you• You acquired taxable bonds after 1987
listed on line 1. If you use Form 1040A, enter and choose to reduce interest income from receive a Form 1099–INT for interest on de-
this subtotal several lines above line 2, Part I the bonds by any amortizable bond pre- posits that you could not withdraw at the end
of Schedule 1. Below the subtotal write ‘‘U.S. mium (see Bond Premium Amortization in of 1994, you must exclude these amounts
Savings Bond Interest Previously Reported,’’ Publication 550), or from your gross income, as explained earlier
and enter amounts previously reported or in- under General Information. Do not include• You forfeited interest income because ofterest accrued prior to receiving the bond. this income on line 8a. If you are completingthe early withdrawal of a time deposit.(To figure the amount to enter for interest re- Part I of Schedule 1, include on line 1 the in-
ported or being reported as a taxable distri- terest shown on Form 1099–INT. SeveralReporting interest on seller-financedbution from a retirement or profit-sharing lines above line 2, put a subtotal of all inter-mortgage.  If an individual buys his or herplan, see Interest from U.S. Savings Bonds est income. Below this subtotal, write ‘‘Fro-home from you in a sale that you finance, youin Publication 550.) Subtract these amounts zen Deposits,’’ and show the amount of inter-must report the buyer’s name, address, andfrom the subtotal and enter the result on line est that you are excluding. Subtract thissocial security number on line 1 of Schedule2 of Schedule B (Form 1040) or on line 2, amount from the subtotal and write the result1 (Form 1040A). If you do not, you may havePart I of Schedule 1 (Form 1040A). on line 2 of Part I.to pay a $50 penalty. The buyer may have to

pay a $50 penalty if he or she does not giveForm 8815.  Use Form 8815, Exclusion of In-
you this information. Form 1040terest From Series EE U.S. Savings Bonds

The buyer must report your name, ad-Issued After 1989, to figure your interest ex- You must complete Part 1 of Schedule B
dress, and social security number (or em-clusion when you redeem bonds and pay (Form 1040) if you file Form 1040 and:
ployer identification number) on Schedule Aqualified higher educational expenses during 1) Your taxable interest income is more(Form 1040). You must give this informationthe same year.

than $400.to the buyer. If you do not, you may have toFor more information on the exclusion
pay a $50 penalty. 2) You are claiming the interest exclusionand qualified higher educational expenses,

under the Education Savings Bondsee the earlier discussion under Education
Nominee distributions (Form 1040A).  If Program.Savings Bond Program.
the total interest income you list on line 1,You must show your total interest from 3) You received interest from a seller-fi-Part I of Schedule 1 (Form 1040A), includesSeries EE Savings Bonds issued after 1989 nanced mortgage and the buyer usedany amount that you received as a nomineethat you cashed during 1994 on line 6 of the property as a personal residence.for the real owner, show that amount sepa-Form 8815 and on line 1 of either Schedule 1
rately below a subtotal of all interest income 4) You received a Form 1099–INT for tax-(Form 1040A) or Schedule B (Form 1040).
listed. Identify the amount as ‘‘Nominee Dis- exempt interest.After completing Form 8815, enter the result
tribution,’’ and subtract it from the interest in-from line 14 (Form 8815) on line 3 of Sched- 5) You received, as a nominee, interest
come subtotal. Report the result on line 2,ule 1 (Form 1040A) or line 3 of Schedule B that actually belongs to someone else.
Part I of Schedule 1.(Form 1040). (See Nominee distributions and accrued

For more information, see Nominee dis- interest (Form 1040), later, for how to re-
tributions and accrued interest later under port this interest.)Form 1040A Form 1040.

6) You received a Form 1099–INT for inter-You must complete Part I of Schedule 1
est on a bond that you bought between(Form 1040A), if you file Form 1040A and: Tax-exempt interest income (Form
interest payment dates. (See Nominee1040A).  If you received any tax-exempt in-1) Your taxable interest income totals more
distributions and accrued interest (Formterest, such as from state or local govern-than $400,
1040), later, for how to report thismental obligations, do not include this in-

2) You are claiming the interest exclusion interest.)come on line 8a. Instead, enter your tax-
under the Education Savings Bond exempt interest on line 8b. Also include on 7) You are reporting OID in an amountProgram, line 8b any exempt-interest dividends re- more or less than the amount shown on

ceived from a mutual fund or other regulated3) You received a Form 1099–INT for tax- Form 1099–OID. (See Original issue
investment company. Remember that OID isexempt interest, discount (OID), later, for how to report
a form of interest. You report OID as it ac- your OID.)4) You received interest from a seller-fi- crues, whether or not you receive any pay-

nanced mortgage and the buyer used 8) You choose to reduce your interest in-ments from the bond issuer.
the property as a personal residence, or come from a bond by the amount ofInterest earned on an individual retire-

amortizable bond premium. (For more5) You received, as a nominee, interest ment arrangement (IRA) is tax deferred
information about this choice, see Bondthat actually belongs to someone else. rather than tax exempt. Do not include such
Premium Amortization in Publication(See Nominee distributions (Form amount in tax-exempt interest.
550.)1040A), later, for how to report this You should not have received a Form

interest.) 1099–INT for tax-exempt interest. But if you
On Schedule B, list each payer’s name anddid, you must fi l l in Schedule 1 (Form
the amount received from each.List each payer’s name and the amount of in- 1040A). See the Form 1040A Instructions for

First, report on line 1, Part I of Scheduleterest income received from each payer. If how to report this on Schedule 1. Be sure to
B, any interest income from seller-financedyou received a Form 1099–INT or Form show the tax-exempt interest on line 8b.
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mortgages. (For more information about re- of 1994, you must exclude these amounts of the nominee Form 1099–INT, along with
porting this income, see Reporting interest from your gross income, as explained earlier Form 1096, to the Internal Revenue Service
on seller-financed mortgage, next.) under General Information. Do not include Center no later than February 28, 1995.

Next, report on line 1, Part I of Schedule this income on line 8a. If you are completing Show your own name, address, and identifi-
B (Form 1040), all other taxable interest you Part I of Schedule B, include the full amount cation number as the ‘‘Payer’’ on the Form
received. Include the total amount of interest of interest shown on your Form 1099–INT on 1099–INT. Provide the same information for
income that is shown in Box 1 and Box 3 of line 1. Several lines above line 2, put a sub- your sister in the blocks provided for identifi-
any Form 1099–INT or in Box 1 and Box 2 of total of all interest income. Below this sub- cation of the ‘‘Recipient.’’
any Form 1099–OID that you receive for the total, write ‘‘Frozen Deposits,’’ and show the When you prepare your own 1994 federal
tax year, and other interest income received amount of interest that you are excluding. income tax return, report the total amount of
for which you did not receive a Form 1099. Subtract this amount from the subtotal and interest income, $1,500, on line 1, Part I of
List each payer’s name and the amount of in- write the result on line 2, Part I of Schedule Schedule B (Form 1040), and identify the
terest received from each. If you received a B. name of the bank which paid this interest.Form 1099–INT or Form 1099–OID from a

Show the amount belonging to your sister,brokerage firm, list the brokerage firm as the
Nominee distributions and accrued inter- $450, as a subtraction from the subtotal of allpayer. If you received more than $400 in tax-
est (Form 1040). If the total interest income interest on Schedule B and identify this sub-able interest, you must also complete Part III
you list on line 1, Part I of Schedule B, in- traction as a ‘‘Nominee Distribution.’’ (Yourof Schedule B (Form 1040). See Foreign fi-
cludes any amount that you received as a sister will report the $450 of interest incomenancial accounts and foreign trusts, dis-
nominee for the real owner or that reflects on her own tax return, if she is required to filecussed in Chapter 1.
accrued interest paid on a bond that you a return, and identify you as the payer of thatIf you redeemed Series EE U.S. Savings
bought between interest payment dates, amount.)Bonds and you have qualified educational
show that amount separately below a sub-expenses, complete and attach Form 8815.
total of all interest income listed. Identify theEnter the result from line 14 of Form 8815 on Original issue discount (OID). If you are re-
amount as ‘‘Nominee Distribution,’’ or ‘‘Ac-line 3 of Schedule B. See Education Savings porting OID in an amount greater or less than
crued Interest,’’ as appropriate, and subtractBond Program and Form 8815 earlier for the amount shown on Form 1099–OID, or
it from the interest income subtotal. Reportmore information. other written statement (such as for a REMIC
the result on line 2, Part I of Schedule B. regular interest), include the full amount of

Interest on a joint account. If you re-Reporting interest on seller-financed OID shown on your Form 1099–OID or other
ceive a Form 1099–INT which shows yourmortgage.  If an individual buys his or her statement on line 1, Part I of Schedule B
taxpayer identification number and nameshome from you in a sale that you finance, you (Form 1040). If the OID to be reported is less
two or more recipients or includes amountsmust report the buyer’s name, address, and than the amount shown on Form 1099–OID,
belonging to another person, you must file asocial security number on line 1 of Schedule follow the earlier reporting rules for nominee
Form 1099–INT with the IRS to show theB (Form 1040). If you do not, you may have distributions or accrued interest, as applica-
proper distributions of the amounts shown.to pay a $50 penalty. The buyer may have to ble, so that you will report only the OID you

pay a $50 penalty if he or she does not give Complete a Form 1099–INT and Form 1096, are required to report. Below the subtotal,
you this information. Annual Summary and Transmittal of U.S. In- write ‘‘OID Adjustment,’’ and show the OID

The buyer must report your name, ad- formation Returns, and file both forms with
you are not required to report. If the OID todress, and social security number (or em- your Internal Revenue Service Center. Give
be reported is greater than the amountployer identification number) on Schedule A the other person(s) Copy B of the Form
shown on Form 1099–OID, show the addi-(Form 1040). You must give this information 1099–INT which you filed as a nominee. On
tional OID separately below a subtotal of allto the buyer. If you do not, you may have to Form 1099–INT and Form 1096, you should
interest income listed. Identify the amount aspay a $50 penalty. be listed as the ‘‘Payer.’’ Prepare one Form
‘‘OID Adjustment,’’ and add it to the interest1099–INT for each other owner and show
income subtotal.Tax-exempt interest income (Form 1040). that person as the ‘‘Recipient.’’ You are not

If you received any tax-exempt interest in- required, however, to file Form 1099–INT to
Market discount. Report as interest anycome (such as interest on certain state and show payments for your spouse. For more
gain on the sale (or other disposition) of cer-municipal bonds), you must report the total information about the reporting requirements
tain market discount bonds, to the extent ofamount of that interest on line 8b of Form and the penalties for failure to file (or furnish)

1040. Also report on line 8b any exempt-in- the accrued market discount. See Marketcertain information returns, see 1994 In-
terest dividends that you received from a mu- discount bonds, under Original Issue Dis-structions for Forms 1099, 1098, 5498, and
tual fund or other regulated investment com- count (OID) earlier.W–2G.
pany. Do not include this interest in your

Example.  You receive a Form 1099–INTtaxable interest income on line 8a. Remem- Penalty on early withdrawal of savings.  Iffor 1994 that shows a total of $1,500 of inter-ber that OID is a form of interest. You report you withdraw funds from a time savings ac-est income earned on a savings account thatOID as it accrues, whether or not you receive count before maturity, you may be charged ayou hold jointly with your sister. You eachany payments from the bond issuer. penalty. You must report the gross amount ofhave agreed to share the yearly interest in-You should not have received a Form
interest paid or credited to your account dur-come in proportion to the amount that each1099–INT for tax-exempt interest. But if you
ing the year, without subtracting the penalty.of you has invested, even though your identi-did, you must fill in Schedule B (Form 1040).
You deduct the penalty on line 28, Formfication (social security) number was submit-See the Form 1040 Instructions for how to re-
1040. Deduct the entire penalty even if it ex-ted to the bank for its recordkeeping pur-port this on Schedule B. Be sure to also show
ceeds your interest income. The Form 1099–poses. Your sister has deposited 30% of thethe tax-exempt interest on Form 1040, line
INT or similar statement given to you by theamount invested in this account. As a result,8b.
financial institution will show the grossyou received as a nominee the amount of in-Interest earned on an individual retire-
amount of interest and the penalty. terest income belonging to your sister. Forment arrangement (IRA) is tax deferred

1994, this amount is $450, or 30% of the totalrather than tax exempt. Do not include such
Sample returns.  The sample return ininterest of $1,500.amount in tax-exempt interest.
Chapter 38 has an example of reporting in-You must provide your sister with a Form
terest income on Form 1040A. The sample1099–INT no later than January 31, 1995,Frozen deposits (Form 1040). Even if you
return in Chapter 39 has an example of re-showing $450 of interest income that shereceive a Form 1099–INT for interest on de-
porting interest income on Form 1040.earned for 1994. You must also send a copyposits that you could not withdraw at the end
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❏ Schedule 1 (Form 1040A) Interest number is correct and that you are not sub-
and Dividend Income for Form 1040A ject to backup withholding. If you fail to make
Filers this certification, backup withholding may be-9.

gin immediately on your new account or in-
❏ 1099 1994 Instructions for Forms

vestment, and 31% of the amount paid on1099, 1098, 5498, and W–2GDividends and your account or investment will be withheld.
Your payer will give you a Form W–9, Re-Other Corporate quest for Taxpayer Identification Number
and Certification, or a similar form, to makeDistributions this certification. Backup withholding mayGeneral Information 
also be required if the Internal Revenue Ser-

This section discusses general rules on divi- vice (IRS) has determined that you underre-
dend income. ported your interest or dividend income. For

more information, see Backup Withholding inImportant Reminder Passive activity income and losses. Chapter 5.
There are tax rules which limit the amount ofDividends received in January.  Any divi-
losses and tax credits from passive activities Form 1099–DIV. Most corporations usedend declared by a regulated investment
that you can claim. Generally, you can use Form 1099–DIV, Dividends and Distribu-company (mutual fund) or real estate invest-
losses from passive activities only to offset tions, to show you the distributions you re-ment trust (REIT) in October, November, or
income from passive activities. You gener- ceived from them during the year. Keep thisDecember and payable to you in such a
ally cannot use passive activity losses to off- form with your records. You do not have tomonth, but actually paid during January of
set your other income, such as your wages attach it to your tax return. Even if you do notthe following calendar year, is treated as
or your portfolio income. Portfolio income is receive Form 1099–DIV, you must report allpaid to you in the earlier year.
any gross income from interest, dividends, of your taxable dividend income.
etc., that is not derived in the ordinary course Reporting tax withheld.  If tax is with-
of a trade or business. For more information held from your dividend income, the payer
about determining and reporting income and must give you a Form 1099–DIV that indi-Introduction
losses from passive activities, see Publica- cates the amount withheld.

This chapter discusses the tax treatment of: tion 925. Nominees. If someone receives distribu-
tions as a nominee for you, that person will• Dividend income,

Tax on investment income of a child give you a Form 1099–DIV, which will show
• Capital gain distributions, under age 14.  Part of a child’s investment distributions they received on your behalf.
• Nontaxable distributions, and income may be taxed at the parent’s tax rate. If you receive a Form 1099–DIV that in-

This may happen if the child is under age 14, cludes amounts belonging to another per-• Other distributions you may receive from a
has more than $1,200 of investment income son, see Nominees, later under How to Re-corporation or a mutual fund.
(such as taxable interest and dividends) and port Dividend Income, for more information.
is required to file a tax return, and either par-

This chapter also explains how to report
ent is alive at the end of the year. If these re- Form 1099–MISC. Certain substitute pay-dividend income on your tax return.
quirements are met, Form 8615, Tax for ments in lieu of dividends or tax-exempt in-Dividends are distributions of money, Children Under Age 14 Who Have Invest- terest that are received by a broker on yourstock, or other property paid to you by a cor- ment Income of More Than $1,200, must be behalf must be reported to you on Formporation. You also may receive dividends completed and attached to the child’s tax re- 1099–MISC, Miscellaneous Income, or athrough a partnership, an estate, a trust, or turn. If these requirements are not met, Form similar statement. See Reporting substitutean association that is taxed as a corporation. 8615 is not required and the child’s income is payments under Short Sales in PublicationHowever, some amounts you receive that taxed at his or her own tax rate. 550 for more information about reportingare called dividends are actually interest in- However, parents can choose to include such substitute payments.come. See Dividends that are actually inter- their child’s gross income on their return if

est under Taxable Interest in Chapter 8. certain requirements are met. Use Form Incorrect amount.  If you receive a FormMost distributions that you receive are 8814, Parents’ Election To Report Child’s In- 1099 that shows an incorrect amount (orpaid in cash (or check). However, you may terest and Dividends, for this purpose. other incorrect information), you should askreceive distributions such as additional For more information about the tax on in- the issuer for a corrected form. The cor-stock, stock rights, other property, or ser- vestment income of children and the parents’ rected Form 1099 you receive will be markedvices. These distributions are also discussed election, see Chapter 32. ‘‘CORRECTED.’’in this chapter.

Beneficiary of an estate or trust.  Interest, Social security number. You must give
Useful Items dividends, or other investment income you your name and social security number to any
You may want to see: receive as a beneficiary of an estate or trust person required by federal tax law to make a

is generally taxable income. You should re- return, statement, or other document that re-
Publication ceive a Schedule K–1 (Form 1041), lates to you. This includes payers of divi-

Beneficiary’s Share of Income, Deductions, dends. If you are married and the funds in a❏ 514 Foreign Tax Credit for
Credits, etc., from the fiduciary. Your copy of joint account belong to you, you should giveIndividuals
Schedule K–1 and its instructions will tell you your social security number to the payer of

❏ 550 Investment Income and where to report the items on your Form 1040. the dividends. If the funds in the account be-
Expenses long to both you and your spouse, you may

Backup withholding. To ensure that in- give either your number or your spouse’s❏ 564 Mutual Fund Distributions
come tax is collected on dividends and other number. But the number you provide must

❏ 925 Passive Activity and At-Risk
types of income that generally are not sub- correspond with the name listed first on theRules
ject to withholding, backup withholding will account. You must give the payer the correct
apply in certain circumstances. social security number if the number being

Form (and Instructions) Under backup withholding, when you used is wrong.
❏ Schedule B (Form 1040) Interest open a new account you must certify under Penalty.  If you do not give your social

and Dividend Income penalties of perjury that your social security security number to the payer of dividends,
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you may have to pay a penalty. See Penalty the additional stock. But you may be able to line 59, Form 1040. Attach Copy B of Form
for failure to supply social security number deduct the service charge. See Chapter 30 2439 to your return.
under Penalties in Chapter 1. Backup with- for more information about deducting ex- Basis adjustment.  Increase your basis
holding also may apply. See Backup With- penses of producing income. in the stock by the difference between the
holding in Chapter 5. amount of undistributed capital gain that youIn some dividend reinvestment plans,

report and the amount of the tax paid for youyou can invest more cash to buy shares of
by the fund. Keep Copy C of Form 2439 asstock at a price less than fair market value. IfDividends received in January.  If a regu-
part of your records to show increases in theyou choose to do this, you must report as in-lated investment company (mutual fund) or
basis of your stock.come the difference between the cash youreal estate investment trust (REIT) declares

invest and the fair market value of the stocka dividend (including any exempt-interest
you buy. When figuring this amount, use thedividend) in October, November, or Decem- Note.  You must report any undistributed
fair market value of the stock on the dividendber and that dividend is payable to you on a gains shown on Form 2439 in addition to any
payment date.specified date in such month, you are con- capital gain distributions reported on Form

sidered to have received the dividend on De- 1099–DIV.
cember 31 even though the company or trust Public utility stock reinvestment plans.  If
actually pays the dividend during January of you own stock in a qualified domestic public Real estate investment trusts (REITs). 
the following calendar year. Therefore, you utility and chose to receive your dividends in You will receive a Form 1099–DIV or similar
report the amount in the year of declaration. common stock, rather than in cash, you must statement from the REIT showing the capital

include in your income the total value of such gain distributions you must include in your in-
stock dividends. come. You report the capital gain distribu-

Pre-1986 stock dividend exclusion.  If tions as long-term capital gain regardless ofOrdinary Dividends after 1981 and before 1986, you chose to re- how long you owned stock in the REIT. 
ceive your dividends from the public utilityOrdinary (taxable) dividends are the most
stock in the form of more stock, you couldcommon type of distribution from a corpora- Additional information.  For more informa-
choose to exclude the value of the dividendtion. They are paid out of the earnings and tion on the treatment of distributions from
from your income. You had to make thisprofits of a corporation and are ordinary in- mutual funds and regulated investment com-
choice on your return for the year in whichcome to you. This means they are not capital panies, see Publication 564, Mutual Fund
you would have included the dividends ingains. You can assume that any dividend Distributions.
income.you receive, whether on common or pre-

If you excluded the value of stock divi-ferred stock, is an ordinary dividend unless
dends from income, your basis in that stockthe paying corporation tells you otherwise.
is zero. Nontaxable

Money market funds.  Report amounts you Distributionsreceive from money market funds as divi-
dend income. These amounts generally are You may receive a return of capital or a tax-Capital Gainnot interest income and should not be re- free distribution of more shares of stock or
ported as interest. stock rights. These distributions are notDistributions 

treated the same as ordinary dividends or
These distributions or dividends are paid byDividends on capital stock.  Dividends on capital gain distributions.
regulated investment companies, mutualthe capital stock of organizations, such as
funds, and real estate investment trusts.savings and loan associations, are ordinary Return of Capital A Form 1099–DIV or the mutual fund state-dividends. They are not interest. You should

A return of capital is a distribution that is notment will tell you the amount you are to re-report them with your dividend income.
paid out of the earnings and profits of a cor-port as a capital gain distribution. Report
poration. It is a return of your investment incapital gain distributions as long-term capitalStock certificate in two or more names.  If
the stock of the company. You should re-gains on your tax return regardless of howtwo or more persons, such as a husband and
ceive a Form 1099–DIV or other statementlong you have owned the stock in the mutualwife, hold stock as joint tenants, tenants by
from the corporation showing you what partfund. Those distributions that are not derivedthe entirety, or tenants in common, each
of the distribution is a return of capital. If youin the ordinary course of a trade or businessperson receives a share of any dividends
do not receive such a statement, you reportare treated as portfolio income and are notfrom the stock. Each person’s share is deter-
the distribution as an ordinary dividend.considered as income from a passive activitymined by local law.

(see Passive activity income and losses,
Basis adjustment.  A return of capitalearlier).Dividends used to buy more stock.  The
reduces the basis of your stock. It is notcorporation in which you own stock may
taxed until your basis in the stock is fully re-Undistributed capital gains.  In addition tohave a dividend reinvestment plan. This
covered. If you buy stock in a corporation inthe amounts you receive, you must report asplan lets you choose to use your dividends to
different lots at different times, reduce thelong-term capital gains any amounts that thebuy (through an agent) more shares of stock
basis of your earliest purchases first.investment company or mutual fund creditedin the corporation instead of receiving the

When the basis of your stock has beento you as capital gain distributions, evendividends in cash. If you are a member of this
reduced to zero, report any return of capitalthough you did not actually receive them.type of plan and you use your dividends to
that you receive as a capital gain. Whether(This income is not reported to you on Formbuy more stock at a price equal to its fair
you report it as a long-term or short-term1099–DIV.)market value, you must report the dividends
capital gain depends on how long you haveas income. Form 2439.  You can take a credit on
held the stock. See Holding Period in Chap-If you are a member of a dividend rein- your return for any tax that the investment
ter 15.vestment plan that lets you buy more stock at company or mutual fund has paid for you on

a price less than its fair market value, you the undistributed capital gains. The company Example.  You bought stock in 1986 for
must report as income the fair market value or fund will send you Form 2439, Notice to $100. In 1988, you received a return of capi-
of the additional stock on the dividend pay- Shareholder of Undistributed Long-Term tal of $80. You did not include this amount in
ment date. Capital Gains, showing the amount of the un- your income, but you reduced the basis of

You also must report as income any ser- distributed long-term capital gain and the tax your stock. Your stock now has an adjusted
vice charge subtracted from your cash divi- that was paid. Take this credit by entering the basis of $20. You receive a return of capital
dends before the dividends are used to buy amount of tax paid and checking box a on of $30 in 1994. The first $20 of this amount
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reduces your basis to zero. You report the 1) You or any other shareholder has the was $200. You were paid $10 for the frac-
tional-share stock dividend under a plan de-choice to receive cash or other propertyother $10 as a long-term capital gain for
scribed in the above paragraph. You figureinstead of stock or stock rights,1994. You must report as a long-term capital
your gain or loss as follows:gain any return of capital you receive on this 2) The distribution gives cash or other

stock in later years. property to some shareholders and an Fair market value of old stock . . . . . . . . . . . $200.00
increase in the percentage interest in Fair market value of stock dividendLiquidating distributions. Liquidating dis- the corporation’s assets or earnings and (cash received) . . . . . . . . . . . . . . . . . . . . . . . 10.00tributions, sometimes called liquidating divi- profits to other shareholders,

Fair market value of old stock and stockdends, are distributions you receive during a
3) The distribution is in convertible pre- dividend . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $210.00partial or complete liquidation of a corpora-

ferred stock and has the same result astion. These distributions are, at least in part, Basis (cost) of old stock after the stock
in (2),one form of a return of capital. They may be dividend (($200 ÷ $210) × $100) . . . . . . $ 95.24

paid in one or more installments. You will re- Basis (cost) of stock dividend 4) The distribution gives preferred stock to
ceive a Form 1099–DIV from the corporation (($10 ÷ $210) × $100) . . . . . . . . . . . . . . . . 4.76some common stock shareholders and
showing you the amount of the liquidating gives common stock to other common Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100.00
distribution. stock shareholders, or

Cash received . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10.00Any liquidating distribution you receive is
5) The distribution is on preferred stock. Basis (cost) of stock dividend . . . . . . . . . . . 4.76not taxable to you until you have recovered

(This requirement, however, does notthe basis of your stock. After the basis of Gain $ 5.24
apply if the distribution is made on con-your stock has been reduced to zero, you
vertible preferred stock solely to takemust report the liquidating distribution as a Because you had held the share of stockinto account a stock dividend, stockcapital gain (except in certain instances with more than one year at the time the stock divi-split, or a similar event that would other-regard to collapsible corporations). Whether dend was declared, your gain on the stockwise result in reducing the conversionyou report the gain as a long-term or short- dividend is a long-term capital gain. right.)term capital gain depends on how long you

have held the stock. See Holding Period in
In addition, any transaction having the ef-Chapter 15.

fect of increasing your proportionate interestStock acquired at different times.  If Other Distributions 
in the corporation’s assets or earnings andyou acquired stock in the same corporation
profits may be taxable to you, even though You may receive any of the following distri-in more than one transaction, you own more
no stock or stock r ights are actual ly butions during the year.than one block of stock in the corporation. If
distributed.you receive distributions from the corpora-

The term ‘‘stock’’ includes rights to ac- Exempt-interest dividends.  Exempt-inter-tion in complete liquidation, you must divide
quire such stock, and the term ‘‘shareholder’’ est dividends you receive from a regulatedthe distribution among the blocks of stock
includes a holder of rights or of convertible investment company (mutual fund) are notyou own in the following proportion: the num-
securities. included in your taxable income. (However,ber of shares in that block over the total num-

see Information reporting requirement, next.)ber of shares you own. Divide distributions in
You will receive a notice from the mutualBasis.  If you receive taxable stock divi-partial liquidation among that part of the
fund telling you the amount of the exempt-in-dends or stock rights, include their fair mar-stock that is redeemed in the partial liquida-
terest dividends you received. Exempt-inter-ket value at the time of the distribution in yourtion. After the basis of a block of stock is re-
est dividends are not shown on Form 1099–income. This amount is your basis in theduced to zero, you must report the part of
DIV or Form 1099–INT. See Gains andstock or stock rights received. If you receiveany later distribution for that block as a capi-
Losses in Publication 564 for informationstock dividends or stock rights that are nottal gain.
about the loss treatment of mutual fund stocktaxable to you, see Stocks and Bonds underDistributions less than basis.  If the to-
on which you received exempt-interestBasis of Investment Property in Chapter 4 oftal liquidating distributions you receive are
dividends.Publication 550 for information on how to fig-less than the basis of your stock, you may

Information reporting requirement.  Al-ure their basis.have a capital loss. You can report a capital
though these dividends are not taxable, youloss only after you have received the final
must show them on your tax return if you aredistribution in liquidation that results in the Fractional shares.  You may not own
required to file. This is an information-report-redemption or cancellation of the stock. enough stock in a corporation to receive a full
ing requirement and does not convert ex-Whether you report the loss as a long-term or share of stock if the corporation declares a empt-interest dividends to taxable income.short-term capital loss depends on how long stock dividend. However, with the approval See How to Report Interest Income in Chap-you held the stock. See Holding Period in of the shareholders, the corporation may set ter 8.

Chapter 15. up a plan in which no fractional shares are is- Also, exempt-interest dividends may be
sued, but are sold, and the cash proceeds treated as tax-exempt interest from private
are given to the shareholders. Any cash you activity bonds, which is a ‘‘tax preferenceDistributions of Stock
receive for fractional shares under such a item’’ that may be subject to the alternativeand Stock Rights plan is treated as an amount realized on the minimum tax. See Alternative Minimum Tax
sale of the fractional shares. You must deter-Distributions by a corporation of its own in Chapter 31 for more information.
mine your gain or loss and report it as a capi-stock are commonly known as stock divi-
tal gain or loss on Schedule D (Form 1040).dends. Stock rights (also known as ‘‘stock Dividends on insurance policies.  Divi-Your gain or loss is the difference betweenoptions’’) are distributions by a corporation of dends you receive on insurance policies arethe cash you receive and the basis of therights to subscribe to the corporation’s stock. a partial return of the premiums you paid. Dofractional shares sold.Generally, stock dividends and stock rights not include them in your gross income until

are not taxable to you, and you do not report Example.  You own one share of com- they are more than the total of all net premi-
them on your return. mon stock that you bought on January 3, ums you paid for the contract. However, you

1990, for $100. The corporation declared a must report as taxable income the interest
common stock dividend of 5% on June 30,Taxable stock dividends and stock rights. paid or credited on dividends that are left with
1994. The fair market value of your stock atDistributions of stock dividends and stock an insurance company. See Chapter 8 for
the time the stock dividend was declaredrights are taxable to you if: treatment of interest income.
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Dividends on veterans’ insurance.  Divi- However, you must use Form 1040 if you re- basis, these distributions are taxable to you
dends you receive on veterans’ insurance ceive capital gain distributions or return of as a capital gain even if the payer lists them
policies are not taxable. In addition, do not capital distributions. You cannot use Form as nontaxable.
report as taxable income interest on divi- 1040EZ if you receive any dividend income. If you own stock in a nonpublicly-offered
dends left with the Department of Veterans regulated investment company, your pro rata
Affairs. See Veterans in Chapter 6 for more share of that fund’s allocable investment ex-Form 1099–DIV. If you owned stock on
information about veterans’ benefits. penses is shown in box 1e of Form 1099–which you received $10 or more in gross divi-

DIV. This amount is also included in box 1adends and other distributions, you should re-
Patronage dividends. Patronage dividends of Form 1099–DIV. You must include thisceive a Form 1099–DIV.
you receive in money from a cooperative or- amount as income on your tax return. YouBox 1a of Form 1099–DIV shows the
ganization are generally included in your can deduct these expenses as a miscellane-amount of gross dividends and other distri-
income. ous itemized deduction subject to the 2% ofbutions you received on stock. Box 1a is the

Do not include in your income patronage adjusted gross income limit only if you item-total of boxes 1b, 1c, 1d, and 1e.
dividends you receive on: ize your deductions on Schedule A (FormBox 1b of Form 1099–DIV shows your or-

1040).dinary dividends. This amount is included in1) Property bought for your personal use,
Box 2 of Form 1099–DIV shows theor box 1a. If you do not need to file Schedule B

amount of ‘‘Federal income tax withheld’’ if(Form 1040), or Schedule 1 (Form 1040A),2) Capital assets or depreciable property
you were subject to backup withholding. Youadd together the amounts shown in boxes 1bbought for use in your business. But you
may be subject to backup withholding if, forand 1e and enter the total on line 9 (Formmust reduce the basis (cost) of the items
example, you failed to furnish your social se-1040 or Form 1040A). Also see the para-bought. If the dividend is more than the
curity number to a payer. Report this amountgraph later about box 1e.adjusted basis of the assets, you must
on Form 1040A, line 28a, or on Form 1040,Box 1c of Form 1099–DIV shows yourreport the excess as income.
line 54, and check the box.capital gain distributions. If you enter the box

Box 3 of Form 1099–DIV shows the1a amount on line 5 of Schedule B, subtractThese rules are the same whether the co-
amount of foreign taxes withheld (paid) onthe box 1c amount out on line 7 of Scheduleoperative paying the dividend is a taxable or
dividends and other distributions, and box 4B. You must also report these capital gainstax-exempt cooperative.
identifies the foreign country or U.S. posses-on line 14, Part II of Schedule D (Form 1040).
sion that did the withholding. If there are en-However, if you do not need to completeAlaska Permanent Fund Dividends.  Do
tries in these boxes, fill out Form 1040 andSchedule D for any other capital transac-not report these amounts as dividends. In-
Form 1116, Foreign Tax Credit. However,tions, report them directly on line 13 of Formstead, report these amounts on line 21 of
do not complete Form 1116 if you claim this1040.Form 1040.
amount as ‘‘Other taxes’’ on Schedule A. ForBox 1d of Form 1099–DIV shows your
more information on the credit and deduc-nontaxable distributions. If you enter the box
tion, see Publication 514, Foreign Tax Credit1a amount on line 5 of Schedule B (FormHow to Report for Individuals.1040), subtract the box 1d amount out on line

8 of Schedule B. Amounts shown in box 1d Box 5 of Form 1099–DIV shows distribu-Dividend Income are usually a return of capital that reduces tions of cash from corporations in partial or
your basis in the stock. Once you have re- complete liquidation. Box 6 shows the fairGenerally, you can use either Form 1040 or
ceived an amount equal to your cost or otherForm 1040A to report your dividend income. market value of noncash distributions. If
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there are entries in these boxes, see Liqui- Expenses related to dividend income. your tax if your taxable income (Form 1040,
You may deduct expenses related to divi- line 37) is more than: $91,850 if married filingdating distributions under Nontaxable Distri-
dend income only if you itemize your deduc- jointly or qualifying widow(er); $55,100 if sin-butions in Publication 550.
tions on Schedule A (Form 1040). See Chap- gle; $78,700 if head of household; or
ter  30 for general  informat ion about $45,925 if married filing separately.Dividends received on restricted stock.
deducting expenses of producing income.Restricted stock is stock that you get from

your employer for services you perform and Nontaxable (return of capital) distribu-
that is nontransferable and subject to a sub- Form 1040A tions.  Some distributions are nontaxable
stantial risk of forfeiture. You do not have to Report your total dividends on line 9, Form because they are a return of your cost. You
include the value of the stock in your income 1040A. You also must list each payer’s name report return of capital distributions (box 1d
when you receive it. However, if you get divi- and the amount of dividends received from of Form 1099–DIV) only after your basis in
dends on the restricted stock, you must in- each payer in Part II of Schedule 1 (Form the stock has been reduced to zero. If the ba-
clude them in your income as wages, not 1040A) and attach it to your Form 1040A, if: sis of your stock is zero, report any return of
dividends. capital distributions you receive on line 1,1) The amount on line 9 is more than $400,Your employer should include these divi- Part I of Schedule D, if you held the stockor
dends in the wages shown on your Form W– one year or less. Report them on line 9, Part

2) You received, as a nominee, dividends2. If you also get a Form 1099–DIV for these II of Schedule D, if you held the stock for
that actually belong to someone else.dividends, list them on line 5, Part II of more than one year. Write ‘‘Dividend R.O.C.
(See Nominees (Form 1040A), next, forSchedule B (Form 1040), with any other divi- Exceeding Basis’’ in column (a) of Schedule
how to report these dividends.)dends you received. Enter a subtotal of all D and the name of the company. Report your

your dividend income several lines above gain in column (g) of Schedule D. Your gain
If you received a Form 1099–DIV from a bro-line 6. Below the subtotal, write ‘‘Dividends is the amount of the distribution in excess of
kerage firm, list the brokerage firm as theon restricted stock reported as wages on line your basis in the stock.
payer. However, you must use Form 1040 in-7, Form 1040,’’ and enter the amount of the
stead of Form 1040A if you had capital gaindividends included in your wages on line 7, Form 1040—Totaldistributions or return of capital distributions.Form 1040. Subtract this amount from the

Exempt-interest dividends, which are Dividends ofsubtotal and enter the result on line 6, Part II
treated as interest, should be reported onof Schedule B. More Than $400line 8b. See How to Report Interest IncomeElection.  You can choose to include in

You must fill in Part II of Schedule B and at-in Chapter 8.gross income the value of restricted stock as
tach it to your return, if:compensation for services. If you make this

Nominees (Form 1040A).  If you received 1) Your total dividends, including capitalchoice, the dividends are treated as any
dividends as a nominee (that is, the divi- gain and nontaxable distributions, areother dividends.
dends are in your name but actually belong more than $400, orIf you receive both a Form 1099–DIV and
to someone else), include them on line 5 ofa Form W–2 showing these dividends, do not 2) You received, as a nominee, dividendsSchedule 1. Several lines above line 6, put ainclude the dividends in your wages reported that actually belong to someone else.subtotal of all dividend income listed on lineon line 7, Form 1040. List the dividends on (See Nominees (Form 1040), later, for5. Below this subtotal, write ‘‘Nominee Distri-line 5, Part II of Schedule B, along with your how to report these dividends.)bution’’ and show the amounts received as aother dividends (if the amount of dividends
nominee. Subtract the total of your nomineereceived from all sources is more than $400). If your total dividends are more than $400,distributions from the subtotal. Enter the re-Attach a statement to your Form 1040 ex- you must also complete Part III of Schedulesult on line 6 of Part II.plaining why the amount shown on line 7 of B.See Nominees (Form 1040), later, foryour Form 1040 is different from the amount You must report all of your dividend in-more information.shown on your Form W–2. come (box 1a of Form 1099–DIV) on line 5,

Part II of Schedule B. You must include onForm 1040—TotalDividends on stock sold.  If stock is sold, this line all the ordinary dividends, capital
exchanged, or otherwise disposed of after a Dividends of gain distributions, and return of capital distri-
dividend is declared, but before it is paid, the butions you receive. You should list the$400 or Less
owner of record (usually the payee shown on name of the payer and the amount of incomeReport only the total of your ordinary divi-the dividend check) must report the dividend. for each distribution you receive. If your se-dends from box 1b of Form 1099–DIV andEven if the purchase price of the stock goes curities are held by a brokerage firm (inany investment expenses from box 1e ofup because of the amount of the anticipated ‘‘street name’’), list the name of the broker-Form 1099–DIV on line 9, Form 1040, if:dividend, the owner of record must report age firm that is shown on Form 1099–DIV as

1) Your total dividends, including capitalsuch dividend. the payer. If your stock is held by a nominee
gain and nontaxable distributions, are who is the owner of record, and the nominee
$400 or less, andStock sold short. If you borrow stock to credits or pays you dividends on the stock,

make a short sale, you may have to pay the you should show the name of the nominee2) You did not receive, as a nominee, divi-
lender an amount to replace the dividends and the dividends you received or for whichdends that actually belong to someone
distributed while you maintain your short po- you were credited. You should enter on line 6else.
sition. Your treatment of the payment de- the total of the amounts listed on line 5. How-
pends on the kind of distribution for which ever, if you hold stock as a nominee, seeCapital gain distributions. Report capital
you are reimbursing the lender of the stock. Nominees (Form 1040), later.gain distributions (box 1c of Form 1099–DIV)

If your payment is made for a liquidating on line 14, Part II of Schedule D (Form 1040).
distribution or nontaxable stock distribution, Capital gain distributions. You enter onIf you do not need Schedule D to report any
or if you buy more shares equal to a stock line 7, Part II of Schedule B, any amountother capital gains or losses, enter your capi-
distribution issued on the borrowed stock shown on line 5 that is a capital gain distribu-tal gain distributions on line 13, Form 1040.
during your short position, you have a capital tion. You also enter this amount on line 14,Write ‘‘CGD’’ on the dotted line next to line

Part II of Schedule D (Form 1040). If you doexpense. You must add the payment to the 13.
not need to use Schedule D to report anycost of the stock sold short. See Short Sales
other gains or losses, do not use it. Instead,in Publication 550 for more information about Note:  Use the Capital Gain Tax Work-
show your capital gain distributions on linethe tax treatment of short sales. sheet in the Form 1040 instructions to figure
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13, Form 1040. Write ‘‘CGD’’ on the dotted amount on line 6. The difference, if any, is Transmittal of U.S. Information Returns, and
line next to line 13. your taxable ordinary dividends. Enter this file both forms with the Internal Revenue

amount on line 10, Part II of Schedule B, and Service Center. Give the other person Copy
Note:  Use the Capital Gain Tax Work- on line 9, Form 1040. If you had over $400 of B of the Form 1099–DIV that you filed as a

sheet in the Form 1040 instructions to figure dividends, you must also complete Part III of nominee. On Form 1099–DIV and Form
your tax if your taxable income (Form 1040, Schedule B. See Foreign financial accounts 1096, you should be listed as the ‘‘Payer.’’
line 37) is more than: $91,850 if married filing and foreign trusts under Additional Sched- On Form 1099–DIV, the other owner should
jointly or qualifying widow(er); $55,100 if sin- ules in Chapter 1 for more information. be listed as the ‘‘Recipient.’’ You are not re-
gle; $78,700 if head of household; or quired, however, to file a Form 1099–DIV to
$45,925 if married filing separately. Nominees (Form 1040). Include on line 5, show payments for your spouse. For more

Part II of Schedule B (Form 1040), all divi- information about the reporting requirements
dends you received. This includes dividendsNontaxable (return of capital) distribu- and the penalties for failure to file (or furnish)
you received, as a nominee, that actually be-tions.  You enter on line 8, Part II of Sched- certain information returns, see 1994 In-
long to another person (such as your child),ule B, any amount from line 5 that you re- structions for Forms 1099, 1098, 5498, and
even if you later distributed some or all of thisceived as a return of capital distribution. W–2G.
income to others. Enter a subtotal of all yourHowever, after the basis of your stock has
dividend income listed on line 5 several linesbeen reduced to zero, you must also show
above line 6. Below the subtotal, write ‘‘Nom- Liquidating distributions.  You will receivethis amount on line 1, Part I of Schedule D, if
inee Distribution,’’ and show the amounts re-you held the stock one year or less. Show it Form 1099–DIV from the corporation show-
ceived as a nominee. Subtract these distri-on line 9, Part II of Schedule D, if you held the ing the amount of the liquidating distribution.
butions from the subtotal, and enter thestock for more than one year. Write ‘‘Divi- Generally, this is treated as the sale or ex-
result on line 6.dend R.O.C. Exceeding Basis’’ in column (a) change of a capital asset and you should re-

If you receive a Form 1099–DIV on whichof Schedule D and the name of the company. port it on Schedule D (Form 1040). 
your taxpayer identification number isReport your gain in column (g) of Schedule
shown, and two or more recipients areD. Your gain is the amount of the distribution

Sample returns.  The sample return innamed, or amounts belonging to anotherin excess of your basis in the stock.
Chapter 38 has an example of reporting divi-person are included, you must file a Form
dend income on Form 1040A. The sample1099–DIV with the IRS to show the properCompleting Schedule B. Add the amounts
return in Chapter 39 has an example of re-distributions of the amounts shown. Com-shown on lines 7 and 8, and enter the total on
porting dividend income on Form 1040.plete a Form 1096, Annual Summary andline 9. Subtract the amount on line 9 from the
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❏ 925 Passive Activity and At-Risk market value in the absence of evidence to
Rules the contrary.10. ❏ 946 How To Begin Depreciating Your

Rental of property also used as a home.  IfProperty
you rent property that you also use as yourRental Income home and you rent it for less than 15 daysForm (and Instructions)
during the tax year, do not include the rentand Expenses ❏ 4562 Depreciation and Amortization you receive in your gross income. You can-

❏ 8582 Passive Activity Loss not deduct rental expenses. However, you
Limitations can deduct allowable interest, taxes, and

casualty and theft losses as itemized deduc-❏ Schedule E (Form 1040)
tions on Schedule A of Form 1040. See Per-Supplemental Income and LossImportant Change
sonal Use of Vacation Homes and Other
Dwelling Units, later.for 1994 

Passive activity rules for rental activities.
If you own a part interest in rental prop-Prior to 1994, all rental activities (regardless Rental Income erty,  you must report your part of the rentalof the level of the taxpayer’s participation)
income from the property.Rental income is any payment you receivewere passive activities. Losses from such

for the use or occupation of property.activities were limited.
You generally must include in your grossBeginning in 1994, rental activities in

income all amounts you receive as rent.which the taxpayer materially participates Rental Expenses 
In addition to amounts you receive aswill no longer be passive activities if the tax-

This part discusses repairs and certain othernormal rent payments, there are otherpayer meets certain eligibility requirements.
expenses of renting property that you ordina-amounts that may be rental income.Losses from these activities are not limited
rily can deduct from your gross rental in-by the passive activity rules.
come. It includes information on the ex-Otherwise, there are still passive loss lim- Advance rent. Advance rent is any amount
penses you can deduct if you rent part ofits and at-risk rules that may affect the you receive before the period that it covers.
your property, or if you change your propertyamount of rental loss you can claim on your Include advance rent in your rental income in
to rental use. Depreciation, which you canreturn. See Limits on Rental Losses, later. the year you receive it regardless of the pe-
also deduct from your gross rental income, isriod covered or the method of accounting
discussed later.you use.

Example.  You sign a 10–year lease toIntroduction If you own a part interest in rental prop-rent your property. In the first year, you re-
erty,  you can deduct your part of the ex-ceive $5,000 for the first year’s rent andThis chapter discusses rental income and
penses that you paid.$5,000 as rent for the last year of the lease.expenses. It covers the following topics:

You must include $10,000 in your income in• Rental income When to deduct.  You generally deduct yourthe first year.
• Rental expenses rental expenses in the year you pay or incur

them.Security deposits. Do not include a security• Vacation homes and other dwelling units
deposit in your income when you receive it if

• Depreciation you plan to return it to your tenant at the end Vacant rental property.  If you hold property
of the lease. But, if during any year, you keep for rental purposes, you may be able to de-• Limits on rental losses
part or all of the security deposit because duct your ordinary and necessary expenses

• How to report your rental income and your tenant does not live up to the terms of for managing, conserving, or maintaining the
expenses the lease, include the amount you keep in property while the property is vacant. How-

your income for that year. ever, you cannot deduct any loss of rental in-
If you sell or otherwise dispose of your If an amount called a security deposit is to come for the period the property is vacant.

rental property, see Publication 527, Resi- be used as a final payment of rent, it is ad- Pre-rental expenses.  You can deduct
dential Rental Property. vance rent. Include it in your income when your ordinary and necessary expenses for

If you have a loss from damage to, or you receive it. managing, conserving, or maintaining rental
from theft of, rental property, see Chapter 26

property from the time you make it available
of Publication 334, Tax Guide for Small Payment for canceling a lease.  If your ten- for rent.Business. ant pays you to cancel a lease, the amount Expenses for rental property sold.  IfIf you rent out a condominium or a coop- you receive is rent. Include the payment in you sell property you held for rental pur-erative apartment, some special rules apply your income for the year you receive it re- poses, you can deduct the ordinary and nec-to you even though you receive the same tax gardless of your method of accounting. essary expenses for managing, conserving,treatment as other owners of rental property.

or maintaining the property until it is sold.See Publication 527 for more information. Expenses paid by tenant.  If your tenant
pays any of your expenses and these pay- Personal use of rental property.  If youUseful Items ments are in lieu of rent, then these pay- sometimes use your rental property for per-

You may want to see: ments are rental income. You must include sonal purposes, you must divide your ex-
them in your income. You can deduct those penses between rental and personal use.

Publication expenses if they are deductible rental Also, your rental expense deductions may be
expenses. limited. See Personal Use of Vacation❏ 334 Tax Guide for Small Business

Homes and Other Dwelling Units, later.
❏ 527 Residential Rental Property Property or services.  If you receive prop-

erty or services, instead of money, as rent,❏ 534 Depreciation Repairs and Improvements include the fair market value of the property
❏ 535 Business Expenses You can deduct the cost of repairs that youor services in your rental income.

make to your rental property. You cannot de-❏ 544 Sales and Other Dispositions of If the services are provided at an agreed
Assets upon or specified price, that price is the fair duct the cost of improvements. You recover
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the costs of improvements by taking depreci- Insurance premiums. You can deduct in- the property used for rental purposes and the
surance premiums you pay for rental pur- part of the property used for personal pur-ation (explained later).
poses. If you pay the premiums for more than poses as though you actually had two sepa-Separate the costs of repairs and im-
one year in advance, each year you can de- rate pieces of property.provements, and keep accurate records.
duct the part of the premium payment that You can deduct a part of some expenses,You will need to know the cost of improve-
will apply to that year. You continue to deduct such as mortgage interest and propertyments when you sell or depreciate your
your premium in this manner for as long as taxes, as a rental expense. You can deductproperty.
the insurance is in effect. You cannot deduct the other part, subject to certain limitations,
the total premium in the year you pay it. only if you itemize your deductions. You canRepairs.  A repair keeps your property in

also deduct as a rental expense a part ofgood operating condition. It does not materi-
other expenses that normally are nondeduct-Local benefit taxes.  Generally, you cannotally add to the value of your property or sub-
ible personal expenses, such as expensesdeduct charges for local benefits that in-stantially prolong its life. Repainting property
for electricity, a second telephone line, orcrease the value of your property, such as forinside or out, fixing gutters or floors, fixing
painting the outside of your house.putting in streets, sidewalks, or water andleaks, plastering, and replacing broken win-

You do not have to divide the expensessewer systems. These charges are nonde-dows are examples of repairs.
that belong only to the rental part of yourpreciable capital expenditures. You mustIf you make repairs as part of an exten-
property. If you paint a room that you rent, oradd them to the basis of your property. Yousive remodeling or restoration of your prop-
if you pay premiums for liability insurance incan deduct local benefit taxes if they are forerty, the whole job is an improvement.
connection with renting a room in your home,maintaining, repairing, or paying interest
your entire cost is a rental expense. You cancharges for the benefits.

Improvements. An improvement adds to deduct depreciation, discussed later, on the
the value of your property, prolongs its useful part of the property used for rental purposesCharges for services.  You can deductlife, or adapts it to new uses. Putting a recre- as well as on the furniture and equipmentcharges you pay for services provided for
ation room in an unfinished basement, pan- you use for these purposes.your rental property, such as water, sewer,
eling a den, adding a bathroom or bedroom, and trash collection.
putting decorative grillwork on a balcony, How to Divide Expenses putting up a fence, putting in new plumbing

Travel expenses. You can deduct the ordi- If an expense is for both rental use and per-or wiring, putting in new cabinets, putting on nary and necessary costs of traveling away sonal use, such as mortgage interest or thea new roof, and paving a driveway are exam- from home if the primary purpose of the trip heat for the entire house, you must divide theples of improvements. was to collect rental income or to manage, expense between the rental use and the per-If you make an improvement to property conserve, or maintain your rental property. sonal use. You can use any reasonablebefore you begin renting it, add the cost of You must properly allocate between rental method for dividing the expense. The twothe improvement to the basis of the property. and nonrental activities. For information on most common methods are one based onBasis is explained later under Modified Ac- travel expenses, see Chapter 28. the number of rooms in your home and onecelerated Cost Recovery System (MACRS). To deduct travel expenses, you must based on the square footage of your home.
keep records that follow the rules in Chapter
28.Other Expenses Allocating costs.  Dividing certain ex-

Other expenses you can deduct from your penses based on the number of people in-
Local transportation expenses.  You cangross rental income include advertising, volved may be the proper method to use. For
deduct your ordinary and necessary localjanitor and maid service, utilities, fire and lia- example, if you provide meals to tenants, the
transportation expenses if you incur them tobility insurance, taxes, interest, commissions most accurate method of dividing food costs
collect rental income or to manage, con- between rental and personal expenses mayfor the collection of rent, ordinary and neces-
serve, or maintain your rental property. be one based on the total number of peoplesary travel and transportation, and other ex-

Generally, if you use your personal car, eating the food. Or, if you rent an apartmentpenses discussed below.
pickup truck, or light van for rental activities, and your tenants have unrestricted use of
you can deduct local transportation ex- your second telephone line, dividing theSalaries and wages. You can deduct rea-
penses using one of two methods: actual ex- monthly charge for that line by the number ofsonable salaries and wages you pay to your
penses or the standard mileage rate. The people using it may be the best method toemployees. You can also deduct bonuses
standard mileage rate for 1994 is 29 cents a use.you pay to your employees if, when added to
mile for all business miles.

their regular salaries or wages, the total is
To deduct car expenses under either

not more than reasonable pay. Limits on Deductionsmethod, you must follow certain rules. These
You can deduct reasonable wages you for Rental Expenses rules are discussed in Chapter 28.

pay to your dependent child if your child is If you rent out part of your property and youIn addition, you must complete Part V of
your bona fide employee. However, you can- also use that or another part of the sameForm 4562 and attach it to your tax return.
not deduct the cost of meals and lodging for property for personal purposes during the
the child. year, your deductions for rental expenses forTax return preparation. You can deduct, as

the property may be limited. See Personala rental expense, the part of tax return prepa-
Rental payments for property.  You can Use of Vacation Homes and Other Dwellingration fees you paid to prepare Part I of
deduct the rent you pay for property that you Units, later, for more information.Schedule E. You can also deduct, as a rental
use for rental purposes. If you buy a lease- expense, any expense you paid to resolve a
hold for rental purposes, you can deduct an tax underpayment related to your rental ac- Property Changedequal part of the cost each year over the term tivities. On your 1994 Schedule E (Form
of the lease. to Rental Use1040), you can deduct fees paid in 1994 to

If you change your home, apartment, orprepare Part I of your 1993 Schedule E
Rental of equipment.  You can deduct the other property, or a part of it, to rental use at(Form 1040).
rent you pay for equipment that you use for any time other than at the beginning of your
rental purposes. However, in some cases, tax year, you must divide yearly expenses,Renting Part oflease contracts are actually purchase con- such as depreciation, taxes, and insurance,

Your Property tracts. If so, you cannot deduct these pay- between rental use and personal use.
ments. You can recover the cost of pur- If you rent part of your property, you must di- You can deduct as rental expenses only
chased equipment through depreciation. vide certain expenses between the part of the part of the expense that is for the part of
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the year the property was used or held for If you use the dwelling unit as a home and price if it is substantially less than the rents
rental purposes. you rent it for fewer than 15 days during the charged for other properties that are similar

year, do not include any of the rent in your in- to your property.You cannot deduct depreciation or insur-
come and do not deduct any of the rental ex-ance for any property or part of property held Ask yourself the following questions
penses. If you rent out the dwelling unit for 15for personal use. However, you can deduct when comparing another property with
or more days, you must include the rent inthe allowable part of the interest and tax ex- yours.
your income and, if you have a net loss, youpenses for personal use as an itemized de- Is it used for the same purpose?may not be able to deduct all of the rental ex-duction on Schedule A (Form 1040).

Is it approximately the same size?penses. See How to Figure Your Income andExample.  You moved from your home in
Deductions, later. Is it in approximately the same condition?May 1994 and started renting it out on June

1, 1994. You can deduct as rental expenses Does it have similar furnishings?Dwelling unit.  The rules in this section ap-seven-twelfths of your yearly expenses,
ply to vacation homes and other dwelling Is it in a similar location?such as taxes and insurance.
units. A dwelling unit includes a house,You can deduct as rental expenses, start-
apartment, condominium, mobile home, If any of the answers are no, the propertiesing with June, the amounts you pay for items
boat, or similar property. A dwelling unit has probably are not similar.generally billed monthly, such as utilities.
basic living accommodations, such as sleep- Examples.  The following examples show
ing space, a toilet, and cooking facilities. A how to determine whether you used yourInformation on depreciation.  See Per-
dwelling unit does not include property used rental property as a home.sonal home changed to rental use, later,
solely as a hotel, motel, inn, or similarunder Modified Accelerated Cost Recovery Example 1.  You converted the base-establishment.System (MACRS) for information about how ment of your home into an apartment with aProperty is used solely as a hotel, motel,to figure your deduction for depreciation. bedroom, a bathroom, and a small kitchen.inn, or similar establishment if it is regularly

You rent the apartment at a fair rental price toavailable for occupancy by paying custom-
Other limits.  If you change property to college students during the regular schoolers and is not used by an owner as a home
rental use and later use part or all of it for per- year. You rent to them on a 9–month (273during the year.
sonal purposes, there are other rules that ap- days) lease.Example.  You rent out a room in yourply to how much of your rental expenses you During the summer, your brothers stayhome that is always available for short-termcan deduct. These rules are explained later with you for a month (30 days) and live in theoccupancy by paying customers. You do notunder Personal Use of Vacation Homes and apartment rent free.use the room yourself, and you only allowOther Dwelling Units. Your basement apartment is used as apaying customers to use the room. The room

home because you use it for personal pur-is used solely as a hotel, motel, inn, or similar
poses for 30 days. That is more than theNot Rented For Profit establishment and is not a dwelling unit.
greater of 14 days or 10% of the total days itIf your rental of a property is an activity that
is rented.you do not carry on to make a profit, you can Dwelling Unit

Example 2.  You rent out the guest bed-deduct your rental expenses only up to the
Used as Home room in your home at a fair rental price dur-amount of your rental income. You cannot
You use a dwelling unit as a home during the ing the local college’s homecoming, com-carry forward any of your rental expenses
tax year if you use it for personal purposes mencement, and football weekends (a totalthat are more than your rental income. For
more than the greater of: of 27 days). Your sister-in-law stays in themore information about the rules for an activ-

room, rent free, for the last three weeks (21ity not engaged in for profit, see Chapter 1 of 1) 14 days, or
days) in July.Publication 535.

2) 10% of the total days it is rented to The room is used as a home because you
others at a fair rental price. use it for personal use for 21 days. That isWhere to report.  Report your rental income

more than the greater of 14 days or 10% ofon line 21, Form 1040. Deduct your mort-
See Figuring Days of Personal Use, later. the total days it is rented.gage interest, real estate taxes, and casualty

If a dwelling unit is used for personal pur-losses on the appropriate lines of Schedule
poses on a day it is rented at a fair rentalA (Form 1040). Figuring Daysprice, do not count that day as a day of rentalYou claim your other expenses, subject
in applying (2) above. Instead, count it as a of Personal Use to the rules explained in Chapter 1 of Publi-
day of personal use in applying both (1) and A day of personal use of a dwelling unit iscation 535, as miscellaneous itemized de-
(2) above. any day that it is used by:ductions on line 22 of Schedule A. You can

Example.  You own a cottage at thededuct these expenses only if they, together 1) You or any other person who has an in-shore. You rent it out at a fair rental pricewith certain other miscellaneous itemized terest in it, unless you rent it to anotherfrom June 1 through August 31, a total of 92deductions, total more than 2% of your ad- owner as his or her main home under adays. The tenant who rented the cottage forjusted gross income. For more information shared equity financing agreement (de-the month of July was unable to use it fromabout miscellaneous deductions, see Chap- fined later),July 4 through July 8. The tenant allowed youter 30.
to use the cottage for those 5 days. The ten- 2) A member of your family or a member of
ant did not ask for a refund of or a reduction the family of any other person who has
in the rent. Your family used the cottage for 3 an interest in it, unless the family mem-
of those days. ber uses the dwelling unit as his or herPersonal Use of

To determine the number of days the cot- main home and pays a fair rental price.Vacation Homes and tage was rented at a fair rental price, do not Family includes only brothers and sis-
count those 3 days you used it for personal ters, half-brothers and half-sisters,Other Dwelling Units purposes. The cottage was rented at a fair spouses, ancestors (parents, grandpar-
rental price for 89 days (92 − 3). ents, etc.) and lineal descendants (chil-If you have any personal use of a vacation

dren, grandchildren, etc.),home or other dwelling unit that you rent out,
you must divide your expenses between the Fair rental price.  A fair rental price for your 3) Anyone under an arrangement that lets
rental use and the personal use. See Figur- property generally is an amount that a per- you use some other dwelling unit, or
ing Days of Personal Use and How to Divide son who is not related to you would be willing

4) Anyone at less than a fair rental price.Expenses, later. to pay. The rent you charge is not a fair rental
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Main home. If the other owner or member of You use 85/99 (86%) of these expenses asDays Not Counted
the family in (1) or (2) above has more than rental expenses.as Personal Use 
one home, his or her main home is the one

Some days you spend at the dwelling unitlived in most of the time. How to Figure Yourare not counted as days of personal use.
Income and Deductions Shared equity financing agreement.  This

Repairs and maintenance.  Any day that How you figure your rental income and de-is an agreement under which two or more
you spend working substantially full time re- ductions depends on how much personalpersons acquire undivided interests for more
pairing and maintaining your property is not use you made of the property and how manythan 50 years in an entire dwelling unit, in-
counted as a day of personal use. Do not days the property was rented.cluding the land, and one or more of the co-
count such a day as a day of personal useowners is entitled to occupy the unit as his or
even if family members use the property forher main home upon payment of rent to the General Rule 
recreational purposes on the same day.other co-owner or owners. If you do not use a dwelling unit as a home,

you divide your expenses between personal
Use as home before or after renting.Donation of use of property.  You use a use and rental use based on the number of
When determining if you used your propertydwelling unit for personal purposes if: days it was used for each purpose.
as a home, the following special rule applies.You donate the use of the unit to a chari- Your deductible rental expenses can be
Do not count as days of personal use thetable organization, more than your gross rental income. How-
days on which you used the property as your ever, see Limits on Rental Losses, later.The organization sells the use of the unit main home either before or after renting it or

at a fund-raising event, and o f fe r ing  i t  fo r  ren t  in  the  fo l low ing Where to report.  Report the rental income
circumstances:The purchaser uses the unit. and all of the rental expenses on Schedule E
1) You rented or tried to rent the property (Form 1040), Supplemental Income and

for 12 or more consecutive months, or Loss.
Examples You can deduct allowable interest, taxes,2) You rented or tried to rent the propertyThe following examples show how to deter- and casualty losses for the personal use offor a period of less than 12 consecutivemine days of personal use. the property on Schedule A (Form 1040) ifmonths and the period ended because

you itemize deductions.Example 1.  You and your neighbor are you sold or exchanged the property.
co-owners of a condominium at the beach.
You rent the unit out to vacationers when- Income and Deductions forThis special rule does not apply when divid-ever possible. The unit is not used as a main Property Used as a Home ing expenses between rental and personalhome by anyone. Your neighbor uses the

If you use a dwelling unit as a home duringuse.unit for two weeks every year.
the year (as explained earlier), how you fig-

Because your neighbor has an interest in
ure your rental income and deductions de-

the unit, both of you are considered to have How to Divide Expenses pends on how many days the unit was
used the unit for personal purposes during If you use a dwelling unit for both rental and rented.
those two weeks. personal purposes, you must divide your ex-

Example 2.  You and your neighbors are penses between the rental use and the per- Rented fewer than 15 days.  If you use a
co-owners of a house under a shared equity sonal use. For purposes of dividing your dwelling unit as a home and you rent it for
financing agreement. Your neighbors live in expenses: fewer than 15 days during the year, you do
the house and pay you a fair rental price. not include in income any of the rental in-1) Any day that the unit is rented at a fair

Even though your neighbors have an in- come. Also, you cannot deduct any ex-rental price is a day of rental use even if
terest in the house, the days your neighbors penses as rental expenses.you have personally used the unit forlive there are not counted as days of per- However, you can deduct your allowablethat day, andsonal use by you. This is because your interest, taxes, and casualty and theft losses

2) A unit is not considered used for rentalneighbors rent the house as their main home on Schedule A (Form 1040) if you itemize
during the time that it is held out for rentunder a shared equity financing agreement. deductions.
but not actually rented.Example 3.  You own a rental property

that you rent to your son. Your son has no in- Rented 15 days or more.  If you use a dwell-
terest in this dwelling unit. He uses it as his Example.  You offer your beach cottage ing unit as a home and rent it for 15 days or
main home. He pays you a fair rental price for rent from June 1 through August 31 (92 more during the year, you include all your
for the property. days). Your family uses the cottage during rental income in your gross income. You

Your son’s use of the property is not per- the last 2 weeks in May (14 days). During must divide your expenses between the per-
sonal use by you because your son is using it 1994, you were unable to find a renter for the sonal use and the rental use based on the
as his main home, he has no interest in the first week in August (7 days). The person number of days used for each purpose. If you
property, and he is paying you a fair rental who rented the cottage for July allowed you had a net profit from the rental property for
price. to use it over a weekend (2 days) without any the year (that is, if your rental income is more

reduction in or refund of rent. The cottage than the total of your rental expenses, includ-Example 4.  You rent your beach house
was not used at all before May 17 or after Au- ing depreciation), deduct all of your rental ex-to Marcia. Marcia rents her house in the
gust 31. penses. However, if you had a net loss, youmountains to you. You each pay a fair rental

may not be able to deduct all of your rentalprice. The cottage was used for rental a total of
expenses.You are using your house for personal 85 days (92 − 7). The days it was held out for

Use Table 10–1 to figure your deductiblepurposes on the days that Marcia uses it be- rent but not rented (7 days) are not days of
expenses.cause your house is used by Marcia under rental use. For purposes of dividing ex-

an arrangement that allows you to use her penses, the July weekend on which you
house. used it (2 days) is rental use because you re-

ceived a fair rental price for the weekend.Example 5.  You rent an apartment to Depreciation You used the cottage for personal pur-your mother at less than a fair rental price.
poses for 14 days (the last 2 weeks in May).You are using the apartment for personal When you use your property to produce in-

The total use of the cottage was 99 dayspurposes on the days that your mother rents come, such as rents, the law generally al-
it. (14 days personal use + 85 days rental use). lows you to recover (get back) some or all of
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Table 10-1. Worksheet for Figuring the Limit on Rental Deductions for a Dwelling Unit Used as a Home
Use this worksheet only if you answer ‘‘yes’’ to all of the following questions.

• Did you use the dwelling unit as a home this year? (See Dwelling Unit Used as a Home.)
• Did you rent the dwelling unit 15 days or more this year?
• Are the total of your rental expenses and depreciation more than your rental income?

1. Enter rents received. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

2. a. Enter the rental portion of deductible home mortgage interest (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
b. Enter the rental portion of real estate taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Enter the rental portion of deductible casualty and theft losses (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
d. Enter indirect rental expenses (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
e. Fully deductible rental expenses. Add lines 2a–2d . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

3. Subtract line 2e from line 1. If zero or less, enter zero . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

4. a. Enter the rental portion of expenses directly related to operating or maintaining the dwelling unit (such
as repairs, insurance, and utilities) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

b. Enter the rental portion of excess mortgage interest (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Add lines 4a and 4b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
d. Allowable operating expenses. Enter the smaller of line 3 or line 4c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

5. Subtract line 4d from line 3. If zero or less, enter zero . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

6. a. Enter the rental portion of excess casualty and theft losses (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
b. Enter the rental portion of depreciation of the dwelling unit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Add lines 6a and 6b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
d. Allowable excess casualty and theft losses and depreciation. Enter the smaller of line 5 or line 6c . . . . . . . . .

7. a. Operating expenses to be carried over to next year. Subtract line 4d from line 4c . . . . . . . . . . . . . . . . . . . . . . . . . . . .
b. Excess casualty and theft losses and depreciation to be carried over to next year. Subtract line

6d from line 6c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Enter the amounts on lines 2e, 4d, and 6d on the appropriate lines of Schedule E (Form 1040), Part I.

Worksheet Instructions
Follow these instructions for the worksheet Form 4684, enter 10% of your adjusted that did not benefit the dwelling unit (as
above. If you were unable to deduct all your gross income figured without your rental explained in the line 2a instructions).
expenses last year, including operating income and expenses from the dwelling unit.

Line 6a. To find the rental portion of excessexpenses, casualty and theft losses, and Enter the rental portion of the result from line
casualty and theft losses you can deduct,depreciation, because of the rental income 18 of Form 4684 on line 2c of this worksheet.
follow these steps. Use the Form 4684 youlimit, add these unused amounts to your Note: Do not file this Form 4684 or use it to
prepared for line 2c of this worksheet.expenses for this year. figure your personal losses on Schedule A.

Instead, figure the personal portion on a
Line 2a. Figure the mortgage interest on the separate Form 4684. A. Enter the amount from line 10
dwelling unit that you could deduct on of Form 4684 . . . . . . . . . . . . . . . . . .
Schedule A (Form 1040) if you had not Line 2d. Enter the total of your rental B. Enter the rental portion of (A)..
rented the unit. Do not include interest on a expenses that are not directly related to C. Enter the amount from line 2c
loan that did not benefit the dwelling unit. For operating or maintaining the dwelling unit. of the worksheet . . . . . . . . . . . . . .
example, do not include interest on a home These include interest on loans used for D. Subtract (C) from (B). Enter
equity loan used to pay off credit cards or rental activities other than to buy, build, or the result here and on line 6a
other personal loans, buy a car, or pay improve the dwelling unit. Also include rental of the worksheet . . . . . . . . . . . . . .
college tuition. Include interest on a loan agency fees, advertising, office supplies,
used to buy, build, or improve the dwelling and depreciation on office equipment used in

Allocating the limited deduction. If youunit, or to refinance such a loan. Enter the your rental activity.
cannot deduct all of the amount on line 4crental portion of this interest on line 2a of the

Line 4b. On line 2a, you entered the or 6c this year, you can allocate theworksheet.
mortgage interest you could deduct on allowable deduction in any way you wish

Line 2c. Figure the casualty and theft losses Schedule A if you had not rented out the among the expenses included on line 4c or
related to the dwelling unit that you could dwell ing unit. Enter on l ine 4b of this 6c. Enter the amount you allocate to each
deduct on Schedule A (Form 1040) if you worksheet the mortgage interest you could expense on the appropr iate l ine of
had not rented the dwelling unit. To do this, not deduct on Schedule A because it is more Schedule E, Part I.
complete Section A of Form 4684, treating than the limit on home mortgage interest. Do
the losses as personal losses. On line 17 of not  i nc lude  in te res t  on  a  loan

what you paid for the property through tax figuring gain or loss on a later sale or ex- You cannot deduct the unclaimed deprecia-
deductions. You do this by ‘‘depreciating’’ change. You may have to use Form 4562, tion in the current or any later tax year. How-
the property; that is, by deducting some of Depreciation and Amortization, to figure and ever, you may be able to claim the deprecia-
your cost on your tax return each year. report your depreciation. See How to Report tion on an amended return (Form 1040X) for

Several factors determine how much de- Rental Income and Expenses, later. the earlier year. See Amended Returns and
preciation you can deduct. The main factors You should claim the correct amount of Claims for Refund in Chapter 1 for more
are: (1) your basis in the property, and (2) the depreciation each tax year. If, in an earlier information.
recovery period for the property. year, you did not claim depreciation that you

You can deduct depreciation only on the were entitled to deduct, you must still reduce Land.  You can never depreciate land. This
part of your property used for rental pur- your basis in the property by the amount of generally includes the cost of clearing, grad-
poses. Depreciation reduces your basis for depreciation that you should have deducted. ing, planting, and landscaping because
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these expenses are all part of the cost of 2) Its placed-in-service date, and 3) 15–year property. This class includes
land. roads and shrubbery (if depreciable).3) Its depreciable basis.

4) Residential rental property. This class
Depreciation Systems includes any real property that is a rentalExcluded property.  You cannot use

building or structure (including a mobileMACRS for certain personal property placedThere are three ways to figure depreciation.
in service before 1987 (before August 1, home) for which 80% or more of theThe depreciation system you use depends
1986, if election made) that is transferred af- gross rental income for the tax year ison the type of asset and when the asset was
ter 1986 (after July 31, 1986, if election from dwelling units. A dwelling unit is aplaced in service. For tangible property you
made). Generally, if you acquired the prop-use: house or an apartment used to provide
erty from a related party, or if you or a related living accommodations in a building or1) MACRS if placed in service after 1986, party used the property before 1987, you structure, but does not include a unit in a
cannot use MACRS. Property that does not2) ACRS if placed in service after 1980 but hotel, motel, inn, or other establishment
come under MACRS must be depreciatedbefore 1987, or where more than half of the units are
under ACRS or one of the other methods of used on a transient basis. If you live in3) Straight line or an accelerated method depreciation, such as straight line or declin- any part of the building or structure, theof depreciation, such as the declining ing balance. In addition, you may elect to ex- gross rental income includes the fairbalance method, if placed in service clude certain property from the application of rental value of the part you live in. Thisbefore 1981. MACRS. See Publication 534 for more property is depreciated over 27.5 years.
information.

Tangible property is any property that you
can see and touch. This includes automo- Additions or improvements to property.Personal home changed to rental use.
biles, buildings, and equipment. Treat additions or improvements you makeYou must use MACRS to figure the deprecia-

If you placed property in service before to any property as separate property itemstion on property you used as your home and
1994, continue to use the same method of for depreciation purposes. The recovery pe-changed to rental property in 1994.
figuring depreciation that you used in the riod for an addition or improvement begins
past. If you need information about any other on the later of:Recovery Periods Under GDS method of depreciation, see Publication 534,

1) The date the addition or improvement isEach item of property that can be depreci-Depreciation.
placed in service, orated is assigned to a property class. The re-

covery period of a piece of property dependsSection 179 election.  You cannot claim the 2) The date the property to which the addi-
on the class the property is in. The propertysection 179 deduction for property merely tion or improvement was made is placed
classes are:held for the production of income, including in service.

certain rental property. See Publication 534. 3–year property,
The class and recovery period of the ad-5–year property,Cannot be more than basis.  The total of all dition or improvement is the one that would

your yearly depreciation deductions cannot 7–year property, apply to the underlying property if it were
be more than your cost or other basis of the placed in service at the same time as the ad-10–year property,property. For this purpose, the total depreci- dition or improvement.
ation must include any depreciation that you 15–year property,

Example.  You own a residential rentalwere allowed to claim, even if you did not 20–year property, house that you have been renting out sinceclaim it.
1980 and are depreciating under ACRS. IfNonresidential real property, and
you put an addition onto the house, and youCooperative apartments. If you are a ten- Residential rental property. place the improvement in service after 1986,ant-stockholder in a cooperative housing
you use MACRS for the addition. Undercorporation and you rent your cooperative The class to which property is assigned is MACRS, the addition would be depreciatedapartment to others, you may deduct your determined by its class life. Class life is dis- as residential rental property.share of the corporation’s depreciation. See cussed in Publication 534.

Cooperative apartments in Publication 527 Under GDS, tangible property that you
When to begin depreciation.  You can be-for information on how to figure your depreci- placed in service during 1994 in your rental

ation deduction. gin to depreciate property when you place itactivities generally falls into one of the follow-
in service in your trade or business or for theing classes. Also see Table 10–2 in this
production of income. Property is consideredchapter. The other recovery classes are dis-Modified Accelerated
placed in service in a rental activity when it iscussed in Publication 534.Cost Recovery ready and available for a specific use in that

1) 5–year property. This class includes activity.System (MACRS)
computers and peripheral equipment,

The modified accelerated cost recovery sys- office machinery (typewriters, calcula- Basis tem (MACRS) applies to all tangible property tors, copiers, etc.), automobiles, and
placed in service during 1994. To deduct the proper amount of depreciationlight trucks.

MACRS consists of two systems that de- each year, you must first determine your ba-Depreciation on automobiles, certain
termine how you depreciate your property. computers, and cellular telephones is sis in the property you intend to depreciate.
The main system is called the General De- limited. See Chapter 4 of Publication The basis used for figuring depreciation is
preciation System (GDS). The second sys- 534. your original basis in the property increased
tem is called the Alternative Depreciation by any improvements made to the property.2) 7–year property. This class includes of-System (ADS). GDS is used to figure your Your original basis is usually your cost. How-fice furniture and equipment (desks,depreciation deduction for property used in ever, if you acquire the property in somefiles, etc.), and appliances, carpets, fur-most rental activities, unless you elect ADS. other way, such as by inheriting it, getting itniture, etc. used in residential rentalTo figure your MACRS deduction, you as a gift, or building it yourself, you may haveproperty. This class also includes anyneed to know the following information about to figure your original basis in another way.property that does not have a class lifeyour property: Other adjustments could also affect your ba-and that has not been designated by law

sis. See Chapter 14.1) Its recovery period, as being in any other class.
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convention (explained later) for residentialTable 10-2. MACRS Recovery Periods for Property Used in Rental
rental property.Activities

MACRS Recovery Period to use
Declining Balance Method 

General Alternative To figure your MACRS deduction, first deter-
Depreciation Depreciation

mine your declining balance rate from the ta-Type of property System System
ble later. However, if you elect to use the
150% declining balance method for 5– or 7–
year property, figure the declining balanceComputers and their peripheral
rate by dividing 1.5 (150%) by the ADS re-equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years
covery period for the property.Office machinery, such as:

Multiply the adjusted basis of the propertytypewriters
calculators by the declining balance rate, and apply the
copiers . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 6 years convention that applies to figure your depre-

Automobiles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years ciation for the first year. In later years, use
Light trucks. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years 5 years the  fo l low ing  s teps  to  f i gu re  your

depreciation.
Office furniture and equipment, such as:

1) Adjust your basis by subtracting thedesks
amount of depreciation allowable for thefiles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 10 years
earlier years.

Appliances, such as:
2) Multiply your adjusted basis in (1) by thestoves

same rate used in the first year.refrigerators . . . . . . . . . . . . . . . . . . . . . 7 years 12 years
Carpets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 12 years
Furniture used in rental property . . . . . . . . . 7 years 12 years Follow these steps each year that you use
Any property that does not have a class the declining balance method. See Conven-

life and that has not been tions, later, for information on depreciation in
designated by law as being in any the year you dispose of property.other class . . . . . . . . . . . . . . . . . . . . . . . . . . 7 years 12 years

Declining balance rates.  The following ta-Roads . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 years 20 years
ble shows the declining balance rate that ap-Shrubbery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 years 20 years
plies for each class of property and the first
year for which the straight line method willResidential rental property (buildings or

structures) and structural give an equal or greater deduction. (The
components such as furnaces, rates for 5– and 7–year property are based
water pipes, venting, etc. . . . . . . . . . . . 27.5 years 40 years on the 200% declining balance method.)

Improvements and additions, such as a The recovery period of the property to Class Declining Balance Rate Year
new roof . . . . . . . . . . . . . . . . . . . . . . . . . . . . . which the addition or improvement is 5 40.00% 4th

made, determined as if the property were 7 28.57% 5th
placed in service at the same time as the

15 10.00% 7th
improvement or addition.

Straight Line Method 
You can also choose to use the 150% de- To figure your MACRS deduction under theFiguring MACRS

clining balance method for property in the 5–, straight line method, you must figure a newDepreciation Under GDS 7–, or 15–year class over its ADS recovery depreciation rate for each tax year in the re-
You can figure your MACRS depreciation period. See Figuring MACRS Depreciation covery period. For any tax year, figure the
under GDS in one of two ways. The deduc- Under ADS, later, for the ADS recovery peri- straight line rate by dividing the number 1 by
tion is the same both ways. You can either: ods. You make this election on Form 4562. In the years remaining in the recovery period at

the beginning of the tax year. Multiply the un-Part II, column (f), enter ‘‘150 DB.’’1) Actually compute the deduction using
recovered basis of the property by thethe depreciation method and convention Change from either declining balance
straight line rate. You must figure the depre-that apply over the recovery period of method to the straight line method in the first
ciation for the first year using the conventionthe property, or tax year that the straight line method gives
that applies. (See Conventions, later.) If theyou a larger deduction.2) Use the percentage from the optional
remaining recovery period at the beginningYou can also choose to use the straightMACRS tables.
of the tax year is less than 1 year, the straightline method with a half-year or mid-quarter
line rate for that tax year is 100%.convention for 5–, 7–, and 15–year property.If you actually compute the deduction, the

Example.  Using the straight line methodThe choice to use the straight line method fordepreciation method you use depends on
for property with a 5–year recovery period,one item in a class of property applies to allthe class of the property.
the straight line rate is 20% (1 ÷ 5) for the firstproperty in that class that is placed in service
tax year. After applying the half-year conven-during the tax year of the election. You elect5–, 7–, or 15–year property.  For property in
tion, the first year rate is 10% (20% ÷ 2).the straight line method on Form 4562. Inthe 5– or 7–year class, you use the double

At the beginning of the second year, the(200%) declining balance method over 5 or 7 Part II, column (f), enter ‘‘S/L.’’ Once you
remaining recovery period is 41/2 years be-years and a half-year convention. Or use the make this election, you cannot change to an-
cause of the half-year convention. Themid-quarter convention if it applies. These other method.
straight line rate for the second year isconventions are explained later. For property
22.22% (1 ÷ 4.5).in the 15–year class, you use the 150% de-

To figure your depreciation deduction forResidential rental property.  You must useclining balance method over 15 years and a
the second year:the straight line method and a mid-monthhalf-year convention.
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1) Subtract the depreciation taken in the Used furniture for $100, which he placed 24.49%. Your 1995 depreciation deduction
first year from the basis of the property, in service in September; and will be $73 ($300 × .2449) for the stove and
and $122 ($500 × .2449) for the refrigerator.A refrigerator for $500, which he placed

2) Multiply the remaining basis in (1) by in service in October. Example 2.  Assume the same facts in
22.22%. Example 1, except you buy the refrigerator in

John uses the calendar year as his tax October 1994 instead of February. You must
year. The total basis of all property placed inResidential rental property.  In the first use the mid-quarter convention to figure de-
service in 1994 is $1,000. The $500 basis ofyear you claim depreciation for residential preciation on the stove and refrigerator. The

rental property, you can only claim deprecia- the refrigerator placed in service during the basis of the refrigerator ($500), placed in ser-
tion for the number of months the property is last 3 months of his tax year exceeds $400 vice in the last 3 months of the tax year, is
in use, and you must use the mid-month con- (40% × $1,000). John must use the mid- more than 40% of the total basis of all prop-
vention (explained later). Also, for the first quarter convention for all three items. The erty ($800) placed in service during the year.
year of depreciation under ADS, you must dishwasher, refrigerator, and used furniture Because you placed the stove in service
use the mid-month convention (explained are 7–year property under GDS. in February, you use the first quarter column
later) to figure your depreciation deduction.

of Table B and find that the depreciation per-
Mid-month convention.  Under a mid- centage for year 1 is 25%. Your 1994 depre-
month convention, residential rental propertyConventions ciation deduction on the stove is $75 ($300 ×
placed in service, or disposed of, during anyIn the year that you place property in service .25).
month is treated as placed in service, or dis-or in the year that you dispose of property, Because you placed the refrigerator in
posed of, in the middle of that month.you are only allowed to claim depreciation for service in October, you use the fourth quar-

only part of the year. The part of the year (or ter column of Table B and find that the depre-
convention) depends on the class of the Optional Tables ciation percentage for year 1 is 3.57%. Your
property. depreciation deduction on the refrigerator isYou can use Table 10–3 to compute annual

A half-year convention is used to figure depreciation under MACRS. The percent- $18 ($500 × .0357).
the deduction for property used in rental ac- ages in Tables A, B, and C make the change
tivities other than residential rental property. from declining balance to straight line in the Table D.  Use this table for residential rentalHowever, under a special rule, a mid-quarter year that straight line will yield a larger de- property. Find the row for the month that youconvention may have to be used. For resi- duction. See Declining Balance Method, placed the property in service. Use the per-dential rental property, use a mid-month con- earlier. centages listed for that month for your depre-vention in all situations. If you elect to use the straight line method ciation deduction. The mid-month conven-

for 5–, 7–, or 15–year property, or the 150% tion is considered in the percentages used inHalf-year convention.  The half-year con- declining balance method for 5– or 7–year the tables.vention treats all property placed in service, property, use the tables in Appendix A of
or disposed of, during a tax year as placed in Example.  You purchased a single familyPublication 534.
service, or disposed of, in the middle of that rental house and placed it in service on Feb-
tax year. ruary 1, 1994. Your basis in the house isHow to use the tables.  The following sec-

A half year of depreciation is allowable for $80,000. Using Table D, you find that thetion explains how to use the optional tables.
the first year property is placed in service, re- percentage for property placed in service inFigure the depreciation deduction by multi-
gardless of when the property is placed in February of year 1 is 3.182%. Your 1994 de-plying your unadjusted basis in the property
service during the tax year. For each of the preciation deduction is $2,546 ($80,000 ×by the percentage shown in the appropriate
remaining years of the recovery period, you .03182).table. Your unadjusted basis is your depre-
will take a full year of depreciation. If you hold ciable basis without reduction for deprecia-
the property for the entire recovery period, a tion previously claimed. The tables show the
half year of depreciation is allowable for the Figuring MACRSpercentages for the first 6 years.
year following the end of the recovery period. Depreciation Under ADS 
If you dispose of the property before the end

Tables A, B, and C.  These tables take the If you choose, you can use the ADS methodof the recovery period, a half year of depreci-
half-year and mid-quarter conventions into for most property. Under ADS, you use theation is allowable for the year of disposition.
consideration in figuring percentages. Use straight line method of depreciation.
Table A for 5–year property, Table B for 7– Table 10–2 shows the recovery periodsMid-quarter convention.  Under a mid- year property, and Table C for 15–year prop- for property used in rental activities that youquarter convention, all property placed in erty. Use the percentage in the second col- depreciate under ADS. See Appendix B inservice, or disposed of, during any quarter of umn (half-year convention) unless you must

Publication 534 for other property. If youra tax year is treated as placed in service, or use the mid-quarter convention (explained
property is not listed, it is considered to havedisposed of, in the middle of the quarter. earlier). If you must use the mid-quarter con-
no class life.A mid-quarter convention must be used vention, use the column that corresponds to

in certain circumstances for property used in Use the mid-month convention for resi-the calendar year quarter in which you
rental activities, other than residential rental dential rental property. For all other property,placed the property in service.
property. This convention applies if the total use the half-year or mid-quarter convention.

Example 1.  You purchased a stove andbasis of such property that is placed in ser-
refrigerator and placed them in service onvice in the last 3 months of a tax year is more Election.  You choose to use ADS by enter-February 1, 1994. Your basis in the stove isthan 40% of the total basis of all such prop- ing the depreciation on line 15, Part II of$300, and your basis in the refrigerator iserty you place in service during the year. Form 4562.$500. Both are 7–year property. Using theDo not include in the total basis any prop- The election of ADS for one item in ahalf-year convention column in Table B, youerty placed in service and disposed of during class of property generally applies to allfind the depreciation percentage for year 1 isthe same tax year.

property in that class that is placed in service14.29%. Your 1994 depreciation deduction
Example.  During 1994, John Joyce pur- during the tax year of the election. However,on the stove is $43 ($300 × .1429). Your

chased the following items to use in his rental the election applies on a property-by-prop-1994 depreciation deduction on the refriger-
property: erty basis for residential rental property.ator is $71 ($500 × .1429).

Once you choose to use ADS, you can-Using the half-year convention for year 2,A dishwasher for $400, which he placed
you find your depreciation percentage is not change your election.in service in January;
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Generally, you cannot deduct losses fromTable 10-3. Optional MACRS TABLES
rental real estate activities unless you haveTable 10-3-A. MACRS 5-Year Property
income from other passive activities. See

Half-year convention Mid-quarter convention Passive Activity Limits, later.
Losses from passive activities are firstYear First Second Third Fourth

quarter quarter quarter quarter subject to the at-risk rules. At-risk rules limit
the amount of deductible losses from holding1 20.00% 35.00% 25.00% 15.00% 5.00%
most real property placed in service after De-2 32.00 26.00 30.00 34.00 38.00
cember 31, 1986.3 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 Exception.  If your rental losses are less
6 5.76 1.38 4.26 7.06 9.58 than $25,000 ($12,500 if married filing sepa-

rately), the passive activity limits probably do
not apply to you. See Losses From RentalTable 10-3-B. MACRS 7-Year Property
Real Estate Activities, later.

Half-year convention Mid-quarter convention

Year First Second Third Fourth Property used as a home.  If you used the
quarter quarter quarter quarter rental property as a home during the year,

the passive activity rules do not apply to that1 14.29% 25.00% 17.85% 10.71% 3.57%
home. Instead, you must follow the rules ex-2 24.49 21.43 23.47 25.51 27.55
plained earlier under Personal Use of Vaca-3 17.49 15.31 16.76 18.22 19.68

4 12.49 10.93 11.97 13.02 14.06 tion Homes and Other Dwelling Units.
5 8.93 8.75 8.87 9.30 10.04
6 8.92 8.74 8.87 8.85 8.73 At-Risk Rules 

The at-risk rules place a limit on the amountTable 10-3-C. MACRS 15-Year Property
you can deduct as losses from activities

Half-year convention Mid-quarter convention often described as tax shelters. Holding real
property (other than mineral property) placedYear First Second Third Fourth
in service before 1987 is not subject to the at-quarter quarter quarter quarter
risk rules.1 5.00% 8.75% 6.25% 3.75% 1.25%

Generally, any loss from an activity sub-2 9.50 9.13 9.38 9.63 9.88
ject to the at-risk rules is allowed only to the3 8.55 8.21 8.44 8.66 8.89
extent of the total amount you have at risk in4 7.70 7.39 7.59 7.80 8.00
the activity at the end of the tax year. You are5 6.93 6.65 6.83 7.02 7.20
considered at risk in an activity to the extent6 6.23 5.99 6.15 6.31 6.48
of cash and the adjusted basis of other prop-
erty you contributed to the activity and cer-Table 10-3-D. Residential Rental Property (27.5-year)
tain amounts borrowed for use in the activity.Use the row for the month of the taxable year placed in service.
See Publication 925, Passive Activity and At-

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Risk Rules, for more information.

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 Passive Activity Limits
March 2.879 3.636 3.636 3.636 3.636 3.636 Prior to 1994, all rental activities (regardlessApr. 2.576 3.636 3.636 3.636 3.636 3.636

of the level of your participation) were pas-May 2.273 3.636 3.636 3.636 3.636 3.636
sive activities. Losses from such activities
were limited.June 1.970 3.636 3.636 3.636 3.636 3.636

Beginning in 1994, rental activities inJuly 1.667 3.636 3.636 3.636 3.636 3.636
which you materially participate will noAug. 1.364 3.636 3.636 3.636 3.636 3.636
longer be passive activities if you meet cer-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 tain requirements. Losses from these activi-
ties are not limited by the passive activity

Nov. 0.455 3.636 3.636 3.636 3.636 3.636 rules.
Dec. 0.152 3.636 3.636 3.636 3.636 3.636

Requirements.  The time you spend per-
forming services in real property trades or

to file Form 6251, Alternative Minimum Tax businesses in which you materially partici-Other Rules About
— Individuals. Accelerated depreciation in- pate must be:Depreciable Property cludes MACRS and ACRS and any other

1) More than half of the time spent per-method that allows you to deduct more de-In addition to the rules about what methods
forming all personal services during thepreciation than you could deduct using ayou can use, there are other rules you should
year, andstraight line method. be aware of with respect to depreciable

property. 2) More than 750 hours.

If you dispose of depreciable property at A real property trade or business is oneLimits ona profit,  you may have to report, as ordinary that develops, redevelops, constructs,
income, all or part of the profit. See Chapter reconstructs, acquires, converts, rents, oper-Rental Losses 
2 of Publication 527. ates, manages, leases, or sells real property.

Rental real estate activities are generally Services you performed as an employee
considered passive activit ies and theAdditional tax on preference items.  If you are not treated as performed in a real prop-
amount of loss you can deduct is limited.use accelerated depreciation, you may have erty trade or business, unless you own more
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than 5% of the stock (or more than 5% of the passive losses and credits and the treatment Schedule E
capital or profits interest) in the employer. of gains and losses realized on the disposi-

Once you meet the requirements, you tion of a passive activity. Use Part I of Schedule E (Form 1040) to re-
can determine whether you materially par- port your rental income and expenses. List
ticipate in your rental activities on a property- your total income, expenses, and deprecia-
by-property basis or you can treat all inter- tion for each rental property. Be sure to an-
ests in rental real estate as one activity. How to Report swer the question on line 2. On line 20 of

Married persons.  In the case of a joint Schedule E (Form 1040), show the deprecia-Rental Incomereturn, you meet the requirements only if ei- tion you are claiming.
ther you or your spouse separately satisfies You must complete and attach Formand Expenses 
the requirements. However, you can count 4562 for rental activities only if you are
the time your spouse spends to determine Report rental income on your return for the claiming:
whether you materially participate. year you actually or constructively receive it

(if you are a cash-basis taxpayer). You are • Depreciation on rental property placed in
Passive activity rules.  If you do not meet considered to constructively receive income service during 1994, or
the above requirements, you generally can- when it is made available to you, for exam-
not offset income, other than passive in- ple, by being credited to your bank account. • Depreciation on any rental property that is
come, with losses from passive activities. For more information about when you listed property (such as a car), regardless
Nor can you offset taxes on income, other constructively receive income, see Account- of when it was placed in service, or
than passive income, with credits resulting ing Methods in Chapter 1.
from passive activities. • Any automobile expenses (actual or the

In general, any rental activity not meeting standard mileage rate).Expenses carried over.  If you could not de-the above requirements is a passive activity.
duct all of your 1993 rental expenses be-For this purpose, a rental activity is an activ-
cause you used your property as a home,ity from which you receive income mainly for Otherwise, figure your depreciation on your
treat the part you could not deduct in 1993 asthe use of tangible property, rather than for own worksheet. You do not have to attach
a 1994 rental expense. Deduct the expensesservices. these computations to your return.
carried over to 1994 only up to the amount ofUse Form 8582, Passive Activity Loss If you have more than three rental or roy-
your 1994 gross rental income, even if youLimitations to figure the amount of any pas- alty properties, complete and attach as many
did not use the property as your home insive activity loss for the current year for all Schedules E as are needed to list the proper-
1994.activities and the amount of the passive ac- ties. Complete lines 1 and 2 for each prop-

tivity loss allowed on your tax return. erty. However, fill in the ‘‘Totals’’ column on
Where to report.  Where you report rental only one Schedule E. The figures in the
income and expenses, including deprecia- ‘‘Totals’’ column on that Schedule E shouldLosses From
tion, depends on whether you provide certain be the combined totals of all Schedules E. IfRental Real Estate Activities 
services to your tenant. you need to use page 2 of Schedule E, use

You can deduct up to $25,000 ($12,500 if page 2 of the same Schedule E you used toIf you rent out  buildings, rooms, or
married filing separately and living apart from enter the combined totals in Part I.apartments, and provide only heat and light,
your spouse the entire year; $0 if married fil- trash collection, etc., you normally report
ing separately and not living apart from your Example.   E i leen Green owns ayour rental income and expenses in Part I of
spouse the entire year) of losses from rental townhouse that she rents out. She receivesSchedule E (Form 1040), Supplemental In-
real estate activities in which you actively $1,100 a month rental income. Her rental ex-come and Loss. However, see Not Rented
participated during the tax year. This allows penses for 1994 are as follows:For Profit, earlier.
you to deduct up to $25,000 of otherwise If you provide additional services  that
unallowable losses from rental real estate are primarily for your tenant’s convenience, Fire insurance (1–year policy) . . . . . . . . . . . $ 200activities against other income (nonpassive such as regular cleaning, changing linen, or Mortgage interest . . . . . . . . . . . . . . . . . . . . . . . . 5,000income). The $25,000 ($12,500) figure is re- maid service, you report your rental income Fee paid to real estate company forduced if your adjusted gross income is more and expenses on Schedule C (Form 1040), collecting monthly rent . . . . . . . . . . . . . . . . 572than $100,000 ($50,000 if married filing sep- Profit or Loss From Business or Schedule C– General repairs . . . . . . . . . . . . . . . . . . . . . . . . . . 175arately and living apart from your spouse the

EZ, Net Profit From Business. For informa- Real estate taxes imposed and paid inentire year).
tion, see Publication 334. You also may have 1994 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800If you lived with your spouse at any time
to pay self-employment tax on your rental in-during the year and are filing a separate re-
come. See Publication 533, Self-Employ-turn, you cannot use this special offset to re- Eileen bought the property and placed itment Tax.duce your nonpassive income or tax on in service on January 1, 1994. Her basis for

nonpassive income. depreciation of the townhouse is $65,000.
Form 1098. If you paid $600 or more of mort- She is using MACRS with a 27.5–year recov-
gage interest on your rental property, you ery period. On April 1, 1994, Eileen bought aActive participation.  You actively partici-
should receive a Form 1098, Mortgage Inter- new dishwasher for the rental property at apate in a rental real estate activity if you own
est Statement, or a similar statement show- cost of $425. She uses the MACRS methodat least 10% of the rental property and you
ing the interest you paid for the year. If you with a 7–year recovery period.make management decisions in a significant
and at least one other person (other than Eileen uses the percentage for ‘‘January’’and bona fide sense. Management decisions
your spouse if you file a joint return) were lia- in Table 10–3–D to figure her deduction forinclude approving new tenants, deciding on
ble for, and paid interest on the mortgage, the townhouse. She uses the percentagerental terms, approving expenditures, and
and the other person received the Form under ‘‘Half-year convention’’ in Table 10–3–similar decisions. For these purposes, you
1098, report your share of the interest on line B to figure her deduction for the dishwasher.are considered to own any portion of the
13 of Schedule E. Attach a statement to your She must report the depreciation on Formproperty owned by your spouse.
return showing the name and address of the 4562. See Publication 925 for more information
other person. In the left margin of Schedule Eileen figures her net rental income oron the passive loss limits, including informa-
E, next to line 13, write ‘‘See attached.’’ loss for the townhouse as follows:tion on the treatment of unused disallowed
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Total rental income received
($1,100 × 12) . . . . . . . . . . . . . . . . . . . . . . . . . $13,200

Minus Expenses:
Fire insurance (1-year

policy) . . . . . . . . . . . . . . . . . . . $ 200
Mortgage interest . . . . . . . . . . 5,000
Real estate fee . . . . . . . . . . . . . 572
General repairs . . . . . . . . . . . . 175
Real estate taxes . . . . . . . . . . . 800

Total expenses . . . . . . . . . . . . . . . . . . . . . . . 6,747

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,453
Minus Depreciation:

On townhouse 
($65,000 × 3.485%) . . . . . . $2,265

On dishwasher 
($425 × 14.29%) . . . . . . . . . 61

Total depreciation . . . . . . . . . . . . . . . . . . . . 2,326

Net rental income for townhouse $ 4,127
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If you paid part of the cost of your annuity, See Eligible rollover distributions under Roll-
you are not taxed on the part of the annuity overs, later. You make this choice by filing
you receive that represents a return of your Form W–4P, Withholding Certificate for Pen-11.
cost. The rest of the amount you receive is sion or Annuity Payments.
taxable. You use either the General Rule or For payments other than eligible rolloverRetirement Plans, the Simplified General Rule to figure the distributions, you can tell the payer how to
taxable and nontaxable parts of your pension withhold by filing Form W–4P. If an eligiblePensions, and or annuity. rollover distribution is paid directly to you,

If your annuity starting date was before 20% will generally be withheld. There is noAnnuities July 2, 1986, and you recovered your cost withholding on a direct rollover of an eligible
under the Three-Year Rule, you cannot use rollover distribution. See Direct rollover op-
the General Rule or the Simplified General tion under Rollovers, later. If you choose not
Rule because your payments are fully to have tax withheld or you do not have
taxable. enough tax withheld, you may have to payIntroduction estimated tax.

For more information, see Withholding onThis chapter discusses the tax treatment of Changing the method.  If your annuity start-
Pensions and Annuities and Estimated Taxamounts you receive from: ing date is after July 1, 1986, you can change
in Chapter 5.the way you figure your pension cost recov-• Employee pensions and annuities,

ery exclusion. You can change from the
• Disability retirement, and General Rule to the Simplified General Rule, Loans.  If you borrow money from an em-

or the other way around. Make the change by ployer’s qualified pension or annuity plan, a• Purchased annuities.
filing amended returns for all your tax years tax-sheltered annuity program, a govern-
beginning with the year in which your annuity ment plan, or from a contract purchasedIf you are retired from the Federal Gov-
starting date occurred. You must use the under any of these plans, you may have toernment (either regular or disability retire-
same method for all years. Generally, you treat the loan as a distribution. This meansment), get Publication 721, Tax Guide to
can make the change only within 3 years that you may have to include in income all orU.S. Civil Service Retirement Benefits. Also,
from the due date of your return for the year part of the amount borrowed. Even if you doyou should get Publication 721 if you are the
in which you received your first annuity not have to treat the loan as a distribution,survivor or beneficiary of a federal employee
payment. You can make the change later if you might not be able to deduct the interestor retiree who died.
the date of the change is within 2 years after on the loan in some situations. For details,Information on amounts you receive from
you paid the tax for that year. see Loans Treated as Distributions in Publi-an individual retirement arrangement (IRA),

If your annuity starting date was before cation 575. For information on the deductibil-as well as general information on IRAs, is in
July 2, 1986, you cannot choose the Simpli- ity of interest, see Chapter 25.Chapter 18.
fied General Rule at any time.

Elective deferrals.  Some retirement plansUseful Items
More than one program.  If you receive allow you to choose (elect) to have part ofYou may want to see:
benefits from more than one program, such your pay contributed by your employer to a
as a pension plan and a profit-sharing plan, retirement fund, rather than have it paid toPublications
you must figure the taxable part of each sep- you. You do not pay tax on this money until

❏ 559 Survivors, Executors, and arately. Make separate computations even if you receive it in a distribution from the fund.
Administrators the benefits from both are included in the Elective deferrals generally include elec-

same check. For example, benefits from one tive contributions to cash or deferred ar-❏ 575 Pension and Annuity Income
of your programs could be fully taxable, while rangements (known as section 401(k)(Including Simplified General Rule)
the benefits from your other program could plans), section 501(c)(18) plans, salary re-

❏ 721 Tax Guide to U.S. Civil Service be taxable under the General Rule or the duction simplified employee pension (SEP)
Retirement Benefits Simplified General Rule. Your former em- plans, and tax-sheltered annuities provided

❏ 939 Pension General Rule ployer or the plan administrator should be for employees of tax-exempt organizations
(Nonsimplified Method) able to tell you if you have more than one and public schools.

program. For information on the tax treatment of
elective deferrals, including their limits, seeForms and Instructions
Elective deferrals under Excess Contribu-Railroad retirement benefits.  Part of the❏ W–4P Withholding Certificate for
tions, Deferrals, and Annual Additions inrailroad retirement benefits you receive isPension or Annuity Payments
Publication 575. For information about tax-treated like social security benefits, and part

❏ 4972 Tax on Lump-Sum Distributions sheltered annuities, see Publication 571,is treated like an employee pension. For in-
Tax-Sheltered Annuity Programs for Em-formation about railroad retirement benefits❏ 5329 Additional Taxes Attributable to
ployees of Public Schools and Certain Tax-treated as an employee pension, see Rail-Qualified Retirement Plans (Including
Exempt Organizations.road Retirement in Publication 575, PensionIRAs), Annuities, and Modified

and Annuity Income (Including SimplifiedEndowment Contracts
General Rule). H.R. 10 (Keogh) plans. Keogh plans are re-

tirement plans that can only be set up by a
sole proprietor or a partnership (but not aCredit for the elderly or the disabled.  If
partner). They can cover self-employed per-you receive a pension or annuity, you may beEmployee Pensions sons, such as the sole proprietor or partners,able to take the credit for the elderly or the
as well as regular (common-law) employees.disabled. See Chapter 34.and Annuities Distributions from these plans are usually
fully taxable. If you have an investment (cost)Generally, if you did not pay any part of the Withholding and estimated tax. The payer
in the plan, however, your pension or annuitycost of your employee pension or annuity of your pension, profit-sharing, stock bonus,
payments are taxed under the General Ruleand your employer did not withhold part of annuity, or deferred compensation plan will
or the Simplified General Rule.the cost of the contract from your pay while withhold income tax on the taxable parts of

you worked, the amounts you receive each amounts paid to you. You can choose not to
year are fully taxable. You must report them have tax withheld except for amounts paid to Deferred compensation plans of state
on your income tax return. you that are eligible rollover distributions. and local governments and tax-exempt
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organizations.  If you participate in one of • Your annuity starting date is after July 1, Age at annuity starting
3. date: Enter:these plans (known as section 457 plans), 1986,

you will not be taxed currently on your pay 55 and under 300• The annuity payments are for either (a)that is deferred under the plan. You or your 56 – 60 260your life, or (b) your life and that of yourbeneficiary will be taxed on this deferred pay 61 – 65 240beneficiary,only when it is distributed or otherwise made
66 – 70 170

available to either of you.
• The annuity payments are from a qualified 71 and over 120

Distributions of deferred pay are not eligi- employee plan, a qualified employee an- 4. Divide line 2 by line 3 . . . . . . . . . . . . . .ble for 5– or 10–year tax option, rollover
nuity, or a tax-sheltered annuity, and

treatment, or the death benefit exclusion, all 5. Multiply line 4 by the number of
discussed later. Distributions are, however, months for which this year’s• At the time the payments began, either
subject to the tax for failure to make mini- payments were made . . . . . . . . . . . . . .you were under age 75 or the payments
mum distributions, discussed later. were guaranteed for fewer than 5 years. NOTE: If your annuity starting date

For information on these deferred com- is before 1987, enter the amount
pensation plans and their limits, see Section from line 5 on line 8 below. SkipIf you are not sure whether your retirement457 plans—deferred compensation plans of lines 6, 7, 10, and 11.plan is a qualified plan (that meets certain In-state and local governments and tax-exempt 6. Any amounts previously recoveredternal Revenue Code requirements), askorganizations under Excess Contributions, tax free in years after 1986 . . . . . . . .your employer or plan administrator.Deferrals, and Annual Additions in Publica-

7. Subtract line 6 from line 2 . . . . . . . . . .Your annuity contract provides guaran-tion 575.
teed payments if a minimum number of pay- 8. Enter the smaller of line 5 or line 7
ments or a minimum amount (for example,

9. Taxable pension for year.Cost the amount of your investment) is payable Subtract line 8 from line 1. Enter theBefore you can figure how much, if any, of even if you and any survivor annuitant do not result, but not less than zero. Alsoyour pension or annuity benefits is taxable, live to receive the minimum. If the minimum add this amount to the total foryou must determine your cost in the plan amount is less than the total amount of the Form 1040, line 16b, or Form(your investment). Your total cost in the plan payments you are to receive, barring death, 1040A, line 11b . . . . . . . . . . . . . . . . . . . . $
includes everything that you paid. It also in- during the first 5 years after payments begin
cludes amounts your employer paid that NOTE: If your Form 1099–R shows a larger(figured by ignoring any payment increases),
were taxable at the time paid. Cost does not taxable amount, use the amount on line 9you are entitled to fewer than 5 years of guar-
include any amounts you deducted or ex- instead.anteed payments.
cluded from income. 10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . .If you are a survivor of a deceased re-

From this total cost paid or considered 11. Balance of cost to be recovered.tiree, you can use the Simplified General
paid by you, subtract any refunds of premi- Subtract line 10 from line 2 . . . . . . . . $Rule if the retiree used it.
ums, rebates, dividends, unrepaid loans, or

*Statement for death benefit exclusionother tax-free amounts you received before
Amount of exclusion.  If your annuity start- Cost in plan (contract) . . . . . . . . . . . . . $the later of the annuity starting date or the
ing date is after 1986, the total you can ex-date on which you received your first pay- Death benefit exclusion . . . . . . . . . . . .
clude from your taxable income over thement. If you use the General Rule to figure

Total (enter on line 2 above) . . . . . . . $years is limited to your cost.the tax treatment of your payments, you
If your annuity starting date was after July Signed:must also subtract from your cost the value

1, 1986, and before January 1, 1987, youof any refund feature in your contract. Date:
continue to take your monthly exclusion for KEEP FOR YOUR RECORDSThe annuity starting date is the later of
as long as you receive your annuity.the first day of the first period that you re-

In both cases, any unrecovered cost atceive a payment from the plan or the date on
Example.  Bill Kirkland, age 65, beganyour, or the last annuitant’s, death is allowedwhich the plan’s obligation became fixed.

receiving retirement benefits under a jointas a miscellaneous itemized deduction onYour employer or the organization that
the final return of the decedent. This deduc- and survivor annuity to be paid for the jointpays you the benefits (plan administrator)
tion is not subject to the 2%-of-adjusted- lives of him and his wife, Kathy. He receivedshould show your cost in Box 5 of your Form
gross-income limit.1099–R. his first annuity payment in January 1994. He

had contributed $24,000 to the plan and had
received no distributions before the annuityForeign employment.  If you worked in a How to use it.  If you meet the conditions

foreign country before 1963 and your em- starting date. Bill is to receive a retirementand you choose the Simplified General Rule,
ployer paid into your retirement plan, a part benefit of $1,000 a month, and Kathy is to re-use the following worksheet to figure your
of those payments may be considered part of ceive a monthly survivor benefit of $500taxable annuity. In completing this work-
your cost. For details, see Foreign employ- upon Bill’s death.sheet, use your age at the birthday preced-
ment under Investment in the Contract Bill chooses to use the Simplified Generaling your annuity starting date. Be sure to
(Cost) in Publication 575. Rule computation. He fills in the worksheetkeep a copy of the completed worksheet; it

as follows:will help you figure your taxable pension in
later years.Simplified General Rule 

If you can use the Simplified General Rule to
Worksheet for Simplified General Rulefigure the taxability of your annuity, it will Worksheet for Simplified General Rule

probably be simpler and more beneficial than
the General Rule, discussed later.

1. Total pension received this year. 1. Total pension received this year.
Also add this amount to the total for Also add this amount to the total forWho can use it.  You may be able to use the Form 1040, line 16a, or Form Form 1040, line 16a, or FormSimplified General Rule if you are a retired 1040A, line 11a . . . . . . . . . . . . . . . . . . . . $ 1040A, line 11a . . . . . . . . . . . . . . . . . . . . $12,000employee or if you are receiving a survivor

2. Your cost in the plan (contract) at 2. Your cost in the plan (contract) atannuity as the survivor of a deceased em-
annuity starting date, plus any annuity starting date, plus anyployee. You can use it to figure the taxability
death benefit exclusion* . . . . . . . . . . . death benefit exclusion* . . . . . . . . . . . 24,000of your annuity only if:
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Age at annuity starting The payer of the annuity does not add the 11. Balance of cost to be recovered.
3. date: Enter: death benefit exclusion to the cost for figur- Subtract line 10 from line 2 . . . . . . . . $29,000

ing the nontaxable and taxable part of pay-55 and under 300 *Statement for death benefit exclusion
ments reported on Form 1099–R. Therefore,56 – 60 260 Cost in plan (contract) . . . . . . . . . . . . . $25,000
the Form 1099–R taxable amount will be

61 – 65 240 Death benefit exclusion . . . . . . . . . . . . 5,000larger than the amount you will figure for
66 – 70 170 Total (enter on line 2 above) . . . . . . . $30,000yourself. Report on your return the smaller
71 and over 120 240 amount that you figure. You must attach a

4. Divide line 2 by line 3 . . . . . . . . . . . . . . 100 Signed:signed statement to your income tax return
stating that you are entitled to the death ben- Date:   1-18-955. Multiply line 4 by the number of
efit exclusion in making the Simplified Gen-months for which this year’s KEEP FOR YOUR RECORDS
eral Rule computation. Or you may use thepayments were made . . . . . . . . . . . . . . 1,200

In completing Form 1099–R, the payer ofstatement shown at the bottom of the work-
NOTE: If your annuity starting date

the annuity chooses to report the taxablesheet. You must attach this statement to
is before 1987, enter the amount

part of the annuity payments using the Sim-your return every year until you fully recover
from line 5 on line 8 below. Skip

plified General Rule. However, since thethe cost in the pension or annuity plan.
lines 6, 7, 10, and 11.

payer does not adjust the investment in theExample.  Diane Greene, age 48, began6. Any amounts previously recovered contract by the death benefit exclusion, thereceiving a $1,500 monthly annuity in 1994tax free in years after 1986 . . . . . . . . 0 payer figures the tax-free part of eachupon the death of her husband. She received
7. Subtract line 6 from line 2 . . . . . . . . . . 24,000 monthly payment to be $83.33, as follows:10 payments in 1994. Her husband had con-
8. Enter the smaller of line 5 or line 7 1,200 tributed $25,000 to his qualified employee Total investment: $25,000 (Monthly return

= $83.33
Expected payments: 300 of investment)plan. Diane is entitled to a $5,000 death ben-9. Taxable pension for year.

efit exclusion for the annuity payments. SheSubtract line 8 from line 1. Enter the However, Diane figures a $100 monthly
adds that amount to her husband’s contribu-result, but not less than zero. Also tax-free amount (see line 4 of the work-
tions to the plan, increasing her total cost inadd this amount to the total for sheet). Because of this difference in the
the plan to $30,000.Form 1040, line 16b, or Form computations, the Form 1099–R given by the

Diane chooses to use the Simplified Gen-1040A, line 11b . . . . . . . . . . . . . . . . . . . . $10,800 payer shows a greater taxable amount than
eral Rule. She fills out the worksheet as what she figures for herself. She reports onNOTE: If your Form 1099–R shows a larger follows: line 16b of Form 1040 only the smaller taxa-taxable amount, use the amount on line 9

ble amount based on her own computation.instead.
Worksheet for Simplified General Rule She attaches to her Form 1040 a signed10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . . 1,200

copy of the worksheet, which shows that she
11. Balance of cost to be recovered. 1. Total pension received this year. is entitled to the death benefit exclusion.

Subtract line 10 from line 2 . . . . . . . . $22,800 Also add this amount to the total for
Form 1040, line 16a, or Form*Statement for death benefit exclusion General Rule1040A, line 11a . . . . . . . . . . . . . . . . . . . . $15,000

Cost in plan (contract) . . . . . . . . . . . . . $ You must use the General Rule to figure the
2. Your cost in the plan (contract) at

Death benefit exclusion . . . . . . . . . . . . taxability of your pension or annuity if your
annuity starting date, plus any

annuity starting date is after July 1, 1986,Total (enter on line 2 above) . . . . . . . $ death benefit exclusion* . . . . . . . . . . . 30,000
and you do not qualify for, or you do not

Age at annuity startingSigned: choose, the Simplified General Rule (ex-
3. date: Enter:Date: plained earlier). You must also use the Gen-

KEEP FOR YOUR RECORDS eral Rule if your annuity starting date was55 and under 300
before July 2, 1986, and you did not qualify to56 – 60 260

Bill’s tax-free monthly amount is $100 use the Three-Year Rule. (The Three-Year61 – 65 240
(see line 4 of the worksheet). If he lives to Rule was repealed.)66 – 70 170
collect more than 240 monthly payments, he Under the General Rule, a part of each71 and over 120 300
will have to include the full amount of the ad- payment is nontaxable because it is consid-

4. Divide line 2 by line 3 . . . . . . . . . . . . . . 100ditional payments in his gross income. ered a return of your cost. The remainder of
5. Multiply line 4 by the number ofIf Bill dies before collecting 240 monthly each payment (including the full amount of

months for which this year’s any later cost-of-living increases) is taxable.payments and Kathy begins receiving
payments were made . . . . . . . . . . . . . . 1,000 Finding the nontaxable part is very complexmonthly payments, she will also exclude

and requires you to use actuarial tables. For$100 from each payment until her payments, NOTE: If your annuity starting date
a full explanation and the tables you need,when added to his, total 240 payments. If she is before 1987, enter the amount
get Publication 939, Pension General Ruledies before 240 payments are made, a mis- from line 5 on line 8 below. Skip
(Nonsimplified Method).cellaneous itemized deduction will be al- lines 6, 7, 10, and 11.

The nontaxable amount remains thelowed for the unrecovered cost on her final 6. Any amounts previously recovered
same even if the total payment increases. Iftax free in years after 1986 . . . . . . . . 0income tax return. This deduction is not sub-
your annuity starting date was before 1987,ject to the 2%-of-adjusted-gross-income 7. Subtract line 6 from line 2 . . . . . . . . . . 30,000 you continue to exclude the same nontax-limit.

8. Enter the smaller of line 5 or line 7 1,000 able amount from each annuity payment for
as long as you receive your annuity. If your9. Taxable pension for year.Death benefit exclusion.  If you are a bene- annuity starting date is after 1986, your totalSubtract line 8 from line 1. Enter the

ficiary of a deceased employee or former exclusion over the years cannot be moreresult, but not less than zero. Also
employee, you may qualify for a death bene- than your cost of the contract reduced by theadd this amount to the total for
fit exclusion of up to $5,000. This exclusion is value of any refund feature.Form 1040, line 16b, or Form
discussed later in this chapter. If you choose If your annuity starting date is after July 1,1040A, line 11b . . . . . . . . . . . . . . . . . . . . $14,000
the Simplified General Rule and you qualify 1986, and you (or a survivor annuitant) die

NOTE: If your Form 1099–R shows a largerfor the death benefit exclusion, increase your before the cost is recovered, a miscellane-
taxable amount, use the amount on line 9cost in the pension or annuity plan by the al- ous itemized deduction is allowed for the un-
instead.lowable death benefit exclusion. Your cost is recovered cost on your, or your survivor’s, fi-

10. Add lines 6 and 8 . . . . . . . . . . . . . . . . . . 1,000on line 2 of the worksheet. nal income tax return. The deduction is not
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subject to the 2%-of-adjusted-gross-income Joint return.  If you file a joint return and you Tax treatment.  You can recover your cost
limit. and your spouse each receive one or more in the lump sum tax free. Also, you may be

pensions or annuities, report the total of the entitled to special tax treatment for the re-
pensions and annuities on line 16a, Form maining part of the distribution.Survivors
1040, or line 11a, Form 1040A, and report In general, your cost consists of:

If you receive a survivor annuity because of the taxable part on line 16b, Form 1040, or 1) The plan participant’s total nondeduct-the death of a retiree who had reported the line 11b, Form 1040A. ible contributions to the plan,annuity under the Three-Year Rule, include
the total received in income. (The retiree’s 2) The total of the plan participant’s taxableDeath Benefit Exclusioncost has already been recovered tax free.) costs of any life insurance contract

If you are the beneficiary of a deceased em-If the retiree was reporting the annuity distributed,
ployee or former employee, the pension orpayments under the General Rule, apply the

3) Any employer contributions that wereannuity you get because of that person’ssame exclusion percentage the retiree used
taxable to the plan participant, anddeath may qualify for a death benefit exclu-to your initial payment called for in the con-

sion. This exclusion cannot be more thantract. The resulting tax-free amount will then 4) Repayments of loans that were taxable
$5,000.remain fixed. Any increases in the survivor to the plan participant.

If you are eligible for the exclusion, add itannuity are fully taxable.
to the cost or unrecovered cost of the annuityIf the retiree had chosen to report the an- You must reduce this cost by amounts previ-
when you figure your cost at the annuitynuity under the Simplified General Rule, the ously distributed tax free.
starting date.monthly tax-free amount remains fixed. Con- Capital gain treatment.  If the plan par-

If you are the survivor under a joint andtinue to use the same monthly tax-free ticipant reached age 50 before 1986 (was
survivor annuity, the exclusion applies onlyamount for your survivor payments. born before 1936), you can elect to treat a
if:If the annuity starting date is after 1986, portion of the taxable part of a lump-sum dis-

the total exclusion over the years cannot be 1) The decedent died before receiving, or tribution as a capital gain that is taxable at a
more than the cost minus (if the General becoming entitled to receive, retirement 20% (.20) rate. This treatment applies to the
Rule is used) the value of any refund feature. pension or annuity payments, or portion you receive for the participation in the

If you are the survivor of an employee, or plan before 1974. You can elect this treat-2) The decedent received disability incomeformer employee who died before becoming ment only once for any plan participant. Usepayments that were not treated as pen-entitled to any annuity payments, you must Form 4972, Tax on Lump-Sum Distributions,sion or annuity income (the decedentfigure the taxable and nontaxable parts of to make this choice.had not reached minimum retirementyour annuity payments. You may qualify to 5- or 10-year tax option.  If the plan par-age).add up to $5,000 to the decedent’s cost to be ticipant reached age 50 before 1986 (was
recovered tax free. This death benefit ex- born before 1936), you can elect to use theFor more information, see Payments toclusion is treated as an addition to the cost 5– or 10–year option to compute the tax onbeneficiaries of deceased employees (deathof the annuity. See Death benefit exclusion, the ordinary income portion of the distribu-benefit exclusion) under Life Insurance Pro-earlier, under Simplified General Rule. tion. (This also includes the capital gain por-ceeds in Chapter 13, and Death benefit ex-Estate tax. If your annuity was a joint and tion of the distribution if you do not elect theclusion under Investment in the Contractsurvivor annuity that was included in the de- capital gain treatment for it.) To qualify, you(Cost) in Publication 575.cedent’s estate, an estate tax may have must elect to use the 5- or 10-year tax option
been paid on it. You can deduct, as a miscel- for all lump-sum distributions received in the
laneous itemized deduction, the part of the Lump-Sum Distributions tax year.
total estate tax that was based on the annu- You may be able to elect optional methods of To qualify for the 5- or 10-year option for
ity. This deduction is not subject to the 2%- figuring the tax on lump-sum distributions a distribution you receive for your own partic-
of-adjusted-gross-income limit. The de- you receive from a qualified retirement plan ipation in the retirement plan, you must have
ceased annuitant must have died after the (an employer’s qualified pension, stock bo- been a participant in the plan for at least 5 full
annuity starting date. This amount cannot be nus, or profit-sharing plan). A qualified plan tax years. You can only make one lifetime
deducted in one year. It must be deducted in is a plan that meets certain requirements of election to use this option for any plan
equal amounts over your remaining life the Internal Revenue Code. For information participant.
expectancy. on a distribution you receive that includes If you choose the tax option, you gener-

employer securities, see Distributions of em- ally figure your tax, using Form 4972, as
ployer securities under Lump-Sum Distribu-How to Report though the distribution were received over 5
tions in Publication 575. years.If you file Form 1040, report your total annu-

However, you can instead treat the distri-ity on line 16a and the taxable part on line
Distributions that qualify.  A lump-sum dis- bution as though it were received over 1016b. If your pension or annuity is fully taxa-
tribution is paid within a single tax year. It is years if you apply the special 1986 tax ratesble, enter it on line 16b; do not make an entry
the distribution of a plan participant’s entire to it. Form 4972 shows how to make thison line 16a.
balance, from all of the employer’s qualified computation. The Form 4972 InstructionsIf you file Form 1040A, report your total
pension plans, all of the employer’s qualified contain a special 1986 tax rate schedule thatannuity on line 11a and the taxable part on
stock bonus plans, or all of the employer’s you must use in making the 10–year tax op-line 11b. If your pension or annuity is fully
qualified profit-sharing plans. (The partici- tion computation.taxable, enter it on line 11b; do not make an
pant’s entire balance does not include de-entry on line 11a.
ductible voluntary employee contributions or Form 1099–R. If you receive a total distribu-
certain forfeited amounts.) tion from a plan, you should receive a FormMore than one annuity.  If you receive more

The distribution is paid: 1099–R, Distributions From Pensions, Annu-than one annuity and at least one of them is
ities, Retirement or Profit-Sharing Plans,1) Because of the plan participant’s death,not fully taxable, enter the total amount re-
IRAs, Insurance Contracts, etc. If the distri-ceived from all annuities on line 16a, Form 2) After the participant reaches age 591/2,
bution qualifies as a lump-sum distribution,1040, or line 11a, Form 1040A, and enter the

3) Because the participant, if an employee, box 3 shows the capital gain, and box 2a mi-taxable part on line 16b, Form 1040, or line
separates from service, or nus box 3 is the ordinary income. If you do11b, Form 1040A. If all the annuities you re-

not get a Form 1099–R, or if you have ques-ceive are fully taxable, enter the total of all of 4) After the participant, if a self-employed
t ions  abou t  i t ,  con tac t  your  p lanthem on line 16b, Form 1040, or line 11b, individual, becomes totally and perma-
administrator.Form 1040A. nently disabled.
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Life insurance proceeds.  An employee’s Deductible voluntary employee contribu- amounts you receive when you cash in re-
tions.  If you receive an eligible rollover dis- tirement bonds before you reach age 591/2,life insurance proceeds paid in a lump sum
tribution from your employer’s qualified plan are usually subject to an additional tax ofunder an insurance contract on the death of
of part of the balance of your accumulated 10%. The tax applies to the taxable part ofan employee usually are not taxable. How-
deductible voluntary contributions, you can the distribution.ever, any amount you received to the extent
roll over tax free any part of this distribution. For this purpose, a qualified retirementlarger than the face amount of the life insur-
The rollover can be either to an IRA or to cer- plan means:ance is taxable. Life insurance proceeds is
tain other qualified plans.discussed in Chapter 13. 1) A qualified employee retirement plan,

2) A qualified annuity plan,Rollover by surviving spouse or otherRollovers 3) A tax-sheltered annuity plan for employ-beneficiary.  You may be entitled to roll over
Generally, a rollover is a tax-free distribution ees of public schools or tax-exempt or-into an IRA part or all of a retirement plan dis-
to you of cash or other assets from a quali- ganizations, ortribution you receive as the surviving spouse
fied retirement plan that you transfer to an el- of a deceased employee. The rollover rules 4) An individual retirement arrangement
igible retirement plan. However, see Direct apply to you as if you were the employee. (IRA).
rollover option, later. However, you cannot roll it over to another

An eligible retirement plan is an IRA, a qualified retirement plan. Exceptions to tax.  The 10% tax does
qualified employee retirement plan, or a A beneficiary other than the employee’s not apply to distributions that are:
qualified annuity plan. See Chapter 18 for in- surv iv ing spouse cannot  ro l l  over  a

1) Made to a beneficiary or to the estate offormation on rollovers from IRAs. distribution.
the plan participant or annuity holder onIn general, the most you can roll over is
or after his or her death,the part that would be taxable if you did not Alternate payee under qualified domestic

2) Made because you are totally and per-relations order. You may be able to roll overroll it over. You cannot roll over your contri-
manently disabled,all or any part of a distribution from a quali-butions, other than your deductible em-

fied employer plan that you receive under aployee contributions. You do not pay tax on 3) Made as part of a series of substantially
qualified domestic relations order (QDRO). Ifthe amount that you roll over. This amount, equal periodic (at least annual) pay-
you receive the distribution as an employee’showever, is generally taxable later when it is ments over your life expectancy or the
spouse or former spouse under a QDRO, thepaid to you or your survivor. joint life expectancy of you and your
rollover rules apply to you (the alternateYou must complete the rollover by the beneficiary (if from a qualified employee
payee) as if you were the employee. You can60th day following the day on which you re- plan, payments must begin after separa-
rollover the distribution from the plan into anceive the distribution. (This 60–day period is tion from service),
IRA or to another eligible retirement plan.extended for the period during which the dis- 4) Made to you after you separated fromSee Publication 575 for more information ontribution is in a frozen deposit in a financial service if the separation occurred duringbenefits received under a QDRO.institution.) For all rollovers to an individual or after the calendar year in which you

retirement arrangement (IRA), you must ir- reached age 55,For more information  on the rules for roll-revocably elect rollover treatment by written
5) Not more than your deductible medicaling over distributions, see Publication 575.notice to the trustee or issuer of the IRA.

expense (the medical expense that ex-
ceeds 7.5% of your adjusted gross in-

Eligible rollover distributions.  Generally, Bond Purchase Plans come) whether or not you itemize de-
you can roll over any part of the taxable por- The Department of the Treasury stopped is- ductions for the tax year,
tion of most nonperiodic distributions from a suing U.S. Retirement Plan Bonds after April

6) Paid to alternate payees under qualifiedqualified retirement plan, unless it is a re- 30, 1982. They are a special series of inter-
domestic relations orders,quired minimum distribution. est-bearing bonds that retirement plans

7) Made to you if, as of March 1, 1986, youcould buy.
separated from service and began re-If your plan bought retirement bonds, youDirect rollover option.  You can choose to
ceiving benefits from the qualified plancan cash them at any time. A beneficiary canhave the administrator of your old plan trans-
under a written election designating acash them after the participant’s death. Inter-fer the distribution directly from your old plan
specific schedule of benefit payments,est on the bonds stops 5 years after theto the new plan (if permitted) or IRA. If you

owner of the bonds dies. They may bedecide on a rollover, it is generally to your ad- 8) Made to you to correct excess deferrals,
cashed at any Federal Reserve Bank branchvantage to choose this direct rollover option. excess contributions, or excess aggre-
or at the office of the Treasurer of the UnitedUnder this option, the plan administrator gate contributions,
States.would not withhold tax from your distribution. 9) Allocable to investment in a deferred an-If a retirement bond is distributed from a

nuity contract before August 14, 1982,bond purchase plan to you as an employeeWithholding tax.  If you choose to have the
10) From an annuity contract under a quali-or beneficiary and you cash in the bond, youdistribution paid to you, it is taxable in the

fied personal injury settlement,are taxed on the amount received minusyear distributed unless you roll it over to a
your cost (normally, any voluntary nonde- 11) Made under an immediate annuity con-new plan or IRA within 60 days. The plan ad-
ductible employee payments used to buy tract, orministrator must withhold income tax of 20%
that bond). However, you can defer the taxfrom the taxable distribution paid to you. 12) Made from a deferred annuity contracton the amount received by rolling it over to(See Withholding on Pensions and Annuities purchased by your employer upon thean IRA as discussed under Rollovers inin Chapter 5.) This means that, if you decide termination of a qualified employee re-Chapter 18. You can also roll it over to ato roll over an amount equal to the distribu- tirement plan or qualified annuity that isqualified employer plan (but later distribu-tion before withholding, your contribution to held by your employer until you sepa-tions of the rollover amount do not qualify forthe new plan or IRA must include other rate from the service of the employer.the 5– or 10–year tax option or capital gainmoney (for example, from savings or
treatment covered earlier).amounts borrowed) to replace the amount Only exceptions (1) through (3) apply to

withheld. The administrator should give you distributions from IRAs. Exceptions (4)
Tax on Early Distributionsa written explanation of your distribution op- through (8) apply only to distributions from

tions within a reasonable period of time Distributions you receive from your qualified qualified employee plans. Exceptions (9)
be fo re  mak ing  an  e l ig ib le  ro l lover retirement plan or deferred annuity con- through (12) apply only to distributions from
distribution. tract before you reach age 591/2, and deferred annuity contracts.
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Reporting tax or exception.  If distribution must combine the distributions in figuring the you and a designated surviving beneficiary
code 1 is shown in box 7 of Form 1099–R, (or over a shorter period).amount of excess distributions for the year.
Distributions From Pensions, Annuities, Re- Lump-sum distributions.  A different
tirement or Profit-Sharing Plans, IRAs, Insur- Additional information.  For more informa-limit applies to a lump-sum distribution for
ance Contracts, etc., multiply the taxable tion on this rule, see Tax on Excess Accumu-which you elect to use the 5- or 10-year tax
part of the early distribution by 10% and lation in Publication 575.option or capital gain treatment. In this case,
enter the result on line 51 of Form 1040 and the $150,000 annual amount increases five
write ‘‘No’’ on the dotted line. Tax on failure to distribute.  If you do nottimes to $750,000. You must figure a sepa-

However, if you owe this tax and also owe receive these required minimum distribu-rate tax on the lump-sum distribution over
any other additional tax on a distribution, you tions, you, as the payee, are subject to an$750,000.
must file Form 5329, Additional Taxes Attrib- additional excise tax. The tax equals 50% ofSpecial grandfather election.  If you
utable to Qualified Retirement Plans (Includ- the difference between the amount that wasmade a special ‘‘grandfather election’’ on
ing IRAs), Annuities, and Modified Endow- required to be distributed and the amountyour 1987 or 1988 return, you can exclude
ment Contracts, to report the taxes. that was distributed during the tax year. Youfrom the tax a prorated part of a distribution

You do not have to file Form 5329 if you can get this excise tax excused if you estab-that is related to your accrued benefits on
qualify for an exception to the 10% tax and lish that the shortfall in distributions was dueAugust 1, 1986. To have made this special
distribution code 2, 3, or 4 is shown in box 7 to reasonable error and that you are takingchoice, your accrued benefit as of August 1,
of Form 1099–R. You must file Form 5329 if reasonable steps to remedy the shortfall.1986, must have exceeded $562,500. For
the code is not shown or the code shown is State insurer delinquency proceed-more information, see the instructions for
incorrect (e.g., code 1 is shown although you ings.  You might not receive the minimumPart IV of Form 5329.
meet an exception). distribution because of state insurer delin-

quency proceedings for an insurance com-Form 5329.  You must file a Form 5329 if you
pany. If your payments are reduced belowTax on Excess receive excess distributions from a qualified
the minimum due to these proceedings, youretirement plan, whether or not you owe tax.Distributions should contact your plan administrator.

If you received retirement distributions in Under certain conditions, you will not have to
excess of $150,000 during the calendar Tax for Failure to Make pay the excise tax.
year, you are subject to an additional 15% Minimum Distribution 
excise tax on the amount over $150,000. Form 5329.  You must file a Form 5329 if youYour qualified retirement plan must distributeThe 15% tax is offset by any 10% early distri- owe a tax because you did not receive a min-to you your entire interest in the plan, or be-bution tax that applies to the excess distribu- imum required distribution from your quali-

gin to make minimum distributions to you, bytion. (See the preceding discussion.) fied retirement plan.
April 1 of the year following the calendar yearRetirement distributions  means distri-
in which you reach age 701/2. It does not mat-butions from qualified employee retirement
ter whether you have retired. This rule ap-plans, qualified annuity plans, tax-sheltered
plies to qualified employee retirement plans, Disability Income annuities, and individual retirement arrange-
qualified annuity plans, deferred compensa-ments (IRAs). Generally, if you retire on disability, you musttion plans under section 457, tax-shelteredExceptions to tax.  The 15% tax on ex- report your pension or annuity as income.annuity programs (for benefits accruing aftercess distributions does not apply to the fol- If you were 65 or older at the end of the1986), and IRAs.lowing distributions: tax year, or if you were under 65, retired onYou reach age 701/2 on the date that is 61) Distributions after death, permanent and total disability, and you re-calendar months after the date of your 70th

ceived taxable disability income, you may be2) Distributions paid to your spouse or for- birthday. For example, if your 70th birthday
able to claim the credit for the elderly or themer spouse under a qualified domestic was on July 1, 1993, you were age 701/2 on
disabled. See Chapter 34 for more informa-relations order (QDRO) that are taxable January 1, 1994. Your required beginning
tion about the credit.to the payee (the distributions are in- date is April 1, 1995. If your 70th birthday

cluded in determining your spouse’s or was on June 30, 1993, you were age 701/2 on
former spouse’s excess distributions), Taxable DisabilityDecember 30, 1993, and your required be-

ginning date was April 1, 1994.3) Distributions based on the employee’s Pensions and Annuities 
investment in the contract, Whether you must report your disability pen-

Exceptions.  The above rule does not apply sion or annuity as income depends on your4) Distributions to the extent rolled over,
to governmental plans or church plans. Nor plan’s financing method.5) Retirement distributions of annuity con- does it apply to any individual (unless a 5% Generally, you must report as incometracts, the value of which is not taxable owner) who reached age 701/2 before 1988. any amount you receive for your disabilityat the time of the distribution (other than In these cases, distributions must begin through an accident or health insurance plandistributions under, or proceeds from no later than April 1 of the calendar year fol- that is paid for by your employer. However,the sale or exchange of, such lowing the later of: certain payments may not be taxable to you.contracts),

A discussion of these payments appears in1) The calendar year in which you reach6) Retirement distributions of excess de- Chapter 13 under Other Sickness and Injuryage 701/2, orferrals (and income allocable to them), Benefits.
2) The calendar year in which you retire.and

No employee contributions.  If the plan7) Retirement distributions of excess con-
5% owners.  If you are a 5% (or more) does not say that you must pay a specifictributions (and income allocable to

owner of the company maintaining the plan, part of the cost of the disability pension, yourthem) under section 401(k) plans or
distributions to you must begin by April 1 of employer is considered to provide the disa-IRAs, or excess aggregate contributions
the calendar year after the year in which you bility pension. You must report on your return(and income on them) under qualified
reach 701/2, regardless of when you retire. all payments you receive.plans. (The aggregate contributions re-

late to highly compensated employees
Minimum distributions.  These are regularand the plan will figure the excess.) Employee contributions.  If the plan says
periodic distributions that are large enough that you must pay a specific part of the cost
to use up the entire interest over your life ex-Combining distributions.  If distribu- of your disability pension, any amounts you
pectancy or over the joint life expectancies oftions for you are made to you and others, you receive that are due to your payments to the
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disability pension are not taxed. You do not Members of government services.  Gener- outside the United States. For your disability
report them on your return. They are treated ally, you must report on your return any disa- payments to be tax exempt, the Secretary of
as benefits received under an accident or bility payments you receive for personal inju- State must determine that the attack was a
health insurance policy that you bought. You ries or sickness resulting from active service terrorist attack.
generally must include in income the rest of in the armed forces of any country or in the
the amounts you receive that are due to your National Oceanic and Atmospheric Adminis-
employer’s payments. tration, the Public Health Service, or the For- VA disability benefits.  Disability benefits

eign Service. However, do not include pay- you receive from the VA are tax free. If you
Plan details.  Your employer should be able ments in income if they are based on are a military retiree and receive your disabil-
to give you specific details about your pen- percentage of disability, and: ity benefits from other than the VA, exclude
sion plan and to tell you the portion, if any, of 1) You were entitled to receive a disability from income the amount of disability benefits
payments that are due to your contributions. payment before September 25, 1975, or equal to the VA benefits to which you are

entitled.2) You were a member of a governmentAccrued leave payment.  If you retired on
If you retire from the armed servicesservice or its reserve component, ordisability, any lump-sum payment you re-

(based on years of service) and at a laterwere under a binding written commit-ceived for accrued annual leave is a salary
date are given a retroactive service-con-ment to become a member, on Septem-payment, not a disability payment. You
nected disability rating by the VA, excludeber 24, 1975, orshould report it as wages in the year you re-
from income for the retroactive period theceived it. 3) You receive disability payments for a
part of your retirement pay you would havecombat-related injury,  or
been entitled to receive from the VA duringWorker’s compensation.  If part of your dis-

4) You would be entitled to receive disabil- that period. However, you must include in in-ability pension is worker’s compensation,
ity compensation from the Departmentyou do not pay tax on that part. If you die, come any lump-sum readjustment payment
of Veterans Affairs (VA) if you filed anyour survivor does not pay tax on the part of you received on release from active duty,application for it.a survivor’s benefit that represents a continu- even though you are later given a retroactive

ation of the worker’s compensation. disability rating by the VA.A combat-related injury is a personal in-
jury or sickness that:How to report.  You must report all your tax-
1) Directly results from armed conflict,able disability income on line 7, Form 1040,

or line 7, Form 1040A, until you reach mini- 2) Takes place while you are engaged in Purchased Annuities mum retirement age. extra-hazardous service,
If you made contributions to your pension

3) Takes place under conditions simulatingor annuity plan, your payments are taxable If you privately purchased an annuity con-war, including training exercises such asunder the General Rule or Simplified Gen- tract from a commercial organization, suchmaneuvers, oreral Rule (discussed earlier) beginning with
as an insurance company, you must use thethe day after you reach minimum retire- 4) Is caused by an instrumentality of war. General Rule to figure the tax-free part ofment age.
each annuity payment. For more informa-Generally, minimum retirement age is the Disability based on years of service.  If
tion, get Publication 939, Pension Generalage at which you may first receive a pension you receive a disability pension based on
Rule (Nonsimplified Method).or annuity if you are not disabled. years of service, you generally must include

it in your income. But do not include in in-
come the part of your pension that you couldMilitary and Certain Sale of annuity.  Gain on the sale of an an-have excluded under the rules explainedGovernment nuity contract before its maturity date is ordi-above if the pension had been based on per-

nary income to the extent that the gain is dueDisability Pensions centage of disability. You must include the
to interest accumulated on the contract. Yourest of your pension in income.Generally, you must report disability pen-
do not recognize gain or loss on an ex-sions as income. But certain military and
change of an annuity contract solely for an-government disability pensions are not taxa- Terrorist attack.  You do not include disabil-
other annuity contract. ble. If your disability pension is taxable, you ity payments in income if you receive them

See Transfers of Annuity Contracts inmay be able to take the credit for the elderly for injuries directly resulting from a violent at-
Publication 575 for more information aboutor the disabled. See Chapter 34 for more in- tack that occurred while you were a U.S. gov-
exchanges of annuity contracts.formation about the credit. ernment employee performing official duties

Chapter 11 RETIREMENT PLANS, PENSIONS, AND ANNUITIES Page 101



your benefits could be included in your tax-
able income if your income (the amount onTaxation of Benefits 
line 7 of Worksheet 1 or 1A) is more than the12.

In figuring if any of your benefits are taxable, following base amounts:
use the amount shown in box 5 of the Form

• $25,000 if you are single, head of house-Social Security SSA–1099 or Form RRB–1099 you re-
hold, or qualifying widow(er),ceived. If you received more than one form,

• $25,000 if you are married filing separatelyand Equivalent add together the amount in box 5 of each
and lived apart from your spouse for all ofform.
1994,Railroad

Form SSA–1099. If you received or repaid • $32,000 if you are married filing jointly, orRetirement social security benefits during 1994, you will
• $–0– if you are married filing separately

receive Form SSA–1099, Social Security
and lived with your spouse at any time

Benefit Statement. An IRS Notice 703 will be
during 1994.

enclosed with your Form SSA–1099. ThisBenefits 
notice includes a worksheet you can use to

Adjusted base amount.  If you received in-determine if any of your benefits may be tax-
come during 1994 in addition to benefits, upable. Keep this notice for your own records.
to 85% of your benefits could be included inDo not mail it to either the IRS or the SSA.Introduction your taxable income if your income (theEvery person who received social secur-
amount on line 7 of Worksheet 1 or 1A, pro-This chapter discusses the taxability of any ity benefits will receive a Form SSA–1099,
vided later) is more than the following ad-social security or equivalent tier 1 railroad re- even if the benefit is combined with another
justed base amounts:tirement benefits you may have received. It person’s in a single check. If you receive

also explains: • $34,000 if you are single, head of house-benefits on more than one social security re-
hold, or qualifying widow(er),cord, you may get more than one Form SSA–• How to figure whether your benefits are

1099. • $34,000 if you are married filing separatelytaxable,
and lived apart from your spouse for all of

• How to use the social security benefits Form RRB–1099. If you received or repaid 1994,
worksheet, the social security equivalent portion of tier 1 • $44,000 if you are married filing jointly, or

railroad retirement benefits or special guar-• How to report your taxable benefits on • $–0– if you are married filing separatelyanty benefits during 1994, you will receiveForm 1040 and Form 1040A (with exam- and lived with your spouse at any timeForm RRB–1099, Payments by the Railroadples), and during 1994.Retirement Board.
• How to treat repayments that are more Each beneficiary will receive his or her

How 50% and 85% rates apply.  The 50%than the benefits you received during the own Form RRB–1099. If you receive benefits
rate is used to figure the taxable part of in-year. on more than one railroad retirement record,
come (the amount on line 7 of Worksheet 1you may get more than one Form RRB–
or 1A, provided later) that exceeds the base1099.Note.  This chapter does not discuss the
amount but does not exceed the higher ad-tax rules that apply to railroad retirement
justed base amount. The 85% rate is used toWho is taxed.  The person who has the legalbenefits that exceed the social security
figure the taxable part of income that ex-right to receive the benefits must determine ifequivalent benefit portion of tier 1 benefits
ceeds the adjusted base amount.the benefits are taxable. For example, if you(including special guaranty benefits). The tax

Limits on taxable benefits.  If your in-and your child receive benefits, but the checkrules that apply to the non-social security
come (the amount on line 7 of Worksheet 1for your child is made out in your name, youequivalent benefit portion of tier 1 benefits,
or 1A, provided later):must use only your portion of the benefits intier 2 benefits, and also to vested dual bene-

figuring if any part is taxable to you. The por-fits, and supplemental annuity benefits, are 1) Is equal to or less than your base
tion of the benefits that belongs to your childdiscussed in Publication 575, Pension and amount, none of your benefits are in-
must be added to your child’s other incomeAnnuity Income (Including Simplified Gen- cluded in taxable income,
to see if any of those benefits are taxable.eral Rule). 2) Exceeds your base amount but does not

The tax rules that apply to foreign social exceed your adjusted base amount, no
security benefits also are not discussed in more than 50% of your benefits can beAre Any of Your
this chapter. These benefits are taxable as a included in taxable income, orBenefits Taxable? pension or annuity unless exempt from U.S.

3) Exceeds your adjusted base amount, noIf the only income you received during 1994tax under a treaty.
more than 85% of your benefits can bewas your social security or equivalent tier 1
included in taxable income.railroad retirement benefits, your benefits

Useful Items generally are not taxable and you probably
Married filing separately and livedYou may want to see: do not have to file a return. However, if you

with spouse.  If you are married filing sepa-have income in addition to your benefits, you
rately and you lived with your spouse at anymay have to include part of your benefits inPublication
time during 1994, your base amount and ad-your taxable income.

❏ 505 Tax Withholding and Estimated justed base amount will be zero. In that case,
Tax your gross income will include the lesser of:How To Determine 

1) 85% of your benefits, or❏ 575 Pension and Annuity Income To determine whether any of your benefits
(Including Simplified General Rule) are taxable, you will need to figure the total 2) 85% of your income on line 7 of Work-

amount of your income and one-half of your sheet 1 or 1A, provided later.❏ 590 Individual Retirement
benefits and compare the total to a baseArrangements (IRAs)
amount for your filing status, as explained Joint return.  If you are married and file a

❏ 915 Social Security Benefits and next. joint return for 1994, you and your spouse
Equivalent Railroad Retirement must combine your incomes and your bene-
Benefits Base amount.  If you received income dur- fits when figuring if any of your combined

ing 1994 in addition to benefits, up to 50% of benefits are taxable. Even if your spouse did
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not receive any benefits, you must add your 4. The amount in box 5 shows your net bene- Estimated tax.  Tax is not withheld on social
spouse’s income to yours when figuring if security benefits. This means that you mayfits for 1994 (box 3 minus box 4). This is the
any of your benefits are taxable. have to pay estimated tax during the year ifamount you will use to figure if any of your

these benefits are taxable and you do notYou can use the worksheet in the follow- benefits are taxable.
have enough taxes withheld from other in-ing example, substituting your own amounts,
come. See Chapter 5 for more informationto figure whether your income is more than How Much Is Taxable? on estimated tax.the base amount for your filing status. A simi-

Your social security or equivalent tier 1 rail-lar worksheet is included in your Form SSA–
road retirement benefits may be taxable, de-1099 package. How To Figure and Report pending on the amount of your income in ad-

Example.  You and your spouse are filing After you figure your taxable benefits on onedition to these benefits and on your filing
a joint return for 1994, and you both received of the worksheets at the end of the chapter orstatus.
social security benefits during the year. In in Publication 915, report your taxable bene-If your benefits are taxable, you can gen-
January 1995, you received a Form SSA– fits on Form 1040 or Form 1040A. You can-erally figure the taxable amount by using
1099 showing net benefits of $6,600 in box 5. not use Form 1040EZ. Report your net ben-Worksheet 1 (for Form 1040 filers) or Work-
Your spouse received a Form SSA–1099 efits (the amount in box 5 of your Form SSA–sheet 1A (for Form 1040A filers), provided at
showing $2,400 in box 5. You also received a 1099 or RRB–1099) on line 20a, Form 1040,the end of this chapter.taxable pension of $10,000 and interest in- or line 13a, Form 1040A. Report the taxable
come of $500 during 1994. You did not have part (from the last line of the worksheet) onSpecial worksheets for IRA deductionany tax-exempt interest in 1994. Your bene- line 20b, Form 1040, or line 13b, Form

and taxable benefits.  If you made contribu-fits are not taxable for 1994 because your in- 1040A. If none of your benefits are taxable,
tions to an individual retirement arrangementcome, as figured in the following worksheet, do not enter any amounts on lines 13a or 13b
(IRA) for 1994 and if your IRA deduction isis  not  more than your  base amount (Form 1040A) or lines 20a or 20b (Form
limited because you or your spouse is cov-($32,000). 1040).
ered by a retirement plan at work, you must
use the special worksheets in Appendix B of Which worksheet to use.  To help you fig-
Publication 590 to figure your IRA deductionA. Write in the amount from box 5 of ure your taxable benefits, use the worksheet
and taxable benefits to be reported on yourall your Forms SSA–1099 and in the Form 1040 or Form 1040A instruction
return.RRB–1099. Include the full package, as long as you are not required to

amount of any lump-sum benefit use the Publication 590 worksheets (see
payments received in 1994, for What to do first.  Before you figure the Special worksheets for IRA deduction and
1994 and earlier years, if you amount of your taxable benefits, read How taxable benefits, earlier). Publication 915
choose to report the full amount To Figure and Report, later, and the follow- also has worksheets you can use. However,
for the 1994 tax year. (If you ing examples, which you can use as a guide if you are not required to use the worksheets
received more than one form, to figure taxable benefits. You will find that in Publication 590 and you take the U.S. sav-
combine the amounts from box 5 the amount of benefits to be included in taxa- ings bond interest exclusion, the foreign
and write in the total.) . . . . . . . . . . . A. $ 9,000 ble income cannot be more than 50% or 85% earned income exclusion, the foreign hous-

of the total net benefits (amounts received ing exclusion or deduction, the exclusion of
Note: If the amount on line A is zero or less, stop minus amounts repaid) received during the income from U.S. possessions, or the exclu-
here; none of your benefits are taxable this year. year. See How 50% and 85% rates apply sion of income from Puerto Rico by bona fide

under Are Any of Your Benefits Taxable? residents of Puerto Rico, you must use theB. Divide line A by 2 and write in the
and its discussion How To Determine, worksheets in Publication 915.result . . . . . . . . . . . . . . . . . . . . . . . . . . . . B. 4,500
earlier.

Note.  The worksheets mentioned in theC. Add your taxable pensions,
preceding discussion and those in this chap-Lump-Sum Benefits.  If you received awages, interest, dividends, and
ter do not include a line to enter the adjustedlump-sum (or retroactive) payment of bene-other taxable income and write in
base amount of $0, $34,000, or $44,000. In-fits during 1994 that includes benefits youthe total . . . . . . . . . . . . . . . . . . . . . . . . . C. 10,500
stead, they include a special line to enter $0,should have received before 1994, it will be
$9,000, or $12,000, which is the differenceincluded in box 3 of your Form SSA–1099 orD. Write in any tax-exempt interest
between the adjusted base amount and theForm RRB–1099.(such as interest on municipal
base amount ($0, $25,000, or $32,000 en-bonds) plus any exclusions from Special election.  Generally, a lump-
tered on a previous line). This special line re-income (such as U.S. Savings sum (or retroactive) payment of benefits is
flects the adjusted base amount in figuringBond interest exclusion) . . . . . . . . D. –0– included in your total benefits for the year in
your taxable benefits and helps reduce thewhich you receive it. However, if you receive
number  o f  s teps  in  the  workshee tE. Add lines B, C, and D and write in a lump-sum payment of benefits in 1994 that
computation.the total . . . . . . . . . . . . . . . . . . . . . . . . . E. 15,000 includes benefits for one or more earlier

years, you can figure whether any part of Lump-sum payment.  If you received a
these earlier year benefits are taxable basedNote. If the amount on line E is more than the base lump-sum benefit payment in 1994 that in-
on the earlier year’s income. If that methodamount for your filing status, part of your benefits cludes benefits for one or more earlier years
gives you a lower taxable benefit, you canwill be taxable this year. If the amount on line E is and choose to treat the payment as if it were
make the election discussed next.less than the base amount for your filing status, received in those years, you must use the

none of your benefits are taxable this year. Election to treat benefits as received worksheets in Publication 915. Otherwise,
in earlier year.  If it will lower your taxable you should treat the amount as if it were fully
benefits, you can choose to treat the earlier attributable to 1994 and include it in your to-
benefits as received in the earlier year. In tal benefits received during that year.Repayments.  Any repayment of benefits
that case, any part of the earlier year benefitsyou made during 1994 is automatically sub-
that is taxable is then added to your taxabletracted from the gross benefits you received
benefits for the current year and the total isin 1994. It does not matter if the repayment Examples included in your current year’s income.you made in 1994 was for a benefit you re-

For more information on lump-sum bene-ceived before 1994. Your gross benefits are Following are a few examples you can use
fits and what worksheets to complete, seeshown in box 3 of Form SSA–1099 or RRB– as a guide to figure the taxable part of your
Publication 915.1099 and your repayments are shown in box benefits.
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Example 1.  George White is single and 8. Enter:
files Form 1040 for 1994. He received the fol- Social Security and Equivalent Railroad$25,000 if you checked 
lowing income in 1994: Retirement Benefits Worksheet 1A —box A or D, or

Form 1040A Filers $32,000 if you checked 
(Keep for your records)box B, orFully taxable pension . . . . . . . . . . . . . . . . . . . $18,600

–0– if you checked box C . . . . . . . 25,000Wages from part-time job . . . . . . . . . . . . . . . 9,400
Check only one box.9. Subtract line 8 from line 7. If zero orInterest income . . . . . . . . . . . . . . . . . . . . . . . . . 990

less, enter –0– . . . . . . . . . . . . . . . . . . . . . . 6,980 ❏ A. Single, Head of household, or QualifyingTotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $28,990
Is line 9 more than zero? widow(er)
No. Stop here. None of your social ❏✓ B. Married filing jointly
security benefits are taxable. Do not ❏ C. Married filing separately and lived withGeorge also received social security ben-
enter any amounts on lines 20a or your spouse at any time during 1994efits during 1994. The Form SSA–1099 he
20b. But if you are married filing ❏ D. Married filing separately and lived apartreceived in January 1995 shows $7,200 in
separately and you lived apart from from your spouse for all of 1994box 3; $1,220 in box 4; and $5,980 in box 5.
your spouse for all of 1994, enter –0–To figure his taxable benefits, George com-
on line 20b. Be sure you entered ‘‘D’’pletes the worksheet shown here (for Form

1. Enter the total amount from box 5 ofto the left of line 20a.1040 filers).
ALL your Forms SSA–1099 andYes. Go to line 10.
RRB–1099 (if applicable) . . . . . . . . . . . 5,60010. Enter $9,000 ($12,000 if married

filing jointly; $0 if married filing
Note. If line 1 is zero or less, stop here;separately and you lived with your
none of your benefits are taxable.spouse at any time in 1994) . . . . . . . . . 9,000

Social Security and Equivalent Railroad
Otherwise, go to line 2.11. Subtract line 10 from line 9. If zero orRetirement Benefits Worksheet 1 —

less, enter –0– . . . . . . . . . . . . . . . . . . . . . . –0– 2. Enter one-half of line 1 . . . . . . . . . . . . . . 2,800Form 1040 Filers 
12. Enter the smaller of line 9 or line 10. 6,980(Keep for your records) 3. Add the amounts on Form 1040A,
13. Enter one-half of line 12 . . . . . . . . . . . . 3,490 lines 7, 8a, 8b, 9, 10b, 11b, and 12.

Do not include here any amounts14. Enter the smaller of line 2 or 13 . . . . 2,990
Check only one box from box 5 of Forms SSA–1099 or15. Multiply line 11 by 85% (.85). If line

RRB–1099 . . . . . . . . . . . . . . . . . . . . . . . . . 29,75011 is zero, enter –0– . . . . . . . . . . . . . . . . –0–
4. Enter the amount of any U.S.❏✓ A. Single, Head of household, or Qualifying 16. Add lines 14 and 15 . . . . . . . . . . . . . . . . . 2,990

savings bond interest exclusion fromwidow(er)
17. Multiply line 1 by 85% (.85) . . . . . . . . . 5,083 Schedule 1, line 3, that you claimed –0–❏ B. Married filing jointly
18. Taxable benefits. Enter the smaller 5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . 32,550❏ C. Married filing separately and lived with

of line 16 or line 17 . . . . . . . . . . . . . . . . . . 2,990your spouse at any time during 1994 6. Enter the amount from Form 1040A,
• Enter on Form 1040, line 20a, the❏ D. Married filing separately and lived apart line 15c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
amount from line 1from your spouse for all of 1994 7. Subtract line 6 from line 5 . . . . . . . . . . . 31,550• Enter on Form 1040, line 20b, the

8. Enter:amount from line 18

$25,000 if you checked The amount on line 18 of George’s work-1. Enter the total amount from box 5 of box A or D, orsheet shows that $2,990 of his social secur-ALL your Forms SSA–1099 and $32,000 if you checked ity benefits is taxable. On line 20a of hisRRB–1099 (if applicable) . . . . . . . . . . . 5,980 box B, orForm 1040, George enters his net benefits of
–0– if you checked box C . . . . . . . 32,000$5,980. On line 20b, he enters his taxable

9. Subtract line 8 from line 7. If zero orpart of $2,990.Note. If line 1 is zero or less, stop here; less, enter –0– . . . . . . . . . . . . . . . . . . . . . . –0–Example 2.  Ray and Alice Hopkins file anone of your benefits are taxable.
Is line 9 more than zero?joint return on Form 1040A for 1994. Ray isOtherwise, go to line 2.
No. Stop here. None of your socialretired and receives a fully taxable pension
security benefits are taxable. Do notof $15,500. Ray also receives social security

2. Enter one-half of line 1 . . . . . . . . . . . . . . 2,990 enter any amounts on lines 13a orbenefits and his Form SSA–1099 for 1994
13b. But if you are married filing3. Add the amounts on Form 1040, shows net benefits of $5,600 in box 5. Alice
separately and you lived apart fromlines 7, 8a, 8b, 9 through 14, 15b, worked during the year and had wages of
your spouse for all of 1994, enter –0–16b, 17 through 19, and line 21. Do $14,000. She made a deductible payment to
on line 13b. Be sure you entered ‘‘D’’not include here any amounts from her IRA account of $1,000. Ray and Alice
to the left of line 13a.box 5 of Forms SSA–1099 or RRB– have two savings accounts. The Forms
Yes. Go to line 10.1099 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,990 1099–INT they received showed they had a

10. Enter $9,000 ($12,000 if marriedtotal of $250 in interest income for 1994.4. Enter the amount of any exclusions
filing jointly; $0 if married filingThey complete the worksheet which followsfrom: U.S. savings bonds interest,
separately and you lived with yourfor Form 1040A filers and find that none offoreign earned income, foreign
spouse at any time in l994) . . . . . . . . .Ray’s social security benefits are taxable.housing, income from U.S.

11. Subtract line 10 from line 9. If zero orpossessions, or income from Puerto
less, enter –0– . . . . . . . . . . . . . . . . . . . . . .Rico by bona fide residents of Puerto

12. Enter the smaller of line 9 or line 10Rico that you claimed . . . . . . . . . . . . . . . –0–

13. Enter one-half of line 12 . . . . . . . . . . . .5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . 31,980
14. Enter the smaller of line 2 or line 136. Enter the total adjustments plus any
15. Multiply line 11 by 85% (.85). If linewrite-in amounts from Form 1040,

11 is zero, enter –0– . . . . . . . . . . . . . . . .line 30 (other than foreign housing
deduction) . . . . . . . . . . . . . . . . . . . . . . . . . . –0– 16. Add lines 14 and 15 . . . . . . . . . . . . . . . . .

7. Subtract line 6 from line 5 . . . . . . . . . . . 31,980 17. Multiply line 1 by 85% (.85) . . . . . . . . .
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18. Taxable benefits. Enter the smaller 7. Subtract line 6 from line 5 . . . . . . . . . . . 45,500 more than your gross benefits, but your
of line 16 or line 17 . . . . . . . . . . . . . . . . . . spouse’s are not, subtract the amount in box8. Enter:

5 of your form from the amount in box 5 of• Enter on Form 1040A, line 13a, the
your spouse’s form. You do this to get youramount from line 1.
net benefits when figuring if your combined$25,000 if you checked • Enter on Form 1040A, line 13b, the
benefits are taxable.box A or D, oramount from line 18 . . . . . . . . . . . . . . . .

$32,000 if you checked 
box B, or Example.  John and Mary file a joint re-Example 3.  Joe and Betty Johnson file a

–0– if you checked box C . . . . . . . 32,000 turn for 1994. John received Form SSA–joint return on Form 1040 for 1994. Joe is a
9. Subtract line 8 from line 7. If zero or 1099 showing $3,000 in box 5. Mary also re-retired railroad worker and in 1994 received

less, enter –0– . . . . . . . . . . . . . . . . . . . . . . 13,500the social security equivalent portion of tier 1 ceived Form SSA–1099 and the amount in
benefits. Joe’s Form RRB–1099 shows box 5 was ($500). John and Mary will useIs line 9 more than zero?
$10,000 in box 5. Betty is a retired govern- $2,500 ($3,000 minus $500) as the amountNo. Stop here. None of your social
ment worker and receives a fully taxable of their net benefits when figuring if any ofsecurity benefits are taxable. Do not
pension of $38,000. The only other income their combined benefits are taxable.enter any amounts on lines 20a or
Joe and Betty had in 1994 was $2,300 in in- 20b. But if you are married filing
terest income. They also received interest of separately and you lived apart from
$200 on a U.S. savings bond that they re- your spouse for all of 1994, enter –0– Repayment of benefits received in an ear-
deemed in 1994. Joe and Betty paid qualified on line 20b. Be sure you entered ‘‘D’’ lier year.  If the sum of the amount shown in
higher educational expenses for their depen- to the left of line 20a. box 5 of all of your Forms SSA–1099 anddent daughter and the interest qualified for Yes. Go to line 10. RRB–1099 is a negative figure and all or partthe U.S. savings bonds interest exclusion. 10. Enter $9,000 ($12,000 if married of this negative figure is for benefits you in-They figure their taxable benefits by complet- filing jointly; $0 if married filing cluded in gross income in an earlier year, youing the worksheet shown below. separately and you lived with your can take an itemized deduction on Schedule

spouse at any time in 1994) . . . . . . . . . 12,000 A, Form 1040, for the amount of the negative
11. Subtract line 10 from line 9. If zero or figure that represents those benefits.

Social Security and Equivalent Railroad less, enter –0– . . . . . . . . . . . . . . . . . . . . . . 1,500 This deduction, if $3,000 or less, is sub-
Retirement Benefits Worksheet 1 — ject to the 2%-of-adjusted-gross-income limit12. Enter the smaller of line 9 or line 10. 12,000

Form 1040 Filers that applies to certain miscellaneous item-
13. Enter one-half of line 12 . . . . . . . . . . . . 6,000(Keep for your records) ized deductions and is claimed on line 22,
14. Enter the smaller of line 2 or 13 . . . . 5,000 Schedule A (Form 1040).

Check only one box: 15. Multiply line 11 by 85% (.85). If line If this deduction is more than $3,000,
11 is zero, enter –0– . . . . . . . . . . . . . . . . 1,275 you should figure your tax two ways:

❏ A. Single, Head of household, or Qualifying
16. Add lines 14 and 15 . . . . . . . . . . . . . . . . . 6,275widow(er)

1) Figure your tax for 1994 with the item-17. Multiply line 1 by 85% (.85) . . . . . . . . . 8,500❏✓ B. Married filing jointly
ized deduction. This more-than-$3,000❏ C. Married filing separately and lived with 18. Taxable benefits. Enter the smaller
deduction is not subject to the 2%-of-your spouse at any time during 1994 of line 16 or line 17 . . . . . . . . . . . . . . . . . . 6,275
adjusted-gross-income limit that applies❏ D. Married filing separately and lived apart

• Enter on Form 1040, line 20a, the to certain miscellaneous itemizedfrom your spouse for all of 1994
amount from line 1

deductions.
• Enter on Form 1040, line 20b, the
amount from line 18

1. Enter the total amount from box 5 of 2) Figure your tax for 1994 without the de-
ALL your Forms SSA–1099 and duction. If a portion of the negative fig-
RRB–1099 (if applicable) . . . . . . . . . . . 10,000 ure represents a repayment of 1984

benefits, you must first recompute your
Note. If line 1 is zero or less, stop here; 1984 tax, reducing your 1984 social se-
none of your benefits are taxable. Repayments More curity benefits by that portion. Recom-
Otherwise, go to line 2. pute your 1985, 1986, etc., tax in theThan Gross Benefits same manner, using any portion of the2. Enter one-half of line 1 . . . . . . . . . . . . . . 5,000

negative figure that represents a repay-
3. Add the amounts on Form 1040, ment of benefits for those years. Re-In some situations, your Form SSA–1099 orlines 7, 8a, 8b, 9 through 14, 15b, duce your 1994 tax, figured without theForm RRB–1099 will show that the total ben-16b, 17 through 19, and line 21. Do deduction, by the total decrease in yourefits you repaid (box 4) is more than thenot include here any amounts from 1984, 1985, 1986, etc., tax asgross benefits (box 3) you received. If thisbox 5 of Forms SSA–1099 or RRB– recomputed.occurred, your net benefits in box 5 will be a1099 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,300

negative figure and none of your benefits will
4. Enter the amount of any exclusions be taxable. If you receive more than one

from: U.S. savings bond interest, form, a negative figure in box 5 of one form is Compare the tax figured in methods (1) and
foreign earned income, foreign used to offset a positive figure in box 5 of an- (2). Your tax for 1994 is the smaller of the two
housing, income from U.S. other form. If you have any questions about amounts. If method (1) results in less tax,
possessions, or income from Puerto this negative figure, contact your local Social take the itemized deduction on line 28,
Rico by bona fide residents of Puerto Security Administration office or your local Schedule A (Form 1040). If method (2) re-
Rico that you claimed . . . . . . . . . . . . . . . 200 U.S. Railroad Retirement Board field office. sults in less tax, claim a credit for the applica-

5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . 45,500 ble amount on line 59 of Form 1040 and write
‘‘I.R.C. 1341’’ in the margin to the left of line6. Enter the total adjustments plus any

write-in amounts from Form 1040, 59. If both methods produce the same tax,Joint return.  If you and your spouse file a
line 30 (other than foreign housing deduct the repayment in full on line 28,joint return, and your Forms SSA–1099 or
deduction) . . . . . . . . . . . . . . . . . . . . . . . . . . –0– Schedule A (Form 1040).RRB–1099 show that your repayments are

Chapter 12 SOCIAL SECURITY AND EQUIVALENT RAILROAD Page 105



Worksheet 1-for Form 1040 Filers. Social Security and Equivalent Railroad Retirement Benefits
(Keep for your records)

Check only one box:
❏ A. Single, Head of household, or Qualifying widow(er)
❏ B. Married filing jointly
❏ C. Married filing separately and lived with your spouse at any time during 1994
❏ D. Married filing separately and lived apart from your spouse for all of 1994

1. Enter the total amount from box 5 of ALL your Forms SSA–1099 and RRB–1099 (if applicable) . . . . . . . . . 1.
 Note: If line 1 is zero or less, stop here; none of your benefits are taxable. Otherwise, go to line 2.

2. Enter one half of line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.
3. Add the amounts on Form 1040, lines 7, 8a, 8b, 9 through 14, 15b, 16b, 17 through 19, and line 21. Do

not include any amounts from box 5 of Forms SSA–1099 or RRB–1099 here . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.
4. Enter the amount of any exclusions from: U.S. savings bond interest, foreign earned income, foreign

housing, income from U.S. possessions, or income from Puerto Rico by bona fide residents of Puerto
Rico that you claimed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.

5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.
6. Enter the total adjustments plus any write-in amounts from Form 1040, line 30 (other than the foreign

housing deduction) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.
7. Subtract line 6 from line 5 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.
8. Enter:

$25,000 if you checked Box A or D, or
$32,000 if you checked Box B, or
–0– if you checked Box C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.

9. Subtract line 8 from line 7. If zero or less, enter –0–.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.
 Is line 9 more than zero?
 No. Stop here. None of your benefits are taxable. Do not enter any amounts on lines 20a or 20b. But if
you are married filing separately and you lived apart from your spouse for all of 1994, enter –0–  on line
20b. Be sure you entered ‘‘D’’ to the left of line 20a.
 Yes. Go to line 10.

10. Enter $9,000 ($12,000 if married filing jointly; $0 if married filing separately and you lived with your
spouse at any time in 1994) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.

11. Subtract line 10 from line 9. If zero or less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.
12. Enter the smaller of line 9 or line 10 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.
13. Enter one half of line 12 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.
14. Enter the smaller of line 2 or line 13 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14.
15. Multiply line 11 by 85% (.85). If line 11 is zero, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.
16. Add lines 14 and 15 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.
17. Multiply line 1 by 85% (.85) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.
18. Taxable benefits. Enter the smaller of line 16 or line 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.

• Enter on Form 1040, line 20a, the amount from line 1.
• Enter on Form 1040, line 20b, the amount from line 18.

Note: Use this worksheet whether or not you received a lump-sum payment. If you received a lump-sum payment in this year that was
for an earlier year, see Lump-Sum Benefits, earlier. As that discussion suggests (under special election), if this worksheet shows
that part of your benefits is taxable, complete Worksheets 2 and 3 in Publication 915 to see whether you can report a lower taxable
benefit.
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Worksheet 1A (for 1040A filers). Social Security and Equivalent Railroad Retirement Benefits
(Keep for your records)

Check only one box:
❏ A. Single, Head of household, or Qualifying widow(er)
❏ B. Married filing jointly
❏ C. Married filing separately and lived with your spouse at any time during 1994
❏ D. Married filing separately and lived apart from your spouse for all of 1994

1. Enter the total amount from box 5 of ALL your Forms SSA–1099 and RRB–1099 (if applicable) . . . . . . . . . 1.
 Note: If line 1 is zero or less, stop here;  none of your benefits are taxable. Otherwise, go to line 2.

2. Enter one half of line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.
3. Add the amounts on Form 1040A, lines 7, 8a, 8b, 9, 10b, 11b, and 12. Do not include here any amounts

from box 5 of Forms SSA–1099 or RRB–1099. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.
4. Enter the amount of any U.S. savings bond interest exclusion from Schedule 1, line 3, that you claimed 4.
5. Add lines 2, 3, and 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.
6. Enter the amount from Form 1040A, line 15c . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.
7. Subtract line 6 from line 5 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.
8. Enter:

$25,000 if you checked Box A or D, or
$32,000 if you checked Box B, or
–0– if you checked Box C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.

9. Subtract line 8 from line 7. If zero or less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.
 Is line 9 more than zero?
 No. Stop here. None of your benefits are taxable. Do not enter any amounts on lines 13a or 13b. But if
you are married filing separately and you lived apart from your spouse for all of 1994, enter –0– on line
13b. Be sure you entered ‘‘D’’ to the left of line 13a.
 Yes. Go to line 10.

10. Enter $9,000 ($12,000 if married filing jointly; $0 if married filing separately and you lived with your
spouse at any time in 1994) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.

11. Subtract line 10 from line 9. If zero or less, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.
12. Enter the smaller of line 9 or line 10 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.
13. Enter one half of line 12 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.
14. Enter the smaller of line 2 or line 13 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14.
15. Multiply line 11 by 85% (.85). If line 11 is zero, enter –0–. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.
16. Add lines 14 and 15 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.
17. Multiply line 1 by 85% (.85) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.
18. Taxable benefits. Enter the smaller of line 16 or line 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.

• Enter on Form 1040, line 13a, the amount from line 1.
• Enter on Form 1040, line 13b, the amount from line 18.

Note: Use this worksheet whether or not you received a lump-sum payment. If you received a lump-sum payment in this year that was
for an earlier year, see Lump-Sum Benefits, earlier. As that discussion suggests (under special election), if this worksheet shows
that part of your benefits is taxable, complete Worksheets 2 and 3A in Publication 915 to see whether you can report a lower
taxable benefit.
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mostly for recreation and pleasure. Enter this Cancellations of student loans under section
465 of the Higher Education Act of 1965 alsoincome on line 21 of Form 1040. Deductions
are not income.for expenses related to the activity are lim-13.

ited. They cannot total more than the income
Court awards and damages.  To determineyou report, and can be taken only if you item-Other Income if settlement amounts you receive by com-ize deductions on Schedule A (Form 1040).
promise or judgment must be included inSee Not-for-Profit Activities in Publication
your income, you must consider the item that535, Business Expenses, for information on
the settlement replaces. Include the follow-whether an activity is considered carried on
ing as ordinary income:for a profit.Introduction
1) Interest on any award.

This chapter discusses many kinds of in- Alaska oil royalties.  If you were a resident 2) Compensation for lost wages or lostcome and explains whether they are taxable of Alaska and qualified to receive a payment profits in most cases.or nontaxable. from Alaska’s mineral income fund (Alaska
3) Punitive damages awarded in cases not• Income that is taxable must be reported on Permanent Fund dividends), you must report

involving physical injury or sickness. Re-your tax return and is subject to tax. this amount on line 21, Form 1040. The state
port this income on line 21, Form 1040.of Alaska will send you a Form 1099–MISC• Income that is nontaxable may have to be

which shows this amount. The IRS will also 4) Amounts received in settlement of pen-shown on your tax return but is not subject
receive a copy of this form. sion rights (if you did not contribute toto tax.

the plan).
Alimony.  Include in your income on line 11,You must include on your return all in- 5) Damages for:
Form 1040, any alimony payments you re-come you receive in the form of money, prop- a) Patent or copyright infringement,ceive. Amounts you receive for child supporterty, and services unless the tax law states

b) Breach of contract, orare not income to you. Alimony and childthat you do not include them. Some items,
support payments are discussed in Chapterhowever, are only partly excluded from in- c) Interference with business operations.
20.come. They are listed and discussed briefly

in this chapter. Do not include as your income compensa-
Allowances and reimbursements.  If you tory damages for the following:
receive travel, transportation, or other busi-Useful Items 1) Personal injury or sickness (whether re-
ness expense allowances or reimburse-You may want to see: ceived in a lump sum or installments) in-
ments from your employer, or you are reim- cluding punitive damages.
bursed for the business use of your car, seePublication 2) Disparate treatment or discriminationChapter 28. If you are reimbursed for moving

❏ 501 Exemptions, Standard (including back wages) from suitsexpenses, see Chapter 19.
Deduction, and Filing Information brought under the Civil Rights Act or the

Americans with Disabilities Act.❏ 520 Scholarships and Fellowships Canceled debt.  A canceled debt is gener-
3) Damage to your character.ally income to you and must be reported on❏ 525 Taxable and Nontaxable Income

line 21, Form 1040. 4) Alienation of affection.❏ 544 Sales and Other Dispositions of
A discount offered by a financial institu-Assets 5) Surrender of custody of a minor child.

tion for the prepayment of a mortgage loan is
❏ 550 Investment Income and income from the cancellation of a debt. How-

Estate and trust income. An estate or trust,Expenses ever, you have no income from the cancella-
unlike a partnership, may have to pay federal

tion of a debt if the cancellation is intended
income tax. If you are a beneficiary of an es-

as a gift to you. tate or trust, you are taxed on your share of
If your debt is canceled in a bankruptcy its income. However, there is never a double

case (title 11) or when you are insolvent, doMiscellaneous Taxable tax. Estates and trusts file their returns on
not include the canceled debt in your gross Form 1041, U.S. Income Tax Return for Es-
income. Get Publication 908, Tax Informa-Income tates and Trusts, and report your share of the
tion on Bankruptcy. income on Schedule K–1 of Form 1041.This section begins with brief discussions of Cancellation of student loan. You do Current income required to be distrib-numerous income items, arranged in alpha-
not have income if your student loan is can- uted.  If you are the beneficiary of a trust thatbetical order. These discussions are fol-
celed because you agreed to certain condi- must distribute all of its current income, youlowed by discussions of other taxable in-
tions to obtain the loan and then performed must report your share of the distributablecome items which are discussed in greater
the services required. Under the terms of the net income whether or not you have actuallydetail as follows:
loan you must be required to work for a spec- received it.Bartering ified period of time in certain professions for Current income not required to be dis-
one of a broad class of employers. To qual-Recoveries (including state income tax tributed.  If you are the beneficiary of an es-
ify, the loan must have been made by:refunds) tate or trust and the fiduciary has the choice

of whether to distribute all or part of the cur-1) The government—federal, state, or lo-Repayments
rent income, you must report all income thatcal, or an instrumentality, agency, orRoyalties
is required to be distributed to you, whethersubdivision thereof,
or not it is actually distributed, plus all other2) A tax-exempt public benefit corporationNote.  When you report miscellaneous amounts actually paid or credited to you, tothat has assumed control of a state,taxable income on line 21 of Form 1040, the extent of your share of distributable netcounty, or municipal hospital, andwrite a brief description of the income on the income.whose employees are considered publicdotted line next to line 21. How to report estate and trust income.employees under state law, or
Each item of income is treated the same for

3) An educational organization under anActivity not for profit.  You must include on you as for the estate or trust. If it is dividend
agreement with an entity described inyour return income from an activity not for income for the trust, it is the same for you.
(1) or (2) that provided the funds to theprofit. An example of this type of activity The fiduciary of the estate or trust must
institution to make the loan.would be a hobby or a farm you operate tell you the type of items making up your
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share of the estate or trust income and any If you itemize your deductions on Sched- members to vote for or against all invest-
credits you are allowed on your individual in- ments ,  sa les ,  exchanges ,  o r  o therule A (Form 1040), you can deduct gambling
come tax return. transactions.losses you had during the year, but only up to

How the income from an investment clubLosses.  Losses of estates and trusts the amount of your winnings. See Publica-
is reported on your tax return depends ongenera l ly  are not  deduct ib le  by the tion 529, Miscellaneous Deductions, for in-
how the club operates. Most clubs operatebeneficiaries. formation on recordkeeping.
as partnerships and are treated as such forGrantor trust.  Income earned by a gran- Lotteries and raffles. Winnings from lot-
federal tax purposes. Others operate as cor-tor trust is taxable to the grantor, not the ben- teries and raffles are gambling winnings. In
porations, trusts, or associations taxed aseficiary. This rule applies if the property put addition to cash winnings, you must include
corporations.into the trust will revert (be returned) to the in your income bonds, cars, houses, and

For more information about investmentgrantor or the grantor’s spouse. Generally, other noncash prizes at their fair market
clubs, get Publication 550.for transfers after March 1, 1986, a trust is a value.

grantor trust if the grantor has a reversionary
Jury duty. Jury duty pay you receive mustinterest valued (at the date of transfer) at Note.  If you win a state lottery prize pay-
be included in your income on line 21, Formmore than 5% of the value of the transferred able in installments, you must include in your
1040.property. For transfers in trust made before gross income the annual payments and any

If you are required to give the pay to yourMarch 2, 1986, a trust was a grantor trust if it amount you receive designated as ‘‘interest’’ employer because your employer continueswas expected that the property would revert
on the unpaid installments. to pay your salary while you serve on theto the grantor within 10 years.

jury, you can deduct the amount turned overForm W–2G.  You may have received a
to your employer as an adjustment to your in-Fees.  Include all fees for your services in Form W–2G showing the amount of your
come. Include the amount you repay youryour gross income. Examples of these fees gambling winnings and any tax withheld. In-
employer on line 30, Form 1040, and writeare amounts you receive for services as: clude the amount from box 1 on line 21 of
‘‘Jury pay’’ and the amount on the dotted lineForm 1040. Be sure to include any amount1) A corporate director, next to line 30.from box 2 on line 54 of Form 1040.

2) An executor or administrator of an
estate, Kickbacks. You must include in your incomeHobby losses. Losses from a hobby are not

on line 21, Form 1040, or on Schedule C or3) A notary public, or deductible from other income. A hobby is an
Schedule C–EZ (Form 1040), kickbacks,

activity from which you do not expect to4) An election precinct official. side commissions, push money, or similar
make a profit. See Activity not for profit, payments you receive.
earlier.Corporate director.  If you received (or Example.  You are a car salesperson

should have received) a Form W–2 showing and help arrange car insurance for buyers.
Note.  If you collect stamps, coins, orcorporate director fees, report these fees on Insurance brokers pay back part of their

other items as a hobby for recreation andline 7 of Form 1040 or Form 1040A, or on line commissions to you for referring customers
pleasure, and you sell any of the items, your1 of Form 1040EZ. to them. You must include the kickbacks in
gain is taxable as a capital gain. (See Chap-Otherwise, report these payments on your income.
ter 17.) However, if you sell items from yourSchedule C (Form 1040) or Schedule C–EZ
collection at a loss, you cannot deduct a net(Form 1040) as self-employment income. Note received for services. If your em-
loss.Executor or administrator of an estate. ployer gives you a note as payment for your

If these payments total $600 or more for the services, you must include the fair market
year, the payer must report the fees to the value (usually the discount value) of the noteIllegal income.  Illegal income, such as sto-
IRS on Form 1099–MISC. You will receive a in your income as wages for the year you re-len or embezzled funds, must be included incopy of the Form 1099–MISC. Report these ceive it. When you later receive payments onyour gross income on line 21, Form 1040, orpayments on Schedule C (Form 1040) or the note, part of each payment is a recoveryon Schedule C or Schedule C–EZ (FormSchedule C–EZ (Form 1040) as self-employ- of the fair market value that you previously1040) if from your self-employment activity.ment income. Exception: If you are not in included in your income. Do not include that
the trade or business of being an executor part in your income again. Include the rest of

Indian fishing rights.  If you are a member(for instance, you are the executor of a the payment in your income in the year of
of a qualified Indian tribe that has fishingfriend’s or relative’s estate), do not include payment.
rights secured by treaty, executive order, orthese amounts on Schedule C or Schedule
an Act of Congress as of March 17, 1988, doC–EZ. Report them on line 21 of Form 1040. Prizes and awards. If you win a prize in a
not include in your income amounts you re-Notary public.  Report payments for lucky number drawing, television or radio
ceive from activities related to those fishingthese services on line 21 of Form 1040. quiz program, beauty contest, or other event,
rights. The income is not subject to incomeElection precinct official.  You should you must include it in your income. For ex-
tax, self-employment tax, or employmentreceive a Form W–2 showing payments for ample, if you win a $50 prize in a photogra-
taxes.services as an election precinct official. Re- phy contest, you must report this income on

port these payments on line 7 of Form 1040 line 21, Form 1040.
Investment clubs. An investment club is aor Form 1040A, or on line 1 of Form 1040EZ. Employee cash awards or bonuses.
group of friends, neighbors, business associ- Cash awards or bonuses given to you by
ates, or others who pool limited or statedFree tour. A free tour you receive from a your employer for good work or suggestions
amounts of funds to invest in stock or othertravel agency for organizing a group of tour- generally must be included in your income.
securities. The club may or may not have aists must be included in your income on line However, certain employee awards can be
written agreement, charter, or by-laws. Usu-21, Form 1040, or on Schedule C or Sched- excluded from your income. See Employee
ally the group operates informally with mem-ule C–EZ (Form 1040), at the fair market achievement awards, later.
bers pledging a regular amount to be paidvalue of the tour. You cannot deduct your ex- Goods or services.  Prizes and awards
into the club monthly. Some clubs have apenses in serving as the voluntary leader of in goods or services must be included in in-
committee that gathers information on secur-the group at the group’s request. come at their fair market value. If you refuse
ities, selects the most promising, and recom- to accept a prize, do not include its value in
mends that the club invest in them. OtherGambling winnings. You must include your your income.
clubs rotate the investigatory responsibilitiesgambling winnings in income on line 21, Pulitzer, Nobel, and other prizes.  If you
among all their members. Most require allForm 1040. were awarded a Pulitzer, Nobel, or other
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prize in recognition of past accomplishments rent-free use of an apartment. You must re- (Form 1120S) to each shareholder. In addi-
(in religious, charitable, scientific, artistic, ed- port as rental income on Schedule E (Form tion, the S corporation will send each share-
ucational, literary, or civic fields) you do not 1040) the fair market value of the art work, holder a copy of the Shareholder’s Instruc-
include this prize in your income if you meet and the artist must report as income on tions for Schedule K–1 (Form 1120S) to help
all of the following requirements. Schedule C or Schedule C–EZ (Form 1040) each shareholder report his or her share of

the fair rental value of the apartment. the S corporation’s income, credits, and de-1) You were selected without any action on
ductions. Do not attach Schedule K–1 (Formyour part to enter the contest or

Barter exchange.  If you exchanged prop- 1120S) to your Form 1040. Keep it for yourproceeding.
erty or services through a barter exchange, records.

2) You are not required to perform sub- you should receive Form 1099–B or a similar For more information on S corporations
stantial future services as a condition to statement. You should receive the statement and their shareholders, get Publication 589,
receiving the prize or award. by January 31, 1995, and it will generally Tax Information on S Corporations.

show the value of cash, property, services,3) The prize or award is transferred directly
credits, or scrip you received from ex-to a governmental unit or tax-exempt Recoveries changes during the year. The IRS will alsocharitable organization as designated

A recovery is a return of an amount you de-get a copy of Form 1099–B.by you.
ducted or took a credit for in an earlier year.
Generally, you must include all or part of theBackup withholding.  The income you re-Get Publication 525 for more information recovered amounts in your income in theceive from bartering is generally not subjectabout the conditions that apply to the year the recovery is received. The most com-to withholding. However, backup withholdingtransfer. mon recoveries are refunds, reimburse-will apply in certain circumstances to ensure
ments, and rebates of deductions itemizedthat income tax is collected on this income.Sale of personal items. If you sell an item on Schedule A (Form 1040). Non-itemizedIf you join a barter exchange, you mustthat you owned for personal use, such as a deduction recoveries include such items ascertify under penalties of perjury that yourcar, refrigerator, furniture, stereo, jewelry, or payments you receive on previously de-social security or employer identificationsilverware, a gain is taxable as a capital gain ducted bad debts and recoveries of items fornumber is correct and that you are not sub-reported on Schedule D (Form 1040). You which you previously claimed a tax credit.ject to backup withholding. If you do notcannot deduct a loss.

make this certification, backup withholdingHowever, if you sell an item that you held Federal income tax refund.  Refunds ofmay begin immediately. The barter ex-for investment, such as gold or silver bullion,
federal income taxes are not included in yourchange will give you a Form W–9, Requestcoins, or gems, a gain is taxable as a capital
income because they are never allowed as afor Taxpayer Identification Number and Cer-gain and a loss is deductible as a capital
deduction from income.tification, or a similar form, for you to makeloss.

this certification. For more information, see
Backup Withholding in Chapter 5. Interest.  Interest on any of the amounts you

Bartering Reporting the tax withheld.  If tax is recover must be reported as interest income
withheld from your barter income, the barter in the year received.Bartering is an exchange of property or ser-
exchange must give you a Form 1099–B, orvices. You must include in your income, at
similar statement, that indicates the amountthe time received, the fair market value of Recovery and expense in same year.  If
of tax withheld.property or services you receive in bartering. the refund or other recovery and the deducti-

If you exchange services with another per- ble expense occur in the same year, the re-
son and you both have agreed ahead of time fund or recovery reduces the deduction andPartnership Income 
as to the value of the services, that value will is not reported as income.A partnership is not a taxable entity. The in-
be accepted as fair market value unless the come, gains, losses, credits, and deductions
value can be shown to be otherwise. Recovery for 2 or more years.  If you re-of a partnership are ‘‘passed through’’ to the

Report this income on Schedule C or ceive a refund or other recovery that is forpartners based on each partner’s distributive
Schedule C–EZ (Form 1040). amounts you paid in 2 or more separateshare of these items.

years, you must allocate, on a pro rata basis,Example 1.  You are a self-employed at- The partnership must file a return on
the recovered amount between the years intorney and perform legal services for a client, Form 1065, U.S. Partnership Return of In-
which it was paid.a small corporation. The corporation gives come, and send Schedule K–1 to each part-

This allocation is necessary to determineyou shares of its stock as payment for your ner. In addition, the partnership will send
the amount of recovery attributable to anyservices. You must include in income the fair each partner a copy of the Partner’s Instruc-
earlier years and to determine the amount, ifmarket value of the shares on Schedule C or tions for Schedule K–1 (Form 1065), to help
any, of your allowable deduction for this itemSchedule C–EZ (Form 1040) in the year that each partner report his or her share of the
for the current year. For information on howyou receive them. partnership’s income, credits, deductions,
to compute the allocation, see Recoveries inand tax preference items. Do not attachExample 2.  You are self-employed and
Publication 525.Schedule K–1 (Form 1065) to your Forma member of a barter club. The club uses

1040. Keep it for your records.‘‘credit units’’ as a means of exchange. It
For an example of how to report partner- Tax benefit rule.  If you did not derive a taxadds credit units to your account for goods or

ship items, see Chapter 39. benefit from your prior year deduction, youservices you provide to members, which you
For more information on partnerships, do not have to include the amount you re-can use to purchase goods and services of-

get Publication 541, Tax Information on ceived this year in income. This could hap-fered by other members of the barter club.
Partnerships. pen if you were subject to the alternative min-The club subtracts credit units from your ac-

imum tax or had credits that reduced your taxcount when you receive goods or services
liability to zero. For more information, getfrom other members. You must include in in- S Corporation Income 
Publication 525.come the value of credit units that are added In general, an S corporation does not pay tax

to your account, even though you may not on its income. Instead, the income and ex-
actually receive goods or services from other Itemized Deduction Recoveries penses of the corporation are ‘‘passed
members until a later tax year. If you recover any amount that you deductedthrough’’ to the shareholders.

in an earlier year on Schedule A (FormExample 3.  You own a small apartment An S corporation must file a return on
1040), you must determine how much, if any,building and an artist gives you a work of art Form 1120S, U.S. Income Tax Return for an
of the recovery to include in your income.that the artist created in return for 6 months’ S Corporation, and send Schedule K–1
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Due to changes in the tax law, different Where to report.  Enter your state and 4) You received a recovery for an item for
local income tax refund on line 10, Form which you claimed a tax credit (othercomputations are needed for the recovery of
1040, and the total of all other recoveries as than investment credit or foreign taxitems deducted after 1986 or before 1987.
other income on line 21, Form 1040. credit) in a prior year.The discussions in this section apply to re-

covery of items deducted after 1986. If you Example.  In 1993, you filed a joint re- 5) You were subject to the alternative mini-
recovered an item deducted before 1987, turn. Your taxable income was $20,000. The mum tax, or you had credits that re-
contact your local IRS office for assistance, standard deduction for your filing status was duced your tax liability to zero, in the
or see a tax practitioner. $6,200, and you had itemized deductions of year the deduction was claimed.

$7,200. In 1994, you received the following 6) Your last payment of 1993 estimated
Standard deduction.  To determine if recoveries for amounts deducted in 1993: state income tax was made in 1994.
amounts deducted in 1993 and recovered in

7) Your itemized deductions for 1993 wereMedical expenses . . . . . . . . . . . . . . . . . . . . . . . . . $2001994 must be included in your income, you
limited as discussed in Chapter 22.State and local income tax refund . . . . . . . . . 400must know the standard deduction for your

Real estate tax rebate . . . . . . . . . . . . . . . . . . . . . 325filing status in 1993. Standard deduction
amounts for 1993 are in Publication 525. Total recoveries . . . . . . . . . . . . . . . . . . . . . . . . . . $925 Repayments
Form 1099–G. If you received a state or lo- If you had to repay an amount that you hadNone of the recoveries were more than the
cal income tax refund in 1994, you may re- included in your income in an earlier year be-deductions taken in 1993.
ceive a statement, Form 1099–G, Certain cause at that time you thought you had anBecause your total recoveries are less
Government Payments, from the payer of unrestricted right to it, you can deduct thethan the amount by which your itemized de-
the refund (or credit or offset) by January 31, amount repaid from your income in the yearductions exceeded the standard deduction
1995. The IRS will also receive a copy of the in which you repay it.($7,200 − 6,200 = $1,000), you must include
Form 1099–G. your total recoveries in your income in 1994.

Report any interest you received on state Type of deduction.  The type of deductionReport the state and local income tax refund
or local income tax refunds on line 8a of you are allowed in the year of repayment de-of $400 on line 10, Form 1040, and the bal-
Form 1040. pends on the type of income you included inance of your recoveries, $525, on line 21,

the earlier year. For instance, if you repay anForm 1040.
amount that you previously reported as aNo earlier year deduction.  If you did not
capital gain, deduct the repayment as a capi-itemize deductions in the year for which you Total recoveries not included in income.
tal loss.received the recovery, do not include any of The total recovery that must be included in

the recovery amount in your income. your income is limited to the itemized deduc-
Repayment $3,000 or less.  If the amounttion amount that reduced your tax in the ear-
you repaid was $3,000 or less, deduct it fromRecovery limited to deduction.  You do not lier year. (See Tax benefit rule, earlier.)
your income in the year you repaid it. If youinclude in your income any amount of your You are generally allowed to claim the
reported it as wages, unemployment com-recovery that is more than the amount you standard deduction if you do not itemize your
pensation, or other ordinary income, enter itdeducted in the earlier year. The amount you deductions. Only your itemized deductions
on line 22, Schedule A (Form 1040). If youinclude in your income is limited to the that are more than your standard deduction
reported it as a capital gain, deduct it onsmaller of: are subject to the recovery rule. Therefore, if
Schedule D (Form 1040).your total deductions on the earlier year re-1) The amount deducted on Schedule A

turn did not exceed your income, include in(Form 1040), or Repayment over $3,000.  If the amount youyour income the smaller of:
repaid was more than $3,000, you can take a2) The amount recovered.

1) Your recoveries, or deduction for the amount repaid, or you can
take a credit against your tax. Follow the2) The amount by which your itemized de-Example.  During 1993 you paid $1,700
steps below and compare the results. Useductions exceeded the standardfor medical expenses. From this amount you
the method (credit or deduction) that resultsdeduction.subtracted $1,500, which was 7.5% of your
in less tax.adjusted gross income. Your taxable income
1) Figure your tax for 1994 claiming a de-for 1993 was $13,500. Your actual medical Example.  You filed a joint return in 1993

duction for the repaid amount.expense deduction was $200. In 1994, you with taxable income of $20,000. Your item-
received a $500 reimbursement from your ized deductions were $7,200. The standard 2) Figure your tax for 1994 without deduct-
medical insurance for your 1993 expenses. deduction that you could have claimed was ing the amount you repaid. Then,
The only amount of the $500 reimbursement $6,200. In 1994 you recover $2,400 of your a) Refigure your tax from the earlier yearthat must be included in your income in 1994 1993 itemized deductions. None of the re- without including in income theis $200—the amount actually deducted. coveries were more than the actual deduc- amount you repaid in 1994.

tions in 1993. Include $1,000 of the recov-
b) Subtract the tax in (a) from the taxTotal recoveries included in income.  The eries in your 1994 income. This is the smaller

shown on your return for the earliertotal amount recovered in 1994 is included in of your recoveries ($2,400) or the amount by
year.your income if certain requirements are met. which your itemized deductions exceeded

Recoveries of amounts deducted after the standard deduction ($7,200 − 6,200 = c) Then subtract the answer in (b) from
1986 will generally be included in your in- $1,000). the tax for 1994 figured without the
come if: deduction.

Other recoveries.  See Recoveries in Publi-1) The recoveries are not more than the
How you treat the repayment on yourcation 525 if:amount deducted,

1994 return depends on which answer above
1) Your total deductions exceeded your in-2) The recoveries are equal to or less than results in less tax.

come in the prior year.the amount by which your itemized de-
• If the answer in Step (1) is less tax, deductductions exceeded the standard deduc- 2) You have recoveries of items other than the amount repaid on the same form ortion for your filing status in the earlier itemized deductions. schedule on which you previously reportedyear, and

3) Your standard deduction was zero in the it. For example, if you reported it as self-
3) Your total deductions on the earlier year prior year for which you received the employment income, deduct it on Sched-

return did not exceed your total income. recovery. ule C or Schedule C–EZ (Form 1040), or if
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you reported it as wages, deduct it on line include it in your income or take depletion To be exempt from tax, the contributions
based on it. must be spent for campaign purposes or28 of Schedule A (Form 1040).

When production begins, you include all kept in a fund for use in future campaigns.• If the answer in Step (2) is less tax, claim a
the proceeds in your income, deduct all the However, interest earned on bank deposits,credit on line 59, Form 1040, and write
production expenses, and deduct depletion dividends received on contributed securities,‘‘I.R.C. 1341’’ next to line 59.
from that amount to arrive at your taxable in- and net gains on sales of contributed securi-
come from the property. ties are taxable and must be reported on

An example of this computation can be found Your payments for the buyer’s share of Form 1120–POL, U.S. Income Tax Return
in Publication 525. the proceeds are treated as a loan repay- for Certain Political Organizations. Excess

ment. The buyer will treat the share as a re- campaign funds transferred to an office ac-
turn of capital that is not included in your in- count must be included in the officeholder’sRoyalties 
come or subject to a depletion allowance. income on line 21, Form 1040, in the yearRoyalties from copyrights, patents, and oil,
Any interest factor received by the buyer will transferred.gas, and mineral properties are taxable as
be treated as ordinary income not subject toordinary income.
the allowance for depletion. Cash rebates.  A cash rebate you receiveYou generally report royalties on Part I,

Retained interest.  If you retain a royalty, from a dealer or manufacturer of an item youSchedule E (Form 1040). However, if you
an overriding royalty, or a net profit interest in buy is not income.hold an operating oil, gas, or mineral interest,
a mineral property for the life of the property, Example.  You buy a new car for $9,000or are in business as a self-employed writer,
you have made a lease or a sublease, and cash and receive a $400 rebate check frominventor, artist, etc., report gross income and
any cash you receive for the assignment is the manufacturer. The $400 is not income toexpenses on Schedule C or Schedule C–EZ
ordinary income subject to a depletion allow- you. Your cost is $8,600. This is your basis(Form 1040).
ance. on which you figure gain or loss if you sell the

car, and depreciation if you use it forCopyrights and patents. Royalties from
business.copyrights on literary, musical, or artistic

works, and similar property, or from patents Income Not Taxed 
Employee achievement awards.  You canon inventions, are amounts paid to you for

You generally should not report the following exclude from income employee achievementthe right to use your work over a specified
items on your return. Some of the items, awards you receive only if your employer canperiod of time. Royalties are generally based
however, are only partly excluded from your deduct them. To be deducted by your em-on the number of units sold, such as the
income. A discussion of other totally and ployer, and excluded by you, the awardsnumber of books, tickets to a performance,
partly excluded items follows this list. must meet all the following requirements:or machines sold.

Accident and health insurance 1) Be given for length of service or safety
proceeds achievement.Oil, gas, and minerals. Royalty income

from oil, gas, and mineral properties is the ‘‘Black lung’’ benefits 2) Be tangible personal property other than
amount you receive when natural resources cash, gift certificates, or equivalentCasualty insurance and other reim-
are extracted from your property. The royal- items.bursements (Chapter 27)
ties are based on units, such as barrels, tons,

3) Be given under conditions and circum-Child support payments (Chapter 20)etc., and are paid to you by a person or com-
stances that do not create a significantDamages awarded for physical injurypany who leases the property from you.
likelihood of the payment of disguisedor sicknessDepletion.  If you are the owner of an ec-
compensation.onomic interest in mineral deposits or oil and Employment agency fees (Chapter 30)

4) Be given as part of a meaningfulgas wells, you can recover your investment
Federal Employees’ Compensation presentation.through the depletion allowance. For infor-

Act paymentsmation on this subject, see Chapter 13 of 5) Be no more than the specified dollar
Government cost-of-living allowancesPublication 535, Business Expenses. limits.

for civilian employees stationedCoal and iron ore.  Under certain cir-
outside the continental U.S. (othercumstances, you can treat amounts you re- Dollar limits.  There are limits to the total
than Alaska) (Chapter 6)ceive from the disposal of coal and iron ore awards you can exclude in one year. Awards

as payments from the sale of a capital asset, Interest on state or local government from nonqualified plans are limited to $400,
rather than as royalty income. For informa- obligations (Chapter 8) and total awards, from both qualified and
tion about gain or loss from the sale of coal nonqualified plans, are limited to $1,600. TheMeals and lodging
and iron ore, get Publication 544. cost to your employer is the determining fac-

Members of the clergy housing allow-Interest in the property sold.  If you sell tor for these limits. Amounts over the limits
ance (Chapter 6)your complete interest in the oil, gas, or min- cannot be deducted by your employer and

Military allowances (Chapter 6)eral rights, the amount you receive is consid- must be included in your income.
ered payment for the sale of your property, Qualified plan award.  A qualified planMoving expense reimbursements

award is one you are awarded as part of annot royalty income. Under certain circum- (Chapter 19)
established written plan by your employerstances, the sale is subject to capital gain or

Scholarship and fellowship grants that does not discriminate in favor of highlyloss treatment on Schedule D (Form 1040).
Social security benefits and compensated employees. An award will notFor information on capital gain or loss, see

equivalent railroad retirement ben- be considered a qualified plan award if theChapter 15.
efits (Chapter 12) average cost of all employee achievementAlso, you can report the sale as an install-

awards given by your employer during thement sale if you are to receive at least one Supplemental security income
tax year is more than $400. In determiningpayment after the tax year in which the sale Veterans’ benefits (Chapter 6) average cost, awards of nominal value aretook place. For more information, get Publi-

Welfare benefits not taken into account.cation 537, Installment Sales.
Workers’ compensationPart of future production sold.  If you Example.  Ben Green received three em-

own mineral property but sell part of the fu- ployee achievement awards during 1994: a
ture production, you generally treat the Campaign contributions. These contribu- nonqualified plan award of a watch valued at
money you receive from the buyer at the time tions are not income to a candidate unless $250, and two qualified plan awards of a
of the sale as a loan from the buyer. Do not they are diverted to his or her personal use. stereo valued at $1,000 and a set of golf
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clubs valued at $500. Assuming that the re- Report the income and expenses on is a Series EE savings bond issued after De-
Schedule C or Schedule C–EZ (Form 1040) cember 31, 1989, to an individual 24 years ofquirements for qualified plan awards are oth-
and net business income on Schedule SE age or older. For more information on this ex-erwise satisfied, each award by itself would
(Form 1040). See Home Office in Chapter clusion, see Chapter 8.be excluded from his income. However,
30.since the total value of the awards is more

For more information on foster care, get Living expenses paid by insurance.  Dothan $1,600, Ben must include the excess of
Publication 501. not include in income amounts you receive$150 ($1,750 − $1,600) in his income.

under an insurance policy for additional living
expenses you and your family had becauseGifts and inheritances. Generally, propertyEnergy conservation subsidies.  Residen-
you lost the use of your home by fire, storm,you receive as a gift, bequest, or inheritancetial customers can exclude from gross in-
or other casualty. The amount you excludeis not included in your income. However, ifcome any subsidy provided, either directly or
from income is limited to your extra living ex-property you receive this way later producesindirectly, by public utilities for the purchase
penses that are more than the normal ex-income such as interest, dividends, or rent-or installation of an energy conservation
penses you would have had. Extra living ex-als, that income is taxable to you. If propertymeasure with respect to a dwelling unit.
penses, for this purpose, include only thoseis given to a trust and the income from it isEnergy conservation measure.  This
to keep you and your family at the samepaid, credited, or distributed to you, that alsoincludes installations or modifications that
standard of living you had before the loss.is income to you. If the gift, bequest, or inher-are primarily designed to reduce consump-

itance is the income from the property, thattion of electricity or natural gas, or improve
Sale of home.  If you are 55 or older and sellincome is taxable to you.the management of energy demand with re-
your main home, you may be able to excludeItems given to you as an incentive tospect to a dwelling unit.
from income all or part of any gain from theenter into a business transaction are notDwelling unit.  This includes a house,
sale. See Chapter 16.gifts. For example, items such as small appli-apartment, condominium, mobile home,

ances or dinnerware given to you by a bankboat, or similar property. If a building or struc-
Transporting schoolchildren. Do not in-as an incentive to make a deposit are interestture contains both dwelling and other units,
clude in your income a school board mileageincome to you and must be reported at theirany subsidy must be properly allocated.
allowance for taking children to and fromfair market value.
school if you are not in the business of takingFor more information, see PublicationFoster-care providers. Payments you re-
children to school. You cannot deduct ex-525.ceive from a state, political subdivision, or
penses for providing this transportation.Inherited IRA.  If you inherited an individ-tax-exempt child-placement agency for pro-

ual retirement arrangement (IRA), specialviding foster care to qualified individuals in
Utility rebates. If you are a customer of anrules apply. See Chapter 18.your home are not included in your income.
electric utility company and you participate inYou cannot deduct the related expenses.
the utility’s energy conservation program,Interest on frozen deposits. In general, youHowever, you must include in your income
you may receive on your monthly electric billmust exclude from your income the amountpayments received for the care of more than
either:of interest earned on a frozen deposit. A de-5 individuals age 19 or older.

posit is frozen if, at the end of the calendar 1) A reduction in the purchase price ofA qualified foster individual is a person
year, you cannot withdraw any part of the de- electricity furnished to you (rate reduc-who:
posit because: tion), or1) Is living in a foster family home, and
1) The financial institution is bankrupt or in- 2) A nonrefundable credit against the

2) Was placed there by: solvent, or purchase price of the electricity.
a) An agency of a state or one of its polit- 2) The state where the institution is located

ical subdivisions, or The amount of  the rate reduct ion orhas placed limits on withdrawals be-
nonrefundable credit is not included in yourb) A tax-exempt child placement agency cause other financial institutions in the
income.licensed by a state, if the individual is state are bankrupt or insolvent.

under age 19.
Life Insurance ProceedsExcludable amount.  The amount of in-

Difficulty-of-care payments.  These terest you must exclude from gross income Life insurance proceeds paid to you because
payments are not included in your income. for the year is the interest that was credited of the death of the insured person are not
These are additional payments made to fos- on the frozen deposit for that tax year minus taxable unless the policy was turned over to
ter-care providers of physically, mentally, or the sum of: you for a price. This applies even if the pro-
emotionally handicapped individuals by a ceeds were paid under an accident or health1) The net amount withdrawn from the de-
state, political subdivision, or tax-exempt insurance policy or an endowment contract.posit during that year, and
child placement agency that are designated

2) The amount that could have been with-as difficulty-of-care payments. A state must Proceeds not received in installments.  If
drawn at the end of that tax year (not re-determine that the additional compensation death benefits are paid to you in a lump sum
duced by any penalty for prematureis needed. You must include in your income or other than at regular intervals, include
withdrawals of a time deposit).difficulty-of-care payments received for more them in your gross income only to the extent

than: they are more than the amount payable to
The excluded part of the interest is included you at the time of the insured person’s death.1) 10 children under age 19, and
in your gross income in the tax year it be- If the benefit payable at death is not speci-

2) 5 individuals age 19 or older. comes withdrawable. fied, you include the benefit payments in
your income to the extent they are more than

Maintaining space in home.  If you are the present value of the payments at the timeInterest on qualified savings bonds.  You
paid by a placement agency to maintain of death.can exclude from your income the interest
space in your home for foster-care individu- from qualified U.S. savings bonds you re-
als, or if you receive payments that you must deem if you pay qualified higher educational Proceeds received in installments.  If you
include in your income, you are in business expenses in the same year. ‘‘Qualified higher receive life insurance proceeds in install-
as a foster-care provider and you are self- educational expenses’’ are those you pay for ments, you can exclude part of each install-
employed. You must include these pay- tuition and required fees at an eligible educa- ment from your income.
ments in your income. You can deduct ex- tional institution for you, your spouse, or your To determine the excluded part, you must
penses related to these payments. dependent. A ‘‘qualified U.S. savings bond’’ divide the amount held by the insurance
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company (generally the total lump sum paya- first $5,000 of payments made by or for an Deceased public safety officers.  If you are
ble at the death of the insured person) by the a surviving dependent of a public safety of-employer because of an employee’s death
number of installments to be paid. Include ficer (law enforcement officer or firefighter)can be excluded from the income of the ben-
anything over this excluded part in your in- who died in the line of duty, do not include ineficiaries. The payments need not be made
come as interest. For more information, get your income the death benefit payable to youas the result of a contract. The amount ex-
Publication 525. by the Bureau of Justice Assistance.cluded for any deceased employee cannot

be more than $5,000 regardless of the num-
Surviving spouse.  If your spouse died ber  o f  employers  o r  the  number  o f Welfare and Other Public
before October 23, 1986, and insurance pro- beneficiaries. Assistance Benefits ceeds are payable to you because of the This exclusion also covers payments of

Do not include in your income the benefitdeath of your spouse, and you receive them the balance to the credit of a deceased em-
payments from a public welfare fund, suchin installments, you can exclude up to $1,000 ployee under a stock bonus, pension, or
as payments due to blindness. Paymentsa year of the interest included in the install- profit-sharing plan, as long as they are re-
from a state fund for the victims of crimements. This is in addition to the part of each ceived during one tax year of the beneficiary.
should not be included in the victims’ in-installment that is excluded as a recovery of

Example.  William Smith was an officer comes if they are in the nature of welfarethe lump sum payable at death. If you re-
of a corporation at the time of his death last payments. Do not deduct medical expensesmarry,  you can cont inue to take the
year. The board of directors voted to pay Mr. that are reimbursed by such a fund.exclusion.
Smith’s salary to his widow for the remainderIf your spouse died after October 22,
of the year for his past services. During the Payments for age and residency.  Pay-1986, you cannot exclude any interest pay-
year the corporation made payments of ments the state of Alaska makes to its citi-ments included in the installment payments.
$18,000 to the widow. She can exclude from zens who meet certain age and residencySee Life Insurance Proceeds in Publica-
her income the first $5,000 she received, but tests that are not based on need are not wel-tion 525.
must include the remaining $13,000 on line fare benefits. Include them in gross income
21 of her Form 1040. on line 21, Form 1040.Interest option on insurance. If an insur-

Self-employed individuals.  The deathance company pays you only interest on pro-
benefit exclusion also applies to lump-sum Employment Opportunities for Handi-ceeds from life insurance left on deposit with
distributions paid on behalf of self-employed capped Individuals Act.  Persons with disa-them, the interest you are paid is taxable.
individuals, if paid under a qualified pension, bilities who are employed in community ser-If your spouse died before October 23,
profit-sharing, or stock bonus plan. vice activities under this Act do not include in1986, and you chose to receive only the in-

Payments not qualifying.  Any amount income the allowances or reimbursementsterest from your insurance proceeds, the
the deceased employee (or self-employed paid to them under the Act for training or re-$1,000 interest exclusion for a surviving
individual) had a guaranteed right to receive habilitation. Compensation received for ser-spouse does not apply. If you later decide to
had death not occurred cannot be excluded vices performed under this Act are includiblereceive the proceeds from the policy in in-
as a tax-free death benefit. If the deceased in gross income. For more information, seestallments, you can take the interest exclu-
employee was receiving a retirement annu- Publication 525.sion from the time you begin to receive the
ity, and the beneficiary continues to receiveinstallments.
payments under a joint and survivor annuity Disaster Relief Act of 1974. Grants made
option, these payments do not qualify for the under this Act to help victims of natural disas-Surrender of policy for cash.  If you surren-
death benefit exclusion. However, if the de- ters are not included in income. Do not de-der a life insurance policy for cash, you must
ceased employee had retired on disability duct casualty losses or medical expensesinclude in income any proceeds that exceed
and at the time of death had not reached that are specifically reimbursed by these dis-the amount of premiums that you paid.
minimum retirement age, payments to the aster relief grants. Disaster unemploymentReporting.  If you received a Form
beneficiary may qualify for the death benefit assistance payments under the Act are un-1099–R, report these amounts on lines 16a
exclusion. Minimum retirement age gener- employment benefits that are taxable. Seeand 16b of Form 1040, or lines 11a and 11b
ally is the age at which an individual can re- Unemployment compensation in Chapter 6.of Form 1040A.
ceive a pension or annuity were that individ-
ual not disabled. Mortgage assistance payments.  Pay-Endowment proceeds. Endowment pro-

Paid in installments.  Death benefits ments made under section 235 of the Na-ceeds paid in a lump sum to you at maturity
paid in installments over a period of years tional Housing Act for mortgage assistanceare taxable only if the proceeds are more
are annuity payments. If you are the benefici- are not included in the homeowner’s grossthan the cost of the policy. Add any amounts
ary of an employee who died while still em- income.that you previously received under the con-
ployed, the pension or annuity you receive Interest paid for the homeowner undertract and excluded from your income to the
may qualify for the death benefit exclusion. the mortgage assistance program cannot belump-sum payment to find how much of the
This exclusion is limited to $5,000 and gen- deducted.total is a return of your cost and how much is
erally applies to the amount by which the pre-an excess over your cost. Include any ex-
sent value of the annuity, figured as of thecess over your cost in your income. Payments to reduce cost of winter en-
date of the employee’s death, is more thanEndowment proceeds that you choose to ergy.  Payments made by a state to qualified
the larger of:receive in installments instead of a lump-sum people to reduce their cost of winter energy

payment at the maturity of the policy are use are not taxable.1) The employee’s contributions to the
taxed as an annuity as explained in Publica- plan, or
tion 575, Pension and Annuity Income (In- Other Sickness and2) The amount the employee had a guar-cluding Simplified General Rule). For this

anteed right to receive. Injury Benefits treatment to apply, you must choose to re-
ceive the proceeds in installments before re- In addition to welfare or insurance benefits,

If you are eligible for the exclusion, add it toceiving any part of the lump sum. This elec- you may receive other payments for sick-
the cost or unrecovered cost of the annuity intion must be made within 60 days after the ness or injury. Table 13–1 gives a general
figuring, at the annuity starting date, the in-lump-sum payment first became payable to overview of some of these payments.
vestment in the contract.you.

Treatment of annuity payments to benefi- Workers’ compensation. Amounts you re-
ciaries of employees and the death benefitPayments to beneficiaries of deceased ceive as workers’ compensation for an occu-
exclusion are discussed in Chapter 11.employees (death benefit exclusion).  The pational sickness or injury are fully exempt
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in cases not involving physical injury orTable 13-1. Are Your Sickness and Injury Benefits Taxable?
sickness are taxable),

• Benefits received under an accident orThis table is intended as a general overview. Additional rules may apply depending on
your situation. For more information about your benefits, see the discussion, ‘‘Other health insurance policy attributable to
Sickness and Injury Benefits,’’ in this chapter. premiums you paid,

• Disability benefits received for loss of in-Type of Benefit General Rule
come or earning capacity as a result of in-
juries under a ‘‘no-fault’’ automobile policy,

Workers’ Compensation Not taxable if paid under a workers’ and
compensation act or a statute in the nature of a

• Compensation received for permanentworkers’ compensation act and paid due to a
loss or loss of use of a part or function ofwork related sickness or injury. However,

payments received after returning to work are your body, or for your permanent disfigure-
taxable. ment. This compensation must be figured

only on the injury and not on the period of
your absence from work. These benefitsFederal Employees’ Not taxable if paid because of personal injury or
are exempt from tax even though your em-Compensation Act (FECA) sickness. However, payments received as
ployer pays for the accident and health‘‘continuation of pay’’ for up to 45 days while a
plan that provides these benefits.claim is being decided and pay received for sick

leave while a claim is being processed are
taxable. Reimbursement for medical care.  A reim-

bursement for medical care is generally not
taxable. However, this reimbursement mayCompensatory Damages Not taxable if received for injury or sickness.
reduce your medical expense deduction. For
more information, see Chapter 23.

Accident or Health Insurance Not taxable if you paid the insurance premiums.
Benefits

Scholarship and
Fellowship Grants Disability Benefits Not taxable if received for loss of income or

earning capacity due to an injury covered by a If you receive a scholarship or fellowship
‘‘no-fault’’ automobile policy. grant, you may be able to exclude from in-

come all or part of the amounts you receive.
Compensation for Permanent Not taxable if paid due to the injury. The
Loss or Loss of Use of a Part or payments must be figured without regard to any Qualified scholarships.  Only a candidate
Function of Your Body, or for period of absence from work. for a degree can exclude amounts received
Permanent Disfigurement as a qualified scholarship. A qualified schol-

arship is any amount you receive that is for:
Reimbursements for Medical Care Not taxable—but the reimbursement may reduce 1) Tuition and fees to enroll at or attend an

your medical expense deduction. educational organization, or

2) Fees, books, supplies, and equipment
required for courses at the educational

from tax if they are paid under a workers’ Federal Employees’ Compensation Act
institution.

compensation act or a statute in the nature of (FECA).  Payments made under this Act for
a workers’ compensation act. The exemption personal injury or sickness, including pay-

Amounts used for room and board do notalso applies to your survivor(s) if the pay- ments to beneficiaries in case of death, are
qualify.ments otherwise qualify as workers’ com- not taxable. However, amounts are taxable

Payments for services.  All paymentspensation. The exemption from tax, how- that are received under this Act as ‘‘continua-
you receive for services must be included inever, does not apply to retirement benefits tion of pay’’ for up to 45 days while a claim is
income, even if the services are a conditionyou receive based on your age, length of ser- being decided. Report this income on line 7
of receiving the grant and are required of allvice, or prior contributions to the plan, even of Form 1040 or Form 1040A, or on line 1 of
candidates for the degree. This includesthough you retired because of occupational Form 1040EZ. Also, pay for sick leave while
amounts received for teaching and research.sickness or injury. a claim is being processed is taxable and
Include these payments on line 7 of Formmust be included in your income as wages.
1040 or Form 1040A, or on line 1 of FormNote.  If part of your workers’ compensa- You can deduct the amount you spend to
1040EZ. Get Publication 520 for informationt ion reduces your socia l  secur i ty  or ‘‘buy back’’ sick leave for an earlier year to be

equivalent railroad retirement benefits re- on how to report the taxable portion of schol-eligible for nontaxable FECA benefits for that
ceived, that part is considered social security arships and fellowship grants.period. It is a miscellaneous deduction sub-
(or equivalent railroad retirement) benefits VA payments.  Allowances paid by theject to the 2% limit on Schedule A (Form
and may be taxable. For more information, Department of Veterans Affairs are not in-1040). If you ‘‘buy back’’ sick leave in thesee Publication 915, Social Security Benefits cluded in your gross income. These al-same year you use it, the amount reducesand Equivalent  Rai l road Ret i rement lowances are not considered scholarship oryour taxable sick leave pay. Do not deduct itBenefits. fellowship grants.separately.

Prizes.  Scholarship prizes won in a con-Return to work.  If you return to work af-
test are not scholarships or fellowships if youter qualifying for workers’ compensation, Other compensation.  Many other amounts
do not have to use the prizes for educationalpayments you continue to receive while as- you receive as compensation for injury or ill-
purposes. You must include these amountssigned to light duties are taxable. Report ness are not taxable. These include:
in your gross income on line 21, Form 1040,these payments as wages on line 7 of Form

• Compensatory damages received for in- whether or not you use the amounts for edu-1040 or Form 1040A, or on line 1 of Form
jury or illness (however, punitive damages1040EZ. cational purposes. 
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Qualified tuition reductions.  These reduc- an educational institution (or certain other educational institution may qualify for this ex-
tions are excluded from your income. A qual- persons) provided certain requirements are clusion. For more information, get Publica-
ified tuition reduction is the amount of reduc- met. However, graduate students who en- tion 520.
tion in tuition for education (below the gage in teaching or research activities for the
graduate level) furnished to an employee of
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Part Four.

The four chapters in this part discuss investment gains and losses,Gains and including how to figure your basis in property. A gain from selling or trading
stocks, bonds, or other investment property may be taxed or it may be taxLosses free, at least in part. A loss may or may not be deductible. These chapters
also discuss gains from selling property you personally use — including the
special rules for selling your home. Nonbusiness casualty and theft losses
are discussed in Chapter 27 in Part Five. 

❏ 917 Business Use of a Car Settlement fees and other costs. Legal
and recording fees are some of the settle-
ment fees or closing costs that are included14.
in the basis of property. Some others are:

1) Abstract fees,Basis of Property Cost Basis 
2) Charges for installing utility services,

The basis of property you buy is usually its
3) Surveys,

cost. The cost is the amount of cash and debt
4) Transfer taxes,obligations you pay for it and the fair marketIntroduction value of other property or services you pro- 5) Title insurance, and

vide in the transaction. Your cost also in-This chapter discusses how to figure your
6) Any amounts the seller owes that youcludes amounts you pay for:basis in property and covers the following

agree to pay, such as back taxes or in-topics: 1) Sales tax charged on the purchase, terest, recording or mortgage fees,
• Cost basis of property you purchase. charges for improvements or repairs,2) Freight charges to obtain the property,

and sales commissions.• Adjustments to basis after you acquire
3) Installation and testing charges,property.

You must reasonably allocate these fees or4) Excise taxes,• Property you acquire because of a casu-
costs between land and improvements, suchalty or condemnation. 5) Legal and accounting fees (when they as a building, to figure the basis for deprecia-

must be capitalized),• Property you receive in exchange for your tion of the improvements. Settlement fees do
services. not include amounts placed in escrow for the6) Revenue stamps,

future payment of items such as taxes and• Business or investment property you ac-
7) Recording fees, and insurance.quire in an exchange or trade-in.
8) Real estate taxes (if assumed for the• Property you receive as a gift. Expenses paid to obtain a mortgage.  Ifseller).

• Property transferred to you because of a you pay a deductible expense to obtain a
divorce. mortgage, you generally must capitalize and

In addition, the cost basis of real estate and deduct the expense ratably over the term of• Property you inherit. business assets will include other items. the mortgage. Do not add the expense, such
• Stocks, bonds, and mutual funds in which as points (prepaid interest), to the basis of

you invest. Loans with low or no interest. If you buy the related property.
property on any time-payment plan that Points on home mortgage.  Special

Basis is a way of measuring your invest- charges little or no interest, the basis of your rules may apply to amounts you and the
ment in property for tax purposes. Use the property is your stated purchase price, less seller pay as points when you obtain a mort-
basis of property to figure the deductions for the amount considered to be unstated inter- gage to purchase your main home. If these
depreciation, amortization, depletion, and est. You generally have unstated interest if amounts meet certain requirements, you can
casualty losses. Also use it to figure gain or your interest rate is less than the applicable deduct them in full as points for the year in
loss on the sale or other disposition of prop- federal rate. which they are paid. If you deduct seller-paid
erty. You must keep accurate records of all For more information, see Unstated Inter- points, reduce your purchase price by that
items that affect the basis of property so you est in Publication 537. amount when determining your basis. For
can make these computations. more information, see Points in Publication

936, Home Mortgage Interest Deduction.Real Property Useful Items
If you buy real property, certain fees andYou may want to see: Nondeductible expenses.  Any nondeduct-
other expenses you pay are part of your ba- ible expenses you pay to purchase real prop-
sis in the property. Real property is land andPublication erty, such as an appraisal fee for your home
generally anything erected on, growing on, or other nonbusiness property, you generally❏ 448 Federal Estate and Gift Taxes or attached to land. For example, a building add to the basis of the property. Other ex-

❏ 525 Taxable and Nontaxable Income is considered real property. penses, such as fire insurance premiums,
❏ 537 Installment Sales cannot be added to the basis of the property.

Assumption of a mortgage.  If you buy
❏ 550 Investment Income and

property and assume an existing mortgage Real estate taxes. If you buy real propertyExpenses
on the property, your basis includes the and agree to pay taxes the seller owed on it,

❏ 551 Basis of Assets amount you pay for the property plus the un- treat the taxes you pay as part of the cost.
paid mortgage you assume.❏ 564 Mutual Fund Distributions You cannot deduct them as taxes paid.
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If you reimburse the seller for taxes the Table 14-1. Examples of Increases and Decreases To Basis
seller paid for you, you can usually deduct
that amount. Do not include that amount in This chart shows some common examples of items that increase or decrease basis.
the cost of the property. Usually, you must make these adjustments to basis before you can figure any gain or

loss on a sale, exchange, or other disposition of property, or figure allowable depletion,
or amortization.

Increases to Basis Decreases to BasisAdjusted Basis 
Capital improvements: Exclusion from income of subsidies forBefore figuring any gain or loss on a sale, ex-
• Putting an addition on your home energy conservation measures:change, or other disposition of property, or
• Replacing an entire roof • Amount of the exclusionfiguring allowable depreciation, depletion, or
• Paving your drivewayamortization, you must usually make certain
• Installing central air conditioning Casualty or theft losses:adjustments (increases and decreases) to
• Rewiring your home • Insurance reimbursementsthe basis of the property. The result of these

• Casualty or theft loss deductionsadjustments to the basis is the adjusted
Assessments for local improvements:basis. • Water connections Easements:
• Sidewalks • Amount received for granting an
• Roads easementIncreases to Basis 

Increase the basis of any property by all
Casualty Losses: Credit for qualified electric vehicles:items properly added to a capital account.
• Restoring damaged property • Amount of the creditThis includes the cost of any improvements

having a useful life of more than one year
Gain from the sale of your old home onand amounts spent after a casualty to re-
which tax was postponed

store the damaged property. Other items • Amount of gain
added to the basis of property include the
cost of extending utility service lines to the Residential energy credit:
property and legal fees, such as the cost of • Amount of the credit if the cost of the
defending and perfecting title. energy item was previously added to the

basis of your home
Improvements. Add the cost of improve-
ments that increase the value of property, Section 179 deduction:
lengthen its life, or adapt it to a different use • Amount of the deduction
to your basis in the property. For example,

Deduction for clean-fuel vehicles andputting a recreation room in your unfinished
clean-fuel vehicle refueling property:basement, adding another bathroom or bed-
• Amount of the deductionroom, putting up a fence, putting in new

plumbing or wiring, installing a new roof, or
Depreciation:paving your driveway are improvements.
• The greater of the depreciationAssessments for local improvements.

deduction that decreased your taxAdd assessments for improvements such as
liability for any year or the deduction youstreets and sidewalks, which increase the could have taken under the depreciation

value of the property assessed, to the basis method that you selected
of the property. Do not deduct them as taxes.
For example, if your city puts in a paved side- Corporate distributions:
walk along the street in front of your home • Nontaxable amount
and assesses you and the other affected
landowners for the cost of the sidewalk, you
must add the assessment to the basis of your

7) Credit for qualified electric vehicles, damaged property. For more information,property. However, you can deduct as taxes
see Chapter 27.assessments you pay for maintenance or re- 8) Gain from the sale of your old home on

pair or meeting interest charges on the which tax was postponed,
improvements. Easements. The amount you receive for

9) Casualty and theft losses,
granting an easement is usually considered

10) Rebates received from the manufac- to be from the sale of an interest in your realDecreases to Basis 
turer or seller, property. It reduces the basis of the affectedSome items that reduce the basis of your

part of the property. If the amount received is11) Easements,property are:
more than the basis of the part of the prop-

12) Residential energy credit,1) The section 179 deduction, erty affected by the easement, reduce your
13) Gas-guzzler tax, and basis to zero and treat the excess as a rec-2) The deduction for clean-fuel vehicles

ognized gain.and clean-fuel refueling property, 14) Tax credit or refund for buying a diesel-
If the recognized gain is on a capital as-powered highway vehicle.3) Nontaxable corporate distributions,

set, see Chapter 17 for more information on
4) Recognized losses on involuntary how to report it. If the recognized gain is onSome of these decreases to basis are dis-exchanges, property used in a trade or business, seecussed next.
5) Deductions previously allowed (or allow- Publication 544, Sales and Other Disposi-Casualties and thefts.  If you have a casu-

able) for amortization, depreciation, and tions of Assets for more information on howalty or theft loss, decrease the basis of your
depletion, to report this gain.property by the amount of any insurance or

6) Exclusions from income of subsidies for other reimbursement you receive and by any
Residential energy credit.  The residentialenergy conservation measures (see En- deductible loss not covered by insurance.
energy credit is no longer available. How-ergy conservation subsidies, in Chapter However, increase your basis for amounts
ever, if in the past you were allowed the13), you spend after a casualty to restore the
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credit, decrease the basis of your home by which was completed in 1994. The adjusted deductible. If you receive property in ex-
the credit if you added the cost of the energy basis of the duplex, after the restoration, is change for other property in a taxable ex-
items to the basis of your home. figured as follows: change, the basis of the property you receive

is usual ly i ts FMV at the t ime of the
Original cost of duplex . . . . . . . . . . . . . . . . . . $35,000 exchange.Section 179 deduction.  If you take the sec-
Addition to duplex . . . . . . . . . . . . . . . . . . . . . . 10,000tion 179 deduction for all or part of the cost of
Total cost of duplex . . . . . . . . . . . . . . . . . . . . . $45,000business property, decrease the basis of the Involuntary Exchanges 

property by the deduction. Minus: Depreciation . . . . . . . . . . . . . . . . . . 23,000
If you acquire property as a result of an invol-For more information, see Publication Adjusted basis before casualty . . . . . . . . . $22,000 untary exchange, such as a casualty, theft,946, How To Begin Depreciating Your Minus: Casualty loss . . . . . . $ 1,000 or condemnation, you may figure the basis ofProperty.

Insurance the replacement property you acquire using
proceeds . . . . . . . . . . 19,700 the basis of the property exchanged.Depreciation.  Decrease the basis of your Salvage proceeds 1,300 22,000

property by the depreciation you could have
Adjusted basis after casualty . . . . . . . . . . . $ –0– Similar or related property.  If you receivededucted on your tax returns under the
Add: Cost of restoring duplex . . . . . . . . . . . 19,000 property that is similar or related in service ormethod of depreciation you selected. If you

use to the property exchanged, the newdeducted more depreciation than you should Adjusted basis after restoration $19,000
property’s basis is the same as the oldhave, decrease your basis as follows. De-
property’s basis on the date of the exchangecrease it by an amount equal to the deprecia- Your basis in the land is its original cost of
with the following adjustments:tion you should have deducted, as well as by $5,000.

the part of the excess depreciation you de- Decreased by—
ducted that actually reduced your tax liability

a) Any loss recognized on the exchange,for any year.
andHowever, if you deducted less deprecia- Other Basis 

tion than you could have under the method b) Any money received that was notThere are many times when you cannot useyou selected, decrease your basis by the spent on similar property.cost as a basis. In these cases, the fair mar-amount that you could have deducted.
ket value or the adjusted basis of certain Increased by—For more information on depreciation,
property may be important. Fair market valuesee Publication 946. a) Any gain recognized on the ex-is discussed next, adjusted basis is dis-

change, andcussed earlier.
Credit for qualified electric vehicles.  If

b) Any cost of acquiring replacementyou claim the credit for qualified electric vehi-
Fair market value (FMV). FMV is the price property.cles, you must reduce the basis of the prop-
at which the property would change handserty on which you claimed the credit. For
between a buyer and a seller, neither havingmore information on this credit, see Chapter Not similar or related property.  If you re-to buy or sell, and both having reasonable15 in Publication 535, Business Expenses. ceive money or other property that is not sim-knowledge of all necessary facts. Sales of

ilar or related in service or use to the oldsimilar property, on or about the same date,
Deduction for clean-fuel vehicle and property, and you buy new property that ismay be helpful in figuring the FMV of the
clean-fuel vehicle refueling property.  If similar or related in service or use to the oldproperty.
you take the deduction for either clean-fuel property, the basis of the new property is the
vehicles or clean-fuel vehicle refueling prop- cost of the new property, decreased by the

Property received for services.  If you re-erty, or both, you decrease the basis of the amount of gain that is not recognized on the
ceive property for your services, include theproperty by the amount of the deduction. For exchange.
property’s FMV in income. The amount youmore information on these deductions, see Example.  The state condemned yourinclude in income becomes your basis.Chapter 15 in Publication 535. property. The property had an adjusted basisRestricted property.  If you receive

of $26,000, and the state paid you $31,000property for your services and the property isExclusion from income of subsidies for for it. You realized a gain of $5,000 ($31,000subject to certain restrictions, your basis inenergy conservation measures.  If you re- − $26,000). You bought new property that isthe property is its FMV when it becomes sub-ceived a subsidy from a public utility com- similar in use to the old property for $29,000.stantially vested, unless you make an elec-pany for the purchase or installation of any You recognize a gain of $2,000 ($31,000 −tion. Property becomes substantially vestedenergy conservation measure, you can ex- $29,000), the unspent part of the paymentwhen you can transfer it or when it is not sub-clude it from income. Reduce the basis of the from the state. Your gain not recognized isject to a substantial risk of forfeiture. Forproperty on which you received the subsidy $3,000, the difference between the $5,000more information, see Restricted Propertyby the excluded amount. For more informa- realized gain and the $2,000 recognizedReceived for Services in Publication 525.tion on this subsidy, see Publication 525, gain. The basis of the new property is figuredBargain purchases. A bargain purchaseTaxable and Nontaxable Income. as follows:is a purchase of an item for less than its
FMV. If your employer lets you purchase

Cost of new property . . . . . . . . . . . . . . . . . . . $29,000Adjusted Basis Example goods or other property at less than FMV, in-
Minus: Gain not recognized . . . . . . . . . . . . 3,000clude the difference between the purchaseYou owned a duplex used as rental property
Basis of new property $26,000price and the property’s FMV in your income.that cost you $40,000. The $40,000 cost was

Your basis in the property is its FMV, that is,allocated $35,000 for the building and
your purchase price plus the amount you in-$5,000 for the land. You added an improve-
clude in your income. If this difference repre- Allocating the basis.  If you buy more thanment to the duplex that cost $10,000. On
sents a qualified employee discount, you do one piece of replacement property, allocateFebruary 1, 1993, the duplex was damaged
not include the difference in income. How- your basis among the properties based onby fire. Up to that time you had been allowed
ever, your basis in the property is still its their respective costs.depreciation of $23,000. You sold the sal-
FMV. See Qualified Employee Discount invage for $1,300 and collected $19,700 from If, in the previous example, the state had
Chapter 4 of Publication 535.your insurance company. You deducted a condemned unimproved real property, and

casualty loss of $1,000 on your 1993 income the new property you bought was improved
tax return. You spent $19,000 of the insur- Taxable exchanges.  A taxable exchange is real property with both land and buildings,
ance proceeds for restoration of the duplex, one in which the gain is taxable or the loss is you would make an allocation. Take the new
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property’s $26,000 basis and allocate it be- $4,900 for the new one, your basis for depre- adjusted basis at the time you received the
ciation for the new car would be $7,500 gift. Increase your basis by all or part of thetween land and buildings based on their
($4,900 plus $2,600 basis of your old car). gift tax paid, depending on the date of thecosts.
However, you want a higher basis for depre- gift.
ciating the new car, so you agree to pay the Also, for figuring gain or loss from a saleNontaxable Exchanges
dealer $8,000 for the new car if he will pay or other disposition of the property or figuring

A nontaxable exchange is an exchange in you $3,100 for your old car. depreciation, depletion, or amortization de-
which any gain is not taxed and any loss can- Since the sale and purchase are depen- ductions on business property, you must in-
not be deducted. In a nontaxable exchange, dent on each other, you are treated as if you crease or decrease your basis (the donor’s
business or investment property is ex- had exchanged your old car for the new one. adjusted basis) for any required adjustments
changed solely for like property, stock is ex- Your basis for depreciating the new car is to basis while you held the property. See Ad-
changed solely for stock of the same corpo- $7,500, which is the same as it would be if justed Basis, earlier.
rat ion,  or  property is  exchanged for you had traded the old car. Gift received before 1977.  If you re-
securities of a controlled corporation. The For information about the trade of a car ceived a gift before 1977, increase your ba-
basis of property you receive in a nontaxable used partly for business, see Publication sis in the gift by the gift tax paid on it. (Your
exchange is usually the same as the basis of 917. basis in the gift is the donor’s adjusted ba-
the property you exchanged. See Nontax- sis.) However, do not increase your basis
able Trades in Chapter 15. above the FMV of the gift when it was givenProperty Received as a Gift 

to you.
To figure the basis of property you receive asPartially nontaxable exchange.  A partially Example 1.  You were given a house ina gift, you must know its adjusted basis to thenontaxable exchange is an exchange in 1976 with an FMV of $21,000. The donor’sdonor just before it was given to you, its FMVwhich you receive unlike property or money adjusted basis was $20,000. The donor paidat the time it was given to you, and any giftin addition to like property. a gift tax of $500. Your basis is $20,500, thetax paid on it.The basis of property you receive is usu- donor’s adjusted basis plus the gift tax paid.

ally the same as the basis of the property ex- Example 2.  If, in Example 1, the gift taxFMV less than donor’s adjusted basis.  Ifchanged decreased by any money you re- paid had been $1,500, your basis would bethe FMV of the property was less than theceived and any loss recognized on the $21,000. This is the donor’s adjusted basisdonor’s adjusted basis, your basis for gainexchange; and then increased by any addi- plus the gift tax paid, limited to the FMV ofon its sale or other disposition is the same astional costs incurred and any gain recog- the house at the time you received the gift.the donor’s adjusted basis plus or minus anynized on the exchange. Gift received after 1976.  If you receivedrequired adjustment to basis during the pe-Allocate the basis among the properties, a gift after 1976, increase your basis in theriod you held the property (see Adjusted Ba-other than money, you received in the ex- gift by the part of the gift tax paid that is duesis, earlier). Your basis for loss on its sale orchange. In making this allocation, the basis to the net increase in value of the gift. (Yourother disposition is its FMV at the time youof the unlike property is its fair market value basis in the gift is the donor’s adjusted ba-received the gift plus or minus any requiredon the date of exchange. The remainder is sis.) Figure the increase by multiplying theadjustment to basis during the period youthe basis of the like property. gift tax paid on the gift by a fraction. The nu-held the property. See Adjusted Basis,
merator (top part) of the fraction is the net in-Example.  You trade in an old truck, earlier.
crease in value of the gift, and the denomina-which has an adjusted basis of $1,700, for a

Example.  You received an acre of land tor (bottom part) is the amount of the gift. Thenew one costing $6,800. The dealer allows
as a gift. At the time of the gift, the acre had net increase in value of the gift is the FMV ofyou $2,000 on the old truck, and you pay
an FMV of $8,000. The donor’s adjusted ba- the gift minus the donor’s adjusted basis.$4,800. This is a nontaxable exchange, and
sis was $10,000. After you received thethe basis of the new truck is $6,500, that is, Example.  In 1994 you received a gift ofproperty, no events occur that would in-the adjusted basis of the old one, $1,700, in- property from your mother that had an FMVcrease or decrease your basis in it. If you

creased by the additional cost, $4,800. If you of $50,000. Her adjusted basis was $20,000.later sell the property for $12,000, you have a
sell your old truck to a third party for $2,000 She paid a gift tax of $9,000 on the property.$2,000 gain because you must use the do-
and then buy the new one from the dealer, For figuring depreciation, depletion, amorti-nor’s adjusted basis ($10,000) at the time of
you have a taxable gain on the sale, and the zation, and gain or loss, your basis isthe gift as your basis to report a gain. If, how-
basis of the new truck is the price you pay the $25,400, figured as follows:ever, you sell the property for $7,000, you
dealer for it. have a loss of $1,000 because you must use Fair market value . . . . . . . . . . . . . . . . . . . . . . . $50,000

the FMV ($8,000) at the time of the gift to re- Minus: Adjusted basis . . . . . . . . . . . . . . . . . . 20,000Trade-in or sale and purchase. If a sale port a loss.
Net increase in value . . . . . . . . . . . . . . . . . . . $30,000and purchase are a single transaction, you If the sales price is between $8,000 and

cannot increase the basis of property for de- Gift tax paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000$10,000, you have neither a gain nor a loss.
preciation by selling your old property out- Multiplied by ($30,000 ÷ $50,000) . . . . . . .60For instance, if the sales price was $9,000
right to a dealer and then buying the new and you tried to figure a gain using the do- Gift tax due to net increase in value . . . . . $ 5,400
property from the same dealer. If the sale to nor’s adjusted basis ($10,000), you would Adjusted basis of property to your
the dealer of your old property and your get a loss of $1,000. If you then tried to figure mother . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
purchase from that dealer of the new prop- a loss using the FMV ($8,000), you would get Your basis in the property $25,400erty are dependent on each other, you are a gain of $1,000.
considered to have traded in your old prop-
erty. Treat the transaction as an exchange Business property.  If you hold the gift as Property Transferredno matter how it is carried out. business property, your basis for figuring any

Example.  You are a salesperson and From a Spouse depreciation, depletion, or amortization de-
use one of your cars 100% for business. You duction is the same as the donor’s adjusted The basis of property transferred to you or
have used this car in your sales activities for basis plus or minus any required adjust- transferred in trust for your benefit by your

ments to basis while you hold the property.2 years and have depreciated it. Your ad- spouse, or by your former spouse if the
justed basis in the car is $2,600, and its FMV transfer is incident to divorce, is the same as
is $3,100. FMV equal to or greater than donor’s ad- the transferor’s adjusted basis of the prop-

You are interested in a new car with a justed basis.  If the FMV of the property was erty. However, adjust your basis for any gain
listed retail price of $8,695, which usually equal to or greater than the donor’s adjusted recognized by the transferor on a property
sells for $8,000. If you trade your old car and basis, your basis is the same as the donor’s transferred in trust. This rule applies only to a
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property transfer in which the liabilities as- Your adjusted basis in the house when Identifying shares.  If you buy and sell se-
sumed, plus the liabilities to which the prop- curities at different times in varying quantitiesyou change its use is $78,000 ($60,000 +
erty is subject, are more than the adjusted and you cannot definitely identify the securi-$20,000 −$2,000). On the date of the change
basis of the property transferred. ties you sell, the basis of those sold is figuredin use, your property has an FMV of $80,000,

under the first-in first-out method—that is,If the property transferred is a Series E or of which $15,000 is for the land and $65,000
the first securities you acquired are the firstEE United States savings bond, the trans- is for the house. The basis for depreciation
sold.feror must include in income the interest ac- on the house is the FMV at the date of the

Identification.  You make an adequatecrued to the date of transfer. The transfer- change ($65,000) because it is less than
identification if you show you delivered toee’s basis in the bond immediately after the your adjusted basis ($78,000).
your broker or agent certificates for securi-transfer is equal to the transferor’s adjusted
ties that you purchased on a certain date orbasis in the bond increased by the interest in- Sale of property.  If you later sell or dispose
for a specific price.come includible in the transferor’s income. of the property, the basis of the property to

If you left the security certificates withThe transferor must supply you with be used will depend on whether you are fig-
your broker or other agent, an adequaterecords necessary to determine the adjusted uring gain or loss.
identification is made if you:basis and holding period of the property as of Gain.  The basis for gain is your adjusted

the date of the transfer. For more information basis when you sell the property. Assume 1) Tell your broker the particular security to
regarding the transfer of property between the same facts as in the previous example, be sold or transferred at the time of the
spouses, see  Chapter 15. except that after being allowed depreciation sale or transfer, and

deductions of $3,750 you sell the property at
2) Receive a written confirmation of thisa gain. Your adjusted basis in this caseInherited Property from your broker or other agent within awould be $84,250 ($78,000 + $10,000 (land)Your basis in property you inherit is usually reasonable time.− $3,750).its FMV at the date of the decedent’s death. If

Loss.  Figure the basis for loss using thea federal estate tax return has to be filed, If you bought securities in different lots at dif-smaller of your adjusted basis or the FMV ofyour basis in property you inherit can be its ferent times and you hold a single certificatethe property at the time of the change. As-FMV at the alternate valuation date if the es- for these securities, you make an adequatesume the same facts as in the previous ex-tate qualifies and elects to use alternate val- identification if you:ample, except that after being allowed de-uation. If a federal estate tax return does not
preciation deductions of $3,750, you sell thehave to be filed, your basis in the property is 1) Tell your broker the particular security to
property at a loss. Your adjusted basis in thisits appraised value at the date of death for sell or transfer when you deliver the cer-
case would be the FMV ($80,000) because itstate inheritance or transmission taxes. tificate to your broker, and
is less than the adjusted basis ($88,000) onYour basis in inherited property may also 2) Receive a written confirmation of thisthe date of the exchange. That amountbe figured under the special farm or closely from your broker or other agent within a($80,000) is reduced by the depreciation de-held business real property valuation reasonable time.duction to arrive at a basis of $76,250method, if chosen for estate tax purposes.
($80,000 − $3,750).See Publication 448 for information on valua-

Mutual fund shares.  If you sell or exchangetion methods for estate tax purposes.
mutual fund shares, you can choose to useFor more information about the basis of
an average basis if:inherited property, such as property held by Stocks and Bonds a surviving tenant and qualified joint interest 1) You acquired the shares at different

in property held by a husband and wife, see times and prices, andThe basis of stocks or bonds you own gener-
Inherited Property in Publication 551. ally is the purchase price plus the costs of 2) You left the shares on deposit in an ac-

purchase such as commissions and record- count kept by a custodian or agent.
ing or transfer fees. If you acquired stocks orProperty Changed to
bonds other than by purchase, your basis isBusiness or Rental Use For more information, see Average Basis inusually determined by FMV or the donor’s

Publication 564.When you hold property for personal use and adjusted basis, as previously discussed.
change it to business use or use it to produce The basis of stocks must be adjusted for
rent, you must figure the basis for deprecia- Premiums on bonds. If you buy a taxablecertain events that occur after purchase. For
tion. An example of this would be renting out bond at a premium and choose to amortizeexample, if you receive additional stock from
your former main home. the premium paid, reduce the basis of thenontaxable stock dividends or stock splits,

bond by the amount of the amortized pre-reduce the basis of your original stock. Also
mium deducted each year. See Bond Pre-Basis for depreciation.  The basis for de- reduce your basis when you receive nontax-
mium Amortization in Chapter 3 of Publica-preciation equals the lesser of: able distributions because these are a return
tion 550 for more information. Although youof capital.1) The FMV (defined earlier under Other
cannot take a deduction for the premium onBasis) of the property on the date of the Example.  In 1992, you bought 100 tax-exempt bonds, each year you mustchange, or shares of XYZ stock for $1,000 or $10 a amortize the premium and reduce your basis

share. In 1993, you bought 100 shares of2) Your adjusted basis (defined earlier, see in the bonds by the amortized amount.
XYZ stock for $1,600 or $16 a share. InAdjusted Basis) on the date of the
1994, XYZ declared a 2-for-1 stock split. Youchange. Original issue discount (OID) on debt in-
now have 200 shares of stock with a basis of struments.  You must increase your basis in
$5 a share and 200 shares with a basis of $8 an OID debt instrument by the amount of OIDExample.  Several years ago you paid
a share. that you included in income for that instru-$60,000 to have your house built on a lot that

ment. See Original Issue Discount in Chap-cost you $10,000. Before changing the prop-
Other basis.  There are other ways to deter- ter 8. erty to rental use last year, you paid $20,000
mine the basis of stocks or bonds dependingfor permanent improvements to the house Tax-exempt bonds.  OID on tax-exempt
on how you acquired them. Some ways inand claimed a $2,000 casualty loss deduc- bonds is not taxable. However, there are
which you can acquire stock are by auto-tion to the house. Because land is not depre- special rules for determining basis on tax-ex-
matic investment services, dividend rein-ciable, you can include only the cost of the empt OID bonds issued after September 3,
vestment plans, and stock rights. For de-house  when f igu r ing  the  bas is  fo r 1982, and acquired after March 1, 1984. See
tailed information, see Publication 550.depreciation. Chapter 1 of Publication 550.
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sales, and wash sales. It also discusses in- Unstated interest and imputed principal
vestment-related expenses. rules for sales or exchanges. For informa-

Publication 925, Passive Activity and At- tion about the unstated interest rules applica-15.
Risk Rules, discusses the rules that limit ble to certain payments received on account
losses and credits from passive activities as of a seller-financed sale or exchange ofSale of Property well as the rules that apply to the disposition property, and about the imputed principal
of an interest in a passive activity. rules applicable to any debt instrument is-

If you sell your home, different tax rules sued on account of such transactions, see
apply. These rules are discussed in Chapter Publication 537.
16.Important Reminders 

What is a Sale or Trade? Rollover provided for gain from sale of
A sale is generally a transfer of property forNote:  Beginning in 1998, you may havepublicly traded securities.  You may be
money only or for a promise to pay money,to pay tax on only one-half of your gain fromable to postpone reporting part or all of your
such as a mortgage or note. A trade is athe sale or exchange of qualified small bus-capital gain from publicly traded securities
transfer of property in return for other prop-iness stock. This applies only to stock origi-sold after August 9, 1993, if you buy certain
erty or services and may be taxed in thenally issued after August 10, 1993, and heldreplacement property within 60 days of the
same way as a sale.by you for more than 5 years. You must havesale and meet certain other requirements.

acquired the stock at its original issue, di-The replacement property must be common
Sale and purchase.  Ordinarily, a transac-rectly or through an underwriter, in one of thestock or a partnership interest in a special-
tion is not a trade when you voluntarily sellfollowing ways:ized small business investment company.
property for cash and immediately buy simi-The amount of gain you can postpone may 1) In exchange for money or other property
lar property to replace it. Such a sale andbe limited. For more information, see Roll- (not including stock), or
purchase are two separate transactions.over of Gain later in this chapter.

2) As compensation for services per-
formed (other than services performed Redemption of stock.  A redemption ofHolding period.  The holding period for a
as an underwriter of the stock). stock is treated as a sale or trade and is sub-long-term capital gain or loss generally is

ject to the capital gain or loss provisions un-more than one year. The holding period for a
For more information, see Exclusion for Gain less the redemption is a dividend or othershort-term capital gain or loss generally is
From Small Business Stock in Chapter 4 of distribution on stock.one year or less.
Publication 550. Dividend vs. sale or trade.  Whether a

redemption is treated as a sale, trade, divi-
dend, or other distribution depends on theUseful ItemsIntroduction circumstances in each case. Both direct andYou may want to see:
indirect ownership of stock will be consid-This chapter discusses the tax conse-
ered. The redemption is treated as a sale orquences of selling or trading investment Publication
trade of stock if:property. It explains: ❏ 504 Divorced or Separated
1) The redemption is not essentiallyIndividuals• What is a sale or trade,

equivalent to a dividend (see Chapter
❏ 550 Investment Income and• When you have a nontaxable trade, 9),Expenses

• What to do with a related party transaction, 2) There is a substantially disproportionate❏ 564 Mutual Fund Distributions
• Whether the property you sell is a capital redemption of stock,

asset or a noncapital asset, Form (and Instructions) 3) There is a complete redemption of all
• Whether you have a capital or ordinary the stock of the corporation owned by❏ Schedule D (Form 1040) Capital

gain or loss from the sale of property, the shareholder, orGains and Losses
• How to determine your holding period, and 4) The redemption is a distribution in par-❏ 8824 Like-Kind Exchanges

tial liquidation of a corporation.• When you can make a tax-free rollover of
a gain from selling certain securities.

Redemption or retirement of bonds.  A re-
demption or retirement of bonds or notes atSales not discussed in this publication. Sales and Trades their maturity is a sale or trade that you mustCertain sales or trades of property are dis-
report on Schedule D (Form 1040) whetherSales and trades (or exchanges) of assetscussed in other IRS publications. They in-
or not you realize gain or loss on thegenerally result in taxable gains or deducti-clude, for example, installment sales, cov-
transaction.ble losses, although some trades of propertyered in Publication 537, Installment Sales,

However, if the issuer has merely ex-are nontaxable.and transfers of property at death, covered in
tended the maturity date of its notes, duringPublication 559, Survivors, Executors, and
which period some of the noteholders haveAdministrators. Form 1099–B. If you sold property such as
agreed not to redeem their notes until all thePublication 544, Sales and Other Dispo- stocks, bonds, or certain commodities
other notes are retired or their retirement issitions of Assets, provides information about through a broker, you should receive Form
provided for, neither a trade nor a closed orvarious types of transactions involving busi- 1099–B, Proceeds From Broker and Barter
completed transaction has occurred. Underness property, including dispositions of as- Exchange Transactions, or an equivalent
these circumstances, you do not figure gainsets used in a trade or business or for the statement from the broker. You should re-
or loss.production of income. ceive the statement by January 31, 1995,

Publication 550, Investment Income and showing the gross proceeds from sales dur-
Surrender of stock.  A surrender of stock byExpenses, provides more detailed discus- ing 1994. The Internal Revenue Service
a dominant shareholder, who retains controlsion about sales and trades of investment (IRS) will also get a copy of Form 1099–B
of the corporation, is treated as a contribu-property. Publication 550 includes informa- from the broker.
tion to capital rather than as an immediatetion about the rules covering nonbusiness I f  you receive a Form 1099–B or
loss deductible from taxable income. Thebad debts, straddles, section 1256 contracts, equivalent statement, you must complete
surrendering shareholder must reallocate hisputs and calls, commodity futures, short Schedule D of Form 1040.
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or her basis in the surrendered shares to the $28,000 ($20,000 + $8,000). Your gain is for real estate and the exchange of per-
sonal property for similar personal prop-shares he or she retains. $22,000 ($28,000 − $6,000).
erty are exchanges of like-kind property.Example 2.  You trade A Company stock
The trade of an apartment house for awith an adjusted basis of $7,000 for B Com-How to Figure
store building, or a panel truck for apany stock with a fair market value ofa Gain or Loss pickup truck, are like-kind exchanges.$10,000, which is your amount realized.
The exchange of a piece of machineryYou figure gain or loss on a sale or trade of Your gain is $3,000 ($10,000 − $7,000). If
for a store building is not a like-kindproperty by comparing the amount you real- you also receive a note for $6,000 that has a
exchange.ize with the adjusted basis of the property. discount value of $4,000, your gain is $7,000

($10,000 + $4,000 − $7,000). 4) The property must not be stocks, bonds,
Gain.  If the amount you realize from a sale notes, choses in action, certificates of
or trade is more than the adjusted basis of trust or beneficial interest, or other se-No gain or loss.  You may be required to
the property you transfer, the difference is a curities or evidence of indebtedness oruse a basis for figuring gain different from
gain. interest, including partnership interests.that used for figuring loss. In this case, you

However, you can have a nontaxablemay not have a gain or a loss. See Other Ba-
Loss.  If the adjusted basis of the property exchange of corporate stocks, as dis-sis in Chapter 14. In these situations, if you
you transfer is more than the amount you re- cussed later under Corporate stocks.use the basis for figuring a gain and the re-
alize, the difference is a loss. sult is a loss, and then use the basis for figur- 5) The property must meet the identifica-

ing a loss and the result is a gain, you will tion requirement. The property to be re-
Adjusted basis.  The adjusted basis of have neither a gain nor a loss. ceived must be identified on or before
property is your original cost or other original the day that is 45 days after the date ofExample.  You receive a gift of invest-
basis properly adjusted (increased or de- transfer of the property given up in thement property having an adjusted basis of
creased) for certain items. See Chapter 14 exchange.$10,000 at the time of the gift. The fair mar-
for more information about determining the ket value at the time of the gift is $9,000. You 6) The exchange must meet the completedadjusted basis of property. later sell the property for $9,500. You have transaction requirement. The property

neither gain nor loss. Your basis for figuring must be received on or before the earlierAmount realized.  The amount you realize gain is $10,000, and $10,000 minus $9,500 of:from a sale or trade of property is everything results in a $500 loss. Your basis for figuring
a) The 180th day after the date on whichyou receive for the property. This includes loss is $9,000, and $9,500 minus $9,000 re-

you transfer the property given up inthe money you receive plus the fair market sults in a $500 gain.
the transfer, orvalue of any property or services you

receive. b) The due date, including extensions,Nontaxable Trades Fair market value. Fair market value is for your tax return for the year in
Certain trades or exchanges are nontaxable.the price at which the property would change which the transfer of the property
This means that any gain from the exchangehands between a buyer and a seller, neither given up occurs.
is not taxed, and any loss cannot be de-being forced to buy or sell and both having
ducted. In other words, even though you mayreasonable knowledge of all the relevant Partially nontaxable exchange.  If, in addi-

facts. realize a gain or loss on the exchange, it will tion to like-kind property, you receive cash or
not be recognized for tax purposes. TheThe fair market value of notes or other ev- nonlike-kind property, and the above condi-
property you get generally has the same ba-idence of indebtedness you receive as a part tions are met, you have a partially nontax-
sis as the adjusted basis of the property youof the sale price is usually the best amount able trade. You are taxed on any gain you re-
gave up.you can get from selling them to, or discount- alize, but only to the extent of the cash and

ing them with, a bank or other buyer of such If you traded business property or depre- the fair market value of the nonlike-kind
debt instruments. ciable investment property, see Publication property you receive. You cannot deduct a

544.Debt paid off.  An indebtedness against loss.
the property, or against you, that is paid off Like-kind property and nonlike-kind
as a part of the transaction, or that is as- Like-kind exchanges. If you traded busi- property transferred.  If you give up non-
sumed by the buyer, must be included in the ness or investment property for other busi- like-kind property in addition to the like-kind
amount realized. This is true even if neither ness or investment property of a like kind, property, you must recognize gain or loss
you nor the buyer is personally liable for the you must postpone tax on the gain or post- only on the nonlike-kind property you give
debt. For example, if you sell or trade prop- pone deducting the loss until you sell or dis- up. The gain or loss is the difference be-
erty that is subject to a nonrecourse loan, the pose of the property you receive. To be non- tween the adjusted basis of the nonlike-kind
amount you realize includes the full amount taxable, a trade must meet all six of the property and its fair market value. See Chap-
of the note assumed by the buyer even following conditions: ter 1 of Publication 544 for more information
though the amount of the note exceeds the about partially nontaxable exchanges.1) The property must be business or in-fair market value of the property.

vestment property. You must hold both
Payment of cash.  If you trade property Like-kind property and money trans-the property you trade and the property

for other property and in addition pay cash, ferred.  If conditions (1) – (6) are met, youyou receive for business or investment
the amount you realize is the fair market have a nontaxable trade even if you paypurposes. Neither property may be used
value of the property you receive. Determine money in addition to transferring property infor personal purposes, such as your
your gain or loss by subtracting your ad- exchange for like-kind property.home or family car.
justed basis (the cash you pay plus the ad-

2) The property must not be property heldjusted basis of the property you traded in) Basis.  To figure the basis of the property re-
for sale. The property you trade and thefrom the amount you realize. If the result is a ceived, see Nontaxable Exchanges, in
property you receive must not be prop-positive number, it is a gain. If the result is a Chapter 14.
erty you sell to customers, such as mer-negative number, it is a loss.
chandise. It must be property held for in-Example 1.  You sell stock that you had How to report. You must report the ex-vestment or property held for productivepledged as security for a bank loan of change of business or investment like-kinduse in your trade or business.$8,000. Your basis in the stock is $6,000. property on Form 8824, Like-Kind Ex-

3) There must be an exchange of like-kindThe buyer pays off your bank loan and pays changes. If you figure a recognized gain or
property. The exchange of real estateyou $20,000 in cash. The amount realized is loss on Form 8824, report it on Schedule D of
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Form 1040 or on Form 4797, Sales of Busi- convert bonds into stock or preferred stock Customer Inquiry Section, Room 429
ness Property, whichever applies. into common stock of the same corporation Washington, D.C. 20239–0001

according to a conversion privilege in theFor exchanges you report on Schedule
terms of the bond or the preferred stock cer-D, enter any gain or loss from Form 8824 on
tificate, except where gain is specifically re-line 4 or line 12 of Schedule D. (See Chapter Related Party Transactions quired to be recognized.17 to determine whether to use line 4 or line

Special rules apply to the sale or trade ofProperty for stock of a controlled cor-12.)
property between related parties.poration.  If you transfer property to a corpo-To compute any partial gains or losses

ration solely in exchange for stock in that cor-and for more information on like-kind ex-
Like-kind exchanges.  Generally, if youporation, and immediately after the trade youchanges, see the instructions for Form 8824.
trade business or investment property forare in control of the corporation, you ordina-For more information on how to report the
other business or investment property of arily will not recognize a gain or loss. This rulesale of business property, see Publication
like kind, no gain or loss is recognized. Seeapplies both to individuals and to groups who544.
Like-kind exchanges discussed earlier undertransfer property to a corporation. It does not
Nontaxable Trades.apply if the corporation is an investmentTransfers of property between spouses

company. This rule also applies to exchanges ofor incident to divorce. Generally, no gain or
However, if you had a gain from the dis- property between related parties, definedloss is recognized on a transfer of property

position of depreciable property from this next under Loss on sale or trade of property.from an individual to (or in trust for the benefit
transaction, you may be taxed on part of the However, if either related party disposes ofof) a spouse, or a former spouse if incident to
gain .  See Publ icat ion 544 for  more the like-kind property within 2 years after thea divorce. This nonrecognition rule does not
information. exchange, the gain or loss on the exchangeapply if the recipient-spouse or former

For this purpose, to be in control of a cor- must be recognized. Each related personspouse is a nonresident alien. The rule also
poration, you or your group of transferors must report any gain or loss not recognizeddoes not apply to a transfer in trust to the ex-
must own, immediately after the exchange, on the original exchange on the tax returntent the adjusted basis of the property is less
at least 80% of the total combined voting filed for the year in which the later dispositionthan the amount of the liabilities assumed
power of all classes of stock entitled to vote, occurred.and liabilities on the property.
and at least 80% of the outstanding shares of These rules generally do not apply to:Any transfer of property to a spouse or
each class of nonvoting stock of theformer spouse on which gain or loss is not Dispositions due to the death of either re-corporation.recognized is treated by the transferee as lated person,If this provision applies to you, you mustacquired by gift and is not considered a sale

Involuntary conversions (see Chapter 1attach to your return a complete statement ofor exchange. The transferee’s basis in the
of Publication 544), orall facts pertinent to the exchange.property will be the same as the adjusted ba-

Additional information.  For more infor-sis of the transferor immediately before the Exchanges or dispositions whose main
mation on trades of stock, see Nontaxabletransfer. This carryover basis rule applies purpose is not the avoidance of fed-
Trades in Publication 550.whether the adjusted basis of the transferred eral income tax.

property is less than, equal to, or greater
Insurance policies and annuities. You willthan its fair market value at the time of trans- The 2–year period does not include the
not have a recognized gain or loss if youfer. This rule applies for purposes of deter- period during which the holder’s risk of loss is
trade:mining loss as well as gain. Any gain recog- substantially diminished by:

nized on a transfer in trust increases the 1) A life insurance contract for another life The holding of a put on the property,basis. insurance contract or for an endowment
A transfer of property is incident to a di- The holding by another person of a rightor an annuity contract,

vorce if the transfer occurs within one year to acquire the property, or
2) An endowment contract for an annuityafter the date on which the marriage ends, or

A short sale or any other transaction.contract, or for another endowment con-if the transfer is related to the ending of the
tract that provides for regular paymentsmarriage.
beginning at a date not later than the be- Loss on sale or trade of property.  YouFor more information, see Publication
ginning date under the old contract, or cannot deduct a loss on the sale or trade of504.

property, other than a distribution in com-3) An annuity contract for another annuity
plete liquidation of a corporation, if the trans-Corporate stocks. The following trades of contract.
action is directly or indirectly between youcorporate stocks generally do not result in a
and the following related parties:taxable gain or a deductible loss. The insured or annuitant must stay the

Stock for stock of the same corpora- 1) Members of your family — this includessame as under the original contract. Ex-
tion.  You can exchange common stock for only your brothers and sisters, half-changes of contracts not included in this list,
common stock or preferred stock for pre- brothers and half-sisters, spouse, an-such as an annuity contract for an endow-
ferred stock in the same corporation without cestors (parents, grandparents, etc.),ment contract, or an annuity or endowment
having a recognized gain or loss. This is true and lineal descendants (children,contract for a life insurance contract, are
for a trade between two persons as well as a grandchildren, etc.),taxable.
t rade between a  s tockho lder  and a

2) A corporation in which you directly or in-
corporation. U.S. Treasury notes or bonds. You can directly own more than 50% in value of

In some instances, you can trade com- trade certain issues of U.S. Treasury obliga- the outstanding stock. See Constructive
mon stock for preferred stock, preferred tions for other issues, designated by the Sec- ownership of stock, later, or
stock for common stock, or stock in one cor- retary of the Treasury, with no gain or loss

3) A tax-exempt charitable or educationalporation for stock in another corporation recognized on the trade. See U.S. Treasury
organization that is directly or indirectlywithout having a recognized gain or loss. Notes or Bonds under Nontaxable Trades in
controlled, in any manner or by anyThese trades must be part of mergers, re- Publication 550 for information about the tax
method, by you or by a member of yourcapitalizations, transfers to controlled corpo- treatment of income from these investments.
family, whether or not this control is le-rations, bankruptcies, corporate divisions, For other information on Treasury notes or
gally enforceable.corporate acquisitions, or other corporate bonds, write to:

reorganizations.
Convertible stocks and bonds.  You Bureau of the Public Debt In addition, a loss on the sale or trade of

will not have a recognized gain or loss if you U.S. Department of Treasury property is not deductible if the transaction is

Page 124 Chapter 15 SALE OF PROPERTY



directly or indirectly between the following re- owned by or for his or her family. Family in- If you have a taxable gain or a deductible
loss from a transaction, it may be either acludes only brothers and sisters, half-broth-lated parties:
capital gain or loss or an ordinary gain orers and half-sisters, spouse, ancestors, and

1) A grantor and fiduciary, or the fiduciary loss, depending on the circumstances. Gen-lineal descendants.
and beneficiary, of any trust, erally, a sale or trade of a capital asset (de-Rule 3.  An individual owning, other than

fined later) results in a capital gain or loss. Aby applying rule 2, any stock in a corporation2) Fiduciaries of two different trusts, or the
sale or trade of a noncapital asset generallyis considered to own the stock that is directlyfiduciary and beneficiary of two different
results in ordinary gain or loss. Dependingor indirectly owned by or for his or hertrusts, if the same person is the grantor
on the circumstances, a gain or loss on apartner.of both trusts,
sale or trade of property used in a trade orRule 4.  When applying rule 1, 2, or 3,

3) A trust fiduciary and a corporation of business may be treated as either capital orstock constructively owned by a person
which more than 50% in value of the ordinary, as explained in Publication 544. Inunder rule 1 is treated as actually owned by
outstanding stock is directly or indirectly some situations, part of your gain or loss maythat person. But stock constructively owned
owned by or for the trust, or by or for the be a capital gain or loss and part may be anby an individual under rule 2 or 3 is not
grantor of the trust, ordinary gain or loss.treated as owned by that individual for again

applying either rule 2 or 3 to make another4) A corporation and a partnership if the
Character of gain or loss.  It is important forperson the constructive owner of the stock.same persons own more than 50% in
you to properly distinguish or classify yourvalue of the outstanding stock of the cor-
gains and losses as either ordinary or capitalProperty received from a related party.  Ifporation and more than 50% of the capi-
gains or losses. You also need to classifyyou sell or trade at a gain property that youtal interest, or the profits interest, in the
your capital gains and losses as either short-acquired from a related party, you recognizepartnership,
term or long-term. The correct classificationthe gain only to the extent it is more than the

5) Two S corporations if the same persons helps you figure the limit on capital lossesloss previously disallowed to the transferor.
own more than 50% in value of the out- and your proper tax if you can use the CapitalThis rule applies only if you are the original
standing stock of each corporation, Gain Tax Computation explained in Chaptertransferee and you acquired the property by

17.purchase or exchange. This rule does not6) Two corporations, one of which is an S
For information about determiningapply if the transferor’s loss was disallowedcorporation, if the same persons own

whether your capital gain or loss was short-because of the wash sale rules, described inmore than 50% in value of the outstand- term or long-term, see the discussion underPublication 550 under Wash Sales.ing stock of each corporation, Holding Period, later in this chapter.
Example 1.  Your brother sells you stock7) Two corporations that are members of

with a cost basis of $10,000 for $7,600. Yourthe same controlled group (under cer- Capital Assets andbrother cannot deduct the loss of $2,400.
tain conditions, however, such losses

Later, you sell the same stock to an unre- Noncapital Assetsare not disallowed but must be lated party for $10,500, thus realizing a gain For the most part, everything you own anddeferred), of $2,900. Your reportable gain is $500 — use for personal purposes, pleasure, or in-
the $2,900 gain minus the $2,400 loss not al-8) Two partnerships if the same persons vestment is a capital asset. Some examples
lowed to your brother.own, directly or indirectly, more than are:

50% of the capital interests or the profits Example 2.  If, in Example 1, you sold the • Stocks or bonds held in your personalinterests, or stock for $6,900 instead of $10,500, your account
recognized loss is only $700 ($7,600 basis9) A partnership and a person who owns,

• A house owned and used by you and yourminus $6,900). You cannot deduct the lossdirectly or indirectly, more than 50% of
familythat was not allowed to your brother.the capital interest, or the profits inter-

• Household furnishingsest, in the partnership.
Gain on sale or trade of depreciable prop-

• A car used for pleasure or commutingerty.  The capital gain provisions do not ap-
If you sell or trade to a related party a • Coin or stamp collectionsply and your gain is ordinary income, if:

number of blocks of stock or pieces of prop-
• Gems and jewelry1) You have a recognized gain on the saleerty in a lump sum, you must figure the gain

or trade of property, including a lease-or loss separately for each block of stock or • Gold, silver, or any other metal
hold or a patent application, that is de-piece of property. The gain on each item may
preciable property in the hands of thebe taxable. However, you cannot deduct the The following items are noncapital
party who receives it, andloss on any item. Also, you cannot reduce assets:

gains from the sales of any of these items by 2) The transaction is between you and a 1) Property held mainly for sale to cus-losses on the sales of any of the other items. controlled entity, or you and a trust in tomers or property that will physically
Indirect transactions.  These include which you or your spouse is a become a part of the merchandise that

sales through a stock exchange. You cannot beneficiary. is for sale to customers;
deduct your loss on the sale of stock through

2) Depreciable property used in youryour broker if, for example, under a prear- See Chapter 2 in Publication 544 for more in-
trade or business, even though fullyranged plan a related party or entity buys the formation. 
depreciated;same stock that you had owned.

Constructive ownership of stock.  In 3) Real property used in your trade or
determining whether a person directly or in- business;Capital or Ordinarydirectly owns any of the outstanding stock of 4) A copyright, a literary, musical, or ar-
a corporation, the following rules apply. tistic composition, a letter or memo-Gain or Loss Rule 1.  Stock directly or indirectly owned randum, or similar property:
by or for a corporation, partnership, estate, This section discusses the tax treatment of

a) That you created by your personalor trust is considered owned proportionately different types of investment transactions.
efforts,For information about the tax treatment ofby or for its shareholders, partners, or

gains and losses on the sale or exchange ofbeneficiaries. b) That was prepared or produced for
property used in a trade or business, seeRule 2.  An individual is considered to you as a letter, memorandum, or simi-
Publication 544.own the stock that is directly or indirectly lar property, or
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c) That you acquired under circum- (Form 1040), whichever is applicable. In col- See Original Issue Discount (OID) in
stances (for example, by gift) entitling umns (c) and (d), write ‘‘Worthless.’’ Chapter 8 for information on OID.
you to the basis of a person who cre- Long-term corporate debt instrumentsFiling a claim for refund.  If you do not
ated the property or for whom it was issued after May 27, 1969, and govern-claim a loss for a worthless security on your
prepared or produced; ment instruments issued after July 1,original return for the year it becomes worth-

1982.  If you hold one of these debt instru-less, you can file a claim for a credit or refund5) Accounts or notes receivable ac-
ments, you must include a part of the OID indue to the loss. Use Form 1040X, Amendedquired in the ordinary course of a trade
your gross income each year that you ownU.S. Individual Income Tax Return, to amendor business, or for services rendered as
the instrument. Your basis in the instrumentyour return for the year the security becamean employee, or from the sale of any of
is increased by the amount of OID that youworthless. You must file it within 7 years fromthe properties described in (1); and
have included in your gross income. Seethe date your original return for that year had

6) U.S. Government publications that Original Issue Discount (OID) in Chapter 8to be filed, or 2 years from the date you paid
you received from the government free for information about the OID that you mustthe tax, whichever is later. For more informa-
or for less than the normal sales price, report on your tax return.tion about filing a claim, see Amended Re-
or that you acquired under circum- turns and Claims for Refund in Chapter 1. If you sell or exchange the debt instru-
stances entitling you to the basis of ment before maturity, your gain on the sale is
someone who received the publications a capital gain, provided the debt instrumentDiscounted debt instruments. Treat your
free or for less than the normal sales was a capital asset. Any amount that you re-gain or loss on the sale, redemption, or re-
price. ceive on the retirement of a debt instrumenttirement of a bond or other evidence of in-

is treated in the same way as if you had solddebtedness originally issued at a discount as
or exchanged that instrument.follows.

However, if at the time the instrumentProperty Held for Personal Use Treat gains on short-term federal,
was originally issued there was an intentionstate, or local government obligations asProperty held for personal use is a capital as-
to call it before its maturity, your gain on theordinary income up to the ratable share ofset. Gain from a sale or exchange of that
sale of the instrument generally is ordinarythe acquisition discount. This treatment ap-property is a capital gain. Loss from the sale
income to the extent of the entire OID re-plies to obligations that have a fixed maturityor exchange of that property is not deductible
duced by any amounts of OID previously in-date not more than one year from the date ofunless it results from a personal casualty
cludible in your income. In this case, any bal-issue. However, this treatment does not ap-loss, such as a loss caused by a fire or hurri-
ance of the gain is a capital gain.ply for state or local government obligationscane as discussed in Chapter 27.

See Capital or Ordinary Gain or Loss inwith tax-exempt interest. Any gain in excess
Publication 550 for more information aboutof the ratable share of the acquisition dis-Investment Property
the tax treatment on the sale or redemptioncount is capital gain. Any loss is capital loss.

Investment property is a capital asset. Any of discounted debt instruments.Acquisition discount is the excess of the
gain or loss from its sale or exchange is gen- Tax-exempt state and local govern-stated redemption price at maturity over your
erally a capital gain or loss. ment bonds.  If these bonds were originallybasis in the obligation.

issued at a discount before September 4,However, do not treat such gains as in-
Gold, silver, stamps, coins, gems, etc. 1982, and you acquired them before Marchcome to the extent you previously included
These are capital assets except when they 2, 1984, treat your part of the OID as tax-ex-the discount in income. This amount in-
are held for sale by a dealer. Any gain or loss empt interest. Do not include it in income.creases your basis in the obligation. See Dis-
you have from their sale or trade generally is However, any gain from market discountcount on Short-Term Obligations in Chapter
a capital gain or loss. is taxable on disposition or redemption of1 of Publication 550 for more information.

tax-exempt bonds. If you bought the bondsTreat gains on short-term nongovern-
Stocks, stock rights, and bonds.  All of before May 1, 1993, the gain from marketment obligations (whether or not tax ex-
these (including stock received as a divi- discount is capital gain. If you bought theempt) as ordinary income up to the ratable
dend) are capital assets except when held bonds after April 30, 1993, the gain fromshare of original issue discount (OID). This
for sale by a securities dealer. However, if market discount is ordinary income.treatment applies to obligations that are not
you own small business stock, see Losses You figure the market discount by sub-short-term government obligations and that
on Small Business Stock and Exclusion for tracting the price you paid for the bond fromhave a fixed maturity date of not more than
Gain From Small Business Stock in Publica- the sum of the original issue price of the bondone year from the date of issue.
tion 550. and the amount of accumulated OID from theHowever, to the extent you previously in-

date of issue that represented interest to anycluded the discount in income, you do not
Worthless securities.  Stocks, stock rights, earlier holders.have to include it in income again. This
and corporate or government bonds with in- You must accrue OID on tax-exemptamount increases your basis. See Discount
terest coupons or in registered form, which state and local government bonds issued af-on Short-Term Obligations in Publication
became worthless during the tax year, are ter September 3, 1982, and acquired after550 for more information.
treated as though they were capital assets March 1, 1984. Your adjusted basis at theLong-term debt instruments issued af-
sold on the last day of the tax year if they time of disposition is figured by adding ac-ter 1954, and before May 28, 1969 (or
were capital assets in your hands. To deter- crued OID to your basis. You must accruebefore July 2, 1982, if a government is-
mine whether they are long-term or short- OID on tax-exempt obligations under thesue).  If you sell, exchange, or redeem for a
term capital assets, you are considered to same method used for OID on corporate ob-gain one of these debt instruments, the part
have held the stocks or securities until the ligations issued after July 1, 1982.of your gain not exceeding your ratable
last day of the year in which they became A loss on the sale or other disposition of ashare of the original issue discount (OID) at
worthless. See Holding Period, later. tax-exempt state or local government bond isthe time of the sale or redemption is ordinary

If you are a cash-basis taxpayer and deductible as a capital loss.income. The balance of the gain is capital
make payments on a negotiable promissory gain. If, however, there was an intention to Notes of individuals.  If the evidence of
note that you issued for stock that became call the debt instrument before maturity, all of indebtedness you bought at a discount was
worthless, you can deduct these payments your gain not exceeding the entire OID is issued by an individual, its retirement gener-
as losses in the years you actually make the treated as ordinary income at the time of the ally will not be given capital gain treatment.
payments. Do not deduct them in the year sale. This treatment of taxable gain also ap- But if you sell the discounted instrument to
the stock became worthless. plies to corporate instruments issued after someone other than the original borrower,

How to report loss.  Report worthless May 27, 1969, under a written commitment any gain is a capital gain as long as it was not
securities on line 1 or line 9 of Schedule D that was binding on that date and thereafter. acquired in the ordinary course of your trade
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or business for services rendered or from the you are married filing separately) reduced by For each bad debt, attach a statement to
sale of inventory. In figuring your adjusted any expected state insurance proceeds. your return that contains:
basis in the note, do not reduce your original Your loss is subject to the 2% of adjusted 1) A description of the debt, including the
basis by any interest payments or by the part gross income limit. You cannot choose to amount, and the date it became due,
of the principal payments you received that is claim an ordinary loss if any part of the de-

2) The name of the debtor, and any busi-taxable discount income. posit is federally insured.
ness or family relationship between youYou cannot choose either of these meth-Example.  You bought a $10,000 note of
and the debtor,ods if:an individual for $6,000 on which no pay-

3) The efforts you made to collect the debt,ments had been made. You receive principal You own at least 1% of the financial
andpayments totaling $4,000. Then you sell the institution,

note for $3,800. Only 60% ($6,000/$10,000) 4) Why you decided the debt was worth-You are an officer of the institution, orof the $4,000 is a return of your investment. less. For example, you could show that
The balance is discount income. You reduce You are related to such an owner or the borrower has declared bankruptcy,
your cost by $2,400 ($4,000 × 60%) to figure officer. or that legal action to collect would prob-
your adjusted basis. Your capital gain is ably not result in payment of any part of
$200, figured as follows: If the actual loss that is finally determined the debt.

is more than the amount deducted as an esti-
Selling price of note . . . . . . . . . . . . . . . . . . . . . . $3,800 mated loss, you can claim the excess loss as Filing a claim for refund. If you do notMinus adjusted basis of note: a bad debt. If the actual loss is less than the deduct a bad debt on your original return forCost of note . . . . . . . . . . . . . . . . . . $6,000 amount deducted as an estimated loss, you the year it becomes worthless, you can file aMinus return on investment 2,400 3,600 must include in income (in the final determi- claim for a credit or refund due to the badCapital gain $ 200 nation year) the excess loss claimed. debt. Use Form 1040X, Amended U.S. Indi-

vidual Income Tax Return. You must file it
The OID rules discussed in Chapter 8, Sale of annuity.  The part of any gain on the within 7 years from the date your original re-

under Original Issue Discount (OID), apply to sale of an annuity contract before its maturity turn for that year had to be filed, or 2 years
obligations issued by individuals after March date that is attributable to interest accumu- from the date you paid the tax, whichever is
1, 1984. The OID rules will not apply to loans lated on the contract is ordinary income. later. For more information about filing a
between individuals in amounts of $10,000 claim, see Amended Returns and Claims for
or less (including the outstanding amounts of Nonbusiness Bad Debts Refund in Chapter 1.
prior loans) if the lender is not in the business

If someone owes you money that you cannotof lending money, except if a principal pur-
Additional information.  For more informa-collect, you have a bad debt. You may bepose of the loan is to avoid federal tax.
tion, see Nonbusiness Bad Debts in Publica-able to deduct the amount owed to you when
tion 550.you figure your tax for the year the debt be-

Obligations issued in bearer form.  Gener- comes worthless. For a bad debt to qualify For information on business bad debts,
ally, any loss on a registration-required obli- for the deduction, the debt must be genuine. see Chapter 14 of Publication 535.
gation held in bearer form is not deductible. A debt is genuine if it arises from a debtor-
Any gain on the sale or other disposition of creditor relationship based on a valid and en- Losses on Small Business Stocksuch obligation is ordinary income, unless forceable obligation to repay a fixed or deter- You can deduct as an ordinary loss, ratherthe issuer was subject to a tax on the issu- minable sum of money. than as a capital loss, your loss on the sale,ance of the obligation.

Bad debts that you did not get in the trade, or worthlessness of certain stock youA registration-required obligation is any
course of operating your trade or business own in a small business corporation or cer-obligation except an obligation:
are nonbusiness bad debts. To be deducti- tain stock in a small business investment1) That is issued by a natural person, ble, nonbusiness bad debts must be totally company. Gain on this stock is capital gain
worthless. You cannot deduct a partially2) That is not of a type offered to the public, and is reported on Schedule D (Form 1040) if
worthless nonbusiness bad debt. the stock is a capital asset in your hands.3) That has a maturity at the date of issue

See Losses on Small Business Stock andof not more than 1 year, or Unpaid salaries, wages, etc. To deduct a Losses on Small Business Investment Com-
bad debt, you must have a basis in it — that4) That was issued before 1983. pany Stock in Publication 550.
is, you already included the amount in your
income or you loaned out your cash. For ex-Loss on deposits in an insolvent or bank- Holding Period ample, you cannot claim a bad debt deduc-rupt financial institution.  If you can rea-
tion for court-ordered child support not paid If you sold or traded investment property,sonably estimate your loss on a deposit be-
to you by your former spouse. If you are a you must determine whether any capital gaincause of the bankruptcy or insolvency of a
cash-basis taxpayer (most individuals are), or loss is a short-term or long-term capitalqualified financial institution, you can choose
you cannot take a bad debt deduction for ex- gain or loss by determining your holdingto treat the amount as either a casualty loss
pected income such as unpaid salaries, period.or an ordinary loss in the current year. Either
wages, rents, fees, interest, and dividendsway, you claim the loss as an itemized de-
unless you have previously included the Long term or short term.  If you hold invest-duction. Otherwise, you can wait until the
amount in your income. ment property more than one year, anyyear of final determination of the actual loss

capital gain or loss is a long-term capitaland treat the amount as a nonbusiness bad
How to report bad debts.  Deduct nonbusi- gain or loss. If you hold the property onedebt (discussed later under Nonbusiness
ness bad debts as short-term capital losses year or less, any capital gain or loss is aBad Debts) in that year.
on Schedule D (Form 1040). There are limits short-term capital gain or loss.If you claim a casualty loss, attach Form
on how much of your capital losses may be4684, Casualties and Thefts, to your return. To figure how long you held the invest-
deducted. For a discussion of these limits,Each loss must be reduced by $100. Your to- ment property, begin counting on the date af-
see Chapter 17.tal casualty losses for the year are reduced ter the day you acquired the property. The

by 10% of your adjusted gross income. In Part I, line 1 of Schedule D, enter the same date of each following month is the be-
If you claim an ordinary loss, report it as a name of the debtor and ‘‘statement at- ginning of a new month regardless of the

miscellaneous itemized deduction on line 22 tached,’’ in column (a), and the amount of the number of days in the preceding month. The
of Schedule A (Form 1040). The maximum bad debt in column (f). Use a separate line day you disposed of the property is part of
amount you can claim is $20,000 ($10,000 if for each bad debt. your holding period.
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Example.  If you buy investment property Real property bought.  To figure how long Rollover of Gain 
on February 2, 1994, you start counting on you have held real property bought under an

This section discusses the tax-free rolloverFebruary 3. The 3rd of each following month unconditional contract, begin counting on the
of certain gains from the sale of publiclyis the beginning of a new month. If you sell earlier of the day after you received title to it traded securities. If you buy certain replace-the property on February 2, 1995, your hold- or the day after you took possession and as- ment property and make the choice de-ing period is not more than one year and you sumed the burdens and privileges of owner- scribed in this section, you postpone part orwill have a short-term capital gain or loss. If ship. However, taking delivery or possession all of your gain. You postpone the gain by ad-you sell it on February 3, 1995, your holding of real property under an option agreement is justing the basis of the replacement propertyperiod is more than one year and you will not enough to start the holding period. The as described in Basis of replacement prop-have a long-term capital gain or loss. holding period cannot start until there is an erty, later. This postpones your gain until the

actual contract of sale. The holding period of year you dispose of the replacementSecurities traded on established market. the seller cannot end before that time. property.For securities traded on an established se-
You qualify to make this choice if youcurities market, your holding period begins

meet the following tests:the day after the day you bought the securi- Mutual fund stock. If you received exempt-
ties, and ends on the day you sold them. Ig- 1) You sell publicly traded securities at ainterest dividends on mutual fund stock that
nore the settlement date(s) for tax purposes. gain after August 9, 1993. Publiclyyou held 6 months or less and sold at a loss,

traded securities are securities tradedyou cannot claim the part of the loss that isExample.  You are a cash-basis, calen-
on an established securities market.dar-year taxpayer. You sold stock at a gain equal to or less than the exempt-interest divi-

on December 28, 1994. According to the dends. You must report the rest of the loss as 2) Your gain from the sale is a capital gain.
rules of the stock exchange, the sale was a short-term capital loss.

3) During the 60-day period beginning onclosed by delivery of the stock 5 trading days See Publication 564, Mutual Fund Distri-
the date of the sale, you buy replace-after the sale, on January 5, 1995. You re- butions, for more information on mutual fund ment property. This replacement prop-ceived payment of the sales price on that distributions. erty must be either common stock or asame day. Report your gain on your 1994 re-
partnership interest in a specializedturn, even though you received the payment
small business investment companyReal estate investment trust (REIT).  If youin 1995. The gain is long term or short term
(SSBIC) (any partnership or corporationreceived a capital gain distribution on REITdepending on whether you held the stock
licensed by the Small Business Admin-stock that you held 6 months or less and soldmore than one year. Your holding period en-
istration under Section 301(d) of theat a loss, you report as a long-term capitalded on December 28. If you had sold the
Small Business Investment Act of 1958,stock at a loss, you would also report it on loss the part of the loss that is equal to, or
as in effect on May 13, 1993).your 1994 return. less than, the capital gain distribution. This

rule does not apply to dispositions of stock
Amount of gain postponed.  If you makeNontaxable trades. If you acquire invest- under a periodic liquidation plan. See Capital
the choice described in this section, youment property in a trade for other investment Gain Distributions in Chapter 9 for informa-
must recognize gain only up to the followingproperty and your basis for the new property tion on capital gain distributions.
amount:is determined, in whole or in part, by your ba-

sis in the old property, your holding period of 1) The amount realized on the sale, minus
Automatic investment service and divi-the new property begins on the day following

2) The cost of any common stock or part-dend reinvestment plans.  If you take partthe date you acquired the old property.
nership interest in an SSBIC that youin a plan to buy stock through a bank or otherChapter 14 discusses basis.
bought during the 60-day period begin-agent, the date the bank or other agent buys
ning on the date of sale (and did not pre-the stock is your purchase date for figuringProperty received as a gift. If you receive a
viously take into account).gift of property and your basis is determined the holding period of that stock. In determin-

by the donor’s basis, your holding period is ing your holding period for shares bought by
If this amount is less than the amount of yourconsidered to have started on the same day the bank or agent, full shares are considered
gain, you can postpone the rest of your gain,the donor’s holding period started. See Prop- bought first and any partial shares are con-
subject to the limit described next. If thiserty Received as a Gift in Chapter 14. sidered bought last. If a full share or a partial
amount is more than the amount of yourIf your basis is determined by the fair share was bought over a period of more than
gain, you must recognize the full amount ofmarket value of the property, your holding one purchase date, your holding period for
your gain.period starts on the day after the date of the that share is a split holding period. A part of

Limit on gain postponed.  The amountgift. the share is considered to have been bought
of gain you can postpone each year is limited

on each date that stock was bought by the
to the smaller of:Inherited property. If you inherit investment bank or other agent with the proceeds of

property and your basis for it is: 1) $50,000 ($25,000 if you are married andavailable funds.
file a separate return), or1) Determined with reference to its fair

market value at the date of the dece- 2) $500,000 ($250,000 if you are marriedNontaxable stock dividend. The holdingdent’s death, and file a separate return), minus theperiod for new stock you received as a non-
amount of gain you postponed for all2) Determined with reference to its fair taxable stock dividend begins on the same
earlier years.market value at the alternate valuation day as the holding period of the old stock.

date, or This rule also applies to stock acquired in a
Basis of replacement property.  You must3) The decedent’s adjusted basis (for ap- ‘‘spin-off,’’ which is a distribution of stock or
subtract the amount of postponed gain frompreciated property), securities in a controlled corporation.
the basis of your replacement property.

your capital gain or loss on any later disposi-
Nontaxable stock rights. Your holding pe- How to report gain.  If you choose to post-tion of such property is treated as a long-term
riod for nontaxable stock rights begins on the pone gain, report the entire gain realizedcapital gain or loss. You are considered to
same day as the holding period of the under- from the sale on line 1 or line 9 of Schedule Dhave held the property for more than one
lying stock. The holding period for stock ac- (Form 1040), whichever is appropriate. Di-year even if you dispose of it within one year

rectly below the line on which you report thequired through the exercise of stock rightsafter the decedent’s death. See Inherited
gain, enter ‘‘SSBIC Rollover’’ in column (a)begins on the date the right was exercised.Property in Publication 551, Basis of Assets.
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and enter the amount of gain postponed in 3) The date of that purchase, and of the tax return on which you must report the
column (f). gain. Your choice is revocable with the con-

4) Your new basis in that SSBIC stock orAlso attach a schedule showing: sent of the Commissioner of the IRS.
partnership interest.1) How you figured the postponed gain,

2) The name of the SSBIC in which you
You must make the choice to postponepurchased common stock or a partner-

ship interest, gain by the due date (including extensions)
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Form 1099–S. The law requires that trans- ❏ 530 Tax Information for First-Time
actions involving the sale of most residential Homeowners
real estate property be reported to the IRS on16. ❏ 551 Basis of Assets
Form 1099–S, Proceeds From Real Estate
Transactions. Real estate brokers are prohi- Form (and Instructions)Selling Your bited from charging any customer separately

❏ Schedule D (Form 1040) Capitalfor preparing Form 1099–S.
Gains and LossesHome

Maximum tax rate on capital gains.  A tax- ❏ 1040X Amended U.S. Individual
able gain on the sale of your home is a capi- Income Tax Return
tal gain. The maximum tax rate on a net capi-

❏ 2119 Sale of Your Home
tal gain is 28%. See How and When to

❏ 8822 Change of AddressReport, later.Important Change
❏ 8828 Recapture of Federal Mortgagefor 1994 Qualified mortgage bonds and mortgage Subsidy

credit certificates.  If you sell your mainMoving expenses.  If you incurred selling
home that was purchased or improved withexpenses after December 31, 1993, you no
federally subsidized financing, you may havelonger have the option of deducting some of
to recapture part of the subsidy. See Recap-these expenses as moving expenses. They Gain or Lossture of Federal Subsidy, later.are only deductible as selling expenses. See

Selling expenses under Old Home. On the Sale Home sold with undeducted points.  If you
have not deducted all the points you paid to If you sell your main home, you may have to
secure a mortgage on your old home, you postpone paying tax on all or part of the gain
may be able to deduct the remaining points from the sale. If you have a loss on the sale,Important Reminders
in the year of the sale. See Mortgage ending you cannot deduct it.
early under Points in Chapter 25 of thisChange of address.  If you change your
publication.mailing address, be sure to notify the IRS us- Gain on sale.  You must postpone the tax

ing Form 8822, Change of Address. Mail it to on all the gain from the sale if you buy a new
the Internal Revenue Service Center for your home and the purchase price of the new
old address (addresses for the Service Cen- home is at least as much as the adjustedIntroductionters are on the back of the form). sales price of the old home. You will gener-

This chapter discusses the tax treatment of ally be subject to tax on all or part of the gain
the sale of your main home. It covers the fol- if you do not buy a new home, or if theSeller-financed mortgages.  If you sold
lowing topics: purchase price of the new home is less thanyour home and hold a note, mortgage, or

the adjusted sales price of the old home.other financial agreement, you may have to • How to treat any gain or loss from selling
However, if you are age 55 or older, you mayreport the buyer’s name, address, and social your main home,
qualify to exclude the gain as explained later.security number (SSN) when you report the • How to postpone paying tax on all or part

interest income. See Installment sale under of the gain from selling your main home, Loss on sale.  You cannot deduct a loss onHow and When to Report, later.
• How you can exclude all or part of the gain the sale of your home. It is a personal loss.

if you are age 55 or older, and However, you must report the sale on FormAbandonment, foreclosure, or reposses-
2119. The loss has no effect on the basis of• How to report the sale on Form 2119.sion.  If your home was abandoned, fore-
your new home.closed on, or repossessed, you have a sale

In certain cases, you must postpone pay-or disposition that you should report on Form
Joint ownership.  If you and your spouseing tax on the gain from the sale of your main2119, Sale of Your Home. If the disposition
sell your jointly owned home and file a jointhome if you buy or build a new main homeresulted in a taxable gain, also report it on
return, you figure and report your gain or losswithin specific time limits. You must reportSchedule D (Form 1040).
as one taxpayer. If you file separate returns,the sale of your main home using Form 2119,Generally, you will receive Form 1099–
each of you must figure and report your ownSale of Your Home. This is true whether youA, Acquisition or Abandonment of Secured gain or loss according to your ownership in-sell the home at a gain or a loss and whetherProperty, from the lender who acquired the terest in the home. Your ownership interestor not you buy another main home.property. This form will have the information is determined by state law.If you exchange your home for otheryou need to determine whether you have a If you and a joint owner other than yourproperty, the exchange is treated as the salecapital gain or loss, or ordinary income. If spouse sell your jointly owned home, each ofof your home. The same rules for reporting ayour debt is canceled, you may also receive you must figure and report your own gain orsale apply to reporting an exchange. (SeeForm 1099–C , Cancellation of Debt show- loss according to your ownership interest inTrading homes under Old Home, later.)ing the amount of the canceled debt. See the home. Each of you applies the rules dis-However, if you transfer your home to yourForeclosures and Repossessions in Chapter cussed in this chapter on an individual basis.spouse, or former spouse incident to your di-1 and Abandonments in Chapter 2 of Publi-

vorce, no gain or loss is recognized on thecation 544, Sales and Other Dispositions of Purchase price at least as much as salestransfer. Therefore, the rules in this chapterAssets, for more information. price.  Your entire gain on the sale of yourdo not apply. See Property Settlements in
home is not taxed at the time of the sale if,Publication 504, Divorced or Separated Indi-

Combat zone service.  The replacement within 2 years before or 2 years after theviduals, for more information.
period for postponing tax on any gain from sale, you buy and live in another home that
the sale of your home is suspended if you costs at least as much as the adjusted salesUseful Items
served in the Persian Gulf Area combat price (described later) of the old home. If youYou may want to see:
zone. For this suspension, the area is con- are on active duty in the Armed Forces, if you
sidered a combat zone beginning August 2, served in a combat zone, or if your tax homePublication
1990. See Time Allowed for Replacement is outside the U.S., the 2-year period after

❏ 521 Moving Expensesunder Postponement of Gain, later, for more the sale may be suspended. See People
information. ❏ 523 Selling Your Home Outside the U.S. and Members of the Armed
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Forces under Time Allowed for Replace- (related to the income requirements a you will be subject to tax on the $12,000 gain
ment, later. person must meet to qualify for the fed- ($110,000 − $98,000) in the year of that sale.

erally subsidized program), and
Purchase price less than sales price.  If Main Home3) You dispose of your home during the
the purchase price of your new home is less first 9 years after the date you closed Usually, the home in which you live is your
than the adjusted sales price of your old your mortgage loan. main home. The home you sell and the one
home and you buy and live in the new home you buy to replace it must both qualify as
within 2 years before or 2 years after the your main home. Property used partly asWhen recapture does not apply.  The re-sale, the gain taxed in the year of the sale is your home and partly for business or rentalcapture does not apply if any of the followingthe lesser of: and Home changed to rental property aresituations apply to you:
1) The gain on the sale of the old home (re- discussed later under Old Home.• The mortgage was secured solely as aduced by any gain you exclude as ex- Your main home can be a houseboat, aqualified home improvement loan not inplained later under Exclusion of Gain), mobile home, a cooperative apartment, or aexcess of $15,000,or condominium.

• The home is disposed of as a result of your Fixtures (permanent parts of the prop-2) The amount by which the adjusted sales
death, erty) generally are part of your main home.price of the old home is more than the

Furniture, appliances, and similar items thatpurchase price of the new home. • You dispose of the home more than 9
are not fixtures generally are not part of youryears after the date you closed your mort-
main home.gage loan,You need not use the same funds  re-

ceived from the sale of your old home to buy • You transfer the home to your spouse, or Land.  You may sell the land on which youror build your new home. For example, you to your former spouse incident to a di- main home is located, but not the house it-can use less cash than you received by in- vorce, where no gain is included in your self. In this case, you cannot postpone tax oncreasing the amount of your mortgage loan income, any gain you have from the sale of the land.and still postpone the tax on your gain.
• You dispose of the home at a loss, Example.  You sell the land on which

your main home is located. Within the re-• Your home is destroyed by a casualty, andRecapture of
placement period, you buy another piece ofyou repair it or replace it on its original siteFederal Subsidy land and move your house to it. This sale iswithin 2 years after the destruction, or
not considered a sale of your main home,If you financed your home under a federally

• You refinance your mortgage loan unless and you cannot postpone tax on any gain onsubsidized program (loans from tax-exempt
you later meet all of the conditions listed the sale.qualified mortgage bonds or loans with mort-
previously under When the recapturegage credit certificates), you may have to re-
applies.capture all or part of the benefit you received More than one home.  If you have more

from that program when you sell or otherwise than one home, only the sale of your main
See Publication 523 for information on re-dispose of your home. You recapture the home qualifies for postponing the tax. If you
porting this recapture tax.benefit by increasing your federal income tax have two homes and live in both of them,

for the year of the sale. The postponement your main home is the one you live in most of
and exclusion of gain provisions discussed the time.
later in this chapter do not apply to this re- Example 1.  You own and live in a housePostponementcapture tax. in town. You also own beach property, which

The recapture tax is figured on Form you use in the summer months. The townof Gain 
8828. If your mortgage loan is subject to the property is your main home; the beach prop-

Generally, you must postpone tax on therecapture rules, you must file Form 8828 erty is not.
gain on the sale of your main home if you buyeven if you do not owe a recapture tax. Example 2.  You own a house, but you
a new main home within the replacement pe- live in another house that you rent. The
riod and it costs at least as much as the ad-Loans subject to recapture rules.  The re- rented home is your main home.
justed sales price of the old home. However,capture of the subsidy applies to loans pro- However, if a house you own is your main
if you are age 55 or older and meet certainvided after 1990 that: home, you can temporarily rent it out before
qualifications, no tax applies to the extent1) Came from the proceeds of qualified its sale without changing its character as
you elect to exclude the gain. See Exclusionmortgage bonds issued after August 15, your main home.
of Gain, later.1986, or

This section explains the time allowed for
2) Were based on mortgage credit certifi- Time Allowed forreplacement, how to determine the taxable

cates issued after December 31, 1990. gain, if any, and how to report the sale. Replacement 
The tax on the gain is postponed, not You must buy (or build) and live in another

The recapture also applies to assumptions of forgiven. You subtract any gain that is not house within 2 years before or 2 years after
these loans. taxed in the year you sell your old home from the date of sale of your old home to postpone

If your mortgage loan is subject to this re- the cost of your new home. This gives you a the tax on the gain from the sale.
capture rule, you should have received a no- lower basis in the new home. If you sell the Example.  On April 27, 1994, before youtice containing information that you need to new home in a later year and again replace sell your old home, you buy and move into afigure the recapture tax. it, you continue to postpone tax on your gain. new home that you use as your main home.

Example.  You sold your home in 1994 You have until April 27, 1996, a period of 2When the recapture applies.  The recap-
for $90,000 and had a $5,000 gain. Within years, to sell your old home and postponeture of the federal mortgage subsidy applies
the time allowed for replacement, you bought tax on any gain.only i f  you meet all  of the fo l lowing
another home for $103,000. The $5,000 gainconditions.
will not be taxed in 1994 (the year of sale), Occupancy test.  You must physically live in

1) You sell or otherwise dispose of your but you must subtract it from the $103,000. the replacement home as your main home
home at a gain, This makes the basis of your new home within the required period. If you move furni-

$98,000. If you later sell the new home for2) Your income for the year of disposition ture or other personal belongings into the
$110,000, and you do not buy and live in aexceeds that year’s adjusted qualifying new home but do not actually live in it, you
replacement home within the allowed time,income for your family size for that year have not met the occupancy test.
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No added time beyond the specified pe- information, see Members of the Armed If you performed military service in an
riod is allowed.  To postpone gain on the area outside the combat zone that was in di-Forces in Publication 523.
sale of your home, you must replace the old rect support of military operations in the com-
home and occupy the new home within the bat zone and you received special pay for

Overseas military assignment.  The sus-specified period. You are not allowed any ad- duty subject to hostile fire or imminent dan-
pension of the replacement period after theditional time, even if conditions beyond your ger, you are treated as if you served in the
sale of your old home is extended for up tocontrol keep you from doing it. For example, combat zone.
an additional 4 years while you are stationeddestruction of the new home while it was be- This suspension ends 180 days after the
outside the U.S. This also applies while youing built would not extend the replacement later of:
are required to live in on-base quarters fol-period. However, there may be a suspension

1) The last day you were in the combatlowing your return from a tour of duty outsideof the replacement period, discussed later,
zone (or, if earlier, the last day the areafor people outside the U.S. or members of the U.S. In this case, you must be stationed
qualified as a combat zone), orthe Armed Forces. at a remote site where the Secretary of De-

2) The last day of any continuous hospitali-If you do not replace the home in time and fense has determined that adequate off-
zation (limited to 5 years if hospitalizedyou had postponed gain in the year of sale, base housing is not available.
in the U.S.) for an injury sustained whileyou must file an amended return for the year The suspension can continue for up to
serving in the combat zone.of sale. You must include in your income the one year after the last day you are stationed

entire gain on the sale of your old home. outside the U.S. or the last day you are re-
Also, if you began building your new home For more information on extension of thequired to reside in government quarters on
within the specified period, but for any rea- replacement period, see Military service in abase. However, the replacement period, plus
son were unable to live in it within 2 years, no combat zone in Publication 523. For more in-any period of suspension, is limited to 8
more time for occupancy is allowed. You formation on other tax benefits available toyears after the date of sale of your old home.
must report your entire gain on an amended those who served in a combat zone, get Pub-If you qualify for the time suspension for
return for the year of the sale. See Amended lication 945, Tax Information for Those Af-members of the Armed Forces and have al-Return, later. fected by Operation Desert Storm.

ready filed an income tax return reporting
gain from the sale of a home that can be fur-

People Outside the U.S. Amended Return ther postponed, you can file Form 1040X to
The replacement period after the sale of your If you sell your old home and do not plan toclaim a refund. See Amended Return, later.
old home is suspended while you have your replace it, you must include the gain in in-
tax home (the place where you live and work) come for the year of sale. If you later change

Military service in a combat zone.  Theoutside the U.S. This suspension applies your mind, buy or build and live in another
running of the replacement period (includingonly if your stay abroad begins before the home within the replacement period, and
any suspension) is suspended for any periodend of the 2-year replacement period. The meet the requirements to postpone gain, you
you served in the Persian Gulf Area combatreplacement period, plus the period of sus- will have to file an amended return (Form

pension, is limited to 4 years after the date of zone. For this suspension, the designation of 1040X) for the year of sale to claim a refund.
sale of your old home. the area as a combat zone is effective Au- For information on the time allowed for filing

For more information, see People an amended return, see Chapter 1.gust 2, 1990.
Outside the U.S. in Publication 523. For a
discussion of tax home, see Chapter 28.

Nonmilitary service in a combat zone in
support of the Armed Forces.  The running
of the replacement period (including the sus-
pension if you live and work outside the U.S.)
is suspended for any period you served in
the Persian Gulf Area combat zone in sup-
port of the Armed Forces, plus 180 days,
even though you were not a member of those
forces. This includes Red Cross personnel,
accredited correspondents, and civilians
under the direction of the Armed Forces in
support of those forces.

The rules for suspending the running of
the replacement period and for applying that
suspension to your spouse are the same as
the suspension rules explained later under
Members of the Armed Forces and its dis-
cussion, Military service in a combat zone.

Members of the Armed Forces 
The replacement period after the sale of your
old home is suspended while you serve on
extended active duty in the Armed Forces.
You are on extended active duty if you are
serving under a call or order for more than 90
days or for an indefinite period. The suspen-
sion applies only if your service begins
before the end of the 2-year replacement pe-
riod. The replacement period, plus any pe-
riod of suspension, is limited to 4 years after
the date you sold your old home. For more
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Extended replacement period.  If you have Decreases to basis.  This includes any: broken window panes are examples of
an extended replacement period because repairs.1) Gain from the sale of your old home on
you have your tax home outside the U.S. or which tax was postponed.
are a member of the Armed Forces, the re- Recordkeeping. You should keep records

2) Insurance reimbursements for casualtyplacement period may go beyond the last of your home’s purchase price and purchase
losses.date you can file an amended return claiming expenses. You should also save receipts

a refund for the year of sale. If there is a pos- 3) Deductible casualty losses not covered and other records for all improvements, addi-
sibility you may change your mind and buy by insurance. tions, and other items that affect the basis of
another home during the extended replace- your home. This includes any Form 21194) Payments received for easement or
ment period, you should file a protective that you filed to report postponement of gainright-of-way granted.
claim for refund of the tax you paid on the from the sale of a previous home.5) Depreciation allowed or allowable if yougain. File this claim on Form 1040X at the Ordinarily, you must keep records for 3used your home for business or rentalsame time you file the return for the year of years after the due date for filing your returnpurposes.sale or anytime within the period allowed for for the tax year in which you sold, or other-
filing an amended return. 6) Residential energy credit (generally al- wise disposed of, your home. But if you use

Protective claim.  To file a protective lowed from 1977 through 1987) claimed the basis of your old home in figuring the ba-
claim for refund, use Form 1040X and its in- for the cost of energy improvements that sis of your new one, such as when you sell
structions. However, you may leave lines 1 you added to the basis of your home. your old home and postpone tax on any gain,
through 23 blank on the front of the form if 7) Energy conservation subsidy excluded you should keep those records longer. Keep
you do not know the amount of your post- from your gross income because you re- those records as long as they are needed for
poned gain at the time you file it. In Part II of ceived it (directly or indirectly) from a tax purposes.the form: public utility after December 31, 1992,

for the purchase or installation of any1) Write ‘‘Protective Claim,’’ Old Home energy conservation measure.2) Explain that you paid tax on the gain Gain or loss on the sale of your old home is
from the sale of your old home, figured in Part I of Form 2119. To figure theEnergy conservation measure.  This

3) State the amount of the gain you re- gain or loss, you must know the selling price,includes installations or modifications that
ported on your original return, the amount realized, and the adjusted basis.are primarily designed to reduce consump-

You use Part III of Form 2119 to figure thetion of electricity or natural gas, or improve4) State that you have an extended re-
adjusted sales price, the taxable gain, andthe management of energy demand for aplacement period and why this extended
the postponed gain.home.period applies to your particular situa-

tion, and
No effect on basis.  Items that you cannot Selling price.  The selling price (line 4 of5) State that you are filing this protective
deduct from, or add to, your basis include: Form 2119) is the total amount you receiveclaim because during your extended re-

for your home. It includes money, all notes,1) Certain settlement fees or closing costs.placement period you may buy (or build)
mortgages, or other debts assumed by theThese include:a new main home.
buyer as part of the sale, and the fair market

• Fire insurance premiums.
value of any other property you receive.

• Mortgage insurance premiums (includ- If you received a Form 1099–S, ProceedsBasis ing VA funding fees). From Real Estate Transactions, the total
You will need to know your basis in your amount you received for your home (except• Rent for occupancy of the house
home as a starting point for determining any for the fair market value of any other propertybefore closing.
gain or loss when you sell it. or services you received or will receive)• Charges for utilities or other servicesYour basis in your home is determined by should be shown in box 2. If you received orrelating to occupancy of the househow you acquired it. Your basis is its cost if will receive any other property or services asbefore closing.you bought it or built it. If you acquired it in part of the sale, the value of these items is
some other way, its basis is either its fair 2) The cost of repairs. not shown on Form 1099–S. However, box 4
market value when you received it or the ad- 3) Any item that you deducted as a moving of that form should be checked.
justed basis of the person you received it expense. Employer reimbursement.  You may
from. have to sell your home because of a job

While you owned your home, you may Improvements. These are costs that add to transfer. If your employer pays you for a loss
have made adjustments (increases or de- the value of your home, prolong its useful life, on the sale or for your selling expenses, do
creases) to the basis. This adjusted basis is or adapt it to new uses. You add the cost of not include the payment (reimbursement) as
used to figure gain or loss on the sale of your improvements to the basis of your property. part of the selling price. Include it in your
home.

gross income as wages on line 7 of FormExamples.  Putting a recreation room inYou can find more information on basis
1040. For more information, see How to Re-your unfinished basement, adding anotherand adjusted basis in Chapter 14 of this pub-
port in Chapter 19.bathroom or bedroom, putting up a fence,lication and in Publication 523.

Option to buy.  If you grant an option toputting in new plumbing or wiring, putting on
buy your home and the option is exercised,a new roof, or paving your driveway are im-Adjusted Basis add the amount you receive for the option toprovements you add to basis.

Adjusted basis is your basis increased or the sales price of your home. If the option isFor a list of some other examples of im-
decreased by certain amounts. not exercised, you must report the amountprovements, see Table 1, Examples of Im-

provements in Publication 523. as ordinary income in the year the option ex-
Increases to basis.  This includes any: pires. Report this amount on line 21 of Form

Repairs.  These are costs that maintain your 1040.1) Improvements.
home in good condition. They do not add to

2) Additions.
its value or prolong its life, and you do not Selling expenses.  Selling expenses (line 5

3) Special assessments for local add them to the basis of your property. of Form 2119) include commissions, adver-
improvements. tising, and legal fees. Loan charges paid byExamples.  Repainting your house in-

the seller, such as loan placement fees or4) Amounts spent after a casualty to re- side or outside, fixing your gutters or floors,
‘‘points,’’ are usually a selling expense.store damaged property. repairing leaks or plastering, and replacing
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Moving expenses.  If you incurred sell- Inside and outside painting . . . . . . . . . . . . . . . . $800 Property used partly as your home and
ing expenses after December 31, 1993, you New venetian blinds and new water heater $900 partly for business or rental.  You may use
no longer have the option of deducting some part of your property as your home and part

Within the required time, you bought andof these expenses as moving expenses. of it for business or to produce income. Ex-
lived in a new home that cost $64,600. TheThey are only deductible as selling ex- amples are a working farm on which your
amount of gain on which tax is postponed, ispenses. See Chapter 19 for information on house is located, an apartment building in
not postponed, and the basis of your newmoving expenses. which you live in one unit and rent out the
home, are figured as follows: others, or a store building with an upstairs

apartment in which you live. If you sell theAmount realized.  The amount realized (line Gain Realized
whole property, you postpone only the tax on6 of Form 2119) is the selling price minus

a) Selling price of old home $71,400 the part used as your home. This includesselling expenses.
b) Minus: Selling expenses 5,000 the land and outbuildings, such as a garage
c) Amount realized on sale $66,400 for the home, but not those for the businessGain.  Your gain on the sale (line 8 of Form
d) Basis of old home . . . . . . . . $55,000 or the production of income. For more infor-2119) is the amount realized minus the ad-
e) Add: Improvements mation, see Property used partly as yourjusted basis of the home (line 7 of Form

(blinds and heater) . . . . . . . 900 home and partly for business or rental in2119). See Basis, discussed earlier, to figure
f) Adjusted basis of old Publication 523.the adjusted basis of your property. Also, the

home . . . . . . . . . . . . . . . . . . . . 55,900 Business use of your home.  If, in theInstructions for Form 2119 has a worksheet
year of sale, you are entitled to deduct ex-g) Gain realized [(c) minusto help you figure the adjusted basis of your
penses for the business use of your home,(f)] . . . . . . . . . . . . . . . . . . . . . . . $10,500old home.
you cannot postpone the gain on the part of
the home used for business. In figuring theGain Taxed in 1994Fixing-up expenses.  Fixing-up expenses
amount of gain on which you can postpone(line 16 of Form 2119) are decorating and re- h) Amount realized on sale $66,400
tax, you must make an allocation for the busi-pair costs that you paid to sell the old home. i) Minus: Fixing-up
ness-use part of the home. For informationFor example, the costs of painting the home, expenses (painting) . . . . . . 800
on how to figure the business part, see Busi-planting flowers, and replacing broken win- j) Adjusted sales price . . . . . $65,600 ness Part of Home Expenses in Publicationdows are fixing-up expenses. These ex- k) Minus: Cost of new home 64,600 587, Business Use of Your Home.penses must:

l) Excess of adjusted sales
1) Be for work done during the 90-day pe- price over cost of new Home changed to rental property.  You

riod ending on the day you sign the con- home . . . . . . . . . . . . . . . . . . . . $ 1,000 cannot postpone tax on the gain on rental
tract of sale with the buyer. m) Gain taxed in 1994 [lesser property, even if you once used it as your

of (g) or (l)] . . . . . . . . . . . . . . . . $ 1,000 home. The rules explained in this chapter2) Be paid no later than 30 days after the
generally will not apply to its sale. Gains aredate of sale.
taxable and losses are deductible as ex-Gain Not Taxed in 19943) Not be deductible in arriving at your tax-
plained in Publication 527, Residentialn) Gain realized [line (g)] . . . . $10,500able income.
Rental Property. The basis of the property iso) Minus: Gain taxed in 1994

4) Not be used in figuring the amount determined as explained under Property[line (m)] . . . . . . . . . . . . . . . . . . 1,000
realized. Changed to Business or Rental Use in Chap-

p) Gain not taxed in 1994 . . . $ 9,500
ter 14.5) Not be capital expenditures or

You have not changed your home  toimprovements. Adjusted Basis of New Home
rental property if you temporarily rented out

q) Cost of new home [line your old home before selling it, or your newNote.  You deduct fixing-up expenses (k)] . . . . . . . . . . . . . . . . . . . . . . . $64,600 home before living in it, as a matter of conve-from the amount realized only in figuring the r) Minus: Gain not taxed in nience or for another nonbusiness purpose.part of the gain that you postpone. You can- 1994 [line (p)] . . . . . . . . . . . . . 9,500 You can postpone the tax on the gain fromnot deduct them in figuring the actual gain on
s) Adjusted basis of new the sale if you meet the requirements ex-the sale of the old home. If the amount real-

home . . . . . . . . . . . . . . . . . . . . $55,100 plained earlier under Postponement of Gain.ized does not exceed the cost of your new
For information on how to treat the rental in-home, you postpone your entire gain. In this
come you receive, see Chapter 10.case, you do not need to figure your fixing-up

Trading homes.  If you trade your old home If you place your home with a real es-expenses.
for another home, treat the trade as a sale tate agent  for rent or sale and it is not
and a purchase. rented, it is not considered business property

Adjusted sales price.  Use the adjusted or property held for the production of income.Example.  You owned and lived in a
sales price of your old home (line 18 of Form The rules explained in this chapter apply tohome that had a basis of $41,000. A real es-
2119) to figure the part of your gain that you the sale of the home.tate dealer accepted your old home as a
can postpone. The adjusted sales price is trade-in and allowed you $50,000 toward a
the amount realized minus any exclusion you Condemnation. If your home is condemnednew house priced at $80,000. You are con-
claim (line 14 of Form 2119) and minus any for public use and you have a gain, you cansidered to have sold your old home for
fixing-up expenses you might have. Com- postpone the tax on the gain in one of two$50,000 and to have had a gain of $9,000
pare the adjusted sales price with the cost of ways. You can postpone the tax under the($50,000 − $41,000). Because you replaced
your new home to find the amount of gain rules explained in this chapter or under thoseit with a new home costing more than the
that you can postpone. discussed under Involuntary Conversions insales price of the old one, you must postpone

Chapter 1 of Publication 544, Sales andExample.  Your old home had a basis of the tax on the gain. The basis of your new
Other Dispositions of Assets.$55,000. You signed a contract to sell it on home is $71,000 ($80,000 cost minus

December 17, 1993. On January 7, 1994, $9,000 gain that is not currently taxed).
you sold it for $71,400. Selling expenses If the dealer had allowed you $27,000 Gain on casualty.  The tax on a gain from a
were $5,000. During the 90-day period end- and assumed your unpaid mortgage of fire, storm, or other casualty cannot be post-
ing December 17, 1993, you had the follow- $23,000 on your old home, $50,000 would poned under the rules explained in this chap-
ing work done. You paid for the work on Feb- still be considered the sales price of the old ter, but may be postponed under the rules
ruary 4, 1994—within 30 days after the date home (the trade-in allowed plus the mort- explained in Publication 547, Nonbusiness
of sale. gage assumed). Disasters, Casualties, and Thefts.
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8) Any amounts the seller owes that you 1) You used the old home as your mainNew Home 
agree to pay, such as back taxes or in- home and you use the new home as

Use the cost of your replacement home to terest, recording or mortgage fees, your main home.
figure the gain taxed and the gain on which charges for improvements or repairs,

2) You sign a statement that says: ‘‘Wetax is postponed on the sale of your old and sales commissions.
agree to reduce the basis of the newhome. This includes costs incurred within the
home by the gain from selling the oldreplacement period (beginning 2 years

Settlement fees do not include amountsbefore and ending 2 years after the date of home.’’
placed in escrow for the future payment ofsale) for the following items:
items such as taxes and insurance.

Both of you must sign the statement. You1) Buying or building the home. If you itemize your deductions  in the
can make the statement in the bottom mar-year you buy the house, you can deduct2) Rebuilding the home. gin of Form 2119 or on a sheet attached tosome of the costs you paid at closing, such
your tax return. If both of you do not sign the3) Capital improvements or additions. as real estate taxes, mortgage interest, and
statement, you must report the gain in the‘‘points’’ that are deductible as interest. You
regular way without allocation.You cannot consider any costs incurred may also be able to deduct points paid by the

before or after the replacement period. How- seller at closing. For more information, see Example 1.  You sell your home that is
ever, if you are a person outside the U.S. or a Chapters 24 and 25. owned separately by you, but both you and
member of the Armed Forces, you can in- Real estate taxes.  If you agree to pay your spouse use it as your main home. The
clude any costs incurred during the suspen- taxes the seller owed on your new home adjusted sales price is $98,000, the adjusted
sion period. (that is, taxes up to the date of sale), the basis is $86,000, and the gain on the sale is

taxes you pay are treated as part of the cost. $12,000. Within 2 years you and your
You cannot deduct them as taxes paid. If theNew home outside the U.S.  If your new spouse buy a new home for $100,000. The ti-
seller paid taxes for you (that is, taxes begin-home is outside the U.S., you still may be re- tle is held jointly and, under state law, you
ning with the date of sale), you can still de-quired to postpone your gain from the sale of each have a one-half interest. If you both
duct the taxes. If you do not reimburse theyour old home that is in the U.S. You must sign the statement to reduce the basis of the
seller for your part of the taxes, you must re-buy or build and live in the new home within new home, you postpone the gain on the
duce your basis in your new home by thethe time allowed for replacement. sale as if you had owned both the old and
amount of those taxes. For more information, new homes jointly. You and your spouse will
see Settlement or closing costs under BasisDebts on the new property.  The price of a each have an adjusted basis of $44,000
in Publication 530.new home includes the debts it is subject to ($50,000 cost minus $6,000 postponed gain)

when you buy it (purchase-money mortgage in the new home.
Note:  The information reported (gener-or deed of trust) and the face amount of If you both do not sign the statement,

ally by the settlement agent) to the IRS andnotes or other liabilities you give for it. your entire gain of $12,000 will be currently
seller of the home on Form 1099–S, Pro- taxed. This is because the adjusted sales
ceeds From Real Estate Transactions, mustTemporary housing.  If a builder gives you price of the old home ($98,000) is greater
include the part of any real estate tax that istemporary housing while your new home is than your part of the cost of the new home
treated as tax imposed on the buyer. Forbeing finished, you must reduce the contract ($50,000). You and your spouse will each
more information, see Property taxes underprice to arrive at the cost of the new home. have a basis of $50,000 in the new home.
Old Home in Publication 523.To figure the amount of the reduction, multi-

Example 2.  Assume in Example 1 thatply the contract price by a fraction. The nu- You cannot deduct, or add to your ba- you and your spouse owned the old homemerator is the value of the housing and the sis,  certain settlement fees or closing costs. jointly and each had a one-half interest underdenominator is the sum of the value of the These include fire insurance premiums, state law. Your spouse buys the new homehousing plus the value of the home. mortgage insurance premiums, charges for with separate funds and takes title individu-
the use of utilities, rent for occupancy before ally. If you both sign the statement, you andSeller-paid points.  If you bought your new closing, and other fees or charges for ser- your spouse postpone the $12,000 gain fromhome after April 3, 1994, you must subtract vices concerning occupancy of the house. the sale of the old home. Your spouse willany seller-paid points from the purchase

have an ad jus ted  bas is  o f  $88,000price in figuring your basis in the home. If you Investment in retirement home.  You have ($100,000 cost minus $12,000 postponedbought your new home after 1990 but before not purchased a replacement home if you gain) in the new home.April 4, 1994, and you chose to deduct the sell your home and invest the proceeds in a If you both do not sign the statement, youseller-paid points, you must reduce your ba- retirement home project that gives you living will be taxed on your share of the gain on thesis in the home by the points the seller paid. quarters and personal care, but does not
old home, but your spouse will postpone tax

give you any legal interest in the property.
on his or her share of the gain. This is be-Settlement fees or closing costs. When Therefore, you must include in income any
cause the cost of the new home was morebuying your home, you may have to pay set- gain on the sale of your home. However, if
than your spouse’s share of the adjustedtlement fees or closing costs in addition to you are 55 or older, see Exclusion of Gain,
sales price of the old home. Your spouse’sthe contract price of the property. Some of later in this chapter.
basis in the new home will be $94,000the settlement fees or closing costs that you
($100,000 cost minus $6,000 postponedcan include in the basis of your property are: Allocation between you and your spouse. gain).

You or your spouse may have owned the old1) Abstract fees (sometimes called ab-
Example 3.  Assume in Example 1 thathome separately, but title to the new one is instract of title fees),

you own the old home individually and yourboth your names as joint tenants. Or, you
2) Charges for installing utility services, spouse owns the new home individually. Ifand your spouse may have owned the old

you both sign the statement, you postponehome as joint tenants, and either you or your3) Legal fees (including title search and
the $12,000 gain from the sale of the oldspouse owns the new home separately. Inpreparing documents),
home. Your spouse will have an adjusted ba-both of these cases, you can postpone the

4) Recording fees, sis in the new home of $88,000.gain from the sale of the old home.
If you both do not sign the statement,You and your spouse can divide the post-5) Surveys,

your entire gain will be taxed and yourponed gain, which reduces the basis of the
6) Transfer taxes, spouse’s basis in the new home will benew home, if both of you meet the following

$100,000.requirements:7) Title insurance, and
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Deceased spouse.  If your spouse dies after agreed to live apart, and you each buy and More than one main home bought or sold
you sell your old home and before you live in separate replacement homes, the in a 2-year period.  If you buy or build more
purchase a new home, you can postpone the postponement provisions apply separately to than one main home during the replacement
gain from the sale of the old home if the basic your gain and to your spouse’s gain. period, only the last one can be treated as
requirements are met, and: your new main home to determine whetherExample.  You and your spouse bought

you must postpone the gain from the sale ofa home in 1984. You owned the property1) You were married on the date your
the old home.jointly and used it as your main home. Inspouse died, and

If you postponed the gain on the sale of1994, you agreed to live apart, and sold the2) You use the new home as your main your old home, then sell your new homehome for $98,000. The gain on the sale washome. within 2 years after the sale of your old home,$20,000. Under state law, each of you is enti-
you generally cannot postpone the gain ontled to one-half of the proceeds of the sale.This applies whether title to the old home is the sale of the new home.Therefore, each of you had a $10,000 gainin one spouse’s name or held jointly. The following examples illustrate thesefrom the sale of your home.If you sold your home and did not post- rules.Before the end of 1994, you and yourpone the entire gain on the sale because of

spouse individually bought and lived in sepa- Example 1.  You sold your first home inthe death of your spouse (but otherwise
rate homes. The cost of each new home, March 1993 for $120,000, and you had aqualified to do so under the rules explained in
$71,000 and $75,000 respectively, was $10,000 gain on the sale. You postponed thethis chapter), you can file an amended return
more than your respective shares of the ad- $10,000 gain because you bought a second(Form 1040X) to postpone the entire gain.
justed sales price of the old home. You and home in April 1993 for $135,000. Your basisSee Chapter 1 for the time allowed to file an
your spouse must postpone the tax on the in the second home, as reported on the Formamended return.
$20,000 gain on the old home. 2119 fi led with your 1993 return, was

Your new home has an adjusted basis of $125,000 ($135,000 cost less the $10,000Separate homes replaced by single
$61,000 ($71,000 minus 1/2 of the $20,000 postponed gain).home.  If you and your spouse had two sepa-
gain postponed). Your spouse’s new home In June 1994 you sold the second homerate gains from the sales of homes that had
has an adjusted basis of $65,000 ($75,000 for $142,000 and you moved into an apart-been your separate main homes before your
minus 1/2 of the $20,000 gain postponed). ment. You purchased a third home in Janu-marriage, you may have to postpone the tax

You report the sale of your home on two ary 1995 for $146,000.on both gains. This can happen if you jointly
Forms 2119 as if two separate properties Your replacement home for the first homepurchase a new replacement home and one-
were sold. You each report half of the sales you sold (in March 1993) is the last mainhalf the amount of the cost of the new home
price. See Divorce after sale under How and home you bought in the following 2-year pe-is at least as much as the adjusted selling
When to Report, later. riod. This is the third home you bought (inprice of each of your old homes.

January 1995). Since its $146,000 cost isEach spouse must individually satisfy the
Inheritance or gift. If you receive any part of more than the $120,000 sales price of yourrequirements for postponing gain. Each
your new home as a gift or an inheritance, first home, your $10,000 gain is postponed.spouse’s share of the cost of the new home
you cannot include the value of that part in Your basis in your third home is $136,000is the portion equal to his or her interest in
the cost of the new home when figuring the ($146,000 cost less the $10,000 postponedthe home under state law (generally one-
gain taxed in the year of sale and the gain on gain). You must file a new Form 2119 forhalf). This share of the cost must be equal to
which tax is postponed. However, you in- 1993 to change the information you gaveor greater than the adjusted sales price of his
clude the basis of that part in your adjusted about your replacement home.or her old home.
basis to determine any gain when you sell You cannot postpone the gain on theExample.  You sold your old home in
the new home. June 1994 sale of your second home. This isApril 1994 for an adjusted sales price of

because it was within 2 years after the MarchExample.  Your father died in 1994 and$90,000. Your spouse sold her old home in
1993 sale of your first home on which youyou inherited his home. Its basis to you isJune 1994 for an adjusted sales price of
postponed the gain. Since you no longer$62,000. You spent $14,000 to modernize$110,000. You each realized a gain from
treat your second home as the replacementthe home, resulting in an adjusted basis toyour sale. Before the end of 1994, you jointly
for your first home, the basis of your secondyou of $76,000.purchased a new replacement home at a
home is its $135,000 cost. You must includeWhen your father died, you owned acost of $200,000. Under state law, you each
the $7,000 gain on its sale ($142,000 saleshome that you bought in 1989 for $60,000.have a one-half interest in the new home.
price less the $135,000 basis) in your 1994Assume that within 2 years of inheriting yourYou must postpone your gain since you
income.father’s home you sell your old home forare treated as purchasing a replacement

$65,000, at a gain of $5,000. You have fix- Example 2.  Assume the same facts as inhome for $100,000 (1/2 of $200,000).
ing-up expenses of $200 on your old home. Example 1 except you purchased your thirdThere is tax on $10,000 of your spouse’s

home in September 1995 rather than in Jan-To find the gain taxed in the year of thegain at the time of the sale. This is the
uary. Your second home is the replacementsale, you compare the adjusted sales priceamount by which the adjusted sales price of
home for your first home (sold in Marchof the old home, $64,800 ($65,000 − $200),her former home is more than her $100,000
1993). This is because it was the only homewith the $14,000 you invested in your newshare of the cost of the replacement home.
bought in the following 2-year period.home. The $5,000 gain is fully taxed be-Report the sales of the old homes on sep-

cause the adjusted sales price of the oldarate Forms 2119. Although you bought another new main
home is more than the amount you paid to home within 2 years after selling your second
remodel your new home. For this purpose, home, you cannot postpone the gain on theTitle to new home not held by either you
you do not include the value of the inherited June 1994 sale of your second home. This isor your spouse.  You cannot postpone the
part of your property ($62,000) in the cost of because its sale was within 2 years of thetax on the gain from the sale of your old
your new home. March 1993 sale of your first home. Youhome if you reinvest the proceeds from the

must report the $17,000 gain on the Junesale in a new home in which neither you nor
1994 sale of your second home ($142,000your spouse holds any legal interest. For ex- Holding period.  If you postpone tax on any
sales price minus $125,000 basis) on yourample, if someone else (such as your child) part of the gain from the sale of your old
1994 tax return. Your basis in your thirdholds the title to the new home, you cannot home, you will be considered to have owned
home (that you bought in September 1995)postpone the gain from the sale. your new home for the combined period you
is its cost, $146,000.owned both the old and the new homes. See

Exception.  The rules for more than oneChapter 15 for more information on holdingHome replaced by two homes of spouses
home bought or sold in a 2-year period doperiods.living apart.  If you and your spouse have
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not apply if you sell your main home because supporting document that shows how your New home costs at least as much as
of a work-related move. A ‘‘work-related adjusted sales price.  If you postponed gainnew home’s basis is decreased by the
move’’ is one for which you are allowed a de- from the sale of your old home, and your newamount of any postponed gain on the sale of
duction for moving expenses. To qualify for home costs at least as much as the adjustedyour old home. Therefore, you should also
the deduction, the move must be closely re- sales price of your old home, file a secondkeep a copy of Form 2119 with the records
lated to the start of work, and you must meet Form 2119 by itself. Your address, signature,for the basis of your new home.
the time and distance requirements ex- and the date are required on this Form 2119.Reporting a loss.  You must report the
plained in Chapter 19. If you filed a joint return for the year of sale,sale of your main home even if you have a

If the exception applies, treat each sale both you and your spouse must sign theloss on the sale. Complete Part I of Form
as though the 2-year rule did not apply. Form 2119. File it with the Director of the In-2119 for the year in which the sale occurred.

ternal Revenue Service Center where youThe loss does not reduce your income.Example.  You sell two homes within 2
would file your next tax return.If you report a loss on the sale, you do notyears as shown below:

New home costs less.  If you postponedhave to file a second Form 2119 if you later
January 1994 You sell your house in gain from the sale of your old home, and yourpurchase a new home. The loss on the sale

Chicago at a gain. new home costs less than the adjusted saleshas no effect on the basis of your new home.
February 1994 You buy a more expensive price of the old home, you must file an

house in Memphis. amended return (Form 1040X) for the year ofSchedule D (Form 1040).  If you report taxa-
March 1995 You sell your house in the sale. Attach a second completed Formble gain on the sale of your main home, you

Memphis due to a transfer 2119 and Schedule D (Form 1040) showingwill also have to file a Schedule D (Form
required by your employer. the gain you must report. You will have to1040), Capital Gains and Losses, with your

March 1995 You buy a more expensive pay interest on any additional tax due on thereturn.
house in New York City. The amended return. The interest is generally fig-Maximum tax rate on capital gains.
move meets the requirements ured from the due date of the return for theYour net capital gain is taxed at a maximum
for a moving expense year of sale.tax rate of 28%, even if you have ordinary in-
deduction.

come that is taxed at a higher rate. If you
Old home not replaced or new home nothave net taxable gains and your taxable in-When you complete the 1994 Form 2119
purchased within replacement period.  Ifcome is taxed at a rate higher than 28%, fig-for the sale of your house in Chicago, com-
you do not plan to replace your old home,ure your tax using the Capital Gain Taxpare the cost of the home bought in Memphis
you must complete Form 2119 and ScheduleWorksheet in the Form 1040 instructions.with the adjusted sales price of the house in
D (Form 1040) to report any gain. AttachChicago, even though you bought another
them to your tax return for the year of thenew main home within 2 years (New York New home purchased before return filed.
sale. The entire gain is taxable unless youCity in March 1995). If you buy a new home before you file a re- are eligible to exclude all or part of the gain.Your 1995 Form 2119 will compare the turn for the year of sale of your old home, See Exclusion of Gain, later.adjusted sales price of the house in Memphis complete Form 2119 and attach it to your You may have postponed gain on the(sold March 1995) with the cost of the house return. sale of your old home because you plannedin New York City. Reporting a gain.  If your new home to replace it. If you do not replace it within the

costs as much as or more than the adjusted replacement period, you must file a secondContinue to postpone gain.  If you bought sales price of your old home, you postpone Form 2119. Attach it to an amended returnyour present home and postponed tax on the tax on the entire gain. You do not need to (Form 1040X) for the year of the sale. In-gain from a prior sale under the postpone- report the sale on Schedule D (Form 1040). clude a Schedule D (Form 1040) to reportment-of-gain rules discussed earlier, you If the new home costs less than the ad- your gain and any other appropriate sched-continue to postpone the tax if you replace justed sales price of the old home, the gain is ule. For example, you would have to includeyour present home under those rules. taxed to the extent of the difference. Report Form 6252 to report an installment sale. You
Example.  In 1975 you sold your home, the taxable gain on Schedule D (Form 1040) will have to pay interest on the additional tax

which you had owned since 1965, and for the year of the sale. due on your amended return. The interest is
bought a new one. The tax on the gain was generally figured from the due date of the re-
postponed and the basis of the home you New home not yet purchased.  If you plan turn for the year of sale.
bought in 1975 was reduced by the gain you to replace your home but have not done so
postponed. This year you sold the home you by the time your return for the year of sale is Divorce after sale.  If you are divorced after
bought in 1975 and bought a more expen- due, you must still report the sale. Complete filing a joint return on which you postponed
sive one. You must postpone tax on the gain Form 2119, Part I only, and attach it to your tax on the gain on the sale of your home, but
from selling the home you bought in 1975. return for the year of sale. you do not use your share of the proceeds to

If you do not plan to replace your home buy or build a new home (and your former
within the replacement period, you must stillHow and When to Report spouse does), you must file an amended
complete Form 2119 and attach it to your re- joint return to report the tax on your share ofIf you sold your home during the year, report
turn for the year of sale. If you have a gain on the gain. If your former spouse refuses tothe details of the sale as explained in this
the sale, you will also need to complete sign the amended joint return, attach a lettersection. Report the sale even if you have a
Schedule D (Form 1040) and attach it to your explaining why your former spouse’s signa-loss, you postponed the tax on the entire
return. ture is missing.gain, or you have not purchased a new

home.
New home purchased after return filed.  If Home replaced after tax paid on gain.  If
you postponed gain from the sale of your oldForm 2119. Use Form 2119, Sale of Your you paid tax on the gain from the sale of your
home and you buy and live in a new home af-Home, to report the sale of your old home old home, and you buy or build and live in a
ter you file your return but within the replace-and any purchase of a new one. File Form new home within the replacement period,
ment period, you should notify the IRS. File a2119 for the year you sold your old home. you must file an amended return (Form
second Form 2119 giving the date you firstYou may also have to file a second Form 1040X) for the year of sale of your old home.
lived in the new home and its cost.2119 when you purchase your new home. Complete a new Form 2119, and include it

If you paid tax on the gain from the sale ofSee Chapter 39 for an example of a filled-in with your amended return. Report on Sched-
your old home, but replaced it within the re-Form 2119. ule D (Form 1040) any gain on which you
placement period, see Home replaced afterKeep a copy of Form 2119 with your tax cannot postpone the tax, and claim a refund
tax paid on gain, later.records for the year. Form 2119 is also a of the rest of the tax.
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Installment sale.  Some sales are made 1) You replaced your old home, and how If you change your mind after you file the
under arrangements that provide for part or much the replacement home cost, return for the year of sale, you may be able to
all of the selling price to be paid in a later make or revoke the choice later. You would2) You do not plan to buy a new home
year. These sales are called ‘‘installment have to file an amended return for the year ofwithin the replacement period, or
sales.’’ If you finance the buyer’s purchase of sale within certain time limits. See How to

3) You did not buy a new home within theyour home yourself, instead of having the Make and Revoke a Choice to Exclude Gain
replacement period.buyer get a loan or mortgage from a bank, in Publication 523.

you may have an installment sale. If the sale
This information may be on the Form 2119qualifies, you can report the part of the gain
attached to your tax return for the year of the Age, Ownership, and Use you cannot postpone on the installment
sale, or on a second Form 2119 filed later.basis.

You can choose to exclude from incomeFile the second Form 2119 with the ServiceSeller-financed mortgage.  If you sell
$125,000 of gain on the sale of your mainCenter where you will file your next tax re-your home and hold a note, mortgage, or
home ($62,500 if you are married on the dateturn. If needed, send an amended return forother financial agreement, the payments you
of sale and file separate returns) if you meetthe year of the sale to include in income thereceive generally consist of both interest and
all the following requirements.gain that you cannot postpone.principal. You must report the interest you re-

ceive as part of each payment separately as 1) You were 55 or older on the date of the
interest income. If the buyer of your home sale.
uses the property as a personal residence, Exclusion of Gain you must also report the name, address, and 2) During the 5-year period ending on the
social security number of the buyer on line 1 This section discusses how to exclude from date of the sale, you:
of either Schedule B (Form 1040) or Sched- gross income all or part of the gain from the

• Owned your main home for at least 3ule 1 (Form 1040A). The buyer must give you sale of your main home if you meet certain
years, andhis or her social security number and you age, ownership, and use tests at the time of

must give the buyer your social security the sale. This is a one-time exclusion of gain
• Lived in your main home for at least 3number. Failure to meet these requirements for sales after July 26, 1978.

years.may result in a $50 penalty for each failure. The decision of when to take the exclu-
For more information, see Publication 537, sion depends on many factors. You will want 3) Neither you nor your spouse has ex-
Installment Sales. to consider your personal tax and financial

cluded gain on the sale of a home sincesituation before deciding when to make the
July 26, 1978.Statute of limitations. The 3-year limit for choice. If you meet the requirements dis-

assessing tax on the gain from the sale of cussed in this section and you make the
For more information and examples, see Ex-your home begins when you give the IRS in- choice to exclude gain on the sale of your

formation that shows that: main home, the excluded gain is not taxed. clusion of Gain in Publication 523.
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Form (and Instructions) of section 1256 contracts or straddles, or
from hedging transactions, see Publication❏ Schedule D (Form 1040) Capital
550 for more information about reporting17. Gains and Losses
these amounts.

❏ 2119 Sale of Your HomeReporting Gains ❏ 4797 Sales of Business Property Form 1099–S transactions. If you sold or
exchanged reportable real estate, you❏ 8582 Passive Activity Lossand Losses should receive from the real estate reportingLimitations
person a Form 1099–S, Proceeds From Real
Estate Transactions, showing the gross pro-
ceeds from the sale.

‘‘Reportable real estate’’ is defined asImportant Reminders 
any present or future ownership interest inSchedule D 

Amount of net capital gain eligible for any of the following:
Report capital gains and losses on Schedule28% tax rate.  If you include part or all of your 1) Improved or unimproved land, includingD (Form 1040). If you have too many trans-net capital gain in investment income when air space,actions to list on page 1 of Schedule D, youfiguring the limit on your investment interest
can list them on page 2 of Schedule D. You 2) Inherently permanent structures, includ-deduction, you must reduce the amount of
can use the Capital Loss Carryover Work- ing any residential, commercial, or in-your net capital gain that is eligible for the
sheet in the Schedule D instructions to figure dustrial building,28% maximum capital gains tax rate by the
your capital loss carryover. Use the Capitalsame amount. See Capital Gain Tax Compu- 3) A condominium unit and its accessoryGain Tax Worksheet in the Form 1040 in-tation, later in this chapter. fixtures and common elements, includ-structions to figure your tax at the maximum

ing land, andcapital gains rate of 28%.
Schedule D–1 eliminated.  Schedule D–1, 4) Stock in a cooperative housing corpora-
Continuation Sheet for Schedule D (Form tion (as defined in section 216 of the In-Passive activity gains and losses.  If you1040), was eliminated in 1993. If you have ternal Revenue Code).have gains or losses from a passive activity,too many transactions to list on page 1 of

you may also have to report them on FormSchedule D, Capital Gains and Losses, you A ‘‘real estate reporting person’’ could in-8582. In some cases, the loss may be limitedcan list them on page 2 of Schedule D. Capi- clude the buyer’s attorney, your attorney, theunder the passive activity rules. Refer total loss carryovers are figured using the Cap- title or escrow company, a mortgage lender,Form 8582 and its separate instructions forital Loss Carryover Worksheet in the Sched- your broker, the buyer’s broker, or the per-more information about reporting capitalule D Instructions. The tax computation son acquiring the biggest interest in thegains and losses from a passive activity.using the maximum capital gains rate is fig- property.
ured using the Capital Gain Tax Worksheet Your Form 1099–S will show the grossForm 1099–B transactions. If you soldin the Form 1040 instructions. For more in- proceeds from the sale or exchange in box 2.property, such as stocks, bonds, or certainformation, see Capital Losses and Capital Follow the instructions for Schedule D to re-commodities, through a broker, you shouldGain Tax Computation later in this chapter. port these transactions and include them onreceive Form 1099–B, Proceeds From Bro-

lines 1 or 9 as appropriate.ker and Barter Exchange Transactions, or an
Add these amounts reported to you forequivalent statement from the broker. Use

1994 on Forms 1099–S and 1099–B (or onthe Form 1099–B or equivalent statement toIntroduction
substitute statements):complete Schedule D.

This chapter discusses how to report capital Report the gross proceeds shown in box 1) Proceeds from transactions involvinggains and losses from sales, exchanges, and 2 of Form 1099–B as the gross sales price stocks, bonds, and other securities, andother dispositions of investment property on in column (d) of either line 1 or line 9 of
2) Gross proceeds from real estate trans-Schedule D of Form 1040. The discussion Schedule D, as applicable. However, if the

actions not reported on another form orincludes: broker advises you, in box 2 of Form 1099–
schedule.B, that gross proceeds (gross sales price)• How to report short-term gains and losses,

less commissions and option premiums• How to report long-term gains and losses, If this total is more than the total of lines 3were reported to the IRS, enter that net
and 11 of Schedule D, attach a statement to• How to figure capital loss carryovers, sales price in column (d) of either line 1 or
your return explaining the difference.line 9 of Schedule D, as applicable. If the net• How to figure your tax using the 28% maxi- It is unlawful for any real estate reportingamount is entered in column (d), do not in-mum tax rate on capital gains, if it applies, person to separately charge you for comply-clude the commissions and option premiumsand ing with the requirement to file Form 1099–S.in column (e).

• An illustrated example of how to complete Sale of main home.  If the building soldBe sure to add all sales price entries in
Schedule D. or exchanged was your main home, reportcolumn (d) on lines 1 and 2 and lines 9 and

the sale on Form 2119. Follow the Form10 and enter the totals on lines 3 and 11.
If you sell or otherwise dispose of prop- 2119 instructions to determine whether youThen add these amounts reported to you for

erty used in a trade or business or for the report any gain on Schedule D.1994 on Forms 1099–B and Forms 1099–S
production of income, see Publication 544, If you sell your main home that was pur-(or on substitute statements):
Sales and Other Dispositions of Assets, chased or improved with federally-subsi-

1) Proceeds from transactions involvingbefore completing Schedule D. dized financing from a mortgage credit certif-
stocks, bonds, and other securities, and icate issued by a state or local government,

you may have to increase your tax for the2) Gross proceeds from real estate trans-Useful Items
year of sale by all or part of the tax benefitactions not reported on another form orYou may want to see:
you received in earlier years. For more infor-schedule.
mation, see Mortgage Interest Credit inPublication
Chapter 36.If this total is more than the total of lines 3

❏ 544 Sales and Other Dispositions of and 11, attach a statement to your return ex-
Assets plaining the difference. Other transactions.  Enter all sales of

❏ 550 Investment Income and If the Form 1099–B you receive includes stocks, bonds, real estate transactions
Expenses amounts derived from the sale or exchange (other than the sale of your main home), etc.,
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on line 1 or line 9 of Schedule D as applica- a long-term capital gain. Report it in Part II of Figuring your carryover.  The amount
ble, whether or not you actually received a Schedule D. Loss on the sale or exchange of of your capital loss carryover is the amount of
Form 1099–B or Form 1099–S. property held for personal use is not your net capital loss that exceeds the lesser

If you had gains or losses from the dispo- deductible. of:
sition of options, including puts and calls, Capital gain distributions. You report 1) Your allowable capital loss deduction for
see Options under Capital or Ordinary Gain capital gain distributions on line 14, Part II of the year, oror Loss in Publication 550. Schedule D, regardless of how long you

2) Your taxable income increased by yourhave held your investment. If you do not
allowable capital loss deduction for theProperty bought at various times.  If you need Schedule D to report any other capital
year and your deduction for personalsell a block of stock or other property that you gains or losses and it would not benefit you
exemptions.bought at various times, report the short- to compute your tax using the maximum cap-

term gain or loss from the sale on one line in ital gains rate, enter your capital gain distri-
Part I of Schedule D and the long-term gain If your deductions exceed your gross in-butions for 1994 on line 13 of Form 1040.
or loss on one line in Part II. Write ‘‘Various’’ come for the tax year, use your negative tax-Write ‘‘CGD’’ on the dotted line next to line
in column (b) for the ‘‘Date acquired.’’ See able income in computing the amount in item13.
the Comprehensive Example later in this (2).
chapter for an example. Complete the Capital Loss CarryoverTotal net gain or loss.  To figure your total

Worksheet in the Schedule D (Form 1040)net gain or loss, combine your net short-term
Sale expenses.  Add to your cost or basis instructions to determine the part of yourcapital gain or loss (line 8) with your net long-
any expense of sale such as brokers’ fees, capital loss for 1994 that you can carry overterm capital gain or loss (line 17). Enter the
commissions, state and local transfer taxes, to 1995.result on line 18, Part III of Schedule D. If
and option premiums. Enter this adjusted your losses are more than your gains, see Example.  Bob and Gloria sold securities
amount in column (e) of either Part I or Part II Capital Losses, next. If both lines 17 and 18 in 1994. The sales resulted in a capital lossof Schedule D, as applicable, unless you re- are gains, see Capital Gain Tax Computa- of $7,000. They had no other capital transac-ported the net sales price amount in column tion, later. tions. On their joint 1994 return, they can de-(d).

duct $3,000. The unused part of the loss,For more information about adjustments
$4,000 ($7,000 − $3,000), can be carriedCapital Losses to basis, see Chapter 14.
over to 1995.If your capital losses are more than your cap-

If their capital loss had been $2,000, theirital gains, you can claim a capital loss deduc-Short-term gains and losses. A capital
capital loss deduction would have beention. You must figure how much of the lossgain or loss on the sale or trade of invest-
$2,000. They would have no carryover toyou can deduct in the year of the loss andment property held one year or less is a
1995.how much of it you carry over and use in fu-short-term capital gain or loss. Report it in

Joint and separate returns.  If you areture tax years.Part I of Schedule D.
married and filing a separate return, yourYearly limit. Your allowable capital lossYou combine your share of short-term
yearly capital loss deduction is limited todeduction for any tax year, figured on Sched-capital gains or losses from partnerships, S
$1,500. Neither you nor your spouse can de-ule D, is limited to the lesser of:corporations, and fiduciaries, and any short-
duct any part of the other’s loss.term capital loss carryover, with your other 1) $3,000 ($1,500 if you are married and If you and your spouse once filed sepa-short-term capital gains and losses to figure file a separate return), or rate returns and are now filing a joint return,your net short-term capital gain or loss on

2) Your capital loss as shown on line 18 of you must combine each of your capital lossline 8 of Schedule D.
Schedule D. carryovers. However, if you and your spouseProperty held for personal use.  Gain

once filed a joint return and are now filingon the sale or exchange of property held for
separately, any capital loss carryover can beCapital loss carryover. If you have a capitalpersonal use and held for one year or less is
deducted only on the return of the personloss on line 18 of Schedule D that is morea short-term capital gain. Report it in Part I of
who actually had the loss.than the yearly limit on capital loss deduc-Schedule D. Losses on sales or exchanges

A decedent’s capital loss.  Capitaltions, you can carry over the unused part toof property held for personal use are not
losses cannot be carried over after a taxpay-later years until it is completely used up.deductible.
er’s death. They are deductible only on the fi-When you carry over a loss, it remains long

term or short term. Thus, a short-term capital nal income tax return filed for the decedent.Long-term gains and losses. A capital gain
loss that is carried over to the next tax year is The capital loss limits discussed earlier stillor loss on the sale or trade of investment
added to short-term losses that occur in that apply in this situation. This loss cannot beproperty held more than one year is a long-
year. A long-term capital loss that is carried deducted by the decedent’s estate or carriedterm capital gain or loss. Report it in Part II of
over to the next tax year is added to long- over to following years.Schedule D.
term losses that occur in that year.You also report the following in Part II of

You can carry over a capital loss that isSchedule D: Capital Gain Tax
more than the amount of allowable loss to1) All capital gain distributions from regu- Computation the next year and treat it as if you had in-lated investment companies (mutual
curred it in that year. When you figure the For 1994, your capital gains are taxed at afunds) and real estate investment trusts,
amount of any capital loss carryover in a later maximum tax rate of 28% even if you have

2) Your share of long-term capital gains or tax year, you must take into account any de- ordinary income that is taxed at a higher rate.
losses from partnerships, S corpora- ductions for capital losses allowed in earlier For 1994, the maximum tax rate on ordinary
tions, and fiduciaries, and years. income is 39.6%.

Use short-term losses first.  When fig-3) Long-term capital loss carryovers. To qualify for the 28% maximum tax rate
uring how much of your capital loss you can on capital gains, you must:
carry over as short term and how much asThe result from combining these items 1) Have a net long-term capital gain that islong term, use your short-term losses first,with your other long-term capital gains and more than any net short-term capitaleven if you incurred them after a long-termlosses is your net long-term capital gain or loss you may have (this difference isloss. If you have not reached the limit on theloss (line 17 of Schedule D). your net capital gain), andcapital loss deduction after using short-termProperty held for personal use.  Gain

2) Have taxable income that is subject to alosses, use the long-term losses until youon the sale or exchange of property held for
tax rate higher than 28%.reach the limit.personal use and held more than one year is
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If both lines 17 and 18 of Schedule D are May. She had an adjusted basis of $650 in September 10, 1987, for $9,000, and an ad-
net gains and your taxable income, as shown the Bates stock and sold it for $900 for a gain ditional 300 shares on January 30, 1991, for
on line 37 of Form 1040, is subject to a tax of $250. In June, she sold 25 shares of Alpha $18,000. Her total basis in the stock is
rate higher than 28%, you can use the Capi- Computing preferred stock that she bought $34,000. She realized a $29,900 ($34,000 −
tal Gain Tax Worksheet in the Form 1040 in- in March. She had an adjusted basis in the $4,100) loss on this sale. She reports these
structions to figure your tax. Alpha stock of $2,500 and she sold this stock long-term transactions on Part II of Schedule

for $2,000, for a loss of $500. She reportsFirst complete your Form 1040 through D.
these short-term transactions on Part I ofline 37. Then complete the Capital Gain Tax
Schedule D.Worksheet. If you use the worksheet to fig- Capital loss carryover — Schedule D.

During the year, Emily also sold securi-ure your tax, be sure to check box c on line Emily has a capital loss carryover to 1994 of
ties in two other corporations. In February,38 of Form 1040 when you enter your tax on

$800, of which $300 is short-term capitalshe sold 60 shares of Car Motor Co. forthat line.
loss, and $500 is long-term capital loss.$2,100. She had inherited the Car stock fromIf you have net capital gains and your tax-

She kept a copy of her 1993 Schedule D,her father. Its fair market value at the time ofable income (line 37 of Form 1040) is over
so that she could properly report her loss car-his death was $700, which became her ba-the amount shown for your filing status in the
ryover for the 1994 tax year without refigur-sis. Her gain on the sale, therefore, wasfollowing table, you should complete the
ing it. She completes the Capital Loss Carry-$1,400. Because she had inherited theCapital Gain Tax Worksheet.
over Worksheet to figure her carryover tostock, she reports this as a long-term gain,

Filing Status Amount 1995.regardless of how long she and her father ac-
tually held the stock.Single $55,100

On June 29, 1994, she sold 500 shares of Reconciliation of Forms 1099–B.  EmilyMarried filing jointly $91,850
Weeping Willow Furniture Co. nonconvert- makes sure that the amounts reported onMarried filing separately $45,925
ible preferred stock for $4,100. She boughtHead of household $78,700 lines 3 and 11 of Schedule D are not less
100 of those shares on June 25, 1987, forQualifying widow(er) $91,850 than the amounts shown on the Forms
$7,000. She bought 100 more shares on 1099–B she received from her stockbroker.

Example.  Aretha Johnson, a single tax- For 1994, the total of each is $9,100.
payer, had 1994 taxable income of $60,000,
including a long-term capital gain of $15,000
on the sale of stock. She had no other capital Table 17-1. Filled-in Capital Gain Tax Worksheet
gains or losses. She enters her $15,000 gain

Use this worksheet to figure your tax only if (a) you are filing Schedule D and both lines 17on line 9 of Schedule D, then enters the
and 18 of Schedule D are gains, or (b) you reported capital gain distributions on Formsame amount on lines 16, 17, and 18 of
1040, line 13, and:Schedule D and line 13 of Form 1040. Since

Aretha’s taxable income is more than
Your filing Form 1040, line Your filing Form 1040, line$55,100, her maximum tax rate will be higher
status is: AND 37, is over: status is: AND 37, is over:than 28%. To figure her 1994 tax, Aretha

completes the Capital Gain Tax Worksheet. Single $55,100 Married filing
Her filled-in worksheet is shown in Table 17– separately $45,925
1.

Married filing jointly or
qualifying widow(er) $91,850 Head of household $78,700Investment interest deducted.  If you claim

a deduction for investment interest, you may
1. Enter the amount from Form 1040, line 37 . . . . . . . . . . . . . . . . . . . . . . 1. 60,000have to reduce the amount of your net capital

gain that is eligible for the 28% maximum 2. Net capital gain. If you are filing Sched-
capital gains tax rate. Reduce it by the ule D, enter the smaller of Schedule D,

line 17 or line 18; otherwise enter youramount of the net capital gain you choose to
capital gain distributions reported oninclude in investment income when figuring
Form 1040, line 13 . . . . . . . . . . . . . . . . . . . . . . . 2. 15,000the limit on your investment interest deduc-

tion. For more information about deducting 3. If you are filing Form 4952, enter the
investment interest, see Chapter 3 of Publi- amount from Form 4952, line 4e . . . . . . . . . 3. –0–
cation 550.

4. Subtract line 3 from line 2. If zero or less, stop here; you cannot
use this worksheet to figure your tax. Instead, use the Tax Ta-
ble or Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . . . 4. 15,000

Comprehensive 5. Subtract line 4 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5. 45,000

Example 6. Enter: $22,750 if single; $38,000 if married filing jointly or quali-
fying widow(er); $19,000 if married filing separately; or $30,500

Emily Jones is single and, in addition to her if head of household. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6. 22,750
regular employment, she has income from

7. Enter the greater of line 5 or line 6. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7. 45,000some stocks and other securities. For the
1994 tax year, she had the following capital 8. Subtract line 7 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8. 15,000
gains and losses, which she reports on

9. Figure the tax on the amount on line 7. Use the Tax Table orSchedule D. All the Forms 1099 she re-
Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . . . . . . . . . . 9. 9,650ceived showed net sales prices. Her filled-in

Schedule D and Capital Loss Carryover 10. Multiply line 8 by 28% (.28) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10. 4,200
Worksheet are shown in this chapter.

11. Add lines 9 and 10. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11. 13,850

Capital gains and losses — Schedule D. 12. Figure the tax on the amount on line 1. Use the Tax Table or
Emily sold stock in two different companies Tax Rate Schedules, whichever applies . . . . . . . . . . . . . . . . . . . . . . . . . 12. 13,997
that she held for less than a year. In June,

13. Enter the smaller of line 11 or line 12 here and on Form 1040,she sold 100 shares of Bates Trucking Co. line 38. Check the box for Capital Gain Tax Worksheet . . . . . . . . . 13. 13,850
common stock that she had purchased in
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Part Five.

The three chapters in this part discuss three deductions that are used toAdjustments figure adjusted gross income. They are deductions for: 

• Payments to an individual retirement arrangement (IRA), Chapter 18, to Income
• Moving expenses you pay, Chapter 19, and 
• Alimony you pay, Chapter 20. 

Other adjustments to income are discussed in other parts of this publication
or in other publications. They are deductions for: 

• Self-employment tax — Chapter 24 
• Payments to a Keogh retirement plan or self-employed SEP —

Publication 560, Retirement Plans for the Self-Employed
• Penalty on early withdrawal of savings — Chapter 8 

You can also write in certain deductions in figuring adjusted gross income
on Form 1040. They are discussed in other parts of this publication or in
other publications and instructions. These write-in deductions include the
following: 

• Amortization of the costs of forestation or reforestation — Publication 535,
Business Expenses,

• Contributions to Internal Revenue Code Section 501(c)(18) pension plans
— Instructions for Form 1040, line 30, 

• Expenses from the rental of personal property — Instructions for Form
1040, line 30, 

• Expenses of certain performing artists — Chapter 28, 
• Certain required repayments of supplemental unemployment benefits —

Chapter 6, 
• Foreign housing deduction — Publication 54, Tax Guide for U.S. Citizens

and Resident Aliens Abroad,
• Jury duty pay given to your employer — Chapter 13, and 
• Part of the cost of qualified clean-fuel vehicle property — Publication 535,

Business Expenses.

years beginning on or after January 1, 1994.
See Simplified Employee Pension (SEP), Introduction
later for more information.18.

This chapter discusses:

• Who can set up an IRA,Individual
• When and how an IRA can be set up,

• How much you can contribute and deduct,Retirement Important Reminders 
• How retirement plan assets can beArrangements transferred,

Interest earned.  Although interest earned • When IRA assets can be withdrawn,(IRAs) from your IRA(s) is generally not taxed in the • What acts result in penalties, and
year earned, it is not tax-exempt interest.

• Simplified Employee Pensions (SEPs).Do not report this interest on your tax return
as tax-exempt interest.

An individual retirement arrangementImportant Change (IRA) is a personal savings plan that offers
you tax advantages to set aside money forfor 1994 Penalty for failure to file Form 8606.  If you your retirement. That means that you may be

make nondeductible IRA contributions andSimplified Employee Pensions (SEPs) — able to deduct your contributions to your IRA
you do not file Form 8606, NondeductibleNew Compensation Limit.  Compensation in whole or in part, depending on your cir-
IRAs (Contributions, Distributions, and Ba-of a participant that can be taken into ac- cumstances, and that, generally, amounts in
sis), with your tax return, you may have tocount for computing contributions to a SEP- your IRA, including earnings and gains, are

IRA is generally limited to $150,000 for plan pay a $50 penalty. not taxed until they are distributed.
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If you work for yourself, you may be able • Foreign earned income and housing cost Contribution Limits 
to deduct contributions to a Simplified Em- amounts that are excluded from income, The most that you can contribute for any yearployee Pension (SEP), which involves the or to your IRA is the smaller of the following:use of IRAs (SEP-IRAs). You may also be

• Any other amounts that are excluded from 1) Your compensation (defined earlier) thatable to deduct contributions to other retire-
income. you must include in income for the year,ment plans for the self-employed (some-

ortimes called Keogh or HR–10 plans). Only
self-employed individuals can deduct such 2) $2,000.IRA for your spouse. You may be eligible to
contributions. For details, get Publication set up and contribute to an IRA for your
560,  Ret i rement  P lans for  the Sel f - This is the most you can contribute regard-spouse, whether or not he or she received
Employed. less of whether your contributions are to onecompensation. This is called a spousal IRA

or more IRAs or whether all or part of yourand is generally set up for a nonworking
Useful Items contributions are nondeductible. (See Non-spouse. (See How Much Can I Contribute
You may want to see: deductible Contributions, later.)and Deduct? later.)

Example 1.  Betty, who is single, earnsEligibility requirements.  To contribute
Publication $24,000 in 1994. Her IRA contributions forto a spousal IRA:

1994 are limited to $2,000.❏ 590 Individual Retirement
• You must be married at the end of the taxArrangements (IRAs) Example 2.  John, a college student

year, working part-time, earns $1,500 in 1994. His
IRA contributions for 1994 are limited toForm (and Instructions) • Your spouse must not have reached age
$1,500, the amount of his compensation.701/2 by the end of the tax year,❏ 5329 Additional Taxes Attributable to

Qualified Retirement Plans (Including
Spousal IRA.  The total combined contribu-• You must file a joint return for the tax year,IRAs), Annuities, and Modified
tions you can make each year to your IRAEndowment Contracts • You must have taxable compensation for and a spousal IRA (discussed earlier) is the

the tax year, and❏ 8606 Nondeductible IRAs smaller of:
(Contributions, Distributions, and

1) Your taxable compensation for the year,• Your spouse must either have no compen-Basis)
orsation or choose to be treated as having

no compensation for the tax year. 2) $2,250.

You can divide your IRA contributions be-
Who Can Set Up tween your IRA and the spousal IRA any way

you choose, but you cannot contribute morean IRA? When and How Can than $2,000 to either IRA. (See examples in
the next discussion.)You can set up and make contributions to an an IRA Be Set Up? Spouse has compensation during theIRA if you received taxable compensation
year.  If your spouse also has taxable com-during the year and have not reached age You can set up an IRA at any time during a pensation during the year and each of you is701/2 by the end of the year. year. However, the time for making contribu- under age 701/2 at the end of the year, youCompensation  includes wages, sala- tions for a year is limited. See When To Con- each can have regular IRAs. You each canries, commissions, tips, professional fees,

tribute, later. contribute up to the $2,000 limit, unless yourbonuses, and other amounts you receive for
You can set up different kinds of IRAs taxable compensation (or your spouse’s) isproviding personal services. The IRS treats

with a variety of organizations. You can set less than $2,000.as compensation any amount properly
up an IRA at a bank or other financial institu- However, you or your spouse can chooseshown in box 1 of Form W-2, provided that
tion, or with a mutual fund or life insurance to be treated as having no compensation foramount is reduced by any amount properly
company. You can also set up an IRA the year and use the rules for spousal IRAs.shown in box 11 (nonqualified plans). Com-
through your stockbroker. Any plan must Generally, if one spouse has compensationpensation also includes taxable alimony and

of less than $250 for the year, a spousal IRAmeet Internal Revenue Code requirements.separate maintenance payments.
is more advantageous than a regular IRA.If you are self-employed  (a sole propri-

etor or a partner), compensation is your net Example 1.  Bill and Linda file a joint re-Kinds of IRAs.  Your IRA can be an individ-
earnings from your trade or business (pro- turn for 1994. He earned $27,000 and sheual retirement account or annuity. It can be
vided your personal services are a material earned $190. She chose to be treated aseither a part of a simplified employee pen-
income-producing factor), reduced by your having no compensation; therefore, he setsion (SEP) or a part of an employer or em-
deduction for contributions on your behalf to up a spousal IRA for her. Since he contrib-ployee association trust account.
retirement plans and the deduction allowed uted $1,800 to his IRA, the most he can con-Inherited IRAs.  If you inherit an IRA
for one-half of your self-employment taxes. tribute to the spousal IRA is $450 ($2,250 mi-from your deceased spouse, you can choose

Compensation includes earnings from nus $1,800).
to make it your own. For more information,self-employment that are not subject to self- Example 2.  Assume the same facts as inget Publication 590.employment tax because of your religious Example 1 except that Bill’s contribution to

beliefs. See Publication 533, Self-Employ- the spousal IRA is $2,000 (the limit for either
ment Tax, for more information. IRA). The most he can contribute to his own

Compensation does not include: IRA is $250 ($2,250 minus $2,000).How Much Can I
Spouse under age 701/2.  You cannot• Earnings and profits from property, such

make contributions to your IRA for the year inas rental income, interest income, and div- Contribute and
which you reach age 701/2 or any later year.idend income, Deduct? However, for any year you have compensa-

• Pension or annuity income, tion, you can continue to make contributions
Contributions to an IRA must be in the form• Deferred compensation received (com- of up to $2,000 to a spousal IRA. You can
of money (cash, check, or money order).pensation payments postponed from a contribute to a spousal IRA until the year
You cannot contribute property.past year), your spouse reaches age 701/2.
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Table 18-1. Can You Take An IRA Deduction?
This chart sums up whether you can take a full deduction, a partial deduction, or no deduction as discussed in this chapter.

If Your If You Are If You Are Not
Modified AGI1 Covered by a Retirement Plan at Work Covered by a Retirement Plan at Work

is: and Your Filing Status is: and Your Filing Status is:
•Single • Married Filing Married Filing Married Filing • Single • Married Married Filing
•Head of Jointly (even Separately2 Jointly (and • Head of Filing Separately
Household if your spouse your spouse is Household Jointly or (even if your

is not covered covered by a Separately spouse is
by a plan at plan at work) (and your covered by a
work) spouse is not plan at work)3

• Qualifying covered by a
Widow(er) plan at work)

• Qualifying
Widow(er)

At But
Least Less

Than You Can Take You Can Take You Can Take You Can Take You Can Take You Can Take You Can Take

$0.01 $10,000.00 Full deduction Full deduction Partial deduction Full deduction

$10,000.00 $25,000.01 Full deduction Full deduction No deduction Full deduction
Full Full Full

$25,000.01 $35,000.00 Partial deduction Full deduction No deduction Full deduction
Deduction Deduction Deduction

$35,000.00 $40,000.01 No deduction Full deduction No deduction Full deduction

$40,000.01 $50,000.00 No deduction Partial deduction No deduction Partial deduction

$50,000.00 or over No deduction No deduction No deduction No deduction

1Modified AGI (adjusted gross income) is: (1) for Form 1040A—the 2If you did not live with your spouse at any time during the year,
amount on line 14 increased by any excluded series EE bond interest your filing status is considered, for this purpose, as Single
shown on Form 8815, Exclusion of Interest from Series EE U.S. Savings (therefore your IRA deduction is determined under the ‘‘Single’’
Bonds Issued after 1989, or (2) for Form 1040—the amount on line 31, column).
figured without taking into account any IRA deduction or any foreign 3You are entitled to the full deduction only if you did not live with
earned income exclusion and foreign housing exclusion (deduction), or your spouse at any time during the year. If you did live with your
any series EE bond interest exclusion from Form 8815. spouse during the year, you are, for this purpose, treated as

though you are covered by a retirement plan at work (therefore,
your IRA deduction is determined under the ‘‘Married Filing
Separately’’ column in the ‘‘If You Are Covered by a Retirement
Plan...’’ section of the chart).

Contributions not required.  You do not for that year, not including extensions. For deduction may be less than your contribu-
have to contribute to your IRA or a spousal tion. Your deduction may be reduced or elim-most people, this means that contributions
IRA for every tax year, even if you can. inated, depending on your filing status andfor 1994 must be made by April 17, 1995.

the amount of your income, as discussed
later under Deduction Limits.If you and your spouse each contribute to Designating year for which contribution

an IRA,  the contribution limit for each of you is made.  If you contribute an amount to your
is figured separately. Who Is Covered by an EmployerIRA between January 1, 1995, and April 17,

Plan? 1995, tell the sponsor (the trustee or issuer)
IRA contributions under community

to which year (1994 or 1995) the contribution The Form W-2, Wage and Tax Statement,property laws.  Contributions cannot be
applies. If you do not tell the sponsor, the you receive from your employer includes amade to your IRA based on the earnings of
sponsor can assume, for reporting to IRS, box to indicate whether you are covered foryour spouse (unless your IRA is a spousal
that the contribution is for 1995, the year the the year. The form should have a mark in theIRA). The contributions must be based on
sponsor received it. ‘‘Pension Plan’’ box if you are covered.your own compensation, even in community

You are also covered by a plan if you areproperty states.
self-employed and participate in a qualifiedFiling before making your contribution.
retirement plan (such as a Keogh plan) or aInherited IRAs.  You can make contributions You can file your return claiming an IRA con-
simplified employee pension (SEP) plan.to an IRA that you inherited from your tribution before you actually make the contri-

If you are not certain whether you arespouse. By doing so, you elect to have the bution. You must, however, make the contri-
covered by your employer’s retirement plan,IRA treated as your own account. bution by the due date of your return, not
you should ask your employer.If you inherited an IRA from someone including extensions.

who died after December 31, 1983, and you
were not the decedent’s spouse, you will not Employer plans.  An employer retirement

Deductible Contributions be allowed to contribute to that IRA. plan is one that an employer sets up for the
benefit of the employees. For purposes ofGenerally, you can take a deduction for the
the IRA deduction rules, an employer retire-When To Contribute contributions that you are allowed to make to
ment plan is any of the following:

your IRA. However, if you or your spouse isYou can make contributions to your IRA (or
covered by an employer retirement plan at • A qualified (meets Internal Revenue Codeto a spousal IRA) for a year at any time dur-

requirements) pension, profit-sharing,ing the year or by the due date of your return any time during the year, your allowable IRA
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stock bonus, money purchase, etc., plan account or accrual, you are still an active par- your compensation, whichever is less. This
(including Keogh plans), ticipant in (covered by) such plan. limit is reduced by any contributions to a

501(c)(18) plan (generally, a plan created• A 401(k) plan (generally a profit-sharing or
before June 25, 1959, funded entirely by em-Federal judges  are considered covered bystock bonus plan to which contributions
ployee contributions).an employer retirement plan for figuring thecan be made under an arrangement al-

IRA deduction.lowing you to choose to take your income
Reduced or no deduction.  If either you orin cash or have your employer pay it into
your spouse is covered by an employer re-the plan), When Are You Not Covered? 
tirement plan, your deduction may be re-You are not covered by an employer plan if• A union plan (a qualified stock bonus, pen-
duced or eliminated, depending on your in-neither you nor your spouse is covered forsion, or profit-sharing plan created by a
come and your filing status. The deductionany part of the year. You are also not cov-collective bargaining agreement between
begins to decrease (phase out) when yourered for this purpose in the fol lowingemployee representatives and one or
income rises above a certain amount, and issituations.more employers),
eliminated altogether when it reaches a

• A qualified annuity plan, higher amount. The amounts vary depend-If you are married filing a separate return
ing on your filing status.• A plan established for employees by a fed- and you are not covered by an employer re-

eral, state, or local government, or any of tirement plan, you may not be considered
their political subdivisions, agencies, or in- Adjusted Gross Income Limit covered by a plan even if your spouse is cov-
strumentalities (other than an eligible state ered. You would not be considered covered The effect of income on your deduction, as
deferred compensation plan (section 457 if you and your spouse did not live together at just described, is sometimes called the ad-
plan)), any time during the year. justed gross income limit (AGI limit). To com-

• A tax-sheltered annuity plan for employ- pute your reduced IRA deduction, you
ees of public schools and certain tax-ex- must first determine your modified adjustedCoverage under social security or rail-
empt organizations (403(b) plan), gross income and your filing status.road retirement  (Tier I and Tier II) does not

count as coverage under an employer retire-• A simplified employee pension (SEP) plan,
ment plan for figuring the IRA deduction. Modified adjusted gross income (modi-or

fied AGI)  is:• A 501(c)(18) trust (a certain type of tax-ex-
If you receive retirement benefits from a • If you file Form 1040—the amount on theempt trust created before June 25, 1959,
previous employer’s plan,  and you are not page 1 ‘‘adjusted gross income’’ line, butthat is funded only by employee
covered (or considered covered because of modified (changed) by figuring it withoutcontributions).
your spouse) under your current employer’s taking any:
plan, you are not considered covered.Effects of marital status.  Generally, you a) IRA deduction,

are considered covered by an employer re-
Reservists and volunteer firefighters. b) Foreign earned income exclusion,tirement plan if your spouse is covered by
Certain members of the reserve units of theone. To determine whether you are consid- c) Foreign housing exclusion or deduc-Armed Forces (in general, those membersered covered for the year because of your tion, andwho did not serve more than 90 days duringspouse, you must wait until the last day of the

d) Exclusion of Series EE bond interestthe year) and certain volunteer firefighters (inyear. This is because your filing status
shown on Form 8815, Exclusion of In-general, those members whose accrued re-(whether you are considered married or sin-
terest From Series EE U.S. Savingstirement benefit at the beginning of the yeargle) for the year depends on your marital sta-
Bonds Issued After 1989.will not exceed $1,800 per year at retire-tus on the last day of the tax year.

ment) are not considered covered by U.S. orIf you were married to two different • If you file Form 1040A—the amount on
local government retirement plans.spouses during the same year,  for this the page 1 ‘‘adjusted gross income’’ line,

purpose, you are considered married for the but modified by figuring it without any IRA
year to the spouse to whom you were mar- deduction, or any exclusion of series EESocial Security Recipients 
ried at the end of the year. bond interest shown on Form 8815.If you receive social security benefits, have

If your spouse died during the year, taxable compensation, contribute to your
and you file a joint return as the surviving Note.  Do not assume modified AGI is theIRA, and are covered (or considered cov-
spouse, coverage by an employer retirement same as your compensation. You will findered) by an employer retirement plan, com-
plan for the year is determined as if your that your modified AGI may include incomeplete the worksheets in Appendix B of Publi-
spouse were still alive at the end of the year. in addition to your taxable compensationcation 590. Use those worksheets to figure

If you are married filing a joint return, (discussed earlier), such as interest, divi-your IRA deduction and the taxable portion, if
both you and your spouse are considered dends, and taxable IRA distributions.any, of your social security benefits.
covered by a plan if either of you is covered.

If you are married filing a separate re-
Filing status.  Your filing status depends pri-Deduction Limits turn  and you are not covered by an em-
marily on your marital status. For this pur-As discussed under Deductible Contribu-ployer retirement plan, but your spouse is,
pose, you need to know if your filing status istions, earlier, the deduction you can take foryou are considered covered if you and your
single (or head of household), married filingcontributions made to your IRA depends onspouse lived together at any time during the
jointly (or qualifying widow(er)), or married fil-whether you or your spouse is covered foryear.
ing separately. If you need more informationany part of the year by an employer retire-
on filing status, see Chapter 2.ment plan. But your deduction is also af-Effect of amounts.  Even if your employer

Married filing separately exception.  Iffected by how much income you have andsets aside only a very small amount for you
you did not live with your spouse at any timeyour filing status, as discussed below underunder a retirement plan, you are considered
during the year and you file a separate re-Adjusted Gross Income Limit.covered by a plan for the year.
turn, your filing status is considered, for this
purpose, as single.Nonvested employees.  If, for a plan year, Full deduction.  If neither you nor your

an amount is allocated to your plan account spouse was covered for any part of the year
Deduction phaseout.  Your IRA deductionin a defined contribution plan, or you accrue by an employer retirement plan, you can take
is reduced or eliminated depending on youra benefit in a defined benefit plan, but you a deduction for your total contributions to one
filing status and modified AGI as follows:have no vested interest (legal right) in such or more IRAs of up to $2,000, or 100% of
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2. Enter your modified AGI 10. Add lines 7 and 8. Enter the total. If
If your Your deduction Your deduction (combined, if married this amount is equal to or more

filing is reduced if is eliminated if filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . than line 9, stop here; you cannot
status your modified your modified make contributions to a spousal IRA.
is: AGI is within AGI is: Also, see Excess Contributions,

the phaseout later. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Note:  If line 2 is equal to or more than therange of:

11. Subtract line 10 from line 9 . . . . . . . . .amount on line 1, stop here; your IRA contri-
Single, or $25,000.01 $35,000 or 12. Enter the smallest of: butions are not deductible. See Nondeduct-

Head of to $35,000 more (a) contributions for 1994 to yourible Contributions, later.
household spouse’s IRA; (b) $2,000; or (c) line

11. (If contributions are more thanMarried—joint $40,000.01 $50,000 or 
3. Subtract line 2 from line 1. (If line 3 $2,000, see Excess Contributions,return, or to $50,000 more

is $10,000 or more, stop here; you later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .Qualifying 
can take a full IRA deduction for 13. Multiply line 3 by .225. If the result iswidow(er)
contributions of up to $2,000 or not a multiple of $10, round it to the
100% of your compensation,Married— $0.01 to $10,000 or next highest multiple of $10.
whichever is less.) . . . . . . . . . . . . . . . . . .separate $10,000 more However, if the result is less than

return 4. Multiply line 3 by .20. If the result is $200, enter $200 . . . . . . . . . . . . . . . . . . .
not a multiple of $10, round it to the 14. Enter the amount from line 7 . . . . . . . .

Also, see Table 18–1 earlier. next highest multiple of $10. (For
15. Subtract line 14 from line 13. Enter

example, $611.40 is rounded to
the result, but not more than line 12

$620.) However, if the result is lessHow To Figure Your
16. Spousal IRA deduction. Comparethan $200, enter $200 . . . . . . . . . . . . . .Reduced IRA Deduction lines 4, 5, and 15. Enter the smallest

5. Enter your compensation. Do notYou can figure your reduced IRA deduction amount (or a smaller amount if you
include your spouse’sfor either Form 1040 or Form 1040A by us- choose) here and on your Form 1040
compensation, and, if you file Forming the following worksheet. Also, the in- or 1040A. (If line 12 is more than line
1040, do not reduce yourstructions for these tax forms include similar 16 and you want to make a
compensation by any losses fromworksheets. nondeductible contribution for your
self-employment. . . . . . . . . . . . . . . . . . . . spouse, go to line 17) . . . . . . . . . . . . . . .

Note.  If you were married and both you 6. Enter contributions you made, or
and your spouse worked and you both con- plan to make, to your IRA for 1994, 17. Spousal IRA nondeductibletributed to IRAs, use separate worksheets to but do not enter more than $2,000. contributions. Subtract line 16 fromfigure your deductions. (If contributions are more than line 12. Enter the result here and onIf you were divorced or legally separated $2,000, see Excess Contributions, line 1 of your spouse’s Form 8606.(and did not remarry) before the end of the later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
year, you cannot deduct any contributions

7. IRA deduction. Compare lines 4, 5,you made to your spouse’s IRA. You can de-
and 6. Enter the smallest amount (or Reporting Deductibleduct only the contributions you made to your
a smaller amount if you choose) here Contributions own IRA, and your deductions are subject to
and on the Form 1040 or 1040A linethe adjusted gross income limit rules for sin- You do not have to itemize deductions to
for your IRA, whichever applies. (Ifgle individuals. claim your deduction for IRA contributions. If
line 6 is more than line 7 and you you file Form 1040, deduct your IRA contri-
want to make a nondeductible butions for 1994 on line 23a and, if you file aDeductible (and nondeductible) IRA con- contribution, go to line 8.) . . . . . . . . . . . joint return, deduct your spouse’s IRA contri-tributions for an IRA other than a spousal

8. Nondeductible contributions. butions on line 23b.IRA.  Complete lines 1 through 8 to figure
Subtract line 7 from line 5 or 6, If you file Form 1040A, deduct your con-your deductible and nondeductible contribu-
whichever is smaller. Enter the result tributions on line 15a and, if you file a joint re-tions for the year.
here and on line 1 of your Form turn, deduct contributions to your spouse’s
8606, Nondeductible IRAs IRA on line 15b.

Worksheet for Reduced IRA Deduction (Contributions, Distributions, and You can use either form in most cases.
Basis). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . You cannot use Form 1040EZ.(Use only if you are covered or considered 

covered by an employer retirement plan and 
Form 5498.  You should receive by May 31,your modified AGI is within the applicable 
1995, Form 5498, Individual Retirement Ar-phaseout range) Deductible (and nondeductible) IRA con-
rangement Information, or similar statement,tributions for spousal IRA.  The deductionIf your And your Enter on from plan sponsors, showing all the contribu-phaseout rules that reduce or eliminate yourfiling status modified AGI line 1 tions made to your IRA for 1994.IRA deduction also apply to a spousal IRA. Ifis: is over: below: 

you have a spousal IRA, are covered by an
Trustee’s fees.  Trustee’s administrativeemployer retirement plan, and your modifiedSingle, or Head of 
fees that are billed separately and paid byAGI is within the applicable phaseout range,household $25,000 $35,000
you in connection with your IRA are deducti-you can take only a reduced spousal IRA
ble. They are deductible (to the extent theyMarried–joint deduction.
are ordinary and necessary) as a miscellane-return, Complete lines 9 through 17 to figure de-
ous deduction on Schedule A (Form 1040).or Qualifying ductible and nondeductible contributions
The deduction is subject to the 2% of ad-widow(er) $40,000 $50,000 (discussed later) for the year to a spousal
justed gross income limit (see Chapter 30).

IRA (see IRA for your spouse and SpousalMarried–separate These fees are not subject to the IRA con-
IRA, earlier).return  $   –0– $10,000 tribution limit.

9. Enter the smaller of $2,250 or the1. Enter applicable amount Broker’s commissions  that you paid in
amount on line 5 . . . . . . . . . . . . . . . . . . . .from above . . . . . . . . . . . . . . . . . . . . . . . . . connection with your IRA are subject to the
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IRA contribution limit. They are not deducti- • You received IRA distributions in 1994 and Examples – Deductible and
ble as a miscellaneous deduction on Sched- you have ever made nondeductible contri- Nondeductibleule A (Form 1040). butions to any of your IRAs.

Contributions 
The following examples illustrate the use ofNondeductible If you receive a distribution from an IRA in
the IRA deduction worksheet shown earlierthe same year that you make an IRA con-Contributions under How To Figure Your Reduced IRAtribution that may be partly nondeduct-Although your deduction for IRA contribu- Deduction.ible,  use the worksheet in chapter 6 of Publi-tions may be reduced or eliminated because

cation 590 to figure the taxable portion of the Example 1.  For 1994, Tom and Bettyof the adjusted gross income limit (see De-
distribution. Smith file a joint return on Form 1040. Theyductible Contributions, earlier), you can still

both work and he is covered by a retirementmake contributions of up to $2,000 ($2,250
plan at work. His salary is $40,000 and hersfor a regular IRA and a spousal IRA) or 100% If you do not report nondeductible contri-
is $6,555. They each have an IRA and theirof compensation, whichever is less. Often, butions,  all of your IRA contributions will be
combined modified AGI is $46,555. Sincethe difference between your total permitted treated as deductible. Thus, when you make
their modified AGI is between $40,000 andcontributions and your total deductible con- withdrawals from your IRA, they will be taxed
$50,000 and Tom is covered by an employertributions, if any, is your nondeductible unless you can show, with satisfactory evi-
plan, each of them is subject to the deductioncontribution. dence, that nondeductible contributions limits (see Deduction Limits, earlier).

were made.Example.  Sonny Jones is single. In For 1994, Tom contributed $2,000 to his
1994, he is covered by a retirement plan at IRA and Betty contributed $500 to hers. They
work. His salary is $52,312. His modified AGI Penalty for overstatement.  If you overstate must use separate worksheets to figure the
is $55,000. Sonny makes a $2,000 IRA con- nondeductible contributions on your Form reduced IRA deduction for each of them be-
tribution for that year. Because he is covered 8606, you must pay a penalty of $100 for cause both had IRAs.
by a retirement plan and his modified AGI is Tom can take a deduction of only $690each overstatement, unless it was due to
over $35,000, he cannot deduct his $2,000 (see the worksheet below). Even though hereasonable cause.
IRA contribution. However, he may choose contributed the maximum amount allowable
to either: ($2,000), $1,310 ($2,000 minus $690) of hisPenalty for failure to file Form 8606.  You

con t r ibu t ions  mus t  be  t rea ted  as1) Designate this contribution as a nonde- will have to pay a $50 penalty if you do not
nondeductible.ductible contribution by reporting it on file a required Form 8606, unless you can

He can choose to treat the $690 as eitherhis tax return, as explained later under prove that the failure was due to reasonable deductible or nondeductible contributions.Reporting Nondeductible Contributions, cause. He can also either leave the $1,310 of non-or
deductible contributions in his IRA or with-

2) Withdraw the contribution as explained draw them by April 17, 1995. He decides toTax-Free Withdrawal oflater under Tax-Free Withdrawal of treat the $690 as deductible contributions
Contributions. Contributions and leave the $1,310 of nondeductible con-

tributions in his IRA.If you made IRA contributions for 1994, youAs long as your contributions are within Betty can treat all or part of her contribu-can withdraw them tax free (except for anythe contribution limits just discussed, none of tions as either deductible or nondeductible.earnings on them) by April 17, 1995 (or athe earnings on those contributions (deducti- This is because her $500 contribution forlater date if you have an extension to file yourble or nondeductible) or gains will be taxed 1994 is less than the $690 deduction limit forreturn). You can do this if:until they are distributed. See When Can I her IRA contributions that year (see line 4 of
Withdraw or Use Assets From an IRA? later. her worksheet, later). She decides to treat• You did not take a deduction for the contri-

her $500 IRA contributions as deductible.butions you withdraw, and
Cost basis.  You will have a cost basis in Using the Worksheet for Reduced IRA
your IRA to the extent of your nondeductible • You also withdraw any interest or other in- Deduction, Tom figures his deductible and
contributions. Your basis is the sum of the come earned on the contributions. You nondeductible amounts as follows:
nondeductible amounts you have contrib- must report this income on your 1994
uted to your IRA less any distributions of return.

Worksheet for Reduced IRA Deductionthose amounts. Using Form 8606, you can
withdraw your basis tax free. See When Can (Use only if you are covered or considered IRA trustees must include these amounts inI Withdraw or Use Assets From an IRA? covered by an employer retirement plan and box 1 and, if applicable, in box 2a of Formlater. your modified AGI is within the applicable 1099-R. You must report these amounts on

phaseout range)line 15a, Form 1040. If there is an amount in
Reporting Nondeductible box 2a of Form 1099-R, include it on line 15b

If your And your Enter on Contributions of Form 1040.
filing status modified AGI line 1 You must report nondeductible contributions Premature withdrawal tax.  The 10 per- is: is over: below: to the IRS, but you do not have to designate cent additional tax on withdrawals made

a contribution as nondeductible until you file before you reach age 591/2 does not apply to Single, or Head of 
your tax return. When you file, you can also these withdrawals of your contributions. household $25,000 $35,000
designate otherwise deductible contributions However, your withdrawal of interest or other
as nondeductible. Married–jointincome may be subject to this tax.

To designate contributions as nonde- return, Excess Contribution tax.  If any part of
ductible,  you must file Form 8606, Nonde- or Qualifying these contributions is an excess contribution
ductible IRAs (Contributions, Distributions, widow(er) $40,000 $50,000for 1993, it is subject to a 6% excise tax, un-
and Basis). You must file Form 8606 to re- less you withdrew it from your IRA by April

Married–separate port nondeductible contributions even if you 15, 1994. An excess contribution for 1994
return  $   –0– $10,000do not have to file a tax return for the year. must be withdrawn by April 17, 1995, to

File Form 8606 if: avoid the excise tax. See Excess Contribu-
1. Enter applicable amount tions under What Acts Result in Penalties?,• You made nondeductible contributions to

from above . . . . . . . . . . . . . . . . . . . . . . . . . 50,000later.your IRA for 1994, or
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2. Enter your modified AGI Married–separate 9. Enter the smaller of $2,250 or the
(combined, if married return  $   –0– $10,000 amount on line 5 . . . . . . . . . . . . . . . . . . . . 2,250
filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . 46,555 10. Add lines 7 and 8. Enter the total. If

this amount is equal to or more1. Enter applicable amount 
than line 9, stop here; you cannotfrom above . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Note:  If line 2 is equal to or more than the make contributions to a spousal IRA.
2. Enter your modified AGIamount on line 1, stop here; your IRA contri- Also, see Excess Contributions,

(combined, if married butions are not deductible; see Nondeduct- later. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
filing jointly) . . . . . . . . . . . . . . . . . . . . . . . . . 46,555ible Contributions, earlier. 11. Subtract line 10 from line 9 . . . . . . . . . 250

12. Enter the smallest of: 
3. Subtract line 2 from line 1. (If line 3 (a) contributions for 1994 to yourNote:  If line 2 is equal to or more than theis $10,000 or more, stop here; you spouse’s IRA; (b) $2,000; or (c) lineamount on line 1, stop here; your IRA contri-can take a full IRA deduction for 11. (If contributions are more thanbutions are not deductible; see Nondeduct-contributions of up to $2,000 or $2,000, see Excess Contributions,ible Contributions, earlier.100% of your compensation, later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250

whichever is less.) . . . . . . . . . . . . . . . . . . 3,445
13. Multiply line 3 by .225. If the result is3. Subtract line 2 from line 1. (If line 34. Multiply line 3 by .20. If the result is not a multiple of $10, round it to theis $10,000 or more, stop here; younot a multiple of $10, round it to the next highest multiple of $10.can take a full IRA deduction fornext highest multiple of $10. (For However, if the result is less thancontributions of up to $2,000 orexample, $611.40 is rounded to $200, enter $200 . . . . . . . . . . . . . . . . . . . 780100% of your compensation,$620.) However, if the result is less
14. Enter the amount from line 7 . . . . . . . . 690whichever is less.) . . . . . . . . . . . . . . . . . . 3,445than $200, enter $200 . . . . . . . . . . . . . . 690
15. Subtract line 14 from line 13. Enter4. Multiply line 3 by .20. If the result is5. Enter your compensation. Do not

the result, but not more than line 12 90not a multiple of $10, round it to theinclude your spouse’s
16. Spousal IRA deduction. Comparenext highest multiple of $10. (Forcompensation, and, if you file Form

lines 4, 5, and 15. Enter the smallestexample, $611.40 is rounded to1040, do not reduce your
amount (or a smaller amount if you$620.) However, if the result is lesscompensation by any losses from
choose) here and on your Form 1040than $200, enter $200 . . . . . . . . . . . . . . 690self-employment. . . . . . . . . . . . . . . . . . . . 40,000
or 1040A. (If line 12 is more than line5. Enter your compensation. Do not6. Enter contributions you made, or
16 and you want to make ainclude your spouse’splan to make, to your IRA for 1994,
nondeductible contribution for yourcompensation, and, if you file Formbut do not enter more than $2,000.
spouse, go to line 17.) . . . . . . . . . . . . . . 901040, do not reduce your(If contributions are more than

compensation by any losses from$2,000, see Excess Contributions,
17. Spousal IRA nondeductibleself-employment. . . . . . . . . . . . . . . . . . . . 6,555later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

contributions. Subtract line 16 from6. Enter contributions you made, or7. IRA deduction. Compare lines 4, 5,
line 12. Enter the result here and onplan to make, to your IRA for 1994,and 6. Enter the smallest amount (or
line 1 of your spouse’s Form 8606. 160but do not enter more than $2,000.a smaller amount if you choose) here

(If contributions are more thanand on the Form 1040 or 1040A line Although Tom contributed the maximum
$2,000, see Excess Contributions,for your IRA, whichever applies. (If amount (a total of $2,250) to his and Betty’s
later.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500line 6 is more than line 7 and you IRAs, because of the adjusted gross income

want to make a nondeductible 7. IRA deduction. Compare lines 4, 5, limit, their allowable IRA deductions total
contribution, go to line 8.) . . . . . . . . . . . 690 and 6. Enter the smallest amount (or only $780 ($690 + $90).

8. Nondeductible contributions. a smaller amount if you choose) here
Subtract line 7 from line 5 or 6, and on the Form 1040 or 1040A line
whichever is smaller. Enter the result for your IRA, whichever applies. (If
here and on line 1 of your Form Can Retirement Planline 6 is more than line 7 and you
8606, Nondeductible IRAs want to make a nondeductible Assets Be(Contributions, Distributions, and contribution, go to line 8.) . . . . . . . . . . . 500
Basis). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,310 8. Nondeductible Contributions. Transferred? 

Subtract line 7 from line 5 or 6, IRA rules permit you to transfer, tax free, as-Betty figures her IRA deduction as whichever is smaller. Enter the result sets (money or property) from other retire-follows: here and on line 1 of your Form ment programs (including IRAs) to an IRA.
8606, Nondeductible IRAs The rules permit the following kinds of
(Contributions, Distributions, andWorksheet for Reduced IRA Deduction transfers:
Basis). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0

• Transfers from one trustee to another,(Use only if you are covered or considered 
covered by an employer retirement plan and The IRA deductions of $690 and $500 on • Rollovers, and

your modified AGI is within the applicable the joint return for Tom and Betty total • Transfers incident to a divorce.phaseout range) $1,190. Betty’s unused IRA deduction limit of
$190 ($690 − $500) cannot be transferred to

If your And your Enter on Tom to increase his deduction.
filing status modified AGI line 1 Transfer From

Example 2.  Assume the facts in Exam-is: is over: below: One Trustee to Another ple 1, except that Tom contributed $250 to a
spousal IRA because Betty had no compen- A transfer of funds in your IRA from one trus-Single, or Head of 
sation for the year and did not contribute to tee directly to another, either at your requesthousehold $25,000 $35,000
an IRA. Their modified AGI remains at or at the trustee’s request, is not a rollover.

Married–joint $46,555. Tom uses lines 1 through 8 of his It is, however, a tax-free transfer. As such it
return, worksheet to complete the spousal IRA por- is not affected by the one-year waiting period
or Qualifying tion of the Worksheet for Reduced IRA De- that is required between rollovers, discussed
widow(er) $40,000 $50,000 duction as follows. next. For information about direct transfers to
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IRAs from retirement programs other than If you inherited an IRA from your spouse, of the transfer, is treated as your IRA. The
you can roll it over into an IRA established for transfer is tax free. For detailed information,IRAs, see Publication 590.
you. get Publication 590.

Rollovers
If you inherited an IRA from someone

Generally, a rollover is a tax-free distribution (other than your spouse) who died after
to you of cash or other assets from one re- When Can IDecember 31, 1983,  you cannot roll it over
tirement plan that you contribute (roll over) to or allow it to receive a rollover contribution. Withdraw or Useanother retirement plan. The amount you roll You must withdraw the IRA assets within a
over tax free, however, is generally taxable certain period. For more information, get Assets From an IRA? later when the new plan pays that amount to Publication 590.
you or your beneficiary. There are rules limiting the withdrawal and

Distributions from qualified employer use of your IRA assets. Violation of the rules
Kinds of rollovers to an IRA.  There are two plans.  Special rules apply to distributions generally results in additional taxes in the
kinds of rollover contributions to an IRA. In made from qualified employer plans that are year of violation. See Prohibited Transac-
one, you put amounts you receive from one rolled over or transferred to IRAs. The rules tions, Premature Distributions (Early With-
IRA into another. In the other, you put primarily relate to requirements affecting roll- drawals), Excess Accumulations (Insufficient
amounts from an employer’s qualified overs, income tax withholding, and notices to Distributions) and Excess Distributions,
(meets certain requirements) retirement plan recipients. Get Publication 590 for more later.
for its employees, such as a qualified pen- information.
sion plan, into an IRA. Maximum rollover.  If you roll over a dis- Age 591/2 rule.  Generally, until you reach the

tribution from your employer’s plan into an age of 591/2, you cannot withdraw assets
IRA, the most that you can roll over is theYou cannot deduct a rollover contribution (money or other property) from your IRA
otherwise taxable part of any eligible roll-but you must report the rollover distribution without having to pay an additional tax. How-
over distribution. The distribution you re-on your tax return as discussed later under ever, there are a number of exceptions to
ceive generally will be all taxable unless youReporting Your Rollover. that rule. See Premature Distributions (Early
have made nondeductible employee contri- Withdrawals), later.
butions to the plan.You must make the rollover contribution

Eligible rollover distribution.  Gener-by the 60th day after the day you receive Required Distributions ally, an eligible rollover distribution is any dis-the distribution  from your IRA or your em-
tribution from a qualified retirement plan You cannot keep funds in your IRA indefi-ployer’s plan. If the amount distributed to you
except: nitely. You must eventually withdraw themfrom an IRA or a qualified employer retire-

or pay an excise tax on excess accumula-ment plan becomes a frozen deposit in a fi- 1) A required minimum distribution, or
tions in your IRA. See Excess Accumulationsnancial institution during the 60-day period 2) Any of a series of substantially equal pe-
(Insufficient Distributions), later. The require-allowed for a rollover, a special rule extends riodic distributions paid at least once a
ments for withdrawing IRA funds differ de-the period. For more information, get Publi- year over:
pending on whether you are the IRA ownercation 590.

a) Your lifetime or life expectancy, or the beneficiary of a decedent’s IRA.
b) The lifetimes or life expectancies ofWaiting period between rollovers.  You

you and your beneficiary, or IRA owners.  If you are an IRA owner, youcan take (receive) a distribution from a par-
must choose to withdraw the balance in yourticular IRA and make a rollover contribution c) A period of 10 years or more.
IRA in one of the following two ways:to another IRA only once in any one-year pe-

riod. The one-year period begins on the date The otherwise taxable parts of most other 1) By withdrawing the entire balance in
you receive the IRA distribution, not on the distributions from qualified retirement plans your IRA by the required beginning date
date you roll it over into another IRA. are eligible rollover distributions. (defined below), or

This rule applies separately to each IRA
2) By starting to withdraw periodic distri-you own. For example, if you have two IRAs, Reporting Your Rollover 

butions of the balance in your IRA byIRA-1 and IRA-2, and you roll over assets of Report a distribution from a qualified plan on the required beginning date.IRA-1 into a new IRA-3, you may also make line 16a, Form 1040, or line 11a, Form
a rollover from IRA-2 into IRA-3, or into any 1040A. If the total distribution was rolled over
other IRA within one year after the rollover Required beginning date (age 701/2into an IRA or other qualified plan, enter zero
distribution from IRA-1. These are both roll- rule).  You must receive the entire balance inon line 16b, Form 1040, or line 11b, Form
overs because you have not received more your IRA or begin receiving periodic distribu-1040A. Otherwise, enter the taxable part of
than one distribution from either IRA within tions from your IRA by April 1 of the year fol-the distribution on line 16b, Form 1040, or
one year. However, you cannot, within the lowing the year in which you reach age 701/2.line 11b, Form 1040A.
one-year period, again roll over the assets Periodic distributions.  If the distribu-Use lines 15a and 15b, Form 1040, or
you rolled over into IRA-3 into any other IRA. tions are to be made over a period of years,lines 10a and 10b, Form 1040A, to report dis-

Exception.  There is an exception to this you must receive at least the minimumtributions from one IRA rolled over into an-
rule for distributions from certain failed finan- amount required for each year starting withother IRA.
cial institutions. Get Publication 590 for more the year you reach age 701/2 (your 701/2 year).
information. If you did not receive any distributions (or theFor further information on rollovers,  get

full required minimum distribution) in yourPublication 590.
Partial rollovers.  If you withdraw assets 701/2 year, then you must receive the required
from an IRA, you may roll over part of the minimum distribution by April 1 of the nextTransferswithdrawal into another IRA and keep the year. Required distributions for later years

Incident to Divorce rest of it. The amount you keep is generally must be made by December 31 of each year.
taxable (except to the extent it is a return of For more information,  including how toIf an interest in an IRA is transferred from
nondeductible contributions) and may be figure your required minimum distributionyour spouse or former spouse to you by a de-
subject to the 10% additional tax on prema- each year and how to figure your requiredcree of divorce or separate maintenance, or
ture distributions and the 15% tax on excess distribution if you are a beneficiary of a dece-a written document related to such a decree,
distributions, discussed later. the interest in the IRA, starting from the date dent’s IRA, get Publication 590.
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Form 8606. You must complete, and attachTax Treatment of Prohibited Transactions 
to your return, Form 8606 if you receive an

Generally, a prohibited transaction is any im-Distributions IRA distribution and have ever made nonde-
proper use of your IRA by you or any dis-In general, include IRA distributions in your ductible IRA contributions. Using the form,
qualified person.gross income in the year you receive them. you will figure the nontaxable distributions for

Some examples of disqualified personsExceptions to this general rule are rollovers 1994, and your total IRA basis for 1994 and for this purpose are:and timely withdrawals of contributions, dis- earlier years.
cussed earlier, and the return of nondeduct- Your fiduciary, or
ible contributions, discussed next under Dis-

Distributions reported on Form 1099–R. Members of your family (spouse, ances-tributions Fully or Partly Taxable.
You will receive Form 1099–R, Distributions tor, lineal descendent, and any
From Pensions, Annuities, Retirement or spouse of a lineal descendent).Failed financial institutions.  The general
Profit-Sharing Plans, IRAs, Insurance Con-rule (you must include IRA distributions in
tracts, Etc., or similar statement, if you re- Some examples of prohibited transac-your gross income unless properly rolled
ceive a distribution from your IRA. IRA distri- tions with an IRA are:over) applies to distributions made (with or
butions are shown in boxes 1 and 2 of Formwithout your consent) by the receiver of a • Borrowing money from it,1099–R. A number or letter code in box 7savings institution that is placed in receiver-
tells you what type of distribution you re- • Buying property for personal use (presentship. For an exception to the one-year wait-
ceived from your IRA. or future) with IRA funds,ing period rule for rollovers of certain distri-

butions from failed financial institutions, see
• Selling property to it,

Publication 590. Reporting taxable distributions on your
• Receiving unreasonable compensation forreturn.  Report fully taxable distributions, in-

managing it, orOrdinary income.  IRA distributions that you cluding taxable premature distributions, on
must include in income are taxed as ordinary line 15b, Form 1040 (no entry is required on • Using the IRA as collateral for a loan.
income. line 15a), or line 10b, Form 1040A. If only

part of the distribution is taxable, enter the to-
Effect on an IRA account.  Generally, if youNo special treatment.  In figuring your tax, tal amount on line 15a, Form 1040 (or line
or your beneficiary engage in a prohibitedyou cannot use the special averaging or cap- 10a, Form 1040A), and the taxable part on transaction at any time during the year withital gain treatment that applies to lump-sum line 15b, Form 1040 (or line 10b, Form your IRA account, it will not be treated as andistributions from qualified employer plans. 1040A). You cannot report distributions on IRA as of the first day of the year.

Form 1040EZ.
Distributions Fully Effect on you (or your beneficiary).  If you

Withholding.  Federal income tax is with-or Partly Taxable (or your beneficiary) engage in a prohibited
held from IRA distributions unless you transaction with your IRA account at anyYour IRA distributions may be fully or partly
choose not to have tax withheld. See chapter time during the year, you (or your benefici-taxable, depending on whether your IRA in-
5. ary) must include the fair market value of allcludes any nondeductible contributions.

Distributions paid outside the United (or part, in certain cases) of the IRA assets in
States or its possessions.  In general, if your gross income for that year. The fair mar-Fully taxable.  If only deductible contribu-
you are a U.S. citizen or resident alien and ket value is the price at which the IRA assetstions were made to your IRA (or IRAs, if you
your home address is outside the United would change hands between a willing buyerhave more than one) since it was set up, you
States or its possessions, you cannot and a willing seller, when neither has anyhave no basis in your IRA. Because you

need to buy or sell, and both have reasona-choose exemption from withholding on yourhave no basis in your IRA, any distributions
ble knowledge of the relevant facts.IRA payments.are fully taxable when received. See Report-

You must use the fair market value of theing taxable distributions on your return, later.
assets as of the first day of the year you en-
gaged in the prohibited transaction. You mayPartly taxable.  If you made nondeductible
also have to pay the 10% additional tax onWhat Acts Result incontributions to any of your IRAs, you have a
premature distributions and the 15% tax oncost basis (investment in the contract) to the Penalties? excess distributions, discussed later.extent of those contributions. These nonde-

Excise taxes. If someone other than theductible contributions are not taxed when The tax advantages of using IRAs for retire-
owner or beneficiary of an IRA engages in athey are distributed to you. They are a return ment savings can be offset by additional
prohibited transaction, that person may be li-of your investment in your IRA. taxes and penalties if you do not follow the
able for certain excise taxes. In general,When IRA distributions are made, special rules. For example, there are additions to the there is a 5% tax on the amount of the prohi-rules apply in figuring the tax on the distribu- regular tax for using your IRA funds in prohi- bited transaction and a 100% additional tax iftions if: bited transactions. There are also additional the transaction is not corrected.

taxes for:• Only nondeductible IRA contributions
were made and there are earnings or • Making excess contributions, Investment in collectibles.  If your IRA in-
gains, or vests in collectibles, the amount invested is

• Making early withdrawals (taking prema-• If both deductible and nondeductible IRA considered distributed to you in the year in-
ture distributions),contributions were made. vested. You may have to pay the 10% addi-

tional tax on premature distributions and the• Allowing excess amounts to accumulate
excise taxes discussed above may apply.Only the part of the distribution that repre- (failing to make required withdrawals), or

Collectibles include  art works, rugs,sents nondeductible contributions (your cost
• Receiving excess distributions. antiques, metals, gems, stamps, coins, alco-basis) is not taxable. Once nondeductible

holic beverages, and other tangible personalcontributions have been made, distributions
There are penalties for overstating the property if specified by the IRS.consist partly of nondeductible contributions

amount of nondeductible contributions and(basis) and partly of deductible contributions, Exception.  Your IRA can invest in one,
for failure to file a required Form 8606. Seeearnings, or gains. Until you run out of basis, one-half, one-quarter, or one-tenth ounce
Reporting Nondeductible Contributions,each distribution is partly taxable and partly U.S. gold coins, or one ounce silver coins

nontaxable. earlier. minted by the Treasury Department.
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For more information  on prohibited trans- More information.  For more information onPremature Distributions
actions, get Publication 590. excess accumulations, see chapter 7 of Pub-

(Early Withdrawals) lication 590.
You must include premature distributions inExcess Contributions 
your gross income and, because they are Excess Distributions Generally, an excess contribution is the premature, there will be an additional 10%

amount contributed to your IRA(s) for the If you received retirement distributionstax on them. See the discussion of Form
year that is more than the smaller of: during the year of more than $150,000, you5329 later to figure and report the tax.

may have to pay a 15% tax on the distribu-• Your taxable compensation for the year, or Premature distributions  are amounts
tions exceeding that amount. The term ‘‘re-

you withdraw from your IRA before you are• $2,000. tirement distributions’’ means your distribu-
591/2. tions from any qualified employer plans, tax-

Exceptions.  The 10% tax will not applyExample.  You were single and earned sheltered annuity plans, or IRAs.
to the following distributions:$30,000 in 1994. You contributed $2,500 to This tax is reduced by  any tax on pre-

your IRA for 1994. Your contribution limit is mature distributions that applies to the ex-• Portions of any distributions treated as a
$2,000. Your reduced IRA deduction, figured cess distribution. See Premature Distribu-return of nondeductible contributions.
using the Worksheet for Reduced IRA De- tions, discussed earlier.• Distributions made after the owner’sduction, is $1,000. You made an excess con-

death,tribution for 1994 of $500 ($2,500 minus Excluded distributions.  The excess distri-
$2,000). • Distributions made because you become bution tax does not apply to the following

disabled. distributions:
Tax on excess contributions. You must • Distributions that are a part of a series of • Distributions after the death of the IRApay a 6% tax each year on excess amounts substantially equal payments over your life owner (or employee in the case of em-that remain in your IRA at the end of your tax (or life expectancy), or over the lives (or ployer plans),year. The excess is taxed for the year the ex- life expectancies) of you and your benefici- • Distributions that are rolled over,cess contribution is made and for each year ary . For this exception to apply, you must
after that until you correct it. The tax cannot • Distributions that represent nondeductibleuse an IRS-approved distribution method
be more than 6% of the value of your IRA as contributions,and take at least one distribution annually.
of the end of your tax year. The tax does not

Also, the payments must continue for at • Distributions to an alternate payee under aapply to a rollover contribution.
least 5 years, or until you reach age 591/2, qualified domestic relations order, if in-
whichever is the longer period. This 5-year cludible in the alternate payee’s income,Excess contributions you withdraw by
rule does not apply if the payment change

the date your return is due.  You will not • Corrective distributions of excess deferrals
is because of the death or disability of the

have to pay the 6% tax if you withdraw an ex- under a salary reduction arrangement (or
IRA owner.cess contribution made during a tax year a similar qualified plan), and

• Distributions that are rolled over, as dis-and interest or other income earned on it by • Certain other corrective distributions from
cussed earlier under Rollovers.the date your return for that year is due, in- an employer’s qualified retirement plan.

cluding extensions.
You do not have to include  in your For more information  on premature distri- For more information on excess distribu-

gross income an excess contribution that butions, get Publication 590. tions, get Publication 590.
you withdraw from your IRA before your tax
return is due if: Excess Accumulations Reporting Additional Taxes1) You did not take a deduction for that ex- (Insufficient Distributions) Generally you must use Form 5329, Addi-cess amount on your return, and

tional Taxes Attributable to Qualified Retire-You cannot keep amounts in your IRA indefi-2) The interest or other income earned on ment Plans (Including IRAs), Annuities, andnitely. Generally, you must begin receivingthe excess was also withdrawn. Modified Endowment Contracts, to report thedistributions by April 1 of the year following
tax on excess contributions, premature dis-the year in which you reach age 701/2.However, you must include in your tributions, excess distributions, and excess

gross income any interest or other income accumulations. You must file Form 5329 ifTax on excess.  If distributions from yourearned on the excess contribution (whether you receive excess distributions from a quali-IRA(s) during the year are less than the re-a deductible or nondeductible contribution). fied retirement plan, whether or not you owequired minimum distribution for the year, youReport it on your return for the year in which tax on them.may have to pay a 50% excise tax for thatthe excess contribution was made. Your You do not have to use Form 5329 if:year on the excess amount remaining in yourwithdrawal of interest or other income may
• Distribution code 1 is shown in box 7 ofIRA.be subject to an additional 10% tax on early

Form 1099-R, Distributions From Pen-withdrawals, discussed later.
sions, Annuities, Retirement or Profit-Request to excuse the tax.  If the excess
Sharing Plans, IRAs, Insurance Contracts,accumulation is due to reasonable error andExcess contributions you withdraw after
etc. Instead, multiply the taxable part ofyou have taken, or are taking, steps to rem-your return is due.  If the total contributions
the distribution by 10% and enter the resultedy the insufficient distribution, you can re-(other than rollover contributions) for the
on line 51 of Form 1040. Write ‘No‘ on thequest that the tax be excused.year were $2,250 or less, and there were no
dotted line next to line 51 to indicate thatemployer contributions, you may withdraw
you do not have to file Form 5329 How-Exemption from tax.  IRAs invested in con-any excess contribution after the due date for
ever, if you owe this tax and also owe anytracts issued by insurance companies mayfiling your return for that year, including ex-
other additional tax on a distribution, dobe unable to make required distributions be-tensions. You do not include the withdrawn
not enter this 10% additional tax directlycause the insurance company is in state in-contribution in your income. This applies only
on your Form 1040. You must file Formsurer delinquency proceedings. In this case,to the part of the excess for which you did not
5329 to report your additional taxes.the 50% excise tax for failure to make re-take a deduction. The 6% tax applies to the

quired IRA distributions will not apply. How-excess contribution amount that remains in • You qualify for an exception to the tax. You
ever, to qualify for this exemption, the condi-your IRA at the end of a year (this includes need not report the exception if distribution
t ions and requi rements  o f  Revenuethe year of the contribution and any later code 2, 3, or 4 is shown in box 7 of Form

year). Procedure 92-10 must be satisfied. 1099-R. However, if one of those codes is
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not shown, or the code shown is incorrect, To solve this problem, you make the ad- Self-Employed Person’s Rate Worksheet
you must file Form 5329 to report the justment to net earnings indirectly by reduc-

1) Plan contribution rate as a decimalexception. ing the contribution rate called for in the plan.
(for example, 101/2% would beUse the following worksheets to find this re-
0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.105duced contribution rate and your maximumIf you file Form 1040,  complete Form

deduction. Make no reduction to the contri-5329 and attach it to your Form 1040. Enter 2) Rate in line 1 plus one, (for
bution rate for any other employees.the total amount of IRA tax due on line 51, example, 0.105 plus one would be

Form 1040. 1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.105
If you do not have to file a Form 1040 Self-Employed Person’s Rate Worksheet 3) Self-employed rate as a decimal

but do have to pay one of the IRA taxes men-
(divide line 1 by line 2) . . . . . . . . . . . . 0.0950

tioned earlier, file the completed Form 5329 1) Plan contribution rate as a decimal
with IRS at the time and place you would (for example, 101/2% would be
have filed your Form 1040. Include a check 0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
or money order payable to the Internal Reve- Self-Employed Person’s Deduction Worksheet2) Rate in line 1 plus one (for
nue Service for the tax you owe, as shown on example, 0.105 plus one would be

Step 1Form 5329. Write your social security num- 1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Enter your rate from the Self-ber, tax form number, and tax year on your

3) Self-employed rate as a decimal Employed Person’s Ratecheck or money order.
(divide line 1 by line 2) . . . . . . . . . . . . Worksheet . . . . . . . . . . . . . . . . . . . . .    0.0950

Step 2
Enter your net earnings from lineSimplified Employee Self-Employed Person’s Deduction Worksheet 3, Schedule C-EZ (Form 1040),
line 31, Schedule C (FormPension (SEP) Step 1
1040), line 36, Schedule F (FormEnter your rate from the Self-A simplified employee pension (SEP) is a
1040), or line 15a, Schedule K-1Employed Person’s Ratewritten plan that allows an employer to make
(Form 1065) . . . . . . . . . . . . . . . . . . . . $  200,000Worksheet . . . . . . . . . . . . . . . . . . . . .contributions toward his or her own (if a self-

Step 3employed individual) and employees’ retire- Step 2
Enter your deduction for self-ment without becoming involved in more Enter your net earnings from line
employment tax from line 25,complex retirement plans. The contributions 3, Schedule C-EZ (Form 1040),
Form 1040 . . . . . . . . . . . . . . . . . . . . . $    6,435are made to IRAs (SEP-IRAs) of the partici- line 31, Schedule C (Form

pants in the plan. By choosing a SEP plan, 1040), line 36, Schedule F (Form Step 4
an employer gives up advantages available 1040), or line 15a, Schedule K-1 Subtract Step 3 from Step 2 and
to Keogh plans. For example, the special (Form 1065) . . . . . . . . . . . . . . . . . . . . $ enter the result . . . . . . . . . . . . . . . . . $  193,565
averaging treatment that may apply to Keogh Step 3 Step 5
plan lump-sum distributions does not apply Enter your deduction for self- Multiply Step 4 by Step 1 and
to SEP-IRA distributions. employment tax from line 25, enter the result . . . . . . . . . . . . . . . . . $   18,389

The SEP rules permit an employer to Form 1040 . . . . . . . . . . . . . . . . . . . . . $
Step 6contribute (and deduct) each year to each

Step 4 Multiply $150,000 by your planparticipating employee’s SEP-IRA up to 15%
Subtract Step 3 from Step 2 and contribution rate. Enter the resultof the employee’s compensation or $30,000,
enter the result . . . . . . . . . . . . . . . . . $ but not more than $30,000 . . . . . $   15,750whichever is less (the contribution limit).

Step 5The contr ibut ions are funded by the Step 7
Multiply Step 4 by Step 1 andemployer. Enter the smaller of Step 5 or
enter the result . . . . . . . . . . . . . . . . . $

Step 6. This is your maximum
Step 6Figuring the 15% limit.  For purposes of de- deductible contribution. Enter

Multiply $150,000 by your plantermining the 15% limit, compensation is your deduction on line 27, Form
contribution rate. Enter the resultgenerally limited to $150,000, not including 1040. . . . . . . . . . . . . . . . . . . . . . . . . . . . $   15,750
but not more than $30,000 . . . . . $your employer’s contribution to your SEP-

IRA. Step 7 Net earnings from self-employment.
Enter the smaller of Step 5 or For SEP purposes, your net earnings are

Note.  For employees in a collective bar- Step 6. This is your maximum your gross income from your business that
gaining unit covered by a SEP for which the deductible contribution. Enter has the plan minus your allowable deduc-
$150,000 limit is not effective for the plan your deduction on line 27, Form tions for that business. Your personal ser-
year beginning in 1994, the compensation 1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . $ vices must be a material income-producing
limit is $242,280. factor in that business. Allowable deductions

include contributions to the SEP-IRAs ofExample.  You are a sole proprietor and
your employees. You must also reduce yourDeduction limit for a self-employed per- have employees. The terms of your plan pro-
earnings by the deduction for one-half ofson.  If you are self-employed and contribute vide that you contribute 101/2% (.105) of your
your self-employment tax and the deductionto your own SEP-IRA, special rules apply compensation, and 101/2% of your common-
for contributions to your own SEP-IRA. Netwhen figuring your maximum deduction for law employees’ compensation. Your net
earnings do not include tax-free items or de-these contributions. earnings from line 31, Schedule C (Form
ductions related to them, but do include for-For determining the 15% limit,  dis- 1040) is $200,000. In figuring this amount,
eign earned income and housing costcussed above, your compensation is your you deducted your common-law employees’
amounts. Net earnings include a partner’snet earnings from self-employment. See Net compensation of $100,000 and contributions
distributive share of partnership income orearnings from self-employment, later. Note for them of $10,500 (101/2% x $100,000). This
loss (other than separately treated itemsthat, for this purpose, your net earnings must net earnings amount is now reduced to
such as capital gains or losses). If paid fortake into account your deduction for contri- $193,565 by subtracting your self-employ-
services to or for the partnership, net earn-butions to your own SEP-IRA. Because the ment tax deduction of $6,435. You figure
ings include guaranteed payments to a lim-deduction amount and the net earnings your self-employed rate and maximum de-
ited partner. They do not include distributionsamount are each dependent on the other, duction for employer contributions on behalf
of income or loss to a limited partner.this adjustment presents a problem. of yourself as follows:
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The contribution limit  (lesser of 15% of Employer’s SEP contributions excluded SEP-IRA on line 27, Form 1040. If you also
compensation or $30,000) discussed earlier from your wages on Form W-2.  Your em- make deductible contributions to your SEP-
also applies to any amounts you elect to ployer’s contributions to your SEP-IRA are IRA (or any other IRA you own), independent
have taken out of your income and contrib- generally excluded from your income rather of your employer contributions, take your de-
uted to the plan under a salary reduction ar- than deducted from it. Therefore, your em- duction on line 23, Form 1040.
rangement, discussed later. ployer’s contributions should not be included

The contribution limit discussed above in your Form W–2 wages unless there are
Excess contributions.  If your employerdoes not apply to contributions up to your contributions in excess of the limit that ap-
contributes more to your SEP-IRA than 15%IRA contribution limit that you make during plies, or unless there are contributions under
of your compensation or $30,000, whicheverthe year to your SEP-IRAs or regular IRAs in- a salary reduction arrangement. Form W–2

dependent of your employer’s contributions. should include contributions under a salary is less, you will not have to pay the 6% tax on
See How Much Can I Contribute and De- reduction arrangement for social security it if you withdraw this excess amount (and in-
duct?, earlier. and Medicare tax purposes only. terest or other income earned on it) from your

Even if your employer makes contribu- SEP-IRA before the due date for filing your
Salary reduction arrangement.  A SEP tions to your SEP-IRA, you may be able to tax return, plus extensions. However, you
may include a salary reduction arrangement. deduct the regular IRA contributions you must include the excess contribution in your
Under it, you can elect to have your employer make to your SEP-IRA or another IRA. gross income. Your Form W-2 should in-
contribute part of your pay to the SEP-IRA. clude the amount. 
Only the remaining portion of your pay is cur- Tax treatment by self-employed individu-
rently taxable. The tax on the contribution is als.  If you are self-employed (a sole proprie-

For more information on a SEP-IRA,  getdeferred. This choice is called an elective tor or partner) with a SEP, take your deduc-
Publication 590.deferral. tion for employer contributions to your own
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This chapter only discusses those expenses Closely related in time.  In general, moving
incurred beginning in 1994. For information expenses incurred within one year from the
on expenses incurred before 1994, see19. date you first reported to work are consid-
Chapter 2 of Publication 521, Moving ered closely related in time to the start of
Expenses. work at the new location. It is not necessaryMoving Expenses You may be able to deduct some of your that you arrange to work before moving to a
expenses for moving to a new home be- new location, as long as you actually do go to
cause you changed job locations or started a work.
new job. You can qualify for the deduction If you do not move within one year, you
whether you are self-employed or an em- ordinarily cannot deduct the expenses un-Important Changes
ployee. However, you must meet the Re- less you can show that circumstances ex-
quirements, explained later.for 1994 isted that prevented the move within that

This chapter contains two charts that may time.No deduction allowed for certain moving help you determine whether your move qual-
expenses.  For expenses incurred begin- Example.  Your family moved more thanifies for a deduction, and if so, how much you
ning in 1994, you cannot deduct as moving a year after you started work at a new loca-can deduct. The charts are:
expenses amounts you pay for: tion. Their move was delayed because you• Figure 19–A, Illustration of Distance Test,
• Meals while moving from your old resi- allowed your child to complete high school.which covers the minimum distance you

dence to your new residence, You can deduct your allowable movingmust move before you qualify to deduct
expenses.• Travel expenses, meals, and lodging for moving expenses, and

pre-move househunting trips, • Figure 19–B, Qualifying Moves Within the
Closely related in place.  A move is gener-• Meals and lodging while occupying tempo- U.S., which covers general qualifications.
ally considered closely related in place to therary quarters in the area of your new job,
start of work if the distance from your newand Moves to the United States.  If you retire
home to the new job location is not more thanwhile living and working overseas, you may• Qualified residence sale, purchase, and the distance from your former home to thebe able to deduct your expenses of movinglease expenses. new job location. A move that does not meetback to the U.S. If you are the survivor
this requirement can qualify if you can show(spouse or dependent) of a person whose
that:main job location at the time of death wasDistance test.  To deduct expenses incurred

outside the U.S., you may be able to deductbeginning in 1994, your new main job loca- 1) A condition of employment requires you
your expenses of moving back to the U.S.tion must be at least 50 miles farther from to live at your new home, or
See Retirees or Survivors Who Move to theyour former home than your old main job

2) You will spend less time or money com-U.S., later.location.
muting from your new home to your new
job.Moves outside the United States.  ThisMoving expenses no longer an itemized

chapter does not discuss moves outside thededuction.  For expenses incurred begin-
U.S. If you are a U.S. citizen or resident alienning in 1994, allowable moving expenses are
who moved outside the U.S. or its posses-no longer an itemized deduction. You can Home defined.  Your home means your
sions because of your job or business, seededuct these expenses in figuring your ad- main home (residence). It may be a house,
Publication 521 for special rules that apply tojusted gross income. apartment, or condominium. It also may be a
your move. houseboat, house trailer, or similar dwelling.

Reimbursements.  If you are reimbursed by Your home does not include other homes
Useful Itemsyour employer for allowable moving ex- owned or kept up by you or members of your
You may want to see:penses incurred beginning in 1994, your em- family. It also does not include a seasonal

ployer should exclude these reimburse- home, such as a summer beach cottage.
Publicationments from your income. You can only Your former home means your home before

deduct allowable moving expenses that ❏ 521 Moving Expenses you left for your new job location. Your new
were not reimbursed by your employer. home means your home within the area of❏ 523 Selling Your Home

your new job location.
Form (and Instructions)

Important Reminder ❏ 2119 Sale of Your Home Distance Test 
❏ 3903 Moving ExpensesChange of address.  If you change your Your move will meet the distance test if your

mailing address, be sure to notify the IRS us- new main job location is at least 50 miles❏ 3903–F Foreign Moving Expenses
ing Form 8822, Change of Address. Mail it to farther from your former home than your old

❏ 8822 Change of Addressthe Internal Revenue Service Center for your main job location. For example, if your old job
old address (addresses for the Service Cen- was 3 miles from your former home, your
ters are on the back of the form). new job must be at least 53 miles from that

former home.
Requirements The distance between a job location and

your home is the shortest of the more com-You can deduct your allowable moving ex-Introduction
monly traveled routes between them. Thepenses if your move is closely related to theThis chapter discusses what expenses you distance test considers only the location ofstart of work and if you meet the distance testcan deduct when you move because of a job. your former home. It does not apply to the lo-and the time test. These two tests are dis-The following topics are covered: cation of your new home.cussed later.

• When moving expenses qualify for a Example.  You moved to a new home
deduction less than 50 miles from your former homeRelated to Start of Work 

• Which moving expenses can be claimed because you changed job locations. Your oldYour move must be closely related, both in
job was 3 miles from your former home. Your• How to report moving expenses on Form time and in place, to the start of work at your
new job is 60 miles from that home. Because3903, Moving Expenses new job location.
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your new job is 57 miles farther from your for- More than one job.  If you have more You are also considered to be a full-time em-
mer home than the distance from your for- than one job at any time, your main job loca- ployee during any week you are absent from
mer home to your old job, you meet the 50- tion depends on the facts in each case. The work for leave or vacation that is provided for
mile distance test. more important factors to be considered are: in your work contract or agreement.

Seasonal work.  If your work is sea-• The total time you spend at each place,
First job or return to full-time work.  If you sonal, you are considered to be working full

• The amount of work you do at each place,go to work full time for the first time, your time during the off-season only if your work
andplace of work must be at least 50 miles from contract or agreement covers an off-season

your former home to meet the distance test. period and that period is less than 6 months.• The money you earn at each place.
If you go back to full-time work after a For example, a school teacher on a 12-

substantial period of part-time work or unem- month contract who teaches on a full-time
ployment, your place of work must also be at basis for more than 6 months is considered aTime Test least 50 miles from your former home. full-time employee for 12 months.

To deduct your moving expenses, you also
must meet one of the following time tests.Exception for Armed Forces.  If you are in Time test for self-employed persons.  If

the Armed Forces and you moved because
you are self-employed, you must work fullTime test for employees.  If you are an em-of a permanent change of station, you do not
time for at least 39 weeks during the firstployee, you must work full time for at least 39have to meet the distance test. See Mem-
12 months AND for a total of at least 78weeks during the first 12 months after youbers of the Armed Forces, later.
weeks during the first 24 months after youarrive in the general area of your new job lo-
arrive in the area of your new job location.cation. For this time test, count only your full-Main job location.  Your main job location is
For this time test, count any full-time worktime work as an employee; do not count anyusually the place where you spend most of
you do as an employee or as a self-em-work you do as a self-employed person. Youyour working time. A new job location is a
ployed person. You do not have to work fordo not have to work for the same employernew place where you will work permanently
the same employer or be self-employed infor the 39 weeks. You do not have to work 39or indefinitely rather than temporarily. If there
the same trade or business for the 78 weeks.weeks in a row. However, you must work fullis no one place where you spend most of

Self-employment.  You are self-em-time within the same general commutingyour working time, your main job location is
ployed if you work as the sole owner of anarea. Full-time employment depends onthe place where your work is centered—for
unincorporated business or as a partner in awhat is usual for your type of work in yourexample, where you report for work or are
partnership carrying on a business. You arearea.otherwise required to ‘‘base’’ your work.
not considered self-employed if you areTemporary absence from work.  YouUnion members.  If you work for a num-
semiretired, a part-time student, or work onlyare considered to be working full time duringber of employers on a short-term basis and
a few hours each week.any week you are temporarily absent fromyou get work under a union hall system (such

work because of illness, strikes, lockouts, Full-time work.  Whether you performas a construction or building trades worker),
layoffs, natural disasters, or similar causes. services full time during any week dependsyour main job location is the union hall.
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on what is usual for your type of work in your If you are both self-employed and an meet the 39-week test in 1995 or the 78-
employee,  the amount of time you spend as week test in 1996. If you deduct moving ex-area.
each determines whether you must meet the penses but do not meet the time test by then,If you are an employee and become
78-week test for self-employed persons or you must either:self-employed  before satisfying the 39-
the 39-week test for employees. If you spendweek test for employees, you meet the time • Amend your 1994 return, ormost of your working time as a self-em-test if you satisfy the 78-week test for self-
ployed person, you must meet the 78-week • Report your moving expense deduction asemployed persons. Under the 78-week test,
test (which includes a requirement to work other income on your Form 1040 for theyou still have to work full time for 39 weeks
39 weeks during the first 12 months). If you year you cannot meet the test.during the first 12 months. However, you can
spend most of your working time as an em-count any full-time work you do as an em-
ployee, you must meet the 39-week test.

ployee or as a self-employed person. Use Form 1040X, Amended U.S. Individ-For more information, see Time test for
If you are self-employed and become ual Income Tax Return, to amend yourself-employed persons in Publication 521.

an employee  before satisfying the 78-week return.
If you do not deduct your moving ex-test, but you work as an employee for at least Joint return.  If you are married and file a

penses on your 1994 return and you later39 weeks during the first 12 months after you joint return and both you and your spouse
meet the time test, you can file an amendedarrived at the new job location, you will sat- work full time, either of you can satisfy the
return for 1994 to take the deduction.isfy the time test for employees. If you cannot full-time work test. However, you cannot

satisfy that time test, you can use the time combine the weeks your spouse worked with
spent as a full-time employee to satisfy the the weeks you worked to satisfy that test. Exceptions to the Time Test 
78-week test. Under the 78-week test, you

You do not have to meet the time test if one
still have to work full time for 39 weeks during Time test not yet met.  You can deduct your of the following applies:
the first 12 months. However, you can count moving expenses even if you have not yet
any full-time work you do as an employee or met the time test by the date your 1994 re- 1) You are in the Armed Forces and you
as a self-employed person. turn is due. You can do this if you expect to moved because of a permanent change
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of station—see Members of the Armed Retirees.  You can deduct moving expenses side trips are not deductible as moving
for a move to a new home in the U.S. when expenses.Forces, in this chapter,
you permanently retire. However, both your2) You moved to the United States be-
former main job location and your former Travel by car. If you use your car to takecause you retired—see Retirees or Sur-
home must have been outside the U.S. yourself, members of your household, orvivors Who Move to the U.S., later,

Permanently retired.  You are consid- your belongings to your new home, you can
3) You are the survivor of a person whose ered permanently retired when you cease figure your expenses by deducting either:

main job location at the time of death gainful full-time employment or self-employ- 1) Your actual expenses, such as gas and
was outside the United States—see Re- ment. If at the time you retire, you intend your oil for your car, if you keep an accurate
tirees or Survivors Who Move to the retirement to be permanent, you will be con- record of each expense, or
U.S., later, sidered retired even though you later return

2) 9 cents a mile.to work. Your intention to retire permanently4) Your job at the new location ends be-
will be determined by:cause of death or disability, or You can deduct parking fees and tolls you
• Your age and health, paid in moving. You cannot deduct any part5) You are transferred for your employer’s

of general repairs, general maintenance, in-• The customary retirement age for peoplebenefit or laid off for a reason other than
surance, or depreciation for your car.who do similar work,willful misconduct. For this exception,

you must have obtained full-time em- • Whether you are receiving retirement pay-
Member of household.  You can deductployment, and you must have expected ments from a pension or retirement fund,
moving expenses you pay for yourself andto meet the test at the time you started and
members of your household. A member ofthe job.

• The length of time before you will return to your household is anyone who has both your
full-time work. former and new home as his or her home. It

does not include a tenant or employee, un-Members of the Armed Forces
Survivors. You can deduct moving ex- less you can claim that person as a

If you are a member of the Armed Forces on penses for a move to a home in the U.S. if dependent.
active duty and you move because of a per- you are the spouse or the dependent of a
manent change of station, you do not have to person whose main job location at the time of Location of move.  There are different rules
meet the distance and time tests, dis- death was outside the U.S. The move must for moving within or to the U.S. than for mov-
cussed earlier. You can deduct your un- begin within 6 months after the decedent’s ing outside the U.S. This chapter only dis-
reimbursed allowable moving expenses. death. It must be from the decedent’s former cusses moves within or to the U.S. The rules

A permanent change of station includes: home outside the U.S. That home must also for moves outside the U.S. can be found in
have been your home. Publication 521.• A move from your home to the area of your

A move begins when:first post of duty when you begin active
duty, • You contract for your household goods Household Goods and

and personal effects to be moved to your• A move from one permanent post of duty Personal Effects 
home in the U.S. However, this appliesto another, or You can deduct the cost of packing, crating,only if the move is completed within a rea-

and transporting your household goods and• A move from your last post of duty to your sonable time,
personal effects and those of the membershome or to a nearer point in the United

• Your household goods and personal ef- of your household from your former home toStates. The move must occur within one
fects are packed and on the way to your your new home. If you use your own car toyear of ending your active duty or within
home in the U.S., or move your things, see Travel by car, earlier.the period allowed under the Joint Travel

You can include the cost of storing and insur-Regulations. • You leave your former home to travel to
ing household goods and personal effectsyour new home in the U.S.
within any period of 30 consecutive daysSpouse and dependents.  If a member of
after the day your things are moved fromthe Armed Forces deserts, is imprisoned, or
your former home and before they are deliv-dies, a permanent change of station for the
ered to your new home.spouse or dependent includes a move to the

You can deduct any costs of connectingDeductible Expenses place of enlistment, or to the member’s,
or disconnecting utilities to move yourspouse’s, or dependent’s home of record, or If you meet the Requirements discussed ear- household goods, appliances or personalto a nearer point in the United States. lier, you can deduct the reasonable ex- effects.If the military moves you and your spouse penses of: You can deduct the cost of shipping yourand dependents to or from separate loca- • Moving your household goods and per- car and household pets to your new home.

tions, the moves are treated as a single sonal effects (including in-transit or for- You can deduct the cost of moving
move to your new main job location. eign-move storage expenses), and household goods and personal effects from

a place other than your former home. Your• Traveling (includes lodging) to your newMore information.  For more information on deduction is limited to the amount it wouldhome.moving expenses for members of the Armed have cost to move them from your former
Forces, and instructions for completing Form home.However, you cannot deduct any part of3903, see Members of the Armed Forces in You cannot deduct  the cost of movingthese expenses that is for meals.Publication 521. furniture you buy on the way to your new

home.
Reasonable expenses.  You can deductRetirees or Survivors
only those expenses that are reasonable forWho Move to the U.S. Travel Expensesthe circumstances of your move. For exam-

You may be able to deduct your moving ex- ple, the cost of traveling from your former You can deduct the cost of transportation
penses, subject to certain dollar limits, if you home to your new one should be by the and lodging for yourself and members of
move to the U.S. or to a possession of the shortest, most direct route available by con- your household while traveling from your for-
U.S. You do not have to meet the time test, ventional transportation. If, during your trip to mer home to your new home. This includes
discussed earlier, but you must meet the re- your new home, you make side trips for expenses for the day you arrive. You can in-
quirements discussed below. sightseeing, the additional expenses for your clude any lodging expenses you had in the
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area of your former home within one day af- place of work are deductible as business ex- Example.  In December 1994, your em-
ter you could not live in your former home be- penses if you are considered away from ployer transferred you to another city in the
cause your furniture had been moved. You home on business. Your work is considered United States, where you still work. You are
can deduct expenses for only one trip to your temporary if it does not last more than one single and were not reimbursed for your
new home for yourself and members of your year. See Temporary Assignment or Job in moving expenses. In 1994 you paid for mov-
household. However, all of you do not have Chapter 28 for information on deducting your ing your furniture. You deducted these ex-
to travel together. If you use your own car, expenses. penses in 1994. In January 1995, you paid
see Travel by car, earlier. for travel to the new city. You can deduct

these additional expenses in 1995.

How to Report 
Nondeductible

The following discussions explain how to re- Note.  You cannot deduct any moving ex-
port your moving expenses and any reim-Expenses penses for which you received a reimburse-
bursements or allowances you received for ment that was excluded from your income.You cannot deduct the following items as your move. (Reimbursements are discussed in Publica-moving expenses:

tion 521.)
Pre-move househunting expenses, Form 3903. Use Part I of Form 3903 to re-

port your moving expenses if your move wasTemporary living expenses,
within or to the United States or its posses-Meal expenses, Reimbursed expenses—reimbursementsions. A filled-in Form 3903 is shown in

Expenses of buying or selling a home, included in income.  If you incurred allowa-Chapter 39.
ble moving expenses for which you receivedExpenses of getting or breaking a lease,
a reimbursement that was included in yourWhere to deduct.  Deduct your moving ex-Security deposits (including any given up
income, you may be able to deduct the ex-penses on line 24 of Form 1040. The amountdue to the move),
penses in the year you are reimbursed evenof moving expenses you can deduct is

Home improvements to help sell your shown on Part I, line 8, Form 3903. though you paid the expenses in a different
home, You cannot deduct moving expenses if year.

you file Form 1040A or Form 1040EZ.Loss on the sale of your home, Choosing when to deduct.  If you use
the cash method of accounting, which isMortgage penalties,

Reimbursements. If you received an ad- used by most individuals who are not self-Losses from disposing of memberships vance, allowance, or reimbursement for your employed, you can choose to deduct movingin clubs, allowable moving expenses, how you report expenses in the year your employer reim-
Any part of the purchase price of your this amount and your expenses depends on burses you, if:

new home, whether the reimbursement was paid to you
under an accountable plan or a nonaccount-Real estate taxes, 1) You paid the expenses in a year beforeable plan.

Car tags, the year of reimbursement, orFor more information on reimburse-
Driver’s license, ments, see Publication 521.

Form 4782. Your employer must give 2) You paid the expenses in the year im-Refitting carpets and draperies, and
you an itemized list of payments, reimburse- mediately after the year of reimburse-Storage charges except those incurred in
ments, or allowances that have been paid to ment but by the due date, including ex-transit and for foreign moves.
you for moving expenses. Form 4782, Em- tensions, for filing your return for the
ployee Moving Expense Information, may be reimbursement year.Temporary employment.  You cannot take used for this purpose. See Publication 521

a moving expense deduction and a business for a filled-in Form 4782.
expense deduction for the same expenses.

How to make the choice.  You canYou must determine if your expenses are de-
choose to deduct moving expenses in theWhen to Deduct Expenses ductible as moving expenses or as business
year you received reimbursement by takingexpenses. For example, expenses you have If you were not reimbursed, deduct your al-
the deduction on your return, or amended re-for travel, meals, and lodging while tempora- lowable moving expenses in the year you
turn, for that year.rily working at a place away from your regular had them or paid them.
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decree of alimony pendente lite (while deduct one-half of these payments as ali-
awaiting action on the final decree or mony. Your spouse must report one-half of
agreement). these payments as alimony received. If you20.

and your spouse itemize deductions, you
can each deduct one-half of the real estateAlimony taxes.Useful Items

If your home is held as tenants by theYou may want to see:
entirety or joint tenants (with the right of
survivorship), none of your payments forPublication
taxes or insurance are alimony. But if youIntroduction ❏ 504 Divorced or Separated itemize deductions, you can deduct all of the

IndividualsThis chapter discusses the rules that apply to real estate taxes.
you if you pay or receive alimony and covers Other payments to a third party.  If you
the following topics: made other third-party payments, see Publi-

cation 504 to see whether any part of the• What is alimony
payments qualify as alimony.• What payments are not alimony, such as General Rules 

child support
The following rules apply to alimony regard-

• How to deduct alimony you paid less of when the divorce or separation instru- Instruments• How to report alimony income you ment was executed.
received Executed After 1984

Payments not alimony.  Not all payments• Whether you must recapture the tax bene-
The following rules for alimony apply to pay-under a divorce or separation instrument arefits of alimony (Recapture means a deduc-
ments under divorce or separation instru-alimony. Alimony does not include:tion was taken in a prior year and part of it
ments executed after 1984. They also applyhad to be added back in your income in 1) Child support, to payments under earlier instruments that1994.)
were modified after 1984 to:2) Noncash property settlements,

1) Specify that these rules will apply, or3) Payments that are your spouse’s part ofAlimony is a payment to or for a spouse
community income (see Communityor former spouse under a divorce or separa- 2) Change the amount or period of pay-
Property in Publication 504),tion instrument. It does not include voluntary ment or add or delete any contingency

payments that are not required by a divorce or condition.4) Use of property, or
or separation instrument.

5) Payments to keep up the payer’sAlimony is deductible by the payer and The rules in this section do not apply toproperty.must be included in the spouse’s or former divorce or separation instruments executed
spouse’s income. Although this chapter is after 1984 if the terms for alimony are un-

Payments to a third party.  Payments to agenerally written for the payer of the alimony, changed from an instrument executed
third party on behalf of your spouse underthe recipient can use the information to de- before 1985.
the terms of your divorce or separation in-termine whether an amount received is

Example 1.  In November 1984, you andstrument may be alimony, if they otherwisealimony.
your former spouse executed a written sepa-qualify. This includes payments for yourTo be alimony, a payment must meet cer-
ration agreement. In February 1985, a de-spouse’s medical expenses, housing coststain requirements. Different requirements
cree of divorce was substituted for the writ-(rent, utilities, etc.), taxes, tuition, etc. Theapply to payments under instruments exe-
ten separation agreement. The decree ofpayments are treated as received by yourcuted after 1984 and to payments under in-
divorce did not change the terms for the ali-spouse and then paid to the third party.struments executed before 1985. This chap-
mony you pay your former spouse. The de-Life insurance premiums. Premiumster discusses the rules for payments under
cree of divorce is treated as executed beforeyou must pay under your divorce or separa-instruments executed after 1984. For the
1985. Therefore, alimony payments undertion instrument for insurance on your liferules for payments under pre-1985 instru-
the decree are not subject to the rules forqualify as alimony to the extent your spousements, see Publication 504, Divorced or
payments under instruments executed afterowns the policy.Separated Individuals.
1984.Use Table 20–1 in this chapter as a guide

Example 2.  Assume the same facts as inPayments for jointly-owned home.  If yourto determine whether certain payments are
Example 1 except that the decree of divorcedivorce or separation instrument states thatconsidered alimony.
changed the amount of the alimony. In thisyou must pay expenses for a home owned by
example, the decree of divorce is not treatedyou and your spouse, some of your pay-Definitions.  The following definitions apply
as executed before 1985. Therefore, the ali-ments may be alimony.throughout this chapter.
mony payments are subject to the rules forMortgage payments.  If you must makeSpouse or former spouse.  Unless oth-
payments under instruments executed afterall the mortgage payments (principal and in-erwise stated in the following discussions
1984.terest) on a jointly-owned home, and theyabout alimony, the term ‘‘spouse’’ includes

otherwise qualify, you can deduct one-half of‘‘former spouse.’’
Alimony requirements.  A payment to or forthe total payments as alimony. If you itemizeDivorce or separation instrument.  The
a spouse under a divorce or separation in-deductions and the home is a qualified resi-term ‘‘divorce or separation instrument’’
strument is alimony if the spouses do not filedence, you can include the other half of themeans:
a joint return with each other and all the fol-interest in figuring your deductible interest.1) A decree of divorce or separate mainte-
lowing requirements are met.Your spouse must report one-half of the pay-nance or a written instrument incident to

ments as alimony received. If your spouse 1) The payment is in cash.that decree,
itemizes deductions and the home is a quali-

2) The instrument does not designate the2) A written separation agreement, or fied residence, he or she can include one-
payment as not alimony.3) A decree or any type of court order re- half of the interest on the mortgage in figuring

quiring a spouse to make payments for deductible interest. 3) The spouses are not members of the
the support or maintenance of the other Taxes and insurance.  If you must pay same household (if separated under a
spouse, including a temporary decree, all the real estate taxes or insurance on a decree of divorce or separate
an interlocutory (not final) decree, and a home held as tenants in common, you can maintenance),
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4) There is no liability to make any pay- separation agreement, support decree or spouse’s death is a substitute for the full
ment (in cash or property) after the other court order may qualify as alimony amount of the $30,000 annual payments.
death of the recipient spouse. even if you are members of the same house- Therefore, none of the annual payments are

hold when the payment is made. alimony. The result would be the same if the5) The payment is not treated as child
payment required at death were to be dis-support.
counted by an appropriate interest factor toLiability for payments after death of recip-
account for the prepayment.ient spouse.  If you must continue to makeEach of these requirements is discussed

payments for any period after your spouse’sbelow. Child support. A payment that is specificallydeath, none of the payments made before or
Payment must be in cash.  Only cash pay- designated as child support or treated asafter the death are alimony.
ments, including checks and money orders, specifically designated as child supportThe divorce or separation instrument
qualify as alimony. Transfers of services or under your divorce or separation instrumentdoes not have to expressly state that the
property (including a debt instrument of a is not alimony. The designated amount orpayments cease upon the death of your
third party or an annuity contract), execution part may vary from time to time. Child sup-spouse if, for example, the liability for contin-
of a debt instrument, or the use of property port payments are neither deductible by theued payments would end under state law.
do not qualify as alimony. payer, nor taxable to the payee.Example.  You must pay your formerPayments to a third party.  Cash pay- A payment will be treated as specifi-spouse $10,000 in cash each year for 10ments to a third party under the terms of your cally designated as child support to the ex-years. Your divorce decree states that thedivorce or separation instrument can qualify tent that the payment is reduced either:payments wi l l  end upon your formeras a cash payment to your spouse. See Pay-

1) On the happening of a contingency re-spouse’s death. You must also pay your for-ments to a third party under General Rules,
lating to your child, ormer spouse or your former spouse’s estateearlier.

$20,000 in cash each year for 10 years. The 2) At a time that can be clearly associatedAlso, cash payments made to a third
death of your spouse would not terminate the with the contingency.party at the written request of your spouse
payments under state law.qualify as alimony if all the following require-

The $10,000 annual payments are ali- A payment may be treated as specificallyments are met.
mony. But because the $20,000 annual pay- designated as child support even if other1) The payments are in lieu of payments of ments wi l l  not end upon your former separate payments are specifically desig-alimony directly to your spouse. spouse’s death, they are not alimony. nated as child support.

Substitute payments.  If you must make2) The written request states that both Contingency relating to your child.  A
any payments in cash or property after yourspouses intend the payments to be contingency relates to your child if it depends
spouse’s death as a substitute for continuingtreated as alimony. on any event relating to that child. It does not
otherwise qualifying payments, the other- matter whether the event is certain or likely to3) You receive the written request from
wise qualifying payments are not alimony. occur. Events relating to your child includeyour spouse before you file your return
Substitute payments, can also include, de- the child’s:for the year you made the payments.
pending on the facts and circumstances, Reaching a specified age or income
payments to the extent they increase in level,Payments designated as not alimony. amount or begin or accelerate as a result of

You and your spouse may designate that Dying,your spouse’s death.
otherwise qualifying payments are not ali-

Marrying,Example 1.  Under your divorce decree,mony by including a provision in your divorce
you must pay your former spouse $30,000 Leaving school,or separation instrument that the payments
annually. The payments will stop at the endare not deductible by you and are excludable Leaving the household, or
of 6 years or upon your former spouse’sfrom your spouse’s income. For this pur-

Becoming employed.death, if earlier.pose, any writing signed by both of you that
Your former spouse has custody of yourmakes this designation and that refers to a Clearly associated with a contin-minor children. The decree provides that ifprevious written separation agreement is gency.  Payments are presumed to be re-any child is still a minor at your spouse’streated as a written separation agreement. If

duced at a time clearly associated with thedeath, you must pay $10,000 annually to ayou are subject to temporary support orders,
happening of a contingency relating to yourtrust until the youngest child reaches the agethe designation must be made in the original
child only in the following situations.of majority. The trust income and corpusor a subsequent temporary support order.

(principal) are to be used for your children’s 1) The payments are to be reduced notTo exclude the payments from income,
benefit. more than 6 months before or after theyour spouse must attach a copy of the instru-

These facts indicate that the payments to date the child will reach 18, 21, or localment designating them as not alimony to his
be made after your former spouse’s death age of majority.or her return for each year the designation
are a substitute for $10,000 of the $30,000applies. 2) The payments are to be reduced on two
annual payments. Therefore, $10,000 of or more occasions that occur not more
each of the $30,000 annual payments is notSpouses cannot be members of the same than one year before or after a different
alimony.household.  Payments to your spouse while child reaches a certain age from 18 to

you are members of the same household are Example 2.  Under your divorce decree, 24. This certain age must be the same
not alimony if you are separated under a de- you must pay your former spouse $30,000 for each child, but need not be a whole
cree of divorce or separate maintenance. A annually. The payments will stop at the end number of years.
home you formerly shared is considered one of 15 years or upon your former spouse’s
household, even if you physically separate death, if earlier. The decree provides that if In all other situations, reductions in pay-
yourselves in the home. your former spouse dies before the end of ments are not treated as clearly associated

the 15–year period, you must pay the estateYou are not treated as members of the with the happening of a contingency relating
the difference between $450,000 ($30,000 ×same household if one of you is preparing to to your child.
15) and the total amount paid up to that time.leave the household and does leave not Either you or the IRS may overcome the
For example, if your spouse dies at the endmore than one month after the date of the presumption in the two situations above.
of the tenth year, you must pay the estatepayment. This is done by showing that the time at
$150,000 ($450,000 − $300,000).Exception.  If you are not legally sepa- which the payments are to be reduced was

rated under a decree of divorce or separate These facts indicate that the lump-sum determined independently of any contingen-
maintenance, a payment under a written payment to be made after your former cies relating to your children. For example, if
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A reduction in your spouse’s supportTable 20-1. Alimony Requirements (Instruments executed after
needs, or1984)

A reduction in your ability to providePayments ARE Alimony if all of the Payments ARE NOT Alimony if any of
support.following are true: the following are true:

Payments are required by a divorce or Payment is designated as child support.
Subject to recapture for 1994.  You areseparation instrument.
subject to the recapture rule for 1994, if youPayment is a noncash property settlement.
answer ‘‘Yes’’ to the following questions.Payer and recipient spouse do not file a

Payments are spouse’s part of communityjoint return.
income. 1) Was 1992 the first year in which you

Payment is in cash (including checks or made alimony payments to this spousePayments are to keep up the payer’smoney orders). under a decree of divorce or separateproperty.
maintenance or a written separationPayment is not designated in the
agreement?Payments are not required by a divorce orinstrument as not alimony.

separation instrument.
Spouses separated under a decree of 2) Did your total payments in 1993 or 1994
divorce or separate maintenance are not decrease by more than $15,000 from
members of the same household. the prior year?

Payments are not required after death of
the recipient spouse. In answering the above questions, do not

include payments required over a period ofPayment is not designated as child
at least 3 calendar years of a fixed part ofsupport.
your income from a business or property, or
from compensation for employment or self-
employment. These payments are not sub-
ject to the recapture rule.

These payments are deductible by the These payments are neither deductible by
Exception.  You are not subject to recap-payer and includible in income by the the payer nor includible in income by the

ture if your payments were reduced becauserecipient. recipient.
of the death of either spouse or the remar-
riage of the spouse receiving the payments.

you can show that the period of alimony pay- You must give the person who paid the
Figuring the recapture.  Both you and yourments is customary in the local jurisdiction, alimony your social security number. If you
spouse can use Table 20–2, substitutingsuch as a period equal to one-half of the du- do not, you may have to pay a $50 penalty.
your own figures, to figure recaptured ali-ration of the marriage, you can treat the
mony. Publication 504 has a blank work-amount as alimony.
sheet for your use.

Example.  Myrna pays Phil the followingRecapture Rule 
amounts of alimony under their 1992 divorceHow to Deduct
decree:

Alimony Paid 
If your alimony payments decrease or termi-

Year Amount nate during the first 3 calendar years, youYou can deduct alimony you paid, whether or
may be subject to the recapture rule. If you 1992 $60,000not you itemize deductions on your return.
are subject to this rule, you have to include in 1993 40,000You must file Form 1040; you cannot use
income in 1994 part of the alimony payments 1994 20,000Form 1040A or Form 1040EZ.
you deducted in 1992 and 1993. YourEnter the alimony on line 29 of Form
spouse can deduct in 1994 part of the ali-1040. In the space provided on line 29, enter The recaptured alimony is $22,500, asmony payments included in income in thoseyour spouse’s or former spouse’s social se- shown in Table 20–2.previous years.curity number. If you do not, you may have to Myrna shows $22,500 as income on lineThe 3–year period starts with the first cal-pay a $50 penalty and your deduction may 11 of her 1994 Form 1040. Phil deductsendar year you make a payment qualifyingbe disallowed. $22,500 on line 29 of his 1994 Form 1040.as alimony under a decree of divorce or sep-If you paid alimony to more than one per-
arate maintenance, or a written separationson, enter the social security number of one
agreement. Do not include any time in whichof the recipients. Show the social security Including the recapture in income.  If you
payments were being made under tempo-number and amount paid for each other re- must include a recapture amount in income,
rary support orders. The second and thirdcipient on an attached statement. Enter your show it on Form 1040, line 11 (‘‘Alimony re-
years are the next 2 calendar years, whethertotal payments on line 29. ceived’’). Cross out ‘‘received’’ and write ‘‘re-
or not payments are made during those capture.’’ On the dotted line next to the
years. amount, enter your spouse’s last name and

The reasons for a reduction or termina- social security number.
tion of alimony payments can include:How to Report Alimony

Deducting the recapture.  If you can deductReceived 
a recapture amount, show it on Form 1040,A failure to make timely payments,

Report alimony you received on line 11 of line 29 (‘‘Alimony paid’’). Cross out ‘‘paid’’
Form 1040; you cannot use Form 1040A or and write ‘‘recapture.’’ In the space provided,
Form 1040EZ. enter your spouse’s social security number.A change in your instrument,
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Table 20-2. Worksheet for Recapture of Alimony

Note: Do not enter less than zero on any line.

1. Alimony paid in 2nd year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

2. Alimony paid in 3rd year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

3. Floor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000

4. Add lines 2 and 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

5. Subtract line 4 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

6. Alimony paid in 1st year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

7. Adjusted alimony paid in 2nd year (line 1 less line 5) . . . . . . . . . . . . . . . . . . . . 35,000

8. Alimony paid in 3rd year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

9. Add lines 7 and 8 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

10. Divide line 9 by 2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,500

11. Floor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000

12. Add lines 10 and 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,500

13. Subtract line 12 from line 6 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  17,500

*

14. Recaptured alimony. Add lines 5 and 13 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500

* If you deducted alimony paid, report this amount as income on line 11, Form 1040.
If you reported alimony received, deduct this amount on line 29, Form 1040.
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Part Six.

After you have figured your adjusted gross income, you are ready toStandard subtract the deductions used to figure taxable income. You can subtract
either the standard deduction or itemized deductions. For the most part,Deduction and itemized deductions are deductions for various kinds of personal expenses
that are listed on Schedule A (Form 1040). See Chapter 21 for the factors toItemized consider when deciding whether to subtract the standard deduction or
itemized deductions. Deductions
The ten chapters in this part discuss the standard deduction, each itemized
deduction, and the limit on some of your itemized deductions if your
adjusted gross income exceeds certain amounts. 

expenses, charitable contributions, or taxes, 65 or older at the time of death, the higher
on Schedule A of Form 1040. If you have a standard deduction for age cannot be
choice, you should use the method that gives claimed.21.
you the lower tax.

You benefit from the standard deduction Higher standard deduction for age (65 orStandard if your standard deduction is more than the older).  If you do not itemize deductions, you
total of your allowable itemized deductions. are entitled to a higher standard deduction ifDeduction you are age 65 or older at the end of the year.

You are considered 65 on the day before
your 65th birthday. Therefore, you may takeFiguring the Amount a higher standard deduction for 1994 if your
65th birthday was on or before January 1,Most taxpayers have a choice of either tak-Important Changes
1995.ing a standard deduction or itemizing their

See Table 21–2 to figure the standard de-for 1994 deductions.
duction amount you are entitled to.

Increase in standard deduction.  The stan-
Persons not eligible for the standard de-dard deduction for taxpayers who do not Higher standard deduction for blindness. duction.  Your standard deduction is zeroitemize deductions on Schedule A of Form

If you are blind on the last day of the year andand you should itemize any deductions you1040 is higher in 1994 than it was in 1993.
you do not itemize deductions, you are enti-have if:The amount depends upon your filing status.
tled to a higher standard deduction as shown

See 1994 Standard Deduction Tables, later. 1) You are married and filing a separate re- in Table 21–2. You qualify for this benefit if
turn, and your spouse itemizes you are totally or partly blind.

Itemized deductions.  The amount you may deductions, Totally blind.  If you are totally blind, at-
deduct for itemized deductions is limited if tach a statement to this effect to your return.2) You are filing a tax return for a short taxyour adjusted gross income is more than Partly blind.  If you are partly blind, youyear, or$111,800 ($55,900 if you are married filing must submit with your return each year a cer-3) You are a nonresident or dual-statusseparately). See Chapter 22 for more tified statement from an eye physician or reg-alien during the year. You are consid-information. istered optometrist that:ered a dual-status alien if you were both

1) You cannot see better than 20/200 ina nonresident and resident alien during
the better eye with glasses or contactthe year.Introduction lenses, orNote. If you are a nonresident alien

who is married to a U.S. citizen or resi- 2) Your field of vision is not more than 20This chapter discusses:
dent at the end of 1994, you can choose degrees.• Who can take the standard deduction, to be treated as a U.S. resident for 1994.

• How to figure the amount of your standard (See Publication 519, U.S. Tax Guide If your eye condition will never improve
deduction, for Aliens.) You may take the standard beyond these limits, you can avoid having to

deduction that applies to you. get a new certified statement each year by• What additional amounts there are for age
having the examining eye physician includeor blindness,

Dependents may have a limited standard this fact in the certification you attach to your• How to claim the standard deduction on
deduction.  If you can be claimed as a de- return. In later years just attach a statementyour return,
pendent on another person’s return (such as referring to the certification. You should keep

• What different rules apply to dependents, your parents’ return), your standard deduc- a copy of the certification in your records.
and tion may be limited. See Standard Deduction If your vision can be corrected beyond

for Dependents, later.• Whether to take the standard deduction or these limits only by contact lenses that you
to itemize your deductions. can wear only briefly because of pain, infec-

tion, or ulcers, you may take the higher stan-Standard deduction amount.  The stan-
dard deduction for blindness if you otherwiseThe standard deduction is a dollar dard deduction amounts for most taxpayers
qualify.amount that reduces the amount of income are shown in Table 21–1.

on which you are taxed. The amount of the standard deduction for
The standard deduction is a benefit that a decedent’s final return is the same as it Spouse 65 or older or blind.  You may take

reduces the need for many taxpayers to would have been had the decedent contin- the higher standard deduction if your spouse
itemize actual deductions, such as medical ued to live. However, if the decedent was not is age 65 or older or blind and:
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1) You file a joint return, or the back of the form and check the appropri- adjusted gross income (AGI) is more than
ate box on line 4. If your standard deduction $111,800 ($55,900 if you are married filing2) You file a separate return, and your
is more than $3,800 ($6,350 if married filing a separately). See Chapter 22 and the instruc-spouse had no gross income and could
joint return), you must file Form 1040A or tions for Schedule A (Form 1040), line 29, fornot be claimed as a dependent by an-
Form 1040. more information on figuring the correctother taxpayer.

amount of your itemized deductions.Example 1.  Michael, who is single, is
When to itemize.  You may benefit fromclaimed as a dependent on his parents’ 1994Note.  You may not claim the higher stan- itemizing your deductions on Schedule A oftax return. He has interest income of $700dard deduction for an individual, other than Form 1040 if you:and wages of $150. He has no itemized de-your spouse, for whom you can claim an

ductions. Michael uses Table 21–3 to find hisexemption. 1) Do not qualify for the standard deduc-
standard deduction. It is $600 because the tion, or the amount you can claim is

Example 1.  Larry, 46, and Donna, 43, greater of $600 or his earned income ($150) limited,
are filing a joint return for 1994. Neither is is $600.
blind. They decide not to itemize their deduc- 2) Had large uninsured medical and dentalExample 2.  Joe, a 22-year-old full-time
tions. They use Table 21–1. Their standard expenses during the year,college student, is claimed as a dependentdeduction is $6,350.

on his parents’ 1994 tax return. Joe is mar- 3) Paid interest and taxes on your home,
Example 2.  Assume the same facts as in ried and files a separate return. His wife does

Example 1, except that Larry is blind at the not itemize deductions on her separate 4) Had large unreimbursed employee busi-
end of 1994. Larry and Donna use Table 21– ness expenses or other miscellaneousreturn.
2. Their standard deduction is $7,100. deductions,Joe has $1,500 in interest income and

wages of $3,200. He has no itemized deduc-Example 3.  Bill and Terry are filing a joint
5) Had large casualty or theft losses nottions. Joe finds his standard deduction by us-return for 1994. Both are over age 65.

covered by insurance,ing Table 21–3. He enters his earned in-Neither is blind. If they do not itemize deduc-
come, $3,200, on line 1. On line 3 he enterstions, they use Table 21–2. Their standard 6) Made large contributions to qualified
$3,200, the larger of his earned incomededuction is $7,850. charities, or
($3,200) or $600. Since Joe is married filing
a separate return, he enters $3,175 on line 4. 7) Have total itemized deductions that areHow to report.  After you find your standard
On line 5a he enters $3,175 as his standard more than the highest standard deduc-deduction amount, enter it on line 19 of Form
deduction because it is smaller than $3,200, tion to which you otherwise are entitled.1040A or line 34 of Form 1040. If you use
his earned income.Form 1040EZ, combine your standard de-

duction with your personal exemption(s) and These deductions are explained in ChaptersExample 3.  Amy, who is single, is
check the appropriate box on line 4. If the to- 23–30.claimed as a dependent on her parents’
tal of your standard deduction and personal 1994 tax return. She is 18 years old and If you decide to itemize your deductions,
exemptions is more than $6,250 ($11,250 if blind. She has interest income of $1,300 and complete Schedule A and attach it to your
married filing a joint return), you must file wages of $3,000. She has no itemized de- Form 1040. Enter the amount from Schedule
Form 1040A or Form 1040. A, line 29, on Form 1040, line 34.ductions. Amy uses Table 21–3 to find her

standard deduction. She enters her wages of
$3,000 on line 1. On line 3 she enters Itemizing for state tax or other purposes.
$3,000, the larger of her wages on line 1 and If you choose to itemize even though yourStandard Deduction
the $600 on line 2. Since she is single, Amy itemized deductions are less than the
enters $3,800 on line 4. She enters $3,000for Dependents amount of your standard deduction, write
on line 5a. This is the smaller of the amounts ‘‘IE’’ (itemized elected) next to line 34 (FormThe standard deduction for an individual who on lines 3 and 4. Because she checked one 1040).can be claimed as a dependent on another box in the top part of the worksheet, she en-

person’s tax return is generally limited to the ters $950 on line 5b. She then adds the
Changing your mind. If you do not itemizegreater of (a) $600, or (b) the individual’s amounts on lines 5a and 5b and enters her
your deductions and later find that youearned income for the year (but not more standard deduction of $3,950 on line 5c.
should have itemized — or if you itemizethan the regular standard deduction amount,
your deductions and later find you should notgenerally $3,800).
have — you can change your return by filingHowever, if you are a dependent who is
Form 1040X, Amended U.S. Individual In-65 or older or blind, your standard deduction Who Should Itemize
come Tax Return. See Amended Returnsmay be higher.

Some taxpayers should itemize their deduc- and Claims for Refund in Chapter 1 for moreIf you are a dependent, use Table 21–3 to
tions because it will save them money. information on amended returns.determine your standard deduction.
Others should itemize because they do not Married persons who filed separate re-Earned income defined.  Earned in-
qualify for the standard deduction, as dis- turns.  You can change methods of takingcome is salaries, wages, tips, professional
cussed earlier under Persons not eligible for deductions only if you and your spouse bothfees, and other amounts received as pay for
the standard deduction. make the same changes. Both of you mustwork you actually perform.

file a consent to assessment for any addi-For purposes of the standard deduction,
tional tax either one may owe as a result ofPersons who should itemize deductions.earned income also includes any part of a
the change. If the total of your itemized deductions isscholarship or fellowship grant that you

more than the standard deduction to which You and your spouse can use the methodmust include in your gross income. See
you otherwise would be entitled, you should that gives you the lowest total tax, evenScholarship and Fellowship Grants in Chap-
itemize your deductions. You should first fig-ter 13 for more information on what qualifies though one of you may pay more tax than the
ure your itemized deductions and compareas a scholarship or fellowship grant. other. You both must use the same
that amount to your standard deduction to method of claiming deductions. If one item-Where to report your standard deduc-
make sure you are using the method that izes deductions, the other should itemize be-tion.  After you find your standard deduction
gives you the greater benefit. cause he or she will not qualify for the stan-amount, enter it on line 19 of Form 1040A or

dard deduction (see Persons not eligible forline 34 of Form 1040. If you use Form Caution:  You may be subject to a limit
1040EZ, figure your standard deduction on the standard deduction, earlier).on some of your itemized deductions if your
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Caution: If you are married filing a separate return and your1994 Standard Deduction Tables
spouse itemizes deductions, or if you are a dual-status alien,
you cannot take the standard deduction even if you were 65 or
older or blind.

Table 21-1. Standard Deduction Chart for Most Table 21-3. Standard Deduction Worksheet for
People* Dependents*

If you were 65 or older or blind, check the correct number ofYour Standard
boxes below. Then go to the worksheet.If Your Filing Status is: Deduction Is:
You 65 or older ❏ Blind ❏Single $3,800
Your spouse, if claimingMarried filing joint return or Qualifying
spouse’s exemption 65 or older ❏ Blind ❏widow(er) with dependent child 6,350

Married filing separate return 3,175
Total number of boxes you checked ❏

Head of household 5,600

* DO NOT use this chart if you were 65 or older or blind, OR if someone can 1. Enter your earned income (defined 1.
claim you as a dependent. below). If none, go on to line 3

2. Minimum amount 2. $600

Table 21-2. Standard Deduction Chart for People 3. Compare the amounts on lines 1 and 2. 3.
Age 65 or Older or Blind* Enter the larger of the two amounts here.

Check the correct number of boxes below. Then go to the chart. 4. Enter on line 4 the amount shown below 4.
for your filing status.You 65 or older ❏ Blind ❏
• Single, enter $3,800

Your spouse, if • Married filing separate return, enter
claiming spouse’s $3,175
exemption 65 or older ❏ Blind ❏ • Married filing jointly or Qualifying

widow(er) with dependent child, enter
$6,350Total number of boxes you checked ❏

• Head of household, enter $5,600
And the Number

5. Standard deduction.If Your in the Box Your Standard
a. Compare the amounts on lines 3 and 4. 5a.Filing Status is: Above is: Deduction is:

Enter the smaller of the two amounts
Single 1 $4,750 here. If under 65 and not blind, stop here.

2 5,700 This is your standard deduction.
Married filing joint 1 7,100 Otherwise, go on to line 5b.
return or Qualifying 2 7,850 b. If 65 or older or blind, multiply $950 ($750 5b.
widow(er) with 3 8,600 if married or qualifying widow(er) with
dependent child 4 9,350 dependent child) by the number in the box

above. Enter the result here.Married filing 1 3,925
c. Add lines 5a and 5b. This is your standard 5c.separate return 2 4,675

deduction for 1994.3 5,425
4 6,175 Earned income includes wages, salaries, tips, professional

fees, and other compensation received for personal servicesHead of household 1 6,550
you performed. It also includes any amount received as a2 7,500
scholarship that you must include in your income.

* If someone can claim you as a dependent, use Table 21-3, instead.
* Use this worksheet ONLY if someone can claim you as a dependent.
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• Medical and dental expenses — line 4 Investment interest expense . . . . . . . . . . 41,000
Miscellaneous deductions . . . . . . . . . . . . 17,240

• Investment interest expense — line 1322. Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $142,140

• Nonbusiness casualty and theft losses — The Willows’ investment interest ex-Limit on Itemized line 19 pense is not subject to the overall limit on
itemized deductions. Their deduction forDeductions • Gambling losses — line 28 miscellaneous deductions is the total after
applying the 2% of AGI limit and does not in-
clude any gambling losses.Check the index at the back of this publi-

The Willows figure their overall limit ascation to locate discussions of these
follows:deductions.Introduction

This chapter discusses an overall limit on Itemized Deductions Worksheet—Line 29
itemized deductions. The topics include: (Keep for your records)How to Figure• Who is subject to the limit, 1. Add the amounts on Schedule A,the Limit lines 4, 9, 14, 18, 19, 26, 27, and• Which itemized deductions are limited,

28. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 142,140
• How to figure the limit, and If your itemized deductions are subject to the 2. Add the amounts on Schedule A,

limit, they are reduced by the smaller of: lines 4, 13, and 19, plus any• How to complete a worksheet on the limit
gambling losses included on lineusing an illustrated example.

1) 3% of the amount by which your AGI ex- 28. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,000
ceeds $111,800 ($55,900 if married fil- 3. Subtract line 2 from line 1. (If theThis limit does not apply to you if: ing separately), or result is zero, stop here; enter the

1) Your adjusted gross income (AGI) (line amount from line 1 above on
2) 80% of your itemized deductions that32 of Form 1040) is $111,800 or less Schedule A, line 29.) . . . . . . . . . . . . . 101,140

are affected by the limit.($55,900 or less if married filing sepa- 4. Multiply the amount on
rately), or line 3 by 80% (.80). 80,912

Before you figure the overall limit on item- 5. Enter the amount from2) You are taking the standard deduction.
ized deductions, you must first complete Form 1040, line 32 . . . 255,250
lines 1 through 28 of Schedule A (Form 6. Enter $111,800
1040), including any appropriate forms (such ($55,900 if marriedUseful Items as Form 2106, Form 4684, etc.). filing separately) . . . . . 111,800You may want to see: The overall limit on itemized deductions 7. Subtract line 6 from
is figured after you have applied all other lim- line 5. (If the result is

Form (and Instructions) its. Other limits figured first include charitable zero or less, stop
contribution limits (Chapter 26), the limit on here; enter the❏ Schedule A (Form 1040) Itemized
certain meals and entertainment (Chapter amount from line 1Deductions
28), and the 2% of AGI limit on certain mis- above on Schedule A,
cellaneous deductions (Chapter 30). line 29.) . . . . . . . . . . . . . . 143,450

8. Multiply the amount on
line 7 by 3% (.03). . . . . 4,304Itemized Deductions Worksheet.  After

9. Enter the smaller of line 4 or lineAre You Subject you have completed Schedule A through line
8. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,30428, you can use the Itemized Deductionsto the Limit? 10. Total itemized deductions.Worksheet in the Instructions for Form 1040
Subtract line 9 from line 1. Enterto figure your limit. Keep the worksheet forYou are subject to the limit on certain item-
the result here and on Scheduleyour records.ized deductions if your AGI is more than
A, line 29 . . . . . . . . . . . . . . . . . . . . . . . . 137,836$111,800 ($55,900 if you are married filing

separately). Your AGI is the amount on line Note:  You should compare the amount
32 of your Form 1040. Of their $142,140 total itemized deduc-of your itemized deductions after applying

This limit does not apply to estates or tions, the Willows can deduct only $137,836.the limit to the amount of your standard de-
trusts. They enter $137,836 on Schedule A, line 29.duction. Use the greater amount when com-

pleting line 34 of your Form 1040. See Chap-
ter 21 for information on how to figure yourWhich Deductions
standard deduction.Are Affected 

All itemized deductions on Schedule A (Form
1040) are subject to the overall limit, with four Example exceptions discussed next. These itemized
deductions are discussed in Part Five of this For tax year 1994, Bill and Terry Willow are
publication. filing a joint return and have adjusted gross

income of $255,250. Their Schedule A item-
Exceptions ized deductions consist of the following.

The Schedule A (Form 1040) deductions
State income and real estate taxes . . . $17,900listed next are not subject to the overall limit
Home mortgage interest . . . . . . . . . . . . . . 45,000on itemized deductions. However, they are

still subject to other applicable limits. Charitable contributions . . . . . . . . . . . . . . 21,000
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Example 2.  You provided more than half
of your married daughter’s support, includingWhose Expenses
her medical expenses of $1,200. She and23. Can You Include? her husband file a joint return. Although you
may not be able to claim an exemption forYou can include medical expenses you payMedical and your daughter, she is still your dependentfor yourself and for the individuals discussed
and you can include in your medical ex-in this section.Dental Expenses penses the $1,200 you paid.

Spouse. You can include medical expenses
Adopted child. You can include medical ex-you paid for your spouse. To claim these ex-
penses that you paid for a child before adop-penses, you must have been married either
tion, if the child qualified as your dependentat the time your spouse received the medical
when the medical expenses were providedImportant Change services or at the time you paid the medical
or when the expenses were paid. If you payexpenses.for 1994 back an adoption agency or other persons

Example 1.  Mary received medical treat- for medical expenses they paid under an
ment before she married Bill. Bill paid for theSelf-employed health insurance.  The spe- agreement with you, you are treated as hav-
treatment after they married. Bill can includecial rule that allowed self-employed individu- ing paid those expenses. But if you pay back
these expenses in figuring his medical ex-als to deduct 25% of health insurance premi- medical expenses incurred and paid before
pense deduction even if Bill and Mary fileums from gross income expired December adoption negotiations began, you cannot in-
separate returns.31, 1993. At the time this publication went to clude them as medical expenses.

If Mary had paid the expenses before sheprint, a bill to extend this deduction was
and Bill married, Bill could not include Mary’spending in Congress. To find out if this de- Child of divorced or separated parents.  If
medical expenses on his separate return.duction is allowed for 1994, see Publication either parent can claim a child as a depen-
Mary would include all the medical expenses553, Highlights of 1994 Tax Changes. dent under the rules for divorced or sepa-
she paid during the year on her separate re- rated parents, each parent can include the
turn. If they filed a joint return, the medical medical expenses he or she pays for the
expenses both paid during the year would be child even if an exemption for the child is
used to f igure their medical expenseIntroduction claimed by the other parent.
deduction.

This chapter discusses how to claim a de- Example 2.  During 1994, John paid Support claimed under a multiple support
duction for your medical and dental ex- medical expenses for his wife Louise, who agreement. A multiple support agreement is
penses. It contains a list of items that you can died in 1993. John married Belle in 1994, and used when two or more people provide more
or cannot include in figuring your deduction. they file a joint return. Because John was than half of a person’s support, but no one
It also explains how to treat insurance reim- married to Louise when she incurred the alone provides more than half. If you are con-
bursements and other reimbursements you medical expenses, he can include those ex- sidered to have provided more than half
may receive for medical care. penses in figuring his medical deduction for under such an agreement, you can include

It will help you determine: 1994. medical expenses you pay, even if you can-
not claim the person because he or she had• Whose expenses you can include,

Dependents. You can include medical ex- gross income of $2,450 or more or filed a
penses you paid for your dependent. To joint return.• What expenses you can include,
claim these expenses, the person must have Any medical expenses paid by others

• How to claim expenses of a decedent, and been your dependent at the time the medical who joined you in the agreement cannot be
services were provided or at the time you included as medical expenses by anyone.

• How to figure your deduction. paid the expenses. A person generally quali- However, you can include the entire un-
fies as your dependent for purposes of the reimbursed amount you paid for medical
medical expense deduction if: expenses.To deduct any medical and dental ex-

penses, you must itemize your deductions Example.  You and your three brothers1) That person lived with you for the entire
on Schedule A (Form 1040). You must re- each provide one-fourth of your mother’s to-year as a member of your household or
duce the amount of your medical expenses tal support. Under a multiple support agree-is related to you, and
by any reimbursement you receive for these ment, you claim your mother as a depen-2) That person was a U.S. citizen or resi-expenses. dent. You paid all of her medical expenses.dent, or a resident of Canada or MexicoThere are limits on the amount you can Your brothers repaid you for three-fourths offor some part of the calendar year indeduct. You can deduct only the amount of these expenses. In figuring your medical ex-which your tax year began, andyour medical and dental expenses that is pense deduction, you can include only one-

3) You provided over half of that person’smore than 7.5% of your adjusted gross in- fourth of your mother’s medical expenses.
total support for the calendar year.come shown on line 32, Form 1040. See Your brothers cannot include any part of the

How to Figure Your Deduction. expenses.
You can include the medical expenses of However, if you and your brothers share

any person who is your dependent even if the nonmedical support items and you sepa-Useful Items you cannot claim an exemption for him or her rately pay all of your mother’s medical ex-You may want to see: on your return only because the dependent penses, you can include the amount you
received $2,450 or more of gross income or paid for her medical expenses in your medi-

Publication filed a joint return. cal expenses.
Example 1.  In 1993, your son was your

❏ 502 Medical and Dental Expenses
dependent. In 1994, he no longer qualifies as
your dependent. However, you paid $800 in Medical Expenses Form (and Instructions) 1994 for medical expenses your son incurred
in 1993 when he was your dependent. You Medical care expenses include amounts

❏ Schedule A (Form 1040) Itemized can include the $800 in figuring your 1994 paid for the diagnosis, cure, mitigation, treat-
Deductions medical expense deduction. You cannot in- ment, or prevention of disease, and for treat-

clude this amount on your 1993 return. ments affecting any part or function of the
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Table 23-1. Medical and Dental Expenses Checklist

You can include You cannot include

• Birth control pills • Part of life-care fee paid • Diaper service • Life insurance or income
prescribed by your doctor to retirement home protection policies, or

designated for medical • Expenses for your policies providing
• Capital expenses for care general health (even if payment for loss of life,

equipment or following your doctor’s limb, sight, etc.
improvements to your • Prescription medicines advice) such as—
home needed for medical (those requiring a • Maternity clothes
care (see Publication prescription by a doctor —Health club dues
502) for their use by an • Medical insurance

individual) and insulin —Household help (even included in a car
• Cost and care of guide if recommended by a insurance policy

dogs or other animals • Psychiatric care at a doctor) covering all persons
aiding the blind, deaf, and specially equipped injured in or by your car
disabled medical center (includes —Social activities, such as

meals and lodging) dancing or swimming • Medicine you buy
• Cost of lead-based paint lessons without a prescription

removal (see Publication • Social Security tax,
502) Medicare tax, FUTA, and —Stop smoking program • Nursing care for a healthy

state employment tax for baby
• Expenses of an organ worker providing medical —Trip for general health

donor care (see Wages for improvement • Surgery for purely
nursing services, below) cosmetic reasons

• Hospital services fees —Weight loss program
(lab work, therapy, • Special items (artifical • Toothpaste, toiletries,
nursing services, limbs, false teeth, eye- • Funeral, burial or cosmetics, etc.
surgery, etc.) glasses, contact lenses, cremation expenses

hearing aids, crutches,
• Legal abortion wheelchair, etc.) • Illegal operation or

treatment
• Legal operation to • Special school or home

prevent having children for mentally or physically
disabled persons (see

• Meals and lodging Publication 502)
provided by a hospital
during medical treatment • Transportation for

needed medical care
• Medical and hospital (see discussion)

insurance premiums (see
discussion) • Treatment at a drug or

alcohol center (includes
• Medical services fees meals and lodging

(from doctors, dentists, provided by the center)
surgeons, specialists,
and other medical • Wages for nursing
practitioners) services (see Publication

502)
• Oxygen equipment and

oxygen

body. The expenses must be primarily to al- If you have a policy that provides moreMedical Insurance
leviate or prevent a physical or mental defect than one kind of payment, you can includePremiums or illness. Expenses for solely cosmetic rea- the premiums for the medical care part of the
sons generally are not expenses for medical policy if the charge for the medical part isYou can include in medical expenses premi-
care. Also, expenses that are merely benefi- reasonable. The cost of the medical portionums you pay for policies that provide pay-
cial to one’s general health (for example, va- must be separately stated in the insurancement for:
cations) are not expenses for medical care. contract or given to you in a separate

Use Table 23–1 in this chapter as a guide statement.• Hospitalization, surgical fees, and other
to determine which medical and dental ex- medical and dental expenses,
penses you can include on Schedule A Cafeteria plans. Do not include in medical
(Form 1040). See Publication 502, Medical and dental expenses (line 1 of Schedule A)• Prescription drugs,
and Dental Expenses, for information about insurance premiums paid by an employer-

• Replacement of lost or damaged contactother expenses you can include. sponsored health insurance plan (cafeteria
lenses, or plan) unless the premiums are included in

box 1 of your Form(s) W–2.
• Membership in an association that gives

cooperative or so-called ‘‘free-choice’’
medical service, or group hospitalization
and clinical care.
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Medicare A.  If you are covered under social a limited partner receiving guaranteed pay- Publication 553, Highlights of 1994 Tax
ments) or if you received wages in 1994 from Changes.security (or if you are a government em-
an S corporation in which you were a moreployee who paid Medicare tax), you are en-
than 2% shareholder (who is treated as arolled in Medicare A. The tax paid for Medi-

Meals and Lodgingpartner), you may be able to deduct up tocare A is not a medical expense.
25% of the amount paid for health insurance Payment for meals and lodging provided byIf you are not covered under social secur-
on behalf of yourself, your spouse, and de- a hospital or similar institution as a neces-ity (or were not a government employee who
pendents. Do this on line 26 of Form 1040. If sary part of medical care is a medical ex-paid Medicare tax), you may voluntarily en-
you itemize your deductions, include the re- pense if the main reason for being in the hos-roll in Medicare A. In this situation the premi-
maining premiums with all other medical pital is to receive medical care.ums paid in 1994 for Medicare A can be in-
care expenses on Schedule A, subject to the You may be able to include in medical ex-cluded as a medical expense on your tax
7.5% limit. penses the cost of lodging not provided in areturn.

You cannot take the deduction for any hospital or similar institution. You can include
month in 1994 in which you were eligible to the cost of such lodging while away fromMedicare B. Medicare B is supplemental
participate in any subsidized health plan home if you meet all of the fol lowingmedical insurance. Premiums you pay for
maintained by your employer or your requirements.Medicare B are a medical expense. If you ap-
spouse’s employer.plied for it at age 65, you can deduct $41.10 1) The lodging is primarily for and essentialIf you qualify to take the deduction, usefor each month in 1994 for which you paid a to medical care.the following worksheet to figure the amountpremium. If you were over age 65 when you
you can deduct. But, if either of the following 2) The medical care is provided by a doctorfirst enrolled, check the information you re-
applies, do not use the worksheet. Instead, in a licensed hospital or in a medicalceived from the Social Security Administra-
use the worksheet in Publication 535 to fig- care facility related to, or the equivalenttion to find out your premium.
ure your deduction. of, a licensed hospital.

• You had more than one source of income 3) The lodging is not lavish or extravagantPrepaid insurance. Premiums you pay
subject to self-employment tax. under the circumstances.before you are 65 for insurance covering

medical care for yourself, your spouse, or • You file Form 2555, Foreign Earned In- 4) There is no significant element of per-
your dependents after you reach 65 are come, or Form 2555–EZ. sonal pleasure, recreation, or vacation
medical care expenses in the year paid if in the travel away from home.
they are:

1) Payable in equal yearly installments, or The amount you include in medical ex-Worksheet for Self-Employed
penses cannot exceed $50 for each night formore often, and Health Insurance Deduction 
each person. Lodging is included for a per-2) Payable for at least 10 years, or until
son for whom transportation expenses are a1. Enter the total amount paid in 1994you reach 65 (but not for less than 5
medical expense because that person isfor health insurance coverage foryears).
traveling with the person receiving the medi-1994 for you, your spouse, and
cal care. For example, if a parent is travelingdependents. But do not includeUnused sick leave used to pay premiums. with a sick child, up to $100 per night foramounts for any month you wereYou must include in gross income cash pay- lodging is included as a medical expense.eligible to participate in an employer-ments you receive at the time of retirement (Meals are not deductible.)sponsored health plan . . . . . . . . . . . . . . .for unused sick leave.

2. Percentage used to figure theYou must also include in gross income Nursing home. You can include in medicaldeduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . x .25the value of unused sick leave that, at your expenses the cost of medical care in a nurs-
3. Multiply line 1 by the percentage onoption, your employer applies to the cost of ing home or home for the aged for yourself,

line 2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .your continuing participation in your employ- your spouse, or your dependents. This in-
er’s health plan after you retire. You can in- 4. Enter your net profit and any other cludes the cost of meals and lodging in the
clude this cost of continuing participation in earned income* from the business home if the main reason for being there is to
the health plan as a medical expense. under which the insurance plan is get medical care.

If you participate in a health plan where established, minus any deductions Do not include  the cost of meals and
your employer automatically applies the you claim on Form 1040, lines 25 and lodging if the reason for being in the home is
value of unused sick leave to the cost of your 27 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . personal. You can, however, include in medi-
continuing participation in the health plan 5. Self-employed health insurance cal expenses the part of the cost that is for
(and you do not have the option to receive deduction. Enter the smaller of line medical or nursing care.
cash), you do not include the value of the un- 3 or line 4 here and on Form 1040,
used sick leave in gross income. You cannot line 26. DO NOT include this amount Medical trip.  You cannot include the cost of
deduct this cost of continuing participation in in figuring any medical expense your meals and lodging while you are away
that health plan as a medical expense. deduction on Schedule A (Form from home for medical treatment if you do

1040). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . not receive the treatment at a medical facil-
Health Insurance Costs for ity, or if the lodging is not primarily for or es-

* Earned income includes net earnings and gains sential to the medical care.Self-Employed Persons 
from the sale, transfer, or licensing of property you
created. It does not include capital gain income. If

Caution.  The self-employed health in- Transportationyou were a more than 2% shareholder in an S
surance deduction expired at the end of Amounts paid for transportation primarily for,corporation, earned income is your wages from
1993. However, at the time this publication and essential to, medical care qualify asthat corporation.
went to print, a bill to extend this deduction medical expenses.
was pending in Congress. To see if this de-
duction is allowed for 1994, see Publication Include:Caution.  As this publication was being553. If it is extended, the following rules

prepared for print, Congress was consider- • Bus, taxi, train, and plane fares,apply.
ing a proposal that would extend the self-em-

• Ambulance service,If you were self-employed and had a net ployed health insurance deduction. For infor-
profit for the year, were a general partner (or mation on any late legislative changes, see • Car expenses,
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• Transportation expenses of a parent who paid. Any medical expenses paid out of a
must go with a child who needs medical joint checking account in which you and yourDecedents
care, spouse have the same interest are consid-

The survivor or personal representative of a ered to have been paid equally by each of• Transportation expenses of a nurse or decedent can choose to treat certain ex- you, unless you can show otherwise.other person who can give injections, penses paid by the decedent’s estate for the Community property states.  If you andmedications, or other treatment required decedent’s medical care as paid by the de- your spouse live in a community propertyby a patient who is traveling to get medical cedent at the time the medical services were state and file separate returns, any medicalcare and is unable to travel alone, and provided. The expenses must be paid within expenses paid out of community funds are• Transportation expenses for regular visits the one-year period beginning with the day divided equally. Each of you should includeto see a mentally ill dependent, if these after the date of death. If you are the survivor half the expenses. If medical expenses arevisits are recommended as part of or personal representative making this paid out of the separate funds of one spouse,treatment. choice, you must attach a statement to the
only the spouse who paid the medical ex-

decedent’s Form 1040 (or the decedent’s
penses can include them. If you live in aDo not include: amended return, Form 1040X), saying that
community property state, are married, andthe expenses have not been and will not be• Transportation expenses to and from work file a separate return, see Publication 555,claimed on the estate tax return.even if your condition requires an unusual Federal Tax Information on CommunityAmended returns and claims for refundmeans of transportation, or Property.are discussed in Chapter 1.

• Transportation costs if, for nonmedical
Example.  John filed his 1993 income taxreasons only, you choose to travel to an- What expenses can you include in 1994?

return on April 12, 1994. He died on June 1,other city, such as a resort area, for an op- You can include medical expenses only in
1994. His unpaid medical expenses wereeration or other medical care prescribed the year you paid them. (But see Decedents,
$1,500 for 1993 and $2,000 for 1994. His ex-by your doctor. earlier.) If you pay medical expenses by
ecutor paid the $3,500 in medical expenses check, the day you mail or deliver the check
in January 1995.Car expenses. You can include out-of- generally is the date of payment. If you use a

The executor can file an amended returnpocket expenses for your car, such as gas ‘‘pay-by-phone’’ account, the date reported
for 1993, claiming the $1,500 medical ex-and oil. You cannot include depreciation, in- on the statement of the financial institution
penses as paid in 1993. The $2,000 for 1994surance, general repair, or maintenance showing when payment was made is the
can be treated as paid in 1994 and includedexpenses. date of payment. You can include medical
as a medical expense on the return for 1994,If you do not want to figure your actual ex- expenses you charge to your credit card in
which will be the decedent’s final return.penses, you can use a standard rate of 9 the year the charge is made. It does not mat-

cents a mile for use of your car for medical ter when you actually pay the amount
Expenses for deceased spouse or depen-reasons. charged.
dent.  If you paid medical expenses for yourEither way, you can include the cost of
deceased spouse or dependent, includeparking fees and tolls. Reimbursements them as medical expenses on your Form
1040 in the year paid, whether they are paid You must reduce your total medical ex-Disabled Dependent before or after the decedent’s death. The ex- penses for the year by all reimbursements

Care Expenses penses can be included if the person was for medical expenses that you receive from
your spouse or dependent either at the timeSome disabled dependent care expenses insurance or other sources during the year.
the medical services were provided or at themay qualify as medical expenses or as work- This includes payments from Medicare.
time you paid the expense.related expenses for purposes of taking a Do not reduce medical expenses by any

credit for dependent care. (See Chapter 33.) payment you received for loss of earnings or
You can choose to apply them either way as damages for personal injury or sickness.
long as you do not use the same expenses to How to Figureclaim both a credit and a medical expense Excess reimbursement.  If the total reim-
deduction. bursement you received during the year isYour Deduction 

the same as or more than your total medical
To figure your medical expense deduction, expenses for the year, you cannot take aImpairment-Related
complete Schedule A (Form 1040). If you medical deduction. The following discus-Work Expenses need more information on itemized deduc- sions explain whether you need to include

Certain unreimbursed expenses may appear tions or you are not sure whether you can excess reimbursement in income.
to be deductible as either medical or busi- itemize, see Chapters 21 and 22. Premiums paid by you.  If you pay theness expenses. Deduct them as business Write in the amounts you paid for medical

entire premium for your medical insurance ordeductions if they are: and dental care expenses after reducing the
all of the cost of a similar plan, do not includeamount by payments you received from in-• Necessary for you to do your work an excess reimbursement in your grosssurance and other sources. You can deductsatisfactorily, income.only the amount of your medical and dental

• For goods or services not required or Premiums paid by you and your em-expenses that is more than 7.5% of your ad-
used, other than incidentally, in your per- ployer.  If both you and your employer con-justed gross income shown on line 32, Form
sonal activities, and tribute to your medical insurance plan and1040.

your employer’s contributions are not in-• Not specifically covered under other in- Write the amount of your unreimbursed
cluded in your gross income, you must in-come tax laws. medical expenses on line 1, Schedule A
clude in your gross income the part of an ex-(Form 1040). For an example, see Medical
cess reimbursement that is from yourand dental expenses (lines 1–4, Schedule A)Example.  You are blind. To do your
employer’s contributions.under Itemized Deductions (Schedule A) inwork, you must use a reader. You use the

Example.  You are covered by your em-Chapter 39.reader both during your regular working
ployer’s medical insurance policy. The an-hours at your place of work and outside your
nual premium is $2,000. Your employer paysregular working hours away from your place Separate returns.  If you and your spouse
$600 of that amount and the balance ofof work. The reader’s services are only for live in a noncommunity property state and
$1,400 is taken out of your wages. The partyour work. You can deduct your expenses file separate returns, each of you can include
of any excess reimbursement you receivefor the reader as business expenses. only the medical expenses each actually
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Total medical expenses $3,600

Excess reimbursement from your
employer’s policy ($2,500 − $2,250) $ 250

Because both you and your employer
contribute to the cost of this policy, you must
divide the cost to determine the excess reim-
bursement  f rom your  emp loyer ’ s
contribution.

Employer’s contribution in relation to the
annual cost of the policy 
($300 ÷ $1,200) . . . . . . . . . . . . . . . . . . . . . . . 25%

Amount to report as income
(25% × $250) $62.50

Reimbursement in a later year.  If you are
reimbursed in a later year for medical ex-
penses you deducted in an earlier year, you
must report as income the amount you re-
ceived from insurance or other sources that
is equal to, or less than, the amount you pre-
viously deducted as medical expenses.
However, you do not have to report the reim-
bursement you received up to the amount of
your medical deductions that did not reduce
your tax for the earlier year. For more infor-
mation about the recovery of an amount that
you claimed as an itemized deduction in an
earlier year, see Itemized Deduction Recov-
eries in Chapter 13.

Medical expenses not deducted.  If you did
not deduct a medical expense in the year you
paid it because you did not itemize deduc-
tions or because your medical expenses
were not more than 7.5% of your adjusted
gross income, do not include in income the
reimbursement for this expense that you re-under the policy that is from your employer’s Example.  You are covered by your em-

contributions is figured like this: ceive in a later year. However, if the reim-ployer’s health insurance policy. The annual
bursement is more than the expense, seepremium is $1,200. Your employer pays

Total annual cost of policy . . . . . . . . . . . . . . . $2,000 Excess reimbursement, earlier.$300, and the balance of $900 is deducted
Amount paid by employer . . . . . . . . . . . . . . . $ 600

from your wages. You also paid the entire
Example.  In 1994, you have medical ex-Employer’s contribution in relation to premium of $250 for a personal health insur-

penses of $500. You cannot deduct the $500the annual cost of the policy ance policy.
because it is not more than 7.5% of your ad-($600 ÷ $2,000) 30% During the year, you paid medical ex-
justed gross income. If, in a later year, youpenses of $3,600. In the same year, youYou must include in your gross income are reimbursed for any of the $500 medicalwere reimbursed $2,500 under your employ-30% of any excess reimbursement you re- expenses, you do not include that amount iner’s policy and $1,500 under your personalceived for medical expenses under the your gross income.policy.policy.

You figure the part of any excess reim-Premiums paid by your employer.  If
Damages. If you receive an amount in settle-bursement you receive that is from your em-your employer or your former employer pays
ment of a personal injury suit, the part that isployer’s contribution like this:the total cost of your medical insurance plan
for medical expenses deducted in an earlierand your employer’s contributions are not in-
year is included as income in the later year ifReimbursement from employer’s policy $2,500cluded in your income, you must report all
your medical deduction in the earlier year re-Reimbursement from your policy . . . . . . . . 1,500excess reimbursements as income.
duced your income tax in that year. See Re-More than one policy.  If you are cov- Total reimbursement $4,000
imbursement in a later year, earlier. ered under more than one policy, the costs of

Future medical expenses.  If you re-which are paid by both you and your em-
Amount of medical expenses from your ceive an amount in settlement of a damageployer, you must first divide the medical ex-

policy [($1,500 ÷ $4,000) × $3,600 total suit for personal injuries that is properly allo-pense among the policies to figure the ex-
medical expenses] . . . . . . . . . . . . . . . . . . . . $1,350 cable or determined to be for future medicalcess reimbursement from each policy. Then

Amount of medical expenses from your expenses, you must reduce any medical ex-divide the policy costs to figure the part of
employer’s policy [($2,500 ÷ $4,000) × penses for these injuries until the amountany excess reimbursement that is from your
$3,600 total medical expenses] . . . . . . . 2,250employer’s contribution. you received has been completely used.
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Table 24-1. Which Taxes Can You Deduct?

You Can Deduct You Cannot Deduct

Income Taxes State and local income taxes Federal income taxes
Foreign income taxes Employee contributions to private or voluntary
Employee contributions to state funds listed under disability plans

State benefit funds

Real Estate Taxes State and local real estate taxes Taxes for local benefits
Foreign real estate taxes Trash and garbage pickup fees
Tenant’s share of real estate taxes paid by Rent increase due to higher real estate taxes

cooperative housing corporation Homeowners association charges

Personal Property State and local personal property taxes
Taxes

Other Taxes Taxes that are expenses of your trade or business or Many taxes, such as state and local sales taxes and
producing income federal excise taxes, generally are not deductible.

One-half of self-employment tax paid See Taxes and Fees You Cannot Deduct, later.
Taxes on property producing rent or royalty income
Occupational taxes

Fees and Charges Fees and charges, such as for driver’s licenses or
water bills, generally are not deductible. See
Taxes and Fees You Cannot Deduct, later.

State or local taxes.  These are taxes im- 2) The tax must be paid during your tax
posed by the 50 states, U.S. possessions, or year.
any of their political subdivisions (such as a24.
county or city), or by the District of Columbia. The tax must be imposed on you.  Gen-

Indian tribal government.  An Indian tri- erally, you can deduct only taxes that are im-Taxes bal government that is recognized by the posed on you.
Secretary of the Treasury as performing sub- Generally, you can deduct property taxes
stantial government functions will be treated only if you are the property owner. If real es-
as a state for this purpose. Income taxes, tate taxes are paid by your spouse who owns
real estate taxes, and personal property a home, they are deductible on yourImportant Reminder taxes imposed by that Indian tribal govern- spouse’s separate return or on your joint
ment (or by any of its subdivisions that are return.Limit on itemized deductions.  If your ad-
treated as political subdivisions of a state) The tax must be paid during your taxjusted gross income is more than $111,800
are deductible. year.  If you are a cash basis taxpayer, you($55,900 if you are married filing separately),

can deduct only those taxes paid during thethe overall amount of your itemized deduc-
Foreign taxes. These are taxes imposed by calendar year for which you file a return. Iftions may be limited. See Chapter 22 for
a foreign country or any of its political you pay your taxes by check, the day youmore information about this limit.
subdivisions. mail or deliver the check is generally the date

of payment. If you use a pay-by-phone ac-
count, the date reported on the statement ofUseful Items
the financial institution showing when pay-You may want to see:Introduction
ment was made is the date of payment.

This chapter discusses which taxes you can If you question a tax liability and use thePublication
deduct if you itemize deductions on Sched- cash method of accounting, you can deduct❏ 514 Foreign Tax Credit forule A (Form 1040). It also explains which the tax only in the year you actually pay it. IfIndividualstaxes you can deduct on other schedules or you use an accrual method of accounting,
forms, and which taxes you cannot deduct. you must use special rules for determiningForm (and Instructions)The chapter covers: when you can deduct the tax liability you are

❏ Schedule A (Form 1040) Itemized questioning. See Contested Liabilities in• Income taxes (state, local, or foreign)
Deductions Publication 538, Accounting Periods and

• Real estate taxes (state, local, or foreign) Methods, for more information.❏ Schedule E (Form 1040)
Supplemental Income and Loss• Personal property taxes (state or local)

❏ Form 1116 Foreign Tax Credit• Taxes that are expenses of business or
producing income Income Taxes

• Taxes and fees you cannot deduct This section discusses the deductibility of
state and local income taxes, employee con-Tests to DeductThe end of the chapter explains which tributions to state benefit funds, and foreign

form you use to deduct the different types of income taxes.Any Tax
taxes.

The following two tests must be met for any State and local income taxes.  You can de-
tax to be deductible by you.Table.  Use Table 24–1 as a guide to deter- duct state and local income taxes. However,

mine which taxes you can deduct. 1) The tax must be imposed on you. you cannot deduct state and local income
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taxes you pay on income that is exempt from taxes. You can deduct only the amount of the 1) A unit fee for the delivery of a service
federal income tax, unless the exempt in- (such as a $5 fee charged for everytotal taxes that is proportionate to your gross
come is interest income. For example, you 1,000 gallons of water you use),income compared to the combined gross in-
cannot deduct the part of a state’s income come of you and your spouse. But you can- 2) A periodic charge for a residential ser-
tax that is on a cost-of-living allowance that is not deduct more than the amount you actu- vice (such as a $20 per month or $240
exempt from federal income tax. ally paid during the year. If you and your annual fee charged to each homeowner

Deduct state and local income taxes with- spouse are jointly and individually liable for for trash collection), or
held from your salary in the year they are the full amount of the state and local income

3) A flat fee charged for a single servicewithheld. For 1994, these taxes will be taxes, you and your spouse can deduct on
provided by your government (such as ashown in boxes 18 and 21 of your Form W-2. your separate federal returns the amount $30 charge for mowing your lawn be-You may also have state or local income tax you each actually paid. cause it was allowed to grow higher thanwithheld on Form 1099-MISC (box 11) or
permitted under your local ordinance).Form 1099-R (boxes 10 and 13). Deduct State benefit funds. As an employee, you

payments made on taxes for an earlier year can deduct mandatory contributions to state Caution:  You must look at your real es-in the year they are paid. benefit funds that provide protection against tate tax bill to determine if any nondeductibleDeduct estimated tax payments you loss of wages. Payments made to the follow- itemized charges, such as those just listed,make under a pay-as-you-go plan of a state ing funds are deductible as state income are included in the bill. If your taxing authorityor local government. However, you must taxes on line 5 of Schedule A (Form 1040). (or mortgage lender) does not furnish you ahave a reasonable basis for making the esti-
copy of your real estate tax bill, ask for it.California Nonoccupational Disabilitymated tax payments. Any estimated state or

Benefit Fundlocal tax payments you make that are not
reasonably determined in good faith at the Tenant-shareholders in a cooperativeNew Jersey Nonoccupational Disability
time of payment are not deductible. For ex- housing corporation. Generally, you canBenefit Fund
ample, if you made an estimated state in- deduct your share of the real estate taxes the

New York Nonoccupational Disabilitycome tax payment, but the estimate of your corporation paid or incurred on the property.
Benefit Fundstate tax liability for the year shows that you The corporation should provide you with a

will get a refund of the full amount of your es- Rhode Island Temporary Disability Bene- statement showing you your share of the
timated payment, then you had no reasona- taxes. For more information, see Specialfit Fund
ble basis to believe you had any additional li- Rules for Cooperatives in Publication 530.Washington State Supplemental Work-
ability to make the payment, and you cannot

men’s Compensation Funddeduct it. Purchase or sale of real estate.  If you
Also deduct any part of a refund of prior- bought or sold real estate during the year,

Note.  Employee contributions to privateyear state or local income taxes that you the real estate taxes must be divided be-
or voluntary d isabi l i ty  p lans are notchose to have credited to your 1994 esti- tween the buyer and the seller.
deductible.mated state or local income taxes. The buyer and the seller must divide the

real estate taxes according to the number ofDo not reduce your deduction by either of
days in the real property tax year (the pe-the following: Foreign income taxes.  Generally, you can
riod to which the tax imposed relates) thattake either a deduction or a credit for income• Any state or local income tax refund (or
each owned the property. The seller istaxes imposed on you by a foreign country orcredit) you expect to receive for 1994, or
treated as paying the taxes up to the date ofa U.S. possession. However, you cannot

• Any refund of (or credit for) prior year state the sale, and the buyer is treated as payingtake a deduction or credit for foreign income
and local income taxes you actually re- the taxes beginning with the date of the sale,taxes paid on income that is exempt from
ceived in 1994. regardless of the lien dates under local law.U.S. tax under the foreign earned income ex-

Generally, this information is included on theclusion or the foreign housing exclusion. For
Refund (or credit). If you receive a re- settlement statement provided at closing.information, get Publication 54, Tax Guide

fund of (or credit for) state or local (or foreign) If you (the seller) cannot deduct taxes un-for U.S. Citizens and Resident Aliens
income taxes in a year after the year in which til they are paid because you use the cashAbroad.
you paid them, you may have to include all or method of accounting, and the buyer of yourEligible foreign income taxes are either
part of the refund in income on line 10 of property is personally liable for the tax, youdeducted on line 8 of Schedule A (Form
Form 1040, in the year you receive it. This in- are considered to have paid your part of the1040) under ‘‘Other taxes,’’ or taken as a
cludes refunds resulting from taxes that were tax at the time of the sale. This lets you de-credit on Form 1116.
overwithheld, applied from a prior year re- duct the part of the tax to the date of sale
turn, not figured correctly, or figured again as even though you did not actually pay it, but
a result of an amended return. However, if you must also include the amount of that tax
you did not itemize your deductions in the in the selling price of the property.Real Estate Taxes
previous year, you do not have to include the You figure your deduction for taxes on

Deductible real estate taxes are any state,refund in income. For a discussion of how each property bought or sold during the real
local, or foreign taxes on real property leviedmuch to include, see Recoveries in Chapter property tax year as follows.
for the general public welfare. The taxes13.

1. Enter the total real estate taxes formust be based on the assessed value of theSeparate returns.  If you and your
the real property tax year . . . . . . . . .real property and must be charged uniformlyspouse file separate state, local, and federal

2. Enter the number of days in theagainst all property under the jurisdiction ofincome tax returns, you each can deduct on
real property tax year that youthe taxing authority. Deductible real estateyour federal return only the amount of your
owned the property . . . . . . . . . . . . . . .taxes generally do not include taxes chargedown state and local income tax.

for local benefits and improvements that in- 3. Divide line 2 by 365 . . . . . . . . . . . . . . .If you file separate state and local returns
crease the value of the property. See Realand a joint federal return, you can deduct on 4. Multiply line 1 by line 3. This is
Estate Items You Cannot Deduct, later.your joint federal return the sum of the state your deduction. Claim it on line 6

An itemized charge for services to spe-and local income taxes both of you pay. of Schedule A (Form 1040) . . . . . . .
cific property or people is not a tax, even ifIf you and your spouse file joint state and
the charge is paid to the taxing authority. Youlocal returns and separate federal returns, Note. Repeat steps 1 through 4 for each property
cannot deduct the charge as a real estate taxeach of you can deduct on your separate fed- you bought or sold during the real property tax
if it is:eral return part of the state and local income year.
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Delinquent taxes.  Delinquent taxes are (The sellers add this $249 to their selling amount in the cost basis of the property, and
not divided between the buyer and seller if price and deduct the $249 as a real estate the seller both deducts this amount as a tax
the taxes are for any real property tax year tax.) expense and includes it in the sales price of
before the real property tax year in which the Dennis and Beth’s real estate tax deduc- the property.
property is sold. Even if the buyer agrees to tion for their old and new homes is the sum of For a real estate transaction that involves
pay the delinquent taxes, the buyer cannot $211 and $483, or $694. They will enter this a residence and that occurs after 1992, any
deduct them but must add them to the cost of amount on line 6 of Schedule A (Form 1040). real estate tax that the seller paid in advance
the property. The seller can deduct these but that is the liability of the buyer appears inExample 2.  George and Helen Brown
taxes but also must include them in the sell- box 5 of Form 1099–S. The buyer deductsbought a home on May 3, 1994. Their real
ing price on the sale of the property. this amount as a tax expense, and the sellerproperty tax year is the calendar year. Real

The following examples illustrate how reduces his or her tax expense by the sameestate taxes for 1993 were assessed in their
real estate taxes are divided between buyer amount. See Refund (or rebate), later.state on January 1, 1994. The taxes became
and seller. due on May 31, 1994, and October 31, 1994.

Under state law, the tax became a lien onExample 1.  Dennis and Beth White’s Taxes placed in escrow.  If your monthly
May 31, 1994.real property tax year for both their old home mortgage payment includes an amount

George and Helen agreed to pay all taxesand their new home is the calendar year, with placed in escrow (put in the care of a third
due after the date of purchase. Real estatepayment due August 1. The tax on their old party) for real estate taxes, you cannot de-
taxes for 1993 were $680. George and Helenhome, sold on May 5, was $620. The tax on duct the total of these amounts included in
paid $340 tax on May 31, 1994, and $340 taxtheir new home, bought on May 4, was $732. your payments for the year. You can deduct
on October 31, 1994. These taxes were forDennis and Beth are considered to have paid only the real estate tax that the lender actu-
the 1993 real property tax year. The Brownsa proportionate share of the real estate taxes ally paid to the taxing authority. If the lender
cannot deduct them since they did not ownon the old home even though they did not ac- does not notify you of the amount of real es-
the property until 1994. Instead, they musttually pay them to the taxing authority. On the tate tax that was paid for you, contact the
add $680 to the basis (cost) of their home.other hand, they can claim only a proportion- lender or the taxing authority to find the

In January 1995, George and Helen re-ate share of the taxes they paid on their new proper amount to show on your return.
ceive their property tax statement for 1994property even though they paid the entire
taxes of $752, which they will pay in 1995.amount. Married filing separate return.  If you and
George and Helen owned their new homeDennis and Beth owned their old home your spouse held property as tenants by the
during the 1994 real property tax year for 243during the real property tax year for 124 days entirety and you file separate returns, each
days (May 3 to December 31). They will fig-(January 1 to May 4, the day before the sale). of you can deduct only the taxes each of you
ure their 1995 deduction for taxes as follows.They figure their deduction for taxes on their paid on the property.

old home as follows.
1. Enter the total real estate taxes for

Divorced individuals.  If your divorce orthe real property tax year . . . . . . . . . $752
separation instrument states that you mustTAXES ON OLD HOME

2. Enter the number of days in the pay the real estate taxes for a home owned
real property tax year that you1. Enter the total real estate taxes for by you and your spouse, part of your pay-
owned the property . . . . . . . . . . . . . . . 243the real property tax year . . . . . . . . . $620 ments may be deductible as alimony and

3. Divide line 2 by 365 . . . . . . . . . . . . . . . .672. Enter the number of days in the part as real estate taxes. See Publication
real property tax year that you 4. Multiply line 1 by line 3. This is 504, Divorced or Separated Individuals, for
owned the property . . . . . . . . . . . . . . . 124 your deduction. Claim it on line 6 information.

of Schedule A (Form 1040) . . . . . . . $5043. Divide line 2 by 365 . . . . . . . . . . . . . . . .34
Minister’s and military personnel housing4. Multiply line 1 by line 3. This is The remaining $248 of taxes paid in 1995, allowances.  If you are a minister or a mem-your deduction. Claim it on line 6 along with the $680 paid in 1994, is added to ber of the uniformed services and receive aof Schedule A (Form 1040) . . . . . . . $211 the cost of their home. housing allowance that you can exclude from

Because the taxes up to the date of sale income, you still can deduct all of the real es-Since the buyers of their old home paid all of
are considered paid by the seller on the date tate taxes you pay on your home.the taxes, Dennis and Beth also include the
of sale, the person who sold the Browns their$211 in the selling price of the home. (The
home is entitled to a 1994 tax deduction of Refund (or rebate). If you receive a refundbuyers add the $211 to their cost of the
$928. This is the sum of the $680 for 1993 or rebate in 1994 of real estate taxes youhome.)
and the $248 for the 122 days the seller paid in 1994, you must reduce your deduc-Dennis and Beth owned their new home
owned the home in 1994. The seller must tion by the amount refunded to you. If you re-during the real property tax year for 242 days
also include the $928 in the selling price ceive a refund or rebate in 1994 of real estate(May 4 to December 31, including their date
when he or she completes Form 2119, Sale taxes you deducted in an earlier year, youof purchase). They figure their deduction for
of Your Home, (which must be attached to generally must include the refund or rebatetaxes on their new home as follows.
the seller’s 1994 tax return). The seller in income in the year you receive it. How-
should contact the Browns in January 1995 ever, you only need to include the amount ofTAXES ON NEW HOME to find out how much real estate tax is due for the deduction that reduced your tax in the
1994. earlier year.1. Enter the total real estate taxes for

Form 1099–S. For certain sales or ex- For more information, see Recoveries inthe real property tax year . . . . . . . . . $732
changes of real estate, the person responsi- Chapter 13. If you did not itemize deductions2. Enter the number of days in the ble for closing the sale (generally the settle- in the year you paid the tax or you filed Formreal property tax year that you ment agent) prepares Form 1099–S, 1040A or Form 1040EZ, do not report the re-owned the property . . . . . . . . . . . . . . . 242 Proceeds From Real Estate Transactions, to fund as income.

3. Divide line 2 by 365 . . . . . . . . . . . . . . . .66 report certain information to the IRS and to
the seller of the property. The gross pro-4. Multiply line 1 by line 3. This is

Real Estate Items Youceeds from the sale appears in box 2 of theyour deduction. Claim it on line 6
form. Generally, gross proceeds includesof Schedule A (Form 1040) . . . . . . . $483 Cannot Deduct 
cash, notes, and liabilities assumed by the The following are not deductible as real es-

Since they paid all of the taxes, Dennis and buyer, such as any portion of the seller’s real tate taxes:
Beth add $249 ($732 paid less $483 estate tax liability that the buyer will pay after

• Taxes for local benefits,deduction) to their basis of the new home. the date of sale. The buyer includes this
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• Trash and garbage pickup fees, Sales taxes. If you buy supplies or other
items for your trade or business and can de-Personal Property• Transfer taxes (or stamp taxes), duct their cost as a business expense, you
can deduct the sales tax as part of the cost.Taxes • Rent increases due to higher real estate
Sales tax on the purchase of property whosetaxes, and

Personal property tax is deductible if it is a cost you cannot deduct as a business ex-
• Homeowners association charges. state or local tax that is: pense is added to the property’s cost. See

Cost Basis in Chapter 14.1) Charged on personal property,
Taxes for local benefits.  Deductible real

2) Based only on the value of the personalestate taxes generally do not include taxes Self-employment tax. If you work for your-
property, andcharged for local benefits and improvements self, you can deduct half of the self-employ-

that increase the value of your property. ment tax you figured on your 1994 Schedule3) Charged on a yearly basis, even if it is
These include assessments for streets, side- SE (Form 1040), Self-Employment Tax.collected more than once a year, or less
walks, water mains, sewer lines, public park- than once a year.
ing facilities, and similar improvements. You Tax connected with purchase or sale.
should increase the basis of your property by Generally, any tax paid in connection withA tax that meets the above requirements
the amount of the assessment. the purchase or sale of property must becan be considered charged on personal

Local benefit taxes are deductible only if treated as part of the cost basis of the prop-property even if it is for the exercise of a privi-
they are for maintenance, repair, or interest erty or, in the case of a sale, as a reduction inlege. For example, a yearly tax based on
charges related to those benefits. If only a the amount realized. But if the cost of thevalue qualifies as a personal property tax
part of the taxes is for maintenance, repair, property is deductible as a business ex-even if it is called a registration fee and is for
or interest, you must be able to show the pense, such as the cost of supplies, any taxthe privilege of registering motor vehicles or
amount of that part to claim the deduction. If paid is deductible as part of the businessusing them on the highways.
you cannot determine what part of the tax is expense.

Example.  Your state charges a yearlyfor maintenance, repair, or interest, none of it
motor vehicle registration tax of 1% of valueis deductible. Tolls  for bridges and roads, and parking
plus 50 cents per hundredweight. You paidTaxes for local benefits may be included fees.
$32 based on the value ($1,500) and weightin your real estate tax bill. If your taxing au-
(3,400 lbs.) of your car. You can deduct $15thority (or mortgage lender) does not furnish Utility taxes and fuel adjustment charges.
(1% × $1,500) as a personal property tax,you a copy of your real estate tax bill, ask for
since it is based on the value. The remainingit. You should use the rules above to deter- Water bills,  sewer, and other service
$17 ($.50 × 34), based on the weight, is notmine if the local benefit tax is deductible. charges.
deductible.

Trash and garbage pickup fees. Fees
charged for trash and garbage pickup ser- Taxes and Feesvices are not deductible as taxes, even if the Taxes And Feesfees are paid to your local taxing authority. You Cannot Deduct
However, service charges used to maintain That Are Expenses

You cannot deduct any tax or fee unless it isor improve services (such as trash collection
in one of the categories of taxes that are spe-or police and fire protection) are deductible of Business or
cifically allowable as a deduction. The cate-as real estate taxes if the taxes are imposed Producing Income gories include:at a like rate against all property in the taxing

jurisdiction. State, local, or foreign income or real es-You can deduct certain taxes not previously
tate taxes,listed in this chapter only if they are ordinary

Transfer taxes (or stamp taxes).  Transfer and necessary expenses of your trade or State or local personal property taxes, or
taxes and other taxes and charges on the business or of producing income. For a dis-

Expenses of a business or income-pro-sale of a personal home are not deductible. If cussion of business taxes, see Chapter 9 of
ducing activity.they are paid by the seller, they are ex- Publication 535, Business Expenses. In

penses of the sale and reduce the amount some cases, these taxes are not deducted
These categories are all discussed earlier inrealized on the sale. If paid by the buyer, they on Schedule A, but are deducted on other
this chapter.are included in the cost basis of the property. schedules or forms. See Where to Deduct,

Many federal, state, and local govern-later.
ment taxes are not deductible because theyNote:  If you bought your home before Taxes and fees that may be deductible
do not fall within the categories listed above.1994 and claimed moving expenses, you only as business or income-producing ex-
(Examples are sales taxes and excise taxeswere allowed to deduct these taxes and penses include the following items.
that are treated as part of the cost of per-charges as a moving expense. If you did so,
sonal-use property.) Other taxes and feesyou cannot use them either to reduce the Car registration fees,  inspection fees, and are not deductible because they are specifi-amount realized on the sale of your home or license plates. However, see Personal Prop- cally denied a deduction. (Examples are fed-to increase the cost basis of your new home. erty Taxes, earlier. eral income taxes and employee social se-
curity taxes that are personal, nondeductible

Excise taxes or customs duties.  These in- expenses.)Rent increase due to higher real estate
clude the federal taxes on telephone service, Listed next are certain taxes and feestaxes.  If your landlord increases your rent in

that are generally not deductible. This is fol-air transportation, gasoline and other motorthe form of a tax surcharge because of in-
lowed by a second list of certain taxes andfuels, and luxury cars.creased real estate taxes, you cannot deduct
fees that are only deductible if they are in-the increase as taxes.
curred in a business or income-producingOccupational taxes.  You can deduct as a
activity.Homeowners association charges.  These business expense an occupational tax

Nondeductible taxes and fees include:charges are not deductible because they are charged at a flat rate by a locality for the privi-
imposed by the homeowners association, lege of working or conducting a business in Estate, inheritance, legacy, or succes-
rather than the state or local government. the locality. sion taxes. These taxes are generally
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not deductible. However, you gener- Taxes and fees that may be deductible if Real estate taxes and personal property
ally can deduct the estate tax attribu- incurred in a business or income-producing taxes. These taxes are deducted on lines 6
table to income in respect of a dece- activity include: and 7 of Schedule A (Form 1040), unless
dent if you must include that income they are paid on property used in your busi-Car registration fees, inspection fees,
in gross income. In that case, the es- ness or on property that produces rent or roy-and license plates. However, see
tate tax can be deducted as a miscel- alty income. See Business taxes, next, andPersonal Property Taxes, earlier.
laneous deduction that is not subject Taxes on property producing rent or royalty

Cigarette, tobacco, liquor, beer, wine,to the 2% of adjusted gross income income, later.
etc., taxes.limit. For more information, see Es-

tate Tax Deduction in Publication Excise taxes or customs duties. These
559, Survivors, Executors, and include taxes on telephone service,
Administrators. Business taxes. Taxes that you must pay inair transportation, gasoline and other

operating your business, or on your propertymotor fuels, and luxury cars.Federal income taxes, including those
used in your business, are generally de-withheld from your pay. Sales taxes. ducted on Schedule C or C-EZ (Form 1040)Fines (such as for parking or speeding)

Tolls for bridges and roads, and parking or Schedule F (Form 1040).and collateral deposits.
fees. Taxes that are employee business ex-

Gift taxes. penses.  Taxes you paid that are deductibleUtility taxes and fuel adjustment
License fees for personal purposes as employee business expenses are gener-charges by a municipally-owned

(such as marriage, driver’s, dog, etc.). ally claimed on line 20 of Schedule A (Formelectric utility company.
1040) as a miscellaneous itemized deduc-Social security, Medicare, or railroad re- Water bills, sewer, and other service
tion subject to the 2% of adjusted gross in-tirement taxes withheld from your charges.

pay. come limit. If you also deduct certain other
employee business expenses or if you areSocial security and other employment
reimbursed by your employer, you may alsotaxes for household workers. You
have to file Form 2106 or 2106–EZ. See thegenerally cannot deduct the social se-
instructions for line 20 of Schedule A (FormWhere to Deduct curity or other employment taxes you
1040) for more information.pay on the wages of a household You deduc t  taxes  on  the  fo l low ing

Self-employment tax. Deduct one-halfworker. However, you may be able to schedules:
include them in medical or child care of your self-employment tax on line 25, Form
expenses. For more information, see 1040.State and local income taxes. These taxesChapters 23 and 33.

are deducted only on line 5 of Schedule A
Taxes for local benefits. Local benefit (Form 1040), even if your only source of in-

taxes that are for improvements to come is from business, rents, or royalties. Taxes on property producing rent or roy-
property are not deductible. See Real alty income.  These taxes generally are de-
Estate Items You Cannot Deduct, Foreign income taxes. Generally, income ducted on Schedule E (Form 1040).
earlier. taxes you pay to a foreign country or U.S.

Transfer taxes (or stamp taxes). Trans- possession can be claimed as an itemized
fer taxes and other taxes and charges deduction on line 8 of Schedule A (Form

Other taxes.  All other deductible taxes areon the sale of a personal home are 1040), or as a credit against your U.S. in-
deducted on line 8 of Schedule A (Formnot deductible. See Real Estate Items come tax on Form 1116. For more informa-
1040).You Cannot Deduct, earlier. tion, get Publication 514.
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To deduct home mortgage interest, youUseful Items
must file Form 1040 and itemize deductionsYou may want to see:
on Schedule A. If the interest is deductible25.
home mortgage interest, report it on linesPublication
10–12 of Schedule A (Form 1040).

❏ 936 Home Mortgage InterestInterest Expense
Deduction

Limit on the Deduction
Form (and Instructions) of Mortgage Interest 
❏ 1098 Mortgage Interest Statement In most cases, you will be able to deduct allImportant Change of your home mortgage interest. Whether it is❏ 8396 Mortgage Interest Credit

all deductible depends on the date you tookfor 1994 out the mortgage, the amount of the mort-
gage, and your use of its proceeds.Points paid by seller.  You may be able to

If all of your mortgages fit into one ordeduct points paid on your mortgage by the
more of the following three categories, youGeneral Rules person who sold you your home. See Points
can deduct ALL of the interest on those mort-later in this chapter. Interest is an amount paid for the use of bor-
gages. If any one mortgage fits into morerowed money. To be deductible, the interest
than one category, add the parts of the mort-you pay must reflect the true (economic) cost
gage that fit in each category to your otherof the indebtedness for the payment period.
mortgages in the same category. (If one orImportant Reminders This chapter, except where noted, assumes
more of your mortgages does not fit into anythat interest paid is the true cost.Personal interest.  Personal interest is not of these three categories, get Publication

deductible. Examples of personal interest in- 936 to figure the amount of interest you canLegally liable.  To deduct interest on a debt,clude interest charged on credit cards, car deduct.)you must be legally liable for that debt. Youloans, and installment plans.
• Mortgages you took out on or before Octo-cannot deduct payments you make for

ber 13, 1987 (called grandfathered debt).someone else if you are not legally liable toPoints shown on Form 1098.  The Form
make them. Both the lender and the bor-1098, Mortgage Interest Statement, you re- • Mortgages you took out after October 13,
rower must intend that the loan be repaid. Inceive will include the amount of points you 1987, to buy, build, or improve your home
addition, there must be a true debtor-creditorpaid on most mortgage loans during 1994. (called home acquisition debt), but only if
relationship between the lender and theFor more information, see Points and Mort- these mortgages plus any grandfathered
borrower.gage Interest Statement, later. debt totaled $1 million or less throughout

1994.
Interest paid in advance.  If you pay interestLimit on itemized deductions.  Certain • Mortgages you took out after October 13,for a period that goes beyond the end of theitemized deductions (including home mort- 1987, other than to buy, build, or improvetax year, you must spread this interest paid ingage interest) are limited if your adjusted your home (called home equity debt), butadvance over the tax years to which it ap-gross income is more than $111,800 only if these mortgages totaled $100,000plies. You can deduct in each year only the($55,900 if you are married filing a separate or less throughout 1994.interest for that year. However, see Points,return). For more information, see Chapter
later.22. If you are married and file a separate re-

turn, the home acquisition debt limit isRefunds of interest. If you receive a refund
Seller-financed mortgage interest.  If you $500,000 and the home equity debt limit isof interest in the same tax year you pay it,
paid home mortgage interest to the person $50,000.you must reduce your interest expense by
from whom you bought your home, show that If the total amount of all mortgages ex-the amount refunded to you. If you receive a
person’s name, address, and social security ceeds the fair market value of the home, anrefund of interest you deducted in an earlier
number (SSN) or employer identification additional limit may apply. For more informa-year, you generally must include the refund
number (EIN) on the dotted lines next to line tion, get Publication 936.in income in the year you receive it. But you
11 of Schedule A (Form 1040). That person only need to include the amount of the de-
must give you his or her SSN or EIN. You Note.  You cannot deduct this interest ifduction that reduced your tax in the earlier
must also let that person know your SSN. For you use the proceeds of the mortgage toyear.
more information, see Where to Deduct, purchase securities or certificates that pro-If you received a refund of interest you
later. duce tax-free income.overpaid in an earlier year, you generally will

receive a Form 1098, Mortgage Interest You can use Figure 25–A to check
Statement, showing the refund in box 3. For whether your interest is fully deductible.
information about Form 1098, see MortgageIntroduction
Interest Statement, later. Which Category

This chapter contains general information on For more information on how to treat re- Your Mortgage Fits In interest expense. It also discusses: funds of interest deducted in earlier years,
This section further discusses which of thesee Recoveries in Chapter 13.• Limits on the deduction of home mortgage three categories of mortgage (grandfathered

interest, debt, home acquisition debt, or home equity
debt) your mortgage fits in. Remember that• The mortgage interest statement, Home Mortgage grandfathered mortgages were taken out on• Points, and
or before October 13, 1987, and that homeInterest • Interest payments and expenses similar to acquisition and home equity mortgages were

interest that are not deductible. taken out after October 13, 1987.Generally, home mortgage interest is any in-
terest you pay on a loan secured by your

Use Table 25–1 to see where to deduct home (main home or a second home). These Refinanced grandfathered debt.  If you
various types of interest. This table also loans include: a mortgage, a second mort- refinance grandfathered debt after October
shows which publication contains more infor- gage, a line of credit, and a home equity 13, 1987, for an amount that is not more than
mation on each type of interest listed. loan. the mortgage principal left on the debt, then
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you still treat it as grandfathered debt. How- refinancing. This term cannot be more than mortgage. The balance on the mortgage
ever, any amount that is more than that mort- 30 years. before you borrowed the additional amounts
gage principal is treated as home acquisition is grandfathered debt. The newly borrowed

Example.  Chester acquired a $200,000or home equity debt, and the mortgage is a amounts are not grandfathered debt be-
first mortgage on his home in 1985. Themixed-use mortgage (discussed later). The cause the funds were borrowed after Octo-
mortgage was a 5-year balloon note and thedebt must be secured by the qualified home. ber 13, 1987.
entire balance on the note was due in 1990.You treat grandfathered debt that was re-
Chester refinanced the debt in 1990 with af inanced af ter  October 13,  1987, as
new 20-year mortgage. The refinanced debt Mixed-use mortgages.  If you took out agrandfathered debt only for the term left on
is treated as grandfathered debt for its entire mortgage after October 13, 1987, and partsthe debt being refinanced. After that, you
term (20 years). of the mortgage are within more than one oftreat it as home acquisition debt or home eq-

the three categories of debt (i.e., home eq-uity debt, depending on how you used the
uity debt, grandfathered debt, home acquisi-proceeds. Line-of-credit mortgage.  If you had a line-
tion debt), it is a mixed-use mortgage. If theException.  If the debt before refinancing of-credit mortgage on October 13, 1987, and
mixed-use mortgage added to your otheris like a balloon note (the principal on the borrowed additional amounts against it after
home mortgages exceed the loan limits dis-debt is not amortized over the term of the that date, then the additional amounts are ei-
cussed earlier, under Limit on the Deductiondebt), then you treat the refinanced debt as ther home acquisition debt or home equity

grandfathered debt for the term of the first of Mortgage Interest, be sure to get Publica-debt depending on how you used the pro-
ceeds. This is also considered a mixed-use tion 936.
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More than one home.  If you had a main If your home mortgage interest payments 6) The points were for the use of money,
home and a second home, the home acquisi- are more than the amount shown on the not for other services.
tion and home equity debt dollar limits ex- mortgage interest statement, you can deduct

7) The points were paid with funds you didplained above apply to the total mortgages the amount of the interest that you actually
not borrow from your lender or mortgageon both homes. Your main home is the prop- paid. Attach a statement to your return ex-
broker.erty you live in most of the time. It may be a plaining why you are deducting more than

house, condominium, cooperative, mobile the amount reported on Form 1098. The in-
Exception 2.  You can fully deduct in 1994home, boat, or similar property. It must pro- terest must be for the tax year you are claim-
the amount paid on your loan as points if allvide basic living accommodations including ing the deduction.
the following are true:sleeping space, toilet facilities, and cooking You can deduct only your share of the

facilities. Your second home is similar prop- mortgage interest you paid. If your mortgage 1) Statements (1) through (4) under Ex-
erty that you select to be your second home. payments were subsidized by a government ception 1 are true.

agency, do not deduct the amount paid for
2) You use your loan to buy your mainyou.Mortgage Interest home.If you and at least one other person (otherStatement than your spouse if you file a joint return) 3) The points were computed as a percent-

If you paid mortgage interest of $600 or more were liable for, and paid, interest on a mort- age of the principal amount of the
during the year on any one mortgage, you gage that was for your home and the other mortgage.
generally will receive a Form 1098, Mort- person received a Form 1098 showing the

4) The points were not paid in place ofgage Interest Statement, or a similar state- interest that was paid during 1994, attach a
amounts that ordinarily are stated sepa-ment. You will receive the statement if you statement to your return explaining this,
rately on the settlement statement, suchpay interest to a person (including a financial showing how much of the interest each of
as appraisal fees, inspection fees, titleinstitution or a cooperative housing corpora- you paid, and giving the name and address
fees, attorney fees, and property taxes.tion) in the course of that person’s trade or of the person who received the form. In the

business. A governmental unit is a person for far left margin, next to line 11, Schedule A, 5) The amount is clearly shown on the set-
purposes of furnishing the statement. write ‘‘see attached.’’ tlement statement (for example, Form

The statement will show the total interest If you are the payer of record on a mort- HUD–1) as points charged for the mort-
you paid during the year. If you purchase a gage on which there are other borrowers en- gage. The points may be shown as paid
main home during 1994, it will also show the titled to a deduction for the interest shown on from either your funds or the seller’s.
deductible points you paid during the year. the Form 1098 you received, you should fur-
However, it should not show housing assis- 6) At least one of the following is true:nish the other borrowers with information
tance payments under section 235 of the Na- about the proper distribution of the amounts a) You pay an amount from your owntional Housing Act. shown on the form you received. funds that is at least as much as theIf you received a refund of interest you

points. This amount may not be bor-overpaid in an earlier year, you generally will
rowed from your lender or mortgagePoints receive a Form 1098 showing the refund in
broker. You do not have to pay theThe term ‘‘points’’ is used to describe certainbox 3. See Refunds of interest, earlier.
points with these funds. You can ap-charges paid, or treated as paid, by a bor-
ply the funds to a down payment, es-rower to obtain a home mortgage. The term
crow deposit, earnest payment, oralso describes certain charges that a homeNote.  Form 1098 will not include points pay them over for any purpose at theseller pays to a lender for the buyer’s mort-paid for: closing.gage. Points may also be called loan origina-

1) Home improvement loans on your main tion fees, maximum loan charges, loan dis- b) The points were paid by the seller,home, count, or discount points. and you reduce your basis in the
2) Purchase or home improvement loans home by the amount of seller-paid

on your second home, vacation prop- General rule.  You cannot deduct the full points. (See Chapter 14 for informa-
erty, investment property, or trade or amount of points in the year paid. You must tion about basis.)
business property, spread the points over the life (term) of the

mortgage. Generally, you can deduct an Funds provided are less than points.3) Refinancing, home equity loans, and
equal portion in each year of the mortgage. If you meet all the tests in Exception 2 exceptlines of credit secured by your main

that the funds you provided were less thanhome, and
Exception 1.  You can fully deduct in 1994 the points, you can deduct the points in the4) Amounts that are more than the points the amount paid on your loan as points if all year paid up to the amount of funds you pro-generally charged in your area. the following are true: vided. In addition, you can deduct any points

paid by the seller.1) Your loan is secured by your mainHowever, certain points not included on
home. (Your main home is the one you Example 1.  When you took out aForm 1098 may be deductible. See Points,
live in most of the time.) $100,000 mortgage loan to buy your home inlater, for more information.

December 1994, you were charged one2) Paying points is an established busi-You should receive the statement by Jan- point ($1,000). You meet all the tests for de-ness practice in the area where the loanuary 31, 1995. The mortgage interest infor- ducting points in Exception 2 except the onlywas made.mation will also be sent to the IRS. funds you provided were a $750 down pay-
If you prepaid interest in 1994 that ac- 3) The points paid were not more than the ment. Of the $1,000 charged for points, you

crued in full by January 15, 1995, this pre- points generally charged in this area. can deduct $750 in 1994.
paid interest may be included in box 1 of 4) You use the cash method of accounting. Example 2.  The facts are the same as inForm 1098. However, even though the pre- This means you report income in the Example 1, except that the person who soldpaid amount may be included in box 1, you year you receive it and deduct expenses you your home also paid one point ($1,000)cannot deduct the prepaid amount in 1994. in the year you pay them. (If you want to help you get your mortgage. In 1994, youYou will have to figure the interest that ac- more information about this method, see can deduct $1,750 ($750 of the amount youcrued for 1995 and subtract it from the Accounting Methods in Chapter 1.) were charged plus the $1,000 paid by theamount in box 1. You will include the interest

seller). You must reduce the basis of your5) You use your loan to buy or improvefor 1995 with the other interest you pay for
home by the $1,000 paid by the seller.your main home.1995. See Where to Deduct, later.
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Note. Exception 2 also applies to a loan settlement statement as a loan origination 4) Rent for occupancy before closing.
origination fee charged for services for get- fee is interest (even if it is charged for the 5) The cost of repairs.
ting a conventional, VA, or FHA loan to buy lender’s services), but only if the amount oth-

6) Any item that you deducted as a movingyour main home. erwise falls within Exception 2, earlier.
expense (settlement fees and closing
costs incurred after 1993 cannot be de-Points paid by a seller.  The term ‘‘points’’Figure 25–B.  You can use Figure 25–B as a ducted as moving expenses).also is used to describe loan placement feesquick check to see if points are fully deducti-

that the seller may have to pay to the lenderble in the year paid.
to arrange financing for the buyer. The seller

Sale of home.  If you sell your home, youcannot deduct these amounts as interest.
Form 1098.  You should receive a Form can deduct your allowable home mortgageBut these charges are a selling expense that
1098, Mortgage Interest Statement, or a sim- interest paid up to, but not including, the datereduces the seller’s amount realized. See
ilar statement from your lender or mortgage of sale.Chapter 16 for information on selling your
broker by January 31, 1995. It will show not home. The buyer may be able to deduct the Example.  John and Peggy Harris boughtonly the interest you paid, but also any de- points paid by the seller, as explained earlier a new home on May 4. They sold their oldductible points you paid in 1994 to get a loan in this discussion. home on May 7. During the year they madeto buy your main home. You may also be en- Points paid by seller in 1991, 1992, or home mortgage interest payments of $122titled to a deduction for other points that you 1993.  You can deduct seller-paid points on on the old home and $2,864 on the newpaid, but which your lender is not required to an amended return, if: home. The settlement sheet for the sale ofinclude on Form 1098 (such as points paid

the old home showed $5 interest for the 6–1) The person who sold you your homeon a loan used to improve your main home).
day period in May up to, but not including, thepaid points for your mortgage in 1991,
date of sale. Their mortgage interest paid for1992, or 1993,Excess points.  If the points paid were more the year is $2,991 ($122 + $2,864 + $5).

than are generally paid in your area, your de- 2) You did not deduct the points on your
duction in 1994 is limited to the points gener- original return for the year paid, and Late payment charge on mortgage pay-ally charged. Any additional amount of points

ment.  You can deduct as home mortgage3) You meet the tests for deducting thepaid is interest paid in advance and the de-
interest a late payment charge if it was not forpoints described under Exception 1 orduction must be spread over the life of the
a specific service performed by your mort-Exception 2, earlier.mortgage.
gage holder.

File an amended return for the year theSecond home.  The exceptions do not apply
Mortgage prepayment penalty. If you paypoints were paid.  Use Form 1040X,to points you pay on loans secured by your
off your qualified home mortgage early, youAmended U.S. Individual Income Tax Re-second home. You can deduct these points
may have to pay a penalty. You can includeturn. Write ‘‘Seller-Paid Points’’ in the toponly over the life of the loan.
that penalty as home mortgage interest. Ifright margin of the amended return and at-
the proceeds of the loan were used for busi-tach a copy of the settlement statement (forMortgage ending early.  If you spread your ness or investment purposes, you may beexample, Form HUD–1) showing the points.deduction for points over the life of the mort- able to deduct it under the rules for thoseGenerally, you must file the amended re-gage, you can deduct any remaining balance expenses.turn within 3 years from the date your originalin the year the mortgage ends. A mortgage

return was filed or within 2 years from themay end early due to a prepayment, refi-
Mortgage interest credit.  You may be abledate the tax was paid, whichever is later. Fornancing, foreclosure, or similar event.
to claim a mortgage interest credit if youdetails, see Amended Returns and Claims

Example.  Dan refinanced his mortgage were issued a qualified mortgage credit cer-for Refund in Chapter 1.
in 1989 and paid $3,000 in points that he had tificate (MCC) by a state or local govern-
to spread out over the life of the mortgage. ment. Figure the credit on Form 8396, Mort-Limits on deduction.  You cannot fully de-
He had deducted $1,000 of these points gage Interest Credit. If you take this credit,duct points on a mortgage that exceeds the
through 1993. you must reduce your mortgage interest de-limits discussed earlier. See Publication 936

Dan prepaid his mortgage in full in 1994. duction by the amount of the credit.for details.
He can deduct the remaining $2,000 of Generally, to figure your credit, multiply
points in 1994. the certificate credit rate shown on the MCCSpecial Rules by the lesser of:

This section contains other information youRefinancing.  Generally, points you pay to
1) The interest you paid during the year onmay need to know about home mortgagerefinance a mortgage are not deductible in

your actual loan amount (mortgage), orinterest.full in the year you pay them. This is true
2) The interest you paid on the loaneven if the new mortgage is secured by your

amount shown on your MCC.Closing costs.  Expenses that you pay atmain home. However, if you use part of the
settlement or closing in connection with buy-refinanced mortgage proceeds to improve
ing your home, such as commissions, ab- If the credit rate is more than 20%, youryour main home and you meet the seven
stract fees, and recording fees, are capital credit is limited to $2,000. For information onconditions listed under Exception 1, earlier,
expenses. You cannot deduct these ex- how to figure the credit, see Chapter 36.you can fully deduct the part of the points re-
penses either as interest or as current busi-lated to the improvement in the year paid.
ness expenses. Add these to the basis of theYou can deduct the remainder of the points Ministers’ and military housing allow-
property.over the life of the loan. ance.  If you are a minister or a member of

There are certain settlement fees or clos-For more information on refinancing, see the uniformed services and receive a hous-
ing costs that you cannot deduct or add toPublication 936. ing allowance that is not taxable, you can still
the basis of your property. These include: deduct all of the deductible interest on your

home mortgage.Amounts charged for specific services 1) Fire insurance premiums.
by the lender for the borrower’s account are

2) FHA mortgage insurance premiums andnot interest. Examples of fees for services Graduated payment mortgages (GPM).
VA funding fees.not considered interest are the lender’s ap- GPMs under section 245 of the National

praisal fee, preparation costs for the mort- 3) Charges for utilities or other services re- Housing Act provide that monthly payments
gage note or deed of trust, settlement fees, lated to occupancy of the house before increase every year for a number of years
and notary fees. An amount listed on your closing. and then stay the same. During the early
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years, payments are less than the amount of • Annual fees for credit cards
interest owed on the loan. The interest that is Allocation of Interest • Loan fees
not paid becomes part of the principal. Fu-

• Credit investigation fees If you use the proceeds of a loan for moreture interest is figured on the increased un-
than one purpose (for example, personal andpaid mortgage loan balance. • Interest relating to tax-exempt income
business), you must allocate the interest onSubject to any limits that apply, you can

• Interest to purchase or carry tax-exempt the loan to each use. However, you do notdeduct the interest you actually paid during
securities have to allocate home mortgage interest if itthe year if you are a cash method taxpayer.

is fully deductible regardless of how theFor example, if the interest owed is $2,551 • Interest to purchase or carry certain strad-
funds are used.but your payment for the year is $2,517, you dle positions

can deduct $2,517. Add $34 to the loan You allocate interest (other than fully de-
• Premium due to the conversion feature ofprincipal. ductible home mortgage interest) on a loana convertible bond

in the same way as the loan itself is allo-
Mortgage assistance payments.  If you cated. You do this by tracing disbursements

Penalties. You cannot deduct fines and pen-qualify for mortgage assistance payments of the debt to specific uses. For details on
alties for violations of law, regardless of theirunder section 235 of the National Housing how to do this, see Chapter 8 of Publication
nature.Act, part or all of the interest on your mort- 535.

gage may be paid for you. You cannot de-
duct any interest that is paid for you. You do Personal Interest 
not include these payments in your income. Personal interest is not deductible. Personal Where to Deduct These payments do not reduce other deduc- interest is any interest that is not home mort-
tions, such as taxes. gage interest, investment interest, or busi- You must file Form 1040 to deduct any inter-

ness interest. est expense on your tax return. Where you
Redeemable ground rents. If you make an- deduct your interest expense generally de-
nual or periodic rental payments on a re- Personal interest includes  such items as: pends on how you use the loan proceeds.
deemable ground rent, you can deduct them See Table 25–1 for a summary of where to• Interest on car loans,as mortgage interest. deduct your interest expense.

Payments made to terminate the lease • Interest on income tax,
and to buy the lessor’s entire interest in the

Home mortgage interest and points.  De-• Installment plan interest,land are not ground rents. You cannot de-
duct fully deductible home mortgage interestduct them. For more information, see Publi- • Credit card finance charges,
and points reported to you on Form 1098 oncation 936.

• Retail installment contract finance line 10 of Schedule A (Form 1040).Nonredeemable ground rent.  Pay-
charges, Deduct fully deductible home mortgagements on a nonredeemable ground rent are

interest that was not reported to you on Form• Revolving charge account financenot interest. You can deduct them as rent if
1098 on line 11 of Schedule A (Form 1040).charges,they are a business expense or if they are for
If you paid home mortgage interest to therental property held to produce income. • Late payment charge by a public utility, person from whom you bought your home,

and show that person’s name, address, and so-Rental payments.  If you live in a house
• Interest on certain below-market loans cial security number (SSN) or employer iden-before your final settlement, any payments

(see Chapter 1 of Publication 550). tification number on the dotted lines next toyou make for that period are rent, not inter-
line 11. The seller must give you this numberest, even if the settlement papers call them

interest. You cannot deduct these payments.

Table 25-1. Where to Deduct Your InterestReverse mortgage loans.  A reverse mort-
gage loan is a loan that is based on the value
of your home and is secured by a mortgage Type of interest Where to deduct Where to find
on your home. The lending institution pays information
you the proceeds of the loan in installments
over a period of months or years. The loan

Deductible home mortgage interest Schedule A (Form Publication 936agreement may provide that interest will be
and points reported on Form 1098 1040), line 10added to the outstanding loan balance

monthly as it accrues. If you are a cash
Deductible home mortgage interest Schedule A (Form Publication 936method taxpayer, you deduct the interest on
not reported on Form 1098 1040), line 11

a reverse mortgage loan when you actually
pay it, not when it is added to the outstanding Points not reported on Form 1098 Schedule A (Form Publication 936
loan balance. 1040), line 12

Investment interest (other than Schedule A (Form Publication 550
interest incurred to produce rents or 1040), line 13Items You royalties)

Cannot Deduct 
Business interest (non-farm) Schedule C (Form Publications 334 and

Some interest payments are not deductible. 1040) 535
Certain expenses similar to interest also are
not deductible. These items include: Farm business interest Schedule F (Form Publications 225 and

1040) 535• Personal interest

• ‘‘Points’’ if you are a seller Interest incurred to produce rents or Schedule E (Form Publications 527 and
royalties 1040) 535• Nonredeemable ground rent

• Service charges (however, see Other Ex- Personal Interest Not Deductible
penses in Chapter 30)

Page 184 Chapter 25 INTEREST EXPENSE



and you must give the seller your SSN. Fail- Publication 550, on line 13, Schedule A Income-producing rental or royalty inter-
ure to meet any of these requirements may est.  Deduct interest on a loan for income-(Form 1040).
result in a $50 penalty for each failure. producing rental or royalty property that is

Deduct points paid on a mortgage that not used in your business in Part I of Sched-Amortization of bond premium. There are
were not reported to you on Form 1098 on ule E (Form 1040). various ways to treat the premium you pay to
line 12 of Schedule A (Form 1040). Example.  You rent out part of your homebuy taxable bonds. See Bond Premium

If the mortgage interest is not fully de- and borrow money to make repairs. You canAmortization in Publication 550.
ductible home mortgage interest because deduct only the interest payment for the
you used the proceeds of the loan for other rented part in Part I of Schedule E (FormNon-farm business interest.  Deduct inter-purposes, then you may be able to deduct it 1040). Deduct the rest of the interest pay-est on non-farm business loans on Scheduleas investment, business, or passive activity ment on Schedule A (Form 1040) if it is de-C (Form 1040).interest, subject to the rules for those ductible home mortgage interest.
deductions.

Farm business interest.  Deduct interest on
farm business loans on Schedule F (FormInvestment interest.  Deduct investment in-

terest, subject to certain limits discussed in 1040).
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your deduction may be limited if certain rules Scouts, and Girl Scouts. Certain organi-
and limits explained in this chapter apply to zations that foster national or interna-
you. tional amateur sports competition also26.

qualify.

Useful Items 3) War veterans’ organizations, includingContributions
You may want to see: posts, auxiliaries, trusts, or foundations,

organized in the United States or any of
Publication its possessions.

❏ 526 Charitable Contributions 4) Domestic fraternal societies, orders, andImportant Changes associations operating under the lodge
❏ 561 Determining the Value of

system.for 1994 Donated Property
Note: Your contribution to this type

Written acknowledgement required.  You of organization is deductible only if it is toForm (and Instructions)can claim a deduction for a contribution of be used only for charitable, religious,
$250 or more only if you have a written ac- ❏ Schedule A (Form 1040) Itemized scientific, literary, or educational pur-
knowledgement of your contribution from the Deductions poses, or for the prevention of cruelty to
qualified organization. For more information, children or animals.
see Records To Keep, later in this chapter.

5) Certain nonprofit cemetery companies
or corporations.Payment partly for goods or services.  A

Note: Your contribution to this typequalified organization that receives a pay- Organizations That
of organization is not deductible if it canment from you must give you a written state- Qualify To Receive be used for the care of a specific lot orment if the payment is more than $75 and is
mausoleum crypt.partly a contribution and partly for goods or Deductibleservices. The statement must tell you that

you can deduct only the amount of your pay- Examples.  Qualified organizations that fitContributions 
ment that is more than the value of the goods into one of the above categories include:

You can deduct your contributions only if youor services you received. See Contributions • Churches, a convention or association ofmake them to a qualified organization. ToFrom Which You Benefit, later in this chap- churches, temples, synagogues,become a qualified organization, most orga-ter, for more information. mosques, and other religiousnizations other than churches must apply to
organizations.the IRS.

• Civil defense organizations.Important Reminders How to find out whether an organization • Most nonprofit charitable organizations.
qualifies.  You may ask any organizationLimit on itemized deductions.  Certain

• Most nonprofit educational organizations,whether it is a qualified organization, anditemized deductions (including charitable
including day care centers if substantiallymost will be able to tell you. Or you maycontributions) are limited if your adjusted
all the child care provided is to enable indi-check IRS Publication 78, Cumulative List ofgross income is more than $111,800
viduals (the parents) to be gainfully em-Organizations, which lists most qualified or-($55,900 if you are married filing separately).
ployed and the services are available toganizations. To check Publication 78, go toSee Chapter 22.
the general public. However, if your contri-your local library’s reference section or call
bution is a substitute for tuition or other en-the IRS toll-free tax help telephone numberDisaster relief.  You can deduct contribu-
rollment fee, it is not deductible as a chari-for your area. These numbers are listed intions earmarked for ‘‘Earthquake Disaster
table contribution, as explained later underyour tax forms package.Relief’’ or other disaster relief to a qualified
Contributions You Cannot Deduct.organization (defined later under Organiza-

tions That Qualify To Receive Deductible • Nonprofit hospitals and medical researchTypes of Qualified
Contributions). However, you cannot deduct organizations.Organizations contributions earmarked for relief of a partic-

• Nonprofit volunteer fire companies.Generally, only the five following types of or-ular individual or family.
ganizations can be qualified organizations: • Public parks and recreation facilities.

1) The United States or any state, the Dis- • Utility company emergency energy pro-
trict of Columbia, a U.S. possession (in- grams, if the utility company is an agent forIntroduction
cluding Puerto Rico), a political subdivi- a charitable organization that assists indi-

This chapter discusses: sion of a state or U.S. possession, or an viduals with emergency energy needs.
Indian tribal government or any of its• What a charitable contribution is,
subdivisions that perform substantial Canadian charities.  You can deduct contri-• Organizations that are qualified to receive
government functions. butions to certain Canadian charitable orga-charitable contributions,

Note: To be able to deduct your con- nizations covered under an income tax treaty
• The types of contributions you can deduct, tribution to this type of organization, you with Canada. See Publication 597, Informa-

must make it for public purposes only.• What records to keep, and tion on the United States–Canada Income
Tax Treaty, for information on how to figure• How to report your charitable 2) A community chest, corporation, trust,
your deduction.contributions. fund, or foundation organized or created

in or under the laws of the United States,
Mexican charities.  Beginning in 1994, youA charitable contribution is a contribution any state, the District of Columbia, or
may be able to deduct contributions to cer-or gift to, or for the use of, a qualified any possession of the United States (in-
tain Mexican charitable organizations underorganization. cluding Puerto Rico). It must be organ-
an income tax treaty with Mexico. The organ-To deduct a charitable contribution, you ized and operated only for charitable, re-
ization must meet tests essentially the samemust file Form 1040 and itemize deductions ligious, educational, scientific, or literary
as the tests that qualify U.S. organizations toon Schedule A. You report your contributions purposes, or for the prevention of cruelty
receive deductible contributions. To deducton lines 15–18 of Schedule A under the to children or animals. This includes the
your contribution, you must have incomeheading ‘‘Gifts to Charity.’’ The amount of Red Cross, the United Way, Boy

Page 186 Chapter 26 CONTRIBUTIONS



from sources in Mexico. If you need more in- Table 26-1. Examples of Charitable Contributions—A Quick Check
formation, see Publication 526.

Use the following lists for a quick check of contributions you can or cannot deduct.
See the rest of this chapter for more information and additional rules and limits that
may apply.

Contributions
Deductible As Not Deductible AsYou Can Deduct 
Charitable Contributions Charitable Contributions

Generally, you can deduct your contributions
of money or property that you make to, or for Money or property you give to: Money or property you give to:
the use of, a qualified organization. A gift or

• Churches, synagogues, temples, • Civic leagues, social and sportscontribution is ‘‘for the use of’’ a qualified or-
mosques, and other religious clubs, labor unions, and chambersganization when it is held in a legally enforce-
organizations of commerceable trust for the qualified organization or in a

similar legal arrangement.
• Federal, state, and local governments, • Foreign organizations (exceptIf you give property to a qualified organi-

if your contribution is solely for public certain Canadian and Mexicanzation, you generally can deduct the fair mar-
purposes (for example, a gift to reduce charities)ket value of the property at the time of the the public debt)

contribution. See Contributions of Property, • Groups that are run for personal
later in this chapter. • Nonprofit schools and hospitals profit

Your deduction for charitable contribu-
tions is generally limited to 50% of your ad- • Public parks and recreation facilities • Groups whose purpose is to lobby
justed gross income, but in some cases 20% for law changes
and 30% limits may apply. See Limit on De- • Salvation Army, Red Cross, CARE,
ductions, later. Goodwill Industries, United Way, Boy • Homeowners’ associations

Scouts, Girl Scouts, Boys and GirlsTable 26–1 lists some examples of contri-
Clubs of America, etc. • Individualsbutions you can deduct and some that you

cannot deduct.
• War veterans’ groups • Political groups or candidates for

public office
Costs you pay for a student living with you,Contributions From Which

sponsored by a qualified organization Cost of raffle, bingo, or lottery ticketsYou Benefit 
If you receive a benefit as a result of making Out-of-pocket expenses when you serve a Dues, fees, or bills paid to country clubs,
a contribution to a qualified organization, you qualified organization as a volunteer lodges, fraternal orders,
can deduct only the amount of your contribu- or similar groups
tion that is more than the value of the benefit

Tuitionyou receive.
If you pay more than fair market value to

Value of your time or servicesa qualified organization for merchandise,
goods, or services, the amount you pay that

Value of blood given to a blood bankis more than the value of the item may be a
charitable contribution.

Example 1.  You pay $75 for a dinner-
dance at a church. All of the proceeds of the Example 1.  You pay $300 a year for If there is an established charge for the
function go to the church. The dinner, plus event, that charge is the value of your bene-membership in an athletic scholarship pro-
any entertainment or other services pro- fit. If there is no established charge, yourgram maintained by a university (a qualified
vided, has a fair market value of $25. Sub- contribution is that part of your payment thatorganization). The only benefit of member-tract the value of the benefit you received is more than the reasonable value of the rightship is that you have the right to buy one sea-($25) from your total payment ($75). You can to attend the event. Whether you use theson ticket for a seat in a designated area ofdeduct $50 as a contribution to the church. tickets or other privileges has no effect on thethe stadium at the university’s home football

amount you can deduct. However, if you re-Example 2.  At a fund-raising auction games. You can deduct $240 (80% of $300)
turn the ticket to the qualified organization forconducted by a charity, you pay $600 for a as a charitable contribution.
resale, you can deduct the entire amount youweek’s stay at a beach house. The amount
paid for the ticket.you pay is no more than the fair rental value. Example 2.  The facts are the same as in

Even if the ticket or other evidence ofYou have not made a deductible charitable Example 1 except that your $300 payment
payment indicates that the payment is acontribution. included the purchase of one season ticket
‘‘contribution,’’ this does not necessarilyfor the stated ticket price of $120. You must
mean you can deduct the entire amount. IfAthletic events.  If you make a payment to, subtract the usual price of a ticket ($120)
the ticket shows the price of admission andor for the benefit of, a college or university from your $300 payment. The result is $180.
the amount of the contribution, you can de-and, as a result, you receive the right to buy $144 (80% of  $180)  is  a  char i tab le
duct the contribution amount.tickets to an athletic event in the athletic sta- contribution.

dium of the college or university, you can de- Example.  You pay $40 to see a special
duct 80% of the payment as a charitable showing of a movie for the benefit of a quali-

Charity benefit events.  If you pay a quali-contribution. fied organization. Printed on the ticket is
fied organization more than fair market valueIf any part of your payment is for tickets ‘‘Contribution—$40.’’ If the regular price for
for the right to attend a charity ball, banquet,(rather than the right to buy tickets), that part the movie is $8, your contribution is $32 ($40
show, sporting event, or other benefit event,is not deductible. In that case, subtract the payment − $8 regular price).

price of the tickets from your payment. 80% you can deduct only the amount that is more
of the remaining amount is a charitable than the value of the privileges or other bene- Membership fees or dues. You may be
contribution. fits you receive. able to deduct membership fees or dues you
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pay to a qualified organization. However, you b) Formed only for religious purposes, Out-of-Pocket Expenses in
and the only benefit you receive is ancan deduct only the amount that is more than Giving Services intangible religious benefit (such asthe value of the benefits you receive. You
admission to a religious ceremony)cannot deduct dues, fees, or assessments You may be able to deduct some amounts
that generally is not sold in commer-paid to country clubs and other social organi- you pay in giving services to a qualified or-
cial transactions outside the donativezations. They are not qualified organizations. ganization. The amounts must be:
context.

Unreimbursed,
Token items.  You can deduct your entire

Directly connected with the services,2) You receive only low-value or low-costpayment to a qualified organization as a
items as described under Token items,charitable contribution, if both the following Expenses you had only because of the
earlier.are true: services you gave, and

1) You receive:
Not personal, living, or family expenses.

a) As a result of the payment, low-value
or low-cost items such as bookmarks, Expenses Paid for Student Table 26–2 contains questions and an-
calendars, mugs, or caps that have on swers that apply to some individuals who vol-Living With You them the organization’s name or logo, unteer their services.
or

You may be able to deduct some expenses
b) A low-cost item that you did not order Conventions.  If you are a chosen represen-of having a student live with you. You can de-

and can keep even if you do not make tative attending a convention of a qualifiedduct expenses for a foreign or American stu-
a contribution. organization, you can deduct actual un-dent who:

reimbursed expenses for travel and trans-2) The qualified organization correctly in-
portation, including a reasonable amount for1) Lives in your home under a writtenforms you that the value of the item you
meals and lodging, while away from homeagreement between you and a ‘‘quali-received is not substantial and that you
overnight in connection with the convention.fied organization’’ as part of a programcan deduct your payment in full.
However, see Travel, later.of the organization to provide educa-

You cannot deduct personal expensestional opportunities for the student,Written statement.  Beginning in 1994, a
for sightseeing, fishing parties, theater tick-qualified organization must give you a written
ets, or nightclubs. You also cannot deduct2) Is not your dependent or relative, andstatement if you make a payment to it that is
travel, meals and lodging, and other ex-more than $75 and is partly a contribution
penses for your spouse or children.and partly for goods or services. The state- 3) Is a full-time student in the twelfth or any

You cannot deduct your expenses in at-ment must tell you that you can deduct only lower grade at a school in the United
tending a church convention if you go only asthe amount of your payment that is more States.
a member of your church rather than as athan the value of the goods or services you
chosen representative. You can deduct un-received. It must also give you a good faith
reimbursed expenses that are directly con-You can deduct up to $50 a month forestimate of the value of those goods or
nected with giving services for your churcheach full calendar month the student livesservices.
during the convention.with you. Any month when conditions (1)The organization can give you the state-

through (3) above are met for 15 days orment either when it solicits or when it re-
Uniforms. You can deduct the cost and up-more counts as a full month.ceives the payment from you.
keep of uniforms that are not suitable for eve-You cannot deduct the costs of a foreignAn organization will not have to give you
ryday use and that you must wear while per-student living in your home under a mutualthis statement if one of the following is true:
forming donated services for a charitableexchange program through which your child

1) The organization is: organization.will live with a family in a foreign country.
a) The type of organization described in For additional information, see Expenses

(1) under Types of Qualified Organi- Paid for Student Living With You in Publica- Foster parents. You can deduct some of the
zations, earlier, or tion 526, Charitable Contributions. costs of being a foster parent (foster care

Table 26-2. Volunteers’ Questions and Answers
If you do volunteer work for a qualified organization, the following questions and answers may apply to you. All of the rules explained
in this chapter also apply. See, in particular, Out-of-Pocket Expenses in Giving Services.

Question Answer

I do volunteer work 6 hours a week in the office of a qualified No, you cannot deduct the value of your time or services.
organization. The receptionist is paid $6 an hour to do the same
work I do. Can I deduct $36 a week for my time?

The office is 30 miles from my home. Can I deduct any of my car Yes, you can deduct the costs of gas and oil that are directly
expenses for these trips? related to getting to the qualified organization where you are a

volunteer. If you don’t want to figure your actual costs, you can
deduct 12 cents for each mile.

I am a Red Cross nurse’s aide at a hospital. Can I deduct the cost of Yes, you can deduct the cost of buying and cleaning your uniforms
uniforms that I must wear? if the hospital is a qualified organization, the uniforms are not

suitable for everyday use, and you must wear them when
volunteering.

I pay a babysitter to watch my children while I do volunteer work for a No, you cannot deduct payments for child care expenses as a
qualified organization. Can I deduct these costs? charitable contribution, even if they are necessary so you can do

volunteer work for a qualified organization. (If you have child care
expenses so you can work for pay, see Chapter 33.)
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provider) if you have no profit motive in pro- sightseeing. You cannot take a charitable • Payments to a hospital that are for a spe-
viding the foster care and are not, in fact, cific patient’s care or for services for a spe-contribution deduction even though you work
making a profit. cific patient. You cannot deduct these pay-very hard during those few hours.

You can deduct expenses that are: ments even if the hospital is operated by aExample 4.  You spend the entire day at-
city, a state, or other qualified1) Greater than any nontaxable payments tending a charitable organization’s regional
organization.you receive to provide foster care for in- meeting as a chosen representative. In the

dividuals placed in your home by a char- evening you go to the theater. You can claim
Contributions to nonqualified organiza-itable organization, and your  t rave l  expenses  as  char i tab le
tions.  You cannot deduct contributions tocontributions.2) Spent to provide support for those organizations that are not qualified to receiveDaily allowance (per diem).  If you pro-individuals. tax-deductible contributions, including:vide services for a charitable organization
• Certain state bar associations, if:and receive a daily allowance to cover rea-For more information, see Foster-care

sonable travel expenses, including mealsproviders under Income Not Taxed in Chap- a) The state bar is not a political subdivi-
and lodging while away from home over-ter 13. sion of a state,
night, include in income the amount that is

b) The bar has private, as well as public,more than your actual travel expenses. YouCar expenses. You can deduct  un-
purposes, such as promoting the pro-can deduct your necessary travel expensesreimbursed out-of-pocket expenses, such as
fessional interests of members, andthat are more than the allowance.the cost of gas and oil, that are directly re-

c) Your contribution is unrestricted andDeductible travel expenses.  Theselated to the use of your car in giving services
can be used for private purposes.include:to a charitable organization. You cannot de-

duct any part of general repair and mainte- • Chambers of commerce and other busi-• Air, rail, and bus transportation,
nance expenses, depreciation, registration ness leagues or organizations.

• Out-of-pocket expenses for your car,fees, or the costs of tires or insurance.
• Civic leagues and associations.If you do not want to deduct your actual

• Taxi fares or other costs of transportation • Communist organizations.expenses, you can use a standard rate of 12
between the airport or station and yourcents a mile to figure your contribution. • Country clubs and other social clubs. hotel,You can deduct parking fees and tolls,

• Foreign organizations. But you can de-whether you use your actual expenses or the • Lodging costs, and
duct contributions you make to:standard rate.

• The cost of meals.You must keep reliable written records of a) A U.S. organization that transfers
your car expenses. For more information, funds to a charitable foreign organiza-

For additional information, see Travel Ex-see Car Expenses under Records To Keep, tion if the U.S. organization controls
penses in Chapter 28.later. the use of the funds, or if the foreign

organization is only an administrative
Travel.  You can claim a charitable contribu- arm of the U.S. organization, or
tion deduction for travel expenses necessa- b) Certain Canadian or Mexican charita-Contributionsrily incurred while you are away from home ble organizations. See Canadian
performing services for a charitable organi- charities and Mexican charities underYou Cannot Deduct 
zation only if there is no significant element Organizations That Qualify To Re-
of personal pleasure, recreation, or vacation There are some contributions that you can- ceive Deductible Contributions,
in such travel. This applies whether you pay not deduct. You can deduct only part of other earlier.
the expenses directly or indirectly. You are contributions.

• Homeowners’ associations.paying the expenses indirectly if you make a
payment to the charitable organization and • Labor unions. (But you may be able toContributions to individuals.  You cannot
the organization pays for your travel deduct union dues as a miscellaneousdeduct contributions to specific individuals,
expenses. itemized deduction, subject to the 2% ofincluding:

The deduction will not be denied simply adjusted gross income limit, on Schedule
• Contributions to fraternal societiesbecause you enjoy providing services to the A (Form 1040). See Chapter 30.)

made for the purpose of paying medical orcharitable organization. • Political organizations and candidates.burial expenses of deceased members.Example 1.  You are a troop leader for a
tax-exempt youth group and take the group • Contributions to individuals who are Contributions from which you benefit.
on a camping trip. You can take a charitable needy or worthy. This includes contribu- You cannot deduct contributions that you
contribution deduction for your own travel ex- tions to a qualified organization if you indi- give to qualified organizations if, as a result,
penses if you are on duty in a genuine and cate that your contribution is for a specific you receive or expect to receive a financial or
substantial sense throughout the trip, even person. But you can deduct a contribution economic benefit equal to the contribution.
though you enjoyed the trip. However, if you that you give to a qualified organization These include:
have only nominal duties relating to the per- that in turn helps needy or worthy individu-

• Contributions for lobbying. This in-formance of services for the charity, or for als if you do not indicate that your contribu-
cludes amounts that you earmark for usesignificant portions of the trip you are not re- tion is for a specific person.
in or in connection with influencing specificquired to render services, you cannot deduct

• Payments to a member of the clergy legislation.your travel expenses.
that can be spent as he or she wishes, • Contributions to a retirement home thatExample 2.  You sail from one island to such as for personal expenses. are clearly for room, board, maintenance,another and spend 8 hours a day counting

or admittance. Also, if the amount of yourwhales and other forms of marine life. The • Expenses you paid for another person
contribution depends on the type or size ofproject is sponsored by a charitable organi- who provided services to a qualified
apartment you will occupy, it is not a chari-zation. In most circumstances, you cannot organization.
table contribution.deduct your expenses. Example. Your son does missionary

work. You pay his expenses. You cannotExample 3.  You work for several hours • Costs of raffles, bingo, lottery, etc. You
claim a deduction for your son’s un-each morning on an archaeological excava- cannot deduct as a charitable contribution
reimbursed expenses related to his contri-tion sponsored by a charitable organization. amounts you pay to buy raffle or lottery
bution of services.The rest of the day is free for recreation and tickets or to play bingo or other games of
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chance. For more information on how to your entire interest in that property and is not than $750. You can deduct $750, the true
report gambling winnings and losses, see deductible. For exceptions and more infor- fair market value of the car, as a charitable
Gambling Losses to the Extent of Gam- mation, see Partial Interest in Property in contribution.
bling Winnings in Chapter 30. Publication 561.

Large quantities.  If you contribute a large• Dues to fraternal orders and similar
Future interests in tangible personal number of the same item, fair market value isgroups.
property.  You can deduct the value of a the price at which comparable numbers of

• Tuition, or amounts you pay instead of tui- charitable contribution of a future interest in the item are being sold.
tion, even if you pay them for children to tangible personal property only after all inter-
attend parochial schools or qualifying non- vening interests in and rights to the actual Giving Property Thatprofit day care centers. You also cannot possession or enjoyment of the property
deduct any fixed amount you may be re- have either expired or been turned over to Has Decreased in Value 
quired to pay in addition to the tuition fee to someone other than yourself, a related per- If you contribute property with a fair marketenroll in a private school, even if it is desig- son, or a related organization. value that is less than your basis in it, yournated as a ‘‘donation.’’ A future interest is any interest that is to deduction is limited to fair market value. You

begin at some future time, regardless of cannot claim a deduction for the difference
Value of time or services.  You cannot de- whether it is designated as a future interest between the property’s basis and its fair mar-
duct the value of your time or services, under state law. ket value.
including:

• Blood donations to the Red Cross or to Determining Giving Property Thatblood banks. Fair Market Value Has Increased in Value • The value of income lost while you work This section discusses general guidelines for If you contribute property with a fair marketas an unpaid volunteer for a qualified determining the fair market value of various value that is more than your basis in it, youorganization. types of donated property. Fair market value may have to reduce the fair market value by
is the price at which property would change the amount of appreciation (increase inPersonal expenses.  You cannot deduct hands between a willing buyer and a willing value) when you figure your deduction.personal, living, or family expenses, such as: seller, neither having to buy or sell, and both

Your ‘‘basis’’ in property is generally what• Adoption expenses, including fees paid having reasonable knowledge of all the rele-
you paid for it. See Chapter 14 if you needto an adoption agency and the costs of vant facts. Publication 561, Determining the
more information about basis.keeping a child in your home before adop- Value of Donated Property, contains a more

Different rules apply to figuring your de-tion is final. However, you may be able to complete discussion.
duction, depending on whether the propertyclaim an exemption for the child. See
is:Adoption in Chapter 3. Used clothing and household goods.

Generally, the fair market value of used 1) Ordinary income property, or• The cost of meals you eat while you per-
clothing and household goods is far less thanform services for a qualified organization, 2) Capital gain property.
its original cost.unless it is necessary for you to be away

For used clothing, you should claim asfrom home overnight while performing the Ordinary income property.  Property is or-the value the price that buyers of used itemsservices. dinary income property if its sale at fair mar-actually pay in used clothing stores, such as
ket value on the date it was contributedconsignment or thrift shops.Appraisal fees. Fees that you pay to find the would have resulted in ordinary income or inSee Household Goods in Publication 561fair market value of donated property are not short-term capital gain. Examples of ordinaryfor information on the valuation of householddeductible as contributions. You can claim income property are inventory, works of artgoods, such as furniture, appliances, andthem, subject to the 2% of adjusted gross in- created by the donor, manuscripts preparedlinens.come limit, as miscellaneous deductions on by the donor, and capital assets held one

Schedule A (Form 1040). See Chapter 30. year or less.Cars, boats, and aircraft.  If you contribute
The amount you can deduct for a contri-a car, boat, or aircraft, you must determine its

bution of ordinary income property is its fairfair market value.
market value less the amount that would beCertain commercial firms and trade orga-Contributions
ordinary income or short-term capital gain ifnizations publish guides, commonly called
you sold the property for its fair market value.of Property ‘‘blue books,’’ containing complete dealer
Generally, this rule limits the deduction tosale prices or dealer average prices for re-If you contribute property to a qualified or- your basis in the property.cent model years. The guides may be pub-ganization, the amount of your charitable

lished monthly or seasonally, and for differ- Example.  You donate stock that youcontribution is generally the fair market value
ent regions of the country. These guides also held for 5 months to your church. The fairof the property at the time of the contribution.
provide estimates for adjusting for unusual market value of the stock on the day you do-However, if the property has increased in
equipment, unusual mileage, and physical nate it is $1,000, but you paid only $800value, you may have to make some adjust-
condition. The prices are not ‘‘official’’ and (your basis). Because the $200 of apprecia-ments. See Giving Property That Has In-
these publications are not considered an ap- tion would be short-term capital gain if youcreased in Value, later.
praisal of any specific donated property. But sold the stock, your deduction is limited toFor information about the records you
they do provide clues for making an ap- $800  ( fa i r  marke t  va lue  less  themust keep and the information you must fur-
praisal and suggest relative prices for com- appreciation).nish with your return if you donate property,
parison with current sales and offerings insee Records To Keep and How To Report,
your area. Capital gain property.  Property is capitallater.

gain property if its sale at fair market value onExample.  You donate your car to a local
the date of the contribution would have re-Partial interest in property.  Generally, you high school for use by their students studying
sulted in long-term capital gain. It includescannot deduct a charitable contribution, not automobile repair. Your credit union told you
capital assets held more than one year, asmade by a transfer in trust, of less than your that the ‘‘blue book’’ value of the car is
well as certain real property and depreciableentire interest in property. A contribution of $1,600. However, your car needs extensive
property used in your trade or business and,the right to use property, not made by a repairs and, after some checking, you find
generally, held more than one year.transfer in trust, is a contribution of less than that you would not be able to sell it for more
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When figuring your deduction for a gift of type of property you give and the type of or- Carryovers.  You can carry over your contri-
capital gain property, you usually can use the ganization you give it to. These limits are de- butions that you are not able to deduct in the
fair market value of the gift. However, in cer- scribed below. current year because they exceed your ad-
tain situations, you must reduce the fair mar- If your contributions are more than any of justed gross income limit. You can deduct
ket value to the property’s cost or other the limits that apply, see How To Figure Your the excess in each of the next 5 years until it
basis. Deduction When Limits Apply, in Publication is used up, but not beyond that time. For

526. more information, see Carryovers in Publica-
tion 526.Bargain sales.  A bargain sale of property to

50% limit.  This limit applies to the total of alla qualified organization (a sale or exchange
charitable contributions you make during thefor less than the property’s fair market value)
year. This means that your deduction foris partly a charitable contribution and partly a Records To Keepcharitable contributions cannot be more thansale or exchange. A bargain sale may result
50% of your adjusted gross income for thein a taxable gain. You must keep records to prove the amount
year (line 32, Form 1040). of the cash and noncash contributions you

The 50% limit is the only limit that appliesFor more information  on donated appreci- make during the year. The kind of records
to gifts to organizations listed below underated property, see Giving Property That Has you must keep depends on the amount of
50% limit organizations. But there is one ex-Increased in Value in Publication 526. your contributions and whether they are cash
ception. A special 30% limit also applies to or noncash contributions.
such gifts if they are gifts of capital gain prop-
erty for which you figure your deduction us- Note.  An organization generally mustWhen To Deduct ing fair market value without reduction for ap- give you a written statement if it receives a
preciation. (See Special 30% limit, later.) payment from you that is more than $75 andYou can deduct your contributions only in the 50% limit organizations.  The following is partly a contribution and partly for goods oryear you actually make them in cash or other
are 50% limit organizations: services. (See Contributions From Whichproperty (or in a later carryover year, as ex-

You Benefit under Contributions You Can1) Churches, and conventions or associa-plained later under Carryovers). This applies
Deduct, earlier.) Keep the statement for yourtions of churches,whether you use the cash or an accrual
records. It may satisfy all or part of the re-method of accounting. 2) All public charities,
cordkeeping requirements explained in theUsually, you make a contribution at the

3) All private operating foundations, following discussions.time of its unconditional delivery. For exam-
ple, a check that you mail to a charity is con- 4) Private nonoperating foundations that
sidered delivered on the date you mail it. make qualifying distributions of 100% of Cash Contributions Contributions charged on your bank credit contributions within 21/2 months following

Cash contributions include those paid bycard are deductible in the year you make the the year they receive the contribution,
cash, check, credit card, or payroll deduc-charge. If you use a pay-by-phone account, and
tion. They also include your out-of-pocket ex-the date you make a contribution is the date 5) Certain private foundations whose con- penses when donating your services.the financial institution pays the amount. This tributions are pooled in a common fund, For a contribution made in cash, thedate should be shown on the statement the the income and principal of which are records you must keep depend on whetherfinancial institution sends to you. paid to public charities. the contribution is:The gift to a charity of a properly en-

dorsed stock certificate is completed on the 1) Less than $250, orThe organization will be able to tell you if the
date of mailing or other delivery to the charity

contributions you make to it qualify for the 2) $250 or more.or to the charity’s agent. However, if you give
50% limit.

a stock certificate to your agent or to the issu-
ing corporation for transfer to the name of the

30% limit.  This limit applies to: Contributions of Less Than $250 charity, your gift is not completed until the
• Gifts for the use of any organization, anddate the stock is transferred on the books of For each cash contribution that is less than

the corporation. $250, you must keep one of the following:• Gifts (other than capital gain property) to
If you issue and deliver a promissory note all qualified organizations other than 50% 1) A canceled check, or a legible and read-

to a charitable organization as a contribution, limit organizations. This includes gifts to able account statement that shows:
it is not a contribution until you make the note veterans’ organizations, fraternal socie-

a) If payment was by check – the checkpayments. Similarly, if you grant an option to ties, nonprofit cemeteries, and certain pri-
number, amount, date posted, and tobuy real property at a bargain price to a char- vate nonoperating foundations.
whom paid.itable organization, you cannot take a deduc-

tion until the organization exercises the b) If payment was by electronic fundsSpecial 30% limit.  This limit applies to gifts
option. transfer – the amount, date posted,of capital  gain property to 50% l imit

If you make a contribution with borrowed and to whom paid.organizations.
funds, you can deduct the contribution in the There is one exception to this general c) If payment was charged to a credityear you make it, regardless of when you re- rule. The special 30% limit does not apply card – the amount, transaction date,pay the loan. when you choose to reduce the fair market and to whom paid.

value of the property by the amount that
2) A receipt (or a letter or other writtenwould have been long-term capital gain if

communication) from the charitable or-you had sold the property. Instead, only theLimit on Deductions ganization showing the name of the or-50% limit applies. For more information, see
ganization, the date of the contribution,If your total contributions for the year are the rules for electing the 50% limit for capital
and the amount of the contribution.20% or less of your adjusted gross income gain property under How To Figure Your De-

(line 32, Form 1040), you do not need to read duction When Limits Apply in Publication 3) Other reliable written records that in-
this section. The limits discussed here do not 526. clude the information described in (2).
apply to you. Records may be considered reliable if

The amount of your deduction may be 20% limit.  This limit applies to gifts of capital they were made at or near the time of
limited to either 20%, 30%, or 50% of your gain property to all qualified organizations the contribution, were regularly kept by
adjusted gross income, depending on the other than 50% limit organizations. you, or if, in the case of small donations,
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you have emblems, buttons, or other to- 4) The fair market value of the property atCar Expenses 
kens that are regularly given to persons the time of the contribution, and how youIf you claim expenses directly related to use
making small cash contributions. figured the fair market value. If it was de-of your car in giving services to a qualified or-

termined by appraisal, keep a signedganization, you must keep reliable written
copy of the appraisal.records of your expenses. Whether your

records are considered reliable depends on 5) The cost or other basis of the property ifContributions of $250 or More 
all the facts and circumstances. Generally, you must reduce its fair market value by

Beginning in 1994, you can claim a deduc- they may be considered reliable if you made appreciation. Your records should also
tion for a contribution of $250 or more only if them regularly and at or near the time you include the amount of the reduction and
you have an acknowledgement of your con- had the expenses. how you figured it. If you choose the
tribution from the qualified organization or Your records must show the name of the 50% limit instead of the special 30%
adequate payroll deduction records. organization you were serving each time you limit on certain capital gain property, you

used your car for a charitable purpose. If you must keep a record showing the years
use the standard mileage rate, your recordsAmount of contribution.  In f iguring for which you made the choice, contribu-
must show the miles you drove your car forwhether your contribution is $250 or more, tions for the current year to which the
the charitable purpose. If you deduct yourdo not combine separate contributions. How- choice applies, and carryovers from pre-
actual expenses, your records must showever, two checks written on the same date to ceding years to which the choice ap-
the costs of operating the car that are directlythe same qualified organization may be con- plies. See How To Figure Your Deduc-
related to a charitable purpose.sidered one contribution. tion When Limits Apply in Publication

See Car expenses, earlier under Out-of-If contributions are made by payroll de- 526 for information on how to make the
Pocket Expenses in Giving Services, for theduction, the deduction from each paycheck capital gain property election.
expenses you can deduct.is treated as a separate contribution.

6) The amount you claim as a deduction
for the tax year as a result of the contri-Noncash Contributions Acknowledgement.  The acknowledgement bution, if you contribute less than your

must meet these tests: For a contribution not made in cash, the entire interest in the property during the
records you must keep depend on whether tax year. Your records must show the1) It must be written. your deduction for the contribution is: amount you claimed as a deduction in

any earlier years for contributions of2) It must include: 1) Less than $250,
other interests in this property. They

2) At least $250 but not more than $500,a) The amount of cash you contributed, must also include the name and address
3) Over $500 but not more than $5,000, or of each organization to which you con-

b) Whether the qualified organization
tributed the other interests, the place4) Over $5,000.gave you any goods or services (other
where any such tangible property is lo-than token items of little value) as a
cated or kept, and the name of the per-result of your contribution, and
son who has possession of the property,Deductions of Less Than $250 if it is someone other than the organiza-c) A description and good faith estimate

If you make any noncash contribution, you tion to which you contributed.of the value of any goods or services
must get and keep a receipt from the charita-described in (b). If the only benefit you 7) The terms of any conditions attached toble organization showing:received was an intangible religious the gift of property.
1) The name of the charitable organization,benefit (such as admission to a relig-

ious ceremony) that generally is not 2) The date and location of the charitable If the gift was a ‘‘qualified conservation con-
sold in a commercial transaction contribution, and tribution,’’ your records must also include the
outside the donative context, the ac- fair market value of the underlying property3) A reasonably detailed description of theknowledgement must say so and before and after the gift and the conservationproperty.does not need to describe or estimate purpose furthered by the gift. See Qualified
the value of the benefit. conservation contribution in Publication 561A letter or other written communication from

for more information.3) You must get it on or before the earlier the charitable organization acknowledging
of: receipt of the contribution and containing the

Deductions of At Least $250information in (1), (2), and (3) will serve as a
a) The date you file your return for the receipt. But Not More Than $500 

year you make the contribution, or You are not required to have a receipt If you claim a deduction of at least $250 but
where it is impractical to get one (for exam-b) The due date, including extensions, not more than $500 for a noncash charitable
ple, if you leave property at a charity’s unat-for filing the return. contribution, you must get and keep an ac-
tended drop site). knowledgement of your contribution from the

qualified organization. This acknowledge-Payroll deduction records.  If you make a Additional records.  You must also keep re- ment must contain the information in itemscontribution by payroll deduction, you do not liable written records for each item of (1) through (3) listed under Deductions ofneed an acknowledgement from the quali- donated property. Your written records must Less Than $250, earlier, and your writtenfied organization. But if your employer de- include the following: records must include the information listed inducted $250 or more from a single paycheck,
that discussion under Additional records.1) The name and address of the organiza-you must keep:

The acknowledgement must also meettion to which you contributed.
these tests:1) A pay stub, Form W–2, or other docu- 2) The date and location of the

ment furnished by your employer that contribution. 1) It must be written.
proves the amount withheld, and

3) A description of the property in detail 2) It must include:
2) A pledge card or other document from reasonable under the circumstances. a) A description (but not the value) of

the qualified organization that states the For a security, keep the name of the is- any property you contributed,
organization does not provide goods or suer, the type of security, and whether it

b) Whether the qualified organizationservices in return for any contribution is regularly traded on a stock exchange
gave you any goods or services (othermade to it by payroll deduction. or in an over-the-counter market.
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than token items of little value) as a b) The due date, including extensions, Enter your noncash contributions on line
result of your contribution, and for filing the return. 16 of Schedule A (Form 1040). 

If your total deduction for all noncashc) A description and good faith estimate
contributions for the year is over $500, youof the value of any goods or services
must also file Form 8283, Noncash Charita-Deductions Over $500 described in (b). If the only benefit you
ble Contributions. See How To Report inreceived was an intangible religious You are required to give additional informa- Publication 526 for more information.benefit (such as admission to a relig- tion if you claim a deduction over $500 for

ious ceremony) that generally is not noncash charitable contributions. See
sold in a commercial transaction Records To Keep in Publication 526 for more
outside the donative context, the ac- information.
knowledgement must say so and
does not need to describe or estimate
the value of the benefit.

How To Report 3) You must get it on or before the earlier
of: Enter your cash contributions (including out-

a) The date you file your return for the of-pocket expenses) on line 15, Schedule A
year you make the contribution, or (Form 1040).

Chapter 26 CONTRIBUTIONS Page 193



Other sources of information.  For infor- Further, the deduction is taken as a miscella-
mation on a casualty, theft, or condemnation neous itemized deduction on Schedule A
concerning business or income-producing (Form 1040) and is subject to the 2% of ad-27.
property, see Chapter 26 in Publication 334, justed gross income limit for that year. See
Tax Guide for Small Business. Chapter 30 for information on this limit. ItNonbusiness For information on a condemnation of may also be affected by the overall limit on
your home, see Involuntary Conversions in itemized deductions that is explained inCasualty and Publication 544. Chapter 22.

Theft Losses Note.  You cannot choose the ordinaryUseful Items
loss deduction if any part of the deposits re-You may want to see:
lated to the loss is federally insured (example
— FDIC).Publication

Introduction ❏ 544 Sales and Other Dispositions of
When to choose.  You can choose to deductAssetsThis chapter discusses how you treat casu- a loss on deposits as a casualty or an ordi-

alty and theft losses for tax purposes when ❏ 547 Nonbusiness Disasters, nary loss for any year in which you can rea-
the losses are personal and not business Casualties, and Thefts sonably estimate how much of your deposits
related. you have lost in an insolvent or bankrupt fi-❏ 550 Investment Income andYou have a casualty loss if you suffer nancial institution. The choice is generallyExpensesdamage to your property as a result of disas- made on the return you file for that year.

❏ 551 Basis of Assetsters such as hurricanes, fires, car accidents, Once you treat the loss as a casualty or ordi-
and similar events. You have a theft loss if nary loss, you cannot treat the same amount❏ 584 Nonbusiness Disaster, Casualty,
someone steals your property. This chapter of the loss as a nonbusiness bad debt whenand Theft Workbook
will cover the following types of losses: it actually becomes worthless. Also, the

choice applies to all your losses on deposits• Loss on deposits, Form (and Instructions)
for the year in the particular financial• Casualty loss, including disasters, and ❏ 4684 Casualties and Thefts institution.

• Theft loss. If you do not make a choice, you must
wait until the actual loss is determined before

This chapter will also provide information you can deduct the loss as a nonbusiness
on what you should do once you determine bad debt. Once you make this choice, youLoss on Deposits
you have a casualty or theft loss. The follow- cannot change it without permission from the
ing information is provided in this chapter: A loss on deposits can occur when a bank, Internal Revenue Service.

credit union, or other financial institution be-• How to figure the amount of your loss,
comes insolvent or bankrupt. If you incurred How to report.  The kind of deduction you

• When to deduct your loss subject to cer- such a loss, you have three choices of how to choose for loss on deposits determines how
tain limits, deduct the loss: you report your loss.

• How to treat insurance and other reim- • Nonbusiness bad debt — report on Sched-1) As a nonbusiness bad debt,
bursements you receive for casualty ule D (Form 1040), Part I, line 1.2) As a casualty loss, orlosses, and

• Casualty loss — report on Form 4684 first
3) As an ordinary loss.• Which form to use to report your loss. and then on Schedule A (Form 1040), line

19.
Note.  You cannot choose (2) or (3) if youHow to claim a loss.  You must file Form • Ordinary loss — report on Schedule Aown at least 1% of the financial institution,1040 and itemize your deductions on Sched- (Form 1040), line 22.are an officer of the financial institution, orule A (Form 1040) to be able to claim a casu-

are related to that owner or officer.alty or theft loss of nonbusiness property. Get the Form 1040 instructions for more
You cannot claim these losses if you file information.
Form 1040A or Form 1040EZ. Choice of loss deduction.  If you qualify to

Publication 584  is available to help you choose the kind of deduction as explained Deducted loss recovered.  If you recover
make a list of your damaged goods and fig- above, the following information may help an amount you already deducted in an ear-
ure your loss. That publication can serve as you choose the one best for you. lier year as a loss, you may have to include
an inventory of your personal goods. It in- Nonbusiness bad debt.  A nonbusiness the amount recovered in your income for the
cludes schedules to help you figure the loss bad debt is deducted as a short-term capital year of receipt. If any part of the original de-
on your home and its contents, and on your loss on Schedule D (Form 1040). The capital duction did not reduce your tax in the earlier
motor vehicles. loss that can be deducted after offsetting year, you do not have to include that part of

capital gains is limited to $3,000 ($1,500 if the recovery in your income. For more infor-
Deduction for casualty and theft losses is married filing separately) for each year. For mation, see Recoveries in Chapter 13.
limited.  You must reduce each casualty or more details, see Nonbusiness Bad Debts in
theft loss on nonbusiness property by $100. Chapter 4 of Publication 550.
You must further reduce the total of your cas- Casualty loss.  A casualty loss deduc-
ualty and theft losses for the year on non- Casualty tion has no maximum limit. But in figuring the
business property by 10% of your adjusted deduction, reduce the loss by $100 and your A casualty is the damage, destruction, or
gross income. If these amounts are more total losses by 10% of adjusted gross in- loss of property resulting from an identifiable
than your losses, you do not have a casualty come, as explained later. You must itemize event that is sudden, unexpected, or
or theft loss deduction. deductions on Schedule A (Form 1040). unusual.

Ordinary loss.  An ordinary loss deduc-
• A sudden event is one that is swift, notDisaster area.  If you have a casualty loss in tion for a loss on deposits at a particular fi-

gradual or progressive.a federally declared disaster area, special nancial institution is limited to $20,000
rules apply. See Disaster Area Losses in ($10,000 if married filing separately) reduced • An unexpected event is one that is ordi-
Publication 547. by any expected state insurance proceeds. narily unanticipated and unintended.
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• An unusual event is one that is not a day- Drought. When drought causes damage 2) Your adjusted basis in the property
to-day occurrence and that is not typical of or loss through progressive deteriora- before the casualty or theft.
the activity in which you were engaged. tion, it is not a casualty loss.

The decrease in fair market value is the
A casualty can also include a govern- difference between the property’s value im-

ment-ordered demolition or relocation of a mediately before and immediately after the
home unsafe to use because of a disaster. casualty or theft.Theft For more information, see Disaster Area
Losses in Publication 547. A theft is the unlawful taking and removing of Fair market value (FMV).  FMV is the price

money or property with the intent to deprive for which you could sell your property to a
Casualty losses.  Deductible casualty the owner of it. It includes, but is not limited willing buyer when neither of you have to sell
losses may result from a number of different to, larceny, robbery, and embezzlement. or buy and both of you know all the relevant
causes, including: If money or property is taken as the result facts.

of extortion, kidnapping, threats, or black-Earthquakes
mail, it may also be a theft. In these in- Adjusted basis.  Adjusted basis is your ba-Hurricanes
stances, you need to show that the taking of sis (usually cost) increased or decreased by

Tornadoes your property was illegal under the law of the various events, such as improvements and
state where it occurred, and that it was done casualty losses.Floods
with criminal intent.Storms

Theft.  The FMV of property immediately af-
Volcanic eruptions Mislaid or lost property. The simple disap- ter a theft is considered to be zero, since you

pearance of money or property is not a theft.Shipwrecks no longer have the property. Figure your
However, an accidental loss or disappear- theft loss using the smaller of the stolenMine cave-ins
ance of property may qualify as a casualty, if property’s FMV or adjusted basis.

Sonic boom it results from an identifiable event that is Example.  Several years ago, you pur-
sudden, unexpected, or unusual.Vandalism chased silver dollars at face value for $150.

Example.  A car door is accidentallyFires. If you willfully set the fire, or pay This is your adjusted basis in the property.
slammed on your hand, breaking the settingsomeone else to set it, you cannot de- Your silver dollars were stolen this year. The
of your diamond ring. The diamond falls fromduct the resulting loss. FMV of the coins was $1,000 when stolen,
the ring and is never found. The loss of the and insurance did not cover them. Your theftCar accidents. The loss from an acci-
diamond is a casualty. loss is $150.dent to your car is not a casualty loss

if your willful negligence or willful act
The cost of protection.  The cost of protect-caused the accident. The same is
ing your property against a casualty or thefttrue if the willful act or willful negli- Proof of Loss 
is not part of a casualty or theft loss. For ex-gence of someone acting for you

To take a deduction for a casualty or theft ample, you cannot deduct what you spendcaused the accident.
loss, you must be able to show that there on insurance or to board up your houseOther accidents. A loss due to the acci- was a casualty or theft. You also must be against a storm.

dental breakage of articles such as able to support the amount you take as a If you make permanent improvements to
glassware or china under normal con- deduction. your property to protect it against a casualty
ditions is not a casualty loss. Neither For a casualty loss, you should be able or theft, add the cost of these improvements
is a loss due to damage done by a to show: to your basis in the property. An example
family pet.

would be the cost of a dike to prevent• The type of casualty (car accident, fire,
flooding.storm, etc.) and when it occurred,Nondeductible losses.  There is no casu-

alty loss deduction if the damage or destruc- • That the loss was a direct result of the cas- Related expenses.  The incidental ex-tion is caused by: ualty, and penses you have due to a casualty or theft,
Termites or moths. • That you were the owner of the property such as expenses for the treatment of per-

or, if you leased the property from some- sonal injuries, for temporary housing, or for aDisease. The progressive damage or de-
one else, that you were contractually liable rental car, are not part of your casualty orstruction of trees, shrubs, or other
to the owner for the damage. theft loss.plants by a fungus, disease, insects,

worms, or similar pests is not a de-
For a theft loss, you should be able to Repair and replacement costs.  The cost ofductible casualty loss. But, a sudden

show: repairing damaged property or of replacingdestruction due to an unexpected or
stolen or destroyed property is not part of aunusual infestation by beetles or • When you discovered that your property
casualty or theft loss. Neither is the cost ofother insects may result in a casualty was missing,
cleaning up after a casualty. But see Leasedloss. If a storm, flood, or fire damages • That your property was stolen, and property, later, and Indication of decrease intrees and shrubs, the loss is a

• That you were the owner of the property. FMV, later.casualty.

Example.  You bought a new chair 4Progressive deterioration. If a steadily
years ago for $300. In April, a fire destroyedoperating cause or a normal process
the chair. You estimated that it would costdamages your property, it is not con-
$500 to replace it. If you had sold the chairsidered a casualty. Thus, the steady Amount of Loss 
before the fire, you estimate that you couldweakening of a building due to normal

Figure your casualty or theft loss by sub- have received only $100 for it because it waswind and weather conditions is not a
tracting any insurance or other reimburse- 4 years old. The chair was not insured. Yourcasualty. The rust and water damage
ment you receive or expect to receive from loss is $100, the FMV of the chair before theto rugs and drapes caused by the
the smaller of the following two amounts: fire. It is not $500, the replacement value.bursting of a water heater qualifies as

a casualty. The deterioration and 1) The decrease in fair market value of
damage to the water heater itself the property as a result of the casualty Recovered property.  If you get your stolen
does not qualify. or theft, or property back, your loss is measured like a
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casualty loss from vandalism. That is, you a loss only for actual casualty damage to casualty or theft and immediately afterwards
must consider the actual FMV of the property your property. However, if your home is in a should be determined by a competent ap-
when you get it back. Your loss is figured us- federally declared disaster area, see Disas- praiser. The appraiser must recognize the ef-
ing the smaller of: ter Area Losses in Publication 547. fects of any general market decline that may

Indication of decrease in FMV.  You occur along with the casualty. This is neces-• The decrease in the FMV of the property
can use the cost of cleaning up or of making sary so that any deduction is limited to thefrom the time it was stolen until the time it
repairs after a casualty as a measure of the actual loss resulting from damage to theis recovered, or
decrease in FMV if you meet all the following property.

• Your adjusted basis in the property. conditions. The appraiser should be reliable and ex-
perienced. Several factors are important in1) The repairs are necessary to bring theLeased property.  If you are liable for casu- evaluating the accuracy of an appraisal, in-property back to its condition before thealty damage to property you lease, your loss cluding the appraiser’s:casualty.is the amount you must pay to repair the
• Familiarity with your property before andproperty. 2) The amount spent for repairs is not

after the casualty or theft,excessive.
Business or income-producing property. • Knowledge of sales of comparable prop-3) The repairs take care of the damage
If business or income-producing property is erty in the area,only.
completely destroyed or lost because of a

4) The value of the property after the re- • Knowledge of conditions in the area of thecasualty or theft, your loss is:
pairs is not, due to the repairs, more casualty, and

Your adjusted basis in the property than the value of the property before the
• Method of appraisal.casualty.MINUS

Appraisal fees.  You can deduct yourAny salvage value Restoration of landscaping.  The cost
appraisal fees as a miscellaneous deductionof restoring landscaping to its original condi-

MINUS subject to the 2% of adjusted gross incometion after a casualty may indicate the de-
limit on line 22, Schedule A (Form 1040). Thecrease in FMV. You may be able to measureAny insurance or other reimbursement appraisal fee is an expense of determiningyour loss by what you spend on the following:you receive or expect to receive
your tax liability. It is not a part of the casualty

1) Removing destroyed or damaged trees loss. See Chapter 30.The decrease in FMV is not considered.
and shrubs minus any salvage youSee Chapter 26 in Publication 334.
receive,

Records.  It is important that you have
2) Pruning and other measures taken toSeparate computations.  Generally, if a sin- records that will prove your deduction. If you

preserve damaged trees and shrubs,gle casualty or theft involves more than one do not have the actual records to support
anditem of property, you must figure the loss on your deduction, you can use other satisfac-

each item separately. Then combine the tory evidence that is sufficient to establish3) Replanting necessary to restore the
losses to determine the total loss from that your deduction.property to its approximate value before
casualty or theft. the casualty.

Exception for real property.  In figuring
a casualty loss on nonbusiness real prop-

Sources of information.  It is often difficulterty, the entire property (including any im- Figuring the Loss to value your property before and after theprovements, such as buildings, trees, and
casualty or theft. The following sources will Generally, you must figure your loss sepa-shrubs) is treated as one item. Figure the
be helpful in establishing these values. rately for each item stolen, damaged, or de-loss using the smaller of:

Photographs.  Photographs taken after stroyed. However, a special rule applies for
• The decrease in FMV of the entire prop- a casualty will be helpful in establishing the nonbusiness real property.

erty, or condition and value of the property after it
was damaged.• The adjusted basis of the entire property. Real property.  Real property is land, the

The costs of photographs obtained for plants and trees that grow on land, and the
this purpose are not a part of the loss. YouDecrease in fair market value.  To figure buildings and other structures that are
can claim this cost as a miscellaneous de-the decrease in FMV because of a casualty placed on land. In figuring a loss to real prop-
duction subject to the 2% of adjusted grossor theft, you must make a determination of erty you own for personal use, all improve-
income limit on line 22, Schedule A (Formthe actual price you could have sold your ments, such as buildings and ornamental
1040). The cost of the photographs is an ex-property for immediately before and immedi- trees, are considered together. The loss is
pense of determining your tax liability. Seeately after the loss. An appraisal is the best the smaller of the decrease in the fair market
Chapter 30.way to make this determination. value of the entire property or its adjusted

Cars.  Books issued by various automo-
basis.

bile organizations may be useful in figuringItems not to be considered.  You generally
Example.  You bought your home a fewthe value of your car if your car is listed in theshould not consider the following items when

years ago. You paid $50,000 ($10,000 forbooks. You can use the books’ retail valuesattempting to establish the FMV of your
the land and $40,000 for the house). Youand modify them by such factors as mileageproperty.
also spent $2,000 for landscaping. This yearand the condition of your car to figure itsSentimental value.  Do not consider
a fire destroyed your home. The fire alsovalue. The prices are not ‘‘official,’’ but theysentimental value when determining your
damaged the shrubbery and trees in yourmay be useful in determining value and sug-loss. If a family portrait, heirloom, or keep-
yard. The fire was your only casualty or theftgesting relative prices for comparison withsake is damaged, destroyed, or stolen, you
loss this year. Competent appraisers valuedcurrent sales and offerings in your area. Ifmust base your loss only on its actual market
the property as a whole at $75,000 beforeyour car is not listed in the books, you deter-value.
the fire, but only $15,000 after the fire. (Themine its value from other sources. A dealer’sGeneral decline in market value.  A de-

offer for your car as a trade-in on a new car is loss to your household furnishings is notcrease in the value of your property because
not usually a measure of its true value. shown in this example but would be figuredit is in or near an area that suffered a casu-

separately, as explained later.) You figureAppraisals.  The difference between thealty, or that might again suffer a casualty, is
your casualty loss deduction as follows:FMV of the property immediately before anot to be taken into consideration. You have
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1) Adjusted basis of the entire extent you used such money to replace your
property (cost of land, building, and destroyed or damaged property.Insurance and Other
landscaping) . . . . . . . . . . . . . . . . . . . . . . $52,000 Example.  Your home was extensivelyReimbursements damaged by a tornado. The company you2) FMV of entire property before fire $75,000

work for set up a fund. The fund made pay-If your property is covered by insurance, you3) FMV of entire property after fire . . . . 15,000
ments to employees. You must use anyshould file a timely insurance claim for reim-4) Decrease in FMV of entire property $60,000 money you receive from the fund to rehabili-bursement of a loss. Otherwise, you cannot
tate or replace your property. In figuring your5) Amount of loss (smaller of 1 or 4) $52,000 deduct this loss as a casualty or theft loss.
casualty loss deduction, you must take theseThe portion of the loss not covered by insur-
payments into consideration to the extentance (for example, a deductible) is not sub-
you used the payments as reimbursementject to this rule.

Personal property.  Personal property is for or replacement of damaged or destroyedExample.  You have a car insurance pol-generally any property that is not real prop- property.icy with a $500 deductible. Because your in-erty. If your personal property is stolen or is
surance did not cover the first $500 of andamaged or destroyed by a casualty, you Payments not considered reimburse-auto collision, the $500 would be deductiblemust figure your loss separately for each ments.  If you are a disaster victim who re-(subject to the $100 and 10% rules dis-item of property. The loss is the smaller of ceives excludable cash gifts, and there arecussed later). This is true, even if you do notthe decrease in the FMV of the property or its no limits on how you can use the money, youfile an insurance claim, since your insuranceadjusted basis. do not reduce your casualty loss deductionpolicy would never have reimbursed you for

by the amount of the excludable cash giftsit.
even if you use the money to pay for repairsExample.  A fire in your home destroyed
to property damaged in the disaster.an upholstered chair, an oriental rug, and an Reduction of loss.  If you receive insurance

antique table. You did not have fire insur- Example.  Your home was damaged by aor another type of reimbursement, you must
ance to cover your loss. (This was the only hurricane. Relatives and neighbors madesubtract the reimbursement when you figure
casualty or theft you had during the year.) cash gifts to you which were excludable fromyour loss. You do not have a casualty or theft
The chair cost you $750, and you estab- your income. You applied part of the cashloss to the extent you are reimbursed.
lished that it had an FMV of $500 just before gifts to the cost of repairing your home.If you expect to be reimbursed,  but
the fire. The rug cost you $3,000 and had an There were no limits or restrictions on howhave not yet received payment, you must still
FMV of $2,500 just before the fire. You you could use the cash gifts. The money yousubtract the expected reimbursement. See
bought the table at an auction for $100, received as excludable gifts and used to payWhen to Deduct a Loss, later.
before discovering it was an antique. It had for repairs to your home does not reduce the

amount that you may deduct as a casualtybeen appraised at $900 before the fire. You Gain from reimbursement.  If your reim-
loss on the damaged home.figure your loss on each of these items as bursement is more than your basis in the

follows: property, you have a gain. This is true even if
Payments for living costs.  If an insurancethe decrease in the FMV of the property is
company pays you for any of your living ex-more than its basis. If you have a gain, you

Chair Rug Table penses after you lose the use of your homemay have to pay tax on it, or you may be able
1) Basis (cost) . . . . . . . $ 750 $3,000 $ 100 because of a casualty, the insurance pay-to postpone reporting the gain.

ments are not considered a reimbursement.See Publication 547 for more information2) FMV before fire . . . $ 500 $2,500 $ 900
They do not reduce your casualty loss.on how to treat a gain from the reimburse-3) FMV after fire . . . . . –0– –0– –0–

You must report as income insurancement for a casualty or theft.
4) Decrease in FMV $ 500 $2,500 $ 900 payments covering your normal living ex-

penses. However, the part of insurance pay-5) Loss (smaller of 1 Other reimbursements.  Insurance is the
ments that compensates you for a temporaryor 4) . . . . . . . . . . . . . . $ 500 $2,500 $ 100 most common way to be reimbursed for a
increase in the living expenses you and yourcasualty or theft loss. But you may be reim-

6) Total loss . . . . . . . . . . . . . . . . . . . . . . . . . . $3,100 family have during this period does not havebursed in some other way. The following
to be reported as income. The same rule ap-items are considered reimbursements:
plies to insurance payments for living ex-

• The forgiven part (the part you do not have penses if you are denied access to your
to pay back) of a federal disaster loanBoth real and personal properties.  When home by government authorities due to a
under the Disaster Relief and Emergencya casualty involves both real and personal casualty or the threat of a casualty.
Assistance Act,properties, you must figure the loss sepa- The increase in your living expenses is

rately for each type of property, as shown in • The repayment and cost of repairs by the the excess of your actual living expenses
the previous examples. But you apply a sin- person who leases your property, over your normal living expenses. Do not in-
gle $100 reduction to the total loss. Then you clude in income the payment you received• The court awards for damages for a casu-
apply the 10% rule. Both are explained later. for your extra expenses for renting suitablealty or theft loss (the amount you are able

housing and for transportation, food, utilities,to collect) minus lawyers’ fees and other
and miscellaneous services during the pe-necessary expenses,

Property used partly for business and riod you are unable to use your home be-
• The repairs, restoration, or cleanup pro- cause of the casualty.partly for personal purposes.  When prop-

vided by relief agencies, anderty is used partly for personal (nonbusiness) Example.  As a result of a fire, you va-
purposes and partly for business or income- • The payment you receive from a bonding cated your apartment for a month and moved
producing purposes, the casualty or theft company for a theft loss. to a motel. You normally pay $525 a month
loss deduction must be figured separately for rent. None was charged for the month the
the nonbusiness portion and for the business apartment was vacated. Your motel rent forIf you receive money as an employee
portion. You must figure each loss sepa- this month was $1,200. You received $1,100from your employer’s emergency disaster
rately because the losses attributed to these reimbursement from your insurance com-fund, and you must use that money to reha-
two uses are figured in two different ways. pany for rental expenses.bilitate or replace property on which you are
The $100 rule and the 10% rule (explained claiming a casualty loss deduction, then you The part of the insurance payment that
later) apply only to the casualty or theft loss must take that money into consideration in reimburses you for the temporary increase of
on the nonbusiness portion of the property. computing the casualty loss deduction to the your actual rent over your normal rent is
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$675 ($1,200 − $525). You do not include the Your adjusted gross income is $29,500. You Casualty losses.  Generally, you may de-
$675 in income. But you do include in income first apply the $100 rule and then the 10% duct casualty losses only in the tax year in
the rest of the insurance received, $425 rule. Figure your theft loss as follows: which the casualty occurred. This is true
($1,100 − $675). even if you do not repair or replace the dam-

1. Loss after insurance . . . . . . . . . . . . . . . . . $2,000 aged property until a later year.
2. Subtract $100 . . . . . . . . . . . . . . . . . . . . . . . . 100Disaster relief.  Food, medical supplies, and Disaster area losses. If you have a cas-
3. Loss after $100 rule . . . . . . . . . . . . . . . . . . $1,900other forms of assistance you receive do not ualty loss in a federally declared disaster

reduce your casualty loss unless they are area, you can choose to deduct the loss on4. Subtract 10% of $29,500 AGI . . . . . . . . 2,950
replacements for lost or destroyed property. your tax return for the year immediately pre-

5. Theft loss deduction . . . . . . . . . . . . . . . . . . –0–
These items are not taxable income to you. ceding the year in which the disaster oc-

curred. This may enable you to get an imme-
When you apply the 10% rule, you find diate refund of taxes you already paid. For

you do not have a casualty or theft loss de- more information, see Disaster Area Losses
duction because your loss ($1,900) is lessDeduction Limits in Publication 547.
than 10% of your adjusted gross income

After you have figured your casualty or theft ($2,950).
loss and subtracted any reimbursements, Theft losses.  You may generally deduct a

Example 2.  In March, you had a car acci-you must figure how much of the loss you theft loss only in the year you discover your
dent that totally destroyed your car. You didcan deduct. If your loss was to property you property is missing. You must be able to
not have collision insurance on your car, sohad for your own or your family’s personal show there was a theft, but you do not have
you did not receive any insurance reimburse-use, there are two limits on the amount you to know when the theft took place. However,
ment. Your loss on the car was $1,200. Incan deduct for your casualty or theft loss: you should show when you discovered that
November, you had a fire that damaged your your property was missing.1) You must reduce each loss by $100. basement and totally destroyed the furniture,

2) You must further reduce your loss by washer, dryer, and other items you had
Reimbursement Claims 10% of your adjusted gross income stored there. Your loss on the basement

(line 32, Form 1040). If there is a reasonable prospect you will beitems after reimbursement was $1,700. Your
reimbursed for part or all of your loss, youadjusted gross income is $25,000. You fig-
must subtract the expected reimbursementure your casualty loss deduction as follows:$100 rule. A single $100 reduction applies to
when you figure your loss. You must reduceeach casualty or theft, no matter how many

Car Basement your loss even if you do not receive paymentpieces of property are involved. This rule ap-
1. Loss . . . . . . . . . . . . . . . . . . . . $1,200 $ 1,700 until a later tax year. You are believed toplies after all reimbursements have been
2. Subtract $100 per have a reasonable prospect of reimburse-subtracted from your total casualty or theft

incident . . . . . . . . . . . . . . . . 100 100 ment if you have filed suit for damages.loss.
3. Loss after $100 rule . . . . $1,100 $ 1,600Single event.  Generally, events closely If you later receive less reimburse-

related in origin cause a single casualty. It is ment  than you expected, you include that4. Total loss . . . . . . . . . . . . . . . . . . . . . . . . $ 2,700
a single casualty when the damage is from difference as a loss with your other losses (if5. Subtract 10% of $25,000 AGI . . . 2,500
two or more closely related causes, such as any) on your return for the year in which you

6. Casualty loss deduction . . . . . . . . . $ 200
wind and flood damage caused by the same can reasonab ly  expec t  no  more
storm. A single casualty may also damage reimbursement.
two or more pieces of property, such as a Example.  Your personal car had anGains and losses.  If you had both gainshailstorm that damages both your home and FMV of $2,000 when it was destroyed in aand losses from casualties or thefts to non-your car parked in your driveway. collision with another car in 1993. The acci-business property, special rules apply. If

dent was due to the negligence of the otheryour total losses are more than your totalMore than one loss.  If you have more than driver. At the end of the year, there was agains, only the excess losses are subject toone casualty or theft loss during the tax year, reasonable prospect that the owner of thethe 10% rule.you must reduce each loss by $100. other car would reimburse you in full. There-However, if your total gains are more
Example.  Your family car was damaged fore, you do not have a deductible loss inthan your total losses, the difference (gains

in an accident in January. Your loss after the 1993.minus losses) will be treated as capital gain
insurance reimbursement was $75. In Feb- In January 1994, the court awards you aon Schedule D (Form 1040). None of the
ruary, your car was damaged in another ac- judgment of $2,000. However, in July it be-losses will be subject to the 10% rule.
cident. This time your loss after the insur- comes apparent that you will be unable toTable 27–1 gives a brief explanation of
ance reimbursement was $90. Apply the collect any amount from the other driver.how to apply the $100 rule and the 10% rule
$100 rule to each separate casualty loss. Since this is your only casualty or theft loss,in various situations. For more detailed ex-
Since neither accident resulted in a loss of you can deduct the loss in 1994 that is moreplanations and examples, get Publication
over $100, you are not entitled to any deduc- than $100 and 10% of your 1994 adjusted547.
tion for these accidents. gross income.

If you later receive more reimburse-
10% rule. You must reduce the total of all ment  than you expected, you may have to
your casualty or theft losses by 10% of your When to Deduct report the difference as income. If you have
adjusted gross income (line 32, Form 1040). already taken a deduction for a casualty ora Loss Apply this rule after you reduce each loss by theft loss in one year, and then in a later year
any reimbursements and by $100. If you had you receive reimbursement, you must in-A casualty usually is apparent when it hap-
more than one casualty or theft loss during clude it in your income for the later year topens. A theft may not be discovered until
the year, reduce each loss by any reimburse- the extent your deduction reduced your taxlater. This affects the year in which you may
ments and by $100. Then you reduce the to- for the earlier year.deduct a casualty or a theft loss. See Table
tal of all your losses by 10% of your ad- 27–2. However, if any part of your original de-
justed gross income. If you have casualty or duction for the loss did not actually lower
theft gains, see Gains and losses, later in this Loss on deposits.  When you deduct a loss your tax, you do not include that part of the
discussion. on deposits in an insolvent or bankrupt finan- reimbursement in your income. You do not

Example 1.  In June, you discovered that cial institution depends on the type of loss refigure your tax for the year you claimed the
your house had been burglarized. Your loss you choose to take on your return. See Loss deduction. For more information, see Recov-
after insurance reimbursement was $2,000. on Deposits, earlier. eries in Chapter 13.
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Table 27-1. Deduction Limit Rules—These rules apply to a casualty or theft loss to nonbusiness property.

$100 Rule 10% Rule

Definition of Rule You must reduce each casualty or theft loss by $100 You must reduce your total casualty or theft loss by
when figuring your deduction. Apply this rule after you 10% of your adjusted gross income from line 32 of
reduce your loss by any reimbursement. Form 1040. Apply this rule after you reduce each loss

by any reimbursement and by $100 (the $100 rule).

Single Event Apply this rule only once, even if many pieces of Apply the rule only once, even if many pieces of
property are affected. property are affected.

More Than One Event Apply this rule to the loss from each event. Apply the rule to the total of all your losses from all
events.

More Than One Person- Apply the rule separately to each person. Apply the rule separately to each person.
With Loss From the
Same Event (other than
a married couple filing
jointly)

Married Couple—
With Loss From the
Same Event

Filing jointly Apply this rule as if you were one person. Apply this rule as if you were one person.

Filing separately Apply this rule separately to each spouse. Apply this rule separately to each spouse.

More Than One Owner Apply the rule separately to each owner of jointly Apply the rule separately to each owner of jointly
(other than a married owned property. owned property.
couple filing jointly)

Recovered property is your property thatTable 27-2. When to Deduct a Loss
was stolen and later returned to you. If you

Can You Choose recovered property after you have alreadyType of Loss Tax Year Deducted Years? taken a theft loss deduction, you must
refigure your loss using the smaller of the

Casualty losses Year loss occurred No property’s adjusted basis (explained under
Amount of Loss, earlier) or the decrease in

Loss on deposits FMV from the time it was stolen until the time
it was recovered. Use this amount to refigure• Casualty loss Year a reasonable estimate can be made No
your total loss for the year in which the loss

• Bad debt Year deposits are totally worthless No was deducted.
This is your refigured loss. If this amount• Ordinary loss Year a reasonable estimate can be made No

is less than the loss you deducted, you gen-
erally have to report the difference as incomeFederal disasters Year the disaster occurred or the year immedi- Yes
in the recovery year. But report the differ-ately before the disaster
ence only up to the amount of the loss that
reduced your tax.Thefts Year of discovery of the theft No

How to ReportPublication 525 has a worksheet for you Example.  In December 1993, you had a
collision while driving your personal car. Re-to use when only part of your original deduc- Gains or Losses pairs to the car cost $950. You had $100 de-tion reduced your tax in the earlier year.
ductible collision insurance. Your insurance If you have a deductible casualty or theft loss
company agreed to reimburse you for the from nonbusiness property, you can claim
rest of the damage. As a result of your ex- this loss only on Schedule A (Form 1040).Note.  If the total of all the reimburse-
pected reimbursement from the insurancements you receive is more than your ad-
company, you do not have a casualty loss Form 4684. Use Section A of Form 4684 tojusted basis in the destroyed or stolen prop-
deduction in 1993. figure and report your gain or loss. Be sure toerty, you will have a gain on the casualty or

Due to the $100 rule, you cannot deduct attach Form 4684 to your return.theft. Get Publication 547 for more informa-
the $100 you paid as the deductible. When Section A—Personal Use Property.tion on how to treat a gain from the reim-
you receive the $850 from the insurance This section is for casualties and thefts ofbursement of a casualty or theft. company in 1994, you do not have to report it property not used in a trade or business or
as income. for income producing purposes. You must

If you receive exactly the reimburse- list each item or article for which you are re-
ment you expected to receive,  you may porting a casualty or theft on Form 4684. If
not have any amount to include in your in- more than four items of property were stolen
come or any loss to deduct. or damaged in a single casualty or theft, you
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will need to complete additional Form(s) from line 18 of Section A, Form 4684, to line loss and any insurance or other reimburse-
4684. Or, you may want to substitute your 19 of Schedule A (Form 1040). Schedule A is ments. The result is your adjusted basis in
own statement for these lines. The statement used to itemize deductions. If you do not the property. Amounts you spend to restore
must include the same information asked on itemize deductions, you cannot deduct your your property after a casualty increase your
lines 1 through 9. If you have to figure your casualty or theft loss. adjusted basis. See Adjusted Basis in Publi-
loss on many different personal and house- Gains.  If you have only gains from non- cation 551 for more information. 
hold items, you may want to use the work- business property, this amount will be shown
sheets in Publication 584. Copies of these on line 15 of Section A, Form 4684. You may Net operating loss. If your casualty or theft
worksheets can be used in place of addi- also have to complete Schedule D (Form losses are more than your income, you may
tional Forms 4684. 1040). For more information, get Publication have a net operating loss. You can use a net

More than one casualty or theft.  If you 547. operating loss to lower your taxes in an ear-
had more than one casualty or theft during Gains and losses.  If you have both lier year, allowing you to get a refund for
the year, you must complete lines 1 through gains and losses due to casualties in a single taxes that you have already paid. Or, you can
12 on separate Forms 4684 for each casu- year, get Publication 547. use it to lower your taxes in a later year. You
alty or theft. Use only one Form 4684 for do not have to be in business to have a net
lines 13 through 18. Adjustments to basis. If you have a casu- operating loss from a casualty or theft. For

Losses.  If you have only losses from alty or theft loss deduction, you must reduce more information, get Publication 536, Net
nonbusiness property, transfer the amount your basis in the property by any deductible Operating Losses.
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Schedule A (Form 1040). The amount you Form (and Instructions)
can deduct is limited to the excess over 2%

❏ Schedule A (Form 1040) Itemized
of your adjusted gross income. It may be fur-28. Deductions
ther limited if your adjusted gross income is

❏ Schedule C (Form 1040) Profit ormore than $111,800 ($55,900 if you are mar-Car Expenses Loss From Businessried filing separately). For more information,
see Chapters 22 and 30 and the instructions ❏ Schedule C–EZ (Form 1040) Netand Other for Form 1040. Profit From Business

Employee ❏ Schedule F (Form 1040) Profit or
Loss From FarmingBusiness Introduction

❏ Form 2106 Employee Business
This chapter discusses rules for deducting ExpensesExpenses
business-related expenses connected with:

❏ Form 2106–EZ Unreimbursed
• Travel away from home, Employee Business Expenses

• Entertainment,

• Business gifts,Important Changes
• Local business transportation, andfor 1994 Travel Expenses • Business use of a car.

Travel expenses paid for others.  Begin- If you temporarily travel away from your tax
ning in 1994, you cannot deduct travel ex- This chapter also discusses: home, you can use this section to determine
penses you pay or incur for a spouse, depen- if you have deductible travel expenses. This• What records you must make or keep todent, or other individual who accompanies

section includes the definitions of ‘‘tax home’’prove your expenses,you (or your employee) on business travel
and ‘‘temporary’’ and a discussion of differ-unless the travel satisfies specific require- • How to handle reimbursements of your
ent types of travel expenses. The sectionments. See Travel expenses for another employee business expenses, and
then discusses the rules for travel inside andindividual. • How to report your expenses on Forms outside the United States and deductible ex-

2106 and 2106–EZ. penses of attending a convention.Club dues.  Beginning in 1994, you are not
allowed a deduction for dues (including initia- Expenses fully reimbursed.  You will not Travel expenses defined.  For tax pur-tion fees) for membership in any club organ- need to read this chapter if all of the following poses, travel expenses are ordinary andized for business, pleasure, recreation, or are true. necessary expenses that you pay while trav-other social purpose.

eling away from home for your business, pro-1) You fully accounted to your employer for
fession, or job. An ordinary expense is oneyour work-related expenses.Business meals and entertainment.  Be-
that is common and accepted in your field ofginning in 1994, the amount you can deduct 2) You received full reimbursement for
business, trade, or profession. A necessaryfor business meals and entertainment ex- your expenses.
expense is one that is helpful and appropri-penses is reduced from 80% to 50%. See 3) Your employer required you to return ate to your business. An expense does not50% Limit. any excess reimbursement and you did have to be indispensable to be considered

so. necessary. However, you cannot deduct ex-Standard mileage rate.  The standard mile-
penses to the extent they are lavish or4) Box 13 of your Form W–2 shows noage rate for the cost of operating your car in
extravagant.amount with a code L.1994 is 29 cents per mile for all business

You will find examples of deductiblemiles.
If you meet these four conditions, there is no travel expenses later in this section.
need to show the expenses or the reim-Form 2106–EZ.  You may be able to use
bursements on your return. See Reimburse- Traveling away from home. You are travel-new Form 2106–EZ to claim your employee
ments, later, if you would like more informa- ing away from home if:business expenses. See Form 2106–EZ
tion on reimbursements and accounting tounder Completing Forms 2106 and 2106– 1) Your duties require you to be away fromyour employer.EZ. the general area of your tax home (de-If you do not meet all of these conditions,

fined later) substantially longer than anyou must complete Form 2106 or 2106–EZ
ordinary day’s work, andand itemize your deductions on Schedule A

2) You need to get sleep or rest to meet the(Form 1040) to claim your expenses. SeeImportant Reminders 
Completing Forms 2106 and 2106–EZ, later. demands of your work while away from

Tax incentives for clean-fuel vehicles. home.
You may be entitled to a tax credit for an Note:  If you meet these conditions and
electric vehicle or a deduction from gross in- your employer included reimbursements on This rest requirement is not satisfied by
come for a part of the cost of a clean-fuel ve- your Form W–2 in error, ask your employer merely napping in your car. You do not have
hicle if you place one of these vehicles in ser- for a corrected Form W–2. to be away from your tax home for a whole
vice from July 1, 1993, through December

day or from dusk to dawn as long as your re-
31, 2004. The vehicle must meet certain re-

lief from duty is long enough to get necessaryquirements, and you do not have to use it in Useful Items
sleep or rest.your business to qualify for the credit or the You may want to see:

Example 1.  You are a railroad conduc-deduction. For more information, see Chap-
tor. You leave your home terminal on a regu-ter  15 of  Publ icat ion 535,  Business Publication
larly scheduled round-trip run between twoExpenses. ❏ 463 Travel, Entertainment, and Gift
cities and return home 16 hours later. During

Expenses
the run, you have 6 hours off at your turn-Limit on itemized deductions.  If you are

❏ 535 Business Expenses around point where you eat two meals andan employee, you can deduct certain work-
rent a hotel room to get necessary sleeprelated expenses as itemized deductions on ❏ 917 Business Use of a Car
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before starting the return trip. You are con- 3) You have not left the area in which both runs, you return to your home terminal in
your traditional place of lodging andsidered to be away from home, and you can Phoenix and spend one night there before
your main home are located; you have adeduct travel expenses. returning home. You cannot deduct any of
member or members of your family liv- your travel costs in Phoenix because Phoe-Example 2.  You are a truck driver. You
ing at your main home; or you often use nix is your tax home.leave your terminal and return to it later the
that home for lodging.same day. You get an hour off at your turn- Example 3.  Your family home is in Pitts-

around point to eat. Because you are not off burgh, where you work 12 weeks a year. The
If you meet all three factors, your taxto get necessary sleep and the brief time off rest of the year you work for the same em-

home is the home where you regularly live,is not an adequate rest period, your trip is not ployer in Baltimore. In Baltimore, you eat in
and you may be able to deduct travel ex-considered as travel away from home. You restaurants and sleep in a rooming house.
penses. If you meet only two of the factors,cannot deduct travel expenses. Your salary is the same whether you are in
you may have a tax home depending on all Pittsburgh or Baltimore.
the facts and circumstances. If you meet only Because you spend most of your workingTax Home one factor, you are a transient; you do not time and earn most of your salary in Balti-
have a tax home and you cannot deductTo deduct travel expenses, you must first de-

more, that city is your tax home. You cannot
travel expenses.termine the location of your tax home.

deduct any expenses you have for meals
Generally, your tax home is your regular Example.  You are an outside salesper- and lodging there. However, when you return

place of business or post of duty, regardless son with a sales territory covering several to work in Pittsburgh, you are away from your
of where you maintain your family home. It states. Your employer’s main office is in tax home even though you stay at your family
includes the entire city or general area in Denver, and you return there for one month home. Therefore, you can deduct the cost of
which your business or work is located. If you each year for business and nonbusiness rea- your round trip between Baltimore and Pitts-
have more than one regular place of busi- sons. Your business work assignments are burgh. You can also deduct your part of yourness, your tax home is your main place of temporary, and you have no way of knowing family’s living expenses for meals and lodg-business. If you do not have a regular or a where future assignments will be located. ing while you are living and working inmain place of business because of the na- You have lived in Denver for 14 years, Pittsburgh.ture of your work, then your tax home may be first with your spouse in your own house until
the place where you regularly live. See No your divorce, and then with your married sis- Temporary Assignment or Job main place of business or work, later. ter in her house. You pay your sister $100 a

Although you regularly work or carry on yourIf you do not fit any of these categories, month for a room in her house where you
business activities within the city or generalyou are considered a transient (an itinerant) stay when you are in Denver. You also keep
area of your tax home, you may have to workand your tax home is wherever you work. As in the room your furniture and any clothing
or conduct business at another location. Ita transient, you cannot claim a travel ex- that you do not take on your out-of-town busi-
may not be practical to return home from thispense deduction because you are never ness trips.

considered away from home. other location at the end of each day’s work.You have met all three factors listed ear-
If your assignment or job away from yourlier, including the traditional lodging aspects

main place of work is temporary, your taxof factor (3). Therefore, you have a tax homeMain place of business or work.  If you
in Denver for travel expense deduction home does not change. You are consideredhave more than one place of work, you
purposes. to be away from home for the whole period,should use the following factors to determine

Transient workers.  If you move from job and your travel expenses are deductible.your main place of business or work:
to job, maintain no fixed home, and are not Generally, a temporary assignment in a sin-1) The total time you ordinarily spend
associated with any particular business lo- gle location is one that is realistically ex-working in each area,
cality, each place you work becomes your pected to last (and does in fact last) for one

2) The degree of your business activity in main place of business and your tax home. year or less.
each area, and You cannot deduct your expenses for meals However, if your assignment or job is in-

and lodging. definite, that location becomes your new tax3) The relative amount of your income from
home and you cannot deduct your travel ex-each area.

Living away from your tax home.  If you penses while there. Your assignment or job
(and your family) live in an area outside your in a single location is considered indefinite ifExample.  You live in Cincinnati where tax home (main place of work), you cannot it is realistically expected to last for moreyou have a seasonal job for 8 months and deduct travel expenses between your tax than one year, regardless of whether it actu-earn $15,000. You work the remaining 4 home and your family home. You also can- ally exceeds one year.months in Miami, also at a seasonal job, and not deduct the cost of meals and lodging If your assignment is indefinite, you mustearn $4,000. Cincinnati is your main place of while at your tax home. See Examples 1 and include in your income any amounts you re-work because you spend most of your time 2, below. ceive from your employer for living ex-there and earn most of your income there. If you are working temporarily in the penses, even if they are called travel al-
same city where you and your family live, you lowances and you account to your employerNo main place of business or work.  You may be considered as traveling away from for them. You may be able to deduct the costmay have a tax home even if you do not have home. See Example 3, below. of relocating to your new tax home as a mov-a regular or main place of work. Your tax

Example 1.  You live with your family in ing expense. See Chapter 19 for morehome may be the home where you regularly
Chicago, but work in Milwaukee, where you information.live. If you do not have a regular or main
stay in a hotel and eat in restaurants duringplace of business or work, use the following
the week. You return to Chicago every week- Determining temporary or indefinite.  Youthree factors to see if you have a tax home.
end. You cannot deduct any of your ex- must determine whether your assignment is

1) You have part of your business in the penses for travel, meals, and lodging in Mil- temporary or indefinite when you start work.
area of your main home and use that waukee. This is because Milwaukee is your If you expect employment to last for one year
home for lodging while doing business tax home and the travel on weekends is not or less, it is temporary in the absence of facts
there. for a business reason. and circumstances that indicate otherwise.

Employment that is initially temporary may2) You have living expenses at your main Example 2.  You are a truck driver and
become indefinite due to changed circum-home that you duplicate because your you and your family live in Tucson. You are
stances. A series of assignments to thebusiness requires you to be away from employed by a trucking firm that has its ter-
same location, all for short periods but thatthat home. minal in Phoenix. At the end of your long
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together cover a long period, may be consid- You can use the discussion that follows enough to require you to stop for sleep or
ered an indefinite assignment. as a general guideline. You may have other rest to properly perform your duties. You

deductible travel expenses that are not cov- cannot deduct the cost of meals if it is not
ered here, depending on the facts and your necessary for you to rest. If you pay for aGoing home on days off.  If you go back to
circumstances. business meal when you are not traveling,your tax home from a temporary assignment

you can deduct the cost only if you meet theon your days off, you are not considered
rules for business entertainment. Theseaway from home while you are in your Transportation fares.  You can generally
rules are explained later under Entertain-hometown. You cannot deduct the cost of deduct travel by airplane, train, or bus be-
ment Expenses.your meals and lodging there. However, you tween your home and your business destina-

can deduct your travel expenses, including The expense of a meal includes amountstion. Your cost is the amount you paid for
meals and lodging, while traveling from the you spend for your food, beverages, taxes,your ticket. If you were provided with a ticket
area of your temporary place of work to your and tips relating to the meal. You can deductor you are riding free as a result of a ‘‘fre-
hometown and back to work. You can claim either the actual cost or a standard amount.quent flyer’’ or other similar program, you
these expenses up to the amount it would See Standard Meal Allowance later in thishave no deduction.
have cost you for meals and lodging had you section.If you travel by ship, the amount you can
stayed at your temporary place of work. 50% limit on meals.  You can deductdeduct may be limited. See Luxury Water

If you keep your hotel room during your only 50% of the cost of your business-relatedTravel and Cruise ships (under Conventions)
visit home, you can deduct the cost of your meals unless you are reimbursed for thesein Chapter 1 of Publication 463.
hotel room. In addition, you can deduct your expenses. This limit applies whether the un-
expenses of returning home up to the reimbursed meal expense is for businessTaxi, commuter bus, and limousine fares.
amount you would have spent for meals had travel or business entertainment. The 50%You can generally deduct the fares you pay
you stayed at your temporary place of work. limit is explained later under Entertainmentfor taxis, airport limousines, buses, or other

Expenses.types of transportation between the airport or
Probationary work period.  If you take a job Lavish or extravagant.  You cannot de-station and your hotel. You can also deduct
that requires you to move, with the under- duct expenses for meals to the extent theythese fares between your hotel and the work
standing that you will keep the job if your are lavish or extravagant. An expense is notlocation of your customers or clients, your
work is satisfactory during a probationary pe- considered lavish or extravagant if it is rea-business meeting place, or your temporary
riod, the job is indefinite. You cannot deduct sonable based on the facts and circum-work location. You cannot deduct costs of
any expenses for meals and lodging during stances. Expenses will not be disallowedsightseeing, shopping, or similar nonbusi-
the probationary period. merely because they are more than a fixedness activities.

dollar amount or take place at deluxe restau-
rants, hotels, night clubs, or resorts.Members of the Armed Forces. If you are a Baggage and shipping costs.  You can de-

member of the U.S. Armed Forces on a per- duct the cost of sending baggage and sam-
manent duty assignment overseas, you are Cleaning and laundry expenses.  You canple or display material between your regular
not traveling away from home. Therefore, deduct reasonable laundry expenses whilework location and your temporary work
you cannot deduct your expenses for meals traveling away from home on business.location.
and lodging. You cannot deduct these ex-
penses even if you are required to maintain a Car expenses.  You can deduct the cost of Telephone expenses.  You can deduct the
home in the United States for your family operating and maintaining your car when cost of business calls while you are traveling
members who are not allowed to accompany traveling away from home on business. See away from home. This includes the cost of
you overseas. If you are transferred from one business communication by fax machine orLocal Transportation Expenses, later, for in-
permanent duty station to another, you may other devices.formation on how to figure this deduction.
have deductible moving expenses, which Leasing a car.  You can deduct the cost
are explained in Chapter 19. of leasing a car for business purposes while Tips.  You can deduct tips you pay for any ofA naval officer assigned to permanent you are traveling away from home. However, the expenses in this section.duty aboard a ship that has regular eating if you lease a car for 30 days or more, you
and living facilities has a tax home aboard may have to include an amount called an ‘‘in- Other expenses.  You can deduct other sim-ship for travel expense purposes. clusion amount’’ in your income. This inclu- ilar ordinary and necessary expenses that

sion amount is explained in Chapter 3 of are related to your business travel. Such ex-
Publication 917.What Are Travel Expenses? penses might include the costs of operating

You can also deduct actual operating ex-Once you have determined that you are trav- and maintaining a house trailer, public ste-
penses for a car you lease. Examples areeling away from your tax home, you can de- nographer’s fees, and computer rental fees.
gas, oil, and repairs. However, you cannottermine what travel expenses are deductible
claim the standard mileage rate.on your tax return. Travel expenses for another individual.  If

Operating expenses.  For a car you a spouse, dependent, or other individual
own, you may have a choice of deducting ac-Records.  When you travel away from home goes with you (or your employee) on a busi-
tual business-related expenses or claimingon business, you should keep records of all ness trip or to a business convention, you
the standard mileage rate. The 1994 stan-the expenses you incur and any advances generally cannot deduct his or her travel ex-
dard mileage rate is 29 cents a mile for allyou receive from your employer. You can penses. You can only deduct the travel ex-
business miles. See Local Transportationuse a log, diary, notebook, or any other writ- penses you pay or incur for such an accom-
Expenses, later, for information about usingten record to keep track of your expenses. panying individual if that individual:
actual expenses or the standard mileageThe types of expenses you need to record,

1) Is your employee,rate.along with supporting documentation, are
described later under Recordkeeping. 2) Has a bona fide business purpose for

Lodging.  You can deduct the cost of lodgingDeductible travel expenses include those the travel, and
if your business trip is overnight or longordinary and necessary expenses you incur

3) Would otherwise be allowed to deductenough to require you to stop for sleep orwhile traveling away from home on business.
the travel expenses.rest to properly perform your duties.The type of expense you can deduct de-

pends on the facts and your circumstances.
For a bona fide business purpose to ex-Meals.  You can deduct the cost of mealsTable 28–1 summarizes the expenses you

ist, you must prove a real business purposeonly if your business trip is overnight or longmay be able to deduct.
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Related to employer.  You are related toTable 28-1. Deductible Travel Expenses
your employer if:

1) Your employer is your brother or sister,Expense Description
half-brother or half-sister, spouse, an-

Transportation The cost of travel by airplane, train, or bus between your cestor, or lineal descendent,
home and your business destination.

2) Your employer is a corporation in which
you own, directly or indirectly, more thanTaxi, commuter bus, Fares for these and other types of transportation between the
10% in value of the outstanding stock, orand limousine airport or station and your hotel, or between the hotel and your

work location away from home. 3) Certain fiduciary relationships exist be-
tween you and your employer involving

Baggage and The cost of sending baggage and sample or display material grantors, trusts, beneficiaries, etc.
shipping between your regular and temporary work locations.

You may be considered to indirectly ownCar The costs of operating and maintaining your car when travel-
stock, for purposes of (2) above, if you haveing away from home on business. You may deduct actual ex-
an interest in a corporation, partnership, es-penses or the standard mileage rate, including business-re-
tate, or trust that owns the stock or if a familylated tolls and parking. If you lease a car while away from
member or partner owns the stock.home on business, you can deduct business-related ex-

penses only.
Amount of standard meal allowance.  The

Lodging The cost of lodging if your business trip is overnight or long standard meal allowance is $26 a day for
enough to require you to get substantial sleep or rest to prop- most areas in the United States. Other loca-
erly perform your duties. tions in the United States are designated as

high-cost areas, qualifying for higher stan-
Meals The cost of meals only if your business trip is overnight or long dard meal allowances.

enough to require you to stop to get substantial sleep or rest. Table 2 in Publication 463 shows the lo-
Includes amounts spent for food, beverages, taxes, and re- cations qualifying for rates of $30, $34, or
lated tips. $38 a day for travel on or after January 1,

1994.
Cleaning Cleaning and laundry expenses while away from home over-

If you travel to more than one location innight.
one day, use the rate in effect for the area
where you stop for sleep or rest. If you workTelephone The cost of business calls while on your business trip, includ-
in the transportation industry, however, seeing business communication by fax machine or other commu-
Special rate for transportation workers, laternication devices.
in this section.

Tips Tips you pay for any expenses in this chart. Example.  You regularly live and work in
Chicago. You sometimes travel overnight to

Other Other similar ordinary and necessary expenses related to Des Moines for business. Your employer ex-
your business travel such as public stenographer’s fees and pects you to pay your expenses out of your
computer rental fees. regular salary and does not separately or

specifically reimburse your expenses for
business trips. You must keep receipts to
prove the amount of your lodging expense.for the individual’s presence. Incidental ser- amount, depending on where you travel, in-
You can claim the standard meal allowancestead of keeping records of actual meal ex-vices, such as typing notes or assisting in en-
for Des Moines, $30, on your Form 2106 orpenses. If you use the standard meal allow-tertaining customers, are not enough to war-
Form 2106–EZ. You are subject to the 50%ance, you still must keep records to prove therant a deduction.
limit on meal and entertainment expenses.time, place, and business purpose of your

Example.  Jerry drives to Chicago on You are also subject to the 2% of adjustedtravel. See the recordkeeping rules ex-
business and takes his wife, Linda, with him. gross income limit that applies to most otherplained later under Recordkeeping.

miscellaneous itemized deductions.Linda is not Jerry’s employee, Linda’s pres-
Standard meal allowance for areasence serves no business purpose, and Linda Who can use the standard meal allow-

outside the continental United States.does not otherwise qualify to deduct the ance.  You can use the standard meal allow-
The previously mentioned standard meal al-travel expenses. Jerry pays $115 a day for a ance whether you are an employee or self-
lowance rates do not apply to travel indouble room. A single room costs $90 a day. employed. You cannot use the standard
Alaska, Hawaii, or any other nonforeign loca-He can deduct the total cost of driving his car meal allowance, however, if you are related
tions outside the continental United States.to and from Chicago, but only $90 a day for to your employer as defined later. They also do not apply to foreign locations.his hotel room. If he uses public transporta- You can use the standard meal allow- The federal per diem rates for these loca-tion, he can deduct only his fare. ance whether or not you are reimbursed for tions are published monthly in the Maximum

your traveling expenses. However, if you are Travel Per Diem Allowances for Foreign
not reimbursed for meal expenses, you canStandard Meal Allowance Areas.
deduct only 50% of the standard meal allow- Your employer may have these ratesYou generally can deduct a standard amount ance. This 50% limit is figured when you available, or you can purchase the publica-for your daily meals and incidental expenses complete Form 2106, Form 2106–EZ, or tion from the:while you are traveling away from home on Schedule C. If you file Schedule C–EZ, enter

business. Incidental expenses include costs the total amount of your business expenses Superintendent of Documents
for laundry, cleaning, and tips for services. In on line 2. You can only include 50% of the U.S. Government Printing Office
this chapter, the term ‘‘standard meal allow- standard meal allowance in that total. If you P.O. Box 371954
ance’’  refers to meals and incidental Pittsburgh, PA 15250–7954file Schedule F, enter the total amount of
expenses. your travel, meals and entertainment ex-

This method is an alternative to the actual penses on line 34. You can only include 50% You can also order it by calling the Govern-
cost method and allows you to deduct a set of the standard meal allowance in that total. ment Printing Office at (202)512–1800 (not a
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toll-free number). To find out the rate for a Maria decides to use the standard meal Trip Primarily for
allowance and arrives at her expense asspecific foreign location, you can call the De- Personal Reasons 
follows:partment of State at (703)875–7900 (not a If your trip was primarily for personal rea-

toll-free number). sons, such as a vacation, the entire cost ofNumber Allowance
the trip is a nondeductible personal expense.City of Days Amount TotalSpecial rate for transportation workers. However, you can deduct any expenses you

Washington,You may be able to use a special standard have while at your destination that are di-
DC 13/4 $38 $  66.50meal allowance if you work in the transporta- rectly related to your business.

Albany, NY 3 $30 90.00tion industry. You are in the transportation in- A trip to a resort or on a cruise ship may
New York City 23/4 $38 104.50dustry if your work: be a vacation even if the promoter advertises

$261.00 that it is primarily for business. The schedul-1) Directly involves moving people or
ing of incidental business activities during agoods by airplane, barge, bus, ship,

Maria’s total standard meal allowance for trip, such as viewing videotapes or attendingtrain, or truck, and
the trip is $261.00 ($66.50 + $90.00 + lectures dealing with general subjects, will

2) Regularly requires you to travel away $104.50). If her employer does not reim- not change what is really a vacation into a
from home and, during any single trip, burse her for her meals, Maria will be able to business trip.
usually involves travel to areas eligible deduct 50% of her unreimbursed meals as
for different standard meal allowance an itemized deduction. She will figure this Part of Trip Outsiderates. limit on Form 2106 or Form 2106–EZ. the United States 

If part of your trip is outside the UnitedIf this applies to you, you can claim a $32 a Investment and education expenses.  You
States, use the rules described later underday standard meal allowance ($36 for travel can also use the standard meal allowance to
Travel Outside the United States for that partoutside the continental United States). prove meal expenses you incurred in con-
of the trip. For the part of your trip that is in-Using the special rate for transportation nection with investment and other income-
side the United States, use the rules in thisworkers eliminates the need for you to deter- producing property and/or qualifying educa-
section. Travel outside the United Statesmine the standard meal allowance for every tional expenses while traveling away from
does not include travel from one point in thearea where you stop for sleep or rest. If you home.
United States to another point in the Unitedchoose to use the special rate for any trip,
States. The following discussion can helphowever, you must continue to use the spe- Standard meal allowance not allowed.
you determine whether your trip was entirelycial rate (and not use the regular standard You cannot use the standard meal allowance
within the United States.meal allowance rates) for all trips you take to prove the amount of your meals if you are

that year. traveling for medical or charitable purposes. 
Public transportation.  If you travel by pub-
lic transportation, any place in the UnitedTravel for less than 24 hours.  If you are Travel in the States where that vehicle makes a sched-not traveling for the entire 24-hour day, you
uled stop is a point in the United States.United Statesmust prorate the standard meal allowance.
Once the vehicle leaves the last scheduledYou can do so by dividing the day into 6-hour The following discussion applies to travel in
stop in the United States on its way to a pointquarters. The 6-hour quarters are: the United States. For this purpose, the
outside the United States, you apply theUnited States includes the 50 states and the1) Midnight to 6 a.m., rules under Travel Outside the UnitedDistrict of Columbia. The treatment of your
States.2) 6 a.m. to noon, travel expenses depends on how much of

Example 1.  You fly from New York to Pu-your trip was business related and on how3) Noon to 6 p.m., and
erto Rico with a scheduled stop in Miami.much of your trip occurred within the United

4) 6 p.m. to midnight. You return to New York nonstop. The flightStates.
from New York to Miami is in the United

You can claim one-fourth of the full day stan- States, so only the flight from Miami to Pu-Trip Primarily for Business 
dard meal allowance for each 6-hour quarter erto Rico is outside the United States. All ofYou can deduct all your travel expenses ifof the day during any part of which you are the return trip is outside the United States, asyour trip was entirely business related. Iftraveling away from home. there are no scheduled stops between Pu-your trip was primarily for business and,

erto Rico and New York.Example 1.  You live and work in Los An- while at your business destination, you ex-
geles. Your employer sends you to San Example 2.  You travel by train from Newtended your stay for a vacation, made a non-
Francisco on a temporary assignment. You York to Montreal. The travel from New Yorkbusiness side trip, or had other nonbusiness
leave home at 8 a.m. on March 23. Your as- to the last scheduled stop in the Unitedactivities, you can deduct your business-re-
signment is completed on March 26. You ar- States is travel in the United States.lated travel expenses. These expenses in-
rive home at 4 p.m. on that day. You are con- clude the travel costs of getting to and from
sidered to be traveling for 31/2 days (a 3/4 day Private car.  Travel by private car in theyour business destination, and you can de-
on March 23 + 2 full days + a 3/4 day on March United States is travel between points in theduct any business-related expenses at your
26). Your standard meal allowance is $133 United States, even when you are on yourbusiness destination.
(31/2 × $38) while on this assignment. way to a destination outside the UnitedExample.  You work in Atlanta and take a

States.Example 2.  Maria is employed in Mil- business trip to New Orleans. On your way
waukee as a convention planner. In April she Example.  You travel by car from Denverhome, you stop in Mobile to visit your par-
went on a one-week business trip. She left to Mexico City and return. Your travel froments. You spend $630 for the 9 days you are
her home in Milwaukee at 7 a.m. on April 5 Denver to the border and from the borderaway from home for travel, meals, lodging,
and flew to Washington, DC, where she back to Denver is travel in the United States,and other travel expenses. If you had not
spent two nights. She then went to Albany, and the rules in this section apply. The rulesstopped in Mobile, you would have been
NY, arriving there at 4 p.m. on April 7. After under Travel Outside the United States applygone only 6 days, and your total cost would
three nights in Albany, she went to New York to your trip from the border to Mexico Cityhave been $580. You can deduct $580 for
City to attend a planning seminar at her em- and back to the border.your trip, including the round-trip transporta-
ployer’s request. She arrived at 1 p.m. on tion to and from New Orleans. The cost of
April 10. On April 12, she flew back to Mil- your meals is subject to the 50% limit on Private plane.  If you travel by private plane,
waukee, arriving at her home at 5:45 p.m. meals discussed earlier. any trip, or part of a trip, for which both your
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takeoff and landing are in the United States Thursday and Friday, you had business To figure the deductible amount of your
is travel in the United States. This is true round-trip travel expenses between thediscussions, and from Saturday until
even if part of your flight is over a foreign United States and your business destination,Tuesday, you were sightseeing. You
country. multiply the total cost by the following frac-flew back to New York, arriving Wednes-

tion. The numerator (top number) is the totalday afternoon. On Thursday, you flewExample.  You fly nonstop from Seattle
number of business days outside the Unitedback to Denver. Although you wereto Juneau. Although the flight passes over
States. The denominator (bottom number) isaway from your home in Denver forCanada, the trip is considered to be travel in
the total number of all days outside themore than a week, you were not outsidethe United States.
United States. The day of your departurethe United States for more than a week.
from the United States and the day you re-This is because the day of departureTravel Outside turn to the United States are both counted asdoes not count as a day outside the

the United States days outside the United States.United States. You can deduct your cost
of the round-trip flight between DenverIf any part of your business travel is outside

the United States, some of your deductions and Paris. You can also deduct the cost Counting business days.  Your business
for the cost of getting to and from your desti- of your stay in Paris for Thursday and days include transportation days, days your
nation may be limited. For this purpose, the Friday while you conducted business. presence was required, days you spent on
United States includes the 50 states and the However, you cannot deduct the cost of business, and certain weekends and
District of Columbia. your stay in Paris from Saturday through holidays.

How much of your travel expenses is de- Tuesday because those days were Transportation day.  Count as a busi-
ductible depends in part upon how much of spent on nonbusiness activities. ness day any day you spend traveling to or
your trip outside the United States was busi- from a business destination. However, if be-3) You spent less than 25% of the total time
ness related. cause of a nonbusiness activity you do notyou were outside the United States on

See Chapter 1 of Publication 463 for in- travel by a direct route, your business daysnonbusiness activities, even if the trip
formation on luxury water travel. are the days it would have taken you to traveloutside the United States was for more

a reasonably direct route to your businessthan a week. For this purpose, count
destination. Extra days for side trips or non-Travel Entirely for Business both the day your trip began and the day
business activities cannot be counted asIf you travel outside the United States and it ended.
business days.you spend the entire time on business activi- Example. You flew from Seattle to

Presence required.  Count as a busi-ties, all your expenses of getting to and from Tokyo, where you spent 14 days on bus-
ness day any day that your presence is re-your business destination are deductible. iness and 5 days on personal matters.
quired at a particular place for a specific busi-In addition, even if you do not spend your You then flew back to Seattle. You spent
ness purpose, even if you spend most of theentire time on business activities, your trip is one day flying in each direction. Be-
day on nonbusiness activities.considered entirely for business, and you cause only 5/21 (less than 25%) of your to-

Day spent on business.  If your principalcan deduct all of your business-related travel tal time abroad was for nonbusiness ac-
activity during working hours is in pursuit ofexpenses if you meet at least one of the fol- t iv i t ies, you can deduct as travel
your trade or business, the day is counted aslowing four conditions. expenses what it would have cost you to
a business day. Also, count as a business1) You did not have substantial control over make the trip if you had not engaged in
day any day you are prevented from workingarranging the trip. You are not consid- any nonbusiness activity. The amount
because of circumstances beyond yourered to have substantial control merely you can deduct is the cost of the round-
control.because you control the timing of your trip plane fare and 16 days of meals

Certain weekends and holidays.trip. (subject to the 50% limit), lodging, and
Weekends, holidays, and other necessaryYou are considered not to have sub- other related expenses.
standby days are counted as business daysstantial control over your trip if you: 4) You can establish that a personal vaca- if they fall between business days. But if they

a) Are an employee who was reim- tion was not a major consideration, even follow your business meetings or activity and
bursed or paid a travel expense if you have substantial control over ar- you remain at your business destination for
allowance, ranging the trip. nonbusiness or personal reasons, they are

not business days.b) Are not related to your employer, and
If you do not meet any of these condi- Example 1.  Your tax home is in Newc) Are not a managing executive.

tions, you may still be able to deduct some of York City. You travel to Quebec where you‘‘Related to your employer’’ was defined
your expenses. See Travel Primarily for Bus- have a business appointment on Friday. Youearlier in this chapter under Standard Meal
iness, next. have another appointment on the followingAllowance. A ‘‘managing executive’’ is an

Monday. Because you had a business activ-employee who has the authority and respon-
Travel Primarily for Business ity on Friday and had another business activ-sibility, without being subject to the veto of

ity on Monday, the days in between areanother, to decide on the need for the busi- If you traveled outside the United States pri-
counted as business days. This is true evenness travel. marily for business purposes, but spent 25%
though you use that time for sightseeing,A self-employed person is generally re- or more of your time on nonbusiness activi-
personal visiting, or other nonbusinessgarded as having substantial control over ar- ties, your travel expense deductions are lim-
activities.ranging business trips. ited unless you meet one of the four condi-

tions listed earlier under Travel Entirely for Example 2.  If, in Example 1, you had no2) You were outside the United States a
Business. If your deductions are limited, you other business in Quebec after Friday, butweek or less, combining business and
must allocate your travel expenses of getting stayed until Monday before starting home,nonbusiness activit ies. One week
to and from your destination between your Saturday and Sunday would be nonbusinessmeans seven consecutive days. In
business and nonbusiness activities to de- days.counting the days, do not count the day
termine your deductible amount.you leave the United States, but count

Nonbusiness activity on the route to orthe day you return to the United States.
Travel allocation rules.  If your trip was not from your business destination.  If youExample. You traveled to Paris pri-
entirely for business, you must allocate your had a vacation or other nonbusiness activitymarily for business. You left Denver on
travel expenses on a day-to-day basis be- between the United States and your busi-Tuesday and flew to New York. On
tween days you conducted business and ness destination, or between your businessWednesday, you flew from New York to
days you did not conduct business. destination and the United States, you mustParis, arriving the next morning. On
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allocate your travel expenses between busi- business destination, you must allocate your travel expenses were not related primarily to
ness and nonbusiness days. You can do so travel expenses between your business and your business. You had no other expenses
as follows: nonbusiness days. None of your travel ex- that were directly for your business. There-

penses for nonbusiness activities at or be- fore, you cannot deduct the cost of your trip1) Divide the number of business days by
yond your business destination are deducti- as an ordinary and necessary businessthe total number of travel days.
ble. You must also allocate your round-trip expense.

2) Multiply the result in (1) by the cost of transportation and other costs between the
round-trip travel between the United United States and your business destination ConventionsStates and your nonbusiness as follows.

You can deduct your travel expenses whendestination. Multiply the cost of your round-trip travel
you attend a convention if you can show that3) Add to the result in (2) the round-trip between the United States and your busi-
your attendance benefits your trade or busi-cost of travel between the United States ness destination by a fraction. The numera-
ness. You cannot deduct the travel expensesand your business destination minus the tor (top number) is the number of business
for your family. If the convention is for invest-round-trip cost of travel between the days. The denominator (bottom number) is
ment, political, social, or other purposes un-United States and your nonbusiness the total number of travel days. Add to this
related to your trade or business, you cannotdestination. This is the deductible part of result your other business-related travel ex-
deduct the expenses. Nonbusiness ex-your cost of getting to and from your penses at your business destination. The
penses, such as social or sightseeing ex-business destination. sum is your total deductible travel expenses.
penses, are personal expenses and are not

Example.  Assume that the dates are the4) Add to the result in (3) your business deductible.
same as in the prior example but that insteadtravel expenses while at your business Your appointment or election as a dele-
of going to Dublin for your vacation, you fly todestination. These are your total allowa- gate does not, in itself, entitle you to or de-
Venice, Italy, for a vacation. You cannot de-ble travel expenses. prive you of a deduction. Your attendance
duct any part of the cost of your trip from must be connected to your own trade or
Brussels to Venice and return to Brussels. In business.Example.  You live in New York and flew
addition, you cannot deduct 13/18 of the airfareto Brussels on Thursday, May 19, to attend a
and other expenses from New York to Brus-conference with a customer that began at Convention agenda.  The agenda of the
sels and back to New York. You may deductnoon Friday, May 20. The conference ended convention does not have to deal specifically
5/18 of the round-trip plane fare and other ex-at noon Monday, May 23. That evening you with your official duties or the responsibilities
penses from New York to Brussels, plus yourflew to Dublin where you visited with friends of your position or business. It is enough if
meals, lodging, and any other business ex-until the afternoon of June 5, when you flew the agenda is so related to your active trade
penses you had in Brussels. If the round-triphome to New York. The primary purpose for or business and your responsibilities that at-
plane fare and other expenses are $800 fromthe trip was to attend the conference. tendance for a business purpose is justified.
New York to Brussels, you can deduct travelIf you had not stopped in Dublin, you
costs of $222.22 (5/18 × $800).would have arrived home the evening of May Foreign conventions. See Chapter 1 of

23. You were outside the United States more Publication 463 for information on conven-
Other methods.  You can use anotherthan a week, and you are unable to show that tions held outside the North American area.
method of counting business days if you es-you had no substantial control over arrang-
tablish that it more clearly reflects the timeing the trip, or that a personal vacation was
spent on nonbusiness activities outside thenot a major consideration in making the trip. EntertainmentUnited States.May 19 through May 23 (5 days) are busi-

ness days and May 24 through June 5 (13 Expenses
days) are nonbusiness days. You cannot de- Travel Primarily for Vacation 

You may be able to deduct business-relatedduct your expenses while in Dublin. You also If your travel was primarily for vacation, or for
entertainment expenses you have for enter-cannot deduct 13/18 of the cost of round-trip investment purposes, and you spent some
taining a client, customer, or employee.airfare and any other expenses from New time attending brief professional seminars or

To be deductible, the expense must beYork to Dublin. a continuing education program, the entire
both ordinary and necessary. An ordinary ex-You can deduct the cost of your meals cost of the trip is a nondeductible personal
pense is one that is common and accepted in(subject to the 50% limit), lodging, and other expense. You may, however, deduct your re-
your field of business, trade, or profession. Abusiness-related travel expenses while in gistration fees and any other expenses in-
necessary expense is one that is helpful andBrussels. You figure the deductible part of curred that were directly related to your
appropriate for your business. An expenseyour travel between the United States and business.
does not have to be indispensable to be con-Brussels as follows:

Example.  You are a doctor practicing sidered necessary.1) 5/18 of the round-trip airfare and other ex- medicine and are a member of a profes- In addition, the entertainment expensepenses between New York and Dublin, sional association. The association spon- must meet one of two tests:plus sored a 2-week trip to two foreign countries
1) Directly-related test, orwith three professional seminars in each2) The cost of the round-trip fare and any
2) Associated test.country. Each seminar was 2 hours long andother expenses between New York and

was held in a different city. You also made anBrussels minus the cost of the round-trip
optional side trip to a well-known tourist at-fare and any other expenses between You must also meet the requirements dis-
traction in each of the countries visited. AtNew York and Dublin. cussed  la te r  in  th i s  chap te r  under
the end of the trip you received a Certificate Recordkeeping.
of Continuing Education in Medicine. Even if you meet all the requirements forAssume the round-trip plane fare and other

claiming a deduction for entertainment ex-You paid the cost of airfare, hotel accom-expenses between New York and Brussels
penses, the amount you can deduct may bemodations, meals, a special escort, trans-are $800 and the expenses between New
limited. Generally, you can deduct only 50%portation to and from hotels, and tips. No partYork and Dublin are $600. Your deductible
of your unreimbursed entertainment ex-of the cost was specifically stated for theplane fare and other expenses are $366.67
penses. This limit is discussed later underseminars, which were arranged for you by[(5/18 × $600) + ($800 − $600)].
50% Limit.the sponsoring professional association.

Nonbusiness activity at or beyond busi- Your participation in the professional
ness destination.  If you had a vacation or seminars did not change what was essen- Club dues and membership fees.  Begin-
other nonbusiness activity at or beyond your tially a vacation into a business trip. Your ning in 1994, you are not allowed a deduction
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for dues (including initiation fees) for mem- 2) Entertaining business customers at your Example 2.  You purchase two tickets to
a concert and give them to a client. You pur-bership in any club organized for business, place of business, a restaurant, or other
chased the tickets through a ticket agent.pleasure, recreation, or other social purpose. location, or
You paid $150 for the two tickets, which had3) Attending a business convention or re-
a face value of $60 each ($120 total). YourEntertainment.  Entertainment includes any ception, business meeting, or business
deduction cannot be more than $60 (.50 ×activity generally considered to provide en- luncheon at a club.
$120).tertainment, amusement, or recreation. Ex-

amples include entertaining guests at night Taxes and tips relating to a business
clubs; at social, athletic, and sporting clubs; Exception to the 50% Limit meal or entertainment activity are included in
at theaters; at sporting events; on yachts; or The 50% limit on meal and entertainment ex-the amount that is subject to the 50% limit.
on hunting, fishing, vacation, and similar penses applies if the expense is otherwiseExpenses such as cover charges for admis-
trips. You cannot deduct expenses for en- deductible based on the tests and rules ex-sion to a night club, rent paid for a room in
tertainment to the extent they are lavish or plained in this chapter.which you hold a dinner or cocktail party, or
extravagant. If you buy a ticket to an en- You can use Figure 28–A to help you de-the amount paid for parking at a sports arena
tertainment event for a client, you generally termine if the 50% limit applies to you. Yourare also subject to the 50% limit. However,cannot deduct more than the face value of meal or entertainment expense is not sub-the cost of transportation to and from a busi-the ticket. ject to the 50% limit if the expense meets theness meal or a business-related entertain-

A meal as a form of entertainment.  En- following exception.ment activity is not subject to the 50% limit.
tertainment includes the cost of a meal you

If you pay or incur an expense for goodsprovide to a customer, or client, whether the Employee’s reimbursed expenses.  As an
and services consisting of meals, entertain-meal is a part of other entertainment or by it- employee, you are not subject to the 50%
ment, and other services (such as lodging orself. A meal sold in the normal course of your limit if your employer reimburses you under
transportation), you must allocate that ex-business is not entertainment. Generally, to an accountable plan and does not treat your
pense between the cost of meals and en-deduct an entertainment-related meal, you reimbursement as wages. Accountable
tertainment and the cost of the other ser-or your employee must be present when the p lans  a re  d iscussed  la te r  under
vices. You must have a reasonable basis for Reimbursements.food or beverages are provided.
making this allocation. For example, youA meal expense includes the cost of food,
must allocate your expenses if a hotel in-beverages, taxes, and tips for the meal.
cludes one or more meals in its room charge,No double deduction allowed for
or if you are provided with one per diem Business Giftmeals.  You cannot claim the cost of your
amount to cover both your lodging and mealmeal as an entertainment expense if you are Expenses expenses.also claiming the cost of your meal as a

If you give business gifts in the course oftravel expense.
your trade or business, you can deduct theApplication of 50% limit.  The 50% limit onTaking turns paying for meals or en-
cost subject to the limits and rules in thismeal and entertainment expenses applies iftertainment.  Expenses are not deductible
section.the expense is otherwise deductible and iswhen a group of business acquaintances

not covered by the exception discussed latertake turns picking up each other’s meal or
Limit on business gifts.  You can deduct noin this section.entertainment checks without regard to
more than $25 for business gifts you give di-The 50% limit also applies to activitieswhether any business purposes are served.
rectly or indirectly to any one person duringthat are not a trade or business. It applies toTrade association meetings.  You can
your tax year. A gift to a company that is in-meal and entertainment expenses incurreddeduct expenses for entertainment that are
tended for the eventual personal use or ben-for the production of income, including rentaldirectly related to and necessary for attend-
efit of a particular person or a limited class ofor royalty income. It also applies to deducti-ing business meetings or conventions of cer-
people will be considered an indirect gift toble educational expenses.tain exempt organizations. These organiza- that particular person or to the individuals

tions include business leagues, chambers of within that class of people who receive theWhen to apply the 50% limit.  You apply thecommerce, real estate boards, trade as- gift.50% limit after determining the amount thatsociations, and professional associations. A gift to the spouse of a business cus-would otherwise qualify for a deduction. YouThe expenses of your attendance must be tomer or client is an indirect gift to the cus-first determine the amount of meal and en-related to your active trade or business. tomer or client. However, if you have an inde-tertainment expenses that would be deducti-These expenses are subject to the 50% limit pendent bona fide business connection withble under the rules discussed in this chapter.on entertainment expenses. the spouse, the gift generally will not be con-You then apply the 50% limit. If you are
sidered an indirect gift to the other spouse. Itan employee, use Form 2106 or Form 2106–Additional information.  For more informa- will, however, be considered an indirect giftEZ to figure the limit. If you are self-em-tion on entertainment expenses, including to the other spouse if it is intended for thatployed, figure the limit on Schedule C. If youdiscussions of the directly-related and asso- spouse’s eventual use or benefit. Thesefile Schedule C–EZ, enter the total amount ofciated tests, see Chapter 2 of Publication rules also apply to gifts to any other familyyour business expenses on line 2. You can463. member.only include 50% of your meal and entertain-

If you and your spouse both give gifts,ment expenses in that total. If you file Sched-
both of you are treated as one taxpayer. It50% Limit ule F, enter 50% of your meal and entertain-
does not matter whether you have separateIn general, you can deduct only 50% of your ment expenses on line 34.
businesses, are separately employed, orbusiness-related meal and entertainment ex- Finally, to determine the actual amount whether each of you has an independentpenses. This limit applies to employees or you can deduct if you are an employee, you connection with the recipient. If a partnershiptheir employers, and to self-employed per- must apply the 2% of adjusted gross income gives gifts, the partnership and the partners

sons (including independent contractors) or limit on Schedule A (Form 1040). are treated as one taxpayer.
their clients, depending on whether the ex- Example 1.  You spend $100 for a busi-
penses are reimbursed. ness-related meal. If $40 of that amount is Incidental costs.  Incidental costs, such as

The 50% limit applies to meals or en- not allowable because it is considered lavish engraving on jewelry, or packaging, insuring,
tertainment expenses incurred while: and extravagant, the remaining $60 is sub- and mailing, are generally not included in de-

ject to the 50% limit. Your deduction cannot1) Traveling away from home (whether termining the cost of a gift for purposes of the
be more than $30 (.50 × $60).eating alone or with others) on business, $25 limit.
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Local Transportation
Expenses 
This section discusses expenses you can
deduct for local business transportation. It
also discusses deductions you can take for
business use of your car, whether you use it
for business-related local transportation or
for traveling away from home overnight on
business.

Local transportation expenses include
the ordinary and necessary expenses of get-
ting from one workplace to another in the
course of your business or profession when
you are traveling within your tax home area.
Tax home is defined earlier.

The following discussion applies to you if
you have a regular or main job away from
your residence. If your principal place of bus-
iness is in your home, see Office in the
home, later.

Local transportation expenses also in-
clude the cost of getting from your home to a
temporary workplace when you have one or
more regular places of work. These tempo-
rary workplaces can be either within the area
of your tax home or outside that area.

Local business transportation does not
include expenses you have while traveling
away from home overnight. Transportation
expenses you can deduct while traveling
away from home overnight and the definition
of tax home are discussed earlier under
Travel Expenses.

Local business transportation expenses
include the cost of transportation by air, rail,
bus, taxi, etc., and the cost of driving and
maintaining your car.

You can deduct your expenses for local
business transportation, including the busi-
ness use of your car, if the expenses are or-
dinary and necessary. An ordinary expense
is one that is common and accepted in your
field of trade, business, or profession. A nec-A related cost is considered incidental Gift or entertainment.  Any item that might
essary expense is one that is helpful and ap-only if it does not add substantial value to the be considered either a gift or an entertain-
propriate for your business. An expensegift. For example, the cost of gift wrapping is ment expense generally will be considered
does not have to be indispensable to be con-considered an incidental cost. However, the an entertainment expense. However, if you
sidered necessary.purchase of an ornamental basket for pack- give a customer packaged food or bever-

aging fruit is not considered an incidental ages that you intend the customer to use at a
Commuting expenses. You cannot deductcost of packaging if the basket has a sub- later date, treat it as a gift expense.
the costs of taking a bus, trolley, subway,stantial value compared to the value of the If you give tickets to a theater perform-
taxi, or driving a car between your home andfruit. ance or sporting event to a business cus-
your main or regular place of work. Thesetomer and you do not go with the customer to
costs are personal commuting expenses.the performance or event, you can choose to

Exceptions.  The following items are not You cannot deduct commuting expenses notreat the tickets as either a gift or entertain-
subject to the $25 limit for business gifts. matter how far your home is from your regu-ment expense,  whichever is  to your

lar place of work. You cannot deduct com-advantage.
muting expenses even if you work during the1) An item that costs $4 or less and: You can change your treatment of the
commuting trip.tickets at a later date, but not after the time

allowed for the assessment of income tax. Ina) Has your name clearly and perma- Example.  You had a telephone installed
most instances, this assessment periodnently imprinted on the gift, and in your car. You sometimes use that tele-
ends 3 years after the due date of your in- phone to make business calls while commut-
come tax return. But if you go with the cus-b) Is one of a number of identical items ing to and from work. Sometimes business
tomer to the event, you must treat the cost ofyou widely distribute. associates ride with you to and from work,
the tickets as an entertainment expense.Examples include pens, desk sets, and and you have a business discussion in the
You cannot choose, in this case, to treat theplastic bags and cases. car. These activities do not change the trip’s
tickets as a gift expense. expenses from commuting to business. You

cannot deduct your commuting expenses.2) Signs, display racks, or other promo-
tional material to be used on the busi- Car pools. You cannot deduct the cost of
ness premises of the recipient. using your car in a nonprofit car pool. Do not
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include payments you receive from the pas- place of business’’ are discussed in Chapter held on the same day as your regular job.
sengers in your income. These payments 30.) You can deduct the round-trip business- You can deduct the expense of getting to or
are considered reimbursements of your ex- related local transportation expenses be- from one workplace to the other as just dis-
penses. However, if you operate a car pool tween your qualifying home office and your cussed under Two places of work. You usu-
for a profit, you must include these payments client’s or customer’s place of business. You ally cannot deduct the expense if the meet-
from passengers in your income, and you must, however, distinguish between busi- ing is held on a nonworkday for your regular
can deduct your car expenses (using the ness and personal transportation. job. In this case, your transportation is gener-
rules in this chapter). ally considered a nondeductible commutingExample 4.  You have no regular office,

Hauling tools or instruments. If you cost.and you do not have an office in your home.
haul tools or instruments in your car while For  reserve  meet ings  he ld  onIn this case, the location of your first busi-
commuting to and from work, this does not nonworkdays, you can deduct your dailyness contact is considered your office.
make your commuting costs deductible. round-trip transportation expenses only if theTransportation expenses between your
However, you can deduct additional costs, location of the meeting is temporary and youhome and this first contact are nondeductible
such as renting a trailer that you tow with have one or more regular places of work.commuting expenses. In addition, transpor-
your vehicle, for carrying equipment to and If you ordinarily work in a particular met-tation expenses between your last business
from your job. ropolitan area but not at any specific locationcontact and your home are also nondeduct-

Parking fees.  Fees you pay to park your and the reserve meeting is held at a tempo-ible commuting expenses. Although you
car at your place of business are nondeduct- rary location outside that metropolitan area,cannot deduct the costs of these first and last
ible commuting expenses. You can, how- you can deduct your daily transportationtrips, you can deduct the costs of going from
ever, deduct business-related parking fees expenses.one client or customer to another.
when visiting a customer or client. If you travel away from home overnight toIllustration of local transportation.

Advertising display on car.  The use of attend a guard or reserve meeting, you canFigure 28–B illustrates the rules for when
your car to display material that advertises

you can deduct local transportation ex- deduct your travel expenses. These include
your business does not change the use of

penses when you have a regular or main job the costs of your meals, lodging, and youryour car from personal use to business use.
away from your residence. You may want to round-trip transportation between your homeIf you use this car for commuting or other
refer to it when deciding whether you can de- and the meeting site. For more information,personal uses, you cannot deduct your ex-
duct your local business transportation see Travel Expenses, earlier.penses for such uses. Commuting or per-
expenses.sonal expenses are not deductible.

Temporary work location. If you haveUnion members’ trips from a union Car Expenses one or more regular places of business andhall.  If you get your work assignments at a
If you use your car for business purposes,commute to a temporary work location, youunion hall and then go to your place of work,
you may be able to deduct car expenses.can deduct the expenses of the daily round-these costs are nondeductible commuting
You generally can use one of two methods totrip transportation between your residenceexpenses.
figure your expenses: actual expenses or theand the temporary location. The temporary
standard mileage rate.work must be irregular or short term (gener-Office in the home.  If you have an office in

ally a matter of days or weeks). You may be entitled to a tax credit for anyour home that qualifies as a principal
electric vehicle or a deduction from gross in-If the temporary work location is beyondplace of business, you can deduct your
come for a part of the cost of a clean-fuel ve-the general area of your regular place ofdaily transportation costs between your

work, and you stay overnight, you are travel- hicle if you place one of these vehicles in ser-home and another work location in the same
ing away from home and may have deducti- vice from July 1, 1993, through Decembertrade or business. (See Chapter 30 for infor-
ble travel expenses as discussed earlier in 31, 2004. The vehicle must meet certain re-mation on determining if your home office
this chapter. quirements, and you do not have to use it inqualifies as a principal place of business.)

If you do not have a regular place of work, your business to qualify for the credit or theIf your home office does not qualify as a
but you ordinarily work at different locations deduction. For more information, see Chap-principal place of business, follow the gen-
in the metropolitan area where you live, you ter 15 of Publication 535.eral rules explained in this chapter.
can deduct daily transportation costs be-
tween your home and a temporary work site Car expense records. Whether you use ac-Examples of deductible local transporta-
outside your metropolitan area. Generally, a tual expenses or the standard mileage rate,tion.  The following examples illustrate when
metropolitan area includes the area within you must keep records to show when youyou can deduct local transportation ex-
the city limits and the suburbs that are con- started using your car for business and thepenses based on the location of your work
sidered part of that metropolitan area. You cost or other basis of the car. Your recordsand your home.
cannot deduct daily transportation costs be- must also show the business miles and theExample 1.  Your office is in the same tween your home and temporary work sites total miles you drove your car during thecity as your home. You cannot deduct the within your metropolitan area. These are year.cost of transportation between your home nondeductible commuting costs. Actual expenses.  If you deduct actualand your office. This is a personal commut- Two places of work.  If you work at two expenses, you must keep records of theing expense. You can deduct the cost of places in a day, whether or not for the same costs of operating the car, such as car insur-round-trip transportation between your office employer, you can deduct the expense of ance, interest, taxes, licenses, maintenance,and a cl ient’s or customer’s place of getting from one workplace to the other. repairs, depreciation, gas, and oil. If youbusiness. However, if for some personal reason you do lease a car, you must also keep records ofExample 2.  You regularly work in an of- not go directly from one location to the other, this cost.fice in the city where you live. Your employer you can deduct only the amount it would

requires that you attend a one-week training have cost you to go directly from the first lo-
Actual Expenses session at a different office in the same city. cation to the second. Transportation ex-

You travel directly from your home to the penses you have in going between home If you choose to deduct actual expenses, you
training location and return each day. You and a part-time job on a day off from your can deduct the cost of the following items:
can deduct the cost of your daily round-trip main job are commuting expenses. You can-
transportation between your home and the Depreciation Lease fees Rental feesnot deduct them.
training location. Garage rent Licenses RepairsArmed Forces reservists.  A meeting of

Gas Oil Tiresan Armed Forces reserve unit is consideredExample 3.  Your principal place of busi-
Insurance Parking fees Tollsa second place of business if the meeting isness is in your home. (The rules for ‘‘principal
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You must spread any advance payments
over the entire lease period. You cannot de-
duct any payments you make to buy a car
even if the payments are called lease
payments.

If you lease a car that you use in your
business for 30 days or more, you may have
to include in income an amount called an ‘‘in-
clusion amount.’’ For more information, see
Chapter 3 of Publication 917.

Depreciation and section 179 deductions.
 If you use your car for business purposes as
an employee or as a sole proprietor, you may
be able to recover its cost by claiming a de-
preciation or section 179 deduction. The
amount you may claim depends on the year
you placed the car in service and the amount
of your business use.

For more information, see the instruc-
tions for Form 2106 (if you are an employee)
or Form 4562 (if you are self-employed).
Also see Chapter 2 of Publication 917 for a
detailed discussion of these deductions.

Standard Mileage Rate
Instead of figuring actual expenses, you may
be able to use the standard mileage rate to
figure the deductible cost of operating your
car, van, pickup, or panel truck for business
purposes. You can use the standard mileage
rate only for a car that you own. For 1994, the
standard mileage rate is 29 cents a mile for
all business miles (43.5 cents a mile for U.S.
Postal Service employees with rural routes).
These rates are adjusted periodically for
inflation.

If you choose to take the standard mile-
age rate, you cannot deduct actual operat-
ing expenses. These include depreciation,
maintenance and repairs, gasoline (includ-
ing gasoline taxes), oil, insurance, and vehi-
cle registration fees.

You generally can use the standard mile-
age rate regardless of whether you are reim-
bursed and whether any reimbursement is
more or less than the amount figured using
the standard mileage rate. See Reimburse-
ments later in this chapter.

Business and personal use.  If you use itemize deductions. Enter the amount paid
your car for both business and personal pur- on line 7 of Schedule A (Form 1040). (See Choosing the standard mileage rate.  If
poses, you must divide your expenses be- Chapter 24 for more information on taxes.) you want to use the standard mileage rate for
tween business and personal use. You cannot deduct luxury or sales taxes, a car, you must choose to use it in the first

even if you use your car 100% for business.Example.  You are a contractor and drive year you place the car in service in business.
Luxury and sales taxes are part of your car’syour car 20,000 miles during the year: Then in later years, you can choose to use
basis and may be recovered through12,000 miles for business use and 8,000 the standard mi leage rate or  actual
depreciation.miles for personal use. You can claim only expenses.

60% (12,000 ÷ 20,000) of the cost of operat- If you are not an employee, see Chapter If you choose to use the standard mile-
ing your car as a business expense. 9 of Publication 535 for information on taxes. age rate, you are considered to have made

an election not to use the depreciation meth-
Interest on car loans.  If you are an em- ods under the modified accelerated cost re-Fines and collateral. Fines and collateral
ployee, you cannot deduct any interest paid covery system (MACRS). This is becausefor traffic violations are not deductible.
on a car loan. This interest is treated as per- the standard mileage rate allows for depreci-
sonal interest and is not deductible. How- ation. You also cannot claim the section 179

Leasing a car. If you lease a car that youever, if you are self-employed and use your deduction. If you change to the actual ex-
use in your business, you can deduct the partcar in that business, see Chapter 8 of Publi- penses method in a later year, but before
of each lease payment that is for the use ofcation 535. your car is considered fully depreciated, you
the car in your business. You cannot deduct have to estimate the useful life of the car and
any part of a lease payment that is for com- use straight line depreciation. For informa-Personal property taxes on your car.  If

tion on how to figure that depreciation, seemuting to your regular job or for any otheryou are an employee, you can deduct per-
the exception in Methods of depreciationpersonal use of the car.sonal property taxes paid on your car if you
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under Depreciation Deduction in Publication of depreciation that was allowed in the stan- Timely recordkeeping.  You do not need to
917. dard mileage rate is shown in the chart that write down the elements of every expense at

follows. This depreciation reduces the basis the time of the expense. However, a record
of your car (but not below zero) in figuring its of the elements of an expense or of a busi-Standard mileage rate not allowed.  You
adjusted basis when you dispose of it.cannot use the standard mileage rate if you: ness use made at or near the time of the ex-

pense or use, supported by sufficient docu-1) Do not own the car,
mentary evidence, has more value than aNote.  These rates do not apply for any

2) Use the car for hire (such as a taxi), statement prepared later when generallyyear in which the actual cost method was
there is a lack of accurate recall. A log main-3) Operate two or more cars at the same used.
tained on a weekly basis, which accounts fortime (as in fleet operations), or
use during the week, is considered a recordYear Rate per Mile 4) Claimed a deduction for the car in an
made at or near the time of the expense orearlier year using: 1994 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12 cents
use.1992 – 1993 . . . . . . . . . . . . . . . . . . . . . 111/2 centsa) ACRS or MACRS depreciation, or

1989 – 1991 . . . . . . . . . . . . . . . . . . . . . 11 cents
b) A section 179 deduction. Duplicate information.  You do not have to1988 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 101/2 cents

record information in your account book or1987 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 cents
Two or more cars.  If you own two or other record that duplicates information1986 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9 cents

more cars that are used for business at the shown on a receipt as long as your records1983 – 1985 . . . . . . . . . . . . . . . . . . . . . 8 cents
same time, you cannot take the standard and receipts complement each other in an1982 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71/2 cents
mileage rate for the business use of any car. orderly manner. You do not have to record1980 – 1981 . . . . . . . . . . . . . . . . . . . . . 7 cents
However, you may be able to deduct a part of amounts your employer pays directly for any
the actual expenses for operating each of the For tax years before 1990, the rates ap- ticket or other travel item. However, if you
cars. See Actual Car Expenses in Chapter 2 plied to the first 15,000 miles. For tax years charge these items to your employer,
of Publication 917 for information on how to after 1989, the depreciation rate applies to all through a credit card or otherwise, you must
figure your deduction. business miles. make a record of the amounts you spend.

You are not using two or more cars for Example.  In 1989, you bought a car for
business at the same time if you alternate us- Expense accounts.  An expense accountexclusive use in your business. The car cost
ing (use at different times) the cars for statement you give your employer, client, or$14,000. From 1989 through 1994, you used
business. customer is considered to have been madethe standard mileage rate to figure your car

The following examples illustrate the at or near the time of the expense or use.expense deduction. You drove your car at
rules for when you can and cannot use the The statement must be copied from your ac-least 15,000 business miles in 1989. You
standard mileage rate for two or more cars. count book, diary, statement of expense, ordrove your car 20,000 miles in 1990, 18,750

Example 1.  Marcia, a salesperson, owns similar record.miles in 1991, 17,200 miles in 1992, 18,100
a car and a van that she alternates using for miles in 1993, and 16,300 miles in 1994. The
calling on her customers. She can take the depreciation allowed is figured as follows: Chart that shows proof required. Table
standard mileage rate for the business mile- 28–2 summarizes the factors to use in prov-

Year Miles × Rate Amount age of the car and the van. ing the elements of your expenses for travel,
1989 15,000 × .11 $1,650 entertainment, gifts, and local businessExample 2.  Tony uses his own pickup
1990 20,000 × .11 2,200 transportation. These factors are discussedtruck in his landscaping business. During
1991 18,750 × .11 2,063 in more detail in Chapter 5 of Publication1994, he traded in his old truck for a newer
1992 17,200 × .115 1,978 463.one. Tony can take the standard mileage
1993 18,100 × .115 2,082rate for the business mileage of both the old To deduct these expenses, you must be
1994 16,300 × .12 1,956and the new truck. able to prove the elements listed in column 1
Total $11,929 of the chart. You prove these elements byExample 3.  Chris owns a repair shop

having the information and receipts (whereand an insurance business. He uses his
required) for the expenses listed in columnsAt the end of 1994, your adjusted basis in thepickup truck for the repair shop and his car
2, 3, 4, or 5, whichever apply.car is $2,071 ($14,000 − $11,929).for the insurance business. No one else uses

For more information on basis, see Chap-either the pickup truck or the car for business
ter 14. Adequate records.  You should keep thepurposes. Chris can take the standard mile-

proof you need for these items in an accountage rate for the business use of the truck and
book, diary, statement of expense, or similarthe car.
record, and keep adequate documentary ev-Example 4.  Maureen owns a car and a Recordkeeping idence (such as receipts, canceled checks,van that are both used in her housecleaning
or bills), that together will support each ele-This section discusses the written recordsbusiness. Her employees use the car and
ment of an expense. Documentary evidenceyou need to keep if you plan to deduct an ex-she uses the van to travel to the various cus-
is explained in more detail later in this discus-pense discussed in this chapter. By keepingtomers. Maureen cannot take the standard
sion. Written evidence has considerablytimely and accurate records, you will havemileage rate for the car or the van. This is be-
more value than oral evidence alone.support to show the IRS if your tax return iscause both vehicles are used in Maureen’s

ever examined. Or, your employer may re-business at the same time. She must use ac-
Separating expenses.  Each separate pay-quire proof of expenses for which you are re-tual expenses for both vehicles.
ment usually is considered a separate ex-imbursed under an accountable plan, as dis-
pense. If you entertain a customer or client atcussed later under Adequate Accounting.Parking fees and tolls. In addition to using
dinner and then go to the theater, the dinnerthe standard mileage rate, you can deduct
expense and the cost of the theater ticketsany business-related parking fees and tolls. Proof required.  You must be able to prove
are two separate expenses. You must record(Parking fees that you pay to park your car at (substantiate) your deductions for travel, en-
them separately in your records.your place of work are nondeductible com- tertainment, business gift, and local trans-

Totaling items.  You may make onemuting expenses.) portation expenses. You should keep ade-
daily entry for reasonable categories of ex-quate records or have sufficient evidence
penses such as taxi fares, telephone calls,Basis of car.  If you used the standard mile- that will support your own statement. Esti-
gas and oil, or other incidental travel costs.age rate for the business use of your car, de- mates or approximations do not qualify as
Meals should be in a separate category. Youpreciation was included in that rate. The rate proof of an expense.
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should include tips with the costs of the ser- route does not have to submit a written ex-
vices you received. planation of the business purpose for travel- How to Report

Expenses of a similar nature occurring ing that route.
This section explains how to report on yourduring the course of a single event are con-
tax return the expenses that are discussed insidered a single expense. For example, if Confidential information.  Confidential in- this chapter. It discusses reimbursements,during entertainment at a cocktail lounge,

formation relating to an element of a deducti- including treatment of accountable andyou pay separately for each serving of re-
ble expense, such as the place, business nonaccountable plans, adequate account-freshments, the total expense for the refresh-
purpose, or business relationship, need not ing, and per diem allowances. This sectionments is treated as a single expense.
be put in your account book, diary, or other ends by showing you how to complete Form
record. However, the information has to be 2106.Documentary evidence.  You generally
recorded elsewhere at or near the time of the

must have documentary evidence, such as
expense and be available to fully prove that Self-employed.  If you are self-employed,receipts, canceled checks, or bills, to support
element of the expense. you must report your income and expensesyour expenses. However, this evidence is

on Schedule C or C–EZ (Form 1040) if younot required if:
are a sole proprietor, or on Schedule F (FormInadequate records.  If you do not have ad-1) You have meals or lodging expenses
1040) if you are a farmer. You do not useequate records to prove an element of an ex-while traveling away from home for
Form 2106 or Form 2106–EZ. See Publica-pense, then you must prove the element by:which you account to your employer
tion 535 or Publication 225, Farmer’s Taxunder an accountable plan and you use 1) Your own statement, whether written or Guide, and your form instructions for infor-a per diem allowance method that in- oral, that contains specific information mation on how to complete your tax return.cludes meals and/or lodging, about the element, and

2) You are reimbursed under a mileage Both self-employed and an employee.  If2) Other supporting evidence that is suffi-allowance, you are both self-employed and an em-cient to establish the element.
ployee, you must keep separate records for3) Your expense, other than lodging, is
each business activity. Report your businessless than $25, or

Additional information for the IRS. expenses for self-employment on Schedule
4) You have a transportation expense for The IRS may require additional information C, Schedule C–EZ, or on Schedule F, as dis-

which a receipt is not readily available. to clarify or to establish the accuracy or relia- cussed earlier. Report your business ex-
bil ity of information contained in your penses for your work as an employee on

Accountable plans and per diem and records, statements, testimony, or documen- Form 2106 or Form 2106–EZ, as discussed
mileage allowances are discussed later tary evidence before a deduction is allowed. next.
under Reimbursements.

Adequate evidence.  Documentary evi-
Employees.  If you are an employee, youHow long to keep records and receipts.dence ordinarily will be considered adequate
generally must complete Form 2106 to de-You must keep proof to support your claim toif it shows the amount, date, place, and es-
duct your travel, transportation, and en-a deduction as long as your income tax re-sential character of the expense.
tertainment expenses. However, you canturn can be examined. Generally, it will beFor example, a hotel receipt is enough to
use Form 2106–EZ instead of Form 2106 ifnecessary for you to keep your records for 3support expenses for business travel if it has:
you meet both of the following conditions.years from the date you file the income tax

1) The name and location of the hotel, return on which the deduction is claimed. A 1) You were not reimbursed for your ex-
return filed early is considered as filed on the2) The dates you stayed there, and penses or, if you were reimbursed, the
due date. reimbursements were included in your3) Separate amounts for charges such as

Employees who give their records and income (box 1 of your Form W–2).lodging, meals, and telephone calls.
documentation to their employers and are re-

2) If you claim car expenses, you use theimbursed for their expenses generally do notA restaurant receipt is enough to prove standard mileage rate.have to keep duplicate copies of this infor-an expense for a business meal if it has:
mation. However, you may have to prove

For more information on how to report1) The name and location of the your expenses if:
your expenses on Forms 2106 and 2106–restaurant,

1) You claim deductions for expenses that EZ, see Completing Forms 2106 and 2106–2) The number of people served, and
are more than reimbursements, EZ, later.

3) The date and amount of the expense. Gifts.  If you did not receive any reim-
2) Your expenses are reimbursed under a bursements (or the reimbursements were all

nonaccountable plan,If a charge is made for items other than food included in box 1 of your Form W–2) and the
and beverages, the receipt must show that only business expense you are claiming is3) Your employer does not use adequatethis is the case. for business gifts, do not complete Formaccounting procedures to verify ex-Canceled check.  A canceled check, to- 2106 or 2106–EZ. Instead, claim the amountpense accounts, orgether with a bill from the payee, ordinarily of your deductible business gifts directly on
establishes the cost. However, a canceled Schedule A. Otherwise, you must complete4) You are related to your employer, as de-
check by itself does not prove a business ex- Form 2106 or 2106–EZ.fined earlier under Standard Meal
pense without other evidence to show that it Statutory employees.  If you received aAllowance.
was for a business purpose. Form W–2 and the ‘‘Statutory employee’’ box

in box 15 was checked, you report your in-
See the next section, How to Report, for aBusiness purpose.  A written statement of come and expenses related to that income

discussion of reimbursements, adequate ac-the business purpose of an expense is gen- on Schedule C or C–EZ (Form 1040). Do not
counting, and nonaccountable plans.erally needed. However, the degree of proof complete Form 2106 or Form 2106–EZ. See

varies according to the circumstances in your Form 1040 instructions for more
each case. If the business purpose of an ex- Additional information.  See Chapter 5 of information.
pense is clear from the surrounding circum- Publication 463 for more information on re- Statutory employees include full-time life
stances, a written explanation is not needed. cordkeeping, including a discussion on how insurance salespersons, certain agent or

to prove each type of expense discussed inExample.  A sales representative who commission drivers, traveling salespersons,
this chapter.calls on customers on an established sales and certain homeworkers.
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Table 28-2. Elements To Prove Certain Business Expenses

Element to Expense
be

proved Travel Entertainment Gift Transportation (car)
(1) (2) (3) (4) (5)

Amount Amount of each Amount of each separate expense. Cost of gift. 1) Amount of each
separate expense for Incidental expenses such as taxis, separate expense
travel, lodging, and telephones, etc., may be totaled on a daily including cost of the
meals. Incidental basis. car,
expenses may be 2) Mileage for each
totaled in reasonable business use of the
categories, such as car, and
taxis, daily meals for 3) Total miles for the tax
traveler, etc. year.

Time Date you left and Date of entertainment. For meals or Date of gift. Date of the expense or
returned for each trip, entertainment directly before or after a use.
and number of days for business discussion, the date and duration
business. of the business discussion.

Place Name of city or other Name and address or location of place of Not applicable. Name of city or other
designation. entertainment. Type of entertainment if not designation if

otherwise apparent. Place where business applicable.
discussion was held if entertainment is
directly before or after a business
discussion.

Description Not applicable. Not applicable. Description of gift. Not applicable.

Business Business reason for Business reason or the business benefit Business reason Business reason for the
Purpose travel or the business gained or expected to be gained. Nature of for giving the gift expense or use of the

benefit gained or business discussion or activity. or the business car.
expected to be gained. benefit gained or

expected to be
gained.

Business Not applicable. Occupations or other information—such as Occupation or Not applicable.
Relationship names or other designations—about other

persons entertained that shows their information—
business relationship to you. If all people such as name or
entertained did not take part in business other
discussion, identify those who did. You must designation—
also prove that you or your employee was about recipient
present if entertainment was a business that shows his or
meal. her business

relationship to
you.

Unclaimed reimbursement.  If you are enti- paid to you under an accountable plan or a Your employer has different options for
tled to a reimbursement from your employer reimbursing you for business-related travelnonaccountable plan.
but you do not claim it, you cannot claim a expenses:This section explains the two types of
deduction for the expenses to which that re- plans, how per diem allowances simplify 1) Reimbursing you for your actual ex-
imbursement applies. proving the amount of your expenses, and penses, as discussed throughout this

the tax treatment of your reimbursements chapter,
Reimbursement for personal expenses.  If and expenses.

2) Reimbursing you for business use ofyour employer reimburses you for nonde-
your car:ductible personal expenses, such as for va- Reimbursement, allowance, or advance. 

cation trips, you must report the reimburse- a) Based on your actual operating ex-A reimbursement or other expense allow-
ment as wage income on your tax return. penses, orance arrangement is a system or plan that an
You cannot deduct personal expenses. employer uses to pay, substantiate, and re- b) Using a car or mileage allowance as

cover the expenses, advances, reimburse- discussed in Chapter 5 of PublicationReimbursements ments, and amounts charged to the em- 917,
ployer for employee business expenses. ItThis section explains what to do when you

3) Using the meals only allowance (dis-can also be a system used to keep track ofreceive an advance or are reimbursed for
cussed later) to reimburse your mealsamounts you receive from your employer’sany of the employee business expenses dis-
and incidental expenses and reimburs-agent or a third party. Arrangements includecussed in this chapter.
ing you for your actual lodgingper diem and mileage allowances. If a singleIf you received an advance, allowance, or expenses,payment includes both wages and an ex-reimbursement for your expenses, how you

4) Using the regular federal per diem ratepense reimbursement, the amount of the re-report this amount and your expenses de-
(discussed later),pends on whether the reimbursement was imbursement must be specifically identified.
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5) Using the high-low method (discussed amount adequately accounted for or re- 1) The regular federal per diem rate (dis-
later), or turned within a reasonable period of time. cussed later in this chapter),

6) Reimbursing you under any other 2) The high-low method (discussed later in
Employee meets accountable plan rules.method that is acceptable to the IRS. this chapter), or
If you meet the three rules for accountable

3) The standard meal allowance (dis-plans, your employer should not include anyYour employer should tell you what cussed earlier under What Are Travelreimbursements in your income in box 1 ofmethod of reimbursement is used and what Expenses? ).your Form W–2. If your expenses equal yourrecords you must submit.
reimbursement, you do not complete Form

The following discussions explain where2106. You have no deduction since your ex-No reimbursement.  If you are paid a salary
to report your expenses depending uponpenses and reimbursement are equal.

or commission with the understanding that
how the amount of your per diem allowance

you will pay your own expenses, you are not
Note:  If your employer included reim- compares to the federal rate.reimbursed or given an allowance for your

bursements in box 1 of your Form W–2 and Per diem allowance LESS than orexpenses. In this situation, you have no re-
you meet all three rules for accountable EQUAL to the federal rate.  If your per diemimbursement or allowance arrangement,
plans, ask your employer for a corrected allowance is less than or equal to the federaland you deduct your expenses using either
Form W–2. rate, the allowance will not be included inForm 2106 or Form 2106–EZ and Schedule

boxes 1, 3, and 5 of your Form W–2. You doA (Form 1040), or only Schedule A (Form
not need to report the related expenses orEmployee does not meet accountable1040) if you are only claiming business gift
the per diem allowance on your return if yourplan rules.  You may be reimbursed underexpenses. You do not have to read this sec-
expenses are equal to or less than theyour employer’s accountable plan but onlytion on reimbursements. Instead, see Com-
allowance.part of your expenses may meet all threepleting Forms 2106 and 2106–EZ, later, for

However, if your actual expenses (or yourrules.information on completing your tax return.
expenses using the standard meal allow-If your expenses are reimbursed under
ance) are more than your per diem allow-an otherwise accountable plan but you doAccountable Plans
ance, you can complete Form 2106 and de-not return, within a reasonable period ofTo be an accountable plan, your employer’s duct the excess amount on Schedule Atime, any reimbursement of expenses forreimbursement or allowance arrangement (Form 1040). If you are using actual ex-which you did not adequately account, thenmust include all three of the following rules: penses, you must be able to prove to the IRSonly the amount for which you did ade-

1) Your expenses must have a business the total amount of your expenses and reim-quately account is considered as paid under
connection — that is, you must have bursements for the entire year. If you are us-an accountable plan. The remaining ex-
paid or incurred deductible expenses ing the standard meal allowance, you do notpenses are treated as having been reim-
while performing services as an em- have to prove that amount.bursed under a nonaccountable plan (dis-
ployee of your employer, cussed later). Example 1.  In April Jeremy takes a 2-

If you received an allowance or advance day business trip to Boston. The federal rate2) You must adequately account to your
that was higher than the federal rate, see Re-employer for these expenses within a in Boston is $139 per day. As required by his
turning Excess Reimbursements, later.reasonable period of time, and employer’s accountable plan, he accounts

for the time (dates), place, and business pur-3) You must return any excess reimburse- Reimbursement of nondeductible ex- pose of the trip. His employer reimbursesment or allowance within a reasonable penses.  You may be reimbursed under your him $139 a day ($278 total) for living ex-period of time. employer’s accountable plan for expenses penses. Jeremy’s living expenses in Boston
related to that employer’s business, some of are not more than $139 a day.‘‘Adequate accounting’’ and ‘‘returning which are deductible as employee business Jeremy’s employer does not include anyexcess reimbursements’’ are discussed expenses and some of which are not deduct- of the reimbursement on his Form W–2. Jer-later. ible. The reimbursements you receive for the emy does not deduct the expenses on hisAn excess reimbursement or allow- nondeductible expenses are treated as paid return.ance is any amount you are paid that is more under a nonaccountable plan.

than the business-related expenses that you Example 2.  The facts in Matt’s case are
Example.  Your employer’s plan may re-adequately accounted for to your employer. the same as those in Example 1 above. How-

imburse you for travel expenses you incurredSee Returning Excess Reimbursements, ever, Matt’s employer uses the high-low
while away from home on business, and forlater, for information on how to handle these method (discussed later) to reimburse em-
meal expenses you paid when you work lateexcess amounts. ployees. Since Boston is a high-cost area,
at the office, even though you are not away Matt is given an advance of $152 a day
from home. The part of the arrangement that ($304 total) for his lodging, meals, and inci-Reasonable period of time.  The definition
reimburses you for the nondeductible meals dental expenses. Matt’s actual expenses to-of ‘‘reasonable period of time’’ depends on
while you work late at the office is treated as taled $390.the facts of your situation. The IRS will con-
a second arrangement. The payments undersider it reasonable for you to: Matt is reimbursed under an accountable
this second arrangement are treated as paid plan. However, since his $390 of expenses1) Receive an advance within 30 days of under a nonaccountable plan. exceed his $304 advance, Matt itemizes histhe time you have an expense,

deductions on Schedule A (Form 1040) in or-
Per diem allowances. If you are reimbursed2) Adequately account for your expenses der to claim the excess expenses. Matt com-
by a per diem allowance (daily amount) thatwithin 60 days after they were paid or in- pletes Form 2106 (showing all of his ex-
you received under an accountable plan, twocurred, and penses and reimbursements). He must also
facts affect your reporting: allocate his reimbursement between his3) Return any excess reimbursement
1) The federal rate for the area where you meals and other expenses as discussedwithin 120 days after the expense was

traveled, and later under Completing Forms 2106 andpaid or incurred.
2106–EZ.2) Whether the allowance or your actual

Per diem allowance MORE than theIf you are given a periodic statement (at expenses were more than the federal
federal rate.  If your per diem allowance isleast quarterly) that asks you to either return rate.
more than the federal rate, your employer isor adequately account for outstanding reim-
required to include the allowance amount upbursements and you comply within 120 days For this purpose, the federal rate can be fig-
to the federal rate in box 13 (code L) of yourof the statement, the IRS will consider the ured by using any one of three methods:
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Form W–2. This amount is not taxable. How- Table 28-3. Reporting Travel, Entertainment, and
ever, the per diem allowance in excess of the Gift Expenses and Reimbursements
federal rate will be included in box 1 (and in
boxes 3 and 5 if applicable) of your Form W–

Type of Reimbursement Employer Employee2. You must report this part of your reim-
(or Other Expense Reports on Shows onbursement as if it were wage income.
Allowance) Arrangement Form W–2 Form 21061

If your actual expenses are less than or
equal to the federal rate, you do not complete Accountable
Form 2106 or claim any of your expenses on

Actual expense reimburse- Not reported Not shown if expenses do notyour return.
ment exceed reimbursementHowever, if your actual expenses are

more than the federal rate, you can complete
Adequate accounting and

Form 2106 and deduct those expenses that excess returned
are more than the federal rate on Schedule A
(Form 1040). You must report on Form 2106 Actual expense reimburse- Excess reported as wages in All expenses (and reimburse-
your reimbursements up to the federal rate ment box 1.2 Amount adequately ments reported on Form W–
(as shown in box 13 of your Form W–2) and accounted for is reported only 2, box 13), only if some or all
all your expenses. You should be able to Adequate accounting and in box 13—it is not reported in of the excess expenses are
prove these amounts to the IRS. return of excess both re- box 1. claimed.3 Otherwise, form is

quired but excess not re- not filed.
Example 1.  Laura lives and works in turned

Austin. Her employer sent her to Dallas for 2
days on business. Laura’s employer paid the Per diem or mileage allow- All expenses and reimburse-Not reportedhotel directly for her lodging and reimbursed ance (up to federal rate) ments only if excess ex-
Laura $40 a day ($80 total) for meals and in- penses are claimed.3 Other-
cidental expenses. Laura’s actual meal ex- Adequate accounting and wise, form is not filed.
penses did not exceed the federal rate for excess returned
Dallas, which is $34 per day.

Per diem or mileage allow- Excess reported as wages in All expenses (and reimburse-Her employer included the $12 excess
ance (exceeds federal rate) box 1.2 Amount up to the fed- ments equal to the federalover the federal rate [($40 − $34) × 2] in

eral rate is reported only in rate) only if expenses in ex-boxes 1, 3, and 5 of Laura’s Form W–2. Her
Adequate accounting up to box 13—it is not reported in cess of the federal rate areemployer shows $68 ($34 a day × 2) in box
the federal rate only and box 1. claimed.3 Otherwise, form is13 of her Form W–2. This amount is not in-
excess not returned not filed.cluded in Laura’s income. Laura does not

have to complete Form 2106; however, she
Nonaccountablemust include the $12 excess in her gross in-
Either adequate account- Entire amount is reported as All expenses3come as wages (by reporting the total
ing or return of excess, or wages in box 1.2

amount shown in box 1 of her Form W–2).
both, not required by plan

Example 2.  Joe also lives in Austin and
works for the same employer as Laura. In No reimbursement Normal reporting of wages, All expenses3

May the employer sent Joe to Washington, etc.
DC, and paid the hotel directly for his hotel

1 You may be able to use Form 2106-EZ. See Completing Forms 2106 and 2106-EZ.bill. The employer reimbursed Joe $45 a day
for his meals and incidental expenses. The 2 Excess is also reported in boxes 3 and 5, if applicable.
federal rate for Washington, DC, is $38 a 3 Any allowable business expense is carried to line 20 of Schedule A (Form 1040) and deducted as a
day. miscellaneous itemized deduction.

Joe can prove that his actual meal ex-
penses totaled $120. His employer’s ac-

Car or mileage allowances.  How you re- does not deduct the expenses on her returncountable plan will not pay more than $45 a
because her expenses are not more than theport a car or mileage allowance that you re-day for travel to Washington, DC, so Joe
allowance she received.ceived under an accountable plan dependsdoes not give his employer the records that

on whether the reimbursement or your actualprove that he actually spent $120. However, Example 2.  The facts are the same as in
expenses were more than the standard mile-he does account for the time, place, and bus- Example 1, except Nicole gets reimbursed

iness purpose of the trip. This is Joe’s only age rate of 29 cents a mile for 1994. The 35 cents a mile, which is 6 cents a mile more
business trip in 1994. standard mileage rate is considered to be the than the standard mileage rate. Her em-

Joe was reimbursed $90 ($45 × 2 days), federal rate. If your allowance was equal to ployer must include the reimbursement
which is $14 more than the federal rate of or less than 29 cents a mile, see Per diem al- amount up to the standard mileage rate,
$76 ($38 × 2 days). The employer includes lowance LESS than or EQUAL to the federal $2,900 (10,000 miles × 29 cents), in box 13
the $14 as income on Joe’s Form W–2 in rate, earlier. If your allowance was more than (code L) of her Form W–2. That amount is
boxes 1, 3, and 5. The employer also enters not taxable.29 cents a mile, see Per diem allowance
$76 in box 13 of Joe’s Form W–2, along with Nicole’s employer must also includeMORE than the federal rate, earlier.
a code L. $600 (10,000 miles × 6 cents) in box 1 (and

Example 1.  Nicole drives 10,000 miles aJoe completes Form 2106 to figure his boxes 3 and 5, if applicable) of her Form W–
year for business. Under her employer’s ac-deductible expenses. He enters the total of 2. This is the reimbursement in excess of the
countable plan, she accounts for the timehis actual expenses for the year ($120) on standard mileage rate. Nicole must include
(dates), place, and business purpose of eachForm 2106. He also enters the reimburse- the $600 in her wage income. Because her
trip. Her employer pays her a mileage allow-ments that were not included in his income reimbursement is equal to or more than her
ance of 29 cents a mile. Nicole’s expenses of($76). His total deductible expense, before expenses, Nicole does not complete Form
operating her car do not exceed 29 cents athe 50% limit, is $44. After he figures the 2106.
mile.50% limit on his unreimbursed meals and en-

Nicole’s employer does not include any oftertainment, he will enter the balance, $22,
on line 20 of Schedule A (Form 1040). the reimbursement on her Form W–2. Nicole
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Employer’s plan.  The employer makes the 3) You are not related to your employer (as States. It eliminates the need to keep a cur-
decision whether to reimburse employees defined earlier under Standard Meal Al- rent list of the per diem rate in effect for each
under an accountable plan or a nonaccount- lowance), and city in the continental United States.
able plan. If you are an employee who re- Under the high-low method, the per diem4) The time, place, and business purpose
ceives payments under a nonaccountable amount for travel on or after January 1, 1994,of the travel are proved, as explained
plan, you cannot convert these amounts to is $152 for certain locations. All other areasearlier under Recordkeeping.
payments under an accountable plan by vol- have a per diem amount of $95. The areas
untarily accounting to your employer for the eligible for the $152 per diem amount underIf the IRS finds that an employer’s travel al-expenses and voluntarily returning excess the high-low method for all of the year or thelowance practices are not based on reasona-reimbursements to the employer. portion of the year specified in parenthesesbly accurate estimates of travel costs, includ-

under the key city name are listed in Table 6ing recognition of cost differences in different
in Publication 463.Adequate Accounting areas, you will not be considered to have ac-

One of the three rules (listed earlier) for a re- counted to your employer. In this case, you
Allocation of per diem on partial days ofimbursement or other expense allowance ar- may be required to prove your expenses to
travel.  The federal per diem rate or the fed-rangement to qualify as an accountable plan the IRS.
eral meals and incidental expenses is for awas that you adequately account to your em- Allowance for meals.  These rules also
full 24-hour day of travel. If you travel for partployer for your expenses. You adequately apply if you are reimbursed only for your
of a day, the full day rate must be allocated.account by giving your employer documen- meal expenses or get a separate per diem al-
You can use either of the following methodstary evidence of your mileage, travel, and lowance for meals and incidental expenses.
to figure the federal per diem rate for thatother employee business expenses, along Your reimbursement or allowance must not
day.with a statement of expense, an account be more than the standard meal allowance.

book, a diary, or a similar record in which you A per diem allowance is paid separately for 1) Count one-fourth of the federal rate for
entered each expense at or near the time meals and incidental expenses if your em- each 6-hour quarter of the day during
you had it. Documentary evidence includes ployer furnishes lodging in kind, pays you a any portion of which you are traveling
receipts, canceled checks, and bills. See Re- meal allowance plus the actual cost of your away from home for business. The 6-
cordkeeping, earlier, for a discussion of the lodging, or pays the hotel, motel, etc. directly hour quarters are midnight to 6 a.m.; 6
aspects or elements of each expense that for your lodging. A per diem allowance is also a.m. to noon; noon to 6 p.m.; and 6 p.m.
you must prove. paid separately for meals and incidental ex- to midnight.

You must account for all amounts re- penses if your employer does not have a rea- 2) Prorate the federal rate using anyceived from your employer during the year sonable belief that you incurred lodging ex- method that is consistently applied andas advances, reimbursements, or al- penses, such as when you stay with friends is in accordance with reasonable busi-lowances for business use of your car, travel, or relatives or sleep in the cab of your truck. ness practice. For example, an em-entertainment, gifts, or any other expenses. Proving your expenses with a per ployer can treat 2 full days of per diemThis includes amounts that were charged to diem allowance.  If your employer pays for paid for travel away from home from 9your employer by credit card or other
your expenses using a per diem allowance, a.m. of one day to 5 p.m. of the next daymethod. You must give your employer the
including a meals only allowance, you can as being no more than the federal rate.same type of records and supporting infor-
generally use the allowance as proof for the This is true even though a federal em-mation that you would have to give to the IRS
amount of your expenses. However, the ployee would be limited to a reimburse-if the IRS questioned a deduction on your re-
amount of expense that can be proven this ment for only 11/2 days.turn. You must pay back the amount of any
way cannot be more than the regular federal

reimbursement or other expense allowance
per diem rate or the high-low method, both

for which you do not adequately account or These rules apply whether your employerdiscussed later.
that exceeds the amount for which you uses the regular federal per diem rate or theThe per diem allowance can only be usedaccounted. high-low method.as proof of the cost of meals and/or lodging

under the adequate accounting require-
Per diem allowance or reimbursement. Car or mileage allowance.  A car or mileagements. You must still provide other proof of
You may be able to prove the amount of your allowance satisfies the adequate accountingthe time, place, and business purpose for
travel expenses by using a per diem allow- requirements for the amount if:each expense.
ance amount. If your employer reimburses

1) Your employer reasonably limits pay-you for your lodging, meals, and incidental
Regular federal per diem rate.  The regular ments of the car expenses to those thatexpenses at a fixed amount per day of busi-
federal per diem rate is the highest amount are ordinary and necessary in the con-ness travel, that amount is called a per diem
that the federal government will pay to its duct of the trade or business,allowance.
employees for lodging, meals, and incidentalThe term ‘‘incidental expenses’’ includes, 2) The allowance is paid at the standard
expenses (or meals and incidental expensesbut is not limited to, laundry expenses, clean- mileage rate, at another rate per mile, or
only) while they are traveling away froming and pressing expenses, and fees and other acceptable method, and
home in a particular area. The rates are dif-tips for persons who provide services, such 3) You prove the time (dates), place, andferent for different locations. You must useas food servers and luggage handlers. Inci- business purpose of using your car tothe rate in effect for the area where you stopdental expenses do not include taxicab fares your employer within a reasonable pe-for sleep or rest. Your employer should haveor the costs of telegrams or telephone calls.

riod of time.these rates available. (Employers can getA per diem allowance satisfies the ade-
Publication 1542, Per Diem Rates, whichquate accounting requirements for the
gives the rates in the continental United If your employer pays for your expensesamount in question if:
States for the current year.) using a car or mileage allowance, you can

1) Your employer reasonably limits pay- generally use the allowance as proof for theThe federal rates for meals and incidental
ments of the travel expenses to those amount of your expenses. However, theexpenses are the same as those rates dis-
that are ordinary and necessary in the cussed ear l ier  under Standard Meal amount of expense that can be proven this
conduct of the trade or business, Allowance. way cannot be more than the standard mile-

age rate or the amount of the fixed and varia-2) The allowance is similar in form to and
ble rate allowance that your employer doesHigh-low method.  This is a simplifiednot more than the federal per diem (that
not include in boxes 1, 3, and 5 of your Formmethod of computing the federal per diemis, your allowance varies based on
W–2.rate for travel within the continental Unitedwhere and how long you were traveling),
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Only the amount can be proven under the do not have to return the $18 difference [($40 having been paid under an accountable plan
(as discussed earlier).adequate accounting requirements. You − $34) × 3 days]. However, the $18 will be re-

must still prove the time (dates), place, and ported on your Form W–2 as wages.
business purpose for each expense. Completing Forms 2106

Nonaccountable Plans and 2106–EZ Returning Excess A nonaccountable plan is a reimbursement This section briefly describes how employ-Reimbursements or expense allowance arrangement that ees complete Forms 2106 and 2106–EZ. Ta-
does not meet the three rules listed earlierUnder an accountable plan, you must be re- ble 28–3 explains what the employer reports
under Accountable Plans.quired to return any excess reimbursement on Form W–2 and what the employee re-

In addition, the following payments madefor your business expenses to the person ports on Form 2106. The Instructions for
under an accountable plan will be treated aspaying the reimbursement or allowance. Ex- Form 2106 have more information on com-
being paid under a nonaccountable plan:cess reimbursement means any amount pleting the form.

for which you did not adequately account 1) Excess reimbursements you fail to re-
within a reasonable period of time. For ex- Form 2106–EZ. You may be able to use newturn to your employer, and
ample, if you received a travel advance and Form 2106–EZ to claim your employee busi-2) Reimbursements of nondeductible ex-you did not spend all the money on business- ness expenses. You qualify to use this form if

penses related to your employer’s busi-related expenses, or if you do not have proof you meet both of the following conditions.
ness. See Reimbursement of nonde-of all your expenses, you have an excess

1) You were not reimbursed for your ex-ductible expenses earlier underreimbursement.
penses or, if you were reimbursed, theAccountable Plans.‘‘Adequate accounting’’ and ‘‘reasonable
reimbursement was included in your in-period of time’’ were discussed earlier.
come (box 1 of your Form W–2).If you are not sure if the reimbursement or

expense allowance arrangement is an ac- 2) If you claimed car expenses, you useTravel advance. If your employer provides
countable or nonaccountable plan, see your the standard mileage rate.you with an expense allowance before you
employer.actually have the expense, and the allow-

Your employer will combine the amount Car expenses.  If you used a car or other ve-ance is reasonably calculated not to exceed
of any reimbursement or other expense al- hicle to perform your job as an employee,your expected expenses, you have received
lowance paid to you under a nonaccountable you may be able to deduct certain vehicle ex-a travel advance. Under an accountable
plan with your wages, salary, or other com- penses. Vehicle expenses are generally fig-plan, you must be required to adequately ac-
pensation. Your employer will report the total ured in Part II of Form 2106, and thencount to your employer for this advance and
in box 1 (and boxes 3 and 5 if they apply) of claimed on line 1, Column A, of Part I of Formbe required to return any excess within a rea-
your Form W–2. 2106. Vehicle expenses using the standardsonable period of time. See Reasonable pe-

You must complete Form 2106 or 2106– mileage rate can also be figured on Formriod of time, earlier. If you do not adequately
EZ and itemize your deductions on Schedule 2106–EZ by completing Part III and line 1 ofaccount for or do not return any excess ad-
A (Form 1040) to deduct your expenses for Part II.vance within a reasonable period of time, the
travel, transportation, meals, or entertain-amount you do not account for or return will
ment. Your meal and entertainment ex- Local transportation expenses.  Showbe treated as having been paid under a
penses will be subject to the 50% limit dis- your local business transportation expensesnonaccountable plan (discussed later).
cussed ear l ier  under  Enter ta inment that did not involve overnight travel on line 2,Unproven amounts.  If you do not prove
Expenses. Also, your total expenses will be Column A, of Form 2106 or on line 2, Part IIthat you actually traveled on each day for
subject to the 2% of adjusted gross income of Form 2106–EZ. Also include on this linewhich you received a per diem or mileage al-
limit that applies to most miscellaneous item- business expenses you have for parkinglowance (proving the elements described
ized deductions. This 2% limit is figured on fees and tolls. Do not include expenses ofearlier under Recordkeeping), you must re-
line 25 of Schedule A (Form 1040). operating your car or expenses of commut-turn this unproven amount of the travel ad-

ing between your home and work.vance within a reasonable period of time. If Example.  Kim’s employer gives her
you fail to do this, your employer will include $500 a month, $6,000 total this year, for her

Employee business expenses other thanas income in boxes 1, 3, and 5 of your Form business expenses. Kim does not have to
meals and entertainment.  Show your otherW–2 the unproven amount of per diem allow- provide any proof of her expenses to her em-
employee business expenses on lines 3 andance as excess reimbursement. This un- ployer, and Kim can keep any funds that she
4, Column A, of Form 2106 or Form 2106–proven amount is considered paid under a does not spend.
EZ. Do not include expenses for meals andnonaccountable plan (discussed later). Kim is being reimbursed under a nonac-
entertainment on those lines. Line 4 is for ex-Per diem MORE than federal rate.  If countable plan. Her employer will include the
penses such as business gifts, educationalyour employer’s accountable plan pays you $6,000 on Kim’s Form W–2 as if it were
expenses (tuition and books), office-in-the-a per diem or similar allowance that is higher wages. If Kim wants to deduct her business
home expenses, and trade and professionalthan the federal rate for the area you traveled expenses, she must complete Form 2106 or
publications.to, you do not have to return the difference Form 2106–EZ and itemize her deductions

between the two rates for the period you can on Schedule A (Form 1040). The 50% limit
Note:  If these are the only expenses youprove business-related travel expenses. applies to her meal and entertainment ex-

are claiming and you received no reimburse-However, the difference will be reported as penses, and the 2% of adjusted gross in-
ments (or the reimbursements were all in-wages on your Form W–2. This excess come limit applies to her total employee busi-
cluded in box 1 of your Form W–2), do notamount is considered paid under a nonac- ness expenses.
complete Form 2106 or 2106–EZ. Instead,countable plan (discussed later).
claim these amounts directly on Schedule A.Part of reimbursement paid under ac-Example.  Your employer sends you on a
List the type and amount of each expense oncountable plan.  If your expenses are reim-5-day business trip to Miami and gives you a
the dotted lines next to line 20 and includebursed under an otherwise accountable plan$200 ($40 × 5 days) advance to cover your
the total on line 20.but you do not return, within a reasonable pe-meals and incidental expenses. The federal

riod of time, any reimbursement for whichper diem for meals and incidental expenses
you do not adequately account, only thein Miami is $34. Your trip lasts only 3 days. Meal and entertainment expenses.  Show
amount for which you do not adequately ac-Under your employer’s accountable plan, the full amount of your expenses for busi-
count is considered as paid under a nonac-you must return the $80 ($40 × 2 days) ad- ness-related meals and entertainment on
countable plan. The remainder is treated asvance for the 2 days you did not travel. You line 5, Column B, of Form 2106. Include
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meals you paid for while away from your tax of Schedule A (Form 1040). However, if you Where to report.  If you meet all of the
home overnight and other business meals are a performing artist or a disabled em- above requirements, you should first com-
and entertainment. Enter 50% of the line 8 ployee with impairment-related work ex- plete Form 2106 or 2106–EZ. Then you in-
meal and entertainment expenses on line 9 penses, see Special Rules, later. clude your performing-arts-related expenses
in Column B, of Form 2106. from line 10 of Form 2106 or line 6 of Form

If you file Form 2106–EZ, enter the full Limits on employee business expenses. 2106–EZ in the total on line 30 of Form 1040.
amount of your meals and entertainment on Your employee business expenses may be Write ‘‘QPA’’ and the amount of your per-
the line to the left of line 5 and multiply the to- subject to any of the three limits described forming-arts-related expenses on the dotted
tal by 50%. Enter the result on line 5. below. These limits are figured in the follow- line next to line 30 of Form 1040.

ing order on the form specified. If you do not meet all of the above re-
Reimbursements.  Enter on line 7 of Form 1. Limit on meals and entertainment. quirements, you do not qualify to deduct your
2106 the amounts your employer (or third Certain meal and entertainment expenses expenses as an adjustment to gross income.
party) reimbursed you for employee busi- are subject to a 50% limit. Employees figure Instead, you must complete Form 2106 or
ness expenses that were not included in box this limit on line 9 of Form 2106 or line 5 of 2106–EZ and deduct your employee busi-1 of your Form W–2. (You cannot use Form Form 2106–EZ. See 50% Limit under En- ness expenses on line 20 of Schedule A2106–EZ.) This includes any reimbursement tertainment Expenses, earlier.

(Form 1040).reported under code L in box 13 of Form W– 2. Limit on employee business ex-
2. penses.  Employees deduct employee busi-

Allocating your reimbursement.  If you ness expenses (as figured on Form 2106 or Expenses of disabled employees.  If you
were reimbursed under an accountable plan 2106–EZ) on line 20 of Schedule A (Form are an employee with a physical or mental
and want to deduct excess expenses that 1040). Most miscellaneous itemized deduc- disability, your impairment-related work ex-
were not reimbursed, you may have to allo- tions, including employee business ex- penses are not subject to the 2% of adjusted
cate your reimbursement. If your employer penses, are subject to a 2% of adjusted gross income limit that applies to most other
paid you a single amount that covers meals gross income limit. This limit is figured on line employee business expenses. After youor entertainment, as well as other business 25 of Schedule A. complete Form 2106 or 2106–EZ, enter yourexpenses, you must allocate the reimburse- 3. Limit on total itemized deductions. impairment-related work expenses from linement so that you know how much to enter in If your adjusted gross income (line 32 of 10 of Form 2106 or line 6 of Form 2106–EZColumn A and Column B of line 7 of Form Form 1040) is more than $111,800 ($55,900 on line 28 of Schedule A (Form 1040). Enter2106. if you are married filing separately), the your employee business expenses that areUse the following worksheet to allocate amount of your overall itemized deductions, unrelated to your disability from line 10 ofyour reimbursement. including employee business expenses, may

Form 2106 or line 6 of Form 2106–EZ on line
be limited. See Chapter 22 for more informa-1. Enter the total amount of the 20 of Schedule A.tion on this limit.reimbursements your employer gave Impairment-related work expenses are

you that were not reported to you in your allowable expenses for attendant careSpecial Rules box 1 of your Form W–2 . . . . . . . . . . . . . at your workplace and other expenses you
This section discusses special rules that ap-2. Enter the total amount of your have in connection with your workplace that
ply only to performing artists and disabledexpenses for the periods covered by are necessary for you to be able to work. For
employees with impairment-related workthis reimbursement . . . . . . . . . . . . . . . . . . more information, see Chapters 23 and 30.
expenses.3. Of the amount on line 2, enter the part

of your total expense for meals and
Expenses of certain performing artists.  If Illustrated Example entertainment . . . . . . . . . . . . . . . . . . . . . . .
you are a performing artist, you may qualify4. Divide line 3 by line 2. Enter the result Bill Wilson is an employee of Fashion Cloth-to deduct your employee business expensesas a decimal (to at least two places) ing Co. in Manhattan, NY. In a typical week,as an adjustment to gross income rather

5. Multiply line 1 by line 4. Enter the Bill leaves his home on Long Island on Mon-than as a miscellaneous itemized deduction.
result here and in Column B, line 7 day morning and drives to Albany to exhibitTo qualify, you must meet all of the following

6. Subtract line 5 from line 1. Enter the the Fashion line for 3 days to prospectiverequirements.
result here and in Column A, line 7 customers. Then he drives to Troy to show X1) During the tax year, you perform ser-

Department Store, an old customer, Fash-vices in the performing arts for at leastExample.  Assume your employer paid ion’s new line of merchandise. While in Troy,two employers.
you an expense allowance of $5,000 during he talks with Tom Brown, purchasing agent

2) You receive at least $200 each from any1994 under an accountable plan. It is not for X Department Store, to discuss the new
two of these employers.clear how much of the allowance is for the line. He later takes John Smith of Y Co.,

cost of deductible meals. You actually spent Troy, out to dinner to discuss Y Co.’s buying3) Your related performing-arts business
$6,500 during the year ($2,000 for meals and Fashion’s new line of clothing.expenses are more than 10% of your
$4,500 for automobile expenses). First, di- gross income from the performance of Bill uses the standard mileage rate for car
vide your meal expenses by your total ex- such services. expense purposes. He records his total mile-
penses ($2,000 ÷ $6,500). The result is .31.

age, business mileage, parking fees, and4) Your adjusted gross income is not moreMultiply your reimbursement by this decimal
tolls for the year. Bill timely records his ex-than $16,000 before deducting these($5,000 × .31). The result is $1,550 (the
penses and other pertinent information in abusiness expenses.amount of reimbursement attributable to
travel expense log (not shown). He obtainsyour meals). Enter this amount on line 7, Col-
receipts for his expenses for lodging and forSpecial rules for married persons.  Ifumn B, of Form 2106. Enter the remainder of
any other expenses of $25 or more.you are married, you must file a joint returnthe reimbursement, $3,450 ($5,000 −

During the year, Bill drove a total of$1,550), on line 7, Column A of Form 2106. unless you lived apart from your spouse at all
25,000 miles of which 20,000 miles were fortimes during the tax year.
business. Following the instructions for PartIf you file a joint return, you must figureSchedule A (Form 1040).  After you have
II of Form 2106, he answers all the questionsrequirements (1), (2), and (3) separately forcompleted your Form 2106 or 2106–EZ, fol-
and figures his vehicle expense to be $5,800both you and your spouse. However, re-low the directions on that form to deduct your
(20,000 business miles × 29 cents standardquirement (4) applies to your and yourexpenses on the appropriate line of your tax
mileage rate).return. For most taxpayers this is on line 20 spouse’s combined adjusted gross income.

Chapter 28 CAR EXPENSES AND OTHER EMPLOYEE BUSINESS EXPENSES Page 219



His total employee business expenses Bill received a reimbursement of $300 Bill files Form 2106 with his tax return. His
are shown in the following table. per month to help offset his car expenses. filled-in form is shown at the end of this

The reimbursement was figured at 25 cents chapter.
Type of Expense Amount per mile for up to 1,200 miles. Bill accounted
Parking fees and tolls . . . . . . . . . . . . . . . . . $ 400 to his employer for at least 1,200 business
Vehicle expenses . . . . . . . . . . . . . . . . . . . . 5,800 miles each month, and he received $3,600 in
Meals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,632 reimbursements for 1994. Because the reim-
Lodging, laundry, cleaning . . . . . . . . . . . . 10,000 bursement was less than the standard mile-
Entertainment . . . . . . . . . . . . . . . . . . . . . . . . 1,870 age rate, Bill’s employer did not include the
Gifts, education, etc. . . . . . . . . . . . . . . . . . . 400 $3,600 in box 1 of Bill’s Form W–2. 
Total $21,102
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fully deduct all of your expenses. This is ex- biology research after completing the
plained under How to Report Educational courses, the education is related to your pre-
Expenses.29. sent work. You may even choose to take a

similar job with another employer.
Useful ItemsEmployee’s
You may want to see: Education Required byEducational Employer or by Law Publication

Once you have met the minimum educa-Expenses ❏ 508 Educational Expenses tional requirements for your job, your em-
ployer or a law may require you to get more

Form (and Instructions) education. This additional education must be
required for you to keep your present salary,❏ 2106 Employee Business Expenses
status, or job. It must serve a business pur-Important Reminders 
pose of your employer and not be part of a

Employer-provided educational assis- program that will qualify you for a new trade
tance.  The exclusion from income of up to or business.
$5,250 of employer-provided educational as- When you take more education than yourQualifying Education 
sistance under a qualified plan had expired employer or the law requires, the additional
for amounts paid after June 30, 1992. The Education must meet certain requirements education is qualifying only if it maintains or
exclusion has been reinstated and applies to before the expenses of that education can be improves skills required in your present
payments made through December 31, l994. deducted. If these requirements are met, the work. See Education to Maintain or Improve

For tax years beginning after December education is qualifying education. You may
Skills, later.31, 1988, amounts paid or incurred by your be able to deduct the costs of qualifying edu-

Example.  You are a teacher who hasemployer for your education or training that cation even though the education may lead
satisfied the minimum requirements fordo not qualify as educational assistance may to a degree.

still be excludable from your income. You teaching. Your employer requires you to take
may exclude these amounts if (and only if) an additional college course each year toRequirements.  The education must:
the expense would have been a deductible keep your teaching job. You take a course

1) Be required by your employer or the lawemployee business expense had you paid it. and pay for it yourself. This is qualifying edu-
to keep your present salary, status, orThese changes may entitle you to a re- cation even if you eventually receive a mas-
job (and serve a business purpose offund of income, social security, and Medi- ter’s degree and an increase in salary be-your employer), orcare taxes. For more information, see the cause of this extra education.

discussion beginning with Refund procedure 2) Maintain or improve skills needed in
for employees under Expenses Relating to your present work. Education to MaintainTax-Exempt Income, later.

or Improve Skills Exception.  Even if your education
Limit on itemized deductions.  If your ad- meets one of the requirements above, it is If your education is not required by your em-
justed gross income is more than $111,800 not qualifying education if it: ployer or a law, it must maintain or improve
($55,900 if you are married filing separately),

skills needed in your job to be qualifying edu-1) Is needed to meet the minimum educa-the overall amount of your itemized deduc-
cation. This includes refresher courses,tional requirements of your presenttions may be limited. See Chapter 22 if you
courses on current developments, and aca-trade or business, orneed more information about this limit.
demic or vocational courses. However,

2) Is part of a program of study that can courses you take that are needed to meet the
qualify you for a new trade or business,

minimum educational requirements for your
even if you have no plans to enter that

job or to qualify you for a new trade or busi-Introduction trade or business.
ness are not qualifying education. See Edu-

This chapter discusses how employees de- cation to Qualify for a New Trade or Busi-
duct their costs of work-related education. To See Nonqualifying Education, later. ness, later.
figure the deduction, you must know:

Example.  You repair televisions, radios,Present work.  Your education must relate• Whether the courses qualify, and stereo sets for XYZ Store. To keep upto your present work. Education that will re-
• What expenses are deductible, and with the latest changes, you take speciallate to work you may enter in the future is not

courses in radio and stereo service. Thesequal i fy ing educat ion. Educat ion that• How to report the expenses.
courses maintain and improve skills requiredprepares you for a future occupation in-
in your work.cludes any education that keeps you up-to-First, you must determine whether the

date for a return to work or that qualifies youcourses you are taking are qualifying
to reenter a job you had in the past.courses. Not all courses are qualifying edu-

Temporary absence.  If you stop workcation. Courses must meet certain require- Nonqualifyingfor a year or less and then go back to thements before the related expenses can be
same kind of work, your absence is ordinarilydeducted. This is explained under Qualifying Education considered temporary. Education during aEducation.
vacation, temporary leave, or other tempo- If you need education to meet the minimumIf your courses qualify, you can then de-
rary absence from your job is considered re- requirements for a trade or business or if thetermine which expenses qualify to be de-
lated to your present job. However, after your education is part of a program of study thatducted. Only certain expenses of education
temporary absence you must return to the will qualify you for a new trade or business, itare deductible. This is explained under What
same kind of work. is nonqualifying education. You cannot de-Educational Expenses Are Deductible.

duct the costs of nonqualifying education.If you know which expenses qualify, you Example.  You quit your biology research
can then determine how to report those edu- job to become a full-time biology graduate Education that is nonqualifying is explained
cational expenses. You may not be able to student for one year. If you return to work in below.
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However, a new accountant coming into
the firm would have to satisfy these new min-
imum requirements. The education the new
accountant would need to meet the new min-
imum requirements would be nonqualifying
education.

Example 3.  You have your own account-
ing business. To improve your skills, you
take several courses in tax accounting. You
already have met the minimum educational
requirements to be an accountant. These
courses improve skills required in your busi-
ness and are not part of a program of study
that will qualify you for a new trade or busi-
ness.  These courses are qual i fy ing
education.

Requirements for Teachers
This discussion applies to teachers and
others employed by educational organiza-
tions. The minimum educational requirement
for teachers is usually set by the state or
school district. It is based upon a minimum
number of college hours or a college degree
usually required of a person hired for that
position.

If no requirements exist, you will have
met the minimum educational requirement
when you become a faculty member. You
generally will be considered a faculty mem-
ber when one of the following occurs:

1) You have tenure,

2) Your years of service count toward ob-
taining tenure,

3) You have a vote in faculty decisions, or

4) Your school makes contributions for you
to a retirement plan other than social se-
curity or a similar program.

Example 1.  Your state law requires be-
ginning secondary school teachers to have a
bachelor’s degree, including ten professional
education courses. In addition, to keep the
job, a teacher must complete a fifth year of
training within 10 years from the date of hire.
However, if qualified teachers cannot be

you need to meet the new requirements isEducation to Meet found, a school may hire persons with only 3
qualifying education. years of college on the condition that they getMinimum Requirements 

the bachelor’s degree and the required pro-
Education needed to meet the minimum edu- Example 1.  You are a full-time engineer- fessional education courses within 3 years.
cational requirements for your present trade ing student. You work part time as an engi- Under these facts, the bachelor’s degree,
or business is nonqualifying education. The neer for a firm that will employ you full time whether it includes the ten professional edu-
minimum education necessary is determined as an engineer after you finish college. Al- cation courses or not, is considered the mini-
by: though your college engineering courses im- mum educational requirement for qualifica-

prove your skills in your present job, you tion as a teacher in your state.1) Laws and regulations,
have not met the minimum job requirements If you have all of the required education

2) Standards of your profession or busi- for a full-time engineer. The education is except the fifth year, you have met the mini-
ness, and nonqualifying education. mum educational requirements. However, if

the fifth year will qualify you for a new trade3) Your employer’s requirements.
or business, it is nonqualifying education.Example 2.  You are an accountant and
See Education to Qualify for a New Trade oryou have met the minimum educational re-You have not necessarily met the mini-
Business, later.quirements of your employer. Your employermum educational requirements of your trade

later changes the minimum educational re-or business simply because you are already Example 2.  Assume the same facts as in
quirements and requires you to take collegedoing the work. Example 1. If you have a bachelor’s degree
courses to keep your job. These additionalOnce you have met the minimum educa- and only six professional education courses,
courses are not minimum requirements be-tional requirements that were in effect when the additional four education courses would
cause you already have satisfied the initialyou were hired, you do not have to satisfy be qualifying education. Because a bache-
minimum requirements. The education isthis rule again. This means that if the mini- lor’s degree is the minimum requirement for
qualifying education.mum requirements change, any education qualification as a teacher, you have already
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met the minimum requirements, even though improves skills required in your present that reimbursement applies. For example,
you do not have all of the required courses. profession. your employer agrees to pay your educa-

tional expenses if you file a voucher showingExample 3.  Assume the same facts as in Example 3.  While working in the private
your expenses. You do not file a voucher,Example 1. If you are hired with only 3 years practice of psychiatry, you enter a program
and you do not get reimbursed. Because youof college, the courses you take that lead to a to study and train at an accredited psychoan-
did not file a voucher, you cannot deduct thebachelor’s degree (including those in educa- alytic institute. The program will lead to quali-
expenses on your tax return.tion) are nonqualifying education. They are fying you to practice psychoanalysis. The

required to meet the minimum education for psychoanalytic training does not qualify you
employment as a teacher. for a new profession. It is qualifying educa- Transportation Expenses 

tion because it maintains or improves skillsExample 4.  You have a bachelor’s de- If your education qualifies, you can deduct
required in your present profession.gree and you work as a temporary instructor local transportation costs of going directly

at a university. At the same time, you take from work to school. If you are regularly em-
Bar or CPA Review Course graduate courses toward an advanced de- ployed and go to school on a strictly tempo-

gree. The rules of the university state that Review courses to prepare for the bar exami- rary basis, you can also deduct the costs of
you may become a faculty member only if nation or the certified public accountant returning from school to home. A temporary
you get a graduate degree. Also, you may (CPA) examination are nonqualifying educa- basis is irregular or short-term attendance,
keep your job as an instructor only as long as tion. These are personal expenses that qual- generally a matter of days or weeks.
you show satisfactory progress toward get- ify you for a new profession. If you go directly from home to school on
ting this degree. You have not met the mini- a temporary basis, you can deduct the
mum educational requirements to qualify round-trip costs of transportation in goingQualifications for Teachers 
you as a faculty member. The graduate from your home to school to home. This isAll teaching and related duties are consid-
courses are nonqualifying education. true regardless of the location of the school,ered the same general kind of work. It is not

the distance traveled, or whether you attendconsidered a change to a new business, if
Certification in a new state.  Once you school on non-work days.you change duties in any of the following
have met the minimum educational require- Transportation expenses include the ac-ways:
ments for your state, you are considered to tual costs of bus, subway, cab, or other fares,

1) Elementary school teacher to secondaryhave met the minimum educational require- as well as the costs of using your own car.
school teacher.ments in a new state, even if you must take Transportation expenses do not include

additional education to be certified in the new amounts spent for travel, meals, or lodging2) Teacher of one subject, such as biology,
state. Any additional education you need is while you are away from home overnight.to teacher of another subject, such as
qualifying education. art.

Example.  You hold a permanent teach- Using Your Car 3) Classroom teacher to guidance
ing certificate in State A and are employed as counselor. If you use your car for transportation to
a teacher in that state for several years. You school, you can deduct your actual expenses4) Classroom teacher to schoolmove to State B and are promptly hired as a or use the standard mileage rate to figure theadministrator.school teacher. You are required, however, amount you can deduct. The standard mile-
to complete certain prescribed courses to get age rate for 1994 is 29 cents per mile. If you
a permanent teaching certificate in State B. use either method, you may also deduct
These additional courses are qualifying edu- parking fees and tolls. See Car Expenses in
cation because the teaching position in State Chapter 28 for information on deducting yourWhat Educational
B involves the same general kind of work for actual expenses of using a car.
which you were qualified in State A. You Expenses

Example 1.  You regularly work in Cam-have already met the minimum requirements
den, New Jersey, and also attend schoolAre Deductible for teaching and have not entered a new
every night for 3 weeks to take a course thattrade or business. If your education meets the requirements de- improves your job skills. Since you are at-

scribed earlier under Qualifying Education, tending school on a temporary basis, you
you can deduct your educational expenses ifEducation to Qualify for can deduct your daily round-trip transporta-
you itemize your deductions or if you are self- tion expenses in going between home anda New Trade or Business employed. school. This is true regardless of the dis-Education that is part of a program of study

tance traveled.that can qualify you for a new trade or busi- Deductible expenses.  The following edu-
Example 2.  Assume the same facts as inness is nonqualifying education. This is true cational expenses can be deducted:

Example 1 except that on certain nights youeven if you are not seeking a new job.
1) Tuition, books, supplies, lab fees, and go directly from work to school and thenIf you are an employee, a change of du-

similar items. home. You can deduct your transportationties is not a new trade or business if the new
expenses from your regular work site toduties involve the same general work you did 2) Certain transportation and travel costs.
school and then home.in your old job. 3) Other educational expenses, such as

Example 3.  Assume the same facts as inExample 1.  You are an accountant. Your costs of research and typing when writ-
Example 1 except that you attend the schoolemployer requires you to get a law degree at ing a paper as part of an educational
for 6 consecutive Saturdays, non-work days.your own expense. You register at a law program.
Since you are attending school on a tempo-school for the regular curriculum that leads to
rary basis, you can deduct your round-tripa law degree. Even if you do not intend to be- Nondeductible expenses.  Educational ex-
transportation expenses in going betweencome a lawyer, the education is nonqualify- penses do not include personal or capital ex-
home and school.ing because the law degree will qualify you penses. For example, you cannot deduct the

for a new trade or business. dollar value of vacation time or annual leave Example 4.  Assume the same facts as in
Example 2.  You are a general practi- you take to attend classes. This amount is a Example 1 except that you attend classes

tioner of medicine. You take a 2-week course personal expense. twice a week for one year. Since your attend-
to review new developments in several spe- Unclaimed reimbursement.  If you do ance in school is not considered temporary,
cialized fields of medicine. The course does not claim reimbursement that you are enti- you cannot deduct your transportation ex-
not qualify you for a new profession. It is tled to receive from your employer, you can- penses in going between home and school.
qualifying education because it maintains or not otherwise deduct the expenses to which However, if you go directly from work to
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school, you can deduct the one-way trans- Water Travel and Conventions in Publication Those not entitled to refunds.  If your em-
463.portation expenses of going from work to ployer continued to exclude these benefits

school. from your income after June 30, 1992, you
have not overpaid taxes on educational ben-Meal Expenses 
efits and are not entitled to a refund.If your educational expenses qualify for de-Travel Expenses 

duction, you can deduct the cost of mealsYou can deduct expenses for travel, meals Employee income tax refunds.  If you arethat qualify as travel expenses.(subject to the 50% limit), and lodging if you entitled to an income tax refund for 1992 be-
travel overnight to obtain qualified education cause you did not exclude your employer-50% limit.  You can deduct only 50% of yourand the main purpose of the trip is to attend a provided educational assistance from yourbusiness-related meals that were not reim-work-related course or seminar. However, gross income, you can claim a refund by fil-bursed by your employer and that qualify foryou cannot deduct expenses for personal ac- ing a Form 1040X, Amended U.S. Individualdeduction. This includes meals while travel-
tivities, such as sightseeing, visiting, or Income Tax Return. To do this, you need aing away from home to obtain your educa-
entertaining. Form W–2c, Statement of Corrected Incometion. Employees must use Form 2106 to ap-

If your travel away from home is mainly ply the 50% limit. and Tax Amounts, from your employer show-
personal, you cannot deduct all of your ex- ing the corrected wages.
penses for travel, meals, and lodging. How- Note.  If your educational expenses in- The IRS has developed special proce-
ever, during the time you attend the qualified clude expenses for travel, see Travel Ex- dures to make it easier for affected employ-
educational activities, you can deduct your penses in Chapter 28. ees to get income tax refunds faster. Under
expenses for meals (subject to the 50% limit) these special procedures, you need only in-
and lodging. clude your name, address, social securityTravel as EducationWhether a trip’s purpose is mainly per- number, and ‘‘1992 tax year’’ on the Form
sonal or educational depends upon the facts You cannot deduct the cost of travel that in it- 1040X, sign the form, and attach your Form
and circumstances. An important factor is self is a form of education even though the W–2c. To speed up the processing of these

travel may be directly related to your duties inthe comparison of the amount of time spent amended returns, you should write ‘‘IRC
your work or business.on personal activities with the amount of time 127’’ in the top margin of your Form 1040X.

spent on educational activities. If you spend Example.  You are a French language However, if you deducted qualified edu-
more time on personal activities, the trip is teacher. While on sabbatical leave granted cational expenses because you included
considered mainly educational only if you for travel, you traveled through France to im- employer-provided educational assistance in
can show a substantial nonpersonal reason prove your knowledge of the French lan- your gross income, follow the procedures
for traveling to a particular location. guage. You chose your itinerary and most of under Other refunds due to retroactive legis-

your activities to improve your French lan-Example 1.  John works in Newark, New lation, later. Remember, if you exclude em-
guage skills. You cannot deduct your travelJersey. He traveled to Chicago to take a de- ployer-provided educational assistance from
expenses as educational expenses, evenductible one-week course at the request of your gross income, you cannot deduct edu-
though you spent most of your time visitinghis employer. While there, he took a sight- cational expenses that are equal to or less
French schools and families, attending mov-seeing trip, entertained some personal than the amount you exclude.
ies or plays, and learning French in similarfriends, and took a side trip to Pleasantville Earned income credit.  If your Form W–
activities.for a day. Since the trip was mainly for busi- 2c shows corrected wages of less than

ness, he can deduct his round-trip airfare to $22,370 for 1992, and you qualify for the
Chicago, but he cannot deduct his transpor- Expenses Relating to earned income credit but did not claim it, you
tation expenses of going to Pleasantville. should file a 1992 Schedule EIC with FormTax-Exempt IncomeOnly the meals and lodging connected with 1040X. If you received the earned incomeSome educational assistance you receivehis educational activities can be claimed as credit in 1992, you do not need to completemay be tax-exempt income. This is incomeeducational expenses. another Schedule EIC. The IRS will automat-you receive that you are not required to re-

ically recalculate the earned income creditExample 2.  Dave works in Nashville and port on your tax return. The rules for deter-
and make the appropriate adjustments.recently traveled to California to take a de- mining whether any item is taxable or non-

ductible 2-week seminar. While there, he taxable are not discussed here. See Chapter
Employee social security and Medicarespent an additional 8 weeks on personal ac- 13 for information on the rules on tax-exempt
tax refunds.  If you are entitled to a refundtivities. The facts, including the extra 8-week income.
because of the change in taxation of educa-stay, indicate that his main purpose was to Since you do not pay tax on this income,
tional assistance benefits, you may also re-take a vacation. He cannot deduct his round- you may not be able to deduct the related ex-
quest reimbursement of social security andtrip airfare or his meals and lodging for the 8 penses. Examples of tax-exempt income in-
Medicare taxes from your employer for 1992weeks. He can deduct only his expenses for clude scholarships, veterans’ educational
and 1993. In the unusual case in which youmeals and lodging for the 2 weeks he at- assistance, and employer-provided educa-
are not able to get a refund of 1992 and 1993tended the seminar. tion. If you received assistance from any of
social security and Medicare taxes from yourthese sources, see Expenses Relating to
employer, you can file a Form 843, Claim forCruises and conventions.  Certain cruises Tax-Exempt Income in Publication 508.
Refund and Request for Abatement with theand conventions offer seminars or courses
IRS. If you claim a refund on Form 843, youas part of their itinerary. Even if these are Refund procedure for employees.  Be-
should write ‘‘IRC 127’’ in the top margin towork-related, your deduction for travel may cause the annual exclusion of income of up
speed up processing of your claim.be limited. This applies to: to $5,250 of employer-provided educational

assistance (see Important Reminders) was1) Travel by ocean liner, cruise ship, or
Other refunds due to retroactive legisla-extended retroactively from July 1, 1992,other form of luxury water transporta-
tion.  If employer-provided educational as-through December 31, 1994, you may be en-tion, and
sistance was included in your income for taxtitled to certain refunds. These refunds would

2) Conventions outside the North Ameri- years beginning after 1988, and this assis-be for federal income, social security, and
can area. tance did not qualify for the employer-pro-Medicare taxes paid on excludable educa-

vided educational assistance exclusion, buttional assistance benefits provided in the
The limits are the same that apply to cruises it could have been excludable as a workingsecond half of 1992 and social security and
and conventions for other business pur- condition fringe benefit, you may be entitledMedicare taxes paid on excludable benefits
poses. These are discussed under Luxury to an income tax refund for any open yearprovided in 1993.
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(generally, 1991 or later year for which the over 2% of adjusted gross income from the total is entered on line 20 of Schedule
statute of limitations has not expired). line 32 of Form 1040. A (Form 1040).

If you are affected by this provision, you
4) You may need to complete Form 2106can file an amended income tax return (Form Exception.  You do not have to completeor 2106–EZ if your expenses for educa-1040X) for the open year or years. To do this, Form 2106 if either of the following applies:tion include meal and transportation ex-you need a corrected Form W–2 from your

penses or if you receive reimbursementemployer (Form W–2c) showing your cor- 1) Your reimbursements not included in
from your employer.rected wages for each year. Complete the box 1 of Form W–2 are at least as much

Form 1040X and attach the Form W–2c to it. as your deductible expenses. (Do not
You may also be entitled to the earned in- deduct the expenses or report the reim-

come credit and refunds of social security bursement as income.)
and Medicare taxes for those years. See Note.  If your adjusted gross income is
Earned income credit, and Employee social 2) You are not deducting any expenses formore than $111,800 ($55,900 if you are mar-
security and Medicare tax refunds, earlier, travel, transportation, meals, or en-ried filing separately), your deduction for
for the procedures for claiming the credit and tertainment, and you were not reim-itemized deductions may be limited. See
the refund of the taxes (except do not write bursed for any expenses. (Un-Chapter 21.
‘‘IRC 127’’ at the top of any claim [Form reimbursed expenses for tuition, books,

If you are a qualified performing artist,1040X or Form 843] you file). and lab fees can be listed directly on line
you may deduct work-related educational

20 of Schedule A of Form 1040.)expenses even if you do not itemize your de-
ductions. See Performing Artists in Publica-

Even if you were not reimbursed, yoution 529, Miscellaneous Deductions, forHow to Report
must file Form 2106 or Form 2106–EZ if youmore information.Educational Expenses are a qualified performing artist or an indi-
vidual with a disability claiming impair-Form 2106 or Form 2106–EZ. Whether youSelf-employed persons and employees re- ment-related work expenses. See Publica-must report your educational expenses onport their educational expenses differently. tion 529.Form 2106 or Form 2106–EZ depends pri-This section explains how to deduct your Part I of Form 2106–EZ contains generalmarily on the type of expense, the type of re-expenses of qualified education. If you are
information about who can use this form.imbursement or allowance arrangement,an employee, you must take into account
You do not have to complete Form 2106–EZand the amount of reimbursement. Reim-any reimbursement you receive. How you
if you are not deducting any expenses forbursement arrangements are explained intreat the reimbursement depends on the type
travel, transportation, meals, or entertain-Chapter 28.of reimbursement arrangement and the
ment, and you were not reimbursed for anyEmployee business expenses, includingamount of the reimbursement. For informa-
expenses. (Unreimbursed expenses for tui-educational expenses, are reported on Formtion on how to report your reimbursement,
tion, books, and lab fees only can be listed2106 or Form 2106–EZ. Use either form tosee Chapter 28.
directly on line 20 of Schedule A of Formfigure your allowable travel, transportation,
1040.)meal, and other work-related expenses of

Self-Employed Persons education. To deduct these expenses, com-
plete Part I of Form 2106 (Part II of FormSelf-employed persons must report their ed- Schedule A (Form 1040).  Unreimbursed
2106–EZ) and enter the result on Scheduleucational expenses on the appropriate form educational expenses, or expenses that are
A (Form 1040) as a miscellaneous itemizedused to report their business income and more than the amount reimbursed by your
deduction. (Use Part II of Form 2106 [or Partexpenses. employer, are entered on line 20 of Schedule
III of Form 2106–EZ] only if you have per-For example, if you are a sole proprietor A (Form 1040). Generally, you must first use
sonal vehicle expenses.) Part I of Form 2106or an independent contractor, use Schedule Form 2106 (or Form 2106–EZ) to compute
has three steps:C, Schedule C–EZ, or Schedule F. If you use the amount to enter on line 20. To claim

Schedule C, list and total your educational these educational expenses, you must be• Step 1 shows your total business ex-
expenses for tuition, books, laboratory fees, able to itemize your deductions on Schedulepenses. Lines 1 through 3 are for travel
and similar items in Part V and enter them on A (Form 1040). (If you’re not sure whetherand transportation expenses that are re-
line 27. List your transportation and travel ex- you can itemize, see Chapter 22.)lated to your qualifying education. Line 4 is
penses for education on lines 10 and 24 of You can deduct only the amount of jobfor educational expenses such as tuitionSchedule C. See the instructions for the form expenses and most other miscellaneous de-and books. Line 5 is for meals while travel-that you file for more information. ductions that is more than 2% of your ad-ing away from home to obtain education.

justed gross income. This 2% limit is applied
• Step 2 shows amounts your employer after all other deduction limits have been ap-Employees 

gave you (your reimbursement) for the ex- plied (such as the 50% limit on meal ex-
To deduct expenses of work-related educa- penses listed in Step 1. These are penses, discussed earlier). 
tion, you must take into account all of the amounts your employer did not include as
following: wages in box 1 of your Form W–2.

Recordkeeping 
1) Your expenses must be for qualified • Step 3 figures the expenses to deduct on

education. You must keep records as proof of any de-Schedule A (Form 1040). If your employer
duction claimed on your tax return. Gener-did not reimburse you, or reimbursed you

2) You must file Form 1040. ally, you should keep your records for 3under a nonaccountable plan, for work-re-
years from the date of filing the return andlated meals, your deduction is limited to3) You generally must itemize your deduc-
claiming the deduction. For specific informa-50% of your expenses. This allowabletions on Schedule A (Form 1040). Your
tion about keeping records of business ex-amount is figured on lines 8 through 10.educational expenses are deducted on
penses, see Examples of records to keep inThe allowable meal expenses are addedline 20 as a miscellaneous deduction.
Publication 508.to your other unreimbursed expenses andYou can deduct only your expenses
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❏ 587 Business Use of Your Home An expense is ordinary if it is common and
accepted in that type of trade or business. An

❏ 917 Business Use of a Car
expense is necessary if it is appropriate and30.

❏ 946 How To Begin Depreciating Your helpful to your trade or business.
Property The following common expenses thatMiscellaneous meet these requirements are deductible.

Form (and Instructions) • Business bad debt of employeeDeductions
❏ 2106 Employee Business Expenses • Dues to professional societies
❏ 2106–EZ Unreimbursed Employee • Education that is employment related (see

Business Expenses Chapter 29)

• Laboratory breakage feesImportant Change
• Malpractice insurance premiumsfor 1994 
• Medical examinations required by

Form 2106–EZ. You may be able to report Deductions Subject employer
your unreimbursed employee business ex-

• Occupational taxes you paidto the 2% Limitpenses on new Form 2106–EZ instead of
Form 2106. For more information, see Chap- • Passport for business tripYou can deduct the following expenses only
ter 28. • Subscriptions to professional journals andas miscellaneous itemized deductions on

trade magazines related to your workSchedule A (Form 1040). You can claim
them only to the extent that the total you • Travel, transportation, entertainment, and
claim is more than 2% of your adjusted gross gift expenses that are unreimbursed andImportant Reminder 
income. This means you figure your deduc- related to your work (see Chapter 28)

Limit on itemized deductions.  For 1994, if tion by subtracting 2% of your adjusted gross
your adjusted gross income is more than income from the total amount of these ex-
$111,800 ($55,900 if you are married filing penses. You can find your adjusted gross in- Business Liability Insurance separately), the overall amount of your item- come on line 32, Form 1040. You can deduct insurance premiums youized deductions may be limited. See Chapter Generally, you apply the 2% limit after paid for protection against personal liability22 if you need more information about this you apply any other deduction limit (such as for wrongful acts on the job.limit. the 50% limit on business-related meals and

entertainment). Damages for Breach
Deductions subject to the 2% limit are of Employment Contractdiscussed in the two general categories thatIntroduction If you break an employment contract, youare shown on Schedule A (Form 1040): un-

can deduct damages you pay your formerThis chapter explains what expenses you reimbursed employee expenses and other
employer if the damages are attributable tocan claim as miscellaneous itemized deduc- expenses. But see Chapter 28 if you have
the pay you received from that employer.tions on Schedule A (Form 1040). You must unreimbursed employee business expenses

reduce the total of most miscellaneous item- for travel, transportation, entertainment, or
ized deductions by 2% of your adjusted Depreciation ongifts.
gross income. This chapter identifies: Home Computers or
• Deductions subject to the 2% limit, Exception for performing artists.  If you Cellular Telephones 

are a qualifying performing artist, you may be If you purchased a home computer or cellu-• Deductions not subject to the 2% limit, and
able to deduct your employee business ex- lar telephone, you can claim a depreciation

• Expenses you cannot deduct. penses as an adjustment to gross income deduction if you use these items in your work
rather than as a miscellaneous itemized de- as an employee and you meet the following

It  a lso descr ibes how to report  your duction. See Special Rules in Chapter 28 if tests. Your use of these items must be:
deductions. you need more information about this excep- 1) For the convenience of your employer,Expenses  in  each  ca tegory  a re tion. This exception only applies to perform- andpresented in a list followed by information ing artists with adjusted gross incomes of not
about items that need more explanation. 2) Required as a condition of yourmore than $16,000 before deducting these

employment.expenses.
Recordkeeping. You must keep records to
verify your deductions. You should keep re- If you use your computer to produce in-Exception for impairment-related work
ceipts, cancelled checks, financial account come other than from a business, such asexpenses.  If you have a physical or mental
statements, and other documentary evi- from investments, see Depreciation ondisability certain expenses you incur that al-
dence. For more information on recordkeep- Home Computer, under Other Expenses,low you to work may not be subject to the 2%
ing, get Publication 552, Recordkeeping for later.limit. See Impairment-Related Work Ex-
Individuals. For more information about the rules andpenses, under Deductions Not Subject to the

exceptions to the rules affecting the allowa-2% Limit, later.
ble deductions for a home computer or cellu-Useful Items
lar telephone, see Depreciation on HomeYou may want to see:

Unreimbursed Computers or Cellular Telephones in Publi-
cation 529.Publication Employee Expenses 

To be deductible, an unreimbursed em-❏ 463 Travel, Entertainment, and Gift Reporting and recordkeeping.  To claim
Expenses ployee expense must be: the depreciation deduction for your home

❏ 525 Taxable and Nontaxable Income 1) Paid or incurred during the taxable year, computer or cellular telephone, you must
complete Part V of Form 4562, Depreciation❏ 529 Miscellaneous Deductions 2) For carrying on your trade or business of
and Amortization, and attach the form to yourbeing an employee, and❏ 534 Depreciation tax return. Also, you must maintain records

3) An ordinary and necessary expense.❏ 535 Business Expenses to prove your percentage of business use.
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For more information about depreciation legal briefs, prepare tax returns, or perform deduction according to these rules. Also
(including the section 179 deduction) and re- similar activities, as well as for personal pur- keep canceled checks or account state-
cordkeeping requirements, get Publication poses, you cannot deduct any expenses for ments, and receipts of the expenses paid, to
946, How To Begin Depreciating Your the business use of that part of your home. prove the deductions you claim.
Property. For more information  on using your

home in your work and how to compute yourHow to figure the deduction.  To figure the
Dues to Chamber of Commerce allowable deduction, get Publication 587. percentage of your home used for business,
You can deduct dues paid to a chamber of you may compare the square feet of space
commerce or similar organization if member- used for business to the total square feet in Job Search Expenses
ship helps you carry out the duties of your your home. Or, if the rooms in your home are

You may be able to deduct certain expensesjob. However, you may not be able to deduct approximately the same size, you may com-
you have in looking for a new job in your pre-that part of your dues that is allocable to cer- pare the number of rooms used for business
sent occupation, even if you do not get a newtain lobbying and political activities. See to the total number of rooms in your home.
job. You cannot deduct these expenses ifDues under Lobbying Expenses, later. You may also use any other reasonable
you are looking for a job in a new occupation,

method. Generally, you figure the business
even if you get the job.Home Office part of your expenses by applying the per-

If you are unemployed, the kind of workIf you use a part of your home regularly and centage to the total of each expense.
you did for your past employer is your occu-exclusively for business purposes, you may Limit on the deduction.  The deduction
pation. If there is a substantial break be-be able to deduct a part of the operating and for the business use of your home is limited
tween the time of your past job and yourdepreciation expenses on your home. You to the gross income from that business use
looking for a new one, you cannot deductcannot deduct any part of your personal ex- minus the sum of:
your expenses.penses that are for family household

1) The business percentage of the other-purposes. You cannot deduct your expenses if you
wise deductible mortgage interest, realFor more information on this deduction, are seeking employment for the first time,
estate taxes, and casualty and theftsee Publication 587, Business Use of Your even if you get the job.

Home. losses, and

Employment and outplacement agency2) The expenses for your business that areRequirements for claiming the deduction. fees.  You can deduct employment and out-not attributable to the use of your homeYou may deduct certain expenses for operat- placement agency fees you pay in looking for(for example, salaries or supplies).ing a part of your home only if that part of a new job in your present occupation.
your home is used regularly and exclu-

If, in a later year, your employer pays youRepairs.  You can deduct the cost ofsively as:
back for employment agency fees, you mustpainting and repairing rooms that are used1) Your principal place of business for any include the amount you receive in your grossonly for business purposes, subject to thetrade or business in which you engage, income to the extent of your tax benefit in thelimit. You cannot deduct the costs of paintingor earlier year (which is explained under Re-and repai r ing rooms used for  o ther

2) A place to meet or deal with your pa- coveries in Chapter 13). If your employerpurposes.
tients, clients, or customers in the nor- pays the fees directly to the employmentYou can deduct part of the cost of paint-
mal course of your trade or business. agency and you were not responsible foring the outside of your home or repairing the

them, you do not include them in your grossroof based on the percentage of your home
You may also deduct certain expenses of op- income.used for business. However, you cannot de-erating a separate structure not attached to

duc t  expenses  fo r  lawn care  andyour home, if you use it regularly and exclu-
Râesumâe.  You can deduct amounts youlandscaping.sively for your trade or business.
spend for typing, printing, and mailing copiesDepreciation.  You can deduct deprecia-In addition, if the regular and exclusive
of a râesumâe to prospective employers iftion on the part of your home used for busi-business use is for your work as an em-
you spent the amounts in looking for a newness subject to the limit on the deduction dis-ployee, the use must be for the conve-
job in your present occupation.cussed above.nience of your employer and not just ap-

Home leased to employer.  If you leasepropriate and helpful in your job.
any part of your home to your employer, you Travel and transportation expenses.  IfIf you claim a home office deduction
cannot claim a home office deduction for thatbased on meeting with patients, clients, or you travel to an area and, while there, you

customers, you must physically meet with part for any period you use that part of your look for a new job in your present occupation,
them on your premises, and your meetings home to perform services for your employer. you may be able to deduct travel expenses to
with them must be substantial and integral to and from the area. To be deductible, the trip
the conduct of your business. Occasional must be primarily to look for a new job. TheHow to report.  If you are an employee, you
meet ings  and  te lephone  ca l l s  a re amount of time you spend on personal activ-generally report your expenses for the busi-
insufficient. ity compared to the amount of time youness use of your home (insurance, mainte-

You cannot deduct any operating or de- spend in looking for work is important in de-nance, utilities, depreciation) on Form 2106
preciation expenses for the use of your home termining whether the trip is primarily per-or Form 2106–EZ. You then carry over your
if the use is not in a trade or business. For ex- sonal and not deductible.total expenses to line 20 of Schedule A
ample, you cannot deduct these expenses if Even if the travel expenses to and from(Form 1040). If you are not required to fileyou use a part of your home, even though

an area are not deductible, you can deductForm 2106 or Form 2106–EZ, enter theregularly and exclusively, to read financial
the expenses of looking for a new job in youramount directly on line 20 of Schedule A.periodicals and reports, clip bond coupons,
present occupation, while in the area.Include the home office expenses forand perform similar investment activities on

If you use the standard mileage rate tomortgage interest, real estate taxes, andyour own behalf, because these activities are
figure your car expenses, use 29 cents percasualty and theft losses on the appropriatenot a trade or business.
mile. See Chapter 28 for more information. Iflines of Schedule A, along with your deducti-The use of a part of your home for both
your job search expenses include travel andble nonbusiness expenses in  thosepersonal and business purposes does not
transportation expenses, you must file Formcategories.meet the exclusive use test, and you cannot
2106 or Form 2106–EZ, as discussed laterRecords.  You should keep records thatdeduct expenses for business use. If, for ex-
under How to Report.will give the information needed to figure theample, you use the den of your home to write
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Musicians and entertainers can deduct • Depreciation on home computers to theRepayment of
the cost of theatrical clothing and accesso- extent used for investmentsIncome Aid Payment 
ries if they are not suitable for everyday • Excess deductions (including administra-If you repay a lump-sum income aid payment wear. tive expenses) allowed a beneficiary onthat you received and included in income in However, work clothing consisting of termination of an estate or trustan earlier year, you can deduct the repay- white cap, white shirt or white jacket, white

• Fees to collect interest and dividendsment. An ‘‘income aid payment’’ is one that is bib overalls, and standard work shoes, which
received under an employer’s plan to aid em- • Hobby expenses, but generally not morea painter is required by his union to wear on
ployees who lose their jobs due to lack of than hobby incomethe job, is not distinctive in character or in the
work. nature of a uniform. Similarly, the costs of • Indirect miscellaneous deductions of pass-

buying and maintaining blue work clothes through entities
worn by a welder at the request of a foremanResearch Expenses of • Investment fees and expensesare not deductible.a College Professor • Legal fees related to producing or collect-

If you are a college professor, you can de- ing taxable income, doing or keeping yourProtective clothing. You can deduct the
duct research expenses, including travel ex- job, or getting tax advicecost of protective clothing required in your
penses, for teaching, lecturing, or writing and work, such as safety shoes or boots, safety • Loss on deposits in an insolvent or bank-
publishing on subjects that relate directly to glasses, hard hats, and work gloves. rupt financial institution
the field of your teaching duties. The re- Examples of workers who may be re-

• Repayments of incomesearch must be undertaken as a means of quired to wear safety items are: carpenters,
• Repayments of social security benefitscarrying out the duties expected of a profes- cement workers, chemical workers, electri-

sor and without expectation of profit apart cians, fishing boat crew members, machin- • Safe deposit box rental
from salary. However, no deduction is al- ists, oil field workers, pipe fitters, steamfit- • Service charges on dividend reinvestment

ters, and truck drivers.lowed for travel as a form of education. plans

• Tax advice and preparation fees, includingMilitary uniforms. You generally cannot de-Tools Used in Your Work fees for electronic filingduct the cost of your uniforms if you are on
Generally, amounts you spend for tools used full-time active duty in the armed forces. • Trustee’s fees for your IRA, if separately
in your work are deductible expenses if the However, if you are an armed forces reserv- billed and paid
tools wear out and are thrown away within ist, you can deduct the unreimbursed cost of
one year from the date of purchase. The cost your uniform if military regulations restrict If the expenses you pay produce income that
of tools expected to last more than a year you from wearing it except while on duty as a is only partially taxable, see Tax-Exempt In-
can be depreciated. For more information reservist. In figuring the deduction, you must come Expenses, later, under Nondeductible
about depreciation, get Publication 946. reduce the cost by any nontaxable allowance Expenses.

you receive for these expenses.
If local military rules do not allow you to Appraisal FeesUnion Dues and Expenses 

wear fatigue uniforms when you are off duty, You can deduct appraisal fees if you payYou can deduct dues and initiation fees you you can deduct the amount by which the cost them to figure a casualty loss or the fair mar-pay for union membership. of buying and keeping up these uniforms is ket value of donated property.You can also deduct assessments for more than the uniform allowance you
benefit payments to unemployed union receive. Clerical Help and Office Rent members. However, you cannot deduct the If you are a student at an armed forces

You can deduct office expenses, such aspart of the assessments or contributions that academy, you cannot deduct the cost of your
rent and clerical help, that you have in con-provides funds for the payment of sick, acci- uniforms if they replace regular clothing.
nection with your investments and collectingdent, or death benefits. Also, you cannot de- However, you can deduct the cost of insig-
the taxable income on them.duct contributions to a pension fund even if nia, shoulder boards, and related items.

the union requires you to make such You can deduct the cost of your uniforms
Depreciation oncontributions. if you are a civilian faculty or staff member of
Home ComputerYou may not be able to deduct amounts a military school. 

you pay to the union that are allocable to cer- You can deduct depreciation on your home
computer to the extent you use it to producetain lobbying and political activities. See Other Expenses
income (for example, managing your invest-Dues under Lobbying Expenses, later.

You can deduct certain other expenses as ments that produce taxable income). If you
miscellaneous itemized deductions subject work as an employee and use the computerWork Clothes and Uniforms to the 2% of adjusted gross income limit. in that work, see Depreciation on Home
These are expenses you pay:You can deduct the cost and upkeep of work Computers or Cellular Telephones under

clothes only if you must wear them as a con- 1) To produce or collect income, Unreimbursed Employee Expenses, earlier.
dition of your employment and they are not For more information on depreciation, see2) To manage, conserve, or maintain prop-
suitable for everyday wear. To qualify for the Publication 946.erty held for producing income, or
deduction, both conditions must be met. It is

3) To determine, contest, pay, or claim anot enough that you wear distinctive clothing; Excess Deductions of an Estate refund of any tax.the clothing must be specifically required by If the deductions in the estate’s last tax year
your employer. Nor is it enough that you do (other than deductions for personal exemp-The expenses for (1) and (2) above must benot in fact wear your work clothes away from tions and charitable contributions) are moredirectly related to the income or income-pro-work; the clothing must not be suitable for than gross income for that year, the benefi-ducing property, and the income must betaking the place of your regular clothing. ciaries succeeding to the estate’s propertytaxable to you.

Examples of workers who may be re- can claim such excess as a miscellaneousThese other expenses include:
quired to wear uniforms which qualify are: deduction. The beneficiaries can claim the

• Appraisal fees for a casualty loss or chari-delivery workers, firefighters, health care deduction only for the tax year in which or
table contributionworkers, law enforcement officers, letter car- with which the estate terminates, whether

riers, professional athletes, and transporta- • Clerical help and office rent in caring for the year of termination is a normal year or a
tion workers (air, rail, bus, etc.). investments short tax year. For more information, see
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Publication 559, Survivors, Executors, and Publicly offered mutual funds.  These Deductions Not Subject to the 2% Limit,
Administrators. funds will send you a Form 1099–DIV, or later.

substitute form, showing the net amount of
dividend income (gross dividends minus in-Fees to Collect Repayments of
vestment expenses). This net figure is theInterest and Dividends Social Security Benefitsamount you report on your return. A ‘‘publicly

You can deduct fees you pay to a broker, For information on how to deduct your repay-offered’’ mutual fund is one that is:
bank, trustee, or similar agent to collect your ments of certain social security benefits, see

1) Continuously offered pursuant to a pub-taxable bond interest or dividends on shares Repayments More Than Gross Benefits in
lic offering,of stock. But you cannot deduct a fee you Chapter 12.

pay to a broker to buy investment property, 2) Regularly traded on an established se-
such as stocks or bonds. You must add the curities market, or Safe Deposit Box Rentfee to the cost of the property.

3) Held by or for at least 500 persons at all You can deduct safe deposit box rent if youYou cannot deduct the fee you pay to a
times during the tax year. use the box to store taxable income-produc-broker to sell securities unless you are a

dealer in securities. You must offset the fee ing stocks, bonds, or investment-related pa-
Contact your mutual fund if you are notagainst the selling price. pers and documents. You cannot deduct the

sure if your fund is publicly offered. rent if you use the box only for jewelry or
other personal items or for tax-exemptHobby Expenses
securities.Investment Fees and ExpensesYou can generally deduct hobby expenses,

You can deduct investment fees, custodialbut only up to the amount of hobby income. A
fees, trust administration fees, and other ex- Service Charges onhobby is not a business, because it is not
penses you paid for managing your invest-carried on to make a profit. See Activity not Dividend Reinvestment Plans
ments that produce taxable income.for profit in Chapter 13 under Miscellaneous You can deduct service charges you pay as

Taxable Income. a subscriber in a dividend reinvestment plan.Legal Expenses These service charges include payments for:
Indirect Deductions of You can usually deduct legal expenses that

1) Holding shares acquired through a plan,you incur in attempting to produce or collectPass-Through Entities
taxable income or that you pay in connection 2) Collecting and reinvesting cash divi-Pass-through entities include partnerships,
with the determination, collection, or refund dends, andS corporations, and mutual funds. Deduc-
of any tax.tions of pass-through entities are passed 3) Keeping individual records and provid-You can also deduct legal expenses thatthrough to the partners or shareholders. If ing detailed statements of accounts.are:the deductions are miscellaneous itemized

deductions, they are generally subject to the 1) Related to either doing or keeping your
2% limit. job, such as those you paid to defend Tax Preparation Feesyourself against criminal charges arising
Information returns.  You should receive in- You can usually deduct tax preparation feesout of your trade or business.
formation returns from these entities. Part- in the year you pay them. Thus, on your 1994

2) For tax advice related to a divorce if thenerships and S corporations issue Schedule return, you can deduct fees paid in 1994 for
bill specifies how much is for tax adviceK–1, which lists the items and amounts you preparing your 1993 return.
and it is determined in a reasonablemust report, and identifies the tax return These fees include the cost of tax prepa-way.schedules and lines to use. ration software programs and tax publica-

3) To collect taxable alimony. tions. It also includes any fee you paid forExample.  You are a member of an in-
electronic filing of your return.vestment club that is formed solely to invest

Expenses allocated to resolving tax is- Expenses allocated to preparing taxin securities. The club is treated as a partner-
sues relating to profit or loss from business schedules relating to profit or loss from busi-ship. The partnership’s income is solely from
(Schedule C or C–EZ), rentals or royalties ness (Schedule C or C–EZ), rentals or royal-taxable dividends, interest, and gains from
(Schedule E), or farm income and expenses ties (Schedule E), or farm income and ex-sales of securities. In this case, you can de-
(Schedule F), are deductible on the appropri- penses (Schedule F), are deductible on theduct your share of the partnership’s operat-
ate schedule. The expenses allocated to appropriate schedule. The expenses allo-ing expenses as miscellaneous itemized de-
resolving nonbusiness tax issues are de- cated to preparing the remainder of the re-ductions subject to the 2% limit. However, if
ductible on Schedule A. See Tax Preparation turn are deductible on Schedule A.the investment club partnership has invest-
Fees, later.ments that also produce nontaxable income,

you cannot deduct your share of the partner- Trustee’s Administrative Fees
ship’s expenses that produce the nontaxable Loss on Deposits in an Insolvent for IRA income. You should receive a copy of or Bankrupt Financial Institution 

You can deduct an IRA trustee’s administra-Schedule K–1 (Form 1065), Partner’s Share For information on whether, and if so how, tive fees that are billed separately and thatof Income, Credits, Deductions, Etc. you may deduct a loss on your deposit in a you paid in connection with your individual
qualified financial institution, see Loss on de- retirement arrangement (IRA), if they are or-Allocated expenses of mutual funds. The posits in an insolvent or bankrupt financial in- dinary and necessary. These fees do not in-allocable investment expenses of nonpub- stitution in Chapter 15. clude capital expenditures such as brokers’licly offered mutual funds are subject to the

commissions that you must add to the cost of2% limit. Those of publicly offered mutual Repayments of Income securities you buy through brokers. Thesefunds are not subject to the 2% limit.
fees also do not include disguised IRA contri-If you had to repay an amount that you in-Nonpublicly offered mutual funds.
butions. These trustee’s fees are not subjectcluded in income in an earlier year, you mayThese funds will send you a Form 1099–DIV,

be able to deduct the amount you repaid. If to the annual dollar limit on contributions youDividends and Distributions, or substitute
the amount you had to repay was ordinary in- can make to an IRA. Deduct them as a mis-form, showing your share of gross income
come of $3,000 or less, the deduction is sub- cellaneous deduction, not with your IRA de-and investment expenses. You can claim the
ject to the 2% limit. If it is more than $3,000, duction. For more information about IRAs,expenses only as a miscellaneous itemized
see Repayments Under Claim of Right under see Chapter 18.deduction subject to the 2% limit.
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deduct your gambling losses on line 28, about the tax treatment of pensions and
annuities.Schedule A (Form 1040). You cannot deductDeductions

gambling losses that are more than yourNot Subject to winnings.

the 2% Limit Nondeductible
Note.  You cannot offset your losses

The following expenses are deductible as Expenses against your winnings. You must report the
miscellaneous itemized deductions. How- full amount of your winnings and claim your

You cannot deduct the following expenses.ever, they are not subject to the 2% limit. Re- losses as an itemized deduction. Therefore,
port these expenses on line 28, Schedule A your records should show your winnings
(Form 1040). List of Expenses separate from your losses.

• Adoption expensesYou must keep an accurate diary or simi-List of Deductions 
lar record of your losses and winnings, and • Burial or funeral expenses, including the
you must be able to prove the amounts of cost of a cemetery lot• Amortizable premium on taxable bonds
your winnings and losses by receipts, tickets,

• Campaign expenses• Federal estate tax on income in respect of or statements. For more information about
a decedent gambling winnings and losses, and informa- • Capital expenses

tion on recordkeeping to substantiate gam-• Gambling losses to the extent of gambling • Check-writing fees
bling losses, see Publication 529.winnings

• Club dues
• Impairment-related work expenses of per-

• Commuting expensesImpairment-Relatedsons with disabilities
Work Expenses • Fees and licenses, such as car licenses,

• Repayments under a claim of right marriage licenses, and dog tagsIf you have a physical or mental disability that
• Unrecovered investment in a pension limits your being employed, or substantially • Fines and penalties, such as parking

limits one or more of your major life activities, tickets
such as performing manual tasks, walking,

• Health spa expenses
speaking, breathing, learning, and working,Amortizable Premium

• Hobby lossesyour impairment-related work expenses areon Taxable Bonds
deductible. • Home repairs, insurance, and rentBond premium is the amount you pay for Impairment-related work expenses are

bonds that is greater than the face value of • Illegal bribes and kickbacks—See Bribesallowable business expenses for attendant
the bonds. You can choose to amortize the and kickbacks in Chapter 16 of Publicationcare services at your place of work and other
premium on taxable bonds. 535expenses in connection with your place of

For a bond purchased before October 23,
work that are necessary for you to be able to • Investment-related seminars1986, the amortization of the premium is a
work.miscellaneous itemized deduction not sub- • Life insurance premiumsIf you are an employee, you enter impair-ject to the 2% limit.
ment-related work expenses on Form 2106 • Lobbying expensesFor a bond acquired after October 22,
or Form 2106–EZ. From the amount on line1986, and before January 1, 1988, the amor- • Losses from the sale of your home, furni-
10 of Form 2106, or line 6 of Form 2106–EZ,tization of the premium is investment interest ture, personal car, etc.
you enter the amount that is related to yourexpense subject to the investment interest

• Lost or misplaced cash or property—butimpairment on line 28, Schedule A (Formlimit, unless you choose to treat it as an off-
see Mislaid or lost property under Theft in1040), and the amount that is unrelated toset to interest income on the bond.
Chapter 27your impairment on line 20, Schedule AFor a bond acquired after December 31,

(Form 1040).1987, the amortization of the premium is an • Lunches with co-workers
offset to interest income on the bond rather

• Meals while working latethan a separate interest deduction item. Repayments UnderFor more information, see Bond Premium • Personal disability insurance premiumsClaim of RightAmortization in Publication 550, Investment
• Personal legal expensesIncome and Expenses. If you had to repay more than $3,000 that
• Personal, living, or family expensesyou included in your income in an earlier year

because at the time you thought you had anFederal Estate Tax on Income • Political contributions
unrestricted right to it, you may be able to de-in Respect of a Decedent

• Professional accreditation feesduct the amount you repaid, or take a credit
You can deduct the federal estate tax attribu- against your tax. See Repayments in Chap- • Professional reputation, expenses totable to income in respect of a decedent that ter 13 for more information. improveyou as a beneficiary include in your gross in-
come. Income in respect of the decedent is • Relief fund contributions
gross income that the decedent would have Unrecovered Investment

• Residential telephone linereceived had death not occurred and that in Pension 
was not properly includible in the decedent’s • Stockholders’ meeting, expenses of

If a retiree had contributed to the cost of afinal income tax return. See Chapter 4 for attending
pension or annuity, a part of each paymentmore information.

• Tax-exempt income expensesreceived can be excluded from income as a
tax-free return of the retiree’s investment. If • Travel expenses for another individualGambling Losses to the the retiree dies before the entire investment

• Voluntary unemployment benefit fundExtent of Gambling Winnings is returned, any unrecovered investment is
contributionsallowed as a deduction on the retiree’s finalYou must report the full amount of your gam-

bling winnings on line 21, Form 1040. You return. See Chapter 11 for more information • Wristwatches
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Adoption Expenses Lobbying Expenses Lunches with Co-Workers 
You cannot deduct the expenses you paid to You cannot deduct the expenses of lunchesYou cannot deduct amounts paid or incurred
adopt a child. with co-workers, except while traveling awayfor lobbying expenses. These include ex-

from home on business. See Chapter 28 forpenses to:
information on these deductible expenses.Campaign Expenses

• Influence legislation,
Campaign expenses of a candidate for any

• Participate, or intervene, in any political Meals While Working Late office, even if the candidate is running for re-
election to the office, are not deductible. campaign for, or against, any candidate for You cannot deduct the cost of meals while
These include qualification and registration public office, working late. However, you may be able to
fees for primary elections. claim a deduction if it is a deductible en-• Attempt to influence the general public, or

tertainment expense or you are travelingsegments of the public, about elections,Legal fees.  You cannot deduct legal fees away from home. See Chapter 28 for infor-legislative matters, or referendums, orpaid to defend charges that arise from partic- mation on these deductible expenses.
ipation in a political campaign. • Communicate directly with covered execu-

tive branch officials in any attempt to influ- Personal Legal Expenses
ence the official actions or positions ofCheck-Writing Fees You cannot deduct personal legal expenses
such officials.If you have a personal checking account, you such as those for the following:

cannot deduct fees charged by the bank for
1) Custody of children,the privilege of writing checks, even if the ac- Include, as part of these expenses, any

count pays interest. 2) Breach of promise (to marry) suit,amount paid or incurred for research, prepa-
ration, planning, or coordination of that 3) Civil or criminal charges resulting from a
activity.Club Dues personal relationship,

You cannot deduct the cost of membership
4) Damages for personal injury,

in any club organized for business, pleasure, Covered executive branch official.  A cov-
5) Preparation of a title (or to defend orrecreation, or other social purpose. ered executive branch official includes:

perfect title),
The President,Commuting Expenses 6) Preparation of a will, and
The Vice President,You cannot deduct commuting expenses 7) Property claims or property settlement

(the cost of transportation between your Any officer or employee of the White in a divorce.
home and your main or regular place of House Office of the Executive Office
work). If you haul tools, instruments, etc., in of the President, and the two most se- You cannot deduct these expenses even
your car to and from work, you can deduct nior level officers of each of the other if a result of the legal proceeding is the loss
only additional costs, such as renting a trailer agencies in the Executive Office, and of income-producing property.
you towed with your vehicle.

Any individual serving in a position in
Political ContributionsLevel I of the Executive ScheduleFines or Penalties 
You cannot deduct contributions made to aunder Section 5312 of Title 5, UnitedYou cannot deduct fines or penalties you pay
political candidate, a campaign committee,States Code, any other individualto a governmental unit for violating a law.
or a newsletter fund.designated by the President as hav-This includes an amount paid in settlement

ing Cabinet-level status, and any im-of your actual or potential liability for a fine or
mediate deputy of such individual. Professional Accreditation Fees penalty (civil or criminal). Fines or penalties

You cannot deduct professional accredita-include parking tickets, tax penalties, and
tion fees such as the following:pena l t i es  deduc ted  f rom teachers ’ Dues.  You cannot deduct that portion of

paychecks after an illegal strike. your dues or other amounts you pay to a tax- 1) Accounting certificate fees paid for the
exempt organization that notifies you that initial right to practice accounting,
such amounts are allocable to nondeductibleHealth Spa Expenses 

2) Bar exam fees and incidental expenseslobbying expenses.You cannot deduct health spa expenses, in securing admission to the bar, and
even if there is a job requirement to stay in

3) Medical and dental license fees paid toExceptions.  The following expenses areexcellent physical condition, such as might
get initial licensing.be required of a law enforcement officer. exceptions to the disallowance rule.

1) Expenses for attempting to influence the
Homeowners’ Insurance legislation of any local council or similar Professional Reputation Premiums governing body (local legislation). An In-

You cannot deduct expenses of radio and TVYou cannot deduct insurance premiums that dian tribal government shall be treated
appearances to increase your personal pres-you pay or that are placed in escrow for your as a local council or similar governing
t ige  o r  es tab l i sh  your  p ro fess iona lhome, such as fire and liability or mortgage body.
reputation.insurance.

2) Any in-house expenses for influencing
legislation or communicating directly Relief Fund Contributions Investment-Related Seminars 
with a covered executive branch official You cannot deduct contributions paid to aYou cannot deduct any expenses for attend- if such expenses for the tax year do not private plan that pays benefits to any cov-ing a convention, seminar, or similar meeting exceed $2,000 (excluding overhead ered employee who cannot work because offor investment purposes.
expenses). any injury or illness not related to the job.

3) Expenses incurred by taxpayers en-Life Insurance Premiums 
gaged in the trade or business of lobby- Residential Telephone ServiceYou cannot deduct premiums you pay on
ing (professional lobbyists) on behalf ofyour life insurance. Premiums you pay on life You cannot deduct any charge (including
another person. (The disallowance ruleinsurance policies assigned to your ex- taxes) for basic local telephone service for
applies to payments by the other personspouse may be deductible as alimony. See the first telephone line to your residence,
to the lobbyist for lobbying activities.)Chapter 20 for information on alimony. even if it is used in a trade or business.
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Stockholders’ Meetings Travel Expenses for
How to Report Another Individual 

You cannot deduct transportation and other
You generally cannot deduct travel ex- You must itemize deductions on  Schedule Aexpenses you pay to attend stockholders’
penses you pay or incur for your spouse, de- (Form 1040) to be able to claim miscellane-meetings of companies in which you own pendent, or other individual who accompa- ous deductions.stock but have no other interest. You cannot nies you on business travel. However, you If you have unreimbursed employee busi-deduct these expenses even if you are at- can deduct the travel expenses you pay or ness expenses, generally you must firsttending the meeting to get information that incur for an individual who accompanies you complete Form 2106 or Form 2106–EZ. Seewou ld  be  use fu l  i n  mak ing  fu r ther on business travel if the individual: Chapter 28 for more information on whetherinvestments.

you must file Form 2106 or Form 2106–EZ.1) Is your employee,
Carry over the amount of unreimbursed2) Has a bona fide business purpose for

employee business expenses from line 10 ofTax-Exempt Income Expenses the travel, and
Form 2106 or line 6 of Form 2106–EZ to line

3) Would otherwise be allowed to deductYou cannot deduct expenses to produce tax- 20 of Schedule A (Form 1040). Attach the
the travel expenses.exempt income. You cannot deduct interest completed Form 2106 or Form 2106–EZ to

Form 1040.on a debt incurred or continued to buy or
See Chapter 28 for more information on de- If you don’t have to fill out Form 2106 orcarry tax-exempt securities.
ductible travel expenses. Form 2106–EZ, just list the type and amountIf you have expenses to produce both

of your unreimbursed employee businesstaxable and tax-exempt income, but you can-
Voluntary Unemployment expenses on the dotted lines for line 20 ofnot identify the expenses that produce each
Benefit Fund Contributions Schedule A (Form 1040). Enter one total ontype of income, you must allocate the ex-

line 20.You cannot deduct voluntary unemploymentpenses to determine the amount that you
Claim tax preparation fees on line 21, andbenefit fund contributions you make to acan deduct.

any other miscellaneous deductions subjectunion fund or a private fund. However, contri-
to the 2% limit on line 22 of Schedule AExample.  During the year, you received butions are deductible as taxes if state law
(Form 1040). List the type and amount ofrequires you to make them to a state unem-taxable interest of $4,800 and tax-exempt in-
each expense on the dotted lines next to lineployment fund that covers you for the loss ofterest of $1,200. In earning this income, you
22. Enter one total on line 22.wages from unemployment caused by busi-had expenses of $500 during the year. If you

If you have miscellaneous deductions notness conditions.cannot identify the amount of each expense
subject to the 2% limit, claim these amountsitem that is for each income item, you must
on line 28 of Schedule A (Form 1040).allocate 80% ($4,800/$6,000) of the ex- Wristwatches 

pense to taxable interest and 20% ($1,200/ You cannot deduct the cost of a wristwatch,
$6,000) to tax-exempt interest. You can de- even if there is a job requirement that you
duct, subject to the 2% limit, expenses of know the correct time to properly perform
$400 (80% of $500). your duties.
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Part Seven.

The six chapters in this part explain how to figure your tax and how to figureFiguring Your the tax of certain children who have more than $1,200 of investment
income. They also discuss tax credits. Credits, unlike deductions, areTaxes and subtracted directly from your tax and, therefore, reduce your tax, dollar for
dollar. There are tax credits for the elderly or the permanently and totallyCredits disabled, for the expense of having your child or disabled dependent cared
for so that you can work, for the purchase of a qualified electric vehicle, and
for other kinds of expenses. Chapter 35 discusses the earned income credit
and how you might be able to get the credit paid to you in advance (from
your employer) throughout the year rather than wait until you file your tax
return. 

Limit on exemption amount.  If your ad- Not a dependent.  If you (and your
justed gross income is more than a specified spouse if married) cannot be claimed as a
amount based on your filing status, the dependent by another taxpayer, the total of31.
amount of your deduction for exemptions is your standard deduction and your personal
reduced. These amounts are explained later exemption(s) is $6,250 if single or $11,250 ifHow to Figure in this chapter under Exemptions. married. Check the No box and enter the ap-

propriate amount on line 4.Your Tax Dependent.  If you (or your spouse ifAmount you owe.  If you did not pay enough
married) can be claimed as a dependent bytax through either withholding or estimated
another taxpayer, check the Yes box on linetax payments, you may be charged a penalty
4 and complete the worksheet on the back offor underpayment of estimated tax. If you de-
Form 1040EZ. Enter the result from line G oftermine that you owe tax, see UnderpaymentImportant Change the worksheet on line 4.Penalty in Chapter 5.

for 1994 
Tax withheld.  After you have figured your

Earned Income Credit (EIC) added to taxable income, enter the total of your fed-
Form 1040EZ.  Beginning in 1994, you may Introduction eral income tax withheld on line 6. This
be able to claim the EIC on Form 1040EZ. amount is shown in box 2 of your Form(s) W–This chapter discusses the steps you need toPrior to 1994, the credit could only be 2. Copy B of Form(s) W–2 must be attachedtake to figure your tax on:claimed on either Form 1040 or Form 1040A. to the return.
See Chapter 35 for details. • Form 1040EZ, See the instructions for Form 1040EZ if

withholding tax is shown in box 4 of any Form• Form 1040A, and
1099–INT or Form 1099–OID you receive.

• Form 1040.Important Reminders 
Earned income credit (EIC).  If you can

Also, this chapter discusses the require-Deferred 1993 taxes due April 17, 1995.  If claim the EIC, enter your credit on line 7.
ments you must meet to have the IRS figureyou filed Form 8841, Deferral of Additional Enter the amount and type of any nontaxable
your tax.1993 Taxes, so you could pay part of your earned income in the boxes to the left of line

1993 tax in installments, the second install- 7. You may be able to claim the credit on
ment is due April 17, 1995. See Paying De- Form 1040EZ if your income is less than
ferred 1993 Taxes in Chapter 1 for more $9,000 and you (or your spouse if filingForm 1040EZinformation. jointly) were at least age 25 at the end of

If you file Form 1040EZ, you must figure your 1994. See Chapter 35 for more information
Expanded Form 1040EZ.  If your filing sta- adjusted gross income and taxable income about the EIC. You will also find examples of
tus is married filing a joint return and you do before you can find your tax. nontaxable earned income in Table 35-1 in
not claim any dependents, you may be able that chapter.
to file Form 1040EZ for 1994. See Which Adjusted gross income (line 3, Form
Form Should I Use? in Chapter 1. 1040EZ).  This is the total of your wages, sal- Total payments (line 8, Form 1040EZ).

aries, tips, taxable scholarship or fellowship This is the total of your federal income tax
Increase in top tax rates.  For 1994, the top grants, and taxable interest income. withheld (line 6) and any earned income
tax rate is 36%. A 10% surtax is imposed on credit (line 7) you can claim. If you paid any
high-income taxpayers. These tax rates are tax with a Form 4868, Automatic ExtensionTaxable income (line 5, Form 1040EZ). 
included in the Tax Rate Schedules printed of Time to File U.S. Individual Income TaxYour taxable income is your adjusted gross
in the Form 1040 instructions. Return, include the amount in the total on lineincome (line 3), minus the total of your stan-

8. Also, print ‘‘Form 4868’’ and the amountdard deduction and the deduction for your
paid to the left of line 8.Maximum tax rate on capital gains.  The personal exemption(s) (line 4). The amount

tax rates for individuals that are higher than of these deductions depends on whether you
28% do not apply to net capital gains. The (or your spouse if married) can be claimed as Tax.  To find your tax, use the Tax Table in
maximum income tax rate on net capital gain a dependent on someone else’s return, such the instructions for Form 1040EZ. Find the
income is 28%. Net capital gain is the excess as your parents’. The rules for determining income line that includes your taxable in-
of net long-term capital gain for the year over whether you are a dependent are in Chapter come shown on line 5 of your Form 1040EZ.
net short-term capital loss for the year. 3. Next, find the column heading for your filing
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status (single or married filing jointly) and Note.  If this is the return of a child under for the child. Use Form 6251 to see if the
age 14 on January 1, 1995, with more than child owes the alternative minimum tax.read down the column. The amount shown
$1,200 of investment income, you cannotwhere the income line and filing status col-

Payments.  On line 28a, enter the totaluse the Tax Table. Instead, you must checkumn meet is your tax. Enter it on line 9.
federal income tax withheld from your pay.the box marked ‘‘Form 8615’’ on line 23. Use
This amount is shown in box 2 of yourForm 8615, Tax for Children Under Age 14Refund or amount you owe.  If line 8 is Form(s) W–2. If you have more than one em-Who Have Investment Income of More Thanlarger than line 9, subtract line 9 from line 8 ployer, carefully add the amounts from these$1,200, to compute your tax. Form 8615and enter the result on line 10. This is the boxes and enter the total on line 28a.should not be filed if neither parent is alive atamount of your refund. For information on re- If you received a Form 1099 showing in-the end of the year. For more information,funds, see Refunds in Chapter 1. come tax withheld on dividends, interest, IRAsee Chapter 32.If line 9 is larger than line 8, subtract line 8 distributions, or pensions, check the box on

from line 9 and enter the result on line 11. Credits.  There are three credits that can line 28a and include the amount withheld in
This is the amount you owe. For information be claimed on Form 1040A. Credits, unlike the total on line 28a. It is important to check
on how to pay, see Amount You Owe in deductions, are subtracted after you find all of your Form 1099 statements to see
Chapter 1. your tax from the tax table and reduce your whether any income tax was withheld. A ta-

tax dollar for dollar. These credits are: ble showing the proper boxes that record
withholding is included later. See PaymentsFilled-in form.  A filled-in Form 1040EZ is 1) Credit for child and dependent care
under Form 1040.shown in Chapter 37. expenses,

On line 28b, enter your 1994 estimated
2) Credit for the elderly or the disabled, tax payments and any overpayment applied

and from your 1993 federal income tax return.
Form 1040A On line 28c, enter your earned income3) Earned income credit.

credit (EIC). You may be able to take this
If you file Form 1040A, you must find your credit if lines 7 and 16 are less than $23,755The earned income credit is explained lateradjusted gross income and taxable income and you had one qualifying child (less thanunder Payments.before you can figure your tax. $25,296 if you had more than one qualifyingIf you claim the credit for child and depen-

child). A qualifying child is one that meetsdent care expenses (line 24a), you mustAdjusted gross income (lines 16 and 17, certain age and other requirements and livedcomplete all parts of Schedule 2 (FormForm 1040A). This is your total income (line with you. Also, you may be able to take this1040A) that apply and attach it to your return.14) minus your IRA deduction, and your credit if lines 7 and 16 are less than $9,000For information on the credit for child and de-
spouse’s IRA deduction if you file a joint re- and you do not have a qualifying child. Youpendent care expenses, see Chapter 33.
turn. You can figure your IRA deduction by (or your spouse if filing jointly) must haveIf you claim the credit for the elderly or thecompleting one of the IRA worksheets in the been at least age 25 but under age 65 at thedisabled (line 24b), you must completeinstructions for Form 1040A. Also see Chap- end of your tax year. To find out if you canSchedule 3 (Form 1040A) and attach it toter 18. take the EIC, follow the Form 1040A instruc-your return. For information on the credit for

tions for line 28c. More information on thethe elderly or the disabled, see Chapter 34.
earned income credit is in Chapter 35.Taxable income (line 22 Form 1040A). Add lines 24a and 24b and enter the re-

Add the amounts on lines 28a, 28b, andThis is your adjusted gross income (line 17) sult on line 24c. Subtract your total credits
28c and enter this total on line 28d. This summinus your standard deduction (line 19) and (line 24c) from your tax (line 23) and enter
is your total payments.the deduction for your exemptions (line 21). the result on line 25.

Include on line 28d any excess social se-Standard deduction.  Your standard de- Total tax.  If you received advance
curity or railroad retirement tax withheld.duction is based on your fi l ing status, earned income credit payments, the amount
Write ‘‘Excess SST’’ and the amount in thewhether you are 65 or older or blind, and will be shown on your Form(s) W–2, box 9.
space to the left of line 28d. See Chapter 36whether you can be claimed as a dependent Enter the amount of these payments on line
for a discussion on this.on another person’s return. For information, 26. For more information, see Advance

Also include on line 28d any tax you paidsee Standard Deduction, later, and Chapter Earned Income Credit Payments in Chapter
if you filed Form 4868 to get an automatic ex-21. 35.
tension of time to file your Form 1040A. WriteExemptions.  To figure the deduction for Add the amounts on lines 25 and 26.
‘‘Form 4868’’ and the amount in the space toyour exemptions, multiply $2,450 by the Enter the total on line 27. Also, if you owe the
the left of line 28d. Also include any amountnumber of exemptions claimed on line 6e. If alternative minimum tax, include that tax in
paid with Form 2688.you can be claimed as a dependent on the total on line 27. This sum is your total tax.

someone else’s return, check the box on line If the amount on line 17, plus any tax-ex-
18b. You cannot claim an exemption for a Refund orempt interest on line 8b is more than $45,000
person who can be claimed as a dependent if your filing status is married filing jointly or Amount You Owe by another taxpayer. qualifying widow(er); more than $33,750 if

After you have your total tax (line 27) andyour filing status is single or head of house-
your total payments (line 28d), you can de-Tax, credits, and payments.  Next, you hold; or more than $22,500 if your filing sta-
termine if you are due a tax refund or if youmust figure your tax. Subtract from your tax tus is married filing separately, and the
owe additional tax.any credits or payments to determine amount on line 21 is more than $9,400, com-

whether you owe additional tax or are due a plete the Alternative minimum tax worksheet
Refund refund. in the Form 1040A instructions to see if you

Tax.  To find your tax, use the Tax Table owe this tax and, if you do, the amount to in- If line 28d is more than line 27, subtract line
in the instructions for Form 1040A. In the Tax clude on line 27. 27 from line 28d and enter the result on line
Table, find the income line that includes your 29. This is the amount of your overpayment.
taxable income shown on line 22. Next, find If you want the entire amount on line 29 re-Caution.  If filing for a child under age 14,
the column heading that describes your filing funded, enter that amount on line 30. Enteradd the amount on Form 1040A, line 17, to
status and read down the column. The on line 30 the exact amount you want re-the child’s tax-exempt interest from private
amount shown where the income line and fil- funded. For information on refunds, see Re-activity bonds issued after August 7, 1986. If
ing status column meet is your tax. Enter it funds in Chapter 1.this amount is more than the total of $1,000
on line 23 and check the box marked ‘‘Tax plus the amount on Form 1040A, line 7, do If you want all or part of your refund ap-
Table.’’ not file Form 1040A. Instead, file Form 1040 plied to your 1995 estimated tax, you must
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enter the appropriate amount on line 31. The b) Jury duty pay given to your employer. individual filing a separate return where ei-
amount on line 31 will be credited to your See Chapter 13. ther spouse itemizes deductions is zero.
1995 estimated taxes unless you request us c) Amortization of the costs of foresta-
to apply it to your spouse’s account. This re- Changing your mind.  If you do not itemizetion or reforestation if you do not have
quest should include your spouse’s social your deductions and later find you shouldto file Schedule C, C–EZ, or F. See
security number. The amount on line 31 gen- have itemized—or if you itemize and laterPublication 535, Business Expenses.
erally cannot be refunded to you until you file find you should not have—you can change

d) Certain required repayments of sup-a tax return for 1995. your return by filing Form 1040X, Amendedplemental unemployment benefits.
U.S. Individual Income Tax Return.See Chapter 6.Amount You Owe Separate returns.  If you and your

e) Contributions to a Section 501(c)(18) spouse filed separate returns, you canIf line 27 is more than line 28d, subtract line
pension plan. change methods of taking deductions only if28d from line 27 and enter the result on line

you and your spouse make the samef) Deduction for nonbusiness clean-fuel32. This is the amount you owe. For informa-
changes. Both of you must consent in writingvehicle property. See Publication 535.tion on how to pay, see Amount You Owe in
to the assessment for any additional tax ei-Chapter 1. g) Expenses from the rental of personal
ther one may owe as a result of the change.property.

Filled-in form.  A filled-in Form 1040A is
Taxable income.  If you itemize your deduc-shown in Chapter 38.
tions, your taxable income (line 37) is yourTaxable Income adjusted gross income (line 32) minus your

(line 37, Form 1040) itemized deductions (line 34) and your ex-Form 1040 emptions (line 36).There are two ways to figure the amount of
your taxable income (line 37, Form 1040).If you file Form 1040, you must compute your
You can choose to itemize your deductionsadjusted gross income and taxable income Standard Deduction
on Schedule A (Form 1040) or take the stan-before you can figure your tax. The standard deduction is based on your fil-
dard deduction, whichever is greater. ing status and whether you are 65 or older or

blind.Adjusted Gross Income Itemizing Your Deductions
(line 31, Form 1040) You can itemize your deductions (such as 65 or older or blind.  If you were 65 or older
Adjusted gross income (line 31, Form 1040) medical expenses, taxes, mortgage interest, or blind in 1994, you are entitled to a higher
is your total income (line 22) minus any ad- and casualty losses) on Schedule A (Form standard deduction than taxpayers under 65
justments for the following: 1040). and not blind. For information on who quali-

fies for the higher standard deduction for age1) IRA deduction for you (line 23a), and for
Benefits of itemizing.  You may benefit and blindness, see Chapter 21. The stan-your spouse (line 23b). See Chapter 18.
from itemizing your deductions on Schedule dard deduction amounts are given in the2) Moving expenses (line 24). See Chapter A if you: standard deduction charts and worksheet in19.

Chapter 21.1) Do not qualify for the standard deduc-
3) Deduction for one-half of your self-em- tion, or the amount you can claim is

ployment tax (line 25). See Publication limited, Special rules.  Your standard deduction is
533, Self-Employment Tax. zero if:2) Had large uninsured medical and dental

4) Self-employed health insurance deduc- expenses during the year, 1) Your spouse itemizes deductions on a
tion (line 26). See Chapter 23. separate return,3) Paid interest and taxes on your home,Caution: The self-employed health

2) You are a dual-status or nonresident4) Had large unreimbursed employee busi-insurance deduction expired December
alien, orness expenses or other miscellaneous31, 1993. However, at the time this pub-

deductions,lication was being prepared for print, 3) You have a short tax year on account of
Congress was considering legislation 5) Had large casualty or theft losses not a change in your annual accounting
that would allow a deduction for 1994. covered by insurance, period.
Get Publication 553, Highlights of 1994

6) Made large contributions to qualifiedTax Changes for later information about Dependent.  If you can be claimed as acharities, orthis deduction. You cannot take this de- dependent on another person’s return, your
7) Have total itemized deductions that areduction unless it has been allowed by standard deduction may be limited. See

more than the highest standard deduc-Congress before you file your tax return. Standard Deduction for Dependents in
tion amount to which you otherwise are5) Keogh retirement plan and self-em- Chapter 21.
entitled.ployed SEP deduction (line 27). See

Publication 560, Retirement Plans for Amount of the standard deduction.  If youSome taxpayers itemize deductions be-the Self-Employed. decide to take the standard deduction, showcause they do not qualify for the standard de-
the amount on line 34 of Form 1040.6) Penalty on early withdrawal of savings duction or the amount they qualify for is lim-

The amount of the standard deduction for(line 28). See Chapter 8. ited (see Chapter 21).
most people is shown on Form 1040 to theIf you decide to itemize your deductions,7) Alimony paid. You must show the recipi- left of line 34. Others must use the standardcomplete and attach Schedule A to your re-ent’s social security number in the deduction charts and worksheet in Chapterturn. Enter the amount from line 29 of Sched-space provided on line 29. See Chapter 21 or in the Form 1040 instructions to findule A on line 34 of Form 1040.20.
their standard deduction.Separate returns.  If you and your

8) Other adjustments. Write in the following spouse file separate returns, you can use the
adjustments on the dotted line next to Taxable income.  If you take the standardmethod that gives you the lowest total tax,
line 30 and include them in the total on deduction, your taxable income (line 37) iseven though one of you may pay more than
line 30. your adjusted gross income (line 32) minusthe other. However, if one of you itemizes de-

your standard deduction (line 34) and youra) Certain expenses of qualified per- ductions, the other should also itemize be-
exemptions (line 36).forming artists. See Chapter 30. cause the standard deduction of a married
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Maximum tax rate on capital gains where to report them on Form 1040. Addi-Exemptions 
t ional  informat ion is provided in the(Schedule D).  The highest tax rate on taxa-Whether you itemize your deductions or use
paragraphs that follow the table.ble income is 39.6%. However, the highestthe standard deduction, you can generally

tax rate on a net capital gain is 28%. A netdeduct $2,450 for each exemption you can Credit Linecapital gain is the excess of your net long-claim. However, if your adjusted gross in-
Child Care 41term capital gains over your net short-termcome (AGI) is more than the dollar amount
Elderly or Disabled 42capital losses. The maximum 28% rate ap-for your filing status as shown in the following
Foreign Tax 43plies if you have a long-term capital gaintable, the amount of your deduction is less.
General Business 44shown on line 17, Schedule D (Form 1040),

and a net gain shown on line 18, Schedule D Empowerment Zone Employment 44Filing Status AGI more than:
(Form 1040). This maximum rate also ap- Mortgage Interest 44Single . . . . . . . . . . . . . . . . . . . . . . . . $ 111,800
plies if you received capital gain distributions Prior Year Minimum Tax 44Married filing jointly . . . . . . . . . . . 167,700
and do not need Schedule D for other capital Qualified Electric Vehicle 44Married filing separately . . . . . . 83,850
transactions. If this is the case, enter those Nonconventional Fuel Source 45Head of household . . . . . . . . . . . 139,750
distributions on line 13 of Form 1040. Write

Qualifying widow(er) . . . . . . . . . . 167,700
‘‘CGD’’ on the dotted line next to line 13.

Credit for child and dependent care ex-You should complete the Capital GainUse  the  Deduc t ion  fo r  Exempt ions penses.  Enter on line 41 (Form 1040) theTax Worksheet in the Form 1040 instructionsWorksheet — Line 36 in the Form 1040 amount of this credit, which you figure onto figure your tax only if your taxable incomeInstructions to figure the amount of your Form 2441, Child and Dependent Care Ex-(line 37, Form 1040) is more than the amountdeduction. penses. See Chapter 33 for information onshown for your filing status in the followingEnter the amount you figure for your ex- this credit.table.emptions on line 36.

Credit for the elderly or the disabled.
Filing Status Amount Enter on line 42 (Form 1040) the amount ofTax, Credits,
Married filing jointly . . . . . . . . . . . . . . . . . . $ 91,850 this credit, which you figure on Schedule R.and Payments Qualifying widow(er) . . . . . . . . . . . . . . . . . 91,850 See Chapter 34 for more information.

After finding your taxable income, the next Head of household . . . . . . . . . . . . . . . . . . 78,700
step is to figure your tax liability. This tax Single . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,100 Foreign tax credit.  Enter on line 43 (Form
amount is then reduced by any credits you Married filing separately . . . . . . . . . . . . . 45,925 1040) the amount of foreign tax credit, which
may have. Finally, you apply any payments you figure on Form 1116. Foreign tax credit
or other credits against your liability to deter- is discussed in Publication 514, Foreign TaxIf you use the Capital Gain Tax Work-
mine whether you owe additional tax or are Credit for Individuals.sheet, enter your tax from line 13 of the work-
entitled to a refund. sheet on line 38, Form 1040, and check the

Other credits.  Enter other credits on line 44box marked Capital Gain Tax Worksheet.
and check the appropriate box or enter theTax 
form number to identify which form you areMost people use the Tax Table to figure their Investment income of certain minor chil- attaching.tax. However, you must use the Tax Rate dren.  If a child under age 14 at the end of the General business credit.  The generalSchedules to figure your tax if your taxable year has more than $1,200 of interest, divi- business credit is made up of a number ofincome is $100,000 or more. dends, and other investment income, part of separate business-related credits. If youIf you had a net capital gain or reported that income may be taxed at the parent’s have 2 or more of the separate credits, usecapital gain distributions on Form 1040, line rate. The tax is figured using Form 8615, Tax Form 3800, General Business Credit, and13, your tax may be less if you figure it using for Children Under Age 14 Who Have Invest- check box a on line 44. If you have only onethe Capital Gain Tax Worksheet in the Form ment Income of More Than $1,200. of these credits, check box d and enter the1040 instructions. Form 8615 may have to Form 8615 should not be filed if neither form number for that credit. See Form 3800be used to figure the tax for a child under age parent is alive at the end of the year or if a for more information.14 at the end of the year with more than parent chooses to include the child’s interest Empowerment zone employment$1,200 of investment income. and dividend income on his or her return. For credit.  Use Form 8844, Empowerment

more information, see Chapter 32. Zone Employment Credit, to figure the
Tax Table.  The Tax Table is shown in the in- amount of this credit, check box d on line 44,
structions for Form 1040. To find your tax, and enter the form number.Additional taxes.  If you must attach Formread down the income column to the line that Mortgage interest credit.  Use Form4970, Tax on Accumulation Distribution ofincludes your taxable income as shown on 8396, Mortgage Interest Credit, to figure theTrusts, or Form 4972, Tax on Lump-Sumline 37. Then read across the line to the col- amount of this credit and check box b on lineDistributions, check the box on line 39 thatumn heading that describes your filing sta- 44. See Mortgage Interest Credit in Publica-applies to you and enter the amount of addi-tus. The amount shown where the income tion 530, Tax Information for First-Timetional taxes.line and filing status column meet is your tax. Homeowners.
Enter it on line 38 and check the box marked Credit for prior year minimum tax. 
Tax Table. Complete Form 8801, Credit For Prior YearCredits 

Minimum Tax—Individuals, Estates, and
After you have figured your tax and enteredTax Rate Schedules.  If your taxable in- Trusts, if you paid alternative minimum tax in
the total of lines 38 and 39 on line 40, figurecome (line 37) is $100,000 or more, you must 1993 on deferred preference items or have a
your credits and enter them on lines 41figure your tax by using Tax Rate Schedules carryforward of the minimum tax credit. At-
through 45. Enter the total credits on line 45.X, Y–1, Y–2, or Z unless you can use the tach this form to your tax return and check
Subtract line 45 from line 40. Enter the resultCapital Gain Tax Worksheet or must use box c on line 44.
on line 46. If line 45 is more than line 40,Form 8615. Qualified electric vehicle credit.  If you
enter zero.The Tax Rate Schedules are shown in placed a qualified electric vehicle in service

This chapter does not explain whetherthe Form 1040 instructions. Enter your tax on in 1994, use Form 8834, Qualified Electric
you are eligible for these credits. The follow-line 38, and check the box marked Tax Rate Vehicle Credit to figure the amount of your
ing table is a summary of the credits andSchedules. credit. Check box d on line 44 and enter the
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form number. See Chapter 36 for information check the appropriate box. If you must re- you must pay a tax equal to 20% of this ex-
capture a qualified electric vehicle credit, in- cess payment. Include the amount of this taxon this credit.
clude it on line 49 and write ‘QEV‘ on the in your total for line 53. Also write the amount
dotted line next to the entry. and ‘‘EPP’’ on the dotted line next to line 53.Credit for fuel from a nonconventional

See Form 1040 Instructions for Line 53 forsource.  Include this credit in the total for line
more information.Social security and Medicare tax on tip in-45. Write the amount and ‘‘FNS’’ on the

come not reported to employer.  Attachdotted line next to line 45. Also attach a sep-
Total tax.  Add lines 46 through 52 and anyForm 4137, Social Security and Medicarearate schedule showing how you figured the
amounts entered next to line 53. Put the totalTax on Unreported Tip Income, and show oncredit. See Internal Revenue Code section
on line 53. Line 53 is your total tax.line 50 (Form 1040) the tax due on tip income29 for further information.

you did not report to your employer. See
Chapter 7 for more information.Total credits.  Add lines 41 through 44. Put Payments 

the total on line 45. Line 45 is your total Once you have figured your total tax on line
IRA or qualified retirement plan penaltycredits. 53, figure your total payments. Enter the pay-
taxes.  You may owe additional taxes on ments that apply to you on lines 54 through
your IRA or other qualified retirement plan if 59.Other Taxes 
you: This chapter does not discuss all of theseIf you owe any other taxes or if you received

payments. The following table is a summary1) Received any early distributions from aadvance earned income credit payments,
of the payments (and credits that are consid-qualified retirement plan, annuity, orcomplete any of lines 47 through 52 that ap-
ered payments) and where to report them onmodified endowment contract (enteredply to you and enter your total tax on line 53.
Form 1040. Additional information is pro-into after June 20, 1988),This chapter does not explain these
vided in the paragraphs that follow the table.taxes. The following table is a summary of 2) Received any excess distributions from

the taxes and where to report them on Form a qualified retirement plan, Payments Line
1040. Additional information is provided in

Federal Income Tax Withheld 543) Made excess contributions to your IRA,the paragraphs that follow the table.
Estimated Tax Paid 55or
Earned Income Credit 56Other Taxes Line 4) Had excess accumulations in a qualified
Tax Paid with Extension 57Self-Employment Tax 47 retirement plan.
Excess Tax Withheld 58

Alternative Minimum Tax 48
Regulated Investment Company Credit 59

Recapture Taxes 49 If any of the above apply, get Form 5329,
Fuel Tax Credit 59

Additional Taxes Attributable to QualifiedSocial Security and Medicare Tax on
Retirement Plans (Including IRAs), Annui-Tips 50
ties, and Modified Endowment Contracts, toIRA or Qualified Retirement Plan Federal income tax withheld.  On line 54,
see if you owe this tax and if you must file thisPenalty Tax 51 enter your federal income tax withheld. This
form. Enter the tax from Form 5329 on line includes amounts from Forms W–2, W–2G,Advance Earned Income Credit
51. See Chapter 18 for more information on 1099–R, and any other Form 1099. It is im-Payments 52
IRAs. portant to check all of your statements to seeSection 72(m)(5) Excess Benefits Tax 53

whether any tax was withheld and to care-Uncollected Tax on Tips or Life
Advance earned income credit payments. fully add the amounts before making an entryInsurance Premiums 53
Include on line 52 any advance earned in- on line 54. If any amount you include on lineTax on excess Golden Parachute
come credit payments you received in 1994. 54 is from a Form 1099, check the box nextPayments 53
Your W–2 form(s) will show these payments to the line. The following table shows the
in box 9. proper boxes that record income tax

Self-employment tax.  You must file Sched- withholding.
ule SE (Form 1040) if either of the following Section 72(m)(5) excess benefits.  If you

FORM NUMBER LOCATION applies to you (or your spouse if you file a are or were a 5% owner of a business and
joint return): you received a distribution of excess benefits

W–2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 2
from a qualified pension or annuity plan, you1) You were self-employed, and your net W–2G . . . . . . . . . . . . . . . . . . . . . . . . . . . Box 2
may have to pay a penalty tax of 10% of theearnings from self-employment were 1099–B . . . . . . . . . . . . . . . . . . . . . . . . . Box 4
excess benefits distribution. Include the$400 or more, or 1099–DIV . . . . . . . . . . . . . . . . . . . . . . . Box 2
amount of the penalty in your total for line 53.

1099–G . . . . . . . . . . . . . . . . . . . . . . . . . Box 42) You had church employee income of Also wr i te the amount and ‘ ‘Sect ion
1099–INT . . . . . . . . . . . . . . . . . . . . . . . Box 4$108.28 or more. 72(m)(5)’’ on the dotted line next to line 53.
1099–MISC . . . . . . . . . . . . . . . . . . . . . Box 4

See Publication 560, Retirement Plans for
1099–OID . . . . . . . . . . . . . . . . . . . . . . . Box 4Complete Schedule SE (Form 1040) and the Self-Employed, for more information.
1099–PATR . . . . . . . . . . . . . . . . . . . . . Box 4show any tax you owe on line 47 (Form
1099–R . . . . . . . . . . . . . . . . . . . . . . . . . Box 41040). See Publication 533, Self-Employ- Uncollected employee social security

ment Tax, for more information. and Medicare or RRTA tax on tips (or
group-term life insurance).  If you did not Estimated tax payments.  If you made esti-

Alternative minimum tax.  Use Form 6251 have enough wages to cover the social se- mated tax payments for 1994, enter the total
to see if you owe any alternative minimum curity tax and Medicare tax or railroad retire- of these payments on line 55. Also enter on
tax. Enter the result on line 48 (Form 1040). ment (RRTA) tax due on tips you reported to line 55 any overpayment from your 1993 re-
This tax is briefly discussed later in this chap- your employer (or on group-term life insur- turn that you applied to your 1994 estimated
ter and in depth in the Instructions for Form ance), include the tax due in the total for line tax.
6251. 53. The amount of tax due will be shown on If you paid joint estimated tax but are now

your Form W–2. Also write the amount and filing separate income tax returns or if you di-
Recapture taxes.  If you must recapture an ‘‘Uncollected Tax’’ on the dotted line next to vorced in 1994, see Estimated Tax in Chap-
investment tax credit on Form 4255, a low-in- line 53. See Chapter 7 for more information. ter 5 for further directions.
come housing credit on Form 8611, or a fed-
eral mortgage subsidy on Form 8828, enter Golden parachute payments.  If you re- Earned income credit (EIC).  Enter your
the amount on line 49 (Form 1040) and ceived an excess parachute payment (EPP), earned income credit on line 56. You may be

Chapter 31 HOW TO FIGURE YOUR TAX Page 239



able to take this credit if lines 7 and 31 are apply your refund to any 1993 taxes you de- • That part of a deduction for certain deple-
ferred paying by filing Form 8841), see Re- tion that is more than the adjusted basis ofless than $23,755 and you had one qualify-
funds in Chapter 1. the property,ing child (less than $25,296 if you had more

than one qualifying child). A qualifying child • Part of a deduction for certain intangible
is one that meets certain age and other re- Amount You Owe drilling costs if the deduction (minus the
quirements and lived with you. Also, you may If the amount on line 53 is more than the amount that could have been deducted if
be able to take this credit if lines 7 and 31 are amount on line 60, subtract line 60 from line the cost were amortized over 120 months)
less than $9,000 and you do not have a qual- 53 and enter the result on line 64. This is the is more than 65% of the net income from
ifying child. You (or your spouse if filing amount you owe. For information on how to oil, gas, and geothermal properties, and
jointly) must have been at least age 25 but pay, see Amount You Owe in Chapter 1. • Tax-exempt interest on certain privateunder age 65 at the end of your tax year. To

activity bonds.find out if you can take the EIC, follow the Filled-in form.  A filled-in Form 1040 with
Form 1040 instructions for line 56. The certain forms and schedules is shown in

More information.  For more informationearned income credit is explained in Chapter Chapter 39.
about the alternative minimum tax, these and35.
other adjustments and preference items, and

Alternative Minimum Tax how to figure the AMT, see the instructions
Tax paid with extension.  If you paid any The tax laws give special treatment to some for Form 6251, Alternative Minimum Tax—
tax with Forms 4868, 2688, or 2350 (exten- kinds of income and allow special deductions Individuals.
sions of time to file), enter this amount on line and credits for some kinds of expenses. Tax-
57. payers who benefit from these laws may

have to pay at least a minimum amount of tax
Excess tax withheld.  If you worked for Tax Figured by IRS through an additional tax. This additional tax
more than one employer and had too much is called the alternative minimum tax If you want, the IRS will figure your tax for
social security or railroad retirement tax with- (AMT). you on Form 1040EZ, Form 1040A, or Form
held, enter the excess amount on line 58. You may have to pay the alternative mini- 1040.
This is explained in Chapter 36. mum tax if your taxable income for regular If the IRS figures your tax and you paid

tax purposes, combined with any of the ad- too much, you will receive a refund. If you did
Regulated investment company credit.  If justments and tax preference items that ap- not pay enough, you will receive a bill for the
you can take a regulated investment com- ply to you, is more than: balance. You may avoid interest or the pen-
pany credit, attach Copy B of Form 2439, alty for late payment if you pay the bill within$45,000 if your filing status is married fil-
Notice to Shareholder of Undistributed Long- 30 days of the date of the bill or by the dueing a joint return (or a qualifying wid-
Term Capital Gains. Include the amount of date for your return, whichever is later.ow(er) with dependent child),
the credit on line 59 and check box a.

$33,750 if your filing status is single or
Form 1040EZ head of household, orFuel tax credit.  If you can take a credit for
If you file Form 1040EZ by April 17, 1995,$22,500 if your filing status is married fil-tax on gasoline, diesel fuel, and other fuels
you may choose to have the IRS figure youring a separate return.used in your business, or for certain diesel-
tax. Put your name and address label onpowered cars, vans, and light trucks, attach
your return. If you do not have a label, printAdjustments.  Adjustments to taxable in-Form 4136. Include the amount of the credit
(do not type) your name, address, and socialcome include:on line 59 and check box b.
security number in the spaces provided.

• Addition of personal exemptions,
Total payments.  Add lines 54 through 59 • Addition of the standard deduction (if What to complete.  Read lines 1 through 7
and enter this total on line 60. This sum is claimed), and fill in the lines that apply to you. If you are
your total payments. filing a joint return, use the space under the• Addition of itemized deductions claimed

‘‘Note’’ to the left of line 5 to separately showfor state and local taxes, certain interest,
your taxable income and your spouse’s taxa-Refund or most miscellaneous deductions, and part
ble income.of medical expenses,Amount You Owe Earned income credit (EIC).  If you can

• Subtraction of any refund of state and lo-After you have your total tax (line 53) and take the EIC as discussed in Chapter 35, the
cal taxes included in gross income,your total payments (line 60), you must de- IRS will figure the credit for you. You must

termine if you are due a tax refund or if you • Accelerated depreciation in excess of enter the amount and type of any nontaxable
owe additional tax. straight line, earned income in the boxes to the left of line

7. Print ‘‘EIC’’ in the space to the right of the• Change in method of determining income
words ‘‘earned income below.’’Refund from long-term contracts entered into on

or after March 1, 1986,If the amount on line 60 is more than the
Filing the return.  Sign and date your returnamount on line 53, subtract line 53 from line • Difference between gain or loss on the (both spouses must sign a joint return) and60 and enter the result on line 61. This is the sale of property reported for regular tax enter your occupation(s). Attach Copy B oramount of tax you have overpaid. If you want purposes and AMT purposes, the first copy of all your Forms W–2 to yourthe entire amount refunded to you, enter the • For stock acquired during the year through return. Mail the return to the Internal Reve-amount on line 62. If you want all of your the exercise of an incentive stock op- nue Service Center for the area where youoverpayment applied to your 1995 estimated tion, add any excess fair market value of live.tax, enter the amount on line 63. If you want the stock over the amount you paid for it,

part of your overpayment applied to your
• Change in method of determining income Form 1040A 1995 estimated tax, you must complete both

from certain installment sales, andlines 62 and 63. The amount on line 63 will If you file Form 1040A by April 17, 1995, you
be credited to your 1995 estimated taxes un- • Change in method of determining passive may choose to have the IRS figure your tax.
less you request us to apply it to your activity loss deduction. Place your name and address label on your
spouse’s account. This request should in- return. If you do not have a label, fill in (print
clude your spouse’s social security number. Tax preference items. Tax preference or type) your name, address, and social se-
For information on refunds (including how to items include: curity number. If you are married, give the
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social security numbers of both spouses attach any Form 1099–R you received that (print or type) your name, address, and so-
even if you file separately. has withholding tax in box 4. cial security number. If you are married, give

If you must use Form 8615, Tax for Chil- the social security numbers of both spouses
dren Under Age 14 Who Have Investment In- Filing the return.  Sign and date your return. even if you file separately.
come of More Than $1,200, or if you want Also fill in your occupation. If you are filing a
any of your refund applied to your 1995 esti- joint return, both you and your spouse must What to complete.  Read lines 1 through 37mated tax, the IRS cannot figure your tax for sign it. Show both of your occupations on a

and fill in the lines that apply to you.you. joint return. Mail the return to the Internal
If you are filing a joint return, use theRevenue Service Center for the area where

space under the words Adjustments to In-What to complete.  Read lines 1 through 22 you live.
come on the front of your return to show yourand fill in the lines that apply to you. If you file
taxable income and your spouse’s taxablea joint return, use the space to the left of line Form 1040 income separately.22 to separately show your own and your

If you file Form 1040 by April 17, 1995, you Read lines 39 through 59. Fill in the linesspouse’s taxable income. Complete lines
may choose to have the IRS figure your tax if that apply to you, but do not fill in the Total24a, 26, 28a, and 28b if they apply to you.
you meet all of the conditions described lines. Please be sure to fill in line 54 for fed-Also, enter any write-in information that ap-
below:plies to you in the space to the left of line 28d. eral income tax withheld.

Credit for child and dependent care 1) All of your income for 1994 was from Fill in any forms or schedules asked for
expenses.  If you can take this credit, com- wages, salaries, tips, interest, divi- on the lines you completed, and attach them
plete Schedule 2 and attach it to your return. dends, taxable social security benefits, to your return when you file it.
You must show on Schedule 2 the name, ad- unemployment compensation, IRA dis- Credit for the elderly or the disabled.  If
dress, and identifying number of the person tributions, pensions, or annuities. you can take the credit for the elderly or the
or organization who provided the care. Enter disabled, as discussed in Chapter 34, attach2) Your taxable income on line 37 is less
the amount of the credit on line 24a (Form Schedule R. Write ‘‘CFE’’ on the dotted linethan $100,000.
1040A). The IRS will not figure this credit. next to line 42 of Form 1040. The IRS will fig-3) You do not itemize deductions.Credit for the elderly or the disabled.  If ure the credit for you. On Schedule R, check
you can take this credit, attach Schedule 3 to 4) You do not file any of the following the box for your filing status and age, and fill
your return and write ‘‘CFE’’ in the space to forms: in lines 11 and 13 of Part III if they apply. Alsothe left of line 24b (Form 1040A). The IRS

a) Form 2555, Foreign Earned Income. complete Part II of Schedule R if it applies.will figure this credit for you. Check the box
Earned income credit.  If you can takeb) Form 2555-EZ, Foreign Earned In-on Schedule 3 for your filing status and age,

the earned income credit, as discussed income Exclusion.and fill in lines 11 and 13 of Part III if they ap-
Chapter 35, the IRS will figure it for you.ply. Also, complete Part II of Schedule 3 if it c) Form 4137, Social Security and Medi- Write ‘‘EIC’’ next to line 56 of Form 1040 andapplies. See Chapter 34 for more information care Tax on Unreported Tip Income. enter the amount and type of any nontaxableabout this credit.

d) Form 4970, Tax on Accumulation earned income in the space provided. Also, ifAdvance earned income credit pay-
Distribution of Trusts. you have a qualifying child, fill in Schedulement.  If you received any advance earned

EIC and attach it to your return.income credit payment during 1994, enter e) Form 4972, Tax on Lump-Sum
Payments.  Place any income tax with-the amount on line 26. Your Form(s) W–2 will Distributions.

show these payments in box 9. held that is shown in box 2 of Form W–2, orf) Form 6198, At-Risk Limitations.
Payments.  Place any income tax with- the appropriate box of Form 1099, on line 54.

g) Form 6251, Alternative Minimumheld that is shown in box 2 of Form W–2, or Attach Copy B or the first copy of all your
Tax—Individuals.the appropriate box of Form 1099, on line Form(s) W–2 to your return. Also attach any

28a. Place any estimated tax payments you h) Form 8615, Tax for Children Under Form 1099–R you received that has with-
made on line 28b. Age 14 Who Have Investment Income holding tax in box 4.

Earned income credit.  If you can take of More Than $1,200. Place any estimated tax payments you
the earned income credit, as discussed in made on line 55.i) Form 8814, Parents’ Election To Re-Chapter 35, the IRS will figure the credit for

port Child’s Interest and Dividends.you. Write ‘‘EIC’’ next to line 28c. Also, enter
Filing the return.  Be sure to sign and date5) You do not want any of your refund ap-any nontaxable earned income in the space
your return and show your occupation(s). Ifplied to your 1995 estimated tax.provided. If you have a qualifying child, fill in
you are filing a joint return, both you and yourSchedule EIC and attach it to your return.
spouse must sign it. Mail your return to theName, address, and social security num-
Internal Revenue Service Center for the areaForm W–2.  Attach Copy B or the first copy ber.  Put your name and address label on
where you live.of all your Form(s) W–2 to your return. Also your return. If you do not have a label, fill in
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tax return must be used when applying the 3) Your child had income only from interest
special tax rules for the investment income of and dividends (including Alaska Perma-
a child under 14. Only that parent can make nent Fund dividends).32.
the election described later under Parent’s

4) The dividend and interest income wasElection to Report Child’s Unearned Income,
less than $5,000.Tax on and only that parent’s tax rate and other re-

turn information is used in the computations 5) No estimated tax payment was made forInvestment explained later under Child’s Return Filed 1994 and no 1993 overpayment was ap-
(Parent’s Election Not Made). plied to 1994 under your child’s nameIncome of Certain and social security number.
Child’s parents married.  If the child’s par- 6) No federal income tax was withheldMinor
ents are married to each other and file sepa- from your child’s income under the
rate returns, use the return of the parent with backup withholding rules.
the greater taxable income. If they file a jointChildren 7) You are the parent whose return mustreturn, use the joint return.

be used when applying the special taxParents treated as not married.  If a
rules for children under 14. (See Whichchild’s parents are married but not living to-
Parent’s Return To Use, earlier.)gether, and the parent with whom the childIntroduction

lives (the custodial parent) is considered un-
This chapter discusses two special tax rules married, use the return of the custodial par- How to elect.  Make the election by attach-
that apply to certain investment income of a ent. If the custodial parent is not considered ing Form 8814 to your Form 1040 or Form
child under age 14: unmarried, use the return of the parent with 1040NR. Attach a separate Form 8814 for

the greater taxable income.1) A child’s parent may be able to choose each child for whom you make the election.
For an explanation of when a marriedto include the child’s interest and divi-

person living apart from his or her spouse isdend income on the parent’s return so Tax effect of election.  The federal income
considered unmarried, see Head of House-the child does not have to file a return. tax on your child’s income may be more if
hold in Chapter 2.See Parent’s Election to Report Child’s you make the Form 8814 election rather than

Unearned Income, later. file a return for the child. The Form 8814 Step
Child’s parents divorced.  If a child’s par- 1 base amount ($1,000 not taxed at your2) If a child’s interest, dividends, and other
ents are divorced or legally separated, and higher rate) and the Step 2 nontaxableinvestment income total more than
the parent who had custody of the child for amount ($500) are not increased for inflation,$1,200, part of that income may be
the greater part of the year (the custodial par- as are the comparable tax benefits on thetaxed at the parent’s tax rate instead of
ent) has not remarried, use the return of the child’s return. Also, by making the Formthe child’s tax rate. See Child’s Return
custodial parent. 8814 election, you cannot take certain de-Filed (Parent’s Election Not Made),

Custodial parent remarried.  If the cus- ductions the child would be entitled to on hislater.
todial parent has remarried, the stepparent or her return, as explained next.
(rather than the noncustodial parent) is Deductions you cannot take.  If you useFor this purpose, the term ‘‘child’’ includes a
treated as the child’s other parent. There- Form 8814, you cannot take any of the fol-legally adopted child and a stepchild. These
fore, the earlier discussion under Child’s par- lowing deductions that could have beenrules apply whether or not the child is a
ents married applies.dependent. taken on your child’s return:

These rules do not apply if:
1) Standard deduction of $600 ($1,550 ifChild’s parents never married.  If a child’s

• The child is not required to file a tax return, your child was blind),parents did not marry each other, but lived
or together all year, use the return of the parent 2) Deduction for penalty on early with-

with the greater taxable income. If the par-• Neither of the child’s parents were living at drawal of your child’s savings, and
ents did not live together all year, the rulesthe end of the tax year.

3) Itemized deductions (such as yourexplained earlier under Child’s parents di-
child’s investment expenses or charita-vorced apply.
ble contributions).Useful Items

Widows and widowers.  Widows and wid-You may want to see:
owers must use the rules explained earlier Increased adjusted gross income.  If
under Child’s parents divorced. you use Form 8814 to add your child’s in-Publication

come to yours, your increased adjusted
❏ 929 Tax Rules for Children and gross income may reduce certain items on

Dependents your return, such as any itemized deductionsParent’s Election for medical expenses, casualty and theft
Form (and Instructions) losses, and certain miscellaneous expenses.to Report
❏ 8615 Tax for Children Under Age 14

Who Have Investment Income of More Penalty for underpayment of estimatedChild’s Unearned
Than $1,200 tax.  If you make this election for 1994 andIncome did not have enough tax withheld or pay❏ Form 8814 Parents’ Election To

enough estimated tax to cover the tax youReport Child’s Interest and Dividends If you elect to include your child’s interest
owe, you may be subject to a penalty. If youand dividend income on your tax return, the
plan to make this election for 1995, you maychild does not have to file a return.
need to increase your federal income taxYou can make this election for 1994 only
withholding or your estimated tax paymentsif all the following conditions are met.
to avoid the penalty. See Chapter 5 forWhich Parent’s

1) Your child was under age 14 on January information.
1, 1995.Return To Use 

More information.  For more information2) Your child is required to file a return forFor parents who do not file a joint return, the
about this election, get Publication 929.1994 unless you make this election.following discussions explain which parent’s
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Child’s Return Filed
(Parent’s Election
Not Made) 
Part of a child’s 1994 investment income
may be subject to tax at the parent’s tax rate
if:

1) The child was under age 14 on January
1, 1995,

2) The child’s investment income was
more than $1,200, and

3) The child is required to file a return for
1994.

Figure 32–A illustrates this.
If the child’s parent does not or cannot

choose to include the child’s income on his or
her return, figure the child’s tax on Form
8615. Attach the form to the child’s Form
1040, Form 1040A, or Form 1040NR.

On Form 8615, enter the names and so-
cial security numbers of the child and the
parent in the spaces provided. (If the parents
filed a joint return, enter the name and social
security number of the parent who is listed
first on the joint return.) Check the box for the
parent’s filing status. Then figure the child’s
tax on Form 8615 in these three steps:

Step 1. Figure the child’s net investment
income.

Step 2. Figure a tentative tax on the net
investment income based on the par-
ent’s tax rate.

Step 3. Figure the child’s tax.

amount on Form 8615, write ‘‘Estimated’’ on the child must include in total income. Non-
taxable investment income, such as tax-ex-the line next to the amount.Alternative minimum tax.  A child may be
empt interest and the nontaxable part of so-When you get the correct information, filesubject to alternative minimum tax (AMT) if
cial security and pension payments, is notan amended return on Form 1040X,he or she has certain items given preferential
included.Amended U.S. Individual Income Tax Re-treatment under the tax laws or certain ad-

turn. See Parent’s return information notjustments to taxable income that total more
available under Child’s Return Filed (Par-than an exemption amount. See Alternative Sources of income.  A child’s investment in-
ent’s Election Not Made) in Publication 929Minimum Tax in Chapter 31. come includes all income produced by prop-
for more information.AMT is figured on Form 6251. For infor- erty belonging to the child, regardless of

mation on special limits that apply to a child whether the property was transferred to the
who files Form 6251, see Limit on AMT child or purchased by the child, and regard-Step 1. Figuringunder Alternative Minimum Tax in Publica- less of when the property was transferred or

Net Investment Income tion 929. purchased or who transferred it. Investment
income includes amounts produced by as-The first step in figuring a child’s tax using
sets the child obtained with earned incomeParent’s return information.  See Which Form 8615 is to figure the child’s net invest-
(such as interest on a savings account intoParent’s Return To Use, at the beginning of ment income. This is done on lines 1 through
which the child deposited wages).this chapter, for information on which par- 5 of Form 8615. First figure the child’s gross A child’s investment income includes in-ent’s return information must be used on (total) investment income. come produced by property given as a gift toForm 8615.
the child under the Uniform Gift to MinorsDifferent tax years.  If the parent and the
Act.child do not have the same tax year, com- Investment Income 

plete Form 8615 using the information on the
Example.  Amanda Black, 13, receivedInvestment income generally includes all in-parent’s return for the tax year that ends in

the following income:come other than salaries, wages, and otherthe child’s tax year.
amounts received as pay for work actuallyUsing estimates.  If the information Dividends — $600done. It includes taxable interest, dividends,needed from the parent’s return is not known
capital gains, the taxable part of social secur- Wages — $2,100by the time the child’s return is due (usually
ity payments, and pension payments andApril 15), you can file the return using
certain distributions from trusts. Taxable interest — $1,200estimates.

 Any reasonable estimate can be used. Tax-exempt interest — $100
Nontaxable income.  For this purpose, in-This includes using information from last

year’s return. If you use an estimated vestment income includes only amounts that Net capital gains — $100.
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The dividends were on stock given to her by 30 for more information about the 2% of ad- their incomes must be figured at their par-
justed gross income limit on miscellaneous ents’ rate. On Form 8615, Bill’s and Patty’sher grandparents. Amanda’s investment in-
itemized deductions. net investment incomes are combined andcome is $1,900. This is the total of the divi-

the total ($5,000) is added to their parents’dends ($600), taxable interest ($1,200), and
taxable income shown on their joint tax re-Net investment income cannot be morenet capital gains ($100). Her wages are
turn. The difference between (1) the tax fig-than taxable income.  A child’s net invest-earned income (not investment) because
ured on the total of their parents’ taxable in-ment income cannot be more than his or herthey are pay received for work actually done.
come plus the children’s net investmenttaxable income. If the child’s taxable incomeHer tax-exempt interest is not included be-
income and (2) the actual tax on their par-is less than net investment income, thecause it is nontaxable.
ents’ return is $1,750. This difference (thechild’s net investment income is the same
tentative tax) must be allocated between Billamount as the taxable income. See line 5 ofTrust income.  If a child is the beneficiary of
and Patty.Form 8615.a trust, distributions of taxable interest, divi-

The amount allocated to Bill is $700.dends, capital gains, and other investment
income from the trust are investment income Step 2. Figuring $2,000 × $1,750 = $700$5,000to the child. Tentative Tax at

The amount allocated to Patty is $1,050.Parent’s Tax Rate Net Investment Income 
The tentative tax is the difference in the tax $3,000 × $1,750 = $1,050A child’s net investment income is generally on the parent’s taxable income figured with $5,000

his or her gross (total) investment income re- and without the child’s net investment in-
duced by the sum of the following three come. Figure it on lines 6 through 13 of Form
items: 8615 as follows: Step 3. Figuring
1) Adjustments to income that are related 1) Figure the tax on the total of the parent’s the Child’s Tax 

to the investment income (such as the taxable income plus the child’s net in- The final step in figuring a child’s tax using
penalty on early withdrawal of savings), vestment income at the parent’s tax Form 8615 is to determine the larger of:
plus rate.

1) The total of:
2) Figure the tax on the parent’s taxable in-2) $600, plus

a) The child’s share of the tentative taxcome without including the child’s net in-
3) The greater of $600 or the child’s item- based on the parent’s tax rate, plusvestment income.

ized deductions that are directly con-
b) The tax on the child’s taxable income3) Subtract the tax in (2) from the tax in (1).nected (defined later) with the produc-

in excess of net investment income,This is the tentative tax.tion of his or her investment income.
figured at the child’s tax rate, or

Caution.  When making these computa- 2) The tax on the child’s taxable income,
Example 1.  Eleanor, 8, has investment tions, do not take into account the child’s net figured at the child’s tax rate.

income of $16,000 and an early withdrawal investment income in figuring any exclusion,
penalty of $100. She has itemized deduc- deduction, or credit on the parent’s return. The child’s tax is figured on lines 14
tions of $1,100 that are directly connected Special rule.  See Trusts under Step 2. through 18 of Form 8615.
with the production of her investment in- Figuring Tentative Tax At Parent’s Tax Rate
come. Her net investment income is in Publication 929 for information about a Illustrated Example $14,200. This is her total investment income special rule that may apply if the parent is the
of $16,000, reduced by $1,800. The $1,800 The following example includes a completedgrantor of a trust.
is the sum of the early withdrawal penalty Form 8615.
($100), plus $600, plus the directly con- John and Laura Brown have one child,More Than One Child nected itemized deductions ($1,100). Sara. She is 13 and has $2,500 taxable inter-

If the tax return information of the child’s par- est and dividend income and $1,500 earnedExample 2.  Roger, 12, has investment ent is used on Forms 8615 for other children income. She does not itemize deductions.income of $8,000, no adjustments to income, (including adopted children and stepchil- John and Laura file a joint return with John’sand itemized deductions of $300 that are di- dren), the net investment income of all these name and social security number listed first.rectly connected with his investment income. children is used in figuring the tentative tax. They claim three exemptions, including anHis net investment income is $6,800. This is The tentative tax is then allocated to each exemption for Sara, on their return.his total investment income of $8,000, re- child according to the child’s share of the to- Because Sara has both earned andduced by $1,200 ($600 + $600). tal net investment income. unearned income and her gross income is
His investment income is reduced by If the net investment income of the other more than $600, she must file a tax return.

$1,200 because he has no adjustments to in- children is not available when the return is Because she is under age 14 and has more
come and his directly connected itemized due, either file the return using estimates or than $1,200 investment income, part of her
deductions ($300) are not more than $600. use an extension of time to file. Extensions income may be subject to tax at her parents’

are discussed under Extensions of Time to rate. A completed Form 8615 must be at-
File in Chapter 1.Directly connected itemized deductions. tached to her return.

Itemized deductions are directly connected Sara’s father, John, fills out Sara’s return
Allocation of tentative tax.  The tentativewith the production of investment income if for her.
tax is allocated to each child by multiplyingthey are for expenses paid to produce or col- John enters his name and social security
the total tentative tax by a fraction. The nu-lect taxable income or to manage, conserve, number on Sara’s Form 8615 because his
merator (top number) of the fraction is theor maintain property held for producing in- name and number are listed first on the joint
child’s net investment income. The denomi-come. These expenses include custodian return he and Laura are filing. He checks the
nator (bottom number) is the total of the netfees and service charges, service fees to col- box for married filing jointly.
investment income of all the children. The re-lect taxable interest and dividends, and cer- He enters Sara’s investment income,
sult of each multiplication is that child’s sharetain investment counsel fees. They are de- $2,500, on line 1. Sara does not itemize de-
of the tentative tax.ducted on Schedule A (Form 1040) to the ductions, so John enters $1,200 on line 2. He

extent that they, plus certain other miscella- Example.  The Oaks’ two children, Bill enters $1,300 on line 3 ($2,500 − $1,200).
neous itemized deductions, are more than and Patty, ages 11 and 12, have $2,000 and Sara’s taxable income, as shown on line
2% of adjusted gross income. See Chapter $3,000 of net investment income. Tax on 22 of her Form 1040A, is $2,500. This is her
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total income ($4,000) minus her standard de- Using the column for married filing jointly amounts on lines 13 ($364) and 15 ($182)
duction ($1,500). Her standard deduction is in the Tax Table, John finds the tax on and enters the total, $546, on line 16.
limited to the amount of her earned income. $49,300. He enters the tax, $8,871, on line 9. Using the column for single filing status in
John enters $2,500 on line 4. He enters $8,507 on line 10. This is the tax the Tax Table, John finds the tax on $2,500

John compares the amounts on lines 3 from line 38 of John and Laura’s Form 1040. (the amount on line 4). He enters this tax,
and 4 and enters the smaller amount, He enters $364 on line 11 ($8,871 − $8,507). $377, on line 17. 
$1,300, on line 5. John skips lines 12a and 12b and enters John compares the amounts on lines 16

John enters $48,000 on line 6. This is the $364 on line 13. and 17 and enters the larger amount, $546,
taxable income from line 37 of John and John subtracts the amount on line 5 on line 18 of Sara’s Form 8615. He also en-
Laura’s joint Form 1040 return. Sara is an ($1,300) from the amount on line 4 ($2,500) ters that amount on line 23 of Sara’s Form
only child, so line 7 is blank. He adds the and enters the result, $1,200, on line 14. Us- 1040A and checks the box on that line for
amounts on line 5 ($1,300), line 6 ($48,000), ing the column for single filing status in the ‘‘Form 8615.’’ John also completes Schedule
and line 7 and enters the $49,300 total on Tax Table, John finds the tax on $1,200. He 1 (Form 1040A) for Sara.
line 8. enters this tax, $182, on line 15. He adds the
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❏ 940–EZ Employer’s Annual Federal Qualifying Person Test 
Unemployment (FUTA) Tax Return

Your child and dependent care expenses33.
❏ 942 Employer’s Quarterly Tax Return must be for the care of one or more members

for Household Employees of your home who are qualifying persons. A
qualifying person is:Child and ❏ Schedule 2 (Form 1040A) Child and
1) Your dependent who was under age 13Dependent Care Expenses for FormDependent Care when the care was provided and for1040A Filers

whom you can claim an exemption,
❏ 2441 Child and Dependent CareCredit

2) Your spouse who was physically orExpenses
mentally unable to care for himself or

❏ 6251 Alternative Minimum Tax— herself, or
Individuals

3) Your dependent who was physically orImportant Reminders mentally unable to care for himself or
herself and for whom you can claim anYou may have to pay employment taxes.
exemption (or could claim an exemptionIf you pay someone to come to your home
except the person had $2,450 or moreand care for your dependent or spouse, you Tests To Claim
of gross income).may be a household employer who has to the Credit pay employment taxes. Usually, you are not

If you are divorced or separated, seea household employer if the person who To be able to claim the credit for child and Child of Divorced or Separated Parents tocares for your child or dependent does so at dependent care expenses, you must meet determine which parent may treat the childhis or her home or place of business. See all the following tests. These tests are as a qualifying person.Publication 926, Employment Taxes for presented in Figure 33–A and are also ex-
Household Employers, for a discussion of plained in detail in this chapter. You must file Physically or mentally unable to care foremployment taxes and what forms you must Form 1040 or Form 1040A, not Form oneself.  Persons who are not able to dress,file if you are a household employer. 1040EZ. clean, or feed themselves because of physi-

cal or mental problems are considered not1) The care must be for one or more quali-Provider identification.  You must provide
capable of self-care. Also, persons who re-fying persons. (See Qualifying Personcertain information on all persons or organi-
quire constant attention to prevent them fromTest, later.)zations that care for your child or dependent.
injuring themselves or others are consideredFor information on this identification, see 2) You (and your spouse if you are mar- not capable of self-care.Provider Identification Test, later. ried) must keep up a home that you live

in with the qualifying person or persons.
Person qualifying for part of year.  You de-(See Keeping Up a Home Test, later.)
termine a person’s qualifying status eachIntroduction 3) You (and your spouse if you are mar- day. For example, if the person you pay child

ried) must have earned income during and dependent care expenses for no longerThis chapter discusses the credit for child
the year. (However, under Earned In- qualifies on September 16, count only thoseand dependent care expenses and covers
come Test, later, see Rule for a student- expenses through September 15. Also seethe following topics:
spouse or spouse not capable of self- Dollar Limit, later.

• Tests you must meet to claim the credit care.)
• How to figure the credit Child of Divorced4) You must pay child and dependent care
• How to claim the credit or Separated Parents expenses so you (and your spouse if

you are married) can work or look for To be a qualifying person, your child usually• Employment taxes you may have to pay
work. (See Work-Related Expense Test, must be your dependent for whom you canas a household employer
later.) claim an exemption. But an exception may

apply if you are divorced or separated. UnderIf you pay someone to care for your de- 5) Your filing status is Single, Head of
the exception, if you are the custodial parent,pendent under age 13, or your spouse or de- household, Qualifying widow(er) with
you can treat your child as a qualifying per-pendent who is not capable of self-care, you dependent child, or Married filing jointly.
son even if you cannot claim the child’s ex-may be able to get a credit of up to 30% of You must file a joint return if you are
emption. If you are the noncustodial parent,your expenses. To qualify, you must pay married, unless an exception discussed
you cannot treat your child as a qualifyingthese expenses so you can work or look for later under Joint Return Test applies to
person even if you can claim the child’swork. You must also meet certain other tests, you.
exemption.which are explained in this chapter.

6) You must identify the care provider on This exception applies if:
your tax return. (See Provider Identifica- 1) One or both parents had custody of theUseful Items
tion Test, later.) child for more than half of the year,You may want to see:

7) You must make payments for child and 2) One or both parents provided more than
dependent care to someone you (orPublication half of the child’s support for the year,
your spouse) cannot claim as a depen- and❏ 503 Child and Dependent Care
dent. If you make payments to yourExpenses 3) Either—child, he or she cannot be your depen-

❏ 926 Employment Taxes for dent and must be age 19 or older by the a) The custodial parent signed Form
Household Employers end of the year. (See Payments to Rela- 8332, Release of Claim to Exemption

tives, later.) for Child of Divorced or Separated
Form (and Instructions) Parents, or a similar statement,8) You exclude less than $2,400 (less than

agreeing not to claim the child’s ex-❏ W–10 Dependent Care Provider’s $4,800 if two or more qualifying persons
emption for the year, orIdentification and Certification were cared for) of dependent care assis-

❏ 940 Employer’s Annual Federal tance benefits. (See Reduced Dollar b) The noncustodial parent provided at
Unemployment (FUTA) Tax Return Limit, later.) least $600 for the child’s support and
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can claim the child’s exemption under charges, home repairs, insurance on the mechanical schools. It does not include on-
a pre-1985 decree of divorce or sepa- home, and food eaten at home. the-job training courses, correspondence
rate maintenance, or written The costs of keeping up a home do not in- schools, and night schools.
agreement. clude payments for clothing, education,

medical treatment, vacations, life insurance, Work-Relatedtransportation, and mortgage principal. TheyYou can use Figure 33–B to see whether this
also do not include the purchase, permanent Expense Test exception applies to you. If it applies, only the
improvement, or replacement of property.custodial parent can treat the child as a quali- Child and dependent care expenses must be
For example, you cannot include the cost offying person. If the exception does not apply, work related to qualify for the credit. Ex-
replacing a water heater. However, you canfollow the regular rules for a qualifying per- penses are considered work related only if:
include the cost of repairing a water heater.son under Qualifying Person Test, earlier.

• They allow you (and your spouse if you areIf you can take the credit because of this
married) to work or look for work, andexception, write your child’s name in the Earned Income Test 

space to the left of line 3, Form 2441 or • They are for a qualifying person’s care.To claim the credit, you (and your spouse ifSchedule 2 (Form 1040A).
you are married) must have earned income

Example.  You are divorced and have during the year.
custody of your 8-year-old child. You sign Working or Looking for Work 
Form 8332 to allow your ex-spouse to take Earned income includes  wages, salaries, To be work related, your expenses must al-the exemption. You pay child care expenses tips, other employee compensation, and net low you to work or look for work. If you areso you can work. Your child is a qualifying earnings from self-employment. Earned in- married, generally both you and your spouseperson and you, the custodial parent, can come also includes strike benefits and any must work or look for work. Your spouse isclaim the credit for those expenses, even disability pay you report as wages. Earned treated as working during any month he orthough your ex-spouse claims an exemption income is reduced by any net loss from self- she is a full-time student or is physically orfor the child. employment. mentally not capable of self-care.

Members of the clergy and religious
Whether your expenses allow you toCustodial parent.  You are the custodial workers.  Certain income earned by minis-

work or look for work depends on the facts.parent if, during the year, you have custody ters, members of religious orders, and Chris-
For example, the cost of a sitter while youof your child longer than your child’s other tian Science practitioners may not be consid-
and your spouse go out to eat is not normallyparent has custody. ered earned income for this purpose. See
a work-related expense. Also, expenses arePublication 503.
not considered work related merely becauseDivorced or separated.  For purposes of
you had them while you were working.determining whether your child is a qualifying Earned income does not include  pensions

Your work can be for others or in yourperson, you are considered divorced or sep- or annuities, social security payments, work-
own business or partnership. It can be eitherarated if either of the following apply. ers’ compensation, interest, dividends, or
full time or part time. Work also includes ac-1) You are divorced or separated under a unemployment compensation. It also does
tively looking for work. However, if you do notdecree of divorce or separate mainte- not include scholarship or fellowship grants,
find a job and have no earned income for thenance or a written separation agree- except for amounts paid to you for teaching,
year, you cannot take this credit. See Earnedment, or research, or other services.
Income Test, earlier. Unpaid volunteer work

2) You lived apart from your spouse for all or volunteer work for a nominal salary doesRule for a student-spouse or spouse notof the last 6 months of the year. not qualify.capable of self-care.  Your spouse is
treated as having earned income for any

Work for part of year.  If you work or ac-month that he or she is:Keeping Up a Home Test tively look for work during only part of the pe-
1) A full-time student, or riod covered by the expenses, then you mustTo claim the credit, you (and your spouse if
2) Physically or mentally not capable of figure your expenses for each day. For ex-you are married) must keep up a home that

self-care. ample, if you work all year and pay care ex-you live in with one or more qualifying per-
penses of $120 a month ($1,440 for thesons. You are keeping up a home if you pay

Figure the earned income of the nonworking year), all the expenses are work related.more than half the cost of running it for the
spouse as shown under Earned Income However, if you work or look for work for onlyyear.
Limit, under How To Figure the Credit, later. 2 months and 15 days during the year and

This rule applies to only one spouse for pay expenses of $120 a month, your work-Home.  The term ‘‘home’’ means the main
any one month. If, in the same month, both related expenses are limited to $300 (21/2home for both you and the qualifying person.
you and your spouse do not work and are ei- months × $120).Your home can be the main home even if the
ther full-time students or physically or men-qualifying person does not live there all year
tally not capable of self-care, only one of youbecause of his or her: Payments while you are out sick.  Do not
can be treated as having earned income in count as work-related expenses amounts1) Birth,
that month. you pay for child and dependent care while2) Death, or Full-time student.  You are a full-time you are off work because of illness. These
student if you are enrolled at and attend a3) Temporary absence due to: amounts are not paid to allow you to work.
school for the number of hours or classes This applies even if you get sick pay and area) Sickness,
that the school considers full time. You must still considered an employee.b) School, have been a student for some part of each of

c) Business, 5 calendar months during the year. (The
Care of a Qualifying Person months need not be consecutive.) If you at-d) Vacation,
To be work related, your expenses must betend school only at night, you are not a full-

e) Military service, or to provide care for a qualifying person. Youtime student. However, as part of your full-
f) Custody agreement. do not have to choose the least expensivetime course of study, you may attend some

way of providing the care.night classes.
Costs of keeping up home.  The costs of The term ‘‘school’’ includes elementary Expenses for household services qualify
keeping up a home normally include property schools, junior and senior high schools, col- if part of the services is for the care of qualify-
taxes, mortgage interest, rent, ut i l i ty leges, universities, and technical, trade, and ing persons. See Household services, later.
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Expenses are for the care of a qualifying school and back, is not considered a work- Death of spouse.  If your spouse died during
person only if their main purpose is the per- related expense. This includes the costs of the year and you do not remarry before the
son’s well-being and protection. Expenses bus, subway, taxi, or private car. Also, if you end of the year, you generally must file a joint
for care do not include amounts you pay for pay the transportation cost for the care pro- return to take the credit. If you do remarry
food, clothing, and entertainment. However, vider to come to your home, you cannot before the end of the year, the credit can be
if these amounts are incident to and cannot count this cost as a work-related expense. claimed on your deceased spouse’s sepa-
be separated from the cost of caring for the rate return.
qualifying person, you can count the total Household services.  Expenses you pay for
cost. household services meet the work-related Provider

expense test if they are at least partly for the Identification Test Schooling.  You can count the total cost of well-being and protection of a qualifying
sending your child to school if: person. You must identify all persons or organiza-

Household services are ordinary and tions that provide care for your child or de-1) Your child is not in the first grade or any
usual services done in and around your pendent. Do this on the same form you usehigher grade, and
home that are necessary to run your home. to claim the credit. If you file Form 1040, use2) The amount you pay for schooling is in-
They include the services of a housekeeper, Part I of Form 2441 to report the required in-cident to and cannot be separated from
maid, or cook. However, they do not include formation. If you file Form 1040A, use Part Ithe cost of care.
the services of a chauffeur, bartender, or of Schedule 2.
gardener. See Household Services in Publi-You can use the total cost of schooling
cation 503, for more information. Information required.  To identify the carebelow first grade only if the cost of schooling

Taxes paid on wages.  If you pay wages provider, you must give the provider’s:cannot be separated from the cost of the
for household help, you may have to pay thechild’s care. If your child is in the first grade 1) Name,employer’s portion and withhold the employ-or higher, or if the cost of schooling can be
ee’s portion of social security and Medicare 2) Address, andseparated, you must divide the total cost be-
taxes. You may also have to pay federal un-tween the cost of care and the cost of school- 3) Taxpayer identification number.employment (FUTA) tax and similar stateing. You can count only the cost of care in fig-
taxes. The taxes you pay on wages for quali-uring your credit.
fying child and dependent care services are If the care provider is an individual, the

Example 1.  You take your 3-year-old work-related expenses. See Employment taxpayer identification number is his or her
child to a nursery school that provides lunch Taxes for Household Employers, later. social security number. If the care provider is
and educational activities as a part of its pre- an organization, then it is the employer iden-
school child care service. You can count the tification number (EIN).Payments to Relatives total cost in figuring the credit. The taxpayer identification number is not

You can count work-related payments youExample 2.  Your 5-year-old child goes required if the care provider is one of certain
pay to relatives who are not your depen-to kindergarten in the morning. In the after- tax-exempt organizations (such as a church
dents, even if they live in your home. How-noon, she attends an after-school day care or school). In this case, write ‘‘Tax-Exempt’’
ever, do not count any amounts you pay to:program at the same school. Your total cost in the space where the tax form calls for the

for sending her to the school is $3,000, of number.1) A dependent for whom you (or your
which $1,800 is for the after-school program. If you cannot provide all of the informa-spouse if you are married) can claim an
Only the $1,800 qualifies for figuring the tion required, or the information is incorrect,exemption, or
credit. you must be able to show that you used due

2) Your child who was under age 19 at the diligence (discussed later) in trying to furnishExample 3.  You place your 10-year-old
end of the year, even if he or she is not the required information.child in a boarding school so you can work
your dependent.full time. Only the part of the boarding school

expense that is for the care of your child is a Getting the information.  You can use
work-related expense. You cannot count any Form W–10 to request the required informa-
part of the amount you pay the school for tion from the care provider. If you do not useJoint Return Test
your child’s education. Form W–10, you can get the required infor-Generally, married couples must file a joint

mation from:return to take the credit. However, if you areCare outside your home. You can count
legally separated or living apart from your 1) A copy of the provider’s social securitythe cost of care provided outside your home
spouse, you may be able to file a separate card,if the care is for your dependent under age
return and still take the credit.13, or any other qualifying person who regu- 2) A copy of the provider’s driver’s license

larly spends at least 8 hours each day in your (in a state where the license includes
Legally separated.  You are not consideredhousehold. the social security number),
married if you are legally separated fromDependent care center.  You can count
your spouse under a decree of divorce or 3) A copy of the provider’s completed Formcare provided outside your home by a de-
separate maintenance. You are eligible to W–4 if he or she is your householdpendent care center if the center complies
take the credit on a separate return. employee,with all applicable state and local regula-

tions. A dependent care center is a place that 4) A copy of the statement furnished by
Married and living apart.  You are not con-provides care for more than six persons your employer if the provider is your em-
sidered married and are eligible to take the(other than persons who live there) and re- ployer’s dependent care assistance pro-
credit if all the following apply:ceives a fee, payment, or grant for providing gram, or

services for any of those persons, even if the 1) You file a separate return. 5) A letter or invoice from the provider if itcenter is not run for profit.
shows the information.2) Your home is the home of a qualifyingCamp.  The cost of sending your child to

person for more than half the year.an overnight camp is not considered a work-
related expense. You should keep the required information3) You pay more than half the cost of keep-

about the care provider with your taxing up your home for the year.
Transportation.  The cost of getting a quali- records. Do not send Form W–10 (or other
fying person from your home to the care lo- 4) Your spouse does not live in your home document containing this information) to the
cation and back, or from the care location to for the last 6 months of the year. Internal Revenue Service.
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Due diligence.  If the care provider informa- $2,000 by a state social services agency. year, if you are married at the end of the
tion you give is incorrect or incomplete, your You can use only $1,000 to figure your credit. year.
credit may not be allowed. However, if you
can show that you used due diligence in try- Employer’s dependent care assistance For purposes of item (2), use your
ing to supply the required information, you plan.  Do not count as work-related ex- spouse’s earned income for the entire year,
can still claim the credit. penses any child and dependent care bene- even if you were married for only part of the

You can show due diligence by getting fits provided by your employer that you do year.
and keeping the provider’s completed Form not include in your income. You can exclude
W–10 or one of the other sources of informa- benefits from your income only if they are

Separated spouse.  If you are legally sepa-tion listed above. Care providers can be pe- paid under a qualified plan. Your employer
rated or married and living apart from yournalized if they do not provide this information can tell you whether your benefit plan quali-
spouse (as described under Joint Returnto you or if they provide incorrect information. fies. If it does, you must complete Part III of
Test, earlier), you are not considered mar-Provider refusal.  If the provider refuses either Form 2441 or Schedule 2 (Form
ried for purposes of the earned income limit.to give you the required information, you 1040A) to claim the exclusion.
Use only your income in figuring the earnedshould report whatever information you have The amount you can exclude cannot be
income limit.(such as the name and address) on the form more than the smallest of:

you use to claim the credit. Write ‘‘See page 1) Your earned income,
2’’ in the columns calling for the information Surviving spouse.  If your spouse died dur-

2) Your spouse’s earned income, oryou do not have. On the bottom of page 2, ing 1994 and you file a joint return as a sur-
explain that you requested the information viving spouse, you are not considered mar-3) $5,000 ($2,500 if married filing
from the care provider, but the provider did ried for purposes of the earned income limit.separately).
not give you the information. This statement Use only your income in figuring the earned
will show that you used due diligence in try- income limit.Statement for employee.  Your em-
ing to furnish the required information. ployer must give you a Form W–2, Wage and

Tax Statement (or similar statement), show- Earned income.  Earned income is defined
ing in box 10 the total amount of dependent under Earned Income Test, earlier. If you are
care assistance benefits provided to you dur- self-employed, see Publication 503 to deter-How To
ing the year. mine your earned income from sel f -

Forfeitures.  Forfeitures are amountsFigure the Credit employment.
credited to your dependent care assistance

Your credit is a percentage of your work-re- account and included in the amount shown in
Community property laws.  You shouldlated expenses. Your expenses are subject box 10 of your Form W–2, but which you did
disregard community property laws whento the earned income limit and the dollar limit. not receive because you did not incur the ex-

The percentage is based on your adjusted you figure earned income for this credit.pense. You must subtract any forfeitures
gross income. from the total dependent care benefits re-

Student-spouse or spouse not capable ofported by your employer. To do this, enter
self-care.  Your spouse who is either a full-Figuring Total the forfeited amount on line 12 of Form 2441
time student or not capable of self-care isor Schedule 2 (Form 1040A). Forfeitures doWork-Related Expenses 
treated as having earned income. His or hernot include amounts that you expect to re-

To figure the credit for 1994 work-related ex- earned income for each month is consideredceive in the future.
penses, count only those you paid by De- to be at least $200 if there is one qualifying
cember 31, 1994. person in your home, or at least $400 if thereMedical expenses. Some expenses for the

are two or more. If your spouse works duringcare of a qualifying person who is not capa-
Expenses prepaid in an earlier year.  If you ble of self-care may qualify as work-related that month, use the higher of $200 (or $400)
pay for services before they are provided, expenses and also as medical expenses. or his or her actual earned income for that
you can count the prepaid expenses only in You can use them either way, but you cannot month. If your spouse is a full-time student orthe year the care is received. Fill out your use the same expenses to claim both a credit not capable of self-care for only part of aForm 2441 or Schedule 2 (Form 1040A) for and a medical expense deduction. month, the full $200 (or $400) still applies.the later year as if the prepaid expense was If you use these expenses to figure the If, in the same month, both you and youractually paid in the later year. credit and they are more than the earned in- spouse are either full-time students or not

come limit or the dollar limit, discussed later, capable of self-care, only one spouse can beExpenses not paid until the following you can add the excess to your medical ex- considered to have this earned income ofyear.  Do not count 1993 expenses that you penses. However, if you use your total ex- $200, or $400, for that month.paid in 1994 as work-related expenses for penses to figure your medical expense de-
1994. You may be able to claim an additional duction, you cannot use any part of them to
credit for them on your 1994 return, but you Dollar Limit figure your credit.
must figure it separately. See Payments for

There is a dollar limit on the amount of yourprevious year’s expenses in Publication 503. Note.  Amounts excluded from your in- work-related expenses you can use to figureIf you had expenses in 1994 that you did
come under your employer’s dependent care the credit. This limit is $2,400 for one qualify-not pay until 1995, you cannot count them
assistance plan cannot be used to claim a ing person, or $4,800 for two or more qualify-when figuring your 1994 credit. You may be
medical expense deduction. ing persons.able to claim a credit for them on your 1995

return.
Yearly limit.  The dollar limit is a yearly limit.Earned Income Limit 
The amount of the limit remains the same noExpenses reimbursed.  If a state social ser- The amount of work-related expenses you
matter how long you have a qualifying per-vices agency pays you a nontaxable amount use to figure your credit cannot be more

to reimburse you for some of your child and son in your household. Use the $2,400 limit ifthan:
dependent care expenses, you cannot count you paid work-related expenses for the care

1) Your earned income for the year, if youthe expenses that are reimbursed as work- of one qualifying person at any time during
are single at the end of the year, orrelated expenses. the year. Use $4,800 if you paid work-related

expenses for the care of more than one qual-Example.  You paid work-related ex- 2) The smaller of your earned income or
ifying person at any time during the year.penses of $3,000. You are reimbursed your spouse’s earned income for the
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works. The benefits from this child careReduced Dollar Limit 
center qualify to be excluded from her in-How ToIf you received child and dependent care
come. Her employer reports the value of thisbenefits from your employer that you exclude Claim the Credit service as $3,000 for the year. This $3,000 isfrom your income, you must subtract that
shown in box 10 of her Form W–2, but is notamount from the dollar limit that applies to To claim the credit, you can file Form 1040 or
included in taxable wages in box 1.you. See Employer’s dependent care assis- Form 1040A. You cannot claim the credit on

A neighbor cares for Joan’s older child af-tance plan, earlier, for information on exclud- Form 1040EZ.
ter school, on holidays, and during the sum-ing these benefits.
mer. She pays her neighbor $2,400 for thisForm 1040. You must complete Form 2441,Example.  You are a widower with one care.and attach it to your Form 1040. Enter thechild and earn $20,000 a year. You pay Joan figures her credit on Form 2441 ascredit on line 41 of your Form 1040.work-related expenses of $1,600 for your 4- follows:

year-old child and qualify to claim the credit
Form 1040A.  You must complete Schedulefor child and dependent care expenses. Your Work-related expenses Joan paid . . . . . . . $2,400
2 and attach it to your Form 1040A. Enter theemployer pays an additional $1,000 under a

Dollar limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,800credit on line 24a of your Form 1040A. Seedependent care assistance plan. This
Chapter 38 for an example of a filled-in Minus: Dependent care benefits excluded$1,000 is excluded from your income. The
Schedule 2. from income . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000dollar limit for your work-related expenses is

$2,400 (one qualifying person). However, Reduced dollar limit . . . . . . . . . . . . . . . . . . . . . $1,800
Tax credit not refundable.  Your credit foryour credit is figured on only $1,400 of the

Amount of credit (20% of $1,800) $ 360child and dependent care expenses cannot$1,600 work-related expenses you paid be-
be more than the amount of your tax liability.cause the dollar limit is reduced to $1,400 by
This means that you cannot get a refund forthe excludable benefits as follows:
any part of the credit that is more than your
tax.Dollar limit: Maximum allowable Note.  The dollar limit for two or more

expenses for one qualifying person . . . $2,400 qualifying persons ($4,800) is reduced by the
Records.  You should keep records of yourMinus: Dependent care benefits you can amount of excluded benefits, as discussed
work-related expenses. Also, if your depen-exclude from income . . . . . . . . . . . . . . . . . . 1,000 earlier under Reduced Dollar Limit.
dent or spouse is not capable of self-care,Reduced limit on expenses you can use This example, using Form 2441 (Formyour records should show both the naturefor the credit . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,400 1040), is illustrated at the end of this chapter.and the length of the disability. Other records

The illustration shows how to claim the childyou should keep to support your claim for the
and dependent care credit, how to excludecredit are described earlier under Provider
the dependent care benefits, and how to re-Amount of Credit Identification Test.
port the identification of the care provider.

To determine the amount of your credit, mul-
tiply your work-related expenses (after ap-
plying the earned income and dollar limits) Examples 
by a percentage. This percentage depends Employment Taxes

The following examples show how to figureon your adjusted gross income shown on line
the credit. Example 2 is illustrated by the fil-32 of Form 1040 or line 17 of Form 1040A. for Household
led-in Form 2441 at the end of this chapter.The following table shows the percentage to Employers use based on adjusted gross income.
Example 1: Child Care—Two Children. Generally, if you pay someone to work in

Adjusted Gross Applicable Ann and Jerry Jones are married and keep your home, such as a babysitter, that person
Income Percentage up a home for their two preschool children, is your household employee. If the individu-

ages 2 and 4. They claim their children asBut not als who work in your home are self-em-
dependents and file a joint return using FormOver over ployed, you are not liable for any of the taxes
1040A. Their adjusted gross income (line 17)$ 0 — $10,000 30% discussed in this section. Self-employed per-
is $22,500. Ann earned $12,500 and Jerry10,000 — 12,000 29% sons who are in business for themselves are
earned $10,000. not household employees.12,000 — 14,000 28%

During the year, they pay work-related If you use a placement agency to get a14,000 — 16,000 27%
expenses of $3,000 for child care at a neigh- babysitter or companion who works in your16,000 — 18,000 26%
bor’s home and $2,200 for child care at Pine home, that person is not your employee if the18,000 — 20,000 25% Street Nursery School. agency sets the fee and exercises control20,000 — 22,000 24% They figure the credit on Schedule 2 as over the sitter. This control could include pro-22,000 — 24,000 23% follows: viding rules of conduct and appearance and24,000 — 26,000 22%

requiring regular reports. In this case, you doChild care by neighbor . . . . . . . . . . . . . . . . . . . $3,00026,000 — 28,000 21%
not have to pay employment taxes. But, if anChild care by nursery school . . . . . . . . . . . . . 2,20028,000 — No Limit 20%
association merely gives you a list of sitters

Total work-related expenses . . . . . . . . . . . . $5,200 and you hire one from that list, the sitter may
Dollar limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,800 be your employee.Payments for previous year’s expenses.

If you have a household employee youIf you had work-related expenses in 1993 Amount of credit (23% of $4,800) $1,104
may be subject to:that you paid in 1994, you may be able to in-

crease the credit on your 1994 return. There 1) Social security and Medicare taxes,
is a worksheet in Publication 503 to figure Example 2: Dependent Care Assistance 2) Federal unemployment tax, andthis amount. Benefits.  Joan Thomas is divorced and has

3) Federal income tax withholding.two children, ages 3 and 9. She works at
Alternative minimum tax limit.  Your credit ACME Computers. Her adjusted gross in-
may be limited because of the alternative come is $29,000, and the entire amount is Social security and Medicare taxes are with-
minimum tax. See the instructions for Form earned income. held from the employee’s pay and matched
1040A or Form 1040 to determine if you Joan’s younger child stays at her employ- by the employer. Federal unemployment tax
need to figure the limit. er’s on-site child care center while she (FUTA tax) is paid by the employer only and
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is for the employee’s unemployment insur- Get Publication 926 for more specific You should contact your state unemploy-
ance. Federal income tax is withheld from information. ment tax office for information on how to file
the employee’s total pay if the employee You may also be subject to state with- the state tax returns and for a state reporting
asks you to do so and you agree. holding tax and state unemployment tax. number.
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the credit if you file Form 1040–EZ. You fig- 1) You were permanently and totally dis-
ure the credit on Schedule R (Form 1040), abled when you retired, and
Credit for the Elderly or the Disabled, or on34. 2) You retired on disability before the close
Schedule 3 (Form 1040A), Credit for the Eld- of the tax year.
erly or the Disabled for Form 1040A Filers.Credit for the If you want, the IRS will figure the credit

If you retired on disability before 1977
for you. See Credit Figured for You, later.

and were not permanently and totally dis-Elderly or the
abled at that time, you can qualify for the

Qualified Individual credit if you were permanently and totallyDisabled
disabled on January 1, 1976, or January 1,You are a qualified individual for this credit if
1977.you are a U.S. citizen or resident and:

You are considered retired on disability,
1) You are age 65 or older by the end of even if you do not retire formally, when you

the tax year, orIntroduction have stopped working because of your
disability.2) You are under age 65 at the end of theThis chapter discusses:

tax year, and
• Who qualifies for the credit for the elderly

Permanent and total disability. You area) You are retired on permanent and to-or the disabled, and
permanently and totally disabled if you can-tal disability,• How to figure this credit. not engage in any substantial gainful activity

b) You did not reach mandatory retire- because of your physical or mental condi-
ment age before 1994, andThe maximum credit available is $1,125. tion. A physician must certify that the condi-

You may be able to claim this credit if you: tion has lasted or can be expected to lastc) You received taxable disability bene-
continuously for 12 months or more, or that• Are age 65 or older, or fits in 1994.
the condition can be expected to result in• Are retired on permanent and total
death. See Physician’s statement, later.Age 65.  You are considered 65 on the daydisability.

Substantial gainful activity.  Substan-before your 65th birthday. Therefore, you are
tial gainful activity is the performance of sig-65 by the end of 1994 if your 65th birthday isInternal Revenue Service (IRS) will figure
nificant duties over a reasonable period ofon January 1, 1995.your credit.  If you choose to have the IRS
time while working for pay or profit, or in workfigure your tax on Form 1040 or Form 1040A,
generally done for pay or profit.U.S. citizen or resident.  You must be aand you qualify for the credit for the elderly or

Full-time work (or part-time work done atU.S. citizen or resident to claim the credit.the disabled, the IRS will also figure the
your employer’s convenience) in a competi-Generally, you may not claim the credit if youcredit for you. See Credit Figured for You,
tive work situation for at least the minimumwere a nonresident alien at any time duringlater.
wage conclusively shows that you are able tothe tax year. However, if you are a nonresi-
engage in substantial gainful activity. Thedent alien who is married to a U.S. citizen orUseful Items minimum wage is $4.25 an hour.resident at the end of the tax year and youYou may want to see: Substantial gainful activity is not work youboth choose to be treated as U.S. residents
do to take care of yourself or your home. It isand be taxed on your worldwide income, youPublication not unpaid work on hobbies, institutionalmay be able to claim the credit.

❏ 524 Credit for the Elderly or the therapy or training, school attendance,Also, if you were a nonresident alien atDisabled clubs, social programs, and similar activities.the beginning of the year and a resident at
However, the kind of work you do may show❏ 554 Tax Information for Older the end of the year, and you were married to
that you are able to engage in substantialAmericans a U.S. citizen or resident at the end of the
gainful activity. The fact that you have notyear, you may both choose to be treated as
worked for some time is not, of itself, conclu-Forms (and Instructions) U.S. residents for the entire year and thus be
sive evidence that you cannot engage inallowed to claim the credit. For information❏ Schedule 3 (Form 1040A) Credit for substantial gainful activity. The following ex-on these choices, see Chapter 1 of Publica-the Elderly or the Disabled for Form amples illustrate the tests of substantial gain-tion 519, U.S. Tax Guide for Aliens.1040A Filers ful activity.

❏ Schedule R (Form 1040) Credit for Example 1.  Trisha, a sales clerk, retiredMarried Persons the Elderly or the Disabled on disability. She is 53 years old and now
Generally, if you are married at the end of the works as a full-time babysitter for the mini-
tax year, you and your spouse must file a mum wage. Even though Trisha is doing dif-
joint return to claim the credit. If you and your ferent work, she is able to do the duties of her
spouse did not live in the same household at new job in a full-time competitive work situa-Can You Take any time during the tax year, you may file ei- tion for the minimum wage. She is able to en-
ther joint or separate returns and still take thethe Credit? gage in substantial gainful activity and,
credit. therefore, cannot take the credit.You can take the credit for the elderly or the If you are married, living with your child

disabled if you are a qualified individual and if Example 2.  Tom, a bookkeeper, retiredand apart from your spouse, you may be
your income is not more than certain limits. on disability. He is 59 years old and nowconsidered unmarried. See Head of House-
Figure 34–A and Figure 34–B can be used drives a truck for a charitable organization.hold in Chapter 2 for the tests you must
as guides to see if you qualify. He sets his own hours and is not paid. Dutiesmeet.

Read Figure 34–A first to see if you are a of this nature generally are performed for pay
qualified individual. If you are, go to Figure or profit. Some weeks he works 10 hours,Qualified Individual34–B to make sure your income is not too and some weeks he works 40 hours. Over

Under Age 65 high. If your income is too high, you cannot the year he averages 20 hours a week. The
If you are under age 65, you may qualify fortake the credit. If it is not too high, you will kind of work and his average hours a week
the credit only if you are retired on perma-qualify for the credit and this chapter will help conclusively show that Tom is able to en-
nent and total disability.you figure the correct amount. gage in substantial gainful activity. This is

You can claim the credit only if you file You are retired on permanent and total true even though Tom is not paid and he sets
Form 1040 or Form 1040A. You cannot claim disability if: his own hours. He cannot take the credit.
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Example 3.  John, who retired on disabil- Form 21–0172, Certification of Permanent and 13c of either Schedule R or Sched-
ity, took a job with a former employer on a Total Disability, instead of the physician’s ule 3).
trial basis. The purpose of the job was to see statement. VA Form 21–0172 must be 3) Determine your excess adjusted gross
if John could do the work. The trial period signed by a person authorized by the VA to income (lines 14–17, of either Schedule
lasted for 6 months during which John was do so. You can get this form from your local R or Schedule 3).
paid the minimum wage. Because of John’s VA regional office.
disability, he was assigned only light duties These three steps are discussed later.
of a nonproductive ‘‘make-work’’ nature. The Disability income. If you are under age 65, Amount of credit.  If (1) is more than the to-activity was gainful because John was paid you may qualify for the credit only if you have tal of (2) and (3), multiply the difference byat least the minimum wage. But the activity disability income. 15% to get the amount of your credit. If thewas not substantial because his duties were Disability income must meet the following total of (2) and (3) is more than (1), you can-nonproductive. These facts do not, by them- two requirements: not claim the credit. This computation isselves, show that John is able to engage in

1) The income must be paid under your found in Part III, lines 18–21, of either Sched-substantial gainful activity.
employer’s accident or health plan or ule R or Schedule 3. In certain cases the

Example 4.  Joan, who retired on disabil- pension plan. amount of your credit may be limited. See
ity from employment as a bookkeeper, lives Limits on Credit, later.2) The income must be wages or pay-with her sister who manages several motel

ments in lieu of wages for the time youunits. Joan assists her sister for one or two
are absent from work because of per- Step 1. Base Amount hours a day by performing duties such as
manent and total disability. To figure the credit, you must first determinewashing dishes, answering phones, register-

your base amount. See Table 34–1 for theing guests, and bookkeeping. Joan can se-
Any payment you receive from a plan that base amount figures.lect the time of day when she feels most fit to

does not provide for disability retirement isperform the tasks undertaken. Work of this
not disability income. Any lump-sum pay- Base amounts for persons under age 65.nature, performed off and on during the day
ment for accrued annual leave that you re- If you are a qualified individual under age 65,at Joan’s convenience, is not activity of a
ceive when you retire on disability is a salary your base amount cannot be more than your‘‘substantial and gainful’’ nature even if she
payment and is not disability income. taxable disability income. This limit affectsis paid for the work. The performance of

For purposes of the credit for the elderly you only if:these duties does not, of itself, show that
or the disabled, disability income does notJoan is able to engage in substantial gainful 1) Your filing status is single, head of
include amounts you receive after you reachactivity. household, or qualifying widow(er) with
mandatory retirement age. Mandatory retire-Sheltered employment.  Certain work dependent child and your taxable disa-
ment age is the age set by your employer atoffered at qualified locations to physically or bility income is less than $5,000,
which you would have been required to re-mentally impaired persons is considered

2) Your filing status is married filing a jointtire, had you not become disabled.sheltered employment. These locations are
return and:Reporting your disability income.  Forin sheltered workshops, hospitals and similar

purposes of reporting your disability income, a) Your spouse is also a qualified indi-institutions, homebound programs, and De-
disability payments are taxable as wages vidual under 65 and your combinedpartment of Veterans Affairs (VA) sponsored
only until you reach minimum retirement age. taxable disability income is less thanhomes. Compared to commercial employ-
After you reach the minimum retirement age $7,500,ment, pay is lower for sheltered employment.
set by your employer, disability income isTherefore, one usually does not look for b) Your spouse is under 65 and not ataxable as a pension. Minimum retirementsheltered employment if he or she can get qualified individual and your taxableage is generally the earliest age at which youother employment. The fact that one has ac- disability income is less than $5,000,may receive a pension whether or not youcepted sheltered employment is not proof of orare disabled. Minimum retirement age doesthat person’s ability to engage in substantial

c) Your spouse is 65 or older and yournot affect the treatment of disability incomegainful activity.
taxable disability income is less thanfor the credit for the elderly or the disabled.
$2,500, orFor more information, see Publication 525,Physician’s statement.  If you are under 65,

Taxable and Nontaxable Income. 3) Your filing status is married filing sepa-you must have your physician complete a
rately and your taxable disability incomestatement certifying that you are perma-
is less than $3,750.nently and totally disabled. Attach the state-

ment to your return. You may use the physi- Figuring the Credit 
cian’s statement in Part II of either Schedule

You can figure the credit yourself (see theR (Form 1040) or Schedule 3 (Form 1040A). Step 2. Total Certain
explanation that follows), or the IRS will fig-However, check the box on line 2 and do not

Nontaxable Income ure it for you. See Credit Figured for You,attach a physician’s statement if:
Once you have determined your baselater.1) You filed a physician’s statement for this
amount, you must reduce it by the total

disability for 1983 or an earlier year, or
amount of nontaxable social security andFiguring the credit yourself.  If you figureyou filed a statement for tax years after
certain other nontaxable payments (coveredthe credit yourself, fill out the front of either1983 and your physician signed line B
later) you receive during the year.Schedule R (if you are filing Form 1040) oron the statement, and

Enter these nontaxable payments on lineSchedule 3 (if you are filing Form 1040A).
2) Due to your continued disabled condi- 13a or 13b of either Schedule R or ScheduleNext, fill out Part III of either Schedule R or

tion, you were unable to engage in any 3, and total them on line 13c. If you are mar-Schedule 3. There are three steps to follow in
substantial gainful activity in 1994. ried filing a joint return, you must enter thePart III to determine the amount on which

combined amount of nontaxable paymentsyou figure your credit:
If you have not filed a physician’s state- both you and your spouse receive.

1) Determine your base amount (lines 10–ment in a previous year, or if the statement Worksheets are provided in the Form
12, of either Schedule R or Schedule 3).you filed did not meet these conditions, your 1040 or Form 1040A instructions to help you

doctor must complete the statement. 2) Total any nontaxable social security determine if any part of your social security
Veterans.  If the Department of Veterans or railroad retirement benefits and benefits (or equivalent railroad retirement

Affairs (VA) certifies that you are perma- other nontaxable pensions and disability benefits) is taxable. The nontaxable portions
nently and totally disabled, you can file VA benefits you received (lines 13a, 13b, are used to reduce your base amount.
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Table 34-1. Base Amounts for Schedule R and Schedule 3 Step 3. Determine Excess
Adjusted Gross Income 

If your filing status is: Your Base Amount to You also have to subtract the amount of your
enter on line 10 of excess adjusted gross income from the base
Schedule R amount used to figure your credit.
or Schedule 3 is: You figure your excess adjusted gross

income as follows:

Single, an unmarried head of household, or a 1) Subtract from your adjusted gross in-
come the amount shown for your filingqualifying widow or widower and
status in the following list:

• 65 or older . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
a) $7,500 if you are single, a head of• under 65 and retired on permanent and total

household, or a qualifying widow(er)disability 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
with a dependent child,

b) $10,000 if you are married filing a joint
return, or

Married filing a joint return and
c) $5,000 if you are married filing a sepa-

rate return and you and your spouse• both of you are 65 or older . . . . . . . . . . . . . . . . . . . . . . $7,500
did not live in the same household at• both of you are under 65 and one of you retired
any time during the tax year.on permanent and total disability 1 . . . . . . . . . . . . . . $5,000

• both of you are under 65 and both of you re- 2) Divide the result of (1) by 2.
tired on permanent and total disability 1 . . . . . . . . $7,500

• one of you is 65 or older, and the other is under Figure your excess adjusted gross in-
come on lines 14 through 17 of either Sched-65 and retired on permanent and total disabil-
ule R or Schedule 3.ity 2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,500

If the total of your nontaxable social se-• one of you is 65 or older, and the other is under
curity or other nontaxable pensions or disa-65 and not retired on permanent and total disa-
bility benefits (line 13c of either Schedule Rbility . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
or Schedule 3) plus your excess adjusted
gross income (line 17 of either Schedule R or
Schedule 3) equals or is more than your

Married filing a separate return and did not live base amount, you will not be able to take the
with your spouse at any time during the year and credit.

Example.  You are 66 years old and your• 65 or older . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,750
spouse is 64. Your spouse is not disabled.• under 65 and retired on permanent and total
You file a joint return on Form 1040. Your ad-disability 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,750
justed gross income is $14,630. Together
you received $3,200 from social security,

1 Your base amount cannot be more than your total taxable disability income. which was nontaxable. You figure the credit
2 Your base amount is $5,000 plus the taxable disability income of the spouse under age 65, but not as follows:

more than $7,500.
1) Base amount . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
2) Subtract the total of:

The following payments reduce your or similar allowance for personal injuries or a) Social security and other
sickness resulting from active service inbase amount. nontaxable pensions . . . . . . . $3,200
the armed forces of any country or in the b) Excess adjusted gross

• Nontaxable social security payments. This Coast and Geodetic Survey or the Public income [($14,630 −
is the nontaxable part of the amount of Health Service, or as a disability annuity $10,000) ÷ 2] . . . . . . . . . . . . . . . 2,315 5,515
benefits shown in box 5 of Form SSA– under section 808 of the Foreign Service 3) Balance (Not less than –0–) . . . . . . . . . . . –0–1099, which includes disability benefits, Act of 1980.
before deducting any amounts withheld to 4) Credit –0–

• Pension or annuity payments or disabilitypay premiums on supplementary Medicare
benefits that are excluded from incomeinsurance, and before any reduction be- You may not take the credit since your
under any provision of federal law othercause of receipt of a benefit under worker’s nontaxable social security (line 2a) plus your
than the Internal Revenue Code. Amountscompensation. excess adjusted gross income (line 2b) is
that are a return of your cost of a pensionDo not include a lump-sum death bene- more than your base amount (line 1).
or annuity do not reduce your basefit payment you may receive as a surviving
amount.spouse, or a surviving child’s insurance Limits on Credit 

benefit payments you may receive as a
The amount of your credit may be limited if:In order to avoid mistakes in figuring theguardian.

credit which could result in additional tax to 1) You file Schedule C, C–EZ, D, E, or F
• Social security equivalent part of tier 1 rail- you later, it is important to correctly report all (Form 1040), and

road retirement pension payments that are these nontaxable amounts. These amounts
2) The amount on Form 1040, line 22, isnot taxed. This is the nontaxable part of are verified by the IRS through information

more than:the amount of benefits shown in box 5 of supplied by other government agencies.
$33,750 if single or head ofForm RRB–1099.

household,
• Nontaxable pension or annuity payments

$45,000 if married filing jointly oror disability benefits that are paid under a
qualifying widow(er) with a depen-law administered by the Department of
dent child, orVeterans Affairs (VA). Do not include

amounts received as a pension, annuity, $22,500 if married filing separately.
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For purposes of (2), any tax-exempt inter- Example 1.  Jerry Ash is 68 years old and 3) Smaller of (1) or (2) . . . . . . . . . . . . . . . . . . . $5,000
est from private activity bonds issued after single, and files Form 1040A. He received 4) Subtract the total of:
August 7, 1986, and any net operating loss the following income for the year: a) Nontaxable disability
deduction must be added to the amount from benefits (social security) . . . $3,000

Nontaxable social security . . . . . . . . . . . . . . . $3,120Form 1040, line 22. b) Excess adjusted gross
Interest (taxable) . . . . . . . . . . . . . . . . . . . . . . . . 215If both (1) and (2) do not apply, your credit income 
Pension (all taxable) . . . . . . . . . . . . . . . . . . . . . 3,600is not subject to this limit. Enter the amount of [($8,500 − $7,500) ÷ 2] . . . . . 500 3,500
Wages from a part-time job . . . . . . . . . . . . . . 4,245the credit from Schedule R, line 21, on Form

5) Balance (Not less than 0) . . . . . . . . . . . . . $1,500
1040, line 42. Jerry’s adjusted gross income is $8,060

If you meet both (1) and (2), get Form 6) Credit (15% of $1,500) $ 225($4,245 + $3,600 + $215). Jerry figures the
6251, Alternative Minimum Tax—Individu- credit on Schedule 3 (Form 1040A) as
als, and complete it through line 24. The limit follows:
on your credit will be the smaller of: His credit is $225. He enters $225 on line

1) Base amount . . . . . . . . . . . . . . . . . . . . . . . . . $5,000 42 of Form 1040.1) Your credit as computed, or
2) Subtract the total of:2) Your regular tax minus—

a) Social security and other Example 3.  William White is 53. His wifea) Any credit for child and dependent nontaxable pensions . . . . . . . $3,120 Helen is 49. William had a stroke in 1986 andcare expenses, and b) Excess adjusted gross retired on permanent and total disability. He
income [($8,060 − $7,500) ÷b) Any amount shown on line 24, Form is still permanently and totally disabled be-
2] . . . . . . . . . . . . . . . . . . . . . . . . . . . 280 3,4006251. cause of the stroke. In November of 1994,

3) Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,600 Helen was injured in an accident at work and
Enter the smaller of (1) or (2) on Form

4) Credit (15% of $1,600) $ 240 retired on permanent and total disability.1040, line 42. If (2) is the smaller amount,
William received nontaxable social se-also write ‘‘AMT’’ on the dotted line next to

curity disability benefits of $3,000 this yearJerry’s credit is $240. He files Schedule 3line 42, Form 1040, and replace the amount
(Form 1040A) and shows this amount on line and a taxable disability pension of $6,000.on Schedule R, line 21, with that amount.
24b of Form 1040A. Helen earned $9,200 from her job and re-

ceived a taxable disability pension of $1,000.Example 2.  James Davis is 58 years oldTax credit not refundable.  Your credit for
Their joint return on Form 1040 shows ad-and single, and files Form 1040. Two yearsthe elderly or the disabled cannot be more
justed gross income of $16,200 ($6,000 +ago he retired on permanent and total disa-than the amount of your tax liability. There-
$9,200 + $1,000).bility, and he is still permanently and totallyfore, you cannot get a refund for any part of

disabled. He filed the required physician’sthe credit that is more than your tax. Helen got her doctor to complete Part II of
statement with his return for the year he re- Schedule R. William had filed a physician’s
tired on disability, so this year he checks the statement with their return for the year heCredit Figured for You 
box in Part II of Schedule R. had the stroke. His doctor had signed on lineIf you file Form 1040 and you want the IRS to He received the following income for the B to certify that William was permanently andfigure your credit, see Form 1040 under Tax year: totally disabled. William does not have to fileFigured by IRS in Chapter 31.

another physician’s statement this year. HeIf you file Form 1040A and you want the Nontaxable social security . . . . . . . . . . . . . . . $3,000
must fill out Part II of a separate Schedule RIRS to figure your credit, see Form 1040A Interest (taxable) . . . . . . . . . . . . . . . . . . . . . . . . 100
(not shown) and attach it to the joint return.under Tax Figured by IRS in Chapter 31. Taxable disability pension . . . . . . . . . . . . . . . 8,400
He checks the box in Part II and writes his

James’ adjusted gross income is $8,500 first name in the space above line 2.Examples 
($8,400 + $100). He figures the credit on William and Helen use Schedule R to fig-The following examples illustrate the credit Schedule R as follows: ure their $135 credit for the elderly or the dis-for the elderly or the disabled. Assume that

abled. They enter this amount on line 42 ofnone of the taxpayers in these examples had 1) Base amount . . . . . . . . . . . . . . . . . . . . . . . . . $5,000
Form 1040. See their filled-in Schedule R onto file a Form 6251. The base amounts are

2) Taxable disability pension . . . . . . . . . . . . $8,400 the next two pages.taken from Table 34–1, shown earlier.
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• What form you will need to claim the credit.

Important Reminders 35.
Advance payment of the earned income Useful Itemscredit in your paycheck.  If you qualify for

You may want to see:the earned income credit, you can receiveEarned Income
part of it in each paycheck throughout the

Publicationyear. See Advance Earned Income CreditCredit
Payments, later, for more information. ❏ 504 Divorced or Separated

Individuals
Social security number.  You must provide

❏ 533 Self-Employment Tax
a correct and valid social security number

❏ 596 Earned Income Credit(SSN) for each person listed on your tax re-Important Changes turn who is age 1 or older at the end of your
Form (and Instructions)tax year (usually December 31). Thefor 1994 

processing of your tax return will be delayed ❏ Schedule EIC Earned Income Credit
if a social security number is missing or in-Health insurance credit and the extra
correct. See Social Security Number, later,credit for a child born during the year.
for more information.These credits are no longer available.

Credit has no effect on certain welfare Who May TakeChild and dependent care credit.  You may benefits.  The earned income credit and the
be entitled to the child and dependent care advance earned income credit payments the Credit? 
credit in addition to the earned income credit you receive will not be used to determine

Beginning with your 1994 tax return, thein  1994 .  See  Chapte r  33  fo r  more whether you are eligible for the following
earned income credit is available to personsinformation. benefit programs, or how much you can re-
with a qualifying child and to persons withoutceive from the programs:
a qualifying child. This section will list sepa-

More people may get the earned income • Aid to Families With Dependent Children rately the rules that persons with a qualifying
(AFDC),credit.  The earned income credit has ex- child must meet to get the credit and the

panded to include some persons who work, rules that persons without a qualifying child• Medicaid,
earn under $9,000, and do not have a quali- must meet to get the credit. Some of the

• Supplemental Security Income (SSI),fying child. The credit could be as much as rules are the same, but some of the rules
• Food Stamps, and only apply to persons with a qualifying child$306. See Persons Who Work and Do Not

or to persons without a qualifying child. UseHave a Qualifying Child to see if you can get • Low-income housing.
the discussion that applies to you. A ‘‘qualify-this credit.
ing child’’ is explained later, under Who Is a
Qualifying Child.

Increased earned income credit amount.
If you have one qualifying child, the maxi- Introduction Persons Who Work andmum credit you could get has increased from

This chapter discusses the earned income$1,434 in 1993 to $2,038 in 1994. If you have Have One or More
credit. The earned income credit is a specialtwo or more qualifying children, the maxi- Qualifying Children credit for certain persons who work. Themum credit you could get has increased from
credit reduces the amount of tax you owe (if In order to take the earned income credit if$1,511 in 1993 to $2,528 in 1994.
any) and is intended to offset some of the in- you have a qualifying child, you must meet
creases in living expenses and social secur- all the following rules:

Increased amount you can earn.  The ity taxes. 1) You must have a qualifying child whoamount of income you can earn and still get To get the credit you must: lived with you in the United States forthe credit has increased. If you have one
1) File a tax return—even if more than half the year (the whole yearqualifying child, you can earn less than

for an eligible foster child). See Birth or• You do not owe any tax, or$23,755. If you have two or more qualifying
death of a child and Social Securitychildren, you can earn less than $25,296. • You did not earn enough money to file Number, later, for more information.

a return.
2) You must have earned income duringForm 1040EZ.  Beginning with your 1994 tax 2) Meet certain rules. These rules are ex- the year.

return, if you do not have a qualifying child, plained in Who May Take the Credit?
3) Your earned income and adjusted grossyou can use Form 1040EZ to claim the 3) Fill out the EIC Worksheet to figure the income must each be less than:credit. See How To Claim the Credit, later. credit amount and where to enter it on

• $23,755 if you have one qualifyingForm 1040, 1040A, or 1040EZ. Only fill
child, orout Schedule EIC and attach it to FormSchedule EIC and the Earned Income

1040 or 1040A if you have a qualifyingCredit Worksheet (EIC Worksheet).  Be- • $25,296 if you have more than one
child.ginning in 1994, not everyone who gets the qualifying child.

credit has to fill out Schedule EIC, Earned In- 4) An easier way— Let the Internal Reve- 4) Your return must cover a 12-month pe-
come Credit. Only persons who have a quali- nue Service figure the credit for you. riod. This does not apply if you file a
fying child must fill out Schedule EIC and at- See IRS will figure your credit for you, short period return because of an indi-
tach it  to Form 1040 or Form 1040A. later. vidual’s death.
Schedule EIC contains only information

5) Your filing status can be any filing statusabout qualifying children. Do not use Sched- This chapter will explain the following:
except married filing a separate return.ule EIC to figure the credit. You must use an • Who may qualify for the credit, See Married persons, later.EIC Worksheet to figure the amount of the

• What is earned income,credit. The Worksheet can be found in the in- 6) You cannot be a qualifying child of an-
structions for Form 1040, 1040A, or 1040EZ. • How to figure the credit, and other person.
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7) Your qualifying child cannot be the qual- 3) Your return must cover a 12-month pe- claim the credit. However, you might qualify
ifying child of another person whose ad- riod. This does not apply if you file a for the credit if you do not have a qualifying
justed gross income is more than yours. short period return because of an indi- child and your earned income is under

vidual’s death. $9,000. See Persons Who Work and Do Not8) You usually must claim as a dependent
Have a Qualifying Child for more information.4) Your filing status can be any filing statusa qualifying child who is married. See
If you cannot claim the credit, then enterEXCEPT married filing a separate re-Qualifying child who is married, later, for
‘‘NO’’ next to line 56, Form 1040 (or next toturn. See Married Persons Exception,an exception.
line 28c, Form 1040A).later, for an exception.9) You are not filing Form 2555, Foreign

5) You cannot be a qualifying child of an-Earned Income (or Form 2555–EZ, For-
1. Relationship Test other person. See Qualifying Child ofeign Earned Income Exclusion). These

Another Person under Explanation offorms are filed to exclude from your To meet the relationship test, the child must
Rules for Persons Without a Qualifyinggross income any income earned in for- be your:
Child, later.eign countries, or to deduct or exclude a • Son, daughter, or adopted child (or a de-

foreign housing amount. U.S. posses- 6) You (or your spouse, if filing a joint re- scendant of your son, daughter, or
sions are not foreign countries. See turn) must be at least age 25 but under adopted child—for example, your
Publication 54, Tax Guide for U.S. Citi- age 65 before the close of your tax year grandchild)
zens and Resident Aliens Abroad, for (usually December 31). See Age Rule,

• Stepson or stepdaughter, ormore information. later.
• Eligible foster child (this could include a7) You cannot be eligible to be claimed as

Important note.  If you meet all these niece, nephew, brother, sister, cousin,a dependent on anyone else’s return.
rules, fill out Schedule EIC and attach it to ei- etc.).See Dependent Rule, later.
ther Form 1040 or Form 1040A. Also com-

8) Your main home must be in the Unitedplete the EIC Worksheet to figure the amount Adopted child.  Your adopted child includes
States for more than half the year. Seeof your credit. If you do not meet all these a child placed with you for adoption by an au-
Main Home Rule, later.rules, enter ‘‘NO’’ next to line 56, Form 1040 thorized placement agency.

(or next to line 28c, Form 1040A). If you have 9) You are not filing Form 2555, Foreign
a qualifying child, you cannot file Form Earned Income, or Form 2555–EZ, For- Eligible foster child.  For purposes of the
1040EZ. eign Earned Income Exclusion. These earned income credit, a person is your eligi-

forms are filed to exclude from your ble foster child if:
gross income any income earned in for-Married persons.  Married persons living 1) The child lived with you and was a mem-
eign countries, or to deduct or excludeapart usually must file a joint return to claim ber of your household for the whole
foreign housing amounts. U.S. posses-the earned income credit. Even though you year, and
sions are not foreign countries. Seeare married, you may file as head of house- 2) You cared for that child as you wouldPublication 54, Tax Guide for U.S. Citi-hold and claim the credit on your return if: your own child.zens and Resident Aliens Abroad, for

1) Your spouse did not live in your home at more information.
any time during the last 6 months of the As long as both (1) and (2) are met, any
year, person can be your ‘‘eligible foster child.’’Important note.  If you meet all these

The eligible foster child does not necessarilyrules, fill out the EIC Worksheet to figure the2) You paid more than half the cost to keep
have to be related to you.amount of your credit. If you do not meet allup your home for the entire year, and

these rules, enter ‘‘No’’ next to line 56 (Form3) Your home was, for more than half the Qualifying child who is married.  You gen-1040), next to line 28c (Form 1040A), or nextyear, the main home of your child, erally must claim as a dependent your mar-to line 7 (Form 1040EZ).stepchild, adopted child, or foster child. ried qualifying child. If you cannot claim your
You also must be entitled to claim an ex- married qualifying child as a dependent, you
emption for your child. may still get the earned income credit if you

meet either of the following:Explanation of RulesYou will meet (3) even if you cannot claim
1) You cannot claim your child as a depen-your child as an exemption because: For Persons With a dent because you gave that right to your

1) You released your claim in writing to the child’s other parent by filling out FormQualifying Child other parent by filling out Form 8332, 8332, or
Release of Claim to Exemption for Child In this section you will find explanations and

2) You cannot claim your child as a depen-of Divorced or Separated Parents, or examples for some of the rules listed under
dent because you gave that right to yourWho May Take the Credit for persons who2) There is a pre–1985 agreement (decree child’s other parent in a pre–1985have a qualifying child.of divorce or separate maintenance or agreement (such as a separation agree-

written agreement) granting the exemp- ment or divorce decree).
tion to your child’s other parent. Who Is a Qualifying Child? 

You have a qualifying child if your child If you meet either (1) or (2), you could
meets three tests. They are: claim the credit. If you need more information

about either of these statements and whenPersons Who Work and 1) Relationship,
you can claim your child as a dependent, see2) Residency, andDo Not Have a
Chapter 3.

3) Age.Qualifying Child 
In order to take the earned income credit if 2. Residency Test 

Each test has separate rules. The threeyou do not have a qualifying child, you must To meet the residency test, there are twotests are explained next, one at a time.meet all the following rules: rules:
1) You must have earned income during Important note.  Your qualifying child 1) You must have a child who lived with

1994. does not necessarily have to be your depen- you for more than half the year (the
2) Your earned income and adjusted gross dent. If your child does not meet all three whole year if your child is an eligible fos-

income must each be less than $9,000. tests for a qualifying child, then you cannot ter child), and
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2) The home must be in the United States include on-the-job training courses or corre- Example 2.  Use the same facts from Ex-
(one of the 50 states or the District of spondence schools. ample 1, except that your mother’s adjusted
Columbia). gross income is $26,000.

Your son is still a qualifying child for bothPermanently and totally disabled.  Your
To meet the residency test, you do not you and your mother. Only your mother canchild is permanently and totally disabled dur-

need a traditional home. For example, if your take the credit because her adjusted grossing the tax year if he or she cannot engage in
child lived with you for more than half the income is higher than yours. However, yourany substantial gainful activity because of his
year in a homeless shelter, the residency mother cannot take the earned income creditor her physical or mental condition. The con-
test is met. because her adjusted gross income is moredition must have lasted or be expected to last

continuously for 12 months or more, or to re- than $23,755. Even though your mother can-
Birth or death of a child.  You will meet the sult in death. not take the earned income credit, you can-
rule for a child living with you for more than not take the credit either, because your
half the year if: mother’s adjusted gross income is more thanOther Rules for a

yours.• The child was alive for half the year or less Qualifying Child during the year, and Example 3.  You and your sister shared a
The next two items explain what happens if: house for all of 1994. You have 3 young chil-• The child lived with you for the part of the

dren who lived in the household all year.year he or she was alive. 1) You are a qualifying child of another per-
Your sister does not have any children. How-son, and
ever, she cares for your children as if theyIf your qualifying child is an eligible foster

2) You and someone else have the same were her own. You earn $12,000 and yourchild, you will meet the rule for a child living
qualifying child. sister earns $13,000.with you for the whole year if:

The children meet the age and residency• The child was born or died during the year,
test for both you and your sister. They meetand
the relationship test for you because they are1. Qualifying Child of

• The child lived with you for the part of the your children. They also meet the relation-Another Person 
year he or she was alive. ship test for your sister because they lived

If you are a qualifying child of another per- with her in the same household for the whole
son, then you cannot claim the earned in-Temporary absences.  You will meet the year. She cared for them as if they were her
come credit—no matter how many qualifyingresidency test if you or the child is away from own. Therefore, they qualify as her eligible
children you have.home on a temporary absence due to a spe- foster children.

cial circumstance. Examples of a temporary Example.  In 1994, you and your daugh- Your children are qualifying children for
absence include: ter lived with your mother. You are 22 years both you and your sister. However, because

old and attended beauty school full time. You your sister’s adjusted gross income is higher• Illness,
had a part-time job and earned $5,700. You than yours, she is the only one who can take

• Attending school, had no other income. Your mother worked the credit.
and earned $16,000.• Business, Remember — Schedule EIC has spaces

Your daughter is your qualifying child. to enter the names of only 2 children. In this• Vacation, or
Your mother meets all the rules for the example there are 3 children. You cannot

• Military service. earned income credit. Both you and your split the qualifying children. Your sister’s
daughter are qualifying children of your higher adjusted gross income entitles her to

Military personnel.  See Publication 3, Tax mother. the credit for all 3 qualifying children whether
Information for Military Personnel (Including You cannot take the earned income or not their names appear on Schedule EIC.
Reservists Called to Active Duty), for infor- credit in 1994 because you are your mother’s
mation on claiming the earned income credit. qualifying child. Important note.  If the other person is

your spouse and you file a joint return, this
3. Age Test 2. Qualifying Child of rule does not apply.
To meet the age test, your child must meet More Than One Person 
one of three rules.

If you and someone else have the same Social Security Number1) The child must be under age 19 at the qualifying child, then only the person with the
end of the year, You must provide a correct and valid socialhigher adjusted gross income can have the

security number (SSN) for each person listedqualifying child and may be eligible to take2) The child must be a full-time student
on your tax return who is age 1 or over at thethe credit. This is true even if the person withunder age 24 at the end of the year, or
end of the your tax year (usually Decemberthe higher adjusted gross income does not

3) The child must be permanently and to- 31). Enter an SSN for your qualifying child onmeet all the rules to claim the credit. Ad-
tally disabled at any time during the tax Schedule EIC, line 4. If your qualifying childjusted gross income is the amount on Form
year, regardless of age. is also your dependent, enter the SSN on1040, line 31, or Form 1040A, line 16.

Schedule EIC, line 4, and also on line 6c ofExample 1.  You and your son lived withFull-time student.  Your child is a full-time Form 1040 or 1040A.your mother in 1994. You are 25 years old.student if he or she: If you need to get an SSN, apply for oneYour only income was $9,100 from a part-
• Was enrolled as a student at a school dur- by filing Form SS–5 with your local Socialtime job. Your mother’s only income was

ing any 5 months of 1994 for the number of Security Administration (SSA). It takes ap-$15,000 from her job.
hours or classes that the school considers proximately two weeks to receive an SSN.Your son is a qualifying child of both you
to be full time, or and your mother. However, because you

Refund could be delayed.  If you do not• Took a full-time, on-farm training course both have the same qualifying child, only one
provide correct and valid social securityduring any 5 months of 1994. The course of you can take the credit. Because your
numbers, the processing of your return willhad to be given by a school or a state, mother’s adjusted gross income ($15,000) is
be delayed.county, or local government agency. more than your adjusted gross income

If the filing deadline is approaching($9,100), only your mother can take the
and you still do not have an SSN, youSchool.  A school includes technical, earned income credit in 1994. You cannot
have two choices:trade, and mechanical schools. It does not take the credit in 1994.
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1) Request an automatic extension (Form lived with you all year. You provided more claiming the earned income credit because
4868) to August 15. This extension does you are at least age 25 but under age 65.than half the cost of maintaining your home.
not give you extra time to pay any Your son had a part-time job and earned Example 4.  You are married and file a
amount you expect to owe. You should $2,000. He was not a full-time student or per- joint return. You worked and your spouse
pay any amount you expect to owe to manently and totally disabled. You qualify for was a full-time student. You are age 29 and
avoid interest or penalty charges (see the ‘‘head of household’’ filing status and your spouse is age 24. You meet the age test
the instructions for Form 4868, Applica- claim your son as a dependent. You can get because you are at least 25 but under 65. It
tion for Automatic Extension of Time to the earned income credit under the rules for does not matter if only one of you has earned
File U.S. Individual Income Tax Return), Persons Who Work and Do Not Have a Qual- income. As long as you meet all the other
or ifying Child. Your son does not meet the age rules, you can still get the credit.

test for a qualifying child. Your son is 19, not2) File the return on time, without Schedule
a full-time student, and is not permanentlyEIC; then file an amended return (Form Dependent Rule 
and totally disabled. Even though your son is1040X) after receiving the SSN. You must be able to claim an exemption for
your dependent, he is not your qualifying yourself on your tax return. If someone else
child when figuring the earned income credit. can claim you as a dependent on their return,

Example 2.  The facts are the same as you cannot claim the earned income credit. If
Example 1, except your son is 18. In that someone else can claim you as a dependentExplanation of Rules
case, your son is your dependent and a qual- on their return but does not, you still cannot
ifying child. You would qualify for the credit claim the credit.for Persons Without a
under the rules for Persons Who Work and Example 1.  You are age 25, single, andQualifying Child Have One or More Qualifying Children. You living at home with your parents. You work
would not qualify for the credit under theIn this section you will find explanations and and are not a student. You earned $7,500.
rules for Persons Who Work and Do Notexamples for some of the rules listed under Your parents cannot claim you as a depen-
Have a Qualifying Child because your son isWho May Take the Credit for persons who do dent. When you file your return, you claim an
your qualifying child.not have a qualifying child. The following exemption for yourself. Therefore, you meet

rules are discussed: the ‘‘Dependent Rule.’’

Example 2.  You are age 25, single, andQualifying Child ofMarried Persons Exception
living at home with your parents. You workQualifying Child of Another Person Another Person and earned $2,000. Your parents can claim

If you are a qualifying child of another per-Age Rule you as a dependent but decide not to. You
son, then you cannot claim the earned in- cannot claim the credit because your parentsDependent Rule
come credit. could have claimed you as a dependent.

Main Home Rule
Example.  In 1994, you lived with your Example 3.  You file as head of house-

mother. You are age 26 and permanently hold. Your mother is your dependent. You
and totally disabled. Your only income in maintain your own home. You worked andMarried Persons Exception 1994 was from a community center where earned $8,500. No one can claim you as a

Married persons living apart usually must file you went twice a week to answer tele- dependent. You claim an exemption for your-
a joint return to claim the earned income phones. You were paid a small fee of $1,500 self when you file your return. You meet the
credit. Even though you are married, you for the year. Your mother worked and earned ‘‘Dependent Rule.’’
may file as head of household and claim the $16,000.
credit on your return if: You are a qualifying child of your mother. Main Home Rule 

She can claim the earned income credit if1) Your spouse did not live in your home at Your main home must be in the United
she meets all the other rules. Because youany time during the last 6 months of the States for more than half the year. Your main
are a qualifying child of your mother, youyear, home can be any location where you regu-
cannot claim the earned income credit for larly live. For example, some homeless indi-2) You paid more than half the cost to keep 1994. viduals live in shelters. Such individuals areup your home for the entire year, and

entitled to claim the credit if they also meet all3) Your home was, for more than half of
the other rules for eligibility.Age Rule the year, the main home of your child,

You must be at least age 25 but under ageadopted child, stepchild, or foster child.
65 before the end of your tax year. If you areYou also must be entitled to claim an ex-
married filing a joint return, either you or youremption for your child. What Is Earned
spouse must be at least age 25 but under
age 65 before the end of your tax year. It Income? You will meet (3) even if you cannot claim
does not matter which spouse meets the agean exemption for your child because: You have just learned about some of therule, as long as one of the spouses does.

rules you must meet if you want to claim the• You released your claim in writing to the The end of the tax year for most people is
earned income credit. Another rule everyoneother parent by filling out Form 8332, or December 31.
must meet to get the credit is to have earned• There is a pre–1985 agreement (decree of Example 1.  You are single, age 28, and income. There are two ways to get earneddivorce or separate maintenance or writ- do not have any children. You meet the ‘‘Age income.ten agreement) granting the exemption to Rule’’ for claiming the earned income credit. 1) You work for someone who pays you, oryour child’s other parent.

Example 2.  You are married and will file 2) You work in a business you own.
a joint return. You are age 23 and yourIf the child who qualifies you for head of
spouse is age 27. You meet the ‘‘Age Rule’’household status also meets the require- That’s why this credit is called the earned
for claiming the earned income credit, be-ments of your qualifying child, you cannot income credit. What is ‘‘earned income?’’
cause your spouse is at least age 25 buttake the credit under ‘‘Persons Who Work This section will explain what counts as
under age 65.and Do Not Have a Qualifying Child.’’ earned income in order to get the earned in-

Example 3.  You are married and will fileExample 1.  You are married. You and come credit. For examples of what is or is not
a joint return. You are age 62 and youryour spouse lived apart for all of 1994. You earned income see Table 35–1. The
spouse is 66. You meet the ‘‘Age Rule’’ forearned $8,000 in 1994. Your 19-year-old son paragraphs which follow will explain some
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Leave and Earnings Statement (LES) at theTable 35-1. Examples of Earned Income When Figuring the Earned
end of the year. This statement should in-Income Credit
clude specific allowance information. If the
statement does not provide enough informa-

Earned Income tion or you need additional help, contact your
legal assistance office or unit tax advisor.Includes: Does not include:
See Publication 945, Tax Information for
Those Affected by Operation Desert Storm,TAXABLE EARNED INCOME
or Publication 3, Tax Information for Military(Enter on EIC Worksheet, line 1)*
Personnel (Including Reservists Called to
Active Duty).

Wages, salaries, and tips Interest and dividends
Disability payments.  If you retired on disa-Union strike benefits Social security and railroad
bility, payments you receive are consideredretirement benefits
earned income until you reach minimum re-Long-term disability benefits
tirement age. Minimum retirement age gen-received prior to minimum Welfare benefits (including AFDC
erally is the earliest age at which you can re-retirement age payments)
ceive a pension or annuity if you are not

Net earnings from self- Pensions or annuities disabled. You must report your taxable disa-
employment (enter on line 5 of the bility payments on line 7 of either Form 1040
Form 1040 EIC Worksheet) Veterans’ benefits or Form 1040A, until you reach minimum re-

tirement age.
NONTAXABLE EARNED INCOME Workers’ compensation benefits Beginning on the day after you reach(Enter on EIC Worksheet, line 4)*

minimum retirement age, payments you re-Alimony
ceive are taxable as a pension and are not

* Voluntary salary deferrals (for considered earned income. Report the pen-Child supportexample: 401(k) plans or the sion payments on Form 1040, lines 16a and
Federal Thrift Savings Plan) 16b (or Form 1040A, lines 11a and 11b).Unemployment compensation

(insurance)* Pay earned in a combat zone
Cafeteria plans. If your employer offers a

Taxable scholarship or fellowship benefit plan that allows you to ‘‘pick and* Basic quarter and subsistence grants that were not reported on choose’’ among two or more benefits con-allowances and in-kind quarters Form W-2
sisting of cash and certain employee benefitsand subsistence from the U.S.

military that are not taxed, you are probably partici-Variable housing allowance for the
pating in a cafeteria plan. Some of the bene-military* The value of meals or lodging fits that may be offered include:

provided by an employer for
• Accident or health insurance, andthe convenience of the employer

• Dependent care assistance.* Housing allowance or rental value
of a parsonage for the clergy
(see ‘‘Ministers and members If you choose a benefit that is not taxed
of religious orders’’) (such as accident and health insurance) and

agree to a voluntary salary reduction for the
* Excludable dependent care benefit, the amount of the salary reduction is

benefits earned income for purposes of this credit.

* Voluntary salary reductions
Community property laws.  If you live in asuch as under a cafeteria
state that has community property laws forplan
married persons, do not follow those com-

Anything else of value you get munity property laws when using your
from someone for services you earned income to figure your earned income
performed even if it is not taxable credit.

* If you want IRS to figure your credit for you, enter the amount and type of your nontaxable earned
income on line 7 (Form 1040EZ), line 28c (Form 1040A), or line 56 (Form 1040). For more Important note.  If you are not self-em-
information see, ‘‘IRS will figure your credit for you’’ in this chapter. ployed or a statutory employee (explained

later), skip If You Own Your Business and
begin reading the section called How To Fig-

areas that are considered earned income this by putting the amount of the earned in- ure the Credit.
come that is not taxed on line 4 of the EICwhen figuring the credit.
Worksheet. Also, enter the type and amount
of earned income that is not taxed in the If You Own Your Business 
spaces next to line 56 (Form 1040), line 28cEarned income that is not taxed.  As you If you own your business, you are self-em-
(Form 1040A), or line 7 (Form 1040EZ).can see, Table 35–1 includes some exam- ployed. You must include your net earnings
More information on how to do this is in theples of earned income that is not taxed. from self-employment in earned income,
section called How To Figure the Credit.Earned income that is not taxed still counts even if the amount is less than $400. Net
However, if you are a minister, see Ministersas earned income when figuring the amount earnings is the amount you get after you sub-
and members of religious orders, later, underof your earned income credit. tract your business expenses and half of
If You Own Your Business.To figure the earned income credit, you your self-employment taxes from your busi-

add the amounts of earned income that were ness gross (total) income. If this figure is a
not taxed to any amounts of taxable earned Special note for military personnel.  Each net loss, you must subtract the loss from your

member of the military should receive aincome you received during the year. You do total earned income.
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You may figure the amount of your net Table 35-2. How To Figure Line 5 of the EIC Worksheet
earnings by using either the regular or op- (Keep for your records)
tional methods shown on Schedule SE
(Form 1040), Self-Employment Tax. Publica- 1. If You Are Filing Schedule SE:
tion 533, Self-Employment Tax, and the in-

a. Enter the amount from Schedule SE, Section A, line 3, or
structions for Schedule SE explain these Section B, line 3, whichever applies . . . . . . . . . . . . . . . . . . . . . . 1a.
methods. If you are eligible to choose the op-

b. Enter the amount, if any, from Schedule SE, Section B,tional method, you may use up to $1,600 as
line 4b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1b.the amount of earned income.

c. Add lines 1a and 1b . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1c.Example.  You had $20,000 in gross
d. Enter the amount from Form 1040, line 25. . . . . . . . . . . . . . . . 1d.farm income and a net farm loss of $5,000

for the year. You had no other income. Since e. Subtract line 1d from line 1c. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1e.
your gross farm income was more than

2. If you are not filing Schedule SE because your net earnings
$2,400 and your net earnings (a loss of from self-employment were less than $400 or you had a net
$5,000) from farming were less than $1,733, (loss) complete lines 2a through 2c. But do not include on these lines
you can choose the farm optional method of any amount exempt from self-employment tax as the result of the
figuring self-employment tax. filing and approval of Form 4029 or 4361.

Even though you had a net loss for the a. Enter any net farm profit or (loss) from Schedule F, line
year, you can enter $1,600 as net earnings 36, and farm partnerships, Schedule K-1 (Form 1065),
from self-employment on Schedule SE. The line 15a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2a.
$1,600 is earned income for purposes of fig-

b. Enter any net profit or (loss) from Schedule C, line 31,uring the earned income credit.
Schedule C-EZ, line 3, and Schedule K-1 (Form 1065),
line 15a (other than farming) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2b.

Net earnings from self-employment.  Your
c. Add lines 2a and 2b. Enter the total even if a loss . . . . . . . . . . . . . . . . . . . . . 2c.net earnings from self-employment is earned

3. If you are filing Schedule C or C-EZ as a statutory employee,income. You report these earnings on
enter the amount from line 1 of that Schedule C or C-EZ. . . . . . . . . . . . . . 3.Schedule SE (Form 1040), Section A, line 3,

or Section B, line 3. From this amount you 4. Add lines 1e, 2c, and 3. Enter the total here and on line 5 of the EIC
must subtract the amount you claimed (or Worksheet, even if a loss. If the result is a loss, enter it in

parentheses and read the Caution below . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.should have claimed) on Form 1040, line 25.
This net amount is your earned income to

Caution: If line 5 of the Earned Income Credit Worksheet is a loss, subtract it from the total of lines 3use in figuring the earned income credit. If
and 4 of that Worksheet and enter the result on line 6 of that Worksheet. If the result is zero or less, youyou do not have to file Schedule SE (be-
can’t take the earned income credit.cause your net earnings from self-employ-

ment minus half of your self-employment tax
is under $400), include the net amount in If you received a housing allowance or 3) A homeworker who works by the guide-
earned income on line 5 of the EIC Work- lines of the person for whom the work iswere provided housing, do not include the al-
sheet in the Form 1040 instructions. How- done, with materials furnished by andlowance or rental value of the parsonage as
ever, see Table 35–2 for instructions about returned to that person or to someonenontaxable earned income on the EIC Work-
figuring the amount to enter on line 5 of the that person designates.sheet, line 4, in the Form 1040 instructions
EIC Worksheet. (or in the space provided on line 56 of Form 4) A traveling or city salesperson (other

1040). This income should already be in- than an agent-driver or commission-
Table 35–2.  If you were self-employed or cluded on Schedule SE, line 2. driver) who works full time (except for
you reported your income and expenses on sideline sales activities) for one firm or
Schedule C (or Schedule C–EZ) as a statu- Important note.  If you are filing a joint person getting orders from customers.
tory employee, use Table 35–2 to figure the return and your spouse was also self-em- The order must be for items for resale or
amount to enter on the EIC Worksheet, line ployed or reported income and expenses on use as supplies in the customer’s busi-
5, in the Form 1040 instructions. Schedule C (or Schedule C–EZ) as a statu- ness. The customers must be retailers,

Ministers and members of religious tory employee, add your spouse’s amounts wholesalers, contractors, or operators of
orders.  If you can claim the earned income to yours to figure the amount to enter on the hotels, restaurants, or other businesses
credit and are filing Schedule SE and the EIC Worksheet, line 5, in the Form 1040 dealing with food or lodging.

instructions.amount on line 2 of that schedule includes an
amount that was also reported on Form If you were a statutory employee and you
1040, line 7, follow these special rules. reported your income and expenses onStatutory employee.  Statutory employees

Schedule C (Form 1040) (or Schedule C–are generally considered self-employed.1) Write ‘‘Clergy’’ to the right of line 56, EZ), your earned income includes theHowever, the amounts received by statutoryForm 1040. amount on line 1 of Schedule C (or Scheduleemployees have social security and Medi-
C–EZ).2) Determine how much of the income re- care taxes withheld. For purposes of the

If you need further information about stat-ported on Form 1040, line 7, was also earned income credit, statutory employees
utory employees, see Publication 937, Em-reported on Schedule SE, line 2. are treated as employees. Therefore, the ployment Taxes.

gross (total) amount received from employ-3) Subtract that income from the amount
ment is included in earned income. The fouron Form 1040, line 7. Enter only the dif- Approved Form 4361 and Form 4029.  Thistypes of statutory employees are:ference on the EIC Worksheet, line 1. sect ion is  for  persons who have an
1) An agent (or commission) driver who approved:4) Complete Table 35–2 to determine the

delivers food or beverages (other thanamount to enter on the EIC Worksheet, • Form 4361, Application for Exemption
milk) or laundry or dry cleaning forline 5 in the Form 1040 instructions. Use from Self-Employment Tax for Use by Min-
someone else.the figures from your completed Sched- isters, Members of Religious Orders and

ule SE to enter on Table 35–2. 2) A full-time life insurance salesperson. Christian Science Practitioners, or
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• Form 4029, Application for Exemption an individual’s income tax. So that taxpayers When and Where
from Social Security and Medicare Taxes who benefit from these laws will pay at least to File Your Return and Waiver of Benefits. a minimum amount of tax, there is a special

You can file your tax return any time betweentax called the AMT.
January 1, 1995, and April 17, 1995. TheYou may have to pay the AMT if your tax-Each approved form exempts certain in-
earlier you file, the sooner you will receiveable income for regular tax purposes, com-come from the self-employment tax. Each
your payment. Mail your filled-in return andbined with any of the adjustments and prefer-form is discussed in this section in terms of
all attachments to the Internal Revenue Ser-ence items that apply to you, totals morewhat is or is not earned income for purposes
vice Center designated for the state or areathan:of the earned income credit.
where you live. Use the addressed envelopeForm 4361.  If you have an approved • $45,000 if you are married filing a joint re-
that came with your tax package, or use oneForm 4361, amounts you received for per- turn (or a qualifying widow(er) with depen-
of your own if you do not have the addressedforming ministerial duties as an employee dent child)
envelope. If you do not have the addressedare earned income. This includes wages,

• $33,750 if your filing status is head of envelope, or if you moved during the year,salaries, tips, and other employee compen-
household or single see Where Do I File? in your Form 1040,sation. Other employee compensation in-

1040A, or 1040EZ instructions.cludes nontaxable compensation such as
You must reduce your earned incomehousing allowances or the rental value of a

credit by the amount of any AMT you haveparsonage that you receive as part of your IRS Will Figurefor the tax year. If you owe the AMT (Formpay for services as an employee. Your Credit For You 1040, line 48), reduce the amount which youAmounts you received in the exercise of
enter on line 10 of the Form 1040 EIC Work- There are certain instructions you must fol-ministerial duties, but not as an employee,
sheet by the amount on line 48 of Form 1040. low before IRS can figure the credit for you.are not earned income. Examples include
Next, enter the result (if more than zero) onfees for performing marriages and honoraria
Form 1040, line 56. Then replace the amountfor delivering speeches. Form 1040 
on the EIC Worksheet, line 10, with theAny compensation you received from an If you are filing Form 1040 and you want the
amount entered on Form 1040, line 56.undertaking unrelated to the ministry is IRS to figure the credit for you, you must fill

If you file Form 1040A and included AMTearned income. This is so whether you re- out parts of Form 1040 and:
on line 27, subtract your AMT from theceived the amounts as an employee or as a

• Enter any advance earned income creditamount on line 9 of the Form 1040A EICself-employed individual.
payments received in 1994 on line 52,Worksheet. Next, enter the result (if moreForm 4029.  If you have an approved

than zero) on Form 1040A, line 28c. Then re- • Complete Schedule EIC if you have aForm 4029, all wages, salaries, tips, and
place the amount on the Form 1040A EIC qualifying child, andother employee compensation are earned
Worksheet, line 9, with the amount enteredincome. Amounts you received as a self-em- • Write ‘‘EIC’’ next to line 56. Also, if youon Form 1040A, line 28c. See Form 6251, Al-ployed individual are not earned income. have any earned income that is not taxed,ternative Minimum Tax—Individuals.Also, losses from Schedule C, C–EZ, or F enter the amount and type of income in the

cannot be subtracted from wages on line 7 of spaces provided on line 56. See Table 35–
Form 1040. 1 for examples of earned income that is

not taxed.How To Claim the
Credit To see which lines on Form 1040 youHow To Figure

must fill out, go to the Form 1040 instructionsIf you want the IRS to figure your credit for
under The IRS Will Figure Your Tax andthe Credit you, skip this part and go to IRS Will Figure
Some of Your Credits.Your Credit For You. If you want to figure theOnce you know that you qualify for the

credit yourself, you must do the following:earned income credit, you need to know how
Form 1040A to figure the amount of the credit. You have • File either Form 1040, 1040A, or 1040EZ.
If you are filing Form 1040A and you want thetwo choices of how to figure the credit. • Complete the EIC Worksheet to figure the IRS to figure the credit for you, you must:1) Have the IRS figure the credit for you. If amount of your credit. Do not attach the
1) Fill in the parts of Form 1040A throughyou would like to do this, see IRS Will Worksheet to your return. You should,

line 22 that apply to you.Figure Your Credit For You, under How however, keep it with your tax records.
To Claim the Credit, or The instructions for Form 1040, 1040A, 2) If you file a joint return, use the space to

and 1040EZ contain an EIC Worksheet for the left of line 22 to separately show2) If you want to figure the credit yourself,
your use. your own taxable income and yourdo the following:

spouse’s taxable income.• If you received advance earned incomea) Complete the EIC Worksheet and
credit payments in 1994, you must file 3) Complete lines 24a, 24b, 26, 28a, 28b,enter the amount of the credit on line
Form 1040 or 1040A. Form W–2, box 9, and any write-ins on line 28d, if they ap-56 (Form 1040), line 28c (Form
shows the amount of advance payments ply to you. If you received any advance1040A), or on line 7 (Form 1040EZ).
you received during 1994. Include the ad- earned income credit payments, showb) Complete Schedule EIC and attach it vance payments you received in 1994 on the amount of the payment on line 26.to your Form 1040 or Form 1040A, if line 52, Form 1040, or line 26, Form

4) Attach the first copy or Copy B of all youryou have a qualifying child. 1040A. To find out if you can get advance
W–2 and 1099–R forms that show Fed-payments of the earned income credit, see
eral income tax withheld.Earned income credit table. For 1994, Advance Earned Income Credit Pay-

there is one earned income credit table. You 5) Fill in and attach any schedules or formsments, later.
use this table to find the amount of your asked for on the lines you completed.• Enter your earned income credit on line 56credit. The table is located at the end of this

6) Complete Schedule EIC if you have a(Form 1040), line 28c (Form 1040A), orchapter.
qualifying child.line 7 (Form 1040EZ).

Alternative minimum tax (AMT). The tax • Attach a completed Schedule EIC to either 7) Write ‘‘EIC’’ next to line 28c. Also, if you
laws give special treatment to some kinds of Form 1040 or 1040A if you have a qualify- have earned income that is not taxed,
income and expenses. This special treat- ing child. If you have a qualifying child, you enter the amount and type of income in
ment could substantially reduce or eliminate cannot use Form 1040EZ. the spaces provided. See Table 35–1,
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earlier, for examples of earned income Important note.  If Form 1040A, line 7, 2 of the EIC Worksheet. Then subtract line 2
that is not taxed. includes an amount for a taxable scholarship from line 1 and enter the result on line 3.

or fellowship grant that was not reported on8) Sign and date your return (both spouses
your W–2, enter the total line 7 amount onmust sign a joint return) and enter your
line 1 of the EIC Worksheet. Next, enter theoccupations.
amount of the scholarship or fellowship grant Examples 

9) Mail your return by April 17, 1995. (that was not reported on your W–2) in the
This part of the chapter contains two com-box for line 2 of the Form 1040A EIC Work-
prehensive examples that illustrate how tosheet. Then subtract line 2 from line 1 of theImportant note.  Fil l in and attach
claim the credit. The first example is aboutEIC Worksheet and enter the result on line 3.Schedule EIC to either Form 1040 or Form
David and Judy Brown who have 3 children.1040A only if you have a qualifying child.
The second example is about Kelly Green
who does not have a qualifying child.Form 1040,

Form 1040EZ EIC Worksheet, and
If you are filing Form 1040EZ and you want Schedule EIC Example 1 
the IRS to figure the credit for you, you must: Figure the amount of your credit on the EIC At the end of 1994, David and Judy Brown

Worksheet if you meet the rules under Who have three children—Karl B., age 3, and1) Fill in lines 1–6.
May Take the Credit and your total earned in- twins Trisha K. and Mary B., age 11 months.

2) If you file a joint return, use the space come (line 7, Form 1040) and your adjusted The children lived with David and Judy for all
under the ‘‘Note’’ to the left of line 5 to gross income (line 31, Form 1040) are each of 1994. David worked and earned $16,000.
separately show your own and your less than: He also received $1,500 in unemployment
spouse’s taxable income. compensation. Judy made crafts and sold• $ 9,000 if you do not have a qualifying

them at a flea market. Her net earnings from3) Fill in the amount and type of any child,
self-employment were $350. In addition,earned income that is not taxed in the

• $23,755 if you have one qualifying child, or they earned $50 interest from a savingsspaces marked ‘‘Type’’ and ‘‘$’’ to the
account.• $25,296 if you have more than one qualify-left of line 7.

Their total earned income is $16,350ing child.4) Write ‘‘EIC’’ in the space to the right of
($16,000 + $350). Their adjusted gross in-

the words ‘‘earned income below’’ on
come is $17,900 ($16,000 + $350 + $1,500 +If you do not meet all the rules, then youline 7 if you can take the credit.
$50). David and Judy will file a joint return us-do not qualify for the earned income credit. If

5) Attach the first copy or Copy B of all your ing Form 1040. They qualify for the earnedyou do not qualify, enter ‘‘No’’ next to line 56,
W–2 forms. income credit and complete Schedule EICForm 1040.

and the EIC Worksheet.If you qualify for the credit and have a6) Sign and date your return and enter your
They take the following steps to completequalifying child, you must also fill out Sched-occupation. If filing a joint return, both

the forms. Their completed Schedule EICule EIC and attach it to your Form 1040. Dospouses must sign.
and the EIC Worksheet follow this example.not attach the EIC Worksheet to your return.

7) Mail your return by April 17, 1995. If you want the IRS to figure your credit,
see IRS Will Figure Your Credit For You, Step 1 — Schedule EIC 
earlier. The Browns complete Schedule EIC be-

How To Figure the cause they have qualifying children. They
Important note.  If Form 1040, line 7, in- enter ‘‘David H. Brown and Judy K. Brown’’Credit Yourself cludes an amount for a taxable scholarship and David’s social security number on the

There are certain instructions you must fol- or fellowship grant that was not reported on line provided at the top of Schedule EIC.
low if you want to figure the credit yourself. your Form W–2, enter the total line 7 amount They enter the social security number that

on line 1 of the EIC Worksheet. Next, enter appears first on Form 1040.
Form 1040A, EIC the amount of the scholarship or fellowship

grant (that was not reported on your W–2) onWorksheet, and Step 2 — Schedule EIC 
line 2 of the Form 1040 EIC Worksheet. ThenSchedule EIC The Browns fill out Information About Yoursubtract line 2 from line 1 and enter the result

Qualifying Child or Children (lines 1–6).Figure the amount of your credit on the EIC on line 3.
Worksheet if you meet the rules under Who

Important note.  If you have more thanMay Take the Credit and your total earned in-
two qualifying children, list only two of thecome (line 7, Form 1040A) and your ad- Form 1040EZ and
children on Schedule EIC.justed gross income (line 16, Form 1040A) EIC Worksheet 

are each less than: Figure the amount of your credit on the EIC Line 1. The Browns enter the first names,
Worksheet if you meet the rules under Who middle initials (if any), and last names of the• $ 9,000 if you do not have a qualifying
May Take the Credit and your total earned in- children. They enter only Karl’s and Trisha’schild,
come (line 1, Form 1040EZ) and your ad- names. They do not enter Mary’s name.• $23,755 if you have one qualifying child, or justed gross income (line 3, Form 1040EZ) However, Mary is still a qualifying child even

• $25,296 if you have more than one qualify- are each less than $9,000. Do not attach the though her name is not on Schedule EIC.
ing child. EIC Worksheet to your Form 1040EZ return. Line 2. The Browns enter the year of birth

If you want the IRS to figure your credit, for Karl (1991) in the column ‘‘(a) Child 1’’
see IRS Will Figure Your Credit For You,If you do not meet all the rules, then you and for Trisha (1994) in the column ‘‘(b) Child
earlier.do not qualify for the earned income credit. If 2.’’

you do not qualify, enter ‘‘No’’ next to line Lines 3(a) and 3(b). The Browns skip
28c, Form 1040A. If you qualify for the credit Important note.  If Form 1040EZ, line 1, these lines because the children were born
and have a qualifying child, you must also fill includes an amount for a taxable scholarship after 1975.
out Schedule EIC and attach it to your Form or fellowship grant that was not reported on Line 4. The Browns enter Karl’s social
1040A. Do not attach the EIC Worksheet to your W–2, enter the Form 1040EZ, line 1, security number. They do not have to enter a
your return. If you want the IRS to figure your amount on line 1 of the EIC Worksheet. Next, social security number for Trisha, because
credit, see IRS Will Figure Your Credit For enter the amount of the scholarship or fellow- she was under age 1 at the end of 1994. If
You, earlier. ship grant (that was not on your W–2) on line the Browns did not have a social security
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number for Karl, they would follow the in- 1040, line 56. The $1,303 is the Brown’s 1995 Form W–5 and he or she will include
earned income credit. part of the credit regularly in your pay.structions under Social Security Number

earlier. If they omit Karl’s social security
Who can get the advance payment of thenumber, the processing of the Brown’s tax Example 2—Form 1040EZ earned income credit?  There are certainreturn would be delayed.

Kelly Green is age 30 and a full-time student. basic rules you must meet to see if you canLine 5. The Browns enter ‘‘son’’ for Karl
She lived with her parents in the United get part of the earned income credit paid toand ‘‘daughter’’ for Trisha. This line shows
States for all of 1994. She had a part-time job you throughout the year in your paycheck.the children’s relationship to the Browns.
and earned $6,040. She earned $20 interest You must:Line 6. The Browns enter ‘‘12’’ for Karl
on a savings account. She is not a depen-and ‘‘12’’ for Trisha. This line shows how 1) Work and earn less than a certaindent on her parents’ return because she

many months in 1994 the children lived with amount. The amount in 1994 wasdoes not meet the gross income test. She
the Browns. $23,755. The amount for 1995 will bedoes not have any children. Kelly qualifies

higher (see Form W–5 for the 1995for the earned income credit. Kelly will file
amount),Step 3 — Schedule EIC Form 1040EZ and complete the EIC Work-

2) Have a qualifying child, andThe Browns will attach Schedule EIC to sheet. The steps she uses and her com-
Form 1040 when they send their completed pleted EIC Worksheet follow. 3) Meet all the rules under Persons Who
return to IRS. Work and Have One or More Qualifying

Completing the EIC Worksheet Children, earlier, or in the instructions
Step 4 — EIC Worksheet for the W–5 to get the credit.Kelly figures the amount of her earned in-
In Steps 1–3 the Browns completed the infor- come credit on the Earned Income Credit

Advance earned income credit paymentsWorksheet as follows:mation about their qualifyng children. Next,
received in 1994.  If you received advancethey will complete the EIC Worksheet to fig- Line 1.  She enters $6,040 from Form
payments of the earned income credit inure their earned income credit amount. 1040EZ, line 1 here.
1994, you must file a tax return to report theLine 2.  Kelly leaves this line blank be-Line 1.  The Browns enter David’s
payments. Report the amount on line 52,cause she did not receive any scholarshipsearned income ($16,000) from Form 1040,
Form 1040 (or line 26, Form 1040A). Youror fellowship grants.line 7.
Form W–2, box 9 will show the amount youLine 3.  She subtracts line 2 from line 1Line 2.  The Browns leave this line blank
received. You cannot use Form 1040EZ toand enters $6,040 here.because they did not have any taxable schol-
report your advance payments.Line 4.  Kelly leaves this line blank be-arship or fellowship grant income.

Example.  Gene and Mary White expectcause all her income is taxable.Line 3.  They subtract line 2 from line 1
to file a joint return for 1994. Gene earnedLine 5.  She adds lines 3 and 4 and en-and enter $16,000.
$15,000 in 1994. Mary did not work but re-ters $6,040 here. This is her total earnedLine 4.  Because all of David’s and Judy’s
ceived $110 in interest from her savings ac-income.earned income is taxable, they leave this line
count. They have a son, Guy, who lived withLine 6.  To find her credit, Kelly goes toblank.
them all year. The Whites qualify for thethe Earned Income Credit Table at the end ofLine 5.  Because Judy was self-em-
earned income credit and wanted to receivethe chapter. She finds her earned income ofployed, she completed Table 35–2 and en-
it in advance during 1994. Gene gave a 1994$6,040 (from line 5 above) in the range oftered the result, $350, here. Table 35–2 can
Form W–5 to his employer. If Gene wants to$6,000 to $6,050. Kelly follows this linebe found earlier in this chapter. A filled-in Ta-
receive the advance credit in 1995, he mustacross to the column ‘‘No children’’ and findsble 35–2 is not shown in this example.
fill out a 1995 Form W–5 and give it to his$228.Line 6.  They add lines 3, 4, and 5 and
employer.Line 7.  She enters $6,060 from Formenter $16,350. This is their total earned

During 1994, Gene received $832 of ad-1040EZ, line 3.income.
vance earned income credit in his weeklyLine 8.  Kelly checks the box for Yes andLine 7.  To find the amount of their credit, pay. This amount is shown in box 9 of Gene’sfollows the instruction, because her adjustedthe Browns go to the Earned Income Credit 1994 Form W–2. The Whites must file a re-gross income of $6,060 is more than $5,000.Table at the end of the chapter. They have turn to report the $832. They file a joint returnKelly again goes to the Earned Incometwo qualifying children listed on Schedule on Form 1040A and enter the $832 on lineCredit Table to find the amount of the creditEIC—Karl and Trisha. They find their earned 26.based on her adjusted gross income. Sheincome of $16,350 (from EIC Worksheet, line When they file their return, they will claimfinds $6,060 in the range of $6,050 to6) in the range of $16,350 to $16,400. They a credit of $1,379. They subtract the $832$6,100. Kelly follows this line across to thefollow this line across to the column ‘‘Two advance payment from their earned incomecolumn ‘‘No children’’ and finds $224. Kellychildren’’ and find $1,577. They enter $1,577 credit. They find they will get a refund of $547enters $224 here.on line 7. (they have no income tax liability on their in-Line 9.  Because Kelly checked theLine 8.  The Browns enter their adjusted come of $15,110). The Whites fill out Sched-‘‘Yes’’ box for line 8, she enters the smaller of

gross income of $17,900 (from Form 1040, ule EIC (because they have a qualifying$228 (line 6) or $224 (line 8). She enters
line 31). child) and attach it to their tax return. They$224 here and on Form 1040EZ, line 7. The

Line 9.  The Browns check the box for No also fill out the Form 1040A EIC Worksheet$224 is Kelly’s earned income credit.
and follow the instruction because their ad- to figure the amount of their credit but do not
justed gross income of $17,900 is more than attach the Worksheet to their return.
$11,000. They again go to the Earned In- Persons who are not entitled to re-
come Credit Table to find the amount of ceive the advance payments.  Under cer-Advance Earned
their credit based on their adjusted gross in- tain circumstances, even if you meet theIncome Creditcome (EIC Worksheet, line 8). They find the rules for receiving part of the earned income
$17,900 in the range of $17,900 to $17,950. credit in advance, you may not be entitled toPaymentsThey follow this line across to the column get it. If your wages are not subject to federal
‘‘Two children’’ and find $1,303. They enter Would you like to get part of your earned in- income tax, social security tax, or Medicare
$1,303 on line 9. come credit now instead of waiting until after tax withholding, you cannot get the advance

Line 10.  Because they checked No on the end of the year? If you work for someone payment of the earned income credit. If you
line 9, they compare the amounts on line 7 and expect to qualify for the earned income are a farm worker and are paid on a daily ba-
($1,577) and line 9 ($1,303). They enter the credit in 1995, you can choose to get part of sis, your employer is not required to pay you
smaller amount on line 10 and also on Form the credit in advance. Give your employer a the advance amount of the credit.
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If you receive advance payments of the W–5 with your employer. Check the Yes boxHow to Get Advance
earned income credit  and later find out that in question 4 that your spouse has filed aPayments for 1995 you do not qualify for the credit, you will have Form W–5.

To get part of the credit in advance, you must to pay back any advance payment you re- If you no longer want to get advance pay-
fill out a 1995 Form W–5. ceived when you file your Form 1040 or Form ments of the earned income credit, you must

After you have read the instructions and 1040A. fill out another Form W–5 and give it to your
answered the questions on Form W–5, give The 1995 Form W–5 you give to your em- employer. Check the NO box in question 1
the bottom part of the form to your employer. ployer is valid until December 31, 1995. If on the new form to show that you no longer
Keep the top part for your records. you expect to qualify for the earned income want to get advance payments.

If you have more than one employer, give credit in 1996 and you want to receive ad-
a certificate to only one of them. If you are vance payments, you must give your em-
married and both you and your spouse are ployer a new Form W–5 in 1996. You do this
employed and expect to qualify for the credit, each year you think you are eligible for the
you may give a Form W–5 to your employer Checklist and Table forcredit.
and your spouse may give one to his or her Figuring the Credit employer. When to give your employer a new Form

W–5.  If your situation changes after you give
Important note.  If you receive advance The pages which follow have some helpfulyour employer a Form W–5, and you no

earned income credit payments in 1995, you information you may need. They are:longer qualify for the earned income credit,
must file Form 1040 or Form 1040A for 1995. you must give your employer a new Form W–
You must file a return to report what you al- 5. Check the NO box in question 1 on the • Eligibility Checklist. This is your final check
ready received and to take advantage of any new form to show that you are not eligible to to see if you really do qualify for the earned
additional earned income credit that you may get advance payments. income credit.
qualify for. If your spouse files a Form W–5 with his

or her employer, you must file a new Form • The Earned Income Credit Table immedi-
Caution.  The advance earned income credit ately follows the Eligibility Checklist.
payment is available only to persons who
have at least one qualifying child.
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Earned Income Credit (EIC) Eligibility Checklist

CAN YOU REALLY CLAIM THE EARNED INCOME CREDIT?
(For use in preparing 1994 tax returns)

You may claim the earned income credit if you answer YES to all the following questions.*

YES NO

1. Is the total of your taxable and nontaxable earned income at least $1 but less than: ❏ ❏
• $ 9,000 if you do not have a qualifying child
• $23,755 if you have one qualifying child
• $25,296 if you have more than one qualifying child

2. Is your adjusted gross income (Form 1040, line 31; Form 1040A, line 16; Form
1040EZ, line 3) less than: ❏ ❏

• $ 9,000 if you do not have a qualifying child
• $23,755 if you have one qualifying child
• $25,296 if you have more than one qualifying child

3. Is your filing status married filing jointly, head of household, qualifying widow(er), or
single? ❏ ❏

4. Answer YES if you are not a qualifying child of another person? (See Qualifying child
of another person in this chapter.) ❏ ❏

5. Answer YES if you did not file Form 2555 or Form 2555-EZ to exclude from your gross
income any income earned in foreign countries or to deduct or exclude a foreign
housing amount? ❏ ❏

6. Does your return cover a 12-month period? (If you filed a short period return because
of an individual’s death, answer YES.) ❏ ❏

 STOP: If you have a qualifying child, answer question 7 and skip 8. If you do not
have a qualifying child skip 7 and answer 8. (Qualifying child is explained
in this chapter.)*

7. • Did your qualifying child live with you in the United States for more than half the year
(the whole year if an eligible foster child)? ❏ ❏

• Answer YES if your qualifying child is also a qualifying child for another person and
your adjusted gross income is higher than the other persons. Answer YES if your child
is only a qualifying child for you. ❏ ❏

• If your qualifying child is married, did you claim the child as a dependent? If your
qualifying child is not married, check YES (See Qualifying child who is married in ❏ ❏
this chapter for an exception.)

OR
8. • Was your main home in the United States for more than half the year? ❏ ❏

• Were you (or your spouse, if filing a joint return) at least age 25 but less than 65
before the end of your tax year? ❏ ❏

• No one can claim you as a dependent on their return? If you are not eligible to be a
dependent on anyone else’s return, check YES. If you are eligible to be claimed as a
dependent on someone else’s return, check NO. ❏ ❏

* PERSONS WITH A QUALIFYING CHILD: If you answered YES to questions 1 through 7, you can claim the credit.
Remember to fill out Schedule EIC and attach it to your return. Also, use the EIC Worksheet to figure your credit.

 PERSONS WITHOUT A QUALIFYING CHILD: If you answered YES to questions 1 through 6 and 8, you can claim the
credit. Use the EIC Worksheet to figure your credit. Remember, you can now use Form 1040EZ.

 IF YOU ANSWERED NO TO ANY QUESTION: You are not eligible for the credit. Enter NO next to line 56, Form 1040,
next to line 28c, Form 1040A, or next to line 7, Form 1040EZ.
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as payments. These credits are added to the 1) Paid alternative minimum tax in 1993,
federal income tax withheld and any esti- 2) Had an unused minimum tax credit that
mated tax payments you made. If this total is36. you are carrying forward from 1993 to
more than your total tax, the excess will be 1994, or
refunded to you.Other Credits 3) Had certain unallowed nonconventional-

source fuel, orphan drug, or electric ve-Useful Items
hicle credits in 1993.You may want to see:

Credit amount.  The credit is generally thePublicationImportant Change amount of alternative minimum tax you actu-
❏ 378 Fuel Tax Credits and Refunds ally paid in 1993 reduced by the part of itfor 1994 

generated by exclusion items. Add to this❏ 514 Foreign Tax Credit for
Excess withholding of social security tax any:Individuals
and tier 1 railroad retirement tax.  Social

1) Credit carried forward,❏ 564 Mutual Fund Distributionssecurity and railroad retirement tax (RRTA)
were both withheld at a rate of 6.2% on the 2) Unallowed nonconventional-source fuel❏ 936 Home Mortgage Interest
first $60,600 of wages in 1994. If you had two credit,Deduction
or more employers and they withheld too 3) Unallowed orphan drug credit, and
much social security or RRTA tax during Form (and Instructions)

4) Unallowed electric vehicle credit.1994, you may be entitled to a credit of the
❏ 1040 U.S. Individual Income Taxexcess withholding. For more information

Return Exclusion items.  These are adjust-about the credit and how to get it, see Credit
ments and preference items that result in the❏ 1116 Foreign Tax Creditfor Excess Social Security Tax or Railroad
permanent exclusion of income for regularRetirement Tax Withheld. ❏ 2439 Notice to Shareholder of
tax purposes. The exclusion items are:Undistributed Long-Term Capital

The standard deduction,Gains

Medical and dental expenses,❏ 4136 Credit for Federal Tax Paid onImportant Reminder 
Fuels Miscellaneous itemized deductions,Credit for electric vehicles.  You may be al-

❏ 8396 Mortgage Interest Creditlowed a tax credit if you placed an electric ve- Taxes,
hicle in service after June 30, 1993. The ❏ 8801 Credit For Prior Year Minimum Interest expense,credit is limited to $4,000 for each vehicle. Tax—Individuals, Estates, and Trusts

Exclusion for gains on sale of certainFor more information, see Credit for Electric
❏ 8828 Recapture of Federal Mortgage small business stock,Vehicles.

Subsidy
Tax-exempt interest from certain private

❏ 8834 Qualified Electric Vehicle Credit activity bonds, and

Depletion.Introduction
In addition to the child and dependent care

How to claim the credit.  Figure your 1994credit (Chapter 33), the credit for the elderly Nonrefundable Credits credit and any carryforward to 1995 on Formor the disabled (Chapter 34), and the earned
8801, and attach it to your Form 1040. In-The following credits are discussed in thisincome credit (Chapter 35) you may be able
clude the credit in your total for line 44, Formpart:to claim other tax credits. This chapter is di-
1040, and check box c. You can carry for-vided into two parts and discusses seven • Credit for prior year minimum tax ward any unused credit for prior year mini-credits in the following order.
mum tax to later years until it is completely• Mortgage interest credit

• Part 1, Nonrefundable Credits: used.• Credit for electric vehicles
For additional information about theCredit for prior year minimum tax,

• Foreign tax credit. credit, see the instructions for Form 8801.Mortgage interest credit,

Credit for electric vehicles, and Mortgage Interest Credit 
Foreign tax credit. Credit for Prior Year Mortgage credit certificates issued by state

• Part 2, Refundable Credits: Minimum Tax and local governments may entitle a certifi-
cate holder to a mortgage interest credit. TheThe tax laws give special treatment to someCredit for excess social security tax or
certificate must be used in connection withkinds of income and allow special deductionsrailroad retirement tax withheld,
the purchase, qualified rehabilitation, orand credits for some kinds of expenses. If

Credit from a regulated investment qualified home improvement of the certifi-you benefit from these laws, you may have to
company, and cate holder’s main home.pay at least a minimum amount of tax. This is

Credit on diesel-powered highway called the alternative minimum tax.
vehicles. Who qualifies.  You may be able to claim aThe special treatment of some items of

mortgage interest credit if you were issued aincome and expenses only allows you to
mortgage credit certificate (MCC) under aNonrefundable credits.  The first part of the postpone paying tax until a later year. It does
qualified MCC program. The MCC must re-chapter, Nonrefundable Credits, covers four not allow you to completely avoid the tax. In
late to your main home.credits that you subtract directly from your these situations, you may be able to claim a

tax. These credits may reduce your tax to credit for prior year minimum tax against
zero. If these credits are more than your tax, your current year’s tax. The amount of the Amount of credit.  You figure the credit by
the excess is not refunded to you. credit cannot reduce your current year’s tax multiplying the certificate credit rate by the

below your current year’s tentative alterna- lesser of the interest you paid during the year
Refundable credits.  The second part of this tive minimum tax. on your actual loan amount (mortgage) or
chapter, Refundable Credits, covers three You may be able to take a credit against the interest you paid on the loan amount
credits that are refundable to you and treated your regular tax if you: shown on your MCC. The certificate credit
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rate and the maximum loan amount are you sold or disposed of your home during the • Credit on diesel-powered highway
shown on the MCC. first 9 years following the date of closing. See vehicles.

Limit.  If the certificate credit rate is more Publication 523, Selling Your Home, for
than 20%, the credit cannot be more than more information.
$2,000. Credit for Excess SocialDividing the credit.  If two or more per- Credit for Electric Vehicles Security Tax or Railroadsons (other than a married couple filing a

You may be allowed a 10% tax credit if youjoint return) hold an interest in the home to Retirement Tax Withheld placed a qualified electric vehicle in servicewhich the MCC relates, the credit must be di-
after June 30, 1993. There are limits on the amount of wages sub-vided based on the interest held by each

ject to social security and railroad retirementperson.
Qualified electric vehicle.  This is a motor tax (RRTA). If you worked for two or more

Example.  John and his brother, George, vehicle that: employers in 1994, and together they paid
were issued a MCC. They used the certifi- you wages that exceeded these limits, you1) Has at least four wheels and is manu-cate to obtain a mortgage on a home that is may be entitled to a credit for any excessfactured for use on public streets, roads,their main home. John has a 60% interest amount of tax withheld on those wages. Thisand highways.and George has a 40% interest. John paid is a credit against your income tax. The limits

2) Is powered primarily by an electric mo-$5,400 mortgage interest and George paid are:
tor that draws its power from recharge-$3,600.

1) $60,600 in wages subject to social se-able batteries, fuel cells, or other porta-The MCC shows a credit rate of 25% and
curity and tier 1 RRTA withholding tax ofble sources of electrical current.a maximum loan amount of $65,000. Their
not more than $3,757.20, oractual mortgage loan is $60,000, which is 3) Is originally used by you.

less than the $65,000 maximum. However,
2) $45,000 in wages subject to tier 2 RRTA4) Is acquired for your own use, not fortheir combined credit is limited to $2,000 be-

withholding tax of not more thanresale.cause the credit rate is more than 20%.
$2,205.00.

John’s credit is limited to $1,200 ($2,000
Amount of credit.  The credit is equal to× 60%). He figures the credit by multiplying
10% of the cost of the vehicle. However, ifthe interest he paid ($5,400) by the certifi-

Note.  Beginning in 1994, all wages arethe vehicle is a depreciable business asset,cate credit rate (25%) for a total of $1,350.
subject to Medicare tax withholding.you must reduce the cost by any section 179However, his credit is limited to the $1,200

deduction before figuring the credit. Get Pub-above.
lication 917, Business Use of a Car, for infor-George’s credit is limited to $800 ($2,000 One employer.  If any one employer with-mation on the section 179 deduction.× 40%). He figures the credit by multiplying held social security or RRTA tax that ex-The credit is limited to $4,000 for eachthe interest he paid ($3,600) by the certifi- ceeded the limits in the preceding list, youvehicle.cate credit rate (25%) for a total of $900. His cannot claim the extra amount withheld by

credit is limited to the $800 above. that employer as a credit against your in-Special rules.  You cannot take the credit if
come tax. Your employer must adjust this foryou use the vehicle predominately outsideCarryforward.  If your allowable credit is you.the United States.more than your tax liability reduced by cer-

The credit will be subject to recapture if,tain credits, you can carry forward the un-
Joint return.  If you are filing a joint return,within 3 years after the date you place the ve-used portion of the credit to your next 3 tax
you cannot add the social security or RRTAhicle in service, the vehicle is modified soyears or until used, whichever comes first.
tax withheld from your spouse’s wages to thethat it is no longer eligible for the credit or isIf you are subject to the $2,000 limit be-
amount withheld from your wages. Figureused predominately outside the Unitedcause your certificate credit rate is more than
the credit separately for both you and yourStates.20%, no amount over the $2,000 (or your
spouse to determine if either of you has ex-prorated share of the $2,000 if you must allo-
cess withholding.How to claim the credit. To claim the credit,cate the credit) may be carried forward.

complete Form 8834, and attach it to your
Form 1040. Include the credit in your total for How to claim the credit.  If you file FormHow to claim the credit.  Figure the credit
line 44, check box d, and write ‘‘8834’’ on the 1040, enter the credit on line 58. If you fileand any carryforward to next year on Form
line next to box d. Form 1040A, include the credit in the total on8396, and attach it to your Form 1040. Be

line 28d. Write ‘‘Excess SST’’ and show thesure to include any carryforward from 1991,
amount of the credit in the space to the left of1992, and 1993. You cannot use a carryfor- Foreign Tax Credit 
the line.ward from 1991 on your tax return for any You generally can choose to claim income

year after 1994. taxes you paid or accrued during the year to
Note.  You cannot claim the credit for ex-Include the credit in your total for line 44 a foreign country or U.S. possession as a

cess social security or railroad retirement tax(Form 1040), and check box b. credit against your U.S. income tax. Or, you
on Form 1040EZ.can deduct them as an itemized deduction.

Reduced home mortgage interest deduc- To take the foreign tax credit, complete
tion.  If you itemize your deductions on Form 1116 and attach it to your Form 1040. How to figure the credit if you did notSchedule A (Form 1040), reduce your home Enter the credit on line 43, Form 1040. For work for a railroad.  If you did not work for amortgage interest deduction by the amount more information, get Publication 514. railroad during 1994, figure the credit ason line 3 of Form 8396, even if part of that

follows:amount is to be carried forward to 1995. For
more information about the home mortgage

1. Add all social security taxRefundable Credits interest deduction, see Chapter 25.
withheld (but not more than

The following credits are refundable and are $3,757.20 for each employer).
Recapture of Federal mortgage subsidy. treated as payments of tax: Enter the total here . . . . . . . . . . . . . .
If you closed on a mortgage from a qualified

• Credit for excess social security tax or rail- 2. Enter any uncollected socialmortgage bond program and received a
road retirement tax withheld, security tax on tips or group-termmortgage credit certificate after December

life insurance included in the total31, 1990, you may be subject to a recapture • Credit from a regulated investment com-
on Form 1040, line 53 . . . . . . . . . . .rule. The recapture would generally occur if pany, and
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3. Add lines 1 and 2. If $3,757.20 or 1. Add all social security and tier 1 example, a mutual fund) allocated to you as
less, stop here. You cannot claim RRTA tax withheld (but not more capital gain distributions, even if you did not
the credit . . . . . . . . . . . . . . . . . . . . . . . . than $3,757.20 for each actually receive them. If the investment com-

employer). Enter the total here pany paid a tax on the capital gain, you are4. Social security tax limit . . . . . . . . . . 3,757.20
allowed a credit for the tax since it is consid-2. Enter any uncollected social5. Credit. Subtract line 4 from line 3.
ered paid by you. The company will send yousecurity and tier 1 RRTA tax onEnter the result here and on
Form 2439 showing the undistributed capitaltips or group-term life insuranceForm 1040, line 58 (or Form
gains amount and the tax paid, if any. Claimincluded in the total on Form1040A, line 28d) . . . . . . . . . . . . . . . .
the credit by entering the amount on line 59,1040, line 53 . . . . . . . . . . . . . . . . . . . .
Form 1040, and checking box a. Also attach

3. Add lines 1 and 2. If $3,757.20 orExample.  You are married and file a joint Copy B of Form 2439 to your return. See
less, enter –0– on line 5 and goreturn with your spouse who had no gross in- Capital Gain Distributions in Chapter 9 for
to line 6 . . . . . . . . . . . . . . . . . . . . . . . . .come in 1994. During 1994 you worked for more information on undistributed capital

the Brown Shoe Company and earned 4. Social security and tier 1 RRTA gains.
$45,000 in wages. Social security tax of tax limit . . . . . . . . . . . . . . . . . . . . . . . . . 3,757.20
$2,790 was withheld. You also worked for

5. Subtract line 4 from line 3 . . . . . . .another employer in 1994 and earned Credit on6. Add all tier 2 RRTA tax withheld$35,000 in wages. $2,170 of social security
(but not more than $2,205.00 for Diesel-Poweredtax was withheld from these wages. Because
each employer). Enter the totalyou worked for more than one employer and Highway Vehicles 
here . . . . . . . . . . . . . . . . . . . . . . . . . . . . .your total wages were more than $60,600,

you can claim a credit of $1,202.80 for the 7. Enter any uncollected tier 2 If you purchased a diesel-powered highway
excess social security tax withheld. railroad retirement tax on tips or vehicle, you may be entitled to a one-time

group-term life insurance credit if:1. Add all social security tax
included in the total on Formwithheld (but not more than
1040, line 53 . . . . . . . . . . . . . . . . . . . . 1) You are the first owner of the vehicle,$3,757.20 for each employer).

and8. Add lines 6 and 7. If $2,205.00 orEnter the total here . . . . . . . . . . . . . . $ 4,960.00
less, enter –0– on line 10 and go2. Enter any uncollected social
to line 11 . . . . . . . . . . . . . . . . . . . . . . . . 2) You did not purchase the vehicle for thesecurity tax on tips or group-term

purpose of reselling it.9. RRTA tier 2 limit . . . . . . . . . . . . . . . . . 2,205.00life insurance included in the total
on Form 1040, line 53 . . . . . . . . . . . –0– 10.Subtract line 9 from line 8 . . . . . . .

3. Add lines 1 and 2. If $3,757.20 or 11.Credit. Add lines 5 and 10. Enter Amount of credit.  The credit is $102 if you
less, stop here. You cannot claim the result here and on Form purchased a diesel-powered automobile or
the credit . . . . . . . . . . . . . . . . . . . . . . . . 4,960.00 1040, line 58 (or Form 1040A, $198 if you purchased a diesel-powered light

4. Social security tax limit . . . . . . . . . . 3,757.20 line 28d) . . . . . . . . . . . . . . . . . . . . . . . . van or truck.
5. Credit. Subtract line 4 from line 3.

Enter the result here and on
How to claim the credit.  To claim theForm 1040, line 58 (or Form
credit, complete Form 4136 and attach it to1040A, line 28d) . . . . . . . . . . . . . . . . 1,202.80 Credit from a Regulated Form 1040. Enter the credit on line 59, Form

Investment Company 1040, and check box b.
For more information, see the discussionHow to figure the credit if you worked for

of Diesel-Powered Highway Vehicles in Pub-a railroad.  If you were a railroad employee You must include in your income any
lication 378.during 1994, figure the credit as follows: amounts that an investment company (for
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Part Eight.

The three chapters in this part give examples of filled-in tax returns. ChapterSample 37 illustrates Form 1040EZ. Chapter 38 illustrates Form 1040A with some
of the schedules that may need to be filled out and filed with it. Chapter 39Returns illustrates Form 1040 with many of the schedules and forms that may need
to be filled out and filed with it. 

‘‘Yes’’ will not change her tax or reduce her this amount in box 2 of her 1994 Forms W–2.
refund. She enters this amount on line 6 of Form

1040EZ.37.
Pat reads the instructions for line 7 to see

if she can take the earned income credit, andForm 1040EZ Income finds that she can. Because she does not
have any nontaxable earned income to enterPat has two items of income which must be
in the spaces marked Type  and $ on line 7,combined and entered on line 1 of Form
she leaves those spaces blank.1040EZ. The part of her scholarship that isPat Brown is single and does not have

for room and board ($1,000) is taxable. Sheany children or dependents. She is 26 years
adds this amount to her wages ($5,500),old and has been a full-time student at State
which are shown in box 1 of her Forms W–2. Note.  If Pat wanted the IRS to computeUniversity since January 1994. She has a
Pat enters the total ($6,500) on line 1. On line her tax and credit for her, she would stop atscholarship that covers her tuition and
2, she enters her interest income of $270. this point. She would make sure lines 1$1,000 of her room and board. Her parents
Pat has no tax-exempt interest, so she does through 6 were accurately completed. Thencannot claim her as a dependent; nor can an-
not have to write ‘‘TEI’’ and show any amount she would print ‘‘EIC’’ in the space to theyone else do so. In January of this year, she
in the space to the right of the words ‘‘Form right of the words ‘‘earned income below,’’received two Forms W–2. One W–2 shows
1040EZ.’’ She adds her wages, taxable skip lines 8 through 11, sign and date the re-her taxable scholarship of $1,000. The other
scholarship, and interest together to figure turn, and enter her occupation. Finally, sheW–2 shows she earned $5,500 in wages and
her adjusted gross income of $6,770. She would attach the first copy or Copy B of herhad $150 in federal tax withheld. She also re-
enters $6,770 on line 3. W–2 forms to her return and mail it by Aprilceived a 1994 Form 1099–INT showing she

17, 1995.had $270 in interest income.
Standard deduction and personal exemp-Pat filed Form 1040EZ for 1993, so the

Pat decides to figure the tax and credittion.  Because Pat cannot be claimed as aIRS sent her the Form 1040EZ tax package.
herself. After completing line 6 and leavingdependent by her parents or anyone else,Because she meets all the requirements for
the Type and $ spaces blank on line 7, sheher standard deduction is $3,800 and herusing Form 1040EZ (see Which Form
figures the amount of her credit by complet-personal exemption is $2,450. She checksShould I Use? in Chapter 1), she decides to
ing the Earned Income Credit Worksheetthe ‘‘No’’ box and enters $6,250 ($3,800 +use it again for 1994. Also, Pat may qualify
that is in the Form 1040EZ instructions under$2,450) on line 4.for the earned income credit and, if so, can
Line 7 Earned income credit (EIC). A copy ofIf Pat could have been claimed as a de-claim it on Form 1040EZ.
her completed worksheet is shown at thependent by her parents or anyone else (evenTo make processing her return quicker
end of this chapter. The amount of her creditif they chose not to claim her as a depen-and to speed her refund, Pat prints (does not
is $170. She enters $170 on line 7, Formdent), she would check the ‘‘Yes’’ box on linetype) her numbers and keeps them inside
1040EZ. Next, she adds line 6 (federal tax4. She would use the worksheet on the backthe boxes on her Form 1040EZ. She does
withheld) to line 7 (earned income credit) andof Form 1040EZ to figure her standardnot use dollar signs.
enters the total ($320) on line 8.deduction.

To complete line 9, she takes the amount
on line 5, her taxable income of $520, and

Use the IRS Label goes to the Tax Table. She reads down theNote.  Because Pat checked the ‘‘No’’
income column of the Tax Table until shebox on line 4, and because neither her par-(Name, Address, and finds the line that includes her taxable in-ents nor anyone else can claim her as a de-
come shown on line 5 of her Form 1040EZ.pendent on their own tax return, she canSocial Security

She reads across the line to find the Sin-claim an exemption for herself. If she hadNumber) gle column. The amount shown at the pointchecked the ‘‘Yes’’ box on line 4, she could
where the income line and the filing statusnot claim an exemption for herself.Pat uses the mailing label that came with her
column meet is her tax ($77).forms package. The label has her name, ad- Pat subtracts line 4 ($6,250) from line 3 She enters this amount on line 9 of herdress, and social security number. She does ($6,770) and enters the result of $520 on line Form 1040EZ.not put the label on her tax return until the re- 5. This amount is Pat’s taxable income which

turn is completed and she is sure the return is used to figure her income tax.
and label are accurate.

Pat could use the label even if some of Refund orthe information on it was incorrect. She
would make the necessary changes directly Payments and Tax Amount You Owe 
on the label and then place it on her com- (Figure Your Tax and Pat compares line 8 and line 9. Because linepleted return.

8 is larger, she subtracts line 9 ($77) fromCredit) line 8 ($320) to arrive at her refund of $243.Presidential Election Campaign Fund.
She enters this amount on line 10. Pat will re-Pat wants $3 of her taxes to go to this fund, Pat had $150 of federal income tax withheld
ceive a tax refund of $243.so she checks the ‘‘Yes’’ box. Checking from her wages by her employer. She found
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If Pat did not qualify for the earned in- Her daytime telephone number, and her Form 1040EZ, she takes her pre-printed
come credit and her employer had not with- mailing label from the front of her forms pack-

‘‘1994 Form 1040EZ.’’
held any federal income tax from her wages, age and, after checking it for accuracy (and
Pat would have owed $77 in income tax. She making any corrections), places it in the ad-
would have been instructed to enter that dress portion at the top of her return. She at-
amount on line 11. She would then include a taches Copy B of her Forms W–2 to the loca-
check or money order for the full amount of tion indicated on the front of Form 1040EZ.Sign Your Return 
$77, payable to ‘‘Internal Revenue Service.’’ She makes a copy of her filled-in tax re-

Pat goes back over her return to make sureShe would write on the front of her check or turn for her records. Then she mails her re-
that she entered the numbers clearly andmoney order: turn to the Service Center in the envelope
correctly and that the math is accurate. that came with her forms package.Her name,

Pat signs and dates her return and enters A filled-in copy of Pat’s Earned Income
Her address, her occupation in the spaces provided at the Credit Worksheet and tax return follows.
Her social security number, bottom of the form. Now that she has filled in
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Annuities, Retirement or Profit-Sharing
Plans, IRAs, Insurance Contracts, etc. fromExemptions 
her employer’s profit-sharing plan showing a38.

Don and Jean must indicate the number of distribution of $2,250 in box 1. Box 2a shows
exemptions they can claim. -0- and box 7 shows Code G.Form 1040A Before the distribution was made, Jean
Exemptions (lines 6a–e).  Don and Jean received an explanation from the plan ad-
can take two personal exemptions, one for ministrator that advised her that the distribu-
each of them. They check these exemptions tion would be tax free with no withholding if
in the boxes on lines 6a and 6b and enter the she elected a direct rollover into an IRA.
total, ‘‘2,’’ on the line at the right. On line 6c, Jean, age 40, made the election, and theDon and Jean Smith are a married couple
column 1, they write their children’s names plan administrator directly transferred thewith two young children. Don worked full time
and enter ‘‘2’’ on the line ‘‘lived with you’’ at entire amount of the distribution into her IRAas a carpenter during 1994. Jean worked full
the right. account. This transfer qualifies as a tax-freetime as a secretary until September when

They have to enter the social security rollover under the rules described in Chaptershe was laid off. She received a distribution
number for any dependent who is at least 1 11.from her company’s profit-sharing plan and
year old. They write Lynn’s social security Jean reports $2,250 on line 11a and $0also received unemployment compensation.
number in column 3. Because Todd was not on line 11b. Because she rolled over the en-Their 10-month-old son, Todd, went to a day-
yet 1 at  the end of 1994, they put a tire distribution into her IRA, Jean does notcare center while both were working. Their 7-
checkmark in column 2 by his name. They have to file Form 5329 or pay the 10% tax onyear-old daughter, Lynn, stayed with a
write their children’s relationship to them early distributions.neighbor before and after school.
(daughter and son) in column 4. They enterThe Smiths filed Form 1040A for 1993 so
‘‘12’’ in column 5 for each child since their Unemployment compensation (line 12).the IRS sent them the Form 1040A tax pack-
daughter lived with them all year and their Jean received Form 1099–G, Certain Gov-age this year. Since they meet all the require-
son was born during the year. They do not ernment Payments, from her state, showingments for using Form 1040A (see Which
have any other dependents, so in the box on $1,010 in unemployment compensation. SheForm Should I Use? in Chapter 1), they de-
line 6e they enter ‘‘4’’ as the total number of enters this amount on line 12.cide to use it again for 1994.
exemptions.

Their filled-in Form 1040A is shown at the
Nontaxable income.  Don and Jean also re-end of this chapter.
ceived a Form 1099–G showing a $100 1993
state tax refund they received in 1994. Be-Total Income 
cause they did not itemize deductions on

Don and Jean report their income on lines their 1993 federal return, they do not reportName, Address, and 7–13b and total it on line 14. the refund as income in 1994. If they had
itemized, part or all of the refund may haveSocial Security

Wages (line 7).  Don’s Form W–2, Wage had to be included in income.
and Tax Statement, shows he earnedNumber 
$22,250 in 1994. Jean’s Form W–2 shows Total (line 14).  Their total income is the sum
she earned $12,155. They f ind these of the amounts shown on lines 7, 8a, 9, andDon and Jean use the label that came with
amounts in box 1 of their Forms W–2. They 12. Don and Jean add these amounts andtheir forms package. The label has their
add the amounts and put the total, $34,405, enter the total, $35,925, on line 14.names, address, and social security num-
on line 7.bers. They check the label to make sure it is

correct, but they do not put it on the return
Interest income (lines 8a–b and Part I ofuntil they have completed and checked the AdjustedSchedule 1).  Don and Jean received areturn to make sure it is accurate. Because
statement (Form 1099–INT) from their bankthey use the label, their tax return can be Gross Income 
showing they earned $410 of taxable interestprocessed faster.

Don and Jean figure their adjusted grossincome last year. Because their interest in-The Smiths should use the label even if
income on lines 15 and 16.come is over $400, they must list the name ofsome of the information on it is incorrect.

the bank and the amount received in Part I ofThey would make any necessary changes
Schedule 1. They also enter this amount on IRA deduction (lines 15a–c).  In 1994, Dondirectly on the label.
line 8a of Form 1040A. They also received contributed $750 to his IRA and Jean con-
$35 of tax-exempt interest from a municipal tributed $650 to hers. Jean also contributed

Presidential Election Campaign Fund. bond. They enter $35 on line 8b. This an additional $100 to her IRA in January
Don and Jean each want $3 of their tax to go amount does not increase their taxable 1995 and asked that it be counted for 1994.
to this fund. They check both Yes boxes. income. They complete lines 1–3 of IRA worksheet 1
Checking Yes does not increase their tax or (as shown later) in their forms instruction
reduce their refund. package to figure how much of their contribu-Dividends (line 9).  Don and Jean opened

tions they can deduct. The entire amount ofan account in a mutual fund last year. They
their contributions to both IRAs is deductible.received a statement (Form 1099–DIV) from
They enter $750 for Don on line 15a andthe fund showing they earned dividends of
$750 for Jean on line 15b. The sum of their$20. They also received a Form 1099–DIVFiling Status 
IRA contributions to both IRAs, $1,500, is en-from the XYZ Corporation showing they
tered on line 15c.earned dividends of $80 last year. BecauseDon and Jean must choose their filing status

the total amount of their dividends is not overbefore they figure their tax liability.
$400, they do not have to list them in Part II Adjusted gross income (line 16).  Don and
of Schedule 1. They enter the total amount of Jean subtract their total IRA deduction on

Filing status (lines 1–5).  Don and Jean their dividends, $100, on line 9 of Form line 15c from their total income on line 14.
check the box on line 2 to file a joint return. 1040A. They enter the result, $34,425, on line 16
Because they are married and living to- and on line 17. This amount is their adjusted
gether, they must file a joint return in order to Pensions (lines 11a–b).  Jean received gross income. Since it is $34,425, they do
claim the child care credit. Form 1099–R, Distributions From Pensions, not qualify for the earned income credit.
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2) They do not claim more than four
exemptions.

Total payments (lines 28a–d).  Don and
Jean then check box 2 of their Forms W–2
and box 4 of Form 1099–R for the amount of
federal income tax withheld from their in-
come. Don’s Form W–2 shows $1,612 tax
withheld and Jean’s Form W–2 shows $666
tax withheld. Jean’s Form 1099–R shows no
withholding since she elected a direct roll-
over into her IRA. Tax was not withheld from
Jean’s unemployment compensation. The
Smiths did not make any estimated tax pay-
ments for 1994. They are not entitled to theThey paid the neighbor $1,000. Their em-
earned income credit on line 28c. Their total

ployers did not provide any dependent careTaxable Income payments are $2,278. They enter this
benefits. amount on lines 28a and 28d.

Don and Jean figure their taxable income Don and Jean prepare Parts I and II of
on lines 17–22. Schedule 2. They enter the names, ad-

dresses, and taxpayer identification num-
bers (employer identification number and so-Standard deduction (lines 18a–c and 19). Refund orcial security number) of the day-care centerLines 18a–c do not apply to either Don or
and the neighbor who provided the care onJean. They enter their standard deduction Amount You Owe 

amount of $6,350 (see Chapter 21) on line line 1, columns a, b, and c.
19. They subtract their standard deduction The Smiths enter the amounts they paid The tax withheld from the Smiths’ wages is
on line 19 from their adjusted gross income to the child-care providers on line 1, column more than their total tax. They subtract their
on line 17 and enter the result, $28,075, on d, and enter the total of these amounts, tax on line 27, $2,076, from their total pay-
line 20. $3,325, on line 2. Because they had qualified ments shown on line 28d, $2,278, and enter

the difference, $202, on lines 29 and 30. Thisexpenses for two children, they enter ‘‘2’’ in
is the amount that will be refunded to them.the box for line 3. On line 4, they enter theExemptions (line 21).  Then, Don and Jean

If Don and Jean had not had at leastdeduct $2,450 for each exemption shown on amount of qualified expenses, $3,325, they
$2,076 withheld for federal income tax, theyline 6e. They multiply $2,450 by 4 (the num- paid when both parents were working. On
would have owed tax. They would have en-ber of exemptions shown on line 6e) and line 5, Don enters his earned income; on line
tered the difference between their tax (lineenter the result, $9,800, on line 21. They 6, Jean enters her earned income. Because
27) and their payments (line 28d) on line 32.subtract the amount on line 21 ($9,800) from their child-care expenses were less than
They would then enclose a check or moneythe amount on line 20 ($28,075) and put the Jean’s earned income and less than Don’s
order for the full amount owed (line 32), pay-difference, $18,275, on line 22. This amount earned income, all the expenses can be
able to ‘‘Internal Revenue Service.’’ Theyis their taxable income. used to figure the credit. So they enter
would also make sure the following informa-

$3,325 on line 7. They enter their adjusted
tion is on the check:

gross income from Form 1040A, line 17
($34,425) on line 8. Then they check the ta- Their names,Tax, Credits, ble for line 9 to see what percentage of their
child-care expenses they can take as aand Payments Their address,
credit.

Next, Don and Jean figure their tax liability. Since the Smiths’ adjusted gross income Don’s social security number (since his
on line 17 of Form 1040A is $34,425, they name and social security number are
can take 20% of $3,325, or $665, as their listed on the return first),Tax (line 23).  Don and Jean use the Tax Ta-
credit. They put .20 on line 9 and $665 onble in the 1040A instructions to find their tax.
line 10. They have no tax-exempt interest A daytime telephone number, andThe Smiths’ taxable income from line 22 is
from private activity bonds, so their credit is$18,275. Don and Jean first look for the large

‘‘1994 Form 1040A.’’not limited and they do not complete theprint ‘‘18,000’’ in the table. Under this, they
look down to the line for taxable income of at credit limit worksheet. They enter $665 on
least 18,250 but less than 18,300. Their tax- line 24a of Form 1040A. Because their credit
able income is between these two amounts. is less than their tax, they can use all of it to
They then find their tax, $2,741, in the col- reduce their income tax liability.
umn for married filing jointly. They put this Sign Your Return 
amount on line 23 and check the box for ‘‘Tax Total tax (line 27).  Don and Jean leave line
Table.’’ Don and Jean sign and date their return and24b blank because they do not claim a credit

list their occupations. Then they check theirfor the elderly or the disabled. They subtract
Credit for child and dependent care ex- return to make sure it is accurate and com-their total credits on line 24c ($665) from the
penses (line 24a and Schedule 2).  Don plete. They remove the mailing label from thetax on line 23 ($2,741) and enter the differ-
and Jean paid $3,325 of qualified expenses forms package and put it in the address por-ence, $2,076, on lines 25 and 27. The
for the time both of them worked in 1994. tion on the top of the form. Then they attachamount on line 27 is their total tax liability.
Their son, Todd, went full time to a day-care Copy B of their Forms W–2 to the location in-The Smiths do not complete the alterna-
center. The cost for his care was $2,325. dicated on the front of their return.tive minimum tax worksheet because:
Their daughter, Lynn, was cared for by a They use the envelope that came with

1) Their adjusted gross income plus theirneighbor before and after school. The neigh- their forms package to mail their return to the
tax-exempt interest income is not morebor also cared for the children when school service center. Don and Jean save a copy of
than $45,000, andand the day-care center were not in session. the return for their records.
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were met. They claim Marie as a dependent written statement from each of the others is
on line 6c. (See Exemptions for Dependents attached to the income tax return of the
in Chapter 3.) brother claiming the exemption. The broth-39.

Their son, James, who is 22, goes to a lo- ers agree to let Frank claim Clara as his de-
cal college full time. During the summer, pendent this year. They each give Frank aForm 1040 James earned $2,600, which he spent for his signed Form 2120, Multiple Support Decla-
support. The gross income test does not ap- ration, for Frank to attach to his return.
ply because he is a full-time student under (Forms 2120 are not shown here.) Frank and
age 24. Frank and Evelyn provided more Evelyn write the information asked about

Frank and Evelyn Jones are a married than $2,600 toward their son’s support and Clara on line 6c. They enter ‘‘2’’ on the third
couple with two children. The sample tax re- the other dependency tests were met. On line to the right of line 6c for Grace and Clara.
turn at the end of this chapter is based on line 6c of the return, they claim James as a They then enter ‘‘6’’ in the box to the right
their situation. It shows the proper reporting dependent. Frank and Evelyn write the infor- of line 6e to show the total exemptions they
of items on the tax forms. mation asked about Marie and James on line claim.

Frank works full time as an electrician. He 6c, columns (1), (3), (4), and (5). They do not
is also a partner in the Jones Brothers Part- check column (2) because neither Marie nor
nership. Evelyn, a retired state government James is under age 1. They enter ‘‘2’’ on the Income employee, is a partner in the Gateway Travel first line to the right of line 6c because both
Agency. Frank and Evelyn own some stocks Marie and James lived at home. Frank and Evelyn report the kinds of income
and bonds, and Frank owns rental property. Grace Smith, Evelyn’s mother, lives with they received for the year on lines 7–21.

In May 1994, Frank and Evelyn sold their Frank and Evelyn and their two children.
home and moved to a new home in a nearby Grace got a pension of $2,100 and social se- Wages (line 7).  Frank’s Form W–2, Wage
city. Soon after their move, they called the curity of $2,900 during the year. She spent and Tax Statement, shows he earned
IRS and asked for Form 8822, Change of Ad- this money for clothing and other personal $22,940. (Form W–2 is not shown here.)
dress. They completed the form and mailed it things. Only $1,500 of her pension is gross Frank and Evelyn enter $22,940 on line 7.
to the Internal Revenue Service Center income for her and taxable. The rest of the
where they filed their last return. pension is not taxable because it is a return Interest income (lines 8a and 8b and Part I

Because the IRS received Frank and of her cost. of Schedule B).  Frank and Evelyn have a
Evelyn’s Form 8822 before the address la- Frank and Evelyn must figure Grace’s to- statement savings account, a certificate of
bels for the 1994 tax forms packages were tal support to know if they can claim her ex- deposit (CD) in which Frank’s brother, Chuck
prepared, their new address appears on the emption. Because five persons live in the Jones, also has a one-third investment, and
address label that came on their Form 1040 household, Grace’s total support includes a tax-exempt municipal bond. The Forms
package for 1994. They do not put the label one-fifth of the family’s food costs and one- 1099–INT that they received show that they
on their return until they have completed and fifth of the rental value of the house. Frank had interest income of $330 on their state-
checked the return to make sure it is and Evelyn paid a total of $8,000 for food for ment savings account with National Bank
accurate. the family. The fair rental value of their house and $150 on their CD with First Savings and

The forms they received in their Form was $13,000 for the year. They also bought Loan. They must report their interest income
1040 package were based on the return and Grace a $200 television set for her bedroom, on Schedule B because they received part of
schedules they filed for 1993. They used the paid $700 for a trip she took, and paid her un- the interest as nominees for Chuck. (Even if
order blank in their Form 1040 package to or- reimbursed medical and drug expenses of they did not receive interest as nominees,
der any other forms they needed. $300. Grace’s total support is: they would still have to report their interest on

Schedule B because it is more than $400.) InExpenses paid by Grace . . . . . . $ 5,000Presidential Election Campaign Fund. addition, they received $500 interest from aExpenses paid by Frank andFrank and Evelyn each want $3 of their tax to municipal bond. They did not receive a FormEvelyn:go to the Presidential Election Campaign 1099–INT for this tax-exempt interest and doTV set . . . . . . . . . . . . . . . . . . . . . . $ 200Fund. They check both Yes boxes. Checking not report it on Schedule B.Trip . . . . . . . . . . . . . . . . . . . . . . . . . 700‘‘Yes’’ will not increase their tax or reduce On line 1, Part 1 of Schedule B, theyMedical . . . . . . . . . . . . . . . . . . . . 300their refund. enter the names of the financial institutionsFood—Grace’s share (1/5 of
and the interest received from each, includ-$8,000) . . . . . . . . . . . . . . . . . . 1,600
ing the interest they received as nomineesLodging—Grace’s share (1/5
for Chuck. They show Chuck’s share of theof $13,000) . . . . . . . . . . . . . . 2,600Filing Status interest, $50 ($150 × one-third), separately

Total . . . . . . . . . . . . . . . . . . . . . $ 5,400 below a $480 subtotal of all interest incomeand Exemptions 
Total support . . . . . . . . . . . . . . . . $10,400 listed. They identify the $50 as ‘‘Nominee

Frank and Evelyn show their filing status and Distribution’’ and subtract it from the $480
personal exemptions on lines 1–6e. The support Frank and Evelyn provided subtotal. They report the remainder, $430,

is more than half of Grace’s total support, so on line 2. They file a Form 1099–INT and
Filing status (lines 1–5).  Because Frank they meet the support test to claim her as a Form 1096, Annual Summary and Transmit-
and Evelyn decide to file a joint return, they dependent. Since Grace had less than tal of U.S. Information Returns, with their In-
check the filing status box on line 2, Married $2,450 gross income, Frank and Evelyn also ternal Revenue Service Center showing the
filing joint return. meet the gross income test to claim her as a $50 distribution to Chuck. They give Chuck

dependent. The other dependency tests are Copy B of the Form 1099–INT. (Form 1099–
Exemptions (lines 6a–6e).  Frank and Eve- also met, so Frank and Evelyn can claim INT and Form 1096 are not shown here.)
lyn show the exemption for Frank on line 6a Grace as a dependent. They write the infor- They did not have excludable savings
and the exemption for Evelyn on line 6b. mation asked about Grace on line 6c of their bond interest (explained in Education Sav-
They enter ‘‘2’’ on the line to the right of lines return. ings Bond Program in Chapter 8), so they
6a and b. Frank Jones and his two brothers pro- leave line 3 blank and enter $430 on line 4,

Their daughter, Marie, who is 18, earned vided $3,500 for the total support of their sis- Schedule B, and on line 8a, Form 1040. They
$2,500 last year. Frank and Evelyn provided ter, Clara Jones. Frank provided 35%, one show the $500 tax-exempt interest on line
more than half her support. The gross in- brother provided 35%, and the other brother 8b, Form 1040. The tax-exempt interest will
come test does not apply because she is provided the remaining 30%. Any one of not be included in their total income on line
under 19 and the other dependency tests them may claim the exemption for Clara if a 22.
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Dividends (line 9 and Part II of Schedule package to figure the taxable part of their re- show a $3,000 gain from the sale of stock
fund. They use their copy of their 1993 tax re-B).  During 1994, Frank and Evelyn received and a $560 loss from a worthless bond. They
turn to fill out lines 2, 3, and 4 of the work-or had credited to their accounts the follow- also enter $300, Frank’s share of long-term
sheet. Their filled-in worksheet is showning  d iv idends  and  o ther  co rpora te capital gain from his partnership, on line 13
here.distributions: and their $60 capital gain distributions on line

14. They do not report the sale of their home
on Schedule D. (See Sale of Home, later.)State and Local Income Tax Refund WorksheetForms 1099–DIV

They add the amounts in column (f) of— Line 10
lines 9 through 15 and enter ($560) on lineAcme Publishing Company

1. Enter the income tax refund from 16, column (f). They add the amounts in col-Gross dividends, etc. (Box 1a) . . . . . . . . . . $210
Form(s) 1099–G (or similar umn (g) of lines 9 through 14 and enterOrdinary dividends (Box 1b) . . . . . . . . . . . . . 210
statement) . . . . . . . . . . . . . . . . . . . . . . . . . $ 110 $3,360 on line 16, column (g). They combineZepco, Inc.

the amounts in columns (f) and (g), line 16,2. Enter the amount from your 1993Gross dividends, etc. (Box 1a) . . . . . . . . . . $310
and enter their $2,800 net long-term gain onSchedule A, line 26 . . . . . . . . . . . . . . . . $6,461Ordinary dividends (Box 1b) . . . . . . . . . . . . . 300
line 17.3. Enter on line 3 the amount shownNontaxable distributions (Box 1d) . . . . . . . 10

Summary (Part III of Schedule D).  Inbelow for the filing status claimedEquity Mutual Fund
Part III of Schedule D they must summarizeon your 1993 Form 1040:Gross dividends, etc. (Box 1a) . . . . . . . . . . $ 50
Parts I and II. They combine their $900 netSingle, enter $3,700Ordinary dividends (Box 1b) . . . . . . . . . . . . . 50
short-term capital loss with their $2,800 netMarried filing jointly or QualifyingTiger Mutual Fund
long-term capital gain and enter the result,widow(er), enter $6,200Gross dividends, etc. (Box 1a) . . . . . . . . . . $ 60 $1,900, on line 18, Schedule D, and on lineMarried filing separately, enterCapital gain distributions (Box 1c) . . . . . . . 60 13, Form 1040. Their taxable income is not$3,100

Equity Brokers over $91,850, so they will not use the CapitalHead of household, enter $5,450 $6,200
Gross dividends, etc. (Box 1a) . . . . . . . . . . $ 40 Gain Tax Worksheet.4. If you didn’t complete line 33a onOrdinary dividends (Box 1b) . . . . . . . . . . . . . 40

your 1993 Form 1040, enter –0– . . . –0–
Pensions (lines 16a and 16b).  Evelyn re-5. Add lines 3 and 4 . . . . . . . . . . . . . . . . . . $6,200
tired in 1993 on her 63rd birthday. She re-

Schedule K–1 (Form 1065) 6. Subtract line 5 from line 2. If zero or ceived pension income of $850 in 1993 and
less, enter –0– . . . . . . . . . . . . . . . . . . . . . $ 261 $2,550 in 1994. $150 of her $9,000 pensionFrank’s share of dividends on stock owned

7. Taxable part of your refund. Enter cost was recovered tax free in 1993. Evelynby his partnership . . . . . . . . . . . . . . . . . . . . . . . $ 80
the smaller of line 1 or line 6 here uses the worksheet in her Form 1040 in-
and on Form 1040, line 10 . . . . . . . . . $ 110Frank and Evelyn received more than structions package to figure the taxable part

$400 in dividends, so they must report them of her pension for 1994. Her filled-in work-
They report $110 as income on line 10 ofon Schedule B. sheet is shown here.

their Form 1040.They list all payers and the total amount
received from each payer on line 5, Part II of

Worksheet for Simplified General RuleCapital gain or loss (line 13 and ScheduleSchedule B. This includes capital gain distri-
D).  On line 13, Frank and Evelyn show theirbutions and nontaxable distributions. They 1. Enter the total pension or annuityincome from the sale or exchange of capitalshow the total on line 6. Frank and Evelyn payments received this year. Alsoassets from Schedule D.put their capital gain distributions of $60 from enter this amount on Form 1040, lineShort-term capital gains and lossesthe Tiger Mutual Fund on line 7. They also 16a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,550(Part I of Schedule D).  In Part I of Scheduleenter this amount on line 14, Part II of Sched-

2. Enter your cost in the plan at theD, they show their short-term capital gainsule D. The $10 nontaxable distribution from
annuity starting date plus any deathand losses from assets they held one year orZepco, Inc., is entered on line 8. They reduce
benefit exclusion . . . . . . . . . . . . . . . . . . . . . $9,000less. This year they had a short-term loss oftheir basis in the stock by this amount.

$300 on the sale of stock they bought in 1993 3. Age at annuity starting date: Enter:Frank and Evelyn add the amounts on
and held for 5 months, and a short-term gain

lines 7 and 8 and enter the total, $70, on line 55 and under 300of $100 on the sale of stock they bought in
9. They subtract this amount from the $750 56 – 60 260January 1994 and held for 2 months. They
on line 6 and enter the result, $680, on line 61 – 65 240list these transactions on line 1.
10, Part II of Schedule B, and on line 9, Form 66 – 70 170In 1990, Frank lent $200 to a former co-
1040. 71 and older 120 240worker. The debt became worthless in May

1994. Because it is a nonbusiness bad debt, 4. Divide line 2 by the number on line 3. $37.50
Foreign accounts and foreign trusts (Part he reports it as a short-term capital loss on

5. Multiply line 4 by the number ofIII of Schedule B).  Evelyn has a foreign line 1.
months for which this year’s paymentschecking account that she uses for her travel Frank and Evelyn also had a short-term
were made. If your annuity startingagency. Because she had less than $10,000 capital loss carryover of $500 from 1993.
date was before 1987, also enter thisin the account during 1994, she answers No They show this on line 6.
amount on line 8; skip lines 6 and 7.to the question on line 11a in Part III of They add the amounts in column (f) of
Otherwise, go to line 6. $ 450Schedule B. Neither Frank nor Evelyn was a lines 1 through 6 and enter ($1,000), the total

grantor of, or transferor to, a foreign trust, so 6. Enter the amount, if any, recoveredshort-term loss, on line 7, column (f). They
they answer No to the question on line 12 in tax free in years after 1986 . . . . . . . . . . . $ 150add the amounts in column (g) of lines 1
Part III of Schedule B. through 5 and enter $100, the total short- 7. Subtract line 6 from line 2. . . . . . . . . . . . . $8,850

term gain, on line 7, column (g). They com- 8. Enter the smaller of line 5 or line 7 . . . . $ 450State and local income tax refunds (line bine the amounts in columns (f) and (g), line
9. Taxable amount. Subtract line 8 from10).  Frank and Evelyn received a 1993 state 7, and enter their $900 net short-term loss on

line 1. Enter the result, but not lesstax refund of $110 in 1994. This amount is line 8.
than zero. Also enter this amount onshown on the Form 1099–G, Certain Gov- Long-term capital gains and losses
Form 1040, line 16b. If your Formernment Payments, sent to them by their (Part II of Schedule D).  In Part II of Sched-
1099–R shows a larger amount, usestate. Because they itemized their deduc- ule D, Frank and Evelyn show their long-term
the amount on this line instead of thetions on Schedule A for 1993, they must use capital gains and losses from assets they
amount from Form 1099–R . . . . . . . . . . $2,100the worksheet in their Form 1040 instructions held more than one year. On line 9, they
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Evelyn shows the total amount of her Ordinary income from trade or business $1,900 Selling price . . . . . . . . . . . . . . . . . . . . . . . . $ 165,000
Net earnings from self-employment . . . . . 1,900pension on line 16a, Form 1040. She shows

Settlement charges at closing (oldthe taxable amount, $2,100, on line 16b.
home):Frank and Evelyn list their partnerships in

Realtor’s commission . . . $ 8,000column (a) of line 27, in the spaces marked
Rental and partnership income (line 17 Balance of mortgage . . . 4,500‘‘A’’ and ‘‘B,’’ and complete columns (b) and
and Schedule E).  Frank and Evelyn show Penalty for prepayment(d) for each. Because they are at risk for the
their total income from these sources on of mortgage . . . . . . . . . . 50amounts invested in each of their partner-
Schedule E and on line 17, Form 1040. Mortgage interest ships, they check column (e) and do not

Rental income (Part I of Schedule E). (4/1/94–5/5/94) . . . . . 20complete Form 6198, At-Risk Limitations.
Frank received rental income from two Points—paid by sellerBecause Frank and Evelyn actively par-
properties he owns, a store building and an for buyer ticipate in their partnerships’ business activi-
unimproved piece of land. On line 1, Sched- (loan origination fee,ties, they report the ordinary business in-
ule E, he lists the building and its location in 1% of loan amount) 1,000come from both of the partnerships as
the space marked ‘‘A,’’ and the land and its Real estate taxes nonpassive income in column (k), line 27.
location in the space marked ‘‘B.’’ On line 2, (1/1/94–5/5/94) . . . . . 630 14,200They enter the total partnership nonpassive
he checks the No box for both properties be- income of $6,500 on line 28a in column (k), Net received. . . . . . . . . . . . . . . . . . . . . . . . $ 150,800
cause neither was used for personal and also on lines 29 and 31.
purposes. Frank and Evelyn report their other part- New home

On line 3, Frank enters his $8,400 rental nership items as follows: Purchase price . . . . . . . . . . . . . . . . . . . . . $ 90,000
income from the building in column A, his Settlement charges at closingDividends—line 5 of Schedule B. Also,
$720 rental income from the land in column (new home):see Dividends (line 9 and Part II of
B, and the total, $9,120, in the ‘‘Totals’’ col- Title search, attorney Schedule B), earlier.
umn. Then he lists expenses, such as insur- fees, other Net long-term capital gain—line 13, col-ance, interest, general repairs, and real es- settlement fees . . . . . . $ 1,300umn (g) of Schedule D. Also, seetate taxes, on the appropriate lines in each Points charged to buyerCapital gain or loss (line 13 andcolumn. On line 6, column A, he shows his (1% of loan amount) 400Schedule D), earlier.auto expenses connected with the rental of Mortgage assumed . . . . (40,000)

Contributions—line 15 of Schedule A.the building, figured at 29 cents a mile. Be- Down payment . . . . . . . . (5,000)
Also, see Itemized Deductionscause he is claiming auto expenses, he com- Real estate taxes 
(Schedule A), later.pletes Part V of Form 4562, Depreciation (1/1/94–5/4/94—for

and Amortization. period seller ownedNet earnings from self-employment—line
In Part I of Schedule E, he adds the ex- the home; credit from2, Section A of Schedule SE. Also,

penses for each property and on line 19 en- seller to buyer) . . . . . . . (300) (43,600)see Other Taxes, later. Frank and
ters $5,420 in column A, $100 in column B, Evelyn report their net earnings on Balance at settlement . . . . . . . . . . . . . $ 46,400
and the total, $5,520, in the ‘‘Totals’’ column. separate Schedules SE.

Frank’s records show that he purchased They deduct certain of the amounts paid
the store building in 1976. His basis for the Summary (Part V of Schedule E).  In at settlement when they sold their old home
building is $40,000, and he is using the Part V of Schedule E, Frank and Evelyn com- and purchased their new home as itemized
straight line method of depreciation with a bine the amounts on lines 26 and 31. They deductions on Schedule A. Their itemized
40–year life. Frank shows depreciation of enter the total, $9,100, on line 40, Schedule deduction for interest includes the $50 pen-
$1,000 for 1994 on line 20 in column A and E, and on line 17, Form 1040. alty for prepayment of the mortgage on their
the ‘‘Totals’’ column. Because the building old home, the $20 interest on the old house
was placed in service before 1994, he can Other income (line 21).  Frank won a $50 from April 1, 1994, through May 5, 1994, and
figure the depreciation on the building on a prize in a photography contest. Frank and the $400 points paid for the mortgage on
separate worksheet and does not need to Evelyn show this income on line 21, Form their new home. The points qualify to be de-
enter  i t  on Form 4562 or  at tach h is 1040. ducted in full in 1994. See Interest paid (lines
worksheet. 10–14, Schedule A) under Itemized Deduc-

Frank enters the total expenses for each Total income (line 22).  Frank and Evelyn tions, later.
property on line 21, columns A and B. In add the amounts on lines 7 through 21 to fig- Frank and Evelyn figure the amount real-
each column he subtracts the amount on line ure their total income, $37,310. They enter ized and the gain realized on the sale of their
21 from the amount on line 3 and enters the this amount on line 22. old home as follows:
result on line 22. He adds the amounts on

Selling price . . . . . . . . . . . . . . . . . $165,000line 22 and enters his total rental income, Sale of Home Less:$2,600, on lines 24 and 26.
Commission . . . . . . . . . . . . . . . $8,000(Form 2119) Partnership income (Part II of Sched-
Points . . . . . . . . . . . . . . . . . . . . . $1,000 $ 9,000Frank and Evelyn bought and moved intoule E).  Frank is an active partner in the

their new home May 5, 1994, and sold their Amount realized . . . . . . . . . . . . . $156,000Jones Brothers Partnership. The following
old home May 6, 1994. Less: Adjusted basis of homeamounts are shown as his share of income

They do not have a taxable gain on the sold . . . . . . . . . . . . . . . . . . . . . . . 25,000and deductions on the Schedule K–1 (Form
sale of their home. However, they must re- Gain realized . . . . . . . . . . . . . . . . $131,0001065) given to him by the partnership.
port it on Form 2119, Sale of Your Home.

They received a Form 1099–S, ProceedsOrdinary income from trade or business $4,600 They use these figures to fill out Part I of
From Real Estate Transactions, showingNet long-term capital gain . . . . . . . . . . . . . . . 300 Form 2119.
gross proceeds of $165,000 from the sale.Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80 They are over 55 and meet all the tests
Their records also show the following items: for the once-in-a-lifetime exclusion of up toCharitable contributions . . . . . . . . . . . . . . . . . 50

$125,000. They choose to take the exclu-Net earnings from self-employment . . . . . 4,600 Old home
sion. To do this, they fill out Part II of FormOriginal basis (purchased 1968) . . . . $ 18,000

Evelyn is an active partner in the Gate- 2119. On line 14, they enter the amount theyImprovements . . . . . . . . . . . . . . . . . . . . . . 7,000
way Travel Agency. The following amounts can exclude, $125,000.

Adjusted basis . . . . . . . . . . . . . . . . . . . . . . $ 25,000are shown as her share of items on Schedule They then complete Part III of Form 2119.
K–1 (Form 1065). Fixing-up expenses for sale . . . . . . . . $ 1,000 On line 15, they enter $6,000 ($131,000 gain
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− $125,000 exclusion). This is the part of Moving expenses (line 24 and Form 23b, 24, and 25, and enter $3,960 on line 30.
3903).  Frank was transferred by his em- Then they subtract line 30 from line 22. Thistheir gain they cannot exclude. On line 19b,
ployer to a new job in another city. Frank and amount, $33,350, is their adjusted gross in-they enter the cost of their new home,
Evelyn decided to sell their home and buy a come. They enter it on lines 31 and 32. This$91,300 ($90,000 purchase price + $1,300
townhouse closer to Frank’s new job. They is the amount they use to figure the limit onsettlement fees). By filling in the rest of Part
kept their partnership interests at the old lo- their medical deduction and the limit on theirIII, they find their taxable gain is zero and the
cation because they can still carry out their miscellaneous deductions. They will alsoadjusted basis of their new home is $85,300.
duties by mail and telephone from their new use this amount to figure whether certain ofFrank and Evelyn do not have to sign
home and do not have to commute. Frank’s their itemized deductions and their deductionForm 2119 since they are attaching it to their
employer did not reimburse him for any of the for exemptions are limited.tax return.
moving expenses.

Frank and Evelyn make sure that the
move meets the distance and time tests ex- Standard Deduction plained under Requirements in Chapter 19.Adjustments
The distance from their old home to Frank’s Frank and Evelyn must decide whether to
new job is 91 miles farther than the distanceto Income take the standard deduction or itemize their
from their old home to Frank’s old job. There- actual deductions. They find the standardFrank and Evelyn report their adjustments to fore, they meet the 50-mile distance test.

deduction for their filing status next to line 34.income on lines 23a–30. Also, Frank expects to meet the 39-week full-
Their standard deduction is $6,350. They will

time work test.
use this amount to compare with their item-IRA deduction (lines 23a and 23b).  Frank Their records show the following ex-
ized deductions when they complete Sched-and Evelyn each made contributions to an in- penses for the move.
ule A.

dividual retirement arrangement (IRA).
Paid to van company for moving furnitureFrank contributed $2,000 to his 1994 IRA. In

and household goods . . . . . . . . . . . . . . . . . $ 530February 1995, Evelyn contributed $900 to
Car mileage to drive from old to new

her IRA for 1994. Itemized Deductionshome—100 miles at 9¢ a mile . . . . . . . . . 9
Because neither Frank nor Evelyn was

Motel room rent for one night on the day (Schedule A) covered by an employer retirement plan dur- of arrival . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 61
ing 1994, they each figure their deduction us- Frank and Evelyn figure their total itemizedMeals on the day of arrival . . . . . . . . . . . . . . . 50
ing lines 1 through 3 of IRA Worksheet 1 in deductions by completing Schedule A.Pre-move mileage and motel expenses
their Form 1040 instructions package. while looking for new home . . . . . . . . . . . . 500
Before completing their worksheets, they Pre-move meals while looking for new Medical and dental expenses (lines 1–4,
must each figure their earned income by home . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200 Schedule A).  Frank and Evelyn paid $2,564
completing a Schedule SE (see Other Expenses of selling old home (realtor’s for medical and dental expenses that were
Taxes, later) and figuring their deductions for commission and points) . . . . . . . . . . . . . . . 9,000 not reimbursed by insurance. This includes
self-employment tax (explained later). Expenses of buying new home $300 for Grace Smith (Evelyn’s dependent
Frank’s earned income is $27,215. This is (settlement fees) . . . . . . . . . . . . . . . . . . . . . . 1,300 mother) and $700 for Clara Jones (Frank’s
his $22,940 wages plus $4,600 (the amount dependent sister). It also includes $800 for

They figure their moving expense deduc-on his Schedule SE, Section A, line 3) minus health insurance premiums that Frank paid.
tion on Form 3903, Moving Expenses, which$325 (the deduction for self-employment tax They enter $2,564 on line 1 and their ad-they attach to their return.shown on his Schedule SE, Section A, line 6, justed gross income, $33,350, on line 2. OnThey show the total cost to move furni-and carried to line 25, Form 1040). Evelyn’s line 3, they enter $2,501, which is 7.5% ofture and other household goods, $530, onearned income is $1,765. This is $1,900 (the their adjusted gross income. They subtractline 4, Form 3903.

amount on her Schedule SE, Section A, line line 3 from line 1 and enter the result, $63, onThey show $70 on line 5. This is the total
line 4.3) minus $135 (the deduction for self-em- of the car mileage and the motel room rent.

ployment tax shown on her Schedule SE, They cannot deduct the amounts they
Section A, line 6, and carried to line 25, Form Taxes paid (lines 5–9, Schedule A).  Frankspent for meals on the day of arrival, pre-
1040). and Evelyn next itemize the deductible taxesmove househunting expenses, the expenses

they paid during the year.Only Frank’s column of the worksheet is of selling their old home, or the expenses of
Frank had $751 state income tax with-shown here. buying their new home. They use the ex-

held from his salary during 1994. He andpenses of selling their old home and buying
Evelyn also made estimated state incometheir new home on Form 2119. (See Sale ofIRA Worksheet 1
tax payments of $550 for 1994 during 1994.Home, earlier.)
They enter the total, $1,301, on line 5.Frank and Evelyn add lines 4 and 5 and1. Enter IRA contributions you made, or

Frank and Evelyn’s tax year for real es-enter the result, $600, on lines 6 and 8 ofwill make by April 17, 1995, for 1994.
tate taxes on both their old and new homes isForm 3903 and on line 24 of Form 1040.But do not enter more than $2,000 $ 2,000
the calendar year, with payment due AugustThey did not incur any of their moving ex-2. Enter wages and other earned 1. Their share of the tax on their old home,penses before 1994, so they do not need toincome from Form 1040, minus any sold on May 6, was $630. Frank and Evelyncomplete Parts II and III of Form 3903.deductions on Form 1040, lines 25 are considered to have paid their share of the

and 27. Do not reduce wages by any real estate taxes on their old home evenDeduction for self-employment tax (lineloss from self-employment . . . . . . . . . . 27,215 though they did not actually pay them to the25).  Both Frank and Evelyn owe self-em-
3. Enter the smaller of line 1 or line 2. tax authority.ployment tax for 1994. To figure the amount

Enter on Form 1040, line 23a the They can claim only their share of the realthey can deduct, they each complete a
amount from line 3 you choose to estate taxes paid on their new home, $610.Schedule SE. (See Other Taxes, later.) They
deduct . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,000 Frank and Evelyn also paid $200 real es-add the amounts from line 6, Section A, of

tate taxes on a lakeside cottage they owneach Schedule SE and enter the total, $460,
Both Frank and Evelyn can deduct their and use only for personal purposes.on line 25.

total contribution. They show Frank’s $2,000 Frank and Evelyn’s real estate tax deduc-
contribution on line 23a and Evelyn’s $900 tion is $1,440 ($630 + $610 + $200). TheyAdjusted gross income (line 31).  Frank
contribution on line 23b. write this amount on line 6.and Evelyn add the amounts from lines 23a,
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Frank and Evelyn show their total taxes and Evelyn entered on line 32 was not more On a separate Schedule SE, Frank en-
paid, $2,741, on line 9. than $111,800, they now add lines 4, 9, 14, ters his self-employment income, $4,600, on

18, and 26, and write the total of their item- lines 2 and 3 of Section A. He multiplies that
Interest paid (lines 10–14, Schedule A). ized deductions, $6,635, on line 29. Since amount by .9235 and enters the result,
Frank and Evelyn made mortgage interest this total is larger than their standard deduc- $4,248, on line 4. Frank’s self-employment
payments on both their old and new homes tion ($6,350), they enter $6,635 on line 34, tax is $650 ($4,248 × .153), which he enters
in 1994. Form 1040. on line 5. He enters one-half of this amount

They received a Form 1098, Mortgage In- ($325) on line 6.
terest Statement, from the financial institu- They add Frank’s self-employment tax
tion that holds the mortgage on their new and Evelyn’s self-employment tax and enter
home. Box 1 shows they paid $2,300 interest Tax Computation the total, $919, on line 47, Form 1040. They
in 1994. Box 2 shows they paid $400 deduct- add the amounts from line 6 of each Sched-
ible points at closing. They add these Frank and Evelyn are now ready to figure ule SE and enter the total ($460) on line 25.
amounts and enter the total, $2,700, on line their tax on lines 32–40. None of the situa- (See Deduction for self-employment tax,
10 of Schedule A. tions described on lines 33a, 33b, or 33c ap- under Adjustments to Income, earlier.) They

They did not receive a Form 1098 from ply to them, so they leave the boxes on those attach both Schedules SE to their Form
the financial institution that held the mort- lines blank. They subtract their itemized de- 1040.
gage on their old home. From January to ductions on line 34 from their adjusted gross Because they are not liable for any other
April they paid $140 interest on the mortgage income on line 32 and enter $26,715 on line taxes, they add the amount on line 47 to the
on their old home. The settlement sheet for 35. They multiply $2,450 by the six exemp- amount on line 46. This total, $2,723, is
the sale of their old home showed a $50 pen- tions they claimed on line 6e, and they enter Frank and Evelyn’s total tax. They enter it on
alty for prepayment of the mortgage and $20 the result, $14,700, on line 36. They subtract line 53.
interest for the period April 1 through May 5. this from line 35. The result, $12,015, is their
They enter the total of these amounts, $210, taxable income. They enter it on line 37.
on line 11. Frank and Evelyn must use the Tax Table

They add the amounts on lines 10 and 11 to figure their tax because their taxable in- Payments and show their total deductible interest, come is less than $100,000. They read down
$2,910, on line 14. Frank and Evelyn also the income column until they find the line that
paid $260 interest expense on their credit Frank and Evelyn enter $2,158 on line 54.includes their $12,015 taxable income. Next,
card and revolving charge accounts. They This is the amount of federal income tax with-they find the column heading that describes
cannot deduct this interest expense. held from Frank’s salary, as shown on histheir filing status—married filing jointly—and

Form W–2. On line 55, they write $800—theread down the column. The amount shown
Gifts to charity (lines 15–18, Schedule A). amount of estimated tax payments theywhere the income line and filing status col-
Frank and Evelyn made cash charitable con- made for 1994.umn meet, $1,804, is their tax. They write it
tributions of $778. They made no one gift of Frank and Evelyn enter on line 60, Formon line 38 and check the box marked Tax Ta-
$250 or more. They have receipts for all their 1040, the total of these payments, $2,958.ble. Because Frank and Evelyn do not owe
contributions. Frank’s share of the charitable any additional taxes (line 39), they also write
contributions made by the Jones Brothers

$1,804 on line 40.
Partnership, as shown on his Schedule K–1
(Form 1065), is $50. Frank and Evelyn enter Refund orthe total, $828, on line 15. They also enter
this amount on line 18. Amount Owed Credits 
Casualty and theft losses (line 19, Sched- Because Frank and Evelyn do not have any Because line 60 is more than line 53, Frankule A).  Frank and Evelyn did not have any credits, they leave lines 41–45 blank and and Evelyn have overpaid their taxes. Theycasualty or theft losses, so they enter –0– on enter $1,804 on line 46. write the amount of the overpayment, $235,line 19.

on line 61. Because they do not want the
amount credited to their 1995 estimated tax,Job expenses and miscellaneous deduc-
they also enter $235 on line 62. This is thetions (lines 20–26, Schedule A).  Frank and Other Taxes amount of their refund.Evelyn list union dues of $350, subscriptions

They check their return to make sure theyto trade magazines of $75, and small tools Frank and Evelyn each have self-employ-
have completed all the items and the sched-needed for Frank’s job costing $335, and ment income over $400 and their total self-
ules called for and that the schedules andenter the total of these deductions, $760, on employment tax is the only ‘‘Other’’ tax they
forms are attached in attachment sequenceline 20. They do not have any expenses on show on lines 47–52.

lines 21 or 22, so they also enter $760 on line number order. The attachment sequence
23. number is just below the year in the upper

Self-employment tax (line 47 and Sched-They enter their adjusted gross income, right corner of each schedule or form. They
ules SE).  Frank and Evelyn each figure their$33,350, on line 24 and $667 ($33,350 × .02) remove the mailing label from their Form
self-employment tax on a separate Scheduleon line 25. They subtract line 25 from line 23 1040 package and put it in the address por-
SE. They can each use the short Scheduleand enter the result, $93, on line 26. tion on the top of Form 1040. Both Frank and
SE (Section A). Evelyn sign the return and date it, because it

Evelyn enters her self-employment in-Other miscellaneous deductions (lines is a joint return. Also, they enter their occupa-
come of $1,900 on line 2 of Section A. She27–28).  Frank and Evelyn do not have any tions in the space provided next to the signa-
also enters $1,900 on line 3 and multipliesmoving expenses incurred before 1994 or ture lines.
that amount by .9235. She enters the result,any other miscellaneous deductions not sub- Frank and Evelyn make a copy of the re-
$1,755, on line 4. She multiplies the amountject to the 2% of adjusted gross income limit, turn to keep for their records. Then they use

so they enter –0– on lines 27 and 28. on line 4 by .153 to figure her self-employ- the envelope that came with their Form 1040
ment tax of $269, which she enters on line 5. package to mail the return to the Service
She enters one-half of this amount ($135) onTotal itemized deductions (line 29, Center for their area.

Schedule A).  Because the amount Frank line 6.
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The Examination and Appeals Process

We examine returns for cor- How returns are selected.  We Recordings.  You can generally right to appeal them. The exam-
make an audio recording of an in- iner will explain your appeal rightsrectness of income, exemptions, select returns for examination by
terview with an IRS Examination and give you a copy of Publica-credits, and deductions. several methods. A computer
officer. Your request to record the tion 5, Appeal Rights and Prepa-program called the Discriminant
interview should be made in writ- ration of Protests for UnagreedFunction System (DIF) is used toFairness if Your
ing. You must notify us at least 10 Cases. This free publication ex-select  most returns. In th isReturn is Examined days before the meeting and plains your appeal rights in detailmethod, the computer uses his-Most taxpayers’ returns are ac- bring your own recording equip- and tells you exactly what to do iftorical data to give parts of the re-cepted as filed. But if your return ment. We also can record an in- you want to appeal.turn a score. IRS personnel thenis selected for examination, it terview. If we initiate the record-screen the return.does not suggest that you are dis- ing, we will notify you 10 days Appeals Office.  You can appealSome returns are selected athonest. The examination may or before the meeting, and you can the findings of an examinationrandom. We use the results of ex-may not result in more tax. Your get a copy of the recording at within the IRS through our Ap-amining these returns to updatecase may be closed without your expense. peals Office. The Appeals Officeand improve our  se lec t ionchange. Or, you may receive a is independent of your examinerprocess.refund. Repeat examinations.  We try to and IRS District Director or Ser-We also select returns by ex-
avoid repeat examinations of the vice Center Director. Most differ-amining claims for credit or re-Courtesy and consideration. same items, but sometimes this ences can be settled through thisfund and by matching informationYou are entitled to courteous and happens. If we examined your tax appeals system without expen-

documents, such as Forms W–2 return for the same items in eitherconsiderate treatment from IRS sive and time-consuming court
and the 1099 series, with returns. of the 2 previous years and pro-employees at all times. If you trials. If the matter cannot be set-

posed no change to your tax lia-ever feel that you are not being tled to your satisfaction in Ap-
Arranging the examination. bility, please contact us as soontreated with fairness, courtesy, peals, you can take your case to
Many examinations are handled as possible so that we can see if court.and consideration by an IRS em-
by mail. However, if we notify you we shou ld  d iscont inue theployee, you should tell the em-
that your examination is to be examination.ployee’s supervisor. Publication Appeals to the courts.  Depend-
conducted through a personal in-1, Your Rights as a Taxpayer, ex- ing on whether you first pay the
terview, or if you request an inter- Explanation of changes.  If weplains the many rights you have disputed tax, you can take your
view, you have the right to ask propose any changes to your re-as a taxpayer. You can get free case to the U.S. Tax Court, the
that the examination take place at turn, we will explain the reasonspublications by calling our toll- U.S. Court of Federal Claims, or

for the changes. It is importanta reasonable time and place thatfree number. your U.S. District Court. These
that you understand the reasonsis convenient for both you and the courts are entirely independent of
for any proposed change. YouIRS. If the time or place we sug- the IRS. However, a U.S. TaxPay only the required tax.  You
should not hesitate to ask aboutgest is not convenient, the exam- Court case is generally reviewedhave the right to plan your busi-
anything that is unclear to you. by our Appeals Office before it isiner will try to work out somethingness and personal finances in

Agreement with changes.  If heard by the Tax Court. As al-more suitable. However, we willsuch a way that you will pay the
you agree with the proposed ways, you can represent yourselfmake the final determination onleast tax that is due under the
changes, you may sign an agree- or have someone admitted tohow, when, and where an exami-law. You are liable only for the
ment form and pay any additional practice before the court re-nation takes place.correct amount of tax. Our pur-
tax you may owe. You must pay present you.Transfers to another dis-pose is to apply the law consist-
interest on any additional tax. If If you did not yet pay the addi-trict.  Generally, your individualently and fairly to all taxpayers.
you pay when you sign the agree- tional tax and you disagree aboutreturn is examined in the IRS dis-
ment, the interest is generally fig- whether you owe it, you generallytrict office nearest your home.Privacy and confidentiality. ured from the due date of your re- have the right to take your case toHowever, not all offices have ex-You have the right to have your turn to the date you paid. the Tax Court. We will mail you aamination facilities. Your busi-tax case kept confidential. Under If you do not pay the addi- formal notice (called a ‘‘notice ofness return is examined wherethe law, the IRS must protect the tional tax when you sign the deficiency’’) telling you that youyour books and records are main-privacy of your tax information. agreement, you will receive a bill. owe additional tax. You ordinarilytained. If the place of examinationHowever, if a lien or a lawsuit is The interest on the additional tax have 90 days to file a petition withis not convenient, you may ask tofiled, certain aspects of your tax is generally figured from the due the Tax Court.have the examination done in an-case will become public record. date of your return to the billing If you have already paid thePeople who prepare your return other office or transferred to a dif- date. However, you will not be disputed tax in full and filed aor represent you must also keep ferent district. billed for more than 30 days addi- claim for refund (discussed later)your information confidential. tional interest, even if the bill is for it that we disallowed (or on

You also have the right to Representation.  Throughout delayed. which we did not take action
know why we are asking you for the examination, you may re- If you are due a refund, we within 6 months), you may take
the information, exactly how we present yourself, have someone can refund your money more your case to the U.S. District
will use it, and what might happen quickly if you sign the agreementelse accompany you, or, with Court or U.S. Court of Federal
if you do not give it. form. You will be paid interest onproper written authorization, have Claims.

the refund. someone represent you in your Court decisions.  We follow
absence. If you want to consultExamination of Returns Supreme Court decisions. How-
an attorney, an enrolled agent, a Appealing theAn examination usually begins ever, we can lose cases in other
C.P.A., or any other person per-when we notify you that your re- courts involving taxpayers withExamination Findings
mitted to represent a taxpayerturn has been selected. We will the same issue and still apply ourIf you do not agree with the exam-
during an examination, we willtell you which records you will interpretation of the law to youriner’s report, you may meet with
stop and reschedule the inter-need. If you gather your records situation. You have the right tothe examiner’s supervisor to dis-

before the examination, it can be view. We cannot suspend the in- appeal our decision to do so.cuss your case further. If you still
completed with the least amount terview if you are there because Recovering litigation ex-do not agree after receiving the
of effort. of an administrative summons. penses.  If the court agrees withexaminer’s findings, you have the
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you on most of the issues in your Other remedies.  If you believe (abated) if you can show reason- Reduction of interest. If our
case, and finds the IRS’s position that tax, penalty, or interest was able cause for the failure that led error caused a delay in your case,
to be largely unjustified, you may unjustly charged, you have rights to the penalty (or can show that and this is grossly unfair, you may
be able to recover some of your that can remedy the situation. you exercised due diligence, if be entitled to a reduction of the in-
litigation expenses from us. But to Claims for refund.  Once you that is the standard for the terest that would otherwise be
do this, you must have used up all have paid your tax, you have the penalty). due. Only delays caused by pro-
the administrative remedies right to file a claim for a credit or If you relied on wrong advice cedural or mechanical acts that
available to you within the IRS, in- refund if you believe the tax is too given to you by IRS employees do not involve exercising judg-
cluding going through our Ap- much. The procedure for filing a on the toll-free telephone system, ment or discretion qualify. If you
peals system. You may also be claim is explained in Chapter 1. we will cancel certain penalties think we caused such a delay,
able to recover administrative ex- Cancellation of penalties. that may result. But you have to please discuss it with the exam-
penses from the IRS. Free Publi- You have the right to ask that cer- show that your reliance on the ad- iner and file a claim.
cation 556, Examination of Re- tain penalties (but not interest, as vice was reasonable.
turns, Appeal Rights, and Claims discussed later) be canceled
for Refund, explains your appeal
rights.
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