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Important Reminders 
Employer-provided transportation.  The
value of employer-provided transportation,
such as a vanpool, transit pass, or qualified
parking, can be excluded from an employee’s
gross income up to certain limits. See Fringe
Benefits, later.

Energy conservation subsidies.  You can
exclude from gross income part or all of the
value of any subsidy provided by a public utility
for the purchase or installation of an energy
conservation measure. See Energy conserva-
tion subsidies, later.

Refund of mortgage interest.  If you re-
ceived a refund of interest you paid on a mort-
gage in an earlier year, and you itemized your
deductions in that year, you may have to in-
clude all or part of the refund in income. See
Recoveries, later.



If you are not an employee, you are proba-Miscellaneous
bly self-employed and must include the pay-Introduction Compensation ments you receive on Schedule C (Form

This publication discusses many kinds of in- This section explains many types of employee 1040), Profit or Loss From Business, or
come you may receive and explains whether compensation. The subjects are arranged in Schedule C-EZ (Form 1040), Net Profit From
they are taxable or nontaxable. Generally, in- alphabetical order followed by Restricted Business, if you qualify.
come is taxable unless it is specifically ex- Property Received for Services, which is ex-
empted by law. It may be in the form of money, plained in greater detail. Government cost-of-living allowances. property, or services.

These allowances are generally not includedIncome that is taxable must be reported on Advance commissions and other earnings. in the income of federal civilian employees, in-your return and is subject to tax. Income that is If you receive advance commissions or other cluding federal court employees, stationed innontaxable may have to be shown on your tax amounts for services to be performed in the Alaska, Hawaii, or elsewhere outside the 48return, but is not subject to tax. future, and you are a cash method taxpayer, contiguous states or the District of Columbia.The publication includes discussions on you must include these amounts in your in- Allowances and differentials that increaseemployee wages, fringe benefits and disability come in the year you receive them. your basic pay as an incentive for taking a lesspayments, and income from bartering, part- If you repay unearned commissions or
desirable post of duty are part of your compen-nerships, S corporations, and royalties. It also other amounts in the same year in which you
sation and must be included in income. For ex-includes information on life insurance pro- received them, reduce the amount to include
ample, your compensation includes Foreignceeds as well as welfare and other public as- in your income by the repayment. However, if
Post, Foreign Service, and Overseas Tropicalsistance benefits. you repay the unearned commissions or other
differentials. For more information, get Publi-amounts in a later tax year, you can deduct the
cation 516, Tax Information for U.S. Govern-repayment as an itemized deduction on yourUseful Items
ment Civilian Employees Stationed Abroad.Schedule A (Form 1040), or you may be ableYou may want to see:

Cost-of-living allowances paid to Redto take a credit for that year. See Repayments,
Cross staff members stationed outside the 48later.Publication
contiguous states and the District of Columbia

□ 520 Scholarships and Fellowships are included in salary or wages.Back pay awards. Amounts you are awarded
□ 523 Selling Your Home in a settlement or judgment for back pay, in-

Holiday gifts.  If your employer gives you acluding unpaid life insurance premiums and□ 527 Residential Rental Property
turkey, ham, or other item of nominal value atunpaid health insurance premiums, are in-

□ 550 Investment Income and Expenses Christmas or other holidays, the value of thecluded in your gross income. They should be
gift is not income. However, if your employerreported to you by your employer on Form W–□ 564 Mutual Fund Distributions
gives you cash, a gift certificate, or a similar2, Wage and Tax Statement.

□ 575 Pension and Annuity Income item that you can easily exchange for cash,
(Including Simplified General Rule) the value of the gift is extra salary or wages re-Bonuses and awards.  Amounts paid to you

□ 915 Social Security and Equivalent gardless of the amount involved.for outstanding work, such as bonuses or
Railroad Retirement Benefits awards, are income and should be shown on

your Form W–2. These include prizes such as Interview expenses. If an employer asks you
Ordering publications and forms.  To order vacation trips for meeting sales goals. If a to appear for an interview and either pays you
free publications and forms, call 1–800–TAX– prize or award is in goods or services, you an allowance or reimburses you for your trans-
FORM (1–800–829–3676). If you have access must include the fair market value of the portation and other travel expenses, you in-
to TDD equipment, you can call 1–800–829– goods or services in your income. However, if clude in income on line 21, Form 1040, only
4059. See your tax package for the hours of your employer merely promises to pay you a the amount you receive that is more than your
operation. You can also write to the IRS Forms bonus or award at some future time, it is not actual expenses.
Distribution Center nearest you. Check your taxable until you receive it or it is made availa-
income tax package for the address. ble to you. If you receive an award for length of Pension and annuity contributions.  Gener-

If you have access to a personal computer service or safety achievement, see Employee
ally, you cannot exclude from income amounts

and a modem, you can also get many forms achievement awards under Income Not
you pay into a pension plan through payrolland publications electronically. See How To Taxed, later.
deductions.Get Forms and Publications in your income tax

Contributions to Federal Thrift Savingspackage for details. Child-care providers.  If you provide child
Fund.  Federal employees can choose tocare, either in the child’s home or in your home
make contributions from their salaries to theAsking tax questions.  You can call the IRS or other place of business, the pay you receive
Federal Thrift Savings Fund. Contributions arewith your tax question Monday through Friday must be included in your income. If you pro-
not included in income. Your salary before theduring regular business hours. Check your vide the care in the child’s home, you may be
contributions are taken out is used for pur-telephone book for the local number or you an employee. If you provide the care in your
poses of figuring social security and Medicarecan call 1–800–829–1040 (1–800–829–4059 home or other place of business, you may or
taxes and benefits. Payments from the fundfor TDD users). may not be an employee. You are an em-
are taxable as a distribution from a qualifiedployee if you are subject to the will and control
pension or annuity plan.of your employer as to what you are to do and

Employer’s contributions to qualifiedhow you are to do it.
plan.  Generally, your employer’s contribu-Employee Babysitting.  The rules for child-care prov-
tions to a qualified pension plan for you are notiders also apply to anyone who periodically ba-Compensation included in income at the time contributed.bysits for relatives or neighborhood children.
However, employer contributions that areGenerally, you must include in gross income If you are an employee, you should receive
made out of funds that would otherwise haveeverything you receive in payment for per- a Form W–2 if your pay is subject to social se-
been paid to you as salary, except that you en-sonal services. In addition to wages, salaries, curity and Medicare taxes or would be subject
tered into a salary reduction agreement withcommissions, fees, and tips, this includes to the withholding of income tax if one exemp-
your employer (elective deferrals), are ex-other forms of compensation such as fringe tion was claimed. Include your pay on line 7 of
cluded from income only up to a limit.benefits and stock options. Check the index at Form 1040 or Form 1040A, or on line 1 of

For 1995, you cannot set aside more thanthe end of this publication for the location of a Form 1040EZ, even if you do not receive a
specific subject. Form W–2. a total of $9,240 for all elective deferrals. If you
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set aside more than $9,240, the excess is in- must be reported with your other salaries and tax, or savings bonds are considered received
wages. by you. They will be included on your Form W–cluded in your gross income that year. Contri-

Accrued leave payment.  If you are a fed- 2 in the year they were withheld. The samebutions to tax-sheltered annuities are subject
eral employee and receive a lump-sum pay- generally is true of amounts withheld for taxa-to a higher limit. Get Publication 571, Tax-
ment for accrued annual leave when you retire ble fringe benefits, pensions, insurance, unionSheltered Annuity Programs for Employees of
or resign, this amount will be shown on your dues, and other assessments, as discussedPublic Schools and Certain Tax-Exempt
Form W–2. later in this publication. For more informationOrganizations.

If you resign from one agency and are on income tax withholding, get PublicationThe cost of life insurance coverage in-
reemployed by another agency, you may have 505, Tax Withholding and Estimated Tax.cluded in an employer’s plan may be income if
to repay part of your lump-sum annual leave If your employer uses your wages to paythe proceeds of the policy are payable directly
payment to the second agency. You can re- your debts, or if your wages are attached oror indirectly to your beneficiary. See Group
duce gross wages by the amount you repaid in garnisheed, the full amount is considered re-Life Insurance Premiums, later, under Fringe
the same tax year in which you received it. You ceived by you. Also included in your wages areBenefits.
should attach to your tax return a copy of the fines or penalties withheld from your pay.Amounts actually distributed or made
receipt or statement given to you by theavailable to you generally are taxable, unless
agency to which you make repayment to ex- Work-training programs.  If you are enrolledthey are eligible for a tax-free rollover and are
plain the difference between the wages on in a state or local work-training program underrolled over (normally, within 60 days after re-
your return and the wages on your Forms W–2. the Economic Opportunity Act of 1964, pay-ceipt) to another qualified plan or to an individ-

Employer-provided outplacement ser- ments you receive as compensation for ser-ual retirement account or annuity. If you elect
vices.  If you receive employer-provided out- vices are wages.an eligible rollover distribution to be paid di-
placement services, such as training in re-rectly to you (even if you plan to roll over the
sumé writing and interview techniques, in lieu Restricted Propertydistribution), the payer must withhold part of
of a higher severance pay package, you must Received for Services the distribution for income tax. You can avoid
include the amount of the unreduced sever-withholding if you choose a direct transfer to Generally, the fair market value of property
ance pay package in income. you receive for your services must be includedanother qualified retirement plan. Your em-

in your income in the year you receive theployer may be able to tell you how the amount
Sick pay. Amounts you receive from your em- property. However, if you receive stock oryou receive is taxed. Get Publication 575 for
ployer while you are sick or injured are part of other property that has certain restrictions thatmore information.
your salary or wages. You must include in in- affect its value, you do not include the value ofEmployer’s contributions to nonquali-
come payments made by any of the following: the property in your income until it has beenfied plan.  If your employer pays into a non-

substantially vested (discussed later). You1) Your employer,qualified plan for you, you generally must in-
can choose to include the value of the prop-clude the contributions in your income as 2) A welfare fund,
erty in your income in the year it is transferredwages for the tax year in which the contribu-

3) A state sickness or disability fund, to you, as discussed later, rather than the yeartions are made. Report this income on line 7 of
it is substantially vested. Until the property be-Form 1040 or Form 1040A, or on line 1 of 4) An association of employers or employ-
comes substantially vested, it is owned by theForm 1040EZ. However, if your interest is not ees, or
person who makes the transfer to you, usuallytransferable and is subject to a substantial risk 5) An insurance company, if your employer your employer. However, any income from theof forfeiture (you have a good chance of losing paid for the plan. property, or the right to use the property, is in-it) at the time of the contribution, you do not
cluded in your income as wages in the yearhave to include the value of your interest in However, if you paid the premiums on an acci- you receive the income or have the right to useyour income when you receive it. When your dent or health insurance policy, the benefits the property.interest becomes transferable or is no longer you receive under the policy are not taxable. You must include as compensation (in thesubject to a substantial risk of forfeiture, you For more information, see Other Sickness and year the restricted property becomes substan-must include the value in your income. Injury Benefits under Disability Income, later. tially vested) the fair market value of the prop-Railroad retirement annuities.  If you re-
erty at that time, minus any amount you paidceived tier 1 railroad retirement benefits that Social security and Medicare taxes paid by for the property.are more than the ‘‘social security equivalent employer.  If you and your employer have an Example.  Your employer, the RST Corpo-benefit,’’ tier 2 benefits, or vested dual bene- agreement that your employer pays your so-
ration, sells you 100 shares of its stock at $10fits, these payments are treated as pension or cial security and Medicare taxes without de-
a share. At the time of the sale the fair marketannuity income and are taxable under the ducting them from your gross wages, you must
value of the stock is $100 a share. Under therules explained in Publication 575. report the amount of tax paid for you as taxa-
terms of the sale, the stock is under a substan-

ble wages on your tax return. You must also
tial risk of forfeiture (that is, you could lose it)Property purchased from employer.  If your treat the payment as wages for figuring social
for a 5-year period. Because your stock is notemployer allows you to buy property at a price security and Medicare taxes, and social secur-
substantially vested when it is transferred, youbelow its fair market value as compensation ity and Medicare benefits. However, the treat-
do not include any amount in your income infor your services, you must include in your in- ment of the payment as social security and
the year you buy it. At the end of the 5-year pe-come as extra wages the difference between Medicare wages does not apply to household
riod, the fair market value of the stock is $200the property’s fair market value and the workers or to farm workers.
a share. You must include $19,000 in your in-amount you paid for it.
come [100 shares ×  ($200 fair market valueIndependent contractors.  If your ser- Stock appreciation rights.  If your employer –  $10 you paid)]. Dividends paid by the RSTvices are paid for by allowing you to buy prop- grants you a stock appreciation right, do not Corporation on your 100 shares of stock areerty at reduced rates, you must include in your include it in income until you exercise (use) the taxable to you as compensation during the pe-income on Schedule C or Schedule C-EZ right. When you use the right, you are entitled riod the stock can be forfeited.(Form 1040) the fair market value of the prop- to a cash payment equal to the fair market

erty at the time it is turned over to you, reduced value of the corporation’s stock on the date of Substantially vested.  Property is substan-by the amount you paid for it. use minus the fair market value on the date the tially vested when:
right was granted. You include the cash pay-

1) It is transferable, orSeverance pay. Amounts you receive as sev- ment in income in the year you use the right.
erance pay are taxable. A lump-sum payment 2) It is not subject to a substantial risk of for-
for cancellation of your employment contract Withholding. Amounts withheld from your pay feiture (you do not have a good chance of
is income in the tax year you receive it and for income tax, social security tax, Medicare losing it).
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Transferable property.  Property is trans- 3) The date or dates on which the property Example.  In 1993, you pay your employer
was transferred and the tax year for whichferable if you can sell, assign, or pledge your $50 for a share of stock that has a fair market
you are making the choice.interest in the property to any person (other value of $100 and is subject to forfeiture until

than the transferor), and if the person receiv- 1995. In 1994, you sell the stock to your4) The nature of any restrictions on the
ing your interest in the property is not required spouse for $10 in a transaction not at arm’sproperty.
to give up the property, or its value, if the sub- length. You have income of $10 in 1994 from

5) The fair market value at the time of trans-stantial risk of forfeiture occurs. this transaction. In 1995, when the stock has a
fer (ignoring restrictions except those that fair market value of $120, it becomes substan-Substantial risk of forfeiture.  A substan-
will never lapse) of each property for tially vested. You have additional income to betial risk of forfeiture exists if the rights in the
which you are making the choice. reported as wages in 1995 of $60, figured asproperty transferred depend on the future per-

follows:formance (or refraining from performance) of 6) Any amount that you paid for the property.
substantial services by any person, or the oc-

7) A statement that you have provided cop- Fair market value of stock at time ofcurrence of a certain condition related to the
ies to the appropriate persons. substantial vesting . . . . . . . . . . . . . . . . . . . . . . . . . . $120transfer.

Minus: Amount paid for stock . . . . . . . . . . . . . . . . . 50
Example.  The Spin Corporation transfers Dividends received on restricted stock. $ 70to you as compensation for services 100 Dividends you receive on restricted stock are

Minus: Compensation previously included inshares of its corporate stock for $100 a share. extra compensation to you. Restricted stock is
income from sale to spouse . . . . . . . . . . . . . . . . 10Under the terms of the transfer, you must re- stock you received from your employer and

sell the stock to the corporation at $100 a Additional income $ 60did not include in your income because it was
share if you leave your job for any reason not substantially vested. Your employer
within 3 years from the date of transfer. Be- Inherited property.  If you inherit propertyshould include these payments on your Form
cause you must perform substantial services not substantially vested at the time of the de-W–2. If they are also reported on a Form
over a period of time and you must resell the cedent’s death, any income you receive is1099–DIV, Dividends and Distributions, you
stock to the corporation at $100 a share re- considered income in respect of a decedentshould list them on Schedule B (Form 1040),
gardless of its value if you do not perform the and is taxed according to the rules for re-Interest and Dividend Income, with a state-
services, your rights to the stock are subject to ment that you have included them as wages. stricted property received for services. For in-
a substantial risk of forfeiture. Do not include them in the total dividends formation about income in respect of a dece-

received. dent ,  get  Publ icat ion 559,  Survivors,
Choice to include in income in year of Executors, and Administrators.Dividends you receive on stock you chose
transfer.  You can choose to include the value to include in your income in the year trans-
of the property at the time of transfer (minus ferred are treated the same as any other divi- Fringe Benefits any amount you paid for the property) in your dends. If you receive both a Form 1099–DIV

The value of fringe benefits you receive fromincome in the year it is transferred rather than and a Form W–2 showing these dividends, do
your employer is taxable and must be includedin the year it is substantially vested. If you not include the dividends in your wages re-
in your income as compensation unless themake this choice, the substantial vesting rules ported on line 7, Form 1040. List the dividends
benefits are specifically excluded by law ordo not apply and, generally, any later appreci- on line 5, Part II of Schedule B (Form 1040),
you pay fair market value for them. The valueation in value is not included in your compen- along with your other dividends (if the amount
of the benefits is determined by valuation rulessation when the property becomes substan- of dividends received from all sources is more
explained later in Taxation of Certain Fringetially vested. than $400). Attach a statement to your Form
Benefits.To figure gain or loss when you sell the 1040 explaining why the amount shown on line

Generally, your employer determines theproperty, your basis is the amount you paid for 7 of your Form 1040 is different from the
amount of your taxable fringe benefits and in-it, plus the amount you included in income as amount shown on your Form W–2.
cludes this amount on your Form W–2. Forcompensation. If you forfeit (lose) the property
more information on how your employer deter-after you have included its value in income, Sale of property not substantially vested. 
mines taxable fringe benefits, see Publicationyour loss is the amount you paid for the prop- These rules apply to the sale or other disposi-
535, Business Expenses.erty minus any amount you realized on the tion of property that is not substantially vested

forfeiture. and not included in your income in the year
You cannot revoke the choice without the transferred. Group Life Insurance Premiums 

consent of the IRS. Consent will be given only If you sell or otherwise dispose of the prop- Generally, the cost of up to $50,000 of group-
if you made a mistake of fact as to the underly- erty in an arm’s-length transaction, include in term life insurance coverage provided to you
ing transaction. your income the amount realized minus the by your employer is not included in your in-

amount you paid for the property. This shouldYou make the choice by filing a written come. However, you must include in income
be included according to your method of ac-statement with the Internal Revenue Service the cost of insurance that is more than the
counting. If you exchange the property in anCenter where you file your return. You must cost of $50,000 of insurance reduced by any
arm’s-length transaction for other propertyfile this statement no later than 30 days after amount you pay towards the purchase of the
that is not substantially vested, treat the newthe date the property was transferred. A copy insurance.
property as if it were substituted for the ex-of the statement must be attached to your tax Form W–2.  The amount included in your
changed property.return for the year the property was trans- income is reported as part of your wages on

If you sell the property in a transaction thatferred. You also must give a copy of this state- your Form W–2 and is shown separately on
is not at arm’s length, report as compensationment to your employer and, if someone other the form. See Your payment, later.
on your tax return for the year of sale the totalthan you received the property, to that person.
of any money you received and the fair marketYou must sign the statement and indicate Retired employees.  If you are a retired em-
value of any substantially vested property youon it that you are making the choice under sec- ployee, you generally will have to include in
received on the sale. In addition, you will havetion 83(b) of the Internal Revenue Code. The your income payments that are for more than
to report income when the original propertystatement must contain all of the following $50,000 of insurance coverage. However, you
becomes substantially vested. Figure this ad-information: may be able to exclude all of the payments.
ditional income as if you still held the original Full exclusion.  You can exclude from your1) Your name, address, and taxpayer identi- property. Include the fair market value in your income the entire cost of the insurance if youfication number. income, minus the total of the amount you paid had reached retirement age and you:

2) A description of each property for which for the property and the amount included in
1) Retired by January 1, 1984, andyour income from the earlier sale.you are making the choice.
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2) Were covered by the group-term life in- Accidental or other death benefits.  If COST PER $1,000 OF PROTECTION
surance plan when you retired. FOR ONE MONTHyou receive accidental or other death benefits

Age Costfrom a policy that does not provide general
Under 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 centsYou can also exclude the insurance cost if you death benefits (travel insurance, for example),
30 through 34 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9 centshad reached retirement age and you: these benefits are not included as group-term
35 through 39 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11 centslife insurance coverage.1) Retired after January 1, 1984, and before
40 through 44 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17 cents

January 1, 1987, provided:
45 through 49 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29 cents

Exceptions.  You are not taxed on the cost ofa) You were age 55 on or before January 50 through 54 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48 cents
1, 1984, and group-term life insurance if any of the following 55 through 59 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75 cents

apply: 60 through 64 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1.17b) The plan was maintained by the same
65 through 69 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2.10employer for whom you worked during

1) You are disabled and have ended your 70 and older . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3.761983, or by a successor employer, or
employment.

2) Ret ired after December 31, 1986, Example.  You are 51 years old and work
provided: 2) Your employer is the beneficiary of the for employers A and B. Both employers pro-

policy for the entire period the insurance vide group-term life insurance coverage fora) Items 1(a) and (b) apply, and
you for the entire year. Your coverage withis in force during the tax year.

b) The plan, after 1986, meets the nondis- Employer A is $35,000 and with Employer B is
crimination rules. 3) The only beneficiary is a charitable organ- $45,000. You pay premiums of $50 a year

under the Employer B group plan. You figureization to which contributions are deducti-
Retirement age.  Retirement age is the the amount to include in your income asble for the entire period the insurance is in

earlier of: follows:force during the tax year. You are not enti-
1) The age at which you first have the right tled to a deduction for a charitable contri-

Employer A coverage (in thousands) . . . . . $ 35to retire without disability or your employ- bution by naming a charitable organiza-
Employer B coverage (in thousands) . . . . . 45er’s consent and receive full retirement tion as the beneficiary of your policy.
Total coverage (in thousands) . . . . . . . . . . . . $ 80benefits, or
Minus: Exclusion (in thousands) . . . . . . . . . . 50

2) The age at which your employer requires Entire cost taxed.  You are taxed on the en- Excess amount (in thousands) . . . . . . . . . . . . $ 30employees to retire due to age. tire cost of group-term life insurance protec- Multiply by cost per $1,000 per month, 
tion provided by your employer through a qual- age 51 (from table) . . . . . . . . . . . . . . . . . . . . . . .48Retired before retirement age.  The ex- ified employees’ trust, such as a pension trust Cost of excess insurance for 1 month . . . . . $ 14.40clusion does not apply if you retired before or a qualified annuity plan. Multiply by number of full months reaching retirement age. You must include in

You are also taxed on the entire cost of the coverage at this cost . . . . . . . . . . . . . . . . . . . . 12income employer payments that are for more
group-term life insurance coverage if you are a Cost of excess insurance for tax year . . . . . $172.80than the first $50,000 of insurance coverage
key employee and your employer’s plan dis- Minus: Premiums you paid . . . . . . . . . . . . . . . . 50.00until you reach retirement age.
criminates in favor of key employees.

Cost to include in income as wages $122.80
Group-term life insurance.  This insurance is
term life insurance protection (insurance for a Life insurance agents.  Full-time life insur-
fixed period or time) that: ance agents who are considered employees Meals and Lodging 

for social security and Medicare tax withhold-1) Provides a general death benefit that can You do not include in your income the value of
ing purposes are treated as employees in ap-be excluded from income, meals and lodging provided to you and your
plying the provisions relating to group-term life family by your employer at no charge if the fol-2) Is provided to a group of employees,
insurance under a policy carried by their lowing conditions are met:

3) Is provided under a policy carried by the employer.
1) The meals are:employer, and

a) Furnished on the business premises of4) Provides an amount of insurance to each One employer.  If you have only one em- your employer, andemployee based on a formula that pre- ployer and you were insured at any time during
vents individual selection. b) Furnished for the convenience of yourthe tax year for more than $50,000 under a

employer.group-term life insurance policy, your income
Your payment.  If you pay any part of the

from this source is shown as other compensa- 2) The lodging is:cost of the insurance, your entire payment
tion on the Form W–2 you receive. a) Furnished on the business premises ofreduces, dollar for dollar, the amount your em-

your employer,ployer would otherwise include in your income.
See Form W–2, earlier. However, you cannot Two or more employers.  If two or more em- b) Furnished for the convenience of your
reduce the amount to include in your income ployers provide you group-term life insurance employer, and
by either: coverage totaling more than $50,000, you

c) A condition of your employment (you
must figure how much to include in your in-1) Payments for coverage in a different tax must accept it).
come for the cost of all coverage that is moreyear, or
than $50,000. You must include the cost of life2) Payments not taxed to you because of Faculty lodging. If you are an employee of an
insurance provided to you during the tax year,the exceptions discussed below. educational institution and you (or your spouse
regardless of when your employers paid the and dependents) are provided qualified cam-
premiums.Permanent benefits.  If your group-term pus lodging for use as a residence, you must

You figure the cost for each month of cov-life insurance policy includes permanent bene- include in your income the excess of the fair
erage by multiplying the number of thousandsfits, such as a paid-up or cash surrender value, rental value of the lodging over the amount of
of dollars of insurance coverage, less $50,000you must include in your income, as wages, rent you pay.
of insurance, both figured to the nearest tenth,the cost of the permanent benefits minus the Qualified campus lodging.  Qualified
by the cost from the following table. You mustamount you pay for them. Your employer campus lodging is lodging located on or near a
prorate the cost from the table if less than ashould be able to tell you the amount to in- campus of the educational institution. It also is
full month of coverage is involved.clude in your income. lodging that you do not have to accept as a
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condition of your employment to properly per- vehicle’s mileage must reasonably be ex- Provider of benefit. Your employer or an-
pected to be for transporting employees be- other person for whom you perform services isform the duties of your job.
tween their homes and work place and em- the provider of a fringe benefit regardless ofFair rental value.  The amount of rent you
ployees must occupy at least half of the whether that person actually provides thepay for the year for qualified campus lodging is
vehicle’s adult seating capacity (not including fringe benefit to you. The provider can be, forconsidered the fair rental value if it is at least
the driver). example, a client or customer of an indepen-equal to the smaller of:

Transit pass.  This is any pass, token, dent contractor.
1) 5% of the appraised value of the lodging, farecard, voucher, or similar item entitling a

or person to ride mass transit (whether public or Valuation of fringe benefits.  The amount
2) The average of rentals paid by individuals private) free or at a reduced rate or to ride in a that you will have to include in your income is

commuter highway vehicle operated by a per-(other than employees or students) for determined under the general valuation rule
son in the business of transporting persons forcomparable lodging held for rent by the or under the special valuation rules.
compensation.educational institution. General valuation rule.  You must include

Qualified parking.  This is parking pro- in your gross income the amount by which the
vided to an employee at or near the employ- fair market value of the fringe benefit is moreIf the amount you pay is less than the smaller
er’s place of business. It also includes parking than the sum of:of these amounts, you must include the differ-
provided on or near a location from which theence in your income. 1) The amount, if any, you paid for the bene-employee commutes to work in a commuterThe lodging must be appraised by an inde- fit, andhighway vehicle or carpool. It does not includependent appraiser and the appraisal must be
parking at or near the employee’s residence. 2) The amount, if any, specifically excludedreviewed on an annual basis.

by law from your gross income.
Example.  Carl Johnson, a sociology pro- More information.  For more information on

fessor for State University, rents a home from fringe benefits, see Chapter 4 of Publication Therefore, if you pay fair market value for a
the university that is qualified campus lodging. 535, Business Expenses. fringe benefit, no amount is included in your
The house is appraised at $100,000. The aver- gross income.
age rent paid for comparable university lodg- Fair market value.  In general, the fairOther Fringe Benefits ing by persons other than employees or stu- market value of a fringe benefit is determinedSome other fringe benefits include:dents is $7,000 a year. Carl pays an annual on the basis of all the facts and circum-
rent of $5,500. Carl does not include in his in- stances. Specifically, the fair market value of aExecutive health program.  Amounts an em-come any rental value since the rent he pays fringe benefit is the amount you would have toployer pays for a fitness program provided toequals at least 5% of the appraised value of pay a third party to buy or lease the particularone of its executives at an off-site resort hotelthe house (5% ×  $100,000 =  $5,000). If Carl fringe benefit. In determining the value of theor athletic club are included in the executive’spaid annual rent of only $4,000, he would have fringe benefit do not consider:compensation.to include $1,000 in his income ($5,000 –

1) Your perceived value of the benefit, and$4,000).
Financial counseling fees.  Financial coun- 2) The amount your employer paid for the
seling fees paid by a corporation for its execu- benefit.Transportation 
tives are included in the executives’ gross in-

If your employer provides you with a qualified come and must be reported as part of wages. Employer-provided vehicles or flights.transportation fringe, it can be excluded from If the fees are for tax or investment counsel- You determine the value of employer-providedyour gross income, up to certain limits. A quali- ing, they can be deducted by the executive as vehicles and/or flights on employer-providedfied transportation fringe is: a miscellaneous deduction subject to the 2% aircraft under the general valuation rule, un-
limit on Schedule A (Form 1040).1) Transportation in a commuter highway less you use the special valuation rules.

vehicle (such as a van) between your Employer-provided vehicles.  In general,
home and work place, Taxation of Certain Fringe the value of an employer-provided vehicle is

Benefits the amount you would have to pay a third party2) A transit pass, or
to lease the same or a similar vehicle in theFringe benefits you receive in connection with3) Qualified parking.
same geographic area where you use the ve-the performance of your services are included
hicle. The value cannot be determined by mul-in your gross income as compensation unlessCash reimbursement by your employer for tiplying the cents-per-mile rate times the num-you pay fair market value for them or they arethese expenses under a bona fide reimburse- ber of miles driven unless you prove thespecifically excluded from your income. Ab-ment arrangement is also excludable. How- vehicle could have been leased on a cents-staining from the performance of services (for

ever, cash reimbursement for a transit pass is per-mile basis. A comparable lease termexample, under a covenant not to compete) is
allowed only if a voucher or similar item which would be the amount of time the vehicle istreated as the performance of services for pur-
may be exchanged only for a transit pass is available for your use, such as a 1-year period.poses of these rules.
not readily available for direct distribution to The value of certain employer-provided
you. transportation can be excluded from gross in-Recipient of fringe benefit.  You are the re-

come up to certain limits. See the discussioncipient of a fringe benefit if you perform the
Exclusion limit.  The exclusion for commuter on Transportation, earlier.services for which the fringe benefit is pro-
highway vehicle transportation and transit Flights on employer-provided aircraft.vided. Therefore, you are considered to be the
pass fringe benefits cannot be more than a to- Under the general valuation rules, if your flightrecipient even if you did not actually receive
tal of $60 a month, regardless of the total on an employer-provided piloted aircraft is pri-the fringe benefit. For example, a fringe bene-
value of both benefits. marily personal and you control the use of thefit provided to another person, such as a mem-

The exclusion for the qualified parking aircraft for the flight, the value is the amount itber of your family, for services you perform is
fringe benefit cannot be more than $160 a would cost to charter the flight from a thirdconsidered to have been provided to you and
month, regardless of its value. party.not to the person who received the fringe

If the benefits have a value that is more benefit. If there is more than one employee on the
than these limits, the excess must be included You do not have to be an employee of the flight, the cost to charter the aircraft must be
in your income. provider to be a recipient of a fringe benefit. If divided among those employees. The division

Commuter highway vehicle.  This is a you are a partner, director, or independent must be based on all the facts, including which
highway vehicle that seats at least six adults contractor, you can also be the recipient of a employee or employees controlled the use of
(not including the driver). At least 80% of the fringe benefit. the aircraft.
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Special valuation rules. You may be able to use on Form 2106, Employee Business Cost paid by you.  If you pay the entire cost of
use special valuation rules instead of the gen- a health or accident insurance plan, do not in-Expenses.
eral valuation rule for certain commonly pro- clude any amounts you receive for your disa-Certain employer-provided transportation
vided benefits. Your employer has the option bility as income on your tax return. If your plancan be excluded from gross income. See the
to use any of the special valuation rules. You reimbursed you for medical expenses you de-discussion on Transportation, earlier.
generally can use a special valuation rule only ducted in an earlier year, you may have to in-
if your employer uses the rule, and you cannot clude some, or all, of the reimbursement inAccounting period.  You must use the same
use another special rule to value that benefit. your income.accounting period your employer uses to re-
You can, however, use the general valuation Cafeteria plans.  Generally, if you pay theport your taxable noncash fringe benefits.
rules previously discussed, based on facts and premiums of a health or accident insuranceYour employer has the option to report taxablecircumstances. The special valuation rules plan through a cafeteria plan, and the amountnoncash fringe benefits by using either of theare: of the premiums was not included in your in-following rules:

come, you must include any benefits you re-1) Automobile lease valuation rule.
1) The general rule: value the benefit for a ceive in your income. If the amount of the pre-2) Vehicle cents-per-mile valuation rule.

full calendar year (January 1 – December miums was included in your income, you are
3) Commuting valuation rule. 31), or considered to have paid the premiums and
4) Employer-operated-eating-facility valua- any benefits you receive are not taxable.2) The special accounting period rule: treat

tion rule. the value of benefits provided during the
Accrued leave payment.  If you retire on dis-last 2 months of the calendar year (or any

For more information on these rules, see ability, any lump-sum payment you receive forshorter period) as paid during the follow-
Chapter 4 of Publication 535. accrued annual leave is a salary payment. Theing calendar year. For example, each yearFor information on the non-commercial payment is not a disability payment. Include ityour employer includes in income theflight and commercial flight valuation rules, in your gross income in the tax year you re-value of benefits provided during the lastsee sections 1.61–21(g) and 1.61–21(h) of the ceive it.2 months of the prior year and the first 10Income Tax Regulations.

months of the current year.
Retirement and profit-sharing plans.  Any

How To Report Fringe Benefits payments you receive from a retirement or
You must use the same accounting periodThe amount of your taxable fringe benefits is profit-sharing plan that does not provide for

to claim an employee business deduction (forshown on your Form W–2. disability retirement are not payments from an
use of a car, for example) that you use to re- accident or health plan. Therefore, do not re-
port the benefit. Your employer does not haveDifferent valuation by employer and em- port them as disability income. The payments
to use the same accounting period for eachployee.  You and your employer can compute are taxable and should be reported as a pen-
fringe benefit, but must use the same perioda different value for an employer-provided au- sion or annuity.
for all employees who receive a particulartomobile. The following combinations of meth- For more information on pensions in gen-
benefit.ods can be used. eral, get Publication 575.

1) You and your employer can both use the
Form W–2.  Your employer reports your taxa-same special valuation rule. How to report.  If you retired on disability,
ble fringe benefits in box 1 (Wages, tips, other payments you receive are taxed as wages until2) Your employer can use a special valua-
compensation) of Form W–2. The total value you reach minimum retirement age. Minimumtion rule and you can use the general val-
of your fringe benefits should also be noted in retirement age generally is the age at whichuation rule based on facts and
box 12. The value of your fringe benefits may you can first receive a pension or annuity werecircumstances.
be added to your other compensation on one you not disabled. You must report your taxable

3) You and your employer can both use the Form W–2, or you may receive a separate disability payments as wages on line 7, Form
general valuation rule. Form W–2 showing just the value of your 1040 or Form 1040A, until you reach minimum

fringe benefits in box 1 with a notation in box retirement age.
If both you and your employer use the same 12. Beginning on the day after you reach mini-special valuation rule, you must include in your

mum retirement age, payments you receivegross income the amount your employer de-
are taxable as a pension. Report the pay-termines under the special rule less any Disability Income 
ments on lines 16a and 16b, Form 1040, or onamount you repaid your employer and any Generally, if you retire on disability you must lines 11a and 11b, Form 1040A. For more in-other amount you may have excluded from in- report your pension or annuity as income. formation on pensions, get Publication 575.come by law. There is a tax credit for people who are perma-

nently and totally disabled. For information on Death benefit exclusion.  If you are the survi-Employer-provided car.  If your employer this credit and the definition of permanent and vor of a deceased employee who retired onprovides a car (or other highway motor vehi-
total disability, get Publication 524, Credit for disability and died before reaching minimumcle) to you, your personal use of the car is usu-
the Elderly or the Disabled. retirement age, you may qualify for the deathally a taxable noncash fringe benefit.

benefit exclusion. For more information on theYour employer must determine the actual
death benefit exclusion, see Payments to ben-Disability Pensionsvalue of this fringe benefit to include in your in-
eficiaries of deceased employees (death ben-come. Your employer can determine this value Generally, you must report as income any
efit exclusion) under Life Insurance Proceeds,by either of the following methods: amount you receive for your disability through
later. Also, get Publication 575.

an accident or health insurance plan that is1) The actual value of your personal use of
paid for by your employer. If both you and yourthe car, or

Military and Governmentemployer pay for the plan, only the amount2) The value of the car as if you used it en- Disability Pensions you receive for your disability that is due totirely for personal purposes (100% in-
your employer’s payments is reported as in- Generally, you must report disability pensionscome inclusion).
come. However, certain payments may not be as income. But certain military and govern-
taxable to you. Your employer should be able ment disability pensions are not taxable.If your employer includes 100% of the value in
to give you specific details about your pensionyour income, you can deduct the value of your
plan and tell you the amount you paid for your Members of government services.  Gener-business use of the car if you itemize your de-
disability pension. ally, you must include in income any disabilityductions. You figure the value of this business
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payments you receive for personal injury or equal to the VA disability compensation, you not include them in your income if they are for
sickness resulting from active service in the: do not include in your income for the retroac- an on-the-job injury.

tive period (subject to the applicable statute of1) Armed Forces of any country.
limitations) the part of your retirement pay you

Workers’ compensation.  Amounts you re-2) National Oceanic and Atmospheric would have been entitled to receive from the
Administration. ceive as workers’ compensation for an occu-VA during that period.

pational sickness or injury are fully exempt3) Public Health Service. If you receive a lump-sum disability sever-
from tax if they are paid under a workers’ com-ance payment and are later awarded VA disa-4) Foreign Service. pensation act or a statute in the nature of ability benefits, you do not include the disability
workers’ compensation act. The exemptionseverance payment in your income (subject toHowever, if you receive a disability pension also applies to your survivor(s) if the paymentsthe applicable statute of limitations). However,based on a percentage of disability, do not in- otherwise qualify as workers’ compensation.you must include in your income any lump-sumclude the disability payments in your income if The exemption from tax, however, does notreadjustment or other non-disability sever-any of the following apply.
apply to retirement plan benefits you receiveance payment you received on release from

1) You were entitled to receive a disability based on your age, length of service, or prioractive duty, even though you are later given a
payment before September 25, 1975. contributions to the plan, even though you re-retroactive disability rating by the VA.

tired because of an occupational sickness or2) You were a member of a government ser-
injury.vice or its reserve component, or were Other Sickness and Injury

under a binding written commitment to Benefits 
become a member, on September 24,

Note.  If part of your workers’ compensa-In addition to disability pensions and annuities,1975.
tion reduces your social security or equivalentyou may receive other payments for sickness

3) You receive disability payments for a railroad retirement benefits received, that partor injury. Table 1 gives a general overview of
‘‘combat-related injury.’’ some of these payments. is considered social security (or equivalent

4) You would be entitled to receive disability railroad retirement) benefits and may be
compensation from the Department of taxable.Railroad sick pay.  If you receive sick pay
Veterans Affairs (VA) if you filed an appli- For a discussion of the taxability of theseunder the Railroad Unemployment Insurance
cation for it. benefits, see Social security and equivalentAct, these payments are taxable and you must

include them in your income. However, you do railroad retirement benefits, later.
Combat-related injury.  A combat-related

injury is a personal injury or sickness that:
Table 1. Are Your Sickness and Injury Benefits Taxable?1) Results directly from armed conflict,

2) Takes place while you are engaged in ex-
This table is intended as a general overview. Additional rules may apply depending on yourtra-hazardous service,
situation. For more information about your benefits, see the discussion, ‘‘Other Sickness and3) Takes place under conditions simulating
Injury Benefits’’, in this publication.war, including training exercises such as

maneuvers, or
Type of Benefit General Rule

4) Is caused by an instrumentality of war.

Workers’ Compensation Not taxable if paid under a workers’ compensation actDisability based on years of service.  If
or a statute in the nature of a workers’ compensationyou receive a disability pension based on
act and paid due to a work related sickness or injury.years of service, you generally must include it
However, payments received after returning to work arein your income. But if you fall into one of the 4
taxable.categories listed under Members of govern-

ment services, do not include in income the
part of your pension that you would have re- Federal Employees’ Not taxable if paid because of personal injury or
ceived if the pension had been based on a per- Compensation Act (FECA) sickness. However, payments received as
centage of disability. You must include the rest ‘‘continuation of pay’’ for up to 45 days while a claim is
of your pension in your income. being decided and pay received for sick leave while a

Government employee.  You do not in- claim is being processed are taxable.
clude in your income disability payments you
receive for injuries resulting directly from a vio-
lent attack that occurs while you are a U.S. Compensatory Damages Not taxable if received for injury or sickness.
government employee performing official du-
ties outside the United States. For your disabil-

Accident or Health Insurance Not taxable if you paid the insurance premiums.ity payments to be tax exempt, the Secretary
Benefitsof State must determine the attack was a ter-

rorist attack.
VA disability benefits.  Disability benefits Disability Benefits Not taxable if received for loss of income or earning

you receive from the Department of Veterans capacity due to an injury covered by a ‘‘no-fault’’
Affairs (VA) are not included in your gross in- automobile policy.
come. If you are a military retiree and do not
receive disability benefits from the VA, do not

Compensation for Permanent Not taxable  if paid due to the injury. The payments mustinclude in your income the amount of disability
Loss or Loss of Use of a Part be figured without regard to any period of absence frombenefits equal to the VA benefits to which you
or Function of Your Body, or work.are entitled.
for Permanent DisfigurementIf you retire from the armed services

(based on years of service) and at a later date
are given a retroactive service-connected dis- Reimbursements for Medical Not taxable—but the reimbursement may reduce your
ability rating by the VA, and file a waiver for re- Care medical expense deduction.
duction of your retirement pay in an amount
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Return to work.  If you return to work after do not include this amount in your income untilStock Options
you can transfer the property or you no longerqualifying for workers’ compensation, pay- If you receive a nonstatutory option to buy have a good chance of losing it.ments you continue to receive while assigned stock or other property as payment for your Your basis in the property you acquireto light duties are taxable. Report these pay- services, you will usually have income when under the option is the amount you pay for itments as wages on line 7 of Form 1040 or you receive the option or when you exercise plus any amount you must include in yourForm 1040A, or on line 1 of Form 1040EZ. (use) the option. However, if your option is a gross income under this rule. For more infor-Disability pension.  Part of your disability statutory stock option (an incentive stock op- mation on restricted property, see Restrictedpension may be workers’ compensation. That tion or an option granted under an employee Property Received for Services, earlier.part is exempt from tax. The rest of your pen- stock purchase plan), special rules generally If you transfer this kind of option in ansion, based on years of service, is taxable as postpone the tax until you sell or exchange arm’s-length transaction, you must include inpension or annuity income. If you die, the part your shares of stock. your income the money or other property youof your survivors’ benefit that is a continuation
received for the transfer, as if you had exer-of the workers’ compensation is exempt from Nonstatutory Stock Options cised the option.tax. If you are granted a nonstatutory stock option,

Black lung benefit payments.  These the amount of income to include and the time Statutory Stock Optionspayments are similar to workers’ compensa- to include it depend on whether the fair market
There are two kinds of statutory stock options:tion and generally are not taxable. value of the option can be readily determined.
1) Incentive stock options, andThe fair market value of an option can be read-

Federal Employees’ Compensation Act ily determined if it is actively traded on an es- 2) Options granted under employee stock
(FECA).  Payments made under this Act for tablished market. purchase plans.
personal injury or sickness, including pay- The fair market value of an option that is
ments to beneficiaries in case of death, are not traded on an established market can be In each case, you must be an employee of
not taxable. However, you are taxed on readily determined only if all of the following the company granting the option, or a related
amounts you receive under this Act as ‘‘con- conditions exist: company, at all times beginning with the date
tinuation of pay’’ for up to 45 days while a 1) The option is freely transferable, of the grant of the option, until 3 months
claim is being decided. Report this income on before you exercise the option (for an incen-2) The option is exercisable immediately inline 7 of Form 1040 or Form 1040A, or on line tive stock option, 1 year before if you are dis-full,1 of Form 1040EZ. Also, pay for sick leave abled). Also, the option must be nontransfer-
while a claim is being processed is taxable. 3) The option or the property subject to the able except at death. If you do not meet the

option is not subject to any condition orYou can deduct the amount you spend to employment requirements, or you receive a
restriction, and‘‘buy back’’ sick leave for an earlier year to be transferable option, your option is a nonstatu-

eligible for nontaxable FECA benefits for that 4) The fair market value of the option privi- tory stock option. See Nonstatutory Stock Op-
period. It is a miscellaneous deduction subject lege can be readily determined. tions, earlier.
to the 2% limit on Schedule A (Form 1040). If Your employer can tell you what kind of op-
you ‘‘buy back’’ sick leave in the same year tion you hold. If you exercise an incentiveThe option privilege for an option to buy is the
you used it, the amount reduces your taxable stock option, your employer will give you aopportunity to benefit during the option’s exer-
sick leave pay. Do not deduct it separately. statement containing the required information.cise period from any increase in the value of

A discussion of the tax treatment of incentiveproperty subject to the option without risking
stock options and employee stock purchaseany capital. For example, if during the exerciseOther compensation.  Many other amounts
plans follows.period, the fair market value of stock subjectyou receive as compensation for injury or ill-

to an option is greater than the option’s exer-ness are not taxable. These include:
cise price, a profit may be realized by exercis- Incentive stock options.  If your option is an

● Compensatory damages you receive for in- ing the option and immediately selling the incentive stock option, generally you do not in-
jury or illness, whether paid in a lump sum or stock at its higher value. The option privilege clude any amount in your gross income either
in periodic payments; for an option to sell is the opportunity to bene- at the time the option is granted or at the time

fit during the exercise period from a decrease you use it. You report income or loss when you● Benefits you receive under an accident or
in the value of the property subject to the sell the stock you purchased by using thehealth insurance policy on which either you
option. option.paid the premiums or your employer paid

If you receive a nonstatutory stock option Tax treatment.  You generally treat in-the premiums but you had to include them in
that has a readily determined fair market value come or loss from the sale of the stock as cap-your gross income;
at the time it is granted to you, the option is ital gain or loss. However, if you do not meet

● Disability benefits you receive for loss of in- treated like other property received as com- the holding period tests explained next, you
come or earning capacity as a result of inju- pensation. See Restricted Property Received may have ordinary income up to the amount of
ries under a ‘‘no-fault’’ car insurance policy; for Services, earlier, for rules on how much in- the gain.
and come to include, when to include it, and how Holding period.  If you hold the stock you

you may choose to include income in the year buy under the option for more than 1 year after
● Compensation you receive for permanent

of the transfer. the stock is transferred to you, and more thanloss or loss of use of a part or function of
If the fair market value of the option is not 2 years after the option was granted to you,your body, or for your permanent disfigure-

readily determined, you do not have income gain or loss from the sale of the stock is gener-ment. This compensation must be figured
until you transfer or exercise the option. When ally a capital gain or loss. The difference be-only with regard to the injury and not to your you exercise this kind of option, the amount to tween the amount you pay for the stock (the

period of absence from work. These bene- include in your income is the difference be- option price) and the amount you receive
fits are not taxable even though your em- tween the amount you pay for the property and when you sell it is a capital gain or loss re-
ployer pays for the accident and health plan its fair market value at the time you have an ported on Schedule D (Form 1040).
that provides these benefits. unconditional right to receive it. If you do not meet these holding period

However, if you: tests, you have ordinary income in the year
Reimbursement for medical care.  A reim- you sell the stock. That income is the amount1) Acquire the property under an option
bursement for medical care is generally not by which the stock’s fair market value, as ofgranted to you after April 21, 1969,
taxable. However, this reimbursement may re- the date you exercise the option, is more than

2) Cannot transfer the property, andduce your medical expense deduction. For the option price. However, this amount cannot
more information, see Recoveries, later. 3) Have a chance of losing it, be more than your gain on the sale. If your gain

Page 9



is more than the amount you report as ordinary stock for less than the option price, your loss is organization, you still must include the earn-
income, the remainder is a capital gain re- a capital loss. ings in your income. However, you may be en-
ported on Schedule D (Form 1040). If you sell titled to a charitable contribution deduction forExample.  Your employer, Y Corporation,
the stock for less than the option price, your the amount paid to the organization. Get Publi-granted you an option to buy 100 shares of
loss is a capital loss. cation 526, Charitable Contributions. Also, seestock of Y Corporation for $20 a share at a

Members of religious orders, later.Example.  Your employer, X Corporation, time when the stock had a value of $22 a
granted you an incentive stock option on share. Eighteen months later, when the value
March 11, 1993, to buy 100 shares of X Corpo- of the stock was $23 a share, you exercised Housing 
ration stock at $10 a share, its fair market the option, and 14 months after that you sold

Special rules for housing apply to members ofvalue at the time. You exercised the option on your stock for $30 a share. In the year of sale,
the clergy.January 19, 1994, when the stock was selling you must report as ordinary income the differ-

on the open market for $12 a share. On Janu- ence between the option price ($20) and the
Rental value of a home.  You do not includeary 25, 1995, you sold the stock for $15 a value at the time the option was granted ($22).
in your income the rental value of a home (orshare. Although you held the stock for more The rest of your gain ($8) is capital gain.
utility expenses) provided to you as part ofthan a year, less than 2 years had passed from

Selling price ($30 ×  100 shares) . . . . . . . . . . . $3,000 your pay for your duties as an ordained, li-the time you were granted the option. In 1995,
Purchase price (option price) censed, or commissioned minister. However,you must report the difference between the

($20 ×  100 shares) . . . . . . . . . . . . . . . . . . . . . . 2,000 you must include the rental value of the home,option price ($10) and the value of the stock
and related allowances, as earnings from self-Gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000when you exercised the option ($12) as ordi-

Amount reported as ordinary income employment on Schedule SE (Form 1040) fornary income. The rest of your gain is capital
[($22 ×  100 shares) –  $2,000] . . . . . . . . . . 200 purposes of the social security self-employ-gain figured as follows:

ment tax.Amount reported as capital gain $ 800
Selling price ($15 ×  100 shares) . . . . . . . . . . . $1,500
Purchase price ($10 ×  100 shares) . . . . . . . . 1,000 Housing allowance.  A housing allowanceHolding period requirement not met.  If
Gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500 paid to you as part of your salary is not incomeyou do not meet the holding period require-
Amount reported as ordinary income to the extent you use it, in the year received, toment, you must report as ordinary income the

[($12 ×  100 shares) –  $1,000] . . . . . . . . . . 200 provide a home or to pay utilities for a homedifference between the option price and the
Amount reported as capital gain $ 300 you are provided. The amount of the housingfair market value of the stock when you exer-

cised the option. allowance you can exclude from your income
Alternative minimum tax.  When your This ordinary income is reported on line 7, cannot be more than the reasonable compen-

rights in the stock are transferable and no Form 1040, even if it is more than your total sation for your services as a minister. The
longer subject to a substantial risk of forfei- gain. Increase your basis in the stock by the church or organization that employs you must
ture, you must include as an adjustment in fig- amount you report as ordinary income. The officially designate the payment as a housing
uring alternative minimum taxable income the difference between your increased basis and allowance before the payment is made. A defi-
amount by which the fair market value of the the selling price is a capital gain or loss re- nite amount must be designated. The amount
stock exceeds the option price. ported on Schedule D (Form 1040). of the housing allowance cannot be deter-

See Restricted Property Received for Ser- mined at a later date. In the previous example, if you had not
vices, earlier, for more information. If you are employed and paid by a localheld the stock long enough, your ordinary in-

congregation, a resolution by a nationalcome would be $300 and your capital gain
Employee stock purchase plans.  If your church agency of your denomination does notwould be $700, figured as follows:
stock option is granted under an employee effectively designate a housing allowance for

Selling price ($30 ×  100 shares) . . . . . . . . . . . $3,000stock purchase plan, you do not include any you. The local congregation must officially
Purchase price (option price) amount in your gross income as a result of the designate the part of your salary that is to be a

($20 ×  100 shares) . . . . . . . . . . . . . . . . . . . . . . 2,000grant or exercise of your option. You report in- housing allowance. However, a resolution of a
come or loss when you sell the stock that you Gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000 national church agency can designate your
purchased by exercising the option. Amount reported as ordinary income housing allowance if you are directly em-

Tax treatment.  You generally treat gain or [($23 ×  100 shares) –  $2,000] . . . . . . . . . . 300 ployed by the agency. If no part has been offi-
loss from the sale of the stock as capital gain cially designated, you must include your totalAmount reported as capital gain $ 700
or loss. However, you may have ordinary in- salary in your income.
come if: Expenses of providing a home include

rent, house payments, furniture payments,1) The option price of the stock was below
costs for a garage, and utilities. They do not in-the stock’s fair market value at the time Special Rules for clude the cost of food or servants.the option was granted, or

Homeowner.  If you own your home, or are2) You did not meet the holding period re- Certain Employees 
buying it, you can exclude your housing allow-quirement, explained next.

This part of the publication deals with special ance from your income if you spend it for the
rules for people in certain types of employ- down payment on the home, for mortgageHolding period.  You must hold the stock ment: members of the clergy, people working payments, or for interest, taxes, utilities, re-for more than 2 years from the time the stock for foreign employers, military personnel, vet- pairs, etc. However, you cannot exclude moreoption is granted to you and for more than 1 erans, ACTION and Peace Corps volunteers, than the fair rental value of the home plus theyear from when the stock was transferred to and statutory employees. cost of utilities, even if a larger amount is des-you.

ignated as a housing allowance. Fair rentalIf you meet the holding period requirement
value of a home includes the fair rental valueClergyand the option price was below the fair market
of furnishings in it.value of the stock at the time the option was If you are a member of the clergy, you must in-

granted, you report the difference as ordinary clude in your income offerings and fees you re-
Interest and taxes on your home.  You canincome (wages) when you sell the stock. How- ceive for marriages, baptisms, funerals,
deduct on Schedule A (Form 1040) the quali-ever, this ordinary income cannot be more masses, etc., in addition to your salary. If the
fied mortgage interest and real estate taxesthan your gain on the sale. If your gain is more offering is made to the religious institution, it is
you pay on your home even if you use nontax-than the amount you report as ordinary in- not taxable to you.
able housing allowance funds to make thecome, the remainder is a capital gain reported If you are a member of a religious organiza-
payments.on Schedule D (Form 1040). If you sell the tion and you give your outside earnings to the
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Teachers or administrators.  If you are a Form 1040A. Otherwise, include them on line Mark is a schoolteacher. He was instructed
minister employed as a teacher or administra- 21, Form 1040. by the superiors of the order to get a job with a
tor by a church school, college, or university, Pension.  A pension or retirement pay for a private tax-exempt school. Mark became an
you are performing ministerial services for pur- member of the clergy is usually treated as any employee of the school, and, at his request,
poses of the rental exclusion. However, if you other pension or annuity and must be reported the school made the salary payments directly
perform services as the head of a religious de- on lines 16a and 16b, Form 1040, or on lines to the order.
partment, or as a teacher or administrator on 11a and 11b, Form 1040A. If you are not ex- Because Mark is an employee of the
the faculty of a nonchurch college, and if your pected to perform any further services, pay- school, he is performing services for the
specific duties involve no religious functions, ments from the congregation may be gifts. If school rather than as an agent of the order.
you cannot exclude from your income a rental the payments are gifts, they are not taxable if The wages Mark earns working for the school
allowance or the value of a home that is pro- they are based solely on your financial needs are included in his gross income.
vided to you. and the financial capacity of the congregation. Example 2.  Gene Dennis is a member of a

If you live in qualified campus lodging as an If these payments are made under a legal religious order who, as a condition of member-
employee of an educational institution, do not agreement, an established plan, or because of ship, has taken vows of poverty and obedi-
include the value of that lodging in your in- past practice, they do not qualify as nontax- ence. All claims to his earnings are renounced.
come if you pay rent equal to or greater than able gifts. Gene received permission from the order to
the fair rental value of the lodging. See Faculty establish a private practice as a psychologist
lodging, discussed earlier under Fringe Members of religious orders.  If you are a and counsels members of religious orders as
Benefits. member of a religious order who has taken a well as nonmembers. Although the order re-

If you serve as a ‘‘minister of music’’ or vow of poverty, the amounts you earn for ser- views Gene’s budget annually, Gene controls
‘‘minister of education,’’ or serve in an admin- vices you perform which you renounce and not only the details of his practice but also the
istrative or other function of your religious or- give to the order may or may not be included in means by which his work as a psychologist is
ganization, but are not authorized to perform your income. accomplished.
all of the religious duties of an ordained minis- Services performed for the order.  If you Gene’s private practice as a psychologist
ter in your church (even though commissioned are performing the services as an agent of the does not make him an agent of the religious
as a ‘‘minister of the gospel’’), you cannot ex- order in the exercise of duties required by the order. The psychology services provided by
clude from your income a rental allowance or order, you do not include in your income the Gene are not the type of services that are pro-
the value of a home provided to you. amounts given to the order. vided by the order. The income Gene earns as

If your order directs you to perform ser- a psychologist is earned in his individual ca-
vices for another agency of the supervisingTheological students.  You cannot exclude a pacity. Gene must include in his income the
church, or an associated institution, you arerental allowance from your income if you are a earnings from his private practice.
considered to be performing the services astheological student serving a required intern-
an agent of the order. Any wages you earn asship as an assistant pastor unless you are or-

Foreign Employeran agent of an order which you give to the or-dained, commissioned, or licensed as a
der are not included in your gross income. Special rules apply if you work for a foreignminister.

employer.Example.  You are a member of a church
Traveling evangelists.  If you are an ordained order and have taken a vow of poverty. You re-
minister and are providing evangelistic ser- U.S. citizen.  If you are a U.S. citizen whonounce any claims to your earnings and give
vices, you can exclude amounts received from works in the United States for a foreign gov-to the order any salaries or wages you earn.
out-of-town churches that are designated as ernment, an international organization, a for-You are a registered nurse, so your order as-
rental allowance, provided you actually use eign embassy, or any foreign employer, yousigns you to work in a hospital that is an asso-
them to maintain your permanent home. must include your salary in your income.ciated institution of the church. However, you

Social security and Medicare taxes.  Youremain under the general direction and control
are exempt from social security and MedicareJewish cantors.  If you are a Jewish cantor, of the order. You are considered to be an
employee taxes if you are employed in theyou can exclude a rental allowance from gross agent of the order and any wages you earn at
United States by an international organizationincome although you are not ordained, pro- the hospital which you give to your order are
or a foreign government. However, you mustvided you have a bona fide commission and not included in your gross income.
pay social security self-employment tax onare employed by a congregation on a full-time Services performed outside the order.
your earnings from services performed in thebasis to perform substantially all the religious If you are directed to take employment outside
United States, even though you are not self-functions of the Jewish faith. the order, the employment will not constitute
employed. This rule also applies if you are anthe exercise of duties required by the order un-
employee of a qualifying wholly-owned instru-less the services you perform meet both of theRetired members of the clergy.  The rental
mentality of a foreign government.following requirements:value of a home provided rent free by your

church for your past services is not income if 1) The services are the kind that are ordina-
Non-U.S. citizen.  If you are not a U.S. citizen,you are a retired minister. In addition, a hous- rily the duties of members of the order,
or if you are a U.S. citizen but also a citizen ofing allowance paid to you is not income to the and
the Philippines, and you work for an interna-extent you spend it for utilities, maintenance,

2) The services are part of the duties that tional organization in the United States, yourrepairs, and similar expenses directly related
must be exercised for, or on behalf of, the salary from that source is exempt from tax. Ifto providing a home.
religious order as its agent. you work for a foreign government in theThe general convention of a national relig-

United States, your salary from that source isious denomination can designate a housing al-
If the legal relationship of employer and em- exempt from tax if your work is like the worklowance for retired ministers if the local con-
ployee exists between you and a third party, done by an employee of the United States ingregations authorize the general convention
the services you perform for the third party will that foreign country and if the foreign govern-to establish and maintain a unified pension
not be considered directed or required of you ment gives an equal exemption for the salarysystem for all retired clergy members of the
by the order. Amounts you receive for these of the U.S. employee.denomination for their past services to the lo-
services are included in your gross income,cal churches. Alien status.  If you are an alien and give
even if you have taken a vow of poverty.A surviving spouse of a retired minister up your right to this exemption (by filing a

cannot exclude a housing allowance from in- Example 1.  Mark Brown is a member of a waiver under section 247(b) of the Immigration
come. If these payments were reported to you religious order and has taken a vow of poverty. and Nationality Act to keep your immigrant
on Form 1099-R, include them on lines 16a All claims to his earnings are renounced and status), you are not entitled to the exemption
and 16b, Form 1040, or on lines 11a and 11b, the earnings belong to the order. from the date you give it up, unless you get the

Page 11



exemption from a treaty, consular agreement, as a pension on lines 16a and 16b, Form 1040, Disability,
or international agreement. or on lines 11a and 11b, Form 1040A. Do not Group-term life insurance,

Pensions.  This exemption applies only to include in your income the amount of reduc-
Mustering-out payments receivedemployees’ wages, salaries, and fees. Pen- tion in retirement or retainer pay to provide a

before November 5, 1990,sions received by former employees living in survivor annuity for your spouse or children
Professional education,this country do not qualify for this exemption. under the Retired Serviceman’s Family Pro-

tection Plan or the Survivor Benefit Plan. ROTC educational and subsistence
For a more detailed discussion of survivorEmployment abroad. For information on in- allowances,

annuities, get Publication 575.come earned abroad, get Publication 54, Tax
Survivor and retirement protection planDisability.  If you retire on disability, seeGuide for U.S. Citizens and Resident Aliens

premiums,Military and Government Disability PensionsAbroad.
Uniform allowances paid to officers,under Disability Income, earlier.

andMilitary
Nontaxable Income Uniforms furnished to enlistedPayments you receive as a member of a mili-

personnel.The items in the following list are not includedtary service generally are taxed as wages ex-
in taxable income. This applies whether thecept for retirement pay, which is taxed as a ● In-kind military benefits such as:
item is furnished in-kind or is a reimbursementpension. Allowances generally are not taxed. Legal assistance,or allowance.

Space-available travel on government
● Living allowances for:Taxable Income 

aircraft,
Taxable income includes the following items BAQ (Basic Allowance for Quarters).

Medical/dental care,unless the pay is for service in a combat zone You can deduct mortgage interest
declared by an Executive Order of the Commissary/exchange discounts.and real estate taxes on your home
President. even if you pay these expenses with

money from your BAQ,● Basic pay for such items as:
Note.  Personal use of a vehicle cannot be

BAS (Basic Allowance forActive duty, excluded from income as a qualified military
Subsistence),Attendance at a designated service benefit.

Housing and cost-of-living allowancesschool,
For more information on mil i tary al-abroad whether paid by the U.S.Back wages, lowances and benefits, get Publication 3, TaxGovernment or by a foreign govern-

Information for Military Personnel.Drills, ment, and
Reserve training, and VHA (Variable Housing Allowance). Income taxes of certain military and civil-
Training duty. ian employees.  If a United States military or● Family allowances for:

civilian employee dies as a result of wounds or● Special pay for such items as: Certain educational expenses for
injuries, the decedent’s federal income tax lia-dependents,Aviation career incentives,
bility is forgiven if the decedent was:

Diving duty, Emergencies, 1) Wounded or injured in a terroristic or mili-
Foreign duty (for serving outside the 48 Evacuation to a place of safety, and tary action outside the U.S.,

contiguous states and the District of Separation. 2) A U.S. military or civilian employee when
Columbia), wounded or injured, and● Death allowances for:

Hazardous duty, 3) A U.S. military or civilian employee whenBurial services,
Imminent danger, death occurred.

Death gratuity payments to eligible sur-
Medical and dental officers, vivors (not more than $3,000), and The income tax is forgiven for the year of
Nuclear-qualified officers, and death and for any prior tax year beginning withTravel of dependents to burial site.
Special duty assignment pay. the year before the year the wounds or injuries

● Moving allowances for:
were incurred.● Bonuses for such items as:

Dislocation,
Enlistment, and Combat zone forgiveness.  If a member ofMove-in housing,
Re-enlistment. the U.S. Armed Forces dies while on activeMoving household and personal items,

service in a combat zone, or from wounds, dis-● Payments for such items as:
Moving trailers or mobile homes, ease, or other injury received in a combat

Accrued leave, zone, the decedent’s entire income tax liabilityStorage, and
Mustering-out payments received after is forgiven for the year the death occurred, and

Temporary lodging and temporaryNovember 4, 1990, for any earlier tax year beginning with the year
lodging expenses. before the year in which the wounds, disease,Personal money allowances paid to

● Travel allowances for: or other injury occurred. The tax liability is alsohigh-ranking officers,
forgiven for any earlier tax year in which theAnnual round trip for dependentScholarships such as the Armed member served at least one day in a combatstudents,Forces Health Professions Scholar- zone. Any forgiven tax liability that has already

ship Program (AFHPSP), and simi- Leave between consecutive overseas been paid will be refunded, and any unpaid tax
lar programs, granted after August tours, liability at the date of death will also be
16, 1986, and Reassignment in a dependent-re- forgiven.

Student loan repayment from programs stricted status, and In addition, any unpaid taxes for prior
such as the General Educational years will be forgiven and any prior year taxesTransportation for you or your depen-
Loan Repayment Program. that are paid after the date of death will bedents during ship overhaul or

refunded.inactivation.
Military retirement pay.  If this retirement pay This forgiveness provision also applies to a

● Other payments for:is based on age or length of service, it is taxa- member of the Armed Forces serving outside
ble and must be included in your gross income Defense counseling, the combat zone if the service:
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1) Was in direct support of military opera- 1) Cash allowances received during training. You can deduct as a charitable contribu-
tions in the zone, and tion your unreimbursed out-of-pocket ex-2) Allowances paid to your spouse and mi-

penses in taking part in the volunteer income2) Qualified the member for special military nor children while you are training in the
tax assistance (VITA) program.pay for duty subject to hostile fire or immi- United States.

nent danger. 3) The part of living allowances designated
Statutory Employeesby the President under the Peace Corps

For more information, see Tax Forgive- Act as ‘‘basic compensation.’’ Statutory employees are considered self-em-ness for Deaths Due to Military or Terrorist Ac-
ployed independent contractors for purposes4) Allowances for personal items such astions, in Publication 559.
of reporting income and expenses on their taxdomestic help, laundry and clothing main-
returns. If you are a statutory employee, youtenance, entertainment and recreation,Veterans will receive a Form W–2 with the statutory em-transportation, and other miscellaneous

Veterans’ benefits generally are not taxable. ployee box checked in box 15. You report thisexpenses.
income from Form W–2, along with your busi-5) Leave allowances.
ness expenses, on Schedule C (Form 1040)Nontaxable Income 

6) Readjustment allowances or ‘‘termination (or Schedule C-EZ (Form 1040) if you qualify).Veterans’ benefits under any law, regulation,
payments.’’ These are considered re- This income is not subject to self-employmentor administrative practice that was in effect on
ceived by you when credited to your tax and your business expenses are not sub-September 9, 1986, and administered by the
account. ject to the 2% limit for miscellaneous itemizedDepartment of Veterans Affairs (VA), are not

deductions. However, your income as a statu-included in gross income. The following
Example.  Gary Carpenter, a Peace Corps tory employee is subject to social security andamounts paid to veterans or their families are

volunteer, gets $175 a month during his period Medicare taxes. This income is not subject tonot taxable:
of service, to be paid to him in a lump sum at income tax withholding. You should pay esti-1) Education, training, or subsistence the end of his tour of duty. Although the allow- mated income tax on this income. Use Formallowances. ance is not available to him until the end of his 1040–ES, Estimated Tax for Individuals, for

2) Disability compensation and pension pay- service, Gary must include it in his income on a this purpose. For more information on esti-
ments for disabilities. monthly basis as it is credited to his account. mated income tax, see Publication 505.

You are a statutory employee if your em-3) Grants for homes designed for wheel-
ACTIONchair living. ployment is described in the following list and

you meet all three of the tests that follow:ACTION participants perform services in anti-4) Grants for motor vehicles for veterans
poverty programs and Older American volun-who lost their sight or the use of their 1) You are an agent-driver or commission-
teer programs. Some amounts these partici-limbs. driver who either distributes meat, vegeta-pants receive are taxable and others are

bles, fruit, or bakery products, or bever-5) Veterans’ pensions paid either to veter- exempt from tax.
ages (other than milk), or delivers laundryans or to their families.
or dry cleaning.6) Veterans’ insurance proceeds and divi- VISTA.  If you are a VISTA volunteer, you must

dends paid either to veterans or their ben- include in your income meal and lodging al- 2) You are a full-time life insurance sales
eficiaries, including the proceeds of a vet- lowances paid to you as wages. agent whose principal business activity is
eran’s endowment policy paid before selling life insurance or annuity contracts,
death. University Year for Action program.  If you or both, primarily for one life insurance

receive a stipend as a full-time student for ser- company.
Interest on VA dividends.  Interest on in- vice in the University Year for Action program,

3) You work at home on materials or goodssurance dividends you leave on deposit with you must include the stipend in your income as
furnished by your employer. Your em-the Department of Veterans Affairs is not wages.
ployer must furnish specifications for thetaxable.
work to be done and the work must be re-Older American programs.  Do not include in
turned to your employer or a personyour income amounts you receive for support-Taxable Income named by your employer.ive services or reimbursements for out-of-Certain amounts paid by the VA are taxable.

pocket expenses from the following programs: 4) You are a traveling or city salesperson
(other than an agent-driver or commis-Rehabilitative program payments.  VA pay- Retired Senior Volunteer Program (RSVP),
sion-driver) who works full time (exceptments to hospital patients and resident veter- Foster Grandparent Program, and for sideline sales activities) for one firm orans for their services under the VA’s therapeu-

Senior Companion Program. person getting orders from customers.tic or rehabilitative programs are included as
The order must be for items for resale orincome other than wages on line 21, Form
use as supplies in the customer’s busi-1040.
ness. The customers must be retailers,Other Volunteer Programs 
wholesalers, contractors, or operators ofIf you receive amounts for supportive servicesVolunteers
hotels, restaurants, or other businessesor are reimbursed for out-of-pocket expensesThe tax treatment of amounts you receive as a dealing with food or lodging.under any of the following volunteer programs,volunteer worker for the Peace Corps, AC-

you do not include these amounts in grossTION, or similar agency is covered in the fol-
income: The three tests that you must meet to be alowing discussions.

statutory employee are the following:Service Corps of Retired Executives
(SCORE), and 1) It is understood from the service contractPeace Corps

that you will perform the services.Active Corps of Executives (ACE).If you are a Peace Corps volunteer or volun-
teer leader, some allowances you receive are 2) You do not have a substantial investment
taxable and others are exempt from tax. Volunteer tax counseling.  You do not in- in facilities (other than transportation)

clude in your income any reimbursements you used to perform the services.
Taxable allowances.  Any taxable al- receive for transportation, meals, and other

3) Your services involve a continuing rela-lowances you receive must be included in your expenses you have in training for, or actually
tionship with the person for whom theyincome and reported as wages. These providing, volunteer federal income tax coun-
are performed.include: seling for the elderly (TCE).
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If you are a statutory employee, you are expense allowances or reimbursements from If you are a stockholder in a corporation
self-employed for reporting purposes. If you your employer, get Publication 463, Travel, and the corporation cancels or forgives your
deduct your business expenses as a statutory Entertainment, and Gift Expenses. If you are debt to it, the canceled debt is dividend in-
employee, report your income from box 1 of reimbursed for the business use of your car, come to you.
your Form W–2 on line 1 of Schedule C or get Publication 917, Business Use of a Car, For more information on canceled debt in a
Schedule C-EZ (Form 1040) and check the and if you are reimbursed for moving ex- bankruptcy case or during insolvency or on
box on that line. If you do not deduct business penses,  get  Publ icat ion 521,  Mov ing canceled debt that is qualified farm debt, see
expenses, report your income on line 7 of Expenses. Publication 908, Tax Information on Bank-
Form 1040. ruptcy, and Chapter 4 of Publication 225,

Farmer’s Tax Guide.Below-market loans. A below-market loan is
Form 1099-C.  If a federal governmenta loan on which no interest is charged or, if it is

agency, financial institution, or credit unioncharged, it is at a rate below the applicableMiscellaneous cancels or forgives a debt you owe of $600 orfederal rate. If you make a below-market loan,
more, you will receive a Form 1099-C, Cancel-you must include the forgone interest (at theTaxable Income 
lation of Debt.federal rate) from the loan as interest income

You can receive taxable income from various Qualified real property business indebt-on your return. These loans are considered a
sources. For example, income is treated as re- edness (QRPBI).  A qualified real propertytransaction in which you, the lender, are
ceived from transactions, such as the cancel- business indebtedness (provided you are nottreated as having made:
lation of a debt. Under Recoveries is a discus- a C corporation) canceled after December 31,

1) A loan to the borrower in exchange for asion of when to include in your income 1992, is excluded from gross income.
note which requires the payment of inter-amounts you receive that you deducted in an QRPBI is indebtedness (other than quali-
est at the applicable federal rate, andearlier year, such as a state income tax refund. fied farm debt):

In addition, Repayments discusses how you 2) An additional payment to the borrower. 1) That you incurred or assumed in connec-
can deduct amounts you had to repay that you

tion with real property used in a trade or
included in income in an earlier year. Depending on the transaction, the payment is business,

The following brief discussions of numer- treated as a:
2) That is secured by such real property,ous income items are arranged in alphabetical

1) Gift,order. Those that are discussed in greater de- 3) That you incurred or assumed either:
tail in another publication include a reference 2) Dividend,

a) Before January 1, 1993, or
to that publication. These discussions are fol- 3) Contribution to capital, b) To acquire, construct, reconstruct, orlowed by in-depth discussions of other taxable

4) Payment of compensation, or substantially improve such real prop-income items as shown in the Table of
erty, andContents. 5) Another type of payment.

4) To which you elect to apply these rules.
Note.  When you report miscellaneous tax- The borrower may have to report this payment

able income on line 21 of Form 1040, write a QRPBI includes the indebtedness resultingas income, depending on its classification. For
brief description of the income on the dotted from the refinancing of indebtedness de-more information on below-market loans, see
line next to line 21. scribed in (3), but only up to the amount ofChapter 1 of Publication 550.

QRPBI you are refinancing.
Limits.  The amount of discharged QRPBICancellation of land sale contract.  If youActivity not for profit.  You must include on

that you can exclude from gross income can-sell land under a contract, but the contract isyour return income from an activity from which
not be more than either:canceled and you return the buyer’s money inyou do not expect to make a profit. An exam-

the same tax year as the original sale, youple of this type of activity would be a hobby or 1) The excess (if any) of:
have no income from the sale. If the contract isa farm you operate mostly for recreation and a) The outstanding principal of QRPBI im-
canceled and you return the buyer’s money inpleasure. Enter this income on line 21 of Form mediately before the discharge, over
a later tax year, you must include your gain in1040. Deductions for expenses related to the

b) The fair market value (immediatelyyour income for the year of the sale. When youactivity are limited. They cannot total more
before the discharge) of the real prop-return the money and take back the land in thethan the income you report, and can be taken
erty secured by the QRPBI reduced bylater year, you treat the transaction as aonly if you itemize deductions on Schedule A
the outstanding principal amount of anypurchase that gives you a new basis in the(Form 1040). See Not-for-Profit Activities in
other QRPBI secured by the sameland equal to the funds you return to the buyer.Publication 535, Business Expenses, for infor-
property immediately before the dis-Special rules apply to the reacquisition of realmation on whether an activity is considered
charge, orproperty where a secured indebtedness (mort-carried on for a profit.

gage) to the original seller is involved. For fur- 2) The total adjusted bases of all deprecia-
ther information, see Repossessions in Publi-Alaska oil royalties.  If you qualified as a resi- ble real property held by you immediately
cation 537, Installment Sales.dent of Alaska and received a payment from before the discharge. These adjusted ba-

Alaska’s mineral income fund (Alaska Perma- ses are determined after any basis reduc-
nent Funds Dividends), you must report this tion due to a discharge in bankruptcy, in-Canceled debt. A canceled debt is generally
amount on line 21, Form 1040. The state of solvency, or of qualified farmincome to you and must be reported on line
Alaska will send you a Form 1099–MISC which indebtedness. Do not include the basis of21, Form 1040.
shows this amount. IRS will also receive a any depreciable real property acquired inA discount offered by a financial institution
copy of this form. contemplation of the discharge.for the prepayment of a mortgage loan is in-

come from the cancellation of a debt. You
Alimony. Include in your income on line 11, have no income from the cancellation of a Cancellation of student loan.  You do not
Form 1040, any alimony payments you re- debt if the cancellation is intended as a gift to have income if your student loan is canceled
ceive. Amounts you receive from your former you. because you agreed to certain conditions to
spouse for child support are not income to If your debt is canceled in a bankruptcy obtain the loan and then performed the ser-
you. For complete information, get Publication case (title 11) or when you are insolvent, do vices required. Under the terms of the loan you
504, Divorced or Separated Individuals. not include the canceled debt in your gross in- must be required to work for a specified period

come. A canceled qualified farm debt is ex- of time in certain professions for one of a
Allowances and reimbursements.  If you re- cluded from income even if the farmer owing broad class of employers. To qualify, the loan
ceive travel, transportation, or other business the debt is solvent. must have been made by:
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1) The government—federal, state, or local, the school board. Therefore, Alice did not con- The fiduciary of the estate or trust must tell
or an instrumentality, agency, or subdivi- structively receive the amount by which her you the type of items making up your share of
sion thereof, salary was reduced to pay the substitute the estate or trust income and any credits you

teacher. are allowed on your individual income tax2) A tax-exempt public benefit corporation
return.that has assumed control of a state,

Court awards and damages. To determine if Losses.  Losses of estates and trusts gen-county, or municipal hospital, and whose
settlement amounts you receive by compro- erally are not deductible by the beneficiaries.employees are considered public employ-
mise or judgment must be included in your in- Grantor trust.  Income earned by a gran-ees under state law, or
come, you must consider the item which the tor trust is taxable to the grantor, not the bene-

3) An educational institution under an agree- settlement replaces. Include the following as ficiary. This rule applies if the property put into
ment with an entity described in (1) or (2) ordinary income: the trust will revert (be returned) to the grantor
that provided the funds to the institution or the grantor’s spouse. Generally, for trans-1) Interest on any award.to make the loan. fers after March 1, 1986, a trust is a grantor

2) Compensation for lost wages or lost prof- trust if the grantor has a reversionary interest
its in most cases.Cancellations of student loans under section valued (at the date of transfer) at more than

465 of the Higher Education Act of 1965 also 3) Punitive damages awarded in cases not 5% of the value of the transferred property.
are not income. involving physical injury or sickness. Re- For transfers in trust made before March 2,

port this income on line 21, Form 1040. 1986, a trust was a grantor trust if it was ex-
Constructively received income.  You are pected that the property would revert to the4) Amounts received in settlement of pen-generally taxed on income that is available to grantor within 10 years.sion rights (if you did not contribute to theyou, regardless of whether it is actually in your

plan).possession. Fees. Include all fees for your services in your5) Damages for:Third party.  If a third party is paid income gross income. Examples of these fees are
from property you own, you have construc- a) Patent or copyright infringement. amounts you receive for services you perform
tively received the income. It is the same as if as:b) Breach of contract.you had received the income and paid it to the

1) A corporate director.third party. c) Interference with business operations.
Agent receives your income.  Income re- 2) An executor or administrator of an estate.6) Any recovery under the Age Discrimina-

ceived by an agent for you is income you con- tion in Employment Act. 3) A notary public.structively received in the year the agent re-
ceived it. If you agree by contract that a third 4) An election precinct official.Do not include in your income compensatory
party is to receive income for you, you must in- damages for the following:
clude the amount in gross income when the Corporate director.  If you received (or

1) Personal injury or sickness (whether re-third party receives it. should have received) a Form W–2 showing
ceived in a lump sum or installments). corporate director fees, report these fees onExample 1.  You agree with your employer

2) Damage to your character. line 7 of Form 1040 or Form 1040A, or on linethat part of your salary is to be paid directly to
1 of Form 1040EZ.your former spouse. You must include that 3) Alienation of affection.

amount in gross income when your former Otherwise, report these payments on
4) Surrender of custody of a minor child.spouse receives it. Schedule C (Form 1040) or Schedule C-EZ

(Form 1040) as self-employment income.Example 2.  You assign your ‘‘lifetime ser- Estate and trust income.  An estate or trust, Executor or administrator of an estate.vices’’ to a trust. By agreement, your employer unlike a partnership, may have to pay federal If these payments total $600 or more for thepays the trust a monthly fee for your services income tax. If you are a beneficiary of an es- year, the payer generally must report the feesequal to what otherwise would be your gross tate or trust, you are taxed on your share of its to the IRS on Form 1099–MISC. You will re-monthly salary. You continue to do the same income. However, there is never a double tax. ceive a copy of the Form 1099–MISC. Reportwork for your employer. You must include in Estates and trusts file their returns on Form these payments on Schedule C (Form 1040)your income as wages the amounts your em- 1041, U.S. Income Tax Return for Estates and or Schedule C-EZ (Form 1040) as self-em-ployer pays to the trust. Trusts, and report your share of the income on ployment income. Exception: If you are not inValid check.  A valid check that you re- Schedule K–1 of Form 1041. the trade or business of being an executor (forceived or that was made available to you Current income required to be distrib- instance, you are the executor of a friend’s orbefore the end of the tax year is considered in- uted.  If you are the beneficiary of a trust that relative’s estate), do not include thesecome constructively received in that year, must distribute all of its current income, you
amounts on Schedule C or Schedule C-EZ.even if you do not cash the check or deposit it must report your share of the distributable net
Report them on line 21 of Form 1040.to your account until the next year. income whether or not you actually received it.

Notary public.  Report payments for theseFor example, if the postal service tries to Current income not required to be dis-
services on Schedule C (Form 1040) ordeliver a check to you on the last day of the tax tributed.  If you are the beneficiary of an es-
Schedule C-EZ (Form 1040). These paymentsyear but you are not at home to receive it, you tate or trust and the fiduciary has the choice of
are not subject to self-employment tax.must include the amount in your income for whether to distribute all or part of the current

that tax year. If the check was mailed so that it Election precinct official.  You should re-income, you must report all income that is re-
could not possibly reach you until after the end ceive a Form W–2 showing payments for ser-quired to be distributed to you, whether or not
of the tax year, and you could not otherwise vices as an election precinct official. Reportit is actually distributed, plus all other amounts
get the funds before the end of the year, you these payments on line 7 of Form 1040 oractually paid or credited to you, to the extent of
include the amount in your income for the next Form 1040A, or on line 1 of Form 1040EZ.your share of distributable net income.
tax year. How to report estate and trust income.

No constructive receipt.  There may be Free tour. A free tour you receive from a travelEach item of income keeps the same charac-
facts to show that you did not constructively agency for organizing a group of tourists mustter in your hands as it had in the hands of the
receive income. be included in your income on line 21, Formestate or trust. Thus, if items of income distrib-

1040, or on Schedule C or Schedule C-EZExample.  Alice Johnson, a teacher, uted or treated as distributed to you include
(Form 1040) at the fair market value of theagreed to the school board’s condition that, in dividends, tax-exempt interest, or capital
tour. You cannot deduct your expenses inher absence, she would be entitled to receive gains, they will keep the same character in
serving as the voluntary leader of the group atonly the difference between her regular salary your hands for purposes of reporting those
the group’s request.and the salary of a substitute teacher hired by items on your return.
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Gambling winnings. You must include your You must include the kickbacks in your designated by you. The following condi-
gambling winnings in your income on line 21, tions apply to the transfer:income.
Form 1040. If you itemize your deductions on a) You cannot use the prize or award
Schedule A (Form 1040), you can deduct gam- Note received for services.  If your employer before it is transferred.
bling losses you had during the year, but only gives you a note as payment for your services,

b) You should provide the designationup to the amount of your winnings. you must include the fair market value (usually
before the prize or award is presentedLotteries and raffles. Winnings from lot- the discount value) of the note in your income
to prevent a disqualifying use. The des-teries and raffles are gambling winnings. You for the year you receive it. When you later re-
ignation should contain:must include in your income bonds, cars, ceive payments on the note, part of each pay-

houses, and other noncash prizes at their fair ment is a recovery of the fair market value that (i) The purpose of the designation by
market value. you previously included in your income. Do not making a reference to section

include that part again in your income. Include 74(b)(3) of the Internal Revenue
Note.  If you win a state lottery prize paya- the rest of the payment in your income in the Code.

ble in installments, you must include in gross year of payment.
(ii) A description of the prize or award.income the annual payments and any amount

you receive designated as ‘‘interest’’ on the (iii) The name and address of the or-Prepaid income. Prepaid income is generally
unpaid installments. ganization to receive the prize orincluded in your gross income in the year you

award.receive it. Prepaid income includes amountsForm W–2G.  You may have received a
such as rents or interest received in advanceForm W–2G showing the amount of your gam- (iv) Your name, address, and social
and compensation for future services.bling winnings. Include the amount from box 1 security number.

However, if you use an accrual method ofon line 21 of Form 1040. Be sure to include
(v) Your signature and the date signed.accounting and receive payment for servicesany amount from box 2 on line 55 of Form

c) In the case of an unexpected presenta-to be performed before the end of the next tax1040.
tion, you must return the prize or awardyear, you can include the payment in your
before using it (or spending, depositing,gross income as you earn it by performing theHobby losses. Losses from a hobby are not
investing it, etc., in the case of money)services.deductible from other income. A hobby is an
and then prepare the statement as de-activity from which you do not expect to make
scribed in (b).a profit. See Activity not for profit, earlier. Prizes and awards. If you win a prize in a

lucky number drawing, television or radio quiz d) After the transfer, you should receive
Note.  If you collect stamps, coins, or other program, beauty contest, or other event, you from the payer a written response stat-

items as a hobby for recreation and pleasure, must include it in your income. For example, if ing when and to whom the designated
and you sell any of the items, your gain is taxa- you win a $50 prize in a photography contest, amounts were transferred.
ble as a capital gain. However, if you sell items you must report this income on line 21, Form
from your collection at a loss, you cannot de- 1040. Sale of personal items.  If you sell an item
duct a net loss. Employee cash awards or bonuses. you own for personal use, such as a car, refrig-

Cash awards or bonuses given to employees erator, furniture, stereo, jewelry, or silverware,
for their good work or for suggestions gener-Illegal income. Illegal income, such as stolen a gain is taxable as a capital gain reported on
ally must be included in income as wages.or embezzled funds, must be included in your Schedule D (Form 1040). You cannot deduct a
However, certain employee awards can be ex-gross income on line 21, Form 1040, or on loss.
cluded from income. See Employee achieve-Schedule C or Schedule C-EZ (Form 1040) if However, if you sell an item you hold for in-
ment awards, later.from your self-employment income. vestment, such as gold or silver bullion, coins,

Goods or services.  Prizes and awards in or gems, a gain is taxable as a capital gain and
goods or services must be included in your in-Indian fishing rights.  If you are a member of a loss is deductible as a capital loss.
come at their fair market value. If you refuse toa qualified Indian tribe that has fishing rights
accept a prize, do not include its value in yoursecured by treaty, executive order, or an Act of Social security and equivalent railroad re-
income.Congress as of March 17, 1988, you do not in- tirement benefits.  Social security or

If you are a salesperson and receive ‘‘prizeclude in your income amounts you receive equivalent railroad retirement benefits, if taxa-
points’’ redeemable for merchandise, whichfrom activities related to those fishing rights. ble, must be included in the income of the per-
are awarded by a distributor to employees ofThe income is not subject to income tax, self- son who has the legal right to receive the
dealers, you must include their fair marketemployment tax, or employment taxes. benefits.
value in your income. The ‘‘prize points’’ are Social security benefits include any
taxable in the year they are paid or made avail-Jury duty. Jury duty pay you receive must be monthly benefit under Title II of the Social Se-
able to you, rather than in the year you redeemincluded in your income on line 21, Form 1040. curity Act or the part of a tier I railroad retire-
them for merchandise.If you must give the pay to your employer be- ment benefit treated as a social security bene-

Pulitzer, Nobel, and other prizes.  If youcause your employer continues to pay your fit. Social security benefits do not include any
were awarded a Pulitzer, Nobel, or other prizesalary while you serve on the jury, you can de- supp lementa l  secur i t y  income (SSI )
in recognition of past accomplishments (in re-duct the amount turned over to your employer payments.
ligious, charitable, scientific, artistic, educa-as an adjustment to income. Include the Joint return.  If you are married and file a
tional, literary, or civic fields), you do not in-amount you repay your employer on line 30, joint return, you and your spouse must com-
clude this prize in your income if you meet allForm 1040. Write ‘‘Jury pay’’ and the amount bine your incomes and your social security and
of the following requirements.on the dotted line next to line 30. equivalent railroad retirement benefits when

figuring if any of your combined benefits are1) You were selected without any action on
Kickbacks. You must include in your income taxable. Even if your spouse did not receiveyour part to enter the contest or
on line 21, Form 1040, or on Schedule C or any benefits, you must add your spouse’s in-proceeding.
Schedule C-EZ (Form 1040), kickbacks, side come to yours when figuring if any of your ben-

2) You are not required to perform substan-commissions, push money, or similar pay- efits are taxable.
tial future services as a condition for re-ments you receive. Form SSA–1099.  If you received socialceiving the prize or award.

Example.  You are a car salesperson and security benefits during 1995, you will receive
3) The prize or award is transferred by thehelp arrange car insurance for buyers. Insur- Form SSA–1099, Social Security Benefit

payer directly to a governmental unit orance brokers pay back part of their commis- Statement. An IRS Notice 703 will be en-
tax-exempt charitable organization assions to you for referring customers to them. closed with your Form SSA–1099. This notice
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includes a worksheet you can use to figure 3) Railroad unemployment compensation benefits under that state law, they are fully tax-
benefits.whether any of your benefits are taxable. able. Report these payments on line 21, Form

1040.For a full explanation of the information 4) Disability payments from a government
found on your Form SSA–1099, get Publica- Fraud.  Fraudulently obtained unemploy-program paid as a substitute for unem-
tion 915. ment compensation is fully taxable and is re-ployment compensation (amounts re-

ported on line 21, Form 1040.Form RRB–1099.   I f  you received ceived as workers’ compensation for inju-
equivalent railroad retirement or special guar- Repayment of unemployment compen-ries or illness are not unemployment
anty benefits during 1995, you will receive sation benefits.  If you repaid in 1995 unem-compensation).
Form RRB–1099, Payments by the Railroad ployment compensation benefits you received

5) Trade readjustment allowances under theRetirement Board. For a full explanation of the in 1995, subtract the amount you repaid from
Trade Act of 1974.information found on your Form RRB–1099, the total amount you received and enter the

get Publication 915. 6) Benefits under the Airline Deregulation difference on line 19, Form 1040, or on line 12,
Act of 1978. Form 1040A. Also, enter ‘‘Repaid’’ and theIf you received other railroad retirement

amount you repaid on the dotted line next tobenefits, get Publication 575 for information 7) Unemployment assistance under the Dis-
line 19 or next to line 12. If, in 1995, you repaidon how these benefits are taxed. aster Relief Act Amendments of 1974.
unemployment compensation that you in-Lump-sum payment.  If you received a
cluded in your gross income in an earlier year,lump-sum benefit payment in 1995 that is for Governmental program.  If you contribute
you may deduct the amount repaid on Sched-one or more earlier years, use the worksheets to a governmental unemployment compensa-
ule A (Form 1040), line 22. See Repayments,in Publication 915 to determine the amount, if tion program and your contributions are not
later.any, that is taxable. deductible, amounts you receive under the

Taxable amount.  Use the worksheet in program are not included as unemployment
Union benefits and dues. Amounts deductedthe Form 1040 or Form 1040A instruction compensat ion unt i l  you recover  your
from your pay for union dues, assessments,package to determine the amount of your ben- contributions.
contributions, or other payments to a unionefits to include in your income. Publication 915 Supplemental unemployment benefits.
cannot be excluded from your gross income.also has worksheets you can use. However, Benefits received from a company-financed

You may be able to deduct some of theseyou must use the worksheets in Publication fund (to which the employees did not contrib-
payments as a miscellaneous deduction sub-915 if you exclude interest from U.S. Savings ute) are not unemployment compensation.
ject to the 2% limit if they are related to yourBonds issued after 1989, or if you take the for- They are taxable as wages subject to income
job and if you itemize deductions on Scheduleeign earned income exclusion, the foreign tax withholding but not subject to social secur-
A (Form 1040). For more information, get Pub-housing exclusion or deduction, the exclusion ity, Medicare, or federal unemployment taxes.
lication 529, Miscellaneous Deductions.of income from U.S. possessions, or the exclu- Report these payments on line 7 of Form 1040

sion of income from Puerto Rico by bona fide Strike and lockout benefits.  Benefitsor Form 1040A.
residents of Puerto Rico. paid to you by a union from union dues asYou may have to repay some of your sup-

strike or lockout benefits, including both cashIf you made contributions to an individual plemental unemployment benefits to qualify
and the fair market value of other property, areretirement arrangement (IRA) for 1995, and if for trade readjustment allowances under the
usually included in your income as wages. Youyour IRA deduction is limited because you or Trade Act of 1974. If you repay supplemental
can exclude these benefits from your incomeyour spouse is covered by a retirement plan at unemployment benefits in the same year you
only when the facts clearly show that the unionwork, you must use the special worksheets in receive them, reduce the total benefits by the
intended the benefits as gifts to you.Appendix B of Publication 590 to figure your amount you repay. If you repay the benefits in

IRA deduction and taxable benefits to be re- Reimbursed union convention ex-a later year, you must include the full amount
ported on your return. penses.  If you are a delegate of your localof the benefits in your income for the year you

received them. union chapter and you attend the annual con-How to report.  If any of your benefits are
vention of the international union, do not in-taxable, you must use either Form 1040 or Deduct the repayment in the later year as
clude in your income amounts you receiveForm 1040A to report the taxable part. You an adjustment to gross income. Include the re-
from the international union to reimburse youcannot use Form 1040EZ. Report your net payment on line 30, Form 1040, and put ‘‘Sub-
for expenses of traveling away from home topay TRA’’ and the amount on the dotted linebenefits (the amount in box 5 of your Forms
attend the convention. You cannot deduct thenext to line 30. If the amount you repay in aSSA–1099 and RRB–1099) on line 20a, Form

later year is more than $3,000, you may be reimbursed expenses, even if you are reim-1040, or line 13a, Form 1040A. Report the tax-
able to take a credit against your tax for the bursed in a later year. If you are reimbursed forable part (from the last line of the worksheet)
later year instead of deducting the amount re- lost salary, you must include that reimburse-on line 20b, Form 1040, or on line 13b, Form
paid. For information on this, see the discus- ment in your income as wages.1040A.
sion on Repayments, later.

Private unemployment fund.  Unemploy-Unemployment compensation.  You must Bartering
ment benefit payments from a private fund toinclude in your income all unemployment com-

Bartering is an exchange of property or ser-which you voluntarily contribute are taxablepensation you receive. Generally, you enter
vices. You must include in your income, at theonly if the amounts you receive are more thanunemployment compensation on line 3 of
time received, the fair market value of propertyyour total payments into the fund. Report theForm 1040EZ, line 12 of Form 1040A, or line
or services you receive in bartering. If you ex-taxable amount on line 21, Form 1040.19 of Form 1040. You may be liable for esti-
change services with another person and youPayments by a union.  Benefits paid tomated tax if you receive unemployment com-
both have agreed ahead of time as to theyou as an unemployed member of a unionpensation. For more information on estimated
value of the services, that value will be ac-from regular union dues are included in yourtax, get Publication 505.
cepted as fair market value unless the valuegross income on line 21, Form 1040.Types of unemployment compensation. can be shown to be otherwise.Guaranteed annual wage.  Payments youUnemployment compensation generally in-

Report this income on Schedule C orreceive from your employer during periods ofcludes any amount received under an unem-
Schedule C-EZ (Form 1040).unemployment, under a union agreement thatployment compensation law of the United

guarantees you full pay during the year, are Example 1.  You are a self-employed attor-States or of a state. It includes:
taxable as wages. ney who performs legal services for a client, a

1) Benefits paid by a state or the District of small corporation. The corporation gives youState employees.  Payments can be
Columbia from the Federal Unemploy- shares of its stock as payment for your ser-made by a state to its employees who are not
ment Trust Fund. vices. You must include the fair market valuecovered by the state’s unemployment com-

2) Unemployment insurance benefits. of the shares in your income on Schedule C orpensation law. If the payments are similar to
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Schedule C-EZ (Form 1040) in the year you re- If you join a barter exchange, you must certify S Corporation Income
ceive them. under penalties of perjury that your social se-

In general, an S corporation does not pay tax
curity or employer identification number is cor-Example 2.  You are a self-employed ac- on its income. Instead, the income and ex-
rect and that you are not subject to backupcountant. Both you and a house painter are penses of the corporation are ‘‘passed
withholding. If you do not make this certifica-members of a barter club. The organization through’’ to the shareholders.
tion, backup withholding may begin immedi-each year gives its members a directory of
ately. The barter exchange will give you amembers and the services each member pro- S corporation return.  An S corporation must
Form W–9, Request for Taxpayer Identifica- file a return on Form 1120S, U.S. Income Taxvides. Members get in touch with each other
tion Number and Certification, or a similar Return for an S Corporation. This shows thedirectly and bargain for the value of the ser-
form, for you to make this certification. results of the corporation’s operations for itsvices to be performed. In return for accounting

Reporting the tax withheld.  If tax is with- tax year and the items of income, gains,services you provided, the house painter
held from your barter income, the barter ex- losses, deductions, or credits that affect thepainted your home. You must report as your in-
change must give you a Form 1099–B, or simi- shareholders’ individual income tax returns.come on Schedule C or Schedule C-EZ (Form
lar statement, that indicates the amount of tax1040) the fair market value of the house paint-
withheld. Shareholder’s return.  If you are a share-ing services you received. The house painter

holder in an S corporation, you must includemust include in income the fair market value of
on Form 1040 your share of the corporation’sthe accounting services you provided. Partnership Income 
items of income, loss, deduction, or credit in

Example 3.  You are self-employed and a A partnership is not a taxable entity. The in- the same way as a partnership would report
member of a barter club. The club uses ‘‘credit come, gains, losses, credits, and deductions these items.
units’’ as a means of exchange. It adds credit of a partnership are ‘‘passed through’’ to the All current year income or loss and other
units to your account for goods or services you partners based on each partner’s distributive tax items are taxed to each shareholder at the
provide to members, which you can use to share of these items. corporation’s year end. Generally, these items
purchase goods or services offered by other passed through to you as a shareholder will in-
members of the barter club. The club sub- Partner’s distributive share.  Your distribu- crease or decrease the basis of your S corpo-
tracts credit units from your account when you tive share of partnership income, gains, ration stock as appropriate.
receive goods or services from other mem- losses, deductions, or credits is your share of Distributions.  Generally, S corporation
bers. You must include in your income the these items of the partnership, based on the distributions are a nontaxable return of your
value of the credit units that are added to your basis in the corporation stock. However, inpartnership agreement, whether or not they
account, even though you may not actually re- certain cases, part of the distributions may beare actually distributed to you. Generally, your
ceive goods or services from other members taxable as a dividend, or as a long-term ordistributive share of the partnership losses is
until a later tax year. short-term capital gain, or as both. The corpo-limited to the adjusted basis of your partner-

ration’s distributions may be in the form ofship interest at the end of the partnership yearExample 4.  You own a small apartment
cash or property.in which the losses took place.building and an artist gives you a work of art

Dividends are paid only from prior yearPartnership agreement.  The partnershipthe artist created in return for 6 months’ rent-
earnings (generally retained earnings fromagreement usually covers the distribution offree use of an apartment. You must report as
years before 1983 or before becoming an Sprofits, losses, and other items. However, ifrental income on Schedule E (Form 1040) the
corporation). Generally, property (includingthere is no agreement for sharing a specificfair market value of the artwork, and the artist
cash) distributions, except dividend distribu-item of gain or loss, generally each partner’smust report as income on Schedule C or
tions, are considered a return of capital to thedistributive share is figured according to theSchedule C-EZ (Form 1040) the fair rental extent of your basis in the stock of the corpo-partner’s interest in the partnership.value of the apartment. ration. Distributions in excess of basis are
treated as a gain from the sale or exchange of

Partnership return.  Although a partnershipBarter exchange.  If you exchanged property property.
pays no tax, it must file an information returnor services through a barter exchange, you Schedule K–1 (Form 1120S).  You should
on Form 1065, U.S. Partnership Return of In-should receive Form 1099–B or a similar state- receive from the S corporation in which you
come. This shows the result of the partner-ment from the barter exchange. You should are a shareholder a copy of Schedule K–1
ship’s operations for its tax year and the itemsreceive the statement by January 31, 1996, (Form 1120S) showing your share of income,
that must be ‘ ‘passed through’’ to theand it should show the value of cash, property, credits, and deductions of the S corporation
partners.services, credits, or scrip you received from for the tax year. Your distributive share of the

exchanges during the year. The IRS will also items of income, gains, losses, deductions, or
Partner’s return.  You must treat partnership credits of the S corporation must be shownreceive a copy of Form 1099–B.

separately on your Form 1040. The characteritems on your individual return the same as
of these items generally is the same as if youthey are treated on the partnership return.Backup withholding.  The income you re-
had realized or incurred them personally.That is, if the partnership had a capital gain,ceive from bartering is generally not subject to

Do not attach Schedule K–1 (Form 1120S)you report your share on Schedule D (Formregular income tax withholding. However,
to your Form 1040. Keep it for your records.1040). You report your share of partnership or-backup withholding will apply in certain cir-

dinary income on Schedule E (Form 1040).cumstances to ensure that income tax is col-
More information.  For more information, getSchedule K–1 (Form 1065).  You shouldlected on this income.
Publication 589, Tax Information on Sreceive from each partnership in which you areUnder backup withholding, the barter ex-
Corporations.a member a copy of Schedule K–1 (Formchange must withhold, as income tax, 31% of

1065) showing your share of income, deduc-the income if:
tions, credits, and tax preference items of the Recoveries 

1) You do not give the barter exchange your partnership for the tax year. Retain Schedule A recovery is a return of an amount you de-identification number (either a social se- K–1 (Form 1065) for your records. Do not at- ducted or took a credit for in an earlier year.curity number or an employer identifica- tach it to your Form 1040. Generally, you must include the recoveredtion number), or
amounts in your income in the year the recov-

2) The IRS notifies the barter exchange that More information.  For more information, get ery is received. The most common recoveries
you gave it an incorrect identification Pub l ica t ion  541,  Tax  In fo rmat ion  on are refunds, reimbursements, and rebates of

deductions itemized on Schedule A (Formnumber. Partnerships.
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1040). Non-itemized deduction recoveries in- showing why that amount is less than the Example.  For 1994, you filed a joint return.
clude such items as payments you receive on amount shown on the Form 1099–G, Certain Your taxable income was $20,000 and you
previously deducted bad debts and recoveries Government Payments, you received from the were not entitled to any tax credits. The stan-
of items for which you previously claimed a tax state. dard deduction for your filing status was
credit. The balance ($100) of the $400 refund is $6,350, and you had itemized deductions of

If you recover amounts that are for item- for your January 1995 estimated tax payment. $7,350. In 1995, you received the following re-
ized deductions and non-itemized deductions When you figure your deduction for state and coveries for amounts deducted on your 1994
you deducted in a previous year, recompute local income taxes paid during 1995, you will return:
your taxable income first as shown in Non- reduce the $1,000 paid in January by $100.

Medical expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200Itemized Deduction Recoveries before you de- Your deduction for state and local income
State and local income tax refund . . . . . . . . . . . . . 400termine the amount to include in your income taxes paid during 1995 will include the January
Refund of mortgage interest . . . . . . . . . . . . . . . . . . 325as shown in Itemized Deduction Recoveries. net amount of $900 ($1,000 –  $100), plus any
Total recoveries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $925estimated state income taxes paid in 1995 for

1995, and any state income tax withheld dur-Form 1099–G.  If you received a state or local
ing 1995.income tax refund in 1995, you may receive a None of the recoveries were more than the

statement, Form 1099–G, Certain Govern- deductions taken for 1994.
ment Payments, from the payer of the refund No earlier year deduction.  If you did not Because your total recoveries are less
(or credit or offset) by January 31, 1996. The itemize deductions in the year for which you than the amount by which your itemized de-
IRS will also receive a copy of the Form 1099– received the recovery, do not include any of ductions exceeded the standard deduction
G. the recovery amount in your income. ($7,350 –  $6,350 =  $1,000), you must in-

Report any interest you received on state clude your total recoveries in your income forExample.  In 1994, you filed your income
or local income tax refunds on line 8a of Form 1995. Report the state and local income taxtax return on Form 1040A. In 1995 you re-
1040 or on line 2a of Form 1040–T. refund of $400 on line 10, Form 1040, or line 4,ceived a refund from your 1994 state income

Form 1040–T, and the balance of your recov-tax. Do not report any of the refund as income
Interest.  Interest on any of the amounts you eries, $525, on line 21, Form 1040, or line 9,because you did not itemize deductions in
recover must be reported as interest income in Form 1040–T.1994.
the year received. For example, report any in-
terest you received on state or local income Worksheet for refunds of itemized deduc-Itemized Deduction Recoveries tax refunds on line 8a of Form 1040 or on line tions.  If your itemized deductions were not
2a of Form 1040–T. limited, you had no tax credits, and you were

Total recoveries generally included in in- not subject to the alternative minimum tax, you
come.  If you recover any amount that you de-Recovery and expense—same year.  If the can use Table 5 at the end of this publication
ducted in an earlier year on Schedule A (Formrefund or other recovery and the deductible to determine the amount of your recovery of
1040), you must generally include the fullexpense occur in the same year, the recovery amounts deducted after 1986 to include in
amount of the refund or recovery in your in-reduces the deduction and is not reported as your income.
come in the year you receive it. This is true ifincome. Before 1987.  If you recover an amount
for the earlier taxable year: you deducted in a year before 1987, use Table

Federal income tax refund.  Refunds of fed- 1) Your itemized deductions were not sub- 6 at the end of this publication to determine
eral income taxes are not included in your in- ject to the limit on itemized deductions. (If the amount to include in your income.
come because they are never allowed as a de- your deductions were limited, see Previ-
duction from income. ously limited itemized deductions, later.) Standard deduction for 1994.  To determine

if amounts deducted on your 1994 return and2) Your deduction for the item recovered ex-Recovery for 2 or more years.  If you receive recovered in 1995 must be included in your in-ceeds the amount recovered. (If your de-a refund or other recovery that is for amounts come, you must know the standard deductionduction was less than the amount recov-you paid in 2 or more separate years, you must for your filing status for 1994. The standard de-ered, see Recovery limited to deduction,allocate, on a pro rata basis, the recovered duction tables for 1992, 1993, and 1994 are atlater.)amount between the years in which it was the end of this publication. If you need the
3) You had taxable income. (If you had nopaid. standard deduction amounts for years before

taxable income, see Negative taxable in-This allocation is necessary to determine 1992, see the copy of your return for that year.
come, later.)the amount of recovery from any earlier years For information on the standard deduction, get

and to determine the amount, if any, of your al- Publication 501, Exemptions, Standard De-4) Your itemized deductions exceeded the
lowable deduction for this item for the current duction, and Filing Information.standard deduction by at least the
year. amount of the refund or recovery. (If your

Example.  You paid a 1994 estimated itemized deductions did not exceed the Total recoveries not included in income.
state income tax liability of $4,000 in four standard deduction by at least the The total recovery that must be included in
equal payments. You made your fourth pay- amount of the recovery, see Total recov- your income is limited to the itemized deduc-
ment in January 1995. You had no state in- eries not included in income, later.) tion amount that reduced your tax for the ear-
come tax withheld during 1994. In 1995, you lier year. (See Tax Benefit Rule, later.)5) You had no tax credits. (If you had taxreceived a $400 tax refund based on your You are generally allowed to claim thecredits, see Tax credits—earlier year,1994 state income tax return. You claimed standard deduction if you do not itemize yourlater.)itemized deductions each year on your federal deductions. Only your itemized deductions

6) You were not subject to alternative mini-income tax return. that are more than your standard deduction
mum tax. (If you were subject to alterna-You must allocate the $400 refund be- are subject to the recovery rule (unless you
tive minimum tax, see Alternative mini-tween 1994 and 1995, the years in which you are required to itemize your deductions). If
mum tax—earlier year, later.)paid the tax on which the refund is based. your total deductions on the earlier year return

Since you paid 75% ($3,000 ÷  $4,000) of the were not more than your income for that year,
estimated tax in 1994, 75% of the $400 re- Where to report.  Enter your state and lo- include in your income this year the smaller of:
fund, or $300, is for amounts you paid in 1994 cal income tax refund on line 10, Form 1040,

1) Your recoveries, orand is a recovery item. If all of the $300 is a or line 4, Form 1040–T, and the total of all
taxable recovery item, you will include $300 on other recoveries as other income on line 21, 2) The amount by which your itemized de-
line 10, Form 1040, or line 4, Form 1040–T, for Form 1040, or line 9, Form 1040–T. You can- ductions exceeded the standard
1995, and attach a copy of your computation not use Form 1040A or Form 1040EZ. deduction.

Page 19



Example.  You filed a joint return for 1994 you recovered, $500 was due to your state in- A (Form 1040) were limited in a prior year and
come tax refund. The amount you report as a in a later year you receive a recovery ofwith a taxable income of $25,000. Your item-
tax refund on line 10, Form 1040, or line 4, amounts deducted in the prior year (for exam-ized deductions were $7,350. The standard
Form 1040–T, is $300 [($500 ÷  $2,500) × ple, state income taxes or mortgage interest).deduction that you could have claimed was
$1,500]. The balance of the taxable recov- When the limit applies, you must reduce your$6,350. In 1995 you recover $2,400 of your
eries, $1,200, is reported as other income on itemized deductions by the lesser of:1994 itemized deductions. None of the recov-
line 21, Form 1040, or line 9, Form 1040–T.eries were more than the actual deductions for 1) 3% of the amount by which your adjusted

1994. Include $1,000 of the recoveries in your gross income (AGI) exceeds a specified
1995 income. This is the smaller of your recov- Non-Itemized Deduction base amount ($111,800 for 1994
eries ($2,400) or the amount by which your Recoveries ($55,900 if you were married filing sepa-
itemized deductions were more than the stan- rately)), orThis section discusses recovery of deductions
dard deduction ($7,350 –  $6,350 =  $1,000). other than those deducted on Schedule A 2) 80% of your otherwise allowable itemized

(Form 1040). Recovery of tax credits is dis- deductions affected by the limit.Negative taxable income.  If your taxable in- cussed later.
come was a negative amount, reduce the re-

(For more information on the limit, see Chap-covery you must include in your income by the Total recoveries included in income.  Re- ter 22 of Publication 17, Your Federal Incomenegative amount. covery of amounts deducted in an earlier year Tax.)
must be included in your income in the year re-Example.  In the previous example as-
ceived to the extent the deduction reducedsume you had a negative taxable income of

Previously limited itemized deductions.  Ifyour tax in the year of the deduction. (See Tax$200 in 1994. You would include $800 in your
you received a refund or recovery of an item-Benefit Rule, later.)1995 income, rather than $1,000.
ized deduction that was limited as explained
earlier under Itemized deductions limited, theTotal recoveries not included in income.  IfRecovery limited to deduction.  You do not refund or recovery is, in general, fully includedyour taxable income is a negative amount, re-include in your income any amount of your re- in your gross income in the year you receivedduce the recovery by that negative amount. In-covery that is more than the amount you de- it.clude this reduced recovery in your income.ducted in the earlier year. The amount you in- If your 1994 AGI was more than $111,800

clude in your income is limited to the smaller ($55,900 if you were married filing separately),Itemized and non-itemized deduction re-of: you should complete the following steps to de-coveries.  If you recover amounts due to both
termine if you can include less than the full re-1) The amount deducted on Schedule A itemized deductions and non-itemized deduc-
fund or recovery in your gross income. This is(Form 1040), or tions taken in the same year, you must deter-
also true if the 80% limit applied to your item-mine the amounts to include in your income as2) The amount recovered.
ized deductions (for example, line 4 wasfollows:
smaller than line 8 on the 1994 Itemized De-

Example.  During 1994, you paid $1,700 1) Figure your non-itemized recoveries, duction Worksheet found in your Form 1040
for medical expenses. From this amount you instructions).2) Add the non-itemized recoveries to your
subtracted $1,500, which was 7.5% of your To determine the portion of the refund ortaxable income, and then
adjusted gross income. Your taxable income recovery you must include in income, follow3) Figure your itemized recoveries.for 1994 was $13,500. Your actual medical ex- the five steps below. Step 1 involves reducing
pense deduction was $200. In 1995, you re- your refund or recovery for negative taxable in-This order is required because your taxable in-ceived a $500 reimbursement from your medi- come. Step 2 involves reducing your refund orcome will change and you must use taxable in-cal insurance for your 1994 expenses. The recovery by any unused tax credits. If your ear-come to figure your itemized recoveries.only amount of the $500 reimbursement that lier tax year does not involve negative taxable
must be included in your income in 1995 is income or an unused tax credit, skip steps 1

Amounts Recovered for Credits $200—the amount actually deducted. and 2 and start with step 3.
If you received a recovery in 1995 for an item

1) If your taxable income for the earlier yearon which you claimed a tax credit in an earlierAllocation of recoveries to be included.  If
was a negative amount, reduce your re-year, you must increase your 1995 tax to theyou are not required to include all of your re-
covery by the negative amount.extent the credit reduced your tax in the earliercoveries in your income, and you have both a

year. You have a recovery if there is a down-state income tax refund and other itemized de- 2) If your tax for the earlier year was reduced
ward price adjustment or similar adjustmentduction recoveries, you must allocate part of to zero by a tax credit that was not fully
on the item for which you claimed a credit.the taxable recoveries to report as a state tax used in that year, and if reducing your de-

This rule does not apply to the investmentrefund on line 10, Form 1040, or line 4, Form duction for that year by the recovery
credit or the foreign tax credit. Recoveries with1040–T. The balance of your taxable recov- would result in tax for that year, reduce
respect to these credits are covered by othereries is reported as other income on line 21, your recovery by an amount equal to your
provisions of the law.Form 1040, or line 9, Form 1040–T. You can recovery multiplied by the following

use Table 5 at the end of this publication to fig- fraction:
ure the part to report as a state tax refund, or Tax Benefit Rule a) Your tax for the earlier year, determined
you can figure that part as follows: If you recover an amount that you deducted or after reducing your deductions by the

took a credit for in an earlier year, include the1) Divide your state income tax refund by the recovery and applying the credit; over
recovery in your income only to the extent thetotal of all your itemized deduction recov- b) The total increase in your tax for thededuction or credit reduced your tax in the ear-eries. The result is the percentage that earlier year, determined by subtractinglier year. Generally, you can figure the deduc-the state income tax refund represents of your as-filed earlier year’s tax (withouttion amount that reduced your tax in the earlierthe total recoveries. applying the credit) from your earlieryear by using the methods discussed previ-

2) Multiply the amount of taxable recoveries year’s tax determined after reducingously. These methods are for the most com-
by the percentage. your deductions by the recovery (with-mon situations and are comparatively simple

out applying the credit).because you are not required to recompute
Example.  Assume you recovered in 1995 the earlier year’s tax. 3) Determine your deduction for itemized de-

$2,500 of your 1994 itemized deductions, but ductions you actually claimed in the ear-
that the recoveries you must include in your Itemized deductions limited.  Special rules lier year after applying the limit on item-
1995 income are only $1,500. Of the $2,500 apply if your itemized deductions on Schedule ized deductions.
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4) Figure the greater of: state income taxes for 1994 after the 1995 re- 1995. If, however, the recomputed tax had
fund ($40,000 –  $5,000)), Eileen’s otherwise been more than her tax credit, she would havea) The standard deduction for the earlier
allowable itemized deductions of $35,000 to include the recovery in her 1995 income toyear, or
would have been reduced by $28,000 the extent it reduced her tax in 1994.

b) Your itemized deductions for the earlier ($35,000 ×  80%). This is the amount that Alternative minimum tax—earlier year.
year figured as you would have would have been entered on line 4 and on line If you were subject to the alternative minimum
claimed them (after taking into account 9 of the 1994 Itemized Deduction Worksheet. tax in the year of the deduction, you will have
the limit on itemized deductions) if you Further, $28,000 is less than the amount that to recompute your tax for the earlier year to
had paid the proper amount of the item would have been entered on line 8 ($30,000). determine if the recovery must be included in
for which you later received a refund or She would have claimed a deduction in 1994 your income. This will require a recomputation
recovery. The proper amount is the of $7,000 ($35,000 –  $ 28,000). She derived of your regular tax, as shown in the example

a tax benefit to the extent of the $3,000 differ-amount you actually paid reduced by for tax credits, and a recomputation of your al-
ence between her deduct ion for 1994the refund or recovery (as reduced ternative minimum tax. If inclusion of the re-
($10,000) and the deduction for 1994 that sheunder steps 1 or 2, if necessary). For covery does not change your total tax, you do
would have claimed ($7,000) had Eileen paid not include the recovery in your income. How-example, if you paid $12,000 in state in-
the proper amount of state income taxes in ever, if your total tax increases (by anycome taxes in 1994 and in 1995 you re-
1994 and not received a state income tax re- amount), you received a tax benefit from theceived a $2,000 refund of 1994 state in-
fund in 1995. Only $3,000 ($10,000 –  $7,000) deduction and you must include the recoverycome taxes, $10,000 is the proper
of the $5,000 state income tax refund that Ei- in your income to the extent the deduction re-amount, and you would figure your
leen received in 1995 is includible in her gross duced your tax in the earlier year.itemized deductions for 1994 as though
income in 1995.you had paid only $10,000 in state in-

If you need more information, see Reve-come taxes in 1994. Repayments nue Ruling 93–75. This ruling can be found inNote. If you were required to itemize your If you had to repay an amount that you had in-many libraries and IRS offices.deductions in the earlier year, use step 4(b) cluded in your income in an earlier year be-
and not step 4(a). cause at that time you thought you had an un-Special situations.  If a deduction reduced
5) Subtract the amount in step 4 from the restricted right to it, you can deduct theyour taxable income, but did not reduce your

amount in step 3. The difference is the amount repaid from your income in the year intax because you either were subject to the al-
which you repay it.amount of the refund or recovery to in- ternative minimum tax or had tax credits that

clude in your gross income in the year you reduced your tax to zero, you will need to re-
receive the refund or recovery. Type of deduction.  The type of deduction incompute the earlier year’s tax to determine

the year of repayment depends on the type ofwhether you can exclude the recovery amount
income you included in the earlier year. For in-from your income.Example.  Eileen Martin is single. She had
stance, if you repay an amount that you previ-Tax credits—earlier year.  If you recoveran AGI of $1,111,800 and itemized her deduc-
ously reported as a capital gain, deduct the re-an item deducted in an earlier year in whichtions on her federal income tax return for
payment as a capital loss.your tax credits were at least as much as your1994. She was not subject to alternative mini-

If you repaid social security or equivalenttax, you must refigure the earlier year’s tax tomum tax and was not entitled to any credit
railroad retirement benefits, get Publicationdetermine if you must include the recovery inagainst income tax. Her allowable deductions
915. If you repaid other railroad retirementyour income. To do this, add the amount of theconsisted entirely of $40,000 of state income
benefits, get Publication 575.recovery to your earlier year’s taxable incometaxes. However, Ei leen deducted only

and figure the tax on the recomputed amount.$10,000 in 1994 because her otherwise allow-
Repayment—$3,000 or less.  If the amountIf your tax credits were at least as much as theable deductions of $40,000 were reduced by
you repaid was $3,000 or less, deduct it fromrecomputed tax, you did not have a tax benefit$30,000. In 1995, she received a $5,000 re-
your income in the year you repaid it. If you re-from the deduction. Do not include the recov-fund of her state income taxes for 1994.
ported it as wages, unemployment compensa-ery in your income. If the tax credits are lessThe following table shows how Eileen cal-
tion, or other ordinary income, enter it on linethan the recomputed tax, include the recoveryculated the $30,000 reduction and other
22, Schedule A (Form 1040), or line o, Sectionin your income to the extent it reduced your taxamounts from her 1994 Itemized Deduction
B, Form 1040–T. If you reported it as a capitalin the earlier year.Worksheet in her Form 1040 package. These
gain, deduct it on Schedule D (Form 1040).amounts are needed to figure the portion of Example.  In 1994, Jean Black filed as

the $5,000 refund that Eileen must include in head of household and itemized her deduc-
Repayment—over $3,000.  If the amount youher income for 1995. tions. Her taxable income was $5,260 and her
repaid was more than $3,000, you can take atax was $791. She claimed a child care credit

AGI for 1994 $1,111,800 deduction for the amount repaid, or you canof $1,200. The credit reduced her tax to zero
take a credit against your tax. Follow the stepsState income taxes paid in 1994 $40,000 and she had an unused tax credit of $409
below and compare the results. Use the3% reduction applied (amount on line ($1,200 minus $791). In 1995, Jean recovered
method (credit or deduction) that results in8 of 1994 Itemized Deduction $1,000 of her itemized deductions. She adds
less tax.Worksheet) — [($1,111,800 – $1,000 to her 1994 taxable income and

$111,800) ×  3%] $30,000 recomputes that year’s tax, but the child care 1) Figure your tax for 1995 claiming a deduc-
80% reduction which was not applied credit exceeds the recomputed tax of $941, as tion for the repaid amount.

(amount on line 4 of 1994 Itemized shown in the following table:
2) Figure your tax for 1995 without deduct-Deduction Worksheet) — ($40,000

ing the amount you repaid. Then,1994 Tax ×  80%) $32,000
Taxable Income Tax Credit Net Tax1994 deduction (amount on line 10 of a) Refigure your tax from the earlier year

1994 Itemized Deduction As Filed $5,260 791 1,200 0 without including in income the amount
Worksheet) — ($40,000 –  $30,000) $10,000 Recovery 1,000 you repaid in 1995.

Refund received in 1995 of 1994 state Recomputed $6,260 941 1,200 0 b) Subtract the tax in (a) from the tax
income taxes $5,000 shown on your return for the earlierJean’s tax liability for 1994 has not changed byProper amount of 1994 state income year.including the recovery in her income for thattaxes ($40,000 –  $5,000) $35,000

year. Therefore, she did not have a tax benefit c) Then subtract the answer in (b) from
If Eileen had paid only $35,000 in state in- from the recovered deduction and does not the tax for 1995 figured without the

come taxes in 1994 (the proper amount of include any of the recovery in her income for deduction.
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How you treat the repayment on your 1995 re- deduction in the tax year in which the obliga- as a return of capital. Any interest factor re-
turn depends on which answer above results tion for the repayment accrues. ceived by the buyer will be treated as ordinary
in less tax. income not subject to the allowance for

depletion.
● If the answer in step (1) is less tax, deduct Royalties

Retained interest.  If you retain a royalty,the amount repaid on the same form or Royalties from copyrights, patents, and oil, an overriding royalty, or a net profit interest inschedule on which you previously reported gas, and mineral properties are taxable as or- a mineral property for the life of the property,it. For example, if you reported it as self-em- dinary income. you have made a lease or a sublease, and anyployment income, deduct it on Schedule C You generally report royalties on Part I, cash you receive for the assignment is ordi-or Schedule C-EZ (Form 1040), or if you re- Schedule E (Form 1040). However, if you hold nary income subject to a depletion allowance.ported it as wages, deduct it on line 27 of an operating oil, gas, or mineral interest or are
Schedule A (Form 1040), or line s, Section in business as a self-employed writer, inven-
B, Form 1040–T. tor, artist, etc., report gross income and ex-

penses on Schedule C or Schedule C-EZ Income Not Taxed ● If the answer in step (2) is less tax, claim a
(Form 1040).credit on line 60, Form 1040, and write The following income items are totally or partly

‘‘I.R.C. 1341’’ next to line 60. You cannot excluded from taxable income. Each has been
Copyrights and patents.  Royalties fromuse Form 1040–T to claim the credit. discussed in this publication or is discussed in
copyrights on literary, musical, or artistic another publication. Following this list, other
works, and similar property, or from patents onExample.  For 1994 you filed a single re- tota l ly  and par t ly  excluded i tems are
inventions, are amounts paid to you for theturn and reported your income on the cash discussed.
right to use your work over a specified periodmethod. In 1995 you repaid $5,000 included in Accident and health insuranceof time. Royalties are generally based on theyour 1994 gross income under a claim of right. proceedsnumber of units sold, such as the number ofYour filing status in 1995 is the same as 1994.
books, tickets to a performance, or machines ‘‘Black lung’’ benefitsYour income and tax for both years are as
sold.follows: Casualty insurance and other reim-

bursements (get Publication 547)
1994 1994 (Without Oil, gas, and minerals.  Royalty income from

Child support payments (get Publication(With Income) Income) oil, gas, and mineral properties is the amount
504)you receive upon the extraction of natural re-Taxable

sources from your property. The royalties areIncome $15,000 $10,000 Damages awarded for physical injury or
based on units, such as barrels, tons, etc., andTax sickness
are paid to you by a person or company whoLiability  2,254  1,504 Federal Employees’ Compensation Actleases the property from you.

paymentsDepletion.  If you are the owner of an eco-1995 1995 
Government cost-of-living allowancesnomic interest in mineral deposits or oil and(Without Deduction) (With Deduction) 

for civilian employees stationedgas wells, you can recover your investment
Taxable outside the continental U.S. (or inthrough the depletion allowance. For informa-

Income $49,950 $44,950 Alaska)tion on this subject, see Chapter 13 of Publica-
Tax tion 535, Business Expenses. Interest on state or local obligationsLiability  10,958  9,558 Coal and iron ore.  Under certain circum- (get Publication 550)

stances, you can treat amounts you receiveYour tax under method (1) is $9,558. Your tax Meals and lodgingfrom the disposal of coal and iron ore as pay-under method (2) is $10,208, figured as
ments from the sale of a capital asset, rather Members of the clergy housingfollows:
than as royalty income. For information about allowance

Tax previously determined for 1994 . . . . . $ 2,254 gain or loss from the sale of coal and iron ore, Military allowances (get Publication 3)
Less: Tax as refigured . . . . . . . . . . . . . . . . . . . 1,504 get Publication 544, Sales and Other Disposi-

Moving expense reimbursements (gettions of Assets.Decrease in 1994 tax $ 750
Publication 521)Interest in the property sold.  If you sell

Regular tax liability for 1995 . . . . . . . . . . . . . $ 10,958 your complete interest in the oil, gas, or min- Scholarship and fellowship grants (get
Less: Decrease in 1994 tax . . . . . . . . . . . . . 750 eral rights, the amount you receive is consid- Publication 520)
Refigured tax for 1995 $ 10,208 ered payment for the sale of your property, not

Social security benefits and equivalentroyalty income. Under certain circumstances,
railroad retirement benefits (get Pub-the sale is subject to capital gain or loss treat-You pay less tax under method (1), and lication 915)ment on Schedule D (Form 1040).therefore, you should take a deduction for the

Supplemental security income (SSI)Also, you can report the sale as an install-repayment in 1995.
ment sale if you are to receive at least one Veterans’ benefits
payment after the tax year in which the saleRepayment does not apply.  This discussion

Welfare benefitstook place. Get Publication 537.does not apply to:
Workers’ compensationPart of future production sold.  If you

1) Deductions for bad debts. own mineral property but sell part of the future
2) Deductions from sales to customers, production, you generally treat the money you Campaign contributions.  These contribu-

such as returns and allowances, and simi- receive from the buyer at the time of the sale tions are not income to a candidate unless
lar items. as a loan from the buyer. Do not include it in they are diverted to his or her personal use. To

your income or take depletion based on it. be exempt from tax, the contributions must be
When production begins, you include allYear payment deducted.  If you use the cash spent for campaign purposes or kept in a fund

the proceeds in your income, deduct all themethod, you can take the deduction for the tax for use in future campaigns. However, interest
production expenses, and deduct depletionyear in which you actually make the repay- earned on bank deposits, dividends received
from that amount to arrive at your taxable in-ment. If you use any other accounting method, on contributed securities, and net gains real-
come from the property.you can deduct the repayment only for the tax ized on sales of contributed securities are tax-

year in which it is a proper deduction under Your payments to the buyer of the buyer’s able and must be reported on Form 1120–
your accounting method. For example, if you share of the proceeds are treated as a loan re- POL, U.S. Income Tax Return for Certain Polit-
use an accrual method, you are entitled to the payment. The buyer will treat your payments ical Organizations. Excess campaign funds
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transferred to an office account must be in- valued at $500. Assuming that the require- Maintaining space in home.  If you are
cluded in the officeholder’s income on line 21, paid by a placement agency to maintain spacements for qualified plan awards are otherwise
Form 1040, in the year transferred. in your home for foster-care individuals, or ifsatisfied, each award by itself would be ex-

you receive payments that you must include included from income. However, since the total
your income, you are in business as a foster-value of the awards is more than $1,600, BenCar pools. You cannot deduct the costs of re-
care provider and you are self-employed. Youmust include $150 ($1,750 –  $1,600) in hispairs, gas, and similar items in driving a car in a
must include these payments in income. Youincome.car pool to and from work. Do not include
can deduct expenses related to these pay-amounts you receive from the passengers in
ments. Report the income and expenses onyour income. These amounts are considered Energy conservation subsidies.  You can
Schedule C or Schedule C-EZ (Form 1040)reimbursement for your expenses. However, exclude from gross income any subsidy pro-
and net business income on Schedule SEthis rule does not apply if you have developed vided, either directly or indirectly, by public util-
(Form 1040).car pool arrangements into a profit-making ities for the purchase or installation of an en-

Get Publication 587, Business Use of Yourbusiness of transporting workers for hire. ergy conservation measure with respect to a
Home, to help you determine the amount youdwelling unit. You can only exclude 40% of the
can deduct for the use of your home. For moresubsidy if you purchased or installed the en-Cash rebate on purchase of car or other
information on foster care, get Publicationergy conservation measure with respect toitem.  A cash rebate you receive from a dealer
501.nonresidential property.or manufacturer of an item you buy is not

income. Energy conservation measure.  This in-
Gifts and inheritances.  Generally, propertycludes installations or modifications that areExample.  You buy a new car for $9,000
you receive as a gift, bequest, or inheritance isprimarily designed to reduce consumption ofcash and receive a $400 rebate check from
not included in your income. However, if prop-electricity or natural gas, or improve the man-the manufacturer. The $400 is not income to
erty you receive this way later produces in-agement of energy demand.you. Your cost is $8,600. This is your basis on
come such as interest, dividends, or rentals,Dwelling unit.  This includes a house,which you figure gain or loss if you sell the car,
that income is taxable to you. If property isapartment, condominium, mobile home, boat,and depreciation if you use it for business.
given to a trust and the income from it is paid,or similar property. If a building or structure
credited, or distributed to you, that also is in-contains both dwelling and other units, anyEmployee achievement awards.  Exclude come to you. If the gift, bequest, or inheritancesubsidy must be properly allocated.from your income employee achievement is the income from the property, that income is

awards you receive only if your employer can taxable to you.Food program payments to day care ser-deduct them. To be deducted by your em- Items given to you as an incentive to entervice.  If you operate a day care service and re-ployer, and excluded by you, the award must into a business transaction are not gifts. Forceive payments under the Child Care Foodmeet all the following requirements: example, items such as small appliances orProgram administered by the Department of
1) Be given for length of service or safety dinnerware given to you by a bank as an incen-Agriculture, do not include the payments in

achievement. tive to make a deposit are interest income toyour gross income to the extent you use them
you and must be reported at their fair marketto provide food to children eligible for help2) Be tangible personal property other than
value.under the program.cash, gift certificates, or equivalent items.

Inherited IRA.  If you inherited an individ-
3) Be given under conditions and circum- ual retirement arrangement (IRA), specialFoster-care providers.  Payments you re-stances that do not create a significant rules apply. See Inherited IRAs in Publicationceive from a state, political subdivision, or tax-likelihood of the payment of disguised 590, Individual Retirement Arrangementsexempt child placement agency for providingcompensation. (IRAs).foster care to qualified individuals in your

Expected inheritance.  If you sell an inter-4) Be given as part of a meaningful home are not included in your income. You
est in an expected inheritance from a livingpresentation. cannot deduct the related expenses. How-
person, include the entire amount you receiveever, you must include in your income pay-5) Be no more than the specified dollar in gross income on line 21, Form 1040.ments received for the care of more than 5 in-limits. Bequest for services.  A bequest of cashdividuals age 19 or older.
or other property you receive for services youA qualified foster individual is a personDollar limits.  There are limits to the total performed while the decedent was alive is tax-who:awards you can exclude in one year. Awards able compensation.

from nonqualified plans are limited to $400, 1) Is living in a foster family home, and
and total awards, from both qualified and non- Historic preservation grants.  Do not include2) Was placed there by:
qualified plans, are limited to $1,600. The cost in your income any payment you receive under

a) An agency of a state or one of its politi-to your employer is the determining factor for the National Historic Preservation Act to pre-
cal subdivisions, orthese limits. Amounts over the limits cannot be serve a historically significant property.

deducted by your employer and must be in- b) A tax-exempt child placement agency
cluded in your income. licensed by a state (if the individual is Interest on frozen deposits.  In general, you

Qualified plan award.  A qualified plan under age 19). exclude from your income the amount of inter-
award is one you are awarded as part of an es- est earned on a frozen deposit. A deposit is
tablished written plan by your employer that Difficulty-of-care payments.  These pay- frozen if, at the end of the calendar year, you
does not discriminate in favor of highly com- ments are not included in your income. These cannot withdraw any part of the deposit
pensated employees. An award will not be are additional payments made to foster-care because:
considered a qualified plan award if the aver- providers of physically, mentally, or emotion- 1) The financial institution is bankrupt or in-age cost of all employee achievement awards ally handicapped individuals by a state, politi- solvent, orgiven by your employer during the tax year is cal subdivision, or tax-exempt child placement
more than $400. In determining average cost, 2) The state where the institution is locatedagency that are designated as difficulty-of-
awards of nominal value are not taken into has placed limits on withdrawals becausecare payments. A state must determine that
account. other financial institutions in the state arethe additional compensation is needed. You

bankrupt or insolvent.Example.  Ben Green received three em- must include in your income difficulty-of-care
ployee achievement awards during 1995: a payments received for more than:
nonqualified plan award of a watch valued at Excludable amount.  The amount of inter-1) 10 children under age 19, and
$250, and two qualified plan awards of a est you exclude from gross income for the

2) 5 individuals age 19 or older.stereo valued at $1,000 and a set of golf clubs year is the interest that was credited on the
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frozen deposit for that tax year minus the sum part of any gain from the sale. Get Publication the number of installments necessary to use
of: 523, Selling Your Home. up the principal and guaranteed interest in the

contract.1) The net amount withdrawn from the de-
Tax-exempt interest.  Even though it is not Example.  As beneficiary, you choose toposit during that year, and
taxable, you must report all tax-exempt inter- receive $40,000 of proceeds in 10 annual in-

2) The amount that could have been with- est you receive on Form 1040EZ, Form stallments of $4,000 plus $400 of guaranteed
drawn at the end of that tax year (not re- 1040A, or Form 1040. interest each year. During the year you receive
duced by any penalty for premature with- $4,400. You can exclude from gross income
drawals of a time deposit). Transporting school children.  Do not in- $4,000 ($40,000 ÷  10) as a return of principal.

clude in your income a school board mileage The rest of the installment, $400, is taxable as
The excluded part of the interest is included in allowance for taking children to and from interest income. (However, see Surviving
your gross income in the tax year it becomes school if you are not in the business of taking spouse, discussed later.)
withdrawable. children to school. You cannot deduct ex- Installments for life.  If, as the beneficiary

penses for providing this transportation. under an insurance contract, you are entitled
Interest on qualified savings bonds.  You to receive the proceeds in installments for the

Utility rebates. If you are a customer of anmay be able to exclude from income the inter- rest of your life without a refund or period-cer-
electric utility company and you participate inest from qualified U.S. savings bonds you re- tain guarantee, you figure the excluded part of
the utility’s energy conservation program, youdeem if you pay qualified higher educational each installment by dividing the amount held
may receive on your monthly electric billexpenses in the same year. ‘‘Qualified higher by the insurance company by your life expec-
either:educational expenses’’ are those you pay for tancy. If there is a refund or period-certain

tuition and required fees at an eligible educa- guarantee, the amount held by the insurance1) A reduction in the purchase price of elec-
tional institution for you, your spouse, or your company for this purpose is reduced by the ac-tricity furnished to you (rate reduction), or
dependent. A ‘‘qualified U.S. savings bond’’ is tuarial value of the guarantee.2) A nonrefundable credit against thea Series EE savings bond issued after Decem- Surviving spouse.  If your spouse diedpurchase price of the electricity.ber 31, 1989, to an individual 24 years of age before October 23, 1986, and insurance pro-
or older. For more information on this exclu- ceeds are paid to you because of the death ofThe amount  o f  the ra te  reduct ion orsion, see Education Savings Bond Program in your spouse, and you receive them in install-nonrefundable credit is not included in yourPublication 550. ments, you can exclude up to $1,000 a year ofincome.

the interest included in the installments. This is
Interest on state and local government ob- in addition to the part of each installment that

Life Insurance Proceeds ligations.  This interest is usually exempt from is excluded as a recovery of the lump sum pay-
Life insurance proceeds paid to you becausefederal tax. For more information, see Chapter able at death. If you remarry, you can continue
of the death of the insured person are not tax-1 of Publication 550. to take the exclusion.
able unless the policy was turned over to you If your spouse died after October 22, 1986,
for a price. This is true even if the proceedsLiving expenses paid by insurance.  Do not you cannot exclude any interest payments in-
were paid under an accident or health insur-include in your income amounts you receive cluded in the installment payments.
ance policy or an endowment contract.under an insurance policy for additional living

expenses you and your family had because Interest option on insurance.  If an insur-
Proceeds not received in installments.  Ifyou lost the use of your home by fire, storm, or ance company pays you interest only on pro-
death benefits are paid to you in a lump sum orother casualty. The amount you exclude from ceeds from life insurance left on deposit with
other than at regular intervals, include in yourincome is limited to your extra living expenses them, the interest you are paid is taxable.
gross income only the benefits that are morethat are more than the normal expenses you If your spouse died before October 23,
than the amount payable to you at the time ofwould have had. Extra living expenses, for this 1986, and you chose to receive only the inter-
the insured person’s death. If the benefit paya-purpose, include only those to keep you and est from your insurance proceeds, the $1,000
ble at death is not specified, you include inyour family at the same standard of living you interest exclusion for a surviving spouse does
your income the benefit payments that arehad before the loss. not apply. If you later decide to receive the
more than the present value of the payments proceeds from the policy in installments, you
at the time of death. can take the interest exclusion from the timeQualified scholarships.  Only a candidate for

you begin to receive the installments.a degree can exclude amounts received as a
Proceeds received in installments.  If youqualified scholarship. A qualified scholarship
receive life insurance proceeds in install- Surrender of policy for cash.  If you surren-is any amount you receive that is for:
ments, you can exclude part of each install- der a life insurance policy for cash, you must1) Tuition and fees to enroll at or attend an ment from your income. include in income any proceeds that are moreeducational organization. To determine the excluded part, divide the than the amount of premiums that you paid.
amount held by the insurance company (gen-2) Fees, books, supplies, and equipment re- Reporting.  If you received a Form 1099–
erally the total lump sum payable at the deathquired for courses at the educational R, report these amounts on lines 16a and 16b
of the insured person) by the number of install-institution. of Form 1040, or on lines 11a and 11b of Form
ments to be paid. Include anything over this 1040A.
excluded part in your income as interest.Amounts used for room and board do not

qualify. Example.  The face amount of the policy is Endowment proceeds. Endowment pro-
Payments for services.  All payments you $75,000 and, as beneficiary, you choose to re- ceeds paid in a lump sum to you at maturity are

receive for services must be included in your ceive 120 monthly installments of $1,000 taxable only if the proceeds are more than the
income, even if the services are a condition of each. The excluded part of each installment is cost of the policy. Add any amounts that you
receiving the grant and are required of all can- $625 a month ($75,000 ÷  120), or $7,500 for previously received under the contract and ex-
didates for the degree. This includes amounts an entire year. The rest of each payment, $375 cluded from your income to the lump-sum pay-
received for teaching and research. For more a month (or $4,500 for an entire year), is inter- ment to find how much of the total is a return of
information on scholarships, get Publication est income to you. your cost and how much is more than your
520, Scholarships and Fellowships. Specified amount payable.  If each in- cost. Include any amount over your cost in

stallment you receive under the insurance your income.
Sale of home. If you are 55 or older and sell contract is a specific amount, you figure the Endowment proceeds that you choose to
your main home, you can choose to exclude excluded part of each installment by dividing receive in installments instead of a lump-sum
from income, under certain conditions, all or the amount held by the insurance company by payment at the maturity of the policy are taxed
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as an annuity. This is explained in Publication amount by which the present value of the an- Work-training program.  Payments you re-
nuity, figured as of the date of the employee’s575. For this treatment to apply, you must ceive from a state welfare agency for taking
death, is more than the larger of:choose to receive the proceeds in install- part in a work-training program are not in-

ments before receiving any part of the lump cluded in your gross income (except for extra
1) The employee’s contributions to the plan,sum. This election must be made within 60 allowances for transportation, etc.), as long as

ordays after the lump-sum payment first be- the payments do not total more than the public
comes payable to you. welfare benefits you would have received oth-2) The amount the employee had a guaran-

erwise. If the amount you receive (minus theteed right to receive.
extra allowances) is more than the welfarePayments to beneficiaries of deceased
benefits you would have received, the entireemployees (death benefit exclusion).  The If you are eligible for the exclusion, add it to the amount must be included in your income asfirst $5,000 of payments made by or for an em- cost or unrecovered cost of the annuity in fig- wages.ployer because of an employee’s death can uring, at the annuity starting date, the invest-

be excluded from the income of the benefi- ment in the contract. Figure the amount of
ciaries. The payments need not be made as each payment to exclude from your income in Employment Opportunities for Handi-the result of a contract. The amount excluded the same way as an annuity. Get Publication capped Individuals Act.  Persons with disa-for any deceased employee cannot be more 575 for more information. bilities who are employed in community ser-than $5,000 regardless of the number of em-

vice activities under this Act must include inployers or the number of beneficiaries.
income compensation for services performedLump-sum payments. Lump-sum paymentsThis exclusion also covers payments of the
unless otherwise excluded. Do not include inyou receive as the surviving spouse or benefi-balance to the credit of a deceased employee

ciary of a person who died may be accrued income goods, services, and cash that areunder a stock bonus, pension, or profit-sharing
salary payments; distributions from employee provided, not in return for services, but for theplan, as long as they are received during one
profit-sharing, pension, annuity, and stock bo- training and rehabilitation of persons with disa-tax year of the beneficiary.
nus plans; or other items that should be bilities. Excludable amounts include payments
treated separately for tax purposes. The taxExample.  William Smith was an officer of for transportation and attendant care, such as
treatment of these lump-sum payments de-a corporation at the time of his death last year. interpreter services for the deaf, reader ser-
pends on the type of payment.The board of directors voted to pay Mr. vices for the blind, and services to help men-

Salary or wages.  Salary or wages re-Smith’s salary to his widow for the remainder tally retarded persons to do their work.
ceived after the death of the employee areof the year for his past services. During the
usually ordinary income to you.year the corporation made payments of

Qualified employee retirement plans.$18,000 to the widow. She can exclude from Grants under the Disaster Relief Act of
Lump-sum distributions from qualified em-her income the first $5,000 she received, but 1974.  Grants made under this Act to help vic-ployee retirement plans are subject to specialmust include the remaining $13,000 on line 21 tims of natural disasters are not included in in-tax treatment. For information on these distri-of her Form 1040. come. Do not deduct casualty losses or medi-butions, get Publication 575.Self-employed individuals.  The death cal expenses that are specifically reimbursed

benefit exclusion also applies to lump-sum by these disaster relief grants. Disaster unem-
distributions paid on behalf of self-employed Deceased public safety officers.  If you are ployment assistance payments under the Act
individuals, if paid under a qualified pension, a surviving dependent of a public safety officer are unemployment benefits that are taxable.
profit-sharing, or stock bonus plan. (law enforcement officer or firefighter) who See Unemployment compensation, earlier.

died from injuries received in the line of duty,Payments not qualifying.  Any amount
do not include in your income the death bene-that the deceased employee (or self-em-
fit paid to you by the Bureau of Justiceployed individual) had a guaranteed right to re- Mortgage assistance payments.  Payments
Assistance.ceive, had death not occurred, cannot be ex- made under section 235 of the National Hous-

cluded as a tax-free death benefit. If the ing Act for mortgage assistance are not in-
deceased employee was receiving a retire- cluded in the homeowner’s gross income. In-Welfare and Other Publicment annuity, and the beneficiary continues to terest paid for the homeowner under the
receive payments under a joint and survivor Assistance Benefits mortgage assistance program cannot be
annuity option, these payments do not qualify deducted.Do not include in your income benefit pay-for the death benefit exclusion. However, if the

ments from a public welfare fund, such as pay-deceased employee had retired on disability
ments due to blindness. Payments from aand at the time of death had not reached mini- Payments to reduce cost of winter energy.state fund for the victims of crime should notmum retirement age, payments to the benefi-

Payments made by a state to qualified peoplebe included in the victims’ incomes if they areciary may qualify for the death benefit exclu-
to reduce their cost of winter energy use arein the nature of welfare payments. Do not de-sion. Minimum retirement age generally is the
not taxable.duct medical expenses that are reimbursed byage at which an individual can first receive a

such a fund. You must include in your incomepension or annuity were that individual not
any welfare payments obtained fraudulently.disabled.

Nutrition Program for the Elderly.  FoodPaid in installments. Death benefits paid
benefits you receive under the Nutrition Pro-in installments over a period of years are an- Payments for age and residency.  Payments
gram for the Elderly are not taxable. If you pre-nuity payments. If you are the beneficiary of an the state of Alaska makes to its citizens who
pare and serve free meals for the program, in-employee who died while still employed, the meet certain age and residency tests that are
clude in your income as wages the cash paypension or annuity you receive may qualify for not based on need are not welfare benefits. In-
you receive, even if you are also eligible forthe death benefit exclusion. This exclusion is clude them in gross income on line 21, Form
food benefits.limited to $5,000 and generally applies to the 1040.

Page 25



Table 2. 1992 Standard Deduction Tables and Worksheets

Check correct boxes for yourself: Table II — For Dependents Who Have Earned
□  65 or older □  Blind Income of $600 or Less

Check correct boxes for your spouse if you are
your 1992claiming your spouse’s exemption:

If your filing and number of boxes standard□  65 or older □  Blind
status was: you checked was: deduction was:Total number of boxes checked (if none, enter

zero) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Single 0 $ 600
1 1,500
2 2,400

Married filing
separately 0 600*

1 1,300*Table I — For Individuals Other Than 2 2,000*
Dependents

* If your spouse itemized deductions on a separate return, your standardyour 1992
deduction was zero.

If your filing and number of boxes standard
status was: you checked was: deduction was: Worksheet For Dependents Who Have

Earned Income of More Than $600Single 0 $3,600
1 4,500 A. Enter your earned income for 1992. . . . . . . . . . . . . . . . . . .
2 5,400 B. Enter correct amount from following table . . . . . . . . . . .

If your filing and number of boxes enter onMarried filing
status was: you checked was: line B:jointly 0 $6,000
Single 0 $ -0-1 6,700

1 9002 7,400
2 1,8003 8,100

Married filing4 8,800
separately 0 -0-

Married filing 1 700
separately 0 $3,000* 2 1,400

1 3,700* C. Add lines A and B and enter total . . . . . . . . . . . . . . . . . . . . .
2 4,400* D. Enter correct amount from following table . . . . . . . . . . .
3 5,100* If your filing and number of boxes enter on
4 5,800* status was: you checked was: line D:

Single 0 $3,600Head of
1 4,500household 0 $5,250
2 5,4001 6,150

Married filing2 7,050
separately 0 3,000*

1 3,700*Qualifying
2 4,400*widow(er) 0 $6,000

E. Compare Lines C and D and enter the smaller amount.1 6,700
This was your standard deduction for 1992 . . . . . . . . . .2 7,400

* If your spouse itemized deductions on a separate return, your standard * If your spouse itemized deductions on a separate return, enter zero on
deduction was zero. line D.
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Table 3. 1993 Standard Deduction Tables and Worksheets

Check correct boxes for yourself: Table II — For Dependents Who Have Earned
□  65 or older □  Blind Income of $600 or Less

Check correct boxes for your spouse if you are
your 1993claiming your spouse’s exemption:

If your filing and number of boxes standard□  65 or older □  Blind
status was: you checked was: deduction was:Total number of boxes checked (if none, enter

zero) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Single 0 $ 600
1 1,500
2 2,400

Married filing
separately 0 600*

1 1,300*Table I — For Individuals Other Than 2 2,000*
Dependents

* If your spouse itemized deductions on a separate return, your standardyour 1993
deduction was zero.

If your filing and number of boxes standard
status was: you checked was: deduction was: Worksheet For Dependents Who Have

Earned Income of More Than $600Single 0 $3,700
1 4,600 A. Enter your earned income for 1993. . . . . . . . . . . . . . . . . . . .
2 5,500 B. Enter correct amount from following table . . . . . . . . . . . .

If your filing and number of boxes enter onMarried filing
status was: you checked was: line B:jointly 0 $6,200
Single 0 $ -0-1 6,900

1 9002 7,600
2 1,8003 8,300

Married filing4 9,000
separately 0 -0-

Married filing 1 700
separately 0 $3,100* 2 1,400

1 3,800* C. Add lines A and B and enter total . . . . . . . . . . . . . . . . . . . . . .
2 4,500* D. Enter correct amount from following table . . . . . . . . . . . .
3 5,200* If your filing and number of boxes enter on
4 5,900* status was: you checked was: line D:

Single 0 $3,700Head of
1 4,600household 0 $5,450
2 5,5001 6,350

Married filing2 7,250
separately 0 3,100*

1 3,800*Qualifying
2 4,500*widow(er) 0 $6,200

E. Compare Lines C and D and enter the smaller amount.1 6,900
This was your standard deduction for 1993 . . . . . . . . . . .2 7,600

* If your spouse itemized deductions on a separate return, your standard * If your spouse itemized deductions on a separate return, enter zero on
deduction was zero. line D.
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Table 4. 1994 Standard Deduction Tables and Worksheets

Check correct boxes for yourself: Table II — For Dependents Who Have Earned
□  65 or older □  Blind Income of $600 or Less

Check correct boxes for your spouse if you are
your 1994claiming your spouse’s exemption:

If your filing and number of boxes standard□  65 or older □  Blind
status was: you checked was: deduction was:Total number of boxes checked (if none, enter

zero) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Single 0 $ 600
1 1,550
2 2,500

Married filing
separately 0 600*

1 1,350*Table I — For Individuals Other Than 2 2,100*
Dependents

* If your spouse itemized deductions on a separate return, your standardyour 1994
deduction was zero.

If your filing and number of boxes standard
status was: you checked was: deduction was: Worksheet For Dependents Who Have

Earned Income of More Than $600Single 0 $3,800
1 4,750 A. Enter your earned income for 1994. . . . . . . . . . . . . . . . . . .
2 5,700 B. Enter correct amount from following table . . . . . . . . . . .

If your filing and number of boxes enter onMarried filing
status was: you checked was: line B:jointly 0 $6,350
Single 0 $ -0-1 7,100

1 9502 7,850
2 1,9003 8,600

Married filing4 9,350
separately 0 -0-

Married filing 1 750
separately 0 $3,175* 2 1,500

1 3,925* C. Add lines A and B and enter total . . . . . . . . . . . . . . . . . . . . .
2 4,675* D. Enter correct amount from following table . . . . . . . . . . .
3 5,425* If your filing and number of boxes enter on
4 6,175* status was: you checked was: line D:

Single 0 $3,800Head of
1 4,750household 0 $5,600
2 5,7001 6,550

Married filing2 7,500
separately 0 3,175*

1 3,925*Qualifying
2 4,675*widow(er) 0 $6,350

E. Compare Lines C and D and enter the smaller amount.1 7,100
This was your standard deduction for 1994 . . . . . . . . . .2 7,850

* If your spouse itemized deductions on a separate return, your standard * If your spouse itemized deductions on a separate return, enter zero on
deduction was zero. line D.
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Table 5. Worksheet for Refunds of Itemized Deductions—Deducted After 1986

If you received refunds, rebates, or reimbursements for any expense you deducted on Schedule A (Form 1040) after 1986, complete this
worksheet to figure the amount to include in income on your 1995 Form 1040. If you recovered amounts from more than one year, such as a
state income tax refund from 1994 and a casualty loss reimbursement from 1992, complete a separate worksheet for each year. Use information
from Schedule A (Form 1040) for the year the expense was deducted.

The amount you may have to include in income is limited to the lesser of the amount deducted for an expense or the amount recovered for that
expense. For example, the recovery amount included in income for medical expenses cannot be more than the amount taken on Schedule A
(Form 1040) as a medical expense reduction for the year of deduction, or the amount of the medical expense recovery, whichever is less.

A recovery is included in income only to the extent of the deduction amount that reduced your tax in the prior year (year of the deduction). If you
were subject to the alternative minimum tax or your tax credits reduced your tax to zero, see ‘‘Tax Benefit Rule,’’ under ‘‘Recoveries,’’ earlier in
this publication. If your recovery was for an itemized deduction that was previously limited, you should read ‘‘Itemized deductions limited’’ under
‘‘Itemized Deduction Recoveries,’’ earlier in this publication.

1. State/local income tax refund or credit.1 1)

2. Total all other Schedule A refunds or reimbursements.1 2)

3. Add lines 1 and 2. 3)

4. Itemized deductions for prior year (for example, line 29, Sch. A for 1994). 4)

5. Enter the amount previously refunded to you (do not enter an amount from line 1 or line 2). 5)

6. Subtract line 5 from line 4. 6)

7. Standard deduction for prior year. 7)

8. Subtract line 7 from line 6. If the result is zero or less, stop here. The amounts on lines 1 and
2 are not taxable. 8)

9. Enter the smaller of line 3 or line 8. 9)

10. Taxable income for prior year2 (for example, line 37, Form 1040 for 1994). 10)

11. Enter the following amount to include in income— 11)

If line 10 is:
● -0- or more, enter the amount from line 9.
● A negative amount, add lines 9 and 10 and enter net amount (but not less than zero).3

Where To Include In Income For 1995
If line 11 equals line 3—

Enter the amount from line 1 on line 10, Form 1040, or line 4, Form 1040-T.
Enter the amount from line 2 on line 21, Form 1040, or line 9, Form 1040-T.

If line 11 is less than line 3, and either line 1 or line 2 is zero—
If there is an amount on line 1, enter the amount from line 11 as your

state/local income tax refund on line 10, Form 1040, or line 4, Form 1040-T.
If there is an amount on line 2, enter the amount from line 11 as other

income on line 21, Form 1040, or line 9, Form 1040-T.
If line 11 is less than line 3, and there are amounts on both lines 1 and

2, complete this worksheet.

A. Divide the amount on line 1 by the amount on line 3. Enter the percentage. A)
B. Multiply the amount on line 11 by the percentage on line A. B)

This is your state/local income tax refund that you enter on line 10,
Form 1040, or line 4, Form 1040-T.

C. Subtract the amount on line B from the amount on line 11. C)
This is your other itemized deduction recovery that you enter on line

21, Form 1040 or line 9, Form 1040-T.

1 Do not enter more than the amount deducted for the prior year.
2 If taxable income is a negative amount, enter that amount in brackets. Do not enter zero unless your taxable income is exactly zero. Taxable income will have to be

adjusted for any net operating loss carryover. For more information, see Publication 536, Net Operating Losses.
3 For example, $700 +  ($400) =  $300.

Page 29



Table 6. Worksheet for Refunds of Itemized Deductions Amount Deducted Before 1987

If you received refunds, rebates, or reimbursements for any expense you deducted on Schedule A (Form 1040) before 1987, complete this
worksheet to figure the amount to include in income on your 1995 Form 1040. If you recovered amounts from more than one year, such as a
state income tax refund from 1986 and a casualty loss reimbursement from 1985, complete a separate worksheet for each year. If you also
recovered amounts from a year after 1986, you must use both worksheets in this publication. Use information from Schedule A (Form 1040) for
the year the expense was deducted.

The amount you may have to include in income is limited to the lesser of the amount deducted for an expense or the amount recovered for that
expense. For example, the amount included in income for a recovery of medical expenses cannot be more than the amount shown on line 5,
Schedule A (Form 1040) for 1986, or the amount of the medical expense recovery, whichever is less.

A recovery is included in income only to the extent of the deduction amount that reduced your tax in the prior year (year of the deduction). If you
were subject to the alternative minimum tax or your tax credits reduced your tax to zero, see ‘‘Tax Benefit Rule,’’ under ‘‘Recoveries,’’ earlier in
this publication.

1. State/local income tax refund or credit.1 1)

2. Total all other Schedule A refunds or reimbursements.1 2)

3. Add lines 1 and 2. 3)

4. Excess itemized deductions for prior year. 4)

5. Zero bracket amount for prior year. 5)

6. Taxable income for prior year.2 6)

7. Enter the following adjustment to excess itemized deductions— 7)

If line 6 is:
●  Larger than line 5, enter zero.
●  Smaller than line 5, subtract line 6 from line 5 and enter the difference.
●  A negative amount, add lines 5 and 6 and enter the total.3

8. Subtract the amount on line 7 from the amount on line 4. If the result is zero or less, stop
here. The amounts on lines 1 and 2 are not taxable. 8)

Amount to Be Included In Income For 1995

If line 8 equals or exceeds line 3—

Enter the amount from line 1 on line 10, Form 1040, or line 4, Form 1040-T.

Enter the amount from line 2 on line 21, Form 1040, or line 9, Form 1040-T.

If line 8 is less than line 3, and either line 1 or line 2 is zero—

If there is an amount on line 1, enter the amount from line 8 as your
state/local income tax refund on line 10, Form 1040, or line 4, Form 1040-T.

If there is an amount on line 2, enter the amount from line 8 as other
income on line 21, Form 1040, or line 9, Form 1040-T.

If line 8 is less than line 3, and there are amounts on both lines 1 and
2, complete this worksheet.

A. Divide the amount on line 1 by the amount on line 3. Enter the percentage. A)

B. Multiply the amount on line 8 by the percentage on line A. B)

This is your state/local income tax refund that you enter on line 10,
Form 1040, or line 4, Form 1040-T.

C. Subtract the amount on line B from the amount on line 8. C)

This is your other itemized deduction recovery that you enter on line
21, Form 1040, or line 9, Form 1040-T.

1 Do not enter more than the amount deducted for the prior year.
2 If taxable income is a negative amount, enter that amount in brackets. Do not enter zero unless your taxable income is exactly zero. Taxable income will have to be

adjusted for any net operating loss carryover. For more information, see Publication 536, Net Operating Losses.
3 Treat the negative amount as positive for this addition (i.e., $3,000 +  ($400) =  $3,400).
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