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CHAPTER A 

COMMUNICATING WITH THE IRS 

I. REFERENCES. 

A. Primary.  

1. Internal Revenue Code of 1986 (26 U.S.C. 1 et seq.). 

2. United States Tax Court Rules of Practice and Procedure. 

B. Secondary. 

1. IRS Pub. 1, Your Rights as a Taxpayer. 

2. IRS Pub. 5, Your Appeal Rights and How to Prepare a Protest if you Don't 
Agree. 

3. IRS Pub. 556, Examination of Returns, Appeal Rights and Claims for 
Refund. 

4. IRS Pub. 594, The IRS Collection Process. 

5. IRS Pub. 947, Practice Before the IRS and Power of Attorney. 

6. IRS Pub. 1035, Extending the Tax Assessment Period. 

7. Treasury Department Circular No. 230, Regulations Governing the 
Practice before the Internal Revenue Service. 

8. IRS Notice 746, Information About Your Notice, Penalty and Interest. 

II. INTRODUCTION. 

III. GETTING STARTED 

A. Review the Taxpayers Records. 

1. Organize the Data and Create a Retrievable Records System. 
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a. Tax Returns.  In most cases you will need copies of State and 
Federal returns filed both before and after the return in 
controversy. 

b. IRS Correspondence.  Is this the first Notice?  Has the issue been 
previously raised/resolved/disputed?  Is the current problem part of 
a more significant issue? 

c. Client Correspondence.  Is the client presently represented? What 
position has the client or the client’s representative previously 
taken? 

2. Obtaining the Taxpayer’s Computer File.  (Note: you may need to create 
an account with IRS e-Services in order to access the online tools for tax 
professionals.)  The Taxpayer is entitled to a transcript of the taxpayer’s 
account.  This document shows the dates the IRS claims the return was 
filed and the dates of the assessments of penalties, interest and any 
payments credited to the account.  These may be requested and received 
online or requested online and mailed to the taxpayer (see 
http://www.irs.gov/Individuals/Order-a-Transcript).   The IRS will mail 
these within 5-10 days to the address they have on file for the taxpayer. 

3. Obtaining Income Information.  The Information Returns Program (IRP) 
will provide all data the IRS has with regard to income reported to the 
taxpayer on Forms W-2, 1099 and the like.  This information can be 
matched against the taxpayer’s records for an initial discrepancies check. 

4. Obtaining Tax Returns.  The IRS will provide a free Tax Return 
Transcript or summary of the tax return.  This form shows most line items 
on the tax return filed, including any accompanying forms or schedules.  It 
does not include any changes the taxpayer or the IRS made after the return 
was filed.  These may be requested and received by mail.   The IRS will 
mail these within 5-10 days to the address they have on file for the 
taxpayer.  A tax account transcript will show any later adjustments made 
after the return was filed.  IRS Form 4506T-EZ is method to request this 
information by mail.  The Form 4506 (not Form 4506T-EZ) allows the 
taxpayer to request an actual photocopy of the return at a fixed charge.  
While the photocopy may be helpful, it seldom provides any additional 
information not found on the transcript. 

http://www.irs.gov/Individuals/Order-a-Transcript
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5. Obtaining IRS Files.  Freedom of Information Act requests can be helpful 
in obtaining notes, work papers, computations and opinions of any agents 
working the case.  My experience has been that these are seldom provided 
in a timely fashion and are often so redacted as to be of little use. Appeals 
to the IRS FOIA Appeals office in Washington D.C. are seldom answered 
quickly. 

B. Understanding the Issues. 

1. Usually based on a CP, ACS, or SFR notice.  Go to the Understanding 
Your IRS Notices page and review the advice on methods of disagreement 
and the substantiation required to resolve the disagreement. 

2. Determine the best method of communication. 

a. Telephone/Client.  In very simple cases the client armed with the 
issues and the elements of resolution can call the IRS at the 
number provided on the notice, provide the requested data and, 
resolve the misunderstanding.  In more complicated cases, the 
client can call the IRS from the attorney’s office.  This would 
better inform the attorney as to any further matters in dispute or 
any further substantiation that may be required.  

b. Telephone/Attorney.  The attorney would obtain an executed Form 
2848, fax the Power of Attorney to the servicing Practitioner 
Priority Service support line (PPS at 1-866-860-4259 (voice – call 
for fax number)), and request assistance with regard to the 
taxpayer’s account related issue.  This is a service staffed by IRS 
customer service representatives specially trained to handle 
practitioner’s questions.  They will not field questions from the 
taxpayer and will only interact with a taxpayer’s representative.  

c. Letter/Client.  In the initial stages of correspondence, it is best to 
have the client sign and send the reply.  It shows personal 
responsiveness to the notice, reserves elevation to the 
attorney/practitioner level for later stages of the dispute and, 
creates the groundwork for any subsequent averment of IRS 
nonresponsiveness.  It avoids the requirement for a Power of 
Attorney and keeps the case posted to the taxpayer’s address.  The 
attorney should have a series of template replies which identify the 
issue, provide the answer and avoid any emotional comment.  
Never allow the taxpayer to leave the office, compose the letter 
and post it without your review. 
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d. Letter/Attorney.  Each case will dictate the proper time for attorney 
involvement.  It is not unreasonable to have the client post several 
letters to the IRS.  Statutes of Limitation, unabashed 
noninvolvement by the IRS, interaction with current year returns, 
and the size of the amounts in dispute may accelerate the process.  
As a practical matter, I have found that the IRS does not respond a 
great deal quicker or a great deal more sensitively to my 
correspondence. 

IV. TOOLS OF THE TRADE 

A. IRS Form 2848.   Power of Attorney and Declaration of Representative.  Advise 
the taxpayer that this document allows you to receive and inspect confidential tax 
information and to sign any agreements and consents.  The taxpayer can authorize 
additional acts but this is seldom required.  The power of attorney remains in 
effect until a new one is posted.  Future notices and communication will be sent to 
the taxpayer with a copy to the attorney in fact.  The taxpayer should advise the 
attorney of any change of address and the attorney should advise the taxpayer of 
any change of assignment. The IRS usually will accept a power of attorney that is 
submitted to them by facsimile transmission. 
 
NOTE:  Once the IRS receives a Power of Attorney, until it is revoked, they 
cannot contact the taxpayer directly but will only work through you as the 
representative.  Therefore, it is good practice to write the word “Revoked” across 
the face of Page 1 of the Power of Attorney and fax both pages of the Power of 
Attorney to the IRS upon completion of your representation of the client.   

B. IRS Form 8821.  Tax Information Authorization.  This form authorizes someone 
to receive confidential tax information.  It is commonly used in cases of security 
clearances and bank loans.  It cannot be used to name an individual to represent a 
taxpayer before the IRS.  Similarly, it does not allow you as the attorney to 
advocate a position on behalf of a client. 

C. IRS Form 911.  Request for Taxpayer Advocate Service Assistance (And 
Application for Taxpayer Assistance Order).  This is a form posted to the 
Taxpayer Advocate to request relief where either a significant hardship is 
involved or when the IRS has failed to respond to the taxpayer or the taxpayer’s 
attorney.  In practice, the taxpayer is asking the Taxpayer Advocate’s office to get 
the IRS center to respond to, resolve or remand the problem to the appropriate 
department.  
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D. IRS Form 1040X.   Amended U.S. Individual Income Tax Return.   In many cases 
the eventual resolution of a dispute will require certain changes to the original, 
previous and, subsequent tax returns.  Additionally, changes may be required on 
State and Municipal returns.  In these cases, check for the appropriate State or 
Municipal form or prepare a corrected basic return annotated with the phrase 
“Amended Return” and, attach a copy of the Federal Form 1040X. 

V. RESOLUTION TECHNIQUES 

A. Talking to all of the players.   

1. Taxpayer prepared return.  You’ll save a lot of time and energy if you 
meet with the taxpayer that actually prepared the return.  The spouse that 
keeps the household records or the spouse that was available for the 
appointment or the child whose parent prepared the return are all going to 
balk at the significant questions you pose.  Hours can be wasted trying to 
calculate basis or useful life where the preparer has the information at their 
fingertips. 

2. Tax Center prepared return.  A call to the Tax Center might prove 
rewarding.  While Tax Center personnel tend to be transient, offices often 
retain previous years returns.  Additionally, someone at the Tax Center 
may be attempting to assist or contact the taxpayer on the issues in 
dispute. 

3. Commercially prepared returns.  The taxpayer may have paid for some 
sort of audit assistance or penalty and interest insurance. Most contractual 
provisions require the taxpayer to promptly notify the preparer of any IRS 
notice. 

PRACTICE POINTER: Often, taxpayers will identify themselves as being completely 
perplexed by the IRS notice.  This is usually brought on because they didn’t really read the letter. 
Taxpayers tend to very rapidly peruse the letter until they get to the “Amount Due” part.  Don’t 
make the same mistake.  Think back to the days of highlighting Case Books.  Each Notice will 
identify the taxpayers, tax year, tax identification numbers, tax entries in question and the 
available methods of dispute. Compare all of this data with the original return before attempting 
to explain the matter to the taxpayer. 
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VI. REQUESTING RELIEF. 

A. IRS notices commonly ask the taxpayer to characterize his position with regard to 
the issue.   

1. Fully agree with the notice.  There is no issue in controversy.  The 
taxpayers may wish to have the interest abated.  The IRS Restructuring 
and Reform Act of 1998 requires the IRS to notify taxpayers of proposed 
discrepancies within 18 months of the original filing date in order to 
charge interest. Additionally, the Tax Reform Act of 1986 allows the IRS 
to reduce or remove interest attributable to errors or delays made by the 
IRS in the performance of ministerial acts. 

2. Partially agree with the notice.  The taxpayers wish to have the IRS reduce 
any taxes attributed to the incorrect changes made by the IRS.  Taxpayers 
will substantiate the correct entries and ask the IRS to recompute taxes, 
penalties and interest. 

 

PRACTICE POINTER: Regardless of the position the taxpayers take, the attorney should 
always review the entire return.  Often there are other errors on the return.  In many cases the 
taxpayers have made preparation errors which would reduce their taxes requested in the IRS 
notice.  Corrections of these preparation errors may offset the additional tax requested in the IRS 
notice.  A Form 1040X will be required to amend the return.  The taxpayers will answer the IRS 
notice, explain the amended return and attach a copy.  The original amended return will post 
separately and will include any taxes due. 
 
 
 

3. Wholly disagree with the notice.  Taxpayers will substantiate the entries 
and computations on the return and ask the IRS to confirm the original 
taxes due or refund requested. 

B. Regardless of the position the taxpayers take on the notice, the reply to any notice 
should clearly state the name and address of the taxpayers, the tax year in 
question, the tax form originally filed, the notice to which the reply pertains, and 
any client authorization involved. Enclose the reply in the bar coded envelope 
provided by the IRS.  The IRS Service Center must hand sort other envelopes and 
this will increase the processing time, at best.  At worst the plain envelope will be 
routed to an incorrect office. 

VII. CONCLUSION. 
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RULES OF PROFESSIONAL RESPONSIBILITY APPLICABLE TO THE 
TAX PRACTITIONER 

 
OUTLINE OF INSTRUCTION 

 

I. REFERENCES. 

A. Primary. 

1. Treasury Department Circular Number 230, Regulations Governing the 
Practice before the Internal Revenue Service. (June 12, 2014) (31 C.F.R.  
Part 10). 

2. The Internal Revenue Code of 1986. 

3. Army Regulation 27-26, The Rules of Professional Conduct for Lawyers 
(1 May 1992). 

4. Air Force Rules of Professional Conduct and Standards for Civility in 
Professional Conduct, TJAG Policy Letter TJS-2, 17 August 2005; Air 
Force Standards for Criminal Justice, TJAG Policy Letter TJS-3, 15 May 
2005; TJAGC Professional Responsibility Program, TJAG Policy Letter 
TJS-5, 17 Aug 05. 

5. Professional Conduct of Attorneys Practicing Under the Cognizance and 
Supervision of The Judge Advocate General, JAG Inst 5803.1D (1 May 
2012).  

6. American Bar Association Model Rules of Professional Conduct (2009). 

7. American Bar Association Model Code of Professional Responsibility 
(1983). 
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B. Secondary. 

1. The Legislative History of the Model Rules of Professional Conduct, ABA 
(1987). 

2. The Model Rules of Professional Conduct Annotated, ABA (1986). 

II. COMPETENCE. 

A. Competence requires legal knowledge, skill, thoroughness, and preparation to the 
extent reasonably necessary for representation (Army Rule 1.1). 

B. A lawyer need not have special training or experience to handle a matter. 

C. Supervisor's Role. 

1. Training. 

2. Oversight. 

3. Standard Procedures. 

D. Competence in Tax Preparation.  Must balance powerful automation tools, 
increasingly sophisticated areas of practice, and tremendous mission demands. 

III. CONFIDENTIALITY (ARMY RULE 1.6). 

A. General Rule.  A lawyer shall not reveal any information relating to the 
representation of a client. 

1. No distinction between confidences and secrets as existed in the older 
ABA Model Code. 

2. Applies to information obtained prior to formation of attorney-client 
relationship. 
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B. Purpose.  Encourage candor between the client and the attorney. 

C. Exceptions to confidentiality. 

1. A client may consent to disclosure of confidential information. 

2. Disclosure is also authorized in order to carry out the representation. 

a. Office communications. 

b. Reading files. 

3. Disclosure is permitted to establish a claim or defense in a controversy 
with a client. 

4. Intention to commit a crime. 

a. Army/Navy Rule 1.6(b) mandates disclosure of information a 
lawyer reasonably believes necessary to prevent a client from 
committing a crime which is likely to: 

(1) result in imminent death or substantial bodily harm, or 

(2) significantly impair the readiness or capability of a military 
unit, vessel, aircraft, or weapon system. 

b. Air Force Rule 1.6(b) gives attorneys discretion to reveal 
information regarding crimes falling within the two categories. 

c. ABA Model Rules only give attorneys discretion to reveal 
information regarding crimes that result in imminent death or 
substantial bodily harm. 

d. There is no authority for revealing information of other future 
offenses under the Army Rules. 
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e. Information regarding past crimes may not be released under any 
of the ethical standards. 

D. Work Product Rule.  The work product rule is subsumed within the rule of 
confidentiality. 

1. Materials prepared by an attorney in anticipation of litigation are not 
discoverable. 

2. The work-product privilege is intended to prevent a litigant from taking a 
free ride on the research and thinking of his opponent's lawyer and to 
avoid the resulting deterrent to a lawyer's committing his thoughts to 
paper.  United States v. Nobles, 422 U.S. 225, 236-39 (1975); Hickman v. 
Taylor, 329 U.S. 495, 510-11; id.  at 516 (Jackson, J., concurring). 

E. Federally Authorized Tax Practitioner Privilege.  I.R.C. § 7525. 

1. The attorney-client privilege allowed for confidential communications 
regarding the provision of tax advice has been extended to all federally 
authorized tax practitioners (that is, to individuals authorized to practice 
before the IRS). 

2. The provision does not modify the attorney-client privilege of 
confidentiality, other than to extend it to other authorized practitioners.  
Sen. Rep. 105-174, “Internal Revenue Service Restructuring and Reform 
Act of 1998,” at 70. 

a. The privilege established by the provision applies only to the 
extent that communications would be privileged if they were 
between a taxpayer and an attorney.  Sen. Rep. 105-174, “Internal 
Revenue Service Restructuring and Reform Act of 1998,” at 70. 

b. Information disclosed to an attorney for the purpose of preparing a 
tax return is not privileged under present law.  Such information 
would not be privileged under the provision whether it was 
disclosed to an attorney, certified public accountant, enrolled agent 
or enrolled actuary.  Sen. Rep. 105-174, “Internal Revenue Service 
Restructuring and Reform Act of 1998,” at 70.  



Federal Income Tax Law 
Last Revised:  1/25/2019 

B-6 

c. Nothing in the new statute suggests that nonlawyer practitioners 
are entitled to privilege when they are doing other than lawyers' 
work.  United States v. Frederick, 182 F.3d 496 (7th Cir. 1999). 

(1) There is no common law accountant's or tax preparer's 
privilege.  Couch v. United States, 409 U.S. 322, 502 
(1973); United States v. Arthur Young & Co., 465 U.S. 
805, 817-19 (1984).   

(2) A taxpayer must not be allowed, by hiring a lawyer to do 
the work that an accountant, or other tax preparer, or the 
taxpayer himself or herself, normally would do, to obtain 
greater protection from government investigators than a 
taxpayer who did not use a lawyer as his tax preparer 
would be entitled to.  United States v. Lawless, 709 F.2d 
485, 487-88 (7th Cir. 1983); United States v. Bornstein, 
977 F.2d 112, 116-17 (4th Cir. 1992); In re Grand Jury 
Investigation, 842 F.2d 1223, 1224-25 (11th Cir. 1987); 
United States v. Davis, 636 F.2d 1028, 1043 (5th Cir. 
1981).  

(3) To rule otherwise would be to impede tax investigations, 
reward lawyers for doing nonlawyers' work, and create a 
privileged position for lawyers in competition with other 
tax preparers--and to do all this without promoting the 
legitimate aims of the attorney-client and work-product 
privileges.  United States v. Frederick, 182 F.3d 496, 500 
(7th Cir. 1999). 

3. The privilege applies to any noncriminal tax proceeding before the IRS or 
in federal court. 

4. The privilege does not protect work product. 

F. The attorney-client privilege extends only to legal advice given by a lawyer.  
Although preparation of tax returns by itself may require some knowledge of the 
law, it is primarily an accounting service.   

1. Communications relating to that service should therefore not be 
privileged, even though performed by a lawyer.  United States v. Davis, 
636 F.2d 1028, 1043 (5th Cir.), cert. denied, 454 U.S. 862 (1981). 
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2. Preexisting documents transferred to an attorney are generally protected 
by the attorney-client privilege only if the usual common-law prerequisites 
for the privilege are satisfied: the information in the documents must be 
confidential and the transfer must have been made to obtain legal advice.  
United States v. Davis, 636 F.2d 1028,1040 (5th Cir.), cert. denied, 454 
U.S. 862 (1981). 

a. If the client transmitted the information so that it might be used on 
the tax return, such a transmission destroys any expectation of 
confidentiality.  United States v. Lawless, 709 F.2d 485, 488 (7th 
Cir. 1983) 

b. Letters from the client to the attorney seeking legal advice and all 
documents created by the attorney that are within the normal ambit 
of the common-law attorney-client privilege remain privileged.  
United States v. Davis, 636 F.2d 1028,1040 (5th Cir.), cert. denied, 
454 U.S. 862 (1981). 

G. The giving of tax advice and the preparation of tax returns are matters within the 
professional competence of an attorney and are prima facie subject to the 
attorney-client privilege.  Colton v. United States, 306 F.2d 633, 637-38 (2d Cir. 
1962), cert. denied, 371 U.S. 951 (1963).  

1. Although the word “communications” must be broadly interpreted in this 
context, the authorities are clear that the privilege extends essentially only 
to the substance of matters communicated to an attorney in professional 
confidence.  Colton v. United States, 306 F.2d 633, 637-38 (2d Cir. 1962), 
cert. denied, 371 U.S. 951 (1963).  

2. Not all communications between an attorney and his client are privileged.  
Particularly in the case of an attorney preparing a tax return, a good deal 
of information transmitted to an attorney by a client is not intended to be 
confidential, but rather is given for transmittal by the attorney to others --  
for example, for inclusion in the tax return.  Such information is, of 
course, not privileged.  Colton v. United States, 306 F.2d 633, 637-38 (2d 
Cir. 1962), cert. denied, 371 U.S. 951 (1963).  
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H. Work Product and Tax Preparation. 

1. Workpapers created to aid in preparing tax returns that are not primarily to 
help litigate over those returns are outside the scope of the work product 
doctrine.  United States v. Davis, 636 F.2d 1028, 1040 (5th Cir.), cert. 
denied, 454 U.S. 862 (1981). 

2. Papers generated by an attorney who prepares a tax return are not within 
the work product privilege simply because there is always a possibility 
that the IRS might challenge a given return.  See Colton v. United States, 
306 F.2d 633, 639-40 (2d Cir. 1962), cert. denied 371 U.S. 951 (1963). 

IV. CONFLICT OF INTEREST RULES. 

A. Representation adverse to existing or former clients. 

1. Army Rule 1.7(a) prohibits a lawyer from representing a client if the 
representation of the client will be adverse to another (present) client 
unless: 

a. the lawyer reasonably believes the representation will not 
adversely affect the other relationship, and 

b. the client consents. 

2. Army Rule 1.9 prohibits a lawyer, who has formerly represented a client 
in a matter: 

a. from representing another person in the same or substantially 
related matter unless the client consents after consultation, or 

b. from using information to the disadvantage of the former client. 

3. Circular 230, section 10.29 -- Conflicting interests.  A practitioner shall 
not represent a client in his or her practice before the Internal Revenue 
Service if the representation involves a conflict of interest. A conflict of 
interest exists if:   
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a. The representation of one client will be directly adverse to another 
client; or 

b. There is a significant risk that the representation of one or more 
clients will be materially limited by the practitioner’s 
responsibilities to another client, a former client or a third person 
or by a personal interest of the practitioner. 

c. Notwithstanding a. and b., above, a practitioner may represent a 
client if: 

(1) The practitioner reasonably believes that the practitioner 
will be able to provide competent and diligent 
representation to each affected client; 

(2) The representation is not prohibited by law; 

(3) Each affected client gives informed consent, confirmed in 
writing by the affected client, at the time the existence of 
the conflict of interest is known by the practitioner.  The 
confirmation may be made within a reasonable period after 
the informed consent, but in no event later than 30 days.  
Copies of the written consents must be retained by the 
practitioner for 36 months from the conclusion of the 
representation. 

B. Dual Representation in Tax Preparation. 

1. The preparation of a joint return should not normally give rise to a conflict 
of interest. 

2. Preparation of married filing separate returns almost always has the 
potential for a conflict of interest. 

3. Representing both parties when their joint return is being audited has the 
potential for a conflict of interest. 

4. Circular 230 appears to permit the waiver of any conflict, but Army Rule 
1.7(a) imposes a higher standard.  
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C. Dual Representation in Estate Planning. 

1. Client confidences - Husband and wife request estate counseling together. 

a. Must consent to a joint interview. 

b. Recommended - sign consent memorandum for case file.  (See 
Appendix A). 

2. Conflicts of Interest. 

a. Spouse with children of former relationship. 

b. Child of testator present for interview. 

V. YOUR CLIENT AND THE IRS. 

A. IRS Nondisclosure Rule. 

1. Any person who discloses without proper authorization any return or 
return information is subject to criminal penalties (I.R.C. § 7213). 

a. If any employee of the United States knowingly and without 
authority discloses any return or return information with respect to 
a taxpayer, such affected taxpayer may bring a civil suit against 
that employee (I.R.C. § 7431). 
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VI. THE TAX PREPARER AND THE IRS. 

A. Practicing before the IRS -- Circular 230, § 10.2(a)(4).  Practice before the 
Internal Revenue Service comprehends all matters connected with a presentation 
to the Internal Revenue Service or any of its officers or employees relating to a 
taxpayer’s rights, privileges, or liabilities under laws or regulations administered 
by the Internal Revenue Service. Such presentations include, but are not limited 
to, preparing and filing documents, corresponding and communicating with the 
Internal Revenue Service, rendering written advice with respect to any entity, 
transaction, plan or arrangement, or other plan or arrangement having a potential 
for tax avoidance or evasion, and representing a client at conferences, hearings 
and meetings.   

1. Any individual may prepare a return, appear as a witness for the taxpayer 
before the IRS, or furnish information requested by the IRS.  Circular 230, 
§ 10.8(b). 

2. The following individuals have broad authority to practice before the IRS: 

a. Attorneys; 

b. Certified Public Accountants; and 

c. Enrolled agents. 

3. The following individuals have limited authority to practice before the 
IRS: 

a. Enrolled actuaries; 

b. Enrolled retirement plan agents; 

c. Registered tax return preparer; 

d. Full time employees of an employer may represent the employer; 
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e. A general partner or a regular full-time employee of a partnership 
may represent the partnership; 

f. A trustee, receiver, guardian, administrator, or personal 
representative, may represent the trust, receivership, guardianship, 
or estate. 

g. An individual may represent any individual before personnel of the 
Internal Revenue Service who are outside of the United States; 

h. An individual who prepares and signs a taxpayer's return, or who 
prepares a return but is not required to sign the return, may 
represent the taxpayer before officers and employees of the 
examination division of the IRS with respect to the tax liability of 
the taxpayer for that tax year; 

i. The Director of the Office of Professional Responsibility may 
authorize others who are not otherwise eligible to practice before 
the IRS. 

B. Representing Your Client. 

1. Form 2848 - Power of Attorney and Declaration of Representation. 

a. To represent the client before the IRS; 

b. To receive confidential tax information pertaining to the client; 

c. Receive, but not endorse a refund check; 

d. Execute a waiver of restrictions on assessment or collection of a 
deficiency in tax; 

e. Execute a consent to extend the statutory period; and 

f. Execute a closing agreement under I.R.C. § 7121. 
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C. Practice before the IRS is governed by Treasury Circular No. 230. 

1. Each attorney, CPA, enrolled agent, or enrolled actuary who knows that 
the client has not complied with the revenue laws of the United States or 
has made an error or omission … must advise the client promptly of the 
fact of such noncompliance, error, or omission and of the consequences of 
such noncompliance, error, or omission.  Circular 230, § 10.21. 

2. A taxpayer is generally not required to file an amended return. 

a. Treas. Reg. § 1.451-1(a) provides that a taxpayer “should” (not 
shall or must) file an amended return when he discovers that an 
item of income was omitted from an earlier, open, tax year. 

b. Treas. Reg. § 1.461-1(a)(3) provides that when a taxpayer 
discovers that a deduction should have been taken in a prior 
taxable year, the taxpayer should file an amended return to receive 
the credit or refund.  Similarly, if a taxpayer discovers that a 
deduction was improperly taken into account in a prior taxable 
year, the taxpayer should file an amended return and pay any 
additional tax due. 

c. These regulations do not require a taxpayer to file an amended 
return.  United States v. Badaracco, 464 U.S. 386 (1984). 

d. The practitioner should advise the client, as appropriate, that filing 
an amended return will reduce or eliminate a penalty, minimize 
interest on a deficiency, or provide some other advantage to the 
client.   

3. Each attorney, CPA, enrolled agent, or enrolled actuary shall exercise due 
diligence as to accuracy: 

a. In preparing or assisting in the preparation of, approving, and filing 
returns. 

b. In determining the correctness of oral or written representations 
made by him to the IRS; and 
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c. In determining the correctness of oral or written representations 
made by him to clients with reference to any matter administered 
by the IRS.  Circular 230, § 10.22. 

4. No attorney, CPA, enrolled agent, or enrolled actuary shall unreasonably 
delay the prompt disposition of any matter before the IRS. 

5. No attorney shall in practice before the IRS, knowingly and directly or 
indirectly employ or accept assistance from any person who is under 
disbarment or suspension from practice before the IRS. 

D. Representing your Client before the IRS--The Duty of Confidentiality. 

1. Circular 230 does not address this duty, but does acknowledge that certain 
client information may be “privileged,” and that the practitioner may 
refuse to submit records if he “believes in good faith and on reasonable 
grounds that such [material] is privileged or that the request ... is of 
doubtful legality.” 

2. ABA Formal Opinion 314, which deals with the lawyer’s obligations to 
make disclosures to the IRS, provides, that in dealing with the IRS, a 
lawyer: 

a. Has no duty to disclose weaknesses in the case and may properly 
advance the strong points. 

b. May not disclose client confidences unless it appears that a crime 
will be committed (a wrong or unjust result in a tax case is not a 
crime). 

c. Has the affirmative duty not to mislead the IRS by misstatements 
or by silence, and not to permit the client to do so. 

d. To advise the client to correct misstatements. 

(1) If client refuses to do so, the lawyer is obligated to 
withdraw from the representation. 



Federal Income Tax Law 
Last Revised:  1/25/2019 

B-15 

(2) The duty to withdraw may be limited, and must be weighed 
against the lawyer’s obligation of confidentiality. 

e. Disreputable conduct for which an attorney, certified public 
accountant, enrolled agent, or enrolled actuary may be disbarred or 
suspended from practice before the Internal Revenue Service 
includes, but is not limited to:  “Giving false or misleading 
information, or participating in any way in the giving of false or 
misleading information to the Department of the Treasury or any 
officer or employee thereof, or to any tribunal authorized to pass 
upon Federal tax matters, in connection with any matter pending or 
likely to be pending before them, knowing such information to be 
false or misleading.  Facts or other matters contained in testimony, 
Federal tax returns, financial statements, applications for 
enrollment, affidavits, declarations, or any other document or 
statement, written or oral, are included in the term “information.”  
Circular 230, § 10.51(a)(4). 

E. Standards for Advising Client with Respect to Tax Return. 

1. Definitions. 

a. Frivolous - a position is frivolous if it is patently improper. 

b. Reasonable basis - A position is considered to have a reasonable 
basis if it is reasonably based on one or more of the authorities 
described in 26 CFR 1.6662-4(d)(3)(iii), or any successor 
provision, of the substantial understatement penalty regulations.  
Reasonable basis is a relatively high standard of tax reporting, that 
is, significantly higher than not frivolous or not patently improper.  
The reasonable basis standard is not satisfied by a return position 
that is merely arguable or that is merely a colorable claim.  The 
possibility that a tax return will not be audited, that an issue will 
not be raised on audit, or that an issue will be settled may not be 
taken into account. 
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(1) The authorities described in Treas. Reg. § 1.6662-
4(d)(3)(iii) successor provision, of the substantial 
understatement penalty regulations may be taken into 
account for purposes of this analysis.  The possibility that a 
position will not be challenged by the Service (e.g., because 
the taxpayer's return may not be audited or because the 
issue may not be raised on audit) may not be taken into 
account. 

(2) Types of Authority -- Treas Reg. § 1.6662-4(d)(3)(iii). 

(a) Applicable provisions of the Internal Revenue Code 
and other statutory provisions;  

(b) Proposed, temporary and final regulations; 

(c) Revenue rulings and revenue procedures;  

(d) Tax treaties; 

(e) Court cases;  

(f) Legislative histories; 

(g) Private letter rulings and technical advice 
memoranda issued after October 31, 1976;  

(h) Actions on decisions and general counsel 
memoranda issued after March 12, 1981 (as well as 
general; and counsel memoranda published in pre-
1955 volumes of the Cumulative Bulletin); and  

(i) Internal Revenue Service information or press 
releases; and notices and announcements and other 
administrative pronouncements published by the 
Service in the Internal Revenue Bulletin. 



Federal Income Tax Law 
Last Revised:  1/25/2019 

B-17 

(3) Conclusions reached in treatises, legal periodicals, legal 
opinions or opinions rendered by tax professionals are not 
authority. 

c. More likely than not - A practitioner is considered to have a 
reasonable belief that the tax treatment of a position is more likely 
than not the proper tax treatment if the practitioner analyzes the 
pertinent facts and authorities, and based on that analysis 
reasonably concludes, in good faith, that there is a greater than 
fifty-percent likelihood that the tax treatment will be upheld if the 
IRS challenges it.  The authorities described in 26 CFR 1.6662-
4(d)(3)(iii), or any successor provision, of the substantial 
understatement penalty regulations may be taken into account for 
purposes of this analysis. 

2. Standards of Conduct.  Circular 230, § 10.34. 

a. A practitioner may not sign a tax return as a preparer unless the 
practitioner has a reasonable belief that the tax treatment of each 
position on the return would more likely than not be sustained on 
its merits (the more likely than not standard), or there is a 
reasonable basis for each position and each position is adequately 
disclosed to the Internal Revenue Service.  A practitioner may not 
advise a client to take a position on a tax return, or prepare the 
portion of a tax return on which a position is taken, unless-- 
 

(1) The practitioner has a reasonable belief that the position 
satisfies the more likely than not standard; or 

(2) The position has a reasonable basis and is adequately 
disclosed to the Internal Revenue Service. 

b. A practitioner may not advise a client to take a position on a 
document, affidavit or other paper submitted to the Internal 
Revenue Service unless the position is not frivolous. 

c. A practitioner may not advise a client to submit a document, 
affidavit or other paper to the Internal Revenue Service— 
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(1) The purpose of which is to delay or impede the 
administration of the Federal tax laws; 

(2) That is frivolous; or 

(3) That contains or omits information in a manner that 
demonstrates an intentional disregard of a rule or regulation 
unless the practitioner also advises the client to submit a 
document that evidences a good faith challenge to the rule 
or regulation.   

d. Advising clients on potential penalties.  A practitioner must inform 
the client of the penalties reasonably likely to apply to the client 
with respect to a position taken on a tax return, if the practitioner 
advised the client with respect to the position or prepared or signed 
the tax return, or to any document, affidavit or other paper 
submitted to the Internal Revenue Service.  The practitioner also 
must inform the client of any opportunity to avoid any such 
penalty by disclosure, if relevant, and of the requirements for 
adequate disclosure.  This rule applies even if the practitioner is 
not subject to a penalty with respect to the position.  

e. Relying on information furnished by clients.  A practitioner 
advising a client to take a position on a return or other paper 
submitted to the Internal Revenue Service, or preparing or signing 
a return as a preparer, generally may rely in good faith without 
verification upon information furnished by the client.  However, 
the practitioner may not ignore the implications of information 
furnished to, or actually known by, the practitioner, and must make 
reasonable inquiries if the information as furnished appears to be 
incorrect, inconsistent with an important fact or another factual 
assumption, or incomplete. 

f. Standard of discipline.  Only violations of this section that are 
willful, reckless, or a result of gross incompetence will subject a 
practitioner to censure, suspension or disbarment from practice 
before the Service. 

F. Penalties applicable to Income Tax Preparers. 

1. Understatements of taxpayer's tax liability (I.R.C. § 6694). 
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a. Understatements due to a position taken for which there was no 
reasonable belief that the tax treatment of the position would more 
likely than not be sustained on its merits. 

(1) Penalty is the greater of $1,000 or 50% of the income 
derived (or to be derived) by the tax return preparer from 
the preparation of a return or claim with respect to which 
the penalty was imposed. 

(2) Exception for position that had a reasonable basis and was 
adequately disclosed on the return. 

(3) Exception for position advanced in good faith and with 
reasonable cause.  Factors to consider in determining 
reasonable cause include: 

(a) Nature of the error causing the understatement.  
Whether the error resulted from a provision that was 
so complex, uncommon, or highly technical that a 
competent preparer of returns or claims of the type 
at issue reasonably could have made the error. 

(b) Frequency of errors.  Whether the understatement 
was the result of an isolated error (such as an 
inadvertent mathematical or clerical error) rather 
than a number of errors. 

(c) Materiality of errors.  Whether the understatement 
was material in relation to the correct tax liability. 

(d) Preparer's normal office practice.  Whether the 
preparer's normal office practice, when considered 
together with other facts and circumstances such as 
the knowledge of the preparer, indicates that the 
error in question would rarely occur and the normal 
office practice was followed in preparing the return 
or claim in question. 

(e) Reliance on advice of another preparer.  Whether 
the preparer relied in good faith on the advice of or 
schedules prepared by another preparer.   
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b. Willful attempt to understate tax liability or reckless or intentional 
disregard of rules or regulations results in a preparer penalty of the 
greater of $5,000 or 50% of the income derived (or to be derived) 
by the tax return preparer. 

(1) Willful attempt to understate liability.  A preparer is 
considered to have willfully attempted to understate 
liability if the preparer disregards, in an attempt wrongfully 
to reduce the tax liability of the taxpayer, information 
furnished by the taxpayer or other persons.  For example, if 
a preparer disregards information concerning certain items 
of taxable income furnished by the taxpayer or other 
persons, the preparer is subject to the penalty.  Similarly, if 
a taxpayer states to a preparer that the taxpayer has only 
two dependents, and the preparer reports six dependents on 
the return, the preparer is subject to the penalty. 

(2) Reckless or intentional disregard.  A preparer is considered 
to have recklessly or intentionally disregarded a rule or 
regulation if the preparer takes a position on the return or 
claim for refund that is contrary to a rule or regulation and 
the preparer knows of, or is reckless in not knowing of, the 
rule or regulation in question.  

(a) A preparer is reckless in not knowing of a rule or 
regulation if the preparer makes little or no effort to 
determine whether a rule or regulation exists, under 
circumstances which demonstrate a substantial 
deviation from the standard of conduct that a 
reasonable preparer would observe in the situation. 

(b) A preparer is not considered to have recklessly or 
intentionally disregarded a rule or regulation if the 
position contrary to the rule or regulation is not 
frivolous, is adequately disclosed and, in the case of 
a position contrary to a regulation, the position 
represents a good faith challenge to the validity of 
the regulation. 

2. IRS Agents may notify the Director of the Office of Professional 
Responsibility of any tax practitioner who is assessed with a penalty. 
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3. Other Penalties applicable to income tax preparers -- I.R.C. § 6695. 

a. Penalty is $50 for each offense up to a maximum of $25,000 for 
the following: 

(1) Failure to furnish copy of return to TP. 

(2) Failure to sign return. 

(3) Failure to furnish ID number. 

(4) Failure to retain a copy or list. 

(5) Failure to file correct information returns. 

b. Negotiation of a taxpayer's check is a $500 penalty. 

c. Failure to be diligent in determining eligibility for the earned 
income credit is a $500 penalty. 

4. Tax return preparer defined.  The term ''tax return preparer'' means any 
person who prepares for compensation, or who employs one or more 
persons to prepare for compensation, any return of tax imposed by the 
Internal Revenue Code or any claim for refund of tax imposed by the 
Internal Revenue Code.  I.R.C. § 7701(a)(36).  IAW Treas. Reg. § 
301.7701-15(a)(7) the following persons are not tax return preparers:  

a. Any individual who provides tax assistance under a Volunteer 
Income Tax Assistance (VITA) program established by the 
Internal Revenue Service; and 

b. Any organization sponsoring or administering a Volunteer Income 
Tax Assistance (VITA) program established by the Internal 
Revenue Service, but only with respect to that sponsorship or 
administration. 
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G. Client Penalties. 

1. Delinquency Penalties (I.R.C. § 6651). 

a. Failure to file timely return.  

b. Failure to pay tax. 

2. Accuracy related penalties (I.R.C. §§ 6662 and 6663). 

a. Only apply if a return is filed. 

b. Negligence Penalty (20%).  Applies when the taxpayer fails to 
make a reasonable attempt to comply with the provisions of the 
Internal Revenue Code or disregards the rules and regulations. 

(1) Examples of negligence include, failure to include all 
income, excessive deductions, improper credits, failure to 
maintain adequate books and records, withholding 
information from return preparer. 

(2) Defense to Negligence Penalty. 

(a) Reasonable basis.  Reasonable basis is a relatively 
high standard of tax reporting, that is, significantly 
higher than not frivolous or not patently improper.  
The reasonable basis standard is not satisfied by a 
return position that is merely arguable or that is 
merely a colorable claim.  If a return position is 
reasonably based on one or more of the authorities 
set forth in Sec. 1.6662-4(d)(3)(iii) (taking into 
account the relevance and persuasiveness of the 
authorities, and subsequent developments), the 
return position will generally satisfy the reasonable 
basis standard.  Treas. Reg. § 1.6662-3(b)(3). 
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(b) If position contrary to the rules and regulations, can 
avoid penalty by disclosure if position represents a 
good faith challenge and the challenge has a 
reasonable basis (Form 8275R). 

(c) Can also avoid penalty if reasonable basis for 
position and adequate disclosure (Form 8275). 

c. The accuracy related penalty also applies to a substantial 
understatement of income tax (20% penalty). 

(1) Where the understatement exceeds the greater of: 

(a) 10% of the amount of tax required to be shown on 
the return; or 

(b) $5,000. 

(2) Amount of the penalty is reduced by the amount relating to 
an item for which there was: 

(a) substantial authority; or 

(b) reasonable basis and adequate disclosure. 

(3) The substantial authority standard is an objective standard 
involving an analysis of the law and application of the law 
to relevant facts.  The substantial authority standard is less 
stringent than the “more likely than not” standard (the 
standard that is met when there is a greater than 50-percent 
likelihood of the position being upheld), but more stringent 
than the reasonable basis standard (the standard which, if 
satisfied, generally will prevent imposition of the penalty 
under section 6662(b)(1) for negligence).  Treas. Reg. § 
1.6662-4(d)(2).  
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(a) There is substantial authority for the tax treatment 
of an item only if the weight of the authorities 
supporting the treatment is substantial in relation to 
the weight of authorities supporting contrary 
treatment.  Treas. Reg. § 1.6662-4(d)(3)(i). 

(b) The weight accorded an authority depends on its 
relevance and persuasiveness, and the type of 
document providing the authority.  Treas. Reg. § 
1.6662-4(d)(3)(i). 

(c) The possibility that a return will not be audited or, if 
audited, that an item will not be raised on audit, is 
not relevant in determining whether the substantial 
authority standard (or the reasonable basis standard) 
is satisfied.  Treas. Reg. § 1.6662-4(d)(2). 

d. Accuracy related penalties cannot be stacked. 

3. Fraud (I.R.C. § 6663). 

a. A willful attempt to evade taxes. 

b. Fraud is an act of commission, not omission. 

c. Examples of what the government must show by clear and 
convincing evidence: 

(1) Double set of books; 

(2) Making false entries or alterations; 

(3) False invoices or documents; 

(4) Concealed assets; and  

(5) False statements to agents. 

d. Penalty for fraud is 75%. 
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4. Reasonable cause exception -- I.R.C. § 6664(c).  Even if the taxpayer 
cannot satisfy the reasonable basis exception, no penalty shall be imposed 
under section 6662 or 6663 with respect to any portion of an 
underpayment if it is shown that there was a reasonable cause for such 
portion and that the taxpayer acted in good faith with respect to such 
portion. 

a. The determination of whether a taxpayer acted with reasonable 
cause and in good faith is made on a case-by-case basis, taking into 
account all pertinent facts and circumstances. 

b. Generally, the most important factor is the extent of the taxpayer's 
effort to assess the taxpayer's proper tax liability. 

c. Circumstances that may indicate reasonable cause and good faith 
include an honest misunderstanding of fact or law that is 
reasonable in light of all the facts and circumstances, including the 
experience, knowledge and education of the taxpayer.  

d. An isolated computational or transcriptional error generally is not 
inconsistent with reasonable cause and good faith.  

e. Reliance on an information return or on the advice of a 
professional tax advisor or an appraiser does not necessarily 
demonstrate reasonable cause and good faith.  Similarly, 
reasonable cause and good faith is not necessarily indicated by 
reliance on facts that, unknown to the taxpayer, are incorrect.  

(1) Reliance on an information return, professional advice or 
other facts, however, constitutes reasonable cause and good 
faith if, under all the circumstances, such reliance was 
reasonable and the taxpayer acted in good faith. 

(2) All facts and circumstances must be taken into account in 
determining whether a taxpayer has reasonably relied in 
good faith on advice (including the opinion of a 
professional tax advisor) as to the treatment of the taxpayer 
(or any entity, plan, or arrangement) under Federal tax law. 

5. Frivolous income tax return -- I.R.C. § 6702.  Any individual who files 
what purports to be an income tax return but which - 
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a. Does not contain information on which the substantial correctness 
of the self-assessment may be judged, or  

b. Contains information that on its face indicates that the self-
assessment is substantially incorrect; and the conduct is due to: 

(1) As position which is frivolous, or 

(2) A desire (which appears on the purported return) to delay  
or impede the administration of Federal income tax laws,  
then such individual shall pay a penalty of $5,000. 

c. This penalty shall be in addition to any other penalty provided by 
law.  

H. Criminal Penalties (Title 18). 

1. Willful attempt to evade or defeat tax (Maximum penalty is five years and 
$100,000 fine). 

2. Willful failure to file return (Maximum penalty is one year in prison and a 
fine of $25,000 fine). 

3. Willful fraud and false statements (Maximum penalty is three years and a 
fine of $100,000 fine). 

I. Disbarment from Practice before the IRS. 

1. Disbarment or suspension from practice as an attorney. 

2. Conviction of any criminal offense involving the revenue laws or any 
crime involving dishonesty, or breach of trust. 

3. Giving false or misleading information, or participating in any way in the 
giving of false or misleading information to the IRS . 

4. Improper solicitation of employment. 
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5. Willfully failing to make a Federal tax return in violation of the revenue 
laws. 

6. Bribing or attempting to bribe any officer or employee of the IRS. 

7. Misappropriation of, or failure to properly and promptly remit funds 
received from a client for the purpose of payment of taxes or other 
obligations due the United States. 

8. Knowingly aiding and abetting another person to practice before the IRS 
during a period of suspension, disbarment, or ineligibility. 

9. Contemptuous conduct in connection with practice before the IRS. 

10. Giving a false opinion, knowingly, recklessly, or through gross 
incompetence.  Gross incompetence includes conduct that reflects gross 
indifference, preparation that is grossly inadequate under the 
circumstances, and a consistent failure to perform obligations to the client. 

11. Willfully violating any part of Circular 230.  Recklessly or through gross 
incompetence violating the section of Circular 230 pertaining to standards 
for preparing returns and advising clients. 

VII. CONCLUSION. 
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APPENDIX 
SAMPLE DUAL REPRESENTATION LETTER 

Dear __________________: 
 
This letter confirms the following: 
 
1. You have requested that I represent each of you and advise you on certain estate planning matters. 
 
2. It is contemplated that the matters to which my representation will extend will include the following:  
(Choose from the following or modify as appropriate. 
 
 a. Analysis of your wills, codicils, trusts, and property agreements, if any. 
 
 b. Analysis of the assets owned by each of you, including consideration of their value and the nature 
in which title is or should be held, and the categorization of such assets as separate or community property. 
 
 c. Discussions about the manner in which you wish to dispose of such property. 
 
 d. Analysis of the tax impact of such disposition and recommendations relative thereto. 
 
3. I have advised each of you that, during the course of the estate planning work, that conflicts may arise 
between you with respect to the ownership of your property and its desired disposition.  Differences of opinion on 
the disposition of the property, under ethical rules, do not prevent me from continuing to represent both of you.  
However, during the course of the estate planning, conflicts of interest between you may arise, such as issues 
regarding the ownership of certain property. 
 
 Ordinarily, under such circumstances, one attorney cannot represent both of you.  It may be better for each 
of you, under such circumstances, to have separate independent counsel to avoid the possibility that my advice to 
one of you is influenced by my representation of the other.  Nevertheless, you have requested, with full 
understanding of your right to, and the advantages of, independent counsel, that I represent both of you in all of the 
above matters. 
 
4. Although I doubt that will happen, if conflicts do arise between the two of you of such a nature that I 
believe it impossible for me to perform my obligations to either of you, I will withdraw from all further 
representation of both of you in this matter at that time and advise one or both of you to obtain independent counsel. 
 
5. You have agreed that there will be complete and free disclosure and exchange of all information that I 
receive from either or both of you in the course of my representation of you and that such information shall not be 
confidential between you irrespective of whether I obtain such information in conferences with both of you or in 
private conferences with only one of you, including any conferences that may have taken place before the date of 
this letter. 
 
      Sincerely, 
 
      (Attorney's Signature Block) 
 
Dated: _________________, 20____ I have read the foregoing letter, understand the same, consent to the disclosure 
and exchange of all information received by you from either one of us, with the other one of us, and consent to 
representing each and both of us in the aforementioned estate planning services. 
 
__________________________________                                                   __________________________________ 
(Signature of husband; typed name below)                                                    (Signature of wife; typed name below) 
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I. REFERENCES. 

A. IRS Forms 1040, 1310. 

B. Internal Revenue Code (I.R.C.) of 1986, as amended. 

C. Treasury Regulations. 

D. IRS Publications: 

1. Pub. 3, Armed Forces’ Tax Guide. 

2. Pub. 17, Your Federal Income Tax. 
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3. Pub. 559, Survivors, Executors, and Administrators. 

II. INTRODUCTION.  

III. FILING REQUIREMENT. 

A. A final tax return is required to be filed. 

1. File a return for the year of death. 

2. File a return for any other preceding years not yet filed. 

3. Example:  SFC Samantha Smith died on March 14, 2014 before 
filing her 2013 return.  Her 2013 return is still due 15 April 2014 
and her final return is due 15 April 2015 for the 2014 tax year. 

B. Who files the returns? 

1. The personal representative, if one is appointed. 

2. Surviving spouse can file if filing a joint return and no personal 
representative appointed before the due date for the return. 

3. May need to complete Form 1310, Statement of Person Claiming 
Refund Due a Deceased Taxpayer, if not the surviving spouse or a 
court-appointed personal representative.  (The court-appointed 
personal representative must attach the court certificate, e.g., Letter 
Testamentary). 

IV. FILING STATUS. 

A. The filing status choices are the same as if the decedent were alive for the 
relevant year. 
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B. A surviving spouse can file a joint return with the decedent for the final 
tax return as long as he or she has not remarried before the end of the year 
of the decedent’s death.  In the case of the surviving spouse remarrying, 
the decedent’s filing status for the final return is MFS. 

C. A surviving spouse, who remains unmarried, can use qualifying widow(er) 
filing status for up to 2 years after the year of death if he or she has a 
dependent child.  This filing status entitles the survivor to MFJ tax rates 
and higher standard deduction (the survivor does not itemize). 

V. OTHER CONCERNS. 

A. Exemptions and Deductions.  Generally, the rules that apply to an 
individual apply the same to the decedent’s final return. 

1. You can claim the decedent’s personal exemption on the final 
return (assuming they were not the dependent of someone else, like 
a parent). 

2. The final return can claim the applicable standard deduction for the 
filing status or can itemize deductions, including by claiming 
deductions paid by the decedent prior to death. 

B. Credits, Other Taxes, and Payments.  Generally, the rules that apply to an 
individual apply the same to the decedent’s final return. 

1. The decedent’s final return can claim the Earned Income Tax 
Credit, if applicable, even though the return covers less than 12 
months. 

2. The decedent’s final return can claim the Child Tax Credit, and the 
Additional Child Tax Credit, if applicable, even though the return 
covers less than 12 months. 

3. The adoption credit can be claimed on the decedent’s final return, 
depending on when the adoption was finalized, including any 
carryforward credit from prior years.  Also, if the decedent is 
survived by a spouse who meets the filing status of qualifying 
widow(er), any unused adoption credit may be carried forward and 
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used by the qualifying widow(er) following the death of the 
decedent. 

4. Claim all federal income tax withheld and any estimated taxes on 
the final return. 

C. Finishing the Return. 

1. The word “DECEASED”, the name of the decedent, and the date 
of death should be written across the top of the return. 

2. If the decedent is a service member who died in a combat zone, 
then at the top of the return put “KIA” and the combat zone where 
the death occurred (e.g., “Enduring Freedom–KIA”) or the 
injury/disease leading to the death occurred instead of “Deceased.” 

3. If surviving spouse is filing a joint return, use both names in the 
name and address section. 

4. If a personal representative is filing the return, put the decedent’s 
name in the name space and then personal representative’s name 
and address in the other space. 

D. Signing the return. 

1. If the surviving spouse is filing a joint return, the spouse signs as 
usual.  But in the space for the deceased spouse’s signature, write 
“Filing as Surviving Spouse.” 

2. If a personal representative is filing the return, then the personal 
representative signs the return, and if that personal representative is 
not the surviving spouse and it is a joint return, the surviving 
spouse must also sign the return. 
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E. Filing the Return. 

1. File the return with the Internal Revenue Service Center for the 
place where the surviving spouse or personal representative lives. 

2. For service members killed in a combat zone claiming tax 
forgiveness (see below), file a paper return with the Internal 
Revenue Service at 333 W. Pershing, P5-6503, Kansas City, MO  
64108. 

3. For service members killed in the combat zone, attach proof of the 
death in the combat zone.  The DD Form 1300 (Report of 
Casualty) will suffice, or a letter from the Casualty Office 
certifying that the service member was on active duty and died in a 
combat zone. 

VI. TAX FORGIVENESS FOR COMBAT DEATHS. 

A. Members of the Armed Forces who die while in a combat zone or from 
wounds, disease, or injury incurred in a combat zone, have their tax 
liability abated (forgiven) for the entire year of death and for any prior tax 
year ending on or after the first day the member served in a combat zone.  
I.R.C. § 692(a). 

1. Members of the Armed Forces:  defined in I.R.C. § 7701(a)(15) to 
include all regular and reserve components of the uniformed 
services which are subject to the jurisdiction of the Secretary of 
Defense, the Secretary of the Army, the Secretary of the Navy, or 
the Secretary of the Air Force, and also includes the Coast Guard. 

2. A combat zone is any area that the President, by executive order, 
designates as an area in which Armed Forces of the United States 
are or have engaged in combat.  I.R.C. § 112.  Qualified hazardous 
duty areas are treated as combat zones during the periods that 
members of the Armed Forces are entitled to special pay for duty 
in a hostile area under 37 U.S.C. § 310.   

3. This section applies to all tax liability resulting from income of the 
deceased service member, not just military compensation. 
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B. Joint Returns and Forgiveness. 

1. Only the service member’s tax liability is abated, not the spouse’s 
tax liability.  Note:  this is an abatement of the tax liability, not an 
exclusion of the income. 

2. Must allocate tax liability between the service member and spouse 
pursuant to a formula for years where a spouse has income and the 
abatement is claimed for the decedent under I.R.C. § 692. 

a. Calculate the tax liability of the couple on a joint return as 
if no forgiveness were allowed; 

b. Calculate the tax liability of the decedent as if he or she 
filed married filing separately; 

c. Calculate the tax liability of the surviving spouse as if he or 
she filed married filing separately; 

d. Add together the tax liabilities of the decedent and the 
spouse as married filing separately; 

e. Calculate a percentage equal to decedent’s married filing 
separately tax liability (as determined in subparagraph b 
above) divided by the total of the joint tax liability (as 
determined in subparagraph d above); 

f. Multiply that decimal by tax liability of a MFJ, this is the 
amount of the tax liability forgiven on the joint return. 

3. Example:  Assume MFJ tax liability is $6,000.  W is killed in 
Afghanistan while serving on active duty.  MFS returns for W and 
H result in W’s tax liability being $3,200 and H’s tax liability 
being $4,800.  W’s separate liability would be 40% [3,200/8,000 = 
.40].  Therefore $2,400 of the $6,000 MFJ tax liability is abated 
[6,000 × .40 = 2,400] and $3,600 is owed. 
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C. Prior Years.  I.R.C. Section 692(a) abates tax liability for any tax year 
ending on or after the first day the person served in a combat zone. 

1. Because it says “a combat zone” rather than “the combat zone” if a 
service member served in more than one combat zone or in the 
same combat zone in different tax years, a tax on the service 
member’s income will not be imposed for years preceding the 
death, beginning with the tax year that the individual first served in 
any combat zone.  See Rev. Rul. 69-301, 69-1 C.B. 183. 

2. However, Rev. Rul. 69-301 also makes clear that tax abatement 
claims under Section 692(a) are claims for refund subject to the 
statute of limitation provisions for refunds under Section 6511(a), 
as suspended by Section 7508(a)(1)(E) if applicable.   

D. Determining the Statute of Limitations. 

1. I.R.C. Section 6511(a) provides that claims for refund must be 
filed within 3 years from the date the return was filed or two years 
from the date the tax was paid, whichever is later.   

a. Generally, that means that a taxpayer has 3 years from the 
due date (15 April) to file a request for refund.  If 15 April 
for any year falls on a holiday or weekend, then the original 
due date is the next working day.  (I.R.C. § 7503). 

b. I.R.C. Section 6513 provides that if you file your return 
before the original due date (without regard to extensions) 
then you are deemed to have filed it on the due date.  Thus, 
if you file your 2013 tax return on 1 February 2014, for 
statute of limitation purposes you have until 15 April 2017 
(3 years from 15 April 2014) to file for refund for 2013. 

c. Note that the extended due date under Section 7503 will not 
extend the due date for a refund claim if the originally filed 
return does not actually take advantage of the Section 7503 
extension.  By its terms, Section 7503 apples only if a 
return is actually filed on the next succeeding day that is 
not a weekend or holiday.  For example, if April 15 of 
Year 1 is a Saturday, and the taxpayer files on Friday, 
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April 14 (and not Monday, April 17), the return is deemed 
filed on Saturday, April 15 under Section 6513.  
Accordingly, any refund claim for Year 1 generally must be 
made by April 15, Year 4, not April 17 of Year 4 (because 
Section 7503 was not applicable to the original return).  
Rev. Rul. 2003-41, 2003-1 C.B. 814. 

2. I.R.C. Section 7508(a)(1)(E) provides service members serving in 
a combat zone an automatic extension to file a claim for refund for 
the period that the service member is in the combat zone, and for 
the next 180 days thereafter. 

3. I.R.C. Sections 692, 6511, and 7508 all apply to prior year claims 
for refunds, so service member’s surviving spouse or personal 
representative should file amended returns for all years that are still 
open and not beyond the statute of limitations. 

4. Examples:   

a. Service member served in Afghanistan from 1 July through 
31 October 2011.  He served in Iraq from 1 January 2012 
through 23 March 2012 (date of death).  I.R.C. § 692(a) 
provides abatement of tax for both tax year 2011 and tax 
year 2012.  

b. Assume the same facts above but also assume that service 
member served in various combat zones from 1997 – 2012.  
All those returns are eligible for tax abatement.  However, 
this would be subject to I.R.C. §§ 7508 and 6511, so you 
have to compute for each year the CZ extensions and due 
dates and see if you can still file an amended return. 

VII. SURVIVOR ISSUES. 

A. Survivor Benefit Plan (SBP). 

1. SBP coverage is automatic for all active duty members who have 
an eligible beneficiary.  However, if the service member is not yet 
retirement-eligible, the service member’s death must have occurred 
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in the Line-of-Duty in order for the SBP to be payable to the 
beneficiary.  For an active duty death, SBP payments equal 55% of 
what the member’s retired pay would have been had the member 
been retired at 100% disability.   

2. SBP is offset, dollar for dollar, by Dependency Indemnity 
Compensation (DIC) paid by the Department of Veterans Affairs. 
The Special Survivor Indemnity Allowance (SSIA) partially 
reduces the impact of the offset; paying $310 per month (adjusted 
annually for inflation beginning in 2019).  

3. SBP is a taxable annuity payment.  DIC is a non-taxable benefit. 

4. The SBP can go to a surviving spouse or the spouse can elect (thru 
the military service) to choose child only SBP.  In this case, the 
spouse would receive DIC and the child would receive SBP up 
until the age of 23 (longer if the child is mentally or physically 
disabled and unable to care for themselves). 

5. If a child is receiving SBP it is still taxable and is taxable on the 
child’s return.   

a. The Tax Cuts and Jobs Act revised the “Kiddie Tax” for 
tax years 2018–2025.  During those tax years, unearned 
income will be taxed at the rates prescribed for trusts and 
estates.  Previously (and absent legislative change after 
2025), the unearned income of children was taxed at the 
parent’s marginal tax rate if it exceeded applicable 
threshold amounts. 

b. The amount of unearned income and the standard deduction 
for taxpayers who may be claimed as a dependent on 
someone else’s tax return fluctuates annually.  Consult IRS 
Publication 501 to determine the filing requirement and 
standard deduction amount for dependents with unearned 
income for the current tax year.     
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B. Social Security Survivor Benefits.  

1. An unremarried surviving spouse may qualify for SS survivor 
benefits if they are over retirement age themselves or are caring for 
the decedent’s child under the age of 16 (or is disabled). 

a. The amount of the SS survivor benefit depends on the age 
of the surviving spouse, his or her earnings, and marital 
status. 

b. If a surviving spouse under his full retirement age earns 
more than $17,040, he will have the widow(er) benefit 
reduced.  The amount of the reductions is $1 deducted for 
every $2 dollars earned above $17,040 (adjusted annually 
for inflation).   

2. Decedent’s unmarried child under the age of 18 (or any age if 
disabled before the age of 22) receives SS survivor benefits as 
well. 

3. Social Security benefits may be taxable.  Generally, SS benefits are 
not taxable if the individual’s “provisional income” (which is AGI 
adjusted for certain items) is:  (i) under $25,000 for individuals 
filing single, head of household, or as a qualifying widow(er); or 
(ii) under $32,000 if married filing jointly. 

a. Who is taxed?  The person who has the legal right to 
receive the benefits.   

b. Thus a child receiving SS benefits may have taxable SS 
benefits if they are also receiving SBP and/or other income 
(interest, dividend, trust income etc.) 
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VIII. DISABILITY PAYMENT ISSUES 

A. Offset of Military Retirement by VA Disability 

1. Military retirement pay is includable in gross income and taxable. 
See, e.g., Eatinger v. Commissioner, T.C. Memo 1990-310 (“A 
military retirement pension, like other pensions, is simply a right to 
receive a future income stream from the retiree's employer.”). 

2. In contrast, disability payments for personal injuries or sickness 
resulting from active service in the armed forces are not taxable if 
the payment is due to a combat related injury, as defined by 
26 U.S.C. § 104(b)(3), or if the Servicemember would be entitled 
to disability compensation from the VA for that injury.  26 U.S.C. 
§ 104(a)(4). 

3. If the taxpayer’s combined disability rating is 40% or lower, and 
they do not have a combat related disability, then military 
retirement income is offset by the amount of VA disability 
payments. 

4. If a taxpayer initially receives military retirement pay, and is then 
subsequently awarded VA disability that causes the military 
retirement pay to be offset, the taxpayer may file amended returns 
for all open tax years (generally three years, although potentially 
more due to combat zone filing extensions, etc) to treat the offset 
portion of military retired pay as non-taxable income.  See, e.g., 
St. Clair v. United States, 778 F.Supp. 894; Action on Decision 
1992-006; Keeter v. Comm’r, T.C. Summ. Op. 2017-36. 

B. Combat Injured Veterans Tax Fairness Act 

1. The Combat Injured Veterans’ Tax Fairness Act of 2016 
(CIVTFA) (Public Law 114-292) allows combat wounded veterans 
who received disability severance pay from 1991 – 2016 to seek 
income tax refunds outside of the normal three year statute of 
limitations. 
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2. In July 2018, DFAS began the process of notifying potentially 
affected taxpayers, by mailing letters through the IRS.  Under the 
CIVTFA, the taxpayer has one year from the date of the letter (or, 
if longer, the normal statute of limitations) to file a claim for 
refund. 

3. Refunds may be obtained by filing amended income tax returns 
(IRS Form 1040X), for the tax year in which the disability 
severance payment was received.  “Veteran Disability Severance” 
or “St. Clair Claim” should be written across the top of the front 
page of the Form 1040X.  A copy of the letter received from the 
IRS on behalf of DFAS should be enclosed, and an explanation of 
why the disability severance payment was not taxable should be 
provided in Part III of Form 1040X.   

4. Refunds may be calculated in one of two ways: 

a. The taxpayer may seek a refund of the actual amount of 
excess income tax paid.  In order to do this, the taxpayer 
must have the necessary documentation to amend their 
original income tax return.  Specifically, the IRS requires 
the following to be attached to the amended return: 

(1) Documentation showing the exact amount of and 
reason for the disability severance payment, such as 
a letter from the Defense Finance and Accounting 
Services (DFAS) explaining the severance payment 
at the time of the payment or a Form DD 214, and 

(2) The VA determination letter confirming the 
disability or a determination that the injury or 
sickness was either incurred as a direct result of 
armed conflict, while in extra-hazardous service, or 
in simulated war exercises, or was caused by an 
instrumentality of war. 

b. The taxpayer may claim a standard refund amount.  Instead 
of providing specific documentation, the taxpayer initiates 
an amended return (IRS Form 1040X) and writes 
“Disability Severance Pay” on line 15.  The taxpayer then 
enters the standard refund amount on line 15, column B, 
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and on line 22.  The remaining lines on the Form 1040X 
are left blank.  The standard refund amounts are: 

(1) $1,750 for tax years 1991–2005 

(2) $2,400 for tax years 2006–2010 

(3) $3,200 for tax years 2011–2016. 

IX. CONCLUSION. 
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I. REFERENCES. 

A. 50 U.S.C. §§ 3901 et seq. (formerly 50 U.S.C. App. A §§ 501 et seq.) 

B. The Servicemembers Civil Relief Act (SCRA):  Section-by-Section Summary,  
Congressional Research Service (updated August 2, 2018), 
https://crsreports.congress.gov/product/pdf/R/R45283/4. 

C. TJAGLCS Publication JA 260, Servicemembers’ Civil Relief Act Guide, Ch. 5 
(March 2006). 

II. INTRODUCTION. 

A. THE AUTHORITY OF THE STATE TO TAX. 

1. General – a state can tax all income, from whatever source derived, of 
domiciliaries and statutory residents. 

2. With respect to nonresidents, states may tax all income earned within the 
state. 

3. Definitions: 

a. Domiciliary – “Someone who resides in a particular place with the 
intention of making it a principal place of abode ….”   Black’s Law 
Dictionary (10th ed. 2014). 

b. BOTTOM LINE: Domicile or Legal Residence = Physical Presence 
and Intent to Permanently Reside in State.  See Appendix A, Fort 
Sheridan Tower article, “Definition of ‘Legal Residence,’” 26 Feb. 
1988. 

(1) Indicia of domicile: 

(a) Expressed intent, oral or written; 
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(b) Physical presence, past and present (including 
duration) [Prerequisite to establishing domicile]; 

(c) Residence of immediate family.  See United States v. 
Minnesota, 97 F. Supp. 2d 973 (D. Minn. 2000) 
(residence of non-military spouse not controlling 
factor nor gives presumption of domicile for military 
member); 

(d) Location of schools attended by children; 

(e) Payment of nonresident tuition to institutions of 
higher education; 

(f) Payment of taxes (income and personal property).  
[Important factor]  But see Wolff v. Baldwin, 9 N.J. 
Tax 11, 19-20 (N.J. Tax Court 1986) (one cannot 
establish domicile by paying taxes alone; physical 
presence is also necessary); 

(g) Ownership of real property [Important factor]; 

(h) Leasehold interests; 

(i) Situs of personal property. 

(j) Voter registration.  [Important factor.]  See Cal. 
Franchise Tax Board Legal Ruling No. 54, Residence: 
Effect of Military Personnel Registering to Vote, 1958 
Cal. FTB LEXIS 54 (Cal. FTB 1958); Captain Albert 
(vice) Gilbert Veldhuyzen and Commander Samuel F. 
Wright ARMY LAW. article, “Domicile of Military 
Personnel for Voting and Personnel,” Sept. 92 at 15; 
Zavadil v. Comm’r of Revenue, No. 8433-R, 2015 
Minn. Tax LEXIS 16, at *61 (Minn. T.C. Mar. 18, 
2015) (noting that lack of participation in voting 
suggests absence of community ties).  
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(k) Vehicle registration.  [Important factor]  See Matter 
of Karsten, 924 P.2d 1272 (Kan. Ct. App. 1996) 
(voluntary registration of motor vehicle does not 
automatically change domicile); 

(l) Motor vehicle operator’s permit. [Important factor, 
but not controlling by itself] See Va. Dep’t of 
Taxation P.D. 99-132, 1999 Va. Tax LEXIS 131 
(June 7, 1999); Va. Dep’t of Taxation P.D. 16-136, 
https://tax.virginia.gov/laws-rules-decisions/rulings-
tax-commissioner/16-136 (because service members 
and spouses are exempt from requirement to obtain 
Virginia driver’s license, obtaining one is indicator of 
intent to change domicile); 

(m) Location of bank and investment accounts; 

(n) Explanations for temporary changes in residence; 

(o) Submission of DD Form 2058 (Change of Domicile 
Form – Appendix B); 

(p) Home of record at the time of entering service; 

(q) Place of marriage; 

(r) Spouse’s domicile.  (See discussion below).  See 
United States v. Minnesota, 97 F. Supp. 2d 973 
(D. Minn. 2000) (state cannot rely on non-military 
spouses domicile to determine domicile of military 
member); 

(s) Place of birth; 

(t) Business interests;  

(u) Sources of income; 
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(v) Outside employment; 

(w) Declarations of residence on legal documents such 
as wills, deeds, mortgages, leases, contracts, 
insurance policies, and hospital records.  [Important 
factor]; 

(x) Declarations of domicile in affidavits or litigation. 
[Important factor]; 

(y) Address provided on federal income tax return; 

(z) Membership in church, civil, professional, service or 
fraternal organizations; 

(aa) Ownership of burial plots; 

(bb) Place of burial of immediate family members; and 

(cc) Location of donees of charitable contributions. 

(2) The History behind a Spouse’s Domicile. 

(a) Following arcane common law, some states mandate 
that a wife automatically assumes her husband’s 
domicile, regardless of her intent. 

(b) See 305 ILL. COMP. STAT. ANN. § 5/2-10 (LexisNexis 
2017) (residence of married woman shall be that of 
her husband unless they are living separate and apart, 
in which case she may acquire a separate residence). 

(c) See also Restatement (Second) of Conflicts § 21 
(1988) (“[T]here were at least two reasons for the 
common law rule.... [First,] ‘the very being or legal 
existence of the woman is suspended during marriage, 
or at least is incorporated and consolidated into that of 
the husband.’ …  This view is no longer held.  The 
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second reason for the common law rule was the 
desirability of having the interests of each member of 
the family unit governed by the same law.”). 

(d) More states, however, provide that a woman’s 
domicile is established independently of her husband.  
These states include, among others, California, 
Colorado, Georgia, Minnesota, New Jersey, New 
York, North Dakota, Pennsylvania, Virginia, and 
Washington. 

(e) See Kerr v. Kerr, 371 S.E. 2d 31 (Va. Ct. App. 
1988)(outmoded expectation that a wife is expected to 
follow her husband’s change of abode is no longer 
applicable). 

(f) See United States v. Minnesota, 97 F. Supp. 2d 973 
(D. Minn. 2000) (state cannot rely on non-military 
spouse’s domicile to determine domicile of military 
member). 

c. Residence – implies something more than mere physical presence 
and something less than domicile; some states refer to “legal 
residence” as equivalent to “domicile.” 

(1) Personal presence at some place of abode with no present 
intention of definite and early removal and with purpose to 
remain for undetermined period, not infrequently, but not 
necessarily combined with design to stay permanently. 

(2) Residence means the “place where one actually lives, as 
distinguished from a domicile.  …  Residence usu[ally] just 
means bodily presence as an inhabitant in a given place; 
domicile usu[ally] requires bodily presence plus an intention 
to make the place one’s home.  A person thus may have more 
than one residence at a time but only one domicile.”  Black’s 
Law Dictionary (10th ed. 2014) (emphasis in original). 

d. Statutory resident – a person receives tax treatment as if he or she 
was a domiciliary provided he or she resides in the state for the 
statutory number of days. 
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(1) CAL. REV.  & TAX. CODE § 17014(a) (Deering 2017) 
(“Resident” includes: (1) Every individual who is in this state 
for other than a temporary or transitory purpose....”) and 
§ 17016 (“Every individual who spends in the aggregate more 
than nine months of the taxable year within this State shall be 
presumed to be a resident.  The presumption may be 
overcome by satisfactory evidence that the individual is in the 
State for a temporary or transitory purpose.”) (emphasis 
added). 

e. Nonresidents – are ordinarily defined in the negative:  “Someone 
who does not live within a particular jurisdiction.”  Black’s Law 
Dictionary (10th ed. 2014). 

4. Special State Military Treatment:  Some states treat certain domiciliary 
military members as nonresidents for tax purposes.  The tests for such status 
vary. 

a. In some states, domiciliaries who are in the military service and are 
stationed outside the state are not required to pay state taxes while 
they are so stationed (e.g., Pennsylvania, Illinois). 

b. Other states (e.g., Ohio, New York) employ a three-part test which 
permits domiciliaries to avoid state taxes if the domiciliary: 

(1) Maintains no permanent place of abode in state of domicile; 

(2) Maintains a permanent place of abode outside state of 
domicile; and 

(3) Spends a maximum of 30 days within state of domicile during 
the tax year in question. 

(4) See, e.g., N.Y. Tax Law § 605 (Consol. 2017) (“A resident 
individual means an individual … who is domiciled in this 
state, unless he maintains no permanent place of abode in this 
state, maintains a permanent place of abode elsewhere, and 
spends in the aggregate not more than thirty days of the 
taxable year in this state.”); see also Matter of Gatchell, 
https://www.dta.ny.gov/pdf/archive/STC/Personal/1984/a_l01
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70.pdf (service member who lived in military barracks did not 
have “permanent place of abode” and did not receive income 
tax exemption). 

5. Change of Legal Residence/Domicile. 

a. Physical presence in the new state.  See Juskowiak v. Comm’r of 
Revenue, No. 6607, 1996 Minn. Tax LEXIS 17 (Minn. 1996); Wolf 
v. Comm’r of Revenue, No. 7068, 1999 Minn. Tax LEXIS 41 (Minn. 
1999); Letter No. IT 96-0010, 1996 WL 305698 (Ill. Dept. Rev. 
1996) (problems of JAG officer claiming change of legal residence 
from Wisconsin to Illinois), AND 

b. Indications of simultaneous intent of making the new state the 
permanent domicile/legal residence.  See Matter of Karsten, 924 P.2d 
1272 (Kan. Ct. App. 1996) (purchasing a house or registering a 
motor vehicle in a host jurisdiction does not automatically change a 
service member’s domicile, subjecting them to local taxation, unless 
the service member indicates intent to change domicile). 

c. DD Form 2058 (Appendix B). 

d. Carr v. Dep’t of Revenue, No. TC-MD 040979A, 2005 WL 3047252 
(Or. T.C. Nov. 4, 2005).  Service member purchased a home and 
registered vehicles in Oregon and asserted no intention of remaining 
in Oregon after military service.  Service member asserted that 
Nevada was his state of domicile.  State tax court concluded that 
service member had no connections to Nevada since he owned no 
property in Nevada, was not registered to vote in Nevada, did not 
have a Nevada driver’s license, and did not have any vehicles 
registered in Nevada.  Service member could not just assert a 
domicile, must also have connections with that state. 

III. PRINCIPLES OF THE SERVICEMEMBERS’ CIVIL RELIEF ACT. 

A. 50 U.S.C. § 4001 provides that: 

1. The service member neither acquires nor loses residence or domicile solely 
by residing in a given state pursuant to military orders; 
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2. Military income is deemed to be earned in the state of domicile; and 

3. A service member’s personal property is deemed to be located in state of 
domicile. 

B. Section 4001 protects military income from double taxation because: 

1. Military income is taxable only by the service member’s state of domicile; 
and 

2. A service member neither acquires nor loses domicile based on presence in a 
given state pursuant to military orders. 

C. Section 4001 is constitutionally valid.  Dameron v. Broadhead, 345 U.S. 322 (1953) 
(predecessor provision). 

D. A service member’s nonmilitary income is not protected from double taxation by 
Section 4001.  Nonmilitary income can be taxed by: 

1. The service member’s state of domicile, which can tax all income from 
whatever source derived; and 

2. The state in which the income is earned (the legal fiction that a service 
member’s income is earned in the state of domicile applies only to military 
compensation). 

E. Native American Military Member Exception.  Fatt v. Utah State Tax Comm’n, 
884 P.2d 1233 (Utah 1994); 50 U.S.C. § 4001(f) (“An Indian servicemember whose 
legal residence or domicile is a Federal Indian reservation shall be taxed by the laws 
applicable to Federal Indian reservations and not the State where the reservation is 
located.”). 

IV. STATE TAXATION OF SERVICEMEMBER’S SPOUSE’S INCOME. 

A. 2018 Update.  On 31 December 2018, the President signed the Veterans Benefits 
and Transitions Act of 2018 (VBTA), Pub. L. No. 115-407.  Section 302 of the 
VBTA allows the spouse of a Servicemember to elect the same residence as the 
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Servicemember for state and local tax purposes.  Section 302 will significantly 
impact the efforts by certain states to impose income and personal property taxes 
upon military spouses.  Because the VBTA passed on the last day of 2018, the 
operation of the spousal election and the reaction by state tax authorities remains to 
be seen.  The text of this outline in italics below reflects the state of the law before 
the passage of the VBTA.  See Appendix G, Information Paper dated 
11 January 2019, for more information. 

B. Military Spouses Residency Relief Act of 2009.  Spouses who meet the domicile 
test (i.e., physical presence and the intent to make the state their permanent home) 
will receive protections similar to protections provided by the SCRA to service 
members.  “A spouse of a servicemember shall neither lose nor acquire a residence 
or domicile for purposes of taxation with respect to the person, personal property, or 
income of the spouse by reason of being absent or present in any tax jurisdiction of 
the United States solely to be with the servicemember in compliance with the 
servicemember’s military orders if the residence or domicile, as the case may be, is 
the same for the servicemember and the spouse. …  Income for services performed 
by the spouse of a servicemember shall not be deemed to be income for services 
performed or from sources within a tax jurisdiction of the United States if the 
spouses is not a resident or domiciliary of the jurisdiction in which the income is 
earned because the spouse is in the jurisdiction solely to be with the servicemember 
serving in compliance with military orders.”  50 U.S.C. § 4001(a)(2) and (c) 
(emphasis added). 

1. Example 1:  While stationed in Texas, a service member who is a Texas 
domiciliary marries his civilian spouse who is also a Texas domiciliary. 
They buy real property, vote, get licensed, and register their vehicles in 
Texas.  Later, the service member receives orders to move to Virginia. The 
service member moves to Virginia and his spouse moves with him solely to 
be together.  If the spouse works in Virginia, the spouse can assert the 
Military Spouses Residency Relief Act and Virginia cannot tax the spouse’s 
income earned in Virginia. 

2. Example 2:  While stationed in Virginia, a service member who is a Texas 
domiciliary meets and marries his civilian spouse who lives and works in 
Virginia.  The spouse cannot claim Texas as her domicile.  Virginia will 
continue to tax the spouse’s income because the service member and the 
spouse do not share the same legal residence.  [See IV.A. above.] 

C. The implications of this Act remain uncertain.  Some states aggressively enforce the 
requirements of the SCRA (e.g., shared legal residency) while others do not inquire 
into the spouse’s claim of protection.  In the meantime, spouses who are physically 
present in a state with the intent to make the state their permanent home should 
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make every effort to substantiate their claim, which may later be challenged by a 
state (e.g., for state income tax purposes).  Such efforts include becoming licensed, 
buying real property, voting, and registering motor vehicles in the state that they 
claim to be their domicile.  In addition, spouses should express their intent by letting 
people know that they intend a certain state to be their domicile (e.g., by speaking 
convincingly of their intent to make the state their domicile).  [See IV.A. above.] 

V. STATE TAXATION OF REAL AND PERSONAL PROPERTY. 

A. Ad valorem tax:  “A tax imposed proportionally on the value of something (esp. real 
property), rather than on its quantity or some other measure.”  Black’s Law 
Dictionary (10th ed. 2014). 

B. The taxation of real property is not affected by Section 4001, because real property 
is taxed where it sits. 

C. Ad valorem taxation of personal property. 

1. Normally, actual physical situs controls. 

2. The service member’s personal property. 

a. A service member’s solely owned personal property, however, is 
deemed to be located in the service member’s state of domicile, and 
only the state of domicile can tax it.  50 U.S.C. § 4001(d). 

(1) United States v. Arlington Cty., Va., 326 F.2d 929 
(4th Cir.1964) – Naval officer, who was domiciliary of New 
Jersey and stationed in Virginia, could not be taxed on 
personal property left in Virginia while on sea duty. 

(2) Virginia Attorney General Opinion – jointly titled vehicles of 
nonresident service members and nonmilitary spouses not 
subject to personal property tax in Virginia.  Op. Va. Att’y 
Gen. No. 09-77, 2009 Va. AG LEXIS 49 (Nov. 16, 2009). 

b. The service member is absolutely immune from taxation of 
nonbusiness personal property by the host state regardless of whether 
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the service member pays personal property tax on the property to the 
state of domicile.  But see Sullivan v. United States, 395 U.S. 169 
(1969) (only annually recurring taxes on property impermissible; 
sales, use, and excise taxes are permissible). 

(1) Sales Tax.  See In re Sales/Use Tax December 1983, No. 85-
73, 1985 R.I. Tax LEXIS 72 (R.I. Tax Comm’n. 1985) 
(service members must pay local sales tax on purchase of 
motor vehicle). 

(2) Use Tax.  See Re: Section 58.1-1821 Application Retail Sales 
and Use Tax, 1994 Va. Tax LEXIS 275 (Va. Tax Comm. 
1994) (service member who was stationed in Virginia and 
who purchased furniture in North Carolina without sales tax 
was subject to Virginia use tax on purchase).  See also VA 
Stat. § 58.1-603 & 604 (imposition of sales and use taxes). 

c. The Section 4001 protection for a service member’s personal 
property does not apply to property used by the service member for 
business or income-producing purposes.  With respect to such 
property, situs controls. 

3. Personal property solely owned by the service member’s spouse. 

a. Generally, the traditional rule of situs controls. 

b. If, however, the property is located on a military reservation subject 
to exclusive federal jurisdiction, then the property cannot be taxed by 
the state in which the reservation is located.  The property can, 
however, be taxed by the spouse’s state of domicile. 

4. Personal property that is jointly-owned or is community property may be 
subject to double taxation: 

a. By the service member’s state of domicile because it is deemed to be 
located in that state for purposes of personal property taxation. 

b. By the state in which it is physically located because situs governs 
taxation of the spouse’s personal property. 
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c. State taxation schemes. 

(1) Some states tax the property at half value. 

(2) Some states tax property according to a party’s proportionate 
contribution toward the purchase price. 

(3) A few states tax the property at full value.  See 1976-1977 
Op. Atty Gen. Va. 285, 1976 Va. AG LEXIS 129 (Oct. 14, 
1976); 1986 Ariz. Op. Atty Gen. 111, No. I86-092 (R86-008), 
1986 Ariz. AG LEXIS 37 (Aug. 25, 1986). 

(4) Some do not try to tax it at all:  See Mississippi Attorney Gen. 
Opinion, Feb. 27, 1989 – ad valorem taxes may not be levied 
on autos owned jointly by military and non-military spouses.  
1989 Miss. AG LEXIS 138. 

VI. MOTOR VEHICLES. 

A. The vehicle itself is subject to personal property taxation according to previously 
stated rules: 

1. Vehicles owned solely by a service member are subject to ad valorem 
personal property taxation only by the service member’s state of domicile. 

2. Jointly owned and community property state vehicles may be subject to 
double personal property taxation.  (Problem in community property states 
such as Arizona, California, Louisiana, New Mexico, and Texas.) 

B. Motor vehicle fees - conditional immunity. 

1. In determining whether a charge assessed by the duty state is a personal 
property tax or a license, fee, or excise tax, look behind the label attached to 
the charge. 
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a. Sullivan v. United States, 395 U.S. 169 (1969).  Section 4001 
(predecessor provision) protects from annually recurring property 
taxes; use or excise tax is permissible. 

b. California v. Buzard, 382 U.S. 386 (1966).  State barred from 
exacting a license fee based on percentage of auto’s value. 
California’s two percent tax not essential to registration and licensing 
vehicle. 

c. United States v. City of Highwood, 712 F. Supp. 138 (N.D. Ill. 
1989).  SSCRA exempted nonresident service members from annual 
revenue-raising vehicle fees of host state, but not from licensing, 
fees, or excises essential to functioning and administration of 
licensing and registration laws.  See also Matter of Karsten, 924 P.2d 
1272 (Kan. Ct. App. 1996). 

d. United States v. Wyoming, 402 F. Supp. 229 (D. Wyo. 1975).  
Annual registration fee measured by value of vehicle raised revenues 
and was barred by SSCRA. 

2. Pursuant to police powers, states can require compliance with pollution 
abatement and safety inspection laws even for motor vehicles not subject to 
state personal property tax and registration requirements. 

C. House trailers and mobile homes. 

1. Classification as real property versus personal property under federal law 
will determine taxation status. 

a. Snapp v. Neal, 382 U.S. 397 (1966) (state barred from exacting 
ad valorem tax on house trailer provided service member complies 
with laws of home state). 

b. United States v. Champaign Cty., Ill., 525 F.2d 374 (7th Cir. 1975) 
(SSCRA protection not limited to ad valorem taxes only, but also to 
annually recurring taxes based on location or situs of property, i.e., 
the mobile home). 
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c. United States v. Illinois, 387 F. Supp. 638 (E.D. Ill. 1975) (mobile 
home privilege tax barred regardless of whether home state taxes the 
property). 

d. United States v. Chester Cty. Bd. of Assess. & Rev. of Taxes, 
281 F. Supp. 1001 (E.D. Pa. 1968) (nonresident service members’ 
house trailers not permanently affixed to ground were personal 
property exempt by SSCRA). 

e. Arizona Attorney General Opinion, Aug. 25, 1986.  Whether mobile 
home is real or personal property for purposes of SSCRA is question 
of federal law.  It is personal if it retains characteristics of mobility.  
No. I86-092 (R86-008), 1986 Ariz. AG LEXIS 37. 

f. Virginia Attorney General Opinion, Mar. 1, 1982.  Nonresident 
military member exempt from personal property tax on mobile home, 
though real estate upon which it sits is taxable by host state.  1981-
1982 Op. Atty. Gen. Va. 370, 1982 Va. AG LEXIS 269. 

g. Like a motor vehicle, a mobile home will receive only conditional 
immunity from licensing and fee requirements of the duty state. 

VII. STATE INCOME TAXATION SCHEMES. 

A. Most states that have an income tax use one of five basic methods to determine tax 
liability. 

1. Federal adjusted gross income (e.g., Virginia). 

2. Federal taxable income (e.g., Colorado). 

3. Gross income, but the types of income and adjustments are similar or exactly 
the same as comparable items on the Federal return (e.g., Pennsylvania). 

4. Intangibles only, e.g., interest, dividends, business income, capital gains, and 
income from rentals or income producing property (e.g., Tennessee). 
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B. The states vary after this 

1. The vast majority allow deductions for personal exemptions and most allow 
either a standard deduction or itemized deductions (usually similar to the 
Federal itemized deductions) and credits (usually similar to the Federal 
credits). 

2. The states will typically have additions to and subtractions from the basic 
AGI and these vary tremendously from state to state. 

3. Many states offer special tax breaks for members of the military.  

C. State Income Tax Rates Vary Greatly. 

D. Joint returns. 

1. Some states prohibit a joint state return even though the taxpayers file a joint 
Federal return when the military member has no income from that state (e.g., 
Virginia). 

2. Some states require a joint state return when the taxpayers file a joint Federal 
return even though the military member has no income from that state (e.g., 
Kansas). 

VIII. CONCLUSION. 
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APPENDIX A 

WHAT IS THE DEFINITION OF “LEGAL 
RESIDENCE”? 

 
 

By LTC Michael Brawley, Fort Sheridan Staff Judge Advocate 
[Reprinted from the Fort Sheridan Tower, 28 February 1988, with permission of the author.] 

 
 
 

Soldiers and their family members are often faced during an Army career with the 
difficult problem of determining where they have established their “legal residence,” also called 
“domicile.” Your legal residence very often controls where you must pay taxes or vote and 
where your children are entitled to in-state college tuition rates. 

 
Part of the problem in dealing with “legal residence” and the privileges and obligations 

flowing therefrom stems from the use of inaccurate, ambiguous, and confusing terminology.  The 
terms “residence,” “legal residence,” “domicile,”  “resident,” “home of record,” “home state,” 
and “home” are often spoken interchangeably and inaccurately by tax bureaucrats, civilians, 
soldiers, and also used incorrectly in various legal documents that touch each soldier’s personal 
affairs every day of his life.  I will try to cut through the confusion and provide some clarification 
on the use of these terms and their legal significance for the soldier or family member. 

 
“Legal residence” means that you are considered a citizen of that particular state.  This 

status is normally acquired by your physical presence within the state, coupled with a desire to 
be a permanent legal resident, or citizen of that state, as evidenced by the acquisition of those 
indicators which demonstrate your intent, e.g., registering to vote, buying property, opening bank 
accounts in local banks, registering your car in the state, acquiring a state driver’s license, and 
paying state income taxes or personal property taxes. 

 
Once acquired, your legal residence remains the same, even if you are moved to another 

state on military orders, until such time as you desire to, or circumstances, change it. 
 

Suppose you grew up and always lived in California; that state would be your legal 
residence.  If you move on military orders from your state of legal residence (California) to 
Illinois, you have the option of keeping California as your legal residence or adopting Illinois. 

 
If you adopt Illinois as your new legal residence, you can enjoy the benefits of citizenship 

here (e.g., voting, no income tax on military pay), but you must also accept the burdens (e.g., 
changing your driver’s license and auto tags to Illinois, and losing California in-state tuition rates 
for your children’s college education). 

 
You normally cannot have your cake and eat it too. 
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You cannot take the benefits here, and in California, and avoid the burdens in both 
places.  That would be playing “fast and loose” and you could lose the benefits of both places. 

 
One other thing you cannot do is adopt a state as your legal residence without ever being 

there. For example, if your legal residence was California and you PCS’d to Illinois, you could 
not adopt Florida as your legal residence just because it has no state income tax, if you never set 
foot in Florida. 

 
Most state agencies dealing with you on contested tax issues would reject your claim of 

Florida legal residence, unless you could demonstrate that you lived in Florida at sometime, and 
then could show that you made efforts to adopt Florida as your legal residence (see indicators 
above). 

 
“Domicile” for all intents and purposes, means your legal residence.  The two terms may 

be used interchangeably, however I recommend that you use “legal residence” rather than 
domicile because domicile is less well understood by the general public in common 
conversation. 

 
“Residence” and “reside” are another pair of words you encounter frequently.  Unless 

elaborated upon, these terms used alone are capable of causing considerable misunderstanding 
depending upon the perceptions of those who use them, and those who hear them. 

 
In one usage, “residence” is a dwelling unit, such as a house. Someone who is talking 

about your “legal residence” can however, also use it.  When questioned by someone using this 
term, always ask how the term is being used.  The simple question, “Where do you reside?” can 
mean either “Where do you live right now?” or “Where is your legal residence?”  It is essential 
to seek clarification when “residence” or “reside” are used because the connotations can have 
significant legal consequences for you.  If you intend to refer to your legal residence, always use 
the modifier “legal” for clarity’s sake. 

 
“Home of Record” (HOR) is a term of some military significance, but not necessarily any 

legal consequence.  HOR is the place from which you were appointed, enlisted or ordered to 
active duty for military service.  It is used by the Army to determine your maximum travel 
entitlement upon ETS.  It could be the same place as your state of legal residence, but it need not 
be.  Suppose you were attending school away from your state of legal residence, and you were 
commissioned in ROTC and ordered to active duty at that location.  Your HOR for purposes of 
ordering you to active duty could be State College, Pennsylvania, even though you were a legal 
resident of California and still nurtured a burning desire to return to the Golden State. 

 
As mentioned earlier, Army travel and transportation allowances are based upon HOR 

when separation from service occurs.  Thus, if your HOR is State College, Pennsylvania, and 
you are going to ETS at Fort Devens, Massachusetts, Uncle Sam will not ship your household 
goods (HHG) to California for free, or pay your travel for that distance. Your travel allowance 
limit would be the distance between Fort Devens and State College, Pennsylvania. 

 



 D-19 Federal Income Tax Law 
 Last updated:  1/25/2019 

Once designated, the HOR is difficult to change for convenience of the soldier, i.e., to 
pay for transportation of HHG to a point beyond the distance from separation point to HOR is 
not allowed. 

 
The term HOR is used interchangeably sometimes with “home” or “home state.” The 

term “home” or “home state” depending upon the intent of the speaker, can mean a “house” or 
“legal residence,” or merely the state from which you originally came. 

 
Again, caution should be used when the words “home” or “home state” are being used. 

“Where is your home?” is a question as innocent or as loaded as the circumstances under which 
it is being asked may reflect. 

 
The message here should be clear. Always take care when talking about or filling out 

documents that refer to “residence”, “home state”, “resident of”, “living at”, “home”, 
“domiciliary of”, or “legal residence.” 

 
Many times people ask what are the best indicators of legal residence.  I think it safe to 

say that those indicators, which cost you something probably, demonstrate your intent to be a 
permanent legal resident of a state better than anything else does.  For example, filing state tax 
returns and, when necessary, paying state income taxes, will go a long way in convincing state 
officials that you really do consider state X to be your legal residence. Voting in a particular 
state over an extended period, or a career, can also be convincing. 

 
Of less consequence would be owning investment property in a state; and still less 

important would be maintaining bank accounts or CD’s in a particular state. 
 

The more indicators of permanent legal residence you established, which are consistent 
with an intent to return to particular state when you are separated from the military, the easier it 
will be to convince interested state authorities of the bone fide nature of your claim to 
citizenship or, as the case may be, to your denial of citizenship in a particular state. 

 
An interesting sidelight is the status of the wife of a soldier.  Under common 1aw, and still 

in some states today, a woman’s domicile or legal residence is considered to be that of her 
husband. 

 
The women’s liberation movement has made some in-roads into the archaic legal fiction 

that held that the wife is a “chattel” or “property” of the husband, however, the soldier’s wife 
should be aware that this concept could be an issue for her at sometime during the soldier’s 
career. 

 
The spouse of a soldier should be aware that the protections of the Soldier’s and Sailor’s 

Civil Relief Act, do not shield the family members in all circumstances nearly as well as they do 
the soldier.  For example, while a soldier can retain his home state driver’s license and auto tags 
while stationed in a duty state, his spouse within a short time after arrival in the state, would 
normally have to change the tags on her car, and her driver’s license over to the duty state where 
the soldier is stationed. 

 
Another question frequently arises, namely that of re-establishing your legal residence in 

state X after you have changed it to state Y for some reason. 
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Can you simply retake your old legal residence when it is to your advantage to do so, or 
must you again have a physical presence within state X before you can again consider it to by 
your legal residence? 

 
I can give no definite answer here.  In most cases, no evidence of your change from State 

X to Y is likely to exist unless you vote in state Y or voluntarily file legal documents there, such 
as, tax returns. 

 
If the validity of your change of legal residence is raised by state authorities, you may be 

required to show that you re-established legal residence via a new presence within State X and 
that you took actions which would be persuasive indicators of your true intention or re- 
establishing of citizenship there.` 

 
Another question frequently arises, namely that of re-establishing your legal residence in 

State X after you have changed it to State Y for some reason. 
 

Can you simply retake your old legal residence when it is your advantage to do so or must 
you again have a physical presence within State X before you can again consider it to be your 
legal residence? 

 
I can give no definite answer here.  In most cases, no evidence of your change from State 

X to Y is likely to exist; unless you vote in State Y or voluntarily file legal documents there, 
such as, tax returns. 

 
If the validity of your change in legal residence is raised by state authorities, you may be 

required to show that you re-established legal residence via a new presence within State X and 
that you took actions which would be persuasive indicators of your true intention or re-
establishing of citizenship there. 
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APPENDIX B 
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APPENDIX C 

WRITTEN BEFORE THE MSRRA WAS ENACTED 
 

(Cite as: 1997-AUG Army Law. 24) 
 

Army Lawyer 
August, 1997 

 
Department of the Army Pamphlet 27-50-297 

TJAGSA Practice Note: Legal Assistance Item 
Tax Law Note 

 
NONMILITARY SPOUSE’S JOINT OWNERSHIP OF PERSONAL PROPERTY VOIDS 

SOLDIERS’ AND SAILORS’ CIVIL RELIEF ACT PERSONAL PROPERTY TAX 
PROTECTION 

 
Lieutenant Colonel Conrad 

 
Opinions and conclusions in articles published in the Army Lawyer are solely those of the authors. They do not 
necessarily reflect the views of the Judge Advocate General, the Department of the Army, or any other government 
agency. 

 
Legal assistance attorneys should advise their clients that the Soldiers’ and Sailors’ Civil 

Relief Act (SSCRA) only protects Servicemembers from multiple state personal property or ad 
valorem taxation. [FN57] Normally, individual personal property is taxed where it sits (situs). 
[FN58]  The SSCRA provides the legal fiction that a military member’s personal property which 
is titled solely in the name of the Servicemember is sited in the state of domicile and can only be 
taxed by that state. [FN59]  Further, the host state, where the Servicemember is stationed on 
military orders, may not tax a military member’s personal property just because the domiciliary 
state did not tax the personal property. [FN60] 

 
In contrast to military members, a nonmilitary spouse receives no SSCRA protection from 

multiple state personal property taxation for property titled solely in the nonmilitary spouse’s 
name or any property titled jointly in the names of the Servicemember and the nonmilitary 
spouse. [FN61]  No reported appellate case has considered the issue of whether the SSCRA tax 
protections apply to nonmilitary spouses.  Nonmilitary spouses can be taxed on their solely 
owned or jointly held personal property in the state where the property is physically located as 
well as in the state where the nonmilitary spouse is domiciled. [FN62]  Community property 
states, such as California, do not fit neatly into the traditional common law concepts of joint 
tenancy or tenancy in common ownership.  The rights of husband and wife regarding title to 
personal property vary from *25 state to state depending on how each state interprets its statutory 
community property system. [FN63] 
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The most common problem area regarding personal property is whether a host state may tax 
motor vehicles titled jointly in the names of a military member and a nonmilitary spouse.  The 
majority of states that utilize a personal property tax follow a policy of taxing jointly titled 
motor vehicles where one of the title holders is a military member. [FN64]  The taxation 
formulas vary from state to state, ranging from half value to full value. [FN65]  Only a few 
states do not attempt to tax jointly-held motor vehicles or other personal property owned in 
part by a military member and a nonmilitary spouse. [FN66] 

 
What does this mean for legal assistance clients?  Attorneys should advise their clients to title 

their motor vehicles, camping trailers, and boats solely in the military member’s name.  The 
SSCRA tax protection statute (Section 514) was enacted in the 1940s, when women did not have 
equal property rights to men and most military spouses did not work outside the home.  Today, it 
is not uncommon for a nonmilitary spouse to work outside the home, and two income military 
families are the norm.  Congress has not extended the SSCRA tax protections to nonmilitary 
spouses.  Until Congress acts, military families should keep their taxable personal property titled 
solely in the military member’s name, if they wish to avoid host state taxation.  Lieutenant 
Colonel Conrad. 

 
FN57. Soldiers’ and Sailors’ Civil Relief Act (SSCRA), ch. 888, 54 Stat. 1178 (1940) (codified as amended at 50 U.S.C. 
App. §§ 501-593 (1996)). Section 514 of the SSCRA, dealing with multiple state income and personal property 
taxation of Servicemembers, was added by the Soldiers’ and Sailors’ Civil Relief Act Amendments of 1942, ch. 581, § 17, 
56 Stat 777; and was subsequently amended further by ch. 397, § 1, 58 Stat. 722 (1994); Pub. L. No. 87 -771, 76 Stat. 768 
(1962); and Pub. L. No. 102-12, § 9(24), 105 Stat. 41 (1991) (codified at 50 U.S.C. App. § 574). As to person al property 
taxes, SSCRA § 514, states: 
 

(1) For the purposes of taxation in respect of any person, or of his personal property ... by any State, 
Territory, possession, or political subdivision of any of the foregoing, or in the District of Columbia, 
such person shall not be deemed to have lost a residence or domicile in any State, Territory, possession, 
or political subdivision of any of the foregoing, or in the District of Columbia, solely by reason of being 
absent therefrom in compliance with military or naval orders, or to have 
acquired a residence or domicile in, or to have become a resident in or a resident of, any other State, 
Territory, possession , or political subdivision of any of the foregoing, or the District of Columbia, while, 
and solely by reason of being, so absent.  For the purposes of taxation in respect of the personal property 
... of any such person by any State, Territory, possession, or political subdivision of any of the 
foregoing, or the District of Columbia, of which such person is not a resident or in which he is not 
domiciled ... personal property shall not be deemed to be located or present in or to have a situs for 
taxation in such State, Territory, possession, or political subdivision or district. Where the owner of 
personal property is absent from his residence or domicile solely by reason of compliance with military 
or naval orders, this section applies with respect to personal property, or the use thereof, within any tax 
jurisdiction other than such place of residence or domicile, regardless of where the owner may be 
serving in compliance with such orders: provided, that nothing contained in this section shall prevent 
taxation by any State, Territory, possession, or political subdivision of any of the foregoing, or the 
District of Columbia in respect of personal property used in or arising from a trade or business, if it 
otherwise has jurisdiction. 
(2) When used in this section, (a) the term ‘personal property” shall include tangible and intangible 
property (including motor vehicles). 

 
FN58. SSCRA § 514. 

FN59. Id. 

FN60. Dameron v. Brodhead, 345 U.S. 322 (1953). 
FN61. SSCRA § 514. This section provides no statutory protection against multiple state taxation of the income and 
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personal property of nonmilitary spouses. But cf. SSCRA § 536 (explicitly setting forth SSCRA protections that apply to 
nonresident military spouses as to leases, mortgages, and contracts); Brunson v. Chamberlina, 53 N.Y.S.2d 172 (N.Y. 
Mun. Ct. 1945); Wanner v. Glen Ellen Corporation, 373 F. Supp. 983 (D. Vt. 1974). See also 1986 Op. Ariz. Att’y Gen. 
111 (1986); Op. S.C. Att’y Gen. 3000 (1970); 1984-85 Op. Va. Att’y Gen. 363 (1984); 1976-77 Op. Va. Att’y Gen. 285 
(1976). 

 
FN62. 1983-84 Op. Va. Att’y Gen. 393 (1984). 

 
FN63. 1976-77 Op. Va. Att’y Gen. (1976). 15 AM. JUR. 2D Community Property § 1 (1964). The following states have 
adopted some sort of community property system: Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, 
Washington, and Wisconsin. 

 
FN64. See 1986 Op. Ariz. Att’y Gen. 111 (1986); Op. S.C. Att’y Gen. 3000 (1970); 1984-85 Op. Va. Att’y Gen. (1984); and 
1976-77 Op. Va. Att’y Gen. 285 (1976). 

 
FN65. See Comment, State Power to Tax the Servicemember: An Examination of Section 514 of the Soldiers’ and 
Sailors’ Civil Relief Act, 36 MIL. L. REV. 123 (1967). The State of Virginia taxes the full value of personal property held 
in the joint names of a military member and the nonmilitary spouse. See 1976-77 Op. Va. Att’y Gen. 285 (1976). 

 
FN66. 1989 Op. Miss. Att’y Gen (1989). 
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TJAGLCS PRACTICE NOTES (THE JUDGE ADVOCATE GENERAL’S LEGAL CENTER 
AND SCHOOL): Servicemembers Civil Relief Act Note: Staying Connected: “Home of Record” 
Not Always the Same as “Domicile” Under the Servicemembers Civil Relief Act’s Taxation 
Protections 

 
Lieutenant Colonel Jeffrey P. Sexton:  Vice Chair and Professor, Administrative and Civil Law 
Department, The Judge Advocate General’s Legal Center and School, Charlottesville, Virginia. 

 
 

[*27]  Most servicemembers are generally familiar with the rule under the Servicemembers 
Civil Relief Act  n1 (SCRA) that military income is taxable only by the servicemember’s state of 
domicile and not by the state where the servicemember is assigned.  n2 The rule derives from 
section 571 of the SCRA and its predecessor section under the venerable Soldiers’ and Sailors’ 
Civil Relief Act (SSCRA).  n3 Unfortunately, servicemembers and their family members 
frequently misunderstand the limited scope of taxation protections under the SCRA  n4 and fail 
to grasp the implications of wrongly applying ambiguous and confusing terminology such as 
“domicile” n5 and “residence.” n6 A recent case in the Oregon Tax Court demonstrates how 
servicemembers and the states do not always agree on the definitions and use of such terms  n7 
and underscores the continuing need for servicemembers to consider the potential tax 
consequences of their connections and associations, or lack thereof, with their home state and 
their state of assignment. 

 

In Carr v. Department of Revenue,  n8 the Oregon Tax Court held that a Navy 
servicemember was not relieved from responsibility to pay Oregon state income tax merely by 
asserting that his home of record  n9 with the Navy was in Nevada. In 1980, Senior Chief Martin 
Carr n10 enlisted in the United States Navy and listed an address in Nevada as his home of 
record.  n11 He continued to list Nevada as his home of record through twenty-five years of 
active duty service. From 1993 to 1996, [*28] Senior Chief Carr was assigned to duty in 
Portland, Oregon. In 1999, he was reassigned to Oregon, where he resided with his wife.  n12 
The Carrs’ connections to Oregon included purchasing a home in the state in 2001 and 
registering their vehicles there.  n13 Senior Chief Carr was not registered to vote in Oregon, did 
not have an Oregon driver’s license, and stated “unequivocally, and repeatedly” that he had no 
intention of making Oregon his domicile.  n14 Despite this, the State of Oregon assessed 
personal income taxes against Senior Chief Carr for the 2001, 2002, and 2003 tax years.  n15 

 

At first glance, Senior Chief Carr’s connections and associations with Oregon appear to be no 
different from the actions of thousands of servicemembers throughout the U.S. armed forces with 
regard to their host (duty) states. It is common for Soldiers, Sailors, Airmen, and Marines to 
purchase homes and register vehicles in their state of military assignment, but these 
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servicemembers typically still consider themselves “domiciled” for military and tax purposes in 
their home state. Most of these servicemembers would also honestly assert that upon separating 
from the military, they intend to return to their home state. This “intention to return” is a key 
factor when evaluating where a servicemember is domiciled for purposes of the taxation 
protections of the SCRA. If the common definition of domicile includes an “intent to return and 
remain,” n16 then the servicemember’s stated “intention to return” (the presumptive equivalent 
of an “intention to remain”) goes a long way to support the proposition that the servicemember is 
still domiciled in his home state. Further, purchasing homes and registering vehicles in the host 
state are not necessarily determinative. In fact, the Oregon Tax Court specifically stated that the 
acts of purchasing a home or registering a vehicle are not “conclusive in themselves” to establish 
that the servicemember had an intention to remain in the host state.  n17 So why, despite Senior 
Chief Carr’s lack of stated intent to make Oregon his domicile and his relatively unremarkable 
connections to Oregon, did the court conclude that he was domiciled in Oregon? 

 

In determining Senior Chief Carr’s domicile, the decisive factor for the Oregon court was not 
his connections to Oregon, but rather his lack of connections to his purported home state of 
Nevada. The court found that Senior Chief Carr did not own property in Nevada, did not have a 
Nevada driver’s license, did not vote in Nevada, did not register his vehicles in Nevada, had only 
some extended family members in Nevada, and did not “speak convincingly of an intention to 
return to Nevada.” n18 These points convinced the court that Senior Chief Carr and his wife had 
no current connection to the State of Nevada that would support his claim of Nevada domicile. 
n19 Although the court acknowledged that the Carr’s connections to Oregon were “by themselves 
equivocal,” n20 it stated that those connections (purchasing a home and registering vehicles) 
“stand . . . as the best indicators of that place which . . . Plaintiffs had the intention to return when 
they were absent.” n21 

 

The teaching point for legal assistance attorneys advising servicemembers on these issues is 
that the “bare assertion”  n22 of a home of record address is not enough to establish and maintain 
domicile for purposes of taxation protection under the SCRA. Although a servicemember may 
have entered military service from a certain state and listed that state as the home of record for 
many years, those facts alone do not establish the servicemember’s current domicile.  n23 
Similarly, because a servicemember adopted a new state of domicile during a previous military 
assignment does not mean that the state will remain the state of domicile for future assignments. 
States such as Oregon  n24 will look at all of the servicemember’s connections to determine 
which state is the “strongest of all their associations.” n25 As a result, servicemembers seeking 
to [*29] maintain a current state of domicile or acquire a new state of domicile would be wise to 
establish as many connections and associations with that state as possible.  n26 

 
FOOTNOTES: 

 

n1 50 U.S.C.S. App. §§ 501-596 (LEXIS 2006). 
 

n2 The rule stems from the joint application of two subsections of the SCRA found at 50 U.S.C.S. app. § 571(a) and (b). 
The first subsection essentially states that a servicemember neither acquires nor loses domicile for taxation purposes solely 
by being assigned to military duty outside his home state. The second subsection generally asserts the statutory “fiction” 
that a servicemember’s income is deemed earned in the state of domicile, even though the servicemember is performing 
duty in another state. The pertinent subsections are as follows: 

 
(a) Residence or domicile. A servicemember shall neither lose nor acquire a residence or domicile for purposes of 
taxation with respect to the person, personal property, or income of the servicemember by reason of being absent 
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or present in any tax jurisdiction of the United States solely in compliance with military orders. 
(b) Military service compensation. Compensation of a servicemember for military service shall not be deemed to 
be income for services performed or from sources within a tax jurisdiction of the United States if the 
servicemember is not a resident or domiciliary of the jurisdiction in which the servicemember is serving in 
compliance with military orders. 

 

n3 Soldiers’ and Sailors’ Civil Relief Act, 50 U.S.C. app. §§ 501-594 (2000) (current version at 50 U.S.C.S. app. §§ 501- 
596 (LEXIS 2006)). 

 

n4 For example, servicemembers may wrongly believe that their military income is “exempt from all taxation, to include 
taxation by their state of domicile,” and that “the SCRA exempts their nonmilitary income from taxation.” See 
ADMINISTRATIVE & CIVIL LAW DEP’T, THE JUDGE ADVOCATE GENERAL’S LEGAL CENTER & SCHOOL, 
U.S. ARMY, JA 260, THE SERVICEMEMBERS CIVIL RELIEF ACT GUIDE 5-3 (Mar. 2006). 

 

n5 Domicile is defined as “[a] person’s true, fixed, principal, and permanent home, to which that person intends to return 
and remain, even though currently residing elsewhere.” BLACK’S LAW DICTIONARY 501 (7th ed. 1999). 

 

n6 Residence is defined as “[t]he place where one actually lives, as distinguished from a domicile.” BLACK’S LAW 
DICTIONARY 1310. Residence differs from domicile in that it usually does not require “an intent to make the place one’s 
home.” Id. On the other hand, the term “legal residence” is generally considered to be synonymous with domicile. See id. at 
907; see also U.S. Dep’t of Defense, DD Form 2058, State of Legal Residence Certificate (Feb. 1977) [hereinafter DD 
Form 2058] (stating that the terms “legal residence” and “domicile” are essentially interchangeable). 

 

n7 For a detailed discussion of terms commonly used in the military such as “domicile,” “residence,” and “home of 
record,” and the consequences to servicemembers of the misuse of these terms, see Major Wendy P. Daknis, Home Sweet 
Home: A Practical Approach to Domicile, 177 MIL. L. REV. 49 (2003). 

 

n8 Carr v. Dep’t of Revenue, 2005 Or. Tax LEXIS 223 (Or. Tax 2005). 
 

n9 The term “home of record” is generally considered to have no legal significance. It is used to establish military travel 
and transportation allowances and is not to be confused with a servicemember’s state of legal residence or domicile. See 
DD Form 2058, supra note 6. 

 

n10 Senior Chief Carr’s full military rank is Senior Chief Petty Officer, which is equivalent to the military pay grade E-8. 

n11 Carr, 2005 Or. Tax LEXIS, at *1. 

n12 Senior Chief Carr apparently remained assigned for military duty in Oregon as the case went up on appeal to the 
Oregon Tax Court. 

 

n13 Carr, 2005 Or. Tax LEXIS, at *2. 

n14 Id. at *1, *5. 

n15 Id. at *1. 
 

n16 BLACK’S LAW DICTIONARY 501 (7th ed. 1999). Also, the Supreme Court has defined domicile as: “A residence 
at a particular place accompanied with positive or presumptive proof of an intention to remain there for an unlimited 
time.” Mitchell v. United States, 88 U.S. 350, 352 (1874). 

 

n17 Carr, 2005 Or. Tax LEXIS, at *6. 

n18 Id. at *5. 

n19 Id. 
 

n20 Id. 
 

n21 Id. at *6. 

n22 Id. 

n23 The Carr court emphasized that “a person can have only one domicile at a time.” Id. at *5; see also In re Estate of 
Jones, 182 N.W. 227, 228 (Iowa 1921); RESTATEMENT (SECOND) OF CONFLICT OF LAWS § 11 (1971); BLACK’S 
LAW DICTIONARY 1310 (7th ed. 1999) (defining residence). 
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n24 The Carr court pointed out that other jurisdictions, such as New Jersey and Minnesota, have applied similar reasoning 
in evaluating whether a servicemember was domiciled in the state of assignment and not in the home state. Carr, 2005 Or. 
Tax LEXIS, at *6 (citing Wolff v. Baldwin, 9 N.J. Tax 11 (N.J. Tax Ct. 1986) and U.S. v. Minnesota, 97 F. Supp. 2d 973 
(D. Minn. 2000). 
n25 Carr, 2005 Or. Tax LEXIS, at *5. 

 
n26 Common examples of the types of activities a servicemember should consider taking to establish and 
maintain domicile in a particular state include: purchasing land or a home in the state, registering to vote, 
registering vehicles, opening a bank or investment account in the state, obtaining a driver’s license, joining 
a church or other service/fraternal organizations, and purchasing a burial plot. See Daknis, supra note 7, at 
78 (providing these and other examples but emphasizing that the list is not exhaustive, and pointing out 
that the servicemember must also meet the threshold requirement of establishing a physical presence in the 
state). 
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*52 SETTING SERVICEMEMBERS UP FOR MORE SUCCESS: BUILDING AND 

TRANSFERRING WEALTH IN A CHALLENGING ECONOMIC ENVIRONMENT--A TAX 
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Opinions and conclusions in articles published in the Army Lawyer are solely those of the 
authors. They do not necessarily reflect the views of the Judge Advocate General, the 

Department of the Army, or any other government agency. 
 
2. State Income Tax 

 
As states increasingly face “devastating” deficits,  [FN42] the state taxing authorities have 

increasingly become concerned with residents who have neither filed nor paid state income tax. 
[FN43] On one hand, military members who are ordered to move to a *57 new state may 
establish sufficient connections to the new state to justify the imposition of that state’s income 
tax. On the other hand, military members who had a prior connection with a state before entering 
active duty service may appear to have neglected the payment of state tax, when, in fact, these 
servicemembers legally changed their state of domicile. In short, military members must be 
vigilant in understanding the meaning of domicile  [FN44] and documenting the factors that prove 
their domicile. This section explores the fundamental distinctions. 

 
a. Military Pay 

 
In addition to paying federal income tax, many servicemembers must consider state income 

taxes, depending on their state of domicile.  [FN45] A servicemember can establish a state as 
their domicile based on their physical presence in the state and their intent to make the state 
their permanent home. [FN46] Servicemembers may reap significant tax benefits based on the 
tax laws of their state of domicile because some states, like Texas, Nevada, and Florida, have 
no state income tax. In addition, other states exclude some or all military pay from income tax 
(see Appendix E). [FN47] 

 
To establish and maintain domicile, servicemembers must take specific steps to demonstrate 

their intent to make a state their permanent home rather than engaging in subterfuge to avoid 
paying state income tax.  [FN48] First, after establishing physical presence in the state, 

http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNFa1352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF42352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF43352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF44352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF45352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF46352235644
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servicemembers should visit their local finance office and fill out appropriate paperwork, such as 
the DD Form 2058, State of Legal Residence Certificate. [FN49] Second, servicemembers should 
establish as many ties as possible to the state, such as registering to vote, purchasing real 
property, and obtaining professional and driver’s licenses within the state. Third, servicemembers 
should express their desire to make the state their permanent home by telling others, such as 
friends and family, about their intent. 

 
Servicemembers must exercise caution due to the variations in state law  [FN50] and level of 

aggressive enforcement by state revenue collection authorities. For example, in Carr v. Dep’t of 
Revenue, the court held that a servicemember had no connection to Nevada, his claimed state of 
domicile, but had sufficient nexus [FN51] to the State of Oregon even though he was not 
registered to vote in Oregon, had no Oregon driver’s license, and had no intent to remain in 
Oregon once his military obligation was completed.  [FN52] As a result of his connections to 
Oregon, including the purchase of a home and registering vehicles in Oregon, and, more 
importantly, his lack of current connections to Nevada, the court held that the servicemember 
was liable for paying Oregon’s state income tax on his military income.  [FN53] 

 
*58 b. Non-Military (i.e., Civilian) Income 

 
Although military income may not be subject to state income tax in certain states, non- 

military income of servicemembers and their spouses may be subject to state income tax based 
on the location where the income is earned. For example, if a servicemember owns rental 
property in a state that imposes state income tax, the servicemember may be obligated to file a 
non-resident income tax return for the state in which the rental income was earned. Similarly, if 
the servicemember receives compensation from a non-military job, the servicemember may 
need to file a state income tax return. 

 
In a very important statutory development, civilian spouses who meet the domicile test of 

physical presence and the intent to make a state their permanent home can now receive 
protections similar to servicemembers due to the Military Spouses Residency Relief Act 
(MSRRA). [FN54] As a result of this Act, as of 2009, if military members and their spouses each 
separately establish and maintain domicile in the same state, they can keep this domicile even 
though they later move together upon the receipt of military orders to a new state. 

 
For example, a servicemember and a civilian spouse may establish Texas as their domicile if 

both are physically present in Texas, express the intent to make Texas their domicile, and 
establish their own contacts to Texas, such as purchasing real property, voting, and becoming 
licensed in Texas. If the servicemember receives orders to move to Virginia and the spouse 
moves with the servicemember solely to be together, both can maintain Texas as their domicile. 
If the servicemember’s spouse gets a civilian job in Virginia, the spouse can assert the MSRRA 
claiming Texas as the state where the spouse established and maintains domicile. By asserting 
and providing appropriate substantiation to this claim, the spouse’s civilian pay would not be 
subject to taxation by Virginia. This result may seem unfair because the civilian pay of a 
servicemember who obtains civilian employment in Virginia would be subject to Virginia’s 
income tax. 
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http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF52352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF53352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF54352235644
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Servicemembers and their spouses should exercise caution because the Act may be 
interpreted differently by each state as the states react to the new federal legislation. 
Servicemembers and their spouses should be prepared to provide to their employers, as well as to 
the state taxing authorities, substantial evidence that they properly established and currently 
maintain a specific state as their domicile. If the claimed state of domicile has a state income tax, 
servicemembers and their spouses should ensure that their employers properly withhold the 
appropriate state’s income tax. 
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Appendix E 

State Income Tax (A Quick Reference Guide) 

 
STATE 
 

MILITARY PAY EXCLUDED? 
 

MIL. RETIREMENT PAY 
EXCLUDED? 
 

CITATION 
 

Alabama 
 

No 
 

Yes 
 

ALA. CODE § 40-18-3 
(LexisNexis 2009), ALA. 
CODE § 40-18-20 (LexisNexis 
2009) 
 

Alaska 
 

No State Income Tax 
 

No State Income Tax 
 

ALASKA STAT. § 43.20.010 
(2009) 
 

Arizona 
 

Yes286 
 

Partial287 
 

ARIZ. REV. STAT. § 43-1022 
(LexisNexis 2008) 
 

Arkansas 
 

Partial288 
 

Partial289 
 

ARK. CODE ANN. § 26-51-
306 (2008), ARK. CODE 
ANN. 26-51-307 (2008) 
 

California 
 

Yes290 
 

No 
 

CAL. REV. & TAX. CODE § 
17140.5 (Deering 2009) 
 

Colorado 
 

No291 
 

Partial292 
 

COLO. REV. STAT. § 39-22-
103 (2008), COLO. REV. 
STAT. § 39-22-112 (2008), 
COLO. REV. STAT. § 39-22-
104 (2008) 
 

Connecticut 
 

Yes293 
 

No 
 

CONN. GEN. STAT. § 12-701 
(2008) 
 

Delaware 
 

No 
 

Partial294 
 

DEL. CODE ANN. tit. 30, § 
1121 (2009), DEL. CODE 
ANN. tit. 30, § 1106 (2009) 
 

Florida 
 

No State Income Tax 
 

No State Income Tax 
 

FLA. STAT. ANN. § 220.02 
(LexisNexis 2009) 
 

Georgia 
 

No 
 

Partial295 
 

GA. CODE ANN. § 48-7-27 
(2009) 
 

Hawaii 
 

No 
 

Yes 
 

HAW. REV. STAT. § 235-2.3 
(2009); HAW. REV. STAT. § 
235-7 (2009) 
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STATE 
 

MILITARY PAY EXCLUDED? 
 

MIL. RETIREMENT PAY 
EXCLUDED? 
 

CITATION 
 

Idaho 
 

Yes296 
 

Partial297 
 

IDAHO CODE ANN. § 63-
3013 (2008), IDAHO CODE 
ANN. §63-3022A (2008) 
 

Illinois 
 

Yes 
 

Yes 
 

35 ILL. COMP. STAT. ANN. 
5/203 (LexisNexis 2009) 
 

Indiana 
 

No 
 

Partial 
 

IND. CODE ANN. § 6-3-2-1 
(LexisNexis 2009), IND. 
CODE ANN. § 6-3-2-3.7 
(LexisNexis 2009) 
 

Iowa 
 

No 
 

Partial 
 

IOWA CODE § 422.9 (2008) 
 

Kansas 
 

No 
 

Yes 
 

KAN. STAT. ANN. § 79-32, 
117 (2008) 
 

Kentucky 
 

Yes298 
 

Partial 
 

Joe Biesk, Income Tax 
Exemption to Benefit Military 
Personnel, DAILY INDEP., 
July 3, 2009, KY. REV. STAT. 
ANN. § 141.021 (LexisNexis 
2009) 
 

Louisiana 
 

Partial299 
 

Yes 
 

LA. REV. STAT. ANN. § 
47:293 (2009), LA. REV. 
STAT. ANN. § 47:44.2 (2009) 
 

Maine 
 

No 
 

Partial300 
 

ME. REV. STAT. ANN. tit. 36, 
§ 5122 (2009) 
 

Maryland 
 

No 
 

Partial301 
 

MD. CODE ANN., TAX-GEN. 
§ 10-207 (2009) 
 

Massachusetts 
 

No 
 

Yes 
 

MASS. ANN. LAWS ch. 62, § 
2 (LexisNexis 2009) 
 

Michigan 
 

Yes 
 

Yes 
 

MICH. COMP. LAWS SERV. 
§ 206.30 (LexisNexis 2009) 
 

Minnesota 
 

Yes302 
 

No 
 

MINN. STAT. § 290.01 (2008) 
 

Mississippi 
 

No 
 

Yes 
 

MISS. CODE ANN. § 27-7-15 
(2008) 
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STATE 
 

MILITARY PAY EXCLUDED? 
 

MIL. RETIREMENT PAY 
EXCLUDED? 
 

CITATION 
 

Missouri 
 

Yes303 
 

Partial304 
 

MO. REV. STAT. § 143.041 
(2009), MO. REV. STAT. § 
143.123 (2009) 
 

Montana 
 

No 
 

Partial305 
 

MONT. ADMIN. R. 42.15.219 
(2009) 
 

Nebraska 
 

No 
 

No 
 

NEB. REV. STAT. ANN. § 77-
2716 (LexisNexis 2009), 
NEBRASKA DEPT. OF 
REVENUE, NEBRASKA 
INCOME TAX FOR 
MILITARY SERVICE 
MEMBERS AND CIVILIANS 
WORKING WITH U.S. 
FORCES IN COMBAT 
ZONES 1 (2009), available at 
http://www.revenue.ne.gov/info
/8-364.pdf. (last visited Jul. 20, 
2009) 
 

Nevada 
 

No State Income Tax 
 

No State Income Tax 
 

Nevada Dept. of Taxation, 
available at 
http://tax.state.nv.us (last 
visited Jul. 20, 2009). 
 

New Hampshire 
 

No State Income Tax 
 

No State Income Tax 
 

New Hampshire Dept. of 
Revenue Administration 
Taxpayer Assistance, available 
at 
http://www.nh.gov/revenue/faq/
gti-rev.htm (last visited Jul. 20, 
2009). 
 

New Jersey 
 

Yes 
 

Yes 
 

N.J. REV. STAT. § 54A:6-26 
(2009) 
 

New Mexico 
 

No 
 

No 
 

N.M. ADMIN. CODE § 
3.3.4.1-12 (2009), N.M. 
ADMIN. CODE § 3.3.11.13 
(2009) 
 

New York 
 

Yes306 
 

Yes 
 

N.Y. TAX LAW § 605 
(Consol. 2009), N.Y. TAX 
LAW § 612 (Consol. 2009) 
 

North Carolina 
 

No 
 

Partial307 
 

N.C. GEN. STAT. § 105-134.6 
(2009) 
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STATE 
 

MILITARY PAY EXCLUDED? 
 

MIL. RETIREMENT PAY 
EXCLUDED? 
 

CITATION 
 

North Dakota 
 

Partial308 
 

Partial309 
 

CORY FONG, TAX 
COMMISSIONER, INCOME 
TAX TREATMENT OF 
MILITARY PERSONNEL 5 
(n.d.), available at 
http://www.nd.gov/tax/indinco
me/pubs/guide/gl-28243.pdf 
(last visited Feb. 4, 2010) 
 

Ohio 
 

Yes310 
 

Yes311 
 

OHIO REV. CODE ANN. § 
5747.01 (24) (LexisNexis 
2009); OHIO REV. CODE 
ANN. § 5747.01(26) 
(LexisNexis 2009) 
 

Oklahoma 
 

Yes312 
 

Partial 
 

S.B. 881, 52nd Legis. Sess., 1st 
Sess. (Okla. 2009); OKLA. 
STAT. tit. 68, § 2358 (2009) 
 

Oregon 
 

Partial 
 

Partial 
 

OR. REV. STAT. § 316.791 
(2007), Oregon Department of 
Revenue, Military Personnel 
Filing Information 150-101-657 
(Rev. Jan. 2010), available at 
http://egov.oregon.gov/DOR/P
ERTAX/docs/101-657.pdf (last 
visited Feb. 22, 2010) 
 

Pennsylvania 
 

Partial 
 

Yes 
 

72 PA. CONS. STAT. § 3402-
303 (2009), Pennsylvania 
Department of Revenue, PA-40 
Pennsylvania Personal Income 
Tax Return 2009, available at 
http://www.portal.state.pa.us/po
rtal/server.pt/community/person
al_income_tax/14692 (last 
visited Feb. 22, 2010) 
 

Rhode Island 
 

No 
 

No 
 

R.I. GEN. LAWS § 44-30-2.6 
(2009) 
 

South Carolina 
 

No 
 

Partial313 
 

S.C. CODE ANN. § 12-6-1170 
(2008) 
 

South Dakota 
 

No State Income Tax 
 

No State Income Tax 
 

South Dakota Department of 
Revenue & Regulation, 
http://www.state.sd.us/drr2 (last 
visited Jul. 20, 2009) 
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STATE 
 

MILITARY PAY EXCLUDED? 
 

MIL. RETIREMENT PAY 
EXCLUDED? 
 

CITATION 
 

Tennessee 
 

No State Income Tax 
 

No State Income Tax 
 

Tennessee Dept. of Revenue 
Frequently Asked Questions, 
available at 
http://www.tennessee.gov/reven
ue/faqs/indincome.htm#3 (last 
visited Jul. 20, 2009) 
 

Texas 
 

No State Income Tax 
 

No State Income Tax 
 

Comptroller of Public Accounts 
Windows on State Government, 
available at 
http://www.window.state.tx.us/t
axes/ (last visited Jul. 20, 2009) 
 

Utah 
 

No 
 

No314 
 

UTAH CODE ANN. § 59-10-
1019 (2009) 
 

Vermont 
 

Partial 
 

No315 
 

VT. STAT. ANN. tit. 32, § 
5823 (2009), VT. STAT. ANN. 
tit. 32, § 5824 (2009) 
 

Virginia 
 

Partial316 
 

Partial317 
 

VA. CODE ANN. § 58.1-322 
(2009) 
 

Washington 
 

No State Income Tax 
 

No State Income Tax 
 

Dept. of Revenue Income Tax, 
available at 
http://dor.wa.gov/content/FindT
axesAndRates/IncomeTax/ (last 
visited Jul. 20, 2009) 
 

West Virginia 
 

Yes318 
 

Partial319 
 

W. VA. CODE § 11-21-7 
(2009), W. VA. CODE § 11-
21-12 (2009) 
 

Wisconsin 
 

No 
 

Yes 
 

WIS. STAT. § 71.05 (2008) 
 

Wyoming 
 

No State Income Tax 
 

No State Income Tax 
 

Wyoming Dept. of Revenue, 
available at 
http://revenue.state.wy.us/ (last 
visited Jul. 20, 2009) 
 

 
 
 

[FNa1]. Judge Advocate, U.S. Army. Presently assigned as Associate Professor, The Judge Advocate Generals Legal 
Center and School, U.S. Army, Charlottesville, Virginia. LL.M. (Taxation with Certificate in Estate Planning), 2009, 
Georgetown University Law Center, Washington, D.C; LL.M. (Military Law), 2006, The Judge Advocate General’s Legal 
Center and School, U.S. Army, Charlottesville, Virginia; J.D. 2000, University of Texas School of Law, Austin, Texas; 
B.S., 1994, U.S. Military Academy, West Point, N.Y. Member of the Bars of Texas, The United States Court of Federal 
Claims, and the Supreme Court of the United States. This article was submitted in partial completion of the requirements 
of the Master of Laws in Taxation Program, Georgetown University Law Center. Special thanks to Professor Stafford 
Smiley, Georgetown University Law Center, who served as my paper advisor and made this article possible, Mr. Sean 

http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNRFa1352235644
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Kelly, my summer intern research assistant who wrote Appendices E, F, and G, and CPT Evan Seamone, CPT Ronald 
Alcala, and Mr. Chuck Strong, the editors of the Military Law Review and The Army Lawyer. 

 
[FN42]. See, e.g., Ryan Kost, Oregon State Deficit Could Grow by $1 Billion, available at 
http://www.katu.com/news/local/37747104.html (last visited Jan. 28, 2010). 

 
[FN43]. See e.g.,  Carr v. Dep’t of Revenue, 2005 WL 3047252 (Or. Tax Nov. 4, 2005) (holding a servicemember liable for 
state income taxes in Oregon, even though the servicemember claimed to be from Nevada, a state without a state income 
tax). 

 
[FN44]. Domicile is defined as “[t]he place at which a person is physically present and that the person regards as home; a 
person’s true, fixed, principal, and permanent home, to which that person intends to return and remain even though 
currently residing elsewhere.” BLACKS LAW DICTIONARY 501 (7th ed. 1999). 

 
[FN45]. See generally Retirement Living, supra note 24 (providing various resources relating to individual state 
requirements). 

 
[FN46]. See generally Major Wendy P. Daknis,  Home Sweet Home: A Practical Approach to Domicile, 177 MIL. L. REV. 
49, 52 (2003) (explaining the requirements of establishing domicile). 

 
[FN47]. See id. at 102-09 (describing the extent to which each state includes or excludes military pay and military 
retirement pay). See also Major Richard W. Rousseau, Update: Tax Benefits for Military Personnel in a Combat Zone or 
Qualified Hazardous Duty Area, ARMY LAW., Dec. 1999, at 1, 15-29 (describing the extent to which each state taxes 
combat pay). 

 
[FN48]. See, e.g.,  Texas v. Florida, 306 U.S. 398 (1939) (discussing subterfuge situations). 

 
[FN49]. U.S. Dept. of Defense, DD Form 2058, State of Legal Residence Certificate (Feb. 1977), available at http:// 
www.dtic.mil/whs/directives/infomgt/forms/eforms/dd2058.pdf (last visited on Jan. 28, 2010). 

 
[FN50]. See e.g., In re Gatchell (N.Y. Tax Comm. 1984), available at http:// 
www.nysdta.org/STC/Personal/1984/a_10170.pdf (last visited Jan. 27, 2010) (establishing that a servicemember who lives 
in a military barracks does not have a permanent place of abode and thus is not exempt from New York state income tax). 

 
[FN51]. Nexus is defined as “[a] connection or link ....” BLACKS LAW DICTIONARY, supra note 44, at 1066. 

 
[FN52]. See, e.g.,  Carr v. Dep’t of Revenue, 2005 WL 3047252 (Or. Tax Nov. 4, 2005) (holding a servicemember liable 
for state income taxes in Oregon, even though the servicemember claimed to be from Nevada, a state without a state 
income tax). 

 
[FN53]. See e.g., id. The court noted that if the taxpayers had “owned property in Nevada, had Nevada driver’s licenses, 
voted in Nevada, registered their vehicles in Nevada, or spoke convincingly of an intention to return to Nevada, their case 
would be stronger.” Id. 

 
[FN54]. 50 App. U.S.C. § 571. The Act, which amended the Servicemembers Civil Relief Act, states: 

A spouse of a servicemembers shall neither lose nor acquire a residence or domicile for purposes of taxation with 
respect to the person, personal property, or income of the spouse by reason of being absent or present in any tax 
jurisdiction of the United States solely to be with the servicemember in compliance with the servicemember’s military 
orders if the residence or domicile, as the case may be, is the same for the servicemember and the spouse .... Income for 
services performed by the spouse of a servicemember shall not be deemed to be income for services performed or from 
sources within a tax jurisdiction of the United States if the spouse is not a resident or domiciliary of the jurisdiction in 
which the income is earned because the spouses is in the jurisdiction solely to be with the servicemember serving in 
compliance with military orders. 
Id. 

 
[FN286].  ARIZ. REV. STAT. § 43-1022 (Westlaw 2010). Excluded from Arizona state tax is “compensation received for 
active service as a member of the reserves, the national guard or the armed forces of the United States.” 

 

http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNRF42352235644
http://www.katu.com/news/local/37747104.html
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNRF43352235644
http://web2.westlaw.com/find/default.wl?serialnum=2007692452&amp;tc=-1&amp;rp=%2ffind%2fdefault.wl&amp;sv=Split&amp;rs=WLW10.10&amp;db=0000999&amp;tf=-1&amp;findtype=Y&amp;fn=_top&amp;mt=133&amp;vr=2.0&amp;pbc=2E2100DE&amp;spa=army-000&amp;ordoc=0352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNRF44352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNRF45352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNRF46352235644
http://web2.westlaw.com/find/default.wl?referencepositiontype=S&amp;serialnum=0296819827&amp;referenceposition=52&amp;rp=%2ffind%2fdefault.wl&amp;sv=Split&amp;rs=WLW10.10&amp;db=1603&amp;tf=-1&amp;findtype=Y&amp;fn=_top&amp;mt=133&amp;vr=2.0&amp;pbc=2E2100DE&amp;spa=army-000&amp;tc=-1&amp;ordoc=0352235644
http://web2.westlaw.com/find/default.wl?referencepositiontype=S&amp;serialnum=0296819827&amp;referenceposition=52&amp;rp=%2ffind%2fdefault.wl&amp;sv=Split&amp;rs=WLW10.10&amp;db=1603&amp;tf=-1&amp;findtype=Y&amp;fn=_top&amp;mt=133&amp;vr=2.0&amp;pbc=2E2100DE&amp;spa=army-000&amp;tc=-1&amp;ordoc=0352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNRF47352235644
http://web2.westlaw.com/find/default.wl?serialnum=0296819827&amp;tc=-1&amp;rp=%2ffind%2fdefault.wl&amp;sv=Split&amp;rs=WLW10.10&amp;tf=-1&amp;findtype=Y&amp;fn=_top&amp;mt=133&amp;vr=2.0&amp;pbc=2E2100DE&amp;spa=army-000&amp;ordoc=0352235644
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB817134938121811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=9&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22KAN%22%2B%26%2B2010&amp;sskey=CLID_SSSA897294938121811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT85715038121811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNRF48352235644
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[FN287].  ARIZ. REV. STAT. § 43-1022 (Westlaw 2010). Up to $2500 in military retirement benefits may be excluded for 
Arizona state tax purposes. 

 
[FN288].  ARK. CODE ANN. § 26-51-306 (Westlaw 2010). Only the first $9000 of active duty pay is exempt. 

[FN289].  ARK. CODE ANN. § 26-51-307 (Westlaw 2010). Up to $6000 of pension is excluded. 

[FN290].  CAL. REV. & TAX. CODE § 17140.5 (Deering 2009). An individual domiciled in California when entering the 
military is considered to be a nonresident while stationed outside of California on PCS orders. See STATE OF 
CALIFORNIA FRANCHISE TAX BOARD, FTB PUB. 1032 TAX INFORMATION FOR MILITARY PERSONNEL 
(2009), available at http://www.ftb.ca.gov/forms/2009/09_1032.pdf (last visited Feb. 12, 2010). 

 
[FN291].  COLO. REV. STAT. § 39-22-103 (Westlaw 2010). An individual domiciled in Colorado who Is absent from the 
state for a period of at least three hundred five days of the tax year and is stationed outside of the United States o f America 
for active military duty may file as a non-resident. 

 
[FN292].  COLO. REV. STAT. § 39-22-104 (Westlaw 2010). Servicemembers age fifty-five to sixty-four may exclude up 
to $20,000 of their military retirement benefits. Servicemembers age sixty-five and up may exclude up to $24,000. 

 
[FN293].  CONN. GEN. STAT. § 12-701 (Westlaw 2010). A servicemember domiciled in Connecticut may qualify as a 
non-resident for tax purposes if he meets either of the following requirements: (A) 1. Maintains no permanent place of 
abode in CT. 2. Maintains a permanent place of abode elsewhere. 3. Spends no more than thirty days of the taxable year in 
CT. or (B) 1. Within any period of 548 consecutive days, he is not present in the state for more than 90 days and does not 
maintain a permanent place of abode in CT [with some exceptions]. 

 
[FN294].  DEL. CODE ANN. tit. 30, § 1106 (Westlaw 2010). Servicemembers under age sixty may exclude up to $2000 of 
their pension. Those age sixty and over may exclude up to $12,500. 

 
[FN295].  GA. CODE ANN. § 48-7-27 (Westlaw 2010). For taxable years beginning on or after 1 January 2008, Georgia 
allows a retirement exclusion of up to $35,000 for individuals age sixty-two or over. 

 
[FN296].  IDAHO CODE ANN. § 63-3013 (Westlaw 2010). Servicemembers who are absent from the state for at least 445 
days in a fifteen-month period are not considered residents and do not have to file an Idaho income tax return. This 
classification does not apply to servicemembers who (1) have a permanent home where their spouses or minor children live 
for more than sixty days in any calendar year or (2) claim Idaho as their tax home for Federal Income Tax purposes. 
Servicemembers regain their resident status when they spend more than sixty days in Idaho in any calendar year. 

 
[FN297].  IDAHO CODE ANN, §63-3022A (Westlaw 2010). Retirement pay is excluded once servicemember reaches age 
of sixty-five, or sixty-two if disabled. 

 
[FN298]. Joe Biesk, Income Tax Exemption to Benefit Military Personnel, DAILY INDEP., July 3, 2009, 
http://www.dailyindependent.com/statenews/local_ story_184083714.html/resources_printstory. Active duty military pay 
is exempt for Kentucky state tax purposes starting January 2010. 

 
[FN299]. LA. REV. STAT. ANN. § 293(9)(e) (Westlaw 2010) (“[I]n the case of an individual who is on active duty as a 
member of the armed forces of the United States, which full-time duty is or will be continuous and uninterrupted for one 
hundred twenty consecutive days or more, total compensation paid for services performed outside this state by the armed 
forces of the United States of up to thirty thousand dollars shall be excluded from “tax table income” and is hereby 
declared exempt from state income taxation.”), 

 
[FN300].  ME. REV. STAT. ANN. tit. 36, § 5122 (Westlaw 2010). Servicemembers may deduct up to $6000 of their 
military pensions. 

 
[FN301].  MD. CODE ANN., TAX-GEN. § 10-207 (Westlaw 2010). The first $5000 of military retired pay may be 
excluded. 

 
[FN302].  MINN. STAT. § 290.01 (Westlaw 2010). Members of U.S. Armed Forces stationed outside the state are not 
considered residents for tax purposes. 
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[FN303].  MO. REV. STAT. § 143.041 (Westlaw 2010). Military pay is not subject to Missouri tax if servicemember is 
considered a non-resident for tax purposes. He or she must spend less than 30 days in Missouri and not maintain 
permanent living quarters. 

 
[FN304].  MO. REV. STAT. § 143.123 (Westlaw 2010). Up to $6000 of retirement pay may be excluded. 

 
[FN305].  MONT. ADMIN. R. 42.15.219 (Westlaw 2010). There is a $3600 exclusion, if adjusted gross income is less 
than $30,000. 

 
[FN306].  N.Y. TAX LAW § 605 (Consol. 2009). Servicemembers are considered non-residents for tax purposes if they 
fall into either of two groups. Group A: (1) they do not maintain a permanent home in New York, (2) They maintain a 
permanent home outside New York, and (3) They did not spend more than 30 days in New York during the tax year. 
Group B: (1) They were in a foreign country for at least 450 out of 548 consecutive days, and (2) spent less than 90 days 
in a permanent home in New York during that time. 

 
[FN307].  N.C. GEN. STAT. § 105-134.6 (Westlaw 2010). Retirees may deduct up to $4,000 depending on their 
circumstance. 

 
[FN308]. CORY FONG, TAX COMMISSIONER, INCOME TAX TREATMENT OF MILITARY PERSONNEL 5 
(n.d.), available at http://www.nd.gov/tax/indincome/pubs/guide/gl-28243.pdf. If resident servicemembers use form ND-2, 
they may exclude up to $1,000 of military pay. Additionally, they may exclude $300 per month for each month they served 
overseas. 

[FN309]. Id. Retirees who are at least fifty years old may exclude up to $5000 of retirement pay. 

[FN310].  OHIO REV. CODE ANN. § 5747.01(24) (Westlaw 2010). 
Deduct, to the extent included in federal adjusted gross income and not otherwise allowable as a deduction or 

exclusion in computing federal or Ohio adjusted gross income for the taxable year, military pay and allowances received 
by the taxpayer during the taxable year for active duty service in the United States army, air force, navy, marine corps, or 
coast guard or reserve components thereof or the national guard. The deduction may not be claimed for military pay and 
allowances received by the taxpayer while the taxpayer is stationed in this state. 

 
[FN311]. Id. 

Deduct, to the extent not otherwise deducted or excluded in computing federal or Ohio adjusted gross income for the 
taxable year, amounts received by the taxpayer as retired military personnel pay for service in the United States Army, 
Navy, Air Force, Coast Guard, or Marine Corps or reserve components thereof, or the national guard, or received by the 
surviving spouse or former spouse of such a taxpayer under the survivor benefit plan on account of such a taxpayer’s 
death. 

 
[FN312]. S.B. 881, 52nd Legis. Sess., 1st Sess. (Okla. 2009). Oklahoma State Senate Bill 881 passed in 
May 2009. Active duty military pay is exempt for state tax purposes beginning 1 July 2010. 

 
[FN313].  S.C. CODE ANN. § 12-6-1170 (Westlaw 2010). An individual taxpayer who is the original 
owner of a qualified retirement account is allowed an annual deduction from South Carolina taxable 
income of not more than three thousand dollars of retirement income received. Beginning in the year in 
which the taxpayer reaches age sixty-five, the taxpayer may deduct not more than ten thousand dollars of 
retirement income that is included in South Carolina taxable income. 

 
[FN314].  UTAH CODE ANN. § 59-10-1019 (Westlaw 2010). Starting in 2008, Utah retirees can no 
longer exclude retirement income. Retirees sixty-five and over may claim tax credit of $450. Retirees 
under sixty-five may claim a credit the greater of 6% of retirement income or $288. 

 
[FN315].  VT. STAT. ANN. tit. 32, § 5824 (Westlaw 2010). Vermont follows federal tax rules for 
retirement pay. 

 
[FN316].  VA. CODE ANN. § 58.1-322 (Westlaw 2010) (“$15,000 of military basic pay for military 
service personnel on extended active duty for periods in excess of 90 days; however, the subtraction 
amount shall be reduced dollar-for-dollar by the amount which the taxpayer’s military basic pay exceeds 
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$15,000 and shall be reduced to zero if such military basic pay amount is equal to or exceeds $30,000.”). 
 

[FN317]. Id. Retirees may deduct up to $12,000, depending upon age and amount of income. 
 

[FN318].  W. VA. CODE § 11-21-7 (Westlaw 2010). A servicemember is considered a non-resident for tax 
purposes if “he maintains no permanent place of abode in [the] state, maintains a permanent place of abode 
elsewhere, and spends in the aggregate not more than thirty days of the taxable year in [the] state, or (2) ... 
is not domiciled in [the] state but maintains a permanent place of abode in [the] state and spends in the 
aggregate more than one hundred eighty-three days of the taxable year in [the] state.” Id. 

 
[FN319].  W. VA. CODE § 11-21-12 (Westlaw 2010). The first $20,000 of military retirement pay may be 
excluded. 

http://web2.westlaw.com/find/default.wl?tc=-1&amp;docname=WVSTS11-21-7&amp;rp=%2ffind%2fdefault.wl&amp;sv=Split&amp;rs=WLW10.10&amp;db=1000041&amp;tf=-1&amp;findtype=L&amp;fn=_top&amp;mt=133&amp;vr=2.0&amp;pbc=2E2100DE&amp;spa=army-000&amp;ordoc=0352235644
http://web2.westlaw.com/find/default.wl?tc=-1&amp;docname=WVSTS11-21-12&amp;rp=%2ffind%2fdefault.wl&amp;sv=Split&amp;rs=WLW10.10&amp;db=1000041&amp;tf=-1&amp;findtype=L&amp;fn=_top&amp;mt=133&amp;vr=2.0&amp;pbc=2E2100DE&amp;spa=army-000&amp;ordoc=0352235644
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*106 MILITARY SPOUSES RESIDENCY RELIEF ACT (MSRRA): USE CAUTION AND 

READ CAREFULLY 
 
 
 

Lieutenant Colonel Janet H. Fenton [FNa1] 
 

Opinions and conclusions in articles published in the Army Lawyer are solely those of the 
authors. They do not necessarily reflect the views of the Judge Advocate General, the 

Department of the Army, or any other government agency. 
 

On 11 November 2009, President Obama signed the Military Spouses Residency Relief Act 
(MSRRA) into law.  [FN1] The MSRRA amends the Servicemembers Civil Relief Act (SCRA) 
[FN2] to provide some military spouses the ability to regain a “lost” domicile for tax purposes. 
As in everything, the devil is in the details. 

Much of the news coverage about the MSRRA is misleading. This law does not simply 
permit a Soldier’s spouse to “pick” or “choose” a legal domicile in any state--say, for example, 
one that does not have income tax. The MSRRA states: 

A spouse of a servicemember shall neither lose nor acquire a residence or domicile for 
purposes of taxation with respect to the person, personal property, or income of the spouse by 
reason of being absent or present in any tax jurisdiction of the United States solely to be with the 
servicemember in compliance with the servicemember’s military orders if the residence or 
domicile, as the case may be, is the same for the servicemember and the spouse. 

Essentially, the MSRRA allows military spouses to maintain their domicile if they move to 
accompany their Soldier-spouse due to military orders and the spouse has the same domicile as 
the Soldier. As used in the SCRA, the terms “residence” and “domicile” are interchangeable. 

These terms denote the place where a Soldier--and now, the Soldier’s spouse--maintains his 
permanent home and to which the Soldier has the intention to return whenever he is absent. The 
SCRA, as amended by the MSRRA, now protects Soldiers from owing income taxes on military 
pay, except in their state of legal residence or domicile, and protects spouses from owing income 
taxes earned in the state in which they reside solely to be with the Soldier due to military orders, 
unless the state is also their state of legal residence or domicile. Spouses may not simply pick 
their domicile to be the same as the Soldier, however. Spouses must meet the requirement of 

http://web2.westlaw.com/find/default.wl?tc=-1&amp;docname=0277679501&amp;rp=%2ffind%2fdefault.wl&amp;sv=Split&amp;rs=WLW10.10&amp;db=PROFILER-WLD&amp;tf=-1&amp;findtype=h&amp;fn=_top&amp;mt=133&amp;vr=2.0&amp;pbc=D78C097D&amp;spa=army-000&amp;ordoc=0352235646
http://web2.westlaw.com/find/default.wl?tc=-1&amp;docname=0277679501&amp;rp=%2ffind%2fdefault.wl&amp;sv=Split&amp;rs=WLW10.10&amp;db=PROFILER-WLD&amp;tf=-1&amp;findtype=h&amp;fn=_top&amp;mt=133&amp;vr=2.0&amp;pbc=D78C097D&amp;spa=army-000&amp;ordoc=0352235646
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB795752126101811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=1&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22FENTON%22%2B%26%2B%222010%22&amp;sskey=CLID_SSSA795752126101811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT637602226101811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF1352235646
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB795752126101811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=1&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22FENTON%22%2B%26%2B%222010%22&amp;sskey=CLID_SSSA795752126101811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT637602226101811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF2352235646
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physical presence in the state and show indicia of intent to make the state their permanent home, 
in order to benefit from the MSRRA’s protections. 

Domicile is established, not chosen, even though it is no secret that many Soldiers have a 
propensity to establish domicile in income tax free states, such as Texas, Florida, Washington, 
Nevada, Alaska, South Dakota, and Wyoming, as well as other tax-favored states, such as New 
Hampshire and Tennessee. A Soldier must complete DD Form 2058, “State of Legal Residence 
Certificate,” and file the completed form with the personnel office to declare his state of 
residence or domicile.  [FN3] The Defense Finance and Accounting Service (DFAS) uses the DD 
Form 2058 to determine whether state income tax should be withheld from the Soldier’s military 
pay. However, the DD Form 2058 does not, by itself, legally change the Soldier’s domicile. 

The DD Form 2058 describes the difference between “home of record” and legal residence or 
domicile. The instructions explain that residence and domicile are a matter of “physical presence 
in the new State with the simultaneous intent of making it your permanent home and 
abandonment of the old State of legal residence/domicile. In most cases, you must actually reside 
in the new State at the time you form the intent to make it your permanent home. Such intent 
must be clearly indicated.” [FN4] 

The following scenarios highlight some of the implications of the MSRRA. 
Example 1. Soldier is a resident/domiciliary of Texas. His spouse takes the required steps to 

establish and maintain residency/domicile in Texas as well. Soldier is then assigned to Virginia, 
and his spouse moves to Virginia to live with the Soldier. The spouse eventually gets a job in 
Virginia. The spouse can assert the SCRA, and Virginia cannot tax the spouse’s income earned in 
Virginia. 

Example 2. Soldier is a resident/domiciliary of Texas. He is assigned to Virginia, and while 
in Virginia he meets and marries his spouse, who is working in Virginia. The MSRRA does not 
permit the spouse to now claim Texas residency/domiciliary. Virginia can tax the spouse’s 
income. 

Example 3. Soldier is a resident/domiciliary of Pennsylvania. Her spouse takes the required 
steps to establish and maintain residency/domicile in Pennsylvania. *107 Soldier is then assigned 
to North Carolina, and her spouse moves to North Carolina to live with the Soldier. The spouse 
eventually gets a job in North Carolina. The spouse can assert SCRA, and North Carolina cannot 
tax the spouse’s income earned in North Carolina; however, Pennsylvania can tax the income. It 
is incumbent on the spouse to file Pennsylvania estimated taxes on the income and file a 
Pennsylvania tax return. 

States are still sorting out the implications of this law on their income and personal property 
tax systems. The law is effective for tax year 2009, and state-by-state guidance concerning 
refunds on 2009 taxes can be found online at individual state tax websites.  [FN5] In general, if a 
military spouse seeks a refund for the income tax withheld by a state, both the Soldier and the 
spouse should expect some inquiry into their claims of domicile. 

Especially in states with large military populations (e.g., Virginia, Maryland, North Carolina, 
and California,) the initial burden of establishing the bona fides of residence and domicile will 
fall on the Soldier and spouse. The required indicia of domicile differ from state to state, so 
Soldiers and their spouses should be careful to check their state’s tax form instructions for 

http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB795752126101811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=1&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22FENTON%22%2B%26%2B%222010%22&amp;sskey=CLID_SSSA795752126101811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT637602226101811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF3352235646
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB795752126101811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=1&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22FENTON%22%2B%26%2B%222010%22&amp;sskey=CLID_SSSA795752126101811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT637602226101811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF4352235646
http://web2.westlaw.com/result/documenttext.aspx?origin=Search&amp;cfid=1&amp;eq=Welcome%2f133&amp;rlti=1&amp;rp=%2fWelcome%2f133%2fdefault.wl&amp;method=TNC&amp;rltdb=CLID_DB795752126101811&amp;cnt=DOC&amp;db=ARMLAW&amp;n=1&amp;sri=83&amp;fn=_top&amp;fmqv=c&amp;service=Search&amp;query=%22FENTON%22%2B%26%2B%222010%22&amp;sskey=CLID_SSSA795752126101811&amp;sv=Split&amp;spa=army-000&amp;scxt=WL&amp;rlt=CLID_QRYRLT637602226101811&amp;cxt=DC&amp;rs=WLW10.10&amp;ss=CNT&amp;vr=2.0&amp;mt=133&amp;FNF5352235646
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guidance. Even after a Soldier has demonstrated sufficient evidence to establish residence or 
domicile in a state, the state may require additional evidence of the spouse’s shared domicile 
with the Soldier. State refunds will often be held pending confirmation of qualification under the 
MSRRA. Tax refunds may even be delayed in states that allow MSRRA claims to be filed 
electronically. 

In short, legal assistance practitioners should keep the following key points in mind when 
educating their clients on the MSRRA. First, the MSRRA does not create the right to pick and 
choose any state as a state of residence. Second, the claims of residency of both spouses and 
Soldiers are likely to be scrutinized carefully by state taxing authorities because the basis for the 
new SCRA protection is the shared residence or domicile of a Soldier and spouse. Third, 
unsupportable claims of changed residency may be viewed as fraudulent by state taxing 
authorities and may subject the family to significant additional tax penalties and interest. Finally, 
contrary to media reports, neither the SCRA nor the MSRRA exempt Soldiers or spouses who 
physically reside in a particular state from complying with that state’s driver’s license 
requirements. 

For more information concerning individual state guidance on these issues, visit the Tax 
Discussion Board on JAGCNet. 

 
[FNa1]. Judge Advocate, U.S. Army. Presently assigned as Deputy Chief, Legal Assistance Policy Division, Office of the 
Judge Advocate General, U.S. Army, Rosslyn, Va. 

 
[FN1].  Pub. L. No. 111-97, 123 Stat. 3007 (2009). 

 
[FN2].  Pub. L. No. 108-189, 117 Stat. 2835 (2003). 

 
[FN3]. U.S. Dep’t of Def., DD Form 2058, State of Legal Residence Certificate (Feb. 1977). 

[FN4]. Id. 

[FN5]. See generally Federation of Tax Administrators, FTA Links Page, http://www.taxadmin.org/fta/link/ (last visited 
Jan. 26, 2010) (providing links to individual state tax websites). 
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CAUTION: This document is meant only as an educational outline for training purposes 
and as a starting point for conducting tax research.  Many of the IRS publications and 
forms were not finalized at the time of the drafting of this document.  In addition, 
numerous potential changes in tax law were being debated. Tax practitioners are highly 
encouraged to check the IRS website  www.irs.gov for the latest publications reflecting 
the most recent tax legislation which changes constantly. 
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I. REFERENCES. 

A. Applicable IRS Forms and Instructions. 

B. Internal Revenue Code of 1986 (I.R.C.). 

C. Treasury Regulations (Treas. Reg.). 

D. Home page for the I.R.S. (www.irs.gov) 

E. IRS Publications: 

1. Pub. 3, Armed Forces’ Tax Guide. 

2. Pub. 17, Your Federal Income Tax. 

3. Pub. 4012, VITA/TCE Volunteer Resource Guide 

4. Pub. 4491, VITA/TCE Training Guide 

F. JA 275 Tax Assistance Program Management Guide (June 2001).  
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II. FEDERAL INCOME TAX OVERVIEW. 

COMPUTATION STEPS: 

GROSS INCOME 
Wages, salaries, tips; 
State & local tax refunds; 
Capital gains & losses; 
Pension & annuities; 
Unemployment compensation 

Taxable interest; 
Alimony received (pre-31 Dec 18 decrees); 
Other gains & losses 
Rents & royalties; 
Social security benefits; 

Dividends; 
Business income & losses; 
IRA distributions; 
Farm income; 
Other income 

–  ADJUSTMENTS 
Educator expenses; 
Moving expenses (active duty military); 
Self-employed health insurance; 
IRA deduction; 

Reservists, artists, gov. official expenses; 
One-half self-employment tax; 
Penalty on early withdrawal of savings; 
Student loan interest deduction 

Health savings account deduction; 
SEP, SIMPLE & Qualified Plans; 
Alimony paid (pre-31 Dec 18 decrees); 

=  ADJUSTED GROSS INCOME 

–  DEDUCTIONS 
Standard Deduction, OR 

Itemized Deductions 
Medical & dental expenses; 
Charitable contributions; 

State taxes paid (e.g. Income & Real Estate); 
Nonbusiness casualty & theft losses; 

Interest paid; 
 

–  OTHER 
Qualified business income deduction 

= TAXABLE INCOME 

TAX (AMT) 

–  TAX CREDITS 
Foreign tax credit; 
Education credits; 
Adoption credit; 
General business credit; 

Child & dependent care credit; 
Retirement savings contrib. credit; 
Mortgage interest credit; 
Prior year minimum tax credit 

Credit for elderly or disabled; 
Child and Other Dependent tax credits; 
Residential energy credit; 

+ TAXES 
Self-employment tax; 
Household employment taxes; 

Social security & Medicare tax on tip income; 
Health Care 

Additional tax on IRAs, etc.; 

– PAYMENTS 

Federal income tax withheld; 
Excess social security tax withheld; 

Estimated tax payments; 
Additional child tax credit; 

Earned income credit; 
American Opportunity credit 

= FINAL TAX LIABILITY 
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III. 2018 NUMEROLOGY (REV. PROC. 2017-58; INFLATION-
ADJUSTED ITEMS). 

A. In December 2017, Congress lowered the marginal rates and tax brackets for all 
taxpayers in legislation commonly known as the “Tax Cuts and Jobs Act” 
(hereafter, “TCJA”).  An Act to provide for reconciliation pursuant to titles II and 
V of the concurrent resolution on the budget for fiscal year 2018, Pub. L. No. 
115-97, 131 Stat. 2054 (Dec. 22, 2017).  For tax years 2018 through 2025, the 
previous rates ranging from 10% to 39.6% have been changed to rates of 10%, 
12%, 22%, 24%, 32%, 35%, and 37%.  See Pub. 17, Schedules X, Y-1, Y-2, 
and Z. 

B. 2018 Standard Deduction.  I.R.C. § 63(c)(2); I.R.S. Notice 2018-94 (Apr. 13, 
2018).  Under the TCJA, the new standard deduction amounts are the following: 

1. Single – $12,000. 

2. Married filing jointly or qualifying widow(er) – $24,000. 

3. Head of household – $18,000. 

4. Married filing separately – $12,000. 

C. Reduction of Itemized Deductions.  Under the TCJA, itemized deductions are no 
longer phased out for higher-income taxpayers.  TCJA, § 11046. 

D. 2018 Personal Exemptions.  Under the TCJA, for tax years 2018 through 2025, 
the personal exemption is set to zero.  TCJA, § 11041. 

IV. MILITARY TAX ASSISTANCE. 

A. Role of Military Attorneys. 

1. Give advice and assistance on Federal, State, and local tax issues. 

2. Prepare (simple) returns. 
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3. Sponsor tax information and training programs. 

4. Coordinate use of IRS resources. 

5. Administer Tax Assistance Programs.  

B. Installation Tax Assistance Services (JA 275). 

1. Tax Officer. 

2. Legal assistance attorneys. 

3. Volunteer tax assistors. 

4. Unit tax assistors. 

5. Tax Centers and Electronic filing. 

V. TAX CLIENT SCREENING. 

A. Client Questionnaire/Client Interview.  

B. Tax Records and Substantiation. 

C. Selecting the proper form. 

D. IRS Income Tax Return Processing. 

E. Electronic Filing Program. 
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VI. WHO MUST FILE A RETURN. (I.R.C. § 6012; IRS PUBS. 17 & 4012). 

A. Whether a taxpayer has to file a tax return depends on: 

1. Gross income. 

a. Under I.R.C. § 61, “gross income” includes “all income from 
whatever source derived” that is not otherwise exempt from 
taxation. 

b. If a taxpayer is married and the permanent home is in a community 
property state, then half of any income described by state law as 
community income (this generally includes each spouse’s wages) 
may be considered the taxpayer’s income. 

c. Gross income for determining the taxpayer’s filing requirement 
under I.R.C. § 6012 includes both (1) gain that is excludable on the 
sale of a residence under I.R.C. § 121 and (2) foreign earned 
income excludable under I.R.C. § 911.  I.R.C. § 6012(c); Treas. 
Reg. § 1.6012-1(a)(3). 

2. Filing status, and 

3. Age. 

a. The gross income threshold is higher for taxpayers over age 65.  
I.R.C. § 6012(A)(1)(b). 

b. Taxpayers are considered 65 on the day before their 65th birthday.  
Pub. 17. 

B. Generally, an income tax return must be filed by every individual U.S. citizen and 
resident alien who has gross income that equals or exceeds specified amounts.  
(Treas. Reg. § 1.6012-1(a)).  The filing threshold amount for an individual is 
generally the sum of the individual’s personal exemption and standard deduction, 
which would result in no tax due.  However, even when the gross income test is not 
met, a return should be filed whenever a refund of tax or a refundable tax credit 
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(such as the earned income tax credit or the additional child tax credit) is available.  
For specific amounts for each filing status, see Pub. 17, Table 1-1. 

C. The rules apply differently for children or other dependents. 

1. The income threshold for filing a tax return is generally lower for an 
individual who may be claimed as a dependent on another’s tax return.  If 
the gross income of the child or dependent was $4,150 or more in 2018, 
then the child may be claimed as a dependent only by parents, and only if 
they were either under age 19 or a full-time student under age 24.  This 
“income test” for dependents will be explained in detail later in the 
outline. 

2. A parent may elect to include on the parent’s return the unearned income 
of a child if the child:  is under age 19, or 24 if a full-time student; had no 
earned income; received unearned income (interest and dividends) in an 
amount less than $10,500 in 2018 (as indexed for inflation); and made no 
estimated tax payments.  If this election is made, then the child need not 
file a tax return.  I.R.C. § 1(g)(7)(A) and (g)(7)(B)(ii). 

3. A child or dependent must file a return if his or her unearned income 
exceeds less deductions exceeds a threshold amount of $2,100 for 2018.  
The standard deduction is the greater of $1,050 or the sum of earned 
income plus $350.  A child or dependent with $2,100 or less in unearned 
income does not need to file a return.  I.R.C. § 6012(a)(1)(C)(i). 

D. Other situations may trigger a filing requirement even if the gross income 
threshold is not met (see Pub. 17, Table 1-3): 

1. An individual who has $400 or more of net earnings from self-
employment must file an income tax return even though his gross income 
is less than the required amount.  (I.R.C. § 6017). 

2. Every individual who received advance payments of earned income credit 
(EIC) from his employer.  (Treas. Reg. § 1.6012-1(a)(2)(vii)). 

3. Advanced payments were made for taxpayer, a spouse, or a dependent for 
the premium tax credit as reported on Form 1095-A from a Health 
Insurance Marketplace. 
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4. Individuals who received tips from which no social security tax was 
withheld.   

5. Nonresident alien individuals.  (Treas. Reg. § 1.6012-1(b)(1)(i)). 

6. Individuals who must pay tax with respect to an IRA or qualified 
retirement plan. 

7. Liability for alternative minimum tax is incurred. 

8. Tax is due on the recapture of various credits, for example, the first-time 
homebuyers credit (e.g., the 2008 credit was essentially an interest-free 
loan that had to be repaid over 15 years). 

E. Filing a tax return for a deceased person. 

1. A final income tax return must be filed for a deceased person who would 
be required to file, if alive, for the part of the year up to the date of death. 
I.R.C. § 6012(b)(1). 

2. Filing requirements. 

a. A return on behalf of a decedent must be filed if gross income 
exceeds the threshold amounts discussed above. Write 
“DECEASED” and the date of death across the top of page 1 of the 
return. 

b. A return should also be filed to obtain a refund. In certain 
circumstances, Form 1310, Statement of Person Claiming Refund 
Due a Deceased Taxpayer, should be filed. 

3. The executor, personal representative, administrator, or other legal 
representative is responsible for filing the tax return.  If an executor or 
personal representative has not been appointed, the surviving spouse may 
file a joint return.  I.R.C. §§ 6012(b)(1), 6013(a)(3). 
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VII. TAX RETURN PREPARATION. 

A. Enter name and address. 

1. Name(s) must match that on the Social Security card. 

2. Address. 

a. If the IRS does not have a current address, the payment of a refund 
may be delayed. 

b. If the taxpayer owes taxes, the IRS may enforce a deficiency notice 
sent to the address on the most recently filed tax return, even if the 
taxpayer never receives the IRS notice. 

c. To avoid problems, the taxpayer should file a Form 8822 with the 
IRS to provide notice of an address change. 

d. For purposes of mailing official IRS notices, a taxpayer’s “last 
known address” is the address on the most recently filed tax return, 
unless the IRS is given clear and concise notification of a different 
address.  Treas. Reg. § 301.6212-2(a); Abeles v. Commissioner, 91 
T.C. 1019 (1988). 

B. Social Security Number. 

C. Presidential Election Campaign Fund. 

1. The funds help pay for Presidential election campaigns.  If the taxpayer 
wants $3 to go to this fund, check the “Yes” box.  If filing a joint return, 
the spouse may also have $3 to the fund. 

2. Checking “Yes” will not decrease the amount of a refund or add to an 
amount due. 
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VIII. WHEN TO FILE. 

A. Calendar-year tax returns are generally due on April 15 of the succeeding 
calendar year.  I.R.C. § 6072(a); Treas. Reg. § 1.6072-1(a).  If April 15 falls on a 
Saturday, Sunday, or “legal holiday” (as defined in the District of Columbia), the 
return is deemed timely filed if it is filed on the next day that is not a weekend or 
holiday.  (I.R.C. § 7503).  For 2018 tax returns, the due date is Monday, April 15, 
2019.  In Maine and Massachusetts, tax returns must be filed by April 17, 2019  
(based on a combination of Patriots’ Day in those states and Emancipation Day in 
the District of Columbia).  

B. “Automatic Extension” (Treas. Reg. § 1.6081-4(a)). 

1. An automatic 6-month extension is available to file an individual income 
tax return (October 15 – same for taxpayers outside the U.S.).  For 
2017 returns, request an extension by filing Form 4868 by the due date. 

a. Even if a Form 4868 is not filed, the IRS grants an automatic 
6-month extension if the taxpayer pays part or all of his or her 
estimated tax liability using a credit or debit card or by making a 
direct transfer from a bank account by telephone or over the 
internet. 

2. An extension to file a return is not an extension of time to pay.  Treas. 
Reg. § 1.6081-4(b).  The taxpayer estimates tax liability in Part II of 
Form 4868. 

3. Interest charges apply to any tax not paid by the due date (normally 
April 15).  The rate of interest on tax underpayments is the Federal short-
term rate plus three percentage points.  I.R.C. § 6621(a)(2).  The annual 
interest rate is subject to change each calendar quarter.  I.R.C. 
§ 6601(b)(1); Treas. Reg. § 301.6601-1(a). 

4. Underpayment Penalty.  Taxpayer is liable for late penalty of 0.5% per 
month if the total amount paid by the due date (normally April 15) is less 
than 90% of the actual tax payable. 

5. Form 4868 may be filed electronically according to the instructions 
included with the form. 
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a. Both filing and payment may be accomplished electronically. 

b. The IRS Service Center will acknowledge receipt of the extension. 

c. If a payment is due with an electronically filed extension and the 
taxpayer wants to pay by check or money order, prepare a paper 
Form 4868 and use the completed form as a voucher.  The check or 
money order should be made payable to the “United States 
Treasury” and the following should appear on the check or money 
order:  the words “2017 Form 4868,” the taxpayer’s SSN, and the 
taxpayer’s daytime telephone number.  A note should be made 
with the payment that the original extension request was filed 
electronically. 

d. If an extension of the due date was filed electronically, a taxpayer 
may still file a tax return in paper form.  It is not necessary to file 
the extension and tax return in the same manner. 

6. If a taxpayer files a Form 4868 and the IRS determines that the taxpayer 
did not make a reasonable effort to determine his/her tax liability, the IRS 
can deny the extension retroactively to the due date. 

7. CAUTION:  If the taxpayer owes money and files a Form 4868 with no 
payment, the IRS can assess a failure to pay penalty of 0.5% per month 
PLUS interest, up to a maximum of 25% of the tax liability.  This penalty 
is not assessed where the taxpayer pays 90% or more of the tax liability at 
the original due date and pays the remaining balance with the filed return.  
In aggravated circumstances (such as where the taxpayer grossly 
understates the estimated tax liability without a reasonable explanation), 
the IRS can void the extension and assess the taxpayer with a late filing 
penalty (5% per month) on the tax owed, up to a maximum of 25% of the 
liability. 

8. An individual’s newly listed address on a Form 4868 is not a clear and 
concise notification to the IRS of a taxpayer’s change of address.  If the 
IRS mails a deficiency notice to the address on a prior year tax return (last 
known address), then the IRS is not obligated to regard or record the 
address shown on the Form 4868 as the taxpayer’s current address.  
(I.R.C. § 6213; Stroupe v. Commissioner, No. 21614-97, T.C. Memo 
1998-380, 1998 Tax Ct. Memo LEXIS 383, at *11-14). 
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C. Overseas Extension (Treas. Reg. § 1.6081-5(a)(6)).  Military personnel on duty 
outside U.S. or Puerto Rico on April 15 are allowed an automatic extension of 
two months, until June 15, to file and pay tax (however, see below).  

1. If taxpayer files a joint return, then only one spouse has to qualify for this 
automatic extension. 

2. Attach a statement to the return explaining the qualifying circumstances 
for the extension. 

3. If a taxpayer uses the overseas extension and waits to pay any taxes due, 
they will be charged interest from the regular filing date at a daily 
compounded rate. 

D. Return is filed on time if it is properly addressed and postmarked by the due date.  
If return is sent by registered mail, then the date of the registration is the 
postmarked date.  If return is sent by certified mail, then the date on the receipt 
postmarked by the postal employee is evidence the return was delivered. 

E. The IRS recognizes and accepts several private delivery services (e.g., FedEx and 
UPS). 

IX. COMBAT ZONE OR QUALIFIED HAZARDOUS DUTY AREA 

A. What is a Combat Zone (CZ) or Qualified Hazardous Duty Area (QHDA)? 

1. Combat Zone (CZ). 

a. A CZ is an area that the President of the United States has 
designated by Executive Order in which the Armed Forces are or 
have engaged in combat.  I.R.C. § 112(c)(2). 

2. Qualified Hazardous Duty Area (QHDA). 

a. Congress also created by legislation two “qualified hazardous duty 
areas” relating to conflicts in the former Yugoslavia.  Pub. L. 
No. 104-117, 110 Stat. 827 (Mar. 20, 1996) (service in Bosnia and 
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Herzegovina, Croatia, or Macedonia); Pub. L. No. 106-21, 
113 Stat. 34 (Apr. 19, 1999) (Serbia/Montenegro, Albania, the 
Adriatic Sea, and the northern Ionian Sea). 

b. In these two QHDAs, Congress specified that service in the 
designated areas would qualify for the Section 112 combat zone 
compensation exclusion as long as the Department of Defense was 
paying imminent danger or hostile fire pay pursuant to 37 U.S.C. 
§ 310. 

c. On 22 December 2017, Congress created an additional QHDA for 
the Sinai Peninsula of Egypt, effective 9 June 2015.  TCJA, 
§ 11026.  As with the QHDAs in the former Yugoslavia, QHDA 
status is contingent upon entitlement to imminent danger or hostile 
fire pay under 37 U.S.C. § 310. 

B. How Does a Service Member Qualify for Service in a CZ or QHDA? 

1. The service must be performed on or after the date designated in the 
Executive Order as the commencement date of combat activities and on or 
before the designated termination date of such activities (or, for a QHDA, 
under the conditions specified in the legislation).  I.R.C. § 112(c)(3). 

2. Generally, to receive CZ tax benefits, a member must serve in a CZ or 
QHDA. 

3. Service members outside of a CZ or QHDA receive CZ tax benefits when 
their service directly (as opposed to remotely or indirectly) supports 
military operations in the CZ upon the meeting of two basic conditions. 

a. First, the direct support of military operations has to have the effect 
of maintaining, upholding, or providing assistance for those 
involved in military operations in the CZ (or QHDA).  Treas. Reg. 
§ 1.112-1. 

b. Second, the service must qualify the service member for hostile 
fire pay or imminent danger pay.  Treas. Reg. § 1.112-1. 
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C. Extension of Time for Tax Actions. 

1. Soldiers qualifying for service in a designated CZ or QHDA, or when 
deployed outside the United States away from the individual’s permanent 
duty station while participating in an operation designated by the Secretary 
of Defense as a contingency operation, are entitled to special extensions of 
time for completing various tax actions.  The suspension of time applies to 
the following acts pursuant to I.R.C. § 7508(a)(1): 

a. Filing any return of income, estate, or gift tax (except employment 
and withholding tax); 

b. Payment of any income, estate, or gift tax (except employment and 
withholding tax) or any installment thereof or of any other liability 
to the United States in respect thereof; 

c. Filing a petition with the Tax Court for redetermination of a 
deficiency, or for review of a decision rendered by the Tax Court; 

d. Allowance of a credit or refund of any tax; 

e. Filing a claim for credit or refund of any tax; 

f. Bringing suit upon any such claim for credit or refund; 

g. Assessment of any tax; 

h. Giving or making any notice or demand for the payment of any 
tax, or with respect to any liability to the United States in respect 
of any tax; 

i. Collection, of the amount of any liability in respect of any tax; 

j. Bringing suit by the United States, or any officer on its behalf, in 
respect of any liability in respect of any tax; and 
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k. Any other act required or permitted under the internal revenue laws 
specified in regulations prescribed under this section by the 
Secretary. 

2. The deadline extension also applies to the filing of all tax schedules and 
forms that are attachments to the federal individual tax return. 

3. Spouses of service members entitled to the CZ tax benefits are entitled to 
the same suspension of time for handling tax matters.  I.R.C. § 7508(c). 

4. The suspension of time encompasses the period of service in the CZ, as 
well as any time of continuous qualified hospitalization resulting from 
injury received in the CZ, and the next 180 days thereafter.  I.R.C. 
§ 7508(a). 

5. The additional time is disregarded in determining tax liability under the 
Internal Revenue Code (including interest, penalty, additional amount, or 
addition to tax).  I.R.C. § 7508(a). 

6. The IRS has determined that this extension runs consecutively, not 
concurrently, with the tax-filing season (tax filing season = 1 Jan to 
15 Apr). 

a. Consequently, Soldiers serving in a CZ may be entitled to up to 
105 additional days for a total CZ extension of 285 days to 
complete action on tax matters after leaving the CZ. 

b. For example, a Soldier serving in the CZ from 1 October 2013 
until 1 May 2014 will have the full 285 days to file the 2013 tax 
return.  This extension equals the 180-day extension, plus the full 
105 days in the tax-filing season.  However, a Soldier arriving in 
the CZ on 1 February 2013 and serving until 1 February 2014 will 
have 254 days.  This period of time is equivalent to the full 180-
day extension, plus the 74 days remaining in the filing season from 
1 February 2014.  See I.R.S. Notice 99-30, 1999-22 I.R.B. 1. 

7. The CZ extensions also apply to individuals serving in the CZ in support 
of the U.S. Armed Forces.  These include Red Cross personnel, accredited 
correspondents, and civilians acting under the direction of the U.S. Armed 
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Forces in support of those forces (both Department of Defense civilian 
employees and civilian employees of defense contractors). I.R.S. Notice 
99-30, 1999-22 I.R.B. 1, Q&A #13.  

D. Current CZs and QHDAs. 

1. Operation Desert Storm CZ (Arabian Peninsula / Persian Gulf Areas). 

a. President Bush signed an Executive Order on 21 January 1991, 
designating the Persian Gulf Area as a CZ.  Exec. Order 
No. 12744, reprinted in, 56 Fed. Reg. 2661 (Jan. 23, 1991).  The 
CZ designation is still open and will remain open until terminated 
by another Executive Order.1  Service members serving in the 
Persian Gulf CZ are still eligible for the previously mentioned 
benefits. 

b. The Executive Order designated the following locations within the 
CZ:  the Persian Gulf; the Red Sea; the Gulf of Oman; the Gulf of 
Arden; that portion of the Arabian Sea that lies north of 10 degrees 
north latitude and west of 68 degrees east longitude; and the total 
land areas of Iraq, Kuwait, Saudi Arabia, Oman, Bahrain, Qatar, 
and the United Arab Emirates. 

c. Service members serving outside of the CZ in direct support of the 
military operations within the Persian Gulf CZ under conditions 
which they are entitled to hostile fire pay are entitled to the CZ tax 
benefits. 

2. Operation Allied Force CZ (Kosovo Area – Federal Republic of 
Yugoslavia (Serbia/Montenegro), and Albania). 

a. On 13 April 1999, President Clinton issued an Executive Order 
designating a CZ for the area of the Federal Republic of 
Yugoslavia (Serbia/Montenegro), Albania, the Adriatic Sea, and 
the Ionian Sea north of the 39th parallel, including the airspace 
above the locations. Exec. Order No. 13,119, 64 Fed. Reg. 18797 
(April 16, 1999); IR-1999-43.  The Executive Order designated 

                                                 
1 See http://www.archives.gov/federal-register/executive-orders/1991.html 
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24 March 1999 as the date of commencement of activities in 
the CZ. 

b. Service members serving outside of the CZ in direct support of the 
military operations within the Operation Allied Force Combat 
Zone under conditions which entitled them to hostile fire pay are 
entitled to the CZ tax benefits. 

c. The CZ designation is still open, and has not been terminated by 
another Executive Order.  Service members serving in the 
Operation Allied Force CZ are still eligible for the previously 
described benefits. 

3. Operation Allied Force QHDA (Federal Republic of Yugoslavia 
(Serbia/Montenegro), and Albania) 

a. President Clinton signed legislation designating a QHDA on 
19 April 1999 for the area of: 

(1) The Federal Republic of Yugoslavia (Serbia/Montenegro), 
Albania, the Adriatic Sea, the northern Ionian Sea above 
the 39th parallel during the period that a service member is 
entitled to hostile fire or imminent danger pay for service 
performed in the designated area.  The Act is generally 
effective as of March 24, 1999.  Pub. L. No. 106-21, 113 
Stat. 34 (1999). 

(2) The areas mentioned were specifically designated as a 
QHDA and result in service member’s entitlement to all the 
tax benefits of a CZ as if it was designated by Executive 
Order by the President.  All of the CZ tax benefits apply to 
the specified geographic locations of the QHDA. 

(3) Service members serving outside of the CZ in direct 
support of the military operations within this designated 
QHDA under conditions for which they are not granted 
hostile fire pay are entitled to very limited CZ tax benefits. 
Service members who are performing services as part of 
the operation outside of the United States while deployed 
away from their permanent duty stations in support of the 
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QHDA are allowed an extension of time allowed for 
performing most acts required by the Internal Revenue 
Code.  (I.R.C. § 7508).  This was the only CZ tax provision 
extended to these individuals.  Pub L. No. 106-21, 113 Stat. 
34 (1999). 

b. The area of operations for Operation Allied Force has been 
designated as both a CZ by Executive Order and a QHDA by 
specific legislation. 

(1) Generally, the two provide the same tax benefits.  The 
QHDA provides that service members performing services 
outside of the areas, but still a part of Operation Allied 
Force, would qualify for the suspension of time to perform 
various tax acts (I.R.C. § 7508) during the periods in which 
they are not paid hostile fire or imminent danger pay.  But 
the services must be performed both outside the United 
States and while deployed away from the service member’s 
permanent duty station.  Pub. L. No. 106-21, 113 Stat. 34 
(1999); Joint Committee on Taxation, (JCX-17-99) (Apr. 
12, 1999). 

(2) The CZ designation for Operation Allied Force will remain 
open until terminated by another Executive Order. 
Likewise, the QHDA will remain in effect until terminated 
by Congress or the IRS determines that any future follow- 
on operation is not a substantive continuation of the 
QHDA. 

(3) Although the Operation Allied Force area of operations is 
commonly referred to as the Operation Allied Force CZ, 
Judge Advocates must not forget that the area has been 
designated a CZ and a QHDA.  In the event one of the 
designations is terminated in the future, relief may still be 
available under the rules of the other designation. 

4. Afghanistan (Operation Enduring Freedom) 

a. Afghanistan and the air space above it have been designated as a 
combat zone.  Executive Order 13239, signed on 14 December 
2001, by President George Bush. 
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b. The designation is retroactive to 19 September 2001. 

c. Pursuant to Treasury Regulation § 1.112-1 and Revenue Ruling 
70-621, 1970-2 C.B. 17, all military personnel in Jordan, Pakistan, 
Tajikistan, Kyrgyzstan, and Uzbekistan are eligible for all combat 
zone-related tax benefits due to their service in direct support of 
military operations in the Afghanistan combat zone, as designated 
by executive order.  The effective date of this certification is 
19 September 2001 for Jordan, Pakistan, and Tajikistan and 
1 October 2001 for Kyrgyzstan and Uzbekistan (because troops in 
Kyrgyzstan and Uzbekistan were not eligible for imminent danger 
pay in September). 

d. Current areas that qualify for combat zone tax exclusion in support 
of Operation Enduring Freedom: 

(1) Jordan and Pakistan from 19 September 2001;  

(2) Uzbekistan and Kyrgyzstan from 1 October 2001; 

(3) The Philippines from 9 January 2002 through 
30 September 2015 (if orders referenced Operation 
Enduring Freedom); 

(4) Yemen from 10 April 2002; 

(5) Djibouti from 1 July 2002; and 

(6) Somalia from 1 January 2004. 

E. Operation Iraqi Freedom.  (I.R.S. Notice 2003-21, 2003-1 C.B. 818). 

1. I.R.S. Notice 2003-21 provides guidance in a question and answer format 
on the tax relief provided under Executive Order No. 12744, 56 Fed. Reg. 
2663 (Jan. 23, 1991), for U.S. military and support personnel involved in 
the military operations in the “Arabian Peninsula Areas.” 



 

 E-20 Federal Income Tax Law 
  Last Revised: 1/25/2019 

2. Please note the relevant executive order.  Operation Iraqi Freedom neither 
creates, nor required the creation of, new law relevant to taxes and combat 
zones.  This area is still covered by the Operation Desert Storm executive 
order. 

3. The termination of imminent danger pay also terminates combat zone 
related tax benefits.  The following are the periods for “in direct support” 
areas for Operation Iraqi Freedom (Arabian Peninsula Areas CZ): 

a. Turkey from 1 January 2003 to 31 December 2005; 

b. Israel from 1 January 2003 to 31 July 2003; 

c. The Mediterranean Sea east of 30 degrees East longitude (sea area 
only) as an imminent danger area effective 19 March 2003 to 
31 July 2003; 

d. Jordan from 19 March 2003; and 

e. Egypt from 19 March 2003 through 20 April 2003.  

F. Filing Tax Returns for CZ Participants 

1. Service members who qualify for extensions of time to file federal tax 
returns pursuant to the CZ extensions can file their returns in accordance 
with the filing extensions previously mentioned.  In addition, the Service 
member can elect to file their return before the end of the extension 
period. 

2. Service members in a CZ can authorize someone else to file their taxes in 
their absence by executing a special power of attorney, a general power of 
attorney, or the IRS Form 2848 (Power of Attorney and Declaration of 
Representative).  When someone will act on behalf of a service member to 
file a tax return using a power of attorney, the form, or a copy of the 
power of attorney must be attached to the tax return. 
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G. State Taxation Implications of CZ Designations. 

1. Generally, most states follow the federal government’s lead in granting tax 
relief for service members in a CZ or QHDA.  However, the manner in 
which the various states reach that determination, the amount of exclusion, 
and the amount of time extended to handle tax matters and file tax returns 
varies from state to state. 

a. Some states have enacted legislation, which in effect adopts the 
applicable sections of the federal Internal Revenue Code dealing 
with CZ extensions, exclusions and other benefits.  Other states 
enact specific legislation dealing with each CZ or a QHDA 
designation. 

b. The states are very diverse in the treatment of penalties and 
interest.  Some states waive penalties and interest during the 
combat zone extension period.  Other states “abate” or “forgive” 
penalties and interest during the combat zone extension period.  A 
few states simply state in policy guidance that service members 
will not be charged interest and penalties during the CZ extension 
period.  Some states simply do not provide explicit guidance 
regarding the treatment of interest and penalties. 

2. While most states follow the lead of the federal government in providing 
CZ tax relief, the Judge Advocate should not assume that states follow the 
federal rules.  The advice could lead to false assumptions that are contrary 
to applicable state laws.  Judge Advocates should also be aware of the 
legal basis for a state’s CZ tax rules (based upon state’s statutes, 
administrative codes, and policy guidance) before providing tax advice to 
service members regarding individual state CZ tax rules. 

X. FILING STATUS (FORM 1040, LINES 1-5). 

A. Single Taxpayers. 

1. Defined. 
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a. Anyone who is not married. This is the default status where an 
unmarried individual does not qualify to file their returns as a 
married individual, as a surviving spouse, or as head of household.  

b. Taxpayers are considered unmarried for the whole tax year if either 
of the following applies (I.R.C. § 7703): 

(1) There is a final decree of divorce or separate maintenance 
by the last day of the tax year.  State law will control to 
determine whether a taxpayer is divorced or legally 
separated. 

(2) There is a decree of annulment, which holds that no valid 
marriage ever existed. 

c. Anyone who is married, but is separated pursuant to a decree of 
separate maintenance.  Taxpayer is considered married for the 
whole tax year if there is no final decree of divorce or separate 
maintenance by the last day of the tax year.  An interlocutory 
decree is not a final decree. 

(1) According to the Tax Court, an individual is considered 
legally separated under a decree if the decree “expressly 
and affirmatively provides that the parties live apart in the 
future.”  Capodanno v. Comm’r, 69 T.C. 638 (1978), aff’d, 
602 F. 2d 64 (3d Cir. 1978). 

(2) A voluntary separation under a voluntary separation 
agreement does not constitute legal separation for purposes 
of I.R.C. § 7703(a)(2).  See, e.g., Kellner v. Comm’r, 468 
F.2d 627 (2d Cir. 1972),  aff’g per curiam, T.C. Memo 
1971-103; Johnson v. Comm’r, T.C. Memo 1980-9. 

d. The “Abandoned Spouse Rule.”  I.R.C. § 7703(b).  A married but 
separated spouse who is not “legally separated” within the 
meaning of I.R.C. § 7703(a)(2) may nevertheless be treated as 
unmarried under the “abandoned spouse rule.” A married 
individual shall not be treated as married if the taxpayer: 
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(1) Files a separate return from the spouse; 

(2) Maintains a home that is the principal place of abode of a 
child, (within the meaning of section 152(f)(1)), which is a 
son, daughter, stepson, or stepdaughter or an eligible foster 
child) with respect to whom the taxpayer is entitled to a 
deduction for the taxable year under section 151 (or would 
be so entitled but for Section 152(e)); 

(a) A taxpayer maintains a home or household if he or 
she actually occupies it and it is the principal 
residence of the child for the period he or she 
actually lives there.  Treas. Reg. § 1.143-1(b)(3); 
Treas. Reg. § 1.2-2(c)(1). 

(b) Temporary absences from the household by the 
“qualifying person” due to illness, education, 
business, vacation, military service and visitation 
with the noncustodial parent will not interrupt the 
period of occupancy if under circumstances it is 
reasonable to assume the child will return to the 
household.  Treas. Reg. § 1.2-1(c)(1); Treas. Reg. 
§ 1.143-1(b)(3); Blair v. Comm’r, 63 T.C. 214 
(1974). 

(3) Furnishes over one-half of the cost of maintaining such 
household during the tax year; and 

(a) Qualifying “costs of maintaining a household” are 
expenses incurred for “the mutual benefit of the 
occupants thereof by reason of its operation as the 
principal abode of such occupants.”  Treas. Reg. 
§ 1.2-2(d); Treas. Reg. § 1.143-1(b)(4). 

(b) Such expenses include property taxes, mortgage 
interest, rent, utilities, maintenance and repair 
expenses, casualty insurance, and food consumed 
on the premises. 
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(c) The following expenditures do not constitute the 
costs of maintaining a household:  clothing, 
education, health, vacations and support costs. 

(4) Such taxpayer’s spouse is not a member of such household 
during the last six months of the year. 

(a) “Not a member of the same household” requires 
living in separate residences for the last six months 
of the year of the tax year. 

(b) The spouse is considered to live with the taxpayer if 
he or she was temporarily absent due to special 
circumstances such as illness, education, business, 
vacation, and military service. 

(c) The Tax Court denied a head of household status to 
a wife who had moved out of the marital home in 
August after she was unable to evict her husband. 
The couple decided to terminate their marriage in 
June, but because the husband had been unable to 
find housing, he sometimes slept in her living room. 
The Tax Court stated that “living apart” requires 
geographical separation and means living in 
separate residences.  Hopkins v. Comm’r, T.C. 
Memo 1992-326. 

(d) It made no difference where the stay beyond the 
sixth month period was outside the taxpayer’s 
control.  Nemeth v. Comm’r, T.C. Memo. 1982-
646). 

(e) The taxpayer did not satisfy this requirement where 
the spouses maintained separate bedrooms and 
bathrooms.  Lyddan v. Comm’r, 721 F.2d 873 
(1983. 

(f) Taxpayer unsuccessfully argued that he did not live 
with his wife, even though they resided in the same 
home, because they were emotionally estranged and 
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did not share the same bedroom.  The Tax Court 
concluded that the notion of “living apart” means 
“living in separate residences” and requires 
“geographic separation.”  Chiosie v. Comm’r, 
T.C. Memo. 2000-117. 

2. Head of Household.  Form 1040, Line 4; I.R.C. § 2(b).  

a. Advantages of Head of Household status: 

(1) Tax rates lower for head of household than those for filing 
single. 

(2) Standard deduction is higher than is allowed on a single or 
married filing separate return. 

(3) For a married person who lived apart from his or her 
spouse during the last half of the tax year, then qualifying 
as a head of household allows the use of tax rates that are 
more favorable than those for married persons filing 
separately. 

(4) May be able to claim credits, such as child care credit 
(I.R.C. § 21(e)(2)) and earned income credit, the taxpayer 
could not claim on a married filing separate return. 

b. To qualify as a head of household, the taxpayer must: 

(1) Be a U.S. citizen or resident throughout the year, and 

(2) Unmarried or considered unmarried at the close of the year 
(“Abandoned Spouse Rule”), and 

(3) Paid more than half the cost of keeping up (maintaining) a 
home for the year, and 
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(4) One of the following was a member of the household for 
more the half of the year: 

(a) A qualifying child of the individual (as defined in 
I.R.C. § 152(c) (child, brother, sister, stepbrother, or 
stepsister under the age of 19 or a student under the 
age of 24, determined without regard to I.R.C. 
§ 152(e) – divorced parents), but not if such child is 
married at the close of the taxpayer’s taxable year, 
and is not a dependent of such individual by reason 
of I.R.C. § 152(b)(2) or 152(b)(3) (married or 
noncitizen), or both; or 

(b) Any other person who is a dependent (must not 
provide more than one-half of their own support for 
the year) of the taxpayer, if the taxpayer is entitled 
to a deduction for the taxable year for such person 
under I.R.C. § 151; or 

(c) Maintains a household which constitutes for such 
taxable year the principal place of abode of the 
father or mother of the taxpayer, if the taxpayer is 
entitled to a deduction for the taxable year for such 
father or mother under I.R.C. § 151. 

(5) The taxpayer must be able to claim the qualifying person as 
a dependent.  However, this test can still be met if the 
taxpayer cannot do so simply because the noncustodial 
parent has been allowed to do so instead (discussed later). 

(6) A parent does not have to have custody of a child to be 
eligible for head of household filing status.  However, the 
actual time a child spends at a parent’s home is used to 
determine whether the residence constitutes the child’s 
principal residence for over half the tax year. 
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B. Married Taxpayers. 

1. Taxpayer is considered married for tax purposes if married on 
31 December.  I.R.C. § 7703(a)(1).  (Unless he qualifies to be treated as 
“unmarried” – see “Abandoned Spouse” rule, I.R.C. § 7703(b)). 

2. If the taxpayer lives together in a common law marriage that is recognized 
by the law of the state in which the taxpayer lives, or the state where the 
marriage began, then the taxpayer will be treated as married. 

3. Same-Sex Marriage. 

a. Beginning in 2013, same-sex couples legally married in a 
jurisdiction, even if they do not currently reside in a jurisdiction 
that recognizes same-sex marriage, will be treated as married for 
federal filing purposes.  Rev. Rul. 2013-17; 2013-38 I.R.B. 201. 

b. Legally married, same-sex couples must file a tax return using 
either the married filing jointly or the married filing separate filing 
status. 

c. This rule only applies to legally married, same-sex couples and 
does not apply to registered domestic partnerships, civil unions, or 
other similar formal relationships recognized under state law. 

4. If a spouse dies during the tax year, the surviving spouse is treated as 
married for that entire year and may file a joint return. 

5. Filing choices for married taxpayers. 

a. Joint return.  Form 1040, Line 2; I.R.C. § 6013. 

b. Married filing separately.  Form 1040, Line 3; I.R.C. § 6012. 

6. Nonresident alien spouse election.  A taxpayer who is a U.S. resident or 
citizen may file a joint return with a nonresident alien spouse if both agree 
to be taxed on their world-wide income (see Pub. 519). 
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7. Joint return.  I.R.C. § 6013. 

a. There is no longer a disadvantage in tax rates or standard 
deductions between married filing jointly and married filing 
separately. 

b. On a married filing joint return, both spouses include all income, 
exemptions, and deductions. 

c. Disadvantage to a joint return: 

(1) Both spouses are responsible, jointly and individually, for 
tax and any interest and/or penalty due on a joint return. 

(a) The significance of joint and several liability cannot 
be overstated.  The decision by parties 
contemplating a divorce to file a joint return must 
be made in recognition of this fact. 

(b) If a deficiency of tax is assessed with respect to a 
joint return and the taxpayers no longer reside in the 
same household or are no longer married, then, 
upon the written request of either taxpayer, the IRS 
must disclose whether it has attempted to collect the 
deficiency from the other taxpayer, the general 
nature of the collection activities, and the amount 
collected.  I.R.C. § 6013(d)(3). 

(2) Exceptions for Innocent Spouse  and Injured Spouse, I.R.C. 
§§ 6015, 6402. 

d. Practical Problems:  signing returns and allocation of refunds. 

8. Not filing a joint return may result in higher taxes. 

a. Married taxpayers cannot claim credit for child and dependent care 
unless a joint return is filed, i.e., not allowed for married filing 
separately.  (I.R.C. § 21(e)(2). 
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b. Married taxpayers cannot take earned income credit unless a joint 
return is filed.  I.R.C. § 32(d). 

c. Married taxpayers cannot claim the American Opportunity or the 
Lifetime Learning credits unless a joint return is filed.  I.R.C. 
§ 25A(g)(6). 

d. Married taxpayers cannot deduct student loan interest unless a joint 
return is filed.  I.R.C. § 221(f)(2). 

e. Married taxpayers cannot roll over a Traditional IRA to a Roth 
IRA unless a joint return is filed.  I.R.C. § 408A(c)(3)(B)(ii). 

f. Married taxpayers cannot take the credit for adoption expenses in 
most instances if filing a separate return.  I.R.C. § 23(f)(i). 

g. Married taxpayers filing separate returns cannot exclude the 
interest from qualified savings bonds used for higher education 
expenses.   I.R.C. § 135(d)(3). 

h. The AGI threshold amounts for married taxpayers filing separate 
returns for the limit on the child tax credit (I.R.C. § 24(B)(2)(b)), 
itemized deductions (I.R.C. § 68(b)(1)), and the phaseout of the 
deduction for personal exemptions (I.R.C. § 151(d)(3)(C)(iv)) are 
reached at income levels that are half of those for a joint return. 

9. Married filing separately.  I.R.C. § 6012. 

a. If married individuals do not file a joint return and neither of them 
qualifies as unmarried under I.R.C. § 7703(b), then they must each 
file a separate return using the married filing separately rates. 

b. Each spouse reports own income, exemptions, and credits.  Each 
spouse is responsible only for the tax due on his or her own return. 

c. Separate returns may save taxes where filing separately allows the 
taxpayer to claim more deductions.  On separate returns, larger 
amounts of medical expenses, casualty losses, or miscellaneous 
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deductions may be deductible because lower adjusted gross income 
floors apply. 

d. If one spouse itemizes, then both must itemize (not allowed to take 
the standard deduction if the other spouse itemizes). 

(1) A married person filing a separate return cannot claim the 
standard deduction if his or her spouse files as head of 
household and elects to itemize deductions. 

(2) However, if a married person filing a separate return 
itemizes, then the other spouse can claim the standard 
deduction if filing as head of household. 

(3) See Significant Service Center Advice, CCA 200030023, 
Memorandum for Kenneth J. Rubin, Assistant District 
Counsel Pennsylvania District Counsel, from Lewis J. 
Fernandez by George Baker, Deputy Assistant Chief 
Counsel (27 Jun 00).  A copy of the memorandum can be 
found at Tax Notes Today, 2000 TNT 147-42, July 31, 
2000. 

e. Taxpayers in community property states (i.e., Arizona, California, 
Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and 
Wisconsin): 

(1) May report one-half of community income on separate 
returns. 

(2) Generally report their own income if living apart and file 
separate returns (I.R.C. § 66a; Pub. 555, Community 
Property and the Federal Income Tax). 

(3) Cannot electronically file a married filing separately tax 
return. 



 

 E-31 Federal Income Tax Law 
  Last Revised: 1/25/2019 

C. Qualifying Widow(er) with dependent child.  Form 1040, Line 5; I.R.C. § 2(a).   

1. Special filing status for surviving spouse with dependent if deceased 
spouse died within two preceding years. 

2. A surviving spouse (qualifying widow(er)) whose spouse died during 
either of the surviving spouse’s two tax years immediately preceding tax 
year is taxed at joint return rates if the surviving spouse: 

a. Has not remarried at any time before the close of the tax year 
(I.R.C. § 2(a)(2)(A)), 

b. Maintains a household as his or her home that is the principal place 
of abode of a child, 

c. Is entitled to a dependency exemption for at least one child, 
stepchild, adopted child, or foster child (I.R.C. § 2(a)(1)), and 

d. Was entitled to file a joint return with the deceased spouse for the 
year of death (I.R.C. § 2(a)(2)(B)). 

3. Spouses of individuals in “missing in action” status as a result of “combat 
zone” or “qualified hazardous duty area” service can use different rules.  
When an MIA or POW is officially determined to be dead and is removed 
from the missing status rolls, then the surviving spouse status does not 
depend on the actual date of death.  The relevant date is the date of official 
determination, or, if earlier, two years after the date of official termination 
of combat activities in that zone.  If a later actual death is established, then 
that date will control.  I.R.C. § 2(a)(3). 

D. IRS Individual Income Tax Return Filing Status. 

1. Check the appropriate block on Form 1040, Lines 1-5. 
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2. Form preparation points to remember: 

a. Married filing separately must specifically list the spouse’s name 
and social security number of the spouse on line 3. 

b. Qualifying widow with dependent child must list the year the 
spouse died by block 5. 

XI. DEPENDENTS (I.R.C. § 151, FORM 1040, LINES 6a-d). 

A. Although the exemption for dependents has been suspended by the Tax Cuts and 
Jobs Act (see above), the definition of a dependent may impact the individual’s 
requirement to file a tax return or the taxpayer’s filing status. 

1. A dependent must have a social security number.  I.R.C. § 151(e). 

2. Adoption Taxpayer Identification Numbers (ATINs). 

a. The Austin Service Center of the IRS is the sole processing site 
for ATINs. 

b. Taxpayers in the process of adopting a child and who meet the 
criteria for claiming dependent status (discussed below) but are 
unable to apply for a social security number (SSN) for the child 
pending adoption can apply for an ATIN. 

c. ATINs are issued for domestic adoptions only.  Taxpayers 
involved in adopting a foreign child must apply for an ITIN 
(Individual Taxpayer Identification Number). 

d. Earned Income Tax Credit (EITC) is not allowed without a valid 
SSN.  Therefore, EITC cannot be claimed while an ATIN is used 
on the return.  After the adoption is final and the parents have a 
SSN for the child, they can amend the tax return to claim the EITC 
(if eligible). 

e. Form W-7A is used by taxpayers to apply for ATINs. 
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3. Dependent Defined.  I.R.C. § 152. 

a. A Qualifying Child or a Qualifying Relative 

b. A Qualifying Child meets the following tests:  

(1) Relationship: 

(a) Son, daughter, stepson, stepdaughter or a 
descendant of such child, or 

(b) A brother, sister, stepbrother, stepsister or a 
descendant of such relative. 

(2) Age: 

(a) Child must not have attained the age of 19 by the 
end of the calendar year, or 

(b) Must be a student (attending on a full-time basis for 
at least 5 calendar months in a year at a qualified 
educational institution or qualified on-farm training 
program (I.R.C. § 152(c)(3) and (f)(2)), who has not 
attained the age of 24, or 

(c) Unless the child is totally and permanently disabled.  

(3) Citizenship/Residence:  Must be either a citizen or national 
of the United States.  I.R.C. § 152(b)(3). 

(4) Principal Place of Abode:  The child must have the same 
principal place of abode of the taxpayer for more than one- 
half of the year.  I.R.C. § 152(c)(1)(B). 

(5) Support:  The child must not provide more than one-half of 
his or her own support.  I.R.C. § 152(c)(1)(D). 
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c. A Qualifying Relative meets the following tests: 

(1) Relationship: 

(a) Son, daughter, stepson, stepdaughter or a 
descendant of such child; 

(b) Brother, sister, stepbrother or stepsister;  

(c) Father, mother or ancestor of either (i.e., 
grandmother or grandfather); 

(d) Stepfather or stepmother; 

(e) Son or daughter of a brother or sister of the taxpayer 
(i.e., nieces or nephews); 

(f) Brother or sister of the father or mother of the 
taxpayer (i.e., aunts or uncles); 

(g) Son-in-law, daughter-in-law, father-in-law, mother- 
in-law, brother-in-law, or sister-in-law; or 

(h) An individual who for the year has the same 
principal place of abode as the taxpayer and is a 
member of the taxpayer’s household.  I.R.C. 
§ 152(d)(2). 

(2) Gross Income:  Individual must have less than $4,150 gross 
income for the 2018 calendar year. 

(3) Support:  The taxpayer must have furnished over half of the 
dependent’s total support for that calendar year (exceptions 
for multiple support agreements and children of 
divorced/separated parents). 
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(4) Citizenship/Residency:  Must be a citizen or national of the 
United States. 

(5) Dependency:  Must not be a qualifying child of the 
taxpayer or of any other taxpayer. 

B. Under certain circumstances, a foster parent may be able to claim a foster child as 
a dependent despite receiving payments from a tax-exempt child placing agency 
or a state or one of its political subdivisions. 

1. A foster child of a taxpayer shall be treated as a natural child of a taxpayer 
if the foster child meets the requirement that for the entire taxable year the 
foster child has the taxpayer’s home as his principal place of abode and is 
a member of the taxpayer’s household. 

2. The receipt of foster care payments is relevant to whether the foster parent 
provides over one-half of the child’s support.  The payment in itself does 
not preclude a foster parent from claiming a dependency exemption for the 
foster child. 

3. In calculating the support test, payments that the foster parent receives 
from a tax-exempt agency would count as the foster child’s total support, 
but not count as support supplied by the foster parent.  Therefore, if the 
foster parent provides over one-half of the foster child’s total support, then 
the foster parent meets the support test. 

4. See IRS Legal Memorandum, dated March 22, 1999 from George Blaine, 
Chief, Branch 1, Subject:  Dependency Exemption for Foster Child, for 
Sandra West, Quality Assurance Coordinator, Richmond, a copy of which 
can be found at Tax Notes Today, 1999 TNT 94-27, Doc 1999-17644 
(May 17, 1999). 

C. Exemptions for Children of Divorced or Separated Taxpayers.  I.R.C. § 152(e). 

1. General Rule. 

a. The custodial parent is generally entitled to the exemption. 
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b. Custody is usually determined by the most recent decree of divorce 
or separate maintenance.  If there is no decree, then it is 
determined pursuant to a separation agreement. 

c. If neither a decree nor an agreement establishes custody, then the 
parent who had physical custody of the child for the greater part of 
the year is considered the custodial parent. 

(1) Under this special rule the parent who had custody of the 
child for the greater part of the year, the “custodial parent,” 
is generally treated as the parent who provided more than 
half the child’s support. 

(2) Focus on counting number of days of custody and not on 
amount of support provided. 

d. The identity of the custodial parent is not always clear, particularly 
where the divorce instrument provides that the divorced parents 
have shared 50-50 physical custody of the child. 

e. Practice Note:  If a settlement agreement will provide for 50-50 
shared custody and for alternating dependency exemption and 
dependent care credit between the parents from year to year, the 
agreement should identify which parent is the custodial parent for 
tax purposes. 

2. Basic Requirements.  I.R.C. § 152(e). 

a. Child must receive over half of total support from both parents.  

b. Parents must be divorced or separated pursuant to written 
agreement or decree, or have lived apart for last six months of 
calendar year. 

c. Child must be in custody of one of the parents for more than one-
half of the year (see Rownd v. Comm’r, T.C. Memo. 1994-465, 
68 T.C.M. (CCH) 738 (1994) (After child reaches majority, regular 
5-part dependency test “reapplies,” especially where one parent 
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provides college financial support; dependency exemption then 
goes according to normal rules)). 

3. Exceptions to General Rule.  I.R.C. § 152(e)(2). 

a. Custodial parent waives right to claim the exemption on 
Form 8332. 

(1) The form allows a waiver for that tax year, for a series of 
tax years, or permanently.   

(2) Noncustodial parent must attach Form 8332 waiver to his 
or her return each year. 

(a) For post-1984 and pre-2009 decrees, the IRS 
accepts the filing of those portions of the decree 
containing information comparable to that on 
Form 8332. 

(3) A custodial parent may revoke a prior waiver using Part III 
of Form 8332.  The revocation is effective for the year after 
the form is provided to the noncustodial spouse who had 
been claiming the exemption. 

(4) The Tax Court upheld the IRS in disallowing a 
noncustodial parent’s claimed dependency exemption 
where he merely attached to his return a letter signed by his 
former wife which tracked the language of the divorce 
decree providing that the husband would be entitled to 
claim the children as dependents and that the wife would be 
required to sign any documents necessary to enable the 
husband to do so.  The letter failed to state that the wife 
would not claim the children as dependents and lacked the 
other specific items of information required by the Code, 
Regulations, and Form 8332.  White v. Comm’r, T.C. 
Memo 1996-438, 1996 Tax Ct. Memo LEXIS 455. 

(5) Under a divorce decree, the wife had sole custody of 
children, but the husband was permitted to claim the 
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children on his tax return as exemptions.  The husband 
claimed the children on his tax return, but did not attach a 
copy of Form 8332.  Instead the husband attached a copy of 
a portion of the divorce decree to the return.  The IRS 
disallowed the claimed dependency exemption by the 
husband.  The wife did not claim the children on her return, 
but several years later contended she is entitled to the 
exemptions.  The Tax Court held the husband was not 
entitled to claim the child as dependency exemptions 
because he failed to satisfy the requirement that the 
noncustodial parent attach a declaration signed by the 
custodial parent confirming that she would not claim the 
children.  The Tax Court held the custodial parent was 
entitled to the exemptions.  Miller v. Comm’r, 114 T.C. 13 
(2000).  

(6) Practice Notes: 

(a) The custodial parent should insist on any releases to 
the exemption being conditional on child support 
payment being current. 

(b) The noncustodial parent should insist on 
unconditional releases to avoid litigation in the 
event the custodial parent refuses to sign a release 
without cause. 

b. A multiple support agreement.  I.R.C. § 152(c); IRS Form 2120, 
Multiple Support Declaration. 

(1) If two or more people together pay over half of the support 
of a child or other individual, but no one person alone pays 
more than half, one of the payors may be treated as having 
provided over half the support and may claim the supportee 
as a dependent if: 

(a) The taxpayer paid over 10% of the total support;  
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(b) If not for the support test, the taxpayer could claim 
the dependency exemption with respect to the 
supportee; and 

(c) The claimant attaches to his or her tax return an IRS 
Form 2120 signed by every other person who meets 
the previous two requirements. 

(2) Form 2120 indicates that the person who signs it will not 
claim the dependency exemption for that year. 

c. The noncustodial parent is entitled to claim the child pursuant to a 
pre-1985 decree or agreement and provides over $600 support for 
the child.  I.R.C. § 152(e)(4). 

D. Significance of Claiming Dependent. 

1. Either parent may claim a deduction for medical expenses paid for a child 
regardless of who claims the child as a dependency exemption.  I.R.C. 
§§ 213(d)(5) and 152(e)(6). 

2. Custodial parent waiving claim may also claim earned income credit.  
I.R.C. § 32. 

3. Only the custodial parent may claim dependent credit even if the right to 
claim the child as a dependent is waived.  I.R.C. § 21. 

a. The Code section does not allow the custodial parent to release the 
dependent credit to the noncustodial parent. 

b. Divorced or legally separated parents who seek to claim the 
dependent care credit for an under-13-year-old child must meet the 
custody test (that is where the child receives more than half of his 
support during the year from his parents and is in custody of one or 
both of the parents for more than half of the calendar year).  That 
parent need not be able to claim the child as a dependent and may 
even have released the dependency exemption to the other parent. 
I.R.C. § 21(e)(5). 
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4. Child tax credit.  I.R.C. § 24. 

a. Amount:  The amount per child (under 17) is $2,000 beginning 
with tax year 2018.  TCJA, § 11022. 

b. Eligibility for the child tax credit phases out $50 for every $1,000 
that adjusted gross income exceeds the following thresholds for 
modified adjusted gross income: 

(1) $400,000 for married filing jointly, 

(2) $200,000 for married filing separately, and 

(3) $200,000 for single filers. 

c. Modified Adjusted Gross Income is AGI determined without 
regard to the exclusions for foreign earned income, foreign housing 
expenses. 

d. The parent who is “allowed a deduction” with respect to such child 
will be entitled to the credit.  But must be allowed to claim a child 
as a dependent to take child tax credit.  I.R.C. § 24(c)(1)(A). 

(1) To claim the child tax credit, the parent must claim the 
child as a dependency exemption. The parent claiming the 
child tax credit must list the child as a dependency 
exemption on the tax form and include the qualifying 
child’s name and social security number. 

(2) If the custodial parent waives the dependency exemption, 
the noncustodial parent gets both the exemption and the 
child tax credit. 
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5. American Opportunity and Lifetime Learning Credits.  I.R.C. § 25A; 
Pub. 17, ch. 35; Pub. 970. 

a. The Protecting Americans from Tax Hikes Act (PATH), div. Q, 
Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, 
129 Stat. 3040 (2015), made the American Opportunity Tax Credit 
permanent, replacing the Hope Scholarship Credit.  The American 
Opportunity Credit cannot be taken for more than four years for 
the same student (see Form 8863), including any Hope Scholarship 
Credit years.  (See Pub. 970, ch. 2). 

b. The American Opportunity Credit is the sum of 100% of the first 
$2,000 of qualified tuition and related expenses, plus 25% of the 
next $2,000 of qualified tuition and related expenses, for a 
maximum credit of $2,500 per eligible student per year. 

(1) The Hope Scholarship Credit allowed credit for 100% of 
first $2,000 of qualified education expenses, plus 25% of 
expenses over $2,000 up to $4,000.  The maximum 
available credit was $2,500.  The credit applied only during 
the first two years of an eligible student’s post-secondary 
education. 

c. The Lifetime Learning Credit allows credit for 20% of the amount 
of qualifying education expenses up to $10,000.  The maximum 
potential credit is therefore $2,000.  This credit is available for all 
years of post-secondary education and for courses to acquire or 
improve job skills.  It remains available for an unlimited number of 
years. 

d. The American Opportunity Credit phases out ratably for taxpayers 
with modified AGI between $80,000 and $90,000 ($160,000 and 
$180,000 for joint filers), and it is not indexed for inflation. 

e. The Lifetime Learning Credit phases out ratably for taxpayers with 
modified AGI (MAGI) between $57,000 and $67,000 ($114,000 
and $134,000 for a joint return).  Rev. Proc. 2017-58. 
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f. Must be allowed to claim a dependency exemption for a child to 
take the American Opportunity or Lifetime Learning Scholarship 
credits.  I.R.C. § 25A(f)(1)(A)(iii). 

g. If a child who is claimed as a dependent by another taxpayer incurs 
qualified tuition and related expenses, then the taxpayer, not the 
child, is deemed to have paid such expense for purposes of both 
the American Opportunity and Lifetime Learning Credits. 

h. Married taxpayers incurring qualified expenses must file a joint 
income tax return in order to claim the educational tax credits.  No 
credit under I.R.C. §25A is allowed for married taxpayers filing 
separate returns.  I.R.C. § 25A(g)(6). 

i. The taxpayer must include the student’s name and social security 
number on his or her return. 

6. Planning Strategies for Claiming Dependents. 

a. Which spouse will claim the dependent and therefore be allowed 
the child tax credit and / or educational credits? 

b. Analyze the comparative tax savings of credits or other benefits 
per child. 

c. The credit is subject to a phase-out.  I.R.C. § 24(b). 

d. Many custody arrangements today are for shared or joint custody 
of the child where each parent has physical custody for 50% of the 
time.  This situation should be addressed in the divorce instrument 
by stating who is or how the custodial parent will be determined on 
a year-to-year basis. 

e. If the support test in the case of a child of divorced parents applies 
(I.R.C. § 152(e)), then parents can decide between themselves who 
will take the dependency exemption with respect to their child. 
While neither the Code nor the Regulations expressly say so, 
presumably the transfer of the deduction can be made on an ad hoc 
basis each and every year. Where the custodial and noncustodial 
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parents are in different income tax brackets, the deduction is more 
valuable to the higher bracket parent. 

f. On a joint return, the married couple can claim exemptions for all 
persons who are dependents of either or both spouses.  On a 
separate return, a spouse can claim exemptions only for his or her 
own dependents. 

g. If a husband and wife in a community property state file separate 
returns, then they can divide the total of their exemptions for 
dependents between them, but they cannot divide between them 
any exemption for any one dependent. 

E. Reporting dependents to the IRS. 

1. Form preparation points to remember: 

a. On line 6c the taxpayer must specifically list each dependent to 
include: 

(1) The first and last name. 

(2) Each dependent’s social security number (I.R.C. § 151(e)).  

(3) The dependent’s relationship to the taxpayer. 

(4) A check to indicate if the taxpayer is the child to qualify for 
the child tax credit. 

b. On line 6d, add the total number of dependents being claimed 
(including spouse and self).  

2. Multiply the total number of dependents claimed on line 6d times $4,050 
and place the total amount on line 42 (page 2 of Form 1040). 

XII. CONCLUSION. 
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II. INTRODUCTION. 

Extract of Page 2, Draft 2018 IRS Form 1040 (Aug. 13, 2018) 

 

 

III. GROSS INCOME. 

A. General Principles. 

1. Income includes “all income from whatever source derived.”  I.R.C. § 61. 

2. The person who earns income and is entitled to receive it cannot avoid tax by 
assigning it to another. 

a. Income received for personal services is taxable to the person who earns 
it, even though he assigns it to another. 

(1) This result is the same when the assignment is for income to be 
earned (Lucas v. Earl, 281 U.S. 111, 50 S. Ct. 241 (1930)), or 
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(2) When the assignment is the right to income already earned for past 
services (Helvering v. Eubank, 311 U.S. 122 (1940). 

(3) The same rule has been applied to other forms of the right to 
receive income, such as royalties (Littell v. Comm’r, 154 F.2d 922 
(2d Cir. 1945)), or an oil interest (Schermerhorn Oil Corp. v. 
Comm’r, 46 B.T.A. (1942)). 

3. Community property will be attributed to the spouse who earned it if the spouses 
file separate returns.  I.R.C. § 66(a); Pub. 555, Community Property. 

4. Income must be reported in year payment is actually received (cash basis, 
calendar year taxpayer.  I.R.C. § 451(a); Treas. Reg. § 1.451-1(a). 

5. A minor’s income is income to him even though received by a parent.  I.R.C. 
§ 73(a).  (Note:  Unearned income of a minor child will be discussed in detail 
later in this outline.) 

6. Foreign income of U.S. taxpayers. 

a. U.S. citizens are generally subject to U.S. tax on all income earned, 
whether their income is derived from sources within or outside the U.S., 
or whether they are living within the U.S. or outside the U.S. while 
earning such income.  Treas. Reg. § 1.1-1(b). 

b. A resident alien’s income is generally taxable in the same way as a U.S. 
citizen.  Treas. Reg. §§ 1.1-1(b), 1.871-1(a).  

B. Gross Income Items. 

1. All compensation for personal services, no matter what form of payment, i.e., 
cash or tangible items, must be included in gross income.  I.R.C. § 61(a)(1); 
Treas. Reg. § 1.61-1(a). 

a. Income items include all forms of compensation for services, including 
wages, salaries, fees, commissions, bonuses, termination pay, and 
severance pay.  Treas. Reg. § 1.61-2(a)(1).  Specifically, for service 
members, the following items are included in gross income (see also 
Appendix A): 
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(1) Basic pay. 

(2) Special pay – sea duty, diving, medical and dental officer pay, 
proficiency pay, hazardous duty pay, imminent danger pay, 
accrued leave payment, foreign duty pay, continuation pay 
(including JAGC Continuation pay), flight duty, and Aviation 
Career Incentive Pay. 

(3) Bonuses – enlistment and reenlistment bonuses, overseas extension 
bonus, separation pay, and student loan repayments. 

(4) Personal money allowances (see Appendix B).  Rev. Rul. 77-350, 
1977-2 C.B. 21. 

(5) Payments received by a retired service member from a school 
district for services as a JROTC instructor are includible in the 
service member’s gross income.  It is irrelevant that the 
Government reimbursed the school district for the full amount of 
the payments.  Tucker v. Comm’r, T.C. Memo 1999-373; 1999 
Tax Ct. Memo LEXIS 428. 

2. Fringe benefits provided to any person in connection with the performance of 
services are treated as compensation.  Treas. Reg. § 1.61-21(a)(3). 

3. Interest.  Form 1040, Schedule B, Part I; I.R.C. § 61(a)(4); Treas. Reg. § 1.61-7; 
Pub. 550, Investment Income and Expenses. 

a. Reported to taxpayer on 1099-INT.  I.R.C. §§ 6049(a)(1), 6049(d). 

b. Interest received or credited to taxpayer’s account is taxable income 
unless it is specifically exempt from tax, e.g., interest on government 
bonds.  I.R.C. § 61; Treas. Reg. § 1.61-7. 

c. Report taxable interest income on Schedule B and page 2 of Form 1040.  
Treas. Reg. §1.6012-1(a)(6). 

d. Tax-exempt interest is listed on Form 1040, page 2.  I.R.C. § 3012(d). 
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e. A cash basis owner of Series EE discount bonds is generally taxed on the 
interest in the year he cashes in the bonds.  The taxpayer does have the 
option of reporting the income and paying taxes on it each year rather than 
waiting.  I.R.C. § 454(c). 

(1) An individual who redeems any qualified U.S. savings bond in a 
year in which qualified higher education expenses are paid may 
exclude from income amounts received under such redemption, 
provided certain requirements are met.  I.R.C. § 135. 

(a) Qualified higher education expenses include tuition and 
fees required for enrollment for either the taxpayer, spouse, 
or any dependent of the taxpayer for whom the taxpayer is 
allowed a dependency exemption.  I.R.C. § 135(c)(2). 

(b) Taxpayers are entitled to the exclusion if the redemption 
proceeds are contributed to a qualified tuition program. 

(c) The amount that may be excluded is limited when the 
aggregate proceeds exceed the qualified higher education 
expenses paid that year.  I.R.C. § 135(b)(1).  Also, 
qualified educational expenses must be reduced by 
amounts received as qualified scholarships.  (I.R.C. 
§ 135(d)(1)).  The amount must be further reduced by 
expenses taken into account for the educational tax credits 
(American Opportunity and Lifetime Learning Credits).  
I.R.C. § 25A. 

(d) The exclusion is subject to phaseout in years in which the 
bonds are cashed and the tuition is paid.  For 2018, the 
exclusion phases out for modified adjusted gross income 
over the range $119,550 − $149,500 for joint filers and 
$79,700 − $94,700 for other filers.  I.R.C. § 135(b)(2)(B).  
See Form 8815 and related instructions for further 
information on this exclusion. 

(e) The exclusion is not available to married individuals filing 
a separate return.  I.R.C. § 135(d)(3). 

(f) The amount of excludable savings bond interest is 
determined by using Form 8815, and Schedule B. 
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4. Dividends.  Form 1040, Schedule B, Part II; I.R.C. § 61(a)(7); Treas. Reg. 
§ 1.61-9; Pub. 550, Investment Income and Expenses. 

a. Reported to taxpayer on 1099-DIV.  I.R.C. § 6042(a), Treas. Reg. 
§ 1.6042-2(a)(1). 

(1) Total Ordinary Dividends are reported in Box 1a. 

(2) Qualified dividends are reported on Box 1b. 

b. Dividends are fully includible in gross income.  I.R.C. § 301(c)(1). 

c. Dividend means any distribution of money or property made by a 
corporation to its shareholders out of its earnings and profits.  I.R.C. 
§ 316(a); Treas. Reg. § 1.316-1. 

d. How Dividends Are Taxed to Shareholders 

(1) Dividends received before 2003 were taxed as ordinary income to 
the shareholder in the year they were actually or constructively 
received. 

(2) Qualified dividends received after 2002 are taxed to shareholders 
at the rates that apply to net capital gains (i.e., 0%, 15%, 20%) if 
they constitute “qualified dividend income” paid to noncorporate 
shareholders (I.R.C § 1(h)(11)); otherwise, they are taxed at 
ordinary income rates to the extent the distributing corporation has 
earnings and profits.  I.R.C. § 301(c)(1). 

(3) The part of a distribution in excess of earnings and profits is 
treated as a tax-free return of capital and is applied against 
(reduces) the shareholder’s basis in the stock.  I.R.C. § 301(c)(2). 

(4) Any remaining excess (once basis is reduced to zero) is treated as 
payment for the stock, i.e., as capital gain if the stock is a capital 
asset in the shareholder’s hands.  I.R.C. § 301(c)(3). 

e. Types of dividends.  I.R.C. § 301(a)-(b). 
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(1) Ordinary dividends.  Domestic corporations, cooperatives, 
insurance companies, real estate investment trusts, and loan 
associations pay these on capital stock.  I.R.C. §§ 316, 317, 318. 

(2) Qualified dividend income. 

(a) For dividends received after 2002, qualified dividend 
income is dividend income received from domestic 
corporations and qualified foreign corporations (U.S. 
possession corporations and corporations eligible for 
benefits of a comprehensive income tax treaty with the U.S. 
that includes an exchange of information program, but not 
foreign personal holding companies, foreign investment 
companies, or passive foreign investment companies.) 
I.R.C § 1(h)(11)(B)(i). 

(b) Dividends paid by other foreign corporations also are 
qualified if paid on stock or American Depositary Receipts 
(ADRs) readily tradable on an established U.S. securities 
market.  I.R.C. § 1(h)(11)(C). 

(c) Qualified dividend income does not include the following: 
(NOTE:  Some of these dividends may be reported in 
Box 1b of Form 1099-DIV.) 

(i) Dividends paid on stock unless the stock has been 
held for more than 61 days during the 121-day 
period beginning 60 days before the ex- dividend 
date (more than 91 days during the 181-day period 
beginning 90 days before the ex-dividend date for 
preferred stock dividends attributable to a period of 
more than 366 days).  I.R.C. §1(h)(11)(B)(iii)(I).  
See Examples 1-2. 

(ii) Dividends on stock to the extent that the taxpayer is 
under an obligation to make related payments with 
respect to positions in substantially similar or 
related property.  I.R.C. § 1(h)(11)(B)(iii)(II). 

Example 2. Assume the same facts as in 
Example 1 except that you bought the 
stock on July 5, 2016 (the day before the 
ex- dividend date), and you sold the stock 
on September 6, 2016. You held the 
stock for 63 days (from July 6, 2016, 
through September 6, 2016). The $500 
of qualified dividends shown in Form 
1099-DIV, box 1b, are all qualified 
dividends because you held the stock for 
61 days of the 121-day period (from 
July  , 2016, through September 4, 2016). 
(See the Form 1040 Instructions) 

Example 1. You bought 5,000 shares of 
XYZ Corp. common stock on June 28, 
2016. XYZ Corp. paid a cash dividend 
of 10 cents per share. The ex-dividend 
date was July 6, 2016. Your Form 1099-
DIV from XYZ Corp. shows $500 in box 
1a (ordinary dividends) and in box 1b 
(qualified dividends). However, you sold 
the 5,000 shares on August 1, 2016. You 
held your shares of XYZ Corp. for only 
34 days of the 121-day period (from 
June 29, 2016, through August 1, 2016). 
The 121-day period began on May 7, 
2016 (60 days before the ex-dividend 
date), and ended on September 4, 2016. 
You have no qualified dividends from 
XYZ Corp. because you held the XYZ 
stock for less than 61 days.  (See the 
Form 1040 Instructions) 
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(iii) Any amount that the taxpayer elects to treat as 
investment income to support an investment interest 
deduction.  I.R.C § 1(h)(11)(D)(i). 

(iv) Dividends from corporations that for the 
distribution year or the preceding year are exempt 
from tax under I.R.C. § 501 (tax exempt 
organizations) or I.R.C. § 521 (exempt farmers’ 
cooperatives).  I.R.C. § 1(h)(11)(B)(ii)(I). 

(v) Dividends deductible under I.R.C. § 591 by mutual 
savings banks.  I.R.C. § 1(h)(11)(B)(ii)(II). 

(vi) Dividends paid on employer securities owned by an 
employee stock ownership plan (ESOP), which are 
deductible under I.R.C. § 404(k).  I.R.C. 
§ 1(h)(11)(B)(ii)(III). 

(d) Qualified dividend income does not include payments in 
lieu of dividends (typically made to owners of stock that 
has been lent in connection with a short sale), but only if 
the taxpayer knows, or has reason to know, that the 
payments are not qualified dividend payments. 

(e) If an individual receives extraordinary dividends (within 
the meaning of I.R.C § 1059(c)) that are qualified dividend 
income, any loss on the dividend-paying stock is a long-
term capital loss to the extent of the extraordinary 
dividends.  I.R.C. § 1(h)(11)(D)(ii). 

(3) Noncash and other dividends.  A distribution of property or a sale 
of property for less than its fair market value by a corporation to a 
shareholder may be a taxable dividend.  I.R.C. §§ 316, 317, 318. 

(4) Insurance policy dividends.  Dividends paid on a life insurance 
policy are usually not taxable.  They are rebates of premiums paid. 
I.R.C. §§ 72(e)(2)(B) & (e)(3)(B). 

(5) Reporting Dividends. 
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(a) Enter your total ordinary dividends on Form 1040, page 2.  
This amount should be shown in box 1a of your Form(s) 
1099-DIV. 

(b) Complete Schedule B, Parts II and III if ordinary dividends 
exceed $1,500. 

(c) Enter your total qualified dividends on Form 1040, page 2. 
Qualified dividends are eligible for a lower tax rate than 
other ordinary income.  Be sure you use the Qualified 
Dividends and Capital Gain Tax Worksheet or the 
Schedule D Tax Worksheet, whichever applies, to figure 
your tax. 

5. Taxable refunds of state and local income taxes. 

a. Reported to taxpayer on 1099-G.  Refunds of state and local income tax 
must be reported by the state or local tax authority/payor on Form 1099-G. 
I.R.C. § 6050E; Treas. Reg. § 1.6050E-1. 

b. Income tax refunded to a taxpayer is taxable to the extent the taxpayer 
received some benefit from claiming it as an itemized deduction on 
Schedule A of the federal tax return for the previous year.  This is 
commonly known as the Tax Benefit Rule (I.R.C. § 111): 

(1) This “tax benefit rule” applies to recoveries of both itemized 
deductions (i.e., taxes, medical expenses and other items 
deductible on Form 1040) and non-itemized deductions (e.g., bad 
debts). 

(2) The taxable amount is limited to the itemized deduction amount 
that reduced the tax in the earlier year.  A taxpayer who recovers 
an amount that he deducted in an earlier year as an itemized 
deduction is taxed on the lesser of the amount recovered, or the 
amount deducted on Schedule A. 

(3) A taxpayer who wasn’t required to itemize deductions in the 
earlier year is taxed on the lesser of his itemized deduction 
recoveries or the amount by which his itemized deductions 
exceeded the standard deduction. 
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In 2017, LTC and Mrs. Greenback received a $500 state income tax refund. The Greenbacks 
itemized their deductions on their federal return (Schedule A) in 2016 and claimed a state 
income tax deduction.  If their 2016 itemized deductions exceeded their standard deduction 
by $500 or more, then the entire $500 is included in their gross income in 2017. 

 
6. The tax law commonly known as the Tax Cuts and Jobs Act (“TCJA”) 

significantly changed the tax treatment of alimony for decrees of divorce 
executed after 31 December 2018, or those agreements modified after that date 
that make the new tax provision applicable.  An Act to provide for reconciliation 
pursuant to titles II and V of the concurrent resolution on the budget for fiscal 
year 2018, Pub. L. No. 115-97, 131 Stat. 2054, § 11051 (Dec. 22, 2017).  The 
new law applies for tax years 2018 through 2025.  For decrees after 31 December 
2018, instead of the tax treatment discussed below in 6.a. below, the payor spouse 
does not deduct the payment, and the recipient spouse does not report the 
payment as income (similar to payments for child support). 

a. Alimony received for divorce agreements before 31 December 2018.  
I.R.C. §§ 71, 61(a)(8), 62(a)(10), 215; Temp. Treas. Reg. § 1.71-1T; Pub. 
504, Divorced or Separated Individuals. 

(1) Certain payments, received as alimony or separate maintenance, 
are included in the recipient’s gross income.  I.R.C. § 71; Temp. 
Treas. Reg. § 1.71-1T. 

(2) The payer may deduct from gross income those amounts paid as 
alimony or separate maintenance during such individual’s tax year.  
I.R.C. §§ 62(a)(10), 215. 

(3) These rules do not apply if the spouses file a joint return with each 
other.  I.R.C. § 71(e). 

b. Definition of alimony.  The law defines an alimony (or separate 
maintenance) payment as any payment received by on or behalf of the 
payee spouse that meets the six conditions contained in I.R.C. § 71 and 
Temp. Treas. Reg. § 1.71-1T, Q&A 2.  These conditions are: 

(1) Payments must be in cash.  I.R.C. § 71(b)(1), Temp. Treas. Reg. 
§ 1.71-1T, Q&A 5-7. 
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(2) The divorce or separation instrument does not designate payments 
as nondeductible by the payor or excluded from the payee’s 
income.  I.R.C. § 71(b)(1)(B), Temp. Treas. Reg. § 1.71-1T, 
Q&A 8. 

(3) The parties must reside in separate households.  I.R.C. 
§ 71(b)(1)(C); Temp. Treas. Reg. § 1.71-1T, Q&A 9. 

(4) The payor spouse cannot be liable for payments after the death of 
the payee spouse.  I.R.C. § 71(b)(1)(D); Temp. Treas. Reg. §1.71-
1T, Q&A 10-14. 

(5) Payments cannot be treated as child support.  I.R.C. § 71(c); 
Temp. Treas. Reg. § 1.71-1T, Q&A 15-18. 

(6) Payments cannot violate the excess front-loading rules.  I.R.C. 
§ 71(f). See also Temp. Treas. Reg. § 1.71-1T, Q&A 19-25. 

(7) In addition, to qualify for alimony, the parties must file separate 
returns.  I.R.C. § 71(e). 

7. Business Income (or loss).  Form 1040, Schedule C; I.R.C. § 61(a)(2); Pub. 334, 
Tax Guide for Small Business. 

a. Profit or loss from business or profession must be reported on Schedule C. 

b. Generally, only individuals who carry on a “trade or business” as 
proprietors or partners, or who render services as independent contractors, 
are self-employed and have self-employment income (see also IRS Form 
1040, Schedule SE).  These taxpayers may have income reported on a 
1099-MISC, which will be used to prepare Schedule C. 

c. For a business (or self-employment), gross income is usually the same as 
gross receipts, not gross profits.  Gross profits are the total receipts from 
sales minus the cost of goods sold.  I.R.C. § 61(a)(2). 

d. Examples likely to be encountered:  distributors of Amway, Avon, 
Tastefully Simple, etc.; dependent day care in home; child care providers; 
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tutors; music teachers; musicians; private duty nurses; consultants; 
writers; and cleaning services. 

e. Generally, Military Tax Assistance Programs do not prepare tax returns 
involving business income.  However, a special exception is allowed for 
Family Child Care Providers.  AR 27-3, para. 3-6i (see Chapter O).  In 
addition, if the taxpayer brings a completed Schedule C, then it is 
permissible for the Military Tax Assistance Program to perform the 
ministerial act of entering the Schedule C data into the taxpayer’s tax 
return. 

f. Taxpayers with business income may have to pay self-employment tax 
(Social Security tax).  Discussed later in Chapter K (Other Taxes). 

8. Capital gains or losses.  Form 1040, Schedule D; I.R.C. §§ 1(h) & 61(a)(3); Pub. 
544, Sales and Dispositions of Assets. 

a. Capital gains may be reported to taxpayer on a 1099-B, 1099-DIV, or 
1099-S (Real Estate).  Capital gains relating to sale of shares of stocks or 
mutual funds will be covered in detail in the class/outline at Chapter H, 
Tax Aspects of Stocks and Mutual Funds. 

b. A capital gain or loss results from a sale or exchange of a capital asset 
I.R.C. § 1201, et seq. 

c. Capital asset defined.  I.R.C. § 1221. 

(1) Defined as any asset held whether connected with a trade or 
business except: 

(a) Inventory held in the ordinary course of business.  I.R.C. 
§ 1221(a)(1). 

(b) Depreciable property used in trade or business.  I.R.C. 
§ 1221(a)(2). 

(c) Property held primarily for sale to customers in ordinary 
course of business.  I.R.C. § 1221(a)(1). 
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(d) Copyrights, literary or musical compositions, 
memorandums.  I.R.C. § 1221(a)(3). 

(e) Accounts receivable acquired in the ordinary course of 
business.  I.R.C. § 1221(a)(4). 

(2) Examples.  Almost everything the taxpayer owns is a capital asset, 
including: 

(a) Investment property (e.g., mutual fund shares, stocks, 
bonds).  I.R.C. § 1221(a). 

(b) Property held for personal use, such as a personal 
residence, jewelry, automobile used for pleasure or 
commuting, coin or stamp collections.  I.R.C. § 1221(a). 

d. Significance of capital asset classification. 

(1) The tax treatment of capital gains and losses depends on whether 
the gains and losses are long-term or short-term and on whether 
the taxpayer is a corporation or not. 

(a) For noncorporate taxpayers, the maximum tax rate on net 
long-term capital gains is lower than the top rate on 
ordinary income.  

(b) The maximum tax rate on long-term capital gains depends 
on the type of capital asset sold and the taxpayer’s marginal 
tax rate (the top rate of tax on the person’s ordinary 
income). 

(c) The long-term capital gains of corporations are taxed at 
ordinary income tax rates and do not have a preferred tax 
rate.  Similarly, short-term gains of corporations and of 
noncorporate taxpayers are taxed at the same rates as their 
ordinary income.  The deduction for capital losses is 
limited, but unused capital losses may be carried over to 
the next tax year. 
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(2) Net Capital Gains and Losses.  Short-term capital gains and losses 
are netted, long-term capital gains and losses are netted, and then 
the net long- and net short-term gains are netted with each other.  
Further netting may be required if the taxpayer has capital losses 
as well as long-term capital gain subject to differing maximum 
rates of tax. 

(a) Definitions: 

(i) Short-term capital gain.  The term “short-term 
capital gain” means gain from the sale or exchange 
of a capital asset held for one (1) year or less, if and 
to the extent such gain is taken into account in 
computing gross income.  I.R.C. § 1222(1). 

(ii) Short-term capital loss.  The term “short-term 
capital loss” means loss from the sale or exchange 
of a capital asset held for one (1) year or less, if and 
to the extent that such loss is taken into account in 
computing taxable income.  I.R.C. § 1222(1). 

(iii) Long-term capital gain.  The term “long-term 
capital gain” means gain from the sale or exchange 
of a capital asset held for more than one (1) year, if 
and to the extent such gain is taken into account in 
computing gross income.  I.R.C. § 1222(3). 

(iv) Long-term capital loss.  The term “long-term capital 
loss” means loss from the sale or exchange of a 
capital asset held for more than one (1) year, if and 
to the extent that such loss is taken into account in 
computing taxable income.  I.R.C. § 1222(4). 

(b) Netting: 

(i) Short Term Gains and Losses are netted: 

(A) Short-term capital losses (including short-
term capital loss carryovers) are netted 
against, or reduce, the total short-term 
capital gains, if any.  The result is your net 
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short-term capital gain or loss.  Net short-term 
capital gains are taxable at ordinary income 
tax rates. 

(B) A net short-term capital loss is used to 
reduce any net long-term capital gains from 
the 28% tax group, then to reduce any net 
long-term gains from the 25% tax group, 
then to reduce any net long-term gains from 
the 20% tax group, and finally to reduce net 
long-term gains from the 15% group. 

(ii) Long-Term Gains and Losses are netted: 

 
(A) Long-term capital gains and losses are 

similarly netted. Long-term capital gains 
and losses are first netted by category:  

• Net section 1231 gain from Part I, 
Form 4797, after any adjustment for 
nonrecaptured section 1231 losses from 
prior tax years. 

• Capital gain distributions from mutual 
funds and real estate investment trusts. 

• Your share of long-term capital gains 
or losses from partnerships, S 
corporations, and fiduciaries. 

• Any long-term capital loss carryover 

A net long-term capital loss from the 28% 
group (including long-term capital loss 
carryovers) is applied first to reduce any 
long-term gains from the 25% tax group, 
then to reduce any long-term gains from the 
20% tax group, and then to reduce net long-
term gains from the 15% group. 

(B) A net loss from the 15% group is applied 
first to reduce net gain from the 28% group, 
then to reduce gain from the 25% group. 
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(iii) Long- and short-term capital gains/losses are netted 
with each other.  Any resulting net capital gain that 
is attributable to a particular rate group is taxed at 
that group’s marginal tax rate.  I.R.S. Notice 97-59, 
1997-2 C.B. 309.  If the result is a net capital loss, 
the difference is deductible. But there are limits on 
how much of the loss can be deducted and when it 
can be deducted. 

(3) Maximum capital gains tax rate.  I.R.C. § 1(h) and (j)(5).  The 
TCJA changed the operation of favorable gain rates for years 2018 
through 2025.  The rates remain 0%, 15%, and 20%, but the rates 
apply at brackets that operate independently of the taxpayer’s 
marginal rate.  TCJA, § 11001.  Special rates of 25% for 
unrecaptured Section 1250 gain and 28% for collectibles (see 
below) still apply.  The new brackets and rates, which will be 
indexed for inflation after 2018, are as follows: 

 
 

 

 

 

 

(a) Beginning in 2013, the Patient Protection and Affordable 
Care Act imposes an additional 3.8% surtax (net 
investment income tax) on net investment income of 
taxpayers that have modified AGI over $200,000 for Single 
and HOH, $250,000 for Married Filing Joint and Qualified 
Widow(er), and $125,000 for Married Filing Separate. 
Treas. Reg. § 1.1411-2; see generally Treas. Reg. 
§§ 1.1411-1 through § 1.1411-10; IRS Form 8960. 

(b) 25% maximum rate applies to long-term capital gain 
attributable to real estate depreciation (unrecaptured section 
1250 gain).  I.R.C. § 1(h)(1)(E) & (h)(6). 

(c) 28% maximum rate applies to (I.R.C. §1(h)(1)(F)): 

Rate Single / MFS MFJ Head of Household 

0% $0 – $38,600 $0 – $77,200 $0 – $51,700 

15% $38,601 – $425,800 $77,201 – $479,000 $51,701 – $452,400 

20% Over $425,80 Over $479,000 Over $452,400 
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(i) The long-term capital gain from collectibles (as 
defined by I.R.C. § 408(m), but without regard to 
I.R.C. § 408(m)(3) – i.e., works of art, rugs, 
antiques, metals, gems, stamps, coins, and alcoholic 
beverages (I.R.C. § 1(h)(5)-(6)); and 

(ii) I.R.C. § 1202 gain (commonly referred to a 28% 
rate gain) – i.e., the excess of the gain on the sale or 
exchange of qualified small business stock held for 
more than five years that would be excluded from 
gross income under I.R.C. § 1202, but for the 
percentage limitation in I.R.C. § 1202(a), over the 
gain excluded from gross income under I.R.C. 
§ 1202.  (I.R.C. § 1(h)(7)). 

(iii) The gain subject to the 28% maximum rate may be 
offset by net short-term capital losses for the 
taxable year and long-term capital loss carryovers 
from prior taxable years.  (I.R.C. § 1(h)(4)). 

e. Capital gains and losses are reported on Schedule D. 

f. Losses from the sale or exchange of assets held for personal pleasure are 
not deductible unless the loss resulted from a theft or casualty in which 
case they may be deductible as ordinary losses.  I.R.C. § 165(c). 

g. Capital Gains Distributions. 

(1) Paid out of the net long-term capital gains of a corporation.  
Typically come from mutual funds, investment companies, or real 
estate trusts. 

(2) Capital gains distributions are reported to taxpayers on Form 1099-
DIV, and by the taxpayer on Schedule D.  The taxpayer completes 
Schedule D to compute the net long-term capital gains or losses, 
and then computes the back of the schedule to determine the 
maximum capital gains tax. 

(3) If the only amount a taxpayer has to report on a Schedule D is a 
capital gain distribution, as shown in box 2a of the Form 1099-
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DIV, then the taxpayer may be able to report that amount directly 
on Form 1040, page 2. 

(4) Note, however, the taxpayer will still need to complete a 
worksheet to take advantage of lower maximum capital gains rates. 

9. Rents and royalties.  Form 1040, lSchedule E; I.R.C. § 61(a)(5)-(6); Pub. 527, 
Residential Rental Property. 

a. Rental income (or loss) is included in income.  I.R.C. § 61(a)(5); Treas. 
Reg. § 1.61-8. 

b. The owner of the property is entitled to deductions for depreciation, 
mortgage interest, taxes and other expenses of producing income.  
Advance rentals are included in the year received regardless of the year 
covered.  Treas. Reg. § 1.61-8(b).  Also, amounts received by a lessor 
from a lessee for canceling a lease is included in income in the year 
received.  Treas. Reg. § 1.61-8(b). 

c. Royalties are taxable income (I.R.C. § 61(a)(6); Treas. Reg. § 1.61-8(a)).  
Examples:  the payment to the writer of a book or payments to owner of a 
patent. 

d. Rental income (or loss) and Schedule E will be discussed in detail during 
the class/outline on Tax Aspects of Real Property. 

10. IRA distributions.  Form 1040, I.R.C. § 72(e)(5)(D)(iii); Pub. 590, Individual 
Retirement Arrangements. 

a. Trustee notifies taxpayer on 1099-R.  Treas. Reg. § 1.408-7.  

b. Distributions are generally included in gross income from traditional 
IRAs.  I.R.C. § 72(e)(5)(D)(iii). 

c. IRA distributions are discussed in detail at Chapter G, Tax Aspects of 
IRAs. 
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11. Pensions and annuities.  Form 1040, I.R.C. § 61(a)(9) & (11); Pub. 575, Pension 
and Annuity Income. 

a. Generally reported to the taxpayer on Form 1099-R. 

b. Pensions and retirement allowances are generally taxable to the recipient.  
I.R.C. § 61(a)(9); Treas. Reg. § 1.61-11(a).  Armed Forces retirement pay 
based on length of service is taxable.  Review individual state laws 
regarding the taxation of Armed Forces pension and retirement pay as 
some states exclude this income from tax. 

c. Members of the armed forces may be able to exclude certain disability 
pensions.  The following are excludable: 

(1) Payments are provided by the Department of Veterans Affairs are 
excludable.  I.R.C. § 104(a)(4) & (b)(2)(D); 38 U.S.C. § 5301. 

(a) Those eligible are individuals with service-related injuries 
or sickness.  While armed forces retirement pay based on 
length of service is taxable, that pay is excludable to the 
extent it could be received as disability compensation.  See 
also Priv. Ltr. Rul. 2000-07-018 (Nov. 18, 1999). 

(b) If a taxpayer retires from the armed services and at a later 
date is given a retroactive service connected disability 
rating by the VA, and files a waiver for reduction of 
retirement pay in an amount equal to the VA disability 
compensation, the taxpayer does not include in income for 
the retroactive period the part of retirement pay he would 
have been entitled to receive from the VA during that 
period. 

(c) A VA disability determination does not convert a military 
service retirement into a disability pension.  The retiree has 
the burden of proving that pension payments that are 
received for a disability were incurred during active service 
in the military.  Scarce v. Comm’r, 17 T.C. 830, 833 
(1951). 

(d) In some cases, a military retiree applies for disability 
benefits after retirement.  Based upon the percentage 



 

 F-21 Federal Income Tax Law 
  Last Revised: 1/25/2019 

disability determined by the VA, the retiree can elect to 
waive years of service retirement benefits to the extent of 
the VA benefits so that they can receive the VA benefits 
tax-free.  In these cases, DFAS should make a reduction of 
retirement pay by the amount waved to receive the VA 
benefit.  If DFAS makes this reduction properly, then the 
retiree cannot exclude a second amount of retired pay on 
account of the same disability.  Proper reporting by DFAS 
will exclude the VA benefits from the retirement pay on 
Form 1099-R.  Holt v. Comm’r, T.C. Memo. 1999-348, 
1999 Tax. Ct. Memo LEXIS 402 (Oct. 20, 1999). 

(i) In 1996, taxpayer received a 100% disability rating 
that was retroactive to 1988.  The taxpayer 
amended his tax returns and claimed a 
reimbursement of taxes already paid for what he 
claimed should retroactively be considered a tax-
free disability compensation.  The IRS agreed to 
refund taxes and interest for years 1993 to 1995, but 
the claims for 1988 through 1992 were disallowed 
because of the statute of limitations for refunds.  
The Court of Federal Claims held the statute of 
limitations (I.R.C. § 6511) bars the claim, and 
absent congressional action, the court could not 
create an exception to the statute of limitations for 
subsequent revisions to military disability benefits 
by the VA.  Sullivan v. United States, 46 Fed. Cl. 
480 (2000). 

(ii) Section 106 of the Heroes Earnings Assistance and 
Relief Tax Act of 2008 (HEART Act) extends the 
period that a military retiree can get a refund for 
overpaid taxes to five years.  This section applies 
when a retiree receives retired pay that is later 
determined to be tax-free disability compensation.  
However, the statute limits the taxable year starting 
the application to any year after 1 January 2001.  
Pub. L. No. 110-245, 122 Stat. 1624. 

(2) Concurrent Retirement and Disability Program (CRDP):  Ten-year, 
phased elimination of VA disability offset to 20-years-of-
qualifying-service retired pay for members who have at least 50 
percent service-connected disability rated by the VA.  Pub. L. 108-
136, §§ 641-642. 
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(3) Combat-Related Special Compensation (CRSC): Allows for 
concurrent receipt of military retired pay and VA disability pay for 
those with at least 10 percent VA-rated combat-related disabilities.  
Pub. L. No. 108-136, §§ 641-642. 

(4) Non-VA Disability.  Amounts received as a pension, annuity, or 
similar allowance for personal injuries or sickness resulting from 
active service in the armed forces of any country or in the Coast 
and Geodetic Survey or the Public Health Service, or as a 
disability annuity payable under the provisions of section 808 of 
the Foreign Service Act of 1980.  I.R.C. § 104(a)(4). 

(a) However, this shall only apply in certain cases (I.R.C. 
§ 104(b)): 

(i) An individual, who on or before September 24, 
1975, was entitled to receive any amount described 
in subsection pension, annuity, or similar allowance 
for personal injuries or sickness resulting from 
active service in the armed forces.  I.R.C. 
§ 104(b)(4)(A). 

(ii) An individual on September 24, 1975, who was a 
member of any organization (or reserve component 
thereof) the armed forces of any country or in the 
Coast and Geodetic Survey or the Public Health 
Service, as referenced in subsection I.R.C. 
§ 104(a)(4), or was under a binding written 
commitment to become such a member.  I.R.C. 
§ 104(b)(2)(B). 

(iii) An individual who receives a pension, annuity, or 
similar allowance for personal injuries or sickness 
resulting from active service in the armed forces of 
any country or in the Coast and Geodetic Survey or 
the Public Health Service, or as a disability annuity 
payable under the provisions of section 808 of the 
Foreign Service Act of 1980, as described in 
subsection I.R.C. § 104(a)(4) by reason of a 
combat-related injury.  I.R.C. §104(b)(2)(C). 
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(b) For purposes of this subsection, the term “combat-related 
injury” means personal injury or sickness which is 
incurred: 

(i) As a direct result of armed conflict (I.R.C. 
§ 104(b)(3)(A)(i)), 

(ii) While engaged in extra hazardous service (I.R.C. 
§ 104(b)(3)(A)(ii)), or 

(iii) Under conditions simulating war (I.R.C. 
§ 104(b)(3)(A)(iii)), or 

(iv) Which is caused by an instrumentality of war 
(I.R.C. § 104(b)(3)(B)). 

(5) Terrorist or military action.  A taxpayer does not include in income 
disability payments received for injuries incurred as a direct result 
of a terroristic or military action.  I.R.C. §§ 104(a)(5), 692(c)(2); 
see Pub. 3920, Tax Relief for Victims of Terrorist Attacks. 

(a) Terroristic or military action defined: 

(i) Any terroristic activity which a preponderance of 
the evidence indicates was directed against the 
United States or any of its allies (I.R.C. 
§ 692(c)(2)(A)), and 

(ii) Any military action involving the Armed Forces of 
the United States and resulting from violence or 
aggression against the United States or any of its 
allies (or threat thereof).  I.R.C. § 692(c)(2)(B).  

(b) For purposes of the preceding sentence, the term “military 
action” does not include training exercises. 

(c) T-SGLI.  Traumatic Injury Protection payments under the 
Servicemember’s Group Life Insurance are also not taxable 
as income.  I.R.C. § 104(a)(3). 
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d. Special rules exist for taxing “qualified pension plans and employee 
annuities.”  I.R.C. § 72(b); Treas. Reg. § 1.72-4(d). 

(1) If a payment under an annuity or endowment contract is received 
as an annuity payable at regular intervals over a period of more 
than one full year from the starting date, then all or part of it may 
be tax-free.  The part of each annuity payment that represents 
return of investment (premiums paid) is excludable from the 
recipient’s income until the entire investment is recovered.  Excess 
receipts are fully taxable.  I.R.C. § 72(b)(1); Treas. Reg. § 1.72-
4(a). 

(2) The excludable portion is computed by multiplying each payment 
received by an exclusion ratio determined by dividing the 
investment in the contract by the contract’s expected return as of 
the annuity starting date.  I.R.C. § 72(b); Treas. Reg. § 1.72-4(a). 

(3) Once computed, an exclusion ratio is applied to each annuity 
payment received under the contract until the total investment has 
been recovered tax-free.  I.R.C. § 72(b); Treas. Reg. § 1.72-
4(a)(4). 

12. Farm income.  Form 1040, Schedule F; Treas. Reg. § 1.61-4; Pub. 225 Farmer’s 
Tax Guide. 

13. Unemployment compensation is fully taxable.  I.R.C. § 85(a); Pub. 4128, Tax 
Impact of Job Loss.  

a. The taxpayer will receive a Form 1099-G showing the amount of the 
payments.  I.R.C. § 6050). 

b. Report the payments separately from wages on Form 1040. 

14. Social security benefits.  Form 1040; Form SSA-1099; Form SSA-1042S. 

a. A portion of a taxpayer’s social security benefits may be taxable.  I.R.C. 
§ 86. 
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(1) The includible amount is the lesser of one-half of the annual 
benefits received or one-half of the excess of the taxpayer’s 
provisional income over a base amount, at lower provisional 
income levels. 

(2) At higher provisional income levels, up to 85% of the social 
security benefits may be included. 

b. Supplemental security income (SSI) payments are not treated as social 
security benefits that may be partially includible in gross income. 

15. Other Income.  Use the Other Income line item to report any income not reported 
elsewhere. 

a. Prizes and awards are included unless (I.R.C. § 74(a)):  

(1) The prize is given in recognition of a charitable purpose, 

(2) Recipient selected without any action on his part,  

(3) Recipient is not required to render services, and 

(4) Prize or award is transferred to a governmental unit or charity.  
I.R.C. § 170(c)(2); Rev. Proc. 87-54, 1987-41 I.R.B. 37.  

b. Gambling. 

(1) Gain arising from gambling, betting, and lotteries is includible in 
gross income.  I.R.C. § 61(a); Rev. Rul. 83-130, 1983-2 C.B. 148 
(citing Dunnock v. Comm’r, 41 T.C.M. (CCH) 146 (Oct. 1, 1980). 

(2) A deduction of wagering losses is allowed only to the extent of the 
taxpayer’s gains from similar transactions.  I.R.C. § 165(d); Treas. 
Reg. § 1.165-10. 

(3) Losses are “nonbusiness losses” and deductible only if itemized on 
Schedule A, Form 1040.  However, if gambling is conducted as a 
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business, the losses are deductible as a business loss, but only to 
the extent of gains. 

c. Gross income includes income from the discharge of indebtedness (I.R.C. 
§ 61(a)(12)), 

(1) Unless: 

(a) Discharged in Bankruptcy (11 U.S.C. § 32), or 

(b) Discharge results from an agreement among creditors if 
immediately thereafter the taxpayer’s liabilities exceed 
value of assets.  Treas. Reg. § 1.61-12(b). 

(2) A taxpayer should receive a 1099-C indicating the amount of 
income from discharge of indebtedness.  The income will be 
reported as “other income” on Form 1040. 

16. Tax on Unearned Income of Children.  I.R.C. § 1(g); Pub. 929, Tax Rules for 
Children and Dependents. 

a. Children who, at the end of the year, are (i) under 18; (ii) age 18, but 
under 19, and whose earned income is less than half of their support; or 
(iii) under age 24, a full-time student, and whose earned income is less 
than half of their support, may have to pay tax as if part of their unearned 
income (e.g., dividends, interest) had been received by their parents.  In 
2018, in general, the first $2,100 of the child’s unearned income is 
tax-free. 

b. The TCJA significantly changed the reporting of unearned income by 
children for years 2018 through 2025.  This income is no longer 
dependent on the tax situation of the parents, including the parents’ 
marginal rate, nor on the unearned income of any siblings.  Instead, the 
unearned income is subject to tax at the brackets and rates that apply to 
trusts and estates.  TCJA, § 11001. 

(1) The parents may continue to elect to report the income on their 
return in accordance with Form 8814 and its instructions.  Among 
other requirements, the child’s gross income must be less than 
$10,500 for 2018. 
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c. Reporting the income.  The child files IRS Form 8615, Tax for Certain 
Children Who Have Unearned Income. 

IV. ITEMS EXCLUDED FROM GROSS INCOME. 

A. Military Benefits (Appendix A of this outline). 

1. Gross income does not include “qualified military benefits.”  I.R.C. § 134(a). 

a. Defined as any allowance or in-kind benefit received by a member or 
former member of the uniformed services of the U.S., or his dependent, 
and which was excludable from gross income on Sept. 9, 1986, under any 
provision of law or regulation (other than the Internal Revenue Code) in 
effect on that date.  I.R.C. § 134(b)(1). 

b. Under a limitation rule, a qualified military benefit does not include any 
modifications or adjustments of any benefit made after Sept. 9, 1986 (and 
thus the modification or adjustment must be included in gross income), 
unless: 

(1) The modification or adjustment is provided in kind, or 

(2) The adjustment is payable in cash, and the adjustment is: 

(a) Available under a provision of law or regulation as in effect 
on September 9, 1986, and 

(b) Determined by reference to a fluctuation in cost, price, 
currency, or other similar index (e.g., a cost of living 
adjustment).  I.R.C. § 134(b)(2). 

c. Excludable benefits:  veteran’s benefits, medical benefits, professional 
education, group term life insurance, survivor and retirement protection 
plan premiums, subsistence, uniform, housing, overseas cost-of-living, 
evacuation, family separation allowances, death gratuities, interment 
allowances, various travel allowances, tuition assistance and dependent 
benefits.  I.R.C. § 134(b). 
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(1) Dislocation allowances, temporary lodging allowances and 
expenses, move-in housing allowances provided in connection 
with permanent changes of station are excludable from income.  
Treas. Reg. § 1.61-2(b)(2). 

(a) Transportation allowances.  The cost of transporting 
families and dependents paid by the government is not 
includible in gross income for the transfer is in the interest 
of the government and not for the benefit of the service 
member.  Any excess of the allowance or reimbursement 
over the actual expenses incurred for such purposes is 
includible in gross income.  Rev. Rul. 54-429, 1954-2 
C.B. 53. 

(b) Dislocation allowance.  37 U.S.C. § 407. 

(c) Temporary lodging allowance or expense.  37 U.S.C. 
§§ 405, 404a. 

(2) Per Diem.  Members of Armed Forces receiving per diem 
allowances are considered as having accounted to their employer 
for their travel and other business expenses and as such, the 
allowances are not taxable.  I.R.C. § 134; Priv. Ltr. Rul. 59-01-205 
(Jan. 20, 1959). 

(a) However, the per diem or actual expense allowance, the 
monetary allowance in lieu of transportation, and the 
mileage allowance received by members of the Armed 
Forces, National Oceanic and Atmospheric Administration, 
and the Public Health Service, while in a travel status or on 
temporary duty away from their permanent stations, are 
included in their gross income except to the extent 
excluded under the accountable plan provisions of § 1.62-2. 
Treas. Reg. § 1.61-2(b)(3). 

(3) Family separation allowances.  I.R.C. § 134; Rev. Rul. 70-281, 
1970-1 C.B. 16. 

(4) Uniform gratuity or clothing allowance.  I.R.C. § 134; Treas. Reg. 
§ 1.61-2(b)(1). 
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(5) Death gratuity. 

(a) The National Defense Authorization Act for Fiscal 
Year 2006 (“2006 NDAA”), Pub. L. No. 109-163, 
§ 102(a), amended 10 U.S.C. § 1478(a), increasing the 
amount of the death gratuity from $12,420 to $100,000 
regardless of whether the death was in combat or of 
combat-related causes.  Before this change, 
Section 1478(c) was enacted for deaths occurring after 
September 10, 2001, including the increase in death 
gratuity to $100,000 for those who die in combat or of 
combat-related causes.  10 U.S.C. § 1478. 

(i) Any post-Sept. 1986 adjustments to the amount of 
death gratuities payable under the military death 
benefit provisions of the U.S. Code are not subject 
to the limitation rule discussed above, for deaths 
occurring after Sept. 10, 2001.  I.R.C. 
§ 134(b)(3)(C), as amended by 2006 NDAA, 
§ 102(b). 

(ii) Thus, the amount of the death gratuity for the 
eligible survivor of a service member who dies after 
10 September 2001 is $100,000 and the entire 
amount can be excluded from gross income. 

(iii) Note.  On July 1, 2008, 10 U.S.C. § 1477, was 
amended to allow the designation one or more 
persons to receive all or a portion of the amount 
payable under Section 1478. 

2. Exclusion of Compensation of Service Members Received in a Combat Zone 
(CZ) or Qualified Hazardous Duty Area (QHDA) from Gross Income. 

a. Under the CZ/QHDA compensation exclusion tax rules, gross income 
does not include certain CZ/QHDA compensation of members of the 
Armed Forces.  I.R.C. § 112. 

b. Any official presence in a CZ/QHDA during the month will qualify the 
service member for the CZ/QHDA exclusion for the entire month.  
Likewise, if a service member is hospitalized outside of the CZ/QHDA for 
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part of a month as a result of wounds, disease, or injury incurred while 
serving in a CZ/QHDA, he qualifies for the CZ/QHDA exclusion for the 
full month so long as combatant activities remain in the CZ/QHDA.  
Treas. Reg. § 1.112-1(b)(3). 

(1) Enlisted personnel serving in a CZ/QHDA during any part of any 
month may exclude from gross income all compensation received 
for active service for that month.  I.R.C. § 112(a). 

(2) The same compensation exclusion rule applies to commissioned 
officers.  I.R.C. § 112(b). 

(a) However, the amount excludable from income for officers 
is limited to the “maximum enlisted amount.”  I.R.C. 
§ 112(c)(5). 

(b) The term commissioned officer does not include a 
commissioned warrant officer.  I.R.C. § 112(c)(1). 

(c) “Maximum enlisted amount” means the highest rate of 
basic pay for such month to any enlisted member of the 
Armed Forces of the United States at the highest pay grade 
applicable to enlisted members (I.R.C. § 112(c)(5)(A)), 
plus the amount of hostile fire or imminent danger pay 
(I.R.C. § 310) to an officer for the month.  I.R.C. 
§ 112(c)(5)(B). 

c. Student Loan Repayment Made on Behalf of Service Members in a 
CZ/QHDA. 

(1) An issue that arises periodically concerns the taxability of student 
loan repayments made on behalf of service members in a 
CZ/QHDA as part of the Department of Defense Loan Repayment 
Program. 

(2) Generally, a loan repayment under the program is compensation 
for services, but it is excluded as CZ/QHDA compensation for the 
months in the CZ/QHDA.  Letter, Department of the Treasury, 
Internal Revenue Service, Office of Associate Chief Counsel 
(Employee Benefits & Exempt Organizations), to Lieutenant 
Colonel Thomas K. Emswiler, Deputy Chief, Legal Assistance 
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Policy Division, Office of the Judge Advocate General, U.S. Army 
(12 Dec. 1997). 

(3) If a service member serves one or more days in a CZ/QHDA 
during a particular month, and is able to exclude compensation for 
that month as CZ/QHDA compensation, the service member is 
also entitled to exclude 1/12 of the loan repayment corresponding 
to that month’s service. 

d. Separation Payments to Leave the Military Accruing While a Service 
Member is in a CZ/QHDA. 

(1) Compensation earned in a CZ/QHDA does not include pensions 
and retirement pay.  I.R.C. § 112(c)(4). 

(2) Similarly, a separation payment for an agreement to leave military 
service early in lieu of retirement, which accrues while the service 
member is on active duty in a CZ/QHDA, does not constitute 
compensation for active service in a CZ/QHDA, and is not 
excluded from gross income under the CZ/QHDA pay exclusion. 
A separation payment is not a payment for service in a CZ/QHDA, 
is a payment in exchange for an agreement to leave military 
service early and forego any right to pension benefits.  The time 
and place of acceptance of the separation payment are irrelevant to 
this determination.  Waterman v. Comm’r, 179 F.3d 123 (4th Cir. 
1999). 

e. Redux Payment of $30,000 while in a CZ/QHDA. 

(1) The $30,000 Redux payment (15-year career status bonus) is 
considered taxable income, but the combat zone tax exclusion 
applies (see below).  The authority for the payment is set forth in 
37 U.S.C. § 354 (previously 37 U.S.C. § 322), as added by § 642 
of the Fiscal Year 2000 Authorization Act (which is set forth in 
Subtitle D – Retired Pay Reform). 

(2) The Redux bonus is characterized as a career bonus, a type of 
special pay, that is available to certain members who execute a 
written agreement to remain on active duty until they have 
completed 20 years of service (a 5-year service commitment).  The 
Redux bonus must be paid no later than the first month that begins 
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on or after the date that is 60 days after the date on which the 
Secretary concerned receives the election from the member.  The 
Redux bonus is subject to recoupment on a pro rata basis if the 
member fails to complete 20 years of active duty service, unless 
recoupment is waived.  These various characteristics of the Redux 
bonus seem very similar to the reenlistment bonus. 

(3) CZ tax exclusion applies to the REDUX bonus, if the member 
executes the agreement to receive the bonus while serving in a 
combat zone or QHDA.  In addition, it appears that the payment 
should be reported on a W-2, rather than a 1099-R. 

3. While the service member is entitled to the CZ/QHDA exclusion, income tax 
withholding does not apply to the excludable compensation.  I.R.C. § 3401(a)(1). 

4. Military pay for CZ/QHDA service is still subject to Social Security and 
Medicare taxes. 

5. The Form W-2 will report the excluded military pay in the boxes indicated 
“Social Security wages” and “Medicare wages and tips.”  The IRS shows the 
excluded amount in block 12, as a code Q item.  Code Q represents military 
employee basic quarters, subsistence, and CZ/QHDA compensation.  
Compensation for active service includes basic pay and certain other forms of 
compensation. 

6. The other types of compensation excluded under the rules include: 

a. Pay for accrued leave earned in any month served in a CZ/QHDA.  Treas. 
Reg. § 1.112-1(b)(5), Example 2; I.R.S. Notice 2000-17, 2000-9 I.R.B. 
567, Q&A #6. 

b. A reenlistment bonus if the voluntary extension or reenlistment occurs in a 
month served in a CZ/QHDA.  Treas. Reg. § 1.112-1(b)(4)-(5), 
Examples 5-6. 

c. Awards for suggestions, inventions, or scientific achievements members 
are entitled to because of a submission they made in a month they served 
in a CZ/QHDA.  Treas. Reg. § 1.112-1(b)(5), Example 4. 
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d. State bonus payments to service members while in the CZ/QHDA.  
Heroes Earnings Assistance and Relief Tax Act of 2008 (HEART Act), 
Pub. L. No. 110-245, 122 Stat. 1624, § 112 (2008). 

7. The combat zone tax exclusion applies to continuation pay only if the agreement 
to perform additional years of service is signed by a member in a month in which 
the member is serving in a CZ/QHDA.  The execution of the agreement is when 
the member accomplishes all acts necessary by the member to obtain entitlement 
to the payments.  Treas. Reg. § 1.112-1(b)(4)-(5), Examples 4-6. 

8. Service in direct support of military operations in a CZ/QHDA by performance of 
military service in an area outside the CZ/QHDA, results in the service member 
receiving CZ/QHDA tax benefits if they are receiving hostile fire or imminent 
danger pay.  Service members meeting the criteria receive the same CZ/QHDA 
compensation exclusion benefits as individuals serving in the CZ/QHDA.  Treas. 
Reg. § 1.112-1(e). 

9. Tax Benefits for Service Members Missing in Action (MIA) or Prisoners of War 
(POW). 

a. A service member who becomes a POW or is MIA is considered to 
remain in active service in a CZ/QHDA.  The period of service in a 
CZ/QHDA includes the period of time during which a service member is 
entitled to benefits pursuant to their status as missing.  I.R.C. §§ 112(d), 
6013(f)(3), 7508(d); Treas. Reg. § 1.112-1(b)(1). 

b. A service member is in a “missing status” when he is officially carried or 
determined to be absent in a status of missing, missing in action, interned 
in a foreign country, captured, beleaguered, or besieged by a hostile force; 
or detained in a foreign country against his will and is entitled to 
continued pay and allowances based upon the missing status.  37 U.S.C. 
§ 551(2); 37 U.S.C. § 552. 

10. Death while Serving in a CZ/QHDA 

a. A service member who dies while in a CZ/QHDA is entitled to an 
abatement of the income taxes for the tax year in which the death occurs.  
The abatement also applies if the death occurred as a result of wounds, 
disease or injury incurred while serving in a CZ/QHDA.  I.R.C. § 692(a). 
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b. The income tax liability of a deceased service member is canceled for the 
last taxable year, ending on the date of death.  The income tax liability is 
also canceled for any prior taxable year ending on or after the first day the 
service member served in a CZ/QHDA.  I.R.C. § 692(a)(1); Treas. Reg. 
§ 1.692-1(a)(2)(i). 

c. Upon the death of a service member as stated above, the service member 
will not be assessed any amount of income tax for prior taxable years 
remaining unpaid as of the date of death.  If any such unpaid tax 
(including interest, additions to the tax, and additional amounts) has been 
assessed, the assessments will be abated. If the amount of any such unpaid 
tax is collected after the date of death, the amount so collected will be 
credited or refunded as an overpayment.  I.R.C. § 692(a)(2); Treas. Reg. 
§ 1.692-1(a)(3). 

d. Where a service member has filed a joint return with his spouse, the tax 
abated, credited, or refunded will be prorated as a portion of the joint tax 
liability.  The amount abated, credited, or refunded shall be an amount 
equal to the portion of the joint tax liability which is the same percentage 
of the joint tax liability as a tax computed upon the separate income of the 
service member is the sum of the tax computed upon the separate income 
of the service member and his spouse.  Treas. Reg. § 1.692-1(b). 

e. If the service member was in a missing status, then the date of the death 
will be considered to be the date on which there has been a determination 
of death made.  I.R.C. § 692(b). 

(1) However, there will not be a forgiveness, abatement, or refund of 
taxes beginning more than two years after the date of termination 
of combatant activities.  I.R.C. § 692(b)(2). 

(2) Therefore, where a service member has been MIA in a CZ/QHDA 
and is found to have died in an earlier year, the surviving spouse is 
allowed to treat the date of death as either the date on which the 
official determination is made that the service member died, or the 
date two years after combatant activities in the CZ/QHDA have 
terminated, whichever is earlier.  I.R.C. § 2(a)(3); Rev. Rul. 76-
468, 1976-2 C.B. 202. 

11. Tax Consequences of Military Survivor Benefits Attributed to Death in a 
CZ/QHDA 
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a. Dependency and Indemnity Compensation (DIC).  DIC is not taxable as 
income to the recipient.  I.R.C. § 134(b). 

b. Survivor Benefit Plan (SBP).  Compensation earned in a CZ/QHDA does 
not include pensions and retirement pay. I.R.C. § 112(c)(4).  The 
payments to the beneficiaries under SBP are taxable as ordinary income 
despite the death occurring in a CZ/QHDA.  I.R.C. § 72(a), (n). 

c. Servicemembers’ Group Life Insurance (SGLI).  It is excluded from 
federal income taxation.  I.R.C. § 101(a). 

B. Amounts received under Defense Department’s Homeowners Assistance Program are 
excluded from income and not subject to FICA tax (including Medicare). 

1. If a military base realignment or closure causes adverse effects on housing values, 
then the Defense Department’s Homeowners Assistance Program (“HAP,” as 
authorized under § 1013 of the Demonstration Cities and Metropolitan 
Development Act of 1966, 42 U.S.C. § 3374) pays certain employees and 
members of the Armed Forces to help offset those adverse effects. 

2. HAP provides payments to eligible individuals who may elect to either: 

a. Receive a cash payment as compensation for losses that may be or have 
been sustained in a private sale, in an amount not to exceed the difference 
between: 

(1) 95% of the fair market value of their property as determined by the 
Defense Dept. before public announcement of intention to close all 
or part of the military base or installation, and 

(2) The fair market value of the property at the time of the sale, or 

b. Receive, as the purchase price for their property, an amount not to exceed 
90% of the fair market value before the public announcement, as that 
value is determined by the Defense Department, or the amount of the 
outstanding mortgages. 

3. Unless specifically excluded, gross income includes compensation for services, 
including fringe benefits.  A fringe benefit provided in connection with the 
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performance of services is considered to have been provided as compensation for 
those services. 

a. Under pre-Military Family Tax Relief Act law, there was no specific 
exclusion for amounts received under HAP, and so those amounts were 
treated as having been received in connection with the performance of 
services. 

b. Thus, any HAP payments for losses sustained in the private sale of, or 
foreclosure against a personal residence, were includible in gross income 
as compensation for services. Similarly, when the government bought a 
residence under HAP, any excess of the selling price over the fair market 
value of the residence at the time of sale was includible in gross income as 
compensation for services. 

c. All HAP payments were subject to FICA tax (including Medicare) under 
pre-Act law. 

4. For payments after the date of enactment (11 November 2003), the Act provides 
that “qualified military base realignment and closure” fringe benefits are 
specifically excluded from gross income.  I.R.C. § 132(a)(8), as amended by Act, 
§ 103(a). 

a. “Qualified military base realignment and closure” fringe benefits are one 
or more payments made under HAP (in effect on the enactment date).  
I.R.C. § 132(n)(1), as amended by Act, § 103(b). 

b. Thus, amounts received under HAP are both:  

(1) Excluded from gross income, and 

(2) Not subject to FICA taxes (including Medicare), since the amounts 
are not considered “wages” for FICA tax purposes. 

c. The excludable amount of all HAP payments for any one property cannot 
exceed the amount payable under 42 U.S.C. § 3374(c)(1). 

d. Thus, the excludable amount would be the amount received under HAP, 
which is not to exceed the difference between: 
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(1) 95% of the fair market value of the property as determined by the 
Defense Dept. before public announcement of intention to close all 
or part of the military base or installation (42 U.S.C. 
§ 3374(c)(1)(A)(i)(I)), and 

(2) The fair market value of the property at the time of sale.  
(42 U.S.C. § 3374(c)(1)(A)(i)(II)). 

C. Scholarships and Fellowships (Pub. 520, Scholarships and Fellowships). 

1. Candidates for a degree may exclude amounts received as a qualified scholarship.   
I.R.C. § 117(a), (c). 

2. Qualified scholarship is any amount received for tuition and fees to enroll or 
attend an educational institution plus amounts used for fees, books, supplies and 
equipment.  I.R.C. § 117(b)(2). 

3. Does not include payments for services and amounts received for room and board 
or travel.  These must be included in gross income. 

D. Foreign Earned Income Exclusion.  I.R.C. § 911; Pub. 54, Tax Guide for U.S. Citizens 
and Resident Aliens Abroad. 

1. In 2018, qualified individuals may elect to exclude up to $103,900 of foreign 
earned income.  I.R.C. § 911(b)(2)(D)(i)). 

2. They may also elect to exclude a limited amount of housing costs paid or incurred 
as a result of foreign service.  (I.R.C. § 911(a)(2)). 

3. To qualify the individual must have a “tax home” in a foreign country, and: 

a. Be a bona fide resident of one or more foreign countries for an 
uninterrupted period including an entire tax year; or 

b. Be a resident, who, in any period of 12 consecutive months, is present in 
one or more foreign countries during at least 330 full days. 
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c. The temporary presence of taxpayer in the U.S. or the maintenance of a 
dwelling in the U.S. does not mean an abode in the U.S.  Treas. Reg. 
§ 1.911-2. 

d. The Bipartisan Budget Act of 2018, Pub. L. No. 115-123, 132 Stat. 162, 
§ 41116 (Feb. 9, 2018), changed previous law concerning contractors or 
employees of contractors providing support to the Armed Forces in 
designated combat zones.  These taxpayers are now eligible to claim the 
foreign earned income exclusion, and the maintenance of an abode in the 
U.S. no longer disqualifies them from claiming the exclusion.  I.R.S. 
Notice 2018-173 (Aug. 24, 2018); I.R.C. § 911(d)(3). 

4. Foreign income includes earned income from foreign sources.  

a. Place of receipt is immaterial. 

b. Income paid from U.S. Government sources or instrumentalities does not 
qualify. 

5. Armed Forces assigned to NATO may not elect the foreign earned income 
exclusion for military compensation. 

a. The IRS has concluded that service members assigned to NATO are 
employees of the U.S. and are ineligible to elect the exclusion of foreign 
earned income under I.R.C. § 911. 

b. The IRS noted that a service member is assigned to NATO by the U.S. 
and performs services at NATO as a member of the U.S. military.  
Because the U.S. provides the member with benefits, pays the member’s 
salary, and issues a Form W-2, the service member is an employee of the 
U.S. and, therefore, cannot take the foreign earned income exclusion. 

6. Election made on Form 2555 or 2555-EZ.  

E. Other Exclusions. 

1. Property received as a gift, bequest, devise, or inheritance is excluded.  I.R.C. 
§ 102(a); Treas. Reg. § 1.102-1. 
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2. Child support.  I.R.C. § 71. 

3. Amounts received as damages on account of personal physical injuries are 
excludable from income.  I.R.C. § 104(a)(2). 

4. Amounts withheld from wages as contributions to a tax-deferred retirement plan 
(401(k), Thrift Savings Plan).  Amount of deferred compensation reported on 
Form W-3 in Box 12 and designated with a code D. 

5. Transitional compensation payments to abused dependents do not represent 
taxable income to the recipients because the payments represent financial 
assistance to the victims.  However, if the abused dependent receives payments 
under the Former Spouses’ Protection Act (FSPA), the FSPA payments are 
taxable income to the recipient, which is consistent with the tax treatment of all 
FSPA payments.  Armed Forces Tax Council Opinion, 1994. 

6. Frequent Flier Miles. 

a. On February 21, 2002, in Announcement 2002-18, the Internal Revenue 
Service (IRS) announced that it will not assert that an individual owes tax 
because of his receipt or personal use of frequent flyer miles or other in-
kind promotional benefits attributable to business or official (i.e., 
government-related) travel. 

b. There is, however, no tax relief for travel or other promotional benefits 
that are converted to cash, to compensation that is paid in the form of 
travel or other promotional benefits, or in other circumstances where these 
benefits are used for tax avoidance purposes. 
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V. KEY TO FORM W-2. 

 

 
A. Box 1: Taxable wages and tips.  This box does not include salary reduction 

contributions to a retirement plan (Thrift Savings Plan). Compensation shown in Box 1 
must be reported on Form 1040, page 2. 

B. Box 2: Federal tax withholdings.  This is the amount of federal income tax withheld 
from pay.  This amount is entered on Form 1040, page 2. 

C. Boxes 3, 4, and 7: Social Security withholdings.  Wages subject to Social Security 
withholdings are shown in Box 3.  Elective salary deferrals and combat zone 
compensation are included in Box 3.  Box 4 indicates the amount of Social Security tax 
withheld.  Box 7 indicates tips reported to an employer. 

D. Box 5 & 6:  Medicare tax withholdings.  Wages subject to Social Security tax are also 
subject to Medicare tax.  These wages are indicated in Box 5.  In box 6, total Medicare 
withholdings are reported. 

E. Box 8: Allocated tips.  If a taxpayer worked in a business employing at least 10 people, 
the employer will report in Box 8 the taxpayer’s share of 8% of gross receipts unless the 
taxpayer reported tips at least equal to that share. The amount shown is not included in 
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Box 1 wages, but the taxpayer must add it to wages on Form 1040.  The taxpayer cannot 
file Form 1040A or 1040-EZ. 

F. Box 9: Verification Code.  If the taxpayer is e-filing and there is a code in this box, the 
code is entered when prompted by the tax preparation software. This code assists the IRS 
in validating the W-2 data submitted with your return. The code is not entered on paper-
filed returns. 

G. Box 10: Dependent care benefits.  Reimbursements from an employer for dependent 
care expenses and the value of employer-provided care services under a qualifying plan 
are included in Box 10.  Generally, amounts up to $5,000 are tax free, but the taxpayer 
must determine the amount of the exclusion on Form 2441 if the taxpayer files a Form 
1040, or Schedule 2 if the taxpayer files a Form 1040A.  The tax-free amount reduces 
expenses eligible for the dependent care credit. 

H. Box 11: Nonqualified plan distributions.  Distributions shown in Box 11 are from a 
nonqualified deferred compensation plan.  These amounts are not reported separately 
because they have already have been included as taxable wages in Box 1. 

I. Box 12: Taxable fringe benefits.  If an employee received taxable fringe benefits, the 
employer has the option to show the amount in box 12 unless it is reportable in Box 10 
or 13.  These amounts are not reported separately because they have already have been 
included as taxable wages in Box 1. 

1. Elective deferrals to retirement plans.  If a taxpayer made elective salary 
deferrals to an employer retirement plan, “Retirement Plan” will be checked and 
the taxpayer’s contribution is shown in Box 12 (codes used include D, E, G, H, 
and S).  This includes payments to the Thrift Savings Plan. 

2. Travel allowance reimbursement.  Mileage allowance or per diem travel 
allowance that exceeds the IRS rate, the amount up to the IRS rate is shown in 
Box 12 using Code L.  The excess is included as taxable wages in Box 1. 

3. Nontaxable sick pay.  If the taxpayer contributed to a sick pay plan, an allocable 
portion of benefits received is tax free and shown using Code J. 

4. Moving expense reimbursement.  Tax-free employer reimbursements to a 
taxpayer for deductible moving expenses are shown with Code P. 



 

 F-42 Federal Income Tax Law 
  Last Revised: 1/25/2019 

5. Non-taxable Earned Income.  Block 12, Code Q, is used to report the non-
taxable earned income of a service member, which can affect whether a service 
member qualifies for the earned income credit.  Pursuant to an agreement reached 
between the IRS and the Armed Forces Tax Council Director, it was agreed that 
the only amounts that would be reported in Block 12 are BAQ, BAS, and pay 
excluded from taxation under the CZ/QHDA exclusion. Currently, the only 
amount being reported in Block 12 is CZ/QHDA pay excluded. 

J. Box 13. If the “Retirement plan” box is checked, special limits may apply to the amount 
of traditional IRA contributions you may deduct. Also, the elective deferrals in box 12 
(codes D, E, F, G, H, and S) (for all employers, and for all such plans to which you 
belong) are generally limited to $18,500 in 2018.  See Pub. 571. 

1. Statutory employee.  Taxpayers that have this box checked report wage income 
and deductible job expenses on Schedule C. 

2. Retirement Plan.  If the box “retirement plan” is checked, this indicates that the 
taxpayer was an active participant in an employer plan at some point during the 
tax year.  As an active participant, the taxpayer may be unable to make a 
deductible IRA contribution or the IRA may “phase out.”  All active duty service 
members are active participants in an employer provided plan, and the “retirement 
plan” box will be checked for all active duty service members. 

3. Third-party sick pay.  Mark this checkbox only if you are a third- party sick pay 
payer filing a Form W-2 for an insured’s employee.  See Sick Pay Reporting in 
section 7 of Pub. 15-A. 

K. Box 14: Miscellaneous payments.  The taxpayer’s employer may use Box 14 to report 
payments such as union dues, educational assistance, health insurance premiums, or 
voluntary after-tax contributions to profit sharing or pension plans. 

L. Box 15- 20:  State and local taxes.  If the taxpayer itemizes the amount of state and local 
taxes withheld in Boxes 17 and 29 these amounts are deductible on Schedule A. 

VI. CONCLUSION.  
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APPENDIX A 

MILITARY PAYROLL TERMS – TAX STATUS 
 

Status Pay Term Definition 

I Accrued leave pay Lump sum for unused accrued leave when 
term of service expires. 

I Aviation Career 
Proficiency Pay 

Incentive pay for Aviation Officers. 

X Basic Allowance for 
Housing (BAH) 

Paid to members of the Armed  
Forces for housing. 

X Basic Allowance 
for Subsistence (BAS) 

Paid for subsistence including rations 
furnished in-kind to enlisted members. 

I Basic Pay Pay for active duty, training 
duty, drills, back pay, and 
attendance at designated service 
school. 

X Combat Exclusion (pay 
excludable up to max. 
enlisted pay per month for 
commissioned officers) 

Pay received under executive 
order placing the Armed Forces in 
a combat area. 

I Continuation pay Paid to certain personnel who 
extend their active duty period. 

X Cost of Living Pay for members overseas to offset 
allowances higher costs resulting 
from fluctuating exchange rates. 

X Death Gratuity $100,000 paid to beneficiary(ies) of deceased 
service member. 

X Defense Counsel Provided by the Armed Forces to represent 
military personnel in their defense before 
court-martial, Admin. Separation Board, or 
during an investigation. 

X Dislocation Allowance Payments to defray extra costs of 
moving from a permanent duty 
station. 
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Status Pay Term Definition 

I Diving Pay Pay for diving operations. 

I Enlistment Bonus Payable to certain “critical-skilled” enlistees 
upon entering the Service. 

X Evacuation Allowance Paid to offset expenses for 
dependents who must leave for a 
place of safety. 

X Family Separation Allowance Paid when military families are 
separated due to overseas 
assignments, for emergencies, and 
for certain educational expenses for 
dependents. 

I Flight Duty Pay Monthly pay supplement for flight 
time. 

I Foreign Duty Pay Paid to enlisted personnel serving outside the 
48 contiguous states and D.C. 

X Group-term life Insurance 
(SGLI/VGLI) 

Military life insurance. 

I Hazardous Duty Pay Pay for hazardous duty. 

I Imminent Danger Pay Pay for duty in an area in which soldier is 
exposed to hostile fire or imminent danger. 

X Interment Allowance Burial expense allowance. 

I Medal of Honor Pension Pension for Congressional Medal of Honor 
holder. 

I Medical and Dental  
Proficiency Pay 

Pay given to certain medical and 
dental officers. 

X Moving and storage In-kind transportation and 
storage of household goods. 

I Nuclear Qualified Pay to certain nuclear naval 
officers. officers pay 

I Overseas Extension Bonus Paid to certain enlisted personnel upon 
extending their overseas tour. 
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Status Pay Term Definition 

X Per Diem An amount paid in place of subsistence and 
mileage when away from permanent duty 
stations. 

I Personal Money  
Allowances 

Pay to high-ranking officers to defray 
expenses incurred in their official 
positions. 

X  

Professional Education 

Education costs paid by 
the U.S. Government for 
Armed Forces personnel. 

I Proficiency Pay Awards to enlisted personnel 
who show special proficiency in 
a military skill. 

X Qualified Hazardous  
Duty Pay 

Exclusion of all military pay per month for 
enlisted personnel and warrant officers, 
limited to maximum enlisted rate plus 
imminent danger pay for officers. 

X Qualified Military  
Benefits 

Any allowances or in-kind 
benefit paid to Armed Forces 
personnel or dependents that 
were excludable from gross 
income on 9 Sep. 1986. 

I Re-enlistment Bonus Multiple of monthly basic pay 
times additional years of 
reenlistment service. 

X ROTC Educational and 
Subsistence Allowances 

Paid for education and subsistence. 

LL.M. programs. 

I Sea Duty Pay Paid for duty on a vessel under orders of a 
competent authority operating outside 
CONUS. 

I Separation Pay Lump-sum payment paid upon 
involuntary discharge or 
release in certain cases. 
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Status Pay Term Definition 

I Student Loan Repayment Repayments from programs such as the 
General Educational Loan Repayment 
Program. 

X Subsistence Allowance Paid for subsistence including 
basic allowance and other 
subsistence allowances and 
rations furnished in- kind to 
enlisted members. 

X Survivor and Retirement 
Protection Plan Premium 

Premiums taken from the gross 
pay of retired personnel of the 
Armed Forces to provide a 
survivor annuity. 

X Trailer Allowance Pay for moving a trailer from a permanent 
POD. 

X T-SGLI Payment for traumatic injury under rider to 
SGLI. 

X Uniforms (In-kind or 
allowances) 

Uniforms furnished enlisted 
personnel and allowances 
paid to officers. 

X Variable Housing  
Allowance 

Paid to personnel living in a 
high cost of living area. 

X Veterans’ Benefits Amounts paid by the Department of Veterans 
Affairs, generally based on a combat-related 
disability. 

I Veterinary Pay Pay given to certain Veterinary  
Corps Officers. 
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APPENDIX B 

INFORMATION PAPER 
DAJA-LA 
9 September 2008 
 
SUBJECT: Tax Treatment of the Personal Money Allowance 
 
1.  PURPOSE:  To Provide Guidance on the Tax Treatment of the Personal Money 
Allowance (PMA). 
 
2.  FACTS: 
 

a.  Title 37, United States Code, section 414 provides that certain senior officers are entitled to a 
personal money allowance.  Congress provided this allowance “in recognition of additional expenses 
peculiar to the military ranks or positions in question.” H.R. Rep. No. 640, 80th Cong. 1st Sess. 12 
(1947).  Although Congress provided the allowance to defer these expenses peculiar to the military ranks 
or positions in question, the recipient may use it for any purpose or save it. 

 
b.  The Personal Money Allowance is included in the gross income of the recipient and is 

taxable.  Rev. Rul. 77-350, 1977-2, C.B. 21.  The amount paid as a personal money allowance is 
reflected on the officer’s W-2 and is subject to federal and state income tax withholding.  DEP’T OF 
DEFENSE FINANCIAL MANAGEMENT REGULATION, VOL. 7A, Chap. 31, para. 3103 (July 2008). 

 
c.  Amounts expended by PMA recipients for the Congressionally recognized additional 

expenses peculiar to the military ranks or positions in question are deductible as itemized deductions.  
Other ordinary and necessary business expenses are also deductible as itemized deductions, and some 
expenses of official entertainment, not peculiar to the officer’s rank or position, are also deductible as 
itemized deductions. 

 
d.  Congress amended Internal Revenue Code § 62 in 1988.  Under the amended provision, 

employees may not deduct business expenditures directly from income when they receive an allowance 
for them.  Neither are they required to account to their employer for their expenditures nor are they 
allowed to keep amounts in excess of their expenditures.  The recipient of a personal money allowance 
does not account to DoD for expenditures and may use it for any purpose or save it.  As a consequence 
of this change, expenditures for official business are no longer directly deductible from income and are 
deductible only as itemized deductions. 

 
e.  To take such deductions the PMA recipient must: 
 

(1) Itemize deductions on Form 1040, Schedule A, Form 2106 as Miscellaneous 
Itemized Deductions. 
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(2) Deductions are only allowed for amounts exceeding 2% of the PMA recipient’s 

adjusted gross income. 
 

3.  DISCUSSION: 
 

a.  All “ordinary and necessary” expenses paid or incurred in carrying on a trade or business are 
deductible.  A military officer is engaged in a trade or business. Carlisle v. Commissioner, 37 T.C. 424, 
429 (1961); Lindsay C. Howard, 16 T.C. 157,161 (1951), aff’d 202 F.2d 28 (9th Cir. 1953). 

 
b.  Ordinary means common and accepted in the field of business.  Necessary means helpful and 

appropriate for the business.  Normal business expenditures such as the cost of professional journals, 
ACUs (only if not authorized for wear off-post), and insignia of grade are deductible as employee 
business expenses. 

 
c.  The officer must keep adequate records of these expenses in order to deduct them.  The 

expenses are reported on either Form 2106-EZ or on Form 2106.  The allowable deductions are carried 
over to Schedule A and are only deductible to the extent they (and all other miscellaneous itemized 
deductions combined) exceed 2 percent of the officer’s adjusted gross income. 

 
4.  ENTERTAINMENT EXPENSES: 
 

a.  In addition to the ordinary and necessary tests, expenditures for entertainment must meet one 
of two other tests to be deductible: 
 

(1) Directly Related Test.  The main purpose of the combined business and entertainment 
was the active conduct of business, business was conducted, and the taxpayer had more than a general 
expectation of getting income or some other specific business benefit at some time in the future. 

 
(2) Associated Test.  The entertainment must be associated with the taxpayer’s trade or 

business and directly precede or follow a substantial business discussion. 
 

b.  Application to the Military.  Section 162(a) allows deductions for current business expenses 
while section 262 disallows deductions for “personal, living, or family expenses.”  The proper test to be 
applied in resolving the tension between section 162 and section 262 is “‘whether the expense was 
business’ or ‘personal.’”  Fogg v. Commissioner, 89 T.C. 310, 316 (1987). 
 

(1) The Personal Money Allowance received by Lieutenant Generals and Generals is 
gross income.  However, Congress provided the allowance in recognition of the additional expenses 
peculiar to the military ranks or positions in question.  See H.R. Rep. No. 640, 80th Cong., 1st Sess. 12 
(1947).  To the extent that the officer expends these funds for their intended purpose of defraying certain 
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costs incurred in connection with their official duties, the expenses will be deductible as ordinary and 
necessary business expenses.  Rev. Rul. 77-350, 1977-2 C.B. 21. 

 
(2) To deduct other expenditures for entertainment, the officer must establish that “the 

origin and character of the events or circumstances that give rise to the expenditures in question are 
directly related to petitioner’s trade or business of being a military officer.”  Fogg v. Commissioner, 89 
T.C. 310, 317 (1987). 

 
(3) As a general rule, Internal Revenue Code section 274 limits the deduction for 

entertainment expenses to 50 percent of the amount expended.  It also requires the taxpayer to keep 
adequate records of amounts expended on entertainment. Internal Revenue Code section 67 treats 
entertainment expenses as miscellaneous itemized deductions.  Miscellaneous itemized deductions are 
deductible only to the extent they (and all other miscellaneous itemized deductions combined) exceed 2 
percent of the taxpayer’s adjusted gross income. 

 
(4) To deduct any expense for entertainment, the officer must keep records that show the 

amount expended, the time, and place of the entertainment, and the business purpose and business 
relationships of the persons entertained.  The officer must keep adequate records of these expenses in 
order to deduct them.  The expenses are reported on either Form 2106-EZ or on Form 2106.  The 
allowable deductions are carried over to Schedule A and are only deductible to the extent they exceed 2 
percent of the officer’s adjusted gross income. 
 
5.  EXAMPLES: 
 

a.  In Fogg v. Commissioner, a Marine lieutenant colonel deducted the costs associated with a 
change in command ceremony reception and the cost of contributions to a squadron unit fund.  LTC 
Fogg introduced evidence that showed all commanders were required to engage in “official 
entertaining,” including change in command ceremonies and that his career might have been jeopardized 
if he failed to contribute to the squadron fund. The Tax Court found that the reception was required by 
LTC Fogg’s employer (even though he was not under a direct order to do so) and that they directly 
flowed from a business ceremony (thereby satisfying the associated with test).  The Court drew an 
analogy between the officer and a “hard-headed businessman” and determined that the businessman 
would have incurred the expenses.  Because LTC Fogg convinced the Court that he was expected to 
contribute to the squadron fund or his career would be jeopardized, the Court ruled that the expenses 
were deductible being appropriate, helpful, and necessary for his career. 

 
b.  In Pollock v. Commissioner, 10 B.T.A. 1297 (1928), which is relied on in Fogg, the 

petitioner, a naval officer, was appointed as Governor of American Samoa.  In connection with his 
duties, the petitioner was required to extend courtesies to representatives of other countries; amounts for 
which the petitioner was not reimbursed (this would satisfy the directly related test).  Refraining from 
making the expenditures, however, would not have been consistent with the petitioner’s duties.  The 
court determined that the continuance of the petitioner’s naval standing, from which his income was 
derived, would have been seriously jeopardized had he failed to make the expenditures; therefore, the 
amounts paid out of his personal funds were deductible as ordinary and necessary expenses.  Thus, while 
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the officer in Pollock may not have been under a direct order, the Court recognized that one need not be 
threatened with a court martial in order for an expenditure of a military officer to be considered 
“necessary.” 

 
c.  Carlisle v. Commissioner, 37 T.C. 424 (1961) held that expenses incurred in securing a 

medical discharge were not deductible because they were not ordinary and necessary to the business of 
being an Army officer.  The Court had “difficulty in understanding how expenses incurred to expedite a 
discharge from the Army are ordinary and necessary in carrying on that business.  Such expenses appear 
neither ordinary nor necessary to such a business under even the most broad reading of the statute.” 
Similarly, it is unlikely that expenses incurred in connection with a retirement ceremony would be 
deductible. 

 
d.  Whether expenditure for entertainment in the military is an ordinary and necessary business 

expense (also satisfying either the directly related or associated with test) will be fact specific. As the 
court in Fogg noted, ―[t]he military life is multifaceted in that it has business and social or personal 
aspects, both of which are steeped in traditions and customs.  For example, there are social functions 
where, by custom and tradition, spouses are required to be present.  Expenses of a spouse in attending 
the function may be incurred.  We do not believe, however, that essentially personal expenses, such as 
for formal dress, would be rendered deductible by the custom and tradition requiring formal dress.  This 
however, does not mean that the requirement of expenditure by “customs and traditions” may not be 
relevant.  But, an inherently personal expense cannot be “converted into a business expense by a 
formalistic requirement of his employer that they be incurred.  Rather, as already stated, the correct focus 
is on the nature of petitioner’s business and the relationship between that business and the circumstances 
that give rise to the expense.”  Fogg v. Commissioner, 89 T.C. 310, 316-17 (1987). 

 
6.  For further information about the tax treatment of the Personal Money Allowance, see your servicing 
Legal Assistance Office. 
 

LTC Janet H. Fenton 
Legal Assistance Policy Division Office of 

the Judge Advocate General 
(703) 588-6721 

Janet.Fenton@us.army.mil 

mailto:Janet.Fenton@us.army.mil
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APPENDIX C 

Date: July 16, 1999 
 

MEMORANDUM FOR 
David Morris, TSS and Michael Goodman, TLS Customer 

Service, AC (International) 
 

FROM: 
Phyllis E. Marcus, Chief 

 
SUBJECT 
 
Treatment of Members of the Armed Forces Assigned to the North Atlantic Treaty Organization 

under Section 911. 
 
[1] This technical assistance responds to your memorandum dated January 11, 1999, regarding the 

availability of the section 911 exclusion to members of the Armed Forces (service members) assigned to 
the North Atlantic Treaty Organization (NATO). Factual information that is the basis for this 
memorandum was submitted by Lt. Col. Thomas K. Emswiler, U.S. Army, Executive Director, 
Department of Defense, Armed Forces Tax Council (Tax Council). Technical assistance is not binding 
on Examination or Appeals and is not a final case determination. This document is not to be used or 
cited as precedent. 

 
ISSUE 
 
[2] Whether service members assigned to NATO are eligible to elect the section 911 

exclusion. 
 
CONCLUSION 
 
[3] In applying the common law test articulated in Adair v. Comm’r, T.C. Memo. 1995-493, acq., 

1996-1 C.B. 1, service members assigned to NATO are employees of the United States under section 
911(b)(1)(B)(ii) and are ineligible to elect the section 911 exclusion for foreign earned income.  

 
FACTS 
 
[4] The United States has the sole authority to assign its service members to any position, including 

assignment to NATO. Service members assigned to NATO fill positions that are either dedicated to the 
United States or have not been allocated to a particular nation. Service members are not permitted to 
compete for open positions at NATO, and neither a member nor NATO can compel the assignment of a 
particular individual. Once the United States assigns a service member to NATO, that position becomes 
the service member’s appointed place of duty. A service member serving NATO is performing duty 
related to the member’s military service. 
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[5] A service member is assigned to NATO pursuant to a written order from the United States 

advising the member of a permanent change of station (PCS), which orders the member to perform duty 
at NATO. All military transfers are initiated with a PCS order. The PCS specifies the start and end dates 
of the member’s service at NATO. A service member does not have a separate contract with NATO and 
is not permitted to take a loyalty oath to NATO. A service member’s duty is to support and defend the 
Constitution of the United States‖ and that duty may not be subordinated. 

 
[6] The United States does not relinquish its right to control its service members assigned to NATO. 

The assigned member remains under the command of a United States Commander who exercises both 
administrative and judicial control over the member. For example, only the United States Commander 
(or another United States officer) can grant leave to the service member or take punitive action against 
the member. Only that Commander or (another United States officer) can initiate action to remove the 
member from the Armed Forces. At NATO, the service member may be supervised by a foreign military 
member, but that does not change the service member’s paramount duty to the United States. 

 
[7] If a member is absent from his or her place of duty without authority, the member’s United States 

Commander can initiate punitive action in accordance with the Uniform Code of Military Justice 
(UCMJ). NATO generally lacks the authority to take punitive action against a member; however, in 
limited circumstances and only after coordination with the United States, NATO may relieve a member 
from the NATO position. However, relief from a NATO position does not affect the member’s status as 
a member of the Armed Forces. The member’s Service (Army, Navy, Air Force or Marines) would order 
the member to a new place of duty, or if appropriate, initiate action required to terminate the member 
from the Armed Forces either administratively or through UCMJ action. Although the member’s 
misconduct at NATO would be the basis of the termination, only the United States, not NATO, can 
discipline the member. 

 
[8] A service member is assigned to NATO by the United States and performs services at NATO as a 

member of the United States military. He represents the United States at NATO. He is under the 
command of a United States Commander and is evaluated by the United States Commander. The United 
States continues to provide the member with all benefits, pays the member’s salary and issues a Form 
W-2. Both the service member and the United States intend that the member’s relationship with the 
United States continue. For example, a service member may not cash out any accrued leave when 
assigned to NATO. A service member is not allowed to take a loyalty oath to NATO. A service member 
at NATO does not abandon his duty to the United States. The United States is engaging in an integral 
part of the business of government by allowing members of the Armed Forces to serve at NATO. NATO 
has no authority to remove a member from the Armed Forces and very limited authority to remove a 
service member from a NATO position. The service member’s relationship with NATO is temporary. 

 
[9] The information provided by the Tax Council does not specify how many service members are 

assigned to NATO or describe any specific positions a service member might fill at NATO. We assume 
that service members fill various positions at NATO. 
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DISCUSSION  

SECTION 911(a)(1) 

[10] At the election of a qualified individual, section 911 (a)(1) provides a limited exclusion from 
gross income for foreign earned income. Section 911 provides that foreign earned income includes 
amounts received from sources within a foreign country as earned income for services performed, but 
does not include amounts ―paid by the United States or an agency thereof to an employee of the 
United States or an agency thereof. Section 911(b)(1)(A) and (B)(ii). 

 
THE ADAIR OPINION 

 
[11] The issue in Adair was whether Mr. Adair, a civilian, who performed services for NATO as a 

transferee transferred and paid by the U.S. Army, was an employee of the United States or NATO for 
purposes of section 911. The Tax Court concluded that Mr. Adair was an employee of NATO; 
accordingly, he was entitled to the foreign income exclusion of section 911. 

 
[12] Mr. Adair was employed by the U.S. Department of the Army (DOA) as a program analyst in 

the Office of the Comptroller of the Department of Defense (DOD). He was appointed by the Secretary 
General of NATO to the post of senior statistician in 1986. By electing to be recruited by NATO on a 
“reimbursable” basis, Mr. Adair would receive his salary and emoluments directly from the DOA at the 
salary level applicable to his former grade as a U.S. employee. 

 
[13] When Mr. Adair transferred to NATO he was covered by the transfer provisions of the Federal 

Employees International Organization Service Act (FEIOSA), Pub. L. 85-795. Congress enacted 
FEIOSA in 1958 to encourage details and transfers to international organizations by Federal 
employees.  FEIOSA defines a transfer as a change of position by an employee from an agency to an 
international organization. 5 U.S.C. § 3581(4). In general, an employee who transfers to an 
international organization retains coverage, rights and benefits in the various employee benefits offered 
to Federal employees, including health benefits and participation in the applicable retirement plan. A 
transferee may retain accumulated annual leave or elect to receive payment of such leave in a lump 
sum. Provided the transferee timely applies, the transferee has an absolute right to reemployment with 
the agency in his former or a similar position. Upon reemployment, the employee’s sick leave account 
is reinstated. 

 
[14] Thus, Mr. Adair was entitled to and continued to participate in the U.S. Civil Service 

Retirement System, and in health and life insurance programs available to U.S. employees, and he was 
granted the right to be reemployed by the agency from which he was transferred following his tenure 
with NATO. 

 
[15] Mr. Adair acquired employment with NATO by applying for a position NATO advertised. 

When he commenced employment with NATO he was required to execute the following oath: 
 

I solemnly undertake to exercise in all loyalty, discretion and conscience the functions 
entrusted to me as a member of the staff of NATO, and to discharge these functions 
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with the interests of NATO only in view. I undertake not to seek or accept instructions 
in regard to the performance of my duties from any government or from any authority 
other than the Organization. 

 
Adair, T.C. Memo. 1995-493. 

 
 
[16] NATO required Mr. Adair to work full time and personally render his services. NATO 

authorities dictated the results that he was to accomplish, the means by which he was to attain those 
results, and it retained the right to control the order and sequence of the tasks that he performed. His 
performance was evaluated by a NATO supervisor. NATO personnel regulations established the details 
of employment concerning work hours, holidays and leave rights. NATO provided insurance coverage 
and Mr. Adair also received educational benefits. 

 
[17] Among the arguments rejected by the Tax Court in Adair was the Service’s assertion that under 

the applicable treaties and agreement, Adair was a U.S. employee seconded to NATO, making it 
unnecessary to consider the facts and circumstances. The Service argued that the treaty framework 
created by the Agreement on the Status of the North Atlantic Treaty Organization (Ottawa Agreement), 
5 U.S.T. 1087, T.I.A.S. 2992, and the Agreement Concerning the Employment by the North Atlantic 
Treaty Organization of United States Nationals (London Agreement), 5 U.S.T. 1112, T.I.A.S. 2992, 
gave the United States the ability to tax the amounts it paid its U.S. citizens where it hired its citizens 
and assigned them to NATO’s international staff. The Service further argued that in inserting the word 
“employee” in 1981, Congress only intended to carve out from the exception to the section 911 
exclusion those persons who were their own employers, i.e., independent contractors, and did not 
intend to reach the “seconding” case of an individual employee of one employer (the United States) 
seconding to another employer (NATO). The Service argued that in the seconding case it was 
appropriate to adopt a special, broader definition of “employee” to effectuate the purposes of section 
911 and the treaty structure created by the Ottawa Agreement and the London Agreement. 

 
[18] The Tax Court concluded that section 911, as amended by Section 111(a) of the Economic 

Recovery Tax Act of 1981 (ERTA), Pub. L. 97-34, had modified the applicable treaties and 
agreements; hence the benefits of section 911 extend to individuals who receive compensation from the 
United States, but who are not employees of the United States. Thus, it found it necessary to decide 
whether the United States government or NATO was Mr. Adair’s common law employer. 

 
[19] The court first analyzed the conditions of a transferee’s employment at NATO. It concluded 

that the transfer process to NATO for a Federal employee was a joint endeavor between the United 
States and NATO, and agreed with the Service that NATO hirees could be accepted only with the 
consent and at the discretion of the head of the U.S. agency, as well as the Secretary General of NATO. 
Although the United States could deny a transferee’s request to extend an agreed term, the court 
rejected the Service’s contention that the United States could require a transferee’s return or terminate 
the employment with NATO before expiration of the agreed upon term. Even if the United States 
denied the request to extend a term, a transferee could choose to stay beyond his agreed upon term and 
thereby forfeit reemployment rights. The court emphasized that NATO’s rights to terminate 
employment were “markedly broader than the rights of the United States”. Specifically, NATO could 
terminate Mr. Adair or any transferee not only upon the expiration of his term, but also due to 
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disciplinary action, unsatisfactory performance, or if the country of which he was a national ceased to 
be a NATO member, withdrew, or failed to renew a security clearance. The court found Mr. Adair’s 
receipt of employee benefits from the United States did not conclusively determine that he was an 
employee, but rather that someone believed he was eligible for the benefits. 

 
[20] The court also held it was unclear from the facts that the United States intended to continue its 

employment relationship with Mr. Adair. Rather, the court concluded that the United States sought to 
encourage transfers and to further encourage the reemployment of transferees upon the expiration of 
their terms. The court noted that Congress enacted FEIOSA to encourage details and transfers to 
international organizations, and such transfers were encouraged by providing benefits and 
reemployment rights to transferees. 

 
[21] The Service also argued that even though Mr. Adair may be an employee of NATO under the 

common law test, he remained an employee of the United States for purposes of section 911 due to the 
benefits and rights he retained as a transferred employee. The court rejected this argument stating, “the 
determination of whether petitioner was an employee of the United States depends on all the facts and 
circumstances, including the paramount fact that NATO, rather than the United States, controlled the 
manner in which his work was performed.” Adair citing Matthews v. Comm’r,   92 T.C. at 360. 
(Emphasis added.) 

 
[22] As a result of the Adair opinion, the Service issued an AOD stating that it would acquiesce in the 

Adair opinion and no longer take the position that a transferee to NATO who is paid by the United States 
transferring agency, but who is otherwise a common law employee of NATO, is necessarily barred from 
claiming the section 911 exclusion. Adair v. Comm’r, Action on Decision, 1996-002 (March 4, 1996). 

 
THE COMMON LAW RULES DEFINING EMPLOYEE 
 
[23] Section 911 does not define the term “employees of the United States.” However, according to 

section 3121, “employee” is defined to include “any individual who, under the usual common law rules 
applicable in determining the employer-employee relationship, has the status of an employee.” The legal 
test under the common law to determine whether an individual is an independent contractor or an 
employee is whether the alleged employer had the “right to control” the alleged employee, not whether 
the alleged employer actually exercised that right. Weber v. Comm’r, 103 T.C. 378 (1994), aff’d per 
curiam, 60 F.3d 1104 (4th Cir. 1995); Professional & Executive Leasing, Inc. v. Comm’r, 89 T.C. 232, 
aff’d, 862 F.2d 751 (9th Cir. 1988); McGuire v. United States, 349 F.2d 644 (9th Cir. 1965); James v. 
Comm’r, 25 T.C. 1296 (1956). Courts that have considered whether a worker is an employee under 
section 911 have applied the common law test. See, Adair v. Comm’r, T.C. Memo. 1995-493; Juliard v. 
Comm’r, T.C. Memo. 1991-230. 

 
[24] To determine the employment relationship between the parties, courts consider various factors to 

determine whether the alleged employer had the right to control the alleged employee. Courts have 
recently focused on the following factors to examine the relationship between the parties: 

 
1.  the right to control the manner in which the work is performed; 
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2.  whether the individual performing the work has an opportunity for profit or loss; 
 
3.  the furnishing of tools and the work place to the worker; 
 
4.  the permanency of the relationship; 
 
5.  the right to discharge; 
 
6.  whether the service rendered is an integral part of the alleged employer’s regular 

business; 
 
7.  whether services are offered to the general public rather than to one individual; 
 
8.  the relationship the parties believe they are creating; and 
 
9.  whether fringe benefits are provided. 

 
Adair v. Comm’r, T.C. Memo. 1995-493; Juliard v. Comm’r, T.C. Memo 1991-230. 

 
[25] Usually, cases that consider the above factors are concerned about whether a worker is an 

employee or an independent contractor, but the principles are equally applicable to determine by whom 
an individual is employed. See Professional & Executive Leasing, Inc., 89 T.C. 232, aff’d, 862 F.2d 751 
(9th Cir. 1988).  

 
ANALYSIS 
 
[26] The information received from the Tax Council suggests that the United States has the right to 

control its service members far in excess of the right found in typical employer-employee relationships, 
regardless of where the service members are assigned to perform duty. Arguably, therefore, service 
members are per se employees of the United States. Nonetheless, it is appropriate to analyze the 
circumstances of the service member’s assignment under the common law test. Applying the common 
law test to service members assigned to NATO, /1/ we conclude that the members are employees of the 
United States. It should be noted that the exception to section 911 requires only a determination of 
whether the individual is an employee of the United States, not whether the individual is an employee of 
only the United States. The facts in this case support the conclusion that a service member assigned to 
NATO is an employee of the United States and not of NATO. However, the common law includes a 
doctrine of coemployment, under which an individual may have a separate employment relationship with 
each of two parties, thereby being an employee of each. Therefore, a conclusion that an individual is an 
employee of NATO would not necessarily preclude a conclusion that the individual is also an employee 
of the United States for purposes of section 911. 

 
[27] A service member is assigned to NATO by the United States and performs services at NATO as 

a member of the United States military. He represents the United States at NATO. He is under the 
command of a United States Commander and is evaluated by the United States Commander. The United 
States continues to provide the member with all benefits, pays the member’s salary and issues a Form 
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W-2. Both the service member and the United States intend that the member’s relationship with the 
United States continue. For example, a service member may not cash out any accrued leave when 
assigned to NATO. A service member is not allowed to take a loyalty oath to NATO. A service member 
at NATO does not abandon his duty to the United States. The United States is engaging in an integral 
part of the business of government by allowing members of the Armed Forces to serve at NATO. NATO 
has no authority to remove a member from the Armed Forces and very limited authority to remove a 
service member from a NATO position. The service member’s relationship with NATO is temporary. 
These facts, in addition to the actual control exercised by the United States, lead to the conclusion that 
the service member is an employee of the United States who is merely assigned to NATO. 

 
[28] Two facts suggest that a member of the Armed Forces assigned to NATO is employed by NATO. 

First, NATO furnishes the workplace. However, this is generally not a determinative factor. Second, a 
service member assigned to NATO might have a foreign military commander as his supervisor. The 
exercise of day-to-day supervision indicates the right to direct and control the worker. In Adair, the Tax 
Court noted NATO’s exclusive direction over Mr. Adair’s daily activities, and thus, a court might find 
that actual control existed and based upon Adair conclude that NATO was the employer. 

 
[29] Notwithstanding the above, Adair does not mandate the conclusion that a service member 

assigned to NATO is not an employee of the United States. The circumstances of a service member 
assigned to NATO are quite different from those of a civilian transferee under FEIOSA. Service 
members are not governed by FEIOSA. Unlike a civilian transferee, it is unnecessary to encourage 
service members to transfer to international organization. The United States orders a service member 
where to report for duty, and the member cannot object to the change of duty station. It is also 
unnecessary to provide reemployment rights because, when a service member is assigned to a new 
position, he does not terminate his relationship with the United States. Members are governed by the 
UCMJ and can be removed from their respective service only by the United States. Thus, even in 
circumstances where the service member is supervised daily by someone other than a United States 
Commander, Adair is distinguishable. Based upon all of the facts and circumstances discussed above, we 
conclude that the service members are employees of the United States.   …   

 
[30] If you have any questions, please call Kate Y. Hwa at (202) 622-3840. 

 
/s/ Phyllis E. Marcus 
Phyllis E. Marcus 
Chief, Branch 2 
Office of Associate Chief Counsel 

(International)  

FOOTNOTE 

/1/ We have considered a generic description of a service member assigned to NATO. We note 
that the results of applying the common law test may depend upon what position the service 
member holds at NATO. 
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I. REFERENCES 

A. IRS Forms:  Form 1040, Schedule 1, Schedule SE; Instructions to Form 1040, 
Student Loan Interest Deduction Worksheet, Self-Employed Health Insurance 
Deduction Worksheet; Form 2106, Employee Business Expenses; Form 3903, 
Moving Expenses; Forms 1098-T and 1099-INT. 

B. Internal Revenue Code (I.R.C.) of 1986, as amended. 
C. Treasury Regulations. 
D. IRS Publications: 

1. Pub. 3, Armed Forces’ Tax Guide. 
2. Pub. 17, Your Federal Income Tax. 
3. Pub. 334, Tax Guide for Small Business. 
4. Pub. 521, Moving Expenses.  
5. Pub. 535, Business Expenses.  
6. Pub. 590, Individual Retirement Arrangements (IRAs) 
7. Pub. 969, Health Savings Accounts & Other Tax-Favored Health 

Plans 
8. Pub. 970, Tax Benefits for Higher Education 

II. INTRODUCTION 

A. What is adjusted gross income?  Adjusted Gross Income (AGI).  A term 
used with reference to individual taxpayers.  Adjusted Gross Income 
consists of an individual’s gross income less certain deductions and 
business expenses authorized under I.R.C. § 62. 

B. The purpose of AGI is to distinguish between those deductions allowable 
in all events from those that are allowed only if the taxpayer itemizes 
deductions instead of taking the standard deduction.  AGI is also used to 
determine various phase-outs for a number of adjustments, deductions, or 
credits. 

C. I.R.C. § 62 does not authorize any particular deductions.  Instead, the 
section specifies the deductions that are used to calculate AGI. 
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1. The term “adjustments to income,” which appears on Form 1040, 
is not contained in I.R.C. § 62. 

D. Deductions allowed to determine AGI are frequently known as “above-
the-line” deductions because they appear on Form 1040 above (before) the 
line used to report AGI. 

III. EDUCATOR EXPENSE DEDUCTION (I.R.C. § 62(a)(2)(D), (d)) 

A. An “eligible educator” may claim an above-the-line deduction for 
unreimbursed “qualified expenses.” 

1. An eligible educator is a K-12 teacher, instructor, counselor, 
principal, or aide who worked in a school for at least 900 hours 
during the school year. 

2. Qualified expenses include expenses paid:  

a. For professional development courses related to the 
curriculum taught (or to the students), or 

b. In connection with books, supplies, equipment (including 
computer equipment, software, and services), and other 
materials used in the classroom. 

B. The statutory amount of the deduction is limited to $250 ($500 if married 
filing joint and both spouses are educators). 

C. The deduction was made permanent in 2016 and is indexed for inflation.  
I.R.C. § 62(a)(2)(D).  The amount for 2018 remains $250.  Rev. Proc. 
2017-58. 
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IV. RESERVE/NATIONAL GUARD TRAVEL EXPENSES (I.R.C. 
§ 162(p), FORM 2106) 

A. The Military Family Tax Relief Act of 2003, Pub. L. No. 108-121 
(Nov. 11, 2003), amended the Internal Revenue Code to allow an above-
the-line deduction for expenses incurred by members of the National 
Guard or Reserve in conjunction with their military service for expenses 
incurred after December 31, 2002. 

1. The Act amended I.R.C. § 162 to provide that Reserve or National 
Guard members are deemed to be away from home in the pursuit 
of a trade or business for any period they are away from home in 
connection with their service.  I.R.C. § 162(p). 

2. The above-the-line deduction is available only if the 
Servicemember must travel away from home more than 100 miles 
(and stay overnight) to attend National Guard or Reserve meetings. 

3. The amount of the deduction cannot exceed the applicable 
government per diem rate for the location. 

B. Reporting.  IRS Form 2106 must be filled out and filed along with 
Form 1040. 

V. HEALTH SAVINGS ACCOUNT (FORM 8889) (I.R.C. § 223) 

A. The Medicare Prescription Drug, Improvement, and Modernization Act 
of 2003 added Section 223 to the Internal Revenue Code to permit eligible 
individuals to establish Health Savings Accounts (HSAs) for tax years 
beginning after December 31, 2003.   

B. HSAs are like IRAs created for the purpose of defraying unreimbursed 
health care expenses on a tax-favored basis.  An HSA is a tax-exempt trust 
or custodial account with a financial institution where the taxpayer saves 
for future medical expenses.  The interest or earnings on the assets are tax-
free. 
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C. Within the limits, contributions to an HSA will be deductible if made by 
an eligible individual as an above-the-line deduction (Form 8889) and 
excludable from income if made by an employer on behalf of an eligible 
individual.  If the employer makes the contribution on behalf of the 
employee, the amount of the contribution is not deductible by the 
employee as an HSA contribution or as a medical expense deduction.   

D. Distributions from an HSA are tax-free when used to pay for qualified 
medical expenses.  Distributions not used to pay for qualified medical 
expenses are penalized (10%), as well as taxed unless the taxpayer is 
disabled, over 65, or dies during the year.  

1. Qualified medical expenses are unreimbursed expenses paid by the 
account beneficiary, his or her spouse, or his or her dependents for 
medical care as defined in I.R.C. § 213(d).  Nonprescription drugs 
(other than insulin) are not included as a qualified medical 
expense.  I.R.C. § 223(d)(2)(A).         

2. Qualified medical expenses must be incurred after the HSA has 
been established. 

3. For purposes of determining the itemized deduction for medical 
expenses, medical expenses paid or reimbursed by distributions 
from an HSA are not treated as expenses paid for medical care 
under I.R.C. § 213 (i.e. are not deductible as itemized expenses for 
medical care). 

E. To qualify for an HSA deduction, taxpayer must meet the following 
requirements: 

1. Must be covered under a high deductible health plan (HDHP) on 
the first day of the month; 

2. Must not be covered by any other health plan that is not an HDHP 
(there are certain exceptions); 

3. Must not be enrolled in Medicare (generally has not reached 
age 65); and 
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4. May not be claimed as a dependent on another person’s tax return. 

F. An individual is ineligible for an HSA if the individual, while covered 
under an HDHP, is also covered under a health plan (whether as an 
individual, spouse, or dependent) that is not an HDHP. 

1. An individual may maintain “permitted insurance” without losing 
eligibility for an HSA.  Permitted insurance is insurance under 
which substantially all of the coverage provided relates to 
liabilities incurred under: 

a. Workers’ compensation laws, 

b. Tort liabilities, 

c. Liabilities relating to ownership or use of property (e.g. 
automobile insurance), 

d. Insurance for a specified disease or illness, or 

e. Insurance that pays a fixed amount per day (or other 
period) or hospitalization. 

2. Additionally, an individual may have coverage (whether provided 
through insurance or otherwise) for accidents, disability, dental 
care, vision care, or long-term care. 

G. HSAs are established with a qualified HSA trustee or custodian, much like 
IRAs are established with qualified IRA trustees or custodians.  No 
permission or authorization is necessary from the IRS to establish an HSA.  
An eligible individual who is an employee may establish an HSA with or 
without involvement of the employer. 

H. The maximum contribution eligible taxpayers can make to an HSA is the 
sum of the limits determined separately for each month, based on status, 
eligibility, and health plan coverage as of the first day of the month.  See 
the instructions to Form 8889.  
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1. In addition to the maximum contribution amount, catch-up 
contributions may be made by or on behalf of individuals age 55 or 
older, who are not enrolled in Medicare.  The catch-up contribution 
limit is $1,000 for those eligible for catch-up contributions.  There 
is no requirement that the individual have earnings.     

2. After an individual has attained age 65 (the Medicare eligibility 
age), contributions, including catch-up contributions, cannot be 
made to an individual’s HSA. 

3. Contributions that exceed the established limits are not deductible.  
In addition, an excise tax of 6% for each taxable year is imposed 
on the account beneficiary for excess individual and employer 
contributions unless the excess contributions and the net income 
attributable to the excess contributions are paid to the account 
beneficiary before the day prescribed for filing the federal income 
tax return.  

I. A high deductible health plan is a plan that meets the following 
requirements: 

1. Has an annual deductible of at least: 

a. $1,350 for self-only coverage; and 

b. $2,700 for family coverage. 

2. Maximum annual deductible and other out-of-pocket expenses do 
not exceed: 

a. $3,450 for self-only coverage; and 

b. $6,900 for family coverage. 
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3. The dollar thresholds and limits stated in paragraphs 1. and 2. 
above are the amounts for 2018.  Rev. Proc. 2018-18 (Mar. 5. 
2018); Rev. Proc. 2018-27 (Apr. 26, 2018); “2018 HSA 
contribution limit for individuals with family HDHP coverage,” 
https://www.irs.gov/forms-pubs/2018-hsa-contribution-limit-for-
individuals-with-family-hdhp-coverage.  These thresholds and 
limits are adjusted for inflation. 

4. In the case of family coverage, a plan is an HDHP only if, under 
the terms of the plan and without regard to which family member 
or members incur expenses, no amounts are payable from the 
HDHP until the family has incurred annual covered medical 
expenses in excess of the minimum annual deductible. 

J. Eligible seniors are able to establish medical savings accounts called 
Medicare MSAs.  Eligible individuals are able to use MSA contributions 
to pay health care expenses.  Medicare MSAs must be used in conjunction 
with a high deductible Medicare Advantage health plan.  Medicare MSAs 
are administered through the Federal Medicare program.  I.R.C. § 138.  
More information on these plans is available by calling 1-800-633-4227 or 
visiting http://www.medicare.gov. 

VI. MOVING EXPENSES (FORM 3903) (I.R.C. § 62(a)(15), I.R.C. 
§ 217(g)) 

A. 2018 Update.  For tax years 2018 through 2025, the law commonly known 
as the Tax Cuts and Jobs Act (TCJA) suspended the deduction for moving 
expenses for all taxpayers except active duty military members.  I.R.C. 
§ 217(k); An Act to provide for reconciliation pursuant to titles II and V of 
the concurrent resolution on the budget for fiscal year 2018, Pub. L. No. 
115-97, 131 Stat. 2054 (Dec. 22, 2017). 

1. The deduction for active duty military members is allowed when a 
member moves “pursuant to a military order and incident to a 
permanent change of station” and without regard to the limitations 
of I.R.C. § 217(c), which requires certain time and distance 
requirements to be met before a civilian taxpayer may qualify for 
the deduction.  I.R.C. § 217(g), (g)(1). 
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2. For active duty military members, the deduction is essentially 
unchanged from 2017 and prior years.  Therefore, the discussion 
below is largely the same compared to earlier years, but the more 
limited scope of the deduction should be kept in mind. 

B. An employee or self-employed individual may deduct as an adjustment to 
income the expenses of moving himself and his family from one location 
to another if the move is related to starting work in a new location and the 
amount is reasonable.  I.R.C. § 217. 

C. The moving expense deduction is computed on Form 3903. 

D. Generally, deductible moving expenses are limited to the cost of (I.R.C. 
§ 217(b)): 

1. Transportation of household goods and personal effects, and 

a. Items deductible include cost of packing, crating, cost of 
storing and insuring household good and personal effects 
within any period of 30 consecutive days after the day 
goods are moved from the former home and before they are 
delivered to the new home. 

b. Can deduct costs of connecting or disconnecting utilities 
required because of the move, shipping of car, and pet. 

2. Travel (including lodging but not meals) to the new residence. 

a. Can include lodging expenses in the area of the former 
residence within one day after the taxpayer could not live in 
the former home because of furniture being moved out of 
the home. 

b. Includes lodging expenses for the day arriving at new 
residence. 

E. Where an automobile is used in making the move, a taxpayer may deduct 
either: 
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1. The actual out-of-pocket expenses incurred (gasoline and oil, but 
not repairs, depreciation, etc.), or 

2. A standard mileage allowance of 18 cents per mile for moves 
occurring during 2018 (a reduction of 2.0 cents per mile from 
2016).  Can include tolls and parking costs in addition if using the 
standard mileage allowance method.   

F. Moving expenses do not include cost of meals and lodging for pre-move 
househunting trips; costs of meals and lodging (i.e., temporary living 
expenses); costs incident to sale (or lease) of old residence; costs incident 
to purchase (or lease) of new residence; car tags; and driver’s license. 

G. Generally, a taxpayer must meet a distance test, length of employment 
test, and a commencement of work test to be eligible to take the moving 
expense deduction.  I.R.C. § 217(c), (d); Treas. Reg. § 1.217-2(a)(3), 
(d)(3).[See paragraph A. “2018 Update” above].  These tests do not apply 
if it is a PCS move. I.R.C. § 217(g). 

H. Individuals that retire from an overseas job and return to the U.S. or a 
survivor (spouse or dependent) of any decedent who worked outside the 
U.S. (U.S. includes possessions of the U.S.) at the time of death are also 
eligible to deduct moving expenses if, within six months of the decedent’s 
death, the survivor moves to the U.S. from a foreign residence that had 
been shared by the decedent.  I.R.C. § 217(i). 

I. Gross income does not include qualified moving expense reimbursements.  
These are amounts received from an employer as a payment for or 
reimbursement of expenses that would be deductible as a moving expense 
if directly paid or incurred by the employee.  I.R.C. § 132(a)(6) and (g).  
For years 2018 through 2025, this exclusion is only for military members. 

J. Any amount other than a qualified reimbursement received directly or 
indirectly by a taxpayer from the employer as a payment for or 
reimbursement of moving expenses must be included in the taxpayer’s 
gross income as compensation for services.  I.R.C. § 82. 

K. Employers are required to give employees a statement showing a detailed 
breakdown of reimbursements or payments of moving expenses.  Treas. 
Reg. § 31.6051-1(e). 
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L. Foreign moves. 

1. A moving expense deduction is permitted in connection with the 
commencement of work at a new principal place of work located 
outside the U.S. and its possessions. 

2. The rules are similar to the general moving expense deductions 
rules, except that a deduction is also allowed for reasonable 
expenses of moving household goods and personal effects from 
storage, and of storing them for part or all of the time during which 
the new place of work abroad continues to be a taxpayer’s 
principal place of work.  I.R.C. § 217(h). 

M. Moving Expenses of members of the Armed Forces (I.R.C. § 217(g)). 

1. A move by an active duty member of the armed forces under a 
military order and incident to a change of station can qualify for 
deduction regardless of the distance moved or the length of time 
worked at the new station.  I.R.C. § 217(g).  Therefore, a 
Servicemember that moves because of PCS does not have to meet 
the distance and time tests mentioned before. 

2. A permanent change of station for purposes of this section 
includes: 

a. A move from a home to the first post of active duty, 

b. A move from one permanent post of duty to another, and 

c. A move from the last post of duty to a home or to a nearer 
point in the U.S.  The move must occur within one year of 
ending of active duty or within the period allowed under 
the Joint Travel Regulations. 

3. If a Servicemember deserts, is imprisoned, or dies, a PCS for the 
spouse or dependent includes a move to: 

a. The place of enlistment, 
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b. The member’s, spouse’s, or dependent’s home of record, or 

c. A nearer point in the U.S. 

4. Cash reimbursements or allowances are excludable from income to 
the extent of moving and storage expenses actually paid or 
incurred, as are all in-kind moving and storage services provided 
by the military.  This exclusion applies to the spouse and 
dependents of a servicemember when they do not accompany the 
member and move to a location different from that to which the 
Servicemember moves or different from that from which the 
Servicemember moves. 

5. If total reimbursements or allowances received from the 
government because of the move are more than the actual moving 
expenses, the government should include the excess in wages on a 
Form W-2.  This may be the case with some “Do it Yourself” 
moves or DITY moves.  However, the excess portion of a 
dislocation allowance, a temporary lodging allowance, a temporary 
lodging expense, or a move-in housing allowance is not included 
in income. 

6. Where the military moves the servicemember and the member’s 
family to or from separate locations and they incur unreimbursed 
expenses, their moves are treated as a single move to the member’s 
new principal place of work (I.R.C. § 217(g)). 

7. No deduction is permitted for any moving or storage expense 
reimbursed by an allowance that is excluded from income (Treas. 
Reg. § 1.217-2(g)(6)). 

8. If a Servicemember’s reimbursements or allowances are less than 
the actual moving expenses, the Servicemember can deduct the 
expenses that exceed reimbursements and allowances (do not 
include value of moving or storage expenses provided by the 
government and do not include any part of dislocation allowance, a 
temporary lodging allowance, move-in housing allowance, or 
temporary lodging expense).   
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9. If the above requirements are met by a Servicemember, he/she can 
deduct reasonable unreimbursed expenses incurred for the 
following: 

a. Moving of household goods and personal effects, including 
expenses for hauling a trailer, packing, crating, in-transit 
storage, and insurance. 

b. Travel and lodging expenses from the old home to the new 
home, including automobile expenses and airfare. 

10. Reasonable Expenses:  Only expenses that are reasonable under 
the circumstances of the move qualify for the deduction.   

VII. DEDUCTIBLE PART OF SELF-EMPLOYMENT TAX 
(SCHEDULE SE) (I.R.C. § 1401, I.R.C § 164(f)) 

A. The computation of self-employment tax is addressed in Chapter I, “Tax 
Payments, Other Taxes, and Finishing the Return.” 

B. If an individual is subject to the self-employment tax, the taxpayer may 
deduct from gross income the employer-equivalent portion (50%) of the 
self-employment tax imposed for the same tax year.  I.R.C. § 164(f).  The 
self-employment tax rate for 2018 is 15.3% (10.4% for Social Security 
and 2.9% for Medicare).  Taxpayers cannot deduct the additional 0.9% 
Medicare (HI) self-employment tax imposed beginning in 2013 (I.R.C. 
§ 154(f)(1)).   

C. The taxpayer completes Schedule SE to determine the amount of self-
employment tax to enter on Form 1040.   

VIII. SELF-EMPLOYED HEALTH INSURANCE DEDUCTION 
(I.R.C. § 162(l)) 

A. Some taxpayers may be able to deduct part of the amount paid for health 
insurance for themselves, spouse, and dependents if:  
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1. The taxpayer was self-employed and had a net profit for the tax 
year, or  

2. The taxpayer received wages from an S-Corporation in which he or 
she is more than a 2% shareholder.  I.R.C. § 162(l)(1), (5). 

B. The amount of the deduction is 100% of the total amount of health 
insurance coverage paid in the tax year.  However, the deduction is limited 
to the taxpayer’s earned income derived from the trade or business for 
which the insurance plan was established.  I.R.C. § 162(l)(2)(A). 

C. A self-employed person’s health insurance deduction is treated separately 
with regard to plans that provide long-term care insurance and plans that 
do not provide long-term care insurance.  I.R.C. § 162(l)(2)(B). 

D. The amount of the deduction is computed using the worksheet in the 
instruction booklet for Form 1040 and then included as a deduction or 
adjustment to income on Form 1040, Schedule 1. 

IX. PENALTY ON EARLY WITHDRAWAL OF SAVINGS (FORM 
1099-INT; FORM 1099-OID) (I.R.C. § 62(a)(9)) 

A. Depositors may withdraw funds from ordinary savings accounts any time 
they wish.  However, if a depositor withdraws funds from a time deposit 
(such as a certificate of deposit) before the maturity date, a penalty is 
charged. 

B. Interest that was previously earned on a time savings account or deposit 
with a savings institution and that is later forfeited because of premature 
withdrawals is deductible from gross income in the year when the interest 
is forfeited.  I.R.C. § 62(a)(9). 

C. Form 1099-INT or Form 1099-OID report the interest earned, as well as 
any early withdrawal penalties. 

D. Taxpayers cannot subtract the early withdrawal penalty from the interest 
earned and report the difference.  The early withdrawal penalty can be 
claimed as an adjustment to income on Form 1040, Schedule 1.  The entire 
penalty is deducted, even if it is greater than the interest income. 
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X. ALIMONY PAID (I.R.C. § 215) 

A. 2018 Update.  The TCJA significantly changed the tax treatment of 
alimony for decrees of divorce executed after 31 December 2018, or those 
agreements modified after that date that make the new provision 
applicable.  For decrees after 31 December 2018, the payor spouse does 
not deduct the payment, and the recipient spouse does not report the 
payment as income (similar to payments for child support).  See also 
Chapter F, Gross Income, part B.6.  The discussion below is therefore 
applicable only to decrees entered on or before 31 December 2018. 

B. Alimony and separate maintenance payments are taxable to the person 
receiving these payments.  The person paying the alimony or separate 
maintenance can claim it as an adjustment to income.  The adjustment can 
be claimed only on Form 1040. 

C. The amount paid during the year and the recipient’s social security 
number is entered on Form 1040. 

D. General Rules.  I.R.C. § 71; Treas. Reg. § 1.71-1T. 

1. Alimony payments are considered gross income to payee.  

2. Deductible by the payor as a deduction/adjustment from gross 
income.  I.R.C. §§ 62(a)(10), 215(a).   

3. Alimony is treated as earned income so the divorced spouse may 
separately establish an IRA and contribute up to $5,500 per year or 
amount of alimony if less than $5,500 per year.  I.R.C. § 219(b)(5). 

E. Requirements for Alimony Tax Treatment. 

1. Payments must be made in cash.  I.R.C. §§ 71(b)(1), 215(b). 

a. Debt instruments of the payor or a third party issued to or 
transferred to the payee are not considered cash payments.  
Treas. Reg. § 1.71-1T(b), Q&A-5. 
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2. Payments must be made and received under a qualifying 
instrument. 

a. Includes a decree of divorce or separate maintenance, 
written separation agreement, or a decree requiring support 
or maintenance payments to a spouse.   

b. The “instrument incident to a decree of divorce” generally 
describes writings containing marital settlement terms 
which are referred to but not merged in the divorce decree, 
including both formal separation agreements and writings 
which lack characteristics of a contract, such as a letter.  In 
order for an instrument to be considered “incident to 
divorce,” the writing must provide adequate proof of the 
existence of a contract between the parties and it must 
memorialize the parties’ understanding regarding the 
payment terms.  I.R.C. § 71(b)(2)(A), Brooks v. Comm’r, 
T.C. Memo. 1983-304. 

c. A written separation agreement in divorce practice 
ordinarily embodies a declaration of separation, the terms 
of the marital separation, and payment of support and 
division of marital property.   

(1) Neither the Tax Code, nor the Treasury Regulations 
define “written separation agreement” for alimony 
purposes.  Jacklin v. Comm’r, 79 T.C. 340, 346 
(1982);  Leventhal v. Comm’r, T.C. Memo. 2000-
92;  Keegan v. Comm’r, T.C. Memo. 1997-359. 
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(2) As construed by the IRS and the Tax Court, a 
separation agreement under I.R.C. § 71(b)(2)(B) 
need not be legally enforceable so long as it is 
entered “in contemplation of separation status” and 
entails a meeting of the minds on the payment 
terms.  Bogard v. Comm’r, 59 T.C. 97 (1972); 
Treas. Reg. § 1.71-1(b)(2)(I);  Richardson v. 
Comm’r, 97-2 U.S.T.C. Para. 50,653 (7th Cir. 
1997), (cash payments made pursuant to separation 
agreement later determined to be unconscionable 
and therefore unenforceable are taxable alimony to 
payee spouse regardless of the state court’s reason 
for invalidating the agreement). 

d. Payments made merely to comply with a service regulation 
(e.g., AR 608-99) are not pursuant to a qualifying 
instrument and are not alimony. 

e. If made under a decree of divorce or separate maintenance, 
the payment must be made after the decree (Treas. Reg. 
§ 1.71-1(b)(1)).  If made under a separation agreement, the 
payment must be made after the execution of that 
agreement (Treas. Reg. § 1.71-1(b)(2)).   

3. The divorce or separation instrument must not designate that the 
payments will not be includable in the gross income of the 
recipient.   

a. A taxpayer and spouse may designate that otherwise 
qualifying payments are not alimony.  This is done by 
including a provision in the divorce or separation 
instrument that states the payments are not deductible by 
the taxpayer and are excludable from the spouse’s income.   

b. However, if a divorce or separation instrument designates a 
payment that would otherwise qualify as alimony as not to 
be treated as alimony (e.g., as a property settlement), the 
payment will not qualify as alimony.  I.R.C. § 71(b)(1)(B). 
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c. Case Example:  A taxpayer was divorced in Virginia and 
part of the settlement required him to provide his ex-spouse 
with 37.5% of his military retirement.  Both parties were 
denied spousal support.  Husband separated from the U.S. 
Navy and received a lump sum separation payment in lieu 
of retirement benefits.  The ex-spouse petitioned a court in 
Illinois, where the husband resided to enforce the Virginia 
order.  The IRS determined the payment was not an 
alimony payment and the husband could not deduct the 
payment.  Generally, alimony is deductible to the extent the 
alimony is includable in the former spouse’s gross income.  
However, both the Virginia decree and the Illinois order 
clearly contemplated that this payment was not to be 
alimony since neither party was to receive spousal support 
and the payment was to be a non-taxable event.  Maloney 
v. Comm’r, T.C. Memo. 2000-214. 

4. There must be no requirement that payments continue beyond the 
death of the payee spouse (e.g., to the estate) or that any substitute 
payment is made after the death of the payee spouse.  I.R.C. 
§ 71(b)(1)(D). 

a. Payments must end at death of the payee spouse.  This 
requirement is to discourage classification of large cash 
settlements in payment for marital property as deductible 
alimony.   

(1) Case Example:  Settlement agreement provided that 
taxpayer would pay certain sum for 142 payments 
without regard to death of payee spouse.  Court 
looked to state law which did not help. Liability to 
make payments must terminate at the death of the 
payee spouse in order for such payments to be 
alimony.  If a payor spouse continues to be liable to 
make even one otherwise qualifying payment after 
the death of the payee spouse, none of the related 
payments required before the payee spouse’s death 
will be alimony.  Cunningham v. Comm’r, T.C. 
Memo. 1994-474; Treas. Reg. § 1.71-1T(b), 
Q&A-13. 
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(2) Will not be considered alimony if the payments do 
not meet the requirement of I.R.C. § 71(b)(1)(D), 
that the payments not extend beyond the death of 
the payee spouse.  Stokes v. Comm’r, T.C. Memo. 
1994-456. 

b. To make sure of alimony treatment, the divorce or 
separation instrument should specify that otherwise 
qualifying payments will cease at the death of the recipient. 

c. While alimony payments must terminate at the death of the 
payee, I.R.C. § 71(b) does not require that payments 
terminate at the death of the payor.  If the payor’s estate is 
required to continue alimony payments after the payor’s 
death, the estate is not entitled to an alimony deduction for 
the payment.  However, under I.R.C. § 682(b), such 
payments are treated as distributions to an estate 
beneficiary subject to the normal estate distribution rules.  
If the estate has distributable net income, the estate can take 
a deduction for the distribution and the payment is included 
in the payee’s income as a distribution from the estate. 

5. Payments must not be made during a tax year for which the payor 
and payee file a joint return.  I.R.C. § 71(e). 

6. Payments must not be to a member of the same household after a 
decree of divorce or separate maintenance has been issued or it 
will not be treated as alimony (I.R.C. § 71(b)(1)(C)).  However, if 
spouses are not legally separated, a payment under a written 
separation agreement or temporary support order may be alimony 
even if they are members of the same household (Treas. Reg. § 
1.71-1T(b), Q&A-9); Benham v. Comm’r, T.C. Memo. 2000-165 
(May 22, 2000). 

a. Spouses will not be treated as members of the same 
household if one spouse is preparing to leave it, and does 
leave within one month after the payment. 
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b. Coltman v. Comm’r, 980 F.2d 1134 (7th Cir. 1992), aff’d 
1991 Tax Ct. Memo LEXIS 146, court applied Treas. Reg. 
§ 1.71-1(b)(3)(i) and held that husband who used suburban 
marital home as part-time way station between his business 
and his real residence in another city, where he lived with 
"significant other" for most of the week, was not entitled to 
"alimony" deduction for payments to the former wife. 

F. Payments may be made to a third party if spouse consents or instrument 
specifically calls for the third-party payment.  I.R.C. § 71(b)(1)(A).  These 
can include payments for spouse’s living expenses, food, clothing, 
insurance, medical expenses, housing costs, taxes, tuition, vacations, etc.  
The payments are treated as received by the spouse and then paid to the 
third party.  Temp. Treas. Reg. § 1.71-1T(b)(Q&A-6); Priv. Ltr. Rul. 87-
10-089.   

1. Payments to third parties encompass payments to third parties 
made pursuant to a written request, consent or ratification of the 
payee.  The qualifying instrument or writing must declare the 
parties’ intent that the payment be treated as alimony subject to the 
rules of I.R.C. § 71 and must be received by the payor spouse prior 
to the date of filing his or her income tax return for the taxable year 
in which the payment is made.  Treas. Reg. § 1.71-1T(b), Q&A-7. 

2. However, payments made to maintain property owned by the payor 
spouse but used by the payee spouse (including mortgage 
payments, realty taxes, and insurance premiums) are not payments 
on behalf of the payee spouse (i.e., not alimony) even if made 
under the terms of the divorce or separation instrument.  Treas. 
Reg. § 1.71-1T(b), Q&A-6. 

3. A payor spouse who is required by the divorce or separation 
instrument to pay the mortgage on a home he owns jointly with the 
payee spouse may deduct one-half of those payments as alimony, 
if they otherwise qualify (the rest may be deductible as qualified 
residence interest if paid on a qualified home). 

4. The Tax Court has held that a man may deduct as alimony one-half 
of the housing payments he made “on behalf of” his wife, finding 
that letters qualified as a written separation agreement.  Leventhal 
v. Comm’r, T.C. Memo. 2000-92. 
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5. Be careful of disguising child support as alimony.  Payments 
which are for specific expenses of children as they arise may be 
considered child support and not alimony.  Preston v. Comm’r, 
2000 U.S. App. LEXIS 7190 (Apr. 20, 2000).     

G. Premiums a taxpayer must pay under a divorce or separation instrument 
for life insurance on their life qualify as alimony to the extent the spouse 
owns the policy.  Temp. Treas. Reg. § 1.71-1T(b). 

H. Compliance Provisions. 

1. Recipient must furnish taxpayer ID number to payor.  I.R.C. 
§ 215(c). 

2. Payor must include recipient’s number on return.  I.R.C. § 215(c). 

3. Separation agreements should include parties’ social security 
numbers (see sample provision, Appendix C, clause 3). 

I. Child Support is not Alimony. 

1. Payments specified in a divorce decree or separation agreement as 
child support are not includable in gross income. 

2. Child support payments are not deductible by payor. 

J. Unallocated Family Support. 

1. If the amount of child support is not specified in the instrument, 
the amount to be decreased upon a contingency relating to a child 
will be treated as child support.  I.R.C. § 71(c) reversed the rule 
found in Comm’r v. Lester, 366 U.S. 299 (1961); see Kean v. 
Comm’r, 407 F.3d 186, 190 (3d Cir. 2005).  Contingencies relating 
to a child include reaching the age of majority, marriage, death, 
earning specified income level, gaining employment, and leaving 
the home of custodial parent. 
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Example:  Separation agreement provides that H shall pay $500 per month for family 
support (unallocated).  This amount shall be reduced by $50 per week per year when H 
has uninterrupted visitation with the child.  Amount of the reduction ($50 is treated as 
fixed for child support.  Total of $2,600 ($50 × 52 weeks) does not qualify as alimony 
(Priv. Ltr. Rul. 8746085). 
 

XI. STUDENT LOAN INTEREST DEDUCTION (I.R.C. 
§§ 62(a)(17), 221) 

A. A taxpayer may claim an adjustment to income (i.e., an above-the-line 
deduction) for interest paid on qualified educational loans.  A loan and any 
refinancing of that loan are treated as one loan.  Treas. Reg. §1.221-
1(e)(3)(v)(A).   

B. The maximum deduction allowed in 2018 is $2,500.  I.R.C. § 221(b)(1).  
This is $2,500 per tax return – not per student or per taxpayer. 

C. For 2018, the deduction phases out ratably for taxpayers with modified 
AGI between $65,000 and $80,000 ($135,000 and $165,000 for joint 
returns).  I.R.C. § 221(b)(2)(B).   

D. Modified Adjusted Gross Income for purposes of this section.  AGI, as 
determined on Form 1040, before taking any deduction for student loan 
interest or qualified tuition and fees and modified by adding back the 
following: 

1. Foreign earned income of U.S. citizens or residents living abroad, 

2. Housing costs of U.S. citizens or residents living abroad, and 

3. Income from sources within Puerto Rico, American Samoa, Guam, 
or the Northern Mariana Islands.  I.R.C. § 221(2)(C). 

E. The student loan interest deduction may be claimed only by a taxpayer 
that is legally obligated to make the interest payments pursuant to the 
terms of the loan.  Treas. Reg. § 1.221-1(b)(1). 

F. An eligible student is one who: 
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1. Is enrolled or accepted for enrollment in a degree, certificate, or 
other program (including a program of study abroad that is 
approved for credit by the institution at which the student is 
enrolled) leading to a recognized educational credential at an 
eligible education institution, and 

2. Is carrying at least one-half the normal full-time workload for the 
course of study the student is pursuing.  I.R.C. § 221(d)(3); Treas. 
Reg. § 1.221-1(f)(3)(i)(C). 

G. A person who is claimed as a dependent on another’s tax return cannot 
claim the education interest deduction.  I.R.C. § 221(c).   

H. Married couples must file joint returns to take the deduction (I.R.C. 
§ 221(e)(2)). 

I. A qualified higher education loan is any debt incurred to pay qualified 
higher education expenses that are: 

1. Incurred on behalf of the taxpayer, the taxpayer’s spouse, or any 
dependent of the taxpayer as of the time the debt is incurred (I.R.C. 
§ 221(d)(1)(A)); 

2. Paid or incurred within a reasonable period of time before or after 
the debt is incurred (90 days before or after the academic period), 
(I.R.C. § 221(d)(1)(B)); and 

3. Attributable to education furnished during a period when the 
recipient was an eligible student (at least half-time student) (I.R.C. 
§ 221(d)(1)(C)). 

J. A qualified education loan includes debt used to refinance debt that 
qualifies as a qualified education loan, but does not include debt owed to a 
related person as defined by I.R.C. § 267(b).   

K. A revolving line of credit will qualify as an education loan only if the 
borrower agrees to use it only for qualified higher education expenses. 
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L. Qualified higher education expenses are the costs of attendance at an 
eligible educational institution, which is generally a post-secondary 
educational institution eligible to participate in the federal student loan 
program.  An eligible educational institution also includes one conducting 
an internship or residency program leading to a degree or certificate 
awarded by an institution of higher education, a hospital, or a health care 
facility which offers postgraduate training.  I.R.C. § 221(d)(2); Treas. Reg. 
§ 1.221-1(e)(1). 

M. Qualified higher education expenses include tuition, fees, room and board, 
and related expenses, but must be reduced by the amount excluded by 
reason of such expenses under the rules for employer-provided 
educational assistance benefits, income from U.S. Savings Bonds used to 
pay higher education expenses, distributions from an education IRA, 
Veteran’s Benefits, and scholarships or fellowship grants.  I.R.C. 
§ 221(d)(2), Treas. Reg. § 1.221-1(e)(2). 

N. No deduction is allowed under this section for any amount for which a 
deduction is allowable under any other provision of the Code (such as a 
home equity loan).  I.R.C. § 221(e)(1). 

XII. TUITION AND FEES DEDUCTION (I.R.C. § 222, FORM 8917) 

A. As of the update to this Chapter, this deduction has expired. 

XIII. CONCLUSION 
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I. REFERENCES. 

A. IRS Tax Forms:  1040, IRA Deduction Worksheet, 8606, 5329, 5498. 

B. Internal Revenue Code, 26 USC 408 and 408A and 219. 

C. Federal Income Tax Regulations, 1.408-1 to 1.408-11 and 1.408A-0 to 1.408A-9. 

D. IRS Publication 590, Individual Retirement Arrangements (IRAs).  

II. FUNDAMENTALS.  

A. Definition.  

1. In general, an IRA is a trust or custodial account created or organized in the 
U.S. for the exclusive benefit of an individual or his or her beneficiaries 
(I.R.C. § 408(a); Treas. Reg. § 1.408-2(b)).  

a. Beneficiaries--the individual's estate, dependents, and any person he or 
she designates to share in the benefits of the account after death 
(Treas. Reg. § 1.408-2(b)(8)).  

b. IRAs are exempt from federal income tax unless the IRA is 
disqualified due to a prohibited transaction.  

B. Characteristics.  

1. Simple procedure for establishing personal retirement program.  

2. Contributions to traditional IRAs are currently deductible, except by "active 
participants" in retirement plans who have adjusted gross income in excess of 
specified levels.  

3. Earnings on traditional IRAs are not subject to federal income tax until 
distributed.  
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4. Roth contributions are not currently deductible.  However, earnings are not 
subject to federal income tax upon qualified distributions. 

C. Contribution Deadline.  Normally the due date for the return (15 April without regard 
to extensions); however, the IRA need not actually be established until such due date 
in order to claim a contribution (I.R.C. § 219(f)(3)).  

1. Contribution may be deducted if it is mailed before the return due date, even if 
it is not received by the IRA custodian until after the due date.  

2. Deduction may be claimed on return--even if contribution not yet made--so 
long as contribution actually occurs by due date. 

3. The CZ/QHDA extension provides service members with an additional period 
in which to contribute to an IRA for a preceding tax year.  I.R.C. § 219(f)(7). 

a. To qualify, the service member must make a contribution before the 
earlier of the end of the income tax return filing period established 
under the CZ/QHDA tax extensions or the date on which the federal 
income tax return actually is filed.  I.R.C. § 7508. 

b. For example, a contribution made on June 1, 2017, could be 
designated as a contribution for the 2016 tax year if it is made before 
the taxpayer's CZ/QHDA suspension period expires.  The taxpayer 
would have to designate the contribution as a contribution for the 2016 
tax year to claim it on his or her 2016 income tax return. 

c. For information on CZ/QHDA and IRA contributions see 
www.irs.gov.  Pub 3, Armed Forces Tax Guide, and IR 2006-129 on 
the Hero Act. 

D. Prohibited Transactions.  

1. Borrowing money from an IRA.  The amount borrowed is treated as a 
distribution.  

2. Selling property to an IRA.  
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3. Pledging an IRA account as security for a loan.  The part of the account 
pledged as security is treated as a distribution.  

III. WHO MAY PARTICIPATE?  

A. Taxpayer must have earned compensation.  

1. Includes wages, salaries, tips, bonuses, commissions, partnership, alimony, 
self-employment income, and other amounts for personal services.  Only 
compensation includible in gross income is earned.  I.R.C. § 219(f).  

2. Does not include passive income such as profits from property, i.e., rental 
income, interest, dividends, pensions, or annuities (including military 
retirement pay).  

3. Compensation also does not include foreign earned income excluded from 
gross income.  

B. Limits on IRA Contributions.  

1. For 2018, the maximum annual contribution (to either traditional or Roth 
IRAs) is $5,500.  I.R.C. § 219(b)(5). 

2. An individual age 50 or older can make an additional $1,000 “catch up” 
contribution.  I.R.C. § 219 (b)(5).  Catch up contributions are permitted 
beginning in the year the individual turns 50 and every year thereafter. 

3. There are special rules for certain married individuals, which allow for a 
spousal IRA.  A spouse with no earned compensation or amounts less than 
$5,500 can participate in an IRA.  I.R.C. § 219(c).  These special rules for 
spouses will be discussed in detail later in the outline.    
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IV. LIMITS ON TRADITIONAL IRA DEDUCTIONS (ADJUSTMENT TO 
INCOME). 

A. Full deduction of contribution amount up to $5,500 ($6,500 if 50 or older) allowed if 
taxpayer is not covered by employer-provided retirement plan and earns at least 
$5,500 ($6,500 if 50 or older). 

B. Limitations for Participants in Employer-Provided Retirement Plans for 
Traditional IRAs. 

1. The Tax Reform Act of 1986 established limits on the deductibility of 
contributions by taxpayers covered by an employer-provided retirement 
program. 

2. One is considered covered by an employer-provided plan even though the 
plan has not vested. 

3. Active duty service members are considered covered by an employer-
provided retirement plan.  I.R.C. § 219(g)(1); IRS Notice 87-16; Morales-
Caban v. Commissioner, T.C. Memo. 1993-466 (active duty military covered 
by employer-provided plan. 

4. Members of the reserve components who are not on active duty for over 90 
days are not, by virtue of their reserve status, considered covered by an 
employer-provided plan.  I.R.C. § 219(g)(6)(A). 

C. Taxpayers with a modified AGI less than an applicable amount (see Instructions to 
Form 1040) are permitted a full deduction.  If the taxpayer’s modified AGI exceeds 
the applicable threshold for his or her filing status, the deduction is phased-out over a 
range until it is reduced to zero.  

D. IRA deductions may be limited if the taxpayer is covered by an employer-provided 
retirement plan (e.g., service members). 

1. Phaseout of deduction depends on income and filing status (I.R.C. 
§ 219(g)(2)(A)). 
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a. Deduction Phaseout.  The deduction is reduced or eliminated entirely 
depending on the taxpayer's filing status and income. 

b. Computing the deductible amount: 

STEP 1: Select the appropriate amount: 
 
  $72,000 (if the taxpayer is single or head of household); or 
 
  $119,000 (if taxpayer is married filing jointly or a qualifying widow(er); or 
 
  $10,000 (if taxpayer is married filing separately). 
 
STEP 2: Subtract your Modified Adjusted Gross Income (MAGI) from the amount determined 
in Step 1. 
 
[NOTE:  If the amount computed equals or exceeds $10,000, the taxpayer can make a fully 
deductible IRA contribution.  If MAGI is greater than the amount in Step 1, the taxpayer cannot 
make a deductible IRA contribution.] 
 
STEP 3: Multiply Step 2 amount by .20.  This is the taxpayer's maximum deductible amount.  
 
[NOTE:  The amount deductible is also limited by your compensation and by the amount that you 
actually contributed).  If the result is not a multiple of $10, increase to the next highest $10.  If the 
result is less than $200, taxpayer may still deduct $200 provided taxpayer contributes at least $200.] 
 

 
c. Use the worksheet in the Form 1040 Instruction booklet to figure the 

amount, if any, of the taxpayer’s IRA deduction. 

2. Taxpayers may make nondeductible contributions to the extent a deduction is 
disallowed.  Must be reported to the IRS on Form 8606.  

E. Special rules for married taxpayers. 

1. There are special rules for certain married individuals that allow a taxpayer 
with no earned compensation or amounts less than $5,500 to participate in an 
IRA.  I.R.C. § 219(c).  This section is not specifically for non-working 
spouses. 
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a. An individual who files a joint return and has less taxable 
compensation than his spouse may contribute to a spousal IRA and 
deduct the lesser of $5,500, or the sum of that individual’s includible 
compensation for that tax year, plus the includible compensation of the 
individual’s spouse reduced by the spouse’s allowable IRA deduction 
and Roth IRA contribution for that tax year.  I.R.C. § 219(c), (f).   

b. A spouse who is 50 or older can also make the catch-up contribution 
of an additional $1,000. 

c. The practical application of this provision permits IRA contributions 
(and perhaps a deduction) of up to $5,500 for each spouse (including a 
spouse with no compensation or less than $5,500 of compensation for 
the year) if their combined compensation income for the year equals or 
exceeds the contributed amount. 

d. Total contributions to both are limited to $11,000 ($13,000 if both is 
50 or older).  The maximum contribution to either spouse’s IRA is 
limited to $5,500 ($6,500 if 50 or older).  

2. The phase-out limit is higher than the usual limit for an individual who is not 
an active participant in an employer plan during any part of the year, but 
whose spouse is an active plan participant.  I.R.C. § 219(g)(7).  For these 
individuals, the IRA deduction phase-out begins at $186,000 AGI, and it is 
eliminated at $196,000 AGI or more. 

F. The Heroes Earned Retirement Opportunities (HERO) Act, Pub. L. No. 109-227 
(May 29, 2006).  This Act addressed the problem of a military member’s losing the 
opportunity to contribute to IRA as a result of service in a CZ/QHDA. 

1. The HERO Act amended I.R.C. § 219 to include combat zone, tax-excluded 
income for purposes of eligibility for IRA contributions. 

2. Contributions to a Roth IRA need not be reported.  However, contributions to 
a traditional IRA must be reported on the appropriate year’s tax return.  Some 
service members will need to file an amended tax return if they had already 
filed for that tax year and some will just need to file the Form 8606. 
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3. Any time you make an IRA contribution, especially when intended for a 
different year, clearly annotate the contribution year in either a letter or on the 
check. 

G. Nondeductible Contributions.  

1. An active participant in a qualified plan who may not be eligible to make 
contributions either whole or in part to an IRA can make designated 
nondeductible contributions to an IRA for a tax year up to the due date for the 
income tax return for that year.  Taxpayers who have lost part or all of their 
IRA deduction because of the phaseout rules may make nondeductible 
contributions to the extent the deductible amount is disallowed.  I.R.C. 
§ 408(o) 

2. None of the earnings on the contributions will be taxed until distributed.  

3. A taxpayer may designate deductible contributions as nondeductible.  
Nondeductible and deductible contributions can be made to the same IRA.  
I.R.C. § 408(o)(2)(B)(ii). 

4. Taxpayers must report nondeductible contributions on IRS Form 8606.  

a. Failure to file form is subject to a $50 fine, unless reasonable cause is 
shown.  

b. Overstating nondeductible contributions carries $100 penalty, unless 
reasonable cause is shown. 

5. A taxpayer making nondeductible contributions to a traditional IRA will have 
a cost basis in the IRA which is the sum of the nondeductible amounts that 
have been contributed less any distributions of those amounts.  

H. Other Restrictions.  

1. For traditional IRAs, no deduction is allowed for contributions for the benefit 
of an individual for the tax year he attains age 70 ½ or any later year.  I.R.C. 
§ 219(d)(1). 
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2. No deduction is permitted for a rollover contribution nor for any contribution 
to an “inherited” IRA—one acquired by other than the surviving spouse as a 
result of the death of the participant.  I.R.C. § 219(d)(2).  

I. Excess Payments and Contributions.  I.R.C. § 4973. 

1. These rules apply to Traditional IRAs and Roth IRAs. 

2. An excess payment is defined as any amount paid into an account by the 
taxpayer, spouse, or employer exceeding the maximum amount (the 
taxpayer’s taxable compensation or $5,500, $6,500 if over age 50).  

3. Taxpayers must pay a 6% excise tax each year on the excess amount left in an 
account (unless withdrawn before the filing deadline).  

4. Interest earned on excess payment generally must also be withdrawn and 
included in gross income, and is subject to a 10% tax for early withdrawal.  

5. A taxpayer cannot reduce an excess payment by applying it against an earlier 
year in which less than the full amount was contributed.  If contributed during 
the next year, the taxpayer can reduce the contribution by applying it against 
the next year, but the annual contribution limit may not be exceeded.  

V. ROLLOVERS.  

A. General Rule.  I.R.C. § 408(d)(3).  

1. Taxpayers may withdraw part/all funds in one IRA account and transfer to 
another IRA account, or (beginning in 2002) to a qualified retirement plan, 
within 60 days of withdrawal, without tax liability.  I.R.C. § 402(c).  

a. Amount withdrawn is not considered an early withdrawal.  
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b. The 60-day period is strictly construed.  PLR 8824047 (Rollover into 
another IRA not tax free even though failure to meet 60 day period 
was not taxpayer's fault).  PLR 9211035 (Clerical error did not save 
taxpayer from tax).  But see Wood v. Commissioner, 93 T.C. 114 
(1989) (Trustee bookkeeping mistake not held against taxpayer).  

c. If the rollover is not completed within the 60-day period, it is treated 
as a taxable distribution.  

d. The IRS may waive the 60-day rollover period if failure to waive 
would be against equity or good conscience, including cases of 
casualty, disaster, or other events beyond the reasonable control of the 
individual. 

2. In general, a taxpayer may make only one tax-free rollover from an IRA to 
another IRA in any 12-consecutive month period (I.R.C. § 408(d)(3)(B)).  If 
the taxpayer has more than one IRA, a separate one-year waiting period will 
apply to each such IRA.  

Example:  Captain R has two IRAs (IRA #1 and IRA #2).  He rolls 
over the assets of IRA #1 into new IRA #3.  Within the 12-consecutive 
month period commencing on the date of the distribution from IRA #1, 
he may also make a tax-free rollover from IRA #2 into IRA #3 or into 
any other IRA.  However, he may not again, within such 
12-consecutive month period, make a rollover from IRA #1.  See IRS 
Pub. 590. 

 

3. Inherited IRAs. 

a. A surviving spouse , who is the sole designated beneficiary, who 
receives her interest in the IRA pursuant to inheritance may roll over a 
distribution from that IRA to another IRA, or to a qualified retirement 
plan of their own, without incurring tax liability.  I.R.C. 
§ 408(d)(3)(C).   

b. A non-spouse beneficiary may not roll over post-death proceeds from 
an IRA.  I.R.C. § 408(d)(3)(C). 
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(1) A non-spouse beneficiary, like the original owner, generally 
will not owe tax on the assets in the IRA until distributions 
from the IRA are received. 

(2) There are special rules that apply to when non-spouse 
beneficiaries must withdraw IRA assets or take required 
distributions.   

(3) If a taxpayer inherits a traditional IRA from a person who had a 
basis in an IRA because of nondeductible contributions, that 
basis remains with the IRA.  If a taxpayer takes a distribution 
from an inherited IRA that has a basis, the taxpayer must 
complete a Form 8606 to determine the taxable and nontaxable 
portions of the distributions. 

4. The distribution from an IRA to a spouse or former spouse pursuant to a 
"qualified domestic relations order" may be rolled over tax free to another 
IRA.  However, if the alternate payee is not the IRA participant's spouse or 
former spouse, the distribution may not be rolled over.  Specifically, the 
distribution to a non-spouse alternate payee is includible in the gross income 
of the IRA participant (I.R.C. § 402(e)(1)(B). 

5. If an eligible rollover distribution is paid directly to the taxpayer, the payer 
must withhold 20% of it.  This applies even if you plan to roll over the 
distribution to a traditional IRA.  The taxpayer can avoid the withholding by 
choosing the direct rollover option. 

6. Report rollovers (e.g., IRA distributions) on Form 1040, or Form 1040A. 

B. Military Death and Servicemembers’ Group Life Insurance (SGLI) Payments.   

1. A recipient of a military death gratuity or SGLI proceeds can contribute the 
amounts received (reduced by any amounts contributed to a Coverdell 
education savings account) to a Roth IRA as a qualified rollover contributions.  
I.R.C. 408A(e)(2). 

2. The requirement that only one tax-free rollover contribution can be made to a 
Roth IRA during any one-year period does not apply. I.R.C. 408A(e)(2)(B). 
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3. The rollover has to be made within one year of a receipt of payment. I.R.C. 
§ 408A(e)(2)(A).   

C. Exceptions.  

1. Transfers directly from one trustee to another trustee are not rollovers and 
may be made at any time.  

2. The transfer of an individual's interest in an IRA pursuant to a divorce decree 
or instrument incident to a divorce decree is not considered a taxable transfer 
or distribution (I.R.C. § 1041).  

a. Must be received within one tax year.  

b. Must roll into another IRA.  

VI. TAX TREATMENT OF TRADITIONAL IRA DISTRIBUTIONS.   

A. Distributions are included in gross income and reported to the taxpayer on Form 
1099-R.  I.R.C. § 408(d).  The taxpayer reports total IRA distributions on line 15a and 
total taxable distributions on line 15b of Form 1040. 

B. Nondeductible contributions are not taxed when distributed.  

1. Taxpayer has cost basis in the IRA on investment.  

2. Earnings on nondeductible contributions are taxed when distributed.  

3. Special accounting is required to compute tax on distributions if both 
deductible and nondeductible contributions were made.  

4. Losses on IRA investments recognized only when entire IRA distributions are 
made.  

C. Premature Distributions. 
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1. Taxpayer includes distributions received before age 59 ½ in gross income 
(Form 1040, line 15).  In addition, the taxpayer must pay a 10% additional tax.  
Withdrawals before age 59 ½ are called premature or early withdrawals.  This 
tax is 10% of the part of the distribution that the taxpayer must include in 
gross income.  (Form 1040, line 58; Form 5329). 

2. There are a number of exceptions to the 10% penalty:   

a. The receipt of a distribution from a traditional IRA that includes a 
return of nondeductible contributions is not subject to the 10% penalty.   

b. The 10% penalty does not apply if taxpayer dies, or becomes disabled.  
I.R.C. § 72(t)(3)(A).   

c. The 10% additional tax also does not apply to any “qualified reservist 
distribution” made to individuals ordered or called to active duty for 
more than 179 days (or an indefinite period) after 11 September 2001.  
I.R.C. § 72(t)(2)(G)(i). 

d. Unemployed individuals:  To the extent that they do not exceed 
qualifying medical insurance premiums, distributions by an IRA to 
certain unemployed individuals are not subject to the 10% penalty.  
I.R.C. § 72(t)(2)(D).   

e. Qualified higher education expenses:  The 10% penalty will not be 
charged if the individual uses the IRA money to pay for qualified 
higher education expenses for the individual, the spouse, child, or 
grandchild of the individual or their spouse.  Qualified expenses are 
defined the same as for section 529(e)(3).  I.R.C. § 72(t)(2)(E). 

f. First-time homebuyer expenses:  The 10% penalty will not be charged 
if the individual uses the IRA money for certain expenses associated 
with buying a principal residence.  Only $10,000 during the 
individual’s lifetime may be withdrawn without a penalty for this 
purpose.  I.R.C. § 72(t)(2)(F). 

(1) Qualified expenses include acquisition costs, settlement 
charges and closing costs. 
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(2) The principal residence may be for the individual or the 
individual’s spouse, child, grandchild, or ancestor. 

(3) To be considered a first-time homebuyer, the individual must 
not have had an ownership interest in a principal residence 
during the two-year period ending on the date that the new 
home is acquired. 

g. Annuity exception - taxpayer may receive distributions without 
penalty if distributions are part of a series of substantially equal 
payments over taxpayer's life, even if taxpayer is less than 59 and 1/2.  
Two special requirements: 

(1) At least 1 distribution annually, and 

(2) Distribution payments continue for at least 5 years or until 
taxpayer reaches 59 and 1/2, whichever is longer. 

h. If a taxpayer made a contribution to an IRA during the tax year and 
withdraws the money before the due date of the tax return, then he will 
not be subject to the 10% penalty.  If a taxpayer has an extension of 
time to file a tax return, then the taxpayer can withdraw the money 
from the IRA tax-free by the extended due date.  However, the 
taxpayer must also withdraw any interest or other income earned on 
the contributions and include that in income. 

D. Taxpayers receiving premature distributions must complete IRS Form 5329 and enter 
the amount of the tax on Form 1040, line 58. 

E. Required Minimum Distributions (RMD) for Traditional IRAs.  

1. Taxpayers must begin receiving distributions by April 1 of the year after they 
reach 70 1/2.   For all subsequent years, they must receive distributions before 
December 31. 

2. The rules for a RMD: 
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a. During the IRA owner’s lifetime, RMDs from the IRA account are 
paid over the owner’s life expectancy as determined in the Uniform 
Life Table.   

b. If the IRA owner is married to someone who is more than 10 years 
younger, the IRA owner may elect to take RMDs based on the Joint 
and Last Survivor Table IF the younger spouse is the only beneficiary 
to the IRA.  

c. RMD is determined by dividing the balance of the IRA on 31 
December of the year previous to the year of distribution by the 
number on the appropriate table. 

3. Post-death rules for RMD. 

a. First must determine if there is a designated beneficiary.  Under the 
new rules, who the designated beneficiary is must be determined NLT 
30 September of the year following the year of the owner’s death. 

b. The determination is based on who was named as a beneficiary before 
the owner’s death and whether any such beneficiary has disclaimed an 
interest or “cashed out” his benefit by that date. 

c. If benefits are payable to the owner’s estate or to a charity, then there 
is no designated beneficiary for RMD purposes.  (This results in the 
proceeds of the IRA having to be completely disbursed NLT the end of 
the 5th year following the death of the owner if the owner died before 
required beginning date OR over the owner’s remaining life 
expectancy (as of the year of death) if he died after the required 
beginning date. 

d. Rules if the IRA owner dies before the beginning date. 

(1) No designated beneficiary:  The IRA balance must be 
distributed in full NLT than the end of the fifth year following 
the year of death.  This is automatically applied, and there is no 
exception. 
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(2) Designated beneficiary:  The beneficiary takes an RMD based 
on his life expectancy using the Single Life Table (the IRA 
custodian may allow the beneficiary to elect the 5 year rule). 

e. Rules if the IRA owner dies on or after the beginning date. 

(1) No designated beneficiary:  The RMD is figured based on the 
owner’s life expectancy under the Uniform Life Table using 
the owner’s age on his birthday during the year of death. 

(2) Designated Beneficiary:  The RMD is based on the 
beneficiary’s life expectancy using the Single Life Table. (The 
beneficiary may elect to take the RMD over the owner’s 
remaining life expectancy) 

f. IRA with multiple beneficiaries.  The account can be divided into 
separate accounts for each beneficiary to enable each beneficiary to 
take distributions over their own life expectancy.  If it is not split, then 
the distributions are determined over the life expectancy of the oldest 
beneficiary.  The separate account must be established NLT the end of 
the year following the year of death of the owner. 

4. Taxpayers have to pay a 50% excise tax on the excess amounts left in IRAs 
for any year that a RMD is not taken or not taken in full 

VII. ROTH IRA. 

A. A Roth IRA is an IRA that is designated as a Roth IRA when it is established.  I.R.C. 
§ 408A(b).  It is treated as a regular IRA except to the extent that special rules apply 
to it.  I.R.C. § 408A(a). 

B. Same contribution rules as traditional IRA, the lesser of compensation or $5,500 a 
year to a Roth IRA.  Contributions are nondeductible (I.R.C. § 408A(c)(1)), but 
qualified distributions are not taxable and are not included in income.  I.R.C. 
§ 408A(d)(1)(A).   

1. Individuals age 50 or older can contribute an additional $1,000 “catch up” 
contribution to a Roth IRA. 
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2. The Roth IRA may be the best bet for military taxpayers who are subject to 
the phase out rules of the regular IRA. 

C. Roth IRA contributions for a year must be made by April 15th of the following year.  
I.R.C. § 408A(c)(7). 

D. Unlike traditional IRAs, contributions are permitted after age 70 ½.  I.R.C. 
§ 408A(c)(4).  

E. Total contributions to Traditional and Roth IRAs cannot exceed $5,500 per taxpayer, 
or $6,500 if over the age of 50.  I.R.C. § 408A(c)(1).  

F. The phaseout amounts for being able to contribute to a Roth IRA in 2017 are:  

1. AGI $186,000 to $196,000 for taxpayers filing a joint return.  

2. AGI $118,000 to $133,000 for any other taxpayer other than a married 
individual filing a separate return.  

3. AGI $0 to $10,000 for a married individual filing a separate return. 

4. AGI for this purpose does not include income resulting from the rollover or 
conversion from a regular IRA to a Roth IRA.  I.R.C. § 408A(c)(3). 

5. AGI based contribution limits for Roth IRAs apply whether or not the 
taxpayer is a participant in a qualified retirement plan. 

G. Conversion of a Traditional IRA to a Roth IRA: 

1. Beginning in 2010, the AGI limit was eliminated and a taxpayer can convert a 
traditional IRA to a Roth IRA regardless of their AGI. 

2. The conversion is subject to federal income taxation as if it was not rolled 
over, but it is not subject to the 10% penalty (I.R.C. § 408A(d)(3)(A)(ii); 
I.R.C. § 408A(c)(3)(C)(i)). 
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3. If a taxpayer does so, the amount of money converted is included in his 
taxable income except to the extent that the regular IRA consisted of 
nondeductible contributions.  

4. Individuals that have made nondeductible contributions to regular IRAs, the 
standard IRA basis recovery rules (requiring a prorated calculation) must be 
applied to determine the taxable amount of the transaction. 

5. Conversions must be reported on Form 8606, even if the taxpayer elected in 
2010 to report the tax in 2011 and 2012.  The election to stretch out the tax 
owed is also made on the Form 8606.  

6. Conversions made after 31 Dec 2010:  Tax owed is due on the tax return and 
cannot be stretched over additional years. 

7. Recharacterized Contributions. 

a. 2018 Update.  As a result of the Tax Cuts and Jobs Act (TCJA), Pub. 
L. No. 115-97, § 13611 (Dec. 22, 2017), a taxpayer may no longer 
recharacterize a Roth conversion.  A taxpayer may only recharacterize 
a contribution to a Roth IRA. 

b. To provide relief for taxpayers who want to change the nature of an 
IRA contribution, I.R.C. § 408A(d)(6) allows taxpayers to treat the 
transfer of a contribution (or a portion of a contribution) from one type 
of IRA (the first IRA) to a different type of IRA (the second IRA), as 
if the original contribution had been made directly to the second IRA.  

c. In effect, the contribution is reversed (recharacterized), and it and any 
associated earnings or losses are transferred back to the original IRA.  
Treas. Reg. § 1.408A-5, Q&A-1(a), clarifies that redesignating the first 
IRA as the second IRA is treated as a transfer of the entire account 
balance from the first IRA to the second IRA.  Regardless of the 
method used, contributions not properly recharacterized may be 
subject to the excise tax under I.R.C. § 4973.  Treas. Reg. § 1.408A-4, 
Q&A-3(b).  
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d. Only actual contributions can be recharacterized.  Therefore, excess 
contributions made in a prior year and applied against the contribution 
limits in the current year under I.R.C. § 4973 cannot be 
recharacterized, unless the actual contribution still meets the 
recharacterization requirements. 

e. Recharacterized contributions had to have been identified by 
15 October of the year after the original conversion or contribution is 
made.  

8. Reconversions. 

a. A person who has converted an amount from a traditional IRA to a 
Roth IRA may not only transfer the amount back to a traditional IRA 
in a recharacterization, but may later reconvert that amount from a 
traditional IRA to a Roth IRA and, under certain circumstances, have 
the resulting income fixed at the time of the reconversion. 

b. An IRA owner who converts an amount from a traditional IRA to a 
Roth IRA and then transfers that amount back to a traditional IRA by 
way of a recharacterization cannot reconvert that amount from the 
traditional IRA to another Roth IRA before the beginning of the tax 
year following the tax year in which the amount was converted to a 
Roth IRA or, if later, the end of the 30-day period beginning on the 
day on which the IRA owner transfers the amount from the Roth IRA 
back to a traditional IRA by way of a recharacterization.  

c. The timing rule applies regardless of whether the recharacterization 
occurs during the tax year in which the amount was converted to a 
Roth IRA or the following tax year.  Treas. Reg. § 1.408A-5, Q&A-9, 
now provides rules for reconversions.   

Note:  This restriction prevents a taxpayer from 
recharacterizing a Roth IRA as a traditional IRA if the market 
value of the IRA has been substantially reduced, e.g., because 
of a sharp decline in the market value of stocks held in the 
IRA, and then immediately reconverting to a Roth IRA to take 
advantage of the lower market value in determining the income 
to be reported from the conversion. 
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d. A reconversion made before the later of the beginning of the next tax 
year or the end of the 30-day period that begins on the day of the 
recharacterization is treated as a failed conversion, subject to 
correction through a recharacterization back to a traditional IRA. 

(1) A failed conversion results in a distribution from the traditional 
IRA that is subject to tax (and possibly penalty tax) followed 
by a regular contribution to the Roth IRA.  

(2) To the extent it exceeds the annual contribution limit, the 
amount treated as a regular contribution to the Roth IRA is 
treated as an excess contribution subject to the excise tax under 
I.R.C. § 4973.  Treas. Reg § 1.408A-4, Q&A-3(b); Treas. Reg 
§ 1.408A-4, Q&A-1(d); Treas. Reg § 1.408A-5, Q&A-9(a)(1). 

(3) For purposes of the reconversion timing rules above, a failed 
conversion resulting from not having satisfied the statutory 
requirements is treated as a conversion in determining when an 
IRA owner may make a reconversion.  Treas. Reg. § 1.408A-5, 
Q&A-9(a)(2).   

9. What resources were used to pay the taxes? 

a. A taxpayer electing to roll from a regular IRA to a Roth IRA must 
decide whether to take the resulting income tax from the distribution 
being received, while rolling the remainder to the Roth IRA.  In the 
alternative, the taxpayer could pay the tax from another source. 

b. If a taxpayer takes funds from the distribution to pay the tax, then that 
amount is ineligible for the special tax and penalty (10% penalty) 
treatment afforded rollovers to Roth IRAs. 

10. If a taxpayer contributed money or made a contribution to a Roth IRA and 
later discovered their AGI for the year was too high or had second thoughts 
about the Roth contribution, then the taxpayer can move any contribution or 
rollover amount (plus attributable earnings) back from the Roth IRA to a 
regular IRA. 

H. Distributions from Roth IRAs. 
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1. Qualified distributions from Roth IRAs are not included in income.  I.R.C. 
§ 408A(d)(1). 

2. Qualified distributions are distributions made after the five-tax-year period 
beginning with the first tax year the taxpayer or the taxpayer’s spouse made a 
contribution to a Roth IRA, including a qualified rollover contribution from an 
IRA other than a Roth IRA (I.R.C. § 408A(d)(2)), and that are made: 

a. On or after attaining age 59½, 

b. At or after death (to a beneficiary or estate), 

c. On account of disability, or 

d. For a first-time home purchase expense under I.R.C. § 72(t)(2)(F).  See 
I.R.C. § 408A(d)(2)(A); I.R.C. § 408A(d)(5); Treas. Reg. § 1.408A-6, 
Q&A-1. 

3. Roth IRAs are not subject to the required minimum distribution rules of I.R.C. 
§ 401(a)(9)(A) or the incidental death benefit requirements of I.R.C. § 401(a).  
See I.R.C. § 408A(c)(5). 

VIII. COVERDELL EDUCATION SAVINGS ACCOUNT (CESA) .  

A. A CESA is a trust or custodial account established exclusively for the purpose of 
paying the beneficiary’s qualified higher education expenses.  I.R.C. § 530(b)(1); 
I.R.C. § 530(g). 

B. Allowable annual contributions to CESAs are not deductible and are not taxable when 
withdrawn, but distributions of earnings from CESAs for qualified education 
expenses are tax-free 

1. Contributions : 

a. Must be (I.R.C. § 530(b)(1)(A)):   



 H-22                   Federal Income Tax Law 
Last Revised:  1/25/2019 

(1) Cash; 

(2) Made before the beneficiary reaches the age of 18 (or at any 
age for a child with special needs); and 

(3) Are limited to $2,000 for the taxable year (except in the case of 
rollover contributions). 

(4) The American Taxpayer Relief Act of 2012 expanded the 
definition of education expenses to include elementary and 
secondary school expenses for taxable years beginning in 2013. 

b. Contributions for the tax year must be made by the original due date of 
the return for that year (normally 15 April).  I.R.C. § 530(b)(4). 

c. The amount a taxpayer can contribute is phased out with incomes from 
$190,000 to $220,000 for taxpayers filing a joint return and $95,000 to 
$110,000 for all other taxpayers.  I.R.C. § 530(c)(2).  As a practical 
note, though, a low-tax-bracket grandparent or other person can 
contribute to a CESA for a beneficiary, even though the grandchild’s 
parent is precluded from doing so (due to the parent’s high income). 

d. No deduction is allowed for Coverdell ESA contributions; however, 
the earnings are not subject to taxation while in the account.  I.R.C. 
§ 530(e). 

e. There is no limit on the number of CESAs that can be established 
designating the same child as the beneficiary.  However, total 
contributions for the child during any tax year cannot be more than 
$2,000.  I.R.C. § 530(b)(1)(A)(iii).  

f. Contributions may be made during the same year to both a CESA and 
an I.R.C. § 529 Qualified Tuition Program plan for the same student.   

g. An individual who has received a military death gratuity or 
Servicemembers' Group Life Insurance (SGLI) payment can roll it 
over (contribute it) to one or more CESAs, without regard to the above 
annual contribution limit (I.R.C. § 530(d)(9)(A)) or the AGI phase-out 
limit.  
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(1) The contribution must be made before the end of the one-year 
period beginning on the date on which the contributor received 
the payment. I.R.C. § 530(d)(9)(A). 

(2) The rule allowing only one rollover contribution to a CESA 
during any 12-month period does not apply to this rollover. 
I.R.C. § 530(d)(9)(B)). 

2. Distributions are not included in gross income so long as they are used to pay 
for qualified education expenses.  I.R.C. § 530(d)(2).  

a. Qualified education expenses (I.R.C. § 530(b)(2)) include:  

(1) Higher education tuition, fees, books, and supplies, certain 
room and board charges, as long as at least a half-time student 
(as defined in I.R.C. § 529(e)(3)); and 

(2) Elementary and secondary public and private or religious 
school tuition and expenses, including tutoring, room and 
board, transportation, uniforms, an extended day programs; 
computer technology or equipment or expenses for internet 
access and related services for use by the beneficiary and his 
family during any of the years that the beneficiary is in school, 
but not expenses for computer software designed for sports, 
games, or hobbies unless it is predominantly educational in 
nature.  I.R.C. § 530(b)(2)(A)(ii); § 530(b)(3). 

b. If distributions are for any other reason, then they are subject to 
taxation in a manner similar to regular IRAs.  They are also subject to 
a 10% penalty.  I.R.C. § 530(d)(4)(A).  There is no penalty for 
distributions (I.R.C. § 530(d)(4)(B)--  

(1) made to a beneficiary or the estate of the beneficiary on or after 
the death of the designated beneficiary; 

(2) attributable to the disability of the designated disability;  
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(3) made on account of a scholarship, allowance, or payment to the 
extent the distribution does not exceed the amount of the 
scholarship, allowance, or payment; or    

(4) made on account of attendance at a military academy, to the 
extent that the distribution does not exceed the costs of 
advanced education. 

3. Any account balance must be distributed within 30 days after the date the 
beneficiary reaches age 30 (unless the beneficiary has special needs), or if the 
beneficiary dies before reaching age 30, shall be distributed within 30 days 
after the day of death of the beneficiary.  I.R.C. § 530(b)(1); I.R.C. 
§ 530(d)(8). 

4. Any amount distributed from a CESA and rolled over to another education 
IRA for the benefit of the same designated beneficiary or certain members of 
the designated beneficiary’s family (spouse or child or a descendant of a child; 
brother, sister, stepbrother, or stepsister; father or mother, or an ancestor of 
either; stepfather or stepmother; son or daughter of a brother or sister of the 
taxpayer; brother or sister of the father or mother of the taxpayer; son-in-law, 
daughter-in-law, father-in-law, mother-in-law, brother-in-law, or sister-in-
law) is not taxable, as long as the new beneficiary is under age 30 on the date 
of the rollover contribution to the new ESA.  I.R.C. §  530(b)(6). 

5. The Hope, American Opportunity Tax Credit, and Lifetime Learning Credits 
may be taken in the same year that a tax-free ESA distribution for that student 
was taken.  However, the expenses used to calculate the credit cannot include 
any expenses paid for by the ESA distribution.  I.R.C. § 530(d)(2)(C).   

C. There is no 6% excise tax on excess earnings if they are withdrawn before the 
beginning of the 6th month following the year of the contribution.  For most, this 
means 31 May 2018 for excess contributions attributed to 2017. 

IX. QUALIFIED TUITION PROGRAMS (529 PLANS). 

A. A qualified tuition program is one established and maintained by a State or agency or 
instrumentality, and there are two types (I.R.C. § 529(a)): 
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1. Prepaid tuition program, where the contributor purchases tuition credits or 
certificates on behalf of a designated beneficiary, which entitles the 
beneficiary to the waiver or payment of qualified higher education expenses 
(QHEE) of the beneficiary (I.R.C. § 529(b)(1)(A)(i)); and 

2. Education investment plans, where the contributor deposits money into an 
account that is established for the purpose of meeting the qualified higher 
education expenses of the designated beneficiary of the account (I.R.C.  
§ 529(b)(1)(A)(ii)). 

B. In general, no amount shall be includible in the gross income of a designated 
beneficiary under a qualified tuition program or a contributor to such a program.  
I.R.C. § 529 (c)(1).  Additionally, there are no income restrictions on the individual 
contributors. 

1. A contribution to a qualified tuition program shall be treated as a completed 
gift, but not as a qualified transfer for educational expenses (which are not 
treated as a transfer of property by gift).  I.R.C. § 529(c)(2)(A).  If the 
aggregate amount of contributions during a calendar year by a donor exceeds 
the annual gift tax exclusion, the donor may elect to take it into account as a 
gift ratably over a 5-year period.  I.R.C. § 529(c)(2)(B). 

2. Distributions are not included in income (I.R.C. § 529(c)(3)(B) as long as they 
do not exceed the QHEE of the distributee. 

a. Qualified higher education expenses include tuition, fees, books, 
supplies, and equipment required for the enrollment or attendance of a 
designated beneficiary at an eligible education institution, as well as 
expenses for special needs services for a special needs beneficiary 
incurred in connection with such enrollment or attendance.  I.R.C. 
§ 529(e)(3)(A)(i)-(ii). 

(1) QHEE also include expenses for the purchase of certain 
computer or peripheral equipment, computer software, or 
Internet access and related services, if such equipment, 
software, or services are to be used primarily by the beneficiary 
during any of the years the beneficiary is enrolled at an eligible 
educational institution.  For these types of QHEE, the computer 
software must not be designed for sports, games, or hobbies 
unless the software is predominantly educational in nature. 
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b. 2018 Update.  The TCJA added subsection (c)(7) to I.R.C. § 529, 
which provides that QHEE include “expenses for tuition in connection 
with enrollment or attendance at an elementary or secondary public, 
private, or religious school.”  TCJA, § 11032(a).  Cash distributions 
per beneficiary may not include for than $10,000 of such expenses per 
year.  Id. (amending I.R.C. § 529(e)(3)(A)). 

c. Qualified higher education expenses for at least half-time students may 
also include the reasonable costs (as determined under the qualified 
tuition program) for room and board, but that amount shall not exceed 
the allowance for room and board, as determined by the eligible 
educational institution, that was included in the cost of attendance (for 
federal financial aid purposes) for a particular academic period and 
living arrangement of the student or the actual amount charged if the 
student is residing in housing owned or operated by the eligible 
educational institution. 

d. Expenses used to obtain the Hope, American Opportunity Tax Credit, 
and Lifetime Learning Credits may not be taken into account when 
determining qualified higher expenses for qualified tuition program 
distribution purposes.  I.R.C. § 529(c)(3)(B)(v). 

e. If the amount of distributions from Coverdell Education Savings 
Accounts (I.R.C. § 530) and Qualified Tuition Programs (I.R.C. § 529) 
exceed the amount of qualified higher education expenses taken into 
account in the current year, then the expenses shall be allocated 
between the two programs to determine the taxable amount.  I.R.C. 
§ 529(3)(B)(vi). 

f. Change in beneficiaries or programs (I.R.C. § 529(c)(3)(C)) 

(1) Distributions are not taxable if they are transferred within 60 
days of the distribution to another qualified tuition program for 
the benefit of the designated beneficiary or to the credit of 
another designated beneficiary who is a family member of the 
designated beneficiary with respect to whom the distribution 
was made.  

(2) The designated beneficiary may be changed, as long as the new 
beneficiary is a member of the family of the old beneficiary. 
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g. An additional 10% penalty shall apply to distributions that are not used 
for qualified higher education expenses (the same as for Coverdell 
ESA distributions).  I.R.C. § 529(c)(6). 

h. A cash distribution that does not exceed the qualified higher education 
expenses (reduced by the in-kind expenses above) is not includible in 
the gross income of the distributee. 

X. CONCLUSION.  
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I. REFERENCES. 

A. IRS Tax Forms:  1040, 8949, Schedule A, B, D, 1099-DIV, 1099-B. 

B. Internal Revenue Code (I.R.C.). 

C. Federal Income Tax Regulations (Treas. Reg.). 

D. IRS Publications: 

1. Pub. 17, Your Federal Income Tax Guide. 

2. Pub. 544, Sales and Other Dispositions of Assets. 

3. Pub. 550, Investment Income and Expenses. 

4. Pub. 551, Basis of Assets. 

II. CAPITAL ASSET (I.R.C. § 1221). 

A. Defined:  any asset held whether connected with a trade or business except: 

1. Inventory held in the ordinary course of business. 

2. Depreciable property used in trade or business. 

3. Property held primarily for sale to customers in ordinary course of 
business. 

4. Copyrights, literary or musical compositions, memorandums. 

5. Accounts receivable acquired in the ordinary course of business. 

B. Examples.  Almost everything the taxpayer owns is a capital asset, including: 
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1. Investment property (e.g., mutual fund shares, stocks, bonds). 

2. Property held for personal use, such as a personal residence, jewelry, 
automobile used for pleasure or commuting, coin or stamp collections. 

III. SIGNIFICANCE OF CAPITAL ASSET CLASSIFICATION. 

A. The tax laws generally tax long-term capital gains at favorable rates.  
Currently, the maximum rate on such gains (other than collectibles and real 
estate recapture) is 20%. 

B. 2018 Update.  Before the Tax Cuts and Jobs Act, Pub. L. No. 115-97 (Dec. 
22, 2017), favorable rates of 0%, 15%, and 20% applied to taxable gains 
(other than collectibles and real estate depreciation recapture) according to the 
tax bracket for the taxpayer’s other income.  The TCJA retained these rates, 
but they are imposed according to an independent rate schedule that is not 
linked to the taxpayer’s other income.  For example, for 2018, long-term 
capital gains are taxed at 20% for a married, filing jointly taxpayer with 
taxable income exceeding $479,000.  See the Instructions to Form 1040, 
Qualified Dividends and Capital Gain Worksheet. 

C. Capital gains and losses are reported on Form 8949 and Schedule D. 

D. The maximum capital gains rate for collectibles is 28% and for real estate 
depreciation recapture is 25%.  The TCJA did not change these rates. 

E. Capital Gains Distributions.   

1. Paid out of the net long-term capital gains of a corporation.  Typically 
come from mutual funds, investment companies, or real estate trusts. 

2. Capital gains distributions are reported to taxpayers on Form 1099-
DIV, and by the taxpayer on Schedule D, line 13.  The taxpayer then 
completes Schedule D to compute the net long-term capital gains or 
losses, and then computes the back of the schedule to determine the 
maximum capital gains tax. 
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3. If the only amount a taxpayer has to report on a Schedule D is a capital 
gain distribution, the taxpayer may be able to report that amount 
directly on Form 1040, line 13.   

4. The 1099-DIV identifies in block 2a the total capital gain distributions. 

F. Losses from the sale or exchange of assets held for personal pleasure are not 
deductible unless the loss resulted from a theft or casualty, in which case they 
may be deductible as ordinary losses (IRC § 165(c)). 

IV. BASIS. 

A. Cost Basis.  Usually basis is property’s cost, including: 

1. Amount of cash, and the fair market value of property or services 
exchanged; 

2. Amount of debt, mortgage, or liability assumed; and 

3. Purchase fees and closing costs (I.R.C. § 1012). 

B. Other Basis. 

1. Fair Market Value.  The price at which a willing seller would sell and 
a willing buyer would pay for a piece of property, both acting at arms 
length, with full knowledge of the facts involved, and neither being 
under any compulsion to sell or buy. 

2. Basis of gifts (I.R.C. § 1015). 

a. General rule (GR):  carryover basis. 

b. Exception rule (ER):  Basis will be fair market value (FMV) if 
basis is greater than FMV at time gift made and there is a loss 
on the sale of the property later by the donee. ER applies only 
if donor’s basis is greater than FMV when gift made and 
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donee’s subsequent sale price is less than both donor’s basis 
and FMV when gift made. 

c. Examples: 

 Donor  Gift      Sale Price  Gain/ 
 Basis    FMV    by Donee   Loss  
 $100  $ 90  $200 $100   (GR) 
   100   150    200    100   (GR) 
   100   150      90    (10)  (GR) 
   100     90    150      50   (GR) 
   100     90      80    (10)   (ER) 
   100     90      95    - None - 

 
 

3. Inherited property (I.R.C. § 1014).  Fair market value at date of 
decedent’s death or alternate valuation date.  

Untaxed appreciation (i.e., increase in value of property above basis) 
avoids federal income taxation when property passes by inheritance.  
This means the heir could sell the property for its fair market value 
and not pay income tax on the total gain. 

 
SUMMARY OF RULES ON BASIS 

 
HOW 

PROPERTY 
OBTAINED 

 
 BASIS FOR DETERMINING 
 GAIN 

 
 BASIS FOR 
 DETERMINING LOSS 

Gift Donor’s basis carried over (plus gift tax 
paid) but not more than fair market value 
at time of gift. 

Donor’s carryover basis (plus gift 
tax paid on appreciation for gifts 
post-1976), or fair market value at 
date of gift, whichever is lower. 

Inherited Fair market value at date of death, or 
value six months after death or at 
distribution within six months after death, 
if alternate valuation date elected.  

Same as for gain. 

Nontaxable 
Exchange 

Basis of property acquired is basis of 
property given up, plus any recognized 
gain and less any cash received. 

Same as for gain. 
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C. Adjusted Basis (I.R.C. § 1016).   

1. The basis of property must be increased or decreased to reflect certain 
transactions.  Events after purchase can necessitate adjustments to 
basis.   

2. The term adjusted basis refers to the basis after changes are made. 

3. Common basis increases: 

a. Capital expenditures/improvements (having a useful life of more 
than one year) add to the value of property, lengthen its life, or 
adapt it to a different use (e.g., adding a room to a home). 

b. Contributions to capital. 

c. Assessments paid for local improvements. 

4. Common basis decreases: 

a. Partial losses due to theft or casualty.  (Decreased by the 
amount of insurance or reimbursements received and the 
amount of deductible loss.)  I.R.C. § 165(h). 

b. Depreciation.  Basis is reduced by the larger of the: 

(1) amount claimed. 

(2) amount allowed (I.R.C. § 1016(a)(2)). 

5. For example, when a stock dividend or stock split is declared, the 
stockholder receives additional shares of stock.  Some of the basis 
from the original stock is then allocated to the new stock.  This change 
reduces the basis per share of the original shares. 
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6. The adjusted basis of a stock is usually its cost plus any brokers’ 
commissions.   

V. DETERMINING CAPITAL GAIN OR LOSS. 

A. General Rule. 

1. The gain or loss from a sale or other disposition of property is 
measured by the difference between the amount realized and the 
adjusted basis of property sold or exchanged (I.R.C. § 1001; Treas. 
Reg. § 1.1001-1). 

2. The amount realized is the total of all money received, the fair market 
value of property or services received, plus any liabilities assumed by 
the buyer. 

3. Gain from the sale or exchange of property is included in income and 
taxed at ordinary income tax rates, subject to certain maximum capital 
gains rates. 

4. Report capital gains and losses on Schedule D, Form 1040. 

B. Holding Period. 

1. Whether gains or losses from the sale or exchange of capital assets are 
short-term or long-term depends on the period of time the capital assets 
were held.   

a. Short-term is twelve months or less;  

b. Long-term is over twelve months. 

2. Records should show acquisition and disposition dates. 

a. Exclude date property was acquired but include date it was 
disposed. 
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b. Day after property was acquired is start of holding period and 
this same date in succeeding calendar months is start of new 
month. 

3. Stock splits and stock dividends: 

a. Stock acquired in a tax-free stock dividend or stock split has 
the same holding period as the original stock owned. 

b. If the original stock has a long-term holding period, stock 
received in a tax-free stock dividend also has a long-term 
holding period. 

Example:  T bought stock on 26 June 2013.  He starts counting the 
holding period on 27 June 2013.  T must sell on or after 27 June 2014 
to have held it more than one year. 

 
C. Net Capital Gains and Losses (Computing Capital Gains). 

1. Short-term capital gain and loss means gain or loss from the sale or 
exchange of a capital asset held no more than 12 months. 

2. Long-term capital gain and loss means gain or loss from the sale or 
exchange of a capital asset held more than 12 months. 

3. Net capital loss is excess of all capital losses for the year over capital 
gains. 

4. Net capital gain is the excess of net long-term capital gains over net 
short-term capital losses. 

5. Determine whether any maximum tax rates apply. 
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D. Capital Losses. 

1. Amount of loss deductible.  A non-corporate taxpayer having capital 
losses may deduct those losses only to the extent of gains from the sale 
of capital assets plus the lower of: 

a. $3,000 ($1,500 for married individuals filing separate returns), 
or 

b. the excess of the losses over the gains (I.R.C. § 1211(b)). 

2. Capital loss carryover.  Losses in excess of the amounts deductible are 
carried over to the succeeding tax years indefinitely until absorbed 
(I.R.C. § 1212(b)). 

3. Carryover capital losses retain their character as long term or short 
term.  Short-term losses must be used first. 

VI. BASIS OF STOCKS & BONDS. 

A. If possible, trace basis of stock or bond sold to original cost. 

B. If tracing is not possible, the cost of the first lot bought is used as the basis for 
the first lot sold (FIFO) (Treas. Reg. § 1.1012-1(c)). 

C. Distributions. 

1. Ordinary dividends. 

a. Paid out of earnings and profits. 

b. Cash or stock. 

c. Taxable in year paid. 
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2. Capital gain distributions. 

a. Paid out of net long-term capital gains of company. 

b. Reported as long-term capital gain on Schedule D or directly 
on Form 1040, line 13. 

c. Mutual funds, investment companies, real estate trusts pay 
them. 

3. Nontaxable distributions. 

a. Not paid out of earnings. 

b. Return of investment. 

c. Reduces basis to zero, then reported as either a long- or short-
term capital gain depending on holding period. 

d. If stock dividend is identical to the held stock, then divide 
adjusted basis of old stock by the number of old and new stock 
shares.  For example, T holds one share of voting common at 
$60.  The corporation distributes a stock dividend of two new 
shares of voting common for each share held.  T now has three 
shares of voting common with a basis of $20 each. 

VII. MUTUAL FUNDS. 

A. Taxes. 

1. Conduit for tax purposes. 

2. Distributions (Form 1099-DIV). 

a. Dividends. 
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(1) Total Ordinary Dividends—taxed at ordinary income 
rate 

(2) Qualified Dividends—taxed at new reduced 15% or 0% 
rate depending on tax bracket 

(a) Dividends received from a domestic corporation 
or a qualified foreign corporation (one that is 
incorporated in a US possession or is 
incorporated in a country that has a current tax 
treaty with the US and meets various other 
qualifications) 

(b) Holding period:  must have held the stock on 
which the dividends are paid for more than 60 
days during the 120 day period that begins 60 
days before the ex-dividend date.  The ex-
dividend date is the last date on which a 
shareholder of record is entitled to receive the 
upcoming dividend. 

(c) The following “dividends” are NOT qualifying 
dividends:  dividends from a Section 501 
corporation; insurance company dividends. 

b. Capital gains. 

(1) Total capital gain distributions 

(2) Post-5 May 2003 capital gain distributions 
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c. Reporting Distributions. 

 
TYPE OF DISTRIBUTION 

 
WHERE TO REPORT IF TOTAL 
DIVIDENDS FROM ALL PAYERS ARE: 

 
 

 
 $1,500 or less 

 
More than $1,500  

 
Ordinary dividends 
Form 1099-DIV, Box 1a 

 
Form 1040, line 3b. 

 
Schedule B, Line 5. 

 
Capital gain 
distributions 
Form 1099-DIV, Box 2a 
(filing Schedule D) 
 

 
Schedule D, Line 13. 

 
Schedule D, Line 13. 

Return of Capital 
(nontaxable) 
distributions (Form 
1099-DIV, box 3) 

Generally not reported. Generally not reported. 

 
Exempt-interest 
dividends 
(Not on Form 1099-
DIV) 

 
Form 1040, line 2a. 

 
Form 1040, line 2a. 

 
 

3. Important dates. 

a. Record date:  date on which mutual fund determines which 
shareholders are entitled to distribution. 

b. Trade date:  date shares sold or exchanged. 

4. Timing.  Investing in a fund on or before a record date for a 
distribution results in liability for taxes on distribution. 

Example:  Taxpayer invests $1,000 in a fund with shares selling for $10 and 
shortly thereafter the fund makes a $2 per share capital gains distribution.  
The distribution is taxable. 
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B. Capital Gains and Losses. 

1. Dispositions. 

a. Share redemption. 

b. Check writing. 

c. Exchange of shares. 

2. Form 1099-B, Proceeds From Broker and Barter Exchange 
Transactions. 

a. Investment companies reports sales price to the IRS in box 2 of 
Form 1099-B. 

b. Some brokers do not subtract commissions and fees; they 
report the gross sales proceeds as the sales price. 

c. Other brokers do subtract commissions and fees, reporting the 
net sale proceeds as the sales price. 

3. Emergency Economic Stabilization Act:   

a. Beginning in 2011, brokers were required to track cost basis 
for stocks.  In 2012, they must track basis also for mutual 
funds.  And in 2013, basis for options and debt instruments 
must be tracked as well.   

b. Block 3 of the 1099-B will show basis for the reported sale if 
the broker has it. 

c. If Block 6 is checked, then the sale was not of a covered 
security and basis would have to come from the client.  Brokers 
are not required to report basis for stock purchased prior 
to 2011. 
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d. Block 8 of the 1099-B will indicate whether the client held the 
property long term or short. 

4. Record Keeping.  Necessary to establish gain/loss for tax purposes. 

C. Reinvested Distributions.  Mutual fund pays in the form of additional mutual 
fund shares. 

Example:  Suppose Taxpayer invested $10,000 in a fund over time.  During 
the same period, the fund paid dividend and capital gains distributions of 
$800, which were reinvested in additional fund shares.  The mutual fund 
properly reported these distributions to the taxpayer on Form 1099-DIV and 
the taxpayer reported them as current income. Assume taxpayer later sells all 
fund shares for $11,000.  Some taxpayers err by reporting a $1,000 capital 
gain.  In fact, the taxpayer’s investment (basis) is really $10,800, yielding only 
$200 of gain. 

 
 
 

D. Basis in Mutual Funds. 

1. Specific identification method.  Cost basis is original purchase price of 
shares specified for sale.  This method lets taxpayer choose the shares 
that provide the most desirable tax result. 

2. Taxpayer can elect to use one of two averaging methods.  Treas. Reg. 
§ 1.1012-1(e). 

a. Single-category method:  all shares regardless of holding 
period grouped in one category and averaged. 

b. Double-category method:  all shares in respective holding 
category grouped and averaged in each group. 

3. Shareholder who does not elect either method must use normal, first-in, 
first-out (FIFO) method for matching cost with shares sold. 
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E. Special Gain or Loss Situations. 

1. Fees. 

a. Load or "front-end" fees.  Purchase fees some mutual funds 
impose.  Reduce investment, but are still part of cost basis for 
tax purposes. 

Example:  If taxpayer invests $1,000 in a fund charging 5% load, then 
taxpayer buys $950 of shares, but cost basis is $1,000 for tax purposes. 

 
 

b. Redemption fees.  "Back-end fees" charged when taxpayer 
redeems shares in some funds.  Usually expressed as percent of 
amount redeemed.  Taxpayer will not have to adjust tax cost if 
mutual fund reports sales proceeds net of redemption fees on 
Form 1099-B (If mutual fund does not so report, taxpayer 
increases basis by amount of fee paid per share). 

c. Custodial and account maintenance fees are commonly 
charged. 

(1) Both are deductible as "investment expenses" on 
Schedule A. 

(2) IRA custodial fee only deductible if paid by separate 
check, not if redeemed from IRA.   

2. Capital losses and the "Wash Sale Rule." 

a. Mutual fund wash sale rule:  a capital loss is disallowed to the 
extent that the taxpayer purchased shares in the same fund 
within 30 days of (before and after) the sale.  Rule designed to 
discourage short-term, loss-oriented selling. 

(1) Avoid effect by not purchasing shares of a fund within 
30 days before or after a loss realized. 
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(2) Illustration. 

 
61-Day Wash Sale Period 

 
30 Days Before  Sale Date  30 Days After 
 
 
 
1 November   1 December   31 December 
 
 
November 1-30    30 days 
December 1, day of sale    1 day 
December 2-31    30 days 

61 days 
 
 

 
 

b. Municipal bond fund losses.  If taxpayer sells shares in a 
municipal bond fund as a loss and owned those shares for 6 
months or less, the loss is disallowed to the extent that taxpayer 
received tax-exempt income from the same fund during that 
period. 

c. Capital gains distributions and losses.  If taxpayer holds shares 
in a mutual fund for 6 months or less, and during that period 
receives a capital gains distribution, then any capital loss 
realized from a sale of those shares is treated as a long-term 
capital loss to the extent of the capital gains distribution. 

VIII. REPORTING GAIN OR LOSS ON SCHEDULE D. 

A. Schedule D is used to report gains or losses on the sale of stock or mutual 
funds.   

B. 2011 and beyond:  Must also complete Form 8949.  Replaces the 
LTCG/STCG worksheet. 

1. Complete a separate 8949 for each category of sales 
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a. Category A:  Short term gains or losses where block 3 of the 
1099-B shows basis. 

b. Category B:  Short term gains or losses where block 3 of the 
1099-B does not show basis. 

c. Category C:  Short term gains or losses where no 1099-B is 
received. 

d. Same categories for Long term gains and losses are on part II 
of the Form 8949 and listed as Categories D, E, and F. 

C. Figure the gain or loss by subtracting the adjusted basis of stock from its sales 
price.  If the sales price is greater, the taxpayer has gain of the sale.  If the 
adjusted basis is greater than the sales price, the taxpayer has a loss on the 
sale. 

D. The IRS will compare the amounts reported on all of a taxpayer’s Forms 
1099-B with the sum of the amounts reported on lines 3 and 10 of Schedule D.  
If the numbers do not agree and the taxpayer did not explain the difference, 
the IRS will contact the taxpayer. 

IX. CONCLUSION. 
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CAUTION: This document is meant only as an educational outline for training purposes and as a 
starting point for conducting tax research.  Many of the IRS publications and forms were not 
finalized at the time of the drafting of this document.  In addition, numerous potential changes in 
tax law were being debated. Tax practitioners are highly encouraged to check the IRS website 
www.irs.gov for the latest publications reflecting the most recent tax legislation which changes 
constantly.   

  

http://www.irs.gov/
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II. INTRODUCTION. 

 AGI 
Less:  Deductions (either Standard or Itemized) 
Less:  Exemptions 
Taxable Income (TI) 

 
Find TI in tax table (filing status column) to determine tax rate. 

 

 

III. STANDARD DEDUCTION.  I.R.C. § 63(c). 

A. 2018 Amounts.  The tax law commonly known as the Tax Cuts and Jobs Act (“TCJA”) 
significantly increased the standard deduction amount for each filing status as set forth 
below.  An Act to provide for reconciliation pursuant to titles II and V of the 
concurrent resolution on the budget for fiscal year 2018, Pub. L. No. 115-97, 131 Stat. 
2054, § 11011 (Dec. 22, 2017).  The new law applies for tax years 2018 through 2025.  
The TCJA also set the exemption amount at zero for these years.  TCJA,  § 11041. 

Filing Status Standard Deduction Amount 
Single $12,000 
Married filing jointly/qualifying widow(er) $24,000 
Head of household $18,000 
Married filing separately $12,000 

 

B. Additional Standard Deduction Amounts.  I.R.C. § 63(f).  Taxpayers who are age 65 
(as of 1 January or earlier) or over or who are blind (of any age) (as of 1 January or 
earlier) qualify for a larger standard deduction.  The increase is $1,300 per person if 
married, and $1,600 if single or head of household.  This additional standard deduction 
amount is per disability:  “[f]or example, a single taxpayer who is age 65 and blind 
would be entitled to a basic standard deduction and an additional standard deduction 
equal to the sum of the additional amounts for both age and blindness.”  IRS Tax Topic 
No. 551, https://www.irs.gov/taxtopics/tc551. 

C. Standard Deduction for Dependent.  I.R.C. § 63(c)(5).  A dependent is entitled to a 
standard deduction on the dependent’s return of the greater of $1,050, or the 
dependent’s earned income plus $350 (up to $6,300 for singles).  This amount is 
increased if the dependent is 65 or older or blind. 
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1. A “dependent” is defined in I.R.C. § 152.  Just about any relative of the 
taxpayer qualifies as a “dependent” if the taxpayer provides over half the 
support (children, parents, grandparents, etc.). 

a. A spouse is NOT a dependent for federal income tax purposes. 

2. Earned income includes wages, salary, tips, professional fees, other 
compensation, and any amount received as a scholarship that must be included 
in income. 

3. Note:  The following are not eligible for the basic standard deduction.  I.R.C. 
§ 63(c)(6): 

a. Married filing separate where either spouse itemizes. 

b. Nonresident alien. 

c. Taxpayer who changes accounting period and is required to file a return 
for less than 12 months. 

d. Estate, trust, or partnership. 

IV. ITEMIZED DEDUCTIONS. 

A. Taxpayer’s Choice.  If itemized deductions are less than the standard deduction, 
taxpayer should take the standard deduction.  A taxpayer may change his mind even 
after filing the Form 1040 return by filing an amended return on Form 1040X. 

1. No deduction is allowed against gross income unless authorized by a specific 
provision of the Code.  I.R.C. § 63(a). 

2. The deduction must be specified in the Code itself, Treasury regulations, case 
law, or Revenue Rulings. 

3. Reduction of Itemized Deductions.  I.R.C. § 68(b).  The TCJA eliminated the 
itemized deduction phase-out for tax years 2018 through 2025.  TCJA, § 11046. 
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B. Limitation:  No Deduction for Expenses Paid with Tax-Exempt Income.  I.R.C. § 265. 

1. Taxpayers generally cannot offset income that is exempt from taxation by 
expenses and other items incurred in the production of that income.  I.R.C. 
§ 265.  This rule is designed to prevent a double tax benefit. 

2. Although the title of (I.R.C. § 265) uses the term “expenses,” the text of the 
section does not.  It uses the term “any amount otherwise allowable as a 
deduction.”  Deductions for taxes, as well as for expenses, have been 
disallowed under this provision. 

3. Foreign income of nonresident alien.   A statement in the law, such as in I.R.C. 
§ 872(a) (to the effect that gross income of a nonresident alien individual 
“includes only the gross income from sources within the United States”), is 
equivalent to an exemption, for nonresident alien individuals, of income from 
sources outside the United States for the purposes of I.R.C. § 265.  Accordingly, 
foreign taxes paid by nonresident aliens on income from sources outside the 
United States are disallowed. 

4. Military and parsonage housing allowance exception.  Under I.R.C. 
§ 265(a)(6), a military housing allowance (nor a parsonage housing allowance 
under I.R.C. § 107) does not result in a denial of either the mortgage interest or 
real estate property tax deductions on the taxpayer’s home.  Military personnel 
means member of the Army, Navy, Air Force, Marine Corps, Coast Guard, 
National Oceanic and Atmospheric Administration, and Public Health Service. 

C. Medical and Dental Expenses.  I.R.C. § 213; Form 1040, Schedule A.  

1. Before the 2017 tax year, medical expenses were deductible only to the extent 
that they exceeded 10% of AGI.  The TCJA lowered the AGI threshold to 7.5% 
for all taxpayers for tax years 2017 and 2018, after which the threshold will 
return to 10%.  I.R.C. § 213(a); TCJA, § 11027.  Section 11027 also retained 
the 7.5% threshold that had been in place for tax years 2013 through 2016 for 
taxpayers who turned age 65, or whose spouse turned age 65, before the close 
of the relevant year.   

2. Deductible expenses include any amount paid for the diagnosis, cure, 
mitigation, treatment, or prevention of disease, or for the purpose of affecting 
any structure or function of the body; transportation costs on a trip taken 
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primarily for and essential to medical care; certain long-term care services; and 
medical insurance.  I.R.C. § 213(d) (definition of “medical care”). 

3. A taxpayer can deduct the premiums paid for insurance, which will be used to 
reimburse for medical, dental, and qualified long-term care costs.  I.R.C. 
§ 213(d)(l)(D). 

a. Cannot deduct Medicare tax on wages or tips. 

b. Cannot deduct basic cost of Medicare insurance unless over age 65 and 
not entitled to social security.  Medicare B premiums are deductible. 

c. Cannot deduct the cost of income replacement insurance. 

d. Cannot deduct insurance premiums paid with pretax dollars.  Do not 
deduct any premiums paid by employers unless the premium is included 
in box of the Form W-2. 

e. Must reduce insurance premiums by any self-employed health insurance 
deduction taken as an adjustment to income on Form 1040, Schedule 1. 

f. Limits on qualified long-term care deductions. 

(1) May deduct all unreimbursed expenses for qualified long-term 
care services. 

(2) The IRS sets an inflation-adjusted limit on the amount of long-
term care premiums that may be included as “medical care.”  
Rev. Proc. 2017-58, .26.  For 2018, these amounts range from 
$420 (age 40 and under) to $5,200 (over age 70). 

4. Medicine and drugs must be prescribed by a doctor or be insulin.  I.R.C. 
§ 213(b). 

5. The expenses must actually be paid during the year. 
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6. The expenses must not be compensated by insurance or otherwise.  I.R.C. 
§ 213(a). 

7. Transportation for medical care at 18 cents per mile for 2018, or actual out-of-
pocket expenses, plus parking fees and tolls.  I.R.S. Notice 2018-03 (Dec. 14, 
2017). 

8. Eligibility: 

a. The taxpayer is eligible to take the deduction for his medical expenses. 

b. The taxpayer may deduct his spouse’s medical expenses if the individual 
is the spouse of the taxpayer either at the time medical services are 
rendered or when paid. 

c. The taxpayer may deduct his dependent’s medical expenses if the 
individual is a dependent of the taxpayer either at the time medical 
services are rendered or when paid.  “Dependent” is defined by the 
dependency exemption rules under I.R.C. § 152, but the exclusions of 
§ 152(b)(1), (b)(2), and (d)(1)(B) do not apply to the medical expense 
deduction (the provisions excluding from the definition of a dependent 
an individual who is claimed as dependent by another taxpayer, who 
files a joint return with another taxpayer, or who has AGI above the 
exemption amount). 

d. Special rule for child of divorced parents – such a child is treated as a 
dependent of both parents if the child meets the requirements of I.R.C. 
§152(e).  I.R.C. § 213(d)(5).  This means the parent who pays the 
qualifying medical expenses may claim them (even if not claiming the 
dependency exemption for the child). 

e. See Instructions to Schedule A and Pub. 502 for detailed examples of 
deductible medical expenses. 

D. Taxes.  I.R.C. § 164. 

1. Taxpayers can deduct state, local, and foreign real property taxes.  I.R.C. 
§ 164(a)(1). 
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a. Those taxes imposed by any state, local, or foreign taxing authority on 
real property for the general public welfare.  Taxes must be based on the 
property’s assessed value. 

b. Taxes paid by a tenant are treated as additional rent and are not 
deductible by the tenant; the landlord may, however, deduct the taxes. 

c. When real estate is sold, the seller and buyer each deduct a pro-rata 
share of the real property tax based on the number of days each owns the 
property. 

d. Military and parsonage housing allowance exception.  Under I.R.C. 
§ 265(a)(6), receipt of a parsonage housing allowance or a military 
housing allowance is not to result in a denial of deductions for mortgage 
interest or real property tax on the taxpayer’s home. 

2. For tax years 2018 through 2025, the personal deduction for state and local 
taxes is to be limited to a total of $10,000 per year ($5,000 if married filing 
separately).  TCJA, § 11042 (Dec. 22, 2017).  In anticipation of this provision, 
the question arose of whether a taxpayer could prepay such taxes in 2017 and 
claim a deduction for that year, i.e., before the $10,000 limitation took effect. 

a. For state and local income tax, Section 11042 contains language 
designed to prevent a taxpayer from prepaying his or her tax liability to 
obtain an early deduction.  Specifically, Section 11042(a) provides that 
any payment before 1 January 2018 of income tax imposed for a later 
year “shall be treated as paid on the last day of the taxable year for 
which such tax is so imposed.” 

b. For early payment of real estate taxes, the key issue was whether the tax 
was assessed during calendar year 2017.  Suppose that the relevant 
taxing authority assessed real estate tax on 1 July 2017 for the period 
1 July 2017 – 30 June 2018; billed the taxpayer on 31 July 2017; and 
allowed the taxpayer to make payment in two installments, the first 
during calendar year 2017 and the second during calendar year 2018.  In 
this scenario, a prepayment of the second installment during 2017 would 
be deductible for 2017.  On the other hand, if the taxing authority in 
question did not actually assess tax during 2017, but simply permitted 
the taxpayer to submit an early payment for an assessment to be made 
in 2018, no deduction for the early payment was allowed.  I.R.S. Notice 
2017-210, 2017-52 I.R.B. 604 (Dec. 27, 2017). 
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3. State, local, and foreign income taxes.  I.R.C. § 164(a)(3). 

a. Taxpayer deducts amount of state and local income taxes withheld for 
the tax year (shown on taxpayer’s Form W-2) and any other payments 
(such as payment made with prior year state tax return).   

b. Taxpayer may deduct or take credit (Form 1116) for foreign income tax 
unless paid on income exempt from United States taxation under the 
foreign earned income exclusion (e.g., nonresident aliens).  I.R.C. 
§ 164(a)(1). 

4. State, local, and foreign personal property taxes.  I.R.C. § 164(a)(2).  A 
“personal property tax” is an ad valorem (based on value) tax which is imposed 
on an annual basis in respect of personal property.  I.R.C. § 164(b)(1).  

5. Taxes imposed by state, local, or foreign jurisdictions for carrying on a trade or 
business or for producing income.  I.R.C. § 164(a). 

6. The following are not deductible on Schedule A: 

a. Motor vehicle registration and inspection fees. 

b. Inheritance taxes. 

c. Gift taxes. 

d. Per capita or poll taxes. 

e. Tobacco or liquor taxes. 

f. Taxes on gasoline or motor fuels. 

g. Fees or charges such as:  driver’s licenses, tolls, hunting licenses, fines, 
utility bills, transfer taxes on sale of home (however, if paid by seller 
they can reduce amount realized, if paid by buyer they can be added to 
basis). 
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h. Federal income taxes, as well as include Social Security, Medicare, and 
unemployment taxes. 

E. Interest Expense.  I.R.C. § 163(h). 

1. Personal interest.  Generally, no deduction is allowed for personal interest of an 
individual taxpayer.  (I.R.C. § 163(h)).  Examples:  Interest on a personal loan, 
installment plan interest, bank credit card plan interest, finance charges, 
revolving charge account interest. 

a. The definition of “personal interest” excludes certain well-known 
interest deductions that are allowed, such as interest incurred in 
connection with a trade or business, investment interest, qualified 
residence mortgage interest, and passive activity interest.  (I.R.C. 
§ 162(h)(2)(A)-(D)).   

2. General Rules. 

a. Only the person liable for the indebtedness can take the deduction. 

b. No interest deduction for the purchase or carrying of life insurance or 
annuities.  (I.R.C. § 264(a)(2)). 

c. The interest must accrue during the tax year so prepaid interest generally 
is not deductible (I.R.C. § 163(a)).   

(1) One exception is prepaid mortgage interest. 

Example: If you pay mortgage interest on the first of 
each month, and if you made a payment in December 
for January 1st, the interest is deductible in the year 
paid. 

 
d. The interest must not be used to produce tax-exempt income.  I.R.C. 

§ 265(a)(1). 
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e. Military and parsonage housing allowance exception. Under I.R.C. 
§ 265(a)(6), receipt of a parsonage housing allowance or a military 
housing allowance is not to result in a denial of deductions for mortgage 
interest or real property tax on the taxpayer’s home. 

3. Qualified residence interest.  I.R.C. § 163(h)(3).  For tax years after 1987, 
qualified residence interest means interest paid on “acquisition indebtedness” or 
“home equity indebtedness” on a “qualified residence.” 

a. “Acquisition indebtedness” is a debt used to acquire, construct, or 
substantially improve a home provided the debt is secured by a qualified 
residence. 

(1) “Qualified residence” includes the taxpayer’s principal residence 
(same definition as I.R.C. § 1034) and one other home (I.R.C. 
§§ 280A(d)(1), 163(h)(4)). 

(2) Acquisition indebtedness incurred before 15 December 2017 
may not exceed $1,000,000 ($500,000 for a married person filing 
a separate return).  I.R.C. § 163(h)(3)(B). 

(a) Indebtedness incurred before October 13, 1987 is not 
subject to the $1,000,000 acquisition debt limit. 

(3) A refinancing is treated the same as original acquisition debt, but 
only up to the principal amount of the acquisition debt 
outstanding immediately before the refinancing. 

(4) New rule for 2018.  Acquisition indebtedness incurred after 15 
December 2017 is limited to $750,000 for years 2017 
through 2025.  TCJA, § 11043. 

(a) Loans on or before 15 December 2017 are grandfathered 
(i.e., the $1,000,000 limit still applies).  Also excepted 
from the new limit are binding contracts entered into 
before 15 December 2017 to close before 1 January 2018, 
if closing occurs before 1 April 2018. 
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(b) Refinancing grandfathered is also grandfathered as long 
as the new principal amount does not exceed the old 
amount. 

(5) If the original acquisition debt is paid off, further borrowing may 
qualify as acquisition debt if the funds are used to improve the 
home.  If no acquisition indebtedness is outstanding, interest on 
home equity indebtedness is deductible, subject to the limits 
stated below. 

b. “Home equity indebtedness” is any indebtedness secured by a qualified 
residence to the extent of the lesser of (i) the fair market value of the 
house or (ii) $100,000 ($50,000 for married individual filing separately).  
(I.R.C. § 163(h)(3)(C)).  Before 2018, home equity interest was 
deductible up to these limits even if the loan was used for personal 
purposes.  After the TCJA, home equity interest is deductible only if 
used to buy, build, or improve the taxpayer’s main residence.  TCJA, 
§ 11043. 

4. Points. 

a. Points paid by the borrower to get a mortgage are deductible as 
“interest” so long as they are “solely for use of or forbearance of 
money” and not a charge of money for services.  This is so even if paid 
out of mortgage proceeds.  Points paid by the borrower include loan 
origination fees (includes VA/FHA loan origination fee) and loan 
processing fees.  Rev. Rul. 87-22, 1987-1 C.B. 146; Rev. Proc. 94-27. 

b. Seller-paid points: 

(1) Points paid by the seller, such as loan placement fees that the 
seller may be required to pay to the lender as a condition to 
arrangement of financing terms for the buyer, are not deductible 
by the seller as interest.  These are selling expenses which can be 
used to reduce the amount realized on the sale. 

(2) Buyer is allowed to deduct these as interest if certain tests met. 
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c. Generally, points are deducted ratably over the term of the loan.  I.R.C. 
§ 461(g)(1)).  However, points paid by a cash method taxpayer, in 
connection with the purchase or improvement of a principal residence 
are treated as paid in the tax year of actual payment.  I.R.C. § 461(g)(2). 

d. Points paid in refinancing a mortgage, regardless of how the repayments 
are arranged, are not deductible in full in year of payment unless paid in 
connection with the purchase or improvement of a home. 

5. Mortgage insurance premiums treated as home mortgage interest.  (Pub. 936, 
Home Mortgage Interest Deduction; Line 13, Schedule A, IRS Form 1040).  
[As of the date of this revision, the deduction for mortgage insurance premiums 
was reinstated for tax year 2017 by the Bipartisan Budget Act of 2018, Pub. L. 
No. 115-123, but it has not been renewed for 2018.  See 2017 Pub. 17, ch. 23.] 

a. Premiums paid or accrued for “qualified mortgage insurance” in 
connection with home acquisition debt on a qualified home are 
deductible as home mortgage interest if the contract was issued 
after 2006.  The amount deductible is reduced by 10% for every $1,000 
($500 if the filing status is married filing separately) by which AGI 
exceeds $100,000 ($50,000 if the filing status is married filing 
separately) and is fully phased out for AGI exceeding $109,000. 

b. Qualified mortgage insurance.  Qualified mortgage insurance is 
mortgage insurance provided by the Veterans Administration, the 
Federal Housing Administration, or the Rural Housing Administration, 
and private mortgage insurance (as defined in § 2 of the Homeowners 
Protection Act of 1998 as in effect on December 20, 2006). 

c. Special rules for prepaid mortgage insurance.  If paid premiums for 
qualified mortgage insurance are properly allocable to periods after the 
close of the taxable year, such premiums are treated as paid in the period 
to which they are allocated.  No deduction is allowed for the 
unamortized balance if the mortgage is satisfied before its term (except 
in the case of qualified mortgage insurance provided by the Department 
of Veterans Affairs or Rural Housing Administration). 

6. Investment interest.  I.R.C. § 163(d); Schedule A, Form 1040; Pub. 550, 
Investment Income and Expenses. 
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a. Investment interest is interest paid to purchase or carry property held for 
investment.  (I.R.C. § 163(d)(3)(A)). 

b. The term “investment interest” does not include (I.R.C. § 163(d)(3)(B)): 

(1) Any “qualified residence” interest, or 

(2) Passive activity interest. 

c. Investments are capital assets like stocks, bonds, securities and other 
capital investment assets other than a principal residence. 

d. A deduction for investment interest is limited to the amount of net 
investment income.  Net investment income is the excess of investment 
income over investment expenses and is calculated on Form 4952.  
Disallowed investment interest deductions can be carried forward to 
succeeding tax years to be applied against future investment income.  
I.R.C. § 163(d)(2). 

Summary of where to deduct interest 

Type of interest Where to deduct 
on Form 1040 

Where to find 
information 

Deductible home mortgage interest and 
points reported on Form 1098 Schedule A Pub. 936 

Deductible home mortgage interest not 
reported on Form 1098 Schedule A Pub. 936 

Qualified Mortgage Insurance and 
Points not reported on Form 1098 Schedule A Pub. 936 

Investment interest (other than interest 
incurred to produce rents or royalties) Schedule A Pub. 550 

Business (non-farm) interest Schedule C Pubs. 334, 535 

Interest to produce rent/royalties Schedule E Pubs. 527, 535 

Personal interest No deduction 
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F. Charitable Contributions.  I.R.C. § 170(a). 

1. General requirements for charitable deduction: 

a. The gift must be to a qualified organization. 

(1) The taxpayer may deduct actual contributions to domestic 
religious, charitable, educational, scientific, literary, or 
educational organizations.  I.R.C. § 170(c)(2).  The IRS 
maintains a non-exhaustive list of qualified organizations online 
(Exempt Organizations Select Check, https://www.irs.gov/ 
charities-non-profits/exempt-organizations-select-check). 

(2) I.R.C. § 6113 prohibits noncharitable fund-raising groups from 
soliciting, unless they warn taxpayers targeted that donations are 
nondeductible. 

b. The contribution must be made in the tax year.  I.R.C. § 170(a)(1). 

(1) A gift is completed in the year when it is unconditionally 
delivered to the charitable donee or its agent.  The taxpayer takes 
the deduction for that year. 

(2) If a check is mailed that clears in due course, or a properly 
endorsed stock certificate is received in the ordinary course of 
the mails, the contribution is made on the date of the mailing. 
Treas. Reg. § 1.170A-1(b). 

(3) A deduction cannot be taken when the taxpayer merely promises 
or pledges to contribute, even if a bond or note is delivered—the 
deduction is available when the actual payment is made.  Rev. 
Rul. 68-174, 1968-1 C.B. 81; Guren v. Comm’r, 66 T.C. 118 
(1976). 

(4) The IRS has ruled that a contribution through a charge to a credit 
card is deductible when the charge is made, regardless of when 
the bank is repaid.  Rev. Rul. 78-38, 1978-1 C.B. 67, 
distinguishing Rev. Rul. 68-174, 1968-1 C.B. 81, and revoking 
Rev. Rul. 71-216, 1971-1 C.B. 96. 

http://www.checkpoint.riag.com/getDoc?DocID=T0ANNOS%3A10519.1&amp;pinpnt
http://www.checkpoint.riag.com/getDoc?DocID=T0ANNOS%3A10519.1&amp;pinpnt
http://www.checkpoint.riag.com/getDoc?DocID=T0ANNOS%3A10519.1&amp;pinpnt
http://www.checkpoint.riag.com/getDoc?DocID=T0ANNOS%3A10519.1&amp;pinpnt
http://www.checkpoint.riag.com/getDoc?DocID=T0ANNOS%3A10519.1&amp;pinpnt
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c. The contribution amount must be less than the applicable AGI 
percentage limitations.  I.R.C. § 170(b). 

(1) 60% of AGI for most charities (public charities and private 
operating foundations as well as other non-operating 
foundations). 

(a) The TCJA increased the AGI limitation from 50% 
to 60%.  TCJA, § 11023. 

(2) 30% of AGI for veterans organizations, fraternal societies, and 
non-profit cemeteries; gifts of capital gain property to 50%-limit 
organizations; and gifts for the use of any organization. 

(3) 20% of AGI for long-term capital gain appreciated property 
contributed to a charity (other than capital gain property to a 
50% limit organization. 

(4) The contribution must be a completed gift. 

2. You can deduct: 

a. Contributions of cash and property to, or for the use of, a qualified 
organization. 

b. The excess over the fair market value of any benefit received for a 
contribution to a qualified organization 

c. Out-of-pocket expenses if: 

(1) Unreimbursed, 

(2) Directly connected with 
the services, 

(3) Incurred only because of the services that the taxpayer gave, and 

Example: Uniforms (Scouting, Red 
Cross Volunteer, etc.) and Car 
Expense (mileage at a standard rate 
of 14 cents per mile) 
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(4) Not personal, living, or family expenses. 

d. Limits on Charitable Deductions for Clothing and Household Items 
I.R.C. § 170(f). 

(1) To take the deduction, the clothing or household item 
contributed must be in good use condition or better. 

(2) The deduction may be denied for contribution of clothing or 
household items of minimal monetary value (i.e., sock and 
undergarments). 

(3) Subparagraphs (1) and (2) do not apply to any contribution of a 
single item of clothing or household good for which more than a 
$500 deduction is claimed if the taxpayer includes a qualified 
appraisal of the item along with the return. 

3. You cannot deduct as a charitable contribution: 

a. A contribution to a specific individual, 

b. A contribution to a nonqualified organization, 

c. The part of a contribution from which you receive or expect to receive a 
benefit, 

d. The value of your time or services, 

e. Your personal expenses, 

f. Appraisal fees, or 

g. Certain contributions of partial interests in property. 

4. Record keeping.  Taxpayers must keep records to prove the amount of cash and 
non-cash contributions they make during the year. 
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a. Taxpayers cannot deduct cash contributions regardless of amount unless 
records of the cash contributions are kept.  Treas. Reg. § 1.170A-13(a); 
Pub. 526.  Contributions may be substantiated by: 

(1) A canceled check; 

(2) A receipt from the charitable organization showing the name of 
the organization, the date of contribution, and the amount of the 
contribution; 

(3) A letter or other communication from the donee charitable 
organization acknowledging receipt of a contribution and 
showing the date and amount of the contribution; or 

(4) Other reliable written records that show the name of the 
organization, the date of contribution, and the amount of the 
contribution.  (Such as a bank record.)  A mere log is not 
sufficient. 

b. Contributions of property of less than $250 to qualified organizations.  
Treas. Reg. § 1.170A-13(b)(1).  The taxpayer must obtain a receipt that 
shows: 

(1) The name of the charitable organization; 

(2) The date and location of the contribution; 

(3) A reasonably detailed description of the property. 

(4) A letter or other written communication from the charitable 
organization acknowledging receipt of the contribution and 
containing the information in (1), (2), and (3) will serve as a 
receipt. 

(5) Taxpayers are not required to obtain a receipt when doing so 
would be impractical (for example, when the property is left at 
the charity’s unattended drop site).  Treas. Reg. 
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§ 1.170A-13(b)(2).  However, they must keep reliable written 
records that show: 

(a) The name and address of the charitable organization; 

(b) The date and location of the contribution; 

(c) A detailed description of the property; 

(d) The fair market value of the property; 

(e) The cost or other basis of the property if the taxpayer 
must reduce the property’s fair market value by 
appreciation; 

(f) The amount the taxpayer can claim as a deduction if the 
taxpayer contributes less than her entire interest in the 
property; and 

(g) The terms of any conditions attached to a gift of property. 

c. Contributions of property $250 or more but less than $500.  The 
taxpayer must obtain a written acknowledgement from the charitable 
organization that shows: 

(1) The name of the charitable organization; 

(2) The date and location of the contribution; 

(3) A reasonably detailed description of the property; and 

(4) Whether the organization gave the taxpayer any goods or 
services in exchange for the contribution), and, if yes, a 
description of the goods or services and a good-faith estimate of 
the value of the goods or services provided. 
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(5) The acknowledgement must be received on or before the 
earlier of: 

(a) The date the taxpayer files her return for the year of the 
contribution; or 

(b) The due date, including extensions, for filing the return. 

(6)  Taxpayers must also keep reliable written records that show: 

(a) The name and address of the charitable organization; 

(b) The date and location of the contribution; 

(c) A detailed description of the property; 

(d) The fair market value of the property; 

(e) The cost or other basis of the property if the taxpayer 
must reduce the property’s fair market value by 
appreciation; 

(f) The amount the taxpayer can claim as a deduction if the 
taxpayer contributes less than her entire interest in the 
property; and 

(g) The terms of any conditions attached to a gift of property. 

d. Contributions of property of more than $500 but less than $5,000. Treas. 
Reg. § 1.170A-13(b)(3).  The taxpayer must have the acknowledgement 
and written records described in contributions of more than $250 but 
less than $500.  For the taxpayer to be allowed to take the deduction, the 
records must also include Form 8283 showing the following: 

(1) How the taxpayer acquired the property; 
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(2) The approximate date the taxpayer acquired or created the 
property; and 

(3) The cost or basis of the property (not required for publicly traded 
securities). 

e. Contributions of property of more than $5,000.  The taxpayer must have 
the acknowledgement and written records described in contributions of 
more than $500 but less than $5,000.  The taxpayer generally must also 
obtain an appraisal from a qualified appraiser.  Treas. Reg. 
§ 1.170A-13(c). 

5. Reporting. 

a. Gifts of cash.  Taxpayers report cash gifts on Schedule A. 

b. Gifts of Property.  Taxpayers report gifts of property on Schedule A.  
The taxpayer must file Form 8283 if the value of all property given 
during the year is over $500. 

(1) Generally, the amount of the deduction for contributed property 
is the FMV of the property at the time of the contribution. 

(2) If the FMV of the property is less than basis, the deduction is 
limited to the FMV. 

c. Amounts that are disallowed as deductions for the tax year in question 
carry forward for up to five years. 

6. Car Donations.  I.R.C. § 170(f)(12). 

a. The rules adopted in the American Jobs Creation Act of 2004 (See I.R.S. 
Notice 2005-44, 2005-1 C.B. 1287; I.R.S. Notice 2006-1, 2006-1 C.B. 
347; I.R.S. Notice 2007-70, 2007-2 C.B. 735): 

(1) Generally limit the deduction to the actual sales price of the 
vehicle when sold by the donee charity unless: 
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(a) The charity makes a significant intervening use of the 
vehicle (such as using it to deliver meals on wheels); 

(b) The charity makes a material improvement to the vehicle 
(major repairs that significantly increase its value and not 
mere painting or cleaning); 

(c) The charity donates or sells the vehicle to a needy 
individual at a significantly below-market price provided 
the transfer furthers the charitable purpose of helping a 
poor person in need of a means of transportation; or 

(d) The fair market value of the vehicle is $500 or less. 

(i) If the fair market value is $250 but less than $500, 
the donor must have an acknowledgment 
containing a description of the property, whether 
the donee provided any goods or services in 
consideration for the donation, and a good faith 
estimate of the value of the donated car. 

(ii) If the donated vehicle is sold and the sale yields 
gross proceeds of $500 or less, the donor may be 
allowed a deduction equal to the lesser of the fair 
market value of the vehicle on the date of the 
contribution or $500. 

(2) Requires donors to get a timely acknowledgment from the 
charity to claim the deduction. 

(a) The acknowledgment must include: 

(i) The name and taxpayer identification number of 
the donor; 

(ii) The vehicle identification number; 
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(iii) Certain certifications, depending on the use or 
disposition of the vehicle by the donee 
organization; 

(iv) If sold, date sold and gross sales proceeds. 

(3) The acknowledgment must be obtained within 30 days of the 
contribution or the disposition of the vehicle by the donee 
organization (although interim guidance provides for a longer 
period of time). 

(4) The acknowledgment must be included with the donor’s tax 
return on which the deduction is claimed. 

(5) IRS Form 1098-C, required to be filed by the charitable 
organization may be used to satisfy the acknowledgement 
requirement. 

(6) Fair market value 

(a) Fair market value is the price at which the property 
would change hands between a willing buyer and a 
willing seller, neither being under any compulsion to buy 
or sell and each having reasonable knowledge of relevant 
facts.  Treas. Reg. § 1.170A-1(c)(2). 

(b) Reasonable method of determining the fair market value 
of a qualified vehicle is by reference to an established 
used vehicle pricing guide provided the guide lists a sales 
price for a vehicle that is the same make, model, and 
year, sold in the same area, in the same condition, with 
the same or substantially similar options or accessories, 
and with the same or substantially similar warranties or 
guarantees.  See, e.g., Rev. Rul. 2002-67, 2002-2 
C.B. 873. 

(c) For vehicles, an acceptable measure of the fair market 
value is an amount not in excess of the price listed in a 
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used vehicle pricing guide for a private party sale of a 
similar vehicle.  Do not use the dealer retail value. 

7. The Charitable Mileage Rate for 2018 is 14 cents a mile.  I.R.S. Notice 2018-03 
(Dec. 14, 2017). 

 

Charitable Contributions Quick Check Chart 
Use the following lists for a quick check of charitable contributions. 

 

Deductible Charitable Contributions 
 

Nondeductible Charitable Contributions 
 

Money or property taxpayer gave to: 
 
• Churches, synagogues, temples, and 

other religious organizations. 
• Federal, state, and local 

governments, if contribution solely 
for public purposes. 

• Nonprofit schools and hospitals. 
• Public parks and recreation facilities. 
• Salvation Army, Red Cross, Care, 

Goodwill Industries, United Way, etc. 
• War veterans’ groups. 

 
Costs taxpayer paid for a student living 
with them sponsored by a qualified 
organization. 

 
Out-of-pocket expenses taxpayer incurred 
when serving as a qualified organization 
volunteer. 

 

Money or property taxpayer gave to: 
 
• Civic leagues, social and sports clubs, 

labor unions, chambers of commerce. 
• Foreign organizations. 
• Groups that are run for personal profit. 
• Groups whose purpose is to lobby for 

law changes. 
• Homeowners’ associations. 
• Individuals. 
• Political groups or candidates for 

public office. 
 
Cost of raffle, bingo, or lottery tickets. 

 
Dues, fees, or bills paid to country clubs, 
lodges, fraternal orders, or similar groups. 

 
Tuition. 

 
Value of taxpayer’s time or services. 

 
Value of taxpayer’s blood given to blood bank. 

 
G. Personal Casualty/Theft Losses.  I.R.C. § 165; Schedule A, line 20 & Form 4684. 

1. The TCJA limited personal casualty and theft losses to Presidentially declared 
disaster areas for 2018 through 2025.  The 10% limitation continues to apply.  
The taxpayer may continue to offset casualty gains with previously deductible 
losses.  TCJA, § 11044. 
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2. A taxpayer may deduct certain nonbusiness, unreimbursed losses from “fire, 
storm, shipwreck, or other casualty, or from theft,” subject to certain 
limitations.  I.R.C. § 165(a), (c)(3), (h). 

3. What qualifies as a “casualty”? 

a. Damage, destruction, or loss of property from identifiable events that are 
sudden, unexpected, or unusual.  Pub. 547; Matheson v. Comm’r, 
54 F.2d 537, 539 (2d Cir. 1931); Treas. Reg. 1.165-1(b).  

b. Does not include (see Pub. 547): 

(1) Progressive deterioration (i.e., losses arising from steadily 
operating causes or normal processes), such as: 

(a) Termite or moth damage,  

(b) Drought, and 

(c) Damage to trees and plants by disease or insects. 

(d) Breakage of china, glassware, furniture and similar items 
under normal conditions. 

(e) Car accident arising from taxpayer’s willful negligence. 

(f) Misplaced money or property (not a “theft”). 

(g) Decline in market value of stock where the stock 
maintains any recognizable value.  Treas. Reg. § 1.165-4. 

(i) A subsequent sale or exchange may give rise to a 
capital loss. 
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4. Definition of Theft. 

a. Taking and removing of money or property with the intent to deprive the 
owner of it, e.g., larceny, embezzlement, and robbery.  Treas. Reg. 
§ 1.165-8.  This requires: 

(1) That the taking or removal was illegal; and 

(2) The perpetrator acted with criminal intent.  Rev. Rul. 72-112, 
1972-1 C.B. 60; Pub. 547. 

b. Special rules apply to theft losses arising from Ponzi-type investments 
schemes.  See Rev. Rul. 2009-9, 2009-14 I.R.B. 735; Rev. Proc. 
2009-20, 2009-14 I.R.B. 749; Rev. Proc. 2011-58, 2011-50, I.R.B. 847. 

5. Timing of deduction. 

a. A casualty loss deduction is claimed for the year in which the loss is 
sustained, as evidenced by closed and completed transactions and as 
fixed by identifiable events occurring within the tax year.  Treas. Reg. 
§ 1.165-1(d)(1).  See para. G.8. below for exception available at election 
of taxpayer for federally declared disaster areas.  

b. A theft deduction is claimed for the year in which the taxpayer discovers 
the loss.  I.R.C. § 165(e); Treas. Reg. § 1.165(d)(3). 

6. Amount of deduction. 

a. The amount of loss is the lesser of (1) the decrease in fair market value 
(FMV) of the property or (2) the adjusted basis of the property.  Treas. 
Reg. § 1.165-7(b). 

(1) Cannot consider sentimental value. 

(2) General decline in FMV because in or near an area that suffered 
casualty or might suffer another casualty is not deductible. 
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(3) The cost of protecting property against casualty or theft (e.g., 
casualty insurance premiums) is not deductible. 

b. The FMV of the property generally must be determined by competent 
appraisal immediately before and immediately after the casualty.  Treas. 
Reg. § 1.165-7(a)(2)(i).   

c. Cost of repairs is generally permissible to estimate the decrease in FMV, 
as long as the repairs (Treas. Reg. § 1.165-7(a)(2)(ii)): 

(1) Are necessary for the restoration of property; 

(2) Are not excessive in amount; 

(3) Do not extend beyond the damage suffered; 

(4) Do not increase the value of the property; and 

(5) Were actually performed (i.e., no deduction for estimated future 
repairs).  (Lamphere v. Comm’r, 70 T.C. 391, 396 (1978)). 

7. Limitations.  (I.R.C. § 165(h)). 

a. If covered by insurance, a claim must be filed.  (I.R.C. § 165(h)(4)(E)). 

b. The deduction must be reduced by the amount of the insurance or other 
compensation.  (I.R.C. § 165(a); Treas. Reg. § 1.165-1(c)(4)). 

c. The taxpayer must reduce each casualty/theft loss by $100.  (I.R.C. 
§ 165(h)(1)). 

d. The taxpayer may deduct total casualty/theft losses during the tax year 
only to the extent that they exceed 10% of AGI.  (I.R.C. § 165(h)(2)). 

e. Special rules. 
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(1) If losses exceed gains (gains result from involuntary conversion), 
then only the excess losses over gains is subject to the 10% of 
AGI limitation.  I.R.C. § 165(h)(2)(A). 

(2) If gains exceed losses, they are treated as capital gains.  I.R.C. 
§ 165(h)(2)(B). 

(3) Example 1:  Taxpayer with $50,000 AGI (without regard to 
casualty losses), a $25,000 casualty gain, and a $15,000 casualty 
loss (after the $100 floor) will report a $10,000 capital gain on 
Schedule D.  The 10% floor does not apply in this computation. 

(4) Example 2:  Taxpayer with $40,000 AGI, a $25,000 casualty 
loss (after the $100 floor), and a $15,000 casualty gain is 
allowed a $6,000 itemized deduction.  The $10,000 loss resulting 
from netting the casualty gains against the casualty losses is 
deductible only to the extent that it exceeds 10% AGI ($10,000 – 
$4,000 = $6,000). 

8. Federally declared disaster areas.  I.R.C. § 165(i); Temp. Treas. Reg. 
§ 1.165-11T; Rev. Proc. 2016-53, 2016-2 C.B. 530. 

a. If the taxpayer sustains an allowable casualty loss in an area eligible for 
assistance as the result of a “federally declared disaster,” the taxpayer 
may elect to deduct the loss in the immediately preceding year to the 
year of the disaster.  I.R.C. § 165(i)(1); Temp. Treas. Reg. § 1.165-
11T(a). 

(1) A “federally declared disaster” is one determined by the 
President of the United States to warrant assistance under the 
Robert T. Stafford Disaster Relief and Emergency Assistance 
Act (“Stafford Act”), 42 U.S.C. § 5121 et seq. (the primary 
statutory authority for FEMA emergency response programs).  
I.R.C. § 165(i)(4)(A); Temp. Treas. Reg. § 1.165-11T(b)(1). 

(2) The due date for the election is six months from the due date of 
the original return, without regard to filing extensions.  Temp. 
Treas. Reg. § 1.165-11T(f). 
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(3) The election may be revoked within 90 days after the due date 
for making the election.  Temp. Treas. Reg. § 1.165-11T(g). 

(4) If the taxpayer has already filed a tax return claiming the loss 
and wants to make an election to use the other allowable year, 
the taxpayer first must file an amended return to remove the 
originally claimed loss.  In other words, the taxpayer must not 
have two tax returns on file with the IRS claiming the same 
deduction for different years.  Temp. Treas Reg. § 1.165-11T(d); 
Rev. Proc. 2016-53, § 4.01-03. 

b. Because of the difficulty in estimating FMV, the IRS has prescribed safe 
harbor estimation methods based on the type of property and the amount 
of loss.  Rev. Proc. 2018-08, 2017 IRB LEXIS 677 (Dec. 13, 2017). 

c. 2017 Provisions.  In September and December of 2017, Congress 
enacted relief for taxpayers who suffered losses from certain federally 
declared disaster areas in 2016 and 2017.  Disaster Relief and Airport 
and Airway Extension Act of 2017, Pub. L. No. 115-63, 131 Stat. 1168, 
§ 504(b) (Sept. 29, 2017) (Hurricanes Harvey, Irma, and Maria in 2017); 
An Act to provide for reconciliation pursuant to titles II and V of the 
concurrent resolution on the budget for fiscal year 2018 (commonly 
known as the “Tax Cuts and Jobs Act”), Pub. L. No. 115-97, 131 Stat. 
2054, § 11028 (Dec. 22, 2017) (2016 disaster areas). 

(1) 2017 Hurricanes Harvey, Irma, and Maria (Pub. L. No. 115-63, 
§ 504(b)): 

(a) The taxpayer has a personal casualty loss from these 
storms where the President of the United States made a 
declaration of a “major disaster” under Section 401 of the 
Stafford Act, 42 U.S.C. § 5170, on or before 
September 21, 2017 and the taxpayer sustained the loss 
from:   

(i) Hurricane Harvey on or after August 23, 2017 
(Section 504(b)(3)(A)); 

(ii) Hurricane Irma on or after September 4, 2017 
(Section 504(b)(3)(B); or 
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(iii) Hurricane Maria on or after September 16, 2017 
(Section 504(b)(3)(C)).  

(b) The IRS has prescribed an additional safe harbor method 
to calculate the decline in FMV from losses arising from 
Hurricanes Harvey, Irma, and Maria.  The additional safe 
harbor applies only to personal-use residential real 
property and estimates loss based on the type of real 
property (personal residence, detached structure, or 
deck), the geographic location of the property, the type of 
loss (e.g., total loss, interior flooding, structural damage 
from wind, rain, or debris), and the square footage of the 
property.  (Rev. Proc. 2018-09, 2017 IRB LEXIS 678 
(Dec. 13, 2017)). 

(c) The filing deadlines, extent of deduction allowed, and 
specific filing procedures may vary depending on when 
and where the taxpayer sustained the loss.  The IRS has 
revised 2016 Form 4684 and the applicable instructions.  
For detailed guidance, the IRS maintains a webpage 
addressing disaster relief situations at 
https://www.irs.gov/newsroom/tax-relief-in-disaster-
situations (retrieved 10 January 2018).  

(i) The taxpayer must elect to deduct a 
2017 hurricane loss for tax year 2016 (under 
I.R.C. § 165(i)) on an amended return by 
October 15, 2018. 

(ii) If the taxpayer obtained a six-month extension for 
his or her original return for 2016 because of the 
disaster declaration, the election must be made on 
an original return by January 31, 2018. 

(iii) If the taxpayer claims the loss for the 2017 tax 
year, the ordinary due dates apply. 

(iv) See the IRS’s disaster relief webpage and 
Form 4684 and the instructions for specific filing 
instructions. 

https://www.irs.gov/newsroom/tax-relief-in-disaster-situations
https://www.irs.gov/newsroom/tax-relief-in-disaster-situations
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(2) The 2016 disaster areas are those in which the President of the 
United States declared a “major disaster” under Section 401 of 
the Stafford Act, 42 U.S.C. § 5170, during calendar year 2016.  
Pub. L. No. 115-97, § 11028(a). 

(a) Losses sustained in these areas during either tax 
year 2016 or tax year 2017 are eligible for special 
treatment.  (Section 11028(c)(1)). 

(3) Both laws (i.e., Pub. L. Nos. 115-63 and 115-97) changed the 
normal Section 165(h) limitations upon casualty losses as 
follows: 

(a) Unreimbursed losses are deductible to the extent that they 
exceed $500 (instead of $100). 

(b) The 10% AGI floor does not apply (i.e., the full amount 
over $500 is deductible). 

(c) Instead of reporting the loss on Schedule A, the taxpayer 
may elect to increase his or her standard deduction by the 
amount of the allowable casualty loss.  In other words, 
the taxpayer may obtain a tax benefit from the casualty 
loss even if he or she does not itemize deductions. 

(i) The increase to the standard deduction does not 
increase tax liability for alternative minimum tax 
purposes (specifically, I.R.C. § 56(b)(1)(E), 
which does not allow the standard deduction for 
AMT purposes, does not apply). 

(4) The Bipartisan Budget Act of 2018, Pub. L. No. 115-123, 
§ 20104, enacted provisions similar to the above with respect to 
the 2017 California Wildfire areas.   

d. Casualty losses are generally deemed out of scope for Military Tax 
Assistance Programs.  See Pub. 4012.   
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Deduction limit rules summarized 

 $100 Rule 10% Rule 

 

Definition of rule 

Taxpayer must reduce each 
casualty or theft loss by 
$100 when figuring 
deduction. Taxpayer 
applies this rule after 
reducing loss by any 
reimbursement. 

Taxpayer must reduce total 
casualty or theft loss by 10% 
of taxpayer’s AGI (Form 
1040, line 37).  Taxpayer 
applies this rule after 
reducing loss by any 
reimbursement and by $100 
(the $100 Rule). 

Single event Apply this rule only once, even if many pieces of property 
are affected. 

More than one event Apply this rule to each 
event. 

Apply this rule to the total of 
all events. 

More than one person–with 
loss from same event (other 
than married taxpayers) 

Apply the rule separately to each person. 

Married taxpayers–with loss 
from same event: 

 
Filing jointly 

 
Filing separately 

 
 
 

Apply this rule as if taxpayer were only one person. 

Apply this rule separately to each spouse. 

More than one owner (other 
than married taxpayers) 

Apply the rule separately to each owner of jointly 
owned property. 

 
When to deduct a loss 

Type of Loss Tax Year Deducted Choose Year? 

Casualty losses Year loss occurred No 

Loss on deposits: 
#  casualty loss 
#  bad debt 
#  ordinary loss 

 
Year a reasonable estimate can be made. 
Year deposits are totally worthless. 
Year a reasonable estimate can be made. 

 
No 
No 
No 
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Type of Loss Tax Year Deducted Choose Year? 

Federal disaster Year disaster occurred or year 
immediately preceding disaster. 

Yes 

Thefts Year of discovery of theft No 

 
H. For years 2018 through 2025, the TCJA suspended all job and miscellaneous expenses 

subject to the 2% AGI floor.  TCJA, § 11045; I.R.C. § 67(a).  Therefore, the topic has 
been removed from this outline.  For more information, see 2017 IRS Pub. 17 and 
Instructions to 2017 Form 1040, Schedule A. 

V. CALCULATING THE TAX. 

A. Introduction:  After you have figured your income and deductions, the next step is to 
calculate the tax. 

B. Calculating the Tax – Ordinary Income 

1. The income tax liability is based on the taxpayer’s taxable income. 

2. After figuring the income tax, subtract tax credits and add any other taxes owed.  
The result is the total tax liability.  Compare the total tax with the total 
payments to determine whether the taxpayer is entitled to a refund or owes 
additional tax. 

3. Most taxpayers use computer software to calculate the taxpayer’s liability. 

a. For taxpayers with less than $100,000 of taxable income and who do not 
use computer software to prepare their returns, the IRS requires use of 
the annually published Tax Table to compute their final tax liability.  
Instructions to Form 1040. 

b. If such taxpayers have taxable income over $100,000, they must 
compute their tax liability using the appropriate section of the IRS’s Tax 
Computation Worksheet corresponding to their filing status.  
Instructions for Form 1040. 
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C. Calculating the Tax – Capital Gain: 

1. If the taxpayer has a net capital gain or qualified dividends for the year, the 
computation of tax liability requires consideration of capital gains tax rates. 

2. Recall that capital gains are taxed at more favorable rates than ordinary income. 

a. Ordinary Income:  10%, 12%, 22%, 24%, 32%, 35%, and 37%. 

(1) These lower rates (compared to 2017) apply for years 2018 
through 2025 under the TCJA.  TCJA, § 11001. 

b. Capital Gains:  0%, 15%, 20%, 25%, and 28%, as well as a special 3.8% 
surtax in some cases. 

c. The TCJA changed the operation of favorable gain rates for years 2018 
through 2025.  The rates remain 0%, 15%, and 20%, but the rates apply 
at brackets that operate independently of the taxpayer’s marginal rate.  
TCJA, § 11001.  The special rates of 25% for unrecaptured Section 1250 
gain and 28% for collectibles still apply.  The new brackets and rates are 
as follows: 

 
 
 
 
 
 
 
 

3. Schedule D and Form 8949, and their attendant worksheets, segregate ordinary 
income from capital gains and categorize the various types of capital gain.  
Capital gain is then taxed at the favorable rates listed above, and the taxpayer’s 
overall tax liability is reduced as appropriate.   

VI. CONCLUSION. 

 

Rate Single / MFS MFJ Head of Household 

0% $0 – $38,600 $0 – $77,200 $0 – $51,700 

15% $38,601 – $425,800 $77,201 – $479,000 $51,701 – $452,400 

20% Over $425,800 Over $479,000 Over $452,400 
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Appendix A 

Fogg v. Commissioner 
United States Tax Court 

August 20, 1987; As amended August 31, 1987 ; August 20, 1987, Filed  

Docket No. 7780-86 
 
 

Reporter 
89 T.C. 310 *; 1987 U.S. Tax Ct. LEXIS 117 **; 89 T.C. No. 27 

John R. Fogg and Patricia L. Massey Fogg, Petitioners v. Commissioner of Internal Revenue, 
Respondent 

Disposition:  [**1]  Decision will be entered under Rule 155.   

Syllabus 
 
 

Held, expenses incurred in moving a sailboat are moving expenses under sec. 217, I.R.C. 1954.  
Aksomitas v. Commissioner, 50 T.C. 679 (1968), distinguished.  Held, further, entertainment expenses 
incurred by a military officer in connection with a change-of-command ceremony and amounts paid to 
a "Squadron Officers Fund" are deductible under sec. 162.  Held, further, petitioner failed to establish 
that expenses for dues, stationery, and calling cards are deductible under sec. 162.   

Counsel: James R. Harper, for the petitioner. 

 
J. Mack Karesh, for the respondent.   

Judges: Shields, Judge.  Powell, Special Trial Judge.   

Opinion by: SHIELDS; POWELL  

Opinion 
 
 

 [*311]  OPINION 



 
Fogg v. Commissioner 
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This case was assigned to Special Trial Judge Carleton D. Powell pursuant to the provisions of section 
7456(d) 1 (redesignated as section 7443A(b) by the Tax Reform Act of 1986, Pub. L. 99-514, sec. 
1556, 100 Stat. 2755) and Rule 180 et seq.  The Court agrees with and adopts the opinion of the 
Special Trial Judge, which is set forth below. 

 [**2]  OPINION OF THE SPECIAL TRIAL JUDGE 

Powell, Special Trial Judge: Respondent determined a deficiency in petitioners' Federal income taxes 
for the taxable years 1982 and 1983, of $ 1,000 and $ 181.90, respectively.  The case was submitted 
on a stipulation of facts pursuant to Rule 122. 

After concessions, the issues for decision are (1) whether petitioners are entitled to deduct the cost 
incurred in moving a sailboat pursuant to section 217; (2) whether, under section 162, petitioners are 
entitled to deduct entertainment expenses incurred in connection with a "change-of-command" 
ceremony, and (3) whether petitioners are entitled to deduct various miscellaneous expenses pursuant 
to section 162. 

FACTS 

The stipulation of facts and attached exhibits are incorporated herein by reference.  Petitioner John R. 
Fogg (hereinafter Col. Fogg or petitioner) is a Lieutenant Colonel in the U.S. Marine Corps.  He was a 
Marine officer on active duty throughout the years 1982-83.  At the time they filed their petition, 
petitioners resided in Beaufort, South Carolina.  The petitioners were married throughout 1982-83, and 
filed joint income tax returns for those years. 

1. Moving Expenses 

On their [**3]  1982 return, petitioners claimed a moving expense deduction of $ 2,530.  The amount 
in dispute, $ 1,796,  [*312]  consists of their actual expenses incurred in moving a sailboat from their 
old residence in Florida to their new residence in South Carolina.  The boat moving expenses were not 
reimbursed by the Marine Corps.  The parties have agreed that petitioners made a job-related move. 

The boat, a 36-foot sailboat, has not been used in a trade or business or for investment purposes.  
Instead, petitioners are active sailors and had frequently used the boat for recreational activities.  In 
addition, they resided on the boat for 2 weeks prior to their departure from Florida, and for 9 weeks 
after their arrival in Beaufort.  The boat was purchased in 1978 and kept by petitioners until 1984 
when they replaced it with another boat. As stipulated by the parties, the issue before this Court is 
whether petitioners' sailboat is a "personal effect" within the meaning of section 217(b)(1)(A). 

2. Entertainment and Miscellaneous Expenses 

Petitioner Col. Fogg claimed employee business expenses for the taxable years 1982 and 1983, which 
respondent disallowed for the most part.  After concessions,  [**4]  the employee business expenses 
remaining in dispute are as follows: 
                                                 
1 All statutory references are to the Internal Revenue Code of 1954, as amended, and as in effect during the years in issue, and all Rule 
references are to the Tax Court Rules of Practice and Procedure, except as otherwise provided. 
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1982 

Functions $ 1,309.00 
Stationery and cards 54.00 
 1983 
Functions $ 507.33 
Dues 240.20 

The expenses claimed as functions are for the costs of entertainment in connection with a change-of-
command ceremony. Petitioners claim that the costs of the change-of-command functions qualify as 
ordinary and necessary business expenses deductible under section 162.  The respondent contends that 
these expenses are voluntary personal expenses that are disallowed under section 262.  2 

The parties have stipulated that the change-of-command ceremony and attendant receptions are 
customs and traditions of the Marine Corps.  The actual change of command  [*313]  consists of a 
formal ceremony in which the outgoing commanding officer conveys the unit's flag to the incoming 
commanding officer.  The change-of-command ceremony is an official function: the troops are in 
formation,  [**5]  there is a band, and attendance is mandatory. 

Pursuant to the customs and traditions of the Marine Corps, petitioners hosted a party at their home for 
guests the night before the ceremony. The cost of this party was $ 244.37.  Directly after the change of 
command, a reception was held at the Officers' Club. 3 The guest list was composed according to strict 
Marine Corps protocol, and petitioner held scant authority over the nature and time of the 
entertainment. Petitioners paid $ 1,064.63 for the reception. Although the change-of-command 
receptions are characterized by the Marine Corps as "official entertainments" and all commanding 
officers are required to engage in official entertaining in the performance of their duties, 4 the 
receptions are not mandated by specific regulations or orders, and the amounts spent for such 
entertainments are not reimbursed by the Marine Corps. 

 [**6]  On the return of 1983, Col. Fogg also claimed the following deductions: 

                                                 
2 The parties have stipulated that section 274 is not at issue in this case. 
3 Similar expenditures were made for a change of command in 1983, but the parties have agreed that the facts surrounding the Oct. 15 
change of command are illustrative of the issues before us. 
4 A memorandum written by Commanding General K.A. Smith to commanding and executive officers concerning the conduct of official 
entertainment sets forth the functions of petitioner's command: 

1. As a function of Command, all Commanding Officers and Executive Officers are required from time to time to participate and engage 
in official entertaining in the performance of their duties.  Although no government funds are available to reimburse officers for 
personal funds expended in completing these duties, they must, nevertheless, be carried out in a professional and appropriate manner. 

2. Whether the entertainment is official must be determined on a case-by-case basis; however, as a function of Command several types 
of entertainment expenses are deemed necessary and clearly qualify as official.  They are: Changes of Command, entertainment of 
visiting dignitaries -- both military and civilian, representing the Command within the civilian community, and representing your 
Command at official functions. 
[Emphasis supplied.] 
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Organization Amount 
Blue Angels Association $ 25.00 
Officer's Club 132.50 
Squadron Officers Fund 82.70 
  
Total 240.20 

 [*314]  These expenses also were incurred pursuant to customs and traditions of the Marine Corps, 
but not mandated by specific orders. 

OPINION 

1. Moving Expenses 

Section 217 provides in pertinent part as follows: 

SEC. 217(a).  Deduction Allowed.  -- There shall be allowed as a deduction moving expenses paid or 
incurred during the taxable year in connection with the commencement of work by the taxpayer as an 
employee or as a self-employed individual at a new principal place of work. 

(b) Definition of Moving Expenses.  --  
(1) In general.  -- For purposes of this section, the term "moving expenses" means only the 
reasonable expenses --  

(A) of moving household goods and personal effects from the former residence to the new 
residence * * * 

Neither the legislative history, the statute itself, nor the regulations suggests that the words "personal 
effects" should be given other than their commonly understood meaning.  Webster's Dictionary 
defines personal effects as property [**7]  appertaining to one's person and having a close relationship 
thereto.  Webster's Third New International Dictionary (1981).  Black's Law Dictionary describes 
personal effects as articles associated with a person or possessor, having a more or less intimate 
relation to such person; "effects" meaning movable or chattel property of any kind.  Black's Law 
Dictionary (5th ed. 1979). 

In Aksomitas v. Commissioner, 50 T.C. 679 (1968), the taxpayer attempted to deduct under section 
217 expenses incurred in an unsuccessful attempt to move Tradewinds, a 45-foot, 13 1/2-ton diesel 
yacht that was unseaworthy and in a state of disrepair, from Connecticut to Florida.  The taxpayer had 
never used the yacht, and made no attempt to move it until more than 2 years after he had moved his 
family to the new residence. Thus, we found the yacht had little, much less intimate, association with 
the taxpayer at the former residence and was not a "personal effect" under section 217.  Respondent 
contends that our opinion in Aksomitas is applicable here.  We do not agree because 
that  [*315]  opinion does not hold as a matter of law, that no boat can be a personal 
effect.  [**8]  Rather, it seems clear that the question is one of fact that must be decided from a 
consideration of all of the particular circumstances of each case. 
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In contrast to the situation in Aksomitas, petitioners were intimately associated with their boat. The 
record clearly reflects that they owned and frequently used the boat for 4 years prior to the move, and 
they lived on it for 2 weeks immediately prior to their departure from Florida and for 9 weeks 
immediately following their arrival in South Carolina.  Furthermore, numerous personal effects were 
maintained on board, including kitchen utensils, deck chairs, life preservers, and a refrigerator.  It is 
clear, therefore, that unlike the yacht in Aksomitas, the boat in this case was intimately related to 
petitioners and their life style, and we find that it is a "personal effect" of petitioners under section 
217. 

2. Entertainment 

Section 162(a) provides that deductions shall be allowed for "all ordinary and necessary expenses paid 
or incurred * * * in carrying on any trade or business." While the language of the statute seems 
straightforward, many gremlins of case law lurk beneath the surface, and, indeed, Mr. Justice 
Cardozo [**9]  remarked 55 years ago that "To attempt to harmonize them would be a futile task." 
Welch v. Helvering, 290 U.S. 111, 116 (1933). The passage of time has not diminished that task, and 
we do not have the hybris to attempt it here.  With those gremlins in mind, however, it is important to 
recall that the general thrust of section 162(a) is to allow deductions for current business expense 
while section 262 disallows "personal, living, or family expenses." The tension between these sections 
is reflected also in section 162(a) by two conspiring phrases -- a "necessary" expense and "incurred" in 
carrying on a "business." 

In examining this question, we are guided by United States v. Gilmore, 372 U.S. 39 (1963). 5 The 
Court set the stage, as we have done (372 U.S. at 45): 

 [*316]  A basic restriction upon the availability of a * * * [section 162(a)] deduction is that the 
expense item involved must be one that has a business origin.  That restriction not only inheres in the 
language of * * * [section 162(a)] itself, confining such deductions to "expenses * * * incurred * * * 
in carrying on any trade [**10]  or business," but also follows from * * * [section 262], expressly 
rendering nondeductible "in any case * * * personal, living, or family expenses." * * * 
 

The question in United States v. Gilmore, supra, was the proper test to be applied in resolving the 
tension between section 162(a) or 212 and section 262 where the consequences of the action for which 
the expenses were incurred also affected business interest.  The Court concluded (372 U.S. at 49): 
 
we resolve the conflict among the lower courts * * * in favor of the view that the origin and character 
of the claim with respect to which an expense was incurred * * * is the controlling basic test of 
whether the expense was "business" or "personal * * *" 

 [**11]  It may be argued, and, indeed, this may be the basis of respondent's position, that the "origin 
and character" of any entertainment expense of this nature by an employee is essentially social or 

                                                 
5 United States v. Gilmore, 372 U.S. 39 (1963) involved a deduction for legal expenses under section 212.  The Court, however, 
recognized that secs. 212 and 162(a) stand in pari materia with respect to the personal versus business analysis.  372 U.S. at 46. 
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personal because he cannot show a direct relationship to a specific business activity.  But we have not 
taken such a narrow view of an employee's deductible expenses under section 162(a).  See Walliser v. 
Commissioner, 72 T.C. 433, 437 (1979), and cases cited therein. 

Petitioners, on the other hand, seem to take the position that the expenses are deductible simply 
because they were incurred by the dictates of the customs and traditions of the military. This argument 
also states too much.  The military life is multifaceted in that it has business and social or personal 
aspects, both of which are steeped in traditions and customs. For example, there are social functions 
where, by custom and tradition, spouses are required to be present.  Expenses of a spouse in attending 
the function may be incurred.  We do not believe, however, that essentially personal expenses, such as 
for formal dress, would be rendered deductible by the custom and tradition requiring 
formal [**12]  dress. Compare Hynes v. Commissioner, 74 T.C. 1266, 1289-1292 (1980); Drake v. 
Commissioner, 52 T.C. 842 (1969). See also Preston v. Commissioner, T.C. Memo.  [*317]  1961-
250. This however, does not mean that the requirement of an expenditure by "customs and traditions" 
may not be relevant.  But, an inherently personal expense cannot be "converted into a business 
expense by a formalistic requirement of his employer that they be incurred." Cf.  Noland v. 
Commissioner, 269 F.2d 108, 113 (1959), affg. a Memorandum Opinion of this Court. 

Rather, as already stated, the correct focus is on the nature of petitioner's business and the relationship 
between that business and the circumstances that give rise to the expense.  In this regard, we have 
recognized that a military officer is engaged in a trade or business.  Carlisle v. Commissioner, 37 T.C. 
424, 429 (1961); Howard v. Commissioner, 16 T.C. 157, 161 (1951), affd.  202 F.2d 28 (9th Cir. 
1953). 6 See also Noland v. Commissioner, 269 F.2d at 111. [**13]  Furthermore, we have no 
difficulty in finding that the origin and character of the events or circumstances that give rise to the 
expenditures in question are directly related to petitioner's trade or business of being a military officer. 
The expenses directly flowed from a business ceremony in which petitioner was invested with the 
command of his unit.  Compare Feldman v. Commissioner, 86 T.C. 458, 465 (1986) ("the predominant 
character of the reception was that of a personal and family celebration.") 

Even if a direct relationship between an expense and the taxpayer's business is established, however, 
there are other questions to be answered: were the expenses "ordinary and necessary." The phrase 
contains dual requirements [**14]  -- i.e., it must be both "ordinary" and "necessary." See, e.g., 
Commissioner v. Lincoln Savings & Loan Association, 403 U.S. 345, 354 (1971). Moreover, both 
terms are words of art.  In Commissioner v. Tellier, 383 U.S. 687, 689-690 (1966), the Court stated: 
 
The principal function of the term "ordinary" in § 162(a) is to clarify the distinction, often difficult, 
between those expenses that are currently deductible, and those that are in the nature of capital 
expenditures, which, if deductible at all, must be amortized over the useful life of the asset.  * * * 

                                                 
6 The result we reached in Howard v. Commissioner, 16 T.C. 157 (1951), has not withstood the test of time (see United States v. 
Gilmore, supra at 51 n. 20), but our analysis of this point has not been questioned. 
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 [*318]  Respondent, however, does not argue that these expenses were not ordinary.  Rather, 
respondent contends that the expenses were not "necessary." In Commissioner v. Tellier, supra, the 
Court also addressed this issue (383 U.S. at 689): 
 
Our decisions have consistently construed the term "necessary" as imposing only the minimal 
requirement that the expense be "appropriate and helpful" for "the development of the taxpayer's 
business." 

Respondent contends that in order for the expenses to be "necessary,"  [**15]  petitioner must prove 
that, as an employee, "his employer required him to bear the expense without reimbursement." See, 
e.g., Fountain v. Commissioner, 59 T.C. 696, 708 (1973). We recognize that the line of cases 
suggesting this result has not been without critics.  7 We do not believe, however, that it is necessary 
to revisit this area in the context of this case.  It is quite clear that these expenses were required by 
Col. Fogg's employer.  We noted in Pollock v. Commissioner, 10 B.T.A. 1297, 1299 (1928), in which 
we held unreimbursed entertainment expenses of a naval officer to be deductible: 

If * * * [petitioner] had failed to extend courtesies to a foreign official, he probably would not have 
been demoted, but he would have been liable to being summarily detached for failing in official 
courtesy, his record would have been impaired, and it probably would have resulted in his loss of 
future promotion. 
 

Thus, while the officer in Pollock may not have been under a direct order, we recognized that one 
need not be threatened with a court martial in order for an expenditure of a military officer to be 
considered "necessary."  [**16]  Clearly a "hard-headed businessman" would have incurred those 
expenses.  See Cole v. Commissioner, 481 F.2d 872, 876 (2d Cir. 1973), affg. a Memorandum 
Opinion of this Court.  Col. Fogg faced the same situation, and we have no difficulty in arriving at the 
same conclusion.  8 

 [**17]  [*319]   Petitioners are entitled to deduct their costs of the entertainment in connection with 
the change-of-command ceremony. 

3. Miscellaneous Deductions 

                                                 
7 See, e.g.  Davis v. Commissioner, 38 T.C. 175, 184-186 (1962) (Raum, J., dissenting); Wolfman, "Professors and the 'Ordinary and 
Necessary' Business Expense," 112 U. Pa. L. Rev. 1089 (1964). See also Brief for the Appellee, filed by the Tax Division, Department 
of Justice, in Peter Stemkowski, Appellant v. Commissioner of Internal Revenue, Appellee, No. 81-4194, 2d Cir., at 46-47.  This criticism 
is primarily directed to the situation where the expense is not required by the employer.  That is not the situation with which we are 
faced here. 
8 Furthermore, this Court will generally follow the law of a circuit to which an appeal would lie, even when our precedent is to the 
contrary.  Golsen v. Commissioner, 54 T.C. 742, 756-758 (1970), affd.  445 F.2d 985 (10th Cir. 1971), cert. denied 404 U.S. 940 (1971). 
In Stemkowski v. Commissioner, 76 T.C. 252, 307 (1981), we upheld the disallowance of certain employee business expenses on the 
ground that they were not required by the employer.  Both the Second and the Fourth Circuits reversed our holding.  Stemkowski v. 
Commissioner, 690 F.2d 40, 47 (2d Cir. 1982); Hanna v. Commissioner, 763 F.2d 171, 172 (4th Cir. 1985). The venue for an appeal in 
this case is in the Fourth Circuit and, it would appear that the Court has refused to adopt the rule that "to be necessary" the expense must 
be required by the employer.  Thus, we would follow the precedent set out in Hanna v. Commissioner, supra. 
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Petitioners claimed deductions on their 1982 tax return for stationery and calling cards in the amount 
of $ 54.  On their 1983 return, they claimed the following deductions: 

Blue Angels Association $ 25.00 
Officers' Club 132.50 
Squadron Officers' Fund 82.70 

Petitioners' basic argument with respect to these items is that they were required by the "customs and 
traditions" of the Marine Corps.  As already stated, such circumstances alone will not satisfy the 
"incurred in a trade or business" requirement of section 162(a).  We note also that many of these items 
are inherently suspect and may have their origins in essentially social aspects of military life -- e.g., 
calling cards, stationery, officers' club dues.  9 We are aware that calling cards and personal stationery 
are required at or for certain military functions, but we are also aware that these items are used on 
occasions that have the origins in purely personal or non-business affairs -- weddings, funerals, etc.  
Similarly, we are aware that an officers' club,  [**18]  like any social club, may be used for business 
entertainment. On the other hand, the officers' club is also the center of social life for many officers 
and their families on military posts and bases.  Petitioners had the burden of proof. Welch v. 
Helvering, supra. In view of our previous discussion, therefore, it was their burden to establish that the 
origin and character of these expenditures have a direct relationship to Col. Fogg's business.  
Petitioners offered no evidence  [*320]  on these critical points and, accordingly, we sustain 
respondent's disallowance of these items.  10 

 [**19]  We also have difficulty with the payment to the Blue Angels Association.  The Blue Angels 
Association is comprised of present and former pilots who fly or have flown with the Blue Angels 
Squadron, a specialized unit of highly skilled pilots. The Association was formed "to preserve and 
maintain the high standards, customs, and traditions" of the Blue Angels and it maintains a fund 
donated by members and others for these purposes.  Our problem is that we have no information as to 
how the Association operates.  On one hand, it may be completely a social or fraternal type 
organization with limited membership.  On the other hand, it may be a business group devoted to the 
exchange of aeronautical information.  Both types of organizations would fit within the description 
given us.  But, the tax implications of the different organizations would be different.  Compare Noland 
v. Commissioner, supra. Given this uncertainty, we must find that petitioners have failed to carry the 
burden of proof that this expenditure was directly related to Col. Fogg's business of being a military 
officer. 

The contribution to the squadron fund is a different matter.  This is a  [**20]  fund, maintained within 
a military unit by donations from the unit officers, that is used to purchase mementos, such as unit 
emblems, for departing personnel, to pay for flowers for personnel in hospitals, etc.  There are no 
appropriated funds for these purposes.  Col. Fogg, as an officer in the unit, was expected to make 

                                                 
9 There are, of course, other restrictions on deductions for club dues.  See sec. 274(a).  In light of our disposition of the issue under sec. 
162(a), we need not consider those provisions. 
10 We do not consider petitioners' claim that they attended five official functions at the club sufficient to carry this burden.  Their burden 
also includes establishing that the club was not substantially used for non-business purposes.  There is no evidence with regard to this 
question. 
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contributions to the fund, and, as with the expenditures for entertainment, if he refused to contribute to 
the fund his career might have been jeopardized.  Moreover, respondent does not suggest that Col. 
Fogg received, or would receive, any substantial personal benefit from the fund.  We believe that the 
origin and character of this expense is clearly related to Col. Fogg's business of being a military 
officer and that this expense was appropriate and helpful to that career. 

Decision will be entered under Rule 155.   
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I. REFERENCES. 

A. Tax Forms: 1040, W-2, 2441, Schedule M, Schedule R, Child Tax 
Credit Worksheet in 1040 Instructions, 8812, 8839, 8910, 8936, 8880, 
5695, 5405, EIC Worksheet A & B, EIC Tables, 8863, 1098-T. 

B. Internal Revenue Code of 1986, as amended (I.R.C.) 

C. Federal Income Tax Regulations (Treas. Reg.) 

D. IRS Publications: 

1. Pub. 17, Your Federal Income Tax 

2. Pub. 503, Child and Dependent Care Expenses 

3. Pub. 524, Credit for the Elderly or Disabled 

4. Pub. 596, Earned Income Credit 

5. Pub. 970, Tax Benefits for Education 

6. Pub. 972, Child Tax Credit 
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II. INTRODUCTION   

A. Taxpayers, whether or not in business, may qualify for one or more 
personal credits. 

B. A credit is a dollar-for-dollar reduction of the taxpayer’s tax liability. 

III. TYPES OF CREDITS 

A. A refundable credit can be greater than the tax owed.  Taxpayers not 
only can have their tax reduced to zero, but they can also receive a 
refund of the excess credit. 

B. A nonrefundable credit can also be greater than the tax, but the 
nonrefundable credit can only reduce tax liabilities to zero.  Taxpayers 
do not receive a refund for any excess nonrefundable credit. 

IV. FOREIGN TAX CREDIT (FORM 116).  THIS MATERIAL 
WILL BE COVERED DURING THE CLASS ON FOREIGN 
TAX ISSUES 

V. CHILD AND DEPENDENT CARE CREDIT (FORM 2441) 

A. A nonrefundable credit is allowed for a portion of qualifying child or 
dependent care expenses paid for the purpose of allowing a taxpayer 
(and the taxpayer’s spouse if married filing a joint return) to be 
gainfully employed.  I.R.C. § 21.   

B. Qualifying Person.  To be eligible for the credit, the taxpayer must pay 
for the care of a qualifying individual, which includes: 

1. Dependents under age 13 whom the taxpayer may claim as a 
dependency. 

2. In the case of a dependent child under the age of 13 where the 
parents are divorced or legally separated and lived apart during the 
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last 6 months of the year, only the custodial parent can claim the 
child and dependent care credit. This is the case even if the 
custodial parent does not claim that child as a dependent. 

3. Any other person who is physically or mentally incapable to care 
for themselves and who lived in the taxpayer’s principal place of 
abode for 1/2 of the tax year.  In this case, the taxpayer must either 
be able to claim the person as a dependent or be able to claim the 
person as a dependent except for the fact that the person had 
income exceeding $4,150 (2018). 

4. A spouse who is physically or mentally unable to care for self and 
has the same principal place of abode as the taxpayer for 1/2 the 
tax year. 

5. The status of an individual as a qualifying person is determined on 
a daily basis.  For example:  if a dependent child turns 13 on 1 July 
of the tax year, that child was a qualifying person from 1 Jan - 30 
June of the tax year. 

A qualifying person who was born or died in 2017 is treated as 
having lived with the taxpayer for all of 2017 if the taxpayer’s 
home was the qualifying person’s home the entire time he or she 
was alive in 2017. 

C. Gainful Employment:   

1. Expenses must be employment related enabling the taxpayer to be 
gainfully employed, or in the active search for gainful 
employment. 

2. The expense is not employment related just because it is paid or 
incurred while the taxpayer is gainfully employed.  The purpose of 
the expense must be to enable the taxpayer to be gainfully 
employed. 

3. A taxpayer’s spouse is deemed to be gainfully employed during 
each month that he or she is a full-time student at an educational 
institution or some part of each of five calendar months during the 
tax year. 
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4. Volunteer work, even if for nominal consideration, is never gainful 
employment. 

5. Gainful employment can be self-employment and can be done in 
the home of the taxpayer. 

6. Part-time work.  If the taxpayer works only part time, the taxpayer 
must allocate expenses for dependent care between the days of 
work and the days not worked. 

a. A day where the taxpayer works at least one hour is a day 
of work. 

b. If the taxpayer must pay dependent care expenses on a 
periodic basis including both days of work and non-work 
days, then no requirement to allocate. 

D. Qualifying expenses include: 

1. Expenses paid for household services and for the care of a 
qualifying individual. 

a. Not all expenses are for the individual’s care. 

b. Amounts paid for food, lodging, clothing, and education 
are not for the care of the individual. 

2. Services outside the home qualify if they involve the care of a 
qualified child, disabled spouse, or dependent who regularly 
spends at least eight hours a day in the taxpayer’s home. 

3. Payments to a relative also qualify for the credit unless the 
taxpayer claims the relative as a dependent or if the relative is the 
taxpayer’s child and is under age 19. 
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4. No credit is allowed for expenses to send a child or other 
dependent to an overnight camp.  Day-camp fees are qualified for 
this credit. 

5. Tutoring and summer school expenses are not qualifying expenses 
because they are not employment related. 

6. The total cost of sending a child to a school can be counted only if 
the child is in a grade level below the first grade, and the amount 
paid for schooling is incident to and cannot be separated from the 
cost of care.  If the child is in the first grade or higher, or if the cost 
of schooling can be separated, the taxpayer must divide the total 
cost between the cost of schooling and the cost of care.  Only the 
cost of care can be counted. 

7. Transportation costs can be qualified expenses if the dependent 
care provider transports the qualifying child to or from the place 
where the care is provided. 

8. The fees paid to an au pair agency are qualified expenses. 

E. Amount and limitations of the credit: 

1. The credit is based on a percentage ranging from 20% to 35% of 
the lesser of (i) actual expenses; or (ii) $3,000 for one qualifying 
child or dependent, or $6,000 for two or more qualifying children 
or dependents. 

a. The percentage amounts correspond to the earned income 
of the taxpayer are set forth on Form 2441. 

2. Work-related expenses are reduced by any tax-free 
reimbursements under a qualified employer dependent care 
program.  These would be indicated on Form W-2, Box 10. 

Example:  Molly has one child, incurred dependent care expenses during 
the year of $3,000, and received $1,500 reimbursement of child care costs 
from her company’s dependent care assistance plan.  The amount of 
expenses eligible for the tax credit is reduced to $1,500 ($3,000 – $1,500). 
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3. Qualifying employment-related expenses are considered in 
determining the credit only to the extent of earned income (wages, 
salary, etc.). 

4. Married taxpayers usually must both work in order to claim the 
credit.  For married taxpayers, expenses are limited to the earned 
income of the lower earning spouse. 

Example:  If taxpayer earns $18,000/year and spouse earns $5,400/year and 
credit is claimed for two children, the maximum work-related expenses for 
purposes of calculating the credit is $5,400 instead of $6,000. 

5. However, if a nonworking spouse is physically or mentally 
incapable of caring for himself or is a full-time student at an 
educational institution for at least five calendar months during the 
year, the law assumes an earned income for each month of 
disability or school attendance of $250 if there is one qualifying 
child or dependent or of $500 if there are two or more. 

a. To be a full time student under this rule, the 5 months do 
not have to be consecutive. 

b. An institution that only offers internet classes is not a 
qualifying institution and therefore the spouse could not use 
those classes for determining full time student status.  
However, if the institution also offers traditional class 
instruction, but the spouse is taking internet classes then the 
institution does qualify. 

F. Other Qualifying Requirements: 

1. The taxpayer must identify the care provider on the taxpayer’s tax 
return in Part I of Form 2441. 

a. Must disclose the name, address, and taxpayer ID number   
(SSN or ITIN for individuals) of care provider. 
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b. Form W-10, Dependent Care Provider’s Identification and 
Certification, can be used to get the necessary information 
from the provider.  (Or get a copy of the care provider’s 
driver’s license, SS card, or business letterhead or invoice.) 

c. Incomplete or incorrect information:  care providers can be 
penalized for issuing incorrect Forms W-10.  Taxpayer 
must show due diligence in acquiring this information. 

2. Married taxpayers must file a joint return to get the credit.   

3. Payments to relatives qualify but there are some restrictions. 

a. Cannot claim expenses paid to anyone for whom the 
taxpayer can claim as a dependent. 

b. Cannot claim expenses paid to someone who is the 
taxpayer’s child and under the age of 19. 

c. Cannot claim expenses paid to anyone who was the spouse 
of the taxpayer at any time during the tax year. 

d. Cannot claim expenses paid to the parent of the taxpayer’s 
child who is under the age of 13. 

G. The child care credit is computed on Form 2441 and transferred to 
Form 1040. 

VI. CREDIT FOR THE ELDERLY (SCHEDULE R)   

A. A nonrefundable credit is allowed for taxpayers who are over age 65 
or under age 65 and permanently and totally disabled.  I.R.C. § 22; 
Pub. 503. 

B. A 15% tax credit for the elderly or the permanently and totally disabled 
applies to citizens or residents who are: 
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1. 65 years of age before the close of the tax year, or 

2. Under age 65, are retired on disability, and were permanently and 
totally disabled when retired. 

C. Married taxpayers must file a joint return to claim the credit, unless the 
spouses live apart throughout the tax year. 

D. Income Limits.  Many elderly taxpayers are not eligible for this credit 
because of the income limitations.  For example, for 2018, a married, 
filing jointly taxpayer is ineligible for the credit if AGI is $25,000 or 
more.  Moreover, the credit is not refundable. 

E. How it works (using Schedule R): 

1. Start with AGI, then subtract the following amount from AGI: 

a. $10,000, if married filing jointly; 

b. $7,500 if single, head of household, qualifying widow(er); 
or  

c. $5,000, if married filing separately. 

2. Take this result and divide by two.  Add to this result any 
nontaxable social security benefits and nontaxable veterans’ 
pensions or any other pensions or disability benefits that are 
excludable from income. 

3. From this result, subtract: 

a. $7,500 in the case of a joint return where both are eligible 
individuals; 

b. $5,000 in the case of a single return or a joint return where 
only one individual qualifies; or 
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c. $3,750 in the case of a married individual filing a separate 
return. 

4. This result is multiplied by 15% (Schedule R, line 20). The Credit 
is the lesser of this result (i.e., line 20) or the maximum eligible 
credit.  

Note, however, that this is a nonrefundable credit, and thus cannot 
reduce the tax liability below zero.  The resulting credit is entered 
on Form 1040, line 54, other credits. 

VII. EDUCATIONAL CREDITS.  (FORM 8863) 

A. American Opportunity Tax Credit.  I.R.C. §25A(i); Pub. 970.  

1. The Protecting Americans from Tax Hikes Act (PATH), div. Q, 
Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, 
129 Stat. 3040 (2015), made the American Opportunity Tax Credit 
permanent, replacing the Hope Scholarship Credit.   

2. The American Opportunity Credit is the sum of 100% of the first 
$2,000 of qualified tuition and related expenses, plus 25% of the 
next $2,000 of qualified tuition and related expenses, for a 
maximum credit of $2,500 per eligible student per year. 

a. The Hope Scholarship Credit allowed credit for 100% of 
first $2,000 of qualified education expenses, plus 25% of 
expenses over $2,000 up to $4,000.  The maximum 
available credit was $2,500.  The credit applied only during 
the first two years of an eligible student’s post-secondary 
education. 

3. A taxpayer is allowed a tax credit for money spent on qualified 
tuition and related expenses during the first four (4) years of a 
student’s post-secondary school education (a per student credit).   
I.R.C. § 25A(i)(1)(A), (i)(2). 

a. The student must carry at least half of the normal full-time 
workload for the course of study the student is pursuing.  
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b. Academic period includes the tax year plus the first three 
months of the next year.  So, expenses for the spring 
semester paid in December count for the year. 

4. The American Opportunity Credit phases out ratably for taxpayers 
with modified AGI between $80,000 and $90,000 ($160,000 and 
$180,000 for joint filers), and it is not indexed for inflation. 

5. Portion of the American Opportunity Credit is refundable. 

a. Up to 40% of the American Opportunity Credit is 
refundable. 

b. Other credits and the income phase out work first before 
the refundable rules for this credit apply. 

(1) Example:  Married Filing Joint returns are eligible 
for a $2,500 American Opportunity Credit with a 
MAGI of $157,000. There is no phase out of the 
Credit, however, if other credits are claimed they 
will be applied against the taxpayer’s tax liability 
first. If the taxpayer’s tax liability is reduced to $0, 
then the taxpayer will qualify for a refundable 
American Opportunity Credit of $1,000.  [$2,500 × 
.40 = $1,000]. 

(2) Example:  Same example as above, except MAGI is 
$170,000 and therefore the phase out applies.  At 
this MAGI level, the taxpayer is phased out of 50% 
of the credit, thereby lowering the American 
Opportunity Tax Credit to $1,250. The credit is 
refundable up to 40% of the allowable credit, thus 
making $500 of the American Opportunity Credit a 
refundable credit.  [$2,500 – $1250 = $1,250 × .40 
= $500].  
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B. Lifetime Learning Credit.  I.R.C. § 25A, Pub. 970. 

1. The Lifetime Learning Credit is a nonrefundable credit, available 
for any level of higher education (both credit and noncredit 
courses).  The Lifetime Learning Credit differs from the American 
Opportunity credit in that it covers a broader period and range of 
educational courses.  Whereas the American Opportunity credit 
applies only to the first four years of post-secondary education, the 
Lifetime Learning Credit applies to expenses for undergraduate, 
graduate, and continuing education courses.  Expenses for courses 
of instruction at an eligible institution to acquire or improve job 
skills that would not qualify for the American Opportunity credits 
qualify for the Lifetime Learning Credit.  I.R.C. § 25A(c)(2)(B). 

2. The Lifetime Learning Credit is allowed for 20% of the first 
$10,000 (= $2,000) of qualified education expenses paid by the 
taxpayer.  The maximum credit is $2,000 per return regardless of 
the number of eligible students.  There is no limit on the number of 
years the credit can be claimed for each student. 

3. Double Benefit Restriction.  Generally, a person who is eligible for 
the American Opportunity Credit is not entitled to the Lifetime 
Learning Credit. 

a. Unlike the American Opportunity Credit, which is available 
for the qualifying expenses of each qualifying student, the 
Lifetime Learning credit is available only per taxpayer. 

b. For example, a joint filing couple with two children could 
claim no more than a $2,000 Lifetime Learning credit, even 
if each family member is a qualifying student with 
qualifying expenses. 

c. Claiming more than one education benefit. A taxpayer can 
claim more than one education benefit in a tax year 
provided the same qualified expenses are not used to claim 
more than one benefit. 
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4. For 2018, the Lifetime Learning Credit phases out ratably for 
taxpayers with MAGI from $57,000 to $67,000 ($114,000 to 
$134,000 for married filing jointly).  

C. Qualified Expenses For Education Credits:   

1. Include expenses paid by the taxpayer on behalf of himself, his 
spouse, or any dependent of the taxpayer.   

2. Qualified tuition and related expenses include tuition, fees, and 
expenses for course related books, supplies, and equipment only if 
they MUST be paid to the institution as a condition of enrollment 
or attendance at a post-secondary educational institution eligible to 
participate in the federal student loan program.   

3. They do not include the costs of books, room and board, 
transportation, etc.   

4. Expenses for courses involving sports, games, or hobbies do not 
qualify unless they are part of the student’s degree program.   

5. Nonacademic fees, such as student activity fees, athletic fees, 
insurance expenses, do not qualify.  I.R.C. § 25A(f).  As noted 
above, student-activity fees are included in qualified education 
expenses only if the fees must be paid to the institution as a 
condition of enrollment or attendance. 

6. The taxpayer must reduce qualified tuition and related expenses by 
tax free scholarships, Pell grants, employer-provided educational 
assistance, veteran’s benefits, and other tax-free payments.  
However, qualified amounts do not have to be reduced by amounts 
paid by gift, bequest, devise, or inheritance.  I.R.C. § 25A(g)(2).  
In addition, no credit is allowed for any expense for which an 
income tax deduction is allowed.  I.R.C. § 25A(g)(5). 

7. NOTE for American Opportunity Credit ONLY:  Qualified 
expenses includes books, supplies, and equipment whether or not 
the materials are purchased from the educational institution. 



 K-14 Federal Income Tax Law 
Last Revised:  1/25/2019 

D. For each eligible student, a taxpayer may claim only one of the 
education credits in a single tax year.  I.R.C. § 25A(c)(2). 

1. Must be allowed to claim the student as a dependent to qualify for 
the American Opportunity or Lifetime Learning Scholarship 
credits.  IRC § 25A(f)(1)(A)(iii). 

2. An eligible student is a person that can be claimed as a dependent.  
It generally includes unmarried children under age 19 or who is a 
full-time student under 24 if the taxpayer supplies more than half 
the child’s support for the tax year.  If another taxpayer claims the 
student as a dependent, the dependent cannot claim the credit, and 
qualified tuition and expenses paid by the dependent during the tax 
year will be treated as paid by the taxpayer who claims the student 
as a dependent.  I.R.C. § 25A(g)(3). 

E. Taxpayers who are married (within the meaning of I.R.C. § 7703) are 
not entitled to any credit unless they file a joint return.  Married 
taxpayers incurring qualified expenses must file a joint income tax 
return in order to claim the educational tax credits.  No credit under 
I.R.C. § 25A is allowed for married taxpayers filing separate returns.  
To claim the credit, the taxpayer must include the student’s name and 
social security number on his or her return. 

F. Claiming the Education Credits: 

1. Complete Form 8863. 

2. The amount on Form 8863 is the amount of the Education credit 
transferred to Form 1040. 

VIII. RETIREMENT SAVINGS CONTRIBUTION CREDIT, AKA 
THE SAVER’S CREDIT (FORM 8880) 

A. A nonrefundable credit based on contributions made to certain 
retirement accounts. 
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B. The Saver’s Credit applies to individuals with AGI up to $31,500, 
heads of household with AGI up to $47,250, and married couples with 
AGI up to $63,000.  

1. Taxpayer must be 18 years old or older by the end of the tax year, 
not a full time student, and not claimed as dependent on someone 
else’s tax return. 

C. The maximum annual contribution eligible for the credit is $2,000 per 
person.  The amount of any contribution eligible for the credit must be 
reduced by any amount of taxable distribution received by the taxpayer 
from any such plan during the testing period. 

1. The Testing Period:  is the year for which the credit is claimed, the 
period in the following year thru the due date (with extensions) for 
filing the return for the earlier year, and the two tax years 
preceding the year for which the credit is claimed. 

2. This applies to Roth distributions unless it is rolled over. 

3. Example:  Husband makes a $3,000 contribution to his IRA and 
Wife makes a $500 contribution to her IRA.  The annual 
contribution eligible for the saver’s credit is $2,500 ($2,000 from 
his contribution and $500 from hers). 

4. Reduction example:  Husband contributes $3,000 to TSP the 
current tax year but took a $900 IRA withdrawal in 2015 and a 
$500 withdrawal in the prior tax year.  No rollover of the IRA 
withdrawals.  Only $1,600 of the TSP contribution is eligible for 
the saver’s credit because the withdrawals must be deducted from 
the contribution. 

D. Types of Contributions eligible include 401(k) plans, Thrift Savings 
Plan contributions, IRA contributions (both traditional and Roth), SEPs, 
SIMPLE IRA plans, and 403(b) annuity. 

E. The saver’s credit is in addition to any other tax benefits of the 
contribution.   
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F. The credit is 50%, 20% or 10% of qualified contributions to retirement 
plans based on the taxpayer’s filing status and AGI. 

G. Claiming the Credit. 

1. Determine the filing status, and AGI of the taxpayer, and then 
determine the contribution amount eligible for the credit, consult 
the chart and determine the credit rate for the taxpayer, multiply 
the eligible contribution amount by the applicable credit rate.  

2. Complete Form 8880 and transfer the credit amount to Form 1040. 

IX. RESIDENTIAL ENERGY CREDITS (FORM 5695) 

A. The Energy Tax Incentives Act of 2005, Pub. L. No. 109-58, Title XIII 
(Aug. 8, 2005), added Sections 25C and 25D to the Internal Revenue 
Code.  These sections allowed taxpayers to claim nonrefundable credits 
based on certain expenses for energy-saving property or property 
improvements. 

B. I.R.C. § 25C, Non-Business Energy Property Credit, allows a credit of 
30 percent of the cost of certain energy saving property that you added 
to your main home before 2019 and a reduced amount for property 
placed in your main home before 2022 (the credit has expired as of 
December 31, 2016 for most energy installations.  This includes solar 
water heating and solar electric property.   

1. Credit Limits:  Maximum credit is $500 LIFETIME; $200 limit 
for windows. 

2. Your main home must be located in the U.S. to qualify for the 
credit. 

3. Note:  Not all energy-efficient improvements qualify.  Taxpayers 
will need to have the manufacturer’s credit certification statement, 
usually available on the manufacturer’s website or with the 
product’s packaging.  As of the date of this outline, the 
nonbusiness energy property credit expired on 31 December 2017.  
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The Bipartisan Budget Act of 2018, Pub. L. No. 115-123 (Feb. 9, 
2018), renewed the credit for tax year 2017 only. 

C. Section 25D, Residential Energy Efficient Property Credit, allows a 
credit of 30% of the cost of alternative energy equipment installed on or 
in your home before 2022.  Qualified equipment includes solar hot 
water heaters, solar electric equipment, and wind turbines.   

1. This property can be installed in the principal residence or the 
vacation home of the taxpayer, but the property cannot be used to 
heat a swimming pool or hot tub.  I.R.C. § 25D(e)(3).     

2. Additionally, the cost includes installation and labor costs as well 
as hardware costs. 

3. There is no limit on the amount of credit available for most types 
of property.  If your credit is more than the tax you owe, you can 
carry forward the unused portion of this credit to next year’s tax 
return. 

4. If the credit is justified by the purchase of the energy efficient 
property, the basis in the property is reduced by the amount of 
credit allowed.  I.R.C. § 25D(f). 

5. The Bipartisan Budget Act of 2018 extended this credit through tax 
year 2021. 

D. Claiming the credit. 

1. Complete Form 5695, part I for energy efficient property such as 
solar panels, solar water heaters, or fuel cell power plants under 
I.R.C. § 25D. 

2. Complete Form 5695, part II for non-business energy property 
credits under I.R.C. § 25C.  Part II of Form 5695 is reserved for the 
(now expired) Nonbusiness Energy Property Credit.   
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3. Combine the allowable credits from Form 5695 and transfer to 
Form 1040. 

X. CHILD TAX CREDIT (FORM 8812) 

A. 2018 Update.  The Tax Cuts and Jobs Act, Pub. L. No. 115-97, § 11022 
(Dec. 22, 2017), significantly increased the amount of the child tax 
credit and the qualifying income thresholds.  The TCJA also created a 
new, nonrefundable credit of up to $500 for certain dependents that do 
not meet the criteria for the child tax credit. 

B. For tax years 2018 through 2025, a credit of $2,000 is for each 
qualifying child. 

C. Income excluded due to service in a combat zone under IRC § 112 is 
treated as earned income for purposes of the refundable child credit. 

D. A qualifying child is one who meets the following criteria. 

1. Has a Social Security number (other identification numbers do not 
qualify). 

2. The child must be the taxpayer’s child (or descendant thereof – by 
blood or adoption), brother, sister, stepbrother, stepsister, (or 
descendant thereof), step-child, or foster child of the taxpayer. 

3. Lived with the taxpayer for more than half of the tax year. 

4. The child must not have reached the age of 17 by the end of the tax 
year for which the credit is sought. 

5. A citizen or resident of the United States.  

6. The taxpayer must be able to claim the child as a dependent.  IRC 
§ 24(c)(1)(A). 
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E. Credit for Other Dependents: 

1. Non-refundable credit up to $500 for qualifying dependents. 

2. The dependent must have a Social Security number, Individual 
Taxpayer Identification Number (ITIN), or Adoption Taxpayer 
Identification Number (ATIN). 

3. The credit generally applies where the child tax credit is 
unavailable due to age (e.g., child is age 17 or older) or because the 
dependent does not meet the relationship test for the child tax 
credit. 

F. The child tax credit phases out by $50 for each $1,000 that the 
taxpayer’s adjusted gross income exceeds $400,000 for a joint return 
and $200,000 for other filing statuses.  

G. Claiming the Child Tax Credit: 

1. Taxpayer must provide the name and the identification number on 
the tax return for each qualifying child. 

2. The amount of the credit calculated on the worksheet is the amount 
of the child tax credit transferred to Form 1040. 

H. Additional Child Tax Credit.  I.R.C. § 32(n); Form 8812. 

1. A portion of the credit may be refundable under a special formula.  
It does not affect the total tax credits allowed to the taxpayer.  This 
is the refundable portion of the credit.  Taxpayers may be able to 
claim the additional credit if any portion of the regular Child Tax 
Credit was disallowed because tax was reduced to zero before the 
entire credit was used. The portion of the Child Tax Credit phased 
out because of AGI cannot be used to claim the additional credit. 
The additional credit is refundable. 

2. After all the other credits are applied according to the stacking 
rules to reduce the taxpayer’s tax liability for the year, then the 
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refundable credits are applied.  The refundable credits first reduce 
the taxpayer’s tax liability for the year, and any remaining credit in 
excess of the tax liability for the year is payable to the taxpayer.   

3. The refundable amount of the Additional Child Tax Credit is 
limited to $1,400. 

4. Claiming the Additional Child Tax Credit: 

a. Taxpayer must provide the name and the identification 
number on the tax return for each qualifying child. 

b. Complete Child Tax Credit worksheet in Form 1040 
instructions. 

c. The amount of the credit calculated on the worksheet is the 
amount of the child tax credit transferred to Form 1040. 

d. Use Form 8812 to calculate and report the additional child 
tax credit. 

e. If the taxpayer is allowed the additional child tax credit on 
the Form 8812, carry it to Form 1040, payments section. 

XI. ADOPTION CREDIT (FORM 8839) 

A. For 2018 returns, taxpayers may claim a nonrefundable tax credit for 
qualified adoption expenses up to $13,810 for each eligible child.  Rev. 
Proc. 2018-18. 

B. Qualified adoption expenses include reasonable and necessary adoption 
fees, court costs, attorney fees and other expenses which are directly 
related to the legal adoption of an eligible child. 

C. An eligible child is an individual who has not attained the age of 18 as 
of the time of the adoption or who is physically or mentally incapable 
of caring for himself. 
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D. Not available for the adoption of step children or surrogate 
arrangements. 

E. When to claim the credit depends on when the adoption was finalized 
and whether the child is a US citizen or foreign national. 

1. US citizen (or resident alien) child. 

a. Expenses in year before adoption final take in the year after 
expenses paid. 

b. Expenses in same year as adoption final take that year. 

c. Expenses paid after adoption final take in year paid. 

2. Foreign national child. 

a. Credit is taken in the year the adoption is finalized. 

b. Expenses paid after the adoption is final can be taken in the 
year paid. 

F. The available adoption credit begins to phase out under § 23(b)(2)(A) 
for taxpayers with modified adjusted gross income in excess of 
$207,140 and is completely phased out for taxpayers with modified 
adjusted gross income of $247,140 or more.  Rev. Proc. 2018-18. 

G. Parents who adopted a child who has been determined to be special 
needs by the state or county child welfare agency can claim the 
maximum credit regardless of whether they have qualified adoption 
expenses at all. 

H. A child with special needs is one who is a citizen, or resident, of the 
United States or its territories for whom a State has determined: 

1. The child cannot or should not be returned to the home of his 
parents; or 
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2. The child would not otherwise be adopted without providing 
adoption assistance because of the child’s ethnic background, age, 
or the presence of factors such as physical or emotional handicaps. 

I. The IRS has concluded that adoption assistance payments made by a 
state to adoptive parents of special needs children are not includable in 
gross income.  Because the payments are in the nature of general 
welfare, they are not includable in income, and no information 
reporting is required.  I.R.S. Technical Assistance Memorandum, 2000-
21-036 (February 15, 2000), https://www.irs.gov/pub/irs-
wd/0021036.pdf. 

J. Can exclude up to $13,810 of employer-paid adoption expenses from 
income.  Employer-provided adoption benefits are reported on W-2, 
box 12 with code T. 

K. Claiming the Adoption Credit: 

1. Complete Form 8839. 

2. Transfer the amount of credit allowed from Form 8839 to 
Form 1040. 

L. Carry Forward:  5 year carry forward for unused adoption credit. 

XII. EARNED INCOME CREDIT (SCHEDULE EIC, EIC 
WORKSHEET) 

A. General. 

1. The Earned Income Credit (EIC) is a refundable tax credit.  
Eligible taxpayers can receive a refund for this credit even if they 
owe no tax and had no income tax withheld.  I.R.C. § 32. 

2. EIC provides tax relief to low-income workers, including certain 
workers with no children. 
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3. The operation of the EIC is complex and contains numerous 
limitations to prevent abuse.  See Pub. 596 for details and updated 
information. 

4. Cannot claim the EIC if the taxpayer claims the foreign earned 
income exclusion.  I.R.C. § 32(c)(1)(D). 

5. EITC amount is available for taxpayers with three qualifying 
children. 

B. Eligible taxpayers that can claim EIC: 

1. Married taxpayers who are entitled to claim a qualifying child as a 
dependent.  

a. Married taxpayers generally must file married filing jointly. 

b. Certain married taxpayers who live apart from a spouse 
need not file a joint return to claim the credit. 

2. A custodial parent, even if that parent agrees to allow the 
noncustodial parent to otherwise claim the child as a dependent. 

3. Surviving Spouses. 

4. Heads of households who maintain a home for a child, adopted 
child, stepchild, eligible foster child, or descendent of a child.  (A 
married child must qualify as a “dependent.”). 

5. An individual who does not have a qualifying child may be eligible 
for the credit if the principal place of residence of the individual is 
in the U.S. for more than one-half of the tax year, the individual (or 
the spouse of the individual) is at least age 25 and under age 65 
before the close of the tax year, and the individual is not claimed as 
a dependent by another. 
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C. Qualifying Tests. 

1. Taxpayer with qualifying child(ren) must: 

a. Have a qualifying child who lived with the taxpayer in the 
taxpayer’s main home in the U.S. (or overseas if taxpayer is 
a member of the armed forces stationed overseas) for more 
than 6 months of the year; 

b. File a joint return if married; and 

c. Complete and attach Schedule EIC to the tax return. 

2. Taxpayer without qualifying child(ren) must: 

a. Have main home in U.S. for more than 6 months of the 
year or be a member of the armed forces stationed 
overseas; 

b. Be at least 25, but under 65 (If filing jointly, either spouse 
must satisfy age component of test.); 

c. File a joint return if married; and 

d. Not be a dependent or qualifying child of another taxpayer. 

3. The EIC phases out based on AGI and filing status.  See Pub. 596 
and Instructions to Form 1040 for further information. 

D. Definitions. 

1. Earned Income.  Only compensation included in gross income and 
net self-employment income is considered for EIC purposes. 

a. Wages, salaries, tips, and other employee compensation. 
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(1) Other employee compensation includes earnings 
from self-employment.  I.R.C. § 32(c)(2). 

b. Military taxpayers no longer include: 

(1) Housing and subsistence allowances and in-kind 
equivalents received by Servicemembers; 

(2) Combat zone-excluded pay.  A taxpayer may elect 
to treat pay that is otherwise excluded from gross 
income under I.R.C. § 112 (combat zone tax 
exclusion) as earned income for purposes of the 
earned income credit.  If the taxpayer makes this 
election, enter the amount of combat zone excluded 
income on Form 1040.  (DFAS will include the 
combat zone excluded income in Box 12 of the W-2 
with code Q).     

2. Earned income does not include Temporary Assistance for Needy 
Families (TANF) (formerly known as AFDC), interest, dividends, 
social security payments, pensions or annuities, Veteran’s benefits, 
and variable housing allowances. 

a. In a Service Center advice, the IRS concluded that jury fees 
are not earned income for purposes of the EIC.  IRS 
Service Center Advice, 2000-28-035 (June 14, 2000), 
https://www.irs.gov/pub/irs-wd/0028034.pdf. 

(1) For jury fees to be earned income for the EIC, the 
payments must either be an employee’s wages, 
salary, tips, or other compensation, or be a self-
employed individual’s net earnings from self-
employment.   

(2) The IRS determined that jurors are not employees 
and, thus, amounts paid to them for services 
performed are not wages, salaries, tips, or other 
employee compensation.  The IRS also concluded 
that amounts paid to jurors are not net earnings 
from self-employment.  Jury fees, the IRS reasoned, 
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are for the performance of a civic duty analogous to 
public office, and I.R.C. § 1402(c)(1) excludes the 
performance of functions of a public office from the 
term “trade or business” for purposes of the net 
earnings from self-employment. 

b. Foster care payments excluded from income under I.R.C. § 
131 are not earned income for purposes of the EIC. 

3. Qualifying child.  I.R.C. § 32(c)(3). 

a. Three Part Test:  Relationship, Age, Residency 

b. Relationship:  Taxpayer’s son, daughter, adopted child, 
grandchild, stepchild, eligible foster child, or a descendant 
of any of them;  or taxpayer’s brother, sister, half-sister, 
half-brother, stepbrother, stepsister, or a descendant of any 
of them.  

(1) Eligible foster child for purposes of qualifying child 
for the EIC is a child placed with the taxpayer by an 
authorized placement agency and who is cared for 
as the taxpayer’s own child. 

(2) An adopted child includes a child lawfully placed 
with you for a legal adoption. 

c. Age:   

(1) The child must be under the age of 19 at the end of 
the tax year or under 24 and a full time student,
  

(2)  Any age if permanently and totally disabled, and 

(3) Younger than the person claiming the child. 
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d. Residency:  The qualifying child must have lived in the 
taxpayer’s main home within the United States (generally 
not Puerto Rico or United States possessions for most 
taxpayers, but see below) for more than 6 months of the 
year.   

(1) Taxpayer may still satisfy this requirement if away 
from home on a temporary absence due to special 
circumstance. 

(2) Temporary absence examples: 

(a) illness, 

(b) attending school, 

(c) business, 

(d) military service. 

(3) For purposes of determining whether a qualifying 
child meets the residence test, the principal place of 
abode shall be treated as in the United States for any 
period during which a member of the Armed Forces 
is stationed outside the United States while serving 
on active duty. 

(4) Servicemembers on extended active duty (more 
than 90 days) are deemed within the United States 
for purposes of the EIC.  Pub. 596, Rule 14. 

e. The qualifying child cannot have filed a joint return other 
than to claim a refund. 

E. Computing the EIC. 

1. The credit is determined by multiplying an individual’s earned 
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income that does not exceed a maximum amount (called earned 
income amount) by the applicable credit percentage.  The credit is 
reduced by a limitation amount determined by multiplying the 
applicable phaseout percentage by the excess of the amount of the 
individuals AGI (or earned income, if greater) over the phaseout 
amount. 

F. Claiming the EIC: 

1. Use the Schedule EIC to see if eligible for the credit.  The credit 
amounts are determined based on worksheets in the Form 1040 
instructions. 

G. No credit is allowed if the taxpayer has investment income over $3,500 
for the tax year 2018.  I.R.C. § 32(i)(1). 

1. Disqualified income means: 

a. Interest or dividends to the extent includable in gross 
income.  I.R.C. § 32(i)(2)(A); 

b. Tax exempt interest.  I.R.C. § 32(i)(2)(B); 

c. The excess of gross income from nonbusiness rents or 
royalties over the sum of the noninterest deductions that are 
clearly and directly allocable to that gross income and the 
interest deductions properly allocable to the gross income.  
I.R.C. § 32(i)(2)(C); 

d. The taxpayer’s capital gain net income for the year.  I.R.C. 
§ 32(i)(2)(D); 

e. The excess of the aggregate income from all passive 
activities for the year over the aggregate losses from all 
passive activities for the tax year.  I.R.C. § 32(i)(2)(E). 

2. A child’s interest, dividends, and capital gain distributions are 
considered to be the parent’s interest, dividends, and capital gain 
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distributions for earned income credit purposes if the parent elects 
to include them on his federal tax return.  Pub. 596, “Do I Need 
This Publication?” and Worksheet 1. 

H. Improper Claims of the EIC 

1. No credit is allowed (i) for 10 years after a year in which the 
taxpayer was determined to have made a fraudulent claim of the 
EIC; or (ii) for two years after a year in which the taxpayer’s 
wrongful claim of the EIC was due to reckless or intentional 
disregard of the rules. 

2. If the EIC is denied under deficiency procedures, no credit is 
allowed for any later tax year unless the taxpayer provides 
information the IRS requires demonstrating eligibility.  I.R.C. § 
32(k).  

XIII. CONCLUSION. 
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SALE OF RENTAL PROPERTY 
OUTLINE OF INSTRUCTION 

 
I. REFERENCES: 

A. Internal Revenue Code of 1986. 

B. Treasury Regulations. 

C. IRS Publications. 

1. Pub. 523, Selling Your Home. 

2. Pub. 527, Residential Rental Property. 

3. Pub. 530, Tax Information for First-Time Homeowners. 

4. Pub. 534, Depreciating Property Placed in Service Before 1987. 

5. Pub. 537, Installment Sales. 

6. Pub. 544, Sales and Other Dispositions of Assets. 

7. Pub. 551, Basis of Assets. 

8. Pub 946, How to Depreciate Property. 

II. INTRODUCTION.  

Determining the gain and tax due arising from the sale of rental property is complex.  The 
complexity arises from the “business use” of such property, the ability to depreciate this 
property, the requirement to adjust the basis of the property for such allowable 
depreciation, and the requirement to recapture gain attributable to depreciation. 
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III. GAIN, LOSS, AND OTHER USEFUL DEFINITIONS. 

A. Gain:  The amount realized from the sale or exchange of property that is 
more than the adjusted basis. 

B. Loss:  The adjusted basis of the property that is more than the amount 
realized. 

C. Basis:  The amount from which gain or loss is determined.  The original 
basis of a home is its cost (purchase price) including any debt assumed or 
incurred.  (I.R.C. § 1012).  If the home was constructed, its original basis 
is the cost of land plus the amount to construct the residential building.  A 
basis other than cost must be used if the property was acquired by 
inheritance, gift or received from spouse incident to divorce.  

D. Adjusted Basis:  The adjusted basis of property is the original cost or other 
basis plus certain additions and minus certain deductions, such as 
depreciation and casualty losses.  (I.R.C. § 1016) 

E. Amount realized:  The amount realized from a sale or exchange is the total 
of all money received plus the fair market value of all property or services 
received.  The amount realized also includes any liabilities that were 
assumed by the buyer and any liabilities to which the property transferred 
is subject, such as real estate taxes or a mortgage. 

F. Amount recognized:  That portion of an amount realized, which bears 
some economic or tax consequence.  Gain or loss realized from a sale or 
exchange of property is usually a recognized gain or loss for tax purposes.  
Recognized gains must be included in gross income.  Recognized losses 
may be deductible from gross income.   

G. Fair market value:  The price at which property would change hands 
between a willing buyer and a willing seller, neither having to buy or sell, 
and both having reasonable knowledge of the relevant facts.  
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IV. HOW TO FIGURE GAIN OR LOSS. 

A. To figure the gain or loss on the sale of a main home, the taxpayer must 
know the selling price, the amount realized, and the adjusted basis. 

1. Selling price.   

a. The selling price is the total amount the taxpayer receives 
for his home.  It includes money, all notes, mortgages, or 
other debts assumed by the buyer as part of the sale, and 
the fair market value of any other property or any services 
you receive.  

b. The selling price of the home does not include amounts 
received for personal property sold with the home.  
Personal property is property that is not a permanent part of 
the home.  Examples are furniture, draperies, and lawn 
equipment.  Separately stated cash received for these items 
should not be shown on Form 1099–S. 

c. Payment by employer.  The home may be sold because of a 
job transfer.  If the employer pays for a loss on the sale or 
for selling expenses, do not include the payment as part of 
the selling price.  The employer will include it in box 1 of 
the Form W–2 and the taxpayer will include it on line 7 of 
Form 1040.   

2. Amount realized.   

a. The amount realized is the selling price minus selling 
expenses.  

b. Selling expenses include commissions, advertising fees, 
legal fees, and loan charges paid by the seller, such as loan 
placement fees or “points.”  
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3. Adjusted basis.  While the taxpayer owns the home, he may have 
made adjustments (increases or decreases) to the basis.  This 
adjusted basis is used to figure gain or loss on the sale of your 
home.   

B. Amount of gain or loss.   

1. If the amount realized is more than the adjusted basis, the 
difference is a gain and, except for any part that may be excluded, 
generally is taxable.  

2. If the amount realized is less than the adjusted basis, the difference 
is a loss.  A loss on the sale of a main home cannot be deducted.  
(I.R.C. § 165, Treas. Reg. § 1.165-9). 

3. Jointly owned home.   

a. If the taxpayer and his spouse sell a jointly owned home 
and file a joint return, they figure the gain or loss as one 
taxpayer.  

b. If the taxpayers file separate returns, each must figure their 
own gain or loss according to the individual ownership 
interest in the home.  State law determines ownership 
interest.  

c. If the taxpayer and a joint owner other than the spouse sell 
a jointly owned home, then each of must figure their own 
gain or loss according to the individual ownership interest 
in the home.   

C. Basis. 

1. Cost as Basis.  (I.R.C. § 1012)  The cost of property is the amount 
paid for it in cash, debt obligations, or other property.  
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a. Cost basis includes the purchase price and certain 
settlement or closing costs.  The purchase price includes the 
down payment and any debt, such as a first or second 
mortgage or notes given the seller in payment for the home.  

b. Settlement fees or closing costs.  

(1) Include in basis the settlement fees and closing 
costs paid for buying the home.  Do not include in 
basis the fees and costs for getting a mortgage loan.  
A fee for buying the home is any fee you would 
have had to pay even if you paid cash for the home.  

(2) Settlement fees do not include amounts placed in 
escrow for the future payment of items such as 
taxes and insurance.  

(3) Settlement fees or closing costs that can be included 
in the basis of the property are:  

(a) Abstract fees (abstract of title fees), 

(b) Charges for installing utility services, 

(c) Legal fees (including fees for the title search 
and preparing the sales contract and deed),  

(d) Recording fees,  

(e) Survey fees,  

(f) Transfer taxes,  

(g) Owner's title insurance, and  

(h) Any amounts the seller owes that the buyer 
agrees to pay, such as:  
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(i) Certain real estate taxes,  

(ii) Back interest,  

(iii) Recording or mortgage fees,  

(iv) Charges for improvements or repairs, 
and  

(v) Sales commissions.  

(4) Settlement fees and closing costs not included in 
basis are:  

(a) Fire insurance premiums,  

(b) Rent for occupancy of the house before 
closing,  

(c) Charges for utilities or other services related 
to occupancy of the house before closing,  

(d) Any fee or cost that you deducted as a 
moving expense (allowed for certain fees 
and costs before 1994),  

(e) Charges connected with getting a mortgage 
loan, such as:  

(i) Mortgage insurance premiums 
(including VA funding fees),  

(ii) Loan assumption fees,  

(iii) Cost of a credit report, and  
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(iv) Fee for an appraisal required by a 
lender, and  

(f) Fees for refinancing a mortgage.  

c. Construction.  If the taxpayer contracted to have the house 
built on land owned by the taxpayer, the basis is:  

(1) The cost of the land, plus  

(2) The amount it cost to complete the house, 
including:  

(a) The cost of labor and materials,  

(b) Any amounts paid to a contractor,  

(c) Any architect's fees,  

(d) Building permit charges,  

(e) Utility meter and connection charges, and  

(f) Legal fees directly connected with building 
the house.  

(3) Cost includes down payment and any debt, such as 
a first or second mortgage or notes given the seller 
or builder.  It also includes certain settlement or 
closing costs.   

(4) Self built.  If the taxpayer built all or part of the 
house himself, its basis is the total amount it cost to 
complete the home.  Do not include in the cost of 
the house:  
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(a) The value of the taxpayers own labor, or  

(b) The value of any other labor the taxpayer 
did not pay for.  

2. Basis Other Than Cost.  (Generally) 

a. Home received as gift. (I.R.C. § 1015)  

(1) The donee acquires the adjusted basis of the donor.   

(2) Exception:   

(a) If using the donor’s adjusted basis results in 
a loss upon sale of the home, the donee must 
use the home’s fair market value at time of 
transfer as the basis for the sale. 

(b) If using the fair market value results in a 
gain (while using the donor’s adjusted basis 
would have resulted in a loss), then the 
donee recognizes neither a gain nor a loss 
upon the sale. 

b. Home received from spouse/incident to divorce.  (I.R.C. § 
1041) 

(1) If received after July 18, 1984,  

(a) No gain or loss on the transfer is recognized.  

(b) Basis in this home is generally the same as 
spouse's (or former spouse's) adjusted basis 
just before the property is received.  This 
rule applies even if received in exchange for 
cash, the release of marital rights, the 
assumption of liabilities, or other 
consideration.  
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(2) Transfers before July 19, 1984, in exchange for 
release of marital rights, basis in the home is 
generally its fair market value at the time it is 
received. 

c. Home received as inheritance.  (I.R.C. § 1014) 

(1) Generally, 

(a) The basis is its fair market value on the date 
of the decedent's death, or  

(b) The later alternate valuation date if that date 
was used for federal estate tax purposes.  

(c) If an estate tax return was filed, the value 
listed there for the property generally is your 
basis.  

(d) If a federal estate tax return did not have to 
be filed, the donee’s basis in the home is the 
same as its appraised value at the date of 
death for purposes of state inheritance or 
transmission taxes.  

(2) Surviving spouse.  (I.R.C. §§ 1015, 2040) 

(a) A surviving spouse, who owned the home 
jointly with the decedent spouse, acquires a 
basis equal to:  

(i) Basis for the half interest that the 
decent spouse owned will be one-
half of the fair market value on the 
date of death (or alternate valuation 
date),  
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(ii) The basis in the surviving spouse’s 
half will remain one-half of the 
adjusted basis determined 
previously.  

 

 

 

 

d. Community property.  (I.R.C. § 1015) 

(1) In community property states (Arizona, California, 
Idaho, Louisiana, Nevada, New Mexico, Texas, 
Washington, and Wisconsin), each spouse is usually 
considered to own half of the community property.   

(2) When either spouse dies, the fair market value of 
the community property generally becomes the 
basis of the entire property, including the part 
belonging to the surviving spouse.  

(3) For this to apply, at least half the value of the 
community property interest must be includible in 
the decedent's gross estate, whether or not the estate 
must file a return.  

D. Adjusted Basis (I.R.C. § 1016) 

1. Adjusted basis is the original basis increased or decreased by 
certain amounts.  

a. Increases to basis, include any:  

(1) Improvements that have a useful life of more than 1 
year,   

Example. The jointly owned home had an adjusted basis of $50,000 on the date of the 
first spouse's death, and the fair market value on that date was $100,000.  The surviving 
spouse’s new basis in the home is $75,000 ($25,000 for one-half of the adjusted basis 
plus $50,000 for one-half of the fair market value).  
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(2) Additions,  

(3) Special assessments for local improvements, and  

(4) Amounts spent after a casualty to restore damaged 
property.  

b. Decreases to basis, include any:  

(1) Gain postponed from the sale of a previous home 
before May 7, 1997,  

(2) Deductible casualty losses,  

(3) Insurance payments you received or expect to 
receive for casualty losses,  

(4) Payments you received for granting an easement or 
right-of-way,  

(5) Depreciation allowed or allowable if the home is 
used for business or rental purposes,  

(6) Residential energy credit (generally allowed from 
1977 through 1987) claimed for the cost of energy 
improvements that you added to the basis of the 
home,  

(7) Adoption credit claimed for improvements added to 
the basis of the home,  

(8) Nontaxable payments from an adoption assistance 
program of the employer used for improvements 
added to the basis of the home,  
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(9) First-time homebuyers credit (allowed to certain 
first-time buyers of a home in the District of 
Columbia), and  

(10) Energy conservation subsidy excluded from the 
taxpayer’s gross income because he received it 
(directly or indirectly) from a public utility after 
1992 to buy or install any energy conservation 
measure.  An energy conservation measure is an 
installation or modification that is primarily 
designed either to reduce consumption of electricity 
or natural gas or to improve the management of 
energy demand for a home.  

E. Disposition of partial interest – special rule.  (I.R.C. § 1001(e)) 

1. A life tenant, a tenant for a term of years, or an income beneficiary 
of a trust is generally entitled to capital gain on sale of that interest.  

2. However, where the interest was acquired by gift, from a decedent, 
by a transfer in trust or by a transfer from a spouse (or a former 
spouse incident to divorce), that part of the basis that's determined 
under the Code rules for those types of acquisitions (e.g., fair 
market value basis where acquired from a decedent dying before 
2010) isn't taken into account in computing gain or loss on the sale 
or exchange of the interest, unless the entire interest in the 
underlying property is transferred in the same transaction. (I.R.C. § 
1001(e); Treas. Reg. 

  

Example 1. Your father dies and leaves his farm to you for life with a remainder interest 
to your younger brother. You decide to sell your life interest in the farm. The entire 
amount you receive is a recognized gain. Your basis in the farm is disregarded. 
 
 
Example 2. The facts are the same as in Example 1, except that your brother joins you in 
selling the farm. The entire interest in the property is sold, so your basis in the farm is not 
disregarded. Your gain or loss is the difference between your share of the sales price and 
your adjusted basis in the farm. 
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V. HOMES QUALIFYING FOR EXCLUSION UNDER I.R.C. §121. 

A. The taxpayer may be able to exclude any gain from income up to a limit of 
$250,000 ($500,000 on a joint return in most cases).   

1. If all of the gain can be excluded, the taxpayer need not report the 
sale on the tax return.   

2. If there is gain that cannot be excluded, it is taxable.  Report it on 
Form 8949 and Schedule D (Form 1040). 

B. Maximum Amount of Exclusion.  The taxpayer may be able to exclude the 
entire gain on the sale of his main home up to:  

1. $250,000, or  

2. $500,000 if all of the following are true.  

a. He is married and files a joint return for the year.  

b. Either the taxpayer or his spouse meets the ownership test.  

c. Both the taxpayer and his spouse meet the use test.  

d. During the 2-year period ending on the date of the sale, 
neither the taxpayer nor his spouse excluded gain from the 
sale of another home.  

e. The gain is not allocable to a period of “nonqualified use.”  
(I.R.C. §121(b)(4)(C)).  Gain allocable to periods of 
nonqualified use will be taxable and treated as capital gain 

C. Reduced Maximum Exclusion. 
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1. The taxpayer can claim an exclusion, but the maximum amount of 
gain you can exclude will be reduced, if either of the following is 
true.  

a. The taxpayer did not meet the ownership and use tests for a 
home sold due to:  

(1) A change in health,  

(2) A change in place of employment, or  

(3) Unforeseen circumstances, to the extent provided in 
regulations.  

b. The exclusion would have been disallowed because of use 
of the exclusion during the preceding 2-year period, except 
that the taxpayer sold the home due to:  

(1) A change in health,  

(2) A change in place of employment, or  

(3) Unforeseen circumstances, to the extent provided in 
regulations. 

D. Nonqualified Use.  The period of time during which the property was not 
used as a principal residence. 

1. Occurs after December 31, 2008. 

2. Does not include the portion of the five-year period ending on the 
date of sale after the date the property is last used as the principal 
residence. 
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3. Does not include any period (up to 10 years) during which the 
military member is serving on qualified official extended duty 
(active duty) at least 50 miles from the property pursuant to 
military orders. 

4. Does not include any other period of temporary absence (up to 2 
years) due to change of employment, health, or other unforeseen 
circumstances. 
 
 
 
 
 
 
 
 
 
 
 

E. Special Situation.  Exclusion not allowed in certain cases involving a like-
kind exchange (I.R.C. § 1031).  The exclusion is not allowed if: 

1. The taxpayer acquired the home in a like-kind exchange, and 

2. The home was sold 

a. After October 22, 2004, and 

b. During the 5-year period beginning with the date the 
taxpayer acquired the home. 

F. Availability of homesale exclusion, where part of home was used for 
business or rental purposes. 

Example: John and Mary purchased their principal residence for $350,000 in January 2006 
and lived there until January 2008, when they converted it to a rental property.  In January 
2010, they moved back into the home and made it their principal residence.  In January 2011, 
they sold the home for $600,000. 
 
John and Mary are eligible to exclude gain, because they owned and used the property as 
their principal residence for two of the five years preceding its sale (Jan 2007 – Jan 2008 and 
Jan 2010 – Jan 2011).  One year (Jan 2009 – Jan 2010) out of the five years they owned the 
property is considered nonqualified use.  Of their total gain ($250,000), 1/5 may not be 
excluded ($50,000).   
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1. Some taxpayers use part of their homes for business or rental 
purposes.  For example, a professional such as an attorney, 
accountant, or doctor may use part of his home for business 
purposes, or the owner of a multi-story home may rent out a floor 
and use the balance of the property as his residence. If the entire 
property is used as a principal residence for at least two of the five 
years preceding the sale, and the other I.R.C. § 121 conditions are 
met, the homesale exclusion applies to all of the gain except that 
part of the gain attributable to post-May 6, '97 depreciation. (I.R.C 
§ 121(d)(6)). 

 
 
 
 
 
 
 

 

 

 

2. If a home that was mixed-use (residence and nonresidence) 
property is not used entirely as a principal residence for at least 
two of the five years ending on the sale date, then the issue of how 
much of the gain may be excluded under I.R.C § 121 turns on 
where the non-residence use of the property took place:  

a. If the non-residence use of the property took place within 
the dwelling unit, all of the gain (except for the gain 
representing post-May 6, '97 depreciation) is eligible for 
the homesale exclusion. 

b. If the non-residence use of the property took place outside 
of the dwelling unit, then only the gain attributable to the 
dwelling-unit portion is eligible for the homesale exclusion 
(Treas. Reg. § 1.121-1 (e)(1)).  

Example 1:  Dr. Denton is a dentist with a downtown practice. Twenty years ago, he built a 
wing on to his house and configured the space as an office where he treated patients in the 
evenings and on weekends. In '96, he discontinued using the wing as an office and since 
that time he and his wife have used the entire property as their principal residence. In 
2014, he sells the home for $700,000. His $300,000 basis in the home reflects $30,000 in 
depreciation claimed while he used part of his home as an office. All of Dr. Denton's 
$400,000 gain, on the sale of the home, including the gain representing depreciation 
claimed during ownership, is excludable under I.R.C § 121. 
 
 
Example 2:  The facts are the same as in example 1, except that Dr. Denton discontinued 
using part of the home as an office in Jan. of 2000, and claimed $3,000 in post-May 6, '97 
depreciation.  Here, $397,000 of the gain would be excluded, and the $3,000 balance would 
be taxed at rates up to 25% as unrecaptured I.R.C § 1250 gain. 
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3. Availability of homesale exclusion where non-residence use of 
home occurred in the dwelling unit. 

a. If a home that was mixed-use (residence and non-
residence) property is not used entirely as a principal 
residence for at least two of the five years ending on the 
sale date, the entire property nonetheless is treated as a 
residence for I.R.C § 121 purposes if both the residential 
and nonresidential use was within the same dwelling unit. 
(Treas. Reg. § 1.121-1(e)(1)). 

b. That means none of the gain on the sale of the home is 
allocated to the non-residence use and all of the gain is 
eligible for the exclusion (if the taxpayer otherwise meets 
the requirements), except for depreciation attributable to 
post-May 6, '97, periods. (Treas. Reg. § 1.121-1(d)). 

c. For purposes of the homesale exclusion rules, a dwelling 
unit means a house, apartment, condominium, mobile 
home, boat or similar property, but does not include 
appurtenant structures (e.g., a detached garage, guesthouse, 
or barn). (Treas. Reg. § 1.121-1(e)(2)). 

d. If depreciation deductions were allowed or allowable 
because the home was used for business purposes or as 
rental property, the taxpayer cannot exclude the part of gain 
equal to any depreciation allowed or allowable as a 
deduction for periods after May 6, 1997.  

 

 

 

 

Example: Dianne Davis, an attorney, buys a house in 2011. The house constitutes a single 
dwelling unit but Davis uses part of it (e.g., one of the bedrooms or a den) as a law office. 
Davis claims depreciation deductions of $2,000 during the period that she owns the house. 
She sells the house in 2014, realizing a gain of $13,000. She has no other I.R.C § 1231 or 
capital gains or losses for 2006. Davis must recognize $2,000 of the gain as unrecaptured 
I.R.C § 1250 gain taxed at rates up to 25%. She may exclude the remaining $11,000 of gain 
from the sale of her house because she doesn't have to allocate gain to the business use 
within the dwelling unit. (Treas. Reg. § 1.121-1(e)(4), Ex. 5) 
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e. Under I.R.C § 280A(c)(1), depreciation deductions for 
business use of a dwelling unit are available only if part of 
the dwelling unit is used regularly and exclusively as the 
principal place of a taxpayer's trade or business, or as a 
place to meet or deal with clients or customers in the 
ordinary course of the taxpayer's business. If a taxpayer's 
business use of a dwelling unit doesn't satisfy these 
conditions (e.g., a room is used during the day for business 
and as a family den in the evenings), depreciation 
deductions can't be claimed and all of the gain from its sale 
may be eligible for the homesale exclusion.  

 
 
 
 

4. Homesale gain allocated where nonresidence use of home occurred 
outside of the dwelling unit.  Gain on the sale of a mixed-use home 
must be allocated between the principal-residence portion and the 
non-principal-residence portion if: 

a. The entire home was not used entirely as a principal 
residence for at least two of the five years ending on the 
sale date, and 

b. The nonresidence (i.e., business or rental) use of the 
property occurred outside the dwelling unit  

c. Only the gain attributable to the principal-residence-portion 
of the property (the portion used as a principal residence for 
at least two of the five years ending with the sale date) may 
be excluded under I.R.C § 121. (Treas. Reg. § 1.121-
1(e)(1)). 

 

 

 

Example:  The facts are the same as in the immediately previous example, except that Davis 
is not entitled to claim any depreciation deductions for her business use of the house. Davis 
may exclude the entire $13,000 of gain from the sale of her house. (Treas. Reg. § 1.121-
1(e)(4), Ex. 6) 

Example:  In 2016, Arturo Acela sells a property that consists of a house, a stable and 35 acres.  
He used the stable and 28 acres for non-residential purposes for more than 3 years during the 5-
year period preceding the sale. Acela uses the entire house and the remaining 7 acres as his 
principal residence for at least 2 years during the 5-year period preceding the sale. For periods 
after May 6, '97, Acela claims depreciation deductions of $9,000 for the non-residential use of 
the stable. He realizes a gain of $24,000 on the sale of the property and has no other I.R.C § 1231 
or capital gains or losses for 2016. Acela must allocate the basis and amount realized between 
the portion of the property that he used as his principal residence and the portion of the property 
that he used for non-residential purposes. He determines that $14,000 of the gain is allocable to 
the non-residential- use portion of the property and that $10,000 of the gain is allocable to the 
residence portion of the property. Acela must recognize $14,000 of gain ($9,000 of which is 
unrecaptured I.R.C § 1250 gain taxed at 25%, and $5,000 of which is adjusted net capital gain, 
which is taxed at 20% if Acela's other taxable income is taxed at a 25% or higher rate)  Acela 
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5. Depreciation deductions claimed on the nondwelling-unit portion 
of the property are not taken into account when applying the rule 
that denies the I.R.C. § 121 exclusion for post-May 6, '97 
depreciation.  (Treas. Reg. § 1.121-1(d)(1)). 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

6. How gain is allocated.  

a. To determine the amount of gain allocable to the residential 
and non-residential portions of the property, the taxpayer 
must allocate basis and amount realized between the 
residential and the non-residential portions using the same 
method of allocation he used to determine depreciation 
adjustments. (Treas. Reg. § 1.121-1(e)(3)).  In other words, 
the gain allocation is based not on relative values at the 
time of sale but on relative values when the taxpayer began 
depreciating the non-residential portion of the property  

Example:  In '98 Chet Baker buys a property that includes a house; a barn, and 2 acres.  Baker uses 
the house and 2 acres as his principal residence and uses the barn for an antiques business.  In 
2002, he moves out of the house and rents it to tenants. Baker sells the property in 2004, realizing a 
gain of $21,000. Between '98 and 2004, he claims $4,800 of depreciation deductions attributable to 
the antiques business. Between 2002 and 2004 he claims $3,000 of depreciation deductions 
attributable to the house. Baker has no other I.R.C § 1231 or capital gains or losses for 2004.  
 
Because the portion of the property used in the antiques business was separate from the dwelling 
unit, Baker must allocate basis and amount realized between the portion of the property that he 
used as his principal residence and the portion of the property that he used for non-residential 
purposes. He determines that $4,000 of the gain is allocable to the non-residential portion of the 
property and that $17,000 of the gain is allocable to the principal-residence portion of the property.   
 
Baker must recognize the $4,000 of gain allocable to the non-residential portion of the property (all 
of which is unrecaptured I.R.C § 1250 gain taxed at a maximum rate of 25%). The homesale 
exclusion doesn't apply to the extent of the $3,000 in depreciation claimed on the residential 
portion of the property for periods after May 6, '97, but the exclusion isn't affected by the 
depreciation claimed on the antiques business. As a result, Baker may exclude $14,000 of the gain 
from the sale of the property. (Treas. Reg. § 1.121-1(e)(4), Ex. 2)  
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b. To determine the depreciable portion of a property used 
partially for business or rental purposes from the time it 
was purchased, a taxpayer must first allocate the purchase 
price between the improvements and the land. This 
allocation generally is based on the ratio of the depreciable 
improvements' value at acquisition to the entire property's 
value at that time.  (Treas. Reg. § 1.167(a)-5; Treas. Reg. § 
1. 167(a)-5T) The taxpayer also would have to allocate the 
overall value of the improvements between the residential 
and nonresidential portions. 

c. When a property used entirely as a residence is converted 
to business or rental use, then for purposes of calculating 
losses or depreciation (but not for purposes of calculating 
gain) the basis for the property on the date of its conversion 
is the lower of its adjusted basis or fair market value on that 
date. (Treas. Reg. § 1.167(g)(1).  This rule would also 
apply to the nonresidence portion of a home that is 
converted to partial business or rental use. 

G. Reporting the Gain 

1. Do not report the sale of a main home on the taxpayer’s tax return 
unless:   

a. He has a gain and does not qualify to exclude all of it, or 

b. He has a gain and chooses not to exclude it.  

2. If there is any taxable gain on the sale of the main home that 
cannot be excluded, report the entire gain realized on Form 8949 
and Schedule D (Form 1040).  

a. If the taxable gain is short term 

(1) On Form 8949, immediately above line 1, check 
Block C. 

(2) Report the sale on line 1.  Enter “H” in column (b).   
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(3) Report the gross sales price (not reduced for 
expenses of sale) in column (e).   

(4) Enter the amount of gain to be excluded PLUS the 
expenses of sale in parenthesis in column (g). 

(5) Then, report the totals from line 2 to Schedule D 
(Form 1040), line 3. 

b. If the taxable gain is long term  

(1) On Form 8949, immediately above line 3, check 
Block C. 

(2) Report the sale on line 3.  Enter “H” in column (b).   

(3) Report the gross sales price (not reduced for 
expenses of sale) in column (e).   

(4) Enter the amount of gain to be excluded PLUS the 
expenses of sale in parenthesis in column (g). 

(5) Then, report the totals from line 4 to Schedule D 
(Form 1040), line 10. 

3. Report the taxable gain on the non-residential business portion of 
the home on Form 4797. 

VI. EXAMPLES – HOMES QUALIFYING UNDER I.R.C. § 121. 

A. Qualifying under I.R.C. § 121. Owned and occupied at time of sale after a 
period of rental.  No business or rental use in the year of sale.  Reporting 
nonqualified use and post-May 6, 1997 depreciation.  A comprehensive 
example follows. 
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- Illustrated Example - 
 
Emily White, a single person, bought a home on May 1, 2001. She lived in the home until 
May 31, 2011, when she moved out and put it up for rent. Emily rented her home from June 
1, 2011, until May 31, 2012. She moved back into the house and lived there until she sold it 
on January 11, 2013.  
 
Emily can exclude gain on the sale of her home because she owned and lived in the home for 
at least 2 years of the 5-year period ending on the date of the sale.  
Emily's records show the following:  
 
1)   Original cost  $                  50,000 
2)   Legal fees for title search  750 
3)   Back taxes paid for prior owner  1,500 
4)   Improvements (deck)  2,000 
5)   Selling price  195,000 
6)   Commission and expenses of sale  15,000 
7)   Depreciation claimed after May 6, 1997  1,791 
 
 
Emily uses Worksheet 1 [Pub 523] to figure the adjusted basis of the home she sold 
($52,459). She uses Worksheet 2 [Pub 523] to figure the gain on the sale ($127,541), the 
amount of her taxable gain ($12,480) and the amount of her exclusion ($115,061).   
 
Emily cannot exclude $12,480.  This includes $1,791, the part of her gain equal to the 
depreciation deduction claimed while the house was rented, plus $10,689, the amount of her 
gain from nonqualified use.   
 
Emily reports the sale in Part II of Form 8949 and Part II of Schedule D (Form 1040). On her 
Form 8949, Part II, she reports her selling price of $195,000 in column (e) and her adjusted 
basis of $52,459 in column (f). In column (g), she reports the sum of her exclusion and her 
selling expenses as a negative number. She enters “H” and “O” in column (b). She enters 
$1,791 on line 12 of the Unrecaptured Section 1250 Gain Worksheet in the Schedule D (Form 
1040) instructions. She has no gains or losses from the sale of property other than the gain 
from the sale of her home. Therefore, she also enters $1,791 on lines 13 and 18 of the 
worksheet and on line 19 of Schedule D. She then figures her tax using the Schedule D Tax 
Worksheet in the Schedule D (Form 1040) instructions 
 
Emily's completed Worksheets 1 & 2, her Schedule D, and her Unrecaptured Section 1250 
Gain Worksheet follow. 
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B. Qualifying under I.R.C. § 121. Owned and occupied, but with partial 
business use at the time of sale.  Reporting business gain/loss and post 
May 6, 1997 depreciation. 

1,791 
1,791 

1,791 
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1. The Code Sec. 121 exclusion does not apply to the gain allocable 
to any portion (separate from the dwelling unit) of property sold or 
exchanged with respect to which a taxpayer does not satisfy the 
use requirement. Thus, if a portion of the property was used for 
residential purposes and a portion of the property (separate from 
the dwelling unit) was used for non-residential purposes, only the 
gain allocable to the residential portion is excludable from gross 
income under I.R.C. § 121; Treas. Reg. §1.121-1(e)(1).  

2. If the depreciation for periods after May 6, '97, attributable to the 
nonresidential portion of the property (see below) exceeds the gain 
allocable to the non-residential portion of the property, the excess 
does not reduce the I.R.C § 121 exclusion applicable to the gain 
allocable to the residential portion of the property. (Preamble to 
TD No. 9030, 12/23/2002).  

3. If a taxpayer sells the entire property, he treats the transaction as 
the sale of two properties. The sale of the portion of the property 
used for business or rental is reported on Form 4797.  

4. In order to determine the amounts to report on Form 4797, the 
taxpayer has to divide the selling price, selling expenses, and basis 
between the part of the property used for business or rental and the 
part used as a home. In the same way, if the taxpayer qualifies to 
exclude any gain on the business or rental part of the home, he 
divides his maximum exclusion between that part of the property 
and the part used as a home. (IRS Pub. 523, (2011), p. 17).  

5. Allocation is no longer required when business use occurs within 
the dwelling unit. 

6. However, allocation is required when business use occurs outside 
of the dwelling unit.  The example that follows depicts the method 
of allocation appropriately.  However, you should assume that the 
business use occurred outside of the dwelling unit. 
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- EXAMPLE - 
 
In January 2002, you bought and moved into a 4-story townhouse.  In December 2006, you converted the basement level, 
which has a separate entrance into a separate apartment by installing a kitchen and bathroom and removing the interior 
stairway that led from the basement to the upper floors.  After you completed the conversion, your townhouse had a 
rental unit that was separate from the part of your house used as your home.  You lived in the first, second, and third 
levels of the townhouse and rented the basement level to tenants until December 2008.  You claimed depreciation 
deductions of $2,000 for the basement apartment.  You sold the entire townhouse in December 2008 for a $16,000 gain.  
Your records show the following:  
 
Purchase price  $  96,000 
Depreciation (on business part)       2,000 
Selling price   120,000 
Selling expenses     10,000 
 
Because you meet the ownership and use tests for the entire house, you can claim the exclusion for both the home and 
business parts. You start by finding the adjusted basis of each part. You determine that three-fourths (75%) of your 
purchase price was for the part used as your home; one-fourth (25%) was for the part used for business.  
 

Personal              Business 
                     (3/4)                     (1/4) 

Purchase price                      $72,000              $24,000 
Minus: Depreciation                                     -0-                       2,000 
Adjusted basis               $72,000                            $22,000 
 
Next, you figure the gain on each part, dividing your selling price and selling expenses between the two parts.  
 

Personal              Business 
                     (3/4)      (1/4) 

Selling price                      $90,000              $30,000 
Minus: Selling expenses          7,500      2,500 
                        82,500   27,500 
Minus: Adjusted basis                 72,000                22,000 
Gain         $10,500                $5,500 
 
Then, to figure your taxable gain and exclusion on each part, you decide to fill out a separate Worksheet 2 (Part 2) [Pub 
523] for each part, dividing your maximum exclusion between the two parts. You are single, so your maximum exclusion 
is $250,000.  

                                           Personal              Business 
                                                             (3/4)       (1/4) 
Part 2-Exclusion and Taxable Gain 
 6)  Depreciation after May 6, 1997             $     -0-               $  2,000 
 7)  Subtract line 6 from gain        10,500                   3,500 
 8)  Maximum exclusion                   $187,500               $62,500 
 9)  Exclusion (Smaller of line 7 or line 8)                     10,500        3,500 
10)  Taxable gain (gain minus line 9)                       -0-          * 
11)  Smaller of line 6 or line 10                              -0-           * 
------ 
NOTE:  * Lines 10 and 11 do not need to be filled out for the business part. 
 
The gain from the part used as your home does not have to be reported on your return, because you can exclude all of it.  
You report the gain from the business part ($5,500) in Part III of Form 4797.  You enter your exclusion ($3,500) on line 2 
of Form 4797.  Your taxable gain from the business part is $2,000 ($5,500 − $3,500). 
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C. Qualifying under I.R.C. § 121.  Owned and vacated, held out as a rental at 
time of sale.  Reporting business gain/loss and post May 6, 1997 
depreciation. 

1. Fact pattern: 

 

 

 

 

 

 

 

 

 

2. If the taxpayer used the home to produce rental income during the 
year of sale, the taxpayer must use Form 4797, Sale of Business 
Property, to report the sale of the business of rental part of the (or 
the sale of the entire property if used entirely for business or rental 
in the year of sale).  (Pub. 523, Selling Your Home, “Business or 
Rental Use of Home”). 

a. If the property was used for business or to produce rental 
income and was also owned and used as the taxpayer’s 
home during the 5-year period ending on the date of sale, 
the taxpayer may be able to exclude part of all of the gain 
figured on Form 4797. 

Example: 

Own & occupy – Vacate & Rent – Sell 

Example. On May 30, 2006, CPT Amy Smith bought a house.  She moved in on that date and 
lived in it until May 31, 2008, when she moved out of the house pursuant to PCS orders and put it 
up for rent. The house was rented from June 1, 2008, until she sold it on January 31, 2012.  
During the 5-year period ending on the date of the sale (February 1, 2007 – January 31, 2012), 
CPT Amy owned the house for 5 years, but only lived in it for 16 months.  CPT Amy’s move was 
due to a change in place of employment and qualifies for the reduced exclusion under I.R.C. § 
121(c)(2)(B)). 

Five Year Period Used as Home Used as Rental 
2/1/07 - 5/31/08 16 months  
6/1/08 - 1/31/12  44 months 

 16 months 44 months 
Amy can exclude gain up to $166,667 of gain.  However, she cannot exclude the part of the gain 
equal to the depreciation she claimed for renting the house after May 6, 1997. 
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b. Property held more than one year. 

(1) Complete Part III of Form 4797 to determine the 
gain. 

(2) Do not take the exclusion arising from I.R.C. § 121 
into account when determining the gain on line 24 
of Form 4797. 

(3) If the depreciation entered on line 22 of Form 4797 
includes depreciation taken for periods after May 6, 
1997, the taxpayer cannot exclude gain to the extent 
of such depreciation. 

(4) On line 2 of Form 4797, write “Section 121 
Exclusion,” and enter the amount of the exclusion 
as a loss in column (g). 

c. Property held less than one year.  Report the sale and 
amount of the exclusion, if any, in a similar manner on line 
10 of Form 4797. 

d. For example, see previous example.  Report in a similar 
fashion using Form 4797, Form 8949, and Form 1040-
Schedule D. 

VII. PROPERTY NOT QUALIFYING FOR EXCLUSION UNDER 
I.R.C. § 121. 

A. Introduction:  Sale of rental property, which does not qualify for capital 
gain exclusion under I.R.C. § 121, is generally treated as the sale of 
business property.  The gain from the sale of business property is taxable 
to the seller as income. 

B. Ordinary or Capital Gain or Loss for Business Property 
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1. When the taxpayer disposes of business property, the taxable gain 
or loss is usually a section 1231 gain or loss.  Its treatment as 
ordinary or capital is determined under rules for section 1231 
transactions.  

2. When the taxpayer disposes of depreciable property (section 1245 
property or section 1250 property) at a gain, he may have to 
recognize all or part of the gain as ordinary income under the 
depreciation recapture rules. 

C. Section 1231 Gains and Losses 

1. Section 1231 gains and losses are the taxable gains and losses from 
section 1231 transactions.  Their treatment as ordinary or capital 
depends on whether you have a net gain or a net loss from all your 
section 1231 transactions.  

2. Caution.  If there is a gain from a section 1231 transaction, first 
determine whether any of the gain is ordinary income under the 
depreciation recapture rules (explained later).  Do not take that 
gain into account as section 1231 gain.  

3. Section 1231 transactions:  The following transactions result in 
gain or loss subject to section 1231 treatment.  

a. Sales or exchanges of real property or depreciable personal 
property.  This property must be used in a trade or business 
and held longer than 1 year. Generally, property held for 
the production of rents or royalties is considered to be used 
in a trade or business.   

b. Sales or exchanges of leaseholds. The leasehold must be 
used in a trade or business and held longer than 1 year.  

c. Sales or exchanges of cattle and horses. The cattle and 
horses must be held for draft, breeding, dairy, or sporting 
and held for 2 years or longer.  
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d. Sales or exchanges of other livestock. This livestock does 
not include poultry. It must be held for draft, breeding, 
dairy, or sporting and held for 1 year or longer.  

e. Sales or exchanges of unharvested crops.  

f. Cutting of timber or disposal of timber, coal, or iron ore.  

g. Condemnations.  

h. Casualties and thefts. These must have been a casualty to or 
theft of business property, property held for the production 
of rents and royalties, or investment property (such as notes 
and bonds).  The property must have been held longer than 
1 year.  

4. Treatment as Ordinary or Capital. 

a. Combine all § 1231 gains and losses for the year. 

b. If net § 1231 loss, it is an ordinary loss. 

c. If net § 1231 gain, 

(1) Ordinary up to amount of nonrecaptured § 1231 
losses from previous years, 

(2) The rest, if any, is long term capital gain 

D. Depreciation Recapture. 

1. If the taxpayer disposes of depreciable or amortizable property at a 
gain, he may have to treat all or part of the gain (even if otherwise 
nontaxable) as ordinary income.  
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a. To figure any gain that must be reported as ordinary 
income, the taxpayer must keep permanent records of the 
facts necessary to figure the amount of depreciation or 
amortization allowed or allowable on the property.  This 
includes the date and manner of acquisition, cost or other 
basis, depreciation or amortization, and all other 
adjustments that affect basis.  

b. On property acquired in a nontaxable exchange or as a gift, 
the records must also indicate the following information.  

(1) Whether the adjusted basis was figured using 
depreciation or amortization you claimed on other 
property.  

(2) Whether the adjusted basis was figured using 
depreciation or amortization another person 
claimed.  

2. Section 1245 Property.   

a. A gain on the disposition of section 1245 property is treated 
as ordinary income to the extent of depreciation allowed or 
allowable on the property.  

b. Any gain recognized that is more than the part that is 
ordinary income from depreciation is a section 1231 gain.  

c. Generally, section 1245 property includes personal 
property (either tangible or intangible) that is or has been 
subject to an allowance for depreciation or amortization.  .  

d. Section 1245 property does not include buildings and 
structural components.  

3. Section 1250 Property.   
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a. Gain on the disposition of section 1250 property is treated 
as ordinary income to the extent of additional depreciation 
allowed or allowable on the property.  Additional 
depreciation on section 1250 property is addressed later in 
this outline. 

b. There will not be additional depreciation if any of the 
following conditions apply.  

(1) The taxpayer figured depreciation for the property 
using the straight-line method or any other method 
that does not result in depreciation that is more than 
the amount figured by the straight-line method and 
the property was held longer than a year. 

(2) The taxpayer chose the alternate ACRS method for 
the types of 15-, 18-, or 19-year real property 
covered by the section 1250 rules.  

(3) The taxpayer disposed of residential rental property 
or nonresidential real property placed in service 
after 1986 (or after July 31, 1986, if the choice to 
use MACRS was made).  These properties are 
depreciated using the straight-line method.  

c. Section 1250 property includes all real property that is 
subject to an allowance for depreciation and that is not and 
never has been section 1245 property.  It includes a 
leasehold of land or section 1250 property subject to an 
allowance for depreciation.  A fee simple interest in land is 
not included because it is not depreciable.  

4. Gain Treated as Ordinary Income  

a. To find what part of the gain from the disposition of section 
1250 property is treated as ordinary income, follow these 
steps.  
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(1) In a sale, exchange, or involuntary conversion of the 
property, figure the amount realized that is more 
than the adjusted basis of the property.  In any other 
disposition of the property, figure the fair market 
value that is more than the adjusted basis.  

(2) Figure the additional depreciation for the periods 
after 1975.  

(3) Multiply the lesser of (1) or (2) by the applicable 
percentage, discussed later. Stop here if this is 
residential rental property or if (2) is equal to or 
more than (1).  This is the gain treated as 
ordinary income because of additional 
depreciation.  

(4) Subtract (2) from (1).  

(5) Figure the additional depreciation for periods after 
1969 but before 1976.  

(6) Add the lesser of (4) or (5) to the result in (3). This 
is the gain treated as ordinary income because of 
additional depreciation.  

(7) Use Part III, Form 4797, to figure the ordinary 
income part of the gain.  

5. Additional Depreciation    

a. If the taxpayer held section 1250 property longer than 1 
year, the additional depreciation is the actual depreciation 
adjustments that are more than the depreciation figured 
using the straight-line method.  

b. If the taxpayer held section 1250 property for 1 year or less, 
all the depreciation is additional depreciation.  
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c. The taxpayer will have additional depreciation if he used 
the regular ACRS method, the declining balance method, 
the sum-of-the-years-digits method, the units-of-production 
method, or any other method of rapid depreciation.  The 
taxpayer will also have additional depreciation if he 
chooses amortization, other than amortization on real 
property that qualifies as section 1245 property.  

d. Additional depreciation includes all depreciation 
adjustments to the basis of section 1250 property whether 
allowed to the taxpayer or another person (as for carryover 
basis property).  

 

 

 

 

e. Depreciation allowed or allowable.  The greater of 
depreciation allowed or allowable (to any person who held 
the property if the depreciation was used in figuring its 
adjusted basis in your hands) is generally the amount to use 
in figuring the part of the gain to be reported as ordinary 
income. If you can show that the deduction allowed for any 
tax year was less than the amount allowable, the lesser 
figure will be the depreciation adjustment for figuring 
additional depreciation.  

f. Figuring straight-line depreciation.  

(1) The useful life and salvage value the taxpayer 
would have used to figure straight line depreciation 
are the same as those used under the depreciation 
method actually used.  

Example. Larry Johnson gives his son section 1250 property on which he took $2,000 in 
depreciation deductions, of which $500 is additional depreciation. Immediately after the 
gift, the son's adjusted basis in the property is the same as his father's and reflects the 
$500 additional depreciation. On January 1 of the next year, after taking depreciation 
deductions of $1,000 on the property, of which $200 is additional depreciation, the son 
sells the property. At the time of sale, the additional depreciation is $700 ($500 allowed 
the father plus $200 allowed the son). 
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(2) If the tax payer did not use a useful life under the 
depreciation method actually used (such as with the 
units-of-production method) or if you did not take 
salvage value into account (such as with the 
declining balance method), the useful life or salvage 
value for figuring what would have been the straight 
line depreciation is the useful life and salvage value 
you would have used under the straight line method.  

(3) Salvage value and useful life are not used for the 
ACRS method of depreciation.  Figure straight line 
depreciation for ACRS real property by using its 
15-, 18-, or 19-year recovery period as the 
property's useful life.  

g. Applicable Percentage  

(1) The applicable percentage used to figure the 
ordinary income because of additional depreciation 
depends on whether the real property disposed of is 
nonresidential real property or residential rental 
property.  The percentages for these types of real 
property are as follows.  

(a) Nonresidential real property - the applicable 
percentage for periods after 1969 is 100%.  
For periods before 1970, the percentage is 
zero and no ordinary income because of 
additional depreciation before 1970 will 
result from its disposition.  

(b) Residential rental property (80% or more of 
the gross income is from dwelling units) 
other than low-income housing, - the 
applicable percentage for periods after 1975 
is 100%.  The percentage for periods before 
1976 is zero.  Therefore, no ordinary income 
because of additional depreciation before 
1976 will result from a disposition of 
residential rental property.  
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VIII. EXAMPLE:  SALE OF PROPERTY DEPRECIATED UNDER 
THE MODIFIED ACCELERATED COST RECOVERY 
SYSTEM (MACRS). 

A. Background:  Property depreciated after 1986 is depreciated using the 
Modified Accelerated Cost Recovery System (MACRS).  Gain from 
property sold after being depreciated under MACRS is divided into two 
components and taxed at two different rates: 

1. The portion of the gain attributable to “straight line” depreciation 
is generally taxed as unrecaptured I.R.C. § 1250 property at a 25% 
tax rate. 

2. The remaining gain, normally attributable to appreciation, is taxed 
at the long-term capital gains rate of 20%. 

B. The mechanics are as follows: 

1. Begin with Form 4797.  Report the sale of land in Section I (since 
it was not depreciable) see the Instructions to Form 4797, page 1. 

2. Enter the sale of the structure in Section III of Form 4797.  

a. Line 19 is the description of the property.   

b. Line 20 - enter the gross sales price.   

c. Line 21 is the cost basis of the property.   

d. Line 22 is the allowed or allowable depreciation.  This will 
be the total depreciation taken on the property under 
MACRS.   

e. Line 23 is simple math (subtract line 22 from line 21) to 
determine the basis adjusted for depreciation as required by 
I.R.C. § 1016.   
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f. Line 24 is the gain from the sale of the property. 

3. Next turn to the Summary of Part III - lines 30, 31, & 32. 

a. Line 30 is the total gain. 

b. Line 32 is simple math.  

4. Transfer the amount from Line 32 to Part I, Line 6.   

5. Follow the instructions in Parts I.  The amount in Part I will go to 
Line 11 on the Schedule D. 

6. The amount going to the Schedule D requires more effort.  

a. Particularly, focus on Line 25 of Part IV of Schedule D.  
This is “Unrecaptured Section 1250 Property.”   

b. Complete the Unrecaptured Section 1250 Property 
worksheet in the Schedule D instructions.  The worksheet is 
straight forward, and the result is the straight-line 
component of the depreciation will go on Schedule D, Line 
19.  Simply work the rest of the Schedule D, and its 
worksheet.  The unrecaptured gain is taxed at 25%. 

7. For more information or further clarification, see Pub. 544, Pub. 
534, Form 4797 and instructions and Schedule D and instructions. 

IX. EXAMPLE:  SALE OF PROPERTY DEPRECIATED UNDER 
THE ACCELERATED COST RECOVERY SYSTEM (ACRS). 

A. Background:  Property depreciated after 1980, but prior to 1987, is 
depreciated using the Accelerated Cost Recovery System (ACRS).  Gain 
from property sold after being depreciated under ACRS will be divided 
into three components and taxed at three different rates: 
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1. The portion of the gain attributable to “additional depreciation” is 
taxed as ordinary income.  This is the “recaptured” component of 
the gain. 

2. The portion of the gain attributable to “straight line” depreciation 
is generally taxed as unrecaptured I.R.C. § 1250 property at a 25% 
tax rate. 

3. The remaining gain, normally attributable to appreciation, is taxed 
at the long-term capital gains rate of 15%. 

B. The mechanics (using Tax Year 2002 Forms) are as follows: 

1. Begin with Form 4797.  Report the sale of land in Section I (since 
it was not depreciable) see the Instructions to Form 4797, page 1. 

2. Enter the sale of the structure in Section III of Form 4797.  

a. Line 19 is the description of the property.   

b. Line 20 - enter the gross sales price.   

c. Line 21 is the cost basis of the property.   

d. Line 22 is the allowed or allowable depreciation.  This will 
be the total depreciation taken on the property under 
ACRS.   

e. Line 23 is simple math (subtract line 22 from line 21) to 
determine the basis adjusted for depreciation as required by 
I.R.C. § 1016.   

f. Line 24 is the gain from the sale of the property. 



Federal Income Tax Law 
Last Revised:  1/25/2019 

L-44 

g. Go to Line 26.  Real property is section 1250 property.  
Section 1250 property includes all real property that is 
subject to an allowance for depreciation.  (See Pub. 544, 
page 24).   

h. On Line 26a you will enter the “additional depreciation.”  
This is the amount of the actual depreciation adjustment 
that is more than the depreciation figure using the straight-
line method.  (e.g., Actual (ACRS) Depreciation LESS 
Straight-Line Depreciation = Additional Depreciation.) 

 

 

 

 
 
 
 
 
 

i. Line 26b.  The applicable percentage for residential rental 
property for periods after 1975 is 100%.  So multiply the 
smaller of Line 24 - capital gain - or Line 26a - additional 
depreciation - by 100%.  In the example above, multiply 
$6,115.19 by 100% and enter the entire $6,115.79 on Line 
26b. 

j. Line 26c is again simple subtraction.  Skip lines 26d, 26e, 
since the property is residential rental property, and line 
26f, assuming your client is not a corporation. 

k. Line 26g simple math.  You will merely carry the amount 
from Line 26b down to Line 26g. 

3. Next turn to the Summary of Part III - lines 30, 31, & 32. 

EXAMPLE:  Taxpayer has a property with an adjusted basis of $100,000 that he placed in 
service on 1 January 1986.  He sells this property on 31 December 1999.  It is 19-year ACRS 
property.  He has depreciated this property for a full 14 years under ACRS.  His total ACRS 
depreciation is $79,800.  He has used the regular ACRS methods and he will have additional 
depreciation.  Straight-line deprecation is calculated by dividing the depreciable basis of the 
property ($100,000) by the 19-year life of the property.  Salvage value is not considered and 19 
years is considered the useful life.  Straight-line depreciation for this taxpayer is $73,684.21  
(100,000/19 = $5,263.16 X 14 years).  The additional depreciation is $6,115.79 ($79,800 - 
$73,684.21.)  
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a. Line 30 is the total gain. 

b. Line 31 is the amount from Line 26g 

c. Line 32 is again simple math.  

4. Transfer the amount from Line 31 to Part II Line 13 - the ordinary 
gains and losses.   

5. Transfer the amount from Line 32 to Part I, Line 6.   

6. Follow the instructions in Parts I and II. 

a. The amount from Line 9 in Part I will go to Line 11, 
Column f on the Schedule D. 

b. The amount from Part II will go the Form 1040, Line 14.  
The figure going to Line 14, Form 1040 will be self-
explanatory.  This amount is taxed as a component of 
ordinary income. 

c. The amount going to the Schedule D requires more effort.  
Particularly, focus on Line 19 of Part IV of Schedule D.  
This is “Unrecaptured Section 1250 Property.”  Complete 
the Unrecaptured Section 1250 Property worksheet in the 
Schedule D instructions.  The worksheet is straight 
forward, and the result is the straight-line component of the 
depreciation will go on Schedule D, Line 25.  In the above 
example, the taxpayer would enter $73,684.21 on Schedule 
D, Line 19.  Simply work the rest of the Schedule D and 
this amount will be taxed at 25%. 

7. For more information or further clarification, see Pub. 544 (pages 
24 & 25); Pub. 534 (page 19); Form 4797 and instructions and 
Schedule D and instructions. 

C. ACRS Property and I.R.C. § 121 
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1. The taxpayer will be allowed to escape capital gain, including 
recapture on pre-May 7, 1997, depreciation, if he owns the home 
and he uses it as his principal residence for two of the 5 years 
preceding sale.  All depreciation will be considered in determining 
the adjusted basis, but only post May 6, 1997, depreciation is 
considered to reduce the exclusion (I.R.C. § 121(d)(6)).  See also 
worksheets in Pub. 523. 

2. Note that neither I.R.C. 121 nor the regulations make any 
distinction about the method of depreciation used.  They merely 
provide that the exclusion is reduced by post-May 6, 1997 
depreciation.  Depreciation taken after May 6, 1997, is treated as 
unrecaptured section 1250 property and is taxed at a 25% rate.   

3. If any portion of the property were not used wholly as a principal 
residence for two of the five years preceding sale, e.g., a home that 
is part residence and part law office.  The business portion would 
then be entered on a Form 4797 and taxed as business property.   

X. STRATEGIES TO POSTPONE OR AVOID GAIN. 

A. Like-Kind Exchange.  Under section 1031 of the I.R.C., no gain or loss is 
recognized when real property held for productive use in a trade or 
business or for investment is exchanged for property of a like kind. 

1. Almost any exchange of real estate held for business or investment 
qualifies as like-kind property.  For example, an exchange of a 
store for an apartment building would qualify. 

2. If the taxpayer receives something of value that doesn’t qualify for 
like-kind treatment, any gain resulting from the transaction is 
taxable (to the extent of the value of the non-qualifying property) 
but any loss resulting from the transaction is not recognizable. 

3. Qualified intermediary.  Taxpayers may transfer and receive 
property through a qualified intermediary (e.g., a real estate broker 
who locates and acquires like-kind property for the exchange) and 
still qualify for nonrecognition treatment.  
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a. A direct sale of property followed by a purchase of 
property of a like-kind never qualifies for nonrecognition of 
gain or loss under section 1031. 

b. Taxpayers may transfer property to a real estate broker and 
the real estate broker may acquire property for the taxpayer, 
transfer the property to the taxpayer, and the transaction 
will qualify for like-kind treatment.  See Treas. Reg. 
§1.1031(k)-1(g)(4) and IRS Pub. 946, Sales and Other 
Dispositions of Assets. Revised I.R.C. § 121.  

B. Reconvert to Principal Residence 

1. A taxpayer may use revised section 121 to exclude some gain 
(other than for nonqualified use or from post-May 6, 1997 
depreciation) from the sale of a rental property if they move back 
into it and use it as a principal residence for at least two of the five 
years preceding the property’s sale (the taxpayer need not live in 
the property the full two years if the move is for reasons related to 
health, work, or unforeseen circumstances). 

2. This method is significantly less effective than in prior years due to 
the requirement to account for and pay tax on gain related to 
periods of nonqualified gain. 

3. Depreciation taken after May 6, 1997 is not excludable under 
revised section 121. 

XI. CONCLUSION. 
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TAX ASPECTS OF REAL PROPERTY 
 

OUTLINE OF INSTRUCTION 
 

I. REFERENCES. 

A. Internal Revenue Code of 1986. 

B. Taxpayer Relief Act of 1997. 

C. American Recovery and Reinvestment Tax Act of 2009. 

D. Treasury Regulations. 

E. IRS Publications. 

1. Pub. 523, Selling Your Home. 

2. Pub. 527, Residential Rental Property. 

3. Pub. 530, Tax Information for First-Time Homeowners. 

4. Pub 534, Depreciating Property Placed in Service Before 1987. 

5. Pub. 535, Business Expenses. 

6. Pub. 551, Basis of Assets. 

7. Pub. 678, Volunteer Assistors Guide. 

8. Pub. 925, Passive Activity and At-Risk Rules.  

9. Pub. 936, Home Mortgage Interest Deduction. 

10. Pub 946, How to Depreciate Property 

F. IRS Form 1040, Schedule A, Schedule E; Form 982; Form 4562; Form 8582; 
Form 4797. 
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PART A – HOME OWNERSHIP 
 

II. INTRODUCTION.   

Home ownership – buying, owning, and selling – is perhaps the most significant 
investment the service member, as well as most Americans, make.  Home ownership provides 
not only shelter from the elements, but can result in several tax consequences for the taxpayer 
arising from the purchase, the year-to-year ownership, and the sale of the home. 

 

III. THE INITIAL DECISION - TO RENT OR BUY. 

A. It is not all about tax breaks (but they sure do help).  

B. Renting: 

1. Pros: 

a. Flexibility (can relocate easily) 

b. Can invest money elsewhere (market) 

c. No upkeep expenses (drippy faucets, broken windows, etc.) 

2. Cons: 

a. No equity 

b. Annual rent increase could outpace inflation 

C. Buying: 

1. Pros: 

a. Tax-break:  Deductions 

(1) Mortgage interest 

(2) Home equity loan interest 

(3) Property taxes 
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b. Potential for tax free or mostly free capital gain (I.R.C. § 121) 

c. Emotional Satisfaction 

 
2. Cons: 

a. Property tax and upkeep 

b. Mortgage costs 

c. Less flexibility 

d. Could lose principal 

D. Make a fully informed decision - Do your homework!! 

1. How much is the tax deduction actually worth? 

2. What is the property’s potential for appreciation? 

3. What is the property’s condition? 

4. What is my total outlay for my projected period of occupancy? 

IV. TAX CONSEQUENCES OF BUYING A HOME. 

A. Determining the Original Basis of Residential Property.  See I.R.C. § 1012 & IRS 
Publication No. 551, Basis of Assets. 

1. The original basis of a home is its cost (purchase price) including any debt 
assumed or incurred.  (I.R.C. § 1012). 

2. If the home was constructed, its original basis is the cost of land plus the 
amount to construct the residential building. 
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3. A basis other than cost must be used if the property was acquired by 
inheritance, gift or received from spouse incident to divorce (I.R.C. §§ 
1014, 1015; 1041) (see Godlewski v. CIR, 90 T.C. 200 (1988). Husband 
and wife purchase home jointly for $32,200 in 1973.  Property settlement 
agreement provided that wife would convey her interest in home to 
husband for $18,000.  After paying wife, husband sold home to third party 
for $64,000 in 1984.  IRS used original basis ($32,200) to figure gain.  
Taxpayer contended that he was entitled to increase his basis by amount 
he paid to buy wife out.  Tax Court disagreed--I.R.C. § 1041(b)(2) and 
Temp. Treas. Reg. § 1.1041-1T(d)A-11 preclude transferee spouse from 
increasing basis even in a bona fide sale when I.R.C. § 1041 applies.). 

4. Taxpayers must maintain accurate records showing the original basis of 
the property and all adjustments.  The burden to prove basis is with the 
taxpayer. 

B. Tax Treatment of Property Purchase Costs. 

1. Costs Included in Basis: 

a. Taxpayers can include in the basis of property the settlement fees 
and closing costs that are for buying it.  A settlement fee or closing 
cost is considered to be for buying the property if you would have 
paid it even if you had paid cash. 

b. Settlement fees or closing costs that you can include in the basis of 
your property include: 

(1) Abstract fees, 

(2) Charges for installing utility services, 

(3) Legal fees (including title search and preparing the sales 
contract and deed), 

(4) Recording fees, 

(5) Surveys, 

(6) Transfer taxes,  

(7) Title insurance, and  
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(8) Any amount the seller owes that the buyer agrees to pay. 

2. Certain costs of purchasing property may be deducted in the year of 
purchase. 

a. Real estate taxes (I.R.C. § 164(d)).   

(1) 2018 Update.  Under the Tax Cuts and Jobs Act (TCJA), 
Pub. L. No. 115-97 (Dec. 22, 2017), the deduction for real 
estate taxes, combined with other state and local taxes, is 
limited to $10,000 per year for years 2018 through 2025.  
See Chapter J of this outline. 

(1) Real estate taxes are deductible to the extent they are 
imposed on the taxpayer. 

(2) The seller is treated as paying the property taxes up to, but 
not including the date of sale. 

(3) The buyer is treated as paying the taxes beginning with the 
date of sale, despite the property tax accrual or lien dates 
under local law. 

 

Example:  Assume MAJ & Mrs. Home Buyer’s real property tax year is the calendar year and 
the tax on a home they bought on May 4 was $732.  Because they owned this home for 242 
days (May 4 - Dec 31, including purchase date), their real estate tax deduction is 242/365 of 
$732, or $485. 

Variance:  Seller pays all: 
 I.R.C. § 164(d) allocates deduction of $247 to Seller and $485 to Buyer. 
  Buyer decreases adjusted basis by $485 
  Seller decreases amount realized by $485 
 
Variance:  Buyer pays all: 
 I.R.C. § 164(d) allocates deduction of $247 to Seller and $485 to Buyer. 
  Buyer increases adjusted basis by $247 
  Seller increases amount realized by $247 
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b. Mortgage Interest.  (I.R.C. § 163(h)(3)). 

(1) At settlement, purchaser is usually charged for daily 
interest from the day of settlement on the house until the 
end of the month.  This may be claimed for the year in 
which house purchased. 

(2) Mortgage lenders may neglect to report this - be sure to 
check settlement documents. 

c. Points. 

(1) Defined:  charge by lenders above regular interest rate and 
must be stated as percentage of the mortgage loan.  For 
example, one point on a $100,000 mortgage loan is $1,000. 

(2) Possible tax treatments of points on home loans: 

(a) Deductible as a mortgage interest expense, in full, 
in year paid; 

(b) Deductible in installments over the life of the loan. 

(3) Generally, prepaid interest paid as points must be spread 
over the life of a mortgage.  (I.R.C. § 461(g)(1)).   

(a) See Rev. Proc. 87-15, 1987-1 C.B. 624 for the 
method for determining the amount of points 
allocable to, and deductible in, each taxable year. 

(b) To determine how much to deduct each year, divide 
the cost of the points by the total number of loan 
payments and multiply the quotient by the number 
of payments made in the tax year. 
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(4) You can fully deduct the points in the year of purchase if  
(1) your loan is secured by your main home; (2) points are 
generally imposed in the local real estate market and the 
amount you paid is no more than what is generally paid in 
the local real estate market; (3) you pay them to purchase, 
construct or improve your home; (4) they were computed 
as a percentage of the principal amount of the mortgage; (5) 
the amount paid is clearly shown on the HUD-1 as points; 
and (6) they are paid with funds other than those obtained 
from the lender (pre-1994 alternative--a moving expense 
deduction).  (I.R.C. § 461(g)(2)). 

 
(5) Points paid to refinance a mortgage, regardless of how they 

are paid, are not deductible in full in the year paid unless 
they are paid in connection with the improvement of a 
home.  (Rev. Proc. 94-27). 

(6) If the points paid represent interest, but the points were 
higher than those generally charged in the local real estate 
market, then the amount of points in excess of the norm 
must be prorated over the life of the loan. 

(7) If the points represent compensation for services that 
ordinarily are stated separately on the settlement statement 
(i.e.,  appraisal fees, inspection fees, title fees, attorney fees 
and property taxes), they are not interest and cannot be 
deducted either in the year of purchase or over the life of 
the loan.  Such points may be added to the home’s basis. 

(8) Only the buyer may deduct seller-paid points as interest.  
Buyer lowers basis by the amount of the seller-paid points. 

Example:  In the current tax year Major and Mrs. Homebuyer bought a $100,000 home with 
$10,000 cash out of savings and a $90,000 30-year loan.  The lender charged them 3 points 
($2,700), adding these to the loan amount, bringing the total loan to $92,700.  Under  Rev. 
Proc. 94-27, the Homebuyers may deduct the entire $2,700 on their current year tax return. 

Note:  IRS has relaxed “paid with funds other than those obtained from the lender” 
requirement. 
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d. VA/FHA Loan Origination Fees.  Deductible if the Uniform 
Settlement Statement (Form HUD-1) clearly designates the 
amounts as points.  This revenue procedure expressly includes VA 
and FHA loan origination fees as examples of items clearly 
designated as points.  (Rev. Proc. 94-27).  This clarifies and 
reverses a position taken by the IRS in Rev. Rul. 67-297, 1967-2 
CB 87 that “Points” paid in acquiring a home mortgage loan 
guaranteed by the VA or FHA are for services rendered and as 
such aren’t deductible as interest. 

3. Some costs incurred in purchasing a home are neither deductible nor 
added to basis. 

a. Fire insurance premiums, 

b. Charges for utilities, 

c. Rent for occupying the home before closing, 

d. Homeowners association fees, 

e. Other fees or charges for services concerning occupying the home, 
and 

f. Charges connected with getting or refinancing a mortgage loan, 
such as: 

(1) FHA mortgage insurance premiums and VA funding fees, 
(currently deductible through December 31, 2016) (Not 
sure whether this will be extended.)  

(2) Loan assumption fees,  

(3) Cost of a credit report, and  

(4) Fee paid for an appraisal required by the lender. 

C. First-Time Homebuyer Tax Credit (26 USC §36) (Note: This applies to purchases 
that were made during or prior to 2010 (military were allowed an extra year until 
2011).  This section has been intentionally left in the outline as a reference in case 
the tax credit recapture provisions apply in your case.)  
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1. Amount. 

a. A credit of the lesser of 10% of the purchase price of the residence, 
or 

b. $8,000 ($4,000 if married filing separately) for a first-time 
homebuyer.  If two or more individuals (not married to each other) 
purchase the residence, the total credit for all individuals is limited 
to $8,000. 

c. $6,500 ($3,250 if married filing separately) for a long-time 
resident.   

d. $7,500 for purchases between April 8, 2008 and December 31, 
2008. 

2. Eligibility. 

a. First-time homebuyer.  A first time homebuyer is any individual if 
the individual (and spouse, if married) had no ownership interest in 
a principal residence during the 3-year period ending on the date of 
the purchase of the principal residence.  An individual may still 
have an ownership interest in a rental property and qualify as a 
first-time homebuyer. 

b. Long-time resident.  For purchases after November 7, 2009.  A 
long-time resident must have owned and used the same home as 
the principal residence for at least five consecutive years of the 
eight-year period ending on the date the resident purchases the new 
principal residence. For an eligible taxpayer who, for example, 
bought a home on Nov. 30, 2009, the eight-year period would run 
from Dec. 1, 2001, through Nov. 30, 2009. 

c. Purchase the principal residence before May 1, 2010 or enter into a 
contract to purchase the principal residence before July 1, 2010 
with a settlement date prior to September 1, 2010. 
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d. Modified AGI for purchase prior to November 6, 2009 must be 
less than $75,000 ($150,000 if married, filing jointly).  Credit 
amount is fully phased out at $95,000 ($170,000). 

e. Modified AGI for purchases after November 6, 2009 must be less 
than $125,000 ($225,000 if married, filing jointly).  Credit amount 
is fully phased out at $145,000 ($245,000). 

f. Must acquire the home and use it as the principal residence for at 
least three years.  Note:  this provision, which requires recapturing 
the credit if the home ceases to be the principal residence during 
the three year period, is waived for military members who cease 
using the home as a principal residence because of being 
transferred pursuant to military orders outside of the area. 

g. May not dispose of the principal residence during the year of 
purchase. 

3. Recapture of the $7,500 credit for purchases between April 8, 2008 and 
December 31, 2008. 

a. Credit repaid in equal installments over 15-year period 

b. Recapture period begins in the second taxable year after purchase. 
(i.e., if purchase occurs in 2010, first recapture payment occurs in 
2012). 

c. If principal residence is sold before credit is fully repaid, entire 
unrecaptured amount becomes due in the year of sale. 

d. For purchases between January 1, 2009 and November 30, 2009, 
there is no recapture, PROVIDED the home is used as the principal 
residence for the first 36 months following the purchase.  The 
entire credit is recaptured if the home ceases to be used as the 
principal residence before the end of the 36 month period. 
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4. Military exceptions. 

a. Members of the military serving outside the U.S. have an extra 
year to buy a principal residence in the U.S. and qualify for the 
credit.  

(1) A member must buy, or enter into a binding contract to 
buy, a principal residence on or before April 30, 2011 and 
must close on the purchase on or before June 30, 2011.  

(2) This applies to members who serve on qualified official 
extended duty service outside of the United States for at 
least 90 days during the period beginning after Dec. 31, 
2008, and ending before May 1, 2010.  

b. The recapture provision is waived for a member who ceases to use 
the home as the principal residence during the three year period 
because of being transferred pursuant to military orders outside of 
the area. 

5. Filing requirements.   

a. MUST FILE A PAPER RETURN 

b. File a Form 5405, First Time Homebuyer Credit and Repayment of 
the Credit. 

c. Properly executed settlement statement/Form HUD-1. 
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V. TAX CONSEQUENCES OF OWNING A HOME. 

A. Deductions. 

1. Home mortgage interest deduction rule (I.R.C. § 163(h)(2)(D) and I.R.C. § 
163(h)(3)(A)).   Qualified residence interest is deductible as an itemized 
deduction. 

2. Qualified residence interest (I.R.C. § 163(h)(3)).  Qualified residence 
interest means interest paid on “acquisition indebtedness” or “home equity 
indebtedness” on a “qualified residence.” 

a. “Acquisition indebtedness” is a debt used to acquire, construct, or 
substantially improve a home provided the debt is secured by a 
qualified residence. 

(1) New rule for 2018 (See Chapter J).  Acquisition 
indebtedness incurred after 15 December 2017 is limited to 
$750,000 for years 2017 through 2025.  TCJA, § 11043. 

(a) Loans on or before 15 December 2017 are 
grandfathered (i.e., the $1,000,000 limit still 
applies).  Also excepted from the new limit are 
binding contracts entered into before 15 December 
2017 to close before 1 January 2018, if closing 
occurred before 1 April 2018. 

(1) Refinancing grandfathered is also grandfathered as long as 
the new principal amount does not exceed the old amount. 

(2) For loans on or before 15 December 2017, acquisition 
indebtedness may not exceed $1,000,000 ($500,000 for a 
married person filing a separate return) (I.R.C. 
§163(h)(3)(B)).   

(3) Refinancing is treated the same as original acquisition debt 
but only up to the principal amount of the acquisition debt 
outstanding immediately before the refinancing.  Once the 
original acquisition debt reaches $0, the homeowner is 
limited to deductions for interest on $100,000 of home-
equity debt.   
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b. “Home equity indebtedness” is any indebtedness secured by a 
qualified residence to the extent of the lesser of the fair market 
value of the house, or $100,000 ($50,000 for married individual 
filing separately) (I.R.C. §163(h)(3)(C)).  Allows homeowners to 
deduct interest on home equity loans even if the loan proceeds are 
used for personal purposes. 

(1) Before 2018, home equity interest was deductible up to 
these limits even if the loan was used for personal 
purposes.  After the TCJA, home equity interest is 
deductible only if used to buy, build, or improve the 
taxpayer’s main residence.  TCJA, § 11043. 

c. “Qualified residence” includes the taxpayer’s principal residence 
(same definition as I.R.C. § 121) and one other home.  I.R.C. 
§§ 280A(d)(1), 163(h)(4). 

d. “Residence” is determined based on facts and circumstances.  A 
“residence” generally includes houses, condominiums, 
cooperatives, mobile homes, houseboats, or trailers that contain 
sleeping space, toilet and cooking facilities.  Reg. § 1.163-
10T(f)(1)(ii); Reg. § 1.163-10T(p)(3)(ii). 

e. Debt must be secured by a qualified residence (I.R.C. 
§ 163(h)(3)(B)(i)(II)).  See also PLR 9418001 (interest on 
taxpayer’s home purchase loan was secured by interest in rental 
property not home purchased and was not deductible). 

f. Special grandfather rule exists for pre-October 13, 1987, 
indebtedness.  If debt secured by qualified residence was incurred 
prior to this date, it is not subject to $1,000,000 acquisition debt 
limit (I.R.C. § 163(h)(3)(D)). 

g. Taxpayers who have used mortgage loans for a purpose other than 
to purchase, construct, or substantially improve the home should 
consult IRS Pub. 936, Limits on Home Mortgage Interest 
Deduction. 
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3. Real estate taxes.   “[T]he following taxes shall be allowed as a deduction 
for the taxable year within which paid or accrued: (1) State and local, and 
foreign, real property taxes.  I.R.C. § 164. 

a. As noted above, the deduction for real estate taxes is limited to an 
amount of $10,000 when combined with other state and local 
taxes. 

b. Most homeowners are cash basis taxpayers allowed to deduct taxes 
only in the year in which they actually accrue and are paid (I.R.C. 
§ 164(a)). 

c. Real estate taxes placed in escrow may exceed those actually paid 
by the lender to the taxing authority.  Only those actually paid by 
the lender to the taxing authority may be deducted. 

d. A taxpayer generally may not deduct assessments for local 
benefits, such as for construction of streets, sidewalks, or water 
and sewage system, which tend to increase the value of the 
property (I.R.C. § 164(c)(1)).  These costs must be added to the 
cost basis. 

4. Casualty and theft losses (I.R.C. § 165(c)). 

a. For tax years 2018 through 2025, the TCJA has limited casualty 
and theft losses to Presidential disaster areas.  See Chapter J for 
more information. 

b. Casualty.  To qualify for the deduction the loss must arise from a 
“fire, storm, shipwreck or other casualty, or from theft (I.R.C. § 
165(c)(3)). 

c. Casualty is not defined in the Internal Revenue Code.  Case law 
defines casualty as the total or partial destruction of property, 
resulting from an identifiable event of a sudden, unexpected, or 
unusual nature.   
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d. If a taxpayer’s residence is located in an area declared by the 
President to be a “disaster area” and the taxpayer is ordered by 
state or local government within 120 days of the disaster 
determination to demolish or relocate the residence because it has 
been rendered unsafe for use as a residence as a proximate result of 
the disaster, any loss resulting from the demolition or relocation of 
the residence is deemed to be a loss arising from a casualty (I.R.C. 
§ 165(k)). 

e. Theft includes larceny, embezzlement, robbery and other criminal 
appropriations of property (Treas. Reg. § 1.165-8(d)). 

f. Deduction is available only to the extent loss exceeds $100 (for 
each incident) and to extent all casualty losses for year exceed 10% 
of AGI (I.R.C. § 165(h)). 

g. Reimbursements for casualty and theft losses offset losses. 

B. Adjustments to Basis (I.R.C. § 1016). 

1. The basis of property is adjusted for any expenditure, receipt, loss or other 
item properly chargeable to capital account, including improvements and 
betterments made to the property (Reg. § 1.1016-2(a)).  See also I.R.C. § 
263, Capital Expenditures.  See examples in Appendix A. 

a. An improvement materially adds value, prolongs life, or adapts 
home to a new use. 

b. The amount added to the basis is the actual cost of the 
improvement plus debt incurred. 

2. Local property assessments. 

3. Casualty losses. 

4. Depreciation allowed - if home had been rented previously. 

5. Gain previously deferred.  See material pertaining to I.R.C. § 1034. 

C. Nondeductible Expenses. 
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1. Utility fees and assessments for services such as water, sewage, and trash 
or garbage collection. 

2. Expenses for maintenance and repairs.   

3. Insurance (including fire and mortgage insurance) premiums.  (Note:  
Mortgage insurance premiums deductible through Dec 31, 2014 – 
legislation pending that may extend the deduction through Dec 31, 2015.) 

4. Loan assumption fees, credit reports, and appraisals. 

VI. TAX CONSEQUENCES OF SELLING A HOME. 

A. Losses sustained on the sale of a personal residence are not deductible (I.R.C. § 
165, Treas. Reg. § 1.165-9). 

1. If a residence is converted to rental property, a loss will be allowed, but 
the taxpayer must compute the amount of the loss from the lesser of the 
adjusted basis or the fair market value at the time of the conversion (Treas. 
Reg.. § 1.165-9).   

2. Taxpayer has option to elect out of section 121.  Allows taxpayer to treat 
an otherwise qualifying property as a rental.  (I.R.C. § 121(f)). 

B. Gain derived from the sale of a personal residence is taxable unless deferred or 
excluded. 

C. If at least one payment is to be received after the close of the tax year, the gain 
may be reported in installments (I.R.C. § 453; IRS Publication No. 537, 
Installment Sales). 

1. The installment method is a special method of reporting gains (not losses) 
from sales of property when at least one payment is received in a tax year 
after the year of sale. Under the installment method, gain from an 
installment sale is prorated and recognized over the years in which 
payments are received.  (I.R.C. § 453). 
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2. The installment method may only be used for reporting gain from 
nondealer sales of property other than inventory.  Dealer dispositions of 
property may not be reported under the installment method (I.R.C. §  
453(b)(2)(A)).   

3. Gain Calculation. For nondealer dispositions that are not subject to the 
I.R.C. §§ 1245 or 1250 recapture provisions, the amount of gain from an 
installment sale that is taxable in a given year is calculated by multiplying 
the payments received in that year by the gross profit ratio for the sale 
(I.R.C. §  453(c)). 

a. The gross profit ratio is equal to the gross profit on the sale divided 
by the total contract price.   

b. The gross profit is equal to the selling price of the property minus 
its adjusted basis.  The selling price of the property is not reduced 
by any existing mortgage or encumbrance, or by any selling 
expenses, but is reduced by interest that is imputed under I.R.C. § 
483. 

c. The total contract price (denominator of gross profit ratio) is equal 
to the selling price minus that portion of qualifying indebtedness 
assumed by, or taken subject to, the buyer that does not exceed the 
seller’s basis in the property (adjusted to reflect commissions and 
other selling expenses) (Temporary Reg. §15A.453-1(b)(2)).   

 
 
 
 
 
 
 
 
 
 

(1) Income from an installment sale is reported on Form 6252 , 
“Installment Sale Income,” which must be filed with the tax 
return in the year of sale and in each year payments are 
received. 

Example. On December 1, 2016, a calendar year taxpayer sells his personal automobile 
for a total contract price of $2,500.  His basis in the car is $2,000.  His anticipated gross 
profit from the sale is $500.  He receives a $1,000 down payment, with the balance due 
in monthly installments of $100 each, plus interest at the applicable federal rate, 
beginning on January 1, 2017.  Under the installment method, the taxpayer must report 
$200 ($1,000 x ($500 ÷ $2,500)) as income in 2015, $240 ($1,200 x ($500 ÷ $2,500)) in 
2017, and $60 ($300 x ($500 ÷ $2,500)) in 2018. 
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(2) In the case of installment dispositions of real or personal 
property to which I.R.C. § 1245 or 1250 applies, any 
recapture income must be reported in the year of 
disposition, whether or not an installment payment is 
received in that year.  The ordinary income amount 
reported in the year of sale is added to the property’s basis, 
and this adjusted basis is used in determining the remaining 
profit on the disposition.  The remaining profit amount is 
used to compute the gross profit percentage to be applied to 
each installment payment.  (I.R.C. § 453(i)).   

D. Exclusion of gain on the sale of a principal residence.  (I.R.C. § 121). 

1. An individual taxpayer may exclude from income up to $250,000 of gain 
realized from the sale or exchange of his home if: 

a. During the 5 years ending on the sale date, he owned and used it as 
a principal residence for periods aggregating at least 2 years 
(I.R.C. §Sec. 121(a)); and 

b. Within the 2-year period ending on the sale date, there was no 
other home sale (or exchange) by the taxpayer to which the 
exclusion applied. (I.R.C. § 121(b)(3)). 

c. The gain is not allocable to a period of “nonqualified use.”  (I.R.C. 
§121(b)(4)(C)).  

2. Married taxpayers may exclude up to $500,000 of gain from the sale of a 
principal residence if they file a joint return for the year in which the home 
is sold and:  

a. Either spouse owned the property for periods aggregating two 
years or more during the five year period ending on the date of the 
sale of the property;  

b. Both spouses used the property as a principal residence for periods 
aggregating two years or more during the five year period ending 
on the date of the sale of the property; and 
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c. Neither spouse used the home sale exclusion on a previous sale (or 
exchange) of a home during the two-year period ending on the sale 
date. (I.R.C. § 121(b)(2); Treas. Reg. § 1.121-2(a)(3)(i)). 

d. Use of the home need not have occurred while the spouses were 
married. 

 

e. The husband and wife won’t qualify for the full $500,000 
exclusion unless both spouses meet the two-out-of-five-year use 
requirement, and neither spouse previously used the exclusion in 
the two year period ending on the sale date. 

 
 
 
 
 
 
 
 

 

 

 

f. The gain is not allocable to a period of “nonqualified use.”  (I.R.C. 
§121(b)(4)(C)).  

3. Availability of exclusion to joint owners who file separate returns.  If 
taxpayers jointly own a principal residence but file separate returns, each 
owner may exclude up to $250,000 of gain that is attributable to his 
interest in the property, if he otherwise meets the I.R.C. § 121 
requirements. (Treas. Reg. § 1.121-2(a)(2)). 

NOTE: If the above conditions are met, up to $500,000 of gain may be excluded (instead of 
up to $250,000) even though only one spouse owns the home. 

Example: Tom owned and used a home as his principal residence for ten years. One year before 
she married Tom, Winnie began using Tom’s home as her principal residence. Eighteen months 
after their marriage, Tom sells the home at a gain of $400,000. Neither Tom nor Winnie have 
previously sold another home. Tom can exclude the entire $400,000 gain from the sale of his 
home on their joint return since he owned it and both he and Winnie used it as their principal 
residence for at least two of the five years before the sale. (RIA – Making the Most of the 
Homesale Exclusion) 
 

Example:  Jane sells her principal residence this December at a $100,000 gain. She is single at 
that time, and qualifies for and claims the homesale exclusion. She marries James in May of 
next year and moves into the home that has been his principal residence for the 20 years of his 
bachelorhood. If James sells the home next June, the full $500,000 exclusion doesn’t apply 
because Jane sold a home within the two-year period ending on the date that James sold his 
home. James, may, however, exclude up to $250,000 of his gain.  Jane may qualify for a partial 
exclusion.  (RIA – Making the Most of the Homesale Exclusion) 
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4. Involuntary conversions treated as sales for purposes of the homesale 
exclusion. The destruction, theft, seizure, requisition, or condemnation of 
a home is treated as a sale for purposes of the homesale exclusion. (I.R.C. 
§ 121(d)(5)(A), Treas. Reg. § 1.121-3(d)(1)). 

E. Gain from a period of nonqualified use may not be excluded.   

1. Nonqualified Use means the period of time during which the property was 
not used as a principal residence and  

a. Occurs after December 31, 2008. 

b. Does not include the five-year period ending on the date of sale 
after the date the property is last used as the primary residence. 

c. Does not include any period (up to 10 years) during which the 
military member is serving on qualified official extended duty 
(active duty) at least 50 miles from the property pursuant to 
military orders. 

d. Any other period of temporary absence (up to 2 years) due to 
change of employment, health, or other unforeseen circumstances. 

2. The fraction of gain that may not be excluded is calculated as the fraction 

a. The total period of nonqualified use after 2008, divided by 

b. The total period of home ownership. 
 
 
 

 

Example: Unmarried taxpayers Alan and Barbara own a house as joint owners. Each owns a 
50% interest in the house. They sell the house at a gain of $256,000 after owning and using it 
as their principal residence for two full years. Alan and Barbara may each exclude $128,000 of 
gain. (Treas. Reg. § 1. 121-2(a)(4), Ex. 1)  

Example: John and Mary purchased their principal residence for $350,000 in January 2006 
and lived there until January 2008, when they converted it to a rental property.  In January 
2010, they moved back into the home and made it their principal residence.  In January 2011, 
they sold the home for $600,000. 
 
John and Mary are eligible to exclude gain, because they owned and used the property as 
their principal residence for two of the five years preceding its sale (Jan 2007 – Jan 2008 and 
Jan 2010 – Jan 2011).  One year, though, (Jan 2009 – Jan 2010) out of the five years they 
owned the property, the use of the property is considered nonqualified use.  Of their total gain 
($250,000), 1/5 may not be excluded ($50,000).   
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F. What is a principal residence for purposes of the homesale exclusion?  

1. The homesale exclusion applies only if the property has been owned and 
used by the taxpayer as his principal residence for at least two of the five 
years ending with the sale date. (I.R.C. §. 121(a)). 

a. In deciding whether a property was used as the taxpayer’s principal 
residence, the first step is to determine whether the property is a 
residence before considering whether the property was used by the 
taxpayer as his principal residence. 

b. There is no requirement that a principal residence be located in the 
U.S. for the homesale exclusion to apply. Thus, assuming the 
I.R.C. § 121 tests are met, a profit on the sale of a principal 
residence located outside of the U.S. also qualifies for the up-to-
$250,000/$500,000 exclusion.  However, the homesale exclusion 
does not apply to any sale by an individual subject to I.R.C. § 
877(a)(I) (rules related to expatriation to avoid tax). (I.R.C. § 
121(e)). 

2. When is property a residence? 

a. The regulations say that whether property is used by the taxpayer 
as his residence depends on all the facts and circumstances. 
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b. The regulations also provide that a property used by the taxpayer 
as his residence may include a houseboat, a house trailer, or the 
house or apartment that the taxpayer is entitled to occupy as a 
tenant-stockholder in a cooperative housing corporation (as those 
terms are defined in I.R.C. § 216(b)(1) and I.R.C. § 216(b)(2)).  
(Treas. Reg. § 1.121-1(b)(1)).   

(1) Although the regulations don’t consider the more 
fundamental question of what is a residence, the issue was 
addressed in an ‘80 ruling that said a property (e.g., a 
yacht) can be a residence only if it contains facilities for 
cooking, sleeping, and sanitation. (IRS Letter Ruling 
8015017). 

(2) The term residence does not include personal property, 
such as furniture, that is not a fixture under local law. 
(Treas. Reg. § 1.121-1(b)(2)). 

3. Which of several residences is the taxpayer’s principal residence? 

a. Where a taxpayer uses more than one property as a residence, the 
question of which one is his principal residence depends on all the 
facts and circumstances in each case.  

b. If the taxpayer alternates between two residences, the property he 
occupies a majority of the time ordinarily will be considered his 
principal residence. (Treas. Reg. § 1.121-1(b)(2)). 

c. In addition to the taxpayer’s use of the property, other relevant 
factors in determining which or his residences is his principal 
residence, include: 

(1) his place of employment; 

(2) the principal place of abode of his family members; 

(3) the address listed on his federal and state tax returns, 
driver’s license, car registration, and voter registration card;  
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(4) his mailing address for bills and correspondence;  

(5) where his banks are located; and  

(6) the location of the religious organizations and recreational 
clubs he belongs to. (Treas. Reg. § 1.121-1(b)). 

4. Homesale exclusion is available for separate sales of home and 
surrounding land. 

a. A taxpayer who owns a home situated on a large lot or on 
substantial acreage may decide to sell off some of the land but to 
keep using the rest as his residence.  

b. Alternatively, he may sell the home plus some acreage first and the 
balance of the vacant land later.  

c. Gain on the sale of the vacant land qualifies for the I.R.C. § 121 
exclusion if:  

(1) the taxpayer otherwise qualifies for the exclusion; 

(2) the vacant land is  

(a) adjacent to the land containing the taxpayer’s 
dwelling unit, and  

(b) owned and used by the taxpayer as part of his 
principal residence for at least two of the five years 
preceding the sale; and  

(c) the dwelling unit is sold in a transaction qualifying 
for the homesale exclusion within two years before 
or two years after the sale date of the vacant land. 
(Treas. Reg. § 1.121-1(b)(3)(i)). 
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(3) Only one maximum exclusion of $250,000 ($500,000 for 
qualifying joint filers) applies to the combined sales of the 
vacant land and dwelling unit.  

G. Ownership and use requirements.  

1. In order to exclude gain, the taxpayer must meet the ownership and use 
tests.  To do this, the taxpayer must, during the 5-year period ending on 
the date of sale, 

a. Owned the home for at least 2 years (the ownership test),and  

b. Lived in the home as the main residence for at least 2 years (the 
use test).  (I.R.C. § 121(a), IRS Pub. 523). 

2. The requirements of ownership and use for periods aggregating 2 years or 
more may be satisfied by establishing ownership and use for 24 full 
months or for 730 days (365 x 2).  

3. The requirements of ownership and use may be satisfied during 
nonconcurrent periods if both the ownership and use tests are met during 
the 5-year period ending on the date of the sale or exchange.  

4. In establishing whether a taxpayer has satisfied the 2-year use 
requirement, occupancy of the residence is required.  However, short 
temporary absences, such as for vacation or other seasonal absence 
(although accompanied with rental of the residence), are counted as 
periods of use. 

H. Two-year ownership and use periods need not be continuous. 

1. The required two-year ownership and use periods during the five-year 
period ending on the date of the sale need not be continuous. 

2. The periods also don’t have to be measured in years.  
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3. A taxpayer meets the tests if he shows that he owned and lived in the 
property as his main home for either 24 full months or 730 days (365 x 2) 
during the five-year period. (Treas. Reg. § 1.121-1 (c)(1)). 

 
 
 

 

 

4. In establishing whether a taxpayer has satisfied the two-year use 
requirement, occupancy of the home is required.  However, short 
temporary absences for vacations or other seasonal absences, even if the 
taxpayer rents out the property during the absences, are counted as periods 
of use. (Treas. Reg. § 1.121-1 (c)(2)(i)).  Two-month vacations are short 
temporary absences, but a one-year stay abroad (e.g., while on sabbatical) 
is not. (Treas. Reg. § 1.121-1(c), Exs. (4) and (5)). 

I. Two-year ownership and use periods need not be satisfied simultaneously.  A 
taxpayer may meet the homesale exclusion’s ownership and use tests during 
different two-year (or 24-month) periods as long as both tests are met during the 
five-year period ending on the date of the sale. (Treas. Reg. § 1.121-1(c)(1)). 

 

 

 

 
 

J. Tacking of ownership and use periods from previous homes. 

Example:  For all of Year 1, Alvera lived in a house that her mother owned. In Jan. of Year 2, 
Alvera inherited the house from her mother, moved out of the house, and held it for investment. 
In June of Year 4, she moved back into the house and used it as her principal residence until 
she sold it at a $150,000 profit on Dec. 31, Year 5. Alvera can exclude her gain (assuming she 
didn’t use the exclusion on another home sale during the two year period ending on the sale 
date) even though she didn’t live in the house for two years in a row. Her use periods in the 
aggregate (31 months) exceeded the minimum 24-month requirement, and her continuous 
ownership period (48 months) also exceeded the minimum 24-month requirement.  
(RIA – Making the Most of the Homesale Exclusion) 

Example: Starting in Year 1, Helen lived in a rented apartment. The apartment building was 
later changed to a condominium and Helen bought her apartment on Dec. 1, Year 6. In Year 
7, she became ill and on Apr. 14 of that year moved to her daughter’s home. On July 10, Year 
9, while still living in her daughter’s home, Helen sold her condominium apartment at a 
$200,000 gain. Helen can exclude her gain because she met the ownership and use tests. 
During the 5-year period ending on the sale date (July 11, Year 4, to July 10, Year 9), Helen 
owned her apartment from Dec. 1, Year 6, to July 10, Year 9 (over 2 years). She lived in the 
apartment from July 11, Year 4 to Apr. 14, Year 7 (over 2 years). (RIA – Making the Most of 
the Homesale Exclusion) 
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1. I.R.C. § 1033 Involuntary Conversion.  For purposes of the two-out-of-
five-year ownership and use test, a taxpayer who acquires a home as a 
replacement for a principal residence involuntary converted under I.R.C. § 
1033, is treated as owning and using the replacement home as his principal 
residence during any period of time that he owned and used the converted 
property as his principal residence. (I.R.C. § 121(d)(5)(C); Treas. Reg. § 
1.121-4(d)(3)). 

2. I.R.C. § 1034 Rollover.  Under the homesale rollover rules of former 
I.R.C. § 1034 that were repealed, generally effective for sales and 
exchanges after May 6, 1997, homesellers could defer gain on the sale of a 
principal residence if they timely reinvested the adjusted sales price 
(amount realized less fixing up expenses) of the old residence in a 
replacement principal residence. The replacement period generally began 
two years before the sale of the residence and ended two years afterwards.  
For purposes of the two-out of-five year ownership and use tests to qualify 
for current law’s $250,000/$500,000 exclusion, a taxpayer whose 
purchase of a replacement residence resulted in deferral of gain under the 
rollover rules that applied to sales and exchanges before May 7, 1997 may 
“tack on” his ownership and use of the old residence to his ownership and 
use of the replacement residence.  (I.R.C. § 121(g); Treas. Reg. § 1.121-
4(h)). 

K. Dollar Limitations. 

1. $250,000 (I.R.C. § 121(b)(1), Treas. Reg. § 1.121-2(a)) 

2. $500,000 exclusion for joint filers.  In the case of a husband and wife who 
file a joint return for the tax year of the sale or exchange of the property, 
the $250,000 limitation is increased to $500,000 if: (I.R.C. § 121(b)(2)(A), 
Treas. Reg. § 1.121-2(b)), 

a. Either spouse meets the ownership requirements described in 
section 121(a) with respect to the property (I.R.C. § 
121(b)(2)(A)(i), Treas. Reg. § 1.121-2(b)(1)(i)), 

b. Both spouses meet the use requirements described in section 
121(a) with respect to the property (I.R.C. § 121(b)(2)(A)(ii), 
Treas. Reg. § 1.121-2(b)(1)(ii)), and 
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c. Neither spouse is ineligible for the benefits of the exclusion with 
respect to the property by reason of the one sale every two years 
rule contained in section 121(b)(3) (I.R.C. § 121(b)(2)(A)(iii), 
Treas. Reg. § 1.121-2(b)(1)(iii)). 

 

3. Dollar limitations for married couples who file a joint return and don’t 
qualify for the $500,000 limitation.  In the case of a husband and wife who 
make a joint return for the year of sale or exchange and who do not meet 
the requirements for the $500,000 exclusion, the amount of gain eligible 
for the exclusion is the sum of the amounts to which each spouse would be 
entitled if the spouses had not been married.  For purposes of this rule, 
each spouse is treated a owning the property during the period that either 
spouse owned the property (I.R.C. § 121(b)(2)(B), (Treas. Reg. § 1.121-
2(b)(2)).  Thus, if a married couple filing a joint return does not qualify for 
the $500,000 maximum exclusion, the amount of the maximum exclusion 
that may be claimed by the couple is the sum of each spouse’s maximum 
exclusion determined on a separate basis. 

Example:  Married Taxpayers A and B own a house as joint owners, each owning a 50 percent 
interest in the house.  They sell the house after owning and using it as their principal residence for 2 
full years. The gain realized from the sale is $256,000.  A and B meet the requirements of section 
121 and file a joint return for the year of the sale.  The entire amount of gain from the sale of their 
principal residence is excluded from gross income because the gain realized from the sale does not 
exceed the limitation amount of $ 500,000 available to taxpayers filing a joint return. (Treas. Reg. § 
1-121-2(4) Example (2)). 

Example:  During 1999, married taxpayers H and W each sell a residence that each had separately 
owned and used as a principal residence before their marriage. Each spouse meets the ownership and 
use tests for his or her respective residence. Neither spouse meets the use requirement for the other 
spouse’s residence. H and W file a joint return for the year of the sales. The gain realized from the 
sale of H’s residence is $ 200,000. The gain realized from the sale of W’s residence is $ 300,000. 
Because the ownership and use requirements are met for each residence by each respective spouse, H 
and W are eligible to exclude up to $ 250,000 of gain from the sale of each of their residences. 
However, W may not use H’s unused exclusion to exclude gain in excess of her exclusion amount. 
Therefore, H and W must recognize $ 50,000 of the gain realized on the sale of W’s residence. (Treas. 
Reg. § 1-121-2(3) Example (3)). 
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L. Reduced Exclusion.  Certain taxpayers who fail to meet the ownership 
requirements or who have sold or exchanged principal residences within two 
years may qualify for a reduced exclusion.  (I.R.C. § 121(c)(2)(A), Treas. Reg. 
1.121-3) 

1. Sales and exchanges eligible for the reduced exclusion.  The reduced 
exclusion applies to any sale or exchanges if: 

a. the exclusion would not (but for these rules relating to the reduced 
exclusion) apply to the sale or exchange by reason of: 

(1) a failure to meet the ownership and use requirements 
(I.R.C. § 121(c)(2)(A)(i)), or 

(2) the limit of only one sale every two years (I.R.C. § 121 
(c)(2)(A)(ii)), and 

b. the sale or exchange is by reason of a change in place of 
employment, health, or unforeseen circumstances.  (I.R.C. § 
121(c)(2)(B)), Treas. Reg. § 1.121-3(b)). 

2. Whether the reduced exclusion requirements apply depends on all the facts 
and circumstances.  A taxpayer automatically meets the primary reason 
requirement if he qualifies for a safe harbor carried in the regulations for 
the above conditions.  If he doesn’t qualify for a safe harbor, factors that 
may be relevant in determining his primary reason for the sale or exchange 
include (but aren’t limited to) the extent to which: 

a. the sale and the circumstances giving rise to it are close in time;  

b. the suitability of the home as the taxpayer’s principal residence 
materially changes; 

c. the taxpayer’s financial ability to maintain the home materially 
changes;  

d. the taxpayer uses the home as his residence during the period that 
he owns the property;  
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e. the circumstances causing the sale are not reasonably foreseeable 
when he begins using the home as his principal residence; and 

f. the circumstances causing the sale occur during the period that the 
taxpayer owns and uses the home as his principal residence. 
(Treas. Reg. § 1.121- 3(b)). 

3. Change in place of employment safe harbor. 

a. A homeseller qualifies for the partial homesale exclusion rule if the 
primary reason for the sale is a change in the location of a qualified 
individual’s employment. (Treas. Reg. § 1.121-3(c)(1)). 

b. A qualified individual is the taxpayer, the taxpayer’s spouse, a co-
owner of the residence, or a person whose principal place of abode 
is in the same household as the taxpayer. (Treas. Reg. § 1.121-
3(f)). 

c. Under a safe harbor, the primary reason for a sale is a change in 
the location of a qualified individual’s employment if two 
conditions are met: 

(1) The individual’s new place of employment is at least 50 
miles farther from the residence sold than the former place 
of employment was. If the individual doesn’t have a former 
place of employment (i.e., he is just entering the job 
market), the new place of employment must be at least 50 
miles from the residence that is sold. 

(2) The change in place of employment occurs while the 
taxpayer owns and uses the home as his principal residence. 
(Treas. Reg. § 1.121-3(c)(2)). 

d. For purposes of the change-in-employment safe harbor, 
employment includes the beginning of employment with a new 
employer, the continuation of employment with the same 
employer, and the beginning or continuation of self-employment. 
(Treas. Reg. § 1.121-3(c)(3)). 
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4. Change in health safe harbor. A taxpayer qualifies for the partial homesale 
exclusion rule if the primary reason for selling the home is: 

a. to obtain, provide, or facilitate the diagnosis, cure, mitigation, or 
treatment of disease, illness, or injury of a qualified individual; or  

b. to obtain or provide medical, or personal care for a qualified 
individual suffering from a disease, illness, or injury. (Treas. Reg. 
§ 1.121-3(d)(1)). 

c. For purposes of the health condition, a qualified individual is:  

(1) the taxpayer or the taxpayer’s spouse; 

(2) a co-owner of the residence;  

(3) a person whose principal place of abode is in the same 
household as the taxpayer; or  

(4) the taxpayer’s family members listed in  I.R.C. §  l52(a)(1) 
through I.R.C. §  152(a)(8), even if they aren’t his 
dependents (this includes children or their descendants, 
siblings and their children, uncles, aunts, parents or their 
ancestors, stepchildren, stepbrothers, stepsisters, 
stepparents, and in-laws); and descendants of the taxpayer’s 
grandparent (e.g., first cousins). (Treas. Reg. § 1.121-3(f) 

5. Unforeseen circumstances safe harbor.   

a. A home is sold for unforeseen circumstances, thereby qualifying 
the taxpayer for the partial homesale exclusion, if the primary 
reason for the sale is the occurrence of an event that he did not 
anticipate before buying and occupying the home.  (Treas. Reg. § 
1.121-3(e)(1)).   
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b. Under a safe harbor rule, the primary reason for a homesale is 
deemed to be unforeseen circumstances if any of the following 
events occur while the taxpayer owns and uses the home as a 
principal residence. (Treas. Reg. § 1.121-3(e)(2)).  A qualified 
individual for purposes of the following events is the taxpayer, the 
taxpayer’s spouse, a co-owner of the residence, or a person whose 
principal place of abode is in the same household as the taxpayer. 
(Treas. Reg. § 1.121-3(f)). 

(1) Involuntary conversion of the residence.  Under I.R.C. §  
1033, an involuntary conversion includes the destruction of 
property in whole or in part, or its seizure, requisition, or 
condemnation (or threat or imminence thereof).  

(2) A natural or man-made disaster or act of war or terrorism 
resulting in a casualty to the residence.  

 

 

(3) Death of a qualified individual.  

 
 

 

(4) A qualified individual’s cessation of employment making 
him eligible for unemployment compensation.  

(5) A qualified individual’s change in employment or self-
employment status that results in the taxpayer’s inability to 
pay housing costs and reasonable basic living expenses for 
the taxpayer’s household (including amounts for food, 
clothing, medical expenses, taxes, transportation, court-
ordered payments, and expenses reasonably necessary to 
the production of income, but not for the maintenance of an 
affluent or luxurious standard of living). 

Example: In 2015, Abigail buys a house in California. After she begins to use the house as her 
principal residence, an earthquake damages it.  Abigail sells the house at a profit in 2016. She is 
entitled to the partial homesale exclusion. (Reg. § 1.121-3 (e)(4), Ex. 1) 

 

Example:  Jack Smith’s wife, Edna, dies a year after he bought a home that they used as their 
principal residence. He sells the residence and moves to Florida. Smith qualifies for the partial 
homesale exclusion regardless of his actual motives for selling the home. The same result would 
apply even if Edna had been his long-time companion rather than his wife. 



 M-33 Federal Income Tax Law 
  Last Revised:  1/25/2019 

(6) A qualified individual’s divorce or legal separation under a 
decree of divorce or separate maintenance. 

(7) Multiple births resulting from the same pregnancy of a 
qualified individual. (Treas. Reg. § 1.121-3(e)(2)(E)). 

(8) An event determined by IRS to be an unforeseen 
circumstance to the extent provided in published guidance 
of general applicability or in a ruling directed to a specific 
taxpayer. For example, in Notice 2002-60, 2002-36 IRB 
482, IRS said that the terrorist attacks of 9/11/01 were 
unforeseen circumstances for purposes of the partial 
homesale exclusion rule, if certain conditions were met.  

6. Amount of the reduced exclusion.  For taxpayers subject to the reduced 
exclusion, the dollar limitation (either $250,000 for single taxpayers or 
$500,000 for certain joint filers) is equal to: 

a. the amount which bears the same ratio to the dollar limitation 
($250,000 or $500,000), (I.R.C. § 121(c)(1)(A)) as 

b. the shorter of:  (I.R.C. § 121 (c)(1)(B)(i)) 

(1) The aggregate periods, during the five year period ending 
on the date of the sale or exchange, the property has been 
owned and used by the taxpayer as the taxpayer’s principal 
residence, (I.R.C. § 121 (c)(1)(B)(i)(I)) or 

(2) The period after date of the date of the most recent earlier 
sale or exchange by the taxpayer to which the exclusion 
applied and before the date of the sale or exchange (I.R.C. 
§ 121 (c)(1)(B)(i)(II)). 
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(3) The numerator of the fraction is the shortest of the period 
of time that the taxpayer owned the property as the 
taxpayer’s principal residence during the 5-year period 
ending on the date of the sale or exchange; the period of 
time that the taxpayer used the property during the 5-year 
period ending on the date of the sale or exchange; or the 
period of time between the date of a prior sale or exchange 
of property for which the taxpayer excluded gain under 
section 121 and the date of the current sale or exchange. 
The numerator of the fraction may be expressed in days or 
months.  (Treas. Reg. § 1.121-3(g)(1)). 

(4) bears to two years (I.R.C. § 121 (c)(1)(B)(i)(II), I.R.C. § 
121(c)(1)).  The denominator of the fraction is 730 days or 
24 months (depending on the measure of time used in the 
numerator). (Treas. Reg. § 1.121-3(g)(1)). 

 

 

Example.  Taxpayer A purchases a house that she uses as her principal residence. Twelve months 
after the purchase, A sells the house due to a change in place of her employment. A has not 
excluded gain under section 121 on a prior sale or exchange of property within the last 2 years. A is 
eligible to exclude up to $ 125,000 of the gain from the sale of her house (12/24 x $ 250,000). 
(Treas. Reg. § 1.121-3(g) Example (1)). 

Example.  Taxpayer H owned a house that he used as his principal residence since 2012. On 
January 15, 2015, H and W marry and W begins to use H’s house as her principal residence. On 
January 15, 2016, H sells the house due to a change in H’s and W’s place of employment. Neither H 
nor W has excluded gain under section 121 on a prior sale or exchange of property within the last 2 
years. 
 
(i) Because H and W have not both used the house as their principal residence for at least 2 years 
during the 5-year period preceding its sale, the maximum dollar limitation amount that may be 
claimed by H and W will not be $ 500,000, but the sum of each spouse’s limitation amount 
determined on a separate basis as if they had not been married. 
 
(ii) H is eligible to exclude up to $ 250,000 of gain because he meets the requirements of section 
121. W is not eligible to exclude the maximum dollar limitation amount. Instead, W is eligible to 
claim a reduced exclusion. Because the sale of the house is due to a change in place of employment, 
W is eligible to exclude up to $ 125,000 of the gain (365/730 x $ 250,000). Therefore, H and W are 
eligible to exclude up to $ 375,000 of gain ($ 250,000 + $ 125,000) from the sale of the house. 
(Treas. Reg. § 1.121-3(g)(2) Example (2)). 

THE BOTTOM LINE:  An otherwise qualifying taxpayer who fails to satisfy the two-year 
ownership and use requirements is able to exclude an amount equal to a fraction of the $250,000 or 
$500,000 limitation.  
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M. Application of section 121 to only 1 sale or exchange every 2 years.  In general. 
Except as otherwise provided in section 1.121-3 (relating to the reduced 
exclusion), a taxpayer may not exclude from gross income gain from the sale or 
exchange of a principal residence if,  

1. During the 2-year period ending on the date of the sale or exchange, the 
taxpayer sold or exchanged other property for which gain was excluded 
under section 121.  

2. For purposes of this paragraph (c)(1), any sale or exchange before May 7, 
1997 is disregarded.  (I.R.C. § 121(b)(3)(A)). 

3. If a single taxpayer who is otherwise eligible for an exclusion marries 
someone who has used the exclusion within the previous two years, the 
newly married taxpayer is allowed a maximum exclusion of $250,000 (H. 
Rep. No. 105-148). 

4. The rule limiting the exclusion to one sale every two years by the taxpayer 
does not prevent a husband and wife filing a joint return with each 
excluding up to $250,000 of gain from the sale or exchange or each 
spouse’s principal residence provided that each spouse would be permitted 
to exclude up to $250,000 of gain if they filed separate returns (Conf. Rep. 
No. 105-220). 

 

N. Recapture of depreciation.  Gain attributable to depreciation taken after May 6, 
1997 is not excludable under section 121.  (I.R.C. § 121(d)(6)), Treas. Reg. 1.121-
1(d)).  Covered in greater detail in Sale of Rental Property at Chapter K. 

Example. Taxpayer A owned a townhouse that he used as his principal residence for two full years, 
2011 and 2012. A then bought a house in 2013 that he owned and used as his principal residence. A 
sells the townhouse in 2015 and excludes gain realized on its sale under section 121. A sells the 
house in the next year, 2016. Section 1.121-3 (relating to the reduced exclusion) does not apply to the 
sale of the house. Although A meets the 2-year ownership and use requirements of section 121, A is 
not eligible to exclude gain from the sale of the house because A excluded gain within the last 2 years 
under section 121 from the sale of the townhouse.  (Treas. Reg. § 1.121-2(b)(2) Example). 
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O. Reporting Gain. 

1. If the gain on the sale of a principal residence is entirely excluded under 
I.R.C. § 121, the transaction generally is not reported on the seller’s 
income tax return unless the home was used for business or income-
producing purposes.  The real estate reporting person certifies these facts 
on an information return to the Internal Revenue Service.  I.R.C. § 6045. 

2. The transaction must be reported on the return if there is taxable gain on 
the home sale. 

a. This may occur, for example, if: 

(1) Realized gain exceeds the applicable I.R.C. § 121 
exclusion, 

(2) The seller elected under I.R.C. § 121(f) not to use the 
homesale exclusion; or  

(3) The taxpayer claimed depreciation attributable to post-
May 6, 1997 periods with respect to the principal residence.  

(4) Taxable gain is reported on Schedule D and Forms 8949 or 
4797.  See Pub. 523, Worksheet 2 and Table 1. 

P. Election out of homesale exclusion.  

1. The homesale exclusion automatically applies if the taxpayer meets the 
conditions for its application. 

Example.  On July 1, 2009, Taxpayer F moves into a house that he owns and had rented to tenants 
since July 1, 2007. F took depreciation deductions totaling $ 14,000 for the period that he rented the 
property. After using the residence as his principal residence for 2 full years, F sells the property on 
August 1, 2011. F’s gain realized from the sale is $ 40,000. F had no capital losses for 2011. Only 
$26,000 ($ 40,000 gain realized - $ 14,000 depreciation deductions) may be excluded under section 
121. The $ 14,000 of gain recognized by F is unrecaptured section 1250 gain within the meaning of 
section 1(h).  (Treas. Reg. § 1.121-1(d)(2) Example) 
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2. A taxpayer may elect not to have the exclusion apply to a transaction that 
would otherwise be eligible for it.  I.R.C. § 121(f). 

3. The election is made by filing a return for the year of sale that includes the 
gain from the sale of the principal residence. 

4. The election may be made (or revoked) at any time before the expiration 
of a 3-year period beginning on the unextended return due date for the 
year in which the sale occurred.  Treas. Reg. § 1.121-4(g). 

Q. Homesale exclusion’s ownership and use tests for taxpayers involved in a divorce.  

1. Spouses own the home jointly.  

a. If each spouse independently meets the 2-out-of-5-year ownership 
and use test, and isn’t ineligible because of prior use of the 
exclusion during the two year period ending on the sale date, 

b. Then each spouse’s share of the homesale profit can be sheltered 
by the up-to-$250,000 exclusion.  

c. The fact that the spouses file separate returns for the year of sale, 
or are divorced and file as single persons, doesn’t make a 
difference.  (Treas. Reg. § 1.121-2(a)(2)). 

d.  
 
 
 
 

2. One spouse owns the home but transfers ownership to the other spouse.  A 
favorable “tacking” rule applies in this situation. Where an individual 
obtains a home from a spouse or former spouse under a transaction 
described in I.R.C. § 1041(a), namely a transfer between spouses, or a 
transfer to a former spouse incident to divorce, the period that the 
transferee owns the home includes the period that the transferor owned the 
home.  (I.R.C. § 121(d)(3)(A), Treas. Reg. § 1.121-4(b)(1)). 

Example:  Hal and Dee Simpson were divorced in June of Year 1. In Sept. of Year 2, they sell the 
home they owned jointly and used as a principal residence for ten years. The home is sold for $600,000, 
yielding a gain of $400,000. Each of them can exclude $200,000 of gain from tax.  
(RIA – Making the Most of the Homesale Exclusion) 
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3. One spouse is awarded use of the home, but both still own it.  Solely for 

purposes of the homesale exclusion, a person is treated as using a home as 
his principal residence during any period of ownership while the person’s 
spouse or former spouse is granted use of the property under a divorce or 
separation instrument (as defined in I.R.C. § 71 (b)(2)).  (I.R.C. 
§ 121(d)(3)(B), Treas. Reg. § 1.121-4(b)(2)). 

R. Homesale exclusion ownership-and-use test for surviving spouse. 

1. For purposes of the homesale exclusion, if a person’s spouse was deceased 
on the date of the home sale, the period that the surviving spouse owned 
and used the property as a principal residence includes the period that the 
deceased spouse owned and used the property as a principal residence 
before death. 

2. This rule applies only if the surviving spouse has not remarried at the time 
the home is sold.  ((I.R.C. § 121(d)(2), Reg. § 1.121-4(a)(1)).   

3. Where the two-year ownership and use requirement is actually met (or 
deemed met) a surviving spouse who files a joint return with the deceased 
spouse for the year of death, and sells the home that year, would be 
entitled to exclude up to $500,000 of gain if neither spouse had excluded 
gain from the sale of a principal residence during the two-year period 
ending on the date of the sale. 

4. Under I.R.C. § 121 (b)(2), the up-to-$500,000 exclusion is available only 
if husband and wife make a joint return for the year of sale.  As a result, if 
the home is sold in a year after the year of death, the surviving spouse 
would be entitled to a maximum homesale exclusion of only $250,000. 
However, regardless of when the home is sold, where the spouses jointly 
owned the residence, the surviving spouse’s basis in the decedent’s half of 

Example:  For 20 years Fred and Martha used a home owned by Fred as their principal residence.  They 
divorce this month and under their divorce decree Fred transfers ownership of the home to Martha.  Six 
months later, she sells the home at a $200,000 gain, all of which may be excluded because she meets the 
two-out-of-five year use test, and also meets the two-out-of-five year ownership test because she can 
tack on Fred’s ownership period to her own.  
(RIA – Making the Most of the Homesale Exclusion) 
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the property is stepped-up to its date-of-death or alternate-valuation-date 
value. 

 
 
 
 
 
 

 

VII. UP TO TEN-YEAR SUSPENSION OF HOMESALE EXCLUSION FIVE-YEAR 
PERIOD FOR QUALIFYING MILITARY OR FOREIGN SERVICE 
PERSONNEL.   

A. (I.R.C § 121(d)(9), as amended by 2003 Military Family Act §101(a), Generally 
effective: Sales and exchanges of a principal residence after May 6, 1997). 

B. I.R.C. § 121(d)(9) Members of uniformed services and foreign service.  

(A) In general. At the election of an individual with respect to a 
property, the running of the 5-year period described in subsections 
(a) and (c)(1)(B) and paragraph (7) of this subsection with respect 
to such property shall be suspended during any period that such 
individual or such individual’s spouse is serving on qualified 
official extended duty  

(i) as a member of the uniformed services, 

(ii) as a member of the Foreign Service of the United 
States, or 

(iii) as an employee of the intelligence community.  

(B) Maximum period of suspension. The 5-year period described in 
subsection (a) shall not be extended more than 10 years by reason 
of subparagraph (A).  

(C) Qualified official extended duty. For purposes of this 
paragraph—  

Example: Husband and Wife have a basis of $100,000 in their jointly owned principal 
residence which they bought many decades ago. They each contributed equally to the purchase 
price of the home and the cost of improvements that are reflected in the $100,000 basis. When 
Husband dies in 2003, the home is valued at $1 million. Wife’s basis in the home is $550,000 
($50,000 + $500,000). If she sells the home for $1 million in 2003, all of her $450,000 gain 
may be excluded. If she sells for $1 million in 2004, only $250,000 of the gain may be 
excluded. (RIA – Making the Most of the Homesale Exclusion) 
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(i) In general. The term “qualified official extended duty” 
means any extended duty while serving at a duty station 
which is at least 50 miles from such property or while 
residing under Government orders in Government 
quarters.  

(ii) Uniformed services. The term “uniformed services” has 
the meaning given such term by section 101(a)(5) of title 
10, United States Code, as in effect on the date of the 
enactment of this paragraph.  

(iii) Foreign Service of the United States. The term 
“member of the Foreign Service of the United States” has 
the meaning given the term “member of the Service” by 
paragraph (1), (2), (3), (4), or (5) of section 103 of the 
Foreign Service Act of 1980, as in effect on the date of the 
enactment of this paragraph.  

(iv) Employee of intelligence community.  The term 
“employee of the intelligence community” means an 
employee (as defined by section 2105 of title 5, United 
States Code) of –  

[portions omitted] 

(v) Extended duty. The term “extended duty” means any 
period of active duty pursuant to a call or order to such 
duty for a period in excess of 90 days or for an indefinite 
period.  

(D) Special rules relating to election.  

(i) Election limited to 1 property at a time. An election 
under subparagraph (A) with respect to any property may 
not be made if such an election is in effect with respect to 
any other property.  

(ii) Revocation of election. An election under subparagraph 
(A) may be revoked at any time.  
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C. For purposes of determining whether a sale of an individual’s principal residence 
qualifies for the $250,000/$500,000 exclusion, the 2003 Military Family Act 
provides that, at the election of an individual with respect to a property, the 
running of the five-year ownership and use period with respect to that property is 
suspended during any period that the individual or the individual’s spouse is 
serving on qualified official extended duty as a member of the uniformed services 
(defined below) or of the Foreign Service of the U.S.  (I.R.C. § 121(d)(9)(A) as 
amended and redesignated by 2003 Military Family Act §101(a)).   

1. The five-year period can’t be extended by more than ten years. (I.R.C. § 
121(d)(9)(B)).  Thus, an individual may elect to suspend for a maximum 
of ten years the five-year test period for ownership and use of a principal 
residence during certain absences due to service in the uniformed services 
or the U.S. Foreign Service.  If the election is made, the five-year period 
ending on the date of the sale or exchange of a principal residence does 
not include any period up to ten years during which the taxpayer or the 
taxpayer’s spouse is on qualified official extended duty as a member of the 
uniformed services or the U.S. Foreign Service. (Committee Report for 
JCX-99-03, HR3365)  

 

Example 1:  C, a Navy officer, buys a residence in Florida on July 1, Year 1, and uses it as his 
principal residence until June 30, Year 2. On July 1, Year 2, C goes on qualified official extended 
duty in Japan until June 30, Year 8. At the end of this period, C returns to his Florida residence and 
uses it as his principal residence until July 30, Year 9.  

If C has made the election to suspend the five-year period and sells the residence on July 30, Year 
9, the five-year period, for purposes of determining whether C is eligible for the exclusion, won’t 
include the six years of his qualified official extended duty (i.e., from July 1, Year 2 until June 30, 
Year 8). Thus, C is eligible to claim an exclusion up to $250,000 because he used the residence for 
at least two years (from July 1, Year 1 until June 30, Year 2 and from July 1, Year 8 until July 30, 
Year 9) in the relevant five-year period. (RIA Analysis of the Military Family Tax Act of 2003). 
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2. I.R.C. § 121(d)(9) doesn’t specify how and when to make or revoke the 

election. Presumably, IRS will provide guidance on how and when to 
make the election. 

3. Election limited to one property at a time.  

 
a. The election with respect to any property (i.e., principal residence) 

may not be made if an election is in effect with respect to any other 
property. (I.R.C. § 121(d)(9)(D)(i))  

b. The election may be made with respect to only one property for a 
suspension period. (Com Rept.)  

c. An election may be revoked at any time. (I.R.C. § 
121(d)(9)(D)(ii)). 

d. The language in I.R.C. §  121(d)(9)(D)(i) restricting the ability of 
an individual to make an election if an election “is in effect” 
implies that the individual has to make the election before the sale 
of the residence.  

Example 2: The facts are the same as in illustration (1) except that C goes on qualified official 
extended duty until June 30, Year 14. On July 1, Year 14, C returns to his Florida residence and 
uses it as his principal residence until he sells the residence on July 2, Year 15.  

The maximum period of time that the five-year period can be suspended is ten years (i.e., until June 
30, Year 12). The five-year period (as suspended) for determining whether C is entitled to the 
exclusion includes:  

... July 1, Year 1 to June 30, Year 2, and  

... July 1, Year 12 to July 2, Year 15.  

During that period, C owned and used the residence as his principal residence from July 1, Year 1 
to July 1, Year 2 (one year) and from July 1, Year 14 until July 2, Year 15 (one year and a day). 
Thus, any gain from the sale of C’s principal residence is eligible for the up to $250,000 exclusion.  
(RIA Analysis of the Military Family Tax Act of 2003). 
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e. Presumably, IRS will provide guidance on when an individual has 
to make the election.  

4. Definitions.  

a. Qualified official extended duty.  

(1) For purposes of the suspension rule described above (I.R.C. 
§  121(d)(9)(C) ), qualified official extended duty is any 
extended duty (defined below) while serving at a duty 
station which is at least 50 miles from the property or  

(2) While residing under Government orders in Government 
quarters. (I.R.C. § 121(d)(9)(C)(i) )  

(3) In other words, qualified official extended duty is any 
period of extended duty by a member of the uniformed 
services, or the U.S. Foreign Service while serving at a 
place of duty at least 50 miles away from the taxpayer’s 
principal residence or under orders compelling residence in 
Government furnished quarters. (Com Rept.)  

b. Extended duty.  

(1) For purposes of the suspension rule, extended duty is any 
period of active duty under a call or order to active duty for 
a period of more than 90 days or for an indefinite period.                                       
(I.R.C. § 121(d)(9)(C)(iv))  

(2) This definition of “extended duty” is the same as the 
definition of “extended active duty” that applied to special 
rules relating to the application of the rollover rules to 
members of the armed forces for sales and exchanges 
before May 7, 1997. Thus, regs relating to those pre-May 7, 
1997 transactions (Reg §1.1034-1(g)(5)), may provide 
guidance in interpreting the definition of extended duty.  

c. Uniformed services.  
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(1) For purposes of the suspension rule, uniformed services has 
the meaning given that term by 10 USCS 101(a)(5), as in 
effect on Nov. 11, 2003. (I.R.C. § 121(d)(9)(C)(ii) ) Thus, 
uniformed services include the:  

(a) Armed forces (the Army, Navy, Air Force, Marine 
Corps, and Coast Guard);  

(b) Commissioned corps of the National Oceanic and 
Atmospheric Administration; and   

(c) Commissioned corps of the Public Health Service. 
(Com Rept.). 

(d) Although this definition of uniformed services 
doesn’t expressly include the Army National Guard 
or the Air National Guard, presumably individuals 
serving in those services are included in this 
definition. For example, 10 USCS 101(c)(3) defines 
the “Army National Guard” as the reserve 
component of the Army all of whose members are 
members of the Army National Guard. Similarly, 10 
USCS 101(c)(5) defines the “Air National Guard” 
as the reserve component of the Air Force, all of 
whose members are members of the Air National 
Guard.  

(e) Presumably, civilians working for the armed forces 
are not members of the armed forces for purposes of 
the suspension provision.  

5. How the suspension affects the reduced exclusion.  

a. The up to ten-year suspension also applies to the five-year period 
that applies for determining the amount of a reduced exclusion 
under I.R.C. § 121(c)(1)(B), (I.R.C. § 121(d)(9)(A)). 
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b. A sale of an individual’s principal residence would still have to 
meet the requirements for the reduced exclusion (i.e., the sale is by 
reason of a change of place of employment, health, or unforeseen 
circumstances).  

c. In most cases, a sale of a principal residence by an individual on 
qualified official extended duty (defined above) presumably would 
be considered a sale by reason of a change in place of employment 
and thus qualify for the reduced exclusion.  

 

 

 

 

 

 

 

 

 

 

Example:  D, a single member of the Marine Corps, buys a residence in California on Jan. 1, Year 
1, and uses it as his principal residence until Dec. 31, Year 1. On Jan, 1, Year 2, D goes on qualified 
official extended duty in Europe until Dec. 31, Year 8. While on qualified official extended duty, D 
sells his California residence for a gain of $300,000 on Jan. 2, Year 8. The sale of D’s California 
residence otherwise qualifies for a reduced exclusion as a sale by reason of a change in D’s place of 
employment.  

If D has elected to suspend the five-year period and otherwise qualifies for the reduced exclusion, D 
is eligible to exclude up to $125,000 of his gain (12/24 × $250,000) because during the relevant 
period, D owned and used the residence as a principal residence for one year (or twelve months). 

Example:  The facts are the same as in the illustration above except that D is on qualified official 
extended duty from Jan. 1, Year 2 until Dec. 31, Year 13. After his qualified official extended duty, 
D doesn’t live in the California residence. D sells the California residence on Dec. 31, Year 15.  

Under I.R.C. § 121(d)(9)(B) (see above), the maximum period of time that the five-year period can 
be suspended is ten years (i.e., until Dec. 31, Year 11). The five-year period (as suspended) for 
determining whether D is entitled to a reduced exclusion includes:  

... Jan. 1, Year 1 to Dec. 31, Year 1, and  

... Jan. 1, Year 12 to Dec. 31, Year 15.  

D is eligible to exclude up to $125,000 of his gain (12/24 × $250,000) because during the relevant 
five-year period, D owned and used the residence as a principal residence for one year (or twelve 
months).  
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PART B – RENTAL PROPERTY 

VIII. INTRODUCTION. 

Military taxpayers who rent houses report and net rental income and rental 
deductions/depreciation on Form 1040, Schedule E.  Rental expenses may offset rental income 
and other income (e.g., salary, interest, and dividends) when the taxpayer performs some 
management role.  In that case, the taxpayer-landlord may be able to deduct up to $25,000 of real 
estate rental losses from other income (taxpayer’s AGI must be less than $100,000). 

IX. RENTAL INCOME.  (I.R.C. § 61(a)(5)) 

A. Rental Income Is Included In Gross Income. 

1. Rent is a payment received (or constructively received) for the use and 
occupancy of property. 

2. Rental income includes advance payments of rent (amount received before 
the period it covers). 

3. If a security deposit is to be used as the last month’s rent, it is included as 
rental income in the year paid. If the landlord intends to return it to the 
tenant at the end of the lease, it is not included as income.  Generally, 
security deposits are not considered rent. 

4. Insurance proceeds for loss of rental income because of fire or other 
casualty are income. 

5. Payments by the tenant for canceling or modifying the lease are 
considered rental income when received. 

6. Rental income also includes expenses paid by a tenant (Treas. Reg. § 1.61-
8(c)).  Improvements made by a tenant are not income. 

7. If property or services are received as rent instead of cash, include the fair 
market value of the property or services as rental income. 
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B. Reporting Rental Income (Schedule E, Part I, line 3). 

1. Rental income is reported by cash basis taxpayers when received and by 
accrual basis taxpayers when due unless the rent is considered 
uncollectible. 

2. All rental income must be reported on Schedule E. 

3. If more than three rental properties, attach additional Schedule Es. 

4. Use Schedule E, Parts II - IV, to report income from estates, partnerships, 
S Corporations, trusts, and real estate mortgage investment conduits. 

X. RENTAL EXPENSES (I.R.C. § 62(a)(4); Treas. Reg. § 1.62(c)(8)). 

A. General Rule:  Deduct rental expenses in the year paid or incurred. 

B. Types of Rental Expenses. 

1. Advertising (Schedule E, line 5). 

2. Automobile and travel expenses to check on the property (Schedule E, line 
6). 

a. “Ordinary and necessary costs” incurred to collect rental income or 
to manage, conserve, or maintain the rental property. 

b. Includes actual costs of car, air, train, and bus fares. 

c. Instead of computing actual expenses, a taxpayer may deduct a 
standard mileage rate. 

3. Cleaning and maintenance expenses (Schedule E, line 7). 

4. Commissions paid to find tenants (Schedule E, line 8). 

5. Insurance (Schedule E, line 9). 

6. Legal and professional fees (Schedule E, line 10). 
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7. Management fees (Schedule E, line 11). 

8. Mortgage interest paid to banks, etc. (Schedule E, line 12).  Points paid on 
rental property must be prorated over the mortgage term (Moore v. 
Commissioner, T.C. Memo. 1994-503). 

9. Other interest (Schedule E, line 13). 

10. Repairs (Schedule E, line 14). 

a. Repairs are expenses to keep the property in good working order 
and are not capital improvements (e.g., repainting, fixing gutters or 
floors, plastering, replacing broken windows). 

b. Improvements are not deductible but must be added to the capital 
account and depreciated. 

(1) Improvements add to the value of the property, prolong its 
useful life, or adapt it to new uses. 

 

 

 

 

 

(2) Add the cost of improvements made before the property is 
rented to the basis of the property. 

c. Repairs may constitute improvements when they are undertaken as 
part of an extensive renovation plan. 

11. Supplies (Schedule E, line 15). 

12. Taxes (Schedule E, line 16). 

13. Utilities and fees for services provided tenants (Schedule E, line 17). 

Examples of improvements:  finishing a basement, paneling a room, adding a bathroom or 
other addition, rewiring or replumbing the house, paving the driveway, and putting on a new 
roof.   
 
However, Owners of rental property can expense the cost of a new roof.  After a tenant 
complained about damage to the unit caused by a roof leak, the landlord paid a contractor 
$8,000 to remove and resurface the roof.  
The re-roofing is a deductible repair, the Tax Court decides.  No structural changes were 
made to the roof, which was merely restored to its previous leak-free condition (Campbell, 
TC Summ. Op. 2002-117). 



 M-49 Federal Income Tax Law 
  Last Revised:  1/25/2019 

14. Other.  Ordinary and necessary expenses.  I.R.C. § 162. 

C. Dividing Expense Deductions Between Personal and Rental Use. 

1. If part of a dwelling is rented, the expenses must be prorated between the 
personal expenses and the rental expenses.  Expenses which only relate to 
the rental activity need not be prorated. 

a. Any reasonable method of prorating expenses may be used. 

b. Some of the personal expenses (interest and taxes) may still be 
deductible as an itemized deduction on Schedule A. 

2. If the property is converted during the tax year to rental (or back to 
personal) use, allocate the expenses based on the number of months used 
for rental purposes. 

D. Vacation Properties (I.R.C. § 280A). 

1. If a taxpayer uses a dwelling unit as a residence, limits apply to the 
deductions that can be claimed. 

2. To constitute use as a residence, the property must be subject to personal 
use for a period of more than 14 days or 10 percent of the period the 
property is actually rented out, whichever is greater. 

3. Personal use includes use by anyone who has an interest in the property or 
their family members, unless fair market rental is paid. 

a. Any use for less than fair rental value is personal use. 

b. Use by one who permits the owner to use another property is 
personal use. 

c. Shared equity arrangements are an exception to the personal use 
rules. 

4. Exceptions to the limitations. 



 M-50 Federal Income Tax Law 
  Last Revised:  1/25/2019 

a. If the property is rented for fewer than 15 days, and is used as a 
residence, none of the rental expenses are deductible on Schedule 
E.  All interest, taxes, and casualty losses will be deductible, if at 
all, as itemized deductions on Schedule A.  However, neither is the 
rent included in gross income. (I.R.C. § 280A(g)). 

b. If the property is used as a principal residence, either before or 
after the rental period, the days occupied as a primary residence 
may not be counted as personal use. 

5. If the taxpayer has used the dwelling unit and rented it, the expenses must 
be divided between rental use (Schedule E) and personal use (Schedule 
A). 

6. Limitations on deductions (Schedule E).  If property has been used as a 
residence during the rental period, the taxpayer can only deduct rental 
expenses in the following order: 

a. Interest, taxes, and casualty losses that are allocable to the rental 
use (these expenses are always deductible in full). 

b. Operating and maintenance expenses, other than depreciation, are 
next deducted, but only to the extent that rental income exceeds the 
deductions in item a., above. 

c. Depreciation deductions are allowed only to the extent that rental 
income exceeds the deductions in items a. and b., above. 
 
 
 
 

XI. DEPRECIATION (see IRS Pub. 527, Residential Rental Property & IRS Pub 946, How 
to Depreciate Property). 

A. Determining Depreciation.  How much depreciation can be deducted is 
determined mainly by: 

1. Basis in the property; and 

2. Recovery period for the property. 

NOTE:  These ordering rules apply only to dual use property, i.e., property used 
alternatively for personal and rental use.  This does not apply to property fully converted 
from personal to rental use. 
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B. What Can Be Depreciated? 

1. Real property other than land. 

2. Personal property. 

3. Property that meets all three of the following conditions: 

a. Used in business or held for the production of income; 

b. Has a determinable useful life longer than one year; and 

c. Is something that wears out, gets used up, decays, becomes 
obsolete, or loses value from natural causes. 

C. Basis for Depreciation. 

1. The basis of property held for rent is generally its cost, minus the value of 
land. 

2. If property originally used for personal use is converted, basis is the lower 
of adjusted basis or fair market value on the date of conversion. 

3. Depreciation will be disallowed if basis cannot be proved. 

4. Total depreciation claimed must not exceed the depreciable basis of the 
property. 

5. Deducting depreciation is not an election: allowable depreciation not 
deducted is lost and will reduce the basis at time of sale.  (I.R.C. § 
1016(a)(2)). 

D. Methods of Depreciation. 

1. Property placed in service before 1981 could be depreciated under several 
methods. 

a. Straight line. 

b. Declining balance method. 
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2. Property “placed in service” after 1980, but before 1987, must be 
depreciated using the Accelerated Cost Recovery System (ACRS). 

a. If taxpayer used the property (or a relative owned it) before 1981, 
and converted it to rental property after 1980, the ACRS system 
cannot be used. 

b. ACRS allows rapid recovery of an asset cost using fixed recovery 
schedules over prescribed periods. 

(1) No need to estimate useful life. 

(2) Salvage value need not be estimated. 

c. Recovery periods for property placed in service before 1987: 

(1) 3-Year Property:  Includes personal property with a 
midpoint class life of 4 years or less (automobiles, light 
trucks). 

(2) 5-Year Property:  Personal property that is not 3-, 10-, or 
15-year property (includes most office equipment like 
computers, as well as office furniture). 

(3) 15-year property:  Real property placed in service between 
December 31, 1980 and March 16, 1984. 

(4) 18-Year Property:  Real property placed in service after 
March 15, 1984 and before May 9, 1985. 

(5) 19-Year Property:  Real property placed in service after 
May 8, 1985, but before 1 January 1987.  Those who place 
real property in service after 31 July 1986 may elect a 
modified ACRS under the Tax Reform Act of 1986. 

3. Modified Accelerated Cost Recovery System (MACRS) I.R.C. § 168 (see 
Appendix B, Figuring MACRS Depreciation). 

a. The Tax Reform Act of 1986 modified the ACRS system for all 
property “placed in service” after 31 December 1986. 
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(1) Property used as a home prior to 1986 and converted after 
1986 must be depreciated under MACRS. 

(2) Taxpayers may elect to have a modified ACRS system 
apply to property placed in service after 31 July 1986 but 
before 31 December 1986. 

b. MACRS provides two systems for depreciating property. 

(1) General Depreciation System.  GDS property is assigned a 
certain recovery period (i.e., 3, 5, or 7 years) and uses two 
methods of depreciation--declining balance (accelerated 
depreciation) and straight line (constant depreciation). 

(2) Alternative Depreciation System.  ADS property is 
assigned a certain recovery period (usually longer than the 
GDS method) and is depreciated using the straight-line 
method.  A taxpayer may elect to use this method. 

c. To figure the MACRS deduction, the taxpayer must know the 
following about the property: 

(1) Its recovery period (and the applicable convention); 

(2) Its placed-in-service date; and 

(3) Its depreciable basis. 

d. Recovery Periods Under MACRS. 

(1) The 3-, 5-, 10-, and 15-year recovery classes under ACRS 
are retained.  Cars are shifted from 3- to 5-year class. 

(2) Nonresidential real property. This class includes any real 
property with a class life of 27.5 years or more that is not 
residential rental property.  This property is depreciated 
over 39 years. 

(3) Residential real property.  This class includes any real 
property that is a rental building or structure for which 80% 
or more of the gross rental income for the tax year is rental 
income from dwelling units.  If any part of the building or 



 M-54 Federal Income Tax Law 
  Last Revised:  1/25/2019 

structure is occupied by the taxpayer, the gross rental 
income includes the fair rental value of the part the 
taxpayer occupies. 

(a) This property is depreciated over 27.5 years under 
the GDS method. 

(b) This property is depreciated over 40 years using the 
ADS method. 

e. Residential and nonresidential property must be depreciated using 
the straight-line method. 

f. All residential real property placed in service is treated as placed in 
service on the midpoint of that month (mid-month convention).  
All other property is treated as being placed in service in the 
middle of the year. 

g. Depreciation can begin when the property is placed in service.  
“Placed in service” for a rental property means when the property 
is ready and available for a specific use in that activity. 

4. The depreciation deduction for each year of the recovery period is figured 
by applying a certain depreciation method (e.g. straight line or declining 
balance) to the property’s adjusted basis.  The taxpayer can calculate this 
manually or use tables provided by the IRS (see IRS Pub. 946, How to 
Depreciate Property, Percentage Tables). 

a. The adjusted basis does not include the value of land. 

b. The percentage of depreciation used each year varies with the 
property’s recovery period and the method of depreciation used 
(e.g., straight line or declining balance).  In the first year, the 
percentage also varies with the applicable convention (e.g., mid-
month or half-year). 

c. The percentages in the tables are applied to the adjusted basis of 
the property each year of the recovery period. 

(1) For the purpose of computing the annual deduction, the 
taxpayer does not reduce the adjusted basis by the amount 
of depreciation taken in prior years. 
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(2) For the purpose of computing gain or loss on the sale of the 
property, the taxpayer must reduce the adjusted basis by the 
amount of depreciation taken in prior years. 

5. Depreciation deduction for improvements. 

a. The period for computing depreciation begins on the date in which 
the addition or improvement is placed in service. 

b. Example.  Colonel Jones owns rental property in Washington, D.C. 
and has been depreciating the property since 1984 under ACRS.  In 
2006, he adds an addition.  He must depreciate the addition under 
the MACRS system (residential real property class). 

6. If the property is disposed of before being completely depreciated, 
depreciation for the final year can only be taken for the number of months 
in service during the year of sale. 

7. Figure depreciation on Form 4562, and transfer the result to the 
appropriate form, normally Schedule E (or Schedule C if a business).  
Refer to Pub. 946 for additional guidance.  A taxpayer need not complete 
Form 4562 if the only depreciation claimed is for property placed in 
service prior to the current tax year–enter this depreciation directly on 
Schedule E. 

XII. PASSIVE LOSS LIMITATIONS (I.R.C. § 469). 

A. General Rules. 

1. Individuals cannot offset income, other than income from passive 
activities, with losses from passive activities. 

2. A passive activity is any activity involving the conduct of any trade or 
business in which the taxpayer does not materially participate. 

a. Material participation requires regular, continuous, and substantial 
involvement. 

b. Passive activities include most limited partnerships and all rental 
activities regardless of material participation. 



 M-56 Federal Income Tax Law 
  Last Revised:  1/25/2019 

3. Net passive activity losses and passive activity credits are disallowed but 
may be carried forward to next tax year.  All passive activity losses (not 
credits) that have accumulated will be allowed in year property is disposed 
(I.R.C. § 469(g)). 

B. Losses From Rental Real Estate. 

1. A special rule allows a $25,000 offset of nonpassive income ($12,500 for 
married couples who lived apart for the entire year filing separately) for 
rental real estate activity losses. 

2. To constitute non-passive income, the taxpayer must “actively participate” 
in the rental activity. 

a. Not the same standard as material participation. 

b. Satisfied if taxpayer participates in significant and bona fide sense, 
e.g., approves lease terms, tenants, and repair decisions. 

3. Ownership limitation:  taxpayer must own at least a 10% interest. 

4. Taxpayer must have a modified Adjusted Gross Income (AGI) less than 
$150,000.  The special $25,000 offset is phased out by 50% of the amount 
that modified AGI exceeds $100,000.  No loss is allowed when the 
modified AGI exceeds $150,000. 

 
If modified AGI is-- 

 
Loss allowance limit is-- 

 
Up to $100,000 

 
$25,000 

 
110,000 

 
20,000 

 
120,000 

 
15,000 

 
130,000 10,000 

 
140,000 

 
5,000 

 
150,000 or more 

 
0 

 
5. Passive activity losses and credits are computed on Form 8582, Passive 

Activity Loss Limitations.  Taxpayers do not have to complete and file 
Form 8582 if: 

a. Losses are only from rental activities. 
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b. There are no credits with the rental activities. 

c. Taxpayer actively participated in the rental activity. 

d. There are no losses or credits from any other passive activity. 

e. Total losses from rental real estate activity are less than $25,000. 

f. Modified adjusted gross income is less than $100,000. 

g. Taxpayer lived apart from spouse for entire tax year if married 
filing separate returns are filed. 

6. Enter the amount of deductible real estate loss on Schedule E, line 23. 

C. At-Risk Rules. 

1. The at-risk rules have been extended to the holders of real estate placed in 
service after 1986. 

2. Under these rules, any loss from an activity is allowed only to the extent 
of the total amount a taxpayer has at risk in the property (e.g., to the extent 
of the adjusted basis). 

XIII. CONCLUSION 
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APPENDIX A 
 

INCLUDIBLE ADJUSTMENTS TO TAX BASIS OF PERSONAL RESIDENCE 
 

INSIDE ADDITIONS & IMPROVEMENTS 
 

Accessories & equipment: 
Bathrooms- 
    Bathtub sliding doors 
    Medicine cabinet 
    Mirrors 
    Shower cabinet 
    Shower controls 
    Towel racks 
    Tub 
    Tub hanger 
    Unit heater 
Kitchen- 
    Counter tops 
    Dishwasher 
    Drainboards 
    Food freezer 
    Garbage disposal 
    Range 
    Range hood 
    Refrigerator 
    Sinks 
    Ventilator 
Laundry- 
    Dryer 
    Hot plate for boiling 
      clothes 
    Linen chute 
    Sink 
    Sorting counter 
    Supply cabinets 
    Tubs 
    Ventilator 
    Washing machine 
Acquisition costs 
Appraisal fees 
Broker’s commission 
Closing costs 
Legal fees 
Recording of deed/mortgage 

Survey costs 
Title search & insurance 
Bookcases & other built-in 
  furniture 
Cabinets, closet shelves, etc. 
Carpeting and padding 
Ceilings (acoustical) 
Closets 
Communication: 
   Call bells or chimes 
   Fire or burglar alarm system 
   Intercommunication system 
Conversion of basement or 
  attic into living space 
Cupboards 
Fireplace mantel 
Flooring-wood, tile, etc. 
Inside walls: 
  Altering and plastering 
  Wall tiles 
  Wood paneling 
Insulation: 
  Ceilings 
  Floors 
  Pipe and duct 
  Roof 
  Walls 
Linoleum 
Mechanical equipment: 
  Electricity & lighting- 
    Circuit breakers 
    Fuse boxes 
    Lightning rods 
    TV antenna and wiring 
  Hardware, fixtures & locks- 
    For cabinets & closets 
    For curtains and drapes 
    For doors 
    For windows 
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    Lighting fixtures 
  Heating & air conditioning- 
    Air conditioning 
    Attic fan 
    Boiler 
    Circulating system 
    Cooling equipment 
    Fireplace heater 
    Furnace 
    Hot water heater 

    Radiators & valves 
    Space heater 
    Warm air grills/registers 
  Plumbing and sanitation- 
    Cold water pipe 
    Copper tubing 
    Floor drains 
    Grease traps 
    Hot water pipe 

    Hot water tank 
    Pumps 
    Septic system 
    Sump pump 
    Traps 
    Vent pipe 
    Water supply system 
  Miscellaneous items- 
    Dumbwaiter 
    Garbage disposal 
  Other equipment- 
    Fireplace equipment 
    Mirrors 
    Workshop equipment 

Radiator covers 
Replacement or addition to 
  stairs 
Room dividers/partitions 
Ventilators 
Window seats 
Windows: 
  Mini-blinds 
  Replacement screens 
  Storm sash 
  Venetian blinds 
  Weather Stripping 
  Window shades
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OUTSIDE ADDITIONS & IMPROVEMENTS 
 

 
Additional acreage or lots 
Additions to buildings: 
  Aluminum siding 
  Breezeway 
  Garage 
  Porch 
  Wings 
  Work shed or other outside 
    buildings 
Barbecue pit 
Bird bath 
Cement staircase 
Clothes dryers 
Driveway: 
  Blacktopping/paving 
  Gravel 
Electrical outlets 
Fences and gates 
Garden and grounds: 
  Fertilizers & conditioners 
  Grading 
  Grass seed 
  Lawn sprinkler system 
  Plants, bulbs, seed 
  Rototill soil 
  Shrubs, bushes, vines 
  Topsoil and fill 
  Trees 
  Trellis 
  Water well and pump 
Gutters, leaders, drainpipes 
  and dry wells 
Lamppost 
Mailbox 
Pathways 
Play yard 
Retaining walls 
Roofing additions or replacements 
Screens and screen doors 
Septic tank or cesspool 
Sewers and connection 
Storm doors 

Surveying of property 
Swimming pool 
Telephone outlets 
Termite proofing 
Terraces and patios 
Walks 
Waste-collecting & burning equip 
Waterproofing



 M-61 Federal Income Tax Law 
  Last Revised:  1/25/2019 

APPENDIX B 
 

Figuring MACRS Depreciation 
 
The Residential Rental Property (27.5-year) Table below gives the percentages for rental residential 
real property placed in service after 1986.  It provides the percentage for the year placed in service, 
years of ownership and the disposed of. 
 
To use the table, find the month that the property was placed in service or disposed of.  To determine 
the depreciation deduction, multiply the percentage listed for that month by the depreciable basis.  
Special rules govern the use of the table (e.g., the rates must be applied to the taxpayer’s unadjusted 
basis; for more information, see IRS Publication 946, How to Depreciate Property). 
 

 
Example:  T purchased a single-family rental house and placed it in service on 1 
February.  T’s basis in the house was $80,000.  Using the percentage from the second 
column, year 1 column of the table, T computes her depreciation deduction by 
multiplying $80,000 by .03182 ($2,546). 

 
 
Residential Rental Property  
Method: Straight Line 
Convention: Mid - Month 
Recovery Period: 27.5-year 

The month in the 1st recovery year the property is placed in service. 
 

Year 
 

Jan 
 
Feb 

 
Mar 

 
Apr 

 
May 

 
Jun 

 
Jul 

 
Aug 

 
Sep 

 
Oct 

 
Nov 

 
Dec 

 
1 

 
3.485 

 
3.182 

 

 
2.879 

 
2.576 

 
2.273 

 
1.970 

 
1.667 

 
1.364 

 

 
1.061 

 
.758 

 
.455 

 
.152 

 
2 – 9, 11, 

13 

 
3.636% 

 
10, 12, 

14 

 
3.637% 

 
Additions or Improvements to Property 

 
Figure the depreciation deduction for any additions or improvements to any property as if the 

property was placed in service at the same time the addition or improvement was made.  
Improvements or additions added to residential rental property are depreciated using the same table.  
Keep a separate deprecation schedule for each improvement or addition.  Use the column for the 
month of taxable year the improvement or addition was completed. 
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Reporting Depreciation 

 
Taxpayer, who reports rental income on Schedule E, must use Form 4562 for property placed 

in service in the current year.  If the taxpayer placed all depreciable property in service before the 
current tax year, the taxpayer enters depreciation deduction directly on Schedule E.  If taxpayer 
incurred a rental loss, taxpayer’s deduction for depreciation and other expenses may have to be 
included on Form 8582 to determine net passive activity income or loss. 

 
Depreciation In The Year Of Disposition 

 
From Pub. 946. 
 
If the taxpayer disposes of residential rental or nonresidential real property, base the depreciation 
deduction for the year of disposition on the number of months in the year of disposal that the 
property was in service.  Under the mid-month convention, treat property disposed of anytime 
during a month as disposed of in the middle of that month.  Count the month of disposition as half a 
month of service. 
 
Determine the amount of depreciation to claim by determining the depreciation for the year and then 
multiplying by a fraction.  The numerator of the fraction is the number of months (including partial 
months) in the year that the property is considered in service.  The denominator is 12. 
 
 
Example.  On July 2, Current year minus one, the taxpayer purchased and placed in service 
residential rental property.  The property cost $100,000, not including the cost of land.  He files his 
tax return based on the calendar year.  He calculated deprecation using the MACRS depreciation 
tables.  He sold the property on March 2, Current year.  The depreciation for the current full tax 
year is $3,636.  This is $100,000 multiplied by .03636 (the percentage for years 2 through 9 from 
the MACRS depreciation table).  Then apply the mid-month convention for the 2 1/2 months of use 
in 2000.  Multiply $3,636 by 2.5 and divide by 12 to get the 2000 depreciation deduction of 
$757.50. 
 
 
From instructions to Form 4562. 
 
Determine the deprecation rate as follows: 
 

1. For Straight-Line depreciation (residential rental property), divide 1.00 by the remaining 
number of years in the recovery period as the beginning of the years of disposition (but not 
less than one).  For example if there are 6 ½ years remaining in the recovery period as the 
beginning of the year of disposition, divide 1.00 by 6.5 for a rate of 15.38%. 
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2. Multiply the percentage rate determined in Step 1 by the property’s unrecovered basis (basis 
for depreciation (as defined in column (c) of Part II of Form 4562) reduced by all prior 
year’s depreciation). 

 
3. Multiply the result from step 2 by the applicable decimal for the table below. 

 
Month Placed In Service 

Month 1st 2nd 3rd 4th 5th 6th 7th 8th 9th 10th 11th 12th 
Percentage 0.0417 0.1250 0.2083 0.2917 0.3750 0.4583 0.5417 0.6250 0.7083 0.7917 0.8750 0.9583 

 
 
Example.  On July 2, Current Year minus 2, the taxpayer purchased and placed in service residential 
rental property.  The property cost $100,000, not including the cost of land.  He files his tax return 
based on the calendar year.  He calculated deprecation using the MACRS depreciation tables.  He 
sold the property on March 2, 2000.   
 
 In current year minus 2, the taxpayer takes $1,667 in depreciation.  This is determined by 
multiply the $100,000 depreciable basis by 1.667% factor taken from the MACRS depreciation table.   
 
 In current year minus 1, the taxpayer takes $3,636 in depreciation.  This is determined by 
multiply the $100,000 depreciable basis by 1.667% factor taken from the MACRS depreciation table.   
 
 In current year, the taxpayer takes $773.20 in depreciation calculated as follows: 
 
 First:  Divide 1.00 by the remaining years in the recovery period as the beginning of the 
years of disposition.  At the beginning of 2000, the taxpayer had depreciated the property for 2 
years and, therefore, had 25.5 years of his 27.5-year recovery period remaining.  For this example, 
divide 1.00 by 25.5 for a rate of 3.92%. 
 
 Second:  Multiply the percentage rate determined in Step 1 (3.92%) by the property’s 
unrecovered basis.  This is the basis for depreciation reduced by all prior year’s depreciation.  The 
taxpayer’s depreciable basis is $100,000.  Through deprecation, he recovered $1,667 of this basis in 
1998 and another $3,636 in 1999, for a total of $5,303.  Reduce the depreciable basis of $100,000 
by $5,303 to $94,697 and multiply this 3.92% for a sum $3,712. 
 
 Third:  Multiply by the factor provided in the above table for the month of disposition – 
March - $3,712 X 0.2083 = $773.20 
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Alternate Suggestion. 
 
Turn to the MACRS depreciation table for the year the property is placed in service.  Remember 
this table applies the Mid-Month convention to the number of months that the property is used for 
rental property in the year it is placed in service.  Use the table in reverse.  If the property is sold in 
March, it was used as rental property for 3-months under the Mid-Month convention.  This is 
equivalent to placing the property in service in October.  Find the multiple for October – 0.758% - 
and multiply this by the depreciable basis. 
 
 
Example.  On July 2, current year minus two, the taxpayer purchased and placed in service 
residential rental property.  The property cost $100,000, not including the cost of land.  He files his 
tax return based on the calendar year.  He calculated deprecation using the MACRS depreciation 
tables.  He sold the property on March 2, current year.  For the current year, multiply the $100,000 
multiplied by 0.758% (the percentage for October in the year the property is placed in service).  
This results in $758 depreciation for the year of disposition.  
 
 
Observation.  All three methods produce approximately the same depreciation for the property in 
the years of disposition.  The first method 1 (Pub 946) and the third method (Alternate Suggestion) 
produce the same result.  The second result (Instructions to Form 4562) is the most complex and 
most closely approximates the code.  You may use whichever of these methods you choose. 
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APPENDIX C 
 

Understanding 
 

Your 
 

Settlement Statement 
 
 

Part 1 in the series: Buying Your Home 
By Keith D. Hempstead, Attorney At Law 
 
Note:  The author is a U.S. Army Reserve Judge Advocate.  He has posted this brochure to the 
JAGCNet. 

 
The settlement statement is one of the first documents you will encounter at a real estate closing 
ceremony for either the purchase of a home or the refinance of a mortgage.  It is arguably the most 
complicated document of the closing and the 45 minutes of an average closing, in which the borrower 
will sign this document and dozens of others, is not enough time to thoroughly acquaint yourself with 
its particulars.  This booklet will demystify the settlement statement.  It is meant as a guide that can 
be consulted when you preview or review your settlement statement or to prepare you for what to 
expect when you go to a closing. 
 
The settlement statement, henceforth called the HUD-1, is a two-page document.  The page that is of 
most concern to borrowers and sellers is the first page, marked A on the top left hand corner.  This 
page explains how much money the borrower will have to bring to the closing and how much money 
the seller will receive after all of his expenses are paid for.  These dollar amounts are listed on lines 
303 and 603, respectively.  To get to these amounts requires that the reader start on the second page 
of the document marked L on the top left hand corner.  The first thing that you will notice is that the 
second page has two columns.  The outer column includes costs that are expenses or charges to be 
paid by the seller.  If the transaction is a refinance then this column will not be used.  The inner 
column includes costs that are expenses or charges to be paid by the buyer.  On occasion expenses 
are paid before the closing but must still be reflected on the settlement statement.  For these items the 
acronym “POC” (paid outside of closing) is used.  The attorney or settlement agent who prepared the 
HUD-1 must list the cost of the service that is POC outside and to the left of the columns.  On other 
occasions, as stipulated by the “offer to purchase contract” or some other agreement, charges will be 
split between the buyer and the seller.  For example, the buyer and seller may agree to split the cost 
of the appraisal, Line 803.  The buyer’s column may be charged $150.00, while the seller’s column 
may be charged $200.00.  The settlement agent/closing attorney will be responsible for paying the 
appraiser the full amount he is due. 
 
Throughout this pamphlet we will assume that the HUD-1 is being used for the purchase of a home. 
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The 700 Section - Real Estate Broker Commissions 
 
This is a seller expense usually.  The real estate broker or agent earns his income by charging a 
commission, based upon the sales price of the home.  Standard commissions are 5% to 6% in North 
Carolina.  It varies according to the locality and your particular situation. 
 
Line 700 must list the sales price and the percentage commission.  These figures will determine the 
commission amount on lines 701 and 702.  Line 701 will be the commission for the listing agent.  If 
there is only one broker involved then Line 701 will list the full commission and the name of the 
broker’s agency; Line 702 will be blank.  If the borrower is represented by a broker then the 
commission is usually split and the borrower’s broker commission will be on Line 702.  Make sure 
that the commissions go to an agency and not the individual agent unless he is working as owner of 
his own agency.  Line 703 will be the first dollar amount listed in the columns labeled as “Paid from 
Seller’s Funds at Settlement”.  Even though the borrower will be represented by her own agent this 
commission is traditionally still paid by the seller. 
 
Prior to the closing you more than likely wrote a check for an earnest money deposit to show good 
faith.  This deposit was kept by the listing agent or the closing agent/closing attorney.  These funds 
must be accounted for on the HUD-1 and are listed on Line 704 if the funds were retained by the 
listing agent.  In this common scenario the listing agent will keep the money and have this amount 
netted from the check for his real estate commission listed on Line 701.  On other occasions the listing 
agent will bring the check to the closing and the closing agent/closing attorney will simply list it as 
part of the funds brought to the closing by the borrower.  If the closing agent/closing attorney kept 
the funds in an escrow account, then she will count the funds as part of those required by the borrower 
to complete the closing.  
 
The 800 Section - Lender Fees 
 
Consult with your accountant or tax preparer about some of these 800 series entries.  You will be 
pleasantly surprised to know that some of these amounts are tax deductible, a reason to keep a copy 
of your HUD-1 and other important closing papers in your permanent files. 
 
Line 801 is for Loan origination fee.  This is a one-time setup fee charged by the lender.  It is a 
percentage of the loan i.e. a $150,000 loan might have a loan origination fee of $1,500.00 or one 
percent.  Most loans have loan origination fees that are at one percent or lower.  You will find higher 
percentages in instances where people find it harder to qualify for a loan.  You will sometimes hear 
this fee referred to as points. 
 
Line 802 is Loan Discount.  These too are points and are a percentage of the loan.  These are 
sometimes paid in order to gain a lower interest rate or qualify for a loan.  This column is not always 
used, but Line 801 will almost certainly be used in every closing.  Points are generally fully deductible 
on your federal tax return in the year you paid them (or even when the seller agrees to pay them) 
when buying your principal home.  On a loan on a second home, or a home equity loan, the points 
must be amortized over the life of the loan. 
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Line 803 covers the cost of the appraisal of the property you are purchasing.  An appraisal is an 
opinion of value rendered by an expert who compares the property to similar properties in the 
community.  If a copy of the appraisal is not presented to you during the closing you have a right to 
demand a copy of it, after all you paid for it! 
 
Line 804, Credit report, is the cost of the lender ordering a credit history of the borrower.  The history 
is based upon your past experiences in paying installment loans.  It is essential to getting loan 
approval.  Increasingly, lenders are using more than the standard credit report that consumers often 
order from major credit reporting companies such as Experian, Equifax and TransUnion.  Lenders 
use reports that have credit averages that based upon their criteria will determine whether they will 
lend money and how much.  The credit averages contain information on how many times a borrower 
has been late in making payments and by how many days.  Have your lender explain this to you in 
more detail. 
 
Line 805.  Especially in the event of new construction a lender will not release funds to the borrower 
to complete an additional stage of the home construction until the structure has passed certain 
structural inspections.  Sometimes the inspection is done by a loan officer. 
 
Line 806.  Mortgage insurance is a premium that is paid by the borrower but only serves to protect 
the lender in the event the borrower defaults on the loan.  Independent companies issue mortgage 
insurance policies.  The existence of the policy assures the lender that it will not lose on its investment 
and encourages the lender to lend more money to the borrower.  Mortgage insurance is not paid over 
the life of the loan, but until the principal balance of your loan reaches 78% of the original value of 
the property.  It automatically terminates at that point, but the borrower can request mortgage 
insurance cancellation when the principal balance actually reaches 80% of the original value of the 
property.  This is contingent upon having a good payment history and other criteria.  By law your 
lender must notify you when you have reached these points.  If you have a balloon loan, however, 
you may never reach the point during the life of the loan where the principal balance reaches 80% or 
78% of the original value of the property. 
 
Line 807.  Assumption Fees are charged by lenders to pay for paperwork involved in processing 
records for a new buyer assuming an existing loan.  When an assumption occurs the buyer agrees to 
take on the liability under an existing promissory note secured by a deed of trust.  The lender must 
approve the new debtor in order to release the existing debtor from liability. 
 
Lines 808 to 815.  Over the years lenders have added new charges associated with loans.  These 
additional lines are meant to accommodate these charges.  Rarely will all of these lines be used in a 
closing.  Some typical line items would include courier expenses incurred by the lender, underwriting 
fees, mortgage  broker fees and buydown fees. 
 
The 900 Section - Interim Interest and Insurance Premiums 
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Line 901.  Line 901 is for the interest that is paid up front at the closing that covers the day of the 
closing up to the first of the next month, usually.  When a homeowner makes his monthly mortgage 
payment she is paying for the previous month, not the upcoming month as when a renter pays.  For 
example, suppose you purchase your home on March 15.  Your first mortgage payment will be on 
May 1.  That mortgage payment covers the month of April.  In the meantime the period from March 
15 to April 1 must be taken care of, after all, the lender is not going to give you money interest free 
for those 16 days is he? Interim interest is required because everyone does not conveniently close on 
the first of the month.  And now you know why so many closings occur near the end of the month - 
to save money - less interim interest to have to worry about. 
 
Line 902.  We have already discussed mortgage insurance (see Line 806).  This line is for the payment 
of one year’s mortgage insurance.  It is often listed simply as MIP. 
 
Line 903.  Hazard insurance is known by most people in the world as homeowner’s insurance.  This 
is where the premium for a year’s insurance is listed.  The insurance protects the buyer in the event 
of catastrophes like a fire or a tornado.  It does not cover flooding.  Lenders require that you purchase 
hazard insurance, but it is up to you to decide where to get the policy. 
 
Line 904.  If your home is in an area where flood insurance is required the premium will be listed on 
this line. 
 
The 1000 Section - Reserves or Escrows 
 
In the first few years of your mortgage the lender will require that your monthly payments also include 
payments for necessary insurance premiums that protect the home, taxes and assessments.  The lender 
pays the amounts when required.  In addition, the lender requires that a portion of these funds be paid 
in advance.  This gives the lender assurance that these important expenses are taken care of.  All of 
the line items from 1001 to 1007 are self-explanatory.  The amounts, however are not.  You will see 
that each column is listed with the item description, such as “city property taxes” followed by a 
number of months x a monthly dollar value per month.  The lender provides the number of months it 
wants collected of the particular item.  The closing agent simply takes the annual amount and divides 
it by 12 to get the monthly value.  The number of months times the monthly value is listed in the 
finance charges columns. 
 
Line 1008 - Aggregate Accounting Adjustment.  Before this line item was created several years ago 
there was a perception that lenders were requiring borrowers to place more money than was necessary 
in escrow accounts.  The adjustment involves a projection of the anticipated activity during the first 
year of the escrow account.  “At no time, throughout that first year, is the escrow account to total 
more than an amount needed to cover escrowed expenses plus a two month cushion.” The adjustment 
will always be zero or a negative number. 
 
The 1100 Section - Settlement Agent Fees 
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These are the costs attributed to the closing agent for his services, including conducting a title search 
of the property, preparing documents such as the deed, lien waiver, deed of trust, promissory note and 
powers of attorney if necessary.  These fees should be known well in advance by the borrower. 
 
Line 1108.  Title insurance protects the borrower and lender against hidden risks which a title 
examiner might have failed to discover or could never have uncovered, such as forgery, incorrect 
indexing of records, clerical errors in recording legal documents, etc.  Title insurance is fairly 
inexpensive, costing $2.00 per $1,000.00 of value, so a $150,000.00 home will require a title policy 
costing $300.00.  Unlike hazard insurance (lines 903 and 1001), title insurance is a one-time fee.  
Lenders will often require that the borrower purchase a policy.  Line 1109 will show the lender’s 
coverage, which is the amount of the loan.  Line 1110 will show the owner’s coverage, which is 
usually the purchase price of the home. 
 
 
The 1200 Section - Government Recording and Transfer Charges 
 
These fees may be paid by you or by the seller, depending upon your agreement of sale with the seller.  
The buyer usually pays the fees for legally recording the new deed and mortgage (Line 1201).  City, 
county and/or state tax stamps may have to be purchased as well. 
 
Line 1203.  In North Carolina the seller normally pays for state tax stamps.  These are paid by the 
closing agent upon recording at the register of deeds office.  The rate is $1.00 per $500.00 of value 
of the cost of the purchase.  For example, a $75,000.00 home would require taxes of $150.00 (75,000 
divided by 500). 
 
The 1300 Section - Additional Settlement Charges 
 
This is a miscellaneous section that covers costs that don’t readily fit into the categories already 
mentioned.  These lines may or may not be filled out.  Also realize that some closing agents will use 
the other blank lines in the 800 section and 1100 section for additional charges. 
 
Line 1301.  The lender may require that a survey be done for the property that will be purchased.  
This is a protection to the buyer and seller.  Usually this is paid by the buyer.  You will be entitled to 
copies of the survey and the surveyor’s report. 
 
Line 1302.  Pest inspections cover the costs of having a termite or other pest infestation reports done 
of the home.  This is typically a buyer cost and is required by most lenders. 
 
Line 1400 - Total Settlement Charges  
 
The sum of all fees in the borrower and seller’s columns is placed here.  These figures are transferred 
to page one of the HUD-1 on lines 103 and 502, respectively. 
 
PAGE 1 
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The first page of the HUD-1 summarizes all the costs and adjustments for the borrower and seller.  
Section J is the summary of the borrower’s transaction and Section K is the summary of the seller’s 
side of the transaction.  Since this brochure is primarily for the buyer we will not focus much on the 
right side of the HUD-1 which is Section K.  
 
The 100 Section - Summary of Borrower’s Costs 
 
Section 100 summarizes the borrower’s costs, such as the contract cost of the house, any personal 
property being purchased, and the total settlement charges owed by the borrower from Section L. 
 
Line 101.  This will list the contract sales price as agreed upon in your offer to purchase. 
 
Line 102.  Are you purchasing more than the house? The land and the house is called real property.  
That is what you contracted to purchase.  Sometimes the seller will sell other items in the house such 
as a satellite dish, refrigerator, stove, above ground pool.  These are things which can be relatively 
easy to move and are called personal property.  The cost of these items would be listed here. 
 
Line 120. The items on lines 101, 102 and 103 (which is also Line 1400), are totaled to come up with 
the figure on Line 120. For the moment we will leave “adjustments for items paid by seller in 
advance” for later. 
 
The 200 Section - Amounts Paid By or in Behalf of Borrower 
 
Line 201. The borrower normally has paid to the real estate agent or the settlement agent money 
which represents good faith that she will go through with the purchase of the home. This money is 
counted toward the purchase price and is subtracted from the amount listed on Line 120. 
 
Line 202.  This is the full amount that the home buyer is borrowing from the lender. This too is 
subtracted from the amount listed on Line 120. 
 
Line 203.  In the instance in which a borrower assumes a mortgage the balance on the mortgage is 
subtracted from the amount listed on Line 120. 
 
Line 220.  All items listed from Line 201 through Line 219 are added up here. This is the total amount 
paid by or for the borrower to purchase the home. This amount is subtracted from Line 301/Line 120 
to arrive at the amount at Line 303. 
 
Line 303.  This line has a monetary figure and it is important to see which box is checked. The 
difference determines whether the borrower will have to bring cash to the closing in the amount listed 
in the column or whether the borrower will actually receive cash at the closing. 
 
Adjustments for Items Shared by the Buyer and Seller 
 



 M-71 Federal Income Tax Law 
  Last Revised:  1/25/2019 

At settlement it is usually necessary to make an adjustment between buyer and seller for property 
taxes and other expenses. The adjustments are shown  in the sections marked “Adjustments for items 
paid by seller in advance” and “Adjustments for items unpaid by seller.”  In using taxes as our primary 
example, let’s say that the seller of the house has already paid property taxes for the year and the taxes 
are paid on an annual basis. In that case the taxes would be prorated, or divided proportionately, 
between the buyer and seller. The closing agent would determine the tax and divide it by the number 
of days in the year. Based upon the day of the closing the buyer would pay the seller for the tax time 
she assumes ownership of the home, because it would be unfair for the seller to pay taxes for the 
whole year when he didn’t own it for a full year. The tax the buyer would have to pay for her time as 
owner is listed on Line 106 or 107 as necessary. This will also be paid to the seller and is a part of the 
Gross Amount Due From Borrower in Line 120 and Line 301. 
 
Sometimes taxes have not been paid. If this is the case the tax for the time that the seller owned the 
property during the tax year is listed on Line 210 or Line 211. This amount is subtracted from what 
the buyer has to pay. 
 
This is the HUD-1 in a nutshell. The closing agent is responsible for explaining this document to you 
in detail. If you have questions ask. Under the Real Estate Settlement Procedures Act (RESPA) you 
are entitled to a copy of the HUD-1 twenty-four hours before the closing. Don’t be shy to ask for your 
copy and use this brochure to help explain it to you. Following is an example of a completed HUD-
1. Use it as a reference in your own closing. Realize that costs for services will vary and are not meant 
to be indicative of everyone’s circumstances. 
 
 



 M-72 Federal Income Tax Law 
  Last Revised:  1/25/2019 

HUD – 1 
PAGE 1 



 M-73 Federal Income Tax Law 
  Last Revised:  1/25/2019 

HUD – 1 
PAGE 2 



Federal Income Tax law Course For Tax Year 2011 
Last Revised:  1/25/2019 

D-74 

 
 
 
 
 
 
 
 
 
 
 
 
 

THIS PAGE INTENTIONALLY LEFT BLANK 



 N-1 Federal Income Tax Law 
  Last Revised: 1/23/2019 

Chapter N 

TAX PAYMENTS, OTHER TAXES & FINISHING  
THE RETURN 

I. REFERENCES. ......................................................................................................2 

II. TOTAL TAX. .........................................................................................................2 

III. OTHER TAXES. ....................................................................................................3 

IV. CREDITS. .............................................................................................................12 

V. PAYMENTS. ........................................................................................................13 

VI. REFUND. ..............................................................................................................15 

VII. AMOUNT OWED. ...............................................................................................20 

VIII. FINISHING THE RETURN. ..............................................................................22 

IX. GENERAL INFORMATION. ............................................................................28 

X. CONCLUSION. ...................................................................................................29 

 
  



 N-2 Federal Income Tax Law 
  Last Revised: 1/23/2019 

I. REFERENCES. 

A. Tax Forms:  1040, Schedule SE, 6251, 4137, 5329, 5405, 8888, 8812, 
8863, Schedule H (Household Employment Taxes), Schedule M (Making 
Work Pay Credit). 

B. Internal Revenue Code of 1986, as amended (I.R.C.). 

C. Federal Income Tax Regulations (Treas. Reg.). 

D. IRS Publications: 

1. Pub. 17, Your Federal Income Tax. 

2. Pub. 926, Household Employer’s Tax Guide 

3. Pub. 531, Reporting Tip Income 

II. TOTAL TAX. 

A. A taxpayer’s income tax is based on his or her taxable income, as 
determined by determining the taxpayer’s income and deductions. 

B. After the taxpayer’s income tax and AMT, if any, is determined, the 
taxpayer must subtract any applicable tax credits and add any other taxes 
owed.  The result is the taxpayer’s total tax.   

C. The taxpayer’s total tax is compared to his or her total tax payments (e.g. 
withholdings as shown on the taxpayer’s W-2) to determine if a refund or 
additional tax payment is warranted.   
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III. OTHER TAXES. 

A. Self-employment Tax (Schedule SE). 

1. An individual who is self-employed is subject to the self-
employment tax, the purpose of which is to provide social security 
benefits.  This tax is assessed on the individual’s self-employment 
income.  I.R.C. § 1401 – 1402. 

2. It does not include rental income (unless taxpayer is a real estate 
dealer), dividends, or capital gains. 

3. Individuals that had net earnings from self-employment over $400 
are subject to the tax. 

a. Net earnings from self-employment consists the gross 
income derived from any trade or business, less allowable 
deductions attributable to the trade or business and the 
taxpayer’s distributive share of the ordinary income or loss 
of a partnership engaged in a trade or business.  Treas. Reg. 
§ 1.1402(a)-1. 

b. There are special rules for computing net earnings from 
self-employment.  I.R.C. § 1402(a). 

c. 2018 Update.  Under the Tax Cuts and Jobs Act (TCJA), 
Pub. L. No. 115-97, § 11011 (Dec. 22, 2017), added I.R.C. 
§ 199A.  In general, Section 199A allows a 20% deduction, 
subject to numerous limitations, to taxpayers operating a 
trade or business other than through a corporation. 

4. U.S. Citizens or Resident Aliens Living Outside the U.S.  I.R.C. § 
1402(a)(11): 

a. In most cases, self-employed U.S. citizens or resident 
aliens living outside the U.S. must pay the self-employment 
tax.  The taxpayer may not reduce foreign earnings from 
self-employment by the foreign earned income exclusion. 
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b. The U.S. has social security agreements with many 
countries to eliminate dual taxes under two social security 
systems.  Under these agreements, the taxpayer must 
generally pay social security and Medicare taxes to only the 
country where they reside. 

c. The U.S. now has social security agreements with 
Australia, Austria, Belgium, Canada, Chile, Czech 
Republic, Denmark, Finland, France, Germany, Greece, 
Ireland, Italy, Japan, Luxembourg, the Netherlands, 
Norway, Poland, Portugal, Spain, South Korea, Sweden, 
Switzerland, the United Kingdom, and the Slovak Republic 
(as of May 1, 2014).  Additional agreements are expected 
in the future. 

5. The combined rate of tax on self-employment income is 15.3%.  
That rate consists of a 12.4% for social security, and a 2.9% 
component for Medicare.  Beginning in 2013, there is a 3.8% 
(2.9% regular Medicare tax plus 0.9% additional Medicare tax) on 
all self-employment income in excess of $200,000 ($250,000 of 
combined self-employment income on a joint return, $125,000 for 
married taxpayers filing a separate return. Code Sec. 1401(b)(2). 
Use Form 8959, Additional Medicare Tax, to figure the additional 
Medicare tax. 

6. For 2017, the maximum amount of self-employment income 
subject to social security tax was $127,200.  There is no longer a 
cap for the Medicare component.   

7. The self-employment tax is calculated on the Schedule SE. 

a. The self-employment tax will be entered on line 5 of 
Schedule SE. 

b. The self-employment tax will carry over to Form 1040. 

c. As previously mentioned, a deduction for one-half of the 
self-employment tax is indicated on Schedule SE, line 6, 
and transferred to Form 1040 as an adjustment to income. 



 N-5 Federal Income Tax Law 
  Last Revised: 1/23/2019 

d. Married couples filing a joint return must file separate 
Schedules SE where each spouse is self-employed. 

B. Alternative Minimum Tax (AMT) (Form 6251). 

1. The AMT rules have been devised to ensure that at least a 
minimum amount of tax is paid by high income taxpayers who 
reap large tax savings by making generous use of certain tax 
deductions and exemptions.  Without the AMT, some taxpayers 
might be able to escape income taxation entirely.  The AMT is a 
separate tax system with its own set of rules.  I.R.C. § 55. 

2. The AMT is the excess, if any, of the tentative minimum tax for 
the year over the regular tax for the year. 

3. No specific tests to determine if taxpayer owes AMT.  Figure 
regular income tax and then see whether tax benefit items must be 
added back (see worksheet in Form 1040 Instructions). 

4. Taxpayer uses Form 6251 to determine liability.  The IRS website 
has a new feature, the AMT Assistant, to help taxpayers evaluate 
whether the AMT will apply to their return.  The IRS AMT 
assistant is available http://www.irs.gov/uac/Tools.   

5. The AMT now appears after the line for calculating the regular tax 
instead of in the section for other taxes.  The change was designed 
to simplify the AMT calculation of the offset for personal credits 
for dependent care, education, and child tax credit allowed against 
the minimum tax. 

6. See Instructions to Forms 1040 and 6251 for further information 
about the AMT, including current rates and brackets. 

C. Social Security and Medicare Tax on tip income not reported to employer 
(Form 4137). 
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1. Cash tips paid directly to an employee by a customer and tips paid 
over to the employee for charge customers must be accounted for 
by the employee in a written statement furnished to the employer 
on or before the 10th day of the month following the month when 
they are received, unless the tips received by the employee in the 
course of employment by a single employer amount to less than 
$20 in a calendar month.  I.R.C. § 3121(a)(12); 3401(a)(16); 
6053(a). 

2. All of the tips mentioned above are subject to withholding.  I.R.C. 
§ 3401(a)(16)(B).  However, the only tips that an employer must 
report on Form W-2 are those that are actually reported to him by 
the employee.  I.R.C. § 6051(a). 

3. If a taxpayer received tips of $20 or more in any month and did not 
report the full amount to their employer, they must pay the social 
security and Medicare tax on the unreported tips.  

4. The tax is computed on Form 4137, and the amount of the tax 
transferred to Form 1040. 

5. A taxpayer may be charged a penalty equal to 50% of the social 
security and Medicare tax due on tips if they did not report them to 
their employer. 

D. Net Investment Income Tax (I.R.C. § 1411) 

1. For tax year 2013 and beyond, certain unearned income of 
individuals, trusts, and estates is subject to a 3.8% surtax (i.e., it is 
payable on top of any other tax payable on that income). 

2. For individuals, the surtax on unearned income (also called the 
unearned income Medicare contribution tax or the net investment 
income tax) is 3.8% of the lesser of: 

a. net investment income; or 
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b. the excess of modified adjusted gross income (MAGI) over 
an unindexed threshold amount ($250,000 for joint filers or 
surviving spouses, $125,000 for a married individual filing 
a separate return, and $200,000 in any other case). 

3. Net Investment Income is the excess of the sum of the following 
items over investment expenses (except interest) directly 
connected with the production of investment income (Treas. Reg. 
§1.1411-4):   

a. Gross income from interest, dividends, annuities, royalties, 
rents, and substitute interest and dividend payments, but not 
to the extent this income is derived in the ordinary course 
of an active trade or business;  

b. Other gross income from passive activity under I.R.C. 
§ 469, or from a trade or business of a trader trading in 
financial instruments or commodities;  

c. Net gain included in computing taxable income that is 
attributable to the disposition of property, but not to the 
extent the property was held in an active trade or business.  

4. The net investment income is reported on IRS Form 8960. 

E. Tax on Unearned Income of Children – “Kiddie Tax” 

1. Under the “kiddie tax” rules, certain children are taxed at higher 
rates on unearned income.  For 2018, the “kiddie tax” applies if the 
child’s unearned income exceeds $2,100 for 2018, if that tax is 
higher than what the child would otherwise pay on it.   

2. For unearned income in 2018, the child’s first $1,050 is not taxed 
at all, and the next $1,050 is taxed at the child’s rate. 

3. 2018 Update.  The TCJA, § 11001, changed the rate structure for 
the kiddie tax.  Before the TCJA, the child was taxed at the 
parent’s marginal rate.  For tax years 2018 through 2025, the 
kiddie tax is imposed at the rates that apply to trusts and estates. 
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4. The parents can, if certain conditions are met, elect to include the 
child’s gross income on their own return. 

5. A child is subject to the kiddie tax if: 

a. the child either – 

(1) is under age 18 at the end of the tax ear, or 

(2) is age 18, or 19–23 if a full-time student, at the end 
of the tax year and his or her earned income does 
not exceed one-half of the child’s support; 

b. either parent is alive at the end of the tax year; 

c. the child does not file a joint return for the tax year; and 

d. the child’s unearned income is more than $2,100 for 2018.  
I.R.C. § 1(g)(2). 

6. A child subject to the kiddie tax pays a tax computed on 
Form 8614, attached to the child’s Form 1040. 

7. The parents of a child may elect to include on their return the 
unearned income of a child to avoid the kiddie tax.  The election 
can only be made under certain enumerated requirements.  I.R.C. 
§ 1(g)(7); Rev. Proc. 2013-15; Rev. Proc. 2013-35.   

a. The election is made by filing Form 8814.  Electing parents 
are then taxed on their child’s income in excess of $2,100.   
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F. Additional tax on IRAs, Qualified Plans and other tax favored accounts 
(Form 5329). 

1. Taxpayer includes distributions received before age 59-1/2 in gross 
income (Form 1040, line 15).  In addition, the taxpayer must pay a 
10% penalty.  Withdrawals before age 59 ½ are called premature 
or early withdrawals.  This penalty is 10% of the part of the 
distribution that the taxpayer must include in gross income.   

2. Additional 10% penalty is imposed on the premature withdrawal 
from an IRA, or other qualified retirement plan.  This tax is in 
addition to any regular tax due.    

3. There are a number of exceptions to the 10% penalty, if one 
applies see the instructions for Form 5329 for the code to place on 
the form to exempt the distribution from the penalty:   

a. The receipt of a distribution from a traditional IRA that 
includes a return of nondeductible contributions is not 
subject to the 10% penalty.   

b. The 10% penalty does not apply if taxpayer dies, or 
becomes disabled.  I.R.C. § 72(t)(3)(A).   

c. Unemployed individuals:  To the extent that they do not 
exceed qualifying medical insurance premiums, 
distributions by an IRA to certain unemployed individuals 
are not subject to the 10% penalty.  I.R.C. § 72(t)(2)(D).   

d. Qualified higher education expenses:  The 10% penalty will 
not be charged if the individual uses the IRA money to pay 
for qualified higher education expenses for the individual, 
the spouse, child, or grandchild of the individual or their 
spouse.  Qualified expenses for this exception are the same 
as for education credits.  I.R.C. § 72(t)(2)(E). 
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e. First time homebuyer expenses:  The 10% penalty will not 
be charged if the individual uses the IRA money for certain 
expenses associated with buying a principal residence.  
Only $10,000 during the individual’s lifetime may be 
withdrawn without a penalty for this purpose.  I.R.C. § 
72(t)(2)(F). 

(1) Qualified expenses include acquisition costs, 
settlement charges and closing costs. 

(2) The principal residence may be for the individual or 
the individual’s spouse, child, grandchild or 
ancestor. 

(3) In order to be considered a first time homebuyer, 
the individual must not have had an ownership 
interest in a principal residence during the two-year 
period ending on the date that the new home is 
acquired.  I.R.C. § 72(t)(8)(D) (principal residence 
as defined in I.R.C. § 121). 

f. Annuity exception - taxpayer may receive distributions 
without penalty if distributions are part of a series of 
substantially equal payments over taxpayer's life, even if 
taxpayer is less than age 59 ½.  Two special requirements: 

(1) At least 1 distribution annually, and 

(2) Distribution payments continue for at least 5 years 
or until taxpayer reaches 59 ½, whichever is longer. 

g. If a taxpayer made a contribution to an IRA during the tax 
year, and withdraws the money before the due date of the 
tax return, he will not be subject to the 10% penalty.  If a 
taxpayer has an extension of time to file a tax return, the 
taxpayer can withdraw the money from the IRA tax free by 
the extended due date.  However, the taxpayer must also 
withdraw any interest or other income earned on the 
contributions and include that in income. 
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h. Qualified Reservist Distribution.  If ordered after Sept 11, 
2001 to active duty for at least 180 days and take a 
distribution during time of active duty from a qualified 
retirement plan then not subject to the penalty. (I.R.C. § 
82(t)92)(G)(i)).   

4. Taxpayers receiving premature distributions must complete IRS 
Form 5329 and enter the amount of the tax on Form 1040. 

G. Household Employment Taxes (Schedule H, See IRS Pub. 926). 

1. If a taxpayer employs someone to care for children or disabled 
dependents in their home (clean, cook, or provide other personal 
services in or around the home) the taxpayer may be obligated to 
pay and withhold Social Security and Medicare taxes (FICA) and 
also pay federal unemployment taxes (FUTA).  FICA or FUTA 
taxes do not apply if the household worker is the employee of an 
agency that assigns the position, sets the fee, and requires reports 
from the worker. 

2. “Nanny tax.”  The Social Security Domestic Employment Reform 
Act of 1994 (H.R. 4278, 103rd Cong., 2d Sess. (1994)) changed 
existing rules on reporting and withholding Social Security taxes 
that household employees earn in a taxpayer-employer's home. 

a. In 2017, a $2,000 annual wage threshold (per domestic 
employee) for Social Security taxes on wages earned by 
domestic service employees (I.R.C. § 3121(a)(7)(B)).     

b. An employer of household employees is liable for FUTA 
taxes if they paid cash wages of $1,000 or more for 
household services during any calendar quarter, or if they 
did so in any quarter in the preceding year.  However, you 
do not have to count wages paid to your spouse, your child 
who is under 21, or to your parent. 

c. Household employers report and pay Social Security, 
Medicare or Federal Unemployment (FUTA) taxes 
annually on their own federal income tax return (see 
Schedule H). 
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d. Effective January 1, 2013 and beyond, Additional Medicare 
Tax applies to an individual’s Medicare wage that exceeds 
a threshold amount based on the taxpayer’s filing status.  
Employers are responsible for withholding the 0.9% 
Additional Medicare Tax on an individual’s wages paid in 
excess of $200,000 ($250,000 MFJ; $125,000 MFS) in a 
calendar year. 

e. A taxpayer should file a Form W-2 for each household 
employee to whom they paid Social Security and Medicare 
wages, or wages from which the taxpayer withheld federal 
income tax. 

f. Employers need an employer identification number (EIN) 
to include on Form W-2 and Schedule H.  To obtain an 
EIN, employers should complete Form SS-4. 

g. Household workers under age 18 are exempt from Social 
Security taxation and coverage UNLESS their principal 
occupation is household employment. 

3. The tax is computed on Schedule H and entered on Form 1040, 
line 62. 

Example 1:  The wages of a 17-year old student who also baby-sits will be exempt from 
the reporting and payment requirements, regardless of the amount of wages earned.  In 
this case, the $2,000 wage threshold is negated because the employee is under 18, and 
baby-sits as a sideline. 
 
Example 2:  The wages of a 17-year old mother who leaves school and goes to work as a 
domestic service employee to support her family will be subject to the reporting and 
payment requirements, IF the amount of wages earned exceeds $2,000 in the year.  In this 
case, the under 18 provision is negated because the employee's regular occupation is 
domestic work. 
 

IV. CREDITS. 

A. A credit is a dollar-for-dollar reduction of the taxpayer’s tax liability. 
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1. After the taxpayer determines his or her income tax and any AMT, 
the taxpayer should determine if he or she is eligible for any tax 
credits.   

2. See Tax Credit outline for a list of credits and their eligibility 
requirements. 

B. Other Credits.  Excess Social Security and RRTA tax withheld.  I.R.C. 
31(b)(1).   

1. If a taxpayer or spouse had more than one employer for the tax 
year and had total wages of more than $128,400 (2018), too much 
social security tax may have been withheld. 

2. Taxpayers can claim a credit on Form 1040 for the amount of 
social security tax withheld in excess of $7,960.80 (the maximum 
amount to be withheld). 

3. If any one employer withheld more than $7,960.80, the taxpayer 
must ask the employer to refund the excess. 

V. PAYMENTS. 

A. Federal income tax withheld from Forms W-2 and 1099.   

1. Withholding of income tax by an employer is required only on an 
employee’s wages.  I.R.C. § 3401(a). 

2. Salaries, fees, bonuses, commissions on sales or on insurance 
premiums, taxable fringe benefits, pensions and retirement pay 
(unless taxed as an annuity) are, if paid as compensation for 
service, subject to withholding.  Treas. Reg. 31.3401(a)-1(a)(2). 

3. Wage withholding is a pay-as-you-earn tax system.  Federal 
income tax taken out of the taxpayer’s pay is shown in box 2 of 
Form W-2. 
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4. Federal income tax can also be withheld on payments from pension 
plans, annuities, and IRAs.  The tax withheld is reported on Form 
1099-R, box 4. 

5. Some income tax is withheld from income reported on other Form 
1099s. 

6. Add all of the federal income tax withheld from the above sources 
and enter on Form 1040. 

B. Estimated Tax Payments and Amount Applied from Prior Year Tax 
Return.  (Form 1040-ES). 

1. An individual must make four quarterly installment payments of 
estimated tax based on the amount of his “required annual 
payment” to avoid an underpayment penalty. The required annual 
payment is the lower of 90% of the tax shown on the current year 
return or 100% (110%, for high income individuals) of the tax 
shown on the prior year return.  

a. Taxpayers make estimated tax payments on income that is 
not subject to withholding or when the tax withheld is 
inadequate. 

b. Taxpayers use Form 1040-ES to make estimated tax 
payments.  If the taxpayer made estimated tax payments 
during the tax year the total amount of the payments is 
entered on Form 1040. 

2. If the taxpayer had an overpayment in 2017, and applied part or all 
of it to their estimated tax in the current year, indicate the amount 
on line 65 of Form 1040.   

C. Amount Paid With Request for Extension to File. 

1. If the taxpayer filed Form 4868 or used a credit card to get an 
automatic extension of time to file Form 1040, the taxpayer enters 
any amount that was paid with the extension form or by credit 
card. 
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2. If the taxpayer paid by credit card, the amount of the convenience 
fee charged by the credit card company is not included in the 
payment. 

D. Other Payments (Form 2439; Form 8839, Form 8801, Form 8885). 

1. Any tax paid by a regulated investment company or real estate 
investment trust may provide a tax credit to taxpayer on Form 
2439:  Notice to shareholder of undistributed long-term capital 
gains.  

2. Any tax credit available to taxpayer from qualified adoption credits 
is reported on Form 8839. 

3. Any tax credit available to taxpayer from federal tax paid on health 
insurance is calculated on Form 8885. 

4. A taxpayer with any of these three types of credits checks the 
appropriate box and enters the credit on Form 1040. 

E. Total Payments. 

1. All payments are added together. 

2. The sum is the total tax paid during the tax year. 

VI. REFUND. 

A. If the taxpayer has made more tax payments during the tax year than the 
total tax due, the taxpayer has overpaid taxes for the tax year.   

B. The taxpayer can elect to have an overpayment refunded.  This will result 
in a check mailed to the taxpayer, direct deposit of the refund if elected by 
the taxpayer, or the taxpayer can elect to use the refund to purchase Series 
I Savings Bonds.   
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C. The taxpayer can elect to have a refund direct deposited to a bank account 
using form 8453. 

1. Double check Routing Number and Account Number with a 
voided check. 

2. Require proof of ownership of account. 

a. NOTE:  A military employee used the Volunteer Income 
Tax Assistance (VITA) program to electronically file her 
return.  A person with access to the VITA site changed the 
bank deposit account and routing numbers, causing the 
refund to be deposited into a service member’s bank 
account.  The service member immediately spent the 
money, but denied having knowledge of how it got in his 
account.  Although the military suspected that the sailor 
had a friend with access to the VITA computers and that 
that person changed the bank routing and account numbers, 
it filed no charges in the case.  After reimbursing the 
employee for the missing refund, the military asked the IRS 
to refund the misappropriated money to the employee so 
she could reimburse the military.  The IRS concluded it 
may issue a second income tax refund to an individual 
whose electronic refund deposit was fraudulently re-routed 
to a third person.  I.R.S. Field Service Advice, FSA 2000-
38-005 (June 6, 2000), available at Tax Notes Today, 2000 
TNT 186-60 (September 25, 2000). 

D. Split Refunds.  (Form 8888) 

1. Taxpayers have the option to divide their direct deposit refund 
between a maximum of three different accounts. 

2. The accounts must be maintained in U.S. financial institutions. 

3. To split a refund, the refund amount must be at least $1.00 or 
more. 
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4. Refunds can be split to various accounts as long as the account is 
one with a routing number and account number.  This includes, 
savings accounts, checking accounts, IRAs, money markets, debit 
cards, and education savings accounts.  A refund cannot be 
directed to a loan account. 

5. Ordering Rules---or what happens if my refund is not what I 
thought it would be? 

a. IRS must reduce the refund:  Bottom up rule 

(1) The IRS will first deduct the difference from the 
amount designated for the last listed account on the 
Form 8888. 

(2) If the difference exceeds the refund designated for 
this account, the IRS will go to the next listed 
account etc. 

b. IRS must increase the refund:  All to the last account listed. 

c. IRS Offset:  If the IRS offsets a refund for delinquent state 
income taxes, back child support, or delinquent federal 
debts like student loans, the FMS will deduct the amount 
due from the account that appears first on the payment file 
received by FMS from the IRS.  The IRS payment file 
orders accounts from the lowest to the highest routing 
number---which may not correspond with the split refund 
order rules. 

6. Anyone whose refund is changed will receive a letter from the IRS 
explaining the adjustments.   

7. Anyone who wants a direct deposit into a single account does not 
use the Form 8888, they still simply indicate the routing and 
account numbers on the Form 1040. 

E. Refund Offset: 
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1. If a taxpayer owes a past-due federal tax, state tax, child support, 
spousal support, or certain federal nontax debts, such as student 
loans, all or part of an overpayment (refund) may be used to pay 
the past-due amount. 

a. Priorities for Offset. 

(1) First, by amount of any past-due support assigned to 
a state; 

(2) Second, by the amount of any past-due, legally 
enforceable debt owed to a federal agency; 

(3) Third, by the amount of any qualifying past-due 
support not assigned to a state; and 

(4) Fourth, by the amount of any past-due legally 
enforceable state income tax obligation. 

b. States can seek an offset for federal income tax refunds 
payable after December 31, 1999.  I.R.C. § 6402(e)(2).  As 
extended to state income tax debts, the program allows the 
state taxing authorities to ask the federal government to 
offset a taxpayer’s federal income tax refund against the 
taxpayer’s state income tax liabilities.  Thus, the federal 
government acts as a collection arm for the states.  31 
C.F.R. Part 285; 64 F.R. 71228 (December 20, 1999). 

(1) The state first must show that is has made 
reasonable efforts to collect the tax. 

(a) The term “State” means not only the States 
of the United States, but includes the District 
of Columbia, American Samoa, Guam, the 
U.S. Virgin Islands, Commonwealth of the 
Northern Mariana Islands, and the 
Commonwealth of Puerto Rico. 
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(b) “State income tax” includes all taxes 
determined under state law to be State 
income tax, and includes any local income 
tax that is administered by the chief tax 
administering agency of the State. 

(2) Second, the state must notify the taxpayer of its 
intent to offset the taxpayer’s federal refund claim 
and give the taxpayer 60 days to demonstrate that 
the state tax levy is not past due or not 
unenforceable. 

(3) States are required to certify compliance with pre-
offset procedures imposed by state law or 
procedures. 

(a) The certification and pre-offset procedures 
include a requirement that states provide 
debtors with notice that they intend to 
collect the debt by referral to the Treasury 
for tax refund offset; 

(b) That states afford debtors the opportunity to 
present evidence that all or part of the debt 
is not due; and 

(c) That states establish procedures for 
reviewing evidence presented by debtors. 

(4) For refunds payable after December 31, 1999, the 
IRS will only be able to apply a refund for a tax 
year to offset state tax obligations if the address 
shown on the Federal return for the year of the 
overpayment is within the state seeking the offset. 

(a) If the taxpayer moves to a different state, he 
is effectively exempt from application of a 
refund for a year after the move to a State 
tax obligations owed to the State from which 
he has moved. 
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(b) The address shown on the return is 
controlling for this purpose.  Thus, literally 
read, even if a taxpayer actually continues to 
reside within the state seeking the offset, if 
he files the return showing an address 
outside that state, IRS cannot apply the 
refund offset. 

(5) The reduction of a taxpayer’s refund for past due 
State tax is not subject to review by any court of the 
U.S. or by the Secretary of the Treasury, Financial 
Management Service, or the I.R.S. in an 
administrative proceeding.  I.R.C. § 6402(f). 

2. A taxpayer subject to offset will receive a notice from the Treasury 
Department’s Financial Management Service showing the amount 
of the offset and the agency receiving it. 

VII. AMOUNT OWED. 

A. If the total tax due is more than the total tax payments for the tax year, 
then the taxpayer will owe money.   

1. The amount owed will be indicated on Form 1040. 

2. If there is an amount owed, the taxpayer should include with the 
tax return, a check or money order payable to the United States 
Treasury for the entire amount owed.   

3. The taxpayer may use a credit card to pay amount owed.  The 
credit card company usually charges a convenience fee that varies 
by card service.  Call 800-272-9829 or 888-729-1040 to arrange 
credit payments, or go to www.irs.gov for list of credit card 
processing companies. 

4. The taxpayer can pay by electronic debit from a bank account. 
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5. The payment should be enclosed, but not attached to the return.  
The taxpayer’s name, address, social security number, daytime 
telephone number, and “2017 Form 1040” should be written on the 
payment. 

6. If the taxpayer cannot pay the full amount, he/she can ask for 
permission to make monthly installment payment.  To ask for an 
installment agreement, the taxpayer should file an Installment 
Agreement Request (Form 9465) with the tax return. 

a. On Form 9465, the taxpayer may request a monthly 
payment plan.  The IRS will inform the taxpayer within 30 
days if the proposed payment plan is accepted.   

b. If the monthly payment plan is approved, the taxpayer will 
have to pay a processing fee, interest, and possibly a late-
payment penalty on the amount not paid by the due date. 

c. If the taxpayer owes $10,000 or less and certain conditions 
are met, the IRS must enter into an installment arrangement 
if requested.  The taxpayer must show that full payment 
cannot be currently made, and that in the previous five 
years the taxpayer filed income tax returns and paid the tax 
and did not enter into an installment arrangement during 
that period. 

d. If amount due, including interest and penalty, is $25,000 or 
less, the taxpayer can apply online for an installment 
agreement at www.irs.gov. 

B. Estimated Tax Penalty. 

1. If the amount owed is $1,000 or more and it is more than 10% of 
the tax shown on the return, or if the taxpayer underpaid his prior 
year estimated tax liability, the taxpayer may owe a penalty for 
underpayment of estimated tax. 

2. If the exceptions to the penalty do not apply to the taxpayer, the 
penalty is calculated on Form 2210 or you can allow the IRS to 
make the calculation and notify the taxpayer of the penalty. 
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3. A taxpayer subject to the estimated tax penalty will include the 
penalty on Form 1040. 

VIII. FINISHING THE RETURN.  

A. Taxpayer Identification Section. 

1. Signature Section. 

a. Electronic Filing:  Return still has to be signed to be validly 
filed if it is electronically submitted.  The signature form is 
Form 8879, generated by the software.  

(1) Use the Practitioner Pin method for your tax center.  
The Practitioner Pin will be your center’s EFIN and 
98765 which designates the return as a VITA 
return. 

(2) The Form 8879 no longer has to be maintained by 
the tax center for 3 years.  However, military tax 
centers must retain Form 8879 thru 31 December of 
the filing year. 

(3) If a POA is used or a Form 8332, giving dependent 
exemption to non-custodial parent, must file a Form 
8453 in addition to the 8879.  The 8453 transmits 
the attached POA or Form 8332 and the Form 8879 
is still the signature document. 

b. Joint return:  

(1) How to get both husband and wife signature on a 
joint return in a tax center? 

(2) Require both husband and wife to come into tax 
center at the same time? 
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(3) System to allow for one spouse to come into tax 
center (without children), prepare return, sign 
return, and then the other spouse to return later to 
sign the return. 

c. When a signature appears on a joint tax return, there is a 
rebuttable presumption that each spouse has signed his/her 
name.  I.R.C. § 6064.   

(1) In the past, the Internal Revenue Manual instructed 
IRS agents that a signature on a return was prima 
facie evidence that the person whose name appears 
on the document actually signed the return and to 
disallow any claim that a spouse’s signature on a 
joint return was forged.   

(2) A spouse who files a joint return can rebut the 
presumption under I.R.C. § 6064 that she actually 
and willingly signed a joint return.  The spouse 
seeking relief must prove that the signature was 
forged and he/she did not intend to file a joint 
return.  I.R.S. Legal Memorandum 1999-43-001, 
Processing Claims of Forged Returns (November 2, 
1998), available at Tax Notes Today, 1999 TNT 
210-69 (November 1, 1999). 

d. The IRS will accept an original power of attorney, a 
photocopy, or a fax copy of a power of attorney as long as 
authenticity is not reasonably disputed.  Previously, the 
same IRS offices required an individual submitting a power 
of attorney to send an original.  Department of the 
Treasury, I.R.S. Office of Chief Counsel, Notice 
N(39)1(10)3-1 (October 22, 1999). 

e. Generally, the taxpayer must sign the tax return.  However, 
if the military taxpayer is overseas or incapacitated, the 
service member can grant a power of attorney to an agent 
to file and sign the return.  I.R.S. Pub. 3. 
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(1) A power of attorney can be granted by filing Form 
2848.  While other power of attorney forms may be 
used, they must contain the information required by 
Form 2848.  I.R.S. Publication 3; IRS Information 
Release 91-20 (January 31, 1991). 

(2) Joint returns.  Generally, joint returns must be 
signed by both spouses.  However, when a spouse is 
overseas, in a missing status, incapacitated, or 
deceased, a power of attorney may be needed to file 
a joint return.  I.R.S. Pub. 3. 

(a) Spouse overseas.  If one spouse is overseas 
on military duty, there are two options when 
filing a joint return.  One spouse can prepare 
the return, sign it, and send it to the other 
spouse to sign early enough so that it can be 
filed by the due date.  Or, the spouse who 
expects to be overseas on the due date of the 
return can file Form 2848 specifically 
designating that the spouse who remains in 
the United States can sign the return for the 
absent spouse.  I.R.S. Pub. 3. 

(b) Spouse in missing status.  The spouse of a 
member of the Armed Forces who is in a 
missing status in a combat zone can still file 
a joint return.  A joint return can be filed for 
any year beginning not more than 2 years 
after the end of the combat zone activities.  
A joint return filed under these conditions is 
valid even if it is later determined that the 
missing spouse died before the year covered 
by the return.  I.R.S. Pub. 3. 
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(c) Spouse incapacitated.  If a spouse cannot 
sign because of disease or injury and he or 
she tells the other spouse to sign, the other 
spouse can sign the spouse's name in the 
proper space on the return, followed by the 
words "by [your name], Husband (or Wife)."  
The cognizant spouse should sign their name 
in the space provided for their signature.  
The spouse should attach a dated and signed 
statement to the return.  The statement 
should include the form number of the 
return filed, the tax year, the reason the 
spouse could not sign, and that the spouse 
has agreed to signing for him or her.  Treas. 
Reg. § 1.6012-1(a)(5);  I.R.S. Pub. 3. 

(d) Spouse died during the year.  If one spouse 
died during the year and the surviving 
spouse did not remarry before the end of the 
year, the surviving spouse can file a joint 
return for that year, writing in the signature 
area, "Filing as surviving spouse."  If an 
executor or administrator has been 
appointed, both he or she and the surviving 
spouse must sign the return filed for the 
decedent.  I.R.S. Pub. 3. 

(e) Filing Returns for Combat Zone Participants 

(i) If someone (agent) is acting on 
behalf of taxpayer serving in a 
combat zone and the agent does not 
have a power of attorney from that 
person specifying that the agent can 
handle federal tax matters, the IRS 
will accept a general power of 
attorney or other statement signed by 
that taxpayer that authorizes the 
agent to act on his or her behalf.  A 
copy must be attached to the tax 
return.  I.R.S. Pub. 3; IRS 
Information Release 91-20 (January 
31, 1991). 
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(ii) If it is not possible for the spouse of 
someone serving in a combat zone to 
obtain that person's signature on a 
joint return, power of attorney form, 
or other signed authorization to act 
on his or her behalf, the IRS will 
accept a written statement explaining 
that the husband or wife is serving in 
a combat zone.  The statement must 
be signed by the spouse filing the tax 
return and attached to the return.  
I.R.S. Pub. 3; IRS Information 
Release 91-20 (January 31, 1991). 

2. Occupation.  Instructions for Form 1040 remind taxpayers should 
include their occupation in boxes next to the signature block.    

a. Does taxpayer lists his/her occupation as waiter, cab driver, 
porter, beautician?  If so, IRS may be looking for tip 
income. 

b. Does the taxpayer claim business expenses for an activity 
that shows no income on the return (i.e., beautician 
supplies, but no Form 1099 or W-2 for that occupation)?  If 
so, the IRS may find that the return warrants further 
inspection.   

B. Third Party Designee:  There is a section to give permission to the IRS to 
talk to the tax return preparer or other designee and bypass the filer to 
discuss questions or issues regarding processing related matters on the 
returns. 

1. In the past, tax practitioners (attorneys, CPAs, and enrolled agents) 
and other paid preparers needed a power of attorney in order to 
discuss tax return preparation, and refund and payment issues with 
the IRS.   
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2. Under this option, the taxpayer’s designee has the ability to speak 
directly to the IRS Customer Service representatives over the 
telephone and in person in response to math error notices and to 
receive information about a refund or payment.  It should be noted 
that the authorization cannot be revoked by the taxpayer.  
Nevertheless, the authorization will automatically end no later than 
the due date (without regard to extensions) for filing the next 
year’s tax return (i.e. 2017 authorization will end April 15, 2019 .  

3. The checkbox initiative eliminates the need for the power of 
attorney only for certain matters.  The taxpayer’s designee is 
limited to issues arising during the process of that specific return.  
The taxpayer will still need to sign a power of attorney for 
examination matters, under reported income, appeals and 
collection notices. 

4. Military Tax Assistance Programs & checkbox:  Military tax 
assistance programs need to keep in mind that the IRS could 
attempt to contact a military tax preparer several years after the 
filing of the tax return.  Many military tax assistance programs are 
only seasonal operations and only a few maintain the same 
personnel from year to year.  Therefore, most military tax 
assistance programs may not want to check the box. 

C. Assembling the return. 

1. Where to mail tax returns.   Taxpayers should mail tax returns to 
the address on the envelope received with their tax package, or 
note the proper mailing address on the back cover of the Form 
1040 Instruction Booklet. 

2. Volunteer Site Designation.  Preparer should ensure that the return 
accurately reflects that it was prepared by a VITA site and includes 
the PTIN.    

3. Form W-4.  The taxpayer should consider making adjustments to 
their monthly tax withholdings, using Form W-4, if they have an 
excessive refund or owed a penalty for underpayment of tax.   

4. Check for common mistakes. 



 N-28 Federal Income Tax Law 
  Last Revised: 1/23/2019 

a. Social security numbers and names.  Ensure that the 
taxpayers’ social security numbers and names are accurate 
by checking the return against the taxpayer’s social security 
card.  The IRS tracks the status of returns by social security 
numbers.   

b. Check math.  Verify the amounts of taxable income, tax 
credits, tax payments, and refund or amounts due are 
accurate.   

c. Name and address on return or label.  The IRS will use the 
address on the return to send notices; ensure the taxpayer’s 
reported address is correct.   

d. Sign and date return. 

e. Attach W-2’s. 

f. Include payment. 

IX. GENERAL INFORMATION. 

A. Change of address.  The taxpayer can notify the IRS of a change in 
address by stating the new address on the return, sending Form 8822, 
making a written statement and sending it to the IRS, or calling the IRS.  

B. Record Keeping.  In general, taxpayers should keep their returns for as 
long as the returns may be needed for the administration of any provision 
of the Internal Revenue Code.  In other words, keep the tax returns until 
the applicable statute of limitations have run.  The applicable Statute of 
Limitations follows:   
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C. Amended returns. 

1. A taxpayer may file a refund claim on Form 1040X within three 
years from the time the return was filed, or within two years from 
the time the taxpayer paid the tax, whichever is later. 

2. In determining the time limits within which a refund claim may be 
filed, the taxpayer may disregard intervening periods of service in 
a CZ/QHDA, plus periods of continuous hospitalization outside the 
U.S. as a result of combat zone injury, and the next 180 days 
thereafter. 

D. Copies of Returns.  To obtain an exact copy of past tax returns, file Form 
4506 (Request for Copy of Tax Return).  Cost is $50 per copy.   

X. CONCLUSION. 

 



Federal Income Tax Law 
Last revised:  1/24/2019 

 O-1 

CHAPTER O 

DEPLOYMENT TAX ISSUES 

 

TABLE OF CONTENTS 

I. REFERENCES .................................................................................................................. 2 

II. DEFINITIONS .................................................................................................................. 3 

III. TAX FILING OPTIONS FOR DEPLOYING PERSONNEL ...................................... 5 

IV. EXTENSION OF TAX DEADLINES ............................................................................. 7 

V. INCOME TAX EXCLUSION ....................................................................................... 13 

VI. CONCLUSION. .............................................................................................................. 15 
  



Federal Income Tax Law 
Last revised:  1/24/2019 

 O-2 
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II. DEFINITIONS 

A. Combat Zone (CZ).  A combat zone is an area that the President of the United 
States has designated by Executive Order as an area where US forces are engaged 
in combat.  A combat zone remains in effect until terminated by Executive Order.  
(I.R.C. § 112(c)(2)).  The current combat zones are as follows: 

1. Executive Order 12744 designates the Persian Gulf, Red Sea, Gulf of 
Oman, Gulf of Aden, the Arabian Sea north of 10 degrees north latitude 
and west of 68 degrees east longitude, Iraq, Kuwait, Saudi Arabia, Oman, 
Bahrain, Qatar, and the United Arab Emirates and the airspace above these 
locations as a combat zone effective 17 January 1991. 

2. Executive Order 13119 designates the former Federal Republic of 
Yugoslavia (Serbia/Montenegro), Albania, the Adriatic Sea, the Ionian 
Sea north of the 39th parallel and the airspace above these locations as a 
combat zone effective 24 March 1999.   

3. Executive Order 13239 designates Afghanistan, including the airspace 
above, as a combat zone effective 19 September 2001. 

B. Qualified Hazardous Duty Area (QHDA).  A QHDA is an area that Congress has 
designated through legislation where the Armed Forces are entitled generally to 
the same benefits afforded service in a combat zone under 26 U.S.C. § 112.  The 
following areas have previously been designated as qualified hazardous duty 
areas: 

1. Public Law 104-117 designates Bosnia and Herzegovina, Croatia, or 
Macedonia, effective 21 November 1995.   

2. Public Law 106-21 designates the former Federal Republic of Yugoslavia 
(Serbia/Montenegro), Albania, the Adriatic Sea, the Ionian Sea north of 
the 39th parallel and the airspace above, effective 24 March 1999.   

Note: In both Public Law 104-117 and Public Law 106-21, the statutes expressly 
make QHDA status contingent on the members being entitled to receive imminent 
danger/hostile fire pay for service in that location.  As of the date of this revision, 
imminent danger/hostile fire pay is no longer authorized for any of the locations 
listed in Public Law 104-117 or Public Law 106-21.  Imminent danger/hostile fire 
pay locations are listed in figure 10-1, Volume 7a, DOD FMR. 
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3. Public Law 115-97, Section 11026 designates the Sinai Peninsula of 
Egypt, effective 9 June 2015.  Imminent danger/hostile fire pay has been 
authorized since 29 January 1997, and as of the date of this publication 
continues to be authorized. 

C. “In Direct Support.”   

1. The Secretary of Defense has the authority under Treasury Regulation 
1.12-1 (currently delegated to PDUSD(P&R)) to extend combat zone tax 
exclusion benefits (CZTE) to service members performing military service 
outside of a combat zone or qualified hazardous duty area when the 
Secretary of Defense determines: 

a. Their service directly (as opposed to remotely or indirectly) 
supports military operations in the combat zone; 

b. Their service qualifies them for hostile fire pay or imminent danger 
pay under 37 U.S.C. § 310; and  

c. The reason for paying imminent danger/hostile fire pay is based on 
risks/dangers related to the QHDA or CZ. 

Note: Direct support areas are listed in Figure 44-1, Volume 7a, DOD 
FMR. 

2. Areas Designated In Direct Support of the Afghanistan CZ.   

a. Military personnel in Pakistan and Jordan effective 19 September 
2001.  Note: Since 31 May 2014, personnel in Tajikistan, 
Uzbekistan, and Kyrgyzstan only receive tax benefits if in receipt 
of hostile fire pay. 

b. Military personnel in Yemen effective 10 April 2002. 

c. Military personnel in Djibouti effective 1 July 2002. 

d. Military personnel in Syria and Somalia effective 1 January 2004. 

e. Military personnel in the Somali Basin effective 1 January 2007. 

3. Areas Designated In Direct Support of Military Operations in the Arabian 
Peninsula CZ. 
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a. Military personnel serving in Jordan from 19 March 2003. 

b. Military personnel serving in Lebanon from 12 February 2015. 

c. Military personnel serving in Turkey east of 33.51 degrees East 
Longitude from 19 September 2016 (not yet listed in DOD FMR). 

D. Service in a Combat Zone or Qualified Hazardous Duty Area. 

1. The service must be performed on or after the date of designation in the 
Executive Order issued by the President as the commencement date (or in 
the legislation in the case of the QHDA) and on or before the termination 
date in the Executive Order (or the date that members in that country stop 
receiving imminent danger/hostile fire pay in the case of the QHDA).  
(I.R.C. § 112(c)(3)). 

2. Generally, to receive CZ tax benefits, a member must serve in a CZ, or in 
a QHDA or direct support area and receive hostile fire or imminent danger 
pay. (Treas. Reg. § 1.112-1).   

3. Non-qualifying presence in a combat zone.  Servicemembers are not 
eligible for CZ tax benefits if: 

a. Present in a CZ while on leave from a duty station outside the CZ; 

b. They simply pass over or through a CZ during the course of a trip 
between two points outside a CZ; or 

c. Present in a CZ solely for their own personal convenience.  (Treas. 
Reg. § 1.112-1(f)).   

III. TAX FILING OPTIONS FOR DEPLOYING PERSONNEL 

A. Filing Before Deployment. 

1. If the member has all of the documents and information necessary to file a 
complete and accurate return, the member may attempt to file the tax 
return before deploying.   
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2. A member who chooses to file a tax return early could miss opportunities 
to reduce taxable income, for example, through making IRA contributions.  
Therefore, filing before deployment is not always advisable, and tax 
program volunteers should make the member aware of possible filing 
extensions. 

B. Filing During Deployment. 

1. This is the least preferred option.  The member’s focus in the deployed 
area should be on fulfilling the mission. 

2. Due to constant personnel turnover in deployed areas, maintaining a tax 
assistance program is difficult.  While occasionally there are tax assistance 
programs in deployed areas, the member may not have access to all 
documentation necessary to file a complete and accurate return. 

C. Authorizing Someone Else to File the Return. 

1. Generally, a joint return must be signed by both spouses.  Mailing a tax 
return to the deployed member for signature incurs delays and has the 
potential for being lost in transit. 

2. Power of Attorney.  A spouse may use a special power of attorney to sign 
and file a joint tax return for their spouse, but only if the non-signing 
spouse is unable to sign to due disease or injury, or is continuously absent 
from the United States (including Puerto Rico) for at least 60 days prior to 
the filing deadline.  The special power of attorney must contain specific 
language authorizing the spouse to sign and file the return.  26 CFR 
1.6012-1(a)(5). 

3. IRS Form 2848, Power of Attorney.  This form is the IRS power of 
attorney form and can also be used to authorize a spouse to sign and file a 
tax return on behalf of the military member.  Check the box on line 5a 
“Sign a return,” to allow a spouse to sign the return. Line 5a of Form 2848 
should also contain the following statement: “This power of attorney is 
being filed pursuant to Treasury Regulations section 1.6012-1(a)(5), which 
requires a power of attorney to be attached to a return if the return is 
signed by an agent by reason of continuous absence from the United States 
for a period of at least 60 days prior to the date required by law for filing 
the return.” 
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4. Statement Attached to the Return.  If the military member is deployed to a 
combat zone or qualified hazardous duty area and the spouse does not 
have a power of attorney or Form 2848, the spouse can still sign for the 
deployed military member.   

a. The spouse must attach a signed statement to the return that 
explains that the member is currently serving in a combat zone. 

b. This option is not available if the spouse and deployed member are 
filing returns as married, filing separately. 

5. Member in Missing Status.  If the deployed member is in a missing status, 
the spouse can still file a joint return for any year beginning not more than 
2 years after the end of the combat zone activities. 

6. Member Incapacitated.  If the deployed member is unable to sign the 
return because of disease or injury but tells the spouse to sign the return, 
the spouse may sign the return for the member.   

a. The spouse should sign the deployed member’s name, followed by 
the words “by [spouse’s name], Husband (or Wife).   

b. The spouse should also include a signed, dated statement showing 
the form number of the return, the tax year, the reason the member 
could not sign and that the member agreed to the spouse signing 
the return for him/her. 

7. Member Died During the Year.  If the member died during the year, and if 
the spouse did not remarry before the end of the year, the spouse can file a 
joint return for the year. 

a. The spouse should write in the signature area “Filing as surviving 
spouse.” 

b. If an executor or administrator has been appointed, both the 
surviving spouse and the executor or administrator must sign the 
return. 

IV. EXTENSION OF TAX DEADLINES 

A. Extension pursuant to 26 U.S.C. § 7508, Time for performing certain acts 
postponed by reason of service in combat zone or contingency operation. 
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1. Eligibility.  The following individuals are eligible for an extension of tax 
deadlines under 26 U.S.C. § 7508: 

a. Military members serving in a combat zone or in direct support of 
a combat zone. 

b. Military members serving in a qualified hazardous duty area or in 
direct support of a qualified hazardous duty area. 

c. Military members deployed outside the United States away from 
the member’s permanent duty station while participating in a 
contingency operation designated by the Secretary of Defense.  
“Contingency operation is defined by 10 U.S.C. § 101(a)(13). 

d. Spouses of a military member described above. 

e. Civilians serving in support of the Armed Forces in a combat zone, 
qualified hazardous duty area, or contingency operation such as the 
Red Cross, accredited correspondents, and personnel acting under 
the direction of the Armed Forces in support of those forces.   

2. Actions Extended.   

a. Filing any return of income, estate, or gift tax (except employment 
and withholding taxes). 

b. Paying any income, estate, or gift tax (except employment and 
withholding taxes). 

c. Filing a petition with the Tax Court for redetermination of a 
deficiency or for review of a Tax Court decision. 

d. Filing a claim for credit or refund of any tax. 

e. Bringing a suit for any claim for credit or refund. 

f. Making a qualified IRA contribution. 

g. Allowing a credit or refund of any tax by IRS. 

h. Assessment of any tax by the IRS. 
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i. Giving or making any notice or demand by the IRS for the 
payment of any tax or for any liability for any tax. 

j. Collection by the IRS of any tax due. 

k. Bringing suit by the United States for any tax due. 

3. Length of Extension.  The deadlines for the tax actions described above is 
extended for the following period: 

a. 180 days after the later of 

(1) The last day the member is in the combat zone, qualified 
hazardous duty area or in direct support of the combat zone 
or qualified hazardous duty area (or the last day the area 
qualifies as such); or 

(2) The last day of any continuous qualified hospitalization for 
wounds, disease, or injury sustained from service in the 
combat zone, qualified hazardous duty area, or in direct 
support of a combat zone or qualified hazardous duty area 
(qualified hospitalization is hospitalization that resulted 
from an injury received while serving in the combat zone).   
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b. Plus the number of days remaining for the member to take action 
with the IRS when he or she entered the combat zone or qualified 
hazardous duty area (or in direct support of the combat zone or 
qualified hazardous duty area). 

 

4. Necessary Actions. 

Example 1:  Captain Margaret Jones entered Saudi Arabia on December 1, 2015.  She 
remained there through March 31, 2017, when she departed for the United States.  She was 
not injured and did not return to the combat zone.  The deadlines for filing Captain Jones’ 
2015, 2016, and 2017 returns are figured as follows: 

The 2015 tax return.  The deadline is January 14, 2018.  This deadline is 289 days (180 plus 
109) after Captain Jones’ last day in the combat zone (March 31, 2017).  The 109 additional 
days are the number of days in the 3 ½ month filing period (January 1 – April 18, 2016) that 
were left when she entered the combat zone. 

The 2016 tax return.  The deadline is January 13, 2018.  The deadline is 288 days (180 plus 
108) after Captain Jones’ last day in the combat zone (March 31, 2017).  The 108 additional 
days are the number of days in the 3 ½ month filing period (January 1 – April 18, 2017) that 
were left when she entered the combat zone. 

The 2017 tax return.  The deadline is not extended because the 180-day extension period 
after March 31, 2017, plus the number of days left in the filing period when she entered the 
combat zone (107) ends on January 12, 2018, which is before the due date for her 2017 tax 
return (April 17, 2018). 

Example 2:  A member in the combat zone from 1 October 2017 to 15 January 2018 will 
have 287 days from the date he leaves the area to file the 2017 return.  This extension equals 
the 180-day extension, plus the 107 days of the tax filing season because he or she was in a 
combat zone or qualified hazardous duty area on 1 January.  Note - If a member is serving in 
a combat zone or qualified hazardous duty area, or in direct support of operations in a combat 
zone or qualified hazardous duty area, on 1 January, he or she receives the full 107 days of 
the filing period as part of the deadline extension even if the return to home station occurs 
before 17 April. 

Example 3:  A member entering a combat zone on 1 February 2018 and serving until 1 May 
2018 will have 256 days from the date he leaves the combat zone to file the 2017 return. This 
period of time is equivalent to the full 180-day extension, plus the 76 days remaining in the 
filing season when he entered the combat zone or qualified hazardous duty area. 
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a. The extension applies automatically.  Neither deployed members 
nor spouses need to file an extension with the IRS to take 
advantage of the filing extension granted as a result of qualifying 
combat zone or qualified hazardous duty service. 

b. A member, spouse, or affected civilian may notify the IRS that the 
individual is deployed to a combat zone, qualified hazardous duty 
area, or in direct support of a combat zone or qualified hazardous 
duty area by sending an email to combatzone@irs.gov.  The email 
should provide the IRS with the member’s name, stateside address, 
date of birth, and date of deployment.  Social security numbers 
should NOT be emailed.  Prior notification suspends the IRS’s 
ability to assess or collect tax.  (26 U.S.C. § 7508(e)(2)). 

c. Civilian taxpayers eligible for the 26 U.S.C. § 7508 extension 
should put the words “COMBAT ZONE” and their deployment 
date in red ink at the top of their tax returns.  Service members do 
not need to do this because the DoD provides advance notice to the 
IRS.   

d. If a taxpayer eligible for the 26 U.S.C. § 7508 extension receives 
correspondence from the IRS regarding a collection or examination 
matter, they may return the notice to the IRS with the words 
“COMBAT ZONE” and the deployment date in red at the top of 
the notice and also write “COMBAT ZONE” on the outside of the 
envelope.  Upon receipt of the returned correspondence, the IRS 
will suspend the action.  

B. Extension pursuant to 26 U.S.C. § 6081, Extension of time for filing returns: 

1. Automatic two-month extension for certain overseas taxpayers. 

a. Eligibility.  Treas. Reg. § 1.6081-5(a)(5-6), promulgated pursuant 
to the grant of authority in 26 U.S.C. § 6081(a), establishes an 
automatic extension until 15 June to file income tax returns for: 

(1) “United States citizens or residents whose tax homes and 
abodes, in a real and substantial sense, are outside the 
United States and Puerto Rico.” Treas. Reg. § 1.6081-
5(a)(5). 

mailto:combatzone@irs.gov
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Note: The term “tax home” has the same meaning as it has 
for purposes of 26 U.S.C. § 162(a)(2), relating to the 
deductibility of business travel expenses away from home.  
This definition is different than domicile, and more closely 
aligns with a taxpayer’s current residence.  Accordingly, a 
military dependent accompanying the sponsor overseas on 
PCS orders will typically satisfy this requirement. 

(2) “United States citizens and residents in military or naval 
service on duty, including non-permanent or short term 
duty, outside the United States and Puerto Rico.” Treas. 
Reg. § 1.6081-5(a)(6). 

(3) In order to qualify for the extension, the taxpayer must be 
overseas on the regular deadline for timely filing (e.g. 15 
April). 

b. Application.  To claim the extension, the taxpayer must submit a 
statement with their tax return filed prior to 15 June.  If the 
taxpayer is requesting an additional four-month extension (see para 
2, below), the automatic two-month extension is documented by 
checking box 8 on IRS Form 4868, and by filing Form 4868 prior 
to 15 June. 

c. Effect.  Treas. Reg. § 1.6081-5 extends the time for filing the 
return and paying the tax.  Accordingly, if properly claimed no 
penalties will be incurred so long as the return is filed on or before 
15 June.  Statutory interest under 26 U.S.C. § 6601 will, however, 
accrue during the extension period. 

2. Automatic six-month extension for any taxpayer (whether located in the 
U.S. or overseas), pursuant to Treas. Reg. § 1.6081-4. 

a. Application.   

(1) Complete IRS Form 4868, Application for Automatic 
Extension of Time to File U.S. Individual Income tax 
Return.  The form requires the taxpayer to calculate the 
estimate tax (if any) that is owed. 

(2) File the form prior to the date for timely filing (e.g. 15 
April) (or 15 June, if the 1.6081-5 automatic two-month 
extension also applies).   
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b. Effect.  Treas. Reg. § 1.6081-4 extends the time for filing the 
return, but not paying the tax.  Accordingly, if tax is owed, even if 
the extension is timely filed, interest will accrue, and the 26 U.S.C. 
§ 6651(a)(2) failure to pay penalty will be imposed.  In order to 
avoid penalties and interest, the estimated tax owed should be paid 
at the time Form 4868 is filed. 

3. Discretionary extension through 15 December for overseas taxpayers. 

a. Application.  The taxpayer must send the IRS a letter, prior to the 
extended due date (e.g. 15 October) explaining why an additional 
two-month extension is needed.  See Publication 54 for the current 
mailing address.  No response will be received, unless the request 
is denied. 

b. Effect.  Similar to the automatic extension obtained by filing Form 
4868, this extends the time to file the return, but not the time to pay 
the tax.  Accordingly, if tax is owed, interest will accrue and the 26 
U.S.C. § 6651(a)(2) failure to pay penalty will be imposed. 

V. INCOME TAX EXCLUSION 

A. Eligibility. 

1. The following military members are eligible for the income tax exclusion: 

a. Military members deployed to the combat zone or in direct support 
of a combat zone. 

b. Military members deployed to a qualified hazardous duty area. 

c. Military members in direct support of a qualified hazardous duty 
area who are receiving hostile fire pay/imminent danger pay that is 
directly related to the dangers of supporting the qualified 
hazardous duty area.  

2. The following are NOT eligible for the income tax exclusion: 

a. Civilians serving in a combat zone, qualified hazardous duty area, 
or in direct support of a combat zone or hazardous duty area.  
Civilians, as explained above, are only eligible for the deadline 
extensions, not the tax exclusion. 
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b. Spouses of military members.  

3. Qualifying service by a military member for one day qualifies the member 
for the tax exclusion for the entire month.   

4. Hospitalization of a military member outside the combat zone or qualified 
hazardous duty area for part of a month as a result of wounds, disease, or 
injury sustained while serving in the combat zone or qualified hazardous 
duty area qualifies the member for the tax exclusion for the entire month. 

B. Excluded Income.  The following income can be excluded from gross income for 
income tax purposes.  Note: basic pay remains subject to Social Security and 
Medicare tax. 

1. Active duty pay earned in any month the member served in a CZ or 
QHDA.  Enlisted personnel and warrant officers who serve in a CZ or 
QHDA during any part of a month can exclude all of their basic pay for 
that month from income.  The amount of the exclusion for commissioned 
officers is limited to the highest rate of enlisted pay.  For 2018, this 
amount is $8,390.10 per month, a figure representing the $8,165.10 
payable monthly to the Chief Master Sergeant of the Air Force ,or 
Sergeant Major of the Army, plus $225.00 for hostile fire or imminent 
danger pay. 

2. Imminent danger or hostile fire pay 

3. A dislocation allowance if the move begins or ends in a month the 
member served in a CZ or QHDA. 

4. A reenlistment bonus if the voluntary extension or reenlistment occurs in a 
month the member served in a CZ or QHDA. 

5. Pay for accrued leave earned in any month the member served in a CZ or 
QHDA. 

6. Continuation pay only if the agreement to perform additional years of 
service is signed by the member in a month when he or she is serving in a 
CZ or QHDA. 
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7. Continuation pay under the Blended Retirement System only if: 1) the 
Service Member becomes entitled to BRS continuation pay while serving 
in a combat zone (for 2018, the member must have reached 12 years of 
service while in the CZ or QHDA); and 2) the agreement to perform 
additional years of service is signed by the member while serving in a CZ 
or QHDA. 

8. Pay received for duties as a member of the armed forces in clubs, messes, 
post and station theaters, and other nonappropriated fund activities.  The 
pay must be earned in a month the member served in a CZ or QHDA. 

9. Awards for suggestions, inventions, or scientific achievements members 
are entitled to because of a submission they made in a month they served 
in a combat zone. 

10. Student loan repayments made as part of the DoD Loan Repayment 
Program.  Generally, these payments are compensation for services.  They 
are excluded from income during the month(s) the member provides 
qualifying CZ and QHDA service. 

11. The Redux Payment of $30,000.  This payment is considered a career 
service bonus (a type of special pay) available to certain members who 
execute a written agreement to remain on active duty until completion of 
20 years of service and accept a reduced percentage in calculating pay on 
retirement.  Generally, it is taxable income.  However, it is excluded from 
income if the member executes the agreement to receive the payment 
while providing qualifying CZ or QHDA service. 

C. Income Not Excluded. 

1. Military pension or retired pay 

2. Separation payments. 

VI. CONCLUSION. 
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	A. IRS Form 2848.   Power of Attorney and Declaration of Representative.  Advise the taxpayer that this document allows you to receive and inspect confidential tax information and to sign any agreements and consents.  The taxpayer can authorize additi...
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	A. Talking to all of the players.
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	3. Commercially prepared returns.  The taxpayer may have paid for some sort of audit assistance or penalty and interest insurance. Most contractual provisions require the taxpayer to promptly notify the preparer of any IRS notice.
	PRACTICE POINTER: Often, taxpayers will identify themselves as being completely perplexed by the IRS notice.  This is usually brought on because they didn’t really read the letter. Taxpayers tend to very rapidly peruse the letter until they get to the...
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	A. IRS notices commonly ask the taxpayer to characterize his position with regard to the issue.
	1. Fully agree with the notice.  There is no issue in controversy.  The taxpayers may wish to have the interest abated.  The IRS Restructuring and Reform Act of 1998 requires the IRS to notify taxpayers of proposed discrepancies within 18 months of th...
	2. Partially agree with the notice.  The taxpayers wish to have the IRS reduce any taxes attributed to the incorrect changes made by the IRS.  Taxpayers will substantiate the correct entries and ask the IRS to recompute taxes, penalties and interest.
	3. Wholly disagree with the notice.  Taxpayers will substantiate the entries and computations on the return and ask the IRS to confirm the original taxes due or refund requested.
	B. Regardless of the position the taxpayers take on the notice, the reply to any notice should clearly state the name and address of the taxpayers, the tax year in question, the tax form originally filed, the notice to which the reply pertains, and an...
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	II. competence.
	A. Competence requires legal knowledge, skill, thoroughness, and preparation to the extent reasonably necessary for representation (Army Rule 1.1).
	B. A lawyer need not have special training or experience to handle a matter.
	C. Supervisor's Role.
	1. Training.
	2. Oversight.
	3. Standard Procedures.

	D. Competence in Tax Preparation.  Must balance powerful automation tools, increasingly sophisticated areas of practice, and tremendous mission demands.

	III. Confidentiality (Army Rule 1.6).
	A. General Rule.  A lawyer shall not reveal any information relating to the representation of a client.
	1. No distinction between confidences and secrets as existed in the older ABA Model Code.
	2. Applies to information obtained prior to formation of attorney-client relationship.

	B. Purpose.  Encourage candor between the client and the attorney.
	C. Exceptions to confidentiality.
	1. A client may consent to disclosure of confidential information.
	2. Disclosure is also authorized in order to carry out the representation.
	a. Office communications.
	b. Reading files.

	3. Disclosure is permitted to establish a claim or defense in a controversy with a client.
	4. Intention to commit a crime.
	a. Army/Navy Rule 1.6(b) mandates disclosure of information a lawyer reasonably believes necessary to prevent a client from committing a crime which is likely to:
	(1) result in imminent death or substantial bodily harm, or
	(2) significantly impair the readiness or capability of a military unit, vessel, aircraft, or weapon system.

	b. Air Force Rule 1.6(b) gives attorneys discretion to reveal information regarding crimes falling within the two categories.
	c. ABA Model Rules only give attorneys discretion to reveal information regarding crimes that result in imminent death or substantial bodily harm.
	d. There is no authority for revealing information of other future offenses under the Army Rules.
	e. Information regarding past crimes may not be released under any of the ethical standards.


	D. Work Product Rule.  The work product rule is subsumed within the rule of confidentiality.
	1. Materials prepared by an attorney in anticipation of litigation are not discoverable.
	2. The work-product privilege is intended to prevent a litigant from taking a free ride on the research and thinking of his opponent's lawyer and to avoid the resulting deterrent to a lawyer's committing his thoughts to paper.  United States v. Nobles...

	E. Federally Authorized Tax Practitioner Privilege.  I.R.C. § 7525.
	1. The attorney-client privilege allowed for confidential communications regarding the provision of tax advice has been extended to all federally authorized tax practitioners (that is, to individuals authorized to practice before the IRS).
	2. The provision does not modify the attorney-client privilege of confidentiality, other than to extend it to other authorized practitioners.  Sen. Rep. 105-174, “Internal Revenue Service Restructuring and Reform Act of 1998,” at 70.
	a. The privilege established by the provision applies only to the extent that communications would be privileged if they were between a taxpayer and an attorney.  Sen. Rep. 105-174, “Internal Revenue Service Restructuring and Reform Act of 1998,” at 70.
	b. Information disclosed to an attorney for the purpose of preparing a tax return is not privileged under present law.  Such information would not be privileged under the provision whether it was disclosed to an attorney, certified public accountant, ...
	c.  Nothing in the new statute suggests that nonlawyer practitioners are entitled to privilege when they are doing other than lawyers' work.  United States v. Frederick, 182 F.3d 496 (7th Cir. 1999).
	(1) There is no common law accountant's or tax preparer's privilege.  Couch v. United States, 409 U.S. 322, 502 (1973); United States v. Arthur Young & Co., 465 U.S. 805, 817-19 (1984).
	(2) A taxpayer must not be allowed, by hiring a lawyer to do the work that an accountant, or other tax preparer, or the taxpayer himself or herself, normally would do, to obtain greater protection from government investigators than a taxpayer who did ...
	(3) To rule otherwise would be to impede tax investigations, reward lawyers for doing nonlawyers' work, and create a privileged position for lawyers in competition with other tax preparers--and to do all this without promoting the legitimate aims of t...


	3. The privilege applies to any noncriminal tax proceeding before the IRS or in federal court.
	4. The privilege does not protect work product.

	F. The attorney-client privilege extends only to legal advice given by a lawyer.  Although preparation of tax returns by itself may require some knowledge of the law, it is primarily an accounting service.
	1. Communications relating to that service should therefore not be privileged, even though performed by a lawyer.  United States v. Davis, 636 F.2d 1028, 1043 (5th Cir.), cert. denied, 454 U.S. 862 (1981).
	2. Preexisting documents transferred to an attorney are generally protected by the attorney-client privilege only if the usual common-law prerequisites for the privilege are satisfied: the information in the documents must be confidential and the tran...
	a. If the client transmitted the information so that it might be used on the tax return, such a transmission destroys any expectation of confidentiality.  United States v. Lawless, 709 F.2d 485, 488 (7th Cir. 1983)
	b. Letters from the client to the attorney seeking legal advice and all documents created by the attorney that are within the normal ambit of the common-law attorney-client privilege remain privileged.  United States v. Davis, 636 F.2d 1028,1040 (5th ...


	G. The giving of tax advice and the preparation of tax returns are matters within the professional competence of an attorney and are prima facie subject to the attorney-client privilege.  Colton v. United States, 306 F.2d 633, 637-38 (2d Cir. 1962), c...
	1. Although the word “communications” must be broadly interpreted in this context, the authorities are clear that the privilege extends essentially only to the substance of matters communicated to an attorney in professional confidence.  Colton v. Uni...
	2. Not all communications between an attorney and his client are privileged.  Particularly in the case of an attorney preparing a tax return, a good deal of information transmitted to an attorney by a client is not intended to be confidential, but rat...

	H.  Work Product and Tax Preparation.
	1. Workpapers created to aid in preparing tax returns that are not primarily to help litigate over those returns are outside the scope of the work product doctrine.  United States v. Davis, 636 F.2d 1028, 1040 (5th Cir.), cert. denied, 454 U.S. 862 (1...
	2. Papers generated by an attorney who prepares a tax return are not within the work product privilege simply because there is always a possibility that the IRS might challenge a given return.  See Colton v. United States, 306 F.2d 633, 639-40 (2d Cir...


	IV. Conflict of Interest Rules.
	A. Representation adverse to existing or former clients.
	1. Army Rule 1.7(a) prohibits a lawyer from representing a client if the representation of the client will be adverse to another (present) client unless:
	a. the lawyer reasonably believes the representation will not adversely affect the other relationship, and
	b. the client consents.

	2. Army Rule 1.9 prohibits a lawyer, who has formerly represented a client in a matter:
	a. from representing another person in the same or substantially related matter unless the client consents after consultation, or
	b. from using information to the disadvantage of the former client.

	3. Circular 230, section 10.29 -- Conflicting interests.  A practitioner shall not represent a client in his or her practice before the Internal Revenue Service if the representation involves a conflict of interest. A conflict of interest exists if:
	a. The representation of one client will be directly adverse to another client; or
	b. There is a significant risk that the representation of one or more clients will be materially limited by the practitioner’s responsibilities to another client, a former client or a third person or by a personal interest of the practitioner.
	c. Notwithstanding a. and b., above, a practitioner may represent a client if:
	(1) The practitioner reasonably believes that the practitioner will be able to provide competent and diligent representation to each affected client;
	(2) The representation is not prohibited by law;
	(3) Each affected client gives informed consent, confirmed in writing by the affected client, at the time the existence of the conflict of interest is known by the practitioner.  The confirmation may be made within a reasonable period after the inform...



	B. Dual Representation in Tax Preparation.
	1. The preparation of a joint return should not normally give rise to a conflict of interest.
	2. Preparation of married filing separate returns almost always has the potential for a conflict of interest.
	3. Representing both parties when their joint return is being audited has the potential for a conflict of interest.
	4. Circular 230 appears to permit the waiver of any conflict, but Army Rule 1.7(a) imposes a higher standard.

	C. Dual Representation in Estate Planning.
	1. Client confidences - Husband and wife request estate counseling together.
	a. Must consent to a joint interview.
	b. Recommended - sign consent memorandum for case file.  (See Appendix A).

	2. Conflicts of Interest.
	a. Spouse with children of former relationship.
	b. Child of testator present for interview.



	V. YOUR CLIENT AND THE IRS.
	A. IRS Nondisclosure Rule.
	1. Any person who discloses without proper authorization any return or return information is subject to criminal penalties (I.R.C. § 7213).
	a. If any employee of the United States knowingly and without authority discloses any return or return information with respect to a taxpayer, such affected taxpayer may bring a civil suit against that employee (I.R.C. § 7431).



	VI. THE TAX PREPARER AND THE IRS.
	A. Practicing before the IRS -- Circular 230, § 10.2(a)(4).  Practice before the Internal Revenue Service comprehends all matters connected with a presentation to the Internal Revenue Service or any of its officers or employees relating to a taxpayer’...
	1. Any individual may prepare a return, appear as a witness for the taxpayer before the IRS, or furnish information requested by the IRS.  Circular 230, § 10.8(b).
	2. The following individuals have broad authority to practice before the IRS:
	a. Attorneys;
	b. Certified Public Accountants; and
	c. Enrolled agents.

	3. The following individuals have limited authority to practice before the IRS:
	a. Enrolled actuaries;
	b. Enrolled retirement plan agents;
	c. Registered tax return preparer;
	d. Full time employees of an employer may represent the employer;
	e. A general partner or a regular full-time employee of a partnership may represent the partnership;
	f. A trustee, receiver, guardian, administrator, or personal representative, may represent the trust, receivership, guardianship, or estate.
	g. An individual may represent any individual before personnel of the Internal Revenue Service who are outside of the United States;
	h. An individual who prepares and signs a taxpayer's return, or who prepares a return but is not required to sign the return, may represent the taxpayer before officers and employees of the examination division of the IRS with respect to the tax liabi...
	i. The Director of the Office of Professional Responsibility may authorize others who are not otherwise eligible to practice before the IRS.


	B. Representing Your Client.
	1. Form 2848 - Power of Attorney and Declaration of Representation.
	a. To represent the client before the IRS;
	b. To receive confidential tax information pertaining to the client;
	c. Receive, but not endorse a refund check;
	d. Execute a waiver of restrictions on assessment or collection of a deficiency in tax;
	e. Execute a consent to extend the statutory period; and
	f. Execute a closing agreement under I.R.C. § 7121.


	C. Practice before the IRS is governed by Treasury Circular No. 230.
	1. Each attorney, CPA, enrolled agent, or enrolled actuary who knows that the client has not complied with the revenue laws of the United States or has made an error or omission … must advise the client promptly of the fact of such noncompliance, erro...
	2. A taxpayer is generally not required to file an amended return.
	a. Treas. Reg. § 1.451-1(a) provides that a taxpayer “should” (not shall or must) file an amended return when he discovers that an item of income was omitted from an earlier, open, tax year.
	b. Treas. Reg. § 1.461-1(a)(3) provides that when a taxpayer discovers that a deduction should have been taken in a prior taxable year, the taxpayer should file an amended return to receive the credit or refund.  Similarly, if a taxpayer discovers tha...
	c. These regulations do not require a taxpayer to file an amended return.  United States v. Badaracco, 464 U.S. 386 (1984).
	d. The practitioner should advise the client, as appropriate, that filing an amended return will reduce or eliminate a penalty, minimize interest on a deficiency, or provide some other advantage to the client.

	3. Each attorney, CPA, enrolled agent, or enrolled actuary shall exercise due diligence as to accuracy:
	a. In preparing or assisting in the preparation of, approving, and filing returns.
	b. In determining the correctness of oral or written representations made by him to the IRS; and
	c. In determining the correctness of oral or written representations made by him to clients with reference to any matter administered by the IRS.  Circular 230, § 10.22.

	4. No attorney, CPA, enrolled agent, or enrolled actuary shall unreasonably delay the prompt disposition of any matter before the IRS.
	5. No attorney shall in practice before the IRS, knowingly and directly or indirectly employ or accept assistance from any person who is under disbarment or suspension from practice before the IRS.

	D. Representing your Client before the IRS--The Duty of Confidentiality.
	1. Circular 230 does not address this duty, but does acknowledge that certain client information may be “privileged,” and that the practitioner may refuse to submit records if he “believes in good faith and on reasonable grounds that such [material] i...
	2. ABA Formal Opinion 314, which deals with the lawyer’s obligations to make disclosures to the IRS, provides, that in dealing with the IRS, a lawyer:
	a. Has no duty to disclose weaknesses in the case and may properly advance the strong points.
	b. May not disclose client confidences unless it appears that a crime will be committed (a wrong or unjust result in a tax case is not a crime).
	c. Has the affirmative duty not to mislead the IRS by misstatements or by silence, and not to permit the client to do so.
	d. To advise the client to correct misstatements.
	(1) If client refuses to do so, the lawyer is obligated to withdraw from the representation.
	(2) The duty to withdraw may be limited, and must be weighed against the lawyer’s obligation of confidentiality.

	e. Disreputable conduct for which an attorney, certified public accountant, enrolled agent, or enrolled actuary may be disbarred or suspended from practice before the Internal Revenue Service includes, but is not limited to:  “Giving false or misleadi...


	E. Standards for Advising Client with Respect to Tax Return.
	1. Definitions.
	a. Frivolous - a position is frivolous if it is patently improper.
	b. Reasonable basis - A position is considered to have a reasonable basis if it is reasonably based on one or more of the authorities described in 26 CFR 1.6662-4(d)(3)(iii), or any successor provision, of the substantial understatement penalty regula...
	(1) The authorities described in Treas. Reg. § 1.6662-4(d)(3)(iii) successor provision, of the substantial understatement penalty regulations may be taken into account for purposes of this analysis.  The possibility that a position will not be challen...
	(2) Types of Authority -- Treas Reg. § 1.6662-4(d)(3)(iii).
	(a) Applicable provisions of the Internal Revenue Code and other statutory provisions;
	(b) Proposed, temporary and final regulations;
	(c) Revenue rulings and revenue procedures;
	(d) Tax treaties;
	(e) Court cases;
	(f) Legislative histories;
	(g) Private letter rulings and technical advice memoranda issued after October 31, 1976;
	(h) Actions on decisions and general counsel memoranda issued after March 12, 1981 (as well as general; and counsel memoranda published in pre-1955 volumes of the Cumulative Bulletin); and
	(i) Internal Revenue Service information or press releases; and notices and announcements and other administrative pronouncements published by the Service in the Internal Revenue Bulletin.

	(3) Conclusions reached in treatises, legal periodicals, legal opinions or opinions rendered by tax professionals are not authority.

	c. More likely than not - A practitioner is considered to have a reasonable belief that the tax treatment of a position is more likely than not the proper tax treatment if the practitioner analyzes the pertinent facts and authorities, and based on tha...

	2. Standards of Conduct.  Circular 230, § 10.34.
	a. A practitioner may not sign a tax return as a preparer unless the practitioner has a reasonable belief that the tax treatment of each position on the return would more likely than not be sustained on its merits (the more likely than not standard), ...
	(1) The practitioner has a reasonable belief that the position satisfies the more likely than not standard; or
	(2) The position has a reasonable basis and is adequately disclosed to the Internal Revenue Service.

	b. A practitioner may not advise a client to take a position on a document, affidavit or other paper submitted to the Internal Revenue Service unless the position is not frivolous.
	c. A practitioner may not advise a client to submit a document, affidavit or other paper to the Internal Revenue Service—
	(1) The purpose of which is to delay or impede the administration of the Federal tax laws;
	(2) That is frivolous; or
	(3) That contains or omits information in a manner that demonstrates an intentional disregard of a rule or regulation unless the practitioner also advises the client to submit a document that evidences a good faith challenge to the rule or regulation.

	d. Advising clients on potential penalties.  A practitioner must inform the client of the penalties reasonably likely to apply to the client with respect to a position taken on a tax return, if the practitioner advised the client with respect to the p...
	e. Relying on information furnished by clients.  A practitioner advising a client to take a position on a return or other paper submitted to the Internal Revenue Service, or preparing or signing a return as a preparer, generally may rely in good faith...
	f. Standard of discipline.  Only violations of this section that are willful, reckless, or a result of gross incompetence will subject a practitioner to censure, suspension or disbarment from practice before the Service.


	F. Penalties applicable to Income Tax Preparers.
	1. Understatements of taxpayer's tax liability (I.R.C. § 6694).
	a. Understatements due to a position taken for which there was no reasonable belief that the tax treatment of the position would more likely than not be sustained on its merits.
	(1) Penalty is the greater of $1,000 or 50% of the income derived (or to be derived) by the tax return preparer from the preparation of a return or claim with respect to which the penalty was imposed.
	(2) Exception for position that had a reasonable basis and was adequately disclosed on the return.
	(3) Exception for position advanced in good faith and with reasonable cause.  Factors to consider in determining reasonable cause include:
	(a) Nature of the error causing the understatement.  Whether the error resulted from a provision that was so complex, uncommon, or highly technical that a competent preparer of returns or claims of the type at issue reasonably could have made the error.
	(b) Frequency of errors.  Whether the understatement was the result of an isolated error (such as an inadvertent mathematical or clerical error) rather than a number of errors.
	(c) Materiality of errors.  Whether the understatement was material in relation to the correct tax liability.
	(d) Preparer's normal office practice.  Whether the preparer's normal office practice, when considered together with other facts and circumstances such as the knowledge of the preparer, indicates that the error in question would rarely occur and the n...
	(e) Reliance on advice of another preparer.  Whether the preparer relied in good faith on the advice of or schedules prepared by another preparer.


	b. Willful attempt to understate tax liability or reckless or intentional disregard of rules or regulations results in a preparer penalty of the greater of $5,000 or 50% of the income derived (or to be derived) by the tax return preparer.
	(1) Willful attempt to understate liability.  A preparer is considered to have willfully attempted to understate liability if the preparer disregards, in an attempt wrongfully to reduce the tax liability of the taxpayer, information furnished by the t...
	(2) Reckless or intentional disregard.  A preparer is considered to have recklessly or intentionally disregarded a rule or regulation if the preparer takes a position on the return or claim for refund that is contrary to a rule or regulation and the p...
	(a) A preparer is reckless in not knowing of a rule or regulation if the preparer makes little or no effort to determine whether a rule or regulation exists, under circumstances which demonstrate a substantial deviation from the standard of conduct th...
	(b) A preparer is not considered to have recklessly or intentionally disregarded a rule or regulation if the position contrary to the rule or regulation is not frivolous, is adequately disclosed and, in the case of a position contrary to a regulation,...



	2. IRS Agents may notify the Director of the Office of Professional Responsibility of any tax practitioner who is assessed with a penalty.
	3. Other Penalties applicable to income tax preparers -- I.R.C. § 6695.
	a. Penalty is $50 for each offense up to a maximum of $25,000 for the following:
	(1) Failure to furnish copy of return to TP.
	(2) Failure to sign return.
	(3) Failure to furnish ID number.
	(4) Failure to retain a copy or list.
	(5) Failure to file correct information returns.

	b. Negotiation of a taxpayer's check is a $500 penalty.
	c. Failure to be diligent in determining eligibility for the earned income credit is a $500 penalty.

	4. Tax return preparer defined.  The term ''tax return preparer'' means any person who prepares for compensation, or who employs one or more persons to prepare for compensation, any return of tax imposed by the Internal Revenue Code or any claim for r...
	a. Any individual who provides tax assistance under a Volunteer Income Tax Assistance (VITA) program established by the Internal Revenue Service; and
	b. Any organization sponsoring or administering a Volunteer Income Tax Assistance (VITA) program established by the Internal Revenue Service, but only with respect to that sponsorship or administration.


	G. Client Penalties.
	1. Delinquency Penalties (I.R.C. § 6651).
	a. Failure to file timely return.
	b. Failure to pay tax.

	2. Accuracy related penalties (I.R.C. §§ 6662 and 6663).
	a. Only apply if a return is filed.
	b. Negligence Penalty (20%).  Applies when the taxpayer fails to make a reasonable attempt to comply with the provisions of the Internal Revenue Code or disregards the rules and regulations.
	(1) Examples of negligence include, failure to include all income, excessive deductions, improper credits, failure to maintain adequate books and records, withholding information from return preparer.
	(2) Defense to Negligence Penalty.
	(a) Reasonable basis.  Reasonable basis is a relatively high standard of tax reporting, that is, significantly higher than not frivolous or not patently improper.  The reasonable basis standard is not satisfied by a return position that is merely argu...
	(b) If position contrary to the rules and regulations, can avoid penalty by disclosure if position represents a good faith challenge and the challenge has a reasonable basis (Form 8275R).
	(c) Can also avoid penalty if reasonable basis for position and adequate disclosure (Form 8275).


	c. The accuracy related penalty also applies to a substantial understatement of income tax (20% penalty).
	(1) Where the understatement exceeds the greater of:
	(a) 10% of the amount of tax required to be shown on the return; or
	(b) $5,000.

	(2) Amount of the penalty is reduced by the amount relating to an item for which there was:
	(a) substantial authority; or
	(b) reasonable basis and adequate disclosure.

	(3) The substantial authority standard is an objective standard involving an analysis of the law and application of the law to relevant facts.  The substantial authority standard is less stringent than the “more likely than not” standard (the standard...
	(a) There is substantial authority for the tax treatment of an item only if the weight of the authorities supporting the treatment is substantial in relation to the weight of authorities supporting contrary treatment.  Treas. Reg. § 1.6662-4(d)(3)(i).
	(b) The weight accorded an authority depends on its relevance and persuasiveness, and the type of document providing the authority.  Treas. Reg. § 1.6662-4(d)(3)(i).
	(c) The possibility that a return will not be audited or, if audited, that an item will not be raised on audit, is not relevant in determining whether the substantial authority standard (or the reasonable basis standard) is satisfied.  Treas. Reg. § 1...


	d. Accuracy related penalties cannot be stacked.

	3. Fraud (I.R.C. § 6663).
	a. A willful attempt to evade taxes.
	b. Fraud is an act of commission, not omission.
	c. Examples of what the government must show by clear and convincing evidence:
	(1) Double set of books;
	(2) Making false entries or alterations;
	(3) False invoices or documents;
	(4) Concealed assets; and
	(5) False statements to agents.

	d. Penalty for fraud is 75%.

	4. Reasonable cause exception -- I.R.C. § 6664(c).  Even if the taxpayer cannot satisfy the reasonable basis exception, no penalty shall be imposed under section 6662 or 6663 with respect to any portion of an underpayment if it is shown that there was...
	a. The determination of whether a taxpayer acted with reasonable cause and in good faith is made on a case-by-case basis, taking into account all pertinent facts and circumstances.
	b. Generally, the most important factor is the extent of the taxpayer's effort to assess the taxpayer's proper tax liability.
	c. Circumstances that may indicate reasonable cause and good faith include an honest misunderstanding of fact or law that is reasonable in light of all the facts and circumstances, including the experience, knowledge and education of the taxpayer.
	d. An isolated computational or transcriptional error generally is not inconsistent with reasonable cause and good faith.
	e. Reliance on an information return or on the advice of a professional tax advisor or an appraiser does not necessarily demonstrate reasonable cause and good faith.  Similarly, reasonable cause and good faith is not necessarily indicated by reliance ...
	(1) Reliance on an information return, professional advice or other facts, however, constitutes reasonable cause and good faith if, under all the circumstances, such reliance was reasonable and the taxpayer acted in good faith.
	(2) All facts and circumstances must be taken into account in determining whether a taxpayer has reasonably relied in good faith on advice (including the opinion of a professional tax advisor) as to the treatment of the taxpayer (or any entity, plan, ...


	5. Frivolous income tax return -- I.R.C. § 6702.  Any individual who files what purports to be an income tax return but which -
	a. Does not contain information on which the substantial correctness of the self-assessment may be judged, or
	b. Contains information that on its face indicates that the self-assessment is substantially incorrect; and the conduct is due to:
	(1) As position which is frivolous, or
	(2) A desire (which appears on the purported return) to delay  or impede the administration of Federal income tax laws,  then such individual shall pay a penalty of $5,000.

	c. This penalty shall be in addition to any other penalty provided by law.


	H. Criminal Penalties (Title 18).
	1. Willful attempt to evade or defeat tax (Maximum penalty is five years and $100,000 fine).
	2. Willful failure to file return (Maximum penalty is one year in prison and a fine of $25,000 fine).
	3. Willful fraud and false statements (Maximum penalty is three years and a fine of $100,000 fine).

	I. Disbarment from Practice before the IRS.
	1. Disbarment or suspension from practice as an attorney.
	2. Conviction of any criminal offense involving the revenue laws or any crime involving dishonesty, or breach of trust.
	3. Giving false or misleading information, or participating in any way in the giving of false or misleading information to the IRS .
	4. Improper solicitation of employment.
	5. Willfully failing to make a Federal tax return in violation of the revenue laws.
	6. Bribing or attempting to bribe any officer or employee of the IRS.
	7. Misappropriation of, or failure to properly and promptly remit funds received from a client for the purpose of payment of taxes or other obligations due the United States.
	8. Knowingly aiding and abetting another person to practice before the IRS during a period of suspension, disbarment, or ineligibility.
	9. Contemptuous conduct in connection with practice before the IRS.
	10. Giving a false opinion, knowingly, recklessly, or through gross incompetence.  Gross incompetence includes conduct that reflects gross indifference, preparation that is grossly inadequate under the circumstances, and a consistent failure to perfor...
	11. Willfully violating any part of Circular 230.  Recklessly or through gross incompetence violating the section of Circular 230 pertaining to standards for preparing returns and advising clients.


	VII. CONCLUSION.
	APPENDIX
	SAMPLE DUAL REPRESENTATION LETTER

	Chapter C - 2018 Income Tax Deskbook - Casualty and Disability Tax Issues
	I. REFERENCES.
	A. IRS Forms 1040, 1310.
	B. Internal Revenue Code (I.R.C.) of 1986, as amended.
	C. Treasury Regulations.
	D. IRS Publications:
	1. Pub. 3, Armed Forces’ Tax Guide.
	2. Pub. 17, Your Federal Income Tax.
	3. Pub. 559, Survivors, Executors, and Administrators.


	II. INTRODUCTION.
	III. Filing Requirement.
	A. A final tax return is required to be filed.
	1. File a return for the year of death.
	2. File a return for any other preceding years not yet filed.
	3. Example:  SFC Samantha Smith died on March 14, 2014 before filing her 2013 return.  Her 2013 return is still due 15 April 2014 and her final return is due 15 April 2015 for the 2014 tax year.

	B. Who files the returns?
	1. The personal representative, if one is appointed.
	2. Surviving spouse can file if filing a joint return and no personal representative appointed before the due date for the return.
	3. May need to complete Form 1310, Statement of Person Claiming Refund Due a Deceased Taxpayer, if not the surviving spouse or a court-appointed personal representative.  (The court-appointed personal representative must attach the court certificate, ...


	IV. Filing Status.
	A. The filing status choices are the same as if the decedent were alive for the relevant year.
	B. A surviving spouse can file a joint return with the decedent for the final tax return as long as he or she has not remarried before the end of the year of the decedent’s death.  In the case of the surviving spouse remarrying, the decedent’s filing ...
	C. A surviving spouse, who remains unmarried, can use qualifying widow(er) filing status for up to 2 years after the year of death if he or she has a dependent child.  This filing status entitles the survivor to MFJ tax rates and higher standard deduc...

	V. other concerns.
	A. Exemptions and Deductions.  Generally, the rules that apply to an individual apply the same to the decedent’s final return.
	1. You can claim the decedent’s personal exemption on the final return (assuming they were not the dependent of someone else, like a parent).
	2. The final return can claim the applicable standard deduction for the filing status or can itemize deductions, including by claiming deductions paid by the decedent prior to death.

	B. Credits, Other Taxes, and Payments.  Generally, the rules that apply to an individual apply the same to the decedent’s final return.
	1. The decedent’s final return can claim the Earned Income Tax Credit, if applicable, even though the return covers less than 12 months.
	2. The decedent’s final return can claim the Child Tax Credit, and the Additional Child Tax Credit, if applicable, even though the return covers less than 12 months.
	3. The adoption credit can be claimed on the decedent’s final return, depending on when the adoption was finalized, including any carryforward credit from prior years.  Also, if the decedent is survived by a spouse who meets the filing status of quali...
	4. Claim all federal income tax withheld and any estimated taxes on the final return.

	C. Finishing the Return.
	1. The word “DECEASED”, the name of the decedent, and the date of death should be written across the top of the return.
	2. If the decedent is a service member who died in a combat zone, then at the top of the return put “KIA” and the combat zone where the death occurred (e.g., “Enduring Freedom–KIA”) or the injury/disease leading to the death occurred instead of “Decea...
	3. If surviving spouse is filing a joint return, use both names in the name and address section.
	4. If a personal representative is filing the return, put the decedent’s name in the name space and then personal representative’s name and address in the other space.

	D. Signing the return.
	1. If the surviving spouse is filing a joint return, the spouse signs as usual.  But in the space for the deceased spouse’s signature, write “Filing as Surviving Spouse.”
	2. If a personal representative is filing the return, then the personal representative signs the return, and if that personal representative is not the surviving spouse and it is a joint return, the surviving spouse must also sign the return.

	E. Filing the Return.
	1. File the return with the Internal Revenue Service Center for the place where the surviving spouse or personal representative lives.
	2. For service members killed in a combat zone claiming tax forgiveness (see below), file a paper return with the Internal Revenue Service at 333 W. Pershing, P5-6503, Kansas City, MO  64108.
	3. For service members killed in the combat zone, attach proof of the death in the combat zone.  The DD Form 1300 (Report of Casualty) will suffice, or a letter from the Casualty Office certifying that the service member was on active duty and died in...


	VI. Tax Forgiveness for Combat deaths.
	A. Members of the Armed Forces who die while in a combat zone or from wounds, disease, or injury incurred in a combat zone, have their tax liability abated (forgiven) for the entire year of death and for any prior tax year ending on or after the first...
	1. Members of the Armed Forces:  defined in I.R.C. § 7701(a)(15) to include all regular and reserve components of the uniformed services which are subject to the jurisdiction of the Secretary of Defense, the Secretary of the Army, the Secretary of the...
	2. A combat zone is any area that the President, by executive order, designates as an area in which Armed Forces of the United States are or have engaged in combat.  I.R.C. § 112.  Qualified hazardous duty areas are treated as combat zones during the ...
	3. This section applies to all tax liability resulting from income of the deceased service member, not just military compensation.

	B. Joint Returns and Forgiveness.
	1. Only the service member’s tax liability is abated, not the spouse’s tax liability.  Note:  this is an abatement of the tax liability, not an exclusion of the income.
	2. Must allocate tax liability between the service member and spouse pursuant to a formula for years where a spouse has income and the abatement is claimed for the decedent under I.R.C. § 692.
	a. Calculate the tax liability of the couple on a joint return as if no forgiveness were allowed;
	b. Calculate the tax liability of the decedent as if he or she filed married filing separately;
	c. Calculate the tax liability of the surviving spouse as if he or she filed married filing separately;
	d. Add together the tax liabilities of the decedent and the spouse as married filing separately;
	e. Calculate a percentage equal to decedent’s married filing separately tax liability (as determined in subparagraph b above) divided by the total of the joint tax liability (as determined in subparagraph d above);
	f. Multiply that decimal by tax liability of a MFJ, this is the amount of the tax liability forgiven on the joint return.

	3. Example:  Assume MFJ tax liability is $6,000.  W is killed in Afghanistan while serving on active duty.  MFS returns for W and H result in W’s tax liability being $3,200 and H’s tax liability being $4,800.  W’s separate liability would be 40% [3,20...

	C. Prior Years.  I.R.C. Section 692(a) abates tax liability for any tax year ending on or after the first day the person served in a combat zone.
	1. Because it says “a combat zone” rather than “UtheU combat zone” if a service member served in more than one combat zone or in the same combat zone in different tax years, a tax on the service member’s income will not be imposed for years preceding ...
	2. However, Rev. Rul. 69-301 also makes clear that tax abatement claims under Section 692(a) are claims for refund subject to the statute of limitation provisions for refunds under Section 6511(a), as suspended by Section 7508(a)(1)(E) if applicable.

	D. Determining the Statute of Limitations.
	1. I.R.C. Section 6511(a) provides that claims for refund must be filed within 3 years from the date the return was filed or two years from the date the tax was paid, whichever is UlaterU.
	a. Generally, that means that a taxpayer has 3 years from the due date (15 April) to file a request for refund.  If 15 April for any year falls on a holiday or weekend, then the original due date is the next working day.  (I.R.C. § 7503).
	b. I.R.C. Section 6513 provides that if you file your return before the original due date (without regard to extensions) then you are deemed to have filed it on the due date.  Thus, if you file your 2013 tax return on 1 February 2014, for statute of l...
	c. Note that the extended due date under Section 7503 will not extend the due date for a refund claim if the originally filed return does not actually take advantage of the Section 7503 extension.  By its terms, Section 7503 apples UonlyU if a return ...

	2. I.R.C. Section 7508(a)(1)(E) provides service members serving in a combat zone an automatic extension to file a claim for refund for the period that the service member is in the combat zone, and for the next 180 days thereafter.
	3. I.R.C. Sections 692, 6511, and 7508 all apply to prior year claims for refunds, so service member’s surviving spouse or personal representative should file amended returns for all years that are still open and not beyond the statute of limitations.
	4. Examples:
	a. Service member served in Afghanistan from 1 July through 31 October 2011.  He served in Iraq from 1 January 2012 through 23 March 2012 (date of death).  I.R.C. § 692(a) provides abatement of tax for both tax year 2011 and tax year 2012.
	b. Assume the same facts above but also assume that service member served in various combat zones from 1997 – 2012.  All those returns are eligible for tax abatement.  However, this would be subject to I.R.C. §§ 7508 and 6511, so you have to compute f...



	VII. Survivor issues.
	A. Survivor Benefit Plan (SBP).
	1. SBP coverage is automatic for all active duty members who have an eligible beneficiary.  However, if the service member is not yet retirement-eligible, the service member’s death must have occurred in the Line-of-Duty in order for the SBP to be pay...
	2. SBP is offset, dollar for dollar, by Dependency Indemnity Compensation (DIC) paid by the Department of Veterans Affairs. The Special Survivor Indemnity Allowance (SSIA) partially reduces the impact of the offset; paying $310 per month (adjusted ann...
	3. SBP is a taxable annuity payment.  DIC is a non-taxable benefit.
	4. The SBP can go to a surviving spouse or the spouse can elect (thru the military service) to choose child only SBP.  In this case, the spouse would receive DIC and the child would receive SBP up until the age of 23 (longer if the child is mentally o...
	5. If a child is receiving SBP it is still taxable and is taxable on the child’s return.
	a. The Tax Cuts and Jobs Act revised the “Kiddie Tax” for tax years 2018–2025.  During those tax years, unearned income will be taxed at the rates prescribed for trusts and estates.  Previously (and absent legislative change after 2025), the unearned ...
	b. The amount of unearned income and the standard deduction for taxpayers who may be claimed as a dependent on someone else’s tax return fluctuates annually.  Consult IRS Publication 501 to determine the filing requirement and standard deduction amoun...


	B. Social Security Survivor Benefits.
	1. An unremarried surviving spouse may qualify for SS survivor benefits if they are over retirement age themselves or are caring for the decedent’s child under the age of 16 (or is disabled).
	a. The amount of the SS survivor benefit depends on the age of the surviving spouse, his or her earnings, and marital status.
	b. If a surviving spouse under his full retirement age earns more than $17,040, he will have the widow(er) benefit reduced.  The amount of the reductions is $1 deducted for every $2 dollars earned above $17,040 (adjusted annually for inflation).

	2. Decedent’s unmarried child under the age of 18 (or any age if disabled before the age of 22) receives SS survivor benefits as well.
	3. Social Security benefits may be taxable.  Generally, SS benefits are not taxable if the individual’s “provisional income” (which is AGI adjusted for certain items) is:  (i) under $25,000 for individuals filing single, head of household, or as a qua...
	a. Who is taxed?  The person who has the legal right to receive the benefits.
	b. Thus a child receiving SS benefits may have taxable SS benefits if they are also receiving SBP and/or other income (interest, dividend, trust income etc.)



	VIII. Disability payment issues
	A. Offset of Military Retirement by VA Disability
	1. Military retirement pay is includable in gross income and taxable. See, e.g., Eatinger v. Commissioner, T.C. Memo 1990-310 (“A military retirement pension, like other pensions, is simply a right to receive a future income stream from the retiree's ...
	2. In contrast, disability payments for personal injuries or sickness resulting from active service in the armed forces are not taxable if the payment is due to a combat related injury, as defined by 26 U.S.C. § 104(b)(3), or if the Servicemember woul...
	3. If the taxpayer’s combined disability rating is 40% or lower, and they do not have a combat related disability, then military retirement income is offset by the amount of VA disability payments.
	4. If a taxpayer initially receives military retirement pay, and is then subsequently awarded VA disability that causes the military retirement pay to be offset, the taxpayer may file amended returns for all open tax years (generally three years, alth...

	B. Combat Injured Veterans Tax Fairness Act
	1. The Combat Injured Veterans’ Tax Fairness Act of 2016 (CIVTFA) (Public Law 114-292) allows combat wounded veterans who received disability severance pay from 1991 – 2016 to seek income tax refunds outside of the normal three year statute of limitat...
	2. In July 2018, DFAS began the process of notifying potentially affected taxpayers, by mailing letters through the IRS.  Under the CIVTFA, the taxpayer has one year from the date of the letter (or, if longer, the normal statute of limitations) to fil...
	3. Refunds may be obtained by filing amended income tax returns (IRS Form 1040X), for the tax year in which the disability severance payment was received.  “Veteran Disability Severance” or “St. Clair Claim” should be written across the top of the fro...
	4. Refunds may be calculated in one of two ways:
	a. The taxpayer may seek a refund of the actual amount of excess income tax paid.  In order to do this, the taxpayer must have the necessary documentation to amend their original income tax return.  Specifically, the IRS requires the following to be a...
	(1) Documentation showing the exact amount of and reason for the disability severance payment, such as a letter from the Defense Finance and Accounting Services (DFAS) explaining the severance payment at the time of the payment or a Form DD 214, and
	(2) The VA determination letter confirming the disability or a determination that the injury or sickness was either incurred as a direct result of armed conflict, while in extra-hazardous service, or in simulated war exercises, or was caused by an ins...

	b. The taxpayer may claim a standard refund amount.  Instead of providing specific documentation, the taxpayer initiates an amended return (IRS Form 1040X) and writes “Disability Severance Pay” on line 15.  The taxpayer then enters the standard refund...
	(1) $1,750 for tax years 1991–2005
	(2) $2,400 for tax years 2006–2010
	(3) $3,200 for tax years 2011–2016.




	IX. Conclusion.

	Chapter D - 2018 Income Tax Law Deskbook - State Taxation Income Tax Aspects of the SCRA and MSRRA
	I. REFERENCES.
	A. 50 U.S.C. §§ 3901 et seq. (formerly 50 U.S.C. App. A §§ 501 et seq.)
	B. The Servicemembers Civil Relief Act (SCRA):  Section-by-Section Summary,  Congressional Research Service (updated August 2, 2018), https://crsreports.congress.gov/product/pdf/R/R45283/4.
	C. TJAGLCS Publication JA 260, Servicemembers’ Civil Relief Act Guide, Ch. 5 (March 2006).

	II. INTRODUCTION.
	A. THE AUTHORITY OF THE STATE TO TAX.
	1. General – a state can tax all income, from whatever source derived, of domiciliaries and statutory residents.
	2. With respect to nonresidents, states may tax all income earned within the state.
	3. Definitions:
	a. UDomiciliaryU – “Someone who resides in a particular place with the intention of making it a principal place of abode ….”   UBlack’s Law DictionaryU (10th ed. 2014).
	b. BOTTOM LINE: Domicile or Legal Residence = Physical Presence and Intent to Permanently Reside in State.  See Appendix A, Fort Sheridan Tower article, “Definition of ‘Legal Residence,’” 26 Feb. 1988.
	(1) Indicia of domicile:
	(a) Expressed intent, oral or written;
	(b) Physical presence, past and present (including duration) [Prerequisite to establishing domicile];
	(c) Residence of immediate family.  See UUnited States v. MinnesotaU, 97 F. Supp. 2d 973 (D. Minn. 2000) (residence of non-military spouse not controlling factor nor gives presumption of domicile for military member);
	(d) Location of schools attended by children;
	(e) Payment of nonresident tuition to institutions of higher education;
	(f) Payment of taxes (income and personal property).  [Important factor]  But see UWolff v. BaldwinU, 9 N.J. Tax 11, 19-20 (N.J. Tax Court 1986) (one cannot establish domicile by paying taxes alone; physical presence is also necessary);
	(g) Ownership of real property [Important factor];
	(h) Leasehold interests;
	(i) Situs of personal property.
	(j) Voter registration.  [Important factor.]  See Cal. Franchise Tax Board Legal Ruling No. 54, Residence: Effect of Military Personnel Registering to Vote, 1958 Cal. FTB LEXIS 54 (Cal. FTB 1958); Captain Albert (vice) Gilbert Veldhuyzen and Commander...
	(k) Vehicle registration.  [Important factor]  See UMatter of KarstenU, 924 P.2d 1272 (Kan. Ct. App. 1996) (voluntary registration of motor vehicle does not automatically change domicile);
	(l) Motor vehicle operator’s permit. [Important factor, but not controlling by itself] See Va. Dep’t of Taxation P.D. 99-132, 1999 Va. Tax LEXIS 131 (June 7, 1999); Va. Dep’t of Taxation P.D. 16-136, https://tax.virginia.gov/laws-rules-decisions/rulin...
	(m) Location of bank and investment accounts;
	(n) Explanations for temporary changes in residence;
	(o) Submission of DD Form 2058 (Change of Domicile Form – Appendix B);
	(p) Home of record at the time of entering service;
	(q) Place of marriage;
	(r) Spouse’s domicile.  (See discussion below).  See United States v. Minnesota, 97 F. Supp. 2d 973 (D. Minn. 2000) (state cannot rely on non-military spouses domicile to determine domicile of military member);
	(s) Place of birth;
	(t) Business interests;
	(u) Sources of income;
	(v) Outside employment;
	(w) Declarations of residence on legal documents such as wills, deeds, mortgages, leases, contracts, insurance policies, and hospital records.  [Important factor];
	(x) Declarations of domicile in affidavits or litigation. [Important factor];
	(y) Address provided on federal income tax return;
	(z) Membership in church, civil, professional, service or fraternal organizations;
	(aa) Ownership of burial plots;
	(bb) Place of burial of immediate family members; and
	(cc) Location of donees of charitable contributions.

	(2) The History behind a Spouse’s Domicile.
	(a) Following arcane common law, some states mandate that a wife automatically assumes her husband’s domicile, regardless of her intent.
	(b) See 305 ILL. Comp. Stat. Ann. § 5/2-10 (LexisNexis 2017) (residence of married woman shall be that of her husband unless they are living separate and apart, in which case she may acquire a separate residence).
	(c) See also Restatement (Second) of Conflicts § 21 (1988) (“[T]here were at least two reasons for the common law rule.... [First,] ‘the very being or legal existence of the woman is suspended during marriage, or at least is incorporated and consolida...
	(d) More states, however, provide that a woman’s domicile is established independently of her husband.  These states include, among others, California, Colorado, Georgia, Minnesota, New Jersey, New York, North Dakota, Pennsylvania, Virginia, and Washi...
	(e) See UKerr v. KerrU, 371 S.E. 2d 31 (Va. Ct. App. 1988)(outmoded expectation that a wife is expected to follow her husband’s change of abode is no longer applicable).
	(f) See UUnited States v. MinnesotaU, 97 F. Supp. 2d 973 (D. Minn. 2000) (state cannot rely on non-military spouse’s domicile to determine domicile of military member).


	c. UResidenceU – implies something more than mere physical presence and something less than domicile; some states refer to “legal residence” as equivalent to “domicile.”
	(1) Personal presence at some place of abode with no present intention of definite and early removal and with purpose to remain for undetermined period, not infrequently, but not necessarily combined with design to stay permanently.
	(2) Residence means the “place where one actually lives, as distinguished from a domicile.  …  Residence usu[ally] just means bodily presence as an inhabitant in a given place; domicile usu[ally] requires bodily presence plus an intention to make the ...

	d. UStatutory residentU – a person receives tax treatment as if he or she was a domiciliary provided he or she resides in the state for the statutory number of days.
	(1) CAL. REV.  & TAX. CODE § 17014(a) (Deering 2017) (“Resident” includes: (1) Every individual who is in this state for other than a temporary or transitory purpose....”) and § 17016 (“Every individual who spends in the aggregate more than nine month...

	e. UNonresidentsU – are ordinarily defined in the negative:  “Someone who does not live within a particular jurisdiction.”  UBlack’s Law DictionaryU (10th ed. 2014).

	4. Special State Military Treatment:  Some states treat certain domiciliary military members as nonresidents for tax purposes.  The tests for such status vary.
	a. In some states, domiciliaries who are in the military service and are stationed outside the state are not required to pay state taxes while they are so stationed (e.g., Pennsylvania, Illinois).
	b. Other states (e.g., Ohio, New York) employ a three-part test which permits domiciliaries to avoid state taxes if the domiciliary:
	(1) Maintains no permanent place of abode in state of domicile;
	(2) Maintains a permanent place of abode outside state of domicile; and
	(3) Spends a maximum of 30 days within state of domicile during the tax year in question.
	(4) See, e.g., N.Y. Tax Law § 605 (Consol. 2017) (“A resident individual means an individual … who is domiciled in this state, unless he maintains no permanent place of abode in this state, maintains a permanent place of abode elsewhere, and spends in...


	5. Change of Legal Residence/Domicile.
	a. Physical presence in the new state.  See UJuskowiak v. Comm’r of RevenueU, No. 6607, 1996 Minn. Tax LEXIS 17 (Minn. 1996); UWolf v. Comm’r of RevenueU, No. 7068, 1999 Minn. Tax LEXIS 41 (Minn. 1999); Letter No. IT 96-0010, 1996 WL 305698 (Ill. Dept...
	b. Indications of simultaneous intent of making the new state the permanent domicile/legal residence.  See UMatter of KarstenU, 924 P.2d 1272 (Kan. Ct. App. 1996) (purchasing a house or registering a motor vehicle in a host jurisdiction does not autom...
	c. DD Form 2058 (Appendix B).
	d. UCarr v. Dep’t of RevenueU, No. TC-MD 040979A, 2005 WL 3047252 (Or. T.C. Nov. 4, 2005).  Service member purchased a home and registered vehicles in Oregon and asserted no intention of remaining in Oregon after military service.  Service member asse...



	III. PRINCIPLES OF THE SERVICEMEMBERS’ CIVIL RELIEF ACT.
	A. 50 U.S.C. § 4001 provides that:
	1. The service member neither acquires nor loses residence or domicile solely by residing in a given state pursuant to military orders;
	2. Military income is deemed to be earned in the state of domicile; and
	3. A service member’s personal property is deemed to be located in state of domicile.

	B. Section 4001 protects military income from double taxation because:
	1. Military income is taxable only by the service member’s state of domicile; and
	2. A service member neither acquires nor loses domicile based on presence in a given state pursuant to military orders.

	C. Section 4001 is constitutionally valid.  UDameron v. BroadheadU, 345 U.S. 322 (1953) (predecessor provision).
	D. A service member’s Unonmilitary income is not protectedU from double taxation by Section 4001.  Nonmilitary income can be taxed by:
	1. The service member’s state of domicile, which can tax all income from whatever source derived; and
	2. The state in which the income is earned (the legal fiction that a service member’s income is earned in the state of domicile applies only to military compensation).

	E. Native American Military Member Exception.  UFatt v. Utah State Tax Comm’nU, 884 P.2d 1233 (Utah 1994); 50 U.S.C. § 4001(f) (“An Indian servicemember whose legal residence or domicile is a Federal Indian reservation shall be taxed by the laws appli...

	IV. STATE TAXATION OF SERVICEMEMBER’S SPOUSE’S INCOME.
	A. U2018 UpdateU.  On 31 December 2018, the President signed the Veterans Benefits and Transitions Act of 2018 (VBTA), Pub. L. No. 115-407.  Section 302 of the VBTA allows the spouse of a Servicemember to elect the same residence as the Servicemember ...
	B. Military Spouses Residency Relief Act of 2009.  Spouses who meet the domicile test (i.e., physical presence and the intent to make the state their permanent home) will receive protections similar to protections provided by the SCRA to service membe...
	1. UExample 1U:  While stationed in Texas, a service member who is a Texas domiciliary marries his civilian spouse who is also a Texas domiciliary. They buy real property, vote, get licensed, and register their vehicles in Texas.  Later, the service m...
	2. UExample 2U:  While stationed in Virginia, a service member who is a Texas domiciliary meets and marries his civilian spouse who lives and works in Virginia.  The spouse cannot claim Texas as her domicile.  Virginia will continue to tax the spouse’...

	C. The implications of this Act remain uncertain.  Some states aggressively enforce the requirements of the SCRA (e.g., shared legal residency) while others do not inquire into the spouse’s claim of protection.  In the meantime, spouses who are physic...

	V. STATE TAXATION OF REAL AND PERSONAL PROPERTY.
	A. Ad valorem tax:  “A tax imposed proportionally on the value of something (esp. real property), rather than on its quantity or some other measure.”  UBlack’s Law DictionaryU (10th ed. 2014).
	B. The taxation of real property is not affected by Section 4001, because real property is taxed where it sits.
	C. Ad valorem taxation of personal property.
	1. Normally, actual physical situs controls.
	2. The service member’s personal property.
	a. A service member’s solely owned personal property, however, is deemed to be located in the service member’s state of domicile, and only the state of domicile can tax it.  50 U.S.C. § 4001(d).
	(1) UUnited States v. Arlington Cty., Va.U, 326 F.2d 929 (4th Cir.1964) – Naval officer, who was domiciliary of New Jersey and stationed in Virginia, could not be taxed on personal property left in Virginia while on sea duty.
	(2) Virginia Attorney General Opinion – jointly titled vehicles of nonresident service members and nonmilitary spouses not subject to personal property tax in Virginia.  Op. Va. Att’y Gen. No. 09-77, 2009 Va. AG LEXIS 49 (Nov. 16, 2009).

	b. The service member is absolutely immune from taxation of nonbusiness personal property by the host state regardless of whether the service member pays personal property tax on the property to the state of domicile.  But see USullivan v. United Stat...
	(1) Sales Tax.  See UIn re Sales/Use Tax December 1983U, No. 85-73, 1985 R.I. Tax LEXIS 72 (R.I. Tax Comm’n. 1985) (service members must pay local sales tax on purchase of motor vehicle).
	(2) Use Tax.  See URe: Section 58.1-1821 Application RetailU USales and Use TaxU, 1994 Va. Tax LEXIS 275 (Va. Tax Comm. 1994) (service member who was stationed in Virginia and who purchased furniture in North Carolina without sales tax was subject to ...

	c. The Section 4001 protection for a service member’s personal property does not apply to property used by the service member for business or income-producing purposes.  With respect to such property, situs controls.

	3. Personal property solely owned by the service member’s spouse.
	a. Generally, the traditional rule of situs controls.
	b. If, however, the property is located on a military reservation subject to Uexclusive federal jurisdictionU, then the property cannot be taxed by the state in which the reservation is located.  The property UcanU, however, be taxed by the spouse’s s...

	4. Personal property that is jointly-owned or is community property may be subject to double taxation:
	a. By the service member’s state of domicile because it is deemed to be located in that state for purposes of personal property taxation.
	b. By the state in which it is physically located because situs governs taxation of the spouse’s personal property.
	c. State taxation schemes.
	(1) Some states tax the property at half value.
	(2) Some states tax property according to a party’s proportionate contribution toward the purchase price.
	(3) A few states tax the property at full value.  See 1976-1977 Op. Atty Gen. Va. 285, 1976 Va. AG LEXIS 129 (Oct. 14, 1976); 1986 Ariz. Op. Atty Gen. 111, No. I86-092 (R86-008), 1986 Ariz. AG LEXIS 37 (Aug. 25, 1986).
	(4) Some do not try to tax it at all:  See Mississippi Attorney Gen. Opinion, Feb. 27, 1989 – ad valorem taxes may not be levied on autos owned jointly by military and non-military spouses.  1989 Miss. AG LEXIS 138.




	VI. MOTOR VEHICLES.
	A. The vehicle itself is subject to personal property taxation according to previously stated rules:
	1. Vehicles owned solely by a service member are subject to ad valorem personal property taxation only by the service member’s state of domicile.
	2. Jointly owned and community property state vehicles may be subject to double personal property taxation.  (Problem in community property states such as Arizona, California, Louisiana, New Mexico, and Texas.)

	B. Motor vehicle fees - conditional immunity.
	1. In determining whether a charge assessed by the duty state is a personal property tax or a license, fee, or excise tax, look behind the label attached to the charge.
	a. USullivan v. United StatesU, 395 U.S. 169 (1969).  Section 4001 (predecessor provision) protects from annually recurring property taxes; use or excise tax is permissible.
	b. UCalifornia v. BuzardU, 382 U.S. 386 (1966).  State barred from exacting a license fee based on percentage of auto’s value. California’s two percent tax not essential to registration and licensing vehicle.
	c. UUnited States v. City of HighwoodU, 712 F. Supp. 138 (N.D. Ill. 1989).  SSCRA exempted nonresident service members from annual revenue-raising vehicle fees of host state, but not from licensing, fees, or excises essential to functioning and admini...
	d. UUnited States v. WyomingU, 402 F. Supp. 229 (D. Wyo. 1975).  Annual registration fee measured by value of vehicle raised revenues and was barred by SSCRA.

	2. Pursuant to police powers, states can require compliance with pollution abatement and safety inspection laws even for motor vehicles not subject to state personal property tax and registration requirements.

	C. House trailers and mobile homes.
	1. Classification as real property versus personal property under federal law will determine taxation status.
	a. USnapp v. NealU, 382 U.S. 397 (1966) (state barred from exacting ad valorem tax on house trailer provided service member complies with laws of home state).
	b. UUnited States v. Champaign Cty., Ill.U, 525 F.2d 374 (7th Cir. 1975) (SSCRA protection not limited to ad valorem taxes only, but also to annually recurring taxes based on location or situs of property, i.e., the mobile home).
	c. UUnited States v. IllinoisU, 387 F. Supp. 638 (E.D. Ill. 1975) (mobile home privilege tax barred regardless of whether home state taxes the property).
	d. UUnited States v. Chester Cty. Bd. of Assess. & Rev. of TaxesU, 281 F. Supp. 1001 (E.D. Pa. 1968) (nonresident service members’ house trailers not permanently affixed to ground were personal property exempt by SSCRA).
	e. UArizona Attorney General OpinionU, Aug. 25, 1986.  Whether mobile home is real or personal property for purposes of SSCRA is question of federal law.  It is personal if it retains characteristics of mobility.  No. I86-092 (R86-008), 1986 Ariz. AG ...
	f. UVirginia Attorney General OpinionU, Mar. 1, 1982.  Nonresident military member exempt from personal property tax on mobile home, though real estate upon which it sits is taxable by host state.  1981-1982 Op. Atty. Gen. Va. 370, 1982 Va. AG LEXIS 269.
	g. Like a motor vehicle, a mobile home will receive only conditional immunity from licensing and fee requirements of the duty state.



	VII. STATE INCOME TAXATION SCHEMES.
	A. Most states that have an income tax use one of five basic methods to determine tax liability.
	1. Federal adjusted gross income (e.g., Virginia).
	2. Federal taxable income (e.g., Colorado).
	3. Gross income, but the types of income and adjustments are similar or exactly the same as comparable items on the Federal return (e.g., Pennsylvania).
	4. Intangibles only, e.g., interest, dividends, business income, capital gains, and income from rentals or income producing property (e.g., Tennessee).

	B. The states vary after this
	1. The vast majority allow deductions for personal exemptions and most allow either a standard deduction or itemized deductions (usually similar to the Federal itemized deductions) and credits (usually similar to the Federal credits).
	2. The states will typically have additions to and subtractions from the basic AGI and these vary tremendously from state to state.
	3. Many states offer special tax breaks for members of the military.

	C. State Income Tax Rates Vary Greatly.
	D. Joint returns.
	1. Some states prohibit a joint state return even though the taxpayers file a joint Federal return when the military member has no income from that state (e.g., Virginia).
	2. Some states require a joint state return when the taxpayers file a joint Federal return even though the military member has no income from that state (e.g., Kansas).
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	Chapter E - 2018 Income Tax Deskbook - Introduction to Federal Income Tax
	I. REFERENCES.
	A. Applicable IRS Forms and Instructions.
	B. Internal Revenue Code of 1986 (I.R.C.).
	C. Treasury Regulations (Treas. Reg.).
	D. Home page for the I.R.S. (Uwww.irs.govU)
	E. IRS Publications:
	1. Pub. 3, Armed Forces’ Tax Guide.
	2. Pub. 17, Your Federal Income Tax.
	3. Pub. 4012, VITA/TCE Volunteer Resource Guide
	4. Pub. 4491, VITA/TCE Training Guide

	F. JA 275 Tax Assistance Program Management Guide (June 2001).

	II. FEDERAL INCOME TAX OVERVIEW.
	III. 2018 NUMEROLOGY (Rev. Proc. 2017-58; inflation-adjusted items).
	A. In December 2017, Congress lowered the marginal rates and tax brackets for all taxpayers in legislation commonly known as the “Tax Cuts and Jobs Act” (hereafter, “TCJA”).  An Act to provide for reconciliation pursuant to titles II and V of the conc...
	B. 2018 Standard Deduction.  I.R.C. § 63(c)(2); I.R.S. Notice 2018-94 (Apr. 13, 2018).  Under the TCJA, the new standard deduction amounts are the following:
	1. Single – $12,000.
	2. Married filing jointly or qualifying widow(er) – $24,000.
	3. Head of household – $18,000.
	4. Married filing separately – $12,000.

	C. Reduction of Itemized Deductions.  Under the TCJA, itemized deductions are no longer phased out for higher-income taxpayers.  TCJA, § 11046.
	D. 2018 Personal Exemptions.  Under the TCJA, for tax years 2018 through 2025, the personal exemption is set to zero.  TCJA, § 11041.

	IV. MILITARY TAX ASSISTANCE.
	A. Role of Military Attorneys.
	1. Give advice and assistance on Federal, State, and local tax issues.
	2. Prepare (simple) returns.
	3. Sponsor tax information and training programs.
	4. Coordinate use of IRS resources.
	5. Administer Tax Assistance Programs.

	B. Installation Tax Assistance Services (JA 275).
	1. Tax Officer.
	2. Legal assistance attorneys.
	3. Volunteer tax assistors.
	4. Unit tax assistors.
	5. Tax Centers and Electronic filing.


	V. TAX CLIENT SCREENING.
	A. Client Questionnaire/Client Interview.
	B. Tax Records and Substantiation.
	C. Selecting the proper form.
	D. IRS Income Tax Return Processing.
	E. Electronic Filing Program.

	VI. WHO MUST FILE A RETURN. (I.R.C. § 6012; IRS PUBs. 17 & 4012).
	A. Whether a taxpayer has to file a tax return depends on:
	1. Gross income.
	a. Under I.R.C. § 61, “gross income” includes “all income from whatever source derived” that is not otherwise exempt from taxation.
	b. If a taxpayer is married and the permanent home is in a community property state, then half of any income described by state law as community income (this generally includes each spouse’s wages) may be considered the taxpayer’s income.
	c. Gross income for determining the taxpayer’s filing requirement under I.R.C. § 6012 includes both (1) gain that is excludable on the sale of a residence under I.R.C. § 121 and (2) foreign earned income excludable under I.R.C. § 911.  I.R.C. § 6012(c...

	2. Filing status, and
	3. Age.
	a. The gross income threshold is higher for taxpayers over age 65.  I.R.C. § 6012(A)(1)(b).
	b. Taxpayers are considered 65 on the day before their 65th birthday.  Pub. 17.


	B. Generally, an income tax return must be filed by every individual U.S. citizen and resident alien who has gross income that equals or exceeds specified amounts.  (Treas. Reg. § 1.6012-1(a)).  The filing threshold amount for an individual is general...
	C. The rules apply differently for children or other dependents.
	1. The income threshold for filing a tax return is generally lower for an individual who may be claimed as a dependent on another’s tax return.  If the gross income of the child or dependent was $4,150 or more in 2018, then the child may be claimed as...
	2. A parent may elect to include on the parent’s return the unearned income of a child if the child:  is under age 19, or 24 if a full-time student; had no earned income; received unearned income (interest and dividends) in an amount less than $10,500...
	3. A child or dependent must file a return if his or her unearned income exceeds less deductions exceeds a threshold amount of $2,100 for 2018.  The standard deduction is the greater of $1,050 or the sum of earned income plus $350.  A child or depende...

	D. Other situations may trigger a filing requirement even if the gross income threshold is not met (see Pub. 17, Table 1-3):
	1. An individual who has $400 or more of net earnings from self-employment must file an income tax return even though his gross income is less than the required amount.  (I.R.C. § 6017).
	2. Every individual who received advance payments of earned income credit (EIC) from his employer.  (Treas. Reg. § 1.6012-1(a)(2)(vii)).
	3. Advanced payments were made for taxpayer, a spouse, or a dependent for the premium tax credit as reported on Form 1095-A from a Health Insurance Marketplace.
	4. Individuals who received tips from which no social security tax was withheld.
	5. Nonresident alien individuals.  (Treas. Reg. § 1.6012-1(b)(1)(i)).
	6. Individuals who must pay tax with respect to an IRA or qualified retirement plan.
	7. Liability for alternative minimum tax is incurred.
	8. Tax is due on the recapture of various credits, for example, the first-time homebuyers credit (e.g., the 2008 credit was essentially an interest-free loan that had to be repaid over 15 years).

	E. Filing a tax return for a deceased person.
	1. A final income tax return must be filed for a deceased person who would be required to file, if alive, for the part of the year up to the date of death. I.R.C. § 6012(b)(1).
	2. Filing requirements.
	a. A return on behalf of a decedent must be filed if gross income exceeds the threshold amounts discussed above. Write “DECEASED” and the date of death across the top of page 1 of the return.
	b. A return should also be filed to obtain a refund. In certain circumstances, Form 1310, Statement of Person Claiming Refund Due a Deceased Taxpayer, should be filed.

	3. The executor, personal representative, administrator, or other legal representative is responsible for filing the tax return.  If an executor or personal representative has not been appointed, the surviving spouse may file a joint return.  I.R.C. §...


	VII. TAX RETURN PREPARATION.
	A. Enter name and address.
	1. Name(s) must match that on the Social Security card.
	2. Address.
	a. If the IRS does not have a current address, the payment of a refund may be delayed.
	b. If the taxpayer owes taxes, the IRS may enforce a deficiency notice sent to the address on the most recently filed tax return, even if the taxpayer never receives the IRS notice.
	c. To avoid problems, the taxpayer should file a Form 8822 with the IRS to provide notice of an address change.
	d. For purposes of mailing official IRS notices, a taxpayer’s “last known address” is the address on the most recently filed tax return, unless the IRS is given clear and concise notification of a different address.  Treas. Reg. § 301.6212-2(a); Abele...


	B. Social Security Number.
	C. Presidential Election Campaign Fund.
	1. The funds help pay for Presidential election campaigns.  If the taxpayer wants $3 to go to this fund, check the “Yes” box.  If filing a joint return, the spouse may also have $3 to the fund.
	2. Checking “Yes” will not decrease the amount of a refund or add to an amount due.


	VIII. WHEN TO FILE.
	A. Calendar-year tax returns are generally due on April 15 of the succeeding calendar year.  I.R.C. § 6072(a); Treas. Reg. § 1.6072-1(a).  If April 15 falls on a Saturday, Sunday, or “legal holiday” (as defined in the District of Columbia), the return...
	B. “Automatic Extension” (Treas. Reg. § 1.6081-4(a)).
	1. An automatic 6-month extension is available to file an individual income tax return (October 15 – same for taxpayers outside the U.S.).  For 2017 returns, request an extension by filing Form 4868 by the due date.
	a. Even if a Form 4868 is not filed, the IRS grants an automatic 6-month extension if the taxpayer pays part or all of his or her estimated tax liability using a credit or debit card or by making a direct transfer from a bank account by telephone or o...

	2. An extension to file a return is not an extension of time to pay.  Treas. Reg. § 1.6081-4(b).  The taxpayer estimates tax liability in Part II of Form 4868.
	3. Interest charges apply to any tax not paid by the due date (normally April 15).  The rate of interest on tax underpayments is the Federal short-term rate plus three percentage points.  I.R.C. § 6621(a)(2).  The annual interest rate is subject to ch...
	4. Underpayment Penalty.  Taxpayer is liable for late penalty of 0.5% per month if the total amount paid by the due date (normally April 15) is less than 90% of the actual tax payable.
	5. Form 4868 may be filed electronically according to the instructions included with the form.
	a. Both filing and payment may be accomplished electronically.
	b. The IRS Service Center will acknowledge receipt of the extension.
	c. If a payment is due with an electronically filed extension and the taxpayer wants to pay by check or money order, prepare a paper Form 4868 and use the completed form as a voucher.  The check or money order should be made payable to the “United Sta...
	d. If an extension of the due date was filed electronically, a taxpayer may still file a tax return in paper form.  It is not necessary to file the extension and tax return in the same manner.

	6. If a taxpayer files a Form 4868 and the IRS determines that the taxpayer did not make a reasonable effort to determine his/her tax liability, the IRS can deny the extension retroactively to the due date.
	7. CAUTION:  If the taxpayer owes money and files a Form 4868 with no payment, the IRS can assess a failure to pay penalty of 0.5% per month PLUS interest, up to a maximum of 25% of the tax liability.  This penalty is not assessed where the taxpayer p...
	8. An individual’s newly listed address on a Form 4868 is not a clear and concise notification to the IRS of a taxpayer’s change of address.  If the IRS mails a deficiency notice to the address on a prior year tax return (last known address), then the...

	C. Overseas Extension (Treas. Reg. § 1.6081-5(a)(6)).  Military personnel on duty outside U.S. or Puerto Rico on April 15 are allowed an automatic extension of two months, until June 15, to file and pay tax (however, see below).
	1. If taxpayer files a joint return, then only one spouse has to qualify for this automatic extension.
	2. Attach a statement to the return explaining the qualifying circumstances for the extension.
	3. If a taxpayer uses the overseas extension and waits to pay any taxes due, they will be charged interest from the regular filing date at a daily compounded rate.

	D. Return is filed on time if it is properly addressed and postmarked by the due date.  If return is sent by registered mail, then the date of the registration is the postmarked date.  If return is sent by certified mail, then the date on the receipt ...
	E. The IRS recognizes and accepts several private delivery services (e.g., FedEx and UPS).

	IX. COMBAT ZONE OR QUALIFIED HAZARDOUS DUTY AREA
	A. What is a Combat Zone (CZ) or Qualified Hazardous Duty Area (QHDA)?
	1. Combat Zone (CZ).
	a. A CZ is an area that the President of the United States has designated by Executive Order in which the Armed Forces are or have engaged in combat.  I.R.C. § 112(c)(2).

	2. Qualified Hazardous Duty Area (QHDA).
	a. Congress also created by legislation two “qualified hazardous duty areas” relating to conflicts in the former Yugoslavia.  Pub. L. No. 104-117, 110 Stat. 827 (Mar. 20, 1996) (service in Bosnia and Herzegovina, Croatia, or Macedonia); Pub. L. No. 10...
	b. In these two QHDAs, Congress specified that service in the designated areas would qualify for the Section 112 combat zone compensation exclusion as long as the Department of Defense was paying imminent danger or hostile fire pay pursuant to 37 U.S....
	c. On 22 December 2017, Congress created an additional QHDA for the Sinai Peninsula of Egypt, effective 9 June 2015.  TCJA, § 11026.  As with the QHDAs in the former Yugoslavia, QHDA status is contingent upon entitlement to imminent danger or hostile ...


	B. How Does a Service Member Qualify for Service in a CZ or QHDA?
	1. The service must be performed on or after the date designated in the Executive Order as the commencement date of combat activities and on or before the designated termination date of such activities (or, for a QHDA, under the conditions specified i...
	2. Generally, to receive CZ tax benefits, a member must serve in a CZ or QHDA.
	3. Service members outside of a CZ or QHDA receive CZ tax benefits when their service directly (as opposed to remotely or indirectly) supports military operations in the CZ upon the meeting of two basic conditions.
	a. First, the direct support of military operations has to have the effect of maintaining, upholding, or providing assistance for those involved in military operations in the CZ (or QHDA).  Treas. Reg. § 1.112-1.
	b. Second, the service must qualify the service member for hostile fire pay or imminent danger pay.  Treas. Reg. § 1.112-1.


	C. Extension of Time for Tax Actions.
	1. Soldiers qualifying for service in a designated CZ or QHDA, or when deployed outside the United States away from the individual’s permanent duty station while participating in an operation designated by the Secretary of Defense as a contingency ope...
	a. Filing any return of income, estate, or gift tax (except employment and withholding tax);
	b. Payment of any income, estate, or gift tax (except employment and withholding tax) or any installment thereof or of any other liability to the United States in respect thereof;
	c. Filing a petition with the Tax Court for redetermination of a deficiency, or for review of a decision rendered by the Tax Court;
	d. Allowance of a credit or refund of any tax;
	e. Filing a claim for credit or refund of any tax;
	f. Bringing suit upon any such claim for credit or refund;
	g. Assessment of any tax;
	h. Giving or making any notice or demand for the payment of any tax, or with respect to any liability to the United States in respect of any tax;
	i. Collection, of the amount of any liability in respect of any tax;
	j. Bringing suit by the United States, or any officer on its behalf, in respect of any liability in respect of any tax; and
	k. Any other act required or permitted under the internal revenue laws specified in regulations prescribed under this section by the Secretary.

	2. The deadline extension also applies to the filing of all tax schedules and forms that are attachments to the federal individual tax return.
	3. Spouses of service members entitled to the CZ tax benefits are entitled to the same suspension of time for handling tax matters.  I.R.C. § 7508(c).
	4. The suspension of time encompasses the period of service in the CZ, as well as any time of continuous qualified hospitalization resulting from injury received in the CZ, and the next 180 days thereafter.  I.R.C. § 7508(a).
	5. The additional time is disregarded in determining tax liability under the Internal Revenue Code (including interest, penalty, additional amount, or addition to tax).  I.R.C. § 7508(a).
	6. The IRS has determined that this extension runs consecutively, not concurrently, with the tax-filing season (tax filing season = 1 Jan to 15 Apr).
	a. Consequently, Soldiers serving in a CZ may be entitled to up to 105 additional days for a total CZ extension of 285 days to complete action on tax matters after leaving the CZ.
	b. For example, a Soldier serving in the CZ from 1 October 2013 until 1 May 2014 will have the full 285 days to file the 2013 tax return.  This extension equals the 180-day extension, plus the full 105 days in the tax-filing season.  However, a Soldie...

	7. The CZ extensions also apply to individuals serving in the CZ in support of the U.S. Armed Forces.  These include Red Cross personnel, accredited correspondents, and civilians acting under the direction of the U.S. Armed Forces in support of those ...

	D. Current CZs and QHDAs.
	1. Operation Desert Storm CZ (Arabian Peninsula / Persian Gulf Areas).
	a. President Bush signed an Executive Order on 21 January 1991, designating the Persian Gulf Area as a CZ.  Exec. Order No. 12744, reprinted in, 56 Fed. Reg. 2661 (Jan. 23, 1991).  The CZ designation is still open and will remain open until terminated...
	b. The Executive Order designated the following locations within the CZ:  the Persian Gulf; the Red Sea; the Gulf of Oman; the Gulf of Arden; that portion of the Arabian Sea that lies north of 10 degrees north latitude and west of 68 degrees east long...
	c. Service members serving outside of the CZ in direct support of the military operations within the Persian Gulf CZ under conditions which they are entitled to hostile fire pay are entitled to the CZ tax benefits.

	2. Operation Allied Force CZ (Kosovo Area – Federal Republic of Yugoslavia (Serbia/Montenegro), and Albania).
	a. On 13 April 1999, President Clinton issued an Executive Order designating a CZ for the area of the Federal Republic of Yugoslavia (Serbia/Montenegro), Albania, the Adriatic Sea, and the Ionian Sea north of the 39th parallel, including the airspace ...
	b. Service members serving outside of the CZ in direct support of the military operations within the Operation Allied Force Combat Zone under conditions which entitled them to hostile fire pay are entitled to the CZ tax benefits.
	c. The CZ designation is still open, and has not been terminated by another Executive Order.  Service members serving in the Operation Allied Force CZ are still eligible for the previously described benefits.

	3. Operation Allied Force QHDA (Federal Republic of Yugoslavia (Serbia/Montenegro), and Albania)
	a. President Clinton signed legislation designating a QHDA on 19 April 1999 for the area of:
	(1) The Federal Republic of Yugoslavia (Serbia/Montenegro), Albania, the Adriatic Sea, the northern Ionian Sea above the 39th parallel during the period that a service member is entitled to hostile fire or imminent danger pay for service performed in ...
	(2) The areas mentioned were specifically designated as a QHDA and result in service member’s entitlement to all the tax benefits of a CZ as if it was designated by Executive Order by the President.  All of the CZ tax benefits apply to the specified g...
	(3) Service members serving outside of the CZ in direct support of the military operations within this designated QHDA under conditions for which they are not granted hostile fire pay are entitled to very limited CZ tax benefits. Service members who a...

	b. The area of operations for Operation Allied Force has been designated as both a CZ by Executive Order and a QHDA by specific legislation.
	(1) Generally, the two provide the same tax benefits.  The QHDA provides that service members performing services outside of the areas, but still a part of Operation Allied Force, would qualify for the suspension of time to perform various tax acts (I...
	(2) The CZ designation for Operation Allied Force will remain open until terminated by another Executive Order. Likewise, the QHDA will remain in effect until terminated by Congress or the IRS determines that any future follow- on operation is not a s...
	(3) Although the Operation Allied Force area of operations is commonly referred to as the Operation Allied Force CZ, Judge Advocates must not forget that the area has been designated a CZ and a QHDA.  In the event one of the designations is terminated...


	4. Afghanistan (Operation Enduring Freedom)
	a. Afghanistan and the air space above it have been designated as a combat zone.  Executive Order 13239, signed on 14 December 2001, by President George Bush.
	b. The designation is retroactive to 19 September 2001.
	c. Pursuant to Treasury Regulation § 1.112-1 and Revenue Ruling 70-621, 1970-2 C.B. 17, all military personnel in Jordan, Pakistan, Tajikistan, Kyrgyzstan, and Uzbekistan are eligible for all combat zone-related tax benefits due to their service in di...
	d. Current areas that qualify for combat zone tax exclusion in support of Operation Enduring Freedom:
	(1) Jordan and Pakistan from 19 September 2001;
	(2) Uzbekistan and Kyrgyzstan from 1 October 2001;
	(3) The Philippines from 9 January 2002 through 30 September 2015 (if orders referenced Operation Enduring Freedom);
	(4) Yemen from 10 April 2002;
	(5) Djibouti from 1 July 2002; and
	(6) Somalia from 1 January 2004.



	E. Operation Iraqi Freedom.  (I.R.S. Notice 2003-21, 2003-1 C.B. 818).
	1. I.R.S. Notice 2003-21 provides guidance in a question and answer format on the tax relief provided under Executive Order No. 12744, 56 Fed. Reg. 2663 (Jan. 23, 1991), for U.S. military and support personnel involved in the military operations in th...
	2. Please note the relevant executive order.  Operation Iraqi Freedom neither creates, nor required the creation of, new law relevant to taxes and combat zones.  This area is still covered by the Operation Desert Storm executive order.
	3. The termination of imminent danger pay also terminates combat zone related tax benefits.  The following are the periods for “in direct support” areas for Operation Iraqi Freedom (Arabian Peninsula Areas CZ):
	a. Turkey from 1 January 2003 to 31 December 2005;
	b. Israel from 1 January 2003 to 31 July 2003;
	c. The Mediterranean Sea east of 30 degrees East longitude (sea area only) as an imminent danger area effective 19 March 2003 to 31 July 2003;
	d. Jordan from 19 March 2003; and
	e. Egypt from 19 March 2003 through 20 April 2003.


	F. Filing Tax Returns for CZ Participants
	1. Service members who qualify for extensions of time to file federal tax returns pursuant to the CZ extensions can file their returns in accordance with the filing extensions previously mentioned.  In addition, the Service member can elect to file th...
	2. Service members in a CZ can authorize someone else to file their taxes in their absence by executing a special power of attorney, a general power of attorney, or the IRS Form 2848 (Power of Attorney and Declaration of Representative).  When someone...

	G. State Taxation Implications of CZ Designations.
	1. Generally, most states follow the federal government’s lead in granting tax relief for service members in a CZ or QHDA.  However, the manner in which the various states reach that determination, the amount of exclusion, and the amount of time exten...
	a. Some states have enacted legislation, which in effect adopts the applicable sections of the federal Internal Revenue Code dealing with CZ extensions, exclusions and other benefits.  Other states enact specific legislation dealing with each CZ or a ...
	b. The states are very diverse in the treatment of penalties and interest.  Some states waive penalties and interest during the combat zone extension period.  Other states “abate” or “forgive” penalties and interest during the combat zone extension pe...

	2. While most states follow the lead of the federal government in providing CZ tax relief, the Judge Advocate should not assume that states follow the federal rules.  The advice could lead to false assumptions that are contrary to applicable state law...


	X. FILING STATUS (FORM 1040, LINES 1-5).
	A. Single Taxpayers.
	1. Defined.
	a. Anyone who is not married. This is the default status where an unmarried individual does not qualify to file their returns as a married individual, as a surviving spouse, or as head of household.
	b. Taxpayers are considered unmarried for the whole tax year if either of the following applies (I.R.C. § 7703):
	(1) There is a final decree of divorce or separate maintenance by the last day of the tax year.  State law will control to determine whether a taxpayer is divorced or legally separated.
	(2) There is a decree of annulment, which holds that no valid marriage ever existed.

	c. Anyone who is married, but is separated pursuant to a decree of separate maintenance.  Taxpayer is considered married for the whole tax year if there is no final decree of divorce or separate maintenance by the last day of the tax year.  An interlo...
	(1) According to the Tax Court, an individual is considered legally separated under a decree if the decree “expressly and affirmatively provides that the parties live apart in the future.”  Capodanno v. Comm’r, 69 T.C. 638 (1978), aff’d, 602 F. 2d 64 ...
	(2) A voluntary separation under a voluntary separation agreement does not constitute legal separation for purposes of I.R.C. § 7703(a)(2).  See, e.g., Kellner v. Comm’r, 468 F.2d 627 (2d Cir. 1972),  aff’g per curiam, T.C. Memo 1971-103; Johnson v. C...

	d. The “Abandoned Spouse Rule.”  I.R.C. § 7703(b).  A married but separated spouse who is not “legally separated” within the meaning of I.R.C. § 7703(a)(2) may nevertheless be treated as unmarried under the “abandoned spouse rule.” A married individua...
	(1) Files a separate return from the spouse;
	(2) Maintains a home that is the principal place of abode of a child, (within the meaning of section 152(f)(1)), which is a son, daughter, stepson, or stepdaughter or an eligible foster child) with respect to whom the taxpayer is entitled to a deducti...
	(a) A taxpayer maintains a home or household if he or she actually occupies it and it is the principal residence of the child for the period he or she actually lives there.  Treas. Reg. § 1.143-1(b)(3); Treas. Reg. § 1.2-2(c)(1).
	(b) Temporary absences from the household by the “qualifying person” due to illness, education, business, vacation, military service and visitation with the noncustodial parent will not interrupt the period of occupancy if under circumstances it is re...

	(3) Furnishes over one-half of the cost of maintaining such household during the tax year; and
	(a) Qualifying “costs of maintaining a household” are expenses incurred for “the mutual benefit of the occupants thereof by reason of its operation as the principal abode of such occupants.”  Treas. Reg. § 1.2-2(d); Treas. Reg. § 1.143-1(b)(4).
	(b) Such expenses include property taxes, mortgage interest, rent, utilities, maintenance and repair expenses, casualty insurance, and food consumed on the premises.
	(c) The following expenditures do not constitute the costs of maintaining a household:  clothing, education, health, vacations and support costs.

	(4) Such taxpayer’s spouse is not a member of such household during the last six months of the year.
	(a) “Not a member of the same household” requires living in separate residences for the last six months of the year of the tax year.
	(b) The spouse is considered to live with the taxpayer if he or she was temporarily absent due to special circumstances such as illness, education, business, vacation, and military service.
	(c) The Tax Court denied a head of household status to a wife who had moved out of the marital home in August after she was unable to evict her husband. The couple decided to terminate their marriage in June, but because the husband had been unable to...
	(d) It made no difference where the stay beyond the sixth month period was outside the taxpayer’s control.  Nemeth v. Comm’r, T.C. Memo. 1982-646).
	(e) The taxpayer did not satisfy this requirement where the spouses maintained separate bedrooms and bathrooms.  Lyddan v. Comm’r, 721 F.2d 873 (1983.
	(f) Taxpayer unsuccessfully argued that he did not live with his wife, even though they resided in the same home, because they were emotionally estranged and did not share the same bedroom.  The Tax Court concluded that the notion of “living apart” me...



	2. Head of Household.  Form 1040, Line 4; I.R.C. § 2(b).
	a. Advantages of Head of Household status:
	(1) Tax rates lower for head of household than those for filing single.
	(2) Standard deduction is higher than is allowed on a single or married filing separate return.
	(3) For a married person who lived apart from his or her spouse during the last half of the tax year, then qualifying as a head of household allows the use of tax rates that are more favorable than those for married persons filing separately.
	(4) May be able to claim credits, such as child care credit (I.R.C. § 21(e)(2)) and earned income credit, the taxpayer could not claim on a married filing separate return.

	b. To qualify as a head of household, the taxpayer must:
	(1) Be a U.S. citizen or resident throughout the year, and
	(2) Unmarried or considered unmarried at the close of the year (“Abandoned Spouse Rule”), and
	(3) Paid more than half the cost of keeping up (maintaining) a home for the year, and
	(4) One of the following was a member of the household for more the half of the year:
	(a) A qualifying child of the individual (as defined in I.R.C. § 152(c) (child, brother, sister, stepbrother, or stepsister under the age of 19 or a student under the age of 24, determined without regard to I.R.C. § 152(e) – divorced parents), but not...
	(b) Any other person who is a dependent (must not provide more than one-half of their own support for the year) of the taxpayer, if the taxpayer is entitled to a deduction for the taxable year for such person under I.R.C. § 151; or
	(c) Maintains a household which constitutes for such taxable year the principal place of abode of the father or mother of the taxpayer, if the taxpayer is entitled to a deduction for the taxable year for such father or mother under I.R.C. § 151.

	(5) The taxpayer must be able to claim the qualifying person as a dependent.  However, this test can still be met if the taxpayer cannot do so simply because the noncustodial parent has been allowed to do so instead (discussed later).
	(6) A parent does not have to have custody of a child to be eligible for head of household filing status.  However, the actual time a child spends at a parent’s home is used to determine whether the residence constitutes the child’s principal residenc...



	B. Married Taxpayers.
	1. Taxpayer is considered married for tax purposes if married on 31 December.  I.R.C. § 7703(a)(1).  (Unless he qualifies to be treated as “unmarried” – see “Abandoned Spouse” rule, I.R.C. § 7703(b)).
	2. If the taxpayer lives together in a common law marriage that is recognized by the law of the state in which the taxpayer lives, or the state where the marriage began, then the taxpayer will be treated as married.
	3. Same-Sex Marriage.
	a. Beginning in 2013, same-sex couples legally married in a jurisdiction, even if they do not currently reside in a jurisdiction that recognizes same-sex marriage, will be treated as married for federal filing purposes.  Rev. Rul. 2013-17; 2013-38 I.R...
	b. Legally married, same-sex couples must file a tax return using either the married filing jointly or the married filing separate filing status.
	c. This rule only applies to legally married, same-sex couples and does not apply to registered domestic partnerships, civil unions, or other similar formal relationships recognized under state law.

	4. If a spouse dies during the tax year, the surviving spouse is treated as married for that entire year and may file a joint return.
	5. Filing choices for married taxpayers.
	a. Joint return.  Form 1040, Line 2; I.R.C. § 6013.
	b. Married filing separately.  Form 1040, Line 3; I.R.C. § 6012.

	6. Nonresident alien spouse election.  A taxpayer who is a U.S. resident or citizen may file a joint return with a nonresident alien spouse if both agree to be taxed on their world-wide income (see Pub. 519).
	7. Joint return.  I.R.C. § 6013.
	a. There is no longer a disadvantage in tax rates or standard deductions between married filing jointly and married filing separately.
	b. On a married filing joint return, both spouses include all income, exemptions, and deductions.
	c. Disadvantage to a joint return:
	(1) Both spouses are responsible, jointly and individually, for tax and any interest and/or penalty due on a joint return.
	(a) The significance of joint and several liability cannot be overstated.  The decision by parties contemplating a divorce to file a joint return must be made in recognition of this fact.
	(b) If a deficiency of tax is assessed with respect to a joint return and the taxpayers no longer reside in the same household or are no longer married, then, upon the written request of either taxpayer, the IRS must disclose whether it has attempted ...

	(2) Exceptions for Innocent Spouse  and Injured Spouse, I.R.C. §§ 6015, 6402.

	d. Practical Problems:  signing returns and allocation of refunds.

	8. Not filing a joint return may result in higher taxes.
	a. Married taxpayers cannot claim credit for child and dependent care unless a joint return is filed, i.e., not allowed for married filing separately.  (I.R.C. § 21(e)(2).
	b. Married taxpayers cannot take earned income credit unless a joint return is filed.  I.R.C. § 32(d).
	c. Married taxpayers cannot claim the American Opportunity or the Lifetime Learning credits unless a joint return is filed.  I.R.C. § 25A(g)(6).
	d. Married taxpayers cannot deduct student loan interest unless a joint return is filed.  I.R.C. § 221(f)(2).
	e. Married taxpayers cannot roll over a Traditional IRA to a Roth IRA unless a joint return is filed.  I.R.C. § 408A(c)(3)(B)(ii).
	f. Married taxpayers cannot take the credit for adoption expenses in most instances if filing a separate return.  I.R.C. § 23(f)(i).
	g. Married taxpayers filing separate returns cannot exclude the interest from qualified savings bonds used for higher education expenses.   I.R.C. § 135(d)(3).
	h. The AGI threshold amounts for married taxpayers filing separate returns for the limit on the child tax credit (I.R.C. § 24(B)(2)(b)), itemized deductions (I.R.C. § 68(b)(1)), and the phaseout of the deduction for personal exemptions (I.R.C. § 151(d...

	9. Married filing separately.  I.R.C. § 6012.
	a. If married individuals do not file a joint return and neither of them qualifies as unmarried under I.R.C. § 7703(b), then they must each file a separate return using the married filing separately rates.
	b. Each spouse reports own income, exemptions, and credits.  Each spouse is responsible only for the tax due on his or her own return.
	c. Separate returns may save taxes where filing separately allows the taxpayer to claim more deductions.  On separate returns, larger amounts of medical expenses, casualty losses, or miscellaneous deductions may be deductible because lower adjusted gr...
	d. If one spouse itemizes, then both must itemize (not allowed to take the standard deduction if the other spouse itemizes).
	(1) A married person filing a separate return cannot claim the standard deduction if his or her spouse files as head of household and elects to itemize deductions.
	(2) However, if a married person filing a separate return itemizes, then the other spouse can claim the standard deduction if filing as head of household.
	(3) See Significant Service Center Advice, CCA 200030023, Memorandum for Kenneth J. Rubin, Assistant District Counsel Pennsylvania District Counsel, from Lewis J. Fernandez by George Baker, Deputy Assistant Chief Counsel (27 Jun 00).  A copy of the me...

	e. Taxpayers in community property states (i.e., Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and Wisconsin):
	(1) May report one-half of community income on separate returns.
	(2) Generally report their own income if living apart and file separate returns (I.R.C. § 66a; Pub. 555, Community Property and the Federal Income Tax).
	(3) Cannot electronically file a married filing separately tax return.



	C. Qualifying Widow(er) with dependent child.  Form 1040, Line 5; I.R.C. § 2(a).
	1. Special filing status for surviving spouse with dependent if deceased spouse died within two preceding years.
	2. A surviving spouse (qualifying widow(er)) whose spouse died during either of the surviving spouse’s two tax years immediately preceding tax year is taxed at joint return rates if the surviving spouse:
	a. Has not remarried at any time before the close of the tax year (I.R.C. § 2(a)(2)(A)),
	b. Maintains a household as his or her home that is the principal place of abode of a child,
	c. Is entitled to a dependency exemption for at least one child, stepchild, adopted child, or foster child (I.R.C. § 2(a)(1)), and
	d. Was entitled to file a joint return with the deceased spouse for the year of death (I.R.C. § 2(a)(2)(B)).

	3. Spouses of individuals in “missing in action” status as a result of “combat zone” or “qualified hazardous duty area” service can use different rules.  When an MIA or POW is officially determined to be dead and is removed from the missing status rol...

	D. IRS Individual Income Tax Return Filing Status.
	1. Check the appropriate block on Form 1040, Lines 1-5.
	2. Form preparation points to remember:
	a. Married filing separately must specifically list the spouse’s name and social security number of the spouse on line 3.
	b. Qualifying widow with dependent child must list the year the spouse died by block 5.



	XI. DEPENDENTS (I.R.C. § 151, FORM 1040, LINES 6a-d).
	A. Although the exemption for dependents has been suspended by the Tax Cuts and Jobs Act (see above), the definition of a dependent may impact the individual’s requirement to file a tax return or the taxpayer’s filing status.
	1. A dependent must have a social security number.  I.R.C. § 151(e).
	2. Adoption Taxpayer Identification Numbers (ATINs).
	a. The Austin Service Center of the IRS is the sole processing site for ATINs.
	b. Taxpayers in the process of adopting a child and who meet the criteria for claiming dependent status (discussed below) but are unable to apply for a social security number (SSN) for the child pending adoption can apply for an ATIN.
	c. ATINs are issued for domestic adoptions only.  Taxpayers involved in adopting a foreign child must apply for an ITIN (Individual Taxpayer Identification Number).
	d. Earned Income Tax Credit (EITC) is not allowed without a valid SSN.  Therefore, EITC cannot be claimed while an ATIN is used on the return.  After the adoption is final and the parents have a SSN for the child, they can amend the tax return to clai...
	e. Form W-7A is used by taxpayers to apply for ATINs.

	3. Dependent Defined.  I.R.C. § 152.
	a. A Qualifying Child or a Qualifying Relative
	b. A Qualifying Child meets the following tests:
	(1) Relationship:
	(a) Son, daughter, stepson, stepdaughter or a descendant of such child, or
	(b) A brother, sister, stepbrother, stepsister or a descendant of such relative.

	(2) Age:
	(a) Child must not have attained the age of 19 by the end of the calendar year, or
	(b) Must be a student (attending on a full-time basis for at least 5 calendar months in a year at a qualified educational institution or qualified on-farm training program (I.R.C. § 152(c)(3) and (f)(2)), who has not attained the age of 24, or
	(c) Unless the child is totally and permanently disabled.

	(3) Citizenship/Residence:  Must be either a citizen or national of the United States.  I.R.C. § 152(b)(3).
	(4) Principal Place of Abode:  The child must have the same principal place of abode of the taxpayer for more than one- half of the year.  I.R.C. § 152(c)(1)(B).
	(5) Support:  The child must not provide more than one-half of his or her own support.  I.R.C. § 152(c)(1)(D).

	c. A Qualifying Relative meets the following tests:
	(1) Relationship:
	(a) Son, daughter, stepson, stepdaughter or a descendant of such child;
	(b) Brother, sister, stepbrother or stepsister;
	(c) Father, mother or ancestor of either (i.e., grandmother or grandfather);
	(d) Stepfather or stepmother;
	(e) Son or daughter of a brother or sister of the taxpayer (i.e., nieces or nephews);
	(f) Brother or sister of the father or mother of the taxpayer (i.e., aunts or uncles);
	(g) Son-in-law, daughter-in-law, father-in-law, mother- in-law, brother-in-law, or sister-in-law; or
	(h) An individual who for the year has the same principal place of abode as the taxpayer and is a member of the taxpayer’s household.  I.R.C. § 152(d)(2).

	(2) Gross Income:  Individual must have less than $4,150 gross income for the 2018 calendar year.
	(3) Support:  The taxpayer must have furnished over half of the dependent’s total support for that calendar year (exceptions for multiple support agreements and children of divorced/separated parents).
	(4) Citizenship/Residency:  Must be a citizen or national of the United States.
	(5) Dependency:  Must not be a qualifying child of the taxpayer or of any other taxpayer.



	B. Under certain circumstances, a foster parent may be able to claim a foster child as a dependent despite receiving payments from a tax-exempt child placing agency or a state or one of its political subdivisions.
	1. A foster child of a taxpayer shall be treated as a natural child of a taxpayer if the foster child meets the requirement that for the entire taxable year the foster child has the taxpayer’s home as his principal place of abode and is a member of th...
	2. The receipt of foster care payments is relevant to whether the foster parent provides over one-half of the child’s support.  The payment in itself does not preclude a foster parent from claiming a dependency exemption for the foster child.
	3. In calculating the support test, payments that the foster parent receives from a tax-exempt agency would count as the foster child’s total support, but not count as support supplied by the foster parent.  Therefore, if the foster parent provides ov...
	4. See IRS Legal Memorandum, dated March 22, 1999 from George Blaine, Chief, Branch 1, Subject:  Dependency Exemption for Foster Child, for Sandra West, Quality Assurance Coordinator, Richmond, a copy of which can be found at Tax Notes Today, 1999 TNT...

	C. Exemptions for Children of Divorced or Separated Taxpayers.  I.R.C. § 152(e).
	1. General Rule.
	a. The custodial parent is generally entitled to the exemption.
	b. Custody is usually determined by the most recent decree of divorce or separate maintenance.  If there is no decree, then it is determined pursuant to a separation agreement.
	c. If neither a decree nor an agreement establishes custody, then the parent who had physical custody of the child for the greater part of the year is considered the custodial parent.
	(1) Under this special rule the parent who had custody of the child for the greater part of the year, the “custodial parent,” is generally treated as the parent who provided more than half the child’s support.
	(2) Focus on counting number of days of custody and not on amount of support provided.

	d. The identity of the custodial parent is not always clear, particularly where the divorce instrument provides that the divorced parents have shared 50-50 physical custody of the child.
	e. Practice Note:  If a settlement agreement will provide for 50-50 shared custody and for alternating dependency exemption and dependent care credit between the parents from year to year, the agreement should identify which parent is the custodial pa...

	2. Basic Requirements.  I.R.C. § 152(e).
	a. Child must receive over half of total support from both parents.
	b. Parents must be divorced or separated pursuant to written agreement or decree, or have lived apart for last six months of calendar year.
	c. Child must be in custody of one of the parents for more than one-half of the year (see Rownd v. Comm’r, T.C. Memo. 1994-465, 68 T.C.M. (CCH) 738 (1994) (After child reaches majority, regular 5-part dependency test “reapplies,” especially where one ...

	3. Exceptions to General Rule.  I.R.C. § 152(e)(2).
	a. Custodial parent waives right to claim the exemption on Form 8332.
	(1) The form allows a waiver for that tax year, for a series of tax years, or permanently.
	(2) Noncustodial parent must attach Form 8332 waiver to his or her return each year.
	(a) For post-1984 and pre-2009 decrees, the IRS accepts the filing of those portions of the decree containing information comparable to that on Form 8332.

	(3) A custodial parent may revoke a prior waiver using Part III of Form 8332.  The revocation is effective for the year after the form is provided to the noncustodial spouse who had been claiming the exemption.
	(4) The Tax Court upheld the IRS in disallowing a noncustodial parent’s claimed dependency exemption where he merely attached to his return a letter signed by his former wife which tracked the language of the divorce decree providing that the husband ...
	(5) Under a divorce decree, the wife had sole custody of children, but the husband was permitted to claim the children on his tax return as exemptions.  The husband claimed the children on his tax return, but did not attach a copy of Form 8332.  Inste...
	(6) Practice Notes:
	(a) The custodial parent should insist on any releases to the exemption being conditional on child support payment being current.
	(b) The noncustodial parent should insist on unconditional releases to avoid litigation in the event the custodial parent refuses to sign a release without cause.


	b. A multiple support agreement.  I.R.C. § 152(c); IRS Form 2120, Multiple Support Declaration.
	(1) If two or more people together pay over half of the support of a child or other individual, but no one person alone pays more than half, one of the payors may be treated as having provided over half the support and may claim the supportee as a dep...
	(a) The taxpayer paid over 10% of the total support;
	(b) If not for the support test, the taxpayer could claim the dependency exemption with respect to the supportee; and
	(c) The claimant attaches to his or her tax return an IRS Form 2120 signed by every other person who meets the previous two requirements.

	(2) Form 2120 indicates that the person who signs it will not claim the dependency exemption for that year.

	c. The noncustodial parent is entitled to claim the child pursuant to a pre-1985 decree or agreement and provides over $600 support for the child.  I.R.C. § 152(e)(4).


	D. Significance of Claiming Dependent.
	1. Either parent may claim a deduction for medical expenses paid for a child regardless of who claims the child as a dependency exemption.  I.R.C. §§ 213(d)(5) and 152(e)(6).
	2. Custodial parent waiving claim may also claim earned income credit.  I.R.C. § 32.
	3. Only the custodial parent may claim dependent credit even if the right to claim the child as a dependent is waived.  I.R.C. § 21.
	a. The Code section does not allow the custodial parent to release the dependent credit to the noncustodial parent.
	b. Divorced or legally separated parents who seek to claim the dependent care credit for an under-13-year-old child must meet the custody test (that is where the child receives more than half of his support during the year from his parents and is in c...

	4. Child tax credit.  I.R.C. § 24.
	a. Amount:  The amount per child (under 17) is $2,000 beginning with tax year 2018.  TCJA, § 11022.
	b. Eligibility for the child tax credit phases out $50 for every $1,000 that adjusted gross income exceeds the following thresholds for modified adjusted gross income:
	(1) $400,000 for married filing jointly,
	(2) $200,000 for married filing separately, and
	(3) $200,000 for single filers.

	c. Modified Adjusted Gross Income is AGI determined without regard to the exclusions for foreign earned income, foreign housing expenses.
	d. The parent who is “allowed a deduction” with respect to such child will be entitled to the credit.  But must be allowed to claim a child as a dependent to take child tax credit.  I.R.C. § 24(c)(1)(A).
	(1) To claim the child tax credit, the parent must claim the child as a dependency exemption. The parent claiming the child tax credit must list the child as a dependency exemption on the tax form and include the qualifying child’s name and social sec...
	(2) If the custodial parent waives the dependency exemption, the noncustodial parent gets both the exemption and the child tax credit.


	5. American Opportunity and Lifetime Learning Credits.  I.R.C. § 25A; Pub. 17, ch. 35; Pub. 970.
	a. The Protecting Americans from Tax Hikes Act (PATH), div. Q, Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, 129 Stat. 3040 (2015), made the American Opportunity Tax Credit permanent, replacing the Hope Scholarship Credit.  The American ...
	b. The American Opportunity Credit is the sum of 100% of the first $2,000 of qualified tuition and related expenses, plus 25% of the next $2,000 of qualified tuition and related expenses, for a maximum credit of $2,500 per eligible student per year.
	(1) The Hope Scholarship Credit allowed credit for 100% of first $2,000 of qualified education expenses, plus 25% of expenses over $2,000 up to $4,000.  The maximum available credit was $2,500.  The credit applied only during the first two years of an...

	c. The Lifetime Learning Credit allows credit for 20% of the amount of qualifying education expenses up to $10,000.  The maximum potential credit is therefore $2,000.  This credit is available for all years of post-secondary education and for courses ...
	d. The American Opportunity Credit phases out ratably for taxpayers with modified AGI between $80,000 and $90,000 ($160,000 and $180,000 for joint filers), and it is not indexed for inflation.
	e. The Lifetime Learning Credit phases out ratably for taxpayers with modified AGI (MAGI) between $57,000 and $67,000 ($114,000 and $134,000 for a joint return).  Rev. Proc. 2017-58.
	f. Must be allowed to claim a dependency exemption for a child to take the American Opportunity or Lifetime Learning Scholarship credits.  I.R.C. § 25A(f)(1)(A)(iii).
	g. If a child who is claimed as a dependent by another taxpayer incurs qualified tuition and related expenses, then the taxpayer, not the child, is deemed to have paid such expense for purposes of both the American Opportunity and Lifetime Learning Cr...
	h. Married taxpayers incurring qualified expenses must file a joint income tax return in order to claim the educational tax credits.  No credit under I.R.C. §25A is allowed for married taxpayers filing separate returns.  I.R.C. § 25A(g)(6).
	i. The taxpayer must include the student’s name and social security number on his or her return.

	6. Planning Strategies for Claiming Dependents.
	a. Which spouse will claim the dependent and therefore be allowed the child tax credit and / or educational credits?
	b. Analyze the comparative tax savings of credits or other benefits per child.
	c. The credit is subject to a phase-out.  I.R.C. § 24(b).
	d. Many custody arrangements today are for shared or joint custody of the child where each parent has physical custody for 50% of the time.  This situation should be addressed in the divorce instrument by stating who is or how the custodial parent wil...
	e. If the support test in the case of a child of divorced parents applies (I.R.C. § 152(e)), then parents can decide between themselves who will take the dependency exemption with respect to their child. While neither the Code nor the Regulations expr...
	f. On a joint return, the married couple can claim exemptions for all persons who are dependents of either or both spouses.  On a separate return, a spouse can claim exemptions only for his or her own dependents.
	g. If a husband and wife in a community property state file separate returns, then they can divide the total of their exemptions for dependents between them, but they cannot divide between them any exemption for any one dependent.


	E. Reporting dependents to the IRS.
	1. Form preparation points to remember:
	a. On line 6c the taxpayer must specifically list each dependent to include:
	(1) The first and last name.
	(2) Each dependent’s social security number (I.R.C. § 151(e)).
	(3) The dependent’s relationship to the taxpayer.
	(4) A check to indicate if the taxpayer is the child to qualify for the child tax credit.

	b. On line 6d, add the total number of dependents being claimed (including spouse and self).

	2. Multiply the total number of dependents claimed on line 6d times $4,050 and place the total amount on line 42 (page 2 of Form 1040).


	XII. CONCLUSION.

	Chapter F - 2018 Income Tax Deskbook - Gross Income
	I. REFERENCES.
	A. IRS Forms and Instructions
	B. Internal Revenue Code.
	C. Treasury Regulations.
	D. Home Page for the IRS (www.irs.gov)
	E. IRS Publications:
	1. Form 1040 Instructions.
	2. Pub. 3, Armed Forces’ Tax Guide.
	3. Pub. 17, Your Federal Income Tax.
	4. Pub. 525, Taxable and Nontaxable Income.
	5. Pub. 54, Tax Guide for U.S. Citizens and Resident Aliens Abroad.
	6. Pub. 4940, Tax Information for Active Duty Military and Reserve Personnel.


	II. INTRODUCTION.
	III. GROSS INCOME.
	A. General Principles.
	1. Income includes “all income from whatever source derived.”  I.R.C. § 61.
	2. The person who earns income and is entitled to receive it cannot avoid tax by assigning it to another.
	a. Income received for personal services is taxable to the person who earns it, even though he assigns it to another.
	(1) This result is the same when the assignment is for income to be earned (ULucas v. EarlU, 281 U.S. 111, 50 S. Ct. 241 (1930)), or
	(2) When the assignment is the right to income already earned for past services (UHelvering v. EubankU, 311 U.S. 122 (1940).
	(3) The same rule has been applied to other forms of the right to receive income, such as royalties (ULittell v. Comm’rU, 154 F.2d 922 (2d Cir. 1945)), or an oil interest (USchermerhorn Oil Corp. v. Comm’rU, 46 B.T.A. (1942)).


	3. Community property will be attributed to the spouse who earned it if the spouses file separate returns.  I.R.C. § 66(a); Pub. 555, Community Property.
	4. Income must be reported in year payment is actually received (cash basis, calendar year taxpayer.  I.R.C. § 451(a); Treas. Reg. § 1.451-1(a).
	5. A minor’s income is income to him even though received by a parent.  I.R.C. § 73(a).  (Note:  Unearned income of a minor child will be discussed in detail later in this outline.)
	6. Foreign income of U.S. taxpayers.
	a. U.S. citizens are generally subject to U.S. tax on all income earned, whether their income is derived from sources within or outside the U.S., or whether they are living within the U.S. or outside the U.S. while earning such income.  Treas. Reg. § ...
	b. A resident alien’s income is generally taxable in the same way as a U.S. citizen.  Treas. Reg. §§ 1.1-1(b), 1.871-1(a).


	B. Gross Income Items.
	1. All compensation for personal services, no matter what form of payment, i.e., cash or tangible items, must be included in gross income.  I.R.C. § 61(a)(1); Treas. Reg. § 1.61-1(a).
	a. Income items include all forms of compensation for services, including wages, salaries, fees, commissions, bonuses, termination pay, and severance pay.  Treas. Reg. § 1.61-2(a)(1).  Specifically, for service members, the following items are include...
	(1) Basic pay.
	(2) Special pay – sea duty, diving, medical and dental officer pay, proficiency pay, hazardous duty pay, imminent danger pay, accrued leave payment, foreign duty pay, continuation pay (including JAGC Continuation pay), flight duty, and Aviation Career...
	(3) Bonuses – enlistment and reenlistment bonuses, overseas extension bonus, separation pay, and student loan repayments.
	(4) Personal money allowances (see Appendix B).  Rev. Rul. 77-350, 1977-2 C.B. 21.
	(5) Payments received by a retired service member from a school district for services as a JROTC instructor are includible in the service member’s gross income.  It is irrelevant that the Government reimbursed the school district for the full amount o...


	2. Fringe benefits provided to any person in connection with the performance of services are treated as compensation.  Treas. Reg. § 1.61-21(a)(3).
	3. Interest.  Form 1040, Schedule B, Part I; I.R.C. § 61(a)(4); Treas. Reg. § 1.61-7; Pub. 550, Investment Income and Expenses.
	a. Reported to taxpayer on 1099-INT.  I.R.C. §§ 6049(a)(1), 6049(d).
	b. Interest received or credited to taxpayer’s account is taxable income unless it is specifically exempt from tax, e.g., interest on government bonds.  I.R.C. § 61; Treas. Reg. § 1.61-7.
	c. Report taxable interest income on Schedule B and page 2 of Form 1040.  Treas. Reg. §1.6012-1(a)(6).
	d. Tax-exempt interest is listed on Form 1040, page 2.  I.R.C. § 3012(d).
	e. A cash basis owner of Series EE discount bonds is generally taxed on the interest in the year he cashes in the bonds.  The taxpayer does have the option of reporting the income and paying taxes on it each year rather than waiting.  I.R.C. § 454(c).
	(1) An individual who redeems any qualified U.S. savings bond in a year in which qualified higher education expenses are paid may exclude from income amounts received under such redemption, provided certain requirements are met.  I.R.C. § 135.
	(a) Qualified higher education expenses include tuition and fees required for enrollment for either the taxpayer, spouse, or any dependent of the taxpayer for whom the taxpayer is allowed a dependency exemption.  I.R.C. § 135(c)(2).
	(b) Taxpayers are entitled to the exclusion if the redemption proceeds are contributed to a qualified tuition program.
	(c) The amount that may be excluded is limited when the aggregate proceeds exceed the qualified higher education expenses paid that year.  I.R.C. § 135(b)(1).  Also, qualified educational expenses must be reduced by amounts received as qualified schol...
	(d) The exclusion is subject to phaseout in years in which the bonds are cashed and the tuition is paid.  For 2018, the exclusion phases out for modified adjusted gross income over the range $119,550 − $149,500 for joint filers and $79,700 − $94,700 f...
	(e) The exclusion is not available to married individuals filing a separate return.  I.R.C. § 135(d)(3).
	(f) The amount of excludable savings bond interest is determined by using Form 8815, and Schedule B.



	4. Dividends.  Form 1040, Schedule B, Part II; I.R.C. § 61(a)(7); Treas. Reg. § 1.61-9; Pub. 550, Investment Income and Expenses.
	a. Reported to taxpayer on 1099-DIV.  I.R.C. § 6042(a), Treas. Reg. § 1.6042-2(a)(1).
	(1) Total Ordinary Dividends are reported in Box 1a.
	(2) Qualified dividends are reported on Box 1b.

	b. Dividends are fully includible in gross income.  I.R.C. § 301(c)(1).
	c. Dividend means any distribution of money or property made by a corporation to its shareholders out of its earnings and profits.  I.R.C. § 316(a); Treas. Reg. § 1.316-1.
	d. How Dividends Are Taxed to Shareholders
	(1) Dividends received before 2003 were taxed as ordinary income to the shareholder in the year they were actually or constructively received.
	(2) Qualified dividends received after 2002 are taxed to shareholders at the rates that apply to net capital gains (i.e., 0%, 15%, 20%) if they constitute “qualified dividend income” paid to noncorporate shareholders (I.R.C § 1(h)(11)); otherwise, the...
	(3) The part of a distribution in excess of earnings and profits is treated as a tax-free return of capital and is applied against (reduces) the shareholder’s basis in the stock.  I.R.C. § 301(c)(2).
	(4) Any remaining excess (once basis is reduced to zero) is treated as payment for the stock, i.e., as capital gain if the stock is a capital asset in the shareholder’s hands.  I.R.C. § 301(c)(3).

	e. Types of dividends.  I.R.C. § 301(a)-(b).
	(1) Ordinary dividends.  Domestic corporations, cooperatives, insurance companies, real estate investment trusts, and loan associations pay these on capital stock.  I.R.C. §§ 316, 317, 318.
	(2) Qualified dividend income.
	(a) For dividends received after 2002, qualified dividend income is dividend income received from domestic corporations and qualified foreign corporations (U.S. possession corporations and corporations eligible for benefits of a comprehensive income t...
	(b) Dividends paid by other foreign corporations also are qualified if paid on stock or American Depositary Receipts (ADRs) readily tradable on an established U.S. securities market.  I.R.C. § 1(h)(11)(C).
	(c) Qualified dividend income does not include the following: (NOTE:  Some of these dividends may be reported in Box 1b of Form 1099-DIV.)
	(i) Dividends paid on stock unless the stock has been held for more than 61 days during the 121-day period beginning 60 days before the ex- dividend date (more than 91 days during the 181-day period beginning 90 days before the ex-dividend date for pr...
	(ii) Dividends on stock to the extent that the taxpayer is under an obligation to make related payments with respect to positions in substantially similar or related property.  I.R.C. § 1(h)(11)(B)(iii)(II).
	(iii) Any amount that the taxpayer elects to treat as investment income to support an investment interest deduction.  I.R.C § 1(h)(11)(D)(i).
	(iv) Dividends from corporations that for the distribution year or the preceding year are exempt from tax under I.R.C. § 501 (tax exempt organizations) or I.R.C. § 521 (exempt farmers’ cooperatives).  I.R.C. § 1(h)(11)(B)(ii)(I).
	(v) Dividends deductible under I.R.C. § 591 by mutual savings banks.  I.R.C. § 1(h)(11)(B)(ii)(II).
	(vi) Dividends paid on employer securities owned by an employee stock ownership plan (ESOP), which are deductible under I.R.C. § 404(k).  I.R.C. § 1(h)(11)(B)(ii)(III).

	(d) Qualified dividend income does not include payments in lieu of dividends (typically made to owners of stock that has been lent in connection with a short sale), but only if the taxpayer knows, or has reason to know, that the payments are not quali...
	(e) If an individual receives extraordinary dividends (within the meaning of I.R.C § 1059(c)) that are qualified dividend income, any loss on the dividend-paying stock is a long-term capital loss to the extent of the extraordinary dividends.  I.R.C. §...

	(3) Noncash and other dividends.  A distribution of property or a sale of property for less than its fair market value by a corporation to a shareholder may be a taxable dividend.  I.R.C. §§ 316, 317, 318.
	(4) Insurance policy dividends.  Dividends paid on a life insurance policy are usually not taxable.  They are rebates of premiums paid. I.R.C. §§ 72(e)(2)(B) & (e)(3)(B).
	(5) Reporting Dividends.
	(a) Enter your total ordinary dividends on Form 1040, page 2.  This amount should be shown in box 1a of your Form(s) 1099-DIV.
	(b) Complete Schedule B, Parts II and III if ordinary dividends exceed $1,500.
	(c) Enter your total qualified dividends on Form 1040, page 2. Qualified dividends are eligible for a lower tax rate than other ordinary income.  Be sure you use the Qualified Dividends and Capital Gain Tax Worksheet or the Schedule D Tax Worksheet, w...



	5. Taxable refunds of state and local income taxes.
	a. Reported to taxpayer on 1099-G.  Refunds of state and local income tax must be reported by the state or local tax authority/payor on Form 1099-G. I.R.C. § 6050E; Treas. Reg. § 1.6050E-1.
	b. Income tax refunded to a taxpayer is taxable to the extent the taxpayer received some benefit from claiming it as an itemized deduction on Schedule A of the federal tax return for the previous year.  This is commonly known as the Tax Benefit Rule (...
	(1) This “tax benefit rule” applies to recoveries of both itemized deductions (i.e., taxes, medical expenses and other items deductible on Form 1040) and non-itemized deductions (e.g., bad debts).
	(2) The taxable amount is limited to the itemized deduction amount that reduced the tax in the earlier year.  A taxpayer who recovers an amount that he deducted in an earlier year as an itemized deduction is taxed on the lesser of the amount recovered...
	(3) A taxpayer who wasn’t required to itemize deductions in the earlier year is taxed on the lesser of his itemized deduction recoveries or the amount by which his itemized deductions exceeded the standard deduction.


	6. The tax law commonly known as the Tax Cuts and Jobs Act (“TCJA”) significantly changed the tax treatment of alimony for decrees of divorce executed after 31 December 2018, or those agreements modified after that date that make the new tax provision...
	a. Alimony received for divorce agreements before 31 December 2018.  I.R.C. §§ 71, 61(a)(8), 62(a)(10), 215; Temp. Treas. Reg. § 1.71-1T; Pub. 504, Divorced or Separated Individuals.
	(1) Certain payments, received as alimony or separate maintenance, are included in the recipient’s gross income.  I.R.C. § 71; Temp. Treas. Reg. § 1.71-1T.
	(2) The payer may deduct from gross income those amounts paid as alimony or separate maintenance during such individual’s tax year.  I.R.C. §§ 62(a)(10), 215.
	(3) These rules do not apply if the spouses file a joint return with each other.  I.R.C. § 71(e).

	b. Definition of alimony.  The law defines an alimony (or separate maintenance) payment as any payment received by on or behalf of the payee spouse that meets the six conditions contained in I.R.C. § 71 and Temp. Treas. Reg. § 1.71-1T, Q&A 2.  These c...
	(1) Payments must be in cash.  I.R.C. § 71(b)(1), Temp. Treas. Reg. § 1.71-1T, Q&A 5-7.
	(2) The divorce or separation instrument does not designate payments as nondeductible by the payor or excluded from the payee’s income.  I.R.C. § 71(b)(1)(B), Temp. Treas. Reg. § 1.71-1T, Q&A 8.
	(3) The parties must reside in separate households.  I.R.C. § 71(b)(1)(C); Temp. Treas. Reg. § 1.71-1T, Q&A 9.
	(4) The payor spouse cannot be liable for payments after the death of the payee spouse.  I.R.C. § 71(b)(1)(D); Temp. Treas. Reg. §1.71-1T, Q&A 10-14.
	(5) Payments cannot be treated as child support.  I.R.C. § 71(c); Temp. Treas. Reg. § 1.71-1T, Q&A 15-18.
	(6) Payments cannot violate the excess front-loading rules.  I.R.C. § 71(f). See also Temp. Treas. Reg. § 1.71-1T, Q&A 19-25.
	(7) In addition, to qualify for alimony, the parties must file separate returns.  I.R.C. § 71(e).


	7. Business Income (or loss).  Form 1040, Schedule C; I.R.C. § 61(a)(2); Pub. 334, Tax Guide for Small Business.
	a. Profit or loss from business or profession must be reported on Schedule C.
	b. Generally, only individuals who carry on a “trade or business” as proprietors or partners, or who render services as independent contractors, are self-employed and have self-employment income (see also IRS Form 1040, Schedule SE).  These taxpayers ...
	c. For a business (or self-employment), gross income is usually the same as gross receipts, not gross profits.  Gross profits are the total receipts from sales minus the cost of goods sold.  I.R.C. § 61(a)(2).
	d. Examples likely to be encountered:  distributors of Amway, Avon, Tastefully Simple, etc.; dependent day care in home; child care providers; tutors; music teachers; musicians; private duty nurses; consultants; writers; and cleaning services.
	e. Generally, Military Tax Assistance Programs do not prepare tax returns involving business income.  However, a special exception is allowed for Family Child Care Providers.  AR 27-3, para. 3-6i (see Chapter O).  In addition, if the taxpayer brings a...
	f. Taxpayers with business income may have to pay self-employment tax (Social Security tax).  Discussed later in Chapter K (Other Taxes).

	8. Capital gains or losses.  Form 1040, Schedule D; I.R.C. §§ 1(h) & 61(a)(3); Pub. 544, Sales and Dispositions of Assets.
	a. Capital gains may be reported to taxpayer on a 1099-B, 1099-DIV, or 1099-S (Real Estate).  Capital gains relating to sale of shares of stocks or mutual funds will be covered in detail in the class/outline at Chapter H, Tax Aspects of Stocks and Mut...
	b. A capital gain or loss results from a sale or exchange of a capital asset I.R.C. § 1201, et seq.
	c. Capital asset defined.  I.R.C. § 1221.
	(1) Defined as any asset held whether connected with a trade or business except:
	(a) Inventory held in the ordinary course of business.  I.R.C. § 1221(a)(1).
	(b) Depreciable property used in trade or business.  I.R.C. § 1221(a)(2).
	(c) Property held primarily for sale to customers in ordinary course of business.  I.R.C. § 1221(a)(1).
	(d) Copyrights, literary or musical compositions, memorandums.  I.R.C. § 1221(a)(3).
	(e) Accounts receivable acquired in the ordinary course of business.  I.R.C. § 1221(a)(4).

	(2) Examples.  Almost everything the taxpayer owns is a capital asset, including:
	(a) Investment property (e.g., mutual fund shares, stocks, bonds).  I.R.C. § 1221(a).
	(b) Property held for personal use, such as a personal residence, jewelry, automobile used for pleasure or commuting, coin or stamp collections.  I.R.C. § 1221(a).


	d. Significance of capital asset classification.
	(1) The tax treatment of capital gains and losses depends on whether the gains and losses are long-term or short-term and on whether the taxpayer is a corporation or not.
	(a) For noncorporate taxpayers, the maximum tax rate on net long-term capital gains is lower than the top rate on ordinary income.
	(b) The maximum tax rate on long-term capital gains depends on the type of capital asset sold and the taxpayer’s marginal tax rate (the top rate of tax on the person’s ordinary income).
	(c) The long-term capital gains of corporations are taxed at ordinary income tax rates and do not have a preferred tax rate.  Similarly, short-term gains of corporations and of noncorporate taxpayers are taxed at the same rates as their ordinary incom...

	(2) Net Capital Gains and Losses.  Short-term capital gains and losses are netted, long-term capital gains and losses are netted, and then the net long- and net short-term gains are netted with each other.  Further netting may be required if the taxpa...
	(a) Definitions:
	(i) Short-term capital gain.  The term “short-term capital gain” means gain from the sale or exchange of a capital asset held for one (1) year or less, if and to the extent such gain is taken into account in computing gross income.  I.R.C. § 1222(1).
	(ii) Short-term capital loss.  The term “short-term capital loss” means loss from the sale or exchange of a capital asset held for one (1) year or less, if and to the extent that such loss is taken into account in computing taxable income.  I.R.C. § 1...
	(iii) Long-term capital gain.  The term “long-term capital gain” means gain from the sale or exchange of a capital asset held for more than one (1) year, if and to the extent such gain is taken into account in computing gross income.  I.R.C. § 1222(3).
	(iv) Long-term capital loss.  The term “long-term capital loss” means loss from the sale or exchange of a capital asset held for more than one (1) year, if and to the extent that such loss is taken into account in computing taxable income.  I.R.C. § 1...

	(b) Netting:
	(i) Short Term Gains and Losses are netted:
	(A) Short-term capital losses (including short-term capital loss carryovers) are netted against, or reduce, the total short-term capital gains, if any.  The result is your net short-term capital gain or loss.  Net short-term capital gains are taxable ...
	(B) A net short-term capital loss is used to reduce any net long-term capital gains from the 28% tax group, then to reduce any net long-term gains from the 25% tax group, then to reduce any net long-term gains from the 20% tax group, and finally to re...
	(ii) Long-Term Gains and Losses are netted:
	(A) Long-term capital gains and losses are similarly netted. Long-term capital gains and losses are first netted by category:
	(B) A net loss from the 15% group is applied first to reduce net gain from the 28% group, then to reduce gain from the 25% group.
	(iii) Long- and short-term capital gains/losses are netted with each other.  Any resulting net capital gain that is attributable to a particular rate group is taxed at that group’s marginal tax rate.  I.R.S. Notice 97-59, 1997-2 C.B. 309.  If the resu...


	(3) Maximum capital gains tax rate.  I.R.C. § 1(h) and (j)(5).  The TCJA changed the operation of favorable gain rates for years 2018 through 2025.  The rates remain 0%, 15%, and 20%, but the rates apply at brackets that operate independently of the t...
	(a) Beginning in 2013, the Patient Protection and Affordable Care Act imposes an additional 3.8% surtax (net investment income tax) on net investment income of taxpayers that have modified AGI over $200,000 for Single and HOH, $250,000 for Married Fil...
	(b) 25% maximum rate applies to long-term capital gain attributable to real estate depreciation (unrecaptured section 1250 gain).  I.R.C. § 1(h)(1)(E) & (h)(6).
	(c) 28% maximum rate applies to (I.R.C. §1(h)(1)(F)):
	(i) The long-term capital gain from collectibles (as defined by I.R.C. § 408(m), but without regard to I.R.C. § 408(m)(3) – i.e., works of art, rugs, antiques, metals, gems, stamps, coins, and alcoholic beverages (I.R.C. § 1(h)(5)-(6)); and
	(ii) I.R.C. § 1202 gain (commonly referred to a 28% rate gain) – i.e., the excess of the gain on the sale or exchange of qualified small business stock held for more than five years that would be excluded from gross income under I.R.C. § 1202, but for...
	(iii) The gain subject to the 28% maximum rate may be offset by net short-term capital losses for the taxable year and long-term capital loss carryovers from prior taxable years.  (I.R.C. § 1(h)(4)).



	e. Capital gains and losses are reported on Schedule D.
	f. Losses from the sale or exchange of assets held for personal pleasure are not deductible unless the loss resulted from a theft or casualty in which case they may be deductible as ordinary losses.  I.R.C. § 165(c).
	g. Capital Gains Distributions.
	(1) Paid out of the net long-term capital gains of a corporation.  Typically come from mutual funds, investment companies, or real estate trusts.
	(2) Capital gains distributions are reported to taxpayers on Form 1099-DIV, and by the taxpayer on Schedule D.  The taxpayer completes Schedule D to compute the net long-term capital gains or losses, and then computes the back of the schedule to deter...
	(3) If the only amount a taxpayer has to report on a Schedule D is a capital gain distribution, as shown in box 2a of the Form 1099-DIV, then the taxpayer may be able to report that amount directly on Form 1040, page 2.
	(4) Note, however, the taxpayer will still need to complete a worksheet to take advantage of lower maximum capital gains rates.


	9. Rents and royalties.  Form 1040, lSchedule E; I.R.C. § 61(a)(5)-(6); Pub. 527, Residential Rental Property.
	a. Rental income (or loss) is included in income.  I.R.C. § 61(a)(5); Treas. Reg. § 1.61-8.
	b. The owner of the property is entitled to deductions for depreciation, mortgage interest, taxes and other expenses of producing income.  Advance rentals are included in the year received regardless of the year covered.  Treas. Reg. § 1.61-8(b).  Als...
	c. Royalties are taxable income (I.R.C. § 61(a)(6); Treas. Reg. § 1.61-8(a)).  Examples:  the payment to the writer of a book or payments to owner of a patent.
	d. Rental income (or loss) and Schedule E will be discussed in detail during the class/outline on Tax Aspects of Real Property.

	10. IRA distributions.  Form 1040, I.R.C. § 72(e)(5)(D)(iii); Pub. 590, Individual Retirement Arrangements.
	a. Trustee notifies taxpayer on 1099-R.  Treas. Reg. § 1.408-7.
	b. Distributions are generally included in gross income from traditional IRAs.  I.R.C. § 72(e)(5)(D)(iii).
	c. IRA distributions are discussed in detail at Chapter G, Tax Aspects of IRAs.

	11. Pensions and annuities.  Form 1040, I.R.C. § 61(a)(9) & (11); Pub. 575, Pension and Annuity Income.
	a. Generally reported to the taxpayer on Form 1099-R.
	b. Pensions and retirement allowances are generally taxable to the recipient.  I.R.C. § 61(a)(9); Treas. Reg. § 1.61-11(a).  Armed Forces retirement pay based on length of service is taxable.  Review individual state laws regarding the taxation of Arm...
	c. Members of the armed forces may be able to exclude certain disability pensions.  The following are excludable:
	(1) Payments are provided by the Department of Veterans Affairs are excludable.  I.R.C. § 104(a)(4) & (b)(2)(D); 38 U.S.C. § 5301.
	(a) Those eligible are individuals with service-related injuries or sickness.  While armed forces retirement pay based on length of service is taxable, that pay is excludable to the extent it could be received as disability compensation.  See also Pri...
	(b) If a taxpayer retires from the armed services and at a later date is given a retroactive service connected disability rating by the VA, and files a waiver for reduction of retirement pay in an amount equal to the VA disability compensation, the ta...
	(c) A VA disability determination does not convert a military service retirement into a disability pension.  The retiree has the burden of proving that pension payments that are received for a disability were incurred during active service in the mili...
	(d) In some cases, a military retiree applies for disability benefits after retirement.  Based upon the percentage disability determined by the VA, the retiree can elect to waive years of service retirement benefits to the extent of the VA benefits so...
	(i) In 1996, taxpayer received a 100% disability rating that was retroactive to 1988.  The taxpayer amended his tax returns and claimed a reimbursement of taxes already paid for what he claimed should retroactively be considered a tax-free disability ...
	(ii) Section 106 of the Heroes Earnings Assistance and Relief Tax Act of 2008 (HEART Act) extends the period that a military retiree can get a refund for overpaid taxes to five years.  This section applies when a retiree receives retired pay that is l...


	(2) Concurrent Retirement and Disability Program (CRDP):  Ten-year, phased elimination of VA disability offset to 20-years-of-qualifying-service retired pay for members who have at least 50 percent service-connected disability rated by the VA.  Pub. L...
	(3) Combat-Related Special Compensation (CRSC): Allows for concurrent receipt of military retired pay and VA disability pay for those with at least 10 percent VA-rated combat-related disabilities.  Pub. L. No. 108-136, §§ 641-642.
	(4) Non-VA Disability.  Amounts received as a pension, annuity, or similar allowance for personal injuries or sickness resulting from active service in the armed forces of any country or in the Coast and Geodetic Survey or the Public Health Service, o...
	(a) However, this shall only apply in certain cases (I.R.C. § 104(b)):
	(i) An individual, who on or before September 24, 1975, was entitled to receive any amount described in subsection pension, annuity, or similar allowance for personal injuries or sickness resulting from active service in the armed forces.  I.R.C. § 10...
	(ii) An individual on September 24, 1975, who was a member of any organization (or reserve component thereof) the armed forces of any country or in the Coast and Geodetic Survey or the Public Health Service, as referenced in subsection I.R.C. § 104(a)...
	(iii) An individual who receives a pension, annuity, or similar allowance for personal injuries or sickness resulting from active service in the armed forces of any country or in the Coast and Geodetic Survey or the Public Health Service, or as a disa...

	(b) For purposes of this subsection, the term “combat-related injury” means personal injury or sickness which is incurred:
	(i) As a direct result of armed conflict (I.R.C. § 104(b)(3)(A)(i)),
	(ii) While engaged in extra hazardous service (I.R.C. § 104(b)(3)(A)(ii)), or
	(iii) Under conditions simulating war (I.R.C. § 104(b)(3)(A)(iii)), or
	(iv) Which is caused by an instrumentality of war (I.R.C. § 104(b)(3)(B)).


	(5) Terrorist or military action.  A taxpayer does not include in income disability payments received for injuries incurred as a direct result of a terroristic or military action.  I.R.C. §§ 104(a)(5), 692(c)(2); see Pub. 3920, Tax Relief for Victims ...
	(a) Terroristic or military action defined:
	(i) Any terroristic activity which a preponderance of the evidence indicates was directed against the United States or any of its allies (I.R.C. § 692(c)(2)(A)), and
	(ii) Any military action involving the Armed Forces of the United States and resulting from violence or aggression against the United States or any of its allies (or threat thereof).  I.R.C. § 692(c)(2)(B).

	(b) For purposes of the preceding sentence, the term “military action” does not include training exercises.
	(c) T-SGLI.  Traumatic Injury Protection payments under the Servicemember’s Group Life Insurance are also not taxable as income.  I.R.C. § 104(a)(3).


	d. Special rules exist for taxing “qualified pension plans and employee annuities.”  I.R.C. § 72(b); Treas. Reg. § 1.72-4(d).
	(1) If a payment under an annuity or endowment contract is received as an annuity payable at regular intervals over a period of more than one full year from the starting date, then all or part of it may be tax-free.  The part of each annuity payment t...
	(2) The excludable portion is computed by multiplying each payment received by an exclusion ratio determined by dividing the investment in the contract by the contract’s expected return as of the annuity starting date.  I.R.C. § 72(b); Treas. Reg. § 1...
	(3) Once computed, an exclusion ratio is applied to each annuity payment received under the contract until the total investment has been recovered tax-free.  I.R.C. § 72(b); Treas. Reg. § 1.72-4(a)(4).


	12. Farm income.  Form 1040, Schedule F; Treas. Reg. § 1.61-4; Pub. 225 Farmer’s Tax Guide.
	13. Unemployment compensation is fully taxable.  I.R.C. § 85(a); Pub. 4128, Tax Impact of Job Loss.
	a. The taxpayer will receive a Form 1099-G showing the amount of the payments.  I.R.C. § 6050).
	b. Report the payments separately from wages on Form 1040.

	14. Social security benefits.  Form 1040; Form SSA-1099; Form SSA-1042S.
	a. A portion of a taxpayer’s social security benefits may be taxable.  I.R.C. § 86.
	(1) The includible amount is the lesser of one-half of the annual benefits received or one-half of the excess of the taxpayer’s provisional income over a base amount, at lower provisional income levels.
	(2) At higher provisional income levels, up to 85% of the social security benefits may be included.

	b. Supplemental security income (SSI) payments are not treated as social security benefits that may be partially includible in gross income.

	15. Other Income.  Use the Other Income line item to report any income not reported elsewhere.
	a. Prizes and awards are included unless (I.R.C. § 74(a)):
	(1) The prize is given in recognition of a charitable purpose,
	(2) Recipient selected without any action on his part,
	(3) Recipient is not required to render services, Uand
	(4) Prize or award is transferred to a governmental unit or charity.  I.R.C. § 170(c)(2); Rev. Proc. 87-54, 1987-41 I.R.B. 37.

	b. Gambling.
	(1) Gain arising from gambling, betting, and lotteries is includible in gross income.  I.R.C. § 61(a); Rev. Rul. 83-130, 1983-2 C.B. 148 (citing UDunnock v. Comm’rU, 41 T.C.M. (CCH) 146 (Oct. 1, 1980).
	(2) A deduction of wagering losses is allowed only to the extent of the taxpayer’s gains from similar transactions.  I.R.C. § 165(d); Treas. Reg. § 1.165-10.
	(3) Losses are “nonbusiness losses” and deductible only if itemized on Schedule A, Form 1040.  However, if gambling is conducted as a business, the losses are deductible as a business loss, but only to the extent of gains.

	c. Gross income includes income from the discharge of indebtedness (I.R.C. § 61(a)(12)),
	(1) Unless:
	(a) Discharged in Bankruptcy (11 U.S.C. § 32), or
	(b) Discharge results from an agreement among creditors if immediately thereafter the taxpayer’s liabilities exceed value of assets.  Treas. Reg. § 1.61-12(b).

	(2) A taxpayer should receive a 1099-C indicating the amount of income from discharge of indebtedness.  The income will be reported as “other income” on Form 1040.


	16. Tax on Unearned Income of Children.  I.R.C. § 1(g); Pub. 929, Tax Rules for Children and Dependents.
	a. Children who, at the end of the year, are (i) under 18; (ii) age 18, but under 19, and whose earned income is less than half of their support; or (iii) under age 24, a full-time student, and whose earned income is less than half of their support, m...
	b. The TCJA significantly changed the reporting of unearned income by children for years 2018 through 2025.  This income is no longer dependent on the tax situation of the parents, including the parents’ marginal rate, nor on the unearned income of an...
	(1) The parents may continue to elect to report the income on their return in accordance with Form 8814 and its instructions.  Among other requirements, the child’s gross income must be less than $10,500 for 2018.

	c. Reporting the income.  The child files IRS Form 8615, Tax for Certain Children Who Have Unearned Income.



	IV. ITEMS EXCLUDED FROM GROSS INCOME.
	A. Military Benefits (Appendix A of this outline).
	1. Gross income does not include “qualified military benefits.”  I.R.C. § 134(a).
	a. Defined as any allowance or in-kind benefit received by a member or former member of the uniformed services of the U.S., or his dependent, and which was excludable from gross income on Sept. 9, 1986, under any provision of law or regulation (other ...
	b. Under a limitation rule, a qualified military benefit does not include any modifications or adjustments of any benefit made after Sept. 9, 1986 (and thus the modification or adjustment must be included in gross income), unless:
	(1) The modification or adjustment is provided in kind, or
	(2) The adjustment is payable in cash, and the adjustment is:
	(a) Available under a provision of law or regulation as in effect on September 9, 1986, and
	(b) Determined by reference to a fluctuation in cost, price, currency, or other similar index (e.g., a cost of living adjustment).  I.R.C. § 134(b)(2).


	c. Excludable benefits:  veteran’s benefits, medical benefits, professional education, group term life insurance, survivor and retirement protection plan premiums, subsistence, uniform, housing, overseas cost-of-living, evacuation, family separation a...
	(1) Dislocation allowances, temporary lodging allowances and expenses, move-in housing allowances provided in connection with permanent changes of station are excludable from income.  Treas. Reg. § 1.61-2(b)(2).
	(a) Transportation allowances.  The cost of transporting families and dependents paid by the government is not includible in gross income for the transfer is in the interest of the government and not for the benefit of the service member.  Any excess ...
	(b) Dislocation allowance.  37 U.S.C. § 407.
	(c) Temporary lodging allowance or expense.  37 U.S.C. §§ 405, 404a.

	(2) Per Diem.  Members of Armed Forces receiving per diem allowances are considered as having accounted to their employer for their travel and other business expenses and as such, the allowances are not taxable.  I.R.C. § 134; Priv. Ltr. Rul. 59-01-20...
	(a) However, the per diem or actual expense allowance, the monetary allowance in lieu of transportation, and the mileage allowance received by members of the Armed Forces, National Oceanic and Atmospheric Administration, and the Public Health Service,...

	(3) Family separation allowances.  I.R.C. § 134; Rev. Rul. 70-281, 1970-1 C.B. 16.
	(4) Uniform gratuity or clothing allowance.  I.R.C. § 134; Treas. Reg. § 1.61-2(b)(1).
	(5) Death gratuity.
	(a) The National Defense Authorization Act for Fiscal Year 2006 (“2006 NDAA”), Pub. L. No. 109-163, § 102(a), amended 10 U.S.C. § 1478(a), increasing the amount of the death gratuity from $12,420 to $100,000 regardless of whether the death was in comb...
	(i) Any post-Sept. 1986 adjustments to the amount of death gratuities payable under the military death benefit provisions of the U.S. Code are not subject to the limitation rule discussed above, for deaths occurring after Sept. 10, 2001.  I.R.C. § 134...
	(ii) Thus, the amount of the death gratuity for the eligible survivor of a service member who dies after 10 September 2001 is $100,000 and the entire amount can be excluded from gross income.
	(iii) Note.  On July 1, 2008, 10 U.S.C. § 1477, was amended to allow the designation one or more persons to receive all or a portion of the amount payable under Section 1478.




	2. Exclusion of Compensation of Service Members Received in a Combat Zone (CZ) or Qualified Hazardous Duty Area (QHDA) from Gross Income.
	a. Under the CZ/QHDA compensation exclusion tax rules, gross income does not include certain CZ/QHDA compensation of members of the Armed Forces.  I.R.C. § 112.
	b. Any official presence in a CZ/QHDA during the month will qualify the service member for the CZ/QHDA exclusion for the entire month.  Likewise, if a service member is hospitalized outside of the CZ/QHDA for part of a month as a result of wounds, dis...
	(1) Enlisted personnel serving in a CZ/QHDA during any part of any month may exclude from gross income all compensation received for active service for that month.  I.R.C. § 112(a).
	(2) The same compensation exclusion rule applies to commissioned officers.  I.R.C. § 112(b).
	(a) However, the amount excludable from income for officers is limited to the “maximum enlisted amount.”  I.R.C. § 112(c)(5).
	(b) The term commissioned officer does not include a commissioned warrant officer.  I.R.C. § 112(c)(1).
	(c) “Maximum enlisted amount” means the highest rate of basic pay for such month to any enlisted member of the Armed Forces of the United States at the highest pay grade applicable to enlisted members (I.R.C. § 112(c)(5)(A)), plus the amount of hostil...


	c. Student Loan Repayment Made on Behalf of Service Members in a CZ/QHDA.
	(1) An issue that arises periodically concerns the taxability of student loan repayments made on behalf of service members in a CZ/QHDA as part of the Department of Defense Loan Repayment Program.
	(2) Generally, a loan repayment under the program is compensation for services, but it is excluded as CZ/QHDA compensation for the months in the CZ/QHDA.  Letter, Department of the Treasury, Internal Revenue Service, Office of Associate Chief Counsel ...
	(3) If a service member serves one or more days in a CZ/QHDA during a particular month, and is able to exclude compensation for that month as CZ/QHDA compensation, the service member is also entitled to exclude 1/12 of the loan repayment corresponding...

	d. Separation Payments to Leave the Military Accruing While a Service Member is in a CZ/QHDA.
	(1) Compensation earned in a CZ/QHDA does not include pensions and retirement pay.  I.R.C. § 112(c)(4).
	(2) Similarly, a separation payment for an agreement to leave military service early in lieu of retirement, which accrues while the service member is on active duty in a CZ/QHDA, does not constitute compensation for active service in a CZ/QHDA, and is...

	e. Redux Payment of $30,000 while in a CZ/QHDA.
	(1) The $30,000 Redux payment (15-year career status bonus) is considered taxable income, but the combat zone tax exclusion applies (see below).  The authority for the payment is set forth in 37 U.S.C. § 354 (previously 37 U.S.C. § 322), as added by §...
	(2) The Redux bonus is characterized as a career bonus, a type of special pay, that is available to certain members who execute a written agreement to remain on active duty until they have completed 20 years of service (a 5-year service commitment).  ...
	(3) CZ tax exclusion applies to the REDUX bonus, if the member executes the agreement to receive the bonus while serving in a combat zone or QHDA.  In addition, it appears that the payment should be reported on a W-2, rather than a 1099-R.


	3. While the service member is entitled to the CZ/QHDA exclusion, income tax withholding does not apply to the excludable compensation.  I.R.C. § 3401(a)(1).
	4. Military pay for CZ/QHDA service is still subject to Social Security and Medicare taxes.
	5. The Form W-2 will report the excluded military pay in the boxes indicated “Social Security wages” and “Medicare wages and tips.”  The IRS shows the excluded amount in block 12, as a code Q item.  Code Q represents military employee basic quarters, ...
	6. The other types of compensation excluded under the rules include:
	a. Pay for accrued leave earned in any month served in a CZ/QHDA.  Treas. Reg. § 1.112-1(b)(5), Example 2; I.R.S. Notice 2000-17, 2000-9 I.R.B. 567, Q&A #6.
	b. A reenlistment bonus if the voluntary extension or reenlistment occurs in a month served in a CZ/QHDA.  Treas. Reg. § 1.112-1(b)(4)-(5), Examples 5-6.
	c. Awards for suggestions, inventions, or scientific achievements members are entitled to because of a submission they made in a month they served in a CZ/QHDA.  Treas. Reg. § 1.112-1(b)(5), Example 4.
	d. State bonus payments to service members while in the CZ/QHDA.  Heroes Earnings Assistance and Relief Tax Act of 2008 (HEART Act), Pub. L. No. 110-245, 122 Stat. 1624, § 112 (2008).

	7. The combat zone tax exclusion applies to continuation pay only if the agreement to perform additional years of service is signed by a member in a month in which the member is serving in a CZ/QHDA.  The execution of the agreement is when the member ...
	8. Service in direct support of military operations in a CZ/QHDA by performance of military service in an area outside the CZ/QHDA, results in the service member receiving CZ/QHDA tax benefits if they are receiving hostile fire or imminent danger pay....
	9. Tax Benefits for Service Members Missing in Action (MIA) or Prisoners of War (POW).
	a. A service member who becomes a POW or is MIA is considered to remain in active service in a CZ/QHDA.  The period of service in a CZ/QHDA includes the period of time during which a service member is entitled to benefits pursuant to their status as m...
	b. A service member is in a “missing status” when he is officially carried or determined to be absent in a status of missing, missing in action, interned in a foreign country, captured, beleaguered, or besieged by a hostile force; or detained in a for...

	10. Death while Serving in a CZ/QHDA
	a. A service member who dies while in a CZ/QHDA is entitled to an abatement of the income taxes for the tax year in which the death occurs.  The abatement also applies if the death occurred as a result of wounds, disease or injury incurred while servi...
	b. The income tax liability of a deceased service member is canceled for the last taxable year, ending on the date of death.  The income tax liability is also canceled for any prior taxable year ending on or after the first day the service member serv...
	c. Upon the death of a service member as stated above, the service member will not be assessed any amount of income tax for prior taxable years remaining unpaid as of the date of death.  If any such unpaid tax (including interest, additions to the tax...
	d. Where a service member has filed a joint return with his spouse, the tax abated, credited, or refunded will be prorated as a portion of the joint tax liability.  The amount abated, credited, or refunded shall be an amount equal to the portion of th...
	e. If the service member was in a missing status, then the date of the death will be considered to be the date on which there has been a determination of death made.  I.R.C. § 692(b).
	(1) However, there will not be a forgiveness, abatement, or refund of taxes beginning more than two years after the date of termination of combatant activities.  I.R.C. § 692(b)(2).
	(2) Therefore, where a service member has been MIA in a CZ/QHDA and is found to have died in an earlier year, the surviving spouse is allowed to treat the date of death as either the date on which the official determination is made that the service me...


	11. Tax Consequences of Military Survivor Benefits Attributed to Death in a CZ/QHDA
	a. Dependency and Indemnity Compensation (DIC).  DIC is not taxable as income to the recipient.  I.R.C. § 134(b).
	b. Survivor Benefit Plan (SBP).  Compensation earned in a CZ/QHDA does not include pensions and retirement pay. I.R.C. § 112(c)(4).  The payments to the beneficiaries under SBP are taxable as ordinary income despite the death occurring in a CZ/QHDA.  ...
	c. Servicemembers’ Group Life Insurance (SGLI).  It is excluded from federal income taxation.  I.R.C. § 101(a).


	B. Amounts received under Defense Department’s Homeowners Assistance Program are excluded from income and not subject to FICA tax (including Medicare).
	1. If a military base realignment or closure causes adverse effects on housing values, then the Defense Department’s Homeowners Assistance Program (“HAP,” as authorized under § 1013 of the Demonstration Cities and Metropolitan Development Act of 1966,...
	2. HAP provides payments to eligible individuals who may elect to either:
	a. Receive a cash payment as compensation for losses that may be or have been sustained in a private sale, in an amount not to exceed the difference between:
	(1) 95% of the fair market value of their property as determined by the Defense Dept. before public announcement of intention to close all or part of the military base or installation, and
	(2) The fair market value of the property at the time of the sale, or

	b. Receive, as the purchase price for their property, an amount not to exceed 90% of the fair market value before the public announcement, as that value is determined by the Defense Department, or the amount of the outstanding mortgages.

	3. Unless specifically excluded, gross income includes compensation for services, including fringe benefits.  A fringe benefit provided in connection with the performance of services is considered to have been provided as compensation for those services.
	a. Under pre-Military Family Tax Relief Act law, there was no specific exclusion for amounts received under HAP, and so those amounts were treated as having been received in connection with the performance of services.
	b. Thus, any HAP payments for losses sustained in the private sale of, or foreclosure against a personal residence, were includible in gross income as compensation for services. Similarly, when the government bought a residence under HAP, any excess o...
	c. All HAP payments were subject to FICA tax (including Medicare) under pre-Act law.

	4. For payments after the date of enactment (11 November 2003), the Act provides that “qualified military base realignment and closure” fringe benefits are specifically excluded from gross income.  I.R.C. § 132(a)(8), as amended by Act, § 103(a).
	a. “Qualified military base realignment and closure” fringe benefits are one or more payments made under HAP (in effect on the enactment date).  I.R.C. § 132(n)(1), as amended by Act, § 103(b).
	b. Thus, amounts received under HAP are both:
	(1) Excluded from gross income, and
	(2) Not subject to FICA taxes (including Medicare), since the amounts are not considered “wages” for FICA tax purposes.

	c. The excludable amount of all HAP payments for any one property cannot exceed the amount payable under 42 U.S.C. § 3374(c)(1).
	d. Thus, the excludable amount would be the amount received under HAP, which is not to exceed the difference between:
	(1) 95% of the fair market value of the property as determined by the Defense Dept. before public announcement of intention to close all or part of the military base or installation (42 U.S.C. § 3374(c)(1)(A)(i)(I)), and
	(2) The fair market value of the property at the time of sale.  (42 U.S.C. § 3374(c)(1)(A)(i)(II)).



	C. Scholarships and Fellowships (Pub. 520, Scholarships and Fellowships).
	1. Candidates for a degree may exclude amounts received as a qualified scholarship.   I.R.C. § 117(a), (c).
	2. Qualified scholarship is any amount received for tuition and fees to enroll or attend an educational institution plus amounts used for fees, books, supplies and equipment.  I.R.C. § 117(b)(2).
	3. Does not include payments for services and amounts received for room and board or travel.  These must be included in gross income.

	D. Foreign Earned Income Exclusion.  I.R.C. § 911; Pub. 54, Tax Guide for U.S. Citizens and Resident Aliens Abroad.
	1. In 2018, qualified individuals may elect to exclude up to $103,900 of foreign earned income.  I.R.C. § 911(b)(2)(D)(i)).
	2. They may also elect to exclude a limited amount of housing costs paid or incurred as a result of foreign service.  (I.R.C. § 911(a)(2)).
	3. To qualify the individual must have a “tax home” in a foreign country, and:
	a. Be a bona fide resident of one or more foreign countries for an uninterrupted period including an entire tax year; or
	b. Be a resident, who, in any period of 12 consecutive months, is present in one or more foreign countries during at least 330 full days.
	c. The temporary presence of taxpayer in the U.S. or the maintenance of a dwelling in the U.S. does not mean an abode in the U.S.  Treas. Reg. § 1.911-2.
	d. The Bipartisan Budget Act of 2018, Pub. L. No. 115-123, 132 Stat. 162, § 41116 (Feb. 9, 2018), changed previous law concerning contractors or employees of contractors providing support to the Armed Forces in designated combat zones.  These taxpayer...

	4. Foreign income includes earned income from foreign sources.
	a. Place of receipt is immaterial.
	b. Income paid from U.S. Government sources or instrumentalities does not qualify.

	5. Armed Forces assigned to NATO may not elect the foreign earned income exclusion for military compensation.
	a. The IRS has concluded that service members assigned to NATO are employees of the U.S. and are ineligible to elect the exclusion of foreign earned income under I.R.C. § 911.
	b. The IRS noted that a service member is assigned to NATO by the U.S. and performs services at NATO as a member of the U.S. military.  Because the U.S. provides the member with benefits, pays the member’s salary, and issues a Form W-2, the service me...

	6. Election made on Form 2555 or 2555-EZ.

	E. Other Exclusions.
	1. Property received as a gift, bequest, devise, or inheritance is excluded.  I.R.C. § 102(a); Treas. Reg. § 1.102-1.
	2. Child support.  I.R.C. § 71.
	3. Amounts received as damages on account of personal physical injuries are excludable from income.  I.R.C. § 104(a)(2).
	4. Amounts withheld from wages as contributions to a tax-deferred retirement plan (401(k), Thrift Savings Plan).  Amount of deferred compensation reported on Form W-3 in Box 12 and designated with a code D.
	5. Transitional compensation payments to abused dependents do not represent taxable income to the recipients because the payments represent financial assistance to the victims.  However, if the abused dependent receives payments under the Former Spous...
	6. Frequent Flier Miles.
	a. On February 21, 2002, in Announcement 2002-18, the Internal Revenue Service (IRS) announced that it will not assert that an individual owes tax because of his receipt or personal use of frequent flyer miles or other in-kind promotional benefits att...
	b. There is, however, no tax relief for travel or other promotional benefits that are converted to cash, to compensation that is paid in the form of travel or other promotional benefits, or in other circumstances where these benefits are used for tax ...



	V.  KEY TO FORM W-2.
	A. Box 1: Taxable wages and tips.  This box does not include salary reduction contributions to a retirement plan (Thrift Savings Plan). Compensation shown in Box 1 must be reported on Form 1040, page 2.
	B. Box 2: Federal tax withholdings.  This is the amount of federal income tax withheld from pay.  This amount is entered on Form 1040, page 2.
	C. Boxes 3, 4, and 7: Social Security withholdings.  Wages subject to Social Security withholdings are shown in Box 3.  Elective salary deferrals and combat zone compensation are included in Box 3.  Box 4 indicates the amount of Social Security tax wi...
	D. Box 5 & 6:  Medicare tax withholdings.  Wages subject to Social Security tax are also subject to Medicare tax.  These wages are indicated in Box 5.  In box 6, total Medicare withholdings are reported.
	E. Box 8: Allocated tips.  If a taxpayer worked in a business employing at least 10 people, the employer will report in Box 8 the taxpayer’s share of 8% of gross receipts unless the taxpayer reported tips at least equal to that share. The amount shown...
	F. Box 9: Verification Code.  If the taxpayer is e-filing and there is a code in this box, the code is entered when prompted by the tax preparation software. This code assists the IRS in validating the W-2 data submitted with your return. The code is ...
	G. Box 10: Dependent care benefits.  Reimbursements from an employer for dependent care expenses and the value of employer-provided care services under a qualifying plan are included in Box 10.  Generally, amounts up to $5,000 are tax free, but the ta...
	H. Box 11: Nonqualified plan distributions.  Distributions shown in Box 11 are from a nonqualified deferred compensation plan.  These amounts are not reported separately because they have already have been included as taxable wages in Box 1.
	I. Box 12: Taxable fringe benefits.  If an employee received taxable fringe benefits, the employer has the option to show the amount in box 12 unless it is reportable in Box 10 or 13.  These amounts are not reported separately because they have alread...
	1. Elective deferrals to retirement plans.  If a taxpayer made elective salary deferrals to an employer retirement plan, “Retirement Plan” will be checked and the taxpayer’s contribution is shown in Box 12 (codes used include D, E, G, H, and S).  This...
	2. Travel allowance reimbursement.  Mileage allowance or per diem travel allowance that exceeds the IRS rate, the amount up to the IRS rate is shown in Box 12 using Code L.  The excess is included as taxable wages in Box 1.
	3. Nontaxable sick pay.  If the taxpayer contributed to a sick pay plan, an allocable portion of benefits received is tax free and shown using Code J.
	4. Moving expense reimbursement.  Tax-free employer reimbursements to a taxpayer for deductible moving expenses are shown with Code P.
	5. Non-taxable Earned Income.  Block 12, Code Q, is used to report the non-taxable earned income of a service member, which can affect whether a service member qualifies for the earned income credit.  Pursuant to an agreement reached between the IRS a...

	J. Box 13. If the “Retirement plan” box is checked, special limits may apply to the amount of traditional IRA contributions you may deduct. Also, the elective deferrals in box 12 (codes D, E, F, G, H, and S) (for all employers, and for all such plans ...
	1. Statutory employee.  Taxpayers that have this box checked report wage income and deductible job expenses on Schedule C.
	2. Retirement Plan.  If the box “retirement plan” is checked, this indicates that the taxpayer was an active participant in an employer plan at some point during the tax year.  As an active participant, the taxpayer may be unable to make a deductible ...
	3. Third-party sick pay.  Mark this checkbox only if you are a third- party sick pay payer filing a Form W-2 for an insured’s employee.  See Sick Pay Reporting in section 7 of Pub. 15-A.

	K. Box 14: Miscellaneous payments.  The taxpayer’s employer may use Box 14 to report payments such as union dues, educational assistance, health insurance premiums, or voluntary after-tax contributions to profit sharing or pension plans.
	L. Box 15- 20:  State and local taxes.  If the taxpayer itemizes the amount of state and local taxes withheld in Boxes 17 and 29 these amounts are deductible on Schedule A.
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	Chapter G - 2018 Income Tax Deskbook - Adjustments to Income
	I. REFERENCES
	A. IRS Forms:  Form 1040, Schedule 1, Schedule SE; Instructions to Form 1040, Student Loan Interest Deduction Worksheet, Self-Employed Health Insurance Deduction Worksheet; Form 2106, Employee Business Expenses; Form 3903, Moving Expenses; Forms 1098-...
	B. Internal Revenue Code (I.R.C.) of 1986, as amended.
	C. Treasury Regulations.
	D. IRS Publications:
	1. Pub. 3, Armed Forces’ Tax Guide.
	2. Pub. 17, Your Federal Income Tax.
	3. Pub. 334, Tax Guide for Small Business.
	4. Pub. 521, Moving Expenses.
	5. Pub. 535, Business Expenses.
	6. Pub. 590, Individual Retirement Arrangements (IRAs)
	7. Pub. 969, Health Savings Accounts & Other Tax-Favored Health Plans
	8. Pub. 970, Tax Benefits for Higher Education


	II. INTRODUCTION
	A. What is adjusted gross income?  Adjusted Gross Income (AGI).  A term used with reference to individual taxpayers.  Adjusted Gross Income consists of an individual’s gross income less certain deductions and business expenses authorized under I.R.C. ...
	B. The purpose of AGI is to distinguish between those deductions allowable in all events from those that are allowed only if the taxpayer itemizes deductions instead of taking the standard deduction.  AGI is also used to determine various phase-outs f...
	C. I.R.C. § 62 does not authorize any particular deductions.  Instead, the section specifies the deductions that are used to calculate AGI.
	1. The term “adjustments to income,” which appears on Form 1040, is not contained in I.R.C. § 62.

	D. Deductions allowed to determine AGI are frequently known as “above-the-line” deductions because they appear on Form 1040 above (before) the line used to report AGI.

	III. EDUCATOR EXPENSE DEDUCTION (I.R.C. § 62(a)(2)(D), (d))
	A. An “eligible educator” may claim an above-the-line deduction for unreimbursed “qualified expenses.”
	1. An eligible educator is a K-12 teacher, instructor, counselor, principal, or aide who worked in a school for at least 900 hours during the school year.
	2. Qualified expenses include expenses paid:
	a. For professional development courses related to the curriculum taught (or to the students), or
	b. In connection with books, supplies, equipment (including computer equipment, software, and services), and other materials used in the classroom.


	B. The statutory amount of the deduction is limited to $250 ($500 if married filing joint and both spouses are educators).
	C. The deduction was made permanent in 2016 and is indexed for inflation.  I.R.C. § 62(a)(2)(D).  The amount for 2018 remains $250.  Rev. Proc. 2017-58.

	IV. RESERVE/NATIONAL GUARD TRAVEL EXPENSES (I.R.C. § 162(p), FORM 2106)
	A. The Military Family Tax Relief Act of 2003, Pub. L. No. 108-121 (Nov. 11, 2003), amended the Internal Revenue Code to allow an above-the-line deduction for expenses incurred by members of the National Guard or Reserve in conjunction with their mili...
	1. The Act amended I.R.C. § 162 to provide that Reserve or National Guard members are deemed to be away from home in the pursuit of a trade or business for any period they are away from home in connection with their service.  I.R.C. § 162(p).
	2. The above-the-line deduction is available only if the Servicemember must travel away from home more than 100 miles (and stay overnight) to attend National Guard or Reserve meetings.
	3. The amount of the deduction cannot exceed the applicable government per diem rate for the location.

	B. Reporting.  IRS Form 2106 must be filled out and filed along with Form 1040.

	V. HEALTH SAVINGS ACCOUNT (FORM 8889) (I.R.C. § 223)
	A. The Medicare Prescription Drug, Improvement, and Modernization Act of 2003 added Section 223 to the Internal Revenue Code to permit eligible individuals to establish Health Savings Accounts (HSAs) for tax years beginning after December 31, 2003.
	B. HSAs are like IRAs created for the purpose of defraying unreimbursed health care expenses on a tax-favored basis.  An HSA is a tax-exempt trust or custodial account with a financial institution where the taxpayer saves for future medical expenses. ...
	C. Within the limits, contributions to an HSA will be deductible if made by an eligible individual as an above-the-line deduction (Form 8889) and excludable from income if made by an employer on behalf of an eligible individual.  If the employer makes...
	D. Distributions from an HSA are tax-free when used to pay for qualified medical expenses.  Distributions not used to pay for qualified medical expenses are penalized (10%), as well as taxed unless the taxpayer is disabled, over 65, or dies during the...
	1. Qualified medical expenses are unreimbursed expenses paid by the account beneficiary, his or her spouse, or his or her dependents for medical care as defined in I.R.C. § 213(d).  Nonprescription drugs (other than insulin) are not included as a qual...
	2. Qualified medical expenses must be incurred after the HSA has been established.
	3. For purposes of determining the itemized deduction for medical expenses, medical expenses paid or reimbursed by distributions from an HSA are not treated as expenses paid for medical care under I.R.C. § 213 (i.e. are not deductible as itemized expe...

	E. To qualify for an HSA deduction, taxpayer must meet the following requirements:
	1. Must be covered under a high deductible health plan (HDHP) on the first day of the month;
	2. Must not be covered by any other health plan that is not an HDHP (there are certain exceptions);
	3. Must not be enrolled in Medicare (generally has not reached age 65); and
	4. May not be claimed as a dependent on another person’s tax return.

	F. An individual is ineligible for an HSA if the individual, while covered under an HDHP, is also covered under a health plan (whether as an individual, spouse, or dependent) that is not an HDHP.
	1. An individual may maintain “permitted insurance” without losing eligibility for an HSA.  Permitted insurance is insurance under which substantially all of the coverage provided relates to liabilities incurred under:
	a. Workers’ compensation laws,
	b. Tort liabilities,
	c. Liabilities relating to ownership or use of property (e.g. automobile insurance),
	d. Insurance for a specified disease or illness, or
	e. Insurance that pays a fixed amount per day (or other period) or hospitalization.

	2. Additionally, an individual may have coverage (whether provided through insurance or otherwise) for accidents, disability, dental care, vision care, or long-term care.

	G. HSAs are established with a qualified HSA trustee or custodian, much like IRAs are established with qualified IRA trustees or custodians.  No permission or authorization is necessary from the IRS to establish an HSA.  An eligible individual who is ...
	H. The maximum contribution eligible taxpayers can make to an HSA is the sum of the limits determined separately for each month, based on status, eligibility, and health plan coverage as of the first day of the month.  See the instructions to Form 8889.
	1. In addition to the maximum contribution amount, catch-up contributions may be made by or on behalf of individuals age 55 or older, who are not enrolled in Medicare.  The catch-up contribution limit is $1,000 for those eligible for catch-up contribu...
	2. After an individual has attained age 65 (the Medicare eligibility age), contributions, including catch-up contributions, cannot be made to an individual’s HSA.
	3. Contributions that exceed the established limits are not deductible.  In addition, an excise tax of 6% for each taxable year is imposed on the account beneficiary for excess individual and employer contributions unless the excess contributions and ...

	I. A high deductible health plan is a plan that meets the following requirements:
	1. Has an annual deductible of at least:
	a. $1,350 for self-only coverage; and
	b. $2,700 for family coverage.

	2. Maximum annual deductible and other out-of-pocket expenses do not exceed:
	a. $3,450 for self-only coverage; and
	b. $6,900 for family coverage.

	3. The dollar thresholds and limits stated in paragraphs 1. and 2. above are the amounts for 2018.  Rev. Proc. 2018-18 (Mar. 5. 2018); Rev. Proc. 2018-27 (Apr. 26, 2018); “2018 HSA contribution limit for individuals with family HDHP coverage,” https:/...
	4. In the case of family coverage, a plan is an HDHP only if, under the terms of the plan and without regard to which family member or members incur expenses, no amounts are payable from the HDHP until the family has incurred annual covered medical ex...

	J. Eligible seniors are able to establish medical savings accounts called Medicare MSAs.  Eligible individuals are able to use MSA contributions to pay health care expenses.  Medicare MSAs must be used in conjunction with a high deductible Medicare Ad...

	VI. MOVING EXPENSES (FORM 3903) (I.R.C. § 62(a)(15), I.R.C. § 217(g))
	A. 2018 Update.  For tax years 2018 through 2025, the law commonly known as the Tax Cuts and Jobs Act (TCJA) suspended the deduction for moving expenses for all taxpayers except active duty military members.  I.R.C. § 217(k); An Act to provide for rec...
	1. The deduction for active duty military members is allowed when a member moves “pursuant to a military order and incident to a permanent change of station” and without regard to the limitations of I.R.C. § 217(c), which requires certain time and dis...
	2. For active duty military members, the deduction is essentially unchanged from 2017 and prior years.  Therefore, the discussion below is largely the same compared to earlier years, but the more limited scope of the deduction should be kept in mind.

	B. An employee or self-employed individual may deduct as an adjustment to income the expenses of moving himself and his family from one location to another if the move is related to starting work in a new location and the amount is reasonable.  I.R.C....
	C. The moving expense deduction is computed on Form 3903.
	D. Generally, deductible moving expenses are limited to the cost of (I.R.C. § 217(b)):
	1. Transportation of household goods and personal effects, and
	a. Items deductible include cost of packing, crating, cost of storing and insuring household good and personal effects within any period of 30 consecutive days after the day goods are moved from the former home and before they are delivered to the new...
	b. Can deduct costs of connecting or disconnecting utilities required because of the move, shipping of car, and pet.

	2. Travel (including lodging but not meals) to the new residence.
	a. Can include lodging expenses in the area of the former residence within one day after the taxpayer could not live in the former home because of furniture being moved out of the home.
	b. Includes lodging expenses for the day arriving at new residence.


	E. Where an automobile is used in making the move, a taxpayer may deduct either:
	1. The actual out-of-pocket expenses incurred (gasoline and oil, but not repairs, depreciation, etc.), or
	2. A standard mileage allowance of 18 cents per mile for moves occurring during 2018 (a reduction of 2.0 cents per mile from 2016).  Can include tolls and parking costs in addition if using the standard mileage allowance method.

	F. Moving expenses do not include cost of meals and lodging for pre-move househunting trips; costs of meals and lodging (i.e., temporary living expenses); costs incident to sale (or lease) of old residence; costs incident to purchase (or lease) of new...
	G. Generally, a taxpayer must meet a distance test, length of employment test, and a commencement of work test to be eligible to take the moving expense deduction.  I.R.C. § 217(c), (d); Treas. Reg. § 1.217-2(a)(3), (d)(3).[See paragraph A. “2018 Upda...
	H. Individuals that retire from an overseas job and return to the U.S. or a survivor (spouse or dependent) of any decedent who worked outside the U.S. (U.S. includes possessions of the U.S.) at the time of death are also eligible to deduct moving expe...
	I. Gross income does not include qualified moving expense reimbursements.  These are amounts received from an employer as a payment for or reimbursement of expenses that would be deductible as a moving expense if directly paid or incurred by the emplo...
	J. Any amount other than a qualified reimbursement received directly or indirectly by a taxpayer from the employer as a payment for or reimbursement of moving expenses must be included in the taxpayer’s gross income as compensation for services.  I.R....
	K. Employers are required to give employees a statement showing a detailed breakdown of reimbursements or payments of moving expenses.  Treas. Reg. § 31.6051-1(e).
	L. Foreign moves.
	1. A moving expense deduction is permitted in connection with the commencement of work at a new principal place of work located outside the U.S. and its possessions.
	2. The rules are similar to the general moving expense deductions rules, except that a deduction is also allowed for reasonable expenses of moving household goods and personal effects from storage, and of storing them for part or all of the time durin...

	M. Moving Expenses of members of the Armed Forces (I.R.C. § 217(g)).
	1. A move by an active duty member of the armed forces under a military order and incident to a change of station can qualify for deduction regardless of the distance moved or the length of time worked at the new station.  I.R.C. § 217(g).  Therefore,...
	2. A permanent change of station for purposes of this section includes:
	a. A move from a home to the first post of active duty,
	b. A move from one permanent post of duty to another, and
	c. A move from the last post of duty to a home or to a nearer point in the U.S.  The move must occur within one year of ending of active duty or within the period allowed under the Joint Travel Regulations.

	3. If a Servicemember deserts, is imprisoned, or dies, a PCS for the spouse or dependent includes a move to:
	a. The place of enlistment,
	b. The member’s, spouse’s, or dependent’s home of record, or
	c. A nearer point in the U.S.

	4. Cash reimbursements or allowances are excludable from income to the extent of moving and storage expenses actually paid or incurred, as are all in-kind moving and storage services provided by the military.  This exclusion applies to the spouse and ...
	5. If total reimbursements or allowances received from the government because of the move are more than the actual moving expenses, the government should include the excess in wages on a Form W-2.  This may be the case with some “Do it Yourself” moves...
	6. Where the military moves the servicemember and the member’s family to or from separate locations and they incur unreimbursed expenses, their moves are treated as a single move to the member’s new principal place of work (I.R.C. § 217(g)).
	7. No deduction is permitted for any moving or storage expense reimbursed by an allowance that is excluded from income (Treas. Reg. § 1.217-2(g)(6)).
	8. If a Servicemember’s reimbursements or allowances are less than the actual moving expenses, the Servicemember can deduct the expenses that exceed reimbursements and allowances (do not include value of moving or storage expenses provided by the gove...
	9. If the above requirements are met by a Servicemember, he/she can deduct reasonable unreimbursed expenses incurred for the following:
	a. Moving of household goods and personal effects, including expenses for hauling a trailer, packing, crating, in-transit storage, and insurance.
	b. Travel and lodging expenses from the old home to the new home, including automobile expenses and airfare.

	10. Reasonable Expenses:  Only expenses that are reasonable under the circumstances of the move qualify for the deduction.


	VII. DEDUCTIBLE PART OF SELF-EMPLOYMENT TAX (SCHEDULE SE) (I.R.C. § 1401, I.R.C § 164(f))
	A. The computation of self-employment tax is addressed in Chapter I, “Tax Payments, Other Taxes, and Finishing the Return.”
	B. If an individual is subject to the self-employment tax, the taxpayer may deduct from gross income the employer-equivalent portion (50%) of the self-employment tax imposed for the same tax year.  I.R.C. § 164(f).  The self-employment tax rate for 20...
	C. The taxpayer completes Schedule SE to determine the amount of self-employment tax to enter on Form 1040.

	VIII. SELF-EMPLOYED HEALTH INSURANCE DEDUCTION (I.R.C. § 162(l))
	A. Some taxpayers may be able to deduct part of the amount paid for health insurance for themselves, spouse, and dependents if:
	1. The taxpayer was self-employed and had a net profit for the tax year, or
	2. The taxpayer received wages from an S-Corporation in which he or she is more than a 2% shareholder.  I.R.C. § 162(l)(1), (5).

	B. The amount of the deduction is 100% of the total amount of health insurance coverage paid in the tax year.  However, the deduction is limited to the taxpayer’s earned income derived from the trade or business for which the insurance plan was establ...
	C. A self-employed person’s health insurance deduction is treated separately with regard to plans that provide long-term care insurance and plans that do not provide long-term care insurance.  I.R.C. § 162(l)(2)(B).
	D. The amount of the deduction is computed using the worksheet in the instruction booklet for Form 1040 and then included as a deduction or adjustment to income on Form 1040, Schedule 1.

	IX. PENALTY ON EARLY WITHDRAWAL OF SAVINGS (FORM 1099-INT; FORM 1099-OID) (I.R.C. § 62(a)(9))
	A. Depositors may withdraw funds from ordinary savings accounts any time they wish.  However, if a depositor withdraws funds from a time deposit (such as a certificate of deposit) before the maturity date, a penalty is charged.
	B. Interest that was previously earned on a time savings account or deposit with a savings institution and that is later forfeited because of premature withdrawals is deductible from gross income in the year when the interest is forfeited.  I.R.C. § 6...
	C. Form 1099-INT or Form 1099-OID report the interest earned, as well as any early withdrawal penalties.
	D. Taxpayers cannot subtract the early withdrawal penalty from the interest earned and report the difference.  The early withdrawal penalty can be claimed as an adjustment to income on Form 1040, Schedule 1.  The entire penalty is deducted, even if it...

	X. ALIMONY PAID (I.R.C. § 215)
	A. 2018 Update.  The TCJA significantly changed the tax treatment of alimony for decrees of divorce executed after 31 December 2018, or those agreements modified after that date that make the new provision applicable.  For decrees after 31 December 20...
	B. Alimony and separate maintenance payments are taxable to the person receiving these payments.  The person paying the alimony or separate maintenance can claim it as an adjustment to income.  The adjustment can be claimed only on Form 1040.
	C. The amount paid during the year and the recipient’s social security number is entered on Form 1040.
	D. General Rules.  I.R.C. § 71; Treas. Reg. § 1.71-1T.
	1. Alimony payments are considered gross income to payee.
	2. Deductible by the payor as a deduction/adjustment from gross income.  I.R.C. §§ 62(a)(10), 215(a).
	3. Alimony is treated as earned income so the divorced spouse may separately establish an IRA and contribute up to $5,500 per year or amount of alimony if less than $5,500 per year.  I.R.C. § 219(b)(5).

	E. Requirements for Alimony Tax Treatment.
	1. Payments must be made in cash.  I.R.C. §§ 71(b)(1), 215(b).
	a. Debt instruments of the payor or a third party issued to or transferred to the payee are not considered cash payments.  Treas. Reg. § 1.71-1T(b), Q&A-5.

	2. Payments must be made and received under a qualifying instrument.
	a. Includes a decree of divorce or separate maintenance, written separation agreement, or a decree requiring support or maintenance payments to a spouse.
	b. The “instrument incident to a decree of divorce” generally describes writings containing marital settlement terms which are referred to but not merged in the divorce decree, including both formal separation agreements and writings which lack charac...
	c. A written separation agreement in divorce practice ordinarily embodies a declaration of separation, the terms of the marital separation, and payment of support and division of marital property.
	(1) Neither the Tax Code, nor the Treasury Regulations define “written separation agreement” for alimony purposes.  Jacklin v. Comm’r, 79 T.C. 340, 346 (1982);  Leventhal v. Comm’r, T.C. Memo. 2000-92;  Keegan v. Comm’r, T.C. Memo. 1997-359.
	(2) As construed by the IRS and the Tax Court, a separation agreement under I.R.C. § 71(b)(2)(B) need not be legally enforceable so long as it is entered “in contemplation of separation status” and entails a meeting of the minds on the payment terms. ...

	d. Payments made merely to comply with a service regulation (e.g., AR 608-99) are not pursuant to a qualifying instrument and are not alimony.
	e. If made under a decree of divorce or separate maintenance, the payment must be made after the decree (Treas. Reg. § 1.71-1(b)(1)).  If made under a separation agreement, the payment must be made after the execution of that agreement (Treas. Reg. § ...

	3. The divorce or separation instrument must not designate that the payments will not be includable in the gross income of the recipient.
	a. A taxpayer and spouse may designate that otherwise qualifying payments are not alimony.  This is done by including a provision in the divorce or separation instrument that states the payments are not deductible by the taxpayer and are excludable fr...
	b. However, if a divorce or separation instrument designates a payment that would otherwise qualify as alimony as not to be treated as alimony (e.g., as a property settlement), the payment will not qualify as alimony.  I.R.C. § 71(b)(1)(B).
	c. Case Example:  A taxpayer was divorced in Virginia and part of the settlement required him to provide his ex-spouse with 37.5% of his military retirement.  Both parties were denied spousal support.  Husband separated from the U.S. Navy and received...

	4. There must be no requirement that payments continue beyond the death of the payee spouse (e.g., to the estate) or that any substitute payment is made after the death of the payee spouse.  I.R.C. § 71(b)(1)(D).
	a. Payments must end at death of the payee spouse.  This requirement is to discourage classification of large cash settlements in payment for marital property as deductible alimony.
	(1) Case Example:  Settlement agreement provided that taxpayer would pay certain sum for 142 payments without regard to death of payee spouse.  Court looked to state law which did not help. Liability to make payments must terminate at the death of the...
	(2) Will not be considered alimony if the payments do not meet the requirement of I.R.C. § 71(b)(1)(D), that the payments not extend beyond the death of the payee spouse.  Stokes v. Comm’r, T.C. Memo. 1994-456.

	b. To make sure of alimony treatment, the divorce or separation instrument should specify that otherwise qualifying payments will cease at the death of the recipient.
	c. While alimony payments must terminate at the death of the payee, I.R.C. § 71(b) does not require that payments terminate at the death of the payor.  If the payor’s estate is required to continue alimony payments after the payor’s death, the estate ...

	5. Payments must not be made during a tax year for which the payor and payee file a joint return.  I.R.C. § 71(e).
	6. Payments must not be to a member of the same household after a decree of divorce or separate maintenance has been issued or it will not be treated as alimony (I.R.C. § 71(b)(1)(C)).  However, if spouses are not legally separated, a payment under a ...
	a. Spouses will not be treated as members of the same household if one spouse is preparing to leave it, and does leave within one month after the payment.
	b. Coltman v. Comm’r, 980 F.2d 1134 (7th Cir. 1992), aff’d 1991 Tax Ct. Memo LEXIS 146, court applied Treas. Reg. § 1.71-1(b)(3)(i) and held that husband who used suburban marital home as part-time way station between his business and his real residen...


	F. Payments may be made to a third party if spouse consents or instrument specifically calls for the third-party payment.  I.R.C. § 71(b)(1)(A).  These can include payments for spouse’s living expenses, food, clothing, insurance, medical expenses, hou...
	1. Payments to third parties encompass payments to third parties made pursuant to a written request, consent or ratification of the payee.  The qualifying instrument or writing must declare the parties’ intent that the payment be treated as alimony su...
	2. However, payments made to maintain property owned by the payor spouse but used by the payee spouse (including mortgage payments, realty taxes, and insurance premiums) are not payments on behalf of the payee spouse (i.e., not alimony) even if made u...
	3. A payor spouse who is required by the divorce or separation instrument to pay the mortgage on a home he owns jointly with the payee spouse may deduct one-half of those payments as alimony, if they otherwise qualify (the rest may be deductible as qu...
	4. The Tax Court has held that a man may deduct as alimony one-half of the housing payments he made “on behalf of” his wife, finding that letters qualified as a written separation agreement.  Leventhal v. Comm’r, T.C. Memo. 2000-92.
	5. Be careful of disguising child support as alimony.  Payments which are for specific expenses of children as they arise may be considered child support and not alimony.  Preston v. Comm’r, 2000 U.S. App. LEXIS 7190 (Apr. 20, 2000).

	G. Premiums a taxpayer must pay under a divorce or separation instrument for life insurance on their life qualify as alimony to the extent the spouse owns the policy.  Temp. Treas. Reg. § 1.71-1T(b).
	H. Compliance Provisions.
	1. Recipient must furnish taxpayer ID number to payor.  I.R.C. § 215(c).
	2. Payor must include recipient’s number on return.  I.R.C. § 215(c).
	3. Separation agreements should include parties’ social security numbers (see sample provision, Appendix C, clause 3).

	I. Child Support is not Alimony.
	1. Payments specified in a divorce decree or separation agreement as child support are not includable in gross income.
	2. Child support payments are not deductible by payor.

	J. Unallocated Family Support.
	1. If the amount of child support is not specified in the instrument, the amount to be decreased upon a contingency relating to a child will be treated as child support.  I.R.C. § 71(c) reversed the rule found in Comm’r v. Lester, 366 U.S. 299 (1961);...


	XI. STUDENT LOAN INTEREST DEDUCTION (I.R.C. §§ 62(a)(17), 221)
	A. A taxpayer may claim an adjustment to income (i.e., an above-the-line deduction) for interest paid on qualified educational loans.  A loan and any refinancing of that loan are treated as one loan.  Treas. Reg. §1.221-1(e)(3)(v)(A).
	B. The maximum deduction allowed in 2018 is $2,500.  I.R.C. § 221(b)(1).  This is $2,500 per tax return – not per student or per taxpayer.
	C. For 2018, the deduction phases out ratably for taxpayers with modified AGI between $65,000 and $80,000 ($135,000 and $165,000 for joint returns).  I.R.C. § 221(b)(2)(B).
	D. Modified Adjusted Gross Income for purposes of this section.  AGI, as determined on Form 1040, before taking any deduction for student loan interest or qualified tuition and fees and modified by adding back the following:
	1. Foreign earned income of U.S. citizens or residents living abroad,
	2. Housing costs of U.S. citizens or residents living abroad, and
	3. Income from sources within Puerto Rico, American Samoa, Guam, or the Northern Mariana Islands.  I.R.C. § 221(2)(C).

	E. The student loan interest deduction may be claimed only by a taxpayer that is legally obligated to make the interest payments pursuant to the terms of the loan.  Treas. Reg. § 1.221-1(b)(1).
	F. An eligible student is one who:
	1. Is enrolled or accepted for enrollment in a degree, certificate, or other program (including a program of study abroad that is approved for credit by the institution at which the student is enrolled) leading to a recognized educational credential a...
	2. Is carrying at least one-half the normal full-time workload for the course of study the student is pursuing.  I.R.C. § 221(d)(3); Treas. Reg. § 1.221-1(f)(3)(i)(C).

	G. A person who is claimed as a dependent on another’s tax return cannot claim the education interest deduction.  I.R.C. § 221(c).
	H. Married couples must file joint returns to take the deduction (I.R.C. § 221(e)(2)).
	I. A qualified higher education loan is any debt incurred to pay qualified higher education expenses that are:
	1. Incurred on behalf of the taxpayer, the taxpayer’s spouse, or any dependent of the taxpayer as of the time the debt is incurred (I.R.C. § 221(d)(1)(A));
	2. Paid or incurred within a reasonable period of time before or after the debt is incurred (90 days before or after the academic period), (I.R.C. § 221(d)(1)(B)); and
	3. Attributable to education furnished during a period when the recipient was an eligible student (at least half-time student) (I.R.C. § 221(d)(1)(C)).

	J. A qualified education loan includes debt used to refinance debt that qualifies as a qualified education loan, but does not include debt owed to a related person as defined by I.R.C. § 267(b).
	K. A revolving line of credit will qualify as an education loan only if the borrower agrees to use it only for qualified higher education expenses.
	L. Qualified higher education expenses are the costs of attendance at an eligible educational institution, which is generally a post-secondary educational institution eligible to participate in the federal student loan program.  An eligible educationa...
	M. Qualified higher education expenses include tuition, fees, room and board, and related expenses, but must be reduced by the amount excluded by reason of such expenses under the rules for employer-provided educational assistance benefits, income fro...
	N. No deduction is allowed under this section for any amount for which a deduction is allowable under any other provision of the Code (such as a home equity loan).  I.R.C. § 221(e)(1).

	XII. TUITION AND FEES DEDUCTION (I.R.C. § 222, FORM 8917)
	A. As of the update to this Chapter, this deduction has expired.

	XIII. CONCLUSION
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	I. REFERENCES.
	A. IRS Tax Forms:  1040, IRA Deduction Worksheet, 8606, 5329, 5498.
	B. Internal Revenue Code, 26 USC 408 and 408A and 219.
	C. Federal Income Tax Regulations, 1.408-1 to 1.408-11 and 1.408A-0 to 1.408A-9.
	D. IRS Publication 590, Individual Retirement Arrangements (IRAs).

	II. FUNDAMENTALS.
	A. Definition.
	1. In general, an IRA is a trust or custodial account created or organized in the U.S. for the exclusive benefit of an individual or his or her beneficiaries (I.R.C. § 408(a); Treas. Reg. § 1.408-2(b)).
	a. Beneficiaries--the individual's estate, dependents, and any person he or she designates to share in the benefits of the account after death (Treas. Reg. § 1.408-2(b)(8)).
	b. IRAs are exempt from federal income tax unless the IRA is disqualified due to a prohibited transaction.


	B. Characteristics.
	1. Simple procedure for establishing personal retirement program.
	2. Contributions to traditional IRAs are currently deductible, except by "active participants" in retirement plans who have adjusted gross income in excess of specified levels.
	3. Earnings on traditional IRAs are not subject to federal income tax until distributed.
	4. Roth contributions are not currently deductible.  However, earnings are not subject to federal income tax upon qualified distributions.

	C. Contribution Deadline.  Normally the due date for the return (15 April without regard to extensions); however, the IRA need not actually be established until such due date in order to claim a contribution (I.R.C. § 219(f)(3)).
	1. Contribution may be deducted if it is mailed before the return due date, even if it is not received by the IRA custodian until after the due date.
	2. Deduction may be claimed on return--even if contribution not yet made--so long as contribution actually occurs by due date.
	3. The CZ/QHDA extension provides service members with an additional period in which to contribute to an IRA for a preceding tax year.  I.R.C. § 219(f)(7).
	a. To qualify, the service member must make a contribution before the earlier of the end of the income tax return filing period established under the CZ/QHDA tax extensions or the date on which the federal income tax return actually is filed.  I.R.C. ...
	b. For example, a contribution made on June 1, 2017, could be designated as a contribution for the 2016 tax year if it is made before the taxpayer's CZ/QHDA suspension period expires.  The taxpayer would have to designate the contribution as a contrib...
	c. For information on CZ/QHDA and IRA contributions see www.irs.gov.  Pub 3, Armed Forces Tax Guide, and IR 2006-129 on the Hero Act.


	D. Prohibited Transactions.
	1. Borrowing money from an IRA.  The amount borrowed is treated as a distribution.
	2. Selling property to an IRA.
	3. Pledging an IRA account as security for a loan.  The part of the account pledged as security is treated as a distribution.


	III. WHO MAY PARTICIPATE?
	A. Taxpayer must have earned compensation.
	1. Includes wages, salaries, tips, bonuses, commissions, partnership, alimony, self-employment income, and other amounts for personal services.  Only compensation includible in gross income is earned.  I.R.C. § 219(f).
	2. Does not include passive income such as profits from property, i.e., rental income, interest, dividends, pensions, or annuities (including military retirement pay).
	3. Compensation also does not include foreign earned income excluded from gross income.

	B. Limits on IRA Contributions.
	1. For 2018, the maximum annual contribution (to either traditional or Roth IRAs) is $5,500.  I.R.C. § 219(b)(5).
	2. An individual age 50 or older can make an additional $1,000 “catch up” contribution.  I.R.C. § 219 (b)(5).  Catch up contributions are permitted beginning in the year the individual turns 50 and every year thereafter.
	3. There are special rules for certain married individuals, which allow for a spousal IRA.  A spouse with no earned compensation or amounts less than $5,500 can participate in an IRA.  I.R.C. § 219(c).  These special rules for spouses will be discusse...


	IV. Limits on Traditional IRA deductions (adjustment to income).
	A. Full deduction of contribution amount up to $5,500 ($6,500 if 50 or older) allowed if taxpayer is not covered by employer-provided retirement plan and earns at least $5,500 ($6,500 if 50 or older).
	B. Limitations for Participants in Employer-Provided Retirement Plans for Traditional IRAs.
	1. The Tax Reform Act of 1986 established limits on the deductibility of contributions by taxpayers covered by an employer-provided retirement program.
	2. One is considered covered by an employer-provided plan even though the plan has not vested.
	3. Active duty service members are considered covered by an employer-provided retirement plan.  I.R.C. § 219(g)(1); IRS Notice 87-16; Morales-Caban v. Commissioner, T.C. Memo. 1993-466 (active duty military covered by employer-provided plan.
	4. Members of the reserve components who are not on active duty for over 90 days are not, by virtue of their reserve status, considered covered by an employer-provided plan.  I.R.C. § 219(g)(6)(A).

	C. Taxpayers with a modified AGI less than an applicable amount (see Instructions to Form 1040) are permitted a full deduction.  If the taxpayer’s modified AGI exceeds the applicable threshold for his or her filing status, the deduction is phased-out ...
	D. IRA deductions may be limited if the taxpayer is covered by an employer-provided retirement plan (e.g., service members).
	1. Phaseout of deduction depends on income and filing status (I.R.C. § 219(g)(2)(A)).
	a. Deduction Phaseout.  The deduction is reduced or eliminated entirely depending on the taxpayer's filing status and income.
	b. Computing the deductible amount:
	c. Use the worksheet in the Form 1040 Instruction booklet to figure the amount, if any, of the taxpayer’s IRA deduction.

	2. Taxpayers may make nondeductible contributions to the extent a deduction is disallowed.  Must be reported to the IRS on Form 8606.

	E. Special rules for married taxpayers.
	1. There are special rules for certain married individuals that allow a taxpayer with no earned compensation or amounts less than $5,500 to participate in an IRA.  I.R.C. § 219(c).  This section is not specifically for non-working spouses.
	a. An individual who files a joint return and has less taxable compensation than his spouse may contribute to a spousal IRA and deduct the lesser of $5,500, or the sum of that individual’s includible compensation for that tax year, plus the includible...
	b. A spouse who is 50 or older can also make the catch-up contribution of an additional $1,000.
	c. The practical application of this provision permits IRA contributions (and perhaps a deduction) of up to $5,500 for each spouse (including a spouse with no compensation or less than $5,500 of compensation for the year) if their combined compensatio...
	d. Total contributions to both are limited to $11,000 ($13,000 if both is 50 or older).  The maximum contribution to either spouse’s IRA is limited to $5,500 ($6,500 if 50 or older).

	2. The phase-out limit is higher than the usual limit for an individual who is not an active participant in an employer plan during any part of the year, but whose spouse is an active plan participant.  I.R.C. § 219(g)(7).  For these individuals, the ...

	F. The Heroes Earned Retirement Opportunities (HERO) Act, Pub. L. No. 109-227 (May 29, 2006).  This Act addressed the problem of a military member’s losing the opportunity to contribute to IRA as a result of service in a CZ/QHDA.
	1. The HERO Act amended I.R.C. § 219 to include combat zone, tax-excluded income for purposes of eligibility for IRA contributions.
	2. Contributions to a Roth IRA need not be reported.  However, contributions to a traditional IRA must be reported on the appropriate year’s tax return.  Some service members will need to file an amended tax return if they had already filed for that t...
	3. Any time you make an IRA contribution, especially when intended for a different year, clearly annotate the contribution year in either a letter or on the check.

	G. Nondeductible Contributions.
	1. An active participant in a qualified plan who may not be eligible to make contributions either whole or in part to an IRA can make designated nondeductible contributions to an IRA for a tax year up to the due date for the income tax return for that...
	2. None of the earnings on the contributions will be taxed until distributed.
	3. A taxpayer may designate deductible contributions as nondeductible.  Nondeductible and deductible contributions can be made to the same IRA.  I.R.C. § 408(o)(2)(B)(ii).
	4. Taxpayers must report nondeductible contributions on IRS Form 8606.
	a. Failure to file form is subject to a $50 fine, unless reasonable cause is shown.
	b. Overstating nondeductible contributions carries $100 penalty, unless reasonable cause is shown.

	5. A taxpayer making nondeductible contributions to a traditional IRA will have a cost basis in the IRA which is the sum of the nondeductible amounts that have been contributed less any distributions of those amounts.

	H. Other Restrictions.
	1. For traditional IRAs, no deduction is allowed for contributions for the benefit of an individual for the tax year he attains age 70 ½ or any later year.  I.R.C. § 219(d)(1).
	2. No deduction is permitted for a rollover contribution nor for any contribution to an “inherited” IRA—one acquired by other than the surviving spouse as a result of the death of the participant.  I.R.C. § 219(d)(2).

	I. Excess Payments and Contributions.  I.R.C. § 4973.
	1. These rules apply to Traditional IRAs and Roth IRAs.
	2. An excess payment is defined as any amount paid into an account by the taxpayer, spouse, or employer exceeding the maximum amount (the taxpayer’s taxable compensation or $5,500, $6,500 if over age 50).
	3. Taxpayers must pay a 6% excise tax each year on the excess amount left in an account (unless withdrawn before the filing deadline).
	4. Interest earned on excess payment generally must also be withdrawn and included in gross income, and is subject to a 10% tax for early withdrawal.
	5. A taxpayer cannot reduce an excess payment by applying it against an earlier year in which less than the full amount was contributed.  If contributed during the next year, the taxpayer can reduce the contribution by applying it against the next yea...


	V. ROLLOVERS.
	A. General Rule.  I.R.C. § 408(d)(3).
	1. Taxpayers may withdraw part/all funds in one IRA account and transfer to another IRA account, or (beginning in 2002) to a qualified retirement plan, within 60 days of withdrawal, without tax liability.  I.R.C. § 402(c).
	a. Amount withdrawn is not considered an early withdrawal.
	b. The 60-day period is strictly construed.  PLR 8824047 (Rollover into another IRA not tax free even though failure to meet 60 day period was not taxpayer's fault).  PLR 9211035 (Clerical error did not save taxpayer from tax).  But see Wood v. Commis...
	c. If the rollover is not completed within the 60-day period, it is treated as a taxable distribution.
	d. The IRS may waive the 60-day rollover period if failure to waive would be against equity or good conscience, including cases of casualty, disaster, or other events beyond the reasonable control of the individual.

	2. In general, a taxpayer may make only one tax-free rollover from an IRA to another IRA in any 12-consecutive month period (I.R.C. § 408(d)(3)(B)).  If the taxpayer has more than one IRA, a separate one-year waiting period will apply to each such IRA.
	3. Inherited IRAs.
	a. A surviving spouse , who is the sole designated beneficiary, who receives her interest in the IRA pursuant to inheritance may roll over a distribution from that IRA to another IRA, or to a qualified retirement plan of their own, without incurring t...
	b. A non-spouse beneficiary may not roll over post-death proceeds from an IRA.  I.R.C. § 408(d)(3)(C).
	(1) A non-spouse beneficiary, like the original owner, generally will not owe tax on the assets in the IRA until distributions from the IRA are received.
	(2) There are special rules that apply to when non-spouse beneficiaries must withdraw IRA assets or take required distributions.
	(3) If a taxpayer inherits a traditional IRA from a person who had a basis in an IRA because of nondeductible contributions, that basis remains with the IRA.  If a taxpayer takes a distribution from an inherited IRA that has a basis, the taxpayer must...


	4. The distribution from an IRA to a spouse or former spouse pursuant to a "qualified domestic relations order" may be rolled over tax free to another IRA.  However, if the alternate payee is not the IRA participant's spouse or former spouse, the dist...
	5. If an eligible rollover distribution is paid directly to the taxpayer, the payer must withhold 20% of it.  This applies even if you plan to roll over the distribution to a traditional IRA.  The taxpayer can avoid the withholding by choosing the dir...
	6. Report rollovers (e.g., IRA distributions) on Form 1040, or Form 1040A.

	B. Military Death and Servicemembers’ Group Life Insurance (SGLI) Payments.
	1. A recipient of a military death gratuity or SGLI proceeds can contribute the amounts received (reduced by any amounts contributed to a Coverdell education savings account) to a Roth IRA as a qualified rollover contributions.  I.R.C. 408A(e)(2).
	2. The requirement that only one tax-free rollover contribution can be made to a Roth IRA during any one-year period does not apply. I.R.C. 408A(e)(2)(B).
	3. The rollover has to be made within one year of a receipt of payment. I.R.C. § 408A(e)(2)(A).

	C. Exceptions.
	1. Transfers directly from one trustee to another trustee are not rollovers and may be made at any time.
	2. The transfer of an individual's interest in an IRA pursuant to a divorce decree or instrument incident to a divorce decree is not considered a taxable transfer or distribution (I.R.C. § 1041).
	a. Must be received within one tax year.
	b. Must roll into another IRA.



	VI. TAX TREATMENT OF traditional IRA DISTRIBUTIONS.
	A. Distributions are included in gross income and reported to the taxpayer on Form 1099-R.  I.R.C. § 408(d).  The taxpayer reports total IRA distributions on line 15a and total taxable distributions on line 15b of Form 1040.
	B. Nondeductible contributions are not taxed when distributed.
	1. Taxpayer has cost basis in the IRA on investment.
	2. Earnings on nondeductible contributions are taxed when distributed.
	3. Special accounting is required to compute tax on distributions if both deductible and nondeductible contributions were made.
	4. Losses on IRA investments recognized only when entire IRA distributions are made.

	C. Premature Distributions.
	1. Taxpayer includes distributions received before age 59 ½ in gross income (Form 1040, line 15).  In addition, the taxpayer must pay a 10% additional tax.  Withdrawals before age 59 ½ are called premature or early withdrawals.  This tax is 10% of the...
	2. There are a number of exceptions to the 10% penalty:
	a. The receipt of a distribution from a traditional IRA that includes a return of nondeductible contributions is not subject to the 10% penalty.
	b. The 10% penalty does not apply if taxpayer dies, or becomes disabled.  I.R.C. § 72(t)(3)(A).
	c. The 10% additional tax also does not apply to any “qualified reservist distribution” made to individuals ordered or called to active duty for more than 179 days (or an indefinite period) after 11 September 2001.  I.R.C. § 72(t)(2)(G)(i).
	d. Unemployed individuals:  To the extent that they do not exceed qualifying medical insurance premiums, distributions by an IRA to certain unemployed individuals are not subject to the 10% penalty.  I.R.C. § 72(t)(2)(D).
	e. Qualified higher education expenses:  The 10% penalty will not be charged if the individual uses the IRA money to pay for qualified higher education expenses for the individual, the spouse, child, or grandchild of the individual or their spouse.  Q...
	f. First-time homebuyer expenses:  The 10% penalty will not be charged if the individual uses the IRA money for certain expenses associated with buying a principal residence.  Only $10,000 during the individual’s lifetime may be withdrawn without a pe...
	(1) Qualified expenses include acquisition costs, settlement charges and closing costs.
	(2) The principal residence may be for the individual or the individual’s spouse, child, grandchild, or ancestor.
	(3) To be considered a first-time homebuyer, the individual must not have had an ownership interest in a principal residence during the two-year period ending on the date that the new home is acquired.

	g. Annuity exception - taxpayer may receive distributions without penalty if distributions are part of a series of substantially equal payments over taxpayer's life, even if taxpayer is less than 59 and 1/2.  Two special requirements:
	(1) At least 1 distribution annually, and
	(2) Distribution payments continue for at least 5 years or until taxpayer reaches 59 and 1/2, whichever is longer.

	h. If a taxpayer made a contribution to an IRA during the tax year and withdraws the money before the due date of the tax return, then he will not be subject to the 10% penalty.  If a taxpayer has an extension of time to file a tax return, then the ta...


	D. Taxpayers receiving premature distributions must complete IRS Form 5329 and enter the amount of the tax on Form 1040, line 58.
	E. Required Minimum Distributions (RMD) for Traditional IRAs.
	1. Taxpayers must begin receiving distributions by April 1 of the year after they reach 70 1/2.   For all subsequent years, they must receive distributions before December 31.
	2. The rules for a RMD:
	a. During the IRA owner’s lifetime, RMDs from the IRA account are paid over the owner’s life expectancy as determined in the Uniform Life Table.
	b. If the IRA owner is married to someone who is more than 10 years younger, the IRA owner may elect to take RMDs based on the Joint and Last Survivor Table IF the younger spouse is the only beneficiary to the IRA.
	c. RMD is determined by dividing the balance of the IRA on 31 December of the year previous to the year of distribution by the number on the appropriate table.

	3. Post-death rules for RMD.
	a. First must determine if there is a designated beneficiary.  Under the new rules, who the designated beneficiary is must be determined NLT 30 September of the year following the year of the owner’s death.
	b. The determination is based on who was named as a beneficiary before the owner’s death and whether any such beneficiary has disclaimed an interest or “cashed out” his benefit by that date.
	c. If benefits are payable to the owner’s estate or to a charity, then there is no designated beneficiary for RMD purposes.  (This results in the proceeds of the IRA having to be completely disbursed NLT the end of the 5th year following the death of ...
	d. Rules if the IRA owner dies before the beginning date.
	(1) No designated beneficiary:  The IRA balance must be distributed in full NLT than the end of the fifth year following the year of death.  This is automatically applied, and there is no exception.
	(2) Designated beneficiary:  The beneficiary takes an RMD based on his life expectancy using the Single Life Table (the IRA custodian may allow the beneficiary to elect the 5 year rule).

	e. Rules if the IRA owner dies on or after the beginning date.
	(1) No designated beneficiary:  The RMD is figured based on the owner’s life expectancy under the Uniform Life Table using the owner’s age on his birthday during the year of death.
	(2) Designated Beneficiary:  The RMD is based on the beneficiary’s life expectancy using the Single Life Table. (The beneficiary may elect to take the RMD over the owner’s remaining life expectancy)

	f. IRA with multiple beneficiaries.  The account can be divided into separate accounts for each beneficiary to enable each beneficiary to take distributions over their own life expectancy.  If it is not split, then the distributions are determined ove...

	4. Taxpayers have to pay a 50% excise tax on the excess amounts left in IRAs for any year that a RMD is not taken or not taken in full


	VII. Roth IRA.
	A. A Roth IRA is an IRA that is designated as a Roth IRA when it is established.  I.R.C. § 408A(b).  It is treated as a regular IRA except to the extent that special rules apply to it.  I.R.C. § 408A(a).
	B. Same contribution rules as traditional IRA, the lesser of compensation or $5,500 a year to a Roth IRA.  Contributions are nondeductible (I.R.C. § 408A(c)(1)), but qualified distributions are not taxable and are not included in income.  I.R.C. § 408...
	1. Individuals age 50 or older can contribute an additional $1,000 “catch up” contribution to a Roth IRA.
	2. The Roth IRA may be the best bet for military taxpayers who are subject to the phase out rules of the regular IRA.

	C. Roth IRA contributions for a year must be made by April 15th of the following year.  I.R.C. § 408A(c)(7).
	D. Unlike traditional IRAs, contributions are permitted after age 70 ½.  I.R.C. § 408A(c)(4).
	E. Total contributions to Traditional and Roth IRAs cannot exceed $5,500 per taxpayer, or $6,500 if over the age of 50.  I.R.C. § 408A(c)(1).
	F. The phaseout amounts for being able to contribute to a Roth IRA in 2017 are:
	1. AGI $186,000 to $196,000 for taxpayers filing a joint return.
	2. AGI $118,000 to $133,000 for any other taxpayer other than a married individual filing a separate return.
	3. AGI $0 to $10,000 for a married individual filing a separate return.
	4. AGI for this purpose does not include income resulting from the rollover or conversion from a regular IRA to a Roth IRA.  I.R.C. § 408A(c)(3).
	5. AGI based contribution limits for Roth IRAs apply whether or not the taxpayer is a participant in a qualified retirement plan.

	G. Conversion of a Traditional IRA to a Roth IRA:
	1. Beginning in 2010, the AGI limit was eliminated and a taxpayer can convert a traditional IRA to a Roth IRA regardless of their AGI.
	2. The conversion is subject to federal income taxation as if it was not rolled over, but it is not subject to the 10% penalty (I.R.C. § 408A(d)(3)(A)(ii); I.R.C. § 408A(c)(3)(C)(i)).
	3. If a taxpayer does so, the amount of money converted is included in his taxable income except to the extent that the regular IRA consisted of nondeductible contributions.
	4. Individuals that have made nondeductible contributions to regular IRAs, the standard IRA basis recovery rules (requiring a prorated calculation) must be applied to determine the taxable amount of the transaction.
	5. Conversions must be reported on Form 8606, even if the taxpayer elected in 2010 to report the tax in 2011 and 2012.  The election to stretch out the tax owed is also made on the Form 8606.
	6. Conversions made after 31 Dec 2010:  Tax owed is due on the tax return and cannot be stretched over additional years.
	7. Recharacterized Contributions.
	a. 2018 Update.  As a result of the Tax Cuts and Jobs Act (TCJA), Pub. L. No. 115-97, § 13611 (Dec. 22, 2017), a taxpayer may no longer recharacterize a Roth conversion.  A taxpayer may only recharacterize a contribution to a Roth IRA.
	b. To provide relief for taxpayers who want to change the nature of an IRA contribution, I.R.C. § 408A(d)(6) allows taxpayers to treat the transfer of a contribution (or a portion of a contribution) from one type of IRA (the first IRA) to a different ...
	c. In effect, the contribution is reversed (recharacterized), and it and any associated earnings or losses are transferred back to the original IRA.  Treas. Reg. § 1.408A-5, Q&A-1(a), clarifies that redesignating the first IRA as the second IRA is tre...
	d. Only actual contributions can be recharacterized.  Therefore, excess contributions made in a prior year and applied against the contribution limits in the current year under I.R.C. § 4973 cannot be recharacterized, unless the actual contribution st...
	e. Recharacterized contributions had to have been identified by 15 October of the year after the original conversion or contribution is made.

	8. Reconversions.
	a. A person who has converted an amount from a traditional IRA to a Roth IRA may not only transfer the amount back to a traditional IRA in a recharacterization, but may later reconvert that amount from a traditional IRA to a Roth IRA and, under certai...
	b. An IRA owner who converts an amount from a traditional IRA to a Roth IRA and then transfers that amount back to a traditional IRA by way of a recharacterization cannot reconvert that amount from the traditional IRA to another Roth IRA before the be...
	c. The timing rule applies regardless of whether the recharacterization occurs during the tax year in which the amount was converted to a Roth IRA or the following tax year.  Treas. Reg. § 1.408A-5, Q&A-9, now provides rules for reconversions.
	Note:  This restriction prevents a taxpayer from recharacterizing a Roth IRA as a traditional IRA if the market value of the IRA has been substantially reduced, e.g., because of a sharp decline in the market value of stocks held in the IRA, and then i...

	d. A reconversion made before the later of the beginning of the next tax year or the end of the 30-day period that begins on the day of the recharacterization is treated as a failed conversion, subject to correction through a recharacterization back t...
	(1) A failed conversion results in a distribution from the traditional IRA that is subject to tax (and possibly penalty tax) followed by a regular contribution to the Roth IRA.
	(2) To the extent it exceeds the annual contribution limit, the amount treated as a regular contribution to the Roth IRA is treated as an excess contribution subject to the excise tax under I.R.C. § 4973.  Treas. Reg § 1.408A-4, Q&A-3(b); Treas. Reg §...
	(3) For purposes of the reconversion timing rules above, a failed conversion resulting from not having satisfied the statutory requirements is treated as a conversion in determining when an IRA owner may make a reconversion.  Treas. Reg. § 1.408A-5, Q...


	9. What resources were used to pay the taxes?
	a. A taxpayer electing to roll from a regular IRA to a Roth IRA must decide whether to take the resulting income tax from the distribution being received, while rolling the remainder to the Roth IRA.  In the alternative, the taxpayer could pay the tax...
	b. If a taxpayer takes funds from the distribution to pay the tax, then that amount is ineligible for the special tax and penalty (10% penalty) treatment afforded rollovers to Roth IRAs.

	10. If a taxpayer contributed money or made a contribution to a Roth IRA and later discovered their AGI for the year was too high or had second thoughts about the Roth contribution, then the taxpayer can move any contribution or rollover amount (plus ...

	H. Distributions from Roth IRAs.
	1. Qualified distributions from Roth IRAs are not included in income.  I.R.C. § 408A(d)(1).
	2. Qualified distributions are distributions made after the five-tax-year period beginning with the first tax year the taxpayer or the taxpayer’s spouse made a contribution to a Roth IRA, including a qualified rollover contribution from an IRA other t...
	a. On or after attaining age 59½,
	b. At or after death (to a beneficiary or estate),
	c. On account of disability, or
	d. For a first-time home purchase expense under I.R.C. § 72(t)(2)(F).  See I.R.C. § 408A(d)(2)(A); I.R.C. § 408A(d)(5); Treas. Reg. § 1.408A-6, Q&A-1.

	3. Roth IRAs are not subject to the required minimum distribution rules of I.R.C. § 401(a)(9)(A) or the incidental death benefit requirements of I.R.C. § 401(a).  See I.R.C. § 408A(c)(5).


	VIII. Coverdell Education savings account (CESA) .
	A. A CESA is a trust or custodial account established exclusively for the purpose of paying the beneficiary’s qualified higher education expenses.  I.R.C. § 530(b)(1); I.R.C. § 530(g).
	B. Allowable annual contributions to CESAs are not deductible and are not taxable when withdrawn, but distributions of earnings from CESAs for qualified education expenses are tax-free
	1. Contributions :
	a. Must be (I.R.C. § 530(b)(1)(A)):
	(1) Cash;
	(2) Made before the beneficiary reaches the age of 18 (or at any age for a child with special needs); and
	(3) Are limited to $2,000 for the taxable year (except in the case of rollover contributions).
	(4) The American Taxpayer Relief Act of 2012 expanded the definition of education expenses to include elementary and secondary school expenses for taxable years beginning in 2013.

	b. Contributions for the tax year must be made by the original due date of the return for that year (normally 15 April).  I.R.C. § 530(b)(4).
	c. The amount a taxpayer can contribute is phased out with incomes from $190,000 to $220,000 for taxpayers filing a joint return and $95,000 to $110,000 for all other taxpayers.  I.R.C. § 530(c)(2).  As a practical note, though, a low-tax-bracket gran...
	d. No deduction is allowed for Coverdell ESA contributions; however, the earnings are not subject to taxation while in the account.  I.R.C. § 530(e).
	e. There is no limit on the number of CESAs that can be established designating the same child as the beneficiary.  However, total contributions for the child during any tax year cannot be more than $2,000.  I.R.C. § 530(b)(1)(A)(iii).
	f. Contributions may be made during the same year to both a CESA and an I.R.C. § 529 Qualified Tuition Program plan for the same student.
	g. An individual who has received a military death gratuity or Servicemembers' Group Life Insurance (SGLI) payment can roll it over (contribute it) to one or more CESAs, without regard to the above annual contribution limit (I.R.C. § 530(d)(9)(A)) or ...
	(1) The contribution must be made before the end of the one-year period beginning on the date on which the contributor received the payment. I.R.C. § 530(d)(9)(A).
	(2) The rule allowing only one rollover contribution to a CESA during any 12-month period does not apply to this rollover. I.R.C. § 530(d)(9)(B)).


	2. Distributions are not included in gross income so long as they are used to pay for qualified education expenses.  I.R.C. § 530(d)(2).
	a. Qualified education expenses (I.R.C. § 530(b)(2)) include:
	(1) Higher education tuition, fees, books, and supplies, certain room and board charges, as long as at least a half-time student (as defined in I.R.C. § 529(e)(3)); and
	(2) Elementary and secondary public and private or religious school tuition and expenses, including tutoring, room and board, transportation, uniforms, an extended day programs; computer technology or equipment or expenses for internet access and rela...

	b. If distributions are for any other reason, then they are subject to taxation in a manner similar to regular IRAs.  They are also subject to a 10% penalty.  I.R.C. § 530(d)(4)(A).  There is no penalty for distributions (I.R.C. § 530(d)(4)(B)--
	(1) made to a beneficiary or the estate of the beneficiary on or after the death of the designated beneficiary;
	(2) attributable to the disability of the designated disability;
	(3) made on account of a scholarship, allowance, or payment to the extent the distribution does not exceed the amount of the scholarship, allowance, or payment; or
	(4) made on account of attendance at a military academy, to the extent that the distribution does not exceed the costs of advanced education.


	3. Any account balance must be distributed within 30 days after the date the beneficiary reaches age 30 (unless the beneficiary has special needs), or if the beneficiary dies before reaching age 30, shall be distributed within 30 days after the day of...
	4. Any amount distributed from a CESA and rolled over to another education IRA for the benefit of the same designated beneficiary or certain members of the designated beneficiary’s family (spouse or child or a descendant of a child; brother, sister, s...
	5. The Hope, American Opportunity Tax Credit, and Lifetime Learning Credits may be taken in the same year that a tax-free ESA distribution for that student was taken.  However, the expenses used to calculate the credit cannot include any expenses paid...

	C. There is no 6% excise tax on excess earnings if they are withdrawn before the beginning of the 6th month following the year of the contribution.  For most, this means 31 May 2018 for excess contributions attributed to 2017.

	IX. Qualified tuition programs (529 Plans).
	A. A qualified tuition program is one established and maintained by a State or agency or instrumentality, and there are two types (I.R.C. § 529(a)):
	1. Prepaid tuition program, where the contributor purchases tuition credits or certificates on behalf of a designated beneficiary, which entitles the beneficiary to the waiver or payment of qualified higher education expenses (QHEE) of the beneficiary...
	2. Education investment plans, where the contributor deposits money into an account that is established for the purpose of meeting the qualified higher education expenses of the designated beneficiary of the account (I.R.C.  § 529(b)(1)(A)(ii)).

	B. In general, no amount shall be includible in the gross income of a designated beneficiary under a qualified tuition program or a contributor to such a program.  I.R.C. § 529 (c)(1).  Additionally, there are no income restrictions on the individual ...
	1. A contribution to a qualified tuition program shall be treated as a completed gift, but not as a qualified transfer for educational expenses (which are not treated as a transfer of property by gift).  I.R.C. § 529(c)(2)(A).  If the aggregate amount...
	2. Distributions are not included in income (I.R.C. § 529(c)(3)(B) as long as they do not exceed the QHEE of the distributee.
	a. Qualified higher education expenses include tuition, fees, books, supplies, and equipment required for the enrollment or attendance of a designated beneficiary at an eligible education institution, as well as expenses for special needs services for...
	(1) QHEE also include expenses for the purchase of certain computer or peripheral equipment, computer software, or Internet access and related services, if such equipment, software, or services are to be used primarily by the beneficiary during any of...

	b. 2018 Update.  The TCJA added subsection (c)(7) to I.R.C. § 529, which provides that QHEE include “expenses for tuition in connection with enrollment or attendance at an elementary or secondary public, private, or religious school.”  TCJA, § 11032(a...
	c. Qualified higher education expenses for at least half-time students may also include the reasonable costs (as determined under the qualified tuition program) for room and board, but that amount shall not exceed the allowance for room and board, as ...
	d. Expenses used to obtain the Hope, American Opportunity Tax Credit, and Lifetime Learning Credits may not be taken into account when determining qualified higher expenses for qualified tuition program distribution purposes.  I.R.C. § 529(c)(3)(B)(v).
	e. If the amount of distributions from Coverdell Education Savings Accounts (I.R.C. § 530) and Qualified Tuition Programs (I.R.C. § 529) exceed the amount of qualified higher education expenses taken into account in the current year, then the expenses...
	f. Change in beneficiaries or programs (I.R.C. § 529(c)(3)(C))
	(1) Distributions are not taxable if they are transferred within 60 days of the distribution to another qualified tuition program for the benefit of the designated beneficiary or to the credit of another designated beneficiary who is a family member o...
	(2) The designated beneficiary may be changed, as long as the new beneficiary is a member of the family of the old beneficiary.

	g. An additional 10% penalty shall apply to distributions that are not used for qualified higher education expenses (the same as for Coverdell ESA distributions).  I.R.C. § 529(c)(6).
	h. A cash distribution that does not exceed the qualified higher education expenses (reduced by the in-kind expenses above) is not includible in the gross income of the distributee.



	X. CONCLUSION.

	Chapter I - 2018 Income Tax Deskbook - Tax Aspects of Stocks & Mutual Funds
	I. REFERENCES.
	A. IRS Tax Forms:  1040, 8949, Schedule A, B, D, 1099-DIV, 1099-B.
	B. Internal Revenue Code (I.R.C.).
	C. Federal Income Tax Regulations (Treas. Reg.).
	D. IRS Publications:
	1. Pub. 17, Your Federal Income Tax Guide.
	2. Pub. 544, Sales and Other Dispositions of Assets.
	3. Pub. 550, Investment Income and Expenses.
	4. Pub. 551, Basis of Assets.


	II. CAPITAL ASSET (I.R.C. § 1221).
	A. Defined:  any asset held whether connected with a trade or business except:
	1. Inventory held in the ordinary course of business.
	2. Depreciable property used in trade or business.
	3. Property held primarily for sale to customers in ordinary course of business.
	4. Copyrights, literary or musical compositions, memorandums.
	5. Accounts receivable acquired in the ordinary course of business.

	B. Examples.  Almost everything the taxpayer owns is a capital asset, including:
	1. Investment property (e.g., mutual fund shares, stocks, bonds).
	2. Property held for personal use, such as a personal residence, jewelry, automobile used for pleasure or commuting, coin or stamp collections.


	III. Significance of capital asset classification.
	A. The tax laws generally tax long-term capital gains at favorable rates.  Currently, the maximum rate on such gains (other than collectibles and real estate recapture) is 20%.
	B. 2018 Update.  Before the Tax Cuts and Jobs Act, Pub. L. No. 115-97 (Dec. 22, 2017), favorable rates of 0%, 15%, and 20% applied to taxable gains (other than collectibles and real estate depreciation recapture) according to the tax bracket for the t...
	C. Capital gains and losses are reported on Form 8949 and Schedule D.
	D. The maximum capital gains rate for collectibles is 28% and for real estate depreciation recapture is 25%.  The TCJA did not change these rates.
	E. Capital Gains Distributions.
	1. Paid out of the net long-term capital gains of a corporation.  Typically come from mutual funds, investment companies, or real estate trusts.
	2. Capital gains distributions are reported to taxpayers on Form 1099-DIV, and by the taxpayer on Schedule D, line 13.  The taxpayer then completes Schedule D to compute the net long-term capital gains or losses, and then computes the back of the sche...
	3. If the only amount a taxpayer has to report on a Schedule D is a capital gain distribution, the taxpayer may be able to report that amount directly on Form 1040, line 13.
	4. The 1099-DIV identifies in block 2a the total capital gain distributions.

	F. Losses from the sale or exchange of assets held for personal pleasure are not deductible unless the loss resulted from a theft or casualty, in which case they may be deductible as ordinary losses (IRC § 165(c)).

	IV. BASIS.
	A. Cost Basis.  Usually basis is property’s cost, including:
	1. Amount of cash, and the fair market value of property or services exchanged;
	2. Amount of debt, mortgage, or liability assumed; and
	3. Purchase fees and closing costs (I.R.C. § 1012).

	B. Other Basis.
	1. Fair Market Value.  The price at which a willing seller would sell and a willing buyer would pay for a piece of property, both acting at arms length, with full knowledge of the facts involved, and neither being under any compulsion to sell or buy.
	2. Basis of gifts (I.R.C. § 1015).
	a. General rule (GR):  carryover basis.
	b. Exception rule (ER):  Basis will be fair market value (FMV) if basis is greater than FMV at time gift made and there is a loss on the sale of the property later by the donee. ER applies only if donor’s basis is greater than FMV when gift made and d...
	c. Examples:

	3. Inherited property (I.R.C. § 1014).  Fair market value at date of decedent’s death or alternate valuation date.

	C. Adjusted Basis (I.R.C. § 1016).
	1. The basis of property must be increased or decreased to reflect certain transactions.  Events after purchase can necessitate adjustments to basis.
	2. The term adjusted basis refers to the basis after changes are made.
	3. Common basis increases:
	a. Capital expenditures/improvements (having a useful life of more than one year) add to the value of property, lengthen its life, or adapt it to a different use (e.g., adding a room to a home).
	b. Contributions to capital.
	c. Assessments paid for local improvements.

	4. Common basis decreases:
	a. Partial losses due to theft or casualty.  (Decreased by the amount of insurance or reimbursements received and the amount of deductible loss.)  I.R.C. § 165(h).
	b. Depreciation.  Basis is reduced by the larger of the:
	(1) amount claimed.
	(2) amount allowed (I.R.C. § 1016(a)(2)).


	5. For example, when a stock dividend or stock split is declared, the stockholder receives additional shares of stock.  Some of the basis from the original stock is then allocated to the new stock.  This change reduces the basis per share of the origi...
	6. The adjusted basis of a stock is usually its cost plus any brokers’ commissions.


	V. DETERMINING CAPITAL GAIN OR LOSS.
	A. General Rule.
	1. The gain or loss from a sale or other disposition of property is measured by the difference between the amount realized and the adjusted basis of property sold or exchanged (I.R.C. § 1001; Treas. Reg. § 1.1001-1).
	2. The amount realized is the total of all money received, the fair market value of property or services received, plus any liabilities assumed by the buyer.
	3. Gain from the sale or exchange of property is included in income and taxed at ordinary income tax rates, subject to certain maximum capital gains rates.
	4. Report capital gains and losses on Schedule D, Form 1040.

	B. Holding Period.
	1. Whether gains or losses from the sale or exchange of capital assets are short-term or long-term depends on the period of time the capital assets were held.
	a. Short-term is twelve months or less;
	b. Long-term is over twelve months.

	2. Records should show acquisition and disposition dates.
	a. Exclude date property was acquired but include date it was disposed.
	b. Day after property was acquired is start of holding period and this same date in succeeding calendar months is start of new month.

	3. Stock splits and stock dividends:
	a. Stock acquired in a tax-free stock dividend or stock split has the same holding period as the original stock owned.
	b. If the original stock has a long-term holding period, stock received in a tax-free stock dividend also has a long-term holding period.


	C. Net Capital Gains and Losses (Computing Capital Gains).
	1. Short-term capital gain and loss means gain or loss from the sale or exchange of a capital asset held no more than 12 months.
	2. Long-term capital gain and loss means gain or loss from the sale or exchange of a capital asset held more than 12 months.
	3. Net capital loss is excess of all capital losses for the year over capital gains.
	4. Net capital gain is the excess of net long-term capital gains over net short-term capital losses.
	5. Determine whether any maximum tax rates apply.

	D. Capital Losses.
	1. Amount of loss deductible.  A non-corporate taxpayer having capital losses may deduct those losses only to the extent of gains from the sale of capital assets plus the lower of:
	a. $3,000 ($1,500 for married individuals filing separate returns), or
	b. the excess of the losses over the gains (I.R.C. § 1211(b)).

	2. Capital loss carryover.  Losses in excess of the amounts deductible are carried over to the succeeding tax years indefinitely until absorbed (I.R.C. § 1212(b)).
	3. Carryover capital losses retain their character as long term or short term.  Short-term losses must be used first.


	VI. Basis of Stocks & Bonds.
	A. If possible, trace basis of stock or bond sold to original cost.
	B. If tracing is not possible, the cost of the first lot bought is used as the basis for the first lot sold (FIFO) (Treas. Reg. § 1.1012-1(c)).
	C. Distributions.
	1. Ordinary dividends.
	a. Paid out of earnings and profits.
	b. Cash or stock.
	c. Taxable in year paid.

	2. Capital gain distributions.
	a. Paid out of net long-term capital gains of company.
	b. Reported as long-term capital gain on Schedule D or directly on Form 1040, line 13.
	c. Mutual funds, investment companies, real estate trusts pay them.

	3. Nontaxable distributions.
	a. Not paid out of earnings.
	b. Return of investment.
	c. Reduces basis to zero, then reported as either a long- or short-term capital gain depending on holding period.
	d. If stock dividend is identical to the held stock, then divide adjusted basis of old stock by the number of old and new stock shares.  For example, T holds one share of voting common at $60.  The corporation distributes a stock dividend of two new s...



	VII. MUTUAL FUNDS.
	A. Taxes.
	1. Conduit for tax purposes.
	2. Distributions (Form 1099-DIV).
	a. Dividends.
	(1) Total Ordinary Dividends—taxed at ordinary income rate
	(2) Qualified Dividends—taxed at new reduced 15% or 0% rate depending on tax bracket
	(a) Dividends received from a domestic corporation or a qualified foreign corporation (one that is incorporated in a US possession or is incorporated in a country that has a current tax treaty with the US and meets various other qualifications)
	(b) Holding period:  must have held the stock on which the dividends are paid for more than 60 days during the 120 day period that begins 60 days before the ex-dividend date.  The ex-dividend date is the last date on which a shareholder of record is e...
	(c) The following “dividends” are NOT qualifying dividends:  dividends from a Section 501 corporation; insurance company dividends.


	b. Capital gains.
	(1) Total capital gain distributions
	(2) Post-5 May 2003 capital gain distributions

	c. Reporting Distributions.

	3. Important dates.
	a. Record date:  date on which mutual fund determines which shareholders are entitled to distribution.
	b. Trade date:  date shares sold or exchanged.

	4. Timing.  Investing in a fund on or before a record date for a distribution results in liability for taxes on distribution.

	B. Capital Gains and Losses.
	1. Dispositions.
	a. Share redemption.
	b. Check writing.
	c. Exchange of shares.

	2. Form 1099-B, Proceeds From Broker and Barter Exchange Transactions.
	a. Investment companies reports sales price to the IRS in box 2 of Form 1099-B.
	b. Some brokers do not subtract commissions and fees; they report the gross sales proceeds as the sales price.
	c. Other brokers do subtract commissions and fees, reporting the net sale proceeds as the sales price.

	3. Emergency Economic Stabilization Act:
	a. Beginning in 2011, brokers were required to track cost basis for stocks.  In 2012, they must track basis also for mutual funds.  And in 2013, basis for options and debt instruments must be tracked as well.
	b. Block 3 of the 1099-B will show basis for the reported sale if the broker has it.
	c. If Block 6 is checked, then the sale was not of a covered security and basis would have to come from the client.  Brokers are not required to report basis for stock purchased prior to 2011.
	d. Block 8 of the 1099-B will indicate whether the client held the property long term or short.

	4. Record Keeping.  Necessary to establish gain/loss for tax purposes.

	C. Reinvested Distributions.  Mutual fund pays in the form of additional mutual fund shares.
	D. Basis in Mutual Funds.
	1. Specific identification method.  Cost basis is original purchase price of shares specified for sale.  This method lets taxpayer choose the shares that provide the most desirable tax result.
	2. Taxpayer can elect to use one of two averaging methods.  Treas. Reg. § 1.1012-1(e).
	a. Single-category method:  all shares regardless of holding period grouped in one category and averaged.
	b. Double-category method:  all shares in respective holding category grouped and averaged in each group.

	3. Shareholder who does not elect either method must use normal, first-in, first-out (FIFO) method for matching cost with shares sold.

	E. Special Gain or Loss Situations.
	1. Fees.
	a. Load or "front-end" fees.  Purchase fees some mutual funds impose.  Reduce investment, but are still part of cost basis for tax purposes.
	b. Redemption fees.  "Back-end fees" charged when taxpayer redeems shares in some funds.  Usually expressed as percent of amount redeemed.  Taxpayer will not have to adjust tax cost if mutual fund reports sales proceeds net of redemption fees on Form ...
	c. Custodial and account maintenance fees are commonly charged.
	(1) Both are deductible as "investment expenses" on Schedule A.
	(2) IRA custodial fee only deductible if paid by separate check, not if redeemed from IRA.


	2. Capital losses and the "Wash Sale Rule."
	a. Mutual fund wash sale rule:  a capital loss is disallowed to the extent that the taxpayer purchased shares in the same fund within 30 days of (before and after) the sale.  Rule designed to discourage short-term, loss-oriented selling.
	(1) Avoid effect by not purchasing shares of a fund within 30 days before or after a loss realized.
	(2) Illustration.

	b. Municipal bond fund losses.  If taxpayer sells shares in a municipal bond fund as a loss and owned those shares for 6 months or less, the loss is disallowed to the extent that taxpayer received tax-exempt income from the same fund during that period.
	c. Capital gains distributions and losses.  If taxpayer holds shares in a mutual fund for 6 months or less, and during that period receives a capital gains distribution, then any capital loss realized from a sale of those shares is treated as a long-t...



	VIII. Reporting gain or loss on schedule d.
	A. Schedule D is used to report gains or losses on the sale of stock or mutual funds.
	B. 2011 and beyond:  Must also complete Form 8949.  Replaces the LTCG/STCG worksheet.
	1. Complete a separate 8949 for each category of sales
	a. Category A:  Short term gains or losses where block 3 of the 1099-B shows basis.
	b. Category B:  Short term gains or losses where block 3 of the 1099-B does not show basis.
	c. Category C:  Short term gains or losses where no 1099-B is received.
	d. Same categories for Long term gains and losses are on part II of the Form 8949 and listed as Categories D, E, and F.


	C. Figure the gain or loss by subtracting the adjusted basis of stock from its sales price.  If the sales price is greater, the taxpayer has gain of the sale.  If the adjusted basis is greater than the sales price, the taxpayer has a loss on the sale.
	D. The IRS will compare the amounts reported on all of a taxpayer’s Forms 1099-B with the sum of the amounts reported on lines 3 and 10 of Schedule D.  If the numbers do not agree and the taxpayer did not explain the difference, the IRS will contact t...

	IX. CONCLUSION.
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	C.  IRS Publications:
	1. Pub. 17, Your Federal Income Taxes.
	2. Pub. 463, Travel, Entertainment, and Gift Expense.
	3. Pub. 508, Educational Expenses.
	4. Pub. 521, Moving Expenses.
	5. Pub. 526, Charitable Contributions.
	6. Pub. 529, Miscellaneous Deductions.
	7. Pub. 545, Interest Expense.
	8. Pub. 547, Casualties, Disasters, and Thefts.
	9. Pub. 550, Investment Income and Expenses.
	10. Pub. 917, Business Use of a Car.


	II. INTRODUCTION.
	III. STANDARD DEDUCTION.  I.R.C. § 63(c).
	A. U2018 AmountUs.  The tax law commonly known as the Tax Cuts and Jobs Act (“TCJA”) significantly increased the standard deduction amount for each filing status as set forth below.  An Act to provide for reconciliation pursuant to titles II and V of ...
	B. Additional Standard Deduction Amounts.  I.R.C. § 63(f).  Taxpayers who are age 65 (as of 1 January or earlier) or over or who are blind (of any age) (as of 1 January or earlier) qualify for a larger standard deduction.  The increase is $1,300 per p...
	C. Standard Deduction for Dependent.  I.R.C. § 63(c)(5).  A dependent is entitled to a standard deduction on the dependent’s return of the greater of $1,050, or the dependent’s earned income plus $350 (up to $6,300 for singles).  This amount is increa...
	1. A “dependent” is defined in I.R.C. § 152.  Just about any relative of the taxpayer qualifies as a “dependent” if the taxpayer provides over half the support (children, parents, grandparents, etc.).
	a. A spouse is NOT a dependent for federal income tax purposes.

	2. Earned income includes wages, salary, tips, professional fees, other compensation, and any amount received as a scholarship that must be included in income.
	3. Note:  The following are not eligible for the basic standard deduction.  I.R.C. § 63(c)(6):
	a. Married filing separate where either spouse itemizes.
	b. Nonresident alien.
	c. Taxpayer who changes accounting period and is required to file a return for less than 12 months.
	d. Estate, trust, or partnership.



	IV. ITEMIZED DEDUCTIONS.
	A. Taxpayer’s Choice.  If itemized deductions are less than the standard deduction, taxpayer should take the standard deduction.  A taxpayer may change his mind even after filing the Form 1040 return by filing an amended return on Form 1040X.
	1. No deduction is allowed against gross income unless authorized by a specific provision of the Code.  I.R.C. § 63(a).
	2. The deduction must be specified in the Code itself, Treasury regulations, case law, or Revenue Rulings.
	3. Reduction of Itemized Deductions.  I.R.C. § 68(b).  The TCJA eliminated the itemized deduction phase-out for tax years 2018 through 2025.  TCJA, § 11046.

	B. Limitation:  No Deduction for Expenses Paid with Tax-Exempt Income.  I.R.C. § 265.
	1. Taxpayers generally cannot offset income that is exempt from taxation by expenses and other items incurred in the production of that income.  I.R.C. § 265.  This rule is designed to prevent a double tax benefit.
	2. Although the title of (I.R.C. § 265) uses the term “expenses,” the text of the section does not.  It uses the term “any amount otherwise allowable as a deduction.”  Deductions for taxes, as well as for expenses, have been disallowed under this prov...
	3. Foreign income of nonresident alien.   A statement in the law, such as in I.R.C. § 872(a) (to the effect that gross income of a nonresident alien individual “includes only the gross income from sources within the United States”), is equivalent to a...
	4. Military and parsonage housing allowance exception.  Under I.R.C. § 265(a)(6), a military housing allowance (nor a parsonage housing allowance under I.R.C. § 107) does not result in a denial of either the mortgage interest or real estate property t...

	C. Medical and Dental Expenses.  I.R.C. § 213; Form 1040, Schedule A.
	1. Before the 2017 tax year, medical expenses were deductible only to the extent that they exceeded 10% of AGI.  The TCJA lowered the AGI threshold to 7.5% for all taxpayers for tax years 2017 and 2018, after which the threshold will return to 10%.  I...
	2. Deductible expenses include any amount paid for the diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structure or function of the body; transportation costs on a trip taken primarily for and esse...
	3. A taxpayer can deduct the premiums paid for insurance, which will be used to reimburse for medical, dental, and qualified long-term care costs.  I.R.C. § 213(d)(l)(D).
	a. Cannot deduct Medicare tax on wages or tips.
	b. Cannot deduct basic cost of Medicare insurance unless over age 65 and not entitled to social security.  Medicare B premiums are deductible.
	c. Cannot deduct the cost of income replacement insurance.
	d. Cannot deduct insurance premiums paid with pretax dollars.  Do not deduct any premiums paid by employers unless the premium is included in box of the Form W-2.
	e. Must reduce insurance premiums by any self-employed health insurance deduction taken as an adjustment to income on Form 1040, Schedule 1.
	f. Limits on qualified long-term care deductions.
	(1) May deduct all unreimbursed expenses for qualified long-term care services.
	(2) The IRS sets an inflation-adjusted limit on the amount of long-term care premiums that may be included as “medical care.”  Rev. Proc. 2017-58, .26.  For 2018, these amounts range from $420 (age 40 and under) to $5,200 (over age 70).


	4. Medicine and drugs must be prescribed by a doctor or be insulin.  I.R.C. § 213(b).
	5. The expenses must actually be paid during the year.
	6. The expenses must not be compensated by insurance or otherwise.  I.R.C. § 213(a).
	7. Transportation for medical care at 18 cents per mile for 2018, or actual out-of-pocket expenses, plus parking fees and tolls.  I.R.S. Notice 2018-03 (Dec. 14, 2017).
	8. Eligibility:
	a. The taxpayer is eligible to take the deduction for his medical expenses.
	b. The taxpayer may deduct his spouse’s medical expenses if the individual is the spouse of the taxpayer either at the time medical services are rendered or when paid.
	c. The taxpayer may deduct his dependent’s medical expenses if the individual is a dependent of the taxpayer either at the time medical services are rendered or when paid.  “Dependent” is defined by the dependency exemption rules under I.R.C. § 152, b...
	d. Special rule for child of divorced parents – such a child is treated as a dependent of both parents if the child meets the requirements of I.R.C. §152(e).  I.R.C. § 213(d)(5).  This means the parent who pays the qualifying medical expenses may clai...
	e. See Instructions to Schedule A and Pub. 502 for detailed examples of deductible medical expenses.


	D. Taxes.  I.R.C. § 164.
	1. Taxpayers can deduct state, local, and foreign real property taxes.  I.R.C. § 164(a)(1).
	a. Those taxes imposed by any state, local, or foreign taxing authority on real property for the general public welfare.  Taxes must be based on the property’s assessed value.
	b. Taxes paid by a tenant are treated as additional rent and are not deductible by the tenant; the landlord may, however, deduct the taxes.
	c. When real estate is sold, the seller and buyer each deduct a pro-rata share of the real property tax based on the number of days each owns the property.
	d. Military and parsonage housing allowance exception.  Under I.R.C. § 265(a)(6), receipt of a parsonage housing allowance or a military housing allowance is not to result in a denial of deductions for mortgage interest or real property tax on the tax...

	2. For tax years 2018 through 2025, the personal deduction for state and local taxes is to be limited to a total of $10,000 per year ($5,000 if married filing separately).  TCJA, § 11042 (Dec. 22, 2017).  In anticipation of this provision, the questio...
	a. For state and local income tax, Section 11042 contains language designed to prevent a taxpayer from prepaying his or her tax liability to obtain an early deduction.  Specifically, Section 11042(a) provides that any payment before 1 January 2018 of ...
	b. For early payment of real estate taxes, the key issue was whether the tax was assessed during calendar year 2017.  Suppose that the relevant taxing authority assessed real estate tax on 1 July 2017 for the period 1 July 2017 – 30 June 2018; billed ...

	3. State, local, and foreign income taxes.  I.R.C. § 164(a)(3).
	a. Taxpayer deducts amount of state and local income taxes withheld for the tax year (shown on taxpayer’s Form W-2) and any other payments (such as payment made with prior year state tax return).
	b. Taxpayer may deduct or take credit (Form 1116) for foreign income tax unless paid on income exempt from United States taxation under the foreign earned income exclusion (e.g., nonresident aliens).  I.R.C. § 164(a)(1).

	4. State, local, and foreign personal property taxes.  I.R.C. § 164(a)(2).  A “personal property tax” is an ad valorem (based on value) tax which is imposed on an annual basis in respect of personal property.  I.R.C. § 164(b)(1).
	5. Taxes imposed by state, local, or foreign jurisdictions for carrying on a trade or business or for producing income.  I.R.C. § 164(a).
	6. The following are not deductible on Schedule A:
	a. Motor vehicle registration and inspection fees.
	b. Inheritance taxes.
	c. Gift taxes.
	d. Per capita or poll taxes.
	e. Tobacco or liquor taxes.
	f. Taxes on gasoline or motor fuels.
	g. Fees or charges such as:  driver’s licenses, tolls, hunting licenses, fines, utility bills, transfer taxes on sale of home (however, if paid by seller they can reduce amount realized, if paid by buyer they can be added to basis).
	h. Federal income taxes, as well as include Social Security, Medicare, and unemployment taxes.


	E. Interest Expense.  I.R.C. § 163(h).
	1. Personal interest.  Generally, no deduction is allowed for personal interest of an individual taxpayer.  (I.R.C. § 163(h)).  Examples:  Interest on a personal loan, installment plan interest, bank credit card plan interest, finance charges, revolvi...
	a. The definition of “personal interest” excludes certain well-known interest deductions that are allowed, such as interest incurred in connection with a trade or business, investment interest, qualified residence mortgage interest, and passive activi...

	2. General Rules.
	a. Only the person liable for the indebtedness can take the deduction.
	b. No interest deduction for the purchase or carrying of life insurance or annuities.  (I.R.C. § 264(a)(2)).
	c. The interest must accrue during the tax year so prepaid interest generally is not deductible (I.R.C. § 163(a)).
	(1) One exception is prepaid mortgage interest.

	d. The interest must not be used to produce tax-exempt income.  I.R.C. § 265(a)(1).
	e. Military and parsonage housing allowance exception. Under I.R.C. § 265(a)(6), receipt of a parsonage housing allowance or a military housing allowance is not to result in a denial of deductions for mortgage interest or real property tax on the taxp...

	3. Qualified residence interest.  I.R.C. § 163(h)(3).  For tax years after 1987, qualified residence interest means interest paid on “acquisition indebtedness” or “home equity indebtedness” on a “qualified residence.”
	a. “Acquisition indebtedness” is a debt used to acquire, construct, or substantially improve a home provided the debt is secured by a qualified residence.
	(1) “Qualified residence” includes the taxpayer’s principal residence (same definition as I.R.C. § 1034) and one other home (I.R.C. §§ 280A(d)(1), 163(h)(4)).
	(2) Acquisition indebtedness incurred before 15 December 2017 may not exceed $1,000,000 ($500,000 for a married person filing a separate return).  I.R.C. § 163(h)(3)(B).
	(a) Indebtedness incurred before October 13, 1987 is not subject to the $1,000,000 acquisition debt limit.

	(3) A refinancing is treated the same as original acquisition debt, but only up to the principal amount of the acquisition debt outstanding immediately before the refinancing.
	(4) New rule for 2018.  Acquisition indebtedness incurred after 15 December 2017 is limited to $750,000 for years 2017 through 2025.  TCJA, § 11043.
	(a) Loans on or before 15 December 2017 are grandfathered (i.e., the $1,000,000 limit still applies).  Also excepted from the new limit are binding contracts entered into before 15 December 2017 to close before 1 January 2018, if closing occurs before...
	(b) Refinancing grandfathered is also grandfathered as long as the new principal amount does not exceed the old amount.

	(5) If the original acquisition debt is paid off, further borrowing may qualify as acquisition debt if the funds are used to improve the home.  If no acquisition indebtedness is outstanding, interest on home equity indebtedness is deductible, subject ...

	b. “Home equity indebtedness” is any indebtedness secured by a qualified residence to the extent of the lesser of (i) the fair market value of the house or (ii) $100,000 ($50,000 for married individual filing separately).  (I.R.C. § 163(h)(3)(C)).  Be...

	4. Points.
	a. Points paid by the borrower to get a mortgage are deductible as “interest” so long as they are “solely for use of or forbearance of money” and not a charge of money for services.  This is so even if paid out of mortgage proceeds.  Points paid by th...
	b. Seller-paid points:
	(1) Points paid by the seller, such as loan placement fees that the seller may be required to pay to the lender as a condition to arrangement of financing terms for the buyer, are not deductible by the seller as interest.  These are selling expenses w...
	(2) Buyer is allowed to deduct these as interest if certain tests met.

	c. Generally, points are deducted ratably over the term of the loan.  I.R.C. § 461(g)(1)).  However, points paid by a cash method taxpayer, in connection with the purchase or improvement of a principal residence are treated as paid in the tax year of ...
	d. Points paid in refinancing a mortgage, regardless of how the repayments are arranged, are not deductible in full in year of payment unless paid in connection with the purchase or improvement of a home.

	5. SMortgage insurance premiums treated as home mortgage interest.  (Pub. 936, Home Mortgage Interest Deduction; Line 13, Schedule A, IRS Form 1040).S  [As of the date of this revision, the deduction for mortgage insurance premiums was reinstated for ...
	a. SPremiums paid or accrued for “qualified mortgage insurance” in connection with home acquisition debt on a qualified home are deductible as home mortgage interest if the contract was issued after 2006.  The amount deductible is reduced by 10% for e...
	b. SQualified mortgage insurance.  Qualified mortgage insurance is mortgage insurance provided by the Veterans Administration, the Federal Housing Administration, or the Rural Housing Administration, and private mortgage insurance (as defined in § 2 o...
	c. SSpecial rules for prepaid mortgage insurance.  If paid premiums for qualified mortgage insurance are properly allocable to periods after the close of the taxable year, such premiums are treated as paid in the period to which they are allocated.  N...

	6. Investment interest.  I.R.C. § 163(d); Schedule A, Form 1040; Pub. 550, Investment Income and Expenses.
	a. Investment interest is interest paid to purchase or carry property held for investment.  (I.R.C. § 163(d)(3)(A)).
	b. The term “investment interest” does not include (I.R.C. § 163(d)(3)(B)):
	(1) Any “qualified residence” interest, or
	(2) Passive activity interest.

	c. Investments are capital assets like stocks, bonds, securities and other capital investment assets other than a principal residence.
	d. A deduction for investment interest is limited to the amount of net investment income.  Net investment income is the excess of investment income over investment expenses and is calculated on Form 4952.  Disallowed investment interest deductions can...


	F. Charitable Contributions.  I.R.C. § 170(a).
	1. General requirements for charitable deduction:
	a. The gift must be to a qualified organization.
	(1) The taxpayer may deduct actual contributions to domestic religious, charitable, educational, scientific, literary, or educational organizations.  I.R.C. § 170(c)(2).  The IRS maintains a non-exhaustive list of qualified organizations online (Exemp...
	(2) I.R.C. § 6113 prohibits noncharitable fund-raising groups from soliciting, unless they warn taxpayers targeted that donations are nondeductible.

	b. The contribution must be made in the tax year.  I.R.C. § 170(a)(1).
	(1) A gift is completed in the year when it is unconditionally delivered to the charitable donee or its agent.  The taxpayer takes the deduction for that year.
	(2) If a check is mailed that clears in due course, or a properly endorsed stock certificate is received in the ordinary course of the mails, the contribution is made on the date of the mailing. Treas. Reg. § 1.170A-1(b).
	(3) A deduction cannot be taken when the taxpayer merely promises or pledges to contribute, even if a bond or note is delivered—the deduction is available when the actual payment is made.  Rev. Rul. 68-174, 1968-1 C.B. 81; UGuren v. Comm’rU, 66 T.C. 1...
	(4) The IRS has ruled that a contribution through a charge to a credit card is deductible when the charge is made, regardless of when the bank is repaid.  Rev. Rul. 78-38, 1978-1 C.B. 67, distinguishing Rev. Rul. 68-174, 1968-1 C.B. 81, and revoking R...

	c. The contribution amount must be less than the applicable AGI percentage limitations.  I.R.C. § 170(b).
	(1) 60% of AGI for most charities (public charities and private operating foundations as well as other non-operating foundations).
	(a) The TCJA increased the AGI limitation from 50% to 60%.  TCJA, § 11023.

	(2) 30% of AGI for veterans organizations, fraternal societies, and non-profit cemeteries; gifts of capital gain property to 50%-limit organizations; and gifts for the use of any organization.
	(3) 20% of AGI for long-term capital gain appreciated property contributed to a charity (other than capital gain property to a 50% limit organization.
	(4) The contribution must be a completed gift.


	2. You can deduct:
	a. Contributions of cash and property to, or for the use of, a qualified organization.
	b. The excess over the fair market value of any benefit received for a contribution to a qualified organization
	c. Out-of-pocket expenses if:
	(1) Unreimbursed,
	(2) Directly connected with the services,
	(3) Incurred only because of the services that the taxpayer gave, and
	(4) Not personal, living, or family expenses.

	d. Limits on Charitable Deductions for Clothing and Household Items I.R.C. § 170(f).
	(1) To take the deduction, the clothing or household item contributed must be in good use condition or better.
	(2) The deduction may be denied for contribution of clothing or household items of minimal monetary value (i.e., sock and undergarments).
	(3) Subparagraphs (1) and (2) do not apply to any contribution of a single item of clothing or household good for which more than a $500 deduction is claimed if the taxpayer includes a qualified appraisal of the item along with the return.


	3. You cannot deduct as a charitable contribution:
	a. A contribution to a specific individual,
	b. A contribution to a nonqualified organization,
	c. The part of a contribution from which you receive or expect to receive a benefit,
	d. The value of your time or services,
	e. Your personal expenses,
	f. Appraisal fees, or
	g. Certain contributions of partial interests in property.

	4. Record keeping.  Taxpayers must keep records to prove the amount of cash and non-cash contributions they make during the year.
	a. Taxpayers cannot deduct cash contributions regardless of amount unless records of the cash contributions are kept.  Treas. Reg. § 1.170A-13(a); Pub. 526.  Contributions may be substantiated by:
	(1) A canceled check;
	(2) A receipt from the charitable organization showing the name of the organization, the date of contribution, and the amount of the contribution;
	(3) A letter or other communication from the donee charitable organization acknowledging receipt of a contribution and showing the date and amount of the contribution; or
	(4) Other reliable written records that show the name of the organization, the date of contribution, and the amount of the contribution.  (Such as a bank record.)  A mere log is not sufficient.

	b. Contributions of property of less than $250 to qualified organizations.  Treas. Reg. § 1.170A-13(b)(1).  The taxpayer must obtain a receipt that shows:
	(1) The name of the charitable organization;
	(2) The date and location of the contribution;
	(3) A reasonably detailed description of the property.
	(4) A letter or other written communication from the charitable organization acknowledging receipt of the contribution and containing the information in (1), (2), and (3) will serve as a receipt.
	(5) Taxpayers are not required to obtain a receipt when doing so would be impractical (for example, when the property is left at the charity’s unattended drop site).  Treas. Reg. § 1.170A-13(b)(2).  However, they must keep reliable written records tha...
	(a) The name and address of the charitable organization;
	(b) The date and location of the contribution;
	(c) A detailed description of the property;
	(d) The fair market value of the property;
	(e) The cost or other basis of the property if the taxpayer must reduce the property’s fair market value by appreciation;
	(f) The amount the taxpayer can claim as a deduction if the taxpayer contributes less than her entire interest in the property; and
	(g) The terms of any conditions attached to a gift of property.


	c. Contributions of property $250 or more but less than $500.  The taxpayer must obtain a written acknowledgement from the charitable organization that shows:
	(1) The name of the charitable organization;
	(2) The date and location of the contribution;
	(3) A reasonably detailed description of the property; and
	(4) Whether the organization gave the taxpayer any goods or services in exchange for the contribution), and, if yes, a description of the goods or services and a good-faith estimate of the value of the goods or services provided.
	(5) The acknowledgement must be received on or before the earlier of:
	(a) The date the taxpayer files her return for the year of the contribution; or
	(b) The due date, including extensions, for filing the return.

	(6)  Taxpayers must also keep reliable written records that show:
	(a) The name and address of the charitable organization;
	(b) The date and location of the contribution;
	(c) A detailed description of the property;
	(d) The fair market value of the property;
	(e) The cost or other basis of the property if the taxpayer must reduce the property’s fair market value by appreciation;
	(f) The amount the taxpayer can claim as a deduction if the taxpayer contributes less than her entire interest in the property; and
	(g) The terms of any conditions attached to a gift of property.


	d. Contributions of property of more than $500 but less than $5,000. Treas. Reg. § 1.170A-13(b)(3).  The taxpayer must have the acknowledgement and written records described in contributions of more than $250 but less than $500.  For the taxpayer to b...
	(1) How the taxpayer acquired the property;
	(2) The approximate date the taxpayer acquired or created the property; and
	(3) The cost or basis of the property (not required for publicly traded securities).

	e. Contributions of property of more than $5,000.  The taxpayer must have the acknowledgement and written records described in contributions of more than $500 but less than $5,000.  The taxpayer generally must also obtain an appraisal from a qualified...

	5. Reporting.
	a. Gifts of cash.  Taxpayers report cash gifts on Schedule A.
	b. Gifts of Property.  Taxpayers report gifts of property on Schedule A.  The taxpayer must file Form 8283 if the value of UallU property given during the year is over $500.
	(1) Generally, the amount of the deduction for contributed property is the FMV of the property at the time of the contribution.
	(2) If the FMV of the property is less than basis, the deduction is limited to the FMV.

	c. Amounts that are disallowed as deductions for the tax year in question carry forward for up to five years.

	6. Car Donations.  I.R.C. § 170(f)(12).
	a. The rules adopted in the American Jobs Creation Act of 2004 (See I.R.S. Notice 2005-44, 2005-1 C.B. 1287; I.R.S. Notice 2006-1, 2006-1 C.B. 347; I.R.S. Notice 2007-70, 2007-2 C.B. 735):
	(1) Generally limit the deduction to the actual sales price of the vehicle when sold by the donee charity unless:
	(a) The charity makes a significant intervening use of the vehicle (such as using it to deliver meals on wheels);
	(b) The charity makes a material improvement to the vehicle (major repairs that significantly increase its value and not mere painting or cleaning);
	(c) The charity donates or sells the vehicle to a needy individual at a significantly below-market price provided the transfer furthers the charitable purpose of helping a poor person in need of a means of transportation; or
	(d) The fair market value of the vehicle is $500 or less.
	(i) If the fair market value is $250 but less than $500, the donor must have an acknowledgment containing a description of the property, whether the donee provided any goods or services in consideration for the donation, and a good faith estimate of t...
	(ii) If the donated vehicle is sold and the sale yields gross proceeds of $500 or less, the donor may be allowed a deduction equal to the lesser of the fair market value of the vehicle on the date of the contribution or $500.


	(2) Requires donors to get a timely acknowledgment from the charity to claim the deduction.
	(a) The acknowledgment must include:
	(i) The name and taxpayer identification number of the donor;
	(ii) The vehicle identification number;
	(iii) Certain certifications, depending on the use or disposition of the vehicle by the donee organization;
	(iv) If sold, date sold and gross sales proceeds.


	(3) The acknowledgment must be obtained within 30 days of the contribution or the disposition of the vehicle by the donee organization (although interim guidance provides for a longer period of time).
	(4) The acknowledgment must be included with the donor’s tax return on which the deduction is claimed.
	(5) IRS Form 1098-C, required to be filed by the charitable organization may be used to satisfy the acknowledgement requirement.
	(6) Fair market value
	(a) Fair market value is the price at which the property would change hands between a willing buyer and a willing seller, neither being under any compulsion to buy or sell and each having reasonable knowledge of relevant facts.  Treas. Reg. § 1.170A-1...
	(b) Reasonable method of determining the fair market value of a qualified vehicle is by reference to an established used vehicle pricing guide provided the guide lists a sales price for a vehicle that is the same make, model, and year, sold in the sam...
	(c) For vehicles, an acceptable measure of the fair market value is an amount not in excess of the price listed in a used vehicle pricing guide for a private party sale of a similar vehicle.  Do not use the dealer retail value.



	7. The Charitable Mileage Rate for 2018 is 14 cents a mile.  I.R.S. Notice 2018-03 (Dec. 14, 2017).

	G. Personal Casualty/Theft Losses.  I.R.C. § 165; Schedule A, line 20 & Form 4684.
	1. The TCJA limited personal casualty and theft losses to Presidentially declared disaster areas for 2018 through 2025.  The 10% limitation continues to apply.  The taxpayer may continue to offset casualty gains with previously deductible losses.  TCJ...
	2. A taxpayer may deduct certain nonbusiness, unreimbursed losses from “fire, storm, shipwreck, or other casualty, or from theft,” subject to certain limitations.  I.R.C. § 165(a), (c)(3), (h).
	3. What qualifies as a “casualty”?
	a. Damage, destruction, or loss of property from identifiable events that are sudden, unexpected, or unusual.  Pub. 547; UMatheson v. Comm’rU, 54 F.2d 537, 539 (2d Cir. 1931); Treas. Reg. 1.165-1(b).
	b. Does UnotU include (see Pub. 547):
	(1) Progressive deterioration (i.e., losses arising from steadily operating causes or normal processes), such as:
	(a) Termite or moth damage,
	(b) Drought, and
	(c) Damage to trees and plants by disease or insects.
	(d) Breakage of china, glassware, furniture and similar items under normal conditions.
	(e) Car accident arising from taxpayer’s willful negligence.
	(f) Misplaced money or property (not a “theft”).
	(g) Decline in market value of stock where the stock maintains any recognizable value.  Treas. Reg. § 1.165-4.
	(i) A subsequent sale or exchange may give rise to a capital loss.




	4. Definition of Theft.
	a. Taking and removing of money or property with the intent to deprive the owner of it, e.g., larceny, embezzlement, and robbery.  Treas. Reg. § 1.165-8.  This requires:
	(1) That the taking or removal was illegal; and
	(2) The perpetrator acted with criminal intent.  Rev. Rul. 72-112, 1972-1 C.B. 60; Pub. 547.

	b. Special rules apply to theft losses arising from Ponzi-type investments schemes.  See Rev. Rul. 2009-9, 2009-14 I.R.B. 735; Rev. Proc. 2009-20, 2009-14 I.R.B. 749; Rev. Proc. 2011-58, 2011-50, I.R.B. 847.

	5. Timing of deduction.
	a. A casualty loss deduction is claimed for the year in which the loss is sustained, as evidenced by closed and completed transactions and as fixed by identifiable events occurring within the tax year.  Treas. Reg. § 1.165-1(d)(1).  See para. G.8. bel...
	b. A theft deduction is claimed for the year in which the taxpayer discovers the loss.  I.R.C. § 165(e); Treas. Reg. § 1.165(d)(3).

	6. Amount of deduction.
	a. The amount of loss is the lesser of (1) the decrease in fair market value (FMV) of the property or (2) the adjusted basis of the property.  Treas. Reg. § 1.165-7(b).
	(1) Cannot consider sentimental value.
	(2) General decline in FMV because in or near an area that suffered casualty or might suffer another casualty is not deductible.
	(3) The cost of protecting property against casualty or theft (e.g., casualty insurance premiums) is not deductible.

	b. The FMV of the property generally must be determined by competent appraisal immediately before and immediately after the casualty.  Treas. Reg. § 1.165-7(a)(2)(i).
	c. Cost of repairs is generally permissible to estimate the decrease in FMV, as long as the repairs (Treas. Reg. § 1.165-7(a)(2)(ii)):
	(1) Are necessary for the restoration of property;
	(2) Are not excessive in amount;
	(3) Do not extend beyond the damage suffered;
	(4) Do not increase the value of the property; and
	(5) Were actually performed (i.e., no deduction for estimated future repairs).  (ULamphere v. Comm’rU, 70 T.C. 391, 396 (1978)).


	7. Limitations.  (I.R.C. § 165(h)).
	a. If covered by insurance, a claim must be filed.  (I.R.C. § 165(h)(4)(E)).
	b. The deduction must be reduced by the amount of the insurance or other compensation.  (I.R.C. § 165(a); Treas. Reg. § 1.165-1(c)(4)).
	c. The taxpayer must reduce each casualty/theft loss by $100.  (I.R.C. § 165(h)(1)).
	d. The taxpayer may deduct total casualty/theft losses during the tax year only to the extent that they exceed 10% of AGI.  (I.R.C. § 165(h)(2)).
	e. Special rules.
	(1) If losses exceed gains (gains result from involuntary conversion), then only the excess losses over gains is subject to the 10% of AGI limitation.  I.R.C. § 165(h)(2)(A).
	(2) If gains exceed losses, they are treated as capital gains.  I.R.C. § 165(h)(2)(B).
	(3) Example 1:  Taxpayer with $50,000 AGI (without regard to casualty losses), a $25,000 casualty gain, and a $15,000 casualty loss (after the $100 floor) will report a $10,000 capital gain on Schedule D.  The 10% floor does not apply in this computat...
	(4) Example 2:  Taxpayer with $40,000 AGI, a $25,000 casualty loss (after the $100 floor), and a $15,000 casualty gain is allowed a $6,000 itemized deduction.  The $10,000 loss resulting from netting the casualty gains against the casualty losses is d...


	8. Federally declared disaster areas.  I.R.C. § 165(i); Temp. Treas. Reg. § 1.165-11T; Rev. Proc. 2016-53, 2016-2 C.B. 530.
	a. If the taxpayer sustains an allowable casualty loss in an area eligible for assistance as the result of a “federally declared disaster,” the taxpayer may elect to deduct the loss in the immediately preceding year to the year of the disaster.  I.R.C...
	(1) A “federally declared disaster” is one determined by the President of the United States to warrant assistance under the Robert T. Stafford Disaster Relief and Emergency Assistance Act (“Stafford Act”), 42 U.S.C. § 5121 et seq. (the primary statuto...
	(2) The due date for the election is six months from the due date of the original return, without regard to filing extensions.  Temp. Treas. Reg. § 1.165-11T(f).
	(3) The election may be revoked within 90 days after the due date for making the election.  Temp. Treas. Reg. § 1.165-11T(g).
	(4) If the taxpayer has already filed a tax return claiming the loss and wants to make an election to use the other allowable year, the taxpayer first must file an amended return to remove the originally claimed loss.  In other words, the taxpayer mus...

	b. Because of the difficulty in estimating FMV, the IRS has prescribed safe harbor estimation methods based on the type of property and the amount of loss.  Rev. Proc. 2018-08, 2017 IRB LEXIS 677 (Dec. 13, 2017).
	c. 2017 Provisions.  In September and December of 2017, Congress enacted relief for taxpayers who suffered losses from certain federally declared disaster areas in 2016 and 2017.  Disaster Relief and Airport and Airway Extension Act of 2017, Pub. L. N...
	(1) 2017 Hurricanes Harvey, Irma, and Maria (Pub. L. No. 115-63, § 504(b)):
	(a) The taxpayer has a personal casualty loss from these storms where the President of the United States made a declaration of a “major disaster” under Section 401 of the Stafford Act, 42 U.S.C. § 5170, on or before September 21, 2017 and the taxpayer...
	(i) Hurricane Harvey on or after August 23, 2017 (Section 504(b)(3)(A));
	(ii) Hurricane Irma on or after September 4, 2017 (Section 504(b)(3)(B); or
	(iii) Hurricane Maria on or after September 16, 2017 (Section 504(b)(3)(C)).

	(b) The IRS has prescribed an additional safe harbor method to calculate the decline in FMV from losses arising from Hurricanes Harvey, Irma, and Maria.  The additional safe harbor applies only to personal-use residential real property and estimates l...
	(c) The filing deadlines, extent of deduction allowed, and specific filing procedures may vary depending on when and where the taxpayer sustained the loss.  The IRS has revised 2016 Form 4684 and the applicable instructions.  For detailed guidance, th...
	(i) The taxpayer must elect to deduct a 2017 hurricane loss for tax year 2016 (under I.R.C. § 165(i)) on an amended return by October 15, 2018.
	(ii) If the taxpayer obtained a six-month extension for his or her original return for 2016 because of the disaster declaration, the election must be made on an original return by January 31, 2018.
	(iii) If the taxpayer claims the loss for the 2017 tax year, the ordinary due dates apply.
	(iv) See the IRS’s disaster relief webpage and Form 4684 and the instructions for specific filing instructions.


	(2) The 2016 disaster areas are those in which the President of the United States declared a “major disaster” under Section 401 of the Stafford Act, 42 U.S.C. § 5170, during calendar year 2016.  Pub. L. No. 115-97, § 11028(a).
	(a) Losses sustained in these areas during either tax year 2016 or tax year 2017 are eligible for special treatment.  (Section 11028(c)(1)).

	(3) Both laws (i.e., Pub. L. Nos. 115-63 and 115-97) changed the normal Section 165(h) limitations upon casualty losses as follows:
	(a) Unreimbursed losses are deductible to the extent that they exceed $500 (instead of $100).
	(b) The 10% AGI floor does not apply (i.e., the full amount over $500 is deductible).
	(c) Instead of reporting the loss on Schedule A, the taxpayer may elect to increase his or her standard deduction by the amount of the allowable casualty loss.  In other words, the taxpayer may obtain a tax benefit from the casualty loss even if he or...
	(i) The increase to the standard deduction does not increase tax liability for alternative minimum tax purposes (specifically, I.R.C. § 56(b)(1)(E), which does not allow the standard deduction for AMT purposes, does not apply).


	(4) The Bipartisan Budget Act of 2018, Pub. L. No. 115-123, § 20104, enacted provisions similar to the above with respect to the 2017 California Wildfire areas.

	d. Casualty losses are generally deemed out of scope for Military Tax Assistance Programs.  See Pub. 4012.


	H. For years 2018 through 2025, the TCJA suspended all job and miscellaneous expenses subject to the 2% AGI floor.  TCJA, § 11045; I.R.C. § 67(a).  Therefore, the topic has been removed from this outline.  For more information, see 2017 IRS Pub. 17 an...

	V. CALCULATING THE TAX.
	A. Introduction:  After you have figured your income and deductions, the next step is to calculate the tax.
	B. Calculating the Tax – Ordinary Income
	1. The income tax liability is based on the taxpayer’s taxable income.
	2. After figuring the income tax, subtract tax credits and add any other taxes owed.  The result is the total tax liability.  Compare the total tax with the total payments to determine whether the taxpayer is entitled to a refund or owes additional tax.
	3. Most taxpayers use computer software to calculate the taxpayer’s liability.
	a. For taxpayers with less than $100,000 of taxable income and who do not use computer software to prepare their returns, the IRS requires use of the annually published Tax Table to compute their final tax liability.  Instructions to Form 1040.
	b. If such taxpayers have taxable income over $100,000, they must compute their tax liability using the appropriate section of the IRS’s Tax Computation Worksheet corresponding to their filing status.  Instructions for Form 1040.


	C. Calculating the Tax – Capital Gain:
	1. If the taxpayer has a net capital gain or qualified dividends for the year, the computation of tax liability requires consideration of capital gains tax rates.
	2. Recall that capital gains are taxed at more favorable rates than ordinary income.
	a. Ordinary Income:  10%, 12%, 22%, 24%, 32%, 35%, and 37%.
	(1) These lower rates (compared to 2017) apply for years 2018 through 2025 under the TCJA.  TCJA, § 11001.

	b. Capital Gains:  0%, 15%, 20%, 25%, and 28%, as well as a special 3.8% surtax in some cases.
	c. The TCJA changed the operation of favorable gain rates for years 2018 through 2025.  The rates remain 0%, 15%, and 20%, but the rates apply at brackets that operate independently of the taxpayer’s marginal rate.  TCJA, § 11001.  The special rates o...

	3. Schedule D and Form 8949, and their attendant worksheets, segregate ordinary income from capital gains and categorize the various types of capital gain.  Capital gain is then taxed at the favorable rates listed above, and the taxpayer’s overall tax...


	VI. CONCLUSION.
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	A. Tax Forms: 1040, W-2, 2441, Schedule M, Schedule R, Child Tax Credit Worksheet in 1040 Instructions, 8812, 8839, 8910, 8936, 8880, 5695, 5405, EIC Worksheet A & B, EIC Tables, 8863, 1098-T.
	B. Internal Revenue Code of 1986, as amended (I.R.C.)
	C. Federal Income Tax Regulations (Treas. Reg.)
	D. IRS Publications:
	1. Pub. 17, Your Federal Income Tax
	2. Pub. 503, Child and Dependent Care Expenses
	3. Pub. 524, Credit for the Elderly or Disabled
	4. Pub. 596, Earned Income Credit
	5. Pub. 970, Tax Benefits for Education
	6. Pub. 972, Child Tax Credit


	II.  INTRODUCTION
	A. Taxpayers, whether or not in business, may qualify for one or more personal credits.
	B. A credit is a dollar-for-dollar reduction of the taxpayer’s tax liability.

	III. types of credits
	A. A refundable credit can be greater than the tax owed.  Taxpayers not only can have their tax reduced to zero, but they can also receive a refund of the excess credit.
	B. A nonrefundable credit can also be greater than the tax, but the nonrefundable credit can only reduce tax liabilities to zero.  Taxpayers do not receive a refund for any excess nonrefundable credit.

	IV. FOREIGN TAX CREDIT (form 116).  this material will be covered during the class on foreign tax issues
	V. CHILD AND DEPENDENT CARE CREDIT (Form 2441)
	A. A nonrefundable credit is allowed for a portion of qualifying child or dependent care expenses paid for the purpose of allowing a taxpayer (and the taxpayer’s spouse if married filing a joint return) to be gainfully employed.  I.R.C. § 21.
	B. Qualifying Person.  To be eligible for the credit, the taxpayer must pay for the care of a qualifying individual, which includes:
	1. Dependents under age 13 whom the taxpayer may claim as a dependency.
	2. In the case of a dependent child under the age of 13 where the parents are divorced or legally separated and lived apart during the last 6 months of the year, only the custodial parent can claim the child and dependent care credit. This is the case...
	3. Any other person who is physically or mentally incapable to care for themselves and who lived in the taxpayer’s principal place of abode for 1/2 of the tax year.  In this case, the taxpayer must either be able to claim the person as a dependent or ...
	4. A spouse who is physically or mentally unable to care for self and has the same principal place of abode as the taxpayer for 1/2 the tax year.
	5. The status of an individual as a qualifying person is determined on a daily basis.  For example:  if a dependent child turns 13 on 1 July of the tax year, that child was a qualifying person from 1 Jan - 30 June of the tax year.
	A qualifying person who was born or died in 2017 is treated as having lived with the taxpayer for all of 2017 if the taxpayer’s home was the qualifying person’s home the entire time he or she was alive in 2017.

	C. Gainful Employment:
	1. Expenses must be employment related enabling the taxpayer to be gainfully employed, or in the active search for gainful employment.
	2. The expense is not employment related just because it is paid or incurred while the taxpayer is gainfully employed.  The purpose of the expense must be to enable the taxpayer to be gainfully employed.
	3. A taxpayer’s spouse is deemed to be gainfully employed during each month that he or she is a full-time student at an educational institution or some part of each of five calendar months during the tax year.
	4. Volunteer work, even if for nominal consideration, is never gainful employment.
	5. Gainful employment can be self-employment and can be done in the home of the taxpayer.
	6. Part-time work.  If the taxpayer works only part time, the taxpayer must allocate expenses for dependent care between the days of work and the days not worked.
	a. A day where the taxpayer works at least one hour is a day of work.
	b. If the taxpayer must pay dependent care expenses on a periodic basis including both days of work and non-work days, then no requirement to allocate.


	D. Qualifying expenses include:
	1. Expenses paid for household services and for the care of a qualifying individual.
	a. Not all expenses are for the individual’s care.
	b. Amounts paid for food, lodging, clothing, and education are not for the care of the individual.

	2. Services outside the home qualify if they involve the care of a qualified child, disabled spouse, or dependent who regularly spends at least eight hours a day in the taxpayer’s home.
	3. Payments to a relative also qualify for the credit unless the taxpayer claims the relative as a dependent or if the relative is the taxpayer’s child and is under age 19.
	4. No credit is allowed for expenses to send a child or other dependent to an overnight camp.  Day-camp fees are qualified for this credit.
	5. Tutoring and summer school expenses are not qualifying expenses because they are not employment related.
	6. The total cost of sending a child to a school can be counted only if the child is in a grade level below the first grade, and the amount paid for schooling is incident to and cannot be separated from the cost of care.  If the child is in the first ...
	7. Transportation costs can be qualified expenses if the dependent care provider transports the qualifying child to or from the place where the care is provided.
	8. The fees paid to an au pair agency are qualified expenses.

	E. Amount and limitations of the credit:
	1. The credit is based on a percentage ranging from 20% to 35% of the lesser of (i) actual expenses; or (ii) $3,000 for one qualifying child or dependent, or $6,000 for two or more qualifying children or dependents.
	a. The percentage amounts correspond to the earned income of the taxpayer are set forth on Form 2441.

	2. Work-related expenses are reduced by any tax-free reimbursements under a qualified employer dependent care program.  These would be indicated on Form W-2, Box 10.
	3. Qualifying employment-related expenses are considered in determining the credit only to the extent of earned income (wages, salary, etc.).
	4. Married taxpayers usually must both work in order to claim the credit.  For married taxpayers, expenses are limited to the earned income of the lower earning spouse.
	5. However, if a nonworking spouse is physically or mentally incapable of caring for himself or is a full-time student at an educational institution for at least five calendar months during the year, the law assumes an earned income for each month of ...
	a. To be a full time student under this rule, the 5 months do not have to be consecutive.
	b. An institution that only offers internet classes is not a qualifying institution and therefore the spouse could not use those classes for determining full time student status.  However, if the institution also offers traditional class instruction, ...


	F. Other Qualifying Requirements:
	1. The taxpayer must identify the care provider on the taxpayer’s tax return in Part I of Form 2441.
	a. Must disclose the name, address, and taxpayer ID number   (SSN or ITIN for individuals) of care provider.
	b. Form W-10, Dependent Care Provider’s Identification and Certification, can be used to get the necessary information from the provider.  (Or get a copy of the care provider’s driver’s license, SS card, or business letterhead or invoice.)
	c. Incomplete or incorrect information:  care providers can be penalized for issuing incorrect Forms W-10.  Taxpayer must show due diligence in acquiring this information.

	2. Married taxpayers must file a joint return to get the credit.
	3. Payments to relatives qualify but there are some restrictions.
	a. Cannot claim expenses paid to anyone for whom the taxpayer can claim as a dependent.
	b. Cannot claim expenses paid to someone who is the taxpayer’s child and under the age of 19.
	c. Cannot claim expenses paid to anyone who was the spouse of the taxpayer at any time during the tax year.
	d. Cannot claim expenses paid to the parent of the taxpayer’s child who is under the age of 13.


	G. The child care credit is computed on Form 2441 and transferred to Form 1040.

	VI. Credit for the elderly (Schedule R)
	A. A nonrefundable credit is allowed for taxpayers who are over age 65 or under age 65 and permanently and totally disabled.  I.R.C. § 22; Pub. 503.
	B. A 15% tax credit for the elderly or the permanently and totally disabled applies to citizens or residents who are:
	1. 65 years of age before the close of the tax year, or
	2. Under age 65, are retired on disability, and were permanently and totally disabled when retired.

	C. Married taxpayers must file a joint return to claim the credit, unless the spouses live apart throughout the tax year.
	D. Income Limits.  Many elderly taxpayers are not eligible for this credit because of the income limitations.  For example, for 2018, a married, filing jointly taxpayer is ineligible for the credit if AGI is $25,000 or more.  Moreover, the credit is n...
	E. How it works (using Schedule R):
	1. Start with AGI, then subtract the following amount from AGI:
	a. $10,000, if married filing jointly;
	b. $7,500 if single, head of household, qualifying widow(er); or
	c. $5,000, if married filing separately.

	2. Take this result and divide by two.  Add to this result any nontaxable social security benefits and nontaxable veterans’ pensions or any other pensions or disability benefits that are excludable from income.
	3. From this result, subtract:
	a. $7,500 in the case of a joint return where both are eligible individuals;
	b. $5,000 in the case of a single return or a joint return where only one individual qualifies; or
	c. $3,750 in the case of a married individual filing a separate return.

	4. This result is multiplied by 15% (Schedule R, line 20). The Credit is the lesser of this result (i.e., line 20) or the maximum eligible credit.
	Note, however, that this is a nonrefundable credit, and thus cannot reduce the tax liability below zero.  The resulting credit is entered on Form 1040, line 54, other credits.


	VII. Educational Credits.  (form 8863)
	A. American Opportunity Tax Credit.  I.R.C. §25A(i); Pub. 970.
	1. The Protecting Americans from Tax Hikes Act (PATH), div. Q, Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, 129 Stat. 3040 (2015), made the American Opportunity Tax Credit permanent, replacing the Hope Scholarship Credit.
	2. The American Opportunity Credit is the sum of 100% of the first $2,000 of qualified tuition and related expenses, plus 25% of the next $2,000 of qualified tuition and related expenses, for a maximum credit of $2,500 per eligible student per year.
	a. The Hope Scholarship Credit allowed credit for 100% of first $2,000 of qualified education expenses, plus 25% of expenses over $2,000 up to $4,000.  The maximum available credit was $2,500.  The credit applied only during the first two years of an ...

	3. A taxpayer is allowed a tax credit for money spent on qualified tuition and related expenses during the first four (4) years of a student’s post-secondary school education (a per student credit).   I.R.C. § 25A(i)(1)(A), (i)(2).
	a. The student must carry at least half of the normal full-time workload for the course of study the student is pursuing.
	b. Academic period includes the tax year plus the first three months of the next year.  So, expenses for the spring semester paid in December count for the year.

	4. The American Opportunity Credit phases out ratably for taxpayers with modified AGI between $80,000 and $90,000 ($160,000 and $180,000 for joint filers), and it is not indexed for inflation.
	5. Portion of the American Opportunity Credit is refundable.
	a. Up to 40% of the American Opportunity Credit is refundable.
	b. Other credits and the income phase out work first before the refundable rules for this credit apply.
	(1) Example:  Married Filing Joint returns are eligible for a $2,500 American Opportunity Credit with a MAGI of $157,000. There is no phase out of the Credit, however, if other credits are claimed they will be applied against the taxpayer’s tax liabil...
	(2) Example:  Same example as above, except MAGI is $170,000 and therefore the phase out applies.  At this MAGI level, the taxpayer is phased out of 50% of the credit, thereby lowering the American Opportunity Tax Credit to $1,250. The credit is refun...



	B. Lifetime Learning Credit.  I.R.C. § 25A, Pub. 970.
	1. The Lifetime Learning Credit is a nonrefundable credit, available for any level of higher education (both credit and noncredit courses).  The Lifetime Learning Credit differs from the American Opportunity credit in that it covers a broader period a...
	2. The Lifetime Learning Credit is allowed for 20% of the first $10,000 (= $2,000) of qualified education expenses paid by the taxpayer.  The maximum credit is $2,000 per return regardless of the number of eligible students.  There is no limit on the ...
	3. Double Benefit Restriction.  Generally, a person who is eligible for the American Opportunity Credit is not entitled to the Lifetime Learning Credit.
	a. Unlike the American Opportunity Credit, which is available for the qualifying expenses of each qualifying student, the Lifetime Learning credit is available only per taxpayer.
	b. For example, a joint filing couple with two children could claim no more than a $2,000 Lifetime Learning credit, even if each family member is a qualifying student with qualifying expenses.
	c. Claiming more than one education benefit. A taxpayer can claim more than one education benefit in a tax year provided the same qualified expenses are not used to claim more than one benefit.

	4. For 2018, the Lifetime Learning Credit phases out ratably for taxpayers with MAGI from $57,000 to $67,000 ($114,000 to $134,000 for married filing jointly).

	C. Qualified Expenses For Education Credits:
	1. Include expenses paid by the taxpayer on behalf of himself, his spouse, or any dependent of the taxpayer.
	2. Qualified tuition and related expenses include tuition, fees, and expenses for course related books, supplies, and equipment only if they MUST be paid to the institution as a condition of enrollment or attendance at a post-secondary educational ins...
	3. They do not include the costs of books, room and board, transportation, etc.
	4. Expenses for courses involving sports, games, or hobbies do not qualify unless they are part of the student’s degree program.
	5. Nonacademic fees, such as student activity fees, athletic fees, insurance expenses, do not qualify.  I.R.C. § 25A(f).  As noted above, student-activity fees are included in qualified education expenses only if the fees must be paid to the instituti...
	6. The taxpayer must reduce qualified tuition and related expenses by tax free scholarships, Pell grants, employer-provided educational assistance, veteran’s benefits, and other tax-free payments.  However, qualified amounts do not have to be reduced ...
	7. NOTE for American Opportunity Credit ONLY:  Qualified expenses includes books, supplies, and equipment whether or not the materials are purchased from the educational institution.

	D. For each eligible student, a taxpayer may claim only one of the education credits in a single tax year.  I.R.C. § 25A(c)(2).
	1. Must be allowed to claim the student as a dependent to qualify for the American Opportunity or Lifetime Learning Scholarship credits.  IRC § 25A(f)(1)(A)(iii).
	2. An eligible student is a person that can be claimed as a dependent.  It generally includes unmarried children under age 19 or who is a full-time student under 24 if the taxpayer supplies more than half the child’s support for the tax year.  If anot...

	E. Taxpayers who are married (within the meaning of I.R.C. § 7703) are not entitled to any credit unless they file a joint return.  Married taxpayers incurring qualified expenses must file a joint income tax return in order to claim the educational ta...
	F. Claiming the Education Credits:
	1. Complete Form 8863.
	2. The amount on Form 8863 is the amount of the Education credit transferred to Form 1040.


	VIII. retirement savings contribution credit, AKA the Saver’s Credit (form 8880)
	A. A nonrefundable credit based on contributions made to certain retirement accounts.
	B. The Saver’s Credit applies to individuals with AGI up to $31,500, heads of household with AGI up to $47,250, and married couples with AGI up to $63,000.
	1. Taxpayer must be 18 years old or older by the end of the tax year, not a full time student, and not claimed as dependent on someone else’s tax return.

	C. The maximum annual contribution eligible for the credit is $2,000 per person.  The amount of any contribution eligible for the credit must be reduced by any amount of taxable distribution received by the taxpayer from any such plan during the testi...
	1. The Testing Period:  is the year for which the credit is claimed, the period in the following year thru the due date (with extensions) for filing the return for the earlier year, and the two tax years preceding the year for which the credit is clai...
	2. This applies to Roth distributions unless it is rolled over.
	3. Example:  Husband makes a $3,000 contribution to his IRA and Wife makes a $500 contribution to her IRA.  The annual contribution eligible for the saver’s credit is $2,500 ($2,000 from his contribution and $500 from hers).
	4. Reduction example:  Husband contributes $3,000 to TSP the current tax year but took a $900 IRA withdrawal in 2015 and a $500 withdrawal in the prior tax year.  No rollover of the IRA withdrawals.  Only $1,600 of the TSP contribution is eligible for...

	D. Types of Contributions eligible include 401(k) plans, Thrift Savings Plan contributions, IRA contributions (both traditional and Roth), SEPs, SIMPLE IRA plans, and 403(b) annuity.
	E. The saver’s credit is in addition to any other tax benefits of the contribution.
	F. The credit is 50%, 20% or 10% of qualified contributions to retirement plans based on the taxpayer’s filing status and AGI.
	G. Claiming the Credit.
	1. Determine the filing status, and AGI of the taxpayer, and then determine the contribution amount eligible for the credit, consult the chart and determine the credit rate for the taxpayer, multiply the eligible contribution amount by the applicable ...
	2. Complete Form 8880 and transfer the credit amount to Form 1040.


	IX. RESIDENTIAL ENERGY CREDITS (FORM 5695)
	A. The Energy Tax Incentives Act of 2005, Pub. L. No. 109-58, Title XIII (Aug. 8, 2005), added Sections 25C and 25D to the Internal Revenue Code.  These sections allowed taxpayers to claim nonrefundable credits based on certain expenses for energy-sav...
	B. I.R.C. § 25C, Non-Business Energy Property Credit, allows a credit of 30 percent of the cost of certain energy saving property that you added to your main home before 2019 and a reduced amount for property placed in your main home before 2022 (the ...
	1. Credit Limits:  Maximum credit is $500 LIFETIME; $200 limit for windows.
	2. Your main home must be located in the U.S. to qualify for the credit.
	3. Note:  Not all energy-efficient improvements qualify.  Taxpayers will need to have the manufacturer’s credit certification statement, usually available on the manufacturer’s website or with the product’s packaging.  As of the date of this outline, ...

	C. Section 25D, Residential Energy Efficient Property Credit, allows a credit of 30% of the cost of alternative energy equipment installed on or in your home before 2022.  Qualified equipment includes solar hot water heaters, solar electric equipment,...
	1. This property can be installed in the principal residence or the vacation home of the taxpayer, but the property cannot be used to heat a swimming pool or hot tub.  I.R.C. § 25D(e)(3).
	2. Additionally, the cost includes installation and labor costs as well as hardware costs.
	3. There is no limit on the amount of credit available for most types of property.  If your credit is more than the tax you owe, you can carry forward the unused portion of this credit to next year’s tax return.
	4. If the credit is justified by the purchase of the energy efficient property, the basis in the property is reduced by the amount of credit allowed.  I.R.C. § 25D(f).
	5. The Bipartisan Budget Act of 2018 extended this credit through tax year 2021.

	D. Claiming the credit.
	1. Complete Form 5695, part I for energy efficient property such as solar panels, solar water heaters, or fuel cell power plants under I.R.C. § 25D.
	2. Complete Form 5695, part II for non-business energy property credits under I.R.C. § 25C.  Part II of Form 5695 is reserved for the (now expired) Nonbusiness Energy Property Credit.
	3. Combine the allowable credits from Form 5695 and transfer to Form 1040.


	X. Child tax credit (form 8812)
	A. 2018 Update.  The Tax Cuts and Jobs Act, Pub. L. No. 115-97, § 11022 (Dec. 22, 2017), significantly increased the amount of the child tax credit and the qualifying income thresholds.  The TCJA also created a new, nonrefundable credit of up to $500 ...
	B. For tax years 2018 through 2025, a credit of $2,000 is for each qualifying child.
	C. Income excluded due to service in a combat zone under IRC § 112 is treated as earned income for purposes of the refundable child credit.
	D. A qualifying child is one who meets the following criteria.
	1. Has a Social Security number (other identification numbers do not qualify).
	2. The child must be the taxpayer’s child (or descendant thereof – by blood or adoption), brother, sister, stepbrother, stepsister, (or descendant thereof), step-child, or foster child of the taxpayer.
	3. Lived with the taxpayer for more than half of the tax year.
	4. The child must not have reached the age of 17 by the end of the tax year for which the credit is sought.
	5. A citizen or resident of the United States.
	6. The taxpayer must be able to claim the child as a dependent.  IRC § 24(c)(1)(A).

	E. Credit for Other Dependents:
	1. Non-refundable credit up to $500 for qualifying dependents.
	2. The dependent must have a Social Security number, Individual Taxpayer Identification Number (ITIN), or Adoption Taxpayer Identification Number (ATIN).
	3. The credit generally applies where the child tax credit is unavailable due to age (e.g., child is age 17 or older) or because the dependent does not meet the relationship test for the child tax credit.

	F. The child tax credit phases out by $50 for each $1,000 that the taxpayer’s adjusted gross income exceeds $400,000 for a joint return and $200,000 for other filing statuses.
	G. Claiming the Child Tax Credit:
	1. Taxpayer must provide the name and the identification number on the tax return for each qualifying child.
	2. The amount of the credit calculated on the worksheet is the amount of the child tax credit transferred to Form 1040.

	H. Additional Child Tax Credit.  I.R.C. § 32(n); Form 8812.
	1. A portion of the credit may be refundable under a special formula.  It does not affect the total tax credits allowed to the taxpayer.  This is the refundable portion of the credit.  Taxpayers may be able to claim the additional credit if any portio...
	2. After all the other credits are applied according to the stacking rules to reduce the taxpayer’s tax liability for the year, then the refundable credits are applied.  The refundable credits first reduce the taxpayer’s tax liability for the year, an...
	3. The refundable amount of the Additional Child Tax Credit is limited to $1,400.
	4. Claiming the Additional Child Tax Credit:
	a. Taxpayer must provide the name and the identification number on the tax return for each qualifying child.
	b. Complete Child Tax Credit worksheet in Form 1040 instructions.
	c. The amount of the credit calculated on the worksheet is the amount of the child tax credit transferred to Form 1040.
	d. Use Form 8812 to calculate and report the additional child tax credit.
	e. If the taxpayer is allowed the additional child tax credit on the Form 8812, carry it to Form 1040, payments section.



	XI. Adoption Credit (Form 8839)
	A. For 2018 returns, taxpayers may claim a nonrefundable tax credit for qualified adoption expenses up to $13,810 for each eligible child.  Rev. Proc. 2018-18.
	B. Qualified adoption expenses include reasonable and necessary adoption fees, court costs, attorney fees and other expenses which are directly related to the legal adoption of an eligible child.
	C. An eligible child is an individual who has not attained the age of 18 as of the time of the adoption or who is physically or mentally incapable of caring for himself.
	D. Not available for the adoption of step children or surrogate arrangements.
	E. When to claim the credit depends on when the adoption was finalized and whether the child is a US citizen or foreign national.
	1. US citizen (or resident alien) child.
	a. Expenses in year before adoption final take in the year after expenses paid.
	b. Expenses in same year as adoption final take that year.
	c. Expenses paid after adoption final take in year paid.

	2. Foreign national child.
	a. Credit is taken in the year the adoption is finalized.
	b. Expenses paid after the adoption is final can be taken in the year paid.


	F. The available adoption credit begins to phase out under § 23(b)(2)(A) for taxpayers with modified adjusted gross income in excess of $207,140 and is completely phased out for taxpayers with modified adjusted gross income of $247,140 or more.  Rev. ...
	G. Parents who adopted a child who has been determined to be special needs by the state or county child welfare agency can claim the maximum credit regardless of whether they have qualified adoption expenses at all.
	H. A child with special needs is one who is a citizen, or resident, of the United States or its territories for whom a State has determined:
	1. The child cannot or should not be returned to the home of his parents; or
	2. The child would not otherwise be adopted without providing adoption assistance because of the child’s ethnic background, age, or the presence of factors such as physical or emotional handicaps.

	I. The IRS has concluded that adoption assistance payments made by a state to adoptive parents of special needs children are not includable in gross income.  Because the payments are in the nature of general welfare, they are not includable in income,...
	J. Can exclude up to $13,810 of employer-paid adoption expenses from income.  Employer-provided adoption benefits are reported on W-2, box 12 with code T.
	K. Claiming the Adoption Credit:
	1. Complete Form 8839.
	2. Transfer the amount of credit allowed from Form 8839 to Form 1040.

	L. Carry Forward:  5 year carry forward for unused adoption credit.

	XII. EARNED INCOME CREDIT (schedule eic, EIC Worksheet)
	A. General.
	1. The Earned Income Credit (EIC) is a refundable tax credit.  Eligible taxpayers can receive a refund for this credit even if they owe no tax and had no income tax withheld.  I.R.C. § 32.
	2. EIC provides tax relief to low-income workers, including certain workers with no children.
	3. The operation of the EIC is complex and contains numerous limitations to prevent abuse.  See Pub. 596 for details and updated information.
	4. Cannot claim the EIC if the taxpayer claims the foreign earned income exclusion.  I.R.C. § 32(c)(1)(D).
	5. EITC amount is available for taxpayers with three qualifying children.

	B. Eligible taxpayers that can claim EIC:
	1. Married taxpayers who are entitled to claim a qualifying child as a dependent.
	a. Married taxpayers generally must file married filing jointly.
	b. Certain married taxpayers who live apart from a spouse need not file a joint return to claim the credit.

	2. A custodial parent, even if that parent agrees to allow the noncustodial parent to otherwise claim the child as a dependent.
	3. Surviving Spouses.
	4. Heads of households who maintain a home for a child, adopted child, stepchild, eligible foster child, or descendent of a child.  (A married child must qualify as a “dependent.”).
	5. An individual who does not have a qualifying child may be eligible for the credit if the principal place of residence of the individual is in the U.S. for more than one-half of the tax year, the individual (or the spouse of the individual) is at le...

	C. Qualifying Tests.
	1. Taxpayer with qualifying child(ren) must:
	a. Have a qualifying child who lived with the taxpayer in the taxpayer’s main home in the U.S. (or overseas if taxpayer is a member of the armed forces stationed overseas) for more than 6 months of the year;
	b. File a joint return if married; and
	c. Complete and attach Schedule EIC to the tax return.

	2. Taxpayer without qualifying child(ren) must:
	a. Have main home in U.S. for more than 6 months of the year or be a member of the armed forces stationed overseas;
	b. Be at least 25, but under 65 (If filing jointly, either spouse must satisfy age component of test.);
	c. File a joint return if married; and
	d. Not be a dependent or qualifying child of another taxpayer.

	3. The EIC phases out based on AGI and filing status.  See Pub. 596 and Instructions to Form 1040 for further information.

	D. Definitions.
	1. Earned Income.  Only compensation included in gross income and net self-employment income is considered for EIC purposes.
	a. Wages, salaries, tips, and other employee compensation.
	(1) Other employee compensation includes earnings from self-employment.  I.R.C. § 32(c)(2).

	b. Military taxpayers no longer include:
	(1) Housing and subsistence allowances and in-kind equivalents received by Servicemembers;
	(2) Combat zone-excluded pay.  A taxpayer may elect to treat pay that is otherwise excluded from gross income under I.R.C. § 112 (combat zone tax exclusion) as earned income for purposes of the earned income credit.  If the taxpayer makes this electio...


	2. Earned income does not include Temporary Assistance for Needy Families (TANF) (formerly known as AFDC), interest, dividends, social security payments, pensions or annuities, Veteran’s benefits, and variable housing allowances.
	a. In a Service Center advice, the IRS concluded that jury fees are not earned income for purposes of the EIC.  IRS Service Center Advice, 2000-28-035 (June 14, 2000), https://www.irs.gov/pub/irs-wd/0028034.pdf.
	(1) For jury fees to be earned income for the EIC, the payments must either be an employee’s wages, salary, tips, or other compensation, or be a self-employed individual’s net earnings from self-employment.
	(2) The IRS determined that jurors are not employees and, thus, amounts paid to them for services performed are not wages, salaries, tips, or other employee compensation.  The IRS also concluded that amounts paid to jurors are not net earnings from se...

	b. Foster care payments excluded from income under I.R.C. § 131 are not earned income for purposes of the EIC.

	3. Qualifying child.  I.R.C. § 32(c)(3).
	a. Three Part Test:  Relationship, Age, Residency
	b. Relationship:  Taxpayer’s son, daughter, adopted child, grandchild, stepchild, eligible foster child, or a descendant of any of them;  or taxpayer’s brother, sister, half-sister, half-brother, stepbrother, stepsister, or a descendant of any of them.
	(1) Eligible foster child for purposes of qualifying child for the EIC is a child placed with the taxpayer by an authorized placement agency and who is cared for as the taxpayer’s own child.
	(2) An adopted child includes a child lawfully placed with you for a legal adoption.

	c. Age:
	(1) The child must be under the age of 19 at the end of the tax year or under 24 and a full time student,
	(2)  Any age if permanently and totally disabled, and
	(3) Younger than the person claiming the child.

	d. Residency:  The qualifying child must have lived in the taxpayer’s main home within the United States (generally not Puerto Rico or United States possessions for most taxpayers, but see below) for more than 6 months of the year.
	(1) Taxpayer may still satisfy this requirement if away from home on a temporary absence due to special circumstance.
	(2) Temporary absence examples:
	(a) illness,
	(b) attending school,
	(c) business,
	(d) military service.

	(3) For purposes of determining whether a qualifying child meets the residence test, the principal place of abode shall be treated as in the United States for any period during which a member of the Armed Forces is stationed outside the United States ...
	(4) Servicemembers on extended active duty (more than 90 days) are deemed within the United States for purposes of the EIC.  Pub. 596, Rule 14.

	e. The qualifying child cannot have filed a joint return other than to claim a refund.


	E. Computing the EIC.
	1. The credit is determined by multiplying an individual’s earned income that does not exceed a maximum amount (called earned income amount) by the applicable credit percentage.  The credit is reduced by a limitation amount determined by multiplying t...

	F. Claiming the EIC:
	1. Use the Schedule EIC to see if eligible for the credit.  The credit amounts are determined based on worksheets in the Form 1040 instructions.

	G. No credit is allowed if the taxpayer has investment income over $3,500 for the tax year 2018.  I.R.C. § 32(i)(1).
	1. Disqualified income means:
	a. Interest or dividends to the extent includable in gross income.  I.R.C. § 32(i)(2)(A);
	b. Tax exempt interest.  I.R.C. § 32(i)(2)(B);
	c. The excess of gross income from nonbusiness rents or royalties over the sum of the noninterest deductions that are clearly and directly allocable to that gross income and the interest deductions properly allocable to the gross income.  I.R.C. § 32(...
	d. The taxpayer’s capital gain net income for the year.  I.R.C. § 32(i)(2)(D);
	e. The excess of the aggregate income from all passive activities for the year over the aggregate losses from all passive activities for the tax year.  I.R.C. § 32(i)(2)(E).

	2. A child’s interest, dividends, and capital gain distributions are considered to be the parent’s interest, dividends, and capital gain distributions for earned income credit purposes if the parent elects to include them on his federal tax return.  P...

	H. Improper Claims of the EIC
	1. No credit is allowed (i) for 10 years after a year in which the taxpayer was determined to have made a fraudulent claim of the EIC; or (ii) for two years after a year in which the taxpayer’s wrongful claim of the EIC was due to reckless or intentio...
	2. If the EIC is denied under deficiency procedures, no credit is allowed for any later tax year unless the taxpayer provides information the IRS requires demonstrating eligibility.  I.R.C. § 32(k).


	XIII. CONCLUSION.

	Chapter L - 2018 Income Tax Deskbook - Sale of Rental Property
	I. references:
	A. Internal Revenue Code of 1986.
	B. Treasury Regulations.
	C. IRS Publications.
	1. Pub. 523, Selling Your Home.
	2. Pub. 527, Residential Rental Property.
	3. Pub. 530, Tax Information for First-Time Homeowners.
	4. Pub. 534, Depreciating Property Placed in Service Before 1987.
	5. Pub. 537, Installment Sales.
	6. Pub. 544, Sales and Other Dispositions of Assets.
	7. Pub. 551, Basis of Assets.
	8. Pub 946, How to Depreciate Property.


	II. Introduction.
	III.  GAIN, LOSS, AND OTHER USEFUL DEFINITIONS.
	A. Gain:  The amount realized from the sale or exchange of property that is more than the adjusted basis.
	B. Loss:  The adjusted basis of the property that is more than the amount realized.
	C. Basis:  The amount from which gain or loss is determined.  The original basis of a home is its cost (purchase price) including any debt assumed or incurred.  (I.R.C. § 1012).  If the home was constructed, its original basis is the cost of land plus...
	D. Adjusted Basis:  The adjusted basis of property is the original cost or other basis plus certain additions and minus certain deductions, such as depreciation and casualty losses.  (I.R.C. § 1016)
	E. Amount realized:  The amount realized from a sale or exchange is the total of all money received plus the fair market value of all property or services received.  The amount realized also includes any liabilities that were assumed by the buyer and ...
	F. Amount recognized:  That portion of an amount realized, which bears some economic or tax consequence.  Gain or loss realized from a sale or exchange of property is usually a recognized gain or loss for tax purposes.  Recognized gains must be includ...
	G. Fair market value:  The price at which property would change hands between a willing buyer and a willing seller, neither having to buy or sell, and both having reasonable knowledge of the relevant facts.

	IV.  How To Figure Gain or Loss.
	A. To figure the gain or loss on the sale of a main home, the taxpayer must know the selling price, the amount realized, and the adjusted basis.
	1. Selling price.
	a. The selling price is the total amount the taxpayer receives for his home.  It includes money, all notes, mortgages, or other debts assumed by the buyer as part of the sale, and the fair market value of any other property or any services you receive.
	b. The selling price of the home does not include amounts received for personal property sold with the home.  Personal property is property that is not a permanent part of the home.  Examples are furniture, draperies, and lawn equipment.  Separately s...
	c. Payment by employer.  The home may be sold because of a job transfer.  If the employer pays for a loss on the sale or for selling expenses, do not include the payment as part of the selling price.  The employer will include it in box 1 of the Form ...

	2. Amount realized.
	a. The amount realized is the selling price minus selling expenses.
	b. Selling expenses include commissions, advertising fees, legal fees, and loan charges paid by the seller, such as loan placement fees or “points.”

	3. Adjusted basis.  While the taxpayer owns the home, he may have made adjustments (increases or decreases) to the basis.  This adjusted basis is used to figure gain or loss on the sale of your home.

	B. Amount of gain or loss.
	1. If the amount realized is more than the adjusted basis, the difference is a gain and, except for any part that may be excluded, generally is taxable.
	2. If the amount realized is less than the adjusted basis, the difference is a loss.  A loss on the sale of a main home cannot be deducted.  (I.R.C. § 165, Treas. Reg. § 1.165-9).
	3. Jointly owned home.
	a. If the taxpayer and his spouse sell a jointly owned home and file a joint return, they figure the gain or loss as one taxpayer.
	b. If the taxpayers file separate returns, each must figure their own gain or loss according to the individual ownership interest in the home.  State law determines ownership interest.
	c. If the taxpayer and a joint owner other than the spouse sell a jointly owned home, then each of must figure their own gain or loss according to the individual ownership interest in the home.


	C. Basis.
	1. Cost as Basis.  (I.R.C. § 1012)  The cost of property is the amount paid for it in cash, debt obligations, or other property.
	a. Cost basis includes the purchase price and certain settlement or closing costs.  The purchase price includes the down payment and any debt, such as a first or second mortgage or notes given the seller in payment for the home.
	b. Settlement fees or closing costs.
	(1) Include in basis the settlement fees and closing costs paid for buying the home.  Do not include in basis the fees and costs for getting a mortgage loan.  A fee for buying the home is any fee you would have had to pay even if you paid cash for the...
	(2) Settlement fees do not include amounts placed in escrow for the future payment of items such as taxes and insurance.
	(3) Settlement fees or closing costs that can be included in the basis of the property are:
	(a) Abstract fees (abstract of title fees),
	(b) Charges for installing utility services,
	(c) Legal fees (including fees for the title search and preparing the sales contract and deed),
	(d) Recording fees,
	(e) Survey fees,
	(f) Transfer taxes,
	(g) Owner's title insurance, and
	(h) Any amounts the seller owes that the buyer agrees to pay, such as:
	(i) Certain real estate taxes,
	(ii) Back interest,
	(iii) Recording or mortgage fees,
	(iv) Charges for improvements or repairs, and
	(v) Sales commissions.


	(4) Settlement fees and closing costs not included in basis are:
	(a) Fire insurance premiums,
	(b) Rent for occupancy of the house before closing,
	(c) Charges for utilities or other services related to occupancy of the house before closing,
	(d) Any fee or cost that you deducted as a moving expense (allowed for certain fees and costs before 1994),
	(e) Charges connected with getting a mortgage loan, such as:
	(i) Mortgage insurance premiums (including VA funding fees),
	(ii) Loan assumption fees,
	(iii) Cost of a credit report, and
	(iv) Fee for an appraisal required by a lender, and

	(f) Fees for refinancing a mortgage.


	c. Construction.  If the taxpayer contracted to have the house built on land owned by the taxpayer, the basis is:
	(1) The cost of the land, plus
	(2) The amount it cost to complete the house, including:
	(a) The cost of labor and materials,
	(b) Any amounts paid to a contractor,
	(c) Any architect's fees,
	(d) Building permit charges,
	(e) Utility meter and connection charges, and
	(f) Legal fees directly connected with building the house.

	(3) Cost includes down payment and any debt, such as a first or second mortgage or notes given the seller or builder.  It also includes certain settlement or closing costs.
	(4) Self built.  If the taxpayer built all or part of the house himself, its basis is the total amount it cost to complete the home.  Do not include in the cost of the house:
	(a) The value of the taxpayers own labor, or
	(b) The value of any other labor the taxpayer did not pay for.



	2. Basis Other Than Cost.  (Generally)
	a. Home received as gift. (I.R.C. § 1015)
	(1) The donee acquires the adjusted basis of the donor.
	(2) Exception:
	(a) If using the donor’s adjusted basis results in a loss upon sale of the home, the donee must use the home’s fair market value at time of transfer as the basis for the sale.
	(b) If using the fair market value results in a gain (while using the donor’s adjusted basis would have resulted in a loss), then the donee recognizes neither a gain nor a loss upon the sale.


	b. Home received from spouse/incident to divorce.  (I.R.C. § 1041)
	(1) If received after July 18, 1984,
	(a) No gain or loss on the transfer is recognized.
	(b) Basis in this home is generally the same as spouse's (or former spouse's) adjusted basis just before the property is received.  This rule applies even if received in exchange for cash, the release of marital rights, the assumption of liabilities, ...

	(2) Transfers before July 19, 1984, in exchange for release of marital rights, basis in the home is generally its fair market value at the time it is received.

	c. Home received as inheritance.  (I.R.C. § 1014)
	(1) Generally,
	(a) The basis is its fair market value on the date of the decedent's death, or
	(b) The later alternate valuation date if that date was used for federal estate tax purposes.
	(c) If an estate tax return was filed, the value listed there for the property generally is your basis.
	(d) If a federal estate tax return did not have to be filed, the donee’s basis in the home is the same as its appraised value at the date of death for purposes of state inheritance or transmission taxes.

	(2) Surviving spouse.  (I.R.C. §§ 1015, 2040)
	(a) A surviving spouse, who owned the home jointly with the decedent spouse, acquires a basis equal to:
	(i) Basis for the half interest that the decent spouse owned will be one-half of the fair market value on the date of death (or alternate valuation date),
	(ii) The basis in the surviving spouse’s half will remain one-half of the adjusted basis determined previously.



	d. Community property.  (I.R.C. § 1015)
	(1) In community property states (Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and Wisconsin), each spouse is usually considered to own half of the community property.
	(2) When either spouse dies, the fair market value of the community property generally becomes the basis of the entire property, including the part belonging to the surviving spouse.
	(3) For this to apply, at least half the value of the community property interest must be includible in the decedent's gross estate, whether or not the estate must file a return.



	D. Adjusted Basis (I.R.C. § 1016)
	1. Adjusted basis is the original basis increased or decreased by certain amounts.
	a. Increases to basis, include any:
	(1) Improvements that have a useful life of more than 1 year,
	(2) Additions,
	(3) Special assessments for local improvements, and
	(4) Amounts spent after a casualty to restore damaged property.

	b. Decreases to basis, include any:
	(1) Gain postponed from the sale of a previous home before May 7, 1997,
	(2) Deductible casualty losses,
	(3) Insurance payments you received or expect to receive for casualty losses,
	(4) Payments you received for granting an easement or right-of-way,
	(5) Depreciation allowed or allowable if the home is used for business or rental purposes,
	(6) Residential energy credit (generally allowed from 1977 through 1987) claimed for the cost of energy improvements that you added to the basis of the home,
	(7) Adoption credit claimed for improvements added to the basis of the home,
	(8) Nontaxable payments from an adoption assistance program of the employer used for improvements added to the basis of the home,
	(9) First-time homebuyers credit (allowed to certain first-time buyers of a home in the District of Columbia), and
	(10) Energy conservation subsidy excluded from the taxpayer’s gross income because he received it (directly or indirectly) from a public utility after 1992 to buy or install any energy conservation measure.  An energy conservation measure is an instal...



	E. Disposition of partial interest – special rule.  (I.R.C. § 1001(e))
	1. A life tenant, a tenant for a term of years, or an income beneficiary of a trust is generally entitled to capital gain on sale of that interest.
	2. However, where the interest was acquired by gift, from a decedent, by a transfer in trust or by a transfer from a spouse (or a former spouse incident to divorce), that part of the basis that's determined under the Code rules for those types of acqu...


	V. homes qualifying for exclusion under I.R.C. §121.
	A. The taxpayer may be able to exclude any gain from income up to a limit of $250,000 ($500,000 on a joint return in most cases).
	1. If all of the gain can be excluded, the taxpayer need not report the sale on the tax return.
	2. If there is gain that cannot be excluded, it is taxable.  Report it on Form 8949 and Schedule D (Form 1040).

	B. Maximum Amount of Exclusion.  The taxpayer may be able to exclude the entire gain on the sale of his main home up to:
	1. $250,000, or
	2. $500,000 if all of the following are true.
	a. He is married and files a joint return for the year.
	b. Either the taxpayer or his spouse meets the ownership test.
	c. Both the taxpayer and his spouse meet the use test.
	d. During the 2-year period ending on the date of the sale, neither the taxpayer nor his spouse excluded gain from the sale of another home.
	e. The gain is not allocable to a period of “nonqualified use.”  (I.R.C. §121(b)(4)(C)).  Gain allocable to periods of nonqualified use will be taxable and treated as capital gain


	C. Reduced Maximum Exclusion.
	1. The taxpayer can claim an exclusion, but the maximum amount of gain you can exclude will be reduced, if either of the following is true.
	a. The taxpayer did not meet the ownership and use tests for a home sold due to:
	(1) A change in health,
	(2) A change in place of employment, or
	(3) Unforeseen circumstances, to the extent provided in regulations.

	b. The exclusion would have been disallowed because of use of the exclusion during the preceding 2-year period, except that the taxpayer sold the home due to:
	(1) A change in health,
	(2) A change in place of employment, or
	(3) Unforeseen circumstances, to the extent provided in regulations.



	D. Nonqualified Use.  The period of time during which the property was not used as a principal residence.
	1. Occurs after December 31, 2008.
	2. Does not include the portion of the five-year period ending on the date of sale after the date the property is last used as the principal residence.
	3. Does not include any period (up to 10 years) during which the military member is serving on qualified official extended duty (active duty) at least 50 miles from the property pursuant to military orders.
	4. Does not include any other period of temporary absence (up to 2 years) due to change of employment, health, or other unforeseen circumstances.

	E. Special Situation.  Exclusion not allowed in certain cases involving a like-kind exchange (I.R.C. § 1031).  The exclusion is not allowed if:
	1. The taxpayer acquired the home in a like-kind exchange, and
	2. The home was sold
	a. After October 22, 2004, and
	b. During the 5-year period beginning with the date the taxpayer acquired the home.


	F. Availability of homesale exclusion, where part of home was used for business or rental purposes.
	1. Some taxpayers use part of their homes for business or rental purposes.  For example, a professional such as an attorney, accountant, or doctor may use part of his home for business purposes, or the owner of a multi-story home may rent out a floor ...
	2. If a home that was mixed-use (residence and nonresidence) property is not used entirely as a principal residence for at least two of the five years ending on the sale date, then the issue of how much of the gain may be excluded under I.R.C § 121 tu...
	a. If the non-residence use of the property took place within the dwelling unit, all of the gain (except for the gain representing post-May 6, '97 depreciation) is eligible for the homesale exclusion.
	b. If the non-residence use of the property took place outside of the dwelling unit, then only the gain attributable to the dwelling-unit portion is eligible for the homesale exclusion (Treas. Reg. § 1.121-1 (e)(1)).

	3. Availability of homesale exclusion where non-residence use of home occurred in the dwelling unit.
	a. If a home that was mixed-use (residence and non-residence) property is not used entirely as a principal residence for at least two of the five years ending on the sale date, the entire property nonetheless is treated as a residence for I.R.C § 121 ...
	b. That means none of the gain on the sale of the home is allocated to the non-residence use and all of the gain is eligible for the exclusion (if the taxpayer otherwise meets the requirements), except for depreciation attributable to post-May 6, '97,...
	c. For purposes of the homesale exclusion rules, a dwelling unit means a house, apartment, condominium, mobile home, boat or similar property, but does not include appurtenant structures (e.g., a detached garage, guesthouse, or barn). (Treas. Reg. § 1...
	d. If depreciation deductions were allowed or allowable because the home was used for business purposes or as rental property, the taxpayer cannot exclude the part of gain equal to any depreciation allowed or allowable as a deduction for periods after...
	e. Under I.R.C § 280A(c)(1), depreciation deductions for business use of a dwelling unit are available only if part of the dwelling unit is used regularly and exclusively as the principal place of a taxpayer's trade or business, or as a place to meet ...

	4. Homesale gain allocated where nonresidence use of home occurred outside of the dwelling unit.  Gain on the sale of a mixed-use home must be allocated between the principal-residence portion and the non-principal-residence portion if:
	a. The entire home was not used entirely as a principal residence for at least two of the five years ending on the sale date, and
	b. The nonresidence (i.e., business or rental) use of the property occurred outside the dwelling unit
	c. Only the gain attributable to the principal-residence-portion of the property (the portion used as a principal residence for at least two of the five years ending with the sale date) may be excluded under I.R.C § 121. (Treas. Reg. § 1.121-1(e)(1)).

	5. Depreciation deductions claimed on the nondwelling-unit portion of the property are not taken into account when applying the rule that denies the I.R.C. § 121 exclusion for post-May 6, '97 depreciation.  (Treas. Reg. § 1.121-1(d)(1)).
	6. How gain is allocated.
	a. To determine the amount of gain allocable to the residential and non-residential portions of the property, the taxpayer must allocate basis and amount realized between the residential and the non-residential portions using the same method of alloca...
	b. To determine the depreciable portion of a property used partially for business or rental purposes from the time it was purchased, a taxpayer must first allocate the purchase price between the improvements and the land. This allocation generally is ...
	c. When a property used entirely as a residence is converted to business or rental use, then for purposes of calculating losses or depreciation (but not for purposes of calculating gain) the basis for the property on the date of its conversion is the ...


	G. Reporting the Gain
	1. Do not report the sale of a main home on the taxpayer’s tax return unless:
	a. He has a gain and does not qualify to exclude all of it, or
	b. He has a gain and chooses not to exclude it.

	2. If there is any taxable gain on the sale of the main home that cannot be excluded, report the entire gain realized on Form 8949 and Schedule D (Form 1040).
	a. If the taxable gain is short term
	(1) On Form 8949, immediately above line 1, check Block C.
	(2) Report the sale on line 1.  Enter “H” in column (b).
	(3) Report the gross sales price (not reduced for expenses of sale) in column (e).
	(4) Enter the amount of gain to be excluded PLUS the expenses of sale in parenthesis in column (g).
	(5) Then, report the totals from line 2 to Schedule D (Form 1040), line 3.

	b. If the taxable gain is long term
	(1) On Form 8949, immediately above line 3, check Block C.
	(2) Report the sale on line 3.  Enter “H” in column (b).
	(3) Report the gross sales price (not reduced for expenses of sale) in column (e).
	(4) Enter the amount of gain to be excluded PLUS the expenses of sale in parenthesis in column (g).
	(5) Then, report the totals from line 4 to Schedule D (Form 1040), line 10.


	3. Report the taxable gain on the non-residential business portion of the home on Form 4797.


	VI. examples – Homes QUALIFYING under i.r.c. § 121.
	A. Qualifying under I.R.C. § 121. Owned and occupied at time of sale after a period of rental.  No business or rental use in the year of sale.  Reporting nonqualified use and post-May 6, 1997 depreciation.  A comprehensive example follows.
	B. Qualifying under I.R.C. § 121. Owned and occupied, but with partial business use at the time of sale.  Reporting business gain/loss and post May 6, 1997 depreciation.
	1. The Code Sec. 121 exclusion does not apply to the gain allocable to any portion (separate from the dwelling unit) of property sold or exchanged with respect to which a taxpayer does not satisfy the use requirement. Thus, if a portion of the propert...
	2. If the depreciation for periods after May 6, '97, attributable to the nonresidential portion of the property (see below) exceeds the gain allocable to the non-residential portion of the property, the excess does not reduce the I.R.C § 121 exclusion...
	3. If a taxpayer sells the entire property, he treats the transaction as the sale of two properties. The sale of the portion of the property used for business or rental is reported on Form 4797.
	4. In order to determine the amounts to report on Form 4797, the taxpayer has to divide the selling price, selling expenses, and basis between the part of the property used for business or rental and the part used as a home. In the same way, if the ta...
	5. Allocation is no longer required when business use occurs within the dwelling unit.
	6. However, allocation is required when business use occurs outside of the dwelling unit.  The example that follows depicts the method of allocation appropriately.  However, you should assume that the business use occurred outside of the dwelling unit.

	C. Qualifying under I.R.C. § 121.  Owned and vacated, held out as a rental at time of sale.  Reporting business gain/loss and post May 6, 1997 depreciation.
	1. Fact pattern:
	2. If the taxpayer used the home to produce rental income during the year of sale, the taxpayer must use Form 4797, Sale of Business Property, to report the sale of the business of rental part of the (or the sale of the entire property if used entirel...
	a. If the property was used for business or to produce rental income and was also owned and used as the taxpayer’s home during the 5-year period ending on the date of sale, the taxpayer may be able to exclude part of all of the gain figured on Form 4797.
	b. Property held more than one year.
	(1) Complete Part III of Form 4797 to determine the gain.
	(2) Do not take the exclusion arising from I.R.C. § 121 into account when determining the gain on line 24 of Form 4797.
	(3) If the depreciation entered on line 22 of Form 4797 includes depreciation taken for periods after May 6, 1997, the taxpayer cannot exclude gain to the extent of such depreciation.
	(4) On line 2 of Form 4797, write “Section 121 Exclusion,” and enter the amount of the exclusion as a loss in column (g).

	c. Property held less than one year.  Report the sale and amount of the exclusion, if any, in a similar manner on line 10 of Form 4797.
	d. For example, see previous example.  Report in a similar fashion using Form 4797, Form 8949, and Form 1040-Schedule D.



	VII. property not qualifying for exclusion under I.R.C. § 121.
	A. Introduction:  Sale of rental property, which does not qualify for capital gain exclusion under I.R.C. § 121, is generally treated as the sale of business property.  The gain from the sale of business property is taxable to the seller as income.
	B. Ordinary or Capital Gain or Loss for Business Property
	1. When the taxpayer disposes of business property, the taxable gain or loss is usually a section 1231 gain or loss.  Its treatment as ordinary or capital is determined under rules for section 1231 transactions.
	2. When the taxpayer disposes of depreciable property (section 1245 property or section 1250 property) at a gain, he may have to recognize all or part of the gain as ordinary income under the depreciation recapture rules.

	C. Section 1231 Gains and Losses
	1. Section 1231 gains and losses are the taxable gains and losses from section 1231 transactions.  Their treatment as ordinary or capital depends on whether you have a net gain or a net loss from all your section 1231 transactions.
	2. Caution.  If there is a gain from a section 1231 transaction, first determine whether any of the gain is ordinary income under the depreciation recapture rules (explained later).  Do not take that gain into account as section 1231 gain.
	3. Section 1231 transactions:  The following transactions result in gain or loss subject to section 1231 treatment.
	a. Sales or exchanges of real property or depreciable personal property.  This property must be used in a trade or business and held longer than 1 year. Generally, property held for the production of rents or royalties is considered to be used in a tr...
	b. Sales or exchanges of leaseholds. The leasehold must be used in a trade or business and held longer than 1 year.
	c. Sales or exchanges of cattle and horses. The cattle and horses must be held for draft, breeding, dairy, or sporting and held for 2 years or longer.
	d. Sales or exchanges of other livestock. This livestock does not include poultry. It must be held for draft, breeding, dairy, or sporting and held for 1 year or longer.
	e. Sales or exchanges of unharvested crops.
	f. Cutting of timber or disposal of timber, coal, or iron ore.
	g. Condemnations.
	h. Casualties and thefts. These must have been a casualty to or theft of business property, property held for the production of rents and royalties, or investment property (such as notes and bonds).  The property must have been held longer than 1 year.

	4. Treatment as Ordinary or Capital.
	a. Combine all § 1231 gains and losses for the year.
	b. If net § 1231 loss, it is an ordinary loss.
	c. If net § 1231 gain,
	(1) Ordinary up to amount of nonrecaptured § 1231 losses from previous years,
	(2) The rest, if any, is long term capital gain



	D. Depreciation Recapture.
	1. If the taxpayer disposes of depreciable or amortizable property at a gain, he may have to treat all or part of the gain (even if otherwise nontaxable) as ordinary income.
	a. To figure any gain that must be reported as ordinary income, the taxpayer must keep permanent records of the facts necessary to figure the amount of depreciation or amortization allowed or allowable on the property.  This includes the date and mann...
	b. On property acquired in a nontaxable exchange or as a gift, the records must also indicate the following information.
	(1) Whether the adjusted basis was figured using depreciation or amortization you claimed on other property.
	(2) Whether the adjusted basis was figured using depreciation or amortization another person claimed.


	2. Section 1245 Property.
	a. A gain on the disposition of section 1245 property is treated as ordinary income to the extent of depreciation allowed or allowable on the property.
	b. Any gain recognized that is more than the part that is ordinary income from depreciation is a section 1231 gain.
	c. Generally, section 1245 property includes personal property (either tangible or intangible) that is or has been subject to an allowance for depreciation or amortization.  .
	d. Section 1245 property does not include buildings and structural components.

	3. Section 1250 Property.
	a. Gain on the disposition of section 1250 property is treated as ordinary income to the extent of additional depreciation allowed or allowable on the property.  Additional depreciation on section 1250 property is addressed later in this outline.
	b. There will not be additional depreciation if any of the following conditions apply.
	(1) The taxpayer figured depreciation for the property using the straight-line method or any other method that does not result in depreciation that is more than the amount figured by the straight-line method and the property was held longer than a year.
	(2) The taxpayer chose the alternate ACRS method for the types of 15-, 18-, or 19-year real property covered by the section 1250 rules.
	(3) The taxpayer disposed of residential rental property or nonresidential real property placed in service after 1986 (or after July 31, 1986, if the choice to use MACRS was made).  These properties are depreciated using the straight-line method.

	c. Section 1250 property includes all real property that is subject to an allowance for depreciation and that is not and never has been section 1245 property.  It includes a leasehold of land or section 1250 property subject to an allowance for deprec...

	4. Gain Treated as Ordinary Income
	a. To find what part of the gain from the disposition of section 1250 property is treated as ordinary income, follow these steps.
	(1) In a sale, exchange, or involuntary conversion of the property, figure the amount realized that is more than the adjusted basis of the property.  In any other disposition of the property, figure the fair market value that is more than the adjusted...
	(2) Figure the additional depreciation for the periods after 1975.
	(3) Multiply the lesser of (1) or (2) by the applicable percentage, discussed later. Stop here if this is residential rental property or if (2) is equal to or more than (1).  This is the gain treated as ordinary income because of additional depreciati...
	(4) Subtract (2) from (1).
	(5) Figure the additional depreciation for periods after 1969 but before 1976.
	(6) Add the lesser of (4) or (5) to the result in (3). This is the gain treated as ordinary income because of additional depreciation.
	(7) Use Part III, Form 4797, to figure the ordinary income part of the gain.


	5. Additional Depreciation
	a. If the taxpayer held section 1250 property longer than 1 year, the additional depreciation is the actual depreciation adjustments that are more than the depreciation figured using the straight-line method.
	b. If the taxpayer held section 1250 property for 1 year or less, all the depreciation is additional depreciation.
	c. The taxpayer will have additional depreciation if he used the regular ACRS method, the declining balance method, the sum-of-the-years-digits method, the units-of-production method, or any other method of rapid depreciation.  The taxpayer will also ...
	d. Additional depreciation includes all depreciation adjustments to the basis of section 1250 property whether allowed to the taxpayer or another person (as for carryover basis property).
	e. Depreciation allowed or allowable.  The greater of depreciation allowed or allowable (to any person who held the property if the depreciation was used in figuring its adjusted basis in your hands) is generally the amount to use in figuring the part...
	f. Figuring straight-line depreciation.
	(1) The useful life and salvage value the taxpayer would have used to figure straight line depreciation are the same as those used under the depreciation method actually used.
	(2) If the tax payer did not use a useful life under the depreciation method actually used (such as with the units-of-production method) or if you did not take salvage value into account (such as with the declining balance method), the useful life or ...
	(3) Salvage value and useful life are not used for the ACRS method of depreciation.  Figure straight line depreciation for ACRS real property by using its 15-, 18-, or 19-year recovery period as the property's useful life.

	g. Applicable Percentage
	(1) The applicable percentage used to figure the ordinary income because of additional depreciation depends on whether the real property disposed of is nonresidential real property or residential rental property.  The percentages for these types of re...
	(a) Nonresidential real property - the applicable percentage for periods after 1969 is 100%.  For periods before 1970, the percentage is zero and no ordinary income because of additional depreciation before 1970 will result from its disposition.
	(b) Residential rental property (80% or more of the gross income is from dwelling units) other than low-income housing, - the applicable percentage for periods after 1975 is 100%.  The percentage for periods before 1976 is zero.  Therefore, no ordinar...





	VIII. example:  sale of Property Depreciated Under The modified Accelerated Cost Recovery System (mACRS).
	A. Background:  Property depreciated after 1986 is depreciated using the Modified Accelerated Cost Recovery System (MACRS).  Gain from property sold after being depreciated under MACRS is divided into two components and taxed at two different rates:
	1. The portion of the gain attributable to “straight line” depreciation is generally taxed as unrecaptured I.R.C. § 1250 property at a 25% tax rate.
	2. The remaining gain, normally attributable to appreciation, is taxed at the long-term capital gains rate of 20%.

	B. The mechanics are as follows:
	1. Begin with Form 4797.  Report the sale of land in Section I (since it was not depreciable) see the Instructions to Form 4797, page 1.
	2. Enter the sale of the structure in Section III of Form 4797.
	a. Line 19 is the description of the property.
	b. Line 20 - enter the gross sales price.
	c. Line 21 is the cost basis of the property.
	d. Line 22 is the allowed or allowable depreciation.  This will be the total depreciation taken on the property under MACRS.
	e. Line 23 is simple math (subtract line 22 from line 21) to determine the basis adjusted for depreciation as required by I.R.C. § 1016.
	f. Line 24 is the gain from the sale of the property.

	3. Next turn to the Summary of Part III - lines 30, 31, & 32.
	a. Line 30 is the total gain.
	b. Line 32 is simple math.

	4. Transfer the amount from Line 32 to Part I, Line 6.
	5. Follow the instructions in Parts I.  The amount in Part I will go to Line 11 on the Schedule D.
	6. The amount going to the Schedule D requires more effort.
	a. Particularly, focus on Line 25 of Part IV of Schedule D.  This is “Unrecaptured Section 1250 Property.”
	b. Complete the Unrecaptured Section 1250 Property worksheet in the Schedule D instructions.  The worksheet is straight forward, and the result is the straight-line component of the depreciation will go on Schedule D, Line 19.  Simply work the rest of...

	7. For more information or further clarification, see Pub. 544, Pub. 534, Form 4797 and instructions and Schedule D and instructions.


	IX. example:  sale of Property Depreciated Under The Accelerated Cost Recovery System (ACRS).
	A. Background:  Property depreciated after 1980, but prior to 1987, is depreciated using the Accelerated Cost Recovery System (ACRS).  Gain from property sold after being depreciated under ACRS will be divided into three components and taxed at three ...
	1. The portion of the gain attributable to “additional depreciation” is taxed as ordinary income.  This is the “recaptured” component of the gain.
	2. The portion of the gain attributable to “straight line” depreciation is generally taxed as unrecaptured I.R.C. § 1250 property at a 25% tax rate.
	3. The remaining gain, normally attributable to appreciation, is taxed at the long-term capital gains rate of 15%.

	B. The mechanics (using Tax Year 2002 Forms) are as follows:
	1. Begin with Form 4797.  Report the sale of land in Section I (since it was not depreciable) see the Instructions to Form 4797, page 1.
	2. Enter the sale of the structure in Section III of Form 4797.
	a. Line 19 is the description of the property.
	b. Line 20 - enter the gross sales price.
	c. Line 21 is the cost basis of the property.
	d. Line 22 is the allowed or allowable depreciation.  This will be the total depreciation taken on the property under ACRS.
	e. Line 23 is simple math (subtract line 22 from line 21) to determine the basis adjusted for depreciation as required by I.R.C. § 1016.
	f. Line 24 is the gain from the sale of the property.
	g. Go to Line 26.  Real property is section 1250 property.  Section 1250 property includes all real property that is subject to an allowance for depreciation.  (See Pub. 544, page 24).
	h. On Line 26a you will enter the “additional depreciation.”  This is the amount of the actual depreciation adjustment that is more than the depreciation figure using the straight-line method.  (e.g., Actual (ACRS) Depreciation LESS Straight-Line Depr...
	i. Line 26b.  The applicable percentage for residential rental property for periods after 1975 is 100%.  So multiply the smaller of Line 24 - capital gain - or Line 26a - additional depreciation - by 100%.  In the example above, multiply $6,115.19 by ...
	j. Line 26c is again simple subtraction.  Skip lines 26d, 26e, since the property is residential rental property, and line 26f, assuming your client is not a corporation.
	k. Line 26g simple math.  You will merely carry the amount from Line 26b down to Line 26g.

	3. Next turn to the Summary of Part III - lines 30, 31, & 32.
	a. Line 30 is the total gain.
	b. Line 31 is the amount from Line 26g
	c. Line 32 is again simple math.

	4. Transfer the amount from Line 31 to Part II Line 13 - the ordinary gains and losses.
	5. Transfer the amount from Line 32 to Part I, Line 6.
	6. Follow the instructions in Parts I and II.
	a. The amount from Line 9 in Part I will go to Line 11, Column f on the Schedule D.
	b. The amount from Part II will go the Form 1040, Line 14.  The figure going to Line 14, Form 1040 will be self-explanatory.  This amount is taxed as a component of ordinary income.
	c. The amount going to the Schedule D requires more effort.  Particularly, focus on Line 19 of Part IV of Schedule D.  This is “Unrecaptured Section 1250 Property.”  Complete the Unrecaptured Section 1250 Property worksheet in the Schedule D instructi...

	7. For more information or further clarification, see Pub. 544 (pages 24 & 25); Pub. 534 (page 19); Form 4797 and instructions and Schedule D and instructions.

	C. ACRS Property and I.R.C. § 121
	1. The taxpayer will be allowed to escape capital gain, including recapture on pre-May 7, 1997, depreciation, if he owns the home and he uses it as his principal residence for two of the 5 years preceding sale.  All depreciation will be considered in ...
	2. Note that neither I.R.C. 121 nor the regulations make any distinction about the method of depreciation used.  They merely provide that the exclusion is reduced by post-May 6, 1997 depreciation.  Depreciation taken after May 6, 1997, is treated as u...
	3. If any portion of the property were not used wholly as a principal residence for two of the five years preceding sale, e.g., a home that is part residence and part law office.  The business portion would then be entered on a Form 4797 and taxed as ...


	X. STRATEGIES TO POSTPONE OR AVOID GAIN.
	A. Like-Kind Exchange.  Under section 1031 of the I.R.C., no gain or loss is recognized when real property held for productive use in a trade or business or for investment is exchanged for property of a like kind.
	1. Almost any exchange of real estate held for business or investment qualifies as like-kind property.  For example, an exchange of a store for an apartment building would qualify.
	2. If the taxpayer receives something of value that doesn’t qualify for like-kind treatment, any gain resulting from the transaction is taxable (to the extent of the value of the non-qualifying property) but any loss resulting from the transaction is ...
	3. Qualified intermediary.  Taxpayers may transfer and receive property through a qualified intermediary (e.g., a real estate broker who locates and acquires like-kind property for the exchange) and still qualify for nonrecognition treatment.
	a. A direct sale of property followed by a purchase of property of a like-kind never qualifies for nonrecognition of gain or loss under section 1031.
	b. Taxpayers may transfer property to a real estate broker and the real estate broker may acquire property for the taxpayer, transfer the property to the taxpayer, and the transaction will qualify for like-kind treatment.  See Treas. Reg. §1.1031(k)-1...


	B. Reconvert to Principal Residence
	1. A taxpayer may use revised section 121 to exclude some gain (other than for nonqualified use or from post-May 6, 1997 depreciation) from the sale of a rental property if they move back into it and use it as a principal residence for at least two of...
	2. This method is significantly less effective than in prior years due to the requirement to account for and pay tax on gain related to periods of nonqualified gain.
	3. Depreciation taken after May 6, 1997 is not excludable under revised section 121.


	XI. conclusion.

	Chapter M - 2018 Income Tax Deskbook - Tax Aspects of Real Property
	I. REFERENCES.
	A. Internal Revenue Code of 1986.
	B. Taxpayer Relief Act of 1997.
	C. American Recovery and Reinvestment Tax Act of 2009.
	D. Treasury Regulations.
	E. IRS Publications.
	1. Pub. 523, Selling Your Home.
	2. Pub. 527, Residential Rental Property.
	3. Pub. 530, Tax Information for First-Time Homeowners.
	4. Pub 534, Depreciating Property Placed in Service Before 1987.
	5. Pub. 535, Business Expenses.
	6. Pub. 551, Basis of Assets.
	7. Pub. 678, Volunteer Assistors Guide.
	8. Pub. 925, Passive Activity and At-Risk Rules.
	9. Pub. 936, Home Mortgage Interest Deduction.
	10. Pub 946, How to Depreciate Property

	F. IRS Form 1040, Schedule A, Schedule E; Form 982; Form 4562; Form 8582; Form 4797.

	II. INTRODUCTION.
	III. THE INITIAL DECISION - TO RENT OR BUY.
	A. It is not all about tax breaks (but they sure do help).
	B. Renting:
	1. Pros:
	a. Flexibility (can relocate easily)
	b. Can invest money elsewhere (market)
	c. No upkeep expenses (drippy faucets, broken windows, etc.)

	2. Cons:
	a. No equity
	b. Annual rent increase could outpace inflation


	C. Buying:
	1. Pros:
	a. Tax-break:  Deductions
	(1) Mortgage interest
	(2) Home equity loan interest
	(3) Property taxes

	b. Potential for tax free or mostly free capital gain (I.R.C. § 121)
	c. Emotional Satisfaction

	2. Cons:
	a. Property tax and upkeep
	b. Mortgage costs
	c. Less flexibility
	d. Could lose principal


	D. Make a fully informed decision - Do your homework!!
	1. How much is the tax deduction actually worth?
	2. What is the property’s potential for appreciation?
	3. What is the property’s condition?
	4. What is my total outlay for my projected period of occupancy?


	IV. tax consequences of buying a home.
	A. Determining the Original Basis of Residential Property.  See I.R.C. § 1012 & IRS Publication No. 551, Basis of Assets.
	1. The original basis of a home is its cost (purchase price) including any debt assumed or incurred.  (I.R.C. § 1012).
	2. If the home was constructed, its original basis is the cost of land plus the amount to construct the residential building.
	3. A basis other than cost must be used if the property was acquired by inheritance, gift or received from spouse incident to divorce (I.R.C. §§ 1014, 1015; 1041) (see Godlewski v. CIR, 90 T.C. 200 (1988). Husband and wife purchase home jointly for $3...
	4. Taxpayers must maintain accurate records showing the original basis of the property and all adjustments.  The burden to prove basis is with the taxpayer.

	B. Tax Treatment of Property Purchase Costs.
	1. Costs Included in Basis:
	a. Taxpayers can include in the basis of property the settlement fees and closing costs that are for buying it.  A settlement fee or closing cost is considered to be for buying the property if you would have paid it even if you had paid cash.
	b. Settlement fees or closing costs that you can include in the basis of your property include:
	(1) Abstract fees,
	(2) Charges for installing utility services,
	(3) Legal fees (including title search and preparing the sales contract and deed),
	(4) Recording fees,
	(5) Surveys,
	(6) Transfer taxes,
	(7) Title insurance, and
	(8) Any amount the seller owes that the buyer agrees to pay.


	2. Certain costs of purchasing property may be deducted in the year of purchase.
	a. Real estate taxes (I.R.C. § 164(d)).
	(1) 2018 Update.  Under the Tax Cuts and Jobs Act (TCJA), Pub. L. No. 115-97 (Dec. 22, 2017), the deduction for real estate taxes, combined with other state and local taxes, is limited to $10,000 per year for years 2018 through 2025.  See Chapter J of...

	(1) Real estate taxes are deductible to the extent they are imposed on the taxpayer.
	(2) The seller is treated as paying the property taxes up to, but not including the date of sale.
	(3) The buyer is treated as paying the taxes beginning with the date of sale, despite the property tax accrual or lien dates under local law.
	b.  Mortgage Interest.  (I.R.C. § 163(h)(3)).
	(1) At settlement, purchaser is usually charged for daily interest from the day of settlement on the house until the end of the month.  This may be claimed for the year in which house purchased.
	(2) Mortgage lenders may neglect to report this - be sure to check settlement documents.

	c. Points.
	(1) Defined:  charge by lenders above regular interest rate and must be stated as percentage of the mortgage loan.  For example, one point on a $100,000 mortgage loan is $1,000.
	(2) Possible tax treatments of points on home loans:
	(a) Deductible as a mortgage interest expense, in full, in year paid;
	(b) Deductible in installments over the life of the loan.

	(3) Generally, prepaid interest paid as points must be spread over the life of a mortgage.  (I.R.C. § 461(g)(1)).
	(a) See Rev. Proc. 87-15, 1987-1 C.B. 624 for the method for determining the amount of points allocable to, and deductible in, each taxable year.
	(b) To determine how much to deduct each year, divide the cost of the points by the total number of loan payments and multiply the quotient by the number of payments made in the tax year.

	(4) You can fully deduct the points in the year of purchase if  (1) your loan is secured by your main home; (2) points are generally imposed in the local real estate market and the amount you paid is no more than what is generally paid in the local re...
	(5) Points paid to refinance a mortgage, regardless of how they are paid, are not deductible in full in the year paid unless they are paid in connection with the improvement of a home.  (Rev. Proc. 94-27).
	(6) If the points paid represent interest, but the points were higher than those generally charged in the local real estate market, then the amount of points in excess of the norm must be prorated over the life of the loan.
	(7) If the points represent compensation for services that ordinarily are stated separately on the settlement statement (i.e.,  appraisal fees, inspection fees, title fees, attorney fees and property taxes), they are not interest and cannot be deducte...
	(8) Only the buyer may deduct seller-paid points as interest.  Buyer lowers basis by the amount of the seller-paid points.

	d. VA/FHA Loan Origination Fees.  Deductible if the Uniform Settlement Statement (Form HUD-1) clearly designates the amounts as points.  This revenue procedure expressly includes VA and FHA loan origination fees as examples of items clearly designated...

	3. Some costs incurred in purchasing a home are neither deductible nor added to basis.
	a. Fire insurance premiums,
	b. Charges for utilities,
	c. Rent for occupying the home before closing,
	d. Homeowners association fees,
	e. Other fees or charges for services concerning occupying the home, and
	f. Charges connected with getting or refinancing a mortgage loan, such as:
	(1) FHA mortgage insurance premiums and VA funding fees, (currently deductible through December 31, 2016) (Not sure whether this will be extended.)
	(2) Loan assumption fees,
	(3) Cost of a credit report, and
	(4) Fee paid for an appraisal required by the lender.



	C. First-Time Homebuyer Tax Credit (26 USC §36) (Note: This applies to purchases that were made during or prior to 2010 (military were allowed an extra year until 2011).  This section has been intentionally left in the outline as a reference in case t...
	1. Amount.
	a. A credit of the lesser of 10% of the purchase price of the residence, or
	b. $8,000 ($4,000 if married filing separately) for a first-time homebuyer.  If two or more individuals (not married to each other) purchase the residence, the total credit for all individuals is limited to $8,000.
	c. $6,500 ($3,250 if married filing separately) for a long-time resident.
	d. $7,500 for purchases between April 8, 2008 and December 31, 2008.

	2. Eligibility.
	a. First-time homebuyer.  A first time homebuyer is any individual if the individual (and spouse, if married) had no ownership interest in a principal residence during the 3-year period ending on the date of the purchase of the principal residence.  A...
	b. Long-time resident.  For purchases after November 7, 2009.  A long-time resident must have owned and used the same home as the principal residence for at least five consecutive years of the eight-year period ending on the date the resident purchase...
	c. Purchase the principal residence before May 1, 2010 or enter into a contract to purchase the principal residence before July 1, 2010 with a settlement date prior to September 1, 2010.
	d. Modified AGI for purchase prior to November 6, 2009 must be less than $75,000 ($150,000 if married, filing jointly).  Credit amount is fully phased out at $95,000 ($170,000).
	e. Modified AGI for purchases after November 6, 2009 must be less than $125,000 ($225,000 if married, filing jointly).  Credit amount is fully phased out at $145,000 ($245,000).
	f. Must acquire the home and use it as the principal residence for at least three years.  Note:  this provision, which requires recapturing the credit if the home ceases to be the principal residence during the three year period, is waived for militar...
	g. May not dispose of the principal residence during the year of purchase.

	3. Recapture of the $7,500 credit for purchases between April 8, 2008 and December 31, 2008.
	a. Credit repaid in equal installments over 15-year period
	b. Recapture period begins in the second taxable year after purchase. (i.e., if purchase occurs in 2010, first recapture payment occurs in 2012).
	c. If principal residence is sold before credit is fully repaid, entire unrecaptured amount becomes due in the year of sale.
	d. For purchases between January 1, 2009 and November 30, 2009, there is no recapture, PROVIDED the home is used as the principal residence for the first 36 months following the purchase.  The entire credit is recaptured if the home ceases to be used ...

	4. Military exceptions.
	a. Members of the military serving outside the U.S. have an extra year to buy a principal residence in the U.S. and qualify for the credit.
	(1) A member must buy, or enter into a binding contract to buy, a principal residence on or before April 30, 2011 and must close on the purchase on or before June 30, 2011.
	(2) This applies to members who serve on qualified official extended duty service outside of the United States for at least 90 days during the period beginning after Dec. 31, 2008, and ending before May 1, 2010.

	b. The recapture provision is waived for a member who ceases to use the home as the principal residence during the three year period because of being transferred pursuant to military orders outside of the area.

	5. Filing requirements.
	a. MUST FILE A PAPER RETURN
	b. File a Form 5405, First Time Homebuyer Credit and Repayment of the Credit.
	c. Properly executed settlement statement/Form HUD-1.



	V. TAX CONSEQUENCES OF OWNing a home.
	A. Deductions.
	1. Home mortgage interest deduction rule (I.R.C. § 163(h)(2)(D) and I.R.C. § 163(h)(3)(A)).   Qualified residence interest is deductible as an itemized deduction.
	2. Qualified residence interest (I.R.C. § 163(h)(3)).  Qualified residence interest means interest paid on “acquisition indebtedness” or “home equity indebtedness” on a “qualified residence.”
	a. “Acquisition indebtedness” is a debt used to acquire, construct, or substantially improve a home provided the debt is secured by a qualified residence.
	(1) New rule for 2018 (See Chapter J).  Acquisition indebtedness incurred after 15 December 2017 is limited to $750,000 for years 2017 through 2025.  TCJA, § 11043.
	(a) Loans on or before 15 December 2017 are grandfathered (i.e., the $1,000,000 limit still applies).  Also excepted from the new limit are binding contracts entered into before 15 December 2017 to close before 1 January 2018, if closing occurred befo...

	(1) Refinancing grandfathered is also grandfathered as long as the new principal amount does not exceed the old amount.
	(2) For loans on or before 15 December 2017, acquisition indebtedness may not exceed $1,000,000 ($500,000 for a married person filing a separate return) (I.R.C. §163(h)(3)(B)).
	(3) Refinancing is treated the same as original acquisition debt but only up to the principal amount of the acquisition debt outstanding immediately before the refinancing.  Once the original acquisition debt reaches $0, the homeowner is limited to de...

	b. “Home equity indebtedness” is any indebtedness secured by a qualified residence to the extent of the lesser of the fair market value of the house, or $100,000 ($50,000 for married individual filing separately) (I.R.C. §163(h)(3)(C)).  Allows homeow...
	(1) Before 2018, home equity interest was deductible up to these limits even if the loan was used for personal purposes.  After the TCJA, home equity interest is deductible only if used to buy, build, or improve the taxpayer’s main residence.  TCJA, §...

	c. “Qualified residence” includes the taxpayer’s principal residence (same definition as I.R.C. § 121) and one other home.  I.R.C. §§ 280A(d)(1), 163(h)(4).
	d. “Residence” is determined based on facts and circumstances.  A “residence” generally includes houses, condominiums, cooperatives, mobile homes, houseboats, or trailers that contain sleeping space, toilet and cooking facilities.  Reg. § 1.163-10T(f)...
	e. Debt must be secured by a qualified residence (I.R.C. § 163(h)(3)(B)(i)(II)).  See also PLR 9418001 (interest on taxpayer’s home purchase loan was secured by interest in rental property not home purchased and was not deductible).
	f. Special grandfather rule exists for pre-October 13, 1987, indebtedness.  If debt secured by qualified residence was incurred prior to this date, it is not subject to $1,000,000 acquisition debt limit (I.R.C. § 163(h)(3)(D)).
	g. Taxpayers who have used mortgage loans for a purpose other than to purchase, construct, or substantially improve the home should consult IRS Pub. 936, Limits on Home Mortgage Interest Deduction.

	3. Real estate taxes.   “[T]he following taxes shall be allowed as a deduction for the taxable year within which paid or accrued: (1) State and local, and foreign, real property taxes.  I.R.C. § 164.
	a. As noted above, the deduction for real estate taxes is limited to an amount of $10,000 when combined with other state and local taxes.
	b. Most homeowners are cash basis taxpayers allowed to deduct taxes only in the year in which they actually accrue and are paid (I.R.C. § 164(a)).
	c. Real estate taxes placed in escrow may exceed those actually paid by the lender to the taxing authority.  Only those actually paid by the lender to the taxing authority may be deducted.
	d. A taxpayer generally may not deduct assessments for local benefits, such as for construction of streets, sidewalks, or water and sewage system, which tend to increase the value of the property (I.R.C. § 164(c)(1)).  These costs must be added to the...

	4. Casualty and theft losses (I.R.C. § 165(c)).
	a. For tax years 2018 through 2025, the TCJA has limited casualty and theft losses to Presidential disaster areas.  See Chapter J for more information.
	b. Casualty.  To qualify for the deduction the loss must arise from a “fire, storm, shipwreck or other casualty, or from theft (I.R.C. § 165(c)(3)).
	c. Casualty is not defined in the Internal Revenue Code.  Case law defines casualty as the total or partial destruction of property, resulting from an identifiable event of a sudden, unexpected, or unusual nature.
	d. If a taxpayer’s residence is located in an area declared by the President to be a “disaster area” and the taxpayer is ordered by state or local government within 120 days of the disaster determination to demolish or relocate the residence because i...
	e. Theft includes larceny, embezzlement, robbery and other criminal appropriations of property (Treas. Reg. § 1.165-8(d)).
	f. Deduction is available only to the extent loss exceeds $100 (for each incident) and to extent all casualty losses for year exceed 10% of AGI (I.R.C. § 165(h)).
	g. Reimbursements for casualty and theft losses offset losses.


	B. Adjustments to Basis (I.R.C. § 1016).
	1. The basis of property is adjusted for any expenditure, receipt, loss or other item properly chargeable to capital account, including improvements and betterments made to the property (Reg. § 1.1016-2(a)).  See also I.R.C. § 263, Capital Expenditure...
	a. An improvement materially adds value, prolongs life, or adapts home to a new use.
	b. The amount added to the basis is the actual cost of the improvement plus debt incurred.

	2. Local property assessments.
	3. Casualty losses.
	4. Depreciation allowed - if home had been rented previously.
	5. Gain previously deferred.  See material pertaining to I.R.C. § 1034.

	C. Nondeductible Expenses.
	1. Utility fees and assessments for services such as water, sewage, and trash or garbage collection.
	2. Expenses for maintenance and repairs.
	3. Insurance (including fire and mortgage insurance) premiums.  (Note:  Mortgage insurance premiums deductible through Dec 31, 2014 – legislation pending that may extend the deduction through Dec 31, 2015.)
	4. Loan assumption fees, credit reports, and appraisals.


	VI. TAX CONSEQUENCES OF SELLING A HOME.
	A. Losses sustained on the sale of a personal residence are not deductible (I.R.C. § 165, Treas. Reg. § 1.165-9).
	1. If a residence is converted to rental property, a loss will be allowed, but the taxpayer must compute the amount of the loss from the lesser of the adjusted basis or the fair market value at the time of the conversion (Treas. Reg.. § 1.165-9).
	2. Taxpayer has option to elect out of section 121.  Allows taxpayer to treat an otherwise qualifying property as a rental.  (I.R.C. § 121(f)).

	B. Gain derived from the sale of a personal residence is taxable unless deferred or excluded.
	C. If at least one payment is to be received after the close of the tax year, the gain may be reported in installments (I.R.C. § 453; IRS Publication No. 537, Installment Sales).
	1. The installment method is a special method of reporting gains (not losses) from sales of property when at least one payment is received in a tax year after the year of sale. Under the installment method, gain from an installment sale is prorated an...
	2. The installment method may only be used for reporting gain from nondealer sales of property other than inventory.  Dealer dispositions of property may not be reported under the installment method (I.R.C. §  453(b)(2)(A)).
	3. Gain Calculation. For nondealer dispositions that are not subject to the I.R.C. §§ 1245 or 1250 recapture provisions, the amount of gain from an installment sale that is taxable in a given year is calculated by multiplying the payments received in ...
	a. The gross profit ratio is equal to the gross profit on the sale divided by the total contract price.
	b. The gross profit is equal to the selling price of the property minus its adjusted basis.  The selling price of the property is not reduced by any existing mortgage or encumbrance, or by any selling expenses, but is reduced by interest that is imput...
	c. The total contract price (denominator of gross profit ratio) is equal to the selling price minus that portion of qualifying indebtedness assumed by, or taken subject to, the buyer that does not exceed the seller’s basis in the property (adjusted to...
	(1) Income from an installment sale is reported on Form 6252 , “Installment Sale Income,” which must be filed with the tax return in the year of sale and in each year payments are received.
	(2) In the case of installment dispositions of real or personal property to which I.R.C. § 1245 or 1250 applies, any recapture income must be reported in the year of disposition, whether or not an installment payment is received in that year.  The ord...



	D. Exclusion of gain on the sale of a principal residence.  (I.R.C. § 121).
	1. An individual taxpayer may exclude from income up to $250,000 of gain realized from the sale or exchange of his home if:
	a. During the 5 years ending on the sale date, he owned and used it as a principal residence for periods aggregating at least 2 years (I.R.C. §Sec. 121(a)); and
	b. Within the 2-year period ending on the sale date, there was no other home sale (or exchange) by the taxpayer to which the exclusion applied. (I.R.C. § 121(b)(3)).
	c. The gain is not allocable to a period of “nonqualified use.”  (I.R.C. §121(b)(4)(C)).

	2. Married taxpayers may exclude up to $500,000 of gain from the sale of a principal residence if they file a joint return for the year in which the home is sold and:
	a. Either spouse owned the property for periods aggregating two years or more during the five year period ending on the date of the sale of the property;
	b. Both spouses used the property as a principal residence for periods aggregating two years or more during the five year period ending on the date of the sale of the property; and
	c. Neither spouse used the home sale exclusion on a previous sale (or exchange) of a home during the two-year period ending on the sale date. (I.R.C. § 121(b)(2); Treas. Reg. § 1.121-2(a)(3)(i)).
	d. Use of the home need not have occurred while the spouses were married.
	e. The husband and wife won’t qualify for the full $500,000 exclusion unless both spouses meet the two-out-of-five-year use requirement, and neither spouse previously used the exclusion in the two year period ending on the sale date.
	f. The gain is not allocable to a period of “nonqualified use.”  (I.R.C. §121(b)(4)(C)).

	3. Availability of exclusion to joint owners who file separate returns.  If taxpayers jointly own a principal residence but file separate returns, each owner may exclude up to $250,000 of gain that is attributable to his interest in the property, if h...
	4. Involuntary conversions treated as sales for purposes of the homesale exclusion. The destruction, theft, seizure, requisition, or condemnation of a home is treated as a sale for purposes of the homesale exclusion. (I.R.C. § 121(d)(5)(A), Treas. Reg...

	E. Gain from a period of nonqualified use may not be excluded.
	1. Nonqualified Use means the period of time during which the property was not used as a principal residence and
	a. Occurs after December 31, 2008.
	b. Does not include the five-year period ending on the date of sale after the date the property is last used as the primary residence.
	c. Does not include any period (up to 10 years) during which the military member is serving on qualified official extended duty (active duty) at least 50 miles from the property pursuant to military orders.
	d. Any other period of temporary absence (up to 2 years) due to change of employment, health, or other unforeseen circumstances.

	2. The fraction of gain that may not be excluded is calculated as the fraction
	a. The total period of nonqualified use after 2008, divided by
	b. The total period of home ownership.


	F. What is a principal residence for purposes of the homesale exclusion?
	1. The homesale exclusion applies only if the property has been owned and used by the taxpayer as his principal residence for at least two of the five years ending with the sale date. (I.R.C. §. 121(a)).
	a. In deciding whether a property was used as the taxpayer’s principal residence, the first step is to determine whether the property is a residence before considering whether the property was used by the taxpayer as his principal residence.
	b. There is no requirement that a principal residence be located in the U.S. for the homesale exclusion to apply. Thus, assuming the I.R.C. § 121 tests are met, a profit on the sale of a principal residence located outside of the U.S. also qualifies f...

	2. When is property a residence?
	a. The regulations say that whether property is used by the taxpayer as his residence depends on all the facts and circumstances.
	b. The regulations also provide that a property used by the taxpayer as his residence may include a houseboat, a house trailer, or the house or apartment that the taxpayer is entitled to occupy as a tenant-stockholder in a cooperative housing corporat...
	(1) Although the regulations don’t consider the more fundamental question of what is a residence, the issue was addressed in an ‘80 ruling that said a property (e.g., a yacht) can be a residence only if it contains facilities for cooking, sleeping, an...
	(2) The term residence does not include personal property, such as furniture, that is not a fixture under local law. (Treas. Reg. § 1.121-1(b)(2)).


	3. Which of several residences is the taxpayer’s principal residence?
	a. Where a taxpayer uses more than one property as a residence, the question of which one is his principal residence depends on all the facts and circumstances in each case.
	b. If the taxpayer alternates between two residences, the property he occupies a majority of the time ordinarily will be considered his principal residence. (Treas. Reg. § 1.121-1(b)(2)).
	c. In addition to the taxpayer’s use of the property, other relevant factors in determining which or his residences is his principal residence, include:
	(1) his place of employment;
	(2) the principal place of abode of his family members;
	(3) the address listed on his federal and state tax returns, driver’s license, car registration, and voter registration card;
	(4) his mailing address for bills and correspondence;
	(5) where his banks are located; and
	(6) the location of the religious organizations and recreational clubs he belongs to. (Treas. Reg. § 1.121-1(b)).


	4. Homesale exclusion is available for separate sales of home and surrounding land.
	a. A taxpayer who owns a home situated on a large lot or on substantial acreage may decide to sell off some of the land but to keep using the rest as his residence.
	b. Alternatively, he may sell the home plus some acreage first and the balance of the vacant land later.
	c. Gain on the sale of the vacant land qualifies for the I.R.C. § 121 exclusion if:
	(1) the taxpayer otherwise qualifies for the exclusion;
	(2) the vacant land is
	(a) adjacent to the land containing the taxpayer’s dwelling unit, and
	(b) owned and used by the taxpayer as part of his principal residence for at least two of the five years preceding the sale; and
	(c) the dwelling unit is sold in a transaction qualifying for the homesale exclusion within two years before or two years after the sale date of the vacant land. (Treas. Reg. § 1.121-1(b)(3)(i)).

	(3) Only one maximum exclusion of $250,000 ($500,000 for qualifying joint filers) applies to the combined sales of the vacant land and dwelling unit.



	G. Ownership and use requirements.
	1. In order to exclude gain, the taxpayer must meet the ownership and use tests.  To do this, the taxpayer must, during the 5-year period ending on the date of sale,
	a. Owned the home for at least 2 years (the ownership test),and
	b. Lived in the home as the main residence for at least 2 years (the use test).  (I.R.C. § 121(a), IRS Pub. 523).

	2. The requirements of ownership and use for periods aggregating 2 years or more may be satisfied by establishing ownership and use for 24 full months or for 730 days (365 x 2).
	3. The requirements of ownership and use may be satisfied during nonconcurrent periods if both the ownership and use tests are met during the 5-year period ending on the date of the sale or exchange.
	4. In establishing whether a taxpayer has satisfied the 2-year use requirement, occupancy of the residence is required.  However, short temporary absences, such as for vacation or other seasonal absence (although accompanied with rental of the residen...

	H. Two-year ownership and use periods need not be continuous.
	1. The required two-year ownership and use periods during the five-year period ending on the date of the sale need not be continuous.
	2. The periods also don’t have to be measured in years.
	3. A taxpayer meets the tests if he shows that he owned and lived in the property as his main home for either 24 full months or 730 days (365 x 2) during the five-year period. (Treas. Reg. § 1.121-1 (c)(1)).
	4. In establishing whether a taxpayer has satisfied the two-year use requirement, occupancy of the home is required.  However, short temporary absences for vacations or other seasonal absences, even if the taxpayer rents out the property during the ab...

	I. Two-year ownership and use periods need not be satisfied simultaneously.  A taxpayer may meet the homesale exclusion’s ownership and use tests during different two-year (or 24-month) periods as long as both tests are met during the five-year period...
	J. Tacking of ownership and use periods from previous homes.
	1. I.R.C. § 1033 Involuntary Conversion.  For purposes of the two-out-of-five-year ownership and use test, a taxpayer who acquires a home as a replacement for a principal residence involuntary converted under I.R.C. § 1033, is treated as owning and us...
	2. I.R.C. § 1034 Rollover.  Under the homesale rollover rules of former I.R.C. § 1034 that were repealed, generally effective for sales and exchanges after May 6, 1997, homesellers could defer gain on the sale of a principal residence if they timely r...

	K. Dollar Limitations.
	1. $250,000 (I.R.C. § 121(b)(1), Treas. Reg. § 1.121-2(a))
	2. $500,000 exclusion for joint filers.  In the case of a husband and wife who file a joint return for the tax year of the sale or exchange of the property, the $250,000 limitation is increased to $500,000 if: (I.R.C. § 121(b)(2)(A), Treas. Reg. § 1.1...
	a. Either spouse meets the ownership requirements described in section 121(a) with respect to the property (I.R.C. § 121(b)(2)(A)(i), Treas. Reg. § 1.121-2(b)(1)(i)),
	b. Both spouses meet the use requirements described in section 121(a) with respect to the property (I.R.C. § 121(b)(2)(A)(ii), Treas. Reg. § 1.121-2(b)(1)(ii)), and
	c. Neither spouse is ineligible for the benefits of the exclusion with respect to the property by reason of the one sale every two years rule contained in section 121(b)(3) (I.R.C. § 121(b)(2)(A)(iii), Treas. Reg. § 1.121-2(b)(1)(iii)).

	3. Dollar limitations for married couples who file a joint return and don’t qualify for the $500,000 limitation.  In the case of a husband and wife who make a joint return for the year of sale or exchange and who do not meet the requirements for the $...

	L. Reduced Exclusion.  Certain taxpayers who fail to meet the ownership requirements or who have sold or exchanged principal residences within two years may qualify for a reduced exclusion.  (I.R.C. § 121(c)(2)(A), Treas. Reg. 1.121-3)
	1. Sales and exchanges eligible for the reduced exclusion.  The reduced exclusion applies to any sale or exchanges if:
	a. the exclusion would not (but for these rules relating to the reduced exclusion) apply to the sale or exchange by reason of:
	(1) a failure to meet the ownership and use requirements (I.R.C. § 121(c)(2)(A)(i)), or
	(2) the limit of only one sale every two years (I.R.C. § 121 (c)(2)(A)(ii)), and

	b. the sale or exchange is by reason of a change in place of employment, health, or unforeseen circumstances.  (I.R.C. § 121(c)(2)(B)), Treas. Reg. § 1.121-3(b)).

	2. Whether the reduced exclusion requirements apply depends on all the facts and circumstances.  A taxpayer automatically meets the primary reason requirement if he qualifies for a safe harbor carried in the regulations for the above conditions.  If h...
	a. the sale and the circumstances giving rise to it are close in time;
	b. the suitability of the home as the taxpayer’s principal residence materially changes;
	c. the taxpayer’s financial ability to maintain the home materially changes;
	d. the taxpayer uses the home as his residence during the period that he owns the property;
	e. the circumstances causing the sale are not reasonably foreseeable when he begins using the home as his principal residence; and
	f. the circumstances causing the sale occur during the period that the taxpayer owns and uses the home as his principal residence. (Treas. Reg. § 1.121- 3(b)).

	3. Change in place of employment safe harbor.
	a. A homeseller qualifies for the partial homesale exclusion rule if the primary reason for the sale is a change in the location of a qualified individual’s employment. (Treas. Reg. § 1.121-3(c)(1)).
	b. A qualified individual is the taxpayer, the taxpayer’s spouse, a co-owner of the residence, or a person whose principal place of abode is in the same household as the taxpayer. (Treas. Reg. § 1.121-3(f)).
	c. Under a safe harbor, the primary reason for a sale is a change in the location of a qualified individual’s employment if two conditions are met:
	(1) The individual’s new place of employment is at least 50 miles farther from the residence sold than the former place of employment was. If the individual doesn’t have a former place of employment (i.e., he is just entering the job market), the new ...
	(2) The change in place of employment occurs while the taxpayer owns and uses the home as his principal residence. (Treas. Reg. § 1.121-3(c)(2)).

	d. For purposes of the change-in-employment safe harbor, employment includes the beginning of employment with a new employer, the continuation of employment with the same employer, and the beginning or continuation of self-employment. (Treas. Reg. § 1...

	4. Change in health safe harbor. A taxpayer qualifies for the partial homesale exclusion rule if the primary reason for selling the home is:
	a. to obtain, provide, or facilitate the diagnosis, cure, mitigation, or treatment of disease, illness, or injury of a qualified individual; or
	b. to obtain or provide medical, or personal care for a qualified individual suffering from a disease, illness, or injury. (Treas. Reg. § 1.121-3(d)(1)).
	c. For purposes of the health condition, a qualified individual is:
	(1) the taxpayer or the taxpayer’s spouse;
	(2) a co-owner of the residence;
	(3) a person whose principal place of abode is in the same household as the taxpayer; or
	(4) the taxpayer’s family members listed in  I.R.C. §  l52(a)(1) through I.R.C. §  152(a)(8), even if they aren’t his dependents (this includes children or their descendants, siblings and their children, uncles, aunts, parents or their ancestors, step...


	5. Unforeseen circumstances safe harbor.
	a. A home is sold for unforeseen circumstances, thereby qualifying the taxpayer for the partial homesale exclusion, if the primary reason for the sale is the occurrence of an event that he did not anticipate before buying and occupying the home.  (Tre...
	b. Under a safe harbor rule, the primary reason for a homesale is deemed to be unforeseen circumstances if any of the following events occur while the taxpayer owns and uses the home as a principal residence. (Treas. Reg. § 1.121-3(e)(2)).  A qualifie...
	(1) Involuntary conversion of the residence.  Under I.R.C. §  1033, an involuntary conversion includes the destruction of property in whole or in part, or its seizure, requisition, or condemnation (or threat or imminence thereof).
	(2) A natural or man-made disaster or act of war or terrorism resulting in a casualty to the residence.
	(3) Death of a qualified individual.
	(4) A qualified individual’s cessation of employment making him eligible for unemployment compensation.
	(5) A qualified individual’s change in employment or self-employment status that results in the taxpayer’s inability to pay housing costs and reasonable basic living expenses for the taxpayer’s household (including amounts for food, clothing, medical ...
	(6) A qualified individual’s divorce or legal separation under a decree of divorce or separate maintenance.
	(7) Multiple births resulting from the same pregnancy of a qualified individual. (Treas. Reg. § 1.121-3(e)(2)(E)).
	(8) An event determined by IRS to be an unforeseen circumstance to the extent provided in published guidance of general applicability or in a ruling directed to a specific taxpayer. For example, in Notice 2002-60, 2002-36 IRB 482, IRS said that the te...


	6. Amount of the reduced exclusion.  For taxpayers subject to the reduced exclusion, the dollar limitation (either $250,000 for single taxpayers or $500,000 for certain joint filers) is equal to:
	a. the amount which bears the same ratio to the dollar limitation ($250,000 or $500,000), (I.R.C. § 121(c)(1)(A)) as
	b. the shorter of:  (I.R.C. § 121 (c)(1)(B)(i))
	(1) The aggregate periods, during the five year period ending on the date of the sale or exchange, the property has been owned and used by the taxpayer as the taxpayer’s principal residence, (I.R.C. § 121 (c)(1)(B)(i)(I)) or
	(2) The period after date of the date of the most recent earlier sale or exchange by the taxpayer to which the exclusion applied and before the date of the sale or exchange (I.R.C. § 121 (c)(1)(B)(i)(II)).
	(3) The numerator of the fraction is the shortest of the period of time that the taxpayer owned the property as the taxpayer’s principal residence during the 5-year period ending on the date of the sale or exchange; the period of time that the taxpaye...
	(4) bears to two years (I.R.C. § 121 (c)(1)(B)(i)(II), I.R.C. § 121(c)(1)).  The denominator of the fraction is 730 days or 24 months (depending on the measure of time used in the numerator). (Treas. Reg. § 1.121-3(g)(1)).



	M. Application of section 121 to only 1 sale or exchange every 2 years.  In general. Except as otherwise provided in section 1.121-3 (relating to the reduced exclusion), a taxpayer may not exclude from gross income gain from the sale or exchange of a ...
	1. During the 2-year period ending on the date of the sale or exchange, the taxpayer sold or exchanged other property for which gain was excluded under section 121.
	2. For purposes of this paragraph (c)(1), any sale or exchange before May 7, 1997 is disregarded.  (I.R.C. § 121(b)(3)(A)).
	3. If a single taxpayer who is otherwise eligible for an exclusion marries someone who has used the exclusion within the previous two years, the newly married taxpayer is allowed a maximum exclusion of $250,000 (H. Rep. No. 105-148).
	4. The rule limiting the exclusion to one sale every two years by the taxpayer does not prevent a husband and wife filing a joint return with each excluding up to $250,000 of gain from the sale or exchange or each spouse’s principal residence provided...

	N. Recapture of depreciation.  Gain attributable to depreciation taken after May 6, 1997 is not excludable under section 121.  (I.R.C. § 121(d)(6)), Treas. Reg. 1.121-1(d)).  Covered in greater detail in Sale of Rental Property at Chapter K.
	O. Reporting Gain.
	1. If the gain on the sale of a principal residence is entirely excluded under I.R.C. § 121, the transaction generally is not reported on the seller’s income tax return unless the home was used for business or income-producing purposes.  The real esta...
	2. The transaction must be reported on the return if there is taxable gain on the home sale.
	a. This may occur, for example, if:
	(1) Realized gain exceeds the applicable I.R.C. § 121 exclusion,
	(2) The seller elected under I.R.C. § 121(f) not to use the homesale exclusion; or
	(3) The taxpayer claimed depreciation attributable to post-May 6, 1997 periods with respect to the principal residence.
	(4) Taxable gain is reported on Schedule D and Forms 8949 or 4797.  See Pub. 523, Worksheet 2 and Table 1.



	P. Election out of homesale exclusion.
	1. The homesale exclusion automatically applies if the taxpayer meets the conditions for its application.
	2. A taxpayer may elect not to have the exclusion apply to a transaction that would otherwise be eligible for it.  I.R.C. § 121(f).
	3. The election is made by filing a return for the year of sale that includes the gain from the sale of the principal residence.
	4. The election may be made (or revoked) at any time before the expiration of a 3-year period beginning on the unextended return due date for the year in which the sale occurred.  Treas. Reg. § 1.121-4(g).

	Q. Homesale exclusion’s ownership and use tests for taxpayers involved in a divorce.
	1. Spouses own the home jointly.
	a. If each spouse independently meets the 2-out-of-5-year ownership and use test, and isn’t ineligible because of prior use of the exclusion during the two year period ending on the sale date,
	b. Then each spouse’s share of the homesale profit can be sheltered by the up-to-$250,000 exclusion.
	c. The fact that the spouses file separate returns for the year of sale, or are divorced and file as single persons, doesn’t make a difference.  (Treas. Reg. § 1.121-2(a)(2)).
	d.

	2. One spouse owns the home but transfers ownership to the other spouse.  A favorable “tacking” rule applies in this situation. Where an individual obtains a home from a spouse or former spouse under a transaction described in I.R.C. § 1041(a), namely...
	3. One spouse is awarded use of the home, but both still own it.  Solely for purposes of the homesale exclusion, a person is treated as using a home as his principal residence during any period of ownership while the person’s spouse or former spouse i...

	R. Homesale exclusion ownership-and-use test for surviving spouse.
	1. For purposes of the homesale exclusion, if a person’s spouse was deceased on the date of the home sale, the period that the surviving spouse owned and used the property as a principal residence includes the period that the deceased spouse owned and...
	2. This rule applies only if the surviving spouse has not remarried at the time the home is sold.  ((I.R.C. § 121(d)(2), Reg. § 1.121-4(a)(1)).
	3. Where the two-year ownership and use requirement is actually met (or deemed met) a surviving spouse who files a joint return with the deceased spouse for the year of death, and sells the home that year, would be entitled to exclude up to $500,000 o...
	4. Under I.R.C. § 121 (b)(2), the up-to-$500,000 exclusion is available only if husband and wife make a joint return for the year of sale.  As a result, if the home is sold in a year after the year of death, the surviving spouse would be entitled to a...


	Example: In 2015, Abigail buys a house in California. After she begins to use the house as her principal residence, an earthquake damages it.  Abigail sells the house at a profit in 2016. She is entitled to the partial homesale exclusion. (Reg. § 1.12...
	Example:  Jack Smith’s wife, Edna, dies a year after he bought a home that they used as their principal residence. He sells the residence and moves to Florida. Smith qualifies for the partial homesale exclusion regardless of his actual motives for sel...
	VII. Up to ten-year suspension of homesale exclusion five-year period for qualifying military or Foreign Service personnel.
	A. (I.R.C § 121(d)(9), as amended by 2003 Military Family Act §101(a), Generally effective: Sales and exchanges of a principal residence after May 6, 1997).
	B. I.R.C. § 121(d)(9) Members of uniformed services and foreign service.
	C. For purposes of determining whether a sale of an individual’s principal residence qualifies for the $250,000/$500,000 exclusion, the 2003 Military Family Act provides that, at the election of an individual with respect to a property, the running of...
	1. The five-year period can’t be extended by more than ten years. (I.R.C. § 121(d)(9)(B)).  Thus, an individual may elect to suspend for a maximum of ten years the five-year test period for ownership and use of a principal residence during certain abs...
	2. I.R.C. § 121(d)(9) doesn’t specify how and when to make or revoke the election. Presumably, IRS will provide guidance on how and when to make the election.
	3. Election limited to one property at a time.
	a. The election with respect to any property (i.e., principal residence) may not be made if an election is in effect with respect to any other property. (I.R.C. § 121(d)(9)(D)(i))
	b. The election may be made with respect to only one property for a suspension period. (Com Rept.)
	c. An election may be revoked at any time. (I.R.C. § 121(d)(9)(D)(ii)).
	d. The language in I.R.C. §  121(d)(9)(D)(i) restricting the ability of an individual to make an election if an election “is in effect” implies that the individual has to make the election before the sale of the residence.
	e. Presumably, IRS will provide guidance on when an individual has to make the election.

	4. Definitions.
	a. Qualified official extended duty.
	(1) For purposes of the suspension rule described above (I.R.C. §  121(d)(9)(C) ), qualified official extended duty is any extended duty (defined below) while serving at a duty station which is at least 50 miles from the property or
	(2) While residing under Government orders in Government quarters. (I.R.C. § 121(d)(9)(C)(i) )
	(3) In other words, qualified official extended duty is any period of extended duty by a member of the uniformed services, or the U.S. Foreign Service while serving at a place of duty at least 50 miles away from the taxpayer’s principal residence or u...

	b. Extended duty.
	(1) For purposes of the suspension rule, extended duty is any period of active duty under a call or order to active duty for a period of more than 90 days or for an indefinite period.                                       (I.R.C. § 121(d)(9)(C)(iv))
	(2) This definition of “extended duty” is the same as the definition of “extended active duty” that applied to special rules relating to the application of the rollover rules to members of the armed forces for sales and exchanges before May 7, 1997. T...

	c. Uniformed services.
	(1) For purposes of the suspension rule, uniformed services has the meaning given that term by 10 USCS 101(a)(5), as in effect on Nov. 11, 2003. (I.R.C. § 121(d)(9)(C)(ii) ) Thus, uniformed services include the:
	(a) Armed forces (the Army, Navy, Air Force, Marine Corps, and Coast Guard);
	(b) Commissioned corps of the National Oceanic and Atmospheric Administration; and
	(c) Commissioned corps of the Public Health Service. (Com Rept.).
	(d) Although this definition of uniformed services doesn’t expressly include the Army National Guard or the Air National Guard, presumably individuals serving in those services are included in this definition. For example, 10 USCS 101(c)(3) defines th...
	(e) Presumably, civilians working for the armed forces are not members of the armed forces for purposes of the suspension provision.



	5. How the suspension affects the reduced exclusion.
	a. The up to ten-year suspension also applies to the five-year period that applies for determining the amount of a reduced exclusion under I.R.C. § 121(c)(1)(B), (I.R.C. § 121(d)(9)(A)).
	b. A sale of an individual’s principal residence would still have to meet the requirements for the reduced exclusion (i.e., the sale is by reason of a change of place of employment, health, or unforeseen circumstances).
	c. In most cases, a sale of a principal residence by an individual on qualified official extended duty (defined above) presumably would be considered a sale by reason of a change in place of employment and thus qualify for the reduced exclusion.


	PART B – RENTAL PROPERTY

	Example 1:  C, a Navy officer, buys a residence in Florida on July 1, Year 1, and uses it as his principal residence until June 30, Year 2. On July 1, Year 2, C goes on qualified official extended duty in Japan until June 30, Year 8. At the end of thi...
	If C has made the election to suspend the five-year period and sells the residence on July 30, Year 9, the five-year period, for purposes of determining whether C is eligible for the exclusion, won’t include the six years of his qualified official ext...
	VIII. INTRODUCTION.
	IX. RENTAL INCOME.  (I.R.C. § 61(a)(5))
	A. Rental Income Is Included In Gross Income.
	1. Rent is a payment received (or constructively received) for the use and occupancy of property.
	2. Rental income includes advance payments of rent (amount received before the period it covers).
	3. If a security deposit is to be used as the last month’s rent, it is included as rental income in the year paid. If the landlord intends to return it to the tenant at the end of the lease, it is not included as income.  Generally, security deposits ...
	4. Insurance proceeds for loss of rental income because of fire or other casualty are income.
	5. Payments by the tenant for canceling or modifying the lease are considered rental income when received.
	6. Rental income also includes expenses paid by a tenant (Treas. Reg. § 1.61-8(c)).  Improvements made by a tenant are not income.
	7. If property or services are received as rent instead of cash, include the fair market value of the property or services as rental income.

	B. Reporting Rental Income (Schedule E, Part I, line 3).
	1. Rental income is reported by cash basis taxpayers when received and by accrual basis taxpayers when due unless the rent is considered uncollectible.
	2. All rental income must be reported on Schedule E.
	3. If more than three rental properties, attach additional Schedule Es.
	4. Use Schedule E, Parts II - IV, to report income from estates, partnerships, S Corporations, trusts, and real estate mortgage investment conduits.


	X. RENTAL EXPENSES (I.R.C. § 62(a)(4); Treas. Reg. § 1.62(c)(8)).
	A. General Rule:  Deduct rental expenses in the year paid or incurred.
	B. Types of Rental Expenses.
	1. Advertising (Schedule E, line 5).
	2. Automobile and travel expenses to check on the property (Schedule E, line 6).
	a. “Ordinary and necessary costs” incurred to collect rental income or to manage, conserve, or maintain the rental property.
	b. Includes actual costs of car, air, train, and bus fares.
	c. Instead of computing actual expenses, a taxpayer may deduct a standard mileage rate.

	3. Cleaning and maintenance expenses (Schedule E, line 7).
	4. Commissions paid to find tenants (Schedule E, line 8).
	5. Insurance (Schedule E, line 9).
	6. Legal and professional fees (Schedule E, line 10).
	7. Management fees (Schedule E, line 11).
	8. Mortgage interest paid to banks, etc. (Schedule E, line 12).  Points paid on rental property must be prorated over the mortgage term (Moore v. Commissioner, T.C. Memo. 1994-503).
	9. Other interest (Schedule E, line 13).
	10. Repairs (Schedule E, line 14).
	a. Repairs are expenses to keep the property in good working order and are not capital improvements (e.g., repainting, fixing gutters or floors, plastering, replacing broken windows).
	b. Improvements are not deductible but must be added to the capital account and depreciated.
	(1) Improvements add to the value of the property, prolong its useful life, or adapt it to new uses.
	(2) Add the cost of improvements made before the property is rented to the basis of the property.

	c. Repairs may constitute improvements when they are undertaken as part of an extensive renovation plan.

	11. Supplies (Schedule E, line 15).
	12. Taxes (Schedule E, line 16).
	13. Utilities and fees for services provided tenants (Schedule E, line 17).
	14. Other.  Ordinary and necessary expenses.  I.R.C. § 162.

	C. Dividing Expense Deductions Between Personal and Rental Use.
	1. If part of a dwelling is rented, the expenses must be prorated between the personal expenses and the rental expenses.  Expenses which only relate to the rental activity need not be prorated.
	a. Any reasonable method of prorating expenses may be used.
	b. Some of the personal expenses (interest and taxes) may still be deductible as an itemized deduction on Schedule A.

	2. If the property is converted during the tax year to rental (or back to personal) use, allocate the expenses based on the number of months used for rental purposes.

	D. Vacation Properties (I.R.C. § 280A).
	1. If a taxpayer uses a dwelling unit as a residence, limits apply to the deductions that can be claimed.
	2. To constitute use as a residence, the property must be subject to personal use for a period of more than 14 days or 10 percent of the period the property is actually rented out, whichever is greater.
	3. Personal use includes use by anyone who has an interest in the property or their family members, unless fair market rental is paid.
	a. Any use for less than fair rental value is personal use.
	b. Use by one who permits the owner to use another property is personal use.
	c. Shared equity arrangements are an exception to the personal use rules.

	4. Exceptions to the limitations.
	a. If the property is rented for fewer than 15 days, and is used as a residence, none of the rental expenses are deductible on Schedule E.  All interest, taxes, and casualty losses will be deductible, if at all, as itemized deductions on Schedule A.  ...
	b. If the property is used as a principal residence, either before or after the rental period, the days occupied as a primary residence may not be counted as personal use.

	5. If the taxpayer has used the dwelling unit and rented it, the expenses must be divided between rental use (Schedule E) and personal use (Schedule A).
	6. Limitations on deductions (Schedule E).  If property has been used as a residence during the rental period, the taxpayer can only deduct rental expenses in the following order:
	a. Interest, taxes, and casualty losses that are allocable to the rental use (these expenses are always deductible in full).
	b. Operating and maintenance expenses, other than depreciation, are next deducted, but only to the extent that rental income exceeds the deductions in item a., above.
	c. Depreciation deductions are allowed only to the extent that rental income exceeds the deductions in items a. and b., above.



	XI. DEPRECIATION (see IRS Pub. 527, Residential Rental Property & IRS Pub 946, How to Depreciate Property).
	A. Determining Depreciation.  How much depreciation can be deducted is determined mainly by:
	1. Basis in the property; and
	2. Recovery period for the property.

	B. What Can Be Depreciated?
	1. Real property other than land.
	2. Personal property.
	3. Property that meets all three of the following conditions:
	a. Used in business or held for the production of income;
	b. Has a determinable useful life longer than one year; and
	c. Is something that wears out, gets used up, decays, becomes obsolete, or loses value from natural causes.


	C. Basis for Depreciation.
	1. The basis of property held for rent is generally its cost, minus the value of land.
	2. If property originally used for personal use is converted, basis is the lower of adjusted basis or fair market value on the date of conversion.
	3. Depreciation will be disallowed if basis cannot be proved.
	4. Total depreciation claimed must not exceed the depreciable basis of the property.
	5. Deducting depreciation is not an election: allowable depreciation not deducted is lost and will reduce the basis at time of sale.  (I.R.C. § 1016(a)(2)).

	D. Methods of Depreciation.
	1. Property placed in service before 1981 could be depreciated under several methods.
	a. Straight line.
	b. Declining balance method.

	2. Property “placed in service” after 1980, but before 1987, must be depreciated using the Accelerated Cost Recovery System (ACRS).
	a. If taxpayer used the property (or a relative owned it) before 1981, and converted it to rental property after 1980, the ACRS system cannot be used.
	b. ACRS allows rapid recovery of an asset cost using fixed recovery schedules over prescribed periods.
	(1) No need to estimate useful life.
	(2) Salvage value need not be estimated.

	c. Recovery periods for property placed in service before 1987:
	(1) 3-Year Property:  Includes personal property with a midpoint class life of 4 years or less (automobiles, light trucks).
	(2) 5-Year Property:  Personal property that is not 3-, 10-, or 15-year property (includes most office equipment like computers, as well as office furniture).
	(3) 15-year property:  Real property placed in service between December 31, 1980 and March 16, 1984.
	(4) 18-Year Property:  Real property placed in service after March 15, 1984 and before May 9, 1985.
	(5) 19-Year Property:  Real property placed in service after May 8, 1985, but before 1 January 1987.  Those who place real property in service after 31 July 1986 may elect a modified ACRS under the Tax Reform Act of 1986.


	3. Modified Accelerated Cost Recovery System (MACRS) I.R.C. § 168 (see Appendix B, Figuring MACRS Depreciation).
	a. The Tax Reform Act of 1986 modified the ACRS system for all property “placed in service” after 31 December 1986.
	(1) Property used as a home prior to 1986 and converted after 1986 must be depreciated under MACRS.
	(2) Taxpayers may elect to have a modified ACRS system apply to property placed in service after 31 July 1986 but before 31 December 1986.

	b. MACRS provides two systems for depreciating property.
	(1) General Depreciation System.  GDS property is assigned a certain recovery period (i.e., 3, 5, or 7 years) and uses two methods of depreciation--declining balance (accelerated depreciation) and straight line (constant depreciation).
	(2) Alternative Depreciation System.  ADS property is assigned a certain recovery period (usually longer than the GDS method) and is depreciated using the straight-line method.  A taxpayer may elect to use this method.

	c. To figure the MACRS deduction, the taxpayer must know the following about the property:
	(1) Its recovery period (and the applicable convention);
	(2) Its placed-in-service date; and
	(3) Its depreciable basis.

	d. Recovery Periods Under MACRS.
	(1) The 3-, 5-, 10-, and 15-year recovery classes under ACRS are retained.  Cars are shifted from 3- to 5-year class.
	(2) Nonresidential real property. This class includes any real property with a class life of 27.5 years or more that is not residential rental property.  This property is depreciated over 39 years.
	(3) Residential real property.  This class includes any real property that is a rental building or structure for which 80% or more of the gross rental income for the tax year is rental income from dwelling units.  If any part of the building or struct...
	(a) This property is depreciated over 27.5 years under the GDS method.
	(b) This property is depreciated over 40 years using the ADS method.


	e. Residential and nonresidential property must be depreciated using the straight-line method.
	f. All residential real property placed in service is treated as placed in service on the midpoint of that month (mid-month convention).  All other property is treated as being placed in service in the middle of the year.
	g. Depreciation can begin when the property is placed in service.  “Placed in service” for a rental property means when the property is ready and available for a specific use in that activity.

	4. The depreciation deduction for each year of the recovery period is figured by applying a certain depreciation method (e.g. straight line or declining balance) to the property’s adjusted basis.  The taxpayer can calculate this manually or use tables...
	a. The adjusted basis does not include the value of land.
	b. The percentage of depreciation used each year varies with the property’s recovery period and the method of depreciation used (e.g., straight line or declining balance).  In the first year, the percentage also varies with the applicable convention (...
	c. The percentages in the tables are applied to the adjusted basis of the property each year of the recovery period.
	(1) For the purpose of computing the annual deduction, the taxpayer does not reduce the adjusted basis by the amount of depreciation taken in prior years.
	(2) For the purpose of computing gain or loss on the sale of the property, the taxpayer must reduce the adjusted basis by the amount of depreciation taken in prior years.


	5. Depreciation deduction for improvements.
	a. The period for computing depreciation begins on the date in which the addition or improvement is placed in service.
	b. Example.  Colonel Jones owns rental property in Washington, D.C. and has been depreciating the property since 1984 under ACRS.  In 2006, he adds an addition.  He must depreciate the addition under the MACRS system (residential real property class).

	6. If the property is disposed of before being completely depreciated, depreciation for the final year can only be taken for the number of months in service during the year of sale.
	7. Figure depreciation on Form 4562, and transfer the result to the appropriate form, normally Schedule E (or Schedule C if a business).  Refer to Pub. 946 for additional guidance.  A taxpayer need not complete Form 4562 if the only depreciation claim...


	XII. PASSIVE LOSS LIMITATIONS (I.R.C. § 469).
	A. General Rules.
	1. Individuals cannot offset income, other than income from passive activities, with losses from passive activities.
	2. A passive activity is any activity involving the conduct of any trade or business in which the taxpayer does not materially participate.
	a. Material participation requires regular, continuous, and substantial involvement.
	b. Passive activities include most limited partnerships and all rental activities regardless of material participation.

	3. Net passive activity losses and passive activity credits are disallowed but may be carried forward to next tax year.  All passive activity losses (not credits) that have accumulated will be allowed in year property is disposed (I.R.C. § 469(g)).

	B. Losses From Rental Real Estate.
	1. A special rule allows a $25,000 offset of nonpassive income ($12,500 for married couples who lived apart for the entire year filing separately) for rental real estate activity losses.
	2. To constitute non-passive income, the taxpayer must “actively participate” in the rental activity.
	a. Not the same standard as material participation.
	b. Satisfied if taxpayer participates in significant and bona fide sense, e.g., approves lease terms, tenants, and repair decisions.

	3. Ownership limitation:  taxpayer must own at least a 10% interest.
	4. Taxpayer must have a modified Adjusted Gross Income (AGI) less than $150,000.  The special $25,000 offset is phased out by 50% of the amount that modified AGI exceeds $100,000.  No loss is allowed when the modified AGI exceeds $150,000.
	5. Passive activity losses and credits are computed on Form 8582, Passive Activity Loss Limitations.  Taxpayers do not have to complete and file Form 8582 if:
	a. Losses are only from rental activities.
	b. There are no credits with the rental activities.
	c. Taxpayer actively participated in the rental activity.
	d. There are no losses or credits from any other passive activity.
	e. Total losses from rental real estate activity are less than $25,000.
	f. Modified adjusted gross income is less than $100,000.
	g. Taxpayer lived apart from spouse for entire tax year if married filing separate returns are filed.

	6. Enter the amount of deductible real estate loss on Schedule E, line 23.

	C. At-Risk Rules.
	1. The at-risk rules have been extended to the holders of real estate placed in service after 1986.
	2. Under these rules, any loss from an activity is allowed only to the extent of the total amount a taxpayer has at risk in the property (e.g., to the extent of the adjusted basis).


	XIII. conclusion

	Chapter N - 2018 Income Tax Deskbook - Tax Payments & Finishing the Return
	I. REFERENCES.
	A. Tax Forms:  1040, Schedule SE, 6251, 4137, 5329, 5405, 8888, 8812, 8863, Schedule H (Household Employment Taxes), Schedule M (Making Work Pay Credit).
	B. Internal Revenue Code of 1986, as amended (I.R.C.).
	C. Federal Income Tax Regulations (Treas. Reg.).
	D. IRS Publications:
	1. Pub. 17, Your Federal Income Tax.
	2. Pub. 926, Household Employer’s Tax Guide
	3. Pub. 531, Reporting Tip Income


	II. total tax.
	A. A taxpayer’s income tax is based on his or her taxable income, as determined by determining the taxpayer’s income and deductions.
	B. After the taxpayer’s income tax and AMT, if any, is determined, the taxpayer must subtract any applicable tax credits and add any other taxes owed.  The result is the taxpayer’s total tax.
	C. The taxpayer’s total tax is compared to his or her total tax payments (e.g. withholdings as shown on the taxpayer’s W-2) to determine if a refund or additional tax payment is warranted.

	III. OTHER TAXES.
	A. Self-employment Tax (Schedule SE).
	1. An individual who is self-employed is subject to the self-employment tax, the purpose of which is to provide social security benefits.  This tax is assessed on the individual’s self-employment income.  I.R.C. § 1401 – 1402.
	2. It does not include rental income (unless taxpayer is a real estate dealer), dividends, or capital gains.
	3. Individuals that had net earnings from self-employment over $400 are subject to the tax.
	a. Net earnings from self-employment consists the gross income derived from any trade or business, less allowable deductions attributable to the trade or business and the taxpayer’s distributive share of the ordinary income or loss of a partnership en...
	b. There are special rules for computing net earnings from self-employment.  I.R.C. § 1402(a).
	c. 2018 Update.  Under the Tax Cuts and Jobs Act (TCJA), Pub. L. No. 115-97, § 11011 (Dec. 22, 2017), added I.R.C. § 199A.  In general, Section 199A allows a 20% deduction, subject to numerous limitations, to taxpayers operating a trade or business ot...

	4. U.S. Citizens or Resident Aliens Living Outside the U.S.  I.R.C. § 1402(a)(11):
	a. In most cases, self-employed U.S. citizens or resident aliens living outside the U.S. must pay the self-employment tax.  The taxpayer may not reduce foreign earnings from self-employment by the foreign earned income exclusion.
	b. The U.S. has social security agreements with many countries to eliminate dual taxes under two social security systems.  Under these agreements, the taxpayer must generally pay social security and Medicare taxes to only the country where they reside.
	c. The U.S. now has social security agreements with Australia, Austria, Belgium, Canada, Chile, Czech Republic, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Japan, Luxembourg, the Netherlands, Norway, Poland, Portugal, Spain, South Korea...

	5. The combined rate of tax on self-employment income is 15.3%.  That rate consists of a 12.4% for social security, and a 2.9% component for Medicare.  Beginning in 2013, there is a 3.8% (2.9% regular Medicare tax plus 0.9% additional Medicare tax) on...
	6. For 2017, the maximum amount of self-employment income subject to social security tax was $127,200.  There is no longer a cap for the Medicare component.
	7. The self-employment tax is calculated on the Schedule SE.
	a. The self-employment tax will be entered on line 5 of Schedule SE.
	b. The self-employment tax will carry over to Form 1040.
	c. As previously mentioned, a deduction for one-half of the self-employment tax is indicated on Schedule SE, line 6, and transferred to Form 1040 as an adjustment to income.
	d. Married couples filing a joint return must file separate Schedules SE where each spouse is self-employed.


	B. Alternative Minimum Tax (AMT) (Form 6251).
	1. The AMT rules have been devised to ensure that at least a minimum amount of tax is paid by high income taxpayers who reap large tax savings by making generous use of certain tax deductions and exemptions.  Without the AMT, some taxpayers might be a...
	2. The AMT is the excess, if any, of the tentative minimum tax for the year over the regular tax for the year.
	3. No specific tests to determine if taxpayer owes AMT.  Figure regular income tax and then see whether tax benefit items must be added back (see worksheet in Form 1040 Instructions).
	4. Taxpayer uses Form 6251 to determine liability.  The IRS website has a new feature, the AMT Assistant, to help taxpayers evaluate whether the AMT will apply to their return.  The IRS AMT assistant is available http://www.irs.gov/uac/Tools.
	5. The AMT now appears after the line for calculating the regular tax instead of in the section for other taxes.  The change was designed to simplify the AMT calculation of the offset for personal credits for dependent care, education, and child tax c...
	6. See Instructions to Forms 1040 and 6251 for further information about the AMT, including current rates and brackets.

	C. Social Security and Medicare Tax on tip income not reported to employer (Form 4137).
	1. Cash tips paid directly to an employee by a customer and tips paid over to the employee for charge customers must be accounted for by the employee in a written statement furnished to the employer on or before the 10th day of the month following the...
	2. All of the tips mentioned above are subject to withholding.  I.R.C. § 3401(a)(16)(B).  However, the only tips that an employer must report on Form W-2 are those that are actually reported to him by the employee.  I.R.C. § 6051(a).
	3. If a taxpayer received tips of $20 or more in any month and did not report the full amount to their employer, they must pay the social security and Medicare tax on the unreported tips.
	4. The tax is computed on Form 4137, and the amount of the tax transferred to Form 1040.
	5. A taxpayer may be charged a penalty equal to 50% of the social security and Medicare tax due on tips if they did not report them to their employer.

	D. Net Investment Income Tax (I.R.C. § 1411)
	1. For tax year 2013 and beyond, certain unearned income of individuals, trusts, and estates is subject to a 3.8% surtax (i.e., it is payable on top of any other tax payable on that income).
	2. For individuals, the surtax on unearned income (also called the unearned income Medicare contribution tax or the net investment income tax) is 3.8% of the lesser of:
	a. net investment income; or
	b. the excess of modified adjusted gross income (MAGI) over an unindexed threshold amount ($250,000 for joint filers or surviving spouses, $125,000 for a married individual filing a separate return, and $200,000 in any other case).

	3. Net Investment Income is the excess of the sum of the following items over investment expenses (except interest) directly connected with the production of investment income (Treas. Reg. §1.1411-4):
	a. Gross income from interest, dividends, annuities, royalties, rents, and substitute interest and dividend payments, but not to the extent this income is derived in the ordinary course of an active trade or business;
	b. Other gross income from passive activity under I.R.C. § 469, or from a trade or business of a trader trading in financial instruments or commodities;
	c. Net gain included in computing taxable income that is attributable to the disposition of property, but not to the extent the property was held in an active trade or business.

	4. The net investment income is reported on IRS Form 8960.

	E. Tax on Unearned Income of Children – “Kiddie Tax”
	1. Under the “kiddie tax” rules, certain children are taxed at higher rates on unearned income.  For 2018, the “kiddie tax” applies if the child’s unearned income exceeds $2,100 for 2018, if that tax is higher than what the child would otherwise pay o...
	2. For unearned income in 2018, the child’s first $1,050 is not taxed at all, and the next $1,050 is taxed at the child’s rate.
	3. 2018 Update.  The TCJA, § 11001, changed the rate structure for the kiddie tax.  Before the TCJA, the child was taxed at the parent’s marginal rate.  For tax years 2018 through 2025, the kiddie tax is imposed at the rates that apply to trusts and e...
	4. The parents can, if certain conditions are met, elect to include the child’s gross income on their own return.
	5. A child is subject to the kiddie tax if:
	a. the child either –
	(1) is under age 18 at the end of the tax ear, or
	(2) is age 18, or 19–23 if a full-time student, at the end of the tax year and his or her earned income does not exceed one-half of the child’s support;

	b. either parent is alive at the end of the tax year;
	c. the child does not file a joint return for the tax year; and
	d. the child’s unearned income is more than $2,100 for 2018.  I.R.C. § 1(g)(2).

	6. A child subject to the kiddie tax pays a tax computed on Form 8614, attached to the child’s Form 1040.
	7. The parents of a child may elect to include on their return the unearned income of a child to avoid the kiddie tax.  The election can only be made under certain enumerated requirements.  I.R.C. § 1(g)(7); Rev. Proc. 2013-15; Rev. Proc. 2013-35.
	a. The election is made by filing Form 8814.  Electing parents are then taxed on their child’s income in excess of $2,100.


	F. Additional tax on IRAs, Qualified Plans and other tax favored accounts (Form 5329).
	1. Taxpayer includes distributions received before age 59-1/2 in gross income (Form 1040, line 15).  In addition, the taxpayer must pay a 10% penalty.  Withdrawals before age 59 ½ are called premature or early withdrawals.  This penalty is 10% of the ...
	2. Additional 10% penalty is imposed on the premature withdrawal from an IRA, or other qualified retirement plan.  This tax is in addition to any regular tax due.
	3. There are a number of exceptions to the 10% penalty, if one applies see the instructions for Form 5329 for the code to place on the form to exempt the distribution from the penalty:
	a. The receipt of a distribution from a traditional IRA that includes a return of nondeductible contributions is not subject to the 10% penalty.
	b. The 10% penalty does not apply if taxpayer dies, or becomes disabled.  I.R.C. § 72(t)(3)(A).
	c. Unemployed individuals:  To the extent that they do not exceed qualifying medical insurance premiums, distributions by an IRA to certain unemployed individuals are not subject to the 10% penalty.  I.R.C. § 72(t)(2)(D).
	d. Qualified higher education expenses:  The 10% penalty will not be charged if the individual uses the IRA money to pay for qualified higher education expenses for the individual, the spouse, child, or grandchild of the individual or their spouse.  Q...
	e. First time homebuyer expenses:  The 10% penalty will not be charged if the individual uses the IRA money for certain expenses associated with buying a principal residence.  Only $10,000 during the individual’s lifetime may be withdrawn without a pe...
	(1) Qualified expenses include acquisition costs, settlement charges and closing costs.
	(2) The principal residence may be for the individual or the individual’s spouse, child, grandchild or ancestor.
	(3) In order to be considered a first time homebuyer, the individual must not have had an ownership interest in a principal residence during the two-year period ending on the date that the new home is acquired.  I.R.C. § 72(t)(8)(D) (principal residen...

	f. Annuity exception - taxpayer may receive distributions without penalty if distributions are part of a series of substantially equal payments over taxpayer's life, even if taxpayer is less than age 59 ½.  Two special requirements:
	(1) At least 1 distribution annually, and
	(2) Distribution payments continue for at least 5 years or until taxpayer reaches 59 ½, whichever is longer.

	g. If a taxpayer made a contribution to an IRA during the tax year, and withdraws the money before the due date of the tax return, he will not be subject to the 10% penalty.  If a taxpayer has an extension of time to file a tax return, the taxpayer ca...
	h. Qualified Reservist Distribution.  If ordered after Sept 11, 2001 to active duty for at least 180 days and take a distribution during time of active duty from a qualified retirement plan then not subject to the penalty. (I.R.C. § 82(t)92)(G)(i)).

	4. Taxpayers receiving premature distributions must complete IRS Form 5329 and enter the amount of the tax on Form 1040.

	G. Household Employment Taxes (Schedule H, See IRS Pub. 926).
	1. If a taxpayer employs someone to care for children or disabled dependents in their home (clean, cook, or provide other personal services in or around the home) the taxpayer may be obligated to pay and withhold Social Security and Medicare taxes (FI...
	2. “Nanny tax.”  The Social Security Domestic Employment Reform Act of 1994 (H.R. 4278, 103rd Cong., 2d Sess. (1994)) changed existing rules on reporting and withholding Social Security taxes that household employees earn in a taxpayer-employer's home.
	a. In 2017, a $2,000 annual wage threshold (per domestic employee) for Social Security taxes on wages earned by domestic service employees (I.R.C. § 3121(a)(7)(B)).
	b. An employer of household employees is liable for FUTA taxes if they paid cash wages of $1,000 or more for household services during any calendar quarter, or if they did so in any quarter in the preceding year.  However, you do not have to count wag...
	c. Household employers report and pay Social Security, Medicare or Federal Unemployment (FUTA) taxes annually on their own federal income tax return (see Schedule H).
	d. Effective January 1, 2013 and beyond, Additional Medicare Tax applies to an individual’s Medicare wage that exceeds a threshold amount based on the taxpayer’s filing status.  Employers are responsible for withholding the 0.9% Additional Medicare Ta...
	e. A taxpayer should file a Form W-2 for each household employee to whom they paid Social Security and Medicare wages, or wages from which the taxpayer withheld federal income tax.
	f. Employers need an employer identification number (EIN) to include on Form W-2 and Schedule H.  To obtain an EIN, employers should complete Form SS-4.
	g. Household workers under age 18 are exempt from Social Security taxation and coverage UNLESS their principal occupation is household employment.

	3. The tax is computed on Schedule H and entered on Form 1040, line 62.


	IV. CREDITS.
	A. A credit is a dollar-for-dollar reduction of the taxpayer’s tax liability.
	1. After the taxpayer determines his or her income tax and any AMT, the taxpayer should determine if he or she is eligible for any tax credits.
	2. See Tax Credit outline for a list of credits and their eligibility requirements.

	B. Other Credits.  Excess Social Security and RRTA tax withheld.  I.R.C. 31(b)(1).
	1. If a taxpayer or spouse had more than one employer for the tax year and had total wages of more than $128,400 (2018), too much social security tax may have been withheld.
	2. Taxpayers can claim a credit on Form 1040 for the amount of social security tax withheld in excess of $7,960.80 (the maximum amount to be withheld).
	3. If any one employer withheld more than $7,960.80, the taxpayer must ask the employer to refund the excess.


	V. Payments.
	A. Federal income tax withheld from Forms W-2 and 1099.
	1. Withholding of income tax by an employer is required only on an employee’s wages.  I.R.C. § 3401(a).
	2. Salaries, fees, bonuses, commissions on sales or on insurance premiums, taxable fringe benefits, pensions and retirement pay (unless taxed as an annuity) are, if paid as compensation for service, subject to withholding.  Treas. Reg. 31.3401(a)-1(a)...
	3. Wage withholding is a pay-as-you-earn tax system.  Federal income tax taken out of the taxpayer’s pay is shown in box 2 of Form W-2.
	4. Federal income tax can also be withheld on payments from pension plans, annuities, and IRAs.  The tax withheld is reported on Form 1099-R, box 4.
	5. Some income tax is withheld from income reported on other Form 1099s.
	6. Add all of the federal income tax withheld from the above sources and enter on Form 1040.

	B. Estimated Tax Payments and Amount Applied from Prior Year Tax Return.  (Form 1040-ES).
	1. An individual must make four quarterly installment payments of estimated tax based on the amount of his “required annual payment” to avoid an underpayment penalty. The required annual payment is the lower of 90% of the tax shown on the current year...
	a. Taxpayers make estimated tax payments on income that is not subject to withholding or when the tax withheld is inadequate.
	b. Taxpayers use Form 1040-ES to make estimated tax payments.  If the taxpayer made estimated tax payments during the tax year the total amount of the payments is entered on Form 1040.

	2. If the taxpayer had an overpayment in 2017, and applied part or all of it to their estimated tax in the current year, indicate the amount on line 65 of Form 1040.

	C. Amount Paid With Request for Extension to File.
	1. If the taxpayer filed Form 4868 or used a credit card to get an automatic extension of time to file Form 1040, the taxpayer enters any amount that was paid with the extension form or by credit card.
	2. If the taxpayer paid by credit card, the amount of the convenience fee charged by the credit card company is not included in the payment.

	D. Other Payments (Form 2439; Form 8839, Form 8801, Form 8885).
	1. Any tax paid by a regulated investment company or real estate investment trust may provide a tax credit to taxpayer on Form 2439:  Notice to shareholder of undistributed long-term capital gains.
	2. Any tax credit available to taxpayer from qualified adoption credits is reported on Form 8839.
	3. Any tax credit available to taxpayer from federal tax paid on health insurance is calculated on Form 8885.
	4. A taxpayer with any of these three types of credits checks the appropriate box and enters the credit on Form 1040.

	E. Total Payments.
	1. All payments are added together.
	2. The sum is the total tax paid during the tax year.


	VI. Refund.
	A. If the taxpayer has made more tax payments during the tax year than the total tax due, the taxpayer has overpaid taxes for the tax year.
	B. The taxpayer can elect to have an overpayment refunded.  This will result in a check mailed to the taxpayer, direct deposit of the refund if elected by the taxpayer, or the taxpayer can elect to use the refund to purchase Series I Savings Bonds.
	C. The taxpayer can elect to have a refund direct deposited to a bank account using form 8453.
	1. Double check Routing Number and Account Number with a voided check.
	2. Require proof of ownership of account.
	a. NOTE:  A military employee used the Volunteer Income Tax Assistance (VITA) program to electronically file her return.  A person with access to the VITA site changed the bank deposit account and routing numbers, causing the refund to be deposited in...


	D. Split Refunds.  (Form 8888)
	1. Taxpayers have the option to divide their direct deposit refund between a maximum of three different accounts.
	2. The accounts must be maintained in U.S. financial institutions.
	3. To split a refund, the refund amount must be at least $1.00 or more.
	4. Refunds can be split to various accounts as long as the account is one with a routing number and account number.  This includes, savings accounts, checking accounts, IRAs, money markets, debit cards, and education savings accounts.  A refund cannot...
	5. Ordering Rules---or what happens if my refund is not what I thought it would be?
	a. IRS must reduce the refund:  Bottom up rule
	(1) The IRS will first deduct the difference from the amount designated for the last listed account on the Form 8888.
	(2) If the difference exceeds the refund designated for this account, the IRS will go to the next listed account etc.

	b. IRS must increase the refund:  All to the last account listed.
	c. IRS Offset:  If the IRS offsets a refund for delinquent state income taxes, back child support, or delinquent federal debts like student loans, the FMS will deduct the amount due from the account that appears first on the payment file received by F...

	6. Anyone whose refund is changed will receive a letter from the IRS explaining the adjustments.
	7. Anyone who wants a direct deposit into a single account does not use the Form 8888, they still simply indicate the routing and account numbers on the Form 1040.

	E. Refund Offset:
	1. If a taxpayer owes a past-due federal tax, state tax, child support, spousal support, or certain federal nontax debts, such as student loans, all or part of an overpayment (refund) may be used to pay the past-due amount.
	a. Priorities for Offset.
	(1) First, by amount of any past-due support assigned to a state;
	(2) Second, by the amount of any past-due, legally enforceable debt owed to a federal agency;
	(3) Third, by the amount of any qualifying past-due support not assigned to a state; and
	(4) Fourth, by the amount of any past-due legally enforceable state income tax obligation.

	b. States can seek an offset for federal income tax refunds payable after December 31, 1999.  I.R.C. § 6402(e)(2).  As extended to state income tax debts, the program allows the state taxing authorities to ask the federal government to offset a taxpay...
	(1) The state first must show that is has made reasonable efforts to collect the tax.
	(a) The term “State” means not only the States of the United States, but includes the District of Columbia, American Samoa, Guam, the U.S. Virgin Islands, Commonwealth of the Northern Mariana Islands, and the Commonwealth of Puerto Rico.
	(b) “State income tax” includes all taxes determined under state law to be State income tax, and includes any local income tax that is administered by the chief tax administering agency of the State.

	(2) Second, the state must notify the taxpayer of its intent to offset the taxpayer’s federal refund claim and give the taxpayer 60 days to demonstrate that the state tax levy is not past due or not unenforceable.
	(3) States are required to certify compliance with pre-offset procedures imposed by state law or procedures.
	(a) The certification and pre-offset procedures include a requirement that states provide debtors with notice that they intend to collect the debt by referral to the Treasury for tax refund offset;
	(b) That states afford debtors the opportunity to present evidence that all or part of the debt is not due; and
	(c) That states establish procedures for reviewing evidence presented by debtors.

	(4) For refunds payable after December 31, 1999, the IRS will only be able to apply a refund for a tax year to offset state tax obligations if the address shown on the Federal return for the year of the overpayment is within the state seeking the offset.
	(a) If the taxpayer moves to a different state, he is effectively exempt from application of a refund for a year after the move to a State tax obligations owed to the State from which he has moved.
	(b) The address shown on the return is controlling for this purpose.  Thus, literally read, even if a taxpayer actually continues to reside within the state seeking the offset, if he files the return showing an address outside that state, IRS cannot a...

	(5) The reduction of a taxpayer’s refund for past due State tax is not subject to review by any court of the U.S. or by the Secretary of the Treasury, Financial Management Service, or the I.R.S. in an administrative proceeding.  I.R.C. § 6402(f).


	2. A taxpayer subject to offset will receive a notice from the Treasury Department’s Financial Management Service showing the amount of the offset and the agency receiving it.


	VII. Amount owed.
	A. If the total tax due is more than the total tax payments for the tax year, then the taxpayer will owe money.
	1. The amount owed will be indicated on Form 1040.
	2. If there is an amount owed, the taxpayer should include with the tax return, a check or money order payable to the United States Treasury for the entire amount owed.
	3. The taxpayer may use a credit card to pay amount owed.  The credit card company usually charges a convenience fee that varies by card service.  Call 800-272-9829 or 888-729-1040 to arrange credit payments, or go to www.irs.gov for list of credit ca...
	4. The taxpayer can pay by electronic debit from a bank account.
	5. The payment should be enclosed, but not attached to the return.  The taxpayer’s name, address, social security number, daytime telephone number, and “2017 Form 1040” should be written on the payment.
	6. If the taxpayer cannot pay the full amount, he/she can ask for permission to make monthly installment payment.  To ask for an installment agreement, the taxpayer should file an Installment Agreement Request (Form 9465) with the tax return.
	a. On Form 9465, the taxpayer may request a monthly payment plan.  The IRS will inform the taxpayer within 30 days if the proposed payment plan is accepted.
	b. If the monthly payment plan is approved, the taxpayer will have to pay a processing fee, interest, and possibly a late-payment penalty on the amount not paid by the due date.
	c. If the taxpayer owes $10,000 or less and certain conditions are met, the IRS must enter into an installment arrangement if requested.  The taxpayer must show that full payment cannot be currently made, and that in the previous five years the taxpay...
	d. If amount due, including interest and penalty, is $25,000 or less, the taxpayer can apply online for an installment agreement at www.irs.gov.


	B. Estimated Tax Penalty.
	1. If the amount owed is $1,000 or more and it is more than 10% of the tax shown on the return, or if the taxpayer underpaid his prior year estimated tax liability, the taxpayer may owe a penalty for underpayment of estimated tax.
	2. If the exceptions to the penalty do not apply to the taxpayer, the penalty is calculated on Form 2210 or you can allow the IRS to make the calculation and notify the taxpayer of the penalty.
	3. A taxpayer subject to the estimated tax penalty will include the penalty on Form 1040.


	VIII. finishing the return.
	A. Taxpayer Identification Section.
	1. Signature Section.
	a. Electronic Filing:  Return still has to be signed to be validly filed if it is electronically submitted.  The signature form is Form 8879, generated by the software.
	(1) Use the Practitioner Pin method for your tax center.  The Practitioner Pin will be your center’s EFIN and 98765 which designates the return as a VITA return.
	(2) The Form 8879 no longer has to be maintained by the tax center for 3 years.  However, military tax centers must retain Form 8879 thru 31 December of the filing year.
	(3) If a POA is used or a Form 8332, giving dependent exemption to non-custodial parent, must file a Form 8453 in addition to the 8879.  The 8453 transmits the attached POA or Form 8332 and the Form 8879 is still the signature document.

	b. Joint return:
	(1) How to get both husband and wife signature on a joint return in a tax center?
	(2) Require both husband and wife to come into tax center at the same time?
	(3) System to allow for one spouse to come into tax center (without children), prepare return, sign return, and then the other spouse to return later to sign the return.

	c. When a signature appears on a joint tax return, there is a rebuttable presumption that each spouse has signed his/her name.  I.R.C. § 6064.
	(1) In the past, the Internal Revenue Manual instructed IRS agents that a signature on a return was prima facie evidence that the person whose name appears on the document actually signed the return and to disallow any claim that a spouse’s signature ...
	(2) A spouse who files a joint return can rebut the presumption under I.R.C. § 6064 that she actually and willingly signed a joint return.  The spouse seeking relief must prove that the signature was forged and he/she did not intend to file a joint re...

	d. The IRS will accept an original power of attorney, a photocopy, or a fax copy of a power of attorney as long as authenticity is not reasonably disputed.  Previously, the same IRS offices required an individual submitting a power of attorney to send...
	e. Generally, the taxpayer must sign the tax return.  However, if the military taxpayer is overseas or incapacitated, the service member can grant a power of attorney to an agent to file and sign the return.  I.R.S. Pub. 3.
	(1) A power of attorney can be granted by filing Form 2848.  While other power of attorney forms may be used, they must contain the information required by Form 2848.  I.R.S. Publication 3; IRS Information Release 91-20 (January 31, 1991).
	(2) Joint returns.  Generally, joint returns must be signed by both spouses.  However, when a spouse is overseas, in a missing status, incapacitated, or deceased, a power of attorney may be needed to file a joint return.  I.R.S. Pub. 3.
	(a) Spouse overseas.  If one spouse is overseas on military duty, there are two options when filing a joint return.  One spouse can prepare the return, sign it, and send it to the other spouse to sign early enough so that it can be filed by the due da...
	(b) Spouse in missing status.  The spouse of a member of the Armed Forces who is in a missing status in a combat zone can still file a joint return.  A joint return can be filed for any year beginning not more than 2 years after the end of the combat ...
	(c) Spouse incapacitated.  If a spouse cannot sign because of disease or injury and he or she tells the other spouse to sign, the other spouse can sign the spouse's name in the proper space on the return, followed by the words "by [your name], Husband...
	(d) Spouse died during the year.  If one spouse died during the year and the surviving spouse did not remarry before the end of the year, the surviving spouse can file a joint return for that year, writing in the signature area, "Filing as surviving s...
	(e) Filing Returns for Combat Zone Participants
	(i) If someone (agent) is acting on behalf of taxpayer serving in a combat zone and the agent does not have a power of attorney from that person specifying that the agent can handle federal tax matters, the IRS will accept a general power of attorney ...
	(ii) If it is not possible for the spouse of someone serving in a combat zone to obtain that person's signature on a joint return, power of attorney form, or other signed authorization to act on his or her behalf, the IRS will accept a written stateme...




	2. Occupation.  Instructions for Form 1040 remind taxpayers should include their occupation in boxes next to the signature block.
	a. Does taxpayer lists his/her occupation as waiter, cab driver, porter, beautician?  If so, IRS may be looking for tip income.
	b. Does the taxpayer claim business expenses for an activity that shows no income on the return (i.e., beautician supplies, but no Form 1099 or W-2 for that occupation)?  If so, the IRS may find that the return warrants further inspection.


	B. Third Party Designee:  There is a section to give permission to the IRS to talk to the tax return preparer or other designee and bypass the filer to discuss questions or issues regarding processing related matters on the returns.
	1. In the past, tax practitioners (attorneys, CPAs, and enrolled agents) and other paid preparers needed a power of attorney in order to discuss tax return preparation, and refund and payment issues with the IRS.
	2. Under this option, the taxpayer’s designee has the ability to speak directly to the IRS Customer Service representatives over the telephone and in person in response to math error notices and to receive information about a refund or payment.  It sh...
	3. The checkbox initiative eliminates the need for the power of attorney only for certain matters.  The taxpayer’s designee is limited to issues arising during the process of that specific return.  The taxpayer will still need to sign a power of attor...
	4. Military Tax Assistance Programs & checkbox:  Military tax assistance programs need to keep in mind that the IRS could attempt to contact a military tax preparer several years after the filing of the tax return.  Many military tax assistance progra...

	C. Assembling the return.
	1. Where to mail tax returns.   Taxpayers should mail tax returns to the address on the envelope received with their tax package, or note the proper mailing address on the back cover of the Form 1040 Instruction Booklet.
	2. Volunteer Site Designation.  Preparer should ensure that the return accurately reflects that it was prepared by a VITA site and includes the PTIN.
	3. Form W-4.  The taxpayer should consider making adjustments to their monthly tax withholdings, using Form W-4, if they have an excessive refund or owed a penalty for underpayment of tax.
	4. Check for common mistakes.
	a. Social security numbers and names.  Ensure that the taxpayers’ social security numbers and names are accurate by checking the return against the taxpayer’s social security card.  The IRS tracks the status of returns by social security numbers.
	b. Check math.  Verify the amounts of taxable income, tax credits, tax payments, and refund or amounts due are accurate.
	c. Name and address on return or label.  The IRS will use the address on the return to send notices; ensure the taxpayer’s reported address is correct.
	d. Sign and date return.
	e. Attach W-2’s.
	f. Include payment.



	IX. General information.
	A. Change of address.  The taxpayer can notify the IRS of a change in address by stating the new address on the return, sending Form 8822, making a written statement and sending it to the IRS, or calling the IRS.
	B. Record Keeping.  In general, taxpayers should keep their returns for as long as the returns may be needed for the administration of any provision of the Internal Revenue Code.  In other words, keep the tax returns until the applicable statute of li...
	C. Amended returns.
	1. A taxpayer may file a refund claim on Form 1040X within three years from the time the return was filed, or within two years from the time the taxpayer paid the tax, whichever is later.
	2. In determining the time limits within which a refund claim may be filed, the taxpayer may disregard intervening periods of service in a CZ/QHDA, plus periods of continuous hospitalization outside the U.S. as a result of combat zone injury, and the ...

	D. Copies of Returns.  To obtain an exact copy of past tax returns, file Form 4506 (Request for Copy of Tax Return).  Cost is $50 per copy.

	X. CONCLUSION.
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	II. Definitions
	A. Combat Zone (CZ).  A combat zone is an area that the President of the United States has designated by Executive Order as an area where US forces are engaged in combat.  A combat zone remains in effect until terminated by Executive Order.  (I.R.C. §...
	1. Executive Order 12744 designates the Persian Gulf, Red Sea, Gulf of Oman, Gulf of Aden, the Arabian Sea north of 10 degrees north latitude and west of 68 degrees east longitude, Iraq, Kuwait, Saudi Arabia, Oman, Bahrain, Qatar, and the United Arab ...
	2. Executive Order 13119 designates the former Federal Republic of Yugoslavia (Serbia/Montenegro), Albania, the Adriatic Sea, the Ionian Sea north of the 39th parallel and the airspace above these locations as a combat zone effective 24 March 1999.
	3. Executive Order 13239 designates Afghanistan, including the airspace above, as a combat zone effective 19 September 2001.

	B. Qualified Hazardous Duty Area (QHDA).  A QHDA is an area that Congress has designated through legislation where the Armed Forces are entitled generally to the same benefits afforded service in a combat zone under 26 U.S.C. § 112.  The following are...
	1. Public Law 104-117 designates Bosnia and Herzegovina, Croatia, or Macedonia, effective 21 November 1995.
	2. Public Law 106-21 designates the former Federal Republic of Yugoslavia (Serbia/Montenegro), Albania, the Adriatic Sea, the Ionian Sea north of the 39th parallel and the airspace above, effective 24 March 1999.
	Note: In both Public Law 104-117 and Public Law 106-21, the statutes expressly make QHDA status contingent on the members being entitled to receive imminent danger/hostile fire pay for service in that location.  As of the date of this revision, immine...
	3. Public Law 115-97, Section 11026 designates the Sinai Peninsula of Egypt, effective 9 June 2015.  Imminent danger/hostile fire pay has been authorized since 29 January 1997, and as of the date of this publication continues to be authorized.

	C. “In Direct Support.”
	1. The Secretary of Defense has the authority under Treasury Regulation 1.12-1 (currently delegated to PDUSD(P&R)) to extend combat zone tax exclusion benefits (CZTE) to service members performing military service outside of a combat zone or qualified...
	a. Their service directly (as opposed to remotely or indirectly) supports military operations in the combat zone;
	b. Their service qualifies them for hostile fire pay or imminent danger pay under 37 U.S.C. § 310; and
	c. The reason for paying imminent danger/hostile fire pay is based on risks/dangers related to the QHDA or CZ.
	Note: Direct support areas are listed in Figure 44-1, Volume 7a, DOD FMR.

	2. Areas Designated In Direct Support of the Afghanistan CZ.
	a. Military personnel in Pakistan and Jordan effective 19 September 2001.  Note: Since 31 May 2014, personnel in Tajikistan, Uzbekistan, and Kyrgyzstan only receive tax benefits if in receipt of hostile fire pay.
	b. Military personnel in Yemen effective 10 April 2002.
	c. Military personnel in Djibouti effective 1 July 2002.
	d. Military personnel in Syria and Somalia effective 1 January 2004.
	e. Military personnel in the Somali Basin effective 1 January 2007.

	3. Areas Designated In Direct Support of Military Operations in the Arabian Peninsula CZ.
	a. Military personnel serving in Jordan from 19 March 2003.
	b. Military personnel serving in Lebanon from 12 February 2015.
	c. Military personnel serving in Turkey east of 33.51 degrees East Longitude from 19 September 2016 (not yet listed in DOD FMR).


	D. Service in a Combat Zone or Qualified Hazardous Duty Area.
	1. The service must be performed on or after the date of designation in the Executive Order issued by the President as the commencement date (or in the legislation in the case of the QHDA) and on or before the termination date in the Executive Order (...
	2. Generally, to receive CZ tax benefits, a member must serve in a CZ, or in a QHDA or direct support area and receive hostile fire or imminent danger pay. (Treas. Reg. § 1.112-1).
	3. Non-qualifying presence in a combat zone.  Servicemembers are not eligible for CZ tax benefits if:
	a. Present in a CZ while on leave from a duty station outside the CZ;
	b. They simply pass over or through a CZ during the course of a trip between two points outside a CZ; or
	c. Present in a CZ solely for their own personal convenience.  (Treas. Reg. § 1.112-1(f)).



	III. Tax filing options for deploying personnel
	A. Filing Before Deployment.
	1. If the member has all of the documents and information necessary to file a complete and accurate return, the member may attempt to file the tax return before deploying.
	2. A member who chooses to file a tax return early could miss opportunities to reduce taxable income, for example, through making IRA contributions.  Therefore, filing before deployment is not always advisable, and tax program volunteers should make t...

	B. Filing During Deployment.
	1. This is the least preferred option.  The member’s focus in the deployed area should be on fulfilling the mission.
	2. Due to constant personnel turnover in deployed areas, maintaining a tax assistance program is difficult.  While occasionally there are tax assistance programs in deployed areas, the member may not have access to all documentation necessary to file ...

	C. Authorizing Someone Else to File the Return.
	1. Generally, a joint return must be signed by both spouses.  Mailing a tax return to the deployed member for signature incurs delays and has the potential for being lost in transit.
	2. Power of Attorney.  A spouse may use a special power of attorney to sign and file a joint tax return for their spouse, but only if the non-signing spouse is unable to sign to due disease or injury, or is continuously absent from the United States (...
	3. IRS Form 2848, Power of Attorney.  This form is the IRS power of attorney form and can also be used to authorize a spouse to sign and file a tax return on behalf of the military member.  Check the box on line 5a “Sign a return,” to allow a spouse t...
	4. Statement Attached to the Return.  If the military member is deployed to a combat zone or qualified hazardous duty area and the spouse does not have a power of attorney or Form 2848, the spouse can still sign for the deployed military member.
	a. The spouse must attach a signed statement to the return that explains that the member is currently serving in a combat zone.
	b. This option is not available if the spouse and deployed member are filing returns as married, filing separately.

	5. Member in Missing Status.  If the deployed member is in a missing status, the spouse can still file a joint return for any year beginning not more than 2 years after the end of the combat zone activities.
	6. Member Incapacitated.  If the deployed member is unable to sign the return because of disease or injury but tells the spouse to sign the return, the spouse may sign the return for the member.
	a. The spouse should sign the deployed member’s name, followed by the words “by [spouse’s name], Husband (or Wife).
	b. The spouse should also include a signed, dated statement showing the form number of the return, the tax year, the reason the member could not sign and that the member agreed to the spouse signing the return for him/her.

	7. Member Died During the Year.  If the member died during the year, and if the spouse did not remarry before the end of the year, the spouse can file a joint return for the year.
	a. The spouse should write in the signature area “Filing as surviving spouse.”
	b. If an executor or administrator has been appointed, both the surviving spouse and the executor or administrator must sign the return.



	IV. extension of tax deadlines
	A. Extension pursuant to 26 U.S.C. § 7508, Time for performing certain acts postponed by reason of service in combat zone or contingency operation.
	1. Eligibility.  The following individuals are eligible for an extension of tax deadlines under 26 U.S.C. § 7508:
	a. Military members serving in a combat zone or in direct support of a combat zone.
	b. Military members serving in a qualified hazardous duty area or in direct support of a qualified hazardous duty area.
	c. Military members deployed outside the United States away from the member’s permanent duty station while participating in a contingency operation designated by the Secretary of Defense.  “Contingency operation is defined by 10 U.S.C. § 101(a)(13).
	d. Spouses of a military member described above.
	e. Civilians serving in support of the Armed Forces in a combat zone, qualified hazardous duty area, or contingency operation such as the Red Cross, accredited correspondents, and personnel acting under the direction of the Armed Forces in support of ...

	2. Actions Extended.
	a. Filing any return of income, estate, or gift tax (except employment and withholding taxes).
	b. Paying any income, estate, or gift tax (except employment and withholding taxes).
	c. Filing a petition with the Tax Court for redetermination of a deficiency or for review of a Tax Court decision.
	d. Filing a claim for credit or refund of any tax.
	e. Bringing a suit for any claim for credit or refund.
	f. Making a qualified IRA contribution.
	g. Allowing a credit or refund of any tax by IRS.
	h. Assessment of any tax by the IRS.
	i. Giving or making any notice or demand by the IRS for the payment of any tax or for any liability for any tax.
	j. Collection by the IRS of any tax due.
	k. Bringing suit by the United States for any tax due.

	3. Length of Extension.  The deadlines for the tax actions described above is extended for the following period:
	a. 180 days after the later of
	(1) The last day the member is in the combat zone, qualified hazardous duty area or in direct support of the combat zone or qualified hazardous duty area (or the last day the area qualifies as such); or
	(2) The last day of any continuous qualified hospitalization for wounds, disease, or injury sustained from service in the combat zone, qualified hazardous duty area, or in direct support of a combat zone or qualified hazardous duty area (qualified hos...

	b. Plus the number of days remaining for the member to take action with the IRS when he or she entered the combat zone or qualified hazardous duty area (or in direct support of the combat zone or qualified hazardous duty area).

	4. Necessary Actions.
	a. The extension applies automatically.  Neither deployed members nor spouses need to file an extension with the IRS to take advantage of the filing extension granted as a result of qualifying combat zone or qualified hazardous duty service.
	b. A member, spouse, or affected civilian may notify the IRS that the individual is deployed to a combat zone, qualified hazardous duty area, or in direct support of a combat zone or qualified hazardous duty area by sending an email to combatzone@irs....
	c. Civilian taxpayers eligible for the 26 U.S.C. § 7508 extension should put the words “COMBAT ZONE” and their deployment date in red ink at the top of their tax returns.  Service members do not need to do this because the DoD provides advance notice ...
	d. If a taxpayer eligible for the 26 U.S.C. § 7508 extension receives correspondence from the IRS regarding a collection or examination matter, they may return the notice to the IRS with the words “COMBAT ZONE” and the deployment date in red at the to...


	B. Extension pursuant to 26 U.S.C. § 6081, Extension of time for filing returns:
	1. Automatic two-month extension for certain overseas taxpayers.
	a. Eligibility.  Treas. Reg. § 1.6081-5(a)(5-6), promulgated pursuant to the grant of authority in 26 U.S.C. § 6081(a), establishes an automatic extension until 15 June to file income tax returns for:
	(1) “United States citizens or residents whose tax homes and abodes, in a real and substantial sense, are outside the United States and Puerto Rico.” Treas. Reg. § 1.6081-5(a)(5).
	Note: The term “tax home” has the same meaning as it has for purposes of 26 U.S.C. § 162(a)(2), relating to the deductibility of business travel expenses away from home.  This definition is different than domicile, and more closely aligns with a taxpa...
	(2) “United States citizens and residents in military or naval service on duty, including non-permanent or short term duty, outside the United States and Puerto Rico.” Treas. Reg. § 1.6081-5(a)(6).
	(3) In order to qualify for the extension, the taxpayer must be overseas on the regular deadline for timely filing (e.g. 15 April).

	b. Application.  To claim the extension, the taxpayer must submit a statement with their tax return filed prior to 15 June.  If the taxpayer is requesting an additional four-month extension (see para 2, below), the automatic two-month extension is doc...
	c. Effect.  Treas. Reg. § 1.6081-5 extends the time for filing the return and paying the tax.  Accordingly, if properly claimed no penalties will be incurred so long as the return is filed on or before 15 June.  Statutory interest under 26 U.S.C. § 66...

	2. Automatic six-month extension for any taxpayer (whether located in the U.S. or overseas), pursuant to Treas. Reg. § 1.6081-4.
	a. Application.
	(1) Complete IRS Form 4868, Application for Automatic Extension of Time to File U.S. Individual Income tax Return.  The form requires the taxpayer to calculate the estimate tax (if any) that is owed.
	(2) File the form prior to the date for timely filing (e.g. 15 April) (or 15 June, if the 1.6081-5 automatic two-month extension also applies).

	b. Effect.  Treas. Reg. § 1.6081-4 extends the time for filing the return, but not paying the tax.  Accordingly, if tax is owed, even if the extension is timely filed, interest will accrue, and the 26 U.S.C. § 6651(a)(2) failure to pay penalty will be...

	3. Discretionary extension through 15 December for overseas taxpayers.
	a. Application.  The taxpayer must send the IRS a letter, prior to the extended due date (e.g. 15 October) explaining why an additional two-month extension is needed.  See Publication 54 for the current mailing address.  No response will be received, ...
	b. Effect.  Similar to the automatic extension obtained by filing Form 4868, this extends the time to file the return, but not the time to pay the tax.  Accordingly, if tax is owed, interest will accrue and the 26 U.S.C. § 6651(a)(2) failure to pay pe...



	V. iNCOME TAX EXCLUSION
	A. Eligibility.
	1. The following military members are eligible for the income tax exclusion:
	a. Military members deployed to the combat zone or in direct support of a combat zone.
	b. Military members deployed to a qualified hazardous duty area.
	c. Military members in direct support of a qualified hazardous duty area who are receiving hostile fire pay/imminent danger pay that is directly related to the dangers of supporting the qualified hazardous duty area.

	2. The following are NOT eligible for the income tax exclusion:
	a. Civilians serving in a combat zone, qualified hazardous duty area, or in direct support of a combat zone or hazardous duty area.  Civilians, as explained above, are only eligible for the deadline extensions, not the tax exclusion.
	b. Spouses of military members.

	3. Qualifying service by a military member for one day qualifies the member for the tax exclusion for the entire month.
	4. Hospitalization of a military member outside the combat zone or qualified hazardous duty area for part of a month as a result of wounds, disease, or injury sustained while serving in the combat zone or qualified hazardous duty area qualifies the me...

	B. Excluded Income.  The following income can be excluded from gross income for income tax purposes.  Note: basic pay remains subject to Social Security and Medicare tax.
	1. Active duty pay earned in any month the member served in a CZ or QHDA.  Enlisted personnel and warrant officers who serve in a CZ or QHDA during any part of a month can exclude all of their basic pay for that month from income.  The amount of the e...
	2. Imminent danger or hostile fire pay
	3. A dislocation allowance if the move begins or ends in a month the member served in a CZ or QHDA.
	4. A reenlistment bonus if the voluntary extension or reenlistment occurs in a month the member served in a CZ or QHDA.
	5. Pay for accrued leave earned in any month the member served in a CZ or QHDA.
	6. Continuation pay only if the agreement to perform additional years of service is signed by the member in a month when he or she is serving in a CZ or QHDA.
	7. Continuation pay under the Blended Retirement System only if: 1) the Service Member becomes entitled to BRS continuation pay while serving in a combat zone (for 2018, the member must have reached 12 years of service while in the CZ or QHDA); and 2)...
	8. Pay received for duties as a member of the armed forces in clubs, messes, post and station theaters, and other nonappropriated fund activities.  The pay must be earned in a month the member served in a CZ or QHDA.
	9. Awards for suggestions, inventions, or scientific achievements members are entitled to because of a submission they made in a month they served in a combat zone.
	10. Student loan repayments made as part of the DoD Loan Repayment Program.  Generally, these payments are compensation for services.  They are excluded from income during the month(s) the member provides qualifying CZ and QHDA service.
	11. The Redux Payment of $30,000.  This payment is considered a career service bonus (a type of special pay) available to certain members who execute a written agreement to remain on active duty until completion of 20 years of service and accept a red...

	C. Income Not Excluded.
	1. Military pension or retired pay
	2. Separation payments.


	VI. Conclusion.




