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RETIREMENT INCOME 

INCOME FROM RETIREMENT AND ANNUITIES  

Pensions and annuities. In general, a pension is a series of payments made to the taxpayer after 
retirement from work. These payments are usually made regularly (monthly) and are based on 
factors such as years of service and earnings. An annuity is a series of payments under a contract 
made at regular intervals over a period of more than one year. Annuity payments can either be a 
fixed or variable amount. The amounts of a variable annuity may vary depending on such things 
as the profits earned by the annuity fund, cost-of-living increases or earnings from a mutual fund. 
A taxpayer may receive an employment related annuity or they may have purchased the contract 
alone. 

Qualified employee plan. A qualified employee plan is an employer’s stock, pension or profit 
sharing plan that meets specific IRS requirements. It qualifies for special tax benefits such as tax 
deferral of employer contributions, certain capital gain treatments or the 10-year tax options for 
lump-sum distributions. To determine if a taxpayer’s plan is a qualified plan, the employee 
should check with their employer or plan administrator. 
 
Distributions from pensions and annuities are generally reported to the taxpayer on Form 1099-R 
and included in income on line 16 of Form 1040. A taxpayer may elect to have federal and/or 
state tax withheld from their pension.  

 

TAXATION OF PENSIONS AND ANNUITIES 
 
When a taxpayer participates in a retirement plan or annuity their distributions may include 
amounts that they contributed, amounts the pension fund earned, plus any employer 
contributions. The part of the distribution that is treated as a recovery of the taxpayer’s 
contribution is tax free. The first step in determining how much of a distribution is taxable is to 
determine the amount of the taxpayer’s investment in the pension or annuity. 
 
Generally the amount of the taxpayer’s investment in the pension or annuity is determined as of 
the date of the pension start date (or the date of the distribution, if earlier). The taxpayer’s cost 
includes the amount of the taxpayer’s after-tax contributions, amounts their employer contributed 
that were taxable at the time paid. It does not include any before-tax contributions or any 
amounts contributed for health and accident benefits. 
 
There are two methods generally used to determine the taxable portion of a distribution: the 
General Rule or the Simplified Method. The General Rule (beyond the scope of this course) is 
used for nonqualified plans and qualified plans if the starting date is before November 19, 1996. 
Under the General Rule, the tax-free portion is based on the ratio of the cost of the contract to the 
total expected return. To figure the amount of expected return, life expectancy tables prescribed 
by the IRS must be used. For more information on the General Rule, get Publication 939, 
General Rule for Pensions and Annuities. 
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The Simplified Method. Under the Simplified Method, the tax-free part of each payment is 
figured by dividing the taxpayer’s cost by the total number of anticipated monthly payments. For 
an annuity that is based on the lives of the recipients, this number is based on the ages of the 
recipients and is determined from a table. For any other annuity, the number is the number of 
monthly payments under the contract. 
 
To make the process less difficult, the IRS publishes a Simplified Method Worksheet with the 
IRS 1040 instruction booklet. By using the booklet and applying some basic math, the taxable 
amount can be calculated in a few basic steps. See the Simplified Method Worksheet in next 
page.  

 

Disability Pensions. A taxpayer who has retired on disability must generally include in their 
income any amount received under a plan that is paid for by their employer. Instead of reporting 
their disability pension on line 16, Form 1040, taxable amounts are reported on Line 7 of Form 
1040 until the taxpayer reaches minimum retirement age. Minimum retirement age is generally 
the age at which the taxpayer can first receive a pension or annuity if they are not disabled. After 
the taxpayer has reached minimum retirement age, any taxable payments are reported as usual on 
line 16, Form 1040. 

 

Lump-Sum Distributions. A lump–sum distribution is the payment in one tax year of the 
taxpayer’s total balance from all of their employer’s plans of one kind (for example, the 
distribution of the total balance from a taxpayer’s profit sharing plan, pension or stock option 
plan). A distribution from a non-qualified plan cannot qualify as a lump-sum distribution. Form 
4972 is used to calculate special tax options available if the taxpayer receives a lump-sum 
distribution.  
 
If “Total Distribution” is checked in Box 2b of Form 1099-R, the taxpayer may have a lump-sum 
distribution that qualifies for special tax treatment. However, just because the box is checked 
does not mean the distribution automatically qualifies. 
 
If the taxpayer receives a lump-sum distribution from a qualified plan, and the plan participant 
was born before January 2, 1936, they may be able to elect optional methods of figuring their tax 
on the distribution. The part from active participation in the plan before 1974 may qualify to be 
taxed as a capital gain subject to a 20% tax rate (usually shown in Box 3 of Form 1099-R). Any 
part before 1974 that does not qualify for the capital gains rate, plus any part from after 1974 is 
taxed as ordinary income. However the taxpayer may be able to use the 10-year tax option. Form 
4792 is used to figure the tax on lump-sum distributions using one of the optional methods 
described above. When using Form 4972, the amount of the lump-sum distribution is not 
included in taxable income on the front page of Form 1040. The tax on the lump-sum 
distribution is computed separately and added to the regular tax figured on the taxpayer’s other 
income. 
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Simplified Method Worksheet (Keep for Your Records) 
 

1. Total pension or annuity payments received this year. Also, add this 

amount to the total for Form 1040, line 16a, or Form 1040A, line 
12a. 

  

_______ 

2. Your cost in the plan (contract) at annuity starting date 

      Note: If your annuity starting date was before this year and you 

completed this worksheet last year, skip line 3 and enter the 

amount from line 4 of last year’s worksheet on line 4 below. 

Otherwise, go to line 3. 

 _______ 

3. Enter the appropriate number from Table 1 below. But if your annuity 
starting date was after 1997 and the payments are for your life and 

that of your beneficiary, enter the appropriate number from Table 2 
below. 

  

_______ 

4. Divide line 2 by the number on line 3.  _______ 

5. Multiply line 4 by the number of months for which this year’s 

payments were made. If your annuity starting date was before 1987, 

enter the amount on line 8 below and skip lines 6, 7, 10 and 11. 
Otherwise go to line 6. 

 _______ 

6. Enter any amount previously recovered tax free in years after 1986.  _______ 

7. Subtract line 6 from line 2.  _______ 

8. Enter the smaller of line 5 or line 7.  _______ 

9. Taxable amount for year. Subtract line 8 from line 1. Enter the 

result, but not less than zero. Also add this amount to the total 
for Form 1040, line 16b, or Form 1040A, line 12b. Note: If your 

Form 1099-R shows a larger taxable amount, use the amount on line 9 
instead. 

  

 

_______ 

10. Add lines 6 and 8.  _______ 

11. Balance of cost to be recovered. Subtract line 10 from line 2.   

_______ 

Table 1 for Line 3 Above 

IF the age at annuity starting 

date was: 

AND your annuity starting date was-- 

 before Nov. 19, 1996, 

enter on line 3: 

after Nov. 18, 1996, 

enter on line 3: 

55 and under 300 360 

56-60 260 310 

61-65 240 260 

66-70 170 210 

71 and over 120 160 

Table 2 for Line 3 Above 

IF the combined ages at annuity starting 

date were: 

If after Nov. 18, 1996, enter: 

110 or under 410 

111-120 360 

121-130 310 

131-140 260 

141 or over 210 
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Distributions that do not qualify for lump-sum treatment. The following do not qualify for 
either the special capital gain treatment or the 10-year tax treatment: 
 

• Any distribution that is partially rolled over to another qualified plan or IRA 

• Any distribution if the taxpayer had made an earlier election to use either the 5- or 10-
year option after 1986 

• Any distribution made during the first five tax years that the participant was in the plan, 
unless the distribution was made because the plan participant died 

• A distribution from an IRA 

• A distribution from a tax-sheltered annuity 

• A distribution from a qualified plan if the participant (or surviving spouse) previously 
received a distribution from the same (or similar) plan and the previous distribution was 
rolled over tax-free to another qualified plan or IRA 

• A distribution from a qualified plan that received a rollover after 2001 from an IRA 
(other 

• than a conduit IRA), a government section 457 plan or a section 403(b) plan 

• A corrective distribution of excess deferrals or excess contributions. 

• For less common situations that do not qualify for lump-sum treatment, see IRS 
Publication 

• 575, Pension and Annuity Income. 
 
The 10-year Tax Option. The 10-year tax option is calculated using a special formula “as 
if” the taxpayer received the distribution over a ten year time period. However, the tax is paid 
only in one year not over the next ten years. The taxpayer should complete Part III of Form 
4972 to elect the 10-year tax option. Special tax rates shown in the instructions for Part III 
are used to figure the tax. 
 

ROLLOVERS 
 

If a taxpayer receives cash or other assets from a qualified retirement plan in a qualified 
distribution, they can defer tax on the distribution by “rolling it over” to another qualified 
retirement plan or traditional IRA. Any amount rolled over is not included in income until it 
is distributed from the new plan without being rolled over. For the purposes of rollovers, a 
qualified retirement plan includes: 
 
• A qualified employer plan 
• A qualified employee annuity 
• A tax-sheltered annuity plan (403(b) plan) 
• An eligible state or local government section 457 deferred compensation plan 
 
If a taxpayer rolls over a distribution to a traditional IRA, they cannot deduct the amount 
rolled over as an IRA contribution. 
 
Also, when the funds are later withdrawn from the IRA, they cannot use the optional 
methods of taxation discussed earlier under Lump Sum Distributions. 
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Distributions Eligible to be Rolled Over. Distributions that can be rolled over include a 
complete or partial distribution of a qualified retirement plan except: 
 
• Any series of substantially equal distributions paid at least once a year over; 

o The lifetime (or life expectancy) of the taxpayer; 
o The joint lives (or life expectancies) of the taxpayer and beneficiary; or 
o A period of 10 years or more 

• A required minimum distribution 
• A hardship distribution 
• A corrective distribution of excess contributions or deferrals 
• Most loans treated as a distributions 
• Dividends on employer securities, and 
• The cost of life insurance coverage. 

 
Also, distributions to a beneficiary of a plan participant are generally not treated as an 
eligible rollover distribution. However the distribution may be eligible for roll over if the 
distribution is made as a result of a Qualified Domestic Relations Order or if the distribution 
is made to a surviving spouse. 
 
If the taxpayer rolls over only part of a distribution that includes both taxable and nontaxable 
amounts, the amount rolled over is treated as coming first from the taxable part of the 
distribution. 

 

Rollover Options. There are two options for rollover contributions: 
 

1. The funds are directly rolled over. 
2. The funds are paid directly to the taxpayer and then deposited to another retirement 

plan (indirect rollover). 
 
Both options have tax consequences detailed below. 
 
Direct Rollovers. A direct rollover occurs when any part or all of an eligible distribution is 
paid from one plan directly to another qualified retirement plan or to a traditional IRA. At no 
time does the taxpayer receive any funds. 
 
There is an automatic rollover requirement for mandatory distributions made after March 27, 
2005 under the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA). A 
mandatory distribution is one made without the taxpayer’s consent and before they reach the 
later of age 62, or normal retirement age. The automatic rollover requirement applies if the 
distribution is more than $1,000, is an eligible rollover distribution and the taxpayer does not 
specify whether the funds should be paid directly to them or rolled over. If no choice is 
made, the plan administrator will automatically roll over the distribution into an IRA of a 
designated trustee or issuer. 
 
These "mandatory cash-out" distributions are intended to allow plans to avoid the 
administrative burdens and costs associated with maintaining small plan balances for 
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participants who terminated employment with the plan sponsor and are entitled to receive a 
distribution from the plan. 
 
These requirements call for immediate action by most plan sponsors. For example, 
mandatory distributions between $1,000 and $5,000 which would previously have been sent 
to a participant as a matter of course, must not be mailed out to any participant who has not 
made an affirmative election to receive it. 
 
The mandatory distribution (or cash-out) is an immediate distribution of amounts of $5,000 
or less made due to an employee’s termination of service and before normal retirement age 
(or age 62, if earlier) and which does not, under the terms of the plan, require consent of the 
participant or spouse. Note that there is no requirement that a plan provide for mandatory 
cash-out of small benefits. However, if a plan includes such a provision, it becomes subject 
to the new automatic rollover rules for mandatory distributions greater than $1,000. 
 
Section 657 of EGTRRA amended § 401(a)(31)(B) of the Code to require that mandatory 
distributions of more than $1,000 from a plan qualified be paid in a direct rollover to a 
traditional IRA of a designated trustee or issuer if the distribute does not make an affirmative 
election to have the amount paid in a direct rollover to an eligible retirement plan or to 
receive the distribution directly. 
 
The provision is still in effect and here is the general information about direct rollover under 
the EGTRRA provision: 
 

a) Cash-out amounts between $1,000 and $5,000 must be rolled over to a traditional 
IRA 

b) When determining the $5,000 balance, rollovers to the plan, and attributable interest 
can be disregarded 

c) The following methods can be used to locate missing participants 
o Social Security Administration’s Letter forwarding program 
o commercial locator services 
o credit reporting agencies 
o internet search tools 

d) Spousal consent is not required for a cash-out 
e) The automatic rollover requirements apply to any mandatory distribution that is more 

than $1,000 and is an eligible rollover distribution that is subject to the direct rollover 
requirements. Therefore, in order for a plan that provides for such mandatory 
distributions to be a qualified plan, it must satisfy the automatic rollover provisions. 

f) A mandatory distribution is a distribution that is made without the participant’s 
consent and that is made to a participant before the participant attains the later of age 
62 or normal retirement age. A distribution to a surviving spouse or alternate payee is 
not a mandatory distribution for purposes of the automatic rollover requirements. 

g) Although the tax code generally prohibits mandatory distributions of accrued benefits 
attributable to employer contributions with a present value exceeding $5,000, the 
automatic rollover provisions apply without regard to the amount of the distribution 
as long as the amount exceeds $1,000. 
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To comply with this provision the IRS previously provided letter-forwarding services to help 
plan administrators locate missing plan participants, but with the August 31, 2012, release of 
Revenue Procedure 2012-35, the IRS stopped this letter forwarding program.  
 
Indirect Rollovers. Instead of having the funds directly deposited with a new plan, the 
taxpayer may elect to receive the funds themselves and then deposit the money into a new 
plan. In this case, 20% of the amount will usually be withheld for federal taxes. If the 
taxpayer intends to roll over the distribution, they must make up the withheld amount from 
personal funds, or they will have to pay tax (plus penalties, if applicable) on the withheld 
amount. 
 
Generally a rollover transaction must be completed by the 60th day following the day on 
which the taxpayer receives the distribution from their employer’s plan. The IRS may waive 
the 60-day requirement when imposing the penalty would not be fair to the taxpayer, such as 
in the event of a casualty, disaster or other event beyond the taxpayer’s control. 
 

IRA ROLLOVER LIMITATION 
 
Starting in 2015, taxpayers can make only one rollover from an IRA to another or the same 
IRA in any 12-month period, regardless of the number of IRAs they own. With this new 
regulation taxpayers will only have one opportunity to make a rollover. The limit will apply 
by aggregating all of an individual’s IRAs, including SEP and SIMPLE IRAs as well as 
traditional and Roth IRAs, effectively treating them as one IRA for purposes of the limit. 
 
The following transactions will not be affected by this disposition: 
 

• Trustee-to-trustee transfers between IRAs are not limited 
• Rollovers from traditional to Roth IRAs ("conversions") are not limited 

 

Rollovers in the Past. 

 

The rollover rule indicates that taxpayers do not have to include in their gross income any 
amount distributed to them from an IRA if they deposited the amount into another eligible 
plan within 60 days according to the Internal Revenue Code Section 408(d)(3)).  
 
The Internal Revenue Code Section 408(d)(3)(B) limits taxpayers to one IRA-to-IRA 
rollover in any 12-month period. Proposed Treasury Regulation Section 1.408-4(b)(4)(ii), 
published in 1981, and IRS Publication 590, Individual Retirement Arrangements 
(IRAs) interpreted this limitation as applying on an IRA-by-IRA basis, meaning a rollover 
from one IRA to another would not affect a rollover involving other IRAs of the same 
individual. This interpretation was not correct and the Tax Court clarified this issue.  
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Correction of Incorrect Treatment of Rollovers. 

 
The Tax Court held in 2014 that taxpayers cannot make a non-taxable rollover from one IRA 
to another if they have already made a rollover from any of their IRAs in the preceding 1-
year period. With this revision, taxpayers with more than one IRA account will have a one-
time opportunity to rollover one of their accounts into another in a 12-month period. This 
issue was clarified by the Tax Court in the Bobrow v. Commissioner, T.C. Memo. 2014-21. 

 

Tax Consequences of the One-rollover-per-year Limit. 

 
Taxpayers that already made one rollover for the year and receive another distribution in the 
same year they will have the following options:  
 

• They must include the amounts in gross income unless the transition rule explained 
later applies, and 

• They may be subject to the 10% early withdrawal tax on the amounts they include in 
gross income. 
 

Taxpayers that decide to pay the distributed amounts into the same (or another IRA) will 
have the following two options: 
  

• Treat the amounts as an excess contribution, and 

• The amounts may be taxed at 6% per year as long as they remain in the IRA. 
 

Transition Relief for some 2014 Distributions 

 

Taxpayers with more than two IRAs accounts will have a fresh start in 2015. In this case a 
distribution that was rolled over in 2014 will not prevent for making another rollover from a 
different IRA account.    
 
Example: Robert has three traditional IRAs: 
 

• IRA-1 

• IRA-2 and  

• IRA-3 
 
In 2014 Robert took a distribution from IRA-1 and rolled it into IRA-2, Robert could not roll 
over a distribution from IRA-1 or IRA-2 within a year of the 2014 distribution. Robert could 
roll over a distribution from IRA-3. This transition gives them a fresh start.  
 
This rule applies only to 2014 distributions and only if different IRAs are involved. So if 
taxpayers took a distribution from IRA-1 on January 1, 2015, and rolled it over into IRA-2 
the same day, they could not roll over any other 2015 IRA distributions (unless it’s a 
conversion). 
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Direct Transfers Not Affected. 

 
Direct transfers made by trustees are not affected by the one-per-year limit. The change will 
not affect taxpayers’ ability to transfer funds from one IRA trustee directly to another, 
because this type of transfers are not a rollover according to Revenue Ruling 78-406, 1978-2 
C.B. 157. The one-rollover-per-year rule of Internal Revenue Code Section 408(d)(3)(B) 
applies only to rollovers. 
 

TAX ON EARLY DISTRIBUTIONS 
 

If the taxpayer receives a distribution from a retirement plan or IRA, and they are under age 
59½, a 10% penalty is generally imposed on the taxable portion of the distribution. The 
penalty is not imposed if the distribution meets one of the following requirements: 
 
• Made as a part of a series of substantially equal periodic payments for the life (or life 

expectancy) of the taxpayer or the taxpayer and beneficiary. 
• Made because the taxpayer is totally and permanently disabled. 
• Made on or after the death of the plan participant. 
 
Additionally, the following exceptions to the penalty exist for distributions from qualified 
retirement plans (not IRAs): 
 
• Made after the taxpayer has separated from service in or after the year they reach age 55; 
• Made to an alternate payee under a Qualified Domestic Relations Order (QDRO); 
• Made to the extent that the taxpayer has deductible medical expenses. This means the 

taxpayer’s medical expenses must exceed 7.5% of their adjusted gross income. The 
taxpayer does not need to itemize deductions in order to qualify for this exception 

• Made from an employer plan under a written election that provides a specific schedule 
for distribution if, as of March 1, 1986, the taxpayer had separated from service and had 
begun receiving payments; 

• Made from an employee stock ownership plan for dividends on employer securities held 
by the plan; or 

• Made from a qualified retirement plan due to an IRS levy of the plan. 
 

Form 5329 is used to calculate any penalty on the early distribution of retirement benefits. 

 

SOCIAL SECURITY AND EQUIVALENT RAILROAD RETIREMENT 

BENEFITS 
 
As a taxpayer has worked through the years, they have made contributions to social security 
and Medicare. When they retire, they can apply to receive social security benefits. Social 
security benefits as used in this chapter also include monthly survivor and disability benefits. 
They do not include supplemental security income (SSI) payments, which are not taxable. 
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Equivalent tier 1 railroad retirement benefits are the part of tier 1 benefits that a railroad 
employee or beneficiary would have been entitled to receive under the social security system. 
They are often called the social security equivalent benefits (SSEB). 
 
The Social Security Administration (SSA) reports social security benefits on Form SSA-1099 
and Form SSA-1042S. The Railroad Retirement Board (RRB) issues Form RRB-1099 and 
Form RRB-1042S. 
 
How to Determine When Social Security Benefits (or RRB) Are Taxable. To determine if 
any of the taxpayer’s social security benefits are taxable, the following information is 
needed: 
 

• The taxpayer’s filing status 

• One-half of the social security benefits (plus one-half of the spouse’s benefits, if filing a 
joint return) 

• The total of the taxpayer’s other income, including any tax exempt interest (plus the 
spouse’s other income, if filing a joint return). 

 
If the sum of the one-half of the social security benefits plus the total of the other income 
exceeds the base amount (shown below) for the taxpayer’s filing status, some of the social 
security benefits will be taxable. 
 
Base Amounts. The base amount for each filing status is shown below. 
 

• Single, head of household or qualifying widow(er) - $25,000 

• Married filing separately and lived apart from spouse all year - $25,000 

• Married filing a joint return - $32,000 

• Married filing separately and lived with spouse any time during the year - $0 
 
How much of the benefits are taxable depends on the total amount of the taxpayer’s benefits 
and other income. Generally, the higher the total amount of income, the greater the taxable 
amount of benefits. Usually up to 50% of the taxpayer’s benefits will be taxable. However if 
either of the following situations applies, up to 85% of the benefits can be taxable: 
 

• The total of one-half of the benefits and all of the taxpayer’s other income is greater than 
$34,000 ($44,000 if married filing jointly); or 

• The taxpayer is married filing separate and lived with their spouse any time during the 
year.  

 
The person who has the legal right to receive the benefits must determine whether the 
benefits are taxable. For example, if a parent and child receive benefits, but the check is 
made out in the taxpayer’s name, the taxpayer should use only their part of the benefits to 
determine whether any benefits are taxable. One-half of the child’s portion of the benefits 
should be added to the child’s other income to determine whether any of these benefits are 
taxable to the child. 
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Lump-sum Distribution of Benefits. Generally the taxpayer should use their 2014 income 
to determine the taxability of benefits received in 2014. However if the taxpayer receives a 
distribution in 2014 of benefits from an earlier year, they may be able to figure the taxable 
part of the payment for a previous year using the income from the earlier year. For additional 
information, see IRS Publication 915, Social Security and Equivalent Railroad Retirement 
Benefits. 

 
How to Report Social Security Benefits. Net social security benefits (from Box 5, Form 
SSA- 1099) are reported on line 20a of Form 1040. The taxable portion of any benefits 
received is included on line 20b, Form 1040. If the taxpayer is married filing separately and 
lived apart from their spouse for all of 2014, also enter “D” to the right of the word 
“benefits” on line 20a. If none of the benefits are taxable, do not report any of them on the 
tax return. 
 
Repayment of Benefits. If the taxpayer repaid benefits in 2014, the amount of benefits 
repaid must be subtracted from the gross benefits they received in 2014, even if the 
repayment was for benefits received in a prior year. 
 
 

INDIVIDUAL RETIREMENT ARRANGEMENTS 

(IRAs) 

HISTORY OF IRAs 

Congress created the traditional IRA in 1974. The benefits of an IRA include the fact that the 
earnings in the IRA are not taxed until the taxpayer begins withdrawing the money, 
presumably when they retire. In addition, the taxpayer may also be able to take a deduction 
for the amount of their contributions to the IRA. 
 
The Roth IRA was created in 1997. Unlike a traditional IRA, the earnings in a Roth IRA are 
not taxed (as long as they are withdrawn appropriately). However, contributions to a Roth 
IRA are never deductible. 
 
The third type of IRA is the Education IRA or Coverdell Education Savings Account. A 
Coverdell ESA is an account created as an incentive to help parents and students save for 
education expenses. If the beneficiary uses the funds for qualified education expenses at an 
eligible institution, there is no tax on the distributions. 
 

THE TRADITIONAL IRA 

According to official IRS publications, a traditional IRA is defined as any IRA that is not a 
Roth IRA or a SIMPLE IRA. The traditional or “original” or “regular” IRA has two 
advantages: 
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1. The taxpayer may be able to deduct some or all of their contributions to an IRA, 
depending on their circumstances. 
2. Generally, amounts in a traditional IRA, including earnings and gains, are not taxed until 
distributed. 

 

How and When can Individuals Set Up a Traditional IRA? A person can set up and make 
contributions to a traditional IRA if they receive taxable compensation and were not age 70 
½ at the end of the year. Compensation includes income from working such as wages, 
salaries, commissions and tips. It also includes income from self-employment. And for IRA 
purposes, compensation includes any taxable alimony and separate maintenance payments 
received under a decree of divorce or separate maintenance. 
 

Compensation does not include earnings from investment property such as rental property, 
interest or dividends. It also does not include pension or annuity income, compensation 
payments postponed from a previous year or income from a partnership for which the 
taxpayer does not provide services that are a material income-producing factor. 
 
A traditional IRA can be set up at any time. However the time for making contributions for 
any specific year is limited. 

 

Putting Money into an IRA and avoid Taxes. There are rules about the amount of money 
that can be contributed to a traditional IRA. The contribution limit should not be confused 
with the amount that can be deducted on the tax return, which will be discussed later. For 
2014 and 2015, the most that can be contributed to a traditional IRA (or the total of all 
traditional IRAs) is the smaller of the following: 
 

• $5,500 ($6,500 if the taxpayer is age 50 or older); or 

• The amount of the taxpayer’s taxable contribution for the year. 
 
Spousal IRA Contribution Limit. If the taxpayer files a joint return and their taxable 
contribution is less than that of their spouse, the most that can be contributed for the year to a 
traditional IRA is the smaller of the following: 
 

• $5,500 ($6,500 if the taxpayer is age 50 or older); or 

• The total compensation included in the gross income of the taxpayer and spouse, 
reduced by the total of the following two amounts: 

 
1. The amount of the spouse’s traditional IRA contribution for the year, and 
2. The amount of the spouse’s Roth IRA contribution for the year. 

If the taxpayer makes too large of a contribution to a traditional IRA, they can apply the 
excess contribution to a later year if the contribution for that later year is less than the 
maximum allowed for that year. However, a penalty of additional tax may apply. See 
Publication 590, Individual Retirement Arrangements (IRAs). 
 
Make IRA Contributions before the Due Date. Contributions can be made to a traditional 
IRA any year that the taxpayer has taxable compensation, as long as they have not reached 
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age 70 ½. The taxpayer is considered to reach age 70 ½ on the date that is six calendar 
months after the 70th anniversary of their birth. 
 
Contributions can be made to a traditional IRA at any time during the calendar year or by the 
due date for filing the tax return for that year, not including extensions. For example, 
contributions for 2014 must be made by April 15, 2015. Contributions made to a traditional 
IRA between January 1 and April 16, 2015 can be designated as being for 2014 or 2015. If 
the taxpayer does not tell the IRA provider which year the contribution is for, the provider 
can assume that the contribution is for the year in which the contribution is received.  

 

Traditional IRA Deductions can Reduce Taxes. The amount that taxpayers contribute to 
their traditional IRA can help them reduce their taxes. The contributions that taxpayers can 
deduct in their income taxes may be limited if the taxpayer or spouse were covered by an 
employer retirement plan at any time during the year. 
 
If the taxpayer (and spouse) was not covered at any time during the year, the amount of their 
deductible contribution is the lesser of: 
 

• The actual contribution to the traditional IRA for year; or 

• The general limit for contributions discussed above. 
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Review Questions Section 1 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. Distributions from pensions and annuities are reported to the taxpayer on: 
 

a) Form 1099-INT 
b) Form 1099-SSA 
c) Form 1099-R 
d) Form W-2 

 
2. For the purposes of rollovers, a qualified retirement plan includes all of the following, 

except: 
 

a) A qualified employer plan 
b) A tax-sheltered annuity plan 
c) An eligible state or local government section 457 plan 
d) All of the above are considered to be qualified retirement plans 

 
3. If a taxpayer rolls over only part of a distribution that includes both taxable and nontaxable 

amounts, the amount rolled over _________________________. 
 

a) Is treated as coming first from the taxable part of the distribution 
b) Is treated as coming first from the nontaxable part of the distribution 
c) Is always treated as a taxable distribution 
d) The taxpayer cannot choose to roll over only part of a distribution 

 
4. A new rollover limitation is in effect starting 2015. One of the following is NOT true 

regarding the new rollover limitation. 
 

a) Rollovers from trustee-to-trustee or conversions are not limited  
b) Rollovers from IRA to IRA of the same kind are not limited 
c) Taxpayers will need to consider IRAs, Simple IRAs and Roth IRAs as different for the 

rollover limitation  
d) Taxpayers will have 12 month to rollover all their IRAs  

 
5. If the taxpayer receives a distribution from a retirement plan or IRA before reaching age 59 

½, there may be a ______ penalty imposed on the taxable portion of the distribution. 
 

a) 10% 
b) 15% 
c) 20% 
d) It varies depending on the filing status of the taxpayer 
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Review Questions 1 – Answers and Discussion 

1. Answer is c. Distributions from pensions and annuities are generally reported to the taxpayer 

on Form 1099-R and included in income on line 16 of Form 1040. A taxpayer may elect to 

have federal and/or state tax withheld from their pension. 

 

2. Correct answer is d. If a taxpayer receives cash or other assets from a qualified retirement 
plan in a qualified distribution, they can defer tax on the distribution by “rolling it over” to 
another qualified retirement plan or traditional IRA. Any amount rolled over is not included 
in income until it is distributed from the new plan without being rolled over. For the purposes 
of rollovers, a qualified retirement plan includes: 

o A qualified employer plan 
o A qualified employee annuity 
o A tax-sheltered annuity plan (403(b) plan) 
o An eligible state or local government section 457 deferred compensation plan 

 
3. Answer is a. If the taxpayer rolls over only part of a distribution that includes both taxable 

and nontaxable amounts, the amount rolled over is treated as coming first from the taxable 
part of the distribution. 
 

4. Answer is a. Starting in 2015, taxpayers can make only one rollover from an IRA to another 
or the same IRA in any 12-month period, regardless of the number of IRAs they own. With 
this new regulation taxpayers will only have one opportunity to make a rollover. The limit 
will apply by aggregating all of an individual’s IRAs, including SEP and SIMPLE IRAs as 
well as traditional and Roth IRAs, effectively treating them as one IRA for purposes of the 
limit. The following transactions will not be affected by this disposition: 

 
• Trustee-to-trustee transfers between IRAs are not limited 
• Rollovers from traditional to Roth IRAs ("conversions") are not limited 

 
5. Answer is a. If the taxpayer receives a distribution from a retirement plan or IRA, and they 

are under age 59½, a 10% penalty is generally imposed on the taxable portion of the 
distribution. 
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If the taxpayer (or spouse) was covered by an employer provided retirement plan, the amount 
of their contribution may be subjected to further limits depending on their income and filing 
status. 
 

 
For the purposes of the IRA deduction limits described in the table above, Modified AGI is 
calculated by starting with the taxpayer’s AGI on page 1 of Form 1040 and refiguring 
without taking into account any of the following amounts: 
 

• IRA deductions 

• Student loan interest deduction 

• Tuition and fees deduction 

• Domestic production activities deduction 

• Foreign earned income deduction 

• Foreign housing exclusion or deduction 

• Exclusion of qualified savings bond interest shown on Form 8815 

• Exclusion of employer-provided adoption benefits shown on Form 8839. 
 

 

 

 

 

 

 

IRA Deduction on Income Taxes for Individuals Covered by a Retirement Plan 

If Filing Status is: And The Adjusted Gross 
Income is: 

The you can deduct on income 
taxes: 

Single of Head of Household $60,000 or less Full amount up to the amount 
of the contribution limit. 

More than $60,000 but less 
than $70,000 

Partial deduction 

$70,000 or more No deduction 

Married Filing Jointly or 
Qualifying Widow(er) 

$96,000 or less A full amount up to the 
amount of the contribution 
limit 

More than $96,000 but less 
than $116,000  

A partial deduction 

$116,000 or more No deduction 

Married Filing Separately. 
(In case taxpayer did not live 
with their spouse at any time 
during the year their filing 
status will be single for 
purpose of IRA deduction) 

Less than $10,000 A partial deduction 

$10,000 or more No deduction 
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Who is Covered by an Employer Plan? Whether or not an individual is covered by an 
employer plan depends on whether the plan is a defined contribution plan or a defined benefit 
plan. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
A defined contribution plan is a plan that provides for a separate account for each person 
covered by the plan. Types of defined contribution plans include profit-sharing plans, stock 
bonus plans, and money purchase pension plans. An individual is considered to be covered 
by a defined contribution plan for a tax year if amounts are contributed or allocated to their 
account for the plan year that ends with or within that tax year. The taxpayer is considered 
covered even if they are not vested in the plan at the time of allocation. 
 
A defined benefit plan is any plan that is not a defined contribution plan. Defined benefit 
plans include pension plans and annuity plans. A taxpayer is considered covered by a plan if 
at any time during the year they are eligible to participate in the employer plan. This rule 
applies even if the employee: 
 

• Declined to participate in the plan, 

• Did not make a required contribution, 

• Did not perform the minimum service required to accrue a benefit for the year. 
 
As with a defined contribution plan, the taxpayer is considered covered even if they are not 
vested (do not have a legal right to) the amount accrued or allocated to the plan. 
 
A taxpayer who is covered under social security or railroad retirement is not considered to be 
covered under an employer retirement plan. 

 

 

 

 

 

If this box is checked if employee 

was covered during the year 



 

The Tax Institute 2015  | Federal Tax Law 18 

 

Continuing Education 

 
Nondeductible Contributions. Although the taxpayer’s deductible IRA contribution may be 
limited, they may still choose to make the full amount of allowable contribution. The 
difference between the total allowable contribution and their total deductible contribution is 
considered to be a nondeductible contribution. 
 
When the taxpayer has a nondeductible IRA contribution, Form 8606 must be filed. Form 
8606 must be filed even if the taxpayer is not required to file a tax return for the year. If the 
taxpayer does not report their nondeductible contributions, all of their contributions to the 
traditional IRA will be treated as deductible and all distributions from the IRA will be taxed 
unless the taxpayer can show that nondeductible contributions were made. 

 

Traditional IRA Distributions. In general, distributions from a traditional IRA are taxable 
in the year received. Traditional IRA distributions may be fully taxable or partly taxable 
depending on whether the taxpayer made any nondeductible IRA contributions. 
 
If only deductible contributions were made, the taxpayer is considered to have no “basis” in 
their traditional IRA. Any distributions are fully taxable when received. 

IRA Deduction on Income Taxes for Individuals NOT Covered by a Retirement Plan 

If Filing Status is: And The Adjusted Gross 
Income is: 

The you can deduct on income 
taxes: 

Single of Head of Household Any amount A full amount up to the 
amount of the contribution 
limit. 

Married Filing Jointly or 
separately with a spouse who 
is NOT covered by a plan at 
work. 

Any amount. A full amount up to the 
amount of the contribution 
limit. 

Married Filing Separately with 
a spouse that IS covered by a 
plan at work. 
 
 

$181,000 or less. A full amount up to the 
amount of the contribution 
limit. 

More than $181,000 but less 
than $191,000. 

A partial deduction. 

$191,000 or more. No deduction. 

Married filing separately with 
a spouse who IS covered by a 
plan at work. 
 
(In case taxpayer did not live 
with their spouse at any time 
during the year their filing 
status will be single for 
purpose of IRA deduction) 

Less than $10,000. A partial deduction. 

$10,000 or more. No deduction.  
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If the taxpayer made any nondeductible contributions to their IRA they have a “basis” or 
investment in the IRA equal to the amount of their nondeductible contributions. The 
nondeductible contributions are not taxed when distributed to the taxpayer. If the taxpayer 
receives an IRA distribution and made nondeductible contributions, Form 8606 must be filed. 
 
Early Distributions. Generally, if the taxpayer is under age 59 ½ and they receive an IRA 
distribution they must pay a 10% penalty on any taxable amounts. Like early pension and 
annuity distributions, there are several exceptions to the age 59 ½ rule. However, not all of 
the exceptions are the same: 
 

• The taxpayer has unreimbursed medical expenses that are more than 7.5% of their 
adjusted gross income. 

• The distributions are not more than the cost of the taxpayer’s medical insurance. 

• The taxpayer is disabled. 

• The taxpayer is the beneficiary of a deceased IRA owner. 

• The taxpayer is receiving distributions in the form of an annuity. 

• The distributions are not more than the taxpayer’s qualified higher education 
expenses. 

• The taxpayer uses the distributions to buy, build, or rebuild a first home. 

• The distribution is due to an IRS levy of the plan. 
 
In addition, distributions that are timely and properly rolled over, as discussed under 
pensions and annuities, are not subject to either regular tax or penalty. Form 5329 is used to 
figure any additional 10% tax owed on a premature IRA distribution. 
 

ROTH IRAs 
 

A Roth IRA is an individual retirement plan that is subject to the same rules that apply to 
traditional IRAs, except for the exceptions discussed in this chapter. To be a Roth IRA, the 
account or annuity must be designated as a Roth IRA when it is set up, although it is possible 
to convert amounts from a traditional IRA to a Roth IRA. 
 
Generally taxpayers can contribute to a Roth IRA if they have taxable compensation and 
their modified AGI is less than: 
 

• $191,000 for married filing jointly or qualifying widow(er) 

• $10,000 for married filing separately and the taxpayer lived with their spouse at any 
time during the year, and 

• $129,000 for single, head of household or married filing separately and the taxpayer 
did not live with their spouse at any time during the year. 

 
However, depending on the amount of their income, the amount of the contribution may be 
limited.  Individuals with incomes above the top number in each category cannot contribute 
to a Roth. The table on the next page outlines whether the taxpayer’s contribution to a Roth 
IRA is affected by the taxpayer’s modified AGI. 
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Roth IRA Contribution Limits 

If Filing Status is: And Modified Adjusted Gross 
Income is: 

Then the contribution amount 
is: 

Single or head of household or 
married filing separately and 
did not live with their spouse 
at any time during the year 

Less than $181,000 Up to $5,500 ($6,500 if age 50 
or older) 

More than $181,000 but less 
than $191,000 

A reduced amount. 

$191,000 or more No contribution 

Married filing joint/Qualified 
widow(er) 

Less than $114,000 Up to $5,500 ($6,500 if age 50 
or older) 

More than $114,000 but less 
than $129,000 

A reduced amount 

$129,000 or more No contribution 

Married filing separately and 
lived with their spouse at any 
time during the year 

Zero $0 Up to $5,500 ($6,500 if age 50 
or older) 

More than zero $0 but less 
than $10,000 

A reduced amount 

$10,000 or more No contribution 

 
Roth IRA Contribution Limit Reduction. If the taxpayer’s Roth IRA contribution must be 
reduced, figure the reduced contribution by using the worksheet on the following page. 

 

Roth IRAs and traditional IRAs. If the taxpayer makes contributions to both a Roth IRA 
and a traditional IRA, the contribution limit for the Roth IRA is generally the same as their 
limit would be if the contribution was made only to a Roth IRA. However the contribution 
limit is reduced by all other contributions for the year other than Roth IRAs. 

 

TAX STRATEGIES FOR ELDERLY 
 
Retirees have more control over their tax situation, since they can decide how much they 
need to withdraw from various retirement plans. Retirees can keep their taxes as low as 
possible by using these time-tested strategies. 
 

Taking full advantage of the standard deduction or itemized deductions and personal 

exemptions. Together, the standard deduction or itemized deductions and the personal 
exemptions represent how much income will be tax-free. Retirees can coordinate taxable 
distributions with their mortgage payments, real estate taxes, and medical expenses. 

 

Accelerate retirement distributions when they have excess deductions. If retirees’ 
standard deduction will exceed their taxable income, consider withdrawing more retirement 
funds than they need. By accelerating income when they have a zero or low tax rates, they 
will avoid potentially paying more taxes in a future year. 

 

Plan to take the Credit for the Elderly. There is a special tax credit for taxpayers age 65 or 
older. But qualifying for the credit takes careful planning. The adjusted gross income needs 
to fall beneath certain limits. 
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Maximize tax-free income. Taxpayers can exclude up to $250,000 in capital gains from 
selling a main home or up to $500,000 if married. Also, interest earned from municipal 
bonds is exempt from tax. 

 

Defer retirement plan distributions until needed. Keeping the taxable distributions to a 
minimum will push more income to future tax years. 
 

DECIDING TO PAY TAXES BEFORE OR AFTER   
 
Traditional and Roth Individual Retirement Accounts (IRAs) have these features in common: 
 

• Both are vehicles to help provide for taxpayers’ long-term financial security; and 
• Each type of IRA is a personal retirement savings plan that offers certain tax 

advantages to those who qualify. 
 

But there are some important differences between the two types of IRAs:  
 

 Traditional IRA Roth IRA 

Types of 

contributions 

Before-tax contributions (if you 
qualify)1 

After-tax contributions 

Tax advantages • At contribution:  
Contributions may be tax 
deductible, depending on 
taxpayer’s modified Adjusted 
Gross Income and other 
factors. 

• At distribution:  
Taxpayers pay federal taxes on 
their accounts’ investment 
earnings and on pre-tax 
contributions when they 
withdraw their money. 

• At contribution: 

Contributions are made on an 
after-tax basis and are not 
eligible for a tax deduction. 

• At distribution: Taxpayers do 
not pay federal taxes on their 
withdrawals (including 
investment earnings) if they 
meet certain requirements2. 

Type of income 

required 

For either type of IRA, taxpayers and spouse must have earned income, 
such as wages, salaries, commissions, tips, bonuses, or income from self-
employment. 

Income limits • None, but taxpayers’ 
ability to deduct their 
contributions from their 
income may be limited if 
one of both spouses are 
eligible to participate in an 
employer-sponsored 
retirement plan1. 

• Taxpayers’ modified 
Adjusted Gross Income 
must be below certain 
limits, depending on their 
tax filing status3. 
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Age limits for 

contributions 

• Taxpayers may no longer 
make contributions for the 
year in which they reach age 
70½—or in later years. 

• Taxpayers 
may continue making Roth 
IRA contributions after age 
70½ if they have earned 
income. 

Contribution 

limits/deadlines 

For both 2014 and 2015, eligible individuals may contribute a maximum of 
$5,500 per year to a traditional IRA, Roth IRA or combination of the two. 
The limit is $6,500 for those who are at least age 50 by December 31. 
Contributions for a tax year can be made until April 15 of the following 
year. 

Distributions 

(Withdrawals) 

• Generally, taxpayers must 
begin taking withdrawals by 
April 1 following the year in 
which they reach age 70½.4 

• Taxpayers may take 
withdrawals of their own 
contributions at any time for 
any reason, tax- and penalty-
free5. 

• Taxpayers are not required to 
take mandatory distributions at 
any age during their lifetime. 

• Taxpayers beneficiaries will be 
subject to minimum 
distribution rules. 

 
1 If taxpayers and/or spouse are eligible to participate in an employer-sponsored retirement 
plan, their contributions may only be tax deductible if they meet the following criteria: 
 

  2014 2015 

Single $60,000-$70,000 $61,000-$71,000 

Married—Filing joint returns $96,000-$116,000 $98,000-$118,000 

Married—Filing separately $0-$10,000 $0-$10,000 

Non-active participant 
spouse 

$181,000-$191,000 $183,000-$193,000 

 
2 In order for distributions to be made from a Roth IRA free of penalties and federal income 
taxes, taxpayers’  Roth IRA must have been established at least five tax years before the 
withdrawal (period begins with the tax year for which their first contribution is made) and 
their distribution must be: 1) made on or after the date they attain age 59½; 2) made to the 
beneficiary or the estate after taxpayer dies; 3) attributable to taxpayer being disabled; or 4) 
taken because taxpayers are a qualified first-time home-buyer (lifetime limit of $10,000). 
 

3 For tax year 2015, taxpayers may contribute to a Roth IRA if they have taxable income and 
their modified Adjusted Gross Income does not exceed the following:  
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Roth IRA modified adjusted gross income phase-out ranges* 

 

  2014 2015 

Single $114,000 - $129,000 $116,000 - $131,000 

Married—Filing joint 
returns 

$181,000 - $191,000 $183,000 - $193,000 

Married—Filing separately $0-$10,000 $0-$10,000 

* As of 2010, there is no income limit for taxpayers who wish to convert a 
traditional IRA to a Roth IRA. 

 
4 Taxpayers plan may require them to begin their withdrawals earlier than noted here. 
 

5 Does not apply to investment earnings on taxpayers’ account or dollars contributed to their 
account through a conversion. 
 

COVERDELL EDUCATION SAVINGS ACCOUNTS/EDUCATION 

IRAS 
 

A Coverdell Education Savings Account is an account created as an incentive to help parents 
and students save for education expenses. The total contributions for the beneficiary of the 
account cannot be more than $2,000 in any year, no matter how many accounts have been 
established. A beneficiary is someone who is under age 18 or is a special needs beneficiary. 
 
The beneficiary of the account will not owe any tax on the distributions if they are less than 
their qualified education expenses at an eligible institution. The benefit applies to higher 
education expenses as well as elementary and secondary education expenses. 
 
Contribution Limits. There are two yearly limits on Coverdell ESAs: 
 

1. The total amount that can be contributed for each designated beneficiary in any year 
cannot be more than $2,000 no matter how many individuals contribute or how many 
Coverdell ESAs are set up for the beneficiary. 

 
2. Generally a taxpayer can contribute up to $2,000 for each designated beneficiary for 

2014. However the contribution limit may be reduced if the taxpayer’s modified AGI 
is between $95,000 and $110,000 ($190,000 and $220,000 if MFJ). 

 

Additional Tax on Taxable Distributions. If the taxpayer receives a taxable distribution 
from a Coverdell ESA, generally they also must have to pay a 10% penalty on the amount 
included in income. However, the following exceptions apply to the 10% additional tax: 
 

• It was paid to a beneficiary on or after the death of the designated beneficiary. 

• It was made because the beneficiary is disabled. 
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• It was included in income because the designated beneficiary received one of the 
following: 

 
1. A tax-free scholarship or fellowship 
2. Veterans’ education assistance 
3. Employer-provided education assistance 
4. Any other nontaxable payments received as educational assistance, other than 

gifts or inheritances 
 

• Made because the designed beneficiary attends a U.S. military academy such as West 
Point, to the extent that the amount of the distribution does not exceed the costs of 
advanced education 

• Included in income only because the qualified education expenses were taken into 
account in determining the Hope or lifetime learning credit 

• A distribution made before June 1, 2015 because of an excess 2014 contribution. 
 

RETIREMENT SAVINGS CONTRIBUTIONS CREDIT (AKA, THE 

SAVER’S CREDIT) 
 
The taxpayer may be able to take a tax credit if they make eligible contributions to a 
qualified retirement plan or IRA. The credit is up to $1,000 ($2,000 if married filing a joint 
return).  
 
If the taxpayer makes eligible contributions, they may claim the credit if all of the following 
apply: 
 

• They must be at least 18 years of age. 

• They are not a full-time student.  

• No one else claims an exemption for the taxpayer 

• Their AGI in 2014 is not more than $60,000 MJF; $45,000 head of household, 
$30,000 for single, MFS or qualifying widow(er). 

 
The amount of the credit is based on the amount of contributions made and the taxpayer’s 
credit rate. The credit rate ranges from 10% to 50% and is based on the taxpayer’s income 
and filing status. To figure the amount of the taxpayer’s Retirement Savings Contribution 
Credit, complete and attach Form 8880. Report the credit on line 51, Form 1040. 
 

Eligible Retirement Plans 

 
The Saver’s Credit can be taken for your contributions to a traditional or Roth IRA; 401(k) 
plan, SIMPLE IRA, SARSEP, 403(b), 501(c)(18) or governmental 457(b) plan; and 
voluntary after-tax employee contributions to a qualified retirement and 403(b) plans. 
 
Rollover contributions are not eligible for the Saver’s Credit. Also, eligible contributions 
may be reduced by any recent distributions that taxpayers received from a retirement plan or 
IRA. 
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Example of reduction in contributions: Jill, who works at a retail store, is married and 

earned $30,000 in 2014. Jill’s husband was unemployed in 2014 and didn’t have any 

earnings. Jill contributed $1,000 to her IRA in 2014. After deducting her IRA contribution, 

the adjusted gross income shown on her joint return is $29,000. Jill may claim a 50% credit, 

$500, for her $1,000 IRA contribution. 

 

IRS AUDITS 
 
Every year the IRS reviews many taxpayers’ information to compare them with their own 
database information; in case the IRS finds any discrepancy with the information received 
they will start a process to resolve the issue. This process is best known as an IRS audit and 
its purpose is to clear any issue or to make a review/examination of the organization or 
individual’s accounts and financial information. The audits are used to ensure that the 
information is being reported correctly, according to the tax laws, and to verify that the 
amount of tax reported is accurate. The audit does not necessary focus on income or expenses 
reported, it can also start by reviewing any personal data that was used to claim credits or 
deductions. 
 

Who is selected for an Audit? 
 

Selecting a return for audit does not always suggest that an error has been made. Returns are 
selected using a variety of methods, including: 
 

• Random selection and computer screening - sometimes returns are selected based 
solely on a statistical formula. A computer program called the Discriminant Inventory 
Function System (DIF) assigns a numeric score to each individual and some corporate 
tax returns after they have been processed. If the return is selected because of a high 
score under the DIF system, the potential is high that an examination of the return 
will result in a change to the income tax liability. 

• Document matching - when the payee records, such as Forms W-2, Form 1099-Misc 
or 1099-K, do not match the information reported. 

• Related examinations - returns may be selected for audit when they involve issues or 
transactions with other taxpayers, such as business partners or investors, whose 
returns were selected for audit. 

 
Note: The IRS does NOT contact an individual via e-mail for an initial appointment. Contact 
related to being selected for an audit will be made via telephone or mail only, due to 
disclosure requirements.  
 

Types of Audits 

 
It is important to know that not every audit is a face to face meeting in which taxpayer or 
taxpayer’s representative meet with the IRS agent. The following are the most common types 
of IRS audit: 
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• A correspondence audit where everything is done by mail. The IRS asks for a 

straightforward answer on less complicated issues, such as proof of an specific 
deduction, and taxpayer mail back the answer  

• An office audit, held in a local IRS office. Here taxpayers or representative will be 
asked to produce receipts and other documents related to specific questions about the 
return, or 

• A field audit, where the IRS agent comes to taxpayer’s or representative’s home or 
place of business 

 

IRS Notices 

 

Each year, the IRS sends millions of notices and letters to taxpayers for a variety of reasons. 
Those letters or notices does not necessary indicate that they will start an audit. Here is a list of 
reasons why the IRS sends them to taxpayers.  
 
1. The IRS only needs a respond to a specific question on the federal tax return or tax account. A 

notice may indicate changes to taxpayer’s account or ask them for more information. It could 
also indicate that a payment is due.  
 

2. Each notice has specific instructions about what to do. 
 

3. The notice may indicate that the IRS has made a change or correction to the tax return. In this 
case taxpayer needs to compare it with the original tax return. 
 

4. If taxpayer agrees with the notice then no answer will be required unless the notice indicates 
to do so.  
 

5. If taxpayer does not agree with the notice a written respond will be required. Taxpayer must 
explain why they do not agree with the changes and include any information and documents 
that they want the IRS to consider. Taxpayers need to mail their reply to the address shown in 
the upper left-hand corner of the notice. The IRS will take at least 30 days to respond. 
 

6. Taxpayer does not need to call or visit any IRS office for more notices. In case taxpayers have 
a question they have to call the phone number in the upper right-hand corner of the notice; 
once they call they will need a copy of tax return and the notice in order to resolve any 
question.  
 

7. A copy of the notice must be kept for future references.  
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Description of IRS Notice and Letters 

 

Notice 

Number 

General Description 

 

CP05 The IRS sends this notice to hold any refund until any of the following information is 
verified on taxpayer’s income tax return:  

• The income reported 
• The income tax withholding amounts reported 
• The claims for tax credits made 
• Any other withholdings, household help or Schedule C income  claimed 

Taxpayers don’t need to take any action at the time because the IRS may contact third 
parties to verify the information reported. If taxpayer doesn’t hear from the IRS within 
45 days from the date of this notice, taxpayer can contact them at the number provided 
on the notice. 

CP05A The IRS requires more documentation to verify any of the following items reported on 
the income tax return:  

• The income 
• The withholdings 
• The tax credits 
• The household help or business income claimed. 

The notice will indicate exactly what documents are required and where to send them.  

CP06 The IRS is auditing taxpayer’s tax return and is requiring more documentation to verify 
the Premium Tax Credit (PTC) claimed. The IRS will hold all or part of the refund until 
the discrepancy with the Premium Tax Credit claimed is solved. Form 14950, Premium 
Tax Credit Verification will explain what documents are required and should be 
provided to the IRS otherwise the credit or refund will be reduced or eliminated.  

CP06A The IRS is auditing the tax return and is requesting more documentation to verify the 
Premium Tax Credit (PTC) claimed. This for may be send after the refund has arrived. 

CP07 The IRS received the tax return but is holding the refund until they complete a more 
thorough review of the benefits claimed under a treaty and/or the deductions claimed on 
Schedule A. Taxpayer does not need to take an action or contact the IRS 

CP11 The IRS made changes to taxpayer’s return because they believe there is a 
miscalculation. Most of the cases these changes result in a balance due. In case 
taxpayers disagree they have to reply within 60 days of the date of the notice. If the 
reply contains the correct supporting documentation or explanation the IRS will reverse 
the change made to the account. However, if taxpayer is unable to provide additional 
information the IRS will forward the case for an audit.  

CPH15 The shared responsibility payment (SRP) assessment is due as a result of a 
recalculation. Based on changes to taxpayer’s income tax liability this responsibility 
payment should be made. The shared responsibility payment is applied for not having 
minimum essential health coverage as required by the IRS. In this case   

5071C 

Letter 

The IRS needs more information to complete the income tax return. In this case the IRS 
needs to verify taxpayer’s identity in order to process the tax return accurately. There is 
a website to verify the identity and submit this information to the IRS directly. The 
website is: idverify.irs.gov. Taxpayer will be required to verify their information 
selecting the correct information that the IRS has received from third parties. 
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Review Questions Section 2 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 

1. Taxpayers can contribute to their IRA account each year but the deduction that they can take 
on their income tax will be based on one of the following: 

 
a) Their coverage under an employer provided retirement plan 
b) Their Filing status  
c) Their adjusted gross income 
d) All of the above 

 
2. From the following contributions made to an IRA which will be taxed when they are 

distributed to a retiree? 
 

a) Nondeductible contributions made to the IRA 
b) Deductible contributions made to the IRA 
c) Spouse’s deductible contributions to the IRA 
d) None of the above 

 
3. The contribution to a Roth IRA for a taxpayer that has a Modified Adjusted Gross Income 

above their limit will be: 
 

a) $5,500 
b) $6,500 
c) A reduced amount 
d) $ 0 

 
4. Taxpayers that want to take a deduction for their contributions made to their eligible 

retirement plan will take the saver’s credit. One of the following is a requirement to take this 
credit: 

 
a) Taxpayer must be at least 18 years old 
b) Taxpayers made contributions and their AGI does not exceed the limit 
c) Nobody else claims an exemption for the taxpayer 
d) All of the above 

 
5. Taxpayers may receive a notice indicating that the IRS will conduct an audit to their tax 

return. Which of the following is NOT a type of an IRS audit? 
 

a) A correspondence audit 
b) An e-audit 
c) An office audit 
d) A field audit 
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Review Questions 2 – Answers and Discussion 

 
1. Answer is d. The amount that taxpayers contribute to their traditional IRA can help them 

reduce their taxes. The contributions that taxpayers can deduct in their income taxes may be 
limited if the taxpayer or spouse were covered by an employer retirement plan at any time 
during the year.  If the taxpayer (or spouse) was covered by an employer provided retirement 
plan, the amount of their contribution may be subjected to further limits depending on their 
income and filing status. 
 

2. Answer is a. In general, distributions from a traditional IRA are taxable in the year received. 
Traditional IRA distributions may be fully taxable or partly taxable depending on whether 
the taxpayer made any nondeductible IRA contributions. If only deductible contributions 
were made, the taxpayer is considered to have no “basis” in their traditional IRA. Any 
distributions are fully taxable when received. If the taxpayer made any nondeductible 
contributions to their IRA they have a “basis” or investment in the IRA equal to the amount 
of their nondeductible contributions. The nondeductible contributions are not taxed when 
distributed to the taxpayer. If the taxpayer receives an IRA distribution and made 
nondeductible contributions, Form 8606 must be filed. 
 

3. Answer is d. Depending on the amount of their income, the amount of the contribution that 
taxpayers can contribute to a Roth IRA may be limited.  Individuals with incomes above the 
top number in each category cannot contribute to a Roth. 
 

4. Answer is d. The taxpayer may be able to take a tax credit if they make eligible contributions 
to a qualified retirement plan or IRA. The credit is up to $1,000 ($2,000 if married filing a 
joint return).  If the taxpayer makes eligible contributions, they may claim the credit if all of 
the following apply: 

• They must be at least 18 years of age. 

• They are not a full-time student.  

• No one else claims an exemption for the taxpayer 

• Their AGI in 2014 is not more than $60,000 MJF; $45,000 head of household, $30,000 
for single, MFS or qualifying widow(er). 

 
5. Answer is b. It is important to know that not every audit is a face to face meeting in which 

taxpayer or taxpayer’s representative meet with the IRS agent. The following are the most 
common types of IRS audit: 
• A correspondence audit where everything is done by mail. The IRS asks for a 

straightforward answer on less complicated issues, such as proof of an specific deduction, 
and taxpayer mail back the answer  

• An office audit, held in a local IRS office. Here taxpayers or representative will be asked 
to produce receipts and other documents related to specific questions about the return, or 

• A field audit, where the IRS agent comes to taxpayer’s or representative’s home or place 
of business 
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IRS Letter of Audit 

 

Taxpayers will receive a Letter 566, which is a notice of the commencement of a correspondence 
audit. This letter will also include in the mailing a Form 886-A, which is an explanation of the 
items requested. 
 
It will also include a copy of IRS Publication 3498-A, which explains the IRS’s examination 
process by mail. 
 
If taxpayers receive Letter 2205-A or Letter 3572, it means that they will receive a field or office 
audit. This letter will ask taxpayer to call the IRS to schedule an appointment. 
 
The letter that a taxpayer receives when he or she is notified of a field or office audit will also 
include a copy of Publication 1, which describes a taxpayer’s rights, as well as Notice 609. It 
might also include Form 4564, which is an Information Document Request. 
 
An Information Document Request, commonly known by its acronym or IDR, is a list of 
documents that the IRS requests for review. The IDR will also include a date by which taxpayers 
are to provide the requested documents to the IRS. 
 

REPRESENTING TAXPAYERS FOR AN AUDIT USING FORM 2848 
 
Professionals that want to assist taxpayers in the tax audit will need to obtain a written 
authorization from taxpayers to act on their behalf. That written authorization is accomplished by 
both tax professional and taxpayer filling out and signing Form 2848, Power of Attorney and 
Declaration of Representative. Tax professional can complete Form 2848 by taxpayers.  
 

Producing Financial Documentation for an Audit 

 
Taxpayer must be aware that the IRS has the right to look at their financial records to see if they 
have reported their deductions, exemptions and credits accurately. Taxpayer must take into 
consideration preparing ahead of time for the audit with the following:  
 

• What is the IRS is looking for?  
• What exact documents are being requested so no other one is shown?  
• Organize the paperwork that will be given to the IRS so the audit agent does not have to 

go looking through stacks of unrelated documents where he may find something else that 
needs auditing 

• If taxpayer is missing a receipt or other documentation, try to reconstruct the 
information with providers of products purchased, based on other documents, like 
canceled checks. 
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Audit Length 

 
The length of each audit varies depending on the type of audit, the complexity of items being 
reviewed, the availability of information being requested, the availability of both parties for 
scheduling of meetings and taxpayer’s agreement or disagreement with the findings. 
 

Statute of Limitation  

 
The statute of limitation is a time period established by law to review, analyze and resolve 
taxpayer and/or IRS tax related issues. 
 
The Internal Revenue Code (IRC) requires that the Internal Revenue Service (IRS) will assess, 
refund, credit, and collect taxes within specific time limits. These limits are known as 
the Statutes of Limitations. When they expire, the IRS can no longer assess additional tax, allow 
a claim for refund by the taxpayer, or take collection action. The determination of Statute 
expiration differs for Assessment, Refund, and Collection. 
 
The Internal Revenue Manual contains the information regarding the statute of limitation for 
each type of return. The manual is updated continually. The Statute Function was established to 
review statute imminent/expired original returns and payments and to determine the Assessment 
Statute Expiration Date (ASED), Refund Statute Expiration Date (RSED) and Collection Statute 
Expiration Date (CSED). 
 
The Statute Function also reviews amended returns for Accounts Management that reflect an 
increase in tax, documents that are not posted or are rejected for statute imminent or expired 
periods. 
 
The following are the statutory period of limitation for certain tax returns: 
 

 

Exceptions to the Statutory Period of Limitation  

 
The following are conditions which extend the Assessment Statute Expiration Date:  
• IRC Section 6501(c)(1), False Return 
• IRC Section 6501(c)(2), Willful Attempt to Evade Tax 
• IRC Section 6501(c)(3), No Return 
• IRC Section 6501(c)(4), Extension by Agreement 

Form Statutory Periods of Limitation 

Form 1040, 1040EZ  
 

3 years after the due date of the return, or 3 
years after the date the return was actually 
filed, whichever is later. 

941 3 years from April 15 of the year following the 
year for which the return was due or 3 years 
after the date the return was actually filed, 
whichever is later. 
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• IRC Section 6501(c)(5), Tax Resulting From Changes in Certain Income or Estate Tax 
Credits 

• IRC Section 6501(c)(6), Termination of Private Foundation Status 
• IRC Section 6501(c)(7), Certain Amended Returns 
• IRC Section 6501(c)(8), Failure to Notify the Secretary of Certain Foreign Transfers 
• IRC Section 6013(b), Joint Return After Filing Separate Returns 
• IRC Section 6501(h), Net Operating Loss (NOL) or Capital Loss Carryback 
• IRC Section 6501(j), Credit Carryback (as defined in IRC Section 6511(d)(4)(c) 
• IRC Section 6501(i), Foreign Tax Carryback 
• IRC Section 6503(a), Statutory Notice of Deficiency 
• IRC Section 6503(c), Taxpayer Outside United States 
• IRC Section 6501 (e)(1), Substantial Omission of Items 
• IRC Section 6501(f), 543(a) & 544, Personal Holding Company 
• IRC Section 6501(b)(3), Substitute for Return - SFR 
• IRC Section 6901, Transferees, & Transferors Transferred Assets 
• IRC Section 6229, Partnership Items 
• IRC Section 6503(h), Bankruptcy 
• Returns with Extension of Time to File 
• IRC Section 1033(a), Involuntary Conversion 
• IRC Section 6501(c)(9), Gift Tax (Form 709) 
• IRC Section 1314 (b), Mitigation 
• IRC Section 664, Charitable Remainder Trusts 
• IRC Section 6501 (e)(3), Excise Tax Substantial Omission 
• IRC Section 6501(c)(10), Listed Transactions 
• IRC Section 6501(m), Certain Credits Elected 
• IRC Section 6501(e)(2), Estate and Gift Tax Substantial Omission 
• IRC Section 6501(e)(1)(C), Relating to Omission of Constructive Dividends 
• IRC 6501(c)(11), Relating to Criminal Restitution 
• IRC Section 6501)k), Relating to Tentative Carryback Adjustments 
• IRC Section 6501(I), Relating to Chapter 42 and Similar Tax 
• IRC Section 6234(e)(2), Relating to Notice of Oversheltered Return 
• IRC Section 4979A(d), Extending the Statute of Limitations for Certain Prohibited 

Allocations 
• Some Forms 2290 (Amended) 
• Special Tax Stamp - each location established ASED (Form 11C) 
• IRC Sections 6503-6504, Other circumstances 
 

REQUIRED DOCUMENTS FOR AN AUDIT 
 

Taxpayers will be provided with a written request for specific documents needed. In this case 
taxpayers must be aware that the law requires them to retain records used to prepare their return. 
Those records generally should be kept for three years from the date the tax return was filed. 
 
The IRS accepts some electronic records. If records are kept electronically, the IRS may request 
those in lieu of or in addition to other types of records. Taxpayer or representative should contact 
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the auditor to determine what can be accepted to ensure a software program is compatible with 
the IRS's. 
 

Importance of Business Records  

 

Taxpayers can receive an audit notice in any year therefore it is important to maintain a good 
record of receipts. Self-proprietors need their records not only for audits but also for the 
following reasons: 
 

• Monitor the progress of their business 
• Prepare their financial statements 
• Identify source of receipts 
• Keep track of deductible expenses 
• Prepare their tax returns 
• Support items reported on tax returns 

 

Documents Required for Sole Proprietors and Employees 

 
The Recordkeeping should apply for self-proprietors and employees. Even employed taxpayers 
can receive an IRS audit and a good recordkeeping will help them solve the issue faster. The 
following information could apply for both businesses and employed taxpayers. We may 
emphasize when it is intended for businesses or employees.     
 
Taxpayers may choose any recordkeeping system suited for their business. The record must 
clearly shows their income and expenses. In a few cases the law does not require any special 
kind of records. Every business has its own keeping requirement. The type of business will 
indicate the type of records that should be kept for federal tax purposes. The recordkeeping of 
any taxpayer should include a summary of their business transactions in case they are self-
proprietors.  
 
The summary of a business’s transactions could be ordinarily made in business books (for 
example, accounting journals and ledgers). These books must show the gross income, as well as 
the deductions and credits. For most small businesses, the business checkbook is the main source 
for entries in the business books. 
 
Some businesses choose to use electronic accounting software programs to capture and organize 
their records. In some situations, business owners or accountants will still need to keep original 
documentation for certain items. The software program that they choose should meet the same 
basic recordkeeping principals mentioned above. 

 

Original Receipts 

 

Purchases, sales, payroll, and other transactions generate supporting documents such as invoices 
and receipts. Supporting documents include sales slips, paid bills, invoices, receipts, deposit 
slips, and canceled checks. These documents contain the information needed to record in the 
business books. It is important to keep these documents because they support the entries in the 



 

The Tax Institute 2015  | Federal Tax Law 34 

 

Continuing Education 

books and on the tax return. Taxpayers should keep them in an orderly fashion and in a safe 
place. For instance, organize them by year and type of income or expense.  
 
The following are some of the types of records that taxpayer should keep: 
 

• Gross receipts of income. Taxpayers should keep supporting documents that show the 
amounts and sources of the gross receipts for their business. Documents for gross receipts 
include the following: 

o Cash register tapes 
o Bank deposit slips 
o Receipt books 
o Invoices 
o Credit card charge slips 
o Forms 1099-MISC 

 
• Purchases for business. If taxpayers are manufacturers or producers they should 

maintain a good record of receipts for their purchases, this includes the cost of all raw 
materials or parts for manufacture into finished products. Their supporting documents 
should show the amount paid and the amount that was for purchases. Documents for 
purchases include the following: 
 

o Canceled checks 
o Cash register tape receipts 
o Credit card sales slips 
o Invoices 

 
• Expenses for the business other than purchases. The supporting documents should 

show the amount paid and the amount that was for a business expense. Documents for 
expenses include the following: 
 

o Canceled checks 
o Cash register tapes 
o Account statements 
o Credit card sales slips 
o Invoices 
o Petty cash slips for small cash payments 

 
• Travel, Transportation, Entertainment, and Gift Expenses If taxpayers deduct travel, 

entertainment, gift or transportation expenses, they must be able to prove (substantiate) 
certain elements of expenses.  
  

• Assets are the property, such as machinery and furniture, which taxpayers own and use in 
their business. They must keep records to verify certain information about their business 
assets. Taxpayers need records to compute the annual depreciation and the gain or loss 
when they sell the assets. Documents for assets include the following: 
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o When and how the asset was acquired. 
o Purchase price 
o Cost of any improvements. 
o Section 179 deduction taken. 
o Deductions taken for depreciation. 
o Deductions taken for casualty losses, such as losses resulting from fires or storms. 
o How the asset was used. 
o When and how the asset was disposed. 
o Selling price. 
o Expenses of sale. 

 
The following documents may show this information. 

 
o Purchase and sales invoices. 
o Real estate closing statements. 
o Canceled checks. 

 
• Employment taxes. There are specific employment tax records that must be kept.  Keep 

all records of employment for at least four years. The following are the most common 
employment tax forms that must be kept: 
 

Forms 

 

Supporting Documents 

• Form SS-4, Application for Employer Identification 
Number  
 

• Form W-2, Wage and Tax Statement  
 

• Form W-4, Employee's Withholding Allowance 
Certificate  
 

• Form 940, Employer's Annual Federal 
Unemployment Tax Return  
 

• Form 941, Employer's Quarterly Federal Tax Return  
 

• Form 1099-MISC, Miscellaneous Income  

Copy of employee’s Social Security 
Number, Copy of employee’s ID, 
copy of employer’s checks paying 
annual and quarterly taxes. Form W-9 
Request for Taxpayer Identification 
Number (TIN) and Certification 
signed by subcontractor.  

 

Travel, Entertainment, Gifts and Transportation Records for an Audit   

 
The following chart shows the recordkeeping for travel, entertainment, gifts and transportation 
expenses for a business in case of an audit.  
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TYPE OF 

EXPENSE: 

KEEP RECORDS FOR THE FOLLOWING ELEMENTS: 

 Amount Time Place, Description Business purpose 

Travel Cost of each 
separate expense 
for travel, 
lodging, and 
meals. Incidental 
expenses may be 
totaled in 
reasonable 
categories such 
as taxis, fees and 
tips, etc. 

Dates that 
taxpayer left 
and returned for 
each trip and 
number of days 
spent on 
business. 

Destination or area 
of the travel (name 
of city, town, or 
other designation). 

Business purpose 
for the expense 
or the business 
benefit gained or 
expected to be 
gained. 

Entertainment  Cost of each 
separate expense. 
Incidental 
expenses such as 
taxis, telephones, 
etc., may be 
totaled on a daily 
basis. 

Date and 
Business 
purpose 

Name and address 
or location of 
place of 
entertainment.  

Business purpose 
and benefit 
gained. If after or 
before a business 
discussion who 
took part in both 
the business and 
entertainment. 
Relationship to 
business 

Gifts Cost Date of the gift Description  

Transportation Cost of each 
separate expense. 
Actual car 
expenses or car 
mileage for every 
business day 

Date of expense Business 
destination 

Business purpose 

 

ELECTRONIC ACCOUNTING RECORDS 
 
For tax audit purposes, not all documentation is equally valid. The IRS accepts receipts, canceled 
checks and bill copies to verify expenses. To be sufficient, the documentation should detail the 
amount, place, date and character of the expense. For example, a receipt for a business lunch 
should detail the name of the restaurant, location, number of people served, date of the expense 
and total amount. The IRS also values documentation recorded at the time or near the time of the 
expense over statements prepared at a later date. 
 

Digital Receipts 

 
The IRS has always accepted physical receipts for audit and record-keeping purposes. As of 
1997, the IRS accepts scanned and digital receipts as valid records for tax purposes. Revenue 
Procedure 97-22 details the specific requirements; as long as your digital receipts are accurate 
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and can be readily stored, preserved, retrieved and reproduced, you are in the clear. In other 
words, digital receipts are acceptable as long as you can deliver a copy of them to the IRS when 
necessary. 
 
For those who do most of their business and transactions online, electronic receipts might make 
more sense. If invoices and receipts are already provided to you in an electronic format, it saves 
time and paper to keep them organized electronically. Digital records mean that receipts are 
relatively safe from the elements. However, they are still subject to loss from hard drive failures 
or computer damage. To minimize this risk, users can store their receipts in a cloud-based 
program for maximum access. 
 
Rev. Rul. 71-20 states that "machine-sensible data media used for recording, consolidating, and 
summarizing accounting transactions and records within a taxpayer's automatic data processing 
system are records within the meaning of IRC Sec. 6001 of the Code and Reg. Sec. 1.6001-1." 
EDI was first mentioned in Rev. Proc. 91-59, which provides the latest guidance from the IRS 
for record retention in an electronic environment. 
 

Electronic Storage System of Records 

 

An electronic storage system is any system for preparing or keeping your records either by 
electronic imaging or by transfer to an electronic storage media. The electronic storage system 
must index, store, preserve, retrieve, and reproduce the electronically stored books and records in 
legible format.  
 
All electronic storage systems must provide a complete and accurate record of taxpayers’ data 
that is accessible to the IRS. Electronic storage systems are also subject to the same controls and 
retention guidelines as those imposed on the original hard copy books and records. 
 
The IRS may test the electronic storage system, including the equipment used, indexing 
methodology, software, and retrieval capabilities. If the electronic storage system meets the 
requirements mentioned earlier, taxpayers will be in compliance. If not, taxpayers may be subject 
to penalties for non-compliance, unless they continue to maintain their original hard copy books 
and records.  For details on electronic storage system requirements, see Revenue Procedure 97-
22, available at www.irs.gov/Tax-Exempt-Bonds/Revenue-Procedures. 

 

Accounting Software Requirements 

 
Computer software packages used for recordkeeping can be purchased in many retail stores. 
These packages are very helpful and relatively easy to use; they require very little knowledge of 
bookkeeping and accounting. 
 
Taxpayers using a computerized system must be able to produce sufficient legible records to 
support and verify entries made on their return and determine their correct tax liability. 
 
To meet this qualification, the machine-sensible records must reconcile with the books and 
return. These records must provide enough detail to identify the underlying source documents. 
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Taxpayers must also keep all machine-sensible records and a complete description of the 
computerized portion of their recordkeeping system. This documentation must be sufficiently 
detailed to show all of the following items. 
 

• Functions being performed as the data flows through the system. 
 

• Controls used to ensure accurate and reliable processing. 
 

• Controls used to prevent the unauthorized addition, alteration, or deletion of retained 
records. 

 

• Charts of accounts and detailed account descriptions. 
 
A taxpayer’s electronic storage system that meets the requirements of this revenue procedure 
will be treated as being in compliance with the recordkeeping requirements of § 6001 and the 
regulations thereunder.  
Failure to comply with electronic requirements may result in penalties. 
 
For more information, see Revenue Procedure 98-25 in Cumulative Bulletin 1998-1, available at 

www.irs.gov/Businesses/Automated-Records. 

 
In some situations, taxpayers will still need to keep original documentation for certain items. 
 

DOCUMENTS TO KEEP FOR BUSINESS AND EMPLOYEES 
 
All taxpayers must keep in their records a true and complete copy of their tax return. If taxpayers 
do not have a copy, they can request a copy of a return and all accompanying attachments from 
the IRS by using IRS Form 4506. Taxpayers will have to pay the IRS a charge for getting a copy 
their tax return  
 
The IRS also makes it possible to order from them what is called a tax “transcript” instead of 
ordering the complete tax return. A tax transcript is kept by the IRS for all taxpayers, and it 
shows a summary history of their tax information.  
 
In addition to the income tax return and all schedules, taxpayers should keep all individual 
records that were used to prepare the return and that document all of the amounts listed on their 
tax return. That would include, for example, copies of W-2’s, Form 1099’s, cancelled checks 
showing payment of deductible items, such as real property taxes, medical expenses, and other 
items, and acknowledgement letters from charitable organizations for the receipt of charitable 
donations. 
 
It is a good idea to make sure that taxpayers have all their records well-organized. One 
possibility is to organize by Schedule and Line Number from their tax return. Another possibility 
is to simply have multiple files for various categories of items, such as Wages, Real Estate 
Taxes, etc. 
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Does filing an amended return affect the return selection process? 

 
No, filing an amended return does not affect the selection process of the original return. 
However, amended returns also go through a screening process just as initial returns do, and the 
amended return may be selected for audit. In general, if taxpayers explain the reason for the 
amended return and back up their return with any required documentation, the IRS will simply 
process their amended return without initiating an audit. Internal Revenue Service, IRS Audit 
FAQs,http://www.irs.gov/Businesses/Sinall/Businesses-&-Self-Emploved/IRS-Audit-FAQs 

#keypoints2. 

 

AUDITS FOR BUSINESS WITH HIGH VOLUME OF CASH. 
 

Important Reviewing Points to Avoid an Audit or When There is an Audit 

The IRS can start an audit by reviewing the income of a Cash Intensive Business (CIB). 
According to the Audit Techniques Guide (ATS) the examiner must first establish a likeliness of 
underreported or unreported income. Examiners must then request an explanation of the 
discrepancy from the taxpayer. If the taxpayer cannot explain, refuses to explain, or cannot fully 
explain the discrepancy, a Financial Status Audit Techniques (FSAT) may be necessary.  
 
Cash Intensive Business: This is a business that receives a significant amount of receipts in 
cash. This can be a business such as a restaurant, grocery or convenience store that handles a 
high volume of small dollar transactions. It can also be an industry that practices cash payments 
for services, such as construction or trucking, where independent contract workers are generally 
paid in cash. (ATS chapter 1) 
 

Reviewing income in an Audit 

 

Reviewing income in a Cash Intensive Business (CIB) is important even if there is not an audit 
in process. Even if the business does not fall into this category, the principles of recording 
income must be taken into consideration. There are two ways to register or track income coming 
from cash: 
 

• Cash register machine 

• Written receipts or invoices when there is not a cash register machine   
 
Cash Register Machines: A business with a large number of cash transactions probably uses a 
cash register. The sales are entered into the register, using different keys for different sales. This 
is done so the owner can determine the cost of sales in each product area, for example, beer 
sales, dairy sales, soda sales, grocery sales, etc. These cash registers produce both a detail tape 
for daily transactions and a general tape totaling all transactions. Transactions registered using 
cash registers should be kept in case of an audit. Sole proprietors that use these machines will 
make sure that detail tapes and total tapes are reconciled.  
 
Cash Reconciliation. The total daily sales amount contained in any daily sheet is entered on a 
sales sheet that generally records all sales for the month. This is usually the document that goes 
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to the bookkeeper to record monthly sales. The daily detail tapes are source documents that must 
be retained by the business. 
 
The sales made by check and credit card can be subtracted from the total sales for any period to 
determine the amount of cash received. This can be compared to cash deposited to the bank. 
 
It is important for any business to make sure that the bank statements match the income reported 
to the IRS in the income tax return otherwise in case of an audit an underreported or unreported 
income issue may arise.  
 
Written Receipts or Invoices when there is not a Cash Register Machine: Businesses that 
have fewer transactions will usually issue sales invoices or receipts to each customer, rather than 
use a cash register. 

At the end of each work day, the worker may count the cash received while a supervisor is 
present or may count the cash and enclose it in an envelope for deposit in the business safe. The 
worker will also total the checks and credit card payments received. These will be entered on a 
daily sheet. 
 
A designated person will open the envelopes containing the shift cash, count total cash and 
prepare deposit slips. A copy is made of the deposit slip and retained by the designated person. 
The supervisor, or another individual, will take the cash to the bank, returning with the deposit 
receipt, which is matched to the copy of the deposit slip. This is an important internal control for 
the protection of cash reporting- the same person must not prepare the deposit and take the cash 
to the bank. 
 
The supervisor, or designated individual, will total sales invoices for comparison with the cash 
collected (plus cash paid out). If there is any discrepancy between sales invoices and payments 
received, a reconciliation must be made and notes are retained with the daily sheet. This is 
another important internal control- the same person does not count the cash and total the sales. A 
good indication of whether this happens is whether overages are shown. If cash shortages appear 
periodically, but cash overages are never recorded, that is a good indication this internal control 
is missing: the same person reconciles cash and sales. 
 
The business will record each individual receipt separately in the sales journal, retaining the 
invoices, reconciliations and deposit slips as back-up documents. 

 

Reviewing the Records of Income  

 
Every business has its own procedures and internal forms. The procedures and forms, at a 
minimum, must document the flow of each receipt or revenue from the customer’s hands to the 
business, to the final end in the business bank account or as payment for a business expense. 
 
The books and records of a cash intensive business may not be kept in any particular industry 
standardized format.  
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AVOIDING AN AUDIT, THE BALANCE BETWEEN EXPENSES AND 

INCOME 
 
Businesses must be aware of the income reported in their tax returns. This is because 
relationships exist between income and expenses that creates a balance. The IRS uses a vertical 
analysis of the tax return in order to find the balance. This may help sole proprietors to comply 
with the recordkeeping requirement and the filing requirement. In a vertical analysis the IRS 
expresses the income and expenses in percentages in a given year. In this analysis the expenses 
are given according the gross receipts. This is important because the IRS may find that there are 
some expenses related to the business according to the industry. In other words the IRS starts 
analyzing the expenses rather than the income.     
 
On the other hand there are also some comparative analyses that the IRS uses to find the proper 
income or expenses for specific industries. For example, in a retail business the markup 
percentages usually remain constant from year to year. If goods are marked up 50% when the 
cost is $12, the goods sell for $18 and the business earns a profit of $6 on each sale. When the 
supplier increases the cost of goods to $14, the business, keeping the 50% markup percentage, 
sells it for $21 and earns a profit of $7 on each sale. This way, any supplier increases are passed 
on to the consumer.  If there is not increase in prices there should be an increase in sales and an 
increase of income. This should be considered at the time of filing an income tax to avoid any 
audit due to the lack of income. 
 

Review Personal Expenses to avoid an Audit 

 
Under the Audit Technique Guide there is another important point that should be considered 
when filing an income tax. Taxpayers should double review their income and report it accurately 
if their personal expenses are high.  The IRS will review the minimum income probes. These are 
analytical tests intended to determine whether the taxpayer accurately reported income. The use 
of the minimum income probes can establish whether there is unreported income. 
 
The IRS reviews areas that may lead to an audit. The areas that they keep in mind are the 
taxpayer's spending patterns, accumulation of wealth, financial history, and potential for 
nontaxable sources of funds. They also estimate taxpayer’s personal living expenses.   
 
The IRS can obtain financial status information from public records or an unobserved drive 
through the neighborhood. However, if the taxpayer has an office in the home, that portion of the 
residence is a business location and the examiner is encouraged to conduct the examination at 
that location. Taxpayers must ensure that their personal expense are not higher that their business 
income. For example a home mortgage can lead to an audit if the business income reported is not 
enough to cover that mortgage.   
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Review Questions Section 3 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
2. The length of an IRS audit will depend on one of the following items: 
 

a) The type of audit 
b) The complexity of items being reviewed 
c) The taxpayer’s agreement or disagreement with the findings 
d) All of the above 

 
2. The IRS will require one of the following documents to review, under an audit, the assets 

reported on taxpayer’s income tax:  
 

a) Seller’s name 
b) Purchase and sales invoice 
c) When the asset was used 
d) Who purchased the asset 

 
True or false 
3. The IRS requires that electronic storage of records and the system used to storage the records 

comply with their requirements of indexing, methodology and retrieval capabilities failure to 
comply they can impose a penalty.  

 
a) True 
b) False 

 
4. Which of the following documents will be required once the IRS is reviewing the 

employment taxes? 
 

a) Federal forms 940, 941 and W-2 
b) Unemployment compensation paid 
c) Form W-7 
d) From DE1   

 
5. The IRS can review and analyze trough minimum income probes whether the taxpayer 

accurately reported their income. Which of the following will be reviewed by the IRS? 
 

a) The spending patterns 
b) Taxpayer’s personal living expenses 
c) Taxpayer’s financial history 
d) All of the above 
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Review Questions 3 – Answers and Discussion 

1. Answer is d. The length of each audit varies depending on the type of audit, the complexity 
of items being reviewed, the availability of information being requested, the availability of 
both parties for scheduling of meetings and taxpayer’s agreement or disagreement with the 
findings. 
 

2. Answer is b. Assets are the property, such as machinery and furniture, which taxpayers own 
and use in their business. They must keep records to verify certain information about their 
business assets. Taxpayers need records to compute the annual depreciation and the gain or 
loss when they sell the assets. The documents that may contain all the information are the 
purchase and sales invoices.     
 

3. Answer is a. The IRS may test the electronic storage system, including the equipment used, 
indexing methodology, software, and retrieval capabilities. If the electronic storage system 
meets the requirements mentioned earlier, taxpayers will be in compliance. If not, taxpayers 
may be subject to penalties for non-compliance, unless they continue to maintain their 
original hard copy books and records.  For details on electronic storage system requirements, 
see Revenue Procedure 97-22, available at www.irs.gov/Tax-Exempt-Bonds/Revenue-

Procedures. 
 

4. Answer is a. There are specific employment tax records that must be kept.  Keep all records 
of employment for at least four years. The following are the most common employment tax 
forms that must be kept: Form W-2, Form 940, and Form 941.  
 

5. Answer is d. The IRS reviews areas that may lead to an audit. The areas that they keep in 
mind are the taxpayer's spending patterns, accumulation of wealth, financial history, and 
potential for nontaxable sources of funds. They also estimate taxpayer’s personal living 
expenses.  The IRS can obtain financial status information from public records or an 
unobserved drive through the neighborhood. However, if the taxpayer has an office in the 
home, that portion of the residence is a business location and the examiner is encouraged to 
conduct the examination at that location. Taxpayers must ensure that their personal expense 
are not higher that their business income. For example a home mortgage can lead to an audit 
if the business income reported is not enough to cover that mortgage.   
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Tests to Find Minimum Income Probes  

 
The IRS uses other tests that can help them find whether there is an underreported income. The 
following is a list of methods that are used by the IRS and that can help taxpayers file a more 
accurately tax return. These tests are found at the Internal Revenue Manual: 
 

• Analyze Bank Accounts IRM 4.10.4.3.3.6. This is almost the first one to analyze. The 
examiner will review all accounts, business and personal, including investment accounts, 
CD accounts, savings account, etc. This is important because the business income should 
be deposited into the business account otherwise all income deposited into a different 
account could be count as business income also. Examiners also will look for unusual 
deposits (by size or source), the general frequency of deposits, deposits of cash in 
sufficient quantities, specific deposits that do not follow the taxpayer’s normal routine or 
pattern, nontaxable deposits such as loans and transfers, commingling of personal and 
business activities, and cash-backs when a deposit is made. The examiner should be 
concerned when the total deposits are less than the reported gross receipts. This can mean 
either business receipts are being spent instead of being deposited (for example, cash pay 
outs for the business or cash paid to the owner) or, the business receipts as reported are 
not accurate. 

 

• Interview the Taxpayer IRM 4.10.4.3.3.2. IRS examiners will have the taxpayer 
explain every step from the time cash and other income is received until it is deposited to 
a bank or spent. Only by taking the time to write down every step in the cash process and 
noting the name of every person who handles cash, can an examiner find weaknesses in 
the system if they exist. 

 

• Tour the Business IRM 4.10.4.3.3.3. Have the taxpayer explain how the business 
operates, including each process. For example, in a convenience store, have the owner 
explain how grocery sales are made, how checks are cashed, how money orders are sold, 
how Western Union transfers are made, how coins are collected from vending machines, 
etc. 

 

• Evaluate Internal Controls IRM 4.10.4.3.3.4. An evaluation of the taxpayer's internal 
controls will determine the reliability of the books and records. The fact that the income 
as reported on the return matches the books and records does not mean that the books and 
records are reliable or that they reflect the actual business operations. The evaluation of a 
taxpayer's internal controls, and techniques used to gather information for the evaluation, 
are not financial status audit techniques. 

 

• Reconcile Income to Books IRM 4.10.4.3.3.5. Reconcile the income reported on the tax 
return to the taxpayer’s books and records. Ask the taxpayer how income was computed 
and duplicate the taxpayer’s steps. 

 

• Test gross receipts IRM 4.10.4.3.3.5(6. After reconciling the income to the books, test 
the income that is included in the books by tying the original source documents (cash 
register receipts and/or invoices) to the amount reported. When the original records that 
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would trace to the books are missing, for whatever reason, further testing must be done. 
The examiner may try to match an expense item to verify the corresponding income is 
reported. Or, an indirect method of calculating income must be used. 

 

• Analyze Business Ratios IRM 4.10.4.3.3.6. The books and records should always be 
used to evaluate the accuracy and reasonableness of the reported amount of income 
through the use of ratios. Consider the use of the ratios, especially when inventory is a 
factor in the business. 

 

• Analyze E-Commerce Activity IRM 4.10.4.3.6.4.  At this point the IRS examiner will 
ask the taxpayer about personal and business internet use. Taxpayer will be asked they 
use the internet. Examiners will review the check bank balances, bills paid and purchases 
or sells over the internet.  

 

Discussion of Bank Deposit Analysis 

 

The bank account information is important because it reflects the business activities and it will 
allow preparing a correct income tax return; this will also help avoid any audit. The following 
information reflects how the bank information is crucial at the time of an audit. 
 
Make sure to track business deposits from transfers or loan deposits. A bank deposits 
analysis will be upheld in court. See Rifkin v. Commissioner, T.C. Memo. 1998-180, aff’d, 225 F. 
3d 663, (9th Cir. 2001) and Cohen v. Commissioner, T.C. Memo. 2001-249. In some of the 
cases, when the taxpayer supplies incomplete or no records the Service may look at the bank 
deposits to evidence income. Nicholas v. Commissioner, 70 T.C. 1057, 1064 (1978);Sproul v. 
Commissioner, T.C. Memo. 1995-207. Once a bank deposit analysis is performed, the burden 
normally is on the taxpayer to prove that the deposits do not represent unreported income. Id. 
 
In Clayton v. Commissioner, 102 T.C. 632, 645 (1994), the United States Tax Court discusses 
the bank deposits method: 
 
The United States Supreme Court has stated that in using the bank deposits method, the Revenue 
Agent is generally required to investigate any leads regarding nontaxable sources of income that 
are “reasonably susceptible of being checked.” Holland v. United States, 348 U.S. 121, 135-136 
(1954). 
 
Deposits are considered business income. Deposits, of course, will be considered income when 
there is no evidence they are anything else. United States v. Doyle, 234 F. 2d 788, 793 (7th Cir. 
1956); Kleinman v. Commissioner, T.C. Memo. 1994-19. In Kleinman, the Tax Court stated, 
“respondent made a diligent attempt to follow all leads in order to trace nontaxable items,” and 
found nothing more was required of the Service. 
 
Some leads are not reasonably susceptible of being checked. In Daniels v. Commissioner, T.C. 
Memo. 1992-692, the Tax Court found that certain claims a taxpayer made for which he had no 
documentary proof was not reasonably susceptible of being checked by the Service. The Court 
observed: 
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Petitioners did not offer any information which respondent failed to investigate. A taxpayer 
cannot complain about the sufficiency of an investigation where he has offered no leads. United 
States v. Penosi, 452 F. 2d 217, 220 (5th Cir. 1971); Blackwell v. United States, 244 F. 2d 423, 
429 (8th Cir. 1957). 
 
For a bank deposits analysis, the revenue agent will be able to demonstrate that: 

• Every bank statement, deposit slip, and canceled check has been reviewed, 
• All deposits make into all of the taxpayers’ accounts have been totaled, 
• All possible transfers of funds between accounts have been searched for and credited to 

the taxpayer. When a revenue agent only obtains a one-month sample of deposited items, 
which casts doubt on the effectiveness of the Service’s independent review to ascertain if 
there were any transfers between accounts. All nontaxable sources of income have been 
eliminated. 

 

EMPLOYMENT TAX ISSUES THAT MAY LEAD TO AN AUDIT 
 

Businesses with employees may review the payroll information and reporting compliance when 
filing an income tax return. The payroll expenses cannot be higher than the income received.  
 

Payroll Tax Forms and Filing Compliance. 

 
When there is an audit or revision of a business income tax return the employment tax returns of 
a business are to be considered for examination at the same time the income tax return is 
examined. IRM 4.10.5.5 has general guidance for examiners and the Employment Tax 
Handbook, IRM 104.6 for information on employment tax procedures and instructions for the 
preparation of examination reports. Examiners are also required to consider the issue of 
employee versus independent contractor. 
 
Sole proprietors must check that their employees are not treated as subcontractors avoiding 
employment taxes. This may lead to an extra burden for sole proprietor. 

 

Reviewing Payroll Records. 

 

IRM 4.10.5 (09-11-2007) - Required Fling Checks (RFC) are necessary to ensure voluntary 
compliance. Examiners should determine that taxpayers are in compliance with all Federal tax 
return filing requirements and that all returns reflect the substantially correct tax. 
 
The filing compliance will be verified for prior and subsequent year returns, related returns, 
information returns, employment tax returns, gift tax returns, excise tax returns, pension plan 
returns, etc. IRM 4.10.5.2.1 (09-11-2007) 
 

Proper Payroll Payment and Reporting of Hours 

 
This is an important point for businesses to avoid issues with the payroll in the future. Sole 
proprietors should review that they are paying not less than the minimum wages and the 
overtime and double time is paid accordingly.  
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An estimate of expected wages/labor costs can be made by multiplying the number of hours a 
store is open times the prevailing minimum wage. If a retail store reports less than this amount, 
the examiner should question the taxpayer about other, unreported workers, or taxable fringe 
benefits offered in lieu of wages. 
 

Reporting Payroll Hours  

 
Sole proprietors are responsible for paying their workers on time and correctly. Payroll can be 
time-consuming, particularly if their employees have many hourly workers that may exceed the 
regular time in a day or week. Most employers use a timekeeping method such as a time clock or 
time sheets to track hourly employees' time. Still, they have to calculate the hours and minutes to 
accurately pay your employees. 
 
Converting minutes to decimals. When paying to employees it is important to convert the 
minutes to decimals, to make the work easier the employer may use a time sheet calculator and 
enter the hours and exact minutes. This conversion is necessary because it is not possible to 
calculate an employee's pay during a pay period using time, a decimal number must be used 
instead. After the employee's time is converted into a decimal, employer can multiply the 
decimal by the employee's pay rate to calculate his wages. To convert minutes to decimals the 
following chart may help: 

 

Reviewing hours and brakes in payroll.  It is important to figure the regular hours worked and 
taking into consideration the brakes. Regular hours are paid at the employee's normal rate. For 
instance, say the employee earns $10 per hour and his time for Monday reflects: in at 8:30 a.m.; 
unpaid lunch at 30 minutes; and out at 5 p.m. Calculate regular hours like this: 8 hours x $10 = 
$80 for that day. 
 
Bona fide meal periods (typically lasting at least 30 minutes), serve a different purpose than 
coffee or snack breaks and, thus, are not work time and are not compensable. 

TIME CONVERSION CHART FOR PAYROLL. 

Minutes In Decimal  Minutes In decimal  Minutes In decimal  Minutes In decimal 

1 .02 16 .27 31 .52 46 .77 

2 .03 17 .28 32 .53 47 .78 

3 .05 18 .30 33 .55 48 .80 

4 .07 19 .32 34 .57 49 .82 

5 .08 20 .33 35 .58 50 .83 

6 .10 21 .35 36 .60 51 .85 

7 .12 22 .37 37 .62 52 .87 

8 .13 23 .38 38 .63 53 .88 

9 .15 24 .40 39 .65 54 .90 

10 .17 25 .42 40 .67 55 .92 

11 .18 26 .43 41 .68 56 .93 

12 .20 27 .45 42 .70 57 .95 

13 .22 28 .47 43 .72 58 .97 

14 .23 29 .48 44 .73 59 .98 

15 .25 30 .50 45 .75 60 1.0 
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Short breaks (usually lasting about 5 to 20 minutes) will need to be included in the sum of hours 
worked during the work week and those breaks can count toward the overtime worked. These are 
not considered unpaid breaks. 
 
Overtime in general.  An employer who requires or permits an employee to work overtime is 
generally required to pay the employee premium pay for such overtime work. Employees 
covered by the Fair Labor Standards Act (FLSA) must receive overtime pay for hours worked in 
excess of 40 in a workweek of at least one and one-half times their regular rates of pay. The 
FLSA does not require overtime pay for work on Saturdays, Sundays, holidays, or regular days 
of rest, unless overtime hours are worked on such days. 

Overtime and Double time in California. In California, the general overtime provisions are 
that a nonexempt employee 18 years of age or older, or any minor employee 16 or 17 years of 
age who is not required by law to attend school and is not otherwise prohibited by law from 
engaging in the subject work, shall not be employed more than eight hours in any workday or 
more than 40 hours in any workweek unless he or she receives one and one-half times his or her 
regular rate of pay for all hours worked over eight hours in any workday and over 40 hours in the 
workweek. Eight hours of labor constitutes a day's work, and employment beyond eight hours in 
any workday or more than six days in any workweek is permissible provided the employee is 
compensated for the overtime at not less than: 
 

1. One and one-half times the employee's regular rate of pay for all hours worked in excess 
of eight hours up to and including 12 hours in any workday, and for the first eight hours 
worked on the seventh consecutive day of work in a workweek; and 
 

2. Double the employee's regular rate of pay for all hours worked in excess of 12 hours in 
any workday and for all hours worked in excess of eight on the seventh consecutive day 
of work in a workweek. (Division of Labor Standards Enforcement (DLSE)) 

 

THE IMPORTANCE OF REVIEWING DIGITAL CASH TO AVOID AN 

AUDIT 
 
Digital cash (also known as e-money, electronic cash, or digital currency) is just like real cash, 
except it is not tangible. It’s money, or a money substitute, such as script, that is exchanged only 
electronically. Electronic Funds Transfer (EFT), direct deposit, PayPal and WebMoney are all 
examples of electronic money. These digital currencies offer irrevocable online payments, easy 
online access, and most importantly: identity protection. The use of cash and cash-like items is 
not as undetectable income. IRS Audit Techniques Guide - Chapter 7  
 
Digital cash, like any other cash, must be funded from a source. A review of the bank statements 
will show if amounts are transferred from the bank accounts to unusual sources. A review of the 
credit cards will show payments to unusual payees. IRS examiners will ask the taxpayer to 
explain any questionable transaction. If they cannot, or if the explanation is not credible, the 
examiner is advised to follow the money by contacting the bank or credit card company for detail 
on the transaction. 
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IMPORTANT TAX POINTS TO REVIEW IN A BUSINESS TO FILE AN 

ACCURATE TAX RETURN 
 
There are important areas that should be reviewed when filing a business income tax return, the 
following points are reviewed when there is an audit and should be checked before in order to 
file an accurate income tax return. 
 
BEAUTY SALON.  
 
A cosmetologist is a person who is licensed to perform the mechanical or chemical treatment of 
the head, face, and scalp for aesthetic rather than medical purposes. These services include hair 
shampooing, hair cutting, hair arranging, hair braiding, hair coloring, permanent waving, hair 
relaxing, or non-invasive hair removal, for compensation in a licensed cosmetology salon. 
 
Employment Tax Issues in a Beauty Salon. The stylists in a salon will either be employees of 
the salon or will rent only their space (called a booth) from the owner. When stylists rent the 
booth they pay a monthly rate and order and purchase their own products. They set their own 
hours and maintain their own books. The salon has no responsibility beyond providing the booth. 
For example, a stylist earning $1,500 in a week pays the salon $250 for booth rental, then spends 
about $50 in supplies, and is responsible for paying his or her own estimated tax payments. 
 
When the stylists are employees they work according to the salon’s schedule and use products 
supplied by the salon. They are not responsible for any bookkeeping beyond reporting their tips. 
A salon can have both employees and independent stylists. A typical stylist earning $1,500 in a 
week, as a 50% commissioned employee, will pay the salon $750, use the salons supplies and 
receive a W-2 at the end of the year. 
 
Employee vs Independent Contractor. There are common law factors and relief under Section 
530, State Regulatory Authority, revenue rulings, and court cases about employees or 
subcontractors issues. 

Common Law Factors: The question of whether an individual is an independent contractor or an 
employee is determined based upon consideration of the facts and application of the law and 
regulations in each particular case. 
 
See Professional & Executive Leasing V. Commissioner, 89, T.C. 225, 232 (1987), aff'd 862 
F.2d 751 (9th Cir. 1988); Simpson v. Commissioner, 64 T.C. 974m 984 (1975). Guides for 
determining the existence of that status are found in three substantially similar sections of the 
Employment Tax Regulations; namely, section 31.3121(d)-1, 31.3306(i)-1, and 31.304(c)-1, 
relating to the Federal Insurance Contributions Act (FICA), the Federal Unemployment Tax Act 
(FUTA), and federal income tax withholding, respectively. 
The following revenue rulings and court cases address the employee vs. independent contractor 
issue: 
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Revenue Ruling 57-110, 1957-1 C.B. 329 Facts: Fixed weekly fee; owner furnished heat, light, 
water and supplies; barber provides own tools; barber sets own hours of work; and barber 
collects his own money and does not account to the salon owner for revenue earned. 
Determination: Independent contractor 
 
Revenue Ruling 70-488, 1970-2 C.B. 219 Facts: Barber is paid a percentage of the money from 
services performed; salon sets hours of work; required to wear a uniform. Determination: 
Employee 
 
Revenue Ruling 73-591, 1973-2 C.B. 337 Facts: Salon agrees to furnish, repair, and maintain all 
equipment; hair stylist is paid on a percentage of gross receipts; no credit work or free work can 
be done without the approval of the salon owner; working hours are set; hair stylist furnished a 
report each day to the owner reflecting the day's receipts. Determination: Employee 
 
Salon Income. Total salon income can be comprised of several sources or just one, depending 
on what services are offered. Sources of revenue can include, but are not limited to, service 
income from hairstyling and other services, retail income from product sales, and rental income 
from booth rentals. 
 
The income in this industry will be reviewed using the following sources: 
 

• Service income 

• Retail Income 

• Rental Income 

• Tips 
 
Service Income Formula. IRS calculates the income from services in this industry using formulas 
that can be helpful when filing an accurate income tax return. The information needed for this 
formula is the following:  
 

• Employee commission percent 

• Owner's activity in salon 

• Wage expense from the tax return 

• Service Income from tax return 
 
First step of the formula: 
 
1. Wage Expense divided by Commission percentage equals Employee Service Income. 

Example: W-2 wages / 15% in commission = Employee Service Income 

 
General Formula: 
 
Total Service Income (from tax return) 
Less Employee Service Income 
Equals reported Service Income of owner 
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The above information can be expressed as following: 
 
Total Service Income (may be gross income in a tax return) – Employee Service Income = 
Reported Service Income of owner. 
 
Analysis of Service Income Reported: This information will be compared to initial interview, 
appointment book, and individual income records. 
 

Example of this formula to find the Service Income 
 

Information provided: 

 

Employee Commission Percent equals 60% 

Owner's activity in salon equals 5 days full time 

Wage expense form the tax return equals $60,000 

Service revenue from tax return equals $135,000 

 

Applying the Formula: 

 

Employee Service Income is $60,000 divided by 60% equals $100,000 

Total Service Income from the tax return $135,000 

Minus Employee Service Income ($ 100,000) 

Equals Reported Service Income of Owner $ 35,000 

 

Analysis of Reported Service Income: 

Appointment book averages 8 appointments per day. Assuming 2 weeks of vacation, then 50 

weeks were worked. 

 

50 weeks per year times 5 days worked per week equals 250 days worked per year 

250 days worked per year times 8 appointments per day equals 2000 appointments per year. 

$35,000 divided by 2000 appointments equals $17.50 average price per appointment 

The $17.50 is a gauge. The average is not an absolute value. The average may allow an auditor 

to identify large discrepancies that could lead to potential unreported income. 

 

If the salon has the following standard prices: cut $25, perm $55, and color $30, but the average 

price per appointment was calculated at $17.50, this would indicate a potential for unreported 

income. In that case the actual prices for the individual services are above the computed average 

price per appointment. 

 
Retail Income.  There are two methods in reconstructing retail revenue. The first method is based 
on Cost of Goods Sold (COGS). Retail revenue is directly related to COGS. In this industry, 
most hair and skin products are marked-up 100 percent. An examiner can take COGS and double 
the expense, which can then be used as a gauge for retail revenue. 
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Rental Income. If all stylists are employees there will be no rental income. If the salon has all 
booth rentals, the salon owner is a landlord. Verify the available space- how many chairs, or 
“booths” are there, and the number that were occupied. As with any landlord, IRS examiners will 
be suspicious whenever there are unrented booths. This means the business is operating below 
capacity and costing the landlord money. It is very unlikely the business would have unrented 
booths. 
 
Tips. Workers in the salon industry supplement their base compensation with tip income. 
Independent Contractors (booth renters) will report their service and sales revenue plus their tips, 
as gross receipts. Employees should be reporting tip to their employers. Sample audits completed 
in Las Vegas, NV, showed tips as high as 22 percent of gross sales, but average tips are usually 
10-15% of the bill. 
 

CAR WASH 

 

A car wash is a facility for cleaning the exterior and sometimes the interior of cars. There are 
many different types of car wash service facilities, including: 

 

Self-serve bays: Single stall drive-in bay with wands and hoses for hands-on customer use. 
Options are operated on the wand, and include presoak, wash, double soap, pre-rinse, wheel brite 
and double rinse. The facilities usually have coin operated vacuums for customer self-use. Self-
serve bays are coin operated. 

 

Self-serve automatic bay: Single stall with a boom or roll over type mechanism applying water, 
soap and/or wax at high pressure with cloth or brushes touching the vehicle. Customer usually 
remains in auto. Self-serve automatic bays may be coin or token operated, or may be run by an 
attendant. 

 

Self-serve touchless automatic bay: Single stall without any brushes or cloth, only high pressure 
water. Options include presoak, wash, double soap, pre-rinse and rinse. Customer usually 
remains in auto. Self-serve automatic bays may be coin or token operated, or may be run by an 
attendant. 

 

Full service tunnel: Conveyor belt moves the empty car along a tunnel. The tunnel usually has 
brushes and/or cloth along with high pressure water application and a dryer at the end. Various 
options include presoak, wheel brite, waxes, undercarriage wash, etc. Employees may also clean 
the inside of the car and wipe it down upon exit. 

 

Vending: A variety of towels, fresheners, soaps, etc. are sold on the premises through self-
service vending machines. Snacks and drinks are also sold in vending machines, and the facility 
may have arcade games or other coin operated amusements 
 
Other businesses and services: Approximately 65% of car washes dispense gasoline. Many of 
those locations show their NAICS code as a gasoline and/or service station, and their car wash 
facility serves as a secondary source of business income. 
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Reporting Income from Car Wash. 

 

Gross receipts will vary depending upon the facility, from self-service bays averaging $1.75 per 
cycle to a full service tunnel which could range from $5.00 to $14.00 (i.e. per car wash). Many 
car washes issue and accept a variety of discount coupons which entitle the bearer to a discount 
ranging from $1.00 off to a free wash. Often the gross receipts are reported at net after coupons 
and discounts which skew the income shown on the return. Also, while gross receipts may 
include vacuum, vending and other items sold or detailing services rendered which could skew 
the gross receipts from the industry average, the agent will not know of their inclusion until the 
initial interview. 
 
Daily Sales Summary Sheets. Many full serve tunnel car wash businesses have employees and 
the owner/shareholder may require employees to complete a daily sales summary sheet at the end 
of their shift. These summary sheets usually itemize the number of cars washed, extras sold, and 
total monies collected. The examiner should select a test period and tie in the total monies 
collected with the deposits. 
 
Car Counters. Owners/shareholders sometimes install more than one car counter, particularly 
when they have employees, to ensure that employees are not misappropriating monies. The 
examiner can determine the reasonableness of the taxpayer’s reported gross receipts by analyzing 
the car counter records maintained by the taxpayer. 

 

TAXI CABS 

 
The taxicab industry provides passenger transportation. Taxicabs carry passengers for a fare 
calculated by a taximeter, which measures time and distance traveled. Potential passengers 
engage the service by hailing a cruising taxicab on the street, at a taxi stand or on a for-hire basis. 
 
For-hire rides are those the passenger arranges for in advance with a taxicab operator who 
dispatches the passenger information to the driver via radio, cellular telephone or on-board 
computer. Depending on local jurisdiction, taxicabs may legally be able to both cruise/wait at 
taxi stands and operate as for-hire. 
 
Per the latest figures released by the Taxi, Limousine & Paratransit Association, there are 
approximately 6,700 taxicab companies operating in the United States with 190,000 taxicabs in 
service. Over 80% of these taxicab companies have less than 50 vehicles placed in service.  
 
Taxicab Income: Typical income items for the taxicab industry consist of total fares collected, 
tips and lease income. The taxicab operator/driver may have other industry related income such 
as sale, exchange or disposal of equipment held for business use. 
 
To follow is information about each of the income items mentioned above: 
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• Total fares collected: Total fares collected should agree with the taxicab company’s 
waybills. If the waybills are sequentially numbered, query the taxicab operator about 
procedures for missing or voided waybills. The IRS examiner will try to find out if the 
taxicab company examines, inspects or verifies the accuracy of the waybills the drivers 
submit. 

• Tips: Taxicab drivers supplement their fares with tip income. As with many service 
industries, tips may be unreported or overlooked as income.  

• Lease income: Taxicab owners/operators receive this income by leasing out their 
taxicabs to independent drivers. 

• Other: If the taxicab company disposes of equipment, it may have a gain on the 
transaction. Depending on the operating area of the taxicab company, they may have 
sources of income in addition to the above. 

 
Taxicab Expenses: Two expenses especially relevant to the taxicab industry are: 
 

• Vehicle repair and maintenance, and  

• Fuel consumption.  
 
Both categories of expense have some association or can indirectly tie to actual miles driven, 
helping to substantiate or reconstruct income. 
 
IRS examiners will use the taxicab repair receipts to confirm the actual miles driven. If receipts 
lack odometer readings, the examiner can use the receipts to estimate mileage. For example, the 
driver has receipts indicating 10 oil changes during exam year and during the initial interview it 
is determined the driver changes the oil every 3000 miles. Actual mileage is estimated at 30,000 
(10 oil changes times 3000 miles). 
 
Fuel consumption should correspond to the number of miles the taxicab was actually driven. 
Using the vehicle’s average miles per gallon of gas and the prevalent average gas price, the 
examiner can use fuel consumption to back into miles driven. 
 
During examination, the taxpayer may claim fuel consumption is overstated. Verify this fact with 
odometer readings from repair receipts or from information the taxicab company files with the 
local Department of Transportation. 
 
Taxi formula (a.k.a. the "cab formula"). In order to find the taxi cab expenses for mileage or 
fuel consumption the “cab formula can be used”. The IRS guide indicates that the first step is to 
calculate the amount the driver earns for entry. See Market Segment Specialization Program 
Guideline, TAXICABS, Exhibit C, 1993 WL 13156510. Annualize the driver’s approximate 
number of trips per year by multiplying the average number of customers per day by the number 
of days per year the driver works. Multiply this figure by the driver’s entry rate to get the total 
earned entry amount. Many times this data can be obtained from the transportation regulatory 
agency. In addition, many of the regulatory agencies include an average number of trips per shift 
and revenue by shift. 
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The second step is to figure business miles driven. Divide total fuel expense by average cost per 
gallon to get number of gallons used. Multiply number of gallons used by the vehicle miles per 
gallon to get total miles driven. Deduct non-business miles to get total business miles. 
The third step calculates total gross receipts: 
 

• Multiply total business miles by the rate the driver charges per mile 
• Add the total earned entry amount 
• Add tips and lease income 
• Add any other income such as wait time 

 
Subtract gross receipts per return from total gross receipts to figure unreported income. 

 

Taxi formula example. The driver on average has 10 customers a day and during exam year 

worked 225 days. Exam year entry rate is $2.50; per mile taxi rate is $1.35. Average tip rate is 

15.75%. 

 

Fuel receipts total $8,400, the driver’s vehicle gets on average 12 miles per gallon and the 

prevailing fuel cost per gallon during exam year is $3.87. Driver states business use is 75%. 

Driver leases the vehicle to another driver on off-days for $10,000. 

 

Step 1: Amount earned for entry 

Number of customers per day 10 

Days worked per year 225 

Approximate trips per year (10 multiplied by 225) 2,250 

Entry rate $2.50 

Total earned entry amount ($2.50 multiplied by 2250) $5,625 

 

Step 2: Business miles driven 

Total spent for gas $8,400 

Cost per gallon $3.87 

Number of gallons used ($8,400 divided by $3.87) 2,171 

Miles per gallon 12 

Total miles driven (2,171 multiplied by 12) 26,052 

Non-business miles (26,052 multiplied by 25%) 6,513 

Total business miles (26,052 minus 6,513) 19,539 

 

Step 3: Gross receipts and unreported income 

Total business miles from Step 2 19,539 

Per mile taxi rate $1,35 
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Taxi fares based on miles (19,539 multiplied by $1.35) $26,378 

Total earned entry amount from Step 1 $ 5,625 

Total fares and entry amount ($26,378 + $5,625) $ 32,003 

Tips ($32,003 multiplied by 15.75%) $5,040 

Lease rental income $ 10,000 

Total gross receipts ($32,003 + $5,040 + $10,000) $ 47,043 

Less gross receipts per return $ 38,000 

Unreported income ($47,043 - $38,000) $ 9,043 

 
Taxi Cab Books and Records: The IRS will review the following information. It is 
recommendable to review this item before sending an income tax return: 
 

• Waybills 
• Bank statements 
• Financial statements filed with regulatory agencies 
• Expense receipts: fuel, repair and maintenance, worker’s compensation and other 

insurance payments, licensing, interest, detailing, lease payments 
• Insurance settlements: secure a copy of the cancelled check and settlement statement 
• Purchase, sale and loan agreements 
• Lease driver agreements 
• Form 1099-MISC issued by the company 
• Number of taxicabs owned and history of accidents 
• Franchise fee information 
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Review Questions Section 4 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. When reviewing the records and payments for payroll the IRS will ensure that every business 

under an audit complies with one of the following requirement of IRM 4.10.5: 
 

a) The business is in compliance with all Federal tax return filing requirements and that all 
returns reflect the substantially correct tax 

b) The business is using a payroll service 
c) The business is using payroll software 
d) None of the above 

 
2. Bob is an employer that is reviewing his employees’ worked hours. Each employee is going 

to be paid for 6 hours and 45 minutes worked. What of the following statements is correct 
regarding payroll payments?  

 
a) Bob must multiply 6.45 by the rate of payment 
b) Bob must reduce 60 minutes of required brake 
c) Bub must multiply 6.75 by the rate of payment 
d) Bob is required to round the minutes to the nearest hour.  

 
3. The income in the industry of a beauty salon can be comprised of several sources or just one 

depending on what services are offered. If a taxpayer has a beauty salon the income should 
be reviewed using one of the following sources, except:  

 
a) Service income 
b) Rental income 
c) Tip income 
d) W-2 income 

 
True or False? 
4. The income reported from a car wash can be reviewed using the car counter maintained by 

the taxpayer 
 

a) True  
b) False 

 
5. In order to find the taxi cab expenses for mileage or fuel consumption one of the following 

formulas should be used 
 

a) The fuel consumption average formula 
b) The driving formula 
c) The cab formula 
d) None of the above  
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Review Questions 4 – Answers and Discussion 

 
1. Answer is a. IRM 4.10.5 (09-11-2007) - Required Fling Checks (RFC) are necessary to 

ensure voluntary compliance. Examiners should determine that taxpayers are in compliance 
with all Federal tax return filing requirements and that all returns reflect the substantially 
correct tax. The filing compliance will be verified for prior and subsequent year returns, 
related returns, information returns, employment tax returns, gift tax returns, excise tax 
returns, pension plan returns, etc. IRM 4.10.5.2.1 (09-11-2007) 
 

2. Answer is c. When paying to employees it is important to convert the minutes to decimals, to 
make the work easier the employer may use a time sheet calculator and enter the hours and 
exact minutes. This conversion is necessary because it is not possible to calculate an 
employee's pay during a pay period using time, a decimal number must be used instead. After 
the employee's time is converted into a decimal, employer can multiply the decimal by the 
employee's pay rate to calculate his wages. 
 

3. Answer is d. Total salon income can be comprised of several sources or just one, depending 
on what services are offered. Sources of revenue can include, but are not limited to, service 
income from hairstyling and other services, retail income from product sales, and rental 
income from booth rentals. The income in this industry will be reviewed using the following 
sources: 

• Service income 

• Retail Income 

• Rental Income 

• Tips 
 
4. Answer is a. Owners/shareholders sometimes install more than one car counter, particularly 

when they have employees, to ensure that employees are not misappropriating monies. The 
examiner can determine the reasonableness of the taxpayer’s reported gross receipts by 
analyzing the car counter records maintained by the taxpayer. 
 

5. Answer is c. In order to find the taxi cab expenses for mileage or fuel consumption the “cab 
formula” can be used. The IRS guide indicates that the first step is to calculate the amount 
the driver earns for entry. See Market Segment Specialization Program Guideline, 
TAXICABS, Exhibit C, 1993 WL 13156510. Annualize the driver’s approximate number of 
trips per year by multiplying the average number of customers per day by the number of days 
per year the driver works. Multiply this figure by the driver’s entry rate to get the total earned 
entry amount. Many times this data can be obtained from the transportation regulatory 
agency. In addition, many of the regulatory agencies include an average number of trips per 
shift and revenue by shift. 
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INADEQUATE TAX RECORD FOR AN AUDIT 
 
All taxpayers are required by law to maintain accounting records of sufficient detail to enable the 
proper preparation of a tax return. If it is determined that the taxpayer has failed to maintain 
adequate records, then the issuance of an Inadequate Records Notice should be considered. This 
serves to place taxpayers on notice that their record keeping practices are deficient and must be 
improved to meet the requirements of the law. 
 

IRS Notices of Inadequate Record 

 

The IRS may issue an Inadequate Record Notice to taxpayer to alert about this issue. According 
to the IRS Manual an Inadequate Records Notice should be considered for a cash intensive 
business whenever: 
 

• An adjustment is made using an indirect method (the existing records did not accurately 
reflect income) 

• An adjustment is made and source documents, such as cash register tapes, receipts or 
invoices, were missing 

• An adjustment is made and no books were maintained an adjustment is made because the 
taxpayer failed to disclose a source of income (for example, internet sales or another 
business) 

 
If an examiner finds that a taxpayer’s books and records are inadequate, they will discuss the 
inadequacies with their manager. The examiner will also discuss the situation with the taxpayer 
and explain in detail what needs to be done to correct the problem. This must be documented in 
the examiners workpapers or case history. After completion of the examination, the examiner 
prepares letter 978 or 979 to notify the taxpayer. The contact for the letter is the PSP individual 
responsible for the program. The letter is signed by the examiner’s manager and sent by certified 
mail to the taxpayer. A copy of the letter, case history and audit report go to PSP. 
 

AUDIT RESOLUTIONS 
 
An audit can be concluded in three ways: 
 

• No change: an audit in which taxpayers have substantiated all of the items being 
reviewed and results in no changes. In other words, at the completion of some IRS audits, 
the auditor will agree that the income tax return as filed is correct and, thus, there is no 
additional amount due from the taxpayer. 
 

• A refund to taxpayer. An audit can and sometimes does result in the taxpayer getting a 
refund from the IRS. In other words, the taxpayer overpaid his tax liability, and the result 
of the audit is that the taxpayer gets money back from the IRS. If the “no change” result 
is a home run for the taxpayer, an audit that results in a taxpayer actually getting money 
back form the IRS is a grand slam. Not surprisingly, this is not a very common 
occurrence. 
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• A balance owed to the IRS. Another possible result of an IRS audit is that the taxpayer is 
called upon to pay an additional amount of money to the IRS. In this case taxpayer may 
use the following two options: 
 

1. Agree: an audit where the IRS proposed changes and the taxpayer understands 
and agrees with the changes. 
 

2. Disagree: an audit where the IRS has proposed changes and the taxpayer 
understands, but disagrees with the changes. 

 

 What Do I Do if I Disagree with the IRS Audit Conclusion? 

 
If the taxpayer does not agree, the Service follows procedures for those cases and the examining 
auditor or agent is required to inform the taxpayer of his appeal rights. First, the IRS sends the 
taxpayer the standard 30-day letter, which states the determination proposed to be made. IRI 4. 
10.8.11 (Aug. ii, 2006). Depending on the audit’s findings and how you wish to proceed, you 
have several options. 
 

Can Taxpayers Appeal An Audit? 

 
If taxpayers do not agree with the audit results, they have the right to appeal the IRS final 
determination, within 30 days of the IRS letter. The appeal must include sufficient supporting 
documentation, evidence, facts and legal analysis as to why they are entitled to a better result. If 
an audit is timely appealed, an IRS Appeals Officer is assigned to the case and negotiations at the 
appeals level begin. IRM 4.10.8.11.9, Report Writing—Response to Preliminary (30-Day) 
Letters Aug. 11, 2006).  
 
An IRS Appeals Officer is more experienced, more educated, and more knowledgeable about the 
law and the facts, then a Revenue Agent. An appeal must be handled in a technically competent 
manner with sufficient evidence and legal authority in order to prevail. 
 

The Appeals Process 

If you disagree with the IRS findings at the conclusion of an audit, then you have the opportunity 
to appeal the decision. At the conclusion of the audit, the taxpayer will receive an official 
decision from the IRS. The taxpayer has the opportunity to appeal the IRS’s decision within 30 
days of receiving the official determination. If the taxpayer chooses to appeal, an IRS Appeals 
Officer is assigned to the case and further negotiations take place. 
 

General 30 day letter 

 
The IRS General 30 Day Letter is sent to the taxpayer after the completion of the audit. It is a 
copy of the examiner’s report which describes the options available to the taxpayer. This letter 
contains a description of the proposed changes to the taxpayer’s tax return and generally contains 
a form called “proposed Adjustment/Changes to your Tax Return,” which is the auditor’s reports 
or findings. If the taxpayer agrees with the proposed changes, he or she can sign the agreement 
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form. If the taxpayer does not agree with the proposed changes, the taxpayer can file and appeal 
or protest with the IRS office that handled the audit. 
 

Notice of Deficiency: The 90-day letter 

 

The Notice of Deficiency letter is sent to inform the taxpayer that he or she has unpaid taxes for 
the tax year (or years) identified in the letter. The 90-day letter permits the taxpayer ninety days 
to file a petition in Tax Court for redetermination of the deficiency. Upon receipt of this letter, 
the taxpayer can either pay the amount assessed or file a petition with the tax court within go 
days. This letter is urgent and requires immediate attention because the IRS does not grant 
extensions beyond 90-days. 
 

What are the Options for Responding to a 90-Day Letter? 

 
Of course taxpayers can respond by paying the amount owed in either a lump sum or by 
negotiating a payment plan. However, if taxpayers do not agree with the assessment, then within 
90 days of receiving the statutory notice of deficiency, they have the right to file a petition for 
tax litigation in the tax court. A petition can be filed in Tax Court only if they have received this 
letter. If they pursue this course of action, then the IRS cannot assess the deficiency against 
them. However, taxpayers may decide to pay the deficiency to stop the running of interest while 
the tax litigation proceeds. If they elect to pay the deficiency while the tax litigation proceeds, 
then they can file a claim for a refund at the conclusion of the tax court case. 
 

The Appeals Conference 

 

If the taxpayer elects to appeal the decision at the end of the IRS audit, the taxpayer will be 
required to appear before an appeals hearing. The hearing takes places approximately 6o after 
filing the appeal. The hearing gives the taxpayer the opportunity to present his or her case to the 
IRS, complete with all supporting documentation, receipts, statements, and other forms. At the 
appeals stage, the Appeals Officer takes a fresh look at the documentation and evidence, and 
taxpayers are often able to settle their disagreements with the IRS through this process. If the 
IRS and the taxpayer reach an agreement, the IRS will issue a Form 870, or Consent to Proposed 
Tax Adjustment to be signed and returned by the taxpayer. 
 

Tax Litigation if You Disagree with the Audit Conclusion 

 
If taxpayers disagree with the IRS findings at the conclusion of the audit, then they may consider 
tax litigation. Tax litigation generally occurs once a taxpayer has exhausted the appeals process 
with unsatisfactory results, or missed the deadline to appeal. Taxpayers can only file a petition in 
Tax Court if they have received a Notice of Deficiency, or 90-Day Letter, from the IRS. Many 
cases actually settle before the commencement of a trial. However, if their case does go to trial, it 
will generally be heard in front of a judge rather than a jury. During the trial, the IRS will be 
represented by an IRS District Counsel. Each side will present its case; as with any other trial, 
the IRS District Counsel can present its own witnesses and evidence and cross-examine the 
taxpayer’s witnesses. At the conclusion of the trial, the judge enters a decision stating the amount 
of the deficiency owed by the taxpayer, as well as any penalties and interest. 
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Reopening Closed Cases 

 
In rare cases, the IRS may decide to audit a taxpayer’s return more than once. The reopening of a 
closed case may be favorable or unfavorable to the taxpayer. 
 

When Reopening the Closed Case is Unfavorable to the Taxpayer 

 
The IRS may sometimes reopen a closed case to make an adjustment which is unfavorable to the 
taxpayer. In general, cases will not be re-opened except under certain circumstances, such as: i) 
evidence of fraud, malfeasance, collusion, concealment, or misrepresentation of a material fact; 
2) where the prior closing involved a “clearly defined substantial error based on an established 
Service position existing at the time of the previous examination”; or 3) any other circumstances 
which suggest that failure to reopen the case will result in a serious omission.  
 

Certain Contacts are Not Considered Reopening a Closed Case 

 
Sometimes, the IRS will take action after a case has been closed, but the action taken by the IRS 
does not constitute the reopening of a closed case. Certain contacts are made with the taxpayer 
simply to verify or adjust a discrepancy between the taxpayer’s tax return and amounts provided 
by third parties on informational returns. These contacts may result in the assessment of 
additional tax on the taxpayer, but they are none the less not considered audits or the reopening 
of closed cases. This rule also applies to late or amended returns filed by partnerships, 
fiduciaries, and small business corporations. Sometimes, these contacts might involve the IRS 
needing to examine the taxpayer’s books and records to extent necessary to resolve whatever 
discrepancy exists. 
 

Closing an Unagreed Case 

 

Unagreed cases are cases in which the taxpayer has undergone an audit by the IRS, and the IRS 
released an assessment at the end of the audit with which the taxpayer does not agree. In these 
cases, the IRS determines that the taxpayer owes additional tax, but the taxpayer disagrees and 
does not wish to pay the additional tax. In these cases, the unagreed case is not actually 
considered a closed case until the IRS issues a formal Notice of Deficiency to the taxpayer, and 
the subsequent 90-Day period expires. When the IRS sends a Notice of Deficiency to the 
taxpayer, the taxpayer is then allowed 90 days to file a petition with the Tax Court. Once that 
time has lapsed, the unagreed case finally becomes considered a closed case. 
 
In unagreed excise and employment tax cases, a different standard applies for determining when 
the case becomes a closed case. These cases are considered closed once the period allowed for 
filing a protest and requesting for reconsideration with the Appeals office has expired. 
I.R.M. 1.2.13.1.1 (12-21-1984). 
I.R.M. 1.2.13.1.1. (12-21-1984). 
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Request for consideration of additional findings 

 

The Request for Consideration of Additional Findings is a letter accompanying the report that 
makes detailed adjustments to the taxpayer’s tax return. If the taxpayer agrees to the adjustments 
proposed by the IRS, he or she can sign the agreement and return it to the IRS. On the other 
hand, if the taxpayer does not agree with the proposed changes, he or she must file an appeal or 
protest within 15 days of the date he or she received the letter. 
 

THE FAST TRACK AUDIT SETTLEMENT OPTION  
 

What is a Fast Track Settlement? 

 
The Fast Track Settlement process is a program recently made available to self-employed 
individuals and small businesses. Notice 2001-67, 2001-2 CB 544 (Nov. 14, 2001). This program 
allows qualified taxpayers to quickly settle their disputes with an IRS Appeals Officer through 
alternative dispute resolution methods. By electing to participate in Fast Track Settlement, a 
taxpayer loses none of his or her rights and may still elect to proceed to an appeal if the 
settlement measures are unsuccessful. The advantage to Fast Track Settlement is that it allows a 
fast and cost-effective way for taxpayers to settle cases, while still retaining control and 
flexibility over the process.  
 

Who Qualifies for Fast Track Settlement? 

 
Fast Track Settlement is available to taxpayers who are being investigated by the Small 
Business/Self-Employed Division of the IRS. Taxpayers who have no specific IRS auditor 
assigned to their case, such as those who are involved in a correspondence audit, are not eligible 
to participate in the Fast Track Settlement program. IRM 4.51.4.3.3, Cases and Issues Not 
Appropriate for Fl’S (Jan. 1, 2007). In order to participate in Fast Track Settlement, the taxpayer 
must first try to resolve your case with the IRS using other methods. For example, the taxpayer 
must first cooperate with your IRS auditor and have a conference with- the auditor’s 
management before proceeding to apply for Fast Track Settlement. 
 

How does Fast Track Settlement Proceed? 

 
Under Fast Track Settlement, audited taxpayers who have disputed issues with the IRS can work 
directly with IRS representatives from Small Business/Self-Employment’s Examination Division 
and Appeals to resolve those issues. Typically, a mediator from the IRS Office of Appeals is 
assigned to the case. In these cases, the Appeals representative typically serves as a mediator 
between the IRS and the taxpayer.  
 
Throughout the Fast Track Settlement process, the Appeals officer will attempt to broker a 
settlement between the taxpayer and the IRS. Because this mediator is a member of the IRS 
Office of Appeals, he or she may use the settlement authority of that office to settle the dispute. 
No matter what solution is proposed by the Appeals officer, the taxpayer has the right to accept 
or reject the possible settlement. IRM 4.51.4.3.1, General Considerations (Jan. 1, 2007). 
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How Fast Can a Case Be Settled Using Fast Track Settlement? 

 
When using Fast Track Settlement, cases can be settled in as little as 60 days. The process can be 
begun by the IRS representative or the taxpayer and this can usually occur even before the 30-
day letter is issued to the taxpayer. Using traditional dispute resolution methods of appeal and 
litigation, the process can take much longer. For this reason, Fast Track Settlement may be a 
very good option for taxpayers who wish to resolve their disagreements with the IRS in a more 
timely fashion. The IRS states that once a taxpayer’s application for Fast Track Settlement is 
accepted, the goal is to have the dispute resolved within 60 days. 
 

A TAX POINTS TO KEEP IN MIND, AVOIDING AN AUDIT 
 

Although the chances of being audited are relatively rare, certain items on a taxpayer’s tax return 
stand out as “red flags” to the IRS agents responsible for selecting returns to audit. If taxpayers 
have any of these items on their tax return, there will be an increased risk for being audited. 
Howard, Clark, The Atlanta Journal-Constitution, 14 redflags that will get you audited by the 
IRS, http : / /www.aic. com/news/news/iational/14-red-flags-will-get-vou-audited-irs/ndZb7/.  
 
IRS Audit Red Flag: Not reporting all your income: If taxpayers work for employers who 
provide them with 1099-Misc forms, the IRS also receives a copy of that form. Thus, if 
taxpayers attempt to underreport these figures on their tax return, the IRS will be able to notice 
that difference, and the IRS will turn the income tax for an audit. IR’I 3.11.3.6.1, General 
Correspondence Information (Jan. 1, 2013). 
 
IRS Audit Red Flag: Failing to report a foreign bank account: In recent years, the IRS has 
increased scrutiny on taxpayers who have foreign bank accounts and assets. The IRS has a 
voluntary disclosure policy with respect to foreign bank accounts. Any taxpayer with a foreign 
bank account containing more than $10, 000 over the course of the tax year is required to report 
to the IRS. Internal Revenue Service, Foreign Financial Accounts Reporting Requirements, http: 
/ /wwv.irs . gov/uac/Foreign-Financial—Accounts-Reporting—Requirements. In fact, the IRS 
has apparently made punishing those who fail to disclose the existence of foreign bank accounts 
and assets a top priority.  
 
IRS Audit Red Flag: Taking large charitable contributions: When the charitable deductions that 
taxpayers claimed are disproportionately large compared to the taxpayer’s income that typically 
raises a red flag with the IRS. 

 

IRS Audit Red Flag: Claiming the home office deduction: Claiming a home office deduction is a 
red flag for the IRS and taxpayers who do so have a higher likelihood of being selected for an 
audit. In order to lawfully take advantage of the home office deduction, taxpayers must have a 
home office space which is used exclusively and regularly as the principal place of business. In 
order to avoid being audited, make sure they claim reasonable expenses. Taxpayers should also 
only claim those expenses that directly apply to the part of the home used as an office. 
 
IRS Audit Red Flag: Running a cash business: The IRS often targets small business owners 
whose business is primarily cash-based, such as taxis, car washes, bars, and other businesses. 
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Owners of these small cash-based businesses often fail to accurately report all their taxable 
income, making the IRS much more interested ill their tax returns. 
 
IRS Audit Red Flag: Taking higher than average deductions: Taxpayers are more likely to be 
audited if the deductions on their return are disproportionately large compared to their income. It 
is wise to make sure that taxpayers’ deductions are reasonable in light of their taxable income as 
a whole. However, if taxpayers have the documentation necessary to support the deduction, they 
will be able to demonstrate that they are entitlement to the deduction in case an audit occurs. 
 
IRS Audit Red Flag: Deducting business meals, travel, and entertainment: Claiming large 
deductions for business meals, travel and entertainment. The deductions for meals, travel, and 
entertainment come with strict rules regarding substantiation, and the IRS is keenly aware of tax 
returns that do not meet these rules. In order to qualify for large business meals, travel, and 
entertainment deductions, taxpayers must keep detailed records. These records must contain 
information about the date, location, and business purpose of the expenditure. In addition, if 
taxpayers are claiming a deduction for lodging, they must keep records for any expenditure of 
more than $75. If they do not have this required documentation, their tax return will be flagged 
and the chances of being selected for an audit increase. 
 
IRS Audit Red Flag: Claiming rental losses: The IRS auditors are very suspicious of taxpayers 
who claim large rental losses, especially when claimed by self-proclaimed real estate experts or 
taxpayers whose W-2 forms show large income. In order to satisfy the rules of claiming rental 
losses without limitation, taxpayers must spend more than 50% of their working hours and more 
than 750 hours each year materially participating in real estate as a developer, broker, or 
landlord.  
 
However, if taxpayers actively participate in the renting of their own property, they can deduct 
up to $25,000 of loss against their other income. This $25,000 allowance phases out as adjusted 
gross income exceeds $100,000 and disappears entirely once their AGI reaches $150,000. 
 

STRATEGIES TO SURVIVE AN AUDIT 
 
There are several strategies the taxpayer and his or her representative can employ to make an 
office audit to proceed smoothly. The most important strategy is organization. Before attending 
an IRS office audit, the taxpayer will receive a notice listing the items to be examined during the 
audit. This prior notice gives the taxpayer the opportunity to organize and gather all records and 
documentation needed to present the case to the IRS during the office audit. 
 
Another strategy for completing an office audit is to keep your responses brief yet responsive.  
Taxpayer or representative should honestly respond to questions from the IRS tax auditor, but 
there is no need to offer additional information once an honestly answer have been given. 
  
As with all audits, there is the possibility of the revenue agent deciding to expand the audit into 
additional years and types of tax. This could happen if there is not enough information to solve 
the first issue in question. Providing supporting information as well as enough cooperation can 
save time and the stress of having other tax years audited.  
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RELIEF FROM CERTAIN PENALTIES AND INTEREST 
 
Often, one of the biggest and sometimes the biggest component of a tax bill from the IRS is that 
made up of penalties and interest. 
 
There are a lot of different penalties that the IRS can impose, including a penalty for a failure to 
timely file a return, a penalty for a failure to timely pay taxes owed, and a penalty for 
underpaying taxes by a significant amount (known as the accuracy—related penalty). 
 
In addition to penalties, the IRS can also impose interest on amounts not paid or underpaid. The 
interests rate that the IRS charges vary from time to time and are published regularly by the IRS. 
Interest rates are set every calendar quarter. 
 
If taxes are not paid for a considerable period of time, it is common for penalties and interest to 
become a significant amount, sometimes accounting for more than the underlying tax owed.  
 
The IRS will waive penalties when allowed by law if taxpayers can show one of following:  
 

• They acted reasonably and in good faith with respect to their tax position; or two 

• They relied on the incorrect advice of an IRS employee.  
 
The second part of this standard is the least used of this standard because there is a low amount 
of people contacting the IRS for assistance and, even if they do, proving that the IRS provided 
them with incorrect tax advice might prove difficult.  
 
The most common way that taxpayers succeed in having penalties is waived is by providing that 
they acted reasonably and in good faith. 
 
The IRS will also waive interest that results from certain errors or delays caused by the IRS. 
Waiver of interest is much less common than the waiver of penalties. In most cases, a taxpayer is 
going to end up paying interest on the amount of tax unpaid or underpaid. Still, there are 
situations in which the taxpayer may be able to show that the interest charge would not be there 
if the IRS had not made an error or delayed the case in question. 
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AMENDED RETURNS & ESTIMATED 

PAYMENTS 
 

AMENDED RETURNS 
 

In this chapter we’ll discuss what can be done if the taxpayer discovers that they have made an 
error when completing their original tax return. It may be that they have overlooked a deduction 
or credit, resulting in an additional refund amount. Or they could have forgotten to report an item 
of income, resulting in additional tax due. Form 1040X, Amended U.S. Individual Income Tax 
Return can be completed and filed to correct errors or omissions on an original tax return. 
 

Audit and Amended Returns. 

 
Filing an amended return does not affect the selection process of the original return for an audit. 
However, amended returns also go through a screening process and the amended return may be 
selected for audit. 
 
Once taxpayers’ return is under audit, they may be able to amend the return in question but this 
would delay the audit process. Sometimes the auditor will instruct not to amend or sometimes 
they may accept the amended information in writing.  
  
In either case taxpayers will be required to provide with the requested information to the auditor 
and finish one process first. Taxpayers may be able to amend the return after completion of the 
audit if there are items not covered by the process. 
 
When To File Form 1040X. Form 1040X should be filed only after the taxpayer has filed an 
original return. Generally, for the taxpayer to receive an additional refund, Form 1040X must be 
filed within three years after the date the original return was filed or within two years after the 
date the tax was paid, whichever is later. A return that was filed before April 15 is considered to 
be filed on the due date. 
 
Taxpayers that find that they have an additional balance due should be aware that the IRS has 
three years to audit a return and assess any additional taxes. The three year period starts on the 
day the original return was filed or April 15, whichever was later. For example, the three year 
time period for a return filed on April 1, 2015 begins on April 15, 2016. On April 16, 2019 the 
IRS cannot audit that tax return unless there was a suspicion of fraud. 
 
The IRS also has 10 years to collect outstanding tax liabilities, measured from the day a tax 
liability has been finalized. A finalized liability can be a balance due on an original return or an 
additional assessment from an audit or change to the return. From the day that the liability has 
been finalized the IRS has ten years to collect the full amount plus penalties and interest. If the 
IRS doesn’t collect the full amount in the 10-year period, they cannot collect the remainder 
(except again in the case of fraud). 
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Please note that the two above examples of the statute of limitations assumes that the taxpayer 
has filed an original return. If the taxpayer does not file a return, the statute of limitations on any 
balance due amounts does not apply. Additionally the time period in which the IRS may legally 
collect any balance due amounts, plus any penalties and interest may be extended in the event of 
fraud or substantial underpayment of tax. 
 
Completing Form 1040X. When preparing Form 1040X, be sure to use the laws, deduction 
amounts and tax rates from the tax year being amended. The taxpayer will also need to include 
any form, schedule or supporting statement that changes because of the amendment or that had 
not been included with the original return. 
 
Here are some specific line instructions for Form 1040X. 
 
Page 1 

 

Period covered. Check the box for the year that is going to be covered by the amended return. In 
case there is a calendar year enter the period covered. 

 

Name, Address and SSN. If the taxpayer and spouse are amending a joint return, list their names 
and social security numbers in the same order as shown on the original return. If the taxpayer is 
changing from a separate to a joint return and their spouse did not file an original return, enter 
the taxpayer’s name and SSN first. 
 
Amended return filing status. Indicate the filing status as shown on the original return and the 
filing status on the amended return. Note that the taxpayer cannot change from a joint to separate 
return after the due date of the return. 
 

Full-year coverage. Taxpayer indicates the period covered by a health insurance. 
 

Lines 1 through 33. When completing Form 1040X, start with: 
 

• Line 1 and 2 if the taxpayer is changing income or deductions. 

• Line 6 if the taxpayer changed the tax 

• Line 10 if the taxpayer applying other taxes 
 

Line 1. Enter the amount of the taxpayer’s adjusted gross income. To find the corresponding line 
for the year that is being amended, use the chart on the following page. Remember that a change 
made to the taxpayer’s AGI can also affect the following: 
 

• Miscellaneous itemized deductions 

• The child and dependent care credit, child tax credit or the education credits 

• The amount of the taxpayer’s charitable contributions 

• The amount of the taxpayer’s taxable social security benefits 
 
If the taxpayer is correcting their wages or other employee compensation they will need to attach 
a copy of all additional or corrected Forms W-2 received after filing their original return. 
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Line 2. If the taxpayer is changing the amount of their itemized deductions (or changing from 
standard deduction to itemized deductions) they must complete and attach Schedule A with Form 
1040X. 
 
Line 4. If the taxpayer is changing the number of exemptions claimed they must look up the 
correct exemption amount for the tax year in question. Also be sure to complete Parts I and II on 
Page 2 of Form 1040X. 
 
Line 6. Enter the taxpayer’s income tax before subtracting any credits. Include the method used 
to figure the tax shown in column C on the dotted line to the left of column A. 
 

Abbreviations for Form 1040X, Line 6 

If the taxpayer used 
 

Enter on Line 6 

Tax Table Table 

Tax Computation Worksheet TCW 

Schedule D Sch. D 

Schedule J (Form 1040) Sch. J 

Qualified Dividends & Capital Gain 
Worksheet 

QDCGTW 
 

 
Line 7. Enter the total amount of the taxpayer’s credits, including: 
 

• Child and dependent care credit 

• Credit for the elderly or disabled 

• Education credits 

• Retirement savings credit 

• Child tax credit 

• Adoption credit 

• Credit for prior year minimum tax 
 

Line 9. Include other taxes such as: 
 

• Self-employment tax 

• Additional tax on IRAs or other retirement plans 

• Advance EIC payments 
 
Line 12. If the taxpayer is changing the amount of tax withheld, be sure to attach to the front of 
Form 1040X a copy of any additional or corrected Forms W-2. 
 
Lines 13-16. Payments and credits. Remember to include any additional forms or schedules if 
they were not attached to the original return. 
 
Line 18. Enter any overpayment as shown on the original return, even if the taxpayer has not yet 
received their original refund. Any additional refund as shown on Form 1040X will be sent 
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separately from any refund shown on the original return. If the original return was changed by 
the IRS or amended by the taxpayer and the result was an additional refund amount. 
 
Line 22. If the IRS does not use the overpayment to pay past due federal or state debts, the 
refund amount on line 21 will be send separately from any refund shown on the original return. 
The IRS will figure and include any interest payable and include it in the check to the taxpayer. 
 
Line 23. Enter the amount the taxpayer wants applied to their estimated tax for the next year. 
Indicate the tax year in the box indicated. No interest will be included in that amount. 
 
Page 2 

 

Part I Exemptions. List all dependents claimed on the amended return, include all dependents 
claimed on the original return and dependents not claimed on the original return who are being 
added to the amended return. 
 

Part II Presidential Election Campaign Fund. If the taxpayer did not previously want $3 of their 
tax to go to the Presidential Election Campaign Fund, but have now changed their mind. 
 
Part III explanations of the changes. This section should include the line changed and the 
explanation of the changes. 
 
Amended return must be signed by taxpayers 

 

Important Rules for Amended Returns 

 
The following rules apply to any amended tax return: 
 

• Amended returns cannot be e-filed; taxpayers must submit a paper version. 
• Taxpayers must submit a separate Form 1040X for each year's return they wish to amend 

and mail them in separate envelopes. 
• If the amended return involves changes to another schedule or form, taxpayers must 

attach a revised version of that schedule or form (for example, if they are revising 
itemized deductions, attach a new Schedule A). 

• If taxpayers are filing to claim an additional tax refund on a recently filed return, wait 
until they have received the original refund before filing Form 1040X. They are allowed 
to cash the original check while waiting for any additional refund. 

• On the other hand, if taxpayers’ amended return will result in additional tax owed, file it 
right away to limit interest and penalty charges that might accrue. The IRS charges 
interest on any tax not paid by the due date of the original return, regardless of any 
extensions requested. 

• The normal processing time for a Form 1040X is eight to 12 weeks. 
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Review Questions Section 5 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

1. After the conclusion of the audit if taxpayer does not agree with the resolution they can file a 
petition for tax litigation in the tax court. If the resolution was an increase in tax then one of 
the following will occur. 
a) The IRS will stop the assess the deficiency against taxpayer until the conclusion of the 

litigation 
b) The interest and will continue increasing 
c) If taxpayer elects to pay the deficiency while the tax litigation proceeds, then they can file 

a claim for a refund if the conclusion of the tax court case is in taxpayer’s favor 
d) All of the above 

 
2. The IRS may waive penalties when allowed by law. Which of the following is the most 

common way in which the IRS may waive a penalty? 
a) Indicating that taxpayer relied on the incorrect advice of an IRS employee 
b) Indicating that taxpayer acted reasonably and in good faith 
c) Indicating that the taxes are the highest 
d) Setting a payment plan  

 
3. For a taxpayer to receive an additional refund, an amended return must be 

filed________________. 
a) Within 10 years of filing the original return 
b) Within 5 years of filing the original return or 3 years after paying the tax, whichever is 

later 
c) Within 3 years after the original return was filed or 2 year after paying the tax, whichever 

is earlier 
d) Within 3 years after the original return was filed or 2 year after paying the tax, whichever 

is later 
 
4. When preparing a Form 1040X the following items must be taken into consideration, except: 

a) Use the tax laws applicable for the year being amended 
b) Include any form or supporting statement for the changes amended. 
c) Use the tax credits for the current year because that is the year in which the amended 

return is going to be prepared 
d) Use the deductions amounts from the tax year being amended 

 
5. When filing an amended return the first page of Form 1040X will require taxpayer to provide 

one of the following important information 
a) The year that is going to be covered by the amended return and the full-year coverage 

information 
b) The filing status shown on the original return 
c) The name(s) and Social Security Number(s) as they appeared on the original return 
d) All of the above 
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Review Questions 5 – Answers and Discussion 

1. Answer is d. taxpayers can respond by paying the amount owed in either a lump sum or by 
negotiating a payment plan. However, if taxpayers do not agree with the assessment, then 
within 90 days of receiving the statutory notice of deficiency, they have the right to file a 
petition for tax litigation in the tax court. A petition can be filed in Tax Court only if they 
have received this letter. If they pursue this course of action, then the IRS cannot assess the 
deficiency against them. However, taxpayers may decide to pay the deficiency to stop the 
running of interest while the tax litigation proceeds. If they elect to pay the deficiency while 
the tax litigation proceeds, then they can file a claim for a refund at the conclusion of the tax 
court case. 
 

2. Answer is b. The IRS will waive penalties when allowed by law if taxpayers can show one 
of following:  

• They acted reasonably and in good faith with respect to their tax position; or two 

• They relied on the incorrect advice of an IRS employee.  
The second part of this standard is the least used of this standard because there is a low 
amount of people contacting the IRS for assistance and, even if they do, proving that the IRS 
provided them with incorrect tax advice might prove difficult. The most common way that 
taxpayers succeed in having penalties is waived is by providing that they acted reasonably 
and in good faith. 

 
3. Answer is c. Form 1040X should be filed only after the taxpayer has filed an original return. 

Generally, for the taxpayer to receive an additional refund, Form 1040X must be filed within 
three years after the date the original return was filed or within two years after the date the 
tax was paid, whichever is later. A return that was filed before April 15 is considered to be 
filed on the due date. 

 
4. Answer is c. When preparing Form 1040X, be sure to use the laws, deduction amounts and 

tax rates from the tax year being amended. The taxpayer will also need to include any form, 
schedule or supporting statement that changes because of the amendment or that had not been 
included with the original return. 

 
5. Answer is d. Page 1 of Form 1040X require the following information.  

Period covered. Check the box for the year that is going to be covered by the amended 
return. In case there is a calendar year enter the period covered. 
Name, Address and SSN. If the taxpayer and spouse are amending a joint return, list their 
names and social security numbers in the same order as shown on the original return. If the 
taxpayer is changing from a separate to a joint return and their spouse did not file an original 
return, enter the taxpayer’s name and SSN first. 
Amended return filing status. Indicate the filing status as shown on the original return and the 
filing status on the amended return. Note that the taxpayer cannot change from a joint to 
separate return after the due date of the return. 
Full-year coverage. Taxpayer indicates the period covered by a health insurance. 
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ESTIMATED TAXES 
 
Estimated tax payments are used by taxpayers to pay tax on income that is not subject to 
withholding or not subject to enough withholding. This includes income from self-employment 
(Schedule C), interest or dividends (Schedule B), rental income (Schedule E), capital gains 
(Schedule D), plus income from alimony, prizes or awards. 
 
If the taxpayer does not pay enough tax throughout the year, either through withholding or 
estimated tax payments, they may be subject to a penalty. 

 

When to Pay Estimated Taxes. For estimated tax purposes, the calendar tax year is divided into 
four payment periods. Each period has a specific due date. If the taxpayer does not pay enough 
tax by the due date of each period, they may be charged a penalty even if they get a refund when 
they file their tax return. 
 
If the due date for an estimated tax payment falls on a Saturday, Sunday or legal holiday, it will 
be considered on time if it is made on the next business day. If the taxpayer files their 2015 tax 
return by January 31, 2016 and pays their tax due, they do not need to make their January 15 
estimated tax payment. 
 
Who Is Not Required to Pay Estimated Taxes? If the taxpayer earns a salary or a wage, they 
can avoid paying estimated taxes by asking their employer to withhold more federal tax from 
their pay. They can do this by filing a new Form W-4 with their employer. A taxpayer is not 
required to pay estimated taxes for 2015 if they meet all of the following conditions: 
 

• They had no tax liability for 2014 (total tax was zero or not required to file a return) 

• They were a U.S. citizen or resident for the whole year 

• Their 2014 tax year covered a 12-month period 
 

Who Must Pay Estimated Taxes? If the taxpayer had a tax liability for 2014, they may have to 
make estimated payments for 2015. Generally, a taxpayer must pay estimates for 2015 if both of 
the following apply: 
 

• They expect to have a balance due of at least $1,000 in tax for 2015, after subtracting 
withholding and credits 

• The Safe Harbor. They expect their withholding and credits to be less than the smaller of 
o 90% of the tax shown on their 2015 return, or 
o 100% of the tax shown on their 2014 return, which covers 12 months. 

 
Higher Income Taxpayers. If the taxpayer’s adjusted gross income for 2014 was more than 
$150,000 ($75,000 if MFS), they must pay at least 90% of their 2015 tax or 110% of the tax 
shown on their 2014 return. 
 
Remember, even though a taxpayer may not be required to make estimated payments, if they 
expect to have a large balance due it may be easier for them to make estimated payments rather 
than to have one lump sum payment on April 15. 
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Special rules apply to taxpayers who were married filing a joint return in 2014 and filing separate 
returns in 2015 and vice versa. Taxpayers with at least two-thirds of their income from farming 
and fishing also have different rules regarding the need to make estimated payments. For 
additional information on these scenarios, see Publication 505. 

 

How To Figure Estimated Tax. To help calculate the amount of their estimated taxes, a 
taxpayer needs to know their expected adjusted gross income, taxable income, taxes, deductions 
and credits for the year. The 2014 amounts for these figures can be used as a good starting point. 
The estimated tax worksheet provided by the IRS can be used to help calculate the amount of 
required quarterly tax payments. 
 
The taxpayer is not required to make estimated tax payments until after they have income on 
which to owe the tax. If they have income during the first payment period (January 1 through 
March 31) they must make an estimated tax payment by April 15. They can choose to pay all of 
their estimated taxes by the due date of the first payment, or they can opt to make installments. 
 
After figuring the amount of estimated tax required for the year, it is necessary to determine how 
much must be paid by the due date of each payment period. If the taxpayer does not pay enough 
during any payment period, they may owe a penalty even though they receive a refund when 
they file their tax return. 
 
Regular Installment Method. If the taxpayer’s income is basically the same throughout the year, 
they will probably find it easiest to use the Regular Installment Method. If their first estimated 
payment is due April 15, they can figure the required payment for each period by dividing the 
required annual amount by four. 
 
Annualized Income Installment Method. If the taxpayer does not receive their income evenly 
throughout the year (for example, a tax professional who earns most of their money from January 
through April) their required estimated tax payment for one or more periods may be different 
than the amount figured using the Regular Installment Method. A complete discussion of this 
method of determining estimated payments is beyond the scope of this course. For additional 
information, see Publication 505. 
 
How To Pay Estimated Taxes. There are five ways to pay estimated tax. 
 

• By crediting an overpayment on your 2014 return to the 2015 estimated tax. 

• By sending in a payment with using Form 1040-ES. 

• By paying electronically using the Electronic Federal Tax Payment System (EFTPS). 

• By electronic funds withdrawal when filing Form 1040 electronically. 

• By credit card using a pay-by-phone system or the Internet. 
 
Crediting An Overpayment. If the taxpayer receives a refund, they can apply part or all of it to 
their estimated tax for 2015. Remember to enter the amount that taxpayers want credited to their 
estimated tax rather than refunded. The amount they have credited should be taken into account 
when figuring their remaining estimated tax payments. 
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Amended return – The tax amount to use for the safe harbor test when the prior year return is 
amended depends on when the amendment is filed. Use the tax amount shown on the: 
 

• Amended return if it is filed by the due date of the original return. 

• Original return if the amended return is filed after the original return’s due date. 
 
(Exception: if spouses originally filed timely separate returns and then file a joint return after the 
due date to replace the separate returns, use the tax on the joint return to figure the required 
estimated tax payments.) 
 
Special Exceptions - Farmers and Fishermen - If at least two-thirds of the taxpayer's gross 
income for the prior year or the current year is from farming or fishing, the following special 
exceptions and rules apply: 
 

• The estimated tax underpayment penalty will not apply if a 2014 calendar year tax return of 
the farmer or fisherman is filed, and all tax due is paid, by March 2, 2015. 

• Any penalty owed is figured from the January 15, 2015 installment date. 

• The taxpayer's required annual payment is the smaller of: 
 

1) 66-2/3% (.6667) of their total tax for the year, or 
2) 100% of the total tax shown on the prior year provided the prior year was for a full 12 

months. 

 

Married taxpayers filing separate returns 

 

Separate Returns – Separate Estimates - If the taxpayer and spouse made separate estimated tax 
payments for the year and file separate returns, they can take credit only for their own payments. 
 

Separate Returns – Joint Estimates - If the taxpayers made joint estimated tax payments, they 
must decide how to divide the payments between the returns. One can claim all of the estimated 
tax paid and the other not, or they can divide it in any other way they agree on. If they cannot 
agree, they must divide the payments in proportion to each spouse's individual tax as shown on 
their separate returns for the year. 

 
Example - David and April made a joint estimated tax payments totaling $3,000. They file 

separate returns and cannot agree on how to divide estimates. David's tax is $4,000 and April's 

is $1,000. 

David’s share = 4,000/5,000 x 3,000 = $2,400 

April’s share = 1,000/5000 x 3,000 =$ 600 

 
Divorced Taxpayers: If the taxpayers made joint estimated tax payments for the year and were 
divorced during the year, either spouse can claim all the payments or they each can claim part of 
them. If the taxpayers cannot agree on how to divide the payments, they must divide them in 
proportion to each spouse's individual tax as shown on their separate returns for the year. 
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No tax liability last year - The taxpayer is exempt from the underpayment penalty if they had 
no tax liability in the prior year and they were a U.S. citizen or resident for the whole year. For 
this rule to apply, the tax year must have included all 12 months of the year. 

 

Waiver of Penalty - The IRS will, under certain circumstances, waive the underpayment 
penalty. The following are the conditions and procedures for penalty waiver. 
 
Conditions - The IRS can waive the penalty for the following circumstances: 
 
1. The taxpayer retired (after reaching age 62) or became disabled in the year previous to the 

computation year or the computation year and both the following requirements are met. 
 

a. The taxpayer had a reasonable cause for not making the payment, and 
b. The underpayment was not due to willful neglect. 

 
2. The taxpayer did not make payment because of one of the following situations and it would 

be inequitable to impose the penalty: 
 

a. Casualty 
b. Disaster, or 
c. Other unusual circumstance 

 

Procedure - To request a waiver, complete Form 2210 and write the requested waiver amount 
next to line 17 (or the last line of Part IV if using regular method). See Form 2210 instructions 
for further details. Attach a statement with an explanation and verification documentation: 
 

• Retirement or Disability - If the taxpayer is requesting a waiver due to retirement or 
disability, attach documentation that shows the taxpayer’s retirement date and age on that 
date or the date the taxpayer became disabled. 
 

• Casualty, Disability or Unusual Circumstances - If the taxpayer is requesting a waiver due 
to a casualty, disaster, or other unusual circumstance attach documentation such as copies of 
police and insurance company reports. 

 

Annualized income Exception - If the de minimis and the safe harbor exceptions do not apply, 
use IRS Form 2210 to compute the underpayment penalty using the annualized method. The 
worksheet annualizes the tax at the end of each period based on actual income, deductions, and 
other items relating to events that occurred since the beginning of the tax year through the end of 
the period. If this exception is used, Form 2210 must be attached to the tax return. 
 

INTEREST ON OVERPAYMENTS OR UNDERPAYMENTS 
 
The Internal Revenue Service is required to collect interest on balance due amounts not paid 
timely and to pay interest on overpayments. Under the Internal Revenue Code, the rate of interest 
is determined on a quarterly basis. For taxpayers other than corporations, the overpayment and 
underpayment rate is the federal short-term rate plus 3 percentage points. 
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Beginning January 1, 2015 the rates will be: 
 

• thee (3) percent for overpayments [two (2) percent in the case of a corporation]; 

• three (3) percent for underpayments; 

• five (5) percent for large corporate underpayments; and 

• one-half (.5) percent for the portion of a corporate overpayment exceeding $10,000. 
 
 

 

INTEREST INCOME 
 
Interest is income paid for the use of money. Sources 
of interest income include (but is not limited to) 
banks, credit unions, government agencies, life 
insurance policies, and other individuals. In general, 
any interest that the taxpayer receives is taxable 
income. Interest income is generally taxable but 

certain types are non-taxable, as explained here. 

 

Form 1099-INT. Form 1099-INT (shown above) or a similar statement is used by banks, savings 
and loans, and other payers to report interest income to taxpayers. Form 1099-INT is required 
whenever interest of over $10 is paid by an institution, or over $600 of interest paid in 
connection with a trade or business. This form should be kept with the taxpayer’s records. It is 
not required to be filed with the tax return. 

 

 

 

 

 

 

 

 

 

 

 

  

 

 

 

 

 

Box 1 – This box includes interest income paid to the taxpayer that is not interest on U.S. 
Savings Bonds, Treasury bills, Treasury notes and Treasury bonds. We will discuss interest from 
U.S. government obligations later in the chapter. 
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Box 2 – Interest forfeited due to an early withdrawal of money from a time deposit before 
maturity (for example, a certificate of deposit). If an early withdrawal is made, the percentage of 
interest paid may be reduced for the year in which the withdrawal takes place. The difference 
between the original amount of interest and the reduced rate is the early withdrawal penalty. This 
amount forfeited may be deductible as an adjustment to income on line 30, Form 1040. 
 
Box 3 – Interest paid on U.S. Savings Bonds, Treasury bills, Treasury notes and Treasury bonds. 
 

Box 4 – If the taxpayer does not provide a Taxpayer Identification Number (TIN) to the payer in 
a timely manner, they will be subject to backup federal tax withholding at a 28% rate on 
payments reported in box 1. 

 

Box 5 – Includes the taxpayer’s share of expenses from a real estate mortgage investment conduit 
(REMIC). This amount may be deductible as an expense on Schedule A if the taxpayer itemizes 
deductions. 
 
Box 6 – This box includes any foreign tax withheld and paid on interest. This amount is reported 
in U.S. dollars. 
 
Box 7 – The foreign country or U.S. possession to which the box 6 amount applies. 

 

When to report interest income. When the taxpayer will report their interest income depends 
on whether they use the cash method or an accrual method to report income. Most taxpayers use 
the cash method of reporting income. In this situation a taxpayer would report their interest 
income in the same year that they actually or constructively receive the funds. Exceptions to this 
rule will be discussed later in this chapter. 
 
Constructive receipt. A taxpayer is considered to have constructively received interest income 
when it is credited to their account; they do not necessarily have to have physically received the 
funds. For example, a taxpayer is considered to have received interest on a savings account when 
the money is credited to the account and made available for withdrawal. 
 
The taxpayer constructively receives income even if they must: 
 

• Make withdrawals in multiples of even amounts; 

• Give a notice to withdraw before making the actual withdrawal; 

• Withdraw all or part of the money in the account to withdraw the earnings; or 

• Pay a penalty on early withdrawals, unless the interest received on an early withdrawal or 
redemption is substantially less than the interest that would be payable at maturity. 

 
An accrual basis taxpayer reports taxable interest income when they have earned it, whether or 
not they have received it. Interest is earned over the term of a debt instrument. 
 
Where to Report Interest Income. Generally all taxable interest income is reported on line 8a 
of Form 1040 or Form 1040A (line 2 of Form 1040EZ). Taxpayers may also be required to 
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complete and file Schedule B, Form 1040 or Schedule 1, Form 1040A. The chart below 
summarizes where interest income should be reported. 
 
Taxpayers cannot use Form 1040EZ if their taxable interest income is more than $1,500. Instead, 
they must use Form 1040A or Form 1040. 
 
 

 
 
 

Where to report interest income? 

If taxpayer has: Form 1040 From 1040A Form 1040EZ 
Taxable interest income under 
$1,500 

Line 8a (unless 
Schedule 
B is otherwise required) 

Line 8a (unless 
Schedule 
1 is otherwise 
required) 

Line 2 

Taxable interest income over 
$1,500 

 
 
 
 
 
 

Schedule B, Part I 

 
 
 
 
 
 
Schedule B, Part I 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Taxpayer cannot 
use Form 1040EZ 

Excluded savings bond interest 
because of higher education 
expenses 

Interest from a seller-financed 
mortgage and the buyer used the 
property as a home 

Tax exempt interest reported on 
Form 1099-INT 

Nominee interest (interest 
belonging to someone else) 

Interest on frozen deposits 

A financial account in a foreign 
country 

Schedule B, Part III Cannot be used 

Early-withdrawal penalty Line 8a (unless 
Schedule B is otherwise 
required) 

 
 
Taxpayer cannot use 

Form 1040A 

Received or paid accrued interest 
on securities transferred between 
interest payment dates 

The taxpayer received tax 
exempt interest from private 
activity bonds issued after 
August 7, 1986. 

 
Schedule B, Part I 

Acquired taxable bonds after 
1987 and chose to reduce interest 
income from the bonds by any 
amortizable 
Premium 

OID in an amount more or less 
than the amount shown on Form 
1099-OID 

Interest on a bond bought 
between interest payment dates 
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Different types of taxable interest. Taxable interest income includes interest received from 
bank accounts, life insurance policies, loans made and other sources. Following are some other 
sources of taxable interest. 
 
Dividends that are actually interest – Certain distributions which are commonly called dividends 
are actually interest. Any “dividends” from the following are reportable as interest income: 
 

• Cooperative banks 

• Credit unions 

• Domestic or federal savings and loan associations 

• Domestic building and loan associations 

• Mutual savings banks 
 

Money market funds – Generally, any amounts received from money market funds are reportable 
as dividends, not interest. 
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Gifts for opening accounts – For deposits of less than $5,000, any noncash gift or service valued 
at more than $10 must be reported as interest. For deposits of $5,000 or more, gifts or services of 
more than $20 must be reported as interest. The value of the gift or service is the cost to the 
financial institution. 
 
U.S. obligations – Interest on U.S. obligations such as Treasury bills, notes and bonds is taxable 
for federal income purposes (but generally exempt from state and local tax).  
 
Treasury bills – Treasury bills are issued at a discount (purchase price less than face value) in 
multiples of $1,000. The difference between the discounted price paid and the value at maturity 
is considered interest income. Generally this interest is reported at maturity. 
 
Treasury notes and bonds – Treasury notes have maturity periods from one to ten years. Maturity 
periods for bonds are generally longer than 10 years. Both generally pay interest every six 
months which is reported in the year paid. 
 
Interest on tax refunds – Interest received on a tax refund is taxable income. 
 
Interest from frozen deposits – Interest from frozen deposits is usually not included in income. A 
frozen deposit means the taxpayer cannot withdraw funds because: 
 

• The financial institution is bankrupt or insolvent; or 

• The state where the institution is located has placed limits on withdrawals because other 
financial institutions in the state are bankrupt or insolvent. 

 
Private Activity Bond Interest - Tax-exempt interest on certain private activity bonds is a tax 
preference item. Private activity bonds include those that finance mass transit facilities, sewage 
and solid waste disposal facilities and certain multi-family dwellings. Private activity bond 
interest is tax exempt for regular tax purposes but is taxable for Alternative Minimum Tax 
purposes. The tax-exempt interest, and the portion of it that is private activity interest, is included 
on Form 1099-INT, boxes 8 and 9, respectively. 
 
Interest on Veterans Affairs Dividends - Interest on insurance dividends left on deposit with 
the Department of Veterans Affairs (VA) is not taxable. This includes interest paid on dividends 
on converted United States Government Life Insurance and on National Service Life Insurance 
policies. 

 

Interest on Insurance Dividends - Interest on insurance dividends left on deposit with an 
insurance company that can be withdrawn annually is taxable in the year it is credited to the 
account. However, if withdrawal can only be made on the anniversary date of the policy (or other 
specified date), the interest is taxable in the year that date occurs. 

 

Bonds Traded Flat - If a bond is purchased when interest has been defaulted or when the 
interest has accrued but has not been paid, that interest is not income and is not taxable as 
interest if paid later. When payment of that interest is received, it is a return of capital that 
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reduces the remaining cost basis. Interest that accrues after the date of purchase is taxable 
interest income for the year it is received or accrued. 
 
Bond Premium – Generally, bond premium occurs when the stated interest rate on the bond is 
higher than the market yield for the bond when it is purchased. The bond premium amount is the 
excess of the holder’s basis in the bond immediately after its acquisition over the sum of all 
amounts payable on the bond after its purchase (other than payments of qualified stated interest) 
– in other words, face value of the bond. Special rules (not covered here) apply for convertible 
bonds, variable rate debt instruments and bonds subject to contingencies. The tax treatment of 
the premium depends on whether the bond pays tax-exempt or taxable interest. 
 

• Tax Exempt Bonds – Any premium on tax-exempt bonds cannot be deducted but must be 
amortized, and the basis of the bond must be reduced by the nondeductible amount. (IRC 
Sec 171(a)(2); IRC Sec. 1016(a)(5)) As a result, even though no deduction is allowed of 
the amortized premium, no loss is available when a tax-exempt bond is acquired at a 
premium and held to maturity. 

 

• Taxable Bonds – At the bondholder’s election, a premium may be amortized, and a 
deduction is allowed for the amortized amount. When the amortization election has been 
made, the basis of the bond is reduced by the offset amount. The amortization deduction 
amount in any one year cannot exceed the income reported from the bond during the 
year. However, excess premium amortization can be carried forward to the next accrual 
period to offset that period's interest income. (Reg §1.171- 2(a)(4)) 

 

o Making the election - The amortization election is made by (1) offsetting the interest 
income with the bond premium on a timely filed return for the first tax year to which the 
bond holder wishes the election to apply, and (2) attaching an election statement to the 
return. Unless revoked with IRS consent, the election, once made, is binding for the year 
made and all future years for all taxable bonds held by the taxpayer at the beginning of 
the election year and to all taxable bonds subsequently acquired by the taxpayer. 

 
o No election - If the election is not made, the premium is recovered when the bond is 

redeemed or sold. Because the election provides a current offset to interest income, 
generally making the election is preferable to having a future capital loss deduction. But 
each taxpayer’s situation needs to be analyzed before making an election. 

 

Bonds Traded Between Interest Dates 

 

• Bond Sold - If a bond is sold between interest payment dates, part of the sales price 
represents interest accrued to the date of sale. The part of the sales price that represents 
interest must be reported as interest income for the year of sale. 

 

• Bond Purchased - If a bond is purchased between interest payments dates, part of the 
purchase price represents interest accrued before the date of purchase; this interest 
belongs to the seller of the bond. At the next interest payment date after the purchase, the 
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buyer will receive interest from the bond issuer that includes both the accrued interest at 
purchase and post-purchase interest. 

 
Only the interest in excess of the amount paid to the seller for the accrued interest is taxable. The 
buyer purchased the interest that had accrued up to the purchase date, so the interest payment 
equal to that amount is a return of capital. There is no effect on the cost basis of the bond since 
the purchase of the interest was not included in the basis of the bond. On Schedule B, report the 
full amount of interest received for the year (so as to match the 1099-INT), subtotal all interest 
income, enter the accrued interest paid as a negative amount on the next line, and then enter the 
net total of line 1 on line 2. If the first interest payment after purchasing the bond does not occur 
until the following tax year, deduct the accrued interest paid on the following year’s return, not 
on the return for the year the bond was purchased. 
 
Example – On May 25, in the secondary market, Miguel purchased a bond with a face value of 

$10,000 for $9,810. The coupon rate on the bond is 5%, which is payable semi-annually on April 

15 and October 15. At the time of the purchase, interest of $58.91 had accrued, which Miguel 

paid the seller, thus making his total cost for the purchase $9,868.91. On October 15 he receives 

an interest payment of $250, which he offsets with the $58.91 of accrued interest he purchased, 

leaving $191.09 as taxable interest and a zero basis in the purchased interest (original basis 

$58.91 – return of principal 58.91 = 0). His basis in the bond is $9,810. 

 

Original Issue Discount (OID) - A debt instrument generally has OID when the instrument is 
issued for a price that is less than its stated redemption price at maturity. OID is the difference 
between the stated redemption price at maturity and the issue price. All instruments that pay no 
interest before maturity are presumed to be issued at a discount. Zero coupon bonds are one 
example of these instruments. Original issue discount (OID) is a form of interest and is generally 
included in income as it accrues over the term of the debt instrument, whether or not the taxpayer 
receives any payments from the issuer. 
 
The discount or OID is treated as zero 
(“de minimis” OID) if it is less than 
one-fourth of 1% (.0025) of the stated 
redemption price at maturity 
multiplied by the number of full years 
from the date of original issue to 
maturity. 
 

State or Local Government 

Obligations (“municipal” bonds) - 

Generally, interest on obligations used 
to finance government operations is 
not taxable if the obligations are issued 
by a state, the District of Columbia, a 
possession of the United States, or any 
of their political subdivisions. This 
includes interest on certain obligations issued after 1982 by an Indian tribal government treated 
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as a state. Interest on arbitrage bonds issued by state or local governments and interest on private 
activity bonds generally is taxable. 
U.S. Government Obligations - Interest on U.S. obligations, such as U.S. Treasury bills, notes, 
and bonds, issued by any agency or instrumentality of the United States is taxable for Federal 
income tax purposes. 
 

• Treasury Bills generally have a 4-week, 13-week, or 26-week maturity period, although 
shorter and longer periods (a few days to up to 52 weeks) are possible. They are issued at a 
discount in the amount of $1,000 and multiples of $1,000. The difference between the 
discounted price paid for the bills and the face value received at maturity is interest income. 
Generally, this interest income is taxable when the bill is paid at maturity. 
 

• Treasury Notes are currently issued with maturity periods of 2, 3, 5, 7 or 10 years. 
Generally, interest (fixed-rate) is paid every 6 months and taxable in the year paid. 
 

• Treasury Bonds are currently sold only with 30-year terms, although they used to be sold 
with shorter maturity periods. Treasury bonds pay interest every 6 months. The interest 
income is reported in the year paid. 
 

• Series HH Bonds were issued at face value. Interest is paid twice a year by direct deposit to 
the bond owner’s bank account. Cash method taxpayers must report interest on these bonds 
as income in the year it is received. Series HH bonds mature in 20 years. They were available 
prior to Sept. 1, 2004 in exchange for Series EE/E bonds or upon reinvestment of matured H 
bonds; they are no longer issued. 
 

• Series H Bonds were issued before 1980 and had the same tax treatment as series HH bonds. 
The income was reported as received. Series H bonds had a maturity period of 30 years. The 
last Series H bond matured in 2009. 
 

• Series EE and Series I Bonds - The interest on these bonds can be reported in either of the 
following ways: 

 
Method 1 Postpone reporting the interest until the earlier of: 

o The year the bonds are redeemed, or 
o The year they mature. 

 
Method 2 Choose to report the increase in redemption value as interest each year. The same 
method must be used for all series EE, series E and series I bonds owned. 

Change of Method 

 

• Change from Method 1 - The method of reporting interest can be changed from Method 
1 to Method 2 without permission from the IRS. In the year of change, the taxpayer must 
report all interest accrued to date and not previously reported for all bonds. 
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• Change from Method 2 - Permission to switch from Method 2 to Method 1 is required, 
but is automatic if the taxpayer submits the required information (see Pub 17). As part of 
that agreement, the taxpayer must agree to: 

 
a. Report all interest on any bonds acquired during or after the year of change, when 

the interest is realized upon disposition, redemption, or final maturity, whichever 
is earliest, and 

b. Report all interest on the bonds acquired before the year of change, when the 
interest is realized upon disposition, redemption, or final maturity, whichever is 
earliest, with the exception of the interest reported in prior tax years. 

 
Example. Barbara owns a $500 U.S. Series EE savings bond. She paid $250 for the bond. When 

the bond matures, Barbara will receive $500. At the end of the first year, the bond is worth $265. 

Barbara can report interest income in one of two ways. She can: 

 

• Report $250 of interest income only once when the bond matures 

o This is the difference between the $500 value at maturity and the $250 she paid 

for the bond; or 

 

• Report $15 of interest income at the end of the first year 

o This is the increase in value at the end of the year ($265 minus $250); Barbara 

would report interest income each year until maturity 

o This method is uncommon. 
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Review Questions Section 6 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. Each of the following requirements must be met if the taxpayer is to be considered not 

required to make estimated tax payments in 2015, except: 
 

a) They had no tax liability for 2014 
b) They were a U.S. citizen for the whole year 
c) They filed a Form 1040A not Form 1040 
d) Their 2014 tax return covered a 12-month period 

 
2. The Internal Revenue Service is required to collect interest on balance du amount not paid 

timely and to pay interest on overpayments. What are the rates for 2015? 
 

a) 2 percent for overpayments and 3 percent for underpayments 
b) .5 percent for overpayments and .5 for underpayments 
c) 3 percent for overpayments and underpayments  
d) 5 percent for individuals and 3 percent for corporations 

 
3. If a taxpayer does not provide a Taxpayer Identification Number (TIN) to the payer of 

interest in a timely manner, they will be subject to backup federal tax withholding at a 
_________ rate. 

 
a) 10% 
b) 15% 
c) 25% 
d) 28% 

 
4. Interest on insurance dividends left on deposit at an insurance is taxable in the year credited 

to the taxpayer’s account, except if ______________________. 
 

a) The taxpayer is deceased 
b) The taxpayer can only withdraw it on a specific date 
c) The taxpayer cancels their insurance policy 
d) The funds are received by the taxpayer’s heirs 

 
5. If a taxpayer uses the cash method of accounting, the interest from series HH bonds is 

reported as income ______________________________. 
 

a) Never 
b) When the bonds are purchased 
c) When the bonds mature 
d) In the year received 
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Review Questions 6 – Answers and Discussion 

 
1. Answer is c. If the taxpayer earns a salary or a wage, they can avoid paying estimated taxes 

by asking their employer to withhold more federal tax from their pay. They can do this by 
filing a new Form W-4 with their employer. A taxpayer is not required to pay estimated taxes 
for 2015 if they meet all of the following conditions: 

• They had no tax liability for 2014 (total tax was zero or not required to file a return) 

• They were a U.S. citizen or resident for the whole year 

• Their 2014 tax year covered a 12-month period 
 
2. Answer is c. The Internal Revenue Service is required to collect interest on balance due 

amounts not paid timely and to pay interest on overpayments. Under the Internal Revenue 
Code, the rate of interest is determined on a quarterly basis. Beginning January 1, 2015 the 
rates will be: 

• thee (3) percent for overpayments [two (2) percent in the case of a corporation]; 

• three (3) percent for underpayments; 

• five (5) percent for large corporate underpayments; and 

• one-half (.5) percent for the portion of a corporate overpayment exceeding $10,000. 
 
3. Answer is d. If the taxpayer does not provide a Taxpayer Identification Number (TIN) to the 

payer in a timely manner, they will be subject to backup federal tax withholding at a 28% 
rate on payments reported in box 1. 

 
4. Answer is b. Interest on insurance dividends left on deposit with an insurance company that 

can be withdrawn annually is taxable in the year it is credited to the account. However, if 
withdrawal can only be made on the anniversary date of the policy (or other specified date), 
the interest is taxable in the year that date occurs. 

 
5. Answer is d. Series HH Bonds were issued at face value. Interest is paid twice a year by 

direct deposit to the bond owner’s bank account. Cash method taxpayers must report interest 
on these bonds as income in the year it is received. Series HH bonds mature in 20 years. 
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Education Savings Bond Program. Taxpayers may be able to exclude from income all or part 
of the interest received when redeeming qualified U.S. savings bonds if they pay higher 
educational expenses during the same year. 
 
To qualify for the exclusion a taxpayer must meet the following conditions. 
 

• They pay qualified education expenses for themselves, a spouse, or a dependent for 
whom they claim an exemption on their return. 

• Their modified adjusted gross income (MAGI) is less than $84,950 ($134,900 if filing a 
joint return). 

• Their filing status is not married filing separate. 
 
Qualified expenses. Qualified higher educational expenses included tuition and fees for the 
taxpayer, spouse or dependent (for whom the taxpayer can claim an exemption) to attend an 
eligible education institution. An eligible institution includes most public, private and nonprofit 
universities, colleges and vocational schools that are accredited and eligible to participate in 
student aid programs run by the Department of Education. Qualified expenses also include 
contributions to a qualified tuition program (QTP) a Coverdell education savings account. 
 
Qualified expenses must be reduced by any of the following tax-free benefits. 
 

• Tax-free part of scholarships and fellowships. 

• Expenses used to figure the tax-free portion of distributions from a Coverdell ESA. 

• Expenses used to figure the tax-free portion of distributions from a QTP. 

• Any tax-free payments (other than gifts or inheritances) received as educational 
assistance, such as: 
 

o Veterans' educational assistance benefits; 
o Qualified tuition reductions, or 
o Employer-provided educational assistance. 

 

• Any expenses used in figuring the Hope and lifetime learning credits. 
 
IRA Interest. Generally interest on a Roth IRA is not taxable. However, if the criteria for the 
distribution are not followed, the interest is taxable. 
 
Interest on a traditional IRA is tax-deferred. Do not include that interest in taxable income until 
the taxpayer makes withdrawals from the IRA. The taxpayer will be issued Form 1099-R to 
report a distribution.  
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DIVIDEND INCOME & OTHER TYPES OF 

CORPORATE DISTRIBUTIONS 
 

A dividend is a taxable payment declared by a company's board of directors 
and given to its shareholders out of the company's current or retained 
earnings, usually quarterly. Dividends are usually given as cash (cash 
dividend), but they can also take the form of stock (stock dividend) or other 
property. Dividends provide an incentive to own stock in stable companies 
even if they are not experiencing much growth. Companies are not required to 

pay dividends. 
 
Dividends, whether in the form of cash or stock, are usually taxable, although different types of 
dividends may be taxed at different rates. Dividends are reported to the taxpayer on Form 1099-
DIV. The most common types of dividends are ordinary dividends and qualified dividends. 
 
Two other common corporate distributions reported on Form 1099-DIV include capital gain 
distributions and nontaxable distributions. 
 
There are currently three categories of dividends, ordinary, qualified and capital gain 
distributions: 
 
Ordinary dividends - Ordinary dividends are the most common type of distribution from a 
corporation. They are paid out of the earnings and profits of the corporation and are considered 
to be ordinary income to the recipient. Ordinary dividends are taxed at the same rate as the 
taxpayer’s wages and other ordinary (non-capital gain) income.  
 

Qualified dividends - are from domestic corporations and qualified foreign corporations received 
by non-corporate taxpayers and are treated as net capital gain taxed at capital gain rates. This 
applies for both regular income tax and alternative minimum tax. 
 
Qualified Dividends: income received will be taxed at the same rate as long-term capital gains. 
Tax Rate: individuals in the 25%, 33%, and 35%federal income tax brackets will pay 15% on 
capital gains, while taxpayers in the 39.6% bracket will pay 20%. To figure their tax, the 
taxpayer needs to complete either the Qualified Dividends and Capital Gain worksheet in the 
Form 1040 instructions (shown at the end of the chapter) or the Schedule D tax worksheet 
(discussed in a later chapter), which ever applies. 
 
For a dividend to be considered a qualified dividend (eligible for the 0% or 15% tax rate) all of 
the following requirements must be met: 
 

• The dividends must have been paid by a U.S. corporation or a qualified foreign 
corporation; 
 

• The stock must have been held for more than 60 days during the 121-day period that 
begins 60 days before the ex-dividend date. Firms pay dividends to those individuals who 
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are shareholders on a certain date. The next day is called the ex-dividend date. In the case 
of preferred stock, the taxpayer must have held the stock for more than 90 days during 
the 181-day period that begins 90 days before the ex-dividend date. 
 

• The stock cannot be of the type listed below: 
 

o A capital gain distribution 
 

o Dividends paid on deposits with mutual savings banks, cooperative banks, credit 
unions, U.S. savings and loan or building and loan associations, federal savings 
and loan associations or similar financial institutions (these amount are usually 
reported as interest) 
 

o Dividends from a corporation that is a tax exempt organization or farmer’s 
cooperative 

o Dividends paid by a corporation on employer securities which are held by an 
employee stock ownership program (ESOP) maintained by the corporation 
 

o Dividends to the extent that the taxpayer is obligated to make related payments 
for positions in substantially similar or related property (such as a short sale) 
 

o Payments in lieu of dividends if the taxpayer knew or had reason to know that the 
payments were not qualified dividends 
 

o Payments shown in Form 1099-DIV, box 1b from a foreign corporation, to the 
extent that the taxpayer knew or had reason to know that the payments were not 
qualified dividends 

 
Qualified dividend income does NOT include:  
 

• Dividends on stock not held for more than 60 days during the 121-day period beginning 
60 days before the ex-dividend date (longer for preferred stock – see below). Code Sec. 
1(h)(11)(B)(iii)(I), as added by Act Sec. 302(a)) If a taxpayer receives dividends with 
respect to preferred stock that are attributable to a period or periods aggregating more 
than 366 days, the holding period is 90 days during the 181-day period beginning 90 days 
before the ex-dividend date. 
 

• Any amount taken into account as investment income pursuant to the election under 
Code Sec. 163(d)(4)(B) (which treats qualified dividend income as investment income 
only where taxpayer so elects) allowing the dividend to support a deduction for 
investment interest. Code Sec. 1(h)(11)(D)(i)) 
 

• Amounts allowed as a deduction Code Sec. 591 (dividends paid by mutual savings 
banks). 
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• Dividends paid on employer securities held by an employee stock ownership plan 
(ESOP). Code Sec. 1(h)(11)(B)(ii)) 

 

Capital Gain Distributions – These distributions are also called capital gain dividends and are 
paid or credited to the taxpayer’s account by mutual funds (or other regulated investment 
companies) and real estate investment trusts (REITs). They are shown in box 2a of the Form 
1099-DIV from the mutual fund or REIT. Capital gain distributions are reported as long-term 
capital gains, and thus eligible for the reduced capital gains rates, regardless of how long the 
taxpayer has owned his or her shares in the mutual fund or REIT. 
 

Types of Dividends and Do They Qualify? The following is a discussion of the various types of 
dividends and whether or not they qualify for the lower capital gains rates. 
 

• Common Stock – Common stock dividends will generally qualify for the lower rate. 
 

• Preferred Stock – Generally, dividends paid on preferred stock should be eligible for the 
reduced dividend rate. However, some preferred stock is no preferred stock; it is debt 
masquerading as preferred stock. It has been developed and marketed to corporations to 
enable corporations to deduct the distributions as interest expense on the corporate tax return. 
If the corporation is entitled to an interest expense deduction, it is not preferred stock, and the 
distributions, with respect to that instrument, are not dividends. 
 

• Return of Capital - A distribution to shareholders by a corporation without earnings and 
profits is a return of capital, not a dividend. Return of capital is not taxable, but reduces the 
basis of the investor’s stock. Once basis is entirely recovered, the distribution gets capital 
gain treatment (long- or short-term depending on how long the stock is held). 
 

• Mutual Funds – Mutual fund companies pass through earnings to fund holders in the form 
of ordinary dividends or capital gains. Short-term capital gain distributions from mutual 
funds are treated as ordinary dividends. Mutual fund ordinary dividends are classified into 
qualifying and non-qualifying dividends on Form 1099-DIV. 
 

• Money Market and Bond Funds - Interest on money market and bond funds is taxable as 
dividend income but may not be qualifying dividends because the mutual fund may not hold 
the underlying financial instruments for the required time period. The 1099-DIV issued by 
the fund should identify the portion of the total dividends paid that can be treated as qualified 
dividends. 
 

• S Corporations - S corporations are corporations that make distributions to shareholders, but 
those distributions will, in general, not qualify as dividends for the reduced tax rates. 
 

• Real Estate Investment Trusts (REITs) - REITs are corporations that make distributions to 
shareholders. However, they are required to distribute to their shareholders most of the REIT 
earnings for the year. If some portion of REIT earnings is retained in the REIT, it is taxed at 
the REIT level, and distributions with respect to those earnings would qualify for the reduced 
dividend tax rates. Also, if a REIT happened to be a shareholder in a corporation and passed 
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dividends it received from the corporation through to its shareholders, this distribution would 
also qualify for favorable dividend treatment. These would be exceptions to the general rule; 
however, most REIT distributions would not qualify for the favorable dividend tax rates. 
 

• Payment in Lieu of Dividends - Brokerage houses typically support the short sale industry 
by borrowing stock held by customers in brokerage accounts and using the borrowed stock to 
provide the stock needed by short sellers. If a dividend is paid while the stock is not part of 
the customer’s account, it has customarily resulted in a payment in lieu of dividend to make 
sure that the customer received the equivalent of the dividend that would have been received 
had the stock actually remained in the account. Since these payments are not being made by a 
corporation with respect to its shareholders, these payments in lieu of dividends would not 
qualify for the favorable tax treatment accorded dividends. In fact, these payments are 
reported by the broker on Form 1099-MISC (box 8) and not on Form 1099-DIV. They are to 
be included on the miscellaneous income line of the customer’s Form 1040 and not on 
Schedule B. 
 

• Credit Union Dividends – Dividends from credit unions are not paid from earnings and 
profits and therefore do not qualify for the lower rates. These payments are reported as 
interest income on the tax return. 
 

• Foreign Corporations - Some foreign corporate dividends meet the definition of qualified 
dividend income, while others do not. In general, for dividends from a foreign corporation to 
qualify for favorable treatment, the foreign corporation must be incorporated in a U.S. 
possession, traded on a U.S. exchange or incorporated in a country covered by a 
comprehensive tax treaty with the United States. 
 

• Dividends & Investment Income – Dividends qualifying for the reduced tax rates are not 
considered investment income for purposes of the investment interest deduction calculation 
unless the taxpayer elects to have them taxed at ordinary rates in the same manner as the 
election to treat capital gains an investment income. Dividends are treated as investment 
income for the 3.8% surtax on net investment income. 
 

• Exempt-Interest Dividends - Exempt-interest dividends received from a regulated 
investment company (mutual fund) are not included in taxable income. However, these 
payments must be reported on the return for information purposes and may affect the 
taxability of Social Security benefits. The 2014 1099-DIV instructions tell the payer to report 
the exempt-interest dividends on the 1099-DIV. 
 

• Retirement Accounts – There is no tax benefit associated with dividends qualifying for the 
lower rates that are earned within a qualified retirement account. 

 
Nondividend Distributions. A nondividend (nontaxable) distribution is a distribution that is not 
paid out of the earnings and profits of a corporation. It is a return of the taxpayer’s investment in 
the stock of the company. The taxpayer is required to reduce the basis of their stock by the 
amount of the nontaxable distribution received. When the basis of the taxpayer’s stock has been 
reduced to zero, any additional nondividend distributions are reported as a long-term or short-
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term capital gain depending on how long the taxpayer has held the stock. Nondividend 
distributions are reported on Form 1099-DIV, box 3. If the taxpayer does not receive such a 
statement they should report the distribution as ordinary income. 
 
Liquidating Distributions. Liquidating distributions (or liquidating dividends) are received 
during a partial or complete liquidation of a corporation. The taxpayer will receive a Form 1099-
DIV from the corporation with the amount of the liquidating distribution in box 8 or 9. For more 
information on liquidating distributions, see chapter 1 of Publication 550. 
 
How to Report Dividend Income. Generally, the taxpayer can use either Form 1040 to report 
their dividend income. Form 1040EZ cannot be used. However, if the taxpayer received any 
nondividend distributions, the taxpayer must use Form 1040. 
 
If either of the following applies, the taxpayer must complete Schedule B with Form 1040. 
 

1. The taxpayer has ordinary dividends (Form 1099-DIV, box 1) are more than $1,500; 
or 
 

2. They received nominee interest that belonged to someone else. 
 

KIDDIE TAX 
 
For a long time, a popular tax-saving strategy for 
high-income families was to funnel unearned 
income through their children to reduce their 
overall taxes. The IRS has never been thrilled 
with this practice, and adopted the "kiddie" tax in 
the 1980s to limit its effectiveness by taxing 
certain amounts of children's unearned income at 
a very high rate. 
 
In recent years, the IRS has expanded the kiddie tax so that it's applicable to the unearned 
income of much older children (it used to apply to children under 14 -- now it applies to children 
under 19 or 24, if the child is in school). If taxpayers are a high-income family with children, it 
pays to learn about the kiddie tax and how they can make smart investments to avoid it. 
 

How this Tax Works? 

 
Under the kiddie tax, children pay tax at their own income tax rate on unearned income they 
receive up to a threshold amount. All unearned income kids receive above the threshold amount 
is taxed at their parent's highest income tax rate. That rate could be as high as 35%, compared to 
the 10% rate that most children would be paying. Any unearned income below the 
standard deduction amount ($1,050 in 2015) is not taxed or reported to the IRS. 
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The net effect is that taxpayers get the benefit of the child's lower tax rate only for unearned 
income over the standard deduction amount ($1,050) and below the threshold amount ($2,100). 
Everything else above the threshold amount is taxed at the parent's highest rate. 
 
The kiddie tax applies only to unearned income a child receives from income-producing property 
(or investment property), such as cash, stocks, bonds, mutual funds, and real estate. Any salary 
or wages that a child earns through full- or part-time employment are not subject to the kiddie 
tax rules -- that income is taxed at the child's tax rate. 
 

Rules of the Kiddie Tax 

 
If a child has substantial investment income, the following two rules may apply: 
 
1. If the child’s interest and dividend income (including capital gains distributions) total less 

than $10,500, the child’s parent(s) may be able to elect to include that income on the parent’s 
return rather than filing a return for the child. (Form 8814, Parents’ Election to Report 
Child’s Interest and Dividends). A parent can choose to do this if all of the following 
conditions are met: 

 
a. At the end of the tax year, the child was under age 19 or under age 24 and a full-time 

student. 
 

b. The child would be required to file a return unless the parent makes this election. 
 

c. The child had income only from income, dividends and capital gain distributions 
 

d. The child’s interest and dividend income was less than $10,500 for 2015  
 

e. No estimated payments were made for the tax year and no prior year’s overpayment was 
applied to the current year under the child’s name and SSN. 
 

f. No federal income tax was withheld from the child’s income under backup withholding 
 

g. The parent is the correct person whose return must be used when applying the special tax 
rules for children with investment income  
 

h. The child does not file a joint return for 2015 
 
2. If the child’s interest, dividends, and other investment income total more than $2,100, part of 

that income may be taxed at the parent’s tax rate rather than the child’s rate. (Form 8615, Tax 
for Children Under Age 18 With Investment Income of More Than $2,100). These rules apply 
if: 

 
a. The child meets one of the following age requirements: 

 
i. They were under age 18 at the end of the tax year 
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ii. They were under age 19 at the end of the tax year and the child’s earned income 

does not exceed one-half of the child’s support for the year, or 
 

iii. The child was a full-time student who was under age 24 at the end of the tax year 
and the child’s earned income does not exceed one-half of the child’s support for 
the year (excluding any scholarships) 

 

b. At least one of the child’s parents was alive at the end of the tax year 
 

c. The child’s investment income for the year was more than $2,100 
 

d. The child is required to file a tax return for the year, and 
 

e. The child does not file a joint return for the year. 
 
The general purpose of these rules is to prohibit the transferring of income between a parent and 
child for the sole purpose of reducing the amount of tax paid (assuming the child would have a 
lower tax rate than the parent). For more information see the instructions for Form 8615 or Form 
8814, or Publication 929, Tax Rules for Children and Dependents. 
 

Kiddie Tax Limits 
 
There is no kiddie tax for children age 19 to 24 who are not full-time students or who provide 
more than half of their own support from their earned income, even if they are their parents' 
dependents. These children are taxed like adults -- all their income is taxed at their own income 
tax rates. Their unearned income will be taxed at their individual rates, which will most likely be 
lower than their parents. 
 
If taxpayers’ children fall within the kiddie tax rules, there is another way to stay within the 
limit. Taxpayers can give their child investments that appreciate in value over time but do not 
generate much or any taxable income until they are sold. If taxpayers wait until after the child 
turns 24 to sell, there is no need to worry about the kiddie tax. 
 
Here are some ideas for these kinds of investments: 
 

• U.S. savings bonds.  

• Municipal bonds. 

• Growth stocks or growth mutual funds. 

• Index funds. 

• Tax-managed mutual funds. 

• Treasury bills.  
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Reporting Unearned Income on the Child’s Return 

 
If the child is reporting the unearned income on his or her own return, Form 8615 must be used 
to calculate the kiddie tax. Calculate the child's tax on Form 8615 according to the following 
steps:  
 

1. Calculate the child's net investment income  
 

2. Determine a tentative tax on this net investment income based on the parent's tax rate  
 

3. Figure the child's tax (Refer to IRS Publication 929 for detailed instructions on 
completing these three parts of Form 8615.)  

 
4. Attach Form 8615 to the child's Form 1040, 1040A, or 1040NR. Enter parents’ names 

and Social Security numbers in case they file a joint return; enter the child's name and 
Social Security number in the appropriate spaces on Form 8615.  

 

Parent’s Information to Complete Form 8615 

 
In order to complete Form 8615, it is necessary to obtain information from the appropriate 
parent's return. It may be necessary to address the situation in which parents and child use 
different tax years. If so, use the information on the parental return that ends in the child's tax 
year. In other words, if parents file their taxes on a fiscal year basis (for example, July 1 to June 
30) and the child’s Form 8615 is for calendar year 2015, then the information from parent’s 
return for the tax year ending June 30, 2015 will be required. 
 
Using estimates. If the parent’s information is not ready by the time the child's return is due 
(usually April 15), parents can file the return using estimates. Any reasonable estimate, including 
information from the prior year's return, is acceptable. To use an estimated amount on Form 
8615, write "Estimated" on the line next to the amount. Later, when the up-to-date information is 
available, file an amended return using Form 1040X, Amended U.S. Individual Tax Return.  
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Using an extension. Another option is to file a request for an extension of time to file the return 
using Form 4868, Application for Automatic Extension of Time to File U.S. Individual Tax 
Return. Note that taxpayers still need to make an estimate and, if possible, pay that estimate with 
Form 4868. If they don't include the full estimated payment, they will owe interest on the unpaid 
amount 

 

Parent’s Information Unavailable 

 
If the necessary parental return information is unavailable, the child (or the child's legal 
representative) can request the information from the IRS. Since the IRS cannot process the 
request before the end of the tax year, taxpayers should consider requesting an extension for 
filing the child's return. To seek the information from the IRS, taxpayers send a signed, written 
request to the Internal Revenue Service center where the parent's return is to be filed. The request 
must contain all of the following:  
 

• A statement indicating that the requests is made to comply with Section 1(g) of the 
Internal Revenue Code and that taxpayers have tried to get the information from the 
parent  

• A birth certificate or other proof of the child's age  

• Evidence that the child has more than $2,100 of unearned income (for 2015), such as a 
copy of the child's prior year return or copies of Forms 1099 for the current year  

• The name, address, Social Security number (if known), and filing status (if known) of the 
parent whose information is to be shown on Form 8615 Technical Note: A request by a 
child's legal representative should include a copy of the representative's Power of 
Attorney or proof of legal guardianship. 

 

Deductions for Child 

 
If the child reports kiddie tax income on a separate return, he or she may qualify to claim certain 
tax deductions that may not be otherwise available. These deductions are as follows:  
 

• A higher standard deduction if (the child is) blind  

• Deduction for penalty on early withdrawal of (the child's) savings  

• Itemized deductions (such as child's investment expenses or charitable contributions)  
 
Consequently, the federal income tax on the child's investment income may be lower if the child 
files a separate return instead of electing to report it on the parents’ return. 
 

Who signs the child’s return? 

 
There are several points to note regarding signing the return:  
 

• If the child cannot sign the return, parent can sign his or her name in the space at the 
bottom of the tax return. After signing, parent should add: "By (parent’s name), parent (or 
guardian) for minor child."  
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• If parent signs on his/her child's behalf in this manner, parent has the right to deal with 
the IRS on all matters connected with the return. If not, parents may not be entitled to 
receive information from the IRS regarding the return. In addition, parents will not be 
able to legally bind their child for a tax liability arising from the return.  

• If the child does sign the return, parents may also wish to be designated representatives. 
In such a case, parents can receive information regarding their child's return. However, 
parents cannot (in most states) legally be bind to a tax liability. 

 

Parents Reporting Child’s Unearned Income 

 
If parents qualify, they may elect to include their child's interest and dividend income on their tax 
return. If so, their child will not have to file a return. It will be considered that child had no gross 
income for the year.  
 
Parents may make this election only if all of the following conditions apply: 
 

• The child was under the threshold age on January 1, immediately after the end of the tax 
year  

• The child is required to file a return for that tax year (unless parents make this election)  

• The child had income only from interest and dividends (including Alaska Permanent 
Fund dividends)  

• The dividend and interest income was less than $10,500 (for 2015)  

• No estimated tax payments were made for that tax year, and no overpayment from the 
previous tax year was applied to that year under your child's name and Social Security 
number  

• No federal income tax was taken out of the child's income under the backup withholding 
rules  

• Taxpayer filing is the parent whose return must be used when applying the special tax 
rules for children under the threshold age (See rules below for determining which parent's 
return to use.) 

 

Which Parent’s Return to Use? 

 
If taxpayers are married and file a joint return, they use the joint return to figure the tax on the 
investment income of a child under the threshold age. If they do not file a joint return, the return 
used will depend on which of the following scenarios apply:  
 
• Parents are married but file separately--If a child's parents file separate returns, use the return 

of the parent with the greater taxable income.  
• Parents not living together--If the parent with whom a child lives (the custodial parent) is 

considered unmarried, use the return of the custodial parent. If the custodial parent is 
considered married, use the return of the parent with the greater taxable income. For 
guidance on when married persons living apart from their spouses are considered unmarried, 
refer to IRS Publication 501. 

• Parents are divorced-- If a child's parents are divorced or legally separated, and the parent 
who has custody for the greater part of the year (the custodial parent) has not remarried, use 
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the return of the custodial parent. If the custodial parent has remarried, the stepparent, not the 
noncustodial parent, is considered the child's other parent. If the custodial parent and 
stepparent file a joint return, use that joint return. There are two possible scenarios in which 
they file separate returns:  

 
1. If the custodial parent and stepparent are married and living together, use the return of 

the one with the greater taxable income.  
2. If the custodial parent and stepparent are married and not living together, refer to the 

discussion immediately above on Parents not living together.  
 

• Parents never married-- If a child's parents did not marry each other but lived together all year, 
use the return of the parent with the greater taxable income. If the parents did not live together all 
year, follow the rules earlier in Parents are divorced.  
 
• Widows and widowers-- If a widow or widower remarries, the new spouse is treated as the 
child's other parent. If they file a joint return, use the joint return. If they file separately and live 
together, use the return of the one with the greater taxable income. If they file separately and live 
apart, refer to the discussion above on Parents not living together. 
 

Parents Calculations of Form 8814 

 
If parent(s) elect 
to report their 
child's unearned 
income by 
completing and 
attaching Form 
8814 to their 
Form 1040 or 
Form 1040NR. 
Make sure to 
attach a separate 
Form 8814 for 
each child for 
whom the 
election is made.  
 
Caution: The tax on the child's income may be higher if parent(s) make the Form 8814 election 
rather than filing a return for their child. For a detailed discussion of the Form 8814 calculations, 
see IRS Publication 929. In general, however, there are two steps to the calculations on Form 
8814:  
 
(1) Figuring the child's interest and dividend income and  
 
(2) Figuring the additional tax on the first $2,100 (for 2015) of the child's income, which is not 
included in parents’ income. 
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Review Questions Section 7 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. Capital gain distributions are always considered to be ______________. 
 

a) A return of capital and therefore not taxable 
b) Ordinary income 
c) Held short term regardless of how long the taxpayer owned shares in the mutual fund or 

REIT 
d) Held long term regardless of how long the taxpayer owned shares in the mutual fund or 

REIT 
 
2. Taxpayers that receive a distribution that is not paid out of the earnings and profits of a 

corporation are considered: 
 

a) Dividend distributions taxed at a lower rate 
b) Nondividend distribution that is not taxable until taxpayer’s basis is reduced to zero 
c) Nondividend distributions that are reported as a taxable income 
d) Interest income  

 
3. Income from dividends and nondividends distributions should be reported to the IRS using: 
 

a) Schedule E 
b) Schedule B 
c) Form 1040EZ 
d) None of the above 

 
True or False? 
4. There is no kiddie tax for children that are their parent’s dependents and provide more than 

half their own support from their earned income.  
 

a) True 
b) False 

 
5. If child is reporting unearned income on his/her own tax return one of the following 

information may be required in order to complete Form 8615 
 

a) Parent’s estimated tax return for the current year 
b) Parent’s tax year used for tax purposes 
c) Parent’s information provided by the IRS after receiving a completed written request  
d) All of the above 
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Review Questions 7 – Answers and Discussion 

 
1. Answer is d. Capital Gain Distributions – These distributions are also called capital gain 

dividends and are paid or credited to the taxpayer’s account by mutual funds (or other 
regulated investment companies) and real estate investment trusts (REITs). They are shown 
in box 2a of the Form 1099-DIV from the mutual fund or REIT. Capital gain distributions are 
reported as long-term capital gains, and thus eligible for the reduced capital gains rates, 
regardless of how long the taxpayer has owned his or her shares in the mutual fund or REIT. 
 

2. Answer is b. A nondividend (nontaxable) distribution is a distribution that is not paid out of 
the earnings and profits of a corporation. It is a return of the taxpayer’s investment in the 
stock of the company. The taxpayer is required to reduce the basis of their stock by the 
amount of the nontaxable distribution received. When the basis of the taxpayer’s stock has 
been reduced to zero, any additional nondividend distributions are reported as a long-term or 
short-term capital gain depending on how long the taxpayer has held the stock. 

 
3. Answer is b. Generally, the taxpayer can use either Form 1040 to report their dividend 

income. Form 1040EZ cannot be used. However, if the taxpayer received any nondividend 
distributions, the taxpayer must use Form 1040.  If either of the following applies, the 
taxpayer must complete Schedule B with Form 1040. 
1. The taxpayer has ordinary dividends (Form 1099-DIV, box 1) are more than $1,500; or 
2. They received nominee interest that belonged to someone else. 

 
4. Answer is d. In order to complete Form 8615, it is necessary to obtain information from the 

appropriate parent's return. It may be necessary to address the situation in which parents and 
child use different tax years. If the parent’s information is not ready by the time the child's 
return is due (usually April 15), parents can file the return using estimates. If the necessary 
parental return information is unavailable, the child (or the child's legal representative) can 
request the information from the IRS. 

 
5. Answer is a. There is no kiddie tax for children age 19 to 24 who are not full-time students or 

who provide more than half of their own support from their earned income, even if they are 
their parents' dependents. These children are taxed like adults -- all their income is taxed at 
their own income tax rates. Their unearned income will be taxed at their individual rates, 
which will most likely be lower than their parents. 
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Some Disadvantages of Form 8814 

 
Using Form 8814 will increase parents’ adjusted gross income (AGI). A consequence may be the 
reduction of certain deductions, credits, and exemptions, including a reduction in the following: 
 

• Deduction for contributions to an individual retirement account (IRA)  

• Itemized deductions for medical expenses, casualty and theft losses, and certain 
miscellaneous expenses  

• Total itemized deductions  

• Credit for child and dependent care expenses  

• Personal exemptions  

• Earned income credit  
 
Also, if parents make this election and did not have enough tax withheld or did not pay enough 
estimated tax to cover the tax they owe, a penalty for underpayment of estimated tax may be 
imposed by the IRS.  
 
Note: By making the election, the child's investment income is considered the parents’ 
investment income. Therefore, parents can calculate their deductible investment interest limit on 
the basis of the combined investment income of both parents and child. If, however, the child 
received capital gain distributions or Alaska Permanent Fund dividends, refer to IRS Publication 
550, Investment Income and Expenses, for guidance on figuring the limit. 
  

The Alternative Minimum Tax Issue 

 
A child may face alternative minimum tax (AMT) liability if one or both of the following apply: 
 

• Child has items given preferential treatment under the tax laws  

• These items result in adjustments to taxable income that total more than the exemption 
amount  

 
Tax preference items include accelerated depreciation, tax-exempt interest income, passive 
activity losses, and certain distributions from estates or trusts. If parents elect to include their 
child's income on their return, the child's tax preference items must be combined with parents 
own tax preference items when calculating the AMT.  
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Children have a limited exemption amount regarding the alternative minimum tax. In 2015, the 
exemption amount is the 
lesser of $53,600 or the 
sum of the child's earned 
income plus $7,400. The 
instructions for Form 
6251, Alternative 
Minimum Tax--
Individuals, includes a 
worksheet for calculating 
the child's exemption 
amount. 
 

 

 

 

 

 

 

 

 

 

 

FOREIGN TAX CREDIT 
 
The foreign tax credit is intended to reduce the double tax burden that would otherwise arise 
when foreign source income is taxed by both the United States and the foreign country from 
which the income is derived. 
 
Generally, only income taxes paid or accrued to a foreign country or a U.S. possession, or taxes 
paid or accrued to a foreign country or U.S. possession in lieu of an income tax, will qualify for 
the foreign tax credit. Qualified foreign taxes do not include taxes that are refundable to 
taxpayers or income taxes paid or accrued to any country if the income giving rise to the tax is 
for a period (the sanction period) during which: 
 

• The Secretary of State has designated the country as one that repeatedly provides support 
for acts of international terrorism, 

 

• The United States has severed or does not conduct diplomatic relations with the country, 
or 

 

• The United States does not recognize the country's government, unless that government is 
eligible to purchase defense articles or services under the Arms Export Control Act. 
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Taking the Deduction  

 
A taxpayer can choose to take the amount of any qualified foreign taxes paid or accrued during 
the year as a foreign tax credit or as an itemized deduction. To choose the deduction, the 
taxpayer must itemize deductions on Form 1040, Schedule A. To choose the foreign tax credit 
they generally must complete Form 1116 and attach it to their Form 1040, or Form 1040NR. 

 

Not Using Form 1116 

 
The taxpayer can claim the credit for qualified foreign taxes without filing Form 1116 if all of 
the following requirements are met: 
 

1. All of their foreign source income is passive income, such as interest and dividends, 
 

2. All of their foreign source income and the foreign taxes are reported to them on a 
qualified payee statement, such as Form 1099-INT or Form 1099-DIV, and 

 
3. The total of their qualified foreign taxes is not more than the limit given in the Form 1040 

Instructions for the filing status they are using, or in the Form 1040-NR Instructions if 
they file Form 1040-NR. 

 

Issues if not using Form 1116 

 
If the taxpayer claims the credit directly on Form 1040 or Form 1040-NR without filing Form 
1116, they cannot carry back or carry over any unused foreign tax to or from this year. 
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If the taxpayer uses Form 1116 to figure the credit, their foreign tax credit will be the smaller of 
the amount of foreign tax paid or accrued, or the amount of United States tax attributable to their 
foreign source income. This limit is computed separately for each type of foreign income. 
 
If the taxpayer cannot use the full amount of qualified foreign taxes paid or accrued, they may be 
allowed a carryback and/or carryover of the unused foreign tax. For more information on this 
topic see Publication 514. 
 
The taxpayer may not take either a credit or a deduction for taxes paid or accrued on income they 
exclude under the foreign earned income exclusion or the foreign housing exclusion. There is no 
double taxation in this situation because the income is not subject to United States tax. 
 
For more information on the foreign tax credit (including information on whether a particular tax 
is eligible for the credit), refer to the Form 1116 Instructions, or refer to Publication 514, Foreign 
Tax Credit for Individuals. 
 
Taxpayers may not take either a credit or a deduction for taxes paid or accrued on income they 
exclude under the foreign earned income exclusion or the foreign housing exclusion. There is no 
double taxation in this situation because that income is not subject to United States tax. 
 

Taking the Credit on Schedule A 

 
Taxpayers that elect to take the foreign tax credit can use Schedule A as follows: 
 

1. Use section of Other Taxes Paid of Schedule A 
2. Enter a description and amount of the foreign tax deduction 
3. The deduction will be entered on Schedule A, Line 8 and will be added to the total 

itemized deductions on Form 1040, Line 40. 

 
 

Take the foreign tax credit here 
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Non qualifying Foreign Taxes 

 
Taxpayers cannot take the foreign tax credit for the following taxes: 
 

• Taxes on excluded income,  

• Taxes for which taxpayers can only take an itemized deduction,  

• Taxes on foreign mineral income,  

• Taxes from international boycott operations,  

• A portion of taxes on combined foreign oil and gas income,  

• Taxes of U.S. persons controlling foreign corporations and partnerships who fail to file 
required information returns, and  

• Taxes related to a foreign tax splitting event. 
 
 

FOREIGN EARNED INCOME EXCLUSION 
 
Taxpayers that are U.S. citizens or resident aliens of the United States and are living abroad, are 
required to pay taxes on their worldwide income and as such must file a U.S. return for all the 
years that they are residing abroad. However, as a U.S. expat taxpayers may qualify to reduce 
their U.S. taxable income up to an amount of their foreign earnings that is adjusted annually for 
inflation ($100,800 for 2015). In addition, taxpayers can exclude or deduct certain foreign 
housing amounts. This is known as the foreign earned income exclusion. 
 
If taxpayers meet certain requirements, they may qualify for the foreign earned income exclusion 
which can reduce or altogether eliminate their taxable earned income. The necessary steps to 
qualify for the exclusion are summarized below; however qualification is based on a thorough 
analysis and determination based on the facts of the individual taxpayer’s situation. 
 

Foreign Earned Income Exclusion Requirements 

 
In order to be eligible for the foreign earned income exclusion, an expatriate must meet all three 
of the following requirements: 
 

� Must have foreign earned income 
� Must have a tax home in a foreign country 
� Must meet either the bona fide residence test or physical presence test 

 

Foreign Earned Income 

 
Foreign “Earned” income includes salaries, wages, commissions, bonuses, self-employment 
income. In addition, the income must be “foreign” earned meaning that the services were 
performed in a foreign country. It does not include: 
 

� Non-earned income or passive income such as investment income (interest, dividends and 
capital gains), social security 
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� Income earned as an employee of the U.S. government 
� Income for services performed in international waters 
� Self-employment taxes; while you can exclude your self-employment income, your self-

employment income is subject to self-employment taxes (social security and medicare 
taxes) unless the services were performed in a country that has a totalization agreement 
with the United States. 

 

Tax Home in Foreign Country 

 
The tax home is considered the general area of taxpayers’ main place of business, employment, 
or post of duty, regardless of where they maintain their family home. The tax home is the place 
where taxpayers are permanently or indefinitely engaged to work as an employee or self-
employed individual. 
 

Time to Qualify for the Exclusion 

 
1 year or less: If taxpayers expect their employment away from home in a single location to last, 
and it does last, for 1 year or less, it is temporary unless facts and circumstances indicate 
otherwise. If they are temporarily absent from their tax home in the U.S. on business, they may 
be able to deduct the away-from-home expenses (for travel, meals and lodging), but they would 
not qualify for the foreign earned income exclusion. 
 
More than 1 year: If taxpayers expect it to last for more than 1 year, it is indefinite. If their work 
assignment is for an indefinite period, the new place of employment becomes taxpayers’ tax 
home and they would not be able to deduct any of the related expenses that they have in the 
general area of this new work assignment. 
 
If taxpayers’ new tax home is in a foreign country and they meet the other requirements, the 
earnings may qualify for the foreign earned income exclusion. A foreign country is any territory 
(including the air space and territorial waters) under the sovereignty of a government other than 
that of the U.S. It does not include Puerto Rico, American Samoa, Guam, the Commonwealth of 
the Northern Mariana Islands, The U.S. Virgin Islands or other U.S. possessions. 

 

Bona Fide Residence Test 

 
Taxpayers will meet the bona fide residence test if they are U.S. citizens or residents (who are 
away in a country with which the U.S. has a tax treaty with a non-discrimination clause) and a 
bona fide resident of a foreign country or countries for an uninterrupted period that includes an 
entire tax year (generally January 1 through December 31). If you are a U.S. resident alien and a 
citizen of a foreign country without a tax treaty clause (explained above), you must use the 
physical presence test (described below). 
 
Establishing bona fide residence is determined based on the facts and circumstances of each 
individual taxpayer’s case. Some of the more common factors used to evaluate include: 
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� Living Quarters (purchased residence, rented house or apartment, employer provided 
housing, hotel) 
 

� Family members residing with taxpayer or in U.S. 
 

� Paying taxes to foreign government 
 

� Contractual terms and conditions of employment 
 

� Visa type and duration 
 

� Maintenance of U.S home 
 
Since no one factor will determine if an individual meets the bona fide residence test, it is based 
on a careful and professional evaluation of all factors and facts of the individual’s situation. 

 

Physical Presence Test 

 
An individual meets the physical presence test if physically present in a foreign country or 
countries for 330 full 24-hour days in a period of 12 consecutive months. In essence, this limits a 
taxpayer to 35 days in the U.S. during any 365-day physical presence qualification period. 
 
The optimal 12-month period that provides the greatest amount of foreign earned income 
exclusion is based on a proper evaluation of the first and/or last foreign day in the foreign 
country (as applicable). 
 
For more information about the Foreign Earned Income Exclusion, please read more in the IRS 
instructions for the Form 2555. 
 

How to Take the Exclusion? 

 
The exclusion is not automatic. In order to claim the foreign income tax exclusion, taxpayer must 
use either form 2555 or Form 2555-EZ, Foreign Earned Income Exclusion. If taxpayer is only 
claiming the foreign income tax exclusion the form should be filed along with a timely filed 
Form 1040.  
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REPORT OF FOREIGN BANK AND 

FINANCIAL ACCOUNTS (FBAR) 
 
United State persons that have a financial interest in or signature authority over a foreign 
financial account, including a bank account, brokerage account, mutual fund, trust, or other type 
of foreign financial account, with an aggregated value exceeding $10,000 at any time during the 
calendar year to be reported, need to report the account yearly to the IRS.  

 

Who is a United State Person? 

 
“United States person” means:  
 

• A citizen or resident of the United States;  

• An entity created or organized in the United States or under the laws of the United States. 
The term “entity” includes but is not limited to, a corporation, partnership, and limited 
liability company;  

• A trust formed under the laws of the United States; or  

• An estate formed under the laws of the United States.  

Take the exclusion on Line 21 of Form 1040 
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Entities that are United States persons and are disregarded for tax purposes may be required to 
file an FBAR. The federal tax treatment of an entity does not affect the entity’s requirement to 
file an FBAR. FBARs are required under a Bank Secrecy Act provision of Title 31 and not under 
any provisions of the Internal Revenue Code.  
 
A United States resident is an alien residing in the United States. To determine if the filer is a 
resident of the United States, apply the residency tests in 26 U.S.C. § 7701(b). When applying 
the § 7701(b) residency tests use the following definition of United States: United States includes 
the States, the District of Columbia, all United States territories and possessions (e.g., American 
Samoa, the Commonwealth of the Northern Mariana Islands, the Commonwealth of Puerto Rico, 
Guam, and the United States Virgin Islands), and the Indian lands as defined in the Indian 
Gaming Regulatory Act.  
 

• Example: Matt is a citizen of Argentina. He has been physically present in the United 
States every day of the last three years. Because Matt is considered a resident by 
application of the rules under 26 U.S.C. § 7701(b), he is required to file an FBAR.  

• Example: Kyle is a permanent legal resident of the United States. Kyle is a citizen of the 
United Kingdom. Under a tax treaty, Kyle is a tax resident of the United Kingdom and 
elects to be taxed as a resident of the United Kingdom. Kyle is required to file an FBAR. 
Tax treaties with the United States do not affect FBAR filing obligations.  

 

Form Used to Report Accounts outside the USA. Taxpayers need to file electronically Form 
114 to the Financial Crimes Enforcement Network (FinCEN). United States person includes U.S. 
citizens; U.S. residents; entities, including but not limited to, corporations, partnerships, or 
limited liability companies, created or organized in the United States or under the laws of the 
United States; and trusts or estates formed under the laws of the United States. 

 
 

Persons Required to Report. The requirement includes any person who holds a foreign 
financial account even though the account produces no taxable income. The reporting obligation 
is met by answering questions on a tax return about foreign accounts (for example, the questions 
about foreign accounts on Form 1040 Schedule B) and by filing Form 114 to the FinCEN. 
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Financial Accounts to Be Reported. Financial account includes the following types of 
accounts:  

• Bank accounts such as savings accounts, checking accounts, and time deposits,  

• Securities accounts such as brokerage accounts and securities derivatives or other 
financial instruments accounts,  

• Commodity futures or options accounts,  

• Insurance policies with a cash value (such as a whole life insurance policy),  

• Mutual funds or similar pooled funds (i.e., a fund that is available to the general public 
with a regular net asset value determination and regular redemptions),  

• Any other accounts maintained in a foreign financial institution or with a person 
performing the services of a financial institution.  

 
o Example: A Canadian Registered Retirement Savings Plan (RRSP), Canadian 

Tax-Free Savings Account (TFSA), Mexican individual retirement accounts 
(Fondos para el Retiro) and Mexican Administradoras de Fondos para el Retiro 
(AFORE) are foreign financial accounts reportable on the FBAR.  

o Example: Foreign hedge funds and private equity funds are not reportable on the 
FBAR. The FBAR regulations issued by FinCEN on February 24, 2011 do no 
require the reporting of these funds at this time.  

 

Due Date of FBAR. The FBAR is a calendar year report and must be filed on or before June 30 
of the year following the calendar year being reported. The FBAR is not filed with a federal tax 
return. A filing extension, granted by the IRS to file an income tax return, does not extend the 
time to file an FBAR. There is no provision to request an extension of time to file an FBAR. 

 

Penalties. A person required to file an FBAR who fails to properly file a complete and correct 
FBAR may be subject to a civil penalty not to exceed $10,000 per violation for nonwillful 
violations that are not due to reasonable cause. For willful violations, the penalty may be the 
greater of $100,000 or 50% of the balance in the account at the time of the violation, for each 
violation.  
 
Exception to the FBAR. There are filing exceptions for the following United States persons or 
foreign financial accounts: 

• Certain foreign financial accounts jointly owned by spouses; 
• United States persons included in a consolidated FBAR; 
• Correspondent/nostro accounts; 
• Foreign financial accounts owned by a governmental entity; 
• Foreign financial accounts owned by an international financial institution; 
• IRA owners and beneficiaries; 
• Participants in and beneficiaries of tax-qualified retirement plans; 
• Certain individuals with signature authority over, but no financial interest in, a foreign 

financial account; 
• Trust beneficiaries (but only if a U.S. person reports the account on an FBAR filed on 

behalf of the trust); and 
• Foreign financial accounts maintained on a United States military banking facility. 
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Review Questions Section 8 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. Parents that do not face the AMT and elect to report their child’s unearned income using 

Form 8814 may face the reduction of one of the following credits, except: 
 

a) Deduction for contributions to an IRA 
b) Itemized deductions 
c) Credits for child and dependent care expenses 
d) The standard deduction  

 
2. Taxpayer may take the foreign tax credit using one of the following forms: 
 

a) Schedule FTC 
b) Form 1116 
c) Schedule E 
d) Schedule B 

 
3. In general, taxpayers can take the foreign tax credit for one of the following taxes:  
 

a) Taxes on excluded income 
b) Taxes on foreign mineral income 
c) A portion of taxes on combined foreign oil and gas income  
d) Taxes paid to a foreign country  

 
4. Taxpayers that expect their employment away from home in a single location to last 1 year or 

less can use one of the following deductions: 
 

a) The foreign earned income exclusion  
b) The away-from-home expenses 
c) Both a and b 
d) None of the above 

 
True or False 
5. The foreign earned income exclusion is automatic if taxpayers decide to use the exclusion 

check box on Form 1040 
 

a) True 
b) False 
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Review Questions 8 – Answers and Discussion 

1. Answer is d. Using Form 8814 will increase parents’ adjusted gross income (AGI). A 
consequence may be the reduction of certain deductions, credits, and exemptions, including a 
reduction in the following: 

• Deduction for contributions to an individual retirement account (IRA)  

• Itemized deductions for medical expenses, casualty and theft losses, and certain 
miscellaneous expenses  

• Total itemized deductions  

• Credit for child and dependent care expenses  

• Personal exemptions  

• Earned income credit  
 
2. Answer is b. A taxpayer can choose to take the amount of any qualified foreign taxes paid or 

accrued during the year as a foreign tax credit or as an itemized deduction. To choose the 
deduction, the taxpayer must itemize deductions on Form 1040, Schedule A. To choose the 
foreign tax credit they generally must complete Form 1116 and attach it to their Form 1040, 
or Form 1040NR. 

 
3. Answer is d. Generally, only income taxes paid or accrued to a foreign country or a U.S. 

possession, or taxes paid or accrued to a foreign country or U.S. possession in lieu of an 
income tax, will qualify for the foreign tax credit. Taxpayers cannot take the foreign tax 
credit for the following taxes: 

• Taxes on excluded income,  

• Taxes for which taxpayers can only take an itemized deduction,  

• Taxes on foreign mineral income,  

• Taxes from international boycott operations,  

• A portion of taxes on combined foreign oil and gas income,  

• Taxes of U.S. persons controlling foreign corporations and partnerships who fail to file 
required information returns, and  

• Taxes related to a foreign tax splitting event. 
 
4. Answer is b. If taxpayers expect their employment away from home in a single location to 

last, and it does last, for 1 year or less, it is temporary unless facts and circumstances indicate 
otherwise. If they are temporarily absent from their tax home in the U.S. on business, they 
may be able to deduct the away-from-home expenses (for travel, meals and lodging), but they 
would not qualify for the foreign earned income exclusion. 

 
5. Answer is b. The exclusion is not automatic.  In order to claim the foreign income tax 

exclusion, taxpayer must use either form 2555 or Form 2555-EZ, Foreign Earned Income 
Exclusion. If taxpayer is only claiming the foreign income tax exclusion the form should be 
filed along with a timely filed Form 1040.  
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Schedule B Part III 

 

Schedule B part III is used to report any Foreign Bank Account. The information reported into 
this form regarding foreign accounts or trust will generate a FinCEN requirement. Form TD F 
90-22.1 (now known as FinCEN 114) may be required or Form 8938, depending on the amount.  
 
For unmarried taxpayers living in the United States that have a total value of their specified 
foreign financial assets of $50,000 on the last day of the tax year or $75,000 at any time during 
the tax year are required to file Form 8938. For married taxpayers the amount is $100,000 or 
$150,000 accordingly. The form should be sent with form 1040 by the due date, including 
extension.  
 

Exception to the FBAR includes Fideicomisos in Mexico  

 
The IRS has decided that typical real estate Fideicomisos for Mexican properties do not require 
FBAR filings, as long as the owners do not receive any income (no rental income) from the real 
estate trust/property. Still, if taxpayer is an expat married to a Mexican, they may have Mexican 
bank accounts that have aggregate worth over the $10,000 limit, and hence are required by the 
US FinCEN (Financial Crimes Enforcement Network) to make annual e-filings in June with the 
US Treasury. 
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CAPITAL GAIN AND LOSSES 
 

CAPITAL ASSETS, GENERALLY 
 

The U.S. Tax Code defines capital assets by giving a list of items that are not capital assets and 
says that everything else is considered to be a capital asset. In general a capital asset is an item 
held for personal or investment purposes. A list of things that are not capital assets includes: 
  

• Inventory or stock-in-trade 

• Depreciable personal or real property used in a trade or business 

• Accounts receivable or notes receivable acquired in the ordinary course of a trade or 
business 

• Copyrights, written, musical or artistic property created by personal efforts and produced 
for the taxpayer 

 
Capital assets include stocks, bonds, home furnishings, collectibles, cars, gold, silver, etc. 
 
Capital Gains and Losses. When a taxpayer sells or exchanges a capital asset, they may have a 
gain or loss. The gain or loss from the sale or exchange is the difference between the gross sales 
price and the adjusted basis of the asset plus any expenses of the sale. If the sales price is more 
than the adjusted basis plus the expenses of the sale, the taxpayer has a gain on the sale. If the 
adjusted basis plus expenses of the sale is more than the gross sales price, the result is a loss. 
 
When the taxpayer has a gain on the sale or exchange of almost any property, the result is a 
taxable gain. If the taxpayer has a loss on the sale or exchange of investment or business 
property, they may have a deductible loss. Losses on the sale or exchange of personal-use 
property are not deductible. 
 
The tax rates that apply to net capital gains are generally lower than the tax rates that apply to the 
taxpayer’s other income. For 2015 the maximum capital gains rates are 0%, 15%, 20% or 39.6%. 
 
Capital gains or losses are reported on Schedule D, Capital Gains and Losses, and then generally 
transferred to line 13 of Form 1040. 
 
Long-term or short-term. The term “holding period” refers to the length of time an asset has 
been owned by the taxpayer. In general, assets held more than one year before being sold are 
considered to be held long-term. Assets that the taxpayer has owned for one year or less are 
considered to be held short-term. It is important to correctly determine the holding period of 
assets because the maximum capital gains rate mentioned above generally applies to assets held 
long-term, not short-term. 
 
If the taxpayer has more than one capital transaction in a year, short-term and long-term gains or 
losses are determined separately. Short-term gains and losses are added together for a short-term 
total. Long-term gains and losses are netted together to come up with a long-term total. 
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Reporting Gains or Losses. If the taxpayer sold property, such as stock or bonds, through a 
broker, they should receive Form 1099-B (shown above) or the equivalent. This form will 
contain information necessary to complete Schedule D. 
 
The gross proceeds shown in box 2 of Form 1099-B are reported as the gross sales price in 
column (d) of either line 1 or line 8 of Schedule D, depending on whether the stocks or bonds 
were held short-term or long-term. If the broker has indicated that gross proceeds less 
commissions were reported to the IRS, the taxpayer should not include any commissions paid in 
column (e) of Schedule D. 
 

Capital Gain Rates 2015 

If taxpayers capital gain is from Then the maximum rate is 

Collectible gain (like coins or art) 28% 

Taxable part of gain from selling section 1202 
qualified small business stock. 

28% 

Unrecaptured  1250 gain 25% 

 

REPORTING SALE OF STOCK  

 
Taxpayers that sold stock should receive a 1099-B statement from your brokerage company that 
summarizes information for the year. 
 
Taxpayers will normally receive a consolidated statement that includes sections labeled 1099-
INT for interest, 1099-DIV for dividends, and 1099-B for stock or bond sales. Many times all of 
these sections are included even if taxpayers only have information in one or two of them. 

 
Consolidated tax statements follow no standard format, and come in a wide variety of styles. 
Many of the year-end tax statements look similar to the account statements that taxpayers receive 
during the year from the same broker, bank, or mutual fund company. 
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Stock Information Required 

 

Taxpayers reporting sale of stock will require the following information:  
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• Date Acquired, – Use the date that taxpayer bought the asset. For stocks or bonds, the 
date that taxpayers acquired the asset is the trade date. This should be on their purchase 
confirmation statement from their broker. 
 

• Date Sold, – Use the date shown on taxpayers Form 1099-B or 1099-S, or the date they 
sold the item. 

 
Short or Long-Term? 
 
The date of purchase and the date of sale will determine if the sale is reported as short-term or 
long-term and the tax rate that will apply.  
 
Other Information 
 
If taxpayers inherited the item, enter: 
 

• "Inherited" for the date that taxpayers acquired the item. When taxpayers sell inherited 
assets, they have a long-term gain or loss. 

 

If taxpayers sell a group of similar assets, such as shares in a mutual fund, enter: 
 

• "Various" for the date that taxpayers acquired their assets. Then taxpayers can indicate 
how long they owned the assets sold; a year or less for short-term sales, more than a year 
for long-term sales. 

 
Before using "various," taxpayers must be sure to sort their sales by the date they were sold and 
the length of time they were owned so that the sale date and holding periods will be correct. 
 
Taxpayers need to separate holding periods for the assets they owned into two groups. If 
taxpayers do not provide the holding information, the sale can be treated as a long-term gain or 
loss. By having the holding information taxpayers can avoid paying more taxes in the sale of the 
stock. 
 
If taxpayers sold collectibles, put those sales in another group. They could be taxed at a higher 
rate than other gains. 
 
Where to report it? 
 
Taxpayers that sold stock or other property, regardless of whether they made or lost money on it, 
have to file Schedule D. This two-page form, with all its sections, columns and special 
computations, looks daunting and it certainly can be. 
 
The extra work, however, will likely be rewarded by tax savings. If taxpayers lost money, this 
form will help them use those losses to offset any gains or a portion of their ordinary income. 
And if taxpayers profited from their transactions, it will help ensure they do not overpay on the 
gains.  
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Form 8949.  
The information on the purchase and sale dates can be reported first on Form 8949 and then 
transferring to Schedule D. This information is critical because the holding time of the property 
determines its tax rate. 
 
If taxpayers owned the security for a year or less, any gain will cost them more in taxes. These 
short-term assets are taxed at the same rate as their regular income, which could be as high as 
39.6 percent on their 2015 tax return. Short-term sales are reported in Part 1 of the forms. 
 
However, if taxpayers held the property for 366 days or more, it is a long-term asset and is 
eligible for a lower capital gains tax rate -- 15 percent or even zero percent, depending upon their 
income level. Sales of these assets are reported in Part 2 of the forms. 
 
Detailing the transaction. 
Once it is determined if the gain or loss is short-term or long-term, it is time to enter the 
transaction specifics in the appropriate section of Form 8949. All transactions require the same 
information, entered in either Part 1 (short term) or Part 2 (long term), in the appropriate 
alphabetically designated column. For most transactions, the following information is required: 
 
(a) The name or description of the asset sold.  
 
(c) When the stock or asset was obtained.  
 
(d) When the stock or asset was sold.  
 
(e) What the selling price of the stock or asset was.  
 
(f) The asset's cost or other basis. 
 
Total all the entries on Form 8949 and then transfer the information to the appropriate short-term 
or long-term sections of Schedule D. On the schedule the capital gain or loss can be obtained by 
subtracting the basis from the sales price.  
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Capital Gains Tax Rates. The regular individual income tax rates for 2015 are 10, 15, 25, 28, 
33, 35, and new 39.6%. Normally to calculate their tax, an individual will determine his tax from 
the Tax Tables or the Tax Rate Schedules. However, individuals with qualified dividends and 
long-term capital gains can have reduced tax rates on these items. For 2015, the maximum 
capital gain tax rates are 0, 15 or 20%. 
 
The Qualified Dividends and Capital Gain Tax Worksheet or the Schedule D Tax Worksheet is 
used to figure the tax if the taxpayer has qualified dividends or net capital gains. There are net 
capital gains if Schedule D, lines 15 and 16, are both gains. 
 
Additional 3.8% federal Medicare tax applies to individuals on the lesser of net investment 
income or modified AGI in excess of $200,000 (single) or $250,000 (married/filing jointly and 
qualifying widow(er)s) 
 

PART I AND II OF FORM 8949 
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Schedule D Tax Worksheet. The taxpayer must use the Schedule D Tax Worksheet if: 
 

• They are required to file Schedule D; and 

• Schedule D, line 18 (28% rate gain) or line 19 (unrecaptured Section 1250 gain) is more 
than zero. 

 
Qualified Dividends and Capital Gain Tax Worksheet. If the taxpayer does not have to use the 
Schedule D Tax Worksheet as described above, and any of the following apply, they should 
complete the Qualified Dividends and Capital Gain Tax Worksheet to calculate their tax. 
 

• They received qualified dividends; 

• They do not have to file Schedule D and they received capital gain distributions; or 

• Schedule D, lines 15 and 16 are both more than zero. 
 
Capital Losses and Carryovers. If the taxpayer has capital losses that total more than their 
capital gains, they can claim a capital loss deduction. The deduction is reported on line 13, Form 
1040, enclosed in parentheses. 
 
The amount of the capital loss deduction in any year is the lesser of: 
 

• $3,000 ($1,500 if married filing a separate return), or 

• The amount of the total net loss as shown on line 16 of Schedule D. 
 
If the taxpayer has a total net loss on line 16 of Schedule D that is more than the yearly limit 
discussed above, they can carry over the unused part to the next year and treat it as if the loss 
was incurred in that next year. If part of the loss is still unused, the taxpayer can continue to 
carry it over to later years until it is completely used up. 
 
When a capital loss is carried over, it retains the character of the original loss: long-term or short-
term. A long-term capital loss carried over to the next year will reduce that year’s long-term 
capital gains before it reduces short-term gains and vice versa. 
 
When figuring the amount of capital loss carryover, the short-term capital losses are always used 
first, even if they were incurred after a long-term capital loss. If the taxpayer has not reached the 
limit on the capital loss deduction after using all of the short-term capital losses, the long-term 
losses can be used until the limit is reached. 
 

NON-BUSINESS BAD DEBTS 
 
If the taxpayer is owed money that they cannot collect, they have a bad debt. They may be able 
to deduct the amount owed when they figure their tax for the year the debt becomes worthless. 
Any bad debts that did not come from operating a trade or business are nonbusiness (personal) 
bad debts and are deductible as short-term capital losses (no matter the length of time the debt 
was owed). To be deductible, a personal bad debt must be genuine (arising from a true debtor-
creditor relationship) and be uncollectible. 
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To deduct the bad debt, complete Schedule D, Part 1, line 1 and enter the name of the debtor and 
“statement attached” in column a. The amount of the bad debt is listed in parentheses in column 
f. Attach a statement containing the amount and due date of the debt, the name of the debtor and 
any relationship, the efforts made by the taxpayer to collect the debt and why the taxpayer 
decided the debt was worthless. 
 

SALE OF PERSONAL RESIDENCE 
 

If the taxpayer sold their main home in 2015, they may be able to exclude from income any gain 
up to $250,000 ($500,000 married filing jointly). If the taxpayer is able to exclude all of the gain 
they do not need to report the gain on their tax return. Any gain that cannot be excluded is 
taxable and should be reported on Schedule D. A loss from the sale of a personal residence is not 
deductible. 
 
Main Home, Defined. A main home is usually defined as the home that the taxpayer lives in 
most of the time. A main home can be a: 
 

• House, 

• Houseboat, 

• Mobile home, 

• Condominium, or 

• Cooperative apartment 
 
To exclude gain on the sale of a main home, the taxpayer generally must have owned and lived 
in the property as their main home for at least two years during the five-year period ending on 
the date of sale. 
 
Determining Gain or Loss. To figure the amount of gain or loss, compare the amount realized 
with the adjusted basis of the home. 
 
Amount Realized. The amount realized on the sale of a home is the selling price minus any 
expenses of sale. 
Adjusted Basis of Home. The adjusted basis of a home is the taxpayer’s original basis in the 
home (usually it’s cost) increased or decreased by certain amounts. 
 

Increases to basis. The taxpayer’s basis in a main home is increased by: 

• Certain settlement fees or closing costs paid when purchasing the property, 

• Additions and other improvements that have a useful life of more than 1 year, 

• Special assessments for local improvements, and 

• Amounts spent after a casualty to restore damaged property. 
 

Decreased to basis. These include: 

• Gain postponed from the sale of a previous main home before May 7, 1997, 

• Deductible casualty losses, 

• Insurance payments received for casualty losses, 
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• Depreciation allowed or allowable, 

• Certain other credits and payments benefiting the taxpayer. For details, see 
Publication 17, Chapter 15, Selling Your Home. 

 
Repairs to maintain a home in good conditions but do not add to its value or prolong its life are 
not added to the basis of the property. 
 
The taxpayer should keep records to prove their home’s adjusted basis. Ordinarily the taxpayer 
should keep records for three years after the due date for filing the return for the tax year in 
which they sold their home. However if the taxpayer sold a home before May 7, 1997 and 
postponed the tax on any gain, the basis of that old home affects the basis of the new home 
purchased. Keep records proving the basis of both homes as long as they are needed for tax 
purposes. 
 
Excluding the Gain. The taxpayer may qualify to exclude from their income all or part of any 
gain from the sale of their main home. This means that, if they qualify, they will not have to pay 
tax on the gain up to the limits described. To qualify, the taxpayer must meet the ownership and 
use tests. 
 
Ownership and Use Tests. During the five year period ending on the date of sale the taxpayer 
must have: 

• Owned the home for at least two years (the ownership test); and 

• Lived in the home as their main home for at least two years (the use test). 
 

Reduced Exclusion. Even if the taxpayer did not meet the ownership and use tests, they may be 
able to claim a reduced exclusion if either of the following is true: 
 

• They did not meet the ownership or use tests, but the reason they sold their home was:  
o A change in place of employment or health; 
o Unforeseen circumstances that the taxpayer could not have reasonably anticipated 

before buying and occupying their main home. 
 

• Their exclusion would have been disallowed because they sold more than one home 
during the two-year period ending on the date of the sale and excluded all or part of the 
gain, but the reason they sold their second home was one of the reasons listed above. 

 
In these circumstances the taxpayer may be able to claim a reduced exclusion amount. Get 
Publication 523, Selling Your Home for more information. 
 
The required ownership and use tests do not have to be at the same time, nor do they have to be 
continuous. The taxpayer can meet the tests if they can show that they owned or lived in the 
property as their main home for either 24 full months or 730 days (365 x 2) during the 5-year 
period ending on the date of sale. 
 
If the taxpayer files a joint return for the year of sale, they can exclude the gain if either spouse 
meets the ownership and use tests. 
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Review Questions Section 9 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. The gain or loss from the sale or exchange is the____________________________. 
 

a) Difference between the gross sales price and the adjusted basis minus any expenses of the 
sale 

b) Difference between the gross sales price and the adjusted basis plus any expenses of the 
sale 

c) Amount realized 
d) Cash received 

 
True or False?  
2. A loss on the sale or exchange of personal use property is not deductible: 
 

a) True 
b) False 

 
3. The amount of the capital loss deduction in any year is: 
 

a) The lesser of $3,000 ($1,500 if married filing separately) or the amount of the total net 
loss on line 16 of Schedule D 

b) The greater of $3,000 ($1,500 if married filing separately) or the amount of the total net 
loss on line 16 of Schedule D 

c) Reported on line 15, Form 1040 
d) All of the above are true of the capital loss deduction 

 
4. When figuring the amount of capital loss carryovers, the ________________________ are 

always used first: 
 

a) Short-term capital losses 
b) Long-term capital losses 
c) Oldest losses 
d) Most recent losses 

 
5. To exclude the gain on the sale of their main home, the taxpayer generally must have owned 

and lived in the property for at least _______ during the __________ period ending on the 
date of sale 

 
a) Two years; Four years 
b) Two years; Five years 
c) Five years; Seven years 
d) Five years; Ten years 
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Review Questions 9 – Answers and Discussion 

 
1. Answer is b. When a taxpayer sells or exchanges a capital asset, they may have a gain or 

loss. The gain or loss from the sale or exchange is the difference between the gross sales 
price and the adjusted basis of the asset plus any expenses of the sale. If the sales price is 
more than the adjusted basis plus the expenses of the sale, the taxpayer has a gain on the sale. 

 
2. Answer is a. When the taxpayer has a gain on the sale or exchange of almost any property, 

the result is a taxable gain. If the taxpayer has a loss on the sale or exchange of investment or 
business property, they may have a deductible loss. Losses on the sale or exchange of 
personal-use property are not deductible. 

 
3. Answer is a. If the taxpayer has capital losses that total more than their capital gains, they 

can claim a capital loss deduction. The deduction is reported on line 13, Form 1040, enclosed 
in parentheses. The amount of the capital loss deduction in any year is the lesser of: 

• $3,000 ($1,500 if married filing a separate return), or 

• The amount of the total net loss as shown on line 16 of Schedule D. 
 
4. Answer is a. When figuring the amount of capital loss carryover, the short-term capital 

losses are always used first, even if they were incurred after a long-term capital loss. If the 
taxpayer has not reached the limit on the capital loss deduction after using all of the short-
term capital losses, the long-term losses can be used until the limit is reached. 

 
5. Answer is b. To exclude gain on the sale of a main home, the taxpayer generally must have 

owned and lived in the property as their main home for at least two years during the five-year 
period ending on the date of sale. 
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Maximum Exclusion. The taxpayer can exclude up to $250,000 of the gain on the sale of their 
main home if all of the following are true: 
 

• They meet the ownership test. 

• They meet the use test. 

• During the 2-year period ending on the date of sale, they did not exclude gain from the 
sale of another home. 

 
The taxpayer can exclude up to $500,000 of the gain on the sale of their main home if all of the 
following are true: 
 

• They are married and file a joint return. 

• Either the taxpayer or spouse meets the ownership test 

• Either the taxpayer or spouse meets the use test. 

• During the 2-year period ending on the date of sale, neither the taxpayer nor spouse 
excluded the gain from the sale of another home. 
 

If the taxpayer is an unmarried widow or widower on the date of sale, they may qualify to 
exclude up to $500,000 of any gain from the sale or exchange of their main home. The taxpayer 
must meet all of the following requirements, plus the ownership and use tests described earlier in 
order to exclude up to $500,000 gain. 
 

• The sale or exchange must have taken place after 2015 

• The sale or exchange took place no more than 2 years after the date of death of their 
spouse. 

• The taxpayer must not have remarried. 

• The taxpayer and spouse met the use and ownership test at the time of the spouse’s death. 

• Neither the taxpayer nor the spouse excluded gain from the sale of another home during 
the last 2 years before the date of death. 

 
Nonqualified Use. Gain from the sale or exchange of the main home is not excludable from 
income if it is allocable to periods of nonqualified use. Generally, nonqualified use means any 
period in 2015 or later where neither the taxpayer nor their spouse (or former spouse) used the 
property as a main home with certain exceptions (see below). 
 
A period of nonqualified use does not include: 
 
1. Any portion of the 5-year period ending on the date of the sale or exchange that is after the 

last date the taxpayer (or spouse) use the property as a main home; 
 
2. Any period (not to exceed an aggregate period of 10 years) during which the taxpayer (or 

spouse) is serving on qualified official extended duty: 
 

• As a member of the Uniformed Services; 

• As a member of the Foreign Service of the United States, or 
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• As an employee of the intelligence community; and 
 
3. Any other period of temporary absence (not to exceed an aggregate period of 2 years) due to 

change of employment, health conditions, or such other unforeseen circumstances as may be 
specified by the IRS. 

 
Calculation. To figure the portion of the gain that is allocated to the period of nonqualified use, 
multiply the gain by the following fraction: 
 

The total time of nonqualified use during the period the property was owned by the taxpayer 

The period of time the taxpayer owned the property 

 

INSTALLMENT SALES 
 
An installment sale is a sale of property at a gain where at least one payment is to be received 
after the tax year in which the sale occurs. A taxpayer is required to report the sale on the 
installment method unless they "elect out" in the year of the sale. If they elect out, they report all 
the gain as income in the year of the sale. Installment sale rules do not apply to losses. A 
taxpayer cannot use the installment method to report gain from the sale of inventory or stocks 
and securities traded on an established securities market. 
 
Under the installment method, a taxpayer should include in income each year only part of the 
gain they receive, or are considered to have received. Use Form 6252, Installment Sale Income, 
to report installment income each year. 
 
In general, interest should be charged on an installment sale. If interest is not charged or the 
interest rate is too low, there is a minimum amount of interest the seller is considered to have 
received. This "imputed" or "unstated" interest is taxable. 
 
 

TAXABLE AND NOT TAXABLE INCOME 
 

Unemployment Compensation  

 
The taxation of unemployment benefits received will depend on the type of program that paid the 
benefits. Taxpayers should receive Form 1099-G showing the amount that they were paid and 
any federal income tax withheld. Unemployment compensation will include amounts received 
under the laws of the United States or of a state such as: 
 

• State unemployment insurance benefits 
• Benefits paid to taxpayers by a state or the District of Columbia from the Federal 

Unemployment Trust Fund. 
• Railroad unemployment compensation benefits 
• Disability benefits paid as a substitute for unemployment compensation 
• Trade readjustment allowances under the Trade Act of 1974 and 
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• Unemployment assistance under the Disaster Relief and Emergency Assistance Act of 
1974 
 

Unemployment compensation does not include: 
 

• Workers' compensation payments; see Publication 525, Taxable and Nontaxable Income, 
for information on these payments. 
 

• Supplemental unemployment benefits received from a company-financed fund. These 
benefits are wages subject to income tax withholding and may also be subject to Social 
Security and Medicare taxes. They should be reported to taxpayers on Form W2.  
 

• Unemployment benefits from a private fund to which taxpayers voluntarily contribute. 
These benefits are taxable only if the amounts received are more than total payments into 
the fund; however, this taxable amount is not unemployment compensation. Report it is 
as "Other income" on line 21 of Form 1040. 
 

Reporting Unemployment Compensation. If taxpayers received unemployment compensation 
during the year, taxpayers must include it in gross income. Taxpayers may be required to make 
quarterly estimated tax payments. However, taxpayers can choose to have federal income tax 
withheld from their benefits.  
 
The unemployment compensation should be reported on line 19 of Form 1040, line 13 of Form 
1040A, or line 3 of Form 1040EZ. Taxpayers must include their federal tax withholding shown 
in Box 4 on line 64 of Form 1040, line 40 of Form 1040A, or line 7 of Form 1040EZ.  
 

Life Insurance and Disability Insurance Proceeds 

 
The proceeds received from a life insurance and disability will be taxes if they were paid by the 
employer. Taxpayers must report as income any amount that they receive for their disability 
through an accident or health insurance plan paid for by their employer: 
 

• If both taxpayers and their employer have paid the premiums for the plan, only the 
amount that taxpayers receive for disability that is due to their employer’s payments is 
reported as income. 
 

• If taxpayers pay the entire cost of a health or accident insurance plan, do not include any 
amounts received for disability as income on the tax return. 
 

• If taxpayers pay the premiums of a health or accident insurance plan through a cafeteria 
plan, and the employer did not include the amount of the premium as taxable income to 
employee, the premiums are considered paid by the employer, and the disability benefits 
are fully taxable. 
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• If the amounts are taxable, taxpayer can decide to submit a Form W-4S, Request for 
Federal Income Tax Withholding from Sick Pay, to the insurance company, or make 
estimated tax payments by filing Form 1040-ES, Estimated Tax for Individuals. 

 
Amounts that taxpayers receive from their employer while they are sick or injured are part of the 
salary or wages. 
 

• Report the amount received on the line "Wages, salaries, ..." on Form 1040, Form 
1040A, or Form 1040EZ 
 

• Taxpayers must include in their income sick pay from any of the following: 
o A welfare fund 
o A state sickness or disability fund 
o An association of employers or employees 
o An insurance company, if the employer paid for the plan 

 
Taxpayers can generally exclude from income payments received from qualified long-term care 
insurance contracts as reimbursement of medical expenses received for personal injury or 
sickness under an accident and health insurance contract. Also, taxpayers can exclude from 
income certain payments received under a life insurance contract on the life of a terminally or 
chronically ill individual. Refer to Publication 907, Tax Highlights for Persons with Disabilities. 
 

Other Common Types of Taxable Income 

 

Taxable income may be received in various forms; the following are some of the most common 
types of taxable income: 
 

• Wages, salaries, and tips -- By law, your employer must send taxpayer a W-2 that shows 
how much they paid in: 
 

o Salary 
o Tips  
o Commissions 
o Bonuses 
o Vacation pay 
o Sick pay 
o Severance pay, taxable in year paid 

 
• Extra cash - The IRS considers extra money for side jobs as self-employment income. 

Report this income on Schedule C. If the amount is more than $400 from a side job, 
taxpayers will need to file a Schedule SE and pay Social Security and Medicare taxes on 
the income. 
 

• Alimony received -- If taxpayers get alimony as a result of a divorce decree or separation 
agreement, the payments received are fully taxable. If taxpayers paid alimony during the 
year, they can deduct it even if they do not itemize deductions. 
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• Unemployment benefits  
 

• Jury-duty pay -- Jury-duty payments are taxable. However, taxpayers can deduct any part 
of the payment given to the employer in exchange for continuing the salary. 
 

• Pension and annuity payments -- Pension and annuity payments are taxed. However, a 
portion might be tax-free. Ex: After-tax contributions to an annuity are considered tax-
free when withdrawn. 
 

• Awards -- If taxpayers receive an award from their employer for their job performance, it 
is usually taxable. The award’s fair market value (FMV) is included in the W-2 income. 
This can include an all-expenses-paid trip or some other type of goods or services. 
 
However, gifts of property received for employees’ length of service or other 
achievement are tax-free (Ex: a gold watch). The tax-free amount is limited to employer's 
cost. Also, the gift’s value cannot be more than $1,600. 
 

• Barter -- The FMV of property or services received or provided in exchange for work 
done is taxable income. Report this income on Schedule C. Taxpayers can use another 
form or schedule if their barter property items instead of services. 
 
If taxpayers are members of a barter exchange, they should receive a Form 1099-B. This 
shows the FMV of all property and services they traded during the year. 
 

• Disability payments -- If the employer pays the premiums for employees’ disability 
insurance, disability payments received are usually fully taxable. However, if the 
employees pay the premiums, the payments received are tax-free. Veterans' disability 
benefits and workers' compensation are also tax-free. 
 

• Gambling winnings -- Gambling winnings are fully taxable and include: 
o Lottery payouts 
o Sweepstakes payouts 
o Bingo winnings 
o Raffle winnings 
o Casino winnings 

 
• Prizes -- All prizes are taxable. If you win a prize, you must include the FMV of the prize 

in your income. 

 

• Court awards. Whether or not a court award must be included in income depends on why 
the settlement was received. The following is a partial list of court awards that must be 
included on the tax return as ordinary income: 

 
o Compensation for lost wages 
o Damages for patent or copyright infringement 
o Damages in a breach of contract suit 
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o Back pay and damages for emotional distress settled under Title VII of the Civil 
Rights Act of 1964 

o Punitive damages 

 

If the settlement is includible in income, any associated attorney fees and court costs 
awarded are also taxed as ordinary income. 
 
A court award of compensatory damages for physical injury or illness is nontaxable. If 
the taxpayer receives money for emotional distress, they must include in income any 
amount awarded that was not associated with a physical injury or illness. For example, if 
the taxpayer receives an award for emotional distress that is due to employment 
discrimination, they must include that amount in income. 

 

• Debt cancellation. Generally if a taxpayer is relieved of an obligation to pay a debt, the 
amount forgiven or cancelled must be included in income. However, several exceptions 
to this rule exist including some debt cancelled in a Chapter 11 bankruptcy, qualified 
farm debt, or qualified real property business debt. In addition the cancellation of debt 
attributable to certain student loans or to the extent a taxpayer is insolvent may be 
excludible. More research will be necessary if you encounter this situation. 

 

• Foster care payments. Payments received by a taxpayer from a government agency, or a 
qualified foster care placement agency for providing foster care in their home are 
generally not includible in income. However if the payment were received for the care of 
more than five individuals age 19 or older and certain “difficulty of care” payments may 
be taxable. See Publication 17 for additional information. 

 

• Found property. Found money or property that has been lost or abandoned is taxable to 
the finder at its fair market value in the first year it is the taxpayer’s undisputed property. 

 

• Strike benefits. If a taxpayer receives cash or property from a union as payment of strike 
or lockout benefits, they must include the value received in income unless they can show 
that the union intended them as gifts. 

 

Common Types of Tax-free Income 
 
These are the most common types of tax-free income: 
 

• Auto rebates -- A rebate is actually a reduction in price of the auto. It is not taxable 
income. However, a rebate reduces the basis in the auto. 
 

• Car-pool receipts -- If taxpayers drive a car pool to and from work, they do not need to 
report payments received from passengers. These payments are considered 
reimbursement for expenses, not income. 
 

• Child support payments -- The person paying the child support cannot deduct the support, 
and payments are tax-free to the recipient. See Alimony and Child Support later. 
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• Casualty insurance proceeds -- If taxpayers are reimbursed for a loss, like a car accident 

or house fire, they usually do not have to report the income on their return. 
 
However, taxpayers should include the payment when they figure any gain or loss from 
the casualty or theft. Some of these payments might be taxable.  
 

• Combat pay – Payments are tax-free if taxpayers serve in a combat zone and they are: 
 

o Enlisted member  
o Warrant officer 
o Commissioned warrant officer 

 
If taxpayers are commissioned officer who served in a combat zone or were hospitalized 
as a result of their service, the amount that can be excluded is limited to the total of: 

 
o Highest rate of enlisted pay 
o Imminent-danger pay 
o Hostile-fire pay 

 
This does not apply to commissioned warrant officers. 
For more information, see Publication 3: Armed Forces' Tax Guide. 

 
• Damages -- Some types of compensation are usually tax-free. This includes 

compensation received for: 
o Damages for a personal physical injury or sickness 
o Emotional distress suffered as a result of the personal physical injury or sickness 

 
However, if compensation received for the following damages are taxable: 

o Lost wages or profits 
o Punitive damages 

 
• Dividends on a life-insurance policy -- Premiums are usually paid with after-tax dollars. 

Therefore dividends received are considered to be an overpayment of taxpayers’ 
premium. These are usually tax-free. If the dividends received are more than the 
premiums paid, the excess amount is taxable. 
 

• Coverdell education savings accounts (ESAs) -- Withdrawals from these accounts are 
tax-free if: 

o Taxpayers use the money to pay for qualified education expenses (Ex: tuition, 
books, and fees). 

o The money is for the designated beneficiary enrolled at an eligible educational 
institution.  
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• Gifts -- The giver must present the gift out of true kindness for the gift to qualify as tax-
free. If federal gift tax is owed on the gift, the giver owes the tax. So, taxpayers do not 
usually need to report the receipt of gifts. 
 

• Health- and accident-insurance benefits -- If taxpayers are reimbursed for medical 
expenses paid out of pocket, the money received is not taxable. Taxpayers also do not 
have to pay tax on compensation received for the: 

o Permanent loss of the use of part of the body 
o Permanent disfigurement 

 
• Health savings accounts (HSA) -- Withdrawals from an HSA are tax-free if they are used 

to pay qualifying medical expenses. 
 

• Inheritances -- Any money or property inherited is tax-free unless the item is considered 
to be income in respect of decedent (IRD). Items like retirement accounts are usually 
considered to be IRD. If taxpayers inherit a traditional IRA or company retirement 
benefits, they must pay tax on the income just as the deceased would have had to do. 
 
For inheritances, the basis is usually the property's FMV on the day the person who gave 
it died. Taxpayers need to know the basis of the property. This is important in order to 
calculate the amount of capital gain or loss of the property when disposed.  
 
Life insurance -- Life-insurance proceeds paid from the deceased’s policy are not taxable. 
However, if taxpayers receive the proceeds in installments over a number of years, the 
interest earned on that account is taxable income. 
 
If taxpayer’s spouse died before Oct. 23, 1986, and taxpayer is receiving installment 
payments, taxpayer can exclude up to $1,000 a year in interest included in the 
installments. Taxpayer can continue to claim the exclusion even if taxpayer remarries. 
 

• Municipal bond interest -- If taxpayers receive interest on bonds issued by state and local 
governments, the interest is usually tax-free. However, the interest is taxable income if 
both of these apply: 

o Taxpayers are subject to the Alternative Minimum Tax (AMT). 
o Taxpayers receive interest on private-activity bonds. 

 
• Public safety officer survivor benefits -- If taxpayer is a survivor of a public safety officer 

killed in the line of duty, taxpayers might be able to exclude certain income. Public safety 
officers include: 

• Law enforcement officers 
• Firefighters 
• Chaplains 
• Rescue squad members 
• Ambulance crew members 
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• Roth IRA withdrawals -- Withdrawals up to the amount of contributions are always tax-
free. Also, after taxpayers turn 59 1/2, all withdrawals made -- including earnings -- are 
tax-free if the account has been open for at least five years.  
 

• Scholarships and fellowship grants -- If taxpayers use scholarship or grant money for 
tuition and related expenses, the money is tax-free. This includes the following required 
expenses: 

o Books 
o Supplies 
o Equipment 

 
However, if taxpayers use any of the money to pay room and board, that portion is 
taxable income. 
 

• Social Security -- Depending upon the income, Social Security benefits might be entirely 
tax-free or partly taxable. Ex: If the income is more than $25,000 -- or $32,000 if married 
filing jointly -- up to 85% of your Social Security benefits is taxable. When figuring the 
income, include tax-free interest income and 50% of the Social Security benefits. 
 

• State and local tax refunds -- Taxpayers might have received a refund of their state or 
local income tax that was claimed as an itemized deduction on the prior-year return. If so, 
usually a portion of the state or local income tax refund is taxable. However, even if 
taxpayers itemized, part of the refund could be tax-free.  
 

• Veterans' benefits -- Veterans Affairs disability payments are tax-free. 
 

• Workers' compensation -- If you receive workers’ compensation for an injury you 
suffered on the job, that compensation is tax-free. However, taxpayers must receive the 
payment under a workers’ compensation statute or a similar statute. 

 

• Fringe benefits. Employer-provide fringe benefits may be taxable or tax-exempt 
depending on circumstances. The most common tax-free employee benefits are 
highlighted below: 

 
o Adoption benefits – Reimbursements or payments to a third-party for qualified 

adoption expenses are generally tax free up to $13,190 in 2014. The exclusion is 
phased out if modified adjusted gross income is between $197,880 and $237,880. 

 
o Child or dependent care plans – The value of day care services provided or 

reimbursed by an employer under a written, nondiscriminatory plan is tax free up 
to $6,000 ($3,000 if MFS).  

 
o De minimis fringe benefits – Minor benefits such as occasional employee meals, 

company parties, or minor employee awards such as movie or sporting event 
tickets are tax free, as are discounts on company products and services as long as 
the employer does not incur additional cost in providing them to the employee. 
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o Education benefits – Up to $5,250 in employer financed undergraduate and 
graduate level courses may be excluded from income. 

 
o Transportation benefits – Within certain limits, employer provided parking 

benefits and transportation passes such as bus passes are tax free. 
 

o Working condition fringe benefits – Benefits provided by the employer that 
would be deductible if paid by the employee are considered to be tax free working 
condition fringe benefits. Examples include a company car or employer paid 
business subscriptions or dues. 

 

Alimony and Child Support 

 
Alimony Tax Rules.  
 
Alimony is still the word used for tax purposes, even though the law in most states refers to these 
payments as spousal support or maintenance. Either spouse may be on the hook for alimony. If 
taxpayers are making alimony payments, then they should be able to deduct those payments from 
their gross income. If taxpayers are receiving payments, then they must count this money as part 
of their gross income.  
 
To count as alimony, payments must fit within the five rules below. If they do not, the paying 
spouse will get fewer deductions for the payments made (higher tax liability) while the receiving 
spouse will be able to exclude them form gross income (resulting in a lower income tax). 
 
Alimony payments must be: 
 

• Paid in cash – which means more than dollar bills, explained below 
• Received by or on behalf of a spouse 
• Made while the spouses are not members of the same household 
• Ending when the spouse receiving payments dies, and 
• Not earmarked for some payment other than alimony. 

 
The terms "cash payments" are misleading. Payments can be a check or money order, too. They 
cannot, however, be a service. For example, the paying spouse cannot offer the receiver to clean 
the car or clean the house instead of paying the alimony. 
 
On the other hand, the paying spouse could pay a portion of the alimony to someone else on the 
receiver’s behalf, if that is what a court has ordered or what the two of taxpayers have agreed to 
do. This might happen in cases of tuition, or rent, or a mortgage payment. In other words, the 
paying spouse pays the school or landlord or lender directly, on the recipient spouse’s behalf, as 
part of the alimony payment. 
 
Payments do not count as alimony for tax purposes if the two taxpayers are divorced or legally 
separated and still living under the same roof. This is because a couple could have separated, but 
not have a court order making them legally separated. Without this separation order, the 
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payments – usually temporary alimony payments – could still count as alimony for taxes even if 
the two still live in the same place, but file their taxes separately. 
 
If alimony is ordered, taxpayer will generally have to pay a specified amount each month until: 
 

• A date set by a judge several years in the future 
• The former spouse remarries 
• The children no longer need a full-time parent at home 
• A judge determines that after a reasonable period of time, the spouse has not made a 

sufficient effort to become at least partially self-supporting 
• Some other significant event -- such as retirement -- occurs, convincing a judge to modify 

the amount paid, or 
• One spouse dies. 

 

Alimony Requirements (Instruments Executed After 1984) 

 

 
Payments ARE alimony if all of the following 

are true: 
 

 
Payments are NOT alimony if any of the 

following are true: 

Payments are required by a divorce or separate 
maintenance agreement. 

Payments are not required by a divorce or 
separate maintenance agreement. 

Payer and recipient spouse do not file a joint 
return together. 

Payer and recipient file a joint return together. 

Payment is in cash (including checks or money 
orders). 

Payment is: 

• Not in cash 

• A noncash property settlement 

• Spouse’s part of community income, or 

• To keep up the payer’s property 

Payment is not designated in the divorce or 
separation agreement as not alimony. 
 

Payment is designated in the instrument as not 
alimony. 

Spouses legally separated under a decree of 
divorce or separate maintenance are not 
members of the same household. 
 

Spouses are legally separated under a decree of 
divorce or separate maintenance members of the 
same household. 

Payments are not required after the death of the 
recipient spouse. 

Payments are required after the death of the 
recipient spouse. 

Payment is not treated as child support. Payment is treated as child support. 

These payments are deductible by the payer 

and includible in income by the recipient. 
These payments are neither deductible by the 

payer nor includible in income by the recipient. 
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Child Support Tax Rules 
 
Different from alimony, the child support payments are not deductible by the parent who makes 
the payments. Likewise, child support does not count toward the receiving parent’s taxable gross 
income. Either parent, however, may be entitled to a dependency exemption per child. Who gets 
the exemption depends on what the parents agree to, or what the court orders. The dependency 
exemption does not necessary qualify the taxpayer for the Earned Income Tax Credit. 
 
Generally, if the parents cannot come up with a plan on their own that allows each parent to take 
fair advantage of the tax exemptions for dependent children, the court will create a reasonable 
schedule based on each parent’s proportional share of the total income available to support the 
child (or children). For example, a custodial parent makes $33,000 a year and the non-custodial 
parent makes $67,000. Proportionally, the custodial parent provides 1/3 of the total amount of 
income ($100,000) and the non-custodial parent provides the remaining 2/3. If there were only 
one child, then the custodial parent could take the deduction the first year. Then the non-
custodial parent could take the deduction for the next two years. This pattern would then be 
repeated. 
 
There are some exceptions to this. If the parent with a present right to take a dependency 
exemption gets no tax benefit from claiming the exemption, then the other parent can take it. 
Also, if a parent has a history of missing child support payments, then a court could take away 
this dead-beat parent’s right to take the dependency exemption. 
 

Taxpayer reports as income the alimony received 

Taxpayer takes a deduction from the alimony paid 



 

The Tax Institute 2015  | Federal Tax Law 138 

 

Continuing Education 

Child Support Tax Penalties. A parent who is having trouble keeping up with child support 
payments should seek a modification in the support order as soon as possible. There are many 
good reasons for this, but missed payments also cause a headache for the delinquent parent’s 
taxes. This is because this parent’s tax refunds could be garnished to pay back support. Also, 
depending on how payments are structured, there is a chance that no part of the delinquent 
payment is deductible as alimony. 
 

MOVING EXPENSES 
 
If the taxpayer moved due to a change in their job or business because they started a new job, 
they may be able to deduct their moving expenses. To qualify for the moving expense deduction, 
the taxpayer must satisfy two tests. Under the first test, the "distance test", their new job must be 
at least 50 miles farther from their old home than their old job location was from their old home. 
If they had no previous workplace, the new job must be at least 50 miles from their old home, or 
if they are a member of the armed forces and the move was due to a permanent change of station 
they also may qualify. 
 
The second test is the "time test". If the taxpayer is an employee, they must work fulltime for at 
least 39 weeks during the 12 months right after starting their new job. If the taxpayer is self-
employed, they must work full time for at least 39 weeks during the first 12 months and for a 
total of at least 78 weeks during the first 24 months after starting their new job. There are 
exceptions to the time test in case of death, disability and involuntary separation, among other 
things. For more information on qualifying to deduct moving expenses please refer to 
Publication 521, Moving Expenses. 
 
Moving expenses are figured on Form 3903 and deducted as an adjustment to income on Form 
1040. The taxpayer cannot deduct any moving expenses that were reimbursed by their employer. 
 

EXCESS SOCIAL SECURITY AND TIER 1 RRTA TAX WITHHELD 
 
If the taxpayer or spouse had more than one employer for 2015 and total wages of more than 
$118,500, too much social security or tier 1 railroad retirement tax may have been withheld. 
They may take a credit on Line 67, Form 1040 for the amount over $7,347. But if by error any 
one employer withheld more than $7,347, the taxpayer cannot claim the excess on their tax 
return. The employer should refund the excess because it was the employer’s error. If the 
employer does not adjust the over withheld amount, the taxpayer can file a claim for refund 
using Form 843. 
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Review Questions Section 10 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. Which of the following is considered taxable income? 
 

a) Alimony 
b) Property settlement 
c) Welfare benefits 
d) None of the above 

 
2. Awards received from employers for employee’s job performance will be considered taxable. 

However under one of the following conditions this can be tax-free: 
 

a) Taxpayer received a gift of property for his length of service 
b) Taxpayer claim as tax-free the employer’s cost on a gold watch.  
c) Taxpayer claims as tax-free a gift of property under $1600. 
d) All of the above 

 
3. Moving expenses are figured on  Form____________________. 
 

a) Form 1040 
b) Form 3903 
c) Form 4868 
d) Form 2601 

 
4. To meet the distance test, the taxpayer’s new job must be at least ________ farther from their 

old home than their old job location was from their old home. 
 

a) 50 miles 
b) 25 miles 
c) 100 miles 
d) None of the above 

 
5. If the taxpayer or spouse had more than one employer for 2015 and total wages of more than 

$118,500, they may take a credit on ______________________. 
 

a) Line 67, Form 1040 
b) Schedule B 
c) Form W-2 
d) They cannot take a credit 
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Review Questions 10 – Answers and Discussion 

 
1. Answer is a. Taxable income may be received in various forms; the following are some of 

the most common types of taxable income: Wages, salaries, tips, extra cash, alimony, etc.  
 
2. Answer is d. If taxpayers receive an award from their employer for their job performance, it 

is usually taxable. The award’s fair market value (FMV) is included in the W-2 income. This 
can include an all-expenses-paid trip or some other type of goods or services. 

 
3. Answers is b. Moving expenses are figured on Form 3903 and deducted as an adjustment to 

income on Form 1040. The taxpayer cannot deduct any moving expenses that were 
reimbursed by their employer. 

 
4. Answer is a. To qualify for the moving expense deduction, the taxpayer must satisfy two 

tests. Under the first test, the "distance test", their new job must be at least 50 miles farther 
from their old home than their old job location was from their old home. If they had no 
previous workplace, the new job must be at least 50 miles from their old home, or if they are 
a member of the armed forces and the move was due to a permanent change of station they 
also may qualify. 

 
5. Answer is a. If the taxpayer or spouse had more than one employer for 2015 and total wages 

of more than $118,500, too much social security or tier 1 railroad retirement tax may have 
been withheld. They may take a credit on Line 67, Form 1040 for the amount over $7,347. 
But if by error any one employer withheld more than $7,347, the taxpayer cannot claim the 
excess on their tax return. The employer should refund the excess because it was the 
employer’s error. If the employer does not adjust the over withheld amount, the taxpayer can 
file a claim for refund using Form 843. 
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NEWS ON THE NEW IRS IDENTITY VERIFICATION 

PROCESS 

 
Identity theft places a burden on its victims and presents a challenge to 
businesses, organizations and government agencies, including the IRS. For individuals, tax-
related identity theft occurs when someone uses taxpayer’s stolen social security number to file a 
tax return claiming a fraudulent refund. 
 
The IRS combats tax-related identity theft with an aggressive strategy of prevention, detection 
and victim assistance.  
 

Taxpayers Receiving Letter 5071C 

 
Taxpayers may receive a letter when the IRS stops suspicious tax returns that have indications of 
being identity theft but contains a real taxpayer’s name and/or Social Security number. Only 
those taxpayers receiving Letter 5071C should access the new online tool to confirm their 
identity.  
 

New Online Tool for Taxpayers to Verify their Identity  

 

Taxpayers who received requests from the IRS to verify their identities can do it using the 
Identity Verification Service website: idverify.irs.gov. 
  
The website will ask a series of questions that only the real taxpayer can answer. 
 
Once the identity is verified, the taxpayers can confirm whether or not they filed the return in 
question. If they did not file the return, the IRS can take steps at that time to assist them. If they 
did file the return, it will take approximately six weeks to process it and issue a refund. 
 
Letter 5071C is mailed through the U.S. Postal Service to the address on the return. It asks 
taxpayers to verify their identities in order for the IRS to complete processing of the returns if the 
taxpayers did file it or reject the returns if the taxpayers did not file it. The IRS does not request 
such information via email, nor will the IRS call a taxpayer directly to ask this information 
without receiving a letter first. The letter number can be found in the upper corner of the page. 
 
The letter gives taxpayers two options to contact the IRS and confirm whether or not they filed 
the return. Taxpayers may use the idverify.irs.gov site or call a toll-free number on the letter. 
Because of the high-volume on the toll-free numbers, the IRS-sponsored website, 
idverify.irs.gov, is the safest, fastest option for taxpayers with web access. 
 
Taxpayers should have available their prior year tax return and their current year tax return, if 
they filed one, including supporting documents, such as Forms W-2 and 1099 and Schedules A 
and C. 
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THE IDENTITY PROTECTION PIN (IP PIN) 
 

Taxpayers that were victims of identity theft will receive every year an Identity Protection Pin. 
This PIN is assigned once taxpayers have informed the IRS about the issue using Form 14039, 
Identity Theft Affidavit. 
 
An IP PIN is a 6-digit number assigned to eligible taxpayers to help prevent the misuse of their 
Social Security number on fraudulent federal income tax returns. Once they receive an IP PIN, 
they must use it to confirm their identity on the tax return for the current year or any delinquent 
returns filed during the calendar year. The IRS will send a new IP PIN each December by postal 
mail. 
 

 

What does an IP PIN do? 

 

An IP PIN helps the IRS verify a taxpayer’s identity and accept their electronic or paper tax 
return. When taxpayers have an IP PIN, it prevents someone else from filing a tax return with 
their SSN as the primary or secondary taxpayer (spouse).  
 

IP PIN helps Preventing Identity Theft. 

 
If a return is e-filed with taxpayer’s SSN and an incorrect or missing IP PIN, the IRS system will 
reject it until the correct IP PIN is submitted or taxpayers file on paper. If the same conditions 
occur on a paper filed return, the IRS will delay its processing and any refund that may be due 
for the protection of taxpayers. The IRS will determine if the paper filed return belongs to the 
taxpayer. 
 

Who is eligible for an IP PIN? 

 

The following taxpayers will be eligible for an IP PIN:  
 

• Taxpayers that are victims of identity theft and the IRS resolved their cases already. The 
IRS will put an identity theft indicator on the affected taxpayer’s account. The IRS will 
send every in December a CP01A Notice containing the IP PIN for the current tax year, or 
 

• Taxpayers that filed their federal tax return last year as residents of Florida, Georgia or the 
District of Columbia, or 
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• Taxpayers that received a CP01F Notice or another IRS letter inviting them to voluntarily 
'opt in' to get an IP PIN. 

 

Online Tool to get an IP PIN 

 
Taxpayers living in Florida, Georgia, or the District of Columbia as well as recipients of a 
CP01F notice or other letter, can require an IP PIN if they do not have it already. These 
taxpayers will need to verify their identity to receive an IP PIN through the IRS online system: 
http://www.irs.gov/Individuals/Get-An-Identity-Protection-PIN. 

 

Reminders about the IP PIN 

 

• Taxpayers that receive a CP01A Notice will find their PIN in the left column, third 
paragraph of the notice, The PIN will state: “Your assigned 2014 IP PIN is: ______.” 

 

• Some IP PIN CP01A Notices will continue to be mailed through mid-February, 2015. 
 

• If taxpayers lost their IP PIN or did not receive a new one, they can login through the IRS 
website: http://www.irs.gov/Individuals/Get-An-Identity-Protection-PIN. 

 

• Taxpayers cannot use their IP PIN on a state income tax return. 
 

WHAT TAX PREPARERS MUST KNOW ABOUT IDENTITY THEFT 

 
Tax preparers play a critical role in assisting clients, both individuals and businesses, who are 
victims of tax-related identity theft. The IRS is working hard to prevent and detect identity theft 
as well as reduce the time it takes to resolve these cases. 

 

Signs of Identity Theft 

 

Taxpayers may be victims of identity theft if the one of the following signs appear when filing 
their income tax return:  
 

• More than one tax return was filed already with the client’s SSN, 
• Taxpayer has a balance due, refund offset or a collection action taken for a year in which 

he or she did not file a tax return, 
• IRS records indicate that taxpayer received wages from an unknown employer, 
• A business client may receive an IRS letter about an amended tax return, fictitious 

employees or about a defunct, closed or dormant business. 

 

How to Fight Identity Theft 

 

If someone steals and uses taxpayers’ personal information, they can take these three steps as 
soon as possible: 
 

1. Place a fraud alert with the credit reporting companies. 
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2. Get a free credit report. 
3. Create an Identity Theft Report by filing a complaint with the Federal Trade 

Commission and the local police department. 
4. Report the issue to the IRS using Form 14039, Identity Theft Affidavit. This form can be 

used if none of the above steps have been taken. 
 

Then, you can begin to repair the damage. The resources on this page will help guide you 
through the process. 

 

PREMIUM TAX CREDIT AND FORMS.  
 

Taxpayers that received premium assistant credit to get their health 
insurance coverage will use new forms when filing their income tax return. 
The forms will be used also by those that did not qualify for an exemption 
and owe a shared responsibility payment to the IRS.  
 
The forms were released in 2014 and three different ones were issued for 
insurer, employers and taxpayers. The forms will be used as follow: 

 

• Insurers and self-insured health plans will use Form 1095-B to each of their enrollees and 
members, and file these forms, together with a transmittal form 1094-B with the IRS.  

 

• Large employers must provide a Form 1095-C to each employee, and transmit these, 
together with a transmittal form 1095-B to the IRS.  

 

• Exchanges will provide their enrollees a Form 1095-A. If the taxpayer loses the Form 

1095-A, a copy may be obtained from the Marketplace where they received their health 

insurance. The Form 1095-A (Health Insurance Marketplace Statement) will show the 

taxpayer the following information: 

o Advance premium tax credit (subsidy) they received (if any) to help pay for their 

monthly premiums. This is shown by month in Part III along with the total for the 

year. 

o The information reported in Part III will be used to complete Form 8962 

(Premium Tax Credit), Part 2 (Premium Tax Credit Claim and Reconciliation of 

Advance Payment of Premium Tax Credit). 

o Health insurance coverage information including a listing of all members of the 
household who were covered.  

• Individuals who receive premium tax credits need to file Form 8962 with the IRS.  This 
form will be used by any taxpayer who obtained their insurance through the Marketplace 
and are eligible for the premium tax credit. In most cases, the taxpayer will have received 
an advance premium tax credit (subsidy) during the year to help pay their monthly health 
insurance premiums. 
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It is important to remember that any taxpayer who received a subsidy must complete 
Form 8962 and reconcile the calculated premium tax credit based on their actual 2014 
income and family size with the advance premium tax credit (subsidy) that they received 
during the year. Also remember that the subsidy went directly to the insurance company 
and not the taxpayer. 

If the taxpayer is required to include the Form 8962 (Premium Tax Credit) with their 
return and they do not, the following will occur: 

o The IRS will not complete processing the return until they receive the Form 8962. 
This means their refund will be delayed and they will receive a notice from the 
IRS requesting the Form 8962 be completed and sent to them. 

o The taxpayer can be denied an advance of the premium tax credit (subsidy) in 
future years. 

  

• Individuals claiming an exemption from the individual mandate will file a Form 8965.  
 
In resume, any individual who obtained their health insurance through the marketplace will 
receive a Form 1095-A, Health Insurance Marketplace Statement, in the mail by January 31. If 
they opted (as most individuals will have done) to receive an advance premium tax credit 
(subsidy) to help pay for their monthly health insurance premiums, that information will be 
reported on the Form 1095-A which must be included on Form 8962(Premium Tax Credit) as 
part of the calculation of their premium tax credit and included with their 2014 federal individual 
income tax return. 
 
The calculation of the Premium Tax Credit need to be done in three-step process: 
 

• Step 1 – Calculate the actual premium tax credit for 2014 based on the taxpayer’s 2014 
income and family size. 

• Step 2 – Enter the advance premium tax credit that the taxpayer received each month of 
2014. 

• Step 3 – Subtract the advance premium tax credit from the calculated premium tax credit 
which will result in a: 

o Refundable credit if the calculated credit is greater than the total advance 
premium tax credit (which will be reported on Form 1040, line 69); 

o Additional Tax if the total amount of advance premium tax credit is greater than 
the calculated premium tax credit (which will be reported on Form 1040, line 46). 

 

Shared Responsibility Payment. 

 

The IRS set the maximum individual mandate penalty for individuals whose income is high 
enough that they pay the penalty as a percentage of income rather than a flat dollar amount. This 
amount is established by the statute as the average cost of a bronze level plan for the applicable 
family size for 2014 and was set by the IRS at $2,448 per individual annually, up to $12,240 for 
families of five or more. 
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Taxpayers and their dependents that for any month in 2014 did not maintain coverage and did 
not qualify for an exemption, will need to make an individual shared responsibility payment with 
when they income tax return. 
 
However, taxpayers that went without coverage for less than three consecutive months during the 
year may qualify for the short coverage gap exemption and will not have to make a payment for 
those months. If they have more than one short coverage gap during a year, the short coverage 
gap exemption only applies to the first. 
In general, the individual shared responsibility payment amount is either a percentage of 
taxpayer’s income or a flat dollar amount, whichever is greater. Taxpayers will owe 1/12th of the 
annual payment for each month that they or their dependents do not have coverage and are not 
exempt. The annual payment amount for 2014 is the greater of: 
 

• 1 percent of their household income that is above the tax return threshold for their filing 
status, such as Married Filing Jointly or single, or 
 

• Their family’s flat dollar amount, which is $95 per adult and $47.50 per child, limited to 
a maximum of $285. 
 

The individual shared responsibility payment is capped at the cost of the national average 
premium for the bronze level health plan available through the Marketplace in 2014. If taxpayers 
owe money they will make the payment when they file their federal income tax return. 
 

Example of a shared responsibility payment.  John is a single adult under age 65 with 

household income less than $19,650 (but more than $10,150). He would pay the $95 flat rate.   

 

Carlos is a single adult under age 65 with household income greater than $19,650, he would 

pay an annual payment based on the 1 percent rate. 
 
Calculating the shared responsibility payment requires to know the taxpayer’s household income 
and their tax return filing threshold. 
 

• Household income is the adjusted gross income plus any excludible foreign earned 
income and tax-exempt interest received during the taxable year. Household income also 
includes the incomes of all of taxpayer’s dependents who are required to file tax returns. 
 

• Tax return filing threshold is the amount of gross income that an individual of a 
specific age and filing status (e.g., single, married filing jointly, head of household) must 
make to be required to file a tax return. 

 
More examples on how to calculate the Shared Responsibility Payment. The examples below are 

used only to represent the mechanics of calculating the payment and are not estimates of current 

or future health insurance premium costs. For information on the cost of bronze level plans, 

visit HealthCare.gov. 
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Example 1: Single individual with $40,000 income 
Mike, an unmarried individual with no dependents, does not have minimum essential coverage 

for any month during 2014 and does not qualify for an exemption. For 2014, Jim’s household 

income is $40,000 and his filing threshold is $10,150. 

 

• To determine his payment using the income formula, subtract $10,150 (2014 filing 

threshold) from $40,000 (2014 household income). The result is $29,850. One percent of 

$29,850 equals $298.50. 

• Mike’s flat dollar amount is $95. 

 

Mike’s annual national average premium for bronze level coverage for 2014 is $2,448. Because 

$298.50 is greater than $95 and is less than $2,448, Mike’s shared responsibility payment for 

2014 is $298.50, or $24.87 for each month he is uninsured (1/12 of $298.50 equals $24.87). 

 

Mike will make his shared responsibility payment for the months he was uninsured when he files 

his income tax return. 

 

Example 2: Married couple with 2 children, $70,000 income 
Eduardo and Julia are married and have two children under 18. They do not have minimum 

essential coverage for any family member for any month during 2014 and no one in the family 

qualifies for an exemption. For 2014, their household income is $70,000 and their filing 

threshold is $20,300. 

 

• To determine their payment using the income formula, subtract $20,300 (filing threshold) 

from $70,000 (2014 household income). The result is $49,700. One percent of $49,700 

equals $497. 

• Eduardo and Julia’s flat dollar amount is $285, or $95 per adult and $47.50 per child. 

The total of $285 is the flat dollar amount in 2014. 

 

The family’s annual national average premium for bronze level coverage for 2014 is $9,792 

($2,448 x 4). Because $497 is greater than $285 and is less than $9,792, Eduardo and Julia’s 

shared responsibility payment is $497 for 2014, or $41.41 per month for each month the family 

is uninsured (1/12 of $497 equals $41.41). 

 

Eduardo and Julia will make their shared responsibility payment for the months they and their 

children were uninsured when they file their 2014 income tax return, which is due in April 2015. 

 

The Penalty Will be fully implemented in 2016 

 

The penalty will be phased in beginning in 2014 and fully implemented in 2016. Penalty (Sec 
5000A(c)) - The penalty for noncompliance is the lesser of: 
 

A. The sum of the monthly penalty amounts for months in the taxable year during which 1 
or more such failures occurred, or 
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B. An amount equal to the national average premium for qualified health plans which have a 
bronze level of coverage, provide coverage for the applicable family size involved, and 
are offered through Exchanges (Marketplaces) for plan years beginning in the calendar 
year with or within which the taxable year ends. 

 

Monthly Penalty Amounts 

 
The monthly penalty amount is an amount equal to 1/12 of the greater of the following amounts: 
 

A. Flat dollar amount  
 

B. Percentage of income - An amount equal to the applicable percentage for the year 
multiplied by the amount the taxpayer's household income for the year exceeds the 
taxpayer’s income tax filing threshold. 

 
Flat Dollar Amount – The flat dollar amount is the lesser of: 
 
1. The sum of the applicable dollar amounts (see table above) for all individuals who were not 
covered for the month or 
 
2. 300% of the per-adult penalty (maximum $2,085 in 2016). 
 
 
 
 
 
 
 
 

Individuals Penalties for 
being without Health 

Insurance

2014

Whichever is greater:

$95 Per adult

$47.50 per child

(Up to $285 flat fee for a 
family)

OR 1% of family income

2015

Whichever is greater:

$325 per adult

$162.50 per child

(Up to $975 flat fee for a 
family)

OR 2% of family income

2016

Whichever is greater:

$695 per adult

$347.50 per child

(Up to $2085 flat fee for a 
family)

OR 2.5% of family income
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Yes 

Yes 

No 

No 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Mandatory Minimum Essential Health Insurance Coverage 2014 

Taxpayers meet one of the 

following exemptions: 

o Not required to file a Federal 
Income Tax because income 
is below the threshold. 

o Less than 3-month period 
with no coverage. 

o Not a U.S resident. 
o Bronze coverage exceeds 8% 

of income. 
o Indian Tribal Member. 
o Religious objector.  
o Hardship waiver. 

o Incarcerated. 

Marketplace: 

• Bronze 

• Silver 

• Gold 

• Platinum 

Employer sponsored plan under 
9.5% of taxpayer’s household 
income that qualified for the 

minimum coverage 

Employer Shared 
Responsibility 

Small Business Tax 
Credit for coverage up 
to 50% for two years 

after 2013 

Taxpayers have qualified coverage 
under one of the following 

government-sponsored program: 
Medicare, Medicaid, Children’s 
Health Insurance Program, 
TriCare, Veteran’s Health Care, 
Health Care for Peace Corps  
volunteers 

NO 
YES 

Is taxpayer exempt?  The requirement to have health 
insurance is met, no penalty will be 

assessed 
Yes No 

Taxpayers’ income is 
less than 400% of the 
Federal Poverty Level 

(FPL) 

No 

Yes 
Taxpayers can get the Premium 
Tax Credit. The credit phases 

out at 400% of FPL 

Taxpayer is covered 
under one of the 

following? 

PENALTY! 

Individual 

Shared 

Responsibility 

penalty applies 

for not being 

insured 

FREE OF 

PENALTY! 

If no coverage offered to at 

least 50 equivalent full time 

employees and one of them 

purchases and receives a 

premium tax credit a penalty 

will be assessed to employer 

starting in 2015 
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SPECIAL CIRCUMSTANCES  

 

Domestic abuse and abandonment.  
Several of the rules address complex family situations. The Affordable Care Act requires married 
couples to file a joint return as a condition of receiving premium tax credits. This is often not 
possible, however, if one of the spouses is a victim of domestic violence or has been abandoned 
by the other spouse, who cannot be located. Following up on guidance, the temporary and 
proposed regulations would allow married victims of domestic abuse to claim a premium tax 
credit without filing a joint return if the taxpayer files a married-filing-separately tax return and 
the taxpayer meet the following criteria: 
 

(i) is living apart from his or her spouse at the time of filing the return,  
(ii) is unable to file a joint return because of the domestic violence situation, and  
(iii) indicates on his or her return that this is the case. 

 
The temporary regulations also allow victims of spousal abandonment to file separately. In these 
situations the individual may file as married filing separately and not have an excess advance tax 
credit payment. Individuals cannot quality for relief from the joint filing requirement for more 
than three consecutive years, during which time they must presumably obtain a divorce. 
 
Domestic violence is defined to include “physical, psychological, sexual, or emotional abuse, 
including efforts to control, isolate, humiliate, and intimidate, or to undermine the victim’s 
ability to reason independently,” and is determined considering all facts and circumstances. An 
individual qualifies as a victim of spousal abandonment if the individual is abandoned by his or 
her spouse and is unable to locate his or her spouse after reasonable diligence. 
 

Allocating premium tax credits between parents and other allocation issues.  
Taxpayers with dependents that are claimed by the other parent are also important issues. In this 
case taxpayers need to know how to compute their premium tax credits and reconcile their 
advances premium tax credits. In this situation the two taxpayers must allocate the amount of the 
premium that each must take into account in determining his or her tax credit, the amount of the 
advance premium tax credit received by the enrolling taxpayer that the claiming taxpayer must 
reconcile for the shifting enrollee’s coverage, and the adjusted monthly premium for the 
applicable benchmark plan that must be used for determining the allocation of advance premium 
tax credits. 
 
Under the rule, the enrolling and claiming taxpayers are permitted to agree among themselves 
how to allocate these items, as long as the same allocation percentage is applied to each. If they 
cannot agree, the percentage applied is equal to the number of shifting enrollees or dependents 
claimed as a personal exemption deduction by the claiming taxpayer divided by the number of 
individuals enrolled by the enrolling taxpayer in the same qualified health plan as the shifting 
enrollee. The rule describes how these allocation percentages are applied for determining and 
allocating tax credits and for reconciliation purposes, with the allocable portion generally 
attributed to the claiming taxpayer and the remainder to the enrolling taxpayer. 
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The rules also address how taxpayers who were both enrolled in the same qualified health plan 
but legally separate or divorce during a year should allocate the benchmark plan premium, the 
premium for the plan in which the taxpayers or their dependents enroll, and the advance credit 
payments to compute their respective premium tax credits and excess advance credit payments 
for that year. Again, they may decide to use any allocation percentage as long as it is applied 
across the board, with the default percentage set at 50 percent. If the plan covers a time period 
during which only one taxpayer or his or her dependents was enrolled in the plan, then the 
benchmark plan premium, premium, and the advance tax credit payments for that period are 
allocated entirely to that taxpayer. The rules also address allocation issues where a married 
couple lives separately for more than six months and the members file separately using head of 
household status. 
 

Alternatives to get the Premium Tax Credit (PTC) 

 
Head of Household: Current rules allow certain married individuals with children who live 
apart from their spouse to file as a “head of household.” This rule makes it possible for some 
victims of domestic abuse to claim the PTC without filing a joint return.  Generally, married 
individuals may claim this filing status if they: 
 

• File a separate return; 

• Lived for more than half the year with a child for whom they may claim an exemption; 

• Did not live with their spouse during the last six months of the tax year; and 

• Paid more than half the cost of keeping up their home for the tax year. 
  

Health Coverage Documents needed to file an Income Tax Return 

 
When filing their income tax return taxpayers will not need to attach any documentation or proof 
of insurance coverage to their tax return. They will only confirm their coverage for the tax year 
in question. If they get their coverage using any Marketplace they will receive a form 1095-A. 
For taxpayers that had their coverage outside the marketplace the following information will 
apply to them. 
 

Taxpayers that had insurance outside the Marketplace 

  

If taxpayers had coverage for themselves and their household family then tax preparers will just 
need to check a box on their clients’ tax return.  Although nothing in the IRS rules or regulations 
require to provide proof of coverage to the IRS the documentation can be shown to the tax 
preparer.   
 
The IRS will follow its normal compliance approach to filed tax returns, and may ask taxpayers 
to substantiate the information on their tax returns; therefore taxpayers should keep these 
documents with their tax records.   
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Documentation for taxpayers with coverage out of the Marketplace 

 
Taxpayer that purchased coverage outside the Marketplace will not receive any tax information 
documents related to their health coverage in 2014. For 2015, however, people who have 
qualifying health care coverage will receive tax information documents that are comparable to 
Forms W-2 and 1099.  
 
Individuals that purchased coverage through the Health Insurance Marketplace should 
receive Form 1095-A, Health Insurance Marketplace Statement by early February. 
 

The Obamacare and the Litigations against this Health Program 

 

On March 25, 2014 a three judge panel of the District of Columbia Court of Appeals heard oral 
arguments in the case of Halbig v. Sebelius. This case in one of several filed in D.C., Virginia, 
Oklahoma, and Indiana that claim that an Internal Revenue Service rule allowing federal 
exchanges to authorize premium tax credits is illegal and should be stuck down.  The case is 
based on two clauses in a section of the law that establish the formula of calculating tax credits; 
they refer to enrollment in a qualified health plan through an “Exchange established by the State 
under section 1311.” 
 
The plaintiffs argue that the federal exchange is not established by the state, and thus cannot 
grant premium tax credits.  The consequences of this argument could be: 
 

• Premium tax credits would cease to be available in the 36 states with the federal 
exchange.   

• Several million Americans would lose premium tax credits that they have already been 
granted. 

• The courts might have to resolve whether payments already received would need to be 
paid back.   

• The employer mandate would disappear in states with federal exchanges because the 
taxes that enforce it can only be imposed if an employee receives premium tax credits. 

• The individual mandate penalty would also be greatly weakened, because all of the 
people who could have afforded coverage with premium tax credits but could not without 
it would be excused from coverage.   

 

Opposition against the Obamacare 

 

The organizations supporting this litigation have made no secret of the fact that they hope it will 
destroy the Affordable Care Act (Obamacare), and there is every reason to believe it would do 
massive damage. 
 
There would also, however, be massive collateral damage.  The ACA’s market reforms would be 
unaffected by a decision striking down the IRS rule.  Insurers would still have to accept all 
applicants and could not underwrite based on health status, impose preexisting condition 
requirements, or charge more than 3 times as much for older enrollees as for younger 
enrollees.  Without premium tax credits and the individual mandate to encourage enrollment in 
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the individual market, enrollment in the exchanges would plummet and premiums would double, 
according to estimates included in one of the brief filed in the Halbig case by a group of eminent 
economic scholars.  Without the employer mandate, it is likely that more employers would drop 
coverage as well. 
 
The combined effect of these changes would be higher rates of uninsurance, which are already 
high in states with federal exchanges.  According to the economic scholars brief, the number of 
uninsured would increase by 6.5 million.  This would in turn affect providers in federal exchange 
states, which are already facing shortfalls because most of the federal exchange states have not 
expanded Medicaid, as well as from cuts in Medicare and Medicaid payments that were put in 
place by the ACA under the assumption that the Medicaid expansions and expansions in the 
nongroup market would increase hospital revenues.  The America’s Health Insurance Plans and 
the American Hospital Association filed amicus briefs in support of the IRS.  So did the 
American Cancer Society, American Heart Association, and American Diabetes Association; 
Families USA; AARP; the National Health Law Program; the aforementioned group of eminent 
health economists; a group of eminent public health school deans and professors; and the 
Senators and Representatives who in fact wrote the ACA, joined by about 125 state legislators. 
 

Supporting Party 

 
The IRS, and those who filed briefs supporting it, point out that courts do not, when interpreting 
a law, read clauses myopically and in total isolation. Instead, they read them in the context of the 
entire law, other specific provisions, the purpose of the law, and the intent of Congress in 
adopting it.  Congress obviously intended premium tax credits to be available to all eligible 
Americans.  States were asked to establish exchanges, but the ACA explicitly established a 
federal fallback exchange for states that declined to do so, with all of the powers of a state 
exchange.  Congress did not intend to create a law that would self-destruct. 
 

The Plaintiffs’ Argument  

 

The plaintiffs argue that an important purpose of Congress was to force the states to establish 
exchanges, and that premium tax credits were withheld from states that failed to do so to 
penalize them.  There is not a hint in the voluminous legislative history of the law, however, to 
support this theory.   Moreover, the fact that the provision was only discovered months after the 
legislation was passed, and that states did not consider it in deciding whether or not to establish 
exchanges, makes this argument specious.  An amicus brief filed by the state of Virginia in 
support of the IRS rule in the companion Virginia case points out that no one in Virginia thought 
that Virginians would lose tax credits if the state decided not to establish its own exchange, and 
that imposing such a severe penalty without clear notice is unconstitutional. 
 
The Virginia case is being argued in May before the Fourth Circuit.  If the D.C. Circuit, the 
Fourth Circuit, and the other courts that may consider the issue come down on the side of the 
IRS that may well settle the issue. If the courts split, the issue may come before the Supreme 
Court.  In any event, judicial battles over the ACA are far from over. 
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EMPLOYERS HEALTH INSURANCE 

COVERAGE INFORMATION AND HEALTH 

TAX CREDIT 

 

Section 6056 for Employers.  

The Affordable Care Act added section 6056 to the 
Internal Revenue Code, which requires applicable 
large employers (ALE) to provide the information 
returns and statement to the IRS and to full-time 
employees. This statements or information returns 
must contain the health insurance coverage offered.  
 

New Penalties for Employers under Section 6056. 

The IRS will use the information provided on the information return to administer the employer 
shared responsibility provisions of section 4980H.  The information will be used by the IRS to 
determine whether an employee is eligible for the premium tax credit under section 36B.  
 

Section 6055 for Health Coverage Provider. 

The Affordable Care Act added section 6055 to the Internal Revenue Code, which provides that 
every provider of minimum essential coverage will report coverage information by filing an 
information return with the IRS and furnishing a statement to individuals.  The information is 
used by the IRS to administer and individuals to show compliance with the individual shared 
responsibility provision in section 5000A. The following are included under this provision: 
 
• Health insurance issuers, or carriers, for insured coverage. 
• Plan sponsors of self-insured group health plan coverage, and 
• The executive department or agency of a governmental unit that provides coverage under a 

government-sponsored program. 
 
An employer that sponsors an insured health plan, a health plan that provides coverage by 
purchasing insurance from a health insurance issuer, will not report as a provider of health 
coverage under section 6055.  The health insurance issuer or carrier is responsible for reporting 
that health coverage.  However, if the employer is subject to the employer shared responsibility 
provisions in section 4980H, it is responsible for reporting information under section 6056 about 
the coverage it offers to its full-time employees. 
 

Requirements under Section 6055. 

The regulations under section 6055 provide further guidance on the information reporting 
requirements for health coverage providers.  Employers that are health coverage providers (for 
example, employers with self-insured health plans) may also be interested in reviewing 
regulations under section 6056 and our questions and answers regarding information reporting 
requirements for certain large employers. 
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Review Questions Section 1 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

1. Identity Theft is a relatively new crime which is placing such a burden on its victims and 
presents a challenge to businesses, organizations and government agencies. For Individuals, 
When does tax-related identity theft occur? 
a) When someone uses the social security number of the victim to open a bank account. 
b) When the social security of the victim is used to apply on a car lease. 
c) When someone uses taxpayer’s stolen social security number to file a tax return claiming 

a fraudulent refund. 
d)  The stolen number is used to open and use credit card accounts. 

 
2. All of the following are procedures once inside the website to verify identity, except? 
 

a) The website will ask a series of questions that only the real taxpayer can answer. 
b) Once the identity is verified, the taxpayers can confirm whether or not they filed the 

return in question. 
c) If they didn’t file the return, the IRS will assist them with the fraudulent return, or 

will issue the refund if they did file it. 
d) The IRS will ask for their state refund and immigration status. 

 
3. Who is eligible for an Identity Protection Personal Identification Number (IP PIN)? 
 

a) Taxpayers who are victims of identity theft and the IRS resolved their cases already. 
b) Taxpayers who filed their federal tax return last year as residents of Florida, Georgia 

or the District of Columbia. 
c) Taxpayers who received a CP01F notice or another IRS letter inviting them to 

voluntarily “opt in” to get an IP PIN. 
d) All of the Above. 

 
4. All of the following are signs of Identity Theft, except? 
 

a) An IRS letter asking to file a delinquent return. 
b) More than one tax return was filed already with the client’s SSN. 
c) IRS records indicate that taxpayer received wages from an unknown employer. 
d) A business client may receive an IRS letter about an amended tax return, fictitious 

employees or about a defunct, closed or dormant business 
 
5. Any Individual who obtained their health insurance though the marketplace will have to file a 

form ________________ , and attach it to their 1040 form. 
a) 8689 
b) 8962 
c) 1095A 
d) None of the above. 
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Review Questions 1 – Answers and Discussion 

 

1. Answer is c. Identity theft places a burden on its victims and presents a challenge to 
businesses, organizations and government agencies, including the IRS. For individuals, tax-
related identity theft occurs when someone uses taxpayer’s stolen social security number to 
file a tax return claiming a fraudulent refund. The IRS combats tax-related identity theft with 
an aggressive strategy of prevention, detection and victim assistance.  

 
2. Answer is d. Once the identity is verified, the taxpayers can confirm whether or not they 

filed the return in question. If they did not file the return, the IRS can take steps at that time 
to assist them. If they did file the return, it will take approximately six weeks to process it 
and issue a refund. 

 
3. Answer is d. The following taxpayers will be eligible for an IP PIN:  

• Taxpayers that are victims of identity theft and the IRS resolved their cases already. The 
IRS will put an identity theft indicator on the affected taxpayer’s account. The IRS will 
send every in December a CP01A Notice containing the IP PIN for the current tax year, or 

• Taxpayers that filed their federal tax return last year as residents of Florida, Georgia or the 
District of Columbia, or 

• Taxpayers that received a CP01F Notice or another IRS letter inviting them to voluntarily 
'opt in' to get an IP PIN. 

 
4. Answer is a. Taxpayers may be victims of identity theft if the one of the following signs 

appear when filing their income tax return:  
• More than one tax return was filed already with the client’s SSN, 
• Taxpayer has a balance due, refund offset or a collection action taken for a year in which 

he or she did not file a tax return, 
• IRS records indicate that taxpayer received wages from an unknown employer, 
• A business client may receive an IRS letter about an amended tax return, fictitious 

employees or about a defunct, closed or dormant business. 
 
5. Answer is b. Any individual who obtained their health insurance through the marketplace 

will receive a Form 1095-A, Health Insurance Marketplace Statement, in the mail by January 
31. If they opted (as most individuals will have done) to receive an advance premium tax 
credit (subsidy) to help pay for their monthly health insurance premiums, that information 
will be reported on the Form 1095-A which must be included on Form 8962(Premium Tax 
Credit) as part of the calculation of their premium tax credit and included with their 2014 
federal individual income tax return. 
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Section 4980H for Business. 

 
For 2015 and after, employers employing at least 50 full-time employees, or a combination of 
full-time and part-time employees that is equivalent to 50 full-time employees, will be subject to 
the Employer Shared Responsibility provisions under section 4980H of the Internal Revenue 
Code. This code was added to the Code by the Affordable Care Act.  
 
As defined by the statute, a full-time employee is an individual employed on average at least 30 
hours of service per week. An employer that meets the 50 full-time employee threshold is 
referred to as an applicable large employer.  
 
Under the Employer Shared Responsibility provisions, if these employers do not offer affordable 
health coverage that provides a minimum level of coverage to their full-time employees and their 
dependents, will be subject to a penalty.  

 

2015 Business Shared Responsibility Payment (Penalty)  

 

The IRS Notice 2013-45 provides transition relief for 2014 from the section 6056 reporting 
requirements and the section 6055 reporting requirements for health coverage providers and, 
thus, the section 4980H employer shared responsibility provisions as well.  
 
According to Notice 2013-45 neither the reporting requirements nor the employer shared 
responsibility provisions apply for 2014.  The transition relief applies to all Applicable Large 
Employers members including for-profit, non-profit, and government entity employers.   
 
According to the IRS Notice, in preparation for the application of the employer shared 
responsibility provisions beginning in 2015, employers and other affected entities may comply 
voluntarily for 2014 with the information reporting provisions and are encouraged to maintain or 
expand coverage in 2014.  Returns filed voluntarily will have no impact on the tax liability of the 
employer.   
 
For 2015 and after, employers employing at least a certain number of employees (generally 50 
full-time employees or a combination of full-time and part-time employees that is equivalent to 
50 full-time employees) will be subject to the Employer Shared Responsibility provisions under 
section 4980H of the Internal Revenue Code (added to the Code by the Affordable Care Act). As 
defined by the statute, a full-time employee is an individual employed on average at least 30 
hours of service per week. An employer that meets the 50 full-time employee threshold is 
referred to as an applicable large employer.  
 
For 2015 and after, an applicable large employer will be liable for an Employer Shared 
Responsibility payment only if: 
 
(a) The employer does not offer health coverage or offers coverage to fewer than 95% of its full-
time employees and the dependents of those employees, and at least one of the full-time 
employees receives a premium tax credit to help pay for coverage on a Marketplace; 
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OR 
 
(b) The employer offers health coverage to all or at least 95% of its full-time employees, but at 
least one full-time employee receives a premium tax credit to help pay for coverage on a 
Marketplace, which may occur because the employer did not offer coverage to that employee or 
because the coverage the employer offered that employee was either unaffordable to the 
employee or did not provide minimum value. 
 
An applicable large employer will not be subject to an Employer Shared Responsibility payment 
solely because one, some, or all of its employees purchase health insurance coverage through a 
Marketplace or enroll in Medicare or Medicaid. An employer will not be liable for an Employer 
Shared Responsibility payment unless at least one full-time employee receives a premium tax 
credit. 
 

How is the Penalty Payment Calculated? 

  

Insurance not offered or offered to a small group. If an applicable large employer does not offer 
coverage or offers coverage to fewer than 95% of its full-time employees (and their dependents), 
it owes an Employer Shared Responsibility payment equal to the number of full-time employees 
the employer employed for the year (minus up to 30) multiplied by $2,000, as long as at least one 
full-time employee receives the premium tax credit. Note that for purposes of this calculation, a 
full-time employee does not include a full-time equivalent. 
 
Insurance offered for some months. For an employer that offers coverage for some months but 
not others during the calendar year, the payment is computed separately for each month for 
which coverage was not offered. The amount of the payment for the month equals the number of 
full-time employees the employer employed for the month (minus up to 30) multiplied by 1/12 
of $2,000. If the employer is related to other employers, then the 30-employee exclusion is 
allocated among all the related employers in proportion to each employer’s number of full-time 
employees.    
 
Insurance offered but employees got premium tax credit. For an employer that offers coverage to 
at least 95% of its full-time employees (and their dependents), but has one or more full-time 
employees who receive a premium tax credit, the payment is computed separately for each 
month.  A transition relief for coverage to dependents is available for 2015. The amount of the 
payment for the month equals the number of full-time employees who receive a premium tax 
credit for that month multiplied by 1/12 of $3,000. The amount of the payment for any calendar 
month is capped at the number of the employer’s full-time employees for the month (minus up to 
30) multiplied by 1/12 of $2,000. (The cap ensures that the payment for an employer that offers 
coverage can never exceed the payment that employer would owe if it did not offer coverage. 
  
Making the Responsibility Payment. If it is determined that an employer is liable for an 
Employer Shared Responsibility payment after the employer has responded to the initial IRS 
contact, the IRS will send a notice and demand for payment.  That notice will instruct the 
employer on how to make the payment. Employers will not be required to include the Employer 
Shared Responsibility payment on any tax return that they file. 
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Tool for Large Businesses to verify their Minimum Coverage 

 
Employers can check if a plan provides minimum value using a special online tool. The 
minimum coverage will covers at least 60 percent of the total allowed cost of benefits that are 
expected to be incurred under the plan. The Department of Health and Human Services (HHS) 
and the IRS have produced a Microsoft Excel minimum value calculator to verify if the 
minimum coverage is offered. The calculator can be found at: 
 

http://www.cms.gov/site-search/search-results.html?q=minimum%20value%20calculator 

 

Minimum Coverage Requirement  

If an employee’s share of the premium for employer-provided coverage would cost the employee 
more than 9.5% of that employee’s annual household income, the coverage is not considered 
affordable for that employee.  
 
How to know if it is affordable? Because employers generally will not know their employees’ 
household incomes, employers can take advantage of one or more of the three affordability safe 
harbors. There are three affordability safe harbors: 
 
(1) The Form W-2 wages safe harbor,  
(2) The rate of pay safe harbor, and  
(3) The federal poverty line safe harbor.  
 
These safe harbors are all optional. An employer may use one or more of the safe harbors only if 
the employer offers its full-time employees and their dependents the opportunity to enroll in 
minimum essential coverage under an eligible employer-sponsored plan that provides minimum 
value for the self-only coverage offered to the employee.  
 
An employer may choose to use one or more of the safe harbors for all of its employees or for 
any reasonable category of employees, provided it does so on a uniform and consistent basis for 
all employees in a category. If an employer offers multiple healthcare coverage options, the 
affordability test applies to the lowest-cost self-only option available to the employee that also 
meets the minimum value requirement. 
 

Small Businesses 

 

Employers that employ fewer than 50 full-time employees, including full-time equivalents, in 
their businesses are not subject to the Employer Shared Responsibility provisions. The vast 
majority of businesses fall below this threshold. 
 

Penalty Relief for ALE 

 
The IRS will not impose penalties under sections 6721 and 6722 on ALE members that can show 
that they have made good faith efforts to comply with the information reporting 
requirements.  Specifically, relief is provided from penalties under sections 6721 and 6722 for 
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returns and statements filed and furnished in 2016 to report offers of coverage in 2015 for 
incorrect or incomplete information reported on the return or statement. 
 

Employers not affected by Section 6056 

 
Employers that are not subject to the employer shared responsibility provisions of section 4980H 
are not required to report under section 6056.  Thus, employers that employed fewer than 50 full-
time employees (including full-time equivalents) during the prior year are not subject to the 
reporting requirements.  
 

Information Required for ALE. 

 
The regulations provide, under the general method of reporting, that an ALE member must file 
Form 1095-C for each of its full-time employees, and a transmittal on Form 1094-C for all of the 
returns filed for a given calendar year.  The IRS may require different forms. 
 

ALE’s Information to employees. 

 
The regulations provide that under the general method, an ALE member generally must furnish 
to each full-time employee a written statement showing: 

o The name, address, and EIN of the ALE member 
o The information required to be shown on the section 6056 return with respect to the full-

time employee (and his or her spouse and dependents)  
 

Employers are not required to include with the employee statement a copy of the transmittal 
form (Form 1094-C) that is filed with the IRS. 
 
Under the general method, the required written statement furnished to full-time employees may 
be either a copy of the Form 1095-C or another form the IRS designates or a substitute form.  A 
substitute form must include the information on the return required to be filed with the IRS and 
comply with requirements for substitute forms. 
 

2015 HEALTH INSURANCE FOR SMALL BUSINESS 
 
Small businesses with 50 or fewer full-time equivalent employees (FTEs) can get health 
insurance through the Small Business Health Options Program (SHOP) Marketplace. Sole 
proprietors must cover at least 50 percent of the cost of employee-only, not family or dependent, 
health care coverage.  
 

Health Insurance for Self-employed. 

  

Sole-proprietors with no employees cannot get their health insurance using SHOP; instead they 
can get health coverage through the Health Insurance Marketplace for individuals.  
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Health Care Tax Credit for Small Businesses.  

 

Small businesses do not have to worry about the deadline to get the health insurance coverage for 
their employees. They can enroll in SHOP any month, any time of year. There is no restricted 
enrollment period when they can start offering a SHOP plan. 
 
Employers that enroll in SHOP coverage and have fewer than 25 employees may qualify for a 
Small Business Health Care Tax Credit worth up to 50% of the premium costs. The tax credit is 
available only for plans bought through the SHOP Marketplace. 
 
Example of the Health Care Tax Credit 

Company A has 10 employees paid $25,000 in wages, or $2,500 per employee. 

Company A contributed $70,000 to employees’ premiums. 

The tax credit amount will be as follows: 

 

$70,000 * 50% = $35,000 

 
Tax credit amount: $35,000 (50% of employer's contribution) 

 
Sole proprietors will qualify for the Small Business Health Care Tax Credit if they get their 
coverage using the SHOP Marketplace. The credit is available to eligible employers for two 
consecutive taxable years. 
 

Requirement for Small Businesses to use SHOP 

 
Small employers will have a requirement to get their health insurance at SHOP. In most states, at 
least 70% of employers’ full-time employees must enroll in the SHOP plan offered.  
Example of the 70% requirement.  

Employer offers coverage to 14 full-time employees, from them: 

 

• 2 have coverage through a spouse's employer 

• 1 is covered by Medicare 

• 1 is covered by TRICARE 
 

14 employees total, minus 4 who are not included in the calculation = 10 employees who count 

toward the 70% requirement 

 

70% of 10 employees = 7 

 

At least 7 employees must enroll in order for employer to qualify for a SHOP plan. 

 

Before applying for SHOP, sole proprietors can ask their employees if they are interested in 
health coverage or if they are covered already. This may help small businesses to find out how 
many employees may enroll in SHOP. 

 

Sole proprietors that want to apply for SHOP coverage will need to follow these steps:  
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1. Create a Marketplace account and fill out a SHOP application. 
2. Create the employees enrollment requirements. 
3. Set the premium contribution. 
4. Select a plan category and make the offer to employees. 
5. Submit the enrollment application and review if employees enroll for coverage. 

 

Claiming the Credit  

 

Small employers will 
use Form 8941, Credit 
for Small Employer 
Health Insurance 
Premiums, to calculate 
the credit.  The 
amount should be included as part of the general business credit on sole proprietor’s income tax 
return. 
  
Tax-exempt organization will include the amount on line 44f of the Form 990-T, Exempt 
Organization Business Income Tax Return.  
 
The credit for small business is applied against tax and can be carried back or forward. For tax-
exempt employer the credit is refundable.  
 

Small Businesses Exempt to report to the IRS 

 

The Marketplaces will separately report information on enrollments in a qualified health plan to 
the IRS and individuals under section 36B(f)(3).  Issuers must report, however, on qualified 
health plans in the small group market enrolled in through the Small Business Health Options 
Program (SHOP). 
 

IRS ONLINE PAYMENT OPTIONS FOR TAXPAYERS  

 

The IRS offers various electronic payment options for paying federal 
taxes and user fees. Some of the following options are free and are 
found at: http://www.irs.gov/Payments 
 

 Credit or Debit Card. The IRS has a list of credit or debit card 
service providers that charge a convenience fee for processing the 
payment. Taxpayers can use this option if they want to pay by 
internet, phone, or mobile device whether they e-file, paper file or are responding to a bill or 
notice. The IRS uses standard service providers and business/commercial card networks, and 
the information is used solely to process the payment.  

 

 Electronic Federal Tax Payment System. The other option to pay to the IRS is using the 
Electronic Federal Tax Payment System, EFTPS. Taxpayers can use this system to pay 
federal taxes using internet and phone number 1.800.555.3453.  
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 Direct Pay. Taxpayers can use this service to pay tax bill or make an estimated tax payment 
directly from a checking or savings account at no cost. Taxpayers will receive instant 
confirmation that their payments have been submitted. Bank account information is not 
retained in IRS systems after payments are made. Taxpayers must have a valid Social 
Security Number (SSN) or Individual Taxpayer Identification Number (ITIN) to use this 
application. To use this option taxpayers can use: http://www.irs.gov/Payments/Direct-Pay 

 

 Online Payment Agreement. Taxpayers can use this option to apply for a payment 
agreement if they cannot pay their taxes in full. Individuals that owe $50,000 or less in 
combined tax, penalties and interest, and filed all required returns will qualify for this option. 
Taxpayers may also qualify for a short term agreement if their balance is under $100,000. 
Qualifying individuals will need the following information:  

 

• Name 

• Valid e-mail address 

• Address from most recently processed tax return 

• Date of birth 

• Filing status 

• Social Security Number (or spouse's if filed jointly) or Individual Tax ID Number 
(ITIN) 

• If taxpayer previously registered to get an Identity Protection PIN (IP PIN) or IRS 
transcript, they may log in using the same user name and password. 

 
Businesses will qualify if they owe $25,000 or less in combined tax, penalties and interest for 
the current year or last year's liabilities, and filed all required returns. Qualifying businesses 
will need the following information:  

• Employer Identification Number (EIN) 
• Date of the assigned EIN (MM/YYYY) 
• Address from most recently processed tax return 
• The Caller ID from notice 

 

 Same-Day Wire Federal Tax Payments. Taxpayers may be able to do a same-day wire 
from their Financial Institution. Taxpayers will need to contact their financial institution 
for availability, cost, and cut-off times. In order to use this option taxpayer will need to 
download the Same-Day Taxpayer Worksheet. Once the worksheet is completed 
taxpayers can take it to their Financial Institution. Taxpayers will need to complete 
separate worksheets for each tax form or tax period.  

 
Use this worksheet to make a same-day wire federal tax payment to the IRS. Taxpayers 
have to take this worksheet to their financial institution. 
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Same-day taxpayer worksheet 

 

 Electronic Funds Withdrawal. Taxpayers can use Electronic Funds Withdrawal (EFW) 
which is an integrated e-file/e-pay option in tax preparation software. Using this payment 
option, taxpayers may submit one or more payment requests for direct debit from their 
designated bank account.  

 
NEW ROLLOVER LIMITATION ON IRAs  
 
Starting in 2015, taxpayers can make only one rollover from an IRA 
to another or the same IRA in any 12-month period, regardless of the 
number of IRAs they own. With this new regulation taxpayers will 
only have one opportunity to make a rollover. The limit will apply 
by aggregating all of an individual’s IRAs, including SEP and 
SIMPLE IRAs as well as traditional and Roth IRAs, effectively 
treating them as one IRA for purposes of the limit. 

 
The following transactions will not be affected by this disposition: 
 

• Trustee-to-trustee transfers between IRAs are not limited 
• Rollovers from traditional to Roth IRAs ("conversions") are not limited 
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Rollovers in the Past. 

 

The rollover rule indicates that taxpayers do not have to include in their gross income any 
amount distributed to them from an IRA if they deposited the amount into another eligible plan 
within 60 days according to the Internal Revenue Code Section 408(d)(3)).  
 
The Internal Revenue Code Section 408(d)(3)(B) limits taxpayers to one IRA-to-IRA rollover in 
any 12-month period. Proposed Treasury Regulation Section 1.408-4(b)(4)(ii), published in 
1981, and IRS Publication 590, Individual Retirement Arrangements (IRAs) interpreted this 
limitation as applying on an IRA-by-IRA basis, meaning a rollover from one IRA to another 
would not affect a rollover involving other IRAs of the same individual. This interpretation was 
not correct and the Tax Court clarified this issue.  
 

Correction of Incorrect Treatment of Rollovers. 

 
The Tax Court held in 2014 that taxpayers cannot make a non-taxable rollover from one IRA to 
another if they have already made a rollover from any of their IRAs in the preceding 1-year 
period. With this revision, taxpayers with more than one IRA account will have a one-time 
opportunity to rollover one of their accounts into another in a 12-month period. This issue was 
clarified by the Tax Court in the Bobrow v. Commissioner, T.C. Memo. 2014-21. 

 

Tax Consequences of the One-rollover-per-year Limit. 

 
Taxpayers that already made one rollover for the year and receive another distribution in the 
same year they will have the following options:  
 

• They must include the amounts in gross income unless the transition rule explained later 
applies, and 

• They may be subject to the 10% early withdrawal tax on the amounts they include in 
gross income. 
 

Taxpayers that decide to pay the distributed amounts into the same (or another IRA) will have 
the following two options: 
  

• Treat the amounts as an excess contribution, and 

• The amounts may be taxed at 6% per year as long as they remain in the IRA. 
 

Transition Relief for some 2014 Distributions 

 

Taxpayers with more than two IRAs accounts will have a fresh start in 2015. In this case a 
distribution that was rolled over in 2014 will not prevent for making another rollover from a 
different IRA account.    
 
Example: Robert has three traditional IRAs: 

• IRA-1 

• IRA-2 and  
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• IRA-3 
 
In 2014 Robert took a distribution from IRA-1 and rolled it into IRA-2, Robert could not roll 
over a distribution from IRA-1 or IRA-2 within a year of the 2014 distribution. Robert could roll 
over a distribution from IRA-3. This transition gives them a fresh start.  
 
This rule applies only to 2014 distributions and only if different IRAs are involved. So if 
taxpayers took a distribution from IRA-1 on January 1, 2015, and rolled it over into IRA-2 the 
same day, they could not roll over any other 2015 IRA distributions (unless it’s a conversion). 

 

Direct Transfers Not Affected. 

 
Direct transfers made by trustees are not affected by the one-per-year limit. The change will not 
affect taxpayers’ ability to transfer funds from one IRA trustee directly to another, because this 
type of transfers are not a rollover according to Revenue Ruling 78-406, 1978-2 C.B. 157. The 
one-rollover-per-year rule of Internal Revenue Code Section 408(d)(3)(B) applies only to 
rollovers. 
 

General Information about the One-per-year Limit. 

 
The change in the application of the one-per-year limit reflects an interpretation by the U.S. Tax 
Court in a January 2014 decision applying the limit to preclude an individual from making more 
than one tax-free rollover in any one-year period, even if the rollovers involve different IRAs. 
 
Before 2015, the one-per-year limit applies only on an IRA-by-IRA basis. Beginning in 2015, 
the limit will apply by aggregating all of an individual’s IRAs, effectively treating them as if 
they were one IRA for purposes of applying the limit. The new interpretation would not apply 
before Jan. 1, 2015. 
 
This new interpretation will apply beginning Jan. 1, 2015, and a distribution from an IRA 
received during 2014 and properly rolled over (normally within 60 days) to another IRA, will 
have no impact on any distributions and rollovers during 2015 involving any other IRAs owned 
by the same individual. This will give IRA owners a fresh start in 2015 when applying the one-
per-year rollover limit to multiple IRAs. 
 
Although an eligible IRA distribution received on or after Jan. 1, 2015 and properly rolled over 
to another IRA will still get tax-free treatment, subsequent distributions from any of the 
individual’s IRAs (including traditional and Roth IRAs) received within one year after that 
distribution will not get tax-free rollover treatment.  
 
As before the following transactions will not be affected: 
 

• Roth conversions (rollovers from traditional IRAs to Roth IRAs) 

• Rollovers between qualified plans and IRAs, and  

• Trustee-to-trustee transfers or also known as direct transfers of assets from one IRA 
trustee to another.  
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IRA trustees are encouraged to offer IRA owners requesting a distribution for rollover the option 
of a trustee-to-trustee transfer from one IRA to another IRA. IRA trustees can accomplish a 
trustee-to-trustee transfer by transferring amounts directly from one IRA to another or by 
providing the IRA owner with a check made payable to the receiving IRA trustee so that way 
individuals avoid paying taxes. 
 

THE NEW “myRA” RETIREMENT ACCOUNT.  
 
A new retirement account for individuals called “myRA”, 
my Retirement Account, will be in function for individuals 
that want to open a retirement account. The U.S. 
Department of the Treasury will administer these new 
accounts for individuals. The following are some key 
points regarding this new “myRa” account: 
 

• MyRA is a new type of Roth IRA. 

• Individuals can open a myRA account with no start-up cost and there is no fee to 
maintain the account. 

• Taxpayers can contribute every payday. 

• The investment will be backed by the United States Treasury 

• Initially, myRA will be made available via direct deposit through participating 
employers. 

• MyRA is not a replacement for a 401(K) or other types of employer-sponsored retirement 
saving accounts. 

• Individuals with income of less than $129,000 per year, or married couples filing jointly 
with income of less than $191,000 per year can use myRA 

• Investments in myRA accounts will not lose value. The investments earn interest at the 
same variable rate as the government securities fund for federal employees which have 
had an average annual return of 3.39% over ten-year period from 2003 to 2013. 

• The maximum contribution to a myRA account is $5,500 per year or $6,500 for 
individuals 50 years of age or older at the end of the year.  

• The account can have a maximum account balance of $15,000, or a balance below the 
maximum for up to 30 years. This means that taxpayers can keep saving money in their 
myRA for 30 years or until they have saved $15,000, and when either of those limits is 
reached, the savings will be rolled over to a private-sector Roth IRA where taxpayers can 
keep saving.  

• At any time, individuals can choose to roll over their myRA into a private-sector Roth 
IRA where they can continue making contributions.  
 

Individuals that open a myRA account and change their job will keep their myRA account with 
them so their new employer can make payroll direct deposit in the account. Individuals with 
multiple jobs can use direct deposit from each employer to contribute to a single myRA. 
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History of myRA 

 
On January 28, 2014, President Barack Obama used his executive authority to create “myRA”. 
The new account was stablished to give access to around half of all American workers that do 
not have access to employer-sponsored retirement plans like 401(k)s.  
 
According to the United States Treasury up to 9 out of 10 workers that are automatically enrolled 
in a 401(k) plan through their employer make contributions once a year or even years later; while 
fewer than 1 out of 10 workers eligible to contribute to an IRA voluntarily do so.   
 
With the new myRA account individuals will have more options to save for retirement. That is 
why the President signed a Presidential Memorandum directing the Department of Treasury to 
create “myRA”  
 

Memorandum to create myRA 

 
The following information is contained in the memorandum that the Department of the Treasury 
received by the President to create the new retirement savings tool. The information is resumed 
to present the key points of the myRA proposition: 
 
Section 1. Retirement Savings Security: 
 
a) By December 31, 2014, the United States Treasury shall finalize the development of the new 

retirement savings security that will be available to employees via employers. This security 
shall be focused on reaching new and small-dollar savers and shall have low barriers to entry, 
including a low minimum opening amount. The new security includes the following features:  
 
(i) protects the principal contributed while earning interest at a rate based on yields on 

outstanding Treasury securities; 
(ii) offers savers the flexibility to take money out if they have an emergency and keep the 

same Treasury security if they change jobs; and 
(iii) is designed to help savers start on a path to long-term saving and serve as a stepping 

stone to the broader array of retirement products available in the marketplace. 
 

b) The United States Treasury will work with employers, stakeholders, and, as appropriate, 
other Federal agencies to develop a pilot project to make the security developed pursuant to 
subsection (a) of this section available through payroll deduction to facilitate easy and 
automatic contributions. 

 
Sec. 2. General Provisions.  
 
a) The memorandum shall not be construed to impair or otherwise affect: 

i. the authority granted by law to a department or agency, or the head thereof; or 
ii. the functions of the Director of the Office of Management and Budget relating to 

budgetary, administrative, or legislative proposals. 
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b) The memorandum shall be implemented consistent with applicable law and subject to the 
availability  of appropriations. 

 
c) The memorandum is not intended to, and does not, create any right or benefit, substantive or 

procedural, enforceable at law or in equity by any party against the United States, its 
departments, agencies, or entities, its officers, employees, or agents, or any other person. 

 

Taxpayer can take money out of a myRA account. 

 
In general, myRA is a new type of Roth IRA giving taxpayers the opportunity to withdraw 
money whenever it is required. Taxpayers can take the invested money out of a myRA account 
without paying taxes or penalties. Taxpayers will pay taxes and penalties if they withdraw the 
earned money from the account.  
 
The following is the requirement to withdraw money from the account without paying penalties 
and taxes:  
 

• Taxpayers can withdraw money they put into their myRA accounts tax-free and without 
penalty. They can withdraw money they have earned without paying taxes and penalties 
if the account has been open for five years and they are 59 ½ or meet certain other 
conditions, such as using the funds for the purchase of their first home. 

 

Opening a myRA account 

 
To open a myRA account taxpayers can register and create their online account in three steps: 
 

1. Taxpayer will open a myRA account online at myRA.treasury.gov 
2. They will give to taxpayers a direct deposit authorization form for their employer 
3. Taxpayer can review their account to review their contributions and the interest income. 

The contributions will be deducted from their payroll every payment. 
 
The following information will be required to open a myRA account: 
 

• Social Security number 

• Driver’s license or state ID 

• Home address 

• The name, birthday and address of the beneficiary (the person that will inherit the myRA) 
 

Employers and myRA for employees 

 
The new myRA account is easy for employers because they do not have to administer their 
employee myRA accounts and they do not have to contribute to them. Employers do not have to 
worry because they do not have to match their employee contributions to myRA account. 
Employers only have to set up a payroll direct deposit into employees’ myRA accounts if they 
choose to participate.  
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Roth IRA features 

 
The new myRA is a Roth IRA and the rules for a Roth IRA will apply also for myRA. A Roth 
IRA is an individual retirement arrangement (IRA) described in section 408A of the Internal 
Revenue Code. 
 

Withdrawing from Roth IRAs 

 
Contributions to a Roth IRA are after-tax, so they will not be taxed again when they are 
distributed. The contributions made to a Roth IRA can be withdrawn free of taxes. Earnings or 
interest on the Roth IRA may be taxable depending on whether the distribution is qualified. 
 
If a distribution is “qualified,” any earnings in the Roth IRA are not taxable when they are 
distributed. A distribution is “qualified” if it is made at least 5 years after the owner’s first 
contribution to the Roth IRA (counting from January 1 of the year of the first contribution), and 
the distribution is made: 
 

• After the owner is age 59½; 

• For a qualified first-time home purchase (up to $10,000 lifetime limit); or 

• To a beneficiary after the owner’s death or disability. 
 
If a distribution is not “qualified”, any earnings in the Roth IRA are taxable. In addition, if the 
owner is under age 59½, a 10% additional income tax on any earnings will also apply unless an 
exception is available. While additional restrictions and exceptions may apply, example 
exceptions include payments for: 
 

• Qualified higher education expenses; 

• Health insurance premiums after the owner has received unemployment compensation for 
12 consecutive weeks; 

• Qualified first-time home purchase (up to $10,000 lifetime limit) 
 

Tax Credit for Contributions to myRA 

 
Individuals who contribute to a Roth IRA with modified adjusted gross income (AGI) below 
certain levels for the year are eligible to claim a saver’s tax credit for their contributions. The 
AGI eligibility levels for 2015 are: 
 
$60,000 for married couples filing jointly, 
$45,000 for heads of household, and 
$30,000 for singles and married individuals filing separately 
 
Eligible individuals can take the tax credit by filing Form 8880 with their tax return. 
 
A Roth IRA owner is not required to take distributions from a Roth IRA at any age. Thus, the 
minimum distribution rules that apply to traditional IRAs when an owner reaches age 70½ do not 
apply to Roth IRAs 
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TAXABLE STATE REFUNDS  

 
Under the tax benefit rule, the recovery of an amount deducted or 
credited in an earlier tax year is included in a taxpayer's income in 
the current (recovery) year, except to the extent the deduction or 
credit didn't reduce federal income tax (or alternative minimum 
tax). (IRC §111(a)) For example, if a taxpayer who used the standard 
deduction instead of itemizing on his 2013 federal return receives a refund in 2014 from his 2013 
state income tax return, that refund is not taxable on his 2014 federal return because he did not 
deduct the state income tax on the 2013 federal return. While the state will likely issue a Form 
1099-G reporting the refund, the taxpayer does not include any of the refund amount on his 
federal return in this situation. 
 
The recovery (refund) of state income tax is the most common itemized deduction recovery, but 
taxpayers may also recover amounts for previously deducted medical expenses or mortgage 
interest. Only itemized deductions that are more than the standard deduction are subject to the 
recovery rule (unless the taxpayer was required to itemize deductions). If total deductions on the 
earlier year return were not more than the income for that year, the recover amount to include on 
the return for the recovery year is the lesser of the recoveries or the amount by which itemized 
deductions exceeded the standard deduction. 
 
Where taxpayers have the option to deduct as an itemized deduction either the state (and local) 
income tax paid during the year or state and local sales tax, on first examination one would 
assume that (1) if the client chooses to deduct state income tax and subsequently receives a 
refund from the state, then that refund is taxable, and (2) if they choose to deduct sales tax 
instead of state income tax and receive a state refund for that year, that refund is not taxable. 
Actually the IRS has taken a much more liberal approach to this issue. Their position is that 
for purposes of the tax benefit rule the amount of refund includable in income is limited to the 
excess of the tax the taxpayer chose to deduct over the tax they did not choose to deduct. 

 
Example – Assume the taxpayer can choose an $11,000 state income tax deduction or a $10,000 

state general sales tax deduction. Since the state income tax deduction is the larger, he chooses 

to deduct the state income tax. In the subsequent year he receives a $2,500 state income tax 

refund. Using the IRS’s more liberal approach the tax benefit derived from deducting the 

$11,000 state income tax was only $1,000 more than if the $10,000 sales tax deduction was used. 

Thus the taxpayer benefits from only $1,000 of the state tax deduction and as a result only 

$1,000 of the $2,500 refund is taxable the next year. 

 

Strategy – In order to benefit from the IRS’ liberal tax benefit rule position tax professional 
must be able to compute the difference between sales tax deduction and state income tax 
deduction. Thus it is important (when there is a state tax refund and the state income tax 
deduction exceeds the sales tax deduction) to determine the allowable sales tax deduction for the 
client and record it in your file. Otherwise there is no way of computing the tax benefit rule. 
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Review Questions Section 2 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. Employers with at least 50 full-time employees, or a combination of full-time and part-time 

employees that is equivalent to 50 full-time employees, will be subject to the Employer 
Shared Responsibility provision starting 2015. The employer shared responsibility payment 
will be calculated in one of the following ways: 

 
a) The penalty is based on whether the employer did not offered insurance or offered to a 

small group. 
b) The penalty is based on whether the employer offered insurance for some months 
c) The penalty is based on whether the employer offered insurance to at least 95% of their 

full-time employees but one or some got premium tax credits. 
d) All of the above 

 
2. Which of the following is true about the new “myRA”? 
 

a) Contributions to a Roth IRA are after-tax, so they will not be taxed again when they are 
distributed; earning or interest on the myRA may be taxable. 

b) All of the withdrawals are non-taxable. 
c) A distribution can qualify for exemption if it is made during the first five years after the 

owner first contribution. 
d) There is no penalty for distribution of earnings if the owner is under age 59 ½. 

 
3. A tax credit called saver’s credit can be claimed on individuals that contributed to a Roth 

IRA including myRA, What are the AGI eligibility levels for 2015 for married filing joint 
couples and which is the form to be used? 

 
a) AGI level of $90,000 or more, form 8863 
b) There is no AGI limit, form 8829 
c) AGI under $120,000, form 8879 
d) $60,000, form 8880 

 
4. A tax payer who used the standard deduction instead of itemizing on 2013 federal return 

should be reporting on 2014 the state refund shown on form 1099-G where applicable? 
 

a) Yes it is fully taxable. 
b) Should be reported up to the exceeded standard deduction. 
c) The amount shown on 1099-G is not taxable. 
d) None of the above is correct. 
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5. Where tax payers have the option to deduct as an itemized deduction either the state (and 
local) income tax paid during the year or state and local sales tax, which is the best option? 

 
a) Tax preparers must include both and fill up the proper lines on schedule A, on this option 

just the remained portion between both State (and local) income and sales tax will be 
taxable for next year. 

b) Taxpayers must include just the State (and local) Income Tax, deduction for general sales 
tax is usually lower.  

c) Taxpayers with higher AGIs should always claim the general sales tax deduction, the 
benefit is usually better. 

d) Tax preparers should always look carefully to both tax amounts and claim always just the 
higher one. 

 
 

Review Questions 2 – Answers and Discussion 

 
1. Answer is d. Employers that owe the shared responsibility payment will use the following 

options to calculate their penalty: 
Insurance not offered or offered to a small group.  
Insurance offered for some months.  
Insurance offered but employees got premium tax credit.  

 
2. Answer is a. A new retirement account for individuals called “myRA”, my Retirement 

Account, will be in function for individuals that want to open a retirement account. The U.S. 
Department of the Treasury will administer these new accounts for individuals. 

• Individuals can open a myRA account with no start-up cost and there is no fee to 
maintain the account. 

• Taxpayers can contribute every payday. 

• The investment will be backed by the United States Treasury 

• Individuals with income of less than $129,000 per year, or married couples filing jointly 
with income of less than $191,000 per year can use myRA 

 
3. Answer is d. Individuals who contribute to a Roth IRA with modified adjusted gross income 

(AGI) below certain levels for the year are eligible to claim a saver’s tax credit for their 
contributions. The AGI eligibility level for a married couple filing jointly is $60,000.  

 
4. Answer is c. If a taxpayer who used the standard deduction instead of itemizing on his 2013 

federal return receives a refund in 2014 from his 2013 state income tax return, that refund is 
not taxable on his 2014 federal return because he did not deduct the state income tax on the 
2013 federal return. While the state will likely issue a Form 1099-G reporting the refund, the 
taxpayer does not include any of the refund amount on his federal return in this situation. 
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5. Answer is a. Where taxpayers have the option to deduct as an itemized deduction either the 
state (and local) income tax paid during the year or state and local sales tax, on first 
examination one would assume that (1) if the client chooses to deduct state income tax and 
subsequently receives a refund from the state, then that refund is taxable, and (2) if they 
choose to deduct sales tax instead of state income tax and receive a state refund for that year, 
that refund is not taxable. 

 

 

 

THE INDIVIDUAL TAX PAYER IDENTIFICATION NUMBER (ITIN) 

COULD EXPIRE IF NOT USED FOR FEDERAL TAX RETURNS. 

Tax payers holding an Individual Taxpayer Identification Number 
(ITIN) could lose their identification number if they do not use it 
to file a federal income tax within a five year period. Normally the 
identification number is issued to individuals with a U.S. taxpayer 
identification number requirement because a Social Security 
Number (SSN) is not available for them. Under this new rule 
taxpayers will need to use their ITIN in their federal income tax 
return if they do not want to lose it.     

The Internal Revenue Service has mentioned that the ITIN was given to individuals that have a 
federal filing or reporting requirement therefore they should use it for tax purposes under the 
Internal Revenue Code. Taxpayers using their identification number on at least one tax return in 
the past five years will not lose it.  

The IRS deactivation process will start in 2016 for all those ITINs that have not been used in the 
last five years. The IRS is working to adjust their system and giving time to all interested parties 
to adjust their status.  

This new policy applies to any ITIN, regardless of when it was issued. The ITIN program started 
in 1996 and only a quarter of the 21 million ITINs issued since then are being used on tax 
returns. This new policy will ensure that anyone who legitimately uses an ITIN for tax purposes 
can continue to do so, while at the same time resulting in the likely eventual expiration of 
millions of unused ITINs.  

The identification numbers play a critical role in the tax administration system for tax payers that 
are not eligible to get a Social Security Number by the Social Security Administration; they also 
assist with the collection of taxes from foreign nationals, resident and nonresident aliens and 
others who have filing or payment obligations under U.S. law.  

Initially the IRS was planning to automatically deactivate all ITINs issued after January 2013 
even if they were used properly and regularly by taxpayers. Under this criterion the IRS 
considered deactivating those ITINs five years after their issuance date and requiring taxpayers 
to reapply in 2018 but the IRS decided that ITINs that are used within this time frame should 
remain active. 
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When to Deactivate an ITIN 

Deactivating an ITIN is a process that taxpayer can initiate. Taxpayers can deactivate their 
identification number once they are eligible to get a Social Security Number (SSN) due to a 
change in their immigration status. If taxpayers get their Social Security Number they must use 
that number for tax purposes and discontinue using their ITIN.  It is improper to use both the 
ITIN and the SSN assigned to the same person to file tax returns. In order to notify the IRS 
taxpayers should send a letter with the updated information along with a copy of the SSN and the 
ITIN. The letter should contain the new SSN and the old ITIN, it should also request the 
combination of taxpayer’s tax records. 

The letter must also include taxpayer’s complete name, mailing address, and ITIN; make sure to 
send a copy of the new SSN card and a copy of the CP 565, Notice of ITIN Assignment, if 
available.  The IRS will void the ITIN and associate all prior tax information filed under the 
ITIN with the SSN. 

Send the letter to deactivate the ITIN to:  

     Internal Revenue Service  

     Austin, TX 73301-0057  

 

What to do when an ITIN was deactivated?  

Taxpayers can get a new ITIN by submitting all the documentation required the first time. To 

apply for it the revised form W-7, Application for IRS individual Taxpayer Identification 

Number, should be used. The application is accompanied by a federal income tax return, if no 

exception is available; they must send an original proof of identity or copies certified by issuing 

agency and foreign status documents.    

Make sure that each document is current and contains an expiration date. The IRS will accept 
documents issued within 12 months of the application if no expiration date is normally 
available.  Documents must also show the name and photograph, and they should support 
taxpayer’s claim of foreign status. The following is a list of the only acceptable documents: 
  
• Passport (standalone document) 
• National identification card (must show photo, name, current address, date of birth, and 

expiration date) 
• U.S. driver's license 
• Civil birth certificate (required for dependents under 18 years of age) 
• Foreign driver's license 
• U.S. state identification card 
• Foreign voter's registration card 
• U.S. military identification card 
• Foreign military identification card 
• Visa 
• U.S. Citizenship and Immigration Services (USCIS) photo identification 
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• Medical records (dependents only - under 6) 
• School records (dependents only - under 14, under 18 if a student) 

 

Certified or Notarized Document 

A certified document is one that the original issuing agency provides and certifies as an exact 
copy of the original document and contains an official stamped seal from the Agency. These 
documents are accepted for the ITIN application. 
A notarized document is one that the taxpayer provides to a public notary who bears witness to 
the signing of the official document and affixes a seal assuring that the document is legitimate. 
These documents are NOT accepted for ITIN applications.  
 
The IRS review through forensic trained agents the documentation submitted with an ITIN 
application; this means that not all original documents will meet the criteria. In some cases these 
original documents are laminated by taxpayers to preserve them but this plastic lamination 
makes it difficult to read the stamps and the original seals place on the document. In this case 
these trained agents will not be able to identify the original seals therefore the application will be 
rejected.  
 

Should I Send the Documents to my Tax Address or my ITIN Application Address? 

 

Because you are filing your tax return as an attachment to your ITIN application, you should not 

mail your return to the address listed in the Form 1040, 1040A or 1040EZ instructions. Instead, 

send your return, Form W-7 and proof of identity and foreign status documents to: 

     Internal Revenue Service 

     Austin Service Center 

     ITIN Operation 

     P.O. Box 149342 

     Austin, TX 78714-9342 

IRS TOOLS TO TAKE ADVANTAGE OF CHARITY DEDUCTIONS 

Many people give to charity each year at the end of the year or holiday season. Taxpayers must 

realize that the contributions given can only be claimed as a tax deduction when they itemize 

their deductions. There are several tax rules for gifts and contributions: 

1. Qualified charities. Taxpayer can only deduct gifts given to qualified charities. To see if 

the charity is qualified by the IRS the online tool from the IRS is required. The Check 

Tool provides with a list of qualified charities by names or Employer Identification 

Number. The donations given to churches, synagogues, temples, mosques and 

government agencies are deductible even if Select Check does not list them in its 

database. 
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2. Monetary donations.  Gifts of money include those made in cash or by check, electronic 

funds transfer, credit card and payroll deduction. To deduct these donations as itemized 

deductions taxpayer must have a bank record or a written statement from the charity. This 

is true regardless of the amount of the gift. The statement must show the name of the 

charity and the date and amount of the contribution. Bank records include canceled 

checks, or bank, credit union and credit card statements. If taxpayers donate through 

payroll deductions, they should retain a pay stub, a Form W-2 wage statement or other 

document from the employer. It must show the total amount withheld for charity, along 

with the pledge card showing the name of the charity. 

3. Household goods.  Household items include furniture, furnishings, electronics, 

appliances and linens. Taxpayers that donate clothing and household items to charity can 

claim a tax deduction if the cloths are in good used conditions.  

4. Records required.  Taxpayers must get an acknowledgment from a charity for each 

deductible donation made in money or property of $250 or more. Additional rules apply 

to the statement for gifts of that amount. This statement is in addition to the records 

required for deducting cash gifts. However, one statement with all of the required 

information may meet both requirements. 

5. Year-end gifts.  Taxpayers can deduct contributions in the year they were made. If 

taxpayers charge their gift to a credit card before the end of the year it will count for that 

year not the following one. This is true even if they plan to pay the credit card bill the 

year after. This will be true also for a check. The expense will count for the current year 

as long as they delivery it in the current year. 

OUTSORCING PAYROLL AND THIRD PARTY PAYERS 
 
Many employers outsource some of their payroll and related tax duties to third-party payroll 
service providers. In this case employers rely in third-party payroll providers to file their payroll 
reports and make the proper payroll deposit on time. But employers must have to remember that 
they are ultimately responsible for the payment of income tax withheld and both the employer 
and employee portions of social security and Medicare taxes. 
 

Agreement with Third-Parties 

 
Employers may designate or enter into an agreement with a third-party in which the third party 
agrees to take over some or all of the employer’s Federal employment tax withholding, reporting 
and payment responsibilities and obligations. The following common third party arrangements 
are discussed in this section: 
 
• Payroll Service Provider (PSP) 
• Reporting Agent (RAF) 
• Section 3504 Agent 
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Depending on the facts and circumstances, and the type of third-party arrangement, an employer 
who uses a third party to perform Federal employment tax functions on its behalf may remain 
solely liable for Federal employment taxes, or may become jointly and severally liable for such 
taxes. 
 

Types of Third-Party Arrangements 

 
Payroll Service Provider (PSP). This is the most common arrangement for small businesses. A 
payroll service provider (PSP) typically prepares employment tax returns for signature by its 
employers/clients and processes the withholding, deposit and payment of the associated 
employment taxes. Employers can authorize their PSP to perform one or more of the following 
acts on their behalf: 
 

• Prepare the paychecks for employees; 

• Prepare the required Forms 940 and 941, using the employer identification number 
(EIN); 

• File Forms 940 and 941 after the employer has signed them; 

• Make federal tax deposits (FTDs) and federal tax payments (FTPs); 

• Submit FTD and FTP information for the taxes reported on the Forms 940 and 941; 
and/or 

• Prepare Forms W-2 for employees using the employer EIN. 

• Using a PSP does not relieve the employer from the employment tax responsibilities.  
 

Reporting Agent (RA). The major difference between a PSP and a reporting agent is the fact 
that a reporting agent can actually sign employment tax forms (such as Form 940 and Form 941) 
on employer’s behalf. Employers must complete Form 8655, Reporting Agent Authorization, if 
they want their PSP to be able to act as a reporting agent and e-file Forms 940 and 941. Using a 
reporting agent does not relieve any employer from their employment tax responsibilities. A 
reporting agent assumes no liability for the employer/clients' employment tax withholding, 
reporting, payment, and/or filing duties. 

 
 
Section 3504 Agent. Larger businesses may appoint an agent under Internal Revenue Code 
section 3504 to undertake the withholding, reporting and payment of federal employment taxes 
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with regard to wages paid by the agent for the employer, as well as the agent's own employees. 
This is done using Form 2678, Employer/Payer Appointment of Agent. A section 3504 agent 
agrees to assume liability along with the employer for the employer's Social Security, Medicare 
and federal income tax withholding responsibilities.  
 
An agent files aggregate returns (e-file or paper) using the agent's EIN. The IRS can seek to 
collect any unpaid employment taxes from both the employer and the section 3504 agent who 
was designated and authorized to pay the taxes. The section 3504 designation does not apply to 
FUTA tax, with a limited exception provided for certain household workers. 
 

 
Aggregate Form 941 and Form 940 filers must use Schedule R. IRC section 3504 agents must 
use the Schedule R for Form 941 and the Schedule R for Form 940 to provide an allocation of 
aggregate employment tax returns the agents file for multiple clients. 
 

Authority of Third-

Party 

Section 3504 Agent Reporting Agent (RA) Payroll Service 

Provider (PSP) 
Can file certain 
employment tax returns? 

Yes. The agent files an 
aggregate return for all 
employers/clients, using 
the agent’s EIN. Agent can 
file those returns listed on 
Form 2678 appointment 
request. 

Yes. The RA signs and is 
generally required to file 
electronically a separate 
return for each client, 
using the employer/clients 
EIN.  

Yes. The PSP prepares a 
separate return for each 
client using the client’s 

EIN. After employer/client 
signs the return, either the 
client or the PSP may file 
the return on paper. 

Can make deposits and 
payments for employment 
taxes reported on certain 
returns? 

Yes. The agent deposits 
and pays for tax liabilities 
the agent has aggregated 
and reported using the 
agent’s EIN, according to 
the agent’s deposit 
requirements.   

Yes. The RA deposits and 
pays tax liabilities on 
behalf of each client, using 
the client’s separate EIN, 
according to each client’s 
deposit requirements. 

Yes. The PSP deposits and 
pays tax liabilities on 
behalf of each client, using 
the client’s separate EIN, 
according to each client’s 
deposit requirements. 

Can file Form 940, 
(FUTA) Tax Return? 

No. Clients must file 
FUTA tax returns using 
their own EINs. 

Yes. RA signs and 
generally files 
electronically separate 
returns using client’s EIN. 

Yes. After employer/client 
signs the return, client or 
PSP files separate returns 
using client’s EIN. 
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Has employment tax 
liability? 

Yes. Client and agent are 
both liable for paying the 
client’s employment taxes, 
filing returns, and making 
deposits and payments for 
the taxes reported. 

No. Employer/Client, not 
RA, remains liable for 
ensuring all tax returns are 
filed timely and all 
deposits and payments are 
made timely. 

No. Employer/Client, not 
the PSP, remains liable for 
ensuring all tax returns are 
filed timely and all 
deposits and payments are 
made timely. 

Specific guidance in 
addition to Code, 
regulations and Circular E. 

Rev. Proc. 70-6; 

Notice 2003-70 (state and 
local governmental 
agents). 

Rev. Proc. 2007-38.  

 

Check Before Hiring a Third Party Payroll Service 

 
Employers have to make sure to hire or work with a reputable, well-established company. The 
IRS reports that there has been an increase in prosecutions of companies who have stolen funds 
intended for the payment of payroll taxes.  
 
For example, in June, 2013, the owner and chairman of the board of Paysource, a Dayton-based 
company was sentenced to over six years in prison and ordered to pay restitution of nearly $27 
million in illegally diverted payroll taxes. 
 

Points to check on Third-Parties Payroll Providers 

 

Employers have to use their name and address. If there is any problem with the account, the 
IRS will send correspondence to that address. For this reason, the IRS strongly suggests that 
employers do not change the address of record to that of the payroll service provider. Doing so 
may significantly limit the employers’ ability to be informed of tax matters involving their 
business. This is extremely important, since many IRS communications are time-sensitive, and a 
delay in response can trigger the next level of IRS action. 
 
Know the Tax Due Dates.  Employers have to make sure that they know when their taxes are 
due. The IRS warns that a red flag should go up the first time the payroll service provider misses 
a payment or makes a late payment.  
 
Monitor What the Payroll Service Is Doing. Virtually every business is now required to use 
the Electronic Federal Payroll Tax System (EFTPS) for payroll taxes. Employers should register 
on the EFTPS system to get their own PIN and use this PIN to periodically confirm that the 
required payments are being made on their behalf. Registration with EFTPS gives employers 
online access to their account payment history for the past 16 months.  
 

Schedule R for Section 3504 Agents. 

 

All approved IRC section 3504 agents must file an aggregate Form 941 if they are reporting 
wages on behalf of their clients. Form 941 Schedule R must be attached to allocate those 
aggregate wages per client. Section 3504 agents who elect to file an aggregate Form 940 on 
behalf of home health care service recipients must attach a Form 940 Schedule R with their 
aggregate Form 940. 
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Form 941 Schedule R. All agents authorized to file an aggregate Form 941, Employer’s 
QUARTERLY Federal Tax Return, are required to attach Schedule R (Form 941), Allocation 
Schedule for Aggregate Form 941 Filers, to the aggregate Form 941. 
 
Using its own Employer Identification Number (EIN), the section 3504 agent files a single Form 
941 that aggregately reports the information from all clients the agent represents, as well as 
information for wages paid to its own employees. The section 3504 agent must remit all federal 
employment tax deposits and payments related to these filings using its EIN. 
 
The Schedule R of Form 941 will provide the IRS with client-specific information to support the 
totals reported by an agent on an aggregate Form 941. It includes an allocation line for each 
client showing a breakdown of their wages and employment tax liability for the tax period. This 
allows the IRS to reconcile the information for each client with the aggregate totals on the face 
of the Form 941. 
 
An agent who has more than 15 clients must use a sufficient number of Continuation Sheets for 
Schedule R to report the correct allocation of wages, taxes, deposits and payments for each 
client. 
 
Form 940 Schedule R. Agents authorized to file Form 940 will need to use Schedule R to 
allocate the aggregate wage, tax, credit, deposit and payment amounts for the period. See Section 
3504 Agent Employment Tax Liability, 75 Fed. Reg. 1735-01, 2010-6 I.R.B. 398  
 
 
 
Similar to Schedule R (Form 941), Schedule R (Form 940): 
 

• Allows a section 3504 agent to file a single Form 940 under its EIN for certain clients 
• Provides client-specific allocations of the totals reported on the aggregate Form 940 
• Explains all of the required information in the form instructions 
• Includes continuation sheets to be completed by agents with more than 15 clients 
• May be electronically filed, (effective for returns filed electronically after December 31, 

2013, there is no limit on the number of clients on the Schedule R). 
 

Agents must use the Schedule R (Form 940) only with an aggregate Form 940, and the Schedule 
R (Form 941) only with an aggregate Form 941. The Schedules R are not interchangeable. 
 

Employment Tax Due Dates 

 

Reporting Due Dates. Generally, employers must report wages, tips and other compensation 
paid to an employee by filing the required forms to the IRS. 
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By January 31 

 

• File Form 940, Employer’s Annual Federal Unemployment (FUTA) Tax Return. 
However, if employer deposited all of the FUTA tax when due, an extra 10 calendar days 
is granted.  

• File Form 943, Employer's Annual Federal Tax Return for Agricultural Employees if 
employer paid wages to one or more farmworkers and the wages were subject to social 
security and Medicare taxes or federal income tax withholding under the $150 Test or the 
$2,500 Test. 

• File Form 944, Employer’s Annual Federal Tax Return, for the previous calendar year 
instead of Form 941 if the IRS has notified the employer in writing to File Form 944. 

• File Form 945, Annual Return of Withheld Federal Income Tax, to report any nonpayroll 
income tax withheld in the previous year. If employer deposited all taxes when due, an 
additional 10 calendar days are granted.  

• File Form W-2, Wage and Tax Statement to report wages, tips and other compensation 
paid to an employee.  
 

By February 28 

 

• File Copy A of all paper Forms 1099 with Form 1096, Annual Summary and Transmittal 
of U.S. Information Returns, with the IRS. For electronically filed returns, see By March 
31 below. 

• File Copy A of all paper Forms W-2 with Form W-3, Transmittal of Wage and Tax 
Statements, with the Social Security Administration (SSA). For electronically filed 
returns, see By March 31 below. 

• File paper Form 8027, Employer’s Annual Information Return of Tip Income and 
Allocated Tips, with the IRS. See section 6 of Publication 15. For electronically filed 
returns, see By March 31 below. 
 

By March 31 

 

File electronic Forms 1099 and 8027 with the IRS. File electronic Forms W-2 with the SSA.  
 

By April 30, July 31, October 31, and January 31 

 

• File Form 941, Employer’s QUARTERLY Federal Tax Return, for the fourth quarter of 
the previous calendar year. If employer timely deposited all taxes when due, employer 
will have 10 additional calendar days from January 31 to file the appropriate return. 
 

Deposit Due Dates 

 

In general, you must deposit federal income tax withheld and both the employer and employee 
social security and Medicare taxes.  
 
There are two deposit schedules, monthly and semi-weekly. Before the beginning of each 
calendar year, employers must determine which of the two deposit schedules they are required to 
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use. The deposit schedule that they must use is based on the total tax liability they reported on 
Form 941 during a look back period. Employer must use electronic funds transfer (EFTPS) to 
make all federal tax deposits. 

 

Monthly Depositor 

 

Under the monthly deposit schedule, deposit employment taxes on payments made during a 
month by the 15th day of the following month. Employers who deposit monthly should only 
report their deposits quarterly or annually by filing Form 941 or Form 944. 
 

Semi-weekly Depositor 

 
Under the semiweekly deposit schedule, deposit employment taxes for payments made on 
Wednesday, Thursday, and/or Friday by the following Wednesday. Deposit taxes for payments 
made on Saturday, Sunday, Monday, and/or Tuesday by the following Friday. The deposits must 
be reported on the quarterly or annually Form 941 or Form 944. 
 

FUTA Deposits 

 

Employers must deposit FUTA tax by the last day of the first month that follows the end of the 
quarter. If the due date for making your deposit falls on a Saturday, Sunday, or legal holiday, 
they may make your deposit on the next business day. 
 
If employers’ liability for the fourth quarter (plus any undeposited amount from any earlier 
quarter) is over $500, deposit the entire amount by the due date of Form 940 (January 31). If it is 
$500 or less, employers can make a deposit, pay the tax with a credit or debit card, or pay the tax 
with your Form 940 by January 31. 
 

Correcting Employment Taxes 

 
The "X" forms are used to report adjustments to employment taxes and to claim refunds of 
overpaid employment taxes. These forms correspond and relate line-by-line to the employment 
tax return they are correcting. 
 
Employers should use the corresponding "X" forms listed below to correct employment tax 
errors as soon as they are discovered. For example, use Form 941-X, Adjusted Employers 
QUARTERLY Federal Tax Return or Claim for Refund, to correct errors on a previously filed 
Form 941. 
 
Taxpayers will continue to use Form 843 when requesting abatement of assessed penalties and 
interest. In addition, there is no "X" form for the Form 940, and taxpayer will continue to use a 
Form 940 for amended returns. 
 
For overpayments: Employers correcting an overpayment must use the corresponding “X” 
form. Employers can choose to either make an adjustment or claim a refund on the form. 
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For underpayments: Employers correcting an underpayment must use the corresponding “X” 
form. Amounts owed must be paid by the receipt of the return. Payments can be made 
using EFTPS, by sending a check, or by credit card. 
 
 

94X Series Adjusted Tax Forms 

Return previously filed Corresponding 94X series form 

Form 941, Employer’s Quarterly Federal 

Tax Return. 

Form 941-X, Adjusted Employer’s Quarterly Federal Tax 

Return or Claim for Refund. 

Form 943, Employer’s Annual Federal Tax 

Return for Agricultural Employees. 

Form 943-X, Adjusted Employer’s Annual Federal Tax 

Return for Agricultural Employees or Claim for Refund. 

Form 944, Employer’s Annual Federal Tax 

Return. 

Form 944-X, Adjusted Employer’s Annual Federal Tax 

Return or Claim for Refund. 

Form 945, Annual Return of Withheld 

Federal Income Tax. 

Form 945-X, Adjusted Annual Return of Withheld Federal 

Income Tax or Claim for Refund. 

Form CT-1, Employer’s Annual Railroad 

Retirement Tax Return. 

Form CT-1X, Adjusted Employer’s Annual Railroad 

Retirement Tax Return or Claim for Refund. 

 

FORMS THAT EXPIRED AND WILL NOT BE IN USE ANYMORE 
 
Every year the IRS makes updates or corrections to many income tax forms. In some cases the 
credits or deductions are eliminated and the supporting forms are eliminated also. The following 
are some forms or procedures that were eliminated for 2014 or 2015.   
 

Form 1099-H is no longer issued. 

 
The Health Coverage Tax Credit helped make health insurance more affordable for eligible 
individuals and their families by paying a significant portion of qualified health insurance 
premiums from tax years 2002 through 2013. 
 
History of the Credit. 
 
Described by some participants as “a lifesaver,” the Health Coverage Tax Credit (HCTC) was a 
federally funded tax credit that allowed individuals to pay only a portion of their qualified health 
insurance.  Nationwide, thousands of people were candidates for the program. Some of them 
were displaced workers who were certified by the Department of Labor as eligible to receive 
Trade Readjustment Allowances under the Trade Adjustment Assistance (TAA) program. Others 
were eligible because they received benefits from the Pension Benefit Guaranty Corporation 
(PBGC) and were 55 years old or older.  
 
Congress understood that losing one's health coverage could be as distressing as losing one's job 
or having one's pension taken over.  The purpose of the HCTC was to make health coverage 
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more affordable for these groups of people who otherwise might not be insured.  Please see 
below for a timeline of the HCTC Program. 
 

• In 2002, the HCTC began as a ground breaking tax credit program. 
• In August 2003, the HCTC was first made available on a monthly basis. 
• In May 2009, benefits were expanded as a result of the American Recovery and 

Reinvestment Act (ARRA).  These benefits were set to expire on December 31, 2010. 
• In December 2010, Congress passed a short term extension of the changes made to the 

HCTC by the ARRA.  These provisions expired on February 13, 2011. In October 2011, 
benefits were once again expanded by the Trade Adjustment Assistance Act of 2011. 

• On January 1, 2014 the legislation that authorized the HCTC expired. This expiration 
date was set by Congress when the Trade Adjustment Assistance Extension Act of 2011 
was passed. 

 
Form 1099-H is now Historical 
 
Beginning in tax year 2014, processing year 2015, Form 1099-H and Instructions for Form 1099-
H will no longer be issued as the health care tax credit expired December 31, 2013. IRC sec. 
35(b)(1)(B). The form and its' separate instructions were designated historical. Prior revisions 
will be available on IRS.gov. 
 

Employer ID Numbers (EINs) can no longer be obtained by telephone.--21-May-2014 

 

Employer Identification Numbers are issued for the purpose of tax administration and are not 
intended for participation in any other activities (e.g., tax lien auction or sales, lotteries, etc.) 
 
Effective May 21, 2012, to ensure fair and equitable treatment for all taxpayers, the Internal 
Revenue Service will limit Employer Identification Number (EIN) issuance to one 
per responsible party per day. For trusts, the limitation is applied to the grantor, owner, or 
trustor. For estates, the limitation is applied to the decedent (decedent estate) or the debtor 
(bankruptcy estate).  
 
If taxpayers need to file a return, but do not have your EIN yet due to the limitation discussed 
above, complete a Form SS-4 and attach it to the completed and signed tax return. Mail both 
forms to the address for filing the tax return. 
 
EIN no longer by phone 
 
Taxpayers can no longer apply for Employer ID Numbers (EINs) by telephone. If they do not 
have an EIN, they may apply for one online from the “Employer ID Numbers (EINs) 
Application.” They may also apply for an EIN by faxing or mailing Form SS-4, Application for 
Employer Identification Number, to the IRS. 
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Form W-11 and Form W-11 (SP) is now historical -- 30-MAR-2015 

 
The Tax Increase Prevention Act of 2014 extends the Work Opportunity Tax Credit (WOTC) for 
hiring certain workers through December 31, 2014. 
 
The Tax Increase Prevention Act of 2014 extends the WOTC for qualified veterans hired before 
January 1, 2015. The Tax Prevention Act of 2014 also extends the WOTC for targeted group 
members, other than qualified veterans, hired after December 31, 2011, and before January 1, 
2015.  
 
Businesses and tax-exempt organizations planning to claim the work opportunity tax credit 
(WOTC) for eligible workers hired during 2014 have until April 30 to request the certification 
required for these workers, according to the Internal Revenue Service. 
 
Newly revised Form 8850, now available on IRS.gov, is used by employers to request 
certification from their state workforce agency. The Tax Increase Prevention Act, enacted Dec. 
19, 2014, retroactively extended this credit for one year through the end of 2014. 
 
The work opportunity tax credit offers tax savings to businesses that hired workers who meet 
various eligibility criteria including certain veterans, people ages 18 to 39 living in designated 
communities in various parts of the country, recipients of various types of public assistance and 
certain summer youth workers and ex-felons. The credit is also available to tax-exempt 
organizations who hired qualifying veterans during 2014. The instructions to Form 8850 detail 
the requirements that apply to eligible new hires. 
 
Normally, an employer must file Form 8850 with the state workforce agency within 28 days after 
the eligible worker begins work. But due to the late enactment of the legislation extending the 
WOTC, the IRS is giving employers extra time, until April 30, 2015, to make this request. 
Details are in Notice 2015-13 available on IRS.gov. 
 
The Credit and the Form No Longer Available 
 
Form W-11 and Form W-11(SP) is now historical because the statute of limitations for its use 
expired for tax year after December 31, 2014.  Information on the form will not be included on 
another product. 
 

Form 8931 Available Only for Prior Year Federal Tax Returns. -- 18-FEB-2015 

 

Form 8931, Agricultural Chemicals Security Credit, has been identified as a historical form and 
cannot be used with a current year federal tax return.  
 
The form was used to claim the agricultural chemicals security credit for qualified agricultural 
chemicals security costs paid or incurred by eligible agricultural businesses. All the costs must 
be paid or incurred to protect specified agricultural chemicals at a facility before January 1, 
2013. 
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The form can only be used by those taxpayers who are filing a late or amended return requiring 
the use of Form 8931 to the report the credit. 
 

REMEMBER TO ADVISE THE DEPENDENTS ON FORM W-4 TO 

AVOID PAYING TAXES AT THE END OF THE YEAR 
 
Taxpayers that are employees can use the Withholding Calculator at the IRS website 
to determine whether they need to give their employers a new Form W-4, Employee's 
Withholding Allowance Certificate to avoid having too much or too little Federal income tax 
withheld from their pay. The results can be transferred directly to the form. 
 

For Sole Proprietors  

 
When sole proprietors hire an employee, they must have the employee complete the Form W-
4, Employee's Withholding Allowance Certificate. The form will provide the employee’s marital 
status, number of withholding allowances and any additional amount to use when deducting 
federal income tax. If the employee fails to provide a properly completed Form W-4, employer 
must withhold federal income taxes as if the employee were single and claiming no withholding 
allowances. 
 

For Employee 

 
An employee may want to change the number of withholding allowances or the marital status to 
adjust the withholding rate. Employees may change Form W-4 for a number of reasons, such as 
recent marriage, a change in the number of dependents, or a change in the amount of itemized 
deductions or tax credits anticipated for the tax year.  
 
Employers must put it into effect any W-4 change no later than the start of the first payroll period 
ending on or after the 30th day from the date that the form was received.  
Employers must honor the request unless the situations described in the sections Invalid Form 
W-4 and Lock-in Letters below apply. 
 

Exemption from Withholding 
 
Employees that qualify may use the form to ask the employer not to deduct any federal income 
tax. To qualify for this exempt status, the employee must have had no tax liability for the 
previous year and must expect to have no tax liability for the current year. However, if the 
employee can be claimed as a dependent on a parent's or another person's tax return, additional 
limitations may apply; refer to the instructions for Form W-4. A Form W-4 claiming exemption 
from withholding is valid for only the calendar year in which it is filed with the employer. To 
continue to be exempt from withholding in the next year, an employee must provide a new Form 
W-4 claiming exempt status by February 15 of that year.  
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Invalid Form W-4. Any unauthorized change or addition to Form W-4 makes it invalid. This 
includes taking out any language by which the employee certifies that the form is correct, 
material defacing of the form, or any writing on the form other than the entries requested. A 
Form W-4 is also invalid if, by the date an employee gives it to the employer, he or she indicates 
in any way that it is false. When employers get an invalid Form W-4, do not use it to determine 
federal income tax withholding. Tell the employee that it is invalid and ask for another one. If 
the employee does not provide a valid one, withhold taxes as if the employee is single and 
claiming no withholding allowances. However, if employers have an earlier Form W-4 for this 
employee that is valid, withhold as before. 

 

Recordkeeping Requirements. After the employee completes and signs the Form W-4, 
employer must keep it in their records for at least 4 years. This form serves as verification that 
employer is withholding federal income tax according to the employee's instructions and needs 
to be available for inspection should the IRS ever request it. Form W-4 is still subject to review. 
Employers may be directed (in a written notice or in future published guidance) to send certain 
Forms W-4 to the IRS. Employers must be able to supply a hardcopy of an electronic Form W-4. 

 

Lock-in Letters. The IRS uses information reported on Forms W-2, Wage and Tax Statement, to 
identify employees with withholding compliance problems. In some cases, where a serious 
under-withholding problem is found to exist for a particular employee, the IRS may issue a 
notice (commonly referred to as a "lock-in-letter") to employer specifying the withholding rate 
and maximum number of withholding allowances permitted for a specific employee for purposes 
of calculating the required withholding. The IRS will provide the employee with an opportunity 
to dispute the determination before you adjust withholding based on the lock-in letter. 
 
The IRS will send a letter to the employee explaining that the IRS will require employer to start 
withholding additional income tax unless the employee contacts the IRS to explain why the 
employee should not have withholding increased. A toll-free number and address for the unit 
handling this program will be provided in the letter. As an additional safeguard, employer will 
also receive a notice to provide to the employee. 
 
After the lock-in letter takes effect, employer must disregard any Form W-4 that results in less 
tax withheld, until the IRS provides a notice. However, employer must honor any Form W-4 that 
results in more income tax withheld than at the withholding rate and withholding allowances 
specified in the lock-in letter. Employers who use electronic Form W-4 systems must make sure 
the employee cannot override the lock-in letter to decrease withholding via an electronic Form 
W-4 system. Lock-in letter provisions also apply to employees rehired within 12 months from 
the date of the notice. 
 
After the lock-in letter takes effect, if the employee wants to claim complete exemption from 
withholding or claim a withholding rate, withholding allowances, or an additional amount that 
results in less income tax withheld than the lock-in letter, the employee must contact the IRS. A 
toll-free number and address for the unit handling this program is provided in the lock-in letter. 
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STATE OF THE ECONOMY AND ANALYSIS OF NEW BUSINESS TAX 

REFORMS 
 
The morning after the President’s State of the Union address, Treasury Secretary Jacob J. Lew 
delivered remarks at The Brookings Institution on the state of the U.S. economy and the need to 
reform our business tax system. 
  
During his remarks, Secretary Lew highlighted the President’s call in the State of the Union to 
“knock down barriers on things like paying for child care, saving for college, and building a 
secure retirement so that the middle class can get ahead even as we revamp our business tax 
system.” 
  
It has been almost 30 years since we last rewrote the tax code and Secretary Lew noted that the 
last reforms in 1986 demonstrated that “working together across party lines to do hard things is 
good for our country” and that this is one area where Congress and the Administration can work 
together to achieve progress. 
  
“While our views on individual tax reform may be far apart, there is a broad set of business tax 
reforms on which we should be able to agree.  I continue to believe that the best way to achieve 
reform today is to start with pro-growth business tax reform that protects and strengthens the 
middle class, lowers rates, simplifies the system, levels the playing field, and eliminates unfair 
and inefficient loopholes.  When we make the switch to a smarter business tax system, there will 
also be one-time revenue during the transition — and we can use some of that to create jobs 
rebuilding our roads, repairing our tunnels, and renovating our airports.  The fact is, there is a 
growing bipartisan consensus in Washington on how to achieve business tax reform, and we 
have a unique opportunity now to get this done.”  
  
Secretary Lew discussed the specific components of the President’s framework for reform. This 
proposal for a new business tax system has five pillars attempt to chart a bipartisan path forward: 
  

• Lower rates and close wasterful loopholes.  The President's plan eliminated dozens of 
tax breaks and loopholes, and without adding to our deficits, reduces the current top 
corporate tax rate from 35 percent to 28 percent.  
 

• Build on the resurgence of manufacturing in the United States. A vibrant U.S. 
manufacturing sector is an important source of good-paying jobs for America’s workers. 
The President’s plan lowers tax rates for domestic manufacturing to 25 percent and 
makes manufacturing incentives permanent.  
 

• Fix our backward international tax rules. The President’s plan would create a new 
minimum tax on foreign earnings and make it simpler for a business to bring income 
back to the United States.  It would also tighten the rules so that companies cannot use 
accounting techniques to avoid paying taxes, such as shifting profits to low-tax 
countries.  
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• Simplify and reduce taxes for small business. Small businesses employ half of our 
nation’s workforce, and generate almost half of the nation’s GDP.  This plan would make 
tax filing easier for small firms and entrepreneurs and would allow a small business to 
annually expense up to $1 million in investments. 
 

• Fix our broken tax code and increase investment in a way that maintains current 

revenues.  We can only afford to cut business tax rates substantially if we eliminate 
loopholes and use these savings to avoid an explosion of future deficits.  Any business 
tax break that is made permanent should be paid for with revenue offsets that will also be 
there in the future. 

  
Secretary Lew concluded stating that “we can build on this momentum and pass bipartisan 
business tax reform so that our economy is one where innovation and ingenuity thrive, where 
hard work and determination pay off, and where the opportunity to succeed is available to 
everyone.  And I am confident that as long as we keep our focus on doing what is right for our 
economy and our nation, we will get this done.”  
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Review Questions Section 3 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. Starting 2016, the IRS will start ____________ all the ITINs that have not been used in the 

last five years. 
 

a) Sending notices to taxpayers  
b) Calling by phone 
c) Deactivating 
d) Activating 

 
2. The new IRS policy regarding ITINs will affect one of the following ITINS: 
 

a) ITINs that were issued in 1996 
b) ITINs that were issued after 2000 
c) All the ITINs regardless of when they when they were issued 
d) None of the above 

 
3. One of the following third-party payroll providers assumes under an appointment the liability 

for the employer’s Social Security, Medicare and federal income tax withholding 
responsibilities.  

 
a) Payroll Service Provider 
b) Section 3504 Agent 
c) Reporting Agent 
d) None of the above 

 
True or False 
4. The Payroll Service Agent will file the employer’s payroll reports using agent’s EIN instead 

of employer’s actual EIN 
 

a) True 
b) False  

 
True or False 
5. Every year employees are able to provide their employers with a new Form W-4 but in some 

cases the IRS will use the information reported on Forms W-2 to identify an employee with 
withholding compliance problems. In this case the IRS may issue a lock-in-letter to the 
employer 

 
a) True 
b) False 
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Review Questions 3 – Answers and Discussion 

 

1. Answer is c. The IRS deactivation process will start in 2016 for all those ITINs that have not 
been used in the last five years. The IRS is working to adjust their system and giving time to 
all interested parties to adjust their status.  
 

2. Answer is c. This new policy applies to any ITIN, regardless of when it was issued. The 
ITIN program started in 1996 and only a quarter of the 21 million ITINs issued since then are 
being used on tax returns. This new policy will ensure that anyone who legitimately uses an 
ITIN for tax purposes can continue to do so, while at the same time resulting in the likely 
eventual expiration of millions of unused ITINs. 

 
3. Answer is b. Larger businesses may appoint an agent under Internal Revenue Code section 

3504 to undertake the withholding, reporting and payment of federal employment taxes with 
regard to wages paid by the agent for the employer, as well as the agent's own employees. 
This is done using Form 2678, Employer/Payer Appointment of Agent. A section 3504 agent 
agrees to assume liability along with the employer for the employer's Social Security, 
Medicare and federal income tax withholding responsibilities.  

 
4. Answer is b. The Payroll Service Provider Agent prepares a separate return for each client 

using the client’s EIN. After employer/client signs the return, either the client or the PSP may 
file the return on paper. 

 
5. Answer is a. The IRS uses information reported on Forms W-2, Wage and Tax Statement, to 

identify employees with withholding compliance problems. In some cases, where a serious 
under-withholding problem is found to exist for a particular employee, the IRS may issue a 
notice (commonly referred to as a "lock-in-letter") to employer specifying the withholding 
rate and maximum number of withholding allowances permitted for a specific employee for 
purposes of calculating the required withholding. 
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Here is something true for tax preparers when trying to get more clients:  Tax preparers do not 
have the luxury afforded many other consultants of adopting the attitude that “the client is 
always right”. Tax professionals must meet the ethical standards of their profession when 
recommending tax return positions to clients. They must also comply with statutory standards to 
avoid tax preparer penalties. 

 

NEW REGULATIONS ON CIRCULAR 230 
 
The IRS released the final regulations governing practice before the Internal Revenue Service 
(IRS). These final regulations affect individuals who practice before the IRS. These final 
regulations modify the standards governing written advice and update other related provisions of 
the regulations. The final regulation T.D. 9668, RIN 1545-BF96 include “covered opinions” 
when providing written advice to clients 111 DTR G-5, 6/10/14.  
 
Minimum standards. Treasury and the IRS have consistently maintained that individuals subject 
to Circular 230 must meet minimum standards of conduct with respect to written tax advice, and 
those who do not should be subject to disciplinary action, including suspension or disbarment. In 
accordance with these principles, the regulations have been amended from time to time to 
address issues relating to tax opinions and written tax advice. These regulations modify the rules 
governing written tax advice as well as other related provisions of Circular 230 to ensure that 
practitioners meet certain standards of conduct when serving as representatives of persons before 
the IRS and modify the consequences of failing to meet those standards, such as the expedited 
suspension provisions. 
 
The changes. Like the proposed regulations, final §10.37 replaces the covered opinion rules with 
principles to which all practitioners must adhere when rendering written advice. Specifically, 
§10.37 states affirmatively the standards to which a practitioner must adhere when providing 
written advice on a Federal tax matter. Section 10.37 requires, among other things, that the 
practitioner base all written advice on reasonable factual and legal assumptions, exercise 
reasonable reliance, and consider all relevant facts that the practitioner knows or reasonably 
should know. A practitioner must also use reasonable efforts to identify and ascertain the facts 
relevant to written advice on a Federal tax matter. 
 
Section 10.37 in the practice. As under the proposed regulations, §10.37, unlike former §10.35, 
does not require that the practitioner describe in the written advice the relevant facts (including 
assumptions and representations), the application of the law to those facts, and the practitioner's 
conclusion with respect to the law and the facts. Rather, the scope of the engagement and the 
type and specificity of the advice sought by the client, in addition to all other appropriate facts 
and circumstances, are factors in determining the extent to which the relevant facts, application 
of the law to those facts, and the practitioner’s conclusion with respect to the law and the facts 
must be set forth in the written advice. 
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Tax matters in general. Under final §10.37(d), a Federal tax matter is any matter concerning the 
application or interpretation of (1) a revenue provision as defined in section 6110(i)(1)(B) of the 
Internal Revenue Code (Code), (2) any provision of law impacting a person’s obligations under 
the internal revenue laws and regulations, including but not limited to the person’s liability to 
pay tax or obligation to file returns, or (3) any other law or regulation administered by the IRS. 
The definition of Federal tax matter in the final regulations reflects the broad nature of advice 
rendered by Federal tax practitioners in today’s practice environment. 
 

AVOID CIRCULAR 230 DISCLAIMERS ON EMAILS OR LETTERS 
 
The IRS Office of Professional Responsibility (OPR) will send letters asking practitioners to stop 
using Circular 230 disclaimers saying the disclaimer is required. Many practitioners are using the 
following legend at the end of their written communication: ‘The Internal Revenue Service 
requires that I tell you,’ or ‘under Circular 230 I am obliged to say.’ 
 
According to the OPR this legend is taken from section 10.37 of Circular 230 and is a 
misstatement. The form or wording of the alternative disclaimer will be up to practitioners and 
they should not blame the IRS or OPR for their own comments. According to the OPR the 
government and practitioners have widely conceded that the former disclaimer had been 
rendered devoid of meaning after being used in all e-mailed communications, even in the context 
of arranging social meetings or other non-legal related matters. 
 
Replacing the old provision, and now of much more importance for practitioners, is the new 
Circular 230 Section 10.37 on due diligence governing written advice. The government 
deliberately structured it as a “principles-based regulation”. Practitioners are required to make 
reasonable factual and legal assumptions on their comments. The OPR has mentioned that 
practitioners need to put reasonable amounts of effort into ascertaining what the relevant facts 
and circumstances are with respect to what practitioner knows or should know. 
 
Not all written material will be considered relevant to the provisions of Section 10.37. For 
example, documents prepared for educational distribution or comments submitted to the 
government will not be targeted under the mentioned Circular 230 Section 10.37. On the other 
hand, the OPR indicates, “If it's some of the stuff when folks went out and spoke to large 
conventions of dentists and doctors and sold them tax shelters in the process, those written 
materials would constitute written advice under 10.37.” 
 

NEW TAX PREPRARER ONLINE DIRECTORY  
 
Tax preparers can now be listed in the IRS directory. The IRS launched a public directory of tax 
return preparers to help taxpayers find a tax professional with credentials and select 
qualifications to help them prepare their tax returns. . The searchable directory is located on 
IRS.gov.  
 
To be in this new directory tax professionals may be required to complete the new IRS Annual 
Filing Season Program and have current their PTINs.  
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Program participants are not included in the directory, nor are volunteer tax return preparers who 
offer free services. 
 
 
Tax preparers qualifications. Any tax professional with an IRS Preparer Tax Identification 
Number (PTIN) is authorized to prepare federal tax returns. However, tax professionals have 
differing levels of skills, education and expertise. 
 
An important difference in the types of practitioners is “representation rights.” Here is guidance 
on each credential and qualification: 
 
Unlimited representation rights: Enrolled agents, certified public accountants, and attorneys 
have unlimited representation rights before the IRS. Tax professionals with these credentials may 
represent their clients on any matters including audits, payment/collection issues, and appeals. 

 

• Enrolled Agents – Licensed by the IRS. Enrolled agents are subject to a suitability check 
and must pass a three-part Special Enrollment Examination, which is a comprehensive 
exam that requires them to demonstrate proficiency in federal tax planning, individual 
and business tax return preparation, and representation. They must complete 72 hours of 
continuing education every 3 years.  

 

• Certified Public Accountants – Licensed by state boards of accountancy, the District of 
Columbia, and U.S. territories. Certified public accountants have passed the Uniform 
CPA Examination. They have completed a study in accounting at a college or university 
and also met experience and good character requirements established by their respective 
boards of accountancy. In addition, CPAs must comply with ethical requirements and 
complete specified levels of continuing education in order to maintain an active CPA 
license. CPAs may offer a range of services; some CPAs specialize in tax preparation and 
planning. 

 

• Attorneys – Licensed by state courts, the District of Columbia or their designees, such as 
the state bar. Generally, they have earned a degree in law and passed a bar exam. 
Attorneys generally have on-going continuing education and professional character 
standards. Attorneys may offer a range of services; some attorneys specialize in tax 
preparation and planning. 

 

Limited representation rights. Preparers without one of the above credentials (also known as 
“unenrolled preparers”) have limited practice rights. They may only represent clients whose 
returns they prepared and signed, but only before revenue agents, customer service 
representatives, and similar IRS employees, including the Taxpayer Advocate Service. They 
cannot represent clients whose returns they did not prepare and they cannot represent clients 
regarding appeals or collection issues even if they did prepare the return in question. 
 

• Annual Filing Season Program Participants – This new voluntary program recognizes the 
efforts of return preparers who are generally not attorneys, certified public accountants, 
or enrolled agents. The IRS issues an Annual Filing Season Program Record of 
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Completion to return preparers who obtain a certain number of continuing education 
hours in preparation for a specific tax year. 

 

• PTIN Holders – Tax return preparers who have an active preparer tax identification 
number, but no professional credentials and do not participate in the annual filing season 
program, are authorized to prepare tax returns. In 2015 they also have limited 
representation rights. This is the final year this category will have limited representation 
rights. Beginning in 2016, only annual filing season program participants will have 
limited representation rights. Tax practitioners must make certain to enter their PTIN in 
every tax return they prepare for a fee. They are not required to enter it on the copy they 
provide to their client. 

 

NEW VOLUNTARY ANNUAL FILING SEASON PROGRAM  
 
For non-exempt. In 2014 started a new voluntary program for unregistered tax preprarers to be 
listed in the new IRS online directory. This new program aims to recognize the efforts of non-
credentialed return preparers who aspire to a higher level of professionalism. To qualify for the 
voluntary program tax preparers need to obtain 18 hours of continuing education every year. The 
18 hours are divided as follows: 
 

• Six (6) hour Annual Federal Tax Refresher (AFTR) course with a knowledge-based 
comprehension test administered at the end,  

• Ten (10) hours of other federal tax law topics and 
• Two (2) hours of ethics. 

 
By completing the annual program the tax practitioner will receive an Annual Filing Season 
Program – Record of Completion from the IRS. 
 
Ho to obtain the record of completion?  After PTIN renewal season begins in October of each 
year, a Record of Completion will be generated once all requirements have been met, including 
renewal of the PTIN and consent to the Circular 230 obligations. 
 
Tax preparers that have an online PTIN account, will receive an e-mail from 
TaxPro_PTIN@irs.gov with instructions on how to sign the Circular 230 consent and receive 
your certificate in their online secure mailbox. If tax practitioners do not have an online PTIN 
account, they will receive a letter with instructions for completing the application process and 
obtaining their certificate. 
 
For exempt there is a short course.  Anyone who passed the Registered Tax Return Preparer test 
offered between November 2011 and January 2013 only needs to meet their original 15 hour 
continuing education requirement each year to obtain an AFSP – Record of Completion. Those 
who passed the RTRP test and certain other recognized national and state tests are exempt from 
the Annual Federal Tax Refresher Course of six hours (6) with test. For these preparers the 
requirement is as follows: 
 

• Ten 10 federal tax law, 
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• Three (3) federal tax law updates, and  

• Two (2) ethics.  
 

Annual Continuing Education Program for Exempt and Non-Exempt 

Tax practitioner 
is: 

Filing Season AFTR credits: Tax Law credits: Federal Tax 
Law Credits: 

Ethics 
Credits: 

Total CE 
Credits: 

 
Non-Exempt 

 

2015 6  3 2 11 

2016 and 
beyond 

6  10 2 18 

 
Exempt 

 

2015  3 3 2 8 

2016 and 
beyond 

 3 10 2 15 

 

The program is voluntary. The Annual Filing Season Program is voluntary. Anyone with a 
preparer tax identification number (PTIN) can prepare tax returns for compensation, but 
continuing education is encouraged for all tax return preparers. 
 
Who is exempt? The following is a list of the tax practitioners that are able to obtain the Annual 
Filing Season Program Record of Completion without taking the six (6) hours of Annual Federal 
Tax Refresher course. These exempt practitioners can rather take only 15 (fifteen) hours of 
continuing education each year for federal purposes.  
 

• Anyone who passed the Registered Tax Return Preparer test administered by the IRS 
between November 2011 and January 2013.  

• Established state-based return preparer program participants currently with testing 
requirements: Return preparers who are active registrants of the Oregon Board of Tax 
Practitioners, California Tax Education Council, and/or Maryland State Board of 
Individual Tax Preparers. 

• SEE Part I Test-Passers: Tax practitioners who have passed the Special Enrollment Exam 
Part I within the past two years.    

• VITA volunteers: Quality reviewers and instructors with active PTINs. 

• Other accredited tax-focused credential-holders: The Accreditation Council for 
Accountancy and Taxation’s Accredited Business Accountant/Advisor (ABA) and 
Accredited Tax Preparer (ATP) programs. 

 

 

OUTLINES TO COME FOR MARIJUANA RETAILERS’ TAX RETURNS  
 
The IRS will release in 2015 tax guidance for practitioners that are preparing returns for 
Marijuana Retailers. The IRS will encourage tax practitioners to perform due diligence and stay 
on the right side of the law when dealing with this type of returns.  
 
The OPR will check the ethical practices for preparers in the growing number of states where 
marijuana is legal. The OPR has mentioned that they will stay away from the controlled 
substances issue and focus on what the tax courts have said.  
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In recent years, states such as Colorado and Washington have legalized recreational marijuana 
use, while California, Washington, D.C., and others have either decriminalized it or decided to 
allow it for medical use. Marijuana sales are still illegal under federal law, however. Because of 
federal anti-money laundering rules, banks are reluctant to service marijuana retailers, who in 
turn must operate their businesses mostly in cash. This can create a headache from a tax 
compliance perspective, making it difficult for businesses to use government services such as the 
Electronic Federal Tax Payment System.  
 
Much like banks, practitioners are concerned that preparing returns for marijuana growers could 
lead to legal trouble, Janeen Ryan, a member of the OPR council, said. “We were approached by 
people that are professionals and 230 legacy preparers and they said ‘we are concerned to even 
do their returns,” said Ryan.  
 
The IRS can't change Tax Code Section 280E, which prevents deductions or credits for expenses 
if a business is involved in the trafficking of controlled substances; that change requires 
congressional action. Until then, marijuana retailers are only able to deduct for the cost of goods 
sold, Ryan said. But the agency can issue a clarification that preparers' practices will not be 
affected. Section 280E, the part of the tax code causing the confusion, disallows deductions 
related to the sale of a schedule 1 or schedule 2 substance. Marijuana is a schedule 1 drug. 
 
In an OPR report, members of the advisory panel suggested that the IRS publish guidance 
clarifying that a tax professional will not be considered unethical, targeted for audit or 
considered in violation of Circular 230 rules solely for preparing a return for a marijuana 
business.  
 
Court actions in this field. A 2007 U.S. Tax Court decision known as CHAMP, Californians 
Helping to Alleviate Medical Problems, Inc. v. Commissioner, said that a medical marijuana 
dispensary could deduct expenditures that weren't directly linked to the substance (94 DTR K-1, 
5/16/07). 
 
Tax professionals will have to determine, based on the CHAMP case, which expenses can be 
deducted and which ones the taxpayer will “have to eat” until there are changes in the law, 
Hawkins said. Sen. Ron Wyden (D-Ore.) and Rep. Earl Blumenauer(D-Ore.) introduced a bill in 
April proposing an exemption to tax code Section 280E, which would allow marijuana-related 
businesses access to such tax benefits as small business deductions for payroll or remodeling, or 
to the Work Opportunity Tax Credit (69 DTR G-6, 4/10/15). 
 

THE DEPARTMENT OF JUSTICE 
 
The Judiciary Act of 1789 created the Office of the Attorney General which evolved over the 
years into the head of the Department of Justice and chief law enforcement officer of the Federal 
Government.  
 
The Department of Justice has a large list of agencies that work on specific areas to enforce the 
law and prevent potential threats. One of those agencies is focused in the Tax Division and is in 
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charge of enforcing the nation’s tax laws fully, fairly, and consistently, through both criminal 
and civil litigation. The agency of Tax matters is in charge of promoting voluntary compliance 
with the tax laws, maintain public confidence in the integrity of the tax system, and promote the 
sound development of the law. 
 
The Tax Division is divided in the following sections: 
 

• Civil trial section 

• Court of Federal claims section. This section defends all tax suits filed in the United 
States Court of Federal Claims. 

• Appellate section. Assist the United State Tax Court and other state courts.   

• Office of review. 

• Criminal enforcement section. This section investigates and prosecutes individuals and 
corporations that attempt to evade taxes, willfully fail to file returns, submit false tax 
forms, and otherwise attempt to defraud taxpayers. This section cooperates with the IRS 
Criminal Investigation and the Treasury Inspector General for Tax Administration. 

• Criminal appeals and tax enforcement policy section. 
 
The following are some law enforcements made from the Tax Division of the Department of 
Justice: 
 

• Dallas Physician and His Employee Arrested for Alleged $5.2 Million Medicare Fraud 
Scheme. A physician who ran a medical house call service business in Dallas, and an 
employee of that business were arrested on charges related to their alleged participation 
in a $5.2 million health care fraud scheme. 
 
Hector Molina, M.D., 51, of Irving, Texas, and Blanca Mata, 46, of Forney, Texas, were 
charged with one count of conspiracy to commit health care fraud.  Molina owned and 
operated Molina Medical Housecall Services in Dallas, and Mata was an employee of 
that business.  The indictment alleges that from approximately June 2012 through 
January 2015, Molina and Mata conspired to defraud Medicare by billing for home visits 
performed by Mata, who was not a physician, as if Molina had performed the home 
visits. An indictment is merely an allegation and defendants are presumed innocent 
unless and until proven guilty beyond a reasonable doubt in a court of law.  
 
Since its inception in March 2007, the Medicare Fraud Strike Force, now operating in 
nine cities across the country, has charged nearly 2,100 defendants who have collectively 
billed the Medicare program for more than $6.5 billion.  In addition, the HHS Centers for 
Medicare & Medicaid Services, working in conjunction with the HHS-OIG, are taking 
steps to increase accountability and decrease the presence of fraudulent providers. 

 

• Detroit residents sentenced for defrauding Internal Revenue Service with identities of 
deceased individuals.  Two Detroit residents were sentenced after pleading guilty to 
charges of wire fraud and aiding and abetting in the use of false identification.  
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According to court records, Adams and McAllen Knight participated in a scheme to 
defraud the United States by using the names and social security numbers of recently 
deceased individuals to prepare fraudulent tax returns.  They filed hundreds of fraudulent 
2010 tax returns.  The returns sought refunds by making false claims for the Earned 
Income Credit, Education Credits and the Making Work Pay Credit.  The returns were 
transmitted electronically, utilizing public access Internet connections from local hotels 
and coffee shops.  An Internet account registered to Adams was used to transmit 306 
fraudulent returns.  The refunds were directed to bank accounts that were established for 
the sole purpose of receiving the fraudulent refunds.  McAllen Knight caused some of 
these bank accounts to be opened by others to receive the deposits of the false tax 
refunds.  In the resolution each person that was found guilty was ordered to pay $410,949 
in restitutions.  

 

FRAUDULENT PRACTICES CAUGHT BY JUSTICE 
 

Tax preparers must ensure that every year they comply with the tax law to avoid problems in the 
present and in the future. The following are some cases that show how the fraudulent practices 
do not lead to anything. Many fraudulent individuals think that they can make money playing 
with their clients and with the tax authority but in reality they are playing with their work and 
their own future. Review the following cases to see that there is no way to get extra money for a 
client out of nowhere and that nobody can be the super tax preparer that finds tax credits that do 
not even exist.  
 
Tax Professionals should know the truth about those frivolous arguments. These include 
arguments that the income tax is unconstitutional, that taxes may be withheld as a protest against 
government programs, and arguments that taxpayers may obtain a refund of all Social Security 
taxes paid by waiving their right to Social Security benefits. The revenue rulings emphasize the 
adverse consequences to taxpayers who fail to file or fail to pay taxes based on an erroneous 
belief in any of these frivolous arguments. 
 
The courts have consistently rejected these arguments and imposed substantial penalties on those 
taking these unsupportable positions. The IRS continues to investigate promoters of frivolous 
arguments and to refer cases to the Department of Justice for criminal prosecution. In addition to 
tax and interest, taxpayers who file frivolous income tax returns face a $500 penalty, and may be 
subject to civil penalties of 20 or 75 percent of the underpaid tax. Those who pursue frivolous tax 
cases in the courts may face an additional penalty of up to $25,000. 
 
 

• Justice Department Seeks to Shut Down Florida Tax Return Preparer and Owner of Tax 
Preparation Business. The United States filed a civil injunction suit seeking to bar a 
Tampa, Florida, man from owning, operating or franchising a tax return preparation 
business and from preparing tax returns for others.  The complaint also requests that the 
court order the defendant to disgorge the fees that he obtained through alleged fraudulent 
tax return preparation. 
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The suit, which was filed in the U.S. District Court for the Middle District of Florida, 
alleges that Milot Odne owns and operates Rapid Tax 1, a tax return preparation business 
in the Tampa area.  According to the complaint, Odne was previously a franchisee 
of LBS Tax Services.  
 
The suit alleges that Odne targets primarily low-income customers with deceptive and 
misleading advertisements, prepares and files fraudulent tax returns to fraudulently 
increase his customers’ refunds, and profits through unconscionable and exorbitant fees 
— all at the expense of his customers and the U.S. Treasury. 
 
According to the suit, there is a “culture of greed” at Odne’s tax return preparation stores 
“that expressly promotes and encourages the preparation of false and fraudulent federal 
tax returns in order to maximize corporate and individual profits.”  The complaint alleges 
that Odne’s stores engage in fraudulent activity, including: 

 
o Falsely claiming the Earned Income Tax Credit; 
o Claiming improper filing status (i.e., head of household); 
o Fabricating businesses and related business income and expenses; 
o Fabricating itemized deductions on a Schedule A, including for unreimbursed  

employee business expenses, automobile expenses and charitable contributions; 
o Falsely claiming education credits to which customers are not entitled; 
o Improperly preparing returns based on paystubs rather than Forms W-2; and 
o Failing to provide customers with a copy of a competed tax return, as required. 

 
According to the complaint, the Internal Revenue Service (IRS) estimates that the tax loss 
resulting from these activities for the 2012, 2013 and 2014 tax years could be up to $35.5 
million or more. 
 
This lawsuit is one of several filed against former LBS Tax Services-related individuals, 
including Walner Gachette, Douglas Mesadieu, Jean Demesmin, Kerny Pierre-Louis, 
Demetrius Scott, Jason Stinson, Wilfrid Antoine, Tonya Chambers, Jehoakim Victor and 
Lauri Rodriguez.  In February 2015, a court barred Victor and Rodriquez from preparing 
tax returns for others and from owning or operating a tax return preparation business. 
 
Return preparer fraud is one of the IRS’s Dirty Dozen Tax Scams for 2015.  The IRS has 
some tips on its website for choosing a tax preparer, and has launched a free directory of 
federal tax preparers.  In the past decade, the Tax Division has obtained injunctions 
against hundreds of unscrupulous tax preparers and tax scheme promoters.  Information 
about these cases is available on the Justice Department’s website.  An alphabetical 
listing of persons enjoined from preparing returns and promoting tax schemes can be 
found on this page.  If you believe that one of the enjoined persons or businesses may be 
violating an injunction, please contact the Tax Division with details 

 

• Detroit Residents Sentenced for Defrauding Internal Revenue Service With Identities of 
Deceased Individuals. Two Detroit residents were sentenced after pleading guilty to 
charges of wire fraud and aiding and abetting in the use of false identification, Acting 



 

The Tax Institute 2015  | Ethics 10 

 

Continuing Education 

Assistant Attorney General Caroline D. Ciraolo of the Justice Department’s Tax 
Division, U.S. Attorney Barbara L. McQuade of the Eastern District of Michigan and 
Special Agent in Charge Jarod Koopman of Internal Revenue Service-Criminal 
Investigation (IRS-CI) announced today. 
McAllen Knight and Renita Adams were each sentenced to serve 18 months in prison by 
U.S. District Court Judge Avern Cohn of the Eastern District of Michigan.  Knight’s 
mother, sister and stepfather also pleaded guilty to wire fraud and aiding and abetting in 
the use of false identification.  Brenda Knight, Knight’s mother, and Adreann Turnage, 
Knight’s sister, were sentenced on April 14 to serve 24 and 18 months in prison, 
respectively.  Willie Watkins, Knight’s stepfather, was sentenced on April 29, 2014, to 
serve 30 months in prison.  All five defendants were ordered to pay $410,949 in 
restitution.    
 
According to court records, Adams and McAllen Knight participated in a scheme with 
Watkins, Brenda Knight and Adreann Turnage to defraud the United States by using the 
names and social security numbers of recently deceased individuals to prepare fraudulent 
tax returns.  They filed hundreds of fraudulent 2010 tax returns.  The returns sought 
refunds by making false claims for the Earned Income Credit, Education Credits and the 
Making Work Pay Credit.  The returns were transmitted electronically, utilizing public 
access Internet connections from local hotels and coffee shops.  An Internet account 
registered to Adams was used to transmit 306 fraudulent returns.  The refunds were 
directed to bank accounts that were established for the sole purpose of receiving the 
fraudulent refunds.  McAllen Knight caused some of these bank accounts to be opened by 
others to receive the deposits of the false tax refunds.  Adams helped distribute the 
proceeds of the fraudulently obtained tax refunds at the direction of her fellow 
participants and retained a portion of the proceeds for her own benefit. 
 
The investigation of this case was conducted by special agents of IRS-CI and prosecuted 
by Assistant U.S. Attorney Ross I. MacKenzie of the Eastern District of Michigan and 
Trial Attorney Kenneth Vert of the Tax Division. 
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Review Questions Section 1 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. Final regulations governing practice before the IRS affect individuals that are practicing 

before the IRS. The new regulations cover written tax advice to clients in tax matters. What 
is new regarding tax matters with the new regulation? 

 
a) Section 10.35 will cover the detailed tax matters of the new regulation. 
b) Under final section 10.37(d) a federal tax matter is any matter concerning the application 

or interpretation of a revenue provision. 
c) Under new section 10.37 a list of tax matters is offered for tax practitioners 
d) Section 10.37(d) remained the same for tax matters. 

 
2. The Annual Filing Season Program is a voluntary IRS program to encourage continuing 

education among tax practitioners. The program offers many benefits for tax preparer. From 
the following tax preparer, who is not going to qualify for the certificate of completion from 
the IRS? 

 
a) John is a tax preparer that is not required to complete any state continuing education 

requirement. He rather takes the 18 hours of the Annual Filing Season Program. 
b) Samantha is a tax preparer that takes 20 hours of continuing education every year to 

comply with her California continuing education requirement. 
c) Mike is a tax preparer that takes 15 hours of continuing education even though his state 

does not require him to pursue continuing education   
d) David is a tax preparer that takes 15 hours of continuing education every year even 

though he passed the competency test in 2012 
 
3. Tax preparers that are exempt from completing the Annual Federal Tax Refresher will be 

required to take one of the following courses: 
 

a) 20 hours of continuing education on Federal tax law topics 
b) 5 hours of continuing education on Federal tax law topics 
c) The complete Annual Filing Season Program 
d) 15 hours of continuing education on federal tax law 

 
4. Currently there is a case in the court regarding marijuana issues that would clarify how tax 

preparers will handle tax returns for the marijuana sector. The Tax Court ruled the following 
regarding Section 280E: 
a) Businesses can deduct the substance on their taxes 
b) Tax professionals are required to deduct the substance as a taxpayer’s expense 
c) Businesses in that sector could deduct expenses that were not directly linked to the 

substance 
d) None of the above 
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5. In Detroit the IRS and the Department of Justice took actions against two residents for using 
false identifications when preparing hundreds of tax returns. What actions were NOT taken 
against these individuals? 

 
a) They were sentenced to serve more than 18 months in prison. 
b) They were sentenced to pay $410,949 in restitutions. 
c) They received notices requiring them to amend all the fraudulent tax returns. 
d) None of the above 

 
   

Review Questions 1 – Answers and Discussion 

1. Answer b is correct.  Under final §10.37(d), a Federal tax matter is any matter concerning 
the application or interpretation of (1) a revenue provision as defined in section 6110(i)(1)(B) 
of the Internal Revenue Code (Code). Furthermore the new provision covers any provision of 
law impacting a person’s obligations under the internal revenue laws and regulations, 
including but not limited to the person’s liability to pay tax or obligation to file returns, or (3) 
any other law or regulation administered by the IRS. The definition of Federal tax matter in 
the final regulations reflects the broad nature of advice rendered by Federal tax practitioners 
in today’s practice environment. 

 

2. Answer c should be selected. Tax preparers are required to comply with federal or state 
continuing education requirements. If the State is not present then the federal requirement 
should be met. The following is a list of the tax practitioners that able to obtain the Annual 
Filing Season Program Record of Completion without taking the six (6) hours of Annual 
Federal Tax Refresher course. These exempt practitioners can rather take only 15 (fifteen) 
hours of continuing education each year for federal purposes.  

• Anyone who passed the Registered Tax Return Preparer test administered by the IRS 
between November 2011 and January 2013.  

• Established state-based return preparer program participants currently with testing 
requirements: Return preparers who are active registrants of the Oregon Board of Tax 
Practitioners, California Tax Education Council, and/or Maryland State Board of 
Individual Tax Preparers. 

 

3. Answer is d. The following is a list of the tax practitioners that able to obtain the Annual 
Filing Season Program Record of Completion without taking the six (6) hours of Annual 
Federal Tax Refresher course. These exempt practitioners can rather take only 15 (fifteen) 
hours of continuing education each year for federal purposes:  

• Anyone who passed the Registered Tax Return Preparer test. Return preparers who are 
active registrants of the Oregon Board of Tax Practitioners, California Tax Education 
Council, and/or Maryland State Board of Individual Tax Preparers. SEE Part I Test-
Passers. VITA volunteers: Quality reviewers and instructors with active PTINs. 
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4. Answer is b. A 2007 U.S. Tax Court decision known as CHAMP, Californians Helping to 
Alleviate Medical Problems, Inc. v. Commissioner, said that a medical marijuana dispensary 
could deduct expenditures that weren't directly linked to the substance (94 DTR K-1, 
5/16/07). Tax professionals will have to determine, based on the CHAMP case, which 
expenses can be deducted and which ones the taxpayer will “have to eat” until there are 
changes in the law 

 

5. Answer c is correct. Tax practitioners will not have the opportunity to amend their faults but 
rather will have to pay back. .  Brenda Knight, Knight’s mother, and Adreann Turnage, 
Knight’s sister, were sentenced on April 14 to serve 24 and 18 months in prison, 
respectively.  Willie Watkins, Knight’s stepfather, was sentenced on April 29, 2014, to serve 
30 months in prison.  All five defendants were ordered to pay $410,949 in restitution.  

 

 

 

What Would You Say? 

 

True or False? The filing of a tax return is voluntary.  

 

Some taxpayers assert that they are not required to file federal tax returns because the filing of a 
tax return is voluntary.  Proponents of this contention point to the fact that the IRS itself tells 
taxpayers in the Form 1040 instruction book that the tax system is voluntary.  Additionally, these 
taxpayers frequently quote Flora v. United States, 362 U.S. 145, 176 (1960), for the proposition 
that "[o]ur system of taxation is based upon voluntary assessment and payment, not upon 
distraint." 
 

What Does the Law Say? 

 

The word “voluntary,” as used in Flora in IRS publications, refers to our system of allowing 
taxpayers initially to determine the correct amount of tax and complete the appropriate returns, 
rather than have the government determine tax for them from the outset.  The requirement to file 
an income tax return is not voluntary and is clearly set forth in sections 6011(a), 6012(a), et seq., 
and 6072(a) of the Internal Revenue Code.   
 
Any taxpayer who has received more than a statutorily determined amount of gross income is 
obligated to file a return.  Failure to file a tax return could subject the non-complying individual 
to criminal penalties, including fines and imprisonment, as well as civil penalties.  “Although 
Treasury regulations establish voluntary compliance as the general method of income tax 
collection, Congress gave the Secretary of the Treasury the power to enforce the income tax laws 
through involuntary collection . . . .  The IRS’ efforts to obtain compliance with the tax laws are 
entirely proper.”  United States v. Tedder, 787 F.2d 540, 542 (10th Cir. 1986).  The IRS warned 
taxpayers of the consequences of making this frivolous argument.  Rev. Rul. 2007-20, 2007-1 
C.B. 863. 
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What Were the Results? 

 
United States v. Tedder, 787 F.2d 540, 542 (10th Cir. 1986) – the court upheld a conviction for 
willfully failing to file a return, stating that the premise “that the tax system is somehow 
‘voluntary’ . . . is incorrect.” 
 
United States v. Richards, 723 F.2d 646, 648 (8th Cir. 1983) – the court upheld conviction and 
fines imposed for willfully failing to file tax returns, stating that the claim that filing a tax return 
is voluntary “was rejected in 
 
Woods v. Commissioner, 91 T.C. 88, 90 (1988) – the court rejected the claim that reporting 
income taxes is strictly voluntary, referring to it as a “‘tax protester’ type” argument, and found 
Woods liable for the penalty for failure to file a return. 
 

What Would You Say? 

 

True or False? Taxpayers can refuse to pay income taxes on religious or moral grounds by 

invoking the First Amendment. 

 

Some individuals or groups claim that taxpayers may refuse to pay federal income taxes based 
on their religious or moral beliefs or an objection to the use of taxes to fund certain government 
programs.  These persons mistakenly invoke the First Amendment in support of this frivolous 
position. 
 
What Does the Law Say? The First Amendment to the United States Constitution provides that 
“Congress shall make no law respecting an establishment of religion, or prohibiting the free 
exercise thereof; or abridging the freedom of speech, or of the press; or the right of the people 
peaceably to assemble, and to petition the Government for a redress of grievances.”  The First 
Amendment, however, does not provide a right to refuse to pay income taxes on religious or 
moral grounds, or because taxes are used to fund government programs opposed by the 
taxpayer.  The First Amendment does not protect commercial speech or speech that aids or 
incites taxpayers to unlawfully refuse to pay federal income taxes, including speech that 
promotes abusive tax avoidance schemes. 
 
What Were the Results? United States v. Ramsey, 992 F.2d 831, 833 (8th Cir. 1993) – the 
court rejected Ramsey’s argument that filing federal income tax returns and paying federal 
income taxes violates his pacifist religious beliefs and stated that Ramsey “has no First 
Amendment right to avoid federal income taxes on religious grounds.” 
 
Wall v. United States, 756 F.2d 52 (8th Cir. 1985) – the court upheld the imposition of a $500 
frivolous return penalty against Wall for taking a “war tax deduction” on his federal income tax 
return based on his religious convictions and stated the “necessities of revenue collection through 
a sound tax system raise governmental interests sufficiently compelling to outweigh the free 
exercise rights of those who find the tax objectionable on bona fide religious grounds.” 
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United States v. Peister, 631 F.2d 658, 665 (10th Cir. 1980), cert. denied, 449 U.S. 1126 (1981) – 
the court rejected Peister’s argument that he was exempt from income tax based on his vow of 
poverty after he became the minister of a church he formed and found his First Amendment right 
to freedom of religion was not violated. 
 

PTIN INFORMATION AND THE FREEDOM OF INFORMATION ACT  
 
The Freedom of Information Act (FOIA), enacted in 1966, gives any person the right to access 
federal agency records, unless the information is protected from public disclosure by one of nine 
exemptions. FOIA authorizes government agencies to recover the cost of complying with a 
FOIA request. 
 
Under FOIA, certain information submitted to the IRS by an individual applying for a preparer 
tax identification number (PTIN) must be disclosed by the IRS under FOIA, and the individual 
cannot opt out of the disclosure. 
The PTIN holder information subject to public disclosure includes: 
 

• Name 
• Business name 
• Business website address 
• Business phone number 
• Business mailing address – Either a physical address or a P.O. Box is acceptable as a 

business address. 
• Email address – Any valid email address that you check regularly for PTIN 

communications is acceptable. 
• Professional credentials 

 

Identity Theft problems while waiting for a Federal Refund  

 
The IRS is working to speed up and further streamline identity theft case resolution to help 
innocent taxpayers. 
 
The IRS more than doubled the level of employees dedicated to working identity theft cases 
between 2011 and 2012.  
 
These are extremely complex cases to resolve, frequently touching on multiple issues and 
multiple tax years. Cases of resolving identity can be complicated by the thieves themselves 
calling in. Due to the complexity of the situation, this is a time-consuming process. Taxpayers 
are likely to see their refunds delayed for an extended period of time while the IRS takes the 
necessary actions to resolve the matter. A typical case can take about 180 days to resolve, and 
the IRS is working to reduce that time period. 
 
While the identity theft cases are being worked, the IRS also reminds victims that they need to 
continue to file their tax returns during this period. 
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Monetary Sanctions for Tax Return Preparers – New Right of the Office of Professional 

Responsibility  

 
The IRS Office of Professional Responsibility is close to announcing the imposition of monetary 
sanctions under Circular 230.  
 
OPR is examining firm culture because it has seen several examples in which there is a 
"lackadaisical attitude" about following rules. This is what the director of the OPR, Hawkins 
said.  
 
The monetary sanction is a viable penalty to use against individuals who are not subject to 
Circular 230, for example at firms that have non-practitioners either owning the business or 
supervising Circular 230 practitioners. The director mentioned that they “are anticipating, at least 
in 2013 sometime, being in the position to announce that we have imposed monetary sanctions 
on more than one occasion," Hawkins said at the Standards of Tax Practice session of the 
American Bar Association Section of Taxation meeting in Orlando, Fla. Hawkins also 
announced that she will remain at OPR beyond her original four-year term and "for the 
foreseeable future." 
 
One recent OPR sanction broke new ground in that it disbarred an unenrolled return preparer, 
Hawkins said. Circular 230 section 10.8(c) covers preparers who prepare documents related to a 
taxpayer's liability. "We are using [that section] to pursue discipline against unenrolled, 
unlicensed return preparers irrespective of their [preparer tax identification number] status, 
irrespective of whether they have taken and passed the registered return preparer exam," she 
said. 
 
OPR has been working more closely with the Justice Department in the latter's efforts to get 
injunctions in preparer penalty cases, Hawkins said. "I welcome those opportunities; I think that 
they are very efficient and a good use of resources," she said, adding that they help the 
practitioner get closure concurrently for all issues the government might pursue. "I think you will 
be seeing more and more of these." 
 
OPR investigations into practitioners' nonpayment of personal taxes now routinely look for 
patterns of willful conduct, Hawkins said. "We are looking more carefully now at what that 
nonpayment might suggest," she said, adding that multiple years of large nonpayments or failure 
to file quarterly estimates for self-employed individuals might indicate a pattern "that constitutes 
willful evasion of assessment or willful evasion of payment." 
 
In several cases in the pipeline, OPR is pleading those charges based on the underlying conduct 
and behavior of the practitioner over a period of time, Hawkins said. Patterns in those cases show 
that "the failure to file is a deliberate attempt to obfuscate the amounts of income that the 
practitioner is earning," Hawkins said. 
 
The tax bar has praised the proposed removal of Circular section 10.35 covered opinion 
standards. Many practitioners, as well as the government, are frustrated that firms have adopted 
blanket disclaimers regarding taxpayers' ability to rely on some communications -- particularly 
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general e-mails -- despite the requirements of the rules. The continued use of repudiatory jurats 
following the adoption of the proposed rules will mean that practitioners who continue to use 
them are "clearly misstating the rules," Hawkins said. Those practitioners may be violating due 
diligence requirements to correctly offer advice, she said, adding, "I get a little frustrated at 
people focusing on the head of the pin without remembering that there is a whole piece of cloth 
behind it." 
 
In its investigations, OPR proceeds based on the facts involved, Hawkins said. "Where we get [a 
referral] with some complicated behavior, we're going to spend some time with it, particularly 
where there are allegations of taxpayer harm or harm to the system," she said. OPR takes a 
careful look in those situations because it doesn't want to leap to conclusions about the level of 
misconduct, and it wants to give practitioners a chance to explain themselves, she said. 
 

Understanding a Federal Tax Lien 

 
A federal tax lien is the government’s legal claim against someone’s property when that person 
neglects or fails to pay a tax debt. The lien protects the government’s interest in all person’s 
property, including real estate, personal property and financial assets. A federal tax lien exists 
after the IRS: 
 

• Assesses individual’s liability; 
• Sends bills that explains how much is owed (Notice and Demand for Payment); and 
• The individual neglects or refuses to fully pay the debt in time. 

 
The IRS files a public document, the Notice of Federal Tax Lien, to alert creditors that the 
government has a legal right to the individual’s property. 

 

How to Get Rid of a Lien 

 
Paying the tax debt in full is the best way to get rid of a federal tax lien. The IRS releases the lien 
within 30 days after the payment have being made for the tax debt. 

 

Options: When conditions are in the best interest of both the government and the taxpayer, other 
options for reducing the impact of a lien exist. 
 

• Discharge of property — Allows property to be sold free of the lien. The seller or buyer 
can submit Publication 783, Instructions on How to Apply for Certificate of Discharge 
From Federal Tax Lien  

• Subordination — Does not remove the lien, but allows other creditors to move ahead of 
the IRS, which may make it easier to get a loan or mortgage. Publication 784, 
Instructions on How to Apply for a Certificate of Subordination of Federal Tax Lien is a 
useful tool in this case. 

• Withdrawal — Removes the public notice and assures that the IRS is not competing 
with other creditors for your property. If applying for a withdrawal, use Form 12277, 
Application for the Withdrawal of Filed Form 668(Y), Notice of Federal Tax Lien. 
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How a Lien Affects  

 
• Assets — A lien attaches to all of the individual assets (such as property, securities, 

vehicles) and to future assets acquired during the duration of the lien. 
• Credit — Once the IRS files a Notice of Federal Tax Lien, it may limit the individual 

ability to get credit. 
• Business — The lien attaches to all business property and to all rights to business 

property, including accounts receivable. 
• Bankruptcy — If the individual files for bankruptcy, the tax debt, lien, and Notice of 

Federal Tax Lien may continue after the bankruptcy. 

 

Avoid a Lien 

 
An Individual can avoid a federal tax lien by simply filing and paying all your taxes in full and 
on time. If they can’t file or pay on time, they don’t have to ignore the letters or correspondence 
from the IRS. If they can’t pay the full amount owed, payment options are available to help settle 
the tax debt over time. 

 

Lien vs. Levy 

 
A lien is not a levy. A lien secures the government’s interest in an individual’s property when 
they don’t pay the tax debt. A levy actually takes the property to pay the tax debt. If an 
individual does not pay or make arrangements to settle the tax debt, the IRS can levy, seize and 
sell any type of real or personal property that is own or have an interest in. 

 

CAF NUMBER 

 
Accountants, Attorneys, enrolled agents or other representatives from whom a taxpayer has 
requested assistance on tax problems submit inquiries to IRS. The third party expects a reply to 
the inquiries so that problems can be explained to the taxpayer. To authorize this third party 
reply, the representative may submit a Form 2848, Power of Attorney and Declaration of 
Representative, or Form 8821, Tax Information Authorization. 
 
A CAF number is assigned to a tax practitioner when a Form 2848 or Form 8821 is filed. This 
number represents a file that contains information regarding the type of authorization that 
taxpayers have given representatives for the various modules within their accounts. If you are a 
tax practitioner who has previously been assigned a CAF number but cannot locate the number, 
call the Practitioner Priority Service, who will mail your CAF number to you. 

 

What Is a Power of Attorney? 

 
A power of attorney is a taxpayer’s written authorization for an individual to act on taxpayer’s 
behalf in tax matters. If the authorization is not limited, the individual can generally perform all 
acts that taxpayer can perform. The authority granted to an unenrolled preparer cannot exceed 
that allowed under the special rules of limited practice described in Publication 470.  
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Acts performed.   Any representative, other than an unenrolled preparer, can usually perform 
the following acts.  
 

• Represent the taxpayer before any office of the IRS. 
 

• Record the interview. 
 

• Sign an offer or a waiver of restriction on assessment or collection of a tax deficiency, or 
a waiver of notice of disallowance of claim for credit or refund. 

 

• Sign a consent to extend the statutory time period for assessment or collection of a tax. 
 

• Sign a closing agreement. 
 

• Receive, but not endorse or cash, a refund check drawn on the U.S. Treasury. Taxpayer 
must specifically initial Form 2848 showing the name of the individual designated to 
receive the refund check. However, if the taxpayer’s representative is permitted to 
practice before the IRS, he or she cannot be authorized to endorse or otherwise cash the 
refund check.  

 

Signing the return.   The representative named under a power of attorney is not permitted to 
sign the taxpayer’s personal income tax return unless both of the following are true:  
 
 

1. The signature is permitted under the Internal Revenue Code and the related regulations 
(see section 1.6012-1(a)(5) of the Income Tax Regulations). 

 
2. Taxpayer specifically authorize this in the power of attorney. 

 
For example, the regulation permits a representative to sign taxpayer’s return if they are unable 
to sign the return for any of the following reasons. 
 

� Disease or injury. 
� Continuous absence from the United States (including Puerto Rico) for a period of at 

least 60 days prior to the date required by law for filing the return.  
� Other good cause if specific permission is requested of and granted by the IRS. 

 
When a return is signed by a representative, it must be accompanied by a power of attorney (or 
copy) authorizing the representative to sign the return.  

 

Limitation on substitution or delegation.   The recognized representative can substitute or 
delegate authority under the power of attorney to another recognized representative only if the 
act is specifically authorized under the power of attorney.  
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After a substitution has been made, only the newly recognized representative will be recognized 
as the taxpayer's representative. If a delegation of power has been made, both the original and the 
delegated representative will be recognized by the IRS to represent the taxpayer.  

 

Disclosure of returns to a third party.   A representative cannot execute consents that will 
allow the IRS to disclose tax return or return information to a third party unless this authority is 
specifically delegated to the representative on line 5 of Form 2848.  

 

Incapacity or Incompetency.   A power of attorney is generally terminated if the taxpayer 
becomes incapacitated or incompetent.  
 
The power of attorney can continue, however, in the case of your incapacity or incompetency if 
you authorize this on the Form 2848.  

PTIN REQUIRED FOR FILING OTHER FORMS 
 
The IRS will reexamine the necessity of requiring Preparer Tax Identification Numbers for filing 
some forms in the employee benefits area. This review is taking part because of feedback from 
practitioners and various divisions within the IRS.  

 
Specifically, Forms 5309, Application for Determination of Employee Stock Ownership Plan, 
and Form 5330, Return of Excise Taxes Related to Employee Benefit Plans, are being 
reconsidered. Those forms currently require a paid preparer to have a PTIN, but may not in the 
future.  
 
The advice from the Office of Professional Responsibility for those practitioners who practice 
exclusively in those areas that require forms 5309 and 5330 is to wait as long as possible to 
renew their PTINs. "You might want to hold off and see if the IRS can be fast enough about 
getting a notice out before December”. 
 

TAX PREPARER PENALTIES 
 

IRC § 6694 – Understatement of taxpayer’s liability by tax return preparer. 

IRC § 6694(a) – Understatement due to unreasonable positions.  The penalty is the greater of 
$1,000 or 50% of the income derived by the tax return preparer with respect to the return or 
claim for refund. 
IRC § 6694(b) – Understatement due to willful or reckless conduct.  The penalty is the greater of 
$5,000 or 50% of the income derived by the tax return preparer with respect to the return or 
claim for refund. 

 

IRC § 6695 – Other assessable penalties with respect to the preparation of tax returns for 

other persons. 

IRC § 6695(a) – Failure to furnish copy to taxpayer.  The penalty is $50 for each failure to 
comply with IRC § 6107 regarding furnishing a copy of a return or claim to a taxpayer. The 
maximum penalty imposed on any tax return preparer shall not exceed $25,000 in a calendar 
year. 
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IRC § 6695(b) – Failure to sign return.  The penalty is $50 for each failure to sign a return or 
claim for refund as required by regulations.  The maximum penalty imposed on any tax return 
preparer shall not exceed $25,000 in a calendar year. 
IRC § 6695(c) – Failure to furnish identifying number.  The penalty is $50 for each failure to 
comply with IRC § 6109(a)(4) regarding furnishing an identifying number on a return or 
claim.  The maximum penalty imposed on any tax return preparer shall not exceed $25,000 in a 
calendar year. 
IRC § 6695(d) – Failure to retain copy or list.  The penalty is $50 for each failure to comply with 
IRC § 6107(b) regarding retaining a copy or list of a return or claim.  The maximum penalty 
imposed on any tax return preparer shall not exceed $25,000 in a return period. 
IRC § 6695(e) – Failure to file correct information returns.  The penalty is $50 for each failure to 
comply with IRC § 6060.  The maximum penalty imposed on any tax return preparer shall not 
exceed $25,000 in a return period. 
IRC § 6695(f) – Negotiation of check.  The penalty is $500 for a tax return preparer who 
endorses or negotiates any check made in respect of taxes imposed by Title 26 which is issued to 
a taxpayer. 
IRC § 6695(g) – Failure to be diligent in determining eligibility for earned income credit.  The 
penalty is $500 for each failure to comply with the EIC due diligence requirements imposed in 
regulations. 

 

IRC § 6700 – Promoting abusive tax shelters  

The penalty is for a promoter of an abusive tax shelter and is generally equal to $1,000 for each 
organization or sale of an abusive plan or arrangement  (or, if lesser, 100 percent of the income 
derived from the activity).  

 

IRC § 6701 – Penalties for aiding and abetting understatement of tax liability. 

The penalty is $1000 ($10,000 if the conduct relates to a corporation’s tax return) for aiding and 
abetting in an understatement of a tax liability.  Any person subject to the penalty shall be 
penalized only once for documents relating to the same taxpayer for a single tax period or 
event.   

IRC § 6713 – Disclosure or use of information by preparers of returns. 

The penalty is $250 for each  unauthorized disclosure or use of information furnished for, or in 
connection with, the preparation of a return.  The maximum penalty on any person shall not 
exceed $10,000 in a calendar year. 

 

IRC § 7206 – Fraud and false statements. 

Guilty of a felony and, upon conviction, a fine of not more than $100,000 ($500,000 in the case 
of a corporation), imprisonment of not more than three years, or both (together with the costs of 
prosecution). 

 

IRC § 7207 – Fraudulent returns, statements, or other documents. 

Guilty of a misdemeanor and, upon conviction, a fine of not more than $10,000 ($50,000 in the 
case of a corporation), imprisonment of not more than one year, or both. 

 

IRC § 7216 – Disclosure or use of information by preparers of returns.  
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Guilty of a misdemeanor for knowingly or recklessly disclosing information furnished in 
connection with a tax return or using such information for any purpose other than preparing or 
assisting in the preparation of such return.  Upon conviction, a fine of not more than $1,000, 
imprisonment for not more than 1 year, or both (together with the costs of prosecution). 

 

IRC § 7407 – Action to enjoin tax return preparers. 

A federal district court may enjoin a tax return preparer from engaging in certain proscribed 
conduct, or in extreme cases, from continuing to act as a tax return preparer altogether. 

 

IRC § 7408 – Action to enjoin specified conduct related to tax shelters and reportable 

transactions 

A federal district court may enjoin a person from engaging in certain proscribed conduct 
(including any action, or failure to take action, which is in violation of Circular 230).   
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Review Questions Section 2 

 
Read and answer the following review questions. The correct answers are found on the next page 

with an explanation to strengthen up your knowledge. Note: This is not part of your Final Test 

 

 
1. From the case of Flora v United States there are many important tax lessons, from this case 

what is true regarding the resolution in the case?  
 

a) Taxpayers are not required to file federal tax return because filing of a tax return is 
voluntary. 

b) IRS itself tells taxpayers in the Form 1040 instruction book that the tax system is 
voluntary. 

c) The word “voluntary” used in IRS publications refers to our system of allowing taxpayers 
initially to determine the correct amount of tax. 

d) The requirement to file an income tax return is not voluntary and is set forth in the 
Internal Revenue Code. 

 
True or False 
2. A CAF number will represent the file that contains the taxpayer’s information and accounts 

that the representative can discuss with the IRS 
 

a) True  
b) False 

 
3. What of the following authorizations is included under a Power of Attorney: 
 

a) Representative can endorse taxpayer’s refund check 
b) Representative can cash taxpayer’s refund check 
c) Sign a closing agreement 
d) None of the above 

 
4. Taxpayers that do not provide their identifying number on a return or claim will face the 

following penalty: 
 

a) $500 for each failure to comply 
b) $1500 for each failure to comply 
c) $25,000 for each failure to comply 
d) Up to $25,000 in a calendar year 

 
5. Individuals that promote an abusive tax plan or arrangement will face the following penalty:  
 

a) 100% of the income derived from the illegal activity 
b) $1,000 for organization or sale of an abusive plan 
c) a and b 
d) None of the above 
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Review Questions 2 – Answers and Discussion 

 
1. Answer is a. A CAF number is assigned to a tax practitioner when a Form 2848 or Form 

8821 is filed. This number represents a file that contains information regarding the type of 
authorization that taxpayers have given representatives for the various modules within their 
accounts. 
 

2. Answer d is correct. Flora v. United States, 362 U.S. 145, 176 (1960), for the proposition 
that "[o]ur system of taxation is based upon voluntary assessment and payment, not upon 
distraint." The requirement to file an income tax return is not voluntary and is clearly set 
forth in sections 6011(a), 6012(a), et seq., and 6072(a) of the Internal Revenue Code.  
 

3. Answer is c. Any representative, other than an unenrolled preparer, can usually perform the 
following acts.  

• Represent the taxpayer before any office of the IRS. 

• Record the interview. 

• Sign an offer or a waiver of restriction on assessment or collection of a tax deficiency, or 
a waiver of notice of disallowance of claim for credit or refund. 

• Sign a consent to extend the statutory time period for assessment or collection of a tax. 

• Sign a closing agreement. 
 
4. Answer is d. IRC § 6695(c) – Failure to furnish identifying number.  The penalty is $50 for 

each failure to comply with IRC § 6109(a)(4) regarding furnishing an identifying number on 
a return or claim.  The maximum penalty imposed on any tax return preparer shall not exceed 
$25,000 in a calendar year. 

 
5. Answer is c. The penalty is for a promoter of an abusive tax shelter and is generally equal to 

$1,000 for each organization or sale of an abusive plan or arrangement  (or, if lesser, 100 
percent of the income derived from the activity).  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


