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Today’s Instructor

Arthur Joseph Werner, JD, MS (Taxation), is the president and is a shareholder in the lecture 
firm of Werner-Rocca Seminars, Ltd. Mr. Werner’s lecture topic specialties include business, 
tax, financial and estate planning for high net worth individuals.

Art received his B.S. in Accounting and his M.S. in Taxation from Widener University.  He 
holds a J.D. in Law from the Delaware Law School.

Art lectures extensively in the areas of Tax Planning and Compliance as well as Estate and 
Financial Planning, Financial Planning to CPAs, EAs, and other tax professionals, and has 
presented well in excess of 2500 eight-hour seminars over the past twenty-five years as well 
as numerous webinars and video presentations.  Mr. Werner has been rated as having the 
highest speaker knowledge in his home state of Pennsylvania by the Pennsylvania Institute 
of Certified Public Accountants, was awarded the AICPA Outstanding Discussion Leader 
Award in the State of Nevada, the Florida Institute of CPAs Outstanding Discussion Leader 
Award, and the South Carolina Association of CPAs Outstanding Discussion Leader Award.

1



3

Disclaimer

THIS PRESENTATION AND 
ACCOMPANYING COURSE 

MATERIALS ARE DESIGNED TO 
PROVIDE ACCURATE AND 

AUTHORITATIVE 
INFORMATION AS TO THE 

SUBJECT MATTER COVERED 

NEITHER THE SPONSOR, 
DISTRIBUTOR, PUBLISHER, 

AUTHOR, NOR PRESENTER, BY 
AND THROUGH THIS 

PRESENTATION, IS (ARE) 
RENDERING LEGAL, 

ACCOUNTING OR OTHER 
PROFESSIONAL SERVICE

THIS PRESENTATION AND 
ACCOMPANYING COURSE 

MATERIALS DOES NOT 
CREATE AN ATTORNEY-CLIENT 

OR ACCOUNTANT-CLIENT 
RELATIONSHIP 

IF LEGAL ADVICE OR OTHER 
EXPERT ADVICE IS REQUIRED, 

THE SERVICES OF A 
COMPETENT PROFESSIONAL 

SHOULD BE SOUGHT

4

What’s New: 
The Inflation 
Reduction 
Act 
(Business 
Issues)

2



President Biden Signs
Inflation Reduction Act of 2022
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Key 
Revenue-
Raising 
Provisions

15% Corporate Alternative Minimum 
Tax imposed on certain large 
corporations

1% excise tax on repurchase of 
corporate stock by certain domestic 
publicly traded corporations

$79.6 billion increase for the Internal 
Revenue Service (IRS) appropriations 
and enforcement

Various “green energy” and 
environmental tax credits

6
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New IRC 
Chapter 37 and
New IRC §4501 

• Imposes on a “covered 
corporation” a non-deductible 
excise tax equal to 1% of the fair 
market value of the stock of the 
corporation that is considered 
“repurchased” by the corporation 
during the tax year.

• A “covered corporation” is  defined 
as a publicly traded U.S. corporation

• For purposes of the excise tax, the 
fair market value of the stock 
repurchased is reduced by the fair 
market value of the stock issued 
(or provided to employees) by the 
covered corporation during the 
tax year.

7

What a 
Repurchase 
Includes

• Any redemption within the meaning 
of Section 317(b) of the Code 
(including any transaction 
considered by the Secretary to be 
economically similar to a 
redemption), and

• Any acquisition of the stock of a 
covered corporation by a “specified 
affiliate” from an unrelated person.  

• A specified affiliate is generally any 
corporation or partnership that is 
owned (directly or indirectly) more 
than 50% (by vote or value/capital 
interests or profits interests, as 
applicable) by a covered corporation.

8
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The excise tax 
does not apply 
to the following 
transactions:

Any repurchase from a shareholder 
that is part of a reorganization under 
IRC §368(a), provided that no gain or 
loss is recognized by the shareholder.

Any repurchased stock (or an 
equivalent value of stock) contributed 
to certain retirement, stock ownership 
or similar plans.

The total value of the stock 
repurchased during the tax year is less 
than $1,000,000.

9

Excise 
Tax 

Effective 
Date

The 1% excise tax would apply 
to repurchases of stock after 
Dec. 31, 2022.

10
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Corporate 
Alternative 
Minimum Tax

• The Act introduces the corporate 
alternative minimum tax (Corporate 
AMT) of 15% targeted at certain large 
U.S. corporations if such corporation’s 
adjusted financial statement income 
(AFSI) (which is similar to book 
earnings prepared in accordance with 
U.S. GAAP), exceeds certain threshold 
amount.  

11

ASFI is generally 
the net income or 
loss of the 
taxpayer set forth 
on its applicable 
financial 
statements for 
the taxable year, 
with following 
adjustments:

Financial statement covering period other than the taxable year. 
Appropriate adjustments must be made if an applicable financial 
statement covers a period other than the taxable year.

Owner of a disregarded entity. The taxpayer’s AFSI shall include 
AFSI of any disregarded entity owned by the taxpayer.

Partner of a partnership. If the taxpayer is a partner in a 
partnership, its distributive share of the ASFI of a partnership is 
taken into account.

U.S. shareholder of a Controlled Foreign Corporation (CFC). If the 
taxpayer is a U.S. shareholder of one or more CFCs, its pro rata 
share of the AFSI of the CFC is taken into account. If this results in 
a negative adjustment, no adjustment will be made for the taxable 
year, but it will reduce any income determined under this section 
in a succeeding taxable year.

12
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ASFI is generally 
the net income or 
loss of the 
taxpayer set forth 
on its applicable 
financial 
statements for 
the taxable year, 
with following 
adjustments 
(cont.):

Foreign corporation. If the taxpayer is a foreign 
corporation, only the income that is effectively 
connected with the conduct of a U.S. trade or 
business is taken into account.

Depreciation. AFSI will be reduced by depreciation 
deductions allowed under Section 167 with respect 
to property to which Section 168 applies.

Taxes. Federal income taxes with respect to a foreign 
country or U.S. possession that are taken into 
account on the taxpayer’s financial statement will be 
disregarded. However, to the extent provided by the 
Treasury, this rule does not apply if the taxpayer does 
not elect to use the foreign tax credit.

13

Corporate AMT 
applies only to 
“applicable 
corporations”

• U.S. corporations (other than 
regulated investment companies, 
real estate investment trusts, and S 
corporations) with the average 
annual AFSI for the three-taxable-
year period ending with the taxable 
year at issue exceeding 
$1,000,000,000

• This is known as the “Income Test”

• The “Income Test” does not take into 
account any net operating losses 
carried forward.

• Special rules apply for short corporate 
tax years and corporations in existence 
for less than three years.

• For purposes of applying the “Income 
Test”, all AFSI of persons treated as a 
single employer with a corporation will 
be treated as AFSI of the corporation.

14
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Calculation of 
Corporate AMT  

• An applicable corporation is subject 
to the 15% Corporate AMT on its 
“tentative minimum tax” over its 
regular tax for the taxable year.

• The tentative minimum tax is the 
excess of 15% of the AFSI of an 
applicable corporation reduced by 
certain corporate AMT foreign tax 
credits that are taken into account 
on the corporation’s AFSI and paid 
or accrued (for tax purposes) to a 
foreign jurisdiction.

15

In Perpetuity!

• Once a corporation is determined to 
be an “applicable corporation”, it 
would remain an applicable 
corporation in perpetuity, unless:

• The corporation has a change in 
ownership; 

• The corporation has a specified 
number (to be determined by the 
Treasury Department) of consecutive 
taxable years, including the most 
recent taxable year, in which the 
corporation does not meet the Income 
Test;

• The Treasury determines that it would 
not be appropriate to continue to 
treat the corporation as an applicable 
corporation.

16
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Corporate 
AMT 

Effective 
Date

The Corporate AMT is 
effective for taxable years 
beginning after Dec. 31, 2022.

17
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List of Expiring Tax Items

9
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Expiring Business Tax Items

• Full expensing of R&D costs changes expired and is now a 
5-year amortizing asset deduction in 2022.

• The business interest expense deduction goes from 30% of 
EBITDA in 2021 to 30% of EBIT in 2022.

• The 1099-K reporting threshold of $20,000 for 2021 has 
been dropped to $600 for 2022.

• The Employee Retention Credit for all businesses, including 
startups, expired at the end of 2021, although it may still be 
claimed on amended 941’s for 2021 and 2020.

• The 3-year recovery period for racehorses two years old or 
younger also reverted back to 7 years for 2022

20

Misc. Business Issues

10
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THIRD PARTY SETTLEMENTS – Reports credit sales by merchants 
through credit and debit card transactions.

• Form 1099-K – These transactions reported on a 1099-K by the 
credit card companies, banks, Paypal, Google Pay, etc. 

• Reporting Threshold – Before 2022: $20,000 or 200 transactions. 
But some include all transactions.  After 2021: $600. 

• Backup Withholding – Merchants subject to 24% backup 
withholding for failure to provide correct ID number.

• On-line Business Transactions - If clients sell their merchandise 
through eBay accounts or other on-line businesses, they can expect 
transactions for those accounts to be reported.

• What to Watch For – Businesses showing gross proceeds less than 
the total from the 1099-Ks.

• Future – IRS is supposedly developing business specific models, so 
they can determine cash sales based upon credit sales. 

FORM 1099-K

22

EMPLOYING A CHILD

• Benefit – Wages are tax deductible by parent and up to $12,950 
(2022 standard deduction) is tax free to the child. 

• Earned income – Not subject to the Kiddie Tax rules. 

• FICA - If the business is unincorporated no FICA applies to income 
the parent pays a child under the age of 18. 

• IRA Contribution – Up to $6,000 of earned income can be invested 
in an IRA for a combined tax-free amount of $18,950. 

o Roth IRA may be a better option and pay the $600 tax. 

o A child may not want to invest their hard-earned money –
perhaps a parent or grandparent can gift them the money.  

EMPLOYING A FAMILY 
MEMBER

11
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• Employers that delayed paying their 6.2% portion of employees’ 
Social Security wages during the period March 27 through 
December 31, 2020, must have paid 50% of the delayed tax by 
December 31, 2021. 

o Since December 31 is a holiday, the due date was January 3, 
2022 

• The remaining 50% is due by December 31, 2022.

o Since December 31 is a holiday, the due date is January 2, 
2023 

So, the final payment, if not already paid, is due by:
January 2, 2023 

Be sure to remind affected Clients

DEFERRAL OF PAYROLL TAXES

24

CHARITABLE CONTRIBUTION OR BUSINESS EXPENSES

• Self-Employed Individuals:
o Generally, cannot deduct a charitable contribution on Sch C.

o However, transfers to a charity that are directly related to a 
taxpayer's business and made with a “reasonable expectation of 
financial return commensurate with” the amount transferred may 
be deductible as business expenses.

o Of course, no business expense deduction is allowed for the 
transfer if any part of it is deductible as a charitable contribution. 
(Reg § 1.162-15(a)(2))

CHARITY OR BUSINESS EXPENSE

12
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• Start-up Costs - Include amounts paid or incurred to create an active 
trade or business or to investigate the creation or acquisition of an 
active trade or business. 

• Organizational Costs - Include the costs of creating a corporation or 
a partnership.

• Election – Taxpayers can elect to expense up to $5,000 of each in 
the first year of the business. 

• Phase-out – Each $5,000 is reduced by the amount the combined 
total of those expenses exceeds $50,000. 

• Capitalization – Those costs not expensed must be capitalized and 
are not deductible until the business is terminated or sold.  

START-UP & 
ORGANIZATIONAL EXPENSES

26

• Start-up Costs – Include:

o Surveys/analyses of potential markets, labor supply, products, 
transportation facilities, etc.;

o Wages paid to employees, and their instructors, while they are 
being trained;

o Advertisements related to opening the business;

o Fees and salaries paid to consultants or others for professional 
services; and

o Travel and related costs to secure prospective customers, 
distributors and suppliers.

START-UP & ORGANIZATIONAL 
COSTS (CONT.)

13
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ENTERTAINMENT – No deduction allowed under TCJA.

BUSINESS MEALS - Businesses (but not employees) generally may 
deduct food and beverage expenses associated with operating their 
trade or business including traveling on business. Portion deductible is:

• 50% for all years, except. . .

• 100% for 2021 and 2022 if the meal is purchased from a 
restaurant.

Conditions:

• An ordinary and necessary business expense. 

• Not lavish or extravagant under the circumstances.

• The taxpayer, or employee are present, 

• Provided to a current or potential customer, client, supplier, agent, 
partner, consultant or similar business contact.    

• At entertainment activity, the food and beverages are purchased. 
separately, or the cost of the food and beverages is stated separately. 

MEALS & ENTERTAINMENT

28

• CLUB DUES – No deductions allowed for amounts paid for 
membership in any club organized for:

o Business,
o Pleasure,
o Recreation, or
o Other Special Purpose

• Exceptions – Unless a main purpose is to conduct entertain activities 
or provide access to entertainment facilities, the following 
organizations aren’t treated as clubs:

o Boards of trade, business leagues, chambers of commerce
o Civic, public service and professional (such as bar and medical 

assns.) organizations
o Professional orgs (bar and medical assns.)
o Real estate boards and trade associations

MEALS & ENTERTAINMENT 
(CONT.)

14



29

EDUCATION

• A self-employed individual has optional tax benefit strategies for 
education expenses related to their business: 

o Take as a business expense and thereby offset both SE and 
income tax. 

o Take as an education credit (if qualified) where that benefit 
outweighs the other options. 

 AOTC - 100% of first $2,000 plus 25% of next $2,000.

 LLC - 20% of the first $10,000 for the family.

BUSINESS TRAVEL INSURANCE PREMIUMS 

• Medical Portion (if separately stated) – SE Health Insurance

• Balance – Business expense.

OTHER BUSINESS EXPENSES 

30

GENERAL RULE

• If primarily vacation, none of the expenses are deductible.

• If during the trip, personal activities take place, then the expense of 
traveling to and from the business location must be allocated unless 
one of the following applies:

o The travel is for a period of 7 consecutive days or less, excluding 
the departure day, but including the day of return.

o Less than 25% of the total time outside the U.S. is spent in non-
business activities. Otherwise, a day-by-day allocation between 
personal and business activities is necessary.

o Taxpayer establishes that a vacation or holiday was not a major 
consideration.

o Taxpayer did not have “substantial control” over arranging the trip.

TRAVEL OUTSIDE THE U.S.

15
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ADDITIONAL ISSUES:

• Foreign Conventions, Seminars or Meetings - No deduction is 
allowed for expenses allocable to a convention, seminar, or similar 
meeting which is held outside the North American area unless the 
taxpayer establishes:

1. The meeting is directly related to the active conduct of the 
taxpayer’s trade or business, and

2. It is “as reasonable” for the meeting to be held outside the North 
American area as within. 

• Conventions on Cruise Ships - Expenses may be deductible 
(subject to a $2,000 max per person per year) if:

o The meeting is directly related to the conduct of the TP’s business.
o It is a U.S. flagship
o All ports of call are in the U.S. 
o Must attach certification by the taxpayer and the cruise sponsor. 

TRAVEL OUTSIDE THE U.S. 
(CONT.)

32

UNREIMBURSED PARTNER EXPENSES

• Unreimbursed by Partnership – expenses are only deductible on 
the individual’s return if the partner/taxpayer is required to pay the 
expenses under the partnership agreement.    

• Otherwise – Not deductible by the partner

• Where Deducted – On Part II of Schedule E (lines 27/28).

• K-1: 

o Do not adjust the K-1 to include the expenses

o Doing so requires the filing of Form 8082 (Notice of Inconsistent 
Treatment)

PARTNER EXPENSES

16
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NORMAL ELECTION PERIOD

• Form 2553

• Within 2 months and 15 days after the beginning of the tax year for 
which it applies 

LATE S CORPORATION ELECTION

34

LATE ELECTION

• Establish reasonable cause.

• If more than 3 years and 75 days have passed since the effective 
date of the election, all shareholders must include statements that 
they have reported all items on all affected tax returns, as if 
the corporation was an S corporation.

• Form 2553 must state at the top “FILED PURSUANT TO REV. 
PROC. 2013-30“.

(cont. on next slide)

LATE S CORPORATION ELECTION 
(CONT.)

17
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LATE ELECTION (CONT.)

• If 2553 is filed with the 1120S then the 1120S must state at the top 
“INCLUDES LATE ELECTION FILED PURSUANT TO REV. PROC. 
2013-30”

• Mail the election and all required attachments using certified mail and 
request a return receipt to the filing address shown in the 2553 
instructions.

LATE S CORPORATION ELECTION 
(CONT.)

36

REPORTING CASH TRANSACTIONS

• Why? – FinCEN’s effort to combat money laundering, tax evasion, 
terrorist financing and drug dealings.

• Who Must Report – Any business transaction receiving cash (or 
equivalent) within a 12-month period of:  

o A single lump sum over $10,000, or 
o Two or more related transactions (those occurring within a 24-

hour period) in excess of $10,000.

• Form Due Date: Within 15 days after the cash was received. If the 
15th day falls on a Saturday, Sunday or holiday, the next busines day. 

• Penalty – Minimum penalty for not filing a correct or complete 8300 
is $25,000.  

FORM 8300

18
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OVERVIEW

• PPP Loans – Cannabis businesses did not qualify for PPP Loans.

• Sec 199A Deduction – Sec 280E says no deduction or credit. IRC 
§199A or subsequent regulations provide any additional guidance.

• Cost of Goods Sold – Ok because of the 16th Amendment to the 
Constitution.    

o Retailers:
 Marijuana inventory (including transportation)
 Excise tax (Ok per Chief Counsel)

o Growers:
 Cultivation costs 
 Including labor 

CANNABIS ISSUES

38

OVERVIEW (CONT.)

• Multiple (Mixed) Businesses
o Only marijuana expenses disallowed 
o Requires good bookkeeping

• Seized Items
o Items seized not included in COGS

• Banking Issues
o Federal law prohibits banks and financial service companies from 

having accounts with businesses that sell illegal drugs.
o Money traced back to marijuana operations could be considered 

money laundering (American Bankers Assn). 
o Even though legal in 33+ states, servicing a cannabis business 

exposes a bank to significant legal, operational and regulatory risk.
o However, the IRS and states have established cash payment 

options.   

CANNABIS ISSUES (CONT.)

19
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OVERVIEW - Continued

• Tax Return Preparer Issues

o Bank Holding Company Act – Accountants and tax preparers are 
treated as financial institutions.

o Office of Professional Responsibility (OPR)

 According to OPR director, Cir 230 preparers can prepare 
returns for marijuana businesses.

 If Sec 280E is abided by.

 Won’t be considered aiding and abetting an illegal activity.

CANNABIS ISSUES (CONT.)

40

• Who Is a Household Employee - Whether a household worker is 
considered an employee depends a great deal on circumstances and 
the amount of control the person hiring has over the job and the hired 
person.  Examples…

o Gardener – A gardener who handles the yard work for the 
taxpayer and others in neighborhood, supplies all tools and 
brings in other helpers needed to do the job – Not a household 
employee.  

o Housekeeper – Normally a homeowner will give instructions 
about how the job is to be performed and how the various tasks 
should be done. Is a household employee. 

o Agency - If the services for a housekeeper, nurse, companion, or 
child care provider are contracted for through an agency – Not a 
household employee.

HOUSEHOLD EMPLOYEES

20
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• Employee Retention Credit - does NOT apply to household 
employers because being a household employer is not a trade or 
business.

• Aliens - It is illegal to knowingly hire or to continue to employ an alien 
who is not legally eligible to work in the U.S. 

o Form I-9 - Complete Form I-9 and verify the potential employee’s 
ID and employment eligibility. Do not file, retain in records.

• Reporting Threshold (household employee’s wages) - $2,400 for 
2022 

• FICA – Household employer must withhold and match FICA taxes if 
wages equal or exceed the threshold for the year. 

o Does not apply if worker is under 18 at any time during the year.
o Does not include the value of food, lodging, clothing or other 

noncash items provided to worker.  

HOUSEHOLD EMPLOYEES 
(CONT.)

42

• Income Tax Withholding
o Household employer is not required to withhold income tax.
o But if the employee requests it, the employer can (but is not 

required) to implement withholding.

• Meals & Lodging – Are not subject to income tax withholding if they 
are furnished for the employer’s convenience and on the employer’s 
premises.

• Federal Unemployment Tax (FUTA) - A household employer who 
pays more than $1,000 in cash wages to household employees in any 
calendar quarter of either the current or the prior year, is liable for 
FUTA tax.

• EIN – A household employer is required to have an EIN.

HOUSEHOLD EMPLOYEES 
(CONT.)

21
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• Reporting and Paying Employment Taxes 

o Generally – Include Schedule H with the 1040 – It includes SS, 
Medicare and FUTA taxes. 

o Sole Proprietorship – May include on employer’s Form 941, for 
the business. In that event, caution: household employee wages 
are not a business expense on the Schedule C.

o W-2 – When there is FICA withholding a W-2 must be issued. 
o Potential Problems

o Start withholding and the employee’s wages for the year do 
not reach the FICA threshold…must refund the withholding 
to the employee. 

o Don’t immediately start withholding and the employee 
reaches the FICA threshold…gross up.      

HOUSEHOLD EMPLOYEES 
(CONT.)

44

• Gross Up – If a household employer did not withhold required 
employment taxes, the employer must then pay the taxes and include 
the taxes in the employee’s wages (W-2).   This is referred to as 
grossing up the wages. Sometimes done as a perk for the employee.

• Using an Agency – Agency becomes the employer.

• Nursing Services - Wages and other amounts, including employer’s 
portion of employment taxes, can be included in medical expenses.

• Where the employee also provides household and personal 
services the expenses must be allocated.

• Include extra rent, utilities, food, etc., also allocated.

• CAUTION - Check your state’s requirements.    

HOUSEHOLD EMPLOYEES 
(CONT.)

22
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FINAL THOUGHTS ON HOUSEHOLD EMPLOYER’S TAX ISSUES

• Many states make household employers jump through the same 
hoops as a business employer and do not provide the equivalent of 
the Schedule H at the state level.

• This impacts individuals who have no clue how to comply with an 
employer’s reporting requirements.

• Especially the elderly who need home care.

• If you don’t handle payroll, set them up with a payroll service that 
specializes in household employees.     

HOUSEHOLD EMPLOYEES

46

Hobby Loss Rules

23
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HOBBY LOSS RULES 

• Presumption of Profit Motive…

o Horse businesses – Show a profit in 2 of 7 years

o Other businesses – Show a profit in 3 of 5 consecutive years.

• Generally, Hobby Activities are obvious.

• If there is income from a hobby… 

o Gross income is reported on Form 1040, Schedule 1, line 8j.

 Gross income is reduced by cost of goods sold

o Deductions are Tier 2 miscellaneous…But suspended through 
2025…so no deductions. 

PROFIT MOTIVE

48

TRADE OR BUSINESS

• The term “trade or business” is not defined in the Internal Revenue 
Code, regulations, or other Treasury (IRS) promulgations.

• Regulations under IRC §183 help differentiate personal activities 
(hobby) from activities that are “for profit” but do not define whether 
an activity is a trade or business. 

• In most cases, it is rather obvious when an activity is a trade or 
business, but there are times when it may not be so apparent. 

• Whether an income activity is a “trade or business” depends on all 
the facts and circumstances and case law. 

PROFIT MOTIVE (CONT.)

24
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TRADE OR BUSINESS (CONT.)
• Over the past 70+ years relevant authorities, particularly court 

decisions, have suggested criteria relevant to this inquiry. The 
following approach is indicated by these authorities:

1. Determine if the activity is “for profit” or “not for profit,” like 
a hobby. The regulations under §183 (Reg §1.183-2(b)(1)-
(9)) prescribe “factors” to be used to help determine if an 
activity is “for profit” or “not for profit,” like a hobby.

2. If the activity is “for profit” then it is either an investment 
activity or a trade or business. Use the criteria below, 
harvested from cases and from the Sec 183 regulations, to 
make the determination. 

• Thus, the decision as to not for profit, investment or trade or 
business, is based on the facts and circumstances such as the 
those on the following slide:

PROFIT MOTIVE (CONT.)

50

PROFIT MOTIVE FACTORS USED BY THE IRS

• Is the activity conducted with continuity and regularity?

• Is the primary purpose to make income or a profit?

• Is the activity undertaken with an “actual and honest” objective of 
making an economic profit, independent of tax savings?

• The manner in which the taxpayer carries on the activity.

• The expertise of the taxpayer or his advisors.

• The time and effort expended by the taxpayer in carrying on the 
activity.

• The expectation that assets used in the activity may appreciate in 
value.

PROFIT MOTIVE (CONT.)

25
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PROFIT MOTIVE FACTORS USED BY THE IRS (CONT.)

• The success of the taxpayer in carrying on other similar or dissimilar 
activities.

• The taxpayer's history of income or losses with respect to the activity.

• The amount of occasional profits, if any, which are earned.

• The financial status of the taxpayer.

• Elements of personal pleasure or recreation.

PROFIT MOTIVE (CONT.)
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IS CLAIMING BUSINESS EXPENSES OPTIONAL?

• Some might adjust to:

o Boost their SE tax for the purpose of boosting their SS Benefits.

o Others might want to establish earned income to maximize EITC.

o This is what unethical preparers and scammers frequently do.

• Short Answer Is NO!

o IRC Sec 1402(a) defines net earnings from self-employment as 
“the gross income, less the deductions allowed by this subtitle.”

o Gross income from a trade or business does not itself constitute 
net earnings from self-employment; allowable deductions must 
be taken for expenses in order to arrive at net SE earnings. 

o Since net SE earnings are earned income for EITC purposes the 
rule that claiming allowable deductions is mandatory applies to 
EITC. Deliberately not claiming expenses to increase the amount 
of EITC would be fraud. (Chief Counsel Advice 200022051)

CLAIMING EXPENSES OPTIONAL?

26
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Health Insurance Issues

54

TYPE OF ENTITY

• C Corporation – Health insurance for all employees is fully 
deductible by the entity SUBJECT TO Affordable Care Act limitations.

• All Other Entities  
o For non-owner employees: Health insurance is fully deductible 

by the entity SUBJECT TO Affordable Care Act rules.
o For owners: See upcoming slides

ENTITY ISSUE

27
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ABOVE-THE-LINE DEDUCTION

An above-the-line health insurance deduction for the cost of health 
insurance is allowed for self-employed, partners and more-than-2%-
shareholders of an S corporation. 

• Application - Applies to coverage for taxpayer, spouse, dependent, 
and child (even if not a dependent) who has not attained the age of 
27 as of the end of the year.

• Subsidized - No deduction for any month during which the self-
employed individual is eligible to participate in a “subsidized” health 
plan maintained by an employer of the taxpayer, the taxpayer's 
spouse, or any dependent, or any child of the taxpayer who hasn't 
attained age 27 as of the end of the tax year. 

o The term subsidized means 50% or more is paid by an employer 
and is applied separately to each type of insurance.

SE HEALTH INSURANCE DEDUCTION

56

SELF-EMPLOYED 

The deduction cannot exceed the individual’s net earnings from self-
employment derived from the trade or business. 

• Net earnings is the net profit from Schedule C or F reduced by:   
o The 50% of SE tax deduction (1040 Schedule 1, line 14) 
o Contributions to the taxpayer’s qualified retirement plan, SEP or 

SIMPLE plan (1040 Schedule 1, line 15)

• The health care policy can be either in the name of the business or in 
the name of the taxpayer. 

SE HEALTH INSURANCE DEDUCTION 
(CONT.)
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PARTNER

• Applies if taxpayer is a partner with net earnings from self-
employment for the year reported on Schedule K-1 (2021 Form 
1065), box 14, code A. 

• The policy can be in the name of the partnership or in the name of the 
partner. 

o If the partnership pays the premiums, the premium amounts 
must be reported on Schedule K-1, Form 1065, as guaranteed 
payments included in the partner's gross income. 

o If a taxpayer/partner pays the premiums, and the policy is in 
the taxpayer/partner's name, the partnership must reimburse the 
taxpayer and the premium amounts will be included in gross 
income as guaranteed payments on Schedule K-1. Otherwise, 
the insurance plan won't be considered established under the 
business.  

SE HEALTH INSURANCE DEDUCTION 
(CONT.)
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S-CORPORATION SHAREHOLDER 

• Must be a more-than-2% S corporation shareholder,

• Earned Income - The shareholder's wages (i.e., the Medicare wages 
from box 5 of Form W-2) from the S corporation are treated as his 
earned income,

• Premiums - The premiums paid or reimbursed by the S corporation 
are shown as wages on Form W-2. 

• Policy - The policy can be either in the name of the S corporation or 
in the name of the shareholder. 

o If the S corporation pays the premiums, the premium amounts 
are included on Form W-2 as wages. 

o If the shareholder pays the premiums, and the policy is in the 
shareholder's name, the S corporation must reimburse the 
shareholder and report the premium amounts on the W-2 as 
wages. Otherwise, the insurance plan won't be considered 
established under the business.

SE HEALTH INSURANCE DEDUCTION 
(CONT.)
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SOMETIMES OVERLOOKED QUALIFYING HEALTH INSURANCE* 
(Excluding those paid by HRA or FSA) 

• Long-term care insurance premiums (up to the age-based max)

• ACA marketplace premiums net of the APTC

• Payback of any portion of the APTC in the year of the APTC

• Employee costs for employer group coverage

• Medicare parts B, C and D premiums

• Medicare supplemental plan premiums

• Dental insurance premiums

• Vision insurance premiums

• Lost or damaged contact lens premiums

• Travel Medical Insurance  

*Would qualify as a Sch A medical expense if not an SE health insurance 
deduction

TYPES OF DEDUCTIBLE INSURANCE
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Depreciation and Amortization Issues
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• Green Energy Property – After December 31, 2024, (as added by 
the Inflation Reduction Act of 2022), MACRS 5-year life will include 
certain green energy property: 

o Qualified facilities;
o Qualified property; and
o Energy storage technology. 

• Artificial Grass – Falls under landscaping – 15 Year.
o Plus, manufacturers indicate the useful life to be 14-15 years.    

MACRS LIFE

62

BONUS DEPRECIATION 

• Allowed for both new and used property.

• Applies to:

o Tangible assets (except structures) with a MACRS life of 20 
years or less;

o Qualified film, TV, live theatrical productions; 

o Certain fruit and nut trees grafted or planted after 9/27/2017; and

o Qualified improvement property.

DEPRECIATION (CONT.)
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QUALIFIED IMPROVEMENT PROPERTY (QIP)

• TCJA created qualified improvement property by combining:
o Qualified leasehold improvement property, 
o Qualified restaurant property, and 
o Qualified retail improvement property

Note: Qualified improvement property qualifies for either Bonus or Sec 
179 or a combination of both.  

DEPRECIATION (CONT.)

64

BONUS DEPRECIATION PHASEOUT

• Phaseout begins in 2023

• Replacement Options
o Sec 179

 Recapture Issue
o Cap & Repair Regs

 De Minimis Safe Harbor
 Per Building Safe Harbor

• Nothing in Inflation Reduction Act that changes the phaseout timing

DEPRECIATION (CONT.)
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DEPRECIATION (CONT.)

66

REVOKING BONUS DEPRECIATION ELECTION

• Claiming bonus deprecation is automatic but...

• A taxpayer can elect out of bonus depreciation.

o Generally, TPs have until 6 months after the original due date of 
the tax return to elect to revoke bonus deprecation.

o Not a per-property election - revocation applies to all property in 
the class.

o To make the revocation all taxpayers whose tax liability would be 
affected by the election must file an amended tax return for the 
year in question within the time limits.

DEPRECIATION (CONT.)
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• Considerations:

o Bonus deprecation can produce a loss and losses can create 
an NOL which, if incurred in 2021, will carry forward. 

o The Sec 179 deduction is limited to the amount of taxable 
income from any of a taxpayer's active trades or businesses (so 
can’t go into loss territory) and there are recapture issues.

DEPRECIATION (CONT.)
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• Annual Deduction Limit (Note: MFS is 50% of these amounts):

• Investment Limit for 2022 - $2,700,000 (annual deduction limit is 
reduced $1 for every $1 the total cost of qualifying property placed in 
service in any given year exceeds the investment limit).

• Taxable Income Limit - The amount of deduction is limited to the 
amount of taxable income from any of a taxpayer's active trades or 
businesses. Taxable income, for this purpose, is computed without 
regard to:

1. The cost of any qualified expense property;
2. The above-the-line deduction for a portion of SE tax;
3. Any net operating loss carryback or carryforward; and
4. Any deductions suspended under the passive activity rules.

SEC 179 EXPENSING
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• Carryover – Amounts that can’t be deducted because of the taxable 
income limit may be carried over to the next year and added to the 
cost of qualifying property in that year. 

o Apply carryover amounts on a FIFO basis.
o Carryover subject to the TI limit and dollar limit for carryover year.
o No carryover for amounts lost due to investment limit or the 

maximum deduction limit.

• Recapture - If property is removed from business service (or not 
used more than 50% for business) AT ANY TIME before the end of its 
recovery life, recapture is necessary. 

o Add back the excess of the Sec 179 amount over the MACRS 
deduction that would have been allowed. 

o Recapture entered on Form 4797, Part IV, then reported as 
income where it was originally claimed. 

SEC 179 EXPENSING (CONT.)
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BONUS IS BETTER

• When deciding whether to use bonus depreciation or 179 consider:  
o Recapture:  Sec 179 is subject to recapture, but bonus is not. 
o SUVs: Section 179 is limited to $27,000 in 2022 (up from 

$26,200 in 2021). No limit for bonus.
o Income Limit: Sec 179 deduction limited to taxable income from 

all trades and businesses of the taxpayer (and spouse). Bonus is 
not.

• However, Sec 179 can be used on a property-by-property basis while 
bonus applies to all assets of a property class if claimed for any asset 
of that class – can’t pick and choose.

SEC 179 EXPENSING (CONT.)
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There is different tax treatment for intangibles that are acquired as 
opposed to being self-created.

• Acquired Intangibles – Amortized over 15 years.

• Acquired DURING the business 
o Goodwill, going concern, workforce and Information in place and 

know-how, customer and supplier-based intangibles,
o Government licenses and permits. These include:

 Liquor License
 Taxi-cab Medallion (or license)

o Franchises, trademarks, and trade names,
o Insurance policy expirations, and
o Bank deposit base

SEC 197 - INTANGIBLES 
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• Acquired as Part of the BUSINESS ACQUISITION 
o Covenants not to compete,
o Computer software,
o Films,
o Sound recordings,
o Video tapes and books,
o Copyrights and patents,
o Rights to receive tangible property or services,
o Interest in patents and copyrights,
o Mtg servicing rights secured by residential real property, and
o Contract rights good for less than 15 years or fixed in amount.

SEC 197 – INTANGIBLES 
(CONT.) 
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GOODWILL

• If purchased, amortized over 15 years.

• If created, it has no basis.

• If sold, reported on the 4797 and if held over a year LTCG.

• Loss will be an ordinary business loss (4797).

SEC 197 – INTANGIBLES 
(CONT.) 
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FORM 8594

• Allocates the sales/purchase price among 7 classes of assets. The 
last to be allocated are:

o Class VI – Intangibles except goodwill and going concern value
o Class VII - Goodwill and going concern value

• Both the seller and purchaser of a group of assets that makes up a 
trade or business must use Form 8594 to report such a sale if:

o Goodwill or going concern value attaches, or could attach, to 
such assets and

o The purchaser's basis in the assets is determined only by the 
amount paid for the assets.

SEC 197 – INTANGIBLES 
(CONT.) 
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Employee vs. Independent Contractor
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• At Stake Monetarily Is:  
o The government’s ability to collect employment taxes, 
o The worker’s ability to deduct business expenses, 
o Which retirement plans the worker will be eligible for…  

 Employer’s retirement plan or 
 Self-employed retirement plan.

• Employer Issues:
o May not be able to withstand the “economic strain” of additional 

employment taxes, retirement plan contributions, etc. 
o A worker who was misclassified as an independent contractor 

could also put the business’s retirement and benefit plans in 
jeopardy for failing to cover all employees.  

EMPLOYEE OR INDEPENDENT 
CONTRACTOR

78

STATE LAW PRIMARILY RULES

• The IRS provides a 20-Factor Test for determining if an individual is an 
employee or independent contractor. 

• States are almost always the first to enforce employment laws and 
they enforce state law not federal.

• This almost renders federal law mute.

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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STATE LAW  

• ABC Test – Adopted by many states

(A) That the worker is free from the control and direction of the hirer in 
connection with the performance of the work, both under the contract 
for the performance of such work and in fact; 

(B) That the worker performs work that is outside the usual course of 
the hiring entity’s business; and

(C) That the worker is customarily engaged in an independently 
established trade, occupation, or business of the same nature as the 
work performed for the hiring entity. 

“A” follows the federal direction and control criteria, but “B” and “C” 
apply criteria not specifically included in the federal definition.

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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STATE LAW PRIMARILY RULES (CONT.)

• However federal law does provide a process where either an 
individual or an employer can request a determination when status is 
in doubt.

o SS-8 – may be used by either the employer or the employee to 
request an IRS determination.  

 Filed separately, not with the tax return.

 IRS will not issue determinations on proposed or hypothetical 
situations. 

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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AVOIDING EMPLOYER’S SHARE OF PAYROLL TAXES 

• Form 8919 – Used by an employee to avoid having to pay SE tax 
on the 1099-NEC income when…

o Already has been determined to be an employee, or 

o When the worker has filed an SS-8 and has not received a 
response from the IRS. 

• Form 8919 (Uncollected Social Security and Medicare Tax on 
Wages), only requires payment of what would have been withheld 
if the worker were treated as an employee. By using Form 8919, 
the employee’s Social Security and Medicare taxes will be 
credited to the employee’s Social Security record.  

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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AVOIDING EMPLOYER’S SHARE OF PAYROLL TAXES (CONT.) 

• Form 8919 requires the employee to check one of these boxes:

o Code A. Filed Form SS-8 and received a determination as an 
employee.

o Code C. I received other correspondence from the IRS that states 
I am an employee.

o Code G. I filed Form SS-8 with the IRS and have not received a 
reply.

o Code H.  Received a W-2 and 1099-NEC and/or 1099-MISC from 
the firm for the same tax year. 

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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AVOIDING EMPLOYER’S SHARE OF PAYROLL TAXES (CONT.) 

• Code G - If used:

o Employee or the firm may be contacted for additional information.

o No guarantee that the IRS will agree with the worker’s opinion.

o If the IRS disagrees, the worker may be billed for the additional 
tax, penalties, and interest.

o If IRS determination is for multiple years – file amended open 
years.  

• Code H – If used:

o Do not file form SS-8   

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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THE 20-FACTOR EMPLOYEE TEST

1. Instructions: Worker who must comply with instructions about when, 
where and how to work indicates employee status. 

2. Training: Training given the worker by the employer usually shows 
employee status.

3. Integration: Services integrated into the business tends to mean 
worker is an employee.

4. Services Rendered Personally: A business requiring the worker to 
personally perform the services is showing control. 

5. Hiring Assistants: If a worker hires, pays and supervises assistants 
to complete a contract that requires the worker to supply materials 
and labor and be responsible for the result, then the worker is 
independent. 

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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THE 20-FACTOR EMPLOYEE TEST – Continued 

6. Continuing Relationship: work is performed at frequently recurring 
(although irregular) intervals demonstrates employee status.

7. Set Hours of Work: employees normally have set hours, 
independents set their own.

8. Full-time Work: Independents work when and for whom they 
choose. Employees’ options are set by employer.

9. Work Done on Premises: Performed on employer’s premises often 
indicates control. Control may even be present when a worker 
performs services in his/her own office(s) if it is the employer’s 
option. 

10.Order of Sequence Set: When the employer sets the order of an 
employee’s duties, it shows control by the employer.

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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THE 20-FACTOR EMPLOYEE TEST – Continued 

11.Reports: If a worker must submit reports (oral or written) to the 
employer to account for his/her actions, control is also shown.

12.Payments: Employee status is shown if a worker is paid by the hour, 
week, etc. 

13.Payments of Expenses: If the employer pays business or travel 
expenses of the worker, indicates employee.

14.Tools and Materials: An employer furnishing all the tools and 
materials to do the job usually indicates employee.

15.Significant Investment: An independent has significant investment 
in facilities or equipment.  

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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THE 20-FACTOR EMPLOYEE TEST – Continued 

16.Profit or Loss: An independent contractor can realize a profit or loss 
as a result of services performed. An employee has no such risk.

17.Working For More than One Business at a Time: Independent 
status is indicated.

18.Offers Services to the General Public: A worker who regularly and 
consistently makes his/her services available to the general public, is 
an independent contractor.

19.Right to Fire: An independent contractor can’t be fired if the 
specifications of a contract are met. An employee can be fired.

20.Right to Quit: An employee can quit a job at any time without 
incurring liability whereas an independent is responsible to meet the 
terms of a contract

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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OTHER ISSUES 

• Home Workers – A home worker is a person who: 
o Performs work per specifications provided by the person for 

whom the work is performed; 
o Works on materials or goods furnished by that person; and 
o Must return the finished product to that person or to someone 

designated by that person. 

• Home Workers are Statutory Employees 
o Receives a W-2 
o Can deduct expenses above-the-line 

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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OTHER ISSUES (CONT.)

• Statutory Independent Contractors

o Qualified Real Estate Agent - licensed real estate salesperson.  
Substantially all income earned is directly related to sales not 
hours worked. Must be a written contract between the agent and 
the principal that provides the agent won’t be treated as an 
employee.

o Direct sellers are those in the business of selling consumer 
products to buyers at other than a permanent retail establishment.  
The sales must be made on a buy-sell basis, deposit-commission 
basis, or similar arrangement.  Must be on a commission basis, 
not according to hours worked and there should be a written 
contract stating nonemployee status for tax purposes.

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)

90

OTHER ISSUES – Continued  

• Section 530 Relief 
o Allows employers to treat certain employees as independent 

contractors, sometimes even when the employer has classified 
workers as independents in error.  

o Gives relief from employment taxes to an employer who treats a 
worker as an independent (has never treated the worker as an 
employee) and has consistently filed all Federal returns (including 
1099s) required AND has a “reasonable basis” for not treating the 
worker as an employee. 

EMPLOYEE OR INDEPENDENT 
CONTRACTOR (CONT.)
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Reasonable Compensation

92

ISSUES:

• IRC Sec 162 requires reasonable compensation.

• Applies to S corporation working stockholders.

• S corporation K-1 flow-through income is: 
o Not subject to SE tax. 
o Is treated as QBI for purposes of the Sec 199A deduction.

• Who is an employee? 
o Generally, an officer is an employee
o Exception for officers who:

 Provide no services, or 
 Minor services

• What is reasonable compensation?

o No bright line definition, depends on several factors:

REASONABLE COMPENSATION

46



93

• Factors  
o Duties performed by the employee.
o Volume of business handled.
o Character and amount of responsibility.
o Complexities of the business.
o Amount of time required.
o Cost of living in the locality.
o Ability and achievements of employee. 
o Pay compared with the gross and net income of the business.
o Pay compared with distributions to shareholders.  
o Company policy regarding pay for all employees.
o History of pay for each employee.

REASONABLE COMPENSATION 
(CONT.)

94

Vehicle Expenses
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ACTUAL EXPENSE METHOD 

• Expenses include gas, maintenance, repairs, registration fees, 
insurance, interest, property taxes and depreciation or lease fees.

• Depreciation – For vehicles with an unloaded gross weight of 6,000 
pounds or less, the depreciation is limited to the “luxury auto limits” 

• Truck or Vans – For years after 2017 the limits for trucks and vans 
are the same as for automobiles.   

VEHICLE EXPENSES

96

• Motorcycles – Actual expenses method must be used.

• Multiple Vehicles – A fleet must use the actual method. A fleet is 5 or 
more vehicles. Thus, the optional rate can be used for 4 or fewer 
vehicles.

• Not Included in the Optional Rate are the business-use portion of 
the following:

o Interest paid on a vehicle loan.
o Parking and tolls.
o State and local personal property taxes. 
o But…the business portion of the sales tax must be capitalized. 

• Employee Reimbursement - Reimbursement is tax free if the 
employee substantiates to the employer the time, place, mileage and 
purpose of employment-connected business travel.

VEHICLE EXPENSES (CONT.)
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WHAT IS INCLUDED IN THE STANDARD MILEAGE RATE

• The standard rate is determined annually by the IRS from a study 
conducted of vehicle-operating expenses based on the prior year’s 
costs. These costs which cannot be deducted over and above the 
standard rate are:  

o Gasoline,

o Oil,

o Lubrication,

o Repairs,

o Vehicle registration fees,

o Insurance, and 

o Straight line depreciation (or lease payments)

VEHICLE EXPENSES (CONT.)
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NOT INCLUDED IN THE STANDARD RATE

• Overlooked additional deductible items that can be deducted;

o Parking

o Tolls, 

o State and local property taxes. Rather than a Schedule A 
deduction claim a business portion on the business schedule. 

 However, the taxes do not include sales tax which must be 
capitalized as part of the cost of the vehicle. 

o Business portion of the loan to purchase the vehicle.

o Plug-In Electric Vehicle - The business use portion of the credit 
becomes part of the general business credit (Form 3800) with its 
normal carryback and carryforward provisions 

VEHICLE EXPENSES (CONT.)
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LEASED VEHICLES

• The standard mileage rate is allowed for leased vehicles (including 
cars, vans, pickups and panel trucks), provided that the standard 
mileage rate method is used for the entire term of the lease (Rev. 
Proc. 2010-51, Sec. 3.01).

• The standard mileage rate is not allowed for fleet operations. Fleet 
operations are defined as using 5 or more vehicles simultaneously. 

• The standard rate includes an allowance for depreciation (26 cents/mi 
2022). 

• As the owner of the vehicles it is renting, the car rental agency will be 
depreciating the costs of those vehicles.

VEHICLE EXPENSES (CONT.)
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LEASED VEHICLES (CONT.)

• A car rented from car rental agencies is actually a short-term lease. 
The  the rental agency is depreciating the vehicle.

• The standard mileage rate includes imputed depreciation. 

• Multiple individuals or entities cannot depreciate the asset at the 
same time.

• Thus, the standard rate cannot be used.   

VEHICLE EXPENSES (CONT.)
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SPORT UTILITIY VEHICLE (SUV)

• SUV with weight in excess of 6,000# not subject to the luxury auto 
limit rules.

• If rated at less than 14,000# can utilize Sec 179 up to $26,000 in 
2022.

• Tip - The gross vehicle weight can be found on the inside of the 
driver’s door. 

• Sec 179 - The downside of Sec 179, is that any amount in excess of 
the depreciation allowance recaptures and must be added back to 
income (SE income for self-employed individuals) if the vehicle is sold 
or taken out of services early.

VEHICLE EXPENSES (CONT.)
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SPORT UTILITIY VEHICLE (SUV) (CONT.)

• Bonus Depreciation – Since an SUV weighing more than 6,000 
pounds is not subject to the luxury vehicle rules bonus deprecation 
can be used. 

• And there is no limit. Thus, the entire business portion of the vehicle 
can be expensed.

• So, bonus deprecation is a better option for SUVs

• However, 100% bonus depreciation is only available through 2022, 
after which the bonus rate is reduced by 20% per year and sunsets 
after 2026.

VEHICLE EXPENSES (CONT.)
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Business Use of Home

104

Applies to Self-Employed Individuals Only (2018-2025)

• Qualifications: Used exclusively on a regular basis AND one of the 
following must apply:

o Storing inventory for a wholesale or retail business for which the 
taxpayer’s home is the only fixed location of the business.

o Used as a licensed day care center.

o A separate structure (caution – home sale gain exclusion will not 
apply to the separate structure).

o Where the taxpayer meets with customers, patients, or clients.

o The principal place of business.

BIUSINESS USE OF HOME
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GROSS INCOME LIMIT

• Deduction Limited - To the gross income from the business.

• Always Deductible – Business portion of:
o Home mortgage interest (no equity interest)
o Property taxes, but see SALT limit later
o Disaster losses 

• Gross Income – Definition is a little odd…and is defined as total 
income from the business less:

o The business portion of mortgage interest, taxes, casualties, plus
o The business expenses relating to the business (e.g., supplies, 

advertising, etc.), but not to the use of the home

BUSINESS USE OF HOME

106

OTHER ISSUES

• Never Included in Carryover – Since they are always deductible 
currently, whether or not a home office is claimed, the following are 
not included in home office carryover:

o Home mortgage interest.
o Property taxes.
o Disaster losses.

• Carryover – Cannot be used on a different business.

• Business closes – Carryover not used on final year is lost.

• Depreciation – Is last item to be deducted; thus, any amount not 
used is not subject to recapture (basis reduction).

NOTE: The home office deduction, bonus depreciation, and Sec 179 all 
reduce a business’s net income (QBI) and thus reduce the Sec 199A 
20% pass-through deduction.

BUSINESS USE OF HOME
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DAY CARE CENTER  Not subject to the exclusive use requirement 
provided the operator of a day care center or a family or group day care 
home with respect to state law:

o Has applied for a license, certification, registration or approval 
(and not been rejected), or

o Has been granted a license, certification, registration or approval 
(and it has not been revoked), or

o Is exempt from having a license, certification, registration or 
approval.  

• Business usage is determined by space use and time used: 

Example – Edna uses her living room, kitchen, and bathroom (1,400 
square feet) ten hours a day, five days a week to provide licensed day 
care services. Her home is 2,400 square feet. Her busines use is:   

BUSINESS USE OF HOME
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SIMPLIFIED HOME OFFICE DEDUCTION

• Maximum Sq Ft Used in Calculation: 300 Square Feet.

• Amount Per Sq. Foot: $5.00 – Thus maximum deduction is $1,500.

• Deduction is prorated by the month. Month = 15 days or more.  

• Form 8829 – Not required; enter directly on Schedule C.

• Gross Income Test – Applies

• Depreciation – None allowed including Sec 179 and bonus. Deemed 
amount is zero.

• Additional Expenses – Utilities, insurance, & maintenance not 
allowed.

• Home Office Carryover 
o Unused simplified method: deduction cannot be carried over.
o Carryover from the regular method cannot be used in a year the 

simplified method is used. 

BUSINESS USE OF HOME
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§199A Deduction

110

• 199A Deduction – Is a 1040 below-the-line deduction equal to 20% 
of the QBI from a qualified trade or business.

• Qualified Business Income (QBI) – is generally the net profit from a 
Schedule C, E or F, a 1065 K-1, an 1120S K-1, a 1041 K-1, REITS 
(dividends) and pass-through income from publicly traded 
partnerships (PTP).

• Taxable Income – The deduction is limited to the taxpayer’s 1040 
taxable income (not to be confused with a business entity’s net profit).

• Business Categories – There are two categories of business when 
computing the 199A deduction:

o Specified Service Trades or Businesses (SSTB) – Which are 
basically those businesses providing personal services, and   

o Qualified Trades or Businesses (QTB) – All other trades or
businesses.

SECTION 199A DEDUCTION
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• Limitations – There is a major distinction between QTBs and SSTBs 
when computing the 199A deduction.

• SSTB – The deduction phases out for taxpayers with 1040 taxable 
incomes above a threshold.

• QTB – The deduction is subject to the threshold except instead of 
phasing out, the “wage limitation” phases-in.  The wage limitation will 
be explained later.

• The table below shows the threshold amounts and caps. The cap is 
where the phaseout for an SSTB ends and for QTB where the wage 
limitation is fully phased in. 

SECTION 199A DEDUCTION 
(CONT.)
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• The table below shows the 199A computation relationship between: 

o Filing status

o The taxpayer’s 1040 taxable income, and

o The type of trade or business.

Example: The taxpayer is filing a joint return and has a taxable income 
of $400,000. If the TP is an SSTB then the deduction is phased out. If a 
QTB, the wage limitation is being phased in.  

SECTION 199A DEDUCTION 
(CONT.)
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• SSTB Phaseout – The phase out for SSTBs is not a simple ratable 
phaseout. Instead it takes into consideration wages paid by the 
business entity and assets owned by the business entity.   

• What is an SSTB? - Specified service businesses include trades or 
businesses involving the performance of services in the fields of:

o health, law, accounting, consulting,
o actuarial science, 
o performing arts, athletics, 
o financial services, 
o brokerage services (not RE or investment brokers) or 
o Any trade or business where the principal asset of such trade or 

business is the reputation or skill of one or more of its 
employees.

SECTION 199A DEDUCTION 
(CONT.)
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Health

• Included Are:

• Physicians, pharmacists, nurses, 
veterinarians, physical therapists, 
psychologists and other similar 
healthcare professionals.

• Not Included Are:

• Health clubs or spas that provide physical 
exercise, payment processing, or 
research, testing and manufacture and 
sales of pharmaceuticals or medical 
devices.   
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Law

• Included Are:

• Lawyers, paralegals, legal arbitrators, 
mediators and similar professionals.

• Not Included Are:

• Those where the services are not unique 
to the field of law such as services of 
printers, delivery services or stenography 
services. 
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Accounting 

• Included Are:

• Accountants, EAs, return preparers, 
financial auditors, CPAs. 

• Accounting includes tax return and 
bookkeeping services, even though such 
services may not require the same 
education, training, or mastery of 
accounting principles as a CPA.

• Not Included Are:

• Payment processing or billing analysis
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Actuarial Services  

• Included Are:

• Actuaries and similar professionals

• Not Included Are:

• Those who are not engaged in analyzing 
or assessing the financial risks or 
uncertainty of events, such as: analysts, 
economists, mathematicians and 
statisticians.  
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Performing Arts

• Included Are:
• Actors, singers, musicians, entertainers, 

directors, or similar professionals.  

• Not Included Are:
• Those whose skills are not unique to the 

creation of performing arts, including the 
maintenance or operation of equipment 
or facilities.  Does not include services of 
broadcasters or distributors of video or 
audio of performances. 
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Athletics

• Included Are:

• Participants such as athletes, coaches 
and team managers. 

• Not Included Are:

• Services such as maintenance or 
operation of equipment or facilities used 
in athletic events or the services of those 
who broadcast or distribute video or 
audio of the sporting event.    
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Consulting

• Included Are:

• Providing professional advice and 
counsel to clients to assist the client in 
achieving goals and solving problems. 
Definitely includes lobbyists.

• Not Included Are:

• Counseling services provided in 
conjunction with the sale of goods. The 
preamble to the regs. also references the 
$25 M & 10% rules we discuss later as 
might apply to this situation.   
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Financial Services

• Included Are:

• Financial advisors, investment bankers, 
wealth management, retirement 
planning, valuations, services related to 
mergers and acquisitions, dispositions, 
reorganizations, issuance of securities, 
etc.  Also arranging lending transactions. 

• Not Included Are:

• Taking deposits or making loans. 
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Brokerage Services

• Included Are:

• Services provided by stock brokers and 
similar professions 

• Not Included Are:

• Real estate agents or brokers or 
insurance agents or brokers (final 
Regulation 1.199A-5(b)(2)(x)). 
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Reputation & 
Skill

• Narrow Definition:
• Endorsements
• Licensing one’s image, likeness, 

name, signature, voice, trademark, 
or other symbols of identity.

• Appearance fees
• Appearances by reality performers 

on TV, social media, or other forums
• TV, radio and other media hosts
• Video game players. 
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QUALIFIED BUSINESS INCOME (QBI)

• Net amount of Profit or Loss from a qualified U.S. business including:

o Ordinary gain attributable to sale of a partnership interest.

o Income from changes in accounting methods.

• Reduced by the following adjustments to income: 

o One half of SE tax, 

o SE health insurance, and 

o Retirement plan contributions (but not Traditional IRAs).

SECTION 199A DEDUCTION 
(CONT.)
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QUALIFIED BUSINESS INCOME (QBI)

• QBI Does Not Include: 

o ST or LT capital gain or loss

o Dividends 

o Interest income not allocable to the business

o Commodity transactions

o Foreign currency transactions

o Annuity income not associated with trade or business

o Reasonable compensation 

o Guaranteed payments to partners for services

o Payments to partners for use of capital

SECTION 199A DEDUCTION 
(CONT.)
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• $25 Million Rule – A trade or business is not an SSTB if, determined 
before aggregation, if it has gross receipts of: 

o $25 million or less (in a taxable year) and less than 10% of the 
gross receipts are attributable to the services of an SSTB, or

o More than $25 million - For trades or businesses with gross 
receipts greater than $25 million and less than 5% of the gross 
receipts are attributable to the services of a SSTB. 

• Determining Wages – For purposes of the wage limitation, the IRS 
provides 3 methods:

o Unmodified Box Method
o Modified Box 1 Method
o Tracking Wages Method

If a payroll company is being used, no doubt they will provide this 
information.

SECTION 199A DEDUCTION 
(CONT.)
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• Qualified Property – Includes tangible depreciable property that is:
o Held by the business activity at year’s end.
o Available for use at year’s end.
o Used at any point during the year.
o Used in the production of QBI.
o Has been held for less than 10 years or its recovery period, 

whichever is longer.

• Basis – Is generally cost or other depreciable basis on the date 
placed in service without any subsequent adjustments.

• Not Included in Qualified Property
o Generally, property acquired within the last 60 days of the year 

and disposed of within 120 days without being used for at least 
45 days prior to disposition.

o The portion of property also used for personal purposes.  

SECTION 199A DEDUCTION 
(CONT.)
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• Wage Limitation – Now that wages and the qualified property have 
been determined, the wage limitation can be determined. 

o The wage limitation is the greater of:
 50% of the W-2 wages that the business paid, or
 25% of the W-2 wages paid by the business plus 2.5% of the 

unadjusted basis of the business’s qualified property.

SECTION 199A DEDUCTION 
(CONT.)
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Capitalization and Repair Regulations
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BACKGROUND

• Effective: These regulations became effective for tax years beginning 
on or after January 1, 2014, but optionally allowed taxpayers to 
retroactively apply the regulations to tax years beginning on or after 
January 1, 2012.

• Simplified Filing for Small Businesses - Rev. Proc. 2015-20 
provided simplified filing for small businesses and allowed them to 
apply the regulations prospectively but giving up retroactive audit 
protection and the ability to make retroactive adjustments based on 
the new regulations. 

• Application - The regulations are a set of rules that apply in different 
circumstances and include a number of safe harbors. 

CAP & REPAIR REGULATIONS
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UNIT OF PROPERTY (UOP)

The term UOP is throughout the cap and repair regulations and an 
understanding of its meaning is necessary to understand the application 
of the regulations.

• Assets Other Than Buildings

o Consists of all the components that are functionally 
interdependent (where one requires the other) 

• Buildings - In general, each building and its structural components 
are one UOP - "the building." Amounts are treated as paid for an 
improvement to a building, and thus capitalized, if they improve: 

o The building structure or 

o Any designated building system.

CAP & REPAIR REGULATIONS 
(CONT.)
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MATERIALS & SUPPLIES  

• Expensed When Used or Consumed. They include:

o Components to repair or improve 

o Fuel, lubricants, etc., consumed in 12 mo.

o A UOP with a useful life of 12 mo. or less

o A UOP costing $200 or less

o Property meeting the de minimis rule

o Property identified by IRS guidance 

CAP & REPAIR REGULATIONS 
(CONT.)
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DE MINIMIS SAFE HARBOR

• The de minimis safe harbor rule allows businesses to expense rather 
than capitalize the purchase of certain tangible property and applies 
differently to large businesses and small businesses.

o Large Businesses – Are ones with “applicable financial 
statements” (audited financial statements, SEC filings or other 
government non-tax financial report filing duty).

o Small Businesses – Are those without “applicable financial 
statements”.

• Safe Harbor Amounts – As specified in a firm’s accounting polices 
before beginning of tax year. 

o Large Business $0 to $5,000  
o Small Business $0 to $2,500 

CAP & REPAIR REGULATIONS 
(CONT.)
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SAFE HARBOR ROUTINE MAINTENANCE

• Expenses needed to keep a UOP in operating condition.

• Expensed when performed.

• Maintenance a taxpayer expects to perform more than once:
o During the class life of the UOP or,  
o During a 10-year period for buildings

CAP & REPAIR REGULATIONS 
(CONT.)
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IMPROVEMENT TO TANGIBLE PROPERTY

Generally, a taxpayer who owns a unit of property must capitalize the 
amounts paid to improve the UOP that results:

• In a betterment to the UOP, 
o Restores the UOP, or 
o Adapts the UOP to a new or different use.  

• Betterment costs - which must be capitalized, consist of amounts 
paid:

o To improve, perfect, upgrade, enhance a material condition or 
defect that: 
 Either existed before the taxpayer acquired the UOP or
 Arose during its production, 

o Whether the taxpayer was aware of the condition or defect when 
it was acquired or produced.

CAP & REPAIR REGULATIONS 
(CONT.)
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PER BUILDING SAFE HARBOR (Small Taxpayers)

• Applies to TP with $10M or less average gross receipts in prior 3 
years

• Can elect to currently deduct improvements made to a building with 
an unadjusted basis of $1 million or less. 

• Improvements include repairs, maintenance, and similar activities.

• Per building limit is lesser of:
• $10,000 or
• 2% of the unadjusted basis.

CAP & REPAIR REGULATIONS 
(CONT.)
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PARTIAL DISPOSITION ELECTION

• Election - Taxpayer can elect to report gain or loss on a partially 
replaced or retired property.

o Must capitalize the replacement.

o Must be in asset classes 00.11- 00.4

o Does not apply to betterments or adaptations to a new or 
different use.

• Decision - Which provides your client with the best tax benefit?

o Make the election and show a loss for the retired asset, and 
capitalize the replacement, or

o Expense the replacement (if qualified) and continue to 
depreciate the retired asset.

CAP & REPAIR REGULATIONS 
(CONT.)
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PARTIAL DISPOSITION ELECTION (CONT.)

• Example

o Roof – Consists of two parts

 Structure – Underlying plywood – replacing would be 
betterment  

 Membrane – Shingles, tar paper, etc. – replacing just the 
membrane would NOT be a betterment  

• Additional Problem – Separating the retired partial asset’s adjusted 
basis from the total property basis

CAP & REPAIR REGULATIONS 
(CONT.)
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PPP and ERC Issues
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THREE CONDITIONS TO QUALIFY FOR FORGIVENESS:

1. Had to be an eligible recipient.
o Small business concern, independent contractor, self-employed 

individual, or a certain type of tax-exempt entity;
o Was in business on or before Feb. 15, 2020; and
o had employees or independent contractors who were paid for 

their services or was a sole proprietor or independent contractor.

2. The loan proceeds had to be used to pay eligible expenses, such as 
payroll costs, rent, interest on the business' mortgage, and utilities.

3. The loan recipient had to apply for loan forgiveness. The loan 
forgiveness application required a loan recipient to attest to eligibility, 
verify certain financial information, and meet other legal 
qualifications.

PPP LOAN IMPROPER 
FORGIVENESS 
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• IRS Has Announced PPP Loan Improper Forgiveness is Taxable
o Citing Chief Council Memorandum 202237010

• Up to $80 billion, or approximately 10%, of the $800 billion given out 
through the PPP may have been fraudulently distributed. 

• Will clients voluntary come forward?

• As a preparer what are your obligations? 

• If they do what are the other potential ramifications?  

PPP LOAN IMPROPER 
FORGIVENESS (CONT.)
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• There has been a substantial amount of discussion related to filing 
amended returns to claim the Employee Retention Credit (ERC) that 
might have been overlooked on the original filings. 

o Step one is to determine if the employer qualifies for the credit.
o Step two is to determine if the amount of the credit is worth it 

considering it increase profits and perhaps SE tax.

AMENDING - EMPLOYEE 
RETENTION CREDIT

144

Issues To Consider When Filing Late or Amending a Prior Return 

• The credit is a credit against future payroll taxes. 

• Form 7200 cannot be filed after 1/1/2022. 

• So, the only option is amending using Form 941-X.

• The ERC cannot be claimed for wages that were part of the PPP loan 
forgiveness.

• No deduction is allowed for wages that are used for the ERC credit. 
No double dipping. Thus, if amending for the ERC, the income tax 
return must also be amended.  

• For a self-employed person could mean an increase in SE tax  

• IRS Q&A: The IRS provides an extensive set of FAQs on their 
website

AMENDING - EMPLOYEE 
RETENTION CREDIT (CONT.)
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Property Rentals

146

PERSONAL PROPERTY RENTALS

• If a Trade or Business  
o Reported on Schedule C (unless a partnership or corp.)
o Subject to SE Tax

• If NOT a Trade or Business  
• Carefully analyze the circumstance to ensure it is not a trade or 

business; then if not a trade or business…
 Enter the income on 1040 Sch 1 line 8(k) (“other” income)
 Enter the expenses on 1040 Sch 1 line 24(b)

Note: the 1040 Schedule 1 line number references are from the 
greatly expanded version for 2022.     

PERSONAL PROPERTY RENTALS
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PASSIVE ACTIVITY

• Passive Activity – Is any trade or business activity in which the 
taxpayer “DOES NOT MATERIALLY PARTICIPATE” in actual 
operations of the activity on a “regular, continuous, and substantial 
basis”.

• Limited Partnership Interest – is presumed passive (unless certain 
material participation standards are met).

• Active Participation – Participates in management decisions. 
Generally, must have 10% or more of ownership. Does not apply to 
limited partners.

• Special Rental Real Estate Rule – Passive losses are generally 
NOT deductible against non-passive income, except for the special 
rental real estate rule:

o $25,000 special loss allowance
o Must show active participation
o Allowance ratably phases out for AGI $100K to $150K

REAL PROPERTY RENTALS
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MATERIAL PARTICIPATION – Not subject to Passive Rules 

• Time Tests. A taxpayer is a material participant if the taxpayer:
o Participates 500 hours or more during the tax year;
o Provides substantially all the participation in the activity;
o Spends more than 100 hours on the activity and nobody 

spends more time than this on the activity; or
o SPENDS AGGREGATE TIME over 500 hours on all “significant 

participation activities” (SPA’s). A SPA is an activity in which the 
taxpayer spends over 100 hours during the year but cannot meet 
one of the three other time tests.

• Prior participation tests - A taxpayer may be a material participant 
based on prior participation rather than time. The taxpayer may meet 
either of these criteria:

• Participate in the activity “materially” in any 5 of the last 10 tax years; or

• Taxpayer is in a personal service business and was a material  
participant in any 3 previous tax years.

REAL PROPERTY RENTALS 
(CONT.)
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FORMER PASSIVE ACTIVITIES 

• Release of Suspended Passive Losses – There are 3 events that 
trigger the release of suspended passive losses.

o Income from the same activity. When an activity produces net 
income, this will trigger use of former unused losses from the 
same activity.

o Income from another passive activity. Form 8582 handles this 
automatically. Any excess net income from passive activities 
triggers the allowance of suspended losses from all other 
passives.

o Disposition of the activity. If the activity is disposed of in a fully 
taxable transaction, all suspended losses from that activity will be 
triggered.

• Actual Event – Rental home (improvements) destroyed in a wildfire.
Remaining passive losses not released until the land was sold.  

REAL PROPERTY RENTALS 
(CONT.)
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RENTED TO RELATIVE

• Rented at Fair Rental Value – Treat as a normal rental under the 
passive activity rules.

• Rented at Less Than Fair Rental Value (FRV): 
o When a home is rented at less than the FRV, it is treated as 

being used personally.
o Since all the rental days (at a bargain rate to a relative) are 

treated as personal days, the rental portion is zero.
o So, none of the expenses are deductible, other than property 

taxes and mortgage interest (if it qualifies as a second home) on 
Schedule A.

o Although unlikely, there could be gift tax issues if the difference 
between the FRV and the actual rent exceeds $15,000 for the 
year.

REAL PROPERTY RENTALS 
(CONT.)
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VACATION HOME RENTAL

Taxpayers who rent out their dwelling unit part of the year and use 
the same property for their own use are subject to the Sec 280A 
“vacation home rental” limits summarized in the flow chart. The Sec 
469 passive loss rules don’t apply when Sec 280A applies.
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• Personal Use Days – Include days used by an owner, co-owner or 
family member of the owner/co-owner or under a reciprocal 
arrangement as personal-use days.

• Personal use days do not include:
o “Fix-up” days (repairing and maintaining but not making 

improvements);

o Use by a co-owner in a shared-equity financing arrangement 
where the taxpayer and occupant both have an ownership 
interest in the property. The owner-occupant must use the 
property as a principal residence and pay fair rental value, 
considering ownership interest. This is a common arrangement 
where parents wish to help their children buy a home; or

o The use of the property by a family member, if the property is the 
family member’s principal residence and the family member pays 
fair rental value. We previously covered this under ”rented to a 
relative”.

VACATION HOME RENTAL (CONT.)
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ALLOCATING EXPENSES 

• For repairs, utilities, etc., the business percentage is rental days 
divided by total days used (i.e., personal plus rental).

• In Bolton v. Comm., 1982, CA9, 694 F2d 556, the Tax Court found 
that, for computing taxes and interest, the business percentage used 
is business days divided by 365. The portion of interest and taxes 
above the percentage are deducted as itemized deductions. This 
method “frees up” greater deductions for cash expenses or 
depreciation. 

• The IRS, however, says these expenses should be allocated by using 
the same type of allocation percentage that’s used for repairs, etc. 
(i.e., rental days/total days used).

VACATION HOME RENTAL 
(CONT.)
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ROOM RENTAL

o Expenses allocable under the vacation home rental rules.  

o Rental allocation based on days room is rented and days it was 
used for all purposes.  

o Expenses allocated by any reasonable method such as number 
of rooms or square feet.

• Complete Dwelling Unit

o Where the portion of the home rented includes its own bathroom 
and kitchen: 

 Treat as if a stand alone rental (much like a duplex) and the 
vacation home rental rules and loss limits do not apply, but 
Sec 469 passive loss rules would apply.

VACATION HOME RENTAL 
(CONT.)
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MATERIAL PARTICIPATION 

• Material participation is satisfied if an individual meets either time or 
prior participation test.

o Time Tests
 Participates 500 hours or more during the tax year;
 Provides “substantially all the participation” in the activity;
 Spends more than 100 hours on the activity and nobody 

spends more time than this on the activity; or
 Spends aggregate time over 500 hours on all “significant 

participation activities” (SPA’s). A SPA is an activity in which 
the taxpayer spends over 100 hours during the year but 
cannot meet one of the three other time tests.

REAL ESTATE PROFESSIONAL
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MATERIAL PARTICIPATION – Continued 
o Prior Participation Test - A taxpayer may be a material 

participant based on prior participation rather than time if the 
taxpayer:
 Participated in the activity “materially” in any 5 of the last 10 

tax years; or
 Taxpayer is in a personal service business and was a 

material participant in any 3 previous tax years.

REAL ESTATE PROFESSIONAL 
(CONT.)
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ELECTION TO AGGREGATE ALL RENTALS

To avoid having to meet the tests independently for each rental the 
taxpayer can elect to treat all interests in rental real estate as one 
activity.

• Election can be made in any year but is binding on future years 
even if in intervening years the taxpayer does not qualify as a RE 
professional.

• Election is not valid if an election statement is not attached to the 
1040. 

• Late elections are possible for a valid reason.

• Revoking an election is possible under very limited circumstances

REAL ESTATE PROFESSIONAL 
(CONT.)
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OTHER ISSUES

• Limited Partner & Material Participation – Meets the material 
participation test if qualifying under the:

o 500 hours of participation rule,

o Five of ten years of material participation rule, or

o Three years of material participation rule.

Limited Partner & Aggregation – If the aggregation election is made 
and at least one RE interest is a limited partnership, then the entire 
grouping is treated as a limited partnership for purposes of determining 
material participation. 

REAL ESTATE PROFESSIONAL 
(CONT.)
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• For delayed exchanges: 
o The replacement property must be identified within 45 days and 

the exchange completed within 180 days.

• Tax Cuts & Jobs Act - limited the application of Sec 1031 to real 
property only. 

• Mandatory – Sec 1031 treatment is mandatory if qualified.

• Foreign Property – Not eligible; must be U.S. properties 

• Related Party Exchanges – With certain exceptions, gain or loss is 
recognized if either party disposes of an acquired property within 2 
years.  

TAX-DEFERRED EXCHANGES
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Excess Business Losses
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• TCJA – Imposed a limitation on business losses:
o In excess of $540,000* for MFJ taxpayers and $270,000* for all 

other taxpayers, and 
o The unallowed loss is treated as an NOL carryover.
*2022 inflation-adjusted amounts

• CARES Act – The CARES Act retroactively turned off the excess 
active business loss limitation rule for years 2018, 2019 and 2020. 

o Limitation Resumes – Beginning after December 31, 2020, the 
loss limitation will again apply.  

Bottom Line – This limitation is back!

EXCESS BUSINESS LOSSES
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EXAMPLE:

• A single taxpayer, in 2022, has… 
o Business deductions of $500,000. 
o Gross income from the business is $200,000. 
o The deductible loss would have been $300,000 under prior law, 

provided the business was not a passive activity.

• For 2022 the excess business loss under TCJA is:
$30,000 ($500,000 – ($200,000 + $270,000)). 

• Thus: 
o The taxpayer’s deductible business loss for 2022 is $270,000

o The excess of $30,000 is treated as an NOL carry forward.

EXCESS BUSINESS LOSSES 
(CONT.)
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Disallowance of Business Interest

164

SMALL BUSINESS EXEMPTION

• An exemption from the business interest limitation rules applies to 
taxpayers (other than tax shelters) with average gross receipts for the 
three prior years of $27 million (2022 limit) or less. 

• This amount is inflation-adjusted.

Example:
2019 gross receipts = $28 million 
2020 gross receipts = $30 million 
2021 gross receipts = $15 million
Average = $24.33 million…Less than $27M so the limitation does 
not apply for the 2022 tax year.  

DISALLOWANCE OF BUSINESS 
INTEREST
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• PER TCJA – Regardless of business form the interest expense is 
limited to the sum of:

o The taxpayer's business interest income for the tax year;
o 30% of the taxpayer's adjusted taxable income (ATI) for the tax 

year; and
o The taxpayer's floor plan financing interest (certain interest paid 

by vehicle dealers) for the tax year.
o Exception for small businesses with average gross receipts for 

the three prior years of $27 million (2022) or less 

DISALLOWANCE OF BUSINESS 
INTEREST (CONT.)
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ADJUSTED TAXABLE INCOME (ATI)

• Determined without regard to:
o Depreciation, amortization or depletion deductions
o Business interest income or expenses
o NOL deduction
o Section 199A deduction
o Income, gain, deduction or loss not allocated to the trade or 

business   

DISALLOWANCE OF BUSINESS 
INTEREST (CONT.)
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REAL ESTATE ACTIVITIES

• Not subject to the interest limitation unless:
o The rental activity is a trade or business, and
o The small business exception does not apply.

• Form 8990 must be filed to deduct interest unless one of the following 
exceptions applies.

o Small business exception,
o Providing services as an employee, 
o Electing real property trade or business (next slide)
o Electing farming business (next slide), or 
o Certain utility businesses. 

DISALLOWANCE OF BUSINESS 
INTEREST (CONT.)
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REAL PROPERTY TRADES OR BUSINESS ELECTION

• A real property trade or business can elect out of the interest limitation 
by using the alternative depreciation system (ADS) to depreciate the 
real property used in the trade or business. 

ELECTING FARM  BUSINESS

• Farming businesses and specified agricultural or horticultural 
cooperatives can elect out of this provision if they use ADS to 
depreciate any property used in the farming business with a recovery 
period of ten years or more. 

DISALLOWANCE OF BUSINESS 
INTEREST (CONT.)
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Self-
Employment 
Tax

170

WHO IS SUBJECT TO SE TAX?

• Miscellaneous Income from an Occasional Act or Transaction –
Income from an occasional act or transaction, absent proof of efforts 
to continue those acts or transactions on a regular basis, isn't income 
from self-employment subject to the SE tax.

• Notary – NO - But need proof income is just from notary services.

• Non-Resident Aliens - NO.

• Fiduciaries:
 Professional fiduciaries – YES
 Nonprofessional fiduciaries managing an estate with a trade 

or business – YES
 Nonprofessional fiduciaries - NO

• Probate Court Commissions – Generally NO

SELF-EMPLOYMENT TAX 
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WHO IS SUBJECT TO SE TAX? – Continued 

• Limited Partners – NO
o Generally, a partner is treated as a limited partner unless:

 Has personal liability as a partner for debts of the 
partnership or claims against it,

 Has authority to contract on the partnership’s behalf, or
 Participates more than 500 hours during the tax year. 

o If the partnership is a service partnership, anyone who provides 
more than de minimis amount of service isn’t a limited partner.

• Newspaper Venders under the age of 18 – NO

• Conservation Reserve Program Payments – if receiving SS 
retirement or disability payments - NO

• Corporate Director Fees – YES

SELF-EMPLOYMENT TAX 
(CONT.) 
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WHO IS SUBJECT TO SE TAX? – Continued 

• S-Corporation Taxable Income – NO – But don’t overlook 
reasonable compensation (wages) requirements.  

• Partners – Trade or business – distributive share of the 
partnership’s income and guaranteed payments – YES

• Religious Exemptions - Ministers, Christian Science practitioners, 
and members of religious orders who haven’t taken a vow of poverty 
– generally YES. 

• Spouses May Elect Out of Partnership Rules - A husband and wife 
who file a joint return may elect out of the partnership rules. Thus, a 
joint venture between them is not treated as a partnership for tax 
purposes. When this election is made, each spouse then files a 
Schedule C with their portion of the business’ income and expenses.   
YES each would be subject to SE tax.  

SELF-EMPLOYMENT TAX  
(CONT.)
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WHO IS SUBJECT TO SE TAX? – Continued 

• Insurance Agent Termination Payments - NO, provided…

o The payments are received after sales agreement terminates, 

o No services are performed after the sales agreement terminates 
and before the end of the tax year,

o The payments are conditioned on a non-compete agreement for 
at least one year after the end of the agreement, AND

o The amount of the payment depends primarily on:
 Policies sold by (or credited to the account of) the 

salesperson during the last year of the agreement, and/or
 The extent to which the policies remain in force for some 

period after the agreement ends.

• Payment can’t depend on the length of service or overall earnings 
from services performed for the company. However, eligibility for 
payment can depend on length of service and/or overall earnings.

SELF-EMPLOYMENT TAX 
(CONT.) 
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WHO IS SUBJECT TO SE TAX? – Continued 

• Agricultural Co-op Payments to Retired Farmers – MAYBE

• Rents Paid in Crop Shares – NO unless the landowner materially 
participates 

• Real Property – Residential & Commercial, generally NO, except…
o Hotel, Motel, etc., that provides substantial services - YES
o Short-term Rentals reported on Schedule C

 Generally – NO
 Real Estate Dealers – Generally YES unless rent is received 

from real estate held for speculation or investment. 

• Fishing Crew Member – Compensation based on sales - YES

• Statutory Employee – Income is from a W-2 - NO

SELF-EMPLOYMENT TAX 
(CONT.) 
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WHO IS SUBJECT TO SE TAX? – Continued 

• Taxpayer’s Child under 18
o Employed in parent’s unincorporated business – Is an employee 

but not subject to payroll taxes or SE tax.
 Note a child under 21 is not subject to FUTA 

o Employed in parent’s incorporated business – subject to the 
normal employee payroll taxes. 

SELF-EMPLOYMENT TAX 
(CONT.) 

176

Rollovers
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What Constitutes a Rollover

• The IRS, which in its publications had previously interpreted the law to 
apply the once per year rollover separately to each IRA of an individual, 
subsequently in Announcement 2014-15 adopted the court’s reading of 
the law. 

• In Announcement 2014-32 the IRS clarified that the once per 12-month 
period rollover limitation also applies to SEPs and SIMPLE plans, but 
not qualified plans.

• One Year Measurement - The one-year period is measured based on 
the date a distribution is received. If the second distribution is received 
before the same date one year later, it is a disqualified rollover (IRC 
Sec. 408(d)(3)(B)).   

o Thus a 12-month period, not a calendar year. 

ONE ROLLOVER IN A 12-MONTH 
PERIOD 

178

Exceptions

• Direct Transfers – Transfers directly between trustees are not 
considered rollovers. TPs can make as many direct transfers in a year 
as they want. 

• Roth Conversions – Traditional IRA to Roth IRA conversions are not 
treated as rollovers. 

• Distributions from Qualified Plans – Distributions from qualified plans 
that are rolled over to IRAs are not considered IRA rollovers (Reg §
1.402(c)-2, Q&A 16).  

• Distributions to Qualified Plans – Sec 408(d)(3)(B) only applies to IRA-
to-IRA rollovers. IRA to qualified plan rollovers are not subject to the 
one-year rule. 

•

ONE ROLLOVER IN A 12-MONTH 
PERIOD (CONT.) 

89



179

Exceptions (cont.)

• Failed Financial Institution - Distribution made from a failed financial 
institution by the FDIC is disregarded for purposes of applying the one-
rollover-per-year limitation, provided: (1) neither the failed financial 
institution nor the depositor initiated the distribution, and (2) no financial 
institution has assumed the IRAs of the failed financial institution.

ONE ROLLOVER IN A 12-MONTH 
PERIOD (CONT.) 
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How the Once-Per-Year Period is Measured

• The IRS adopted Bobrow v. Commissioner (TC Memo 2014-21)

• The once-per-year IRA rollover limitation applies on an aggregate basis. 

• The one-year period is measured based on the date a distribution is 
received. 

• If the second distribution is received before the same date one year 
later, it occurs within the period barred by the one-year limit

QUALIFIED PLAN TO IRA
ROLLOVER
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The Certification

• A recipient who inadvertently misses the 60-day time limit for rolling the 
amount into another retirement plan or IRA may make a written 
certification to the trustee that it is eligible for a waiver of the 60-day rule. 

• Taxpayers may make the certification (subject to verification if audited) 
by using the model IRS letter or by using a letter that is substantially 
similar in all material respects. 

• A copy of the certification should be kept in the taxpayer’s files and be 
available if requested on audit. Use of the self-certification method by 
eligible taxpayers will generally eliminate the need for an expensive 
private letter ruling to request a waiver.

SELF-CERTIFYING LATE 
ROLLOVER
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Conditions for Self-certification

• The IRS did not previously deny a waiver for the same rollover and one 
of the following applies:

a) An error was committed by the financial institution receiving the 
contribution or making the distribution to which the contribution 
relates; 

b) The distribution, having been made in the form of a check, was 
misplaced, and never cashed;  

c) The distribution was deposited into and remained in an account 
that the taxpayer mistakenly thought was an eligible retirement 
plan; 

d) The taxpayer’s principal residence was severely damaged; 

e) A member of the taxpayer’s family died;

SELF-CERTIFYING LATE 
ROLLOVER (CONT.)
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Conditions for Self-certification (cont.)

f)  The taxpayer/member of the taxpayer’s family was seriously ill;

g)  The taxpayer was incarcerated; 

h)  Restrictions were imposed by a foreign country;

i)  A postal error occurred; 

j)  The distribution was made on account of a levy under § 6331 and 
the proceeds of the levy have been returned to the taxpayer;  

SELF-CERTIFYING LATE 
ROLLOVER (CONT.)
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Conditions for Self-certification (cont.)

k) The party making the distribution to which the rollover relates 
delayed providing information that the receiving plan or IRA 
required to complete the rollover despite the taxpayer’s 
reasonable efforts to obtain the information; or

l) A distribution was made to a state unclaimed property fund (added 
by Rev Proc 2020-46).

SELF-CERTIFYING LATE 
ROLLOVER (CONT.)
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Timing
• Up to 30 days allowed to make the contribution

o The contribution must be made to the plan or IRA as soon as 
practicable after the reason or reasons listed above no longer 
prevent the taxpayer from making the contribution. 

o This requirement is deemed to be satisfied if the contribution is 
made within 30 days after the reason or reasons no longer prevent 
the taxpayer from making the contribution. 

SELF-CERTIFYING LATE 
ROLLOVER (CONT.)
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Early Withdrawal Penalty Exceptions
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DISTRIBUTION AS RESULT OF AN IRS LEVY EXCEPTION

• Applies to both Qualified Plans and to IRAs

• Penalty waived if the plan or IRA is levied under Sec 6331.

• Penalty still applies if TP withdraws the amount without being levied, 
even if the funds are used to cause a levy to be released.   

• Pension Garnishment – In a letter ruling, the IRS ruled that qualified 
retirement plans won't be disqualified for paying some participants' and 
beneficiaries' benefits to satisfy their criminal fines under garnishment 
orders relating to federal criminal statutes. They also ruled the 
garnishment would not be subject to the 10% penalty or mandatory 
withholding. 

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS
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QUALIFIED RESERVIST DISTRIBUTION EXCEPTION

• Applies to both Qualified Plans and to IRAs

• Penalty waived for “qualified” distributions.

• A qualified distribution is:

o From an IRA or attributable to elective deferrals under a 401(k) 
plan, 403(b) annuity, or certain similar arrangements;

o Made to individuals who (because of their being members of a 
reserve component) are ordered or called to active duty after Sept. 
11, 2001, for a period of more than 179 days or for an indefinite 
period; and

o Made during the period beginning on the date of the order or call to 
duty and ending at the close of the active-duty period.

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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QUALIFIED RESERVIST DISTRIBUTION EXCEPTION (CONT.)

• Payback Option:

o Beginning the day after the end of the active-duty period,

o For a period of two years,

o The reservist may repay the distribution in one or more payments.

• BUT there is no provision to amend a prior year return to recover the tax 
paid on the distribution. 

• Payback is a nondeductible contribution that doesn’t count toward the 
annual contribution limit, so a ROTH contribution would be appropriate. 

o If redeposited in a traditional IRA it creates a basis and distributions 
would be prorated between taxable and nontaxable. 

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)

190

QUALIFIED DOMESTIC RELATIONS ORDER (QDRO) EXCEPTION

• Applies to Qualified Plans but not IRAs

• QDRO: Is a judgment, decree, or order relating to payment of child 
support, alimony, or marital property rights to a spouse, former spouse, 
child or other dependent. The order must contain certain specific 
information like the amount of the participant’s benefits to be paid to an 
alternate payee.

• Recipient Spouse - Must report the payments just as though he/she 
were the plan participant with no 10% penalty regardless of age, but can 
roll the distribution into their own IRA or qualified plan (if allowed) and 
avoid any current taxation.  Subject to the 10% penalty before age 59½ 
for withdrawals from IRA (or other plan) to which QDRO payments 
rolled. 

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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QDRO EXCEPTION (CONT.)

• Recipient Spouse’s Taxability - Is computed by allocating the 
spouse/former spouse a share of the investment in the contract and 
figuring the taxable portion plans.

• Distributing Spouse – No tax implications other than explanatory if the 
custodian issues a 1099-R. 

• IRAs:

o QDRO provisions do not apply to IRAs, BUT…

o Sec 408(d)(6) provides that the transfer of an individual's interest in 
an IRA to his spouse or former spouse incident to divorce is not a 
taxable transfer and that the transferred amount is to be treated as 
the IRA of the transferee spouse. Thus, the tax on early 
distributions does not apply to the transferred amount but would 
apply to later distributions taken from the IRA by the transferee 
spouse while under age 59½. 

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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SEPARATION FROM SERVICE EXCEPTION 

• Applies to Qualified Plans but not IRAs

• Penalty does not apply to distributions from a qualified retirement plan 
after separation from service in or after the year the taxpayer reached 
age 55.

• Distributions of this type are rarely coded on Form 1099-R as an early 
distribution.

• CAUTION: The Tax Court ruled the exception did not apply in the case 
of a taxpayer who retired from his job when he was age 53 but who 
waited until after he turned 55 to make a withdrawal from his qualified 
retirement plan (Williams v. Commissioner, T.C. Summary 2008-53, 
5/19/08). A taxpayer must be age 55 or older, and then separate from 
employment, for an early distribution to be excepted from the 10% 
penalty. 

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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CONTRIBUTIONS RETURNED BEFORE DUE DATE

• Applies to IRAs but not Qualified Plans

• If the taxpayer made an IRA contribution for the tax year, it can be 
withdrawn tax-free by the extended due date of the tax return provided:

o The taxpayer did not take a deduction for the contributions 
withdrawn, and

o The taxpayer also withdraws any interest or other income earned 
on the contributions, and

o The taxpayer includes in income, for the year in which the 
withdrawal was made, any earnings on the contributions withdrawn.

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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MEDICAL INSURANCE EXCEPTION

• Applies to IRAs but not Qualified Plans

• This exception allows taxpayers that qualify to make penalty-free 
withdrawals to pay for medical insurance.  The amount that is exempt 
from penalty cannot be more than the amount the taxpayer paid during 
the year for medical insurance for taxpayer, spouse, and dependents. To 
qualify for this exception, the taxpayer:

o Must have lost his/her job,

o Received unemployment compensation for 12 consecutive weeks,

o Made IRA withdrawals during the year he/she received 
unemployment or in the following year, and

o Made the withdrawals no later than 60 days after being reemployed.

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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HIGHER EDUCATION EXPENSE EXCEPTION

• Applies to IRAs but not Qualified Plans

• Qualified Withdrawals - Withdrawals made during the year for qualified 
higher education expenses for the taxpayer, spouse or children or 
grandchildren.

• Withdrawal Subject to Exception - Penalty-free part is generally the 
amount that is not more than the qualified higher education expenses 
paid for the year at an eligible educational institution. 

• Timing – Withdrawal from IRA and qualifying expenses must be in the 
same tax year. 

• Expenses – Tax Court ruled that expenses for a computer, 
housewares, appliances, furniture, bedding, and books didn’t qualify 
because they were not shown to be needed for daughter’s education.  

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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FIRST-TIME HOMEBUYER EXCEPTION

• Applies to IRAs but not Qualified Plans

• For the exception to apply the distribution must be used:
o To pay acquisition costs before the close of the 120th day after the 

distribution was received.
o To pay acquisition costs of a first-time homebuyer who is any of the 

following: 
 Taxpayer, taxpayer’s spouse
 Taxpayer’s or spouse's child or grandchild
 Taxpayer’s or spouse's parent or other ancestor

• Lifetime distribution limit of $10,000, applies separately to each spouse.

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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FIRST-TIME HOMEBUYER EXCEPTION (CONT.)

• Definition of a First-Time Homebuyer 
o No present interest in a main home in the two-year period prior to 

the date of acquisition. 
o If married, the spouse must also meet that requirement.

• Date of Acquisition – Is the date the taxpayer 

o Entered a binding contract to buy a main home, or
o Began building or rebuilding a main home.

• Failed Purchase – Can return the funds to the IRA within 120 days (i.e., 
the 60-day rollover is replaced with a 120-day rollover). 

• Qualified Retirement Accounts – Nothing prevents a taxpayer from 
transferring funds from a qualified plan to an IRA, then taking a 
distribution from the IRA and qualifying for the First-Time Homebuyer 
exception.  

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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PUBLIC SAFETY EMPLOYEES (AGE 50+) EXCEPTION

• Applies only to certain government plans

• Original Distribution Only – The exception applies to the original 
distribution only. If funds are rolled into an IRA or defined contribution 
plan, any subsequent distributions before age 59½ are subject to the 
penalty.

• 1099-R Coding - A payer is permitted to use distribution code 2 (early 
distribution, exception applies) in box 7 of Form 1099-R. However, a 
payer is also permitted to use distribution code 1 (early  distribution, no 
known exception) if the payer does not know whether the exception 
under § 72(t)(10) applies. (Notice 2007-7 Q10). If the 1099R shows 
code 1, but the taxpayer qualifies for the exception and is not subject to 
the 10% penalty, use Code 01 on Form 5329.

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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FEDERAL WORKERS’ PHASED RETIREMENT EXCEPTION

• Applies only to certain government plans

• Certain federal employees can phase into retirement at the end of their 
careers. Phased retirees work part-time while receiving proportionately 
reduced pensions. At full retirement, the phased retiree will receive a 
composite retirement annuity that also includes the portion of the 
employee’s retirement annuity attributable to the reduced work 
schedule.

• Payments under a phased retirement annuity and a composite 
retirement annuity received by an employee participating in this program 
are exempt from the early distribution penalty. (Code Sec. 
72(t)(2)(A)(viii))

EARLY WITHDRAWAL PENALTY 
EXCEPTIONS (CONT.)
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Retirement Plan Distributions
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NEW RMD TABLE EFFECTIVE 
JANUARY 1, 2022
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Prop Reg Sec 1.402(c)-2

• Proposed Regs included surprises.

• Although we refer to IRAs, these provisions also apply to qualified plans.

• SECURE Act provisions went into effect beginning in 2020

• The regulation are effective in 2021 but provide retroactive relief for 
2021 as follows: 

For the 2021 distribution calendar year, RMDs are to be 
determined under the current RMD regulations but considering a 
good faith interpretation of how these regulations were amended 
by the SECURE Act.

For years beginning with 2022 the rules on the following slides 
apply:

INHERITED IRA PROPOSED 
REGULATIONS
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Prop Reg Sec 1.402(c)-2

Spousal Beneficiaries – The SECURE Act did not alter the options 
available to spouse beneficiaries that include: 

1. Treat the inherited IRA as their own IRA by designating themself as the 
account owner.

2. Treat it as their own by rolling it over into their own IRA, or to the extent 
it is taxable, into a:

• Qualified employer plan,

• Qualified employee annuity plan (section 403(a) plan),

• Tax-sheltered annuity plan (section 403(b) plan),

• Deferred compensation plan of a state or local government (section 
457 plan); or

3. Treat themself as the beneficiary of the inherited IRA rather than 
treating the IRA as their own.

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Spousal Beneficiaries (cont.)

Treating it as their own – A surviving spouse will be considered to have 
chosen to treat the inherited IRA as their own if:

• Contributions (including rollover contributions) are made to the inherited 
IRA, or

• The surviving spouse does not take the required minimum distribution 
for a year as a beneficiary of the IRA.  

The surviving spouse will only be considered to have chosen to treat the 
IRA as their own if:

• The surviving spouse is the sole beneficiary of the IRA, and

• The surviving spouse has the unlimited right to withdraw amounts from 
it.

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Eligible Designated Beneficiaries: The SECURE Act carved out a 
special category for these beneficiaries who are not subject to the rule 
requiring the account to be totally distributed in 10 years (except as noted) 
and may take lifetime distributions or a lump sum distribution.  In addition 
to a surviving spouse, this category includes: 

• An individual who is not more than 10 years younger than the 
account owner (typically a sibling of the decedent but could be someone 
else).

• Account owner’s minor child – The proposed regs specify that a 
minor child is one under the age of 21. See special rules that apply to 
minor children in future slides.

• Beneficiary of the account owner who died before January 1, 2020

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

• Disabled or chronically ill individual –

• A safe harbor for being considered disabled for this purpose is if the 
individual is determined to be disabled by the Social Security 
Administration.

• To be eligible the individual must provide to the plan administrator 
proper documentation of their condition by October 31 of the year 
following the account owner’s death. 

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Account owner’s minor child – The proposed regs specify that a minor 
child is one under the age of 21. Special rules apply to minor children:

• Annual payments based upon life expectancy of the child must be 
taken until the child reaches the age of majority (specified as age 
21).  Use the single life tables.

• Once reaching age 21, the child is then subject to the 10-year rule 
for the balance of the account.

• Of course, the beneficiary can always take a lump sum distribution.   

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Other Beneficiaries – Can take a lump sum distribution or:

• Beneficiaries more than 10 years younger than the decedent are 
subject to the 10-year rule.

• Beneficiaries NOT more than 10 years younger than the decedent 
may take a lifetime payout. 

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Ten-Year Rule

• An account must be depleted by the end of the year that includes the 
10th anniversary of the account owner’s death.

• If the account owner died on or after their required beginning date 
(RBD), then the beneficiary must ALSO take annual distributions based 
on the beneficiary’s single life expectancy. 

• And then distribute the balance in the 10th year. 

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Separate Accounting Applies 

• Beneficiaries’ status is determined September 30 of the year after the 
account owner’s death.

• To the extent that separate accounts are created and maintained for 
multiple beneficiaries by December 31 of the year following the account 
owner’s death, each beneficiary will be treated as the sole beneficiary of 
that account. 

• Separate accounting will preserve the available options for each 
category provided separate accounts are created and maintained by 
December 31 of the year following the account owner’s death.  

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Separate Accounting Applies (cont.)
Example: IRA owner dies before his RBD. He has three
beneficiaries – his spouse, his son, and his daughter – all
receiving equal shares. Under the old rules, the distribution
period for all three beneficiaries would be based on the shortest
life expectancy of the three. Under the proposed regs the
distribution period would depend on the category of each
beneficiary as long as the separate account rules are followed.

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Deadline for Spousal Election to Treat IRA as Own –The deadline for a 
spouse beneficiary to elect to treat the inherited IRA as their own is the 
later of:

• The year following the IRA owner’s death or

• The year in which the spouse beneficiary reaches age 72. 

If the spouse beneficiary fails to meet this requirement, the spouse 
beneficiary cannot treat the IRA as their own. However, the spouse can 
distribute and roll over the inherited assets to their own IRA.

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Hypothetical RMDs – If the IRA account owner dies before the RBD and 
the spouse beneficiary elects the 10-year rule, the spouse can still roll the 
undistributed IRA balance into the spouse’s own IRA before the last year 
of the 10-year period. 

• However, in the year the spouse turns age 72 (or older) the spouse 
beneficiary is required to calculate a “hypothetical” RMD. 

• The hypothetical RMD is the amount that would have been required to 
be distributed had the life expectancy rule applied to the spouse 
beneficiary and exclude that amount from any rollover contribution.

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

• RMD Aggregation for Rollover Purposes – Where an individual has 
multiple IRA accounts, and desires to roll over an IRA distribution in any 
year in which RMDs are required, RMDs must be taken from all IRAs 
before determining the portion of a distribution that is ineligible for 
rollover treatment.

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

• 50% Penalty – Often an IRA owner who is required to take an RMD dies 
before the distribution for the year of death has occurred. The 
beneficiary (or beneficiaries) becomes responsible for taking the RMD 
for that year but may not realize until after the end of the year that no 
distribution had been made. As a result, the 50% penalty for failing to 
take the required amount has applied. 

• The proposed regs offer some relief to the 50% penalty…See next slide:  

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

If a beneficiary fails to take an RMD for the year in which the account 
owner dies, the IRS will automatically waive the penalty if:

o The beneficiary removes the year-of-death RMD by the 
beneficiary’s tax filing deadline, including extensions.

If an account owner dies before the RBD, and an eligible beneficiary fails 
to take a life expectancy payment, the IRS will automatically waive the 
penalty if:

o The beneficiary did not make an affirmative election to take life 
expectancy payments, and

o The beneficiary elects the 10-year rule by the end of the ninth 
calendar year following the account owner’s death.

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Prop Reg Sec 1.402(c)-2

Required Beginning Date (RBD) – As a reminder, the SECURE Act 
defines the required beginning date for RMDs for an employee (other than 
a 5% owner or IRA owner) as:

• April 1 of the calendar year following the later of the year in which the 
employee reaches age 72 or the calendar year in which the individual 
retires. 

• For a 5% owner or an IRA owner, the RBD is April 1 of the calendar year 
following the year in which the individual attains age 72, even if the 
individual has not retired.

INHERITED IRA PROPOSED 
REGULATIONS (CONT.)
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Contact 
Information

Werner-Rocca Seminars, Ltd.

(215) 545-4181

www.werner-rocca.com

Email: art.werner@werner-rocca.com

Follow us on Twitter @ILectureCPAs or 
@WernerRocca
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SUPPLEMENT:
TAX PENALTIES

220

• Late Filing: 4-1/2 % per month; 22-1/2% max.

• Paying late: Each month – 1/2 %. If the IRS issues a Notice of Intent 
to Levy and the taxpayer doesn't pay the balance within 10 days, the 
penalty increases to 1% per month. 

o After notice to levy – 1% per month

o Maximum - 25% (combined with late filing 1st 5 mo.)

o If paying in installments – 1/4% per month

• Late Filing Minimum: smaller of $435 (2020 or 2021) or 100% of tax 
due. Applies when return is filed more than 60 days after the due date.

TAX PENALTIES 
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EXTENSION PRECAUTIONS 

Don’t ignore the nuances of properly completing an extension and the 
potential penalties. 

• 4868 instructions clearly indicate that to have a valid extension, a 
taxpayer must: 

1. Properly estimate their tax liability using the information available 
to them, and 

2. Enter their total tax liability on line 4 of the 4868 and 
3. File the extension by the regular due date for their return.   

• This requirement has been enforced in Tax Court. 

• Just entering zero tax due on line 4 and filing a 4868 is not a valid 
extension if challenged.  

TAX PENALTIES 
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TAX PENALTIES 

• Underpayment of Estimated Taxes – If the TP owes $1,000 or 
more, then subject to the current published underpayment rates.

• Dishonored Payment:

o Less than $1,250 – lesser of $25 or the amount of the check.

o $1,250 or more – 2% of the check amount.

• Fraud: 75% of the unpaid tax due to fraud.

• Negligence (accuracy related): 20% of the underpayment, 40% if 
attributable to undisclosed foreign financial asset.
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• Missing ID Number: $50 each.

• Penalty on Tips : 50% of the SS tax on the unreported tips. 

• Excessive Claim Penalty - 20% of the excessive amount. No 
penalty if can show reasonable cause. Does not apply when the 
accuracy-related penalty or the fraud penalty is assessed. 

• Frivolous return - In addition to any other penalties, the law imposes 
a penalty of $5,000 for filing a frivolous return.

TAX PENALTIES 
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• Minimum Penalty for Failure to Report on Foreign Trust - the 
greater of $10,000 or 35% of the gross reportable amount (5% for 
U.S. persons treated as owners of the trust) plus an added $10,000 
penalty for every additional 30 days delinquency continues. 

• Failure to File Information Returns:

o De Minimis Failures - An otherwise correctly filed info return does 
not need to be corrected if the dollar amount differs from the 
correct amount by $100 or less and withholding differs from the 
correct amount by $25 or less. This safe-harbor rule won’t apply 
if recipient elects out of safe harbor.

TAX PENALTIES 
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• W-4 Falsification – $500 to reduce the withholding without a 
reasonable basis. $1,000 criminal penalty or one year of 
imprisonment, or both, if convicted of willfully providing fraudulent 
information in order to reduce withholding. 

• Overstatement of Non-Deductible IRA Contributions - $100 for 
each overstatement unless due to reasonable cause.

• Failure to File Form 8606 – Non-Deductible IRA - $50 unless due 
to reasonable cause.  

• Failure to Provide TIN to Payer of Alimony - $50  

• Failure to Report Foreign Gifts: 25% 

• Failure to Report Foreign Assets (Form 8938): $10,000 for 1st 90 
days and $10,000 for each subsequent 30 days 

• Failure to Report Foreign Accounts (FBAR): $10,000 (non-willful), 
$100,000 or 50% of account balance if willful – amounts are subject 
to inflation-adjustment 

TAX PENALTIES 
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• Reasonable Cause – The IRS Penalty Handbook defines reasonable 
cause as those acceptable to the IRS for justifying the nonassertion 
or abatement. 

• Grounds – The following have been used (only some successfully): 
o Reliance on IRS advice or pubs;        Expert tax advice;
o Delegating filing of tax return to attorney or accountant;
o Oversight of the taxpayer or an employee;
o Ignorance or misunderstanding of law by a nonexpert;
o Missing information;           Unavailability of books and records;
o Essential parties to the situation unavailable;
o Overwork, stress, or health problems of the taxpayer;
o Unresolved dispute with IRS or other litigation;
o Disputes or misunderstandings between spouses;
o Financial hardship;        Problems with U.S. postal service;
o Normal business practice.

TAX PENALTIES 
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FIRST TIME ABATEMENT (FTA)

• One-time administrative abatement of late filing and late payment 
penalties where the taxpayer has: 

o Not previously been granted relief under this provision, and 
o Has been compliant in the three prior years.

• Automatic - Supposed to be automatic - But frequently is not.  

• If Not Automatic:
o A call to taxpayer services will usually trigger the relief.  
o If the penalty has already been paid, file Form 843. 

• FTA Applied First - Where a taxpayer qualifies for other forms of 
penalty relief, the IRM requires the FTA to be applied first. 

• Does not apply to event-based filing requirement, such as Form 706, 
709, 1120 or 1120S (not an all-inclusive list). 

• S Corporation - if in the prior three years, at least one Form 1120S 
was filed late but not penalized, FTA will not apply. 

TAX PENALTIES 
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STATUTE OF LIMITATIONS

• General Rule - The IRS must assess tax within 3 years from the due 
date of the return or the date the return is actually filed.  

• Underreporting income by more than 25% – 6-years  

• Fraud, Attempt to Evade and Failure to File - Unlimited

TAX PENALTIES 
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PENALTY EXCEPTIONS

• De minimis Tax Due Amount: Less than $1,000
o Tax due for this test = Total tax – withholding – refundable credits

• Safe Harbors:
o General rule

 90% of the current year’s tax, or
 100% of the previous year’s tax.

o High income – AGI prior year over $150,000 ($75,000 MS)
 90% of the current year’s tax, or
 110% of the previous year’s tax. (“Fits all” safe harbor if 

paid evenly over the quarters or front loaded)
o Farmers & Fishermen

 66 2/3% (.6667) of their total tax for the year, or
 100% of the total tax shown on the prior full year return.

UNDERPAYMENT 
ESTIMATED TAXES
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PENALTY EXCEPTIONS - Continued

• Divorced Taxpayers - If joint estimated tax payments.
o They Agree:  

 Either spouse can claim all the payments or 
 They each can claim part of them. 

o Cannot Agree:  Must divide them in proportion to each spouse's 
individual tax as shown on their separate returns for the year.

• No Tax Liability Prior Year - The taxpayer is exempt if a U.S. citizen 
or resident for the whole year. But must be a full 12-month year.

• Exceptions Do Not Apply - If the de minimis and the safe harbor 
exceptions do not apply, use Form 2210 - annualized method. May or 
may not lower the penalty; your fee to compute may be more than 
savings.

• Withholding Strategy
• Treated as paid evenly throughout year.
• Can increase withholding in later part of year to avoid penalty.  

UNDERPAYMENT 
ESTIMATED TAXES
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