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How to Get Technical Updates?

Updates to the volunteer training materials will be contained in Publication 4491-X, VITA/TCE Training
Supplement. The most recent version can be downloaded at: www.irs.gov/publ/irs-pdf/p4491x.pdf

Volunteer Standards of Conduct

VITA/TCE Programs

The mission of the VITA/TCE return preparation programs is to assist eligible taxpayers in satisfying
their tax responsibilities by providing free tax return preparation. To establish the greatest degree of
public trust, volunteers are required to maintain the highest standards of ethical conduct and provide
quality service.

Annually all VITA/TCE volunteers must pass the Volunteer Standards of Conduct (VSC) certification
test and agree that they will adhere to the VSC by signing and dating Form 13615, Volunteer Standards
of Conduct Agreement, prior to volunteering at a VITA/TCE site. In addition, return preparers, quality
reviewers, coordinators, and tax law instructors must certify in Intake/Interview and Quality Review.
Volunteers who answer tax law questions, instruct tax law classes, prepare or correct tax returns, or
conduct quality reviews of completed returns must also certify in tax law prior to signing the form. Form
13615 is not valid until the site coordinator, sponsoring partner, instructor, or IRS contact confirms

the volunteer’s identity, name and address, and signs and dates the form. Volunteers’ names and
addresses in Link & Learn Taxes must match their government issued photo identification. Advise
volunteers to update their My Account page in Link & Learn Taxes with their valid name and address.

As a volunteer in the VITA/TCE programs, you must adhere to the following Volunteer Standards of Conduct:

VSC 1 - Follow the Quality Site Requirements (QSR).

VSC 2 - Do not accept payment, ask for donations, or accept refund payments for federal or
state tax return preparation from customers.

VSC 3 - Do not solicit business from taxpayers you assist or use the information you gained about
them (their information) for any direct or indirect personal benefit for yourself, any other specific
individual or organization.

VSC 4 - Do not knowingly prepare false returns.

VSC 5 - Do not engage in criminal, infamous, dishonest, notoriously disgraceful conduct, or any other
conduct considered to have a negative effect on the VITA/TCE programs.

VSC 6 - Treat all taxpayers in a professional, courteous, and respectful manner.
Failure to comply with these standards could result in, but is not limited to, the following:

* Your removal from all VITA/TCE programs;

* Inclusion in the IRS Volunteer Registry to bar future VITA/TCE activity indefinitely;

e Deactivation of your sponsoring partner’s site VITA/TCE EFIN (electronic filing ID number);

* Removal of all IRS products, supplies, loaned equipment, and taxpayer information from your site;
* Termination of your sponsoring organization’s partnership with the IRS;

* Termination of grant funds from the IRS to your sponsoring partner; and

e Referral of your conduct for potential TIGTA and criminal investigations.

TaxSlayer® is a copyrighted software program owned by Rhodes Computer Services. All screen shots that
appear throughout the official Volunteer Income Tax Assistance (VITA) and Tax Counseling for the Elderly

(TCE) training materials are used with the permission of Rhodes Computer Services.
Confidentiality Statement:

All tax information you receive from taxpayers in your volunteer capacity is strictly confidential and should
not, under any circumstances, be disclosed to unauthorized individuals.
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Director’s Letter

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
ATLANTA, GA 30308

WAGE AND INVESTMENT DIVISION

October 1, 2023

Greetings Volunteers,

| am excited to welcome you to another Tax Filing Season! Thank you for
supporting the Volunteer Income Tax Assistance (VITA) and Tax Counseling
for the Elderly (TCE) programs. Your service continues to be needed to help
taxpayers and enhance their federal tax return experience through these
programs.

As returning volunteers, your ongoing dedication to the VITA and TCE
programs is appreciated. You've shown extraordinary fortitude,
perseverance, kindness and dedication this past year in carrying out our
cause despite the challenges due to COVID-19.

As new volunteers, | encourage you to embrace each opportunity to help
taxpayers through these vital programs. The success of each filing season
is attributed to your continued commitment to the VITA and TCE programs.

Each year offers unique challenges and opportunities to help many
taxpayers. To ensure that all volunteers are equipped and prepared for the
filing season, we have taken extensive steps to provide the training materials
and software you will need.

As we continue through this filing season, | look forward to hearing good
news stories on how volunteers have embraced our cause to serve more
taxpayers and touch more lives. | welcome your suggestions for improving
your experience, as well as that of the taxpayers you serve. Feel free to
email your feedback to specdirect@irs.gov.

Your support is sincerely appreciated. | look forward to another
successful filing season.

Best regards,

MaryAnn R. Enciso
Acting Director, Stakeholder and Partnerships,

Education and Communication
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Important Changes for 2023

- &

N

Due Date of Return

The due date for filing individual income tax returns is April 15, 2024 (April 17, if you live in Maine or
Massachusetts).

Tax Form Changes

Publication 535, Business Expenses, is now historical. The 2022 edition will be the final revision available.
New Form 7206, Self-Employed Health Insurance Deduction, replaces a worksheet in Publication 535.

Anyone electronically filing Form 1040-X, Amended U.S. Individual Tax Return, can select direct deposit and enter
their banking or financial institution information for quicker delivery of refunds.

Tax Law Changes

Refer to the respective lessons for details.

* What provisions are new?

o Distributions to qualified public safety employees. The exception to the 10% additional tax for early
distributions is expanded to include additional distributions made to qualified public safety employees
after separation from service on or after December 30, 2022:

= Distributions to public safety employees separating from service on or after they reach age 50 or those
employees with 25 years of service with the plan, whichever is earlier.

= Distributions to firefighters covered by private sector retirement plans who meet the age or years of
service requirement above; and

= Distributions to those employees who provide services as a corrections officer or as a forensic security
employee providing for the care, custody, and control of forensic patients, who meet the age or years of
service requirement above.

o Distributions to terminally ill individuals. The exception to the 10% additional tax for early
distributions is expanded to apply to distributions made to terminally ill individuals on or after December
30, 2022. The distribution may be repaid within three years from the date of distribution.

o Required minimum distributions (RMDs). Individuals who reach age 72 after December 31, 2022,
may delay receiving their RMDs until April 1 of the year following the year in which they turn 73.

o Energy efficient home improvement credit. This credit was previously named the nonbusiness
energy property credit. Through December 31, 2022, it was a $500 lifetime credit. Beginning January 1,
2023, the amount of the credit is equal to 30% of the sum of amounts paid by the taxpayer for certain
qualified expenditures, with an annual credit of generally up to $1,200. Electric or natural gas heat pump
water heaters, electric or natural gas heat pumps, and biomass stoves and biomass boilers have a
separate aggregate yearly credit limit.

o Repayment of qualified birth or adoption distributions. Individuals may repay qualified birth or
adoption distributions at any time during the 3-year period beginning on the day after the date on which
such distribution was received. For distributions made on or before December 29, 2022, repayment may
be made before January 1, 2026.

o Certain corrective distributions not subject to 10% early distribution tax. Beginning on December
29, 2022, the 10% additional tax on early distributions doesn’t apply to distributions of amounts
contributed to an IRA in excess of the contributions limit which are withdrawn on or before the due date
(including extensions) of the income tax return.




o Excise tax for distributions less than required minimum distribution amount reduced. The excise
tax for distributions that are less the required minimum distribution amount is reduced to 25% beginning
in 2023. There is a reduced excise tax rate of 10% for taxpayers meeting additional requirements.

o Public safety officer exclusion from gross income of up to $3,000 for insurance premiums no longer
requires that the plan directly pay the insurance premiums.

* What provisions have expired?

o The temporary 100% business deduction for food or beverages from restaurants ended December 31,
2022.

Personal Exemption Amount

The deduction for all personal exemptions is suspended (reduced to zero), effective for tax years 2018
through 2025. For 2023, the gross income limitation for a qualifying relative is $4,700 ($300 increase).
Certain Expenses of Elementary and Secondary School Teachers

The amount of the deduction allowed that consists of expenses paid or incurred by an eligible educator for
use in the classroom is $300 (no change).

Standard Deduction

The standard deduction for taxpayers who do not itemize deductions on Schedule A (Form 1040) has
increased. The standard deduction amounts for 2023 are:

e $27,700 — Married Filing Jointly or Qualifying Surviving Spouse (increase of $1,800)
* $20,800 — Head of Household (increase of $1,400)
» $13,850 — Single or Married Filing Separately (increase of $900)

Taxpayers who are 65 and Older or are Blind
For 2023, the additional standard deduction amounts for taxpayers who are 65 and older or blind are:

* $1,850 for Single or Head of Household (increase of $100)
* $1,500 for married taxpayers or Qualifying Surviving Spouse (increase of $100)

Dependents

For 2023, the standard deduction amount for an individual who may be claimed as a dependent by another
taxpayer cannot exceed the greater of (1) $1,250, or (2) the sum of $400 and the individual's earned income.
Kiddie Tax

To be subject to the kiddie tax, the individual must have unearned income of at least $2,500 in 2023.
Standard Mileage Rate

For 2023, the following rates are in effect:

* 65.5 cents per mile for business miles driven
» 22 cents per mile driven for medical or moving purposes
* 14 cents per mile driven in service of charitable organizations




The standard mileage rate for business cannot be used to claim an itemized deduction for unreimbursed
employee travel expenses during the suspension of miscellaneous itemized deductions that are subject to
the 2% of AGI floor.

The moving expense deduction is not allowed through 2025 and the exclusion from income of moving
expense reimbursements from an employer is also suspended. The only exception is for active military
service members who move pursuant to a military order to a new permanent duty station.

Deduction for Qualified Business Income

For 2023, the threshold amount is $364,200 for married filing joint returns and $182,100 for all other returns.
Retirement Savings Contribution Credit

To claim this credit in 2023, the taxpayer’s modified adjusted gross income (MAGI) must not be more than
$36,500 for Single, Married Filing Separately, or Qualifying Surviving Spouse (increase of $2,500). MAGI
must not be more than $54,750 (increase of $3,750) for Head of Household, and $73,000 (increase of
$5,000) for Married Filing Jointly.

Earned Income Credit (EIC)

For 2023, the maximum credit increased to:

» $7,430 with three or more children
* $6,604 with two children

* $3,995 with one child

¢ $600 with no children

Earned Income and AGI Amounts Increased

To be eligible for a full or partial credit, the taxpayer must have earned income and AGI of at least $1 but less
than:

» $56,838 ($63,398 if Married Filing Jointly) with three or more qualifying children
» $52,918 ($59,478 if Married Filing Jointly) with two qualifying children

* $46,560 ($53,120 if Married Filing Jointly) with one qualifying child

* $17,640 ($24,210 if Married Filing Jointly) with no qualifying child

Investment Income

Taxpayers whose investment income is more than $11,000 cannot claim the EIC.
Child Tax Credit/Additional Child Tax Credit

The refundable amount of the credit is $1,600.

Student loan interest deduction

Begins to phase out for taxpayers with MAGI more than $75,000 ($155,000 for joint returns) and is completely
phased out for taxpayers with MAGI of $90,000 or more ($185,000 or more for joint returns).

Eligible Long-Term Care Premium Limits

For 2023, the maximum amount of qualified long-term care premiums includible as medical expenses has
increased. Qualified long-term care premiums up to the amounts shown below can be included as medical
expenses on Schedule A (Form 1040), Itemized Deductions, or in calculating the self-employed health
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* Age 40 or under: $480
 Age 41 to 50: $890

- Age 51 to 60: $1,790

* Age 61 to 70: $4,770

* Age 71 and over: $5,960

g The limit on premiums is for each person.

Foreign Earned Income Exclusion
For 2023, the maximum foreign earned income exclusion is $120,000.
IRA Deduction Amount and Modified AGI (MAGI) Limits for Traditional and Roth IRA Contributions

For 2023, the maximum combined traditional IRA deduction or Roth contribution is $6,500 ($7,500 if age 50
or older). For taxpayers who are covered by a retirement plan at work, the deduction for contributions to a
traditional IRA is reduced (phased out) if the MAGI is:

* More than $116,000 but less than $136,000 for a married couple filing a joint return or a qualifying
surviving spouse

* More than $73,000 but less than $83,000 for an individual filing as single, head of household, or married
filing separately and did not live with the spouse at any time during 2023

¢ Less than $10,000 for a married individual filing a separate return who lived with the spouse at any time
during 2023

For an IRA contributor who is not covered by a workplace retirement plan and is married to someone who isl
covered (and the spouses live together or file a joint return), the deduction is phased out if the couple’s MAGI
is between $218,000 and $228,000.

For 2023, maximum Roth IRA contributions phase out based on MAGI as follows:

* Married filing jointly or qualifying surviving spouse with MAGI between $218,000 and $228,000

* Single, head of household, or married filing separately and didn’t live with the spouse at any time in 2023
with MAGI between $138,000 and $153,000

 Married filing separately, lived with the spouse at any time during the year, and MAGI is between $0 and
$10,000

Premium Tax Credit

* Advance Premium Tax Credit (APTC) repayment caps for 2023 are:

(as % of feldn:r(;rlnpeoverty line) Taxpayers filing as Single Taxpayers using other filing statuses
Under 200% $350 $700
200%-299% $900 $1,800
300%-399% 300%-399% $300
400% and above No cap (full repayment) No cap (full repayment)

* Filing thresholds and federal poverty line tables are adjusted for inflation.
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Health Savings Account (HSA) Deduction

For 2023, the annual contribution limits on deductions for HSAs for individuals with self-only coverage
is $3,850 (increase of $200) and $7,750 for family coverage (increase of $450). There is an additional
contribution amount of $1,000 for taxpayers who are age 55 or older.

Congress may enact additional legislation that will affect taxpayers after this publication goes to print.
Any changes will be reflected in Publication 4491-X, VITA/TCE Training Supplement, available in

®  mid- January on Www.irs.gov.
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Welcome

We’'re glad you decided to take advantage of this challenging, yet rewarding, experience as an important
player in the tax administration process. This training material will introduce you to the major components
of the Volunteer Income Tax Assistance and Tax Counseling for the Elderly (VITA/TCE) return preparation
process.

Your course instructor will provide all the available technical publications and forms required for this course. If
any of the suggested forms and publications are not available in the classroom or at the site, they can be
viewed or downloaded at www.irs.gov.

Objectives What do | need?

At the end of this lesson you will be able to describe: o Form 13614-C

Publication 4012
Publication 17
Publication 4961
Publication 5101
Form 6744

Form 13614-C Job Aid in
Publication 4012

What will | learn?  Form 13615

To successfully assist taxpayers in satisfying their tax responsibilities, you Optional:

must understand tax law and the tools available to assist you in preparing and Publicat

- L , . * Publication 4299
filing accurate individual income tax returns. A tax return is accurate when tax
law is applied correctly and it is free from error based on your interview of the * Internet access (optional
taxpayer, the taxpayer’s supporting documentation, and a completed Form but highly recommended)
13614-C, Intake/Interview and Quality Review Sheet.The VITA/TCE return
preparation process consists of several critical components that you will learn in your training class or Link &
Learn Taxes (L&LT):

* The various course levels and certification process

* The responsibilities of a VITA/TCE volunteer, including due diligence

* The critical components involved in the return preparation process

* The resources available to assist you

* The procedures for helping a taxpayer with identity theft

* Site Coordinator Training for volunteers acting in this role.

* VITA/TCE Volunteer Standards of Conduct — Ethics Training
* Tax law training — understanding and applying tax law
* Research skills — using references, resources, and tools including return preparation software

Intake/Interview and Quality Review Training
* Tax return preparation

Site Coordinator Training for volunteers acting in this role

Standards of Conduct — Ethics Training, and the test is located on Link & Learn Taxes. VITA/TCE
Intake/Interview and Quality Review Training (Publication 5101) can be found on VITA/TCE Central.
Volunteer Coordinators must review VITA/TCE Site Coordinator training (Publication 5088). Form
6744, VITA/TCE Volunteer Assistor’s Test/Retest, contains the Volunteer Standards of Conduct,
Intake/Interview and Quality Review and Site Coordinator tests.

g Volunteer Standards of Conduct training is located in Publication 4961, VITA/TCE Volunteer
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Unlike most classes, there is no need to memorize a lot of information. You can use information from irs.gov,
your course materials, and other print and electronic sources to gain the knowledge and insights you need to
serve the taxpayers you assist.

At the completion of your course of study, you will fully understand how to apply critical aspects of each
component of the process and complete an accurate return for each taxpayer you assist.

Thank you for your interest in helping the IRS achieve its mission of providing America’s taxpayers with top
quality service by helping them understand their tax responsibilities and by applying the tax law with integrity
and fairness to all.

Let's get started!
How is the course structured?

Due to the production schedule for this training guide, draft forms may be used in illustrations. The
draft forms should never be used for actual tax preparation. Final forms are available on https://
www.irs.gov/forms-instructions, in the tax preparation software, in the instruction booklet (e.qg.,
Form 1040 Instructions), or in other publications.

There are two tax law certification paths and two optional specialty courses presented in this publication,
each representing a level of certification. The first six lessons apply to all levels of certification. Beginning
with the Income lessons, the course levels for the subject being covered will be indicated by the following
icons:

Basic covers the completion of wage earner type returns.

Advanced covers the completion of the full scope of VITA/TCE returns.

Military covers topics applicable to members of the Armed Forces, Reserve, and National Guard.

8 2

Internat/onal covers topics applicable to military and non-military taxpayers living outside the United

States
s — D
= [ A
@ g . . 4 A &
Note TaxSlayer Example Exercises Tax Law Caution

Software Hint Application

These icons emphasize specific information that is important for your learning experience.

Volunteers wishing to certify in Military or International must follow the Advanced certification path and should
also review the applicable specialty course.

Foreign Student and Scholar and Puerto Rico certifications are separate specialty courses available on L&LT.

At the beginning of each lesson, icons are displayed after the lesson title. If a section of a lesson is
associated with only one certification level, the corresponding icon is displayed at the beginning of that
section. If no icons are displayed in a section, all icons displayed with the lesson title apply.
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What is the training approach?

Each course uses the process-based training (PBT) approach. PBT is a structured fact-gathering process
that combines tax software and tax law training to help you prepare an accurate return. To complete the
process, you will use:

* Form 13614-C Intake/Interview and Quality Review Sheet, or the appropriate Form 13614 for your
program, (such as Form 13614-NR), to interview the taxpayer for filing status, dependency, income,
credits, deductions, validate the information provided, and prepare the return.

¢ Reference materials, such as Publication 4012, Volunteer Resource Guide; Publication 17, Your Federal
Income Tax for Individuals; and tax software help features, as well as other resources available at your site,
to prepare the return. These materials will assist you with standardized questions to ask taxpayers during
your interview, to help you prepare a 100% accurate tax return.

* Volunteer Resource Guide, Tab K — Quality Review Process, to conduct a quality review of all returns.
Adhering to a quality review process helps ensure accurate returns are prepared at all VITA/TCE sites.

In most cases, when you have completed the return, it will be filed electronically. There should only be rare
instances when the taxpayer may need to mail the tax return to the IRS.

What do | need to get started?
In addition to this publication, VITA/TCE training materials include the following items:

e Publication 4012, Volunteer Resource Guide

e Form 6744, Volunteer Assistor’s Test/Retest

* Publication 4961, VITA/TCE Volunteer Standards of Conduct — Ethics Training
e Publication 5101, VITA/TCE Intake/Interview and Quality Review Training

What other resources are available to help me learn?
Finalized blank forms and instructions can be accessed at https://www.irs.gov/forms-instructions.

You may use the Practice Lab found at vita.taxslayerpro.com/IRSTraining/en/Account/Access, which is
integrated with the online course, L&LT, to complete exercises, practice returns, and test scenarios using the
tax software.

What happens after | complete this course?

After completing this course, you will have an understanding of tax law and the guidelines and tools needed
to prepare an accurate return. The next step will be to complete the required certification test for the
certification path chosen.

How does this certification work?

All volunteers must register and certify via Link & Learn Taxes. The online tests are available at https://
linklearntaxescertification.com/. Online testing is fast and efficient; it provides test results immediately.
Volunteers who do not pass the test the first time may review the course material and try again. Also, volunteers
who prefer to take the certification test on paper utilizing Form 6744, VITA/TCE Volunteer Assistor’s Test or
Retest, may continue to complete the test using this method but must transcribe their answers to the test in Link
& Learn Taxes. After passing any of the exams, you may sign your Form 13615, Volunteer Standards of Conduct
Agreement - VITA/TCE Programs, electronically and provide to your Coordinator prior to volunteering.

Please refer to Publication 5378, Link & Learn Taxes Certification Tests: Getting Started for additional
information on how to register and complete the required certification tests in Link & Learn Taxes.
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To participate in the VITA/TCE programs, all volunteers must pass the Volunteer Standards of Conduct test.
In addition, all tax preparers, quality reviewers, instructors, and coordinators must pass the Intake/Interview
and Quality Review test. To prepare tax returns in the VITA/TCE programs, you must then pass at least the
Basic certification test. Alternatively, you may certify at the Advanced level. You are not required to certify in
Basic before taking the Advanced test. A minimum score of 80% is required to pass any certification test.

' You must pass the Volunteer Standards of Conduct and Intake/Interview and Quality Review tests
e priorto accessing the Basic or Advanced certification test.

All designated reviewers and peer-to-peer reviewers are required to have Basic or higher certification based
on the complexity of the return. Volunteers are strongly encouraged to certify at the Advanced level. SPEC
encourages the Quality Reviewers to be the most experienced volunteers in tax law application. Volunteer
instructors must certify at Advanced and an applicable specialty course, depending on the tax topics
instructed.

If a volunteer does not achieve the minimum required score on the test or the retest, the volunteer is
encouraged to participate in the program in another capacity such as greeter, client facilitator, communication
specialist, or technical support.

When you achieve the certification(s) and present your signed Form 13615, your Coordinator or instructor
may provide you with a VITA/TCE programs Volunteer ID Insert. The insert was created to acknowledge the
accomplishment of certified volunteers, as well as to assist internal and external stakeholders in identifying
certified volunteers, but is not intended to be used as proof of certification. You should bring your Volunteer
Standards of Conduct Agreement, Form 14509, Volunteer ID Insert (if you have one), and photo ID to the tax
preparation site.

What types of returns can | prepare?

It is important that you assist only with returns, supporting schedules, and forms for which you have been
trained and certified. You are protected by the federal Volunteer Protection Act of 1997 as long as you are
only preparing returns within the scope of the VITA/TCE programs. Refer taxpayers with tax situations
outside your scope of training and certification to your Coordinator and/or a professional tax return preparer.
Refer to the Return Preparers Office at https://irs.treasury.gov/rpo/rpo.jsf for a listing of preparers
recognized by the IRS. The training resources and tools discussed in this guide support the completion of

a basic Form 1040 and associated tax forms. A complete list of what is within the scope of the VITA/TCE
programs can be found in the front of the Volunteer Resource Guide. Do not prepare returns that fall outside
the scope of the VITA/TCE programs or your training and certification. Applicable lessons list some out of
scope tax law topics for the VITA/TCE programs.

Am | legally liable for returns | prepare?

VITA/TCE program volunteers are not considered paid preparers; therefore, you are not legally liable under

federal law for the return you prepare. This means you cannot accept payment of any kind from the taxpayer

for preparing a federal tax return or for providing any other tax-related assistance. You are protected by the

federal Volunteer Protection Act of 1997, as long as all of the following conditions are true:

* You are acting within the scope of your volunteer responsibilities.

* You completed the level of training and certification required for preparing tax returns at your site.

* The harm was not caused by willful, criminal, reckless, grossly negligent, or conscious, flagrantly
indifferent acts.

How does the IRS identify volunteer-prepared returns?

Each return should be identified with the appropriate site identification number (SIDN) to ensure it is readily
identifiable by the IRS. Your site’s SIDN is an 8-digit number preceded by the letter “S” that must appear in
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the Paid Preparer Use Only section on all returns you prepare, both paper and electronic. Your Coordinator
provides this number along with other necessary guidelines for completing the return.

Identity Protection PIN (IP PIN) Program

Nationwide, identity theft continues to grow at an alarming rate. The IRS developed a strategy to address
the problem of identity theft-related tax administration issues. The IRS strategy continues to evolve, but is
focused on three priorities that are fundamental to addressing this challenge: victim assistance, outreach,
and prevention.

* Victim assistance: The IRS is working to speed up case resolution and provide more training for employees
who assist victims of identity theft.

* Outreach: The IRS is educating taxpayers so they can prevent and resolve tax-related identity theft issues
quickly.

* Prevention: The IRS is implementing new processes for handling returns, new filters to detect fraud, new
initiatives to partner with stakeholders, and a continued commitment to investigate the criminals who
perpetrate these crimes.

Refer to the IRS Identity Theft Central page at www.irs.gov/identity-theft-central to stay current on IRS
efforts to combat this growing problem. A wide range of information on identity theft is presented, ranging
from how to contact the IRS with a case of identity theft to tips for keeping taxpayer records safe.

How to assist taxpayers who may be victims of identity theft at VITA/TCE sites

Being sensitive towards victims of identity theft is critical to assisting taxpayers through a confusing and
frustrating situation. Remember victims of identity theft are:

* Victimized by identity thieves — mostly through no fault of their own and

* Trying to comply with tax laws — file tax returns and pay their fair share of taxes

Every December, the IRS mails Notice CPO1A to taxpayers previously identified as identity theft victims. The
notice includes a 6-digit Identity Protection Personal Identification Number (IP PIN) to be entered on the tax

return. Taxpayers are mailed Notice CPO1A every year as long as the identity theft indicator remains on their
account (usually 3 years). Use the most recent IP PIN regardless of the tax year.

Use the following table when assisting taxpayers who are victims or may be victims of identity theft at a VITA/
TCE site.
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If...

Then...

Identity Protection PIN (IP) PIN was issued to primary/secondary
taxpayer and dependent.

Ensure the IP PIN is input correctly on the tax return.

Taxpayer received an IP PIN but did not bring it.

1. Complete a paper tax return for the taxpayer.

2. Provide taxpayer with a complete copy of the tax return. (Provide
two copies if the taxpayer will mail the tax return.)

3. Refer to the Lost, Misplaced, or Non-Receipt of IP PIN information
below.

4. If taxpayer wants to e-file, arrange for the taxpayer to provide the IP
PIN by returning to the site or via telephone.

Taxpayer received an IP PIN but misplaced or lost it.

1. Complete a tax return for the taxpayer.

2. Provide taxpayer with a complete copy of the tax return. (Provide
two copies if the taxpayer will mail the tax return.)

3. Refer to the Lost, Misplaced, or Non-Receipt of IP PIN information
below.

4. If the taxpayer receives an original or a reissued IP PIN and wants
to e-file, arrange for the taxpayer to provide the IP PIN by returning
to the site or via telephone.

Taxpayer did not receive an IP PIN, but IRS rejected the e-filed tax
return because the IP PIN was not entered.

N

. Refer to the Lost, Misplaced, or Non-Receipt of IP PIN information
below.

2. Provide taxpayer with two complete copies of the tax return.

3. If the taxpayer receives the original or a reissued IP PIN and wants
to e-file, advise the taxpayer to provide the IP PIN by returning to
the site or via telephone.

4. If the IRS does not provide the IP PIN, advise taxpayer to follow
IRS instructions in mailing the tax return. There may be processing
delays as IRS verifies the taxpayer’s identity.

IRS rejected the taxpayer’s tax return because the taxpayer’s primary/
secondary and dependent SSN was previously used.

1. Advise the taxpayer to contact the IRS for assistance. If required,
the IRS will advise the taxpayer to complete Form 14039 and to
mail it with their tax return to the IRS. Taxpayers can use the Fed-
eral Trade Commission (FTC) web portal to file IRS Form 14039,
Identity Theft Affidavit, online and the IRS will respond with a letter
about 30 days after it has received all necessary information.

See www.identitytheft.gov

2. Provide the taxpayer with two copies of the tax return.

Lost, Misplaced, or Non-Receipt of IP PIN

If a taxpayer did not receive a new IP PIN or the taxpayer misplaced it, the taxpayer has two options:

1.

O

Register and create a user profile to get a current IP PIN. The registration process will require the

taxpayer to provide specific personal information and answer a series of questions to validate his/her
identity. Use key words “IP PIN” in the search window at irs.gov to access the Retrieve Your Identity

Protection PIN (IP PIN) application.

unwilling to create an account on irs.gov.

. Contact the IRS at 1-800-908-4490 to request the IP PIN be reissued by mail if the taxpayer is unable or

If the reissued IP PIN letter is not received within 21 days after contacting the IRS or the taxpayer
cannot meet the requirements for a reissued IP PIN, filing by paper is the taxpayer’s only option.
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Identity Protection PIN on Form 1040 Returns

Form 1040 includes a series of six boxes just to the right of the taxpayer’s and spouse’s occupation (page 2).
These boxes are clearly marked as “Identity Protection PIN.” Refer to the Volunteer Resource Guide, Tab P,
Partner Resources, or go to irs.gov to view Form 1040.

If taxpayers choose to file the return on paper, the letter issued by the IRS will instruct them to write the six-
digit IP PIN in the area just to the right of the taxpayer’s and/or spouse’s occupation.

' For the IP PIN to be accepted, all six digits must be input on Form 1040. The IP PIN may begin with

e azero.

Effect of the IP PIN on Tax Administration

The IP PIN acts as an identity validation tool only. The IP PIN indicates that taxpayers previously provided
IRS with information that validates their identity and that IRS is satisfied that the taxpayers are the valid
owners of the SSNs.

Returns that are filed on accounts with an IP PIN indicator present are processed as valid returns using
standard processing procedures.

Returns that are filed on accounts with an IP PIN indicator present that do not have an IP PIN, or the IP PIN was
not input correctly, will experience delays while IRS validates the identity of the taxpayer against IRS records.

What are my responsibilities as a VITA/TCE program volunteer?

As a VITA/TCE programs volunteer, you have a responsibility to provide quality service and to uphold the
ethical standards of the program. When you begin as a volunteer, you will be asked to sign the Volunteer
Standards of Conduct Agreement, which states that you will adhere to these standards:

* Follow the Quality Site Requirements (QSR)

* Do not accept payment, ask for donations, or accept refund payments for federal or state tax return
preparation from customers

* Do not solicit business from taxpayers you help or use the information you gained about them (their
information) for any direct or indirect personal benefit for yourself, any other specific individual or
organization

* Do not knowingly prepare false returns

* Do not engage in criminal, infamous, dishonest, notoriously disgraceful conduct, or any other conduct
considered to have a negative effect on the VITA/TCE Program

* Treat all taxpayers in a professional, courteous, and respectful manner

As a volunteer, follow these standards for return preparation: become certified, use the intake/interview and
quality review process, use reference materials, complete the steps to electronically file tax returns, and
adhere to the privacy and confidentiality guidelines.

What is due diligence?

Due diligence means doing your part to ensure tax returns are correct. As an IRS-certified volunteer, you
ensure the information on the return you are preparing or reviewing is correct and complete.

Doing your part includes:

* Confirming a taxpayer’s (and spouse’s, if married filing jointly) identity
* Providing top-quality service by helping them understand and meet their tax responsibilities
* Clarifying information that may appear to be inconsistent or incomplete
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Generally, IRS-certified volunteers may rely in good faith on information from a taxpayer without requiring
documentation as verification. However, part of due diligence requires volunteers to ask a taxpayer to clarify
information that may appear to be inconsistent or incomplete. When reviewing information for its accuracy,
volunteers need to ask themselves if the information is unusual or questionable. If at any time a volunteer
becomes uncomfortable with the information provided by the taxpayer, the volunteer should not prepare the
tax return.

Top 4 Things to Remember about Due Diligence
1. Do your part to ensure a tax return is correct.
2. Question any unusual, inconsistent, or incomplete items.

3. If you are unsure about a deduction or credit, make an effort to research the answer, or ask another
certified volunteer for assistance.

4. Remind taxpayers that when they sign their tax returns, they are stating under penalty of perjury that the
return is accurate to the best of their knowledge.

The following examples illustrate unusual or questionable situations that call for more information from the
taxpayer.

' Larry goes to a VITA/TCE site to have his taxes prepared. Larry tells the tax preparer:

* His filing status is Head of Household

* He wants to claim his 2-year-old nephew for EIC

* He has no child care expenses

* He earned $19,000 in wages

* He is 26 years old
Larry’s information regarding his qualifying child and filing status is questionable. Further inquiries are
needed to determine:

* Why the uncle is claiming the child and not the parents?

* Why isn’t there child care expense and who cares for the child while the taxpayer works?

* [s there anyone else living in the household that contributes?

* s there anyone else eligible to claim the child?

* Do the tie-breaker rules apply?

* If asked, can the taxpayer provide proof that the qualifying child lived with him for more than half of
the year?

g‘g’fg}ﬁ Steven goes to a VITA/TCE site to have his taxes prepared. Steven tells the tax preparer:

* He is 22 years old

* He has two sons, ages 10 and 11

* He has Social Security cards for both boys and himself
* His W-2 wage indicates earnings of $20,000

Steven’s age and the age of the qualifying children appear to be inconsistent. Further inquiries are
needed to determine:

* Are the boys his sons by birth, foster sons, adopted sons, step-sons?
* Is there anyone else eligible to claim the children as qualifying children?
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* Do the tie-breaker rules apply?
* If asked, can the taxpayer provide proof that the qualifying children lived with him for more than half
of the year?

As a certified volunteer, remember due diligence and take reasonable steps to ensure the tax return is
correct:

* Ask enough questions to determine if allowable expenses were incurred and that income reported is
correct.
* Add all taxable income to the tax return.

* If the item is questionable and/or unallowable, do not claim the deduction or credit on the tax return. Make
a note on Form 13614-C, Intake/Interview and Quality Review Sheet to alert the reviewer (Form 13614-NR
for Foreign Student and Scholar program).

* If you are uncomfortable with the information and/or documentation provided by a taxpayer, do not prepare
the tax return.

* |If the taxpayer wishes to take a position on their return that is contrary to your training, you should not
prepare the return.

Tax return integrity means volunteers must take reasonable steps to ensure the tax return is correct, which
includes:

* Verifying that all Social Security numbers presented by the taxpayer match the Social Security numbers
listed on the tax return.

* Not preparing out of scope returns.

* Not preparing returns for which you have not been certified.

* Explaining to the taxpayer what income is taxable and why a deduction or credit can or cannot be included
on their return. Use IRS reference materials to support your statements.

* Having a second certified volunteer quality review the completed return and discuss it with the taxpayer.
* Not making changes or corrections to the tax return after the taxpayer leaves the site without notifying the
taxpayer.

In conclusion, as an IRS-certified volunteer preparer, you have the responsibility to perform adequate due
diligence on EVERY return. The goal is not to prepare as many tax returns as possible, but to accurately
report taxpayer income and deductions.

How do | maintain the taxpayer’s trust?

You are the key to the integrity of the VITA/TCE programs. Taxpayers will trust that all information you receive
from them is protected from disclosure. To maintain this trust:
* Do not disclose any personal tax information gained as a result of the service provided.

* Do not openly discuss taxpayers by name in the presence of other volunteers or taxpayers. You may
discuss tax situations with other volunteers. For example, a volunteer may refer to a situation (not a
taxpayer) and ask for or give advice about the appropriate tax treatment for that specific situation.

* Do not retain taxpayers’ documents for a follow-up visit. If you cannot fully complete the taxpayer’s return
at the time of service, return all documents to the taxpayer.

* Do not take taxpayers’ information for preparation of the return outside the presence of the taxpayer, unless
Virtual VITA/TCE procedures are being used.

* Do not prepare a tax return when you suspect an individual is not providing truthful information.

* Do not exclude any of the taxpayer’s relevant income or expenses, regardless of whether they increase or
decrease the amount of tax due or refund.
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Having the taxpayer present in the tax preparer’s site is not always possible. In these cases, Virtual VITA/
TCE processes can be used to prepare returns without taxpayer being in-person. Certified volunteers may
interview taxpayers over the phone while preparing their return. The alternative process used to prepare
returns must be approved by the responsible IRS Territory Manager prior to the start of the filing season to
ensure all procedures are in place as described in the Quality Site Requirements (QSR). Most importantly,
the taxpayer’s and government’s interests must be properly protected. In some cases, the taxpayer
information must be left at the site to be prepared and mailed to the taxpayer. Adequate security and privacy
is expected to ensure taxpayer records are properly safeguarded.

Some individuals may attempt to defraud the government by filing false tax returns. If you have any question
about the validity of information provided by a taxpayer, or are uncomfortable with a taxpayer situation,
discuss your concern with your Coordinator.

If you or a taxpayer have a concern or issue regarding unethical behavior at a site, mailto:wi.voltax@irs.
gov. The email notification should include your name, contact number, site name, and a detailed description
of the incident including the individual’s full name, date the incident occurred and the number of taxpayer’s
affected by the violation if applicable. Also, see Publication 730, Important Tax Records Envelope (VITA/
TCE), Publication 4454, Your Civil Rights Are Protected, or Publication 4053, Your Civil Rights Are Protected
Poster for IRS Assisted Programs, for reporting Civil Rights (Title VI) and EEO concerns.

Taxpayer Civil Rights

The Department of the Treasury — Internal Revenue Service will not tolerate discrimination based on race,
color, national origin (including limited English proficiency), disability, reprisal, sex (in education programs or
activities) or age in programs or activities receiving federal financial assistance from the Internal Revenue
Service.

If a taxpayer believes that he or she has been discriminated against, a written complaint should be sent to:

Operations Director, Civil Rights Unit
Internal Revenue Service, Room 2413
1111 Constitution Avenue, NW
Washington, DC 20224

For all questions about taxpayer civil rights, contact us at the above address, or by e-mail at
edi.civil.rights.division@irs.gov

Do not send tax returns, payments, or other non-civil rights information to this address.

What resources are available if the taxpayer has an unresolved tax issue from
prior years?

When talking with the taxpayer, a volunteer may discover that the taxpayer has other unresolved tax issues.
It may be more likely that the taxpayer is experiencing difficulties with the IRS when the taxpayer checked
“yes” to the following questions on Form 13614-C:

* Part | Q11. Have you, your spouse, or dependents been a victim of tax related identity theft or been issued
an ldentity Protection PIN?

* Part V Q2. Have credit card, student loan or mortgage debt canceled/forgiven by a lender or have a home
foreclosure?

* Part V Q4. Have Earned Income Credit, Child Tax Credit or American Opportunity Credit disallowed in a
prior year? Disallowed credits

* Page 3 Q4. If you have a balance due, would you like to make a payment directly from your bank account?
* Page 3 Q6. Did you, or your spouse if filing jointly, receive a letter from the IRS?
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When talking about their responses to these questions, if it appears that there are unresolved issues for

the taxpayer, volunteers can assist the taxpayer by providing them with a referral to the local Low Income
Taxpayer Clinic (LITC) that may be able to help. LITCs are independent from the IRS and the Taxpayer
Advocate Service (TAS). LITCs represent taxpayers whose income is below a certain level and who need
to resolve tax problems with the IRS. LITCs can represent taxpayers in audits, appeals, and tax collection
disputes before the IRS and in court. In addition, LITCs can provide information about taxpayer rights and
responsibilities in different languages for individuals who speak English as a second language. Services are
offered for free or a small fee.

For more information or to find an LITC, see the LITC page at www.TaxpayerAdvocate.irs.govl/litc,
download IRS Publication 4134, Low Income Taxpayer Clinic List, at www.irs.gov or call the IRS at
1-800-829-3676.

The Taxpayer Advocate Service is Here to Help

The Taxpayer Advocate Service (TAS) is an independent organization within the Internal Revenue Service
(IRS), led by the National Taxpayer Advocate, that helps taxpayers and protect taxpayer rights. TAS offers
free help to taxpayers when a tax problem is causing a financial difficulty, when they’ve tried and been unable
to resolve their issue with the IRS, or when they believe an IRS system, process, or procedure just isn’t
working as it should. TAS strives to ensure that every taxpayer is treated fairly and knows and understands
their rights under the Taxpayer Bill of Rights.

TAS has offices in every state, the District of Columbia, and Puerto Rico. To find your local advocate’s
number:

* Visit us at www.TaxpayerAdvocate.irs.gov/contact-us;
* Check your local directory; or
* Call TAS toll-free at 877-777-4778.

The Taxpayer Advocate Service’s website, www.TaxpayerAdvocate.irs.gov, is a resource for all taxpayers.
It covers a variety of tax-related concepts and problems, breaking each down to describe what taxpayers
should know, what they should do, and where they can get more help if needed. Taxpayers can also learn
about their taxpayer rights.

What is the Taxpayer Bill of Rights?

The Taxpayer Bill of Rights groups rights from the Internal Revenue Code into ten fundamental taxpayer
rights. IRS employees are responsible for knowing and following these rights. See IRC § 7803(a)(3). For
more information, see Publication 1, Your Rights as a Taxpayer, or visit www.TaxpayerAdvocate.irs.gov/
taxpayer-rights.

How else does the Taxpayer Advocate Service help taxpayers?

TAS works to resolve large-scale problems that affect many taxpayers. Please report systemic issues at
www.irs.gov/sams. (Be sure not to include any personal identifiable information)

Are there other materials available to assist me?

When you arrive at the tax preparation site, your Coordinator will assist you with your resource needs. Your
site may even have a technical research library from which you can access various forms, publications, and
worksheets. These materials can also be downloaded from www.irs.gov.

You should not use this guide at your tax preparation site; it is designed for training purposes only. The
Volunteer Resource Guide will be available for use in printed or electronic format. Publication 17 will be
available in electronic format. Your Coordinator should be able to provide access to the following key
resources as well:

1-11 Course Introduction


https://www.taxpayeradvocate.irs.gov
https://www.irs.gov
https://www.TaxpayerAdvocate.irs.gov/contact-us
https://www.TaxpayerAdvocate.irs.gov/taxpayer-rights
https://www.TaxpayerAdvocate.irs.gov/taxpayer-rights
https://www.irs.gov/sams
https://www.irs.gov

* Instruction booklets, schedules, and worksheets for Form 1040

* Frequently used tax publications (e.g., Publication 596, Earned Income Credit and Publication 3, Armed
Forces’ Tax Guide)

* Equipment and supplies along with security requirements and use restrictions

Recipients of government property and equipment must certify that the equipment will be used for
' volunteer tax return preparation purposes. Commercial and certain personal uses of the property
®  may terminate the agreement. This applies to hardware and software, as well as supplies.

You may reinforce your knowledge of tax law by viewing online training courses such as Link & Learn Taxes,
found at apps.irs.gov/appl/vital.

A toll-free tax information hotline is available for volunteer use only. If you have a tax law question and cannot
get the answer from your Coordinator or your reference material, call 1-800-829-8482 (1-800-TAX-VITA). Do
not give this phone number to taxpayers. The volunteer hotline is generally available from February 1

until the filing deadline.

For inquiries about refund offsets, taxpayers can call the Treasury Offset Program toll-free at 1-800-304-
3107. Other helpful contact information can be found near the back of the Volunteer Resource Guide.

How do | get started using the tax software?

The majority of VITA/TCE sites use IRS-sponsored tax preparation software. The tax software is used to
prepare returns and includes a help feature to assist in understanding the application of tax law; it is available
in both desktop and online (internet-based) versions.

Your instructor or Coordinator will provide you with the information, user names, and passwords required for
logging into the program for training and tax preparation purposes.

Where do I find information about the tax software?

The Volunteer Resource Guide contains step-by-step procedures for electronic return preparation and helpful
hints for using the tax software within each applicable tax law topic. Information about completing the return
is listed in the Volunteer Resource Guide, Tab K, Finishing the Return.

Summary

Welcome to the VITA/TCE programs. Remember:

* Make sure you have the resources and support you need to provide each taxpayer with high-quality service
and an accurate return.

e Areturn is accurate when tax law is applied correctly and the return is free from error based on the
taxpayer’s interview and supporting documentation, and a completed Form 13614-C, Intake/Interview and
Quality Review Sheet (or Form 13614-NR).

* Know your roles and responsibilities, adhere to the Volunteer Standards of Conduct, and follow due
diligence.

* Prepare returns that are:

o within the scope of the VITA/TCE programs
o within your certification level

* Use VITA/TCE equipment and supplies (including hardware and software) for their intended purposes.
* Know the procedures for helping a taxpayer with identity theft.
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Temporary Provisions
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Int;oduction

Some of the provisions contained in this lesson have been commonly referred to as “extenders.” Others

are temporary provisions contained in recent legislation. In some instances, these provisions modify only
portions of the existing tax law. In those cases, we have included caution statements in the affected lessons
redirecting volunteers to explore the temporary modifications in this lesson. The following topics are covered
here:

* Student loan forgiveness

* Employer provided educational assistance

* Higher education emergency financial aid grants

» Cancellation of debt on a principal residence

Taxpayers who made timely repayments in 2023 of their 2020 coronavirus-related distributions may amend

the prior year return to claim the repayment. Refer to the retirement income lesson for details. The expansion
through 2025 of the premium tax credit (PTC) is covered in the Premium Tax Credit lesson.

What temporary provisions should | be aware of?
Student loan forgiveness

An exclusion from gross income is available for student loan forgiveness after 2020 and before 2026 for most
forgiven student loans. If eligible for the exclusion, the lender should not issue Form 1099-C.

Exclusion for certain employer payments of student loans

Employers may provide a student loan repayment benefit to employees on a tax-free basis. Under the
provision, an employer may contribute up to $5,250 annually toward an employee’s student loans, and such
payment would be excluded from the employee’s income. The $5,250 cap applies to both the new student
loan repayment benefit as well as other educational assistance (e.qg., tuition, fees, books) provided by the
employer. This provision has been extended through 2025.

Higher education emergency financial aid grants

Emergency financial aid grants under the CARES Act for unexpected expenses, unmet financial need,

or expenses related to the disruption of campus operations due to the COVID-19 pandemic, such as
unexpected expenses for food, housing, course materials, technology, health care, or childcare, are qualified
disaster relief payments under section 139 of the Internal Revenue Code. Available through September 30,
2023, this grant is not includible in gross income. Further, the student’s qualified education expenses are not
reduced for this nontaxable grant for an education benefit.
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tq’j Cancellation of Debt (COD) — Principal Residence
Cancellation of credit card debt is included in the Other Income lesson of this publication for Advanced
certification. Exclusion from gross income of qualified principal residence indebtedness has been extended
through 2025 on a modified basis.

In Scope for VITA/TCE Programs

Refer to Publication 4731-A, Screening Sheet for Foreclosures/Abandonments and Cancellation of Debt, to
ensure that the tax return being prepared is within scope of the VITA/TCE programs. This screening sheet is
contained in the Volunteer Resource Guide, Legislative Extenders tab.

* Use Publication 4731-A, Part | for taxpayers with Form 1099-A for a foreclosure or abandonment of their
principal residence

* Use Publication 4731-A, Part Il for taxpayers with Form 1099-C, or Forms 1099-A and 1099-C resulting
from cancellation of debt on a home mortgage loan

Recourse vs. Nonrecourse Debt

There are two types of debts: recourse and nonrecourse. A recourse debt holds the borrower personally
liable. All other debt is considered nonrecourse.

In general, recourse debt (loans) allows lenders to collect what is owed for the debt even after they’ve taken
the collateral (home, car, etc.). Lenders have the right to garnish wages or levy accounts in order to collect
what is owed.

A nonrecourse debt (loan) does not allow the lender to pursue anything other than the collateral. For
example, if a borrower defaults on a nonrecourse home loan, the bank can foreclose on the home only. The
bank generally cannot take further legal action to collect the money owed on the debt. Whether a debt is
recourse or nonrecourse may vary from state to state, depending on state law.

If a lender cancels a debt and issues Form 1099-C, the lender will indicate on the form if the borrower was
personally liable (recourse) for repayment of the debt.

If property securing the debt was foreclosed on or abandoned, the taxpayer may need to report the
disposition (sale) on Form 8949 and Schedule D. This is covered in more detail later in this lesson.

Generally, if taxpayers abandon property that secures debt for which they are personally liable, they
do not have a gain or loss until the foreclosure is completed.

If taxpayers abandon property that secures debt for which they are not personally liable, the abandonment is
treated as a sale or exchange.

For more information on abandonments see Publication 4681, Canceled Debts, Foreclosures,
Repossessions, and Abandonments.

Recourse debt holds the borrower personally liable for any amount not satisfied by the surrender of secured
property.

* |If a lender forecloses on property subject to a recourse debt and cancels the portion of the debt in excess
of the fair market value (FMV) of the property, the canceled portion of the debt is treated as ordinary
income from cancellation of indebtedness. This amount must be included in gross income unless it
qualifies for an exception or exclusion.

¢ |n addition to this cancellation of indebtedness income, the taxpayer may realize a gain or loss on the
disposition of the property; this amount is generally the difference between the FMV of the property at the
time of the foreclosure and the taxpayer’s basis in the property.
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Nonrecourse debt is satisfied by the surrender of the secured property regardless of the FMV at the time of
surrender, and the borrower is not personally liable for the debt.

* |If property that is subject to nonrecourse debt is abandoned, foreclosed upon, subject of a short sale, or
repossessed by the lender, the circumstances are treated as a sale of the property by the taxpayer.

* |In determining the gain or loss on the disposition of the property, the balance of the nonrecourse debt at
the time of the disposition of the property is included in the amount realized (generally the selling price).
Since the borrower is not personally liable for the debt, the difference between the FMV of the property and
the balance of the loan is not included in gross income.

p Jason lost his home to foreclosure because he could no longer make his mortgage payments. At the
@ﬂ@ time of foreclosure, he owed a balance of $170,000 to the lender and the FMV of the property was
</ $140,000.

If Jason is personally liable for the debt (recourse loan), the selling price would be $140,000. If Jason is not
personally liable for the debt (nonrecourse loan), the selling price would be $170,000.

Recourse Debt Nonrecourse Debt

Borrower is... Personally liable Not personally liable

Canceled portion of debt is generally... Treated as ordinary income and included Not applicable. Nonrecourse debt is satisfied
in gross income (unless it qualifies for an by the surrender of the secured property
exception or exclusion) regardless of the FMV at the time of

surrender.

Gain or loss on disposition of the property | Generally determined by the difference The amount realized includes the balance
between the FMV of the property and the of the nonrecourse debt at the time of the
adjusted basis disposition of the property. This is true even

if the FMV of the property is less than the
outstanding debt.

Exceptions and Exclusions

Some canceled or forgiven debts may be eliminated from income by applying exceptions, or reduced by
applying exclusions to the general rule. Exceptions are applied before exclusions.

Exceptions
Exceptions may allow the taxpayer to eliminate the following types of canceled debt from income:

* Amounts otherwise excluded from income (e.qg., gifts and bequests)

 Certain student loans, in addition to the general exclusion noted above for tax years 2021 through 2025
(e.g., doctors, nurses, and teachers serving in rural or low-income areas)

* Deductible debt (e.g., home mortgage interest that would have been deductible on Schedule A)

* Price reduced after purchase (e.g., debt on solvent taxpayer’s property is reduced by the seller; basis of
property must be reduced)

For more information on exceptions, refer to Publication 4681.
Exclusions
There are several exclusions from the general rule for reporting canceled debt as income.

Form 982, Reduction of Tax Attributes Due to Discharge of Indebtedness, must be filed with the taxpayer’s
return to show the amount of the canceled debt excluded.
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The exclusions are:

* Discharge of debt through bankruptcy

* Discharge of debt of insolvent taxpayer

* Discharge of qualified farm indebtedness

* Discharge of qualified real property business indebtedness
* Discharge of qualified principal residence indebtedness

' The issues involved in exclusions can be complex. Only cancellation of qualified principal residence
e Indebtedness exclusion is within the scope of VITA/TCE.

Discharge of Qualified Principal Residence Indebtedness

Taxpayers may exclude from income certain debt forgiven or canceled on their principal residence. If the
canceled debt qualifies for exclusion from gross income, the debtor may be required to reduce tax attributes
(certain credits, losses, and basis of assets) by the amount excluded.

If a property was taken by the lender (foreclosure) or given up by the borrower (abandonment), the lender
usually sends the taxpayer Form 1099-A, Acquisition or Abandonment of Secured Property. Form 1099-A will
have information needed to determine the gain or loss due to the foreclosure or abandonment.

If the debt is canceled, the taxpayer will receive Form 1099-C, Cancellation of Debt. If foreclosure/
abandonment and debt cancellation occur in the same calendar year, the lender may issue only Form 1099-
C, including the information that would be reported on Form 1099-A.

Qualified Principal Residence Indebtedness
Qualified principal residence indebtedness includes:

* Any debt incurred in acquiring, constructing, or substantially improving a principal residence that is secured
by the principal residence

* Any debt secured by the principal residence resulting from the refinancing of debt incurred to acquire,
construct, or substantially improve a principal residence, but only to the extent that the amount of debt
does not exceed the amount of the refinanced indebtedness

A principal residence is generally the home where the taxpayer lives most of the time. A taxpayer can
have only one principal residence at a time.

Exclusion Limit

The maximum amount that can be treated as qualified principal residence indebtedness for discharges after
2020 and through 2025 is $750,000 ($375,000 in the case of a married individual filing a separate return).

Canceled qualified principal residence indebtedness cannot be excluded from income if the cancellation was
for services performed for the lender or on account of any factor not directly related to a decline in the value
of the residence or the taxpayer’s financial condition.

Criteria for Canceled Principal Residence Debt
Volunteers may assist taxpayers who meet the following requirements:

* The home was never used in a business or as rental property
* The debt was not canceled because the taxpayer filed bankruptcy
* The taxpayer is not in bankruptcy when he/she comes to the site for assistance
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Form 1099-C does not include an amount for interest

The debt must be a mortgage used only to buy, build, or substantially improve the taxpayer’s primary
residence, i.e., this money was not used to pay off credit cards, medical/dental expenses, vacations, etc.

The mortgage was secured by the taxpayer’s primary residence

The mortgage was not more than $750,000 ($375,000 in the case of a married individual filing a separate
return)

Bob refinanced his personal residence and used the loan proceeds from the equity in his home to
' build a new master bedroom suite on the main level of his house. This debt is qualified principal
residence indebtedness.

B

Tom refinanced his personal residence and used the loan proceeds from the equity in his home to
pay off credit cards and buy a car. This debt is not qualified principal residence indebtedness.

W

_:/l * EXERCISE

»

LS XN

Use Publication 4731-A, Part Il, to answer the following questions. The answers appear at the end of the
lesson.

Question 1: A volunteer with Advanced certification is working with Angie. Angie confirmed that she had to
give up her principal residence and produced Form 1099-C for the cancellation of the mortgage loan. Angie
explains that she did not file for bankruptcy, even though she experienced hardship due to the loss of income
from no longer being able to rent out an upstairs bedroom and bath. Angie also verified that the mortgage
loan was used entirely to purchase the home and was secured by the home. Her Form 1099-C lists the
amount of debt canceled as $60,000.

Should the volunteer assist Angie with her return?

a. Yes
b. No

Question 2: Fred went to his local VITA site to have his tax return prepared. The volunteer went through
Fred’s records and noticed Form 1099-C reflecting a canceled debt of $50,000.

Using Publication 4731-A, Part Il, as a guide, the volunteer learned Fred lost his job and could no longer
make his mortgage payments. The bank foreclosed on Fred’s home. Due to the housing market slump, the
value of Fred’s home had declined, and his mortgage balance was more than the fair market value of the
home. The bank sold Fred’s home and canceled the remaining debt ($50,000) not covered by the sale price.

Upon further questioning, the volunteer learned Fred had refinanced his home two years ago and used the
equity in the home to pay off some credit cards and take a trip to Las Vegas.

Should the volunteer assist Fred with the preparation of his return at the VITA site?

a. Yes
b. No

' State tax laws may differ.
[
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Foreclosures and Capital Gain or Loss

If a taxpayer does not make payments owed on a loan secured by property, the lender may foreclose on the
loan or repossess the property. The foreclosure or repossession is treated as a sale from which the taxpayer
may realize a gain or loss. This is true even if the taxpayer voluntarily returns the property to the lender.

Figure the gain or loss from a foreclosure or repossession the same way as the gain or loss from a sale.
The gain is the difference between the amount realized and the adjusted basis of the transferred property
(amount realized minus adjusted basis). The loss is the difference between the adjusted basis in the
transferred property and the amount realized (adjusted basis minus amount realized).

When a residence that is security for a mortgage is abandoned or foreclosed upon, the gain or loss must be
reported on the return and is subject to the rules for a sale of residence.

Generally, the amount realized on a foreclosure is considered to be the selling price. But this selling price
depends, in part, on whether the debt was recourse debt or nonrecourse debt. In addition, the taxpayer may
also have ordinary income from the cancellation of debt.

Use the Worksheet for Foreclosures and Repossessions in Publication 4681 to figure the ordinary income
from the cancellation of debt and the gain or loss from a foreclosure or repossession.

A loss on the sale or disposition of a personal residence is not deductible. A gain may qualify for the
' Section 121 exclusion ($250,000 or $500,000 for Married Filing Jointly taxpayers and some surviving
®  spouses) for a gain on the sale of a principal residence.

Generally, the taxpayer’s gain or loss from a foreclosure or abandonment is reported on Form 8949 and
Schedule D.

If the taxpayer is personally liable for the debt (recourse debt), and the amount of outstanding debt
(mortgage) is more than the home’s FMV, the difference is treated as cancellation of debt income.

* |If the canceled debt qualifies as excludible from gross income, the exclusion is reported on Form 982,
Reduction of Tax Attributes Due to Discharge of Indebtedness (And Section 1082 Basis Adjustment)

* Otherwise, the canceled debt is reportable as ordinary income on Form 1040, Schedule 1 and is beyond
the scope of VITA/TCE

' If the canceled debt is reportable on Form 1040, Schedule 1 or the canceled debt is not fully

e Excludable from gross income, the issue is beyond the scope of the VITA/TCE programs.

Form 1099-A, Acquisition or Abandonment of Secured Property

When a personal residence is foreclosed upon, and the lender cancels a portion of the debt, the taxpayer
will generally receive Form 1099-A and Form 1099-C. If, in the same calendar year, the debt is canceled in
connection with a foreclosure of secured property, the lender has the option of issuing Form 1099-C only.

The filing requirements of Form 1099-A are met by the lender completing the following on Form 1099-C:

* Debt description
* The debtor was personally liable for the repayment of the debt
* Fair market value of property

For more information on determining the basis for sale of residence see the lesson on Income —
Capital Gain or Loss, Publication 523, Selling Your Home, or Publication 551, Basis of Assets.
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Verify with the taxpayer that the information on Form 1099-A and Form 1099-C is correct. Pay particular
attention to the amount of debt forgiven and the fair market value reported. Advise the taxpayer to contact the
lender immediately if any of the information is not correct.

Form 1099-A, issued by the lender, reports the outstanding debt and the fair market value of the property.
This form provides information needed to determine the amount of any gain or loss due to foreclosure or
abandonment. Report the gain or loss on Form 8949 and Schedule D. A loss on the disposition of a personal
asset is not deductible.

The sale price (amount realized) is based on whether the taxpayer is personally liable (recourse loan) or not
personally liable (nonrecourse loan) for the debt.

* |f the taxpayer is personally liable, the sale price is the lesser of the balance of the principal mortgage debt
outstanding or the fair market value

* |If the taxpayer is not personally liable, then the sale price is the full amount of the outstanding debt, as
reflected on Form 1099-A

* For both recourse and nonrecourse loans, add any proceeds the taxpayer received from the foreclosure
sale to the amount realized

Generally, if there is a loss on the sale of a principal residence or the entire gain is excluded under the
Section 121 exclusion ($250,000 or $500,000 for Married Filing Jointly and certain surviving spouses), the
sale does not have to be reported. However, taxpayers who receive Form 1099-A should report the sale to
account for the basis in the property.

' Failure to report a foreclosure or abandonment transaction on Form 8949 and Schedule D may result

e /nanIRS notice to the taxpayer.

Form 1099-C, Cancellation of Debt

Lenders or creditors are required to issue Form 1099-C if they cancel a debt owed to them of $600 or more.
Generally, an individual taxpayer must include all canceled amounts (even if less than $600) on the other
income line of Form 1040, Schedule 1.

However, under certain circumstances, a taxpayer may not have to include canceled debt in income. For
example, if the canceled debt is related to the taxpayer’s principal residence, the taxpayer may be able
to exclude all or a portion of canceled debt if it is qualified principal residence indebtedness. The amount
excluded due to the discharge of qualified principal residence indebtedness is reported on Form 982.

In addition to debtor information, Form 1099-C reports the amount of debt canceled and the date canceled.
If the form has event code A indicating bankruptcy, or if an amount is included for interest, refer the
taxpayer to a professional tax preparer.

Form 982 must be filed with the taxpayer’s return to report the excluded amount of discharged indebtedness
and the reduction of certain tax attributes. Taxpayers excluding discharged debt from qualified principal
residence indebtedness must complete only a few lines on Form 982. Refer to the Volunteer Resource
Guide, Tab EXT, Legislative Extenders, for details. If the taxpayer kept ownership of the home, the basis
adjustment to the principal residence for the excluded canceled debt must be reflected on the form.

Coordination with Form 1099-A

As mentioned earlier, if a personal residence is foreclosed upon, and the debt is canceled in the same year,
the taxpayer may receive Form 1099-C only. The required filing information from Form 1099-A will be shown
on Form 1099-C.
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Generally, the gross foreclosure bid price is considered to be the FMV. For an abandonment or voluntary
conveyance in lieu of foreclosure, the FMV is generally the appraised value of the property.

For a recourse loan, the sale price is the lesser of the balance of the principal debt (mortgage) outstanding
or fair market value.

Mortgage Workouts and Form 1099-C

Homeowners whose mortgage debt is partly forgiven through a loan modification, or workout, which allows
them to continue owning their residence, will receive Form 1099-C reporting the amount of debt discharged.
Because the taxpayer kept ownership of the home, there is no gain or loss to be reported.

However, if the canceled debt meets the requirements of qualified principal residence indebtedness, Form
982 must be completed to report the amount excluded from gross income and the reduction of tax attributes.
See Publication 4012, Tab EXT, Legislative Extenders, Entering Forgiveness of Qualified Principal Residence
Indebtedness, for directions on completing Form 982.

Taxpayers who are not personally liable for the debt (nonrecourse debt) do not have ordinary income from
the cancellation of the debt unless the lender:

» Offered a discount for the early payment of the debt or
* Agreed to a loan modification that resulted in the reduction of the principal balance of the debt

If a lender offers to discount (reduce) the principal balance of a loan that is paid off early, or agrees to a loan
modification (workout) that includes a reduction in the principal balance of a loan, the amount of the discount
or the amount of the principal reduction is canceled debt whether or not the taxpayer is personally liable for
the debt. The amount of the canceled debt must be included in income unless the exceptions or exclusions
discussed earlier apply.

Gain or Loss Reported on Form 8949 and Schedule D

Form 8949, Sales and Other Dispositions of Capital Assets, includes all capital gain and loss transactions.
The subtotals from Form 8949 are carried over to Schedule D, Capital Gains and Losses, where gain or loss
is calculated in aggregate.

Losses on a personal residence are never deductible. Gains (all or part) may be excluded under the rules
regarding the sale of a personal residence (Section 121 exclusion).

For more information on how to report the gain or losses, see the Volunteer Resource Guide, Tab D, Capital
Gains or Losses Sale of Main Home.

Case Study — Reporting a Foreclosure and Canceled Debt

' The following case studies are only examples of how the mentioned issues and forms can look and
e hbereported. The dates and years of the forms are not relevant for these case studies.

Frank bought his home on May 14, 2017. His basis in the home was $200,000. After he lost his job last
year, he was not able to make the payments. The bank foreclosed in June of the current tax year, and Frank
moved out. At the time of the foreclosure, the fair market value of the home was $125,000 and the principal
balance of the mortgage was $195,000. All of the debt was incurred to purchase the home. Frank received
Form 1099-C for the amount of debt canceled by his bank.

Frank has qualified principal residence indebtedness. His tax return should include Form 8949 and Schedule
D to show the basis of the home disposed of through foreclosure, and Form 982 to exclude the debt
cancellation from income.
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Form 1099-C & Form 8949:

[ | CORRECTED (if checked)

CREDITOR'S name, street address, city or town, state or province, country,

1 Date of identifiable event

OMB No. 1545-1424

FRANK LINCOLN

Street address (including apt. no.)

ANYWHERE

City or town, state or province, country, and ZIP or foreign postal code

CITY, STATE ZIP USA

1111 ANYWHERE STREET
ANYWHERE TOWN, STATE ZIP

repayment of the debt

5 If checked, the debtor was personally liable for

»> X

Account number (see instructions)

6 Identifiable event code

7 Fair market value of property

ZIP or foreign postal code, and telephone no. 6/25/20XX
FIRST BANK 2 Amount of debt discharged Cancellation
ANYWHERE USA $ 20,000.00 2 @xx of Debt
3 Interest if included in box 2
$ Form 1099-C
CREDITOR'S federal identification number DEBTOR'S identification number 4 Debt description Copy B
XX-XXXXXXX XXX-XX-XXXX HOME MORTGAGE LOAN For Debtor
DEBTOR'S name This is important tax

information and is being
furnished to the Internal
Revenue Service. If you
are required to file a
return, a negligence
penalty or other
sanction may be
imposed on you if
taxable income results
from this transaction
and the IRS determines
that it has not been

1234567 $

reported.

Form 1099-C (keep for your records) www.irs.gov/form1099¢c Department of the Treasury - Internal Revenue Service
Form 8349 Amtachmant Saquence No. 12A Page 2
Names) shown on retumn. Name and SSN or taxpayer identification no. not requirad i shown on cther sids Social security ber or taxpayer identifioati b

FRANK LINCOLN XXX-XX-XXXX

Bafore you check Box D, E, or F balow, see whether you recaivad any Formys) 1099-B or substitute statemant(s) from your broker. A substitute
statament will have the same information as Form 1099-B. Either may show your basis {usually your cost) evan if your brokar did not report it to the IRS.
Brokers must report basis to the IRS for most stock you bought in 2011 or later (and for cartain dabt instruments you bought in 2014 or later).
m Long-Term. Transactions involving capital assets you held more than 1 year are long term. For short-term
transactions, see page 1.
Note. You may aggregate all long-term transactions reported on Form(s) 1099-B showing basis was reported
to the IRS and for which no adjustments or codes are required. Enter the total directly on Schedule D, line 8a;
you are not required to report these transactions on Form 8949 (see instructions).
You must check Box D, E, or F below. Check only one box. If more than one box applies for your long-term transactions, complete
a separate Form 8949, page 2, for each applicable box. If you have more long-term transactions than will fit on this page for one or
more of the boxes, complete as many forms with the sams box chacked as you need.
[ (D) Long-term transactions reported on Form(s) 1099-B showing basis was reported to the IRS (see Note above)
O (E) Long-tarm transactions reported on Form(s) 1099-B showing basis was not reported to the IRS
B4 (F) Long-tarm transactions not reported to you on Form 1093-8

Adpustment, if any, to gain or loss.
1 (o i you enter an amourt in column g, )
(=] ) Cost or other basis. enter a code in cobumn ). Gain or (loss).
— ('Lf Dm” iog| Dotesod or Sea the Note baiow| See the separate instructions. | Subtract column ()
ﬁ&mxvzco i dzporad (sales price)  |and zee Column () from cokumn (d) and
{Example: - ) (Mo.. day. v} | o, day, yr) | (seeinstructions) | i the separate 0 {a) combine the result
instructions | C00E(s) from Amocunt of with column {g)
Insuctons | adjustment
Main Home Form 1099-A | 05/14/17 | 06/25/XX $125,000| $ 200,000 L $ 75,000 $0
2 Totals. Aad the amounts In columns (), (e}, (g), and (1) (subtract
nagative amounts). Enter each total here and Inciude on your
Schedue D, line &b (f Box D above ks checked), line © (f Box E
above Is chacked), o line 10 (f Box F above Is chacked) ™ $ 125,000  $ 200,000 $ 75,000 $0

Note. If you checked Box D above but the basis reported to the IRS was incorrect, enter in column (e) the basis as reported to the IRS, and enter an
adjustment in column (g) to comect the basis. See Column (g) in the separate instructions for how to figure the amount of the adjustment.

Form 8949
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Schedule D (Form 1040) & Form 982:

term capital gains or losses, go to Part Il below. Uliicrwise, go to Part lll on the back

I Long-Term Capital Gains and Losses—Assets Held More Than One Year

See instructions for how to figure the amounts to enter on the (@) (h) Gain or (loss)
lines below. (d) (e) Adjustments Subtract column (g)

. X . Proceeds Cost to gain or loss from | from column (d) and
This form may be easier to complete if you round off cents to (sales price) (or other basis) | Form(s) 8949, Part I, | combine the result with
whole dollars. line 2, column (g) column (g)

8a Totals for all long-term transactions reported on Form
1099-B for which basis was reported to the IRS and for
which you have no adjustments (see instructions).
However, if you choose to report all these transactions
on Form 8949, leave this line blank and go to line 8b

8b Totals for all transactions reported on Form(s) 8949 with
Box D checked

9 Totals for all transactions reported on Form( ) 8949 with
Box E checked

10 Totals for all transactions reported on Form( ) 8949 with

Box Fchecked. . . . . $125,000 $200,000 $75,000 $0
11 Gain from Form 4797, Part |; Iong -term gain from Forms 2439 and 6252; and Eong -term gain or (loss)
from Forms 4684, 6781,and 8824 . . . . . . . . . . . . . . & . 11

12 Net long-term gain or (loss) from partnerships, S corporations, estates, and trusts from Schedule(s) K-1 12

13 Capital gain distributions. See the instructions . . . 13
14 Long-term capital loss carryover. Enter the amount, if any, from llne 13 of your Capltal Loss Carryover
Worksheet in the instructions . . . 14 )
15 Net long-term capital gain or (Ioss) Comblne lines 8a through 14 in column (h). Then goto Part III on
theback . . . . . . e e 15 $0
For Paperwork Reduction Act Notlce, see your tax return instructions. Cat. No. 11338H Schedule D (Form 1040)
982 Reduction of Tax Attributes Due to Discharge of OME No. 1545.0046
(FF:’“J 2000 Indebtedness (and Section 1082 Basis Adjustment)
V. Jul
Departme}llﬁt of the Treasury » Attach this form to your income tax return. Attachment
Internal Revenue Service » Information about Form 982 and its instructions is at www.irs.gov/form982. Sequence No. 94
Name shown on return Identifying number
FRANK LINCOLN XXX -XX-XXXX

General Information (see instructions)

1 Amount excluded is due to (check applicable box(es)):

a Discharge of indebtedness in a title 11 case O
b Discharge of indebtedness to the extent insolvent (not ina t|t|e 1 1 case) U
¢ Discharge of qualified farm indebtedness ]
d Discharge of qualified real property business mdebtedness O
e Discharge of qualified principal residence indebtedness B oF oW o® § @ : w3 (x]
2  Total amount of discharged indebtedness excluded from gross income . . . | 2 | $70,000
3 Do you elect to treat all real property described in section 1221(a)(1), relating to property held for sale to
customers in the ordinary course of a trade or business, as if it were depreciable property? . . . . . . [] Yes []No
T  Reduction of Tax Attributes, You + =t attach a description ~f == *=nsactinne " ~in tha raduction in

Case Study Alternative — Mortgage Workout

If Frank had been able to negotiate a workout with his mortgage lender (reducing the amount he owed on the
mortgage and staying in the home), he would not have completed Form 8949 and Schedule D because he
had not disposed of the asset.

Assume Frank’s lender agreed to reduce his mortgage debt from $195,000 to $175,000. The lender issued
Frank a Form 1099-C showing $20,000 of canceled debt. Frank’s Form 982 would be completed, but the
amount of debt forgiven (or his basis in the home, whichever was smaller) would need to be entered on the
form, and his basis in the home would be decreased by that amount.

Temporary Provisions 2-10



Form 1099-C & Form 982

Form 982

(Rev.

[ | CORRECTED (if checked)

CREDITOR'S name, street address, city or town, state or province, country,

1 Date of identifiable event

OMB No. 1545-1424

FRANK LINCOLN

Street address (including apt. no.)

ANYWHERE

City or town, state or province, country, and ZIP or foreign postal code

CITY, STATE ZIP USA

1111 ANYWHERE STREET
ANYWHERE TOWN, STATE ZIP

5 If checked, the debtor was personally liable for

repayment of the debt

> X

Account number (see instructions)

1234567

6 Identifiable event code

7 Fair market value of property

$

ZIP or foreign postal code, and telephone no. 6/25/20XX )
FIRST BANK 2 Amount of debt discharged Cancellation
ANYWHERE USA $ 20,000.00 Q@XX of Debt

3 Interest if included in box 2
$ Form 1099-C
CREDITOR'S federal identification number DEBTOR'S identification number 4 Debt description Copy B
XX-XXXXXXX XXX-XX-XXXX HOME MORTGAGE LOAN For Debtor
DEBTOR'S name This is important tax

information and is being
furnished to the Internal
Revenue Service. If you
are required to file a
return, a negligence
penalty or other
sanction may be
imposed on you if
taxable income results
from this transaction
and the IRS determines
that it has not been
reported.

Form 1099-C

July 20XX)

Department of the Treasury
Internal Revenue Service

(keep for your records)

www.irs.gov/form1099¢c

Department of the Treasury - Internal Revenue Service

Reduction of Tax Attributes Due to Discharge of
Indebtedness (and Section 1082 Basis Adjustment)

OMB No. 1545-0046

»- Attach this form to your income tax return.

» Information about Form 982 and its instructions is at www.irs.gov/form982.

Attachment
Sequence No. 94

Name shown on return

FRANK LINCOLN

Identifying number

XXX-XX-XXXX

General Information (see instructions)

1

® Q0 T o

Amount excluded is due to (check applicable box(es)):

Discharge of indebtedness in a title 11 case :

Discharge of indebtedness to the extent insolvent (not ina tltle 11 case)
Discharge of qualified farm indebtedness

Discharge of qualified real property business mdebtedness

Discharge of qualified principal residence indebtedness

Total amount of discharged indebtedness excluded from gross income

xOOOO

2| $20,000

Do you elect to treat all real property described in section 1221(a)(1), relating to property held for sale to

customers in the ordinary course of a trade or business, as if it were depreciable property? .

[] Yes []No

Reduction of Tax Attributes. You must attach a description of any transactions resulting in the reduction in

basis under section 1017. See Regulations section 1.1017-1 for basis reduction ordering rules, and, if applicable,
required partnership consent statements. (For additional information, see the instructions for Part I1.)

Enter amount excluded from gross income:

4  For a discharge of qualified real property business indebtedness applied to reduce the basis of
depreciable real property . .

5 That you elect under section 108(b)(5) to apply flrst to reduce the basrs (under section 1017) of
depreciable property

6  Applied to reduce any net operatlng Ioss that occurred in the tax year of the dlscharge or carned
over to the tax year of the discharge .

7 Applied to reduce any general business credit carryover to or from the tax year of the discharge

8  Applied to reduce any minimum tax credit as of the beginning of the tax year immediately after the
tax year of the discharge . .

9 Applied to reduce any net capital Ioss for the tax year of the dlscharge mcludlng any capltal Ioss
carryovers to the tax year of the discharge . .

10a Applied to reduce the basis of nondepreciable and depremable property if not reduced on I|ne 5.

11

DO NOT use in the case of discharge of qualified farm indebtedness

b Applied to reduce the basis of your principal residence. Enter amount here ONLY /f Ime 1e is

checked
For a discharge of qualified farm indebtedness applied to reduce the basis of:

a Depreciable property used or held for use in a trade or business or for the production of income if

not radiirad on line &

10a

10b $20,000

211
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Question 3: A volunteer with Advanced certification is working with Robert. Following up to a “yes” answer
on the Intake & Interview Sheet, the volunteer asks Robert if he underwent foreclosure or had to give up his
home during the tax year. Robert confirmed that he did, and produced Form 1099-A. The volunteer asked
Robert if he had received Form 1099-C, and Robert replied that he did not. Examining the form, the volunteer
noted the balance of principal outstanding was $234,000. What should the volunteer do next?

a. Ask the questions on Publication 4731-A

b. Ask enough probing questions to determine if Robert had a gain or loss on the foreclosure
c. Refer Robert to a professional tax preparer

d. Complete Form 982

Question 4: Mary purchased her main home in June 2004 for $175,000. She lost her job and was no longer
able to make her mortgage payments during the current year. In July of the current tax year, Mary moved
out of the home to live with relatives. On July 15, the bank foreclosed on the home. On November 15, the
bank discontinued its collection activity and canceled the remaining debt. The fair market value at the time
of foreclosure was $100,000 because of the poor housing market, but Mary still owed $150,000 on the
mortgage. None of the loan proceeds were used for any purpose other than to buy, build, or substantially
improve the principal residence. Mary never used the home for business or rental purposes and has not filed
for bankruptcy. Based on this information, what should the volunteer do?

a. Refer Mary to another source for tax return preparation

b. Report a loss of $50,000 on Schedule D

c. Report $50,000 debt canceled on Form 982

d. Include the debt cancellation amount in income
Question 5: After Tom became ill and could not work full time, he and his wife, Grace, were having difficulty
making their mortgage payments. Rather than go through the expense of a foreclosure, the lender agreed
to reduce the principal on their loan and refinance it with a better interest rate and lower payments. The
principal balance before November 1 of the current tax year workout was $130,000, and the lender reduced
the loan to $110,000. None of the loan proceeds were used for any purpose other than to buy, build, or

substantially improve the principal residence. The home has never been used for business or as rental
property, and the taxpayers have not filed for bankruptcy.

Based on this information, what should the volunteer do?

a. Refer Tom and Grace to another source for tax return preparation

b. Report the reduction in the basis of the home on line 10b of Form 982

c. Report the $20,000 as a loss on Schedule D

d. Include the debt cancellation amount in income
Question 6: Gene bought his home in 2003. His basis in the home was $210,000. He lost his job in January
of the current tax year and was not able to make the mortgage payments. The bank foreclosed in August and
Gene moved out. At the time of the foreclosure, the fair market value was $145,000 and the principal balance
of the mortgage was $185,000. All of the debt was incurred to purchase the home, it was never used for

business or as a rental property, and Gene has not filed for bankruptcy. Gene has a Form 1099-C. Gene is
personally liable for repayment of the debt.

How should the foreclosure and loss be reported?

a. Report the $40,000 debt cancellation on Form 982, line 10b
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b. Report the $40,000 debt cancellation on Form 982, line 2, only

c. Report the $40,000 debt cancellation on Form 982, line 2, and the foreclosure on Form 8949 and
Schedule D

d. Report the $40,000 debt cancellation on Form 1040

Summary

This lesson included the following temporary changes. Refer to the retirement income lesson for deferred
Coronavirus-related distributions. Changes to the premium tax credit are discussed later in the Premium Tax
Credit lesson.

Student loan forgiveness and Higher Education Emergency Financial Grants

Both of these provisions represent nontaxable income to the recipient. Further, the recipient’s qualified
education expenses are not reduced and can be fully used for an education credit or other benéefit, if
otherwise eligible.

Cancellation of Debt (COD) - Principal Residence

Cancellation of debt can be complex. VITA/TCE volunteers may assist a taxpayer with issues related to
cancellation of debt as long as the taxpayer meets all the criteria for discharge of qualified principal residence
indebtedness.

Taxpayers who go through a foreclosure or abandonment of their principal residence receive Form 1099-A,
Acquisition or Abandonment of Secured Property. Form 1099-A will have information needed to determine
the gain or loss due to the foreclosure or abandonment.

If the debt on the principal residence is canceled, the taxpayer will receive Form 1099-C, Cancellation of
Debt. If foreclosure/abandonment and debt cancellation occur in the same calendar year, the lender may
issue only Form 1099-C, including the information that would be reported on Form 1099-A.

What situations are out of scope for the VITA/TCE programs?

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your
awareness only.

» Cancellation of debt on a residence other than a qualified principal residence

* Cancellation of debt for a principal residence that was used in a business or as rental property

* Cancellation of debt when Form 1099-C includes an amount for interest

* Cancellation of debt was because the taxpayer filed bankruptcy or was insolvent immediately before the
debt was canceled
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Answer 1: b, No. Because Angie used part of the home as rental property, all the canceled debt may not
qualify to be excluded from income. The rules involving mortgage debt exclusions are complex. Angie should
be referred to a professional tax preparer.

Answer 2: b, No. Fred’s situation is outside the scope of the volunteer program since a portion of his
refinanced debt was used for purposes other than to buy, build, or substantially improve his principal
residence. Fred should be referred to a professional tax preparer, per the guidance in Publication 4731-A.

Answer 3: a. The volunteer should use Publication 4731-A, Part | to determine if Robert had a gain or loss
on the foreclosure. If the taxpayer receives a Form 1099-C, the volunteer would use the screening sheet to
determine if the related tax issues are within scope.

Answer 4: c. The volunteer would need to complete Form 8949, Schedule D, and Form 982. Although there
is a loss, it cannot be deducted. The mortgage debt cancellation is not included in income on the tax return
because it is covered by the qualified principal residence indebtedness exclusion on Form 982.

Answer 5: b. The volunteer would complete Form 982 and report the reduction in the basis of the home. The
$20,000 in debt cancellation can be excluded as qualified principal residence indebtedness on Form 982 and
is not counted as income on the tax return. Form 8949 and Schedule D are not required because Tom and
Grace did not dispose of the home.

Answer 6: c. Form 982, Form 8949, and Schedule D should be completed. When a residence that is
security for a mortgage is abandoned or foreclosed upon, it is treated as having been sold. This results in
the foreclosure being reported on Form 8949 and Schedule D as sale of home. Failure to file Form 8949 and
Schedule D may result in an IRS notice to the taxpayer.
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Introduction

This lesson will help you determine which taxpayers must or should file a tax return. You will also find
information on how to verify a taxpayer’s identity, which form to use, and completing the Basic Information
Section.

Objectives

What do | need?
At the end of this lesson, using your reference materials, you will be able to:

e Form 13614-C
e Publication 4012
 Publication 17

* Determine who must file a tax return

* Determine who should file a tax return
 Verify the taxpayer’s identity

« Determine how to file the return Optional:

- ¢ Publication 559
Who must file” « Form 1040 Instructions

U.S. citizens or residents of the United States must file a return based on  Publication 4299
three factors. There are special rules for dependents, surviving spouses, U.S.
citizens and residents living outside the U.S., residents of Puerto Rico, and
individuals with income from U.S. territories.

Remember to use the interview techniques and tools when determining who must file.
What do | need to know?

To decide whether someone must file a tax return, you need to know the individual’s:
* Age

* Gross income

* Filing status

Where do I get information on the taxpayer’s age?

Look at the intake and interview sheet for the taxpayer’s date of birth. Confirm this date during the interview.
Refer to the sample Intake/Interview and Quality Review sheet in the Volunteer Resource Guide, Tab B,
Starting a Return and Filing Status.

Where do I get information on the taxpayer’s gross income?

An approximation of gross income is enough to see if a taxpayer must file a return. Gross income is all the
income the taxpayer received during the tax year in the form of money, goods, property, and services that is
not exempt from tax. It includes both earned and unearned income.

The Income section of the Volunteer Resource Guide lists the sources of income that should be included and
excluded in determining a person’s gross income. You can also refer to the Income lessons in this training
guide.
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To approximate gross income:

* Add the amounts from all the taxpayer’s Form(s) W-2, Box 1

* Add taxable amounts reported on any Form(s) 1099

* Using the intake and interview sheet, review the income questions with the taxpayer to see if there was any
additional income not reported on Form W-2 or Form 1099 and determine each amount

Total the above amounts to determine the taxpayer’s approximate gross income.

Do not include Social Security benefits when determining filing requirement unless the taxpayers are
married, are filing a separate return, and lived with their spouse at any time during the tax year.

Where do I get information on the taxpayer’s filing status?

Taxpayers may or may not know which filing status to use. For the purposes of determining whether a person
must file a return, narrowing the choices down to the most likely filing status(es) is adequate in most cases.

Check the Taxpayer Information section of the intake and interview sheet for:

* The taxpayer’s marital status
* Whether the taxpayer can be claimed as a dependent on someone else’s tax return
* The taxpayer’s potential dependents

Use the Volunteer Resource Guide’s Determination of Filing Status decision tree and the Interview Tips in
Tab B, Starting a Return and Filing Status, for helpful probing questions.

Who is legally required to file a federal tax return?

To determine whether a taxpayer is legally required to file a return, start with the Volunteer Resource Guide,
Tab A, Who Must File. Use the charts to review the examples.

@ﬂw_’\ﬁg Lucy is 36 years old and single, and her gross income is $20,000. She must file a tax return since
\_‘y her income exceeds the amount for her age and filing status.

Henrietta and Javier are married and plan to file a joint return. Henrietta is 67 and had a gross

@ﬁg income of $11,000 for the tax year. Javier is 66. His gross income was $5,000 for the year. Since
their combined gross income is less than the minimum amount for their ages and filing status, they
do not have to file a return.

What are special situations that require a taxpayer to file?

If the Who Must File charts show that an individual is not required to file a return, then continue to Chart C —
Other Situations When You Must File in the Volunteer Resource Guide to see if any of the special conditions
require the person to file.

The most common special situations when individuals are legally required to file a return are:

* Self-employed with net earnings of $400 or more
* Taxpayers who owe special taxes

* Taxpayers who received advanced payments of the premium tax credit (APTC) for themselves, their
spouse, or a dependent

Taxpayers who received the 2008 first-time homebuyer credit are required to file a return to repay a
portion of the credit.
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Refer to the Who Must File section of the Volunteer Resource Guide to answer these questions. Answers are
at the end of the lesson summary.

Question 1: Bob is 27 years old and single. His gross income was $17,000 during the tax year. Based only
on this information, is he required to file a tax return?

a. Yes

b. No
Question 2: Janet and Harry are married, file jointly, and lived together all year. During the tax year, she
turned 66 and he turned 64. Their gross income was $19,800. Based only on this information, are they
required to file a tax return?

a. Yes

b. No
Question 3: Juanita has a dependent child and can file as a Qualifying Surviving Spouse. She is 47 years
old. Her gross income was $27,000. Based only on this information, is she required to file a tax return?

a. Yes

b. No

Who should file?

Even if individuals are not required to file a tax return, they should file a return if they qualify for certain
credits or a refund. These items are listed in the Volunteer Resource Guide, Tab A, Who Must File.

Individuals should file a return if they are eligible to claim:

* Arefund of withheld taxes

* The earned income credit (EIC)
* The additional child tax credit

* Premium tax credit

* The American opportunity credit

Taxpayers who should file may be entitled to a refundable tax credit, and filing a return is the only way to get
it. Individuals who are not required to file a federal return may benefit by filing for state purposes.

only reduce the tax liability to zero. A refundable credit can zero out the tax liability and result in a

g A nonrefundable credit is a dollar-for-dollar reduction of the tax liability. A nonrefundable credit can
cash refund to the taxpayer.

How do I find out if a taxpayer is eligible to claim a refund or refundable credit?

The taxpayer may qualify for a tax refund, earned income credit, additional child tax credit, premium tax
credit, or American opportunity credit if:

* Federal or state income tax was withheld on any income form

* The taxpayer had earned income

* The taxpayer has a qualifying child

* The taxpayer or their dependent paid higher education expenses
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* The taxpayer made estimated tax payments
* The taxpayer purchased health coverage through the marketplace

The earned income credit may apply with or without a child. See the Earned Income Credit and Child
Tax Credit lessons for details on determining eligibility.

If a taxpayer is not required to file a tax return, and you are uncertain if they will benefit from filing, begin a
return to determine if filing a tax return would benefit the taxpayer.

How do | verify taxpayer identity?

As the first step in the interview process, you should verify the identity of the taxpayer(s), address, and the
spelling of names entered on the taxpayer’s intake and interview sheet.

What documents do | use to verify identity?
Ask to see original photo identification such as:

 Valid driver’s license (U.S.)
* Visa

 State ID (U.S.)

 Military ID

* Passport

* National ID

* Employer ID

* School ID

Judgment should be used in accepting any other valid form of identification. For example, the Coordinator
can allow proof of identity of an elderly person with a disability who has an expired driver’s license and
passport but also provides a valid birth certificate. IRS-tax-law certified volunteers preparing tax returns
are required to confirm the identity of the taxpayer to avoid identity theft, tax fraud, and to validate the
correct name and Social Security number. If a taxpayer cannot prove their identity, or if the volunteer is
uncomfortable accepting the items presented as proof of identity, the taxpayer should be advised to return
with an acceptable form of identification.

Exceptions to requiring photo ID should only be made under extreme circumstances and should be
approved by the Coordinator. For example, there may be limited situations where an exception may apply
to a person with a disability, the elderly, or other unique circumstances. Additionally, the Coordinator has
discretion to approve exceptions to verification of taxpayer identity rules. Refer to Publication 4299, Privacy,
Confidentiality and Civil Rights for additional information.

A spouse who is Married Filing Separately is not required to provide the Social Security card for the
other spouse, although the return cannot be e-filed without the spouse’s Social Security number.

In addition to photo identification for taxpayers, they must also present proof of taxpayer identification
numbers (TIN) for themselves and all persons listed on their tax return. (TIN is explained in the next section.)
Exceptions to this rule should be rare and only the Coordinator has discretion to approve an exception.

Taxpayers who cannot prove their identity should seek professional tax assistance.
What about taxpayers filing for decedents?

If you are assisting someone who is filing a return for a decedent:
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* Be aware that volunteers need to take steps to protect a taxpayer’s identity and avoid possible identity
theft.

* Ask to see the surviving spouse’s identification or a copy of the death certificate.

* A personal representative may be filing the return for the deceased taxpayer. Verify the identity of the
person who is filing for the decedent and ask if they have court documents or other documentation
authorizing them to file the tax return.

* Representatives or surviving spouses who do not have the necessary documentation with them should be
advised to return once they have the information. If they cannot provide the information, refer them to a
professional tax preparer.

For additional information about filing a return for a decedent, refer to the Return Signature in the Volunteer
Resource Guide, Tab K, Finishing the Return, Form 1040 Instructions, Form 1310, Publication 17, or
Publication 559.

What are Taxpayer Identification Numbers?

IRS regulations require that each person listed on a U.S. federal income tax return have a valid Taxpayer
Identification Number (TIN). The types of TINs are:

* Social Security Number (SSN)
* Individual Taxpayer |dentification Number (ITIN)
* Adoption Taxpayer Identification Number (ATIN)

Who has a Social Security number?

Any individual who is legally eligible for employment in the United States must have a Social Security
number. All cards issued by the Social Security Administration are valid for income tax purposes. “Valid

for work only with DHS authorization” is marked on the card for people lawfully admitted to the U.S. on

a temporary basis who have DHS authorization to work. That is, they are valid for work. “Not valid for
employment” is marked on the card for people who are either lawfully admitted without work authorization or
because they are required to have a Social Security number to get a benefit or service.

Some Canadians have both U.S. and Canadian Social Security numbers. Never use the Canadian
number on a U.S. tax return.

Who has an Individual Taxpayer Identification Number?

Some individuals who need to file tax returns do not have SSNs. The IRS issues ITINs to nonresidents and
others living in the U.S. who are required to have a U.S. TIN but who are not eligible to obtain SSNs.

The ITIN contains nine digits and is formatted like an SSN (XXX-XX-XXXX), but begins with the number 9
and has a specified range of numbers in the fourth and fifth digits. Generally, you should enter the ITIN on
the return wherever the SSN is requested.

Under the Protecting Americans from Tax Hikes (PATH) Act, ITINs that have not been used on a
' federal tax return at least once in the last three consecutive years will expire at the end of the year.
®  Affected taxpayers who expect to file a tax return for 2022 must submit a renewal application.

Taxpayers with an ITIN are able to file their returns but are not eligible for certain tax credits, such as the
earned income credit. This is covered in later lessons.
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Who has an Adoption Taxpayer Identification Number?

Taxpayers who are in the process of adopting a child and who are able to claim the child as their dependent
or are able to claim the child and dependent care credit need an ATIN for their adoptive child.

The IRS issues an ATIN for the child while a final domestic adoption is pending, and the adopting taxpayers
do not have the child’s SSN.

Like an ITIN, the nine-digit ATIN begins with the number 9. Generally, you should enter the ATIN on the
return wherever the child’s Social Security number is requested.

on a tax return as a spouse or dependent. These taxpayers must file Form W-7, Application for
Individual Taxpayer Identification Number and supply documentation that will establish foreign status
and true identity. A federal tax return must be associated with all Form W-7 applications with
exceptions as noted in the Form W-7 Instructions.

g Taxpayers who cannot obtain an SSN must apply for an ITIN if they file a U.S. tax return or are listed

' Taxpayer, spouse, or dependent name and Social Security number mismatches are some of the
e Mmostfrequent errors in processing a tax return.

What are acceptable documents if the taxpayer
does not have a Social Security card?

For individuals who do not bring their original or a
copy of their Social Security card, you may accept
either of the following:

000.01-0000_ :

‘Robert A. Zapata
Rebert A, 2apat

e An SSA letter or a Form SSA-1099 statement
* An ITIN card or letter

' Driver’s licenses and passports are not acceptable substitutes for Social Security or ITIN cards.
o

What if the taxpayer does not have an SSN or ITIN?

For individuals without a valid SSN, explain that they must have a taxpayer identification number before you
can assist them. Direct them to the Social Security Administration and advise them to complete Form SS-5,
Social Security Number Application. If the individual is not eligible for an SSN, refer them to the IRS for Form
W-7, Application for IRS Individual Taxpayer Identification Number.

For a taxpayer who cannot obtain an SSN and has not yet applied for an ITIN, you can use a temporary
identification number to prepare the return in the tax software. Turn to the Volunteer Resource Guide, Tab L,
Resident/NR Alien.

When preparing a tax return for an ITIN application, include all Forms W-2, even if the SSN on the W-2
does not belong to the taxpayer. Do not change any information on the W-2. Send it in with the return as it
is. Since it is not going to be transmitted electronically, it does not matter if the SSN does not match in the
software.

Attach the tax return behind Form W-7 along with documentation that will establish foreign status and true
identity and have the taxpayer submit the application package according to the Form W-7 instructions.

* If it is not available at the volunteer site, the taxpayer can obtain Form W-7 by calling the IRS at 1-800-829-
3676 (1-800-TAX FORM) or download it at https://www.irs.gov/publ/irs-pdf/fw7.pdf
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* If taxpayers need assistance in completing Form W-7, refer them to an IRS Taxpayer Assistance Center
unless a volunteer at that site has been trained in the completion of Form W-7 or a Certifying Acceptance
Agent (CAA) is available. A list of VITA sites that offer CAA services is located at www.irs.gov/individuals/
vita-sites-that-offer-caa-services. Alternatively, refer the taxpayer to a professional tax preparer.

* An ITIN will expire for any taxpayer who fails to file a federal income tax return for three consecutive tax
years. Any ITIN will remain in effect as long as a taxpayer continues to file U.S. tax returns. This includes
ITINs issued after Jan. 1, 2013. These taxpayers will no longer face mandatory expiration of their ITINs
and the need to reapply. A taxpayer whose ITIN has been deactivated and needs to file a tax return can
reapply using Form W-7.

When preparing a return to include with a Form W-7 application, refer to the instructions in the
Volunteer Resource Guide, Tab L, Resident/NR Alien.

Y=/’ EXERCISES (continued)
—

Question 4: It is your responsibility as a volunteer tax preparer to enter each Social Security number
correctly on the tax return.

a. True
b. False

How do | choose the appropriate schedules to include with the tax return?

Form 1040 allows many taxpayers to file a short, simple form. Form 1040-SR, U.S. Income Tax Return for
Seniors, is also available. It may be used by taxpayers who are age 65 or older at the end of the tax year.
Schedules 1 through 3 have been created for instances where additional information needs to be carried
over to the face of Form 1040/1040-SR.

The schedules are as follows:

* Schedule 1: Additional Income and Adjustments to Income
* Schedule 2: Additional Taxes
* Schedule 3: Additional Credits and Payments

How do | file a return?

g Detailed instructions for completing and filing the return are covered in the Volunteer Resource
Guide.

Areturn can be filed electronically using IRS e-file or by sending in a paper return. The due date for filing a
return for most taxpayers is April 15, unless it falls on a Saturday, Sunday, or legal holiday.
What is electronic filing?

IRS e-file is a quick, easy, and more accurate alternative to paper returns. With e-filing, taxpayers receive
their refund in half the usual time, and even faster with direct deposit.

3-7 Filing Basics


http://www.irs.gov/individuals/vita-sites-that-offer-caa-services
http://www.irs.gov/individuals/vita-sites-that-offer-caa-services

How do | answer taxpayers’ general non-tax questions?

The Volunteer Resource Guide, Publication 17, Form 1040 Instructions, and IRS.gov contain answers to
many general non-tax questions asked by taxpayers during the interview process.

Questions such as “How can | get a copy of my prior year’s return” or “How can | get an IRS form or
publication” can be answered by researching your reference materials.

Turn to the “Frequent Taxpayer Inquiries” located in the Volunteer Resource Guide, Tab P, Partner
Resources, and review this helpful information. For a list of helpful phone numbers, refer to “Information for
Volunteers,” located on the back of the Volunteer Resource Guide.

Review the index in the back of Publication 17 and locate answers to taxpayers’ questions that are not
answered in the Volunteer Resource Guide.

./_l

v

,_—/’ EXERCISES (continued)

»

Using your reference materials, answer the following question.

Question 5: A taxpayer wants to know about the Presidential Election Campaign Fund. Where can you find
that information?

What potential pitfalls should | keep in mind?
To avoid any difficulties when preparing tax returns:

* Always treat the information used to prepare an individual’s income tax return as confidential.

* Canadians have a number that is like a Social Security number, but it is for their Canadian old age pension.
Do not use this number on a U.S. tax return. Canadians often have both a U.S. and a Canadian Social
Security number.

* Be alert to the following possible indications of fraudulent activity:

o A Form W-2 that is typed, handwritten, or has noticeable corrections

o A Form W-2 that looks different from other Forms W-2 issued by the same company

o A suspicious person accompanying the taxpayer and observed on other occasions

o Multiple refunds directed to the same address or P.O. box

o Employment or earnings, which are a basis for refundable credits, that are not well documented

o Similar returns (e.g., same amount of refund, or same number of dependents, or same number of
Forms W-2)

* Notify your site’s coordinator if you suspect any fraudulent or unusual activity.

Summary
Who must file?
To determine whether an individual is required to file a federal tax return:

* Obtain the person’s age

* Calculate the person’s approximate gross income

* Determine the person’s likely filing status

* Use the table and guidelines in the Volunteer Resource Guide, Who Must File section
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How do | verify taxpayer identity?

An initial step in the interview process is to verify the identity of the taxpayer(s), the accuracy of each SSN or
ITIN, and spelling of names with the appropriate documents.

Which tax forms are used?

Form 1040/1040-SR are used with Schedules 1 through 3.

Filing the Return

E-filing is the safest, fastest, and easiest way to file a tax return. With e-file, taxpayers can generally expect

their refund in less than 21 calendar days after the receipt of their tax return.

' No refund for an overpayment for a taxable year shall be made to a taxpayer before February 15 if

s the taxpayer claimed a refundable credit such as the earned income credit on the tax return.

What situations are out of scope for the VITA/TCE programs?

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your
awareness only.

* Taxpayers who cannot prove their identity

S —
j;{’ EXERCISE Answers

Answer 1: a, Yes, Bob is required to file a return.
Answer 2: b, No, Janet and Harry are not required to file.
Answer 3: a, Yes, Juanita must file.

Answer 4: a, True. To prevent processing delays, check the accuracy of each Social Security number you
enter on the return, as well as the spelling of the name associated with the number.

Answer 5: The Form 1040 Instructions provide an answer and the index in Publication 17 directs us to a
paragraph in the chapter on Filing Information.
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Filing Status
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Introduction

This lesson will help you determine the most advantageous (and allowable) filing status for the taxpayer.
Selecting and entering the correct filing status is a critical component of completing the taxpayer’s return.

See Tab B, Starting a Return and Filing Status, in the Volunteer Resource Guide for filing status interview tips
with helpful probing questions to use in your interview with the taxpayer.

Objective
What do | need?
At the end of this lesson, using your resource materials, you will be able to:

e Form 13614-C
¢ Publication 4012
¢ Publication 17

* Determine the most beneficial filing status allowed for the taxpayer.

What are the five filing statuses?

Taxpayers must use one of five filing statuses. Filing status impacts the Optional:

calculation of income tax, affects the amount of the standard deduction, and « Publication 501
determines allowance or limitation of certain credits and deductions. The
following list puts them in order from the most beneficial to the least beneficial
to the taxpayer.

Publication 555
Publication 971

* Married Filing Jointly * Form 1040
* Qualifying Surviving Spouse ¢ Form 2120
* Form 8379

¢ Head of Household

* Single
* Married Filing Separately

——] Most nonresident aliens and dual status aliens have different filing requirements and may have to file

——| Form 1040-NR. In this case, the return is Out of Scope. Refer the taxpayer to a site with Foreign
Student certification.

lowest tax for the taxpayer. Use the Volunteer Resource Guide to help determine the correct filing

g Taxpayers may qualify for more than one filing status. Choose the filing status that results in the
status.

T Filing status is selected in the Basic Information section. Go to the Volunteer Resource Guide to
review the software entries.

How does marital status affect filing status?

The first step in determining taxpayers’ filing status is to confirm their marital status on the last day of the tax
year. Avoid using information from the prior year, as it may have changed.

Generally, taxpayers are considered to be unmarried for the entire year if, on the last day of the tax year,
they were:
e Unmarried.

* Legally separated from their spouse under a divorce or separate maintenance decree. State law governs
whether taxpayers are married or legally separated under a divorce or separate maintenance decree.
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Taxpayers are considered to be married for the entire year if:

* They were married on the last day of the tax year, or
* The spouse died during the year and the surviving spouse has not remarried

What are the requirements for each filing status?
Who is considered Single?
Taxpayers can use the Single filing status if, on the last day of the tax year, they were:

* Not married
* Legally separated or divorced, or
* Widowed before the beginning of the tax year and did not remarry

g A marriage that has been legally annulled is treated as never having existed, even if it is annulled in a
later year.

Can Single taxpayers qualify for another status?

Some single taxpayers qualify for Head of Household or for Qualifying Surviving Spouse status, which can
mean a lower tax. These statuses will be discussed later in this lesson.

What is Married Filing Jointly?

Married taxpayers who choose to file a joint return will use one return to report their combined income and
to deduct combined allowable expenses. Married taxpayers can select this status even if one of the spouses
did not have any income or any deductions. The Married Filing Jointly status can be claimed by taxpayers
who, on the last day of the tax year:

* Were married and lived together.

* Were married and living apart, but were not legally separated under a divorce or separate maintenance
decree, (such as medical reasons or Military separation). State law governs whether taxpayers are married
or legally separated under a divorce or separate maintenance decree.

* Were common law married pursuant to the laws of the state in which they live (or in the state where the
common law marriage began) and the marriage has not been dissolved, such as by death or divorce.

* Are the surviving spouse who did not remarry before the end of the tax year (surviving taxpayer can file a
joint return with the deceased spouse).

' Taxpayers who file a joint return can’t choose to file separate returns for that year after the due date

e Ofthe return. See the Amended and Prior Years Returns lesson for an exception for executors.

A citizen or resident alien married to a nonresident alien may be able to choose from more than one
filing status. More information can be found in the Unique Filing Situations lesson.

Filing a joint return for a common law marriage applies to the federal return only. Volunteers must
check state or local laws before completing a state return. Volunteers are not responsible for

e  determining whether a couple is in a common law marriage. If taxpayers are not certain, refer them
to a professional tax preparer.
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What are the responsibilities of each taxpayer on a joint return?

Both taxpayers must include all worldwide income on their joint return. They each may be held responsible
for all the tax and for any interest or penalty due, even if all the income was earned by only one spouse. A
subsequent divorce usually does not relieve either spouse of the liability associated with the joint return.

In some cases, a spouse may be relieved of joint liability. Information is available in Publication 971, Innocent
Spouse Relief, however, this topic is beyond the scope of the VITA/TCE programs. Refer taxpayers in this
situation to a professional tax preparer.

When a joint return is filed and only one spouse owes a past-due amount, the other spouse may be
considered an injured spouse and able to claim their portion of a joint refund. This is discussed later in this
lesson.

What is Married Filing Separately?
The Married Filing Separately status is for taxpayers who are married, and either:

* Choose to file separate returns, or
e Cannot agree to file a joint return

Taxpayers who file as Married Filing Separately each report their own income and deductions on separate
returns. These rules do not apply in community property states. More information on community property is
provided later in this lesson.

Taxpayers can change their filing status from a separate return to a joint return by filing an amended
return using Form 1040-X.

Can Married Filing Separately taxpayers qualify for another status?

Some married taxpayers may be considered unmarried even if they are not divorced or legally separated.
Such taxpayers may be able to use the Head of Household filing status, which may result in a lower tax than
Married Filing Separately. Refer to the topic “Can married taxpayers ever file as Head of Household?” in this
lesson to see if the “considered unmarried” definition applies.

Why are taxes usually higher for Married Filing Separately?

Special rules apply to Married Filing Separately taxpayers, which generally result in a higher tax. For
example, when filing separately:

* The tax rate is generally higher than on a joint return.

* Taxpayers cannot take the child and dependent care credit, education credits, and certain other benefits
and credits.

* Some credits and deductions, such as the child tax credit and the retirement savings contributions credit,
are reduced at income levels that are half those for a joint return.

* If a taxpayer is Married Filing Separately and the spouse itemizes deductions on their return, the taxpayer
must itemize and cannot take the standard deduction.

For Married Filing Separately taxpayers, enter the spouse’s name and Social Security number or ITIN on
the tax return. If the taxpayer does not know the spouse’s Social Security number, refer to the Volunteer
Resource Guide, Tab B, Starting a Return and Filing Status, Entering Basic Information (continued). The
return will need to be paper filed.

taxpayers qualified to file as Head of Household can take the standard deduction even if their spouse

g Whether or not a spouse is itemizing is only a concern for Married Filing Separately status. Married
is itemizing.
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For the complete list of special rules, see Publication 17, Filing Status.
Are there special rules for taxpayers who live in community property states?

The income of taxpayers who lived in Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas,
Washington, or Wisconsin during the tax year and who choose to file separate returns may be considered
separate income or community income for tax purposes. The states of Tennessee and South Dakota have
passed elective Community Property Laws. Each state has its own community property laws, which may
affect the amount of tax owed by taxpayers. See Publication 555, Community Property, for more information.

If your tax assistance program views community property tax laws for taxpayers who are Married Filing
Separately or who are filing as Head of Household because they can be considered unmarried for income
tax filing purposes as beyond the scope of the program, refer such taxpayers to a professional tax preparer.

If the taxpayer is in one of the community property states and is married and files a separate return
. from the spouse, Form 8958, Allocation of Tax Amounts Between Certain Individuals in Community

Property States, must be completed in order to e-file the return. See the instructions for Form 8958
for details on completing the form.

If filing jointly generally results in the lowest total tax, why would married taxpayers want to file
separately?

Married taxpayers sometimes choose to file separate returns when one spouse does not want to be
responsible for the other spouse’s tax obligations, or because filing separately may result in a lower total
tax. For example, if one spouse has high medical expenses, separate returns may result in lower total taxes
because a lower adjusted gross income allows more expenses to be deducted.

Another common reason taxpayers file as Married Filing Separately is to avoid an offset of their refund
against their spouse’s outstanding debts. This includes past due child support, past due student loans, or a
tax liability the spouse incurred before they were married. If married taxpayers want to file separately, and
a potential refund offset is the reason, suggest that they file a joint return with Form 8379, Injured Spouse
Allocation or, after having filed separately, they can later amend and elect to file a joint return.

Who is considered to be an injured spouse?

When a joint return is filed and only one spouse owes a past-due amount, the other spouse can be
considered an injured spouse. Injured spouses may file Form 8379 to receive their share of the refund shown
on the joint return. The injured spouse:

1. Must not be legally obligated to pay the past-due amount, and

2. Must have made and reported tax payments (such as federal income tax withheld from wages or
estimated tax payments), or claimed a refundable tax credit (see the credits listed in Publication 17 under
Who Should File?).

Both of these conditions must apply unless the injured spouse lived in a community property state at any
time during the tax year. In community property states, the injured spouse must meet only the first condition.
If the taxpayer meets these requirements, Form 8379 can be e-filed with the joint return. See the Instructions
for Form 8379 for details on how to complete the form.

Taxpayers may not realize the cost of filing separately when Form 8379 could be used instead.
Emphasizing the loss of credits, such as the earned income or education credits, may be helpful.
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If a taxpayer already filed a joint return and the refund was offset, Form 8379 can be filed by itself. When filed
after the offset, it can take up to eight weeks or longer for the taxpayer to receive a refund. Do not attach the
previously filed tax return, but do include copies of all Forms W-2 and W-2G for both spouses and any Forms
1099 that show income tax withheld. The processing of Form 8379 may be delayed if these forms are not
attached. A separate Form 8379 must be filed for each tax year to be considered.

An injured spouse claim is different from an innocent spouse relief request. Form 8379 allows an
injured spouse to request the division of the tax overpayment attributed to each spouse. An innocent
spouse uses Form 8857, Request for Innocent Spouse Relief, to request relief from joint liability for
tax, interest, and penalties on a joint return for items of the other spouse (or former spouse) that were
incorrectly reported on the joint return. For information on innocent spouses, see Publication 17,
Innocent Spouse Relief and Relief from Joint Responsibility. Form 8857 is out of scope for the VITA/
TCE programs.

What if a spouse died during the tax year?

Remember, taxpayers whose spouses died during the tax year are considered married for the entire year,
provided they did not remarry. The surviving spouse is eligible to file as Married Filing Jointly or Married Filing
Separately.

Surviving spouses who have remarried must file with the new spouse, either jointly or separately. The
deceased spouse’s filing status becomes Married Filing Separately.

Surviving spouses who have an eligible child may be able to use the Qualifying Surviving Spouse status in
the two tax years following the year of the spouse’s death. This is discussed later in this lesson.

Who is Head of Household?
Taxpayers may qualify for the Head of Household filing status, if they:

* Are unmarried or “considered unmarried” on the last day of the tax year, and
» Paid more than half the cost of keeping up a home for the required period of time, and

* Had a qualifying person living in their home for more than half the year (except for temporary absences,
such as school)

A qualifying person who is the taxpayer’s dependent parent does not have to live with the taxpayer. However,
the parent(s) must qualify as the taxpayer’s dependent(s) for the taxpayer to qualify as Head of Household
without using the multiple support provision (Form 2120, Multiple Support Declaration). For more information,
review the Volunteer Resource Guide, Tab B, Starting a Return and Filing Status, Who is a qualifying person
for Head of Household status?

For a married taxpayer to be “considered unmarried,” there are special rules, discussed later in this topic.
What are the costs of keeping up a home?

The costs of keeping up a home include expenses such as rent, mortgage interest, real estate taxes,
insurance on the home, repairs, utilities, and food eaten in the home. Under proposed regulations, a taxpayer
may treat a home’s fair market rental value as a cost of maintaining a household instead of the sum of
payments for mortgage interest, property taxes, and insurance. See Publication 17, Filing Status, Keeping
Up a Home, for more information.

Who is a qualifying person for Head of Household status?

Turn to the chart, Who Is a Qualifying Person Qualifying You To File as Head of Household? in the Volunteer
Resource Guide. A qualifying person for Head of Household is defined as:
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* A qualifying child who is single (whether or not the child can be claimed as a dependent)
* A married child who can be claimed as a dependent
* A dependent parent

* A qualifying relative who lived with the taxpayer more than half the year, and is one of the relatives listed on
the chart, and can be claimed as a dependent by the taxpayer

Sometimes no one provides more than half of the support of an individual. Instead, two or more persons,
each of whom would be able to claim the individual as a dependent but for the support test, together provide
more than half of the individual’s support. When this happens, a person who individually provides more

than 10% of the individual’s support can claim the individual as a dependent by agreement (Form 2120). An
individual who is claimed as a dependent only because of a multiple support agreement is not a qualifying
person for Head of Household status.

A person may be a qualifying relative dependent, but not qualify the taxpayer for Head of Household
filing status. For example, a companion or friend who lives with the taxpayer all year may be the
taxpayer’s dependent but not a qualifying person for Head of Household filing status.

=

Refer to the Volunteer Resource Guide, Tab B, Starting a Return and Filing Status, Who is a Qualifying
Person Qualifying You To File as Head of Household? chart, when reviewing these examples. You will learn
more about who can be claimed as a dependent in a later lesson.

Kate’s unmarried 16-year-old daughter, Shelby, lived with her all year. Kate is single, provided all of
Shelby’s support, and paid all the costs of keeping up the home. Shelby is Kate’s qualifying child
dependent and is Kate’s qualifying person for Head of Household filing status.

Michael provided all the costs of keeping up his home for the year. Michael’s son Justin lived with
him the entire year. Justin is 22 and was not a full-time student during the tax year, so he cannot be
Michael’s qualifying child. Although Justin only worked part-time, his income is greater than the gross
income threshold amount for Michael to claim him as a qualifying relative dependent. Therefore,
Michael cannot file Head of Household because he does not have a qualifying person.

» @

Jane and Todd are not married. Their daughter, Amanda, lived all year with Jane in an apartment.
Todd lived alone. Todd earns more than Jane, and provides for some of her living expenses. He paid
over half the cost of Jane’s rent and utilities. He also gave Jane extra money for groceries. Even
though Todd paid over half the cost of providing a home for Jane and Amanda, he cannot file Head of
Household because Amanda did not live with him over half the year. Jane cannot be Head of
Household either because she did not provide more than half the cost of keeping up the home for her
daughter.

&

Nancy is single and lives alone. Nancy’s mother, Maxine, lives alone in another city. Maxine receives
Social Security payments, but has no other income. Nancy pays all of the costs of keeping up the
home her mother lives in and provides over half her support. Even though Maxine did not live with
her, Maxine is Nancy’s qualifying person for Head of Household filing status because Nancy can
claim her mother as a dependent under the rules for qualifying relative.

&
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Answers are after the lesson summary.

Question 1: Alexandra’s younger brother, Sebastian, is seventeen years old. Sebastian lived with his
grandparents for the first two months of the year. From March through July, he lived with Alexandra. On
August 1, Sebastian moved in with some friends and stayed there for the rest of the year. Since Sebastian
did not have a job, Alexandra gave him money every month. Assuming Alexandra had no other dependents,
can she file as Head of Household?

a. Yes
b. No

ﬂ’\ Since her spouse died five years ago, Joan has lived with her friend, Mary Ann, who is also a widow.

ﬁg/@ Joan is a U.S. citizen, is single, and lived with Mary Ann all year. Joan had no income and received
all of her support from Mary Ann. Joan is Mary Ann’s qualifying relative because she lived with Mary
Ann all year as a member of her household. Mary Ann can claim Joan as a dependent on her return.

However, Joan is not a qualifying person for Head of Household filing status because she is not related
to Mary Ann in one of the ways listed on the chart in the Volunteer Resource Guide. She is Mary Ann’s
qualifying relative dependent only because she lived with Mary Ann all year as a member of her household.

Notice that the relatives who qualify a person for Head of Household may not be the same individuals who
could qualify as a taxpayer’s dependent. One such situation is when the custodial parent releases the child’s
exemption to the noncustodial parent. The child remains the custodial parent’s qualifying person for Head of
Household status.

g The qualifying person for Head of Household filing status must be related to the taxpayer.

What are the advantages of filing as Head of Household?

The Head of Household filing status provides a higher standard deduction and, generally, a lower tax rate
than Single or Married Filing Separately.

Who can be “considered unmarried” for Head of Household?
Married taxpayers may be “considered unmarried” and file as Head of Household if they:

* File a return for the tax year separate from their spouse.

* Paid more than half the cost of keeping up their home. See the Worksheet for Cost of Keeping Up a Home
in the Volunteer Resource Guide.

* Lived apart from their spouse during the entire last six months of the tax year. The spouse is considered to
have lived in the home even if temporarily absent due to special circumstances, such as military service or
education.

* Provided the main home for more than half the year of a dependent child, stepchild, or foster child placed
by an authorized agency. This test is also met if the taxpayer cannot claim the exemption only because the
noncustodial parent can claim the child as discussed in the Dependents lesson of this publication.

ﬂ)\ Denise is married but has lived apart from her spouse for two years. Denise pays all the costs of

@ﬁ keeping up her home for herself and her dependent 12-year-old son, who lives with her. Denise can
choose to file as Head of Household for the tax year because she meets the definition of “considered
unmarried.”
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A taxpayer who is married to a nonresident alien spouse may be able to file as Head of Household even if the
taxpayer lived with the spouse for the year. Review the Unique Filing Situations lesson for more information.

Who is a Qualifying Surviving Spouse?

Taxpayers who do not remarry in the year their spouse dies can file jointly with the deceased spouse. For
the two years following the year of death, the surviving spouse may be able to use the Qualifying Surviving
Spouse filing status. To qualify, the taxpayer must:

* Be entitled to file a joint return for the year the spouse died, regardless of whether the taxpayer actually
filed a joint return that year.

* Have had a spouse who died in either of the two prior years. The taxpayer must not remarry before the end
of the current tax year.

* Have a child, stepchild, or adopted child who qualifies as the taxpayer’s dependent for the year or would
qualify as the taxpayer’s dependent except that he or she does not meet the gross income test, or does not
meet the joint return test, or except that the taxpayer may be claimed as a dependent of another taxpayer.

Live with this child in the taxpayer’s home all year, except for temporary absences.
* Have paid more than half the cost of keeping up the home for the year.

g A foster child does not qualify a taxpayer for the Qualifying Surviving Spouse filing status.

The standard deduction and tax tables are the same for Qualifying Surviving Spouse and Married Filing
Jointly filing statuses. These are more favorable than those for Head of Household filing status.

Laura’s spouse, Jim, died in September of the tax year. She has not remarried, and provides all the

@@\g support for their dependent children, ages 8 and 10. Laura can file as Married Filing Jointly for this
tax year. For the next two tax years, she can use the Qualifying Surviving Spouse status if she does
not remarry.

How do | determine the correct filing status?

To determine the correct filing status, follow the Filing Status Interview Tips in the Volunteer Resource Guide,
Tab B, Starting a Return and Filing Status. Be sure to complete the shaded dependent portion on the Intake/
Interview and Quality Review Sheet.

S —
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Check your understanding of each filing status. Review the lesson and use the Filing Status Interview Tips in
the Volunteer Resource Guide to determine the answer. Answers are after the lesson summary.

Question 2: Jane’s husband moved out of their home in February of the tax year and has not returned. Jane
provides all the cost of keeping up the home for herself and her two dependent children. Jane refuses to file
a joint return with her husband. What filing status should she use?

a. Single

b. Married Filing Separately

c. Head of Household

d. Qualifying Surviving Spouse
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Question 3: Seth lives alone and has never married. He does not support either of his parents. What filing
status(es) can he use?

a. Single

b. Married Filing Jointly

c. Married Filing Separately

d. Head of Household

e. Qualifying Surviving Spouse
Question 4: Tanya’s divorce became final in early September of the tax year. She has sole custody of her
three children, who lived with her the entire year. The children are all under the age of 19. She provided more
than half of the cost of keeping up the home. What filing status(es) can she use?

a. Single

b. Married Filing Jointly

c. Married Filing Separately

d. Head of Household

e. Qualifying Surviving Spouse
Question 5: Sydney’s spouse died two years ago in January. He filed a joint return for that year as the
surviving spouse. Since then, Sydney has not remarried, maintains a home for his young children who lived
with him all year, and provides their sole support. Using the Filing Status Interview Tips in the Volunteer
Resource Guide, determine what filing status Sydney should use?

a. Single

b. Married Filing Jointly

c. Married Filing Separately

d. Head of Household

e. Qualifying Surviving Spouse

Summary
This lesson covered the five filing statuses:

* Single

Married Filing Jointly

* Married Filing Separately
Head of Household
Qualifying Surviving Spouse

If taxpayers qualify for more than one filing status, choose the one that results in a lower tax. For example, in
most cases, married couples pay less tax if they file a joint return.

In general, the Head of Household filing status is for unmarried taxpayers who paid more than half the cost of
maintaining a home for a qualifying person for the required period of time. However, some married taxpayers
who lived apart from their spouse during the last six months of the year and provided for dependent children
may be “considered unmarried” and qualify to file as Head of Household.

A widow or widower with one or more qualifying children may be able to use the Qualifying Surviving Spouse
filing status, which is available for two years following the year of the spouse’s death.
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What situations are out of scope for the VITA/TCE programs?

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your
awareness only.
* A spouse who may be relieved of joint liability as an innocent spouse

* Depending on your tax assistance program, married taxpayers who wish to file a separate return from their
spouse and are subject to community property tax laws

» Taxpayers who are not certain they are in a common law marriage (rules are complex and differ from state
to state)

{
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Answer 1: b, No. Sebastian lived with Alexandra for five months, which is less than half the year.

Answer 2: ¢, Head of Household. Even though Jane is still married to her husband, she meets the
requirements to be “considered unmarried” for filing status purposes and qualifies to file as Head of
Household. Although technically she could file as Married Filing Separately, it would not be to her advantage
to do so.

Answer 3: a, Single. He is not married, has no dependents living in his household, and does not claim his
parents as dependents, Seth can only file as Single.

Answer 4: d, Head of Household. Because she is legally divorced, Tanya could file as Single. However,
because she has children and meets the requirements for Head of Household, she should use this as her
filing status because it will result in a lower tax.

Answer 5: e, Qualifying Surviving Spouse. Although Sydney meets the requirements to file as Single, Head
of Household or Qualifying Surviving Spouse, the Interview Tips will help you to determine that he should use
the Qualifying Surviving Spouse filing status because it will result in the lowest tax.
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Personal Exemptions

- &

N

Introduction

Identifying and entering the correct number of exemptions is an important component of completing
taxpayers’ returns.

Objectives

What do I need
At the end of this lesson, using your resource materials, you will be able to:

e Form 13614-C
¢ Publication 4012
e Publication 17

 Distinguish between personal and dependency exemptions

» Determine if a taxpayer can be claimed as a dependent on another
taxpayer’s return

Optional:

What are exemptions? o
* Publication 501

An exemption is a dollar amount that can be deducted from an individual’s
total income, thereby reducing the taxable income. Taxpayers may be able to
claim two kinds of exemptions:

* Personal exemptions generally allow taxpayers to claim themselves (and possibly their spouse)
* Dependency exemptions allow taxpayers to claim qualifying dependents

The deduction for personal exemptions is suspended (reduced to $0) for tax years 2018 through
' 2025 by the Tax Cuts and Jobs Act. Although the exemption amount is zero, the ability to claim an
®  exemption may make taxpayers eligible for other tax benefits.

When can a taxpayer claim personal exemptions?

To claim a personal exemption, the taxpayer must be able to answer “no” to the intake question, “Can anyone
claim you or your spouse as a dependent?”

This applies even if another taxpayer does not actually claim the taxpayer as a dependent. In this case, the
taxpayer must check the box on Form 1040 that indicates that they can be claimed as a dependent. Married
taxpayers filing a joint return should also check the box if the spouse can be claimed as a dependent by
another taxpayer. This means they may have to use a smaller standard deduction amount. See the lesson
Standard Deduction and Tax Computation for more information on this topic.

An individual is not a dependent of a person if that person is not required to file an income tax return and
either does not file an income tax return or files an income tax return solely to claim a refund of estimated

or withheld taxes. If this is the situation, the taxpayer should answer “no” to “can anyone claim you as a
dependent?” If that other individual chooses to file a return as described, they should not list the taxpayer as
a dependent.

Refer to the next lesson for the rules for claiming a dependent.

T Review the Volunteer Resource Guide Tab B, Starting a Return and Filing Status, for the required
entries if the taxpayer is not able to claim his or her own personal exemption.
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Taxpayer Interview and Tax Law Application

Ray Jackson is a college student who worked during the tax year. Use the Volunteer Resource Guide to help
him determine if his parents can claim him as a dependent. Here’s how the conversation might sound:

Sample Interview

Volunteer Says...

Ray Responds...

The questions I'm about to ask you will help us figure out if you can be
claimed as a dependent by your parents. First of all, you aren’t married
and you are a U.S. citizen, correct?

Yes, that's correct.

And you were under age 24 at the end of the tax year and a full-time
student?

That's right.

Did you live with your parents for more than half the year?

I lived with them during the summer and other school breaks, but when
school was in session, | lived in the dorm on campus.

Okay, that’s considered a temporary absence so for tax purposes, you
lived with your parents all year. Did you pay more than half of your own
support?

| worked part-time, but | didn’'t make that much. | used my money to
buy a few books and some food, but my parents paid my tuition, room
and board, and most of my other expenses like clothing and medical
bills.

Based on what you've told me, you are considered a qualifying child of
your parents and they can claim you as a dependent. We will indicate
this on your return so it doesn’t cause problems for your parents when
they file their return.

Okay, thanks.

Summary
There are two types of exemptions:

* Personal
* Dependency

When preparing a return for a deceased taxpayer, refer to the Volunteer Resource Guide, Tab B,
Starting a Return and Filing Status, for instructions on entering basic information in the software.

The deduction for personal exemptions is suspended (reduced to $0) for tax years 2018 through 2025. If a
taxpayer can be claimed as a dependent on another taxpayer’s return, they must check the box on Form
1040 that indicates that they can be claimed as a dependent. An individual is not a dependent of a person if
that person is not required to file an income tax return and either does not file an income tax return or files an
income tax return solely to claim a refund of estimated or withheld taxes. If this is the situation, the taxpayer
should answer “no” to “can anyone claim you as a dependent?” and the other individual should not list the

taxpayer as their dependent if they file a return.

Personal Exemptions
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Dependents
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Int}oduction

Identifying and determining the correct number of dependents is a critical component of completing the
taxpayer’s return. The deduction for personal and dependency exemptions is suspended for tax years 2018
through 2025 by the Tax Cuts and Jobs Act. Although the exemption amount is zero, the ability to claim a
dependent may make taxpayers eligible for other tax benefits. For example, the following tax benefits may
all be associated with a dependent: child tax credit, additional child tax credit, credit for other dependents,
earned income credit, child and dependent care credit, head of household filing status, and other tax
benefits.

See the Volunteer Resource Guide, Tab C, Dependents for helpful probing questions to use when
interviewing the taxpayer.

When the interview is complete, the results are documented on the intake and interview sheet. This
information will be the basis of your entries in the tax software.

Objectives
What do | need?

At the end of this lesson, using your resource materials, you will be able to:
* Form 13614-C

* Determine if a taxpayer may claim a dependent by applying the applicable « Publication 4012

dependency tests o
* Publication 17

Who are dependents?

Optional:
Dependents are either a qualifying child or a qualifying relative of the I
, . e Publication 501
taxpayer. The taxpayer’s spouse cannot be claimed as a dependent. Some
examples of dependents include a child, stepchild, brother, sister, or parent. * Form 2120
e Form 8332

Individuals who qualify to be claimed as a dependent may be required
to file a tax return if they meet the filing requirements.

Who are NOT dependents?

An individual is not a dependent of a person if that person is not required to file an income tax return and
either does not file an income tax return or files an income tax return solely to claim a refund of estimated or
withheld taxes.

How do | apply the dependency tests?

The Marital Status and Household Information section of the intake and interview sheet addresses the issues
concerning dependency, but you will still need to use your interview skills to clarify whether the individuals
listed are eligible to be claimed as dependents.

Use caution when preparing this section of the taxpayer’s return. Use the Volunteer Resource Guide, Tab C,
Dependents, for guidance on asking probing questions to verify the information on the intake and interview
sheet. Avoid using information from the taxpayer’s prior year documents to complete this section.

How do | use the Volunteer Resource Guide?

Refer to Tab C, Dependents, in the Volunteer Resource Guide for tools to assist you in determining if a
taxpayer may claim a dependent. Whether you are a new or returning volunteer, Tables 1, 2, and 3 provide
interview tips with guidelines and definitions to help you apply the dependency tests. They incorporate all of
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the exceptions, such as the special rules for children of divorced or separated parents as well as the special
multiple support rules.

When determining if a taxpayer can claim a dependent, always begin with Table 1: All Dependents. If you
determine that the person is not a qualifying child, then move to Table 2: Qualifying Relative Dependents.
Depending on the taxpayer’s answers, you may also be prompted to use Table 3: Children of Divorced or
Separated Parents or Parents Who Live Apart or you may use the Qualifying Child of More Than One Person
chart. All of these tools are found in the Volunteer Resource Guide, Tab C, Dependents. As you become
more experienced with the qualifying child and qualifying relative rules, you may find that you prefer the
Overview of the Rules for Claiming a Dependent chart instead.

What tests must be met for all dependents?

A dependent may be either a qualifying child or a qualifying relative. Both types of dependents have unique
rules, but some requirements are the same for both.

To determine if an individual can be claimed as a dependent, begin with the rules that apply to both
qualifying child and qualifying relative dependents:

* Dependent taxpayer test
¢ Joint return test
e Citizen or resident test

Dependent Taxpayer Test

A taxpayer (or taxpayer’s spouse, if filing a joint return) who may be claimed as a dependent by another
taxpayer may not claim anyone as a dependent on his or her own tax return. Part | of the intake and interview
sheet asks, “Can anyone claim you or your spouse as a dependent?” If taxpayers answer yes, they cannot
claim a dependent. Use your interview skills because some taxpayers, particularly students, might not be
sure of the answer to this question. An individual is not a dependent of a person if that person is not required
to file an income tax return and either does not file an income tax return or files an income tax return solely to
claim a refund of estimated or withheld taxes. If this is the situation, the taxpayer should answer “no” to “can
anyone claim you as a dependent?”

Joint Return Test

A married person who files a joint return cannot be claimed as a dependent unless that joint return is filed
only to claim a refund of withheld income tax or estimated tax paid.

p\ Ruth, who had no income, was married in November of the tax year. Ruth’s husband had $30,000

%ﬁﬁ income and had a filing requirement. Although Ruth’s parents supported her and paid for the wedding,
they cannot claim her as a dependent because she is filing a joint return with her husband. Even though
Ruth is not her parents’ dependent, they may be entitled to other benefits discussed in later lessons.

Citizen or Resident Test

To be claimed as a dependent, a person must be a U.S. citizen, U.S. resident alien, U.S. national, or a
resident of Canada or Mexico.

* If a U.S. citizen or U.S. national legally adopts a child who is not a U.S. citizen, U.S. resident alien, or U.S.
national, this test is met as long as the child lives with the taxpayer as a member of the household all year.
If all other dependency tests are met, the child can be claimed as a dependent. This also applies if the
child was lawfully placed with the taxpayer for legal adoption.

* Foreign exchange students generally are not U.S. residents and do not meet the citizen or resident test;
they cannot be claimed as dependents.
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ﬂ’\ Joan, who is a U.S. citizen, adopted an infant boy from Cambodia who lived with her for the entire
@gﬁ@ tax year. Even though Joan’s child is not yet a U.S. citizen, he meets the citizen or resident test
\‘j because he was a member of Joan’s household for the entire year.

Taxpayers may be able to claim a qualifying person for a credit or other tax benefit even if the person
cannot be claimed as a dependent.

What are the tests for a qualifying child?

The next step to determine if the taxpayer has a dependent is to apply the rules for a qualifying child. If
these tests are not met, see if the tests for a qualifying relative are met. Remember, a person must meet the
requirements of either a qualifying child or a qualifying relative to be claimed as a dependent. While reading
about these tests, follow steps 5-9 in the Volunteer Resource Guide, Tab C, Dependents, Table 1.

Relationship

To meet this test, the child must be:

* The taxpayer’s son, daughter, stepchild, foster child (placed by an authorized placement agency), or a
descendant (for example, a grandchild) of any of them

* The taxpayer’s brother, sister, half-brother, half-sister, stepbrother, stepsister, or a descendant (for
example, niece or nephew) of any of them

An adopted child is treated as the taxpayer’s own child for the purposes of the relationships described above.
For example, an adopted brother or sister is a brother or sister of the taxpayer. An adopted child includes a
child who was lawfully placed with a person for legal adoption.

Age

To meet this test, the child must meet one of the following three criteria:

* Under age 19 at the end of the tax year and younger than the taxpayer (or the taxpayer’s spouse, if filing
jointly)

* Afull-time student under the age of 24 at the end of the year and younger than the taxpayer (or spouse, if
filing jointly)

o To qualify as a student, the child must be enrolled in the number of hours or courses the school considers
full-time during some part of at least five months of the year. See Publication 17 for additional details.

* Any age if permanently and totally disabled at any time during the year. An individual is considered
permanently and totally disabled if both of the following conditions apply:

o He or she can’t engage in any substantial gainful activity because of a physical or mental condition.

o A doctor determines the condition has lasted or can be expected to last continuously for at least a year or
can lead to death.

p\ Sarah’s son Julio is 32 years old and is permanently and totally disabled. Because he is disabled,
Julio meets the age test to be a qualifying child of Sarah. If he meets all the other tests, Sarah can
claim him as a dependent.

>/
Attending an on-the-job training course, correspondence school, or a school offering courses only
through the internet, does not qualify the child as a student.
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Residency

To meet this test, the child must have lived with the taxpayer for more than half the year. The taxpayer’s home
is any location where they regularly live; it does not need to be a traditional home. For example, a child who
lived with the taxpayer for more than half the year in one or more homeless shelters meets the residency test.

Exceptions to the Residency Test

The child is considered to have lived with the taxpayer during periods of time when either the child or the
taxpayer is temporarily absent due to iliness, education, business, vacation, military service, institutionalized
care for a child who is permanently and totally disabled, or incarceration.

A child who was born (or died) during the year is treated as having lived with the taxpayer for more than half
of the year, if the taxpayer’s home was the child’s home for more than one-half of the portion of the taxable
year during which the individual was alive.

Taxpayers may claim as a dependent a child who was born or died, or was kidnapped during the year, as
long as the other dependency tests are met.

cannot be e-filed. The tax return must be mailed. Refer to Publication 17 for specific rules for these

g In the case of a child who was born and died during the year, a SSN is not required but the return
rare situations.

A taxpayer may not claim a stillborn child as a dependent on their federal return. State tax laws may differ.

In most cases, because of the residency test, a child is the qualifying child of the custodial parent. However,
special rules apply to divorced or separated parents or parents who live apart, which are covered later in this
lesson.

Support

To meet this test, the child cannot have provided more than half of his or her own support during the tax year.
This test is different from the support test for qualifying relative. A person’s own funds are not support unless
they are actually spent for support. If the taxpayer is unsure whether the child provided more than half of his
or her own support, review the Worksheet for Determining Support in the Volunteer Resource Guide together.

p\ Bob, 22, is a full-time student and lives with his parents when he is not in the dorm. He worked
@g@ part-time, but did not pay over half of his total support. Bob meets the relationship, age, residency,
</ and support tests.

p Doris, a U.S. citizen, is 8 years old and had a small role in a television series. She made $60,000
ﬁg@ during the tax year, but her parents put all the money in a trust fund to pay for college. She lived with
\4 her parents all year. Doris meets the relationship, age, and residency tests. Doris also meets the
support test since the $60,000 in earnings were not used for her own support. She meets the tests
for a qualifying child.

State benefits provided to a person in need, such as welfare, food stamps or housing, are generally
considered support provided by state. A proposed rule on which taxpayers may choose to rely treats
governmental payments made to a recipient that the recipient uses, in part, to support others are treated as
support of the others provided by the recipient, whereas any part of such a payment used for the support
of the recipient would constitute support of the recipient by a third party. For example, if a mother receives
Temporary Assistance for Needy Families (TANF) and uses TANF payments to support her children, the
proposed regulations treat the mother as having provided that support.

On the other hand, if a child receives Social Security benefits that are used for the child’s own support, the
benefits are considered to be provided by the child.
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A scholarship received by a child who is a student isn’t taken into account in determining whether the child
provided more than half of his or her own support.
Can the child be a qualifying child of more than one person?

Although a child could meet the conditions to be the qualifying child of more than one person, only one
taxpayer can claim the child as a qualifying child for the following tax benefits (exception: if the special rule
for children of divorced or separated parents or parents who live apart applies):

* Dependent

Child tax credit or credit for other dependents

Head of Household filing status

Credit for child and dependent care expenses

* Exclusion from income for dependent care benefits
* Earned income credit

* Premium tax credit, generally

See the Volunteer Resource Guide, Tab C, Dependents, Qualifying Child of More Than One Person chart.

If two taxpayers have the same qualifying child, then only one taxpayer can generally claim all of the benefits
for that particular qualifying child. They cannot agree to split these benefits. The other taxpayer cannot claim
any of the benefits, based on the same qualifying child. There are special rules that apply to divorced or
separated parents that allow the noncustodial parent to claim some of the benefits.

To determine which taxpayer can treat the child as a qualifying child and claim the benefits, apply
these rules keeping in mind that an adopted child is treated as the taxpayer’s own child:

* |f only one of the taxpayers is the child’s parent, the child is the qualifying child of the parent.

* |f the parents file a joint return together and can claim the child as a qualifying child, the child is treated as
the qualifying child of the parents.

* If the parents do not file a joint return together but both parents claim the child, IRS will treat the child as
the qualifying child of the parent with whom the child lived for the longer period of time during the tax year.
If the child lived with both parents the same amount of time, IRS will treat the child as the qualifying child of
the parent who had the higher Adjusted Gross Income (AGI) for the tax year.

¢ If no parent can claim the child as a qualifying child, the child is treated as the qualifying child of the person
who had the highest AGI for the tax year and who meets the requisite tests.

* If a parent can claim the child as a qualifying child but no parent does, the child is treated as the qualifying
child of the person who had the highest AGI for the year, but only if that person’s AGI is higher than the
highest AGI of any of the child’s parents who could claim the child. If the parents file a joint return together,
this rule allows the parents to divide their combined AGI equally (between themselves).

Using these tie-breaker rules, taxpayers may be able to choose which one claims the child. If the qualifying
child is claimed on more than one tax return in a given year, IRS will apply these tie-breaker rules to
determine who will receive the benefits.

ﬂ’\ Mary and her 3-year-old daughter, Jane, lived with Mary’s mother, Dorothy, all year. Mary is 25 years
old, unmarried, and has an AGI of $19,000. Dorothy has an AGI of $25,000. Jane’s father didn’t live
\‘_’/ with Mary or Jane. Mary has not signed Form 8332 (or a similar statement).

Jane is a qualifying child of both Mary and Dorothy because she meets the relationship, age,
residency, support, and joint return tests for both Mary and Dorothy. However, only one of them can
claim Jane. Jane isn’t a qualifying child of anyone else, including her father.

6-5 Dependents



Mary agreed to let her mother claim Jane. This means Dorothy can claim Jane as a qualifying child
@\g for all of the tax benefits listed earlier, if Dorothy qualifies for each of those benefits (and if Mary
doesn’t claim Jane as a qualifying child for any of those tax benefits).

However, if Mary and Dorothy can’t agree, only Mary will be allowed to claim Jane as a qualifying child.

In the example above, if circumstances are the same except Mary’s AGl is $28,000, only Mary can
claim Jane as a qualifying child. Because Dorothy’s AGl isn’t higher than Mary’s, Dorothy cannot
claim Jane.

themselves who will claim the child. This may occur when the parents are not married but the family

g When both taxpayers are the child’s parents and not filing a joint return, they may agree between
lives together.

When a taxpayer’s e-filed return is rejected because he or she claimed a dependent that was already
claimed by another person, apply the tie-breaker rules. If the taxpayer is the person eligible to claim
the dependent based on these rules, a paper return must be filed.

p Lynne and her mother, Margaret, share a home and both contribute to the household expenses.
' Lynne’s twelve-year-old-daughter, Karen, lives with them. Although Karen meets all the conditions to
be a qualifying child for both Lynne and her mother, Karen is considered Lynne’s dependent.

However, if Lynne chooses not to claim Karen, then Margaret may claim Karen as a qualifying child if
Margaret’'s AGl is higher than Lynne’s.

Publication 17 and Publication 501, Dependents, Standard Deduction, and Filing Information, provide more
information about qualifying children of more than one person.

What are the tests for a qualifying relative?
g The tests for qualifying relative are applied only when the tests for qualifying child are not met.

Dependents who do not meet the tests for qualifying child might meet the slightly different tests to be a
qualifying relative. In addition to the dependent taxpayer, joint return, and citizen or resident tests, there are
four additional tests that must be met for a person to be a qualifying relative. The tests are:

* Not a qualifying child test

* Member of household or relationship test

* Gross income test, and

e Support test

Unlike a qualifying child, a qualifying relative can be any age. Turn to the Volunteer Resource Guide, Tab C,
Dependents, Qualifying Relative Dependents table, to follow along as the tests are described.

Not a Qualifying Child Test

A child is not considered a taxpayer’s qualifying relative if the child is the taxpayer’s qualifying child or is the
qualifying child of another taxpayer.

However, there is an exception to this statement. A child may qualify as the taxpayer’s dependent under the
tests for qualifying relative, even if that child is the qualifying child of another taxpayer. This is allowed only
when the child’s parent (or other person for whom the child is a qualifying child) is not required to file an
income tax return and either:
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* Does not file a return, or
* Only files to get a refund of income tax withheld or estimated tax paid

=>, Todd has lived with his girlfriend, Eva, and her two children all year in his home. Eva is not required

@ﬁ\g to file, and does not file, a tax return this year. Eva and her two children pass the “not a qualifying
child test” to be Todd’s qualifying relatives. If Todd meets all other tests, Eva and her two children are
qualifying relatives. (Eva and Todd’s relationship does not violate local laws.)

EXERCISES

»

Answers are after the lesson summary.

Question 1: All the facts are the same as in the previous example, except that Eva’s gross income is
$25,000, and she is required to file a return. In this situation, are the children Todd’s qualifying relatives?

a. Yes
b. No

Sally the entire year and meet all the tests to be Sally’s qualifying relatives. Ann worked part-time and
made $3,100 in wages. Ann files a return only to have her withholding refunded. Sally can claim Ann
and Bobby as dependents.

E Sally has been supporting her friend Ann and Ann’s young son, Bobby. Ann and Bobby lived with

Member of Household or Relationship Test
To meet this test, the person must either:

* Live as a member of the taxpayer’s household all year, or
* Be related to the taxpayer in one of the following ways:

o Child, stepchild, foster child or a descendant of any of them
o Brother, sister, half-brother, half-sister, stepbrother or stepsister
o Father, mother, grandparent or other direct ancestor, but not foster parent
o Stepfather or stepmother
o Son or daughter of the taxpayer’s brother or sister (nephew or niece)
o Son or daughter of the taxpayer’s half-brother or half-sister
o Brother or sister of the taxpayer’s father or mother (uncle or aunt)
o Son-in-law, daughter-in-law, father-in-law, mother-in-law, brother-in-law, or sister-in-law
An adopted child is treated as the taxpayer’s own child for the purposes of the relationships described above.

For example, an adopted brother or sister is a brother or sister of the taxpayer. An adopted child includes a
child who was lawfully placed with a person for legal adoption.

Any of these relationships that were established by marriage are not ended by death or divorce.

An unrelated person who lived with the taxpayer for the entire year can also meet the member of household
or relationship test. If the relationship violates local laws, this test is not met. For example, if the taxpayer’s
state prohibits cohabitation, then that person cannot be claimed, even if all other criteria are met.

p\ Susan and Ted are married and file a joint return. They supported Ted’s parents throughout the tax
@5@9 year. Even though Ted'’s parents do not live with Ted and Susan, Ted'’s parents meet the member of
d household or relationship test.
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Note that:

* A person is still considered living with the taxpayer as a member of the household during periods when
that person or the taxpayer is temporarily absent due to special circumstances such as illness, education,
business, vacation, military service, and placement in a nursing home.

* Cousins can meet the relationship test for qualifying relative only if they live with the taxpayer for the entire
year.

* Qualifying relatives can be unrelated, as long as they lived with the taxpayer all year.
* Ataxpayer may not claim a housekeeper or other household employee as a dependent.

Q\@ Mary is a live-in nanny for Jack and Jane in exchange for room and board for the entire year. Mary
\‘y does not meet the test for qualifying relative.

Gross Income Test
To meet this test, the dependent’s gross income for the tax year must be less than the threshold amount.

Refer to the Important Changes for the current year threshold amount. Gross income is all income in the form
of money, property, and services that is not exempt from tax. Specific examples are found in the Volunteer
Resource Guide, Tab D, Income. Remember this test does not apply to qualifying children, only qualifying
relatives. For purposes of this test, the gross income of an individual who is permanently and totally disabled
does not include income from a sheltered workshop.

ﬁ Joe is 65 years old and lives with his son and daughter-in-law. Joe’s taxable pension income for the
ciZ
</ year was $10,000. Joe is not a qualified relative because his income exceeds the threshold amount.

Support Test

To meet this test, the taxpayer must have provided more than 50% of the person’s total support for the tax
year. Note that this support test is different from the one for a qualifying child, which tests whether the child
provided more than one half of their own support.

When calculating the amount of total support, taxpayers should compare their contributions with the entire
amount of support the person received from all sources (such as taxable income, tax-exempt income, and
loans). Review the list of valid support expenses and the Worksheet for Determining Support in the Volunteer
Resource Guide, Tab C, Dependents, or in Publication 17.

@@’\@ Sherrie’s father received $2,700 from Social Security, but he put $300 of it in a savings account and
\‘y spent only $2,400 for his own support. Sherrie spent $2,600 of her income for his support, so she
has provided over half of his support.

Steve provided $4,000 toward his mother’s support during the year. His mother had nontaxable
gﬁ@ Social Security benefit payments of $4,800 and tax-exempt interest of $800. She used all of these for
d her support. Steve’s mother provided more than half of her total support of $9,600. Therefore, Steve

cannot claim his mother as a dependent.

State benefit payments like welfare, Temporary Assistance for Needy Families (TANF), food stamps, or
housing assistance are generally considered support provided by the state, not by the taxpayer. A
proposed rule on which taxpayers may choose to rely treats governmental payments made to a recipient
that the recipient uses, in part, to support others as support of the others provided by the recipient,
whereas any part of such payment used for the support of the recipient would constitute support of the
recipient by a third party. For example, if a mother receives TANF and uses the TANF payments to
support her children, the proposed regulations treat the mother as having provided that support.
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Social Security benefits received by a child and used toward support are considered to have been provided
by the child.

A scholarship received by a child who is a student isn’t taken into account in determining whether the child
provided more than half of his or her own support.

Refer to the Worksheet for Determining Support in the Volunteer Resource Guide, Tab C, Dependents, or the
Dependents chapter of Publication 17.

Multiple Support Agreements (Form 2120)

Sometimes no one provided more than half the support of a person. Multiple support means that two or more
people who could claim the person as a dependent (except for the support test) together provide more than
half the dependent’s support. In this situation, the individuals who provide more than 10% of the person’s
total support, and who meet the other tests for a qualifying relative, can agree that one of them will claim the
person as a dependent for any applicable tax benefits.

* The taxpayer claiming the dependent must file Form 2120, Multiple Support Declaration or similar
statement, with the tax return.

* The other taxpayers providing over 10% of the person’s support must provide a written and signed
statement agreeing not to claim the dependent for that year. The person who claims the dependent must
keep a copy of this written statement as a record. A list of the statement requirements can be found in
Form 2120 Instructions.

g Multiple Support Agreements apply only to a qualifying relative, not to a qualifying child.

' If you can claim a person as a dependent only because of a multiple support agreement, that person
e Isn’taqualifying person for Head of Household status.

p Fred’s father, Charlie, lives with him and receives 27% of his support from Social Security, 40% from
Fred, 24% from Charlie’s brother Ray, and 9% from one of Chatrlie’s friends. Charlie may be a
qualifying relative for either Fred or Ray because they each provided more than 10% of Charlie’s
support, and together contributed more than 50% toward his support. If they agree that Fred will
claim Charlie as a dependent, Ray will sign Form 2120 and Fred will attach the form to his tax return.

=),

—' EXERCISES (continued)
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Question 2: Diane and her brother each provided 20% of their grandmother’s support for the year. Two
persons who are not related to Diane’s grandmother, and who do not live with her, provided the remaining
60% of her support equally. Who is entitled to claim the grandmother as a dependent?

The taxpayers who provide multiple support for a dependent decide among themselves who will
claim the dependent for the year. Volunteer tax preparers do not decide.

&

Special Rule for Children of Divorced or Separated Parents or Parents Who Live Apart

In most cases, the child is the qualifying child of the custodial parent. However, a child will be treated as the
qualifying child or qualifying relative of his or her noncustodial parent if all the following conditions apply:

This rule does not apply for Head of Household filing status, the credit for child and dependent care
' expenses, or the earned income credit. For these benefits, the child must meet the residency test.
o The custodial parent may still qualify for these provisions even though the noncustodial parent can
claim the dependent for other tax benefits.
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1. The parents
o are divorced or legally separated under divorce or separate maintenance decrees or written separation
agreements, or
o lived apart at all times during the last six months of the year whether or not they are or were married

2. The child received over half of his or her support for the year from the parents. (Multiple Support
Agreement rules do not apply.)

3. The child was in the custody of one or both parents for more than half the year.

4. The custodial parent signs a written declaration (Form 8332 or a similar statement) that he or she will not
claim the child as a dependent for the year and the noncustodial parent attaches this declaration to his
or her return. If the decree or agreement went into effect after 1984 and before 2009, the noncustodial
parent may be able to attach certain pages from the decree or agreement instead of Form 8332. For a
pre-1985 decree or agreement, see Publication 17.

This special rule is the exception to:

* The residency test for qualifying child
* The support test for qualifying relative

Custodial and Noncustodial Parent

The custodial parent is the parent with whom the child lived for the greater number of nights during the year.
The other parent is the noncustodial parent.

If the parents divorced or separated during the year and the child lived with both parents before the
separation, the custodial parent is the one with whom the child lived for the greater number of nights during
the rest of the year.

A child is treated as living with a parent for a night if the child sleeps:

* At that parent’'s home, whether or not the parent is present, or

* In the company of the parent, when the child does not sleep at a parent’s home (for example, the parent
and child are on vacation together).

Chloe has one child, Timmy, and is divorced. During the tax year, Timmy lived with Chloe 210 nights
and with his father 155 nights. Chloe is the custodial parent because Timmy lived with her more
nights during the year.

&

If the child lived with each parent for an equal number of nights during the year, the custodial parent is the
parent with the higher adjusted gross income.

{

5_’ /’ EXERCISES (continued)

Question 3: Ted is divorced and has a daughter who lived with him and his ex-spouse for an equal number
of nights. Ted’s adjusted gross income is $45,000 and his ex-spouse’s adjusted gross income is $30,000.
Who is considered the custodial parent?

If a child is emancipated under state law, the child is treated as not living with either parent. See more
examples and additional information in Publication 17.

/“,\ When Troy turned age 18 in May, he became emancipated under the law of the state in which he
' lives. As a result, he is not considered in the custody of his parents for more than half of the year.
The special rule for children of divorced or separated parents does not apply.
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Revocation of Release of Claim to an Exemption

Custodial parents can revoke a release of claim to exemption they previously provided to the noncustodial
parent on Form 8332 or a similar statement. The custodial parent must provide, or make a reasonable effort
to provide, the noncustodial parent with written notice of the revocation in the calendar year prior to the tax
year in which the revocation is to take effect. Part Ill of Form 8332 can be used for this purpose. Attach a
copy of the revocation to the return for each tax year the child is claimed as a dependent as a result of the
revocation.

T The tax software determines the taxpayer’s dependents based on the Dependents/Qualifying Person
information entered in the Basic Information section.

Be sure to complete and review all the family and dependent information on the taxpayer’s intake and
interview sheet before entering the data into the tax software.

For detailed instructions on entering a dependent’s information, refer to the Volunteer Resource Guide, Tab
B, Starting a Return and Filing Status.

This table summarizes the benefits that remain with the custodial parent, even after they have released the
claim to the dependent to the noncustodial parent.

Who May Claim Custodial Parent Nox;zs;z?:lszg?nt

Dependent v

Head of Household v

Earned Income Credit (EIC) v

Child Tax Credit or Credit for v

Other Dependents

Dependent Care Credit v

Education credits v
Premium Tax Credit v

Be sure to add the child to the custodial parent’s return, even though you will indicate that they are not a
dependent. The software will then have the information needed for an accurate return.

Tax Law Application

Elaine Smith has one Form W-2 from her clerk job of 36 years, showing wages of $37,000. She has been
divorced from her husband for over 20 years. She pays all the costs of keeping up her home and is the main
provider for her seven-year-old granddaughter, Lisa and her 30-year-old son, Todd. Lisa is Todd’s niece. Both
her son and granddaughter lived with Elaine all year. Her son worked part time and earned $9,000. He is not
disabled. She would like to file a tax return and claim her son and granddaughter as dependents.

How do | apply the dependency tests to Elaine’s son?
Use the tables in the Volunteer Resource Guide, Tab C, Dependents, to apply the test to Elaine’s son.
How do | apply the dependency tests to Elaine’s granddaughter?

Use the tables in the Volunteer Resource Guide, Tab C, Dependents, to apply the test to Elaine’s
granddaughter. You will find that Lisa is a qualifying child of both Elaine and Todd. However, under the
tie-breaker rules, Elaine is entitled to claim Lisa as a dependent because she has the higher AGI.
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Dependent/Nondependent Determinations

Elaine can claim her granddaughter as a dependent, but cannot claim her adult son because he does not
meet the gross income test to be Elaine’s qualifying relative.

Summary

For a taxpayer to claim a dependent, the following conditions must be met:

* The taxpayer may not claim a dependent if the taxpayer may be claimed as a dependent on another
taxpayer’s return.

* The taxpayer may not claim a dependent who files a joint return unless the joint return is filed only to claim
a refund and no tax liability would exist for either spouse on separate returns.

* A person cannot be claimed as a dependent unless that person is a U.S. citizen, U.S. resident alien, U.S.
national, or a resident of Canada or Mexico, for some part of the year. (There is an exception for certain
adopted children.)

* A dependent must be either a qualifying child or qualifying relative.

Y= ' EXERCISE Answers

[V .

=4

Answer 1: No, since Eva has a filing requirement and her children meet the tests to be Eva’s qualifying
children, Todd cannot claim the children as qualifying relatives.

{

Answer 2: No one is entitled to claim the grandmother as a dependent. The individuals who provided more
than half of the grandmother’s support are not eligible to claim her because they are not related to her and
did not live in the same household all year.

Answer 3: Ted is his daughter’s custodial parent because he had a higher adjusted gross income.
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Unique Filing Situations
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Introduction

This lesson will assist you in addressing some filing status issues you may encounter when helping
taxpayers who are not U.S. citizens.

This lesson also covers dependent issues related to taxpayers who may have nonresident alien stepchildren
(children of a nonresident spouse who is married to U.S. citizen or resident alien).

This lesson does not cover the preparation of returns for taxpayers who are in the U.S. onan F, J, M, or Q
visa. Refer taxpayers with one of these visas to a volunteer who is certified to prepare tax returns for foreign
students or to a professional tax preparer.

The Foreign Student and Scholar course and certification test are part of Link & Learn Taxes, which is
available on https://apps.irs.gov/appl/vita/

Objectives

. . . ) What do | need?
At the end of this lesson, using your resource materials, you will be able to:

* Form 13614-C
¢ Publication 4012
¢ Publication 17

¢ Determine whether an individual is a resident or nonresident alien

* Apply the support test and citizen or resident test to determine whether an
individual can be claimed as a dependent

* Apply special rules for Head of Household status when the spouse is a * Publication 519
nonresident alien Optional:
How do | apply tax law to nonresident aliens? " Publication 3

¢ Publication 54

Nonresident aliens can include students, teachers, trainees, or undocumented
¢ Form 1040-NR

immigrants. Your role is to determine if the nonresident alien can be treated
as a resident alien for tax purposes; most tax rules that apply to a U.S. citizen
will also apply to the resident alien, including filing status and dependent issues. Resident aliens and U.S.
citizens must report worldwide income on their Form 1040. A person who appears to be resident may be
treated as nonresident alien under certain circumstances as discussed later.

Keep in mind that a person is considered married no matter where in the world they were married. It does
not matter if one spouse is living in another country. The person who is the resident alien or citizen still must
follow the tax rules for married persons.

Filing a tax return as a resident alien does not affect the person’s immigration status in any way.
Who is a resident alien or nonresident alien?

Let’s begin by looking at the intake and interview sheet. Locate the part of the form where taxpayers and their
spouses indicate whether they are U.S. citizens. In another part of the form, taxpayers indicate citizenship or
residency of family members and dependents.

If the taxpayer has checked “No” for U.S. citizen on the intake and interview sheet, you must determine if the
person can be treated as a resident alien for tax purposes before continuing. An individual must meet one of
the following tests to be considered a resident alien for tax purposes:

* Green card test

» Substantial presence test
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What is the green card test?

Individuals who were lawful permanent residents of the U.S. at any time during the tax year are resident
aliens. They were given the privilege, according to immigration laws, of residing permanently in the U.S. They
receive alien registration cards, commonly known as a “green cards,” attesting to this status. Green cards
are approximately the size of driver licenses. They are no longer green in color but still hold the name. Most
green card holders have valid Social Security numbers and must follow the same tax laws as U.S. citizens,
including the requirement to report worldwide income on their tax returns.

What is the substantial presence test?

This test is based on a formula of days and years a person is physically present in the United States.
Individuals who do not have green cards may still be considered resident aliens if they meet the requirements
of the substantial presence test for the calendar year.

Use the Resident or Nonresident Alien Decision Chart in the Volunteer Resource Guide, Tab L, Resident/NR
Aliens, or on the next page, to determine an individual’s residency status for tax purposes. Information can
also be found in Publication 519, U.S. Tax Guide for Aliens.

On their intake sheet, Gloria indicated that her husband, Dante, is not a U.S. citizen. During the
interview, you learn that Dante does not have a tax home in another country. He was physically

\‘j present in the U.S. for 150 days during the current tax year and both of the two prior years. Using the
Nonresident Alien or Resident Alien? — Decision Chart on the following page, determine if Dante is a
resident alien under the substantial presence test for the tax year.

The decision chart indicates that Dante does meet the substantial presence test and is considered a resident
alien for tax purposes. You can assist Gloria and Dante in filing their joint return.

Current tax year: 150 days Prior year: 1/3 of 150 = 50 days Two years prior: 1/6 of 150 days = 25 days
Total = 225 days

Resident or Nonresident Alien Decision Chart
Determine residency status for federal income tax purposes.

Step Probe Action
a Were you a lawful permanent resident of the United States (had a “green | YES — RESIDENT Alien for U.S. tax purposes™: 2
card”) at any time during the current tax year? NO — Go to Step 2
e Were you physically present in the United States on at least 31 days YES - Go to Step 3
during the current tax year? NO — NONRESIDENT Alien for U.S. tax purposes®
e Were you physically present in the United States on at least 183 days YES - Go to Step 4
during the 3-year period consisting of the current tax year and the NO — NONRESIDENT Alien for U.S. tax purposes?

preceding 2 years,

* counting all days of presence in the current tax year,

* 1/3 of the days of presence in the first preceding year, and
* 1/6 of the days of presence in the second preceding year?*

o Were you physically present in the United States on at least 183 days YES - RESIDENT Alien for U.S. tax purposes’ 2

during the current tax year?* NO - Go to Step 5

Can you show that for the current tax year you have a tax home in a YES- NONRESIDENT Alien for U.S. tax purposes®
foreign country and have a closer connection to that country than to the NO - RESIDENT Alien for U.S. tax purposes™ 2
United States? (*Out of Scope, Form 8840, Closer Connection Exception
Statement for Aliens required)
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Footnotes

1 If this is your first year of residency, you may have a dual status for the year. See Dual Status Aliens in Pub 519, U.S. Tax Guide for Aliens.
(Out of Scope)

2 |n some circumstances you may still be considered a nonresident alien and eligible for benefits under an income tax treaty between the U.S.
and your country. Check the provision of the treaty carefully. (Out of Scope)

3 See Days of Presence in the United States in Pub 519 for days that do not count as days of presence in the U.S. (Exempt individuals such as
students, scholars, and others temporarily in the U.S. under an F, J, M, or Q visa’s immigration status do not count their days of presence in the
U.S. for specified periods of time.)

4 If you meet the substantial presence test for the following year, you may be able to choose treatment as a U.S. resident alien for part of the
current tax year. See Substantial Presence Test under Resident Aliens and First Year Choice under Dual Status Aliens in Pub. 519. (Out of
Scope)

5 Nonresident students from Barbados, Hungary, and Jamaica, as well as trainees from Jamaica, may qualify for an election to be treated as a
U.S. Resident for tax purposes under their tax treaty provisions with the U.S. A formal, signed, election statement must be attached to the Form
1040 (preparation of the statement is Out of Scope). (It continues until formally revoked.)

' Taxpayers should be referred to a professional tax preparer if they:
o

* Are dual-status aliens, or

Wish to claim a special treaty provision or tax topic not specifically addressed as within the scope
of the Foreign Student and Scholar training, or

» Wish to claim resident status for a prior year based on days present in the U.S. after that year (first-
year choice), or

» Wish to claim a closer connection exception on Form 8840
What counts as days of presence?

Count any day a person is physically present in the United States at any time during the day as a day of
presence. There are exceptions to this rule. For example, do not count days a person regularly commutes to
work in the United States from their home in Canada or Mexico or days the person is an exempt individual.
The full list of exceptions and an explanation of each can be found in Publication 519, U.S. Tax Guide for
Aliens.

Who is an exempt individual?
Generally, an exempt individual is a:

* Foreign government-related individual

* Teacher or trainee who is temporarily present under a J or Q visa

* Student who is temporarily present under an F, J, M, or Q visa

* Professional athlete who is temporarily in the United States to compete in a charitable sports event

Do not count the days present in the U.S. for purposes of the substantial presence test for an exempt
individual. In general, they will be considered nonresident aliens for tax purposes and should file a Form
1040-NR if required. Exempt individuals must file Form 8843, Statement for Exempt Individuals and
Individuals with a Medical Condition, to exclude days present in the U.S. from the substantial presence test.
Refer these individuals to a VITA site that prepares tax returns for foreign students or to a professional tax
preparer.

Publication 519 has detailed information on determining who is a resident or nonresident alien.

that person is not an exempt individual and cannot exclude those days he or she is physically

g If a person’s visa has expired or the person is not complying with the requirements of the visa, then
present in the U.S.
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What if a nonresident alien meets the substantial presence test?
Nonresident aliens who meet the substantial presence test are treated as resident aliens for tax purposes.

No paperwork or documentation is needed to indicate that a person is a nonresident alien filing as a resident
alien under the substantial presence test.

All persons listed on the return must have either a valid Social Security number or an individual tax
identification number (ITIN). ITINs are discussed in the Filing Basics lesson.

g A return with an ITIN can be e-filed. A return missing an ITIN cannot be e-filed.

What if a nonresident alien does not meet the green card or substantial presence test?

If an unmarried nonresident alien does not meet the green card or substantial presence test, refer the
taxpayer to a VITA site that handles Foreign Students/Scholars, if appropriate, or a professional tax preparer
to file Form 1040-NR.

If a U.S. citizen or resident alien is married to a spouse who is not a resident alien using the green card or
substantial presence test, you may be able to provide assistance. Their options are discussed next.

@@’\m Paul, a U.S. citizen, is married to Gabriella, who does not have a green card or a valid visa. They
\4 have no children and are not supporting anyone else.

Gabriella lived in the U.S. for 120 days during the current tax year. She was also in the U.S. for 120 days in
each of the prior two years. Gabriella does not have a tax home in another country. Does Gabriella meet the
substantial presence test?

Following the decision tree, you find that Gabriella does not meet the substantial presence test. For tax
purposes, she is considered a nonresident alien.

Current tax year: 120 days Prior year: 1/3 of 120 days = 40 days Two years prior: 1/6 of 120 days = 20 days
Total = 180 days

Individuals can be both a nonresident alien and a resident alien during the same tax year. This
' usually occurs in the year of arrival in or departure from the United States. This is referred to as a
® " dual-status tax year. Individuals with a dual-status for the tax year are out of scope. Refer these
individuals to a professional tax preparer. This does not apply to an individual who is married and
chooses to be treated as a U.S. resident for the entire year.

What are the filing status options?

A U.S. citizen or resident alien who is married to a nonresident alien spouse who does not meet either the

green card or substantial presence test generally has three filing status options:

* The taxpayer may choose to file as Married Filing Separately

* The couple may choose to file as Married Filing Jointly

* The taxpayer may qualify for Head of Household under the regular rules for a married person who is
“considered unmarried” even while living with the nonresident alien spouse

What happens when a U.S. citizen and nonresident alien spouse file separate returns?

The U.S. citizen can file a Married Filing Separately return. The nonresident alien spouse, if required to file a
return, would file Form 1040 NR. In this situation, the volunteer can assist in the preparation of Form 1040 for
the U.S. citizen but must refer the spouse to a professional tax preparer.
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When can nonresident aliens file a joint return?

A married couple may elect to treat a nonresident alien spouse as a resident alien for tax purposes and file a

joint return. If taxpayers make this choice, both spouses are treated for income tax purposes as residents for

the entire tax year. Neither spouse can claim under any tax treaty not to be a U.S. resident. Both spouses are
taxed on worldwide income.

How does a married couple elect to treat the nonresident alien spouse as a resident alien?

If the nonresident alien spouse agrees to file a joint return, worldwide income of both spouses must be
reported. To make this election, Publication 519 requires a declaration signed by both spouses and attached
to their joint return. The statement should include:

* One spouse was a nonresident alien and the other spouse was a U.S. citizen or resident alien on the last
day of the tax year

* They choose to be treated as U.S. residents for the entire year, and
* The name, address, and SSN or ITIN of each spouse

' Preparation of the required statement outlined in Publication 519 is out of scope.
[ ]

How does this election affect the filing status in future years?

The election continues in future years, but the spouses can file separately after the first year, if they so
choose. The election to treat the spouse as a resident is terminated by revocation, the death of either
spouse, their legal separation, or the IRS may terminate it for failure to keep adequate records. Consult
Publication 519 for more details on this option.

p In the previous example, you determined that Gabriella, Paul’s nonresident alien wife, does not meet

@\g either the green card or the substantial presence tests to be considered a resident alien. However,
Paul and Gabriella choose to treat Gabriella as a resident alien. They must attach a signed statement
to their return that indicates this choice. You can assist Paul and Gabriella in preparing their joint
return. They must report their worldwide income for the year and for all later years unless the choice
is ended or suspended. Although Paul and Gabriella must file a joint return for the year they make
the choice, they may file either joint or separate returns for later years.

When can a citizen or resident alien, who lives with a nonresident alien spouse, file as Head
of Household?

There is an exception that allows U.S. citizens and resident aliens who have a nonresident alien spouse to
file as Head of Household. All of the following requirements must be met:

* The taxpayer is a U.S. citizen, or resident alien for the entire year.

* The nonresident alien spouse chooses not to file a joint return.

* The taxpayer meets the other requirements for this filing status.

* The spouse is not a qualifying person for head of household purposes. The taxpayer must have a
qualifying person in order to be eligible for this filing status.
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Answers are at the end of the lesson summary.

Question 1: Gloria’s husband, Dante, meets the substantial presence test for the entire tax year. Gloria is a
U.S. citizen. They do not have any children and do not support anyone else. Dante is applying for an ITIN.
Gloria has an SSN. They live together.

What filing status options do Gloria and Dante have?

Question 2: Raul is a U.S. citizen and serving in the U.S. Army in Japan. His wife and his children live with
him and he is able to claim the children as dependents. Raul’s wife, a citizen of Japan, chooses not to be
treated as a resident alien for tax purposes. She does not want to file a joint return with him.

Raul meets all of the other qualifications for Head of Household. Even though he is married and living with
his spouse, can he claim Head of Household status?

a. Yes
b. No

a nonresident alien, the living apart rule does not apply to the taxpayer. This information is found in

g In the Volunteer Resource Guide, Tab B, Starting a Return and Filing Status, note that if a spouse is
Publication 519.

Can a taxpayer with a nonresident alien spouse claim the earned income credit?

A taxpayer who was a nonresident alien for any part of the year can’t claim the EIC unless their filing status is
married filing jointly. They can use that filing status only if their spouse is a U.S. citizen or resident alien and
the nonresident spouse chooses to be treated as a U.S. resident. If they make this choice, both spouses are
taxed on their worldwide income. If a taxpayer was a nonresident alien for any part of the year and their filing
status isn’t married filing jointly, they are not eligible for the EIC. See Publication 596, Earned Income Credit,
for more information.

Which family members can be claimed as dependents?

Can a taxpayer claim a nonresident alien spouse as a dependent?

A taxpayer’s spouse does not meet the relationship test for either qualifying child or qualifying relative. Thus,
taxpayers cannot claim a spouse as their dependent.

Can a child born overseas be claimed as a dependent?

A child born overseas to U.S. citizen parents is considered a U.S. citizen for tax purposes. A child can be
claimed as a dependent as long as all the other rules for qualifying child or qualifying relative are met.

The birth of a child abroad should be reported as soon as possible to establish an official record of the child’'s
claim to U.S. citizenship. Form FS-240, Consular Report of Birth Abroad, establishes official evidence that
the child is a U.S. citizen.

K)\ Patricia, a U.S. citizen, is married to Gilberto, a nonresident alien from Spain. Their daughter, Eva,
@g was born while they were living in Spain.

Eva is entitled to U.S. citizenship. Eva will need a Social Security number to be claimed as a
dependent on her mother’s tax return.
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Security number and passport for their child. Without a Social Security number, the parents will not
be able to claim the child as a dependent or take advantage of credits, such as the earned income
credit or the child tax credit, even if all of the other prerequisites are met.

g While applying for the Consular Report of Birth Abroad, parents should also apply for a Social

Can a foreign-born stepchild be claimed as a dependent?

Before determining if a foreign-born stepchild is a dependent, it is necessary to determine the child’s U.S.
residency status for tax purposes by answering the questions in the Nonresident Alien or Resident Alien
decision chart. If the foreign-born child is a nonresident alien for tax purposes, the child must be a resident of
Canada or Mexico to be claimed as a dependent.

Terry, a U.S. citizen, is married to a German citizen whose three children are German citizens and do
not have green cards. Terry has not adopted the children. They all live in Germany. The children
were not physically present in the U.S. during the tax year. Since the children are not U.S. citizens
and are not residents of the U.S., Canada, or Mexico, Terry cannot claim the children as dependents.

&y

4

—#/ EXERCISES (continued)
i
Question 3: Terry moved his family to the U.S. in January of the tax year. His stepchildren are not U.S.

citizens and they do not have green cards. They meet the other dependency tests. If he can claim them, he
will apply for ITINs for them. Can he claim the stepchildren as dependents on his tax return?

LN

a. Yes
b. No

Question 4: John, a U.S. citizen, lives in Germany. His wife is a German citizen who has never lived in the
U.S. Their two-year-old son was born in Germany. John’s 12-year-old stepdaughter, a German citizen whom
John has not adopted, also lives with them. John and his wife provide all the support for the two children.
How many dependents can John claim?

a. One
b. Two

c. Three
d. Zero

Can a taxpayer claim an adopted foreign-born child as a dependent?

A U.S. citizen or national can claim a legally adopted child who is not a U.S. citizen, U.S. resident alien,
or U.S. national provided the child is a member of the taxpayer’s household all year. All the other rules for
a qualifying child or qualifying relative must be met, and the child must have an SSN, ITIN, or ATIN to be
claimed as a dependent.

An Adoption Taxpayer Identification Number (ATIN) can be obtained when a domestic adoption is pending
and other rules are met. An ATIN can be obtained in a foreign adoption when the child already possesses a
green card or a certificate of citizenship, which identifies a child born overseas as a U.S. citizen.

See Publication 519 for more information about the citizen or resident test, including who is considered a
U.S. national.

g An adopted nonresident alien child must live with the taxpayer all year to pass the citizen or resident
test.
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Summary
Resident aliens follow the same tax laws as U.S. citizens.

To determine the residency status of a noncitizen, use the Nonresident Alien or Resident Alien decision chart
in the Volunteer Resource Guide, Tab L, Resident/NR Alien.

If a citizen or resident alien is married to a person who does not meet the green card or substantial presence
test, the couple can elect to treat the nonresident spouse as a resident alien for tax purposes and file a joint
return.

A U.S. citizen’s child is usually a U.S. citizen by birth, even if the child is born in another country.

A nonresident alien stepchild generally will not pass the citizenship or resident test and therefore cannot be
claimed as a dependent, unless the child is a resident of Canada or Mexico.

An adopted nonresident alien child can usually be claimed as a dependent if the child lives with the taxpayer
the entire year.

What situations are out of scope for the VITA/TCE programs?

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your
awareness only.

» Taxpayers with F, J, M, or Q visas, unless there is a volunteer and quality reviewer at your site with Foreign
Student certification

* Nonresident aliens who do not meet the green card or substantial presence test and are not married to a
U.S. citizen or resident alien

* Individuals having a dual status for the tax year

* Nonresidents who are married to U.S. citizens or resident aliens can make an election to file a joint return
for tax purposes and file as Married Filing Jointly. Preparation of the required statement is out of scope.

of —

v— 2° EXERCISE Answers
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Answer 1: Since Dante meets the substantial presence test, he is considered a U.S. resident alien for tax

purposes and must follow U.S. tax laws. Dante and Gloria can use either the Married Filing Jointly or Married
Filing Separately filing status.

Answer 2: a, Yes. Raul can claim Head of Household status because his children are his qualifying persons.
If Raul did not have a qualifying person, he would have to use the Married Filing Separately filing status since
his wife chose not to file a joint return.

Answer 3: a, Yes. The children meet the substantial presence test because they were in the United States
more than 183 days. Terry’s stepchildren are considered resident aliens for tax purposes. As long as the
other requirements for qualifying child or qualifying relative are met, Terry can claim the stepchildren as
dependents on his tax return. They have to obtain SSNs or ITINs.

Answer 4: a. John can claim his son as a dependent. The son qualifies as a U.S. citizen because his
father is a U.S. citizen. The stepdaughter does not meet the U.S. citizen or resident test. A spouse is never
considered a dependent.
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Introduction

This is the first of nine lessons covering the Income section of the taxpayer’s return. A critical component of
completing the taxpayer’s return is distinguishing between taxable and nontaxable income and knowing

where to report the different types of income on Form 1040.

Objectives

At the end of this lesson, using your resource materials, you will be able to:

* Distinguish between taxable and nontaxable income
* Distinguish between earned and unearned income
* Report income correctly on Form 1040

The following chart will help you select the appropriate topic for your certification

What do | need?

e Form 13614-C
¢ Publication 4012
¢ Publication 17

Optional:

course. * Form 1040 Instructions
e Form 1099-PATR
Certification Course
Schedule B
- -
® t\"j % @ * Publication 531
. - . * Publication 550
. Basic Advanced Military International « Publication 926
Wages & Reported Tips Yes Yes
Unreported Tip Income Yes * Publication 970
Scholarship and Fellowship Yes Yes
Income
Interest Income Yes Yes
Dividend Income Yes Yes
Taxable Refunds Yes Yes
Alimony Received Yes Yes
Business Income Yes
Capital Gain/Loss Yes
Other Gains/Losses N/A N/A N/A N/A
IRA Distributions” Yes Yes
Pensions/Annuities” Yes Yes
Rental Income Yes
Schedule K-1 Distributions Yes
Farm Income N/A N/A N/A N/A
Unemployment Compensation | Yes Yes
Social Security Benefits Yes Yes
Other Income Yes Yes
Foreign Earned Income Yes
Military Income Yes
"Basic only if the taxable amount is shown in Box 2a and does not require adjustment.
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How do | determine taxable and nontaxable income?

The Income Quick Reference Guide in the Volunteer Resource Guide, Tab D, Income, includes examples of
taxable and nontaxable income.

Gross income is all income received in the form of money, goods, property, and services that is not exempt
from tax. It includes income from sources outside the U.S. or from the sale of a primary residence, even

if part or all of that income can be excluded. Gross income may include part of Social Security benefits
received and certain scholarship and fellowship grants.

* Income that is taxable must be reported on a taxpayer’s return and is subject to tax.

* Income that is nontaxable may have to be shown on a taxpayer’s return but is exempt from tax.
What are types of taxable income?
Form 1040 and its associated schedules are used to report earned and unearned taxable income.

* Earned income — any income received for work, such as wages or business/self-employment income

* Unearned income — any income not earned from work, such as unemployment income or income produced
by investments, such as interest on savings, dividends on stocks, or rental income

What are examples of nontaxable or exempt income?

Some nontaxable income such as gifts and inheritances are excludable and not shown on the return.

Exempt income includes such things as interest income produced from certain types of investments.
There are some instances when exempt income is shown on the return but not included in the income tax
computation, for example, tax-exempt municipal bond interest income.

Under the Victims of Terrorism Tax Relief Act of 2001, the following amounts are not included in income:

 Certain disability payments received in tax years ending after September 10, 2001, for injuries sustained in
a terrorist attack

* Payments from the September 11th Victim Compensation Fund of 2001

* Qualified disaster relief payments made after September 10, 2001, to cover personal, family, living, or
funeral expenses incurred because of a terrorist attack

* Death benefits paid by an employer to the survivor of an employee if the benefits are paid because the
employee died as a result of a terrorist attack

The Act also provides that the federal income tax liability of those who died as a result of the following attacks
is forgiven for certain tax years:

* The September 11, 2001 attacks on the World Trade Center, the Pentagon, and United Airlines Flight 93 in
Somerset County, Pennsylvania
* Terrorist attacks involving anthrax occurring after September 10, 2001, and before January 1, 2002

* The April 19, 1995 attack on the Alfred P. Murrah Federal Building

For additional details, see Publication 3920, Tax Relief for Victims of Terrorist Attacks.

How do | get started?

To determine a taxpayer’s income, discuss and review the Income section of the intake and interview sheet
with the taxpayer.

Income is reported on a variety of forms depending on its source. Ask taxpayers to show you all Forms W-2,
Forms 1099, and other statements reporting income. Also ask taxpayers if they received income that was not
reported on a tax form, such as odd jobs or tips from customers. (Do not confuse Form 1099 with Form 1098.
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Generally, Form 1098 reports expenses the taxpayers have paid, not income they have received.)

How/Where to Enter Income in the Volunteer Resource Guide, Tab D, Income. These pages will

After you have collected all the income statements, review the pages on income documents and
show you where to correctly report income items.

Taxpayers who can check No to the digital asset question on Form 1040 are in scope. Taxpayers are
instructed to check No if they held no digital assets (such as virtual currency or a non-fungible token)
for the year or if the taxpayer’s only transactions involving digital assets during the year were a cash
purchase, inheritance, bona fide gift, or a transfer between two wallets the taxpayer owns. Identify
these situations as early in the interview as possible.

How do | report wages, salaries, tips, etc.?
What is Form W-2?

Employers must report wages and other employee compensation on Form W-2. Employers are not required
to mail Forms W-2, but they must make them available to employees by January 31. Employees may need
to pick up Form W-2 from their employers or obtain it electronically. Most employers issue a standardized
version of Form W-2, Wage and Tax Statement. Go to www.irs.gov to view Form W-2.

and self-employment income that exceeds a threshold amount based on the individual’s filing status.
This topic is out of scope for the VITA/TCE programs. Taxpayers affected by the Additional Medicare
Tax should be referred to a professional tax preparer. Additional information can be found on
www.irs.gov

g Additional Medicare Tax applies to an individual’s wages, Railroad Retirement Tax Act compensation,

A Form W-2 with code Q in Box 12, indicating combat pay, requires Military certification to complete
the return.

Refer to the Volunteer Resource Guide, Tab D, Income, for instructions on entering income. Once
you enter all Forms W-2 into the software, it carries the total to Form 1040 and transfers necessary
information for credits, deductions, withholding, etc., to other sections of the tax return.

& O

What if the taxpayer does not receive Form W-2 by January 31?

Taxpayers who do not receive Form W-2 by January 31 should first contact the employer and find out
if, or when, the form was mailed, or if it can be picked up or accessed online. Also, taxpayers may order
transcripts from IRS.gov and receive the information by mail.

If Form W-2 is still not received after allowing a reasonable amount of time for the employer to issue or
reissue it, then the taxpayer should contact the IRS for assistance after February 15.

If taxpayers do not receive Form W-2 before the filing deadline, they should file their tax return with Form
4852, Substitute for Form W-2, Wage and Tax Statement, or Form 1099-R, Distributions From Pensions,
Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, etc. Taxpayers will need to provide
the information required to complete Form 4852, such as the last paycheck stub. Taxpayers should keep a
copy of Form 4852 for their records. Your coordinator may need to determine whether Form 4852 can be
filed with a state return as well.

If the taxpayer eventually receives the employer’s Form W-2, and the numbers differ from those on
Form 4852, the taxpayer will need to amend the return to report the correct amounts.
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If the earnings reported on Form 4852 are not reflected on the taxpayer’s Social Security Statement, the
taxpayer should contact the Social Security Administration at the number shown on the statement. See
Publication 5396-A: Job Aid for VITA/TCE Volunteers: Using Form 4852 when Missing the Form W-2 or
1099-R (PDF) for help completing the form.

p During the tax year, Tina earned income from both a full-time and a part-time job. She received two
@ Forms W-2, each listing different employers. Her return will list her wages as the total of the amounts
in Box 1, but each Form W-2 must be entered into the tax software separately.

What if the taxpayer has an ITIN, but a Form W-2 is showing a different SSN?

Use the taxpayer’s ITIN when starting the return. Enter the Social Security number as shown on the Form W-2
when prompted by the tax software. Refer to the Volunteer Resource Guide, Tab D, Income, for instructions.

What is Box 10, Dependent Care Benefits?

Box 10 is used by employers to report dependent care benefits paid to the taxpayer or incurred on behalf
of the taxpayer. Complete Form 2441, Child and Dependent Care Expenses, to determine if any part of this
benefit is taxable to the taxpayer and the allowable amount of dependent care credit. Some employer plans
provide a carryover or forfeiture of benefits that are not used by year end. This may require part lll of Form
2441 to be completed.

What do Box 12 codes mean?

There are numerous code letters that the employer can use to designate certain items, such as employee
contributions to the company retirement plan. Refer to the list of codes in the Volunteer Resource Guide, Tab
D, Income.

The tax software will automatically transfer qualified voluntary retirement contributions to Form 8880, Credit
for Qualified Retirement Savings Contributions, for the retirement savings credit. Refer to the Volunteer
Resource Guide, Tab G, Nonrefundable Credits, for instructions on how to enter these amounts. Also see the
Miscellaneous Credits lesson.

Code FF in Box 12 of a Form W-2 indicates a Qualified Small Employer Health Reimbursement
' Arrangement (QSEHRA) and is out of scope for the VITA/TCE programs. Codes R and T are also out
®  of scope. Code Q is in scope for volunteers with Military certification only.

What do Box 13 checkmarks mean?
There are three checkboxes in Box 13:

» Statutory employees receive Form W-2 for their pay and have taxes withheld; however, statutory
employees may report their income and deduct their expenses on Schedule C. See the Business Income
lesson for more information.

* Retirement plan indicates that the employee participated in the employer’s retirement plan. If the taxpayer
or spouse (if MFJ) makes IRA contributions, their deduction may be limited. See the Adjustments lesson for
more information.

* Third-party sick pay is reported on Form W-2 by the insurance company when it is taxable.
What do Box 14 codes mean?

This box may be used for other information, such as state disability insurance taxes withheld, union dues,
uniform payments, health insurance premiums deducted, nontaxable income, educational assistance
payments, or a minister’s parsonage allowance and utilities. In addition, the following may be entered in Box
14: contributions to a pension plan: (a) nonelective employer contributions made on behalf of an employee,
(b) voluntary after-tax contributions (but not designated Roth contributions) that are deducted from an
employee’s pay, (c) required employee contributions, and (d) employer matching contributions.
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Other Wage Income
Can a disability pension be treated as wages?

An individual who has not reached their employer’s minimum retirement age and is receiving a disability
pension may report the disability pension as wages for tax purposes, such as the earned income credit. This
is discussed in the Retirement Income lesson.

What about income received by household employees?

The term “household employee” refers to an individual who works in someone’s home performing household
duties such as caring for children, cleaning, or cooking. Generally, an employer is not required to provide
Form W-2 to a household employee who earns less than the threshold amount for that year. In this

situation, neither the employer nor the employee will owe Social Security or Medicare tax on those wages.
However, employers who withhold federal income taxes from their employee’s wages must issue Form W-2.
Regardless of whether Form W-2 is issued, the income must be included on Form 1040.

For further information and a definition of who is a household employee, see Publication 926,
Household Employer’s Tax Guide.

What about Qualified Medicaid Waiver Payments?

Qualified Medicaid waiver payments, as defined in IRS Notice 2014-7, may be excluded from gross income.
Qualified Medicaid waiver payments may be excluded from gross income only when the care provider

and the care recipient reside in the same home. When the care provider and the care recipient do not live
together in the same home, the Medicaid waiver payments may not be excluded from gross income.

A taxpayer may choose to include qualified Medicaid waiver payments in the calculation of earned income for
the Earned Income Credit (EIC) and Additional Child Tax Credit (ACTC). The taxpayer may include qualified
Medicaid waiver payments in earned income even if the taxpayer chooses to exclude those payments from
gross income.

* A taxpayer may not choose to include or exclude only a portion of qualified Medicaid waiver payments.
Either include all or none of the qualified Medicaid waiver payments for the taxable year in earned income.

* |If the taxpayer chooses to include qualified Medicaid waiver payments in earned income, that amount will
be included in the calculation for both the EIC and the ACTC.

* Ataxpayer and spouse can each make separate elections to include or not include their respective
Medicaid waiver payments in earned income.

Taxpayers who excluded qualified Medicaid waiver payments from gross income in prior tax years may
amend a return for any open tax years to include Medicaid waiver payments in earned income for the EIC
and ACTC.

For more information, refer to the Volunteer Resource Guide, Tab D, Income, Entering Medicaid Waiver
Payments and www.irs.gov/individuals/certain-medicaid-waiver-payments-may-be-excludable-from-
income.

Tip Income

If taxpayers have jobs for which they get a W-2 and in which tips are normally received (e.g., waiter/waitress,
bellhop, or motel/hotel housekeeper), be sure to ask about any tips they may have received. All tip income is
taxable, whether or not it is reported to the employer.

If individuals receive more than $20 per month in tips at one job and report their tip income to their employer,
the tips will be included in Boxes 1 and 7 on Form W-2.
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Self-employed taxpayers who receive tips, such as hair stylists and manicurists, should include their
tips in gross receipts on Schedule C.

What are allocated tips?

To ensure that everyone reports their fair share of income from tips, some employers have tip allocation
programs. These programs are approved by the IRS. If an employee reports tips to the employer that were
less than the designated share based on the employer’s formula, the employer reports the difference as
“allocated tips” and includes it on the employee’s Form W-2.

Allocated tips are shown separately in Form W-2, Box 8. Social Security and Medicare taxes are not withheld
on allocated tips. Allocated tips are not included in the amount in Form W-2, Box 1. Explain to the taxpayers
that unless they kept a written and reliable record of tips actually received at that job, the allocated tips must
be included in Form 1040 as wages.

and also completes Form 4137, Social Security and Medicare Tax on Unreported Tip Income. Refer
to the Volunteer Resource Guide for instructions to enter the taxpayer’s actual amount of tips
according to their tip log

- J
~.~ What about unreported tips?
porea

An individual is not required to report tip income to their employer if it is $20 or less per month. Since these
tips are subject to federal income tax, ask taxpayers if they have any tip income that was not reported to their
employer.

Other Tips

. When allocated tips are reported on Form W-2, the software automatically adds them to Form 1040

* Noncash tips (e.g., tickets or passes) do not have to be reported to the employer, but must be included as
taxable income at their fair market value.

* Tips of less than $20 per month or noncash tips are not subject to Social Security and Medicare taxes.

* If tips of more than $20 a month were not reported to the employer, the taxpayer must also pay Social
Security and Medicare taxes. Complete Form 4137 if the taxpayer received tips that were not reported to
the employer. This form calculates the appropriate income, Social Security, and Medicare taxes.

If the taxpayer has unreported tip income, enter the income on Form W-2, unreported tip income box.
This will initiate Form 4137. Refer to the Volunteer Resource Guide, Tab D, Income, for instructions
on how to enter tip income.

g For more information about tip income, see Publication 531, Reporting Tip Income.

What is penal income (or prisoner income)?

An individual may be compensated while in a penal institution, a work-release program, or in a halfway
house. The compensation will be reported on Form W-2 but it is not treated as earned income for most tax
benefits, such as the earned income credit. The amount is reported as wages on Form 1040, Schedule 1.
Refer to the Volunteer Resource Guide, Tab D, Income, for instructions on how to identify and enter penal
income, also known as prisoner income.

Under the PATH Act, a wrongfully incarcerated individual does not include in income any civil
damages, restitution, or other monetary award received that relates to his or her incarceration.
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Nz Scholarship and Fellowship Income (Form W-2 and Form 1098-T)

N

Are scholarships and fellowships taxable income?
Scholarships and fellowships may be fully or partially taxable, or nontaxable. Taxable amounts include:

* Payment for services
* Money used for personal living expenses, such as room and board

If the taxpayer received Form W-2 for the scholarship or fellowship it is considered earned income. Include
the amount on Form 1040 as wages just as you would any other Form W-2.

Form 1098-T reports scholarships and grants received as well as qualified tuition and related expenses paid
to the school. Verify that these amounts are correct by reviewing the student’s detailed financial account
transcript which lists scholarship and grant money the student received. If scholarships or grants exceed the
qualified educational costs, some of the grant or scholarship may be taxable to the student (not the taxpayer
claiming the student as a dependent).

In certain situations, the student may choose to include all or part of certain scholarships or grants in income
in order to increase an education credit. This is explained in the education credits lesson, and examples can
be found in the Form 8863 Instructions and Publication 970, Tax Benefits for Education. Taxable scholarship
income is treated as earned income when:

* determining whether the student has a filing requirement and

» computing their standard deduction amount.

Taxable scholarship income is treated as unearned income for other purposes, such as the kiddie tax, earned
income credit, or additional child tax credit.

compensation> Scholarships and Grants section, but are shown on Form 1040, Schedule 1. Refer to

. Taxable scholarships are entered into the software in the Income>Less Common Income>Other
the Volunteer Resource Guide for specific entries.

What about higher education emergency financial aid grants?

Emergency financial aid grants under the CARES Act for unexpected expenses, unmet financial need, or
expenses related to the disruption of campus operations due to the COVID-19 pandemic, such as unexpected
expenses for food, housing, course materials, technology, health care, or childcare, are qualified disaster relief
payments under section 139 of the Internal Revenue Code. This grant is not includible in gross income and it
does not reduce qualified education expenses that can be used for an education credit or deduction.

What about loan repayment assistance programs (LRAPs) for health care professionals?
Education loan repayments are not taxable if they are made to taxpayers by:

* The National Health Service Corps Loan Repayment Program

* A state education loan repayment program eligible for funds under the Public Health Service Act, or

* Any other state loan repayment or loan forgiveness program that promotes increased availability of health
professionals/services in underserved areas

The taxpayer should not receive a tax form because the amount is not taxable. If there is any question, the
taxpayer should contact the repayment agency.

What about ministers or other members of the clergy?

The ministry profession presents unique issues, such as the parsonage/housing allowance, whether earnings
are covered under FICA or SECA (self employment tax), and the rules for being exempt. Publication 517,
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Social Security and Other Information for Members of the Clergy and Religious Workers, covers this topic.
This information is provided for awareness only and is out of scope for the VITA/TCE programs. Taxpayers
who have these issues should be referred to a professional tax preparer.

What interest is taxable?

Common sources of taxable interest income are checking and savings accounts, certificates of deposit
(CDs), savings certificates, U.S. government bonds, interest on insurance proceeds, and loans that

the taxpayer makes to others. Some savings and loans, credit unions, and banks call their distributions
“dividends.” These distributions are really interest and are reported correctly as interest on Form 1099-INT.

INT. Even if the taxpayer did not receive Form 1099-INT, they must still report all of their taxable
interest income, including any interest paid by the IRS. The interest amount for the year will typically
be shown on the December statement.

g If a taxpayer received less than $10 in interest, the financial institution might not issue Form 1099-

Taxpayers may have additional Foreign Bank and Financial Accounts (FBAR) filing requirements
if they:

* Have financial accounts or signature authority over a financial account in a foreign country
(generally with a value of $10,000 or more at any time during the year).

* Received a distribution from, or were the grantor of, or transferor to, a foreign trust.

If the FATCA (Foreign Account Tax Compliance Act) filing requirement box is checked on Forms
1099-INT, 1099-DIV, or any other income reporting document, the taxpayer may have a FATCA filing
requirement. Refer these taxpayers to a professional tax preparer.

Where do | get interest income information?

There are many sources of information about interest income. Ask the taxpayer to supply all Form(s) 1099-
INT from institutions that pay interest. Some institutions issue a year-end summary statement with the title “In
lieu of Form 1099-INT or Form 1099-DIV” rather than preparing multiple documents for each account.

Original Issue Discount (OID) is a form of interest income. A debt instrument generally has OID when issued for
an amount that is less than its stated redemption price at maturity. The issuer of the debt instrument will report
the amount of OID that is currently taxable on Form 1099-OID, Original Issue Discount, or a similar statement.

Entries in Boxes 10,11,12 and 13 of Form 1099-INT, and Boxes 5 and 10 of Form 1099-OID are in
g scope. Enter the information just as it appears on the information reporting documents (type what
you see) and TaxSlayer software will complete the calculations.

If the amount reported in Box 11 exceeds the amount reported in Box 1, the return is out of scope.

If the amount reported in Box 12 exceeds the amount reported in Box 3, or if the amount reported in Box 13
exceeds the amount reported in Box 8, the return is also out of scope.

If the taxpayers cashed in Series EE or Series | bonds, they should have received a Form 1099-INT. Most
taxpayers report the total interest when they cash in the bonds. Few taxpayers elect to report savings bond
interest as it accrues each year. This accrual method is out of scope for the volunteer program and taxpayers
should be referred to a professional tax preparer.
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education expenses may be eligible for exclusion from income using Form 8815, Exclusion of
Interest From Series EE and Series | U.S. Savings Bonds Issued After 1989. Form 8815 is out of
scope for the VITA/TCE programs.

g Interest on qualified U.S. Series EE and Series | savings bonds that are used to pay for higher

income above certain threshold amounts. This topic is out of scope for the VITA/TCE programs.
Taxpayers affected by the Net Investment Income Tax should be referred to a professional tax
preparer. Additional information can be found in Publication 17 or on www.irs.gov

g A Net Investment Income Tax applies to individuals, estates and trusts that have certain investment

If a U.S. savings bond is issued in the names of co-owners, such as the taxpayer and child, or the taxpayer
and spouse, interest on the bond is generally taxable to the co-owner who purchased the bond. To determine
who is responsible for paying the tax on the interest from the redemption of a bond, see Publication 17,
Interest Income.

* Ask the taxpayer for all tax statements reporting the interest received.
* Ask if the taxpayer holds any loans or seller-financed mortgages.
* Ask if the taxpayer received any interest that was not reported on tax statement.

The taxpayer will likely not receive a tax form for interest received from a private borrower. The name, Social
Security number, and address of the payer (the buyer) of interest on a seller-financed mortgage is required to
e-file a return.

Bob holds a promissory note for a cash loan that he made to his brother-in-law, Stan. Stan pays Bob
principal and interest each month. Even though Bob does not receive a Form 1099-INT, he reports
that interest on Schedule B of his tax return.

Hazel has four savings accounts in four different banks. The total amount of interest earned from the
accounts is $3,000. Hazel will receive four Forms 1099-INT. She will list each payer and amount on
Schedule B and file it with her tax return.

The manner of reporting interest income on Series E, Series EE, or Series | U.S. savings bonds,
after the death of the owner (decedent), depends on the accounting and income-reporting methods
previously used by the decedent. See Publication 550, Investment Income and Expenses, for
additional information.

Interest from U.S. government obligations is not taxable by any state. Refer to the Volunteer
Resource Guide, Tab D, Income, for the entries needed to identify the interest that is not taxable for
state purposes.

Q O & &

What interest income is tax-exempt?

Certain types of interest are exempt from federal income tax. However, they may be taxable on the state tax
return, and sometimes the reverse is true; the interest may be taxable on the federal return and exempt from
state income tax.

Interest from bonds issued by the following are exempt from federal income tax:

» State and political subdivisions (county or city)

District of Columbia

U.S. territories and political subdivisions

Port authorities

Toll-road commissions
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 Utility service authorities

e Community redevelopment agencies

* Qualified volunteer fire departments

* Amounts indicated on broker statements as tax-exempt interest or tax-exempt dividends

Read the taxpayer’s Form(s) 1099-INT carefully; both taxable and tax-exempt interest may be listed. Specific
software entries are needed based on the source of the municipal interest income. Consult with your
Coordinator if you have any questions.

Municipal mutual funds report the exempt interest as dividends on Form 1099-DIV. This income is interest
income and while you may enter the amounts as “exempt interest dividends” in the software, they will appear
on the interest income line of Form 1040.

Interest from Private Activity Bonds (PAB) may be shown on the interest statement. It is a subset of tax-
exempt interest and may affect the Alternative Minimum Tax. Taxpayers who are subject to the Alternative
Minimum Tax should be referred to a professional tax preparer. Although tax-exempt interest is not taxable,
it must be reported on Form 1040. Tax-exempt interest is used in calculating the taxability of some income
items, such as Social Security benefits.

What if a bond is sold between interest payment dates?

If a bond is sold between interest payment dates, part of the sales price represents interest accrued to the
date of the sale. This amount is taxable to the seller and must be reported as interest income for that tax
year, even if the seller does not receive a Form 1099-INT. The buyers of the bond may receive a 1099-INT
reflecting the accrued interest and will treat this amount as a return of capital investment, reducing their

basis in the bond. Payers and brokers will report the correct amount of interest on the Form 1099-INT/OID
for all covered securities. Taxpayers who sell noncovered bonds between interest payment dates should be
referred to a professional tax preparer. If taxpayers would like additional information, refer them to Publication
550, Investment Income and Expenses.

T To review information related to the software, go to the Volunteer Resource Guide, Tab D, Income,
Interest Income entries.

What about the interest on an IRA?

Generally, interest on a Roth IRA is not taxable. However, if the criteria for a qualified distribution are not
followed, the interest may be taxable.

Interest on a traditional IRA is tax-deferred. Do not include that interest in taxable income until the taxpayer
receives distributions from the IRA, which will be reported on Form 1099-R. See the Retirement Income
lesson, Publication 17, and Publication 590-B, Distributions from Individual Retirement Arrangements, for
more information on IRA distributions.

Mike makes contributions to a traditional IRA each year. Throughout the year, he gets statements
@ listing the interest earned. Because it is tax-deferred, he does not report any of the interest income
from his traditional IRA on his tax return.

How do | report interest income?

Interest income is entered on Form 1040. Amounts labeled Interest income and Interest on U.S. Savings
Bonds and Treasury obligations on Form 1099-INT are reported as taxable interest. Be sure to enter any tax-
exempt interest as directed in the software.

If the taxpayer receives Form 1099-OID, ensure that all the amounts included on Forms 1099-INT and 1099-
OID are entered in the correct places in the software and on Form 1040. These will be discussed in later
lessons. For example, amounts shown in the early withdrawal penalty box will appear in the Adjustments
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section and any federal income tax withheld is shown in the Payments section. Entries shown in the foreign
tax paid and foreign country boxes will be discussed in the Foreign Tax Credit lesson.

If taxpayers indicate there are adjustments needed for any of the amounts listed on Form 1099-OID, or if they
have income from original issue discount but did not receive a Form 1099-0ID, refer them to a professional
tax preparer to ensure the correct amount is reported.

Refer to the Volunteer Resource Guide, Tab D, Income, for instructions on entering interest income.

The software will file Schedule B if required.

Taxpayer Interview and Tax Law Application

Barbara Smith is a clerk with the United States Postal Service. She has one Form W-2.

Sample Interview

Volunteer Says...

Barbara Responds...

Now we will complete the income section of your return. | believe you
told me that you work at the post office?

Yes. Here is my W-2.

Are you employed by anyone else?

No way, they keep me busy enough at the post office!

Did you have any disability income?

No, I'm not disabled.

Now, let's go on to interest income. Did you earn any interest on
checking accounts, savings accounts, or a certificate of deposit?

Yes, | have a savings account that earns interest. Here is the 1099-
INT.

What about U.S. savings bonds? | know that a lot of postal employees
buy them at work

Yes, | do, every pay period.

Are they for educational purposes, or just an investment?

No, they aren’t educational. | don’t have any information about my
bonds with me. Why would | need that?

Some people report the interest as it accrues every year. You have
to make this decision in the first year after you buy the bonds. Have
you ever declared accrued interest from your savings bonds on your
federal tax return?

Oh, no, never.

Well, did you redeem any bonds, or did any of them mature during this
tax year?

No to both questions. I've been buying them for 15 years and they
don’t become fully mature for 30 years.

Okay, then it sounds like your only interest income is from the savings
account.

Nz

N

- J
-, ivi ?
How do | handle dividends

The corporate distributions that volunteer tax preparers may handle are:

Ordinary dividends
Section 199A dividends
* Qualified dividends

* Capital gain distributions

Nondividend distributions
These are all reported on Form 1099-DIV.

What are ordinary dividends?

Ordinary dividends are corporate distributions paid out of the earnings and profits of a corporation. Any

dividend received on common or preferred stock is an ordinary dividend unless the paying corporation states

otherwise. Ordinary dividends are reported on Form 1099-DIV.
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ﬂ’\ Olivia held both common stock and preferred stock in several U.S. corporations. Several of them
@gﬁ@ paid dividends during the tax year. The following January she received Forms 1099-DIV listing these
< as ordinary dividends.

What are Section 199A dividends?

A subset of ordinary dividends is called Section 199A dividends, which are eligible for the qualified business
income deduction. See the Standard Deduction lesson for this deduction and the Volunteer Resource Guide,
Tab D, Income, for software entries.

What are qualified dividends?

Qualified dividends are ordinary dividends that qualify for lower, long-term capital gains tax rates. See
Publication 550, Investment Income, for a detailed definition of qualified dividends.

Taxpayers who have questions about why a dividend is qualified or not qualified should contact the company
that paid the dividend.

What are capital gain distributions?

Capital gain distributions are also called capital gain dividends. They come from mutual funds and real estate
investment trusts (REITs). They are taxed at the lower long-term capital gains rate, regardless of how long
the taxpayer holds the shares. Capital gain distributions are reported to the taxpayer on Form 1099-DIV.
While you may enter these distributions in the dividend section of the software, these distributions will appear
as long-term capital gains on Form 1040 and on Schedule D if required.

portion of the capital gains that were realized when the mutual fund or REIT sold assets. A volunteer

g Capital gains are not the same as capital gain distributions. A capital gain distribution is the owner’s
with a Basic certification can prepare a return with this type of income.

A capital gain occurs when the owner of a mutual fund or other capital asset sells the asset for more
than its cost. A volunteer must have Advanced cetrtification to prepare a return for taxpayers who sold
mutual fund shares or other shares of stock.

What are nondividend distributions?

Form 1099-DIV also shows nondividend distributions, which is the part of a distribution that is nontaxable
because it is a return of the taxpayer’s cost or other basis in a stock or security. Brokers will keep track of
these and other basis adjustments for covered securities. Otherwise, taxpayers should keep this information
with their tax records in order to calculate the adjusted basis of the stock when it is sold.

p During the tax year, Olivia owned shares in a mutual fund and in a real estate investment trust. Both
M made capital gain distributions that year. The following January she received Forms 1099-DIV listing
‘, these capital gain distributions.

Where do | get dividend information?

Taxpayers that hold their securities in a brokerage account will receive Form 1099-DIV from their broker. For
stocks held directly, corporations use Form 1099-DIV to report dividend distributions to each shareholder. Ask
the taxpayer for any Form(s) 1099-DIV. If the taxpayers did not receive a Form 1099-DIV for a dividend, they

should contact the payer or their broker to get the needed forms.
What about Patronage dividends on Form 1099-PATR?

Form 1099-PATR, Box 1, shows patronage dividends paid to the taxpayer during the year in cash, qualified
written notices of allocation (at stated dollar value), or other property (not including nonqualified allocations).
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Any dividends paid on property bought for personal use are not taxable. Ask the taxpayer if the patronage
dividends are only for personal consumption of goods. Only when the dividends are not taxable are they in
scope. In this case, it is not necessary to enter the dividend into the software.

How do | report dividend information?

Generally, all dividend income is reported on Form 1040. Schedule B may be needed if the taxpayer’s
ordinary dividends exceed a specified amount, or if the taxpayer was the nominee for dividends that actually
belong to someone else. If the taxpayer received income as a nominee or if Form 1099-DIV includes
amounts in boxes labeled Unrecap. Sec. 1250 gain, Section 1202 gain, Collectibles (28%) gain, Section
897 ordinary dividends, Section 897 capital gain, Cash liquidation distributions, or Noncash liquidation
distributions, the return is out of scope for the VITA/TCE programs. Refer taxpayers with amounts in these
boxes to a professional tax preparer.

Any federal income tax withheld shown on a Form 1099-DIV is reported on the federal income tax withheld
line of the return. Foreign tax paid will be covered in the Foreign Tax Credit lesson.

If the taxpayer has multiple accounts, the software will add all the dividends for you, preventing math

. Review the Volunteer Resource Guide, Tab D, Income, for guidance for entering dividend income.
errors.

Taxpayer Interview and Tax Law Application

Leonard and Gloria are filing a joint return. Leonard and the volunteer are discussing dividend income.

Sample Interview

Volunteer Says... Leonard Responds...
Do you and your wife own shares of stock, mutual funds, or bond Yes, | have an IRA and | own shares in several mutual funds and a
funds? bond fund. My wife has an IRA. Here are the statements.

The earnings on the IRAs are tax deferred until you take a distribution. | Yes
These 1099-DIVs are what we want right now. Are these the only
Forms 1099-DIV that you received?

We will enter the information from each of these in the tax software. It
will add everything up and display it properly on your tax return

How do | report a refund of state or local income taxes?

Taxpayers who receive a refund of state or local income taxes may receive Form 1099-G reporting their
refund amount(s). Only taxpayers who itemized and received a federal income tax benefit for deducting their
state or local income taxes have to include their state/local tax refunds in income. Not everyone must include
the refund in their taxable income.

* Taxpayers who claimed the standard deduction on the tax return for the year they received a refund of
state or local income taxes do not have to include the refund in their taxable income.

* Taxpayers who itemized and deducted the state sales tax instead of the state income tax withheld or paid
do not have to include the refund in their taxable income.

* Some taxpayers could not deduct all their state income taxes because of the annual cap on state and local
taxes deduction. Refer to the Volunteer Resource Guide, Tab D, Income, for the State and Local Refund
Worksheet in the software to determine the amount, if any, of the refund that is taxable.

' Refer taxpayers who received a state or local income tax refund for a year other than the previous
e [laxyearto a professional tax preparer.
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=, Nancy itemized her deductions on last year’s federal return. She included the income taxes paid to

@tg her state on Schedule A. During the current tax year, she received a state refund on the overpaid
portion of those taxes. When filing her current year tax return, she must use the state tax refund
worksheet to see how much of the refund to include in her federal taxable income.

Form 1099-G may also report agriculture payments, market gain, or Box 8 indicating that the state
' payments are trade or business income. These situations are beyond the scope of the VITA/TCE
®  programs and taxpayers with these items should be referred to a professional tax preparer.

What is alimony?

Alimony is a payment to or for a spouse or former spouse under a separation or divorce instrument. It may
include payments on behalf of the spouse or former spouse, such as medical bills, housing costs, and other
expenses. It does not include child support or voluntary payments outside the instrument.

Post-1984 and Pre-2019 Divorces

The person receiving alimony must include it as income. The person paying alimony can subtract it as an
adjustment to income. Both items are reported on Form 1040, Schedule 1. The date of divorce or separation
agreement must also be provided.

If the taxpayer is unsure whether a payment is alimony or child support, ask if the payments will stop
once the child is grown.

However, it is considered compensation, which may allow the taxpayer receiving alimony income to
make a deductible traditional IRA or nondeductible Roth IRA contribution.

If the agreement was executed before 1985, refer the taxpayer to a professional tax preparer.

g Alimony income received under a pre-2019 divorce or separation instrument is unearned income.

Where do | get alimony information?

Ask if the taxpayer received alimony under a divorce or separation instrument. If so, explain that you need
the exact amount, since it may also be reported as a deduction by the payor, and the two amounts must
agree.

How do | report alimony income?

T Enter any alimony income on the alimony received screen. The Social Security number of the person
paying the alimony is not needed.

Post-2018 Divorces

The Tax Cuts and Jobs Act provides that alimony and separate maintenance payments are not deductible
by the payor spouse and repeals the code provisions that specify that alimony and separate maintenance
payments are included in income by the recipient of the payments.

This treatment is effective for any divorce or separation instrument executed after December 31, 2018, or for
any divorce or separation instrument executed on or before December 31, 2018, and modified after that date,
if the modification expressly provides that the amendments made by the Tax Cuts and Jobs Act, Section
11051, apply to such modification.

' State laws may differ.
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Summary

This lesson covered income reported on Form 1040, including how to differentiate taxable and nontaxable
income, and earned or unearned income.

Earned income is any income received for work, such as wages or business/self-employment income.

Unearned income is any income produced by investments, such as interest on savings, dividends on
stocks, or rental income.

Wages from Form W-2 are generally included on Form 1040.

Common sources of taxable interest income are checking and savings accounts, certificates of deposit
(CDs), savings certificates, or U.S. government bonds. This interest is reported by the payer on Form
1099-INT and included in the taxpayer’s income on Form 1040.

Interest on certain bonds, such as from state political subdivisions, District of Columbia, or port authorities,
are exempt from federal income tax but must be reported on Form 1040.

Dividends are reported to the taxpayer on Form 1099-DIV. Ordinary dividends are corporate distributions
paid out of the earnings and profits of a corporation. Qualified dividends are ordinary dividends that qualify
for lower, long-term capital gains tax rates. Capital gain distributions are reported on Form 1040 and
Schedule D, if required.

Taxpayers who itemized deductions in the previous year and received a tax benefit from deducting state
or local income taxes may have to report part or all of their refund as income. Taxpayers generally receive
Form 1099-G reporting their state or local tax refund.

Alimony is income received from a spouse or former spouse under a separation or divorce instrument. If
the alimony was paid pursuant to a divorce or separation instrument executed on or before December 31,
2018, it is taxable income and included on Form 1040, Schedule 1.

What situations are out of scope for the VITA/TCE programs?

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your
awareness only.

Taxpayers with income from the following sources:

o Other gains/losses
o Farm income

Taxpayers who must check “yes” to the digital asset question on Form 1040.

Taxpayers subject to the Additional Medicare Tax, the Net Investment Income Tax, or the Alternative
Minimum Tax

Taxpayers who use the accrual method for reporting income

Taxpayers who buy or sell noncovered bonds between interest payment dates

Form 1099-INT amounts reported in the box labeled Specified private activity bond interest if AMT applies
Form 1099-INT premium amount is greater than the respective amount of interest reported.

Form 1099-DIV amounts reported in the boxes labeled Unrecap. Sec. 1250 gain, Section 1202 gain, Cash
liquidation distributions, and Noncash liquidation distributions

Adjustments needed for any of the amounts reported on Form 1099-0ID, or if the taxpayer should have
received Form 1099-0OID but did not receive one

State or local income tax refunds received during the current tax year for a year other than the previous tax year
Alimony/divorce agreements executed before 1985

Tax returns for ministers and members of the clergy because of unique tax issues

The FATCA filing requirement box is checked on any 1099 form.
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* The taxpayer is required to file form FINCEN 114 or received a distribution from, or was the grantor of, or
transferor to, a foreign trust.

* Taxpayers whose Form 1099-G reports agriculture payments, market gain, or Box 8 indicates that the state
payments are trade or business income.

\.\ To gain a better understanding of the tax law, complete the practice return(s) for your course of study
=\ using the Practice Lab on L&LT.
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Income — Business

&
Introduction

This lesson will help you prepare an accurate return for taxpayers who have business income, including self-
employment income. Form 1040 is used to report income from a business or profession operated as a sole
proprietor or independent contractor.

Preparation of tax returns with Schedule C, Profit or Loss From Business (Sole Proprietorship), are in scope
for VITA/TCE under certain limited conditions and with expenses of $35,000 or less.

This lesson covers recordkeeping requirements for taxpayers with business income and expenses. Refer to
Publication 334, Tax Guide for Small Business and Publication 583, Starting a Business and Keeping
Records, for more information. You will learn how business income is determined and how it affects eligibility
for certain tax credits.

Objectives What do | need?

At the end of this lesson, using your resource materials, you will be able to: « Form 13614-C

e Determine how to report business income  Publication 4012
* Determine what business expenses are within the scope for the VITA/TCE « Publication 334
programs

* Publication 463

* Form 1099-K

* Form 1099-MISC

* Form 1099-NEC
Where do | get business income information? * Schedule C

* Schedule C Instructions
* Schedule SE

* |dentify “red flags” when preparing a Schedule C return with earned income
credit (EIC)

¢ Determine what records should be maintained

Business income information may come from the following:

e Forms 1099-MISC, Miscellaneous Income
Optional:

Forms 1099-NEC, Nonemployee Compensation

« Forms W-2, Wage and Tax Statement, with Statutory Employee checked in * Publication 583
Box 13

* Taxpayer’s books and records

Forms 1099-K, Payment Card and Third Party Network Transactions

Based on your interview and the completion of the taxpayer’s intake and interview sheet, you may discover
that the taxpayer or spouse had business income from being self-employed or working as an independent
contractor. Taxpayers are self-employed if they carry on an unincorporated trade or business as a sole
proprietor or independent contractor. These taxpayers may not have income statements for their business
income and expenses. The information to prepare their tax return comes from their records.

Carefully review the intake and interview sheet and ask follow-up questions to determine if the taxpayer or
spouse had business income. Taxpayers may not think of themselves as “self-employed” if they have a small
home business or work part-time as an independent contractor.

Taxpayers who must answer Yes to the digital asset (virtual currency) question on Form 1040 should
be referred to a professional tax preparer. Identify these situations as early in the interview as
possible. Refer to Scope of Service in Publication 4012, VITA/TCE Resource Guide and Instructions
for Form 1040 for details on digital assets.
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Income received from all sources in a self-employed taxpayer’s business must be reported, unless
excluded by law.

Cash Income

Some taxpayers may indicate that they received cash income for self-employment activity. This income must
be reported, unless excluded by law.

If taxpayers do not have adequate records of the cash income they received, you may be able to assist them
with simple record reconstruction. See the section on reconstructing records later in this lesson.

Form 1099-NEC, Nonemployee Compensation

Taxpayers who are independent contractors should receive Form 1099-NEC showing the income they
earned from payers who are required to file Forms 1099. The amount from Form(s) 1099-NEC, along with
any other business income payments, are reported on their tax return.

A taxpayer does not have to conduct regular full-time business activities to be self-employed. Having a part-
time business in addition to a regular job or business may be self-employment. Ask for any Form(s) 1099-
NEC that document this income. During the interview, confirm the taxpayer’s activities are a business and not
a hobby. Subcontractors or individuals (including for-hire drivers) who receive less than $600 may not receive
Form 1099-NEC, but still must report all their income. Also ask for documentation of any business income
that was not reported on Form W-2 or Form 1099-NEC (e.g., payments received from individual clients who
do not need to file Form 1099).

ﬂ’\ Tim works as an independent contractor for ABC Construction Company. The company sent Tim a
Form 1099-NEC that shows he received $15,000 for the work he did for them. He also received cash
\‘y payments of $4,000 from several different individuals for the work he completed. He did not receive
Forms 1099-NEC for the $4,000. Tim must include the $4,000 cash payments as self-employment
income along with the $15,000 from Form 1099-NEC.

Form 1099-MISC, Miscellaneous Income

Taxpayers may receive other business income on Form 1099-MISC, Boxes 2 and 3. Refer to Schedule C
instructions for more information. Box 2 royalties from the taxpayer’s own personal services are generally
reported on Schedule C. Examples include authors and composers. If from another person’s services, they
are generally reported as other income in Box 3. An example is inherited royalties.

' Bartering is an exchange of property or services. Bartering is beyond the scope of the VITA/TCE
e [Programs.

Form 1099-K, Payment Card and Third Party Network Transactions

Form 1099-K is used by third-party networks (such as Visa, Mastercard, or others) to report transactions
processed for taxpayers, including those who use their automobiles for hire or ride share services such as
Uber, Lyft, Sidecar, etc., also known as the Gig Economy. Taxpayers may not receive the Form 1099-K if the
amount is less than $600, but the amount received must still be reported. For additional information regarding
Gig Economy, see Gig Economy Tax Center at www.irs.gov/businesses/gig-economy-tax-center.

Darryl used his car only for personal purposes during the first 6 months of the year. During the last 6

gﬂg months of the year, he drove the car a total of 18,000 miles. Of those miles, 15,000 miles were driven
providing transportation through a ride-sharing service. He received a Form 1099-K showing the
income he received from the ride-sharing business. Darryl can deduct the 15,000 miles using the
standard mileage rate as well as any other ordinary and necessary business expenses, such as
supplies, a cell phone, food and drinks for passengers, parking fees, tolls, roadside assistance plans,
business insurance, and taxes.
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Volunteer sites may see more Forms 1099-K than in the past because the form filing threshold has
' been substantially reduced. Due diligence is needed to ascertain the correct reporting of these
® " proceeds, if any.

Income from Covid-19 Related Grants

If a grant was awarded to a business, even a self-proprietor Schedule C business, the COVID grant must be
declared and is taxable and subject to self-employment tax.

Qualified Medicaid Waiver Payments

Qualified Medicaid waiver payments may be excluded from gross income. To be qualified Medicaid waiver
payments, the care provider and the care recipient must reside in the same home. When the care provider
and the care recipient do not live together in the same home, the Medicaid waiver payments are fully taxable.

A taxpayer may choose to include qualified Medicaid waiver payments in the calculation of earned income for the
earned income credit (EIC) and additional child tax credit (ACTC). The taxpayer may include qualified Medicaid
waiver payments in earned income even if the taxpayer chooses to exclude those payments from gross income.

* Ataxpayer may not choose to include or exclude only a portion of qualified Medicaid waiver payments.
Either include all or none of the qualified Medicaid waiver payments for the taxable year in earned income.

* If the taxpayer chooses to include qualified Medicaid waiver payments in earned income, that amount will
be included in the calculation for both the EIC and the ACTC.

Refer the Volunteer Resource Guide, Tab D, Income, Entering the Medicaid Waiver Payments.
How is business income reported?
Form 1040, Schedule C

Form 1040, Schedule C, is used to report income from a business operated or a profession practiced as a
sole proprietor. Schedule C shows the income and expenses and the net income amount is carried to Form
1040. An activity qualifies as a business if the primary purpose for engaging in the activity is for income

or profit and the taxpayer is involved in the activity with continuity and regularity. For example, a sporadic
activity or a hobby does not qualify as a business. A hobby is an activity typically undertaken for pleasure
during leisure time.

To report income from an activity not for profit, see the instructions for Form 1040 and Publication 17, Other
Income. This topic is out of scope. Refer any taxpayers with not-for-profit activity to a professional tax
preparer.

Form 1040, Schedule C, is also used to report wages and expenses the taxpayer had as a statutory
employee or certain income shown on Form 1099-MISC or Form 1099-NEC.

Some employers misclassify workers as independent contractors and report their earnings on
Form 1099-MISC or Form 1099-NEC. Taxpayers who believe they have been misclassified should
contact the IRS and ask for help.

Volunteer tax preparers who have Advanced certification can assist with preparation of the limited
Schedule C.

transfers the net profit to the applicable line on Schedule SE, Self-Employment Tax, to compute the
self-employment tax. The software will also transfer the net profit to Form 8995 to compute the qualified
business income deduction. Amounts are then transferred to the applicable lines of Form 1040.

The tax software calculates net profit after income and expense entries are made. Next, the software
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The following terms are used in the preparation of business returns:

Definition of Terms

Business expenses Business expenses are amounts that are ordinary and necessary to carry on the business.
Cash method of accounting The cash method of accounting reports all income when received and deducts all expenses when paid.
Inventory Inventory is the items the taxpayer buys or makes for resale to others. Taxpayers with inventories should

be referred to a professional tax preparer.

Depreciation The cost of items that are expected to last more than a year should be spread over a period of years
rather than deducted in the year of purchase. If the taxpayers have such a cost, they should be referred
to a professional tax preparer.

Election to expense business assets | An election is available to immediately expense qualifying business assets, known as a “179 deduction”.
Taxpayers who wish to expense business assets should be referred to a professional tax preparer.

What is in scope for VITA/TCE?
Volunteers can assist taxpayers who have returns that require Schedule C with certain limits:

* Have less than $35,000 in business expenses

* Use the cash method of accounting

* Have no inventory at any time during the year

* Did not have a net loss from the business

* Have no employees during the year and did not pay contract labor for services (out of scope issue)

* Are not required to file Form 4562, Depreciation and Amortization, for this business (depreciation and the
election to expense business assets are out of scope for the VITA/TCE programs), but see the de minimis
expense election below

* Do not deduct expenses for business use of a home

During the interview, if you discover taxpayers have issues that fall outside the scope of the VITA/TCE
programs, refer them to a professional tax preparer.

More than one Schedule C can be prepared if the taxpayers have more than one business or to
report each spouse’s share of the business if it is jointly operated and filing a joint return.

The net profit or loss will be reported on Form 1040. The net profit will also need to be shown on Schedule
SE in order to calculate the self-employment tax. Schedule SE will be covered in a later lesson.

Taxpayer Interview and Tax Law Application

As you review the intake and interview sheet with taxpayers, ask questions to determine if they have any self-
employment income, their accounting method, and their business expenses, as shown in this sample interview:

Sample Interview

Volunteer Says... Jason Responds...

What kind of business do you have and were you the sole owner? | install air conditioners and, yes, | own the business myself. No
partners or employees.

Do you have a record of your business income and expenses for last | Yeah, I've got a separate checking account for my business. | had a

year? pretty decent first year actually.

Do you use the cash method of accounting? Yes. | have a printout of my year-end summary here.

And what were your expenses? Well, | do the installations myself; | spend a lot of money on parts,
tools that last less than a year, and equipment repairs. My expenses
for the year were $2,212.
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Sample Interview

Volunteer Says... Jason Responds...
Do you keep any parts in inventory? No, | purchase the parts when an order is placed with me.
And you say you had a good year? In other words, did you make a That's correct.
profit?
Do you plan on deducting expenses for the business use of your No, | don't.
home?
Okay, and how much business income did you have? My gross totaled $30,762.
[On page 2 of the intake and interview sheet, indicate Jason’s
responses to these questions.]

5_ l *
J__/ EXERCISE

»

Question 1: Based on the information in the sample interview, is Jason’s return in scope for VITA/TCE?

a. Yes
b. No

How do you clarify taxpayers’ business income and expenses?

All IRS-certified volunteers must exercise due diligence when preparing tax returns. Due diligence means
doing your part to ensure tax returns are correct.

This means, as a volunteer, you must do your part when preparing or reviewing a tax return to ensure the
information on the return is correct and complete. Generally, you can rely in good faith on information from a
taxpayer without requiring documentation as verification.

However, when preparing a tax return with a Schedule C and the earned income credit (EIC), take additional
steps to determine that the net self-employment income used to calculate the amount of, or eligibility for, EIC
is correct and complete. Additional clarification or inquiries should be made if the information furnished by the
taxpayer appears to be incorrect, incomplete, or inconsistent. Taxpayers sometimes want to over report or
under report their income to qualify for or maximize the amount of EIC.

Ask sufficient questions of taxpayers claiming self-employment income to be satisfied that:

* The taxpayer actually conducts a business

* The taxpayer has records to support income and expenses, or can reasonably reconstruct income and
expense records

* All income and related expenses have been included on the taxpayer’s Schedule C

Emphasize to taxpayers that in the event of an IRS audit, they would need to provide receipts to support their
reported income and expenses.

What Schedule C situations raise a “red flag”?

As a volunteer preparing a tax return with Schedule C, watch for examples of incorrect, incomplete, or
inconsistent information, such as:

* Schedule C income reported in round numbers

* Schedule C cash businesses as the only source of income on a return claiming EIC

* Schedule C with little or no expenses when expenses would be expected

* Schedule C taxpayers with little or no records for income and expenses
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* Any Schedule C income that qualifies the taxpayer for the maximum EIC

e Schedule C without a Form 1099

Taxpayer Interview and Tax Law Application

A taxpayer, Dana, comes in to have her tax return prepared. She tells you she runs her own babysitting
business and wants to claim the EIC. To assist the taxpayer in completing an accurate return, you need to
ask more questions to determine if Dana did incur allowable business expenses and that the income she

reported is correct.

Sample Interview

Volunteer Says...

Dana Responds...

Tell me about your business, and were you the sole owner?

| have a babysitting service that | handle all by myself.

Do you have a record of your business income and expenses for last
year?

Well, 'm not very good at keeping records, but | can tell you that |
made $14,000 over the course of the year. | didn’t have any expenses.

How did you determine that you made a net profit of $14,000?

| based my income on deposits to my checking account.

| see. We may be able to reconstruct your business income based on
your deposits. Did you bring any bank statements or your checkbook
record with you today?

No, I'm sorry.

How many children did you care for, and was this a full-time or part-
time job for you?

Babysitting is just part-time. | watch several of my neighbors’ children
along with my own kids who are 8 and 10 years old.

What is your fee for babysitting?

It averages about $10 an hour.

Do you have a calendar or schedule of the children present each day?

No, but | may be able to come up with one.

Do you have a business license or permit, and do you watch the
children in your own home or in a daycare facility or in the client’s
home?

My home and sometimes at my neighbors’ homes. | don’t need a
permit.

Do you buy any supplies such as food, diapers, toys,
or other items necessary for the business?

Sometimes | need to buy supplies. But | didn’t bring receipts with me.

Did you intend to deduct expenses for the business
use of your home?

No, | don't think so.

Be aware that the IRS requires that you report all income and
allowable expenses on your tax return.

In the event of an IRS audit, you will be responsible for providing
support for the income and expenses claimed on your return.
Before we can proceed, you'll need to gather some additional facts
and records. I'll write down a list of items that could help us more
accurately calculate your net profit from your business.

OK - thanks. I'll see what | can pull together.

The information provided by the taxpayer appears to be both inconsistent and incomplete, because it is
unlikely that someone who operates this type of business:

1. Has no business expenses. Most businesses have expenses, even if it is just a few dollars here and there.

2. Has annual gross receipts from the business that are an exact round dollar amount, and that amount

maximizes EIC.

The volunteer cannot complete a return based on information provided, but gives Dana the chance to gather

materials to document her business.
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What business expenses are within scope for the VITA/TCE programs?

Taxpayers deduct the costs of running their business. These costs are known as business expenses.

To be deductible, a business expense must be both ordinary and necessary. An ordinary expense is one
that is common and accepted in the taxpayer’s industry. A necessary expense is one that is helpful and
appropriate for the taxpayer’s trade or business. All ordinary and necessary expenses incurred in a self-
employed taxpayer’s business must be reported. See the Instructions for Schedule C for more detailed
information on deductible business expenses. Examples of these expenses include the following:

Advertising

Advertising expenses are the costs associated with promoting the business through various means including
internet ads, newspapers, magazines, billboards, racing sponsors, and television spots.

' Every self-employed taxpayer must claim all allowable deductions in computing net earnings from
e Self-employment.

Car and Truck Expenses

A taxpayer who uses a car or truck in a business may be able to deduct the costs of operating and
maintaining the vehicle. This is true even if the taxpayer used the vehicle for hire. Vehicle expenses can
be calculated using actual expenses or the standard mileage rate. Actual expenses include depreciation.
The calculation of depreciation is outside the scope of the VITA/TCE programs. If the taxpayers have used
actual expenses in the past, or wish to use actual expenses in the current year, they must be referred to a
professional tax preparer.

For the standard mileage deduction, the current standard mileage rate is multiplied by the number of
business miles.

Self-employed taxpayers can also deduct the business part of interest on a car loan, state and local personal
property tax on the car, parking fees, and tolls, whether or not they claim the standard mileage rate. For-hire
drivers may have other deductible car expenses such as cellular service, fees, and ride-sharing insurance

in addition to using the standard mileage rate. Commuting and other personal automobile expenses such as
depreciation, lease payments, maintenance and repairs, gasoline (including gasoline taxes), oil, insurance,
parking tickets, traffic fines, or vehicle registration fees are not deductible.

/‘\ Wendy is a self-employed masseuse and does not maintain an office in her home. She does neck

\4 massages for office workers and travels to three office buildings each work day. It is 10 miles from
home to the first office and 5 miles from the last office back home. These 15 miles are commuting
miles and, therefore, not deductible. The 13 miles Wendy drives from the first office to the second
office and 5 miles from the second office to the third office are deductible. Of the 33 miles driven
each work day, 18 miles are deductible.

For-hire drivers who have mileage in between customer pick-ups can claim the mileage as a
business expense.

Commissions and Fees

Commissions or fees are paid to both individuals and businesses. If payments to a single individual are $600
or more, the taxpayer must report the payments on Form 1099-MISC or Form 1099-NEC. In this case, the
taxpayer’s return is out of scope for the VITA/TCE programs.
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Insurance

Insurance policies and coverage are deductible for the business operation. This includes property and
business liability insurance.

If the standard mileage rate is used, no deduction is allowed for regular automobile insurance premiums.
A for-hire driver’s cost of extra liability coverage can be added to the standard mileage rate if separate from
the main policy.

Health insurance for the sole proprietor and his or her family is not deductible as a business expense on
Schedule C. However, these medical premiums may be deducted on Form 1040 as an adjustment to gross
income, subject to qualifications, and is discussed in the Adjustments to Income lesson.

Other Interest

This category can include interest paid on business operating loans, but not mortgage interest. Business
interest includes the business portion of interest on a car loan — it can be added to the standard mileage rate.

Legal and Professional Services

Expenses included on this line are fees paid to professionals, such as attorneys, accountants, appraisers,
and engineers.

Legal fees paid to acquire business assets are not deductible. These costs are added to the basis of the
property. Some accountant fees and attorney fees may be for personal services (e.g., tax returns, wills, or
estates) and are not deductible as business expenses.

Payments over $600 may require a Form 1099-MISC or 1099-NEC to be filed, which makes the return out of scope.
Office Expense

Office expense generally includes supplies such as pens, paper, and postage.

Rent or Lease — Vehicle, Machinery, and Equipment

This category includes rental fees for cars, trucks, vans, machinery, equipment, and other personal property.
Vehicle leases of more than 30 days are out of scope. If the taxpayer uses the standard mileage rate method
for business miles of a leased vehicle, the return remains in scope.

Repairs and Maintenance

Repairs on equipment, office space, and buildings are some possible expenditures reflected in this category.
Expenses that should not be reflected are:

» Capital equipment that is improperly expensed (see Cost Recovery in Publication 535, Business
Expenses).

* Repairs that substantially improve a facility or equipment that should be capitalized.

Also see the de minimis expense election below under Other Expenses.

Supplies

Supplies expense includes costs for general operating supplies not associated with the cost of goods sold.
Business Meal Expenses

A business owner can deduct a percentage, generally 50%, of the actual cost of a meal if the following
conditions are met:
* The meal expense was an ordinary and necessary expense in carrying on the taxpayer’s trade or business;

* The expense was not lavish or extravagant under the circumstances;
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* The taxpayer was present at the meal;

* The meal was provided to a current or potential business customer, client, consultant, or similar business
contact; and

* In the case of food or beverages provided during or at an entertainment event, the food and beverages
were purchased separately from the entertainment, or the cost of the food and beverages was stated
separately from the cost of the entertainment on one or more bills, invoices, or receipts.

Taxes and Licenses
Taxpayers can deduct taxes and license fees paid in the operation of their business. Examples include:

 State and local sales taxes imposed on the taxpayer as the seller of goods or services
* Real estate and personal property taxes on business assets
* Certain licenses and regulatory fees

Travel Expenses

Travel expenses are the ordinary and necessary expenses of traveling away from home for business.
Examples of deductible travel expenses are in the Volunteer Resource Guide, Income tab.

Utilities

Utilities typically consist of normal electric, gas, water, and telephone expenses incurred for the business.
There should be no deduction for personal expenses or expenses for a home office in this category.

p Kiana runs a small business from her home. She has only one phone line and frequently makes long-
\4 distance calls for business. The cost of the phone line cannot be deducted, but Kiana can deduct the
long-distance charges for her business calls.

Other Expenses

Taxpayers may also be able to deduct other ordinary and necessary business expenses not deducted
elsewhere on Schedule C.

Taxpayers can deduct the cost of their education expenses (including certain related travel) related to the
trade or business. Taxpayers must be able to show the education maintains or improves sKkills required in
their trade or business, or that it is required by law or regulations, for keeping license to practice, status, or
job. See Form Schedule C Instructions (Part V — Other Expenses) for more information.

Taxpayers may elect to apply a de minimis safe harbor to amounts paid to acquire or produce tangible
property used in the taxpayer’s trade or business. They may use this safe harbor to deduct amounts paid
for tangible property up to $2,500 per invoice or item (substantiated by invoice) if they have accounting
procedures in place whereby they deduct amounts paid for business property if the costs of such property
are under a certain de minimis amount.

The de minimis safe harbor election does not include amounts paid for inventory and land. The election
applies for the taxable year and, if made, applies to each expenditure meeting the criteria for the election

in the taxable year. Make the election by attaching a statement titled “Section 1.263(a)-1(f) de minimis safe
harbor election” to a timely filed original federal tax return including extensions for the taxable year in which
the de minimis amounts are paid. The statement should include the taxpayer’s name, address, and Taxpayer
Identification Number, as well as a statement that the taxpayer is making the de minimis safe harbor election.

9-9 Income — Business



Barry bought a new ladder for $450 and uses it exclusively in his business. In keeping his books and
records, Barry uses an accounting procedure whereby he deducts amounts he pays for business
equipment if the cost of the equipment is $1,000 or less. Under the de minimis safe harbor, Barry can
deduct the full cost of the ladder as a business expense, as well as any other equipment purchases
for $1,000 or less, by attaching the required statement to his timely filed tax return.

E Barry makes his living as a handyman and earned $17,438 during the tax year. In the same year,

How do | complete Schedule C?
On Schedule C, business expenses are broken down by category.
General Information Section

Using the Volunteer Resource Guide, Tab D, Income, complete the questions about your business in
TaxSlayer.

In general, taxpayers who seek assistance through the VITA/TCE programs may be required to file Form
1099-MISC or Form 1099-NEC for payments in the amount of $600 or more for services performed for a
trade or business by people not treated as its employees or for rent paid. The taxpayer must file Form 1099-
NEC or Form 1099-MISC to report contract labor or rent payments. For a complete listing of Forms 1099 and
the requirements for filing each one, refer to the chart in the General Form 1099 Instructions.

If the taxpayer responds Yes to making payments that would require the filing of Form(s) 1099, the income
tax return and any related Form 1099 preparation are both out of scope for the VITA/TCE programs. The
taxpayer must be referred to a professional tax preparer even if the taxpayer indicates they have already filed
the Forms 1099.

Part |: Income

Enter each Form 1099-MISC or 1099-NEC that the taxpayer received. Also enter income that was not
reported on a Form. The combined total represents the gross receipts from the taxpayer’s trade or business.
Refer to the Volunteer Resource Guide for the software entries, including when the income was reported on
Form W-2 and the “Statutory Employee” box on that form is checked.

Determine if the taxpayer received business income that was not reported on Form 1099-NEC. For
' example, tips received by self-employed hair stylists or manicurists are to be included in gross
® " receipts on Schedule C.

Statutory Employees

A “Statutory employee” can report the income and claim expenses related to that income on Schedule C.
Enter the statutory employee income from Form W-2, Box 1, on line 1 of Schedule C. Social Security and
Medicare taxes should have been withheld from the earnings; therefore, the taxpayer does not owe self-
employment tax on these earnings. Be sure to indicate that this is a statutory employee on the input screen
so that the self-employment tax is not computed by the software. Statutory employees include full-time life
insurance agents, certain agent or commission drivers, traveling salespersons, and certain home workers.

Self-employment income and statutory employee income cannot be reported on the same Schedule C. The
taxpayer must file two separate Schedules C.

Part Il: Expenses

On Schedule C there is a separate line for the most common expenses that are incurred in a business.
Review the taxpayer’s business expense information. The taxpayer will decide whether a particular expense
is ordinary and necessary for their business. Your role is to inform the taxpayer of the rules and ask probing
interview questions to resolve incomplete or inconsistent data.
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Part lll: Cost of Goods Sold

This relates to inventory and is out of scope for the VITA/TCE programs.

Part IV: Information on Your Vehicle

This includes information for claiming the standard mileage rate for vehicle expenses.
Part V: Other Expenses

This includes all ordinary and necessary expenses not deducted elsewhere on Schedule C. Report the cost
of purchases as other expenses and not as cost of goods sold for a small business using the cash method of
accounting.

o —

5_—/’ EXERCISES (continued)
L
Question 2: Daniel has his own business. He received Form 1099-NEC for $13,000 for work he completed

as an independent contractor. He also received cash payments that total $2,500 for other jobs he completed
for different individuals. Must Daniel report the cash payments of $2,500 on his return?

a. Yes

b. No
Question 3: Ellen has a small business. The gross income from her business is $40,000, her business
expenses total $11,500, and she must file a Schedule C. Is Ellen’s tax return in scope for the VITA/TCE
programs?

a. Yes

b. No

business income on Form 1040 as a qualified business income deduction. For more information, see

g Taxpayers who report a profit on Schedule C may be able to deduct up to 20% of their qualified
the Standard Deduction and Tax Computation Lesson or the instructions for Form 1040.

Recordkeeping
Why keep records?
Everyone in business must keep records. Good records will help the taxpayer do the following:

* Monitor the progress of their business
* Prepare their financial statements

* |dentify source of receipts

* Keep track of deductible expenses

* Prepare tax returns

e Support items reported on tax returns

Kinds of records to keep

Except in a few cases, the law does not require any specific kind of records. Taxpayers can choose any
recordkeeping system suited to their business that clearly shows their income and expenses.
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The recordkeeping system should include a summary of business transactions. This summary is usually
made in the taxpayers’ books and records (for example, accounting journals and ledgers). The books and
records must show the gross income, as well as the deductions and credits. For most small businesses, the
business checkbook is the main source for entries in the business books and records. In addition, supporting
documents must be kept.

Supporting documents

Supporting documents include sales slips, paid bills, invoices, receipts, deposit slips, bank or credit card
statements and canceled checks. These documents contain information that must be recorded in the
business books and records.

g When a business involves the use of a vehicle, a mileage log would be a supporting document.

It is important to keep these documents organized and in a safe place because they support the entries in
the business books and records, and on the tax return. For instance, organize them by year and type of
income or expense.

Records include electronic records. Taxpayers should retain paper and electronic records that
support their tax return data.

Reconstructing records

Make adequate inquiries to be satisfied that the taxpayer is carrying on a business and that the income and
expenses reported on the tax return are substantially correct and complete.

You may help a taxpayer with simple record reconstruction. Assisting the taxpayer in reconstruction will

help teach the taxpayer about recordkeeping. Extensive record reconstruction should be performed by the
taxpayer or a paid preparer. If you are not satisfied with the accuracy of the reconstructed records, you have
the right to decline to prepare the return. See your Coordinator for guidance in these situations.

The goal of record reconstruction is to use available documentation to develop a sound and reasonable
estimate of the taxpayer’s business income and expenses to support the Schedule C prepared. When
reconstructing records, you can use such tools as:

* Appointment books or calendars

* Online map tools or apps that track business miles

* IRS standard allowances

* Checkbooks and canceled checks

* Cash apps and accounting software

* Bank or credit card statements

* Lists of regular clients

 Partial receipts or sales tax records

* Cell phone records, call history, or computer logs

* Prior year returns

How long to keep records

Generally, taxpayers must keep records that support income or deductions on a return until the statute of
limitations for that return runs out.
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The statute of limitations is the time period in which a taxpayer can amend a return to claim a credit or
refund, or the IRS can assess additional tax. For more information on recordkeeping see Publication 583,
Starting a Business and Keeping Records.

Taxpayer Interview and Tax Law Application

Remember our taxpayer, Dana, with a babysitting business? She said she made $14,000 in net profit from
her business, and wants to claim the EIC. After careful interviewing, the volunteer has determined the return
cannot be completed without record reconstruction. The volunteer asked Dana to go home and return with
some documentation to support her claims.

Based on the taxpayer’s materials and additional questions, you can now determine if Dana should be
claiming expenses for the business use of her home. If she can, refer the taxpayer to a professional tax
preparer.

Sample Interview

Volunteer Says... Dana Responds...
Nice to see you again, and | see you have some additional materials. | As you suggested, | completed a calendar that shows the number of
What kind of documentation were you able to put together? children that | cared for on each date.
That sounds great. First, let's multiply the number of children that Yes, | have some grocery store receipts, canceled checks, bank
you cared for by the corresponding charged rate to confirm your statements, and credit card statements. | have highlighted the regular
income figure. Did you also bring documents to support your business | purchases | made for my business.

expenses?

OK, then we'll calculate a reasonable estimate of expenses incurred. | Good. I'm sure my first estimate of $14,000 business income is not
accurate after all. | appreciate learning what | need to do to keep track
of my income and expenses.

What about self-employment tax?

A taxpayer must file Schedule SE if he or she has net earnings from self-employment of $400 or more. The
tax is computed on Schedule SE and transferred to Form 1040, and is added to other taxes owed. The
Schedule SE is attached to Form 1040, and is discussed in the Other Taxes lesson.

Self-employed taxpayers may claim an adjustment to income for part of their Social Security and Medicare
taxes.

Taxpayers who file Schedule C may be able to take a deduction for self-employment health
insurance. For more information, see the Adjustments to Income lesson.

T Self-employment tax and the deductible part of self-employment tax are automatically calculated.
The software then enters these amounts on the applicable lines of Form 1040.

Summary
This lesson explained:

* Where to get business income and expense information
e Cash income must be reported

 Subcontractors or individuals who receive less than $600 may not receive Form 1099-MISC, Form 1099-
NEC, or Form 1099-K, but still must report all cash income

* Additional inquiries about the taxpayer’s income and expenses may be necessary to ensure an accurate
return
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 Certain situations involving Schedule C and EIC should raise “red flags”

* How business income or loss is reported (a loss would make the return out of scope)
* What business expenses are within scope for the VITA/TCE programs

* How to complete Schedule C

* The records that should be maintained

* How to complete a simple record reconstruction

What situations are out of scope for the VITA/TCE programs?

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your
awareness only.

Schedule C with:

* Hobby income or not-for-profit activity

* Bartering income

» Expenses over $35,000

* Returns and allowances

* Cost of goods sold (inventory)

* Expenses for employees

* Business use of home

* Contract labor

e Casualty losses

* Vehicle expenses reported as actual expenses

* Depreciation or the election to expense business assets (other than the de minimis expense safe harbor
election)

* Rental or lease expenses — vehicle leases of more than 30 days (other than leased vehicles for which the
standard mileage method is used)

* Accounting methods other than the cash method
* Net losses

* A “No” response that indicates the taxpayer does not meet any of the tests for material participation, or is
uncertain about materially participating in a business

* A“Yes” response indicating there is a requirement to file Form(s) 1099
* Income from the manufacture, distribution, or trafficking of controlled substances (such as marijuana)
* Taxpayers who must answer Yes to the digital asset question on Form 1040

To gain a better understanding of the tax law, complete the practice return(s) for your course of study
using the practice lab on L&LT.

/

* EXERCISE Answers

LS XN

L

Answer 1: a, Yes. Jason meets all requirements to be considered in scope for the VITA/TCE programs.

Answer 2: a, Yes. The cash payments must be included in Daniel’s gross receipts the same as the $13,000
reported on Form 1099-NEC. Cash payments are compensation for his services and must be reported on his
Schedule C.

Answer 3: a, Yes. Ellen’s business expenses are under $35,000.
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Income — Capital Gain or Loss

&
Introduction

This lesson will help you assist taxpayers who must use Form 8949, Sales and Other Dispositions of Capital
Assets, in conjunction with Form 1040, Schedule D, Capital Gains and Losses, to report capital gains and/or
losses on the sale of assets. This lesson includes topics on the sale of stock, mutual funds, and the sale of

a personal residence. If the taxpayers have sold any other assets, refer them to a professional tax preparer.
This lesson will help you identify the asset’s holding period, adjusted basis, net short-term and long-term
capital gains or losses, the taxable gain or deductible loss, the tax liability, and the amount of any capital loss
carryover.

The intake and interview sheet asks about income from the sale of property such as stock, bonds, digital
assets, or real estate. Ask taxpayers if they sold any stock, securities, other investment property, or a home
during the tax year. It is important to ensure that all income is accurately reported on the return.

Transactions using a digital asset (virtual currency) or buying and selling a digital assets are out of
scope. However, the tax return in in scope if the taxpayer can check the “No” box on Form 1040.
Refer to Scope of Service in Publication 4012, VITA/TCE Resource Guide, and Instructions for Form
1040 for details on digital assets.

Information on the topics discussed in this lesson are in Publication 544, Sales and Other Dispositions of
Assets, Publication 551, Basis of Assets, Publication 550, Investment Income and Expenses, and Publication
523, Selling Your Home.

Objectives What do | need?

At the end of this lesson, using your resource materials, you will be able to: * Form 13614-C
Publication 4012
Publication 523
Publication 544
Publication 550
Publication 551

* Determine the adjusted basis of capital assets

* Determine if the asset’s holding period is long-term or short-term

Calculate the taxable gain or deductible loss from the sale of capital assets

* Determine whether a home is the taxpayer’s main home

Determine if a taxpayer meets the ownership and use tests
* Determine when the 5-year ownership/use test period is suspended Optional:

e Form 1040 Instructions

What information must | have to report a capital gain or
Form 1040, Schedule D

? °
loss? and Instructions
To report capital gain or loss, you will need to identify:  Form 1099-B
* Basis and/or Adjusted Basis: * Form 1099-DIV
o Basis is the original cost of the asset * Form 1099-
e Form 8949

o Adjusted basis includes original cost plus any increases or decreases to
that cost (such as commissions, fees, depreciation, deductible casualty
losses, insurance reimbursements or major improvements)

o Brokers must report cost or other basis on Form 1099-B, Proceeds From Broker and Barter Exchange
Transactions, unless the securities sold were noncovered securities. Taxpayers will have to provide the
information for noncovered securities not reported on Form 1099-B.
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o Taxpayers must use codes to report if Form 1099-B was received and whether or not it showed basis
reported to the IRS

* Holding period (when acquired and when disposed):

o Short-term property is held one year or less
o Long-term property is held more than one year
o Long-term capital gains are taxed at a lower rate than short-term gains and ordinary income

o Brokers must report whether the gain or loss is short-term or long-term on Form 1099-B, unless the
securities sold were noncovered securities. Taxpayers will have to provide the information for noncovered
securities not reported on Form 1099-B.

e Proceeds from the sale:

o Form 1099-B reflects gross or net proceeds for a stock or mutual fund
o Form 1099-S usually reflects gross proceeds of real estate transactions
o Other evidence in the absence of the above

Taxpayers will have to provide the information for noncovered securities not reported on Form 1099-
B. Noncovered securities are defined in Instructions for Form 1099-B.

T To review information related to the software, go to the Volunteer Resource Guide, Tab D, Income,
Schedule D, Capital Gain or Loss.

What is the basis of stock?

Basis

In order to compute gain or loss on a sale, taxpayers must provide their basis in the sold property. The basis
of property is usually its cost.

* |f taxpayers need help determining their basis and do not have the original purchase documents, refer
them to Publication 551 and their stockbroker.

* |If taxpayers cannot provide their basis in the property, the IRS will deem it to be zero.

Special rules apply to inherited property; these rules are covered in this lesson in the topic, “Basis Other
Than Cost.” If the taxpayer acquired the stock by means other than a purchase or inheritance, such as a

gift or an employee stock option plan (ESOP), and does not know the basis of the stock, refer them to a
professional tax preparer. The determination of basis in these situations is beyond the scope of the VITA/TCE
programs.

Adjusted Basis

An adjustment to basis may include additional commissions or fees paid to the broker at the time of purchase
or sale.

Stock is bought and sold in various quantities. It is important for the taxpayer to keep track of the basis per
share of all stock bought and sold. Events that occur after the purchase of the stock can require adjustments
(increases or decreases) to the “per share” basis of stock. The original basis per share can be changed by
events such as stock dividends and stock splits.
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» Stock dividends are issued in lieu of cash dividends. These additional shares increase the taxpayer’s
ownership (number of shares). The adjusted basis of the original stock shares is split among the new total
of shares, including the new stocks issued as a dividend. This lowers the taxpayer’s basis per share.

* A stock split is a method used by corporations to lower the market price of stock. A two for one stock split
will decrease the basis per share by half. For example, the original basis of $200 for 100 shares becomes
$200 for 200 shares.

* DRP (dividend reinvestment plan) accounts leave cash dividends with the company for the purchase of
additional shares. Even though these shares are from the same company, they retain their own individual
basis separate from the original purchase. Each new purchased share could have a different basis.

Brokers or mutual fund companies will track the basis of mutual fund shares for covered securities. Still,
taxpayers should keep track of their basis in mutual fund shares.

* The original basis of mutual fund shares bought is usually their cost or purchase price. The purchase price
usually includes any commissions or load charges paid for the purchase.

* The cost basis of mutual fund shares acquired by reinvesting distributions is the amount of the distributions
used to purchase each full or fractional share. This rule applies even if the distribution was an exempt-
interest dividend that was not reported as income.

* The basis in mutual fund shares may need to be increased or reduced. For more information, refer to
Publication 550.

p Alice paid $1,100 for 100 shares of ABC, Inc. stock (which included the broker’s commission of $25).

@ The original basis per share was $11 ($1,100 + 100). She received 10 additional shares as a tax-free
stock dividend. Her $1,100 basis must be allocated to the 110 shares (100 original shares plus the
10-share stock dividend). This results in an adjusted basis of $10 per share ($1,100 + 110).

Basis Other than Cost

There are times when cost alone cannot be used as basis. In some cases, the fair market value (FMV) or
adjusted basis is used.

* Property Received as a Gift — To determine the basis of property received as a gift, taxpayers must know
its adjusted basis to the donor just before it was given to the taxpayer. Taxpayers also need to know the
FMV at the time of the donation and the amount of any gift tax paid on the donation. Determination of the
adjusted basis of property received as a gift can be very complex and is beyond the scope of the VITA/TCE
programs.

* Inherited Property

o Before 2010 and after 2010: the basis of property inherited during this time is generally the FMV of the
property on the date of the decedent’s death. However, this can vary if the personal representative of
the estate elects to use an alternate valuation date or other acceptable method. If the taxpayer cannot
provide the basis for the property, refer the taxpayer to a professional tax preparer.

o During 2010 (after December 31, 2009, and before January 1, 2011): special rules may apply to property
inherited from a decedent who died in 2010. Determining the basis of such property can be complex. If
the taxpayer cannot provide the basis for the property, refer the taxpayer to a professional tax preparer
for determination of basis issues. For more information on the special rules, refer to Publication 4895,
Tax Treatment of a Property Acquired from a Decedent Dying in 2010 (Rev. October 2011). Download
Publication 4895 under Prior Year Forms and Instructions on IRS.gov.

e Wash Sales

o The reporting of wash sales is in scope only if reported on Form 1099-B (Box 1g) or on a brokerage or
mutual fund statement. Report the wash sale as an adjustment on Form 8949, line 1, columns (f) and (g).
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o A wash sale is the sale of securities at a loss and the acquisition of the same (substantially identical)
securities within 30 days of the sale date (before or after).

o Taxpayers cannot deduct losses from sales or trades of stock or securities in a wash sale unless the loss
was incurred in the ordinary course of business as a dealer in stock or securities (out of scope).

o The disallowed loss is added to the cost of the new stock or securities. The result is an increase to the
basis in the new stock or securities. This adjustment postpones the loss deduction until the disposition of
the new stock or secuirities.

o The holding period for the new stock or securities includes the holding period of the stock or securities sold.

p\ The taxpayer buys 100 shares of X stock for $1,000. The taxpayer sells these shares for $750 and
@g within 30 days from the sale buys 100 shares of the same stock for $800. Because the taxpayer
bought substantially identical stock, the taxpayer cannot deduct the loss of $250 on the sale.
However, the taxpayer adds the disallowed loss of $250 to the cost of the new stock, $800, to obtain
pay
the basis in the new stock, which is $1,050.

For additional information on how to figure the basis, refer to Publication 551.

assistance. If they do not know the basis of the property, refer the taxpayer to a professional tax

g If the taxpayer knows the basis of property that was inherited or received as a gift, you can provide
preparer.

How do | determine the holding period?
Long-Term or Short-Term

Brokerage firms report sales of securities, the acquisition cost, the dates of sale and acquisition, if there is a
wash sale adjustment, and whether the cost basis was reported to the IRS on Form 1099-B.

Taxpayers will have to provide any information not reported on Form 1099-B or when their records disagree
with the amount reported by the brokerage.

Form 1099-B will also indicate the date the stock was sold. The purchase and sell dates will determine the
holding period. Capital gains and losses are either long-term or short-term, depending on how long the
taxpayer owned the stock. Stock held for:

* One year or less has a short-term holding period
* More than one year has a long-term holding period

If a taxpayer acquired property by gift or inheritance, the taxpayer must provide the basis and
' acquisition date. Determining these tax items is complex and outside the scope of the VITA/TCE
® " programs.

The holding period begins the day after the shares were purchased and includes the day the shares were
sold. If investment property is inherited, the capital gain or loss is treated as long-term. This is true regardless
of how long the property is held.

Determining the correct holding period is important because short-term gains are taxed at regular income tax
rates and long-term gains are taxed at a lower rate than the other income reported on the return.

Stock acquired as a nontaxable stock dividend or stock split has the same holding period as the original
stock owned. They are considered to have been acquired on the same day as the original stock. Stock
acquired in a DRP has its own purchase date. The holding period for stock received as a taxable stock
dividend begins on the date of distribution.
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p\ Lenny bought 500 shares of XYZ Corporation stock for $1,500, including his broker’s commission.
’ Five years later, XYZ distributed a 2% nontaxable stock dividend (10 shares). Three days after the
stock dividend was distributed, Lenny sold all his XYZ stock for $2,030.

Although Lenny owned the 10 shares for only three days, all the stock has a long-term holding period. Stock
acquired as a nontaxable stock dividend has the same holding period as the original stock owned. Because
he bought the stock for $1,500 and then sold it for $2,030 more than a year later, Lenny has a long-term
capital gain of $530 on the sale of his 510 shares.

If taxpayers do not have the purchase documents or other records showing the date of purchase and cost,
refer them to their stockbroker or financial planner.

For additional information on the holding period and other tax consequences of selling or trading investment
property, refer to Publication 550.

noncovered securities, most brokers and mutual fund companies provide supplemental basis

Although brokers and mutual fund companies are not required to report basis information for
g information that can be used if the taxpayer concurs with the information.

Mutual Funds

A mutual fund is a regulated investment company generally created by “pooling” funds of investors providing
the advantage of a diversity of investments and professional management.

Owners of mutual funds may receive both Form 1099-DIV and Form 1099-B. Form 1099-DIV reports capital
gain distributions from sales of stock held by the mutual fund. Profits of these sales are reported to the
shareholders of the fund as capital gain distributions. If taxpayers (owners) decide to sell any of their shares
in the mutual fund itself, Form 1099-B will be issued. The taxable gain or loss from the sale or exchange of
the taxpayer’s shares in a mutual fund is reported on Schedule D as a capital gain or loss.

If mutual fund dividends and capital gain distributions are reinvested in new shares, the holding period of
each new share begins the day after that share was purchased. Therefore, if both the new shares and the
original shares are sold, there may be both short-term and long-term gains and losses.

To figure the gain or loss on the disposition of mutual fund shares, determine which shares were sold and
the basis of those shares. If the shares in a mutual fund were acquired all on the same day and for the same
price, figuring their basis is not difficult. However, shares are generally acquired at various times, in various
quantities, and at various prices, making it more difficult to figure the basis. Taxpayers can choose to use
either a cost basis or an average basis to figure the gain or loss. For more information on how to report the
sale or exchange of mutual fund shares, refer to Publication 550.

Stock

Some taxpayers may own shares of stock they bought on different dates or for different prices. This means
they own more than one “block” of stock. Each block may differ from the others in its basis (the amount paid
for the stock), its holding period (long-term or short-term), or both.

In directing a broker to sell stock, the taxpayer may specify which block, or part of a block, to sell. This is
called “specific identification.” To be valid, the specification must be made before or at the time of sale, not
after the sale. If the taxpayer does not do this, the shares are sold from the earliest block purchased (FIFO
method — or First In, First Out).

p Marie bought 100 shares of Antrim Corporation stock for $2,000. A year later, she bought another
' 100 shares of Antrim for $2,300. Five years later, she sold 100 shares of Antrim for $3,000 but she
did not identify the specific block at the time of sale.
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Because Marie purchased the earliest block of 100 shares at $2,000, the adjusted basis of the shares
she sold was $2,000. The sales price of the 100 shares sold was $3,000. Marie had a long-term
capital gain of $1,000.

However, if she had told her broker to sell the 100 shares from the second block of stock she bought,
the adjusted basis would have been $2,300, giving Marie a long-term capital gain of $700.
What information do | need from Form 1099-B?

Sale of stock is reported to the taxpayer on Form 1099-B, Proceeds From Broker and Barter Exchange
Transactions. Form 1099-B is prepared by the broker who handled the sale of the stock. Refer the taxpayer
to a professional tax preparer if any of the following boxes has an entry:

¢ Accrued market discount

Profit or (loss) realized on closed contracts

* Unrealized profit (loss) on open contracts — prior year

* Unrealized profit (loss) on open contracts — current year
* Aggregate profit (loss) on contracts

* Proceeds are from collectibles

 Bartering

If there is a FATCA filing requirement

These boxes provide information about transactions that are out of scope for the VITA/TCE programs.

included, but the order of the information may vary. Carefully review the broker statement during the

g Most brokers report using a substitute Form 1099-B, not the IRS form. All the same information is
interview to confirm that all transactions are in scope.

' On a brokerage statement, margin interest is investment interest. If the taxpayer is itemizing
. deductions, the return is out of scope.

Form 1099-B includes these boxes for reporting sales of securities:

* Description of property

* Date acquired

* Date sold or disposed

* Proceeds

* Cost or other basis

* Wash sale loss disallowed

* Type of gain (short-term or long-term)

* Federal or state income tax withheld

* Whether the basis was reported to the IRS or if it is a noncovered security
* Whether the amount reported is gross proceeds or net proceeds

When the FATCA box is checked, the taxpayer may have additional reporting responsibilities with
' respect to their foreign accounts or assets. These topics are beyond the scope for the VITA/TCE
®  programs and affected taxpayers should be referred to a professional tax preparer.
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Brokers must complete boxes on the Date of sale or exchange; Date of acquisition; Type of gain or loss; Cost
or other basis; and Wash sales when reporting sales of securities unless the box for Noncovered security is
checked.

Date of Sale or Exchange

The stockbroker reports the date the stock was sold on Form 1099-B. If the securities sold were noncovered
securities, use this date, along with the purchase date provided by the taxpayer to determine the holding
period. If the securities sold were covered securities, the stockbroker reports the date the stock was acquired
and whether the gain was short-term or long-term.

Sales Price
The stockbroker must reduce the gross proceeds for any commissions or transfer taxes related to the sale:

* If sales price (gross proceeds) is checked, ask the taxpayer for the amount of commissions/fees paid and
enter an adjustment on the capital gains worksheet

¢ If sales price less commissions and option premiums (net proceeds) is checked, the broker subtracted the
commissions and fees from the proceeds

gﬁ@ Richard sold stock for $2,300. He paid his broker a commission of $35 on the sale and received net
d proceeds of $2,265. Richard’s broker has reported:

e Proceeds on Form 1099-B of $2,265
* The box next to net proceeds is checked

y=) Exercises
vy 4
L

Answers are after the lesson summary.

Question 1: Kevin paid his broker a $75 fee on the sale of his stock. His Form 1099-B shows $925, and the
box next to net proceeds is checked. What is the amount Kevin reports as his sales price?

a. $925

b. $1,000

c. $850

d. $75

Other Information

If the securities sold were noncovered securities, Form 1099-B would not report the date the stock was
originally purchased, the original purchase price, or any adjustments to the basis. Some brokers report this
information on a tax reporting supplement. If not, the taxpayer must provide this information.

If the tax statement includes items other than those that are in scope (interest, dividends, sales of securities),
such as “miscellaneous income,” it may represent items that are out of scope. Review the entire tax
statement during the interview to identify if the return is out of scope.

How do | enter data on Form 8949 and Schedule D?

Generally, transactions are not reported directly on Schedule D. Instead, they are detailed on various Forms
8949. A separate Form 8949, page 1, is required for each of the three types of short-term transactions. The
three types of long-term transactions are recorded on a separate Form 8949, page 2. The subtotals from
Forms 8949 are carried over to Schedule D, where aggregate gain or loss is calculated.
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A check box on Form 8949 identifies the type of transaction reported; a taxpayer with more than one type of
transaction must file a separate form for each type.

Some taxpayers may be able to enter capital gains transactions directly on Schedule D. See the Volunteer
Resource Guide, Tab D, Income, for the current information on Schedule D and Form 8949.

period and enters the information on Form 8949, pages 1 and/or 2, provided correct transaction
codes are properly entered in both the Capital Gains Transactions screen and Form(s) 8949. Use the
Volunteer Resource Guide, Tab D, Income, to review software information.

. All entries are made on the Capital Gains Transactions screen. The software determines the holding

How do | report capital gain distributions?

Capital gain distributions are reported to the taxpayer on Form 1099-DIV. If there is no sale or disposition of
capital assets to report, the Form 1099-DIV amount is reported directly on Form 1040 with a checkmark in
the box to indicate a Schedule D is not required.

If a taxpayer has both Form 1099-DIV and Form 1099-B, then capital gain distributions are added to
Schedule D, Part Il, line 13.

S —

5_—/’ EXERCISES (continued)
M
Question 2: Which of the following taxpayers is required to file Form 1040 and Schedule D?

a. Marriah, who received one Form 1099-B and no Forms 1099-DIV
b. Lorraine, who received Forms 1099-DIV for capital gain distributions from three different mutual funds
c. Both of the above

program, then the numbers will be reported in the proper places. The amount from Form 1099-D1V,
Box 2a, will be entered on the Dividend entry screen (along with the other information) and will
automatically carry over to the capital gain distributions line (line 13) in Schedule D, Part Il.

If the source documents (Forms 1099-DIV and 1099-B) are recorded properly in the tax preparation

ﬂ)\ Eldridge received a Form 1099-DIV. Box 2a shows he received a total capital gain distribution of
@ﬂ $170.

Eldridge also received a Form 1099-B that shows net proceeds of $1,200 on the sale of 600 shares
of ABC Group, Inc. He held the stock for over 6 years. His basis in ABC, including commission, is
$1,455.

Eldridge must use Schedule D to report his capital gain distribution because he sold stock that must
be reported on Schedule D.

How do | complete reporting of capital gain or loss?

Form 8949 contains most capital gain and loss transactions. The subtotals from Form 8949 are carried over
to Schedule D, where gain or loss is calculated in the aggregate.

Combining all the amounts in the gain or (loss) column on Schedule D, Part |, results in a net short-term
capital gain or loss. Combining all the amounts in the gain or (loss) column on Schedule D, Part Il, results in
a net long-term capital gain or loss.
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The combination of the net short-term and net long-term capital gains or losses impacts the tax liability. If
there is a combined net capital loss in excess of $3,000 (or if Married Filing Separately, in excess of $1,500),
then the excess is carried to the next tax year and carried forward until exhausted. Carryover losses retain
their original holding period.

ﬂ’\ Bill bought 1,000 shares of stock for $15,000 (including commission). One year later he sold 600
ﬁgﬁ shares of the stock for $7,800 in net proceeds. Bill had a net loss of $1,200 as shown below:

Basis = ($15,000 + 1,000) x 600 = $9,000

Sales Price = $7,800

Gain or Loss = Sales Price — Basis = $7,800 — $9,000 = -$1,200
Bill had a short-term loss of $1,200.

r‘,\ Margo bought stock for $1,500 plus a $25 commission; 18 months later she sold all the stock for
M $2,000 and paid a $25 commission. Her Form 1099-B shows the net proceeds of $1,975 as the
\‘y sales price.

Basis = ($1,500 + $25) = $1,525

Sales Price = $1,975

Gain or Loss = Sales Price — Basis : $1,975 - $1,5625 = $450
Margo had a long-term gain of $450.

The Volunteer Reference Guide, Tab D, Income, contains a list of adjustment codes that can be used when
completing Forms 8949. When reporting transactions on a grouped basis, use code M. If another code is
needed for the grouped transactions, enter both codes in the software.

In the rare event that the net proceeds on Form 1099-B are not correct, do not change the sales
price amount. Instead, use the adjustment column on Form 8949 with the proper code.

How do | calculate and report a carryover of a capital loss?

Taxpayers can deduct capital losses up to the amount of their capital gains plus $3,000 ($1,500 if married
filing separately). A loss carryover can occur when losses exceed gains or when there is not enough taxable
income to absorb the net loss deduction. The prior year’s short-term and long-term carryover losses are
combined with the capital gains and losses in the current year. Unused capital losses can be carried over to
later years until they are completely used up.

Capital Loss Carryover Worksheet

Check the Intake sheet and the prior year’s return for a capital loss deduction on Form 1040. If there
appears to be a capital loss carryover, look for the capital loss worksheet in the prior year’s return. Note that
the software may have already brought the carryover amount into the current year’s return.

If needed, use the Capital Loss Carryover Worksheet from the Schedule D instructions to compute the
amount of capital loss carryover from the previous year. To complete the worksheet, you will need information
from the prior year return.

If the taxpayer’s current year capital loss exceeds the deduction limit and the remainder must be carried
forward to the next tax year, remind the taxpayer to bring a copy of the current year’s return to assist in
preparing next year’s return. Make a note on the outside of the taxpayer’s tax return record envelope to alert
next year’s preparer. Next year, whoever assists the taxpayer will use this information to figure how much
capital loss the taxpayer can carry over from the prior tax year to the current tax year.
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For additional information on Schedule D, capital gains and losses, and carryovers, refer to the instructions
to Form 1040, Schedule D, and Reporting Gains and Losses in Publication 550.

software reports the maximum allowable deduction. The tax software also completes the capital loss

. Tax software automatically calculates the taxpayer’s capital loss. If the loss is over the limit, the tax
carryover worksheet showing the amount of loss that can be carried over to future tax years.

Taxpayer Interview and Tax Law Application

Taxpayers Jeremy and Janice Smith checked the “Yes” box for income from the sale of stock on the intake
and interview sheet. The volunteer asks for details.

Sample Interview

Volunteer Says... Jeremy Responds...

Previously we discussed your dividends from the Pembroke Fund, Yes, | sold some stock this year.
reported on Form 1099-DIV. Did you have any other income from the
sale of stock, securities, or other investments?

Do you have a Form 1099 for that? Yes, | have this Form 1099-B and this stockbroker’s statement.

We already discussed the capital gain distribution from the mutual | bought the Purdue stock back on July 13, 2000.
fund when we entered the dividends. We'll examine the stock sale
information now. | see the broker’s statement has the sale details |
need, but do you know when you purchased the Purdue stock?

| see the sale date was March 10, 2021. That means the holding What is that?
period for the stock was more than one year. They call that long-term,
and it determines both where the information is reported and the tax
rate for any gain. Now, do you know the basis for the stock?

That's what it cost you, including any broker fees or commissions. Yes, it cost $10,053, plus | had to pay $35 in fees.

Have you had any other costs, stock dividends, or stock splits related | No, that's it. Wait, when | sold it, | had to pay $35 more.
to the stock since then, such as additional fees?

That means that the basis for the stock is $10,088. The Form 1099-B
shows that you received net proceeds of $8,859 when you sold the
stock so the $35 you paid on the sale is already taken into account.
We'll put all these numbers into the tax software.

After | enter these other transactions from the broker’s statement,
we’'ll get a final net gain or loss on Schedule D. This will determine the
amount that will be reported on Form 1040.

[Indicate Jeremy’s responses to these questions on the intake and
interview sheet.]

Sale of Home

The intake and interview sheet lists income from the sale of real estate. Ask taxpayers if they sold any real
estate, such as their principal residence or “main home” during the tax year. The taxpayer may be eligible to
exclude all or part of the gain from their taxable income. The sale of real estate other than a home used as a
residence is out of scope of the VITA/TCE programs.

Who must report the sale of a home on Form 8949 and Schedule D?

To determine if the sale of the taxpayer’s residence must be reported on Form 8949 and Schedule D, identify
whether the home was the taxpayer’s main home, if the taxpayer meets the ownership and use tests, and if
the gain, if any, is more than the allowed exclusion amount. Taxpayers must report the sale of a home if ANY
of the following is true:
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* The taxpayer does not meet the ownership test

The taxpayer does not meet the use test

During the two-year period ending on the date of the sale, the taxpayer has excluded the gain from the sale
of another home

* The taxpayer has a gain and does not qualify to exclude all of it
* The taxpayer has a gain and chooses not to exclude it
* The taxpayer received Form 1099-S

g For additional guidance in making this determination, refer to Publication 523, Selling Your Home.

Exclusion Amount

Taxpayers who sold their main home may be able to exclude gain up to a maximum of $250,000 ($500,000
for married taxpayers who file a joint return or for certain surviving spouses).

Generally, if the taxpayer can exclude all of the gain, it is not necessary to report the sale. If the taxpayer has
gain that cannot be excluded, it is taxable and reported on the return.

Aloss on the sale cannot be deducted, however, the taxpayer may be required to report it.

What is considered a “main” home?

Only gain from the sale of a taxpayer’s main home may be excluded from the taxpayer’s income; gain from
the sale of a home that is not the taxpayer’s main home will generally have to be reported as income.

A taxpayer’s “main” home is where they live most of the time. It does not have to be a traditional house;
for example, it may be a houseboat, mobile home, cooperative apartment, or condominium, but it must
have cooking, sleeping, and bathroom facilities. The taxpayer’s main home may also be a rented house
or apartment. Taxpayers with more than one home cannot choose which home to designate as their main
home.

p Lucille owns a home in a Colorado ski area (the ski home). She stays at the ski home most weekends

@g and spends the entire months of December, January, and February there. When she is not at the ski
home, she lives in a four-room apartment that she rents in Denver. Even though she does not own it
Lucille’s main home is her rental apartment in Denver, because she lives there most of the time.

What are the ownership and use tests?

To claim the exclusion on the gain from the sale of a home, the taxpayer must meet the ownership and use
tests. This means that during the five-year period ending on the date of the sale, taxpayers must have:

* Owned the home for at least two years (the ownership test), and
* Lived in the home as their main home for at least two years (the use test)

There are special rules for members of the Armed Forces, intelligence personnel and Peace Corps
volunteers in the application of the five-year period. See “Five-year Test Period Suspension” later in this
lesson.

The required two years of ownership/use do not have to be continuous. Taxpayers meet the tests if they can
show that they owned and lived in the property as their main home for either a total of 24 full months or 730
days (365 x 2) during the five-year period ending on the date of sale. Short, temporary absences are counted
as periods of use even if the property is rented during those absences. Also, if the taxpayer becomes
physically or mentally unable to care for themselves, and used the residence as their principal residence for
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12 months in the 5 years preceding the sale or exchange, any time spent living in a care facility (such as a
nursing home) counts toward the 2-year residence requirement, so long as the facility has a license from a
state or other political entity to care for people with the taxpayer’s condition.

Ownership and use tests can be met during different two-year periods. However, a taxpayer must meet both
tests during the five-year period ending on the date of the sale.

condominium, and she bought her apartment on December 1, 2014. In 2016, Helen became ill and
on April 14 of that year she moved into her daughter’s home. On July 10, 2018, while still living in her
daughter’s home, she sold her apartment.

g Helen lived in a rented apartment in 2008. The apartment building was later changed to a

For the 2018 tax year, Helen can exclude all the gain on the sale of her apartment because she met
the ownership and use tests. Her five-year period is from July 11, 2013, to July 10, 2018, the date
she sold the apartment. She owned her apartment from December 1, 2014, to July 10, 2018 (over
two years). She lived in the apartment from July 11, 2013 (the beginning of the five-year period) to
April 14, 2016 (over two years).

=),

j—/ EXERCISES (continued)
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Question 3: Emily, who is single, bought a home in 2000. She lived in the home until January 1, 2009, when
she accepted a temporary job assignment in Venezuela and left the house vacant. Emily returned to her
home on December 31, 2010 and lived there until she sold the house on January 10, 2014. Does Emily meet
the ownership and use test?

a. Yes

b. No
Reduced Exclusion

Taxpayers who owned and used a home for less than two years (do not meet the ownership and use test)
may be able to claim a reduced exclusion under certain conditions. These include selling the home due to

a change in place of employment (beyond a certain distance), health, or unforeseen circumstances. If any
apply, refer the taxpayer to a professional tax preparer. Reduced exclusion computations/determinations are
beyond the scope of the VITA/TCE programs.

Prior Exclusions

In addition, during the two-year period ending on the date of the sale, the taxpayer must not have claimed an
exclusion on a gain from the sale of another home.

Married Homeowners

The ownership and use tests are applied somewhat differently to married homeowners. Married homeowners
can exclude up to $500,000 if they meet all of these conditions:

* They file a joint return

* Either spouse meets the ownership test

* Both individuals meet the use test

* Neither one excluded gain in the two years before the sale of the current home

If either spouse does not satisfy all these requirements, they cannot claim the maximum exclusion ($500,000).
The most they can claim is the total of the maximum exclusions each would qualify for if not married and the

amounts were figured separately. For this purpose, each spouse is treated as owning the property during the
period that either spouse owned the property. This calculation is outside the scope of the VITA/TCE programs.
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Sale of Main Home by Surviving Spouse

Beginning with main home sales after 2007, the maximum exclusion ($500,000) by an unmarried surviving
spouse is allowed if the sale occurs no later than two years after the date of the spouse’s death, and all other
requirements are met.

Upon the death of the first spouse, some or all of the property may have a new basis based on the
fair market value on the date of death. This may substantially reduce the amount of gain.

How do | figure the gain (or loss) from the sale of a home?

After determining that a taxpayer is eligible for the exclusion, figure the gain (or loss) on the sale based on
the selling price, amount realized, basis, and adjusted basis. If the selling price of the taxpayer’s home is
less than the allowable exclusion of up to $250,000 ($500,000 if Married Filing Jointly), it is not necessary
to calculate the gain; none of it will be taxable. Loss on the sale of a residence is not deductible. For more
information, see Publication 523.

' If the taxpayer used the home for business purposes or as rental property, or if the taxpayer did not

s  Uuseitas their residence, refer them to a professional tax preparer.

Selling Price

The selling price is the total amount taxpayers (the seller) received for their main home. It includes money, all
notes, mortgages, or other debts taken over by the buyer as part of the sale, and the fair market value of any
other property or services that the seller received.

If the taxpayer received Form 1099-S, Proceeds from Real Estate Transactions, use it to report the selling
price. Box 1 shows the date of sale (closing) and Box 2 shows the gross proceeds received from the sale of
the home. For taxpayers who did not receive a Form 1099-S, use sale documents and other records.

Use the gross selling price on Form 8949. Selling expenses are discussed below.

closing the sale (i.e., a real estate broker or settlement agent) generally will not issue Form 1099-S. If
Form 1099-S is issued and you determine that the gain is excludable, the sale should be reported on
Form 8949 and Schedule D to notify the IRS of the exclusion.

g If the taxpayer can exclude the entire gain from the sale of a main home, the person responsible for

If the taxpayer has a loss on the sale of a main home for which Form 1099-S was received, the
taxpayer must report the loss on Form 8949 and Schedule D even though it is not deductible. Enter
an adjustment to zero out the loss (nondeductible loss that will show as code L on Form 8949).

Basis

The basis in a home is determined by how the taxpayer obtained the home. If a taxpayer bought or built a
home, the basis is what it cost the taxpayer to buy or build that home. If the taxpayer inherited the home, the
basis is generally its fair market value on the date of the decedent’s death, or on the later alternate valuation
date chosen by the representative for the estate.

Alternative valuation issues and determining the adjusted basis of property received as a gift can be
' very complex and are outside the scope of this training. Advise taxpayers to seek assistance from a
®  professional tax preparer if they do not know the basis and the correct holding period.
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Determining the basis of property inherited in 2010 is complex and outside the scope of the VITA/
' TCE programs. Taxpayers who sold such property should be referred to a professional tax preparer if
@ they do not know the basis and the correct holding period.

Adjusted Basis
The adjusted basis is the taxpayer’s basis in a home increased or decreased by certain amounts.

Increases include additions or improvements to the home such as building a recreation room or adding a
bathroom. In order to be considered an increase, the improvement must have a useful life of more than one
year. Repairs that maintain the home in good condition are not considered improvements and should not be
added to the basis of the property.

Decreases to basis include deductible casualty losses and gains a taxpayer postponed from the sale of a
previous home before May 7, 1997. Decreases can also include depreciation during the time the home was
used for business purposes or as rental property. If any of these decreases apply, the taxpayer should be
referred to a professional tax preparer.

Decreases will also include the cost of items removed from the property. An example would be a new furnace
that is later replaced with a second new furnace. The cost of the first furnace is removed and only the cost of
the second furnace will increase basis.

Adjusted basis = Basis + Increases - Decreases
To determine basis adjustments, taxpayers can use Worksheet 2, How to Figure Your Gain or Loss,

in Publication 523. While volunteers may provide assistance, the taxpayer has ultimate responsibility
for all items on their return.

Selling Expenses

Selling expenses reduce the gain or increase the loss. Selling expense may include commissions,
advertising fees, legal fees, mortgage points or other loan charges paid by the seller that would normally
have been the buyer’s responsibility, such as transfer taxes, courier fees, and many other expenses. Selling
expenses would not include items such as proration of homeowner fees, property taxes, interest on the loan
to the date of sale, among others. Some items may be claimed as itemized deductions (property taxes and
qualified home mortgage interest). Others are never deductible because they are personal expenses.

Report the total selling expenses as an adjustment (code E). Do not reduce the gross proceeds. Use the gain
after the selling expense adjustment to determine the amount of exclusion available, if any.
How much of the gain from a home sale can a taxpayer exclude?

Once you've determined the gain or loss on the sale of a taxpayer’s main home, next figure the exclusion
and any taxable gain from the sale.

If all the requirements are met, an individual taxpayer may exclude up to $250,000 of the gain from taxable
income; taxpayers who use the Married Filing Jointly filing status and some surviving spouses may exclude
up to $500,000.

Publication 523 contains Worksheet 3, Determine If You Have Taxable Gain, which may be used to
figure the gain or loss, the exclusion, and the taxable gain from a sale.

' Taxpayers who claimed the first-time homebuyer credit may be required to repay the credit in the
year of sale. The repayment is limited to the amount of gain on the sale. This situation is out of scope
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for the VITA/TCE programs. Refer taxpayers to the instructions for Form 5405, Repayment of the
First-Time Homebuyer Credit, or to a professional tax preparer for more information on how to adjust
the basis of the home and exceptions to the repayment rule.

Gain from the sale or exchange of a main home is not excludable from income if allocable to periods

of nonqualified use. Generally, nonqualified use means any period in 2009 or later where neither the
taxpayer nor spouse (or former spouse) used the property as a main home (with certain exceptions). A
list of exceptions to a period of nonqualified use can be found in Publication 523. To figure the portion of
nonqualified use, multiply the gain by the following fraction:

Total nonqualified use during period of ownership in 2009 or later

Total period of ownership

This issue can be complex. Refer taxpayers with nonqualified use issues to a professional tax preparer.

Where do | report any taxable gain from the sale of a home?

The disposition of a home is reported on the tax return if any part of the gain is taxable or if Form 1099-S
was received. If taxpayers have more than one home, they can exclude gain only from the sale of their main
home. They must pay tax on the gain from selling any other home.

When completing Form 8949 and Schedule D use adjustment code H to claim the allowable exclusion.
Enter both code E (for selling expenses) and code H (for the excluded gain) and the aggregate amount of
both as an adjustment. If the home was used for business purposes or as rental property, the gain would be
reported on Form 4797, Sales of Business Property, and the taxpayer should be referred to a professional
tax preparer.

If the amount realized is less than the adjusted basis, the difference is a loss, which cannot be deducted.
However, taxpayers who received Form 1099-S for a loss on the sale of a main home must report the loss
on Form 8949 and Schedule D even though it is not deductible. Reporting the transaction should prevent the
taxpayer from receiving a notice from the IRS.

T To review information related to the software, go to the Volunteer Resource Guide, Tab D, Income,
for software entries on the Sale of a Home.

How do | report a nondeductible loss if taxpayer received Form 1099-S on the
sale of a main home?

If the taxpayer has a loss on the sale of a main home for which Form 1099-S was received, the transaction
must be reported on Form 8949 and Schedule D even though the loss is not deductible. Adjustment code L is
for a nondeductible personal loss. Enter both code E (for selling expenses) and code L (for the nondeductible
loss) and the net amount of both as an adjustment to zero out the loss.

Taxpayer Interview and Tax Law Application

Jeremy and Janice Smith checked the “Yes” box for selling some real estate on the intake and interview
sheet. The volunteer asks for details.
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Sample Interview

Volunteer Says... Jeremy Responds...

Did you sell a home during this tax year? Yes, | was going to mention that to you because | should get a tax
break on that.

Well, you may be able to exclude all or part of your gain from that sale, | Three and a half years.
but to find out, | have to ask you a few questions. First, how long did
you own the home?

And was it the main place you lived for at least two years Yes, we lived there the whole time.

of that time?

Great, you meet the ownership and use tests. During the two years No, this is my only house.

before you sold the house did you claim an exclusion on a gain from

another house?

Did you receive Form 1099-S? No, but | do have my paperwork from the sale. My real estate broker
said | wouldn’t need that form because | was within the limits.

Your paperwork shows a selling price of $360,000. Do you have Yes, | bought it for $280,000 and put in $20,000 of improvements —

anything that lists the basis in the home, that is, the cost of the home | mostly new bathrooms.
at the time you bought it?

With a basis of $300,000, your gain from the sale is $60,000. As a
married couple who meets the ownership and use tests, you can
exclude up to $500,000 from the sale, so you don’t have to report the
sale on your return.

[Indicate Jeremy’s responses to these questions on the intake and
interview sheet.]

What is the Five-Year Test Period Suspension?

Taxpayers can choose to have the five-year test period for ownership and use suspended during any period
the homeowner (either spouse if married) served on “qualified official extended duty” as a member of the
uniformed services or Foreign Service of the United States, as an employee of the intelligence community, or
as an employee or volunteer of the Peace Corps. This means that the taxpayer may be able to meet the two-
year use test even if the taxpayer and/or spouse did not actually live in the home during the normal five-year
period required of other taxpayers.

Taxpayers are on qualified official extended duty if they serve at a duty station at least 50 miles from their
main home or live in government quarters under government order. Taxpayers are considered to be on
extended duty when they are called to active duty for more than 90 days or an indefinite period.

Period of Suspension

The period of suspension cannot last more than ten years. Together, the ten-year suspension period and the
five-year test period can be as long as fifteen years. The suspension can be used on only one property at a
time.

For more information about the suspension of the five-year test period, see Service, Intelligence, and Peace
Corps personnel, in Publication 523.

' This extension of time can apply to taxpayers who have recently left the military.
o

/\ For the 2014 tax year: Peter bought a home in 2004 and lived in it for 27 years. Beginning in 2007,

%ﬁ he was on qualified official extended duty in the U.S. Army. He sold his home in 2014 and had a
$12,000 gain. Peter would normally not meet the use test in the five-year period before the sale
(2009-2014). Because of the suspension, Peter’s test period is the five years before he went on
qualified official extended duty.
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Question 4: In this exercise, John purchased a home in 2003. Through your interview process, you discover

that he sold his main home in 2018. John had not lived in the home for six years. Which of the following
conditions would allow John to exclude his gain?

a. John went on sabbatical for four years and backpacked through Europe.
b. John lived with a co-worker for four years and let his brother occupy his home.
c. John was deployed to Europe on official extended military duty for five years.

d. John married and his bride had her own home. The couple chose to live in the wife’s home and rent out
John’s home, until it was sold.

Summary

This lesson covered how to report the sale of capital assets and the sale of a principal residence. In most
cases, a taxpayer must use Form 8949 and Schedule D to report capital gains and losses on the sale of
assets. You learned how to identify the asset’s holding period, adjusted basis, net short-term and long-term
capital gains or losses, the taxable gain or deductible loss, and the amount of capital loss carryover.

Qualified taxpayers may be able to exclude a portion of the gain on the sale of their main home if they meet
the ownership and use tests. Taxpayers can choose to have the five-year test period for ownership and use
suspended during any period the homeowner (either spouse if married) served on qualified official extended
duty as a member of the uniformed services or foreign service of the United States, as an employee of the
intelligence community, or as an employee or volunteer of the Peace Corps. A loss on the sale of a principal
residence is not deductible but must be reported if the taxpayer received Form 1099-S.

The worksheets in Publication 523 help you figure the taxable gain from the sale of a home using the selling
price, amount realized, basis and adjusted basis, along with the maximum allowed exclusion.

What situations are out of scope for the VITA/TCE programs?

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your
awareness only.
* Taxpayers who have sold any assets other than stock, mutual funds, or a personal residence

* Taxpayers who trade in options, futures, or other commodities, whether or not they disposed of any during
the year

* Taxpayers who must answer “Yes” to the digital asset (virtual currency) question on Form 1040.
* Determination of basis issues:
o Basis of any asset acquired other than by purchase or inheritance, such as a gift or employee stock
option, unless the taxpayer provides the basis and holding period
o Basis of inherited property determined by a method other than the FMV of the property on the date of the
decedent’s death, unless the taxpayer provides the basis and holding period
* Like-kind exchanges and worthless securities

* Form 1099-B, boxes with entries for any of the following: Bartering; Profit or (loss) realized on closed
contracts; Unrealized profit (loss) on open contracts — prior year; Unrealized profit or (loss) on open
contracts — current year; or Aggregate profit (loss) on contracts; Proceeds from collectibles; or FATCA filing
requirement

* Reduced exclusion computations/determinations for the sale of a home

* Married homeowners who do not meet all requirements to claim the maximum exclusion on the sale of a
home
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* Decreases to basis, including:

o Deductible casualty losses and gains a taxpayer postponed from the sale of a previous home before May
7, 1997

o Depreciation during the time the home was used for business purposes or as rental property

* Taxpayers with nonqualified use issues
» Sale of a home used for business purposes or as rental property

To gain a better understanding of the tax law, complete the practice return(s) for your course of study
using the Practice Lab on L&LT.

You may not be able to complete the entire exercise if some of the technical issues in the exercise are not
covered until later lessons in the training. In these instances, complete as much of the exercise as you can.
Come back later to finish the exercise after you cover all the technical topics.

Q

v— 2° EXERCISE Answers
ey 4
A

Answer 1: a. Never change the sales price.

Answer 2: a. Only Marriah sold stock and received Form 1099-B.

Answer 3: a, Yes. Emily meets the ownership and use test because she owned and lived in the home for at
least two years of the five-year period ending on the date of the sale.

Answer 4: c. The only circumstance that will allow John to exclude the gain is if he can extend the five-year
period due to official extended military duty.
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Income — Retirement Income

=

Introduction

=

N

This lesson will help you identify and report the taxable portion of retirement income received by the

taxpayer. To do this, you must understand the types of retirement income and the forms used to report them.

You should also be able to recognize when taxpayers should adjust their withholding and determine which

form to use.

For more information on the topics discussed in this lesson, see Publication 575, Pension and Annuity
Income; Publication 590-B, Distributions from Individual Retirement Arrangements (IRAs); Publication 721,
Tax Guide to U.S. Civil Service Retirement Benefits; and Publication 939, General Rule for Pensions and

Annuities.

Objectives
At the end of this lesson, using your resource materials, you will be able to:

* |dentify how retirement income is reported to the taxpayer using
Form 1099-R series

* Calculate the taxable portion of different types of retirement income
* Determine how to report retirement income on the tax return
* Determine when an adjustment to withholding should be made

What is retirement income?

Retirement income can include Social Security benefits as well as benefits
from annuities, retirement or profit sharing plans, insurance contracts, IRAs,
etc. Retirement income may be fully or partially taxable. For information about
Social Security benefits and tier 1 Railroad Retirement benefits, see the
Social Security benefits lesson.

Where can | get information about a taxpayer’s retirement
income?

To determine if the taxpayer must report retirement income, review the
taxpayer’s completed intake and interview sheet, particularly the Income
section. If the taxpayer had retirement income, you may need to ask
additional questions to clarify the type of plan, whether the taxpayer’s
contributions to the plan were before-tax or after-tax dollars, etc. This is
explained later in this lesson.

What do | need?

Form 13614-C
Publication 4012
Publication 575

Optional:

Publication 590-B
Publication 721
Publication 939
Form 1040 Instructions
Form 1040-ES
Form 1099-R
Form 5329

Form 8606

Form W-2

Form W-4P

Form W-4V

Simplified Method
Worksheet

Be considerate when probing for the information you need to complete the return. When taxpayers cannot
provide the required information (and have not retained the packet of “retirement papers” they received when
they retired), suggest that they contact their former employer or annuity administrator. You may even give the
taxpayer a written list of questions that need to be resolved.

Which forms are used to report retirement income?
Retirement income can be reported on one of the forms in the Form 1099-R Series:

* Form 1099-R, Distributions From Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs,
Insurance Contracts, etc.,
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Form CSA 1099-R, Statement of Annuity Paid (civil service retirement payments),
Form CSF 1099-R, Statement of Survivor Annuity Paid, and

* Form RRB 1099-R, Annuities or Pensions by the Railroad Retirement Board

If Form 1099-R is for a traditional IRA distribution, it will be indicated in Box 7.

Examples of these forms can be found at IRS.gov. These forms indicate such information as the amount
received, the taxable portion, and the taxpayer’s cost (investment) in the plan.

If the taxable amount is indicated and does not need to be adjusted, volunteers with Basic certification can
complete the return. In general, if the taxable amount is not indicated, volunteers with Advanced certification
must calculate the taxable portion using the Simplified Method covered later in this lesson.

' Qualified disability income reported on Form 1099-R with a Distribution Code 3 in Box 7, is reported
as earned income wages on Form 1040 until the minimum retirement age is met. Review the
software entries in the Volunteer Resource Guide, Tab D, Form 1099-R Rollovers and Disability
Under Minimum Retirement Age.

What if the taxable portion is already calculated?

In many instances, the payer will compute the taxable portion of the distribution and report the taxable
amount on Form 1099-R. Taxpayers with Form RRB-1099-R are in scope only for Advanced certified
volunteers because the taxable portion is not shown on the form.

g Refer to the Volunteer Resource Guide, Tab D, Income, Form 1099-R Pension and Annuity Income.

Amounts from Form 1099-R are reported as follows:

* The gross amount (Box 1 of Forms 1099-R, CSA- and CSF-1099-R) should be shown on Form 1040 on
the IRA distributions or Pensions and annuities line

* The taxable amount (Box 2a of Forms 1099-R, CSA- and CSF-1099-R) should be shown on Form 1040
on the IRA distributions or Pensions and annuities line in the taxable amount section

1099-R (Box 7) with a distribution code Q, J, H, or T. Only codes H and Q are in scope for the VITA/
TCE programs. In-scope Roth IRA distributions are reported on Form 1040 on the IRA distributions line.

—I The IRA/SEP/SIMPLE box is not checked for Roth IRAs. Instead, Roth IRAs are identified on Form

Any amount of federal income tax withheld on Forms 1099-R, CSA- and CSF-1099-R should appear in the
Federal income tax withheld from Form(s) 1099 line of the tax return.

=

What if the taxable portion is not calculated?

If the payer did not include the taxable amount on Form 1099-R, CSA- or CSF-1099-R, or if taxpayers have
Form RRB 1099-R, you will need to compute the taxable portion of the distribution. The following will help
you determine the additional information needed to calculate the taxable portion of distributions from IRAs,
pensions, or annuities.
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What do | need to know about retirement income distributions?

Retirement plans are funded by either before-tax or after-tax contributions. “Before-tax” simply means that
the employee did not pay taxes on the money at the time it was contributed, i.e., the taxpayer has no cost
basis in the plan. “After-tax” means the employee paid taxes on the money when it was contributed, i.e., the
taxpayer has a cost basis in the plan.

If the taxpayer made all contributions to a plan with before-tax dollars, the entire distribution will be fully
taxable. The funds are taxed at the time of the distribution because neither the contributions nor the earnings/
investment gains were previously taxed. This is common in 401(k) and Thrift Savings Plans.

g If the taxpayer did not contribute to the retirement plan, all the distributions are fully taxable.

If the taxpayer made contributions to a plan with after-tax dollars, then the distributions will be partially
taxable. The portion of the distribution that is considered a return of the after-tax dollars will not be taxed
again. It is considered a return of the taxpayer’s cost basis (an amount for which taxes have already been
paid). The portion of the distribution that represents the earnings/investment gains is taxable since it has
not been previously taxed. This is common in employer retirement plans. Qualified distributions from an
employer plan designated Roth account are wholly nontaxable, similar to a Roth IRA.

Employee Contributions Taxability of Distributions
Contributions Before-Tax  After-Tax Fully Partially  Nontaxable
No n/a n/a Yes — —

Yes Yes — Yes — —
Yes — Yes — Yes —
Yes, Roth — Yes — — Yes

ﬂ’\ Mark retired after working 30 years for a construction company. Each week, he contributed to the

ﬁﬁg Carpenter’s Pension Plan. Every year, Mark paid tax on the gross amount of his salary, including his
pension contribution. This means his pension contributions were made with dollars that had already
been taxed. Now that he is receiving payments from the pension, he will not be taxed on the portion
that represents his contribution; he will be taxed on the portion that represents earnings.

Taxpayers may not always understand why they must pay taxes on their retirement income. When

g this is the case, take the time to clearly explain what retirement funds are taxed and why. It is usually
a good idea to question taxpayers about the nature of their contributions to ensure that they will not
be taxed twice on the same funds.

How do | find the taxable portion of IRA income?
Individual Retirement Arrangements

IRA distributions are reported on Form 1099-R. Earnings and investment gains in a taxpayer’s IRA generally
accumulate tax free or tax deferred until they are withdrawn as fully or partially taxable distributions. There
are four kinds of IRAs, each with different tax implications:

e Traditional IRA

* Roth IRA

» Savings Incentive Match Plans for Employees (SIMPLE) IRA

» Simplified Employee Pension (SEP) IRA
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Traditional IRA

Distributions from traditional IRAs are fully taxable unless nondeductible contributions have been made. See
the Adjustments to Income lesson for additional information. Form 8606, Nondeductible IRAs, is used to keep
track of nondeductible contributions. Taxpayers who made nondeductible contributions should be referred to
a professional tax preparer.

When you learn about IRA accounts in the Adjustments to Income lesson, be sure to note the
g difference between “contributions” and “deductions.” Simply put, contributions are the amounts

deposited into an IRA account, and deductions are the portion of the contribution that is deducted on
the tax return. The deductible portion may be less than the amount allowed as a contribution.

from his income. This year he received his first distribution from the traditional IRA. It is fully taxable:
Richard will pay income tax on the distributions he receives, which represent the contributions he
made and deducted, as well as the earnings on these contributions over the years.

‘ Richard contributed $500 a year to a traditional IRA. Each year, he deducted these contributions
</

Roth IRA

Qualified distributions from a Roth IRA are tax free and may be excluded from income. The IRA trustee will
indicate the distribution is qualified by using Code Q in Box 7 if the following requirements are met:

* The distribution is made after the 5-year period beginning with the first day of the first taxable year for
which a contribution was made to a Roth IRA set up for the taxpayer’s benefit, and
* The distribution is:

o Made on or after age 59, or

o Made because the taxpayer was disabled, or

o Made to a beneficiary or to an estate, or

o To pay certain qualified first-time homebuyer amounts (up to a $10,000 lifetime limit)

The 5-year rule applies to each Roth conversion and rollover for purposes of the addition to tax on
' early distributions. A distribution that is not qualified may be subject to tax and penalty and is not in
®  scope for the VITA/TCE programs See Publication 590-B.

H, and T are specific to Roth IRAs. Only codes H and Q are in scope in scope for the VITA/TCE

g You can identify Roth IRAs from the distribution code used on Form 1099-R. Distribution codes Q, J,
programs.

Nonqualified Distributions

If the above requirements are not met, the distribution is nonqualified and additional taxes may apply.
Taxpayers who received nonqualified Roth IRA distributions should be referred to a professional tax preparer.

Savings Incentive Match Plans for Employees (SIMPLE) IRA

Some employers offer their employees (including self-employed individuals) the chance to contribute part of
their pay to an IRA as part of a SIMPLE plan. The employer is also generally required to make contributions
on behalf of eligible employees. Generally, SIMPLE IRA contributions are not included in an employee’s
income when paid into an IRA, and the distributions are fully taxable when the employee receives them in
later years.

Simplified Employee Pension (SEP) IRA

Some employers offer their employees (including self-employed individuals) the chance to contribute part of
their pay to an IRA as part of a SEP plan. Generally, SEP IRA contributions are not included in an employee’s
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income when paid into the IRA. Because of this, distributions are generally fully taxable when the employee
receives them in later years.

 —
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v—#' EXERCISES
J

Answers follow the lesson summary.

Question 1: Distributions from all IRAs discussed in this topic are fully taxable with the exception of the Roth IRA.

a. True
b. False

Question 2: Mary opened a Roth IRA 3 years ago. This year, she took the full amount of her Roth IRA as a
distribution to help her purchase her first home. The entire distribution is excluded from her taxable income.

a. True
b. False

Question 3: Amy contributed to a Roth IRA for 5 years. In year 6 (at age 60), she took a distribution from her
IRA. The entire distribution is excluded from her taxable income.

a. True

b. False

How are IRA distributions reported?
Traditional IRA

If IRA/SEP/SIMPLE is checked on Form 1099-R and to determine whether there is any basis in the IRA, ask the
taxpayer “Were the contributions to your traditional IRAs deducted from income in the year they were made?”

If so, the entire distribution is taxable. If the traditional IRA is a rollover from an employer plan, all the
distributions will be taxable. Report the distributions on Form 1040. If not, the distribution is partially taxable
and Form 8606 is required. In that case, the return is out of scope.

An early distribution (Form 1099-R, Box 7 code 1) from a traditional IRA may be subject to a 10%
additional tax. Refer to the Other Taxes lesson for more information.

Converting part or all of a traditional IRA to a Roth IRA requires Form 8606, which is beyond the
scope of the VITA/TCE Programs.

SIMPLE and SEP IRAs

Distributions from SIMPLE and SEP IRAs are in scope for VITA/TCE, because they are taxable and are
generally reported on the return just like taxable traditional IRA distributions.

Exception: Funds distributed from a SIMPLE IRA in the first two years are subject to a 25% early distribution
penalty. If this is applicable, Form 1099-R will be issued with distribution code S. If an exception to the
penalty applies, complete Form 5329, Additional Taxes on Qualified Plans (Including IRAs) and Other Tax-
Favored Accounts, as you would do with traditional IRA distributions.

Roth IRA

Distributions from a Roth IRA are not taxable as long as they meet all the criteria discussed previously. If the
distribution does not meet the criteria, then all or part of the funds may be taxable; refer the taxpayer to a
professional tax preparer.
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How are rollovers handled?

Generally, a rollover is a tax-free distribution to the taxpayer from one retirement account (traditional IRA or
employer’s pension plan) that rolls over into another qualified retirement account within 60 days.

Form 1099-R will be issued to the taxpayer by the financial institution. If the distribution was a direct rollover
by the institution to another institution, it will show distribution code G. If there is also a taxable amount in Box
2 of the 1099-R, the distribution may be partially or fully taxable.

If the taxpayer indicates that a rollover occurred but the distribution code is NOT G, then the taxpayer must
have re-deposited the full amount into an appropriate account within 60 days. If this was not done, the
distribution may be partially or fully taxable; refer the taxpayer to a professional tax preparer unless the self-
certification procedure described later applies.

—— | Distributions from SIMPLE IRAs in the first two years (distribution code S) can only be rolled over
tax-free into other SIMPLE IRAs. Taxable SIMPLE IRA rollovers are out of scope for VITA/TCE.

' There is a limit of one IRA rollover per twelve months. This does not affect the ability of an IRA owner
e lotransfer funds from one IRA trustee directly to another because such a transfer is not a rollover.

What about a rollover from a Roth IRA?

Most of the rules for rollovers to traditional IRAs apply to Roth IRAs. Generally, a withdrawal of all or part of
the assets from one Roth IRA and a contribution to another Roth IRA within 60 days is tax free. A rollover
from a Roth IRA to an employer retirement plan is not allowed.

If there is a direct rollover of a designated Roth account distribution to a Roth IRA, the distribution code for
Form 1099-R will be code H. Although not taxable, the rollover distribution must be reported on the tax return.

A conversion of a traditional IRA to a Roth IRA or a rollover from any other eligible retirement plan to a Roth IRA
cannot be recharacterized as having been made to a traditional IRA.

T Additional information must be entered for retirement account rollovers. Refer to the Volunteer
Resource Guide, Tab D, Income, Form 1099-R.

A qualified plan loan offset distribution (Code M in Form 1099-R, Box 7) is due to plan termination or
severance from employment. Instead of the usual 60-day rollover period, the taxpayer has until the
due date, including extensions, for filing the Federal income tax return for the taxable year in which
the offset occurs to complete the rollover.

O G
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Question 4: Andrew changed jobs and received Form 1099-R from his previous employer. The gross
distribution amount in Box 1 is $11,200. Andrew deposited the entire $11,200 into his IRA within 30 days of
receiving the check (rollover).

Which of the following statements is true?

a. The entire distribution is includible as income

b. The entire distribution is excludable from income

c. The distribution is eligible for the ten-year tax option
d. The distribution is eligible to be taxed at a special rate
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What is the IRA self-certification procedure?

Procedure Helps People Making Retirement Plan Rollovers

Revenue Procedure 2016-47 explains a self-certification procedure designed to help recipients of retirement
plan distributions who inadvertently miss the 60-day time limit for properly rolling these amounts into another
retirement plan or individual retirement arrangement (IRA). Eligible taxpayers can qualify for a waiver of
the 60-day time limit and avoid possible taxes and penalties on early distributions, if they meet certain
circumstances. Taxpayers who missed the time limit will ordinarily qualify for a waiver if one or more of 11
circumstances, listed in the revenue procedure, apply:

* An error was committed by the financial institution making the distribution or receiving the contribution.

* The distribution was in the form of a check and the check was misplaced and never cashed.

* The distribution was deposited into and remained in an account that the taxpayer mistakenly thought was
a retirement plan or IRA.

» Taxpayer’s principal residence was severely damaged.

* One of the taxpayer’s family members died.

* Taxpayer or a family member was seriously ill.

* Taxpayer was incarcerated.

* Restrictions were imposed by a foreign country.

* A postal error occurred.

* The distribution was made on account of an IRS levy and the proceeds of the levy have been returned.

* The party making the distribution delayed providing information that the receiving plan or IRA required to
complete the rollover despite reasonable efforts to obtain the information.

* The distribution was made to a state unclaimed property fund (Revenue Procedure 2020-46)

that they qualify for a waiver under these circumstances. Even if a taxpayer does not self-certify, the
IRS now has the authority to grant a waiver during a subsequent examination. Other requirements,
along with a copy of a sample self-certification letter, can be found in the revenue procedure.

g Ordinarily, the IRS, plan administrators, and trustees will honor a taxpayer’s truthful self-certification

The IRS encourages eligible taxpayers wishing to transfer retirement plan or IRA distributions to another
retirement plan or IRA to consider requesting that the administrator or trustee make a direct trustee-to-trustee
transfer, rather than doing a rollover. Doing so can avoid some of the delays and restrictions that often arise
during the rollover process.

For more information, refer to Publication 590-A, Contributions to Individual Retirement Arrangements (IRAs).
Qualified Charitable Distributions

A qualified charitable distribution (QCD) is generally a nontaxable distribution made directly from a traditional
IRA to an organization eligible to receive tax-deductible contributions. The taxpayer must be at least age 7072
when the distribution is made. The amount in Box 2a of the 1099-R will reflect all the distributions for the year
and must be reduced by the nontaxable QCD. In accordance to Setting Every Community Up for Retirement
Enhancement (SECURE) Act, the long-standing 7072 age limit for making contributions to traditional IRAs
was eliminated for tax years beginning after 2019. In addition, the excludable portion of a QCD distribution
may need to be reduced by IRA deductions once the taxpayer attains age 70%.. Beginning in tax years after
December 31, 2019, the amount of QCDs that a taxpayer can exclude from income is reduced by the excess
of the aggregate amount of IRA contributions the taxpayer deducted for the taxable year and any prior year
that the taxpayer was age 707~ or older over the amount of such IRA contributions that were used to reduce
the excludable amount of QCDs. Starting with tax year 2020, taxpayers should calculate the excludable
amount of their QCD using the Qualified Charitable Deduction (QCD) Worksheet in Publication 590-B. Each
spouse must complete a separate worksheet if married filing jointly.
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The taxpayer must have the same type of acknowledgement of the contribution that is needed to claim a
deduction for a charitable contribution. Typically, a QCD counts towards the taxpayer’s required minimum
distribution (RMD).

The maximum annual exclusion for QCDs is $100,000. Any QCD in excess of the $100,000 exclusion limit is
included in income as any other distribution. On a joint return, the spouse can also have a QCD and exclude
up to $100,000.

If a QCD is reduced by an IRA contribution, the taxpayer will show that amount as a taxable
distribution. Additionally, the taxpayer may claim a charitable contribution deduction for the donation.

How do | find the taxable portion of pensions and annuities?
Fully Taxable Pensions and Annuities

Pension and annuity income is reported on Form 1099-R, Form CSA 1099-R, and Form RRB 1099-R. In
general, pension or annuity payments are fully taxable, if any of the following is true:

* Taxpayers did not pay any part of the cost of their pensions or annuities
* Employers did not withhold part of the cost from the taxpayers’ pay while they worked
* Employers withheld part of the cost from the taxpayer’s before-tax pay while they worked

Social Security benefits are not reported on the pension line of the tax return. Social Security income
is covered in a later lesson.

Sue worked for a software development company for 20 years. She retired and began receiving
@ pension income the same year. Sue never contributed to the pension plan while she was working;
her employer made all of the contributions. Her pension is fully taxable.

Partially Taxable Pensions and Annuities

If a taxpayer made after-tax contributions toward their retirement plan, they have basis in that plan and

can recover that basis a bit at a time as they get distributions from the plan. Two methods used to figure

the taxable portion of each pension or annuity payment are the General Rule and the Simplified Method.
Unless an exception applies, retirees must use the Simplified Method for annuity payments from a qualified
plan. A qualified plan is established by an employer to provide retirement benefits for employees and their
beneficiaries. Employees typically do not pay taxes on plan assets until the assets are distributed; furthermore,
earnings on qualified plans are tax deferred. If a taxpayer tells you they have been using the General Rule to
figure the taxable portion for past years, refer them to a professional tax preparer.

If the taxpayer’s annuity starting date is before July 2, 1986, the General Rule has to be used unless
the Three-Year Rule was used.

The Simplified Method is used to calculate the tax-free portion of each pension or annuity payment. The
Simplified Method Worksheet calculates the taxpayer’s cost basis for each monthly payment. The number of
monthly payments is based on the taxpayer’s age (and the spouse’s age if a joint/survivor annuity is selected
by the taxpayer) on the annuity start date. This calculation is not changed for subsequent events, such as
divorce, marriage or death.

Taxpayer’s cost basis + Number of monthly payments = Monthly Tax-Free Portion

p Joe elected a joint/survivor annuity when he retired and started receiving his pension on July 1,
@ﬂ\g 2015. Joe was born March 5, 1950 and his wife, Mary, was born on July 23, 1953. Here is how they

compute their combined ages for the Simplified Method.
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Joe Mary Combined
Date born 3/5/1950 7/23/1953
Date annuity started 71112015 71112015
Age when annuity started 65 61 126

Note that Mary had not reached her 62n9 birthdate by the day the annuity started.

To ensure the taxable portion of the pension is calculated correctly, the age of the taxpayer(s) at the
annuity start date, not their age for the tax year, must be used when determining the total number of
° expected monthly payments.

Refer to the Volunteer Resource Guide, Tab D, Income, Form 1099-R for more information on
calculating the taxable portion using the Simplified Method.

&

Be sure to include any amount of federal income tax withheld on Form 1099-R in the Federal income tax
withheld from Forms W-2 or 1099 line of the tax return.

To calculate the taxable portion of a pension or annuity using the Simplified Method, you will need certain
information:

* The cost in the plan (total employee contribution on Form 1099-R)

* The taxpayer’s age on the date the annuity began (and the spouse’s age if joint/survivor annuity was
selected). In computing the taxpayer’s age, notice whether the annuity starting date is before or after the
taxpayer’s birthday for that year

* Total of tax-free amounts from previous years, available from the taxpayer’s prior year worksheet

If the taxpayer has more than one Form 1099-R that is not fully taxable, calculate the tax-free portion for
each form separately.

Melvin retired from a manufacturing plant. While he was working at the plant, his employer withheld
money from each paycheck and sent it to the Engineer’s Pension Fund. Melvin will receive a monthly
pension payment for the rest of his life. Melvin will use the Simplified Method Worksheet to
determine the tax-free part of monthly payments.

&

—#/ EXERCISES (continued)

Question 5: Dotty worked for the local tire plant for 32 years. She retired in June and receives a monthly
pension of $1,679. (She received six payments for July through December.) Dotty never contributed to
the pension plan; her employer made all of the contributions. How much of her pension is taxable?

LS XN
*

a. $12,074
b. $11,074
c. $10,074
d. $1,679

Disability Pension Income

Generally, taxpayers who retire on disability must include all of their disability payments in income. Disability
payments are taxed as wages until the taxpayer reaches the minimum retirement age — this age

is set by the employer. After the taxpayer reaches the minimum retirement age, disability payments are
treated as pension income to determine taxability.
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of any medically determinable physical or mental condition that can be expected to result in death or

g Taxpayers are considered disabled if they cannot engage in any substantial gainful activity because
to be of long-continued and indefinite duration.

Minimum retirement age is generally the earliest age at which taxpayers may receive a pension, whether or
not they are disabled.

Employers may report disability income on one of the following forms:

* Form W-2, if the taxpayer has not reached the minimum retirement age set by the employer

* Form 1099-R, with code 3 if the taxpayer has not reached the minimum retirement age for the plan, or
with code 7 if the taxpayer has reached the minimum retirement age

Some employers report qualified disability income on Form 1099-R with Distribution Code 3 in Box 7
' regardless of the taxpayer’s age. You must confirm the employers’ minimum retirement age. If the
taxpayer is under the retirement age, the volunteer must take steps in the software to ensure the
income is properly reflected as wages on Form 1040. When disability pay is treated as wages, it
might affect the earned income credit and the taxpayer’s ability to ma