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Technical Updates

Publication 4491-X conveys tax law updates and other revisions to the VITA/TCE training
products that occur after the products are published. The publication is normally available for
downloading in mid-December via IRS.gov.

Volunteer Tax Alerts are issued during filing season (as needed) and may include additional
technical updates. They are accessible via IRS.gov (keyword: Community Network). Also,
consult your course instructor and/or site coordinator for guidance.

Department of the Treasury — Internal Revenue Service
Volunteer Agreement
Standards of Conduct — VITA/TCE Programs

The mission of the VITA/TCE Program is to provide free basic tax return preparation for
eligible taxpayers. Volunteers are the program's most valuable resource. To establish the
greatest degree of public trust, Volunteers have a responsibility to provide high quality
service and uphold the highest of ethical standards.
As a participant in the VITA/TCE Program, I agree to the following standards of conduct:

» [ will treat all taxpayers professionally, with courtesy and respect.

* I will safeguard the confidentiality of taxpayer information.

» [ will apply the tax laws equitably and accurately to the best of my ability.

* [ will only prepare returns for which I am certified. (Basic, Advanced, etc.)

[ will exercise reasonable care in the use and protection of equipment and supplies.

* I will not solicit business from taxpayers I assist or use the knowledge I have gained
about them for any direct or indirect personal benefit for me or any other specific
individual.

* [ will not accept payment from taxpayers for the services I provide. I may receive
compensation as an employee of a program sponsor.

* I will ensure the returns I prepare, follow the Intake/Interview and Quality Review
Processes.

The Tax Software Hints in this product are for sites using TaxWise® software to prepare tax

returns. This software is copyrighted and owned by CCH Small Firm Services® (CCH). It is issued

to VITA/TCE sites by the IRS. Consult your instructor and/or site coordinator for guidance and
access to the software.

Confidentiality Statement

All tax information received from taxpayers in your volunteer capacity is strictly confidential
and should not, under any circumstances, be disclosed to unauthorized individuals and should
be properly safeguarded.

All persons, scenarios and addresses appearing in this product are fictitious. Any resemblance
to persons living or dead is purely coincidental.



DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
ATLANTA, GA 30308

A\GE AND INVESTMENT DIVISION Movember 12, 2009

Greetings Volunteers,

| wish | could extend a face-to-face welcome to each of you. With over 80,000 volunteers
throughout the U.S. and overseas, | realize that is not a realistic option, so please accept my
welcome and sincere appreciation for your time, talent and unyielding support. Each filing
season brings exciting and rewarding challenges, and this year will be no exception.

In preparation for this year's training and filing season, | would like to encourage you to take
advantage of the resources available at IRS.gov, search keyword: Community Network. The
site contains a wealth of information that will assist you in providing quality tax return
preparation assistance.

Throughout the spring and summer months of 2009, we have worked tirelessly to assist you in
understanding the impact the American Recovery Reinvestment Act of 2009 (ARRA) has on the
tax returns of our program participants (low-income, elderly, limited English-speaking, the
disabled, military, etc). While there are numerous public and private outlets for ARRA
information to supplement your training, the most reliable sources are Link & Learn Taxes
(L&LT), our e-learning course and other tax information available at IRS.gov.

As you well know, consistent practice is key to effective training. The workbook (Publication
4491-W) in this kit is designed for that purpose. The problems can be completed using the
Practice Lab available in the Link &Learn Taxes application or by using paper returns. You may
also complete the test and retest (Form 6744) using the Practice Lab.

| welcome your suggestions for improving your experience, as well as that of the taxpayers you
serve. Please adhere to the volunteer agreement in your training material and e-mail

partners@IRS.gov or mail your concerns to:

Internal Revenue Service

Stop 45-WI - VITA/TCE Training
401 West Peachtree Street, NW
Atlanta, GA, 30308

Again, welcome and thanks. Let's make this our best filing season ever!

d eholder Partnerships,
Educatton & Communication



What'’s in my training kit?

Product

Publication 4491,
Student Training Guide

or

Publication 4555,
Instructor Guide

Publication 4491-W,
Comprehensive Problems &
Exercises Workbook

Publication 4012, Volunteer
Resource Guide

Form 6744, Test/Retest

Form 13222 and Form
13232, student and instruc-
tor course evaluation forms

Software Practice Lab

What’s New This Year

New tax law content for 2009
identifies new tax laws

Tax software hints in the student and instructor training guides provide
brief, helpful information. Specific guidance for entering data in the
software is in the applicable yellow tab section of Publication 4012.

Income from Schedule K-1s (interest, dividends and capital gains) is a
new Advanced topic in Lesson 12.

Lesson 14, Social Security Benefits is now a Basic lesson.

Penalty for early withdrawal of savings is now a Basic topic in
Lesson 17.

Problem and practice exercises that cover new 2009 tax law from the
American Recovery and Reinvestment Act (ARRA) and changes to
what'’s in scope this year.

If possible, sites should wait to use the tax year 2009 tax preparation
software that will be on the Software Practice Lab when Link & Learn
Taxes is available on www.irs.gov in early November.

A job aid for using Form 13614-C, Intake/Interview & Quality Review
Sheet

Additional guidance for entering data in the IRS-provided tax prepara-
tion software is in the yellow (desktop) and blue (on-line) tabs.

The test is designed for use with the software Practice Lab on
Link & Learn Taxes. It is open book and can be taken and scored
on Link & Learn Taxes.

Prior tax year forms and software cannot be used to complete the
workbook or the test/retest exercises due to the impact of the American
Recovery and Reinvestment Act (ARRA) on 2009 tax preparation.

Share your ideas for enhancing these materials by completing the
applicable evaluation form. Read the Director’s letter in the front of the
book for additional guidance.

Reinforce your training using the IRS or service e-learning application
for volunteers — Link & Learn Taxes. The site also contains an early
release version of the IRS-provided tax preparation software.
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ﬁlblication 4555 Notes to Instructors

Introduction

This guide and the products in this kit contain the information and guidance you need to
satisfy our mutual goal of providing consistent, yet tailored training. Remember, all indi-
viduals including IRS-SPEC employees participating in the VITA/TCE Programs, who
answer tax law questions, instruct tax law, prepare or correct tax returns and/or conduct
quality reviews of completed tax returns must be certified.

The make-up of Volunteer Income Tax Assistance (VITA) and Tax Counseling for the
Elderly (TCE) sites are different from city to city. Because of these differences, not all
the materials in this guide will apply to all sites. Therefore, it is up to you to provide your
students the guidance, insights and skills required to provide high quality tax return
preparation services. In the pages that follow, you will find:

» Information about the process-based training approach

» Answers to frequently asked instructor questions (Topics include: getting started,
what’s in this kit, which lessons you should teach, suggestions for maximizing your
resources, student engagement and comprehension, etc.)

*+ Recommended presentation times for each lesson

» The student text (Publication 4491) with instructor notes in the margins

What is the training approach?

You can teach five of the seven VITA/TCE courses e ™

using this guide and the other products in your kit.
Each course uses the process-based training (PBT) The provisions of the
approach. PBT is a performance based training curricu- | American Recovery and

lum that uses a process based approach to teachin Reinvestment Act (ARRA)

u u P i pp. N9 require numerous tax law

the return preparation process. Unlike tax law lecture changes for 2009. If sites use
driven training, PBT engages students in the return the prior tax year forms and
preparation process and requires extensive role-play- software to complete problems

. . . and exercises, they must also
ing, and the completion of problems and exercises that apply the prior yea¥’s tax law

simulate situations they will encounter at the site. in order to exclude any ARRA

L material. If possible, sites
Many volunteers find it helpful to take the courses should wait to use the 2009
online, either in a classroom setting or in the privacy tax preparation software that
of their home. As explained on the back inside cover, will be on the Practice Lab

when L&LT is available on

Link & Learn Taxes (L&LT), the IRS’ e-learning applica- | . .
] . irs.gov in early November.
tion for VITA/TCE volunteers, supports the PBT train- \ J
ing approach and includes a link to the “Electronic Tax
Software Practice Lab for VITA/TCE Volunteers.”

Do not use the Electronic
Tax Software Practice Lab to
complete actual returns.

The Practice Lab, which is programmed for Tax Year
2009, provides volunteers the opportunity to gain prac-
tical experience with the actual software that will be
used at most sites when assisting taxpayers. Students
may find the Practice Lab helpful for completing their practice exercises, comprehen-
sive problems, and test.
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What resources are available to me?

There are numerous resources available to you, including your partner/sponsor, Site
Coordinator, IRS-SPEC Tax Consultant, the Community Network at www.irs.gov, and
Publication 1084, Volunteer Site Coordinator’s Handbook.

Publication 1084 contains a complete overview of the volunteer programs, training
delivery options including information about ordering products, testing, and certification
guidance. The publication is available from your IRS-SPEC Tax Consultant and can be
downloaded from www.irs.gov.

How do | get started?

The training is based on a tiered strategy; each tier represents a complete course of
study. There are seven courses of study — Basic, Intermediate, Advanced, Military,
International, Puerto Rico, and Foreign Students. Five of the VITA/TCE courses are

covered in your kit and the students’ kit.

The courses for Puerto Rico (tax law specific to residents of Puerto Rico who must file
a U.S. income tax return) and Foreign Students (U.S. tax law specific to international
students and scholars) are available on L&LT only.

After obtaining your certification for the course(s) you will teach, we recommend the
following prerequisites for each instructor:

1. Allow two hours of preparation time for every hour of instruction.

2. Review and discuss Lessons 1, 2, and 3 as a team. These lessons contain informa-
tion that will flow throughout the course materials, i.e., each instructor will cover vari-
ous aspects of Vanessa Franklin’s tax return.

3. Establish an agenda for teaching the course using
Exhibits 1 and 2, which contain a suggested sylla-
bus for presenting the information.

Instructors must be certified
in the course(s) they teach.
Certification is required each
year before instructional
services are provided.

4. Review the test/retest introductory information to
make sure you understand the certification require-
ments and procedures.

What’s in this kit?

In addition to this publication, which contains the student guide in its entirety with instruc-
tional guidance for each lesson in the margins, your kit includes the following items. The
purpose, changes, and other important information

about the products are shown on page ii of this guide.

Students will use Publication

1. Publication 4491-W, Comprehensive Problems 4012 at the tax preparation site.

and Exercises Workbook

2. Publication 4012, Volunteer Resource Guide

3. Form 6744, Test/Retest

If your students do not test
and certify using L&LT, you will
also need a copy of the test/
retest answers (Publication
4189) from your IRS-SPEC
Tax Consultant.

4. Administrative products: Form 13232, Instructor
Course Evaluation, and Document 12107, Postage
Paid Label for mailing evaluation forms to the IRS
free of charge.
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What are other recommended resources?

As explained later in the Course Introduction, you may find the following additional
resources helpful:

1. Publication 17, Federal Income Tax Guide for Individuals

2. State tax materials

3. Form 1040 Instructions for paper/manual return preparation classes

4. Up-to-date tax products and information available on www.irs.gov.
5

. Computers and/or Internet access for classes incorporating the tax preparation soft-
ware and/or L&LT — this requires a computer for each student (if possible) and/or a
computer and projector for the instructors, table space for documents, flash drives or
other storage media for students to save their work,

and (if possible) one assistant per five students / - \

6. L&LT to grade/score the test/retest and/or to supple- | When using products from
ment Classroom tralnlng other sources, inClUding WWW.
irs.gov, make sure you are
7. Software Practice Lab via L&LT for 24/7 access to aware of any content and
the IRS return preparation processing changes before
sharing them with your
software

Qtudents. J

How do | know what to cover?

Instruction for teaching the courses is provided in this publication. The reference tab in
Publication 4012 contains a Scope of Service chart that you will find helpful for planning
each lesson.

Beginning in lesson 8, the icons described below indicate topics that are required for
each course.

N~

N

The Basic course covers income from wages, interest, dividends, social security
income, and the more frequently used tax credits for individuals and couples. Social
security income and penalty on early withdrawal of savings are new this year in the
Basic course. All volunteers are required to take this course.

v

The Intermediate course covers all tax topics in the Basic course plus education cred-
its, additional income topics (such as alimony and Schedule C-EZ), itemized deduc-
tions, adjustments to income, and some pension issues for individuals and families.

=

The Advanced course covers all tax topics in the Basic and Intermediate courses plus
additional pension topics. Also covered are stock and sale of home issues for individu-
als and families.
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*

The Military course is generally the Advanced course with special emphasis on tax
issues that affect armed services personnel and their families, such as combat pay,
moving expenses, etc. Those assisting or instructing the U.S. Armed Forces overseas
must also take the International course.

®

The International course is generally the Advanced
course with special emphasis on international tax law
for the U.S. Armed Forces overseas and U.S. residents | community network) for train-
living outside the U.S., especially those served by U.S. | ing information and guidance
embassies and consulates. beginning in November.

Check www.irs.gov (keyword:

How can | maximize my resources?

The following points may be helpful in determining your training delivery method,
presentation times, and certification method (paper or electronic):

*  What knowledge, skills, and abilities (KSAs) do your students possess? For
instance, computer and people skills, tax law knowledge, interviewing skills, foreign
language(s), etc. What is their expertise/proficiency in each of the KSAs?

*  Where will instruction take place? Do a large number of your students have
computer access? Are your students in rural areas? Is it more beneficial to supple-
ment classroom training with self-study training using L&LT or Publication 44917
Can some or all the students complete the course independently using Publication
4480 and L&LT with ad hoc face-to-face or electronic guidance from you?

* Who is the intended audience? Are they seniors, retirees, armed forces person-
nel, low-to-moderate wage earners, students, disabled individuals, etc.? Are your

students familiar with special tax concerns of these

taxpayers?

Encourage students to use
L&LT to score their test and
obtain their certification.

*  How much time do you have for classroom instruc-
tion and administering and scoring the test?

Any pointers for keeping the students engaged?

Yes, breathe life into the course you teach by sharing your experiences and insights. It
may take more time but, by following the process based training approach presented in
this guide, your students will be engaged and require less assistance when preparing
actual returns. The role-plays and problems and exercises in Publication 4491-W help
students:

» Gain an understanding of the tax preparation process and the resources available to
them

« Learn to use the resource materials available to them at the site

Vi
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+ Complete exercises and problems that provide them an understanding of tax law
and how to apply it in various situations

+ Understand the importance of following the return preparation process and safe-
guarding taxpayer information

» Complete an accurate return — each and every time

Using the introductory information in the test/retest, explain the testing and certification
process. Encourage students to be aware of the test content for their level of certification.

How will | know if the students comprehended the information?

PBT is designed to assist you in determining if your students understand how to
prepare a complete and accurate return. PBT requires extensive role plays, classroom
demonstrations, and return preparation practice. Group dynamics are good indicators —
body language, listening skills, etc. You can also observe the students’ performance as
they complete the comprehensive problem for their course.

Remember, you can reinforce your classroom training and provide further development
by encouraging students to use L&LT during their free time. Ultimately, each student’s
achievement on the test and the results of quality reviews of the returns they prepared
will determine if they understood the information.

How do | suggest changes to the course materials?

We welcome your comments and suggestions for enhancing your teaching experience.
Your training kit contains Form 13232 for submitting your comments; students have
Form 13222 in their training kit for the same purpose.

Forward all completed forms using the postage-paid business reply label (Document
12107) in your kit. Please be sure to follow these instructions:

+ Enter the applicable city, state, and ZIP code

» Darken the circle bubbles; do not place an X or
check mark in the bubbles

Do not use the mailing label in
your kit to mail tax documents;
only mail course evaluations
using the mailing label.

» Do not fold, staple, or photocopy the forms
* Mail forms in an envelope 9 x 12 inches or larger

» Mail the completed evaluation(s) at the conclusion
of each course

The survey results are shared with local IRS-SPEC tax consultants in early to late
June.
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Exhibit 1: Content and Courses

Lesson 1 — Course Introduction
Lesson 2 — Screening and Interviewing
Lesson 3 — Filing Basics

Lesson 4 — Filing Status

Lesson 5 — Personal Exemptions
Lesson 6 — Dependency Exemptions

Lesson 7 — Unique Filing Status and Exemption
Situations
Lessons 8 through 16

Lesson 17 — Adjustments to Income

Lesson 18 — Military Moving Expenses

Lesson 19 — Standard Deduction and Tax Computation

Lesson 20 — Itemized Deductions
Lesson 21 — Military Employee Business Expenses
Lesson 22 — Business Travel Expenses

Lesson 23 — Credit for Child and Dependent
Care Expenses

Lesson 24 — Education Credits
Lesson 25 — Foreign Tax Credit
Lesson 26 — Child Tax Credit

Lesson 27 — Miscellaneous Credits

Lesson 28 — Other Taxes

Lesson 29 — Payments

Lesson 30 — Earned Income Credit (EIC)

Lesson 31 — Refund / Amount of Tax Owed

Lesson 32 — Quality Review of the Tax Return
Lesson 33 — Concluding the Interview

Lesson 34 — Military Finishing and Filing the Return

Lesson 35 — Amended Returns

All courses
All courses
All courses
All courses
All courses
All courses

All courses

See Lesson 8 for a chart of
Income topics by lesson

All courses (Basic should
only cover Penalty for Early
Withdrawal of Savings)

Military

All courses

All courses (except Basic)
Military

International

All courses

All courses (except Basic)
All courses (except Basic)
All courses

All courses (Basic should
only cover Elderly or
Disabled and Qualified
Retirement Savings)

All courses
All courses
All courses
All courses
All courses
All courses
Military

All courses

viii
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Exhibit 2 — Curriculum Recommended Presentation Times

Lesson

0w N O Ok W N -
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Content

Welcome & Introductions

Course Introduction

Screening and Interviewing

Filing Basics

Filing Status

Personal Exemptions

Dependency Exemptions

Unique Filing Status and Exemption Situations
Income - Wages, Interest, Etc.

Income - Business Income or Loss
Income - Capital Gains or Loss

Income - Retirement Income

Income - Rental and Schedule K-1s
Income - Unemployment Compensation
Income - Social Security Benefits
Income - Other Income

Military Income

Adjustments to Income

Military Moving Expenses

Standard Deduction and Tax Computation
Itemized Deductions

Military Employee Business Expenses
Business Travel Expenses

Credit for Child and Dependent Care Expenses
Education Credits

Foreign Tax Credit

Child Tax Credit

Miscellaneous Credits

Other Taxes

Payments

Earned Income Credit (EIC)

Refund / Amount of Tax Owed

Quality Review of the Tax Return
Concluding the Interview

Military Finishing and Filing the Return
Amended Returns

Testing Guidelines (Using Form 6744)
Review Test

Closing & Evaluation Form 13222

* Estimated time does not include breaks or lunch

Estimated Minutes*
15
15-30
15
15-45
60

30

30

30

90 - 165
60

90

105

60
15-30
30
15-30
60
15-75
45-75
15-45
45

30

30

30

30

60

30

30

15

30

60 - 120
30

60

30

60

30

15

240

15

Publication 4555 Instructor Guide




Notes

Publication 4555 Instructor Guide




S
T N

Eble of Contents

What’s New for 2009

Important Tax Law Changes for 2009. .. ............. ... ... . ... 1
Lesson 1: Course Introduction
Welcome . . . ..o 11
Introduction . . . .. ... 11
Why is this publication solarge?. . . ........ ... . ... . . 1-2
What happens after | complete thiscourse?. . ......................... 1-4
What types of returnscan lprepare? . ........... . i 1-5
What are my responsibilities as a VITA/TCE program volunteer? .......... 1-5
Are there other materials available to assistme? ...................... 1-7
SUMIMIANY. et e e 1-8

Lesson 2: Screening and Interviewing

Introduction . . .. ... 2-1
What is included in the intake and interview process? . .................. 2-1
Where do | find the tools to assist me with this process?................. 2-2
Howdolusethetools? . ... ... . ... . i 2-2
How do | welcome and screen the taxpayer?. . ......... .. ... .. ... .... 2-4
How do | conduct a probing interview?. ... ... ... ... . 2-6
What techniques can | use to assist me with the interview?. .............. 2-8
How can | overcome communication barriers?. . . ..................... 2-10
What happens next?. . . ... 2-11
SUMMANY. . . 2-11
Lesson 3: Filing Basics
Introduction . . ... .. ... 3-1
Who mustfile? . ... . 3-1
Who should file? . .. ... .. 3-4
How do | verify taxpayeridentity?. . .. ......... . ... ... . . . . . . .. 3-5
How do | choose the appropriate tax returnform? ...................... 3-8
Howdo lfileareturn?. .. ... ... . . . . 3-10
What do | tell taxpayers about recordkeeping?. . ...................... 3-10
How do | answer taxpayers’ administrative questions? .................. 3-11
What potential pitfalls should | keepinmind?......................... 3-12
Which forms and documents need to befiled?. . ........ ... ... ... ..... 3-12
Practice —Vanessa Franklin . . . ... ... ... . . . . 3-13
SUMMANY . o 3-13
Lesson 4: Filing Status
Introduction . . . ... ... e 4-1
What are the five filing statuses? .. ......... ... . . . 4-1
What are the requirements for each filing status? ...................... 4-2
How do | determine the correct filing status? .......... ... ... .. ... ... 4-8
Practice —VanessaFranklin .. ........... ... ... .. ... .. ... .. .. ..... 4-10
SUMIMANY. . . o e 4-10

Table of Contents a




Lesson 5: Personal Exemptions

Introduction . . ... ... e 5-1
What are exemplions? . . ... .. . e 5-1
How do | use the interview techniques to determine how many

personal exemptions a taxpayer canclaim? ............. .. ... .. ... ... 5-3
How do | enter the personal exemptions? . ........... ... .. ... .. ...... 5-3
Taxpayer Interview and Tax Law Application .......................... 5-3
Exemption for individual(s) displaced by a Midwestern disaster . . . . . . 5-4
Practice - Vanessa Franklin . ........ ... ... ... . .. . . . i 5-5
SUMIMANY . . o e 5-5

Lesson 6: Dependency Exemptions

Introduction . . . . ... e 6-1
Who are dependents?. . . ... ... e 6-1
Who may be claimed asadependent? ..................... ... .. ..., 6-2
How do | apply the dependency tests?. ... ........ ... ... ... . ..., 6-2
What are the tests for qualifying children? . . .......................... 6-3
Can the child be a qualifying child of more than one person? ............. 6-5
What are the tests for qualifying relatives?. . .......................... 6-6
What are the new rules for children of divorced or never married parents?. . .6-11
How do | enter the exemptions in the tax software? ................... 6-12
Taxpayer Interview and Tax Law Application ......................... 6-12
Practice —Vanessa Franklin . . .. ... ... .. . . . . . . 6-13
SUMMaAIY. . . e 6-13

Lesson 7: Unique Filing Status and Exemption Situations

Introduction . . ... ... 7-1
How do | apply tax law to nonresidentaliens? .. ....................... 7-1
Can citizens or resident aliens who live with their nonresident

alien spouse ever file as Head of Household? . ... ..................... 7-6
Personal Exemptions . ....... ... ... . . . . . . . . . 7-7
How do | enter the filing status into the tax software? ................... 7-7
Dependency Exemptions .. ....... .. . ... 7-8
SUMIMANY. . . ot e e e 7-10

Lesson 8: Income — Wages, Interest, Etc.; Form 1040, Lines 7-11

Introduction . . ... ... e 8-1
How are taxable and nontaxable income determined?. ... ............... 8-2
Howdolgetstarted? . ... ... .. .. . 8-3
How do | report wages, salaries, tips, etc.? . ............ ... .. .. ... ... 8-4
What interestis taxable?. . . ... .. ... . 8-8
Taxpayer Interview and Tax Law Application ......................... 8-10
How do | handle dividends? . .. ... ... ... .. . . . . . . .. 8-11
Taxpayer Interview and Tax Law Application ......................... 8-13
What should be reported on line 10 of Form 10407 .. .................. 8-14
Whatis alimony?. . ... ... e 8-14
Practice —Vanessa Franklin . . .. ... ... ... .. . . ... ... ... . ... 8-15
SUMMANY. . . 8-15

Table of Contents




Lesson 9: Income — Business; Form 1040, Line 12

Introduction . . . ... ... e 9-1
Where do | get business income or loss information? . .................. 9-1
Taxpayer Interview and Tax Law Application .......................... 9-3
How do | complete Schedule C-EZ?. . ... ... ... .. . . . . . . .. 9-4
Practice —Vanessa Franklin . .. ......... ... ... ... . . .. ... . . . .. 9-5
SUMMANY. . e 9-5
Lesson 10: Income — Capital Gain or Loss; Form 1040, Line 13

Introduction . . .. ... 10-1
What information must | have to report a capital gainorloss?............ 10-2
Whatis the basis of stock? ......... ... ... . . . . . . . 10-2
How do | determine the holding period? . .. ........... ... ... ......... 10-4
What information do | need from Form 1099-B?. ... . .................. 10-6
How do | enter data on Schedule D, Partsland 1?7 . ... ................ 10-8
How do | report capital gain distributions? . .......................... 10-8
How do | complete reporting of capital gainorloss? ................... 10-9
How do | calculate and report a carryover of a capital loss? ............ 10-10
Taxpayer Interview and Tax Law Application . ....................... 10-10
Who must file Schedule D for the sale ofahome?. .. .................. 10-11
Who must reportthe saleofahome?. . ............ ... .. ........... 10-12
What is considered a “main"home? ... ... ... ... ... ... ... . ... 10-12
What are the ownershipandusetests? ............................ 10-12
How do | figure the gain (or loss) from the sale ofahome?............. 10-14
How much of the gain from a home sale can a taxpayer exclude? ....... 10-16
Where do | report any taxable gain from the sale ofahome? ........... 10-16
Taxpayer Interview and Tax Law Application . ....................... 10-17
What is the Five-year Test Period Suspension?...................... 10-18
How is a cancellation of debt for a principal residence reported

onthereturn? . ... .. e 10-19
SUMMANY. . .o e e e e 10-33

Lesson 11: Income — Retirement Income; Form 1040, Lines 15-16

Introduction. . ... . . 11-1
What is retirement income? . ....... ... . . .. 11-1
Where can | get information about a taxpayer’s retirement income? .. ... ... 111
What if the taxable portion is already calculated?. ... ................... 11-2
What if the taxable portionis notcalculated? . ......................... 11-3
What do | need to know about retirement income distributions? ........... 11-3
How do | find the taxable portion of IRAincome?. ...................... 11-4
How are IRA distributions reported? . . .. ........ ... ... ... ... .. . ... .. 11-6
How do | find the taxable portion of pensions and annuities?. . ............ 11-8
What other retirement income issues are there? ...................... 11-10
How do | determine when an adjustment to withholding should be made? . .11-13
SUMIMATY. .ttt e e e 11-14

Table of Contents




Lesson 12: Income — Rental and Schedule K-1s

Introduction . . ... ... e 12-1
Schedule K-18 . . ..ottt 12-2
Whatisrental income? . . ... e 12-3
What qualifies as arental expense? .......... ... .. ... . . ... . ... 12-3
How do | handle depreciation of rental property?. . .................... 12-7
How do | figure the MACRS deduction?. . .............. ... ... ...... 12-9
Taxpayer Interview and Tax Law Application .. ...................... 12-10
How do | handle rental property that the taxpayer alsouses? ............ 12-11
How do | handle rental losses?. . . ... ... ... . .. 12-14
SUMMANY. . . o e e 12-16
Lesson 13: Income — Unemployment Compensation; Form 1040, Line 19
Introduction . . . ... . 131
What is unemployment compensation? ............................. 13-1
What's different for 20092 ... ..ot 13-2
Practice —Vanessa Franklin . . . ... ... ... . . . . . . . 13-2
SUMMaAIY. . . e 13-2
Lesson 14: Income — Social Security Benefits; Form 1040, Line 20a
Introduction . . . ... . . 14-1
What are social security and railroad retirement benefits?. . ............. 14-1
What are lump-sum benefit payments? . ......... ... ... ... L. 14-4
SUMIMANY. .« . et e e e 14-5
Lesson 15: Income — Other Income; Form 1040, Lines 21-22
Introduction . . . ... ... e 15-1
How do | handle otherincome? . ... ... ... .. .. .. . ... ... . .. .. ..... 15-1
What is worldwide income? . . ... ... ... 15-2
How do | convert foreign income to U.S. dollars?. . .................... 15-3
What is the foreign earned income exclusion? . ....................... 15-5
What is the period of stay requirement? . . . ... ... ... ... .. ... .. ... 15-8
What is qualifying income? . . . .. ... .. 15-9
When do | complete and file Form 2555 or Form 2555-EZ2?. . . .......... 15-10
Taxpayer Interview and Tax Law Application ........................ 15-12
SUMMANY. . . oo e e 15-13
Lesson 16: Military Income
IntroducCtion . . .. ... 16-1
What are the types of income? . ... ... .. ... 16-1
What is military separation with disability severance pay?............... 16-2
Whatisacombatzone? .. ... ... ... ... . . . 16-3
Taxpayer Interview and Tax Law Application . ........................ 16-6
What are the laws regarding community property? .................... 16-6
SUMMANY. . . .o e 16-7

Table of Contents




Lesson 17: Adjustments to Income

Introduction . . . ... ... e 171
How do | determine if the taxpayer has adjustments to income? .. ........ 171
How do | handle educator expenses?. .. ........ ... ... 17-2
Taxpayer Interview and Tax Law Application ......................... 17-4
How do | handle self-employmenttax?............. ... ... ... ....... 17-5
How do | handle penalties for early withdrawal?. . .. ................ ... 17-5
How do | handle alimony paid?. .. ... ... .. ... .. . . i 17-5
How do | handle IRA contributions? . .............. ... .. ... .. ....... 17-6
How do | handle student loaninterest?. . .. ......... ... .. ... ... ... 17-11
Taxpayer Interview and Tax Law Application ........................ 17-14
How do | handle tuitionandfees?. . ............ ... ... ... .. ..... 17-15
Is pay for jury duty an adjustmenttoincome? ....................... 17-17
What about other adjustments toincome? .. ........................ 17-17
How do | determine Adjusted Gross Income?. . ...................... 17-17
Taxpayer Interview and Tax Law Application ........................ 17-18
Practice - Vanessa Franklin . ........... ... ... . ... ... ... .. ... .... 17-19
SUMMANY. . e e 17-19

Lesson 18: Military Moving Expenses

Introduction . . . . ... 18-1
What is a permanent change of station? . ........................... 18-2
What expenses are included in the moving expense adjustment?......... 18-2
How do | handle military reimbursements?. .. ........................ 18-3
Taxpayer Interview and Tax Law Application . ........................ 18-4
Taxpayer Interview and Tax Law Application . ........................ 18-6
SUMMAIY. . oo e e e e 18-7
Lesson 19: Standard Deduction and Tax Computation
Introduction ... ... ... 191
What are deductions? . .......... ... 19-1
How does age or blindness affect the standard deduction?.............. 19-3
What about individuals who can be claimed as dependents? ............ 19-5
What about taxpayers who paid real estate taxes but do not itemize?. . . ... 19-5
What if the taxpayer purchased a new motor vehicle?.................. 19-6
How do | determine which deduction is best for the taxpayer?............ 19-6
How are taxable income and tax determined? ... ..................... 19-7
Practice —Vanessa Franklin . ... ... ... ... . . . . ... 19-8
SUMIMANY. . . ettt e 19-8
Lesson 20: Itemized Deductions
Introduction ... ... ... 20-1
Who mustitemize? . ... . e 20-1
How do | handle medical and dental expenses? ...................... 20-2
Howdo l handleinterest?. .. ...... .. ... .. . . . . . . . . .. 20-6
How do | handle gifts to charity?. . ... ... ... .. .. 20-8

Table of Contents




Lesson 20: Itemized Deductions (continued)

What are casualty and theftlosses?. .. ........... ... ... ... ... ..... 20-11
What are miscellaneous deductions? ............................. 20-12
Practice - Vanessa Franklin ........... ... .. .. ... ... ... ... . ..., 20-13
SUMMANY .. 20-13
Lesson 21: Military Employee Business Expenses
Introduction . . . . ... 21-1
What are military employee business expenses?. ..................... 211
What are qualified uniformexpenses? . . .......... .. ... . . . ... 21-1
Can service members claim work-related educational expenses?......... 21-3
What are travel expenses? . .. ... .o e 21-4
What are local transportation expenses? . .. ......... ... ... ... ... ... 21-7
Who needs to complete Form 21067 .. ......... ... ... . . . ... 21-8
Taxpayer Interview and Tax Law Application ......................... 21-9
SUMMaANY. . . e e 21-11
Lesson 22: Business Travel Expenses
Introduction . . . ... .. e 22-1
What qualifies as a deductible business travel expense?. .. ............. 22-1
What records must the taxpayerhave? .......... ... .. ... ... ..... 22-3
Are there alternative methods for figuring some expenses?. ............. 22-3
How do | report business expenses? ... ..., 22-5
SUMMANY . . ot e e e e 22-5
Lesson 23: Credit for Child and Dependent Care Expenses
Introduction . . ... ... 23-1
What is the child and dependent care credit?. . ....................... 23-1
How do | determine if a taxpayeris eligible? .......... ... .. ... .. ..... 23-2
What is the qualifying persontest?. . ........ ... ... .. . .. ... ... 23-2
What is the earned income test? ... .......... ... ... .. ... ... 23-3
What is the work-related expensetest? .. ....... ... ... . ... ... 234
Whatis the jointreturntest?. . .. ... ... 23-6
What is the provider identificationtest? .. ........ ... ... ... .. ..... 23-7
Taxpayer Interview and Tax Law Application ......................... 23-7
How do | determine the amount of the credit? .. ...................... 23-8
How do | complete Form 24417 . . . . ... ... .. . . . .. .. 23-9
How do | avoid common errors?. . . .. ... i 23-10
Practice - Vanessa Franklin .. ... ... ... ... ... . ... ... ... . . ..., 23-10
SUMMANY. . . 23-11
Lesson 24: Education Credits
Introduction . . . ... ... e 24-1
What are educationcredits? . . . ....... ... . .. 24-1
Who can take an educationcredit?. .. .......... .. 24-1
What is an eligible institution?. .. .. ... ... 24-2
What are qualifying expenses?. ... ... ... 24-2
What rules applytoeachcredit?. .......... .. ... ... ... ... . ... .. 24-4

Table of Contents




How do | determine the amountofthecredit? ........................ 24-6
Taxpayer Interview and Tax Law Application ......................... 24-7
Which education benefit is better for the taxpayer? . . .................. 24-8
How can | avoid common errors? . .. ...ttt e 24-8
Practice —Vanessa Franklin. . ......... ... ... ... .. ... . . .. . ...... 24-9
SUMMANY. .t 24-9
Lesson 25: Foreign Tax Credit
Introduction . . . ... . e 25-1
What if the foreign tax credit is reported on Form 1099-INT or
Form 1099-DIV 7 . . .. 25-1
What is the foreign tax credit (FTC)? . .......... ... .. .. . . ... 25-2
What qualifies taxpayers forthecredit? .. ........... ... ... ........ 25-3
What is “economic benefit”? . . ... ... . 25-5
What categories of income qualify forthe credit?. . .................... 25-7
Taxpayer Interview and Tax Law Application .. ....................... 25-8
Dolhavetofile Form 11167 . ... .. ... .. . i 25-9
How do | complete Form 11167 . ... ... ... .. .. . . . ... 25-10
SUMMaANY. . . e e 25-11
Lesson 26: Child Tax Credit
Introduction . . ... ... . . 26-1
Whatisthe childtaxcredit? . ........ ... .. .. ... ... ... . ... .. ... .... 26-1
Who can claimthe childtaxcredit? ................................ 26-1
What is the amountofthecredit?. ... .......... ... ... ... .......... 26-2
How do | determine taxpayer eligibility for the credit? .................. 26-4
How do | calculate the child taxcredit?. .. .............. ... ... ....... 26-5
What is the additional child tax credit? . .. ........................... 26-5
How do l avoid common errors?. . . ... ...t 26-6
Practice - Vanessa Franklin .. ............ ... ... .. .. ... .. . . ..., 26-6
SUMIMANY. . . ettt e e 26-7
Lesson 27: Miscellaneous Credits
Introduction . ... .. ... 271
What is a nonrefundable credit? ................. ... .. ... ... 27-1
What is the retirement savings contributions credit? . .................. 27-2
Taxpayer Interview and Tax Law Application ......................... 27-4
What are Residential Energy Credits? . . ......... ... ... ... ... . ..., 27-5
How do | handle the Credit for the Elderly or the Disabled?. .. ........... 27-6
Taxpayer Interview and Tax Law Application ......................... 27-8
What about the Alternative Motor Vehicle Credit? ..................... 27-8
What is the Mortgage Interest Credit? .. ......... ... .. ... ... . .... 27-8
How are the total nonrefundable credits reported? .................... 27-9
Practice —Vanessa Franklin . . .. ... ... .. ... ... . .. ... ... . . ... 27-9
SUMMANY . . oo e 27-9

Table of Contents




Lesson 28: Other Taxes

Introduction . . . ... .. e 28-1
What are Other Taxes? . ... ... e 28-1
What is self-employmenttax?. . ...... .. ... ... . . . i 28-2
What about taxes on unreported tipincome?. . ......... ... ... ... 28-3
What about taxes on IRAs and other qualified retirement plans?. .. ....... 28-5
What are Advance Earned Income Credit Payments? .................. 28-6
What about repayment of the first-time homebuyer credit? .............. 28-7
How do | figuretotaltax? . ... ... .. . 28-8
Practice —Vanessa Franklin ... ......... ... .. ... ... ... ... . . . . ..., 28-8
SUMIMANY. . . .o e e 28-8
Lesson 29: Payments
Introduction . . . . ... e 29-1
How do | report federal income tax withheld?. . .. ..................... 29-2
What about estimated taxes and amounts applied from the
PriOr year's retUrn? . . . ... . e 29-3
Taxpayer Interview and Tax Law Application ......................... 29-4
What is the making work pay credit? .............. ... .. ... ... ...... 29-4
What is the first-time homebuyercredit? ............................ 29-6
What about amounts paid with an extensiontofile?.................... 29-8
What are otherpayments? . . ... ... ... . . . ... 29-9
What is excess social security and tier 1 RRTA tax withholding?.......... 29-9
How do | find the total payments?. . . .......... .. ... ... .. .. .. ..... 29-9
Practice - Vanessa Franklin ...... ... ... ... . .. .. .. . . .. 29-10
SUMMaANY. . . e e 29-10
Lesson 30: Earned Income Credit (EIC)
Introduction . . ... ... 30-1
Whatisthe EIC?. . ... ... 30-1
How does a taxpayer qualify forthe EIC?. . . .......... ... .. ... .. ..... 30-2
Whatrules apply to everyone? . . ... ... 30-2
What are the rules for taxpayers with qualifying children? . . ............. 30-4
What are the rules for taxpayers without qualifying children?. ... ......... 30-5
How is the correct Earned Income Credit amount calculated?............ 30-7
Where are the EIC tablesand howdo lusethem? .................... 30-7
Practice —Vanessa Franklin . . .. ... ... ... . . . ... 30-8
SUMIMAIY. e e e 30-8
Lesson 31: Refund and Amount of Tax Owed
Introduction .. ... .. 31-1
How do | know if the taxpayerisduearefund? .. ......... ... ... ... ... 31-1
How do | know if an amountisowed? ......... ... ... ... ... ......... 31-5
Taxpayer Interview and Tax Law Application ......................... 31-7
How is the estimated tax penalty calculated?. ... ......... ... ... ... ... 31-7
How can taxpayers make sure the correct amount of tax is withheld?. . . . .. 31-8
What is the Third Party Designee? . . ......... ... . . . ... 31-10

Table of Contents




Practice —Vanessa Franklin. .. ....... ... ... . ... . ... .. . ... ..... 31-11
UMM . 31-11
Lesson 32: Quality Review of the Tax Return
Introduction . ... ... 32-1
How is a quality review of areturn completed? ....................... 32-1
How do | conduct a quality reviewofareturn?........................ 32-2
When should the taxpayer signthereturn? . ......................... 32-2
Dol have toenterasite number? ....... ... ... ... .. . ... . ... . ... 32-2
What are the final steps in the quality review process? ................. 32-3
Practice - Vanessa Franklin . ....... ... ... . . . . . . . 32-4
SUMMANY . o e 32-4
Lesson 33: Concluding the Interview
Introduction . . . . ... e 33-1
How do | prepare the e-filingpacket?. . ......... ... ... .. .. ... ...... 33-2
Who keepstherecords?. . ... ... ... e 33-2
What should | tell the taxpayer about refunds or balances due? .......... 33-3
How can the taxpayer avoid a balance due nextyear? ................. 33-4
How can taxpayers adjust their withholding? ......................... 33-4
When should the taxpayer make estimated tax payments?.............. 33-4
How is estimated tax figured?. . . .. .. ... .. ... .. . .. . . . . 33-5
How is estimated tax paid?. ... ........ ... ... . . . . 33-5
Howdolclosethecontact? ............. ... .. ... . . . . . .. 33-6
Does the taxpayer have to do anythingelse?. ... ..................... 33-6
Practice —Vanessa Franklin . . .. ... ... ... . . . . . .. 33-6
SUMIMANY. .« . et e e 33-7
Lesson 34: Military Finishing and Filing the Return
Introduction . . . ... ... e 34-1
What type of identifying information should members of the
Armed Forces enter on their tax returns? . ... ... ... ... ... ... 34-1
Where and when should members of the Armed Forces file their returns? .. 34-2
What are the extension requirements for taxpayers withinthe U. S.? . ... .. 34-3
What are the extension requirements for taxpayers outside the U.S.
and Puerto RiCO? . ... ... .. 34-5
What are the tax options for combat zone participants?. .. .............. 34-6
What are other tax options for combat zone participants? . . .. ........... 34-7
When can taxes be deferred?. . . ... ... .. 34-7
What are rules for deferment? . ...... ... .. ... ... .. ... 34-8
Can other parties assist withataxreturn? ... ........ ... ... ... .... 34-8
What are the tax forgiveness provisions for decedents? ................ 34-8
What are the rules for filing a return for decedents?. . . ................. 34-9
SUMMANY. . . oo 34-10

Table of Contents




Lesson 35: Amended Returns

Introduction . ...... ... . . 35-1
When is an amended returnrequired? . . . ... ... .. L 35-2
Howdolstart? ... ... .. . 35-3
Whatis FOorm 1040X 7 . . ... 35-3
What are the time frames related to amended returns? . .. . ............. 35-4
What if the taxpayer owes money on the amended return? . ... .......... 35-5
How do | complete the amended return using tax software? .. ........... 35-6
How do | assemble and submit Form 1040X? . ....................... 35-6
SUMIMANY. . . .o e e 35-7
Appendix A: Vanessa Franklin Taxpayer Scenario
Lesson 3: FilingBasiCs. .. ...... .o A-1
Lesson4: Filing Status . . ......... ... A-6
Lesson 5: Personal Exemptions ............ ... ... .. .. . . ... ... A-8
Lesson 6: Dependency Exemptions .............. ... ... ... ... ..., A-9
Lesson 8: Income — Wages, Interest, Etc.; Form 1040, Lines 7-11 ........ A-12
Lesson 9: Income — Business; Form 1040, Line12 . ................... A-14
Lesson 13: Income — Unemployment Compensation; Form 1040, Line 19 .. A-16
Lesson 17: Adjustmentstolncome. .. .......... ... ... ... ... . . .... A-17
Lesson 19: Standard Deduction and Tax Computation. . ................ A-19
Lesson 20: Itemized Deductions . ........... ... ... .. . . . .. A-21
Lesson 23: Credit for Child and DependentCare ..................... A-25
Lesson 24: EducationCredits. . . ........ ... i A-27
Lesson 26: Child Tax Credit . .. ....... .. e A-28
Lesson 27: Miscellaneous Credits .. .......... ... .. ... A-30
Lesson 28: Other Taxes . . ..o vt e e e e A-32
Lesson 29: Payments . ........... .. A-34
Lesson 30: Earned Income Credit (EIC). .. ............ ... .. ... ...... A-35
Lesson 31: Refund and Amountof TaxOwed . ....................... A-37
Lesson 32: Quality Review of the Tax Return. . ... .................... A-39
Lesson 33: Concluding the Interview .. ............... ... .. ......... A-41

Appendix B: Vanessa’s Tax Documents

Table of Contents




, gy
=

What’s New for 2009

Important Tax Law Changes for 2009

Economic Recovery Payment

The $250 Economic Recovery Payment was paid in 2009 to recipients of certain bene-
fits administered by the Social Security Administration, Department of Veterans Affairs,
and the Railroad Retirement Board. Eligible individuals received the payment auto-

matically; they did not have to apply for the payment. Any economic recovery payment
received during 2009 is not taxable, but it does reduce any making work pay tax credit.

Making Work Pay Tax Credit

The making work pay tax credit is a refundable tax credit of up to $400 for working
individuals ($800 for Married Filing jointly). This credit is calculated at a rate of 6.2%

of earned income. It is phased out (gradually reduced) for taxpayers with a modified
adjusted gross income (AGlI) in excess of $75,000 ($150,000 for Married Filing Jointly).
To be eligible for the credit, taxpayers must have a
valid social security number (SSN). For Married Filing
Jointly taxpayers, at least one taxpayer must have a
valid SSN.

Nonresident aliens and
taxpayers who can be claimed
as dependents on someone

else’s tax return are not eligi-
ble for the credit.

Most Form W-2 wage earners have already benefited
from the credit with a larger paycheck, as a result of
the changes made to the federal income tax withhold-
ing tables in early 2009 (to implement the making work pay tax credit). The amount of
the credit, however, must still be claimed on the taxpayer’s 2009 return (filed in 2010).
Generally, Schedule M (Form 1040A or 1040), Making Work Pay and Government
Retiree Credits, is used to claim the credit. Taxpayers filing Form 1040EZ do not have
to file Schedule M. They will calculate the amount of the credit directly on the Form
1040EZ.

Special Credit for Certain Government Retirees

A one-time refundable credit of $250 is available in 2009 for certain government retir-
ees who receive a pension from work and are not covered by social security. This one-
time credit must be claimed on the 2009 income tax return and is a reduction to any
making work pay tax credit. Individuals who receive an economic recovery payment
must reduce the government retiree credit by the amount of the payment. Schedule M
(Form 1040A or 1040), Making Work Pay and Government Retiree Credits, is used to
claim the credit.

American Opportunity Tax Credit — Expanded Hope Credit

For tax years 2009 and 2010, the American opportunity tax credit makes temporary
changes to the education credit known as the Hope credit. This new credit modifies
the existing Hope credit, making it available to a broader range of taxpayers, including
higher income taxpayers and those who owe no tax. It adds required course materials
to the list of qualifying expenses and allows the credit to be claimed for four years of
post-secondary education instead of two years. The maximum amount of the credit is
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increased to $2,500 per student. In addition, 40% of /
the credit may be refundable. The credit is phased out @
for taxpayers with a modified AGI between $80,000 There are some exceptions

and $90,000 ($160,000 and $180,000 if Married Filing | for taxpayers claiming the
Hope credit for a student

Jointly). who attended a school in a
. Midwestern disaster area
Unemployment Compensation in 2009. For more informa-
. tion, see Publication 4492-
For 2009, taxpayers can exclude from gross income B, Information for Affected
up to $2,400 of unemployment compensation received | Taxpayers in the Midwestern
in 2009. Unemployment compensation over $2,400 is Disaster Areas, and

Publication 970, Tax Benefits

Qr Education. J

For homes purchased in 2009, taxpayers can qualify for a refundable credit of 10% of
the purchase price up to $8,000 ($4,000 if Married Filing Separately). Generally, the
credit for qualifying home purchases after December 31, 2008, and before December
1, 2009, do not have to be repaid, as long as the home remains the taxpayer’s main
home for 36 months after the purchase date.

subject to federal income tax.

First-time Homebuyer Credit

The amount of the credit begins to phase out for taxpayers whose modified AGI is more
than $75,000 ($150,000 if Married Filing Jointly). For purposes of the credit, taxpayers
are considered to be first-time homebuyers if they did not own any other main home
during the three-year period ending on the date of purchase.

Sale of Main Home

Gain from the sale or exchange of the main home is no longer excludable from income
if allocable to periods of nonqualified use. Generally, nonqualified use means any
period after 2008 where neither the taxpayer nor spouse (or former spouse) used the
property as a main home (with certain exceptions). This issue can be complex and is
outside the scope of the volunteer program. Refer taxpayers with “nonqualified use”
issues to a professional tax preparer.

Definition of Qualifying Child Revised
For 2009, the following changes have been made to the definition of a qualifying child:

» To be a qualifying child, the child must be younger than the taxpayer, unless the
child is permanently and totally disabled.

» A child who files a joint return cannot be a qualifying child, unless the return was
filed only as a claim for refund and no tax liability would exist for either spouse on
separate returns.

* If the parents of a child can claim the child as a qualifying child but neither parent
claims the child, no one else can claim the child as a qualifying child unless that
person’s AGl is higher than the highest AGI of any parent of the child.

+ Ataxpayer’s child is a qualifying child for purposes of the child tax credit only if the
taxpayer can and does claim an exemption for the child.
Investment Income of Certain Children

The amount of taxable investment income a child can have without it being subject to
tax at the parent’s rate has increased to $1,900 for 2009.
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Standard Deduction Amount Increased

The standard deduction for taxpayers who do not itemize deductions on Schedule A
(Form 1040) has increased for 2009:

+ $11,400 — Married Filing Jointly or Qualifying Widow(er)
+ $8,350 — Head of Household
+ $5,700 — Single or Married Filing Separately

Deduction Allowed for New Vehicle Purchase

For 2009, there is an additional deduction for state and
local sales and excise tax (including certain fees in
states that do not have a sales tax) on the purchase of
qualified motor vehicles. A qualified motor vehicle must
be new and includes a passenger automobile or light
truck, a motorcycle, or a motor home.

The deduction is limited to eligible taxes and fees paid g
on the first $49,500 of the purchase price on the vehi- zn
cle. The deduction phases out for taxpayers with modi- | Do not confuse the deduction

fied AGI of more than $125,000 ($250,000 if Married for a new vehicle purchase
with the “Cash for Clunkers”

CAUTION

Taxes and fees paid on
purchases before February
17, 2009, are not eligible for
this special deduction.

Filing Jointly). program. The Car Allowance
The new vehicle deduction is available to taxpayers Rebate System (CARS) or
who claim the standard deduction, as well as taxpay- Cash for Clunkers” program,
n the _ ; pay is handled through the U.S.
ers who itemize deductions on Schedule A (Form Department of Transportation,

1040). The new deduction can be used to increase the National Highway Traffic
amount of the standard deduction or it can be taken as | Safety Administration, not on a

. . . . . . tax return. For more informa-
an itemized deduction (if the taxpayer is not electing to tion about “Cash for Clunkers”
take the state and local general sales tax deduction). @ to www.cars.gov. J

Limits Increased for Itemized Deductions

Taxpayers with an AGI above a certain amount may lose part of their itemized deduc-
tions. In 2009, this AGI amount is increased to $166,800 ($83,400 if Married Filing
Separately).

Exemption Amount Increased

The amount each taxpayer can deduct for each exemption increased to $3,650 for
2009.

Phaseout of Exemption Amount

Taxpayers with an AGI above a certain amount may lose part of the benefit of their
exemptions. The amount at which the phaseout begins depends upon the filing status.
For 2009, the phaseout begins at:

« $125,100 — Married Filing Separately

+ $166,800 — Single

+ $208,500 — Head of Household, and

« $250,200 — Married Filing Jointly or Qualifying Widow(er)

For 2009, each exemption cannot be reduced to less than $2,433.
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Standard Mileage Rate

* Business-related mileage
For 2009, the standard mileage rate for the cost of operating a car, van, or pickup/
panel truck for business use is 55 cents per mile.

* Medical and move-related mileage
For 2009, the standard mileage rate for the cost of operating a vehicle for medical
reasons or as part of a deductible move is 24 cents per mile.

* Charitable-related mileage
For 2009, the standard mileage rate for the cost of operating a vehicle for charitable
purposes remains at 14 cents per mile.

Earned Income Credit (EIC)

Amount of credit increased

For 2009, the maximum credit is:

+ $3,043 with one qualifying child

« $5,028 with two qualifying children

« $5,657 with three or more qualifying children
+ $457 with no qualifying child

Earned income amount increased

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

+ $35,463 ($40,463 if Married Filing Jointly) with one qualifying child

« $40,295 ($45,295 if Married Filing Jointly) with two qualifying children
« $43,279 ($48,279 if Married Filing Jointly)

« $13,440 ($18,440 if Married Filing Jointly) with no qualifying child

with three or more qualifying children

Investment income amount increased

Taxpayers whose investment income is more than $3,100 cannot claim the EIC.

Advance payment of the credit

Qualifying taxpayers can get advance EIC payments (up to $1,826) added to their pay,
by their employer.

Additional Child Tax Credit

For 2009, the minimum amount of earned income needed to claim the additional child
tax credit is reduced to $3,000.

New Rules for Children of Divorced or Separated Parents

For tax years beginning after July 2, 2008 (the 2009 calendar year for most taxpayers),
new rules apply to allow the custodial parent to revoke a release of claim to exemp-
tion that was previously released to the noncustodial parent on Form 8332, Release/
Revocation of Release of Claim to Exemption for Child by Custodial Parent, or similar
form. The revocation is effective no earlier than the tax year beginning in the calendar
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year following the calendar year in which the custodial parent provided, or made reason-
able efforts to provide, the noncustodial parent with written notice of the revocation.

If the custodial parent provides notice of revocation to the noncustodial parent in 2009,
the earliest tax year the revocation can be effective is the tax year beginning in 2010.
Part 11l of Form 8332 may be used for this purpose. It must be attached to the tax return
for each tax year the child is claimed as a dependent as a result of the revocation.

Post-1984 decree or agreement

If the divorce decree or separation agreement went into effect after 1984 and before
2009, the noncustodial parent can still attach certain pages from the decree or agree-
ment to the tax return instead of Form 8332. For any decree or agreement executed
after 2008, Form 8332 or similar form must be used.

Social Security and Medicare Taxes

The maximum amount of wages subject to the social security tax for 2009 is $106,800.
There is no limit on the amount of wages subject to the Medicare tax.

Wage Threshold for Household Employees

The social security and Medicare wage threshold for household employees is $1,700
for 2009. This means that if a household employee was paid cash wages of less than
$1,700 in 2009, the taxpayer does not have to report and pay social security and
Medicare taxes on that employee’s 2009 wages.

Income Limits Increased for Student Loan Interest Deduction

For 2009, the amount of the student loan interest deduction is phased out for taxpay-
ers who are married and file jointly, and whose modified AGl is between $120,000 and
$150,000. If the modified AGl is $150,000 or more, no deduction is allowed.

For filing statuses Single, Head of Household, and
Qualifying Widow(er), the student loan interest deduc-
tion is phased out for taxpayers whose modified AGlI is
between $60,000 and $75,000. If the modified AGI is
$75,000 or more, no deduction is allowed.

Married taxpayers who file
separately do not qualify
for the student loan interest
deduction.

Income Limits Increased for Lifetime Learning Credit

For 2009, the amount of the lifetime learning credit is phased out for taxpayers with a
modified AGI between $50,000 and $60,000 ($100,000 and $120,000 if Married Filing
Jointly). If the modified AGI is $60,000 or more ($120,000 or more for Married Filing
Jointly) no credit is allowed.

Qualified Higher Education Expense (Section 529 Accounts)

For tax years 2009 and 2010, the definition of qualified higher education expenses

for tax-free distributions from a qualified tuition program is expanded to include the
purchase of computer technology, equipment, and Internet access (including related
services) that are to be used by the beneficiary and the beneficiary’s family during any
of the years that the beneficiary is enrolled at an eligible educational institution.
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Deductible Long-Term Care Premium Limits Increased

For 2009, 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).

« $320 - age 40 or under

+ $600 - age 41 to 50 — ) .
The limit on premiums is for

* $1,190 - age 51 to 60 each person.

+ $3,180-age 61to 70

« $3,980 - age 71 and over

Income Limits Increased for Reduction of Education Savings Bond
Interest Exclusion

For 2009, the amount of the interest exclusion is
phased out for Married Filing Jointly taxpayers or
Qualifying Widow(er) taxpayers whose modified AGI is
between $104,900 and $134,900. If the modified AGl is
$134,900 or more, no deduction is allowed.

Married taxpayers who file
separately do not qualify for
the exclusion.

For Single and Head of Household filing statuses, the interest exclusion is phased out
for taxpayers whose modified AGI is between $69,950 and $84,950. If the modified AGI
is $84,950 or more, no deduction is allowed.

Residential Energy Credits
Nonbusiness energy property credit

The new law reinstates and increases the tax credit for homeowners who make energy
efficient improvements to their existing homes. The law increases the credit rate to 30%
of the cost of all qualifying improvements and raises the maximum credit limit to $1,500
for improvements placed in service in 2009 and 2010.

The credit applies to improvements such as adding insulation, energy efficient exterior
windows and doors, energy-efficient heating and air conditioning systems, and certain
roofs. The credit has been expanded to include certain asphalt roofs and stoves that
burn biomass fuel.

Residential energy efficient property credit

This nonrefundable energy tax credit will help individual taxpayers pay for qualified
residential energy efficient property, such as solar hot water heaters, geothermal heat
pumps, and wind turbines. The new law removes most of the previously imposed
maximum amounts and maintains the 30% credit for the purchase of qualified prop-
erty. This energy credit is claimed on Part Il of Form 5695, Residential Energy Credits.
This portion of the energy credit is complex. Refer taxpayers with these expenses to a
professional tax preparer.
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Self-Employment Tax

Self-employment tax consists of two parts, social security and Medicare. The maximum
amount of net earnings subject to the social security part of the self-employment tax for
tax years beginning in 2009 is $106,800. All net earnings of at least $400 are subject to
the Medicare part of the tax.

IRAs and Other Retirement Plans
Temporary Waiver of Required Minimum Distributions (RMDs)

For 2009, taxpayers are not required to take an RMD from IRAs or most defined contri-
bution plans. This waiver applies to plan participants as well as to beneficiaries. The
waiver also applies to taxpayers who turn 70-1/2 in 2009 and delay their 2009 RMD
until April 1, 2010. The waiver does not apply to RMDs for 2008, even for taxpayers
who turned 70-1/2 in 2008 and choose to take the 2008 RMD by April 1, 2009.

Modified Adjusted Gross Income (AGI) Limit for Traditional IRA Contributions
Increased

For 2009, if a taxpayer is covered by a retirement plan at work, the deduction for contri-
butions to a traditional IRA is reduced (phased out) if the modified AGl is:

« More than $89,000 but less than $109,000 for Married Filing Jointly taxpayers or
Qualifying Widow(er),

« More than $55,000 but less than $65,000 for a Single or Head of Household, or
« Less than $10,000 for Married Filing Separately.

If only one spouse is covered by a retirement plan at work, and the taxpayers live
together or file a joint return, the deduction is phased out if the modified AGI is more

than $166,000 but less than $176,000. If the modified AGI is $176,000 or more, no
deduction for contributions to a traditional IRA is allowed.

Modified AGI Limit for Retirement Savings Contribution Credit Increased

For 2009, taxpayers may be able to claim the retirement savings contribution credit if
their modified AGl is not more than:

« $55,500 for Married Filing Jointly,
« $41,625 for Head of Household, or
« $27,750 for Single, Married Filing Separately, or Qualifying Widow(er).

Foreign Earned Income and Housing Exclusions

For 2009, the maximum Foreign Earned Income Exclusion increased to $91,400.
The base housing amount increased to $40.07 per day or $14,624 for the entire
calendar year.
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Deduction for Credit or Debit Card Convenience Fees

Taxpayers who pay their income tax (including estimated tax payments) by credit or
debit card, can deduct the convenience fee charged by the card processor for using the
credit or debit card. The deduction is allowed for the year in which the fee was charged
to the card as a miscellaneous itemized deduction on Schedule A (Form 1040) and is
subject to the 2% of AGl floor.

Decreased Estimated Tax Payments for Qualified Individuals With Small
Businesses

For 2009, qualified individuals with small businesses may be eligible to make smaller
estimated tax payments. If the individual qualifies, the required annual payment for
2009 is the smaller of 90% of the tax shown on the 2008 tax return or 90% of the tax
shown on the 2009 tax return.

Schedule L (Form 1040A or 1040), Standard Deduction for Certain Filers

Schedule L is a new form that is used to calculate the standard deduction for certain
filers. Taxpayers can use this form if they are increasing their standard deduction by
certain state or local real estate taxes, new motor vehicle taxes, or a net disaster loss.

Schedule M (Form 1040A or 1040), Making Work Pay and Government
Retiree Credits

Schedule M is a new form that is used to figure the making work pay credit and govern-
ment retiree credit.

Refund Options — Savings Bonds

Taxpayers who receive a tax refund, can use their 2009 tax refund to buy U.S. savings
bonds, even without a bank account or an existing account with Treasury. Taxpayers
can save all or part of their refund by checking a box
when they file their return. Go to www.irs.gov for the
latest information and a list of questions and answers.

Congress may enact addi-
tional legislation that will affect
taxpayers after this publication
goes to print. For the most
current tax law information,

o to www.irs.gov.
Notes . ¢
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Esson 1: Course Introduction

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 intro-
duce you to the major components of the Volunteer Income Tax Assistance and Tax
Counseling for the Elderly (VITA/TCE) return preparation process. The components of
the process are:

Screening and interviewing taxpayers using Form 13614-C, Intake/Interview &
Quality Review Sheet or an approved alternative form

Understanding and applying tax law
Using references, resources, and tools including return preparation software

Conducting quality reviews

Introduction

Unlike most classes, there is no need to memorize a lot of information — everything
about this course is open book. In order to be a successful tax preparer, you need to:

Understand and have compassion for all types of people
Know where and how to get the “right answer”
Understand and apply tax law, and

Prepare accurate returns

Your ability to prepare an accurate return will be measured in two ways:

1.

Objectives

. Quality review results of the returns you prepare —

The testing and certification process — used initially
to gauge your understanding of the return prepara-
tion process

C ) \

The components for complet-
ing an accurate return are the
same whether you prepare
tax returns using computer
software or prepare the return

demonstrate your proficiency in all aspects of the
process

on paper.
NS )

After completing this course, you will be able to:

Certify as a volunteer tax return preparer by taking the test(s) located in the Link &
Learn Taxes e-learning course on www.irs.gov (or on paper if this option is not avail-
able to you)

Conduct the initial interview and screen the taxpayer using an approved intake and
interview sheet

Determine whether the taxpayer is required to file a tax return

Use reference and technical materials, such as the Volunteer Resource Guide and
Publication 17, to ensure that you ask the correct questions during your dialog with
the taxpayer, in order to prepare a complete and accurate tax return

Instructor Notes

:Emphasize their
:donated time provides
ia tremendous service
:to the American public
:and to the community.

Conduct an icebreaker
:and introductions at
i this time.

:Stress that accuracy
:1s achieved by obtain-
:ing information from
‘taxpayers during the
screening and inter-
§View process, and from
 their supporting docu-
imentation. A return is
‘accurate when tax law
iis applied correctly and
:the return is free from

i error.

:Point out that quality
ireviews are discussed
iin a later lesson. Each
: VITA/TCE site must
:have a process for

i conducting a quality
‘review of each return
i prepared by volunteer
i preparers.

Summarize main
:points in the Introduc-
‘tion.

Review objectives with
i the class.
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: Point out the resources
i cited under What do I

ineed? and describe the
i contents of the kit.

:It will not always be

i possible to have all
isuggested forms and

: publications available
:in the classroom or
:site. These forms and

i publications can all be
:viewed or downloaded
iat WwWw.irs.gov.

Correctly complete a 1040 series return, as well as
accompanying tax forms, using paper tax forms or
the tax software provided at your site

» Use the quality review process to check the taxpay-
er’s return

* Conclude the interview and assemble the return

* Prepare the return for electronic filing using tax soft-
ware licensed by the IRS for use at VITA/TCE sites

In this lesson you will learn about:

1. The course of study as presented in this book and
the associated workbook, test, and reference books

2. Important information about the VITA/TCE program
and the role of the volunteers

3. The approved VITA/TCE process for preparing
tax returns

At the end of this lesson you will be able to describe:

» The major features of the course materials

» The major components of the VITA/TCE process

* What is expected of a volunteer after completing
this course

» The resources available to assist you

Your course instructor will provide all the available tech-
nical publications and forms required for this course.

Why is this publication so large?

There are five courses presented in this publication,
each representing a level of certification. The first
seven lessons apply to all levels of certification.
Beginning in Lesson 8, the level of certification for the
subject being covered will be indicated by the following
icons:

Basic covers the completion of wage earner
type returns.

Basic course.

Xy U @

Basic and Intermediate courses.

What do | need?

O Approved Intake and
Interview Sheet

O

Approved Quality Review
Sheet

Volunteer Resource Guide
Publication 17
Publication 4491
Publication 4491-W
Form 6744

Form 13222

Form 13614-C
Form 13615
13614-C Job Aid
Optional:

O Publication 3
Publication 596
Publication 972
Publication 4299
Publication 4403
Publication 4575
Form 13645

Internet Access (optional
but highly recommended)

Ooo0oooooooaoo

Ooooooaoao

Seek feedback from your
sponsor about the accuracy

rate of the returns completed
at your site.

C ) \

Prior to assisting taxpayers at
the VITA/TCE Site, be sure to
complete the “Are You Ready
to Get Started?” assessment

in the front of the Volunteer

Qesource Guide. J

Intermediate covers completion of returns for wage earners who receive
pension income, and more complex Forms 1040. It requires completion of the

Advanced covers the completion of the full scope of VITA/TCE returns. It
requires completion of the Basic and Intermediate courses.

| Military covers the full scope of VITA/TCE returns presented by members of
the Armed Forces, Reserve, and National Guard. It requires completion of the

1-2
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outside the United States who are assisted by volunteers working at U.S.
Embassies and Consulates or other areas. It requires completion of the Basic
and Intermediate courses.

@ International covers the completion of returns for non-Military taxpayers living

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 after the lesson
title apply.

Due to the production schedule for this training guide, draft forms may be used in illustra-
tions. The draft forms should never be used for actual tax preparation. Final forms are avail-
able on www.irs.gov, a new Publication 17, an instruction booklet (e.g., Form 1040
Instructions), or other publication.

What is the training approach?

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

» The intake questions from Form 13614-C, Intake/Interview & Quality Review Sheet
or approved alternative form to screen the taxpayer for eligibility, 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 provide you with standardized questions to ask during your
interview with the taxpayer in order to help you prepare a 100% accurate tax return.

» An approved quality review sheet to check the quality of all completed returns.
Adhering to a quality review process helps ensure high quality returns at all VITA/

TCE program sites.

IRS e-file is a quick and easy
alternative to traditional paper
returns. Most VITA/TCE
volunteer sites are now set up
for electronic filing using tax
software.

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, your training kit includes the following items:

* Publication 4491-W, Workbook — Comprehensive Problems & Practice Exercises
» Publication 4012, Volunteer Resource Guide

* Form 6744, Test/Retest

» Draft tax forms

» Form 13222, Student Evaluation and Form13232, Instructor Evaluation

The purpose, changes and other important information about the products in your kit
are shown on page i of this guide.

:Summarize process
‘based training for the
tclass.

: Display the quality
ireview sheet on the

i third page of Form
:13614-C. Explain that
i the quality review
:sheet, Form 8158, or
:an approved alternative
i contain the same ques-
:tions but with different
headings, and are used
to review the return.

Lesson 1: Course Introduction
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:Show Publication
:4491-W and how to
:locate the workbook
i exercises.

Review testing options
:with the class.

Display/Circulate
:Form 13645, Wallet
i Card (if desired).

What other resources are available to help me learn?

Publication 4491-W, a companion book to this course, provides many opportunities to
practice tax return preparation using the information taught in this guide.

Directions at the end of many lessons identify specific problems in Publication 4491-W
that will allow you to practice the lesson material. Although it might not be possible to
work each exercise suggested with the knowledge you have at that point, at the end
of the course, you will have the opportunity to complete all of the comprehensive prob-
lems and exercises in Publication 4491-W.

You may use the Practice Lab integrated with the online course, Link & Learn Taxes, to
complete exercises, practice returns, and test scenarios using tax software.

What happens after | complete this course?

You will be tested on your understanding of tax law and the guidelines and tools
needed to prepare an accurate return. After you have been certified, you will be ready
to volunteer at a VITA/TCE site.

How does this certification work?

To participate in the VITA/TCE program, you must pass at least the Basic certifica-

tion test. After your Basic certification, you can test for Intermediate certification. Once
you have achieved both of these certifications, you may test for any or all of the other
certifications (Advanced, Military, and International). You may take online tests that are
available in the IRS’ Link and Learn Taxes e-learning course on www.irs.gov. Online
testing is fast and efficient; you will know immediately if you have passed and can print
out the certification for your Site Coordinator. Volunteers who do not pass the test the
first time may review the course material and try again. A paper test (Form 6744) may
also be available. Talk with your instructor or Site Coordinator for more information on
these options.

All volunteers who train others in how to complete tax returns, prepare tax returns,
transmit tax returns, or conduct quality reviews on completed returns must complete
and pass the VITA/TCE certification test at a level equivalent to the level at which they
train.

If a volunteer does not achieve the minimum required score on the Test or the Retest
they are encouraged to participate in the program in another capacity such as greeter,
publicity/communication, or resource acquisition, among others.

When you pass the test, your Site Coordinator or instructor may provide you with a
VITA/TCE program Wallet Card, Form 13645.

The Wallet Card was created to acknowledge the accomplishment of certified volun-
teers, as well as to assist internal and external stakeholders in identifying certified
volunteers. This credential provides an objective measure that you have mastered
enough tax law to prepare returns. If provided, you should bring your Wallet Card to the
tax preparation site for identification purposes.
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What types of returns can | prepare?

It is important that you assist only with returns, support-
ing schedules and forms for which you have been
trained and certified. You should only prepare returns Remember to refer taxpayers
that fall within the scope of the VITA/TCE program. The | with tax situations outside your
training resources and tools discussed in this guide scope of training, experience
only support the completion of a basic Form 1040 and £ty cgrtlflcanon 9 HELT S

) . . Coordinator and/or a profes-
associated tax forms. A complete list of what is within sional tax preparer.
the scope of the VITA/TCE program can be found in
the Volunteer Resource Guide (Tab 14).

How does the IRS identify volunteer-prepared returns?

Each paper or electronically filed return should be identified with the appropriate site
identification number (SIDN) to ensure that all volunteer-prepared returns are readily
identifiable by the Internal Revenue Service. Your SIDN is an 8-digit number preceded
by the “letter S” which must be entered on all returns you prepare (Form 1040, Form
1040A, and Form 1040EZ) — both paper and electronic. Your Site Coordinator provides
this number along with other necessary guidelines for completing the return.

be discussed in detail in Lesson 32, Quality Review of Tax Return.

Am | legally liable for returns | prepare?

Because they accept payment for preparing a tax return, paid preparers are legally
liable under federal law for the returns they prepare. VITA/TCE program volunteers
are not considered paid preparers. 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 also 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.

Access a copy of this Act

on the Internet by typing
“Volunteer Protection Act of
1997” into any search engine.

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

» The harm was not caused by willful, criminal, reck-
less, grossly negligent, or conscious, flagrantly
indifferent acts.

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

As a VITA/TCE program 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 Form 13615, Volunteer Agreement, Standards of Conduct,
which states that you will adhere to these standards:

» Treat all taxpayers professionally, with courtesy and
respect.

Identity theft is a growing
problem and you need to do

« Safeguard the confidentiality of taxpayer all you can to prevent taxpayer
information information from ending up in
' the wrong hands.

%Provide the site SIDN
i(if available) and sug-
: gest the students write
The SIDN should appear in the “Paid Preparer’s Use Only” section of the return and will :itin the Volunteer
:Resource Guide.
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:Show students the Vol-
‘unteer Resource Guide
listing of what is in
scope.

: Ask students to turn
:to Form 13615 in their
:Form 6744. Discuss
ieach item in the agree-
i ment.

: Explain to the students
: the importance of pro-
:viding quality service
:and upholding the

i ethical standards of the
: VITA/TCE program.

Emphasize the last
{two standards: never
‘solicit or accept pay-
iment for services. (This
‘includes a donation jar
:for tips, the purchase of
:supplies, etc.)

* Apply the tax laws equitably and accurately to the best of your ability.
* Only prepare returns within the scope of your training and experience.
» Exercise reasonable care in the use and protection of equipment and supplies.

» Do not solicit business from taxpayers you assist or use knowledge you gained
about them for any direct or indirect personal benefit for you or any other individual
or organization.

» Do not accept payment for services provided. (Note: You may receive compensation
from your site sponsor.)

Ensure the standards addressing return preparation are followed. These include
becoming certified, using the intake and interview
process, using reference materials, using the approved
quality review process, completing the steps to elec-
tronically file tax returns, and adhering to the privacy
and confidentiality guidelines.

Do not solicit or accept
payment from taxpayers for
services you provide.

How do | maintain the taxpayer’s trust?

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 taxpayers and volunteers.
For example, a volunteer may refer to a situation (not a taxpayer) and ask 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.

More information can be
found in Publication 4299,
Privacy and Confidentiality
— A Public Trust.

» Do not take taxpayers’ information for preparation of
the return outside the presence of the taxpayer.

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

Some individuals may attempt to defraud the government by filing false tax returns.

If you have any question at all about the validity of information provided by a taxpayer,
or are uncomfortable with a taxpayer situation, discuss your concern with your Site
Coordinator or another individual in charge of the site.

There are many cases each year in which a couple files a joint return and then later,
one or both individuals file a return as Head of Household, using the same dependent
information. Since only one original return can be filed each year using any given social
security number, this scenario can cause a delay in processing any or all of the returns
associated with that social security number. Credits
and/or deductions may be disallowed. If you are assist-
ing a taxpayer whom you believe fits this scenario,
consult with your Site Coordinator.

You are the key to the integrity
of the VITA/TCE program.
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Are there other materials available to assist me? : Point out students
:can always access

When you arrive at the tax preparation site, your Site Coordinator will assist you with gsuch materials on the
your resource needs. Your site may even have a technical research library from which :IRS website at
you can access various forms, publications, and worksheets. EWWW-irS-gOV-

You should not use this training guide at your tax preparation site. It is designed for
training purposes only. Take the Volunteer Resource Guide and Publication 17 with you
for use at the site. Your Site Coordinator should be able to provide access to the
following key resources as well:

 Instruction booklets, schedules, and worksheets for

Forms 1040, 1040A, and 1040EZ Recipients of government
+ Tax information publications that are frequently used pro‘.’erty and equ'p.ment mu§t
. o certify that the equipment will
at the sites (e.g., Publication 596, Earned Income be used for volunteer tax
Credit, Publication 972, Child Tax Credit, Publication | return preparation purposes.
3, Armed Forces Tax Guide, etc.) Commercial and certain
personal uses of the property
» Equipment and supplies along with security may terminate the agreement.
requirements and use restrictions This applies to hardware and
Qoftware, as well as supplnesy
» Volunteer Quality Alerts
You may also reinforce your tax law training by viewing online training resources such B aehuctions
as Link & Learn Taxes and Understanding Taxes — e-learning courses on www.irs.gov. %for accessing the

: . . : . i practice lab.
There is also a toll-free tax information hotline available for volunteer use only. If you fathce 2

have a tax law question and cannot get the answer from your Site Coordinator or your
reference material, you can call 1-800-829-8482 (1-800-TAX-VITA). If you call, be sure
to identify yourself as a volunteer. Do not give this
phone number to taxpayers. The volunteer hotline

is generally available from February 1 until the filing
deadline. This number can be found on the back cover
of the Volunteer Resource Guide.

: Point out the contact
‘information on the
Volunteer Resource

: Guide.

Handy contact information
is listed near the back of the
Volunteer Resource Guide.

How do | get started using the tax software?

Many sites use the IRS sponsored tax preparation software. The tax software assists in
preparing returns and also includes a help feature to assist in understanding the appli-
cation of tax law.

If you are working at a site that uses tax preparation software, you will need to become
familiar with the particular software package being used at your site. IRS contracts with : point out the tax

a specific software company to provide software for use in the VITA/TCE program. Esoftware comparison

. . . . - . ‘chart in the blue tab
Since the majority of sites use tax preparation software, IRS training materials are B e volunteer

geared to the use of tax software in both desktop and online (internet-based) versions.  :Rasource Guide.

Your instructor and/or Site Coordinator will provide you with the information and )

passwords required for logging into the program for training and/or tax preparation : Provide the login and
purposes. How to Use the Guide in the Volunteer Resource Guide will provide more :passwords for the tax
information for making a comparison between the desktop and online versions. §SOftware'
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:If students are using

: the tax software desk-

§t0p version, point out

i the tool bars and func-
:tion keys listed under

: the tax software Quick
: Reference Guide in the
: Volunteer Resource

i Guide.

: Point out that the tax
:software flow chart

:explains the sequence
:of using the software.

{If students are using

i the tax software online
:version, point out the
‘tool bars and short cuts
‘available.

i Note: References to
“function keys in tax

i software discussions
‘only apply to the desk-
‘top version. There

‘are many similarities
:between the two prod-
iucts, but they do have
itheir differences.

:Review the lesson
i summary.

:Show the students the
iassessment (page 3 —
¢ Are you Ready to Get
i Started?) in the Volun-
‘teer Resource Guide.

Where do | find information about the tax software?

The Volunteer Resource Guide provides general information and helpful hints for using
the tax software under the yellow tabs. Information specific to the online version is
listed under the blue tabs. Information about completing the return is listed under the
Finishing the Return tab.

Summary

Welcome to the VITA/TCE program. Remember:

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

* Areturn is accurate when tax law is applied correctly and each taxpayer’s
supporting documentation (including an approved intake and interview sheet)
supports the entries on the return

» Know your rights and responsibilities and uphold the integrity of the
VITA/TCE program

* Prepare returns:
- that are within the scope of the VITA/TCE program
- for which you have been certified

» Use VITA/TCE equipment and supplies (including hardware and software) for their
intended purposes

* Complete the “Are You Ready to Get Started?” assessment in the Volunteer
Resource Guide prior to assisting taxpayers to determine if you have everything you
need to provide top quality professional service

1-8

Lesson 1: Course Introduction




.

T

Lesson 2: Screening and Interviewing

Introduction Instructor Notes

This lesson assists you in developing interview and screening skills that will assure
taxpayers that you have their best interest at heart. With these skills, you will be able
to obtain the information necessary to prepare a complete and accurate return. You
will be introduced to techniques that will help you conduct a probing interview during
the taxpayer’s initial screening for program eligibility. You will use these skills to clarify
issues that may arise as you move through the tax return preparation process.

A probing interview to determine important facts about the taxpayer is required before
and during the preparation of the tax return as well as during the quality review
process. You will use the oral and written information gathered throughout the tax prep-
aration process to prepare the taxpayer’s return and to facilitate a quality review of the
return after it is completed.

Objectives

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

» Describe the elements of the intake and interview process B vicctives with

‘the class.
* Locate the tools that will assist you in Publication 4012, Volunteer Resource Guide ’
* Probe for necessary information
* Use the various communications techniques neces- What do | need?
sary to successfully elicit the information needed to O Approved Intake and
prepare a complete and accurate return such as: Interview Sheet )
- Building rapport O Volunteer Resource Guide éPOiﬂt out the resources
_ . _ O Approved Quality Review ;cited under What do I
- Asking effective questions Sheet :need?

- Using active listening

- Overcoming communication barriers

What is included in the intake and interview process?

When taxpayers arrive at a site, they should be given an approved intake and interview

sheet. During the intake process, you or a certified screener will use the approved intake

and interview sheet to screen taxpayers for program eligibility and validate the informa-

tion they have provided. Throughout the screening process, listen for clues that will

assist in completing the return — marital status, number of children, relatives living with )

them, childcare expenses, potential to qualify for credits, unreported income (e.g., cash  :Display or refer stu-

transactions), etc. idents to the approved
‘intake and interview
The intake and interview process must include the following (at a minimum): ‘sheet.

+ An interview with the taxpayer that includes explaining the tax preparation process

and encouraging them to ask questions throughout the interview process I EA these are

+ Use of an approved intake and interview sheet ;minimum expectations.
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Point out that they
:will practice these in
‘ this lesson.

+ Confirmation of the accuracy of the taxpayer’s responses provided on the front of
the approved intake and interview sheet by a certified return preparer

» Use of probing questions to ensure complete information is gathered
* Review of all supporting documentation, Form(s) W-2, 1099, etc.

* Request for missing or incomplete documentation, if applicable

As you work with the taxpayer, apply these interview techniques:
* Building rapport

» Asking effective questions

» Using active listening skills

» Overcoming communication barriers

Where do | find the tools to assist me with this process?

The tools to assist you during the screening and interview process are included in the
introductory section of the Volunteer Resource Guide, which is part of your training kit.

How do | use the tools?

. Form 13614-C, Intake/

How do | use the approved intake and Interview & Quality Review
interview sheet? Sheet, is the IRS version of

the form.
Every volunteer tax preparation site gathers taxpayer The 13614-C Job Aid,
information using an approved intake and interview which can be found in the
sheet. No matter which approved intake and interview Volunteer Resource Guide, is
sheet you use, it must ask for the basic intake informa- newin .2009’ an Cges I".ne'

by-line instructions on using

tion needed for a complete and accurate return. &he form. J

Taxpayers complete the sections of the approved
intake and interview sheet labeled “to be completed by the taxpayer.” Once this is
done, volunteers review each entry. Using the questioning techniques covered in this
lesson, volunteers work with taxpayers to complete the rest of the form.

Process

Compare the taxpayers’ personal information to the supporting documents to ensure
the names, addresses, and contact information are all correct.

Pay particular attention to marital status and dependent information; use the decision
trees in the Volunteer Resource Guide (or the Help feature in the tax software) to verify
marital status.

Review the Income questions. Taxpayers may qualify for additional credits and deduc-
tions based on life events. If the taxpayer has answered “yes” to any of these ques-
tions, conduct further research to make a valid determination about eligibility for credits
or deductions. Use the appropriate source documents listed on the 13614-C Job Aid.
Review the “yes” boxes to determine what to enter on the return.
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Review the Expenses questions. Some expenses are entered as adjustments to %Tell TR T
income, some are itemized on Schedule A, and certain expenses impact the additional i write on any of the tax-
standard deduction, which is covered in the Standard Deduction and Tax Computation  :payer’s personal docu-
lesson. If the taxpayer has any “yes” answers for the expenses questions, use the iments or take them out
Volunteer Resource Guide, the 13614-C Job Aid, or the Help feature in the software to §°fthe et
determine the qualification for these expenses.

Using the interview skills explained in these lessons, you will review each item on the
approved intake and interview sheet with the taxpayer before you complete the tax return.

Eorm 13644-C Department of the Treasury = Intemal Revenue Senice

{Rev. 8 2008) Intake/Interview & Quality Review Sheet
Section A. Page 1 and Page 2 to be completed by Taxpayer

Thank you for allowing us to prepare your tax return. It is very important for you to provide the information on this form to
help our cerlified volunteer preparer in completing your retum. If you have any questions please ask.

OMB # 1545-1364

You will need your:
« Tax information such as W-2s, 1099s, 1058s,
« Social security cards or ITIM letters for you and all perscns on your tax retum.
« Proof of ldentity (such as drivers license or ather picture (D).

N i | W £ &

If a correction to the taxpayer’s information is required during the intake and interview
process, it should be annotated on the approved intake and interview sheet prior to
completing the return. These notes expedite the tax return preparation and the quality

review process. /—ﬁ

How do | use the Volunteer Resource Guide? IsrreElien e e Vialimesr

Resource Guide is referred to

The Volunteer Resource Guide will help you as you throughout this training. You

interview the taxpayer. It includes decision trees, must use it at your VITA/TCE

interview tips, and other information to gather, clarify, site, so refer to it often during

and verify the taxpayer’s information on the approved class to prepare for your

. . . taxpayer interviews.

intake and interview sheet. \ J

The Volunteer Resource Guide is divided into four major sections — General %Direct students to
Information, Tax Law, the Tax Software and the Tax Software Online. : follow along in their

icopy of the Volunteer

« General information located in the front section and the covers of the book offers ‘Resource Guide.

guidance and a copy of Form 13614-C Job Aid.
» White tabs contain tax law in the form of decision trees, charts and interview tips.

* Yellow tabs contain step-by-step procedures for electronic return preparation using
the tax software.

» Blue tabs contain information specific to users of the web-based option for the tax

software. EExplain if the tax soft-
:ware tabs will or won’t
Tax Software Online users should take advantage of both the yellow and blue tabs as “be used during this les-

material which is universal for both applications will be contained in the yellow tab section. :son and why.

:Remind students to

@ Tax Software Hint: Partners may use forms provided in the software in lieu of an take their Volunteer

. . . : Resource Guide to
approved intake and interview sheet. %their VITA/TCE site.

Partners choosing this method must provide paper copies of the tax software forms, or
access to the forms online, to the reviewer conducting a quality return review.
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How do | welcome and screen the taxpayer?

How should | welcome the taxpayer?

If available, play the Here are suggestions for welcoming the taxpayer:

;DVD or VHS based
on Publication 4475,
gInterview Techniques. + Take a few moments for small talk (weather,

traffic, etc.)

» Greet the taxpayer and introduce yourself

+ Explain the screening, tax preparation and quality review processes

éASk two volunteers to  « Explain that, once the taxpayer has completed the portion of the approved intake
:Tole-play the sample and interview sheet labeled “To be completed by the Taxpayer,” you will complete

iinterview.

:Review student
 observations on the
:volunteer’s approach.

» Ask if the taxpayer has any questions

the rest of it together, and you will assist with the taxpayer’s portion if needed

Here is an example of how Jorge, a volunteer welcomed Bill, a taxpayer:

/ SAMPLE INTERVIEW

VOLUNTEER SAYS...

BILL RESPONDS...

Hello, I'm Jorge. How are you today?

Yes, especially this time of day. Did the receptionist ask you to
complete an intake sheet like this one?

Thank you. I'll have to see your photo ID and social security card
and then I'll check your income to make sure you qualify for volun-
teer assistance. Next, we’ll go over your information together and
make sure it's complete. Then I'll input the information into the
computer to create your tax return. Finally, I'll go over the return
with you, and have our Site Quality Reviewer check it one last time
for accuracy. You will then be able to sign and date it. Do you have
any questions?

I’'m glad you asked that. We normally file your return electronically,
so you won'’t have to mail your return at all. That way you can get
your refund faster. Do you have any other questions before we
look at your intake sheet?

Okay, but please feel free to ask questions as we go along.
The tax process isn’t always clear to people, so it’s always good

Q) ask, okay?

Hi, I'm Bill. I'm fine. How about you?

It wasn’t too bad. The traffic was
terrible though!

If | sign and date it, do | have to mail
it right away?

Sure, | appreciate that, thanks.
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How can | screen the taxpayer for eligibility?

When the taxpayer indicates that their portion of the approved intake and interview TR 1o look at
sheet is complete, begin the interview to complete the form and then screen the ‘an approved intake and
taxpayer for eligibility for the volunteer program. Screening methods differ between ‘interview sheet.

volunteer sites, but here are suggestions for this step:
» Ask the taxpayer for their completed intake and interview sheet.
» Verify the taxpayer’s identity with a picture ID or other acceptable method.

» Obtain social security cards, a form or letter from the Social Security Administration
and/or Individual Taxpayer Identification Number (ITIN) letters for each person to be
listed on the return. Keep these documents available for reference throughout the
return preparation process.

* Review the taxpayer’s income information, such as Form(s) W-2, and Form(s) 1099,
to determine if they fall within the scope of the volunteer program and your level of
certification. Your Site Coordinator and/or instructor will let you know the tax return
criteria for your program. If they do not fall within the scope of the program:

CAUTION

Be sure not to recommend a
specific business or a person
when encouraging a taxpayer
to use a tax preparation
service.

- Courteously explain that volunteer services are
limited to those who fall within the scope of the
program and why they do not qualify.

: Explain what to do if
: the taxpayer is eligible
: for the program, but
not within the pre-

i parer’s level of certifi-
- Thank the taxpayer for coming and express : cation.

regret that you cannot assist them.

- Encourage the taxpayer to use the information
they recorded on the intake and interview sheet
in working with another tax preparation service.

+ If the taxpayer qualifies for volunteer assistance, begin the interview and complete
the rest of the intake and interview sheet with the taxpayer. If the taxpayer qualifies
but does not have all the necessary documentation, explain how to to acquire the
documentation.

%Ask two volunteers to
irole-play the sample
iinterview.

{Review student
 observations on the

Here is an example of how a volunteer screened taxpayer Robert Cornell for i
:volunteer’s approach.

assistance:

/ SAMPLE INTERVIEW \
VOLUNTEER SAYS... ROBERT RESPONDS...
Mr. Cornell, you might be aware that the volunteer program is No, not really. | hope you can help
limited. We are volunteers and can only do tax returns within the me.

scope of our training. Did anyone let you know that?

Well, we'll certainly do whatever we can. First, let’s look at your Sure, here they are. | also own a
Form W-2, interest statements, and anything else that reports duplex and collect some rent from it.
your income. May I look at those?

I’'m sorry to tell you, but rental income is outside the scope of the Oh, I'm disappointed. Are you sure?
volunteer program. I’'m afraid we won’t be able to help you.

I’'m afraid so. However, you are welcome to take the intake sheet Well, me too, but rules are rules,
with you — it may be helpful as you work with another preparer to | guess.
complete your return. I'm sorry we weren'’t able to work together.

Qes, but thank you so much for coming in. Okay, thanks anyway. /
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:Review the Determina-
:tion of Filing Status

i Interview Tips in Pub-
:lication 4012 (Tab B)
‘as an example.

: Divide the class into

: pairs and ask students
‘to role-play the sample
‘interview.

: Discuss the exercise.

How do | conduct a probing interview?

As you become experienced with interviewing taxpayers, you will develop your own
approach. Use the techniques you will learn in the next section, such as building
rapport, asking effective questions, and active listening. As you use these techniques in
an interview, be sure to cover these points:

* Review the taxpayer’s portion of the approved intake and interview sheet.

» Ask if they were uncertain about any responses. Reassure them that you will help
them complete the form accurately.

» Explain the tax preparation process and encourage them to ask questions through-
out the interview.

» For each part of the approved intake and interview sheet, use the interview tips or a
decision tree in the Volunteer Resource Guide to probe for accurate and complete
information. If you are using Form 13614-C, after you have verified the taxpayer’s
information on pages 1 and 2, complete Section B on page 3. Section B will provide
prompts for you to validate some of the most
commonly overlooked items on the tax return.

You may complete this section as you interview the
taxpayer, or use it after the interview to ensure you
have not missed anything.

The 13614-C Job Aid will help
you obtain all the necessary
information.

Open the Volunteer Resource Guide to the charts, decision tree and interview tips
located behind Tab B. The following sample interview demonstrates how a volunteer
uses the interview tips to conduct a small part of a probing interview with Regina
Reinhardt about which filing status is appropriate.

VOLUNTEER SAYS...

SAMPLE INTERVIEW \

REGINA RESPONDS...

Ms. Reinhardt, were you uncertain how to answer any of the
questions on the intake sheet?

Okay, as we go over that part. I'll explain a little more about what
they are looking for. You should feel free to ask questions. Fair
enough?

I’'m going to ask you a few questions that will help us determine
the best filing status for you and then we will go over your depen-
dent information. First, | see from your intake sheet that you were
married as of the last day of the tax year. Is that right? (Step 1)

Okay, do you plan on filing a joint return with your spouse?
(Step 2)

Yes, of course. Let’s assume for now that you will file separately,
and I'll ask you a few more questions. | see that you have two
&:hi/dren. Did they live in your home during the tax year? (Step 3)

Yes, actually | had trouble with the
family and dependent section.

Yes, | was, but my husband and |
were living apart.

That’s right. But we were still legally
married.

Well, I'm not sure... | don’t really like
the idea of it. | was thinking of filing
separately. Can | do that?

Yes, they lived with me.
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As you can see, the volunteer used the interview tips and the information from the P e e ihat
Volunteer Resource Guide in a natural and personal way. You will learn more about this : future lessons will pro-

approach in this lesson’s section on interview techniques. gvide guidance for the
‘ taxpayer about missing
SSNs, W-2, 1099, etc.

e : Assign the following
m EXERCISES : exercises.

! Review answers with
:the class when com-

Read the interviews with these exercises and answer the questions. Answers are

located after the lesson summary. §plete.

/ SAMPLE INTERVIEW \
V.O.LL.J';I_I:E.E;? SAYS ............................ R.o'B;a;n: RESPONDS ......
Yes? I’'m here to do my taxes.
Here, fill out this intake form. You may sitover there.  Whatdo | do when I'm finished?

K(;ome batho me Doyou haveany Other q uesnons? ............................ N o t hanks |gueSS|J

Question 1: From the list below, mark all the things the volunteer did.

* Greeted taxpayer %Volunteer did only one
+ Introduced himself or herself ginsight: asked if
: the taxpayer had any
* Made small talk i questions — but asked
irudely.

+ Explained screening and tax preparation processes
» Asked taxpayer to complete the approved intake sheet to the best of their ability

+ Asked the taxpayer if they had any questions

/ SAMPLE INTERVIEW \
VOLUNTEER SAYS ............................ F.K;B.E.R_.r .RI.ES.P.O.N.D.S:- .......
Okay, let’s take a look at your intake sheet. Did you have any Yes, | wasn’t sure what this ques-
questions about filling it out? tion meant, and this one here.

Okay, don't worry. Let's start at the beginning and go step by step.  Thatwillhelp!

When we get to those questions, I'll explain what they mean, and
we’'ll try to answer them together. How does that sound?

Please feel free to ask questions as we go over the intake sheet. Yes, let’s get started.

Qhall we begin? J

Question 2: From the list below, select all the things the volunteer did.

* Reviewed the approved intake and interview sheet
* Asked if taxpayer was uncertain about any responses

* Reassured taxpayer that they would help them e idlal
complete the form : of the recommended

i thi rteously!
! Encouraged questions ] Y
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What techniques can | use to assist me with the interview?

What basic techniques are recommended?

As you use the intake and interview tools, you will need to put the taxpayer at ease and
keep communication open. Applying these techniques can help you do that:

» Building rapport
» Asking effective questions
* Using active listening skills

+ Overcoming communication barriers

How do | build rapport?

You want the taxpayer to feel comfortable with you. Try to establish the taxpayer’s trust
and confidence from the beginning. As you welcome the taxpayer:

» Be friendly and respectful
+ Have materials organized

» Speak clearly and simply

Explain the process and make sure the taxpayer understands what will happen next.
Encourage the taxpayer to ask questions. The sample interview presented earlier in
this lesson is a good example of how a volunteer built rapport with a taxpayer.

How can | ask effective questions? / \

Working with a taxpayer requires you to ask many Asking open-ended questions
questions. You may feel that you are prying. You are lets the taxpayer decide what
, g . . . is important, and that can help
not. You're eliciting the information needed to file an . o
) you discover special situa-
accurate return that allows taxpayers to enjoy all the tions. For example, “What
benefits or credits they are due. When you start an changes have you had this
interview, use one or two open-ended questions. year that might make your tax
Th kinds of " . th imol situation different from last
ese kinds of questions require more than a simple year?” and “What more can
Yes/No answer. you tell me about that?” J

Even questions on the approved intake and interview
sheet that simply ask for a Yes/No response may confuse a taxpayer. A good approach
is to ask the first key tax question and then explain why the information is necessary.
This helps the taxpayer give a more accurate and focused answer.

Avoid asking leading questions because they make the taxpayer feel you have a
specific answer in mind. Do not make assumptions about taxpayers — let them speak
for themselves.
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Here is how a volunteer used effective questioning with Dorothy Stone:

%Ask the same student
i pairs to reverse roles
i for this interview.

: Discuss the exercise.

SAMPLE INTERVIEW

VOLUNTEER SAYS...

DOROTHY RESPONDS...

Okay, Ms. Stone, | need to get some basic information today so
we can complete your return. Before we do that, what tax docu-
ments did you bring with you today? [open-ended question]

When we sat down, you mentioned that you and your husband
separated or divorced last year. Did you bring any paperwork
related to that?

Okay, that’s good. Let’s go over your intake sheet. Were you still
married on December 31st of last year? What | mean to ask is,
“did you receive a final decree of divorce by December 31st?”

I need to ask so I can figure out how you should file.

[question with explanation of why it is needed]

| see, thank you. Now that we have clarified your marital situation,

Qve can determine which exemptions you can claim.

My W-2s and interest statements.

Well, we went to court and filed for
the divorce on September 1st, but
we won'’t have a final decree until
the end of February, or beginning of
March of this year.

How do | use active listening skills?

Active listening shows that you are paying close attention. It reassures the other person
that you care about what they have to say and that they can trust you. We all use active
listening when we are truly interested in what someone is saying. Here are ways we

show that we are actively listening:

Here is how a volunteer demonstrated active listening in an interview with Marsha:

Using nonverbal cues such as nodding, smiling appropriately, and making eye contact

Letting the other person take the time they need to express themselves

Responding by restating what the other person has said to ensure that you understand

Expressing sympathy or other appropriate emotions

’Ask the same student
: pairs to reverse roles
: for this interview.

: Discuss the exercise.

SAMPLE INTERVIEW

VOLUNTEER SAYS...

MARSHA RESPONDS...

| see that you left blank the question about whether you were
living with your spouse on December 31st.

| see. Thank you for the information. | know how difficult a situa-

Ktion like that can be. [expressing sympathy]

Yeah, | wasn’t sure what to put
there. My situation was kind of
complicated at the end of last year.

| guess so. My husband moved
out in October, but he comes back
sometimes to visit the kids.
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How can | overcome communication
barriers?

The introductory information in
the Volunteer Resource Guide
contains interview steps and
suggested actions.

Communication can hit a barrier if the taxpayer
becomes upset or defensive. When this happens,

you can often overcome barriers by showing that you
understand the taxpayer and care about their concerns,
feelings, and needs. Here are a few ways to do that:

* Do not become upset
» Reassure the taxpayer (Example: “| hear you” or “l understand”)
+ Keep on track by asking the tax question

* Provide a motivator (Example: “This is difficult, but | need this information so | can
make sure you are allowed all the benefits available to you.”)

» Use your active listening skills
» Allow the taxpayer enough time to respond
- If the taxpayer is silent, encourage them by saying, “Tell me more about that...”

Ask the same student - If the taxpayer is upset, show that you understand by paraphrasing what they

i pairs to reverse roles have told you

: for this interview. ) . T .
: Here is an example of how a volunteer overcame barriers to communicating in an inter-

iDiscuss the exercise. view with Jack Butler:

/ SAMPLE INTERVIEW \

VOLUNTEER SAYS... MR. BUTLER RESPONDS...
I’'m sorry, according to this information, you don’t What? Are you saying that | can’t take that deduc-
qualify for the deduction. tion? That means | am going to owe taxes! | thought

| was going to get a refund! | can’t afford to pay

more taxes!
[not upset, sympathetic] / understand, Mr. Butler, Okay, | know, you're trying to help. I'm just afraid
nobody wants to pay more taxes. [paraphrasing, that...[silent]

understanding] Keep in mind that we’re still trying to
identify the deductions you can take, so your taxes
will be as low as possible. Let’s look at the next set
of deductions, okay? [did not become upset, kept on
track by asking the tax question]

Take your time, Mr. Butler. Tell me more when you I’'m just afraid | won’t be able to pay the bill on time.
are ready. [gave taxpayer time to respond, asked him
to “tell me more”]

Well, it makes sense that you would be concerned Yes, thank you. Let’s go on.

about being able to pay your tax bill on time.

[paraphrasing] Now, if you end up owing more in / \

taxes, we can discuss some possible options for
ayment. Shall we keep looking for deductions?

Successful volunteers express
Kp empathy, understanding and
compassion for all types of people.
Overcome barriers by letting
taxpayers know you understand

@d care about them. J
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What happens next?

Based on what you learn from the taxpayer’s approved intake and interview sheet and
from the interview, you have three options:

» Advise the taxpayer that their return is outside the scope of your training and seek
assistance from your Site Coordinator. If there is another volunteer available who
has the appropriate training, they can take over the interview.

» Advise the taxpayer that their tax situation is outside the scope of the program, or

» Assist the taxpayer with their return, request assistance from your Site Coordinator
as needed. If the taxpayer qualifies but does not have all the necessary documenta-
tion, provide guidance necessary for them to acquire the documentation.

If the taxpayer’s return is within the scope of the program and their tax situation is
covered in your certification, you may complete their return. Refer taxpayers whose tax
situations are outside your scope of training, experience and certification to your Site
Coordinator and/or to a professional tax preparer.

If tax preparation assistance is not provided, return the approved intake and interview
sheet to the taxpayer.

After the return is completed and the quality review is finished, the approved intake and
interview sheet can be returned to the taxpayer along with a copy of their return(s) or

it can be retained until the return has been accepted. For guidance on proper proce-
dures, consult the Site Coordinator at the site where you are volunteering.

Summary

Knowledge of tax law and interview skills are required to identify taxpayers who qualify
for volunteer return preparation assistance and to conduct effective probing interviews.
Good interview techniques, combined with IRS or partner-developed tools, make the
interview more effective and comfortable for you and the taxpayer. Remember, estab-
lishing rapport and educating taxpayers produces accurate returns.

Having the ability to communicate with all types of people, knowing where and how
to get “the right answer,” understanding and applying tax law, and preparing accurate
returns are the skills you will need to be a successful volunteer.

Necessary tools are: /—
* Probing questions

During the screening and

* Form 13614-C or other approved intake and inter- interviewing process, strive
view sheet to acquire the information
. needed to prepare 100%

* Volunteer Resource Guide accurate returns, and make

« Section C of Form 13614-C or other approved notes on the approved
intake and interview sheet.

quality review sheet Remember, a return is accu-
rate when tax law is applied
correctly and the return is

based on information acquired

@ring this process. J

Review the lesson
i summary with the
i class.
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Helpful interview techniques are:

» Building rapport

» Asking effective questions

* Using active listening skills

+ Overcoming communication barriers

When assisting taxpayers, safeguard the confidential information they share with you.

-~

V4

»

EXERCISE ANSWERS

Answer 1: The volunteer did a very poor job on almost all counts. The only thing
he did right was ask if the taxpayer had any questions, but he did that rudely.

Answer 2: The volunteer did all of the recommended things and did them
Kcoun‘eously!

~

/

Notes
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Lesson 3: Filing Basics

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,
completing the main information sheet or label on the return, and how long to keep
taxpayer records.

Objectives
What do | need?

O Approved Intake and
Interview Sheet

At the end of this lesson, using your reference
materials, you will be able to:

« Determine who must file a tax return O Volunteer Resource Guide
O Publication 17
O Optional: Publication 552

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

» Select the correct form to use

* Determine how to file the return

» Tell taxpayers how long they should keep certain records and documents

Who must file?

U.S. citizens or residents of the United States must file a return based on three factors
— age, gross income, filing status. 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. possessions.

Remember to use the interview techniques and tools discussed in the Screening and
Interviewing lesson 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

Publication 17, Chapter 1 — Filing Information, contains additional information for other
individuals who must or should file a return — dependents, children under age 18, self-
employed, aliens.

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

Look at the approved intake and interview sheet for the taxpayer’s date of birth.
Confirm this date during the interview. Refer to the sample approved intake and inter-
view sheet at the beginning of the Volunteer Resource Guide.

Instructor Notes

‘Review objectives with
‘ the class.

Point out the resources
cited under What do I
‘need?

: Direct the students to
: the appropriate line of
‘the approved intake
and interview sheet.

Lesson 3: Filing Basics
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Where do I get information on the taxpayer’s gross income?

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

{Point out that exclud-  The Income section of the Volunteer Resource Guide (Tab D) lists the sources of
:able, in this case, income that should be included and excluded in determining a person’s gross income.
imeans not taxable. You can also refer to the Income lesson.

To approximate gross income:

+ Obtain the total of wages, tips, and other employ- / \

ment compensation reported in box 1 of the taxpay- R, . "
s O Not InClude social security
{ Emphasize the er's Form(s) W-2 benefits when determining
gimportance of using + On page 2 of the approved intake and interview Igi‘sa;e;“ig%‘i:teg”:(ﬁiztge
i the approved intake sheet, review the income questions with the separate return anél lived
:and interview sheet taxpayer to see if there was any additional income with their spouse at any time
:at the beginning of

(from investments, retirement plans, social secu- @ring the tax year. j
rity, unemployment, or other income not reported
on Form W-2 or Form 1099) and determine each
amount. Take a look at Part IV on Page 2 of the

i the process.

sample approved intake and interview sheet at the Use the gross sale price, not
beginning of the Volunteer Resource Guide. the net profit, when estimating
gross income for a taxpayer
Total the above amounts of income to determine the who sold stock or other

assets.

taxpayer’s approximate gross income.

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.

example
;ReVieW the example Based on the approved intake and interview sheet shown below, this taxpayer will
ishown here. most likely use the Married Filing Jointly filing status.
| 1£. 1 Ul on ol i e 1w LJNOD

13, Can your parents or someone else claim you or your spouse on thair tax return? [] Yes Mo

Part ll. Family and Dependent Information
1. As of December 31, 2009 your marital stafus was
O] single
Married: Did you live with your spouse during any part of the last six months of 20097 b Yes e
] Divorced or Legally Separated: Date of final decree or separate maintenance agreement;
D Widowed: Date of spouse’s death:

2. List the name of everyone below who lived in your home and outside your home that you supparted during the year

Mame (first, ast) Date of Birth | Relationshg to you Murmber S Cilizen oF Mamad Full- FHecaned
Dr ot enter your name or (mmiddlyy) | (e.g. son, mother, | of months | resident of the as of time mare than
Spouse's name below, sister) Iwed in U5, Canada 12531008 | student | 53650 in
your of Mexico [yesina) | (yesing) inCome
homea {yasino) (yes/ro)
A i) ) () (=) in [t ] ()
Joe Smith 0100172003 |Son 12 Yas Ne
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Check the Taxpayer Information section of the approved intake and interview sheet for:

+ The taxpayer’s marital status :Explain that many
:military couples who
:are separated by the
tax return iservice assume they
:must file separately.

: The decision tree can
Use the Volunteer Resource Guide’s Determination of Filing Status decision tree and :help correct this mis-

the Interview Tips (Tab B) for helpful probing questions. :conception.

»  Whether the taxpayer can be claimed as a dependent on someone else’s

» The taxpayer’s potential dependents

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 {Point out that the
Volunteer Resource Guide (Tab A), Chart A — For Most People Who Must File, and ‘amounts change each
Chart B — For Children and Other Dependents. Turn there now and review the dollar year.

amounts in both Charts A and B.

example éUse the examples to
Lucy, is 36 years old, single, and her gross income is $20,000. She must file a tax B e e of the
return and will use the Single filing status. gt Resource
gGuide.
example

Henrietta and Javier are married and plan to file a joint return. Henrietta is 67 and
had a gross 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 $16,000, they do not
have to file a return.

For Special Situations

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

Some of the most common situations you may see when individuals are legally
required to file a return are:

« Self-employed with net earnings of $400 or more

+ Advanced Earned Income Tax Credit payment recipients who have an amount in
box 9 of their Forms W-2

» Taxpayers who owe Special Taxes

/ m EXERCISES \

Refer to the Who Must File section of the Volunteer Resource Guide to answer %Assign the exercises.
these questions. Answers are at the end of the lesson summary. gReview the answers

:with the class when

Question 1: Bob is 27 years old. His gross income was  i{Bgh’s gross income was i
: :complete.

$9,550 during the tax year. Based only on this information, :over $9,350.
is he required to file a tax return? M Yes [ No ’

N /
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%Direct students to this
i section of the Volun-
‘teer Resource Guide.

~

/ m EXERCISES (continued)

Question 2: Janet and Harry are married and usually file §.Thelr B 27058
. ; {income was less than
jointly. During the tax year, she turned 66 and he turned ©$19.800.

64. Their gross income was $16,200. Based only on this °

information, are they required to file a tax return? [1Yes M No

Question 3: Juanita can file as a Qualifying Widow with Dependent Child. She is
47 years old. Her gross income was $15,400. Based only §Her gross income was
on this information, is she required to file a tax return?  : gyer $15,050.

@Yes O No j

Who should file?

Even if an individual is not required to file a tax return, they should file a return to
get money back if they qualify in certain situations. Remember to use the interview
techniques and tools discussed in the Screening and Interviewing lesson.

Who should file a federal tax return?

Although some individuals may not be required to file, they should file a return if they
are eligible to claim:

+ Arefund of withheld taxes

* The Earned Income Credit (EIC)

+ The Additional Child Tax Credit

* The Health Coverage Tax Credit

» The First-Time Homebuyer Credit

Taxpayers who should file may be entitled to a tax credit and filing a return is the only
way to get it.

These items are listed in the Volunteer Resource Guide (Tab A) Who Must File section,
Chart D — Other Situations.

Individuals who are not required to file a return and who would not benefit from filing a
return can reduce the cost, time, and effort of unnecessary processing by not filing
a return.

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

To determine whether a person should file a return in order to claim a tax refund or
refundable tax credit, check the taxpayer’s:

* Form(s) W-2 (boxes 2 and 17) and Form(s) 1099
» The Family and Dependent Information section of the approved intake and

interview sheet

The taxpayer may qualify for a tax refund, Earned Income Tax Credit, and/or Additional
Child Tax Credit if:

» Federal or state income tax was withheld on any income form, and/or
* The taxpayer had earned income, and/or

+ The taxpayer has a qualifying child
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When in doubt, it may be worthwhile to begin a tax
return for the taxpayer and then file the return only if
the taxpayer is eligible for a refund.

Refer taxpayers who may qualify for the Health
Coverage Tax Credit to a professional tax preparer.
How do | verify taxpayer identity?

To verify a taxpayer’s identity, use the interview tech-
niques and tools discussed in the Screening and

C ) \

The Earned Income Tax Credit
may apply with or without a
child. See the Earned Income
Credit and Child Tax Credit
lessons for details on deter-

mining eligibility for these tax

Qedits. J

O

:Remind students that
i some taxpayer’s needs
:are beyond the scope
:of the VITA/TCE pro-
i gram.

Point out that time

. :spent verifying these
Interviewing lesson. Identity documents consist ‘issues can save time
. . of a driver’s license (U.S.), : for the site coordinator
What documents do | use to verify identity? employer ID, school ID, birth ‘and the taxpayer.
S _ certificate, state identifica- :
Before you enter the taxpayer identification information | tion card (U.S.), Military ID,
on the tax return, you should first verify the identity of national identity card, visa, or
the taxpayer(s), the accuracy of each SSN (or ITIN), passport. However, any other
. , valid form of identification that
and the spelling of names entered on the taxpayer’s would normally be used to
approved intake and interview sheet. qove identity is acceptable.
* Ask to see a social security card, an ITIN letter, or J
other legal document for each individual who will be listed on the return
» Ask to see proof of identity for the taxpayer (and the spouse if filing a joint return)
» Verify the SSN (or ITIN) and proof of identity are for the same person
» Verify the SSN (or ITIN) and the spelling of each individual’s name on the social
security card or other acceptable documents match the information you enter on the
tax return
+ Verify the address and birth date on the approved intake and interview sheet
matches the information on the identification and discuss any discrepancies with
the taxpayers
» Make sure the taxpayer understands how critical it is to have the correct information
in order to receive any age-related tax benefits
Taxpayers who cannot substantiate their identity should seek professional tax assistance.
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 Identification Number (ITIN)
» Adoption Taxpayer Identification Number (ATIN)
Who has a social security number? Some Canadians have both
o . o . U.S. and Canadian social
Any individual who is legally eligible for employmentin | security numbers. Never use
the United States must have a social security number the Canadian number on a
(SSN). U.S. tax return.
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Who has an Individual Taxpayer Identification Number?

Some individuals who need to file tax returns do not have social security numbers. The
IRS issues an ITIN 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. You should enter the ITIN on the return wherever the social security
number is requested.

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 a childcare credit need an ATIN for their
adoptive child.

The IRS issues an ATIN for the child while 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. You should enter the ATIN
on the return wherever the child’s social security number is requested.

Taxpayers who cannot obtain an SSN must apply for an ITIN if they file a U.S. tax return or
are listed 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 instructions for Form W-7.

Taxpayer, spouse, and depen-
dent name and social security
number mismatch is rated as
one of the top five errors in
processing a tax return.

000-01 -DDDOW

‘Robert A Zapata
Rebert A, Zapat

What are acceptable documents if the taxpayer doesn’t have a social security
card?

For individuals who do not bring their social security
card, you may accept either of the following:

¢ An SSA letter
« An ITIN card or letter

Driver’s licenses and
passports are not acceptable
substitutes for social security
or TIN cards.

3-6
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What if the taxpayer doesn’t have an SSN or ITIN?

For individuals without a valid SSN, explain that they must have a taxpayer iden-
tification 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 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
Apply for an ITIN, in the Volunteer Resource Guide (Tab 1).

When preparing a tax return for an ITIN application, include all Forms W-2, even if the
TIN 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 is. Since it is not going to be transmitted electronically,
it does not matter if the TIN does not match in the software.

Attach the tax return behind Form W-7, Application for Individual Taxpayer Identification
Number along with documentation that will establish foreign status and true identity and
have the taxpayer submit according to Form W-7 instructions.

+ Ifitis 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 at www.irs.gov

+ If taxpayers need assistance in completing Form
W-7, refer them to an IRS walk-in office or for
professional assistance unless a volunteer at that
site has been trained in completion of Form W-7 or

If preparing the return on

paper, leave the TIN spaces
on the return blank and follow
an authorized acceptance agent is available the W-7 procedures.

What if the TIN on the Form W-2 doesn’t match the TIN on the tax return?
SSN (or ITIN) on the taxpayer’s Form W-2 is expected to match the one you entered on
the tax return. A mismatch will delay return processing and can create serious errors.
Taxpayers with a valid SSN

If the taxpayer’s Form W-2 does not have the correct SSN, you can prepare the tax
return with the materials provided. However, the taxpayer needs to request a corrected
Form W-2 from the employer before submitting the tax return.

Taxpayers with a valid ITIN

Taxpayers who file tax returns under their ITINs (and other taxpayers without valid
SSNs), often attach Forms W-2 showing erroneous SSNs. If such an ITIN/SSN
mismatch occurs:

* Do not change any information on the Form W-2
» Effective in 2006, it is acceptable to e-file a return with an ITIN/SSN mismatch
» The return should reflect the ITIN for the taxpayer, not the SSN on Form W-2

» When inputting the Form W-2(s), the mismatched SSN should be entered exactly as
shown on the Form W-2 issued by the employer

» The taxpayer is not eligible for the Earned Income Credit (EIC)
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: Assign the exercise.

:Review the answer
:with the class when
i complete.

:Demonstrate how the
i tax software warns the
‘user if a social security
inumber might be
iincorrect or invalid.

Ask a volunteer to read
: the Trudy example.

m EXERCISES (continued)

Question 4: It is your responsibility as a volunteer tax %Checking the accuracy of
preparer to check the accuracy of every social security “names and social security
number provided to you by taxpayers. inumbers prevents delays.
M True 0O False

How do | enter the identification data?

For paper returns, fill in the name, address, and social security information in the label
section of the return. If you are using tax software, turn to the Main Information Sheet
section in the Volunteer Resource Guide (Tab 1). Be sure to read all the details and
helpful hints for entering the taxpayer’s identification information.

@ Tax Software Hint: Turn to the Volunteer Resource Guide (Tab 1) for more
information about the Main Information Sheet.

How do | choose the appropriate tax return form?

All taxpayers can use Form 1040. Individuals must meet certain requirements to use
Form 1040EZ or Form 1040A.

@ Tax Software Hint: If you are e-filing the tax returns, the IRS does not care
which form is used. You may determine the easiest form for the taxpayer’s benefit. This
information is displayed at the top of the Main Information Sheet.

Form 1040EZ

Of all the tax return forms, Form 1040EZ is the simplest. The one-page form is
designed for individuals who file as either Single or Married Filing Jointly and who
have no dependents. Most individuals who can be claimed as a dependent on another
taxpayer’s return use Form 1040EZ.

example

Trudy, a single 22-year-old full-time college student, is claimed as a dependent on
her mother’s tax return. Last year Trudy grossed $6,100 from her part-time job as
an administrative assistant. Trudy should use Form 1040EZ.

Form 1040A

Form 1040A is a two-page form. Page 1 shows the filing status, exemptions, income,
and adjusted gross income. Page 2 shows standard deduction, exemption amount,
taxable income, tax, credits, payments, amount owed or refund, and signature.

Turn to the Which Form to File chart in the Volunteer Resource Guide (Tab A) to see
which income and expenses can be reported with a Form 1040A.
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example

Ramon and Julia are married and have two dependents. They will file Married
Filing Jointly. Their sources of income include salaries from their jobs, Ramon’s
pension, and Julia’s IRA. Their combined taxable income was $65,000 for the
tax year. Ramon and Julia can file Form 1040 or 1040A, however, Form 1040A is
recommended.

Ask a volunteer to read
the Ramon and Julia
; example.

Form 1040

Form 1040 is a two-page form that contains all the entries on Form 1040A plus entries
for more types of income, itemized deductions, and other taxes. Form 1040 provides
schedules for reporting these various types of income and deductions.

Taxpayers whose taxable income exceeds $100,000 or who have self-employment
income must use form 1040.

example

Cynthia is divorced and will file as Head of Household. She has two children she
will claim as dependents. She owns a medical transcription business and earned
$35,000 in taxable income for the tax year. She plans to itemize her deductions.
Cynthia will file Form 1040.

Ask a volunteer to read
: the Cynthia example.

Which tax form do | select?

When filling out a paper tax return, you can refer to the ~
Which Form to File table in the Volunteer Resource @

Guide (Tab A) as you interview the taxpayer. For taxpayers who filed Form
) 1040EZ or Form 1040A the
When using tax software, always select Form 1040 previous year, determine
from the Main Information Sheet. Based on the infor- whether their situation has
mation you enter when completing the return, the changed. It may be to their

advantage to file Form 1040

program will tell you the simplest form to use. All if additional adjustments or
returns filed electronically are transmitted in the same deductions will result in a
format regardless of the form selected. Qwer tax! J
/ m EXERCISES (continued) \

Using the Volunteer Resource Guide, answer the following questions. ] Assign the exercises.

Question 5: Lenny and Lisa are filing a joint return and have no dependents. §Review the answers
Their combined income was $31,000, which included $35 in taxable interest and : with the class when
two months of unemployment income for Lisa. They want to take the standard §complete-
deduction. Which is the simplest form that Lenny and ) ’

Lisa can use for their tax return? :Form 1040EZ

Question 6: Ray is married, but he and his wife Stella are

filing separate returns. Their combined income was $105,000, but Ray’s income
was $64,000, half of which was self-employment income. Ray is claiming only one
exemption for himself, and he wants to itemize his deduc-

tions. Which is the simplest form that Ray can use for his ~ {Form 1040

Ktax return? J
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How do I file a return?

A return can be filed by sending in a paper return or by
using IRS electronic filing (e-file).

Detailed instructions for
completing and filing the return
are covered in the Concluding
the Interview lesson.

What is electronic filing?

IRS e-file is a quick and easy alternative to traditional
paper returns. Most VITA/TCE volunteer sites are now
set up for filing electronically using tax software.

Electronic filing is faster and more accurate than traditional paper filing. With e-filing,
taxpayers receive their refund in half the usual time, and even faster with direct deposit.

How do the two filing procedures compare?

How do I file a traditional paper return? How do | file an IRS e-file return?

Manually review all entries and check Check the software forms tree for any red exclamation points;

calculations.

review corresponding forms and complete red entries.

Run diagnostics and correct errors.

Enter the site identification number in the | The software automatically enters the site identification number in

Paid Preparer section.

the Paid Preparer section of the return.

Assemble the return with all its properly The software automatically assembles %Point out that some of the

labeled forms, schedules, and attach- and labels all of the return’s forms, icommon el.emen.ts are:
ments in the correct sequence. schedules, and attachments. : quality review, site ID

. . . . : :nos, and signature (man-
Submit for quality review. Create the e-file and submit for ‘ual or PIN docs.)

» Correct errors as needed

quality review.

» If needed, correct errors, re-run diagnostics, and recreate
the e-file

Provide two copies of the tax return to » Print one copy of the return for taxpayer.

the taxpayer.

* Print 2 copies of Form 8879, if applicable (one for the taxpayer

Have the taxpayer sign the return. and one for the volunteer site).

» Have the taxpayer sign both copies of Form 8879, if applicable.

Provide instructions on where and when to | Electronically filed returns are transmitted to the correct IRS
send the tax return to the IRS. Processing Center, usually by the Site Coordinator. The taxpayer

doesn’t mail anything.

What do | tell taxpayers about recordkeeping?

Taxpayers should keep a copy of the tax return, worksheets used, and records of all
items appearing on it (such as 1099 forms) until the statute of limitations runs out for
that return. Usually, this is the later of:

» Three years from the date the return was due or filed, or

+ Two years from the date the tax was paid
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Taxpayers should keep:

» Forms W-2 until the Social Security Administration has recorded the earnings
reflected on the forms

» Property records (including those on a home) as long as they are needed to figure
the basis of the original or replacement property

» Closing statements for a home until the home is sold
» Brokerage statements showing the purchase price of stock until the stock is sold

* Records of contributions to nondeductible IRAs until
all IRA funds are withdrawn

For additional recordkeeping

» Calculations determining the nontaxable portion information, see Publication
of pension income until all of the pension income 552, Recordkeeping for
is taxable Individuals.

How do | answer taxpayers’ administrative questions?

The Volunteer Resource Guide and Publication 17 contain the answers to many
administrative questions that are asked by taxpayers during the interview process.

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

Turn to the “Frequent Taxpayer Inquiries” located at the back of the Volunteer Resource
Guide and review this helpful information. For a list of phone numbers you can provide
to taxpayers, refer to the bottom portion of the “Contact Information for Volunteers,”
located on the back of the Volunteer Resource Guide,

Review the index in the back of Publication 17 and locate the answers to the taxpayers’
inquiries for questions not answered in the Volunteer Resource Guide,

~

/ m EXERCISES (continued)

. . . ' : Assign the exercise.
Using your reference materials, answer the following question. i

. ] - %Review the answer
Question 7: A taxpayer wants to know what the : Publication 17 - the chap- | i i he class when

Presidential Election Campaign Fund is. Where can - ter on Filing Information.  complete.
you find that information? :

\ /

- . . . . . . {If the internet is avail-
Additional information on a variety of topics can be obtained by contacting the IRS PR onstrate the

at 1-800-829-1040, accessing their web site at www.irs.gov, or by visiting an IRS Tax “search feature of the
Assistance Center in your area. :IRS website
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:Point out that volun-

i teers should notify their
isite coordinator of any

i suspicious behavior.

What potential pitfalls should | keep in mind?

Remember:

» 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 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.

* Many taxpayers erroneously report amounts from Form 1099-MISC, Miscellaneous
Income, with wages or other income. Income from box 7 of the Form 1099-MISC
generally should be reported on Schedule C or C-EZ and on Schedule SE, Self-
Employment Tax. If the income is reported incorrectly, the IRS may later issue a
notice of proposed tax increase for the self-employment income and tax.

» Be alert to the following possible indications of fraudulent activity:
- AForm W-2 that is typed, handwritten, or has noticeable corrections

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

- Asuspicious person accompanying the taxpayer and observed on other occasions
- Multiple refunds directed to the same address or P.O. box

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

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

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

Which forms and documents need to be filed?

Turn to the chart that lists the forms, types of income, and the line item entries for both
Form 1040 and the tax software in the Volunteer Resource Guide (Tab 2).

@ Tax Software Hint: Once the main information and income statements are
entered, the software automatically makes available most forms and applicable sched-
ules. These credit forms and schedules will be annotated with a red exclamation point.
The volunteer must still be alert to other deductions and credits (such as American
Opportunity, Hope, and Lifetime Learning Credits, and retirement savings contribution
credit if there is only a Roth IRA contribution).
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Practice — Vanessa Franklin

Let's practice what we’ve learned with our taxpayer, Vanessa Franklin. Go to iDil‘e“ S_mdems to
Appendix A-1 to determine if Vanessa has a filing requirement and verify her identity. ~ ;/APPendix A, page A-1.

Summary

Who must file? i Review the lesson
. o : : , i ith th

To determine whether an individual is required to file a federal tax return: ;zlf;:l;nary i i

* 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 Who Must File section of the Volunteer Resource
Guide (Tab A)

How do | verify taxpayer identity?

Before entering the taxpayer’s identity information in the Main Information Sheet or the
appropriate tax return form, first verify the identity of the taxpayer(s), the accuracy of
each SSN (or ITIN), and spelling of names with the appropriate documents.

Which tax return form should | use?

The three federal tax return forms are Form 1040EZ, Form 1040A, and Form 1040.

When completing a paper tax return, refer to the Which Form to File table in the
Volunteer Resource Guide (Tab A).

When using tax software, always select Form 1040 from the Main Information Sheet.
After you have completed the return, the Main Information Sheet will tell you the
simplest form you can use to print the return.

Filing the Return

Most VITA/TCE volunteer sites are now set up for filing electronically using tax soft-
ware. E-filing is faster and more accurate than traditional paper filing, and taxpayers
receive their refund in half the usual time.

Recordkeeping Requirements

Taxpayers should keep a copy of the tax return, worksheets used, and records of all
items appearing on it (such as Forms 1099) until the later of:

» Three years from the date the return was due or filed, or

» Two years from the date the tax was paid

Refer to Publication 552, Recordkeeping for Individuals, for more information.
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]
M8 EXERCISE ANSWERS

Answer 1: Yes, Bob is required to file a return because his gross income was
over $9,350.

Answer 2: No, Janet and Harry are not required to file because their combined
gross income was less than $19,800.

Answer 3: Yes, Juanita must file because her gross income was over $15,050.

Answer 4: True. To prevent processing delays, you should check the accuracy of
each social security number, as well as the spelling of the name associated with
the number.

Answer 5: Lenny and Lisa can use Form 1040EZ to file their tax return.

Answer 6: Ray will need to file Form 1040 both for two reasons: because he had
self-employment income and because he is itemizing deductions.

Answer 7: The index in Publication 17 directs us to a paragraph in the chapter on

Filing Information.

Notes
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Lesson 4: Filing Status

Introduction Instructor Notes

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.

Elpction Campalgn ™ Check nara if woL, oF your spouss g jnraey, want§3 1o go to this ww 38 13 L =pouse

T 1 LI single a [ & ol | b 2 A B s 151 Htha
FIIIHH Status L Singla Hesd ol housshald (wailgualitying person). {See pags 15, H the

L] ramrrine filling joirtly (pvon ionky G nad incoms) qual fyng caecn 88 child byl nol your depandent. enter this
Check only ane 3 | | Married filing separalely. E niter Epousas 335N above child’s nimnes hers.
bk and full name hera, I 5 [ ] Cualifying widow({er) with dapandent child (see page 18
P PR - 5 - " 3 Boxes checked
T 6= wealf, If Someonsa can claim you as a dépendent, do not check box Ga : ] st

Reporting of the correct filing status is handled differently, depending on which tax form
you use:

» Form 1040 or Form 1040A: check the box for taxpayer’s filing status in the Filing
Status section.

+ Form 1040EZ: does not require an entry for filing status. Use it only for taxpayers
filing as Single or as Married Filing Jointly with no dependents.

To determine a taxpayer’s filing status, use the interview techniques and tools
discussed in the Screening and Interviewing lesson. See the Volunteer Resource Guide
(Tab B) for the Determination of Filing Status decision tree and the interview tips for
helpful probing questions.

What do | need?

Objective .
_ _ 0 Approved Intake and ‘Review objective with
At the end of this lesson, using your resource Interview Sheet B,
materials, you will be able to: O Volunteer Resource Guide
* Determine the most advantageous (and allowable) 2 FjUb“(;at'on 17 : Point out the resources
filing status for the taxpayer ptional: :cited under What do
O Publication 501 :I'need?
What are the five filing statuses? D Publication 555 :
O Publication 971 : Refer students to Tab
Taxpayers must use one of five filing statuses. Filing O Form 1040 ;B in the Volunteer
status impacts the calculation of income tax, affects O Form 8379 iResource Guide.

the amount of the standard deduction, and determines

allowance or limitation of certain credits and deduc- e
tions. The following list puts them in order from the @

most beneficial to the least beneficial to the taxpayer. Taxpat);:ars mayfﬁ]_ualif)t/ ftor B idents which
more than one filing status. ey

* Married Filing Jointly Choose the filing stgatus that Eﬁhng statu.ses by
results in the lowest tax (most B Sitiihe past.

* Qualifying Widow(er) with Dependent Child eelaEL) (o G (e s éWould their taxes be

» Head of Household Use the Volunteer Resource §hlghef or lower if they

_ Guide (Tab B) to help icould use one of the
+ Single determine the correct filing sother filing statuses?
. - status(es).
» Married Filing Separately K (=) J
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: Point out for Married
:Filing Jointly, one
:Form 1040EZ, 1040A,
tor 1040 is filed, which
:covers both spouses.

@ Tax Software Hint: Filing status is selected on the Main Information Sheet.
Go to the Volunteer Resource Guide (Tab 1), Main Information Screen, to review the
software entries.

How does marital status affect filing status?

The first step in determining the taxpayer’s filing status is to confirm their marital status
on the last day of the tax year. Avoid using the 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:

* Unmarried
* Legally separated, under a separate maintenance decree, or

» Divorced under a final decree on or before December 31 of the tax year

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?

There are different 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

Can Single taxpayers qualify for another status?

Some Single taxpayers qualify for Head of Household | \

or for Qualifying Widow(er) with Dependent Child Avoid selecting a filing status

status, which can mean a lower tax. that results in a higher tax for
the taxpayer. For example,

What is Married Filing Jointly? Single taxpayers with a quali-
fying person may qualify for

Married taxpayers who choose to file a joint return will Head of Household, which

use one return to report their combined income and to | often results in a lower tax.

ded bined all bl Married The rules for who is a quali-
educt combined allowable expenses. Married taxpay- fying person are addressed

ers can select this status even if one of the spouses did | in the Who is Head of

not have any income or any deductions. The Married Qousehold? topic. J

Filing Jointly status can be claimed by taxpayers who,

on the last day of the tax year:

»  Were married and lived together as husband and wife

»  Were married and living apart, but were not legally separated or divorced

4-2
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» Lived together in a common law marriage that is recognized in the state where they
currently live or the state where the common law marriage began, or

» Did not remarry after their spouse died during
the year

N

A citizen or resident alien married to a nonresident alien
may be able to file a joint return. More information can be
found in the Unique Filing Status and Exemption
Situations lesson.

The rules around common law
marriages are complex and
differ from state to state. As a
volunteer, it is not your
responsibility to determine
whether a couple is involved
in a common law marriage. If
a taxpayer is not certain, refer
him/her to a professional tax

preparer.
\Z )

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. 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.

What are the responsibilities of each taxpayer on
a joint return?

In some cases, a spouse may be relieved of joint liability. This topic is beyond the

scope of the VITA/TCE Program. Refer taxpayers in this situation to a professional tax
preparer. For more information, see Publication 971, Innocent Spouse Relief. This publi-
cation can be downloaded from www.irs.gov.

What is Married Filing Separately?

The Married Filing Separately status is for taxpayers who qualify as married under the
definition provided above, and either:

» Choose to file separate returns, or

» 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 discussed in other topics in this lesson.

Can Married Filing Separately taxpayers qualify for another status?

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

N N |

:one not be legally
‘married on the last day
i of the year, but still be
: considered to be mar-
‘ried for tax purposes?

Ask under what cir-
cumstance can some-

éAnswer: If the per-
ison’s spouse died dur-
ing the year and the
i person did not remarry
i during that same year.

:Explain that if the
ispouse is temporarily
:away but is expected to
:return home, the tax-

i payer is probably not

i considered unmarried.
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%Refer students to the
:list in Publication 17.

Why are taxes usually higher for Married Filing Separately?

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

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

» Taxpayers cannot take credits for child and dependent care expenses, earned
income, and certain adoption and education expenses.

» Some credits and deductions are reduced at income levels that are half those for a
joint return such as the child tax credit, retirement savings contribution credit,
itemized deductions, and the deduction for personal exemptions.

If one spouse filing MFS is itemizing, the other spouse, if filing MFS, must itemize or
take a standard deduction of zero.

The question of who is itemizing only comes into consideration when both taxpayers are filing
as Married Filing Separately. If one spouse qualifies to file as Head of Household, the fact
that the other one is filing as Married Filing Separately and is itemizing doesn’t apply.

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 wish to
file separate returns may be considered as separate income or community income for
tax purposes. Each state has its own community property laws. See Publication 555,
Community Property, for more information.

If your local tax assistance program views community property tax laws for Married
Filing Separately taxpayers as beyond the scope of the program, refer such taxpayers
to a professional tax preparer.

For Married Filing Separately taxpayers, you must enter the other spouse’s name and
social security number or ITIN on the tax return. This is explained in the Form 1040
Instructions for line 3.

@ Tax Software Hint: Go to the Volunteer Resource Guide (Tab 1). Find the
section of the Main Information Sheet that addresses filing status. Notice the ques-
tions asked of the Married Filing Separately taxpayers. If the taxpayer is in one of
the community property states mentioned on the form, additional questions must be
answered. You may have to complete a worksheet entitled Allocation of Income for
Community Property Income.

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 or miscellaneous expenses, or large casualty losses, separate returns

4-4

Lesson 4: Filing Status




may result in lower total taxes because a lower adjusted gross income allows more
expenses or losses to be deducted.

Another common reason taxpayers file as Married Filing Separately is to avoid an offset
of their refund against their current spouse’s outstanding prior debt. This includes past
due child support, past due student loans, or a tax liability the current spouse incurred
when they were not married to each other.

offset is the reason, educate the taxpayer about the possibility of avoiding at least their
share of the refund offset and attaching Form 8379, Injured Spouse Allocation. See the
Publication 17 Index, keyword: “Injured Spouse,” for additional information. The Form
8379 instructions are also informative. This form can be e-filed.

Be aware of community property law requirements, which may affect the amount of tax
owed by taxpayers living in community property states.

What if a spouse died during the tax year?

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

If the surviving spouse has remarried:

* He or she must file either jointly with the new spouse (Married Filing Jointly) or
separately from the new spouse (Married Filing Separately)

+ The deceased spouse’s filing status becomes Married Filing Separately

Determine the most advantageous filing status for the taxpayer. Surviving spouses who
have a dependent child may be able to use the Qualifying Widow(er) with Dependent
Child status in the two tax years following the year of the spouse’s death. This is
discussed in a subsequent section.

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

» Are unmarried or considered unmarried and are not a qualifying widow(er) with
dependent child on the last day of the tax year, and

» Paid more than half the cost of keeping up a home during the tax year, and

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

For a married taxpayer to be considered unmarried, the taxpayer must also have a
child who is claimed as a dependent. Exception: if the only reason the taxpayer is not
claiming an exemption for the child is because the noncustodial parent can claim the
exemption, this requirement is met.

Taxpayers may also choose the Head of Household filing status if they are not married
and maintain a home for their parent(s). This home must be the principal place of
abode for the parent(s), but it does not have to be the same home as that of the
taxpayer. The parent(s) must qualify as the taxpayer’s dependent(s).

: Display Form 8379.

If a taxpayer wants to file separately, ask for the reason to elect this status. If a potential PRI et o find

i this information in

i Publication 17 by using
:the index. Recommend
:they make a note of the
i page number.

:Point out that some
:aspects of Head of

: Household filing sta-

i tus depend on if the

i qualifying person is the
‘taxpayer’s dependent.
Explain that dependent
i qualifications will be
icovered in Lesson 6.

:Point out that college
i students who attend
ischool in another area
:often qualify as living
:in the home.

:Point out that
:dependent parents are
inot required to live
:with the taxpayer.
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:Refer students to the
: Filing Status decision
:tree in the Volunteer
:Resource Guide
:(Tab B).

:Refer students to the
:Who is a Qualifying

i Person Qualifying

: You To File as Head
‘of Household? table in
the Volunteer Resource
:Guide (Tab B).

%Ask a student to read
: the exercise.

:Review student
:answers with the class
:when complete.

Ask a volunteer to read
i the example about Joan
:and Mary Ann.

: Point out that Joan
:falls under the defi-
‘nition of qualifying
relative defined in the
: Dependency Exemp-
‘tion for Qualifying
iRelative table in the

: Volunteer Resource

Who is a qualifying person for Head of Household status?

Turn to the Volunteer Resource Guide (Tab B), Filing Status. Look at the Determination

of Filing Status — Decision Tree. .

A person may qualify

as a “qualifying relative”
dependent, but not qualify
the taxpayer for Head of
Household filing status.

A qualifying person is defined as:

» A qualifying child
* A married child who can be claimed as a dependent

* Adependent parent

» A qualifying relative who lived with the taxpayer
more than half the year and is one of the relatives listed in the Volunteer Resource
Guide Interview Tips for Dependency Exemption for Qualifying Relative under
Step 1 only. See Footnote 7.

For a married taxpayer, the qualifying person for Head of Household must be the
taxpayer’s dependent child. (Exception: the noncustodial parent rule.)

. 7

Answers are after the lesson summary.

~

EXERCISES

Question 1: Alexandra’s younger brother, Sebastian, is seventeen years old.
Sebastian lived with some friends from January-February of 2009. From March-
July of 2009, he lived with Alexandra. August 1, Sebastian moved back in with
his friends, with whom he stayed 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” for
2009? O Yes M No

N

Notice that the relatives that qualify a person for Head of Household may not be the
same relatives that could qualify a taxpayer for a dependency exemption.

- N

Since Joan’s husband died five years ago, she has lived with her friend, Mary Ann.
Joan is a U.S. citizen, she is single and lived with Mary Ann all year, she had no
income and received all of her support from Mary Ann. Mary Ann is also a widow.
No one can claim Mary Ann as a dependent on his or her return. Joan falls under
the definition of a “qualifying relative” and Mary Ann can claim Joan as a dependent
on her return.

:No, because Sebastian
:only lived with Alexandra
: for five months, which is
‘less than half the year.

/

example

However, Joan would not qualify Mary Ann for Head of Household purposes,
because she does not fall under the “other relative” definition stated in the
Q/olunteer Resource Guide (Tab B), Filing Status.

/

RRRIeI(Tab C). When you get to Step 7 of the Filing Status Interview
Tips in the Volunteer Resource Guide, be sure to refer
to the definitions of a qualifying person on the previous | The qualifying person for
page if you have any questions. Head of Household filing
status is always related to the
taxpayer.
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For Head of Household, a qualifying child does not have to be a dependent of
the taxpayer. Exception: a married taxpayer considered unmarried for Head of
Household purposes.

If the child is not the taxpayer’s dependent, enter the qualifying child’s name on line 4
of Form 1040A or Form 1040. Only enter one child’s name.

@ Tax Software Hint: Turn to the Volunteer Resource Guide (Tab 1). Find the Main
Information Sheet that shows the filing status section. The child’s name and social
security number must be entered in line 4 if the child is not included in the Dependents/
Nondependents section.

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.

Can married taxpayers ever file as Head of Household?

Married taxpayers may be considered unmarried and file as Head of Household if they
meet the tests for married persons living apart with dependent children. Taxpayers are
considered unmarried and can file as Head of Household if they:

» File a return, separate from their spouse, for the tax year. If a joint return has been
filed, the filing status cannot be changed if the due date of the return has passed.

» Have paid more than half the cost of keeping up their home for the tax year. See
Publication 17, Filing Status: Head of Household for the Cost of Keeping Up a Home
worksheet.

» Have 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.

» Have provided the main home of a dependent child, stepchild, adopted child, or
foster child placed by an authorized agency for more than half the year. Certain
exceptions exist. To find details, see Publication 17, Personal Exemptions and
Dependents, Exemptions for Dependents, and Children of Divorced or Separated
Parents.

Taxpayers who are divorced or legally separated under a separate maintenance agree-
ment are considered single. They can file as Single, or they might qualify for Head

of Household. They would have to meet the same rules as a single person would for
Head of Household.

A taxpayer who is married to a nonresident alien spouse may be able to file as Head of
Household even if they have lived together during the year. Review the Unique Filing
Status and Exemption Situations lesson for more information.

:Point out the spouse
:1s considered to have
:lived in the home
:even if temporarily
:absent due to special
i circumstances, such
ias military service or
‘education.
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%Ask a volunteer to
:read the example about
:Laura and Jim.

Ask students if they
‘have any questions
:about the example.

Who is a Qualifying Widow(er) with Dependent Child?

A taxpayer, whose spouse died in one of the two tax years prior to 2009 (either 2008
or 2007) and who has one or more dependent children, may claim the Qualifying
Widow(er) with Dependent Child 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 2007 or 2008. The taxpayer must not have remar-
ried before the end of 2009.

» Have a child, stepchild, or adopted child who quali-
fies as the taxpayer’s dependent for the year.

A foster child does not qualify

+ Have furnished over half the cost of keeping up a a taxpayer for the Qualifying
. s . Widow(er) with Dependent
home for himself/herself and the qualifying child for )
) Child filing status.
the entire year, except for temporary absences.

In the year a taxpayer’s spouse dies, if the taxpayer does not remarry, the Married
Filing Jointly filing status can be used with the deceased spouse.

Taxpayers may be able to use the Qualifying Widow(er) with Dependent Child filing
status for two years following the year of death, provided they do not remarry.

The standard deduction and tax tables are the same for Qualifying Widow(er) with
Dependent Child and Married Filing Jointly filing statuses. These are more favorable
than those for Head of Household filing status.

example

Laura’s husband, Jim, died in September of the tax year. She has not remarried,
and provides all the support for their dependent children, ages 7 and 9. Laura can
file as Married Filing Jointly, claiming an exemption for her deceased husband. For
the next two years, she can use the Qualifying Widow(er) with Dependent Child
status if she has not remarried.

@ Tax Software Hint: Go to the Volunteer Resource Guide (Tab 1), Main
Information Sheet, which includes the filing status section, for the software entries.

How do | determine the correct filing status?

To determine the best filing status, follow the Filing Status Interview Tips and the
Determination of Filing Status flow chart in the Volunteer Resource Guide (Tab B). Then
enter the filing status on the approved intake and interview sheet.
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Check your understanding of each filing status. Feel free to review the lesson if
you are not sure of an answer and use the Volunteer Resource Guide (Tab B).
The answers are at the end of the lesson.

Question 2: Jane’s husband died in 2009. She and her husband qualified to
file a joint return in 2008, but they did not. Jane’s children are grown and they
maintain households of their own. She has not remarried. What filing status(es)
can she use?

» Single

Married Filing Jointly
» Married Filing Separately
Head of Household

Qualifying Widow(er) with Dependent Child

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

+ Single

Married Filing Jointly
» Married Filing Separately
Head of Household

* Qualifying Widow(er) with Dependent Child

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 chil-
dren 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?

+ Single

» Married Filing Jointly

* Married Filing Separately

* Head of Household

* Qualifying Widow(er) with Dependent Child

Question 5: Sydney’s wife died in January of 2007. He filed a joint return for that
year as the surviving spouse. In 2009, Sydney, who has not remarried, still main-
tains a home for his young children all year, and he provides their sole support.
What filing status(es) can he use?

» Single Review answers with

i the class when complete,

: demonstrating how to use
 Married Filing Separately i the Filing Status Interview

: Tips and the Determina-
* Head of Household ‘tion of Filing Status Deci-

Married Filing Jointly

/ m EXERCISES (continued) \

* Qualifying Widow(er) with Dependent Child :sion Tree. J

i Assign the exercises.

‘Instruct students to
‘use both pages in the
{Filing Status Inter-
§View Tips, Volunteer
Resource Guide (Tab
:B), to complete the
{exercises.

:Review answers with
ithe class when com-
iplete.
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: Assign the exercise.

:Review answers with
‘the class when com-
iplete.

Direct students to
: Appendix A-6.

:Review the lesson
:summary with the
iclass.

: Ask students how fil-
:ing status impacts the
‘tax return.

: Answer: Filing status
‘can impact the amount
‘of tax, credits, and
:deductions.

:Remind students that
iit is important to deter-
:mine the correct filing
i status so the taxpayers
:do not pay more tax

i than is required.

~

/ m EXERCISES (continued)

Question 6: An earlier question referred to Sydney, whose wife died in January
2007. He filed a joint return for that year as the surviving spouse. In 2009, Sydney,
who did not remarry, maintained a home for his young children, and he provided
their sole support. We determined that he could file as Single, Head of Household
or Qualifying Widow(er) with Dependent Child. Go back to the interview tips and
use them to identify the recommended filing status for Sydney. Outline the answers
to the interview steps. What filing status should he use?

» Single

» Married Filing Jointly

» Married Filing Separately
* Head of Household

* Qualifying Widow(er) with Dependent Child

N

Practice — Vanessa Franklin

Let’s take a look at how a volunteer helped our taxpayer, Vanessa Franklin.
Go to Appendix A-6 to determine the most appropriate filing status for her.

Summary

This lesson covered the five filing statuses, as listed on the return, they are:

+ Single

* Married Filing Jointly

* Married Filing Separately

* Head of Household

* Qualifying Widow(er) with Dependent Child

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

A widow or widower with one or more dependent children may be able to use the
Qualifying Widow(er) with Dependent Child filing status, which is available for two years
following the year of the spouse’s death.
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Answer 1: No, because Sebastian only lived with Alexandra for five months, which
is less than half the year.

/ m EXERCISE ANSWERS

Answer 2: Remember, if a spouse died during the year, and the surviving spouse
did not remarry, the surviving spouse is considered to be married on December 31
for filing status purposes. Answer “yes” to Step 1.

Because she was widowed in 2009 and has not remarried, Jane can file as Married
Filing Jointly or Married Filing Separately. However, she is likely to pay a lower

tax if she chooses Married Filing Jointly. Jane is not eligible for the Qualifying
Widow(er) with Dependent Children status because those rules are in effect for the
two years after the year in which the spouse has died and she must have depen-
dent children. Note: The exercise question stated they didn’t file as Married Filing
Jointly in 2008, and this would be an opportunity for you to use your interview tech-
niques to determine why they didn’t. There might have been circumstances that
made it more advantageous to file as Married Filing Separately, which might still
exist.

Answer 3: Because he is not married and has no dependents living in his house-
hold, nor does he have dependent parents, Seth can only file as Single.

Answer 4: Because she is legally divorced, Tanya can file as Single. However
because she has children, she may be able to file as Head of Household, which
may result in a lower tax.

Answer 5: Sydney can file as Single but he also meets the test for Head of
Household and Qualifying Widow(er) with Dependent Child. Qualifying Widow(er)
with Dependent Child will likely give him the lowest tax.

Answer 6: The interview tips say that he should use the Qualifying Widow(er) with
Dependent Child status. The interview steps are:

» Step 1: No
o Step 5: Yes
» Step 6: Yes

N /
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Esson 5: Personal Exemptions

Introduction Instructor Notes

This is the first of two lessons covering the Exemption section of the tax return.
Identifying and entering the correct number of exemptions is a critical component of
completing the taxpayer’s return, because each allowable exemption reduces their
taxable income.

Personal exemptions are reflected in the Exemptions section of the tax software and on
page 1 of the Form 1040 series. Refer to the Volunteer Resource Guide (Tab 1) for a
display of an entry screen.

PR T - e - N o A - Wl 10)
Exemptions Ba : Yolursell, I Soamesane ¢ claim you a5 a dependent, do not check box Ga . s 5 } Eﬁ;‘;‘:’gﬁk*’-‘d
b L Spouse r_ EA W A ] . . 2 Mo, of children
¢ Dependents: {2} Dependenis {3) Depandent's Il]-._a’E: sl _‘wlr'. v-li_%.'rc whi: i
{4) First namz Last name sockel secufty number | relationship o you | CEF CLERRE ::;:J;r:u!-.:.:h
(m wou dua to divorce
or separation
f more than four O {s00 pago 18)
depandants, saa 0 Depandents on 6
pege 17 and not entered above
check here B[] O Addd numbars cn D
- 5 =Tl nasabar of axemptions ¢ nimed - N . r £ s - Imﬁan{i} L
Objectives
At the end of this lesson, using your resource materials, you will be able to: : Review the objectives

- . . :with the class.
» Distinguish between personal and dependency exemption ;

» Determine if a taxpayer can claim a personal What do | need?
exemption O Approved Intake and : Point out the resources
Interview Sheet ‘cited under What do I
+ Determine how many personal exemptions a O Volunteer Resource Guide ‘need?
taxpayer can claim O Publication 17

O Optional: Publication 501
What are exemptions?

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 exemption amounts are
indexed for inflation and are
This lesson discusses personal exemptions. generally updated every year.
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Review the main
i points to ensure that
: the students understand.

Ask a volunteer to read
‘ the tips.

When can a taxpayer claim personal exemptions?

To determine the personal exemptions that a taxpayer can claim, use the interview
techniques and tools discussed in the Interview lesson. See the Volunteer Resource
Guide (Tab C) for the Interview Tips referenced in this lesson. They can provide helpful
probing questions.

To claim a personal exemption, the taxpayer must be able to answer “no” to the intake
question, “Can you or your spouse be claimed as a dependent on the income tax return
of any other person for 2009?”

This applies even if another person does not actually claim the taxpayer as a
dependent. A taxpayer who could be claimed as a dependent must claim “0”
exemptions. This means they won’t be able to subtract the exemption amount from
their gross income, and they may have to use a smaller standard deduction amount.
(See the lesson Standard Deduction and Tax
Computation).

Always use the Interview Tips
in the Volunteer Resource
Guide (Tab C) to determine
the number of exemptions
each taxpayer can claim.

If married taxpayers file a joint return, they can take a
personal exemption for each spouse. If they file sepa-
rate returns, they can each take a personal exemption
for themselves.

When can taxpayers claim an exemption for
their spouse?

A spouse is never considered the dependent of the other spouse. However, taxpayers
may be able to take an exemption for their spouse simply because they are married.

To claim a personal exemption for one’s spouse, the taxpayer must meet these
conditions:

* Married as of December 31 of the tax year, and
» Spouse cannot be claimed as a dependent on another person’s tax return, and

» Files a joint return, or files a separate return and the spouse had no income and is

not filing a return \

A common-law marriage is recognized for federal tax
purposes if it is recognized by the state where the
taxpayers currently live or in the state where the
common-law marriage began. Legal advice may be
necessary to determine if a common-law marriage exists.
Note: Filing a joint return for a common-law marriage
applies to the federal return only. You must check state

Q local law before completing a state return. J

Taxpayers who are divorced
or legally separated at the end
of the tax year cannot claim
their (former) spouse as an
exemption.

What about a deceased spouse?

A taxpayer whose spouse died during the tax year can generally claim the personal
exemption for the deceased spouse if the taxpayer meets all of these conditions:

» Did not remarry by December 31 of the tax year, and
» Was not divorced or legally separated from their spouse on the date of death, and

* Would have been able to claim the exemption under the rules for a joint or separate
return.
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How do | use the interview techniques to determine
how many personal exemptions a taxpayer can claim?

The Interview Tips for Personal Exemptions can help determine whether the taxpayer
can claim any personal exemptions. Take a look at the Interview Tips in the Volunteer
Resource Guide (Tab C). While you interview the taxpayer, use these questions as a
guide to help you get the information you need from the taxpayer.

How do | enter the personal exemptions?

Personal exemptions are claimed on line 6a and 6b of Form 1040.

On line 6a of the tax return, check the box next to “Yourself” if the taxpayer meets the
requirements for claiming themselves as an exemption.

On line 6b, check the box next to “Spouse” if the taxpayer meets the requirements for
claiming their spouse as an exemption.

When filing a paper return for a taxpayer who is filing as Head of Household and claim-
ing an exemption for a nonresident alien spouse, check the box on line 6b and enter
the spouse’s first name, last name, and SSN or ITIN.

@ Tax Software Hint: The tax software will auto-fill the entries for lines 6a and
6b as well as for “Number of boxes checked on 6a and 6b.” The software automati-
cally checks the exemptions box for the taxpayer (and for their spouse if Married
Filing Jointly status is selected). Review the Main Information screen in the Volunteer
Resource Guide (Tab 1).

Taxpayer Interview and Tax Law Application

Ray Jackson is a widower whose wife died during the 2009 tax year. Ray’s approved
intake and interview sheet shows the following responses.

1. As of December 31, 2009 your marital status was:
] Single

i Direct students to the

i Interview Tips for Per-
:sonal Exemptions in

i the Volunteer Resource
: Guide (Tab C).

%Direct students to Ray
:Jackson’s intake sheet,
ishown here.

[] Married: Did you live with your spouse during any part of the last six months of 20087 Oves ONe

[0 Divorced or Legally Separated: Date of final decree or separate mainlenance agreement:
1 Widewed: Date of spouse’s death: 02/20/2009

2 Ligt the name »* == helow wholived in vour home and outside your home that vou supported dunna thewear.

Which personal exemptions can Ray claim?

Use the Interview Tips for Personal Exemptions in the Volunteer Resource Guide
(Tab C) to help you complete lines 6a and 6b on his tax return. Here’s how the conver-
sation might sound:

Ask two volunteers to
:role-play the sample
Interview.
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/ SAMPLE INTERVIEW

VOLUNTEER SAYS...

RAY RESPONDS...

The questions I’'m about to ask you will help us figure out if you
can claim any personal exemptions. First of all, you’ve told me
that you were married until your wife died in February. I'm sorry
for your loss, sir. Did you remarry sometime during the rest of the
tax year?

Based on your answers, you can claim an exemption for yourself
and for your late wife.

[On the approved intake and interview sheet, volunteer should check
“No” for the question, “Can your parents or someone else claim you or
q)ur spouse as a dependent on their tax return?” which Ray left blank.]

No, | haven’t remarried.

Well, | don’t think so. We lived off
our own income.

@ Tax Software Hint: Review the Main Information screen in the Volunteer

Resource Guide (Tab 1).

Review this new topic
:with class.

Because Ray can claim himself and his late wife as personal exemptions, you will enter
both their names and SSNs in the Main Information Sheet in the tax software. The soft-
ware automatically checks the boxes on lines 6a and 6b and enters “2” for “Number of
boxes checked on 6a and 6b.” You will also enter the Date of Death under the spouse
in the Taxpayer Information area of the Main Information Sheet in the tax software.

If you are preparing a paper return, write “Deceased” along with the deceased spouse’s
name and Date of Death across the top of the return. Once you complete the Date of
Death in the software, the program will automatically print that notation.

Exemption for individual(s) displaced by
a Midwestern disaster

The taxpayer may be entitled to an additional exemption if housing was provided to a
person displaced by the storms, tornadoes, or flooding in a Midwestern disaster area.
The taxpayer can claim this exemption for up to four displaced individuals, but not for
their spouse or dependent. The exemption amount is $500 per person housed, and the
maximum amount that may be claimed for all displaced individuals is $2,000 ($1,000 if
Married Filing Separately).
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To take this exemption all of the following must apply:

» The taxpayer must have provided housing in their main home for at least 60 consec-
utive days to a person displaced by the storms, tornadoes, or flooding in a declared
Midwestern disaster area.

» The displaced person lived in a Midwestern disaster area when the disaster
occurred.

» The taxpayer did not receive rent or any payment for providing housing.
This exemption is claimed on Form 8914, Exemption Amount for Taxpayers Housing

Midwestern Displaced Individuals. For detailed information, see Publication 4492-B,
Information for Taxpayers Affected in the Midwestern Disaster Areas.

Practice - Vanessa Franklin

Let’s take a look at how a volunteer helped our taxpayer, Vanessa Franklin.
Go to Appendix A-8 to determine the personal exemptions she can claim.

Summary
There are two types of exemptions — personal and dependency. A personal exemption
can be claimed for:

+ The individual taxpayer, unless they can be claimed as a dependent on another
person’s tax return

» The taxpayer’s spouse, if a joint return is filed and the spouse cannot be claimed on
another taxpayer’s return

» The taxpayer’s spouse, if the taxpayer is not filing a joint return and the spouse had
no income, is not filing their own return, and is not a dependent of another person

Personal exemptions are claimed in the Exemptions section of the tax return.

+ Exemptions reduce the taxpayer’s taxable income.

+ Claiming an incorrect number of exemptions is one of the most common errors
made on a return.

» The taxpayer may be eligible for an additional exemption for providing housing to a
person or persons displaced by the storms, tornadoes, or flooding in a Midwestern
disaster area.

» When preparing a paper return for a taxpayer filing as Head of Household and
claiming an exemption for a nonresident alien spouse, check the box on line 6b and
write in the spouse’s full name and SSN or ITIN.

%Direct students to
: Appendix A-8.

Review the lesson
‘summary with the
:class.
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Esson 6: Dependency Exemptions

Introduction Instructor Notes

This is the second and final lesson covering the Exemptions section of the tax return.
Identifying and entering the correct number of exemptions is a critical component of
completing the taxpayer’s return. A taxpayer can claim one exemption for each qualified
dependent on their return, thereby reducing their taxable income.

B @ - i

Exemptions 6a [ Yoirself. If someone can claim you as a dépendent, do not check box 6a 4o [ E:‘;'_;‘;:_l’;*'é;‘“’-
b Ll Spouse . . - p . 7 J Nao. of children
; Dependents: { (2) Depecdent s (3) Degendent's | Bl o Foutiding  on B wihe:
¢ (1] First name [ p— 50 5:;I.-'¢v number | relationshio to you | ST .- ::;:‘::ﬁm‘::h
L T eoparaton
{ roecare Rhaar four :I [EX] ;?rp: 18§
dependants, sas Depsnderis on &0
page 17 and :| ol erlered ahevae
check here :| 1 Ll Add numbars on D
d Total number of axemptions claimead - - - - - S lnes above =
. AL =
To determine the dependency exemptions, use the interview techniques and tools
discussed in the Screening and Interviewing lesson. See the Volunteer Resource Guide
(Tab C) for the interview tips in this lesson. The interview tips can provide helpful prob-
ing questions.
When the interview is complete, the results are documented on the approved intake and
interview sheet. This information will be the basis of your entries in the tax software.
Who are dependents?
Dependents are either a qualifying child or a qualifying
relative of the taxpayer. As explained in the Personal
Exemptions lesson, the taxpayer’s spouse cannot Persons who qualify to be
be claimed as a dependent, but can be claimed as a claimed as a dependent may
| ti S | fd dent file a return for taxes withheld,
personal exemption. Some examples of dependents but they cannot claim any
include a child, stepchild, brother, sister, or parent. exemptions.
A taxpayer can claim one exemption for each qualified
dependent, thereby reducing the taxable income.
What do | need?
Objec“ves O Apprqved Intake and ;Review objectives with
At the end of this lesson, using your resource Interview Sheet . :the class.
materials, you will be able to: O Volunteer Resource Guide “Point out th
O Publication 17 .Oln out the resources
» Determine if a taxpayer can claim an exemption for Optional: icited under What do I
; ’ ‘need?
a dependent by applying the dependency test O Publication 501 :
« Determine how many exemptions a taxpayer can 0O Form 2120
O Form 8332

claim for dependents
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;Direct students to the
: Volunteer Resource

Who may be claimed as a dependent?

A dependent may be either a “Qualifying Child” or a
“Qualifying Relative.” The requirements for both have

much in common, but there are some tests that are The tests for qualifying rela-
specific to qualifying child or qualifying relative. tive are applied only when the

tests for qualifying child are
The definition of qualifying child has been not met.

revised for 2009.

» A qualifying child must be younger than the taxpayer, unless the child is permanently
and totally disabled. See Form 1040 Instructions, page 6.

» A child cannot be the taxpayer’s qualifying child if the child files a joint return, unless
the return was filed only as a claim for refund.

» If the child’s parents can claim a qualifying child but choose not to, no one else can
claim the child as a qualifying child unless that person’s adjusted gross income
(AGI) is more than the highest of either parent’'s AGI.

« The child is a qualifying child for purposes of the child tax credit only if the taxpayer
claims an exemption for the child.

In addition to the tests specific to qualifying child and qualifying relative, all of the

following tests must be met for both:

* Dependent taxpayer test

* Joint return test

+ Citizen or resident test

Use caution when preparing this section of the taxpayer’s return. The interview tips in

the Exemptions section of the Volunteer Resource Guide (Tab C) cover the require-

ments for all the dependency tests. Avoid using information from the taxpayer’s prior
year documents to complete this section.

How do | apply the dependency tests?

The Family and Dependent Information section of the approved 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.

:Guide (Tab C). Use the Volunteer Resource Guide (Tab C) to help you

: ask probing questions to verify the information on the A taxpayer'’s spouse cannot
approved intake and interview sheet. Use the interview Ee claim:d als a dgpendent
. ut can be claimed as a
tips to apply the dependency tests. e [ iy
Does it matter if | use the interview tips?
Whether you are a new or returning volunteer, the interview tips provide guidelines and
definitions to help you apply the dependency tests. They incorporate all of the excep-
tions, such as the special rules for children of divorced or separated parents — see the
Volunteer Resource Guide (Tab C), Table 3, as well as the special multiple support rules.
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How do | use the interview tips?

One way to apply the dependency tests is to refer to the interview tips for each
dependency test.

What are the tests for qualifying children?

To determine if the taxpayer has a dependent, begin by applying the rules for a qualify-
ing child. If these tests are not met, then you can continue on to the tests for a qualify-
ing relative. Remember, a person must meet the requirements of either a qualifying
child or a qualifying relative to be claimed as a dependent.

Relationship

Review step 2 of the Table 1 interview tips, in the Volunteer Resource Guide (Tab C).
This step determines if the child is related to the taxpayer in one of the following ways:
» The taxpayer’s child, stepchild or adopted child, or their descendant (grandchild)

+ The taxpayer’s brother, sister, stepbrother, stepsister or their descendant
(niece or nephew)

» Afoster child placed with the taxpayer by an authorized placement agency or court
order
Age

The next step is determining the child’s age. Review
steps 1 and 3 of the Table 1 interview tips in the
Volunteer Resource Guide (Tab C).

C [ \

To be considered a student,
the taxpayer’s child must
attend school full time (as
determined by the school)
for some part of each of five
calendar months of the year.
School does not include an
on-the-job training course,
correspondence school, or a
school offering courses only
&hrough the Internet. J

The child must be at least one of the following:

* Under age 19 and younger than the taxpayer at the
end of the tax year

* Under age 24, a full-time student (as defined
by the school) for at least 5 months of the year, and
younger than the taxpayer

» Any age and permanently and totally disabled

Support

Step 4 of the interview tips in the Volunteer Resource Guide determines the level of
support by the child, not the person who wants to claim the child as a dependent.

A child cannot have provided more than half of his/lher own support during the tax year.
A person’s own funds are not support unless they are actually spent for support.

example

Bob is 22, a full-time student and lives at home with his parents when he is not in
the dorm. He worked part-time and made $6,000, but that was not over half

of his total support. Bob meets the relationship, age, and support tests. If he meets
the rest of the tests for a qualifying child, he can be claimed as a dependent by

his parents.

i Ask students to locate

i the interview tips in

i the Volunteer Resource
: Guide (Tab C) for

: determining the Depen-
i dency Exemption for

i Qualifying Child.

Ask a volunteer to read
ithe Bob example.

: Ask what if Bob’s
i earnings were over half
:of his total support.

EAnswer: He would fail
i the support test.
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Ask a volunteer to read

:the Doris example.
: Answer any student
i questions.

: Ask what if her par-
‘ents used her earnings
‘to defray household

i expenses.

: Answer: She might
i fail the support test.

: Point out the special

: circumstances for kid-
§napping or birth and
:death of a child.

‘Read the Hugh
iexample. Answer any
‘student questions.

Point out the details
:listed here and answer
‘any student questions.

example

Doris is 8 years old and had a small role in a television series. She made $60,000
during the tax year, but her parents put all the money in a trust fund to pay for
college. She lived at home all year. Doris meets the relationship, age, and support
tests. If she meets the rest of the tests for a qualifying child, she can be claimed as
a dependent by her parents.

Residence

Step 5 of the interview tips examines residency. The child must have the same principal
residence as the taxpayer for more than half the year. The child is considered to have
the same place of residence as the taxpayer even if the child (or the parent) is tempo-
rarily absent due to special circumstances such as education, illness, vacation, busi-
ness, or military service. The taxpayers’ home can be 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 resi-

dency test. /—

In the case of a child who was
born and died during the year,
an SSN is not required but the
return cannot be e-filed. The
tax return must be mailed in.
Refer to the Filing Information

@apter of Publication 17. J

Special Exceptions for the Residence Test

Taxpayers may claim an exemption for a child who has
been kidnapped, a child who was born alive at any time
during the year and then died, or any other dependent
that died during the year, as long as the dependent
meets other dependency tests.

example

Hugh’s daughter died on January 15 of the tax year. If she met all the dependency
tests up until her death, Hugh can claim an exemption for her on his return.

A taxpayer may not claim dependency exemptions for a housekeeper, other household
employee, or for a stillborn child.

Refer to the Personal Exemptions and Dependents chapter of Publication 17 for
detailed information regarding the residency test.

Special rules that apply to custodial and non-custodial parents will be discussed later in
this lesson.

Additional Rules

The first five steps covered above apply specifically to qualifying children. The next five
interview tips cover additional rules for considering a qualifying child as a dependent.
Some of these steps will also apply when we talk about qualifying relatives.

Citizenship or Residency

Step 6 is sometimes referred to as the citizen or resident test. Do not get it confused
with step 5 which refers to who the child is living with (residency test). To pass the
citizen or resident test, the dependent must be either a U.S. citizen, U.S. national, or
resident of the U.S., Canada or Mexico. Note that:

+ Children are usually citizens or residents of the country in which their parents are
citizens. So, if either parent is a U.S. citizen, a child born in a foreign country can be
recognized as a U.S. citizen for tax purposes.
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» Ifa U.S. taxpayer legally adopts a child who is not a U.S. citizen or resident, this
test is met as long as the child lives with the taxpayer as a member of the household
all year. If all the other dependency tests are met, the taxpayer can claim the child
as a dependent.

» Foreign exchange students generally are not U.S. residents and do not meet the
citizen or resident test, so they cannot be claimed as dependents.

example

Joan, who is a U.S. citizen, adopted an infant boy from Cambodia who has lived
with her for the entire tax year. Even though Joan’s child is not yet a U.S. citizen or
resident, he meets the citizen or resident test because he was a member of Joan’s
household for the entire year.

Joint Return

Look at steps 7 and 8 in the interview tips for qualifying child in the Volunteer Resource
Guide (Tab C). To pass the joint return test, the dependent must not file a joint return for
the year, unless:

» The joint return is filed only to claim a refund of taxes withheld, and

* No tax liability would exist for either spouse on separate returns

/ example \

Ruth had no income. She married in November of the tax year. Ruth’s husband

had $16,700 income and they claimed two personal exemptions on their return.

Even though Ruth’s father supported her and paid for the wedding, he cannot claim

her as a dependent because she is filing a joint return with her husband. While they

are filing a return just to claim a refund of taxes withheld, Ruth’s husband would
Qave tax liability if he filed a separate return. j

Can the child be a qualifying child of more than one person?

Review step 9 and the associated footnotes in the Volunteer Resource Guide.

If the child meets the conditions to be the qualifying child of more than one person, only
one person can claim the child as a qualifying child for all of the following tax benefits
(unless the special rule for children of divorced or separated parents applies):

+ Dependency exemption

» Child tax credits

» Head of Household filing status

» Credit for child and dependent care expenses
» Exclusion for dependent care benefits

* Earned income credit

i Ask a volunteer to
iread the Joan example.
: Answer any student

i questions.

Ask a volunteer to read
‘the Ruth example.

%Point out the footnotes
‘to the interview tips.
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:Ask a volunteer to read
‘the Lynne and Marga-
‘ret example. Answer
‘any student questions.

: Display or refer to step
:10 of the interview tips
:for determining the
:Dependency Exemp-
:tion for Qualifying
:Child.

: Display or refer to the
iinterview tips in the

: Volunteer Resource

: Guide (Tab C) for

: determining the Depen-
dency Exemption for

No other taxpayer can take any of these six tax benefits unless they have another quali-
fying child. If any taxpayer can claim the child as a qualifying child, the following rules

apply:
» If only one of the taxpayers is the child’s parent, the child is treated as the qualifying
child of the parent.

» If two of the persons are the child’s parents, the child is treated as the qualifying
child of the parent with whom the child lived for the longer period of time in 2009. If
the child lived with each parent for the same amount of time, the child is the qualify-
ing child of the parent who had the higher adjusted gross income (AGI) for 2009.

» If no parent can claim the child as a qualifying child, the child is treated as the quali-
fying child of the person who had the highest AGI for 2009.

 If a parent can claim the child as a qualifying child but no parent does so, the child
is treated as the qualifying child of the person who had the highest AGI for 2009, but
only if that person’s AGl is higher than the highest AGI of either of the child’s parents.

example

Lynne and her mother Margaret share a home and both contribute to the house-
hold 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, Lynne is the taxpayer who can claim Karen as a qualifying child, because
she is Karen’s parent.

See the Volunteer Resource Guide (Tab C) and Publication 501 for more information
and examples about a qualifying child of more than one person.

If the qualifying child is actually claimed on more than one tax return in a given year, the
IRS will apply the Qualifying Child of More Than One Person rules listed in Publication
17, Personal Exemptions and Dependents.

Dependent Taxpayer

The final interview question for a qualifying child is step 10 in the Volunteer Resource
Guide (Tab C). Look at the question in Part | on the taxpayer’s approved intake and
interview sheet that asks “Can your parents or someone else claim you or your spouse
on their tax return?” To claim a dependency exemption, a taxpayer cannot be a depen-
dent on another person’s tax return. If a taxpayer can be claimed as a dependent by
another person, the taxpayer may not claim anyone else as a dependent, even if the
taxpayer has a qualifying child or qualifying relative.

What are the tests for qualifying relatives?

Dependents who do not meet the tests for qualifying child might meet the slightly differ-
ent tests to be a qualifying relative. The tests are:

* Not a qualifying child test

*  Member of household or relationship test

+ Citizenship or residency test

:Qualifying Relative.
* Gross income test
» Support test (to be a qualifying relative)
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» Joint return test
» Dependent taxpayer text

Turn to the Qualifying Relative Interview Tips in the Volunteer Resource Guide (Tab C).

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 other taxpayer is not required to file
an income tax return and:

* Does not file an income tax return, or

* Only files a return to get a refund of income tax withheld

Special rules that apply to custodial and noncustodial parents are covered later in this
lesson.

/ example \

Todd has lived with his girlfriend, Eva, and her two children all year in his home.

Eva is not required to file a 2009 tax return, and does not file a 2009 tax return.

Todd has provided more than half of their support for the entire year. Eva and her
two children are Todd’s qualifying relatives because they meet the member of
household or relationship test, gross income test, and support test. (Eva and Todd’s
relationship does not violate local laws.) j

/ example \

All the facts are the same as in the previous example, except that Eva is required
to file a tax return. She still meets all the tests to be Todd’s qualifying relative
dependent. Since Eva has a filing requirement and her children meet the tests to
be Eva’s qualifying child dependents, Todd can no longer claim the children as
qualifying relative dependents. He can still claim Eva as a dependent, and Eva may

QOt claim herself or any dependents on her own. J

example

Since late in 2008, Sally has been supporting her friend, Ann, and Ann’s young
son, Bobby. Ann and Bobby lived with Sally all of 2009 and meet all the tests to be
Sally’s qualifying relative dependents. Ann worked part-time and made $3,100 in
wages during 2009. Ann files a return only to have her withholding refunded. She
does not claim her own exemption. Sally can claim Ann and Bobby as dependents.

/ example \

All the facts are the same as in the previous example, except, when Ann files her
tax return, she also claims the earned income credit. Because Ann did not file her
return only to get a refund of her withholding, Bobby must be considered Ann’s
qualifying child. Therefore, Sally cannot claim Bobby as a dependent. Ann cannot
claim Bobby as a dependent either, since Ann is a dependent herself. Ann can use
Bobby as a qualifying child for the earned income credit (covered in the Earned

@come Credit lesson). j

Ask volunteers to read
: the following examples.
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: Ask a volunteer to
‘read the Susan and Ted
‘example. Answer any
:student questions.

Point out the details
listed here and answer
‘any student questions.

Member of Household or Relationship Test

To meet this test, the person has to have a close familial relationship with the taxpayer
or have lived with the taxpayer for the entire year. It is important to note that a close
relative of the taxpayer does not have to live in the same household to meet this test.

example

Susan and Ted are married and file a joint return. They have supported Ted'’s
parents for the majority of the tax year. Even though Ted’s parents do not live with
Ted and Susan, Ted’s parents meet the member of household or relationship test.

An unrelated person who lived with the taxpayer for the entire year can also meet the
member of household or relationship test. Step 3 probes to determine if the person is
an individual (other than a spouse) who had the same principal place of abode as the
taxpayer and was a member of the taxpayer’s household for the entire year, regardless
of relationship. 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.

Note that:

+ Temporary absences due to iliness, education, business, vacation, military service,
and placement in a nursing home are acceptable.

» Arelationship established by marriage, such as mother-in-law or sister-in-law, does
not end with divorce or death of a spouse; they are qualifying relatives even if they
do not live with the taxpayer.

+ 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.

The Dependency Exemption Interview Tips, steps 2 and 3, can help you determine if a
person passes the qualifying relative, member of household, or relationship test.

Citizenship or Residency Test

Step 4 will guide you to determine citizenship or residency. Also look at Part Il, Family
and Dependent Information of the taxpayers’ approved intake and interview sheet,
which asks the taxpayer about citizenship or residency. A dependent must be a U.S.
citizen, U.S. national, U.S. resident alien, or a resident of Canada or Mexico.

This is a general rule for dependents. It applies to both qualifying child and qualifying
relative.

Gross Income Test

Step 5 of the interview tips addresses the gross income test. The dependent’s gross
income for the tax year must be less than the personal exemption amount ($3,650 for
2009). There is an exception if the person is disabled and has income from a shel-
tered workshop. Gross income is defined in Publication 17, Personal Exemptions and
Dependents. Remember this test does not apply to qualifying children, only qualifying
relatives.
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example

Joe is 65 years old and lives with his son and daughter-in-law. In 2009, Joe’s PASK a volunteer to read
taxable pension income was $4,700. Joe’s son and daughter-in-law cannot claim ‘the Joe example.

a dependency exemption for Joe because Joe’s income exceeds the exemption

amount for 2009, which is $3,650.

Support

Step 6 of the interview tips asks about support. The taxpayer must have provided more
than 50% of the dependent’s total support for the tax year. Note that this support test is
different than the one for a qualifying child.

When calculating the amount of total support, taxpayers should compare their contribu-
tions with the entire amount of support their dependent

received from all sources (such as taxable income,

tax-exempt income, and loans). Review the list of valid | Publication 17 contains a
support expenses and the worksheet in the Personal worksheet for determining
Exemptions and Dependents chapter, Publication 17. support.

: Ask a volunteer to read

example %the Sherrie example.
Sherrie’s father received $2,700 from social security and investments, but he put $300 | : Ask what if Sherrie’s
of it in a savings account and spent only $2,400 for his own support. Sherrie spent B nad spent all his
$2,600 of her income for his support, so she has provided over half of his support. B on himsclf?

: Answer: He would not
i pass the support test.

example

Steve provided $4,000 toward his mother’s support during the year. His mother had
earned income of $600, nontaxable social security benefit payments of $4,800, and
tax-exempt interest of $200. She used all of these for her support. Steve cannot
claim a dependency exemption for his mother because the $4,000 he provided was
not more than half of her total support of $9,600.

Social Security benefits received by a child and used \

towards support are considered to have been provided | gtate benefit payments like

by the child. welfare, Temporary Assistance

. , for Needy Families (TANF),
If the taxpayer provides over half the person’s total food stamps, Medicaid, or

support, you can skip steps 7 through 10 and go housing assistance are consid-
directly to step 11. If the taxpayer has not provided over | €red support provided by the
half the person’s support, go to step 7 to see if some- state, not by the taxpayer.

. - Refer to the Worksheet for
one else is providing over half the support. el Suasai I e

Volunteer Resource Guide
or the Personal Exemptions
and Dependents chapter of

: Ask a volunteer to read
:the Steve example.

: Answer any student

i questions.

Multiple Support Agreements (Form 2120)

If one person has not provided over half the support, go Publication 17.
to step 8 to determine if multiple support exists. Multiple K J
support means that two or more people together, who

could claim the person as a dependent except for the support test, provide more than
half the dependent’s support. However, only one taxpayer can claim the exemption for a
dependent with multiple support. In this situation, the individuals who provide more than
10% of the person’s total support (step 9), and who meet the other tests for a qualifying
relative, can agree that one of them will take the person’s exemption.
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:Read the Fred and

: Charlie example.

: Answer any student
i questions.

Ask a volunteer to read
:the Diane example.

: Ask what if Diane
‘and her brother each
§provided half of the
:support and the two
‘unrelated persons con-
‘tributed nothing.

gAnswer: Either Diane

:or her brother could

i claim the exemption

i because together they

i provided 100% of their
grandmother’s support.

i Display or refer to the
:approved intake and
iinterview sheet ques-

i tion mentioned here.

Step 10 guides you in asking if the taxpayer has the appropriate documentation.

» The taxpayer who is claiming the exemption for the dependent must attach to their
tax return Form 2120, Multiple Support Declaration

or similar statement.

Multiple Support Agreements
apply only to a qualifying rela-
tive, not to a qualifying child.

« The other supporting taxpayers must sign this writ-
ten statement agreeing not to claim the exemption
for that year. The person who claims the exemption
must keep this written statement as a record.

-~

Fred’s father, Charlie, lives with him and receives 27% of his support from social
security, 40% from Fred, 24% from Charlie’s brother, and 9% from Charlie’s friend.
Either Fred or Charlie’s brother can take the exemption for Charlie because they
each provided more than 10% of Charlie’s support, and together contributed more
than 50% towards his support. Whoever is not going to take the exemption must
Qign a statement agreeing not to take the exemption.

~

example

/

example

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. No one is entitled to
the dependency exemption, since more than half of the grandmother’s support is
provided by people who can’t claim her exemption.

The taxpayers who provide Multiple Support for a dependent decide among themselves who
will take the exemption for the year. Volunteer tax preparers do not decide.

Joint Return

To pass the joint return test (steps 11 and 12), the dependent must not file a joint return
for the year, unless:

» The joint return is filed only to claim a refund, and

* No tax liability would exist for either spouse on separate returns

This is a general rule for dependents. It applies to both a qualifying child and qualifying
relative.

Dependent Taxpayer

The final interview question for a qualifying relative is step 13. Look at the question

on the taxpayer’s approved intake and interview sheet that asks “Can your parents or
someone else claim you or your spouse on their tax return?” To claim a dependency
exemption, a taxpayer cannot be a dependent on another person’s tax return. If a
taxpayer can be claimed as a dependent by another person, the taxpayer may not
claim anyone else as a dependent, even if the taxpayer has a qualifying child or qualify-
ing relative.

6-10
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Special Rule for Children of Divorced, Separated, or Never Married Parents

Special rules apply if the dependent is supported by parents who are divorced or
separated; these rules also apply to parents who were never married. After first start-
ing with Table 1, use Table 3: Children of Divorced or Separated Parents within the
Volunteer Resource Guide (Tab C) to determine which parent is entitled to claim the
child as a dependent.

In general, the child will be considered a dependent of the custodial parent, assum-
ing the child meets all the rules for a qualifying child or qualifying relative. However,
the custodial parent can agree to allow the noncustodial parent to treat the child as a
qualifying child or qualifying relative if certain conditions are met. A signed Form 8332
or equivalent is required and must be attached to the noncustodial parent’s return, or
attached to Form 8453 if filing electronically.

What are the new rules for children of divorced or never married
parents?

Revocation of Release of Claim to an Exemption

For tax years after July 2, 2008 (the 2009 calendar year for most taxpayers), new rules
allow the custodial parent to revoke release of claim to exemption previously filed

on Form 8332, Release/Revocation of Release of Claim to Exemption for Child by
Custodial Parent, or similar form. The custodial parent must provide, or make a reason-
able 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. Therefore,

if the custodial parent provides notice of revocation to the noncustodial parent in 2009,
the earliest the revocation can take effect is the 2010 tax year. Part 11l 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.

Use of Divorce Decree or Separation Agreement Instead of Form 8332

If the divorce decree or separation agreement went into effect after 1984 and before
2009, the noncustodial parent can still attach certain pages from the decree or agree-
ment instead of Form 8332 or similar form.

Beginning with divorce decrees granted in 2009, the noncustodial parent will no longer

be able to attach pages from the decree or agreement. -ﬂ N\
Form 8332 must be filed if the decree or agreement Saumion

was made after 2008. This rule does not apply for

) ) Head of Household filing
Pre-1985 decree of divorce or separate maintenance status, the credit for child and
or written separation agreement is still applicable for dependent care expenses,

2009 when the decree gives the exemption to the or the earned income credit.
For these benefits, the child

noncustodial parent and the parent pays at least $600 must meet the residency test.
in child support only if the child is permanently and The custodial parent may still

totally disabled. qualify for those provisions
even though the noncustodial
The Special Rule for Children of Divorced or Separated | parent can claim the depen-

Parents is described in detail in the Personal Qency exemption. J
Exemptions and Dependents chapter of Publication 17.

: Display or refer to the
: Children of Divorced,
: Separated, or Never
:Married Parents Inter-
:view Tips in the Vol-
:unteer Resource Guide
i(Tab C).
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ERead the examples.
: Answer any student
i questions.

i Display or refer to the
: Dependents/Nonde-

: pendents section of

‘ the tax software Main

‘ Information Sheet in
‘the Volunteer Resource
:Guide (Tab 1).

I Vvwowed: Uale vi spouse's oeath:

example

The taxpayer has a 1999 divorce decree that states they can claim their child as a
dependent. Since the divorce decree was created prior to 2009, the divorce decree
can be attached to the tax return and the taxpayer can claim the dependent.

example

The taxpayer has a 2009 divorce decree that states they can claim their child
as a dependent. The taxpayer cannot attach a copy of the divorce decree to the
tax return even if it states the taxpayer can claim the child as a dependent. The
taxpayer must attach a signed Form 8832 to the tax return in order to claim the
child as a dependent.

How do | enter the exemptions in the tax software?

The tax software determines the taxpayer’s dependency exemptions based on the
Dependents/Nondependents information entered on the tax software Main Information

Sheet.

Be sure to include and verify all the family and dependent information on the taxpay-
er’'s approved intake and interview sheet before entering the following data into the
Dependents/Nondependents section of the tax software.

For detailed instructions, refer to the Volunteer Resource Guide (Tab 1), Main
Information Sheet.

Taxpayer Interview and 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 is the main
provider for her two grandchildren and two of her grown sons, who live with her. Her
sons worked part time and earned $4,000 each. They are not disabled. The grandchil-
dren are not the children of the sons that live with her. She would like to file a tax return
and claim her sons and grandchildren as dependents.

Form 13614-C should look like this:

2. List the name of everyone below who lived in your home and outside your home that you supported during the year.

Wamae (first, last) Date of Birth | Relationship to you | Mumber US Citizen or Married Full- Receivad

Do not enter your name or (mmiddhry) | (e.g. son, molher, | of months | resident of the as of tirne mare than

Spouse’s nami below, sister) ved in US, Canada 12/31709 | student 53650 in

Yo or Mexico [yesing) | (yesing) income

hiome (yesno) (yesimo)
{al (& 6] ) (a} {f) (gl (hi
Liza Smith 12/01/2005 | Granddaughter 12 yas no no no
Brian Smith 12001/2005 |Grandson 12 yas ne o [0
Michael Smith 03171983 |Son 12 yes no no yos
Todd Smith 09/05/1981 |Son 12 yes no no yes
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How do I apply the dependency tests to Elaine’s sons? ‘Walk through the
sequence of steps in the
{interview tips, if time

i permits.

Use the interview tips in the Volunteer Resource Guide to apply the test to each of
Elaine’s sons.

How do I apply the dependency tests to Elaine’s grandchildren?

Use the interview tips in the Volunteer Resource Guide to apply the test to each of
Elaine’s grandchildren. You will find that Lisa and Brian are qualifying children of Elaine
and her adult sons, Michael and Todd. However, under the tie-breaker rules, Elaine
would be entitled to the dependency exemptions for Lisa and Brian because she has the
highest AGI.

Dependents/Nondependents Determinations

Elaine can claim her two grandchildren as dependency exemptions, but not her adult
sons. Therefore, you use the Family and Dependent Information section of Elaine’s
approved intake and interview sheet to enter the information for her two grandchildren.

Practice — Vanessa Franklin

Let’s take a look at how a volunteer helped our taxpayer, Vanessa Franklin. Direect students to
Go to Appendix A-9 and review the sample interview with Vanessa related to depen- i Appendix A-9.
dency exemptions.

Summary
* You cannot claim any dependents if you, or your spouse if filing jointly, could be FEET e lesson
claimed as a dependent by another taxpayer. §Summary with the

+ You cannot claim a married person who files a joint return as a dependent unless :class.

that joint return is only a claim for refund and there would be no tax liability for either
spouse on separate returns.

* You cannot claim a person 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.)

* You cannot claim a person as a dependent unless that person is your qualifying
child or qualifying relative.

@ Tax Software Hint: After verifying that the dependents are qualified, enter the
taxpayer’s dependents’ information in the Dependents/Nondependents section of the
tax software Main Information Sheet. The tax software will use this information to calcu-
late the taxpayer’s exemption deduction.
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Lesson 7: Unique Filing Status and Exemption Situations

s ETH®

Introduction

This lesson will assist you in addressing some filing status issues you may encounter
when helping service members or others whose spouses are nonresident aliens (not
U.S. citizens or permanent resident aliens).

This lesson also covers exemption issues related to taxpayers who want to claim an
exemption for:

* Anonresident alien spouse who does not qualify to be a resident alien for tax
purposes, and/or

* Nonresident alien stepchildren

Tax situations involving nonresident aliens can be complex. If the taxpayer has a J, Q,
F, or M visa, ask the site coordinator if there is a volunteer who is trained and certified
to prepare these types of returns.

If there isn’t a certified volunteer at the site or if you are faced with a situation not
covered in this lesson, refer the taxpayer to a professional tax preparer.

Objectives

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

O Approved Intake and

+ Determine whether an individual, for example, an .
Interview Sheet

Armed Forces member’s spouse, is a nonresident
alien or resident alien

O Volunteer Resource Guide
O Publication 17
* Determine if an Armed Forces member is entitled to ' O Publication 519

Instructor Notes

Point out the resources
:cited under What do I
ineed?

‘Review objective with

claim the personal exemption for a spouse whoisa | Optional: ‘the class.
nonresident alien O Publication 3 ’
« Apply the support test and citizen/resident test to O Publication 54
determine whether an individual can be claimed as 0 Form 1040NR-EZ
a dependent by an Armed Forces member O Form 1040NR
» Apply special rules for Head of Household status
when the spouse is a nonresident alien
How do | apply tax law to nonresident aliens?
Nonresident aliens can be students, teachers, trainees, and/or undocumented immi-
grants. Your role is to determine if the nonresident alien can be treated as a resident
alien for tax purposes; if so, most tax rules (with certain exceptions) that apply to a U.S.
citizen will apply to the nonresident alien, including filing status and exemption issues.
Resident aliens and U.S. citizens must report worldwide income on their tax return.
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i Ask students to find
i these parts of the
:approved intake and
{interview sheet.

i Ask students: When

ia green card has been
iissued, what is the resi-
i dency status?

: Answer: Resident
‘alien

i Ask students to turn
ito the Resident Alien
:or Nonresident Alien?
‘decision tree in the

: Volunteer Resource

: Guide, page 9.

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/citizen still must follow 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 citizen, resident alien, or nonresident alien?

Let’s begin by looking at the approved intake and interview sheet. Locate the part of
the form where taxpayers and/or their spouses indicate whether or not they are U.S.
citizens or resident aliens. 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 or resident alien on the approved
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:

e Green Card test

« Substantial Presence test

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. These people were given the privilege, according to immigra-
tion 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 approxi-
mately 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.

More information about green card holders is available in Publication 4588, Basic Tax
Guide for Green Card Holders, found at www.irs.gov.

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. If individuals do not have green cards, find out if they meet the
Substantial Presence test, which allows them to be treated as resident aliens for
tax purposes.

Page 9 of the Volunteer Resource Guide reprints the decision tree, Nonresident Alien
or Resident Alien? from Publication 519, U.S. Tax Guide for Aliens. It is used to deter-
mine if an alien is a resident alien or nonresident alien for tax purposes.

Use the Resident Alien or Nonresident Alien? decision tree to determine an individual’'s
residency status.
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/ example \

PFC Gloria Benton’s husband, Dante, has neither a green card nor a visa. Dante
does not have a tax home in another country. He was physically present in the U.S. | .
for 150 days in each of the years 2007, 2008, and 2009. Is Dante a resident alien :Ask a volunteer to

under the Substantial Presence test for 2009? iread the example about
:PFC Benton’s husband.

: Answer any student
i questions.

The decision tree indicates that Dante does meet the Substantial Presence test and
is considered a resident alien for tax purposes.

2009: 150 days 2008: 1/3 of 150=50 days
2007: 1/6 of 150 days=25 days

\Total days=225 days /

Who is exempt from the Substantial Presence test?

People who are in the U.S. on valid F, J, M or Q visas are usually considered exempt
from the Substantial Presence test. Taxpayers must follow the rules described in Forms
1040NR or 1040NR-EZ instructions.

For individuals with valid visas, do not count the days - \

present in the U.S. for purposes of the Substantial Most VITA sites do not
Presence test. In general, these people will be prepare returns for individuals
considered nonresident aliens for tax purposes. Other | With F, J, M, or Q valid visas.

| . t individuals include: Ask the site coordinator if
examples of exempt individuals include: there is a volunteer who is

« Nonresident aliens with medical conditions that certified to prepare these

. types of returns. If not, refer
prevent them from leaving the country, and the taxpayer to a professional

« Certain commuters between the U.S., Canada ﬁx preparer. J
and Mexico

%Point out the caution.

Publication 519 has more detailed information on who is an exempt individual.

If a person’s visa has expired or the person is not complying with the requirements of the visa,
then that person is not an exempt individual and cannot exclude those days they are physi-
cally present in the U.S.

What if a nonresident alien meets the Substantial
Presence test?

An individual with an ITIN
is not entitled to the Earned
Income Credit. This will be
covered in the Earned Income
Credit lesson.

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.

A return with an ITIN can be
e-filed. A return missing an
ITIN cannot be e-filed.

A taxpayer obtains an ITIN by filling out Form W-7 or Form W-7SP. Attach this form to
the tax return. (You may prepare the return for the taxpayer.) Follow the instructions in
the Volunteer Resource Guide (Tab 1) for preparing the return without a valid SSN or

ITIN. A return with the Form W-7 application cannot be e-filed; it must be mailed.
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:Ask a volunteer to read
: the example about Sgt.
: Paul Kingman and his
iwife. Answer any stu-
:dent questions.

:Refer students back
:to the Resident Alien
:or Nonresident Alien?
:decision tree in the

: Volunteer Resource
:Guide.

i Ask students to turn to
i the Filing Status Inter-
:view Tips in the Vol-
‘unteer Resource Guide
:(Tab B).

IRS Taxpayer Assistance Centers or acceptance agents can help the taxpayer
complete Form W-7 or Form W-7SP. Most acceptance agents, other than the IRS,
charge a fee for this service.

For more information about acceptance agents, see Publication 4393, What is an
IRS ITIN Acceptance Agent. You can find this publication and more information about
acceptance agents on www.irs.gov, keyword “acceptance agent.”

Use the Resident Alien or Nonresident Alien? decision tree in the Volunteer Resource
Guide (page 9) to determine if a person meets the Substantial Presence test.

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 volunteer who has been trained and certified
to prepare returns for nonresident aliens or a professional tax preparer to file Form
1040NR or Form 1040NR-EZ.

If the nonresident alien is married and the spouse does not qualify to be treated as
a resident alien using the Green Card or Substantial Presence test, you can provide
assistance.

-~

Sgt. Paul Kingman and his wife, Gabriella, were married at the end of 2009.
Gabriella does not have a green card nor a valid visa. They have no children and
are not supporting anyone else.

~

example

Gabriela lived in the U.S. for 120 days in 2009 (from September to December) as a
nonresident alien. She was also in the U.S. for 120 days in each of the years 2007
and 2008. 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.

2009: 120 days 2008: 1/3 of 120 days=40 days 2007: 1/6 of 120 days=20 days

Qotal days = 180 j

Married couples in this situation have a few options when it comes to filling a tax return.
In the example, Gabriella (wife of Sgt. Paul Kingman) does not meet the Green Card
nor Substantial Presence test. Thus, she is considered a nonresident alien.

As a citizen married to a nonresident alien spouse who does not meet either the Green
Card or Substantial Presence test, Sgt. Kingman has four filing status options:

1. He may choose to file as Married Filing Separately
2. The couple may chose to file as Married Filing Jointly

3. He may qualify for Head of Household under the regular rules for a married person
who is considered unmarried for Head of Household purposes

4. He may qualify to file as Head of Household, even while living with the nonresident
alien spouse
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Who can file a joint return?

Even though Gabriella does not pass the Green Card test or the Substantial Presence
test, it is possible for this married couple to file a joint return. The couple may elect to
treat the nonresident alien spouse as a resident alien for tax purposes. This information
can be found in Publication 519, U.S. Tax Guide for Aliens.

How does a couple elect to treat the nonresident alien spouse as a U.S. resident
for tax purposes?

If the nonresident alien spouse agrees to file a joint return, worldwide income must be
reported, and a signed declaration is attached to the joint return stating:

* One spouse was a nonresident alien and the other spouse a U.S. citizen or resident
alien on the last day of the tax year, and both choose to be treated as U.S. residents
for the entire year

* The name, address, and SSN or ITIN of each spouse

How does this election affect filing status in future /— —\
years? .
: Display or refer stu-

The election continues in future years but the spouses | Make anote by step 2ofthe | & jonts to Table 1-1,
Personal Exemptions chart in 3

can file separately after the first year, if they choose. : :Ending the Choice, in
. . ] ) the Volunteer Resource Guide | : licati

The election to treat the spouse as a resident is termi- that, if a spouse is a nonresi- : Publication 54.

nated by revocation, the death of either spouse, their dent alien, the taxpayer can

still make the choice declara-

legal separation, or the IRS may terminate it for failure

to keep adequate records. @n' J
\

/ example

Even though Gabriella, Sgt. Paul Kingman’s nonresident alien wife, does not pass

the Green Card or Substantial Presence test, they both agree to choose to treat

Gabriella as a resident alien by attaching a signed statement to their joint return.

Paul and Gabriella 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
erarate returns for later years. j

AsKk a volunteer to
iread the example about
: Gabriella.

As you learned in a previous lesson, married taxpayers can be considered unmarried
and claim Head of Household status if they have not lived with their spouse for the last
six months of the year, and if they meet a few other requirements.

@ Tax Software Hint: Follow the filing status interview tips in the Volunteer
Resource Guide (Tab B) to see if the citizen spouse qualifies to file as Head of
Household.
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i Assign the exercises.

Review answers with
‘the class when com-
iplete.

Can citizens or resident aliens who live with their nonresident alien
spouse ever file as Head of Household?

There is an exception that allows U.S. citizens and resident alien spouses who live with
nonresident aliens 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 and meets all
the “considered unmarried” rules for Head of Household except for living with the
nonresident alien spouse

» The nonresident alien spouse does not meet the Substantial Presence test

« The nonresident alien spouse does not choose to file a joint return

/ ﬂ EXERCISES \

Question 1: Gloria’s husband, Dante, meets the Substantial Presence test. 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 i Gioria can file as either

live together. : Married Filing Jointly or
‘Married Filing Separately.

What filing status options does Gloria have for 2009?

Question 2: Sgt. Raul Thomas 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 §Yes, I Head
to be treated as a resident alien for tax purposes. : of Household status since

She does not want to file a joint return with him. this spouse is a nonresi-
:dent alien who won’t file

Raul meets all of the other qualifications for Head of a joint return with him,

Household. Even though he is married and living with e sithe other
his spouse, can he claim Head of Household status? gqualiﬁcations for Head of
Gl Yes [ No ‘Household. J

Can a taxpayer filing Head of Household who - N\

is married to and living with a nonresident

alien spouse claim the Earned Income Tax In the Volunteer Resource
Guide, turn to Tab B, Filing

Credit, if they are otherwise eligible? Status. Notate the fact that,
if a spouse is a nonresident

No. Taxpayers who are considered unmarried for Head alien, the fiving apart rule

of Household purposes (because they are married to does not apply to the citizen
a nonresident alien) are still considered married for spouse. You will also find this
purposes of the Earned Income Credit. Taxpayers are information in Publication 17,

. o . . under Head of Household,
only entitled to the credit if they file a joint return and @nresident alien. j
meet the EIC qualifications.

In this situation, the 2009 1040 Instructions say to enter “NRA” on line 4 (Head of Household
status) of Form 1040. When preparing a paper return for such a nonresident alien taxpayer,
also write “no” on the dotted line next to line 64a (Earned Income Credit) of Form 1040.
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Personal Exemptions

Can the citizen/resident alien spouse claim the personal exemption of
the nonresident alien spouse when the nonresident alien spouse does
not meet the Substantial Presence test and does not choose to file a
joint return?

Yes, if certain tests are met. Turn to the personal exemptions Interview Tips in the
Volunteer Resource Guide under Tab C. Use the Interview Tips to see if the citizen
spouse can claim the personal exemption of the nonresident alien spouse. It does
not matter if the citizen spouse is filing as Married Filing Separately or as Head of
Household. Make a note on step 6 that, for a nonresident alien spouse, income is
defined as U.S.-sourced income only. All the other rules apply as stated. To clarify
step 7, the person cannot be claimed as a dependent of another on a U.S. tax return.

example

Raul (mentioned earlier) is a U.S. citizen serving in the U.S. Army in Japan. His
wife and children live with him and he is able to claim the children as dependents.
Raul’s wife, a citizen of Japan, chooses not to file a joint return with him. Raul can
claim his wife’s personal exemption as long as she has no U.S. source income, she
is not anyone else’s dependent, and has an ITIN or SSN.

-~

Major Tom Beckley is a U.S. citizen. He married Anna, a Korean citizen, in 2009,
but came back to the U.S without her. Anna is still in Korea getting her paperwork
in order. She did not choose to file a joint return with him. Major Beckley is filing

as Married Filing Separately. Anna has no U.S.-sourced income and cannot be
claimed as a dependent on anyone else’s U.S. tax return. She has an ITIN for now.

~

example

\Major Beckley can claim her personal exemption on his tax return. J

When preparing a paper return for a taxpayer who is filing as Married Filing Separately, claim
the exemption by checking box 6b (spouse’s exemption) of Form 1040. Enter the name of the
spouse in the space to the right of the box. Enter the ITIN or SSN of the spouse in the space

provided at the top of Form 1040. This is where the spouse’s SSN or ITIN would be entered if
a joint return was being filed.

How do | enter the filing status into the tax software?

Turn to the Volunteer Resource Guide (Tab 1). Find the Main Information Sheet screen
shots. Notate on the appropriate pages how to claim the nonresident alien spouse’s
personal exemption for each of these situations.

Find the page with the filing status section. If the taxpayer is filing as Married Filing
Separately, go to the line that says Married Filing Separately and fill in the spouse’s
name and SSN or ITIN. Now find the Main Information Sheet screen shot that shows
the dependents/nondependent section. List the spouse’s name, date of birth and SSN
or ITIN and write “other” in the relationship column. Enter the number of months, if
any, the spouse lived in the home. Enter “3” in the code column. A “3” means all

other dependents.

Ask a volunteer to
:read the example
about Raul.

i Ask a volunteer to
iread the example about
:Major Tom Beckley
:and his wife.

i Direct students to the
:Filing Status section of
: the Main Information
:screens shown in the

i Volunteer Resource
:Guide (Tab 1).

Lesson 7: Unique Filing Status and Exemption Situations
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:Ask a volunteer to
:read the example
:about Sgt. Spencer
:and Gilberto.

%Read the example
:about Sgt. Summers.

If the taxpayer is filing as Head of Household and claiming the nonresident alien
spouse’s personal exemption, go to that line in the filing status section of the Main
Information Sheet. Check the Head of Household box. On the Main Information Sheet,
under “exemptions,” check the box under 6(c) that states that you are using filing status
4 and claiming an exemption for a nonresident alien spouse. Enter the person’s name
and TIN in the space provided. Do not enter the person again in the dependent/nonde-
pendent section of the Main Information Sheet.

Dependency Exemptions

Can a taxpayer claim a dependency exemption for a child born overseas,
a foreign-born stepchild, and/or an adopted foreign-born child?

Child born overseas to a U.S. citizen

Children born overseas to U.S. citizen parents are considered to be U.S. citizens 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 for the purpose
of establishing an official record of the child’s claim to U.S. citizenship at birth. Form
FS-240, Consular Report of Birth, establishes official evidence that the child is a
U.S. citizen.

/ example \

Sgt. Patricia Spencer, a U.S. citizen, is married to Gilberto, a nonresident alien from
Spain. Their daughter, Eva, was born in Spain, where they live.

Eva is entitled to U.S. citizenship. Her mother should check with the military office

for information on reporting the birth of the child so Eva will be recognized as a

U.S. citizen. Eva will need a social security number to be claimed as a dependent
\on her mother’s tax return. j

While applying for the Consular Report of Birth, parents should also apply for a social secu-
rity number and passport for their child. Without a social security number, the parents will not
be able to claim the child as a dependent nor take advantage of credits, such as the Earned
Income Tax Credit or the Child Tax Credit, even if all of the other prerequisites are met.

Can a foreign-born stepchild be claimed as a dependent?

If a child is a nonresident alien, before addressing the dependency exemption question,
it is necessary to confirm the child’s U.S. residency status for tax purposes. Turn to the
Resident Alien or Nonresident Alien? interview tips in the Volunteer Resource Guide,
(Tab C).

example

Sgt. Terry Summers, a U.S. citizen, is married to a German citizen whose three
children are German citizens and do not have green cards. Sgt. Summers has not
adopted the children. They all live in Germany.
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Follow the interview tips. The children do not have green cards and were not physically
present in the U.S. during the tax year. They are nonresident aliens for tax purposes.

Now turn to the interview tips under Dependency Exemption for Qualifying Child in the
Volunteer Resource Guide (Tab C). Step 6 asks, “Is the person a U.S. citizen, U.S.
national, or a resident of Canada or Mexico?” The answer is “no.” The children do not
meet the citizenship test. Sgt. Summers cannot claim the children as dependents.

What if Sgt. Summers adopted the stepchildren?

Continuing the example above, if Sgt. Summers adopted the stepchildren and they
lived with him all year, even though they are still not citizens of the U.S., Sgt. Summers
could answer “yes” to the citizenship test. If all the other rules were met for a qualify-
ing child or qualifying relative, he could claim the adopted nonresident alien children
as dependents on his tax return. Of course, the children would have to obtain SSNs,
ITINs, or ATINs to be claimed on his tax return.

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 the case of a
foreign adoption when the child already possesses a
green card or a certificate of citizenship (a form claim-
ing citizenship because a child was born overseas to a
U.S. citizen).

An adopted nonresident
alien child must live with the
o . ) taxpayer all year to pass the
See Publication 17 under the Citizen or Resident test citizen or resident alien test.
in Chapter 3 for more information, including who is

considered a U.S. national.

m EXERCISES (continued) Yes, the children meet the

: Substantial Presence test

i ! { Assign the exercises.
ibecause they were in the i g

Question 3: Sgt. Summers moved his family to the U.S.

in January. The stepchildren are still not U.S. citizens and : (pited States more than :Review answers with
they do not have green cards. They met the other depen- :183 days. :the class when com-
dency tests. If he can claim them, he will apply for ITINS e would answer “yes” to ;plete.

for them. Can he claim the stepchildren as dependents  :step 6, the citizen/resident

on his tax return? ™M Yes [ No itest; they must also meet

. . . : the requirements for quali-
Question 4: Sgt. John Ramsey, a U.S. citizen who ifying child/relative and

has been in the U.S. Army for 13 years, is stationed in  : gbtain SSNs or ITIN.
Germany. His wife is a German citizen who has never :

lived in the U.S. Their two-year-old son was born in Germany. Sgt. Ramsey’s
12-year-old stepdaughter, a German citizen whom Sgt. Ramsey has not adopted,
also lives with them. The Ramseys provide total support for the two children. How
many dependency exemptions can Sgt. Ramsey claim on a joint return?

A. One He can claim one depen-
:dency exemption (his son
B. Two i - i
:a U.S. citizen); the step-
C. Three : daughter does not meet
i the test, and a spouse is
D. Zero ] Y

inever a dependent.

N | /
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%Review lesson sum-
:mary with the class.

Summary

Before filing a tax return, U.S. citizens married to a spouse who is not a U.S. citizen,
national, or resident alien must determine what filing status options are available and
whether the noncitizen spouse will be treated as a resident alien for tax purposes or as
a nonresident alien.

Resident aliens follow the same tax laws as U.S. citizens. Nonresident aliens follow
another set of tax laws, most of which are outside the scope of the VITA program.

To determine the residency status of a noncitizen, use the Resident Alien or
Nonresident Alien? decision tree in the Volunteer Resource Guide (Tab C).

A married couple, where a citizen or resident alien is married to a person who does
not meet the Green Card or Substantial Presence test, still has the option of electing to
treat the nonresident spouse as a resident alien and file as Married Filing Jointly.

If the nonresident alien spouse does not meet the Green Card or Substantial Presence
tests and does not choose to file a joint return, under certain circumstances, the U.S.
citizen or resident alien can file as Head of Household even though the couple lives
together.

A U.S. citizen or resident alien may claim the nonresident alien spouse’s personal
exemption as long as the spouse:

* Had no U.S.-sourced income

» Cannot be claimed as a dependent on someone else’s U.S. tax return, and
« HasaTIN

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 who does not meet the Green Card or Substantial
Presence tests cannot be claimed as a dependent of the U.S. citizen or resident alien
because the child does not pass the citizenship test.

An adopted nonresident alien child can usually be claimed as a dependent of a U.S.
citizen or resident alien if the child lives with the U.S. citizen the entire year.

7-10
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/ m EXERCISE ANSWERS

Answer 1: Gloria can file as either Married Filing Jointly or Married Filing
Separately. Since Dante meets the Substantial Presence test, he is a U.S. resident
alien for tax purposes. He and Gloria can file as Married Filing Jointly, or they can
both file as Married Filing Separately. Dante must follow the U.S. tax laws since he
is considered a resident alien.

Answer 2: Yes. Raul can claim Head of Household status since his spouse is a
nonresident alien, she does not choose to file a joint return with him, and Raul
meets the other qualifications for Head of Household. If Raul had not met the
other qualifications for Head of Household, he would have to file as Married Filing
Separately.

Answer 3: Yes. The children meet the Substantial Presence test because they
were in the United States more than 183 days. Sgt. Summers’ stepchildren are
considered resident aliens for tax purposes. He would answer “yes” to step 6,
the citizen/resident test. As long as the other requirements for qualifying child or
qualifying relative are met, Sgt. Summers can claim the stepchildren as
dependents on his tax return. They have to obtain SSNs or ITINs.

Answer 4: A. Sgt. Ramsey can claim one dependency exemption for his son on
his joint return. 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, although Sgt. Ramsey may be able to take her

personal exemption.

/

Notes
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Esson 8: Income — Wages, Interest, Etc.; Form 1040, Lines 7-11

Introduction

Instructor Notes

This is the first of nine lessons (lessons 8 through 16) covering the Income section of
the taxpayer’s return. A critical component of completing the taxpayer’s return is distin-
guishing between taxable and nontaxable income and knowing where to report the
different types of income on Form 1040, lines 7 through 22.

d |oal number of exemptions ol . T | I—
lncome 7 Wages, salanes, tips, elc, Attach Forms) w-2 . 7
Ba Taxable interest. Attach Schadule B if required T fia
Attach Boernid b Tax-exempt intarest. Do not include on line Ba . l 8b | J
ttach Form - & - y
W2 haro, Alse Sa CllJIrI,,Ir_‘_-' dividands. Attach Schedula B il regquired 5 L H]
attach Forms b Cuaiiied dividends (see page 22) Lo |
W-20G and 10 Taxable refunds, credits, or oftsets of state and local income taxes (see page 23] . . |10
1':'9'9'“_1:::“& 11 Alimory recaived . . . o . 11
s e 12 Business incoma or (loss). Attach Schedule Cor C-EZ : 12
13 Capital gain or {loss). Attach Schedule D if required., If not rthuwr-,l:l chack hoea P D 13
;;':’:I'fﬁ!"':'t 14 Other gains or (losses). Attach Form 4797 .. e e 14
3,_;.” . ; ?22. 15a IRA distributions . | 15a b Taxable amcunt (sea page 24) | 15b 1
18a Pensions and annuities | 18a b Taxable amcunt (see page 25) | 16b
B 17 Rental real eslale, rovalties, partnarships, S corporations, trusts, elo. Attach Schedule E 17
;':’::f;:”;fu 18 Famy moome oF (loss). Aftach Schedule F . 25 o o 18
m}wml:n[. &Ib:;:? 18 Unemployment compensation in excess of '~‘-.f 400 per reciplent (3ee page 27) . . 18
please wsa 20a Soclal secusity benafits | 0a | b Taxable amcunt (see page 27) | 20b
Foarm 1040-V. 21 Oiher income. List type and amounl (see page 29) e o 21
22 Add the amounits in the far right column for lines 7 through 21, This is you ¢ total income I 22
Objectives
What do | need?
At the end of this lesson, using your resource O Approved Intake and ‘Review objectives with
materials, you will be able to: Interview Sheet ‘the class.

» Compute taxable and nontaxable income

» Distinguish between earned and unearned income

* Report income correctly on lines 7 through 11 of

Form 1040

The income lessons follow the order of the Income
section of Form 1040. The following chart will help
you select the appropriate topic for your certification

course.

O Volunteer Resource Guide
O Publication 17

O Publication 4491-W
Optional:

O Form 1040 Instructions =
: Point out the resources

Schedule B icited under What do I
Publication 531 ‘need?

Publication 926
Publication 970

O ooao
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Certification Course

-2 85 ®

N v

Lesson 1040 Topics Basic = Intermediate @ Advanced Military International
8 Line 7 | Wages [ | [ ] [ | [ ] [ ]
8 Line 8 | Interest Income [ | [ ] [ | [ ] ]
8 Line 9 | Dividend Income [ | [ | [ ] |
8 Line 10 | Taxable Refunds N/A [ ] [ | [ | [ |
8 Line 11 | Alimony Received N/A [ ] [ | [ ] ]
9 Line 12 ' Business Income N/A [ | [ [ | |
10 Line 13 = Capital Gain/Loss N/A N/A [ | [ ] [ ]

N/A | Line 14 | Other Gains/Losses N/A N/A N/A N/A N/A
11 Line 15 | IRA Distributions N/A m* [ [ | [ |
11 Line 16 | Pensions/Annuities N/A m* [ | [ | [ |

] Rental Income N/A N/A N/A [ | [ |

12 Hne 17 s chedule K-1 Distributions N/A N/A - - -

N/A | Line 18  Farm Income N/A N/A N/A N/A N/A
13 Line 19 | Unemployment Compensation [ | [ ] [ | [ ] ]
14 Line 20 | Social Security Benefits [ | [ ] [ | ] ]
15 Line 21 Other Income [ | [ ] [ | ] u

Foreign Earned Income N/A N/A N/A N/A [ |
16 Line 21 | Military Income N/A N/A N/A [ ] [ ]

*Pensions/Annuities are Intermediate if the taxable amount is already determined.

‘Walk through the There are income topics that are not included in the VITA/TCE training program:
B ID students Other Gains/Losses

iinterpret and apply it

:to their certification * Farm Income

‘needs.
s » Dependent child under the age of 18 (age 24 if a full-time student), who has invest-

ment income of more than $1,900

Taxpayers with income from these sources should be referred to a professional tax
preparer.

How are taxable and nontaxable income determined?

The income chart in the Volunteer Resource Guide (Tab D) 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.,
even if part or all of that income will not be taxable. Gross income may include part

of unemployment compensation, part of social security benefits received, and certain
scholarship and fellowship grants.
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What are types of nontaxable or exempt income?

Beginning in 2009, each recipient of unemployment compensation can exclude
from gross income up to $2,400 of the amount received during the year.

* Nontaxable income — includes such things as gifts and inheritances. Excludible
income is 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, e.g. tax-exempt interest
income.

What are types of taxable income?

The Income section of Form 1040 is used to report earned and unearned taxable
income. The sum of all earned and unearned income is reported on Form 1040, line 22
as total income.

» Earned income — any income received for work, such as wages; business income
reported on Form 1040, Schedule C, Profit or Loss From Business; Form 1040,
Schedule C-EZ, or Net Profit From Business

* Unearned income — any income produced by investments, such as interest on
savings, dividends on stocks, or rental income

How do | get started?

To determine a taxpayer’s income, discuss and review the Income section of the
approved intake and interview sheet with the taxpayer. Use the interview techniques
and tools discussed in the Screening and Interview lesson to probe for this information.

Income is reported on a variety of forms depending on its source. Ask the taxpayer to
show you all Forms W-2, Forms 1099, and other statements reporting income. (Note:
Do not confuse Form 1099 with Form 1098. Generally, Form 1098 reports expenses

the taxpayer has paid, not income they have received.) You may also find it useful to

use page 1 of Form 1040 as a guide to address income items.

@ Tax Software Hint: After you have collected all the income statements, review
Income and How/Where to Enter Income in the Volunteer Resource Guide (Tab 2).
These pages will show you where to correctly report income items.

i Direct students to the
:Income section of the
: Volunteer Resource

: Guide (Tab D).

:Point out that the
:earned/unearned
:income concept will
:be important later in
‘the training, especially
:when learning about
‘the earned income
dcredit.

: Ask students to explain
i the difference between
‘taxable and nontaxable
‘income. Correct any

: misunderstanding.
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%Refer students to Pub-
:lication 4491-W for
:examples of Form W-2.

: Direct students to
:How/Where to Enter
i Income in the Volun-
‘teer Resource Guide
(Tab 2).

Ask a volunteer to read
i the Bob example.

=S e
=[S
How do | report wages, salaries, tips, etc.?

What is Form W-2?

Most employers issue a standardized version of Form
W-2. Review Form W-2 in the Volunteer Resource @

Guide (Tab 2). If there is a mismatch of the
ITIN on the Form 1040 and
Employers must report wages and other employee the SSN on Form W-2 or Form

compensation on Form W-2 and have it available to the | 1099, enter the Form W2 or
employee by January 31. The employer is not required | Form 1099 exactly as shown.

to mail out Forms W-2, but they must make them avail- %?z :zfulr??aﬁnbzo:fq” ;c?t%in g
able to the employees. The employee may need to pick @e ITIN. j

up Form W-2 from their employer.

What if the taxpayer does not receive Form W-2 by January 31?

If the taxpayer does not receive Form W-2 by January 31, they should first contact the
employer and find out if, or when, Form W-2 was mailed or if the taxpayer can pick up
Form W-2 in person. Some employers make Form W-2 available online to their employ-
ees as an option.

If Form W-2 is still not received after allowing a reasonable amount of time for the
employer to issue or reissue Form W-2, then the taxpayer should contact the IRS for
assistance at 1-800-829-1040, but not before February 15.

If, after requesting Form W-2 from the employer, the / - \
taxpayer does not receive it in sufficient time to file the

return, they should file the tax return with Form 4852, I]oe“t:'):"’aa‘yz;"f;gi tsv:‘err‘ﬁzeto
Substitute for Form W-2, Wage and Tax Statement or finally rpec}:aive the employerys
Form 1099-R, Distributions from Pensions, Annuities, Form W-2, if the numbers
Retirement or Profit-Sharing Plans, IRAs, Insurance are different from those on
Contracts, Etc. The taxpayer should keep a copy of AT [FEIm) 448872, Wi MO 1D

. amend their returns to report
Form 4852 for their records. Usually Form 4852 can be Kthe correct amounts. j

used with a state return as well.

If the earnings reported on Form 4852 are not reflected on the yearly Social Security
Statement, the taxpayer should contact the Social Security Administration at the
number shown on the statement.

@ Tax Software Hint: Refer to the Volunteer Resource Guide (Tab 2) for instruc-
tions on entering income into the software. It is important to enter the information from
Form W-2 exactly as it appears. Once you enter all Form(s) W-2 into the software, it
automatically reports the total on line 7 of Form 1040. The tax software automatically

example

In 2009, Bob left his old employer and took a job with a new one. He received two
Forms W-2, each listing a different address. His return will list his wages as the
total of the amounts in box 1, but each Form W-2 must be entered into the program
separately.

8-4
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transfers necessary information for credits, deductions, withholding, etc. from forms to
other sections of the tax return.

Entering Form(s) W-2 information when preparing a paper Form 1040

» The amount in box 1 should be entered on line 7 of Form 1040.

* The amount in box 2 should be entered on line 61 of Form 1040.

* The amount in box 8 should be included on line 7 of Form 1040 and on Form 4137.

* The amount in box 9 should be included on line 59 of Form 1040 and check the box
for AEIC payments.

* The amount in box 10 should be included on line 14 of Form 2441.

» If there is an amount in box 12 labeled with a “D,” complete Form 8880 when you
get to the nonrefundable credit section to see if the taxpayer is eligible for the
retirement savings contributions credit. Other codes may impact eligibility for the
Retirement Savings Contributions credit; check the reverse side of the taxpayer’s
copy of Form W-2.

Tip Income

If the taxpayer has a job in which tips are normally received (i.e. waiter/waitress, bell-
hop, motel maid, etc.), be sure to ask about any tips they may have received. All tip
income is taxable, whether it is reported to the employer or not.

- If individuals who receive more than $20 per month in tips, while working one job,
report their tip income to their employer, the tips will be included in wages on
Form W-2, box 1.

« The individual is not required to report tip income of $20 or less per month while
working for one employer. Since these tips are taxable, ask taxpayers if they have
any tip income that was not reported to their employer.

* Noncash tips (for example, tickets or passes) do not have to be reported to the
employer, but must be included as taxable income at their fair market value.

* Any tip income not reported to the employer is added to other amounts on line 7 of
Form 1040.

« If tips were more than $20 a month, the taxpayer must also pay Medicare and social
security taxes on this money. If these were reported to the employer, then they are
included in boxes 6 and 7 of Form W-2. If they were not reported to the employer,
then complete Form 4137 for the taxpayer.

 Tips of less than $20 per month or noncash tips must be reported as income on line

%Direct students to the
: Volunteer Resource
:Guide, (Tab 2), How to

7 of Form 1040, but are not subject to social security and Medicare taxes. jEnter Unreported Tips.
Information on how to report unreported tips and pay social security and Medicare
taxes on qualifying unreported tips is covered in the Other Taxes lesson. Also, the
Volunteer Resource Guide (Tab 2) provides detailed information on how to enter
unreported tips.
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:Emphasize that the

i volunteer tax preparers
:will correctly deter-
§mine this income only
‘by interviewing the
‘taxpayer and noting it
‘on the intake sheet.

Allocated Tips

For some businesses, giving employees tips is customary. These businesses include
restaurants, bars, and similar businesses. 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 box 8 of Form W-2. Social security and Medicare
taxes are not withheld on allocated tips. Allocated tips are not included in the amount in
box 1 of Form W-2. Explain to the taxpayer that unless the taxpayer kept a written and
reliable record of tips actually received at that job and can prove the allocated amount
is inaccurate, the allocated tips must be included in line 7 of Form 1040. If the taxpayer
did keep a reliable written record of tips, then their figures are used in place of the
amount in box 8 when including tip income on line 7 of Form 1040.

@ Tax Software Hint: When allocated tips are reported in box 8 of Form W-2, the
software automatically adds them to line 7 of Form 1040 and also completes Form
4137. If this amount is not correct, based on the taxpayer’s records, an adjustment will
need to be made on Form 4137.

Allocated tips are also subject to social security and
Medicare taxes. Report the allocated tip amount on
Form 4137, along with any unreported tips to
calculate social security and Medicare taxes.

For more information about tip
income, see Publication 531,
Reporting Tip Income.

Other W-2 Income

What about income received by household employees?

The term, “household employee” refers to one who works in someone’s home perform-
ing household duties such as caring for children, cleaning, or cooking. Generally, if

a taxpayer, working as a household employee, earned less than $1,700 a year while
working in the employer’s home, the employer is not required to provide the taxpayer
with Form W-2 and no social security or Medicare taxes are owed. Regardless whether
Form W-2 is issued, the income must be included on Form 1040, line 7. However, if
the employer withheld federal income taxes from the
taxpayer’s wages, the employer must issue Form W-2.

For further information and
a definition of who is a
household employee, see
Publication 926, Household
Employers Tax Guide.

If you are preparing a paper return and the taxpayer’s
household employer is not required to issue Form W-2,
enter “HSH” and the amount on the dotted line next to
line 7, then include the amount in the total on line 7.

Are scholarships and fellowships taxable income?
Form W-2 and Form 1098-T

Scholarships and fellowships may be fully, partially, or non-taxable. Taxable amounts
include:

» Payment for services

» Money used for personal living expenses, such as room and board
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If the taxpayer received Form W-2 for the scholarship or fellowship, include the amount
on Form 1040 just as you would for any other Form W-2. This income is included in the
total on line 7 of Form 1040.

Form 1098-T lists qualified tuition and related expenses billed by the school. Verify that
these amounts have been paid. It also lists scholarship and grant money the student
received. If scholarships or grants exceed the qualified educational costs, some of the
grant or scholarship money may be taxable.

To determine if any scholarship or grant received is taxable, or to determine if %Review these points to
the taxpayer can claim an education credit, see Publication 970, Tax Benefits for §Ch661§ student under-
Education. Education credits will be discussed in a later lesson. i standing.

@ Tax Software Hint: After asking questions about the scholarship/fellowship
money, record the taxable portion in the software. See the Volunteer Resource Guide
(Tab 2) for guidance on where to enter the income.

When preparing a paper return, if the taxpayer did not receive Form W-2 for the schol-
arship or fellowship, report the taxable portion of the scholarship or fellowship on line
7 of Form 1040. Write “SCH” and the amount on the dotted line next to line 7 of Form
1040 and include the amount in the total for line 7.

Are distributions from Educational Savings Accounts, such as a
Coverdell ESA and a 529 plan, taxable?

Coverdell ESA (section 530 plan) and Qualified Tuition Program (section 529 plan) are
educational savings accounts that include the following provisions:

* Money is contributed to a special account.
» The contribution is never deductible.

» Earnings on the after-tax contributions become tax-deferred.

When a distribution is made, none of the money will be taxable as long as it is a qualified
distribution. If it is not used for qualified education expenses, some of the money that
was never taxed (the earnings) becomes taxable income and may be subject to an
extra penalty tax.

Effective for 2009, qualified education expenses include books, supplies, and
equipment needed for a course of study, whether or not the materials are purchased
from the educational institution as a condition of enrollment or attendance.

Distributions from Educational Savings Accounts and Qualified Tuition Programs (under
Sections 529 and 530) are reported on Form 1099-Q. Coverdell ESA distributions can
be used to pay for qualified elementary, secondary, and postsecondary expenses.
Qualified Tuition Program (QTP) plan distributions can only be used to pay qualified
postsecondary expenses.

Additional information about educational savings accounts, distributions, and qualified
education expenses can be found in Publication 970, Tax Benefits for Education.

@ Tax Software Hint: Form 1099-Q is not available in the software because the
form does not contain enough information to determine how much, if any, of the distri-
bution is taxable.
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:Review the circum-
i stances that require
ireferring a taxpayer
‘toa professional tax
ipreparer.

Ask the taxpayer if all the funds were used for qualified
educational expenses. (Qualified educational expenses @
have different requirements for each plan.) If yes, none | A choice can be made to

of the distribution is taxable. You do not report anything | report the taxable part of the
distribution (if any) and claim
on the return.

the Hope or Lifetime Learning

Refer the taxpayer/beneficiary to a professional tax Credit on the whole distribu-
. tion. See Publication 17 and
preparer if:

Publication 970, Tax Benefits
+ The funds were not used for qualified education Qr Education, for more deta”sj
expenses or

» The distribution was more than the amount of the qualified expenses

s EeH®

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
Where do I get interest income information? their distributions “dividends.”
These distributions are really
There are many sources of information about interest interest and are reported
income. Ask the taxpayer to supply all Form(s) 1099- ?gggejtll\ijas Itz o o
INT from institutions that pay interest. \ ' j

Original Issue Discount (OID), long-term obligations that pay no interest before matu-
rity, are considered to be issued at a discount and are fully taxable.

If the taxpayer cashed in Series EE or Series | bonds, they should have a form 1099-
INT from the bank. Most taxpayers don’t report savings bond interest as it accrues
every year. They report the total interest when they cash the bonds. If the taxpayer
says they have been reporting the interest as it accrues each year, see Publication 17
under Interest Income for directions to report the current year interest.

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 under Interest on qualified U.S.
Interest Income. Series EE and Series |

] ) savings bonds that is used
+ If the taxpayer has Series HH bonds, they receive to pay for higher education

interest twice a year. Ask the taxpayer for the bank expenses may be eligible for

statements reporting the interest received. exclusion from income using
Form 8815, Exclusion of

+ Ask if the taxpayer holds any loans or seller- Interest From Series EE and
financed mortgages. |1 U.S. Savings Bonds Issued

%fter 19809. J
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example

Bob holds a promissory note for a cash loan that he made to his brother-in-law, §Ask a volunteer to read
Stan. Stan pays Bob principal and interest each month. Bob reports that interest on | :the Bob example.
Schedule B of his tax return. ’

What interest income is tax-exempt?

Certain types of interest are exempt from federal
income tax. However, they may be taxable by the state,
so read the form carefully. (And sometimes the reverse
is true, some interest may be taxable on the federal
return and exempt from state income tax.)

Some institutions issue a year-
end statement with the title

“In lieu of Form 1099-INT or
Form 1099-DIV” rather than
preparing multiple documents.

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. possessions and political subdivisions

» Port authorities

+ Toll-road commissions

+ Utility service authorities

+  Community redevelopment agencies

« Qualified volunteer fire departments : Emphasize that the
: gain/loss from sale of
» Amounts indicated on broker statements as tax-exempt interest or tax-exempt : these bonds is taxable.

dividends

The taxpayer’s Form(s) 1099-INT may list both taxable and tax-exempt interest. Read
the form(s) carefully. Sometimes interest from Private Activity Bonds (PAB) is shown on
the statement with tax-exempt interest and must be included.

Although tax-exempt interest is not taxable, the taxpayer must report all tax-exempt
interest on the tax return on line 8b of form 1040. In some situations, tax-exempt inter-
est, while not taxable, is used in calculating the taxability of other income items, such as
social security income.

What about the interest on an IRA?
Interest on a Roth IRA is generally never taxable.

Interest on a traditional IRA is tax deferred. Do not include that interest until the
taxpayer makes withdrawals from the IRA. The taxpayer will be issued a Form 1099-R
to report a distribution. See the lesson on Retirement income for the proper way to
report this income.

See Publication 17 and Publication 590 for more information on IRAs.
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Ask a volunteer to read
: the Mike example.

i Direct students to

: How/Where to Enter
i Income in the Volun-
iteer Resource Guide
:(Tab 2).

%Ask two volunteers to
irole-play the sample
Interview.

:Direct the class to lis-
iten and complete Part
:1V of the approved
:intake and interview

i sheet.

example

Mike holds municipal bonds issued in his state, as well as a traditional IRA to which
he makes contributions each year. For each of these, he gets statements listing the
interest earned. Although not taxable, Mike reports his tax-exempt interest from the
municipal bonds on line 8b of his Form 1040. He does not report any of the interest
income on his traditional IRA on his tax return.

How do | report the interest income?

@ Tax Software Hint: Refer to the Volunteer Resource Guide (Tab 2), How/Where
to Enter Income, for instructions on entering interest income in the Interest Statement.

Effective for the 2009 tax year, Form 1040A, Schedule 1, Interest and Ordinary
Dividends, is obsolete. Form 1040A taxpayers will use Form 1040, Schedule B.

If preparing a paper return, first complete Schedule B, Part |, if the taxpayer has any of
the following:

» Over $1500 of taxable interest

» Nominee interest (taxpayer is nominee for interest that actually belongs to
someone else)

* Aseller-financed mortgage

» Tax-exempt interest

« Adistribution from a foreign trust or foreign bank account

» Educational savings bond exclusion

Otherwise, you would enter the interest income directly on Form 1040, page 1, line 8a

or line 8b or Form 1040A, line 8a or 8b. Amounts in Form 1099-INT, boxes 1 and 3,

are reported as taxable interest, and box 8 is reported as tax-exempt interest. Be sure

that any other entries on the Form 1099-INT are entered in their proper places on Form
1040, e.g. box 2 goes in the Adjustments section, box 4 goes in the Payments section,

and box 6 goes in the Credits section. If any other boxes contain amounts, refer the
taxpayer to a professional tax preparer.

@ Tax Software Hint: Regardless of the amount, when entering interest income,
use the Interest Statement as shown in the Volunteer Resource Guide (Tab 2).
Taxpayer Interview and Tax Law Application

Barbara Smith is a window clerk with the United States Postal Service. She has one
Form W-2.
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VOLUNTEER SAYS...

SAMPLE INTERVIEW

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.

No way, they keep me busy enough at

the post office!

Let me enter your Form W-2 information...
Did you have any disability income?

Now, let’s go on to interest income. Did you earn any interest on Yes, | have a savings account that
checking accounts, savings accounts, or a certificate of deposit? earns interest. Here is the 1099.

What about U.S. savings bonds? | know that a lot of postal
employees buy them at work.

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?

Well, did you redeem any bonds in 2009, or did any of them No to both questions. I've been buying
mature that year? 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. Let’s enter that now.
[On page 2 of the approved intake and interview sheet, indicate Barbara’s

Qesponses to these questions.] /

SH®

How do | handle dividends?

e &

N v

The corporate distributions that volunteer tax preparers may handle are:
* Ordinary dividends
» Qualified dividends and distributions

» Capital gain distributions

These are all found on Form 1099-DIV.

What are ordinary dividends?

Ordinary dividends are corporate distributions paid out of the earnings and profits of
the corporation. Any dividend received on common or preferred stock is an ordinary

dividend unless the paying corporation states otherwise. Total ordinary dividends are
reported in box 1a of Form 1099-DIV.
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Ask a volunteer to read
:the Robert example.

Ask a volunteer to read
:the Robert example.

:Review examples of
:Form 1099-Div in Pub-
:lication 4491-W. Point
:out where ordinary,

i qualified, and capital

: gain distributions are
 found.

example

Robert held both common stock and preferred stock in several U.S. corporations.
Several of them paid dividends during 2009. In January 2010 he received Forms
1099-DIV listing these as ordinary dividends.

What are qualified dividends?

Qualified dividends are ordinary dividends that are eligible for a lower tax rate than
other ordinary income. They are shown in box 1b of Form 1099-DIV.

See Form 1040 Instructions, Line 9b, for the definition of qualified dividends.

Taxpayers who have questions about why a dividend is “qualified” or “not qualified,”
should contact the company that issued 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 in box 2a of Form 1099-DIV.

N

“Capital gains” and “Capital gain distributions” are not the same. A capital gain occurs when

the owner of a mutual fund or other capital asset sells the asset for more than the cost and
realizes a capital gain. A capital gain distribution is the owner’s portion of the capital gains
realized when the mutual fund or REIT sells assets. If the taxpayer has actually sold their
mutual fund shares, or other shares of stock, and you are not certified in this area, you should
refer them to a VITA/TCE preparer who has been trained to handle capital gains and IosseSJ

example

During 2009, Robert owned shares in a mutual fund and in a real estate investment
trust. Both made capital gain distributions that year. In January 2010, he received
Forms 1099-DlV listing these capital gain distributions.

Where do | get dividend information?

Most corporations use Form 1099-DIV to report dividend distributions to each share-
holder. Ask the taxpayer for any Form(s) 1099-DIV. (If the taxpayer did not receive a
Form 1099-DIV for a dividend, ask if they received the information on their sharehold-
er’s annual brokerage statement.)

How do | report dividend information?

Generally, all dividend income is reported on these forms:
« Form 1040A, lines 9a and 9b
* Form 1040, lines 9a and 9b
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Schedule B is needed if the taxpayer’s ordinary dividends are greater than $1,500, or if
the taxpayer was the nominee for dividends that actually belong to someone else.

@ Tax Software Hint: Look at the Volunteer Resource Guide (Tab 2). Find How/
Where to Enter Income. Follow the guidance for entering interest and/or dividend
income on Schedule B. If the taxpayer has multiple accounts, the software adds all the
dividends for you, preventing math errors. Also, correct use of the worksheet ensures
that the income will be taxed correctly and that other entries from Form 1099-DIV will
be distributed to the proper locations on the return.

If you are preparing a paper return, be sure the amounts in boxes 1a and 1b of Form
1099-DIV are recorded on the correct lines on the return. Be sure that any other entries
on the Form 1099-DIV are entered in their proper places on the Form 1040, e.g. box 2a
goes on the Capital Gain line in the Income section unless a Schedule D is required,
box 4 goes in the Payments section, and box 6 goes in the Credits section. If any other
boxes contain amounts, refer the taxpayer to a professional tax preparer.

If the taxpayer has received a qualified dividend or capital gains distribution, and you
are preparing a paper return, the Qualified Dividends and Capital Gain Tax Worksheet
is required. The worksheet can be found in Form 1040 Instructions.

Taxpayer Interview and Tax Law Application

Ask two volunteers to
Leonard Stark, Gloria’s spouse, is self-employed. They are filing a joint return. Leonard : role-play the sample

and the volunteer are discussing dividend income. iinterview.
/ SAMPLE INTERVIEW \
VOLUNTEER SAYS... LEONARD RESPONDS...

Do you and your wife own shares of stock, mutual funds, or ~ Yes, | have an IRA and | own shares in
bond funds? several mutual funds and a bond fund.
My wife has an IRA. Here are the statements.

The earnings on the IRAs are tax deferred until you take a Yes.
distribution. 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 on the

Dividend Statement. It will add everything up and display it

as your dividend income.

[On page 2 of the approved intake and interview sheet, indicate
annard’s responses to these questions.] /
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:Only volunteers certi-
:fying at the intermedi-
:ate level or above are
irequired to cover this

i topic. If you are teach-
:ing a Basic only class,
:skip to page 8-15 for

: Vanessa Franklin Prac-
‘tice. Upon completion,
i proceed to Lesson 13,
§Unemployment Com-
i pensation.

: Advise the students
:they will learn about

i standard and itemized
i deductions later in this
icourse.

Ask a volunteer to read
i the Bob example.

)
<
What should be reported on line 10 of Form 10407

Taxpayers who receive a refund of state or local income taxes may receive Form
1099-G listing their refund amount in box 2. 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 deductions and received a state or local refund may have
to include all, part, or none of the refund in their federal taxable income

Only those taxpayers who itemized deductions and received a tax benefit for deducting
their state or local income taxes have to include their state/local tax refunds in income.
If they itemized deductions and deducted the state sales tax instead of the state
income tax withheld, none of the refund is taxable.

example

Bob itemized his deductions on his 2008 federal return. He included the taxes he
had paid to his state during 2008. However, he received a refund in 2009 on the
overpaid portion of those taxes. He must use the state tax refund worksheet to see
how much of the refund to include in his federal taxable income.

@ Tax Software Hint: Refer to the Volunteer Resource Guide (Tab 2) for guidance
on entering the state tax refund received in a prior year. The software then calculates
the taxable part of the refund (if any) on line 10 of Form 1040.

When preparing a paper return, complete the State and Local Income Tax Refund
Worksheet in Form 1040 Instructions when required.

SH®

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. The person receiving alimony :

) . . . . If the taxpayer is unsure
must include it as income. The person paying alimony whether a payment is
can subtract it as an adjustment to income. This will be alimony or child support,
discussed in a later lesson. ask if the payments will

stop once the child is

Kgrown.

/
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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 deduc-
tion by the payer, and the two amounts must agree.

How do | report alimony?

@ Tax Software Hint: On line 11, enter the alimony
amount. There is no worksheet for reporting alimony

C ) \

This training covers alimony
paid under a divorce or
separation instrument
executed after 1984. Other
rules apply to agreements
executed before 1985.

If the agreement was
executed before 1985, refer
the taxpayer to a profes-

sional tax preparer.
N /

income, and the social security number of the person paying the alimony is not needed.

When preparing a paper return, record the alimony received by the taxpayer on Form

1040, line 11.

Practice — Vanessa Franklin

Our volunteer is working with our taxpayer, Vanessa Franklin. Go to Appendix
A-12 and review the sample interview to identify Vanessa’'s wage and interest income.

Summary

This lesson covered some general concepts on income for lines 7-11 of Form 1040
including how to determine what is considered taxable and nontaxable income. Review
the list of taxable and nontaxable income in the Volunteer Resource Guide (Tab D),

Income.

How to determine what income is considered earned and unearned was covered.
Earned income is any income accumulated by personal effort, such as wages or busi-
ness income reported on Schedules C or C-EZ. Unearned income is any income
produced by investments, such as interest on savings, dividends on stock, etc.

How to report income was also covered. Following is information on how to report

income on Lines 7-11 of Form 1040.

+ Line 7 income includes wages, salaries and tips, and scholarships. This income is

generally reported to the taxpayer on Form W-2.

* Lines 8a and 8b, interest income, is reported to the taxpayer on Form 1099-INT.
Common sources of taxable interest income are checking and savings accounts,
certificates of deposit (CDs), savings certificates, U.S. government bonds, etc.
Interest on certain bonds (such as from state political subdivisions, District of
Columbia, port authorities, etc.) are exempt from federal income tax, but must be

reported on line 8b.

» Lines 9a and 9b are for reporting ordinary and qualified dividends. Dividends are
reported to the taxpayer on Form 1099-DIV. Ordinary dividends are corporate distri-
butions paid out of the earnings and profits of a corporation. Qualified dividends are
ordinary dividends that are eligible for a lower tax rate than other ordinary income.

%Direct students to
: Appendix A-12.

Review lesson sum-
‘mary with the class.
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+ Line 10 is for taxpayers who itemized deductions in the previous year and received
a tax benefit from deducting their state or local income taxes. Taxpayers who receive
Form 1099-G may have to include part or all of their state refund on this line.

» Line 11 is used to report alimony received. Alimony is a payment to or for a spouse
or former spouse under a separation or divorce instrument.

-~

TAX LAW APPLICATION USING THE WORKBOOK \

AAW))

%ASSigH the workbook To gain a better understanding of the tax law, complete the comprehensive problem,

sexercise and review practice exercise(s), or supplements for your course of study in Publication 4491-W.
:as a class when done

 (optional). For practice using the tax preparation software, complete the scenarios using the
' Practice Lab on L&LT.

/

Notes
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Easson 9: Income — Business; Form 1040, Line 12

@ % @ Instructor Notes

Introduction

This lesson will help you assist taxpayers who have business income, including self-
employment income. Business income or loss is reported on Schedule C-EZ, Net Profit
From Business, or Schedule C, Profit or Loss From Business. Schedule C is out of
scope for volunteer preparers. The lesson also covers those self-employed taxpay-

ers who pay self-employment tax and participate in the social security and Medicare
programs.

Objectives What do | need?
. . O Approved Intake and ] ; ot .
At the end of this lesson, using your resource In?grvi\xlaw Sheet EgeVlleW objectives with
. . . ‘the class.
materials, you will be able to determine: Volunteer Resource Guide ’
* How to report business income Publication 17 g?oint out the resources
Publication 4 i cited under What do I
« Who can use Schedule C-EZ ublication 463

] ?
Publication 4491-W :need?

Form 1099-MISC
Schedule C-EZ

@ % @ Schedule SE

Where do | get business income or loss information?

* How to complete Schedule C-EZ

O00o0oooao

Based on your interview and the completion of the taxpayer’s approved intake and
interview sheet, you may discover that the taxpayer or spouse had business income;
this includes income as a self-employed person or independent contractor.

Even if taxpayers say they did not have self-employment income, be sure to ask again,

rephrasing your questions to probe deeper. Many taxpayers have jobs on the side or

have a small home-based business and do not think of themselves as “self-employed”

if they make most of their money from W-2 wages. /— —\

Ask for any Form(s) 1099-MISC that document this §Refer students to
income. Also ask for documentation of any business Some employers misclas- : Publication 4491-W

income that was not reported on Form W-2 or Form sify workers as independent : for examples of Form

1099-MISC (for example, check stubs generated by the | contractors and report their ERISC.
. earnings on Form 1099-MISC.
taxpayer’s client). Taxpayers who believe they
have been misclassified
should contact the IRS and

st for help. J
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: Emphasize that before
i starting to prepare the
ireturn, the volunteer
imust determine if the
:business qualifies to
:be reported on Sched-
‘ule C-EZ. This means
{estimating business
%income and expenses.

How is business income reported? Ve -ﬂ N\
CAUTION

Business income is reported on either:
Volunteer tax preparers who
+ Schedule C-EZ, Net Profit From Business, or complete this lesson may, at
] ) the discretion of the site
» Schedule C, Profit or Loss From Business coordinator, assist self-
employed individuals who
The total profit or loss is then transferred to Form qualify to use Schedule
1040, line 12. C-EZ. Taxpayers who must
file Schedule C should see a
If preparing a paper return, complete the items on qofessional tax preparer. J
Schedule C-EZ. The net profit will be reported on Form

1040, line 12. 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.

Who can use Schedule C-EZ?

There are a number of conditions that the taxpayer must meet in order to use Schedule
C-EZ. Taxpayers can use Schedule C-EZ only if they:

« Have less than $5,000 in business expenses

» Use the cash method of accounting

* Have no inventory at any time during the year

» Have positive net income (do not have a net loss)

» Operate only one business as a sole proprietor during the tax year
* Have no employees during the year

» Are not required to compute depreciation (Form 4562)

* Do not deduct expenses for business use of a home

» Do not have prior year unallowed passive activity losses from this business

Definition of Terms

Business Business expenses are amounts that are ordinary and necessary
expenses to carry on the business.
Cash method The cash method of accounting reports all income when received
of accounting and deducts all expenses when paid.
Inventory Inventory is the items the taxpayer buys or makes for resale

to others.
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 taxpayer has such a cost, they should
be referred to a professional tax preparer.

In your probing interview, explain that there are a number of conditions that the
taxpayer must meet in order to use Schedule C-EZ, and then walk through each of
these conditions with the taxpayer. If taxpayers do not meet these conditions, explain
that volunteers are not trained to handle the preparation of Schedule C. Apologize for
being unable to complete the return, and explain that they should seek help from a
professional tax preparer to complete their return.

9-2
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Taxpayer Interview and Tax Law Application

As you use the approved 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:

: Ask two volunteers to
irole-play the sample
:interview. Ask the rest
iof the class to listen
and take notes.

/ SAMPLE INTERVIEW

VOLUNTEER SAYS...

JASON RESPONDS...

What kind of business do you have and were you
the sole owner?

Do you have a record of your business income and
expenses for last year?

| install air conditioners and yes, | own the business
myself. No partners or anything.

Yeah, I've got a separate checking account for my
business. | had a pretty decent first year actually.

Yes. | have a printout of my year-end summary

here.

Well, | do the installations myself; | don’t have any
employees, so | spend a lot of money on gas, tools
that last less than a year and equipment repairs.
My expenses for the year were $2,212.

No, | purchase the parts wholesale when an order
is placed with me.

And you say you had a good year? Did you have a
net loss? In other words, did you make a profit?

Do you plan on deducting expenses for the
business use of your home?

Okay, and how much business income did My receipts totaled $30,762.
you have?

[On page 2 of the approved intake and interview sheet,

@dicate Jason’s responses to these questions.] /

m EXERCISE

Question 1: Based on this information, does Jason qualify
to fill out a Schedule C-EZ? ™ Yes [ No

: Assign the exercise.

Review the answer
gwith the class when
i complete.

;Yes. Jason meets
:all requirements for
;using Schedule C-EZ.
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: Direct students to fol-
:low along in the Vol-
§unteer Resource Guide
:(Tab 2) on the page
‘titled Schedule C-EZ
gBusiness Income.

%Ask a volunteer to read
i the Kiana example.

How do | complete Schedule C-EZ?

Part I: General Information

Enter the type of business on line A. Enter the Principal Business Code on line B. A
listing of Principal Business Codes can be found in Schedule C Instructions and in
Form 1040 Instructions.

@ Tax Software Hint: To find Principal Business Codes, bring up the Help screen
while in the Schedule C-EZ. A list is available under Business Codes.

Enter the business name, if there is one, on line C. If the business has an Employer
Identification Number (EIN), enter it on line D (most Schedule C-EZ businesses do not
need an EIN, since they do not have employees.) If the business has an address that is
different from the one shown on Form 1040, enter it on line E.

Part Il: Figure Net Profit

Enter total gross receipts on line 1. This includes all the income paid to the

business, whether or not it was reported on a Form 1099-MISC. If any of the income
was reported on Form W-2 and the “Statutory employee” box on the form was checked,
check the box on line 1 of Schedule C-EZ.

If preparing a paper return, total all income from Form 1099-MISC and other taxpayer
records and enter the amount on Schedule C-EZ, line 1.

Enter on line 2 the total amount of all deductible business expenses that the taxpayer
actually paid during the year. Only the portion of these costs that are attributable to
the business can be deducted as a business expense. Examples of these expenses
include advertising, car and truck expenses, commissions and fees, insurance,
interest, legal and professional services, office expense, rent or lease expenses,
repairs and maintenance, tools that last less than a year, supplies, taxes, travel, the
allowable percentage of business meals and entertainment, and utilities. The base
rate of the first telephone line to a residence cannot be deducted, but additional costs
incurred for business purposes can be included as an expense. For earned income
credit and self-employment tax purposes, the taxpayer must include all allowable
deductions in computing net earnings.

example

Kiana runs a small business from her home. She has only one phone line and
frequently makes long-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.

If preparing a paper return, total all the deductible business expenses including auto
expenses, calculated by using the standard mileage rate. Record the amount on
Schedule C-EZ, line 2. Calculate the net profit by subtracting line 2 from line 1. The net
profit is reported on Form 1040, line 12.

@ Tax Software Hint: Refer to the Volunteer Resource Guide (Tab 2) for guid-
ance on entering expenses on the Schedule C-EZ. The tax software will total all the
expenses and transfer the total to line 2.
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Part lll: Information on Vehicles

If the taxpayer had business expenses for a car or truck, complete the questions in
Part Ill. Business miles do not include commuting miles between home and the busi-
ness location or between the business location and the lunch place. Business miles do
include travel between home and a temporary workplace when the taxpayer has one or
more regular places of work. If the taxpayer has no regular place of employment, only
the travel from one temporary place to another is counted. See Publication 463, Travel,
Entertainment, Gift, and Car Expenses (Chapter 4) for more details.

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 program. If the taxpayer has used actual expenses in the
past, or wishes to use actual expenses in the current year, they must be referred to a
professional tax preparer.

The standard mileage rate (.55/mile for 2009) is multiplied by the number of business
miles to calculate the vehicle expense. Add the total vehicle expenses to all non-vehicle
expenses in line 2.

Complete the information in Schedule C-EZ, Part lIl.

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, line
56, to be added to other taxes owed. The Schedule SE is attached to Form 1040, and
discussed in Lesson 28, Other Taxes.

Self-employed people may claim an adjustment to income of half of the social
security and Medicare taxes they pay. Enter the amount from Schedule SE, line 6, to
Form 1040, line 27, as an adjustment to income.

Practice — Vanessa Franklin

Recall that our taxpayer, Vanessa Franklin, is an employee but she also has her
own cosmetics business. Go to Appendix A-14 to gather more information about her
self-employment income.

Summary

This lesson explained:

» Where to get business income and loss information
* How business income or loss is reported

* Who can use Schedule C-EZ

* How to complete Schedule C-EZ

:Refer students to

! Publication 4491-W
i for an example of
:Schedule SE.

Direct students to
: Appendix A-14.

Review the lesson
:summary with the
iclass.
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TAX LAW APPLICATION USING THE WORKBOOK \

§Assign the workbook i , .

SR review To gain a better understanding of the tax law, complete the comprehensive problem,
“as a class when done practice exercise(s), or supplements for your course of study in Publication 4491-W.
(optional).

For practice using the tax preparation software, complete the scenarios using the
Practice Lab on L&LT.

/

y/
EXERCISE ANSWER

Answer 1: Yes. Jason meets all requirements to qualify for completing
Schedule C-EZ.

Notes
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Esson 10: Income — Capital Gain or Loss; Form 1040, Line 13

*®
Introduction

This lesson will help you assist taxpayers who must use Schedule D, Capital Gains and
Losses, to report capital gains and/or losses on the sale of assets. In this lesson we
will discuss the sale of stock, mutual funds, and the sale of a personal residence. If the
taxpayer has sold any other assets refer him/her 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 liabil-
ity, and the amount of any capital loss carryover.

To determine if the taxpayer must report the sale of investments or the sale of

a home, use the interview techniques and tools discussed in the lesson, Screening

and Interviewing. The approved intake and interview sheet lists income from the sale of
property such as stock, bonds, or real estate. It is important to ensure that all income is
accurately reported on the return. Ask taxpayers if they sold any stock, securities, other
investment property, or a home during the tax year.

For additional information on the topics discussed in this lesson, see Publication 544,
Sales and Other Dispositions of Assets, Publication 551, Basis of Assets, Publication
523, Selling Your Home, and Publication 4681, Canceled Debts, Foreclosures,
Repossessions, and Abandonments.

Objectives What do | need?
At the end of this lesson, using your resource O Approved Intake and
materials, you will be able to: Interview Sheet

O Volunteer Resource Guide
O Publication 17
» Determine if the asset’s holding period is long-term O Publication 4491-W

or short-term Optional:

» Determine the adjusted basis of stock

« Calculate the taxable gain or deductible loss from O Publication 523
the sale of stock O Publication 525
i . , . O Publication 544
» Determine whether a home is the taxpayer’s main O Publication 551
home O Publication 564
» Determine if a taxpayer meets the ownership and O Publication 4681
use tests O Publication 4731
+ Determine when the 5-year ownership/use test 0 Form 982
period is suspended O Form 1040 Instructions
o ) O Form 1040 (Schedule D)
* Determineif a taxpayer cgn echlIJde debt forgiven O Form 1099-A
or cance.led on their principal residence from O Form 1099-B
taxable income O Form 1099-C
O Form 1099-DIV
O Form 1099-S

Instructor Notes

Review objectives
twith the class.

Point out the
‘resources cited under
:What do I need?

Lesson 10: Income — Capital Gain or Loss; Form 1040, Line 13
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What information must | have to report a capital gain or loss?

To report capital gain or loss on Form 1040, Schedule D, you will need to identify:
» Basis and/or Adjusted Basis:
- Basis is the original cost of the asset

- Adjusted basis includes original cost plus any increases or decreases to that cost
(such as commissions, fees, depreciation, deductible casualty losses, insurance
reimbursements, major improvements, etc.)

* Holding period:
- Short-term property is held one year or less
- Long-term property is held more than one year
- Long-term capital gains are taxed at a lower rate than short-term gains
* Proceeds from the sale:
- Form 1099-B reflects gross or net proceeds for a stock or mutual funds
- Form 1099-S usually reflects gross proceeds of real estate transactions

- Other evidence in the absence of the above

@ Tax Software Hint: To review information related to the software, go to the
Volunteer Resource Guide (Tab 2), How/Where to Enter Income and Capital Gain or
Loss Transactions Worksheet.

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.

+ If taxpayers need help determining their basis and do not have the original purchase
documents, refer them to 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 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 employee stock option plan (ESOP), and does not
know the basis of the stock, you will need to refer them to a professional tax preparer.
The determination of basis in these situations is beyond the scope of VITA/TCE.

Adjusted Basis

An adjustment to basis may include additional commissions or fees paid to the broker
at the time of purchase or sale.

Events after the purchase of stock can require adjustments (increases or decreases) to
the per share basis of stock.

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

10-2
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share” basis of stock. The original basis per share can be changed by events such as
stock dividends, stock splits, and DRIP (dividend reinvestment plan) accounts.

» Stock dividends are issued in lieu of cash dividends. These additional shares
increase the taxpayer’s ownership so the original basis is spread over more shares,

which decreases the basis per share. /——\

» Stock splits are decided by the corporation as a
way to bring down the market price of stock. A two Although stock splits and
for one stock split will decrease the basis per share | Stock dividends do not occur
. . often, always ask taxpayers if
by half. The original basis of $200 for 100 shares they received any additional
becomes $200 for 200 shares. shares from a stock split or
L ) stock dividend.
* DRIP accounts leave cash dividends with the K j

company for the purchase of additional shares.

Even though these shares are from the same company, they retain their own indi-
vidual basis separate from the original purchase. Each new purchased share could
have a different basis.

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 original 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 564, Mutual Fund Distributions.

example

Alice paid $1,100 for 100 shares of ABC, Inc. stock (which included the broker’s :Aska volunteer to
commission of $25). The original basis per share was $11 ($1,100/100). She gread the Alice exam-
received 10 additional shares as a tax-free stock dividend. Her $1,100 basis must iple. Answer any stu-
be allocated to the 110 shares (100 original shares plus the 10-share stock divi- dent questions.
dend). 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. It is beyond the scope of VITA/TCE.
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: Ask a volunteer to
:read the Erma exam-
§ple. Answer any stu-
: dent questions.

: Ask a volunteer

i to read the Lenny
example. Answer any
i student questions.

* Inherited Property — The basis of inherited property 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 basis of the inherited property is determined by a method
other than the FMV of the property on the date of the decedent’s death, it is beyond
the scope of VITA/TCE. The taxpayer will need to be referred to a professional
tax preparer.

For additional information on how to figure the basis, refer to the Basis of Property
chapter in Publication 17, Your Federal Income Tax for Individuals.

How do | determine the holding period?

Long-Term or Short-Term

Schedule D requires entries for the stock purchase and sale date. Taxpayers must
provide the date the stock was acquired and Form 1099-B will indicate the date the
stock was sold. These two dates will determine the holding period. Schedule D classi-
fies capital gains and losses as 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

» Stock held for more than one year has a long-term holding period

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 low 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 DRIP has its own purchase date. The holding
period for stock received as a taxable stock dividend begins on the date of distribution.

example

Erma bought stock on January 11, 2008 (trade date). Her holding period began
the next day, January 12, 2008. If she sold that stock on January 11, 2009, she
would own the stock exactly one year, and the holding period would be short-term.
However, if she sold the stock on January 12, 2009 or later, the holding period
would be one year and one day, which constitutes long-term.

/ example \

On February 18, 2003, Lenny bought 500 shares of XYZ Corporation stock for
$1,500, including his broker’s commission. On April 6, 2009, XYZ distributed a 2%
nontaxable stock dividend (10 shares). Three days later, 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
Q:apital gain of $530 on the sale of his 510 shares. j
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If taxpayers do not have the purchase documents or
other records showing 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 invest-

In general, a wash sale occurs
when a taxpayer sells or

otherwise disposes of stock or
securities (including a contract

o \

ment property, refer to the Sale of Property Chapter in Otr Opktion to agctq_uir;e otr sFII
L . . stock or securities) at a loss
Pubhcat@n 1?. Some of these issues and transactions, and, within 30 days before or
such as like-kind exchanges, wash sales, and worth- after the sale or disposition the
less securities can be complex. Refer taxpayers with taxpayer buys, acquires, or

these issues to a professional tax preparer. enters into a contract or option
to acquire substantially identi-

cal stock or securities.
Mutual Funds \ j

A mutual fund is a regulated investment company generally created by “pooling” funds
of investors, which allows investors to take 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 gains distributions from sales of stock held by the mutual fund.
Profits of these sales are reported to the shareholders of the fund as capital gains distri-
butions. If taxpayers (owners) decide to sell any of their shares in the mutual fund itself,
then 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 Form 1040, Schedule D.

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, which shares were
sold and the basis of those shares need to be determined. 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 quanti-
ties, and at various prices. Therefore, figuring the basis can be more difficult. 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 sell or exchange of mutual fund shares, refer to
Publication 564.

Stock

Some taxpayers may own shares of stock they bought on different dates or for differ-
ent 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.” If the taxpayer does not do this, the
shares sold are treated as coming from the earliest block purchased (FIFO method — or
First In, First Out). To be valid, the specification must be made before or at the time of
sale, not after the sale.

Lesson 10: Income — Capital Gain or Loss; Form 1040, Line 13
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Ask a volunteer
ito read the Marie
:example.

: Ask a volunteer to
‘read the Richard
example. Answer any
istudent questions.

/ example \

In 1998, Marie bought 100 shares of Antrim Corporation stock for $2,000. In 1999,
she bought another 100 shares of Antrim for $2,300. In 2009, she sold 100 shares
of Antrim for $3,000, but she did not identify the specific block at the time of sale.

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 bought in 1999, the
Cdjusted 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. If boxes 3, 9, 10, 11, or 12 have entries, refer the taxpayer to

a professional tax preparer. To see a copy of Form 1099-B, refer to the Advanced
Comprehensive problem for Kent in Publication 4491-W.

Sales Date

In box 1 on Form 1099-B, the stockbroker reports the date the stock was sold. Use
this date, along with the purchase date provided by the taxpayer, to determine the
holding period.

Sales Price

In box 2 on Form 1099-B, the stockbroker reports the sales price of the stock, and
checks a box to indicate if the amount in box 2 is gross proceeds or net proceeds:

» If Gross proceeds is checked, ask the taxpayer for the amount of commissions/fees
paid and add it to the taxpayer’s basis

» If gross proceeds less commissions and option premiums (net proceeds) is checked,
the broker already subtracted the commissions and fees from the proceeds

/ example \

Richard sold stock for $2,300. He paid his broker a commission of $35 on the sale
and received net proceeds of $2,265. Richard’s broker has reported the gross
proceeds, so:

» Box 2 of Form 1099-B showed $2,300
* The box next to “Gross proceeds” is checked

Because box 2 shows gross proceeds, you need to add the broker’s commissions
\and fees ($35) to Richard’s basis in the stock. /

[] CORRECTED {if checked)

PAYLITS nams

strast aodress, city, state, TIP code, and belsphons no. Ta Dabe of eabs or axchangs | OMD Mo 15450715 PrﬂceedS me

Broker and

el Barter Exchange
1h CLSE g .4”'.'-*.'“9 Transactions
Fam 10089-B
2 Eaocks, bonos, eic. Reporied | [ﬂ —
iR [ ) oo creconts it comvamingices aad

% 2,300

PAYER'S laioral ideantd

Hir arnbeer [ RECIFIENT'S chentibimsn ropn e 3 Barteing | & Famzornl macorna e palbhek) I
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If preparing a paper return, add the broker’s commission and fees ($35) to the basis
and enter the total in column e in Part | or Part Il of Form 1040, Schedule D.

@ Tax Software Hint: You will need to add the broker’s commissions and fees
($35) to Richard’s basis in the stock before entering the amount on the Capital Gain or
Loss Transactions Worksheet. To review information related to the software, go to the
Volunteer Resource Guide (Tab 2).

/ m EXERCISES \

%Assign the exercise.
Answers are after the lesson summary. ‘Review answer with
Question 1: Kevin paid his broker a $75 fee on the sale of his stock. Box 2 of his §the class when com-
Form 1099-B shows $925, and the box next to “Gross proceeds” is checked. What :plete.
is the amount Kevin reports as his sales price on Schedule D?
A. $925 You never adjust the sales
B. $1,000 price. If box 2 shows
: gross proceeds, you need
C. $850 :to add the broker’s fee to
i the basis or purchase price
D. $75 ] p p
K of the stock. j
Other Information
Form 1099-B does 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 you with
the information.
Some brokers do not issue standard Forms 1099-B. Instead they issue a statement, some-
times entitled a “1099 Consolidated Statement,” which shows stock sales and other types
of distributions, such as dividends and interest. The tax reporting statement is sometimes
referred to as a “Substitute 1099.”
Thelma Emerson ABC Investments 2008
123 Any Street 456 Main Street 12-31-08
Your City, State Zip Your City, State Zip
Account Mumber: 1234-5678-9012 Phone (J0K) X0 XXX
SEM: 22002000 FEIN: XX-XXXXEXX
Substitute 1089-B
Date of Sala Stocks, Bonds-Proceads Description Federal Income Tax Withheld
Box 1a Box 2 {less commission) Box 7 Box 4
22309 § 2,100.00 20 shares Tractor Company $0.00
6-1-09 $  900.00 100 shares Car Compainy $0.00
6-22-09 £14,000.00 500 shares Couch Company $0.00
7-5-09 § 2.000.00 25 ghares Technology Company $0.00
Substitute 1083-DIV
Ord. Div. Qual. Div, Cap. Gain, Dist. FIT Withheld Foreign Tax
Payer Box 18 Box 1b Box 23 Box 4 Box g
Car Company $ 45.00 5 45.00 5 0.00 50,00 5 0.00
Cruch Semnanm &611).00 £610.00 & _ 0.0 &0 £y
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i Assign the exercise.

:Review answer with
: the class when com-
iplete.

: Ask a volunteer to
:read the Eldridge
‘example. Answer any
istudent questions.

How do | enter data on Schedule D, Parts | and I1?

Information from Form 1099-B is entered on Schedule D. Part | is for short-term sales
and Part Il is for long-term sales.

@ Tax Software Hint: To review information related to the software, go to the
Volunteer Resource Guide (Tab 2), Capital Gain or Loss Transactions Worksheet.

When preparing a paper return, determine the holding period for each block of stock
sold. This will indicate whether the sale should be reported in Schedule D Part | (short
term) or Part Il (long term). Record the information on each sale in columns a-e and
calculate the gain or loss for column f.

How do | report capital gain distributions?

Capital gains distributions are reported to the taxpayer on Form 1099-DIV. If there are
no capital gains from the sale of property, the Form 1099-DIV amount is entered on
Line 13 of Form 1040.

If a taxpayer has both a 1099-DIV and a Form 1099-B, then capital gains distributions
are added to Schedule D in Part Il, Line 13.

/ m EXERCISES (continued) \

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 %Only I sold
C. Both of the above ‘stock and received

:Form 1099-B.

N /

@ Tax Software Hint: If the source documents (Forms 1099-DIV and 1099-B) are
recorded properly in the tax preparation program, then the numbers will be reported

in the proper places. The amount from Form 1099-DIV, box 2a, will be entered on the
Dividend Statement for Schedule B (along with the other information) and will automati-
cally carry over to the capital gain distributions line (Line 13) in Part Il of Schedule D.

/ example \

Eldridge received a Form 1099-DIV. Box 2a shows he received a total capital gain
distribution of $170.

Eldridge also received a Form 1099-B that shows a net sales price of $1,200 on
the sale of 600 shares of ABC Group, Inc. He bought the stock on February 19,
2004, and sold it on August 25, 2009. His basis in ABC, including commission,
is $1,455.

Eldridge must use Schedule D to report his capital gain distribution because he
Qold stock that must be reported on Schedule D. j
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How do | complete reporting of capital gain or loss?

Combining all the amounts in column f on Schedule D, Part |, results in a net short-
term capital gain or loss. Combining all the amounts in column f on Schedule D, Part Il,
results in a net long-term capital gain or loss.

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 forward until exhausted. Carryover losses retain their original holding period.

-~

Bill bought 1,000 shares of stock for $15,000 (including commission). One year
later he sold 600 shares of the stock for $7,800, 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

example

Bill had a short-term loss of $1,200.

N
~

Margo bought stock for $1,500, plus a $25 commission. 18 months later she sold
all the stock for $2,000 and paid a $25 commission. Her Form 1099-B shows the
gross proceeds of $2,000 as the sales price.

Basis = ($1,500 + $25 + $25) = $1,550
Sales Price = $2,000
Gain or Loss = Sales Price — Basis = $2,000 - $1,550 = $450

/
~

example

Qﬂargo had a long-term gain of $450.

/
~

/ m EXERCISES (continued)

Question 3: Stella’s cost basis for 600 shares of KLM Corporation stock she
purchased in June 2003 and sold in March 2009 was $2,400. Stella sold the 600
shares for $4,400 and paid a $100 commission. Her broker reported the gross
proceeds of $4,400 on Form 1099-B. What was the sales price for the shares and
the amount of capital gain?

A. $4,400 sales price and $2,000 gain
B. $4,400 sales price and $1,900 gain
C. $4,500 sales price and $2,100 gain

: The sales price was
:$4,400, which was
:$1,900 more than the
‘adjusted basis of $2,500
£($2,400 cost + $100

: commission) of the

@. $4,300 sales price and $1,900 gain ‘shares.

J

: Ask a volunteer to
:read the Bill example.
{ Answer any student

i questions.

: Ask a volunteer

:to read the Margo
{example. Answer any
“student questions.

: Assign the exercise.

Review answer with
gthe class when com-
iplete.
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Ask two volunteers
ito role-play the sample
‘interview.

How do | calculate and report a carryover of a capital loss?

A taxpayer cannot take net losses of more than $3,000 ($1,500 for married taxpayers
filing separately) in figuring taxable income for any single tax year. The allowable loss is
referred to as the deduction limit. Unused losses can be carried over to later years until
they are completely used up. The carryover losses are combined with the gains and
losses that actually occur in the next year.

Capital Loss Carryover Worksheet

To figure any capital loss carryover from 2008 to 2009, use the Capital Loss Carryover
Worksheet from the 2009 Schedule D instructions. To complete the worksheet, you will
need information from the 2008 return.

If tax software was used to prepare the 2008 return, ask the taxpayer for a copy of the
software’s Schedule D Worksheet 2 (Capital Loss Carryovers from This Year to Next
Year) to determine the carryover amounts from 2008 to 2009.

» Enter short-term capital loss carryovers (from Schedule D Worksheet 2, Line 8) on
Schedule D, Part I, line 6

» Enter long-term capital loss carryovers (from Schedule D Worksheet 2, Line 14) on
Schedule D, Part I, line 13

If the taxpayer’s 2009 capital loss exceeds the deduction limit and the remainder must
be carried forward to 2010, remind the taxpayer to bring a copy of the 2009 return
when the 2010 return is prepared. Make a note on the outside of the taxpayer’s tax
return record envelope to help alert next year’s preparer. Next year, whoever assists
the taxpayer will use the Capital Loss Carryover Worksheet in the 2010 Schedule D
instructions or the printed copy of the Schedule D Worksheet 2 to figure how much
capital loss the taxpayer can carry over from 2009 to 2010.

If preparing a paper return, complete the Capital Loss Carryover Worksheet in the Form
1040 instructions. For additional information on Schedule D, capital gains and losses,
and carryovers, refer to the Reporting Gains and Losses chapter in Publication 17.

@ Tax Software Hint: Tax software automatically calculates the taxpayer’s capital
loss. If the loss is over the limit, tax software reports the maximum allowable deduction.
The remainder can be carried over to future tax years.

Taxpayer Interview and Tax Law Application

Taxpayers Jeremy and Janice Smith checked the “Yes” box for interest/divi-
dend income on the approved intake and interview sheet. The volunteer asks
for details.

10-10
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/ SAMPLE INTERVIEW

VOLUNTEER SAYS...

JEREMY RESPONDS...

Previously we discussed your dividends from the Pembroke Fund,
reported on Form 1099-DIV. Did you have any other income from the
sale of stock, securities, or other investments?

[Later in interview] Earlier, you gave me this 1099-DIV from a mutual
fund and these 1099-B forms from the stocks you sold. We already

Yes, | sold some stock this
year.

Yes, | have this Form 1099-B
and this stockbroker’s
statement.

| bought the Purdue stock back
on July 13, 1999.

included the capital gain distribution from the mutual fund when

we entered the dividends. We’ll enter the stock sale information on
Schedule D Capital Gain or Loss Worksheet. | see the broker’s state-
ment has the sale details | need, but do you know when you purchased
the Purdue stock?

| see the sale date was March 10, 2009. That means the holding period
for the stock was more than one year. They call that long-term and it
determines both where we enter the information on Schedule D and
the tax rate for any gain. Now, do you know the basis for the stock?

Yes, it cost $10,053, plus | had
to pay $35 in fees.

Have you had any other costs related to the stock since then, such as No, that’s it. Wait, when | sold
additional fees? it, | had to pay $35 more.

That means that the basis for the stock is $10,123. The 1099-B shows
that you received gross proceeds of $8,859 when you sold the stock.
We’ll put all these numbers into this worksheet in the tax software.

As you can see, the software has calculated your net loss; this is the
sale price minus the basis, for a net loss of $1,264. 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, line 13.

[Indicate Jeremy’s responses to these questions on the approved intake and

Qterview sheet.] /

Who must file Schedule D for the sale of a home?

{Answer any student
i questions about the
:conclusions drawn in
: the interview.

Now we will discuss if the sale of the taxpayer’s resi-
dence will need to be reported on Schedule D. You will { \
need to identify whether the home was the taxpayer’s L
main home, if the taxpayer meets the ownership and
use tests, and if the gain is more than the allowed
exclusions amount. For additional information to help
you make this determination, refer to the Selling Your
Home Chapter in Publication 17 or Publication 523.

Special rules apply to foreclo-
sures and cancellation of debt
income on a principal resi-
dence. Under the Mortgage
Forgiveness Debt Relief Act of
2007, taxpayers may exclude
certain debt forgiven on their
principal residence. These
rules are covered later in this

lesson. J
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: Ask a volunteer

:to read the Lucille
‘example. Answer any
istudent questions.

To determine if the taxpayer meets the criteria for / g

reporting the sale of a home, use the interview tech- mn

niques and tools discussed in the Screening and Taxpayers who claimed the
Interviewing lesson. The intake and interview sheet first-time homebuyer credit

lists i f th le of | estate. Itis i rtant and then sold their home

ists income from the sale of real estate. It is importan may have to repay the credit.

to ensure that all income is accurately reported on the For more information, refer
return. Ask taxpayers if they sold any real estate, such to Lesson 28, Other Taxes,

as their principal residence or “main home” during the tif:qogfogs’ FRIENE, B

tax year. The taxpayer may be eligible to exclude all or \ ] j

part of the gain from their taxable income.

Who must report the sale of a home?

Taxpayers must report the sale of a home when one of the following is true:
1. The taxpayer does not meet the ownership test.
2. The taxpayer does not meet the use test.

3. During the two-year period ending on the date of the sale, the taxpayer has
excluded the gain from the sale of another home.

4. The gain from the sale is more than the amount that the taxpayer may exclude:
$250,000 for individual taxpayers, $500,000 for Married Filing Jointly.

What is considered a “main” home?

Only a gain from the sale of a taxpayer’s main home may be excluded from the
taxpayer’s income; a gain from a sale of a home that is not the taxpayer’s main home
will generally have to be reported as income.

So the first step is to find out if the home meets the definition of a “main” home. A tax-
payer’s main home is where the taxpayer lives most of the time. It does not have to be a
traditional house; for example, it may be a houseboat, mobile home, cooperative apart-
ment, or condominium and must have cooking, sleeping, and bathroom facilities. The
taxpayer’s main home may also be a rented house or apartment. Taxpayers who have
more than one home cannot choose which home to designate as their main home.

/ example \

Lucille owns a home in a Colorado ski area (the ski home). She stays at the ski

home most weekends 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 apart-

ment that she rents in Denver. For over half the year, she lives in Denver. Lucille’s

main home is her rental apartment in Denver, because she lives there most of the
Qme, even though she does not own the apartment in Denver.

/

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:
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» 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 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.

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. i s ¢k 2 volunteer

:to read the Helen

/ example \ :example. Answer any

In 2001, Helen lived in a rented apartment. The apartment building was later ; student questions.

changed to a condominium, and she bought her apartment on December 1, 2006. i Ask what if Helen

In 2007, Helen became ill and on April 14 of that year she moved into her daugh- ‘had to move in with

ter's home. On July 10, 2009, while still living in her daughter’s home, she sold her ‘her daughter one year

apartment. s earlier.

Helen can exclude all the gain on the sale of her apartment because she met the : Answer: It would

ownership and use tests. Her five-year period is from July 11, 2004, to July 10, ‘make a difference:

2009, the date she sold the apartment. She owned her apartment from December : She would miss the

1, 2006, to July 10, 2009 (over two years). She lived in the apartment from July 11, ‘requirement of two

K2004 (the beginning of the five-year period), to April 14, 2007 (over two years). J iyears in a five-year
iperiod by 3 months.

~

Question 4: Emily, who is single, bought a home in %Emily e Assign the exercise.
1996. She lived in the home until May 31, 2007, when :ship and use test because ER i

i I :Review the answer
she accepted an assignment with the Peace Corps in gshe owned and lived in B closs when
Venezuela and left the house vacant. Emily returned i the home for at least two

to her home on May 31, 2008 and lived there until she ;yea.rs Ofth? T
:period ending on the date

m EXERCISES (continued)

i complete.

sold the house on January 10, 2009. Does Emily meet B ol
Kthe ownership and use test? M Yes O No ’ /

Reduced Exclusion

Taxpayers who owned and used a home for less than two years (and so 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/determina-
tions are beyond the scope of VITA/TCE.
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: Ask a volunteer to
:read the Jennifer
‘example. Answer any
student questions.

/ example \

Jennifer, who is single, bought her first home in August 2007. In December 2008,
the company she worked for notified her that she would be transferred to another
town by the end of 2009. She continued to live in the home until June 2009, when
she sold it at a gain and moved 500 miles to the new town. Jennifer owned and
lived in the home less than two years, so she does not meet the ownership and use
tests. However, she may qualify to exclude all or part of the gain because she sold
the home due to a change in place of employment. Jennifer should be referred to a

\professional tax preparer. j

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 current sale of the home

If either spouse does not satisfy all these requirements, they cannot claim the maxi-
mum exclusion ($500,000). The most they can claim is the total of the maximum exclu-
sions 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 VITA/TCE.

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 2 years after the
date of the deceased spouse’s death, and all other requirements are met.

How do | figure the gain (or loss) from the

sale of a home? / - \

Once you’ve determined that a taxpayer is eligible for I3 tgxpayer UEEL/UED [Tefind
for business purposes or as

the exclusion, you can figure the gain (or loss) on the rental property after May 6,
sale based on the selling price, amount realized, basis, | 1997, refer the taxpayer to a
and adjusted basis. If the selling price of the taxpayer’'s | professional tax preparer. The
home is less than the allowable exclusion ($250,000 if taxpayer Cam.wt SEIED IO

) . ) N ) part of the gain equal to the
Single, $500,000 if Married Filing Jointly), you do not depreciation allowed or allow-
need to calculate the gain on the sale of the home. Kable as a deduction. J
None of the gain will be taxable. Loss on the sale of a
residence is not reported on the return. For more infor-
mation, see the Selling Your Home section

in Publication 17. Aloss on the sale of a personal
residence is not deductible.
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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 figure 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.

If the taxpayer can exclude the entire gain from the sale of a personal residence, the

person responsible for closing the sale (for example, a real estate broker or settlement
agent) generally will not issue a Form 1099-S. If a Form 1099-S is issued and you determine
that the gain is excludable, the sale should be shown on Schedule D to notify IRS that the
gain is excludable.

Amount Realized

The amount realized is the selling price minus selling expenses (commissions, adver-
tising fees, legal fees, and loan charges paid by the seller, such as points). Amount
realized can be calculated using Worksheet 2, Gain or (Loss), Exclusion, and Taxable
Gain on Sale of Home, in Publication 523. (A similar worksheet is available in the tax
software.)

Amount realized = Selling price - Selling expenses
$246,000 = $250,000 - $4,000

~

/ m EXERCISES (continued)

: Assign the exercise.

Question 5: Jan meets the eligibility requirements for B Fealized on %Review answer with
claiming the exclusion on the gain from the sale of his Jan’s sale is $180,000 i the class when com-
home. The selling price of the home was $195,000. The g(selling price minus Eplete-

selling expenses were $15,000. What is the amount jselling expenses). ’

realized in this sale? $180,000.

/

Basis /—
The basis in a home is determined by how the -

taxpayer obtained the home. If a taxpayer bought or Altsrgattive Ya.'ua';ir‘]’” i?js"uets .

. .. . and determining the adjuste
built a home, the basis is what it cost the ta>fpayer to basis of property received as
buy or build that home. If the taxpayer inherited the a gift can be very complex and
home, the basis is its fair market value on the date of are outside the scope of this

training. Advise the taxpayer
to seek assistance from a

gofessional tax preparer. J

The adjusted basis is the taxpayer’s basis in a home increased or decreased by certain
amounts.

the decedent’s death, or on the later alternate valuation
date chosen by the representative for the estate.

Adjusted Basis
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Increases include additions or improvements to the home such as installing a recre-
ation room or putting on a new roof. 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 needs to be To figure the adjusted basis

referred to a professional tax preparer. of a home, use Worksheet 1,
Adjusted Basis of Home Sold,

in Publication 523.

How much of the gain from a home sale / - N\
can a taxpayer exclude?
Use Worksheet 2, Gain or

Once you've determined the gain (or loss) on the sale | (Loss), Exclusion, and Taxable

of a taxpayer’s main home, you next figure the exclu- Gain on Sale of Home in
’ Publication 523 to figure the

sion and any taxable gain from the sale. gain or loss, the exclusion,

and the taxable gain from a
sale. Note that line 3 is the

Adjusted basis = Basis + Increases - Decreases

If all the requirements are met, an individual taxpayer

may exclude up to $250,000 of the gain from taxable amount realized, line 4 is the
income; taxpayers who are Married Filing Jointly may adjusted basis, and line 5 is
exclude up to $500,000. the amount of gain or loss

@)m the sale. J

CAUTION

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. For more infor-
mation on how to adjust the basis of the home if the first-time homebuyer credit was received
and exceptions to the repayment rule, see the Form 5405 Instructions.

Gain from the sale or exchange of a main home is no longer excludable from
income if allocable to periods of nonqualified use. Generally, nonqualified use means
any period after 2008 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 553. To figure the portion of nonqualified
use, multiply the gain by the following fraction:

Total nonqualified use during period of ownership after 2008

Total period of ownership

This issue can be complex. Refer taxpayers with “nonqualified use” issues to a profes-
sional tax preparer.

Where do | report any taxable gain from the sale of a home?

Proceeds from the sale of a main home that meets the ownership and use tests must
be reported only if the gain is greater than the taxpayer’s allowed exclusion; only the
excess must be reported. Gain from the sale of a home that is not the taxpayer’s main
home will generally have to be reported as income.
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In both cases, the gain is taxable gain and must be reported on Schedule D, Capital
Gains and Losses. If the home was used for business purposes or as rental property
the gain would be reported on Form 4797 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. A loss on
the sale of your main home cannot be deducted.

@ Tax Software Hint: To review information related to the software, go to the
Volunteer Resource Guide (Tab 2).

If preparing a paper return, complete Schedule D, Part Il, as shown in the following
illustration.

i NEL 0= 08N Capad yai or 088). oo « inreugh B in colui. ..

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

{n) Drescription of properh ) Date asquined|  ja) Durte ok | 14 :"'“f“ price MEC "1,_'?' oner bass 1N Gain or [losa)
(Example: 100 sh. X¥Z I.'J.'.hf- Mo, diry, : [MeL, diwy, yr) ;;: _?;::clu)::,‘;r r:;T ,.;E.:;:g 55--"'"-"’-‘;r feeh from [}
5 T
Main Home 09/03/1994 0T/0Ti2009 789,000 225.0005 553.0‘00;
Section 121 Exclusion (500 .U'ﬂﬂlg

Taxpayer Interview and Tax Law Application

Jeremy and Janice Smith checked the “Yes” box for selling some real estate on the : Ask two volunteers

approved intake and interview sheet. The volunteer asks for details.

:to role-play the sample

interview.
: SAMPLE INTERVIEW N\

VOLUNTEER SAYS... JEREMY RESPONDS...

Did you sell a home during 2009? 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 Three and a half years. We bought it in

that sale, but to find out, | have to ask you a few questions. January 2006 and sold it in June 2009.

First, how long did you own the home?

And was it the main place you lived for at least two years Well, yes, sort of. We lived and worked

of that time? on a cruise ship from June 2006 to

there while we were gone.

That’s okay, the rule is that it must be the main place you No, this is my only house.
lived for a total of 24 full months or 730 days during the
five-year period prior to the sale. During the two years before
you sold the house did you claim an exclusion on a gain from
Kanother house?

December 2006 and let my brother live

Lesson 10: Income — Capital Gain or Loss; Form 1040, Line 13
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VOLUNTEER SAYS..

SAMPLE INTERVIEW (continued)

JEREMY RESPONDS...

Did you receive Form 1099-S?

Your paperwork shows a selling price of $580,000. Do you have
anything that lists the basis in the home, that is, the value of the
home at the time you bought it?

Clearly, with a basis of $300,000, your gain from the sale is

$280,000 or less. As a married couple who meets the owner-

ship 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 approved
@take and interview sheet.]

No, but | do have my paperwork from
the sale. My real estate broker said |
wouldn’t need that form because | was
within the limits.

Yes, | bought it for $280,000 and put in
$20,000 of improvements — mostly new
bathrooms.

{Answer any student
i questions about the
i conclusions drawn in
i the interview.
J

%Ask a volunteer
ito read the Peter
:example.

: Ask what if Peter had
not been on qualified
‘extended duty but
:merely rented out his
‘home while he lived in
:another city?

gAnswer: He would
inot meet the use test in
i the five-year period.

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 Members of the Uniformed
Services or Foreign Service; Employees of the
Intelligence Community; or Employees or Volunteers
of the Peace Corps, in Publication 523.

This extension of time can
apply to taxpayers who have
recently left the military.

example

Peter bought a home in 2000 and lived in it for 2%2 years. Beginning in 2003, he
was on qualified official extended duty in the U.S. Army. He sold his home in 2009
and had a $12,000 gain. Peter would normally not meet the use test in the five-year
period before the sale (2004 — 2009). Peter can disregard those six years. The test
period consists of the five years before he went on qualified official extended duty.
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~

Question 6: John purchased a home in 1999. Through your interview process, you
discover that he sold his main home in 2009. John had not lived in the home for six
years. Which of the following conditions would allow John to exclude his gain?

/ m EXERCISES (continued)

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 : The only circumstance that

military duty for five years. B e taxpayer
:to exclude the gain is if

D. John married and his bride had her own home. The  :he can extend the five-
couple chose to live in the wife’s home and rent out ~ :year period due to official
K John’s home, until it was sold. gextended military duty. J

How is a cancellation of debt for a principal residence reported
on the return?

A segment of the cancellation of debt issue is in scope for the volunteer tax preparer.
Cancellation of various types of debt could result in a reportable item on the taxpayer’s
return. VITA/TCE volunteers are limited to the type that involves the taxpayer’s main,
personal residence. All other cancellation of debt issues should be referred to a profes-
sional tax preparer. The topic that follows will help you recognize when you will be able
to help taxpayers and when you must refer them to a professional tax preparer.

Cancellation of indebtedness issues frequently involve auto loans, credit card debt,
debt for medical care, professional services, installment purchases of furniture or other
personal property, mortgages, and home equity loans. Generally, if a debt for which a
taxpayer is personally liable is canceled or forgiven, other than as a gift or bequest, the
taxpayer must include the canceled amount in income. A debt includes any indebted-
ness for which a taxpayer is liable or which attaches to the taxpayer’s property.

Under the Mortgage Forgiveness Debt Relief Act of 2007, taxpayers may exclude
certain debt forgiven or canceled on their principal residence. This exclusion is appli-
cable to the discharge of “qualified principal residence indebtedness.” 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.

The taxpayer may also have a reportable transaction on Schedule D if the property
was foreclosed on or abandoned. When this occurs, the taxpayer will generally receive
Form 1099-A, Acquisition or Abandonment of Secured Property, from the lender. Form
1099-A will have information needed to determine the gain or loss due to the foreclo-
sure/abandonment. If the debt is canceled, the taxpayer may also receive Form 1099-
C, Cancellation of Debt. If the foreclosure and cancellation of debt occur in the same
calendar year, the lender has the option of filing Form 1099-C only by reporting addi-
tional information in certain boxes on the Form 1099-C. You will learn more about these
forms and how to report the information on the taxpayer’s return later in this lesson.

: Assign the exercise.

:Review answer with
: the class when com-
:plete.

: Emphasize only can-

i cellation of qualified
‘principal residence
‘indebtedness is within
: scope for the volunteer

program.
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What are the exceptions and exclusions to the general rule for
cancellation of debt income?

Cancellation of debt income may be eliminated by applying exceptions or reduced by
applying exclusions to the general rule.

Exceptions: There are several exceptions to the inclusion of canceled debt in income.
These exceptions apply before the next section on exclusions. The exceptions are:

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

» Certain student loans (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)

Exclusions: There are several exclusions from the general rule of inclusion of
canceled debt in income. Form 982, Reduction of Tax Attributes Due to Discharge of
Indebtedness, is required to be filed with the taxpayer’s return to show the amount of
the canceled debt excluded. 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 these exclusions can be complicated and complex. Only the
exclusion for discharge of “qualified principal residence indebtedness” is within scope
for the VITA/TCE program. Use Publication 4731, Screening Sheet for Cancellation

of Debt, to assist in identifying those taxpayers with cancellation of debt issues that
can be assisted at VITA/TCE sites. This exclusion provision, added by the Mortgage
Forgiveness Debt Relief Act of 2007, is in-scope for the volunteer program ONLY if the
criteria on the screening sheet are met. A copy of the screening sheet can be found in
the Volunteer Resource Guide (Tab D).

What questions are on the screening sheet?

VITA/TCE volunteers may assist taxpayers with canceled or forgiven mortgage debt
issues on a limited basis at volunteer sites. The screening sheet will assist in identify-
ing taxpayers who fall within the scope of the volunteer program. Taxpayers with more
complex issues should be referred as noted in Step 6 of the screening sheet.

Borrowers whose debt is canceled in whole or in part will receive Form 1099-C,
Cancellation of Debt, from their lender. Box 2 of Form 1099-C shows the amount of
debt forgiven or canceled.

Refer to the screening sheet for Form 1099-C, Cancellation of Debt, for step-by-step
guidance to determine if the cancellation of debt is within scope.
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ﬁl!,_l Screening Sheet for Form 1099-C, Cancellation of Debt
I®  For Volunteers with Advanced Certification Only

Publication 4731

These tax issues are outside the scope of the volunteer program.

The taxpayer may qualify to exclude all or some of the discharged

debt. However, the rules involved in the mortgage debt relief
exclusions are complex.

Refer the taxpayer to:

www.irs.gov for the most up-to-date information
An IRS Representative: 1-800-829-1040
An IRS Taxpayer Assistance Center (TAC)

The Taxpayer Advocate Service (TAS): 1-877-777-4778,
TTY/TDD 1-800-829-4059. TAS may help if the problem cannot
be resolved through normal IRS channels.

A tax professional

step  Did the taxpayer receive Form 1099-C, Cancellation of Debt, YES — Go to Step 2
from their lender only in relation to a home mortgage loan and is NO - Go to Step 6
the information shown on the form correct?
Si2P  Did the taxpayer ever use the home in a trade or business or as YES — Go to Step 6
rental property? NO - Go to Step 3
seP  Was the debt canceled as a result of a bankruptcy case? YES - Go to Step 6
NO - Go to Step 4
SIoP  Ask the following questions to determine if the discharged debt is
“qualified principal residence indebtedness”:
a. Was the mortgage taken out to buy, build, or substantially YES - Go to Step 4b
improve the taxpayer’s principal residence? (NOTE: A princi- NO - Go to Step 6
pal residence is generally the home where the taxpayer lives
most of the time. A taxpayer can have only one principal resi-
dence at any one time.)
b. Was the mortgage secured by the taxpayer’s principal resi- YES — Go to Step 4c
dence? NO — Go to Step 6
c. Was any part of the mortgage used to pay off credit cards,
purchase a car, pay for tuition, pay for a vacation, pay medi- YES — Go to Step 6
cal/dental expenses, or used for any other purpose other than NO - Go to Step 4d
to buy, build, or substantially improve the principal residence?
d. Was the mortgage amount more than $2 million ($1 million if YES - Go to Step 6
Married Filing Separately)? NO - Go to Step 5
S0 The discharged debt is “qualified principal residence indebtedness.”
The Mortgage Forgiveness Debt Relief Act of 2007, as extended in the Emergency Economic
Stabilization Act of 2008, allows individuals to exclude from gross income any discharges of “qualified
principal residence indebtedness” made after 2006 and before 2013. The volunteer should complete
the applicable lines on Form 982, and file it with the taxpayer’s return. If the residence was disposed
of, the taxpayer may also be required to report the disposition (sale) on Schedule D.
step

Additional Resources:

« Publication 523, Selling your Home

« Publication 525, Taxable and
Nontaxable Income (Canceled
Debts)

« Publication 4681, Canceled Debts,
Foreclosures, Repossessions, and
Abandonments

» Publication 4702, Mortgage
Forgiveness PowerPoint

» Publication 4705, Overview of
Mortgage Debt Forgiveness

» Form 982, Reduction of Tax
Attributes Due to Discharge of
Indebtedness (and Section 1082
Basis Adjustment) and Instructions

/
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What is qualified principal residence indebtedness?

Qualified principal residence indebtedness is any debt incurred in acquiring, construct-
ing, or substantially improving a principal residence and which is secured by the prin-
cipal residence. Qualified principal residence indebtedness also includes 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
the amount of the debt does not exceed the amount of the refinanced debt.

example

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.”

example

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.”

Exclusion limit: The maximum amount that can be treated as qualified principal resi-
dence indebtedness is $2 million ($1 million if Married Filing Separately). 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.

Applicable Tax Years: The Mortgage Forgiveness Debt Relief Act of 2007 allows for
the exclusion of discharged qualified principal residence indebtedness canceled in
2007, 2008, and 2009. The Emergency Economic Stabilization Act of 2008 extended
the exclusion for tax years 2010 through 2012.

Criteria for VITA/TCE Program: You may assist taxpayers who meet the following
requirements for excluding canceled debt from income:

+ The home was never used in a business or as rental property
» The debt was not canceled because the taxpayer filed bankruptcy

» 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 $2,000,000 ($1,000,000 if Married Filing
Separately)

If the taxpayers do not meet these requirements, they still may qualify for the exclu-
sion. However, the issues may be complex and beyond the scope of VITA/TCE. Such
taxpayers should be referred to a professional tax preparer. Use Publication 4731,
Screening Sheet for Cancellation of Debt, to help you identify those taxpayers that
can be assisted at a VITA/TCE site. A copy of the screening sheet can be found in the
Volunteer Resource Guide (Tab D).
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What is the difference between recourse and nonrecourse debt?

Debt for which a borrower is personally liable is recourse debt. All other debt is nonre-
course debt.

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 will be treated as ordinary
income from cancellation of indebtedness and will be required to be included in
gross income unless the cancellation of indebtedness qualifies for one of the excep-
tions or exclusions from gross income under some provision of the Internal Revenue
Code. In addition to cancellation of indebtedness income, the taxpayer may realize
a gain or loss on the disposition of the property. This is determined by the difference
between the taxpayer’s basis in the property and the FMV of the property at the time
of the foreclosure.

Nonrecourse debt is satisfied by the surrender of the secured property regard-
less of the fair market value (FMV) at the time of surrender and the borrower is not
personally liable for the debt. If property subject to nonrecourse debt is abandoned,
foreclosed upon, subject of a short sale, or repossessed by the lender, the circum-
stances will be 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 will be treated as an amount realized.

How is a foreclosure and canceled debt reported on a return?

A foreclosure or repossession is treated as a sale. Generally, you figure the gain or loss
from the sale the same way as a gain or loss from any other sale. But the selling price
of the home used to figure the amount of the gain or loss depends, in part, on whether
the taxpayer was personally liable for repaying the debt secured by the home as shown

in the following chart:

IF the taxpayer was... THEN the taxpayer’s selling price includes...

not personally liable for the full amount of debt canceled by the foreclosure or

the debt (nonrecourse repossession

debt)

personally liable for the the amount of canceled debt up to the home’s fair

debt (recourse debt) market value; the taxpayer may also have ordinary
income

Generally, when a lender acquires a taxpayer’s personal residence through abandon-
ment or foreclosure and cancels a portion of the debt, the taxpayer has a gain or loss

on the disposition/sale of the property reportable on / ﬂ
Schedule D, Capital Gains and Losses. If the taxpayer o,

is personally liable for the debt and the canceled debt Aloss on the sale or disposi-
is more than the home’s fair market value, the taxpayer | tion of a personal residence is

. . . . . not deductible. A gain may
will have cancellation of debt income. This amount is qualify for the Section 121

reportable as ordinary income on line 21 of Form 1040 | exclusion ($250,000 or
or on Form 982, Reduction of Tax Attributes Due to $500,000 for Married Filing
Discharge of Indebtedness, if the debt canceled quali- e

) “ N . on the sale of a personal
fies as “excludable” from gross income. @sidence.

/

Lesson 10: Income — Capital Gain or Loss; Form 1040, Line 13

10-23




How do | handle the information from Form 1099-A and Form 1099-C?

When a personal residence is abandoned or foreclosed upon and the lender cancels

a portion of the recourse debt, the taxpayer will generally receive Form 1099-A,
Acquisition or Abandonment of Secured Property, and Form 1099-C, Cancellation of
Debt. If in the same calendar year, the debt is canceled in connection with a foreclosure
or abandonment 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 box 5,
Was borrower personally liable for repayment of the debt? and box 7 (fair market value
of property) on Form 1099-C.

Taxpayers often question the taxability of a foreclosure and canceled debt because
they did not receive money in hand and feel that, by giving back the property alone,
they are relieved from any further obligation. You will need to explain that the benefit

to the taxpayer is the relief from the personally liable debt. Information in Publication

17 can assist you with the explanation. Additional resources include Publication 523,
Selling Your Home, Publication 525, Taxable and Nontaxable Income, Publication 544,
Sales and Dispositions of Assets, and Publication 4681, Canceled Debts, Foreclosures,
Repossessions, and Abandonments.

Form 1099-A and Schedule D: When a residence that is security for a mortgage is
taken by the lender (foreclosure) or given up by the borrower (abandonment), it is
treated as having been sold. This may result in a gain or loss that has to be reported
on the return subject to the rules for a Sale of Residence. The reportable gain or loss is
determined by comparing the taxpayer’s adjusted basis with the amount considered the
selling price.

Form 1099-A

[ ] CORRECTED (jf checked)

LEMNDER'S name, streel addrmss, city, stale, ZIF code, and lekephons no OMB Mo, 1545-0877

il Acquisition or
@@I]Q Abandonment of
Secured Property

1 Date of lender’s acquisition or |2 Balance ol prncipn G B

- - knowiadge of sbandonmen outstanding opy
LENDER'S federal identification number | BORROWER'S identfication rurmbar For Borrower
$ This is important tnx

BORAOWER'S mame

§ o Fequired 1o file &

Streall acdress (including apt. no.) 5 Wis bomower personally iable for repayment of the debi? FEFLET), B NEOROON00
penalty or other

_l Yeos I_l No sanclion may be

City, state, and ZIP cods

b | & Faer rmarkel valus al property | information and & baing
fumishid 10 the nbemal
Aevenun Service. If you

impased on you if
& Dascription of propert) laxadie Incomp resulls

fram this lrarsaction

Account mumber [ instructions)

and the IRS detemines
that it has not besn
reponed

Fom 1099-A

{keep for your records) Dopartmant of the Treasury - intemal Revenus Senice
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Form 1099-A is issued by the lender. In addition to debtor information, the form reports
the balance of the debt outstanding and the fair market value of the property. This

form will have information needed to determine the amount of the gain or loss due to
the foreclosure or abandonment. Information shown on Form 1099-A should be
reported on Schedule D whether it is a gain or loss. Failure to file Schedule D
may result in an IRS notice to the taxpayer. The sales price is computed based on
whether the taxpayer is personally liable (recourse loan) or not personally liable (nonre-
course loan). If the taxpayer is personally liable, then the sales price is the lesser of the
balance of the debt outstanding (box 2 of Form 1099-A) or fair market value (box 4 of
Form 1099-A). If the taxpayer is not personally liable, then the full amount of the debt
outstanding as reflected in box 2 of Form 1099-A is reported as the selling price.

Review the following examples of a partially completed Schedule D that illustrates how
the information shown on Form 1099-A would be reflected on a paper return. 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 taxpayers),
the sale does not have to be reported on Schedule D. However, when Form 1099-A is
issued by the lender, the taxpayer should report the sale to account for the basis in the
home. Failure to report the transaction on Schedule D may result in an IRS notice to
the taxpayer.

Schedule D — Foreclosure results in gain — Section 121 Exclusion for part of gain

P o il o BT T etpinas il OF S5), . o AU B N i S
Ul Long-Term Capital Gains and Losses—Assets Held More Than One Year
[a) Dasoiption af propaity bk Date pcquired | fob Date sold (d} S prica o] Loasil oo ml;"'.t"' o {f} Gasbrs or (loss)
(Exmmpde: 100 sh. ¥YF Co ) Mo, day, yrj Mo, day, yr.j Iﬁelmﬁﬁ:‘;;f {n_siei?‘_:"':_:qs: Sublract e from d}
& 1
Main Home - Form 1003-A Foreclosure 0412071 11130108 160,000 50,000 300,000
Section 121 Exclusion ﬂﬂlrﬂﬂlﬂ}é
9 Enter your Inng termn totals, i any, from Schedula D-1,
IS . . . 9
10 Total F-mg-ta»rm sala-s pdco arnounts Add Imas ;] and 9 in
columndy . . . . .o 10 i
11 Gain from Form 4797, Part I Img-term gain fﬂ;lm FL‘J‘I‘I‘IS 2438 and 6252; and rqng- &I galn or
(loss] from Forms 4684, 6781, and 8824 | 11
12 MNet long-term gain or Ioss} from pammhups S carp-nram:-n& estalas. and trusts f-'cm
Schedulefs) K-1 . . . . Coe e e 12
13 Capital gain distributions. See page D-2 of the instruclions . . . 13
14 Long-term capital lozs carryover, Enter the amount, if any, from Ime 15 q! your Capltal Lnﬁ !
Carryover Worksheat on page D-7 of tha instructiong . . . . 14 |( i)
15 Net long-term capital gain or {Iuas} Combmne Bnes 8 through 14 in -;,L.ﬂurml |,F,| II1|..r| go tu Pdrl 50,000
llonthe back . . . . . 15 i |
For Paperwork Reduction Act Hullvn&.. o Fnrm 1D¢0m Fnrm 1D¢{I~IN in:uuv:nnntn Cal. o, 113384 Schaduly D [Form 1040) 2009
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Schedule D — Foreclosure results in gain — Section 121 Exclusion applied to total

gain

& PPENL e BT Lipss geaith OF UBE]. we.

o AITOLN 1B 11 i

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

(8] Deserplion ef propary |4 Date acquived| o) Date scie I}gm g‘f'q, ”mbé" 1A ain or loss)
Example: 100 sh. X¥Z Ca) Mo. day,yr) | Mo dayyr) | T Bl ey'a Subtracs fi) Freen [d)

8 ' ; :
Main Home - Form 1099-A Foreclosure 051502 10004/09 200,000 125_.)@5 Tﬁ,ﬂm
Section 121 Exclusion {75,000}

9 Enter your long-term totals, if any, from Schedule D-1,
line® . . . 9
10 Total lnng—tﬂ'm aalau price amnun!&. M‘d l"l'nea E anl:l '9 in
cobumm (d) A 10
11 Gain from Form 4797, Pa‘t | Iong-tam'l gam fmq'n Fm 2439 and 6252; and Img-tem'l Gain of
(=) frorm Forms 2684, 6781, and 8824 . 11
12 MNet long-term gain or {loss) from partnarships, 5 mwallw -aats.tae and lrl.usla fram
Schedulss) K-1 . . . . 12
13 Capital gain distributions. See page D-2 of tha instructions . 13
14 Long-term capital loss carryover. Enter the amount, if any, from line 15 nyu.lr caprtal I.m
Carryover Worksheet on page D-7 of the instructions .. 14 i Pl
15 Net long-term capital gain or (loss), Combineg lines 8 through 14 in culumn (ﬂn Thnn gﬂ i} F‘art l:li
I on the back . . 18 §
Fanq:urMFhedumunlmHuﬂne anrm1MuanlmTMMHkﬂlmnﬂnﬂn Gan, Mo, 11338H Schedule D [Form 1040) 2009
Schedule D - Foreclosure results in loss (non-deductible)
o L e e ST g LU OF [ukSE)e s o AT DT A "
Long-Term Capital Gains and Losses—Assets Held More Than One Year
s} Description of propeny |m Date scquired| o Camacia | (I Soesprice - Tfe) Cost or other basis {7 ain o (loss)
Exampie; 100 h. XYZ Co.) Mo day yr) | Modarm) | G | o Sutract fa) o )
B8 - -
Main Home - Form 1093-A Foreclosure 0515102 A/08 200,000 m_ﬂm n

Loss Net Deductible (Personal Residence)

8 Enter vour long-term totals, if any, from Schedule D-1,
a8 . . a8
10 Total I-ong-hrmnlnpﬂu nmount'. Addli'masandsln i
column (d) . . 10 :
11 Gain from Form 4737, F'aﬂ: I; Iong-tm'rn gmn fmrn szm and 6252; and long-term gain or
(loes) from Forms 4684, 6781, and BB24 11
12 Net long-lerm gain or {loss) from pal‘merww S Wﬂllw eslafﬁ and lrum. I‘mrrl
Scheduls(s) K-1 . . . . 12
13 Capital gain distributions. See page D-2 of the instructions . 13
14 Long-term capital koss carryover. Enter the amount, if any, ﬂmlma15nfy'uurﬂapitale §
Carryover Worksheet on page D-7 of the instruclions 14 || L)
15 Net long-term capital -glln or {Inn] Combine lines Bihml.lgh 14 In -::nlm'ln {n Than gc- to Part l'.lé
Il on the: back . . 15 i
Fanq:urMMumunmunuu see Form 1040 or Form 1040NR insiructions. Gat, Mo, 11338H Scheduls D [Form 1040] 2009
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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).

Form 1099-C and Form 982: 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. However, if the canceled debt is related to the taxpayer’s princi-
pal 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.

Form 1099-C

L] CORRECTED (it checked)

Strowt nddess jroluding apt. no) 5 Was borower pemonaly lisbis for repayment of the deb1?

Gy, state, and ZF code

CREDITOR'S rusma, stread adcenis. cify, almo, I oode, ond lolaphona nd, | 1 Dale concolad CMB No. 1545- 1424
2 Amourit o debi cancelsd :
ARTETONEE Cancellation
S.. e — /ﬁ._;l of Debt
4 lrieresd i nchuded in boo 2
5 Forn 1098-C
CAEMTOR & fedemal senlifiziion number| CEATOR™S identiicoticon mumbss 4 Dabl deacrpteon Cﬂw B
For Debtor
DEBTOH"S nama THE & imporiand Eax

informption and i g
Fenistind o thiy byler
Aavenee Senoce. B you
are requied o Bl a
retum, a negligencs
penaity or other
sancticn mary ba
imposed on you

trnbsls oo eka

D Yo D Ho froen §his transacton

Account number (ses instructons) 8 Banknuploy [ checkedy |7 Fair market value of preperty """"1::': ﬁ;fﬂﬂf
$ neporing

Feen 1099-C (keep for your records) Departmend of this Trsssury - inbesnal Renverun Servics

In addition to debtor information, Form 1099-C reports the amount of debt canceled

and the date canceled. If box 6 for bankruptcy is checked or if an amount is included in

box 3 for interest, then the taxpayer should be referred to a professional tax preparer.

Form 982 must be filed with the taxpayer’s return to report the excluded amount of
discharge indebtedness and the reduction of certain tax attributes. Taxpayers exclud-
ing only discharged debt from “qualified principal residence indebtedness” only must
complete a few lines on Form 982; check box 1e and include the amount from Form
1099-C, box 2, on Form 982, line 2. If the taxpayer kept ownership of the home,
complete line 10b to reflect the basis adjustment to the principal residence for the
excluded canceled debt.
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o 982

{Farw. March 2008

e Tty * Attach this form to your incoma tax return.

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

OhTS Moo 1545-00405

Astachimant
Saquerce Mo, 94

Fawren shown on rebum

General Infarmation (see instructions)

1

= 0 0o e

Amount excluded I dus to (check applicable box(es)):

Discharge of ndebtednass in a title 11 case,

Dischamge of indebtedness 1o the extent insolvent 1nc=1 in & title ‘|1 cas&:l

Discherge of qualified farm indebledness y

Discharge of qualitied real property business mnmtdnaﬁ %

Discharge of qualified principal residence indebledness .

Discharge of cérain indetednass of & gualded indnadual bea:.'ll.lse ::IT Mldwu!.tetﬂ EI:S‘.'BE.I:EIE-
Tatal amoun! of |,Ir5|;|1argrud incabitadrness axchedad from Qross o,

OoooOooc

Do you slect to treat ail real propany described In section 1221(a)(1), relating to property held for sale to

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

ClYes [Ne

Reduction of Tax Attributes. You musl altach a descriplion of any transactions resulling in the reduction in

basis under saction 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,)

Entar amount excluded from gross incoma:

4

10a

b

1
a

For a discharge of qualified real property business indebtadness, npp!ied to reduce the basks of
depreciable real property . :

That you alect under saction *Q-Blh]{ij to appl:..- l'ln'-l -] mdun:a H‘ll! basLs 1undar mlm 1|ZI1?:I of
dapreciable property. . . . N . .

Appled to reduce any net npemtlng In&s. that eccwrred in the tax ',-Bar ar the duscharg& or camed
over (o the lax year of the dischamge . . . . . . . .

Appled to reduce any general business credit carmyover 1o or from the tax year of the dizchame
Appled to reduce amy minemum lax credit as of the baginnlrlg ol the tax year |n1madialuly aflar
the tax year of the dischargs .

Appled to reduce any net capital loss F:h' 1he lnx ymr ol 1I'H.‘ dl:-chame In-:ludlng nny :nplutl bosa
carryovers to the tax year of the discharge .

Appled lo reduce the basis of nondepreciable and napmr.latrlﬂ umpartyr |r not mnuc.ed on line
5, DO NOT use in the case of discharge of gualiied farm indebledness, | .

Appled to reduce the basis of your principal residance. Enter amount hena DNLY i -'Ircl JE is
checked

For a discharge of qualfied Tarm rldeb‘ednm apphied 1o reduce the basis ol

Depraciabie propserty usad or hald for usa ina-tmds e husiness, or for the produstisscst income. i

108

10b

@ Tax Software Hint: If the taxpayer meets all the requirements to exclude the
income from the cancellation of debt, use the “Add a form” process to add Form 982.

Coordination with Form 1099-A: If a personal residence is abandoned/foreclosed and
debt is canceled in the same year, the taxpayer may receive Form 1099-C only with the
required filing information from Form 1099-A shown in boxes 5 and 7 of Form 1099-

C. Generally, the gross foreclosure bid price is considered to be the fair market value
(FMV). For an abandonment or voluntary conveyance in lieu of foreclosure, the FMV

is generally the appraised value of the property. The sales price is the lesser of the
balance of the principal debt outstanding or fair market value (Box 7 of Form 1099-C).

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 debt canceled in box 2. Since
the taxpayer kept ownership of the home, there is no gain or loss to be reported on
Schedule D. However, if the canceled debt meets the requirements of “qualified prin-
cipal residence indebtedness,” Form 982 must be completed to report the amount
excluded from gross income and the reduction of tax attributes. Check box 1e on Form
982. The amount from Form 1099-C, box 2, should be entered on line 2. In addition,
the amount on line 2 should be entered on line 10b to report the reduction to the basis

of the taxpayer’s home.
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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 princi-
pal balance of a loan, the amount of the discount or the amount of the principal reduc-
tion 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.

Form 982 should be completed and attached to the tax return if the exclusion for “qual-
ified principal residence indebtedness” is applicable.

Verify Information: You will need to 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.

/ example w

Frank bought his home on May 14, 2003. His basis in the home was $200,000.
After he lost his job last year, he wasn’t able to make the payments. The bank fore-
closed in June 2009, 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.

Qrank received this Form 1099-C. J

| CORRECTED (if checked)

DEBTOR'S rame 1111 Anywhere Street

Frank Lincoln Anywhere Town, State Zip

Street address (noluding apt. no.)
Anywhere
City. state, and ZIP code

City, State Zip USA [c] wes

5 Wias borrower personally Bable for repayment of the debt?

L] we

Accourl rumber (268 INSrucHons) 6 Bankrupicy (if checked)

T Fair kot valug of propsty

CREDITOR'S namwe, slreel address, city, slale, JP code, and lelephone nd. | 1 Dale canceled OMEB Mo, 1545-1424
First Bank June 25, 2009
! 2 Amount of cebt canceled o
Anywhere USA I ng Cancellation
yw $ $70,000 2\ of Debt

3 Interest if included in box 2
% Form 1089-C

CREDITOR'S lederal idemilication mumber | DEBTOR'S identification mumbar 4 Dbt descriplion an B

AX-XEXXNEX EAN-XX-XAXX Heme MDI’tﬂm Loan For Daebtor

This o important tas
ricamation and is baeing
furrethed o the Iremal
Ravenue Service. B you

ore required 1o fie

return, & negligencs
penalty or other
sanction may ba
imposed on you i
1xcabls ncoms sty
from this trangaction
and the RS daterminss
that i has not been

1234567 _ % 125,000 repacter
Foarm 1099-C (keep for your records) Depariment of the Treaswry = Intemnal Revenue Service
/ example (continued)
Frank has qualified principal residence indebtedness. His tax return should include
Schedule D to show the basis of the home disposed of through foreclosure, and
corm 982 to exclude the debt cancellation from income.
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Long-Term Capital Gains and Losses—Assets Held More Than One Year

) Sades peion ) ool or other bases

(8) Deacription of property ok Dot mequired | (2] Dase sokd - g . (1) Gmin o {loss)
[Exampde- 100 sh. %YZ o) Mo day, yr) | (Mo day,yr) | BeepagelTol | isespage D7 ot Bubtmet fo] from iy
Bppa: ! ! |
Main Home- 1099-C Foreclosure | 05/14/2003 06/29/2009 | $125,000! $200,000: 0:
Loss not deductible-Pers. residence
9 Entar your long-term totals, B any, from Scheduls D-1, : :
lined . . . . . e e e e e e e g i
10 Total long-term s-ahs price amounts. Add lines 8 and O in i
eolumnid) . . . . . . . . . . 10 :
11 Galn from Foom 4797, Part |; long-term galn From Fu:urns 2439 and 6252; and Iong term gqm or
(loss) from Forms 4684, 6?81 and BA24 . . . 11 i
12 Net long-term gain or (loss) from par‘rnar:ahp-a. 5 l:orporatn:»ns. estates, and trusts trorn |
Scheduleis) K-1 . . . . L L L L L Lo oo oo o e e e e e e e 12
13 Capital gain distributions. Sea page D-2 of the instructions . . 13
14 Long-term capital loss carmyover. Enter the amount, if any, from Ilne- 15 Cll your Eapl'l‘.al Lnn ]
Carryover Worksheet on page D-7 of the instructions 14 |( P
15 Met long-term capital gain or I_lu:au] Caombine lines & 1I1rl:-|.|l_:|h 14 in :alumn [ﬂl ThE'fI go tn Pa.rl ﬂ'
Montheback . . . . - 15 i

For Paperwork Reduction A.cl.Ha!.-u- Sim Fnrm 1D-lnor Fnrm 1MJ:INI‘-I hamu:ﬂnm Cat, Mo, 11338H

Foam gaz

Schedule D [Form 1040) 2009

@ Tax Software Hint: When using tax software, you may have to force the net

amount in column (f) to zero (-0-) in a loss situation.

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

OfIB Mo, 1586-0046

{Rav, March 2005
Attachirient
Deparie of e Ty ® Attach thiz form to your incoma tax retum. Saquenco No, 94
Mame shovn on refum I entityirsg number
Frank Lincoln HUN-XH-H LXK
Il  General Information (see instructions)
1 Amount excluded is dus to (check applicabba box(es])
a Discharge of indebitedness in a title 11 case : O
b Discharge of indebledness o the extent insolvent [nu-i ina 1.I|:|h‘ ‘I1 L.cn.e'l . J
¢ Discharge of qualifiad farm indebtedness | | O
d Discharge of qualified real property business mdabtadnass d
e Discharge of qualified principal residence indebtedness ¥l
f Discharge of certain indebledness of a qualified individual bpmauw nf h-'lid'.\.amnm d|=»£|'=|[!’f‘ﬁ. .. O
2 Total amount of discharged indebtedness excluded from gross income, . . . . . . . | 2 £70,000
3 Do you slect to freat all real property described in section 1221(a)(7), relating to property held for sale to
customers In the ordinary course of a trade or business, as I it were depreciable property?. Oves [ Mo
C Detyntiam —f Tau ek tan TEtteah a daerrindion " e Mnmet—sdion, o
/ example (continued)

Qasis in the home would be decreased by that amount.

If Frank had been able to negotiate a work-out with his mortgage lender (reducing
the amount he owed on the mortgage and staying in the home), he would not have
completed Schedule D (because he didn’t dispose of the asset). His Form 982
would be similar to the one shown, but he would also have entered the amount of
debt forgiven on line 10b (or his basis in the home, whichever was smaller), and his

~

J
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ﬂ EXERCISES (continued)

Question 7: Mary purchased her main home in June 2004 for $175,000. In 2009,
she lost her job and was no longer able to make her mortgage payments. In July,
Mary moved out of the home to live with relatives. On July 15, 2009, the bank

: Assign the exercise.

:Review answer with
:the class when com-

City, State ZIP USA

AEsnia FOiTnaT (B0 FEnne)

§ Desoription of proparty
1111 Anywhere Street

Anywhere Town, Any State

foreclosed on the home. On November 15, 2009, the bank discontinued its collec- ‘plete.
tion 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.
Does Mary’s mortgage debt qualify for the principal residence indebtedness exclu-
sion on Form 9827 ™ Yes 0[O No
Is Schedule D required? ™ Yes O No
[ | CORRECTED (if checkad)
LEMDER'S ndmrw, shrasd pddoids, oy, stabe, ZIP cods, and telephons fo, OB Mo, 1545-0877
; Acquisition or
First Bank G,
Anywhere USA ,:?4.13;09 Abandonment of
Secured Prope
Forn 1098-A roperty
1 Data of lendei s soquedion of |2 Balance of principal
— ! Copy B
LENDER'S Iederal identificalion number | BORADWER'S demicasion romber | 0 edee ol abandornant outstandng For Bo:-:v "
07/15/2008 & 150,000.00 e
il This i impostant ta
BORRAMYER'S fdiitel 3 4 For maiosd ok of oty information and B being
lurnislied b e Inbams
F H
Mary $100,000.00 e veraaes 1o o
Earoot addness fndluding apt. no) 5 Was borowsr personally Eabile kor regpayment of e debit? '““;f;:ﬁ;ﬁ:::
Aﬁy'ﬂhﬂlﬂ ? o5 I_l Ho annction 'Th'l.': e
Cily, stale, and IF code imposad on you N

taxabls ncome resulits
froen ghis BrarcescTion
and tha IRS datermines
that it has not been
FEpaT ey

Form 1088-A

(kesp for your reconds)

Departmant of the Tropsny

kriarnial Rensaniee Sandcs

[ | CORRECTED (if checkad)

DEBTOR'S nama
Mary

Straat addqeas (Inchuding apt. nog

Anywhere
CHy, state, and ZIF coce

City, State ZIP USA

CREDITOR™S ey, sliel aildiess, Gy, atale. JIP code, and Rebaphons na, | 1 Dale el OMB Mo, 1545-1424
First Bank 11152009
2 Amcant of debd canceled o =
3 Ivierest ¥ included in bow 2 )
] Form 1099-C
CREDITORA'S federal identificalion membe | CERTOR'S idantification numbar 4 Dbl dedcrpbon qu‘,r B
Home Mortgage Loan Far Debtor

This i npamant b
information ard i being
fuenishad o tha Imieenal
Rovonsp Servic. I you

ane reguingd 1o fle &

& Waa bomowsr persorally liabke lor repaement of tha cabt?

[_] i

DM

rEtuen, 4 negligencs
penalfty or other
sarction may ba
imipcsed on you i

T alde INCOMeS redUnE
Erewmy Thiss Tranenction

AGCOUN NUMBer (B68 PEinICciond

& Bmk-w-.wicrmm

§

e

T Far mirki vishet of propamy

and the IS detemmnines
Ahad it has nol besn
reported

Form 1099-C

(keep for your reconds)

Dapastmant of the Treasury - Inemal Revenis Senice

N

/
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: Assign the exercise.

! Review answer with
:the class when com-

i plete.

ﬂ EXERCISES (continued)

Question 8: Tom and Grace were having difficulty making their mortgage
payments in 2009 after Tom became ill and couldn’t work full time. Rather than go
through the expense of a foreclosure, the lender agreed to reduce the principal on
their loan and refinance the loan with a better interest rate and lower payments.
The principal balance before the 11/1/2009 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 improve the principal residence.

Does Tom and Grace’s debt cancellation qualify for the principal residence indebt-
edness exclusion on Form 982? M Yes O No

Is Schedule D required? O Yes M No

[ 1 CORRECTED (if checked)

CHEDITOR™S nasma, strest address, city, stale. ZIF code. and tekephone no. | 1 Dale cancaliod DNES Mo, 1545-1424
11/01/2009
First Bank 2 Armount of debd cancelsd H
G S
Anywhera USA 5 20,000.00 2 ~09 Cance;lant::;:r;
3 imerest f included in box 2 o
L1 Foem 1009-C
CREDITDE'S tederal dentfication nomber | CEETOR'S idenlification number 4 Debyt cheescriphion CQW B
Home Mortgage Loan For Debtor

DESTOR'S namg

Tom and Grace

Shresd adcdiess (nchading apl. no

The i3 i preaetiond i
infarmmation and i Deing
forshed o the Flsmal
Aevonua Servica. B you

mre required to Sle a

T, B DeglEeds

oty af ooher

S Was Dorgwed personaly liabky 1o repaymand of (he Colty

Anywhere sanctian miy be
City, state, and 2P codo g Y on you
. pocaile Income resulis
City, State ZIP USA [ ves [ o | =2 noome s
Accound mumber (see instnactions) 8 Banknupicy il chacked) T Fair markal valun of property | 87 ihe IRS deberminas
i 1hat it Firs mal Deser

$ repomec

Form 1089-C {keep for your records) Dapartmont of the Treasury = Inbemal Ravenue Senice

: Assign the exercise.

:Review answer with
i the class when com-

i plete.

Question 9: Fred went to his local VITA site to have his 2009 tax return prepared.
The volunteer went through his records and noticed he had Form 1099-C reflecting
a canceled debt of $50,000.

Using Publication 4731, Screening Sheet for Cancellation of Debt, for assisting
taxpayers with Form 1099-C as a guide, the volunteer learned Fred lost his job

in 2009 and could no longer make his mortgage payments. The bank foreclosed
on his home. Due to the housing market slump, the value of Fred’s home had
declined. 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 sales price.

Upon further questioning, the volunteer learned Fred had refinanced his home 2
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?
OYes MNo

10-32
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Summary

This lesson covered how to report the sale of stock and the taxable portion of a sale of
a residence. It also covered how to report the cancellation of debt income on a taxpay-
er’s principal residence.

A taxpayer must use 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 home-
owner (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.

Under the Mortgage Forgiveness Debt Relief Act of 2007, taxpayers may exclude
certain debt forgiven or canceled on their principal residence. This exclusion is appli-
cable to the discharge of “qualified principal residence indebtedness.” 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.

VITA/TCE tax preparers with Advanced certification may assist taxpayers with canceled
or forgiven mortgage debt issues on a limited basis. Use Publication 4731, Screening
Sheet for Form 1099-C, which provides questions and step-by- step guidance for the
volunteer tax return preparer.

The worksheets in Publication 523 help you figure the taxable gain from the sale of a
home using selling price, amount realized, basis and adjusted basis, along with the
maximum allowed exclusion.

-~

TAX LAW APPLICATION USING THE WORKBOOK \

W

To gain a better understanding of the tax law, complete the comprehensive problem,
practice exercise(s), or supplements for your course of study in Publication 4491-W.

For practice using the tax preparation software, complete the scenarios 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 advanced part of 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.

Review the lesson
:summary with the

‘class.

i Assign the workbook
:exercise and review

:as a class when done
i (optional).

Lesson 10: Income — Capital Gain or Loss; Form 1040, Line 13
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4/
/ EXERCISE ANSWERS \

Answer 1: A. You never adjust the sales price. If box 2 shows gross proceeds, you
need to add the broker’s fee to the basis or purchase price of the stock.

Answer 2: A. Only Marriah sold stock and received Form 1099-B.

Answer 3: B. The sales price was $4,400, which was $1,900 more than the
adjusted basis of $2,500 ($2,400 cost + $100 commission) of the shares.

Answer 4: 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 5: The amount realized on Jan’s sale is $180,000 (selling price minus
selling expenses).

Answer 6: C. The only circumstance that will allow the taxpayer to exclude the
gain is if he can extend the five-year period due to official extended military duty.

Answer 7: Yes. The volunteer would need to complete Schedule D and Form

982. Although there is a loss, it cannot be deducted, and, per the instructions it is
reported as zero on Schedule D. 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 8: Yes. The volunteer would complete Form 982. The $20,000 in debt
cancellation is covered by qualified principal residence indebtedness exclusion on
Form 982 and is not counted as income on the tax return. In addition to completing
box 1e and line 2, the volunteer would also need to complete line 10b to report the
reduction in the basis of the home. Schedule D is not required because Tom and
Grace did not dispose of the home.

Answer 9: 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 per the guid-
ance on the screening sheet.

N /
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Esson 11: Income — Retirement Income; Form 1040, Lines 15-16

STH®

Introduction

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.

This lesson does not cover social security benefits or tier 1 railroad retirement benefits

(social security equivalent benefits), which are discussed in the Social Security Benefits

lesson.

For more information on the topics discussed in this lesson, see Publication 575,
Pension and Annuity Income; Publication 590, 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:
» 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? What do | need?

O Approved Intake and

Retirement income can include social security benefits Interview Sheet

as well as any benefits from annuities, retirement or O Volunteer Resource Guide
profit sharing plans, insurance contracts, IRAs, etc. O Publication 17
Retirement income may be fully or partially taxable. O Publication 4491-W

For information about social security benefits and tier

Optional:
1 railroad retirement benefits, see the Social Security O Publication 575
Benefits lesson. O Publication 590

O Publication 721
Where can | get information about a O Publication 919
taxpayer’s retirement income? O Publication 939

O Form 1040 Instructions
To determine if the taxpayer must report retirement O Form 1099-R
income, use the interview techniques and tools O Form 5329
discussed in the Screening and Interviewing lesson. O Form 8606
Review the taxpayer’s completed intake and interview O Form W-2
sheet, particularly the Income section. If the taxpayer O Form W-4P
had retirement income, you may need to ask addi- O Form W-4V
tional questions to clarify the type of plan, whether the O Simplified Method

income was before-tax or after-tax dollars, etc. This is Worksheet
explained later in this lesson.

Instructor Notes

Review objectives
twith the class.

Point out the
‘resources cited under
:What do I need?

Lesson 11: Income — Retirement Income; Form 1040, Lines15-16

11-1




Emphasize the need to
:be considerate in prob-
:ing for information.

:Emphasize that the

: Intermediate level cov-
:ers Pension income
:where the taxable
{amount is predeter-
:mined; the Advanced
ilevel covers computing
‘ the taxable amount.

: Display or refer to the

:1099-R Pension and

: Annuity Income illus-

‘tration in the Volunteer
i Resource Guide

:(Tab 2).

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.

Form 1099-R Series

Retirement income can be reported on:

« Form 1099-R, Distributions From Pensions, Annuities, Retirement or Profit-Sharing
Plans, IRAs, Insurance Contracts, etc.,

* 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 an IRA-type distribution, it will be indicated in box 7.

Examples of these forms can be found in Publication 4491-W. 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, Intermediate certified volun-
teers can complete the return. In general, if the taxable amount is not indicated, volun-
teers certified in Advanced, Military, and/or International must calculate the taxable
portion using the Simplified Method Worksheet.

What if the taxable portion is already calculated?

In many instances, the payer will compute the taxable portion of the distribution and
report it in box 2a of Form 1099-R. Taxpayers with Form RRB-1099-R can only be
helped by volunteers certified in the Advanced, Military, or International courses,
because the taxable portion is not shown on the form.

@ Tax Software Hint: Refer to the Volunteer Resource Guide (Tab 2), 1099-R
Pension and Annuity Income.

If preparing a paper return, record the amounts as follows:

» The gross amount (box 1 of Forms 1099-R, CSA- and CSF-1099-R) should be
shown on Form 1040, line 16a, or on Form 1040A, line 12a

» If the IRA/SEP/SIMPLE box is checked on Form 1099-R, report the gross amount on
Form 1040, line 15a, or on Form 1040A, line 11a

» The taxable amount (box 2a of Forms 1099-R, CSA- and CSF-1099-R) should be
shown on Form 1040, line 16b, or on Form 1040A, line 12b

» If the IRA/SEP/SIMPLE box is checked on Form 1099-R, report the taxable amount
on Form 1040, line 15b, or on Form 1040A, line 11b

Any amount in box 4 of Forms 1099-R, CSA- and CSF-1099-R should be entered in the
Payments section of the tax return.
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What if the taxable portion is not calculated?

If the payer did not include an amount in box 2a of 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 that is
needed to calculate the taxable portion of distributions from IRAs, pensions, or
annuities.

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 distribu-
tion because neither the contributions nor the earn-
ings/investment gains were previously taxed. This is
common in 401(k) and Thrift Savings plans.

If the taxpayer did not contrib-
ute to the retirement plan,
all the distributions are fully
taxable.

If the taxpayer made all contributions to a plan with after-tax dollars, then the distribu-
tions 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.

Employee Contributions Taxability of
Contributions Distributions
Before-Tax After-Tax Fully Partially
No n/a n/a Yes —
Yes Yes — Yes —
Yes — Yes — Yes

/ example \

Mark retired in 2009 after working 30 years for a construction company. Each
week, he contributed to the 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

!epresents earnings. J

Ask a volunteer
‘to read the Mark
‘example.
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%Read the tip to the
iclass.

%Review the definitions
:in the tip.

Ask a volunteer
‘to read the Richard
‘example.

Taxpayers may not always understand why they must pay taxes on their retirement income.
When 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 with a check in box 7. 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: /—
* Traditional IRA -

When you learn about IRA
* Roth IRA accounts in the Adjustments to

» Savings Incentive Match Plans for Employees Incon.ne ez, b2 Sure,‘to nOt.e
the difference between “contri-

(SIMPLE) IRA butions” and “deductions.”

. . . . Simply put, contributions are
Simplified Employee Pension (SEP) IRA Y e

IRA account, and deductions
are the portion of the contribu-

T . tion that is deducted on the
Distributions from traditional IRAs are fully taxable tax return: that portion may be

unless nondeductible contributions have been made. total or partial. J
See the Adjustments 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.

Traditional IRA

example

Richard contributed $500 a year to a traditional IRA. Each year, he deducted these
contributions 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.

Roth IRA

Distributions from a Roth IRA are tax free and may be excluded from income if the
following requirements are met:

+ The distribution is made after the 5-year period beginning with 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:
- Made on or after age 59 1/2, or
- Made because the taxpayer was disabled, or
- Made to a beneficiary or to an estate, or

- To pay certain qualified first-time homebuyer amounts
(up to a $10,000 lifetime limit)

11-4
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If the above requirements are not met, the Roth IRA distributions could be partially B difterent
taxable and subject to a 10% additional tax. Refer taxpayers in this situation to a gways each type of IRA
professional tax preparer. :is handled.

Taxpayers are considered disabled if they cannot engage in any substantial gainful employ-
ment because of a physical or mental condition. A physician must determine that the condi-
tion can be expected to result in death or to be of long, continued, and indefinite duration.

The next two topics are out of scope for VITA. The definitions are included for your
information only.

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 income when paid into the IRA.
Because of this, distributions are generally fully taxable when the employee receives
them in later years.

/ m EXERCISES \

Answers follow the lesson summary. éNondeductible contribu- i Assign the exercises.

. L , . itions to traditional IRAs
Question 1: Distributions from all IRAs discussed in this BN taxed when distrib-

topic are fully taxable with the exception of the Roth IRA. :uted.
O True M False :

%Review the answers
:with the class when
: complete.

: She did it before the ’
Question 2: Mary opened a Roth IRA 3 years ago. In : 5-year period ended.
2009, 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.

O True ™ False It was made six years after

Question 3: Amy contributed to a Roth IRA for 5 years. :herfirst contribution and
In year 6 (at age 60), she took a distribution from her fienage 9%

IRA. The entire distribution is excluded from her taxable

income.

M True 0O False

N /
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:Point out the explana-
itions of box 7 codes in
i the software, or on the
:back of Form 1099-R.

How are IRA distributions reported?

Traditional IRA

If IRA/SEP/SIMPLE is checked in box 7 of Form
1099-R, ask the taxpayer:

An early distribution from a
traditional or Roth IRA may be
subject to a 10% additional

tax. Refer to lesson 28, Other
Taxes, for more information.

Distributions from a SIMPLE
IRA and from a SEP IRA are
generally fully taxable and are
out of scope for VITA/TCE.

« Was this a distribution from a traditional IRA?

« Were the contributions deducted from income in the
year they were made?

If so, the entire distribution is taxable. Report it on
Form 1040A, lines 11a and 11b or on Form 1040, lines
15a and 15b. If not, the distribution is partially taxable.
In that case, refer the taxpayer to a professional tax
preparer.

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 will be taxable; refer the taxpayer to a professional tax preparer.

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 a similar retire-
ment account within 60 days.

Form 1099-R will be issued to the taxpayer by the financial institution. If it was a direct
rollover by the institution to another institution, box 7 will contain code G. If there is no
code G, then the taxpayer must have redeposited 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.

@ Tax Software Hint: Additional information must be entered for retirement
account rollovers. Refer to the Volunteer Resource Guide (Tab 2), 1099-R Exclusion
Worksheet.

If you are preparing a paper return, the amount of the distribution is reported on Form
1040A, line 11a or on Form 1040, line 15a. To show that this is a qualified rollover and
none of the amount is taxable, enter zero on Form 1040A, line 11b or on Form 1040,
line 15b, and write “Rollover” next to line 11b or 15b.
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/ m EXERCISES (continued)

Question 4: Andrew changed jobs and received Form 1099-R from his previous
employer in 2009. The 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 o eome

:because it was rolled over

B. The entire distribution is excludible from income 3
:into an IRA.

C. The distribution is eligible for the ten-year tax option

D. The distribution is eligible to be taxed at a special rate

N /

What if the distribution is used for charitable purposes?

The taxpayer can have a qualified charitable distribution (QCD) made to an organiza-
tion eligible to receive tax-deductible contributions. If all requirements are met, this
action will exclude any part of the distribution that would normally be taxable. Form
1099-R will be issued to the taxpayer; there is no distribution code for box 7 that identi-
fies a QCD.

The requirements for a QCD include:

» The taxpayer must be at least 70 years old at the time of the distribution.

» Only distributions from traditional IRAs are eligible for this treatment.

» The distribution must be made by the trustee directly to the eligible organization.

« The amount cannot be more than $100,000. (On a joint return, the spouse is eligible
for the same amount.)

* The amount cannot be included with other charitable contributions on Schedule A.
The taxpayer may have marked the box for “Charitable contributions” on the approved
intake and interview sheet. If there is a Form 1099-R for a traditional IRA account and

the taxpayer (or spouse) is at least 70%2 years old, ask if any of the funds were a direct
transfer to a charitable organization.

Taxpayers should have a written acknowledgment from the recipient stating:
» The organization’s name

* The amount

+ The date

+ Astatement indicating there was no personal benefit to the taxpayer

This amount counts toward the required minimum distribution.

If any part of the distribution is a return of after-tax contributions, Form 8606,
Nondeductible IRAs, may need to be completed. Form 8606 requires basis informa-
tion in IRAs from prior years and can be complex. If Form 8606 is required, refer the
taxpayer to a professional tax preparer.

: Assign the exercise.

:Review the answer
twith the class when
: complete.
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Ask a volunteer to
iread the Sue example.

: Display the Volunteer
:Resource Guide (Tab
:2), 1099-R Exclusion
i Worksheet illustration
:of the Simplified Gen-
‘eral Rule.

: Emphasize to stu-
idents that the ages of
:both taxpayers must
ibe used with a joint/
isurvivor annuity.

@ Tax Software Hint: You must indicate in the software if a qualified charitable
contribution was made. Refer to the Volunteer Resource Guide (Tab 2), 1099-R
Exclusion Worksheet.

If you are preparing a paper return, enter the total distribution on Form 1040, line 15a.
Write “QCD” next to the amount on line 15b. This will indicate that all or part of the
distribution is not taxable because it met the requirements of a QCD.

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 (box 7 is unchecked), Form
CSA 1099-R, and Form RRB 1099-R. In general, pension or annuity payments are fully
taxable, if 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

Social security benefits and

IRA distributions are not
reported on the pension line of

+ Employers withheld part of the cost from the the tax return.

taxpayer’s before-tax pay while they worked

example

Sue worked for a software development company for 20 years. She retired in 2009
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

There are two methods used to figure the taxable portion of each pension or annuity
payment: the General Rule and the Simplified Method. Unless an exception applies,
retirees must use the Simplified Method for annuity payments from a qualified plan.
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.

The Simplified Method is used to calculate the tax-free portion of each pension or annu-
ity 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.

Taxpayer’s cost basis + Number of monthly payments = Monthly Tax-Free Portion

@ Tax Software Hint: Refer to the Volunteer Resource Guide (Tab 2), 1099-R
Exclusion Worksheet.

If preparing a paper return, use the Simplified Method Worksheet found in the Form
1040A and Form 1040 Instructions to calculate the taxable portion to be reported
on line 12b/16b of the return. Do not forget to include any amounts in box 4 of Form
1099-R in the Payments section of the tax return.
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To calculate the taxable portion of a pension or annuity using the Simplified General
Rule, you will need certain information:

» The cost in the plan (box 9b of Form 1099-R)

» The taxpayer’s age on the date the annuity began (and the spouse’s age if joint/
survivor annuity is selected)

» 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.

example

Melvin retired from a manufacturing plant in 2009. 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.

~

/ m EXERCISES (continued)

Question 5: Dotty worked for the local tire plant for 32 years. She retired in June
of 2009 and receives a monthly pension of $1,679. (She received six payments
for July through December 2009.) Dotty never contributed to the pension plan; her
employer made all of the contributions. How much of her pension is taxable?

A. $12,074 .
: The amount is fully tax-

B. $11,074 ‘able because she never
C. $10,074 i paid income taxes on
’ ‘employer contributions.

.$1,679

o | J

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 mini-
mum 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 deter-
mine taxability.

Minimum retirement age is generally the earliest age
at which taxpayers may receive a pension, whether or If disability pay is treated as

not they are disabled. wages, it might affect Earned
Income Tax Credit.
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, if the taxpayer has reached the minimum retirement age

Ask a volunteer
:to read the Melvin
:example.

i Assign the exercise.

{Review the answer
twith the class when
:complete.
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i Assign the exercise.

:Review the answer
twith the class when
:complete.

If both the taxpayer and the employer pay for a disability insurance plan, only the
amount the taxpayer receives because of the employer’s payments is taxable as

income. The taxpayer’s employer should be able to give specific details about the
pension plan and the amount the taxpayer paid for the disability pension.

If preparing a paper return and the taxpayer has not reached the minimum retirement
age, report the disability income as wages on line 7 of Form 1040A or Form 1040. If the
taxpayer has reached the minimum retirement age, report the disability income as a
taxable pension on the appropriate lines of Form 1040A or Form 1040.

~

Question 6: Annie Jo is 47 years old and has retired on disability from her job. While
loading cargo for a tractor-trailer company, a large box fell on her and left her para-
lyzed. She receives a monthly payment from her former employer’s pension plan.
She has not reached the minimum retirement age set by her company’s pension
plan. On which line of her Form 1040 should you report her disability income?

A. Line 63 .
_ : Annie Jo is below
B. Line 16a : minimum retirement age
C. Line 16b so the income is reported
‘as wages.

KD. Line 7 : j

Retired Public Safety Officers

/ m EXERCISES (continued)

Eligible public safety officers can elect to exclude from income distributions of up to

$3,000 made directly from a government retirement plan to the provider of accident,
health, or long-term disability insurance. See Insurance Premiums for Retired Public
Safety Officers in Publication 575 for more information.

@ Tax Software Hint: If the taxpayer is eligible for the exclusion, refer to the
Volunteer Resource Guide (Tab 2), 1099-R Exclusion Worksheet.

What other retirement income issues are there?

There are a few other issues related to reporting retirement income that you may
encounter. Some of the following distributions are subject to various additional taxes
that are computed on Form 5329, Additional Taxes on Qualified Plans (Including IRAs)
and Other Tax-Favored Accounts. The completion of this form is not included in the
VITA/TCE training. Refer taxpayers who must complete Form 5329 to a professional
tax preparer.

Lump-Sum Distributions

A lump-sum distribution is the distribution or payment within one tax year of an employ-
ee’s entire balance from all qualified pension, stock bonus, or profit-sharing plans that
the employer maintains. The distribution does not include deductible voluntary employee
contributions and certain amounts forfeited or subject to forfeiture. Distributions from
IRAs or tax-sheltered annuities do not qualify as lump-sum distributions.

11-10
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To qualify as a lump-sum distribution, the payment must have been made:
* Because the plan participant died
» After the participant reached age 59 1/2

« Because the participant (not including a self-employed individual) separated from %Re"iew the Cfiteﬁa f_or
service with the employer or §a B ribution.

+ After the participant, if self-employed, became totally and permanently disabled

Lump-sum distributions are reported on Form 1099-R like any other pension distribu-
tion. Some lump-sum distributions qualify for special tax treatments. If Form 1099-R,
box 7 indicates a distribution code of A, it is a lump-sum distribution and qualifies for
special tax treatments. Taxpayers with this situation should be referred to a profes-
sional tax preparer.

Premature Distributions

A premature distribution is an early withdrawal from a retirement fund, for purposes
other than retirement, by a taxpayer who is under 59 1/2. Early distributions can be
subject to an additional 10% tax. The tax applies to the taxable portion of the distribu-
tion or payment.

Certain early distributions are excluded from the early distribution tax. If the distribution
code in box 7 of Form 1099-R is 2, 3, or 4, the taxpayer does not have to pay the
additional tax.

If the distribution code in box 7 is 1, the taxpayer will be subject to the additional 10%
tax, unless an exception applies. If preparing a paper return, enter 10% of the taxable
amount in the Other Taxes section of Form 1040 and write “No” on the line to indi-
cate Form 5329 is not required. However, if after reviewing Publication 17, Individual
Retirement Arrangements (IRAs) or Retirement Plans, Pensions and Annuities, you
determine that the taxpayer meets one of the exceptions and does not have to pay the
additional tax, refer the taxpayer to a professional tax preparer.

Minimum Distributions

To avoid an additional tax, participants in retirement plans must begin taking a Required
Minimum Distribution (RMD) by a previously specified date. That date is April 1 of the
calendar year following the year in which the taxpayers either reached age 70%5, or
retired, whichever is later. For IRAs, it does not matter if the taxpayer is employed.
These rules do not apply to Roth IRAs. The trustee of the qualified plan will contact the
taxpayer at the appropriate time to begin RMD.

After the starting year for RMDs, taxpayers must receive the minimum distribution for
each year by December 31 of that year. (The starting year is the year in which the
taxpayer reaches 70"z or retires.) If no distribution is received during the taxpayer’s
starting year, the required minimum distributions for two

years must be received the following year, one of which éaution W .

1 a voluntecr
must be taken by April 1. If the taxpayer does not : )

yap receive the minimum distribu- §t° read the caution.
This information is provided for your information only, tion, an additional tax may
to help you answer any questions a taxpayer may ask | Peimposed. The tax is 50% B ident under-
about RMD. RMD distributions are reported on Form of the difference between the tandi f thi
. p minimum distribution and the B - s e

1099-R and included on the return using the proce- amount actually distributed for | :t10n:
dures previously discussed. @e tax year. J
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Ask a volunteer
‘to read the examples.

Temporary Waiver of Required Minimum Distributions
(RMDs) for 2009

For 2009, taxpayers are not required to take an RMD from their IRAs or defined contri-
bution plans. This waiver applies to plan participants as well as to beneficiaries. The
waiver also applies to taxpayers who turned 70 1/2 in 2009 and delayed their 2009
RMD until April 1, 2010. The waiver does not apply to RMDs for 2008, even if the
taxpayer turned 70 1/2 in 2008 and chose to take the 2008 RMD by April 1, 2009.

example

Ralph retired in 2003. He turned 70%2 in 2008. He must begin taking minimum
distributions from his qualified plans by April 1, 2009.

example

Myrna was 72 when she retired in 2008. She must begin taking minimum distribu-
tions from her qualified plans by April 1, 2009. The waiver does not apply to her
required minimum distribution for 2008, even though she has until April 1, 2009 to
take it.

example

Sam retired in 2005. He turned 70 1/2 in 2009. The temporary waiver of RMDs for
2009 applies to Sam.

example

Irving was still employed when he turned 72 on March 12, 2009. He was required
to begin taking minimum distributions from his traditional IRA after age 70" even
though he was not yet retired. He turned 70%2 on September 12, 2007 and began
taking minimum distributions before April 1, 2008. Irving is not required to take an
RMD from his IRA in 2009 due to the temporary waiver.

(zss53 ) (8¢ ) (s352 ) (23 )
N7 NP7 N N

Withdrawal of Excess IRA Contributions

An excess IRA contribution is the amount contributed to a traditional IRA during the
year that is more than the smaller of:

« $5,000 ($6,000 if age 50 or older), or

» The taxable compensation for the year

The taxpayer may not know that a contribution is excess until the tax return is
completed after the end of the year. When this situation is identified, the excess
amount, with any earnings on that amount, must be withdrawn by the due date of the

return (including extensions). If the excess amount is not withdrawn by the due date of
the return, the taxpayer will be subject to an additional 6% tax on this amount.

The withdrawn excess contribution is not included in the taxpayer’s gross income if
both of the following conditions are met:

* No deduction was allowed for the excess contribution

« Allinterest or other income earned on the excess contribution is withdrawn by the
due date of the return, including extensions

11-12
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However, taxpayers must include the earnings on the excess contribution as income on
the return. This income is reported on the return for the year in which the excess contri-
bution was made. The withdrawal of interest or other income may also be subject to an
additional 10% tax on early distributions.

~

/ m EXERCISES (continued)

. . . “ They must withdra
Question 7: Taxpayers who withdraw excess contribu- Y T
‘excess contributions/earn-

tions by the end of the tax year are not subject to an 5ings by the return due date
additional 6% tax on the excess contribution. “to avoid the tax.
™M True O False ’

Question 8: Helen turned 71 on March 17, 2009. She {The $1,479 is for tax
retired in 2001. She has never taken any distribution :year 2008, the year Helen
from her traditional IRA accounts. The bank told her that : feached 70% years old.
she now needs to take a minimum distribution of $1,479 B cporry

: . :waiver, an RMD is not
per year. Helen is required to:  required for 2009.

A. Take a distribution of $1,479 by December 31, 2009

B. Take a distribution of at least $1,479 by
April 1, 2009

C. Take a distribution of $2,958 by December 31, 2009

@. Not take any distributions until 2010 J

How do | determine when an adjustment to withholding
should be made?

After the completion of the return, if the taxpayer owes $1,000 or more on the tax
return, you should discuss their withholding and estimated tax options with them.
This is covered in more detail in the Concluding the Interview lesson.

Sometimes taxpayers are not aware that they can request federal income tax to be
withheld from their retirement income by filing Form W-4P, Withholding Certificate for
Pension or Annuity Payments. This form is sent to the /—

payer. Also, Form W-4V, Voluntary Withholding -

Request, is used to request withholding from social Taxpayers who receive a very

security benefits. This form is sent to the Social large refund may make better

Security Administration use of their funds if the with-
' holding is lowered. Explain

For additional help, taxpayers can refer to Publication | ways they can reduce their
919, How Do | Adjust My Tax Withholding?, or visit the @thhmd'”g- J
IRS Web site at www.irs.gov and use the “Withholding
Calculator.” A taxpayer who chooses not to have tax withheld may have to pay esti-
mated tax each quarter. Failure to have enough federal income tax paid throughout the
year can result in a large amount of tax being owed when the return is due. It can also
result in a penalty. Form 1040-ES, Estimated Tax for Individuals, is used to calculate
the estimated quarterly payment and provides vouchers with which to remit the

payments.

i Assign the exercises.

:Review the answers
twith the class when
: complete.
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: Assign the exercise.

:Review the answer
:with the class when
:complete.

:Review the lesson
i summary.

i Assign the workbook
iexercise and review
:as a class when done
i (optional).

~

/ m EXERCISES (continued)

Question 9: Faith comes to your site to get her 2009 tax return done. When you
finish her return, you explain to her that she owes $985, and that she needs to pay
this amount by April 15, 2010. She says that she will pay the amount, but wants to
know if there is some way to have more tax withheld from her pension so that she
doesn’t owe so much at the end of the year. Which form should she complete to

increase the withholding from her pension? — -
: This form is used to

A. Form W-4P irequest a change in with-
:holding on a pension.

@. Form W-4V

Summary

This lesson helped you identify, calculate, and report the taxable portion of retirement
income received by the taxpayer. It reviewed the types of retirement income and the
forms used to report them. You learned when taxpayers of retirement age are required
to take a minimum distribution from a retirement plan and when they may need to
adjust their withholding.

-~

~

To gain a better understanding of the tax law, complete the comprehensive problem,
practice exercise(s), or supplements for your course of study in Publication 4491-W.

Wi

TAX LAW APPLICATION USING THE WORKBOOK

For practice using the tax preparation software, complete the scenarios 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 intermediate and advanced parts
of 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.

11-14
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/ m EXERCISE ANSWERS \

Answer 1: False. In addition to Roth IRAs, nondeductible contributions to
traditional IRAs are also not taxed when they are distributed.

Answer 2: False. Mary’s distribution was not made after the 5-year period begin-
ning with the first taxable year she made a contribution to her Roth IRA. Therefore,
the earnings/investment gains portion of the distribution will be taxable income.
(She may also owe an additional tax on early distributions. This will be discussed in
Lesson 28.)

Answer 3: True. Amy’s distribution can be excluded from her taxable income
because it was made more than five years after the beginning of the taxable year of
her first contribution, and it was made on or after age 59%.

Answer 4: B. Andrew can exclude the entire distribution from income because it
was rolled over into an IRA within the allowed 60-day period.

Answer 5: C. Dotty’s entire pension amount of $10,074 (6 x $1,679) is fully taxable
because she has never paid income taxes on her employer’s contribution to her
pension.

Answer 6: D. Because Annie Jo has not reached the minimum retirement age set
by her employer, you should report her disability income as wages on line 7 of her
Form 1040.

Answer 7: True. Taxpayers must withdraw excess contributions and any earnings
by the due date of the return (including extensions) to avoid the additional 6% tax
on the excess contribution.

Answer 8: B. Taxpayers are required to begin receiving distributions from their
qualified plan by April 1 of the calendar year following the year in which they reach
age 70%. Helen was 70z by the end of 2008. She should take a distribution of
$1,479 for tax year 2008 by April 1, 2009. Due to the temporary waiver, an RMD is
not required in 2009.

Answer 9: A. Generally, Form W-4P, Withholding Certificate for Pension and
Annuity Payments, is used to request a change in withholding on a pension.

N /
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L_esson 12: Income — Rental and Schedule K-1s

o%x®

Introduction

This lesson will help you identify and report certain income from Schedule K-1s; Form
1041, Form 1065, and Form 1120S. This topic is in-scope for the first time this year for

Advanced, Military and International courses.

This lesson also covers rental income and expenses for the Military and International

courses.

CAUTION

The at-risk and passive activity issues in this lesson are beyond the usual scope of volun-
teer training, with the exception of assisting military and other government employees living
abroad and with limited access to both resources and professional preparers.

To determine if a taxpayer needs to file Schedule E,

use the interview techniques and tools discussed in the
Screening and Interviewing lesson. The approved intake
and interview sheet lists income from rental property,
but does not list income from Schedule K-1s. It is impor-
tant to ensure that all income is accurately reported on
the return. Ask taxpayers if they rented out their home
or other property during the tax year or if they received
a Schedule K-1 (Form 1041, Form 1065, or Form
11208S) from a trust, partnership, or S corporation.

Objectives

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

+ Identify Schedule K-1 income items that are within
the scope of the VITA/TCE program

» Determine how to report Schedule K-1 income items

» Determine which types of rental income must
be reported

+ Identify how to report rental expenses

This lesson does not apply
to taxpayers who are in the
actual business of renting
properties.

O

Oo0o0oo0ooooao

CAUTION

What do | need?

Approved Intake and
Interview Sheet

Volunteer Resource Guide
Publication 17

Publication 4491-W
Publication 541
Publication 527
Publication 551

Schedule A

Schedule E

Optional:

O

O
O
O

O

Publication 925
Publication 946
Form 8582

Schedule K-1 (Form 1041
and Instructions)

Schedule K-1 (Form 1065
and Instructions)

Schedule K-1 (Form 1120S
and Instructions)

Instructor Notes

Review objectives
twith the class.

Point out the
‘resources cited under
:What do I need?

Lesson 12: Income — Rental and Schedule K-1s
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Schedule K-1s

What is reported on Schedule K-1?

Schedule K-1 is used to report the taxpayer’s share of income, other distributions,
deductions, and credits from partnerships, S corporations, and some estates and
trusts. Accurate filing of the forms is important because the IRS matches income from
Schedule K-1 to other tax returns. The income, other distributions, deductions, and
credits will be reported on Forms 1041, 1065, or 1120S.

How and where can income be reported?

Income reported on Schedule K-1 will be included on the taxpayer’s return in various
places depending upon the type of income. Income reported on Schedule K-1 that is

within the scope of the VITA/TCE program includes: /_.—\

Any other income, deduc-
tions, credits, etc. reported on
+ Net short-term capital gains and losses (Schedule D) | Schedule K-1 is out of scope

) ) for VITA/TCE and the taxpayer
* Net long-term capital gains and losses (Schedule D) | should be referred to a profes-

» Tax-exempt interest income (Form 1040, line 8b) Qonal tax preparer. j

* Interest income (Schedule B)

» Dividend income (Schedule B)

Schedule K-1 (Form 1041)

The fiduciary of a domestic decedent’s estate, trust, or bankruptcy estate uses Form
1041 to report income, gains, losses, etc. of the estate or trust.

Taxpayers receive Form 1041, Schedule K-1 to report the income from interest, divi-
dends (ordinary and qualified), and capital gains (net short-term and net long-term).
The taxpayer’s income from these sources should be reported on the appropriate forms
and schedules as listed on page 2 of Form 1041, Schedule K-1.

@ Tax Software Hint: The name and identification number of the estate or trust are
reported in Part Il of Schedule E. For software entries, see the Volunteer Resource
Guide (Tab 2), Income.

Schedule K-1 (Forms 1065 and 1120S)

Partnerships use Form 1065, Schedule K-1 to report the taxpayers’ share of the part-
nership’s income, deductions, credits, etc. Although the partnership is not subject to
income tax, the taxpayer is liable for tax on their share of the partnership income,
whether that income is distributed or not.

Corporations use Form 1120S, Schedule K-1 to report the taxpayers’ share of the
corporation’s income (reduced by any tax the corporation paid on the income), as
well as any deductions, credits, etc. The taxpayer is liable for tax on their share of the
corporation’s income, whether that income is distributed or not.

12-2
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Taxpayers receive a Schedule K-1 (Form 1065 or Form 1120S) reporting their share of
income from interest, dividends (ordinary and qualified), and capital gains (net short-
term and net long-term) from partnerships and corporations. Page 2 of Schedule K-1
lists the appropriate forms and schedules where the taxpayer’s income from these
sources should be reported.

@ Tax Software Hint: The name and identification
number of the partnership or S corporation are reported
in Part Il of Schedule E. For software entries, see the
Volunteer Resource Guide (Tab 2), Income.

*®

What is rental income?

Schedule K-1s are not filed
with the tax return. Advise
taxpayers to keep Schedule
K-1s with their records.

Renting a room or a home to a tenant is an income-producing activity. U.S. citizens and
resident aliens must report rental income, regardless of whether the rental property
is located in the U.S. or in a foreign country. Gross rental income may include other

payments in addition to the normal and ordinary rents
received, such as: .

« Advanced rent The security deposit is not
included in income when the
» Security deposits taxpayer plans on returning
. the deposit at the end of the
* Payments for breaking a lease lease. However, if the security

deposit is intended to serve as
the last month’s rent, then it

« Fair market value of property or services received in | should be included in income

+ Expenses paid by the tenant

exchange for rental payments Qhen [Beeies J
The taxpayer’s method of accounting affects when the /—
rental income is reported. The cash method reports - \
income when received and expenses when paid; the It is important that property be
accrual method reports income when earned and rented at fair rental value. If a

expenses when incurred. Most individuals use the cash | Property is rented at less than
. fair rental value, the income
basis method.

and expenses are reported in
a different manner than
discussed in this lesson. Refer

@ Tax Software Hint: Use Schedule E to report ¢ :
axpayers who rent their prop-

rental income only when taxpayer is not in the busi- erty at less than fair rental
ness of renting property. For software entries, see value to a professional tax
the Volunteer Resource Guide (Tab 2), Schedule E — erarer. J

Rental Income and Loss.

What qualifies as a rental expense?

Taxpayers who reside in homes they own generally report mortgage interest and prop-
erty taxes as itemized deductions on Schedule A. However, when a taxpayer rents out
a home, those become rental expenses along with the cost of repairs, maintenance,
and certain other operating expenses.

Lesson 12: Income — Rental and Schedule K-1s

12-3




i Ask a volunteer to
:read the Paul example.
: Answer any student

i questions.

: Assign the exercise.

Review the answer
gwith the class when
i complete.

What about mortgage interest and property taxes?

Mortgage interest and property taxes are deductible as rental expenses. If the resi-
dence (or a portion of the residence) was used as rental property for any part of the
year, the taxpayer must allocate the property tax and mortgage interest deductions
between Schedule A and Schedule E.

In general, taxpayers use Schedule A, Itemized Deductions, to report the portion of
the mortgage interest and property taxes that apply to their use of the home. That
portion can be based on a percentage of time (4 months as a residence and 8 months
used as rental) or based on an area (1,500 sq. ft. as a residence and 500 sq. ft. as the
rental portion). For the part of the year and/or the portion of the home that is rented
out, taxpayers report rental income and expenses (including a portion of the mortgage
interest, property taxes, and other expenses that relate to the rental time/portion of the
home, etc.) on Schedule E, Supplemental Income and Loss.

If any part of the property tax is designated for local benefits that increase the value of
the property, such as maintaining streets and sidewalks, that portion of the tax is added

to the basis of the property rather than as an ordinary /—

rental expense or an itemized deduction. -

Mortgage interest is reported to the taxpayer on Form Generally, mortgage interest
. expense is fully deductible.

1098, Mortgage Interest Statement. This statement However, refer taxpayers

may also include property taxes. If it does not, the with rental-related interest

taxpayer will have a document from the local taxing expenses other than mortgage
authority interest to a professional tax

erarer. J
/ example \

Paul Kingman lived in his home through September, when he was notified he was
being transferred overseas. He rented his home beginning in October. The total
amount of Kingman’s mortgage interest for the tax year was $2,400 and his prop-
erty taxes were $600. Report nine months (Jan — Sept) of mortgage interest and
property taxes as itemized deductions on Schedule A, i.e. $1,800 and $450, and
@e other three months (Oct-Dec) as expenses on Schedule E, i.e. $600 and $150J

/ EXERCISES \

Question 1: John Princeton was transferred overseas and began renting out his
residence on September 1 of the tax year. How much of his mortgage interest and
property taxes should be reported on his Schedule E?

A All of it ;John lived in the home for
ey 2 :8 of 12 months. He rented

B. Eight-twelfths (2/3 or 67%) the home 4 of 12 months.

C. Four-twelfths (1/3 or 33%) : The amount he can claim

:on Schedule E is 4/12.

@. None of it : j
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What about property insurance?

The property insurance taxpayers pay on their residence is deductible as a rental
expense for the time it is considered rental property. If the residence is rented for part
of the year, only the amount that covers the rental time is deductible. If a portion of
the residence is rented, the deductible portion must be allocated and deducted on
Schedule E.

Insurance premiums paid more than one year in advance cannot be deducted in one
year. All taxpayers must prorate advanced premium payments over the period covered
by the policy. The only portion deductible in the current year is that amount which
covers the current year.

What are other deductible rental expenses?

In addition to mortgage interest and property taxes, deductible rental property
expenses include these items listed on Schedule E:

* Advertising

* Auto and travel expenses to check on the property
* Cleaning and maintenance

» Commissions paid for collecting rental income

* Insurance premiums

* Property taxes

« Mortgage interest and points When a tenant does not pay
the rent, a cash-basis landlord

+ Legal and professional fees cannot take a deduction for
the unpaid rent. Taxpayers

* Property management fees cannot take a deduction for a

. Repairs payment they did not include
in income.

+ Utilities paid for the tenant K J

+ Other rental-related expenses, such as rental of equipment and long distance phone
calls, condominium/cooperative maintenance fees, etc.

Can auto and travel expenses be deducted as rental expenses?

Taxpayers can deduct ordinary and necessary travel and transportation expenses
attributable to the production of rental income. If the travel was into or outside of the
U.S., the taxpayer should substantiate the pleasure vs. business portions of the trip and
allocate the expenses accordingly.

Taxpayers who use their personal automobile for rental-related trips may use either the
standard mileage rate or the actual expense method for business mileage. The stan-
dard mileage rate of operating your car for rental-related trips is 55 cents a mile.

The standard mileage method multiplies the miles driven for business by a standard
cost. Taxpayers may use the standard mileage rate only if they meet one of these
requirements:

* The vehicle was owned and used the standard method the first year the vehicle was
put into service

« The vehicle was leased and used the standard method for the life of the lease

Lesson 12: Income — Rental and Schedule K-1s
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: Assign the exercises.

{Review the answers
:with the class when
i complete.

The standard mileage rate for miles driven for business
purposes is 55 cents per mile. The actual expense
method figures the deduction based on a variety of
factors, including gasoline, oil, repairs,insurance, rent-
als, and may even involve depreciation or the value of
a vehicle provided by the taxpayer’s employer.

This lesson discusses only the
standard mileage rate. If the
taxpayer wishes to use the
actual method, refer them to a
professional tax preparer.

Are repairs and improvements deductible?

Taxpayers often misunderstand when an expense qualifies as a repair or an improve-
ment. A repair keeps the property in good operating condition; the cost is a current-year
deduction. An improvement adds to the life or material value of the property, or adapts
it to new uses; the cost must be depreciated over

the recovery period for the improvement. The total [ . \

cost of an improvement includes material, labor, and Additional information

installation. on rental income can be
found in Publication 527,

@ . ) Residential Rental Property,
Tax Software Hint: For software entries, go to and Publication 946, How to

Schedule E - Rental Income and Loss in the Volunteer erreciate Property. J
Resource Guide (Tab 2).

Repairs (Deduction) Improvements (Depreciation)
Painting Adding a room

Fixing gutters Installing a new fence

Repairing driveways Putting in plumbing or wiring
Replacing window glass Replacing hot water tank

Repairing the roof Putting on a new roof

Repairing appliances Replacing/adding major appliances

/4
/ EXERCISES (continued) \

Question 2: All of the following are examples of deductible rental expenses except:
A. Carpet cleaning fees

B. Charges for phone calls made to the property manager | octs and fees must relate

C. Gas and electric bills paid for the tenant :to the rental property to
‘be deductible as rental

D. Repairs made to the homeowner’s personal resi- §expenses‘

dence i

Question 3: Which of the following rental expenses must be recovered by
taking depreciation? .
: Fencing adds to the value
A. Home insurance premiums “of the property so it can-
not be deducted as a rental
i expense; it must be depre-
C. Installing a backyard fence i ciated over the useful life
: of the improvement.

B. Painting

D. Repairing a broken furnace

N /
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How do | handle depreciation of rental property?

The cost of property with a useful life of one year or more, and used in a trade or busi-
ness or held for the production of income (such as rent), is recovered by deducting an
expense called depreciation.

“Depreciable property” includes buildings, machinery, furniture, equipment, vehicles,
and any cost for additions or improvements to rental property. The value of land,
however, is not depreciable: therefore, the cost of clearing, grading, planting, or other
land improvements are also not depreciable.

The annual amount of depreciation on property reduces the taxpayer’s basis in that
property. Taxpayers should claim the correct amount of depreciation every year. Even
if they did not deduct the depreciation during any tax year, they must still reduce their
basis in the property by the amount of depreciation that they should have deducted.

What factors affect depreciation?

The factors that affect the depreciation amount are:
» Depreciation method

» Basis of the property

* Recovery period for the property

Depreciation Method
The most common methods for determining depreciation are:
» Property placed in service before 1981: Straight line or declining balance

» Property placed in service after 1980 but before 1987: ACRS (Accelerated Cost
Recovery System), and

* Property placed in service after 1986: MACRS (Modified Accelerated Cost Recovery
System)

This training focuses on the MACRS method.

~

/ m EXERCISES (continued)

Question 4: Taxpayers have the option of not claiming a depreciation deduction
they are entitled to and avoid reducing the basis in their depreciable property.

R alse gTaxpayers should claim

 the correct amount of
: depreciation every year.

Question 5: All of the following property may be depre-
ciable EXCEPT ___.

A. Furniture
B. Buildings :The value of land is not
C. Land i depreciable; furniture

:and vehicles are depre-

@. Vehicles : ciable property.

/

:Point out if taxpayers
:don’t claim the correct
:amount of deprecia-
‘tion every year, they

: must still reduce their
i basis by the amount

: of depreciation they
:could have deducted.

: Assign the exercises.

{Review the answers
:with the class when
i complete.
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: Ask a volunteer to
:read the Carlos and
! Vanetta example.

: Answer any student
: questions.

/4
/ EXERCISES (continued) \

Question 6: Which method of depreciation is used for “MACRS (modified
property placed in service after 19867 §ACRS) is the method

A. Straight line :used for property placed
:in service after 1986.
B. MACRS )

C.ACRS

Q). Declining balance j

What is considered the basis and adjusted basis for depreciation purposes?

Generally, the basis for depreciation is the purchase e
price of the property, including the cost of improve- @
ments, but not including the value of the land on which For taxpayers who built their

it sits. When property is converted from personal use to | ©Wn home or acquired it as

.. . . an inheritance or gift, the
rental use, the basis is the lesser of the adjusted basis | | . may not be the original

or fair market value (FMV) at the time of conversion. cost. For more information,

The total of the yearly deductions for depreciation can see Publication 551, Basis of

never total more than the basis of the property. KAssets. J
example

Carlos and Vanetta purchased a house in 1985 for $100,000. The value of the
building was $85,000. They made no improvements. In 2009, they were transferred
overseas and decided to rent out the home, which was their personal residence.
The value of the house and land in 2009 was $125,000. The basis for depreciation
is $85,000.

The basis of property must be increased or decreased to reflect certain adjustments
before the depreciation deduction is computed. To find the adjusted basis, add the
purchase price of a home to the cost of any improvements minus:

* Any casualty losses or depreciation previously deducted, and

* Land value

The bas