

[image: image]




Contents

What’s New for 2011

Key Tax Numbers for 2011

Part 1: Filing Basics

Chapter 1: Filing Status

1.1 Which Filing Status Should You Use?

1.2 Tax Rates Based on Filing Status

1.3 Filing Separately Instead of Jointly

1.4 Filing a Joint Return

1.5 Nonresident Alien Spouse

1.6 Community Property Rules

1.7 Innocent Spouse Rules

1.8 Separate Liability Election for Former Spouses

1.9 Equitable Relief

1.10 Death of Your Spouse in 2011

1.11 Qualifying Widow(er) Status If Your Spouse Died in 2010 or 2009

1.12 Qualifying as Head of Household

1.13 Filing for Your Child

1.14 Return for Deceased

1.15 Return for an Incompetent Person

1.16 How a Nonresident Alien Is Taxed

1.17 How a Resident Alien Is Taxed

1.18 Who Is a Resident Alien?

1.19 When an Alien Leaves the United States

1.20 Expatriation Tax

Part 2: Filing Basics

Chapter 2: Wages, Salary, and Other Compensation

2.1 Salary and Wage Income

2.2 Constructive Receipt of Year-End Paychecks

2.3 Pay Received in Property Is Taxed

2.4 Commissions Taxable When Credited

2.5 Unemployment Benefits

2.6 Strike Pay Benefits and Penalties

2.7 Nonqualified Deferred Compensation

2.8 Did You Return Wages Received in a Prior Year?

2.9 Waiver of Executor’s and Trustee’s Commissions

2.10 Life Insurance Benefits

2.11 Educational Benefits for Employees’ Children

2.12 Sick Pay Is Taxable

2.13 Workers’ Compensation Is Tax Free

2.14 Disability Pensions

2.15 Stock Appreciation Rights (SARs)

2.16 Stock Options

2.17 Restricted Stock

Chapter 3: Fringe Benefits

3.1 Tax-Free Health and Accident Coverage Under Employer Plans

3.2 Health Savings Accounts (HSAs) and Archer MSAs

3.3 Reimbursements and Other Tax-Free Payments From Employer Health and Accident Plans

3.4 Group-Term Life Insurance Premiums

3.5 Dependent Care Assistance

3.6 Adoption Benefits

3.7 Education Assistance Plans

3.8 Company Cars, Parking, and Transit Passes

3.9 Working Condition Fringe Benefits

3.10 De Minimis Fringe Benefits

3.11 Employer-Provided Retirement Advice

3.12 Employee Achievement Awards

3.13 Employer-Furnished Meals or Lodging

3.14 Minister’s Rental or Housing Allowance

3.15 Cafeteria Plans Provide Choice of Benefits

3.16 Flexible Spending Arrangements

3.17 Company Services Provided at No Additional Cost

3.18 Discounts on Company Products or Services

Chapter 4: Dividend and Interest Income

4.1 Reporting Dividends and Mutual-Fund Distributions

4.2 Qualified Corporate Dividends Taxed at Favorable Capital Gain Rates

4.3 Dividends From a Partnership, S Corporation, Estate, or Trust

4.4 Real Estate Investment Trust (REIT) Dividends

4.5 Taxable Dividends of Earnings and Profits

4.6 Stock Dividends on Common Stock

4.7 Dividends Paid in Property

4.8 Taxable Stock Dividends

4.9 Who Reports the Dividends

4.10 Year Dividends Are Reported

4.11 Distribution Not Out of Earnings: Return of Capital

4.12 Reporting Interest on Your Tax Return

4.13 Interest on Frozen Accounts Not Taxed

4.14 Interest Income on Debts Owed to You

4.15 Reporting Interest on Bonds Bought or Sold

4.16 Forfeiture of Interest on Premature Withdrawals

4.17 Amortization of Bond Premium

4.18 Discount on Bonds

4.19 Reporting Original Issue Discount on Your Return

4.20 Reporting Income on Market Discount Bonds

4.21 Discount on Short-Term Obligations

4.22 Stripped Coupon Bonds and Stock

4.23 Sale or Retirement of Bonds and Notes

4.24 State and City Interest Generally Tax Exempt

4.25 Taxable State and City Interest

4.26 Tax-Exempt Bonds Bought at a Discount

4.27 Treasury Bills, Notes, and Bonds

4.28 Interest on United States Savings Bonds

4.29 Deferring United States Savings Bond Interest

4.30 Minimum Interest Rules

4.31 Interest-Free or Below-Market-Interest Loans

4.32 Minimum Interest on Seller-Financed Sales

Chapter 5: Reporting Property Sales

5.1 General Tax Rules for Property Sales

5.2 How Property Sales Are Classified and Taxed

Capital Gains Rates and Holding Periods

5.4 Capital Losses and Carryovers

5.5 Capital Losses of Married Couples

5.6 Losses May Be Disallowed on Sales to Related Persons

5.7 Deferring or Excluding Gain on Small Business Stock Investment

5.8 Sample Entries of Capital Asset Sales on Form 8949 and on Schedule D

5.9 Counting the Months in Your Holding Period

5.10 Holding Period for Securities

5.11 Holding Period for Real Estate

5.12 Holding Period: Gifts, Inheritances, and Other Property

5.13 Calculating Gain or Loss

5.14 Amount Realized Is the Total Selling Price

5.15 Finding Your Cost

5.16 Unadjusted Basis of Your Property

5.17 Basis of Property You Inherited or Received as a Gift

5.18 Joint Tenancy Basis Rules for Surviving Tenants

5.19 Allocating Cost Among Several Assets

5.20 How To Find Adjusted Basis

5.21 Tax Advantage of Installment Sales

5.22 Figuring the Taxable Part of Installment Payments

5.23 Electing Not To Report on the Installment Method

5.24 Restriction on Installment Sales to Relatives

5.25 Contingent Payment Sales

5.26 Using Escrow and Other Security Arrangements

5.27 Minimum Interest on Deferred Payment Sales

5.28 Dispositions of Installment Notes

5.29 Repossession of Personal Property Sold on Installment

5.30 Boot in Like-Kind Exchange Payable in Installments

5.31 “Interest” Tax on Sales Over $150,000 Plus $5 Million Debt

5.32 Worthless Securities

5.33 Tax Consequences of Bad Debts

5.34 Four Rules To Prove a Bad Debt Deduction

5.35 Family Bad Debts

Chapter 6: Tax-Free Exchanges of Property

6.1 Trades of Like-Kind Property

6.2 Personal Property Held for Business or Investment

6.3 Receipt of Cash and Other Property—“Boot”

6.4 Time Limits for Deferred Exchanges

6.5 Qualified Exchange Accommodation Arrangements (QEAAs) for Reverse Exchanges

6.6 Exchanges Between Related Parties

6.7 Property Transfers Between Spouses and Ex-Spouses

6.8 Tax-Free Exchanges of Stock in Same Corporation

6.9 Joint Ownership Interests

6.10 Setting up Closely Held Corporations

6.11 Exchanges of Coins and Bullion

6.12 Tax-Free Exchanges of Insurance Policies

Chapter 7: Retirement and Annuity Income

7.1 Retirement Distributions on Form 1099-R

7.2 Lump-Sum Distributions

7.3 Lump-Sum Options If You Were Born Before January 2, 1936

7.4 Averaging on Form 4972

7.5 Capital Gain Treatment for Pre-1974 Participation

7.6 Lump-Sum Payments Received by Beneficiary

7.7 Tax-Free Rollovers From Qualified Plans

7.8 Direct Rollover or Personal Rollover

7.9 Rollover of Proceeds From Sale of Property

7.10 Distribution of Employer Stock or Other Securities

7.11 Survivor Annuity for Spouse

7.12 Court Distributions to Former Spouse Under a QDRO

7.13 When Retirement Benefits Must Begin

7.14 Payouts to Beneficiaries

7.15 Penalty for Distributions Before Age 59½

7.16 Restrictions on Loans From Company Plans

7.17 Tax Benefits of 401(k) Plans

7.18 Limit on Salary-Reduction Deferrals

7.19 Withdrawals From 401(k) Plans Restricted

7.20 Designated Roth Contributions to 401(k) Plans

7.21 Annuities for Employees of Tax-Exempts and Schools (403(b) Plans)

7.22 Government and Exempt Organization Deferred Pay Plans

7.23 Figuring the Taxable Part of Your Annuity

7.24 Life Expectancy Tables

7.25 When You Convert Your Endowment Policy

7.26 Reporting Employee Annuities

7.27 Simplified Method for Calculating Taxable Employee Annuity

7.28 Employee’s Cost in Annuity

7.29 Withdrawals From Employer’s Qualified Retirement Plan Before Annuity Starting Date

Chapter 8: IRAs

8.1 Starting a Traditional IRA

8.2 Traditional IRA Contributions Must Be Based on Earnings

8.3 Contributions to a Traditional IRA If You Are Married

8.4 IRA Deduction Restrictions for Active Participants in Employer Plan

8.5 Active Participation in Employer Plan

8.6 Nondeductible Contributions to Traditional IRAs

8.7 Penalty for Excess Contributions to Traditional IRAs

8.8 Taxable Distributions From Traditional IRAs

8.9 Partially Tax-Free Traditional IRA Distributions Allocable to Nondeductible Contributions

8.10 Tax-Free Rollovers and Direct Transfers to Traditional IRAs

8.11 Transfer of Traditional IRA to Spouse at Divorce

8.12 Penalty for Traditional IRA Withdrawals Before Age 59½

8.13 Mandatory Distributions From a Traditional IRA After Age 70½

8.14 Inherited Traditional IRAs

8.15 SEP Basics

8.16 Salary-Reduction SEP Set Up Before 1997

8.17 Who Is Eligible for a SIMPLE IRA?

8.18 SIMPLE IRA Contributions and Distributions

8.19 Roth IRA Advantages

8.20 Annual Contributions to a Roth IRA

8.21 Converting a Traditional IRA to a Roth IRA

8.22 Recharacterizations and Reconversions

8.23 Distributions From a Roth IRA

8.24 Distributions to Roth IRA Beneficiaries

Chapter 9: Income From Rents and Royalties

9.1 Reporting Rental Income and Expenses

9.2 Checklist of Rental Deductions

9.3 Distinguishing Between a Repair and an Improvement

9.4 Reporting Rents From a Multi-Unit Residence

9.5 Depreciation on Converting a Home to Rental Property

9.6 Renting a Residence to a Relative

9.7 Personal Use and Rental of a Residence During the Year

9.8 Counting Personal-Use Days and Rental Days for a Residence

9.9 Allocating Expenses of a Residence to Rental Days

9.10 Rentals Lacking Profit Motive

9.11 Reporting Royalty Income

9.12 Production Costs of Books and Creative Properties

9.13 Deducting the Cost of Patents or Copyrights

9.14 Intangible Drilling Costs

9.15 Depletion Deduction

9.16 Oil and Gas Percentage Depletion

Chapter 10: Loss Restrictions: Passive Activities and At-Risk Limits

10.1 Rental Activities

10.2 Rental Real Estate Loss Allowance of up to $25,000

10.3 Real Estate Professionals

10.4 Participation May Avoid Passive Loss Restrictions

10.5 Classifying Business Activities as One or Several

10.6 Material Participation Tests for Business

10.7 Tax Credits of Passive Activities Limited

10.8 Determining Passive or Nonpassive Income and Loss

10.9 Passive Income Recharacterized as Nonpassive Income

10.10 Working Interests in Oil and Gas Wells

10.11 Partners and Members of LLCs and LLPs

10.12 Form 8582

10.13 Suspended Losses Allowed on Disposition of Your Interest

10.14 Suspended Tax Credits

10.15 Personal Service and Closely Held Corporations

10.16 Sales of Property and of Passive Activity Interests

10.17 At-Risk Limits

10.18 What Is At Risk?

10.19 Amounts Not At Risk

10.20 At-Risk Investment in Several Activities

10.21 Carryover of Disallowed Losses

10.22 Recapture of Losses Where At Risk Is Less Than Zero

Chapter 11: Other Income

11.1 Prizes and Awards

11.2 Lottery and Sweepstake Winnings

11.3 Gambling Winnings and Losses

11.4 Gifts and Inheritances

11.5 Refunds of State and Local Income Tax Deductions

11.6 Other Recovered Deductions

11.7 How Legal Damages Are Taxed

11.8 Cancellation of Debts You Owe

11.9 Schedule K-1

11.10 How Partners Report Partnership Profit and Loss

11.11 When a Partner Reports Income or Loss

11.12 Partnership Loss Limitations

11.13 Unified Tax Audits of Partnerships

11.14 Stockholder Reporting of S Corporation Income and Loss

11.15 How Beneficiaries Report Estate or Trust Income

11.16 Reporting Income in Respect of a Decedent (IRD)

11.17 Deduction for Estate Tax Attributable to IRD

11.18 How Life Insurance Proceeds Are Taxed to a Beneficiary

11.19 A Policy With a Family Income Rider

11.20 Selling or Surrendering Life Insurance Policy

Chapter 12: Deductions Allowed in Figuring Adjusted Gross Income

12.1 Figuring Adjusted Gross Income (AGI)

12.2 Claiming Deductions From Gross Income

12.3 What Moving Costs Are Deductible?

12.4 The Distance Test

12.5 The 39-Week Test for Employees

12.6 The 78-Week Test for the Self-Employed and Partners

12.7 Claiming Deductible Moving Expenses

12.8 Reimbursements of Moving Expenses

Part 3: Claiming Deductions

Chapter 13: Claiming the Standard Deduction or Itemized Deductions

13.1 Claiming the Standard Deduction

13.2 Husbands and Wives Filing Separate Returns

13.3 Standard Deduction If 65 or Older or Blind

13.4 Standard Deduction for Dependents

13.5 Prepaying or Postponing Itemized Expenses

13.6 No Phaseout of Itemized Deductions

Chapter 14: Charitable Contribution Deductions

14.1 Deductible Contributions

14.2 Nondeductible Contributions

14.3 Contributions That Provide You With Benefits

14.4 Unreimbursed Expenses of Volunteer Workers

14.5 Support of a Student in Your Home

14.6 What Kind of Property Are You Donating?

14.7 Cars, Clothing, and Other Property Valued Below Cost

14.8 Bargain Sales of Appreciated Property

14.9 Art Objects

14.10 Interests in Real Estate

14.11 Life Insurance

14.12 Business Inventory

14.13 Donations Through Trusts

14.14 Records Needed To Substantiate Your Contributions

14.15 Form 8283 and Written Appraisal Requirements

14.16 Penalty for Substantial Overvaluation of Property

14.17 Ceiling on Charitable Contributions

14.18 Carryover for Excess Donations

14.19 Election To Reduce Fair Market Value by Appreciation

Chapter 15: Itemized Deduction for Interest Expenses

15.1 Home Mortgage Interest

15.2 Home Acquisition Loans

15.3 Home Equity Loans

15.4 Home Construction Loans

15.5 Home Improvement Loans

15.6 Mortgage Insurance Premiums and Other Payment Rules

15.7 Interest on Refinanced Loans

15.8 “Points”

15.9 Cooperative and Condominium Apartments

15.10 Investment Interest Limitations

15.11 Debts To Carry Tax-Exempt Obligations

15.12 Earmarking Use of Loan Proceeds

15.13 Year To Claim an Interest Deduction

15.14 Prepaid Interest

Chapter 16: Deductions for Taxes

16.1 Deductible Taxes

16.2 Nondeductible Taxes

16.3 State and Local Income Taxes or General Sales Taxes

16.4 Deducting Real Estate Taxes

16.5 Assessments

16.6 Tenants’ Payment of Taxes

16.7 Allocating Taxes When You Sell or Buy Realty

16.8 Automobile License Fees

16.9 Taxes Deductible as Business Expenses

16.10 Foreign Taxes

Chapter 17: Medical and Dental Expense Deductions

17.1 Medical Expenses Must Exceed 7.5% of AGI

17.2 Allowable Medical Care Costs

17.3 Nondeductible Medical Expenses

17.4 Reimbursements Reduce Deductible Expenses

17.5 Premiums of Medical Care Policies

17.6 Expenses of Your Spouse

17.7 Expenses of Your Dependents

17.8 Decedent’s Medical Expenses

17.9 Travel Costs May Be Medical Deductions

17.10 Schooling for the Mentally or Physically Disabled

17.11 Nursing Homes

Establishing medical purpose

17.12 Nurses’ Wages

17.13 Home Improvements as Medical Expenses

17.14 Costs Deductible as Business Expenses

17.15 Long-Term Care Premiums and Services

17.16 Life Insurance Used by Chronically ill or Terminally ill Persons

Chapter 18: Casualty and Theft Losses and Involuntary Conversions

18.1 Sudden Event Test for Casualty Losses

18.2 When To Deduct a Casualty Loss

18.3 Disaster Losses

18.4 Who May Deduct a Casualty Loss

18.5 Bank Deposit Losses

18.6 Damage to Trees and Shrubs

18.7 Deducting Damage to Your Car

18.8 Proving a Casualty Loss

18.9 Theft Losses

18.10 Proving a Theft Loss

18.11 Nondeductible Losses

18.12 Floors for Personal-Use Property Losses

18.13 Figuring Your Loss on Form 4684

18.14 Personal and Business Use of Property

18.15 Repairs May Be a “Measure of Loss”

18.16 Insurance Reimbursements

18.17 Excess Living Costs Paid by Insurance Are Not Taxable

18.18 Do Your Casualty or Theft Losses Exceed Your Income?

18.19 Defer Gain by Replacing Property

18.20 Involuntary Conversions Qualifying for Tax Deferral

18.21 How To Elect To Defer Tax

18.22 Time Period for Buying Replacement Property

18.23 Types of Qualifying Replacement Property

18.24 Cost of Replacement Property Determines Postponed Gain

18.25 Special Assessments and Severance Damages

18.26 Reporting Gains From Casualties

Chapter 19: Deducting Job Costs and Other Miscellaneous Expenses

19.1 2% AGI Floor Reduces Most Miscellaneous Expenses

19.2 Effect of 2% AGI Floor on Deductions

19.3 Checklist of Job Expenses Subject to the 2% AGI Floor

19.4 Job Expenses Not Subject to the 2% AGI Floor

19.5 Dues and Subscriptions

19.6 Uniforms and Work Clothes

19.7 Expenses of Looking for a New Job

19.8 Local Transportation Costs

19.9 Unusual Job Expenses

19.10 Computers Bought for Work

19.11 Cell Phones, Calculators, Copiers, Fax Machines, and Typewriters

19.12 Small Tools

19.13 Employee Home Office Deductions

19.14 Telephone Costs

19.15 Checklist of Deductible Investment Expenses

19.16 Costs of Tax Return Preparation and Audits

19.17 Deducting Legal Costs

19.18 Contingent Fees Paid Out of Taxable Awards

Chapter 20: Travel and Entertainment Expense Deductions

20.1 Deduction Guide for Travel and Transportation Expenses

20.2 Commuting Expenses

20.3 Overnight-Sleep Test Limits Deduction of Meal Costs

20.4 IRS Meal Allowance

20.5 Business Trip Deductions

20.6 When Are You Away From Home?

20.7 Fixing a Tax Home If You Work in Different Locations

20.8 Tax Home of Married Couple Working in Different Cities

20.9 Deducting Living Costs on Temporary Assignment

20.10 Business-Vacation Trips Within the United States

20.11 Business-Vacation Trips Outside the United States

20.12 Deducting Expenses of Business Conventions

20.13 Travel Expenses of a Spouse or Dependents

20.14 Restrictions on Foreign Conventions and Cruises

20.15 50% Deduction Limit

20.16 The Restrictive Tests for Meals and Entertainment

20.17 Directly Related Dining and Entertainment

20.18 Goodwill Entertainment

20.19 Home Entertaining

20.20 Your Personal Share of Entertainment Costs

20.21 Entertainment Costs of Spouses

20.22 Entertainment Facilities and Club Dues

20.23 Restrictive Test Exception for Reimbursements

20.24 50% Cost Limitation on Meals and Entertainment

20.25 Business Gift Deductions Are Limited

20.26 Record-Keeping Requirements

20.27 Proving Travel and Entertainment Expenses

20.28 Reporting T&E Expenses If You Are Self-Employed

20.29 Employee Reporting of Unreimbursed T&E Expenses

20.30 Tax Treatment of Reimbursements

20.31 What Is an Accountable Plan?

20.32 Per Diem Travel Allowance Under Accountable Plans

20.33 Automobile Mileage Allowance

20.34 Reimbursements Under Non-Accountable Plans

Chapter 21: Personal Exemptions

21.1 How Many Exemptions May You Claim?

21.2 Your Spouse as an Exemption

21.3 Qualifying Children

21.4 Qualifying Relatives

21.5 Meeting the Support Test for a Qualifying Relative

21.6 Multiple Support Agreements

21.7 Special Rule for Divorced or Separated Parents

21.8 The Dependent Must Meet a Citizen or Resident Test

21.9 The Dependent Does Not File a Joint Return

21.10 Spouses’ Names and Social Security Numbers on Joint Return

21.11 Reporting Social Security Numbers of Dependents

21.12 Personal Exemptions Not Subject to Phaseout for 2011 or 2012

Chapter 22: Figuring Your Regular Income Tax Liability

22.1 Taxable Income and Regular Income Tax Liability

22.2 Using the Tax Table

22.3 Tax Computation Worksheet

22.4 Tax Calculation If You Have Net Capital Gain or Qualified Dividends

22.5 Foreign Earned Income Tax Worksheet

22.6 Income Averaging for Farmers and Fishermen

22.7 Tax Credits

Part 4: Personal Tax Computations

Chapter 23: Alternative Minimum Tax (AMT)

23.1 Computing Alternative Minimum Tax on Form 6251

23.2 Adjustments for AMT

23.3 Tax Preference Items

23.4 Net Operating Losses

23.5 Tax Credits Allowed Against AMT

23.6 AMT Tax Credit From Regular Tax

23.7 Avoiding AMT

Chapter 24: Computing the “Kiddie Tax” on Your Child’s Investment Income

24.1 Filing Your Child’s Return

24.2 Children Subject to “Kiddie Tax” for 2011

24.3 Computing “Kiddie Tax” on Child’s Return

24.4 Parent’s Election To Report Child’s Dividends and Interest

Chapter 25: Personal Tax Credits Reduce Your Tax Liability

25.1 Overview of Personal Tax Credits

25.2 Child Tax Credit for Children Under Age 17

25.3 Figuring the Child Tax Credit

25.4 Qualifying for Child and Dependent Care Credit

25.5 Limits on the Dependent Care Credit

25.6 Earned Income Test for Dependent Care Credit

25.7 Credit Allowed for Care of Qualifying Persons

25.8 Expenses Qualifying for the Dependent Care Credit

25.9 Dependent Care Credit Rules for Separated Couples

25.10 Qualifying Tests for EIC

25.11 Income Tests for Earned Income Credit (EIC)

25.12 Look up EIC in Government Tables

25.13 Advance Payment of Earned Income Credit

25.14 Qualifying for the Adoption Credit

25.15 Claiming the Adoption Credit on Form 8839

25.16 Eligibility for the Saver’s Credit

25.17 Figuring the Saver’s Credit

25.18 Health Coverage Credit

25.19 Mortgage Interest Credit

25.20 District of Columbia First-Time Homebuyer Credit

25.21 Residential Energy Credits

25.22 Credits for Fuel Cell Vehicles and Plug-in Electric Vehicles

25.23 First-Time Homebuyer Credit

Chapter 26: Tax Withholdings

26.1 Withholdings Should Cover Estimated Tax

26.2 Income Taxes Withheld on Wages

26.3 Low Earners May Be Exempt From Withholding

26.4 Are You Withholding the Right Amount?

26.5 When To File a New Form W-4

26.6 Voluntary Withholding on Government Payments

26.7 When Tips Are Subject to Withholding

26.8 Withholding on Gambling Winnings

26.9 FICA Withholdings

26.10 Withholding on Retirement Distributions

26.11 Backup Withholding

Chapter 27: Estimated Tax Payments

27.1 Do You Owe an Estimated Tax Penalty for 2011?

27.2 Planning Estimated Tax Payments for 2012

27.3 Dates for Paying Estimated Tax Installments for 2012

27.4 Estimates by Husband and Wife

27.5 Adjusting Your Payments During the Year

Chapter 28: Tax Planning Overview

28.1 Tax-Saving Opportunities

28.2 When To Defer Income and Accelerate Deductions

28.3 Watch for Tax Law Changes

Part 5: Tax Planning

Chapter 29: Tax Savings for Residence Sales

29.1 Avoiding Tax on Sale of Principal Residence

29.2 Meeting the Ownership and Use Tests

29.3 Home Sales by Married Persons

29.4 Reduced Maximum Exclusion

29.5 Figuring Gain or Loss

29.6 Figuring Adjusted Basis

29.7 Personal and Business Use of a Home

29.8 No Loss Allowed on Personal Residence

29.9 Loss on Residence Converted to Rental Property

29.10 Loss on Residence Acquired by Gift or Inheritance

Chapter 30: Tax Rules for Investors in Securities

30.1 Planning Year-End Securities Transactions

30.2 Earmarking Stock Lots

30.3 Sale of Stock Dividends

30.4 Stock Rights

30.5 Short Sales of Stock

30.6 Wash Sales

30.7 Convertible Stocks and Bonds

30.8 Constructive Sales of Appreciated Financial Positions

30.9 Straddle Losses

30.10 Capital Gain Restricted on Conversion Transactions

30.11 Puts and Calls and Index Options

30.12 Investing in Tax-Exempts

30.13 Ordinary Loss for Small Business Stock (Section 1244)

30.14 Series EE and E Bonds

30.15 I Bonds

30.16 Trader, Dealer, or Investor?

30.17 Mark-to-Market Election for Traders

Chapter 31: Tax Savings for Investors in Real Estate

31.1 Real Estate Ventures

31.2 Sales of Subdivided Land—Dealer or Investor?

31.3 Exchanging Real Estate Without Tax

31.4 Timing Your Real Property Sales

31.5 Cancellation of a Lease

31.6 Sale of an Option

31.7 Granting of an Easement

31.8 Special Tax Credits for Real Estate Investments

31.9 Foreclosures, Repossessions, Short Sales, and Voluntary Conveyances to Creditors

31.10 Restructuring Mortgage Debt

31.11 Abandonments

31.12 Seller’s Repossession After Buyer’s Default on Mortgage

31.13 Foreclosure on Mortgages Other Than Purchase Money

31.14 Foreclosure Sale to Third Party

31.15 Transferring Mortgaged Realty

Chapter 32: Tax Rules for Investors in Mutual Funds

32.1 Timing of Your Investment Can Affect Your Taxes

32.2 Reinvestment Plans

32.3 Mutual-Fund Distributions Reported on Form 1099-DIV

32.4 Tax-Exempt Bond Funds

32.5 Fund Expenses

32.6 Tax Credits From Mutual Funds

32.7 How To Report Mutual Fund Distributions

32.8 Redemptions and Exchanges of Fund Shares

32.9 Basis of Redeemed Shares

32.10 Comparison of Basis Methods

Chapter 33: Educational Tax Benefits

33.1 Scholarships and Grants

33.2 Tuition Reductions for College Employees

33.3 How Fulbright Awards Are Taxed

33.4 United States Savings Bond Tuition Plans

33.5 Contributing to a Qualified Tuition Program (Section 529 Plan)

33.6 Distributions From Qualified Tuition Programs (Section 529 Plans)

33.7 Education Tax Credits

33.8 American Opportunity Credit

33.9 Lifetime Learning Credit

33.10 Income Phaseout of Education Credits

33.11 Contributing to a Coverdell Education Savings Account (ESA)

33.12 Distributions From Coverdell ESAs

33.13 Tuition and Fees Deduction

33.14 Student Loan Interest Deduction

33.15 Types of Deductible Work-Related Costs

33.16 Work-Related Tests for Education Costs

33.17 Local Transportation and Travel Away From Home To Take Courses

Chapter 34: Special Tax Rules for Senior Citizens

34.1 Senior Citizens Get Certain Filing Breaks

34.2 Social Security Benefits Subject to Tax

34.3 Computing Taxable Social Security Benefits

34.4 Election for Lump-Sum Social Security Benefit Payment

34.5 Retiring on Social Security Benefits

34.6 How Tax on Social Security Reduces Your Earnings

34.7 Claiming the Credit for the Elderly and Disabled

34.8 Base Amount for the Elderly or Disabled Credit

34.9 Reduction of the Base Amount and Liability Limitation for the Credit

34.10 Tax Effects of Moving to a Continuing Care Facility

34.11 Medicare Part B and Part D Premiums for 2012

Chapter 35: Members of the Armed Forces

35.1 Taxable Armed Forces Pay and Benefits

35.2 Tax-Free Armed Forces Benefits

35.3 Deductions for Armed Forces Personnel

35.4 Tax-Free Pay for Service in Combat Zone

35.5 Tax Deadlines Extended for Combat Zone or Contingency Operation Service

35.6 Tax Forgiveness for Combat Zone or Terrorist or Military Action Deaths

35.7 Extension To Pay Your Tax When Entering the Service

35.8 Tax Information for Reservists

Chapter 36: How To Treat Foreign Earned Income

36.1 Claiming the Foreign Earned Income Exclusion

36.2 What Is Foreign Earned Income?

36.3 Qualifying for the Foreign Earned Income Exclusion

36.4 How To Treat Housing Costs

36.5 Meeting the Foreign Residence or Physical Presence Test

36.6 Claiming Deductions

36.7 Exclusion Not Established When Your Return Is Due

36.8 Tax-Free Meals and Lodging for Workers in Camps

36.9 Virgin Islands, Samoa, Guam, and Northern Marianas

36.10 Earnings in Puerto Rico

36.11 Tax Treaties With Foreign Countries

36.12 Exchange Rates and Blocked Currency

36.13 Reporting Foreign Bank Accounts

36.14 Foreign Tax Credit

Chapter 37: Planning Alimony and Marital Settlements

37.1 Planning Alimony Agreements

37.2 Decree or Agreement Required

37.3 Cash Payments Required

37.4 Payments Must Stop at Death

37.5 Child Support Payments Are Not Alimony

37.6 No Minimum Payment Period for Alimony

37.7 3rd Year Recapture If Alimony Drops by More Than $15,000

37.8 Legal Fees of Marital Settlements

Chapter 38: Household Employment Taxes (“Nanny Tax”)

38.1 Who Is a Household Employee?

38.2 Social Security and Medicare (FICA) Taxes for Household Employees

38.3 Filing Schedule H To Report Household Employment Taxes

38.4 Federal Unemployment Taxes (FUTA) for Household Employees

Chapter 39: Gift and Estate Tax Planning

39.1 Gifts of Appreciated Property

39.2 Gift Tax Basics

39.3 Filing a Gift Tax Return

39.4 Gift Tax Credit

39.5 Custodial Accounts for Minors

39.6 Trusts in Family Planning

39.7 Estate Tax Basics

39.8 Take Inventory of Your Potential Estate

39.9 Valuing Your Potential Estate

39.10 Estimating Potential Estate Tax Liability

39.11 Reducing or Eliminating a Potential Estate Tax

Chapter 40: Income or Loss From Your Business or Profession

40.1 Forms of Doing Business

40.2 Reporting Self-Employed Income

40.3 Accounting Methods for Reporting Business Income

40.4 Tax Reporting Year for Self-Employed

40.5 Reporting Certain Payments and Receipts to the IRS

40.6 Filing Schedule C

40.7 Deductions for Professionals

40.8 Nondeductible Expense Items

40.9 How Authors and Artists May Write Off Expenses

40.10 Deducting Expenses of a Sideline Business or Hobby

40.11 Deducting Expenses of Looking for a New Business

40.12 Home Office Deduction

40.13 What Home Office Expenses Are Deductible?

40.14 Allocating Expenses to Business Use

40.15 Business Income May Limit Home Office Deductions

40.16 Home Office for Sideline Business

40.17 Depreciation of Office in Cooperative Apartment

40.18 Net Operating Losses (NOLs)

40.19 Your Net Operating Loss

40.20 How To Report a Net Operating Loss

40.21 How To Carry Back Your Net Operating Loss

40.22 Election To Carry Forward Losses

40.23 Overview of the Domestic Production Activities Deduction

40.24 Qualified Production Activities

40.25 Figuring the Deduction

40.26 Business Credits

40.27 Filing Schedule F

40.28 Farming Expenses

Part 6: Business Tax Planning

Chapter 41: Retirement and Medical Plans for Self-Employed

41.1 Overview of Retirement and Medical Plans

41.2 Choosing a Keogh Plan

41.3 Choosing a SEP

41.4 Deductible Keogh or SEP Contributions

41.5 How To Claim the Keogh or SEP Deduction

41.6 How To Qualify a Keogh Plan or SEP Plan

41.7 Annual Keogh Plan Return

41.8 How Keogh Plan Distributions Are Taxed

41.9 SIMPLE IRA Plans

41.10 Health Savings Account (HSA) Basics

41.11 Limits on Deductible HSA Contributions

41.12 Distributions From HSAs

41.13 Archer MSAs

41.14 Small Business Health Tax Credit

Chapter 42: Claiming Depreciation Deductions

42.1 What Property May Be Depreciated?

42.2 Claiming Depreciation on Your Tax Return

42.3 First-Year Expensing Deduction

42.4 MACRS Recovery Periods

42.5 MACRS Rates

42.6 Half-Year Convention for MACRS

42.7 Last Quarter Placements—Mid-Quarter Convention

42.8 150% Rate Election

42.9 Straight-Line Depreciation

42.10 Computers and Other Listed Property

42.11 Assets in Service Before 1987

42.12 Straight-Line Recovery for Assets in Service Before 1987

42.13 MACRS for Real Estate Placed in Service After 1986

42.14 Demolishing a Building

42.15 Leasehold Improvements

42.16 Depreciating Real Estate Placed in Service After 1980 and Before 1987

42.17 When MACRS Is Not Allowed

42.18 Amortizing Goodwill and Other Intangibles (Section 197)

42.19 Deducting the Cost of Computer Software

42.20 Amortizing Song Rights

42.21 Bonus Depreciation

Chapter 43: Deducting Car and Truck Expenses

43.1 Standard Mileage Rate

43.2 Expense Allocations

43.3 Depreciation Restrictions on Cars, Trucks, and Vans

43.4 Annual Ceilings on Depreciation

43.5 MACRS Rates for Cars, Trucks, and Vans

43.6 Straight-Line Method

43.7 Depreciation for Year Vehicle Is Disposed Of

43.8 Depreciation After Recovery Period Ends

43.9 Trade-in of Business Vehicle

43.10 Recapture of Deductions on Business Car, Truck, or Van

43.11 Keeping Records of Business Use

43.12 Leased Business Vehicles: Deductions and Income

Chapter 44: Sales of Business Property

44.1 Depreciation Recaptured as Ordinary Income on Sale of Personal Property

44.2 Depreciation Recaptured as Ordinary Income on Sale of Real Estate

44.3 Recapture of First-Year Expensing

44.4 Gifts and Inheritances of Depreciable Property

44.5 Involuntary Conversions and Tax-Free Exchanges

44.6 Installment Sale of Depreciable Property

44.7 Sale of a Proprietorship

44.8 Property Used in a Business (Section 1231 Assets)

44.9 Sale of Property Used for Business and Personal Purposes

44.10 Should You Trade in Business Equipment?

44.11 Corporate Liquidation

Chapter 45: Figuring Self-Employment Tax

45.1 What Is Self-Employment Income?

45.2 Partners Pay Self-Employment Tax

45.3 Schedule SE

45.4 How Wages Affect Self-Employment Tax

45.5 Optional Method If 2011 Was a Low-Income or Loss Year

45.6 Self-Employment Tax Rules for Certain Positions

Chapter 46: Filing Your Return

46.1 Keeping Tax Records

46.2 Getting Ready To File Your Return

46.3 Applying for an Extension

46.4 Getting Your Refund

46.5 Paying Taxes Due

46.6 Electronic Filing

46.7 Notify the IRS of Address Changes

46.8 Interest on Tax Underpayments

46.9 Tax Penalties for Late Filing and Late Payment

Part 7: Filing Your Return and What Happens After You File

Chapter 47: Filing Refund Claims, and Amended Returns

47.1 Filing An Amended Return

47.2 When To File a Refund Claim

47.3 Joint Refund Claims

47.4 Stating the Reasons for Refund Claim

47.5 Quick Refund Claims

47.6 Interest Paid on Refund Claims

47.7 Refunds Withheld To Cover Debts

47.8 Amended Returns Showing Additional Tax

47.9 Penalty for Filing Excessive Refund Claim

Chapter 48: If the IRS Examines Your Return

48.1 Odds of Being Audited

48.2 When the IRS Can Assess Additional Taxes

48.3 Audit Overview

48.4 Preparing for the Audit

48.5 Handling the Audit

48.6 Tax Penalties for Inaccurate Returns

48.7 Agreeing to the Audit Changes

48.8 Disputing the Audit Changes

48.9 Offer in Compromise

48.10 Recovering Costs of a Tax Dispute

48.11 Suing the IRS for Unauthorized Collection

Part 8: 2011 Tax Table and EIC Table

Glossary

Index





[image: image]





Staff for This Book

J.K. Lasser Editorial

Elliott Eiss, Member of the New York Bar, Senior Editor

Barbara Weltman, Member of the New York Bar, Contributing Editor

Angelo C. Jack, Senior Production Editor

Carolyn Francis, Copyediting and Proofreading

William Hamill, Production Assistant

John Wiley & Sons, Inc.

John Wiley & Sons, Inc.

111 River Street

Hoboken, NJ 07030

Copyright © 2011 by John Wiley & Sons, Inc.

All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey

Published simultaneously in Canada

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright Act, without either the prior written permission of the Publisher, or authorization through payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222 Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 750-4470, or on the web at www.copyright.com. Requests to the Publisher for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts in preparing this book, they make no representations or warranties with respect to the accuracy or completeness of the contents of this book and specifically disclaim any implied warranties of merchantability or fitness for a particular purpose. No warranty may be created or extended by sales representatives or written sales materials. The advice and strategies contained herein may not be suitable for your situation. You should consult with a professional where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any other commercial damages, including but not limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical support, please contact our Customer Care Department within the United States at (800) 762-2974, outside the United States at (317) 572-3993, or fax (317) 572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print may not be available in electronic books. For more information about Wiley products, visit our web site at www.wiley.com.

ISBN 978-1118-07254-7

ISBN 978-01325-4956-1

Seventy-Fifth Edition





How To Use Your Income Tax 2012

Tax alert symbols. Throughout the text of Your Income Tax, these special symbols alert you to advisory tips about filing your federal tax return and tax planning opportunities:
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	Filing Tip or Filing Instruction helps you prepare your 2011 return.
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	Planning Reminder highlights year-end tax strategies for 2011 or planning opportunities for 2012 and later years.
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	Caution points out potential pitfalls to avoid and areas where IRS opposition may be expected.
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	Law Alert indicates recent changes in the tax law and pending legislation before Congress.
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	Court Decision highlights key rulings from the Tax Court and other federal courts.
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	An IRS Alert highlights key rulings and announcements from the IRS.





The federal income tax law, despite efforts at simplification, remains a maze of statutes, regulations, rulings, and court decisions written in technical language covering thousands and thousands of pages. For 75 years, J.K. Lasser’s™ Your Income Tax has aided and guided millions of taxpayers through this complex law. Every effort has been made to provide a direct and easy-to-understand explanation that shows how to comply with the law and at the same time take advantage of tax-saving options and plans.

The 2012 edition of Your Income Tax—our 75th edition—continues this tradition. To make maximum use of this tax guide, we suggest that you use these aids:

Contents Chapter by Chapter. The contents, on pages v–xxi, lists the chapters in Your Income Tax. References direct you to sections within a particular chapter. Thus a reference to 21.1 directs you to Chapter 21 and then to section 1 within that chapter. Section and page references are provided in the index at the back of the book.

What’s New for 2011. Pages xxv-xxvii alert you to tax developments that may affect your 2011 tax return.

Key Tax Numbers for 2011. Pages xxix-xxxi.

Filing tax basics. Pages 1–7 alert you to filing requirements, filing addresses for IRS Service Centers, and a calendar with 2012 filing deadlines.


Visit www.jklasser.com for FREE download of e-Supplement

You can download a free e-Supplement to Your Income Tax 2012 at www.jklasser.com. The e-Supplement will provide an update on tax developments from the IRS and Congress, including a look ahead to 2012.

On the homepage at jklasser.com, you will find free tax news, tax tips and tax planning articles, and you can sign up for a free e-newsletter. You will also find links to IRS and state tax forms.
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What’s New for 2011

For an update on tax developments and a free download of the e-Supplement to this book, visit us online at www.jklasser.com.

Tax News for 2011




	Item—
	Highlight—





	Mid-year mileage allowance increase
	The IRS standard mileage rate is higher for the last six months of 2011 than for the first six months. The business mileage rate is 55.5 cents a mile for miles driven from July 1, 2011 through December 31, 2011 and 51 cents a mile for the first six months of the year (43.1).
The rate for medical expense (17.9) and moving expense (12.3) deductions is 19 cents a mile for the first six months of the year and 23.5 cents a mile for the last six months.
For charitable volunteers (14.4), the mileage rate of 14 cents a mile does not change; it is fixed by statute.



	Lower Social Security rate and self-employment tax. Deduction for self-employment tax.
	The 2011 tax rate for the employee share of Social Security is 4.2%, 2% less than for 2010, making the maximum 2011 employee Social Security liability $4,485.60, 4.2% of the first $106,800 of wages (26.9).
For 2011, the self-employment tax of 13.3% consists of the following two rates: 10.4% for Social Security (4.2% employee share and 6.2% employer share) and 2.9% for Medicare. After multiplying the net earnings by .9235, the combined 13.3% rate applies to a taxable earnings base of $106,800 or less; the 2.9% rate applies to all taxable earnings exceeding $106,800 (45.3–45.4).
In prior years, 50% of the self-employment tax was the amount of the above-the-line deduction that could be claimed on Form 1040 (Line 27), but for 2011, because of the 2% reduction in the self-employment tax rate, a special computation applies, and the deduction is larger (45.3–45.4).



	Higher standard deductions
	The standard deduction (13.1) is $11,600 for married persons filing jointly or qualifying widow(er)s, $8,500 for heads of households, or $5,800 for single taxpayers or married filing separately. The additional standard deduction (13.3) for being 65 or older or blind is $1,450 if single or head of household ($2,900 if 65 and blind). If married filing jointly, the additional standard deduction is $1,150 if one spouse is 65 or older or blind, $2,300 if both spouses are at least 65 (or one is 65 and blind).



	Tax rate brackets and preferential rates for capital gains/qualified dividends
	Tax rates on ordinary income are extended to 2011 and 2012: 10%, 15%, 25%, 28%, 33% and 35% (1.2). The 0% and 15% rates on long-term capital gains and qualified dividends also are extended through 2012 (5.3).



	New Form 8949 for reporting sales of capital assets and revised Schedule D. Broker reporting of basis on Form 1099-B.
	Form 8949 is a new form for reporting 2011 sales (and other dispositions) of capital assets that is attached to Schedule D. After entering short-term transactions in Part I of Form 8949 and long-term transactions in Part II, the total sales price and basis amounts are transferred to Schedule D. where net gain or loss is figured (5.8).
If you acquired stock in 2011 and sold it before the end of the year, the broker must report your cost basis for the securities in Box 3 of Form 1099-B. In Parts I and II of Form 8949, you must enter a code to indicate whether your basis for sold securities was reported to you by your broker in Box 3 of Form 1099-B (5.8).



	Bonus depreciation and first-year expensing for qualified business investments
	Bonus first-year depreciation at a 100% rate is allowed for qualified property purchased new and placed in service in 2011 (42.21). If bonus depreciation is not available, first-year expensing (42.3) is allowed for qualifying property up to a limit of $500,000, of which up to $250,000 may be applied to the combined cost of qualified leasehold improvement (42.15) property, qualified restaurant property, and qualified retail improvement property. If the total cost of qualifying property placed in service during 2011 is over $2 million, the $500,000 expensing limit is reduced dollar for dollar by the cost of qualifying property exceeding $2 million.



	Vehicle depreciation limit
	If a new car is placed in service in 2011 and used over 50% for business, bonus depreciation allows an $11,060 first-year depreciation limit. The limit is $3,060 if bonus depreciation is not allowed (43.4). For a light truck or van, the limit is $11,260 if bonus depreciation applies and $3,260 without the bonus (43.5). The limits are reduced for personal use.



	Alternative minimum tax (AMT) exemption for 2011
	The AMT exemption for 2011 is $74,450 for married persons filing jointly and qualifying widow(er)s, $48,450 for single persons and heads of households, and $37,225 for married persons filing separately (23.1).



	Estate tax reinstated with stepped-up basis. Special rule for estates of 2010 decedents.
	Under the reinstated estate tax for estates of those dying in 2011 and 2012, up to $5 million of assets (this may be increased for 2012 by an inflation adjustment) are exempted from tax (39.10), and the heirs of individuals dying after 2010 receive a stepped-up basis for inherited property (generally equal to fair market value at death (5.18)).
Executors of estates of individuals dying in 2010 had an option: (1) applying the 2011–2012 estate tax rules including the full step up in basis for heirs, or (2) avoiding estate tax entirely, regardless of the size of the estate, but applying modified basis rules for the heirs under which a step-up in basis would be limited. The election to opt out of estate tax and apply the modified carryover basis rules had to be made on Form 8939 by January 17, 2012 (39.10).



	Revised home energy credit
	For 2011, the credit for energy efficient home energy improvements such as storm windows, insulation, furnaces, and water heaters is reduced to 10%, with an overall limit of $500 that is reduced by prior-year credits, plus specific property limits such as $200 for exterior windows and $150 for a furnace (25.21).



	First-time homebuyer credit
	For 2011, the credit for a home purchase by a first-time homebuyer or long-time resident is allowed only to members of the U.S. uniformed services or Foreign Service, or employees of the intelligence community who bought their home before May 1, 2011 (beofre July 1, 2011 if in contract before May 1, 2011) and who were on qualified official extended duty outside the United States for at least 90 days between January 1, 2009 and April 30, 2010 (25.23). Credits from 2008 must be repaid under the 15-year schedule that began in 2010. Unless an exception applies, credits from 2008–2010 have to be repaid in full on a 2011 return if the home for which the credit was claimed was sold in 2011 or the home was no longer used as a residence (25.23).



	IRA and Roth IRA contribution phaseout
	For 2011, the contribution limit for traditional IRAs (8.2) and Roth IRAs (8.20) remains $5,000, or $6,000 for those age 50 or older.
The deduction limit for 2011 contributions to a traditional IRA is phased out (8.4) for active plan participants with modified AGI (MAGI) of over $56,000 and under $66,000 for a single person or head of household, or over $90,000 and under $110,000 for married persons filing jointly. The phaseout range is MAGI over $169,000 and under $179,000 for a spouse who is not an active plan participant and files jointly with a spouse who is an active plan participant.
The 2011 Roth IRA contribution limit is phased out (8.20) for a single person or head of household with MAGI over $107,000 and under $122,000, and for married persons filing jointly with MAGI over $169,000 and under $179,000.



	Reporting 50% of 2010 conversion to Roth IRA
	If you converted a traditional IRA to a Roth IRA in 2010, and you chose on the 2010 Form 8606 to use the special two-year deferral rule for 2010 conversions (rather than reporting the entire taxable conversion amount as 2010 income) you must report half of the 2010 conversion income as a taxable IRA distribution for 2011. The other half will be reported as a 2012 distribution (8.21).



	Eligibility for saver’s credit
	The adjusted gross income brackets for the 10%, 20%, and 50% credits are increased for 2011. The AGI limit for claiming a 2011 saver’s credit is $28,250 for single taxpayers, $42,375 for heads of households, and $56,500 for married persons filing jointly (25.16).



	Two-year limit for claiming equitable innocent spouse relief eliminated
	In response to opposition from Congress and the National Taxpayer Advocate, the IRS withdrew its requirement that a request for equitable relief be made within two years of the first IRS collection activity (1.9).



	Late election to aggregate real estate activities
	The IRS will allow qualifying real estate professionals to make a late election to aggregate rental real estate activities on an amended return if there was reasonable cause for not making the election on the original return and other conditions are met (10.3).



	Partial exchange of commercial annuity
	New IRS tests apply for determining whether a partial transfer of a commercial annuity on or after October 24, 2011 is a tax-free exchange (6.12).



	Restriction on health FSA reimbursement of over-the-counter medications
	Starting in 2011, a health flexible spending arrangement cannot make a tax-free reimbursement of an over-the-counter medication other than insulin unless a physician has provided a prescription for it (3.16).



	Higher deduction limits for long-term care premiums
	The maximum amount of age-based long-term care premiums that can be included as deductible medical expenses for 2011 (subject to the 7.5% of AGI floor) is $340 if you are age 40 or younger at the end of 2011; $640 for those age 41 through 50; $1,270 for those age 51 through 60; $3,390 for those age 61 through 70; and $4,240 for those over age 70 (17.15).



	Hybrid vehicle credit no longer available
	The credit for hybrid, advanced lean burn technology, and alternative fuel vehicles expired for vehicles purchased after 2010.



	MWP credit not allowed
	The Making Work Pay credit is not allowed on 2011 returns; it expired at the end of 2010.



	Foreign earned income and housing exclusions
	The maximum foreign earned income exclusion for 2011 is $92,900 (36.3). The maximum housing exclusion is generally $13,006, but the IRS may increase the exclusion for high cost localities (36.4).



	High-low reimbursement method may be discontinued
	The IRS announced its intention to discontinue the “high-low” method of reimbursing employees for travel expenses but the decision might not be final (20.32).



	Additional child tax credit
	The child tax credit is refundable for 2011 to the extent of 15% of earned income in excess of $3,000, the same as for 2010 (25.3).



	Annual exclusion for gifts
	For gift tax purposes, the per-donee exclusion for gifts of present interests in 2011 is $13,000, the same as for 2010 (39.2).



	Advanced earned income credit not allowed
	2010 was the last year for which advance payments of the earned income credit could be made (25.13).









Key Tax Numbers for 2011




	Exemptions
	



	Each allowable exemption (21.1)
	$ 3,700



	No Phaseout for 2011 (21.12)
	



	Standard Deduction (13.1)
	



	Joint return/Qualifying widow(er)
	$ 11,600



	Head of Household
	$ 8,500



	Single
	$ 5,800



	Married filing separately
	$ 5,800



	Dependents-minimum deduction (13.5)
	$ 950



	Additional deduction if age 65 or older, or blind (13.4)
	



	  Married-per spouse, filing jointly or separately
	$ 1,150 ($2,300 for age and blindness)



	  Qualifying widow(er)
	$ 1,150 ($2,300 for age and blindness)



	  Single or head of household
	$ 1,450 ($2,900 for age and blindness)



	Long-term Care Premiums (17.15)
	



	Limit on premium allowed as medical expense
	



	  Age 40 or under
	$ 340



	  Over 40 but not over 50
	$ 640



	  Over 50 but not over 60
	$ 1,270



	  Over 60 but not over 70
	$ 3,390



	  Over 70
	$ 4,240



	IRA Contributions
	



	Traditional IRA contribution limit (8.2)
	$ 5,000



	  Additional contribution if age 50 or older
	$ 1,000



	  Deduction phaseout for active plan participant (8.4)
	



	    Single or head of household
	$ 56,000 – $ 66,000



	    Married filing jointly, two participants
	$ 90,000 – $ 110,000



	    Married filing jointly, one participant
	



	      Participant spouse
	$ 90,000 – $ 110,000



	      Non-participant spouse
	$ 169,000 – $ 179,000



	    Married filing separately, live together, either participates
	$ 0 – $ 10,000



	    Married filing separately, live apart all year
	



	      Participant spouse
	$ 56,000 – $ 66,000



	      Non-participant spouse no phaseout
	



	Roth IRA contribution limit (8.20)
	$ 5,000



	  Additional contribution if age 50 or older
	$ 1,000



	  Contribution limit phaseout range
	



	    Single, head of household
	$ 107,000 – $ 122,000



	      Married filing separately, live apart all year
	$ 107,000 – $ 122,000



	      Married filing jointly, or qualifying widow(er)
	$ 169,000 – $ 179,000



	      Married filing separately, live together at any time
	$ 0 – $ 10,000



	Elective deferral limits
	



	401(k), 403(b), 457 plans (7.18)
	$ 16,500



	Salary-reduction SEP (8.16)
	$ 16,500



	SIMPLE IRA (8.17)
	$ 11,500



	Additional contribution if age 50 or older
	



	  401(k), 403(b), governmental 457 and SEP plans (7.18, 8.16)
	$ 5,500



	  SIMPLE IRA (8.17)
	$ 2,500



	Education
	



	American Opportunity credit limit-per student (33.8)
	$2,500



	Lifetime Learning credit limit-per taxpayer (33.9)
	$2,000



	Phaseout of American Opportunity credit(33.10)
	



	  Married filing jointly
	$ 160,000–$ 180,000



	  Single, head of household, or qualifying widow(er)
	$80,000–$ 90,000



	Phaseout of Lifetime Learning credit (33.10)
	



	  Married filing jointly
	$ 102,000–$ 122,000



	  Single, head of household, or qualifying widow(er)
	$ 51,000–$ 61,000



	Student loan interest deduction limit (33.14)
	$2,500



	  Phaseout of deduction limit
	



	    Married filing jointly
	$120,000–$150,000



	    Single, head of household, or qualifying widow(er)
	$60,000–$75,000



	Coverdell ESA limit (33.11)
	$2,000



	  Phaseout of limit
	



	    Married filing jointly
	$190,000–$220,000



	    All others
	$95,000–$110,000



	Tuition and fees deduction (33.13)
	



	Tuition and fees deduction-tier 1 limit
	$4,000



	  Income cut-off
	



	  
	Married filing jointly


	$130,000



	  
	Single, head of household, or qualifying widow(er)


	$65,000



	  Tuition and fees deduction limit-tier 2 limit
	$2,000



	  Income cut-off
	



	  
	Married filing jointly


	$160,000



	  
	Single, head of household, or qualifying widow(er)


	$80,000



	Capital gain rates-assets held over one year (5.3)
	



	  If otherwise subject to 10% or 15% rate
	0%



	  If otherwise subject to rate over 15%
	15%



	  Collectibles gain-maximum rate
	28%



	  Unrecaptured Section 1250 gain on depreciated
	



	  real estate-maximum rate
	25%



	Qualified dividends tax rate (4.1)
	



	  If otherwise subject to 10% or 15% rate
	0%



	  If otherwise subject to rate over 15%
	15%



	IRS mileage rates
	



	Business (43.1)
	



	  1/1/2011 through 6/30/11
	51 cents/mile



	  7/1/2011 through 12/31/11
	55.5 cents/mile



	Medical (17.9) and Moving (12.3)
	



	  1/1/2011 through 6/30/11
	19 cents/mile



	  7/1/2011 through 12/31/11
	23.5 cents/mile



	Charitable volunteers (14.4)
	



	  1/1/2011 through 12/31/11
	14 cents/mile



	Exclusion for employer provided transportation (3.8)
	



	Transit passes and commuter vehicle transport
	$230/month



	Qualified parking
	$230/month



	Qualified bicycle commuting
	$ 20/ month
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Part 1

Filing Basics


	Do You Have To File a 2011 Tax Return?

	Filing Tests for Dependents: 2011 Returns

	Where To File

	Filing Deadlines

	Choosing Which Tax Form To File

	Chapter 1 Filing Status

	1.1 – 1.20






In this part, you will learn these income tax basics:


	Whether you must file a return

	When and where to file your return

	Which tax form to file

	What filing status you qualify for

	When filing separately is an advantage for married persons

	How to qualify as head of household

	How filing rules for resident aliens and nonresident aliens differ

	How to claim personal exemption deductions for yourself, your spouse, and your dependents.



Do You Have to File a 2011 Tax Return?




	If you are—
	You must file if gross income is at least





	Single
	



	Under age 65
	$ 9,500



	Age 65 or older on or before January 1, 2012
	10,950



	Married and living together at the end of 2011
	



	Filing a joint return—both spouses under age 65
	19,000



	Filing a joint return—one spouse age 65 or older
	20,150



	Filing a joint return—both spouses age 65 or older
	21,300



	Filing a separate return (any age)
	3,700



	Married and living apart at the end of 2011
	



	Filing a joint or separate return
	3,700



	Head of a household maintained for a child or other relative (1.12)
	



	Under age 65
	12,200



	Age 65 or older on or before January 1, 2012
	13,650



	Widowed in 2010 or 2009 and have a dependent child (1.11)
	



	Under age 65
	15,300



	Age 65 or older on or before January 1, 2012
	16,450




Marital status

For federal tax purposes, only a man and woman in a legal union as husband and wife are considered married. For 2011 returns, marital status is generally determined as of December 31, 2011. Thus, if you were divorced or legally separated during 2011, you are not considered married for 2011 tax purposes, and you must use the filing threshold for single persons unless you qualify as a head of household (1.12), or you remarried in 2011 and are filing a joint return with your new spouse.

If your spouse died in 2011 and you were living together on the date of death, use the filing threshold shown for married persons living together at the end of 2011. If you were not living together on the date of death, the $3,700 filing threshold applies, unless you remarried during 2011 and are filing jointly with your new spouse.

Age 65

Whether you are age 65 or older is generally determined as of the end of the year, but if your 65th birthday is on January 1, 2012, you are treated as being age 65 at the end of 2011.

Gross income

Gross income is generally all the income that you received in 2011, except for items specifically exempt from tax.

Include wages and tips (Chapter 2), self-employment income (Chapter 45), taxable scholarships (Chapter 33), taxable interest and dividends (Chapter 4), capital gains (Chapter 5), taxable pensions and annuities (Chapter 7), rents (Chapter 9), and trust distributions (Chapter 11). Home sale proceeds that are tax free (Chapter 29) and tax-free foreign earned income (Chapter 36) are considered gross income for purposes of the filing test.

Exclude tax-exempt interest (Chapter 4), tax-free fringe benefits (Chapter 3), qualifying scholarships (Chapter 33), and life insurance (Chapter 11). Also exclude Social Security benefits unless (1) you are married filing separately and you lived with your spouse at any time during 2011, or (2) 50% of net Social Security benefits plus other gross income and any tax-exempt interest exceeds $25,000 ($32,000 if married filing jointly). If 1 or 2 applies, the taxable part of Social Security benefits as determined in 34.3 is included in your gross income.

Other situations when you must file

Even if you are not required to file under the gross income tests, you must file a 2011 return if:


	You are self-employed and you owe self-employment tax because your net self-employment earnings for 2011 are $400 or more (Chapter 45), or

	You are entitled to a refund of taxes withheld from your wages (Chapter 26) or a refund based on any of these credits: the earned income credit for working families; the adoption credit (Chapter 25), the additional child tax credit (Chapter 25), or the American Opportunity credit (Chapter 38), or

	You owe any special tax such as alternative minimum tax (Chapter 23), IRA penalty (Chapter 8), household employment taxes (Chapter 38), and FICA on tips (Chapter 26), or

	You are a nonresident alien with a U.S. business or have tax liability not covered by withholding; see Form 1040NR.



Filing Tests for Dependents: 2011 Returns

The income threshold for filing a tax return is generally lower for an individual who may be claimed as a dependent than for a nondependent. You are a “dependent” if you are the qualifying child or qualifying relative of another taxpayer, and the other tests for dependents at 21.1 are met.

If, under the tests at 21.1, you may be claimed as a dependent by someone else, use the chart on this page to determine if you must file a 2011 return. Include as unearned income taxable interest and dividends, capital gains, pensions, annuities, unemployment compensation, taxable Social Security benefits, and distributions of unearned income from a trust. Earned income includes wages, tips, self-employment income, and taxable scholarships or fellowships (Chapter 33). Gross income is the total of unearned and earned income.
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File for Refund of Withholdings

Even if you are not required to file a return under the income tests on this page, you should file to obtain a refund of federal tax withholdings.



For married dependents, the filing requirements in the chart assume that the dependent is filing a separate return and not a joint return (Chapter 1). Generally, a married person who files a joint return may not be claimed as a dependent by a third party who provides support.

If you are the parent of a dependent child who had only investment income subject to the “kiddie tax” (24.3), you may elect to report the child’s income on your own return for 2011 instead of filing a separate return for the child; see 24.5 for the election rules.

For purposes of the following chart, a person is treated as being age 65 (or older) if his or her 65th birthday is on or before January 1, 2012. Blindness is determined as of December 31, 2011.

File a Return for 2011 If You Are a—


Single dependent. Were you either age 65 or older or blind?


	No. You must file a return if any of the following apply.

	Your unearned income was over $950.

	Your earned income was over $5,800.

	Your gross income was more than the larger of—

	$950, or

	Your earned income (up to $5,500) plus $300.







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

	Your unearned income was over $2,400 ($3,850 if 65 or older and blind).

	Your earned income was over $7,250 ($8,700 if 65 or older and blind).

	Your gross income was more than the larger of—

	$2,400 ($3,850 if 65 or older and blind), or

	Your earned income (up to $5,500) plus $1,750 ($3,200 if 65 or older and blind).









Married dependent. Were you either age 65 or older or blind?


	No. You must file a return if any of the following apply.

	Your unearned income was over $950.

	Your earned income was over $5,800.

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

	Your gross income was more than the larger of—

	$950, or

	Your earned income (up to $5,500) plus $300.







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

	Your unearned income was over $2,100 ($3,250 if 65 or older and blind).

	Your earned income was over $6,950 ($8,100 if 65 or older and blind).

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

	Your gross income was more than the larger of—

	$2,100 ($3,250 if 65 or older and blind), or

	Your earned income (up to $5,500) plus $1,450 ($2,600 if 65 or older and blind).











Where to File

If you filed a paper return for 2010 and also are filing a paper return for 2011, you may have to mail your return to a different address this year, as the IRS has changed the filing address for several locations; see the table below. Include your complete return address and if you are enclosing numerous attachments with your return, make sure that you include enough postage.

Check your tax form instructions and the e-Supplement at jklasser.com for any late changes.

Where Do You File Form 1040?

If you file Form 1040A or Form 1040EZ, see the note below the table.
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Filing Form 1040A or 1040EZ? If you live in any of the 50 states or the District of Columbia, and are not enclosing a payment with your Form 1040A or 1040EZ, you can use the address shown above for Form 1040 (middle column) except you must change the last four digits of the zip code. The last four digits of the zip code for Form 1040A are 0015 and for Form 1040EZ they are 0014, instead of 0002 for Form 1040.

If you are enclosing a check or money order with your Form 1040A or 1040EZ, then, regardless of where you live, use the same IRS address and zip code as shown above for Form 1040 in the right column of the table.

Also use the same address and zip code shown for Form 1040, whether or not you are enclosing a payment, if you live in a foreign country, U.S. possession or territory, use an APO or FPO address, file Form 2555, 2555-EZ, or 4563, or you are a dual-status alien.

See Publication 570 if you live in American Samoa, Puerto Rico, Guam, the U.S. Virgin Islands, or the Northern Mariana Islands.

Filing Deadlines (on or before)

January 17, 2012—. Pay the balance of your 2011 estimated tax. If you do not meet this date, you may avoid an estimated tax penalty for the last quarter by filing your 2011 return and paying the balance due by January 31, 2012.

Farmers and fishermen: File your single 2011 estimated tax payment by this date. If you do not, you may still avoid an estimated tax penalty by filing a final tax return and paying the full tax by March 1, 2012.

January 31, 2012— Make sure you have received a Form W-2 from each employer for whom you worked in 2011.

April 17, 2012—. File your 2011 tax return and pay the balance of your tax. If you cannot meet the April 17 deadline, you may obtain an automatic six-month filing extension by filing Form 4868 (on paper or electronically). However, even if you get an extension, interest will still be charged for taxes not paid by April 17, and late payment penalties will be imposed unless at least 90% of your tax liability is paid by this date or you otherwise show reasonable cause. If you cannot pay the full amount of tax you owe when you file your return, you can file Form 9465 to request an installment payment arrangement.

If on this date you are a U.S. citizen or resident living and working abroad or in military service outside the U.S. or Puerto Rico, you have an automatic two-month filing extension until June 15, 2012.

Pay the first installment of your 2012 estimated tax by this date.

June 15, 2012— Pay the second installment of your 2012 estimated tax. You may amend your estimate at this time.

If on April 17 you were a U.S. citizen or resident living and working abroad or in military service outside the U.S. or Puerto Rico, file your 2011 return and pay the balance due. You may obtain an additional four-month filing extension until October 15, 2012, by filing Form 4868.

If you are a nonresident alien who did not have tax withheld from your wages, file Form 1040NR by this date and pay the balance due.

September 17, 2012— Pay the third installment of your 2012 estimated tax. You may amend your estimate at this time.

October 15, 2012— File your 2011 return if you received an automatic six-month filing extension using Form 4868. Also file your 2011 return and pay the balance due if on April 17 you were a U.S. citizen or resident living and working abroad or in military service outside the U.S. or Puerto Rico, and by June 15 you qualified for an additional four-month extension by filing Form 4868.

December 31, 2012— If self-employed, this is the last day to set up a Keogh plan for 2012.

January 15, 2013— Pay the balance of your 2012 estimated tax.

April 15, 2013— File your 2012 return and pay the balance of your tax. Pay the first installment of your 2013 estimated tax by this date.

15th day of the 4th month after the fiscal year ends— File your fiscal year return and pay the balance of the tax due. If you cannot meet the filing deadline, apply for an automatic four-month filing extension on Form 4868.
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Choosing Which Tax Form to File

There are three individual tax forms: Form 1040, Form 1040A, and Form 1040EZ. Use the simplified Form 1040EZ or Form 1040A only if you find the return will save you time and not cause you to give up tax-saving deductions or credits that are only available if you file Form 1040. To help you make your selection, fill in the following chart.
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Chapter 1

Filing Status


	1.1 Which Filing Status Should You Use?

	1.2 Tax Rates Based on Filing Status

	1.3 Filing Separately Instead of Jointly

	1.4 Filing a Joint Return

	1.5 Nonresident Alien Spouse

	1.6 Community Property Rules

	1.7 Innocent Spouse Rules

	1.8 Separate Liability Election for Former Spouses

	1.9 Equitable Relief

	1.10 Death of Your Spouse in 2011

	1.11 Qualifying Widow(er) Status If Your Spouse Died in 2010 or 2009

	1.12 Qualifying as Head of Household

	1.13 Filing for Your Child

	1.14 Return for Deceased

	1.15 Return for an Incompetent Person

	1.16 How a Nonresident Alien Is Taxed

	1.17 How a Resident Alien Is Taxed

	1.18 Who Is a Resident Alien?

	1.19 When an Alien Leaves the United States

	1.20 Expatriation Tax



The filing status you use when you file your return determines the tax rates that will apply (1.2) to your taxable income. Filing status also determines the standard deduction you may claim (13.1) if you do not itemize deductions and your ability to claim certain other deductions, credits, and exclusions.

This chapter explains the five different filing statuses: single, married filing jointly, married filing separately, head of household, and qualifying widow(er). If you are married, filing a joint return is generally advantageous, but there are exceptions discussed in 1.3. If you are unmarried and are supporting a child who lives with you, you may qualify as a head of household (1.12), which will enable you to use more favorable tax rates than those allowed for single taxpayers. If you were widowed in either 2010 or 2009 and in 2011 a dependent child lived with you, you may be able to file as a qualifying widow(er) for 2011, which allows you to use joint return rates (1.11).

Special filing situations, such as for children, nonresident aliens, and deceased individuals, are also discussed in this chapter.

Your personal or family status also determines the number of personal exemptions you may claim on your return. For 2011, each personal exemption you claim is the equivalent of a $3,700 deduction (21.1).

1.1 Which Filing Status Should You Use?

Your filing status generally depends on whether you are married at the end of the year, and, if unmarried, whether you maintain a household for a qualifying dependent. The five filing statuses are: single, married filing jointly, married filing separately, head of household, and qualifying widow or widower.

If you are married at the end of the year, you may file jointly (1.4) or separately (1.3). If you lived apart from your spouse for the last half of 2011 and your child lived with you, you may qualify as an “unmarried” head of household (1.12), which allows you to apply more favorable tax rates than you could as a married person filing separately.

If you are unmarried at the end of the year, your filing status is single unless you meet the tests for a head of household or qualifying widow(er). Generally, you are a head of household (1.12) if you pay more than 50% of the household costs for a dependent child or relative who lives with you, or for a dependent parent, whether or not he or she lives with you. You generally are a qualifying widow(er) (1.11) if you were widowed in 2009 or 2010 and in 2011 you pay more than 50% of the household costs for you and your dependent child. The tax rates for heads of household and for qualifying widow(er)s are more favorable than those for single taxpayers (1.2).

The filing status you use determines the tax rates that apply to your taxable income (1.2), as well as the standard deduction you may claim (13.1) if you do not itemize deductions. Certain other deductions, credits, or exclusions are also affected by filing status. For example, if you are married, certain tax benefits are only allowed if you file jointly, but more deductions overall may be allowed in certain cases if you file separately (1.3).

Marital status determined at the end of the year

For federal tax purposes, a marriage means only a legal union between a man and a woman as husband and wife.

If you are divorced during the year under a final decree of divorce or separate maintenance, you are treated as unmarried for that whole year, assuming you have not remarried before the end of the year. For the year of the divorce, file as a single person unless you care for a child or parent and qualify as a head of household (1.12).

If at the end of the year you are living apart from your spouse, or you are separated under a provisional decree that has not yet been finalized, you are not considered divorced. If you care for a child and meet the other head of household tests (1.12), you may file as an unmarried head of household. Otherwise, you must file a joint return or as a married person filing separately.

If at the end of the year you live together in a common law marriage that is recognized by the law of the state in which you live or the state where the marriage began, you are treated as married.

If your spouse dies during the year, you are treated as married for that entire year and may file a joint return for you and your deceased spouse, assuming you have not remarried before year’s end (1.10).
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Getting Married Can Raise Your Taxes

The so-called marriage penalty is faced by couples whose joint return tax liability exceeds the combined tax they would pay if single. This is generally the case where each spouse earns a substantial share of the total income. Legislation has substantially reduced the marriage penalty by allowing married couples filing jointly a standard deduction (13.1) that is double the amount allowed to a single person, and by allowing joint filers a 15% bracket (1.2) that is twice as wide as that for a single person.

On the other hand, if one spouse has little or no income, there generally is a marriage bonus or singles penalty, as the couple’s tax on a joint return is less than the sum of the tax liabilities that would be owed if they were single.



1.2 Tax Rates Based on Filing Status

The most favorable tax brackets apply to married persons filing jointly and qualifying widow(er)s (1.11), who also use the joint return rates. The least favorable brackets are those for married persons filing separately, but filing separately is still advisable for married couples in certain situations (1.3). See Table 1-1 for a comparison of the 2011 tax rate brackets.

Table 1-1 Taxable Income Brackets for 2011

[image: image]

If you have children and are unmarried at the end of the year, do not assume that your filing status is single. If your child lives with you in a home you maintain, you generally may file as a head of household (1.12), which allows you to use more favorable tax rates than a single person. If you were widowed in either of the two prior years and maintain a household for your dependent child, you generally may file as a qualified widow(er), which allows you to use favorable joint return rates (1.11).

If you are married at the end of the year but for the second half of the year you lived with your child apart from your spouse, and you and your spouse agree not to file jointly, you may use head of household tax rates, which are more favorable than those for married persons filing separately.

What is your top tax bracket and effective tax rate?

For 2011 your top marginal tax rate can be either 10%, 15%, 25%, 28%, 33%, or 35%, depending on your taxable income (22.1). The rate brackets for 2011 are shown in Table 1-1. If your top bracket is 25%, for example, this means that each additional dollar of ordinary income (such as salary or interest income) will be taxed at 25% for regular income tax purposes. However, because the rate brackets are graduated, your effective tax rate may be significantly lower than your top (marginal) rate. For example, if in 2011 you are single with taxable income of $35,650, all of which is ordinary income, your marginal rate is 25%, but the first $8,500 is taxed at 10%, the next $26,000 ($34,500 − $8,500) is taxed at 15%, and only the last $1,150 ($35,650 – $34,500) is taxed at 25%. The total tax is $5,038, which represents an “effective rate” of 14.13% ($5,038/$35,650 taxable income), reflecting the fact that most of your taxable income is taxed in the 10% and (especially) the 15% brackets.

Looking ahead to 2011

For 2012, the marginal tax rates are not changing, but the amounts within each rate bracket will be increased to reflect inflation. See the e-Supplement at jklasser.com for the 2012 brackets.

The tax rate on qualified dividends (4.2) and net capital gains (5.3) is generally lower than your top bracket rate on ordinary income.

Qualified dividends and net capital gains are generally subject to a maximum 15% tax rate, but for taxpayers whose top rate bracket for 2011 (Table 1-1) is 10% or 15%, there is no tax; the rate on qualified dividends and net capital gains is zero (0%). For 28% rate gains or unrecaptured Section 1250 gains (5.3), the zero and 15% rates do not apply, but the rate cannot exceed 25% for unrecaptured Section 1250 gains or 28% for 28% rate gains.

To actually compute your 2011 regular income tax, you will look up your tax in the Tax Table or use the Tax Computation Worksheet if you do not have net capital gains or qualified dividends. If you have net capital gains or qualified dividends, use the Qualified Dividends and Capital Gain Tax Worksheet or Schedule D Tax Worksheet. Chapter 22 explains these alternatives.

AMT.

If you are subject to alternative minimum tax (AMT) on Form 6251, you generally apply either a 26% or 28% rate to your AMT taxable income (as reduced by the applicable AMT exemption), but the favorable regular tax rates for net capital gains and qualified dividends also apply for AMT purposes (23.1).

1.3 Filing Separately Instead of Jointly

Filing a joint return saves taxes for a married couple where one spouse earns all, or substantially all, of the taxable income. If both you and your spouse earn taxable income, you should figure your tax on joint and separate returns to determine which method provides the lower tax.

Although your tax rate (1.2) will generally be higher on a separate return, filing separately may provide an overall tax savings (for both of you together) where filing separately allows you to claim more deductions. On separate returns, larger amounts of medical expenses, casualty losses, or miscellaneous deductions may be deductible because lower adjusted gross income floors apply. Unless one spouse earns substantially more than the other, separate and joint tax rates are likely to be the same, regardless of the type of returns filed. The Example on page 12 illustrates how filing separately can save you taxes.

Suspicious of your spouse’s tax reporting?

If you suspect that your spouse is evading taxes and may be liable on a joint return, you may want to file a separate return. By filing separately, you avoid liability for unpaid taxes due on a joint return, plus interest and penalties.

If you do file jointly and the IRS tries to collect tax due on the joint return from you personally, you may be able to avoid liability under the innocent spouse rules (1.7). If you are no longer married to or are separated from the person with whom you jointly filed, you may be able to elect separate liability treatment (1.8).

Standard deduction restriction on separate returns

Keep in mind that if you and your spouse file separately, both must either itemize or claim the standard deduction, which is $5,800 in 2011 for married persons filing separately (13.3). Thus, if your spouse itemizes deductions on Schedule A of Form 1040, your standard deduction is zero; you do not have the option of claiming the $5,800 standard deduction and must itemize your deductions on Schedule A even if they are much less than $5,800.


EXAMPLE

Mike Palmer’s 2011 adjusted gross income (AGI) is $84,775, and Fran, his wife, has AGI of $60,000. Neither of them has dependents. Mike has unreimbursed medical expenses of $7,984 (17.2) before taking into account the 7.5% of AGI floor (17.1); Fran’s unreimbursed medical expenses are $1,000. A tornado damaged property owned by Mike in his own name, and he has a casualty loss of $20,078 prior to taking into account the $100 floor and the 10% of AGI floor (18.13). Mike has unreimbursed miscellaneous expenses of $2,996 and Fran has $500 prior to taking into account the 2% of AGI floor (19.1). Mike has deductible mortgage interest expenses of $5,000 and Fran has $2,000. Mike’s deductible state and local taxes are $2,499; Fran’s are $1,000. If they file separately and Mike itemizes deductions, Fran must also itemize even though the standard deduction would give her a larger deduction (13.2).

As the example worksheet below shows, filing separate returns saves Mike and Fran an overall $2,069, because they can deduct more on separate returns. If they filed jointly, their deductible casualty loss would be substantially lower and they would receive no deduction for medical expenses because it would be eliminated by the adjusted gross income floor.
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Joint return required for certain benefits

Also be aware that certain tax benefits may be claimed by married persons only if they file jointly.

If you want to take advantage of the $25,000 rental loss allowance (10.2) or the credit for the elderly and disabled (Chapter 34), you must file jointly unless you live apart for the whole year. You must file jointly to claim an IRA deduction for a nonworking spouse (8.3). Roth IRA contributions generally may not be made by a married person filing separately because of an extremely low phase-out range (8.20). A joint return is required to claim the American Opportunity credit or lifetime learning credit (33.7), the tuition and fees deduction (33.13), or the deduction for student loan interest (33.14). You must file jointly to claim the dependent care credit or the earned income credit (Chapter 25), unless you live apart for the last six months of the year.

Other restrictions may increase your tax if you file a separate return. In figuring whether you are subject to alternative minimum tax (AMT), your exemption amount is half that allowed to a joint return filer (23.1). Furthermore, if you receive Social Security benefits, 85% of your benefits are generally subject to tax on a separate return; see Chapter 34.

1.4 Filing a Joint Return

If you are married at the end of the year, you may file a joint return with your spouse. For federal tax purposes, a marriage means only a legal union between a man and woman as husband and wife. Filing jointly saves taxes for many married couples, but if you and your spouse both earn taxable income, in some cases overall tax liability is reduced by filing separately (1.3).

You may not file a 2011 joint return if you were divorced under a decree of divorce or separate maintenance that is final by the end of the year. You may file jointly if you separated during 2011 under an interlocutory (temporary or provisional) decree or order, so long as a final divorce decree was not entered by the end of the year. If during the period that a divorce decree is interlocutory you are permitted to remarry in another state, the IRS recognizes the new marriage and allows a joint return to be filed with the new spouse. However, courts have refused to allow a joint return where a new marriage took place in Mexico during the interlocutory period in violation of California law.

Both spouses generally liable on joint return but “innocent” spouse may be relieved of liability

When you and your spouse file jointly, each of you may generally be held individually liable for the entire tax due, plus interest and any penalties. The IRS may try to collect the entire amount due from you even if your spouse earned all of the income reported on the joint return, or even if you have divorced under an agreement that holds your former spouse responsible for the taxes on the joint returns you filed together. However, there are exceptions to this joint liability rule for “innocent” spouses and for divorced or separated persons.

You may be able to obtain innocent spouse relief where tax on your joint return was understated without your knowledge because your spouse omitted income or claimed erroneous deductions or tax credits. In such a case, you may make an innocent spouse election within two years from the time the IRS begins a collection effort from you for taxes due on the return (1.7).

Furthermore, if you are divorced, legally separated, living apart or the spouse with whom you filed jointly has died, you may be able to avoid tax on the portion of a joint return deficiency that is allocable to your ex-spouse by making a separate liability election (1.8) within two years of the time the IRS begins collection efforts against you. You may make the separate liability election even if you apply for innocent spouse relief. In some cases, it may be easier to qualify for relief under the separate liability rules than under the innocent spouse rules because innocent spouse relief may be denied if you had “reason to know” that tax was understated on the joint return, whereas the IRS must show that you had “actual knowledge” of the omitted income or erroneous deductions or credits to deny a separate liability election.

Signing the joint return

Both you and your spouse must sign the joint return. Under the following rules, if your spouse is unable to sign, you may sign for him or her.
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Spouse in Combat Zone

If your spouse is in a combat zone or a qualified hazardous duty area (35.4), you can sign a joint return for your spouse. Attach a signed explanation to the return.



If, because of illness, your spouse is physically unable to sign the joint return, you may, with the oral consent of your spouse, sign his or her name on the return followed by the words “By ______, Husband (or Wife).” You then sign the return again in your own right and attach a signed and dated statement with the following information: (1) the type of form being filed, (2) the tax year, (3) the reason for the inability of the sick spouse to sign, and (4) that the sick spouse has consented to your signing.

To sign for your spouse in other situations, you need authorization in the form of a power of attorney, which must be attached to the return. IRS Form 2848 may be used.

If your spouse does not file

you may be able to prove you filed a joint return even if your spouse did not sign and you did not sign as your spouse’s agent where:


	You intended it to be a joint return—your spouse’s income was included (or the spouse had no income).

	Your spouse agreed to have you handle tax matters and you filed a joint return.

	Your answers to the questions on the tax return indicate you intended to file a joint return.

	Your spouse’s failure to sign can be explained.




EXAMPLE

The Hills generally filed joint returns. In one year, Mr. Hill claimed joint return filing status and reported his wife’s income as well as his own; in place of her signature on the return, he indicated that she was out of town caring for her sick mother. She did not file a separate return. The IRS refused to treat the return as joint. The Tax Court disagreed. Since Mrs. Hill testified that she would have signed had she been available, her failure to do so does not bar joint return status. The couple intended to make a joint return at the time of filing.



1.5 Nonresident Alien Spouse

If either you or your spouse was a nonresident alien (1.16) during any part of the year, a joint return may be filed only if both of you make a special election to be taxed on your worldwide income. Thus, if you are a U.S. citizen and your spouse is a nonresident alien at the beginning of the year who becomes a resident during the year, the special election to file jointly must be made.
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Election To File a Joint Return

Where a U.S. citizen or resident is married to a nonresident alien, the couple may file a joint return if both elect to be taxed on their worldwide income. The requirement that one spouse be a U.S. citizen or resident need be met only at the close of the year. Joint returns may be filed in the year of the election and all later years until the election is terminated.



If the election is not made, you may be able to claim your nonresident alien spouse as an exemption on a return filed as married filing separately, but only if the spouse had no income and could not be claimed as a dependent by another taxpayer (21.2). If the alien spouse becomes a resident before the beginning of the next tax year, you may file jointly for that year.

A couple who make the election must keep books and records of their worldwide income and give the IRS access to such books and records. If either spouse does not provide the necessary information to the IRS, the election is terminated. Furthermore, the election is terminated if either spouse revokes it or dies; revocation before the due date of the return is effective for that return. The election automatically terminates in the year following the year of the death of either spouse. However, if the survivor is a U.S. citizen or resident and has a qualifying child, he or she may be able to use joint return rates as a qualifying widow or widower (1.11) in the two years following the year of the spouse’s death. The election to file jointly also terminates if the couple is legally separated under a decree of divorce or separate maintenance. Termination is effective as of the beginning of the taxable year of the legal separation. If neither spouse is a citizen or resident for any part of the taxable year, an election may not be made and an existing election is suspended. If an election is suspended it may again become effective if either spouse becomes a U.S. citizen or resident. Once the election is terminated, neither spouse may ever again make the election to file jointly.

Electing to file a joint return does not terminate the special withholding on the nonresident alien’s income.
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Nonresident Alien Becomes Resident

Where one spouse is a U.S. citizen or resident and the other is a nonresident alien who becomes a resident during the tax year, the couple may make a special election to file a joint return for that year and be taxed on their worldwide income. Thereafter, neither spouse may make the election again even if married to a new spouse. See the tests for determining status as a resident or nonresident alien (1.18).



1.6 Community Property Rules

If you live in Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, or Wisconsin, the income and property you and your spouse acquire during the marriage is generally regarded as community property. Community property means that each of you owns half of the community income and community property, even if legal title is held by only one spouse. But note that there are some instances in which community property rules are disregarded for tax purposes; these instances are clearly highlighted in the pertinent sections of this book.

If the community property rules apply for tax purposes and you and your spouse file separate returns instead of filing jointly, then on your separate returns each of you must report half of your combined community income and deductions in addition to your separate income and deductions.

Separate property may still be owned

Property owned before marriage generally remains separate property; it does not become community property when you marry. Property received during the marriage by one spouse as a gift or an inheritance from a third party is generally separate property. In some states, if the nature of ownership cannot be fixed, the property is presumed to be community property.

In some states, income from separate property may be treated as community property income. In other states, income from separate property remains the separate property of the individual owner.

Divorce or separation

If you and your spouse divorce, your community property automatically becomes separate property. A separation agreement or a decree of legal separation or of separate maintenance may or may not end the marital community, depending on state law.

Community income rules may not apply to separated couples

If a husband and wife in a community property state file separate returns, each spouse must generally report one-half of the community income. However, a spouse may be able to avoid reporting income earned by his or her spouse if they live apart during the entire calendar year and do not file a joint return.

To qualify, one or both spouses must have earned income for the year and none of that earned income may be transferred, directly or indirectly, between the spouses during the year. One spouse’s payment to the other spouse solely to support the couple’s dependent children is not a disqualifying transfer. If the separated couple qualifies under these tests, community income is allocated as follows:


	Earned income (excluding business or partnership income) is taxed to the spouse who performed the personal services.

	Business income (other than partnership income) is treated as the income of the spouse carrying on the business.

	Partnership income is taxed to the spouse entitled to a distributive share of partnership profits.



Innocent spouse rules apply to community property

As discussed above, community property rules may not apply to earned income where spouses live apart for the entire year and file separate returns. In addition, a spouse who files a separate return may be relieved of tax liability on community income that is attributable to the other spouse if he or she does not know (or have reason to know) about the income and if it would be inequitable under the circumstances for him or her to be taxed on such income. Even if you fail to qualify for such relief because you knew (or had reason to know) about the income, the IRS may relieve you of liability if it would be inequitable to hold you liable.

The IRS may disregard community property rules and tax income to a spouse who treats such income as if it were solely his or hers and who fails to notify the other spouse of the income before the due date of the return (including extensions).

Relief from liability on joint return

If you file jointly, you may elect to avoid liability under the innocent spouse rules (1.7) and the separate liability rules (1.8). In applying those rules, items that would otherwise be allocable solely to your spouse will not be partly allocated to you merely because of the community property laws.

Death of spouse. The death of a spouse dissolves the community property relationship, but income earned and accrued from community property before death is community income.

Moving from a community property to a common law (separate property) state. Most common law states (those which do not have community property laws) recognize that both spouses have an interest in property accumulated while residing in a community property state. If the property is not sold or reinvested, it may continue to be treated as community property. If you and your spouse sell community property after moving to a common law state and reinvest the proceeds, the reinvested proceeds are generally separate property, which you may hold as joint tenants or in another form of ownership recognized by common law states.

Moving from a common law to a community property state. Separate property brought into a community property state generally retains its character as separately owned property. However, property acquired by a couple after moving to a community property state is generally owned as community property. In at least one state (California), personal property that qualifies as community property is treated as such, even though it was acquired when the couple lived in a common law state.

Supporting a dependent with separate rather than community income. Filing a Form 2120 multiple support agreement is not necessary where either parent can prove that he or she has income that is considered separate income rather than community income; that parent may be able to satisfy the more-than-50% support test. In certain community property states, the law may provide that income of a husband and wife living apart is considered separate income rather than community income.
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Registered Domestic Partners Must Split Income

Registered domestic partners in California, Nevada, and Washington are subject to the federal income tax community property rules. Each registered domestic partner must report half of the community property income (as determined by state law) on his or her federal tax return, whether from earnings for personal services or income from property. These rules also apply to same-sex couples married in California (prior to the ban enacted by Proposition 8). See IRS Publication 555 for details.

For federal tax purposes, registered domestic partners and same-sex married couples are not considered married and may not file joint returns. They must file as single taxpayers unless eligible for head of household status.



1.7 Innocent Spouse Rules

Unless you qualify for relief, you are personally liable for any tax due on a joint return you have filed, whether you are still married to the spouse with whom you filed the joint return or you have since divorced or separated.

If you are still married and living with the same spouse, the only way to avoid personal liability on the joint return is to qualify as an innocent spouse under the rules in this section, or to apply for equitable relief from the IRS (1.9).

If you are divorced, legally separated, living apart, or your spouse has died, you may either seek relief under the innocent spouse rules below or you may be able to elect separate liability treatment (1.8) or seek equitable relief (1.9) from the IRS.
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Knowledge May Bar Innocent Spouse Relief

The IRS may try to defeat your claim for innocent spouse relief on the grounds that you knew, or should have known, that tax was understated on the joint return.



Qualifying tests for innocent spouse election

You must satisfy all of the following conditions to qualify for innocent spouse relief:


1. The tax shown on the joint return was understated due to the omission of income by your spouse, or erroneous deductions or credits claimed by your spouse. This means that your actual tax liability is more than the amount shown on the joint return. Innocent spouse relief is not available if the right amount of tax was reported on the return but it was not paid. However, where tax was underpaid, you may request equitable relief (1.9).

2. When signing the joint return, you did not know and had no reason to know that tax on the return was understated.

In considering whether you had “reason to know” of the tax understatement, the IRS and Tax Court will ask whether a reasonable person in similar circumstances would have known of it. All facts and circumstances will be taken into account including your education level, business experience, involvement in the activity that gave rise to the understatement, and whether you failed to ask about items on the joint return or about omissions from the return that a reasonable person would have questioned.

Although the “knowledge” test continues to be a significant hurdle, partial relief may be available. If you knew or had reason to know that there was “some” tax understatement on the return but were unaware of the extent of the understatement, innocent spouse relief is available for the liability attributable to the portion of the understatement that you did not know about or have reason to know about.

3. Taking all the circumstances into account, it would be inequitable to hold you liable for the tax. The IRS and courts will consider the extent to which you benefitted from the tax underpayment, beyond receiving normal support. Thus, it is possible to be held liable for a tax understatement that you did not know about or have reason to know about, on the grounds that you benefitted from the underpayment in the form of a high standard of living. The IRS will also consider whether you later divorced or were deserted by your spouse.

4. You file an innocent spouse election with the IRS on Form 8857.
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IRS Must Notify Non-Electing Spouse

After the filing of Form 8857, the IRS is required to notify the non-electing spouse (or former spouse) of an electing spouse’s request for relief and allow the non-electing spouse an opportunity to participate in the determination. If the IRS makes a preliminary determination granting full or partial relief to the electing spouse, the non-electing spouse may file a written protest and obtain an Appeals Office conference.



Election must be filed on Form 8857 to obtain relief

You must file an election on Form 8857 to claim innocent spouse relief. You must provide details concerning your finances and your involvement in preparing the joint returns for which relief from liability is sought. The election must be made no later than two years from the date that the IRS first begins collection activity (such as IRS garnishment of your wages) against you for tax due on the joint return. If the election is not made by the end of that two-year period, you will not be granted innocent spouse relief even if you meet the above qualification tests.

Tax Court appeal. If the IRS denies your election for innocent spouse relief, you have 90 days to petition the Tax Court for review. If you petition the Tax Court, the non-electing spouse has the right to intervene in the proceeding.

1.8 Separate Liability Election for Former Spouses

If the IRS attempts to collect the taxes due on a joint return from you and you have since divorced or separated, you may be able to avoid or at least limit your liability by filing a separate liability election on Form 8857. If you qualify, you will be liable only for the part of the tax liability (plus interest and any penalties) that is allocable to you. If you make the election and a tax deficiency is entirely allocable to your former spouse under the rules discussed below, you will not have to pay any part of it. However, you may not avoid liability for any part of a tax deficiency allocable to the other spouse if you had actual knowledge of the income or expense item that gave rise to the tax deficiency that the IRS is trying to collect. See below for details of the knowledge test.

Furthermore, you may not avoid liability to the extent that certain disqualified property transfers were made between you and the other spouse. An election may be completely denied for both spouses if transfers were made as part of a fraudulent scheme.

As with innocent spouse relief (1.7), the separate liability election applies only to tax understatements where the proper tax liability was not shown on the joint return. If the proper liability was shown but not paid, equitable relief (1.9) may be requested.

Are you eligible for the separate liability election?

You may make the separate liability election on Form 8857 if at the time of the election:


1. You are divorced or legally separated from the spouse with whom you filed the joint return, or

2. You have not lived with your spouse (with whom you filed the return) at any time in the 12-month period ending on the date you file the election, or

3. The spouse with whom you filed the joint return has died.

If you qualify under any of the above, you may make the separate liability election on Form 8857 by attaching a statement that identifies which items giving rise to the tax understatement are allocable to you and which are allocable to the other spouse. You do not have to actually compute your separate liability, however. You may make the separate liability election in addition to the innocent spouse election (1.7).



Timing of the election

The separate liability election must be filed with the IRS on Form 8857 no later than two years after the IRS begins collection activities against you.
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Actual Knowledge Bars Relief

The separate liability election generally allows you to avoid liability for the portion of a tax deficiency that is allocable to the other spouse. Such relief is unavailable, however, to the extent that you had actual knowledge of the omitted income or deducted item that gave rise to the tax deficiency.



Actual knowledge of the item allocable to the other spouse bars relief. If you elect separate liability treatment and the IRS shows that at the time you signed the joint return you had actual knowledge of an erroneous item (omitted income or improper deduction or credit) that would otherwise be allocated to the other spouse, you may not avoid liability for the portion of a deficiency attributable to that item. However, if you signed the return under duress, separate liability is not barred despite your knowledge.

The actual knowledge test is intended by Congress to be more favorable to the taxpayer than the “had reason to know” test under the innocent spouse rules (1.7). Congressional committee reports state that the IRS is required to prove that an electing spouse had actual knowledge of an erroneous item and may not infer such knowledge. According to the Tax Court, the IRS must prove actual knowledge by a “preponderance of the evidence.” If the IRS proves actual knowledge of an erroneous item, that item is treated as allocable to both spouses, so the IRS can collect that portion of the deficiency from either spouse.

Where income attributable to your spouse was omitted from your joint return, you will be considered to have “actual knowledge” of it, and separate liability relief will not be allowed, if you knew your spouse received the income, even if you did not know whether the correct taxable amount was reported on the return; see Example 1 below.

In the case of a disallowed deduction, the Tax Court requires the IRS to prove that you had actual knowledge of the “factual circumstances” that made the item nondeductible in order for relief to be denied. In one case, the Tax Court denied relief to a spouse who prepared the joint returns on which unsubstantiated Schedule C deductions attributable to her former husband’s business were claimed. She had “actual knowledge” because she had access to the business records and knew the extent of the substantiation available for the deductions when she prepared the returns.

In cases involving limited partnership tax-shelter deductions, the IRS may be unable to prove that the spouse claiming relief had disqualifying knowledge, but relief may still be partially denied if he or she received a tax benefit from the deductions; see Example 3 below.


EXAMPLES


1. Cheshire knew that her husband had received an early retirement distribution. She knew that the distribution had been deposited into their joint account and used to pay off a mortgage, buy a truck, pay other family expenses and provide start-up capital for the husband’s business. Cheshire’s husband falsely told her that a CPA had determined that most of his retirement distribution was not taxable. After they divorced, Cheshire made a separate liability election to avoid tax on the unreported income. She claimed that she was entitled to relief because she did not know that the taxable amount of the retirement distribution had been misstated on their joint return. The Tax Court held that she could not obtain relief because she knew about the retirement distribution. It is immaterial that she did not know that the reporting of the distribution on the tax return was incorrect. The Court of Appeals for the Fifth Circuit affirmed. The District of Columbia Circuit has also denied a wife’s claim for relief because she had actual knowledge of her husband’s retirement income.

2. You file a joint return on which you report wages of $150,000 and your husband reports $30,000 of self-employment income. The IRS examines your return and determines that your husband failed to report $20,000 of income, resulting in a $9,000 deficiency. You file a separate liability election with the IRS after obtaining a divorce.

Assume that the IRS proves that you had actual knowledge of $5,000 of the unreported income but not the other $15,000. You are liable for 25% of the deficiency, or $2,250, allocable to the $5,000 of income that you knew about ($2,250 = $5,000 × $20,000 × $9,000). Your former spouse is liable for the entire deficiency since the unreported income was his. The IRS can collect the entire deficiency from him, or can collect $2,250 from you and the balance from him.

3. Mora’s husband arranged an investment in a cattle-breeding tax shelter partnership. He put the partnership in both of their names, although Mora did not sign any of the partnership papers. On their joint returns, they claimed partnership losses which turned out to be inflated; deductions were based on overvalued cattle. After their divorce, the IRS disallowed the partnership losses and Mora elected separate liability relief. The IRS refused, claiming that she participated in making the investment so the claimed losses were allocable to her as well as her husband. The Tax Court held that Mora was not involved in making the investment and so the partnership losses are allocable to the husband unless Mora knew the factual basis for the denial of the deductions or she received a tax benefit from the deductions. She did not know about the overvaluation of the cattle, which was the factual basis for the IRS’s denial of the deductions. In fact, the IRS conceded that neither spouse understood the nature of their investment or the basis of the deductions. This may often be the case where passive investors claim deductions passed through to them by a limited partnership. For this reason, the IRS argued that the “knowledge of the factual basis” test makes it too easy for limited partnership investors to obtain relief. The Tax Court responded that the law does not distinguish between passive and active investments and there is no policy reason for the courts to create a distinction. Furthermore, although the husband also lacked knowledge of the factual basis for the disallowance of the losses, he cannot avoid liability for the deficiency since the erroneous deductions would be allocable to him on a separate return.

Despite Mora’s “win” on the actual knowledge issue, she remained partially liable for the deficiency because she received a tax benefit from the erroneous deductions. Under the tax benefit rule discussed below, the deductions first offset the income that would have been reported by the husband had he filed a separate return. The balance of the deductions benefitted Mora by reducing her separate return income. If she benefitted from 25% of the deductions, she would remain liable for 25% of the deficiency.





Allocating tax liability between spouses

Generally, if you make a separate liability election, you are liable only for the portion of the tax due on the joint return that is allocable to you, determined as if you had filed a separate return. If erroneous items (omitted income or improper deductions or credits) are allocable to the other spouse but you had actual knowledge of the items as discussed above, you cannot avoid liability and the IRS remains able to collect the tax due from either of you. Where deductions are allocable to the other spouse and you are not barred from relief by the actual knowledge test, you can still be held partially liable if you received a tax benefit from the deductions; see the discussion of the tax benefit rule below.

In general, the allocation of a tax deficiency depends on which spouse’s “items” gave rise to the deficiency. The items may be omitted income or disallowed deductions or credits. Items are generally allocated to the spouse who would have reported them on a separate return. If a deficiency is based on unreported income, the deficiency is allocated to the spouse who earned the income. Income from a jointly owned business is allocated equally unless you provide evidence that more should be allocated to the other spouse. Similarly, if a deficiency is based on the denial of personal deductions, the deficiency is allocated equally between you unless you show that a different allocation is appropriate. A deficiency based on the denial of business deductions is allocated according to your respective ownership shares in the business. If the IRS can show fraud, it can reallocate joint return items.

On Form 8857, you do not have to figure the portion of the deficiency for which you are liable. The IRS will figure your separate liability (and any related interest and penalties). However, you can use a worksheet in IRS Publication 971 to figure your separate liability.
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Unpaid Tax on Correct Return

The separate liability election is not available where the proper amount of tax was reported on a joint return but your spouse did not pay the tax. However, equitable relief (1.9) may be available in this type of tax underpayment situation.




EXAMPLES


1. After you obtain a divorce, the IRS examines a joint return you filed with your former husband and assesses a tax deficiency attributable to income he failed to report. If you did not know about the omitted income and timely elect separate liability treatment, you are not liable for any part of the tax deficiency, which is entirely allocable to your former husband who earned the income. You are not liable even if the IRS is unable to collect the tax from your former husband and you have substantial assets from which the tax could be paid.

2. The IRS assesses a joint return deficiency attributable to $35,000 of income that your former spouse failed to report and $15,000 of disallowed deductions that you claimed. Both of you may make the separate liability election and limit your respective liabilities.

If you make the election, your liability will be limited to 30% of the deficiency, as your disallowed deductions of $15,000 are 30% of the $50,000 of items causing the deficiency. If your former husband makes the election, he will be liable for the remaining 70% of the deficiency (his $35,000 of unreported income is 70% of the $50,000 of items causing the deficiency).

If either of you does not make the election, the non-electing person could be held liable for 100% of the deficiency unless innocent spouse relief is available or the IRS grants equitable relief.





Tax benefit rule limits relief based on erroneous deductions or credits

The tax benefit limitation is an exception to the general rule that allocates items between the spouses as if separate returns had been filed. If you received a tax benefit from an erroneous deduction or credit that is allocable to the other spouse, you remain liable for the proportionate part of the deficiency. You are treated as having received a tax benefit if the disallowed deduction exceeded the income that would have been reported by the other spouse on a hypothetical separate return.


EXAMPLE

On a joint return, you report wages of $100,000 and your husband reports $15,000 of self-employment income. You divorce the following year. The IRS examines the return and disallows a $20,000 business expense deduction claimed by your former husband, resulting in a $5,600 tax deficiency. You elect separate liability relief. Of the $20,000 deduction, $15,000 is allocable to your former husband as that amount offset his entire income. The $5,000 balance offset your separate income and thereby gave you a tax benefit. Your former husband will be liable for 75% of the deficiency ($4,200) and you will be liable for the 25% balance ($1,400).

If your former husband had reported income of $30,000 instead of $15,000, you would not be liable for any part of the deficiency under the tax benefit rule. The deduction is attributed entirely to his income, so the entire deficiency is allocated to him.

These allocations assume that the IRS does not show that you had “actual knowledge” (see above) of the deductions attributable to your former husband. To the extent you had such knowledge, the deductions are allocable to both of you, so both of you remain liable for that part of the deficiency.



Transfers intended to avoid tax

You may be held liable for more than your allocable share of a deficiency if a disqualified asset transfer was made to you by your spouse with a principal purpose of avoiding tax. Transfers made to you within the one-year period preceding the date on which the IRS sends the first letter of proposed deficiency are presumed to have a tax avoidance purpose unless they are pursuant to a divorce decree or decree of separate maintenance. You may rebut the presumption by showing that tax avoidance was not the principal purpose of the transfer. If the tax avoidance presumption is not rebutted, the transfer is considered a disqualified transfer and the value of the transferred asset adds to your share of the liability as otherwise determined under the above election rules.

If the IRS proves that you and your former spouse transferred assets between you as part of a fraudulent scheme, neither of you will be allowed to make the separate liability election; both of you will remain individually liable for the entire joint return deficiency.

Appeal to Tax Court

You may petition the Tax Court if the IRS disputes your election or your allocation of liability. The petition must be filed within 90 days of the date on which the IRS mails a determination to you by registered or certified mail if the IRS mailing is within six months of the filing of the election. If an IRS notice is not mailed within the six-month period, a Tax Court petition may be filed without waiting for an IRS response or, if you do wait, you have until 90 days after the date the IRS mails the notice to file the petition.

The IRS may not take any collection action against you during the 90-day period and if the Tax Court petition is filed, the suspension lasts until a final court decision is made.

1.9 Equitable Relief

The IRS may grant equitable relief for liability on a joint return where innocent spouse relief (1.7) and separate liability (1.8) are not available. For example, the separate liability election and innocent spouse relief are not available where the proper amount of tax was reported on a joint return but your spouse failed to pay the tax owed. If you signed a correct return on which tax was owed and, without your knowledge, your spouse used the funds intended for payment of the tax for other purposes, the IRS may grant you equitable relief. A request for equitable relief is made on Form 8857. The IRS may also grant equitable relief in cases where the proper amount of tax was understated on the joint return if it would be inequitable to hold you liable.

Threshold conditions you must meet for relief

Each of the following conditions must be met before the IRS will even consider granting you equitable relief:


1. You filed a joint return for the year that relief is sought.

2. Relief is not available under the innocent spouse (1.7) or separate liability election (1.8) rules.

3. No assets were transferred between you and your spouse as part of a fraudulent scheme.

4. Your spouse did not transfer assets to you for the purpose of tax avoidance. If there was such a transfer, relief can be granted only to the extent income tax liability exceeds the value of these assets.

5. You did not file or fail to file the return with fraudulent intent.

6. The income tax liability for which you are seeking relief is attributable to the other spouse (with whom the joint return was filed). There are exceptions to this requirement if community property law applies, you have nominal ownership of property subject to a deficiency, the other spouse misappropriated funds intended for payment of the tax without your knowledge, or you did not challenge the treatment of items on the joint return because of prior abuse that made you fear retaliation by the other spouse.



IRS eliminates controversial two-year rule for requesting relief

In response to opposition from Congress and the National Taxpayer Advocate, the IRS eliminated its requirement that a request for equitable relief be made within two years of the first IRS collection activity. The Tax Court had struck down the IRS regulation imposing the two-year deadline on the grounds that the equitable relief statute does not explicitly require it, whereas the deadline is included in the statutes for innocent spouse (1.7) and separate liability (1.8) relief. However, several federal appeals courts upheld the IRS regulation. The National Taxpayer Advocate called for the elimination of the two-year rule in her 2010 annual report to Congress. Legislation to repeal the limit was proposed in early 2011.

The IRS announced (Notice 2011-70) the withdrawal of the two-year rule on July 25, 2011, effective immediately. New regulations reflecting the elimination of the two-year rule will be issued. A taxpayer whose equitable relief request was denied solely due to the two-year limit can reapply on Form 8857 if the 10-year collection statute of limitations for the tax years involved has not expired. Taxpayers with cases in suspense on July 25 were automatically afforded the new rule and did not have to reapply. Collection actions were suspended in certain cases where litigation was completed.
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IRS Withdraws Two-Year Deadline

In response to criticism from Congress and the National Taxpayer Advocate, the IRS has eliminated the two-year limit for requesting equitable innocent spouse relief.



Safe harbor for tax liability reported on return but unpaid

The IRS will ordinarily grant you equitable relief for unpaid tax liability if when you filed for relief you were divorced, legally separated, or living apart from the other spouse for the 12-month period before your request, and both of the following tests are also met: (1) you would face economic hardship if forced to pay the tax, meaning that you would be unable to meet reasonable basic living expenses, and (2) you can show that at the time the joint return was filed, it was reasonable for you to believe that the other spouse would pay the tax liability.

Factors the IRS will consider

If the threshold conditions are satisfied and you do not qualify for relief under the safe harbor discussed in the preceding paragraph, you must convince the IRS that equitable relief is appropriate. The IRS will consider all the facts and circumstances.

The following is a nonexclusive list of factors that the IRS will take into account in determining whether to grant equitable relief: whether you are separated or divorced from the other spouse, whether you would suffer economic hardship (i.e., be unable to meet basic living expenses), whether the other spouse was legally obligated to pay the outstanding liability, whether you received any significant benefit from the unpaid tax or item giving rise to the deficiency (beyond normal support), whether you have made a good faith effort to comply with the tax laws in later years. The case for relief is strengthened if there was a history of abuse by the other spouse or you were in poor health (physical or mental) at the time the return was filed.

The IRS will also consider whether you had knowledge or constructive knowledge (reason to know) that should bar relief. If the tax was properly reported but not paid, the IRS will look at whether you knew or had reason to know that it would not be paid by the other spouse. If the liability results from an IRS deficiency notice, the issue is whether you knew or had reason to know of the item (omitted income or erroneous deduction or credit) giving rise to the deficiency. Actual knowledge strongly weighs against relief, although relief may still be granted in limited cases where there are compelling grounds. If you had constructive knowledge—reason to know—of the item giving rise to the deficiency, this is considered a factor weighing against relief but it is not weighed more heavily than other factors. In determining constructive knowledge, the IRS will look at your level of education, your involvement in family finances and business matters, whether the other spouse deceived you, and whether there was an increase in lavish or unusual expenditures.

Appeal to Tax Court

If the IRS denies your request for equitable relief, you may petition the Tax Court for review of the IRS decision. The petition must be filed with the Tax Court no later than the 90th day after the date that the IRS mails its final determination notice to you.

1.10 Death of Your Spouse in 2011

If your spouse died in 2011, you are considered married for the whole year. If you did not remarry in 2011, you may file a 2011 joint return for you and your deceased spouse. Generally, you file a joint return with the executor or administrator. But you alone may file a joint return if you are otherwise entitled to file jointly and:


1. The deceased did not file a separate return, and

2. Someone other than yourself has not been appointed as executor or administrator before the due date for filing the return. An executor or administrator appointed after the joint return is filed may revoke the joint return within the one-year period following the due date.



If you do file jointly, you include on the return all of your income and deductions for the full year and your deceased spouse’s income and deductions up to the date of death (1.14).

For 2012 and 2013, you may be able to file as a qualifying widow(er) if a dependent child lives with you (1.11).
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Reporting Income of Deceased Spouse

If your spouse died during the year and you are filing a joint return, include his or her income earned through the date of death.



Joint return barred

As a surviving spouse, you may not file a joint return for you and your deceased spouse if:


1. You remarry before the end of the year of your spouse’s death. In this case you may file jointly with your new spouse. A final return for the deceased spouse must be filed by the executor or administrator using the filing status of married filing separately.

2. You or your deceased spouse has a short year because of a change in annual accounting period.

3. Either of you was a nonresident alien at any time during the tax year; but see 1.5.



Executor or administrator may revoke joint return

If an executor or administrator is later appointed, he or she may revoke a joint return that you alone have filed by filing a separate return for the decedent. Even if you have properly filed a joint return for you and the deceased spouse (as just discussed), the executor or administrator is given the right to revoke the joint return. But a state court held that a co-executrix could not refuse to sign a joint return where it would save the estate money.

To revoke the joint return, the executor must file a separate return within one year of the due date (including extensions). The executor’s separate return is treated as a late return; interest charges and a late filing penalty apply. The joint return that you filed is deemed to be your separate return. Tax on that return is recalculated by excluding items belonging to your deceased spouse.
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Possible Estate Insolvency

If you will be appointed executor or administrator and are concerned about estate insolvency, it may be advisable to hedge as follows: (1) File separate returns. If it is later seen that a joint return is preferable, you have three years to change to a joint return. (2) File jointly but postpone being appointed executor or administrator until after the due date of the joint return. In this way, the joint return may be disaffirmed if the estate cannot cover its share of the taxes.



Signing the return

A joint return reporting your deceased spouse’s income should list both of your names. Where there is an executor or administrator, the return is signed by you as the surviving spouse and the executor or administrator in his or her official capacity. If you are the executor or administrator, sign once as surviving spouse and again as the executor or administrator. Where there is no executor or administrator, you sign the return, followed by the words “filing as surviving spouse.”

Surviving spouse’s liability

If a joint return is filed and the estate cannot pay its share of the joint income tax liability, you, as the surviving spouse, may be liable for the full amount. Once the return is filed and the filing date passes, you can no longer change the joint return election and file a separate return unless an administrator or executor is appointed after the due date of the return.

In that case, as previously discussed, the executor may disaffirm the joint return.

1.11 Qualifying Widow(er) Status If Your Spouse Died in 2010 or 2009

If your spouse died in either 2010 or 2009 and you meet the following three requirements, your 2011 filing status is qualifying widow or widower, which allows you to use joint return rates on an individual return.


1. You did not remarry before 2012 (if you did remarry, you may file a 2011 joint return with your new spouse).

2. You may claim as your dependent (21.1) in 2011 a child, stepchild, or adopted child who lived with you during 2011 and you paid over half the cost of maintaining your home. The child must live with you for the entire year, not counting temporary absences such as to attend school or take a vacation. A foster child is not considered your child for purposes of these rules.

3. You were entitled to file jointly in the year of your spouse’s death, even if you did not do so.



If you meet all these tests and do not itemize deductions (Schedule A, Form 1040), use the standard deduction for married couples filing jointly (13.1). To figure your regular income tax liability, you generally use the IRS Tax Table or Tax Computation Worksheet (22.2) for qualifying widows or widowers, the same one used by married couples filing jointly.

Spouse’s death before 2009

If your spouse died before 2009 and you did not remarry before 2012, you may be able to use head of household rates for 2011 if you qualify under the rules discussed in 1.12.

1.12 Qualifying as Head of Household

You can file as “head of household” for 2011 if you are unmarried at the end of 2011 and you maintained a household for your child, parent, or other qualifying relative. You must be a U.S. citizen or resident (18.1) for the entire year. Tax rates are lower for a head of household than for a person filing as single (1.2) and the standard deduction is higher (Chapter 13). If you are married but for the last half of 2011 you lived apart from your spouse, you may be treated as unmarried and able to qualify for head of household tax rates and standard deduction, which are more favorable than those for a married person filing separately; see Test 1 below.

Head of household tests

You must meet both of these tests to qualify as a head of household:
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Advantages of Head of Household Status

Tax rates are lower for a head of household than for those filing as single. The standard deduction is also higher. For a married person who lived apart from his or her spouse during the last half of the year, qualifying as a head of household allows use of tax rates that are more favorable than those for married persons filing separately.




1. You were unmarried at the end of the year or treated as unmarried.

2. You paid more than half of the year’s maintenance costs for the home of a qualifying person. A qualifying person other than your parent must live with you in that same house for over half the year, disregarding temporary absences. A qualifying parent does not have to live with you.



Details of the tests are in the following paragraphs.

Test 1: Are you unmarried?

You are “unmarried” for 2011 head of household purposes if you are any one of the following:


	Single as of the end of 2011.

	A widow or widower and your spouse died before 2011. If a dependent child lives with you, see 1.11 to determine if you may use the even more advantageous filing status of qualifying widow(er). If your spouse died in 2011, you are treated as married for the entire year and cannot qualify as a 2011 head of household, but a joint return may be filed (1.10).

	Legally separated or divorced under a final court decree as of the end of 2011. A custody and support order does not qualify as a legal separation. A provisional decree (not final), such as a support order pendente lite (while action is pending) or a temporary order, has no effect for tax purposes until the decree is made final.

	Married but living apart from your spouse. You are considered unmarried for 2011 head of household purposes if your spouse was not a member of your household during the last six months of 2011, you file separate returns, and you maintain a household for more than half the year for a dependent child, stepchild, or adopted child. You are not considered to be “living apart” if you and your spouse lived under the same roof during the last six months of the year. A foster child qualifies if he or she was placed with you by an authorized placement agency, or by a court judgment, decree, or order. You must be able to claim the child as a dependent unless your spouse (the noncustodial parent) has the right to the exemption (21.7).

	Married to an individual who was a nonresident alien during any part of 2011 and you do not elect to file a joint return reporting your joint worldwide income (1.5).



Note: Same-sex marriages are not recognized as marriages under the federal tax law.

Test 2: Did you maintain a home for a qualifying person?

You must pay more than half the costs of maintaining a home for a qualifying person.

Qualifying person

A child or relative can be your qualifying person for head of household purposes only if he or she is a qualifying child or relative under the exemption rules for dependents (21.1). However, you may be eligible for head of household status even if you are unable to actually claim the person as your dependent. For example, an unmarried child who meets the definition of a qualifying child (21.1) but who cannot be claimed as your dependent because of one of the additional tests (21.1) is nonetheless a qualifying person for head of household purposes. If, under the special rules for divorced or separated parents (21.7), you are the custodial parent and you waive your right to the exemption for your child in favor of the other parent, you may claim head of household status; the other parent may not.

A married child must be your dependent to be a qualifying person for head of household purposes unless the only reason you cannot claim the dependency exemption for the child is that you are the dependent of another taxpayer (21.1).

Your parent or any other qualifying relative can be your qualifying person for head of household purposes only if you can claim an exemption for him or her as your dependent (21.1). However, even if you can claim the exemption, you are not eligible for head of household status if the relative is your dependent only because (1) you have a multiple support agreement granting you the right to the exemption (21.6) or (2) he or she is your qualifying relative under the member-of-household test (21.4).
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Special Separate Household Rule for Parent

If your dependent parent is the qualifying person, you may claim head of household status even if he or she does not live with you. You must pay over half of your parent’s household expenses, whether your parent lives alone, with someone else, or in a senior citizens’ residence.



Maintaining a household

For a qualifying person other than your parent, the home that you maintain must be the principal residence for both of you for more than half the year, disregarding temporary absences; see Example 2 below. If the qualifying person is your parent, it does not matter where he or she lives, so long as you pay more than half of the household costs.

You must pay for more than half of the rent, property taxes, mortgage interest, utilities, repairs, property insurance, domestic help, and food eaten in the home. Do not consider the rental value of the lodgings provided to the qualifying person or the cost of clothing, medical expenses, education, vacation costs, life insurance, or transportation you provide, or the value of your work around the house.

Temporary absences disregarded

In determining whether you and a qualifying person lived in the same home for more than half the year, temporary absences are ignored if the absence is due to illness, or being away at school, on a business trip, on vacation, serving in the military, or staying with a parent under a child custody agreement. The IRS requires that it be reasonable to expect your qualifying child or relative to return to your household after such a temporary absence, and that you continue to maintain the household during the temporary absence. Under this rule, you would lose the right to file as head of household if your qualifying person moved into his or her own permanent residence before the end of the year.


EXAMPLES


1. Your mother lived with your sister in your sister’s apartment, which cost $12,000 to maintain in 2011. Of this amount, you contributed $7,000 and your sister $5,000. Your mother’s only income is from Social Security and she did not contribute any funds to the household. You qualify as head of household for 2011 because you paid over half the cost of maintaining the home for your mother, who qualifies as your dependent (21.1). A child or dependent relative other than your parent would have to live with you to enable you to file as head of household.

2. Doctors advised McDonald that her mentally ill son might become self-sufficient if he lived in a separate residence, but one nearby enough for her to provide supervision. She took the advice and kept up a separate home for her son that was about a mile from her own home. She frequently spent nights at his home and he at hers. The Tax Court agreed with the IRS that McDonald could not file as head of household since her principal residence was not the same as her son’s.





1.13 Filing for Your Child

The income of your minor child is not included on your return unless you make a special election to report a child’s investment income (24.4). A minor is considered a taxpayer in his or her own right. If the child is required to file a return but is unable to do so because of age or for any other reason, the parent or guardian is responsible for filing the return.

A tax return must be filed for a dependent child who had more than $950 of investment income and no earned income (for personal services) for 2011. If your child had only earned income (for personal services) and no investment income, a tax return must be filed if the earned income exceeded $5,800. See page 4 for further filing threshold rules.

If the child is unable to sign the return, the parent or guardian should sign the child’s name in the proper place, followed by the words, “by [signature], parent [or guardian] for minor child.” A parent is liable for tax due on pay earned by the child for services, but not on investment income.

A child who is not required to file a return should still do so for a refund of taxes withheld.
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Kiddie Tax May Apply to Investment Income

If your child has 2011 investment income exceeding $1,900, his or her tax liability generally must be figured on Form 8615, and under the “kiddie tax” rules, the excess over $1,900 will be taxed at your top tax rate rather than at your child’s rate. The kiddie tax applies to children under age 18, and also to children who at the end of the year are either age 18 or full-time students under age 24 if their earned income is no more than 50% of their total support for the year (24.2).



Social Security numbers

A parent or guardian must obtain a Social Security number for a child before filing the child’s first income tax return. The child’s Social Security number must also be provided to banks, brokers, and other payers of interest and dividends to avoid penalties and backup withholding (26.12). To obtain a Social Security number, file Form SS-5 with your local Social Security office. If you have applied for a Social Security number but not yet received it by the filing due date, write “applied for” on the tax return in the space provided for the number.

Whether or not you are filing a return for a child, you must obtain and report on your return a Social Security number for a child whom you are claiming as a dependent (21.1).

Wages you pay your children

You may deduct wages paid to your children in your business. Keep records showing that their activities are of a business rather than personal nature.

Withholding for children

Children with wages are generally subject to withholding and should file Form W-4 with their employer. An exemption from withholding may be claimed only in limited cases. The child must certify on Form W-4 that he or she had no federal tax liability in the prior year and expects no liability in the current year for which the withholding exemption is sought. For example, on Form W-4 for 2011, a child with investment income exceeding $300 who expected to be claimed as another taxpayer’s dependent could claim an exemption from withholding only if the expected amount of investment income plus wages was $950 or less (this amount may change annually).

Wages you pay to your own children under age 18 for working in your business are not subject to FICA taxes (Social Security and Medicare) (26.9).

1.14 Return for Deceased

When a person dies, another tax-paying entity is created—the decedent’s estate. Until the estate is fully distributed, it will generally earn income for which a return must be filed. For example, Carlos Perez dies on June 30, 2011. The wages and bank interest he earned through June 30 are reported on his final income tax return, Form 1040, which is due by April 17, 2012. Interest earned on his bank account after June 30 is attributed to the estate, or to the account beneficiary if the right to the account passes by law directly to the account beneficiary. Income received by the estate is reported on Form 1041, the income tax return for the estate, if the estate has gross income of $600 or more. If Carlos was married, his surviving spouse could file a joint return (1.10) for 2011 and include all of Carlos’s earnings through June 30. If she jointly owned the bank account with Carlos, the interest after as well as before June 30 could be reported on their joint return.
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Promptly Closing the Estate

To expedite the closing of the decedent’s estate, an executor or other personal representative of the decedent may file Form 4810 for a prompt assessment. Once filed, the IRS has 18 months to assess additional taxes. The request does not extend the assessment period beyond the regular limit, which is three years from the date the return was filed. Form 4810 must be filed separately from the final return.



What income tax returns must be filed on behalf of the deceased?

If the individual died after the close of the taxable year but before the income tax return was filed, the following must be filed:


1. Income tax return for the prior year;

2. Final income tax return, covering earnings in the period from the beginning of the taxable year to the date of death; and

3. Estate income tax return, covering earnings in the period after the decedent’s death.



If the individual died after filing a return for the prior tax year, then only 2 and 3 are filed.


EXAMPLE

Steven Jones died on January 31, 2012, before he could file his 2011 tax return. His 2011 income tax return must be filed by April 17, 2012, unless an extension is obtained. A final income tax return to report earnings from January 1, 2012, through January 31, 2012, will have to be filed by April 15, 2013. Jones’s estate will have to file an income tax return on Form 1041 to report earnings and other income that were not earned by Jones before February 1, 2012 unless the gross income of the estate is under $600.



Who is responsible for filing?

The executor, administrator, or other legal representative is responsible for filing all returns. For purposes of determining whether a final income tax return for the decedent is due, the annual gross income test at page 3 is considered in full. You do not prorate it according to the part of the year the decedent lived. A surviving spouse may assume responsibility for filing a joint return for the year of death if no executor or administrator has been appointed and other tests are met (1.10). However, if a legal representative has been appointed, he or she must give the surviving spouse consent to file a joint return for the year of the decedent’s death. In one case, a state court held that a co-executrix could not refuse consent and was required to sign a joint return where it would save the estate money.

How do you report the decedent’s income and deductions?

You follow the method used by the decedent during his or her life, either the cash method or the accrual method, to account for the income up to the date of death. The income does not have to be put on an annual basis. Each item is taxed in the same manner as it would have been taxed had the decedent lived for the entire year.

If the decedent owned U.S. Savings Bonds, see 4.29.

When one spouse dies in a community property state (1.6), how should the income from the community property be reported during the administration of the estate? The IRS says that half the income is the estate’s and the other half belongs to the surviving spouse.

Deductible expenses paid (or accrued under the accrual method) by the decedent before death are claimed on the final return.
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IRD Not Included on Decedent’s Final Return

Do not report on the decedent’s final return income that is received after his or her death, or accrues after or because of death if the decedent used the accrual method. This income is considered “income in respect of a decedent,” or IRD (11.16). IRD is taxed to the estate or beneficiary receiving the income in the year of the receipt. On the decedent’s final return, only deductible expenses paid up to and including the date of death may be claimed. If the decedent reported on the accrual basis, those deductions accruable up to and including the date of death are deductible. If a check for payment of a deductible item was delivered or mailed before the date of the decedent’s death, a deduction is allowable on the decedent’s last return, even though the check was not cashed or deposited until after the decedent’s death. If the check was not honored by the bank, the item is not deductible.



Medical expenses of the decedent

If the estate pays the decedent’s personal medical expenses (not those for the decedent’s dependents) within one year of the date of death, the expenses can be deducted on the decedent’s final return, subject to the regular 7.5% of adjusted gross income floor (17.8). However, the expenses are not deductible for income tax purposes if they are deducted for estate tax purposes. To deduct such medical expenses on the decedent’s final return, a statement must be attached to the final return affirming that no estate tax deduction has been taken and that the rights to the deduction have been waived.

Partnership income

The death of a partner closes the partnership tax year for that partner. The final return for the partner must include his or her distributive share of partnership income and deductions for the part of the partnership’s tax year ending on the date of death. Thus, if a partner dies on July 26, 2011, and the partnership’s taxable year ends December 31, 2011, the partner’s final 2011 return must include partnership items for January 1, 2011 through July 26, 2011. Partnership items for the balance of 2011 must be reported by the partner’s executor or other successor in interest on the estate’s income tax return.

Exemptions allowed on a final return

These are generally the same exemptions the decedent would have had if he or she had not died (21.1). You do not reduce the exemptions because of the shorter taxable year.

Estimated taxes

No estimated tax need be paid by the executor after the death of an unmarried individual; the entire tax is paid when filing the final tax return. But where the deceased and a surviving spouse paid estimated tax jointly, the rule is different. The surviving spouse is still liable for the balance of the estimated tax unless an amended estimated tax voucher is filed. Further, if the surviving spouse plans to file a joint return (1.10) that includes the decedent’s income, estimated tax payments may be required; see Chapter 27.

Where the estate has gross income, estimated tax installments are not required on Form 1041-ES for the first two years after the decedent’s death.

Signing the return

An executor or administrator of the estate signs the return. If it is a joint return, see 1.10.

When a refund is due on a final return

The decedent’s final return may also be used as a claim for a refund of an overpayment of withheld or estimated taxes. Form 1310 may be used to get the refund, but the form is not required if you are a surviving spouse filing a joint return for the year your spouse died. If you are an executor or administrator of the estate and you are filing Form 1040, 1040A, or 1040EZ for the decedent, you do not need Form 1310, but you must attach to the return a copy of the court certificate showing your appointment as personal representative.

Itemized deduction for IRD subject to estate tax

Items of gross income that the decedent had a right to receive but did not receive before death (or accrue if under the accrual method) are subject to income tax when received by the estate or beneficiary. This “income in respect of a decedent,” or IRD, is also included in the decedent’s estate for estate tax purposes. If estate tax is paid, an individual beneficiary may claim an itemized deduction for an allocable share of the estate tax paid on IRD items; see 11.17 for deduction details.

1.15 Return for an Incompetent Person

A legal guardian of an incompetent person files Form 1040 for an incompetent whose gross income meets the filing tests on page 3. Where a spouse becomes incompetent, the IRS says the other spouse may file a return for the incompetent without a power of attorney, if no legal guardian has been appointed. For example, during the period an individual was in a mental hospital, and before he was adjudged legally incompetent, his wife continued to operate his business. She filed an income tax return for him and signed it for him although she had no power of attorney. The IRS accepted the return as properly filed. Until a legal guardian was appointed, she was charged with the care of her husband and his property.

The IRS has accepted a joint return filed by a wife in her capacity as legal guardian for her missing husband. However, the Tax Court has held that where one spouse is mentally incompetent, a joint return may not be filed because the incompetent spouse was unable to consent to a joint return; an appeals court agreed.

1.16 How a Nonresident Alien Is Taxed

A nonresident alien is generally taxed only on income from U.S. sources. A nonresident alien’s income that is effectively connected with a U.S. business and capital gains from the sale of U.S. real property interests are subject to tax at regular graduated U.S. rates (ie. up to 35%). Other capital gains are not taxed unless a nonresident alien has a U.S. business or is in the U.S. for 183 days during the year. Generally, investment income of a nonresident alien from U.S. sources that is not effectively connected with a U.S. business is subject to a 30% tax rate (or lower rate if provided by treaty).

Nonresident aliens who are required to file must do so on Form 1040NR. If you are a nonresident alien, get a copy of IRS Publication 519, U.S. Tax Guide for Aliens. It explains how nonresident aliens pay U.S. tax.
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Who Is a Resident?

An alien’s mere presence in the U.S. does not make him or her a “resident.” An alien is generally treated as a “resident” only if he or she is a lawful permanent resident who has a “green card” or meets a substantial presence test (1.18).



Dual status

In the year a person arrives in or departs from the U.S., both resident and nonresident status may apply.


EXAMPLE

On May 11, 2011, Leon Marchand arrived on a non-immigrant visa and was present in the U.S. for the rest of the year. From January 1 to May 10, 2011, he is a nonresident; from May 11 to the end of the year, he is a resident, under the 183-day test (1.18). Despite “dual status,” he does not file two returns. Since he is a U.S. resident on the last day of the year, he files Form 1040 and reports income on the basis of his status for each part of the year. He writes “Dual-Status Return” across the top of the Form 1040. The income for the nonresident portion of the year should be shown on Form 1040NR (or, if eligible, Form 1040NR-EZ) and “Dual-Status Statement” marked across the top.



Certain restrictions apply to dual status taxpayers. For example, a joint return may not be filed, unless you and your spouse agree to be taxed as U.S. residents for the entire year.

For details on filing a return for a dual status year, see IRS Publication 519 and the instructions to Form 1040NR.

1.17 How a Resident Alien Is Taxed

A resident alien (1.18) is taxed on worldwide income from all sources, just like a U.S. citizen. The exclusion for foreign earned income may be claimed if the foreign physical presence test is satisfied or if the bona fide residence test is met by an individual residing in a treaty country (36.5). A resident alien may generally claim a foreign tax credit (36.14). A resident alien’s pension from a foreign government is subject to regular U.S. tax. A resident alien working in the United States for a foreign government is not taxed on the wages if the foreign government allows a similar exemption to U.S. citizens.

1.18 Who Is a Resident Alien?

The following tests determine whether an alien is taxed as a U.S. resident. Intent to remain in the U.S. is not considered.
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Is 2011 Your First Year of Residency?

If you were not a resident during 2010 but in 2011 you satisfy both the lawful resident (green card) test and the 183-day presence test, your residence begins on the earlier of the first day you are in the U.S. while a lawful permanent resident and the first day of physical presence.



You are treated as a resident alien and taxed as a U.S. resident for 2011 tax purposes if you meet either of the following tests:


1. You have been issued a “green card,” which grants you the status of lawful permanent resident. If you were outside the U.S. for part of 2011 and then became a lawful permanent resident, see the rules below for dual tax status.

2. You meet a 183-day substantial presence test. Under this test, you are treated as a U.S. resident if you were in the U.S. for at least 31 days during the calendar year and have been in the U.S. for at least 183 days within the last three years (the current year and the two preceding calendar years). The 183-day test is complicated and there are several exceptions.



To determine if you meet the 183-day test for 2011, the following cumulative times are totaled. Each day in the U.S. during 2011 is counted as a full day. Each day in 2010 counts as 1/3 of a day; each day in 2009 counts as 1/6 of a day. Note that you must be physically present in the U.S. for at least 31 days in the current year. If you are not, the 183-day test does not apply.

Other exceptions to the substantial presence test are: commuting from Canada or Mexico; keeping a tax home and close contacts or connections in a foreign country; having a diplomat, teacher, trainee, or student status; being a professional athlete temporarily in the U.S. to compete in a charitable sports event; or being confined in the U.S. for certain medical reasons. These exceptions are explained in the following paragraphs.

Commute from Mexico or Canada

If you regularly commute to work in the U.S. from Mexico or Canada, commuting days do not count as days of physical presence for the 183-day test.

Tax home/closer connection exception

If you are in the United States for less than 183 days during 2011, show that you had a closer connection with a foreign country than with the U.S., and keep a tax home there for the year, you generally will not be subject to tax as a U.S. resident even if you meet the substantial presence test. Under this exception, it is possible to have a U.S. abode and a tax home in a foreign country. A tax home is usually where a person has his or her principal place of business; if there is no principal place of business, it is the place of regular abode. Proving a tax home alone is not sufficient; the closer connection relationship must also be shown.

To claim the closer connection exception, you must file Form 8840 explaining the basis of your claim. The tax home/closer connection exception does not apply to an alien who is present for 183 days or more during a year or who has applied for a “green card.” A relative’s application is not considered as the alien’s application.

Exempt-person exception

Days of presence in the U.S. are not counted under the 183-day test if you are considered an exempt person such as a teacher, trainee, student, foreign-government-related person, or professional athlete temporarily in the U.S. to compete in a charitable sports event.

To exclude days of presence as a teacher, trainee, student, or professional athlete, you must file Form 8843 with the IRS.

A foreign-government-related person is any individual temporarily present in the U.S. who (1) has diplomatic status or a visa that the Secretary of the Treasury (after consultation with the Secretary of State) determined represents full-time diplomatic or consular status; or (2) is a full-time employee of an international organization; or (3) is a member of the immediate family of a diplomat or international organization employee.

A teacher or trainee is any individual other than a student who is temporarily present in the U.S. under a “J” or “Q” visa and who substantially complies with the requirements for being so present.

A student is any individual who is temporarily present in the U.S. under either an “F,” “J,” “M,” or “Q” visa and who substantially complies with the requirements for being so present.

The exception generally does not apply to a teacher or trainee who has been exempt as a teacher, trainee, or student for any part of two of the six preceding calendar years. However, if during the period you are temporarily present in the U.S. under an “F,” “J,” “M,” or “Q” visa and all of your compensation is received from outside the U.S., you may qualify for the exception if you were exempt as a teacher, trainee, or student for less than four years in the six preceding calendar years. The exception also does not apply to a student who has been exempt as a teacher, trainee, or student for more than five calendar years, unless you show that you do not intend to reside permanently in the U.S. and that you have substantially complied with the requirements of the student visa providing for temporary presence in the U.S.

Medical exception

If you plan to leave but cannot physically leave the U.S. because of a medical condition that arose in the U.S., you may be treated as a nonresident, even if present here for more than 183 days during the year. You must file Form 8843 to claim the medical exception.

Tax treaty exceptions

The lawful permanent residence test and the substantial physical presence test do not override tax treaty definitions of residence. Thus, you may be protected by a tax treaty from being treated as a U.S. resident even if you would be treated as a resident under either test.

Dual tax status in first year of residency

If you first became a lawful permanent resident of the U.S. (received a green card) during 2011 and were not a U.S. resident during 2010, your period of U.S. residency begins with the first day in 2011 that you are present in the U.S. with the status of lawful permanent resident. Before that date, you are a nonresident alien. This means that if you become a lawful permanent resident during 2011 and remain a resident at the end of the year, you have a dual status tax year. On Form 1040, you attach a separate statement showing the income for the part of the year you are a nonresident. Form 1040NR (or 1040NR-EZ) may be used as the statement. Write “Dual-Status Return” or “Dual-Status Statement” across the top, as applicable.

To figure tax for a dual status year, see IRS Publication 519 and the instructions to Form 1040NR.

You also may have a dual status year if you were not a U.S. resident in 2010, and in 2011 you are a U.S. resident under the 183-day presence test. Your period of U.S. residency starts on the first day in 2011 for which you were physically present; before that date you are treated as a nonresident alien. However, if you meet the 183-day presence test (but not the green card test) and also spent 10 or fewer days in the U.S. during a period in which you had a closer connection to a foreign country than to the U.S., you may disregard the 10-day period. The purpose of this exception is to allow a brief presence in the U.S. for business trips or house hunting before the U.S. residency period starts.

If you are married at the end of the year to a U.S. citizen or resident alien, you and your spouse may elect to be treated as U.S. residents for the entire year by reporting your worldwide income on a joint return. You must attach to the joint return a statement signed by both of you that you are choosing to be treated as full-year U.S. residents.


EXAMPLES


1. Manuel Riveras, who has never before been a U.S. resident, lives in Spain until May 16, 2011. He moves to the U.S. and remains in the U.S. through the end of the year, thereby satisfying the physical presence test. On May 15, he is a U.S. resident. However, for the period before May 16, he is taxed as a nonresident.

2. Same facts as in Example 1, but Riveras attends a meeting in the U.S. on February 2 through 8. On May 16, he moves to the U.S.; May 16, not February 2, is the starting date of the residency. During February, he had closer connection to Spain than to the U.S. Thus, his short stay in February is an exempt period.




First-year choice

If you do not meet either the green card test or the 183-day substantial presence test for the year of your arrival in the U.S. or for the immediately preceding year, but you do meet the substantial presence test for the year immediately following the year of your arrival, you may elect to be treated as a U.S. resident for part of the year of your arrival. To do this, you must (1) be present in the U.S. for at least 31 consecutive days in the year of your arrival; and (2) be present in the U.S. for at least 75% of the number of days beginning with the first day of the 31-consecutive-day period and ending with the last day of the year of arrival. For purposes of this 75% requirement, you may treat up to five days of absence from the U.S. as days of presence within the U.S.

Do not count as days of presence in the U.S. days for which you are an exempt individual as discussed earlier.

You make the first-year election to be treated as a U.S. resident by attaching a statement to Form 1040 for the year of your arrival. A first-year election, once made, may not be revoked without the consent of the IRS.

If you make the election, your residence starting date for the year of your arrival is the first day of the earliest 31-consecutive-day period of presence that you use to qualify for the choice. You are treated as a U.S. resident for the remainder of the year.

Last year of residence

You are no longer treated as a U.S. resident as of your residency termination date. If you do not have a green card but are a U.S. resident for the year under the 183-day presence test, and you leave the U.S. during that year, your residency termination date is the last day you are present in the U.S., provided that: (1) after leaving the U.S. you had a closer connection to a foreign country than to the U.S. and had your tax home in that foreign country for the rest of the year, and (2) you are not treated as a U.S. resident for any part of the next calendar year.

If during the year you give up your green card (lawful permanent resident status) and meet tests (1) and (2), your residency termination date is the first day that you are no longer a lawful permanent resident. If during the year you meet both the green card test and the 183-day presence test and meet tests (1) and (2), your residency termination date is the later of the last day of U.S. presence or the first day you are no longer a lawful permanent resident. If tests (1) and (2) are not met, the residency termination date is the last day of the calendar year. In the year of your residency termination date, the filing rules for dual status taxpayers in this section apply.

For the year you give up your residence in the United States, you must file Form 1040NR (or Form 1040NR-EZ if eligible) and write “Dual-Status Return” across the top. Attach Form 1040 (or other statement) to show the income for the part of the year you are a resident; across the top write “Dual-Status Statement.” See the instructions to Form 1040NR and IRS Publication 519 for filing the dual status return.

1.19 When an Alien Leaves the United States

Current law generally requires an alien who leaves the U.S., regardless of how long the trip is, to obtain a “sailing” or “departure” permit, technically known as a “certificate of compliance.” The permit states that you have fulfilled your income tax obligations to the U.S. Without it, unless you are excused from obtaining one, you will be required at your point of departure to file a tax return and pay any tax due or post a bond. Diplomats, employees of international organizations or foreign governments, and students are generally exempt from the permit requirement. If a permit is required, Form 1040-C or in some cases a shorter Form 2063 must be filed with the IRS. See Publication 519 for further details.
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Departure Permit

An alien planning to leave the U.S. should obtain a copy of Form 1040-C from the IRS to review his or her tax reporting obligations.



1.20 Expatriation Tax

U.S. citizens who have renounced their citizenship and long-term U.S. residents who end their residency are considered expatriates subject to special tax rules. You are considered a long-term resident for purposes of these rules if you give up lawful permanent residency (“green card”) after holding it for at least eight of the prior 15 years. Form 8854 must be filed if the expatriation date was on or after June 4, 2004. Individuals who expatriated after June 3, 2004 and before June 17, 2008 are subject to different tax consequences than individuals who expatriate after June 16, 2008.

Expatriation after June 16, 2008

If you expatriated after June 16, 2008, you are subject to a “mark-to-market” tax if any of the following is true: (1) your average annual net income tax liability for the five years ending before the date of expatriation exceeds an annual ceiling, which for 2011 is $147,000, or (2) your net worth on the date of expatriation was $2 million or more, or (3) you fail to certify on Form 8854 under penalty of perjury that you complied with all U.S. federal tax obligations for the five years preceding the expatriation date.

Under the “mark-to market” tax, you are treated as if you had sold all of your assets for their fair market value on the day before the expatriation date, and any net gain on the deemed sale is taxable for the year of the deemed sale to the extent it exceeds an annual floor, which is $636,000 for expatriations in 2011. Losses are taken into account and the wash sale rules do not apply. An election can be made to deter the tax on the deemed sales until asset is sold (or death, if sooner) provided a bond or other security is provided to the IRS. Deferred compensation items and interests in nongrantor trusts are not subject to the mark-to-market tax, but are generally subject to a withholding tax of 30% when distributed to you. IRAs and certain other tax-deferred accounts are treated as if they were completely distributed on the day before the expatriation date, but early distribution penalties do not apply. See the Form 8854 instructions for further details.

Expatriation after June 3, 2004 and before June 17, 2008

If you expatriated after June 3, 2004 but before June 17, 2008 and any of the following apply, you are subject to tax on U.S. source income for the following 10 years: (1) your average annual net income tax liability for the five years ending before the date of expatriation exceeds $139,000 if you expatriated in 2008, $136,000 if you expatriated in 2007, $131,000 if you expatriated in 2006, $127,000 if you expatriated in 2005, or $124,000 if you expatriated in 2004, or (2) your net worth on the date of expatriation was $2 million or more, or (3) you fail to certify on Form 8854 under penalty of perjury that you complied with all U.S. federal tax obligations for the five years preceding the expatriation date.

U.S. source income and gains are subject to regular individual tax rates unless the tax would be higher under the 30% tax on investment income not connected with a U.S. business. Form 8854 must be filed for the 10-year period. See the Form 8854 instructions and Publication 519 for further details.
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In this part, you will learn what income is taxable, what income is tax free and how to report income on your tax return.

Pay special attention to —


	From W-2, which shows your taxable wages and provides other important information on fringe benefits received (Chapter 2).

	Tax-free fringe benefit plans availble from your employer (Chapter 3).

	Reporting rules for interest and dividend income (Chapte 4).

	Reporting gains and losses from sales of property (Chapter 5).

	Rules for tax-free echanges of like-kind property (Chapter 6).

	Planning for retirement distributions. Lump-sum distributions from employer plans may quality for special averaging or tax-free rollover (Chapter 7).

	IRA contributions and distributions. Penalties for distributions before before age 50½ and after age 70 ½ may be avoided by advance planning (Chapter 8).

	Restrictions on rental losses where a rented residence is used personally by you or by family members during the year (CHapter 9).

	Passive activity restrictions. Losses from rentals or passive business operations are generally not allowed, but certain real estate professionals are exempt from the loss restrictions, and for others, a special rental loss allowance of up to $25,000 may be available (Chapter 10).

	Reporting refunds of state and local taxes. A refund of previously deducted taxes is generally taxable unless you had no benefit from the deduction (CHapter 11).

	Cancellation of debts. When your creditor cancels debts you owe, you generally have taxable income, but there are exceptions for debts discharged while you are bankrupt or insolvent (Chapter 11).

	Damages received in court proceedings. Learn when these are tax free and when taxable (Chapter 11).

	How life insurance proceeds are taxed (Chapter 11).







Chapter 2

Wages, Salary, and Other Compensation


	2.1 Salary and Wage Income

	2.2 Constructive Receipt of Year-End Paychecks

	2.3 Pay Received in Property Is Taxed

	2.4 Commissions Taxable When Credited

	2.5 Unemployment Benefits

	2.6 Strike Pay Benefits and Penalties

	2.7 Nonqualified Deferred Compensation

	2.8 Did You Return Wages Received in a Prior Year?

	2.9 Waiver of Executor’s and Trustee’s Commissions

	2.10 Life Insurance Benefits

	2.11 Educational Benefits for Employees’ Children

	2.12 Sick Pay Is Taxable

	2.13 Workers’ Compensation Is Tax Free

	2.14 Disability Pensions

	2.15 Stock Appreciation Rights (SARs)

	2.16 Stock Options

	2.17 Restricted Stock



Except for tax-free fringe benefits (Chapter 3), tax-free foreign earned income (Chapter 36) and tax-free armed forces and veterans’ benefits (Chapter 35), practically everything you receive for your work or services is taxed, whether paid in cash, property, or services. Your employer will generally report your taxable compensation on Form W-2 and other information returns, such as Form 1099-R for certain retirement payments. Do not reduce the amount you report on your return by withholdings for income taxes, Social Security taxes, union dues, or U.S. Savings Bond purchases. Your Form W-2 does not include in taxable pay your qualifying salary-reduction contributions to a retirement plan, although the amount may be shown on the form.

Attach Copy B of Form W-2 to your return; do not attach Forms 1099 unless there are withholdings.

Unemployment benefits are fully taxable. The benefits are reported to the IRS on Form 1099-G. You do not have to attach your copy of Form 1099-G to your return.

Income and expenses from self-employment are discussed in Chapter 40.
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2.1 Salary and Wage Income

The key to reporting your pay is Form W-2, sent to you by your employer. It lists your taxable wages, which may include not only your regular pay, but also other taxable items, such as taxable fringe benefits. Table 2-1 explains how employee pay benefits and tax withholdings are reported on Form W-2.

Table 2-1 Understanding Your Form W-2 for 2011 Wages and Tips




	Amount in—
	What You Should Know—





	Box 1
	Taxable wages and tips. Your taxable wages, tips, and other forms of taxable compensation (2.1) are listed in Box 1. Taxable fringe benefits will also be included in Box 1 and may be shown in Box 14.



	Box 2
	Federal tax withholdings. This is the amount of federal income tax withheld from your pay. Enter the amount on Line 62 of Form 1040, Line 36 of Form 1040A, or on Line 7 of Form 1040EZ.



	Boxes 3, 4, and 7
	Social Security withholdings. Wages subject to Social Security withholding are shown in Box 3. Tips you reported to your employer are shown separately in Box 7. The total of Boxes 3 and 7 should not exceed $106,800, the maximum Social Security wage base for 2011 (no change from 2010). Social Security taxes withheld from wages and tips are shown in Box 4 and should not exceed the maximum 2011 tax of $4,485.60 ($106,800 4.2% rate). If you worked for more than one employer in 2011 and total Social Security tax withholdings exceeded $4,485.60, you claim the excess as a tax payment on your tax return; see 26.9.
Elective salary deferrals to a 401(k), SIMPLE, salary-reduction SEP, or 403(b) plan, as well as employer payments of qualified adoption expenses, are included in Box 3 even though these amounts are not includible in Box 1 taxable wages. Amounts deferred under a nonqualified plan or a 457 plan are included in Box 3 in the year that the deferred amounts are no longer subject to a substantial risk of forfeiture.



	Boxes 5–6
	Medicare tax withholdings. Wages, tips, elective salary deferrals, and other compensation subject to Social Security tax (Boxes 3 and 7) are also subject to a 1.45% Medicare tax, except that there is no wage base limit for Medicare tax. Thus, the Medicare wages shown in Box 5 are not limited to the $106,800 maximum for Boxes 3 and 7. In Box 6, total Medicare withholdings are reported.



	Box 8
	Allocated tips. If you worked in a restaurant employing at least 10 people, your employer will report in Box 8 your share of 8% of gross receipts unless you reported tips at least equal to that share (26.7). The amount shown here is not included in Boxes 1, 3, 5, or 7, but you must add it to wages on Line 7 of Form 1040; you cannot file Form 1040A or 1040EZ.



	Box 10
	Dependent care benefits. Reimbursements from your employer for dependent care expenses and the value of employer-provided care services under a qualifying plan (3.5) are included in Box 10. Amounts in excess of $5,000 are also included as taxable wages in Boxes 1, 3, and 5. Generally, amounts up to $5,000 are tax free, but you must determine the amount of the exclusion on Form 2441. The tax-free amount reduces expenses eligible for the dependent care credit; see Chapter 25.



	Box 11
	Nonqualified plan distributions. Distributions shown in Box 11 are from a nonqualified deferred compensation plan, or a nongovernmental Section 457 plan (7.21). Do not report these distributions separately since they have already been included as taxable wages in Box 1.



	Box 12
	Elective deferrals to retirement plans. Elective salary deferrals to a 401(k) plan or SIMPLE 401(k) (including any excess over the annual deferral limit; see 7.18) are shown in Box 12 with Code D. For example, if you made elective pre-tax salary deferrals of $4,500 to a 401(k) plan, your employer would enter D 4500.00 in Box 12. Designated Roth contributions (7.20) to a 401(k) plan are reported in Box 12 with Code AA. Code E is used for deferrals to a 403(b) tax-sheltered annuity plan (7.20), Code F for deferrals to a salary-reduction simplified employee pension (8.16), Code G for deferrals (including non-elective as well as elective) to a Section 457 plan (7.21), Code H for elective deferrals to a pension plan created before June 25, 1959, and funded only by employee contributions, and Code S for salary-reduction deferrals to a SIMPLE IRA (8.18).
Travel allowance reimbursements. If you received a flat mileage allowance from your employer for business trips (20.33); or a per diem travel allowance to cover meals, lodging, and incidentals (20.32); and the allowance exceeded the IRS rate, the amount up to the IRS rate (the nontaxable portion) is shown in Box 12 using Code L. The excess is included as taxable wages in Box 1.
Group-term life insurance over $50,000. The cost of taxable coverage over $50,000 is shown in Box 12 using Code C. It is also included in Box 1 wages, Box 3 Social Security wages, and Box 5 Medicare wages and tips. If you are a retiree or other former employee who received group-term coverage over $50,000, any uncollected Social Security tax is shown using Code M and uncollected Medicare tax using Code N. The uncollected amount must be reported on Line 60 of Form 1040 (Other taxes); write “UT” next to it.
Nontaxable sick pay. If you contributed to a sick pay plan, an allocable portion of benefits received is tax free and is shown using Code J.
Uncollected Social Security and Medicare taxes on tips. If your employer could not withhold sufficient Social Security on tips, the uncollected amount is shown using Code A. For uncollected Medicare tax, Code B is used. This amount must be reported on Line 60 of Form 1040 (other taxes); write “UT” next to it.
Excess golden parachute payments. If you received an “excess parachute payment as wages,” Code K identifies the 20% penalty tax on the excess payment that was withheld by the employer. This withheld amount is included in Box 2, but you also must add it as an additional tax on Line 60 (other taxes) of Form 1040.
Moving expense reimbursements. Tax-free employer reimbursements to you for deductible moving expenses (12.8) are shown with Code P.
Employer contributions to health savings account (HSA) or Archer MSA. Total employer contributions to an HSA are shown with Code W. Total employer contributions to an MSA are shown with Code R. Contributions exceeding the excludable limit (Chapter 3) are included as taxable wages in Boxes 1, 3, and 5.
Employer-financed adoption benefits. Total qualified adoption expenses paid or reimbursed by your employer (3.6) plus any pre-tax contributions you made to an adoption plan account under a cafeteria plan (3.13) are shown with Code T.
Nonstatutory stock option exercised. If you exercised a nonstatutory stock option, Code V shows the taxable “spread” (excess of fair market value of stock over exercise price). The income should be included in Boxes 1, 3 (up to the $106,800 Social Security wage ceiling), and 5.
Deferrals and income under Section 409A nonqualified deferred compensation plan. Current year deferrals plus all earnings under a 409A plan may be shown (its optional) with Code Y. Code Z shows amounts included as income in Box 1; this income is subject to a penalty plus interest on Form 1040 (2.7).



	Box 13
	Statutory employee. If this box is checked you report your wage income and deductible job expenses on Schedule C (40.6). Your earnings are not subject to income tax withholding, but are subject to Social Security and Medicare taxes.
Retirement plan. This box is checked if you were an active participant in an employer plan at some point during the year. As an active participant, you are subject to the phase-out rules for IRA deductions) (8.4).



	Box 14
	Taxable fringe benefits and miscellaneous payments. Your employer may use Box 14 to report fringe benefits or deductions from your pay, such as state disability insurance taxes, union dues, educational assistance, health insurance premiums, or voluntary after-tax contributions to profit-sharing or pension plans. If your employer included in Box 1 the lease value of a car (3.7) provided to you, this value must also be shown in Box 14 or on a separate statement.



	Boxes 17 and 19
	State and local taxes. If you itemize, deduct on Schedule A state and local tax withholdings shown in Boxes 17 and 19, unless you elect to deduct state and local general sales taxes (16.3).





Your employer reports your taxable pay under a simple rule. Unless the item is specifically exempt from tax, you are taxed on practically everything you receive for your work whether paid in cash, property, or services. Benefits that the law specifically excludes from tax are discussed in Chapter 3. The most common tax-free benefits are employer-paid premiums for health and accident plans, medical expense reimbursements, and group-term life insurance coverage up to $50,000.
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Severance Pay Taxable

You must pay tax on severance pay received upon losing a job. The severance pay is taxable even if you signed a waiver releasing your former employer from potential future damage claims. The waiver does not change the nature of the payments from taxable pay to tax-free personal injury damages (11.7).



Your employer will include in Box 1 of your Form W-2 the total wages, tips, and other compensation, before payroll deductions, that were paid to you during the year. Box 1 may include, in addition to regular wages and tips, the following types of taxable compensation:


	Bonuses (including signing bonuses)

	Taxable fringe benefits (Chapter 3)

	Per diem or mileage allowances exceeding the IRS rate (20.32–20.33)

	Expense allowances or business expense reimbursements under a non-accountable plan (20.34)

	Awards or prizes not exempt under 3.11

	Cost of group-term life insurance over $50,000 (3.4)

	Cost of accident and health insurance premiums paid by an S corporation for 2%-or-more shareholder-employees

	Deferred income that is currently taxable under a Section 409A nonqualified deferred compensation plan (2.7)
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Tips Must Be Reported

Tips you receive are taxable income. You must report tips to your employer so your employer can withhold FICA and income tax from your regular pay to cover the tips (26.8).



Compensation reported in Box 1 must be reported as wages on Line 7 of Form 1040 or 1040A, or Line 1 of Form 1040EZ. Other types of income must also be reported as wages on your return although they are not included in Box 1 of Form W-2, such as non-excludable dependent care (3.5) or adoption (3.6) benefits, tips not reported to your employer or allocated tips (26.8), disability pension shown on Form 1099-R if you are under your employer’s minimum retirement age, or excess salary deferrals to an employer retirement plan (7.18).

Withholdings for retirement plans

Amounts withheld from wages as your contribution to your pension or profit-sharing account are generally taxable as compensation unless they are tax-deferred elective deferrals under the limits allowed for Section 401(k) plans (7.18), simplified employee pension plans (8.16), SIMPLE IRAs (8.18), or tax-sheltered annuity plans (7.20). Elective deferrals are reported in Box 12 of Form W-2.

Wages withheld for compulsory forfeitable contributions to a nonqualified pension plan are not taxable if these conditions exist:


1. The contribution is forfeited if employment is terminated prior to death or retirement.

2. The plan does not provide for a refund of employee contributions and, in the administration of the plan, no refund will be made. Where only part of the contribution is subject to forfeiture, the amount of withheld contribution not subject to forfeiture is taxable income.
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Tax on Assigned Contingent Fee

An attorney who took a medical malpractice case on a contingent fee basis agreed to split the net fee with his ex-wife pursuant to their divorce agreement. After a favorable settlement, the attorney’s take was approximately $40,000 after expenses, half of which went to his ex-wife. Each paid tax on his or her share. The attorney argued that his partial assignment of the fee could shift the tax liability because collection was contingent on the outcome of the lawsuit. However, the IRS and the Tax Court held that the attorney was liable for the tax on the entire contingent fee, and an appeals court agreed. The attorney transferred only the right to receive income. Although his fee was contingent upon the successful outcome of the case, once the fee materialized, it was indisputably compensation for his personal services.



You should check with your employer to determine the status of your contributions.

Assigning your pay

You may not avoid tax on income you earned by assigning the right to payment to another person. For example, you must report earnings that you donate to charity, even if they are paid directly by your employer to a charity. If you claim itemized deductions, you may claim a contribution deduction for the donation; see Chapter 14. Assignments of income-generating intellectual property are held taxable to the assignee. However, if the assignor retained power or control of the property, the assignor could be held liable for the tax according to the 8th Circuit.

The IRS allowed an exception for doctors working in a clinic. The doctors were not taxed on fees for treating patients with limited income (teaching cases) where they were required to assign the fees to a foundation.

Gifts from employers

A payment may be called a gift but still be taxable income. Any payment made in recognition of past services or in anticipation of future services or benefits is taxable as wages even if the employer is not obligated to make the payment. However, there are exceptions for employee achievement awards (3.11).

To prove a gift is tax free, you must show that the employer acted with pure and unselfish motives of affection, admiration, or charity. This is difficult to do, given the employer-employee relationship. A gift of stock by majority stockholders to key employees has been held to be taxable.

Employee leave-sharing plan

Some companies allow employees to contribute their unused leave into a “leave fund” for use by other employees who have suffered medical emergencies. If you use up your regular leave and benefit from additional leave that has been donated to the plan, the benefit is taxable and will be reported as wages on Form W-2.

“Golden parachute” payments

Golden parachute arrangements are agreements to pay key employees additional compensation upon a change in company control. If you receive such a payment, part of it may be deemed to be an “excess payment” under a complex formula in the law. You must pay a 20% penalty tax on the “excess” amount in addition to regular income tax on the total. The 20% penalty should be identified on Form W-2 with Code K in Box 12; see Table 2-1.

If the golden parachute payment is made to a non-employee, the company will report it in Box 7 (non-employee compensation) of Form 1099-MISC. If you are self-employed, report the total compensation on Schedule C (40.6) and compute self-employment tax on Schedule SE (45.3). Any “excess parachute payment” should be separately labeled in Box 13 of Form 1099-MISC. Multiply the Box 13 amount by 20% and report it on Line 60 (other taxes) of Form 1040; label it “EPP.”

2.2 Constructive Receipt of Year-End Paychecks

As an employee, you use the cash-basis method of accounting

This means that you report all income items in the year they are actually received and deduct expenses in the year you pay them.

You are also subject to the “constructive receipt rule,” which requires you to report income not actually received but which has been credited to your account, subject to your control, or put aside for you. Thus, if you received a paycheck at the end of 2011, you must report the pay on your 2011 return, even though you do not cash or deposit it to your account until 2012. This is true even if you receive the check after banking hours on the last business day of the year and cannot cash or deposit it until the next year. The Tax Court has also ruled that receipt by an agent (e.g., an attorney) is constructive receipt by the principal.

If your employer does not have funds in the bank and asks you to hold the check before depositing it, you do not have taxable income until the check is cashed. If services rendered in 2011 are paid for by check dated for 2012, the pay is taxable in 2012.

The IRS has ruled that an employee who is not at home on December 31 to take delivery of a check sent by certified mail must still report the check in that year. However, where an employee was not at home to take certified mail delivery of a year-end check that she did not expect to receive until the next year, the Tax Court held that the funds were taxable when received in the following year.

2.3 Pay Received in Property Is Taxed

Your employer may pay you with property instead of cash. You report the fair market value of the property as wages.


EXAMPLE

For consulting services rendered, Kate Chong receives a check for $10,000 and property with a fair market value of $5,000. She reports $15,000 as wages.



If you receive your unrestricted company stock as payment for your services, you include the value of the stock as pay in the year you receive it. However, if the stock is nontransferable or subject to substantial risk of forfeiture, you do not have to include its value as pay until the restrictions no longer apply (2.18). You must report dividends on the restricted stock in the year you receive the income.

If you receive your employer’s note that has a fair market value, you are taxed on the value of the note less what it would cost you to discount it. If the note bears interest, report the full face value. But do not report income if the note has no fair market value. Report income on the note only when payments are made on it.

A debt cancelled by an employer is taxable income.

Salespeople employed by a dealer have taxable income on receipt of “prize points” redeemable for merchandise from a distributor.

2.4 Commissions Taxable When Credited

Earned commissions are taxable in the year they are credited to your account and subject to your drawing, whether or not you actually draw them.

On your 2011 tax return, you do not report commissions that were earned in 2011 but cannot be computed or collected until a later year.


EXAMPLE

Arno Jeffers earns commissions based on a percentage of the profits from realty sales. In 2011 he draws $10,000 from his account. However, at the end of 2011 the full amount of his commissions is unknown because profits for the year have not been figured. In January 2012, his 2011 commissions are computed to be $15,000, and the $5,000 balance is paid to him. The $5,000 is taxable in 2012 even though earned in 2011.
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Earned Commissions Credited to Your Account

You may not postpone tax on earned commissions credited to your account in 2011 by not drawing them until 2012 or a later year. However, where a portion of earned commissions is not withdrawn because your employer is holding it to cover future expenses, you are not taxed on the amount withheld.



Advances against unearned commissions

Under standard insurance industry practice, an agent who sells a policy does not earn commissions until premiums are received by the insurance company. However, the company may issue a cash advance on the commissions before the premiums are received. Agents have claimed that they may defer reporting the income until the year the premiums are earned. The IRS, recognizing that in practice companies rarely demand repayment, requires that advances be included in income in the year received if the agent has full control over the advanced funds. A repayment of unearned commissions in a later year (2.8) is deducted on Schedule A.

Salespeople have been taxed on commissions received on property bought for their personal use. In one case, an insurance agent was taxed on commissions paid to him on his purchase of an insurance policy. In another case, a real estate agent was taxed on commissions he received on his purchase of land. A salesman was also taxed for commissions waived on policies he sold to friends, relatives, and employees.

Kickback of commissions

An insurance agent’s kickback of his or her commission is taxable where agents may not under local law give rebates or kickbacks of premiums to their clients. The commissions are income and may not be offset with a business expense deduction; illegal kickbacks may not be deducted.

However, in one case, a federal appeals court allowed an insurance broker to avoid tax when he did not charge clients the basic first-year commission. The clients paid the broker the net premium (gross premium less the commission), which he remitted to the insurance company. The IRS and Tax Court held that the commissions were taxable despite the broker’s voluntary waiver of his right to them. He could not deduct them because his discount scheme violated state anti-rebate law (Oklahoma). On appeal, the broker won. The Tenth Circuit Court of Appeals held that since the broker never had any right to commissions under the terms of the contracts he structured with his clients, he was not taxed on the commissions. The court cautioned that if the broker had remitted the full premium (including commission) to the insurance company and then reimbursed the client after having received the commission from the company, the commission probably would have been taxable.

2.5 Unemployment Benefits

All unemployment benefits received in 2011 are taxable. You should receive Form 1099-G, showing the amount of the payments. Report the payments on Line 19 of Form 1040, Line 13 of Form 1040A, or Line 3 of Form 1040EZ.

Supplemental unemployment benefits paid from company-financed funds are taxable as wages and not reported as unemployment compensation. Such benefits are usually paid under guaranteed annual wage plans made between unions and employers.

Unemployment benefits from a private or union fund to which you voluntarily contribute dues are taxable as “other” income on Form 1040, but only to the extent the benefits exceed your contributions to the fund. Your contributions to the fund are not deductible.

Workers’ compensation payments (2.13) are not taxable.

Taxable unemployment benefits include federal trade readjustment allowances (1974 Trade Act), airline deregulation benefits (1978 Airline Deregulation Act), and disaster unemployment assistance (1974 Disaster Relief Act).

Repaid supplemental unemployment benefits

If you had to repay supplemental unemployment benefits to receive trade readjustment allowances (1974 Trade Act), taxable unemployment benefits are reduced by repayments made in the same year. If you repay the benefits in a later year, the benefits are taxed in the year of receipt and a deduction may be claimed in the later year. If the repayment is $3,000 or less, the deduction is added to your other adjustments to income on Line 36 of Form 1040; label it “sub-pay TRA.” If the repayment exceeds $3,000, a deduction or a credit may be (2.8).

2.6 Strike Pay Benefits and Penalties

Strike and lockout benefits paid out of regular union dues are taxable as wages unless the payment qualifies as a gift, as discussed below. However, if you have made voluntary contributions to a strike fund, benefits you receive from the fund are tax free up to the amount of your contributions and are taxable to the extent they exceed your contributions.

Strike benefits as tax-free gifts

Here are factors indicating that benefits are gifts: Payments are based on individual need; they are paid to both union and non-union members; and no conditions are imposed on the strikers who receive benefits.

If you receive benefits under conditions by which you are to participate in the strike and the payments are tied to your scale of wages, the benefits are taxable.


EXAMPLE

A striking union pilot claimed that strike benefits were tax-free gifts because they were funded by assessments paid by other union pilots who were not on strike. The IRS and Tax Court held that the benefits were taxable. They were not gifts because they were not motivated by a “detached and disinterested generosity.” The union was promoting its own self-interest by giving pilots an incentive to support the strike. The non-striking pilots contributed to the strike fund as an obligation of union membership. The strikers were eligible for benefits only if they agreed to perform any strike activities requested by the union, did not fly for airlines in dispute with the union, and did not take actions that could adversely affect the outcome of the dispute.



Strike pay penalties

Pay penalties charged to striking teachers are not deductible. State law may prohibit public school teachers from striking and charge a penalty equal to one day’s pay for each day spent on strike. For example, when striking teachers returned to work after a one-week strike, a penalty of one week’s salary was deducted from their pay. Although they did not actually receive pay for the week they worked after the strike, they earned taxable wages. Furthermore, the penalty is not deductible. No deduction is allowed for a fine or penalty paid to a government for the violation of a law.
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Law Violation Not Deductible

No deduction is allowed for a fine or penalty paid to a government for the violation of a law.



2.7 Nonqualified Deferred Compensation

The rules for determining whether tax may be deferred under a nonqualified deferred compensation plan are governed by Code Section 409A. Section 409A applies generally to amounts deferred after 2004. Amounts deferred before 2005 are “grandfathered,” and thus generally exempt, but they become subject to Section 409A (unless excluded under IRS rules) if the plan is materially modified after October 3, 2004.
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Penalty and Interest on Nonqualified Deferred Compensation

If deferred pay is currently taxable under the rules of Code Section 409A, you must also pay a 20% penalty and interest at a rate 1% higher than the regular underpayment rate.



Plans subject to and excluded from Section 409A

Unless an exception applies, Code Section 409A applies to all plans, including arrangements between an independent contractor and a service recipient, and a partner and partnership, under which the service provider has a legally binding right during a year to compensation that is not actually or constructively received, and which is payable in a later year. The law does not apply to qualified retirement plans (such as 401(k) plans), Section 403(b) tax-deferred annuities, SIMPLE accounts, simplified employee pensions, and Section 457 plans; these are excluded from the definition of “nonqualified deferred compensation plans.” Also excluded are welfare benefit plans such as vacation, sick leave, and disability programs.

The IRS has allowed exceptions for short-term deferrals, incentive stock options, employee stock purchase plan options, and certain stock appreciation rights, tax equalization payments, separation payments, reimbursement arrangements, and fringe benefits. For details, see the IRS final regulations (T.D. 9321, 2007-19 IRB 1123).

Section 409A requirements

Plans subject to Section 409A must meet detailed requirements pertaining to the timing of deferral elections and the availability of distributions. For example, a deferral election generally must be made prior to the beginning of the year during which the services will be provided, but special rules apply to short-term deferrals and deferrals with respect to forfeitable rights. Distributions before separation from service are generally allowed only if the participant is disabled or has an unforeseeable emergency, the distribution is used to satisfy a domestic relations order, the distribution is on a specific date or under a fixed schedule specified in the plan, or there has been a change in the ownership or effective control of the corporation or in the ownership of a substantial portion of the assets.

If the Section 409A requirements are not met at any time during a taxable year, all amounts deferred under the plan for all years are currently includible in a participant’s gross income to the extent that the amounts are not subject to a substantial risk of forfeiture and were not previously included in gross income.

Reporting of Section 409A plan deferrals and earnings on your tax return

Your employer may include 2011 plan deferrals in Box 12 of your Form W-2 using Code Y. If deferrals are reported, Code Y should also be used to show earnings in 2011 on all deferrals, whether for 2011 or prior years. If any amounts are taxable because the Section 409A requirements have not been met, the taxable amount is reported as taxable wages in Box 1 of Form W-2, and also is shown in Box 12 using Code Z.

If you are not an employee, current year Section 409A deferrals of at least $600 and earnings on current and prior year deferrals may be reported in Box 15a of Form 1099-MISC. If any amounts are taxable because the Section 409A requirements have not been met, the taxable amount is reported in Box 15b and also included as non-employee compensation in Box 7 of Form 1099-MISC; this amount is generally subject to self-employment tax.

If there is a taxable amount, a penalty also must be paid equal to 20% of the includible compensation, plus interest at a rate that is 1% higher than the regular underpayment rate. The penalty and interest must be added to the line for “other taxes” on Form 1040.

Financial health triggers and offshore rabbi trusts

Section 409A blocks the benefit of two funding arrangements that set aside assets to secure the payment of promised deferred compensation. If a nonqualified deferred compensation plan provides that assets will be restricted to payment of deferrals if the employer’s financial condition deteriorates, the setting aside of the assets will be considered a transfer of restricted property to the participants, taxable under the Section 83 rules (2.17). This is so even if the assets nominally remain available to satisfy the claims of the employer’s general creditors.

Also, a Section 83 transfer (2.17) is generally deemed to occur when assets to pay nonqualified deferred compensation are set aside in an offshore rabbi trust. Section 409A treats the funding of an offshore trust as a transfer of property to the participants, taxable under the Section 83 rules (2.17), unless substantially all of the services relating to the deferred compensation were performed in the foreign jurisdiction where the assets are held. A Section 83 transfer is deemed to occur whether or not the offshore assets are nominally available to satisfy the claims of the employer’s general creditors.

If deferrals are includible in a participant’s income because of the financial health trigger or offshore trust provisions, there is an additional 20% penalty plus interest at 1% more than the regular rate.

Rabbi trusts

If IRS tests are met, employer contributions to a domestic “rabbi trust” are not taxed until distributions from the trust are received or made available. The trust must be irrevocable and the trust assets must be subject to the claims of the employer’s creditors in the event of insolvency or bankruptcy. Employees and their beneficiaries must have no preferred claim on the trust assets.

Offshore rabbi trusts are subject to Section 409A, as discussed above.

2.8 Did You Return Wages Received in a Prior Year?

Did you return income in 2011 such as salary or commissions that you reported in a prior taxable year because it appeared you had an unrestricted right to them in the earlier year? If so, you may deduct the repayment as a miscellaneous itemized deduction. If the repayment of wages exceeds $3,000, the deduction is claimed on Line 28 of Schedule A and is not subject to the 2% adjusted gross income (AGI) floor (19.1). However, if the repayment is $3,000 or less, the deduction must be claimed on Line 23 (“Other Expenses”) of Schedule A, where it is subject to the 2% floor.

Option of tax credit or deduction for repayments over $3,000

If your repayment of wages exceeded $3,000, you may claim the repayment as an itemized deduction, or you may claim a tax credit, based upon a recomputation of the prior year’s tax; see the Filing Instruction on this page.
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Repayments Exceeding $3,000

If a repayment of wages in 2011 exceeds $3,000, a special law (Code Section 1341) gives this alternative: Instead of claiming an itemized deduction from 2011 income, you may recompute your tax for the prior year as if the wages had not been reported. The difference between the actual tax paid in the prior year and the recomputed tax may be claimed as a credit on your 2011 return. The credit is claimed on Line 72 of Form 1040; write next to the line “IRC 1341.” If you claim the repayment as a miscellaneous itemized deduction, enter it on Line 28 of Schedule A, where it is not subject to the 2% floor. Choose either the credit or the itemized deduction, whichever gives you the larger tax reduction.



Repayment of supplemental unemployment benefits

Where repayment is required to qualify for trade readjustment allowances, you may deduct the repayment from gross income. Claim the deduction on Line 36 of Form 1040, and to the left of the line write “sub-pay TRA.” The deduction is allowed even if you do not itemize. If repayment exceeds $3,000, you have the choice of a deduction or claiming a tax credit based on a recomputation of your tax for the year supplemental unemployment benefits were received, as explained in the Filing Instruction on this page.

Repayment of disallowed travel and entertainment expenses

If a “hedge” agreement between you and your company requires you to repay salary or travel and entertainment (“T & E”) expenses if they are disallowed to the company by the IRS, you may claim a deduction in the year of repayment. According to the IRS, you may not recalculate your tax for the prior year and claim a tax credit under the rules of Section 1341. However, an appeals court rejected the position taken by the IRS and allowed a tax recomputation under Section 1341 to an executive who returned part of a disallowed salary under the terms of a corporate by-law.

2.9 Waiver of Executor’s and Trustee’s Commissions

Commissions received by an executor for services performed are taxable as compensation. An executor may waive commissions without income or gift tax consequences by giving a principal legatee or devisee a formal waiver of the executor’s right to commissions within six months after the initial appointment or by not claiming commissions at the time of filing the usual accountings.

The waiver may not be recognized if the executor takes any action that is inconsistent with the waiver. An example of an inconsistent action would be the claiming of an executor’s fee as a deduction on an estate, inheritance, or income tax return.

A bequest received by an executor from an estate is tax free if it is not compensation for services.

2.10 Life Insurance Benefits

Company-financed insurance gives employees benefits at low or no tax cost.

Group life insurance

Group insurance plans may furnish not only life insurance protection but also accident and health benefits. Premium costs are low and tax deductible to the company while tax free to you unless you have nonforfeitable rights to permanent life insurance, or, in the case of group-term life insurance, your coverage exceeds $50,000 (3.4). Even where your coverage exceeds $50,000, the tax incurred on your employer’s premium payment is generally less than what you would have to pay privately for similar insurance.

It may be possible to avoid estate tax on the group policy proceeds if you assign all of your ownership rights in the policy, including the right to convert the policy, and if the beneficiary is other than your estate. Where the policy allows assignment of the conversion right, in addition to all other rights, and state law does not bar the assignment, you are considered to have made a complete assignment of the group insurance for estate tax purposes.

The IRS has ruled that where an employee assigns a group life policy and the value of the employee’s interest in the policy cannot be ascertained, there is no taxable gift. This is so where the employer could simply have stopped making payments. However, there is a gift by the employee to the assignee to the extent of premiums paid by the employer. The gift may be a present interest qualifying for the annual gift tax exclusion (39.2).

Split-dollar insurance

Where you want more insurance than is provided by a group plan, your company may be able to help you get additional protection through a split-dollar insurance plan. Under the basic split-dollar plan, your employer purchases permanent cash value life insurance on your life and pays all or part of the annual premium. At your death, your employer is entitled to part of the proceeds equal to the premiums he or she paid. You have the right to name a beneficiary to receive the remaining proceeds which, under most policies, are substantial compared with the employer’s share. Equity split-dollar arrangements allow employees to retain the right to the cash surrender value in excess of the premiums paid by the employer.
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Charitable Split-Dollar Insurance In a charitable split-dollar insurance plan, you give money to a charity, which invests in a life insurance policy and splits the proceeds with your beneficiaries. Taxpayers have attempted to deduct the initial “donations,” but the tax law was changed to disallow the deduction.



In final regulations applicable to split-dollar arrangements entered into or materially modified after September 17, 2003, the IRS has provided two sets of rules, depending on whether the employee or the employer owns the insurance policy (T.D. 9092, 2003-46 IRB 1055). If the employee is the owner, the employer’s premium payments will be treated as loans and the imputed interest will be taxed to the employee. If the employer owns the policy, the employee will be taxed on the value of the life insurance protection, the policy cash value that the employee has access to, and the value of any other economic benefits received from the policy.

In addition, the Section 409A rules for nonqualified deferred compensation plans (2.7) may also apply to certain types of split-dollar arrangements. Notice 2007-34 contains IRS guidance on applying the Section 409A rules and explaining the effect of modifications to a split-dollar arrangement.

2.11 Educational Benefits for Employees’ Children

Private foundations

The IRS has published guidelines for determining whether educational grants made by a private foundation established by an employer to children of employees constitute scholarships. An objective, nondiscriminatory program must be adopted. If the guidelines are satisfied, employees are not taxed on the benefits provided to their children. Advance approval of the grant program must be obtained from the IRS.

IRS guidelines require that:


	Grant recipients must be selected by a scholarship committee that is independent of the employer and the foundation. Former employees of the employer or the foundation are not considered independent.

	Eligibility for the grants may be restricted to children of employees who have been employed for a minimum of up to three years, but eligibility may not be related to the employee’s position, services, or duties.

	Once awarded, a grant may not be terminated if the parent leaves his job with the employer, regardless of the reason for the termination of employment. If a one-year grant is awarded or a multi-year grant is awarded subject to renewal, a child who reapplies for a later grant may not be considered ineligible because his parent no longer works for the employer.

	Grant decisions must be based solely upon objective standards unrelated to the employer’s business and the parent’s employment such as prior academic performance, aptitude tests, recommendations from instructors, financial needs, and conclusions drawn from personal interviews.

	Recipients must be free to use the grants for courses that are not of particular benefit to the employer or the foundation.

	The grant program must not be used by the foundation or employer to recruit employees or induce employees to continue employment.

	There must be no requirement or suggestion that the child or parent is expected to render future employment services.

	A percentage test generally must be met. The number of grants awarded in a given year to children of employees must not exceed (1) 25% of the number of employees’ children who were eligible, applied for the grants, and were considered by the selection committee in that year; or (2) 10% of the number of employees’ children who were eligible during that year, whether or not they applied. Renewals of grants are not considered in determining the number of grants awarded.
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Primary Purpose Deter mination

If all guidelines other than the percentage test are satisfied, the IRS will determine whether the primary purpose of the program is to educate the children. If it is, the grants will be considered scholarships or fellowships; if it is not, the grants are taxed to the parent-employees as extra compensation.



If all of the above tests other than the percentage test are met, the educational grant program can still qualify if the facts and circumstances indicate that the primary purpose of the program is to provide educational benefits rather than to compensate the employees.

Educational benefit trusts and other plans

A medical professional corporation set up an educational benefit plan to pay college costs for the children of “key” employees. Children enrolled in a degree program within two years of graduating from high school could participate in the plan. If an eligible employee quit for reasons other than death or permanent disability, his or her children could not longer receive benefits except for expenses actually incurred before termination. The company made annual contributions to a trust administered by a bank. According to the IRS, amounts contributed to the trust were a form of pay to qualified employees, because the contributions were made on the basis of the parents’ employment and earnings records, not on the children’s need, merit, or motivation. However, the employees could not be taxed when the funds were deposited because the children’s right to receive benefits was conditioned upon each employee’s future performance of services and was subject to a substantial risk of forfeiture. Tax is not incurred until a person has a vested right to receive benefits; here, vesting did not occur until a child became a degree candidate and incurred educational expenses while his or her parent was employed by the corporation. Once the child’s right to receive a distribution from the plan became vested, the parent of the child could be taxed on the amount of the distribution. The company could deduct the same amount.

The Tax Court and appeals court have upheld the IRS position in similar cases.

2.12 Sick Pay Is Taxable

Sick pay received from an employer is generally taxable as wages unless it qualifies as workers’ compensation (2.13). Payments received under accident or health plans are generally tax free (3.3), unless they constitute excess reimbursements (17.4). Payments from your employer’s plan for certain serious permanent injuries are tax free (3.3).

Disability pensions are discussed in 2.14.

Sick pay received from your employer is subject to income tax withholding as if it were wages. Sick pay from a third party such as an insurance company is not subject to withholdings unless you request it on Form W-4S.

2.13 Workers’ Compensation Is Tax Free

You do not pay tax on workers’ compensation payments for job-related injuries or illness. However, your employer might continue paying your regular salary but require you to turn over your workers’ compensation payments. Then you are taxed on the difference between what was paid to you and what you returned.
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Job-Related Injury or Illness

Not all payments for job-related illness or injury qualify as tax-free workers’ compensation. Unless the statute or regulation authorizing your disability payment restricts awards to on-thejob injury or illness, your payment is taxable. Even if your payments are in fact based upon job-related injury or illness, they are taxed if other individuals can receive payments from the plan for disabilities that are not work related; see Example 1 (2.13).




EXAMPLE

John Wright was injured while at work and was out of work for two months. His company continues to pay his weekly salary of $775. He also receives workers’ compensation of $200 a week from the state, which is tax free. He gives the $200 back to his employer. The balance of $575 a week is considered taxable wages.



To qualify as tax-free workers’ compensation, the payments must be made under the authority of a law (or regulation having the force of a law) that provides compensation for on-the-job injury or illness. Payments made under a labor agreement do not qualify as tax-free workers’ compensation.

A retirement pension or annuity does not qualify for tax-free treatment if benefits are based on age, length of service, or prior plan contributions. Such benefits are taxable even if retirement was triggered by a work-related injury or sickness.

State law may impose a penalty for unreasonable delay in paying a worker’s compensation award. If the penalty is considered to have the remedial purpose of facilitating the injured employee’s return to work, the IRS may treat the penalty as part of the original tax-free compensation award.
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Is Sick Leave Tax-Free Workers’ Compensation?

According to the Tax Court, sick leave may qualify as tax-free workers’ compensation if it is paid under a specific workers’ compensation statute or similar government regulation that authorizes the sick leave payment for job-related injuries or illness; see Examples 2, 3, and 4 (2.13).




EXAMPLES


1. Kane, a federal district judge, suffered from sleep apnea, a condition characterized by a cessation of breathing during sleep, which was aggravated by the stress of his judicial work. He received a retirement disability payment of $65,135.

A federal appeals court held that the payment was taxable because it was paid under a statute which did not specifically require that the payments be for work-related injuries. Here, the federal law under which the judge received his payments provided benefits for all permanent disabilities, whether or not job related.

2. A teacher, injured while working, received full salary during a two-year sick leave. She argued that the payments, made under board of education regulations, were similar to workers’ compensation and thus tax free. The IRS disagreed; the regulations were not the same as a workers’ compensation statute. The Tax Court supported the teacher. The payments were made because of job-related injuries and were authorized by regulations having the force of law.

3. The IRS claimed that a police officer in Lynbrook, N.Y., was subject to tax on line-of-duty disability pay because the payment was under a labor agreement with the Police Benevolent Association (PBA). The Tax Court supported the police officer’s claim that the payments were authorized by a specific New York State law requiring full salary for job-related police injuries. The PBA agreement did not affect the officer’s rights to those state law payments. Lynbrook treated the case as a workers’ compensation claim and in fact received reimbursement from the state workers’ compensation board for the payments made to the officer.

4. A Los Angeles sheriff injured on the job retired on disability and, under the Los Angeles workers’ compensation law, was allowed to elect sick pay in lieu of the regular workers’ compensation amount because the sick pay was larger. The IRS argued that the sheriff had merely received taxable sick pay because he would have received the same amount as sick pay if his injuries had been suffered in a personal accident. However, the Tax Court allowed tax-free treatment. The sick leave was paid under a workers’ compensation law that applied solely to work-related injuries. The fact that sick leave may also have been available to other employees under other laws does not mean that it may not be included as an option under a workers’ compensation statute.

The IRS announced that it does not agree with the Tax Court’s decision allowing full tax-free treatment. According to the IRS, benefits up to the regular workers’ compensation amount should be tax free but excess amounts should be taxed.





Effect of workers’ compensation on Social Security

In figuring whether Social Security benefits are taxable (34.2), workers’ compensation that reduces Social Security or equivalent Railroad Retirement benefits is treated as a Social Security (or Railroad Retirement) benefit received during the year. Thus, the workers’ compensation may be indirectly subject to tax (34.2).

2.14 Disability Pensions

Disability pensions financed by your employer are taxable wages unless they are for severe permanent physical injuries that qualify for tax-free treatment (3.3), they are tax-free workers’ compensation (2.13), or they are tax-free government payments as discussed in this section.

Taxable disability pensions are reported as wages until you reach the minimum retirement age under the employer’s plan. After reaching minimum retirement age, payments are reported as a pension (7.25).

If you receive little or no Social Security and your other income is below a specified threshold, you may be eligible to claim a tax credit for disability payments received while you are under the age of 65 and permanently and totally disabled (34.7).

Injury or sickness resulting from active military service

Disability pensions for personal injuries or sickness resulting from active service in the armed forces are taxable if you joined the service after September 24, 1975.
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Refund After Retroactive Military Disability Deter mination

If you pay tax on retirement benefits from the military and then receive a retroactive disability determination from the Department of Veterans Affairs, you may file a refund claim for the tax paid on the retroactively excluded benefits. For disability determinations after June 17, 2008, the deadline for filing the refund claim is extended beyond the normal three-year period (47.2). A refund claim for tax years beginning within five years prior to the determination date can be filed until one year after the date of the determination if that is later than the regular refund deadline.



Military disability payments are tax free if before September 25, 1975, you were entitled to military disability benefits or if on that date you were a member of the armed forces (or reserve unit) of the U.S. or any other country or were under a binding written commitment to become a member. A similar tax-free rule applies to disability pensions from the following government agencies if you were entitled to the payments before September 25, 1975, or were a member of the service (or committed to joining) on that date: The Foreign Service, Public Health Service, or National Oceanic and Atmospheric Administration. The exclusion for pre–September 25, 1975, service applies to disability pensions based upon percentage of disability. However, if a disability pension was based upon years of service, you do not pay tax on the amount that would be received based upon percentage of disability.

Veterans Administration pensions

Disability pensions from the Veterans Administration (now called the Department of Veterans Affairs) are tax free. If you retire from the military and are later given a retroactive award of VA disability benefits, retirement pay during the retroactive period is tax free (other than a lump-sum readjustment payment upon retirement) to the extent of the VA benefit (see the first Law Alert in this section).

If a veteran receives a VA pension for a military service disability, and also disability benefits from the Social Security Administration, the VA benefits are tax free but the Social Security payments may be taxable (34.2).

Pension based on combat-related injuries

Tax-free treatment applies to payments for combat-related injury or sickness that is incurred as a result of any one of the following activities: (1) as a direct result of armed conflict; (2) while engaged in extra-hazardous service, even if not directly engaged in combat; (3) under conditions simulating war, including maneuvers or training; or (4) that is caused by an instrumentality of war, such as weapons.

Social Security disability benefits

Disability benefits from the Social Security Administration (SSA) are treated as regular Social Security retirement benefits that may be taxable (34.2).

In one case, a veteran who received disability benefits from the SSA as well as a disability pension from the Department of Veterans Affairs (VA) for cancer caused by exposure to Agent Orange during the Vietnam War tried to exclude both benefits from income. The IRS did not dispute the exclusion for the VA payments, but it held that the SSA disability benefits were subject to tax as if they were Social Security retirement benefits. The Tax Court and the Second Circuit Court of Appeals rejected the taxpayer’s argument that his SSA disability benefits were excludable as amounts received for personal injuries/sickness resulting from active military service. The Second Circuit held that the military service exclusion is not applicable for SSA disability payments because they are a wage-replacement benefit based on the number of quarters of Social Security coverage, and are payable whether or not the disability arose from military service.

Terrorist attacks or United States military actions

Tax-free treatment applies to disability payments received by any individual for injuries incurred as the direct result of a terrorist attack against the United States or its allies. The exclusion also applies to disability income received as a direct result of a military action involving U.S. Armed Forces in response to aggression against the United States or its allies.
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Terrorist Attacks

Tax-free treatment applies to disability payments resulting from terrorist attacks inside as well as outside the United States.



2.15 Stock Appreciation Rights (SARs)

Stock appreciation rights, or SARs, enable employees to receive the benefit of an increase in value of the employer’s stock between the date the SARs are granted and the date they are exercised. When the SARs are exercised, cash or stock may be delivered as payment for the post-grant appreciation. For example, when your employer’s stock is worth $30 a share, you get 100 SARs exercisable within five years. Two years later, when the stock price has increased to $50 a share, you exercise the SARs and receive $2,000.

If IRS tests are satisfied, the employee is taxed when the post-grant appreciation is received. The situation has been complicated by the enactment of Code Section 409A (2.7), which restricts deferrals of income under nonqualified deferred compensation plans. However, the IRS has provided an exception to the Section 409A rules for SARs issued with an exercise price equal to the stock’s fair market value when the rights are granted.

2.16 Stock Options

Employees receiving statutory stock options do not incur regular income tax liability either at the time the option is granted or when the option is exercised. However, the option spread is generally subject to AMT (23.2). Statutory options include incentive stock options (ISOs) and options under an employee stock purchase plan (ESPP). Employees receiving nonstatutory (nonqualified) stock options generally must include the option spread in income for the year the option is exercised unless the stock does not become vested until a later year.

Incentive stock options (ISOs)

A corporation may provide its employees with incentive stock options to acquire its stock (or the stock of its parent or subsidiaries). For regular income tax purposes, ISOs meeting tax law tests are not taxed when granted or exercised. Income or loss is not reported until you sell the stock acquired from exercising the ISO. The option must be exercisable within 10 years of the date it is granted and the option price must be at least equal to the fair market value of the stock when the option is granted. If the fair market value of stock for which ISOs may first be exercised in a particular year by an employee exceeds $100,000 (valued at date of grant), the excess is not considered a qualifying ISO. An ISO may be exercised by a former employee within three months of the termination of employment; if exercised after three months, income is realized under the rules for nonqualified options, discussed later in this section.

AMT consequences of exercising ISO

Although you do not realize taxable income for regular tax purposes when you exercise an ISO, you may incur a substantial liability for alternative minimum tax (AMT) (23.2). See the Caution on this page.
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Possible AMT Liability for ISO

If you exercise an incentive stock option and your rights in the acquired stock are transferable and not subject to a substantial risk of forfeiture, then on your tax return for the year of exercise you must treat the “bargain element” as an adjustment for alternative minimum tax purposes (23.2) unless you sell the stock by the end of that year. The bargain element is the excess of the fair-market value of the stock when the option was exercised over the option price. You must report an AMT adjustment based on the value of the stock when the option was exercised, even if the value later declines substantially. You avoid the AMT adjustment if you sell the stock in the same year the option was exercised. If your rights in the stock are restricted in the year you exercise the option, the AMT adjustment applies for the year the restrictions are lifted. See 23.2 for further details.



Gain or loss on sale of ISO stock

If the stock acquired by the exercise of the ISO is held for more than one year after acquisition and more than two years after the ISO was granted, you have long-term capital gain or loss (5.3) on the sale, equal to the difference between the selling price of the stock and the option price you paid when you exercised the ISO. If you sell to comply with conflict-of-interest requirements, the holding period rules are considered satisfied.

If you sell before meeting the one-year and two-year holding period tests, a gain on the sale is generally treated as ordinary wage income to the extent of the option spread (bargain element)—the excess of the value of the stock when you exercised the ISO over the option price. Any gain in excess of the spread is reported as capital gain. In figuring the capital gain, cost basis for the stock is increased by the amount treated as wages. If the fair market value of the stock declines between the date the option was exercised and the date the stock is sold, the amount that must be treated as wages is generally reduced. The ordinary income (wages) is limited to the actual gain on the stock sale where the gain is less than the option spread at exercise. However, the reduction to ordinary income does not apply on a sale of the stock to a related person or if replacement shares are purchased within the wash-sale period (30.6) because the reduction applies only if a loss “would be” recognized if sustained (actual loss is not required for limitation to apply so long as a loss “would be” recognized).

If you have a loss on the sale of stock acquired by exercising an ISO, it is a capital loss and there is no ordinary wage income to report.


EXAMPLE

You were granted an incentive stock option (ISO) on March 9, 2009, to buy 1,000 shares of your employer company’s stock at its then fair market value of $10 a share. You exercised the option on January 11, 2010, when the market price for the stock was $15 a share. You sold the stock on January 24, 2011, for $20 a share. Although you held the stock for more than one year, you did not sell more than two years after the date the option was granted. Therefore, part of your gain on the sale in 2011 is ordinary wage income. You have ordinary wage income of $5,000, equal to the option spread ($15,000 value on January 11, 2010, minus $10,000 option price) and $5,000 of long-term capital gain.




	Selling price ($20 × 1,000 shares)
	$20,000



	Less: Cost of stock ($10 exercise price × 1,000 shares)
	10,000



	Gain
	10,000



	Less: Ordinary wage income ($15,000 value – $10,000 option price)
	$5,000



	Capital gain ($20,000 sales price – basis of $15,000 ($10,000 cost + $5,000 treated as wages))
	$5,000







Employee stock purchase plans (ESPPs)

These plans allow employees to buy their company’s stock, usually at a discount. The plan must be nondiscriminatory and meet tax law tests on option terms. Options granted under qualified plans are not taxed until you sell the shares acquired from exercising the option.

If you sell the stock more than one year after exercising the option and also more than two years after the option was granted, gain on the sale is capital gain unless the option was granted at a discount. If at the time the option was granted the fair market value of the stock exceeded the option price, then when you sell the stock, gain is ordinary wage income to the extent of that discount. Any excess gain is long-term capital gain. A loss on the sale is long-term capital loss.

If you sell the acquired stock before meeting the one-year and two-year holding period tests, you must report as ordinary wage income the option spread—the excess of the value of the stock when you exercised the option over the option price. This amount must be reported as ordinary income even if it exceeds the gain on the sale (which would occur if the sale price were lower than the exercise price). Add the ordinary income amount to your cost basis for the stock. If the increased basis is less than the selling price, the difference is capital gain. You have a capital loss if the increased basis exceeds the selling price.


EXAMPLES


1. You are granted an option to buy 1,000 shares from your employer’s ESPP for $20 a share at a time when the market price is $22 a share. You exercise the option 14 months later when the value of the stock is $23 a share. You sell the stock for $30 a share 18 months after exercising the option. You meet the one-year and two-year holding period tests but because the option was granted at a discount, part of the gain on the sale is treated as ordinary income.




	Selling price ($30 × 1,000 shares)
	$30,000



	Less: Cost of stock ($20 × 1,000 shares)
	20,000



	Gain
	10,000



	Less: Ordinary wage income ($22,000 value at grant – $20,000 option price)
	2,000



	Capital gain ($30,000 sales price – basis of $22,000 ($20,000 cost + $2,000 treated as wages))
	$8,000





2. Same facts as in Example 1, except that you sold the stock only six months after you exercised the ESPP option. Since the one-year holding period test was not met, $3,000 of your $10,000 gain is taxed as ordinary wage income. The $3,000 ordinary income equals the option spread between the $23,000 value of the stock when you exercised the option and the $20,000 option price. You also have a $7,000 short-term capital gain: $30,000 sales price – $23,000 basis ($20,000 cost + $3,000 treated as wages).





Nonstatutory (nonqualified) stock options

A nonstatutory stock option (also called a nonqualified option) can in some cases be considered nonqualified deferred compensation subject to the requirements of Code Section 409A (2.7). Under IRS regulations, the Section 409A rules apply if the exercise price can be less than the value of the underlying stock when the option is granted or the option permits any other deferral feature.

If the Section 409A rules do not apply, the amount of income to include and the time to include it depends on whether the option has a readily ascertainable fair market value when the option is granted. It is very rare for a nonstatutory option to be actively traded on an established securities market or to meet the other tests in IRS regulations for having a readily ascertainable fair market value.
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Tax Due on Option Exercise

Determine the amount of cash you will need to make the purchases and meet your tax liability before you exercise a nonqualified option and receive vested stock. If you receive vested stock when you exercise the option, you will realize wage income equal to the excess of the value of the stock over the option price. In addition to the cash to buy the stock, you will need cash to pay the tax on the wage income. The tax is due even if you plan to hold onto the stock before selling.



In the usual case where there is no readily ascertainable fair market value for the option at the time it is granted, no income is realized on the receipt of the option. Income will not be realized until the year the option is exercised, assuming you are vested in the stock in the year you receive it. If the stock is not vested when you exercise the option, income is deferred until the vesting year under the restricted property rules (2.17). In the year that you become vested in the stock, you must report as ordinary wage income the value of the stock (as of the vesting date), minus the amount you paid. If you receive vested stock when the option is exercised, you are taxed on the difference between the fair market value of the stock when you exercise the option and the option price. For example, in 2011, you exercise a nonstatutory stock option to buy 1,000 shares of your employer’s stock at $10 a share when the stock has a value of $30 a share. Your rights to the stock are vested when you buy it. When you exercise the option you are treated as receiving wages of $20,000, equal to the option spread ($30,000 value – $10,000 cost). This income is subject to withholding taxes that you will have to pay out-of-pocket at the time of exercise unless the withholding can be taken from regular cash wages. The taxable spread will be reported as wages on Form W-2 and will be separately identified in Box 12, using Code V. Your cost basis for the shares is increased by the ordinary income reported for exercising the option. If you hold the shares for more than one year after exercising the option and then sell them for $35,000 ($35 a share × 1,000 shares), you will have a $5,000 long-term capital gain ($35,000 – $30,000 increased basis).

If in a rare case a nonstatutory stock option has an ascertainable fair market value, the value of the option less any amount you paid is taxable under the restricted property rules (2.17) as ordinary wage income in the first year that your right to the option is freely transferable or not subject to a substantial risk of forfeiture. However, a Section 83(b) election (2.17) may not be made for the nonstatutory option. For other details and requirements, see IRS Regulation Section 1.83-7.

Nonstatutory stock options may be granted in addition to or in place of incentive stock options. There are no restrictions on the amount of nonstatutory stock options that may be granted.

2.17 Restricted Stock

If in return for performing services you buy or receive company stock (or other property) subject to restrictions, special tax rules apply. Unless you make the Section 83(b) election discussed below, you do not have to pay tax on the stock until the first year in which it is substantially vested, which means that it is either transferable or not subject to a substantial risk of forfeiture. A risk of forfeiture exists where your rights are conditioned upon the future performance of substantial services. In the year the property becomes substantially vested, you must report as compensation (wages) the difference between the amount, if any, that you paid for the stock and its value at the time the risk of forfeiture is removed. The valuation at the time the forfeiture restrictions lapse is not reduced because of restrictions imposed on the right to sell the property. However, restrictions that will never lapse do affect valuation.

SEC restrictions on insider trading are considered a substantial risk of forfeiture, so that there is no tax on the receipt of stock subject to such restrictions. However, the SEC permits insiders to immediately resell stock acquired through exercise of an option granted at least six months earlier. As the stock acquired through such options is not subject to SEC restrictions, the executive is subject to immediate tax upon exercise of an option held for at least six months.

If the stock is subject to a restriction on transfer to comply with SEC pooling-of-interests accounting rules, the stock is considered to be subject to a substantial restriction.

Non-employees

The tax rules for restricted property are not limited to employees. They also apply to independent contractors who are compensated for services with restricted stock or other property.

Sale of property that is not substantially vested

If you sell restricted property in an arm’s-length transaction before it has become substantially vested and you did not make the Section 83(b) election discussed below, gain on the sale (amount realized minus what you paid) must be reported as compensation income for the year of the sale. If the sale is to a related person or is otherwise not at arm’s length, compensation must be reported not only for the year of sale but also for the year the original property becomes substantially vested, as if you still held it. In the later year, the compensation income equals the fair market value of the stock minus the total of the amount you paid for it and the compensation reported on the earlier sale.

Election to include value of restricted stock in income when received (Section 83(b) election)

Although restricted stock is generally not taxable until the year in which it is substantially vested, you may elect to be taxed in the year you receive it on the unrestricted value (as of the date the stock is received), less any payment you made. This election, called a Section 83(b) election, must be made by filing a statement with the IRS no later than 30 days after the date the stock is transferred to you. The election may not be revoked without the consent of the IRS.
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Electing Immediate Tax on Restricted Stock

If you expect restricted stock to appreciate, consider making an election (Section 83(b) election) to be immediately taxed on the value of the restricted stock, minus your cost. If you make the election, any appreciation in value that has accrued since the election was made will not be taxable when the stock becomes substantially vested. Tax on appreciation will not be due until the stock is sold.



If you make the election, you are treated as an investor and later appreciation in value is not taxed as pay when your rights to the stock become vested. To figure capital gain or loss when you sell the stock, your cost basis for the stock is increased by the amount of income you reported as pay under the election. If you forfeit the stock after the election is made, a capital loss (5.4) is allowed for your cost minus any amount realized on the forfeiture.


EXAMPLES


1. In 2011 when your employer’s stock has a market value of $100 a share, your employer allows you to buy 100 shares at $10 a share, or $1,000. Under the terms of your purchase, you must resell the stock to your employer at $10 a share if you leave your job within five years. Because your rights to the stock are subject to a substantial risk of forfeiture, you do not have to include any amount as income in 2010 when you buy it. Assume that in 2015, when the restrictions are lifted, the stock is selling for $200 a share. In 2015, you will have to report $19,000 as ordinary wage income ($20,000 unrestricted value – $1,000 you paid).

2. Same facts as in Example 1, except that within 30 days after you receive the stock, you file a Section 83(b) election with the IRS. With the election, you have wage income for 2011 of $9,000, the value of the stock when you received it ($10,000 for 100 shares) minus your cost ($1,000).

A signed election statement must be filed with the IRS Service Center where you file your return no later than 30 days after the date you received the stock. The statement must include the following: your name, address, Social Security number, the year for which you are making the election, a description of the stock and the restrictions on the stock, the date you received the stock, the fair market value of the stock at receipt (ignoring restrictions unless they never lapse), your cost, if any, for the stock, and a statement that you have provided a copy of the statement to your employer.

You will not have to report any wage income when the stock vests in 2015. If after vesting you sell the shares for $20,000, you will have a long-term capital gain of $10,000 ($20,000 – $10,000 increased basis ($1,000 cost plus $9,000 wage income from election)).
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Employer-furnished fringe benefits are exempt from tax if the tests discussed in this chapter are met.

The most common tax-free benefits are accident and health plan coverage, including employer contributions to health savings accounts (HSAs), group-term life insurance plans, dependent care plans, education assistance plans, tuition reduction plans, adoption benefit plans, cafeteria plans, and plans providing employees with discounts, no-additional-cost services, or employer-subsidized meal facilities.

Highly compensated individuals may be taxed on certain benefits from such plans if nondiscrimination rules are not met.

Table 3-1 Are Your Fringe Benefits Tax Free?




	Fringe benefit—
	Tax Pointer—





	Adoption benefits
	Employer payments to a third party or reimbursements to you in 2011 for qualified adoption expenses are generally tax free up to a limit of $13,360. The exclusion is phased out if modified adjusted gross income is between $185,210 and $225,210 (3.6).



	Athletic facilities
	The fair market value of athletic facilities, such as gyms, swimming pools, golf courses, and tennis courts, is tax free if the facilities are on property owned or leased by the employer (not necessarily the main business premises) and substantially all of the use of the facilities is by employees, their spouses, and dependent children. Such facilities must be open to all employees on a nondiscriminatory basis in order for the company to deduct related expenses.



	Child or dependent care plans
	The value of day-care services provided or reimbursed by an employer under a written, nondiscriminatory plan is tax free up to a limit of $5,000, or $2,500 for married persons filing separately. Expenses are excludable if they would qualify for the dependent care credit; see Chapter 25. On your tax return, you must report employer-provided benefits to figure the tax-free exclusion. Tax-free employer benefits reduce eligibility for the dependent care tax credit (3.5).



	De minimis (minor) fringe benefits
	These are small benefits that are administratively impractical to tax, such as occasional supper money and taxi fares for overtime work, company parties or picnics, and occasional theater or sporting event tickets (3.10).



	Discounts on company products and services
	Services from your employer that are usually sold to customers are tax free if your employer does not incur additional costs in providing them to you (3.16). Merchandise discounts and other discounted services are also eligible for a tax-free exclusion (3.17).



	Education plans
	An up-to-$5,250 exclusion applies to employer-financed undergraduate and graduate courses (3.7).



	Employee achievement awards
	Achievement awards are taxable unless they qualify under special rules for length of service or safety achievement (3.12).



	Group-term life insurance
	Premiums paid by employers are not taxed if policy coverage is $50,000 or less (3.4).



	Health and accident plans including HSAs
	Premiums paid by an employer are tax free. For 2011, employer contributions to a health savings account, or HSA, on behalf of an eligible employee are generally not taxed up to $3,050 for self-only coverage or $6,150 for family coverage (3.2). Benefits under an employer plan are also generally tax free (3.1–3.4).



	Interest-free or low-interest loans
	Interest-free loans received from your employer may be taxed (4.31).



	Retirement planning advice
	Employer-provided retirement income planning advice and information are tax free to employees (and their spouses) so long as the employer maintains a qualified retirement plan. The exclusion does not apply to tax preparation, accounting, legal, or brokerage services.



	Transportation benefits
	Within limits, employer-provided parking benefits, transit passes, and bicycle commuting reimbursements are tax free; see 3.8.



	Tuition reductions
	Tuition reductions for courses below the graduate level are generally tax free. Graduate students who are teaching or research assistants are not taxed on tuition reduction unless the reduction is compensation for teaching services (3.7).



	Working condition benefits
	Benefits provided by your employer that would be deductible if you paid the expenses yourself are a tax-free working condition fringe benefit. See the discussion of company cars (3.8) and other working condition benefits (3.9).



	Volunteer firefighter and emergency medical responder benefits
	Previously allowed tax benefits for volunteer firefighters and emergency medical responders are no longer available. The law that allowed them to exclude from income property tax rebates or up to $30 per month for payments or expense reimbursements received from a state or local government expired at the end of 2010.





3.1 Tax-Free Health and Accident Coverage Under Employer Plans

You are not taxed on contributions or insurance premiums your employer makes to a health, hospitalization, or accident plan to cover you, your spouse, your dependents, and your children under age 27 whether or not they can be claimed as your dependents. If you obtain coverage by making pre-tax salary-reduction contributions under your employer’s cafeteria plan (3.14), the salary reductions are treated as employer contributions that are tax free to you. If you are temporarily laid off and continue to receive health coverage, the employer’s contributions during this layoff period are tax free. If you are retired, you do not pay tax on insurance paid by your former employer. Medical coverage provided to the family of a deceased employee is tax free since it is treated as a continuation of the employee’s fringe-benefit package.

If your employer provides health and accident coverage to your live-in companion who is not recognized as your “spouse” under state law or as your “dependent” (even if support and household membership tests in Chapter 21 are met) because the relationship violates local law, you are taxed on the value of the coverage in excess of what you paid (on an after-tax basis) for it. Furthermore, under the 1996 Defense of Marriage Act, a gay or lesbian partner is not treated as a spouse for federal tax purposes.

If you are age 65 or older, Medicare premiums paid by your employer are not taxed. If you retire and have the option of receiving continued coverage under the medical plan or a lump-sum payment covering unused accumulated sick leave instead of coverage, the lump-sum amount is reported as income at the time you have the option to receive it. If you elect continued coverage, the amount reported as income may be deductible as medical insurance if you itemize deductions (17.5).

Disability coverage

If your employer pays the premiums for your disability coverage (short term or long term) and does not report the payment as compensation income on your Form W-2, or if you pay the premiums with pre-tax salary-reduction contributions, your coverage is tax free but any benefits you subsequently receive from the plan upon becoming disabled will be includible in your gross income (3.3). If you pay the premiums with after-tax contributions or your employer makes contributions that are included on your Form W-2, any disability benefits you receive from the plan will not be taxable to you.

Health Reimbursement Arrangements (HRAs)

Employer contributions to health reimbursement arrangements (HRAs) are not taxed to the employees. The contributions must be paid by the employer and not provided by salary reduction. HRA contributions can be used to reimburse the medical costs of employees, their spouses, and their dependents, and unused expenses may be carried forward to later years (3.3).

Long-term care coverage

An employee is not taxed on employer-provided long-term care coverage that pays benefits in the event the employee becomes chronically ill (17.15). However, long-term care coverage may not be offered to employees through a cafeteria plan (3.15) and reimbursements of long-term care expenses may not be made through a flexible spending arrangement (3.16).

Access and Portability Rules for Group Health Plans

Generally, a group health plan may not bar eligibility to an employee and his or her dependents because of health status or medical history. A plan may exclude coverage for specified conditions or procedures, or limit such coverage, but only if there is no discrimination among similarly situated employees based on health-related factors. Employers are subject to daily penalties if they do not comply with the rules, but small employers with an average of no more than 50 employees in the preceding year are not subject to the penalties, except for those relating to the hospital-length-of-stay requirements for mothers and newborns.

Pre-existing conditions can bar coverage only in limited circumstances. Coverage may be denied for a condition that was diagnosed or treated within six months before enrollment. However, the exclusion cannot last more than 12 months, or 18 months for those who enroll late, and the 12- or 18-month period must be reduced by creditable coverage the employee had before enrollment in the new plan if there was no break in the prior coverage of more than 62 days. Coverage may not be denied to women pregnant on the enrollment date. Newborn children who are enrolled within 30 days of birth must be covered and if the parent changes jobs and enrolls in a new plan without a break in coverage of more than 62 days, the new plan may not exclude the child. A similar protective rule applies to adopted children under age 18 who are enrolled within 30 days of the adoption.

Continuing coverage for group health plans (COBRA coverage)

Employers are subject to daily penalties unless they offer continuing group health and accident coverage to employees who leave the company and to spouses and dependent children who would lose coverage in the case of divorce or the death of the employee. Federal COBRA continuing coverage rules apply to employers with 20 or more employees but smaller employees may be required under state law to provide comparable continuing coverage under “mini-COBRA” laws.
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COBRA Required Despite Other Coverage

The Supreme Court has held that an employer may not deny continuing care coverage to a former employee who on the date of election has coverage under his or her spouse’s group health plan.



Generally, an employer may charge for continuing coverage a premium that is as much as 102% of the regular plan premium for the applicable (family or individual) coverage. However, a special law temporarily reduced premiums for individuals who became eligible for COBRA coverage because of their own or a family member’s involuntary termination from employment occurring from September 1, 2008 through May 31, 2010. Eligible workers and family members only had to pay 35% of the regular COBRA premium for up to 15 months (or less if the individual became eligible for coverage under a new group health plan or for Medicare benefits). A termination for cause qualified for the premium reduction, but not a termination for gross misconduct. The remaining 65% of the premiums were reimbursed to the employer (or, if applicable, the multiemployer health plan or insurance company) through a payroll tax credit. The premium reduction applied to coverage under the federal COBRA rules as well as for comparable coverage under state continuation coverage laws. Since the subsidy was available for a maximum of 15 months and the last eligible workers were those who were terminated from employment in May 2010, the subsidy could extend to as late as August 2011 for such workers. After the 15-month period, regular COBRA premium payment rules applied. An individual who receives the premium reduction for a month may not claim the health coverage credit (25.18) for that month.

Recapture rule for taxpayers receiving COBRA premium subsidy

Higher income individuals who did not elect to waive their right to the premium subsidy were subject to a recapture provision. If you did not waive the subsidy and received COBRA premium assistance in 2011, and your 2011 modified adjusted gross income (MAGI) is over $125,000, or $250,000 if married filing jointly, you must treat some or all of the subsidy as an additional 2011 tax. The recapture rate is 2.5% for every $1,000 of income over the $250,000 threshold for joint filers, or 5% for every $1,000 over the $125,000 threshold for other taxpayers. The entire subsidy is recaptured if modified adjusted gross income exceeds $145,000, or $290,000 on a joint return. The recaptured amount should be entered on Line 60 of Form 1040 and labeled “COBRA.”


[image: image]
COBRA Premium Reduction for Laid-Off Workers

Individuals who were involuntarily terminated from employment on or after September 1, 2008, and before June 1, 2010, and their family members, only had to pay 35% of the regular COBRA premium for up to 15 months. Highincome individuals who received the premium reduction may have to repay it when they file their tax returns.



How COBRA is triggered

Federal COBRA is triggered in these situations:


1. An employee with coverage who voluntarily or involuntarily leaves the company—unless termination is for gross misconduct. Employees who would lose coverage because of a reduction in hours must also be offered continuing coverage. Continuing coverage must also be offered for the employee’s spouse and dependent children who were covered before the employee’s termination or reduction in hours. If accepted, the coverage must last for at least 18 months. Within this period, an employee who elects continuing coverage is protected against the possibility of a coverage gap if he or she joins a new company that limits group health coverage for pre-existing conditions; the old employer’s continuing coverage must remain available.

Extended coverage may apply to disabled individuals. The coverage period is extended from 18 months to 29 months for individuals who notify the plan administrator within 60 days of a determination under Title II or XVI of the Social Security Act that they are disabled. The coverage extension applies if the disability exists at any time during the first 60 days of continuing coverage.

2. On the death of a covered employee, continuing coverage must be offered to the surviving spouse and dependent children who are beneficiaries under the plan on the day before the death. Coverage must be for at least 36 months.

3. If a covered employee obtains a divorce or legal separation, continuing coverage must be offered to the spouse and dependent children for at least 36 months.

If a covered employee drops the coverage for his or her spouse in anticipation of a divorce or legal separation, the spouse must be offered continuing coverage for at least 36 months beginning with the date of divorce or separation. However, the plan does not have to make COBRA coverage available for the period between the date the spouse is dropped from the plan and the date of divorce or separation.

4. If a covered employee becomes eligible for Medicare benefits, continuing coverage under the employer’s plan must be offered to the employee’s spouse and dependent children for at least 36 months.

5. If a dependent child becomes ineligible under the plan upon reaching a certain age, continuing coverage must be offered for at least 36 months.

6. If an employee with health coverage takes unpaid leave under the Family and Medical Leave Act of 1993 (FMLA) upon the birth or adoption of a child or to deal with a serious family illness, and the employee does not return to work following the leave, continuing coverage must be offered as of the last day of the leave. Continuing coverage must also be offered to the employee’s spouse and dependent children if they would otherwise lose coverage.



Employers must provide written notice of the continuing coverage option

If one of the previously discussed qualifying events occurs, the eligible employees, spouses, and/or dependent children generally have 60 days to elect continuing coverage.

3.2 Health Savings Accounts (HSAs) and Archer MSAs

If you are covered by a qualifying high-deductible health plan (HDHP), your employer may make tax-free contributions to a health savings account (HSA) on your behalf. Earnings accumulate tax free within an HSA and distributions are tax free if used to pay your qualified medical expenses, or those of your spouse or dependents. If your employer does not make the maximum tax-free contribution to your HSA, you can make a deductible contribution, so long as the total does not exceed the annual contribution limit (see below).

Archer MSAs are an older type of medical savings plan that HSAs are intended to replace. If your employer set up an Archer MSA on your behalf before 2008, or you became eligible to participate after 2007 in a pre-2008 plan, your employer may continue to contribute to the account. If you work for an eligible small employer with a high-deductible plan, your employer may make tax-free contributions to an Archer MSA on your behalf. A rollover can be made from an Archer MSA to a new health savings account (HSA) that accepts rollovers. If the Archer MSA is retained, withdrawals will be tax free if used to pay qualified medical expenses for you, your spouse, or your dependents.

Health Savings Account (HSA)

You may set up an HSA only if you are covered by a qualifying high-deductible health plan (HDHP, see details below), you are not enrolled in Medicare, and you are not the dependent of another taxpayer. Generally, you must have no coverage other than HDHP coverage, but there are exceptions. You are allowed to have separate coverage for vision, dental, or long-term care, accidents, disability, per diem insurance while hospitalized, insurance for a specific disease or illness, car insurance (or similar insurance for owning or using property), or insurance for workers’ compensation or tort liabilities. Preventive care is also exempt from the deductible requirement.
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Above-the-Line Deduction for HSA Contributions

If you are an eligible employee, contributions you make to your HSA are reported on Form 8889 and deducted on Line 25 of Form 1040; see 3.2 for contribution limits. The deduction is “above the line,” so it is allowed even if you claim the standard deduction.

If you are self-employed, you may claim the “above-the-line” HSA deduction subject to the same limits; see Chapter 41 for further details.



As an eligible employee, you, your employer, or both may contribute to your HSA. The same maximum annual contribution limit applies (see below) regardless of the number of contributors. Your employer may allow you to make pre-tax salary-reduction contributions to an HDHP and HSA as an option under a “cafeteria” plan (3.13).

High-deductible health plan (HDHP)

An HDHP must have a minimum annual deductible and an annual out-of-pocket maximum. For 2011 self-only coverage, an HDHP must have an annual deductible of at least $1,200 and an annual out-of-pocket maximum of $5,950 for co-payments, deductibles, and other payments excluding premiums. The annual deductible for 2011 family coverage must be at least $2,400 and there is an $11,900 limit on out-of-pocket expenses (excluding premiums). For 2012, the $1,200 and $2,400 minimum plan deductibles are not changing.

In the case of family coverage, the terms of the HDHP must deny payments to all family members until the family as a unit incurs annual covered expenses in excess of the minimum annual deductible ($2,400 for 2011 and 2012). Thus, a plan would not be a qualified HDHP for 2011 or 2012 if it allowed payment of an individual family member’s medical expenses exceeding $1,200 (the minimum deductible for self-only coverage) but the family as a whole did not have expenses over $2,400.

However, the minimum annual HDHP deductible does not apply to preventive care benefits. The plan can qualify as an HDHP even if it pays for preventive care without a deductible or after a small deductible (below the regular HDHP minimum). The IRS has provided a safe harbor list of preventive care benefits, including annual physicals, routine prenatal and well-child care, immunizations, tobacco cessation and obesity programs, and screening services for a broad range of conditions including cancer (such as breast, cervical, prostate, ovarian, and colorectal cancer) and cardiovascular disease. Prescription drugs qualify for the preventive care safe harbor if taken by asymptomatic patients with risk factors for a disease, or by recovering patients to prevent the recurrence of a disease.

By law, prescription drug coverage, other than coverage meeting the preventive care safe harbor, is not a permitted exception to the high-deductible requirement. This is a problem for employees whose employers offer separate prescription drug plans that provide first-dollar drug coverage with either a flat dollar or percentage co-payment. HSA contributions cannot be made for individuals with an HDHP and such a prescription drug plan because the prescription drug benefits are not subject to the HDHP minimum annual deductible.
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One-Time Transfer From IRA to HSA

You can make a one-time tax-free transfer from your IRA or Roth IRA to your HSA. A qualifying transfer is not taxable or subject to the 10% penalty for distributions before age 59½. Generally, only one IRA/Roth IRA transfer to an HSA is allowed during your lifetime, but if a transfer is made to a self-only HDHP, and later in the same year you obtain family HDHP coverage, a second transfer from an IRA or Roth IRA may be made in that year. The transfer (or transfers) count towards the annual HSA contribution limit for that year, so if the transfer exceeds the annual HSA contribution limit, the excess is taxable (and possibly subject to the pre-59½ penalty). If you want to transfer amounts from more than one IRA or Roth IRA to an HSA, you have to first roll the funds into a single IRA/Roth IRA and then make the transfer from that account. To be tax free, the transfer must be directly to the HSA trustee or custodian. Furthermore, you must remain HSA-eligible (have qualifying HDHP coverage) for 12 months following the date of the distribution; otherwise, the distribution is taxable (and possibly subject to the pre-59½ penalty) in the year that you cease to be eligible. Changing from family-HDHP coverage to a self-only HDHP during the 12-month testing period is not considered a cessation of HSA eligibility.



Maximum annual HSA contribution for employees

For 2011, the maximum HSA contribution for an employee with self-only coverage is $3,050, and for an employee with family coverage, the maximum contribution for 2011 is $6,150. For employees who are age 55 or older in 2011, an additional “catch-up” contribution of $1,000 may be made. The applicable limit must be reduced by any contributions to an Archer MSA. For 2012, the self-only contribution limit will increase by $50 to $3,100, and the family limit will increase by $100 to $6,250, plus the additional $1,000 catch-up for those age 55 or older; the $1,000 catch-up is fixed by statute.

If you become eligible under an HDHP, contributions are allowed for the months prior to your enrollment in the HDHP, provided you are eligible in December of that year. However, the contributions for the months prior to your enrollment will be included in your income and subject to a 10% penalty if you do not remain eligible for the 12 months following the end of the first eligibility year, unless you are disabled (or die).

All employer contributions must be reported on Form 8889, which you attach to your Form 1040. Contributions by your employer up to the above limit are tax free and are not subject to withholding for income tax or FICA (Social Security and Medicare) purposes. All employer contributions to an HSA are reported in Box 12 of Form W-2 with Code W. Contributions exceeding the excludable limit are also reported in Box 1 of Form W-2 as taxable wages. If you do not remove an excess contribution (and any net income) by the due date for your return (including extensions), the excess is subject to a 6% penalty; see the instructions to Forms 8889 and 5329.

If your employer contributes less than the limit, you may contribute to your HSA but the same overall limit applies to the aggregate contributions. Contributions you make are reported on Form 8889 and deductible “above the line” from gross income on Line 25 of Form 1040. You must attach Form 8889 to your Form 1040.

Archer MSAs

Archer MSAs (medical savings accounts) are in the process of being replaced by HSAs. However, an Archer MSA that is not rolled over to a new HSA may continue to be funded.

To contribute, you must have coverage under a high-deductible health plan and must work for a “small employer,” one that had an average of 50 or fewer employees during either of the two preceding years. For 2011, a high-deductible health plan for self-only coverage must have a deductible of at least $2,050 and no more than $3,050. For family coverage, the deductible must be at least $4,100 and no more than $6,150. The high-deductible plan must limit out-of-pocket expenses (other than premiums) for 2011 to $4,100 for self-only coverage and $7,500 for family coverage.

Generally, you are not eligible for an Archer MSA if you have any other health insurance in addition to the high-deductible plan coverage, except for policies covering only disability, vision or dental care, long-term care, or accidental injuries, or plans that pay a flat amount during hospitalization.

Employer contribution limits

Your employer’s contributions to your Archer MSA are tax free up to an annual limit of 65% of the plan deductible if you have individual coverage and 75% of the deductible for family coverage. The limit is reduced on a monthly basis if you are not covered for the entire year. For example, if for all of 2011 you were covered by a qualifying family coverage high-deductible plan with a $6,150 annual deductible, the maximum tax-free contribution is $4,613 (75% of $6,150). If you had coverage for only 10 months, the limit would be $3,844 (10/12 × $4,613). All employer contributions to your Archer MSA are reported in Box 12 of Form W-2 (Code R). If the contributions exceed the tax-free limit, the excess is reported in Box 1 of Form W-2 as taxable wages. You must report all employer contributions on Form 8853, which you attach to your Form 1040.

If your employer makes any contributions to your account, you may not make any contributions for that year. In addition, if you and your spouse have family coverage under a high-deductible plan and your spouse’s employer contributes to his or her Archer MSA, you cannot contribute to your Archer MSA. If your employer (or spouse’s employer) does not contribute, you may make deductible contributions up to the above employer contribution limits. You report your contributions on Form 8853 and claim your deduction on Line 36 of Form 1040; label it “MSA.” Contributions exceeding the annual limit are subject to a 6% penalty.

3.3 Reimbursements and Other Tax-Free Payments From Employer Health and Accident Plans

Several types of payments from a health or accident plan are not taxable even if your employer paid the entire cost of your coverage:


1. Reimbursements of your medical expenses; see below.

2. Payments for permanent physical injuries; see below.

3. Distributions from a health savings account (HSA) or Archer MSA if they are used to pay for qualified medical expenses; see below.

4. Payments to a chronically ill individual from a qualifying long-term-care insurance contract, but if payments are made on a per diem or other periodic basis the exclusion may be limited. For 2011, payments of up to $300 per day are tax free regardless of actual expenses. If the payments exceed $300 per day, you are only taxed to the extent that the payments exceed your qualifying long-term-care expenses. See 17.15 for further details.



Payments that are not within the above tax-free categories, such as disability benefits, are not taxable to you if you paid all of the premiums with after-tax contributions. If your contributions were made on a pre-tax basis, benefits received from the plan are taxable. For example, benefits are taxable if you paid premiums paid under a cafeteria plan (3.14) with pre-tax contributions that were excluded from your income. If your employer paid all the premiums and you were not taxed on your employer’s payment, any benefits you receive from the plan are fully taxable. If both you (with after-tax contributions) and your employer contributed to the plan, only the amount received that is attributable to your employer’s payments is taxable.

Tax-Free Reimbursements for Medical Expenses

Reimbursements of medical expenses (17.2) that you paid for yourself, your spouse, or any dependents and your children under age 27 are tax free, provided you incurred the expenses after the plan was established. Payment does not have to come directly to you to be tax free; it may go directly to your medical care providers. Reimbursements made under a qualifying health reimbursement arrangement (HRA) qualify for tax-free treatment; see below.


Reimbursed Cosmetic Surgery

An employer’s reimbursement of expenses for cosmetic surgery is taxable unless the employee had surgery to correct disfigurement from an accident, disease, or congenital deformity.



Tax-free treatment applies only for reimbursed expenses, not amounts you would have received anyway, such as sick leave that is not dependent on actual medical expenses. If your employer reimburses you for premiums you paid, the reimbursement is tax free so long as your payment was from after-tax funds. If you paid premiums with pre-tax salary reductions, a “reimbursement” from the employer will be taxable to you because the salary reductions are treated as your employer’s payment, not yours.

Reimbursements for cosmetic surgery do not qualify for tax-free treatment, unless the surgery is for disfigurement related to congenital deformity, disease, or accidental injury.

Reimbursements for your dependents’ medical expenses are tax free. This exclusion applies not only to reimbursed expenses of persons claimed as dependents (21.1) on your return, but also to expenses of qualifying children or relatives who cannot be claimed as your dependents because: (1) they are claimed by the other parent under the special rules for divorced/separated parents (21.7), (2) their gross income exceeds the limit for qualifying relatives ($3,700 for 2011), (3) they file a joint return with their spouse, or (4) you are the dependent of another taxpayer and thus are barred from claiming any dependents on your return.

A qualifying dependent does not include a live-in mate where the relationship violates local law.

If the reimbursement is for medical expenses you deducted in a previous year, the reimbursement may be taxable. See 17.4 for the rules on reimbursements of deducted medical expenses.

If you receive payments from more than one policy and the total exceeds your actual medical expenses, the excess is taxable if your employer paid the entire premium; see the Examples in 17.4.

Health Reimbursement Arrangements (HRAs)

Employers can set up health reimbursement arrangements (HRAs) to reimburse out-of-pocket medical expenses of employees, their spouses, children under age 27 and their dependents. Former employees including retired employees, and spouses and dependents of deceased employees can be covered. Self-employed individuals are not eligible. An HRA must be funded solely by employer contributions and not by salary reductions or after-tax contributions from employees.
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Direct Transfer From HRA to HSA

Your employer can make a one-time direct transfer of your HRA balance to your HSA. The direct transfer must be made before 2012 and it cannot exceed the HRA balance as of September 21, 2006, where that is less than the date-oftransfer balance. Following the transfer, you must remain eligible for an HSA by being covered by a high-deductible health plan (HDHP) (3.2) for at least 12 months. Otherwise, the transferred funds will become taxable and also subject to a 10% penalty.



Employees are not taxed on HRA reimbursements for medical expenses that may be claimed as itemized deductions (17.2), including premiums. Starting in 2011, over-the-counter medicines or drugs other than insulin do not qualify for tax-free reimbursement from an HRA unless they are prescribed by a physician. For contributions and reimbursements (3.1) to be tax free, employees must not receive cash or any benefit (taxable or nontaxable) from an HRA other than reimbursement for medical expenses. If the reimbursement limit is not fully used up by the end of a coverage year, the unused limit can be carried forward to a subsequent year. Nondiscrimination rules apply to self-insured HRAs.

Self-employed health plan that includes spouse

If a self-employed person hires his or her spouse and provides family coverage under a health plan purchased in the name of the business, the employee-spouse may be reimbursed tax-free for medical expenses incurred by both spouses and their dependent children.

Executives taxed in discriminatory self-insured medical reimbursement plans

Although reimbursements from an employer plan for medical expenses of an employee and his or her spouse and dependents are generally tax free, this exclusion does not apply to certain highly compensated employees and stockholders if the plan is self-insured and it discriminates on their behalf. A plan is self-insured if reimbursement is not provided by an unrelated insurance company. If coverage is provided by an unrelated insurer, these discrimination rules do not apply. If a self-insured plan is deemed discriminatory, rank-and-file employees are not affected; only highly compensated employees are subject to tax.

Highly compensated participants subject to these rules include employees owning more than 10% of the employer’s stock, the highest paid 25% of all employees (other than employees who do not have to be covered under the law), and the five highest paid officers.

If highly compensated employees are entitled to reimbursement for expenses not available to other plan participants, any such reimbursements are taxable to them. For example, if only the five highest paid officers are entitled to dental benefits, any dental reimbursements they receive are taxable. However, routine physical exams may be provided to highly compensated employees (but not their dependents) on a discriminatory basis. This exception does not apply to testing for, or treatment of, a specific complaint.

If highly compensated participants are entitled to a higher reimbursement limit than other participants, any excess reimbursement over the lower limit is taxable to the highly compensated participant. For example, if highly compensated employees are entitled to reimbursements up to $5,000 while all others have a $1,000 limit, a highly compensated employee who receives a $4,000 reimbursement must report $3,000 ($4,000 received minus the $1,000 lower limit) as income.

A separate nondiscrimination test applies to plan eligibility. The eligibility test requires that the plan benefit: (1) 70% or more of all employees or (2) 80% or more of employees eligible to participate, provided that at least 70% of all employees are eligible. A plan not meeting either test is considered discriminatory unless proven otherwise. In applying these tests, employees may be excluded if they have less than three years of service, are under age 25, do part-time or seasonal work, or are covered by a union collective bargaining agreement. A fraction of the benefits received by a highly compensated individual from a nonqualifying plan is taxable. The fraction equals the total reimbursements to highly compensated participants divided by total plan reimbursements; benefits available only to highly compensated employees are disregarded. For example, assume that a plan failing the eligibility tests pays total reimbursements of $50,000, of which $30,000 is to highly compensated participants. A highly compensated executive who is reimbursed $4,500 for medical expenses must include $2,700 in income:
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Taxable reimbursements are reported in the year during which the applicable plan year ends. For example, in early 2012 you are reimbursed for a 2011 expense from a calendar-year plan. If under plan provisions the expenses are allocated to the 2011 plan year, the taxable amount should be reported as 2011 income. If the plan does not specify the plan year to which the reimbursement relates, the reimbursement is attributed to the plan year in which payment is made.
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Permanent Physical Injuries

An employer’s payment for permanent disfigurement or permanent loss of bodily function is tax free if the payment is based solely on the nature of the injury. Whether or not you qualify for this exclusion, you may deduct as an itemized deduction any unreimbursed medical expense you have in connection with these injuries subject to the 7.5% adjusted gross income floor (17.1).



Tax-Free Payments for Permanent Physical Injuries

Payments from an employer plan are tax free if they are for the permanent loss of part of the body, permanent loss of use of part of the body, or for permanent disfigurement of yourself, your spouse, your children under age 27, or your dependent. An appeals court held that severe hypertension does not involve loss of a bodily part or function and thus does not qualify for the exclusion.

To be tax free, the payments must be based on the kind of injury and have no relation to the length of time you are out of work or prior years of service. If the employer’s plan does not specifically allocate benefits according to the nature of the injury, the benefits are taxable even if an employee is in fact permanently disabled.


EXAMPLE

After he loses a foot in an accident, Marc Jones receives $50,000 as specified in his employer’s plan. The payment is tax free as it does not depend on how long Jones is out from work.



Disability payments from profit-sharing plan

The Tax Court has held that a profit-sharing plan may provide benefits that qualify for the exclusion for permanent disfigurement or permanent loss of bodily function. The plan must clearly state that its purpose is to provide qualifying tax-free benefits, and a specific payment schedule must be provided for different types of injuries. Without such provisions, payments from the plan are treated as taxable retirement distributions.

HSA or Archer MSA Payments

Tax-free distributions from a health savings account (HSA)

Distributions from an HSA (3.2) are tax free if used to pay qualified medical expenses for you, your spouse, or your dependents. Qualified medical expenses are unreimbursed costs eligible for the itemized deduction (17.2) on Schedule A of Form 1040. In addition, over-the-counter medicines qualify for HSA purposes before 2011 even though they do not (except for insulin) qualify for a medical expenses deduction. However, starting in 2011, only medicines that are actually prescribed by a physician and insulin will qualify. Medical expenses are “qualified” only if incurred after the HSA has been established. A distribution is taxable to the extent it is not used to pay qualified medical expenses. A taxable distribution in 2011 is also subject to a 20% penalty unless you are disabled or are age 65 or older. Distributions will be reported to you on Form 1099-SA and you must report them on Form 8889, which you attach to Form 1040. On Form 8889, you determine if any part of the distribution is taxable and, if it is, that amount must be included as “Other income” on Line 21 of Form 1040. The 20% penalty from Form 8889, if any, is entered on Form 1040, Line 60 (total tax). On the dotted lines next to Lines 21 and 60, enter “HSA” and the amount on the dotted line.

A non-spouse beneficiary who inherits an HSA after the death of the account owner generally must include in income the fair market value of the assets as of the date of death. However, the beneficiary is not subject to the 20% penalty for taxable distributions. If the beneficiary is the account owner’s spouse, he or she becomes the owner of the HSA and will be taxed only on distributions that are not used for qualified medical expenses.

Tax-free distributions from Archer MSA

If you work for a small-business employer and have a qualifying Archer MSA (3.2), earnings accumulate in the account tax free. Withdrawals are tax free if used to pay deductible medical costs for you, your spouse, or dependents. Withdrawals used for a non-qualifying purpose are taxable and a taxable distribution before age 65 or becoming disabled is also subject to a 20% penalty. See 12.12 for further details.

3.4 Group-Term Life Insurance Premiums

You are not taxed on your employer’s payments of premiums on a policy of up to $50,000 on your life. You are taxed only on the cost of premiums for coverage of over $50,000 as determined by the IRS rates shown in the table below. On Form W-2 your employer should include the taxable amount as wages in Box 1 and separately label the amount in Box 12 with Code C. You may not avoid tax by assigning the policy to another person.
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Uncollected Social Security and Medicare of Former Employees

If you receive coverage as a former employee, you must pay with Form 1040 on the line for “total tax” your share of Social Security and Medicare taxes on group-term life insurance over $50,000. The taxable amounts are shown in Box 12 of Form W-2, with Codes M and N.



If two or more employers provide you with group-term insurance coverage, you get only one $50,000 exclusion. You must figure the taxable cost for coverage over $50,000 by using the IRS rates below.

Regardless of the amount of the policy, you are not taxed if, for your entire tax year, the beneficiary of the policy is a tax-exempt charitable organization or your employer.

Your payments reduce taxable amount

If you pay part of the cost of the insurance, your payment reduces dollar for dollar the amount includible as pay on Form W-2.

Retirees

If you retired before 1984 at normal retirement age or on disability and are still covered by a company group-term life insurance policy, you are not taxed on premium payments made by your employer even if coverage is over $50,000. If you retired after 1983 because of disability and remain covered by your company’s plan, you are not taxed even if coverage exceeds $50,000. Furthermore, if you retired after 1983 and are not disabled, you may qualify for tax-free coverage over $50,000 if the following tests are met:


1. The insurance is provided under a plan existing on January 1, 1984, or under a comparable successor plan;

2. You were employed during 1983 by the company having the plan, or a predecessor employer; and

3. You were age 55 or over on January 1, 1984.



However, even if the three tests are met, you may be taxed under the rule below for discriminatory plans if you retired after 1986 and were a key employee.

Key employees taxed under discriminatory plans

The $50,000 exclusion is not available to key employees unless the group plan meets nondiscrimination tests for eligibility and benefits. For 2011, key employees include those who during the year were: (1) more-than-5% owners; (2) more-than-1% owners earning over $150,000; and (3) officers with compensation over $160,000. If the plan discriminates, a key employee’s taxable benefit is based on the larger of (1) the actual cost of coverage or (2) the amount for coverage using the IRS rate table below.

The nondiscrimination rules also apply to former employees who were key employees when they separated from service. The discrimination tests are applied separately with respect to active and former employees.

Group-term life insurance for dependents

Employer-paid coverage for your spouse or dependents is a tax-free de minimis fringe benefit (3.10) if the policy is $2,000 or less. For coverage over $2,000, you are taxed on the excess of the cost (determined under the IRS table below) over your after-tax payments for the insurance, if any.

Table 3-2 Taxable Premiums for Group-Term Insurance Coverage Over $50,000




	Age—%a
	Monthly cost for each $1,000 of coverage over $50,000—





	Under 25
	$0.05



	25–29
	0.06



	30–34
	0.08



	35–39
	0.09



	40–44
	0.10



	45–49
	0.15



	50–54
	0.23



	55–59
	0.43



	60–64
	0.66



	65–69
	1.27



	70 and over
	2.06





a Age is determined at end of year.


EXAMPLE

Lynda Jackson, a 52-year-old executive (not a “key” employee), is provided $200,000 of group-term life insurance in 2011. The taxable value of the coverage is based on the $150,000 coverage in excess of the $50,000 exclusion. As shown in the rate table above, the premium used to determine the taxable coverage is $0.23 for every $1,000 of coverage over $50,000. The taxable amount for the year is $414 ($0.23 x 12 months x 150).

If Lynda had paid $120 towards the coverage, the taxable amount would be reduced to $294 ($414 – $120).



Permanent life insurance

If your employer pays premiums on your behalf for permanent nonforfeitable life insurance, you report as taxable wages the cost of the benefit, less any amount you paid. A permanent benefit is an economic value that extends beyond one year and includes paid-up insurance or cash surrender value, but does not include, for example, the right to convert or continue life insurance coverage after group coverage is terminated. Where permanent benefits are combined with term insurance, the permanent benefits are taxed under formulas found in IRS regulations.
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Tax-Free Exclusion for Employer-Provided Dependent Care

You cannot assume that your employer-provided dependent care benefit is completely tax free merely because your employer has not included any part of it in Box 1 of Form W-2 as taxable wages. Although up to $5,000 of benefits are generally tax free, the tax-free amount is reduced where you or your spouse earn less than $5,000 or where you file separately from your spouse. You must show the amount of your qualifying dependent care expenses and figure the tax-free exclusion on Form 2441.



3.5 Dependent Care Assistance

The value of qualifying day-care services provided by your employer under a written, nondiscriminatory plan is generally not taxable up to a limit of $5,000, or $2,500 if you are filing separately. The same tax-free limits apply if you make pre-tax salary deferrals to a flexible spending account for reimbursing dependent care expenses (3.15). However, you may not exclude from income more than your earned income. If you are married and your spouse earns less than you do, your tax-free benefit is limited to his or her earned income. If your spouse does not work, all of your benefits are taxable unless he or she is a full-time student or is disabled. If a full-time student or disabled, your spouse is treated as earning $250 a month if your dependent care expenses are for one dependent, or $500 a month if the expenses are for two or more dependents.

Expenses are excludable from income only if they would qualify for the dependent care credit; see Chapter 25. If you are being reimbursed by your employer, the exclusion is not allowed if dependent care is provided by a relative who is your dependent (or your spouse’s dependent) or by your child under the age of 19. You must give your employer a record of the care provider’s name, address, and tax identification number. The identifying information also must be listed on your return.

Reporting employer benefits on your return

Your employer will show the total amount of your dependent care benefits in Box 10 of your Form W-2. Any benefits over $5,000 will also be included as taxable wages in Box 1 of Form W-2 and as Social Security wages (Box 3) and Medicare wages (Box 5).

You must report the benefits on Part III of Form 2441, where you determine both the tax-free and taxable (if any) portions of the employer-provided benefits. If any part is taxable, that amount must be included on Line 7 of your return as wages and labeled “DCB.”

Follow IRS instructions for identifying the care provider (employer, babysitter, etc.) on Part I of Form 2441.

The tax-free portion of employer benefits reduces eligibility for the dependent care credit (Chapter 25).

3.6 Adoption Benefits

If your employer pays or reimburses you in 2011 for qualifying adoption expenses under a written, nondiscriminatory plan, up to $13,360 per qualifying child may be tax free. The limit may be increased for 2012 by an inflation adjustment. Employer-provided adoption assistance may be for any child under age 18, or a person physically or mentally incapable of self-care. The exclusion applies to adoption fees, attorney fees, court costs, travel expenses, and other expenses directly related to a legal adoption. Expenses for adopting your spouse’s child and the costs of a surrogate-parenting arrangement do not qualify. If you have other qualifying adoption expenses, you may also be able to claim a tax credit up to a separate $13,360 limit; both the exclusion and the credit may be claimed for the same adoption if they are not for the same expenses. The exclusion and the credit are subject to similar limitations, including a phaseout based on income. See Chapter 25 for a full discussion of the credit.

The full $13,360 exclusion limit is available for the adoption of a “special needs” child even if actual adoption expenses are less than $13,360. A “special needs” designation is made when a state determines that adoption assistance is required to place a child (U.S. citizen or resident) with adoptive parents because of special factors, such as the child’s physical condition or ethnicity.

If you are adopting a child who is not a U.S. citizen or resident when the adoption effort begins, the exclusion is available only in the year the adoption becomes final. For example, if in 2011 your employer pays for expenses of adopting a foreign child but the adoption has not become final by the end of the year, you must report the employer’s payment as wage income for 2011. You will claim the exclusion on Form 8839 in the year the adoption is final.
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Claiming Credit and Exclusion

If you paid adoption expenses in 2011that were not reimbursed by your employer, and the adoption was final in 2011, you may be able to claim the adoption credit; see Chapter 25.



Reporting employer benefits and claiming the exclusion on your 2011 return

You must file Form 8839 to report your employer’s payments and to figure the tax-free and taxable portions of the benefits. The employer’s payments will be included in Box 12 of Form W-2 (Code T). This total includes pre-tax salary reduction contributions that you made to a cafeteria plan (3.14) to cover such expenses.

If you are married, you generally must file a joint return to exclude the benefits as income. However, if you are legally separated or if you lived apart from your spouse for the last six months of the year, the exclusion may be available on a separate return; see Form 8839 for details.

On 2011 tax returns, the allowable exclusion is phased out if your modified adjusted gross income (MAGI) is between $185,210 and $225,210 (including the employer’s adoption assistance and adding back certain tax-free income from foreign sources). Figure the tax-free amount on Form 8839. If your modified adjusted income for 2011 is $225,210 or more, employer-paid adoption expenses are fully taxable.

3.7 Education Assistance Plans

If your employer pays for job-related courses, the payment is tax free to you provided that the courses do not satisfy the employer’s minimum education standards and do not qualify you for a new profession. If these tests are met, the employer’s education assistance is a tax-free working condition fringe benefit (3.9).

Even if not job related, your employer’s payment for courses is tax free up to $5,250, provided the assistance is under a qualifying Section 127 plan meeting nondiscriminatory tests. Graduate courses qualify for the exclusion as well as undergraduate courses. The Section 127 exclusion covers tuition, fees, books, and equipment, plus supplies that you cannot keep at the end of the course. Lodging, meals, and transportation are not covered by the exclusion. Sports or hobby-type courses qualify only if the courses are related to your business or are required as part of a degree program.
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Graduate Courses

Your employer’s payment of graduate school expenses qualifies for the up-to-$5,250 exclusion.



Tuition reductions

Employees and retired employees of educational institutions, their spouses, and their dependent children are not taxed on tuition reductions for undergraduate courses provided the reduction is not payment for teaching or other services. However, an exclusion is allowed for tuition reductions under the National Health Services Corps Scholarship Program and the Armed Forces Health Professions Scholarship Program despite the recipient’s service obligation. Widows or widowers of deceased employees or of former employees also qualify. Officers and highly paid employees may claim the exclusion only if the employer plan does not discriminate on their behalf. The exclusion applies to tuition for undergraduate education at any educational institution, not only the employer’s school.

Graduate students who are teaching or research assistants at an educational institution are not taxed on tuition reductions for courses at that school if the tuition reduction is in addition to regular pay for the teaching or research services or the reduction is provided under the National Health Services Corps Scholarship Program or the Armed Forces Health Professions Scholarship Program. The graduate student exclusion for tuition reductions applies only to teaching and research assistants, and not to faculty or other staff members (or their spouses and dependents) who take graduate courses and also do research for or teach at the school. However, if the graduate courses are work related, a tuition reduction for faculty and staff may qualify as a tax-free working condition fringe benefit (3.9).

3.8 Company Cars, Parking, and Transit Passes

The costs of commuting to a regular job site are not deductible (20.2), but employees who receive transit passes or travel to work on an employer-financed van get a tax break by not having to pay tax on some or all of such benefits. Where a company car is provided, the value of personal use is generally taxable, as discussed below.

Company cars

The use of a company car is tax free under the working condition fringe benefit rule (3.9) to the extent you use the car for business. If you use the car for personal driving, your company has the responsibility of calculating taxable income, which generally is based on IRS tables that specify the annual lease value of various priced cars. You are also required to keep for your employer a mileage log or similar record to substantiate your business use. Your employer should tell you what type of records are required.
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Year-End Benefits

Your employer may decide to treat fringe benefits provided during the last two months of the calendar year as if they were paid during the following year. For example, if your employer makes this election for a company car provided to you in November or December of 2011, only the value of personal use from January through October is taxable to you in 2011; personal use in November and December is taxable in 2012. If your employer elects this special year-end rule, you should be notified near the end of the year or when you receive Form W-2.



Regardless of personal use, you are not subject to tax for a company vehicle that the IRS considers to be of limited personal value. These are ambulances or hearses; flatbed trucks; dump, garbage, or refrigerated trucks; one-passenger delivery trucks (including trucks with folding jump seats); tractors, combines, and other farm equipment; or forklifts. Also not taxable is personal use of school buses, passenger buses (seating at least 20), and moving vans where such personal use is restricted. Exclusions are also allowed for commuting use of a clearly marked police, fire, or public safety officer vehicle by officers required to be on call at all times, and for officially authorized uses of unmarked vehicles by law enforcement officers.

Demonstration cars

The value of a demonstration car used by a full-time auto salesperson is tax free as a working condition fringe benefit if the use of the car facilitates job performance and if there are substantial personal-use restrictions, including a prohibition on use by family members and for vacation trips. Furthermore, mileage outside of normal working hours must be limited and personal driving must generally be restricted to a 75-mile radius around the dealer’s sales office.

Chauffeur services

If chauffeur services are provided for both business and personal purposes, you must report as income the value of the personal services. For example, if the full value of the chauffeur services is $30,000 and 30% of the chauffeur’s workday is spent driving on personal trips, then $9,000 is taxable (30% of $30,000) and $21,000 is tax free.

If an employer provides a bodyguard-chauffeur for business security reasons, the entire value of the chauffeur services is considered a tax-free working condition fringe benefit if: (1) the automobile is specially equipped for security and (2) the bodyguard is trained in evasive driving techniques and is provided as part of an overall 24-hour-a-day security program. If the value of the bodyguard-chauffeur services is tax free, the employee is still taxable on the value of using the vehicle for commuting or other personal travel.

How your employer reports taxable automobile benefits

Social Security and Medicare tax must be withheld. Income tax withholding is not required, but your employer may choose to withhold income tax. If income tax is not withheld, you must be notified of this fact so that you may consider the taxable benefits when determining whether to make estimated tax installments; see Chapter 27. Whether or not withholdings are taken, the taxable value of the benefits is entered on your Form W-2 in Box 14 or on a separate Form W-2 for fringe benefits.

A special IRS rule allows your employer to include 100% of the lease value of using the car on Form W-2, even if you used the car primarily for business. Your employer must specifically indicate on Form W-2 (Box 14) or on a separate statement if 100% of the lease value has been included as income on your Form W-2. If it has, you should compute a deduction on Form 2106 for the business-use value of the car. However, this deduction, plus any unreimbursed car operating expenses, may be claimed only as a miscellaneous itemized deduction on Schedule A subject to the 2% AGI floor (19.1).

Company planes

Under rules similar to those for company cars, employees who use a company airplane for personal trips are taxable on the value of the flights, as determined by the employer using IRS tables.

Qualified Transportation Benefits

Your employer may provide you with transportation benefits that are tax free within certain limits. There are three categories of qualified benefits: (1) transit passes and commuter transportation in a van, bus, or similar highway vehicle are considered together, (2) parking, and (3) bicycle commuting reimbursements.
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Transportation Benefits

If your employer offers you the choice of receiving parking, transit pass, or van pooling benefits instead of cash salary as part of a “cafeteria” plan (3.13) and you elect the benefits rather than the cash, you are not taxed, provided the value does not exceed the monthly tax-free limit.



You may receive benefits from each category so long as the applicable monthly limit (see below) is not exceeded. If the benefits exceed the monthly limit, the excess is treated as wages subject to income tax, Social Security, and Medicare tax.

Transit pass/commuter transportation benefits and parking benefits may be provided through a salary-reduction arrangement. An irrevocable salary-reduction election may be made prospectively for a monthly amount of benefits. The salary reduction for any month may not exceed the total limit for both categories. Unused salary reductions may be carried over to later months and from year to year. However, if you leave the company before using the carryover, the unused amount is forfeited; you cannot get a refund.

Employer-provided transit passes and van/bus transportation

The combined value of employer-provided transit passes plus commuting in an employer’s van or bus is tax free in 2011 up to $230 per month. If the value of benefits for any month does not equal the exclusion limit, the unused amount is lost and may not be carried over to other months.

Qualifying transit passes include tokens, fare cards, or vouchers for mass transit or private transportation businesses using highway vehicles seating at least six passengers

A cash reimbursement for a transit pass is taxable if vouchers (or similar items) are readily available to the employer for distribution to employees. “Ready availability” is determined under tests in IRS regulations. Cash advances are taxable.

Qualifying van or bus pool vehicles must seat at least six passengers and be used at least 80% of the time for employee commuting; on average, the number of employees must be at least half the seating capacity.

The exclusion applies only to regular employees. For partners, more than 2% S corporation shareholders, and independent contractors who are provided transit passes, the IRS allows up to $21 per month as a tax-free de minimis benefit. If the monthly value exceeds $21, the full value is taxable and not just the excess over $21.

Parking provided by employer

For regular employees, the value of employer-provided parking spots or subsidized parking is tax free in 2011 up to a limit of $230 per month. Parking must be on or near the employer’s premises, at a mass transit facility such as a train station or car pooling center. The value of parking benefits exceeding $230 per month is taxable in 2011. For 2012, the $230 monthly cap may be adjusted for inflation.

According to the IRS, parking benefits are to be valued according to the regular commercial price for parking at the same or nearby locations. For example, if an employer in a rural or suburban location provides free parking for employees and there are no commercial parking lots in the area, the employee parking is tax free. Where free parking is available to both business customers and employees, the employee parking is considered to have “zero” value unless the employee has a reserved parking space that is closer to the business entrance than the spaces allotted to customers.

If the value of the right of access to a parking space for a month in 2011 exceeds $230, an employee will be taxed on the excess even if he or she actually uses the space for only a few days during the month.

If the employee pays a reduced monthly price for parking in 2011, there is a taxable benefit for that month only if the price paid plus the $230 exclusion is less than the value of the parking.

Commuter parking benefits for self-employed partners, independent contractors, or more than 2% S corporation shareholders do not qualify for the $230 exclusion but may qualify as a tax-free de minimis benefit (3.10).

Employer-reimbursed bicycle costs

A limited exclusion is allowed for employer reimbursements of qualified bicycle commuting costs of employees. Reimbursements for the cost of a bicycle used for commuting, and for storing, repairing and improving the bicycle, are tax free up to $20 per qualifying month. A qualifying reimbursement may be made until March 31 of the following year.

However, qualifying month restrictions may block the bicycle benefit. The $20 monthly exclusion is allowed only for months in which the employee (1) regularly uses the bicycle for a substantial portion of the commute from home to the place of employment, and (2) does not receive either transit pass/commuter vehicle benefits or parking benefits.

Because of the second condition, an employee who bicycles from home to a train or bus station and continues his or her commute from there cannot get the $20 a month bicycle benefit for any month for which he or she takes advantage of the transit pass/commuter vehicle benefit.

3.9 Working Condition Fringe Benefits

An employer-provided benefit that would be deductible by you if you paid for it yourself (19.3) is a tax-free working condition fringe benefit. Under IRS regulations, such benefits include:

Company car or plane

The value of a company car or plane is tax free to the extent that you use it for business; see 3.8 for more on company cars.

Employer-paid business subscriptions or reimbursed membership dues in professional associations

Product testing

This is a limited exclusion for employees who test and evaluate company manufactured goods away from company premises.

Employer-provided education assistance

Employer-paid undergraduate and graduate courses may be a tax-free working condition fringe benefit if the courses maintain or improve job skills but are not needed to meet your employer’s minimum educational requirements and do not prepare you for a new profession.

Job-placement assistance

According to the IRS, job placement services are tax free so long as they are geared to helping the employees find jobs in the same line of work and the employees do not have an option to take cash instead of the benefits. The employer must also have a business purpose for providing such assistance, such as maintaining employee morale.

For tax-free treatment, there is no nondiscrimination requirement; different types of job placement assistance may be offered, or no assistance at all, in the case of discharged employees with readily transferable skills. Tax-free benefits include the value of counseling on interviewing skills and resume preparation. Executives may be given secretarial support and the use of a private office during the job search.

Job placement benefits received as part of a severance pay arrangement are taxable to the extent that cash could have been elected. An offsetting deduction can be claimed only as a miscellaneous itemized deduction subject to the 2% of adjusted gross income floor (19.3).

3.10 De Minimis Fringe Benefits

Small benefits that would be administratively impractical to tax are considered tax-free de minimis (minor) fringe benefits. Examples are occasional meal money or local transportation fares given to employees working overtime, employer-provided coffee, doughnuts, or soft drinks, personal use of company copying machines, company parties, or tickets for the theater or sporting events. Other de minimis benefits include:

Company eating facility

The value of meals received by employees on workdays at a subsidized eating facility is a tax-free de minimis fringe benefit if the facility is located on or near the business premises and the annual revenue from meal charges equals or exceeds the facility’s direct operating costs. Revenue is treated as equal to operating costs for meals that are tax-free to employees under the employer convenience test (3.13).

Highly compensated employees or owners with special access to executive dining rooms may not exclude the value of their meals as a de minimis fringe benefit; however, the meals may be tax free if meals must be taken on company premises for business reasons (3.13).

Commuting under unsafe circumstances

If you are asked to work outside your normal working hours and due to unsafe conditions your employer provides transportation such as taxi fare, the first $1.50 per one-way commute is taxable but the excess over $1.50 is a tax-free de minimis benefit. This exclusion is not available to certain highly compensated employees and officers, corporate directors, or owners of 1% or more of the company.
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Occasional Overtime Meal Money or Cab Fare

If you work overtime and occasionally receive meal money or cab fare home, the amount is tax free. The IRS has not provided a numerical standard for determining when payments are “occasional.”



Even when working their regular shift, hourly employees who are not considered highly compensated are taxed on only $1.50 per one-way commute if their employer pays for car service or taxi fare because walking or taking public transportation to or from work would be unsafe. The excess value of the transportation over $1.50 is tax free. These rules can apply to day-shift employees who work overtime as well as night-shift employees working regular hours so long as transportation is provided because of unsafe conditions.

3.11 Employer-Provided Retirement Advice

If your employer maintains a qualified retirement plan, the value of retirement planning information and advice provided to you by the employer is not taxable. The exclusion is not limited to information pertaining to the employer’s particular retirement plan. It applies to information for you and your spouse on general retirement income planning, as well as information on how the employer’s plan fits within your overall plan.

Highly compensated employees qualify for the exclusion if similar services are provided to all employees who normally receive information updates on the employer’s retirement plan.

The exclusion does not apply to related services that may be provided by the employer, such as brokerage services, tax preparation, accounting, or legal services; the value of such services is taxable.

3.12 Employee Achievement Awards

Achievement awards are taxable unless they meet special rules for awards of tangible personal property (such as a watch, television, or golf clubs) given to you in recognition of length of service or safety achievement. Cash awards, gift certificates, and similar items are taxable.
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Underpriced Award Items

If the value of an achievement award item is disproportionately high compared to the employer’s cost, the IRS may conclude that the award is disguised compensation, in which case the entire value would be taxable.



As a general rule, if your employer is allowed to deduct the cost of a tangible personal property award, you are not taxed. The employer’s deduction limit, and therefore the excludable limit for you, is $400 for awards from nonqualified plans and $1,600 for awards from qualified plans or from a combination of qualified and nonqualified plans. If your employer’s deduction is less than the item’s cost, you are taxed on the greater of: (1) the difference between the cost and your employer’s deduction, but no more than the award’s fair market value; or (2) the excess of the item’s fair market value over your employer’s deduction. Deduction tests for achievement awards are discussed in 20.25. Your employer must tell you if the award qualifies for full or partial tax-free treatment.

An award will not be treated as a tax-free safety achievement award if employee safety achievement awards (other than those of de minimis value) during the year have already been granted to more than 10% of employees (not counting managers, administrators, clerical employees, or other professional employees). An award made to a manager, administrator, clerical employee, or other professional employee for safety achievement does not qualify for tax-free treatment.

Tax-free treatment also does not apply when you receive an award for length of service during the first five years of employment or when you previously received such awards during the last five years, unless the prior award qualified as a de minimis fringe benefit.
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House One Block Away

Two federal courts held that a school superintendent received tax-free lodging where the home was one block away from the school and separated by a row of other houses. This met the business premises test. The IRS announced that it would continue to litigate similar cases arising outside the Eighth Circuit in which the case arose. The Eighth Circuit includes the states of Arkansas, Iowa, Minnesota, Missouri, Nebraska, and North and South Dakota.



3.13 Employer-Furnished Meals or Lodging

The value of employer-furnished meals is not taxable if furnished on your employer’s business premises for the employer’s convenience. The value of lodging is not taxable if, as a condition of your employment, you must accept the lodging on the employer’s business premises for the employer’s convenience.

Business premises test

The IRS generally defines business premises as the place of employment, such as a company cafeteria in a factory for a cook or an employer’s home for a household employee. The Tax Court has a more liberal view, extending the area of business premises beyond the actual place of business in such cases as these:


	A house provided a hotel manager, although located across the street from the hotel. The IRS has agreed to the decision.

	A house provided a motel manager, two blocks from the motel. However, a court of appeals reversed the decision and held in the IRS’s favor.

	A rented hotel suite that is used daily by executives for a luncheon conference.



Remote camp in foreign country. Lodging in certain foreign “camps” is considered to be furnished on the business premises of the employer. To qualify, lodging must be provided to employees working in remote foreign areas where satisfactory housing is not available on the open market, it must be located as near as practicable to where they work, and it must be in a common area or enclave that is not available to the public and which normally accommodates at least 10 employees.

Convenience of employer test

The employer convenience test requires proof that an employer provides the free meals or lodging for a business purpose other than providing extra pay. In the case of meals, the employer convenience test is deemed to be satisfied for all meals provided on employer premises if a qualifying business purpose is shown for more than 50% of the meals. If meals and lodging are described in a contract or state statute as extra pay, this does not bar tax-free treatment provided they are also furnished for other substantial, noncompensatory business reasons; for example, you are required to be on call 24 hours a day, or there are inadequate eating facilities near the business premises.

Meal charges

Your company may charge for meals on company premises and give you an option to accept or decline the meals. However, by law, the IRS must disregard the charge and option factors in determining whether meals that you buy are furnished for noncompensatory business reasons. If such business reasons exist, the convenience-of-employer test is satisfied. If such reasons do not exist, the value of the meals may be tax free as a de minimis benefit (3.10); otherwise, the value of the meal subsidy provided by the employer is taxable.

Where your employer provides meals on business premises at a fixed charge that is subtracted from your pay whether you accept the meals or not, the amount of the charge is excluded from your taxable pay. If the meal is provided for the employer’s convenience, as in the previous Examples, the value of the meals received is also tax free. If it is not provided for the employer’s convenience, the value is taxable whether it exceeds or is less than the amount charged.
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Meal Exclusion

You may be able to avoid tax on meals that you receive on your employer’s premises even if your meals do not satisfy the employer convenience test. If more than half of the employees to whom meals are furnished on the employer’s business premises are furnished the meals for the employer’s convenience, all of the on-premises meals are treated as being furnished for the employer’s convenience.




EXAMPLES


1. A Las Vegas casino operator provided free cafeteria meals to employees, who were required to remain on casino premises during their entire shift. A federal appeals court (Ninth Circuit) held that the casino’s “stay-on-premises” requirement constituted a legitimate business reason for the meals and thus all of the employee meals were tax free under the employer convenience test. The court refused to second guess the casino’s business decision that a “stay-on-premises” policy was necessary for security and logistics reasons. Once that policy was adopted, the casino employees had no choice but to eat on the premises. The IRS responded to the decision by announcing that it would not challenge “employer convenience” treatment in similar cases where employees are precluded from obtaining a meal off-premises within a normal meal period.

2. A waitress who works from 7 a.m. to 4 p.m. is furnished two meals a day without charge. Her employer encourages her to have her breakfast at the restaurant before working, but she is required to have her lunch there. The value of her breakfast and lunch is not taxable under IRS regulations because it is furnished during her work period or immediately before or after the period. But say she is also allowed to have free meals on her days off and a free supper on the days she works. The value of these meals is taxable; they are not furnished during or immediately before or after her work period.

3. A hospital maintains a cafeteria on its premises where all of its employees may eat during their working hours. No charge is made for these meals. The hospital furnishes meals to have the employees available for emergencies. The employees are not required to eat there. Since the hospital furnishes the meals in order to have employees available for emergency call during meal periods, the meals are not income to any of the hospital employees who obtain their meals at the hospital cafeteria.

4. To assure bank teller service during the busy lunch period, a bank limits tellers to 30 minutes for lunch and provides them with free meals in a cafeteria on the premises so they can eat within this time period. The value of the meals is tax free.





Lodging must be condition of employment

This test requires evidence that the lodging is necessary for you to perform your job properly, as where you are required to be available for duty at all times. The IRS may question the claim that you are required to be on 24-hour duty. For example, at one college, rent-free lodgings were provided to teaching and administrative staff members, maintenance workers, dormitory parents who supervised and resided with students, and an evening nurse. The IRS ruled that only the lodgings provided to the dorm parents and the nurse met the tax-free lodging tests because for the convenience of the college, they had to be available after regular school hours to respond to emergencies.
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Housing as Job Requirement

If housing is provided to some employees with a certain job and not others, the IRS may hold that the lodging is not a condition of employment. For example, the IRS taxed medical residents on the value of hospital lodging where other residents lived in their own apartments.



If you are given the choice of free lodging at your place of employment or a cash allowance, the lodging is not considered to be a condition of employment, and its value is taxable.

If the lodging qualifies as tax free, so does the value of employer-paid utilities such as heat, electricity, gas, water, sewerage, and other utilities. Where these services are furnished by the employer and their value is deducted from your salary, the amount deducted is excluded from taxable wages on Form W-2. But if you pay for the utilities yourself, you may not exclude their cost from your income.


EXAMPLE

Tyrone Jones is employed at a construction project at a remote job site. His pay is $1,500 a week. Because there are no accessible places near the site for food and lodging, the employer furnishes meals and lodging for which it charges $400 a week, which is taken out of Jones’s pay. Jones reports only the net amount he receives—$1,100 a week. The value of the meals and lodging is a tax-free benefit.



Groceries

An employer may furnish unprepared food, such as groceries, rather than prepared meals. Courts are divided on whether the value of the groceries is excludable from income. One court allowed an exclusion for the value of nonfood items, such as napkins and soap—as well as for groceries—furnished to a doctor who ate at his home on the hospital grounds so that he would be available for emergencies.

Cash allowances

A cash allowance for meals and lodging is taxable.

Faculty lodging

Teachers and other employees (and their spouses and dependents) of an educational institution, including a state university system or academic health center, do not have to pay tax on the value of school-provided lodging if they pay a minimal rent. The lodging must be on or near the campus. The minimal required rent is the smaller of: (1) 5% of the appraised value of the lodging; or (2) the average rental paid for comparable school housing by persons who are neither employees nor students. Appraised value must be determined by an independent appraiser and the appraisal must be reviewed annually.

For purposes of the 5% minimum rent rule, academic health centers include medical teaching hospitals and medical research organizations with regular faculties and curricula in basic and clinical medical science and research.


EXAMPLE

Carol Eng, a professor, pays annual rent of $6,000 for university housing appraised at $100,000. The average rent for comparable university housing paid by non-employees and non-students is $7,000. She does not have to pay any tax on the housing since her rental payments are at least 5% of the appraised housing value (5% of $100,000, or $5,000). If her rent was $4,000, she would have to report income of $1,000 ($5,000 minimum required rent – $4,000).



Peace Corps and VISTA volunteers

Peace Corps volunteers working overseas may exclude subsistence allowances from income under a specific code provision. The law does not provide a similar exclusion for the small living expense allowances received by VISTA volunteers.

Table 3-3 Are Your Board and Lodging Tax Free?




	Yes—
	No—





	Hotel executives, managers, housekeepers, and auditors who are required to live at the hotel.
Domestics, farm laborers, fishermen, canners, seamen, servicemen, building superintendents, and hospital and sanitarium employees who are required to have meals and lodging on employer premises.
Restaurant and other food service employees who have meals furnished during or immediately before or after working hours.
Employees who must be available during meal periods for emergencies.
Employees who, because of the nature of the business, must be given short meal periods.
Workers who must use company-supplied facilities in remote areas.
Park employees who voluntarily live in rent-free apartments provided by a park department in order to protect the park from vandalism.
	Your employer gives you a cash allowance for your meals or lodgings.
You have a choice of accepting cash or getting the meals or lodging. For example, under a union contract you get meals, but you may refuse to take them and get an automatic pay increase.
A state hospital employee is given a choice. He or she may live at the institution rent free or live elsewhere and get extra pay each month. Whether he or she stays at the institution or lives outside, the extra pay is included in his or her income.
A waitress, on her days off, is allowed to eat free meals at the restaurant where she works.






[image: image]
Partners Are Not Employees

The IRS does not consider partners or selfemployed persons as employees and so does not allow them to exclude the value of partnershipprovided meals and lodging.
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Mortgage Interest and Taxes

If you itemize deductions on Schedule A (Form 1040), deduct payments for qualifying home mortgage interest (15.1) and real estate taxes (16.6) on your home even if you use a tax-free housing allowance to finance the payments.



3.14 Minister’s Rental or Housing Allowance

A duly ordained minister pays no tax on the rental value of a home provided as part of his or her pay. If a minister is provided with an allowance rather than a home itself, the allowance is generally tax free if used to pay rent, to make a down payment to buy a house, to pay mortgage installments, or for utilities, interest, tax, and repair expenses of the house. However, the exclusion for an allowance is limited to the fair rental value of the home, including furnishings and appurtenances such as a garage, plus the cost of utilities. A rabbi or cantor is treated the same as a minister for purposes of the allowance or in-kind housing exclusion.

The Tax Court has held that the parsonage allowance exclusion is allowed for expenses of a second home as well as for a principal residence.

The church or local congregation must officially designate the part of the minister’s compensation that is a rental or housing allowance. To qualify for tax-free treatment, the designation must be made in advance of the payments. Official action may be shown by an employment contract, minutes, a resolution, or a budget allowance.

Who qualifies for tax-free allowance?

Tax-free treatment is allowed to ordained ministers, rabbis, and cantors who receive housing allowances as part of their compensation for ministerial duties. Retired ministers qualify if their allowance is furnished in recognition of past services.

The IRS has allowed the tax-free exclusion to ministers working as teachers or administrators for a parochial school, college, or theological seminary which is an integral part of a church organization. A traveling evangelist was allowed to exclude rental allowances from out-of-town churches to maintain his permanent home. Church officers who are not ordained, such as a “minister” of music (music director) or “minister” of education (Sunday School director), do not qualify.

The IRS has generally barred an exclusion to ordained ministers working as executives of nonreligious organizations even where services or religious functions are performed as part of the job. The Tax Court has focused on the duties performed. A minister employed as a chaplain by a municipal police department under church supervision was allowed a housing exclusion, but the exclusion was denied to a minister-administrator of an old-age home that was not under the authority of a church and a rabbi who worked for a religious organization as director of inter-religious affairs.

Allowance subject to self-employment tax

Although parsonage allowances are not taxable income, they are reported by self-employed ministers, rabbis, and cantors as self-employment income for Social Security purposes; see Chapter 45. If you do not receive a cash allowance, report the rental value of the parsonage as self-employment income. Rental value is usually equal to what you would pay for similar quarters in your locality. Also include as self-employment income the value of house furnishings, utilities, appurtenances supplied—such as a garage—and the value of meals furnished that meet the rules in 3.13.
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Lawsuit Challenges Constitutionality of Minister’s Tax-Free Benefits

When this book went to press, a federal district court was considering a challenge to the constitutionality of the housing exclusion for ministers. The Freedom From Religion Foundation (FFRF), a nonprofit group that advocates for the separation of church and state, claimed that the exclusion for housing or a housing allowance violates the Establishment Clause of the First Amendment by providing a subsidy that advances religion. The district court denied the IRS’s motion to dismiss and held that a trial was necessary to decide the constitutional issues because the FFRF had alleged facts that leave open the possibility that an objective observer would conclude that the tax law goes too far in aiding and subsidizing religion by providing ministers and churches with tangible financial benefits not allowed secular employers and employees.



Business expenses allocable to tax-free allowance are not deductible

A minister may deduct business expenses allocable to taxable compensation, but not expenses allocable to a tax-free housing allowance. If part of a minister’s salary is designated as a housing allowance, and the minister also has self-employment earnings from the exercise of his ministry, a double allocation is required, first between salary income and self-employment income, and then between the taxable and tax free parts of salary.

For example, in one case a minister had self-employment income comprising 21.56% of his annual income. Of the rest, 53.85% was a tax-free housing allowance and 46.15% was taxable salary. The Tax Court agreed with the double allocation required by the IRS. ince the minister did not provide evidence as to which expenses were generated by which type of income, the Court allocated expenses on a pro rata basis, applying the ratio of salary and self-employment income to total income. Since the self-employment income was 21.56% of total income (including the allowance), 21.56% of the expenses were deductible on Schedule C. The remaining expenses were treated as job-related costs deductible, if at all, as miscellaneous itemized expenses on Schedule A. However, because 53.85% of the minister’s salary was a tax-free housing allowance, 53.85% of the expenses were nondeductible. The balance (46.15% of the expenses) could be claimed on Schedule A as a miscellaneous itemized deduction subject to the 2% of adjusted gross income floor (19.3).

3.15 Cafeteria Plans Provide Choice of Benefits

“Cafeteria plans” is a nickname for plans that give an employee a choice of selecting either cash or at least one qualifying nontaxable benefit. You are not taxed when you elect qualifying nontaxable benefits, although cash could have been chosen instead. A cafeteria plan may offer tax-free benefits such as group health insurance or life insurance coverage, long-term disability coverage, dependent care or adoption assistance, medical expense reimbursements, or group legal services. Long-term care insurance may not be offered through a cafeteria plan under current law.

Employees may be offered a premium-only plan (POP), which allows them to purchase group health insurance coverage or life insurance on a pre-tax basis using salary-reduction contributions.

Health savings accounts (HSAs) and their related high-deductible health plans (HDHPs) may be offered as options by a cafeteria plan (3.2). If so, employees may elect to have contributions made to an HSA and an HDHP on a pre-tax salary-reduction basis.

A cafeteria plan may also offer benefits that are nontaxable because they are attributable to after-tax employee contributions. For example, employees may be offered the opportunity to purchase disability benefits (short term or long term) with after-tax contributions. If a covered employee subsequently receives disability benefits that are attributable to after-tax contributions, the benefits will be tax free. On the other hand, the plan may allow employees to elect paying for disability coverage on a pre-tax basis and, in this case, any benefits from the plan attributable to the pre-tax contributions will be taxable when received.

Under a flexible spending arrangement (FSA), employees may be allowed to make tax-free salary-reduction contributions to a medical or dependent care reimbursement plan (3.16).

A qualified cafeteria plan must be written and not discriminate in favor of highly compensated employees and stockholders. If the plan provides for health benefits, a special rule applies to determine whether the plan is discriminatory. If a plan is held to be discriminatory, the highly compensated participants are taxed to the extent they could have elected cash. Furthermore, if key employees (3.4) receive more than 25% of the “tax-free” benefits under the plan, they are taxed on the benefits. Employers averaging 100 or fewer employees who agree to contribute a fixed amount towards benefits are treated as meeting the nondiscrimination tests under special rules for “simple” cafeteria plans.

3.16 Flexible Spending Arrangements

A flexible spending arrangement (FSA) allows employees to get reimbursed for medical or dependent care expenses from an account they set up with pre-tax dollars. Under a typical FSA, you agree to a salary reduction that is deducted from each paycheck and deposited in a separate account. The salary-reduction contributions are not included in your taxable wages reported on Form W-2. As expenses are incurred, you are reimbursed from the account. Reimbursements used to pay qualified medical expenses are excluded from income.
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Direct Transfer From Health FSA to HSA

Your employer can make a one-time direct transfer of the balance in your health FSA to your HSA. The direct transfer must be made before 2012 and it cannot exceed the health FSA balance as of September 21, 2006, where that is less than the date-of-transfer balance. Following the transfer, you must remain eligible for an HSA by being covered by a high-deductible health plan (HDHP) (3.2) for at least 12 months. Otherwise, the transferred funds will become taxable and also subject to a 10% penalty.



The tax advantage of an FSA is that your salary-reduction contributions are not subject to federal income tax or Social Security taxes, allowing your medical or dependent care expenses to be paid with pre-tax rather than after-tax income. The salary deferrals are also exempt from most state and local taxes; check with the administrator of your employer’s plan.

In the case of a health FSA, paying medical expenses with pre-tax dollars allows you to avoid the 7.5% adjusted gross income (AGI) floor (17.1) that limits itemized deductions for medical costs.

However, to get these tax advantages, you must assume some risk. Under a “use-it-or-lose-it” rule, if your out-of-pocket expenses for the year are less than your contributions, the balance is generally forfeited although your employer can give you an additional 2½ months to spend the funds, as discussed below.

FSA election to contribute generally irrevocable

The IRS has imposed restrictions on FSAs that make them unattractive for many employees. An election to set up an FSA for a given year must be made before the start of that year. You elect how much you want to contribute during the coming year and that amount will be withheld from your pay in monthly installments.

Once the election for a particular year takes effect, you may not discontinue contributions to your account or increase or decrease a coverage election unless there is a change in family or work status that qualifies under IRS regulations.

Use-it-or-lose-it deadline may be extended 2½ months by employer

The use-it-or-lose-it rule in IRS regulations generally prevents employees from using salary-reduction contributions made in one year to pay expenses incurred after the end of that year. Any unused account balance as of the end of the year must be forfeited to the employer.

The use-it-or-lose-it rule has been criticized for discouraging participation in FSAs and encouraging participants to incur unnecessary expenses at the end of the year to avoid forfeiture of unused contributions. In response to pressure from Congress, the IRS relaxed the rule by permitting unused amounts from a health-care FSA or dependent care FSA to pay or reimburse expenses incurred within a 2½-month (two months and 15 days) grace period following the end of each plan year. The grace period is allowed only if the employer amends the cafeteria plan document (which includes the FSA option) to allow it.

For the grace period to apply to the current plan year, the employer must amend the plan before the end of the plan year. For example, if a calendar year plan is amended before the end of 2011, employees with unused health FSA funds at the end of 2011 may use them to reimburse qualified medical expenses incurred during the grace period beginning January 1 and ending March 15, 2012. If the expenses incurred by March 15, 2012, did not cover the unused amount from 2011, the balance would be forfeited to the employer. The end-of-year balance of health FSA funds may only be applied to health expenses incurred during the grace period and not to dependent care or other expenses. Similarly, unused dependent care FSA amounts may be used only for dependent care expenses incurred during the grace period. During the grace period, unused amounts may not be cashed out or converted to any other benefit (taxable or nontaxable). The employer may allow additional time following the end of the grace period to submit reimbursement claims for qualified expenses paid during the plan year and the grace period.

Health-care FSA

The IRS does not impose a dollar limit on contributions to health FSAs, but employers limit employee salary-reduction contributions. However, a provision of the 2010 health-care reform legislation will limit the maximum salary-reduction contribution for 2013 to $2,500, with possible inflation adjustments for years after 2013.
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2½-Month Grace Period Eases Use-It-or-Lose-It Deadline

The IRS has given employers an opportunity to relax the use-it-or-lose-it deadline for health-care and dependent care FSAs. Employers have the option of amending their plans to allow employees an additional 2½ months to use the money in their FSAs. If the grace period is adopted, FSA funds that are unused at the end of a plan year can be applied to expenses incurred within the first 2½ months of the following year.



Funds from a health FSA may generally be used to reimburse you for expenses that you could claim as a medical expense deduction (17.2) such as the annual deductible under your employer’s regular health plan, co-payments you must make to physicians or for prescriptions, and any other expenses that your health plan does not cover. These may include eye examinations, eyeglasses, routine physicals, and orthodontia work for you and your dependents. Starting in 2011, over-the-counter medications such as cold remedies, pain relievers, and allergy medications can be reimbursed tax free from an FSA only if a physician provides a prescription for the medication; this restriction does not apply to insulin.

In addition, a health FSA may not be used to reimburse you for premiums paid for other health plan coverage, including premiums for coverage under a plan of your spouse or dependent. Also, expenses for long-term care services cannot be reimbursed under a health FSA. You may not receive tax-free reimbursements for cosmetic surgery expenses unless the surgery is necessary to correct a deformity existing since birth or resulting from a disease or from injury caused by an accident. Nonqualifying reimbursements are taxable.
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Restriction on Reimbursement of Over-the-Counter Medications

Before 2011, over-the-counter medications could be reimbursed by a health FSA. However, under the 2010 healthcare reform legislation, insulin remains a qualified expense but other over-the-counter medications are qualified expenses for 2011 and later years only if they have been prescribed by a physician.



At any time during the year, you may receive reimbursements up to your designated limit, even though your payments into the FSA account up to that point may add up to less. For example, if you elect to make salary-reduction contributions of $100 per month to a health-care FSA and you incur $500 of qualifying medical expenses in January, you may get the full $500 reimbursement even though you have paid only $100 into the plan. Your employer may not require you to accelerate contributions to match reimbursement claims.

Employees on medical or family leave

Employees who take unpaid leave under the Family and Medical Leave Act (FMLA) to deal with medical emergencies or care for a newborn child may either continue or revoke their coverage during FMLA leave. If the coverage continues, the maximum reimbursement selected by such an employee must be available at all times during the leave period. If the coverage is terminated, the employee must be reinstated under the FSA after returning from the leave, but no reimbursement claims may be made for expenses incurred during the leave.
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$2,500 Limit on Health FSA Contributions in 2013

Employee salary-reduction contributions to a health FSA in 2013 will be limited to $2,500 under a provision in the 2010 healthcare reform legislation. For 2014 and later years, inflation adjustments may increase the $2,500 limit.



Dependent care FSA

You may contribute to a dependent care FSA if you expect to have expenses qualifying for the dependent care tax credit discussed in Chapter 25, but if you contribute to a dependent care FSA, any tax-free reimbursement from the account reduces the expenses eligible for the credit (25.7). If you are married, both you and your spouse must work in order for you to receive tax-free reimbursements from an FSA, unless your spouse is disabled or a full-time student (3.5).

The maximum tax-free reimbursement under the FSA is $5,000, but if either you or your spouse earns less than $5,000, the tax-free limit is the lesser earnings. If your spouse’s employer offers a dependent care FSA, total tax-free reimbursements for both of you are limited to $5,000. Furthermore, if you are considered a highly compensated employee, your employer may have to lower your contribution ceiling below $5,000 to comply with nondiscrimination rules.
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Dependent Care Reimbursements Affect Credit

Reimbursements received tax free from your dependent care FSA reduce the expense base for figuring the dependent care credit; see Chapter 25.



You must use Part III of Form 2441 to figure how much of your reimbursement is tax free and how much must be included in your income. Unlike health FSAs, an employer may limit reimbursements from a dependent care FSA to your account balance. For example, if you contribute $400 a month to the FSA and in January you pay $1,500 to a day-care center for your child, your employer may choose to reimburse you $400 a month as contributions are made to your account.

3.17 Company Services Provided at No Additional Cost

Employees are not taxed on the receipt of services usually sold by their employer to customers where the employer does not incur additional costs in providing them to the employees. Examples are free or low-cost flights provided by an airline to its employees; free or discount lodging for employees of a hotel; and telephone service provided to employees of telephone companies. These tax-free fringes also may be provided to the employee’s spouse and dependent children; retired employees, including employees retired on disability; and widows or widowers of deceased or retired employees. Tax-free treatment also applies to free or discount flights provided to parents of airline employees. Benefits provided by another company under a reciprocal arrangement, such as standby tickets on another airline, may also qualify as tax free.

The employer must have excess service capacity to provide the service and not forego potential revenue from regular customers. For example, airline employees who receive free reserved seating on company planes must pay tax on the benefit because the airline is foregoing potential revenue by reserving seating that could otherwise be sold.
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Highly Compensated Employees

Highly compensated employees can receive taxfree company services only if the same benefits are available to other employees on a nondiscriminatory basis. For 2011, highly compensated employees include employees owning more than a 5% interest in 2011 or 2010, and employees who in 2010 had compensation over $110,000. Employers have the option of including only the top-paid 20% in the over-$110,000 category. The $110,000 compensation threshold may be increased for 2012.



Line of business limitations

If a company has two lines of business, such as an airline and a hotel, an employee of the airline may not receive tax-free benefits provided by the hotel. However, there are exceptions. An employee who provides services to both business lines may receive benefits from both business lines. Benefits from more than one line in existence before 1984 may also be available under a special election made by the company for 1985 and later years. Your employer should notify you of this tax benefit.

3.18 Discounts on Company Products or Services

The value of discounts on company products is a tax-free benefit if the discount does not exceed the employer’s gross profit percentage. For example, if a company’s profit percentage is 40%, the maximum tax-free employee discount for merchandise is 40% of the regular selling price. If you received a 50% discount, then 10% of the price charged customers would be taxable income. The employer has a choice of methods for figuring profit percentage.

Discounts on services that are not tax free under 3.17 for no-additional-cost services qualify for an exclusion, limited to 20% of the selling price charged customers. Discounts above 20% are taxable. An insurance policy is treated as a service. Thus, insurance company employees are not taxed on a discount of up to 20% of the policy’s price.
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Line of Business Rule

The line of business limitation discussed at 3.17 for no-additional-cost services also applies to qualified employee discounts. Thus, if a company operates an airline and a hotel, employees who work for the airline may generally not receive taxfree hotel room discounts. However, if a special election was made by the company, employees may receive tax-free benefits from any line of business in existence before 1984.



Some company products do not qualify for the exclusion. Discounts on real estate and investment property such as securities, commodities, currency, or bullion are taxable. Interest-free or low-interest loans given by banks or other financial institutions to employees are not excludable. Such loans are subject to tax under the rules discussed at 4.31.

Highly compensated employees are subject to nondiscrimination rules (3.17) for no-additional-cost services.
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Dividends and interest that are paid to you in 2011 are reported by the payer to the IRS on Forms 1099.

You will receive copies of:


	Forms 1099-DIV, for dividends

	Forms 1099-INT, for interest

	Forms 1099-OID, for original issue discount



Dividends paid by most domestic corporations and many foreign corporations are subject to the same preferential tax rates as net long-term capital gains (4.2).

Report the amounts shown on the Forms 1099 on your tax return. The IRS uses the Forms 1099 to check the income you report. If you fail to report income reported on Forms 1099, you will receive a statement asking for an explanation and a bill for the tax deficiency. If you receive a Form 1099 that you believe is incorrect, contact the payer for a corrected form.

Do not attach your copies of Forms 1099 to your return. Keep them with a copy of your tax return.

4.1 Reporting Dividends and Mutual-Fund Distributions

Dividends paid to you out of a corporation’s earnings and profits are taxable as ordinary income. The corporation will report dividends on Form 1099-DIV (or equivalent statement). Mutual-fund dividends and distributions are also reported on Form 1099-DIV (or similar form). Corporate dividends and mutual-fund distributions of $10 or more are reported on Form 1099-DIV (or equivalent) whether you receive them in cash or they have been reinvested at your request.

Form 1099-DIV

Form 1099-DIV for 2011 gives you a breakdown of the dividends and distributions paid to you during the year. A mutual-fund or real estate investment trust (REIT) dividend paid to you in January 2012 will also be reported to you on the 2011 Form 1099-DIV if it was declared and was payable in October, November, or December of 2011. The company or fund may send a statement that is similar to Form 1099-DIV. You do not have to attach the Form 1099-DIV (or similar statement) to your tax return.

Box 1a. Ordinary dividends taxed to you are shown in Box 1. These are the most common type of distribution, payable out of a corporation’s earnings and profits. Your share of a mutual fund’s ordinary dividends is also shown on Form 1099-DIV; short-term capital gain distributions are included in the Box 1a total.

Box 1b. Part of the Box 1a amount may be qualified dividends. Qualified dividends reported in Box 1b are generally taxed at the same favorable rates (zero or 15%) as net capital gains. See 4.2 for further details on qualified dividends.

Boxes 2a–2d. Capital gain distributions (long term) from a mutual fund (or real estate investment trust) are shown in Box 2a. Box 2b shows the portion of the Box 2a amount, if any, that is unrecaptured Section 1250 gain from the sale of depreciable real estate. Box 2c shows the part of Box 2a that is Section 1202 gain from small business stock eligible for a 50% or 60% exclusion (5.8). Box 2d shows the amount from Box 2a that is 28% rate gain from the sale of collectibles. If any amount is reported in Box 2b, 2c, or 2d, you must file Schedule D with Form 1040 (5.3).

Box 3. Nontaxable distributions that are a return of your investment are shown in Box 3; see “Return of capital distributions” below.

Box 4. If you did not give your taxpayer identification number to the payer, backup withholding at a 28% rate (26.11) is shown in Box 4.

Box 5. Your share of expenses from a non–publicly offered mutual fund is shown in Box 5 and may be deductible as a miscellaneous itemized deduction subject to the 2% floor (19.15). This amount is included in Box 1a.

Boxes 6 and 7. The foreign tax shown in Box 6 (imposed by the country shown in Box 7) may be claimed as a tax credit on Form 1116 or as an itemized deduction on Schedule A (36.14).

Boxes 8 and 9. Cash and noncash liquidation distributions are shown in these boxes.
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So-Called Dividends That Are Really Interest

Distributions from the following financial institutions are called “dividends,” but are actually interest reported on Form 1099-INT: dividends from credit unions, cooperative banks, savings and loan associations, building and loan associations, and mutual savings banks.



Nominee distribution—joint accounts

If you receive dividends on stock held as a nominee for someone else, or you receive a Form 1099-DIV that includes dividends belonging to another person, such as a joint owner of the account, you are considered to be a “nominee recipient.” If the other owner is someone other than your spouse, you should file a separate Form 1099-DIV showing you as the payer and the other owner as the recipient of the allocable income. Give the owner a copy of Form 1099-DIV by January 31, 2012, so the dividends can be reported on his or her 2011 return. File the Form 1099-DIV, together with a Form 1096 (“Transmittal of Information Return”), with the IRS by February 28, 2012; the deadline is April 2, 2012, if filing electronically.

On your Schedule B (Form 1040) or Schedule 1 (Form 1040A), you list on Line 5 the ordinary dividends reported to you on Form 1099-DIV. Several lines above Line 6, subtract the nominee distribution (the amount allocable to the other owner) from the total dividends. Thus, the nominee distribution is not included in the taxable dividends shown on Line 6 of Schedule B or Schedule 1.

Return of capital distributions

A distribution that is not paid out of earnings is a nontaxable return of capital, that is, a partial payback of your investment. The company will report the distribution in Box 3 of Form 1099-DIV as a nontaxable distribution. You must reduce the cost basis of your stock by the nontaxable distribution. If your basis is reduced to zero by a return of capital distributions, any further distributions are taxable as capital gains, which you report on Schedule D of Form 1040. Form 1040A or Form 1040EZ may not be used.
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Dividends on Life Insurance Policies

Dividends on a life insurance policy (other than a modified endowment contract) are actually a refund of your premiums and are not taxed until they exceed the total premiums paid.
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4.2 Qualified Corporate Dividends Taxed at Favorable Capital Gain Rates

Dividends paid out of current or accumulated earnings of a corporation are taxable (4.5). Stock dividends on common stock (4.6) are generally not taxable, but other types of stock dividends are taxed (4.8).

Dividends from most domestic corporations and many foreign corporations are treated as “qualified dividends,” which are subject to the same favorable rates as net capital gain (the excess of net long-term capital gains over net short-term losses (5.3) ). For 2011, the rate is either 15% or zero, depending on the rate that would otherwise apply to the dividends. The benefit of the zero or 15% reduced rate is obtained as part of the computation of tax liability on the “Qualified Dividends and Capital Gain Tax Worksheet” in the instructions for Form 1040 or Form 1040A, or, if required, on the Schedule D Tax Worksheet (5.3). On the Qualified Dividends and Capital Gain Tax Worksheet (or Schedule D Tax Worksheet, if applicable), the 15% rate is applied to qualified dividends and net capital gain that does not escape tax under the zero rate.

Generally, the zero rate applies to taxpayers whose top bracket is 10% or 15%. Such taxpayers are not taxed at all on their qualified dividends and net capital gain. However, the zero rate is generally not available for qualified dividends (or net capital gain) earned by children and students under age 24 who are subject to the “kiddie tax” rules (24.2); their dividends and gains are taxed as if earned by their parents, who likely are subject to the 15% (rather than zero) rate on dividends/gains. Although the zero rate is intended to benefit taxpayers with modest incomes, taxpayers with substantial dividends/gains whose top bracket would be 25% or higher if there were no capital gain rates may pay no tax (zero rate) on a portion of their qualified dividends/net capital gains, provided their ordinary income (such as salary and interest) is low.

On Form 1099-DIV for 2011, the amount of qualified dividends eligible for the zero or 15% rate will be shown in Box 1b. Certain dividend distributions are not eligible. The reduced rate does not apply unless the dividend is received on stock you held at least 61 days during the 121-day period beginning 60 days before the ex-dividend date. The ex-dividend date is the first date following the declaration of a dividend on which the purchaser of the stock is not entitled to receive the dividend (4.9). When counting the number of days you held the stock, include the day you disposed of the stock but not the day you acquired it. You cannot count towards the 61-day test any days on which your position in the securities was hedged, thereby diminishing your risk of loss.
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Dividends Eligible for Reduced Rates

In Box 1b of Form 1099-DIV for 2011, payers of dividends will report the amount of qualified dividends subject to tax at the reduced rates for net capital gains—either the zero rate (if the 10% or 15% bracket would otherwise apply) or the 15% rate (if the rate would otherwise be 25% or higher). You must enter the qualified dividends on the “Qualified Dividends and Capital Gain Tax Worksheet” in the IRS instructions for Form 1040 or Form 1040A to obtain the benefit of the preferential rate, unless you need the “Schedule D Tax Worksheet” to report other transactions (5.3).

Under current law, the zero and 15% rates will apply to qualified dividends through 2012.



Some dividends from a mutual fund or exchange-traded fund (ETF) may be reported as qualified distributions on Form 1099 although they are not actually qualified distributions and cannot be reported as such on your return. Both you and the fund must hold the underlying security for the required 61-day period. The fund may report a dividend as qualifying without taking into account whether you purchased or sold your shares during the year, so you must determine whether you have met the 61-day holding period test for the shares on which the dividends were paid. When counting the number of days you held the shares, include the day you disposed of the shares but not the day you acquired them.

Generally, distributions on preferred stock instruments do not qualify for qualified dividend treatment because the instruments are hybrid securities that are treated as debt and not stock. Payments on such hybrid instruments are considered interest rather than dividends and thus are not eligible for the reduced tax rate. If the preferred instrument is treated as stock, the reduced rate does not apply to dividends attributable to periods totaling less than 367 days unless the 61-day holding period (discussed above) is met. If the dividends are attributable to periods of more than 366 days, the stock must be held at least 91 days in the 181-day period starting 90 days before the ex-dividend date.

Some dividends are actually interest. Distributions that are called dividends but are actually interest income, such as payments from credit unions and mutual savings banks, are not eligible for the reduced dividend rate. Similarly, certain dividends from exchange-traded funds (ETFs) and from mutual funds represent interest earnings and are not eligible for the reduced rate. Dividends paid by a real estate investment trust (REIT) generally are not eligible, but the reduced rate does apply to REIT distributions that are attributable to corporate tax at the REIT level or which represent qualified dividends received by the REIT and passed through to shareholders.

Dividends from foreign corporations qualify for the reduced rate if the corporation is traded on an established U.S. securities market, incorporated in a U.S. possession, or certain treaty requirements are met.

If your broker loans out your shares as part of a short sale, substitute payments in lieu of dividends may be received on your behalf while the short sale is open. Such substitute payments are not considered dividends and should be included in Box 8 of Form 1099-MISC and reported by you as “Other income” on Line 21 of Form 1040.

Tax-deferred retirement accounts such as traditional IRAs and 401(k) plans do not benefit from the reduced dividend rate. Distributions from such retirement plans are taxable as ordinary income even if the distribution is attributable to dividends.

4.3 Dividends From a Partnership, S Corporation, Estate, or Trust

Dividends you receive as a member of a partnership, stockholder in an S corporation, or as a beneficiary of an estate or trust may be qualified dividends eligible for the reduced tax rate of zero or 15% (4.2).

A distribution from a partnership or S corporation is reported as a dividend only if it is portfolio income derived from nonbusiness activities. Your allowable share of the dividend will be shown on the Schedule K-1 you receive from the partnership or S corporation.

4.4 Real Estate Investment Trust (REIT) Dividends

Dividends from a real estate investment trust (REIT) are shown on Form 1099-DIV. Ordinary dividends reported in Box 1a are taxable at ordinary income rates except for the portion, if any, shown in Box 1b that qualifies for the zero or 15% capital gain rate. Dividends designated by the trust as capital gain distributions in Box 2a are reported by you as long-term capital gains regardless of how long you have held your trust shares. A loss on the sale of REIT shares held for six months or less is treated as a long-term capital loss to the extent of any capital gain distribution received before the sale plus any undistributed capital gains. However, this long-term loss rule does not apply to sales under periodic redemption plans.

4.5 Taxable Dividends of Earnings and Profits

You pay tax on dividends only when the corporation distributing the dividends has earnings and profits. Publicly held corporations will tell you whether their distributions are taxable. If you hold stock in a close corporation, you may have to determine the tax status of its distribution. You need to know earnings and profits at two different periods:


1. Current earnings and profits as of the end of the current taxable year. A dividend is considered to have been made from earnings most recently accumulated.

2. Accumulated earnings and profits as of the beginning of the current year. However, when current earnings and profits are large enough to meet the dividend, you do not have to make this computation. It is only when the dividends exceed current earnings (or there are no current earnings) that you match accumulated earnings against the dividend.



The tax term “accumulated earnings and profits” is similar in meaning to the accounting term “retained earnings.” Both stand for the net profits of the company after deducting distributions to stockholders. However, “tax” earnings may differ from “retained earnings” for the following reason: Reserve accounts, the additions to which are not deductible for income tax purposes, are ordinarily included as tax earnings.


EXAMPLES


1. During 2011, Corporation A paid dividends of $25,000. At the beginning of 2010 it had accumulated earnings of $50,000. It lost $25,000 during 2010. You are taxed on your dividend income in 2010 because the corporation’s net accumulated earnings and profits exceed its dividends.

2. At the end of 2010, Corporation B had a deficit of $200,000. Earnings for 2011 were $100,000. In 2011, it paid stockholders $25,000. The dividends are taxed in 2010; earnings exceeded the dividends.
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Dividend Reinvestment in Company Stock

Your company may allow you either to take cash dividends or automatically reinvest the dividends in company stock. If you elect the stock plan, and pay fair market value for the stock, the full cash dividend is taxable.

If the plan lets you buy the stock at a discount, the amount of the taxable dividend is the fair market value of the stock on the dividend payment date plus any service fee charged for the acquisition. The basis of the stock is also the fair market value at the dividend payment date. The service charge may be claimed as an itemized deduction subject to the 2% of adjusted gross income floor (19.1). If at the same time you also have the option to buy additional stock at a discount and you exercise the option, you have additional dividend income for the difference between the fair market value of the optional shares and the discounted amount you paid for the shares.



4.6 Stock Dividends on Common Stock

If you own common stock in a company and receive additional shares of the same company as a dividend, the dividend is generally not taxable (see Chapter 30) for the method of computing cost basis of stock dividends (30.3) and rights and sales of such stock (30.4).

Exceptions to tax-free rule

A stock dividend on common stock is taxable (4.8) when (1) you may elect to take either stock or cash; (2) there are different classes of common stock, one class receiving cash dividends and another class receiving stock; or (3) the dividend is of convertible preferred stock.

Fractional shares

If a stock dividend is declared and you are only entitled to a fractional share, you may be given cash instead. To save the trouble and expense of issuing fractional shares, many companies directly issue cash in lieu of fractional shares or they set up a plan, with shareholder approval, for the fractional shares to be sold and the cash proceeds distributed to the shareholders. Your company should tell you how to report the cash payment. According to the IRS, you are generally treated as receiving a tax-free dividend of fractional shares, followed by a taxable redemption of the shares by the company. You report on Schedule D capital gain or loss equal to the excess of the cash over the basis of the fractional share; long- or short-term treatment depends on the holding period of the original stock. In certain cases, a cash distribution may be taxed as an ordinary dividend and not as a sale reported on Schedule D; your company should tell you if this is the case.

Stock rights

The rules that apply to stock dividends also apply to distributions of stock rights. If you, as a common stockholder, receive rights to subscribe to additional common stock, the receipt of the rights is not taxable provided the terms of the distribution do not fall within the taxable distribution rules (4.8).
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Stock Splits Are Not Taxed

The receipt of stock under a stock split is not taxable. Stock splits resemble the receipt of stock dividends, but they are not dividends. They do not represent a distribution of surplus as in the case of stock dividends. Although you own more shares, your ownership percentage has not changed. The purpose of a stock split is generally to reduce the price of individual shares in order to increase their marketability. The basis of the old holding is divided among all the shares in order to find the basis for the new shares (30.2).



4.7 Dividends Paid in Property

A dividend may be paid in property such as securities of another corporation or merchandise. You report as income the fair market value of the property. A dividend paid in property is sometimes called a dividend in kind.


EXAMPLE

You receive one share of X corporation stock as a dividend from the G company of which you are a stockholder. You received the X stock when it had a market value of $25; you report $25, the value of the property received. The $25 value is also your basis for the stock.



Corporate benefit may be treated as constructive dividend

On an audit, the IRS may charge that a benefit given to a shareholder-employee should be taxed as a constructive dividend. For example, the Tax Court agreed with the IRS that a corporation’s payment for a license that gave the sole shareholder the right to buy season tickets to Houston Texans football games was a constructive dividend.

4.8 Taxable Stock Dividends

The most frequent type of stock dividend is not taxable: the receipt by a common stockholder of a corporation’s own common stock as a dividend (4.6).

Taxable stock dividends

The following stock dividends are taxable:


	Stock dividends paid to holders of preferred stock. However, no taxable income is realized where the conversion ratio of convertible preferred stock is increased only to take account of a stock dividend or split involving the stock into which the convertible stock is convertible.

	Stock dividends elected by a shareholder of common stock who had the choice of taking stock, property, or cash. A distribution of stock that was immediately redeemable for cash at the stockholder’s option was treated as a taxable dividend.

	Stock dividends paid in a distribution where some shareholders receive property or cash and other shareholders’ proportionate interests in the assets or earnings and profits of the corporation are increased.

	Distributions of preferred stock to some common shareholders and common stock to other common shareholders.

	Distributions of convertible preferred stock to holders of common stock, unless it can be shown that the distribution will not result in the creation of disproportionate stock interests.



Constructive stock dividends

You may not actually receive a stock dividend, but under certain circumstances, the IRS may treat you as having received a taxable distribution. This may happen when a company increases the ratio of convertible preferred stock.

4.9 Who Reports the Dividends

Stock held by broker in street name. If your broker holds stock for you in a street name, dividends earned on this stock are received by the broker and credited to your account. You report on your 2011 return all dividends credited to your account in 2011. The broker is required to file an information return on Form 1099 (or similar form) showing all such dividends.

If your statement shows only a gross amount of dividends, check with your broker if any of the dividends represented nontaxable returns of capital.

Dividends on stock sold or bought between ex-dividend date and record date

Record date is the date set by a company on which you must be listed as a stockholder on its records to receive the dividend. However, in the case of publicly traded stock, an ex-dividend date, which usually precedes the record date by several business days, is fixed by the exchange to determine who is entitled to the dividend.

If you buy stock before the ex-dividend date, the dividend belongs to you and is reported by you. If you buy on or after the ex-dividend date, the dividend belongs to the seller.

If you sell stock before the ex-dividend date, you do not have a right to the dividend. If you sell on or after the ex-dividend date, you receive the dividend and report it as income.

The dividend declaration date and date of payment do not determine who receives the dividend.

Nominees or joint owners

If you receive ordinary dividends on stock held as a nominee for another person, other than your spouse, give that owner a Form 1099-DIV and file a copy of that return with the IRS, along with a Form 1096 (“Transmittal of U.S. Information Return”). The actual owner then reports the income. List the nominee dividends on Schedule B of Form 1040 (or Schedule 1, Form 1040A) along with your other dividends, and then subtract the nominee dividends from the total.


EXAMPLE

You receive Form 1099-DIV showing dividends of $960 including a $200 nominee distribution. You prepare a Form 1099-DIV for the actual owner showing the $200 distribution, and file a copy of the form with the IRS, plus Form 1096. When you file your return, report the nominee distribution along with other ordinary dividends on Schedule B of Form 1040 and then subtract it from the total.




	Dividend Income
	Amount





	Mutual Fund
	$ 310



	Computer Inc.
	450



	Utility Inc.
	200



	Subtotal
	$ 960



	Less: Nominee distribution
	(200)



	Net dividends
	$ 760







Follow the same procedure if you receive a Form 1099-DIV for an account owned jointly with someone other than your spouse. Give the other owner a Form 1099-DIV, and file a copy with the IRS, along with a Form 1096. The other owner then reports his or her share of the joint income. On your return, you list the total dividends shown on Forms 1099-DIV and avoid tax by subtracting from the total the nominee dividends reported to the other owner.

4.10 Year Dividends Are Reported

Dividends are generally reported on the tax return for the year in which the dividend is credited to your account or when you receive the dividend check.

Dividends received from a corporation in a year after the one in which they were declared, when you held the stock on the record date, are taxed in the year they are received; see Example 4 below.
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Year-End Dividend From Mutual Fund

A dividend declared and payable in October through December by a mutual fund or REIT is taxable in the year it is declared, even if it is not paid until January of the following year.




EXAMPLES


1. A corporation declares a dividend payable on December 30, 2011. It follows a practice of paying dividends by checks that are mailed so that stockholders do not receive them until January 2012. You report this dividend on your 2012 return.

2. On December 30, 2011, a dividend is declared by a mutual fund. You receive it in January 2012. The dividend is taxable in 2011, when declared, and not 2012, when received, under the special rule for dividends declared and payable by a mutual fund in the last three months of the year.

3. On December 30, 2011, a dividend is credited by a corporation to a stockholder’s account and made immediately available. The dividend is taxable in 2011 as the crediting is considered constructive receipt in 2011, even though the dividend is not received until 2012 or a later year.

4. You own stock in a corporation. In April 2011, the corporation declared a dividend, but it provided that the dividend will be paid when it gets the cash. It finally pays the dividend in September 2012; the dividend is taxable in 2012.





4.11 Distribution Not Out of Earnings: Return of Capital

A return of capital or “nontaxable distribution” reduces the cost basis of the stock. If your shares were purchased at different times, reduce the basis of the oldest shares first. When the cost basis is reduced to zero, further returns of capital are taxed as capital gains on Schedule D. Whether the gain is short term or long term depends on the length of time you have held the stock. The company paying the dividend will usually inform you of the tax treatment of the payment.
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Insurance Premium Refund

Dividends on insurance policies are actually returns of premiums you previously paid. They are not subject to tax until they exceed the net premiums paid for the contract.



Life insurance dividends

Dividends on insurance policies are not true dividends. They are returns of premiums you previously paid. They reduce the cost of the policy and are not subject to tax until they exceed the net premiums paid for the contract. Interest paid or credited on dividends left with the insurance company is taxable. Dividends on VA insurance are tax free, as is interest on dividends left with the VA.

Where insurance premiums were deducted as a business expense in prior years, receipts of insurance dividends are included as business income. Dividends on capital stock of an insurance company are taxable.

4.12 Reporting Interest on Your Tax Return

You must report all taxable interest. Forms 1099-INT, sent by payers of interest income, give you the amount of interest to enter on your tax return. Although they are generally correct, you should check for mistakes, notify payers of any error, and request a new form marked “corrected.” If tax was withheld (26.12), claim this tax as a payment on your tax return. The IRS will check interest reported on your return against the Forms 1099-INT sent by banks and other payers. If you earn over $1,500 of taxable interest, you list the payers of interest on Part I of Schedule B if you file Form 1040, or on Part I of Schedule 1 if you file Form 1040A. Form 1040EZ may not be used if your taxable interest exceeds $1,500. You must also list tax-exempt interest on your return even though it is not taxable.

You must report interest that has been shown on a Form 1099-INT in your name although it may not be taxable to you. For example, you may have received interest as a nominee or as accrued interest on bonds bought between interest dates. In these cases, list the amounts reported on Form 1099 along with your other interest income on Schedule B if you file Form 1040, or Schedule 1 if you file Form 1040A. On a separate line, label the amount as “Nominee distribution,” or “Accrued interest” (4.15), and subtract it from the total interest shown. Accrued interest is discussed below. Nominee distributions are discussed below under “Joint Accounts.”

If you received interest on a frozen account (4.13), include the interest from Form 1099 on Schedule B if you file Form 1040, or on Schedule 1 if you use Form 1040A. On a separate line, write “frozen deposits” and subtract the amount from the total interest reported.

You generally do not have to list the payers of interest if your interest receipts are $1,500 or less. However, complete Part I of Schedule B if you have to reduce the interest shown on Form 1099 by nontaxable amounts such as accrued interest, tax-exempt interest, nominee distributions, frozen deposit interest, amortized bond premium, or excludable interest on savings bonds used for tuition.

Joint accounts

Form 1099-INT will be sent to the joint owner whose name and Social Security number was reported to the bank (or other payer) on Form W-9 when the account was opened. If you receive a Form 1099-INT for interest on an account you own with someone other than your spouse, you should file a nominee Form 1099-INT with the IRS to indicate that person’s share of the interest, together with Form 1096 (“Transmittal of Information Return”). Give a copy of the Form 1099-INT to the other person. When you file your own return, you report the total interest shown on Form 1099-INT and then subtract the other person’s share so you are taxed only on your portion of the interest; see the Example below.

Do not follow this procedure if you contributed all of the funds and set up the joint account merely as a “convenience” account to allow the other person to automatically inherit the account when you die. In this case, you report all of the interest income.
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Tax-Exempt Interest

Tax-exempt interest, such as from municipal bonds, must be reported on your return although it is not subject to regular income tax. Tax-exempt interest is shown in Box 8 of Form 1099-INT and any portion that is subject to AMT (23.3) is shown in Box 9. Report the Box 8 amount on Line 8b of Form 1040 or Form 1040A.




EXAMPLE

Your Social Security number is listed on a bank account owned jointly with your sister. You each invested 50% of the account principal and have agreed to share the interest income. You receive a Form 1099-INT for 2011 reporting total interest of $1,700 on the account. By January 31, 2012, prepare and give to your sister another Form 1099-INT that identifies you as the payer and her as the recipient of her share, or $850 interest. Send a copy of the Form 1099-INT and a Form 1096 to the IRS no later than February 28, 2012 (April 2, if filing electronically). Your sister will report the $850 interest on her return. On your Form 1040, report the full $1,700 interest on Line 1 of Schedule B, along with your other interest income. Above Line 2, subtract the $850 belonging to your sister to avoid being taxed on that amount; label the subtraction “Nominee distribution.”



Savings certificates, deferred interest

The interest element on certificates of deposit and similar plans of more than one year is treated as deferred interest original issue discount (OID) and is taxable on an annual basis. The bank notifies you of the taxable OID amount on Form 1099-OID. If you discontinue a savings plan before maturity, you may have a loss deduction for forfeited interest, which is listed on Form 1099-INT or Form 1099-OID (4.16).

Tax on interest can be deferred on a savings certificate with a term of one year or less. Interest is taxable in the year it is available for withdrawal without substantial penalty. Where you invest in a six-month certificate before July 1, the entire amount of interest is paid six months later and is taxable in the year of payment. However, when you invest in a six-month certificate after June 30, only interest actually paid or made available for withdrawal before the end of the year without substantial penalty is taxable in the year of issuance. The balance is taxable in the year of maturity. You can defer interest to the following year by investing in a six-month certificate after June 30, provided the payment of interest is specifically deferred to the year of maturity by the terms of the certificate. Similarly, interest may be deferred to the following year by investing in longer term certificates of up to one year, provided that the crediting of interest is specifically deferred until the year of maturity.

Accrued interest on a bond bought between interest payment dates

Interest accrued between interest payment dates is part of the purchase price of the bond. This amount is taxable to the seller as explained in 4.15. If you purchased a bond and received a Form 1099-INT that includes accrued interest on a bond, include the interest on Line 1 of Schedule B, Form 1040, and then on a separate line above Line 2 subtract the accrued interest from the Line 1 total.

Custodian account of a minor (Uniform Transfers to Minors Act)

The interest is taxable to the child if his or her name and Social Security number were provided to the payer on Form W-9. However, if the child has net investment income for 2011 over $1,900, the “kiddie tax” (24.2) probably applies, in which case the excess over $1,900 is subject to tax at the parent’s top tax rate.

4.13 Interest on Frozen Accounts Not Taxed

If you have funds in a bankrupt or insolvent financial institution that freezes your account by limiting withdrawals, you do not pay tax on interest allocable to the frozen deposits. The interest is taxable when withdrawals are permitted. Officers and owners of at least a 1% interest in the financial institution, or their relatives, may not take advantage of this rule and must still report interest on frozen deposits.

On Part I of Schedule B of Form 1040 or on Schedule 1 of Form 1040A, report the full amount shown on Form 1099-INT, even if the interest is on a “frozen” deposit. Then, on a separate line, subtract the amount allocable to the frozen deposit from the total interest shown on the Schedule; label the subtraction “frozen deposits.” Thus, the interest on the frozen deposit is not included on the line of your return showing taxable interest.

Refund opportunity

If you reported interest on a frozen deposit on a tax return for a prior year, you generally have three years to file a refund claim for the tax paid on the interest (47.2).

4.14 Interest Income on Debts Owed to You

You report interest earned on money that you loan to another person. If you are on the cash basis, you report interest in the year you actually receive it or when it is considered received under the “constructive receipt rule.” If you are on the accrual basis, you report interest when it is earned, whether or not you have received it.

See 4.31 for minimum interest rates required for loans and 4.18 when OID rules apply.

Where partial payment is being made on a debt, or when a debt is being compromised, the parties may agree in advance which part of the payment covers interest and which covers principal. If a payment is not identified as either principal or interest, the payment is first applied against interest due and reported as interest income to the extent of the interest due.

Interest income is not realized when a debtor gives you a new note for an old note where the new note includes the interest due on the old note.

If you give away a debtor’s note, you report as income the collectible interest due at the date of the gift. To avoid tax on the interest, the note must be transferred before interest becomes due.
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Lost Deposits

If you lose funds because of a financial institution’s bankruptcy or insolvency, and you can reasonably estimate such a loss, you may deduct the loss as a nonbusiness bad debt, as a casualty loss, or as a miscellaneous itemized deduction (18.5).



4.15 Reporting Interest on Bonds Bought or Sold

When you buy or sell bonds between interest dates, interest is included in the price of the bonds. If you are the buyer, you do not report as income the interest that accrued before your date of purchase. The seller reports the accrued interest. Reduce the basis of the bond by the accrued interest reported by the seller. The following Examples illustrate these rules.
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Accrued Interest

When you buy bonds between interest payment dates and pay accrued interest to the seller, this interest is taxable to the seller. The accrued interest is included on the Form 1099-INT you receive, but you should subtract it from your taxable interest; see Example 1 in 4.15.




EXAMPLE


1. Purchase. On April 30, you buy for $5,200 a $5,000 corporate bond bearing interest at 5% per year, payable January 1 and July 1. The purchase price of the bond included accrued interest of $88.33 for the period January 1–April 30.




	Interest received on 7/1
	$125.00



	Less: Accrued interest
	83.33



	Taxable interest
	$ 41.67





Form 1099 sent to you includes the $83.33 of accrued interest. On Schedule B of Form 1040, you report the total interest of $125 received on July 1 and then on a separate line subtract the accrued interest of $83.33. Write “Accrued Interest” on the line where you show the subtraction.

Your basis for the bond is $5,117 ($5,200 – $83.33) for purposes of figuring gain or loss on a later sale of the bond.

2. Sale. On April 30, you sell for $5,200 a $5,000 5% bond with interest payable January 1 and July 1. The sales price included interest of $83.33 accrued from January 1–April 30. Your cost for the bond was $5,000. On your return, you report interest of $83.33 and capital gain of $117.




	You receive
	$ 5,200.00



	Less: Accrued interest
	83.33



	Sales proceeds
	$ 5,116.67



	Less: Your cost
	5,000.00



	Capital gain
	$ 116.67, or $117









Redemptions, bankruptcy, reorganizations

On a redemption, interest received in excess of the amount due at that time is not treated as interest income but as capital gain.


EXAMPLE

You hold a $5,000 9% bond with interest payable January 1 and July 1. The company can call the bonds for redemption on any interest date. In May, the company announces it will redeem the bonds on July 1. But you may present the bond for redemption beginning with June 1 and it will be redeemed with interest to July 1. On June 1 you present the bond and receive $5,225 – $5,000 principal, $187.50 interest to June 1, and $37.50 extra interest to July 1. The $37.50 is treated as a capital gain; the $187.50 is interest.



Taxable interest may continue on bonds after the issuer becomes bankrupt, if a guarantor continues to pay the interest when due. The loss on the bonds will occur only when they mature and are not redeemed or when they are sold below your cost. In the meantime, the interest received from the guarantor is taxed.

Bondholders exchanging their bonds for stock, securities, or other property in a tax-free reorganization, including a reorganization in bankruptcy, have interest income to the extent the property received is attributable to accrued but unpaid interest; see Internal Revenue Code Section 354(a)(2)(B).

Bonds selling at a flat price

When you buy bonds with defaulted interest at a “flat” price, a later payment of the defaulted interest is not taxed. It is a tax-free return of capital that reduces your cost of the bond. This rule applies only to interest in default at the time the bond is purchased. Interest that accrues after the date of your purchase is taxed as ordinary income.

4.16 Forfeiture of Interest on Premature Withdrawals

Banks usually impose an interest penalty if you withdraw funds from a savings certificate before the specified maturity date. You may lose interest if you prematurely withdraw funds in order to switch to higher paying investments, or if you need the funds for personal use. In some cases, the penalty may exceed the interest earned so that principal is also forfeited to make up the difference.

If you are penalized, you must still report the full amount of interest credited to your account. However, on Form 1040, you may deduct the full amount of the penalty, forfeited principal as well as interest. The deductible penalty amount is shown in Box 2 of Form 1099-INT sent to you. You may claim the deduction even if you do not itemize deductions. On Form 1040, enter the deduction on Line 30, marked “Penalty on early withdrawal of savings.”
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CD Early Withdrawal

If you are penalized for making an early withdrawal from a certificate of deposit, you may lose part of your interest or principal. You must report the full amount of interest credited to your account, but you may deduct the full amount of the penalty(whether forfeited principal or interest) on Line 30 of Form 1040.



Loss on redemption before maturity of a savings certificate

If you redeem a long-term (more than one year) savings certificate for a price less than the stated redemption price at maturity, you are allowed a loss deduction for the amount of original issue discount (OID) reported as income but not received. The deductible amount is shown in Box 3 of Form 1099-OID. Claim the deduction on Line 30 of Form 1040. The basis of the obligation is reduced by the amount of the deductible loss.

Do not include in the computation any amount based on a fixed rate of simple or compound interest that is actually payable or is treated as constructively received at fixed periodic intervals of one year or less.

4.17 Amortization of Bond Premium

Bond premium is the extra amount paid for a bond in excess of its principal or face amount when the value of the bond has increased due to falling interest rates. The premium is included in your basis in the bond but if the bond pays taxable interest, you may elect to amortize the premium by deducting it over the life of the bond. Amortizing the premium annually is usually advantageous because it gives an annual deduction to offset the interest income from the bond. Basis of the bond is reduced by the amortized premium. If you claim amortization deductions and hold the bond to maturity, basis is reduced by the entire amortized premium and you have neither gain nor loss at redemption.

You may not claim a deduction for a premium paid on a tax-exempt bond. However, you must still reduce your basis in the bond by the annual amortization amount. The amortized amount also reduces the amount of tax-exempt interest that you report on your return (4.24).

Dealers in bonds may not deduct amortization but must include the premium as part of cost.
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Amortized Premium Reduces Basis

You reduce the cost basis of the bond by the amount of the premium taken as a deduction.

If you hold the bond to maturity, the entire premium is amortized and you have neither gain nor loss on redemption of the bond. If before maturity you sell the bond at a gain (selling price exceeds your basis for the bond), you realize long-term capital gain if you held the bond long term. A sale of the bond for less than its adjusted basis gives a capital loss.



Capital loss alternative to amortizing premium

If you do not elect to amortize the premium on a taxable bond, you will realize a capital loss when the bond is redeemed at par or you sell it for less than you paid for it. For example, you bought a $1,000 corporate bond for $1,300 and did not amortize the $300 premium; you will realize a $300 capital loss when the bond is redeemed at par: $1,000 proceeds less $1,300 cost basis ($1,000 face value plus $300 premium). You could realize a capital gain if you sell the bond for more than the premium price you paid.

Determining the amortizable amount for the year

The annual amortizable premium is based on the constant yield method if the bond was issued after September 27, 1985. This method is the same as the optional constant yield method for reporting market discount (4.20). See IRS Publication 1212 or consult a tax professional for making the complex computations.

For taxable bonds subject to a call before maturity, the amortization computation is based on the earlier call date if that results in a smaller amortization deduction.

Amortization election allowed in or after the year you acquire a bond

An election to amortize premium on a taxable bond does not have to be made in the year you acquire the bond. Attach a statement to the tax return for the first year to which you want the election to apply. If the election is made after the year of acquisition, the premium allocable to the years prior to the year of election is not amortizable; the unamortized amount is included in your cost basis for the bond and will result in a capital loss when the bond is redeemed at par or sold prior to maturity for less than basis.

How to deduct amortized premium on taxable bonds

The premium amortization for such bonds offsets your interest income from the bonds; see the Filing Tip in this section. Any excess of the allocable premium over interest income may be fully deducted as a miscellaneous deduction (not subject to the 2% floor) on Line 28 of Schedule A (Form 1040). However, the miscellaneous deduction is limited to the excess of total interest inclusions on the bonds in prior years over total bond premium deductions in the prior years.
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How To Deduct Amortized Premium

If you paid a premium on a taxable bond during 2011, you offset interest income on the bond by the amortized premium. You must file Form 1040 and show the reduction on Schedule B. Report the full interest from the bond on Line 1 of Schedule B, along with the rest of your interest income. On a separate line, subtract the amortized premium from a subtotal of the other interest. Label the subtraction “ABP Adjustment.”



Effect of amortization election on other taxable bonds you acquire

If you elect to amortize the premium for one bond, you must also amortize the premium on all similar bonds owned by you at the beginning of the tax year, and also to all similar bonds acquired thereafter. An election to amortize may not be revoked without IRS permission. If you file your return without claiming the deduction, you may not change your mind and make the election for that year by filing an amended return or refund claim.

Callable bonds

On taxable bonds, amortization is based either on the maturity or earlier call date, depending on which date gives a smaller yearly deduction. This rule applies regardless of the issue date of the bond. If the bond is called before maturity, you may deduct as an ordinary loss the unamortized bond premium in the year the bond is redeemed.

Convertible bonds

A premium paid for a convertible bond that is allocated to the conversion feature may not be amortized; the value of the conversion option reduces basis in the bond.

Premium on tax-exempt bonds

You may not take a deduction for the amortization of a premium paid on a tax-exempt bond. However, you must still figure the amortization for each year and reduce your basis in the bond by the amortized amount. When you dispose of the bond, you amortize the premium for the period you held the bond and reduce the basis of the bond by the amortized amount. If the bond has call dates, the IRS may require the premium to be amortized to the earliest call date.

4.18 Discount on Bonds

There are two types of bond discounts: original issue discount and market discount.

Market discount

Market discount arises when the price of a bond declines because its interest rate is less than the current interest rate. For example, a bond originally issued at its face amount of $1,000 declines in value to $900 because the interest payable on the bond is less than the current interest rate. The difference of $100 is called market discount. The tax treatment of market discount is explained in 4.20.

Original issue discount (OID)

OID arises when a bond is issued for a price less than its face or principal amount. OID is the difference between the principal amount (redemption price at maturity) and the issue price. For publicly offered obligations, the issue price is the initial offering price to the public at which a substantial amount of such obligations were sold. All obligations that pay no interest before maturity, such as zero coupon bonds, are considered to be issued at a discount. For example, a bond with a face amount of $1,000 is issued at an offering price of $900. The $100 difference is OID.

Generally, part of the OID must be reported as interest income each year you hold the bond, whether or not you receive any payment from the bond issuer. This is also true for certificates of deposit (CDs), time deposits, and similar savings arrangements with a term of more than one year, provided payment of interest is deferred until maturity. OID is reported to you by the issuer (or by your broker if you bought the obligation on a secondary market) on Form 1099-OID (4.19).
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When OID May Be Ignored

You may disregard OID that is less than one-fourth of one percent (.0025) of the principal amount multiplied by the number of full years from the date of original issue to maturity. On most long-term bonds, the OID will exceed this amount and must be reported.



Exceptions to OID

OID rules do not apply to: (1) obligations with a term of one year or less held by cash-basis taxpayers (4.21); (2) tax-exempt obligations, except for certain stripped tax-exempts (4.26); (3) U.S. Savings Bonds; (4) an obligation issued by an individual before March 2, 1984; and (5) loans of $10,000 or less from individuals who are not professional money lenders, provided the loans do not have a tax avoidance motivation.


EXAMPLES


1. A 10-year bond with a face amount of $1,000 is issued at $980. One-fourth of one percent (.0025) of $1,000 times 10 is $25. As the $20 OID is less than $25, it may be ignored for tax purposes.

2. Same facts as in Example 1, except that the bond is issued at $950. As OID of $50 is more than the $25, OID must be reported under the rules explained at 4.19.





Bond bought at premium or acquisition premium

You do not report OID as ordinary income if you buy a bond at a premium. You buy at a premium where you pay more than the total amount payable on the bond after your purchase, not including qualified stated interest. When you dispose of a bond bought at a premium, the difference between the sale or redemption price and your basis is a capital gain or loss (4.17).

If you do not pay more than the total due at maturity, you do not have a premium, but there is “acquisition premium” if you pay more than the adjusted issue price. This is the issue price plus previously accrued OID but minus previous payments on the bond other than qualified stated interest. The acquisition premium reduces the amount of OID you must report as income. The rules for computing the reduction to OID are in IRS Publication 1212.

4.19 Reporting Original Issue Discount on Your Return

The issuer of the bond (or your broker) will make the Original Issue Discount (OID) computation and report in Box 1 of Form 1099-OID the OID for the actual dates of your ownership during the calendar year. In most cases, the entire OID must be reported as interest income on your return. However, the amount shown in Box 1 of Form 1099-OID must be adjusted if you bought the bond at a premium or acquisition premium, the bond is indexed for inflation, the obligation is a stripped bond or stripped coupon (including zero coupon instruments backed by U.S. Treasury securities), or if you received Form 1099-OID as a nominee for someone else. Your basis in the bond is increased by the OID included in income.

If you did not receive a Form 1099-OID, contact the issuer or check IRS Publication 1212 for OID amounts.

Treasury inflation-indexed securities

You must report as OID any increase in the inflation-adjusted principal amount of a Treasury inflation-indexed security that occurs while you held the bond during the tax year. This amount should be reported to you in Box 6 of Form 1099-OID, but this amount must be adjusted if during the year you bought the bond after original issue or sold it. The adjusted amount of OID must be computed using the coupon bond method discussed in IRS Publication 1212.

Periodic interest (non-OID) paid to you during the year on a Treasury inflation-indexed security may be reported to you either in Box 2 of Form 1099-OID or in Box 3 of Form 1099-INT.
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Reporting OID and Recomputed OID

If you are reporting the full amount of OID from Box 1 of Form 1099-OID, include the amount as interest on your Form 1040, 1040A, or 1040EZ. However, if you are reporting less OID than the amount shown in Box 1 of Form 1099-OID, you must adjust the reportable amount on Schedule B (Form 1040 or 1040A). Include the full amount shown in Box 1 of Form 1099-OID on Line 1 of Schedule B, along with other interest income. Make a subtotal of the Line 1 amounts and subtract from it the OID you are not required to report. Write “OID Adjustment” on the line where you show the subtraction. Label the subtraction "Nominee Distribution" if that is the reason for the reduction.

Your basis for the obligation is increased by the taxable OID for purposes of figuring gain on a sale or redemption (4.23).



Premium

If you paid a premium (4.18) for a bond originally issued at discount, you do not have to report any OID as income. Report the amount shown on Form 1099-OID and then subtract it as discussed in the Filing Tip in this section.

Acquisition premium

The amount that is shown in Box 1 of Form 1099-OID is not correct if you pay an acquisition premium (4.18) because such premium reduces the amount of OID you must report as income. See IRS Publication 1212 to recompute OID. On your return, report the amount shown on Form 1099-OID and then reduce it, as discussed in the Filing Tip in this section.

Stripped bonds or coupons

The amount that is shown in Box 1 of Form 1099-OID may not be correct for a stripped bond or coupon (4.22). If it is incorrect, adjust it following the rules in Publication 1212.

Nominee

If you receive a Form 1099-OID for an obligation owned by someone else, other than your spouse, you must file another Form 1099-OID for that owner. The OID computation rules shown in IRS Publication 1212 should be used to compute the other owner’s share of OID. You file the other owner’s Form 1099-OID and a transmittal Form 1096 with the IRS, and give the other owner a copy of the Form 1099-OID. On your own tax return, report the amount shown on the Form 1099-OID you received and then reduce it, as discussed in the Filing Tip in this section.

Periodic interest reported on Form 1099-OID

If in addition to OID there is regular interest payable on the bond, such interest will be reported in Box 2 of Form 1099-OID. However, for a Treasury inflation-indexed security, the interest may be reported in Box 3 of Form 1099-INT. Report the full amount as interest income if you held the bond for the entire year. If you acquired the bond or disposed of it during the year, figure the interest allocable to your ownership period (4.15).

REMICS

If you are a regular interest holder in a REMIC (real estate mortgage investment conduit), Box 1 of Form 1099-OID shows the amount of OID you must report on your return and Box 2 includes periodic interest other than OID. If you bought the regular interest at a premium or acquisition, the OID shown on Form 1099-OID must be adjusted as discussed above. If you are a regular interest holder in a single-class REMIC, Box 2 also includes your share of the REMIC’s investment expenses. These expenses should be listed in a separate statement and are deductible on Schedule A as a miscellaneous itemized deduction subject to the 2% adjusted gross income floor (19.1).

4.20 Reporting Income on Market Discount Bonds

Market discount arises where the price of a bond declines below its face amount because it carries an interest rate that is below the current rate of interest.

When you realize a profit on the sale of a market discount bond, the portion of the profit equal to the accrued discount must be reported as ordinary interest income rather than as capital gain. Alternatively, an election may be made to report the accrued market discount annually instead of in the year of disposition.

These rules apply to taxable as well as tax-exempt bonds bought after April 30, 1993. However, there are these exceptions: (1) bonds with a maturity date of up to one year from date of issuance; (2) certain installment obligations; and (3) U.S. Savings Bonds. Furthermore, you may treat as zero any market discount that is less than one-fourth of one percent (.0025) of the redemption price multiplied by the number of full years after you acquire the bond to maturity. Such minimal discount will not affect capital gain on a sale.
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Older Tax-Exempts

Tax-exempt bonds bought before May 1, 1993, are not subject to the market discount interest income rule; all the gain at disposition is capital gain.



Bonds bought before May 1, 1993

A tax-exempt bond bought before May 1, 1993, is not subject to the market discount rules. For taxable bonds bought before May 1, 1993, application of the market discount rules depends on the issue date.

If you bought a taxable bond before May 1, 1993, the market discount interest income rule applies if the bond was issued after July 18, 1984. If the bond was issued before July 19, 1984, the market discount interest income rule does not apply. However, if you borrowed money to purchase or carry a market discount bond acquired after July 18, 1984 and before May 1, 1993, the interest deduction deferral rules discussed in the next paragraph apply, and in the year you sell the bond, gain is treated as interest income to the extent of the deferred interest that is deductible in the year of disposition.

Deferral of interest deduction and ordinary income at disposition if you borrow to buy or carry market discount bonds

If you took a loan to buy or carry a market discount bond, and your interest expense exceeds the income earned on the bond (including OID income, if any), the excess may not be currently deducted to the extent of the market discount allocated to the days you held the bond during the year. The allocation of market discount is based on either the ratable accrual method or constant yield method; see below.

You can avoid this interest deduction limitation if you elect to report the market discount annually as interest income; see below for “How to figure accrued market discount.”

In the year you dispose of the bond, you may deduct the interest expenses that were disallowed in prior years because of the above limitations.

You may choose to deduct disallowed interest in a year before the year of disposition if you have net interest income from the bond. Net interest income is interest income for the year (including OID) less the interest expense incurred during the year to purchase or carry the bond. This election lets you deduct any disallowed interest expense to the extent it does not exceed the net interest income of that year. The balance of the disallowed interest expense is deductible in the year of disposition.

How to figure accrued market discount

Where the market discount rules apply, gain is taxed as ordinary interest income to the extent of the market discount accrued to the date of sale. There are two methods for figuring the accrued market discount. The basic method, called the ratable accrual method, is figured by dividing market discount by the number of days in the period from the date you bought the bond until the date of maturity. This daily amount is then multiplied by the number of days you held the bond to determine your accrued market discount; see Example 1 below.

Instead of using the ratable accrual method to compute accrual of market discount you may elect to figure the accrued discount for any bond under an optional constant yield (economic accrual) method. If you make the election, you may not change it. The constant yield method initially provides a smaller accrual of market discount than the ratable method, but it is more complicated to figure. It is generally the same as the constant yield method used in IRS Publication 1212 to compute taxable OID (4.19). For accruing market discount, treat your acquisition date as the original issue date and your basis for the market discount bond (immediately after you acquire it) as the issue price when applying the formula in Publication 1212.

Reporting discount annually

Rather than report market discount in the year you sell the bond, you may elect, in the year you acquire the bond, to report market discount currently as interest income. You may use either the ratable accrual method, as in Example 3 below, or the elective constant yield method discussed earlier. Your election to report annually applies to all market discount bonds subject to the interest income rule that you later acquire. You may not revoke the election without IRS consent. If the election is made, the interest deduction deferral rule discussed earlier does not apply. Furthermore, the election could provide a tax advantage if you sell the bond at a profit and you can benefit from lower tax rates applied to net long-term capital gains.
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Discount Bonds Held to Maturity

If you do not report the discount annually and hold a bond until maturity, the discount is reported as interest income in the year of redemption. However, you have the option of reporting the market discount annually instead of at sale.




EXAMPLES


1. You buy a taxable bond at a market discount of $200. There are 1,000 days between the date of your purchase and the maturity date. The daily accrual rate is 20 cents. You hold the bond for 600 days before selling it for a price exceeding what you paid for the bond. Under the ratable accrual method, up to $120 of your profit is market discount taxable as interest income (600 × $0.20).

2. You paid $9,100 for a $10,000 bond maturing in 2013. If you hold the bond to maturity, you will receive $10,000, giving you a gain of $900, equal to the market discount. The entire $900 market discount will be taxable as interest income in 2013 when the bond is redeemed.

3. In 2011, you buy a bond at a $200 discount. There are 1,000 days between the date of your purchase and the maturity date, so that daily accrual is 20 cents. You elect to report the market discount currently using the ratable accrual method. If you held the bond for 112 days in 2011, on your 2011 return you report $22 as interest income (112 × $0.20).





Partial principal payments on bonds acquired after October 22, 1986

If the issuer of a bond (acquired by you after October 22, 1986) makes a partial payment of the principal (face amount) and you did not elect to report the discount annually, you must include the payment as ordinary interest income to the extent it does not exceed the accrued market discount on the bond. See IRS Publication 550 for options on determining accrued market discount. A taxable partial principal payment reduces the amount of remaining accrued market discount when figuring your tax on a later sale or receipt of another partial principal payment.

Market discount on a bond originally issued at a discount

A bond issued at original issue discount may later be acquired at a market discount because of an increase in interest rates. If you acquire at market discount an OID bond issued after July 18, 1984, the market discount is the excess of: (1) the issue price of the bond plus the total original issue discount includible in the gross income of all prior holders of the bond over (2) what you paid for the bond.

Exchanging a market discount bond in corporate mergers or reorganizations

If you hold a market discount bond and exchange it for another bond as part of a merger or other reorganization, the new bond is subject to the market discount rules when you sell it. However, under an exception, market discount rules will not apply to the new bond if the old market discount bond was issued before July 19, 1984, and the terms and interest rates of both bonds are identical.

4.21 Discount on Short-Term Obligations

Short-term obligations (maturity of a year or less from date of issue) may be purchased at a discount from face value. If you are on the cash basis, you report the discount as interest income in the year the obligation is paid unless you elect to include the accrued discount in income currently. The interest is reported on Form 1099-INT.


EXAMPLE

In May 2010, you paid $970 for a short-term note with a face amount of $1,000. In January 2011, you receive payment of $1,000 on the note. On your 2011 tax return, you report $30 as interest.



Discount must be currently reported by dealers and accrual-basis taxpayers

Discount allocable to the current year must be reported as income by accrual-basis taxpayers, dealers who sell short-term obligations in the course of business, banks, regulated investment companies, common trust funds, certain pass-through entities, and for obligations identified as part of a hedging transaction. Current reporting also applies to persons who separate or strip interest coupons from a bond and then retain the stripped bond or stripped coupon; the accrual rule applies to the retained obligation.

For short-term nongovernmental obligations, OID is generally taken into account instead of acquisition discount, but an election may be made to report the accrued acquisition discount. See IRS Publication 550 for details.

Basis in the obligation is increased by the amount of acquisition discount (or OID for nongovernmental obligations) that is currently reported as income.

Interest deduction limitation for cash-basis investors

A cash-basis investor who borrows funds to buy a short-term discount obligation may not fully deduct interest on the loan unless an election is made to report the accrued acquisition discount as income. If the election is not made, the interest you paid during the year is deductible only to the extent it exceeds (1) the portion of the discount allocated to the days you held the bond during the year, plus (2) the portion of interest not taxable for the year under your method of accounting. Any interest expense disallowed under this limitation is deductible in the year in which the obligation is disposed.

The interest deduction limitation does not apply if you elect to include in income the accruable discount under the ratable accrual method or constant yield method (4.20). The election applies to all short-term obligations acquired during the year and also in all later years.
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Discount on Short-Term Government Obligations

For short-term governmental obligations (other than tax-exempts), the acquisition discount is accrued in daily installments under the ratable method, unless an election is made to use the constant yield method.



Gain or loss on disposition of short-term obligations for cash-basis investors

If you have a gain on the sale or exchange of a discounted short-term governmental obligation (other than tax-exempt local obligations), the gain is ordinary income to the extent of the ratable share of the acquisition discount received when you bought the obligation. Follow the computation shown in the discussion of Treasury bills (4.27) to figure this ordinary income portion. Any gain over this ordinary income portion is short-term capital gain; a loss would be a short-term capital loss.

Gain on short-term nongovernmental obligations is treated as ordinary income up to the ratable share of OID. The formula for figuring this ordinary income portion is similar to the formula for short-term governmental obligations (4.27), except that the denominator of the fraction is days from original issue to maturity, rather than days from acquisition. A constant yield method may also be elected to figure the ordinary income portion. Gain above the computed ordinary income amount is short-term capital gain (Chapter 5). For more information, see IRS Publication 550.

4.22 Stripped Coupon Bonds and Stock

Brokers holding coupon bonds may separate or strip the coupons from the bonds and sell the bonds or coupons to investors. Examples include zero-coupon instruments sold by brokerage houses that are backed by U.S. Treasury bonds (such as CATS and TIGRS).

The U.S. Treasury also offers its version of zero coupon instruments, with the name STRIPS, which are available from brokers and banks.

Brokers holding preferred stock may strip the dividend rights from the stock and sell the stripped stock to investors.
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Recomputing Form 1099-OID Amount

Do not report the amount shown in Box 1 of Form 1099-OID for a stripped bond or coupon; that amount must be recomputed under complicated rules described in IRS Publication 1212. See 4.19 for reporting the recomputed OID on your return.



If you buy a stripped bond or coupon, the spread between the cost of the bond or coupon and its higher face amount is treated as original issue discount (OID). This means that you annually report a part of the spread as interest income. For a stripped bond, the amount of the original issue discount is the difference between the stated redemption price of the bond at maturity and the cost of the bond. For a stripped coupon, the amount of the discount is the difference between the amount payable on the due date of the coupon and the cost of the coupon. The rules for figuring the amount of OID (4.19) to be reported annually are in IRS Publication 1212.

If you strip a coupon bond, interest accrual and allocation rules prevent you from creating a tax loss on a sale of the bond or coupons. You are required to report interest accrued up to the date of the sale and also add the amount to the basis of the bond. If you acquired the obligation after October 22, 1986, you must also include in income any market discount that accrued before the date you sold the stripped bond or coupons. The method of accrual depends on the date you bought the obligation; see IRS Publication 1212. The accrued market discount is also added to the basis of the bond. You then allocate this basis between the bond and the coupons. The allocation is based on the relative fair market values of the bond and coupons at the date of sale. Gain or loss on the sale is the difference between the sales price of the stripped item (bond or coupons) and its allocated basis. Furthermore, the original issue discount rules apply to the stripped item which you keep (bond or coupon). Original issue discount for this purpose is the difference between the basis allocated to the retained item and the redemption price of the bond (if retained) or the amount payable on the coupons (if retained). You must annually report a ratable portion of the discount.


[image: image]
Reporting Zero Coupon Bond Discount

Zero coupon bond discount is reported annually as interest over the life of the bond, even though interest is not received. This tax cost tends to make zero coupon bonds unattractive to investors, unless the bonds can be bought for IRA and other retirement plans that defer tax on income until distributions are made.

Zero coupon bonds also may be a means of financing a child’s education. A parent buys the bond for the child. The child must report the income annually, and if the income is not subject to the parent’s marginal tax bracket under the “kiddie tax” (Chapter 24), the income subject to tax may be minimal.

The value of zero coupon bonds fluctuates sharply with interest rate changes. This fact should be considered before investing in long-term zero coupon bonds. If you sell zero coupon bonds before the maturity term at a time when interest rates rise, you may lose part of your investment.



4.23 Sale or Retirement of Bonds and Notes

Gain or loss on the sale, redemption, or retirement of debt obligations issued by a government or corporation is generally capital gain or loss.

A redemption or retirement of a bond at maturity must be reported as a sale on Schedule D of Form 1040 (5.8) although there may be no gain or loss realized.

Corporate bonds with OID issued after 1954 and before May 28, 1969, and government bonds with OID issued after 1954 and before July 2, 1982

If the bonds were originally issued at a discount (OID), you report your ratable monthly share of the OID element as ordinary income when the bonds are sold or redeemed; any gain exceeding OID is reported as capital gain. However, if there was an intention to call before maturity, gain is ordinary income to the full extent of the OID. A loss is a capital loss.

Corporate bonds with OID issued after May 27, 1969, and government bonds with OID issued after July 1, 1982

The accrued amount of OID is reported annually as interest income (4.19) and added to basis; this includes the accrued OID for the year the bond is sold. If the bonds are sold or redeemed before maturity, you realize capital gain for the proceeds over the adjusted basis (as increased by accrued OID) of the bond, provided there was no intention to call the bond before maturity. If at the time of original issue there was an intention to call the obligation before maturity, the entire OID that has not yet been included in your income is taxable as ordinary income; the balance is capital gain. IRS Publication 1212 has examples for figuring the amount taxable as ordinary income.

Market discount on bonds is taxable under the rules in 4.20.

Tax-exempts

See 4.26 for discount on tax-exempt bonds.

Obligations issued by individuals

If you hold an individual’s note issued after March 1, 1984, for over $10,000, accrued OID must be reported annually (4.19) and added to basis. Gain on your sale of the note is subject to the rules discussed above for corporate and government OID bonds.

If the note is $10,000 or less (when combined with other prior outstanding loans from the same individual), OID is not reported annually provided you are not a professional lender and tax avoidance was not a principal purpose of the loan. On a sale of the note at a gain, your ratable share of the OID is taxed as ordinary income; any balance is capital gain. A loss is a capital loss.

4.24 State and City Interest Generally Tax Exempt

Generally, you pay no tax on interest on bonds or notes of states, cities, counties, the District of Columbia, or a possession of the United States. This includes bonds or notes of port authorities, toll road commissions, utility services activities, community redevelopment agencies, and similar bodies created for public purposes. Bonds issued after June 30, 1983, must be in registered form for the interest to be tax exempt. Interest on federally guaranteed obligations is generally taxable, but see exceptions in 4.25.

Check with the issuer of the bond to verify the tax-exempt status of the interest.

Tax-exempt interest must be reported on your return

If you are required to file a federal return, you must report the amount of your tax-exempt interest although it is not taxable. On Form 1040 and on Form 1040A, you list the tax-exempt interest on Line 8b. On Form 1040EZ, you write “TEI” and then the amount of tax-exempt interest to the right of the last word on Line 2, but do not include it in the taxable interest shown on Line 2.

Private activity bonds

Interest on so-called private activity bonds is generally taxable (4.25), but there are certain exceptions. For example, interest on the following “qualified bonds” is tax exempt even if the bond may technically be in the category of private activity bonds: qualified student loan bonds; exempt facility bonds, including New York Liberty bonds, Gulf Opportunity Zone bonds, Midwestern disaster and Hurricane Ike area bonds, and enterprise zone facility bonds; qualified small issue bonds; qualified mortgage bonds and qualified veterans’ mortgage bonds; qualified redevelopment bonds; and qualified 501(c)(3) bonds issued by charitable organizations and hospitals. Check with the issuer for the tax status of a private activity bond.

AMT treatment

Tax-exempt interest on qualified private activity bonds issued after August 7, 1986 and before 2009, or on bonds issued after 2010, is generally treated as a tax preference item subject to alternative minimum tax (AMT, 23.2), but there are exceptions. The AMT does not apply to interest on qualified 501(c)(3) bonds, New York Liberty bonds, Gulf Opportunity Zone bonds, Midwestern disaster and Hurricane Ike disaster area bonds, and exempt facility, qualified mortgage, and qualified veterans’ bonds issued after July 30, 2008.

The interest on any qualified bond issued in 2009 or 2010 is not subject to AMT.

4.25 Taxable State and City Interest

Interest on certain state and city obligations is taxable. These taxable obligations include federally guaranteed obligations, mortgage subsidy bonds, private activity bonds, and arbitrage bonds.

Federally guaranteed obligations

Interest on state and local obligations issued after April 14, 1983, is generally taxable if the obligation is federally guaranteed, but there are exceptions allowing tax exemptions for obligations guaranteed by the Federal Housing Administration, Department of Veterans Affairs, Bonneville Power Authority, Federal Home Loan Mortgage Corporation, Federal National Mortgage Association, Government National Mortgage Corporation, Resolution Funding Corporation, and Student Loan Marketing Association.

Mortgage subsidy bonds

Interest on bonds issued by a state or local government after April 24, 1979, may not be tax exempt if funds raised by the bonds are used for home mortgages. There are exceptions for certain qualified mortgage bonds and veterans’ bonds. Check on the tax-exempt status of mortgage bonds with the issuing authority.

Private activity bonds

Generally, a private activity bond is any bond where more than 10% of the issue’s proceeds are used by a private business whose property secures the issue, or if at least 5% of the proceeds (or $5 million if less) are used for loans to parties other than governmental units. Interest on such bonds is generally taxable, but there are exceptions (4.24). Check on the tax status of the bonds with the issuing authority.

4.26 Tax-Exempt Bonds Bought at a Discount

Original issue discount (OID) on tax-exempt obligations is not taxable, and on a sale or redemption, gain attributed to OID is tax exempt. Gain attributed to market discount is capital gain or ordinary income depending on whether the bond was purchased before May 1, 1993, or on or after that date (4.20). Amortization of premiums is discussed in 4.17.

Original issue discount tax-exempt bond

This arises when a bond is issued for a price less than the face amount of the bond. The discount is considered tax-exempt interest. Thus, if you are the original buyer and hold the bond to maturity, the entire amount of the discount is tax free. On a disposition of a tax-exempt bond issued after September 3, 1982, and acquired after March 1, 1984, you must add to basis accrued OID before determining gain or loss. OID must generally be accrued using a constant yield method; see IRS Publication 1212.

When bonds issued after June 8, 1980, are redeemed before maturity, the portion of the original issue discount earned to the date of redemption is tax-free interest; the balance of the OID, the "unearned" part is capital gain. Bonds issued with an intention to redeem before maturity are not subject to this rule; all interest is tax exempt.

Market discount tax-exempts

A market discount arises when a bond originally issued at not less than par is bought at below par because its market value has declined. If before May 1, 1993, you bought at a market discount a tax-exempt bond which you sell for a price exceeding your purchase price, the excess is capital gain. If the bond was held long term, the gain is long term. A redemption of the bond at a price exceeding your purchase price is similarly treated.

However, for market discount tax-exempt bonds purchased after April 30, 1993, the ordinary income rules (4.20) apply.

Stripped tax-exempt obligations

OID is not currently taxed on a stripped tax-exempt bond or stripped coupon from the bond if you bought it before June 11, 1987. However, for any stripped bond or coupon you bought or sold after October 22, 1986, OID must be accrued and added to basis for purposes of figuring gain or loss on a disposition. Furthermore, if you bought the stripped bond or coupon after June 10, 1987, part of the OID may be taxable; see Publication 1212 for figuring the tax-free portion.

4.27 Treasury Bills, Notes, and Bonds

Interest on securities issued by the federal government is fully taxable on your federal return. However, interest on federal obligations is not subject to state or local income taxes. Interest on Treasury bills, notes, and bonds is reported on Form 1099-INT.

Treasury bonds and notes

Treasury notes have maturities of two, five, or 10 years. Treasury bonds have maturities of over 10 years. You report the fixed or coupon interest as interest income in the year the coupon becomes due and payable. Treasury bonds and notes are capital assets; gain or loss on their sale, exchange, or redemption is reported as capital gain or loss on Schedule D (Chapter 5). If you purchased a federal obligation below par (at a discount) after July 1, 1982, see 4.19 for the rules on reporting original issue discount. If you purchased a Treasury bond or note above par (at a premium), you may elect to amortize the premium (4.17). If you do not elect to amortize and you hold the bond or note to maturity, you have a capital loss.

Treasury inflation-indexed bonds

These pay interest semiannually at a fixed rate on a principal amount that is adjusted to take into account inflation or deflation. The interest is taxable when received and any increase in the inflation-adjusted principal amount while you hold the bond must be reported as original issue discount (OID) (4.19). Your basis in the bond is increased by the OID included in income. On a sale or redemption before maturity, any gain is generally capital gain, but if there was an intention to call before maturity, gain is ordinary income to the extent of the previously unreported OID; see “Corporate bonds with OID issued after May 27, 1969, and government bonds with OID issued after July 1, 1982” (4.23).

Treasury bills

These are short-term U.S. obligations with maturities of four weeks, 13 weeks, 26 weeks, or 52 weeks. On a bill held to maturity, you report as interest income the difference between the discounted price and the amount you receive on a redemption of the bills at maturity.
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Tax Deferral: T-Bill Maturing Next Year

If you are a cash-basis taxpayer, you may postpone the tax on Treasury bill interest by selecting a Treasury bill maturing next year. Income is not recognized until the date on which the Treasury bill is paid at maturity, unless it has been sold or otherwise disposed of earlier.



Treasury bills are capital assets and a loss on a disposition before maturity is taxed as a capital loss. If you are a cash-basis taxpayer and have a gain on a sale or exchange, ordinary income is realized up to the amount of the ratable share of the discount received when you bought the obligation. This amount is treated as interest income and is figured as follows:
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Any gain over this amount is capital gain; see the Example below. Instead of using the above fractional computation for figuring the ordinary income portion of the gain, an election may be made to apply the constant yield method. This method follows the OID computation rules shown in IRS Publication 1212 for obligations issued after 1984, except that the acquisition cost of the Treasury bill would be treated as the issue price in applying the Publication 1212 formula.


EXAMPLE

You buy at original issue a 26-week $10,000 Treasury bill (182-day maturity) for $9,800. You sell it 95 days later for $9,900. Your entire $100 gain ($9,900 – $9,800) is taxed as interest income as it is less than the $104 treated as interest income under the ratable daily formula:
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Accrual-basis taxpayers and dealers who are required to currently report the acquisition discount element of Treasury bills using either the ratable accrual method or the constant yield method (4.20) do not apply the above formula on a sale before maturity. In figuring gain or loss, the discount included as income is added to basis.

Interest deduction limitation

Interest incurred on loans used to buy Treasury bills is deductible by a cash-basis investor only to the extent that interest expenses exceed the following: (1) the portion of the acquisition discount allocated to the days you held the bond during the year; and (2) the portion of interest not taxable for the year under your method of accounting. The deferred interest expense is deductible in the year the bill is disposed of. If an election is made to report the acquisition discount as current income under the rules for governmental obligations (4.21), the interest expense may also be deducted currently. The election applies to all future acquisitions.

4.28 Interest on United States Savings Bonds

Savings Bond Tables: The e-Supplement at www.jklasser.com will contain redemption tables showing the 2011 year-end values of Series EE bonds and Series I bonds.

EE Bonds

Series EE bonds may be cashed for what you paid for them plus an increase in their value over their 30-year maturity period. See the discussion of the interest accrual and redemption rules for U.S. Savings Bonds (30.14).

The increase in redemption value is taxable as interest, but you do not have to report the increase in value each year on your federal return. You may defer (4.29) the interest income until the year in which you cash the bond or the year in which the bond finally matures, whichever is earlier. But if you want, you may report the annual increase by merely including it on your tax return. If you use the accrual method of reporting, you must include the interest each year as it accrues. Savings bond interest is not subject to state or local taxes.

If you initially choose to defer the reporting of interest and later want to switch to annual reporting, you may do so. You may also change from the annual reporting method to the deferral method. See 4.29 for rules on changing reporting methods.

Series I bonds

“I bonds” are inflation-indexed bonds issued at face amount (30.15). As with EE bonds, you may defer the interest income (the increase in redemption value each year is interest) until the year in which the bond is redeemed or matures in 30 years, whichever is earlier (4.29).

Education funding

If you buy EE or I bonds to pay for educational expenses and you defer the reporting of interest (4.29), you may be able to exclude the accumulated interest from income when you redeem the bonds (33.4).

Bonds registered in name of child

Interest on U.S. savings bonds bought for and registered in the name of a child will be taxed to the child, even if the parent paid for the bonds and is named as beneficiary. Unless an election is made to report the increases in redemption value annually, the accumulated interest will be taxable to the child in the year he or she redeems the bond, or if earlier, when the bond finally matures. The kiddie tax (24.2) may apply to a portion of the annually reported interest or to interest on redeemed bonds. For example, if a child under age 18 has 2011 investment income over $1,900, the excess is taxed at the parent’s top tax rate on the child’s 2011 return (24.2). To avoid kiddie tax, savings bond interest may be deferred (4.29).

Bonds must be reissued to make gift

Assume you have bought I or EE bonds and had them registered in joint names of yourself and your daughter. The law of your state provides that jointly owned property may be transferred to a co-owner by delivery or possession. You deliver the bonds to your daughter and tell her they now belong to her alone. According to Treasury regulations, this is not a valid gift of the bonds. The bonds must be surrendered and reissued in your daughter’s name. For the year of reissue, you must include in your income all of the interest earned on the bonds other than interest you previously reported.
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Election for Children Not Subject to Kiddie Tax

If your child has net investment income under the annual threshold ($1,900 for 2011) for the kiddie tax (24.2), making the election to report the interest annually may be advisable. For example, a dependent child is not allowed to claim a personal exemption, but he or she may claim a standard deduction for 2011 of at least $950 (13.5). If the election to report the savings bond interest currently was made for 2011, up to $950 of the interest would be offset by the standard deduction, assuming the child had no other income.



If you do not have the bonds reissued and you die, the bonds are taxable to your estate. Ownership of the bonds is a matter of contract between the United States and the bond purchaser. The bonds are nontransferable. A valid gift cannot be accomplished by manual delivery to a donee unless the bonds also are surrendered and registered in the donee’s name in accordance with Treasury regulations.

Series E bonds

There are no Series E bonds still earning interest. The last E bonds, those issued in June 1980, reached final maturity in June 2010, 30 years from the date of issue.

Series HH

These bonds were available after 1979 and before September 1, 2004, in exchange for E or EE bonds, or for Freedom Shares. They were issued at face value and pay semiannual interest that is taxable when received. They mature in 20 years.

Series H

These bonds were available before 1980 and they reached final maturity 30 years later. If you obtained Series H bonds in an exchange for Series E bonds, and you did not report the E bond interest annually, the accumulated interest on the E bonds became taxable when the H bonds were redeemed or, if earlier, when the H bonds reached final maturity 30 years from issue.

4.29 Deferring United States Savings Bond Interest

You do not have to make a special election on your tax return in order to defer the interest on Series EE or I savings bonds. You may simply postpone reporting the interest until the year you redeem the bond or the year in which it reaches final maturity, whichever is earlier. If you choose to defer the interest, you may decide in a later year to begin reporting the increase in redemption value each year as interest. You may also switch from annual reporting to the deferral method. These options are discussed in this section.
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Form 1099-INT When Savings Bond Is Cashed

When you cash in an E, EE, or I bond, you receive Form 1099-INT that lists as interest the difference between the amount received and the amount paid for the bond. The form may show more taxable interest than you are required to report because you have regularly reported the interest or a prior owner reported the interest. Report the full amount shown on Form 1099-INT on Schedule B if you file Form 1040, or on Part I of Schedule 1 if you file Form 1040A, along with your other interest income. Enter a subtotal of the total interest and then, on a separate line, reduce the subtotal by the savings bond interest that was previously reported and identify the reduction as “Previously Reported U.S. Savings Bond Interest.” The interest is exempt from state and local taxes.



Changing from deferral to annual reporting

If you have deferred reporting of interest (the annual increases in redemption value) and want to change to annual reporting starting with your 2011 return, you must report on your 2011 return all interest accrued through 2011 on all your EE and I bonds. Then, starting in 2012, you report the interest accruing each year on all of your bonds, including bonds you acquired after the 2011 election. Suppose you do not change from the deferral method to the annual method on your 2011 return and later wish you had. If the due date of the return has passed, it is too late to make the election. You may not file an amended return for 2011 to report the accrued interest. You have to wait until next year’s return to make the election.

Changing from annual reporting to deferral

If you have been reporting annual increases in redemption value as interest income, you may change your method and elect to defer interest reporting until the bonds mature or are redeemed. You make the election by attaching a statement to your federal income tax return for the year of the change; see IRS Publication 550 for details.

Co-Owners

How to report interest on a Series EE or I bond depends on how it was bought or issued:


1. You paid for the entire bond: Either you or the co-owner may redeem it. You are taxed on all the interest, even though the co-owner cashes the bond and you receive no proceeds. If the other co-owner does cash in the bond, he or she will receive a Form 1099-INT reporting the accumulated interest. However, since that interest is taxable to you, the co-owner should give you a nominee Form 1099-INT, as explained in the rules for joint accounts in 4.12.

2. You paid for only part of the bond: Either of you may redeem it. You are taxed on that part of the interest which is in proportion to your share of the purchase price. This is so even though you do not receive the proceeds.

3. You paid for part of the bond, and then had it reissued in another’s name. You pay tax only on the interest accrued while you held the bond. The new co-owner picks up his or her share of the interest accruing afterwards.
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E Bonds No Longer Earn Interest

All E bonds have reached final maturity and no longer earn interest. E bonds issued in 1980 through June 1980 (the last issue date for E bonds) ceased earning interest in 2010, 30 years from their issue date (30.14). All deferred interest is taxable in the year of final maturity.



Changing the form of registration

Changing the form of registration of an I or EE bond may result in tax. Assume you use your own funds to purchase a bond issued in your name, payable on your death to your son. Later, at your request, a new bond is issued in your son’s name only. The increased value of the original bond up to the date it was redeemed and reissued in your son’s name is taxed to you as interest income.

As shown in the Examples below, certain changes in registration do not result in an immediate tax.


EXAMPLES


1. Jones buys an EE bond and has it registered in his name and in the name of his son as co-owner. Jones has the bonds reissued solely in his own name; he is not required to report the accumulated interest at that time.

2. You and your spouse each contributed an equal amount toward the purchase of a $1,000 EE bond, which was issued to you as co-owners. You later have the bond reissued as two $500 bonds, one in your name and one in your spouse’s name. Neither of you has to report the interest earned to the date of reissue. But if you bought the $1,000 bond entirely with your own funds, you report half the interest earned to the date of reissue.

3. You add another person’s name as co-owner to facilitate a transfer of the bond on death. The change in registration does not result in a tax.





Transfer to a spouse

If you have been deferring interest on U.S. Savings Bonds, and then you transfer them to your spouse or ex-spouse as part of a divorce-related property settlement, you will be taxed on the interest deferred before the transfer date (6.7).

Transfer to a trust

If you transfer U.S. Savings Bonds to a trust giving up all rights of ownership, you are taxed on the accumulated interest to date of transfer. If, however, you are considered to be the owner of the trust and the interest earned before and after the transfer is taxable to you, you may continue to defer reporting the interest.

Transfer to a charity

Tax on the accumulated interest is not avoided by having the bonds reissued to a philanthropy. The IRS held that by having the bonds reissued in the philanthropy’s name, the owner realized taxable income on the accumulated bond interest.
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Deduction for Estate Tax Paid on Interest

Where an estate tax has been paid on bond interest accrued during the owner’s lifetime, the new bondholder may claim the estate tax as a miscellaneous itemized deduction in the year that he or she pays tax on the accumulated interest. The deduction is not subject to the 2% adjusted gross income floor (11.17).



Transfer of savings bond at death

If an owner does not report the bond interest annually and dies before redeeming the bond, the income tax liability on the interest accumulated during the deceased’s lifetime becomes the liability of the person who acquires the bond, unless an election is made to report the accrued interest in the decedent’s final income tax return (1.14). If the election is not made on the decedent’s final return, the new owner may choose to report the accumulated interest annually, or defer reporting it until the bond is redeemed or reaches final maturity, whichever is earlier. If the election is made on the decedent’s final return, the new owner is taxable only on interest earned after the date of death.

4.30 Minimum Interest Rules

The law requires a minimum rate of interest to be charged on loan transactions unless a specific exception covers the transaction. Where minimum interest is not charged, the law imputes interest as if the parties agreed to the charge.

The rules are complicated and have been subject to several revisions. There are different minimum interest rates and reporting rules depending on the nature of the transaction. The following discussion provides the important details for understanding the rules. For specific cases and computations, we suggest that you consult IRS regulations for details not covered in this book.

There are two broad classes of transactions:
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Tax Retur n Statement Requirements

A lender reporting imputed interest income or a borrower claiming an interest deduction must attach statements to their income tax returns reporting the interest, how it was calculated, and the names of the parties and their tax identification numbers.



Loans

These are generally covered by Internal Revenue Code Section 7872. Below-market or low-rate interest loans are discussed in 4.31.

Seller-financed sales of property

These are covered by either Internal Revenue Code Section 1274 or Section 483. Seller-financed sales are discussed in 4.32. If parties fail to charge the minimum required interest rate, the same minimum rate is imputed by law.

4.31 Interest-Free or Below-Market-Interest Loans

For many years, the IRS tried to tax interest-free or below-market-interest loans. However, court decisions supported taxpayers who argued that such loans did not result in taxable income or gifts. To reverse these decisions, the IRS convinced Congress to pass a law imposing tax on interest-free or low-interest loans made by individuals and businesses. You may not make interest-free or low-interest loans to a relative who uses the loan for personal or investment purposes without adverse income tax consequences, unless the exception discussed in this section for $10,000 or $100,000 loans applies.
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Get Professional Advice To Draft Loan Agreement

Given the complexity of the imputed interest rules and exceptions, you and your tax advisor should carefully review regulations to the Internal Revenue Code Section 7872 when drafting a loan agreement.



How the imputed interest rules work

If interest at least equal to the applicable federal rate set by the IRS is not charged, the law generally treats a below-market-interest loan as two transactions:


1. The law assumes that the lender has transferred to the borrower an amount equal to the “foregone” interest element of the loan. In the case of a loan between individuals, such as a parent and child, the lender is subject to gift tax on this element; in the case of a stockholder borrowing from a company, the element is a taxable dividend; in the case of a loan made to an employee, it is taxable pay.

Note: For gift tax purposes (39.2), a term loan is treated as if the lender gave the borrower the excess of the amount of the loan over the present value of payments due during the loan term. Demand loans are treated as if the lender gave the borrower annually the amount of the foregone interest.

2. The law assumes that imputed interest equal to the applicable federal rate is paid by the borrower to the lender. The borrower may be able to claim a deduction for the interest if the loan is used to buy a home and the loan is secured by the residence (15.1), or the loan is used to buy investment property (15.10).



In applying the imputed interest rules, all loans to or from a husband are combined with all loans to or from his wife; they are treated as one person.

With gift loans between individuals, interest computed during the borrower’s taxable year is treated for both the lender and the borrower as transferred on the last day of the borrower’s taxable year. Treasury regulations to Section 7872 provide rules for figuring “foregone” interest. Where a demand loan is in effect for the entire calendar year, a “blended annual rate” issued by the IRS to simplify reporting may be used to compute the imputed interest. The blended annual rate is announced by the IRS each July. For 2011, the blended rate is only 0.40%. The blended rate is not available if the loan was not outstanding for the entire year or if the loan balance fluctuated; computations provided by Treasury regulations must be used.

Charging the applicable federal rate avoids the imputed interest rules

Gift loans qualifying for the $10,000 and $100,000 exceptions are not subject to imputed interest rules. For other loans, the rules imputing income to you as the lender may be avoided by charging interest at least equal to the applicable federal rate. Applicable federal rates are set by the IRS monthly and published in the Internal Revenue Bulletin; you can also get the rates from your local IRS office. For a term loan, the applicable rate is the one in effect as of the day on which the loan is made, compounded semiannually. The short-term rate applies to loans of three years or less; the mid-term rate to loans over three and up to nine years; the long-term rate applies to loans over nine years. For a demand loan, the applicable federal rate is the short-term rate in effect at the start of each semiannual period (January and July).

Different computations for different types of loans

There are two general classes of loans: (1) Gift loans, whether term or demand, and nongift demand loans, and (2) nongift term loans.

The distinction is important for figuring and reporting imputed interest. For example, in the case of nongift term loans, the imputed interest element is treated as original issue discount (4.19).

Gift loans and nongift loans payable on demand

As a lender, you are taxable on the “foregone interest,” that is, the interest that you would have received had you charged interest at the applicable federal rate over any interest actually charged. The borrower may be able to claim an interest deduction if the funds are used to buy investment property (15.10).

Nongift term loans

A term loan is any loan not payable on demand. As a lender of a nongift term loan, you are taxable on any excess of the loan principal over the present value of all payments due under the loan. The excess is treated as original issue (OID) which you report annually as interest income (4.19).

Reporting imputed interest

Imputed interest is generally treated as transferred by the lender to the borrower and retransferred by the borrower to the lender on December 31 in the calendar year of imputation and is reported under the regular accounting method of the borrower and lender.


EXAMPLE

On January 1, 2011, Jones Company makes a $200,000 interest-free demand loan to Frank, an executive. The loan remains outstanding for the entire 2011 calendar year. Jones Company has a taxable year ending September 30. Frank is a calendar year taxpayer. For 2011 the imputed compensation payment and the imputed interest payment are treated as made on December 31, 2011.



Certain Loans Are Exempt From Imputed Interest Rules

The $10,000 gift loan exception

In the case of a gift loan to an individual, no interest is imputed to any day on which the aggregate outstanding amount of all loans between the parties is not over $10,000, provided the loan is not attributed to the purchase or carrying of income-producing assets. If the exception applies, there are no income tax or gift tax consequences to the loan.

The $100,000 gift loan exception

No interest is imputed on an interest-free or low-interest loan to an individual of up to $100,000 if the borrower’s net investment income is $1,000 or less; see the following Examples.
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Gift Loans up to $100,000

If you give a child or other individual an interest-free or below-market-interest loan, such as to buy a home or start a business, imputed interest is limited or completely avoided provided (1) the total outstanding loan balance owed to you by the borrower at all times during the year does not exceed $100,000, and (2) avoidance of federal tax is not a principal purpose of the interest arrangement.

If the above tests are met, imputed interest is limited to the borrower’s net investment income where that income exceeds $1,000. If the borrower’s net investment income is $1,000 or less, it is treated as zero, so no interest is imputed.




EXAMPLE

On January 1, 2011, you make a $100,000 interest-free loan to your son, payable on demand, which he uses for a down payment on a home. This is the only outstanding loan between you and your son. Your son’s net investment income for 2011 is $650. Since the loan does not exceed $100,000, and your son’s net investment income does not exceed $1,000, you do not have to report the “foregone interest” as interest income. Imputed interest is limited to the borrower’s net investment income and net investment income of $1,000 or less is treated as zero.

For gift tax purposes, the foregone interest is a taxable gift. Using the IRS blended annual rate for 2011 of 0.40%, the foregone interest of $400 ($100,000 × 0.40%) is a taxable gift, but if this was your only gift to your son in 2011, there would be no gift tax, and a gift tax return would not have to be filed because of the annual gift tax exclusion of $13,000 per donee (39.2).



Exceptions for compensation-related loans

For compensation-related and corporate-shareholder loans, the imputed interest rules do not apply to any day on which the total amount of outstanding loans between the parties is $10,000 or less, provided the principal purpose of the loan is not tax avoidance. Certain low-interest loans given to employees by employers to buy a new residence in a new job location are exempt from the imputed interest requirements.

Loans to continuing care facilities

Senior citizens moving into a community with a continuing care facility are required to pay a fee to the facility. The fee may be treated as a “loan” subject to the imputed interest rules but loans to qualified continuing care facilities are completely exempt (34.11).

4.32 Minimum Interest on Seller-Financed Sales

The law requires minimum interest charges for seller-financed sales. If the minimum rate is not charged, the IRS imputes interest at the minimum applicable rate requiring both buyer and seller to treat part of the purchase price as interest even though it is not called interest in the sales contract. Generally, interest at the applicable federal rate (AFR) must be charged; see the chart at the end of this section for minimum required rates. For example, investment property is sold on the installment basis for $100,000 and the parties fail to charge adequate interest. Assume the IRS imputes interest of $5,000. For tax purposes, $95,000 is allocated to the sale of the property and the principal amount of the debt; the balance is imputed interest of $5,000, taxable to the seller and deductible by the buyer if allowed under the rules of Chapter 15.

Two statute classes

The minimum or imputed interest rules are covered by two Internal Revenue Code statutes: Sections 1274 and 483. Under both, the same minimum interest rates apply but the timing of interest reporting is different, as discussed below.

Section 483 applies to any payment due more than six months after the date of sale under a contract which calls for some or all payments more than one year after the date of sale. If the sales price cannot exceed $3,000, Section 483 does not apply. Transactions within Section 483 are sales or exchanges of: (1) principal residences; (2) any property if total payments, including interest and any other consideration to be received by the seller, cannot exceed $250,000; (3) farms if the total price is $1 million or less; and (4) sales of land between family members to the extent the aggregate sales price of all sales between the same parties in the same year is $500,000 or less.

If the selling price exceeds the respective $250,000, $1 million, or $500,000 amount listed in (2) through (4) above, the sale is subject to Section 1274 reporting rules provided some or all payments are due more than six months after the date of sale. Section 1274 also applies to all other transactions where neither the debt instrument nor the property being sold is publicly traded as long as some payments are deferred more than six months.


[image: image]
Buyer’s Personal-Use Property

If adequate interest is not charged on an installment sale of personal-use property, such as a residence to be used by the buyer, imputed interest rules do not apply to the buyer. Thus, the buyer may not deduct the imputed interest. The buyer’s deduction is limited to the payment of interest stated in the contract if a deduction is allowed under the home mortgage interest rules in Chapter 15.



Timing of interest reporting

One important practical difference between the two statutes covering minimum interest involves the timing of the reporting and deducting of interest.

Under Section 483, a seller and lender use their regular reporting method for imputed interest. For a cash-basis seller, interest is taxed when received; a cash-basis buyer deducts interest when paid if a deduction is allowable. However, if too much interest is allocated to a payment period, the excess interest is treated as prepaid interest, and the deduction is postponed to the year or years interest is earned. Section 483 also describes imputed interest as unstated interest.

Under Section 1274, the interest element is generally reported by both buyer and seller according to the OID accrual rules, even if they otherwise report on the cash basis. Where the seller financing is below an annual threshold ($3,715,200 for 2011 sales), the parties can elect the cash method to report the interest regardless of the OID and accrual rules if: (1) the seller-lender is on a cash-basis method and is not a dealer of the property sold and (2) the seller and buyer jointly elect to use the cash method. The cash-basis election binds any cash-basis successor of the buyer or seller. If the lender transfers his interest to an accrual-basis taxpayer, the election no longer applies; interest is thereafter taxed under the accrual-method rules. The OID rules also do not apply to a cash-basis buyer of personal-use property; here, the cash-basis debtor deducts only payments of interest required by the contract, assuming a deduction is allowed under the home mortgage rules discussed in Chapter 15.

Figuring applicable federal rate (AFR)

There is no imputed interest if the sales contract provides for interest that is at least equal to the AFR. See Table 4-1 below for determining the AFR.

Table 4-1 Minimum Interest Rate for Seller Financing




	Type—
	Description—





	Applicable federal rates
	The IRS determines the AFR rates which are published at the beginning of each month in the Internal Revenue Bulletin. There are three AFR rates depending on the length of the contract:
Short-term AFR—A term of three years or less.
Mid-term AFR—A term of over three years but not over nine years.
Long-term AFR—A term of over nine years.
The imputed interest rules do not apply if the interest rate provided for in the sales contract is at least the lesser of (1) the lowest AFR in effect during the three-month period ending with the month in which a binding written sales contract is entered into, or (2) the lowest AFR in effect during the three-month period ending with the month of sale.
If insufficient interest is charged, the total unstated interest is allocated to payments under an OID computation.



	9% safe harbor rate
	If seller financing in 2011 is $5,201,300 or less, the minimum required interest is the lower of 9% compounded semiannually and the applicable federal rate (AFR). The amount of seller financing is the stated principal amount under the contract. If the seller-financed amount exceeds $5,201,300, the minimum interest rate is 100% of the AFR. The threshold for the 9% safe harbor is indexed annually for inflation.
The 9% safe harbor provides a benefit only if it is less than the AFR, but in recent years the AFR has been much lower than 9%. Thus, until prevailing interest rates substantially increase, charging interest at the AFR will be sufficient to avoid application of the minimum interest rules.
IRS regulations allow the parties to use an interest rate lower than the AFR if it is shown that the borrower could obtain a loan on an arm’s-length basis at lower interest.



	Seller-financed sale-leaseback transactions
	Interest equal to 110% of AFR must be charged.



	Sales of land between family members
	To the extent that the sales price does not exceed $500,000 during a calendar year, the minimum required interest rate is 6%, compounded semiannually. To prevent multiple sales from being used to avoid the $500,000 limit, the $500,000 ceiling applies to all land sales between family members during the same year. To the extent that the $500,000 sales price limit is exceeded, the general 9% or 100% of AFR rules apply.





Assumptions of loans

The imputed interest rules of Sections 1274 and 483 do not generally apply to debt instruments assumed as part of a sale or exchange, or if the property is taken subject to the debt, provided that neither the terms of the debt instrument nor the nature of the transactions are changed.

Important: In planning deferred or installment sales, review Treasury regulations to the Internal Revenue Code Sections 483 and 1274 for further examples and details.






End of sample




    To search for additional titles please go to 

    
    http://search.overdrive.com.   
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27,550 27,600 0 1355 2,820 3459 0 2,168 3,880 4528
27,600 27,650 0 1347 2,809 3448 0 2158 3870 4518
27,850 27,700 0 1339 2,799 3438 0 2150 3,868 4507
27,700 27750 0 1,331 2788 3427 o 2142 3858 4,497
27,750 27,800 0 1,323 2777 3416 o 2,184 3847 4,486
27800 27850 0 1315 2767 3408 0 2126 3837 4476
27850 27900 0 1307 2756 3305 0 2118 3828 4,465
27,900 27950 0 1200 2745 3385 0 2110 3816 4455
27950 28000 0 1,201 2735 3374 o 2102 3805 4444
28,000 28,050 0 1283 2725 3364 0 2,084 3785 2438
28,050 28100 0 1275 2714 3383 0 2,086 3784 4423
28100 28150 0 1,267 2704 3343 0 2,078 3774 4413
28,150 28,200 0 1259 2693 3382 0 2,070 3763 4,402
28200 28250 0 1,251 2,683 3322 0 2,062 3753 4,392
28,250 28,300 0 1,243 2672 EET o 2,085 3742 4,381
28300 28350 0 1235 2662 3301 0 2,047 3732 4,371
28350 281400 0 1227 2,681 3200 0 2,030 3721 4,360
287400 28450 0 1219 264 3280 0 2,081 3710 4,349
28450 28500 0 1211 2630 3269 o 2023 3700 4,339
28,500 28,550 0 1.208 2620 3250 0 2015 3680 4,328
28550 28600 0 11105 2,600 3248 0 2,007 3679 4318
28600 28650 0 1187 2,508 3237 0 1999 3688 4,307
28650 28,700 o 1479 2,588 3227 0 1991 3658 4297
28,700 28,750 o 1474 2577 3218 o 1983 3647 4286
28,750 28,800 o 1163 2,567 3208 o 1975 3637 4276
28800 28850 0 1155 2,558 3105 0 1967 3626 4265
28850 28900 0 1147 2548 3,185 0 1959 3616 4,255
28,900 28950 0 1139 2,535 3,174 0 1951 3605 4244
28950 29,000 o 1131 2525 3164 o 1943 3505 4234
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23,000 23,050 0 2,082 3,778 4417 0 2,803 4,848 5,487
23,050 23,100 0 2074 3787 4,408 0 2,885 4,837 5478
23,100 23,150 0 2,088 3757 4,396 0 2,877 4827 5486
23,150 23,200 0 2,058 3748 4,385 0 2,889 4816 5485
23,200 23,250 o 2,050 373 4375 0 2881 4,808 5445
23,250 23,300 0 2,042 3725 4,364 0 2,854 4795 5434
23,300 23350 0 2,084 3715 4,354 0 2,848 4785 5424
23350 23,400 0 2028 3704 4,343 0 2,838 4774 5413
23,400 23,450 0 2018 3604 4,333 0 2,830 4763 5402
23,450 23,500 o 2010 3683 4322 0 2822 4753 520
23,500 23,550 o 2,002 3673 4312 0 2814 4742 581
23,550 23,600 0 1,994 3682 4,301 0 2,808 4732 57l
23,600 23,650 0 1986 3651 4,290 0 2,798 4721 5360
23,650 23,700 0 1978 364 4,280 0 2,790 471 5350
23,700 23,750 0 1,970 3630 4,269 0 2782 4700 5%
23750 23,800 0 1962 3620 4,259 0 2,774 4690 5320
23,800 23850 0 1,954 3609 4248 0 2768 4679 5318
23,850 23,900 0 1,946 3500 4,238 0 2758 4,669 5,308
23,900 23,950 0 1,938 3588 4227 0 2,750 4,658 5207
23,950 24,000 0 1,930 3578 4217 0 2742 4648 5287
24,000 24,050 0 1922 3567 4,208 0 2,734 4637 5276
24050 24,100 0 1914 3557 4198 o 2726 4627 5288
24,100 24,150 0 1906 3548 4,185 0 2718 4618 5285
24,150 24200 0 1898 353 4475 o 2710 4,608 5245
24200 24250 0 1890 3525 4,164 o 2,702 4,595 5234
24,250 24,300 0 1882 3515 4154 0 2,604 4584 5223
24300 24350 0 1874 3504 4,143 0 2686 4574 5213
24350 24,400 0 1866 3494 4133 0 2678 4,563 5202
24,400 24,450 0 1,858 3483 4122 0 2670 4553 5%
24,450 24,500 0 1,850 3472 41m o 2,682 4542 5181
24,500 24,550 0 1842 3462 4,101 o 2654 4532 571
24550 24,600 0 1834 3451 4090 0 2646 4521 5160
24,500 24550 0 1826 3441 4,080 0 2638 451 5150
24550 24,700 0 1818 3430 4,069 0 2630 4,500 5139
24,700 24750 0 1810 3420 4,059 o 2622 4490 5120
24,750 24,800 0 1802 3400 4,048 o 2614 4479 5118
24800 24850 0 1794 3300 4,038 0 2,608 4489 5108
24850 24900 0 1786 3388 4027 0 2,508 4458 5,007
24,900 24950 0 1778 3378 4017 0 2,590 4448 5.087
24950 25,000 0 1,770 3367 4,008 0 2582 4437 5076
25,000 25,050 0 1762 3387 309 0 2574 4426 5,085
25,050 25,100 0 1,754 3,346 3085 0 2,566 4416 5,085
25,100 25150 0 1,746 3,336 3075 0 2,558 4,405 5044
25,150 25200 0 1738 3325 3964 0 2,550 4,395 5,034
25200 25250 0 1,730 3315 3054 o 2542 4,384 5023
25250 25300 0 1722 3304 3043 o 2,53 4374 5013
25300 25350 0 1714 3203 3032 0 2,526 4,363 5002
25350 25,400 0 1.708 3283 3022 0 2518 4,353 4,992
25,400 25450 0 1608 3272 3911 0 2510 4342 4,981
25450 25500 0 1,690 3262 3901 0 2502 4332 4,971
25,500 25,550 0 1,682 3280 3890 0 2494 2,321 4,960
25550 25,600 0 1674 3241 3880 0 2,486 4311 4,950
25600 25650 0 1,688 3230 3869 0 2478 4,300 4,939
25650 25,700 o 1,658 3220 3859 0 2470 4,290 4,929
25,700 25,750 o 1,650 3,200 3848 o 2462 4279 4918
25,750 25,800 o 1642 3,199 3838 o 2454 4,269 4,908
25,800 25,850 0 1634 3,188 3827 0 2,448 4,258 4,897
25,850 25900 0 1,626 3178 3817 0 2438 4,247 4,886
25,900 25950 0 1618 3167 3808 0 2430 4237 4876
25,950 26,000 o 1810 3157 7% o 2422 4226 4,865
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32,000 32,050 0 643 1,882 2,521 0 1455 2,05 3,501
32,050 32,100 0 635 1872 2511 0 1447 2,942 3581
32,100 32,150 0 627 1,861 2,500 0 1430 2,981 3570
32,150 32,200 0 619 1,851 2,490 0 1431 2,921 3,560
32,200 32,250 o 612 1840 2479 0 1423 2,910 3,549
32,250 32300 0 504 1,830 2489 0 1415 2,900 3530
32300 32350 0 5% 1819 2458 0 1,407 2,880 3528
32350 321400 0 588 1800 2448 0 1399 2879 3518
321400 32450 0 580 1798 2437 0 1,391 2,868 3507
32450 32,500 o 572 1,788 2427 0 1,383 2,858 3497
32,500 32,550 o 564 1777 2418 0 1375 2,847 3488
32,550 32,600 o 556 1767 2,408 0 1367 2,836 3475
32,600 32,650 0 548 1756 2,395 0 1,350 2,826 3465
32,650 32,700 0 540 1746 2,385 0 1,351 2,815 3454
32,700 32,750 0 532 1735 2,374 0 1343 2,805 3444
32,750 32,800 0 524 1724 2,363 0 1,835 2784 3433
32,800 32,850 0 516 1714 2,353 0 1327 2784 3423
32,850 32,900 0 508 1,703 2,342 0 1319 2773 3412
32,900 32,950 0 500 15693 233 0 1311 2763 3402
32,950 33,000 0 492 1682 2321 0 1303 278 3301
33,000 33,050 0 484 1,672 231 0 1,205 2742 3381
33,050 33,100 0 478 1681 2,300 0 1287 2731 3370
33,100 33,150 0 468 1851 2,290 0 1279 2721 3,380
33,150 33,200 0 480 1,640 2279 0 1271 2710 3349
33,200 33,250 0 452 1,630 2,269 o 1263 2700 3330
33,250 33,300 0 444 1619 2258 0 1,258 2,689 3328
33300 33350 0 438 1,609 2248 0 1248 2670 3318
33350 33,400 0 428 15508 2237 0 1240 2,668 3307
33,400 33,450 0 420 1588 2227 0 1232 2,657 3208
33,450 33,500 0 412 1577 2216 o 1224 2,647 3286
33,500 33,550 0 404 1,567 2208 o 1216 263 3275
33,550 33,600 0 £ 1,556 2,195 0 1,208 2626 3265
33,600 33,850 0 383 1,545 2,184 0 1200 2615 3254
33,850 33,700 0 380 1535 2,174 0 1192 2,605 3244
33,700 33,750 0 a2 1524 2,163 o 1184 2,504 3233
33,750 33,800 0 64 1514 2,153 o 1176 2,584 3223
33800 33850 0 356 15503 2,142 0 1168 2573 3212
33850 33900 0 348 1493 2132 0 1180 2,563 3202
33,900 33950 0 340 1482 2121 0 1152 2,852 3191
33950 34,000 0 332 1472 211 0 1148 2542 3181
34,000 34,050 0 324 1,481 2,100 0 1136 2,631 3170
34050 34100 0 316 1,451 2,000 0 1128 2521 3160
34100 34150 0 308 1440 2079 0 1120 2510 3149
34,150 34200 0 300 1430 2,080 0 1112 2,500 3130
34200 34250 0 202 1419 2,058 o 1104 2489 3128
34250 34300 0 264 1,409 2,048 o 1,006 2478 3117
34300 34350 0 276 1,398 2,037 0 1,088 2488 3107
34350 34400 0 268 1,388 2,027 0 1,080 2457 3008
34400 341450 0 260 1377 2018 0 1072 2447 3,088
34450 34500 0 262 1,366 2,005 o 1,084 2438 3075
34,500 34,550 0 244 1,356 1,995 0 1,056 2428 3,085
34550 34600 0 236 1,345 1,984 0 1048 2415 3,054
34500 34650 0 228 1,335 1974 0 1040 2405 3044
34550 34700 o 220 1,324 1963 0 1082 2,304 3,033
34,700 34750 o 212 1,314 1,953 o 1024 2,384 3023
34750 34800 o 204 1303 1942 o 1016 2373 3012
34800 34850 0 196 1208 1,932 0 1,008 2363 3,002
34850 34900 0 188 1,282 1,921 0 1,000 2352 2,991
34900 34950 0 180 1272 1914 0 902 2342 2,981
34950 35,000 o 172 1,261 1,900 o 084 2331 2,970
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$0 $10,000 $0 18 $0
10,000 20,000 1,800 20 10,000
20,000 40,000 3,800 22 20,000
40,000 60,000 8,200 24 40,000
60,000 80,000 13,000 26 60,000
80,000 100,000 18,200 28 80,000
100,000 150,000 23,800 30 100,000
150,000 250,000 38,800 32 150,000
250,000 500,000 70,800 34 250,000
500,000 155,800 35 500,000
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29,000 29,050 0 1123 2514 3153 0 1,985 3,584 4,223
29,050 29,100 0 14115 2,504 3143 0 1,927 3574 4213
29,100 29,150 0 1107 2493 3132 0 1,919 3,563 4202
29,150 29,200 0 1,009 2483 3122 0 1911 3,553 4102
23,200 29,250 o 1,091 2472 3111 0 1,903 3542 4181
29,250 29,300 0 1,083 2462 3101 0 1895 3581 4170
29,300 29350 0 1075 2451 3,000 0 1,887 3821 4,160
29350 29,400 0 1067 2441 3,080 0 1879 3510 4,149
29,400 29,450 0 1059 2430 3,089 0 1871 3,500 4139
29,450 29,500 o 1051 2419 3,058 0 1863 3480 4128
29,500 29,50 o 1,043 2409 3,048 0 1855 3479 4118
29,50 29,600 o 1,035 2,308 3,087 0 1847 3468 4107
29,600 29,650 0 1,027 2,388 3,027 0 1839 3458 4,007
29,650 29,700 0 1019 2377 3,018 0 1831 3447 4,086
29,700 29,750 0 1014 2,37 3,008 0 1823 3437 4,076
29,750 29,800 0 1,003 2,358 2,995 0 1,815 3428 4,065
29,800 29,850 0 295 2,348 2,985 0 1,807 3416 4,055
29,850 29,900 0 087 2,335 2,074 0 1,799 3405 4,044
29,900 29,950 0 79 2,325 2,964 0 1791 3395 4,034
29,950 30,000 0 o71 2314 2,953 0 1783 3384 4,028
30,000 30,050 0 963 2304 2,943 0 1,775 3373 4012
30,050 30,100 0 955 220 2,982 o 1,787 3363 4,002
30,100 30,150 0 047 2283 2,92 0 1,759 3382 3001
30,150 30,200 0 939 2272 2,911 0 1751 3342 3,081
30,200 30,250 0 931 2262 2,901 o 1743 3331 3970
30,250 30,300 0 023 2251 2,890 0 1,735 321 3,060
30300 30350 0 915 2240 2879 0 1727 3310 3049
30350 30,400 0 207 2230 2,869 0 1719 3300 3030
30,400 30,450 0 899 2219 2,858 0 1711 3280 3028
30,450 30,500 0 891 2,200 2,848 o 1,703 3279 3018
30,500 30,550 0 883 2,198 2,837 0 1,695 3268 3007
30,550 30,600 0 875 2188 2827 0 1687 3258 3807
30,600 30,650 0 867 2177 2816 0 1679 3247 3888
30,850 30,700 0 859 2,167 2,808 0 1671 3237 3876
30,700 30,750 0 851 2158 2795 o 1,683 3226 3865
30,750 30,800 0 843 2,148 2785 o 1655 3216 3,855
30,800 30850 0 835 2135 2774 0 1647 3205 3844
30,850 30900 0 827 2125 2764 0 1639 3104 3833
30,900 30,950 0 819 2114 2783 0 1631 3184 3823
30,950 31,000 0 8i1 2104 2743 0 1623 3173 3812
31,000 31,080 0 803 2,003 2732 0 1615 3163 3802
31050 31100 0 795 2,083 2722 0 15607 3152 3791
31100 31150 0 787 2072 271 0 1599 3142 3781
31,150 31,200 0 79 2,081 2700 0 1,501 3,131 3770
31200 31250 0 il 2,081 2,690 o 1583 3121 3780
31250 31300 0 763 2,040 2679 o 1575 3110 3,749
31300 31350 0 755 2,030 2660 0 1567 3,100 3730
31350 31400 0 747 2,019 2688 0 1559 3,089 3728
31400 311450 0 739 2,000 2648 0 15851 3079 3718
31450 31500 0 731 1008 2637 0 1543 3,088 3707
31,500 31,550 0 723 1,088 2627 0 1,535 3,058 3607
31550 31,600 0 745 1,977 2616 0 1527 3,047 3686
31600 31,650 0 707 1,967 2,608 0 1519 3,037 3676
31650 31,700 o 699 1,956 2,505 0 1511 3,028 3665
31,700 31,750 o 691 1,846 2,585 o 15508 3015 3654
31,750 31,800 o 683 1,935 2,574 o 1,495 3005 3644
31,800 31,850 0 675 1,925 2,584 0 1,487 2,904 3633
31,850 31900 0 667 1914 2,553 0 1479 2,084 3623
31,900 31,950 0 659 1904 2,543 0 1474 2073 3612
31,950 32,000 o 654 1,893 2532 o 1,463 2,063 3602
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37,750 37,800 0 0 671 1310 0 536 1741 2,380
37,800 37,850 0 0 661 1,300 0 528 1731 2370
37,850 37,900 0 0 650 1289 0 520 1720 2,350
37,900 37,950 0 0 840 1.279 0 512 1710 2,349
37,950 38,000 o 0 629 1,268 0 504 1,699 2338
38,000 38,050 o 0 619 1,258 0 498 1,689 2328
38,050 38,100 o 0 608 1,247 0 488 1678 2317
38,100 38,150 0 0 508 1,237 0 480 1,668 2307
38,150 38,200 0 0 587 1,226 0 472 1657 2208
38,200 38,250 o 0 517 1,216 0 464 1647 2288
38,250 38,300 o 0 56 1,205 0 457 1,636 2275
38300 38350 0 0 556 1195 0 449 1626 2265
38350 38,400 0 0 545 1184 0 441 1615 2284
38,400 38,450 0 0 535 1174 0 433 1604 2243
38,450 38,500 0 0 524 1163 0 425 1504 2233
38,500 38,550 0 0 514 1,153 0 a7 1,58 2222
38,550 38,600 0 0 503 1,142 0 409 1573 2212
38,600 38,650 0 0 a2 1,131 0 401 1562 2,201
38,650 38,700 0 0 482 1,121 0 303 1552 21181
38,700 38,750 0 0 a7 1,110 0 385 1541 2,180
38,750 38,800 0 0 481 1,100 0 377 1,531 2,170
38800 38850 0 0 450 1,089 0 369 15520 2,159
38850 38,900 0 0 440 1,079 0 361 1510 2,149
38,900 38,950 0 0 429 1,068 0 353 1,499 2138
38,950 39,000 0 o 419 1,058 0 345 1,489 2128
39,000 39,050 0 o 408 1,047 o 337 1478 2,117
39,050 39,100 0 0 398 1,037 0 320 1,468 2,107
39,100 39,150 0 0 387 1,026 0 321 11457 2,008
39,150 39,200 0 0 a7z 1,016 0 313 1,447 2,088
39,200 39,250 0 o 366 1,005 o 305 1,436 2,075
30,250 39,300 0 0 356 905 0 207 1,425 2,084
39,300 39,350 0 0 345 084 0 289 1,415 2,054
39350 30,400 0 0 335 o74 0 281 1,404 2,043
30,400 30,450 0 0 324 983 0 273 1,394 2,033
30,450 39,500 0 o 313 052 o 285 1383 2022
39,500 39,550 0 0 308 042 0 257 1373 2012
39,550 39,600 0 0 20 31 0 249 1362 2,001
30,600 30,650 0 0 28 21 0 241 1352 1,901
30,650 30,700 0 0 271 910 0 233 1,341 1,080
39,700 30,750 0 0 281 200 o 225 1,331 1,870
30,750 39,800 0 0 250 889 0 217 1320 1,050
39,800 30850 0 0 240 79 0 209 1310 1,049
30,850 30,900 0 0 220 868 0 201 1209 1,038
39,900 30,050 0 0 219 858 0 193 1,289 1,028
30,950 40,000 0 o 208 847 o 185 1278 1017
40,000 40,050 0 0 198 837 0 177 1,267 1,008
40,050 40,100 0 0 187 826 0 169 1,257 1898
40,100 40150 0 0 177 816 0 161 1,246 1,885
40,150 40200 0 0 166 805 0 183 1,236 1875
40200 40250 0 0 156 795 0 145 1,225 1,884
40250 40,300 0 0 145 784 0 137 1215 1,854
40300 40350 0 0 134 77 0 129 1204 1843
40350 40,400 0 0 124 763 0 121 1194 1833
40,400 40,450 0 0 113 752 0 113 1,183 1822
40,450 40,500 o o 103 742 o 105 1173 1812
40,500 40,550 o o %2 731 o o7 1162 1,801
40,550 40,600 0 0 82 724 0 89 1182 1791
40,600 40650 o 0 7 70 0 81 1141 1780
40,650 40,700 0 0 & 700 0 73 1131 1770
40,700 40,750 o o 50 689 o 65 1120 1759
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35,000 35,050 0 164 1251 1,890 0 976 2,320 2,959
35,050 35,100 0 158 1240 1,879 0 %8 2310 2,949
35,100 35,150 0 148 1230 1,869 0 %0 2,200 2038
35,150 35,200 0 140 1219 1,858 0 052 2,280 2,028
35,200 35,250 o {22 1200 1,848 0 044 2278 2017
35,250 35300 0 124 1,198 1,837 0 %6 2,268 2,907
35300 35350 0 116 1,187 1,826 0 028 2,257 289
35350 35400 0 108 1177 1816 0 220 2247 2888
35400 35450 0 100 1,166 1805 0 012 2236 2875
35450 35,500 o %2 1,156 1795 0 904 2226 2865
35,500 35,550 o 8 1145 1784 0 896 2215 2,854
35,550 35,600 o 76 1135 1774 0 883 2,205 2,844
35,600 35,650 0 68 1124 1763 0 880 2184 2,833
35,650 35,700 0 60 1114 1753 0 872 2,184 2823
35,700 35,750 0 52 1103 1742 0 864 2173 2812
35,750 35,800 0 4 1003 1732 0 856 2,163 2,802
35,800 35,850 0 36 1082 1721 0 848 218 2,791
35,850 35,900 0 28 1072 1711 0 840 2,141 2,780
35,900 35,950 0 20 1061 1700 0 832 2,131 2770
35,950 36,000 0 12 1,081 1690 0 824 2120 2750
36,000 36,050 0 4 1,040 1,679 0 816 2,110 2,749
36,050 36,100 0 o 1,080 1,669 0 808 2,099 2738
36,100 36,150 0 0 1,019 1,658 0 800 2,080 2728
36,150 36,200 0 o 1,008 1647 0 792 2078 2717
36,200 36,250 0 o 993 1637 o 784 2,088 2,707
36,250 36,300 0 0 087 1626 0 776 2,057 2,69
36,300 36350 0 0 o77 1616 0 768 2,047 2,688
36350 36,400 0 0 966 1605 0 760 2038 2675
36,400 36,450 0 0 956 1595 0 752 2026 2685
36,450 36,500 0 o 045 1584 o 744 2015 2,654
36,500 36,550 0 o 935 1574 0 736 2,005 2,644
36,550 36,600 0 0 924 1563 0 728 1,994 2,633
36,600 36,650 0 0 914 1553 0 720 1,984 2623
36,650 36,700 0 0 203 15542 0 712 1,973 2612
36,700 36,750 0 o 893 1532 o 704 1,962 2601
36,750 36,800 0 o 882 1,521 o 6% 1,952 2501
36,800 36850 0 0 872 1511 0 688 1,941 2580
36850 36900 0 0 861 15500 0 680 1,931 2570
36,900 36950 0 0 851 11490 0 672 1920 25559
36950 37,000 0 o 840 1479 o 684 1910 25549
37,000 37,050 0 o 829 1,468 o 656 189 2538
37,050 37,100 0 0 819 1,458 0 648 1889 2528
37100 37150 0 0 808 1,447 0 640 1878 2517
37,150 37,200 0 0 798 1,437 0 632 1,868 2,507
37200 37250 0 o 787 1,426 o 624 1,857 249
37,250 37,300 0 o 777 1,416 o 616 1,847 2,486
37300 37350 0 0 765 1405 0 608 1836 2475
37350 37400 0 0 758 1395 0 600 1,826 2485
37400 37450 0 0 745 1,384 0 592 1815 2454
37450 37500 0 o 735 1374 0 584 1805 2444
37,500 37,550 0 0 724 1363 0 576 1,794 2433
37550 37,600 0 0 714 1353 0 568 1783 2422
37600 37,650 0 0 703 1342 0 560 1773 2412
37650 37,700 0 0 693 1332 0 552 1762 2,401
37,700 37,750 o o 682 1,321 o 544 1,752 2,391

* If the amount you are looking p from the worksheet is at least $36,050 butless than $36,052, and you have one qualifying child

your credtis $0.
If the amount you are looking up from the worksheet is $36.052 or more. and you have one qualifying child. you may not take the credit.
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43,500 43,550 0 0 0 100 0 0 530 1,169
43,550 43,600 0 0 o 8 0 0 520 1,159
43,600 43,650 0 0 0 78 0 0 500 1,148
43,650 43,700 o 0 0 68 0 0 490 1,138
43,700 43,750 o 0 o 57 0 o 488 1127
43,750 43,800 0 0 0 a7 0 0 78 117
43,800 43,850 0 0 0 E3 0 0 487 1106
43,850 43,900 0 0 0 2 0 0 457 1096
43,900 43,950 0 0 0 15 0 0 446 1,085
43,950 44,000 o 0 o 5 0 0 436 1,075
44,000 44,050 o 0 o 0 0 o 425 1,064
44,050 44,100 0 0 0 0 0 0 415 1,054
44,100 44,150 0 0 0 0 0 0 404 1,043
44,150 44,200 0 0 0 0 0 0 304 1033
44,200 44250 0 0 o 0 0 o 383 1,022
44,250 44,300 0 0 0 0 0 0 a2 1011
44300 44350 0 0 0 0 0 0 382 1,001
44350 44,400 0 0 0 0 0 0 351 280
44,400 44,450 0 0 0 0 0 0 341 980
44,450 44500 0 0 o 0 0 o 330 %9
44,500 44,550 0 0 o 0 0 o 320 959
44550 44,600 0 0 0 0 o 0 309 048
44,500 44,550 0 0 0 0 0 0 209 38
44,550 44,700 0 o 0 0 0 0 288 027
44,700 44750 0 o o 0 o o 278 oi7
44,750 44,800 0 0 0 0 0 0 267 206
44800 44850 0 0 0 0 0 0 257 896
44850 44,900 0 0 0 0 0 0 246 885
44,900 44,950 0 0 0 0 0 0 23 875
44,950 45,000 0 o o 0 o o 225 864
45,000 45,050 0 o o 0 o 0 214 853
45,050 45,100 0 o 0 0 0 0 204 843
45,100 45,150 0 0 0 0 0 0 103 832
45,150 45,200 0 0 0 0 0 0 183 822
45,200 45,250 0 o o 0 o 0 172 811
45,250 45,300 0 o o 0 o 0 162 801
45,300 45350 0 0 0 0 0 0 181 7%
45350 45,400 0 0 0 0 0 0 141 780
45,400 45,450 0 0 0 0 0 0 130 769
45450 45,500 0 0 0 0 0 0 120 759
45,500 45,550 0 0 0 0 0 0 109 748
45,550 45,600 0 0 0 0 0 0 % 738
45,600 45650 0 0 0 0 0 0 88 727
45,650 45,700 0 0 0 0 0 0 78 77
45,700 45,750 0 o 0 0 o 0 &7 706
45,750 45,800 0 o 0 0 o 0 57 696
45800 45850 0 0 0 0 0 0 48 685
45850 45900 0 0 0 0 0 0 35 674
45900 45950 0 0 0 0 0 0 25 684
45950 46,000 0 0 0 o 0 0 14 653
46,000 6,050 0 0 0 0 0 0 = 643
46,050 46,100 0 0 0 0 0 0 0 632
46,100 46,150 0 0 0 0 0 0 0 622
46,150 46,200 0 0 0 0 0 0 0 611
46,200 46,250 o o 0 o o 0 o 601

> he amountyou are looking Up from the orheet s at least $4,000 but lessthan $45,044, and you have two qualting cidren
your creditis $5.
If the amount vou are looking up from the worksheet is $46.044 or more. and you have two qualifying children. you may not take the credit.
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40,750 40,800 0 0 679 0 57 1110 1749
40,800 40,850 0 0 668 0 49 1,009 1738
40,850 40,900 0 0 658 0 a9 1,088 1727
40,900 40,950 0 0 647 0 E 1,078 1717
40,950 41,000 o 0 637 0 25 1,087 1,706
41,000 41,050 o 0 o 626 0 17 1,057 1,69
41,050 41,100 0 0 o 616 0 9 1,046 1,685
41,100 41,150 0 0 0 605 0 = 1,036 1675
41,150 41,200 0 0 0 504 0 [ 1025 1,664
41,200 41,250 o 0 o 584 0 o 1015 1,654
41,250 41,300 o 0 o 573 0 o 1,004 1643
41,300 41350 0 0 0 563 0 0 034 1633
41350 41,400 0 0 0 552 0 0 983 1,622
41,400 41,450 0 0 0 542 0 0 73 1612
41,450 41,500 0 0 0 531 0 0 %62 1,601
41,500 41,550 0 0 o 521 0 o 952 1,501
41,550 41,600 0 0 0 510 0 0 41 1,580
41,600 41,650 0 0 0 500 0 0 o3t 1570
41,650 41,700 0 0 0 489 0 0 920 1,559
41,700 41,750 0 0 o 478 0 o 09 1,548
41,750 41,800 0 0 o 488 0 o B 1,538
41,800 41850 0 0 0 458 0 0 88 1,527
41,850 41,900 0 0 0 447 0 0 78 11517
41,900 41,950 0 0 0 437 0 0 67 1506
41950 42000 0 0 0 426 o o 857 1,496
42,000 42,050 0 0 o 45 o o 816 1,485
42,050 42,100 0 0 o 405 0 0 83 1475
42,100 42,150 0 0 0 304 0 0 825 1,464
42,150 42,200 0 0 0 384 0 0 815 1,454
42200 42250 0 o o 373 o o 804 1,443
12,250 42,300 0 0 0 383 0 0 794 1433
42,300 42,350 0 0 0 352 0 0 783 1422
42350 42,400 0 0 0 342 0 0 773 1412
42,400 42450 0 0 0 331 0 0 762 1,401
42450 42500 0 o o 321 o o 752 1301
42,500 42,550 0 o o 310 o 0 741 1,380
42,550 42,600 0 0 0 300 0 0 730 1,389
42,600 42850 0 0 0 289 0 0 720 1350
42850 42,700 0 0 0 279 0 0 709 1348
42700 42750 0 0 o 268 0 0 699 1,338
42,750 42,800 0 0 0 27 0 0 688 1827
42800 42850 0 0 0 247 0 0 678 1317
42850 42900 0 0 0 23 0 0 667 1308
42900 42,950 0 0 0 226 0 0 657 1.208
42950 43,000 0 o 0 215 o 0 646 1285
43,000 0 0 0 205 [ 0 636 1.275

0 0 0 104 0 0 625 1284

0 0 0 184 0 0 615 1,254

0 0 0 173 0 0 604 1243

0 o 0 163 o 0 594 1233

0 0 0 152 0 0 583 1222

0 0 0 142 0 0 573 1212

0 0 0 131 0 0 A 1,201

0 0 0 121 0 0 551 1190

0 o 0 110 o 0 541 1180

* If the amount you are looking p from the worksheet is at least $40,950 butless than $40,964, and you have two qualiiying chilcren,

your credt is $1

f the amount you re looking up from the workshest is $40,964 or more, and you have two qualifying chidren, you may not take the credit
* If the amount you are locking up from the workshest is at least $41,100 but less than $41,132, and you have one qualiying child,

your creditis $3.

if the amount you are looking up from the worksheet is $41.132 or more. and you have one qualifying child. you may not take the credit.
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LOWER YOUR TAXES
— LEGALLY!

In this tough economy,
you can't afford to let
your business leave a
single thing on the table

— that's why you need
Small Business Taxes 2012.

In this fully updated volume, you'l ind:

' Detalled coverage of the newest tax aws.
M Strategles to run a tax-smart business
' Comprehensive Information

on every deductble expense
N Help with state taxes
' Sample forms and checkists

Your Complet i
e Guidy
- Vm a Better Bottom Li:e
fears of Savings for Small Businesses

to this book at
JKLasser.com

AVAILABLE NOW IN PRINT AND EBOOK.
K Lasser’s Small Business Taxes 2012:

Your Complete Guide 1 a Better Bottom Line.
Barbara Weltman » 078-1-118-07258-5
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46,250 46,300 0 0 0 0 0 0 0 590
46,300 46,350 0 0 0 0 0 0 0 80
46,350 46,400 0 0 0 0 0 0 0 569
46,400 46,450 0 0 0 0 0 0 0 550
46,450 46,500 o 0 o o 0 o 0 548
46,500 46,550 o 0 o o 0 o 0 538
46,550 46,600 0 0 0 o 0 0 0 527
46,600 46,650 0 0 0 0 0 0 0 517
46,650 46,700 0 0 0 0 0 0 0 506
46,700 46,750 o 0 o 0 0 o 0 495
46,750 46,800 o 0 o 0 0 o 0 485
46,800 46,850 0 0 0 0 0 0 0 474
46,850 46,900 0 0 0 0 0 0 0 464
46,900 46,950 0 0 0 0 0 0 0 453
46,950 47,000 0 0 0 0 0 o 0 443
47,000 47,050 0 0 o 0 0 o 0 432
47,050 47,100 0 0 0 0 0 0 0 42
47,100 47,150 0 0 0 0 0 0 0 an
47150 47,200 0 0 0 0 0 0 0 401
47,200 47,250 0 0 o 0 0 o 0 350
47,250 47,300 0 0 o 0 0 o 0 380
47300 47350 0 0 0 0 0 0 0 369
47350 47,400 0 0 0 0 0 0 0 359
47,400 47450 0 0 0 0 0 0 0 348
47450 47500 0 0 0 0 0 o 0 38
47,500 47,550 0 o o 0 o 0 0 327
47550 47,600 0 0 0 0 o 0 0 316
47,600 47,850 0 0 0 0 0 0 0 308
47,850 47,700 0 0 0 0 0 0 0 205
47,700 47,750 0 o o 0 o o 0 285
47,750 47,800 0 0 0 0 0 0 0 274
47,800 47,850 0 0 0 0 0 0 0 264
47850 47,900 0 0 0 0 0 0 0 253
47,900 47,950 0 0 0 0 0 0 0 243
47,950 48,000 0 o o 0 o 0 0 232
48,000 48,050 0 [ 0 0 0 0 o 222
48,050 48,100 0 0 0 0 0 0 0 211
48,100 48150 0 0 0 0 0 0 0 201
48,150 48200 0 0 0 0 0 0 0 190
48200 48250 0 o 0 0 0 0 o 180
48,250 48300 0 0 0 0 0 0 0 169
48300 48350 0 0 0 0 0 0 0 159
48350 481400 0 0 0 0 0 0 0 148
48,400 48,450 0 0 0 0 0 0 0 137
481450 48500 0 o 0 0 o 0 o 127
48,500 48,550 0 0 0 0 0 0 0 116
48550 48600 0 0 0 0 0 0 0 106
48600 48650 0 0 0 0 0 0 0 95
48650 48,700 0 0 0 0 0 0 0 85
48,700 48750 0 o 0 o 0 0 o 74
48,750 48,800 0 0 0 0 0 0 0 64
48800 48850 0 0 0 0 0 0 0 53
48850 48,900 0 0 0 0 0 0 0 43
48900 48,950 0 0 0 0 0 0 0 2
48950 49,000 o o 0 o o 0 0 2
49,000 49,050 o o 0 o o 0 0 11
49,050 49,078 o o 0 o 0 0 o 3
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Month property placed In service

1 2 3 4 5 B 7 B o 10 1 12

1| aass%| a182%| 2870%| 2576%| 2273%| 1.070%| t1e67%| 1.364%| 1.061%| 0758%| 0.455%| 0.152%

2.9 | 3636 | 3636 | 3636 | 2636 | 20636 | 3636 | 3636 | 3636 | 3636 | 3636 | 3636 | 3.636
10 | 3637 | 337 | aes7 | aea7 | a6ay | 2637 | 3636 | 3636 | 3636 | 3636 | 3636 | 3.636
11 | 366 | 3636 | 2636 | 2636 | 20636 | 2636 | 3637 | 3637 | 3637 | 3637 | 3637 | 3.637
12 | 337 | 3637 | aea7 | aea7 | 2637 | 2637 | 3636 | 3636 | 3636 | 3636 | 3636 | 3.636

13 | 3636 | 3636 | 2636 | 2636 | 20636 | 2636 | 0637 | 3637 | 3637 | 3637 | 3637 | 3637
14 | 337 | 337 | aes7 | aea7 | a6ay | 2637 | 3636 | 3636 | 3636 | 3636 | 3636 | 3.636
15 | 3636 | 3636 | 2636 | 2636 | 20636 | 2636 | 3637 | 3637 | 3637 | 3637 | 337 | 3.637
16 | 3637 | 3637 | aes7 | aea7 | aeay | 2637 | 3636 | 3636 | 3636 | 3636 | 3636 | 3.636
17 | 3636 | 3636 | 3636 | 2636 | 20636 | 2636 | 3637 | 3637 | 3637 | 3637 | 3687 | 3.637

18 | 337 | asar | aesr | aear | aeay | 26s7 | 0636 | 3636 | 3636 | 3636 | 3636 | 3,636
19 | 3636 | 3636 | 2636 | 2636 | 20636 | 2636 | 3637 | 3637 | 3637 | 3637 | 3637 | 3.637
20 | 3637 | 2637 | 3637 | 3637 | 3637 | 3637 | 3636 | 20636 | 2636 | 3636 | 3636 | 3.635
21 | 363 | 2636 | 3636 | 3636 | 3636 | 3636 | 3637 | 2637 | 2637 | 3637 | 3637 | 3.637
22 | 3637 | 2637 | 3637 | 3637 | 3637 | 3637 | 3636 | 20636 | 2636 | 3636 | 3636 | 3.636

23 | 2636 | 2635 | 3635 | 3636 | 3636 | 3636 | 3637 | 2637 | 2637 | 0637 | 8637 | 3.637
24 | 3637 | 2637 | 3637 | 3637 | 3637 | 3637 | 3636 | 2636 | 3636 | 3636 | 3636 | 3.635
25 | 3636 | 2636 | 3636 | 3636 | 3636 | 3636 | 3637 | 2637 | 2637 | 3637 | 3637 | 3.637
26 | 3637 | 2637 | 3637 | 3637 | 3637 | 3637 | 3636 | 2636 | 3636 | 3636 | 3636 | 3.635
27 | 363 | 2636 | 3636 | 3636 | 3636 | 3636 | 3637 | 2637 | 2637 | 3637 | 3637 | 3.637

28 | 197 | 2278 | 2576 | 2879 | 3182 | 3485 | aes6 | 2636 | 2636 | 3636 | 3636 | 3.63
29 0152 | 0455 | 0758 | 1061 | 1364 | 1.67
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Athletic club expenses

Babysiting fees to enable youto
make doctor's visits

Boarding school fees paid for
healthy child while parent is
recuperating from illness

Bottled water bought to avoid
drinking fluoridated city water

Cost of divorce recommended
by a psychiatrist

Costof hotel room suggested for
sex therapy.

Cost of moving away from air
port noise by person suffering
a nervous breakdown

Cost of trips prescribed by a
doctor for a “change of envi-

ronment” to boost an ailing
person's morale

Dance lessons advised by a doc-
tor as general physical and
mental therapy

Divorced spouse’s medical bills

Domestic help; but see 1712if
nursing duties are performed

Ear piercing

Funeral, cremation, burial, cen-
etery plot, monument, or
mausoleum

Health programs offered by
resort hotels, health clubs,
and gyms

Illegal operations and drugs

Marijuana, evenif prescribed by
a physician in a state permit-

S B preptan

Marriage counseling fees

Massages recommended by
physician for general stress
reduction

Matemity clothes

Premiums on policies guarantee-
ing you a specified amount of
money each weekin the event
hospitalization

Scientology fees

Special food or beverage substi-
tutes; but see 17.2.

Tattooing

Teeth whitening to reverse age-
related discoloration

Toothpaste

Transportation costs of a dis-

MBS person ta S0 Irem
work

Travel costs to favorable climate
when you can live there per-
manently

Travel costs to look for a new
place to live—on a doctor's
advice

Tuition and travel expenses to
send a problem child to a par-
ticular school for a beneficial
change in environment (1710).

Weight-loss programto improve
general health (172)
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$1,000 $1,500 $2,000 $2500 $3,000 $3500 $4000 $4500 $5000 $5500 $6,000 $6500 $7000 7500
g:;:’y::ﬁ':"’z‘: Youmay deduct

$15000 0 5 E5 1975 875 2375 2875 3375 3875 435 4875 S5 S5 6375
$20000 0 0 50 1000 1500 2000 2500 3000 3500 4000 4500 5000 5500 6000
$25,000 0 0 125 5 1125 1625 2155 2625 3125 3625 4125 4625 515 5025
$20,000 0 0 0 250 750 1250 175 220 2750 3250 3750 4250 4750 5250
$35,000 0 0 0 0 @5 85 1375 1875 2375 2875 335 3875 4375 4875
$40000 0 0 0 0 0 50 1000 150 2000 250 3000 3500 4000 4500
$45,000 3 0 0 0 0 15 &5 1125 1625 2125 2625 3125 365 4125
$50,000 3 0 0 0 0 0 20 7% 1250 1750 2250 2750 320 3750
$55,000 3 o 0 0 0 0 0 W @5 135 1875 2375 2875 3375
$0,000 3 o o o 0 0 0 0 S0 1000 1500 2000 250 3000
$05,000 3 o o o 0 0o 0 0 W5 65 115 165 215 2625
$70,000 3 o o o 0o 0o 0 0 0 20 750 1250 1790 225
75,000 0 o o o 0o 0o o o o o s &5 1375 1875
$80,000 0 o o o o 0o o o o o 0o 50 100 150
585,000 0 o o o o 0o o o o o o 15 &5 1125
590000 0 o o o o o o o o o o o 22/ 7
595,000 0 o o o o o o o o o o o o 35
$100,000 o o o o o o 0o o 0o 0o 0o 0o 0 0
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Housing
Utilities
Meals
Transportation
Laundry
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Expenses from
casualty
$1,200
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$2275

Expenses not
incurred

$75
700
20
60

$855

increase
(Decrease)

$1,200
(75)
300
(20)
15
$1420
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Joint

o Mike Fran
(Separately) _(Separately) __Retum
T AGI S8475 560000 S 14775
2. Medical expenses 7984 1,000 8984
Less 7¥% of AGI 6,358 4500 10,858
Allowable medical 162 0 0
3 Taxes 2499 1,000 3,499
4 Morgags interest 5000 2000 7000
5. Casualtyloss 20,078 13 20,078
Less 3
Less 100 and 1% of AG o -
Allowable casualty 11500 5500
6. Miscellancous expenses 2,99 500 3,496
Less 2% of AGI 1,89 1,200 2489
Allowable miscellaneous 1,200 0 600
7 Totalitemized (Lines 2-6) 21025 3000 16599
8 Personal exemptions 3700 2700 7400
9. Hemized plus exemptions 25625 6,700 23,099
T e e D 59,150 53,300 120,776
N Taxliability 10819 9,456 22,484
Total tax filing separately 20,75
Savings from filing separately 2,069
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Less: Adjusted basis and selling expenses 60000
Gross profit $ 40,000

Gross profit
————"~ . _40% gross profit percentage)
7 S $100.000
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ST
applies to tax-

AT
applies to tax-

% Dracket

applies to tax-

SRR
applies to tax-

ST RN
applies to tax-

SO S
applies 1o tax-

ableincome  ableincome  able income  ableincome  able income  able income
upto— upto— upto— upto— upto— over—
Married filing ssparately $8,500 $34500 $69,675 $106,150 189575 $189575
single 8,500 34,500 83,600 174,400 379,150 379,150
Head of household 12,150 46,250 119,400 103,350 379,150 379,150
Married filing jointly 17000 69,000 139,350 212,300 379,150 379,150

or Qualifying widowler)
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Do YOU Need to Pass

1fyou'repaid fo propare faxes you
alracdy know that you need your RS
identiing number, he PTIN. Bu id
you know tht hei new competency.
‘exam began n Ociober of 20112

1 you'renot lready credenticled as
an aftorney, Carfied Public Accountart,
or Enrolled Agen', you'll need fo pass
the new RS axam by the end of 2012
in order fo prepare faxas during e
2013 busy season.

WILEY N |
REGISTERED TAX |
RETURN PREPARER | Qoo

Excam Rovievw 2012 book provides o llpop couse
T e i G T e
Vo0 n00 1o sy — whotarar you aro— o o ram:
V% ovlloblo haroer book & sod i March 2017
The Online Tt Bank ~avalablo ot
wPassthetaxsxam.com -

Provdes oen e ok o helpyou pass:

£ 01700 gt uetrs

= Sulaon angine o roplcaeth axam axarionca

* Camprehansis oxplanaton or ncorec anowers

* Ul cotlom pracics sesions and 1098

= Prop and Tot moe fo mamizs you axparionco

Scan This Code NOW O] 0

to visit PassthaTaxExam.com
‘and Take Our FREE
30 Guestion Quiz.






OEBPS/images/f008-01.jpg
temn:

rm 1040k

rm 1040

rm 1040-

Single
Head of household
Married filing jointly
Maried filing separately
Widow or widower
Exemption for dependents

Xt
Xt

Wages, salary
Interest

Ordinary dividends
Qualified dividends taxed as long-term capital gains
Unemployment compensation

Self-employment income

Pension-annuity

IRA distributions

Rents and royalties

Gains and losses from property sales

Capital gain distributions from mutual funds
Alimony

State tax refunds

Social Security benefits

1RA deduction
Alimony paid

Student loan interest

Tuition and fees deduction (32.13)

Educator expenses (12.2)

Moving expenses

Self-employed health insurance

50% of self-employment tax

Archer MSA deduction

Penalty for early withdrawal of savings
Deduction for Keogh, SER, and SIMPLE plans

[

% %

Employee business expenses
State and local taxes

Real estate taxes

Home mortgage interest, investment and business interest
Charitable contributions

Medical and dental expenses

Casualty and theft losses

Miscellaneous deductions (investment expenses, tax preparation)

Credit for child and dependent care
Earned income credit

Creditfor elderly and disabled

Child tax credit or additional child tax credit
Adoption credit

Retirement savings contributions credit
Education credits

All other credits

33 X > 3 %

Estimated tax payments and estimated tax penalty
Advance earned income credit EIC) payments
Self-employment tax

Roth conversion IRA

Penalty taxon an IRA

Alternative minimun tax

Social Security tax on tips not reported to your employer
Uncollected Social Security tax on tips shown on your Form W-2
“Kiddie” tax on child’s return

“Kiddie” tax on parent’s return

Household employee taxes

All other taxes o penalties

> |

3¢ 3 3 ¢ 3¢ 3 X 3¢ 3 X 3 X[ X 3 3 X 3 X[ 3 3 X X 3 X X 363 X X 3 X XX X 3 X X[ 3 X X 3 X X 3 3 X X X XXX X X XX X

* Taxable income les shan $100,000. * Up 1,500,
2 Under age 65 and not blind on January 1, 2012.

< K youdo not need Schedule D of Form 1040 for any other snansaction.
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AGI (thousands) Medical Taxes Interest Charitable
$ 15-<30 $7783 $3184 $8434 $2,048
30 - <50 $7028 3943 8,699 2,274
50 - <100 7269 6,247 10,133 2,775
100 - <200 9,269 11,089 13,456 3,888
200 - <250 21,598 18,524 17572 5,947
250 and over 38,149 48,317 25,527 18,488
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DON'T MISS A
SINGLE DEDUCTION

You don’t want to pay a
penny more in tax than you

4 |l
havo to — and this book | |
will help you find every last [
legal deduction or credit.

Find deductions and tax breaks for:
You and your family cTI
Your home and car

B
L]
W Your job or business
W Your investments and retirement savings & BR —
B Medical and dental expenses
W Health savings accounts
W Education costs |
W Your charitable giving |
M Casualty and theft losses |
W And more!

YEnur corpplete Guide to

Verything Deductible

AVAILABLE NOW IN PRINT AND EBOOK.
K. Lasser’s 1001 Deductions and Tax Breaks 2012:

Your Complete Guide to Everything Deductible.
Barbara Weltman + 078-1-118.07257-8





OEBPS/images/f007-01.jpg
I T T T

; : -
23:5 1’!4567'13{)6 \1343b
R TS
I st omeun seouBBA Hmiones
anomn A S mm oA m o mmoammomamd momonows o
. i % Bonow
T TR T N
P T P
R CT T
P S T S
O O A B AR I
R b P ammm Hin e
ai H S B
T e 0
4 5 6 7 8 9 w 3 4 5 6 7 & 9 2 3 4 5 6 7 8 2 3 4 5 6 7 8
A8 ke BeoaMEE Smiasus s wnauwaw
Eoma a4 9 2 ids BuoMemaa wgummna
Sua ey w TAmw musAm sy younens A
el

T W
11 3 4 5 11 3 4 5 6 134>h z?4w

6 7 8 9 0o m o2 7 8 9 w3 7 & 9 0om @y 6 7 8 9 0 M o
A S I T S S T T D B
A T
e SR R R
o e e o s

e e L :
A T T R e R
S de B uEe G a4 E G OE 46 wEh T hn s
5 B nD mm W nBME MS B A Mk mewmaas
% %5 % 7 B % 7 8 29 30 3 35 % 27 8 29 30 3 % 5 % 7 B 9 N
s T o

[ \\ZKQK!\' ~3:SG‘
I - A - A S A
RS R PR R 5 A R
DB e an SnMumAn mMBunmom amamsEa
SR o nus . 5o
B






OEBPS/images/f714-02.jpg
Sel

:mployment Tax

Note. If your only Income sublect 10 sef-employment tx Is church employee income, see Insiructions. Also see Insiructions for the.

deinition of church employee incorme.

1f you are a miister, member of a religious order, or Christian Science practitioner and you flled Form 4361, but you
>

A

1a

ow B¢

had $400 or more of other net earmings from self-smployment, check here and continue with Part |
Net farm profit or oss) from Schedule , e 34, and farm partnerships, Schedule K-1 (Form 1068),

box 14, cods A. Note. Skip lines 1a.and 1b if you uss the farm optional method (see instructions) [ 1a

Ifyou received social security retirement or cisably benefts, enter the amount of Conservation Reserve
Program payments Incudec on Scheciue F, ne 4, or Isted on Schecule K-1 (Form 108}, box 20, code Y | 1

Net profit or loss) from Schedue C, e 31; Schedue K-1 (Form 1063), box 14, code A (other than
faming); and Schedule K-1 (Form 1065-B), box 9, code J1. Ministers and members of religious
orders, See instructions for types of income to report on tis line. See instructions for ofher income
toreport. Note. Skip this ne if you uss the nonfarm optional method (sse instructions)

2 73,000|
Combine lines 1a, 1b, and 2 3 73,000
Ifline 3 is more than zero, muliply fne 3 by 92.35% (9235). Otherwiss, enter amount from ne s [ 4a 7.416]
Note. e 4aislss than $400 dus o Conservation Reserve Program payments on ine 1b, ee instructons.

If you elect one or both of the optional methods, erter the total of ines 15 and 17 here a

Combine fines 4a and 4b. Ifess than $400, stop; you do not owe self-employment tax.

Exception. Ifess than §400 and you had church employee income, enter -0- and cortinue b | dc 67416
Enter your church employee income from Form W-2. See.

instructions for defintion of church employes income 5a

Wl ne 52 by 92359 (9239, es than $100, e 5b

‘Add ines 4c and 5b 3 7.16]
Maximum amount of combined wages and sef-smployment earmings subjec o socal securty

tax or the 4.2% portion of the 5.65% railroad retirement (tier 1) tax for 2011 7 106,800
Total social security wages and tips fiotal of boxes 3 and 7 on

Form(s) W-2) and ralload retirement ter 1) compensation.

11$106,800 or more, skip lines ab through 10, and go to fne 11 | 8a 38,100]

Unreported tps subject to socil sscurty tax (rom Fom 4137, line 10) [ 8b

Wages subject to social security tax firom Form 8@19, line 10) | 8¢

Add ines 82, 8b, and 8o 8 38,100
‘Subtract line 8d from lne 7. If zero o less, enter -0- here and on line 10and goto e 11 . b [ © 68,700|
Multiply the smaller of ine 6 or ine & by 10.4% (.104) 10 7,011
Muttiply line 6 by 2.9% (.028) i1 7.955]
‘Solf-employment tax. Add Ines 10 and 1. Enter here and on Form 1040, ine 5, or Form 1040NR, ne 54 [ 12 5,965

Deduction for employer-eqialent portion of sel-
amourts,

*59.6% (.596) of line 10.

< one-nalrotline 11

Enter he resuf ere ant on Form 1040, ine 27, o Form
TO40NR, e 27 T s 5156

mployment tax. Add the two following
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Form 8824 2011) . L

T v o . o e s a8 ST SRy ¥ Shev o e 9 Vot oo secy e

Al Smith Hx1000x
Tiealized Gain o (Loss], Recognized Gain, and Basis of Like-Kind Property Recenved

‘Cattion: fyou transfered and recelved (s) mrs than on group of e-+ind properties o (b) cash or othar (ot ike-kin) Property

566 Raporting of muli-asset exchanges i the inctuctions.

Note: Complsta fines 12 through 14 only ifyou gave up property that was notlke-kind. Otherwiss, go to i 15:

12 Fair markt value (FMV) of other property given up 2

13 Adjusted basis of other property given up
14 Gain or loss) recognized on other property given up. Subtract fine 13 from ine 12. Report the
gain o (03¢} It the 2ame mannar as If ha exchangs had basn a sala i

‘Gaution: I the property givan up was sed previously or party as a home, sse Property used as
home i the Instructons.

15 ash raceived, FMV of othar property raceived, plus nat fabiltias assumad by othar party,

reduced (but not below 26ro) by any exchange expensas you incurrsd (see instructions) i 30,000}
16 FMV of like-Kind proparty you recsived 16 Z20.00)
17 Addines 15and 16 A7 250,000
18 Adusted basis of like-kind propsrty you gave up, net amounts pald to other party, plus any
xchanga éxpansas not usad on Ina 15 (sa@ Inetnictions) 18 180.000]
10 Reaizod gain or loss). Subtract i 18 from fne 17 o 70.000]
20 Enterthe smaller of ine 15 orlina 19, but not ess than 2ar0 20 30,000}
21 Ordinary Incoma undar racapturs rulss. Enter hera and on Form 4797, s 16 (s3@ instructions) [ 21 ] o —
22 Subtract i 21 from lina 20. If z6ro o less, sntar -0-. If mora than 2ar, antar hera and on
‘Schadula D or Form 4707, niass the installment method appliss (sse instnctions) 2 30000}
23 Rocognized gain. Add lines 21 and 22 25 50,000}
24 Defemec gain or ose). Subtract e 22 from lne 19, a reated pary exchange, ses insiructons 24 0000}
25 _Basis oflike-kind proporty recoived. Subtractine 15 from the sum of ines 13 and 23 %5 750,000}

Tom 8824 201
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Use the column for the month of taxable year placed in service.

1 2 3 4 5 6 7 8 9 10 ] 2

Year
1 2461% 2247% 203%% 1819% 1605% 1391% 1177% 0963% 0749% 0536% 0321% 0.107%
239 2564 2564 2564 2564 2564 2564 2564 2564 2564 2564 2564 2564
40 0107 0321 0535 0749 0963 117 1391 1605 1819 2033 2247 2461
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Smith:  $3,322 ($27.3973 x 120 days x 50% plus $27.3973 x 245 days x 25%)
Jones: $5,000 (as above)

Harris:  $1,678 ($27.3973 x 245 days x 25%)

$1,000
$1500

x $390 =$260
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[RAOwnersAge  DUstnbutionPeriod =~ MAUwnersAge = Uistnbution Feriod ~ [RACUwnersfge = Distribution Period

7 24 (3 148 100 53
7 %5 8 11 101 59
n %6 Ed 14 102 55
n %7 8 27 108 52
u 28 80 120 104 49
% 20 %0 4 108 45
7 20 o 108 106 42
n 212 @ 102 107 39
% 23 @ 96 108 a7
7 105 o 91 100 34
80 187 % 86 110 31
2l 19 % 81 " 29
® m o7 g "2 26
8 163 % 7 iE 24
o 185 % 67 e 21

115 and over 19

“Use his rable unlss your spouse i your sle IRA benefictary and hear sheis mare han 10 years yourger han you are. [ he spousal benfcary excprion apples,
s the RS joine I and ot surcivar cxpecrancysablewith the acrual ages of booh sponses e Tible 8-, which will provide a onger L expeciancy disrbusion
period than the abve able providss).
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Age 70

35 487
36 478
37 468
38 459
39 449
40 440
4 431
42 422
43 413
44 403
45 304
46 386
a7 37
48 368
49 359
50 351
51 343
52 334
53 326
54 318
55 311
56 303
57 205
58 288
59 281
60
61
62
63
64
65
66
67
68
69
70
7
72
73
74
75
76
e
78
9

487
417
468
459
4.9
4.0
3.0
2.1
M2
403
304
385
76

359
350

333
325
317
309
301
204
286
219
772

72
487
a17
468
458
449
439
430
421
411
402
393
384
a5

35.8
34.9

332
32.4
316
308
300
202
284
217
270
263

22
245

250
243
236

248
244
234
227

243
236
228
221
213
206
200
193

242
234
227
219
212
205
19.8
191
185

485
415
466
456
447
437
427
418
408
399
389
380
a1
362
352
343
334
325
316
307
209
200
281
213
264
256
248
239
231
223
216
208
201
193
186
179
173
166
160
154

485
415

246
238
230
222
214
206
198
19.1
183
176
169
163
156
150
144
138
132

485
415

246
238
229
221
213
205
19.8
19.0
183
17.6
16.9
16.2
155
14.9
143
137
131
126

47,
4.
4s.
a4,
43.
42
i
40,
39,

ar
35,

33,
32
31

5
6
6
6
7
7
7
8
8
9
0
0
1
2
2
3
4
5
6

20.8

28.9

28.0

27.1

26.3

25.4

24.6

23.7

2.9

221

21.3

205

19.7

19.0

18.2

7.5

16.8

16.1

15.4

14.8

4.2

13.6

13.0

12.4

* This is a sumple ofthe Jons Lfe and Lase Survivor Expeceancy Table shoun in IRS Publiation 590. Us shis sable o Figure your equived minimmam disibueion
only if your spouse is your ol bengiciary and he or sheis more shan 10 yearsyounger thar o e see “Eseprio for younge spovses”on page 210. Find your ae
(@ afyour birdayfor the yar youare mating the compusasion) o she hoizansal e and yoursposa beneficiry age i e verical column For exampl,ifyou

ol

- and your spousal beneficiary is 63, the life expecrancy factor is 24.5 years. If your age or your spouse’ age is not shown here, refer to IRS Publication 590,
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P enice | stYear 2ndYear Srdvear AT AT
2m $11,260 $ 5,200 $ 3,150 $ 1,875
2010 11,160° 5,100 3,050 1,875
2009 11,060° 4,900 2,950 1,775
2008 1,160* 5,100 3,050 1,875
2007 3,260 5,200 3,150 1,875

83,260 i he wehicle docs o gl for she bomus allwsance, o ifyo lect no o cli the alooance
283,160 i the cebice does o qaliffor he bomus allwsonc, o if o lec i o clai the alosnce
2 83,060 i the cebice does ot qalify for the bows allosance o iy lck ot o claim the alosnce
4 $3 160 i the vehicle does mot qualify for the bonus allomsince or if you elect mot to claim the allowsince.
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I you sell—

Your gain is—

Yourlossis—

Heported on—

Stocks, mutual funds, bonds,
land, art, gems, stamps, and
coins held for investment are
capital assets.

Capital gain. Holding period
deterrmines shortterm or
long-term gain treatment (5.3}
Security traders may report
ordinary income and loss under
amarkto-market election
30.17).

Capitalloss. Capital losses are
deductible from capital gains
with only $3,000 of any excess
deductible from ordinary
income, $1,500 f married filing
separately (5.4).

Form 8949 and Schedule D.
However, ifthe only amounts
you have to report on Schedule
D are mutuakfund capital gain
distributions, then you may
report the distributions directly
on Form 1040A or Form 1040

Form 4797 for gains and
losses of a trader in securities
who makes the markto-market
election (30.17).

Business inventory held for sale
to customers. Also, accounts

or notes receivable acquired in
the ordinary course of business
or from the sale of inventory

or property held for sale to
customers, or acquired for
services as an employee.

Ordinary income. Such property
is excluded by law from the
definition of capital assets.

Ordinary loss. Ordinary loss
s not subject to the $3,000
deduction limitimposed

on capital losses. However,
passive loss restrictions,
discussed in Chapter 10, may
defer the time when certain
ordinary losses are deductible.

Schedule C if seff-employed;
Schedule F if a farmer; Form
1065 for a business operated
as a partnership; Form 1120
or 1120-5 for an incorporated
business.

Depreciable residential rental
property or trucks, autos,
computers, machinery, fixtures,
or equipment used in your
business.

Capital gain or ordinary
income. Section 1231
determines whether gain is
taxable as ordinary income o
capital gain (44.8).

Where an asset such as an
auto or residence s used partly
for personal purposes and
parly for business or rental
purposes, the asset s treated
astwo separate assets for
‘purposes of figuring gain or
loss (44.9).

Ordinary loss if there is &
net Section 1231 loss (44.8).
However, if you are considered
to be an investor n a passive
activity, see 10.12and 10.73.

Form 4797 for Section 1231
transactions.

Personal residence, car jewelry,
furniture, art objects, and coin
or stamp collection held for
personal use.

Capital gain. Seethe holding
period rules that determine
shortterm or long-term gain
treatment and the preferential
tax rates applied to netlong-
term capital gains (5.3) Where
an asset such as an auto or
residence is used partly for
personal purposes and parly
for business or rental purposes,
the asset s treated a5 two
separate assets for purposes of
figuring gain or loss (44.9].

Al or part of s profit from
a sale of a principal residence
‘may be excludable from
income; see Chapter 29.

Not deductible. Losses on

assets held for personal use are

not deductible although profits
are taxable.

Form 8049 and Schedule D
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Flaced in service in—

Year— First Quarter Second Quarter Third Quarter Fourth Quarter
200% Rate  150% Rate  200% Rate  150% Rate 200% Rate  150% Rate  200% Rate  150% Rate
1 3/00%  2625% 25.00% 1875% 15.00% 1n.25% 500% 375%
2 2600 2213 3000 238 3400 26,63 3800 2888
3 15.60 1652 1800 1708 2040 1864 2280 2021
4 o1 1652 a7 1676 1224 1656 1268 1640
5 o1 1652 a7 1676 130 1657 1094 1641
6 138 2.08 426 629 706 1035 958 1435
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Flaced In service in—

Year First Quarter _Second Quarter _ Third Quarter __Fourth Quarter
1 1750% 12.50% 7.50% 2.50%
2 20.00 20.00 20.00 20.00
3 20.00 20.00 20.00 20.00
4 20.00 20.00 20.00 20.00
5 20.00 20.00 20.00 20.00
6 2.50 750 12.50 1750

“The deduction may not exceed the anmual deduetion cedling (43.9).
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Year Deduction from rate table

2007
2008
2009
2010
2011

2012*
2013
2014

2015

$4,000 (20% x $20,000)
6,400 (32% x $20,000)
3,840 (19.20% x $20,000)
2,304 (1152% x $20,000)
2,304 (1152% x $20,000)
1,152 (5.76% x $20,000)

Annual ceiling (43.4)  Allowable deduction

$ 3060
4,900
2,850
1775
1775
1775
1775
1775

315

$ 3,060
4,900
2,850
1775
1775
1,182
1775
1775

315

“Note that for the s fveyears (2007-201.1) e allouable deduction i limited o he annual ceiling but i

year six (2012) she deduction is based on the MACRS e able becasse $1,152

the $1,775 annual celing

5.76% x §20,000) is s than
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2005
2008
2007
2008
2009
2010

2007 rate deduction

$5,720 (20% x $28,600)
9,152 (32% x $28,600)
5,491 19.20% x §28,600)
3,295 (11.52% x $28,600)
3,205 (11.52% x $28,600)
1 647 (5.76% x $28 600)

Annual ceiling

$2960
4,700
2850
1675
1675
1675

Allowable
deduction

$2960
4700
2850
1675
1675
1647
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AE—

come Credit porcentage o opendent*  more dependents*
$15,000 0r less 5% $1,050 $2,100
16,001-17000 % 1,020 200
17,001-1,000 £ a0 1,980
19,001-21,000 2 960 1920
21,001-23,000 2 a0 1,860
23,001-25,000 2 00 1,800
25,001-27000 20 870 1,10
27001-29,000 2 840 1,680
20,001-21,000 2 810 1620
21,001-33,000 2 780 1,560
23,001-35,000 s 750 1,500
36,001-37,000 2 720 1440
37001-29,000 2 60 1,380
30,001-41,000 2 660 1220
41,001-43,000 2 620 1260
43,001 and over 2 600 1,200

“Masimum aedis asumes qualifing espense ar a lese $3,000 for one dependens, or $6.000 or 7o or
more dependens. If qualifing espenses are s shan he $3,000056.000 maximion, your eredic i she credie
percentage mulsiplied by the expenses,

Maximum credit for Maximum creditfortwo or
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Form 8349 (2011) Alestet Rempuun b, T P S
oo shoon e, B ot e e TS5l Sty T s o Vour socia securty mmber
ohn and Karen Taylor X1101-11%0
Tl Long-Term Capital Gains and Losses —Assets Held More Than One Year

Note. Please round and s whole dolars on his form.

Gheck the box below that describes the transactions listed on this page.

Caution. Check only one box. If you have more than one type of ransaction, complete a separate Form 8949 for each type.

[ () Long-term gains and losses (B) Long-term gains and losses (Form 0 (€) Long-term gains and losses
(Form 1099-B, box 3, shows basis) 1099-B, box 3, does not show basis) (Form 1099-B ot recelved)

(@) Dsecription of roperty oy Code | €90t st | (@ Do okt Saies price | Gost o cthar basi| g) Adustmerta o
3 Esampie100sn32Co) Monayion) | (Mo deyyr) | (sesmetnetions) | (o inchuctiond) | gainor osa
100 Shares - Acmo Steel 5 Toi1e01 | aze20n 13,000] 6.000|
200 Shares - Zoro Gomputer Go- B | 7ioiew | aiazort 2,000] 5000
500 Shares - ABC Mutual Fund: AVGB. 5 Various 72011 21,500 12.250|
4 Totals. Add the amounts in columns (¢) and ). Also, combine the
amounts in column (g). Enter here and include on Schedule D, e 8
(if box A above s checked), line 9 if box B above is checked), or line
10 (f box C above is checked) >4 36,500 23250

Form 8949 2011)
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8949 Sales and Other Dispositions of Capital Assets OMB No. 1545-0074.
- 2011
I »S00 Instructions for Schedui D (Form 1040} pro,
it kg > Attach to Schedule D tolist your transactions for lines 1,2,3,8,9, and 10. Alechment 124
Name shown e et Vot socal securty number
dohn and Karen Taylor XH1-01-11X0

I Short-Term Capital Gains and Losses —Assets Held One Year or Less

Note. Please found and use whole dolrs on this form.

Gheck the box below that describes the transactions listed on this page.

Caution. Check only one box. If you have more than one type of transaction, complete a separate Form 8949 for each type.

[ (A) Short-term gains and losses (B) Short-term gains and losses (Form [ (©) Short-term gains and losses.
(Form 1099-B, box 3, shows basis) 1099-B, box 3, does not show basis) (Form 1099-B not recelved)
(o) Deccrption cfpropery oy oo | (9 Dot scauied | (@ Do ot i price |8 ostor cthe basa] () Acstmnts
1 om0 0B Co) o cmyrs | s o) e e e e
200 Shares - Blo-X-Gell Ressarch, Inc. 5| 7a2010 | etezon 1,600) 1.400]
00 Shares - Ajax Auto 5| Tisao0 | szaon 2000] 3000
200 Shares - XYZ Fund: "AVGB" 5 Various 152011 5000) 5240

2 Totals. Add the amounts in columns (&) and (. Also, combine the
amounts in column (g). Enter here and inclue on Schedue D, line 1
(if box A above is checked), line 2 (i box B above is checked), or
line 3 i box C above is checked) >l2 9,600 9640]
For Paperwork Reduction Act Notice, 596 your tax return instructions. prpyrap— Form 8949 2011,
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Schedule D (Form 1040) 2011

[ZEII0  Summary. Notes Pleas round and use whole dolrs on tis form.

16

20

Combine fines 7 and 15 and enter the result

« i line 16 is a gain, enter the amount from line 16 on Form 1040, line 13, or Form 1040NR, line.
14.Then go to line 17 below.

«1fline 16 Is a loss, skip lines 17 through 20 below. Then go to line 21. Also be sure to complete.
fine 22.

« It line 16 is zero, skip lines 17 through 21 below and enter -0- on Form 1040, line 13, or Form
1040NR, line 14. Then go to line 22.

Are lines 15 and 16 both gains?
Yes. Goto line 18.
0 No. Skip lines 18 through 21, and go to line 22.

Enter the amount, i any, from line 7 of the 28% Rate Gain Worksheet in the instructions . . b

Frter ho amoun, f any,fom e 15 of the Unrecaptured Section 1250 Gain Worksheet i re
Instructions >

Are lines 18 and 19 both zro or blank?

Yes. Complete Form 1040 through line 43, or Form 1040NR through ine 41. Then complete

the Qualified Dividends and Capital Gain Tax Worksheet in the instructions for Form 1040,

ine 44 (or In the instructions for Form 1040NR, fine 42). Do not complete lines 21 and 22

below.

O No. Complets Form 1040 through line 43, or Form 1040NR through line 41. Then complete the
Schedule D Tax Worksheet in the instructions. Do not complets lines 21 and 22 below.

Ifline 16 is a loss, enter here and on Form 1040, fine 12, or Form 1040NR, line 14, the smaller of:

« The loss on line 16 or
+(83,000), or it married fing separately, ($1,500)

Note. When figuring which amount is smaller,treat both amounts as positive numbers.
Do you have qualified dividends on Form 1040, line Sb, or Form 1040NR, line 10b7

O Yes. Complete Form 1040 through ine 43, or Form 1040NR through line 41. Then complete
the Qualified Dividends and Capital Gain Tax Worksheet in the instructions for Form 1040,
fine 44 (or n the Instructions for Form 1040NR, line 42).

00 No. Complete the rest of Form 1040 or Form 1040NR.

16 13310
18
19
21 | )

[ ——
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SCHEDULE D

OMB No. 1545-0074
(Form 1040) Capital Gains and Losses W
sepatmetof oy | Altach to Form 1040 o Form 040N, See Instructions for Schadula D (Form 1040). -
Cepatrart of e Ty | > U Form 8549 tolstyour tansactions for nos 1,2, 5, 8, and 10,
Name) shown cn et our socal securty number
Johnand Karen Taylor Xiton1ixo
ZTA0  Short-Term Capital Gains and Losses —Assets Held One Year or Less.
(@ Sake picsfrom ot bmca] DA | 1) i o e
Note: Please round and use whole dolias on ths form. Fomi2as0. ne 2, | homEornrbozs | s orkseton | LRSS
ey | e cakimn) | TGS, |
1 Shortterm totals from al Forms 8943 with box A
checked n Part1 . . . I )
2 Shortterm totai from all Forms 8349 wih box 8
checked in Partl . . . . om0l 954 w0
3 Shortem totals from @l Forms 8648 wih box G
checked in Partl . . . . I )
4 Short-term gain from Form 6252 and short-term gain o (0ss) ffom Forms 4684, 6781, and 8324 4
5 Nat shortem gan or (oss) fom parinershps, S coporation, esates, and tnsts from
Schedulefs) K-1 5
6 Shortterm captal lss carryove. Enter the amourt, i any, from ne & o your Czpllal Loss Czrryover
Worksheet n the Instructions 6l )
7_Net short-term capital gain or oss). Combine lines 1 through & n column (i) . 7 o)
I Long-Term Capital Gains and Losses—Assets Held More Than One Year
(@ Sabe picsfrom ortrar ]| @A | oy
Note: Please round and use whole dollars on this form. Formie 2840, ine 4, | homtormyaozs, | dEnoritom | L oL
ey | e a'edkimn )’ | ity | B
8 Long-term totals from all Forms 6949 with box A
checked in Partll . . . . I )
9 Longtem totais from all Forms 8349 wit box B
checked n Partll . . . . 36500 225 13250
10 Long-tem totals from all Forms 8849 wih box G
checked in Partll . . . . I )
T4 Gain from Form 4787, Part ;long-term gain from Forms 2438 and 6262 and Fiong-tem ain ot oss
from Forms 4684, 6781, and 8324 S 1
12 Netlong-term gain or (Iss) from partnerships, S corporations, estates, and trusts from Schedule(s) K-1 | 12
13 Caplital gain distributions. Ses the instructions 13 1050
14 Long-term capital oss caryover. Eter the amount, f any, rom ne 13 of youvczmlzl Loss Carryover
Worksheet n the Instructions i 140 59
15 Nt ong-term caplal gan o (053 Gombine hnesﬂtmough 141n column (m Then goto Part i on
the back . .. . BT 13350

=TS T ———— prryrRr—

[T B ——
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Original cost
Depreciation

Adjusted basis

Selling price

Gain (Nondeductible loss)

Partners’ claim
$54,000
13,000

41,000
35,000
($6,000)

RS FPosition

Business (25%)  Personal (75%)

—$13.500 $40,500
13,000

500 40,500

8750 26250

$8.250 1$14.250)





OEBPS/images/f759-01.jpg
86,000 89,000 92,000
G000 86,050 [17.704 1375 18122 16274 | | 89000 89,050 1856 32000 52050 [19364 1525
88050 86,100 |177%6 18138 89050 89100 | 181558 92050 62100 | 16358 152
8100 86,150 | 17722 18150 89100 89150 | 181572 92100 62150 | 19472 18281
86,150 66,200 |177 18164 89,150 89,200 | 1656 92150 52200 19425 15294 1954
86200 86,250 |17.750 18178 89200 89,250 |18,600 92200 92250 | 19.440 15308
80250 86,300 | 17774 18102 89250 88,300 | 18614 92250 a2300 | 19454 18318
80300 86,350 | 1776 18208 89300 68,350 | 18626 G230 97350 |16/488 15231
86350 86,400 |17.802 18220 89350 86,400 |18642 G230 97,400 |15482 15,244
86400 86,450 |17.816 62 89400 89,450 | 18,656 2,400 92450 19495 15356
86,450 86,500 | 175 18248 89450 85,500 | 18670 92450 62500 19570 15369
86500 86,550 | 17644 18262 89500 89,550 |1/684 92500 92550 | 19524 {5381
86550 86,000 | 17,856 <8276 89550 68,600 |16 92350 G260 | 19538 15304
86600 86,650 |17.672 18200 0
86650 86,700 |17 820 5304
86700 86,750 |17.900 18318 1
86750 86,600 |17.914 18322 19172 750 G800 | 16564
86800 86,850 |17.026 18346 19186 17228 | | 92800 92950 | 19508
80850 80900 | 17942 18360 17236 | [928%0 G2900 | 16822
80900 86,950 | 17956 18374 17248 | [92900 a2a60
80950 87,000 |17.670 16368 18810 17261 | [92950 93000
87,000 ao,noo 93,000
7000 67,060 | 17,984 14006 18402 16524 | |00000 90050 | 18624 14756 19202 17274 | 93000 G050 19669 15508 20082 TE0ZE
67050 87.100 | 17986 18476 16530 | | 0050 90100 | 18638 14769 19250 17285 | |93050 G310 |1a.e78 15518 20096 18030
67100 87,150 |18012 14061 18430 16549 | | 0100 90150 | 18662 14781 19270 17299 | | 93100 G3150 |1a.c62 15531 20110 18,040
87,150 87,200 | 18026 18434 16561 | | 00150 90,200 18865 14704 19264 17311 | | 93150 93200 19,705 15544 20.12¢ 18,061
67200 £7.250 | 18,040 18458 16574 | | 90200 90250 1680 14206 19298 17324 | |93.200 93250 |19.720 15556 20138 18,074
87250 87,200 |18054 18472 (819 19372 1733
87300 67.350 | 16088 18485 19326 17340
87350 87,400 |,062 500 844 16340 17,361
67400 87,450 | 18,056 1854 19354 17374
87450 67,500 | 18110 18528 19368 17380
87500 67,550 |16.12¢ end 19382 17399
87550 67,000 |16.138 1635 19396 17411
87600 67,650 | 15,152 B 19410 17424 | | 93600 93,650 19622 15,655 20250 18174
87650 67,700 |16 166 384 1 13424 17430| | 93650 93,700 | 15620 {5060 20264 18166
87700 67,750 | 16,160 b=t 16438 17449 | | 93700 93750 | 19660 18,081 20278 1a168
67750 87800 | 18104 18612 19452 17451 | | 03750 93,800 1674 1594 20262 18211
67600 67,850 | 18208 18628 19465
87,680 87,900 18222 14219 18640
87900 67,950 |16 236 18654
87950 86,000 | 18250 806
88,000
88000 66,060 [ 18266 7000 51,050
88050 86,100 |12276 91050 91,100
88100 86,150 | 18262 91100 81’150
88,150 66,200 |18:306 51150 91200
88200 86,250 |18.320 91200 91,250
88250 86,200 | 16324 61250 917300 |18174 15
88300 88,350 | 16346 G1300 911350 |181¢8 1
88350 88,400 |18.362 41380 81,400 |16:202 1350 94,
88400 88,450 |18:370 91400 91,450 19216 15106 19.63¢ 17,624 | |94400 94450
88,450 68,500 | 15320 a1450 1500 [ 16723 4450 84500
88500 86,550 | 16,404 G500 91350 4500 04550
88550 86,600 |18.416 51550 91,600 9550 94500
88600 88,650 | 18422 91600 91,650 94,600 94,550
88650 88,700 |1 440 91650 91,700 845650 94,700
88700 88,750 |.450 &m0 81750 44700 94750
88750 68800 |16.474 14444 18802 16,061 | | 91750 91800 44750 94’800
88,600 86,850 | 16,488 14455 18906 16,974 | | 91800 91,850 94600 04,851
6% 8890 16502 4400 18520 16 | | 91550 o100 44650 04901
88900 88,950 | 16516 14481 18434 16,099 | | 1/900 91,950 1877 34900 94950 18408
§53%5 55000 19555 14404 150db 17011 | | Srass evioos 15070 15044 1oves 17781 | | Sheso o500 20628 18511
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Sample worksheet for Jolm and Karen Taylor (see tire Example on pages 108-109)

Qualified lends and Capital Gain Worksheet—Line-44

Before you begin: /  See the instructions for line 44 on page 35 to see if you can use this worksheet to figure
your tax.
V' 1 you do not have to file Schedule D and you received capital gain distributions, be sure
you checked the box on line 13 of Form 1040.

Enter the amount from Form 1040, line 43. However, if you are filing Form
2555 or 2555-EZ (relating to foreign eamed income), enier the amount from
line 3 of the worksheet on page 36 . s

2. Enter the amount from Form 1040, line 96+
3. Are you filing Schedule D?*

es. Enter the smaller of line 15 or 16 of
Schedule D. If either line 15 or line 16 is

83,000

blank or a loss, enter -0- 13,310
[ No. Enter the amount from Form 1040, line 13
4. Addlines2 and3 . .. 4. 14510

.1 filing Form 4952 (used to figure investment interest
expense deduction), enter any amount from line 4g of 0
that form. Otherwise, enter -0-

Subtract line 5 from line 4. If zero or less, enter -0- .

Subtract line 6 from line 1. If zero or less, enter -0-.
8. Enter
$34,500 if single or married filing separately,

369,000 if married filing joindy or qualifying widow(er), 69,000
$46.250 if head of household.

9. Enter the smaller of line 1 or line 8 . 69,000
10, Enter the smaller of line 7 or line 9 . 68,490
11. Subtract line 10 from line 9. This amount is taxed at 0% . 510
12, Enter the smaller of line 1 or line 6 . 14,510
13, Enter the amount from line 1. 510

14, Subtract line 13 from line 12

15, Multiply line 14 by 15% (.15) .

Y6 i e ok e S o i 7 o et e e e 10008 e e e
Table to figure this tax. If the amount on line 7 is $100,000 or more, use the Tax Computation
Worksheet . . . e R

17. Add lines 15 and 16 .

160 i 1 150 i o e i e 4 o W SO0 e

Table to figure this tax. If the amount on line 1 is $100,000 or more, use the Tax g
Worksheel . .

19. Tax on all taxable income. Enter the smaller of line 17 or line 18. Also include this amount on
Form 1040, line 4. If you are filing Form 2555 or 2555-EZ. do not enter this amount on Form
1040, line 44. Tnstead, enter it on line 4 of the worksheet on page 36 .

i e e R o i e e ZR T e
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2011 Earned Income Credit (EIC) Table
Caution. This is not a tax table.

1. To find your credt read
down the “At least - But less
ihan” columns and find the line
that Includes the amount you
were told to look up from your

EIC Worksheet. EIC Worksheet,

2. Then, go 1o the column that
includes your fllng status and

credit from that column on your

Exampl. If your filng status is

[Wpriins
Tonaipin [t
L |

st

single, you have one qualfying

child, and the amourt you are
Iooking up from your E1C

g
Workshest is $2,455, you would ¢
enter $842.

i your fiimg status -
1 the amount you sre looking up | Singl, head of housshold,or qualifying widew(er) [Married fiing jontly nd you have -
[l vttt nyaunaves
NoChiren | ono crid_| Two Ctikren | rvs Ghitn| o cridrn | 0 ohia | Two oriden | ves Ghin
Aleast Butiess tan Vour creditie- Vo oredit i
$1 $50 52 59 $10 $11 52 s9 $10 s11
50 100 26 3 34 © 26 30 34
100 150 10 a3 50 56 10 3 50 &
150 200 12 ) 70 79 1 ) 70 79
200 250 17 77 % 101 17 i % 101
250 30 21 o 10 124 21 o 110 24
300 350 26 11 130 146 25 111 130 146
350 10 29 128 150 169 20 128 180 169
00 150 3 15 170 101 33 145 170 11
450 500 3 162 180 214 36 162 190 21
500 550 ) 179 210 2% w0 7 210 2%
550 500 prt 196 230 259 a4 186 230 250
500 650 8 213 250 281 8 213 250 281
650 70 &2 230 270 304 52 230 270 304
700 750 & 247 200 a2 5 207 200 326
750 300 £ 264 310 39 5 26 310 ET)
800 850 & 261 330 a71 & 281 330 371
850 900 &7 208 350 304 &7 208 350 304
900 950 7 3t 370 416 7 315 a70 16
950 1,000 75 E 390 439 7 32 300 43
1,000 1,050 78 349 410 61 78 ) a0 61
1,050 1,100 &2 368 430 484 &2 366 430 i
1,100 1,150 86 383 450 508 86 383 450 505
1,150 1,200 % 400 470 a2 %0 00 470 &20
1,200 1,250 o 417 490 551 £ a7 490 851
1,250 1300 % 31 510 574 % F 510 574
1300 1350 101 451 530 506 101 51 &30 596
1350 1,400 105 468 550 619 105 ] &80 619
1,400 1,450 109 485 570 641 109 485 570 Bt
1,450 1,500 13 s02 590 664 113 502 £ 6c4
1,500 1550 7 B 510 &8 7 EH 610 3
1,550 1,600 120 5% &30 709 120 536 630 700
1,600 1,650 124 553 650 731 124 553 650 731
1,650 1,700 128 570 670 754 128 570 670 754
1,700 1,750 132 587 590 778 132 E 620 778
1750 1,800 136 04 710 799 136 0 i 799
1,800 1,850 140 621 730 a21 140 e21 730 a1
1,850 1,900 143 638 750 844 143 638 750 814
1,900 1,950 147 655 m 866 147 655 0 866
1,950 2000 151 672 780 889 151 5 790 880
2000 2050 155 &8 &10 911 16 R 810 o1t
2050 2100 159 708 830 034 189 706 830 o4
2100 2150 163 723 850 956 163 723 850 956
2150 2200 166 7400 a70 o79 166 740 &70 a79
2200 2250 170 757 890 1,001 170 757 890 1,001
2250 230 7 774 910 1024 74 T o1 1024
2300 2350 178 791 930 1046 178 791 930 1,046
2350 2400 182 808 950 1,089 182 808 950 1,069
2400 2450 186 825 970 1,081 186 825 a70 1,091
2450 2500 189 812 990 1114 189 a2 900 1114
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95,000 97,000 99,000
95000 95,060 [2022¢ 16006 20642 18524 | | 97,000 97.050 20784 16506 21202 19024 | |99.000 99050 [21344 17008 21.762 16524
63050 95100 (20236 10019 20656 18530 | | 97,050 97100 20798 1619 21,216 19036 | | 99,050 89100 |21358 17018 1953
G100 95,150 |20252 16037 20670 18549 | | 7100 97150 |20612 16531 21230 19049 | | 9900 89150 |21372 17031 19848
65150 95,200 |20206 16,044 20684 18561 | | 7150 97200 | 20,26 16544 21,244 19051 | | 99150 99200 |21385 17084 19561
520 95 | 20200 10050 20008 16574 | | 97200 9780 | 2040 10550 21258 19074 | (99200 99280 |21 17050 19574
35750 95300 | 20204 18069 20712 1880 | |7/250 97,300 | 2054 16569 21272 19085 | | 99250 99300 |21.414 17069 1958
S50 52930 20308 18081 07s¢ 16208 | | orand orso |30ses jass] sioe 1500 | | Sa00 Soe0 oy 17081 19508
35350 95400 20322 16084 20740 8611 | | 7350 87,400 20,82 16,594 21300 19111 | | 99350 96400 |21.442 17094 19511
95400 95,450 |20236 16105 20754 18.62¢ | | 97.400 97450 20695 16606 21314 19124 | | 99,400 99.450 |21.455 17108 19624
G5450 95500 (20350 16419 20768 18630 | | 7450 97500 | 20910 16,619 21328 1913 | | 99450 8500 |21470 17118 19636
500 9550 | 064 T 2076 1609 | | o700 970 |02 foeat 2inie fatas| o9t o9 v 17131 19649
45550 951000 |20.376 16,144 20796 18661 | | 7550 7600|2068 16,644 21356 19161 | | 99350 99600 |21.4G8 17144 18661
somt0 ssac0 o2z NS e MR | 700 7 g 20 c0 PO oy DB | cnon smsn 7242 B 19674
35650 95700 | 20406 10109 20624 18680 | | 7,650 97,700 20980 16,060 21364 19185 | | 99,690 89700 |21525 17169
G700 95750 |20420 1081 20438 18699 | | 7700 97750 20880 16,081 21398 19109 | | 99,700 99750 |21/340 17181
G750 95800 | 20434 16194 20852 8,711 | | 7,750 87,800 20904 16094 214f2 19211| | 99750 99800 21554 17164
95800 95,850 |20445 16206 20866 18724 | | 97800 97.850 21,008 16706 21425 19224 | | 99,800 99,860 |21.558 17208

850 35.000 | 20462 16210 20880 1873 | | 7830 97900 |21028 16719 51440 19230 | | 99680 99,000 21582 {7219
3900 95950 | 20475 16231 20894 18.749 | | 97/900 87,950 | 21038 16731 21454 19249 | | 99,900 99960 |21566 17231
3950 96000 | 20490 16244 20,908 18761 | | 97.950 SEIO0D | 21050 16744 21488 19261 | | 99,950 100,000 | 21,610 17244 2

96,000 98,000
5000 96,060 [2050¢ 5000 96,050 |21 067 16758 21062 10274
ag0s0 ap.100 |20 98050 98100 |21/078 {6769 21436 16260
a6.100 96,150 |20532 9100 98150 |21/062 {6781 21510 16,268
96,150 96,200 |20546 98150 98200 21,105 16794 2152¢ 19311
96200 96,250 |20.560 16206 98200 98250 | 21,120 19324
8250 96,300 |20574 95250 98300 (21,134 2 19330
96300 96,350 | 20588 98300 98360 |21,148 5 19340
86360 96,400 | 2002 9350 96400 |21.162 18361 s100.000
95,400 96,450 (20516 96,00 98,450 (21170 19374 grover =
86450 96,500 |20620 aBs0 a8500 [o1.100 18386 Usete
30500 96,550 | 20,644 G850 96550 21204 18309 Computation
46550 96,000 | 20656 GB350 96600 [21216 18411 Worksheet
96600 96,650 |20672 98600 98650 21282 19424
36650 96,700 | 2060 48650 96,700 |212d0 19435
3700 86,750 | 20,700 G870 86,750 | 21260 19443
96750 96800 |20714 98750 98800 [21274 18461
96800 96,850 |20.726 98800 96,850 21288 19474
96850 96,900 |20722 98850 96,900 [1302 19485
36900 96,950 | 20756 G890 96,950 21316 19498
86950 97/000 |20770 16494 21168 15011 | | 98950 o5/000 |21:320 15094 21,748 18511

5 | T PEN SSRGS Sl Rt it e e e A
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11,500 11,550 163 3,004 4,610 5,186 464 3,004 4610 5,186
11,550 11,600 160 3,004 4,630 5209 484 3,004 4,630 5200
11,600 11,650 156 3,004 4,650 5231 484 3,004 4,650 5231
11,650 11,700 182 3,004 4670 5254 484 3,004 4670 5254
11,700 11,750 148 3,004 4,69 5276 484 3,004 4,690 5276
11,750 11,800 144 3004 4710 5200 484 3,004 4710 5200
11,800 11,850 140 3,004 4730 5321 484 3,004 4730 a1
11850 11900 137 3004 4750 5344 484 3004 4750 5344
11900 11,950 133 3004 4770 5.366 484 3004 4770 5368
11,950 12,000 129 3,004 4790 5389 484 3004 4790 5380
12,000 12,050 125 3,004 4810 5411 484 3,004 4810 5411
12,050 12,100 124 3,004 4830 5434 484 3004 4,830 5434
12,100 12,150 117 3,004 4,850 5456 484 3,004 4,850 5456
12150 12200 114 3,004 4870 5479 484 3,004 4870 5479
12200 12250 110 3004 4,89 5501 484 3,004 4,890 5,501
12250 12300 106 3004 4910 5524 454 3,004 2910 5E2d
12300 12350 102 3004 4,930 5548 484 3004 4,930 5548
12350 12,400 % 3,004 4,950 5569 484 3,004 4,950 5,569
121400 12450 o 3004 4,970 5501 484 3004 4,970 5501
121450 12500 ot 3,004 4,990 5614 484 3,004 4,990 5614
12500 12,550 87 3,004 5010 5638 484 3,004 5010 5638
12550 12,600 83 3,004 5,030 5,659 484 3,004 5030 5,650
12,600 12,650 79 3,004 5,050 5681 484 3,004 5,050 5681
12650 12,700 75 3,004 5070 5,704 484 3,004 5070 5,704
12,700 12,750 72 3,004 5,000 5726 460 3004 5000 5726
12,750 12,800 8 3004 5112 5751 4% 3,004 5112 5751
12800 12850 64 3004 5112 5751 452 3004 5112 5781
12850 12900 80 3004 5112 5751 449 3004 5112 5781
12900 12950 ES 3004 5112 5751 445 3004 5112 5751
12950 13,000 52 3,004 5112 5751 441 3,004 5112 5781
13,000 13,050 3 3,004 5112 5751 a7 3004 5112 5751
13,050 13,100 45 3,004 5112 5751 433 3,004 5112 5751
13,100 13150 4 3,004 5112 5751 430 3,004 5112 5751
13150 13200 37 3,004 5112 5751 426 3004 5112 5751
13200 13,250 Ed 3,004 5112 5751 422 3,004 5112 5781
13250 13300 29 3,004 5112 5751 418 3,004 5112 5751
13300 13350 26 3004 5112 5751 414 3004 5112 5781
13350 13400 2 3004 5112 5751 410 3004 5112 5781
13400 13450 18 3004 5112 5751 407 3004 5112 5781
13450 13500 14 3004 5112 5751 403 3004 5112 5781
13,500 13,550 10 3,004 5112 5751 399 3004 5112 5751
13550 13,600 74 3004 5112 5751 3% 3004 5112 57851
13,600 13,650 3 3,004 5112 5,751 399 3,004 5112 5751
13,650 13,700 n 3,004 5112 5751 387 3,004 5112 5751
13,700 13,750 o 3,004 5112 5751 384 3,004 5112 5781
13,750 13,800 o 3004 5112 5751 380 3,004 5112 5751
13800 13850 0 3004 5112 5751 76 3004 5112 5781
13850 13900 0 3004 5112 5751 an2 3004 5112 5781
13900 13950 0 3004 5112 5751 368 3004 5112 5781
13950 12,000 o 3004 5112 5751 365 3004 5112 5781
14,000 14,050 o 3004 5112 5751 361 3004 5112 5781
14050 14100 0 3,004 5112 5751 357 3004 5112 57851
14100 14150 0 3,004 5112 5751 353 3,004 5112 5781
14150 14200 0 3,004 5112 5751 349 3,004 5112 57851
14200 14250 o 3,004 5112 5751 345 3,004 5112 5781

* If the amount you are looking up from the worksheet is at least §13,650 butless than $13,660, and you have no qualifying child

your credit is $0.
f the amount you are looking up from the worksheet is $13.660 or more. and you have no qualifying child. you may not take the credit.






OEBPS/images/f764-01.jpg
8,500 8,550 303 2,809 3410 3,836 464 2,800 3410 3,836
8,550 8,600 389 2,918 3430 3859 484 2916 3430 3,850
8,600 8,650 385 2,983 3450 3881 484 2,033 3450 3,881
8,650 8,700 381 2,950 3470 3,904 484 2,950 3470 3904
8,700 8,750 78 2,967 3490 3,926 484 2,967 3,490 3926
8750 8,800 74 2,984 3510 3,040 84 2,084 3510 3049
8,800 8,850 370 3,001 3,530 3,071 484 3,001 3530 3971
8850 8900 366 3018 3,550 3004 484 3018 3550 3904
8900 8950 362 3,085 3570 4016 484 3,035 3570 4016
8950 9,000 358 3,082 3,500 4,039 484 3,052 3,590 4,030
9,000 9,050 355 3,069 3610 4,081 484 3,089 3610 4081
9,050 9,100 35 3,086 3630 4,084 484 3,088 3630 4,084
9,100 9,150 347 3,004 3,650 4,108 484 3,004 3650 4,108
9,150 9,200 343 3,004 3670 4,129 484 3,004 3670 4,129
9,200 9,250 339 3,004 3,690 4,151 484 3,004 3690 4151
9,250 9,300 335 3,004 3710 4174 454 3,004 3710 4174
9,300 9350 332 3,004 3730 4,196 484 3,004 3730 4,106
9350 9,400 328 3,004 3750 4219 484 3,004 3750 4219
9,400 9,450 324 3004 3770 4,241 484 3004 3770 4241
9,450 9,500 320 3,004 3700 4,264 484 3,004 3790 4264
9,500 9,550 316 3,004 3810 4,286 484 3,004 3810 4288
9,550 9,600 313 3,004 3830 4,300 484 3,004 3,830 4300
9,600 9,650 309 3,004 3850 4,331 484 3004 3,850 4331
9,650 9,700 305 3,004 3870 4,354 484 3,004 3870 4354
9,700 9,750 301 3,004 3,890 4,376 484 3004 3,890 4378
9,750 9,800 207 3004 3910 4,399 484 3,004 3910 4,399
9,800 9,850 203 3004 3930 4421 484 3004 3,930 4421
9,850 9,900 290 3004 3,950 4484 484 3,004 3,950 4,444
9,900 9,950 286 3004 3970 4,466 484 3,004 3970 4,488
9,950 10,000 282 3,004 3,990 4,489 484 3,004 3,990 4,480

10,000 10,050 278 3,004 4010 4511 =) 3004 2010 250

10,050 10,100 274 3,004 4,030 4,534 484 3,004 4,030 4534

10,100 10,150 270 3,004 4,050 4,556 484 3,004 4,050 4556

10,150 10200 267 3,004 4,070 4579 484 3,004 4,070 4579

10200 10250 263 3,004 4,090 4,601 484 3,004 4,000 4801

10250 10300 259 3004 4,110 4,624 454 3,004 4110 4624

10300 10350 255 3004 4130 4,646 484 3004 4130 4648

10350 10,400 251 3004 4150 4,669 484 3004 4150 4,689

10,400 10450 247 3004 4170 4,691 484 3004 4170 4691

10450 10500 244 3004 4190 4714 484 3004 4190 4714

10500 10,550 240 3,004 4210 4,736 =) 3004 4210 4738

10,550 10,600 236 3,004 4230 4,759 484 3004 4,230 4759

10,600 10,650 232 3,004 4,250 4,781 484 3004 4,250 4781

10,650 10,700 228 3,004 4270 4,804 484 3,004 4,270 4,804

10,700 10,750 225 3,004 4200 4,826 484 3,004 4,290 4,826

10,750 10,800 221 3,004 4310 4,849 454 3,004 4310 4,849

10800 10850 217 3004 4330 4,871 484 3,004 4,330 4871

10850 10900 213 3004 4,350 4,894 484 3004 4,350 4,804

10900 10950 209 3004 4370 4916 484 3004 4370 4916

10950 11,000 205 3004 439 4,939 484 3004 4,390 4930

11,000 11,050 202 3,004 4410 4,961 =) 3004 2410 4961

11,050 11,100 198 3,004 4430 4,984 484 3,004 4,430 4984

11,100 11,150 194 3,004 4,450 5,008 484 3004 4,450 5,008

11,150 11,200 190 3004 4470 5,029 44 3,004 4470 5029

11,200 11,250 186 3,004 4490 5,051 484 3,004 4,490 5051

11,250 11,300 182 3084 4510 5,074 84 3,004 4510 5074

11300 11350 179 3004 4530 5008 484 3004 4,530 500

11350 11,400 175 3004 4,550 5119 484 3,004 4,550 5119

11400 11,450 171 3004 4570 5141 484 3004 4570 5141

11,450 11500 167 3004 4590 5164 484 3,004 4,590 5164
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17,250 17,300 0 3,000 4,989 5,628 112 3,004 5112 5751
17300 17,350 0 2,903 4,978 5617 108 3004 5112 5781
17350 17,400 0 2,985 4,968 5,607 104 3,004 5112 5751
17,400 17,450 0 2,977 4,957 5508 101 3,004 5112 5751
17,450 17500 o 2,960 4,947 5586 o 3,004 5112 5781
17,500 17,550 0 2,961 4,936 5575 3 3004 5112 5751
17,550 17,600 0 2,953 4,926 5,565 89 3,004 5112 5751
17,600 17,650 0 2,945 4915 5554 85 3004 5112 5751
17,650 17,700 0 2,987 4,905 5544 8t 3,004 5112 5751
17,700 17,750 o 2,929 4894 5533 78 3,004 5112 5781
17,750 17,800 o 2,921 4,883 5522 74 3,004 5112 5751
17,800 17,850 0 2913 4873 5512 70 3004 5112 5781
17,850 17,900 0 2,905 4862 5501 6 3004 5112 5781
17,900 17,950 0 2,897 4852 5491 & 3004 5112 5781
17,950 18,000 o 2,880 4,841 5480 ) 3004 5112 5781
18,000 18,050 o 2,881 4,831 5470 55 3004 5112 5751
18,050 18,100 0 2,873 4820 5459 51 3,004 5112 5781
18,100 18,150 0 2,865 4810 5,449 a7 3,004 5112 5751
18150 18200 0 2,857 4799 5438 43 3,004 5112 57851
18200 18,250 o 2,849 4789 5428 £ 3,004 5112 5781
18,250 18,300 o 2,841 4778 5417 = 3,004 5112 5751
18300 18350 0 2,833 4768 5407 2 3004 5112 5781
18350 18400 0 2,825 4757 5308 28 3004 5112 5781
18400 18450 0 2817 4747 5,386 24 3,004 5112 5781
18450 18500 o 2,800 4736 575 20 3004 5112 5781
18500 18,550 o 2,801 4726 5365 16 3004 5112 5751
18550 18,600 0 2,793 4715 5354 13 3,004 5112 5751
18,600 18,650 0 2,785 4704 5343 9 3,004 5112 57851
18650 18,700 0 2777 4,694 5333 5 3,004 5112 5751
18,700 18,750 o 2769 4,683 5322 4 3,004 5112 5751
18,750 18,800 0 2761 4673 5312 0 3,004 5112 5751
18800 18,850 0 2753 4,662 5301 0 3,004 5112 5751
18,850 18900 0 2745 4,652 5201 0 3,004 5112 5781
18900 18950 0 2737 4,641 5280 0 3,004 5112 5781
18950 19,000 o 2720 4,631 5270 0 3,004 5112 5781
19,000 19,050 o 2721 4620 5250 0 3,004 5112 5751
19,050 19,100 0 2713 4610 5249 0 3,004 5112 5751
19,100 19,150 0 2,705 4599 5238 0 3004 5112 5751
19,150 19,200 o 2697 4589 5228 0 3004 5112 5751
19,200 19,250 o 2,689 4578 5217 0 3084 5112 5781
19,250 19,300 0 2,681 4,568 5207 0 3,004 5112 5751
19300 19,350 0 2673 4557 519 0 3004 5112 5781
19,350 19,400 0 2,665 4547 5186 0 3004 5112 5781
19,400 19,450 0 2,657 4536 5175 0 3,004 5112 5751
19,450 19,500 0 2,649 4525 5164 0 3084 5112 5781
19,500 19,550 0 2641 4515 5154 0 3,004 5112 5751
19,550 19,600 0 2633 4504 5143 0 3004 5112 5751
19,600 19,650 0 2625 4494 5133 0 3004 5112 5751
19,650 19,700 0 2617 4483 5122 o 3004 5112 57851
19,700 19,750 0 2,609 4473 5112 o 3004 512 5781
19,750 19,800 0 2601 4462 5101 0 3,004 5112 5751
19,800 19,850 0 2503 4452 5,001 0 3004 5112 5781
19,850 19,900 0 2,585 4441 5,080 0 3,004 5112 5781
19,900 19,950 0 2577 4431 5070 0 3004 5112 5781
19,950 20,000 0 2,569 4420 5059 o 3004 EiH 5781

I the amount you are looking up from the worksheet is at least $18,700 but less than $18,740, and you have no qualiying child

your credi s $2.

ff the amount you are looking up from the worksheet is $18.740 or more. and you have no qualifying child, you may not take the credit.
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14,250 14,300 0 3,004 5112 5,751 342 3,004 5112 5751
14300 14350 0 3004 5112 5751 338 3004 5112 5781
14350 14400 0 3004 5112 5751 334 3004 5112 5751
14400 14,450 0 3,004 5112 5751 330 3,004 5112 5751
14450 14500 o 3,004 5112 5751 326 3,004 5112 5781
14500 14,550 o 3,004 5112 5751 322 3004 5112 5751
14550 14,600 0 3,004 5112 5751 319 3,004 5112 5751
14600 14650 0 3,004 5112 5751 315 3,004 5112 5751
14650 14700 0 3,004 5112 5751 3ty 3,004 5112 5751
14700 14750 o 3,004 5112 5751 307 3004 5112 5781
14,750 14,800 o 3,004 5112 5751 308 3,004 5112 5751
14800 14,850 0 3004 5112 5751 209 3,004 5112 5781
14850 14900 0 3004 5112 5751 206 3004 5112 5781
14900 14950 0 3004 5112 5751 202 3004 5112 5781
14950 15,000 o 3004 5112 5751 288 3004 5112 5781
15,000 15,050 o 3,004 5112 5751 284 3004 5112 5751
15,050 15,100 0 3,004 5112 5,751 280 3,004 5112 5751
15,100 15,150 o 3,004 5112 5751 27 3,004 5112 5751
15150 15200 0 3,004 5112 5751 273 3004 5112 5751
15200 15,250 o 3,004 5112 5751 269 3,004 5112 5781
15250 15300 o 3004 5112 5751 265 3,004 5112 5751
15300 15350 0 3004 5112 5751 261 3004 5112 5781
15350 15400 0 3004 5112 5751 257 3004 5112 5781
15400 15450 0 3004 5112 5751 254 3004 5112 5781
15450 15500 0 3004 5112 5751 250 3004 5112 5781
15500 15,550 o 3,004 5112 5751 245 3004 5112 5751
15550 15,600 0 3,004 5112 5751 242 3,004 5112 57851
15,600 15,650 0 3,004 5112 5751 238 3,004 5112 5781
15,650 15,700 o 3,004 5112 5751 234 3,004 5112 5751
15,700 15,750 o 3004 5112 5751 231 3,004 5112 5751
15,750 15,800 0 3004 5112 5751 227 3,004 5112 5751
15800 15,850 0 3004 5112 5751 223 3,004 5112 5751
15850 15900 0 3004 5112 5751 219 3004 5112 5781
15900 15950 0 3004 5112 5751 215 3004 5112 5781
15950 16,000 o 3004 5112 5751 212 3,004 5112 5781
16,000 16,050 o 3,004 5112 5751 208 3,004 5112 5751
16,050 16,100 0 3,004 5112 5751 204 3,004 5112 5751
16,100 16,150 0 3,004 5112 5751 200 3,004 5112 5751
16,150 16200 0 3004 5112 5751 1% 3,004 5112 57851
16200 16,250 o 3,004 5112 5751 {92 3004 5112 5781
16,250 16,300 0 3084 5112 5751 189 3,004 5112 5751
16300 16350 0 3004 5112 5751 185 3004 5112 5781
16350 16,400 0 3004 5112 5751 181 3004 5112 5751
16,400 16,450 0 3004 5112 5751 17 3,004 5112 5751
16,450 16,500 o 3004 5112 5751 173 3004 5112 5781
16,500 16,550 o 3,004 5112 5751 169 3004 5112 5751
16,550 16,600 0 3004 5112 5751 168 3,004 5112 5781
16,600 16,650 0 3,004 5112 5751 162 3,004 5112 5751
16,650 16,700 0 3,004 5112 5,751 158 3,004 5112 5781
16,700 16,750 o 3,088 5,105 5744 154 3004 5112 5781
16,750 16,800 0 3080 5004 5733 150 3,004 5112 5781
16,800 16,850 0 3072 5084 5723 148 3004 5112 5781
16850 16900 0 3084 5073 5712 143 3004 5112 5781
16900 16,950 0 3056 5,083 5702 139 3,004 5112 5781
16950 17,000 o 3048 5052 5691 135 3004 5112 5781
17,000 17,050 o 3,040 5,041 5,680 131 3,004 5112 5751
17,050 17,100 0 3082 5,081 5670 127 3,004 5112 5751
17,100 17,150 0 3,024 5,020 5,659 124 3,004 5112 5751
17,150 17,200 0 3016 5010 5649 120 3,004 5112 5781
17,200 17,250 o 3,009 4,99 5638 116 3,004 5112 5781
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Visit the IRS website at

‘a Employee's social security number Safe, accurate, =
CBKIKOKIK | oweo rsisooos FASH Uoe + file _Joasses
b Employer identification number (€N T Wages, Ups, other compensation | 2 Federal mcoms tax wiheld
57,800.00 10,000.00
< Employer's name, address, and ZIP code T SooaT securty wages T SocaT seeurTy o e
. 5 63,580.00 2,670.36
Finkie Construction Carmpay Wiediw vades s & Tiedewe e v
5532 Glasgow Plaza 63,580.00 921.91

City, State XX111
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d Control number

OX1 - XX - 1X00

g 10 Dependent cars bensfits
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: | 5,780.00
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Mary Moll O :
176 Garden Road o IS |
City, State 1XXX1 2
f Employee’s address and ZIP code =
T8 Tocawages e e 19 Lol oome |20 Loty

Lastrame,

11 Nonqualfied plans. 12a See instructions for box 12

15 Sts Employer's state 1D number

State| 11-K1XOX1X

16 Stat wages,fips, stc.

57,800.00

7 State mncome tax

2,980.00

57,800.00 1,734.00 City

|
o W2

Statement

Wage and Tax

Copy B—To Be Filed With Employee’s FEDERAL Tax Return.
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20,000 20,050 0 2561 4410 5,049 0 3,004 5112 5751
20,050 20,100 0 2,563 439 5038 0 3004 5112 5781
20,100 20,150 0 2545 4389 5,028 0 3,004 5112 5751
20,150 20,200 0 2,537 4378 5017 0 3,004 5112 5751
20,200 20,250 o 2529 4368 5,007 0 3004 5112 5751
20,250 20,300 0 2521 4,357 4,99 0 3,004 5112 5751
20,300 20350 0 2513 4,346 4,985 0 3,004 5112 5751
20350 20,400 0 2,505 4,336 4,975 0 3,004 5112 5781
20,400 20,450 0 2,497 4,308 4,964 0 3004 5112 5781
20,450 20,500 o 2,480 4315 4,954 0 3,004 5112 5781
20,500 20,550 o 2481 4,304 4,943 0 3004 5112 5751
20,550 20,600 o 2473 4204 4,933 0 3004 5112 5751
20,600 20,650 0 2,485 4283 4,922 0 3004 5112 5781
20,650 20,700 0 2,457 4273 4912 0 3004 5112 5751
20,700 20,750 0 2,449 4262 4,901 0 3084 5112 5781
20,750 20800 0 2,440 4252 4,891 0 3,004 5112 5751
20,800 20850 0 2433 4241 4,880 0 3004 5112 5751
20,850 20,900 0 2425 4,231 4,870 0 3,004 5112 5751
20,900 20,950 0 2417 4220 4,859 0 3004 5112 5751
20,950 21,000 0 2,400 4210 4,849 0 3084 5112 5781
21,000 21,050 0 2401 4199 4,838 0 3,004 5112 5751
21,050 21100 0 2303 4189 4,828 0 3004 5112 5751
21,100 21,150 0 2385 4178 4817 0 3004 5112 5781
21,150 21,200 0 2377 4167 4,808 0 3004 5112 57851
21,200 21250 0 2369 41457 4798 o 3004 512 5781
21,250 21,300 0 2,361 4146 4785 0 3,00 5112 5751
21300 217350 0 2,353 4136 4775 0 3004 5112 5781
211350 211400 0 2,345 4125 4764 0 3004 5112 5781
217400 211450 0 2,337 4115 4784 0 3004 5112 5781
21450 21500 0 2,320 4104 4743 o 3,004 5112 5781
21,500 21,550 0 2,321 4,004 4733 o 3,00 5112 5751
21,550 21,600 0 2313 4,083 4722 0 3,004 5112 5751
21600 21,850 0 2,305 4,073 4712 0 3,004 5112 5751
21850 21,700 0 2,207 4,062 4701 o 3004 5112 5751
21,700 21750 0 2289 4,082 4891 o 3,004 5112 5751
21,750 21,800 0 2,281 4,041 4,680 o 3,004 5112 5751
21800 21850 0 2273 4,031 4670 0 3,085 5100 5739
21850 21900 0 2265 4,020 4,650 0 3077 5000 5720
21900 21950 0 2257 4010 4,649 0 3,080 5079 5718
21950 22000 0 2249 3009 4638 0 3,061 5089 5708
22,000 22,050 0 2241 3988 4627 0 3083 5058 5607
22050 22100 0 2233 3978 4817 0 3,045 5,048 5687
22100 22150 0 2225 3,967 4,608 0 3,087 5,037 5676
22,150 22200 0 2217 3,957 4,59 0 3,020 5027 5,688
22200 22250 0 2210 3,946 4,585 o 3,021 5018 5655
22250 22300 0 2202 3,936 4575 o 3018 5008 5,645
22300 22350 0 2184 3,925 4564 0 3,005 4,995 5,634
22350 22400 0 2188 3915 4554 0 2,907 4,985 5624
221400 22450 0 2178 3,904 4543 0 2,980 4974 5613
221450 22500 0 2170 3804 4533 o 2,981 4,94 5603
2,500 22,550 0 2182 3883 4522 0 2073 4,953 5502
22550 22,600 0 2154 3873 4512 0 2985 4,942 5581
22600 22,650 0 2146 3,862 4,501 0 2057 4,932 5571
22650 22,700 o 2138 3852 4491 0 2049 4,921 5,560
22,700 22,750 o 2130 3,841 4,480 o 204 4911 5550
22,750 22,800 o 2122 3,830 4469 o 2033 4,900 5539
22,800 22,850 0 2114 3820 4459 0 2025 4,890 5529
22,850 22900 0 2108 3800 4448 0 2017 4879 5518
22900 22950 0 2,008 3799 4438 0 2,900 4,369 5508
22,950 23,000 o 2,090 3788 4427 o 2,901 4,858 5497






OEBPS/images/f652-01.jpg
Rent
Light
Heat
Wages of domestic

tal
7200
600
1,000

2000

$10,800

Office
$2,160
180
300
600
$3.240

Hesidence
$5,040
420

700

1,400
$7560





OEBPS/images/f321-01.jpg
$100,000 famount of mortgage) _  4qq,

'$250.000 (fair market value)





OEBPS/images/f654-01.jpg
23, 25, & 26.

27,

lentative profit from
Schedule C, Line 29

Mortgage interest

Real estate taxes

Total

Business portion of Line 12
Remaining tentative profit
Insurance

Utilities

Total

Business portion of Line 22
Pemaining tentative-profit

$10,000
4,000
$14,000
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L | CORRECTED (if checked)

PAYER'S name, street address, city, state, and ZIP code 1 Gross distribution OME No. 1545-0118 Distributions From
Pensions, Annuities,
" 182.438 Retirement or
StarShine Systems, Inc. Retirement Plan s 1824 . 2011 FraficSiming
. " a Taxable amoun Plans, IRAs,
1220 Silver Lake Drive ans, IAAS,
y, State 1X001 g 182,438 Fom 1009-R Contracts, etc.
25 Taxable amount Total Copy B
not determined [] distribution [] Report this
PAYER'S federal identification | RECIPIENT'S identification 3 Capital gain (included || 4 Federal income tax income on your
number number in box 2a) whnheld Toderal tax
retum. If this
X0-1101X01 010-XX-10XX s 8,620 s 36,488 form shows
L) — federal income
RECIPIENT'S name 5 Employes contibutions | 6 Nefunrealized ‘tax withhold in
Desigated tn precialonn e
Coniibiions or Spioyers securties 4,
Andrew Kellogg instrance premiums this copy to
s $ your return.
Street address (including apt. no.) 7 Distribution | IRA/ | 8 Other
code(s) S This information is
44 Hampton Lane 7A S"‘ﬁﬁ .| being fumnished to
$ % the Intemal
City, state, and ZIP code 2 Vou parcertags of ol |96 TMETHOYSSCEHBIANS | Royenus Sorvice.
City, State 1X011 astiouten %|$
70 Amountalocable o RR | 11 15t yearof dsig. ot contrb.| 12 Siats e wiliheld | 13 State/Payers sate o, | 14 St distibution
witin 5 years
3
$ 3
Account number (see instructions) 15 Local tax withheld 16 Name of locality 17 Local distribution
3 3
$ 3

Form 1099-R

Department of the Treasury - Internal Revenue Service
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Expenses for Business Use of Your Home

(OMB No. 1545-0074

Fom > Filo only with Schodls © Fom 1040 Use a separato Form 829 for cach 0
mones i i o 190, U 2011
oo S B8 >S90 soparate instructions. A5 176
Nt Trepr ey
Samue Brown Xixortrt
Par of Your Fome Used for Business
1 Area Used regularly and excluswely for business, rSoulaly for dayoare, or for storags of
inventory or product samples (see instructions) 1 s00sq 1
2 Totalarea of home ? PECITES
3 Divide line 1 by line 2. Enter the result as a percentage 3 ™ %
For daycare facilties not used exclusively for business, go to line 4. All others goto fine 7.
4 Muliply days used for daycare during year by hours used perday | 4 b
5 Total hours avaisbieforuse cring theyea 565 days 24 hours) (e nctuctons) [ 5 5760
6 Divide ine 4 by line 5. Enter the result as a decimal amount 61—
7 Business percertage. For daycare faciltes not used exclusivly for busiess, il Tne & By
line 3 (ente the resul as a percentage). Al others, enter the amount from ine 3 >l 2%
Figure Your Allowable Deduction
'8 Enter the amourt from Schedule G, Iie 29, plus any gai dermd from e business Use of your
home and shown on Schecbule D or Form 4797, minus any loss fom the trade or business not derived
from the bsiess usecfyour home ad shoon Schedule D or Fon 4767 Seo rctions il 2400
Sso psgslons g, comns (4 and o) belors O Diotepeens | B et
o Castahy losses (sos nsructons) T
10 Deductible mortgage inerest (see instrctions) [ 10 0000
11 Real estate taxes (see instructions) 11 3000
12 Addines 9, 10, and 11 2 Ta.000
13 Muliply ine 12, colurn (5) by fine 7 5j Zo00
14 Add lne 12, colurm (a) and fine 13 1 2000
15 Subtractfne 14 from lne 8. I zeroorlss, enter 0- T o0
16 Excess mortgage interest (see instructions) 7
17 Insurance 7 00
18 Rent T
19 Repairs and maintenance 1o
20 Utities 20 o0
21 Other expenses (see instructions). 21
22 Add ines 16 through 21 2 EX)
23 Muliply ine 22, colurn 5] by fine 7 % 00
24 Garyover of operating expenses from 2010 Form 8625, line 42 21
25 Add ine 22 column (4, lne 23, and ine 24 2 00
26 Alowable operating expenses. Enter the smaller of ine 15 or ine 25 3 00
27 Limit on excess casualty osses and depreciation. Subtract line 28 from line 15 o7 o
28 Excess casualty osses (see instructions) %
20 Depreciation of your home from lne 41 below 29 o0
30 Camyovr of exces casatylosses and depreciaton ram 2010 Form 8628, ine 43| 30
31 Add ines 28 through 20 3t 1200
32 Alowable excess casualty losses and depreciation. Enter the smaller ofine 27 or line 31 32 o
33 Add ines 14,26, and 22, o) X
34 Gasualy loss portion, # any, from lines 14 and 32, Gamry amount to Form 4634 (see instructions) | 54
35 Allowable expenses for business use of your home. Subtract line 34 from Ine 33. Ente here
and on Schedule G, line 30, f your home was used for more than one business, ses instructions | 35 2400
Deprociation of Your Home
36 Enter the smaller of your home's adjusted basts or s fa markel valus (ses instructions] E3 oS
37 Value of land included on fne 26 57 50000
38 Basis of bulding. Subract e 57 from line 36 38 Ten.o7s
39 Business basis of builing. Muliply fne 38 by lne 7. £ 3705
40 Depreciation percentage (see instructions), a0 %
41_Depresiaton allowable fsee instructons). Multipy lin 39 by fne 40. Enterhere and on lne 29 above [ 41 T200]
Garryover of Unallowed Expenses o 2072
42 Operaling sxpenses. Subiractine 25 from Ine 25. f ess han 2ara, enter 0 = 0
43_Excess casualty losses and depreciation. Subractine 32 from ine 31. I lss than zero, enter -0- [ 43 Ta0]
i T

For Paperwork Reduction Act Notice. 566 your tax return instructions. prery—
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Mid-Quarter Convention

Half-Year Ist 2nd 3rd dth
Year  Convention  (Quarter) (Quarter) (Quarter) (Quarter)

3-Year Property

1 33.33% 58.33% 4167% 25.00% 8.33%
2 4445 2178 38.89 50.00 8111
3 1481 12.35 1414 16.67 2037
4 M 154 5.30 8.33 10.19
5-Year Property
1 20.00% 35.00% 25.00% 16.00% 5.00%
2 32.00 26.00 30.00 34.00 38.00
3 19.20 15.60 18.00 20.40 22.80
4 ns2 .ot na7 1224 1368
5 ns2 not na7 .30 10.94
6 5.76 138 4.26 706 9.58
7-Year Property
1 14.29% 25.00% 1785% 10.71% 357%
2 2449 2143 2347 2651 21756
3 1749 16.31 1676 18.22 19.68
4 1249 10.93 ner 13.02 14.06
5 8.93 875 887 9.30 10.04
6 8.92 874 887 8.85 873
7 8.93 875 887 8.86 873
8 4.46 1.09 3.33 5.53 764
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Hecovery Period

Year— 5-Year— 7-Year— 10-Year—
1 10.00% 714% 5.00%
2 20.00 14.29 10.00
3 20.00 14.29 10.00
4 20.00 14.28 10.00
5 20.00 14.29 10.00
6 10.00 14.28 10.00
7 14.29 10.00
8 714 10.00
9 10.00
10 10.00

1 5.00
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$2,500 x $125000-3120000/c.0 000 = $417 reduction
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Residential Rental Property (275 years; see 42.13)
Use the column for the month of taxable year placed in service.

Month 1 2 3 4 5 6 7 8 9 10 " 12
Year
1 2485% 3.182% 2.870% 2.576% 2273% 1970% 1667% 1364% 1061% 0758% 0455% 0.152%
29 3636 363 2636 3636 2636 3636 3636 2636 3636 3636 3636 3636
10 3637 2637 3637 3637 3637 3637 3636 2636 3636 3636 2636 3636
n 363 2636 2636 3636 3636 3636 3637 2637 3637 3637 36W 3637
12 3637 2637 3637 3637 3637 363 3636 2636 3636 3636 2636 3636
13 2636 3636 363 3636 3636 2636 3637 3637 2637 363 3637 3637
° 2637 3637 363 3637 363 2637 3636 3636 3636 363, 3636 2636
15 2636 3636 3636 3636 3636 2636 3637 3637 3637 36 3637 263
16 3637 3637 3637 3637 3637 3637 3636 3636 3636 3636 3636 2636
17 3636 3636 3636 3636 3636 2636 3637 3637 267 363 3637 263
18 3637 3637 3637 36 3637 3637 3636 3636 2636 3636 3636 3636
19 2636 3636 3636 3636 3636 2636 3637 3637 267 3637 3637 363
2 2637 3637 3637 3637 3637 2637 3636 3636 2636 3636 363 3636

2 363 3636 3636 3636 3636 3636 3637 3637 3637 3637 3637 3637
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Nonresidential Real Property (39 years—placed in service on or after May 13, 1933; see 42.13)
Use the column for the month of taxable year placed in service.

Month 1 23 4 5 6 7 8 9 112
Year
1 2461% 2.247% 2.033% 1.810% 1605% 1391% 1.177% 0.963% 0.749% 0535% 0.321% 0.107%
2-39 2564 2564 2564 2564 2564 2564 2564 2564 2564 2564 2564 2564
40 0107 0321 053 0749 0963 1177 1391 1605 1819 2033 2247  2.461
Nonresidential Real Property (315 years—placed in service before May 13, 1993; see 42.13)
Use the column for the month of taxable year placed in service
Month 1 723 4 5 6 7 8 9w 712
Year
12 3976 3174 3175 3174 3175 3174 3175 3174 3075 3174 3976 3174
13 3174 3175 3474 3175 3174 3175 3474 3175 3174 3175 3174 31475
14 3176 3174 3175 3174 3175 3174 3175 3174 3075 3174 3976 3174
15 3174 3175 3474 3175 3174 3175 3174 3475 3174 3175 3174 3175
16 3976 3174 3175 3174 3175 3174 3176 3174 3475 3174 3176 3174
17 3174 3175 3474 375 3174 3175 3174 3175 3174 3175 3174 3475
18 3176 3174 3175 3174 3175 3174 3175 3174 3075 3174 376 3174
9 3174 3175 3474 375 3174 3175 3174 3175 3174 3175 3174 3475
20 3976 3174 3175 3174 3175 3174 3175 3174 3075 3174 3976 3174
21 3174 3175 3174 3175 3174 3175 3174 3175 3174 3175 3174 3175
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s 4912 Tax on Lump-Sum Distributions
(From Quallfied Plans of Participants Bom Before January 2, 1936)
Coparmentcf e T

el s s 09 > Attach to Form 1040, Form 1040NR, or Form 1041.

(OMB No. 15450103

2011

Atachmant
LN 28

Nams o recipint of cspibuion

entiying rumber

TN Complete this part to see if you can use Form 4972

1 Was this a distrioution of a plan participant’s entire balance (excluding deductible voluntary employee Yes[No
contriuions and catan ofsd mourts) o al f an ampcyar' alfied plns of ane kind Genson
profit-sharing, or stock bonus)? If “No,” do not use this form . L 17
2 Did you ol over any part of he distibution? I “es,” do not uss this form 2 7
5 Was tisditruton paic o you as & benefcary of a pian participant who was bom before January 2, 19367 | 3 2
4 Wera you s 2 ln paicant wo rooted s dituton, ) bom bofrs Jnuary 2, 1835, and () a

participant i the pian for at least 5 years before the year of the distibution? alv

If you answered “No” to both questions 3 and 4, do not use this form.
5a Did you use Form 4972 after 1986 for a prévious distribution from your own plan? If “Yes,” do not use this

form for a 2011 distrbuton from your own plan 52 v
b I you are reciing tis disrbuton a5 & bensficary of a plan paripant who died, dic you uss Form 4972

for a previous distribution received for that participant after 19867 If “Yes,” do not use the form for this

distribution . 5b

A Complete This pa|1 {0 choose the 20% capnal galn slection (ses Instructions)

6 Gapital gain part from Form 1099-R, box 3 - o R I 0
7 Multiply ne 6by 20% (20) . . . . > 7
Ifyou alo choose to use Par I, go to line 5. Otharwise, includs the amount o ine 7 i the foal on
Form 1040, ine 44, Form 1040NR, lne 42, or Form 1041, Schedule G, line 1b, whichever applies
pmul Complete this part to choose the 10-year tax oplion (ses Instructions)
‘Ordinary Income from Form 1099-R, box 2a minus box 3. f you did not complete Part I, enter the
taxable amount from Form 1098-R, box 2a . . . . 8 73818
9 Death benett exclusion for a enefciary of a plan particpant who died befors August 21, 1996 - | 9 -o-
10 Total taxable amount. Sublract ine 9 from line & . . [ T 3515)
11 Current actuarialvalue of annuity from Form 109-R, box &, f none, erfer -0- . ] -0
12 Adjusted total taxable amount. Add lines 10 and 11. If this amount is $70,000 or more, skm lnes
43 through 16, enter this amount on ine 17, and gotoline 18 . . . 12 173,518)

13 Multily ine 12 by 50% (50}, but do not enter more than $10,000 [1a

14 Subtract $20,000 from line 12. If line 12 is
20,000 or less, enter - B 14

15 Multly ne 14 by 20% (20) s

16 Minimum distribution allowance. Subtract e 15 from ine 13 . . . .~~~ - . -] 16

17 Subtractine 16 fromine 12 . . . . e 1 73518

18 Federal estate tax atibutable o lump-sum disrbution - . - Siiiiai i -0

19 SubiractIne 18 from line 17. e 11 s zero,skip nes 20 through 22 and go to e 23 - . . [ 10 3510)

20 Divide line 11 by line 12 and enter the result s a decimal (founded to at
least thres places) . . R 7Y

20 Mutply line 16 by the decimalon fne20. . . . . . . . . . . [21 T

22 subtrctine 21 fromine 11 . . . . . . . ... . ... [2 I

23 Multiply ine 19 by 10% (10) . . . . = 382]

24 Tax on amount on Ine 23, Use the Tax Rats Schedule n the instructions . . . . . . . . . [24 3012

25 Mutlply s 24 by fn (101 I I 11 1 z6r. skip s 26 through 28, oter i amourt on
line 29, and goto ined0 . . . S s 30.120)

26 Muliply ine 22 by 10% (10) . . . 2

27 Tax on amount on line 26. Use the Tax Rate Schecule n the
instructions . . . J N P

28 Muttply line 27 byten (10) . . . . P P T)

20 Subtractine 28 from line 25, Multiple recipents, see instuctions . . . > 20 30,120

30 Tax on lump-sum distribution. Add lines 7 and 2. Also incluce this amount inthe total on Form
1040, lne 44, Form 1040NR, ne 42, or Form 1041, Schedus G, ine 1b, whichever applies . . P | 30 31504

For Paperwork Reduction Act Notice, 5ee Instructions. oot Mo 131870

Form 4972 pon)
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20,009
roo0g X 500 = 2700
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Taxable Equivalent Rate (T) =

T=.0433 or 4.33%
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Tax-exempt interest rate

T minus your tax bracket
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Days T-bill was held Acquisition discount (redemption
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Bsfore you begin

*+ It you are married fiing separately and you ived apart from your spouse for all of 2010, enter D" to the fght ofthe word
“Densiis® on Form 1040, ine 202, or Form 10404, ne 142

+ Do not use this worksheet if you repaid beneis in 2010 and your total repaymen's (oox 4 of Forms SSA-1099 and
RRE-1099) were more than your gross beneits for 2010 (box 3 of Forms SSA-1099 and RRB-1099). None of your bensiits
are taxable for 2010. For more information, see Repayments More Than Gross Benefis.

+ Ifyou ae fling Form 8815, Exclusion of Inerest From Seies EE and | .S. Savings Bonds Issued Afer 1989, do not include.
the amoun from ine 8a of Form 1040 or Form 1040A on ine 3 o tis workshet. Insizad, Incude the amount from Schedule
B (Form 10404 or 1040), ine 2.

1. Enter the total amount from box 5 of ALL your Forms SSA-4099 and RRE-1098.

‘Also enter this amount on Form 1040, ine 20, or Form 10404, line 142 15,000
2. Enter one-half of line 1 2 7,500
3.Combine the amounts from:

Form 1040: Lines 7, 82, 92,10 thiough 14, 15D, 160, 17 through 19, and 21

Form 1040A: Lines 7, 8a, 9a, 10, 11b, 120, and 13 a3__ 20,000

4Enlst the amoun,an,rom Form 1040 o 10408, ine 8 by
. Enat he ol of any excusonsacisments ot
* Adoption benefits (Form 8839, line 26),
 Foein eamed incoms of housing (Fom 255, Ines 45 and 0, Fom 2555-€2 Ine 19), and
 Cata ncome of bona i escens of Ameican Samoa (Form 456, ne 15) o Psto ico
.Conbie Ines2,3,4,and5
7. Fotm 1010 flers Entt e aounts o Form 1040, 10 23 hough 32 and ny it
agusimens ou ented o h coted ne next 10 I 3.
Form Toi0A fles: et he amouns fom Form 040A, es 16 and 17
.15he amoun; o e e than e amount onne 67
No. () None o your soo ecuy bnefs re tanabe. Enter - on Form 040, I 20
o Fom 10404, ne 140
Yes.  Suotiactline 7 from line 6 8.__37.500
atyouars
 Mared fingcinty,ener $32000
 Singe, head f hausehold, ueltyng wiow(e),or mariefn sepaatly and you ved aprt
from your spouse for all of 2010, enter $25,000 o.__32,000
ot you ars s g seateley e you e wih you spous & anytme 1201, sk nss ——
9 through 16; multiply line 8 by 85% (.85) and enter the result on line 17. Then go to line 18.
10.15the amoun; o e S e than e amourtonne 87
No. () None o outbenfis ae tadl.Ener 0-on Form 1040, ins 200,f on Fom
1040A, 1 145 1 you 1 mad ing soataely nd you ved apart fomyour
sp0U5 o lf 2010, 52 S you et 0" o e ght of e word Deneis- on
Forn 1040 ne 208, ot on For 1040A, e 140

Yes.  Subtractfine 8 from line & 10.___ 5500

1. Enter §12,000 it married fing jint: $9.000 i single, head of household, aualiing widom(er), of

married filing separately and you lived apart from your spouse for all of 2010 11.__12,000
12.Subtiactlne 11 fiom fne 10. Ifze10 o less, enter 0~ [ — —
4a. Enter the smaller of ine 10 orine 11 8. 5500
44, Enter one-hat of e 13 w.:;;%:
5. Enter the smaller of ine 2 o e 14 1.
6. Muliply line 12 by 85°% (85). I ne 1215 280, enter 0- | —
17.Add nes 15 and 16 7. ZI50

18.Mutly line 1 by 85% (85) 18,1275

19, Taxable benefits. Enter the smaller of i 17 ot fine 18. Also enter this amount on Form 1040, ine
200, or Form 10404, line 14b 102750
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69050 66100 |1330 S519 13304 12030 | | 72050 72100 14134 10269 14216 12786 | |75.050 75100 1108 15056 1353
69100 66,150 |13400 5531 13406 12049 | | 7200 72150 14155 10281 14230 12799 | | 75400 75150 1031 15070 13548
69150 69200 |13410 9544 13416 12061 | | 72150 72200 14168 10254 14244 12811 | | 75450 75200 11024 15084 13561
69200 60250 |12431 9556 13431 12074 | | 72200 72250 14181 10306 14258 12624 | |75:200 75250 11056 15008 13574
69250 66200 |1344 S309 1344 12080 | | 72250 72300 | 14104 109 14272 1263 | | 75250 75300 110068 15112 120
69300 60350 |1345 9581 13456 12009 | (7200 72350 14206 10331 1428 12649 | | 75300 75360 | 16555 11081 15126 13569
69350 69,400 13430 G504 13469 12111 | |72350 72400 | 14218 10,344 1300 12661 | | 75350 75400 11084 18140 1211
69400 69450 13481 9606 12481 12124 12878 | | 75000 75050 11106 15.15¢ 13624
69450 69500 13454 519 13494 12130 iZse0| | 75480 75500 11118 18168 13630
69500 69,550 13500 6831 12506 12140 izg08| | 79500 75550 11131 18182 13648
59550 69,600 |13519 Siods 12518 12167 12911 | | 75550 75500 1144 181 13661
69600 69650 13551 05 13591 12474 12008 | | 75600 75650
650 69700 | 1334 968 13544 12186 1756 | 75680 75,700
69700 69,750 | 13350 G081 13558 12,150 12848 | [73.700 79750
69750 69300 |13560 9604 13572 12211 12061 | |76750 75800
69800 69850 13581 9706 12585 12224 12074 | | 75800 75850
69650 69900 13504 5719 12,000 12280 440 12380 | | 75,850 75,000
69900 69,950 | 13608 Q731 13614 12240 | | 72000 72,950 1435 10481 14454 2909 | | 75,000 75960 | 15.106 13748
59950 7000|1361 G744 13628 12261 | | 72950 73,000 14365 104sé 14468 13011| | 75950 76,000 5118 11244 15308 13761
70,000 73,000 76,000
70000 70050 73000 73,050 [ 14387 10506 14482 1024 | |76000 76050 13778
70050 70,100 73050 73100 14394 1051 14436 13036 | |76050 76,100 13785
70400 70150 73100 73150 | 14406 10531 14510 13046 | | 76400 76450 13798
70450 70,200 73180 73200 | 14476 10544 1452¢ 13061 | | 76450 76200 1294 13801

0
70950 71,000 | 13869

73200 73250
300 |1

13074

11,306 13824
13836

13849
13861
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59,000 62,000 65,000
50,050 [ 10681 52000 62050 70274 | (65000 65080
59100 | 10604 52050 62100 10285 | 65050 65100
59160 | 10506 52100 62150 10298 | {65,100 65,160
61200 | 1015 82150 62200 10311 | {65,150 65200
59250 10921 62200 62250 10324 | 65200 65250
89300 | 10924 82250 62300 10335 | 65250 65300
59360 | 10955 52300 62360 10348 | 65900 65350
85400 | 10663 62350 62,400 10381 | |65350 G540
59450 10981 62400 62450 10374 | {65,400 65850
59500 | 10504 82450 62500 10385 | 65450 65500
59550 11,006 62500 62550 10369 | 65500 65550
85600 | 1,018 62550 62,000 10411 | 65550 65600
50650 1,021 62600 62,651 10424 | |s5000 65650
59700 | 110 62650 62,700 10430 | o550 65700
59750 11,056 62700 62750 10428 | (65700 65750 1118
59800 | 1,089 62750 6280 10461 | (65750 65300 izt
50850 11,081 62600 62850 10474 | (6500 65,360 11224
59900 | 11004 62850 62,900 10436 | (6580 65900 1123
5980 11106 62900 62,950 10408 | (63900 G950 11288
80000 | 11718 62950 63,000 10511 | [63950 66000 1251
60,000 63,000 66,000
50080 [ 71731 000 63050 052
80100 | 11144 83050 63100 10336
80160 | 111155 83100 63150 ais
60200 | 11169 63150 63200 10361
60250 | 11,181 63200 63250 10574
80300 | 11164 83250 63300 1038
60360112 53300 63350 10508
80400 | 11218 83350 63400 st
60460 11221 63400 63,450 10624
50500 | 117224 63450 63500 1063
50350 | 11255 63500 63350 10648
50600 | 1,288 63550 63600 10661 i
60650 11,281 63600 63,650 10674 | (68600 66650 11424
50700 | 11204 63650 63,700 10536 | (60600 66,700 1143
50750 | 11.306 63700 63,750 10868 | (66,700 66750 1148
50800 | 11,31 63750 63800 10711 | |66750 66800 1461
60850 11321 63800 63,850 10724 | o600 65,850 11474
50900 | 11/324 63850 63,900 10736 | (6680 66900 11485
60950 | 11,356 63900 63,950 10749 | | 60900 6695 120
59000 | 1,368 63950 64000 10761 | [6690 67000 s
61,000 64,000 67,000
51050 000 64,050 70774 | (67000 67050
61100 54050 64100 1078 | |67.050 67,100
81150 84100 64150 10798 | {67,100 67.150
61200 84150 64200 10811 | {67,150 67,200
61250 64200 64250 10824 | {67,200 67250
17200 | 1174 84250 64300 1083 | 67250 67300
61360 84300 64350 10848 | 67300 67350
61400 64350 64,400 10851 | |67.350 67400
61460 64400 64450 10874 | | 6700 67450
61500 84450 64500 10880 | 67450 67500
61560 64500 64350 10868 | 67500 67550 116488
61600 64550 64,600 10311 | |67550 67600 11661
61650 64600 64,5650 10024 | |6700 67,650 11678
61700 64650 64,700 i0%as | 67650 67700 11686
81750 64700 64750 10048 | (67700 67750 11608
81800 64750 64800 10361 | (67750 67,300 it
61850 64800 64,850 10074 | (67800 67,3850 172
81900 64850 64/900 87850 67900 1173
8190 64900 64,950 87900 67,950 11788
52000 64950 65,000 57950 6800 11761
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IF you livein...

THEN use this address if y:

e no enclosing a check or money

re enclosing a check or moncy
rder

Alabama, Georgia, Nosth Carolia, South Carolina

Deparment ofthe Treasury
Inermal Revene Service
Kansas City, MO $999 -0002

Inernal Revenue Service
P.0. Box 105017
Atlana, GA 30348.5017

Florids, Louisiana, Missssipp, Texas

Deprment ofthe Treasury
Inermal Revense Service
Austin, TX T3301-0002

Inernal Revense Service
PO, Box 1214
Churloti, NC 28201-1214

Alaska, Arizona, Califonia, Colorado, Hawai, Nevada, Oregon,
Washingion,

Deparmen of the Treasury
Inermal Revene Service
Frosno, CA 93888.0002

el Revenue Service
P.0. Box 7704
San Francisco, CA 94120

Ackansas, Idaho, linois, Indiasa, Towa, Kansas, Michigan,
Minnesota, Montana, Nebraska, New Mexico, North Dakota, Obio,
Oklahoma, South Dekota, Utah, Wisconsin, Wyoming

Deparment of the Treasury
Inermal Revene Service
Frosno, CA 93888.0002

Inernal Revenue Service
P.0. Box 802501
Cincinnat, OF 452802501

Kentucky, Missouri, New Jersey, Tennessee, Vi

i, West Virginia

Department of the Treasury
Inermal Revene Service
Kansas City, MO 64999-0002

Inernal Revense Service
P.0. Box 970011
St Louis, MO 63197.0011

Connectiut, Delawase, Distict o Columbia, Maine, Maryland,
Massachusefs, New Humpsbie, New York, Pennsylvani, Rhode
tsland, Vermont

Deprtment of the Treasury
Inermal Revense Service
Kansas City, MO 64999- 0002

Inernal Revense Service
P.0. Box 37008
Hartford, CT 06176-0008

A Toregn couniy, U.S. possession o trtiory”, of s an APO or
FPO address, o Sl Form 2555, 2555 - EZ or 4563, or aee:a
dual-sats alien

Department of he Treay
Inermal Revene Service
Austin, TX T3301-0215 USA

Tncrnal Revenne Service
P.0. Box 1303
Churlote, NC 28201-1303 USA

FIF you live n American Samos, Puerto Rico,

i .S, Vicgin skands,or the Northern Mariana 1skinds, see Pab. 570,
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Caution: Complete this worksheet only if you quality or & reduced maximum exclusion (under the.
nules at 29.4). Complete column (a).

1.

2a.

Maximum amount

Enter the number of days (or months) that you used the property as a main home during
the 5-year period" ending on the date of sale

Enter the number of days (or months) that you owned the property during the 5-year
period” ending on the date of sale. If you used days on line 2a, you also must use days
on this line and on lines 3 and . f you used months on line 2a, you also must use
months on this line and on lines 3 and 5. (If married filing jointly and one spouse owned
the property longer than the other spouse, both spouses are treated as owning the
property for the longer period.)

Enter the smaller of line 2a or 2b
Have you (or your spouse, i filng jointly) excluded gain from the sale of another
home during the 2-year period ending on the date of this sale?

0 No. Skip line 3 and enter the number of days (or montns) from line 2c on line 4.
0 Yes. Enter the number of days (or months) between the date of the most recent sale
of another home on which you excluded gain and the date of sale of this

home

Enter the smaller o line 2¢ or 3

Divide the amount on line 4 by 730 days (or 24 months). Enter the result as a
decimal (rounded to at least 3 places). But do not enter an amount greater than
1.000

Multiply the amount on line 1 by the decimal amount on line 5

Reduced maximum exclusion. Add the amounts in columns (a) and (b)
of line 6. Enter it here and on Worksheet 20-3, Line 13

(@ ®
You Your Spouse
1. 250,000 $250.000
2a.
b.
c
a.
6
7.

“If you wero a member of tho uniformd sorvices or Foreign Service, an omployee of the intslligence community, or an employee or volunteor of the Peace
Corps during the time you owned the home, see 20.2 to determine your 5-year period.
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77,000 80,000
77000 77,050 75602 14024 | [ 0000 80050 477 3006 17282 15520
7700 77,100 186% 14030 | | 80050 80,100 14785 1308 1725 1353
77400 77,150 13630 14049 | |80.400 80,150 14798 0 13031 17310 15548
77180 77,200 13644 14061 | | 80450 80,200 14811 13044 17324 13561
77200 77250 15658 14074 | | 80200 80250 14824 1900 178 15T
77280 7730 672 14086 | | 80250 8030 453 18000 17352 15500
77300 77,350 2085 14099 | | 80300 8030 14848 18508
17380 77,400 T2 T | (5080 S0 861 16k 15511
77400 77450 605 15714 14124 | | 80400 80450 14674 13108 15624
77450 77500 |15454 11619 15728 14130 | | 80450 80500 14885 13118 13636
77500 77550 |15506 11831 15742 14149 | | 80500 80550 14809 1331 18648
77580 77600 |15516 11,644 15756 14161 | | 80550 8000 1411 13144 1661
77600 77,650 15531 11,656 15770 14174 | | 80600 80,650 18024 1315 15674
77680 77700 | 15544 11669 15784 14160 | | 0650 80,700 14530 1316 13686
77700 77,750 | 15555 11,681 1579 1499 | | 0700 80750 o 13181 1586
77750 77,800 |15368 11,664 15812 14211 | | 80750 80800 18682 14961 13104 1711
77600 77,850 | 15561 11,706 15826 14224 | | 80800 0,850 1668 14974 13208 1572
850 17900 | 15304 11710 15840 14236 | |a0860 80900 18690 1400 13218 1573
77900 77950 | 15806 11731 5854 14249 | | 80900 80,950 18694 14980 13231 15719
77950 78000 | 15616 11,744 1588 14261 | | 80950 1,000 18708 15011 2 5761
78,000 81,000 1
78000 76060 15631 1178 15882 1427 | | 81000 81050 76722 5028 | 94000 G400 (17144 1825 11562 o7
78050 76,100 656 14260 | | 81,050 01.100 1673 13036 | (84050 84100 | 17158 12280 17570 1576
78100 76150 1420 | (81100 81,160 16750 1809 | | 84100 84150 | 17172 13281 17500 15708
78150 76,200 ; 14311 | |atis0 1200 16764 15061 | | 84150 84200 17165 13204 17,604 15811
78200 76250 |15681 11206 15938 14324 | | 81200 81250 16778 15074 | | 84200 84250 17200 13306 17,618 15,624
78250 78,300 |15602 1181 5952 14336 | | 61,250 81300 |1 560 1676 15085 | | 84250 84300 | 17214 13319 17652 15836
78300 76350 | 15706 11,631 15965 14240 | | 81300 81350 |16.450 12581 16605 84300 84360 | 17228 13331 17046 15840
78360 78400 | 15710 11844 15980 14361 | | 61,350 1,400 |16.480 12504 1 84350 84,400 |17.242 13344 17,660 15861
78400 78,450 |15751 11,856 15994 14374 | | 81,400 81450 |16481 12606 16,634 84400 84,450 |17.256 13356 17674 15674
Tl 1850015744 1163 10006 fashn | [e1is0 6100 |16es 12015 1oads 151 |eais0 8450|1750 1308 17068 i5een
500 78550 1575 11881 16022 14390 | | 81500 61,550 16506 13631 6862 15149| | 84500 805D 17284 13381 17700 i5a0a
78550 78600 |15750 11894 16036 14,411 | | 81550 81000 16519 12044 15875 15161| | 450 84600 (17298 13304 17.7%6 15911
78600 78,650 | 15761 11906 16050 14,424 | | 81600 81,650 16531 12,656 16890 15174 | | 84600 84650 17312 13408 17.730 15824
78650 78700 |15754 11918 {004 14436 | | 81650 81.700 | 10 84630 84700 17326 13419 17724 15,036
78700 78750 | 15806 11931 16076 14445 | | 81700 81750 | 15550 84700 84750 | 17340 13431 17758 1540
78750 76300 |15815 G2 14461 | | B1.750 81800 | 16569 84750 84300 17354 13444 17.772 15361
78800 78,850 | 1581 14474 | (81800 61,650 | 16581 84800 84650 | 17368 13456 17786 15974
78850 78,900 | 15644 20 14485 | | 81,850 81900 | 6504 84850 84900 | 17362 13.469 17800 15,986
78900 78,950 | 13850 14409 | [8T900 61950 | 16200 84900 84,950 |173%6 13481 17614 15008
78950 79,000 | 15650 14511 | [8190 62000 | 16816 84950 85,000 |17.410 13404 1728 18011
79,000 82,000 85,000
79000 79,060 [ 15881 | (@00 m e 5272 | G000 5050|1724 13506 17842 16028
79050 76,100 |1565¢ 82050 62100 2| | s
79100 79,150 |15 82100 62150 8100
79160 78,200 15916 62150 82200 B (R
79900 79,50 | 15981 62200 82250 15224 (85200
79280 76300 | 15844 62250 82300 15330 | (8320
79300 79350 | 1550 82300 82,350 15348 | [89300
79380 79,400 | 13888 82350 82400 1531 | [88380
79,400 79,450 | 1581 82400 62450 15374 | | 850
79450 79500 | 15504 62450 82500 2 1538 | [ 8460
79500 79550 | 15,0 82500 82550 15368 | a0
79550 79600 |16,019 62550 82600 15411 | (88550
79600 79,650 | 16,031 62600 82650 15424 | [ 85600
79680 79700 | 160 62650 82700 15436 | [e8650
79700 79750 | 16,050 82700 82750 a3 | | e700
79750 79,800 | 16,068 1 82750 82800 S44 17212 15401 | |85750 85800 |1 18052 16211
79800 79,850 | 15,081 82600 82450 17226 15.474| | 85800 85,850 18066 16224
79850 79900 | 15,084 82650 62900 17240 15480 | | 85850 85,900 16235
79900 79950 |1 106 82900 62950 17254 15499 | | 83900 85,950 16248
79950 80,000 | 15,116 16428 82950 83,000 17268 18511 | | 85950 88,000 16261
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Step 1
Enter your net profit from line 31, Schedule C (Form
1040); line 3, Schedule C-EZ (Form 1040): line 36,
Schedule F (Form 1040); or line 14°, Schedule K-1
(Form 1065)
*General partners should reduce this amount by the
same additional expenses _subtracted from line 14
to determine the amount on line 1 or 2 of Schedule
SE
Step2
Enter your deduction for self-employment tax from
line 27, Form 1040
Step3
Net earnings from self-employment. Subtract step 2
from step 1
Step 4
Enter your rate from the Rate Table for
Self-Employed or Fractional Rate Worksheet
for Self-Employed.
Step5
Multiply step 3 by step 4
Step 6
Multiply $245,000 by your plan contribution rate
(not the reduced rate)
step7
Enter the smaller of step 5 or step 6
Step 8
Contribution dollar limit
«  If you made any elective
deferrals, go to step 9.

«  Otherwise, skip steps 9 through
18 and enter the smaller of step 7
or step 8 on step 19.

Step 9
Enter your elective deferrals made during 2011
Do not enter more than $16,500
Step 10
Subtract step 9 from step 8
Step 11
Subtract step 9 from step 3
Step 12
Enter one-half of step 11
Step 13
Enter the smallest of step 7, 10, or 12
Step 14
Subtract step 13 from step 3
Step 15
Enter the smaller of step 9 or step 14
«  If you made catch-up
contributions, go to step 16.
«  Otherwise, skip steps 16 through
18 and go to step 19.
Step 16
Subtract step 15 from step 14
Step 17
Enter your catch-up contributions, if any. Do not
enter more than §5,500
Step 18
Enter the smaller of step 16 or step 17
Step 19
Add steps 13, 15, and 18. This is your maximum
deductible contribution
Step 20
Enter your total contributions for 2011
Step 21
Enter the smaller of step 19 or step 20. This is your
deduction
Next: Enter your deduction on line 28, Form 1040,

8,589

138.411

27,682
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L CORRECTED (if checked)

PAYER'S nama,sireet adass,chy,state, 2P code, and taephoneno. | 1a Totalordinary dividends | OMB No. 15450170
Very Mutual Fund s 500 2011 Dividends and
155 East 38th Street 1o Custted s - Distributions
City, State 010X0 $ 435 Form 1099-DIV.
T3 U e o Copy B
375 For Recipient
PAYER'S odsral arficaion | RECIPENTS idantication 26 Seclon 1202 gain 24 Gollcibies (22%) gan
rumber numbar
X1-01X0110 00X-1X-0X00 $ $
REGIPENTS rama 3 Nondidend dtribuions [ 4 Fedaral mcom ax wihetd
i s Impotant ta
infornatcn and s
Noelle Ballesteros ;‘"“"""“ s the e Rovamis
‘Servic. ffyou ae
Strat adcress (ncuding ap. no ) © Fordgn tax paid T Frugn ety orUS. psesi] oo le s
return, a nagigncs
21 Chauncy Street 5 peralyor ot
sanction may
Gy, stats, and 2P cods & Gash qudatn dbutons | 0 Norcash bialmdsbbfns | imposad onyouf
City, State 111X0 s s e o stara
“Acoourt mbar (528 strsions] dstermings that i has
not aan raporcl

Form 1099-DIV (keep for your records) Department of the Treasury - Internal Revenue Service
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o bt ok et
Passive activity gross income $600 $700 900 $2200
Passive activity deductions _(00)  _(1000)  _(300) (1,500
e i T $400 $3000  $600 $700
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st Profit or Loss From Business [ et ee o
(Form 1040) (Sole Propriatorship) 2011
ottt eanry | > FoF Iformation on Schedule C and Hs Instructions, g0 to wwwrs.govischeduies | oo}

vl v s (9 > Atach to Form 1040, 104ONR, o 1041 partnerships genarally must flo Form 1065. Sequncatio. 09
e — Socialsecurty rumber 55K

A Princoal businss o profession, nckuding prodUt o senvics ses mstrictons) . Evercods hom mevuctons

G Business name. I 10 seperate business name, leavs biark.

E Business address (ncuding sula or oo o) >

City,town o post ofice, stats, and ZIP code

F Accounting method: (1) []Cash (2 [JAccual (@) []Other spscity) > ___

G Didyou ‘materiall participate" in the operation of this business during 20117 If “No,” see instructions for fimit on losses - L] Yes LINe.
H 1 you started or acquired this business during 2011, check here » 0

' Did you make any payments in 2011 that would require you to file Forms) 10997 (see instructions) DOYes [JNo
s

I "Yes," did you or will you file all equired Forms 10897 DYes [JNo

I incoe

(Gress merchan card and hrd party notwork recspts and sales (seo nstructions) | 1
N raceipts or sales not anterad on lins 1a (s2@ nstructions) b
& Income raportad to you on Form W-2 if the *Statutory Employes” box on
that form was chacked. Caution. Sae nstr. befora completing this s e
d Total gross receipts. Add nes 1a through 1 1a

2 Retuns and allowances plus any cther adjustments (see nstructions) 2
3 Subbract lne 2 romline 1d s
4 Castof goods sald rom lne 42) 4
5 Gross profit. Subiractne 4 from Ine 3 5
& Other income, including federal an tate gasoline o fue tax credit o refund (see instctions) o
7__Gross income, Addlnes5and & > [7

I Expenses Enter expenses for business Use of your hiome only on e 30.
5 Advrising s 16 Offce expanse (see instructions) | 18
© Car and truck sxpenses fsee 19 Pension and poftsharing plans . [ 10
instructions). o 20 Rontorlease (see instructions:

10 Commissions and fees 10 a Vefiles, machiney,and squpmert. [ 200

1 Contactlbar (s nstructions) [ 11 b Other business property 200

12 Deletion 12 21 Ropairs and maintenance 2

13 Depraciaton and ssction 179 22 Supples notincluded inPart 1) . [ 22

et 23 Taes and lcenses 23
included in Patt 1) (seo
instuctons) 13 24 Travel,meals, and entertainmert:
14 Employee beneft programs a Travel 200
(ctherthan on fne 19) 14 b Deductible meals and
15 Insurance fother than health) [ 15 entertainment (see instructions) . | 24b
16 interest 25 Utiities 2
a Morgage (aidto banks, ec) | 16a 26 Wages (ess employment crecits). | 26
b Other o 27a. Other expenses (fom Ine 48) . . [27a

47_ Logaland profesionaservces | 17 b_Resorved for futuro use .

26 Total oxpenses befors expenses for business use of home. Add s & through 27a. 2

20 Tentatve proft or(oss). Sublact ine 28 from e 7 20

%0 Expenses for business use of your home. Atiach Form 8829, Do not report such expenses elsewhers 0

31 Notprofit o (loss). Subtract ins 30 rom lne 29.
« Ifaproft, entar on both Form 1040, line 12 for Form 1040NR, lina 13) and on Schedulo SE, lino 2.
1 you entered an amount on ine 1c, ses nstr. Estates and trusts, anter on Form 1041, line 3. 3
* Ifaloss, you must gotoline 32

92 1fyou have aloss, check the box that dsscribes your investment n this actiy (ses instuctions)
« 1 you chacked 32, enta the loss on both Form 1040, line 12, or Form 1040NR, line 1) and

on Schedule SE, line 2. If you entered an amourt on line 16, see the instustions for ine 31 ‘52a [ Alinvestmentis at risk.
Estatos and rust, ntar on Form 1041, lino 3. a2p [ Some vestment s ot

« If you chacked 325, you must aftach Form 6196, Your icss may ba limitad.
For Paperwork Reduction Act Notice, see your tax return instructions. et e i 13 B S Y
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Form 8824 2011) L L
T v o . o e s a8 ST SRy R ¥ Shev o e 9 e
Jehnlcnss oo 3001
Tealized Gain or (Loss), Recognized Gain, and Basis of Like-Kind Properly Received

‘Caution: fyou transfersd and recalved (e) mor than on group of e-+ind properties o (b) cash or other (ot ike-kind) Propery

566 Raporting of muli-asset exchanges i the inctuctions.

Note: Complsta fines 12 through 14 only ifyou gave up property that was ot lke-kind. Otherwiss, go to i 15:

2

12 Fair markt value (FMV) of other property given up
13 Adjusted basis of other property given up I I
14 Gain or s recognized on othar proparty given up. Subtract fine 13 from Ine 12. eport the

gain o (05¢) It the same mannar as If he exchange had basn a sale “

‘Gaution: I the property givan up was sed previously or party as a home, sae Property used as

home i the Instructons.
15 Gash raceived, FMV of othar property raceived, plus nat fabiltiss assumad by othar party,

reduced (but ot below 26ro) by any exchange expensss you incurrsd (see instructions) s s0000]
16 FMV of like-kind proparty you recsived T T
17 Addines 15and 16 17 0o
18 Adusted basis of like-kind propsrty you gave up, net amounts pald to other party, plus any

xchanga éxpansas not usad on Ina 15 (sa@ Inetnictions) ® 175000
10 Reaizod gain or loss). Subtract i 18 from e 17 o T
20 Enterth smalle of ine 15 orlina 19, but not éss than a0 P o]
21 Ordinary Incoma undar racaptura rulss. Enter hera and on Form 4707, ina 16 (sa@ instructions) | 21 ]
22 Subtract i 21 from lina 20. If z6ro o less, sntar -0-. If mora than 2aro, antar hera and on

‘Schadula D or Form 4707, uniass the instalment method appliss (sse instnctions) 2 00|
23 Rocognized gain. Add lies 21 and 22 2 oouc)
24 Defemec gain or ose). Subtract na 23 from lne 19, a related pary exchangs, ses instructons 24 2
25 Basis ofike-kind proporty received. Sublract ine 15 from the sum of ines 13 and 23 25 R

rom 8824 gorn
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Caution: See 29.6 before you uss this worksheet.

1

~peao o

Enter the purchase prics of the homa sold. (f you filed Form 2119 when you originally acquired that
home to postpona gain on tha sale of a praviolis homa bafora May 7, 1997, enter tha adjustad basis of
the new homa from that Form 2119.)

Seller-paid points for home bought after 1990 (see 29.5). Do not includs any seller-paid points

You alrsady subtracted to arrive at the amount enterad on ine 1

Subtract fina 2 from lina 1

Settiement fees or closing costs (see 29.5). If line 1
includes the adjustad basis of the naw home from Form 2119, skip linas 4a—4g and 5;
gotoline 6!

Abstract and racording fees 4a.
Lagal fees (including fass for titla ssarch and praparing documants) ab.
Survey fess. 4.
Titla insurancs aa
Transfar or stamp taxes 40,
Amounts that tha ssllar owad that you agraad to pay (back taxes of interast,

recording or mortgage fess, and sales commissions) ar
Other 49

Add linas 4a through 4g

Cost of additions and improvements. Do not includs any aditions and improvements includad on fine 1
Special tax assessments paid for local improvaments, such as strests and sidewalks

Other incraasas to basis

Addlines 3,5, 6,7, and 8

Dapreciation allowsd or allowable, related to the business use or rental of the home 10,
Other dacraasss to basis (see 29.6) 11
Add linas 10 and 11

Adjusted basis of home sold. Subtract line 12 from line 9. Enter here and on Workshast 28-3, line 4

12,
13,
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Check applicable boxes

65 or older Blind
Yourself o o
Your spouse if you file
ajoint return o o
Your spouse if you file separately and
can claim an exemption for your spouse (21.2) o o
Total checks,
1. Enteryour basic standard deduction:

Married filing jointly or qualifying widower)—$11,600
Head of household—$8,500
Single or married filing separately—$5,800 $
2. Multiply the number of checks above by:
$1.450 if you are single or head of household
$1,150 ifyou are married filing jointly, maried filing separately,
ora qualifying widow(er)

3. AddLines 1and 2.Thisis your standard deduction for 2011.
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Part 1. Gain or (Loss) on Sale

1

S

Seling price of home
Selling expenses (including commissions, advertising and legal fees, and seller-paid loan charges)
Subtract line 2 from line 1. This is the amount realized

Adjusted basis of home sold (from Workshest 292, ine 13)

Gain or (10ss) on the sale. Subtract line 4 from line 3. Ifthis is a loss, stop here.

Part 2. Exclusion and Taxable Gain

s.

@

Enter any depreciation allowed or allowable on the property for periods after May &, 1997.
Ifnone, enter 0-

Subtract line & from line 5. I the resut is less than zero, enter -0-
Agaregate number of days of nonqualified use after 12/31/2008
Number of days taxpayer owned the property

Divide the amount on line & by the amount on line 9. Enter the result as a decimal (rounded to at least 3 places). But do
not enter an amount greater than 1.00

Gain allocated to nonqualified use. (Line 7 multiplied by line 10)
Gain eligible for exclusion. Subtract line 11 from line 7.

f you qualify to exclude gain on the sale, enter your maximum exciusion (see 29.2 — 29.4)
If you quality for a reduced maximum exclusion, enter the amount from Workshest 28-1, line 7. If you do,
not qualify to exclude gain, enter -0-

Exclusion. Enter the smaller of ine 12 or ine 13

Taxable gain. Subiract line 14 from line 5. Report this taxable gain and the exclusion from line 14
on Form 8949 and Schedule D as required by the Schedule D instructions.

Use Form 6252 if reporting the gain on the installment sale method (5.21)

and enter the exclusion from line 14 on line 15 of Form 6252.

Enter the smaller of line & or line 15. Enter this amount on line 12 of the Unrecaptured Section 1250 Gain
Worksheet in the instructions for Schedule D (Form 1040)

o eN 2

omNo

11
12,

13,
1a.
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¥'the number of whole months from the annuity

starting date to the first payment date is— I I A
‘nd payments under the contract are to be made:
Annually W05 404 403 402 401 00 00 01 -02 03 04 05
Semiannually 02 401 00 00 -01 02

Quarterly 01 00 01
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Date Action Share Frice No. of Shares  Shares Owned

2/8/1993  Invest $4,500 $12 375 375
1212011983 Reinvest $400

dividend $10 40 415

61011994 Invest $5,250 $15 350 765
12/1411984  Reinvest $300

dividend $12 25 790

9/14/1995  Invest $3,200 $16 200 990

/172006 Invest $5,000 $25 200 1,180

10/18/2012  Redeem $4,000 $20 200 990
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Your total investment

Your vested account balance or accrued benefit
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