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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.
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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 - $20,000 or 200 transactions. But some 
include all transactions.  

• 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
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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
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EXPENSES FOR A DISCONTINUED BUSINESS

• Must be ordinary and necessary business expenses.

• Per Rev. Rul. 67-12, must be reported on Schedule C.

• Attempting to hide elsewhere runs afoul of Cir 230.

• Voluntary payments (no legal obligation to pay) made to preserve an 
individual’s reputation, credit or professional standing are not allowed. 

FAILED BUSINESS 
EXPENSES 
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ELECTING OUT OF PARTNERSHIP RULES

• Can file their respective share on the appropriate form.

• Does not apply to spouses who operate in the name of a state entity 
such as limited partnership or LLC.

• Applies Only if:

o The spouses are the only members of the joint venture.

o Both spouses materially participate.

o Both spouses make the election. 

o Each spouse is separately subject to SE tax.

SPOUSES AND 
PARTNERSHIP RULES
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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
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• 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
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EMPLOYING A CHILD

• Benefit – Wages are tax deductible by parent and up to $12,400 
(2020 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 $18,400. 

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

9

10

ABOVE-THE-LINE DEDUCTION

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

• Income Limit – Limited to net SE income (wages for S-corp. 
shareholders).

o Where the limit applies any excess can be claimed on Sch. A if 
itemizing.

• Subsidized - No deduction is allowed for any month the taxpayer is 
eligible to participate in a subsidized health plan.  

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

• 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.

HEALTH INSURANCE 
DEDUCTION
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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  

HEALTH INSURANCE 
DEDUCTION
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UNREIMBURSED PARTNER EXPENSES

• Unreimbursed by Partnership – expenses are only deductible if the 
taxpayer is required to pay the expenses under the partnership 
agreement.    

• Otherwise – Not deductible

• Where Deducted – They are deducted on Part II of Schedule E.

• 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
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HOBBY LOSS RULES 

• Presumption of Profit Motive…

o Horse businesses – Show a profit 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 8.

 Gross income is reduced by cost of goods sold

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

PROFIT MOTIVE
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BONUS DEPRECIATION 

• Allowed for both new and used property.

• Applies to:

• Tangible assets (except structures) with a MACRS life of 20 
years or less.

• Qualified film, TV, live theatrical productions

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

• Qualified improvement property – Discussed later 

More… 

DEPRECIATION
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BONUS DEPRECIATION – PHASE OUT

DEPRECIATION
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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

16



17

QUALIFIED IMPROVEMENT PROPERTY (QIP)

• TCJA inadvertently specified that QIP had a recovery life of 39 years, 
making it ineligible for bonus depreciation.

• The CARES Act included a technical correction making QIP 15-year 
recovery property retroactive to 2018. 

• An IRS Associate Chief Counsel indicated leaving QIP as 39-year 
recovery property is an impermissible tax accounting method.    

• Taxpayers generally have until October 15, 2021 to do one of the 
following: 

o File amended 2018 and 2019 returns, or  

o File a Form 3115 - Application for Accounting Method Change -
with a timely filed original return for the first or second tax year 
after the tax year in which the property was placed in service, or 
with a timely filed original income tax return. 

DEPRECIATION
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QUALIFIED IMPROVEMENT PROPERTY (QIP) - Continued

• 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.  

• Considerations:

o Bonus deprecation can produce a loss and losses can create 
an NOL in 2018, 2019 and 2020 that can be carried back 5 
years. 

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
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• Annual Limit (2020) - $1,040,000 ($520,000 MFS)

• Investment Limit - $2,590,000 (annual 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.

Note: Wages, tips and other compensation (including those of a 
spouse on a joint return) are included as income from an active 
trade or business.    

More…

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
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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 
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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).

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

• Buyer and seller must attach the 8594 to their returns. 

SEC 197 - INTANGIBLES 
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CAUTION

This portion of the lecture relates to the Federal position as to whether 
an individual is an employee or an independent contractor. However, 
most states have far more stringent criteria that lean heavily in favor of 
the employee designation.

The employee designation brings more tax revenue to the states and 
eliminates the ability of the worker to deduct business expenses. In the 
state of California, Uber, Lyft, Grubbhub and other gig economy firms 
were able to get the issue on the November 3rd election ballot as a 
proposition to overturn recently passed CA legislation as it relates to 
app-based drivers (Proposition 22). The California voters approved the 
Proposition.

EMPLOYEE OR 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

25

26

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
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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
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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
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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
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MISCLASSIFIED AS AN INDEPENDENT CONTRACTOR

• Status 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
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MISCLASSIFIED AS AN INDEPENDENT CONTRACTOR – Continued

• Paying Employee’s Share of FICA
o Form 8919 – Used by an employee to avoid having to pay SE tax 

on the 1099-NEC income when…
 Already has been determined to be an employee, or 
 When the worker has filed an SS-8 and has not received a 

response from the IRS. 
o 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
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MISCLASSIFIED AS AN INDEPENDENT CONTRACTOR – Continued 

o Form 8919 - Continued - Form 8919 requires the employee to check 
one of these boxes:
 Code A. Filed Form SS-8 and received a determination as an 

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

I am an employee.
 Code G. I filed Form SS-8 with the IRS and have not received a 

reply.
 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
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MISCLASSIFIED AS AN INDEPENDENT CONTRACTOR – Continued 

o Code G - If used:
 Employee or the firm may be contacted for additional information.
 No guarantee that the IRS will agree with the worker’s opinion.
 If the IRS disagrees, the worker may be billed for the additional 

tax, penalties, and interest.
 If IRS determination is for multiple years – file amended open 

years.  

o Code H – If used:
 Do not file form SS-8 

Of course the employer will have repercussions and 
will not be happy

EMPLOYEE OR INDEPENDENT 
CONTRACTOR
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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
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OTHER ISSUES – Continued  

• 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
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OTHER ISSUES – Continued  

• Section 530 Relief 
o Lets employers 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
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ENTERTAINMENT – No deduction allowed under TCJA.

BUSINESS MEALS - Businesses (but not employees) generally may 
deduct 50% of food and beverage expenses associated with operating 
their trade or business if:

• The expense is an ordinary and necessary business expense; 

• Is 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.    

• During or at an entertainment activity, the food and beverages are 
purchased separately from the entertainment, or the cost of the food 
and beverages is stated separately from the cost of the entertainment 
on one or more bills, invoices, or receipts. 

MEALS & ENTERTAINMENT
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AWAY FROM HOME TRAVEL 

• Optional Meal Method – Also called the standard meal allowance; 
can be used by self-employed individuals.  

o Generally only 75% of the daily rate can be used for the first and 
last day of a trip.

• Lodging – Lodging per diem cannot be used. There is no “standard” 
allowance for lodging. Actual documented lodging expenses are 
required to provide proof of the travel. 

MEALS & ENTERTAINMENT
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• 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
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• 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
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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
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SPORT UTILITIY VEHICLE (SUV)

• Vehicles with a weight in excess of 6,000 pounds are NOT subject to 
luxury auto depreciation limits.

• Automobiles and small trucks have a recovery life of 5 years.  

• SUVs rated at 14,000 pounds or less (and in excess of 6,000 pounds) 
are eligible for Sec 179 expensing.

• Sec 179 deduction for SUVs is limited to $25,900 for 2020. 

HOWEVER…Since SUVs are not subject to luxury auto limits, and are 
qualified for bonus depreciation, this would allow 100% of the business 
portion to be expensed in the first year.  

VEHICLE EXPENSES
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OTHER ISSUES

• Lease Inclusion Amounts 
o Are the luxury auto limits substitute for leased vehicles. 
o The inclusion amount is based upon the vehicle’s FMV.
o Tables are included in Pub 463 but should be built into most tax 

software.

• Sec 1031 Exchanges – No longer apply to vehicles, so whether sold 
or traded in, it is treated as a sale.

• Deemed Depreciation – The standard mileage rate includes an 
element of depreciation (deemed depreciation) that must be 
accounted for if the vehicle is sold or traded-in.   

VEHICLE EXPENSES
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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.
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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. 

3.13.01

TRAVEL OUTSIDE THE U.S.
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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
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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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BACKGROUND:

• TCJA Changes

o Eliminated NOL carrybacks for NOLs incurred beginning in 2018 
and subsequent years. 

o Allowed unlimited carryover for 2018 and subsequent year NOLs.

o In any carryforward year, only 80% of carryforward year’s taxable 
income allowed to be offset by NOLs occurring in 2018 and later 
years.

• CARES Act Changes

o Restored carrybacks for losses incurred in 2018 through 2020

o 80% limit does not apply to carrybacks

o Increased number of carryback years to 5.

NOL CARRYBACKS 
RESTORED 2018-2020
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• NOTICE 2020-16 – One Year Requirement

o Use a 1045 (1139 for corp.) for quicker refund.

o Normally the 1045 must be used within one year (example: if 
2018 NOL, 1-year window would have closed 12/31/19).

o Notice extended one-year period for 2018 to June 30, 2020.

o Can still use a 1040-X or 1120-X if the June 30 date was missed.

o One-year period still open for 2019 (ends 12/31/2020). 

o 1045 only accommodates 3 carryback years. Use a second 1045 
if needed for more than one year.   

NOL CARRYBACKS 
RESTORED 2018-2020
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• Expedited 1045 and 1139 Refunds 

o IRS accepting FAX filings

o 1139 – 844-249-6236

o 1045 - 844-249-6237

o File limited to 100 pages

NOL CARRYBACKS 
RESTORED 2018-2020
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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 (“other” income)
 Enter the expenses on 1040 Sch 1 line 22 (Coded ”PPR”)

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  

• 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
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SHORT-TERM RENTALS

• Average Rental Less Than 7 Days
o Not a rental activity.
o Reported on Schedule C.
o Prorated and direct expenses including home mortgage interest 

and taxes deducted on Schedule C.

• Average Rental 30 Days or Less With Significant Services 
Provided

o Not a rental activity.
o Reported on Schedule C.
o Prorated and direct expenses including home mortgage interest 

and taxes deducted on Schedule C.

REAL PROPERTY RENTALS
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SHORT-TERM RENTALS - Continued

• Significant Services  
o Includes: Regular cleaning, changing linens, maid service. 
o Does not include: Heat or light, trash collection, cleaning of 

public areas.  
o Exception – 30-day rule – Expenses are less than 10% of the 

rental fee.

• Rentals & SE Tax

o Rental income from RE held for investment or speculation is not 
subject to SE tax. 

o But it goes on further to say SE tax only applies to rents from 
property held by a real estate dealer engaged in selling RE.

REAL PROPERTY RENTALS
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FORMER PASSIVE ACTIVITIES 

• Release of 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 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.

REAL PROPERTY RENTALS
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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
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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. 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
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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
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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
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• The installment method applies automatically.

• Taxpayer can elect out, in which case. . .

o Election out is irrevocable without IRS consent.

o Depreciation & Sec 179 is included as ordinary income in the 
year of sale, regardless of the amount of principal received.

o Recaptured amounts add to basis to reduce the gross profit 
percentage. 

INSTALLMENT SALES
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• COVID-19 Relief - For delayed exchanges:
o The replacement property must be identified within 45 days and 

the exchange completed within 180 days.
o If either of the deadlines fell on or after April 1, 2020 and before 

July 15, 2020, they were extended to July 15, 2020.

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

• Mandatory – Sec 1031 treatment is mandatory if qualified.

• Foreign Property – Real property in the U.S. and real property 
located outside of the U.S. are not like-kind.

• Related Property 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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• 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
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• Applies to
• Sole Proprietorships
• Sole Owners of Rental Real Estate
• Partnerships
• S Corporations
• LLCs that do not elect to be treated like C Corporations
• Trusts and Estates

• General Rule – 20% deduction applied to the lesser of:
• Eligible (qualified) business income; or
• Taxable income (before application of the pass-through 

deduction) less any capital gain

SECTION 199A DEDUCTION
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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 1 or more of its employees.

SECTION 199A DEDUCTION
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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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Performing Arts
Preamble of the Final Regs:

“To the extent that a writer is paid for written material, 
such as a song or screenplay, that is integral to the 
creation of the performing arts, the writer is performing 
services in the field of performing arts.”

Applying That Standard…..

Make‐up artists, costume and set designers, lighting 
designer and director, sound and music directors, film 
editors, etc., would be SSTBs 
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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 prop. 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:

o Endorsements
o Licensing one’s image, likeness, name, signature, voice, trademark, or 

other symbols of identity.
o Appearance fees
o Appearances by reality performers on TV, social media, or other forums

 TV, radio and other media hosts
 Video game players. 

• Examples:
o Alex Trebek, endorsing Colonial Penn Insurance. 
o Shaquille O’Neal endorsing Celebrity Cruise Lines, Papa Johns and ”The 

General” insurance.
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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
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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
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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. 

o For 2020, the $25 million is inflation-adjusted to $26 million.

• 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
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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
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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
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• LOSSES FROM QUALIFIED TRADES OR BUSINESSES 

• Single Activity

o QBI set to zero

o Loss is carried over to subsequent year and used to reduce the 
QBI in subsequent year(s). 

• Multiple Activities – All Show Losses

o QBI of each activity set to zero

o Loss for each is carried over to subsequent year and used to 
reduce the QBI in subsequent year(s). 

• Multiple Activities – But Net Is Positive

o QBI of each loss activity is set to zero

o The negative QBI from the loss activities is proportionately 
divided between the positive QBI entities and reduces their 
individual QBIs before computing the 199A deduction. 

o There is no 199A loss carryover.

SECTION 199A DEDUCTION
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RENTAL PROPERTY AND THE SECTION 199A DEDUCTION

• The following is a detailed discussion of whether a rental qualifies for 
the 199A deduction with references to many court cases.

• It is our opinion that rentals do qualify for purposes of the deduction, 
without the safe harbor requirements, but each practitioner will have 
to make their own decision.

SECTION 199A DEDUCTION
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Rental As A Trade or Business
• Safe Harbor ‐ Notice 2019‐07

• Contemporaneous records
o Require: Hours, description of services, dates and who performed the 

services.

o Think about property managers or service providers meeting those 
requirements. 

o Must be credible 
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Rental As A Trade or Business
• Safe Harbor ‐ Notice 2019‐07

• Rental Services – 250 hours
o Advertising.
o Negotiating and executing leases.
o Verifying tenant application.
o Collecting rents.
o Operation, maintenance & management.
o Purchase of materials.
o Supervision of employees or contractors.
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Rental As A Trade or Business

• Rental‐ Notice 2019‐07
o Rental services ‐ can be performed by:

 The tenant ‐ compensated or not.

 By the landlord’s child ‐ compensated or not.

 By an agent of the landlord.
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Rental As A Trade or Business
• Rental‐ Notice 2019‐07

o Not Qualified for Safe Harbor:  

 Triple net leases

 Vacation homes – used a portion of the year 
personally

 Converted home ‐ used a portion of the year 
personally 

o Signed Statement must be attached – perjury penalties 
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Rental As A Trade or Business

• IRC Sec 162.

o No bright line definition – subjective.

o Relies on:

 Outcome of court cases, and

 Interpretive IRS rules under Sec 162 



95

Rental As A Trade or Business
• Our research leads us to believe most rentals 
rise to the level of a trade or business for 
purposes of Sec 199A except:

o Triple net leases, 

o Vacation home rentals and 

o Probably short term rentals (AirBnB or 
HomeAway) because of personal use.  

96

Rental As Trade or Business
• Higgins vs. Commissioner (S Ct 1941) 

o Profit Motive – “Whether the activities of a taxpayer are 
‘carrying on a business’ requires an examination of the facts 
in each case”  

• Groetzinger vs. Commissioner (1987)
o “Beyond the scope of mere ownership of property” andmust 

be considerable, regular, and continuous activity. 
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Rental As Trade or Business
• Sec 199A Final Regs (2019)

o Referenced Groetzinger primarily for profit motive. 

• General Counsel Memorandum 38779 

o Tax Court requires only a “relatively small amount of 
activity” for trade or business. – Tax Court has repeatedly 
ruled that one real estate rental activity managed by the 
owner, including an agent or manager, meets the Groetzinger
standard of activities.
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Rental As Trade or Business
• Hazard vs. Commissioner (7 TC 372, 1946) 

o Single rental –taxpayer’s prior home
o Rented for 3.5 years while listed for sale
o IRS Acquiesced 1946
o Chief Counsel refused to overturn acquiescence 1981
o Remains authority in every circuit except the 2nd

• Grier vs. U.S. (2nd Circuit Court of Appeals 1955)
o Ruled TP needed to spend more time. 
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Rental As Trade or Business
• Lagreide TC 508 (1954)

• Inherited single family residence – rented 
• Commissioner argued it was a trade or business
• Court agreed, amount of activity not mentioned  

• Curphey TC 766 (1980) 
o TP managed 6 units
o Tax Court: “This Court (Tax Court) has held repeatedly in 

cases subsequent to the Supreme Court decision in Higgins 
that the rental of even a single piece of real property for 
production of income constitutes a trade or business”.
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Rental As A Trade or Business
• Elek TC 731 (1958)

o Rental was in Hungary
o Father managed it 
o Court ruled trade or business

• Hajos 23 T.C.M. 2015 (1964) 
o Personal residence, converted to a rental
o Rented for 1.5 years and then sold 
o Court ruled trade or business



101

Rental As A Trade or Business
• Stratton Vs. Commissioner TC 218 (1962) 

o IRS Argued: “the mere renting of the house for the (three‐
year period) constituted the carrying on of a trade or 
business.” Court agreed.

• Murtaugh Vs. Commissioner  TC 319 (1997)  
o 25% interest in two timeshares
o Rented in a resort lodging facility
o Lost money in two years and then sold.
o Court ruled a trade or business.
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• Trade or Business Aggregation

o Provides TP a means of combining activities to maximize W-2 
and UBIA limitation benefits. 

o Some activities are split for other than tax reasons such as 
financial and liability.

o So…aggregation is permitted but not required 

o But…subject to certain requirements

• Who Should Consider Aggregation?

o TPs whose TI exceeds the 199A deduction phaseout 
thresholds 

o Those who must rely on the wage limitation to qualify their 
QTB for the 199A deduction

o No benefit for TPs with TI below the phaseout threshold.  

SECTION 199A DEDUCTION
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• “Excess Income” is the amount by which taxable income exceeds the 
threshold amount

• Consider ways to reduce income as this would increase the 
available deduction

• Tax Free bonds
• Life Insurance and Annuities
• Real Estate Investments
• Gifting Techniques

SECTION 199A DEDUCTION –
PLANNING IDEAS
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• Consider increasing the number of business owners – This would 
increase the threshold (children and trusts)

• Consider increasing W-2 wages
• S Corporation – Pay higher wages
• LLC – Consider “checking the box”, make the S Corporation 

election, and pay wages
• Replace independent contractors with employees

• Consider increasing the amount of qualified property
• Instead of leasing equipment, consider purchasing equipment

SECTION 199A DEDUCTION –
PLANNING IDEAS
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• Planning for Service Businesses
• Establish “Qualified Plans” or increase contributions to “Qualified 

Plans”
• Defined Benefit Plans
• Defined Contribution Plans

SECTION 199A DEDUCTION –
PLANNING IDEAS

105

106

• TCJA – Imposed a limitation on business losses:
o In excess of $518K* for joint filers and $259K* for others, and 
o The unallowed loss is treated as an NOL carryover.
*2020 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 Amended Returns – Thus where a loss was limited in 2018 and 
2019, the returns can be amended 

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

EXCESS BUSINESS LOSSES
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• 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 $26 Million (2020) or less 

• CARES Act – The CARES Act generally allows a business the 
following elections:

o Increased Percentage – To increase the limit from 30% to 50% 
for 2019 and 2020. 

o 2019 ATI – Use the 2019 ATI when computing the 2020 limit. 

DISALLOWANCE OF 
BUSINESS INTEREST
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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
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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
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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
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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.

REPAIRS & CAPITAL 
IMPROVEMENTS
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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 

REPAIRS & CAPITAL 
IMPROVEMENTS
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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 

REPAIRS & CAPITAL 
IMPROVEMENTS
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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

REPAIRS & CAPITAL 
IMPROVEMENTS

115

116

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.

REPAIRS & CAPITAL 
IMPROVEMENTS

116



117

PER BUILDING SAFE HARBOR (Small Taxpayers)

• Applies to TP with $10,000,000 or less average gross receipts in 
prior 3 years

• Can elect to currently deduct improvements made to a building with 
an unadjusted basis of $1,000,000 or less. 

• Improvements include repairs, maintenance, and similar activities.

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

REPAIRS & CAPITAL 
IMPROVEMENTS
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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.

REPAIRS & CAPITAL 
IMPROVEMENTS
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PARTIAL DISPOSITION ELECTION – Continued 

• 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

REPAIRS & CAPITAL 
IMPROVEMENTS
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OVERVIEW

• PPP Loans – Not qualified for PPP Loans

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

• Cost of Goods Sold – Ok because of the 16th Amendment to the 
Constitution (allows Federal Government to create an income tax).    

o Retailers:

 Marijuana inventory (including transportation)

 Excise tax (Ok per Chief Counsel)

o Growers:

 Cultivation costs 

 Including labor 

CANNABIS BUSINESS 
ISSUES
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OVERVIEW - Continued

• 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.

CANNABIS BUSINESS 
ISSUES
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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 BUSINESS 
ISSUES
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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
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• 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
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QUALIFICATIONS 

This is a government funded program to help businesses retain 
employees and keep them employed during the COVID-19 crisis.   

• Qualifying Employers: Applies to all employers regardless of size 
including: 

o Tax exempt organizations, 

o Tribal businesses and 

o Businesses located in U.S. Territories. 

• Exception – Does not apply to state or local government 
employers. 

• PPP Loan – Employers who have a PPP Loan are ineligible for this 
credit.  

EMPLOYEE RETENTION CREDIT
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QUALIFICATIONS 

• Eligible Employers:  

o Businesses whose operations are fully or partially curtailed 
because of COVID-19. This includes partial suspension by a 
governmental authority. 

o Businesses with a significant decline in gross receipts.

 Receipts less than 50% of same quarter in 2019. 

 Eligibility ends in the quarter following the quarter that the 
receipts are greater than 80% of the equivalent quarter in 
2019.    

• Credit: 50% of qualified wages; max wages $10,000 per employee. 
Thus the maximum credit is $5,000. 

• Effective: Wages paid after Mar 12, 2020 and before Jan 1, 2020.

EMPLOYEE RETENTION CREDIT
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QUALIFIED WAGES: 

• Calculated without regard to federal taxes imposed or withheld, 
including the employee's or employer's share of social security taxes, 
the employee's and employer's shares of Medicare tax, and federal 
income taxes required to be withheld. (IRS Q&A 61).

• Includes qualified health and disability plan expenses. 

• Does NOT include life insurance or reimbursed employee business 
expenses.

• Employers may treat health plan expenses as qualified wages even if 
the employees are not working and collecting wages.

• Do NOT include wages considered for paid sick and family leave 
under the Families First Act. 

• Do NOT include wages exempt from Social Security tax.  

EMPLOYEE RETENTION CREDIT
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EMPLOYER SIZE: 

• If 100 or fewer full-time employees - credit allowed for all wages (30 
hours a week or 130 hours per month on average in 2019 defines full 
time); count all wages.

NOTE: So as not to become confused, 30 hours per week defines full time 
for this credit, but 40 hours per week is full time for PPP Loans.

• More than 100 full-time employees - credit only allowed for wages to 
employees who did not work during the calendar quarter due to either:

(1) A full or partial suspension of operations by order of a 
governmental authority due to COVID-19, or
(2) A significant decline in gross receipts.

o Qualified employee wages may not exceed what the employee 
would have been paid for working the same amount of time the 
30 days preceding the periods in (1) or (2) above.

o Vacation, Sick, Holidays and Other Leave Pay – Do not count as 
wages for purpose of the credit.

EMPLOYEE RETENTION CREDIT
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QUALIFIED EMPLOYEES  

• Self-Employed Individual – Not eligible for the credit based on their 
SE income.

• Household Employers – Not qualified (not a trade or business)

• Wages paid to related individuals (Sec 51(i)(1)) do not count for the 
credit.  

o A child or a descendant of a child;
o A brother, sister, stepbrother, or stepsister;
o The father or mother, or an ancestor of either;
o A stepfather or stepmother;
o A niece or nephew;
o An aunt or uncle;
o A son-in-law, daughter-in-law, father-in-law, mother-in-law, 

brother-in-law, or sister-in-law.

EMPLOYEE RETENTION CREDIT
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QUALIFIED EMPLOYEES – Continued

Wages paid to related individuals – Continued 

• If the eligible employer is a corporation then a related individual is any 
person that bears a relationship described on the prior slide with an 
individual owning, directly or indirectly, more than 50 percent in value 
of the outstanding stock of the corporation or more than 50 percent of 
the capital and profits interests in the entity. Such an individual does 
not count for the credit.

EMPLOYEE RETENTION CREDIT
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COORDINATION WITH OTHER CREDITS 

• An employer may receive credit for the following BUT not for the 
same wages.

o Families First Coronavirus Response Act paid leave wages
o Families First Coronavirus Response Act paid family and medical 

leave credit 
o Work Opportunity Credit 

• REIMBURSEMENT

o Credit Payment: The employer reimburses themselves by 
retaining the employer’s portion of the 6.2% of Social Security 
taxes when the 941 is filed. 

o Form 7200: Is used to obtain an advance payment of the credit 
where the payroll taxes are insufficient to cover the credit. 

EMPLOYEE RETENTION CREDIT
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Taxpayers (including those who are self-employed) will be able to defer 
paying the 6.2% employer portion of OASDI (but not the 1.45% hospital 
tax) through the end of 2020. The delay provisions apply to all 
employers regardless of size.

• Deferral Period - The 2020 deferred amounts will be due in two 
equal installments:

o Payment #1: 50% by the end of 2021, and
o Payment #2: The balance by the end of 2022.  

• Applies To: All employers regardless of size.

• Application Period: Mar 27, 2020 through Dec 31, 2020.

• Self-Employed: Can defer 50% of SE tax.

• PPP Loan – Eligible 

DEFERRAL OF EMPLOYER 
PAYROLL TAXES
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• Executive Order Aug 8, 2020 – Directed the Treasury Secretary to 
use his authority to:

o Defer the withholding and payroll deposit of 6.2% of wages for 
employees with annual wages up to $104,000.  

o Deferral Period: September 1, 2020 through December 31, 
2020.

o Payback Period: January 1, 2021 through April 30, 2021.
o Unanswered Questions: 

 What if the employee is not working for the employer 
during the payback period? 
 Apparently, the employer will be responsible to make the 

paybacks.

 Is the deferral mandatory?
 Secretary Mnuchin is reported to have said that he can’t 

force employers to stop the withholding.   

EMPLOYEE SOCIAL SECURITY 
TAX DEFERRAL
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EMERGENCY PAID SICK LEAVE 

Application – Applies to employers with fewer than 500 employees.

Reimbursement – These benefit payments made by an employer are 
reimbursed by the government by allowing an employer to keep payroll 
withholding taxes. 

Mandatory – Making these payments is not optional.

Qualifying Employee – Leave paid without regard to length of service.

• Maximum Hours of Sick Leave Required to be Paid…
o Full-time employee: 80 Hours
o Part-time employee (regularly scheduled hours):  Hours worked 

for 2 weeks.
o Part-time employee with irregular hours: Special unspecified 

calculation method provided by the Department of Labor (DOL).

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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EMERGENCY PAID SICK LEAVE – Continued 

• Qualifying Reasons for Sick Leave… Employee unable to work, or 
work from home, because:

1. Subject to an isolation or quarantine order.
2. Health care provider recommends self-quarantine.
3. Seeking diagnosis due to COVD-19 symptoms.
4. Caring for someone subject to isolation or quarantine. 
5. Child’s school or care facility is closed.
6. Experiencing other substantially similar condition specified by 

the U.S. Department of Health and Human Services.

• Maximum Sick Pay Benefit 
o For qualification reasons #1 through #3:  $511 per day, max 

benefit $5,110
o For qualification reasons #4 through #6:   $200 per day, max 

benefit $2,000

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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MANDATORY PAID CHILD CARE LEAVE - Also referred to as ”Paid 
Family Leave”

• Applies to:
o Employers with fewer than 500 employees.

o Employees with more than 30 days of service. 

o Employee unable to work, or work from home, because they 
must care for a child under 18 due to school or childcare 
closure.

o 10-day waiting period.

o Maximum duration of leave: 12 Weeks    

o 2/3 regular pay, up to $200 per day, maximum $10,000.

o No advance leave notice required.

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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MANDATORY PAID CHILD CARE LEAVE

• Job Retention After Leave…

• 25 employees or more – Employee must be allowed to return to 
work.

• Fewer than 25 employees
o Must allow employee to return unless the position no longer 

exists because of COVID-19 emergency.
o Even if the position no longer exists, for up to one year, the  

employer is to do their best to return the employee to an 
equivalent position.  

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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SOCIAL SECURITY PAYROLL TAX CREDIT

• Reimbursement - Employers are reimbursed for both sick leave and 
family leave payments by retaining the following payroll amounts:

o Withheld federal income taxes, 
o Employee’s share of Social Security and Medicare taxes, and 
o Employer’s share of Social Security and Medicare taxes with 

respect to all employees.

• Advanced Payment - If there are insufficient payroll taxes to cover the 
leave payments, employer can request accelerated payment from the 
IRS by using Form 7200. The form can be faxed.  

• Example #1…

Scheduled payroll deposit:  $8,000
Employer paid sick leave:   <5,000>
Actual payroll deposit $3,000

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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SOCIAL SECURITY PAYROLL TAX CREDIT

• Example #2…

Scheduled payroll deposit:         $8,000
Employer paid sick leave:         <10,000>
Actual payroll deposit – 0 –
Accelerated Reimbursement:      $2,000

• Late Leave Payments - If an employer does not initially pay qualified 
leave wages when an employee is entitled to them, the employer can 
pay those wages at a later date and claim a credit as long as the 
qualified leave wages are for leave taken between April 1, 2020 and 
December 31, 2020.   

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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SELF-EMPLOYED

Equivalent childcare leave and sick leave credit amounts are available 
to self-employed individuals under similar circumstances.

• Sick Pay Equivalent – Unable to work due to COVID-19 and is: 
o Subject to a Federal, State, or local quarantine or isolation.  
o Advised by a health care provider to self-quarantine or
o Is experiencing symptoms and seeking a medical diagnosis.

• Credit equal to the number of days the individual cannot perform work 
for one of the three above reasons, multiplied by the lesser of:

o $511 or 
o 100 percent of the average daily SE income (net earnings divided 

by 260) of the SE individual for the taxable year.

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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SELF-EMPLOYED – Continued 

• Child Care Equivalent – Unable to work or telework due to COVID-19 
and is: 

o Caring for an individual who is subject to a quarantine or isolation 
order or been advised by a health care provider to self-
quarantine.  

o Caring for a child if the child’s school or place of care has been 
closed, or childcare provider is unavailable.  

o Experiencing other conditions specified by the Secretary of HHS.  

• The credit amount for the number days unable to work is the lesser of:
o $200 or 67 percent of the “average daily self-employment 

income” of the individual for the taxable year.
o Maximum number of days is 10.

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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SELF-EMPLOYED – Continued 

• Family Leave Equivalent – The qualified family leave equivalent 
amount is an amount equal to the number of days that self-employed 
individual cannot work and would have been entitled to paid family 
leave had they been an employee of another. The credit amount for 
the number of days (maximum 50) unable to work is the lesser of:

o $200 or 
o 67 percent of the “average daily self-employment income” of the 

individual for the taxable year.

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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SELF-EMPLOYED – Continued 

• Both Self-Employed and an Employee of Another – Where a self-
employed individual is also receiving sick leave or childcare leave 
from an employer…

• The individual’s self-employment equivalent amount must be reduced 
(but not below zero) to the extent that the:

o Sum of the qualified sick leave equivalent amount and the 
qualified sick leave wages received exceeds $5,110.

o Sum of the qualified childcare leave equivalent amount and the 
childcare leave wages received exceeds $2,000.

• Where Claimed – On the 2020 Form 1040.

• Advance Credit – Reduce estimated payments.

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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OTHER ISSUES

• Small Business Exception – A business with fewer than 50 
employees is exempt from the leave requirements relating to school 
closings or childcare unavailability where the requirement would 
jeopardize the business.

• Non-enforcement Period: 
o Temporary non-enforcement period.
o Labor Dept. will not pursue employers who try to comply

Accrued Leave – Employers prohibited from requiring an employee to 
use accrued paid leave first.  

o Employee retains any existing paid sick or time off separate from 
the emergency sick leave.

Notice – Employees are not required to give advance notice before 
taking leave. 

FAMILIES FIRST CORONAVIRUS 
RESPONSE ACT
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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 
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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 
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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 
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WHO IS SUBJECT TO SE TAX? – Continued 

• Agricultural Co-op Payments to Retired Farmers - NO

• 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 
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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 
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WHO CAN USE AVERAGING?

Taxpayers can elect to use farming or fishing income averaging:

• If in the year of the election, they are engaged in a farming or fishing 
business as an individual, a partner in a partnership, or a shareholder 
in an S corporation. 

• They do not need to have been engaged in a farming or fishing 
business in any base year. 

• Corporations, partnerships, S corporations, estates, and trusts cannot 
use this averaging method.

FARMING & FISHING 
INCOME AVERAGING
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WHO CAN USE AVERAGING? – Continued 

• Farming Business is the trade or business of cultivating land or 
raising or harvesting any agricultural or horticultural commodity, 
including:  

o Operating a nursery or sod farm;
o Raising or harvesting of trees bearing fruits, nuts, or other crops;
o Raising ornamental trees (but not evergreen trees that are more 

than 6 years old when severed from the roots);
o Raising, shearing, feeding, caring for, training, and managing 

animals; and
o Leasing land to a tenant engaged in a farming business, but only 

if the lease payments are based on a share of the tenant’s 
production and not on a fixed amount.

FARMING & FISHING 
INCOME AVERAGING

152



153

WHO CAN USE AVERAGING? – Continued 

• Farming Business Does Not Include: 
• Contract harvesting of an agricultural or horticultural commodity 

grown or raised by another, or
• Merely buying or reselling plants or animals grown or raised by 

another.

• Fishing Business - Defined as the catching, taking, or harvesting of 
fish or an attempt to do so.

• Farming Rental Income – Rent based crop share qualifies. 

• Lessor of a Vessel – Rent based upon a share of the lessee’s catch 
qualifies. 

• Crewmembers – Provided their compensation is a share of the 
catch.

FARMING & FISHING
INCOME AVERAGING
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OTHER ISSUES:

• AMT – Averaging cannot reduce tax below the AMT.

• Elected Farming or Fishing Income (EFI) - A taxpayer can elect to 
include any portion of EFI to be averaged. All the taxable income from 
farming or fishing need not be included. It may be to the taxpayer’s 
advantage to include less than the full amount, depending on how the 
amount included affects the tax bracket for the current and prior 3 tax 
years.

• Averaging figured on 1040 Schedule J.

FARMING & FISHING 
INCOME AVERAGING
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• 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 100% of tax due. 
Applies when return is filed more than 60 days after the due date.

TAX PENALTIES 
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TAX PENALTIES 

• 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.

o Relief - To provide fair and equitable treatment during the 
COVID-19 emergency, the IRS is providing relief from bad-check 
penalties for dishonored checks that the Service received 
between March 1 and July 15 due to delays in IRS processing. 
However, interest and other penalties may still apply

• 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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• Substantial Understatement: The greater of 10% (5% if the Sec 
199A deduction is claimed) of the tax shown on the return or $5,000. 

• Missing ID Number: $50 each.

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

• Late Filing Because of Fraud: 15% per month

o Maximum: 75%

• 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 (See chapter 1.13)

• 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 (See chapter 1.13)

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.

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.

• 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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• 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 
childcare provider are contracted for through an agency – Not a 
household employee.

HOUSEHOLD EMPLOYEES
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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 - $2,200 for 2020

• FICA - Employer must withhold and match FICA taxes if they equal or 
exceed the threshold for the year. 

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

noncash items.  

HOUSEHOLD EMPLOYEES
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• Income Tax Withholding
o 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
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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 $2,200 threshold…must refund the withholding 
to the employee. 

o Don’t immediately start withholding and the employee 
reaches the $2,200 threshold…gross up.      

HOUSEHOLD EMPLOYEES
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• Gross Up – If a household employer did not withhold 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

169

170

FOREIGN GIFTS & INHERITANCES

• Gifts or Inheritances - From foreign sources are tax-free to U.S. 
citizens or resident aliens.

• From nonresident aliens or foreign estate – In excess of 
$100,000, recipient must file Form 3520. 

• From foreign corporations or foreign partnerships – If valued at 
more than $16,649 (2020), also must be reported by recipient on 
Form 3520.

ESTATE AND GIFT 
PLANNING
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GIFT TAX EXCLUSIONS   

• Annual Gift Tax Exclusion 2020: $15,000 plus…
o Tuition/Medical Exclusion - In addition to the annual exclusion, a 

donor may make gifts of any amount that are totally excluded 
from the gift tax in the following circumstances as per IRC 
§2503(e):
 Tuition - Payments made directly (Sec 529 plans are not 

direct) to an educational institution for tuition. Includes 
college and private primary education. It does not include 
books or room and board.

 Medical - Payments made directly to any person or entity 
providing medical care for the donee.

• Lifetime Estate and Gift Tax Exclusion (2020): $11,580,000  

• Top Federal Estate and Gift Tax Rate: 40%

ESTATE AND GIFT 
PLANNING
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GIFT SPLITTING 

• Gift Splitting - A husband and wife can each make annual exclusion 
gifts, thereby increasing the exclusion from $15,000 to $30,000 per 
year (2018 through 2020 amounts). 

o Election - If only one of the spouses has available property to 
give, they can elect on Form 709 to treat a gift made by one 
spouse as being made by both spouses. Gift splitting can be 
used for annual exclusion gifts, lifetime exclusion gifts, and gifts 
above the lifetime exclusions.

o Community Property States – Where community property is 
gifted, gift splitting is not required

ESTATE AND GIFT 
PLANNING
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LIFE ESTATE

• Frequent Issue
o Elderly person signs over title to their home to another, and
o Continues to live in the home. 

• Completed Gift or Life Estate? 
o Continues to Reside in Home for Their Lifetime - Has established 

a de facto life estate. 
 When the individual dies, the value of the home is included 

in the decedent’s estate
 No gift tax return is applicable. 
 Beneficiary’s basis would be the FMV at the date of  death.
 Without written documentation the giver risks having the 

home sold out from under them by the new titleholder. 
 If the home is sold before death, Sec 121 exclusion still 

applies. 

ESTATE AND GIFT 
PLANNING
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DOs & DON’Ts OF SELECTING GIFTS 

• Give assets producing higher taxable income.

• Give assets likely to grow in value.

• Give high-basis rather than low-basis assets. Donee receives gift at 
donor’s basis. Limits donee’s gain on sale and leaves the low-basis 
assets available for the step-up at the time of the owner’s death. 

• Don’t Give an asset with a value less than its basis.  Don’t hold until 
death either.  In either case, the loss will be wasted.

o When a mortgage on property exceeds the giver’s basis, the 
giver recognizes a capital gain in an amount equal to the excess 
of the mortgage over basis.

• Don’t Give to a trust, property subject to an encumbrance for which 
the donor is personally liable.  This will cause grantor trust treatment 
and estate inclusion.  

ESTATE AND GIFT 
PLANNING
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DOs & DON’Ts OF SELECTING GIFTS - Continued

• Be Careful in making gifts of business interest or of farm, ranch or 
business real estate.  Doing so could result in a disqualification from 
the benefits of: 

o Sec 303 - Distributions in redemption of stock to pay death taxes, 
o Sec 2032A - Valuation of certain farm, etc., real property, or
o Sec 6166 - Extension of time for payment of estate tax where 

estate consists largely of interest in closely held business.

• Do make minority interest gifts to qualify for valuation discounts.

• Don’t give installment obligations. This will cause acceleration of 
gain.

• Be careful in making gifts of S corporation stock so that the recipient 
is a permitted shareholder.

ESTATE AND GIFT 
PLANNING
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GIFT RECIPIENTS

• UGMA/UTMA - All states have adopted some form of the Uniform 
Gifts to Minors Act or the Uniform Transfer to Minors Act.  In general, 
these statutes allow for a simple method to create an informal trust-
type arrangement with a custodian holding property for the minor.

o The transfer constitutes a completed gift that qualifies for the 
annual exclusion.  

o Income from the property is taxed to the minor.  
o Must be distributed to the child when the child reaches the age 

provided for in the UGMA/UTMA statute, typically either 18 or 21.
o The property will be includible in the donor’s gross estate if the 

donor is acting as custodian at the time of the donor’s death.
o Depending on the state’s law, some types of property may not be 

owned in UGMA/UTMA form.

ESTATE AND GIFT 
PLANNING
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GIFT RECIPIENTS

• Crummey Trusts -
o Advantages:

 Qualifies for annual exclusion, though in a convoluted 
manner.

 Trust does not have to end at age 21; it can last for the 
entire lifetime of the beneficiary and beyond.

 Allows for generation-skipping.
 Can probably qualify as a spendthrift trust and be exempt 

from the reach of some or all of the beneficiary’s creditors.
o Disadvantages:

 Complexity.
 Beneficiary has a right to withdraw trust property for some 

specified period of time.
 The lapse of a withdrawal right has tax consequences to the 

beneficiary, e.g., income tax. 

ESTATE AND GIFT 
PLANNING
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PORTABILITY – UNUSED ESTATE TAX EXCLUSION

• Applicable - To the surviving spouse for estates of decedents dying 
after December 31, 2010. 

• Unused Exclusion - The executor of a deceased spouse’s estate 
may transfer any unused estate tax exclusion to the surviving spouse.

• Form 706 – Must be filed.

• Preparer Liability 
o The surviving spouse may refuse to file a 706. 
o Beneficiaries of surviving spouse might come back on preparer.
o Best get 706 refusal in writing 

ESTATE AND GIFT 
PLANNING
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STREAMLINED APPROVAL PROCESS

• Conditions 
o Amount due – Does not exceed $50,000.
o Payment period - Six Years (72 months). 
o Liability Over $25,000 - Must enroll in Direct Debit. 

• Liability Greater Than $50,000
o Can still be requested. 
o Form 433-A or 433-F must be submitted. 

• Terms - Taxpayer agrees to:
o Make sure installment payments are made in full and on time.
o File all future tax returns on time.
o Have enough withholding or estimated tax payments so no tax is 

due with timely filed future returns.

INSTALLMENT  PAYMENT 
AGREEMENTS WITH IRS
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USER FEE

INSTALLMENT  PAYMENT 
AGREEMENTS WITH IRS
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GUARANTEED INSTALLMENT AGREEMENT 

• Owe $10,000 or less and all three of the following apply:
1. Past 5 tax years 

 Timely filed all income tax returns, and 
 Paid any income tax due, and 
 Did not have an installment agreement.  

2. The IRS determines the TP cannot pay the tax owed in full 
when it is due, and the taxpayer provides the IRS any 
information needed to make that determination.

3. The taxpayer(s) agree to pay the full amount they owe within 3 
years and to comply with the tax laws while the agreement is in 
effect.

INSTALLMENT  PAYMENT 
AGREEMENTS WITH IRS
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OTHER ISSUES

• Simplified Full Payment – Can pay full amount in 120 days. Avoids 
fee, but interest and late payment penalties continue to apply.

• Payroll Deduction – TP indicates so on Form 9465 and completes 
Form 2159 - Payroll Deduction Agreement. User fee applies.

• In-Business Trust Fund Express Installment Agreement
o Owe $25,000 or less
o Debt paid the earlier of 24 mo. or before 10-year collection 

statute ends.
o Amount owed $10,000 or more requires direct debit.
o Compliant with all filing and payment requirements.

• Late Payment Penalty – Has not received a levy notice, reduced to 
0.25% per month.  Interest continues to be compounded daily. 

INSTALLMENT  PAYMENT 
AGREEMENTS WITH IRS
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• The “21st Century Cures Act” - Allows small employers to 
reimburse employees under a health reimbursement arrangement 
(HRA) for medical expenses without being liable for a $100 per day 
draconian penalty for violating the Affordable Care Act (ACA)’s rules.

• Small Employer - is one that:
1) Employs less than 50 full-time employees (including full-time 

equivalent employees) and does not offer a group health plan to 
its employees. 

2) Provides the HRA on the same terms to all eligible employees.
3) Entirely funds the HRA (no salary reduction contributions)  
4) Requires proof of medical expenses before reimbursing. 
5) Limits reimbursements in 2020 to $5,250 ($10,600 where the 

plan includes family members) per year.
 For employees who are covered for less than a full year the 

dollar limits are prorated 

SMALL EMPLOYER HRA
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• Full-time Equivalent Employees - Add up all the hours worked by 
part-time employees for a month and divide by 120.

• Eligible Employees - Any employee of the employer except:
o Those who have not completed 90 days of service.
o Those who have not attained the age of 25.
o Part-time workers (generally those working an average of less 

than 30 hours per week).
o Seasonal workers (generally those employed for 6 months or 

less during the year).
o Employees covered by a collective bargaining unit.
o Certain non-resident aliens.

• Reimbursements - Excluded from the employee’s income.

SMALL EMPLOYER HRA

184



185

RELATED ISSUES

• Unrecovered Basis 
o Tier 1 miscellaneous deduction.
o Claimed on decedent’s final return except... 
o If the annuity is for the joint lives of the decedent and a 

designated beneficiary, deducted on final return of the last to die.

• Qualified Domestic Relations Order (QDRO) 
o Spouse or Former Spouse - If a spouse or former spouse 

receives retirement benefits from a participant’s plan:
 Recipient is taxable on payments
 Not subject to the early withdrawal penalty.

o Child - Where a child receives the payments, they are taxable to 
the plan participant.

PENSION & ANNUITY 
DISTRIBUTIONS
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RELATED ISSUES

• Disability Retirement
o Retirement benefits in the nature of worker’s compensation are 

excluded from income, but... 
o NOT excludable to the extent they are determined by reference to:

 Age,
 Length of service or 
 Prior contributions, even if the retirement occurs due to an 

occupational injury.  
o Surviving Spouse

 If the worker’s compensation statute allows and the cause of 
death was work related, then excludable.  

 Otherwise NOT excludable. 

PENSION & ANNUITY 
DISTRIBUTIONS
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QUALIFICATIONS FOR SPECIAL TAXATION METHOD

• Rare - Rarely encountered since to qualify the plan participant would 
have had to been born before January 2, 1936 (age 85 in 2020).    

• Averaging - Special 10-year averaging using 1986 rates.

• Qualified Distributions - Employer’s or self-employed’s qualified 
plan: 

o Profit sharing, stock purchase, pension or 403(a) annuity plan

o Whole balance must be distributed

o Must have been in plan any part of at least five years (exception 
for a beneficiary)

o Payment must be as a result of separation from service, death, or 
disability (disability applies to self-employed taxpayers only).

LUMP SUM DISTRIBUTIONS
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WHAT IS A ROLLOVER 

• Tax Free Loan – That is returned (rolled over) within 60 days  (120 
days in the case of a failed first-time homebuyer withdrawal).

o Limit – IRA-to-IRA: Only one allowed in 12-month period (not a 
calendar year).

o Limit Exception for 60-day requirement:
 Waiver is granted or
 Self-certification applies 

o Withholding – Distribution is subject to 20% withholding (can 
create a cash flow problem for a rollover)    

• Transfer – Rollover isn’t the same as a direct transfer of funds 
between trustees. No limit on the number of direct transfers. 

• Rollover to Another Plan – A taxpayer’s election to roll over a 
distribution (total or partial) to another plan is irrevocable.

ROLLOVERS 
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Self-Certifying a Late Rollover - Rev Proc 2016-47

• Applies where the 60-day requirement was inadvertently missed 
because: 

1. Error by financial institution.
2. Check misplaced – never cashed.
3. Deposited in incorrect account.
4. TP’s primary residence severely damaged.
5. Family member died.
6. Family member seriously sick.
7. Incarcerated. 
8. Restriction by a foreign country.
9. Postal error.
10. Distribution result of a levy.
11.Delayed information.

ROLLOVERS
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Self-Certifying a Late Rollover - Continued

 The IRS must not have previously denied a waiver request with 
respect to a rollover of all or part of the distribution to which the 
contribution relates.

 30-Day requirement - 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. 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.

ROLLOVERS

190



191

IRA TO QUALIFED PLAN

• Uncommon – but is possible…

o Not all qualified employer plans will accept rollovers.

o Check with plan administrator first.

o Only taxable amounts can be rolled.

o Non-taxable amounts must remain in the IRA (consider a Roth 
conversion for non-taxable amounts).

ROLLOVERS 
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NET UNREALIZED APPRECIATION

• When the taxpayer sells or exchanges employer securities received as 
a distribution from a qualified plan, the “basis” in the stock is the price 
paid for the stock by the plan. 

• Any increase in stock value prior to distribution is referred to as “net 
unrealized appreciation” and is not included in the taxable amount of 
the distribution. 

o If the taxpayer were to take a taxable distribution, the taxpayer 
would therefore only be taxed on the stock “basis.” 

o If the taxpayer then sold the stock, the following would apply:
 The amount of the “net unrealized appreciation” would be 

taxed as a long-term capital gain.
 Any part of the gain that is more than the net unrealized 

appreciation at the time of distribution is a long-term or short-
term capital gain, depending on how long the taxpayer held the 
securities after the date they were distributed to the taxpayer.

ROLLOVERS 
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ROLLOVER AFTER RMD AGE

• Rollovers Are Still Permitted - But the RMD requirements continue to 
apply. The required RMD amounts cannot be rolled over. 

• The CARES Act waived the 2020 RMD requirements.

• Special COVID-19 RMD Rollover - The 2020 waiver of RMDs was not 
announced until the CARES Act was passed on March 27, 2020. 

o Some individuals subject to the RMD requirements had already 
taken their RMD before the CARES Act was enacted.

o Special COVID-19 provision by the IRS extended the 60-day 
rollover period to August 31, 2020 by Notice2020-51. 

o The 2020 RMD rollover is not subject to the one IRA-to-IRA 
rollover per year limitation.  

ROLLOVERS 
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SECURE ACT  

• Contribution Age Limit:
• Prior to 2020 – No contribution was allowed for the year an 

individual turned 70½ or years after.
• 2020 and Later - Beginning in 2020 that restriction is removed.  

• Fellowship and Stipend Payments  - Beginning in 2020, taxable 
non-tuition fellowship and stipend payments are included as 
compensation for IRA purposes. 

• Medicaid Waiver Payments – that are excluded from income are 
treated as compensation for purposes of calculating the 
nondeductible contribution limits to defined contribution plans and 
IRAs. Deductible contributions are not allowed based on Medicaid 
waiver payments.  

TRADITIONAL IRA
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DEFINITION OF COMPENSATION    

• Compensation - In order to have an IRA, an individual must receive 
compensation, which includes:   

o Wages, Tips, Bonuses, Professional fees, Commissions,

o Alimony received (but only if taxable),

o Net income from self-employment (reduced by the sole 
proprietor’s own contribution to a Keogh and the above-the-line 
deduction allowed for part of self-employment tax). NOTE: Do not 
net self-employment losses against wages to determine total 
compensation, 

o Non-taxable combat pay and

o After 2019, taxable non-tuition fellowship and stipend payments 
(discussed on previous slide).

TRADITIONAL IRA
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PHASEOUT FOR ACTIVE PARTICIPANTS

TRADITIONAL IRA

196



197

ACTIVE PARTICIPATION

• Plans That Create “Active Participation”:
o A qualified annuity plan;
o A tax-sheltered annuity;
o A simplified employee pension (SEP);
o An employer-sponsored qualified pension, profit-sharing or stock 

bonus plan;
o A plan established by a governmental agency for its employees.
o An employee-only contributory plan exempt from tax under Sec 

501(c)(18).
o Special rules allow certain members of the Armed Forces 

reserves and certain volunteer firefighters not to be treated as 
active participants. (§ 219(g)(6))

TRADITIONAL IRA
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ACTIVE PARTICIPATION - Continued

• Special Situations Related to Active Participation
o Determination of active participation is made without regard to 

whether an individual’s rights under a retirement plan are vested. 
o Retired taxpayers who are receiving pension benefits ARE NOT 

active participants in the paying plan.
o An individual is an active participant in a defined benefit plan if 

the individual is eligible to participate, even if he/she elects not to 
participate. 

o For a defined contribution plan, an individual generally is an 
active participant if employer or employee contributions or 
forfeitures are allocated to the employee’s account for a plan 
year ending within the individual’s tax year.

TRADITIONAL IRA
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ACTIVE PARTICIPATION - Continued

• Special rule for a nonactive participant spouse - The maximum 
deductible IRA contribution for an individual who is not an active 
participant but whose spouse is an active participant, is phased out 
for the nonactive participant based upon their combined AGI.

• Example - Sandra actively participates in an employer plan but her 
husband Tim, is not involved in any plan. Their combined AGI is 
$124,000 for 2020 which exceeds the $104,000 phase out for Sandra 
(so she cannot contribute to an IRA) but is under the $196,000 
phaseout for a nonactive spouse.  Thus Tim can contribute to an IRA.  

TRADITIONAL IRA
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This table appears on page 4.05.04 of the Big Book of taxes and 
provides a quick reference for who does and does not qualify to make a 
deductible traditional IRA contribution for 2020. 

Of course an individual can still make a non-deductible IRA contribution 
by electing it to be non-deductible. Those whose AGI is too high to 
make a Roth IRA contribution can make a nondeductible contribution 
(using Form 8606) and then convert to it to a Roth IRA.

TRADITIONAL IRA
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OTHER ISSUES

• Contribution Deadline: Due date without extension, usually April 
15. The due date for 2020 was July 15, 2020 because of the COVID-
19 emergency.  

• Penalty for Excess Contributions: 
o Excess over what is allowable is 6%.
o Penalty for making contribution past the age cap no longer 

applicable; age cap repealed after 2019.

• Avoiding the penalty:
o Withdrawing by Extended Due Date

 Withdraw the excess and earnings attributable to the excess 
by the extended due date.   

 Include the interest in income in the year of the excess 
contribution.

 10% premature penalty may apply to the interest.  

TRADITIONAL IRA
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OTHER ISSUES – Continued

• Excess Applied to Another Year
o Excess cannot be applied to an earlier year. 
o Excess can be applied to a subsequent year, but…

 The 6% penalty still applies. 

• Saver’s Credit – IRA contributions qualify.

• Taxation By Non-resident States – The federal law that prevents 
non-resident states from taxing pensions also applies to IRAs.

• Bankruptcy
o IRA accounts up to $1,362,800 are protected from creditors.
o This protection does not apply to inherited IRAs.

• Unrelated Business Income – IRAs have a $1,000 exemption from 
UBI. If it exceeds that amount Form 990-T must be filed. 

TRADITIONAL IRA
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CARES ACT CORONAVIRUS-RELATED  

• 2020 Distributions  
o Taxpayer can withdraw up to $100K from IRAs and qualified 

plans without 10% early withdrawal penalty.
o The distribution is still taxable, but the taxability is spread over 3 

years beginning with 2020. 
o Can be redeposited within the 3-year period. 

 Amended return can be filed for the year (2020, 2021 or 
2022) in which the distribution was reported. 

 IRS developing new Form 8915-E for reporting repayments
 There is an example on page 4.05.07

o Taxpayer can elect out of spreading the income over 3 years 
(may be appropriate depending on 2020 income).

TRADITIONAL IRA
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OVERVIEW  

• Contribution limits are the same as a traditional IRA.

• Contributions must be made by the unextended due date.

• Same earned income requirements.

• No tax deduction.

• Qualified distributions are tax-free.

• No age limit for contributions.

• High income contribution phase-out.

• Spousal Roth IRAs are allowed.

• No RMD requirements while owner is alive.

• Contributions qualify for the Saver’s Credit.

• Losses not available 2018 through 2025.

• But…like all things tax there are other issues and complications

ROTH IRA
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CONTRIBUTION LIMITS  

• Modified AGI phaseout – Modified AGI is: 
o Regular AGI 

 Less income from conversion of a Traditional IRA to a Roth.
 Less minimum required distributions from IRAs.
 Plus Traditional IRA deduction, student loan interest 

deduction, foreign earned income exclusion, foreign housing 
exclusion, qualified savings bond interest exclusion, higher 
education tuition and fees deduction, and adoption expense 
exclusion.

ROTH IRA
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BACKDOOR ROTH IRA

• Circumventing the Roth Contribution Phase Out
o Contribute to a non-deductible traditional IRA.
o Then convert it to Roth IRA.
o The only thing taxable will be any earnings, which would be 

minimal if conversion done right away.

• Tax Trap
o All IRAs are treated as one.
o Thus if the taxpayer already has a traditional IRA that includes 

deductible contributions, then the amount converted must be 
prorated between deductible and non-deductible, causing part of 
the conversion to be taxable.  

ROTH IRA
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• Excess Contributions Penalty (slightly different than a traditional): 
o Penalty - 6% penalty applies to excess contributions.

• Excess contribution - to a Roth IRA for a year is the sum of:
1. The year’s contributions (other than rollover contributions) that 

are more than the contribution limit for the year, plus
2. Any excess contributions for the preceding year, reduced by the 

total of:
a. Any distributions out of the Roth IRA for the year, plus
b. The contribution limit for the year minus the total of all IRA 

contributions for the year.

• Avoiding the penalty:
o Withdraw the excess and earnings attributable to the excess by 

the extended due date and include the interest in income in the 
year of the excess contribution,

o Apply excess to subsequent year.  

ROTH IRA
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CONVERSIONS 

• Conversion to a Roth IRA - An individual (any age) can roll over into 
a Roth IRA all or part of an eligible rollover distribution they receive 
from their (or their deceased spouse’s):

o Individual Retirement or Annuity Account (except RMD),
o Employer’s qualified pension, profit-sharing or stock bonus plan 

(including a 401(k) plan),
o Annuity plan,
o Tax-sheltered annuity plan (section 403(b) plan), or
o Governmental deferred compensation plan (Section 457 plan).

• Conversions Within Retirement Plans
o The law allows 401(k) (including the Thrift Savings Plan), 403(b) 

or 457(b) plans to have Roth accounts.
o Some plans allow conversions to Roth account. Converted 

amounts are taxable. 

ROTH IRA
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CONVERSIONS

• Segregate – Where a traditional IRA contains both deductible and 
non-deductible contributions, the conversion must be pro-rated 
making part of the conversion taxable.

o Qualified Plans can only accept rollovers that represent taxable 
income.

o Roll the taxable part into a qualified plan leaving only non-
taxable contributions in the IRA.

o Convert the traditional IRA to a Roth IRA after the rollover 
without any tax.

o Caution: Not all employer’s qualified plans will accept rollovers.    

o SIMPLE IRA – Can be converted but must wait until the SIMPLE has 
been in existence for 2 years. 

o Potential Problem – If the taxpayer does not have other funds to pay 
the conversion tax, any amount withdrawn to pay the tax is also 
taxable and if under 59½ the 10% penalty will apply. 

ROTH IRA
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CONVERSIONS

• Recharacterizations Repealed - The TCJA repealed the special rule 
that allowed taxpayers to change their minds and unwind a 
conversion for years after 2017.

o However, recharacterization is still permitted with respect to 
contributions. 
 For example, an individual makes a contribution to a Roth 

IRA and, before the return’s due date, the contribution can 
be recharacterized to a traditional IRA.

 The recharacterization must be made before the unextended
due date of the return. 

ROTH IRA
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CONVERSIONS

• Factors to Consider Before Making a Conversion (these are only 
examples):

o Taxpayer may not be able to afford making non-deductible 
contributions.

o Money used to pay rollover tax reduces capital available for 
investment earnings.

o Impact on SS taxability as a result of the additional income.
o Impact on Medicare premiums which are based on a taxpayer’s 

income two years prior. 
o For lower income taxpayers – the household income will increase 

and could reduce their health insurance premium subsidy/credit.
o For business taxpayers – the conversion income could cause the 

Sec 199A deduction to be reduced.
o Impact on beneficiaries and estate tax. 

ROTH IRA
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DISTRIBUTION

• Distributions from a Roth are nontaxable only if they are “qualified 
distributions.”

• Qualified Distribution Definition - A qualified distribution is generally 
any payment or distribution from a Roth IRA:

o That meets the five-year aging requirement, and meets one of 
the following conditions:
 Distribution is made after the IRA owner reaches the age of 

59½,
 Distribution is made after death of the Roth’s owner,
 Distribution is made on account of the owner becoming 

disabled, OR
 Distribution is for the $10,000 first-time homebuyer 

expenses.  

ROTH IRA
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DISTRIBUTION

• Five-Year Qualifying Period - The five-tax-year holding period:
o Begins on the earlier of:

a) The first day of the individual's tax year for which the first 
regular (i.e., non-rollover) contribution is made to any of the 
individual's Roth IRAs or

b) The first day of the individual's tax year in which the first 
conversion contribution is made to any of the individual's 
Roth IRAs.

o Ends - on the last day of the individual's fifth consecutive tax 
year beginning with the tax year described above.

• Example - For an individual who makes a first-time regular Roth IRA 
contribution for Year 1 any time between Jan. 1 of Year 1 and the April 
due date in Year 2, the five-tax-year period begins on Jan. 1 of Year 1.   

ROTH IRA
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FIVE YEAR QUALIFYING PERIOD - Continued

• Additional Deposits –
o Initial Deposit – Starts the running of the five-year holding 

period for all subsequent deposits. 
o Subsequent Conversions - A conversion of a regular IRA into a 

Roth IRA after the five-tax-year period has begun will not start the 
running of a new five-year period.

o Except For:
 Corrective Distributions - Any amount distributed as a 

corrective distribution is treated as if it was never contributed.
 Rollovers from a “Designated Roth Account” - The 5-year 

period is determined independently. 
 Beneficiary – The 5-year holding period for an inherited Roth 

IRA is determined independently from the beneficiary’s own 
account. 

ROTH IRA
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DISTRIBUTIONS

• Non-qualified Distribution Penalty 

• Converted Funds – Converting funds from a traditional to a Roth IRA 
when a taxpayer is under the age of 59½ enables a taxpayer to avoid 
the early withdrawal penalty. However, if within the 5-year period 
starting with the year of a conversion any portion the taxable part of 
the conversion is withdrawn, it will be subject to the 10% premature 
penalty.

• However, the penalty will not apply if any of the Sec 72(t) exceptions 
apply. These exceptions are discussed later in this lesson.

ROTH IRA
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DISTRIBUTIONS

• Ordering Rules For Non-qualified Distributions
o FIRST from regular contributions

 Regular Roth contributions
 Rollovers from other Roth accounts
 Rollovers from designated Roth accounts

o NEXT from conversions
 But first from taxable portions of the conversions

o LAST from earnings 

ROTH IRA

216



217

QUALIFIED ROTH CONTRIBUTION PROGRAM 

• AKA: Designated Roth Account

• Employer – Employer’s can create Qualified Roth Contribution 
Programs, Designated Roth Account, Roth 401(k), or Roth 403(b).

• Employee – If the employer offers the Roth option.

• Designation - Can designate all or part of their contribution to the 
Roth option.

• Election - Election once made is irrevocable.

• Contribution Limits – Designated Roth contributions cannot exceed 
the annual limit for elective deferral contributions, $19,500 ($26,000 if 
age 50 or over) for 2020. A taxpayer can also make regular Roth IRA 
contributions if otherwise qualified up to the $6,000/$7,000 limits.  

More…

ROTH IRA
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QUALIFIED ROTH CONTRIBUTION PROGRAM – Continued

• 5-year Qualifying Period – Determined separately from a Roth IRA.

• Employer Match - Employer’s matching contributions cannot be 
designated to the Qualified Roth. 

• Rollovers – Distributions from Roth 401(k) and Roth 403(b) accounts 
may be rolled over, but only to other Roth accounts in a 401(k) plan or 
403(b) arrangement, or to a Roth IRA.

• Distributions - from Roth 401(k) accounts are permitted only when 
the participant terminates employment, dies, becomes disabled, 
reaches age 59½ or due to hardship (if allowed by the plan).

• First-Time Homebuyer Exception – Does not apply to Qualified 
Roth accounts. Workaround: roll into a Roth IRA. 

• RMD – It is a qualified plan, so is subject to RMD rules at age 72. 

• RMD Avoided – RMD requirements can be avoided by rolling the 
Qualified Roth into a Roth IRA before reaching age 72.

More…
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QUALIFIED ROTH CONTRIBUTION PROGRAM – Continued

• In-Plan Rollovers – A participant in a 401(k), 403(b) or 457 
retirement plan that also includes a Designated Roth account may roll 
over the portion that is not in a Designated Roth account into the 
Designated Roth account.

o Can be elected by the employee or surviving spouse.

o Only allowed by direct transfer within the same plan.

o The rollover (conversion) is a taxable event.

o Once a rollover election is made, it cannot be recharacterized 
(same rule as a conversions).  

• Unrelated Business Income – IRAs have a $1,000 exemption from 
UBI. If it exceeds that amount Form 990-T must be filed. 

ROTH IRA
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REVENUE RULING 2019-19

• Failure to cash a distribution check does not avoid the distribution.  

• Thus is taxable in the year of distribution

• Subject to the usual 1099-R reporting and withholding obligations. 

• Makes no difference if the individual:

o Keeps the check,

o Sends it back,

o Destroys it, or 

o Cashed it in a later year.  

DELAYED CHECK CASHING
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 Applies to all plans.

 Avoids paying tax, and early withdrawal penalty, on the distribution.

Must roll back into a qualified plan or IRA within 60-days.

 IRS can waive the rollover period for equitable reasons

o Disaster

o Casualty

o Bank error.  

o Other event out of the individual's control  

 Period begins on the date the check is received not the date on the 
check – creates some problems proving receipt date.

60-DAY ROLLOVER
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Applies to all plans. 

Applies to payment of unreimbursed medical expenses that 
would be deductible. 

But only to the extent the expenses exceed the AGI limit.

Applies even if not itemizing deductions.  

1. Unreimbursed Medical……………  _______

2. AGI times applicable AGI %...........<_______>

3. Penalty exempt amount. ………….  _______

UNREIMBURSED MEDICAL
EXCEPTION
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• Applies to all plans.

• Disabled before reaching age 59½

• Taxpayer must furnish proof that he/she cannot perform any 
substantial gainful activity because of the physical or mental 
condition. 

• A physician must determine that the taxpayer's condition:

• Can be expected to result in death, or

• Is expected to be of a long, continued and indefinite duration. 

DISABLED EXCEPTION
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Ordinarily considered disability

• Loss of use of two limbs.

• Physical loss or atrophy of a limb, such as diabetes, MS or 
Buerger's disease.

• Diseases of the heart, lungs, or blood vessels which have 
resulted in major loss of heart or lung reserve.

• Inoperable and progressive cancer.

• Damage or brain abnormality resulting in severe loss of 
judgment, intellect, orientation, or memory.

• Mental diseases that require constant supervision.

• Loss of vision – vision no better than 20/200 in the best eye.

• Permanent and total loss of speech.

• Total deafness uncorrectable by hearing aid. 

DISABLED EXCEPTION
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• The existence of one or more of the impairments previously described 
will not, in and of itself, always permit a finding that an individual is 
disabled.

• Any impairment, whether of lesser or greater severity, must be 
evaluated in terms of whether it does in fact prevent the individual 
from engaging in his customary or any comparable substantial 
gainful activity.

o West, TCS – AIDS not a disability – was able to work.

o Coleman TC Summary Opinion 2003-91 - Depression –
Constituted disability. 

o Keeley TCS 2003-53 – Depression did not constitute disability -
did not require constant supervision.

DISABLED EXCEPTION
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• Applies to all plans

• If a taxpayer dies, the benefits distributed to a taxpayer’s beneficiary 
or estate are exempt from the early withdrawal penalty.  

• Caution: If a decedent’s spouse chooses to treat the distribution as 
his/her own and later receives a distribution before reaching age 59½, 
it may be subject to the penalty

BENEFICIARY EXCEPTION
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• Applies to all plans

• Allows taxpayers to retire early before reaching age 59½.

• For qualified plans applies only after TP separates from service.

• To qualify:  

1. The payments must be part of a series of substantially equal 
payments over the taxpayer’s life, or the joint life expectancies 
of the taxpayer and the taxpayer’s beneficiary, and

2. Payments under this exception must continue for at least 5 
years, or until the taxpayer reaches age 59½, whichever is the 
longer period. This 5-year rule does not apply if a change from 
an approved distribution method is made because of the death 
or disability of the IRA owner.

SUBSTANTIALLY EQUAL 
PAYMENTS EXCEPTION
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Examples

 Example: Dan began taking eligible payments at age 56 on 
December 1, 2016. He may not take a different distribution or alter the 
amount of the payment until December 1, 2021, even though his fifth 
payment was taken on Dec. 1, 2020. He will not meet the 5-year rule 
until December 1, 2021

 Example: Sue began taking substantially equal periodic payments on 
Dec. 1, 2014. She turns 59½ on July 1, 2021. She may not take a 
different distribution or alter the amount of the payment until July 1, 
2021.  Even though she had earlier met the 5-year rule, she has to 
wait until she is 59½.

SUBSTANTIALLY EQUAL 
PAYMENTS EXCEPTION
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Methods 

 There is no specific method in determining the amount of the 
“substantially equal payments” in Sec 72(t). 

 In Rev. Rul. 2002-62, the IRS suggests 3 methods that can be used. 
The amount based on each varies considerably providing an 
opportunity to use the one that works best for your client. 

1. Required Minimum Distribution (RMD) Method

2. Fixed Amortization Method

3. Fixed Annuitization Method

SUBSTANTIALLY EQUAL 
PAYMENTS EXCEPTION
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RMD Method

 Easiest, and is figured the same way as determining the normal RMD 
for someone age of 72 or older (was 70½ prior to 2020).  Annual 
payment amount is redetermined each year.

Example: TP age 55, spouse age 50, account balance $303,000. 
Generally, the Uniform Lifetime Table would be used, unless (1) there is 
no designated beneficiary, in which case the Single Life Expectancy 
Table is used, or (2) the distribution is from a Joint and Last Survivor 
annuity for which the Joint and Last Survivor Table is used.

Factor   Annual Distribution
Single Life 29.6 $10,236
Uniform Lifetime 41.6 $  7,284
Joint and Last Survivor 38.3 $  7,911

SUBSTANTIALLY EQUAL 
PAYMENTS EXCEPTION
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Fixed Amortization Method
The annual payment for each year is determined by amortizing in 
level amounts the account balance over a specified number of 
years determined using the chosen life expectancy table and the 
chosen interest rate (defined below). Once calculated, the annual 
payment would not change, and the same amount would be 
distributed in later years.

Using the same example as before with a 3.5% interest rate:

Factor   Annual Distribution
Single Life 29.6 $16,602
Uniform Lifetime 41.6 $13,936
Joint and Last Survivor 38.3 $14,483

SUBSTANTIALLY EQUAL 
PAYMENTS EXCEPTION
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Fixed Annuitization Method
Divide the account balance by an annuity factor that is the present 
value of an annuity of $1 per year beginning at the taxpayer’s age 
and continuing for the life of the taxpayer (or the joint lives of the 
individual and beneficiary). The annuity factor is derived using the 
mortality table in Appendix B of Rev. Rul. 2002-62 and using the 
chosen interest rate. Under this method, the annual payment 
determined for the first distribution year remains the same amount 
in each succeeding year.
Using the same example as before with a 3.5% interest rate:

Factor   Annual Distribution
Single Life 18.336 $16,525
Joint and Last Survivor 21.485 $14,103

SUBSTANTIALLY EQUAL 
PAYMENTS EXCEPTION

232



233

Other Issues

Interest rates – Any amount not more than 120% of the mid-term rate 
for either of the two-months immediately preceding the distribution. 

Account Balance – Determined in a reasonable manner based on the 
facts and circumstances. 

Modifications to Payments - IRS considers that there is a modification 
to the series of payments if, after the first valuation date, there is:

• Any addition to the account balance other than gains or losses, 

• Any nontaxable transfer of a portion of the account balance to another 
retirement plan, or

• A rollover by the taxpayer of the amount received resulting in such 
amount not being taxable.

SUBSTANTIALLY EQUAL 
PAYMENTS EXCEPTION
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Form 1099-R

• 1099-R should be coded 2 (early distribution, known exception) in 
Box 7 if the payer was the one originally establishing the 
“substantially equal” payments.

• However, if the account has been transferred to another custodian, 
and since the new custodian has no knowledge that the requirements 
of “substantially equal” payments are being met, they will no doubt 
follow the 1099-R instructions and code the 1099-R with a “1” (early 
distribution, no known exception) in Box 7.

In this event, the Form 5329 (Part 1) will need to be completed and
included with the 1040.  

SUBSTANTIALLY EQUAL 
PAYMENTS EXCEPTION
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• Applies to all plans

• 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. 

DISTRIBUTION AS RESULT OF AN 
IRS LEVY EXCEPTION
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• Applies to all plans

• 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.

QUALIFIED RESERVIST 
DISTRIBUTION EXCEPTION
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• 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. 

QUALIFIED RESERVIST 
DISTRIBUTION EXCEPTION 
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• SECURE Act – Effective after December 31, 2019.

o Applies To:  distributions from IRAs and all Qualified Plans.

o Period: Made during the one-year period beginning on the date 
on which a child of the individual is born or on which the legal 
adoption is finalized.

• Eligible Adoptee:

o Under the age of 18 or mentally incapable of self-support.

o Cannot be the child of a spouse. 

• In addition, such qualified birth or adoption distributions may be 
recontributed to an individual's applicable eligible retirement plans. 

BIRTHS & ADOPTIONS 
EXCEPTION
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Applies to all Plans – January 1 through December 31, 2020.

Maximum Distribution Excluded from Penalty - $100,000 

Qualified Individual – Is an individual:

o Who is diagnosed with the virus SARS-CoV-2 or with coronavirus 
disease 2019 (Covid-19) by a test approved by the Centers for 
Disease Control and Prevention,

o Whose spouse or dependent is so diagnosed, or 

o Who experiences adverse financial consequences as a result of 
the coronavirus. (CARES Act Sec. 2202(a).

QUALIFIED CORONAVIRUS 
RELATED DISTRIBUTIONS
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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. 

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.

QDRO EXCEPTION

240



241

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.  

QDRO EXCEPTION
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Applies to qualified plans other than 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.

SEPARATION FROM SERVICE 
EXCEPTION 
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Applies to IRAs Only  

 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.

CONTRIBUTIONS RETURNED 
BEFORE DUE DATE

243

244

Applies to IRAs Only

 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.

MEDICAL INSURANCE 
EXCEPTION
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Applies to IRAs Only

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

Withdrawal Subject to Exception - Nontaxable 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.  

HIGHER EDUCATION EXPENSE 
EXCEPTION
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• Applies to IRAs Only

• 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.  

FIRST-TIME HOMEBUYER 
EXCEPTION
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• 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.  

FIRST-TIME HOMEBUYER 
EXCEPTION 
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Code § 72(t)(10) 

Applies to:

o Government plans (defined benefit pension plan)

o Qualified public safety employee who separates from service 
after age 50.

 A qualified public safety employee is:

1) Any employee of a State or political subdivision who provides 
police, firefighting, or emergency medical services, or

2) Any Federal law enforcement officer, Federal customs and 
border protection officer, Federal firefighter, or any air traffic 
controller. 

PUBLIC SAFETY EMPLOYEES 
(AGE 50+) EXCEPTION
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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.

PUBLIC SAFETY EMPLOYEES 
(AGE 50+) EXCEPTION
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You will probably never encounter this…but for awareness…

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))

FEDERAL WORKERS’ PHASED 
RETIREMENT EXCEPTION
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ANNUAL RETURN – ONE PATICIPANT PLANS

• Application: Applies to Keogh (HR-10) self-employed retirement 
plans.

• Reporting Threshold: Assets of all related plans exceed $250K.

• Due Date: July 31 for calendar year plans.

• Extension: Form 5558 (2.5-month extension). 

• Late Filing Penalties: $250/day; Maximum $150,000 per plan year 
for returns required to be filed after December 31, 2019. Ten-fold 
increase from prior penalty amounts (SECURE Act). 

• Late Filing Penalty Relief: To participate in the program…

o 5500-EZ is filed manually with Form 14704 attached. 

o Requires submission fee of $500 (max $1,500 for multiple years).

FORM 5500-EZ
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MAXIMUM AMOUNT 

• Normal Year – The lesser of:
o $50,000 or
o Half the present value (minimum $10,000)

• 2020 (CARES Act Relief) – The lesser of: 
o $100,000 or
o Present value of nonforfeitable accrued benefit 

• Repayment:
o 5 years (except for certain home loans)
o Amount not repaid is treated as a distribution.
o CAUTION: these loans typically do not survive a change of 

employment and an unpaid balance will be treated as a 
distribution. Clients should carefully consider the outcome if they 
change employers or lose their employment. 

o Any distribution before 59½ is subject to the 10% penalty.  

QUALIFIED PLAN LOANS
DOES NOT APPLY TO IRAS
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• Cafeteria Plans – The health flexible spending account (FSA) is one 
of three plans available under Sec 125.  The three include:

o Dependent care assistance (covered in the credits lesson),
o Adoption assistance (covered in the credits lesson), and
o Medical care reimbursements (this lesson).

• Maximum 2020 Contribution: $2,750 (pre-tax).

• Married Couples – If each has an FSA each can contribute the max.

• COVID Relief – Relief provides flexibility for Sec 125 plans, if plan so 
chooses, to make certain prospective mid-year election changes for 
health FSAs, and dependent care assistance programs during 2020, 
including an initial election to enroll in the plan.

MEDICAL CARE FSA
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• Unused Amounts – Subject to “use it or lose it” rule except…
o There is a 2.5-month grace period after year’s end, OR
o Up to $550 (2020 amount) can be carried to the next year.

• COVID relief - allows employers to amend plans extending             
the 2.5-month grace period through the end of 2020.  

• Do Double Dipping – Reimbursed expenses are not tax deductible.

• Expenses Reimbursable – See the text for details.
o Feminine Menstrual Products – Added by the CARES                

Act as a tax-free reimbursement for years after 2019. 
o Long-term Care Insurance costs cannot be reimbursed.  

• Child of Divorced Parents – Treated as a dependent of both parents 
for purposes of FSA-allowed spending.

MEDICAL CARE FSA
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• Waiver for 2020 RMDs – The CARES Act waived the 2020 RMD 
requirements for: 

o RMDs that are due by April 1, 2020, because the account owner 
turned 70½ in 2019.

o RMDs for 2020 (RMD age increased to 72 after 2019).
o RMDs for beneficiary distributions required in 2020.

• COVID Relief 2020 RMD Rollovers – Some had already taken their 
RMD before the CARES Act was passed, and... 

• The 60-day rollover period had already expired for many by the time 
the CARES Act was passed.  

• To assist plan participants who already received distributions in 2020, 
the IRS extended the 60-day rollover period deadline through August 
31, 2020 (Notice 2020-51). In addition, these RMD rollovers will not 
be subject to the one IRA-to-IRA rollover per 12-months limitation.

REQUIRED MINIMUM DISTRIBUTIONS
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REQUIRED MINIMUM DISTRIBUTIONS

• Mandatory RMD Beginning Age - Beginning in 2020, age 72.

• Determining RMD Amount:

• Distribution Period – Is determined from the appropriate table:

• Uniform Lifetime Table – Beginning in 2021 the table has been 
revised.   

• Joint and Last Survivor Table – Where the spouse is more than 10 
years younger than the IRA account owner.  

• Age – Use oldest age attained in year of distribution.

REQUIRED MINIMUM DISTRIBUTIONS

RMD    =    TOTAL VALUE DEC 31 PRIOR YEAR 
DISTRIBUTION PERIOD FROM TABLE 
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OTHER ISSUES

• First Year Exception.
o Can delay first year distribution. 
o But must be taken by April 1 of the following year.
o The taxpayer must also take an RMD for the second year before   

December 31 of the second year.
o Thus causing the second year to have two distributions. 

REQUIRED MINIMUM DISTRIBUTIONS
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STILL WORKING RULE

• RMD Exception - An employee's RBD (required beginning date) for 
receiving distributions from a qualified plan is April 1 of the year 
following the later of the calendar year the employee:

o Reaches age 72  (70½ in a year before 2020) or
o The calendar year in which the employee retires from 

employment with the employer maintaining the plan.
CAUTION: The employer’s plan may require the retirement plan 
participant to begin RMDs under the normal rules, in which case 
the taxpayer cannot take advantage of the “still working “exception.
CAUTION: The above rule does NOT apply to distributions from 
IRAs (including those established in conjunction with a SEP or 
SIMPLE IRA plan) and distributions from qualified plans to more-
than-5% owners.

REQUIRED MINIMUM DISTRIBUTIONS
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POST-2019 DEATHS - BENEFICIARY DISTRIBUTIONS

• Spouse Beneficiaries – Rules are unchanged  

• Non-spouse Beneficiaries – Must distribute the entire inherited 
balance within 10 years counting from the year after owner’s death.

o May take any amount in any year 

• Exceptions
o Child of Decedent – the 10 years payout period does not begin 

running until the year after the child reaches the age of maturity 
(18 in most states). Distributions based on life expectancy are 
required up to age 18. (Caution: Does not apply to a grand child)

o Life Expectancy - The following beneficiaries may withdraw over 
their life expectancy, beginning in the year after death. 
 Any person not more than 10 yrs. younger than the deceased.
 A chronically ill beneficiary. 

o Subsequent Beneficiary - A subsequent beneficiary will have to 
distribute the balance of the account by the end of the 10th year 
after the year of the original beneficiary’s death. 

REQUIRED MINIMUM DISTRIBUTIONS
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IRA QUALIFIED CHARITABLE DISTRIBUTION

• Taxpayer Age – Must be age 70½ to qualify (Did not change to 72)

• Direct Transfer – To qualify it must be a direct transfer from an IRA to 
a qualified charity.

• Maximum Amount - $100,000 per year per spouse (if each has an 
IRA). 

• Taxability – The distribution is tax free. 

• Charitable Contribution – None because the distribution is tax free.

• IRA Contribution Age Limit – Because the age limit for contributing 
to an IRA was eliminated, the SECURE Act added this provision: A 
taxpayer making a QCD  must reduce the QCD non-taxable portion 
by any traditional IRA contribution made and deducted after age 70½, 
even if the two events are not in the same year.

• Underused – Many retirees don’t understand this can be used 
multiple times during the year and there is no minimum. Effectively 
provides a charitable deduction for non-itemizers. 

QCD
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OVERVIEW

• What is an HSA?
o Allows individuals with high deductible health insurance to save 

pre-tax dollars for medical expenses.
o Is not covered under any other health plan that is NOT a high 

deductible plan (HDP).
o Distributions are tax free if paid for qualified medical expenses 

not covered by the HDP, including: 
 Accident insurance, 
 Disability insurance, 
 Dental care,
 Vision care, or 
 Long-term care.

HEALTH SAVINGS ACCOUNTS (HSA)
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• HDP Definition for 2020:

• 2020 Monthly Contribution Limits:
o Self only – $295.83 (1/12 of the $3,550 annual cap)
o Family coverage - $591.67 (1/12 of the $7,100 annual limit)
o Age 55 annual catch-up - $83.33 (1/12 of the $1,000 annual limit)

• Above-the-line deduction

• Earnings - Accumulate tax-free and distributions are tax-free if for 
qualified medical expenses.

• Excess Contribution Penalty – 6%  

• Nonqualified Distributions Penalty – 20%  

HEALTH SAVINGS ACCOUNTS (HSA)
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CARES ACT CHANGES

• Feminine Menstrual Products - Permits tax-free reimbursement of 
feminine menstrual products for years after 2019.

• Telehealth - Under current law, taxpayers may only make 
contributions to health savings accounts (HSAs) while they are 
covered by a high deductible health plan. CARES Act allows a high 
deductible health plan to provide telehealth and remote care services 
without a deductible for 2020 and 2021.

• COVID-19 - Related Testing and Treatment – Notice 2020-15 
advised that high deductible health plans (HDHPs) can pay for the 
2019 novel coronavirus (COVID-19)-related testing and treatment, 
without jeopardizing the plan status. This also means that an 
individual with an HDHP that covers these costs may continue to 
contribute to a health savings account (HSA).

HEALTH SAVINGS ACCOUNTS (HSA)
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SUPPLEMENTAL RETIREMENT VEHICLE 

• An HSA can also be a retirement vehicle, especially for taxpayers 
who are maxed out on their other retirement plan options or who can’t 
contribute to an IRA because of the income limitations.

• There is no requirement that medical expenses must be paid or 
reimbursed from the HSA. 

• So a taxpayer can maximize tax-free growth in the account by using 
funds from other sources to pay routine medical costs. Later, 
distributions can be used tax-free to pay post-retirement medical 
expenses. Or, if used for non-medical purposes, a retiree age 65 or 
older will pay income tax, but not a penalty, on the distribution. 

• Unlike IRAs, no RMDs are required to be made from HSAs at any 
specific age.

HEALTH SAVINGS ACCOUNTS (HSA)
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OVERVIEW

• Deductibility: Contributions are not tax deductible.

• Contribution Limit: $2,000 per child per year. 
o Cannot be made once the account holder reaches age 18.
o Must be made by the unextended due date.   

• Contribution Phase Out: (Not inflation adjusted)  

Earnings: Tax-free if used for qualified expenses. 

Education Level: Kindergarten and above.

COVERDELL ACCOUNTS 
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OVERVIEW - Continued

• Excess Contribution Penalty: 6%

• Unqualified Distribution Penalty: 10%  

• 529 Plans: Contribution can be made to both in the same year.

• Mandatory Distribution: Prior to age 30 except for special needs 
students.

• UBI Income May Be Taxable

• Distributions:
o If used entirely for qualified expenses, entirely tax free.
o If partially taxable the annuity rules apply to the non-qualified 

portion.  

COVERDELL ACCOUNTS 
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OVERVIEW - Continued

Loan Security – Can’t be used as security for a loan. 

• Rollovers:
o Like an IRA only one rollover in a 12-month period.
o Can transfer to another qualified family member (same definition 

as dependent relationship) between the ages of 0 and 29.
o Military Death Gratuity can be rolled into a Coverdell.

So Why a Coverdell At All? Why Not Just Do a 529 Plan?

TCJA did away with a major difference between the two by allowing up 
to $10K of 529 Plan funds for below college expenses. Plus the Secure 
Act added distributions for the Registered Apprentice.

However, some states have not conformed to TCJA’s 529 changes, 
which might make Coverdells attractive for that reason. And of course, 
there are those who have already contributed to Coverdells. 

COVERDELL ACCOUNTS 
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OVERVIEW

• Types of Plans – Employer can have:
o Non-accountable plan – Assistance included in W-2, or
o Accountable plan – Assistance excluded from income.

• Max Excludable Amount per Year: $5,250

• Expenses: 
o Education need not be job-related. 
o However, games, hobbies and sports generally not allowed.
o Student Loan Payments – can include employee student loan 

payments but only for the period March 27 through December 31 
of 2020.  
 Tip: Have the employer designate accountable plan 

payments as going to principal so the employee can deduct 
the interest. 

More…

EMPLOYER EDUCATION ASSISTANCE 
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OVERVIEW – Continued 

• Allowable Expenses – Generally include:
o Tuition, fees, books, 
o Supplies, and equipment;

• Non-allowable Expenses:
o Tools or supplies (other than textbooks) that the employee may 

keep after the course of instruction ends. 
o Meals, lodging or transportation.

More…

EMPLOYER EDUCATION ASSISTANCE 
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OVERVIEW – Continued 

• Other Details:
o Retirees or laid-off employees are eligible for the income 

exclusion,
o Self-employed individuals and partners who have qualified plans 

in place also qualify, and
o Educational assistance plans may not discriminate in favor of 

highly-compensated workers.

• Limits on Excludable Amounts - Not more than 5% of the 
educational assistance amounts paid or incurred by the employer 
during the year may be provided for the class of individuals who are 
shareholders or owners (or their spouses or dependents), each of 
whom (on any day of the year) owns more than 5% of the stock or of 
the capital or profits interest in the employer. 

EMPLOYER EDUCATION ASSISTANCE 
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AMERICAN OPPORTUNITY TAX CREDIT (AOTC)

• Eligible Individual:
o Taxpayer, 
o Spouse, 
o Dependent - Generally a qualified child under age 19 or who is a 

full-time student under age 24.

• Enrollment - Enrolled at an eligible educational institution for at least 
one academic period (semester, trimester, quarter) during the year.

More…

EDUCATION CREDITS
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AMERICAN OPPORTUNITY TAX CREDIT (AOTC) – Continued 

• Student Qualifications – The student must meet following: 
1) Had not completed the first 4 years of post-secondary education 

before the tax year of the credit and hasn’t claimed the AOTC 
for more than 4 years.
A student who was an undergraduate during the first part of the 
taxable year and (a) became a graduate student that same 
year, (b) has not completed the first 4 years of post-secondary 
education as of the beginning of the tax year, and  (c) has not 
claimed the AOTC for more than 4 years, will qualify.

2) For at least one academic period beginning in the tax year of 
the credit, was enrolled at least half-time in a program leading to 
a degree, certificate, or other recognized educational credential.

3) Has no felony drug conviction. 

EDUCATION CREDITS
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AMERICAN OPPORTUNITY TAX CREDIT (AOTC) – Continued 

• Felony Drug Conviction Definition - Means the student has not been 
convicted of a Federal or state felony offense for possession or 
distribution of a controlled substance as of the end of the taxable year 
for which the credit is claimed.

• Allowance Period - The first four years of the post-secondary 
education in a degree or certificate program.

o Provided the student has not completed the first 4 years of post-
secondary education before the beginning of the 4th tax year. 

o For each eligible student, the AOTC may be claimed for 4 tax years

• Half-Time Student  - For the AOTC for at least one academic period 
during the year, the student must be enrolled for at least half of the 
normal full-time workload for his course of study.  

Note: There is nothing in the law that limits the credit to just expenses 
incurred to obtain a bachelor’s degree.

EDUCATION CREDITS
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AMERICAN OPPORTUNITY TAX CREDIT (AOTC) – Continued 

• Credit Amount (Per Student): $2,500
• 100% of the first $2,000 of eligible expenses plus
• 25% of the next $2,000, of eligible expenses.

• Refundable Amount:

• 40% after application of the high income phaseout.

• Does not apply to a child subject to kiddie tax.   

• Modified AGI: Regular AGI increased by excluded foreign earned 
income, foreign housing allowance, excluded possession income. 

EDUCATION CREDITS
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AMERICAN OPPORTUNITY TAX CREDIT (AOTC) – Continued 

• Integrity Provisions 

o Cannot retroactively claim the AOTC by amending a prior year 
return in which the individual, or a student for whom the credit is 
claimed, did not have a Taxpayer Identification number (TIN).

o Cannot claim unless the EIN of educational institution is included. 

• Preparer Due Diligence - $540 penalty for failing to meet preparer due 
diligence requirements.

• Taxpayer Disallowance Periods – Where the credit is improperly 
claimed due to:

o Fraud - the disallowance period is 10 years.

o Reckless or intentional disregard of rules and regulations (not 
fraud) - the disallowance period is 2 years.

EDUCATION CREDITS
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LIFETIME LEARNING CREDIT (LLC)

• Eligible student - Taxpayer and spouse and their dependents that are 
enrolled at an eligible educational institution for at least one academic 
period (semester, trimester, quarter) during the year.

• No Half-time Student Requirement - single courses can qualify.

• Credit Amount – The Lifetime Learning Credit is a per family credit 
equal to 20% of up to $10,000 of qualified tuition and related expenses 
paid during the tax year. The maximum credit is $2,000 and it is not 
refundable.

• Allowance Period – May be claimed for an unlimited number of tax 
years.

• Qualified Education – Can be used for graduate-level and 
professional degree courses and is allowed for a course of instruction 
at an eligible educational institution to acquire or improve job skills.

EDUCATION CREDITS
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LIFETIME LEARNING CREDIT (LLC) – Continued 

• High Income Phaseout – Uses the same definition of modified AGI as 
the AOTC.

• Unlike the AOTC, the MAGI threshold and cap are inflation adjusted 
annually

EDUCATION CREDITS
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ISSUES THAT APPLY TO BOTH AOTC & LLC

• Eligible Educational Institution - Eligible institutions generally include 
any accredited public, nonprofit, or proprietary post-secondary 
institution eligible to participate in the student aid programs 
administered by the Department of Education.

• Who Pays and Who Gets the Tuition Credit –
o Tuition and related expenses paid by a third party directly to an 

eligible educational institution are treated as being paid by the 
student. 

o Tuition and related expenses paid by the student are treated as 
paid by the taxpayer who claims the student as a dependent.

• Tax Tip: Payments made directly to an educational institution by a 
donor are excludable from gift tax. For example, a grandparent could 
directly pay the tuition of a grandchild without any gift tax ramifications 
and the child’s parents would benefit from the education credit.  

EDUCATION CREDITS
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ISSUES THAT APPLY TO BOTH – Continued

Comprehensive or Bundled Fee
o Charge must be allocated between:

 Tuition and other credit-eligible expenses, and 
 Non-credit-eligible expenses.

o The allocation must be made by the institution.   

• Pre-Payment of Tuition and Related Expenses – Prepayments for 
an academic period beginning in the first three months of the 
subsequent year count for year in which paid.  CAUTION: some 
mistakenly interpret that to mean the tuition and expenses for the first 
three months.

• Hobby Course Tuition - Only applies if is part of the student's degree 
program, or in the case of the Lifetime Learning Credit, the student 
takes the course to acquire or improve job skills.

EDUCATION CREDITS
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INTERACTION OF SCHOLARSHIPS AND TAX CREDITS

• For credit purposes, tuition must be reduced by tax free scholarships.

• To the extent a scholarship is used to pay room and board it is 
reportable taxable income if the student is required to file.

• Not optional, depends upon the terms of scholarship. 

o If it specifies scholarship must be used for tuition and expenses, 
then it must reduce tuition and expenses. 

o If it specifies it is for room and board, then it must be used for 
room/board and as a result is taxable. 

o Federal Student Aid including Pell Grants can be used for both 
tuition and expenses and living expenses.   

EDUCATION CREDITS
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INTERACTION OF SCHOLARSHIPS AND TAX CREDITS – Continued 

Where the terms of the scholarship permit, a student may choose to 
allocate in any portion to credit-qualified expenses.

• The portion allocated to education credit-qualified expenses…

o Reduces expenses qualified for the credit.

o Is non-taxable.

• The portion allocated to other than education-qualified expenses..  

o Is taxable 

• If the parent claims the student:

o The parent claims the credit, and

o The student reports the taxable portion of the scholarship – earned 
income and taxed at student’s tax rate.   

EDUCATION CREDITS
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FORM 1098-T ISSUES

• 1098-T Mandatory – Can’t claim the credit without it.

o Ed Institutions are supposed to send by January 31.

o Some institutions will  post them on the students’ online accounts.

o 1098-T received by a dependent treated as received by the parent.

• Expenses Not Included on the 1098-T - A taxpayer that substantiates 
payment of qualified tuition and related expenses that are not reported 
on Form 1098–T  may include those expenses in computing the 
amount of the education tax credit.  

EDUCATION CREDITS
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POSSIBLE TAX STRATEGY

• Parents have appreciated stock

• Parents gift appreciated stock to student’s grandparents or (someone 
else they trust) in a lower tax bracket or even the 0% CG bracket. Then 
the after-tax proceeds are directly paid to the school for the 
grandchild’s tuition.  

• Parents still get the credit if not phased out and they avoid the capital 
gains on the stock.

• However, be careful that the additional income from including the gain 
upon sale of the stock doesn’t cause the grandparents to have more 
taxable Social Security or have other detrimental effects based upon 
on AGI-based limitations.

EDUCATION CREDITS
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OVERVIEW

• Two Types of Plans:
o College Savings Plans – Allows taxpayers to contribute after-tax 

dollars to save for various types of education in an investment 
vehicle with tax free accumulation.

o Prepaid Tuition Plans – Pay for college tuition at today’s rates with 
after-tax dollars.

• Control:
o Account owner – not the designated beneficiary.
o Owner can change beneficiaries. 

• How Much Can Be Contributed:
o Maximum is based on the projected cost of a college education 

and will vary between state plans.
o Some currently top $475,000.

QUALIFIED TUITION PLANS
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OVERVIEW – Continued 

• Tax Benefit
• Tax-deferred accumulation
• Earnings tax-free if used for qualified expenses  

• Designated Beneficiary 
o Initially named individual who receives benefits.
o A changed beneficiary – Must be in the same family.

• Refunds (typically tuition)
o Can be redeposited within 60 days. 

• Tends to Benefit the Wealthy
o Maximum benefits require front-loading of contributions.
o Plans do not need to be with resident state.

QUALIFIED TUITION PLANS
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• Qualified Expenses:

o Higher education tuition, 

o Fees, books,

o Supplies, equipment, 

o Computers,

o Reasonable room and board 

 Student must be at least half-time

 $2,500 max per year - off-campus

 Does not count living at home  

o Special needs beneficiary enrollment or attendance expenses.

More…added after the original legislation…

QUALIFIED TUITION PLANS
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• Qualified Expenses – Continued
• Kindergarten Through Grade 12

o Tuition only. 
o Annual max. $10,000 per student. 
o Allowable Institutions:

 Public,
 Private, and 
 Religious schools. 

• Apprentice Expenses 
o Registered apprenticeship programs certified by the Secretary 

of Labor.
• Repayment of Student Loans

o $10,000 lifetime limit
o Interest paid with 529 funds cannot be deducted as above-

the-line student loan interest.  

QUALIFIED TUITION PLANS
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• Rollovers to ABLE Accounts

o Only available 2018 through 2025

o 529 Plan distributions not taxable if:

 Deposited in an ABLE within 60 days.

 Do not exceed ABLE contribution limits ($15,000 in 2020).  

 Excess contributions subject to tax and 10% penalty. 

• Penalties - Earnings not used for expenses subject to a 10% penalty. 

• Financial Aid – 529 accounts are typically viewed as the account 
owner's asset.

o If parents are the account owner only a small part will be considered 
for financial aid purposes.

o If someone else, such as a grandparent or the student is the 
account owner, the plan will likely be attributed to the student.

• Losses – Tier 2 Misc. so not deductible 2018 through 2025. 

QUALIFIED TUITION PLANS
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• Gift Tax Considerations

o Directly Paid Tuition - Tuition paid by anyone directly to an 
educational institution for the benefit of another is not subject to 
gift tax. 

o Not Direct - Sec 529 contributions are not direct payments; thus 
subject to gift tax if the annual exclusion is exceeded.

o 5-Year Option 

 Can deposit 5 years’ worth of 529 contributions in one year. 

 709 must be filed (includes special check box)

 If donor dies before the 5-year period elapses, the excess 
over the allowable annual exclusion reverts to the donor’s 
estate.

 If the annual exclusion amount increases, the donor can make 
up the difference in the subsequent year.   

 Overlapping 5-year periods are not allowed.

o Change of beneficiary – The original beneficiary becomes the 
giver and is subject to gift tax requirements.

QUALIFIED TUITION PLANS
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Coordination with Scholarships & Education Credits 

Student’s Qualified Expenses: $8,300

Gifts From Parent 1,600
Scholarship (tax free)  3,100
QTP Withdrawal 5,300 (includes $950 of interest)

Example #1:

Student’s qualified expenses 8,300
Tax Free Scholarship <3,100>
Balance of Qualified Expenses 5,200
529 Withdrawal <5,300>
Excess Withdrawn 100

Taxable Amount (100/5300) x $950….. $18

QUALIFIED TUITION PLANS
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Coordination with Scholarships & Education Credits – Continued

Student’s Qualified Expenses: $8,300

Gifts From Parent 1,600
Scholarship (tax free)  3,100
QTP Withdrawal 5,300 (includes $950 of interest)

Example #2:

Student’s qualified expenses 8,300
Tax Free Scholarship <3,100>
Expenses used to claim $2,500 AOTC <4,000>
Balance of Qualified Expenses 1,200
529 Withdrawal <5,300>
Excess Withdrawn 4,100

Taxable Amount (4,100/5300) x $950…………..   735

QUALIFIED TUITION PLANS
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OVERVIEW

• State Program - Federal law allows states to set up ABLE accounts. 

• State of Residency – An eligible individual is not obligated to enroll in 
their state of residence

• Eligible Beneficiary - Must be severely disabled before turning age 
26, based on: 

o Marked and severe functional limitation or

o Receipt of benefits - under the SSI or Disability Insurance (DI). 

However, an individual does not need to receive SSI or DI to open or 
maintain an ABLE account, nor does the ownership of an account 
confer eligibility for those programs.

• Disability Certification

• Filed with the IRS yearly.
• Certification must include a copy of the individual's diagnosis 

relating to the individual's relevant impairment(s), signed by a 
licensed physician.

ABLE ACCOUNTS
Achieving a Better Life Experience
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CONTRIBUTIONS

• Post-2017

o Annual limit equals annual gift tax exclusion ($15K, 2018 – 2020)

o Limit applies to the sum of contributions made by contributors.

• For years 2018 through 2025 – The account beneficiary with taxable 
earnings can contribute an additional amount equal to lesser of:

o The beneficiary's taxable compensation for the year, or

o The one-person poverty level from the prior year.  

o Thus for 2020 the combination of the two amounts for someone 
living in the continental U.S, would be $27,490 (15,000 +12,490).

ABLE ACCOUNTS
Achieving a Better Life Experience
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OTHER ISSUES

• Designated Beneficiary - The “designated beneficiary” is the account 
owner, although another person (parent, guardian or person with power 
of attorney) may be allowed signature authority over the account.

• Qualified Disability Expenses - Funds in the account may be used for 
qualified disability expenses which include but are not limited to: 
education, housing, transportation, employment training and support, 
assistive technology, personal support services, health, prevention and 
wellness, financial management and administrative services, legal 
fees, funeral and burial expenses and basic living expenses.

• Excess Contribution Penalty – 6% excise tax.

• Saver’s Credit – The 2018 through 2025 “extra” contribution qualifies 
for the non-refundable saver’s credit. 

• Change of Beneficiary – Within the same family if the beneficiary 
otherwise qualifies.

• Death of Beneficiary – States can claim any remaining amounts to the 
extent of payments from the state’s Medicaid program. 

ABLE ACCOUNTS
Achieving a Better Life Experience
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OVERVIEW

• Expense Reimbursement (2018 – 2025)
o Non-military: Employer reimbursement is taxable.
o Military: Reimbursement of qualified expenses is nontaxable.

• No Deduction Allowed for 2018 through 2025
o Exception: Military moves

 Active military only.
 Must be pursuant to a military order.
 No distance or time requirements
 If service member and family move from different locations, 

treat as a single move.

MOVING
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• Maximum Deduction: $2,500 of interest  

• Deducted: Above-the-line (not required to itemize)

• Qualified Student Loan: Is one used to pay qualified higher education 
expenses on behalf of the taxpayer, spouse, or any dependent of the 
taxpayer (at the time the loan is incurred).

o Expenses include - Tuition, room and board, and related expenses.
o Educational Institution – For attendance at:  

 Post-secondary educational institutions, 
 Certain vocational schools, and 
 Certain institutions offering postgraduate training. 

o Timing - Paid or incurred within a reasonable period before or 
after the debt is incurred

o Used for education when the recipient was an eligible student.

HIGHER EDUCATION INTEREST
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• Reasonable Period – Expenses must be paid or incurred within a 
reasonable period before or after the debt is incurred. 

o Reasonable period is based upon facts and circumstances
o Safe harbors:

 Paid with proceeds of a loan from a federal postsecondary 
education loan program.

 Paid 90 days before or after the academic period to which 
they apply.  

• Single Purpose – The loans cannot be mixed use loans.  

HIGHER EDUCATION INTEREST
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• Form W-9S – If the loan is not a government loan, a payee (lender) 
must request a certification (the W-9S) from the payor (borrower) that 
the loan will be used solely to pay for qualified higher education 
expenses.

• Loan Fee – Must be amortized over the life of loan.

• Capitalized Interest – Interest that is added by the lender to the 
outstanding balance of the loan. This interest is deductible. 

• Eligible Educational Institution – Virtually all public and private 
accredited post-secondary schools. 

• Eligible Student - is one enrolled in a degree or certificate program 
and is at least a half-time student.

HIGHER EDUCATION INTEREST
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• Modified AGI (MAGI) Phaseout – Phaseout inflation-adjusted in $5K 
increments; see text for definition of MAGI

• Who Can Claim
o One who has a legal obligation to make the interest payments. 
o No deduction for a taxpayer who is a dependent of someone else.
o If 3rd party makes payments on behalf of the borrower, then the 

borrower (unless someone else’s dependent).

HIGHER EDUCATION INTEREST
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• Qualifications - Individuals can exclude foreign earned income if they 
meet the following qualifications:

o Have foreign earned income

o Have a “tax home” in a foreign country

o Be a U.S. citizen or resident alien who is either:

 A bona fide resident of a foreign country for an entire tax year.

 Physically present in foreign countries for at least 330 full 
days during any period of 12 consecutive months.

• COVID-19 Relief - For 2019 and 2020 the IRS is providing relief for 
those that returned to the U.S. because of COVID-19 before meeting 
the residency period requirements of either bona fide residence or 
physical presence. 

• Spouses – Both can quality if they otherwise meet the requirements.  

FOREIGN EARNED INCOME 
EXCLUSION
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• Exclusion Amounts 

• High Cost Areas – Certain areas are considered high cost areas and 
the housing allowances are increased in those areas. Refer to the IRS 
Notice listed for the year. 

• Marginal Tax Rates – Exclusion applies to a taxpayer’s lower tax 
brackets (taken off the bottom) resulting in a taxpayer’s other income 
being taxed at the taxpayer’s higher brackets.     

FOREIGN EARNED INCOME 
EXCLUSION
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• Taxpayer Must Have a “Tax Home” in a Foreign Country
o Tax Home - Is the general area of a taxpayer’s main place of work 

(as employee or self-employed), regardless of location of the 
family home.

o Abode - Has been defined as one's home, habitation, residence, 
domicile, or place of dwelling. The location of abode often depends 
on where a taxpayer has economic, family, and personal ties.

A taxpayer is not considered to have a tax home in a foreign country 
for any period in which their abode is in the U. S. 

• Special Tax Home Issues:
• Seaman on Yacht – Operating primarily in foreign waters has a 

foreign tax home. 
• Antarctica & Guantanamo – Are not considered foreign countries. 
• Cuba – No exclusion if there in violation of U.S. travel restrictions.

FOREIGN EARNED INCOME 
EXCLUSION

302



303

BONA FIDE RESIDENCE

• General Qualification – Must reside in a foreign country for an 
uninterrupted period that includes an entire tax year.  

o Continuance - Once the qualification is met, bona fide residence 
continues until the date of abandonment of the foreign residence.

o Temporary Trips - Temporary trips to the U.S. are acceptable.

• Factors Used By Courts to Determine Bona Fide Residence:
o Intention as to the duration of the foreign residence,
o Assimilation into country, payment of foreign taxes,
o Resident status, nontransient nature of stay, location of family,
o Absences from the foreign country, good faith intentions of the 

taxpayer,
o Employer’s view of taxpayer’s status.

FOREIGN EARNED INCOME 
EXCLUSION
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PHYSICAL PRESENCE TEST

• General Qualification – Must be physically present in the foreign 
country for 330 full days out of a 12-month period.  

o 12 months must be consecutive and can overlap two tax years.

o Can be used when a taxpayer can’t meet the criteria for Bona Fide 
residence.

o Is generally always used in the first year (virtually impossible to 
meet the Bona Fide resident test the first year). 

o A day begins at midnight and time over international waters 
doesn’t count as being in a foreign country.

o The time period can be waived in case of war, civil unrest and 
other circumstances discussed later.   

FOREIGN EARNED INCOME 
EXCLUSION
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FIGURING THE 12-MONTH PERIOD FOR PHYSICAL PRESENCE

• Four rules to remember:

o The 12-month period can begin with any day of the month. It ends 
the day before the same calendar day, 12 months later.

o The 12-month period must be made up of consecutive months. 
Any 12-month period can be used if the 330 days in a foreign 
country fall within that period.

o Choose the 12-month period that gives the greatest exclusion

o Any 12-month period can overlap another.

FOREIGN EARNED INCOME 
EXCLUSION
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FIGURING THE 12-MONTH PERIOD FOR PHYSICAL PRESENCE

• Example – Taxpayer’s first full day in the foreign county is March 1 of 
tax year one:

FOREIGN EARNED INCOME 
EXCLUSION

#2#3
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WAIVER OF MINIMUM TIME REQUIREMENTS  

 Both the 12-month and 330-day requirements can be waived due to: 

o War

o Civil Unrest

o Or other adverse conditions 

 The IRS will provide a list of waiver countries in the first quarter of the 
subsequent year. 

FOREIGN EARNED INCOME 
EXCLUSION
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COVID-19 WAIVERS

 Periods beginning:

o December 1, 2019 for the People’s Republic of China (not 
including Hong Kong or Macau).

o February 1, 2020 for the rest of the world

 Period Ends July 15, 2020 unless further extension is announced.   

Must have reasonable expectation they would have otherwise qualified. 

Can select any 12-month period.

Must prorate exclusion amount for actual days in foreign country.   

FOREIGN EARNED INCOME 
EXCLUSION
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COVID-19 WAIVERS – Continued

 Example: Established China residency July 15, 2019. To meet the 
normal 330-day requirement would have to remain until June 9, 2020.  
Because of COVID-19 TP returned to US Feb. 2020 after spending 
only 221 days in China. 

 For 2019 – Using the 12-month period July 15, 2019 through July 14, 
2020, the max exclusion would be 46.58% (170/365) or $49,328 (.4658 
x $105,900).  

 For 2020 – Same 12-month period. 8.47% (31/366) for a max
exclusion of $9,114 (.0847 x 107,600). 

FOREIGN EARNED INCOME 
EXCLUSION
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SOURCE OF EARNED INCOME   

• Salaries, wages, commissions, professional fees and tips, 

• Cost of living allowances – reimbursements,

• Overseas differential,

• Family education,

• Home leave,

• Quarters, and

• Certain moving expenses.

Income received for work in a foreign country is considered as from a 
foreign source, even if it is paid by an employer located in the U.S.

FOREIGN EARNED INCOME 
EXCLUSION
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EARNED INCOME DOES NOT INCLUDE:

• Amounts paid by the U.S. Government or its agencies.  

• Previously excluded value of meals and lodging for employer 
convenience.  

• Pension, annuity or Social Security income.

• Employer’s contribution to employee’s non-exempt trust or non-
qualified annuity contract.  

• Recaptured unallowed moving expenses.

• Payments received after the end of the tax year following the tax year 
in which the services were performed to earn the income.

FOREIGN EARNED INCOME 
EXCLUSION
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BOTH SPOUSES HAVE FOREIGN EARNED INCOME

• If qualified, both can claim the exclusion.

• Maximum exclusion amount applies individually to each spouse.

• Ignore any community property laws when figuring the limit on the 
exclusion. 

PART-YEAR EXCLUSION ADJUSTMENT

• If a taxpayer qualifies for only part of the tax year…

• The taxpayer must adjust the maximum limit based on the number of 
qualifying days in the tax year. 

• The number of qualifying days is the number of days within the period 
in which the taxpayer both has a tax home in a foreign country and 
meets either the bona fide residence or physical presence test.  

FOREIGN EARNED INCOME 
EXCLUSION
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FOREIGN HOUSING EXCLUSION OR DEDUCTION 

• Housing exclusion or deduction is in addition to the earned income 
exclusion or deduction.

o Exclusion amount only applies to amounts considered paid for with 
employer-provided amounts. Employee payroll counts as employer 
provided amounts.

o Deduction amount only applies to amounts paid for from self-
employed earnings.   

• Example: Employee spent $26,400 on qualified foreign housing 
expenses (not in a high-cost area). From the IRS Table, the base 
amount is $17,216 and the cap is $15,064. Thus the housing allowance 
is the lesser of:

• $26,400 - $17,216 (base amount) = $9,184, or
• The cap $15,064
• Thus the excludable housing allowance is: $9,184

FOREIGN EARNED INCOME 
EXCLUSION
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FOREIGN HOUSING EXPENSES INCLUDE: 
o Reasonable housing costs for taxpayer and family.
o Rent, repairs and furniture rental.
o Utilities (other than telephone).
o Real & personal property insurance.
o Non-deductible occupancy taxes.
o Non-refundable lease fees.

• Does not include:
o Lavish or extravagant 
o Otherwise deductible interest and taxes
o Cost of buying property
o Maids, gardener, TV, etc.   

• No Double Benefits   

FOREIGN EARNED INCOME 
EXCLUSION

314



315

FOREIGN HOUSING EXCLUSION

• Employer-provided amounts include any amounts paid by the 
employer, including:

o Salary
o Reimbursement for housing expenses
o Employer-provided housing included in employee’s income.
o Employer’s reimbursement for dependent’s education expenses. 

• Housing allowance figured before the earned income exclusion.  

FOREIGN EARNED INCOME 
EXCLUSION
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FOREIGN HOUSING DEDUCTION

 Self-employed individuals only can claim a foreign housing deduction.

o Self-employed only – no employer provided amounts.  Deduct 
against AGI. 1040 Schedule 1 line 8. 

o Self-employed and employee – Prorate between exclusion and 
deduction. See allocation formula in the text. 

Housing deduction carryover – Any amount of the deduction not 
allowed can be carried over for one year only.  

FOREIGN EARNED INCOME 
EXCLUSION
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SPECIAL SITUATIONS

 Flight Attendants – Time spent in international air space is not 
considered being in a foreign country. 

Combat Zone Workers – U.S. citizens or resident aliens (contractors 
or employees of contractors) in designated combat zones qualify even 
if their ”abode” is in the U.S. Applies for 2018 and subsequent years. 

Married Living Apart – Each may qualify for their own housing 
exclusion or deduction. 

Credits Denied - EITC and Refundable Child Credit. 

 IRA Contributions – Cannot be based on excluded income. 

 Election – Sec 911 is an election and continues unless revoked.  

 Form 2555 – Used to claim exclusion and housing allowance.

FOREIGN EARNED INCOME 
EXCLUSION
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EXTENSION

• Where qualification time limits have not been met before the due date,

• File Form 2350.

• Grants extension, generally until 30 days after the date when taxpayer 
meets qualifying time limits.

SOCIAL SECURITY 

• Where employee would be subject to both U.S. and foreign Social 
Security: 

o Generally subject to foreign SS

o Detached worker – Time out of U.S. expected to be less than 5 
years. Then subject to U.S. SS.

o Permanent Transfer – Even if ends up being less than 5 years, is 
subject to foreign SS. 

FOREIGN EARNED INCOME 
EXCLUSION

318



319

OVERVIEW – This is rarely encountered so just a quick overview…

• Tax Benefit – Accrued interest is excluded…
o If proceeds used to pay post-secondary education expenses. 
o For the taxpayer, spouse or dependent.
o At the time the bond was cashed.  

• Qualified Bonds:

• Series EE or I Bonds.

• Bonds must have been purchased when individual is over age 24.

• The purchaser must be the sole owner (or joint owner with spouse).

• Owner may designate a beneficiary without violating the sole owner 
requirement.  

More…

U.S. SAVINGS BONDS EDUCATION 
EXCLUSION
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OVERVIEW – Continued

• No exclusion for MFS taxpayers

• Form 8818 may be used to keep a record of such bonds.

• If the taxpayer’s total redemption proceeds (principal plus interest) for a 
tax year exceeds the qualified expenses paid in that year for the 
taxpayer, spouse or dependent, the amount of interest that is 
excludable is limited to a fraction of the otherwise excludable portion.

• MAGI Phaseout:

U.S. SAVINGS BONDS EDUCATION 
EXCLUSION
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OVERVIEW – Continued

• Qualified Education Expenses
o Tuition and fees paid to a higher educational institution.
o Contributions to a Coverdell Education Savings Account.
o Contributions to a Qualified Tuition Program (Sec 529 plan).

• NOT Qualified Expenses Include:
o Room and board. 
o Courses involving sports, games, or hobbies that are not part of a 

degree or certificate program.

U.S. SAVINGS BONDS EDUCATION 
EXCLUSION
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OVERVIEW – Continued

• Expense Reduction – Expenses used to determine the exclusion are 
reduced by:

o Expenses used to determine the AOTC and LLC.
o Scholarships and fellowships,
o Expenses used to figure the tax-free portion of distributions from a 

Coverdell ESA or a Qualified Tuition Plan,
o VA education benefits,
o Employer-provided education assistance payments, and
o Qualified tuition reduction amounts.

Bottom Line…Probably more trouble than it’s worth…

U.S. SAVINGS BONDS EDUCATION 
EXCLUSION
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OVERVIEW 

• What is Excludable: 
o Compensation for occupational personal injury or sickness - YES
o Compensation based on employee’s age or length of service - NO

• Disputed Classification – It is not uncommon for protective services 
personnel benefits to first be paid as retirement payments and then 
subsequently, after board hearings, legal action, etc., to be ruled as 
worker’s compensation. Generally in those cases the retirement 
income is repaid, and worker’s compensation paid. The repayment of 
the retirement benefit paid in a prior year gives rise to a “claim of right” 
deduction or credit.

• Survivors – Payments designated as personal injury or sickness paid 
to the survivors is excludable.

• Court Cases – The text includes several relevant court cases related 
to worker’s compensation.  

WORKER’S COMPENSATION
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OVERVIEW

• Extended: Retroactively extended to 2018 through 2020

• 1040-X - Potential amended opportunity.

• Qualifying Expenses – Same as education credits.

• Maximum Deduction:    

ABOVE-THE-LINE EDUCATION 
EXPENSES DEDUCTION
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OVERVIEW – Continued

• Filing Status – Deduction not allowed for…
o Married filing separately,
o Dependents, and
o Nonresident alien spouses – Unless election made to treat non-

resident spouse as a resident alien. 

• Education Credits – An above-the-line deduction and an education 
credit cannot be claimed for the same student in the same year.  

• Expense Reduction – Expenses must be reduced by those used for 
other education benefits (no double dipping).

• 1098-T – Mandatory in order to claim the tuition deduction.

ABOVE-THE-LINE EDUCATION 
EXPENSES DEDUCTION
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OVERVIEW

• Maximum Amount: $250 (through 2021 at least)

• Qualified Educator:
o Teacher, principal, counselor or aide
o Kindergarten through Grade 12
o Minimum 900 Qualifying Hours  Annually

• Qualified Expenses:
• Books, Supplies, 
• Computer equipment and related software, 
• Classroom supplies,
• Professional development

EDUCATOR’S ABOVE-THE-LINE 
DEDUCTION
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CHARITABLE DEDUCTION OPTION

• Under Sec 170(c)(1) the term “charitable contribution” means a 
contribution or gift to or for the use of a State, a possession of the 
United States, or any political subdivision.

o A public school falls under that definition.    
o Teacher’s classroom supplies would therefore be a non-cash 

charitable contribution.

• Obstacles to Overcome:
o Documenting the contribution.
o Must itemize.
o A charitable acknowledgement from the school (Labor law issues).
o Items retained by teacher are not completed gifts (no contribution 

for the use of an item).

o States - Some states did not conform to TCJA and therefore in those 
states could be an employee business expense.

EDUCATOR’S ABOVE-THE-LINE 
DEDUCTION
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Contact 
Information

Werner‐Rocca Seminars, Ltd.

(215) 545‐4181

www.werner‐rocca.com

Art Werner –
art.werner@werner‐rocca.com

Anthony Rocca –
arocca@wernerandrocca.com

Follow us on Twitter @ILectureCPAs or 
@WernerRocca
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PEER REVIEW

MEMBERSHIP
BECOME A MEMBER OF OUR SOCIETY!

YOUR interest is our uppermost concern! Initial consultation is at no cost and obligation free, so 
contact us today to schedule!

For more information, call Prof. Israel Blumenfrucht Ph.D., CPA, at (718) 544-1929.

So let us do your Peer Review!
Engagement Review - for Compilation and Reviews

CONTACT US AT (718) 544-1929

SEMINAR DISCOUNTS

Members of our Society 
can access our seminars 

and webinars at discounted 
tuition rates. Become a 

member and pay only $245 
per seminar or webinar!

TECHNICAL INFORMATION 
HOTLINE 

Get answers to tax and 
accounting questions 

directly from our Executive 
Committee. Call 718-544-

1929 or email us at  
hotline@aceseminars.com 

with your questions.

PEER REVIEW
Featuring a free initial 
consultation, our Peer 

Review Program is tailored 

Society members receive an 
additional discount. Please 

visit our Peer Review page for 
additional information.

SEMINAR ARCHIVES
Our full seminar video 
streams are available 

exclusively for member use. 
You can now review and 

watch any seminar that you 
previously attended, in full HD 
format, for 30 days after the 
seminar (restrictions apply).

EMPLOYMENT & CPA  
JOB BANK 

Featuring a free initial 
consultation, our Peer Review 

Program is tailored to your 

members receive an additional 
discount. Please visit our Peer 

Review page for additional 
information.

with your questions. additional information. seminar (restrictions apply).Review page for additional
information.

NEW!

PEER REVIEW
Featuring a free initial 
consultation, our Peer 

Review Program is tailored 
to your specific needs. ACE 
Society members receive an 
additional discount. Please 

visit our Peer Review page for 
additional information.

SEMINAR DISCOUNTS
Members of our Society 

can access our seminars 
and webinars at discounted 

tuition rates. Become a 
member and pay only $250 

per seminar or webinar!

EMPLOYMENT & CPA  
JOB BANK 

Take advantage of our 
employment referral services, 
whether you are looking for 
a position or seeking to hire 
a CPA. Call our employment 

desk at 718-544-1929 or email 
employment@aceseminars.com 

for all employment opportunities.
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